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ABSTRACT 
 

The literature on International Diversification suggests that investors and analysts value 

foreign earnings differently than domestic earnings.  Prior studies also show an overall “valuation 

discount” for firms with foreign operations. To my knowledge, no study has empirically tested 

and found there to be differences in earnings quality for these firms. This study investigates 

differences in the quality of earnings for U.S. firms with foreign operations using a direct 

measure (discretionary accruals) and an indirect measure (investor perception of earnings). I also 

consider the impact of audit quality on each measure of earnings quality. 

In the first part of my dissertation I find firms with foreign operations report lower 

discretionary accruals than firms with only domestic operations.  This indicates that auditors, 

similar to investors and analysts, report more conservatively for firms with foreign operations. 

My results show that audit quality further reduces the absolute value of reported accruals, and I 

find a higher level of reported “income decreasing” accruals for these firms. 

In the second section of my dissertation I consider the impact of audit quality on investor 

perception of earnings. Similar to earlier papers I find that foreign earnings changes are more 

highly associated with changes in firm value than domestic earnings changes, and this larger 

earnings response is attributed to negative changes in foreign earnings. I also find that audit 

quality improves investor perception of foreign earnings for firms with foreign operations. While 

there are ample studies demonstrating that firms with foreign operations are valued differently 

than firms with purely domestic operations, my study is the first to provide empirical evidence 

about how audit quality impacts financial reporting, the quality of earnings, and investor 

perception of earnings for firms with foreign operations. 
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CHAPTER 1: INTRODUCTION 
 
 In this dissertation, I examine the impact of audit quality on (1) the association between 

international diversification and earnings quality, and (2) investors’ perception of foreign and 

domestic earnings for internationally diversified firms. This investigation is motivated by the 

stream of literature on international diversification demonstrating that financial statement users 

treat firms with foreign operations (ID firms) differently from those with only domestic 

operations (non-ID firms). Bodnar and Weintrop (1997) find investor earnings response is higher 

for ID firms. Christophe (2002) extends the study to show that the larger observed investor 

response is limited to the investor response to negative foreign earnings, supporting related 

studies showing lower firm values for these firms. These studies illustrate that investors discount 

the value of foreign operations when determining firm value (Denis, Denis and Yost 2002).  

Further, investors underestimate the persistence of foreign earnings in comparison to earnings 

from domestic operations (Thomas 2000). Moreover, analyst forecasts for ID firms are shown to 

be less accurate for firms with foreign operations (Duru and Reeb 2002).   

 None of this literature has addressed the auditor’s role in influencing investors’ or 

analysts’ differential perceptions of ID and non-ID firms.  One study, Krishnan and McDougal 

(2005), shows that auditors display conservatism and issue going concern opinions more 

frequently to ID firms, indicating that auditors’ decision making may differ in ID and non-ID 

situations. Other studies, unrelated to international diversification, show that auditor brand name 

(auditor size), auditor industry specialization, and auditor independence, all dimensions of audit 

quality, affect investor perceptions (e.g. earnings response coefficients), and firm values (e.g., 

Balsam, Krishnan and Yang 2003; Chaney and Philipich 2002; and Teoh and Wong 1993). It 

would follow then that audit quality can also impact the investors’ and analysts’ differential 

treatment of internationally diversified and domestic firms.   
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 The literature has also not, in general, examined financial reporting differences, 

specifically quality of earnings, between ID and non-ID firms.  Bushman, Chen, Engel and Smith 

(2004) expand on the literature and show that organizationally more complex firms (including 

those with foreign operations) are associated with lower timeliness of earnings.1

 Thus, I examine two research questions.  First, does the quality of earnings of ID firms 

and non-ID firms differ, and is this difference affected by audit quality? To investigate 

differences in the quality of earnings between ID firms and non-ID firms, I test for differences in 

the level of discretionary accruals among firms with international operations and those with only 

U.S. operations. Many studies have used the magnitude of abnormal/discretionary accruals (e.g. 

Francis and Krishnan 1999) as a proxy for lower quality financial reporting.  Therefore, if the 

level of recorded discretionary accruals is, in fact, higher for ID firms after controlling for other 

factors, it would indicate a lower level of earnings quality for these firms.   

 This suggests 

implicitly that the quality of financial reporting is lower in more complex organizations.  If the 

complexities involved with ID operations tend to lower reporting quality, then I would expect that 

audit quality would alleviate this effect.  

If ID firms are found to have lower quality earnings than non-ID firms, I determine if 

audit quality affects the earnings reporting for these firms.  To measure audit quality, I use 

measures established in prior literature to be associated with higher quality audits including 

auditor brand name (DeAngelo 1981) and auditor industry specialization (Balsam et al. 2003).  If 

audit quality is associated with earnings quality for ID firms, it may be associated with a lower 

level of recorded discretionary accruals than otherwise. 

 The second research question asks, does audit quality lessen the observed difference in 

investor perceptions of ID and non-ID firms? To examine this question, I extend the studies by 
                                                 
1 Bushman et al. (2004) argue that the lower timeliness of earnings and therefore lower transparency of 
financial reporting induces firms with more foreign operations to invest in more costly corporate 
governance systems.   
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Bodnar and Weintrop (1997) and Christophe (2002), both of which examine investor perceptions 

of foreign and domestic earnings.  Bodnar and Weintrop (1997) find firm value to be more 

sensitive to foreign earnings changes than domestic earnings changes. Christophe (2002) extends 

this study and shows that the larger earnings response observed in Bodnar and Weintrop is 

attributed largely to firms with negative foreign earnings changes rather than to any other changes 

in either domestic or foreign earnings.  These studies illustrate the differential treatment of 

foreign and domestic earnings by investors.  However, these studies did not examine whether the 

differential treatment of foreign and domestic earnings is influenced by the quality of the auditor. 

I therefore add to this literature by examining whether audit quality is associated with investor 

perception of ID firms.  I measure the effect of audit quality on the association between 

directional changes in the foreign-portion and domestic-portion of earnings, and the resulting 

change in stock prices.  I also examine differences in this association between firms with and 

without a higher quality auditor. 

 To examine these research questions I use financial and auditor data for a cross-section of 

companies from 2004 to 2007. My results for the first research question indicate that, in general, 

ID firms report lower absolute discretionary accruals than non-ID firms.  Additionally, the 

presence of a higher quality auditor (brand name or industry specialist auditor), as shown in 

similar earlier studies (Becker, DeFond, Jiambalvo, and Subramanyam 1998; Balsam t al. 2003), 

results in a further reduction in the level of reported discretionary accruals. Further analysis of the 

impact of higher audit quality indicates that the observed lower level of reported discretionary 

accruals is consistent between ID firms and non-ID firms for brand name (BIG4) audited firms.  

However, there are differences between the reported discretionary accruals between ID firms and 

non-ID firms for those audited by an industry specialist auditor.  There are higher reported 

“income decreasing” discretionary accruals for ID firms audited by an industry specialist auditor. 
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These results show that ID firms do not suffer from low quality financial reporting and low 

quality earnings.  More importantly, the results show that, similar to investors and analysts, the 

industry specialist auditor displays conservatism towards ID firms resulting in more negative 

reported discretionary accruals and consequently, lower reported earnings than similar non-ID 

firms. 

 The results for the second research question, investigating the impact of audit quality on 

investor perception of earnings, indicates that, similar to the results of earlier studies (Bodnar and 

Weintrop 1997), investors value both earnings from domestic and foreign operations. Also similar 

to Bodnar &Weintrop (1997), the results show that investors respond more to foreign earnings 

changes, and more specifically to declines in foreign earnings in determining firm value 

(Christophe 2002). My results show some evidence that audit quality impacts the association 

between foreign earnings changes and changes in firm value. Most importantly I find limited 

evidence that audit quality, specifically auditor brand name, increases the association between 

foreign earnings and changes in firm value. This association appears to be limited to investor’s 

perception of negative changes in foreign earnings. I do not find audit quality, as measured by 

auditor industry specialization, to have the same effect. There is very little evidence suggesting 

that auditor industry specialization impacts investor’s perception of foreign earnings. 

 This study makes the following contributions to the literature. First, this is the first study 

to examine characteristics of earnings quality in the setting of internationally diversified firms. 

Studies primarily show that financial statement users treat these firms differently in assessing 

value and in decision making.  No study, to my knowledge, has empirically tested and shown 

there to be systematic differences in the earnings quality between ID firms and non-ID firms. 

Second, the results of this study are important to accounting standard setting bodies. The 

quality of financial reporting is an indirect indicator of the quality of financial reporting standards 
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(Schipper and Vincent 2003).  Hence, if incorrect assumptions, conclusions, and decisions are 

made based on properly prepared financial statements, this may indicate that current accounting 

standards and disclosure requirements are inadequate.  The recent accounting scandals and the 

resulting new pronouncements and regulations provide a clear indication that the focus of 

financial reporting should be towards more transparent information.  This study attests to the 

limited transparency of financial reporting related to ID firms and the possible need for more, or 

different, disclosure relating to foreign operations. 

The remainder of my dissertation is organized as follows: In Chapter 2 I discuss the 

background literature on International diversification and consider the impact of Audit Quality. In 

Chapter 3 I discuss testing performed to investigate the first research question and the results 

obtained, and in Chapter 4 I discuss the testing performed to investigate the second research 

question and the results.  In Chapter 5 I provide concluding remarks. 
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CHAPTER 2: LITERATURE REVIEW 

2.1 International Diversification and Earnings Quality 
 

By establishing an association between international diversification and measures of low 

quality earnings (Duru and Reeb 2002, Thomas 2000), prior literature suggests that firms with 

foreign operations may be associated with low quality financial reporting.  Studies show that 

analysts treat ID firms differently from those with purely domestic operations.  Analysts, as 

sophisticated users of financial statements associate these firms with less accurate, albeit 

optimistically biased forecasts (Duru and Reeb 2002).  This suggests that ID firms represent a 

unique dimension of the analyst’s forecasting task.  Further, According to Khurana, Pereira, and 

Raman (2003), ID firms’ earnings are more persistent. Analysts as information intermediaries 

appear to underestimate the persistence of the foreign earnings, further contributing to the 

inaccuracy of analyst forecasting for firms with foreign operations. Taken collectively, the above 

literature demonstrates that analysts, as financial intermediaries, fail to accurately measure and 

predict the results of foreign operations for ID firms.  

Investors also treat firms with foreign operations differently from those with only 

domestic operations. Research shows that investors have difficulty accurately determining the 

value and persistence of income for internationally diversified firms.   Studies illustrate that 

investors value foreign operations differently from that of domestic operations.  Bodnar and 

Weintrop (1997) find firm value to be more sensitive to foreign earnings changes than domestic 

earnings changes. Therefore “it is likely that investors do not see these two income streams as 

perfectly similar” (p.72).  They find that the larger response is a direct result of investor’s 

perception of the firm’s future growth opportunities, but only in cases where foreign sales were 

growing at a faster rate than domestic sales.  This illustrates that investors subjectively, and only 

in limited cases, place confidence in foreign operations.  They therefore, in general, lack 
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confidence in assigning value to foreign earnings.  Further study by Christophe (2002) shows that 

the larger earnings response observed in Bodnar and Weintrop (1997) is attributed to firms with 

negative foreign earnings changes rather than to those with negative domestic or those with 

positive foreign or domestic earnings changes indicating that investors react more strongly in the 

face of news about declining foreign operations.  Christophe attributes this larger reaction to 

negative foreign earnings changes to be a result of the inability of investors to understand and 

scrutinize foreign subsidiaries due to the greater operational and management difficulties and 

agency problems caused by distance and foreign laws.  This once again suggests a lack of 

understanding by investors and demonstrates an observed conservative response in assigning 

value to firms with foreign operations.  

These earlier studies have led to a series of papers that have verified the existence of an 

overall valuation discount for internationally diversified firms. Denis et al. (2002) show that, after 

controlling for other factors (including industrial diversification), international diversification is 

associated with an 18% reduction in value from that of comparable firms with operations in the 

U.S. alone.  ID firms generally have a lower value than non-ID firms.  Denis et al. (2002) 

conclude that international diversification “represents a cost of the agency relationship that exists 

between managers and investors” (p. 1977) due to complexity and high costs of coordination.  

This is supported by Thomas (2000) who finds that similar to analysts, investors are also reluctant 

to show optimism with respect to foreign earnings.  Thomas (2000) finds that although foreign 

earnings tend to be more persistent than domestic earnings, the market consistently 

underestimates the persistence of these foreign earnings.  Therefore, the market mispricing is 

likely not to be associated with risk factors, but rather a result of investors finding difficulty in 

understanding fully the origin of firms’ foreign earnings (p. 265).  According to Thomas, it is 

investor perception of the time series properties of domestic versus foreign earnings that results in 
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the understatement of the persistence of foreign earnings and the observed undervaluation of 

market price.  

A more recent study by Callen, Hope and Segal (2005) expands on the literature 

supporting earlier findings, showing that although both domestic and foreign earnings contribute 

significantly to explaining unexpected returns, domestic earnings have a greater impact on 

unexpected returns variability than that of foreign earnings (p. 379), further illustrating the under-

pricing of foreign earnings. More interestingly, Callen et al. (2005) propose that possible 

explanations for the lower variability of returns relative to foreign earnings, includes the limited 

disclosure requirements for foreign operations, the inconsistent defining of foreign segments as 

required by SFAS No 14., and the resulting lack of comparability and consistency in segment 

reporting across firms and within the same firm.  These factors lend themselves to suggest poor 

disclosure of foreign earnings and negatively affect investor perception of earnings quality.  To 

test this theory, Callen et al. (2005)  theorize that sophisticated investors may have greater access 

to private information and are better able to process difficult public information, and are therefore 

better able to price foreign earnings. Their results show that these sophisticated investors, proxied 

by institutional ownership, are better able to price foreign earnings and the results show a lower 

disparity between the variability of returns and domestic and foreign earnings.  These studies 

illustrate the differential treatment of foreign and domestic earnings by investors. More 

importantly, they show that the mispricing of foreign earnings is likely due to investor perception 

and lack of understanding of the components and attributes of foreign earnings. 

Another recent study by Hope, Kang, Thomas, and Vasvari (2009) also suggests that 

better disclosure of foreign operations improves investor perception.  Hope et al. (2009) show that 

the market’s valuation of foreign earnings is a function of the improved geographic disclosure 

requirements imposed by SFAS 131. They show that firms increasing geographic disclosure 
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requirements upon adopting the newer reporting standard experience a higher correlation between 

earnings and stock returns. Specifically, firms that(1)  increase the number of reported geographic 

segments, and disclose related foreign earnings, as well as (2) those that continue to report 

geographic segment information as they did under the prior standard, have foreign earnings that 

are priced higher than those that lower the number of reported foreign segments. Hope et al. 

(2009) attribute this improved market valuation to increased geographic disclosures that improve 

the information environment. This leads to less noise in information, less information asymmetry, 

and lower costs of information acquisition for investors. 

Bushman et al. (2004) also explore another aspect of the foreign firms’ information 

environment and look at the nature of foreign disclosures and show that the timeliness of earnings 

is lower for internationally diversified firms. They report that the limited transparency resulting 

from disclosures related to complex foreign operations creates limitations in the financial 

statements and lowers the usefulness of financial reporting.  They show that firms respond to this 

weakness by putting in place costly corporate internal governance mechanisms. Corporate 

governance is an oversight control to ensure the reliability and integrity of the financial 

statements, suggesting that the foreign disclosures may be negatively affecting the quality of 

financial reporting. 

Taken collectively, the literature above suggests that financial statement users have 

difficulty accurately determining the value and persistence of earnings for internationally 

diversified firms.  They treat firms with foreign operations differently from those with only U.S. 

operations and they display conservatism in their treatment of ID firms.  

Surprisingly, few studies have investigated explanations for the differential treatment of 

ID firms.  While some studies have empirically tested firm characteristics associated with this 

observed “conservative” response by financial statement users, the largest body of support comes 
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from anecdotal evidence.  These studies cite several reasons why financial statement users make 

different assumptions in assessing the value, timeliness, transparency and persistence of foreign 

versus domestic earnings.  These factors include overall firm risk, management discretionary 

behavior (agency problems), and the adequacy of financial disclosures. 

2.2 Potential Explanations for Differences in Earnings Quality for Internationally 
Diversified Firms 

2.2.1 Studies Related to Risk 
 

The literature on international diversification demonstrates that firms with foreign 

operations are more complex due to varied economic, regulatory, social and legal environments 

(Sears, 1994).  Studies show that firms with foreign operations suffer from increased risk in 

several dimensions. The complexity of operations for U.S. multinational firms is shown to result 

in increased systematic risk.  Reeb, Kwok and Baek (1998) show that the degree of 

internationalization is positively associated with the level of systematic risk for the firm.  As a 

result of this risk, managers appear to use a higher discount rate to evaluate international projects.  

Since the discount rate is used in pricing equity as well as in determining the cost of debt, this risk 

has serious implications for these firms.  Heightened risk not only impacts the firm, but also has 

implications for those who must interpret the financial statements.  The risks related to 

internationally diversified operations affect investors, analysts and auditors too.   

As mentioned previously, both investors and analysts react differently when evaluating 

and determining the firm value associated with foreign versus domestic earnings streams.  This 

may be related to the risk of the complex international operations.  In turn, one could assume 

then, that the complexities contributing to the assessed risk of these firms, impacts the quality of 

financial reporting.   
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The auditor is also impacted by the risk associated with firms with foreign operations.  

The auditor, as an independent expert, has a unique role in verifying the credibility of the 

financial reporting process. Given the complexity engendered by foreign operations and the lack 

of specific guidance for auditing these operations, it seems reasonable that the audits of ID firms 

pose unique challenges and increased risk for the auditor.  Multinational audits pose unique risks 

and challenges due to the economic, legal, and regulatory differences across borders (Sears 1994).  

In addition to the unique environmental differences of each foreign country, the auditor must face 

additional risk of planning and performing these audits.  There are no specific audit requirements 

that guide the auditor in planning the nature, timing and extent of substantive, detailed testing for 

firms with foreign operations.  Further, as anecdotal evidence shows, the risk of these audits 

increase due to the complexity contributed by multiple locations (Guantt and Glezen 1996) and 

due to other factors such as the proximity and dispersion of the locations, and to special reporting 

requirements of the subsidiary.  Each of these factors contributes to the audit risk model and 

poses serious implications for the auditor.   

To further illustrate the impact on the auditor, Bell, Landsman, and Shackelford (2001) 

expand on the literature and show that auditors perceive these firms with complex operations to 

be associated with higher assessed business risk.  They show that for firms with international 

operations and higher proportions of foreign assets to total, auditors attempt to reduce the 

perceived risk to an acceptable level by performing additional audit fieldwork.  Thus, audits of 

multinational firms are characterized by higher overall audit fees.  This is shown in several 

studies including Simunic (1984), who finds that higher audit fees are not only related to firms 

with higher proportions of foreign assets, but also to those with more consolidated subsidiaries. 

Another response to the increased risk associated with foreign operations is for the auditor to 

exercise conservatism in audit reporting.  Krishnan and McDougal (2005) show that ID firms are 
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more likely to be issued a going concern opinion.  This suggests that auditors take steps to protect 

themselves from the perceived risks associated with ID firms and to avoid possible loss of 

reputation. Given the auditor’s response to the risk inferred by the complexity of ID firms, and 

considering the auditor’s role in verifying the credibility of the financial statements, it seems 

intuitive that there may be differences in the quality of the earnings for these firms. 

2.2.2 Studies Related to Management Discretion 
 
 The literature on international diversification also considers the role of management 

discretion and its impact on the quality of earnings. Separation of ownership from control in 

internationally diversified firms may cause a lack of confidence in the financial information 

provided.  This suggests that diversification may lead to a moral hazard problem between 

owners/investors and self-serving managers that may act to gain control and influence (Jensen 

and Meckling 1976).  In fact, agency theory suggests that “diversification strategies represent 

corporate decisions in which a fundamental conflict of interest exists between managers and 

shareholders” (Denis et al. 1999).  Denis et al. (2002) state that global diversification is a cost of 

the agency relationship.  Given these circumstances, firms with foreign operations are especially 

open to possible manipulation by management.  Studies show that because of this, the quality of 

earnings is more likely to be impacted for ID firms.    

One type of management manipulation involves the misuse of funds.  Managers may not 

act in the best interest of investors and may make decisions that do not increase the overall value 

of the firm.  Firms usually expand overseas because markets are limited in the U.S.  They expand 

operations into foreign countries to pursue additional opportunities to broaden operations, 

increase sales, and to improve profitability.  All of these results will serve the investors well and 

contribute to firm value.  However, investments in foreign operations require a significant 

dedication of financial resources.  It has been suggested that once these costs are sunk into 
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operations, managers may not be as likely to withdraw from the project, even if operations are 

poor. This condition is illustrated in Christophe’s (2002) examination of earnings changes from 

foreign and domestic operations.  He shows that for poorly performing firms, negative changes in 

foreign earnings resulted in larger stock price changes than that of negative changes in domestic 

earnings.  He finds that this is especially pronounced for firms with free cash flow and those with 

higher levels of growth opportunities.  It appears that the market penalizes these firms for falling 

short of their expectations.  As a result they revise downward their expectations for the future 

results of those foreign operations resulting in significant declines in assessed firm value.  Bodnar 

and Weintrop (1997) also find the larger earnings response to foreign earnings changes to be 

associated with ID firms with higher growth opportunities. 

Another type of management manipulation concerns misstatements of financial 

information.  Firms with more decentralized operations are more likely to have lower quality 

earnings as the ability to carefully monitor the actions and decision making of local managers 

becomes impaired.  As speculated in Duru and Reeb (2002), managers of ID firms enjoy more 

discretion in decision making and control.  In cases like this, ID firms may be better able to 

manage earnings in many ways such as through accruals or transfer pricing as suggested by Meek 

and Thomas (2004). Information asymmetry thus further contributes to the possibility of 

managerial indiscretion.  In certain cases managers of ID firms have an incentive to manage 

earnings possibly to meet analyst forecasts and avoid the significant market penalties that may 

occur due to the implications of information asymmetry.  It is therefore no surprise that Genaldi 

(2002) reports anecdotal evidence finding that ID firms are especially prone to fraudulent 

management activity because opportunities for abuse can increase when subsidiaries are 

maintained abroad. The potential impact of management manipulation also impacts the auditor.  

Studies have shown that auditors associate ID firms with higher risk of errors and irregularities 
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(Guantt and Glezen 1996) and with increasing litigation costs (The Banker 2004).  Taken 

collectively, these studies illustrate the potential impact of management manipulation on the 

quality of earnings for ID firms. 

2.2.3 Studies Related to Disclosure Requirements 
 
 The literature on international diversification also considers the level of required 

disclosure of foreign operating activity and its impact on the quality of earnings. Studies have 

cited the inadequacy of disclosures for firms reporting the results of foreign operations in 

accordance with the Statement of Financial Accounting Standard (SFAS) No. 131’s segment 

reporting requirements.  Under SFAS 131, firms with foreign operations must disclose foreign 

sales, foreign assets and foreign net income for any declared segment that represents 10% of 

overall operations. Studies show that this standard has impacted the quality of earnings for firms 

with foreign operations.   

First, Herrmann and Thomas (2000) show that under SFAS 131, the disclosure of 

earnings by geographic area has significantly declined.  They indicate that the new statement 

resulted in a reduction in both the quantity and the quality of disclosures of foreign operations, 

from that reported under the prior standard, SFAS 14.   

Further, studies show that the actual nature of the disclosures impairs the user’s ability to 

determine the actual properties of earnings.  For instance, foreign sales reporting requirements are 

said to not be as useful since these reported numbers combine export sales with those of foreign 

subsidiaries.  This confounds the difficulty in interpreting the results of foreign operations. 

Additionally, the reporting of foreign segments has been criticized for lack of guidance and 

uniformity in the firm’s choice and disclosure of foreign segments.  There are no standards in 

determining reportable segments, resulting in wide variances in the geographic areas disclosed, as 

well as incidences where firms do not disclose a specific named area at all (e.g., other, 
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miscellaneous).  Bushman et al. (2004) explore the nature of these disclosures and show that the 

timeliness of earnings is lower for internationally diversified firms. They report that the limited 

transparency resulting from disclosures related to complex foreign operations creates limitations 

in the financial statements and lowers the usefulness of financial reporting.  They show that firms 

respond to this weakness by putting in place costly corporate governance mechanisms.   Since 

corporate governance is an oversight control to ensure the reliability and integrity of the financial 

statements, this suggests that the disclosures may negatively affect the quality of financial 

reporting. 

Finally, the reporting practices for foreign currency accounting has been criticized for 

combining non-cash flow adjustments with actual cash flow numbers making it difficult to 

determine the implications of reported foreign earnings for future cash flows (Bartov and Bodnar 

1996).  This is the case for firms that use the temporal method for reporting foreign currency 

translation adjustments under Statement of Financial Accounting Standard (SFAS) No. 52.   All 

of these factors further attest to the effect of related accounting disclosures on the quality of 

reported earnings. 

These available explanations illustrate that foreign operations may be associated with 

higher risk, potential management manipulation and asymmetric information, and insufficient 

disclosures. Therefore it is likely that the quality of the reported earnings for these firms is 

affected.  I would expect the quality of earnings for internationally diversified firms to be 

different from that of firms with operations entirely within the United States. Moreover, since the 

potential explanations largely stem from the existence of agency problems, a factor that is likely 

to impact this relationship is a higher quality audit. 

2.3 Audit Quality and Improved Financial Reporting 
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“Audit services are demanded as monitoring devices  because of the potential conflicts of 

interest between owners and managers as well as those among different classes of security 

holders” (Watts and Zimmerman 1986).  These conflicts, commonly referred to as agency costs, 

are promptly addressed with the supply of audit services.  Since these conflicts are likely the 

cause of the observed differences in investor perception of domestic and foreign earnings, it is 

possible that higher quality auditor services may impact earnings quality for ID firms. 

Prior work has shown that audit quality is positively associated with improving the 

quality of earnings (DeAngelo 1981, Teoh and Wong 1993, Francis, Maydew, and Sparks 1999, 

Balsam et al. 2003). This literature associates earnings quality with two prominent characteristics 

representing audit quality – namely auditor brand name and auditor industry specialization.   

DeAngelo (1981) establishes a direct link between the quality of an audit and the quality 

of earnings. She defines audit quality as the “market-assessed joint probability that a given 

auditor will both (a) discover a breach in the client’s accounting system, and (b) report the 

breach” (p. 186).  Audit quality is dictated by factors such as the auditor’s technological 

capabilities, the audit procedures performed, the extent of sampling, and other audit procedures.  

One obvious assumption is that larger audit firms may possess the ability to perform higher 

quality audits merely based on their size, staffing, expertise, and resources.  However, DeAngelo 

further suggests that larger auditors with a greater number of clients collect quasi-rents and are 

therefore more likely to report a financial reporting error.  Larger auditors have more to lose in 

the case of financial reporting failure.  Therefore, these firms have an incentive to perform a 

higher quality audit. This indicates that brand name auditors improve the quality of reported 

earnings. 

Auditor brand name, which is synonymous with auditor size, has also been shown to 

improve investor perception of earnings quality.  Teoh and Wong (1993) investigate whether 
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large auditors provide more credible financial reports.  Their study is based on the assumption 

that earnings reports will have a “greater effect on investor’s valuation of the firm when reported 

numbers more accurately reflect true economic value” (p. 347).  They define audit quality as a 

characteristic leading to greater informativeness of reported earnings.  Their findings show that 

auditor size (Big8) is in-fact associated with larger earnings-response coefficients (ERC) 

indicating that  brand name auditors are more credible and that they generate more precise 

earnings reports. This further illustrates the relation between auditor quality and earnings quality 

Studies also show that auditor brand name curtails manager’s opportunistic behavior in the 

reporting of accruals.  Francis et al. (1999) show that although firms with higher accruals are 

more likely to hire a brand name auditor, these firms record fewer discretionary accruals than 

similar firms with non-brand name auditors.  This illustrates the brand name auditors “greater 

ability to constrain aggressive and questionable accounting accruals, thus reducing uncertainty 

about reported earnings for high-accrual firms” (p. 18).  This further supports the theory that 

brand name auditors improve the quality of reported earnings.   

 In addition to auditor brand name (size), auditor industry specialization is also shown to 

be an important auditor characteristic in the reporting of quality earnings. Craswell et al. (1995) 

show that industry specialist auditors earn a fee premium for the services provided.  They posit 

that the additional audit fees compensate the auditor for providing a higher quality audit resulting 

from the costly investment in their reputation.  This suggests that the additional expertise that 

industry specialist auditors possess will allow them to provide higher quality audits and insure 

higher quality earnings.  Balsam et al. (2003) find this to be the case. They find that industry 

specialist auditors provide higher quality audits.  The industry specialist auditor is found to be 

positively and significantly associated with lower levels of discretionary accruals and higher 
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earnings response coefficients. This indicates that industry specialist auditors improve the quality 

of earnings.  

 It stands to reason that a larger auditor, more skilled in a particular industry (an Industry 

Specialist) may possess the resources and skills to address the “risks” associated with complex 

foreign operations and the potential explanations for the observed differences in investor 

perception of earnings.  For the potential explanations previously discussed related to economic, 

political and environmental risk, the higher quality auditor could perform additional audit work to 

gain more confidence and reduce the associated risks of the foreign activities to an acceptable 

level.  Further, for the potential explanations related to management discretion, the auditor could 

use their considerable resources to travel to foreign operations, meet with foreign managers and 

survey operations to gain more confidence and reduce the risk of managerial manipulation to an 

acceptable level.  Finally, for the potential explanations related to the quality of financial 

disclosures, the higher quality auditor could use its considerable knowledge and expertise to 

better interpret the financial information related to foreign earnings and communicate better to 

investors, the nature and components of foreign and domestic operations.   
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CHAPTER 3: INTERNATIONAL DIVERSIFICATION, EARNINGS QUALITY 
AND THE IMPACT OF AUDIT QUALITY 

3.1 Introduction and Hypothesis Development 
 

In this section I investigate the association between international diversification and 

earnings quality, and I consider the impact of audit quality on this association. Quality financial 

reporting should provide information to users that is useful for business decisions (Concepts 

Statement No. 1, FASB 1978).  The nature of these business decisions varies with the particular 

user.  However, the primary business decisions are for contracting purposes and for investment 

decisions.  The studies on international diversification demonstrate that users of financial 

statements for firms with foreign operations (ID firms) make different decisions than they do for 

firms with entirely domestic operations (non-ID firms).  

Several studies have illustrated that investors and analysts view foreign operations 

differently from domestic operations.  Investors underestimate the persistence of foreign earnings 

(Thomas 2000), respond more to foreign earnings changes than to changes in domestic earnings 

(Bodnar and Weintrop, 1997; Christophe 2002), and assign lower firm value to firms with foreign 

operations (Denis et al. 2002, Callen et al. 2005). The behavior exhibited by investors when 

evaluating the reported earnings and making decisions about the value of ID firms suggests there 

may be differences in the quality of financial reporting for these firms.  

Other research suggests that analysts, who are generally considered to be sophisticated 

users of financial statements, fail to accurately forecast future earnings for ID firms (Duru and 

Reeb 2002).  Duru and Reeb (2002) examine the directional bias of analyst forecasts and find an 

upward bias suggesting optimism.  This suggests that the complexity inherent in ID firms 

represents a unique dimension of the analyst’s forecasting task (p. 416). Further, Khurana et al. 

(2003) investigate analysts’ estimates of the persistence of earnings for ID firms.  Their results 

parallel those found for investors – analysts, as financial intermediaries, also perceive foreign 
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earnings to be more persistent.  However, analysts, as investors were found to do, appear to also 

underestimate the persistence of foreign earnings further contributing to the inaccuracy of analyst 

forecasting for firms with foreign operations. Therefore, analysts fail to accurately measure and 

predict the results of foreign operations for ID firms. The inability of analysts to use the financial 

statements to make accurate predictions regarding the future prospects of ID firms is yet another 

factor suggesting that there may be differences in the quality of financial reporting for these 

firms. 

One study that examines the earnings quality of internationally diversified firms is 

Bushman et al. (2004). They show that firms with geographic diversification (internationally) 

may be associated with lower earnings timeliness and less transparency.  This is concluded based 

on findings that geographic dispersion of operations is associated with more costly governance 

systems.  Firms with more geographic diversification appear to use these governance mechanisms 

more frequently.  These firms are found to have higher concentrations of ownership and they 

have more industry experts as board members.  This study finds that these two governance 

characteristics, among others tested, are highly associated with included measures of timeliness 

and transparency. Without specifying causality, Bushman et al. (2004) suggest that the complex 

managerial decision-making environment of geographically diversified firms generates a range of 

monitoring difficulties that require additional governance mechanisms to improve the quality of 

financial reporting for these firms.  

It is clear that the literature shows an association between international diversification 

and the behavior of both investors and analysts.  The intermediate factor here, which has yet to be 

explored in the literature, is the quality of the financial reporting and more interestingly, the 

auditor’s role in determining that quality.  In this chapter I develop hypotheses that extend the 

literature by testing for differences in the quality of financial reporting of internationally 
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diversified and purely domestic firms.  I then consider the impact of audit quality on the financial 

reporting of these firms.  I address the following research questions; (1) Is there a difference in 

the earnings quality of firms with international operations and those with purely domestic 

operations? (2) Does audit quality improve the earnings quality of firms with international 

operations?  

There are inherent complexities associated with foreign operations. As discussed in the 

previous (Literature Review) section, these factors can be classified into three categories.  First, 

foreign operations contribute to overall firm risk.  Studies show that these firms are therefore 

associated with higher systematic risk (Reeb et al. 1998) and higher assessed business risk (Bell 

et al. 2001). Additionally, the separation of ownership from control in internationally diversified 

firms presents a potential cost of the agency relationship since the location of operations may 

prevent owners from monitoring the decisions and behavior of managers in foreign locations 

(Denis et al. 2002).  Following this logic, international diversification may create a moral hazard 

problem between owners/investors and self-serving managers (Jensen and Meckling 1976) that 

may lead to misuse of funds, management manipulation of financial information, and higher risks 

of errors and irregularities, all impacting the information asymmetry for ID firms. Finally, the 

nature and level of disclosures required for foreign operations may not be sufficient for financial 

statement users to assess the nature and timing of earnings.  Studies show that lack of consistency 

associated with disclosures of foreign segments (Hermann and Thomas, 2000) and the alternative 

methods available for foreign currency reporting confound the difficulty in interpreting foreign 

earnings and result in lower timeliness of earnings (Bushman et al 2004) and problems with 

determining the components of earnings (Bartov and Bodnar, 1996). These factors give rise to the 

distinct possibility that there may be differences in the financial reporting, and in particular, the 

earnings quality for ID firms and non-ID firms.    
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In the discussion of earnings quality we have to also consider the role of the auditor as a 

financial intermediary and a monitoring device in the production of credible, transparent financial 

reporting. The auditor may be able to address some of the factors associated with foreign 

operations discussed earlier. To address the economic, political and environmental risk associated 

with foreign operations, the auditor could perform additional audit work to gain more confidence 

and reduce the associated risks of the foreign activities to an acceptable level.  Further, the auditor 

could use their considerable resources to travel to foreign operations, meet with foreign managers 

and survey operations to gain more confidence and reduce the risk of managerial manipulation to 

an acceptable level to address managerial discretion concerns. Finally, to improve financial 

disclosures of foreign operations the auditor could use its considerable knowledge and expertise 

to better interpret the financial information related to foreign earnings and communicate better to 

investors, the nature and components of foreign and domestic operations.   Therefore it seems 

plausible that the auditor may affect the quality of financial reporting for firms with foreign 

operations. As a result, the auditor’s role may serve to improve the financial reporting for ID 

firms.  However if the auditor cannot fully compensate for the risks associated with foreign 

operations, the earnings quality for ID firms may suffer.  The auditor may instead act to preserve 

its reputation by displaying conservatism towards ID firms.  

Prior studies have used discretionary accruals as a proxy to measure earnings quality. 

These studies show that accruals, although necessary for the fair presentation of useful financial 

statements, present an opportunity for abuse by management.  This is because accruals are 

manager’s subjective estimates about future outcomes that cannot be objectively verified (Francis 

and Krishnan, 1999).  Management can record an excessive amount of accruals unjustifiably and 

unreasonably.  Because of this, the level of discretionary accruals has become a commonly used 
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and established measure of earnings management.  The literature has established a direct link 

between discretionary accruals and characteristics of low quality earnings.   

The literature shows that high levels of discretionary accruals can have severe 

consequences for the firm.  A high level of discretionary accruals has been associated with a firm 

receiving a going concern opinion (Francis and Krishnan, 1999), SEC enforcement action 

(Beasley, 1996) and litigation (Heninger, 2001). Based on these findings it is clear that higher 

levels of discretionary accruals reduce the quality of financial reporting.   

In addition to establishing a link between discretionary accruals and negative firm 

consequences, some studies find that the level of discretionary accruals increases with firm size 

(Reynolds and Francis 2001, Balsam et al. 2003, and Larcker and Richardson 2004). The size of a 

firm may be a measure of the firm’s complexity since larger firms are more likely to have 

different business lines and more diverse operations. 

Because international diversification is fraught with varying legal, tax and operating 

structures, dispersed operations, and complex managerial decision-making environments, they 

present yet another facet of firm complexity.  Therefore, I expect to find a similar relationship 

between the level of discretionary accruals and international diversification as that found with 

firm size. No study, to my knowledge, has empirically tested and determined there to be an 

association between international diversification and discretionary accruals. This leads me to the 

first hypothesis: 

H1: The level of discretionary accruals will be different for ID firms and non-ID firms  

3.1.1 The Impact of Audit Quality on the Earnings Quality of Internationally 
Diversified Firms  
 

The audit function is a mechanism designed to provide assurance of the accounting 

information provided to financial statement users.  The collective findings of research over the 
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past decade has consistently provided evidence that auditor size and auditor industry 

specialization add value to clients and improve the quality of financial reporting (e.g., Teoh and 

Wong 1993; Becker et al. 1998; Balsam et al. 2003).   

I design my test to determine if audit quality impacts the financial reporting of ID firms.  

Clearly, the financial statements are a joint product of the firm and the auditor. The final set of 

financial statements is a direct result of negotiations between the firm and the auditor, and is 

expected to maximize the welfare of both parties (Antle and Nalebuff 1991).  Therefore, I expect 

a higher quality auditor to be associated with better quality financial statements.   I propose that in 

the case of firms with foreign operations, audit quality will serve to reduce the level of recorded 

discretionary accruals and provide additional investor confidence to improve the quality of 

earnings for these firms. 

Prior research has shown the quality of financial reporting is associated with audit 

quality.  The literature on audit quality has shown that firm characteristics linked to audit quality 

include auditor size or auditor brand name (Becker et al. 1998; Francis et al. 1999; Reynolds and 

Francis 2001; and Francis et al.) and auditor industry specialization (Krishnan 2003; Balsam et al. 

2003).  This research demonstrates that audit quality is associated with higher quality financial 

reporting.  One area of this research shows that audit quality improves earnings quality by 

lowering the levels of reported accruals. Becker et al. (1998), Francis and Krishnan (1999), and 

Reynolds and Francis (2001) all find that the selection of a brand name auditor (auditor size) 

serves to constrain aggressive and potentially opportunistic reporting of discretionary accruals.  

Therefore auditor size helps to ensure the production of quality financial reporting.  Additionally, 

Krishnan (2003) and Balsam et al. (2003) find the selection of an industry specialist auditor to 

also be associated with constraining management’s use of discretionary accruals.   This suggests 

that auditor industry specialization also contributes to preserving the quality of financial 
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reporting. Collectively, this literature shows that auditor characteristics do, in fact, play an 

integral role in determining the nature and quality of the financial statements and the overall 

earnings quality. 

 If auditors differ in the quality of auditing they provide, one might reasonably expect that 

a higher quality auditor would improve the quality of financial reporting for ID firms. In other 

words, if ID firms are inherently more likely to produce lower quality financial statements than 

non-ID firms, audit quality will reduce this difference. 

 No study has addressed the possibility that audit quality plays a role in improving 

financial reporting for ID firms.  The next set of hypotheses considers the impact of audit quality 

on the quality of financial reporting for ID firms. Following are my hypotheses: 

H2: ID firms that use a brand name auditor (Big4) will have a lower level of 
discretionary accruals than firms not using a brand name auditor 

 

H3: ID firms that use an industry specialist auditor will have a lower level of 
discretionary accruals than firms not using an industry specialist auditor 

3.2 RESEARCH DESIGN 

3.2.1 Measures of International Diversification 
 
 I measure international diversification using variables that capture the existence of 

international diversification, the magnitude of internationally diversified operations and the extent 

of capital investment in international operations.  Aside from Duru and Reeb (2002), most prior 

literature has considered only individual measures of international diversification (e.g., Bodnar 

and Weintrop 1997; Thomas 2000; Christophe 2002; and Bushman et al. 2004). Summarizing 

these measures, Sullivan (1994, 326) points out that “…a single item represents only a limited 

portion of the domain, it tends to misrepresent the construct. …a single-item measure may result 

in spurious confirmation or distorted estimates of the relationships allegedly constituting 
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internationalization.”  Therefore, in my study, I consider several facets of international 

operations. 

I use two measures of international diversification.  The first measure (ID) is an indicator 

variable that is coded “1” if a firm has foreign operations and “0” otherwise. I identify a firm as 

having foreign operations if they reported foreign assets, foreign sales, or foreign segments in the 

COMPUSTAT Segment database. In addition to using the ID indicator variable in my testing, for 

the second measure, I construct a summary variable (IDLEVEL) for the purpose of testing the 

association between international diversification and earnings quality. As in Duru and Reeb 

(2002), I use factor analysis to extract the commonality out of the three continuous ID variables 

used earlier to indicate the presence of foreign operations (foreign assets, foreign sales, and 

foreign segments) and use the factor score as the independent variable measuring the level of 

international diversification (IDLEVEL). Each of the three variables included in the composite 

measure are discussed next. 

The three variables included in the composite variable represent measures of the 

magnitude of internationally diversified operations and the extent of international diversification 

for these firms. Sullivan (1994) notes that the foreign sales ratio has been the most common 

proxy for corporate international diversification. Therefore, I include the foreign sales ratio 

calculated as the total foreign sales reported under SFAS No. 131 divided by total firm sales as 

the first component of the ID composite variable. I also include the foreign asset ratio as the 

second component of the ID composite variable.  The foreign asset ratio is calculated as the 

firm’s foreign assets divided by total firm assets, to measure asset placement within foreign 

countries and the associated risks (Sullivan 1994; Reeb et al. 1998).  Duru and Reeb (2002) argue 

that the foreign asset ratio captures geographic structural information and mitigates the problem 

inherent in the foreign sales ratio, of mixing export and foreign subsidiary sales of U.S. firms 
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with operations abroad. Finally, the third component of the ID composite variable is the total 

number of foreign segments reported under SFAS No. 131. Under the guidelines of SFAS No. 

131, each of these reported segments must account for at least 10% of foreign sales or assets, and 

is expected to be a measure of firm complexity.  This measure will take into consideration the 

complexity of foreign operations by considering the number of foreign markets in which the firm 

operates (Duru and Reeb 2002).   

3.2.2 Measures of Audit Quality 
 

I include two types of audit quality measures – auditor brand name and auditor industry 

specialization.  To measure auditor brand name (BIG4), I use an indicator variable with a value of 

“1” if the firm was audited by a BIG4 auditor and “0” otherwise.  As discussed earlier, prior 

literature has shown that the selection of a brand name auditor (auditor size) is associated with the 

reporting of lower levels of accruals (Reynolds and Francis 2001; Francis and Krishnan 1999).  

Since the conservative reporting of accruals is a characteristic of quality financial reporting, these 

studies show that the selection of a brand name auditor is associated with higher quality financial 

reporting.  Therefore, I expect the coefficient representing a brand name auditor (BIG4) to be 

significant and negative, indicating that the presence of a brand name auditor reduces the level of 

reported discretionary accruals for the sample as a whole. 

To measure auditor industry specialization (LEADER), I follow prior literature (Palmrose 

1986, Balsam et al. 2003) and assign an auditor as an industry specialist if it is “the largest 

supplier in each industry, as well as the second- and third-largest suppliers in industries in which 

readily observable differences existed between the second and the third or between the third and 

the remaining suppliers.”  Following prior literature I define an auditor as an industry specialist if 

the difference between that auditor and the one with the next lower market share is at least 10 

percent.  I calculate the auditor industry specialist variable for each two-digit SIC code based on 
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the proportion of firm assets. I calculate the industry specialist variable using the proportion of 

firm assets since prior literature suggests that foreign assets are a better measure of the firms 

“investment” in foreign operations and that assets better reflect the complexities associated with 

foreign operations, as opposed to other audit quality measures.2

3.2.3 The Association Between International Diversification and Discretionary 
Accruals 

 

 
The first model tests H1 and is designed to determine if there are differences in earnings 

quality between firms that are internationally diversified and those with only domestic operations.  

In this model, I use earnings management, and specifically discretionary accruals, to proxy for the 

quality of earnings. I use multiple regression analysis to model discretionary accruals as a 

function of international diversification and other factors known to be associated with 

discretionary accruals.  I first estimate discretionary accruals using the cross-sectional version of 

the Jones (1991) model.  Discretionary accruals (DACC) are calculated as the prediction error 

from industry-specific ordinary least squares regressions.  The model is as follows:  

  TACCit/TAit-1= α1it/TAit-1 + α2ΔREVit/ TAit-1 + α3PPEit/ TAit-1 + εit   (1) 

TACC is calculated using the cash flow approach (Hribar and Collins 2002) as the 

difference between earnings before extraordinary items (Compustat Item #18) and cash flow from 

operations (Compustat Item #308). The independent variables include the change in revenue 

(Compustat Item #12), the change in gross property, plant and equipment (Compustat Item #7), 

the variable ε is the residual, and the subscripts i and t denote the firm and year. The residual (ε) 

from the model represents the firm’s total discretionary accruals.  All variables including the 

intercept are scaled by total assets at the beginning of the year. The model is estimated at the 

industry level, where industry membership is identified using two-digit SIC codes. 
                                                 
2 The models are also run using audit industry specialist variables based on the proportion of firm revenues 
with statistically similar results. 
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 The absolute value of discretionary accruals (DACC) is used as the proxy for the extent 

of earnings management. I estimate the following model of DACC as a function of international 

diversification.  

DACC = β0 + β1 IDi,t  + β2LEVi,t  + β3CFOi,t + β4LOSSi,t + β5HILITi,t + β6NEWDTi,t + 

β7NEWEQi,t + β8SIZEi,t + β9TACCi,t  + ε i,t          (2)  

 

DACC = β0 + β1IDLEVELi,t  + β2LEVi,t  + β3CFOi,t + β4LOSSi,t + β5HILITi,t + 

β6NEWDTi,t + β7NEWEQi,t + β8SIZEi,t + β9TACCi,t  + ε i,t       (3) 

where ε is the error term, for a given company i, the variables are defined as follows: 

DACC   = the absolute value of discretionary accruals calculated using the modified Jones 
   model (1991); 
ID  = dummy variable with a value of 1 if the firm has foreign operations, 0   
   otherwise; 
IDLEVEL = a factor score measuring the level of international diversification based on the 

firm’s foreign sales, foreign assets, foreign operating segments 
LEV  = leverage, measured as total debt to total assets; 
CFO  = cash flows from operations scaled by total assets; 
LOSS  = dummy variable with a value of 1 if the firm reported a loss, 0 otherwise; 
HILIT = dummy variable with a value of 1 if the firm operates in a high litigation 

industry 
NEWDT = dummy variable with a value of 1 if the firm acquired new long-term debt 

during the current year, 0 otherwise; 
NEWEQ = dummy variable with a value of 1 if the firm issued new equity during the 

current year, 0 otherwise; 
SIZE   = the natural log of total assets; and 
TACC   = the absolute value of total accruals for the firm scaled by total assets. 
 

To support the first hypothesis, I expect each of the primary test variables (ID, 

IDLEVEL) to display a positive and significant coefficient indicating that, other things being 

equal, international diversification will be associated with a higher level of recorded discretionary 

accruals than otherwise.   

I also include control variables shown in prior literature to be associated with 

management’s discretionary use of accruals.  I include leverage (LEV), calculated as total debt to 

total assets, since prior literature shows that firms with high levels of debt are more likely to 
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engage in earnings management (Becker et al. 1998; Frankel et al. 2002; and Balsam et al. 2003).  

Firms with higher leverage are expected to be closer to potentially violating debt covenants and 

are therefore more likely to manipulate earnings.  In this situation, auditors are more likely to 

monitor management behavior and curb the tendency to subjectively recognize discretionary 

accruals. I therefore expect LEV to be negatively associated with DACC.  Cash flows from 

operations scaled by total assets (CFO) is included since prior studies show that they vary 

inversely with the level of both signed and the absolute value of discretionary accruals (Frankel et 

al. 2002; Dechow et al. 1995; and Becker et al. 1998l).  Therefore, I expect CFO to be negatively 

associated with DACC.  

Additionally, I include variables reflecting the firm’s financial status or financial 

transactions occurring during the year that might motivate the firm to actively manage earnings 

through the recording of excessive accruals. The factors I include are represented by three 

indicator variables with a value of “1”, and “0” otherwise if (1) the firm reports a loss (LOSS), (2) 

the firm acquires new long-term debt (NEWDT), or (3) the firm issues new equity (NEWEQ).  

Each of these variables will remove the likelihood that there are alternative explanations for the 

observed results. I expect the coefficient for LOSS to be significant and negative reflecting the 

conservative reporting of firms reporting losses. I include a variable to represent companies that 

operate in high-litigation industries (HILIT).  Following Ashbaugh, LaFond and Mayhew (2003), 

I use an indicator variable with a value of “1” if the firm lists their primary SIC industry code to 

be 2833-2836, 3570-3577, 3600-3674, 5200-5961, and 7370-7374.  The coefficient for litigation 

(HILIT) is expected to be significant and negative indicating that firms in high litigation 

industries will tend to also report more conservatively and report fewer discretionary accruals.  I 

include a variable with a value of “1” if the firm issued new long-term debt during the current 

fiscal year and a variable with a value of “1” if the firm issued new equity during the current 
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fiscal year. I expect the coefficient representing firms issuing new debt (NEWDT) and those 

issuing new equity (NEWEQ) to be significant and positive indicating that firms attempting to 

attract new capital are more likely to report higher levels of discretionary accruals.   

Further, I include a variable to remove the influence of patterns associated with larger or 

smaller observations. The variable SIZE, calculated as the log of total assets, is included to 

control for firm size effects and to proxy for other potentially omitted variables that may be 

correlated with firm size.  I do not predict a direction for this variable.  Finally, total accruals 

(TACC) has been included as a control variable in prior literature (Balsam et al. 2003; Frankel et 

al. 2002) and proxies for management’s range of discretion in recording accruals (Becker et al. 

1998). TACC is expected to be positively associated with DACC. 

3.2.4 The Impact of Audit Quality on the Association Between International 
Diversification and Discretionary Accruals 
 

To examine the impact of audit quality on the earnings quality of ID firms, I expand on 

the models discussed earlier and include an audit quality variable to measure this effect.  Each 

model is run two times; first to include the audit quality measure for brand name auditor and 

second to include the audit quality variable for auditor industry specialization. 

All other variables are as discussed previously in the earlier models.  Following are the 

models examining the impact of audit quality (AQ) on the association between earnings quality 

and international diversification.   

DACC = β0 +β1 IDi,t + β2 AQt + β3 IDi,t*AQt +β4LEVi,t  + β5CFOi,t + +β6SIZEi,t + 

β7LOSSi,t + β8HILITi,t + β9NEWDTi,t + β10NEWEQi,t + β11SIZEi,t +  

β12TACCi,t  + ε i,t              (4) 
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DACC = β0 +β1 IDLEVELi,t + β2 AQt + β3 IDLEVELi,t*AQt +β4LEVi,t  + β5CFOi,t + 

+β6SIZEi,t + β7LOSSi,t + β8HILITi,t + β9NEWDTi,t + β10NEWEQi,t + β11SIZEi,t + 

β12TACCi,t                  (5) 

where ε is the error term, for a given company i, the variables are defined as follows: 

DACC   = the absolute value of discretionary accruals calculated using the modified Jones 
   model (1991); 
ID  = dummy variable with a value of 1 if the firm has foreign operations, 0   
   otherwise; 
IDLEVEL = a factor score measuring the level of international diversification based on the 

firm’s foreign sales, foreign assets, foreign operating segments; 
AQ = audit quality, dummy variable with a value of 1 if the audit is brand name or 

industry specialist, 0 otherwise; 
LEV  = leverage, measured as total debt to total assets; 
CFO  = cash flows from operations scaled by total assets; 
LOSS  = dummy variable with a value of 1 if the firm reported a loss, 0 otherwise; 
HILIT = dummy variable with a value of 1 if the firm operates in a high litigation 

industry; 
NEWDT = dummy variable with a value of 1 if the firm acquired new long-term debt 

during the current year, 0 otherwise; 
NEWEQ = dummy variable with a value of 1 if the firm issued new equity during the 

current year, 0 otherwise; 
SIZE   = the natural log of total assets; and 
TACC   = the absolute value of total accruals for the firm scaled by total assets. 
 

AQ is measured by brand name auditor (BIG4) and the industry specialization measure 

(LEADER) discussed earlier. Equations (4) and (5) test H2 and H3. For this analysis, models (2) 

and (3) are modified to include the audit quality variable separately as well as an interaction with 

each of the ID variables.  If the extent of international operations is expected to be associated with 

lower earnings quality, I would expect audit quality to be associated with improving the quality of 

earnings for these firms. Therefore, if international diversification is found to be positively 

associated with higher levels of discretionary accruals, then the influence of audit quality is 

expected to improve the quality of earnings. In this case the coefficient for audit quality (AQ, 

measured by β2) will be significant and negative. Further, the interaction variables (β3) are then 

expected to be negative suggesting that, with a quality audit, internationally diversified firms will 

record a lower level of discretionary accruals.  
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3.3 DATA COLLECTION AND SAMPLE SELECTION 
 

My sample consists of the COMPUSTAT Annual Industrial file of U.S. firms for 2004 

through 2007.  This procedure provided me with a total of 29,004 non-financial, U.S., firm 

observations.  I eliminated firms in Financial Industries (SIC code 6000-6999) reducing the 

sample size to 20,126. My research design requires all data to calculate discretionary accruals and 

I therefore eliminated any observations missing necessary financial variables (PPE and ASSETS) 

and those necessary for control variables.  This data requirement reduced the sample further by 

3,208 observations leaving a total of 16,918. Using these observations, I identified all firms that 

may potentially have foreign operations as those reporting foreign income tax, foreign currency 

adjustment on the income statement, foreign currency translation adjustment on the balance sheet, 

foreign deferred tax or foreign pre-tax income. Using this sub-set of observations, I extracted 

related foreign operating data from the corresponding COMPUSTAT Segment File for my 

analysis.  This includes the number of reported foreign segments, the related foreign sales, and 

foreign assets.  Firms with reported foreign operations are classified as internationally diversified 

(ID Firms) and those without foreign operations are assumed to have purely domestic operations 

in the U.S. (Non-ID Firms).  Verifying the existence of relevant foreign operating data resulted in 

the elimination of an additional 40 observations, leaving a base sample of 16,878. Finally, the 

sample was reduced further due to data requirements based on the frequency of observations in 

each SIC code industry used in the calculation of discretionary accruals (minimum of 10).  The 

final sample for the accrual testing is 15,939, of which 6,812 (43%) are firms with foreign 

operations (ID firms). See Table 1 for a complete description of the data selection process. All 

data are obtained from public sources.   
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3.4 EMPIRICAL RESULTS 

3.4.1 Descriptive Statistics 
 
 In the following discussion, I refer to firms with international operations as ID firms and 

firms without international operations as non-ID firms. The base sample of 15,939 observations 

includes all observations with data necessary for the earnings quality and accruals models. Table 

1, Panel B shows the distribution of observations based on the existence of international 

operations for the full sample and for each year. Firms with international operations represent 

6,812 (43%) of the sample.  Table 1, Panel C1 shows the distribution of ID and non-ID firms 

across brand name auditor (BIG4).  The samples of ID and non-ID firms appear to be represented 

similarly (66% and 67% respectively) by brand name auditor type. Table 1, Panel C2 shows the 

distribution of ID and non-ID firms across industry specialist auditor (LEADER).  For this 

classification, once again the samples of ID and non-ID firms appear to be represented similarly 

(29% and 30% respectively).  

Table 1, Panel D shows the distribution of firm-year observations by industry, and 

presents comparisons with the distribution of all 2007 active, non-financial, US COMPUSTAT 

firms. My sample appears to be representative of each SIC grouping compared with the 

Compustat file. 

Table 2, Panel A shows the correlations among the three variables that I use to compute 

the composite international diversification variable, IDLEVEL. IDSALES, IDASSETS and 

IDSEGS are all positively (and highly) correlated. As discussed, following Duru and Reeb 

(2002), I use factor analysis to compute a composite measure based on these four variables. The 

factor analysis yielded only one Eigen-value in excess of one. Factor loadings, shown in Table 2, 

Panel B indicate each variable has a positive loading ranging from 0.58 for IDASSETS to 0.93 

for IDSALES. The cumulative variance explained by the factor is 63%.  
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In Table 3, Panel A I display sample characteristics for the model variables.  In Table 3, 

Panel B I present univariate comparisons of the accrual and control variables between ID and 

non-ID samples. The mean and median level of total accruals is significantly higher for ID firms 

than for the non-ID firms (p=.009). Contrary to this finding, the results also show that the mean 

and median level of discretionary accruals is significantly lower for ID firms than for non-ID 

firms (p<.0001).  The descriptive statistics show that not all of the control variables are 

statistically significantly different between the ID and non-ID firm samples suggesting that these 

two sets of firms may not be as different as suggested by the literature on international 

diversification.  The results show that there is no statistically significant difference in firm size 

(SIZE) between the ID and Non-ID firms suggesting that firm size is evenly represented across 

auditor type. The mean and median levels of debt (LEV) are significantly higher for ID firms 

(p=.0002) and operating cash flows (CFO) are also significantly higher for ID firms (p<.0014).  

Further, analysis of the mean and median values shows that ID firms are no more likely than non-

ID firms, to either report a financial loss (LOSS), to issue new long-term debt (NEWDT) or to 

operate in a high litigation industry (HILIT). ID firms are however, more likely to issue new 

equity (NEWEQ) than non-Id firms (p=.04). The univariate results suggest that, contrary to 

expectations, ID firms are very similar, financially, to non-ID firms.  Further, based on these 

empirical results there is no evidence that ID firms are in worse financial condition than non-ID 

firms. The correlations among these variables displayed in Table 4 support the results of the 

descriptive statistics discussed above.  

3.4.2 Regression Analysis 
 

I estimate two sets of linear regression models to test the relationship between 

international diversification and earnings quality.   The models examine the association between 

the level of discretionary accruals, as a dimension of earnings quality, and international 
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diversification.  Further I examine the impact of various measures of audit quality on this 

association. Tables 5 through 8 display the results of the linear regression models examining the 

relationship between international diversification, discretionary accruals, and the impact of audit 

quality. 

3.4.3 International Diversification and Earnings Quality 
 

To investigate my first hypothesis, I begin by examining the association between 

International Diversification and Earnings Quality.  Table 5 displays the results of the models 

measuring the association between international diversification and the level of discretionary 

accruals. Each model is run separately for the two international diversification measures: (1) 

using an indicator variable with a value of “1” for firms with international operations and a value 

of “0” for firms with only domestic operations (ID); and (2) measuring international 

diversification using a composite variable that extracts the commonality from several 

international diversification variables including the proportion of foreign assets, the proportion of 

foreign sales, and the number of foreign segments (IDLEVEL).   

In Table 5, Column 1A is a base line model with (in addition to control variables) only 

the international diversification variable that indicates the firm has international operations (ID). 

The results of Model 1 reveal a negative and significant coefficient for ID (p<.01) indicating that 

the existence of international operations (ID), in general, is associated with a lower level of 

discretionary accruals (DACC). This suggests that, contrary to my expectations, ID firms do not 

report higher levels of discretionary accruals than non-ID firms and therefore there is no 

empirical evidence to support an assertion that ID firms have lower earnings quality than non-ID 

firms. A review of the control variables shows that discretionary accruals (DACC) are highly and 

significantly, inversely associated with firm size (SIZE), operating cash flows (CFO), firms 

reporting a financial loss (LOSS), and high litigation industries (HILIT), as expected (p<.01).  
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Discretionary accruals are also found to be highly and significantly, positively associated with 

firms acquiring new debt (NEWDT), firms acquiring new equity (NEWEQ), and reported total 

accruals (TACC), as expected (p<.01).  The coefficient for firm debt (LEV) was not significant in 

the model (p<.13). The model is significant with an adjusted R2 of 41%. Each of these findings 

conforms to prior literature on the association between firm characteristics and management’s 

discretionary use of accruals. Of the control variables representing the three later years of data 

(2005, 2006 and 2007), only the variable for 2007 is moderately significant (p=.03).  I also 

examine each model using data partitioned by each of the four years included in the study.  The 

ID variable continues to display a negative and significant coefficient for the years 2005, 2006, 

and 2007.  The ID variable does not have a significant coefficient for the 2004 sample.  

 The same model is run in Table 5 using the IDLEVEL composite variable (Column 1B). 

The results for the model examining the association between international diversification and 

discretionary accruals, using the IDLEVEL composite measure support the earlier findings.  The 

results once again show that increasing levels of international diversification are associated with 

lower levels of discretionary accruals.  The coefficient for IDLEVEL is negative and significant 

(p<.01) and all of the remaining variables continue to be significant in the manner discussed 

previously.  The coefficients for SIZE, CFO, LOSS, and HILIT continue to be significant and 

negatively associated with DACC (p<.01).  Additionally, the coefficient for firm debt (LEV) is 

now slightly significant and negative also (p=.080). This finding is also consistent with prior 

literature attesting to the fact that firms with high levels of debt are precluded from reporting 

excessive discretionary accruals due to conservatism and risk.  Also as found in the earlier results, 

the coefficients for NEWDT, NEWEQ, and TACC continue to display positive and highly 

significant coefficients (p<.01).   The results of the first set of models clearly indicate that ID 

firms are associated with a lower level of discretionary accruals than non-ID firms. 
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 To further investigate the nature and origin of the observed lower discretionary accruals 

reported by ID firms, I partition the sample based on the direction of the discretionary accruals 

and perform the analysis discussed above separately on each sample. I again investigate the 

association between the absolute value of discretionary accruals, as a measure of earnings quality, 

and international diversification. For this analysis, I test the positive discretionary accruals 

(income increasing accruals) separately from the negative discretionary accruals (income 

decreasing accruals).  I test both models using each of the two ID measures as done in the prior 

section.  The results of the models are also displayed in Table 5. 

The results of the positive and negative accruals models are identical for the ID and 

IDLEVEL test variables and also very similar to those of the main model.  Table 5, Columns 2A 

and 3A display the results for the ID variable and Models 2B and 3B display the results for the 

IDLEVEL variable. For the income increasing accruals (Models 2A and 2B) the coefficient for 

international diversification continues to be negative and significant for both the ID and 

IDLEVEL variables (p<.01). Similarly, for the income decreasing accruals (Models 3A and 3B) 

both the ID and IDLEVEL variables display coefficients that continue to be highly significant and 

negative (p<.01). This finding shows that financial reporting for ID firms is more conservative 

than non-ID firms regardless of the direction of the reported discretionary accruals. The control 

variables continue to be significant in the direction discussed previously with a few exceptions. 

The coefficient for firm debt (LEV) is only significant for both ID measures in the “income 

decreasing” accruals models (p<.01), suggesting that constraining management’s reporting of 

income decreasing accruals is more of a concern for firms with higher debt.  Also, the coefficient 

for high litigation industries (HILIT) continues to be negative and significant only in the “income 

increasing accruals models, but not in the “income decreasing” accruals models” (p<.01). This 

finding suggests that constraining managements reporting of “income increasing” accruals is 
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more of a concern for firms in high litigation industries, as opposed to those not in such 

industries. Further, the coefficient for firms issuing new equity (NEWEQ) continues to be 

positive and significant only in the “income decreasing” accruals models, but not in the “income 

increasing” accruals models (p<.01), suggesting that these firms’ efforts to lower income are 

discouraged when making a public offering of stock. Interestingly the model for “income 

decreasing” discretionary accruals is significant with an R2=.55 while the model for “income 

increasing” accruals is significant only with an R2=.33. This finding suggests that the explanatory 

power of the variables used in this model are more efficient in verifying an association between 

international diversification and earnings quality using negative accruals as opposed to positive 

accruals. This is a clear indication that internationally diversified firms are more likely to 

recognize income decreasing accruals. They are therefore more likely to report lower earnings 

amounts than purely domestic firms.  

 In summary, the lower reported level of discretionary accruals is not a factor of the 

direction of the accruals, but rather is generally characteristic of the population of internationally 

diversified firms. The results of this testing strongly suggests the presence of reporting 

conservatism for ID firms.  ID firms are discouraged from reporting either income increasing or 

income decreasing discretionary accruals.  Their reported income is therefore more likely to be 

lower than comparable firms with purely domestic operations (non-ID firms), a clear indication of 

reporting conservatism. These results clearly show that ID firms do not appear to present 

financial reporting with lower earnings quality than non-ID firms. 

3.4.4 International Diversification, Earnings Quality and Auditor Brand Name 
 

To investigate the second Hypothesis, I continue to examine the association between 

international diversification and earnings quality and I also consider the impact of audit quality.  I 

continue to focus on the two models discussed in the earlier section using the international 
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diversification measures (ID and IDLEVEL). I modify the models by introducing a variable to 

represent auditor brand name (BIG4) and an interaction variable for international diversification 

and auditor brand name.  I intend to test whether auditor brand name affects the level of reported 

discretionary accruals for internationally diversified firms. The results are displayed in Table 6. 

The first set of models (Column 1A – Column 3A) use the ID indicator variable and the second 

set of models (Column 1B – Column 3B) use the IDLEVEL composite variable to test the impact 

of audit quality on the association between international diversification and earnings quality.  

The results of the ID and IDLEVEL models (Column 1A and Column 1B) are almost 

identical.  The coefficients for international diversification (ID and IDLEVEL) are both highly 

significant and negative as noted in the earlier section (p<.01) indicating that, regardless of 

auditor brand name type, ID firms are found to be associated with lower levels of discretionary 

accruals. Additionally, the coefficient for brand name auditor (BIG4) is highly significant and 

negative (p<.01) indicating that the presence of the brand name auditor is associated with a 

further reduction in the levels of reported discretionary accruals.  This finding supports prior 

literature attesting to the conservatism displayed by higher quality auditors in the reporting of 

discretionary accruals. However, for this brand name auditor model (BIG4) the interaction term is 

not significant. This indicates that the association between international diversification and 

earnings quality previously observed is not differentiated between brand name auditors and other 

auditors.  This suggests that given the lower reported accruals by ID firms, there is no additional 

impact from the brand name auditor.  Therefore it appears that there is no difference in the 

treatment of ID firms between brand name (BIG4) and non-brand name auditors (non BIG4).  

Also, the results suggest that ID firms in general, report lower discretionary accruals than non-ID 

firms regardless of audit firm brand name.  This finding is consistent for both the ID and 

IDLEVEL models.  Each of the control variables is significant across both of the models and in 



41 
 

the direction consistent with the results of the first model (except for LEV in the ID model which 

is not significant).  Both the ID and IDLEVEL models are significant with R-squares of .41.3

Consistent with the earlier models, I next partition the sample based on the direction of 

the discretionary accruals (income increasing and income decreasing) to determine if the findings 

apply to the general sample or if they are sensitive to the direction of discretionary accruals.  The 

primary findings indicate that there continues to be a significant and negative association between 

international diversification and the level of reported discretionary accruals for firms reporting 

either income increasing or income decreasing discretionary accruals. The coefficients for ID and 

IDLEVEL are highly significant and negative (p<.01) in each of the models (Columns 2A and 3A 

and Columns 2B and 3B). This finding suggests that regardless of the direction of the 

discretionary accruals, ID firms continue to be associated with lower reported discretionary 

accruals. There are, however differences in the significance of auditor brand name across 

discretionary accrual type.  

 

For the income increasing discretionary accruals models (Columns 2A and 2B) the audit 

quality variables do not display significant coefficients.  For these models, neither the audit 

quality (BIG4) variable nor the interaction term is significant. This suggests that beyond the 

lower accruals associated with ID firms in general, there is no further difference in the level of 

recorded discretionary accruals merely because of the existence of a brand name auditor. It is 

reasonable to assume that all auditors, not just BIG4, would limit the reported accruals given the 

additional risks associated with income increasing accruals. According to prior literature, income 

increasing accruals have been associated with subsequent auditor litigation (Heninger 2001), 

financial restatements (Palmrose and Scholtz 2004), and higher audit fees (Abbott, Parker and 

                                                 
3 The Variance Inflation Factors (VIFs) are less than 10 in all cases. The highest variance 
inflation factor was 4.3, suggesting multicollinearity should not be a problem in the multivariate 
testing. 
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Peters 2004). Firms would all display a concerted effort to reduce the risks associated with audits 

of these firms and would likewise limit the reported income-increasing accruals. 

The results are quite different for the income decreasing sample of firms. For these two 

models (Columns 3A and 3B) the coefficient for BIG4 is now negative and significant (p<.01). 

Brand name auditors (BIG4) generally constrain managements reporting of “income decreasing” 

accruals.  Contrary to expectations, for the IDLEVEL model (Column 3B) the interaction term for 

international diversification (IDLEVEL) and auditor brand name (BIG4) is highly significant and 

positive (p<.01)  for the “income decreasing” accruals model (Model 3B). This shows that auditor 

brand name has an impact on the association between international diversification and 

discretionary accruals for firms reporting “income decreasing” accruals. The interaction variable 

is not significant for “income decreasing” accruals in Model 3A using the ID indicator variable 

(t=1.59, p=.11). This finding suggests that brand name auditors increase the reported 

discretionary accruals for ID firms reporting income decreasing accruals, resulting in lower 

reported earnings. This effect is not observed in the case of “income increasing” accruals.  I can 

therefore conclude that ID firms will report lower earnings than non-ID firms. The results for the 

control variables are the same as discussed in the earlier section. 

Also, as noted earlier, the explanatory power of the “income decreasing” discretionary 

accruals model (.55) continues to be higher than that of the “income increasing” discretionary 

accruals model (.33). This suggests that the results observed in the general sample can be 

attributed more to firms with “income decreasing” discretionary accruals than firms with “income 

increasing” discretionary accruals. 

3.4.5 International Diversification, Earnings Quality and the Industry Specialist 
Auditor 
 
 In this section I continue to examine the association between international diversification 
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and discretionary accruals.  I now consider another measure of audit quality, namely the industry 

specialist auditor (LEADER).  As discussed in the Research Design Section (Section 3.3.2) the 

industry specialist auditor is the designated leader(s) in the industry based on the proportion of 

client assets. I investigate the third and final Hypothesis by testing to determine if this measure of 

audit quality impacts the association between international diversification and earnings quality. 

The results are displayed in Table 7.  

 As noted earlier, the results of the base ID and IDLEVEL models are identical (Table 7, 

Columns 1A and 1B).  Both coefficients for international diversification (ID and IDLEVEL) 

continue to be highly significant and negative (p<.01). This indicates that ID firms, even in the 

presence of an Industry Specialist Auditor (LEADER), continue to report lower levels of 

discretionary accruals than non-ID firms.  Further, the coefficient of industry specialist auditor 

(LEADER) is also highly significant and negative (p<.01) indicating that industry specialist 

auditors, as noted earlier with brand name auditors, tend to further constrain management’s 

reporting of discretionary accruals generally speaking. This finding also supports prior literature 

attesting to the conservatism displayed by higher quality auditors in the reporting of discretionary 

accruals.  

The interaction variables for international diversification (ID/IDLEVEL) and industry 

specialist auditor (LEADER) display significant and positive coefficients (p<.01 and p=.04 

respectively), unlike the findings for the brand name auditor (BIG4) discussed earlier. This 

finding suggests that for ID firms, the presence of an industry specialist auditor actually results in 

an increase in the level of reported discretionary accruals than otherwise. Below, I examine 

models investigating the direction of the signed accruals to see if this can shed some light on 

these findings. The coefficients for the control variables correspond to those of the earlier models. 

The coefficients for LEV, CFO, SIZE, LOSS, and HILIT continue to be highly significant and 
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negatively associated with DACC.  The coefficients for NEWDT, NEWEQ, and TACC all 

continue to be highly significant and positively associated with DACC.  

 Similar to the earlier testing, I ran the models to determine if the direction of the 

discretionary accruals (income increasing or income decreasing) has any effect on the observed 

results.  For both the “income increasing” (Table 7, Model 2A and Model 2B) and “income 

decreasing” accruals models (Table 7, Model 3A and Model 3B) the variables representing 

international diversification (ID and IDLEVEL) continue to display a significant and negative 

coefficient. This indicates that regardless of the direction of reported discretionary accruals, ID 

firms are likely to report lower discretionary accruals than non-ID firms, regardless of auditor 

type. 

The difference between positive and negative accruals becomes more apparent when 

examining the industry specialist auditor measures.  The coefficient for audit quality (LEADER) 

is only significant and negative (p<.01) in the positive accruals (income increasing) models 

(Table 7, Model 2A and Model 2B). This further supports earlier arguments about the additional 

risks associated with income-increasing accruals and suggests that a higher quality auditor limits 

managements discretionary reporting of “income increasing” accruals for firms in general.  The 

LEADER variable is not significant in the negative accruals (income decreasing) models (Table 

7, Columns 3A and 3B). One can assume that industry specialists do not work to actively limit 

the recording of income decreasing discretionary accruals for firms in general. I do however note 

the coefficient for the interaction between international diversification (ID and IDLEVEL) and 

LEADER is significant and positive (p=.05 and p=.04) in the “income decreasing” accruals 

models (Table 7, Model 3A and Model 3B).  This suggests that higher audit quality results in the 

recognition of more “income decreasing” accruals for ID firms. These results further support the 

earlier findings for brand name auditors with “income decreasing” discretionary accruals and 
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demonstrates that like auditor brand name, auditor industry specialization impacts the association 

between international diversification and reported discretionary accruals.  The reported “higher” 

discretionary accruals are only attributed to firms reporting negative (income decreasing) accruals 

which suggest that auditors may be protecting themselves with downward accruals when 

reporting for internationally diversified firms. This finding is also reflective of the true form of 

conservatism, “anticipate no profits but anticipate all losses”, and is reflective of the auditors’ 

asymmetric loss function. The literature on the auditors’ asymmetric loss function suggests that 

auditors have induced preferences for income-decreasing accruals as opposed to income-

increasing accruals since they may be penalized differently for financial overstatements than for 

financial understatements (McCracken 2003). The result is that ID firms are inherently more 

likely to report lower earnings than similar non-ID firms. More importantly, this provides 

evidence in support of the lower firm value noted in prior studies and the overall “valuation 

discount” noted in prior literature.   

The final set of models investigates the combined impact of auditor brand name and audit 

industry specialization. To provide further support for Hypothesis 3, I ran the industry specialist 

auditor model again using the LEADER variable, the variable testing the interaction between 

LEADER and international diversification (ID and IDLEVEL), and I also included the variable 

for brand name auditor (BIG4) as a separate control variable.  This was done to determine if the 

influence of a brand name auditor would still exist if that auditor was also an industry specialist 

auditor.  I also wanted to control for the fact that 66% of the sample firms are audited by BIG4 

auditors, as opposed to the 29% audited by industry specialists.  The results are displayed in the 

Table 7, Columns 4A and 4B.  In these models all of the coefficients are significant as discussed 

above. The coefficients for ID and IDLEVEL continue to be negative and significant (p<.01). 

Most importantly, the coefficients for auditor industry specialization (LEADER) and auditor 
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brand name (BIG4) both continue to be individually significant and negative. Also, the 

coefficients measuring the interaction between auditor industry specialist (LEADER) and 

international diversification (ID and IDLEVEL) are once again significant and positive even in 

the presence of the brand name auditor variable. The measured impact of auditor industry 

specialization on the association between international diversification and reported discretionary 

accruals is resistant to consideration of the brand name auditor. The results are therefore 

unchanged. 

 Examining the direction of the discretionary accruals indicates, once again, that the 

positive coefficient for the interaction term is attributed only to firms with “income decreasing” 

accruals. These findings continue to show that a higher quality auditor will be associated with 

more income-decreasing accruals and therefore lower reported earnings for ID firms than for non-

ID firms. This provides significant support as to the robustness of the results to alternate 

specifications of international diversification and audit quality. 

3.5 Sensitivity Testing 
 
 In this section I consider alternative measures of audit quality to test the generalizability 

of the results to other specifications of this variable.  In the earlier testing I used two measures of 

audit quality, auditor brand name and auditor industry specialization.  Auditor brand name is 

simply an indicator variable with a value of “1” if the auditor is one of the “BIG 4” and “0” 

otherwise. Auditor Industry Specialization is also an indicator variable with a value of “1” if the 

auditor is an industry leader based on client Assets.  Prior literature has used other measures to 

represent audit quality and here I consider the impact of some of those other measures on the 

observed results. 

 In this analysis I re-examine the base model used to test the impact of the industry 

specialist auditor on the association between international diversification and earnings quality 
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(DACC). I expand the measures for audit quality to also include the Industry Leader classification 

based on client sales (REVLEAD).  Since prior literature on audit quality also use market share 

measures, I include continuous variables that represent the firms share of market assets 

(ASSETMKT) and their share of market sales (REVMKT) based on each 2-digit SIC code. The 

results are shown in Table 8.  The first 3 sets of model results (Columns 1A, 2A, and 3A) 

correspond to the ID indicator variable and the second 3 sets of model results (Columns 1B, 2B, 

and 3B) correspond to the IDLEVEL composite variable (a continuous variable).  

 The results (See Table 8) demonstrate that the models discussed earlier are not sensitive 

to alternative specifications of the audit quality measure. In general, the results are identical to 

those observed earlier using the brand name auditor and industry specialist auditor audit quality 

measures. In each of the six models, the coefficient for international diversification continues to 

be highly significant and negative (p<.01).  Also, the coefficients for the various industry 

specialist auditor measures (REVLEAD, ASSETMKT, and REVMKT) are all highly significant 

and negative (p<.01).  I also find that in 5 of the 6 models the coefficient representing the 

interaction between international diversification and audit quality continues to be significant and 

positive. Separate analysis of the models, run individually on “income increasing” or positive 

accruals and “income decreasing” or negative accruals (not shown in the tables) shows that the 

“higher” accruals is only relevant to the “income decreasing” accruals sample, as noted earlier.  

All of the control variables continue to be significant, in the direction noted earlier with the 

exception of LEV which, as noted earlier, is not consistently significant in all of the models. 

Therefore, it appears that regardless of the audit quality measure used in the analysis, the 

results suggest that ID firms will report lower discretionary accruals than non-ID firms.  Also, the 

industry specialist auditor will further reduce the reported discretionary accruals for these firms.  

The impact of the industry specialist auditor on ID firms suggests the recognition of higher 
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“income decreasing” accruals.    The conclusion, consistent with the earlier discussion, is that 

auditors display conservatism in financial reporting for ID firms.  This response to the inherent 

risks associated with foreign operations appears to be consistent with the responses documented 

by investors and analysts in the extant literature.  

3.6 Discussion and Conclusions 
 
 The purpose of this chapter was to examine the quality of earnings for internationally 

diversified firms, as measured by discretionary accruals, and to answer two questions: (1) Is there 

an association between international diversification and earnings quality; and (2) does audit 

quality impact the association between international diversification and earnings quality.  Prior 

work has documented that financial statement users treat firms with foreign operations (ID firms) 

differently from those with only domestic operations (non-ID firms). Studies have illustrated that 

investors discount the value of foreign operations when determining firm value (Denis et. al. 

2002).  Further, investors underestimate the persistence of foreign earnings in comparison to 

earnings from domestic operations (Thomas 2000), and they respond more to foreign earnings 

changes (Bodnar and Weintrop 1997; Christophe 2002) than to domestic earnings changes.  

Moreover, analyst forecasts for ID firms are shown to be less accurate for firms with foreign 

operations (Duru and Reeb 2002). None of the prior literature has examined the quality of the 

financial information produced by internationally diversified firms. Further, prior literature has 

not considered the possibility that a higher quality auditor may impact the quality of earnings for 

these firms. 

 My results indicate that the level of reported discretionary accruals, in general, is lower 

for firms with international operations.  I document a negative association between the existence 

and extent of international diversification and the level of reported discretionary accruals.  I 

conjecture that this conservative response is due to the increase in inherent and business risk 
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associated with international diversification.  The variety of risks, management discretion issues, 

and disclosure requirements relevant to foreign operations suggest that ID firms may be treated 

differently than firms with entirely domestic operations.  Reporting conservatism is thus a rational 

response when reporting earnings for these firms. 

 The interesting question is “Does audit quality impact the level of reported discretionary 

accruals for ID firms specifically”?  The results indicate that audit quality results in even higher 

levels of reporting conservatism for firms with international operations.  I document a negative 

association between all audit quality measures, auditor brand name and auditor industry 

specialization, and the level of reported discretionary accruals.  This finding suggests that given 

the lower discretionary accruals associated with ID firms, the presence of a higher quality auditor 

results in a further reduction in the level of reported discretionary accruals.  ID firms report fewer 

discretionary accruals than Non-Id firms. I also find that firms with a higher quality auditor report 

discretionary accruals more conservatively than firms without a higher quality auditor.  Further I 

find the coefficient representing the interaction between international diversification and auditor 

industry specialization to be positively associated with the level of reported discretionary accruals 

for ID firms in general, and particularly for ID firms reporting “income decreasing” discretionary 

accruals. This suggests that a higher quality auditor will require ID firms to report more 

conservatively, resulting in more negative accruals than non-ID firms. This finding suggests that 

ID firms with higher quality auditors will display lower reported earnings than those with a lower 

quality auditor. 

 My study clearly indicates that ID firms are associated with lower levels of reported 

discretionary accruals and that audit quality results in the reporting of fewer income increasing, 

and more income decreasing discretionary accruals.  Therefore, there is significant reporting 

conservatism for ID firms and higher audit quality does not improve reporting for these firms.  In 
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fact, higher audit quality makes it worse.  Given this finding, the difference in treatment by 

investors and analysts observed in earlier papers may be partially explained by the findings here. 

Those findings may be driven by the quality of earnings reported by ID firms.   
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EXHIBIT 1 - Variable Definitions 
 

Variable Definition 
ID Dummy variable with a value of 1 if the firm has foreign 

operations, 0 otherwise 
IDLEVEL factor analysis is used to extract the commonality out of the 3 

continuous ID variables (IDSALES, IDASSETS, and IDSEGS).  
The factor score is used as the independent variable measuring 
the level of international diversification  

DACC The absolute value of discretionary accruals calculated using the 
modified Jones model (1991) 

LEV Leverage, measured as total debt to total assets 
CFO Cash flows from operations scaled by total assets 
SIZE The natural log of total assets 
HILIT Dummy variable with a value of 1 if the firm operates in a high 

litigation industry, 0 otherwise 
NEWDBT Dummy variable with a value of 1 if the firm acquired new long-

term debt during the current year, 0 otherwise 
NEWEQ Dummy variable with a value of 1 if the firm issued new equity 

during the current year, 0 otherwise 
TACC The absolute value of total accruals for the firm scaled by total 

assets 
DACC The absolute value of discretionary accruals calculated using the 

modified Jones model (1991) 
BIG4 Auditor Brand Name  - An indicator variable with a value of “1” 

if the auditor is among the BIG4 Firms, and “0” otherwise 
LEADER Auditor Industry Specialist  - An indicator variable with a value 

of “1” if the auditor is an industry specialist, based on client 
assets, and “0” otherwise. The leader(s) are designated as such if 
the difference between that auditor and the one with the next 
lower market share is at least 10 percent.  I calculate the auditor 
industry specialist variable for each two-digit SIC code based on 
the proportion of firm assets. 
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TABLE 1: SAMPLE SELECTION 
 

Panel A: Sample Selection for the Accruals Models 
2004 to 2007 COMPUSTAT U.S. firm observations 29,004 
Less: financial firms  (8,878) 
Less: firms with missing asset, PPE, revenue and control variable data (3,208) 
Less: firms missing not reporting foreign assets, sales or segments in COMPUSTAT 
Segment File (40) 

Total Base Sample 16,878 
Less: SIC code restrictions (939) 
Total observations for audit quality models 15,939 

 

Panel B: Sample Breakdown by International Diversification 
 
Year 

IDa 

(% of Total) 
Non-IDa 

(% of Total) 
Total 

(% of Sample) 

2004 
1,858 
(47%) 

2,086 
(53%) 

3,944 
(25%) 

2005 
1,961 
(49%) 

2,016 
(51%) 

3,977 
(25%) 

2006 
1,691 
(42%) 

2,352 
(58%) 

4,043 
(25%) 

2007 
1,302 
(33%) 

2,673 
(67%) 

3,975 
(25%) 

Total 
6,812 
(43%) 

9,127 
(57%) 

15,939 
(100%) 

 

  Panel C1: Sample Breakdown by ID (Auditor Brand Name) 
 
Year 

IDa 

(% of Total) 
Non-IDa 

(% of Total) 
Total 

(% of Sample) 

BIG4 
4,505 
(66%) 

6,080 
(67%) 

10,585 
(66%) 

Non-BIG4 
2,307 
(34%) 

3,047 
(33%) 

5,354 
(34%) 

Total 
 

6,812 
(43%) 

9,127 
(57%) 

15,939 
(100%) 
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Panel C2: Sample Breakdown by ID (Industry Specialist Auditor) 
 
Year 

IDa 

(% of Total) 
Non-IDa 

(% of Total) 
Total 

(% of Sample) 

LEADER 
1,946 
(29%) 

2,700 
(30%) 

4,646 
(29%) 

Non-
LEADER 

4,866 
(71%) 

6,427 
(70%) 

11,293 
(71%) 

Total 
 

6,812 
(43%) 

9,127 
(57%) 

15,939 
(100%) 

Panel D: Sample Breakdown, By Industry 

SIC 
 

Industry 
Sample 

Frequency 
Sample 

Percentage 
Compustat 
Percentageb 

0000-1999 
Agriculture, Mining and 
Construction 946 5.9% 7.6% 

2000-3999 Manufacturing 7759 48.7% 47.5% 

4000-4999 Transportation & Public Utilities 2090 13.1% 12.3% 

5000-5999 Wholesale & Retail Trade 1736 10.9% 9.9% 

7000-8999 Services 3314 20.8% 20.1% 

9000-9999 Public Administration 94 0.6% 2.6% 

Total  15939 100.0% 100.0% 
 

a ID firms are firms with foreign and domestic operations; non-ID firms are firms with domestic 
operations only. 
b Percentage of active, non-financial US firms in Compustat database classified by one-digit SIC 
at the end of fiscal year 2007. 
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Table 2: Dimensions of International Activity 
 

Panel A: Correlations Among Variables Measuring the Degree of 
International Diversification 

 

 IDSALES IDASSETS IDSEGS 

IDSALES 1.00 0.43*** 0.69*** 

IDASSETS  1.00 0.13*** 

IDSEGS   1.00 
 
 

Panel B: Factor Loadings 
 

 Loadings** 
IDSALES 0.93 
IDASSETS 0.58 
IDSEGS 0.82 

     ** The factor extracted accounts for 63% of the  
variation in the three included variables 

 

Table 3: Accrual Model Variables 

  Panel A: Accrual Variables and Control Variables (N=15,939) 
 

 
Variable 

 
Mean 

 
Median 

Standard 
Deviation 

1st Quartile 3rd Quartile 

DACC 0.2338 0.1186 0.3130 0.0455 0.2526 
TACC 0.1307 0.0715 0.1627 0.0352 0.1430 
BIG4 0.6641 1.0000 0.4723 0.0000 1.0000 
SIZE 5.4063 5.5208 2.3246 3.6788 7.1729 
LEV 0.1820 0.1132 0.2070 0.0002 0.2930 
CFO 0.0006 0.0641 0.2187 -0.0205 0.1215 
LOSS 0.3678 0.0000 0.4822 0.0000 1.0000 
HILIT 0.3141 0.0000 0.4642 0.0000 1.0000 
NEWDT 0.4946 0.0000 0.5000 0.0000 1.0000 
NEWEQ 0.0255 0.0000 0.1577 0.0000 0.0000 
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Panel B: Comparison of Accrual and Control Variables for ID firms and 
Non-ID firms (N=15,939) 

 

 
Variable 

Mean  
t-statistic 

 
Wilcoxon Z ID Non-ID 

DACC 0.2119 0.2500 -7.75*** -6.8*** 
TACC 0.1346 0.1278 2.61*** 2.26** 
LEV 0.1891 0.1767 3.74*** 2.48** 
CFO 0.0070 -0.0041 3.19*** 1.69* 
SIZE 5.4084 5.4048 0.10 0.44 
LOSS 0.3713 0.3653 0.77 0.77 
HILIT 0.3097 0.3173 -1.02 -1.02 
NEWDT 0.4938 0.4951 -0.16 -0.16 
NEWEQ 0.0285 0.0233 2.01** 2.04** 
N 6,812 9,127 

 
*** (**) [*] significant at the .01 (.05) [.10] levels, two-tailed tests. 
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Table 4: Correlations Among the Accrual and Control Variables 

 DACC TACC ID IDLEVEL SIZE LEV CFO LOSS HILIT NEWDT 
 
NEWEQ 

DACC 
1.0000 0.6156*** -

0.0600*** 
-
0.0407*** 

-
0.3549*** 

-
0.0373*** 

-
0.3355*** 0.2107*** 0.0129 -0.0025 -0.0125 

TACC 
 1.0000 0.0208*** 0.0176** -

0.4466*** 
-
0.0281*** 

-
0.4259*** 0.3820*** 0.0884*** 0.0279*** 0.0826*** 

ID 
   

1.0000 0.5889*** 0.0005 0.0296*** 0.0249*** 0.0060 -0.0075 -0.0014 0.0158** 

IDLEVEL 
    

1.0000 -0.0010 0.0152* 0.0187** -0.0006 -0.0138* -0.0051 0.0088 

SIZE 
    1.0000 0.2645*** 0.5141*** -

0.4408*** 
-
0.1511*** 0.2627*** 0.1793*** 

LEV 
      

1.0000 0.0217*** 0.0302*** -.1686*** 0.4389*** 0.0929*** 

CFO 
      1.0000 -

0.5750*** 
-
0.1417*** 0.0453*** 0.0485*** 

LOSS 
       1.0000 0.1519*** -

0.0478*** 
-
0.1055*** 

HILIT 
        1.0000 -

0.1792*** 0.1097*** 

BIG4 
         1.0000 

 0.1026*** 
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Table 5: Linear Regression Analysis of 
Earnings Quality and International Diversification 

 
Dependent Variable: DACC - absolute value of discretionary accruals, modified Jones model 
(1991) 

  ID VARIABLE IDLEVEL VARIABLE 
 

Variable 
Predicted 

Sign 
Column 1A 
Base Model 

Column 2A 
Positive 
Accruals 

Column 3A 
Negative 
Accruals 

Column 1B 
Base Model 

Column 2B 
Positive 
Accruals 

Column 3B 
Negative 
Accruals 

 Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Intercept  0.2153*** 
(27.11) 

0.3279*** 
(22.98) 

0.0507*** 
(5.93) 

-0.0203*** 
(25.97) 

0.3082*** 
(21.78) 

0.0476*** 
(5.67) 

ID/IDLEVEL ? -0.456*** 
(-11.71) 

-0.0835*** 
(-10.94) 

-0.0143*** 
(-3.78) 

-0.0247*** 
(-8.25) 

-0.0425*** 
(-7.08) 

-0.0108*** 
(-3.80) 

LEV - -0.0161* 
(-1.51) 

0.0095 
(0.46) 

-0.0435*** 
(-4.26) 

-0.0184** 
(-1.73) 

0.0079 
(0.37) 

-0.0445*** 
(-4.36) 

CFO - -0.1429*** 
(-12.24) 

-0.1148*** 
(-4.84) 

-0.1371*** 
(-12.21) 

-0.1461*** 
(-12.45) 

-0.1149*** 
(-4.82) 

-0.1382*** 
(-12.32) 

SIZE ? -0.0151*** 
(-13.77) 

-0.0273*** 
(-13.36) 

0.0022* 
(1.96) 

-0.0151*** 
(-13.73) 

-0.0272*** 
(-13.24) 

0.0023** 
(1.98) 

LOSS - -0.0656*** 
(-12.99) 

-0.0642*** 
(-6.10) 

-0.0330*** 
(-6.67) 

-0.0664*** 
(-13.12) 

-0.0654*** 
(-6.18) 

-0.0331*** 
(-6.69) 

HILIT - -0.0304*** 
(-7.12) 

-0.0544*** 
(-6.30) 

-0.0043 
(-1.06) 

-0.0307*** 
(-7.18) 

-0.0539*** 
(-6.20) 

-0.0046 
(-1.12) 

NEWDT + 0.0217*** 
(4.99) 

0.0255*** 
(2.98) 

0.0136*** 
(3.23) 

0.0221*** 
(5.06) 

0.0253*** 
(2.94 

0.0137*** 
(3.26) 

NEWEQ + 0.0848*** 
(6.84) 

-0.0074 
(-0.08) 

0.1034*** 
(10.79) 

0.0832*** 
(6.70) 

-0.0071 
(0.07) 

0.1031*** 
(10.76) 

TACC + 1.1000*** 
(80.05) 

1.1203*** 
(41.18) 

1.1604*** 
(85.28) 

1.0976*** 
(79.74) 

1.1162*** 
(40.81) 

1.1602*** 
(85.27) 

Y2005 ? 0.0061 
(1.12) 

0.0120 
(1.15) 

0.0018 
(0.35) 

0.0056 
(1.02) 

0.0111 
(1.05) 

0.0018 
(0.33) 

Y2006 ? 0.0046 
(0.84) 

0.0093 
(0.89) 

0.0062 
(1.18) 

0.0061 
(1.12) 

0.0086 
(0.82) 

0.0069 
(1.31) 

Y2007 ? -0.0118** 
(-2.17) 

-0.0151 
(-1.40) 

0.0013 
(0.24) 

-0.0078 
(-1.42) 

-0.0143 
(-1.33) 

0.0028 
(0.54) 

Pseudo R2   0.41 0.33 0.55 0.41 0.32 0.55 
N  15,939 6,476 9,463 15,939 6,476 9,463 

 
*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, two-
tailed otherwise  
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Table 6: Linear Regression Analysis of International Diversification, 
Earnings Quality and Audit Quality (Auditor Brand Name) 

 
Dependent Variable: DACC - absolute value of discretionary accruals, modified Jones model 
(1991) 

  ID VARIABLE IDLEVEL VARIABLE 
 

Variable 
Predicted 

Sign 
Column 1A 
Base Model 

Column 2A 
Positive 
Accruals 

Column 3A 
Negative 
Accruals 

Column 1B 
Base Model 

Column 2B 
Positive 
Accruals 

Column 3B 
Negative 
Accruals 

 Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Intercept  0.2127*** 
(26.44) 

0.3221*** 
(21.90) 

0.0562*** 
(6.34) 

0.2047*** 
(25.86) 

0.3050*** 
(21.32) 

0.0530*** 
(6.24) 

ID/IDLEVEL ? -0.0515*** 
(-7.71) 

-0.0714*** 
(-6.01) 

-0.0241*** 
(-3.44) 

-0.0312*** 
(-6.16) 

-0.0359*** 
(-3.93) 

-0.0235*** 
(-4.49) 

AQ – BIG4 - -0.0341*** 
(-5.26) 

-0.0078 
(-0.63) 

-0.0257*** 
(-3.97) 

-0.0334*** 
(-5.68) 

-0.0123 
(-1.09) 

-0.0260*** 
(-4.48) 

ID*AQ/ 
IDLEVEL*AQ 

? 0.0084 
(1.02) 

-0.0208 
(-1.34) 

0.0131 
(1.59) 

0.0096 
(1.53) 

-0.0117 
(-0.96) 

0.0176*** 
(2.83) 

LEV - -0.0164 
(-1.55) 

0.0101 
(0.48) 

-0.0438*** 
(-4.29) 

-0.0187** 
(-1.76) 

0.0081 
(0.38) 

-0.0449*** 
(-4.39) 

CFO - -0.1467*** 
(-12.55) 

-0.1168*** 
(-4.91) 

-0.1390*** 
(-12.37) 

-0.1499*** 
(-12.80) 

-0.1174*** 
(-4.91) 

-0.1402*** 
(-12.50) 

SIZE ? -0.0107*** 
(-7.92) 

-0.0249*** 
(-9.52) 

0.0048*** 
(3.60) 

-0.0107*** 
(-7.93) 

-0.0248*** 
(-9.42) 

0.0049*** 
(3.64) 

LOSS - -0.0656*** 
(-13.00) 

-0.0642*** 
(-6.10) 

-0.0332*** 
(-6.73) 

-0.0664*** 
(-13.13) 

-0.0654*** 
(-6.18) 

-0.0332*** 
(-6.73) 

HILIT - -0.0279*** 
(-6.49) 

-0.0543*** 
(-6.23) 

-0.0027 
(-0.66) 

-0.0282*** 
(-6.57) 

-0.0531*** 
(-6.09) 

-0.0029 
(-0.72) 

NEWDT + 0.0199*** 
(4.57) 

0.0245*** 
(2.85) 

0.0126*** 
(2.98) 

0.0203*** 
(4.64) 

0.0243*** 
(2.81) 

0.0128*** 
(3.03) 

NEWEQ + 0.0818*** 
(6.60) 

-0.0075 
(-0.08) 

0.1013*** 
(10.56) 

0.0802*** 
(6.46) 

-0.0066 
(-0.07) 

0.1010*** 
(10.53) 

TACC + 1.0954*** 
(79.60) 

1.1165*** 
(40.93) 

1.1570*** 
(84.75) 

1.0934*** 
(79.33) 

1.1125*** 
(40.56) 

1.1566*** 
(84.79) 

Y2005 ? 0.0045 
(0.84) 

0.0109 
(1.04) 

0.0011 
(0.21) 

0.0041 
(0.75) 

0.0100 
(0.95) 

0.0012 
(0.23) 

Y2006 ? 0.0022 
(0.41) 

0.0077 
(0.74) 

0.0051 
(0.96) 

0.0038 
(0.69) 

0.0071 
(0.67) 

0.0058 
(1.10) 

Y2007 ? -0.0152*** 
(-2.77) 

-0.0169 
(-1.56) 

-0.0001 
(-0.08) 

-0.0110** 
(-2.01) 

-0.0165 
(-1.51) 

0.0013 
(0.24) 

Pseudo R2   0.41 0.33 0.55 0.41 0.32 0.55 
N  15,939 6,476 9,463 15,939 6,476 9,463 

 
*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, two-
tailed otherwise 
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Table 7: Linear Regression Analysis of International Diversification, 
Earnings Quality and Audit Quality (Auditor Industry Specialist) 

 
Dependent Variable: DACC - absolute value of discretionary accruals, modified Jones model 
(1991) 

  ID VARIABLE IDLEVEL VARIABLE 
 

Variable 
Predicted 

Sign 
Column 1A 
Base Model 

Column 2A 
Pos Accruals 

Column 3A 
Neg Accruals 

Column 4A 
LEADER w/ 

BIG4 

Column 1B 
Base Model 

Column 2B 
Pos Accruals 

Column 3B 
Neg Accruals 

Column 4B 
LEADER 
w/BIG4 

 Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Intercept  0.2171*** 
(27.16) 

0.3280*** 
(22.82) 

0.0526*** 
(6.11) 

0.2170*** 
(27.17) 

0.2037*** 
(26.94) 

0.3069*** 
(21.62) 

0.0486*** 
(5.78) 

0.2037*** 
(25.95) 

ID ? -0.0527*** 
(-11.44) 

-0.0886*** 
(-10.04) 

-0.0193*** 
(-4.24) 

-0.0529*** 
(-11.48) 

-0.0286*** 
(-8.05) 

-0.0441*** 
(-6.32) 

-0.0148*** 
(-4.29) 

-0.0289*** 
(-8.13) 

AQ-
LEADER 

- -0.0235*** 
(-4.06) 

-0.0316*** 
(-2.72) 

-0.0086 
(-1.56) 

-0.0238*** 
(-2.78) 

-0.0170*** 
(-3.38) 

-0.0249*** 
(-2.42) 

-0.0056 
(-1.20) 

-0.0101** 
(-1.94) 

ID*AQ ? 
0.0240*** 

(2.82) 
0.0202 

(1.15) 
0.0156* 

(1.96) 
0.0238*** 

(2.80) 
0.0134** 

(2.06) 
0.0072 

(0.53) 
0.0123** 

(2.03) 
0.0136** 

(2.08) 

BIG4 - 
   -0.0282*** 

(-4.90)    -0.0283*** 
(-4.90) 

LEV - -0.0172* 
(-1.62) 

0.0090 
(0.43) 

-0.0439*** 
(-4.29) 

-0.0169* 
(-1.59) 

-0.0192** 
(-1.80) 

0.0072 
(0.35) 

-0.0447*** 
(-4.37) 

-0.0189** 
(-1.78) 

CFO - -0.1439*** 
(-12.31) 

-0.1181*** 
(-4.98) 

-0.1368*** 
(-12.18) 

-0.1467*** 
(-12.55) 

-0.1471*** 
(-12.57) 

-0.1180*** 
(-4.95) 

-0.1381*** 
(-12.31) 

-0.1450*** 
(-12.81) 

SIZE ? -0.0141*** 
(-12.31) 

-0.0255*** 
(-11.77) 

0.0024** 
(1.99) 

-0.0105*** 
(-7.76) 

-0.0141*** 
(-12.23) 

-0.0255*** 
(-11.69) 

0.0024** 
(2.01) 

-0.0106*** 
(-7.78) 

LOSS - 
-0.0662*** 

(-1310) 
-0.0650*** 

(-6.17) 
-0.0332*** 

(-6.71) 
-0.0659*** 

(-13.06) 
-0.0668*** 

(-13.20) 
-0.0661*** 

(-6.25) 
-0.0331*** 

(-6.71) 
-0.0666*** 

(-13.16) 

HILIT - 
-0.0296*** 

(-6.93) 
-0.0529*** 

(-6.11) 
-0.0042 

(-1.03) 
-0.0278*** 

(-6.49) 
-0.0301*** 

(-7.03) 
-0.0526*** 

(-6.05) 
-0.0045 

(-1.10) 
-0.0283*** 

(-6.58) 

NEWDT + 
0.0213*** 

(4.90) 
0.0248*** 

(2.90) 
0.0136*** 

(3.22) 
0.0198*** 

(4.55) 
0.0217*** 

(4.96) 
0.0247*** 

(2.87) 
0.0137*** 

(3.26) 
0.0202*** 

(4.61) 

NEWEQ + 
0.0842*** 

(6.80) 
-0.0076 

(-0.08) 
0.1031*** 

(10.75) 
0.0817*** 

(6.59) 
0.0827*** 

(6.66) 
-0.0083 

(-0.09) 
0.1027*** 

(10.71) 
0.0801*** 

(6.45) 

TACC + 
1.1003*** 

(80.09) 
1.1193*** 

(41.13) 
1.1612*** 

(85.30) 
1.0961*** 

(79.69) 
1.0977*** 

(79.75) 
1.1146*** 

(40.74) 
1.1606*** 

(85.29) 
1.0935*** 

(79.35) 

Y2005 ? 0.0058 
(1.06) 

0.0112 
(1.08) 

0.0018 
(0.35) 

0.0045 
(0.44) 

0.0053 
(0.97) 

0.0103 
(0.98) 

0.0018 
(0.34) 

0.0040 
(0.73) 

Y2006 ? 0.0045 
(0.82) 

0.0080 
(0.76) 

0.0067 
(1.26) 

0.0024 
(0.44) 

0.0058 
(1.06) 

0.0074 
(0.70) 

0.0072 
(1.38) 

0.0037 
(0.69) 

Y2007 ? -0.0124** 
(-2.26) 

-0.0171 
(-1.59) 

0.0015 
(0.29) 

-0.0152*** 
(-2.76) 

-0.0084 
(-1.54) 

-0.0161 
(-1.49) 

0.0029 
(0.56) 

-0.0112** 
(-2.04) 

Pseudo 
R2  

 
0.41 0.33 0.55 0.41 0.41 0.32 0.55 0.41 

N  15,939 6,476 9,463 15,939 15,946 6,476 9,463 15,946 

 
*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, two-
tailed otherwise 
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Table 8: Linear Regression Analysis of International Diversification, 
Earnings Quality and Audit Quality (Alternative Industry Specialist Measures) 

 
Dependent Variable: DACC - absolute value of discretionary accruals, modified Jones model 
(1991) 
  ID VARIABLE IDLEVEL VARIABLE 

 
Variable 

Predicted 
Sign 

Column 1A 
REVLEAD 

Column 2A 
ASSETMKT 

Column 3A 
REVMKT 

Column 1B 
REVLEAD 

Column 2B 
ASSETMKT 

Column 3B 
REVMKT 

 Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Intercept  0.2179*** 
(27.24) 

0.2170*** 
(26.82) 

0.2165*** 
(26.75) 

0.2036*** 
(25.93) 

0.2034*** 
(25.79) 

0.2036*** 
(25.79) 

ID/IDLEVEL ? -0.0560*** 
(-11.98) 

-0.0546*** 
(-9.78) 

-0.0522*** 
(-9.29) 

-0.0302*** 
(-8.36) 

-0.0305*** 
(-7.10) 

-0.0295*** 
(-6.83) 

AQ (Industry 
Specialist) 

- -0.0406*** 
(-7.14) 

-0.0755*** 
(-4.64) 

-0.0558*** 
(-3.36) 

-0.0319*** 
(-6.45) 

-0.0653*** 
(-4.53) 

-0.0497*** 
(-3.37) 

ID*AQ/ 
IDLEVEL*AQ 

? 0.0326*** 
(3.92) 

0.0499** 
(2.28) 

0.0371* 
(1.66) 

0.0176*** 
(2.75) 

0.0317* 
(1.90) 

0.0266 
(1.57) 

LEV - -0.0183* 
(-1.72) 

-0.0177* 
(-1.66) 

-0.0172 
(-1.62) 

-0.0202* 
(-1.90) 

-0.0197* 
(-1.86) 

-0.0183* 
(-1.72) 

CFO - -0.1449*** 
(-12.42) 

-0.1465*** 
(-12.51) 

-0.1455 
(-12.42) 

-0.1482*** 
(-12.68) 

-0.1498*** 
(-12.77) 

-0.1488*** 
(-12.68) 

SIZE ? -0.0129*** 
(-11.20) 

-0.0126*** 
(-10.06) 

-0.0133*** 
(-10.55) 

-0.0130*** 
(-11.21) 

-0.0126*** 
(-10.00) 

-0.0132*** 
(-10.48) 

LOSS - -0.0669*** 
(-13.24) 

-0.0664*** 
(-13.15) 

-0.0662*** 
(-13.11) 

-0.0674*** 
(-13.32) 

-0.0671*** 
(-13.26) 

-0.0670*** 
(-13.23) 

HILIT - -0.0289*** 
(-6.76) 

-0.0298*** 
(-6.98) 

-0.0299*** 
(-7.00) 

-0.0293*** 
(-6.85) 

-0.0304*** 
(-7.10) 

-0.0304*** 
(-7.10) 

NEWDT + 0.0208*** 
(4.78) 

0.0210*** 
(4.83) 

0.0212*** 
(4.88) 

0.0211*** 
(4.85) 

0.0213*** 
(4.89) 

0.0215*** 
(4.93) 

NEWEQ + 0.0832*** 
(6.72) 

0.0876*** 
(7.06) 

0.0869*** 
(6.99) 

0.0817*** 
(6.58) 

0.0861*** 
(6.92) 

0.0853*** 
(6.85) 

TACC + 1.0998*** 
(80.14) 

1.0991*** 
(80.00) 

1.0993*** 
(79.98) 

1.0970*** 
(79.77) 

1.0967*** 
(79.67) 

1.0970*** 
(79.67) 

Y2005 ? 0.0055 
(1.02) 

0.0054 
(1.00) 

0.0056 
(1.04) 

0.0049 
(0.91) 

0.0049 
(0.90) 

0.0051 
(0.94) 

Y2006 ? 0.0038 
(0.71) 

0.0040 
(0.73) 

0.0041 
(0.76) 

0.0051 
(0.95) 

0.0051 
(0.94) 

0.0054 
(1.00) 

Y2007 ? -0.0135*** 
(-2.47) 

-0.0133** 
(-2.42) 

-0.0129*** 
(-2.35) 

-0.0093*** 
(-1.71) 

-0.0094*** 
(-1.71) 

-0.0089*** 
(-1.63) 

Pseudo R2   0.41 0.41 0.41 0.41 0.41 0.41 
N  15,939 15,939 15,939 15,939 15,939 15,939 

 

*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, two-
tailed otherwise 
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CHAPTER 4: INTERNATIONAL DIVERSIFICATION, AUDITOR QUALITY 
AND INVESTOR PERCEPTION OF EARNINGS 

4.1 Introduction  
 

In this section I investigate the impact of audit quality on the investor’s perception of 

foreign and domestic earnings for internationally diversified firms. My research question is “Does 

higher audit quality improve investor perception of earnings for firms with international 

operations?”  

The literature on international diversification shows there is differential treatment of 

domestic and foreign earnings in assigning firm value. These studies have used measures 

including earnings response coefficients (ERC), earnings persistence, returns variability and 

timeliness to demonstrate that investors view foreign and domestic earnings differently. However 

these studies have yielded somewhat inconsistent results (for a complete discussion, refer to the 

Literature Review Section in Chapter 2).   

The first paper along this line of research determined that firm value was more sensitive 

to foreign earnings changes than domestic earnings changes (Bodnar and Weintrop, 1997). 

Christophe (2002) extends Bodnar and Weintrop (1997) to look at the impact of positive and 

negative changes in domestic and foreign earnings on the variability of returns. Christophe 

confirms the results of B&W and finds that stock return is more sensitive to changes in foreign 

earnings, as opposed to changes in domestic earnings. However by separating the two earnings 

changes into four domestic and foreign increase and decrease components, Christophe shows that 

the larger observed earnings response is associated with decreases in foreign earnings. This 

finding extends that of B&W and suggests that investors react more strongly to declines in 

foreign earnings.  Christophe attributes this conservative response to the investor’s inability to 

understand and scrutinize foreign subsidiary operations.  
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Thomas (2000) further investigates the components of earnings and finds that the market 

consistently underestimates the persistence of foreign earnings.  Thomas concludes that the 

market misprices firms with foreign operations because investors have difficulty understanding 

fully the origins of a firm’s foreign earnings (p. 265). A more recent paper supports earlier 

findings that domestic earnings have a greater impact on unexpected returns (Callen et al. 2005).  

They also find an under-pricing of foreign earnings, but they find that this under-pricing is less 

for firms with greater institutional ownership. Callen et al. (2005) conclude that the mis-pricing of 

foreign earnings is due to the investor’s inability to fully interpret the foreign operations 

disclosures. They theorize that their results showing improved earnings perception of foreign 

earnings depends on the presence and magnitude of sophisticated institutional investors.  These 

informed investors have greater access to private information and are better able to process public 

information allowing them to more fully understand the results of foreign earnings in determining 

firm value.   

4.2 Hypotheses Development 
 

Thus, the literature consistently suggests that investors perceive there to be differences in 

foreign earnings and domestic earnings. However, as B&W argue, a priori, one cannot predict the 

direction of this difference. B&W consider economic factors that may lead investors to assign a 

lower value to foreign earnings.  This includes investor perceptions about the reliability and/or 

uncertainty of foreign markets. Also investors may find difficulty in assessing the nature and 

timing of future cash flows due to complexities of U.S. GAAP practices for foreign currency 

accounting.  There are also potential restrictions or uncertainties surrounding the accessibility and 

influence of foreign governments. Each of these factors could influence the investor to perceive 

foreign operations to be riskier than domestic operations.  Further, if investors view this risk to be 
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non-diversifiable risk the market will discount the foreign operations and assign a lower value 

than domestic operations.  B&W also consider factors that may lead investors to assign a higher 

value to foreign earnings. Investors may perceive exchange rate changes to be unforecastable but 

more importantly, permanent thereby increasing the value of foreign earnings. Also, since foreign 

operations are most likely a smaller portion of total operations, there is a larger potential for 

growth if the foreign operations are already successful. Any of these factors may influence 

investors to value foreign earnings higher than domestic earnings.  

 

Because of the conflicting effects, my first hypothesis (following B&W) is non-directional. 

H4: The association between domestic earnings changes and abnormal stock returns will 
be different from the association between foreign earnings changes and abnormal stock 
returns. 

 

Similar to the knowledge and expertise displayed by sophisticated institutional investors, 

audit quality could also help reduce the difference in investor’s perception of foreign and 

domestic earnings. Audit quality is an additional factor that may serve to provide confidence to 

investors, regarding the quality of earnings, and reduce the conservatism displayed by investors in 

assigning value to foreign operations. Prior literature shows that audit quality can improve the 

investor’s response to earnings information released in the financial statements. Teoh and Wong 

(1993) show that the auditor’s size lends credibility to the earnings report that they audit.  They 

find that investors capitalize new earnings information into stock prices at a higher rate for clients 

of then, Big 8 auditors (auditor size).  They find the earnings response coefficient (ERC) to be 

higher for clients of large auditors.  A study by Balsam Krishnan and Yang (2003) finds the same 

to be true for clients of industry specialist auditors.  Balsam et al. (2003), for a sample of Big 6 

clients, find that investors of industry specialist audited firms impound earnings information into 

stock prices at a higher rate than firms without industry specialist auditors, suggesting higher 
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earnings quality for these firms. According to Balsam et al, a specialist auditor “signals greater 

credibility and therefore greater earnings precision” (p. 74) and “increases the market’s 

perception about the quality of these earnings” (p. 95).  This additional assurance allows the 

investor to place more confidence in the financial reporting and more specifically, in the reported 

earnings.  The result should be a stronger relationship between earnings and stock price, and a 

lower observed valuation discount. 

Collectively these studies show that audit quality can improve the investor’s response to 

earnings information released in the financial statements. Audit quality may be expected to elicit 

a similar response with internationally diversified firms. A larger auditor (brand name auditor) or 

one skilled in a particular industry (industry specialist) may possess the resources and skills to 

provide assurance services that allow investors to place more confidence in the financial reporting 

of complex foreign operations.  Additionally, the higher quality auditor may be able to perform 

additional audit work, travel to foreign operations, and survey foreign operations to gain more 

confidence about the risks associated with foreign activities.  Similar to institutional investors, the 

higher quality auditor could use its considerable knowledge and expertise to better interpret the 

financial information related to foreign earnings and communicate better to investors, the nature 

and components of foreign and domestic operations. Therefore it seems plausible that audit 

quality may affect the association between earnings and firm value, for firms with foreign 

operations. If audit quality improves investor perception of earnings, I expect the association 

between each earnings component and firm value to be higher for firms audited by a higher 

quality auditor. This will be reflected by higher investor perception of foreign earnings and 

domestic earnings for firms audited by a higher quality auditor as opposed to a lower quality 

auditor.  No study to my knowledge has examined the impact of audit quality on the association 

between investor perception of domestic and foreign earnings for ID firms. Thus, the next 
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hypotheses examine the impact of audit quality on the associations between foreign and domestic 

earnings changes and abnormal stock returns: 

H5: The association between foreign earnings changes and abnormal stock returns will 
be higher for firms audited by a higher quality auditor than for firms audited by a lower 
quality auditor. 

 

Likewise, I expect the higher quality auditor to improve investor perception of domestic 

earnings.  This will also result in the delivery of more reliable reported earnings for these firms.  

The following hypothesis addresses this concept. 

H6: The association between domestic earnings changes and abnormal stock returns will 
be higher for firms audited by a higher quality auditor than for firms audited by a lower 
quality auditor. 
 

H5 and H6 suggest that there would be a cross-sectional variation in the association 

between abnormal stock returns and foreign earnings and domestic earnings. However because of 

the additional challenges posed by foreign earnings compared with domestic earnings. I expect 

higher audit quality to have a greater impact on investor perception of foreign earnings than on 

domestic earnings. If so, this would be indicated by a greater difference between investor’s 

perceptions of foreign earnings and domestic earnings for firms audited by higher quality auditors 

compared to firms audited by lower quality auditors. Therefore my next hypothesis is as follows. 

H7: The difference in investor response between foreign and domestic earnings would be 
higher for companies audited by higher quality auditors than those audited by lower 
quality auditors. 

 

I also examine investor perception of directional changes in domestic and foreign 

earnings. Extending the work of Christophe (2002), I examine the association between increases 

and decreases in domestic and foreign earnings with abnormal stock returns. I also examine the 

impact of audit quality on each directional earnings change association with abnormal returns. I 

have no reason to expect higher audit quality to differentially affect reported earnings increases 
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and reported earnings decreases.  I therefore do not state a hypothesis and instead design my 

testing to explore the effect of audit quality on the decomposition of earnings for foreign firms. 

4.3 Research Design 

To examine the impact of audit quality on investor perception of ID firms, I draw from 

the prior literature examining the impact of domestic and foreign earnings on firm value.  The 

first model was used by Bodnar and Weintrop (1997), henceforth B&W, to measure the value 

relevance of foreign and domestic earnings changes in determining firm value.  

CARi = β0 + β1 iDEARN  + β2 iFEARN + β3SIZE + β6Y2005+ β7Y2006 + 

β6Y2007+ εi             (6) 

This model is used to test my first hypothesis H1. The dependent variable CAR measures 

the cumulative abnormal return, calculated over the 12-month fiscal year.  I estimate the market 

model parameters using value-weighted returns over the prior 60 month window, requiring a 

minimum of 36 months for a company to be included in the sample. The main independent 

variables in the models measure the change in earnings for the year.  To calculate domestic and 

foreign earnings I use the Compustat Annual Industrial File to identify firms reporting domestic 

and foreign earnings before taxes, domestic and foreign current income tax, and domestic and 

foreign deferred taxes.  These variables are used to calculate the domestic and foreign earnings 

after tax for each year from 2003 to 2007. I then calculate the difference, or change in domestic 

(DEARN) and foreign earnings (FEARN) for each year included in the sample (2004 – 2007). 

The first model (Model 6) measures the degree to which changes in firm value (CAR) are 

associated with changes in domestic earnings after taxes and changes in foreign earnings after 

taxes. Each of the earnings variables is scaled by end-of-year assets to normalize the data.  I 

expect both variables (DEARN and FEARN) to be significant and positive indicating that firm 

value is sensitive to changes in both domestic and foreign earnings.  



67 
 

I also include several control variables. The model includes variables for firm size 

(SIZE), measured as the natural log of total assets, and variables for each year beyond the first 

year represented in the sample (Y2005, Y2006, and Y2007).  I expect the variable for SIZE to be 

significant and positive indicating that larger firms will reflect higher investor perception and a 

closer earnings-returns association.   I have no predictions for the year dummy variables. All of 

the continuous variables have been winsorized at the 5% and 95% levels.  

The next model extends the B&W investor perception model by examining the impact of 

audit quality on the relationship between domestic and foreign earnings changes and changes in 

firm value (CAR). The second model (Equation 7) allows me to determine the effect of audit 

quality on the association between domestic earnings changes and abnormal stock returns, foreign 

earnings changes and abnormal stock returns, as well as any difference between the two 

associations. The following model addresses hypotheses H4 and H5.   

CARi = β0 + β1 iDEARN + β2 iFEARN + β3AQi +β4 iDEARN *AQ + 

β5 iFEARN *AQ + β6 SIZE + β7Y2005+ β8Y2006 +β9Y2007+ εI  (7) 

where ε is the error term, for a given company i, the variables are defined as follows: 

CAR   = cumulative abnormal return over 60 months using value-weighted returns; 
DEARN  = change in domestic earnings for this fiscal year compared to last year, scaled 

by end-of-year assets; 
FEARN  = change in foreign earnings for this fiscal year compared to last year, scaled by 

end-of-year assets; 
AQ = audit quality measured two ways (1) BIG4 - dummy variable with a value of 

“1” if the auditor is a brand name auditor (1 of the Big 4) and “0” otherwise; and 
(2) LEADER - dummy variable with a value of “1” if the auditor is an industry 
specialist (based on 2-Digit SIC Industry Code) and “0” otherwise; 

SIZE  = natural logarithm of assts; 
Y2005  = dummy variable with a value of “1” if the data is from 2005 and “0” otherwise; 
Y2006  = dummy variable with a value of “1” if the data is from 2006 and “0” otherwise; 
Y2007  = dummy variable with a value of “1” if the data is from 2007 and “0” otherwise; 

 

To measure audit quality (AQ), I use Auditor Brand Name (Big4) and Auditor Industry 

Specialist. To measure auditor brand name, I use an indicator variable with a value of “1” if the 
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firm was audited by a BIG4 auditor and “0” otherwise.  As discussed earlier, prior literature has 

shown that the selection of a brand name auditor (auditor size) is associated with higher investor 

perception of earnings. Teoh and Wong (1993) investigate whether large auditors provide more 

credible financial reports and find that auditor size (Big8) is in-fact associated with larger 

earnings-response coefficients (ERC) indicating that  brand name auditors are more credible and 

that they generate more precise earnings reports.  Balsam et al. (2003) also find this to be the 

case. They find that industry specialist auditors provide higher quality audits.  The industry 

specialist auditor is found to be positively and significantly associated with lower levels of 

discretionary accruals and higher earnings response coefficients. This indicates that industry 

specialist auditors improve the quality of earnings and therefore the quality of financial reporting.   

To measure auditor industry specialist I use the concept of industry dominance based on 

the proportion of firm assets (Palmrose 1986, Balsam et al. 2003).  For this measure (LEADER), 

the variable is assigned a value of “1” if the auditor is “the largest supplier in each industry (based 

on 2-digit SIC code), as well as the second- and third-largest suppliers in industries where no 

readily observable differences existed between the second and third or between the third and the 

remaining suppliers”. This is one of the most commonly used industry specialist variables and it 

allows me to evaluate the impact of auditor industry specialization on the association between 

earnings and firm value for internationally diversified firms.  All other variables in the model are 

as previously discussed. For Model (7) the audit quality variable (BIG4 and LEADER) is 

introduced separately and as an interaction term with each earnings change variable (DEARN and 

(FEARN) to measure the additional association between earnings and firm value attributed to the 

presence of audit quality.  The results of these models provide support for hypothesis H4 and H5. 
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 The next set of models are derived from that used in Christophe (2000), expanding on the 

earlier B&W model. Model 8 examines the association between directional domestic and foreign 

earnings changes (increases and decreases) and changes in firm value (CAR).  

CARi = β0 + β1 iDEARNI + β2 iDEARND  + β3 iFEARNI + β4 iFEARND + 

+ β5 SIZE + β6Y2005+ β7Y2006 +β8Y2007+  εi       (8) 

where ε is the error term, for a given company i, the variables are defined as follows: 

CAR   = cumulative abnormal return over 60 months using value-weighted returns; 
DEARNI  = increase in domestic earnings for this fiscal year compared to last year, scaled 

by end-of-year assets; 
DEARND  = decrease in domestic earnings for this fiscal year compared to last year, scaled 

by end-of-year assets, expressed as an absolute value; 
FEARNI  = increase in foreign earnings for this fiscal year compared to last year, scaled by 

end-of-year assets; 
DEARND  = decrease in foreign earnings for this fiscal year compared to last year, scaled by 

end-of-year assts, expressed as an absolute value; 
SIZE  = natural logarithm of assts; 
Y2005  = dummy variable with a value of “1” if the data is from 2005 and “0” otherwise; 
Y2006  = dummy variable with a value of “1” if the data is from 2006 and “0” otherwise; 
Y2007  = dummy variable with a value of “1” if the data is from 2007 and “0” otherwise; 
 

This model examines the directional changes in earnings and tests their association with 

changes in firm value.  The variables include increase in domestic earnings after taxes 

(DEARNI), decreases in domestic earnings after taxes (DEARND), increases in foreign earnings 

after taxes (FEARNI), and decreases in foreign earnings after taxes (FEARND).  Each of the 

directional change variables is scaled by end-of-year assets.  I also measure each in absolute value 

to better evaluate the impact on CAR. Following the testing above, Equation 8 also includes 

variables for audit quality, SIZE and control variables for each year beyond the first year.  Model 

8 measures the association between each earnings change variable and CAR. I will determine 

whether any of the coefficients for the individual test variables (β1, β2, β3, and β4) is significant. I 

do not predict a direction for the significance of any of the four primary explanatory variables. I 
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also perform comparisons among the coefficients, using the F-test, to determine if they are 

statistically different from one another.  

Next I modify the model (Equation 8) and add the audit quality measures discussed 

previously (BIG4 and LEADER) as individual variables and as an interaction variable with each 

of the four earnings change variables to assess its impact on each of the directional earnings 

changes.  The interaction variable assesses the impact of audit quality on the investor’s perception 

of each of the four components of earnings.  The following models provide additional empirical 

evidence on the impact of audit quality on investor perception of ID firms. 

CARi = β0 + β1 iDEARNI + β2 iDEARND  + β3 iFEARNI + β4 iFEARND + 

β5AQi+β6 iDEARNI *AQ + β7 iDEARND *AQ + β8 iFEARNI *AQ + 

β9 iFEARND *AQ +β10 SIZE + β12Y2005+ β13Y2006 +β14Y2007+  εi   (9) 

 

where ε is the error term, for a given company i, the variables are defined as follows: 

CAR   = cumulative abnormal return over 60 months using value-weighted returns; 
DEARNI  = increase in domestic earnings for this fiscal year compared to last year, scaled 

by end-of-year assets; 
DEARND  = decrease in domestic earnings for this fiscal year compared to last year, scaled 

by end-of-year assets, expressed as an absolute value; 
FEARNI  = increase in foreign earnings for this fiscal year compared to last year, scaled by 

end-of-year assets; 
DEARND  = decrease in foreign earnings for this fiscal year compared to last year, scaled by 

end-of-year assts, expressed as an absolute value; 
BIG4 = dummy variable with a value of “1” if the auditor is a brand name auditor (1 of 

the Big 4) and “0” otherwise; 
LEADER = dummy variable with a value of “1” if the auditor is an industry specialist 

(based on 2-Digit SIC Industry Code) and “0” otherwise; 
 
SIZE  = natural logarithm of assts; 
Y2005  = dummy variable with a value of “1” if the data is from 2005 and “0” otherwise; 
Y2006  = dummy variable with a value of “1” if the data is from 2006 and “0” otherwise; 
Y2007  = dummy variable with a value of “1” if the data is from 2007 and “0” otherwise; 
 

If audit quality is associated with investor perception of ID firms, I expect the 
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coefficients of the interaction variables to be significant (β6, β7, β8, and β9) although I don’t 

predict the direction, indicating that audit quality is associated with investor perception and 

impacts the behavior of these financial statement users.   

4.4 Data Collection 

  
I started with the COMPUSTAT Annual Industrial file of U.S. firms for 2004 through 

2007. This procedure provided me with a total of 29,004 non-financial, U.S., firm observations.  

Following prior literature, I eliminated any firms in Financial Industries (SIC code 6XXX) 

reducing the sample size to 20,126. My research design requires all data to calculate auditor 

brand name and industry specialist variables and I therefore eliminated any observations missing 

the auditor indicator variable as well as those missing assets. This data requirement reduced the 

sample further by 3,240 observations leaving a total of 16,886. See Table 9 for a complete 

description of the data selection process. 

Using these observations, I used COMPUSTAT to identify all firms that may potentially 

have foreign operations based on reported foreign income tax, foreign deferred tax and foreign 

pre-tax income. Using this sub-set of observations, I extracted related foreign operating data from 

the corresponding COMPUSTAT Segment File for my analysis.  This includes the number of 

reported foreign segments, foreign sales, and foreign assets.  Firms reporting at least 1 foreign 

segment and either foreign assets and/or foreign sales are classified as internationally diversified 

(ID Firms) and those without foreign operations are assumed to have purely domestic operations 

in the U.S. (Non-ID Firms).  Obtaining these additional variables resulted in the identification of 

7,196 observations as ID Firms, with the remaining 9,690 observations considered to be those 

with purely domestic operations.  
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To meet the requirements of the investor perception model, I limit the sample to only ID 

Firms and then require all observations to report necessary foreign and domestic earnings data. I 

therefore eliminate all firms with purely domestic operations (9,690). All remaining ID 

observations must report domestic and foreign pretax earnings as well as total tax, total deferred 

tax, foreign income tax and foreign deferred tax if applicable (5,186 observations).  This allows 

me to calculate domestic and foreign after tax earnings and the necessary earnings change 

variables, similar to those used in prior literature (Bodnar and Weintrop, 1997 and Christophe, 

2002).   Similar to these earlier papers, I restrict the observations to those firms with foreign 

operations and I merge this sample with data from the Center for Research In Security Prices 

(CRSP) database to obtain 5-year consecutive stock return data necessary to calculate cumulative 

abnormal returns (CAR) based on value-weighted market returns.   This data requirement resulted 

in 2,398 observations that meet the requirement for the Cumulative Abnormal Return (CAR) 

dependent variable model used by Bodnar and Weintrop (1997) and 2,709 observations that meet 

the requirement for the 12-month stock return dependent variable model used by Christophe 

(2002). All data are obtained from public sources.  See Table 9 for a summary of the sample 

selection process. 

4.5 Empirical Results 

4.5.1 Descriptive Statistics 
 
 In the following discussion, I refer to firms with international operations as ID firms. The 

final sample of 2,398 observations includes U.S. firms with reported domestic and foreign 

earnings (ID Firms). Table 10, Panel A displays the sample composition by year.  It appears that 

the observations in the sample have a larger concentration in 2004 and 2007 (31% and 30% 

respectively) than in 2005 and 2006 (19% and 20% respectively).  Table 10, Panel B shows the 

distribution of ID firm-year observations by industry, and presents comparisons with the 
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distribution of all 2007 active, non-financial, U.S. COMPUSTAT firms. My sample appears to be 

significantly overrepresented within Manufacturing Industries compared to Compustat (66% 

versus 47.5%), while all other industries are slightly underrepresented.  This appears reasonable 

given that most ID firms have international operations that involve the production of goods in 

foreign countries. 

Table 11, Panel A shows the distribution of firm-year observations by audit quality type 

(brand name and industry specialization). Firms audited by a Brand Name Auditor (Big6) 

represent 86% of the sample. Thus it appears that the majority of the sample firms are audited by 

a Brand Name Auditor. In comparison, only 39% of the sample firms are audited by an Industry 

Specialist Auditor, based on client firm assets. Although the representation by auditor quality 

type various for the sample as a whole, the representation of each audit quality type within the 

sample appears to be quite evenly represented across each of the years included in the population 

of observations.  

In Table 11, Panel B I present descriptive statistics for each of the variables included in 

the earnings perception models that follow. Sample statistics show that mean and median CAR 

was negative for the sample years included (13% and 10% respectively). The mean (median) 

change in domestic earnings is 1.0% (0.8%) of total Assets. The mean (median) change in foreign 

earnings is a bit lower at 0.5% (0.3%) of total Assets. Table 11, Panel C shows univariate 

comparisons of the mean and medians of each of the model variables for this ID sample across 

auditor brand name (between Big4 and Non-Big4 audited firms). The results show that the mean 

and median cumulative abnormal return (CAR) is significantly higher for Big4 firms than for 

Non-Big4 firms as expected (p= 0.008).  Further, it is interesting that there appears to be no 

statistically significant difference between the mean total earnings change, domestic earnings 

change (DEARN), or foreign earnings change (FEARN) variables, between the Big4 and Non-
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Big 4 groups. It does appear that median foreign earnings change is slightly higher for Big4 

audited firms than Non-Big4 (p=.04). This suggests that the firms audited by Big4 and Non-Big4 

auditors are not easily distinguishable with regards to earnings performance.  

There are some differences among the directional earnings change variables.  It appears 

that the magnitude of reported earnings increases differs across brand name auditor type for 

domestic and foreign earnings changes.  Panel C shows that the mean reported increase in 

domestic earnings (DEARNI) is significantly lower for Big4 audited firms than Non-Big4 audited 

firms (p<.001).  Although there do not appear to be any significant differences in the mean 

reported increase in foreign earnings (FEARNI) between Big4 and Non-Big4 auditor, the median 

increase in foreign earnings is higher for Big4 audited firms (p=.016). This suggests that firms 

experiencing growth in foreign operations seek out a brand name auditor (BIG4) for added 

assurance and expertise in dealing with the associated risks.  

The variables representing domestic and foreign earnings decreases, DEARND and 

FEARND, are both significantly lower for Big4 firms than for Non-Big4 firms.  Since this 

variable is expressed as an absolute value, the finding suggests that auditors display some 

conservatism in financial reporting of firms reporting declines in earnings.  It appears that 

auditors limit the reported earnings declines thereby reducing the volatility of earnings reflected 

in the financial statements of firms with foreign operations. The combined results support the 

theory that brand name auditors are more conservative in earnings reporting than Non-Brand 

Name Auditors, with respect to internationally diversified firms. Finally, the variable for SIZE 

appears to be significantly higher for Big4 firms than for Non-Big4 firms (p<.0001).  This finding 

supports prior literature showing that larger firms are more likely to choose a brand name auditor. 

Table 11, Panel D presents descriptive statistics for each of the test variables included in 

the earnings perception models based on the auditor industry specialization (LEADER) 
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classification. When comparing the sample using this classification, the results show that there is 

no significant difference in CAR between LEADER firms and Non-LEADER firms. Aside from 

this finding, the remaining results are very similar to those found among comparisons between 

BIG4 firms and non-BIG4 firms above.  As noted across brand name auditor groups, there are no 

significant differences in total earnings (TEARN) and domestic earnings (DEARN) reported by 

firms audited by LEADER and Non-LEADERS. Similar to the Big4 sample, firms audited by a 

LEADER appear to report slightly higher median foreign earnings than those of Non-LEADERS 

(p=.09). Apparently industry specialist auditors (LEADERS) are viewed as experts similar to the 

brand name auditors (BIG4). This is further supported by the finding that the median increase in 

foreign earnings (FEARNI) once again appears to be slightly higher among LEADER firms 

(p=.04). 

Also similar to the Big4 sample, both reported increases and decreases in domestic 

earnings are lower for LEADER firms. This provides evidence that industry specialist auditors 

display conservatism in reporting earnings changes, similar to brand name auditors. There is no 

significant difference in reported decreases in foreign earnings across auditor industry specialist 

type. Firm SIZE is larger for LEADER firms than Non-LEADER firms (p<.0001).  

4.5.2 Regression Analysis 

The results of the investor perception of earnings regressions models are displayed in 

Tables 12 through 18.  These models consider the association between earnings changes and 

cumulative abnormal returns for firms with international operations. 

4.5.2.1 Hypothesis 4 
 

In Table 12 Panel A, following Bodnar and Weintrop (1997), I begin with Equation 6 and 

partition earnings change into domestic (DEARN) and foreign (FEARN) components. I then 
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consider their individual impact on cumulative abnormal returns.  In an attempt to extend the 

earlier study (B&W) this model includes the two earnings change variables (DEARN and 

FEARN) a SIZE control variable, and variables to control for each individual year beyond the 

first year included in the sample (Y2005, Y2006, and Y2007).  This model assesses the 

relationship between the change in each earnings component, and cumulative abnormal returns.  

This is a test of the fourth hypothesis (H4). The results indicate that both the change in domestic 

earnings and change in foreign earnings are both positively and significantly associated with 

cumulative abnormal returns (p<.01).4

I also test for the difference in the coefficients for domestic and foreign earnings changes, 

as done by B&W

  

5

variables for each year indicate that the coefficient for years 2005 and 2007 are positive and 

significant, while 2006 is not.

. The results mirror that of B&W and demonstrate that the association 

coefficient on foreign earnings (FEARN) is significantly higher than that of domestic earnings 

(DEARN) (p-value .042). This suggests that the information content of foreign earnings is 

compounded into firm value at a higher rate than that of domestic earnings.  The results also 

reveal a positive and significant coefficient for firm size, indicating that larger firms are 

associated with higher observed cumulative abnormal returns.  The control 

6

4.5.2.2 Data Partitions for Base Model 

   

 
 To determine if the results vary across dimensions of firm performance, size and extent 

of international operations, I run the model with various data partitions to evaluate the resistance 

of the findings to alternative data specifications.  I partition the data using three different data 
                                                 
4 I modified the Bodnar and Weintrop (1997) model, adding control variables for SIZE and each YEAR 
beyond the first.  Results are the same when the model is run without these control variables. 
5 I calculate the difference in the coefficients using the F-Statistic.  
6 The model was also repeated with a control for auditor size, “Big4”, since auditor size has been 
previously shown to be associated with higher cumulative abnormal returns and since large auditors 
comprise 2,079 (87%) of the sample.  The results are unchanged. 
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specifications; (1) firms above and below the sample median proportion of foreign earnings to 

total earnings, (2) firms above and below the sample median firm size, and (3) firms above and 

below the sample median “level of international diversification”7

 When partitioning the data by median foreign earnings, there is some evidence that the 

association between earnings change and CAR does not vary across earnings level classification. 

The coefficients for DEARN and FEARN are both positive and significant in the above median 

foreign earnings sample.  Further, a test comparing the two coefficients shows that the coefficient 

for FEARN is significantly larger than that of DEARN, supporting my earlier results. Of the two 

test variables, only the coefficient for FEARN is significant in the below median foreign earnings 

sample. The coefficient for DEARN is not significant in the below median foreign earnings 

sample (p=.107). This suggests that firms with a larger proportion of foreign earnings will display 

a higher association between domestic and foreign earnings changes and CAR. For firms with 

below median foreign earnings, investors appear to rely more on foreign earnings changes, in 

determining CAR.  

. I find that the results are not 

consistent across all of the partitioned samples.  

 I find that the results are consistent across the samples representing above and below 

median firm size, although they are much stronger in the below median size sample. The 

coefficients for DEARN and FEARN are both positive and significantly associated with CAR for 

the above median firm size and below median firm size samples. Again, a test comparing the two 

coefficients shows the coefficient for FEARN is significantly larger than the coefficient of 

DEARN in both data groups. This suggests that the information content of earnings is the same 

regardless of firm size. The results differ for sample partitions based on ID level. 

                                                 
7 The level of international diversification is determined by a factor score measuring the level of 
international diversification based on the firm’s foreign sales, foreign assets, and foreign operating 
segments. 
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To measure the level of international diversification, as discussed in the prior chapter, I 

use factor analysis to extract the commonality out of variables measuring the proportion of 

foreign assets, the proportion of foreign sales, and the number of foreign operating segments. 

When partitioning the data by median ID level, the two test variables, DEARN and FEARN are 

both positive and significant only in the below median ID level sample. For the above median ID 

level sample, only the variable for FEARN is positive and significant (p<.01).  The coefficient for 

domestic earnings change is not significant in the above median ID level sample. This suggests 

that there is always a correlation between foreign earnings changes and CAR regardless of the 

level of foreign activity. However, the correlation between domestic earnings changes and CAR 

varies across ID level.  

In untabulated results, I also run the models on data separated by each of the 4 years 

included in the sample of observations (2004 – 2007) to see if a particular year is 

disproportionately influencing the results (data not displayed).  For each of the yearly regressions, 

the coefficients for change in domestic and change in foreign earnings are positive and 

significant.  However, the coefficient for foreign earnings change is statistically significant and 

greater than that of domestic earnings change for only 2004, 2005 and 2007.   

4.5.2.3 Hypotheses 5 and 6: Effect of Brand-Name Auditors 
 
 In order to evaluate the impact of audit quality on the association between domestic and 

foreign earnings changes and CAR, I modify Equation 6 by adding the audit quality variable with 

interaction terms measuring the impact of audit quality on each of the two earnings change 

variables (DEARN and FEARN). Equation 7 tests hypotheses H5 and H6 and separately measures 

the difference in the association between change in domestic and foreign earnings and cumulative 

abnormal returns (CAR) for higher quality auditors and lower quality auditors. Table 13, Panel A 

shows the regression results for the brand name audit quality measure (BIG4). The coefficients 
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for DEARN and FEARN indicate the association between foreign and domestic earnings changes 

and CAR for Non-BIG4 firms. The results show that only the domestic earnings change variable 

(DEARN) is positive and significantly associated with CAR (p-value = .017).  The coefficient for 

foreign earnings change (FEARN) is not significant.  This suggests that for ID firms without a 

brand name auditor, investors only associate changes in domestic earnings with changes in firm 

value. They do not appear to rely on reported changes in foreign earnings in determining firm 

value. The coefficient for Auditor Brand Name, BIG4, is not significant. However, the interaction 

between foreign earnings change and Big4 is positive and significant (p=.049).  Investors of 

brand name auditors consider changes in foreign earnings when determining changes in firm 

value. This shows that Auditor Brand Name (Big4) improves the perception of earnings for 

internationally diversified firms. Audit quality is therefore a necessary component in providing 

additional assurance for investors, when valuing foreign earnings and in determining firm value.   

A test of the differences among coefficients in the model confirms these findings.  The 

results of the F-test comparing the DEARN and FEARN coefficients (Table 13, Panel B) show 

that the coefficients for domestic earnings change and foreign earnings change vary across 

auditor brand name. An analysis of the FEARN variable between Big4 and Non-Big4 audit 

quality samples shows that the coefficient is only positive and significant in the Big4 sample 

(BIG4*FEARN>FEARN). A test of the difference between the coefficients shows that the 

coefficient for foreign earnings change of a BIG4 auditor is significantly larger than the 

coefficient for foreign earnings change of a Non-BIG4 auditor (p=.05). This supports the fifth 

hypothesis (H5). The markets value change in foreign earnings (FEARN) coming from BIG4 

clients more favorably than clients of the Non-BIG4. I do not find this to be true for domestic 

earnings changes for BIG4 and Non-BIG4 auditors. The results do not provide support for my 

sixth hypothesis (H6). Instead the results suggest that the markets do not view the change in 



80 
 

domestic earnings for BIG4 clients and Non-BIG4 clients differently. I also find, supporting 

earlier results, that the coefficient for foreign earnings change is greater than domestic earnings 

change for BIG4 clients (FEARN>DEARN).   

Next, I examine the difference between FEARN and DEARN between BIG4 and Non-

BIG4 auditors.  I find that the difference in the coefficients FEARN and DEARN is significantly 

greater for brand name auditors (p=.03) than non-brand name auditors. This suggests that the 

impact of audit quality on the perception of foreign earnings is so great that it reveals a disparity 

in the associations between the domestic and foreign earnings change variables and CAR. The 

difference in earnings perception between domestic and foreign earnings is higher for BIG4 

auditors. There does not appear to be a difference in earnings perception of domestic and foreign 

earnings for the Non-BIG4, however the results show that the market only appears to value 

domestic earnings when determining firm value. These results support the earlier findings that 

Auditor Brand Name (Big4) improves investor perception of reported foreign earnings. 

4.5.2.4 Data Partitions – Auditor Brand Name 

 Similar to the earlier tests, I run Model 7 with the auditor brand name variable (BIG4) 

and interaction terms on data partitioned by median foreign earnings, median firm size, and 

median international diversification to assess the sensitivity of the results to alternative data 

specifications.  The results are very similar to those of the earlier base model. Similar to the 

earlier findings, the primary results appear to be unique to data portioned by above median 

foreign earnings, across all size dimensions, and below median international diversification level. 

I find that the variable DEARN is positive and significant only for firms with above median 

earnings, above and below median size, and only below median IDLEVEL. This suggests that 

these firms present less risk and investors do not need the assurance of a brand-name auditor to 

interpret their impact on firm value. The results also suggest that firm size the concern for 
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investors of firms with international operations, but rather the extent of the international 

operations themselves.  

The variable for the interaction of BIG4 and FEARN is positive and significant only for 

firms with below median size and below median IDLEVEL (above median earnings is not 

significant). This suggests that Auditor Brand Name (Big4) increases the association between 

foreign earnings change and CAR for firms with below median firm size and below median ID 

level.  There is no significant association between CAR and earnings changes in either the above 

or below median foreign earnings when examining the two data sets individually. Similar to 

earlier results, the FEARN coefficient is not significant in any of the models except for below 

median IDLEVEL. Comparison of the domestic earnings change and foreign earnings change 

coefficients (Table 13, Panel B) shows a significant difference between Big4 and Non-Big4 firms 

as noted earlier.  First, I note that the association between FEARN and CAR is significantly 

greater than the association between DEARN and CAR (p=.005). Also, the coefficient for foreign 

earnings change is not significantly associated with CAR in the Non-BIG4 sample, but it is in the 

BIG4 sample. This shows that there is a higher association between foreign earnings changes and 

CAR for brand name audited firms (p=.049). Finally, there is no significant difference between 

the associations of DEARN with CAR and FEARN with CAR for Non-BIG4 firms. These results 

further demonstrate the value added by the brand name auditor for firms with international 

operations.   

Partitioning the sample by year in untabulated results reveals results similar to that of the 

main test results.  The models partitioned by year for 2004, 2005 and 2007 appear to support the 

earlier results.  The results for data partitioned for 2006 do not reveal any significant variables.  

This is consistent with the insignificant 2006 control variable in the main model discussed above. 
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4.5.3 The Expanded Earnings Model 

  
 Prior studies have shown that the larger response to foreign earnings changes is 

associated with the response to negative changes in foreign earnings, as opposed to positive 

changes in foreign earnings (Christophe 2002).  I test this prior finding and expand on it to 

consider the impact of audit quality. 

In Table 14, Column 1 is a baseline model that partitions the earlier studied domestic and 

foreign earnings change variables into increases and decreases in earnings components.  With this 

model I replicate the earlier test of Christophe (2002) and separately consider the impact of audit 

quality on each dimension of earnings change. 

 The results in Table 14 show that, of the four directional earnings change variables, only 

the coefficients for decrease in domestic earnings (DEARND) and decrease in foreign earnings 

(FEARND) are negative and significantly associated with CAR (p=.003 and p=.001 respectively).  

The coefficients for increase in domestic earnings (DEARNI) and increase in foreign earnings 

(FEARNI) are not statistically significant in this model. This finding suggests that, for this 

sample, unexpected returns (CAR) reflect the investor response to decreases in the components of 

earnings. An F-test comparing the coefficients supports these findings in that there does not 

appear to be a significant difference between the coefficients for increases in domestic (DEARNI) 

and increase in foreign earnings (FEARNI). This shows that investors do not view them to be 

significantly different. Christophe (2002) found these two coefficients to be positive and 

significant in his model, however a test of differences among the coefficients did not reveal a 

significant difference, as noted in this study.  

The coefficient for decrease in foreign earnings (FEARND) is significantly larger than 

the coefficient for decrease in domestic earnings (DEARNI) (p-value < .001).  Apparently 

observed excess returns are associated more with decreases in earnings components and more 
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importantly, decreases in foreign earnings as opposed to decreases in domestic earnings 

components. This finding supports the earlier study by Christophe (2002) which concluded that 

“the greater ERC associated with foreign earnings changes is due primarily to a large negative 

price response associated with negative foreign earnings changes” (p. 77). This finding is also 

consistent with the earlier observed Mean/Median “negative” value for CAR shown in the sample 

statistics (Table 11). Further supporting the results, B&W (1997) also show a negative median 

value for CAR.  As in the previous model, the variable for SIZE is positive and significant 

(p<.01) and the yearly control variables for 2005 and 2007 are positive and significant.   

4.5.3.1 Data Partitions – Expanded Earnings Model 

 I run the models separately on data partitioned by median foreign earnings, median firm 

size and median international diversification level. When I partition the sample by median foreign 

earnings, median size and median IDLEVEL I find that the results do not apply consistently 

across all samples. Table 14 (Columns 2 to 7) shows that the association between FEARND and 

CAR continue to be significant and negative across all sample specifications. Investors 

consistently impound decreases in foreign earnings into firm value regardless of differences in 

these firm characteristics.  There is some evidence that this may not be true for decreases in 

domestic earnings.  The variable DEARND is negative and significant across both firm size 

sample populations, but only for firms with above median earnings and below median ID level.  

The coefficients for below median earnings and above median IDLEVEL are not statistically 

significant (p=.118).  This finding is similar to the trends noted in the earlier results for the base 

model examining the changes in total foreign and domestic earnings (Section 4.5.2.2). 

4.5.3.2 Expanded Earnings Model – Auditor Brand Name 

 Next I expand the model to consider the impact of Auditor Brand Name on the investor’s 
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perception of directional earnings changes and their association with CAR. Equation 9 modifies 

the previous model to include the Big4 variable individually, as well as interaction variables for 

Big4 with each of the four earnings change variables.  The results are displayed in Table 15, 

Panel A.  

In this model (Column 1), of the four directional earnings change variables, only the 

coefficient for increase in domestic earnings (DEARNI) is positive and significant (p = .029). 

This indicates that for firms audited by a Non-Big4 auditor, only increases in domestic earnings 

are significantly associated with cumulative excess returns (CAR). The coefficient for increase in 

foreign earnings (FEARNI) is not significant and neither are the coefficients for decrease in 

domestic earnings (DEARND) or decrease in foreign earnings (FEARND). This suggests that 

without assurances by a brand name auditor, investors place less value on this information in 

determining unexpected returns. The coefficient for Auditor Brand Name (BIG4) is positive and 

significant (p = .049) indicating that the presence of a Brand Name Auditor is associated with 

higher CAR, as shown in prior literature. A review of the interaction variables indicates that two 

of the four variables are significantly associated with CAR. The brand name auditor improves 

investor perception of earnings for ID firms. The coefficient for the interaction between Big4 and 

increase in domestic earnings (Big4*DEARNI) is negative and significant (p = .026) suggesting 

that, for Big4 audited firms, investors revise their estimates and lower their assessment of excess 

returns.  Also, the coefficient for BIG4 and decrease in foreign earnings (Big4*FEARND) is 

negative and significant (p = .086) suggesting that, for BIG4 audited firms, CAR is significantly 

associated with investors’ response to decreases in foreign earnings. For this model, CAR does 

not appear to be associated with increases in foreign earnings or decreases in domestic earnings. 

These findings suggest that, in general, investors view increases in domestic earnings as a “good 

news” surprise and decreases in foreign earnings as a “bad news” surprise in determining firm 
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value. For this sample, they do not appear to significantly respond to the other components of 

income. 

These results are also supported by the F-tests examining the differences between the 

coefficients (Table 15, Panel B). These results show that the coefficient DEARNI is significantly 

larger for Non-BIG4 firms than for BIG4 firms (p=.03), supporting the earlier findings of a 

significant association between both  DEARN and DEARNI with CAR for these firms. The 

coefficient analysis also shows that due to the suggested investor’s reassessment of firm value 

observed earlier for BIG4 audited firms, with respect to changes in domestic earnings (DEARNI), 

there is no significant difference between the coefficients for increase in domestic earnings 

(DEARNI) and increase in foreign earnings (FEARNI) for BIG4 audited firms. This further 

supports earlier evidence indicating that investors treat these two income streams similarly.  That 

does not appear to be the case regarding the interpretation of decreases in earnings.   

The results show that the coefficients DEARND and FEARND are both significant and 

negative for BIG4 audited firms.  Also, the coefficient for decrease in foreign earnings 

(FEARND) is significantly higher (more negative) than that for decrease in domestic earnings 

(DEARND) (p=.016). This finding suggests, similar to earlier results of the base model, that CAR 

reflects a larger response to foreign earnings declines than to that of domestic earnings. Further, 

the coefficient FEARND is significantly higher (more negative) for BIG4 audited firms than for 

Non-BIG4 audited firms (p=.09) providing additional evidence that the presence of a Brand 

Name Auditor increases investor perception of foreign earnings, particularly the perception of 

foreign earnings decreases.  The result is that investors interpret declines in foreign earnings as 

more “bad news” than declines in domestic earnings when assigning firm value. This may 

partially explain the “valuation discount” noted in many studies examining firms with foreign 

operations.  
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Finally, as in the earlier models, SIZE is positive and significant, as are the YEAR 

variables for 2005 and 2007.    

4.5.3.3 Data Partitions – Expanded Earnings Model with Auditor Brand Name 

I also run the auditor brand name, expanded model with data partitions to test the 

generalizability of the results found.  The testing is shown in Table 15, Panel A, (Columns 2 to 7). 

As noted earlier, the results do not apply consistently across all sample partitions. The results 

appear to hold for firms with below median size and to some extent, both partitions of ID level.  

The variable DEARNI is significant in the below median size sample and the above median ID 

level sample.  The BIG4 variable is not significant in any of the partitioned groups. The 

interaction for BIG4 and DEARNI continues to be significant and negative in the below median 

size and above median ID level samples. The interaction for BIG4 and FEARND is only 

significant and negative in the below median ID level sample. It appears that the results do not 

hold for either above or below median foreign earnings samples. This suggests that the results, 

although they are somewhat representative of the combined sample, cannot be extended to all 

subsets of the population. 

 In sum, the results suggest firms with foreign operations are associated with a lower firm 

value.  Although both domestic and foreign earnings changes are valued by investors, increases in 

domestic earnings are impounded into firm value more than increases in foreign earnings.  More 

interestingly, decreases in foreign earnings are impounded into firm value at a higher rate than 

decreases in domestic earnings. The result is a larger overall foreign earnings coefficient, in 

general.  The presence of a Brand Name Auditor improves the interpretation of earnings by 

reducing the disparity in the interpretation of earnings components to some degree.  It is possible 

that Auditor Brand Name aids in restoring confidence in earnings reported by internationally 

diversified firms resulting in better information content and an improved association between 
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reported earnings and observed stock returns.  I conjecture that this is most likely a conservative 

response arising because these firms operate in diverse environments, thus increasing inherent 

and/or business risk.   

4.5.4 The Impact of Auditor Industry Specialization 
 
 To examine another dimension of audit quality, I consider the role of the Industry 

Specialist Auditor, specifically the Industry leader as measured by client assets. In Table 16, 

Panel A, I return to Equation 7 (previously tested using auditor brand name) to test the impact of 

auditor industry specialization on the association between domestic and foreign earnings changes 

and CAR. Unlike the results of the brand name auditor testing, the results for the model in 

Column 1 show that both domestic and foreign earnings change variables are positive and 

significantly associated with CAR.  This indicates that both of these income streams are 

considered by investors when determining firm value for firms that are not audited by an Industry 

Specialist Auditor. An F-test comparing the coefficients shows that the coefficient for foreign 

earnings change is significantly higher (p=.08) than that of domestic earnings change for Non-

Industry specialist firms (Table 16, Panel B).  The results also reveal that the Industry Specialist 

variable (LEADER) is not significant in the model, and neither are the two interaction terms. 

There does not appear to be a difference in the association between domestic earnings change and 

CAR and foreign earnings change and CAR, between Industry Specialist Auditors and Non-

Industry Specialist Auditors.8

                                                 
8 The model was also run using an industry specialist variable based on client sales.  The results are 
identical to those using Assets. The results using this alternative audit quality measure also show that 
LEADER, based on client sales does not impact the association between changes in domestic earnings and 
CAR or changes in foreign earnings and CAR. 

 The industry specialist auditor does not appear to affect investor 

perception of domestic and foreign earnings for ID firms. This suggests that the impact of the 
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industry specialist auditor is somehow different from that of a brand name auditor. The control 

variables are significant as reported in earlier models. 

 The results of the F-test comparing the coefficients support the reported findings (Table 

16, Panel B).  For non-LEADER firms, the coefficient for FEARN is significantly larger than the 

coefficient for DEARN (p=.078).  There are no other statistically significant differences among 

the coefficients in the model.  

 Since the majority of the sample consists of BIG4 clients (87%) and many audit quality 

studies confine their data to the BIG4, I restrict the sample to BIG4 auditors and again examine 

the model results (Table 16, Column 8).  Similar to the results noted above, the coefficients for 

DEARN and FEARN continue to be positive and significant and the LEADER variable and 

interaction variables all continue to show no association with CAR. However the coefficient 

testing in Table 16, Panel C provides some new results.  As indicted above, for Non-LEADERS 

the coefficient for FEARN is significantly larger than DEARN (p=.005).  More interestingly, the 

coefficient for FEARN is now slightly significant for LEADER firms (p=.096). This suggests that 

among brand name auditors, auditor industry specialization does somewhat improve investor 

perception of foreign earnings for these firms. 

4.5.4.1 The Impact of Auditor Industry Specialization – Data Partitions 

The results are fairly consistent when the data is partitioned by median foreign earnings, 

median size, and median international diversification level.  The variable DEARN continues to be 

positive and significant in each sample group except for the above median ID level group (t = -

0.10).  Further, the FEARN variable is positive and significant in each sample group except for 

the above median foreign earnings group (t = 1.55). This suggests that the findings noted above 

are generalizable to the population and is resistant to alternative data specifications. I also find the 

interaction of LEADER and DEARN to be slightly negative and significant in the below median 
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ID level sample (p=.05).   This finding is a departure from the results of the combined sample, but 

does correspond to results of the brand name auditor testing suggesting that, in the presence of a 

higher quality auditor, investors revise their estimates of domestic earnings in determining firm 

value (CAR). Auditor industry specialization, based on client assets, does not appear to improve 

the association between earnings changes in CAR for firms with foreign operations. 

4.5.4.2 Expanded Earnings Model - The Impact of Auditor Industry Specialization  

 As with the earlier Brand Name Auditor model, I next examine the directional changes in 

domestic and foreign earnings to determine the impact of an Industry Specialist Auditor on their 

associations with CAR. The results of Model 10 are displayed in Table 17. As noted in the first 

directional change model (for brand name auditor), the coefficients for decrease in domestic 

earnings (DEARND) and decrease in foreign earnings (FEARND) are both negative and 

significant (p=.004 and p=.007 respectively).  This suggests that investors of Non-Industry 

Specialist Audited firms, similar to those of Non-Brand Name Audited firms, use information 

from decreases in earnings components in valuing cumulative abnormal returns. The positive 

earnings change variables are not significant in the auditor industry specialization model. I also 

find that the Industry Specialist variable is not significant and neither are any of the interaction 

terms.9

                                                 
9 This model was also run using an auditor industry specialist variable based on client Sales.  The results 
are identical to those using client Assets. 

  This suggests that the presence of an Industry Specialist auditor, based on client assets, 

does not appear to impact investor perception of directional changes in domestic and foreign 

earnings for my sample.  The F-test for coefficient differences (Table 17, Panel B) shows there 

are no statistically significant differences among any of the directional change variables 

(DEARNI, DEARND, FEARNI, and FEARND) within or between LEADER and Non-LEADER 

samples. The testing does reveal a significant FEARND coefficient for the LEADER sample 
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indicating that auditor industry specialization does impact investor perception of foreign earnings, 

although the difference between domestic and foreign earnings changes between LEADER and 

Non-LEADER samples is not significant. 

 When I restrict the sample to only BIG4 firms (brand name auditor), I find the same 

regression model results (Table 17, Column 8). Again I find the coefficients for decreases in 

domestic and foreign earnings to be negative and significantly associated with CAR. The F-test 

results testing the difference between the coefficients (Table 17, Panel C) show that the difference 

between the coefficients for FEARND and DEARND are significant among the Non-LEADER 

firms but not the LEADER firms (p=.046).  There are no significant differences among the 

coefficients within the LEADER group.  This suggests that industry specialist auditors have 

minimal impact on investor perception of firms with foreign operations. Industry specialist 

auditors do not have the same effect on investor’s perception of foreign earnings as that of the 

brand name auditor.   

4.5.4.3 Expanded Earnings Model - Auditor Industry Specialization – Data Partitions 

 The results are consistent when applied to samples partitioned by median foreign 

earnings and median size.  However, the sample partitioned by median ID level does not produce 

the same results. Instead, the above median IDLEVEL sample (Column 6) shows a positive and 

significant coefficient for DEARNI and a negative and significant coefficient for the 

LEADER*DEARNI interaction variable.  This indicates that auditor industry specialization 

improves investor perception of domestic earnings for firms with a high degree of international 

diversification. The below median IDLEVEL sample reveals a positive and significant coefficient 

for the LEADER variable and a negative and significant coefficient for the interaction of 

LEADER and FEARND indicating that, for these firms, auditor industry specialization affects 

investor perception of decreases in foreign earnings. This finding is similar to that found with the 
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brand name auditor testing. Collectively, the results suggest that for the general sample, auditor 

industry specialization has only a slight impact on investor perception of earnings for ID firms.  

In each case, auditor industry specialization increases investor response to decreases in foreign 

earnings. Similar to the results of the brand name auditor testing, this finding also supports the 

“lower firm value” of ID firms noted in other studies.  

4.5.5 Sensitivity Analysis 
 
 I considered two alternative measures in order to test the robustness of the results to 

different specifications of the model.   

4.5.5.1 Total Return Measure 
 

First I consider an alternate measure for the dependent variable.  Instead of using CAR, I 

consider using stock return.  In the previous models I used cumulative abnormal return (CAR) 

following Bodnar and Weintrop 1997, the paper that began this stream of literature.  However, 

the paper that expanded B&W 1997, Christophe 2002, found that income increases and income 

decreases held different associations with changes in firm value. In his testing, Christophe used a 

12-month raw stock return (RETURN) measure.  I consider this measure and apply it to my 

models to determine how the results compare.  The results are displayed in Table 18. 

Column 1 shows the base model measuring the association between domestic and foreign 

earnings change with RETURN. I find the results are the same as those of the earlier model.  Both 

domestic earnings change and foreign earnings change are positively and significantly associated 

with changes in firm value (p<.01).  The RETURN variable holds the same association with 

earnings changes as that found of the CAR measure10

                                                 
10 I also considered a RETURN measure of annual “daily” combined returns, as opposed to 12 “monthly” 
combined returns and the results are substantially unchanged. 

.  As noted with earlier testing, a 
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comparison of the coefficients show that the coefficient for FEARN is significantly larger than 

that for DEARN (p = .015), results untabulated.  

The second model considers the impact of Auditor Brand Name (BIG4).  This model, 

displayed in Column 2, appears to produce the same results using the dependent variable 

RETURN as with the previously used CAR variable.  The coefficient for DEARN is positively 

and significantly associated with RETURN (p = .002) indicating that for Non-BIG4 audited 

firms, investors associate changes in domestic earnings with RETURN.  Additionally, the 

coefficient for the interaction between BIG4 and FEARN is also significant (p = .06) confirming 

that the presence of a BIG4 auditor improves the association between foreign earnings changes 

and RETURN.  These results are supported by F-test comparisons of the associated coefficients 

showing that (1) For BIG4 audited firms, the coefficient for foreign earnings change is 

significantly higher than that for domestic earnings change (p = .003) and (2) The coefficient for 

foreign earnings change is higher for BIG4 firms than for Non-BIG4 firms (p = .06).  This 

indicates that BIG4 auditors improve investor’s perception of foreign earnings and increase the 

association between foreign earnings changes and RETURN.   

The results are quite different when considering the impact of the industry specialist 

auditor (LEADER). The results in Column 3 continue to show positive and significant 

coefficients for DEARN and FEARN (p<.01). This indicates that for non-LEADER firms, both 

domestic and foreign earnings changes are associated with RETURN.  The coefficient for 

LEADER is not significant, neither are the interaction terms.  This indicates once again, that the 

industry specialist auditor does not appear to impact investor perception of earnings for 

internationally diversified firms. 

The results for the expanded model considering increases and decreases in domestic and 

foreign earnings with changes in firm value also appear to be similar using the RETURN 
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measure. These results are displayed in Table 18, Panel B. Column 1 displays the results of the 

base model and shows that RETURN is negative and significantly associated with decreases in 

domestic and foreign earnings changes, as noted earlier. These findings confirm that investors 

associate decreases in earnings components with changes in firm value more than increases in 

firm value. The coefficient for foreign earnings increase (FEARNI) is also positive and 

significant indicating that investors also incorporate this earnings change information into 

RETURN. There is no noted association between domestic earnings increases (DEARNI) and 

CAR for this model. 

Next I consider the impact of audit quality on the association between directional changes 

in earnings and RETURN. In Column 2 I present the results for auditor brand name (Big4). The 

results mirror those using CAR as the dependent variable. In this model, for Non-Big4 audited 

firms, increases in domestic earnings appear to be positively and significantly associated with 

RETURN (p=.05). The addition of the BIG4 auditor variable appears to reveal a negative and 

significant association between DEARNI and RETURN (BIG4*DEARNI) as well as a negative 

and significant association between FEARND and RETURN (Big4*FEARND). Analysis of the 

coefficients supports the earlier findings showing that (1) for Big4 audited firms, increases in 

foreign earnings have a higher association with RETURN than increases in domestic earnings; 

and (2) Decreases in foreign earnings have a higher association with RETURN for BIG4 audited 

firms than for Non-BIG4 audited firms. 

When I examine the impact of auditor industry specialization in column 3, I find that it 

produces results similar to the earlier findings also. Once again, there is a negative and significant 

association between foreign and domestic earnings decreases and changes in firm value, as 

measured by RETURN.  The coefficient for LEADER is not significant and neither are the 
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interaction variables, indicating that auditor industry specialization does not impact investor 

perception of earnings for firms with foreign operations. 

The results using RETURN provide further evidence that foreign earnings changes have a 

higher association with changes in firm value than domestic earnings changes.  More importantly 

this stronger association appears to be attributed to decreases in foreign earnings and 

demonstrates their negative impact on firm value. The presence of a Brand Name Auditor appears 

to improve the association between changes in the earnings components and their impact on firm 

value. Auditor Industry specialization does not appear to impact the association between earnings 

changes and firm value. Therefore, the use of an alternative measure of firm value, namely 

RETURN, is similar to CAR in measuring the association between earnings changes and firm 

value for internationally diversified firms.  

4.5.5.2 Earnings Per Share Measure 
 

I also consider an alternate measure of earnings for internationally diversified firms. In 

the earlier models I measured the change in domestic and foreign earnings for each ID Firm. To 

determine the robustness of the results to different measures, in this section I use “change in 

earnings per share”, scaled by price (EPS) to measure the change in reported earnings. The results 

are displayed in Table 19.  

For each of the base models in column 1 of Panel A and Panel B the results are 

substantially the same as those of the earlier models.  Both domestic and foreign change in EPS is 

positively and significantly associated with changes in firm value (CAR).  For the expanded 

model in Table 19, Panel B, negative changes in domestic and foreign earnings continue to be 

negative and significantly associated with CAR. The results in Columns 2 and 3 suggest that 

neither audit quality measure significantly impacts the association between EPS and CAR. 
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Neither of the audit quality variables nor any of the interaction variables is significant. This 

suggests that the EPS change variable is not similar to the total earnings change measure in 

testing the impact of audit quality on the investor’s perception of earnings for internationally 

diversified firms.  

4.6 Discussion and Conclusions 
 
  The purpose of this section was to examine the impact of audit quality on the association 

between changes in earnings and resulting effects on change in firm value for internationally 

diversified firms. Prior work has documented that investors respond differently to changes in 

domestic earnings and changes in foreign earnings.  In this section, I first test the association 

between changes in domestic and foreign earnings and changes in firm value to determine if the 

observations made in prior studies are confirmed for this newer sample of data.  I then consider 

the impact of audit quality on the associations between earnings changes and firm value. 

 I find, consistent with earlier studies that, both domestic and foreign earnings changes are 

associated with changes in firm value.  More importantly I consistently find that changes in 

foreign earnings have a higher association with changes in firm value than changes in domestic 

earnings.  Turning my focus to the direction of earnings changes supports earlier findings that the 

larger association between changes in foreign earnings and firm value is attributed to decreases in 

foreign earnings.  Most importantly, I find some evidence that the presence of a higher quality 

auditor, in this case a brand name auditor, may increase the association between foreign earnings 

change and firm value in general, and specifically for decreases in foreign earnings.  
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EXHIBIT B -Variable Definitions 
 

Variable Definition 
ID Dummy variable with a value of 1 if the firm has foreign 

operations, 0 otherwise 
IDLEVEL factor analysis is used to extract the commonality out of the 3 

continuous ID variables (IDSALES, IDASSETS, and IDSEGS).  
The factor score is used as the independent variable measuring 
the level of international diversification  

SIZE The natural log of total assets 
BIG4 Auditor Brand Name  - An indicator variable with a value of “1” 

if the auditor is among the BIG4 Firms, and “0” otherwise 
LEADER Auditor Industry Specialist  - An indicator variable with a value 

of “1” if the auditor is an industry specialist, based on client 
assets, and “0” otherwise. The leader(s) are designated as such if 
the deference between that auditor and the one with the next 
lower market share is at least 10 percent.  I calculate the auditor 
industry specialist variable for each two-digit SIC code based on 
the proportion of firm assets. 

CAR cumulative abnormal return calculated over 60 months using 
value-weighted returns 

DEARN Change in domestic earnings for the fiscal year scaled by end-f-
year assets. 

FEARN Change in foreign earnings for the fiscal year scaled by end-of-
year assets. 

DEARNI increase in domestic earnings for this fiscal year compared to last 
year, scaled by end-of-year assets 

DEARND decrease in domestic earnings for this fiscal year compared to last 
year, scaled by end-of-year assets 

FEARNI  increase in foreign earnings for this fiscal year compared to last 
year, scaled by end-of-year assets 

FEARND decrease in foreign earnings for this fiscal year compared to last 
year, scaled by end-of-year assts 

RETURN The total percentage annual stock return per share (including 
dividends) for firm i measured over a window beginning 9 
months prior  (t-9 months) and ending 3 months after the fiscal 
year-end (t+3 months) 

ΔDEPS+ The change in domestic earnings per share (from year t – 1 to t) 
for firms with positive changes in domestic earnings per share 

ΔDEPS- The change in domestic earnings per share (from year t – 1 to t) 
for firms with negative changes in domestic earnings per share 

ΔFEPS+ The change in foreign earnings per share (from year t – 1 to t) for 
firms with positive changes in foreign earnings per share 

ΔFEPS- the change in foreign earnings per share (from year t – 1 to t) for 
firms with negative changes in foreign earnings per share 
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Table 9 - Sample Selection for Earnings Perception Models (ID Firms Only) 
Total U.S. observations from COMPUSTAT Annual Industrial File 2004 - 2007 29,004 
Less: firms in financial industries (SIC  code 6XXX) (8,878) 
 20,126 
Less: firms missing auditor information and assets (3,240) 
 16,886 
Less: firms with only domestic operations (9.690) 
 7,196 
Less: firms missing foreign and domestic earnings data (2,010) 
 5,186 
Less: firms missing ID variables (sales, assets and foreign segments) (2,010) 
Less: firms missing data to calculate 12-month stock return (2,477) 
TOTAL OBSERVATIONS FOR RETURN MODEL 2,709 
Less: Missing CAR data and SIC restrictions (311) 
TOTAL OBSERVATIONS FOR “CAR” MODELS 2,398 

 
Table 10: Panel A - Sample Composition 

 
Year 

 

Earnings Model Sample Size 
 

Proportion of Sample 

2004 731 
 

31% 

2005 449 
 

19% 

2006 488 
 

20% 

2007 730 
 

30% 

Total 2,398 
 

100% 

Panel B: Sample Breakdown, By Industry 

SIC 
 

Industry 
Sample 

Frequency 
Sample 

Percentage 
Compustat 
Percentageb 

0000-0999 
Agriculture, Mining and 

Construction 125 5.2% 7.6% 

2000-3999 Manufacturing 1583 66.0 % 47.5% 

4000-4999 Transportation & Public Utilities 92 3.8 % 12.3% 

5000-5999 Wholesale & Retail Trade 166 6.9 % 9.9% 

7000-8999 Services 423 17.7 % 20.1% 

9000-9999 Public Administration 9 0.4% 2.6 

Total  2,398 100.0 100.0 
b Percentage of firms in Compustat database classified by one-digit SIC at the end of fiscal year 
  2007. 
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Table 11: Descriptive Statistics 
 

Panel A: Sample Composition By Audit Quality Variable (Sample Size 2,398) 
 

 BIG4 % LEADER 
 

% 

Full Sample 2,079 86.7% 934 38.9 % 

2004 668 91.4% 316 43.2 % 

2005 376 83.7% 161 35.9 % 

2006 405 83.0 % 173 35.5 % 

2007 630 86.3 % 284 38.9 % 
 
 

Panel B: Sample Descriptive Statistics (Sample Size 2,398) 
 

 Mean Median Q1 
 

Q3 

CAR -0.126 -0.095 -0.330 0.096 

TOTEARN 0.015 0.014 -0.010 0.040 

DEARN 0.010 0.008 -0.013 0.031 

FEARN 0.005 0.003 -0.002 0.013 

DEARNI 0.024 0.008 0.000 0.031 

DEARND 0.014 0.000 0.000 0.013 

FEARNI 0.010 0.003 0.000 0.013 

FEARND 0.004 0.000 0.000 0.002 

SIZE 6.828 6.767 5.527 8.081 
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Panel C: Descriptive Statistics – Earnings Variables and Auditor Brand Name (Sample Size 
2,398) 

 BIG4 SAMPLE 
 

NON-BIG4 SAMPLE 

VARIABLE 
 

Mean 
 

Median 
 

Mean 
 

Median 
 
t-Stat 

Wilcoxon 
Z 

CAR -0.118*** -0.088*** -0.176*** -0.155*** 2.67*** 2.76*** 

TOTEARN 0.016 0.014 0.014 0.013 0.32 0.52 

DEARN 0.010 0.007 0.010 0.009 0.03 -0.11 

FEARN 0.006 0.003** 0.004 0.001** 0.90 2.04** 

DEARNI 0.023*** 0.007 0.031*** 0.009 -3.25*** -1.53 

DEARND 0.013*** 0.000** 0.021*** 0.000** -4.06*** -2.23** 

FEARNI 0.010 0.003** 0.010 0.001** -0.53 2.41** 

FEARND 0.004** 0.000 0.006** 0.000 -2.54** 1.56 

SIZE 7.137*** 7.044*** 4.816*** 4.468*** 30.42*** 21.15*** 

Note: The t-test is designed to identify significant differences among the variable Mean between 
two comparison groups, while the Wilcoxon Z test identifies significant differences among 
variable Medians. 

Panel D: Descriptive Statistics – Earnings Variables and Auditor Industry Specialization 
 (Sample Size 2,398) 

 LEADER SAMPLE 

 
NON-LEADER 

SAMPLE 

 
 

Mean 
 

Median 
 

Mean 
 

Median 
 
t-Stat 

Wilcoxon 
Z 

CAR -0.114 -0.088 -0.133 -0.101 1.47 -1.08 

TOTEARN 0.016 0.014 0.015 0.014 0.58 -0.46 

DEARN 0.010 0.007 0.010 0.008 0.32 0.11 

FEARN 0.006 0.003* 0.005 0.003* 0.85 1.70* 

DEARNI 0.022** 0.007 0.025** 0.008 -2.30** 1.18 

DEARND 0.012*** 0.000 0.016*** 0.000 -3.62*** 1.63 

FEARNI 0.010 0.003** 0.010 0.003** 0.21 2.03** 

FEARND 0.004 0.000 0.00 0.000 -1.43 1.48 

SIZE 7.463*** 7.429*** 6.423*** 6.380*** 14.62*** 13.46*** 

*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, 
two-tailed otherwise 
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Table 12: Linear Regression Analysis 
Panel A: Linear Regression Analysis of Earnings Perception 
 

 Equation 6 - CARi = β0 + β1 iDEARN  + β2 iFEARN + β3SIZE + β6Y2005+ 
β7Y2006 +β6Y2007+ εi  

Variable Full Sample 
 
 
 
 

1 

Firms With 
Above  

Median 
Foreign 

Earnings 
2 

Firms With 
Below  

Median 
Foreign 

Earnings 
3 

Firms 
With 

Above 
Median 

SIZE 
4 

Firms With 
Below 

Median 
SIZE 

 
5 

Firms With 
Above 

Median 
IDLEVEL 

 
6 

Firms With 
Below 

Median 
IDLEVEL 

 
7 

 Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Intercept -0.352*** 
(-12.50) 

-0.358*** 
(-8.96) 

-0.325*** 
(-7.93) 

-0.299*** 
(-4.33) 

-0.425*** 
(-7.38) 

-0.364*** 
(-9.09) 

-0.335*** 
(-8.40) 

DEARN 0.382*** 
(3.03) 

0.716*** 
(3.30) 

0.256 
(1.61) 

0.387* 
(1.95) 

0.433*** 
(2.58) 

0.034 
(0.19) 

0.706*** 
(4.04) 

FEARN 1.142*** 
(3.36) 

0.730* 
(1.79) 

1.437** 
(2.37) 

0.861* 
(1.75) 

1.213** 
(2.58) 

1.281*** 
(2.67) 

0.946** 
(3.63) 

SIZE 0.023*** 
(6.23) 

0.026*** 
(5.26) 

0.016*** 
(2.85) 

0.021*** 
(2.65) 

0.029*** 
(2.86) 

0.027*** 
(5.13) 

0.019*** 
(3.63) 

Y2005 0.066*** 
(3.40) 

0.028 
(1.08) 

0.101*** 
(3.59) 

-0.031 
(-1.24) 

0.155*** 
(5.35) 

0.047 
(1.64) 

0.081*** 
(3.05) 

Y2006 0.016 
(0.83) 

-0.028 
(-1.09) 

0.058** 
(2.10) 

-0.035 
(-1.45) 

0.066** 
(2.32) 

-0.003 
(-0.09) 

0.030 
(1.16) 

Y2007 0.143*** 
(8.41) 

0.167*** 
(7.59) 

0.114*** 
(4.43) 

0.104*** 
(4.91) 

0.183*** 
(6.84) 

0.141*** 
(5.91) 

0.139*** 
(5.77) 

R2  0.054 0.095 0.025 0.046 .054 0.061 0.051 
N 2,398 1,199 1,199 1,199 1,199 1,199 1,199 

*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, two-
tailed otherwise  
 
Note: The Dependent Variable CAR is calculated as the cumulative abnormal return calculated 
over 60 months using value-weighted returns.  



101 
 

Table 13 Panel A: Linear Regression Analysis of Earnings Perception with Auditor 
Brand Name 

 
Equation 7 - CARi = β0 + β1 iDEARN + β2 iFEARN + β3AQi +β4 iDEARN *AQ + 
β5 iFEARN *AQ + β6 SIZE + β7Y2005+ β8Y2006 +β9Y2007+ εI 

Variable Full 
Sample 

 
 
 

 

Firms With 
Above  

Median 
Foreign 

Earnings 
 

2 

Firms With 
Below  

Median 
Foreign 

Earnings 
3 

Firms With 
Above 

Median 
SIZE 

4 

Firms With 
Below 

Median 
SIZE 

 
5 

Firms With 
Above 

Median 
IDLEVEL 

 
6 

Firms With 
Below 

Median 
IDLEVEL 

7 

 Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Intercept -0.351*** 
(-11.99) 

-0.367*** 
(-8.72) 

-0.324*** 
(-8.70) 

-0.366*** 
(-3.95) 

-0.418*** 
(-7.23) 

-0.358*** 
(-8.74) 

-0.348*** 
(-8.21) 

DEARN 0.642** 
(2.39) 

0.899* 
(1.81) 

0.536 
(1.62) 

1.512 
(0.86) 

0.656** 
(2.23) 

0.425 
(1.24) 

0.963** 
(2.21) 

FEARN -0.277 
(-0.34) 

-0.283 
(-0.28) 

-0.268 
(-0.20) 

2.260 
(0.54) 

-0.382 
(-0.43) 

1.007 
(0.97) 

-2.472* 
(-1.94) 

BIG4 0.007 
(0.33) 

0.033 
(1.01) 

-0.001 
(-0.05) 

0.071 
(1.06) 

0.005 
(0.20) 

-0.024 
(-0.80) 

0.045 
(1.38) 

BIG4*DEARN -0.344 
(-1.13) 

-0.237 
(-0.43) 

-0.382 
(-1.01) 

-1.139 
(-0.64) 

-0.349 
(-0.98) 

-0.551 
(-1.36) 

-0.329 
(-0.69) 

BIG4*FEARN 1.747** 
(1.97) 

1.218 
(1.13) 

2.206 
(1.48) 

-1.43 
(-0.34) 

2.261** 
(2.16) 

0.375 
(0.32) 

3.975*** 
(2.89) 

SIZE 0.022*** 
(5.31) 

0.023*** 
(4.14) 

0.017*** 
(2.60) 

0.021*** 
(2.6) 

0.027** 
(2.38) 

0.030*** 
(4.96) 

0.015*** 
(2.60) 

Y2005 0.068*** 
(3.49) 

0.056** 
(2.11) 

0.102*** 
(3.60) 

-0.031 
(-1.23) 

0.157*** 
(5.39) 

0.045 
(1.58) 

0.088*** 
(3.31) 

Y2006 0.015 
(0.81) 

-0.027 
(-1.07) 

0.058** 
(2.07) 

-0.035 
(-1.41) 

0.064** 
(2.21) 

-0.006 
(-0.22) 

0.027 
(1.05) 

Y2007 0.144*** 
(8.43) 

0.170 
(7.67) 

0.114*** 
(4.41) 

-0.035 
(-1.41) 

0.184*** 
(6.78) 

0.137*** 
(5.68) 

0.140*** 
(5.80) 

Pseudo R2  .055 0.094 0.025 0.045 0.056 0.061 0.058 
N 2,398 1,199 1,199 1,199 1,199 1,199 1,199 

*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, two-
tailed otherwise 
  
Note: The Dependent Variable CAR is calculated as the cumulative abnormal return calculated 
over 60 months using value-weighted returns. 
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Panel B: Test of Coefficient Differences (Full Sample – 2,398) 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, two-
tailed otherwise 
 

 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

BIG4 
Coefficient 
F-statistic 
(p-value) 

NON-BIG4 
Coefficient 
t-statistic 
(p-value) 

DIFFERENCE 
Coefficient 
F- statistic 
(p-value) 

DEARN 

0.298 
4.36** 

(0.037) 

0.642 
2.39** 

(0.0171 

-0.344 
-1.28 

(0.259) 

FEARN 

1.470 
15.39*** 
(<0.001) 

-0.277 
-0.34 

(0.730) 

1.747 
3.87** 
(0.049) 

DIFFERENCE 
Coefficient 
F - statistic 

(p-value) 

1.172 
7.93*** 
(0.005) 

-0.919 
1.16 

(0.282) 

2.091 
4.84** 

(0.028) 
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Table 14 – Linear Regression Analysis – Extended Model 

Panel A: Linear Regression Analysis of Earnings Perception -Extended 
Equation 8 
CARi = β0 + β1 iDEARN + β2 iFEARN + β3AQi +β4 iDEARN *AQ + β5 iFEARN *AQ + β6 

SIZE + β7Y2005+ β8Y2006 +β9Y2007+ εI 
Variable Full Sample 

 
 
 
 
1 

Firms With 
Above  

Median 
Foreign 

Earnings 
2 

Firms With 
Below  

Median 
Foreign 

Earnings 
3 

Firms With 
Above 

Median 
SIZE 

 
4 

Firms With 
Below 

Median 
SIZE 

 
5 

Firms With 
Above 

Median 
IDLEVEL 

 
6 

Firms With 
Below 

Median 
IDLEVEL 

 
7 

 Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Intercept -0.303*** 
(-9.27) 

-0.296*** 
(-6.40) 

-0.287*** 
(-6.08) 

-0.240*** 
(-3.35) 

-0.386*** 
(-5.95) 

-0.309*** 
(-6.74) 

-0.291*** 
(-6.23) 

DEARNI 0.077 
(0.38) 

0.442 
(1.33) 

0.033 
(0.12) 

-0.064 
(-0.22) 

0.256 
(0.92) 

-0.368 
(-1.30) 

0.562** 
(1.97) 

DEARND -0.791*** 
(-2.95) 

-1.118** 
(-2.53) 

-0.541 
(-1.57) 

-1.047*** 
(-2.66) 

-0.656* 
(-1.83) 

-0.611 
(-1.57) 

-0.886** 
(-2.51) 

FEARNI 0.399 
(0.84) 

-0.197 
(-0.32) 

0.627 
(0.72) 

-0.048 
(-0.07) 

0.658 
(0.97) 

0.613 
(0.91) 

-0.001 
(-0.00) 

FEARND -2.518*** 
(-3.41) 

-2.541** 
(-2.58) 

-2.724** 
(-2.34) 

-2.699** 
(-2.44) 

-2.191** 
(-2.18) 

-2.483** 
(-2.41) 

-2.763*** 
(-2.61) 

SIZE 0.020*** 
(4.97) 

0.022*** 
(4.05) 

0.014** 
(2.29) 

0.018** 
(2.14) 

0.026** 
(2.40) 

0.023*** 
(4.16) 

0.016*** 
(2.84) 

Y2005 0.068*** 
(3.50) 

0.032 
(1.20) 

0.102*** 
(3.62) 

-0.027 
(-1.08) 

0.156 
(5.37) 

0.049*** 
(4.16) 

0.082*** 
(3.11) 

Y2006 0.017 
(0.88) 

-0.026 
(-1.02) 

0.058** 
(2.09) 

-0.033 
(-1.37) 

0.066** 
(2.33) 

-0.001 
(-0.03) 

0.030 
(1.16) 

Y2007 0.144*** 
(8.47) 

0.169*** 
(7.67) 

0.115*** 
(4.45) 

0.107*** 
(5.07) 

0.183*** 
(6.83) 

0.142*** 
(5.97) 

0.140*** 
(5.79) 

Pseudo R2  .057 0.098 0.026 0.053 0.054 0.064 0.053 
N 2,398 1,199 1,199 1,199 1,199 1,199 1,199 

*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, two-
tailed otherwise 
  
Note: The Dependent Variable CAR is calculated as the cumulative abnormal return calculated 
over 60 months using value-weighted returns.
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Table 15: Panel A: Linear Regression Analysis of Earnings Perception with Auditor 
Brand Name – Extended 

Equation 9 - CARi = β0 + β1 iDEARNI + β2 iDEARND  + β3 iFEARNI + β4 iFEARND  +β5BIG4i+ 

β6 iDEARNI *BIG4  + β7 iDEARND *BIG4 + β8 iFEARNI *BIG4 + β9 iFEARND *BIG4 +β10 SIZE 
+ β12Y2005+ β13Y2006 +β14Y2007+  εi 

Variable Full 
Sample 

 
 
 
1 

Firms With 
Above  

Median 
Foreign 

Earnings 
2 

Firms With 
Below  

Median 
Foreign 

Earnings 
3 

Firms With 
Above 

Median 
SIZE 

 
4 

Firms With 
Below 

Median 
SIZE 

 
5 

Firms With 
Above 

Median 
IDLEVEL 

 
6 

Firms With 
Below 

Median 
IDLEVEL 

 
7 

 Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Intercept -0.352*** 
(-8.81) 

-0.355*** 
(-5.82) 

-0.333*** 
(-5.99) 

-0.369*** 
(-3.10) 

-0.414*** 
(-5.99) 

-0.355*** 
(-6.57) 

-0.358*** 
(-5.95) 

DEARNI 1.010** 
(2.19) 

1.123 
(1.25) 

0.811 
(1.38) 

-0.870 
(-0.24)) 

1.012** 
(1.98) 

0.975* 
(1.71) 

1.111 
(1.38) 

DEARND -0.152 
(-0.27) 

-0.659 
(-0.66) 

-0.166 
(-0.22) 

-1.385 
(-0.48) 

-0.162 
(0.25) 

0.422 
(0.55) 

-0.835 
(-0.95)) 

FEARNI -0.399 
(-0.34) 

-0.295 
(-0.16) 

0.119 
(0.07) 

8.587 
(1.34) 

-0.807 
(-0.61) 

0.154 
(0.10) 

-1.550 
(-0.80) 

FEARND 0.092 
(0.05) 

0.321 
(0.13) 

0.998 
(0.36) 

7.732 
(0.88) 

-0.337 
(-0.18) 

-2.528 
(-1.15) 

4.011 
(1.50) 

BIG4 0.068** 
(1.97) 

0.089 
(1.64) 

0.059 
(1.25) 

0.132 
(1.32) 

0.053 
(1.24) 

0.043 
(0.93) 

0.106 
(0.93) 

BIG4*DEARNI -1.134** 
(-2.23) 

-0.764 
(-0.79) 

-1.01 
(-1.53) 

0.803 
(0.22) 

-1.058* 
(-1.75) 

-1.781*** 
(-2.74) 

-0.620 
(-0.72) 

BIG4*DEARND -0.734 
(-1.15) 

-0.481 
(-0.43) 

-0.445 
(-0.53) 

0.377 
(0.13) 

-0.626 
(-0.82) 

-1.334 
(-1.52) 

0.017 
(0.02) 

BIG4*FEARNI 0.953 
(0.74) 

0.114 
(0.06) 

0.752 
(0.36) 

-8.779 
(-1.36) 

2.015 
(1.31) 

0.568 
(0.34) 

1.735 
(0.84) 

BIG4*FEARND -3.231* 
(-1.72) 

-3.506 
(-1.33) 

-4.556 
(-1.50) 

-10.634 
(-1.20) 

-2.657 
(-1.20) 

0.098 
(0.04) 

-8.100*** 
(-2.79) 

SIZE 0.018*** 
(4.16) 

0.018*** 
(3.14) 

0.014** 
(2.06) 

0.018** 
(2.14) 

0.024** 
(1.99) 

0.025*** 
(4.03) 

0.012**** 
(1.93) 

Y2005 0.069*** 
(3.54) 

0.033 
(1.27) 

0.101*** 
(3.58) 

-0.027 
(-1.05) 

0.156*** 
(5.34) 

0.044 
(1.55) 

0.088*** 
(3.33) 

Y2006 0.015 
(0.79) 

-0.026 
(-1.00) 

0.055** 
(1.98) 

-0.035 
(-1.41) 

0.062** 
(2.17) 

-0.006 
(-0.23) 

0.026 
(1.01) 

Y2007 0.145*** 
(8.52) 

0.172*** 
(7.78) 

0.115*** 
(4.42) 

0.106*** 
(5.01) 

0.184*** 
(6.79) 

0.139*** 
(5.77) 

0.140*** 
(5.80) 

Pseudo R2  0.059 0.098 0.027 0.057 0.057 0.067 0.061 
N 2,398 1,199 1,199 1,199 1,199 1,199 1,199 

*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, two-
tailed otherwise 
  
Note: The Dependent Variable CAR is calculated as the cumulative abnormal return calculated 
over 60 months using value-weighted returns. 
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Panel B: Test of Coefficient Differences 

 

BIG4 
Coefficient 
F-statistic 
(p-value) 

NON-BIG4 
Coefficient 
t-statistic 
(p-value) 

DIFFERENCE 
Coefficient 
F - statistic 

(p-value) 
DEARNI 
 
 
 

-0.124 
-0.31 
(0.575) 

 

1.010** 
2.19 
(.029) 
 

-1.134** 
-4.95 
(0.026) 

 

DEARND 

-0.886*** 
-9.14 
(0.003) 

-0.153 
-0.27 
(0.790) 

-0.734 
1.31 

(0.252) 

FEARNI 
 

0.554 
1.13 

(0.287) 
 

-0.399 
-0.34 
(0.736) 

 

0.953 
0.54 

(0.462) 
 

FEARND 

-3.140*** 
-14.74 
(0.001) 

0.092 
0.05 

(0.957) 

-3.231* 
2.95 

(0.086) 
DIFFERENCE 
(FEARNI-DERNI) 
Coefficient 
F- statistic 
(p-value) 

0.678 
1.32 

(0.250) 

-1.409 
1.13 

(0.287) 

2.087 
2.08 

(0.150) 

    
DIFFERENCE 
(FEARND-DEARND) 
Coefficient 
F - statistic 
(p-value) 

-2.254 
5.87** 

(0.016) 
 

0.244 
0.02 

(0.897) 

-2.498 
1.41 

(0.235) 

 
*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, 
two-tailed otherwise 
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Table 16: Panel A: Linear Regression Analysis of Earnings Perception with Auditor 
Industry Specialist 

Equation 7 - CARi = β0 + β1 iDEARN + β2 iFEARN + β3AQi +β4 iDEARN *AQ + 
β5 iFEARN *AQ + β6 SIZE + β7Y2005+ β8Y2006 +β9Y2007+ εI 

Variable Full 
Sample 

 
 
 
1 

Firms With 
Above  

Median 
Foreign 

Earnings 
2 

Firms With 
Below  

Median 
Foreign 

Earnings 
3 

Firms With 
Above 

Median 
SIZE 

4 

Firms With 
Below 

Median 
SIZE 

 
5 

Firms With 
Above 

Median 
IDLEVEL 

 
6 

Firms With 
Below 

Median 
IDLEVEL 

7 

BIG4 
Sample 

Only 
 
 
8 

 Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Intercept -0.35*** 
(-12.47) 

-0.357*** 
(-8.88) 

-0.324*** 
(-7.91) 

-0.308*** 
(-4.43) 

-0.421*** 
(-7.27) 

-0.364*** 
(-9.10) 

-0.331*** 
(-8.25) 

-0.346*** 
(-10.81) 

DEARN 0.460*** 
(3.02) 

0.858*** 
(3.07) 

0.321* 
(1.71) 

0.608** 
(2.27) 

0.444** 
(2.30) 

-0.022 
(-0.10) 

0.944*** 
(4.38) 

0.359** 
(1.99) 

FEARN 1.273*** 
(3.00) 

0.808 
(1.55) 

1.672** 
(2.31) 

1.229* 
(1.76) 

1.210** 
(2.20) 

1.350** 
(2.32) 

1.041* 
(1.67) 

1.890*** 
(3.90) 

LEADER 0.001 
(0.09) 

0.001 
(0.03) 

-0.003 
(-0.15) 

-0.008 
(-0.41) 

0.015 
(0.64) 

-0.014 
(-0.64) 

0.015 
(0.72) 

0.001 
(0.07) 

LEADER* 
DEARN -0.247 

(-0.92) 
-0.364 

(-0.82) 
-0.225 

(-0.64) 
-0.513 

(-1.29) 
-0.058 

(-0.15) 
0.179 

(0.45) 
-0.711* 

(-1.93) 
-0.143 

(-0.51) 

LEADER* 
FEARN 

-0.364 
(-0.52) 

-0.214 
(-0.26) 

-0.803 
(-0.61) 

-0.735 
(-0.75) 

0.029 
(0.03) 

-0.245 
(-0.24) 

-0.309 
(-0.32) 

-0.986 
(-1.35) 

SIZE 0.023*** 
(5.99) 

0.026*** 
(5.02) 

0.017*** 
(2.83) 

0.023*** 
(2.79) 

0.028*** 
(2.61) 

0.028*** 
(5.14) 

0.018*** 
(3.26) 

0.023*** 
(5.36) 

Y2005 0.064*** 
(3.32) 

0.028 
(1.05) 

0.099*** 
(3.48) 

-0.033 
(-1.31) 

0.156*** 
(5.35) 

0.045 
(1.59) 

0.078*** 
(2.93) 

0.056*** 
(2.78) 

Y2006 0.014 
(0.76) 

-0.030 
(-1.18) 

0.057** 
(2.03) 

-0.037 
(-1.52) 

0.067** 
(2.34) 

-0.003 
(-0.11) 

0.028 
(1.06) 

-0.007 
(-0.34) 

Y2007 0.141*** 
(8.28) 

0.165*** 
(7.47) 

0.112*** 
(4.30) 

0.102*** 
(4.81) 

0.184*** 
(6.81) 

0.140*** 
(5.82) 

0.136 
(5.59) 

0.151*** 
(8.54) 

Pseudo R2  .053 0.093 0.023 0.046 0.052 0.059 0.061 0.064 
N 2,398 1,199 1,199 1,199 1,199 1,199 1,199 2,079 

*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, two-
tailed otherwise 
  
Note: The Dependent Variable CAR is calculated as the cumulative abnormal return calculated 
over 60 months using value-weighted returns. 
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Panel B: Test of Coefficient Differences (Full Sample – 2,398) 

 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, 
two-tailed otherwise 

 
 

Panel C: Test of Coefficient Differences (BIG4 Only Sample, 2,079) 
 
 
 

 
 
 
 
 
 
 

 

 

 

 

LEADER 
Coefficient 
F-statistic 
(p-value) 

NON-LEADER 
Coefficient 
t-statistic 
(p-value) 

DIFFERENCE 
Coefficient 
F- statistic 
(p-value) 

DEARN 
Coefficient 
F-statistic 

(p-value) 

0.213 
0.91 

(0.340) 

0.460*** 
3.02 

(0.003) 

-0.247 
0.84 

(0.358) 

FEARN 
Coefficient 
F-statistic 

(p-value) 

0.910 
2.60 

(0.107) 

1.273*** 
3.00 

(0.003) 

-0.364 
0.27 

(0.606) 

DIFFERENCE 
Coefficient 
F - statistic 
(p-value) 

0.697 
1.24 

(0.265) 

0.814* 
3.05 

(0.081) 

-0.117 
0.02 

(0.881) 

 

LEADER 
Coefficient 
F-statistic 
(p-value) 

NON-LEADER 
Coefficient 
t-statistic 
(p-value) 

DIFFERENCE 
Coefficient 
F- statistic 
(p-value) 

DEARN 
Coefficient 
F-statistic 

(p-value) 

0.217 
0.99 

(0.320) 

0.359** 
1.99 

(0.047) 

-0.143 
0.26 

(0.610) 

FEARN 
Coefficient 
F-statistic 

(p-value) 

0.914* 
2.77 

(0.096) 

1.899*** 
3.90 

(0.001) 

-0.986 
1.81 

(0.179) 

DIFFERENCE 
Coefficient 
F - statistic 
(p-value) 

0.698 
1.31 

(0.252) 

1.910*** 
8.05 

(0.005) 

-0.843 
1.07 

(0.301) 
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Table 17: Panel B: Linear Regression Analysis of Earnings Perception with Auditor 
Industry Specialist – Extended 

 
Equation  9 - CARi = β0 + β1 iDEARNI + β2 iDEARND  + β3 iFEARNI + β4 iFEARND +β5AQi + 

β6 iDEARNI *AQ + β7 iDEARND *AQ + β8 iFEARNI *AQ + β9 iFEARND *AQ +β10SIZE + 
β12Y2005+ β13Y2006 +β14Y2007+  εi   
Variable Full  

Sample 
 

 
 

1 

Firms With  
Above  

Median 
Foreign  

Earnings 
2 

Firms With 
Below  

Median 
Foreign  

Earnings 
3 

Firms With 
Above 

Median 
SIZE 

 
4 

Firms With  
Below 

Median 
SIZE 

 
5 

Firms With  
Above 

Median 
IDLEVEL 

 
6 

Firms  
With 
Below 

Median 
IDLEVEL 

7 

BIG4  
Sample 

Only 
 
 
 

8 
 Coefficient 

(t-statistic) 
Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Intercept -0.303*** 
(-9.08) 

-0.303*** 
(-6.37) 

-0.279*** 
(-5.78) 

-0.2492*** 
(-3.43) 

-0.377*** 
(-5.72) 

-0.355*** 
(-6.57) 

-0.358*** 
(-5.95) 

-0.278*** 
(-7.49) 

DEARNI 0.115 
(0.46) 

0.702 
(1.57) 

-0.072 
(-0.22) 

0.229 
(0.57) 

0.146 
(0.44) 

0.975* 
(1.71) 

1.111 
(1.38) 

-0.200 
(-0.70) 

DEARND -0.908*** 
(-2.87) 

-1.061* 
(-1.86) 

-0.830** 
(-2.03) 

-1.172** 
(-2.23) 

-0.818** 
(-1.97) 

0.422 
(0.55) 

-0.835 
(-0.95) 

-1.107*** 
(-3.01) 

FEARNI 0.627 
(1.04) 

-0.046 
(-0.05) 

1.077 
(1.06) 

0.307 
(0.33) 

0.742 
(0.92) 

0.154 
(0.10) 

-1.550 
(-0.80) 

1.014 
(1.49) 

FEARND -2.488*** 
(-2.69) 

-2.377* 
(-1.89) 

-2.749* 
(-1.86) 

-3.310** 
(-2.06) 

-2.028* 
(-1.72) 

-2.528 
(-1.15) 

4.011 
(1.50) 

-3.544*** 
(-3.30) 

LEADER 0.001 
(0.06) 

0.014 
(0.49) 

-0.024 
(-0.71) 

-0.002 
(-0.08) 

-0.001 
(-0.02) 

0.043 
(0.93) 

0.106** 
(2.03) 

-0.010 
(-0.47) 

LEADER*DEARNI -0.129 
(-0.32) 

-0.602 
(-0.91) 

0.342 
(0.59) 

-0.678 
(-1.15) 

0.358 
(0.60) 

-1.781*** 
(-2.74) 

-0.620 
(-0.72) 

0.176 
(0.42) 

LEADER*DEARND 0.368 
(0.67) 

-0.133 
(-0.15) 

1.018 
(1.37) 

0.297 
(0.38) 

0.613 
(0.76) 

-1.334 
(-1.52) 

0.017 
(0.02) 

0.551 
(0.97) 

LEADER*FEARNI -0.595 
(0.60) 

-0.421 
(-0.34) 

-1.777 
(-0.90) 

-0.747 
(-0.56) 

-0.191 
(-0.13) 

0.568 
(0.34) 

1.735 
(0.84) 

-1.017 
(-1.00) 

LEADER*FEARND -0.051 
(-0.03) 

-0.420 
(-0.21) 

0.079 
(0.03) 

1.154 
(0.52) 

-0.536 
(-0.24) 

0.098 
(0.04) 

-8.100*** 
(-2.79) 

0.923 
(0.58) 

SIZE 0.020*** 
(4.81) 

0.022*** 
(3.95) 

0.014** 
(2.26) 

0.019** 
(2.26) 

0.024** 
(2.15) 

0.025*** 
(4.03) 

0.012* 
(1.93) 

0.018*** 
(4.12) 

Y2005 0.066*** 
(3.42) 

0.029 
(1.11) 

0.100*** 
(3.50) 

-0.029 
(-1.15) 

0.158*** 
(5.40) 

0.044 
(1.55) 

0.088*** 
(3.33) 

0.058*** 
(2.89) 

Y2006 0.016 
(0.82) 

-0.028 
(-1.11) 

0.058** 
(2.08) 

-0.036 
(-1.45) 

0.069** 
(2.41) 

-0.006 
(-0.23) 

0.026 
(1.01) 

-0.006 
(-0.31) 

Y2007 
0.143*** 

(8.35) 
0.167*** 

(7.53) 
0.112*** 

(4.30) 
0.105*** 

(4.94) 
0.185*** 

(6.82) 
0.139*** 

(5.77) 
0.140*** 

(5.80) 
0.152*** 

(8.61) 

Pseudo R2  0.056 0.096 0.024 0.052 0.051 0.067 0.061 0.069 

N 2,398 1,199 1,199 1,199 1,199 1,199 1,199 2,079 

*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, two-
tailed otherwise 
  
Note: The Dependent Variable CAR is calculated as the cumulative abnormal return calculated 
over 60 months using value-weighted returns.  
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Panel B: Test of Coefficient Differences (Full Sample – 2,398) 

 

LEADER 
Coefficient 
F-statistic 
(p-value) 

NON-LEADER 
Coefficient 
t-statistic 
(p-value) 

DIFFERENCE 
Coefficient 
F- statistic 
(p-value) 

DEARNI 
Coefficient 
F-statistic 
(p-value) 

-0.014 
0.00 

(0.967) 

0.115 
0.46 

(0.643) 

-0.129 
0.10 

(0.751) 

DEARND 
Coefficient 
F-statistic 
(p-value) 

-0.540 
1.41 

(0.236) 

-0.908*** 
-2.87 
(0.004) 

0.368 
0.45 

(0.502) 

FEARNI 
Coefficient 
F-statistic 
(p-value) 

0.0313 
0.00 

(0.968) 

0.627 
1.04 

(0.298) 

-0.595 
0.36 

(0.5467) 

FEARND 
Coefficient 
F-statistic 
(p-value) 

-2.539** 
-4.32 
(0.038) 

-2.488*** 
-2.69 
(0.007) 

-0.051 
0.00 

(0.974) 

DIFFERENCE 
(FEARNI-DERNI) 

Coefficient 
F- statistic 
(p-value) 

0.045 
0.00 

(0.959) 

0.511 
0.56 

(0.454) 

-0.466 
0.18 

(0.674) 

    
DIFFERENCE 
(FEARND-DEARND) 
Coefficient 
F - statistic 
(p-value) 

1.999 
2.06 

(0.151) 

-1.580 
-2.29 
(0.131) 

3.580 
0.06 

(0.810) 

 
*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, 
two-tailed otherwise 
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Panel C: Test of Coefficient Differences (BIG4 Only Sample – 2,079) 

 

LEADER 
Coefficient 
F-statistic 
(p-value) 

NON-LEADER 
Coefficient 
t-statistic 
(p-value) 

DIFFERENCE 
Coefficient 
F- statistic 
(p-value) 

DEARNI 
Coefficient 
F-statistic 
(p-value) 

-0.024 
0.01 

(0.941) 

-0.278 
-0.70 
(0.482) 

0.176 
0.17 

(0.677) 

DEARND 
Coefficient 
F-statistic 
(p-value) 

-0.556 
1.57 

(0.210) 

-1.107*** 
-3.01 
(0.003) 

0.551 
0.93 

(0.334) 

FEARNI 
Coefficient 
F-statistic 
(p-value) 

-0.003 
0.00 

(0.996) 

1.014 
1.49 

(0.136) 

-1.017 
1.00 

(0.319) 

FEARND 
Coefficient 
F-statistic 
(p-value) 

-2.622** 
-4.87 
(0.027) 

-3.544*** 
-3.30 
(0.001) 

0.923 
0.33 

(0.564) 

DIFFERENCE 
(FEARNI-DERNI) 

Coefficient 
F- statistic 
(p-value) 

0.021 
0.00 

(0.981) 

1.292 
2.46 

(0.117) 

-1.271 
1.08 

(0.300) 

    
DIFFERENCE 
(FEARND-DEARND) 
Coefficient 
F - statistic 
(p-value) 

-2.066 
2.33 

(0.127) 

-2.193** 
-3.97 
(0.046) 

0.127 
0.04 

(0.839) 

 
*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, two-
tailed otherwise 
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Table 18: Panel A: Linear Regression Analysis of Earnings Perception with RETURN 
Dependent Variable 

 
RETURNi = β0 + β1 iDEARN + β2 iFEARN + β3AQi +β4 iDEARN *AQ + β5 iFEARN *AQ 

+ β6 SIZE + β7Y2005+ β8Y2006 +β9Y2007+ εI 
 

Variable Base 
Model 

 
1 

Brand 
Name 

Auditor 
2 

Industry 
Specialist 
Auditor 

3 
 Coefficient 

(t-statistic) 
Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Intercept -0.008 
(-0.28) 

-0.005 
(-0.17) 

-0.008 
(-0.29) 

DEARN 0.680*** 
(5.72) 

0.786*** 
(3.21) 

0.725*** 
(5.09) 

FEARN 1.573*** 
(4.79) 

0.290 
(0.38) 

1.356*** 
(3.31) 

AQ  -0.002 
(-0.08) 

-0.010 
(-0.68) 

AQ*DEARN  -0.145 
(-0.52) 

-0.138 
(-0.54) 

AQ*FEARN  1.578* 
(1.86) 

0.598 
(0.88) 

SIZE 0.013*** 
(3.63) 

0.012*** 
(3.14) 

0.013*** 
(3.63) 

Y2005 0.159*** 
(8.59) 

0.160*** 
(8.64) 

0.159*** 
(8.59) 

Y2006 -0.025 
(-1.41) 

-0.026 
(-1.43) 

-0.026 
(-1.43) 

Y2007 -0.154*** 
(-9.36) 

-0.153*** 
(-9.27) 

-0.154*** 
(-9.32) 

Pseudo R2  0.122 0.123 0.122 
N 2,709 2,709 2,709 

 
*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, two-
tailed otherwise  
 
Note: The Dependent Variable RETURN is calculated as the total percentage annual stock return 
per share (including dividends) for firm i measured over a window beginning 9 months prior  (t-9 
months) and ending 3 months after the fiscal year-end (t+3 months). 
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Table 18: Panel B: Linear Regression Analysis of Earnings Perception Model with 
“RETURN” Dependent Variable – Extended Model 

 
RETURNi = β0 + β1 iDEARNI + β2 iDEARND  + β3 iFEARNI + β4 iFEARND +β5AQi + 
β6 iDEARNI *AQ + β7 iDEARND *AQ + β8 iFEARNI *AQ + β9 iFEARND *AQ +β10SIZE + 
β12Y2005+ β13Y2006 +β14Y2007+  εi   

Variable Base 
Model 

 
1 

Brand 
Name 

Auditor 
2 

Industry 
Specialist 
Auditor 

3 
 Coefficient 

(t-statistic) 
Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Intercept 0.052* 
(1.69) 

0.009 
(0.25) 

0.057* 
(1.82) 

DEARNI 0.174 
(0.90) 

0.862** 
(1.96) 

0.114 
(0.48) 

DEARND -1.340*** 
(-5.56) 

-0.721 
(-1.43) 

-1.484*** 
(-5.12) 

FEARNI 1.071** 
(2.29) 

0.554 
(0.47) 

0.772 
(1.31) 

FEARND -2.363*** 
(-3.42) 

0.091 
(0.06) 

-2.275*** 
(-2.63) 

AQ  0.064 
(1.64) 

-0.025 
(-1.22) 

AQ*DEARNI  -0.832* 
(-1.71) 

0.166 
(0.42) 

AQ*DEARND  -0.753 
(-1.32) 

0.460 
(0.91) 

AQ*FEARNI  0.611 
(0.48) 

0.859 
(0.89) 

AQ*FEARND  -3.068* 
(-1.79) 

-0.207 
(-0.14) 

SIZE 0.008** 
(2.20) 

0.008* 
(1.83) 

0.009** 
(2.28) 

Y2005 0.161*** 
(8.72) 

0.161*** 
(8.71) 

0.162*** 
(8.74) 

Y2006 -0.025 
(-1.37) 

-0.026 
(-1.43) 

-0.024 
(-1.35) 

Y2007 -0.153*** 
(-9.33) 

-0.152*** 
(-9.21) 

-0.153*** 
(-9.28) 

Pseudo R2  0.127 0.128 0.126 
N 2,709 2,709 2,709 

*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, two-tailed 
otherwise  
 
Note: The Dependent Variable RETURN is calculated as the total percentage annual stock return per share 
(including dividends) for firm i measured over a window beginning 9 months prior  (t-9 months) and 
ending 3 months after the fiscal year-end (t+3 months). 
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Table 19: Panel A: Linear Regression Analysis of Earnings Perception Model with “EPS 
Variable” 

 
CARi = β0 + β1 iDEPSCHG + β2 iFEPSCHG + β3AQi +β4 iDEPSCHG *AQ + 
β5 iFEPSCHG *AQ + β6 SIZE + β7Y2005+ β8Y2006 +β9Y2007+ εI 

Variable Predicted 
Sign 

Base 
Model 

 
1 

Brand 
Name 

Auditor 
2 

Industry 
Specialist 
Auditor 

3 
  Coefficient 

(t-statistic) 
Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Intercept ? -0.339*** 
(-12.10) 

-0.341*** 
(-11.69) 

-0.338*** 
(-12.03) 

DEPSCHG + 0.516*** 
(3.54) 

0.552* 
(1.76) 

0.631*** 
(3.61) 

FEPSCHG + 0.572*** 
(2.63) 

0.287 
(0.56) 

0.535* 
(1.94) 

AQ +  0.010 
(0.46) 

-0.004 
(-0.31) 

AQ*DEPSCHG ?  -0.052 
(-0.15) 

-0.371 
(-1.18) 

AQ*FEPSCHG ?  0.356 
(0.63) 

0.091 
(0.20) 

SIZE + 0.022*** 
(6.05) 

0.021*** 
(5.16) 

0.023*** 
(5.84) 

Y2005 ? 0.065*** 
(3.36) 

0.066*** 
(3.42) 

0.065*** 
(3.34) 

Y2006 ? 0.014 
(0.76) 

0.015 
(0.79) 

0.014 
(0.73) 

Y2007 ? 0.141*** 
(8.29) 

0.141*** 
(8.30) 

0.140*** 
(8.21) 

Pseudo R2   0.053 0.052 0.052 
N  2,398 2,398 2,398 

 
*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, two-
tailed otherwise  
 
Note: The Dependent Variable CAR is calculated as the cumulative abnormal return calculated 
over 60 months using value-weighted returns. 
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Table 19: Panel B: Linear Regression Analysis of Earnings Perception with “EPS” 
Measure–Extended Model 

 
CARi = β0 + β1 iDEPSCHGI + β2 iDEPSCHGD  + β3 iFEPSCHGI + β4 iFEPSCHG +β5AQi 

+ β6 iDEPSCHGNI *AQ + β7 iDEPSCHGD *AQ + β8 iFEPSCHGNI *AQ + 
β9 iFEPSCHGD *AQ +β10SIZE + β12Y2005+ β13Y2006 +β14Y2007+  εi   

Variable Base 
Model 

1 

Brand Name 
Auditor 

2 

Industry Specialist 
Auditor 

3 
 Coefficient 

(t-statistic) 
Coefficient 
(t-statistic) 

Coefficient 
(t-statistic) 

Intercept -0.328*** 
(-10.38) 

-0.344*** 
(-9.27) 

-0.316*** 
(-10.17) 

DEPSCHGI 0.380 
(1.19) 

0.782 
(1.06) 

0.263 
(0.66) 

DEPSCHGD -0.491** 
(-2.28) 

-0.439 
(-0.94) 

-0.700*** 
(-2.73) 

FEPSCHGI 0.312 
(1.25) 

0.282 
(0.48) 

0.223 
(0.70) 

FEPSCHGD -1.983*** 
(-2.92) 

-0.291 
(-0.17) 

-2.108** 
(-2.52) 

AQ 0.012 
(0.58) 

0.032 
(0.99) 

-0.020 
(-1.03) 

AQ*DEPSCHGI 
 -0.496 

(-0.61) 
0.276 

(0.42) 
AQ*DEPSCHGD 

 -0.043 
(-0.08) 

0.679 
(1.45) 

AQ*FEPSCHGI 
 0.047 

(0.07) 
0.192 

(0.37) 
AQ*FEPSCHGD 

 -2.013 
(-1.09) 

0.310 
(0.22) 

SIZE 0.020*** 
(4.88) 

0.020*** 
(4.86) 

0.022*** 
(5.51) 

Y2005 0.068*** 
(3.48) 

0.068*** 
(3.50) 

0.067*** 
(3.46) 

Y2006 0.016 
(0.83) 

0.015 
(0.81) 

0.015 
(0.76) 

Y2007 0.142*** 
(8.34) 

0.142*** 
(8.34) 

0.140*** 
(8.21) 

Pseudo R2  0.054 0.053 0.053 
N 2,398 2,398 2,398 

*** (**) [*] significant at the .01 (.05) [.10] levels, one-tailed where signs are predicted, two-
tailed otherwise 
  
Note: The Dependent Variable CAR is calculated as the cumulative abnormal return calculated 
over 60 months using value-weighted returns.  



115 
 

CHAPTER 5: CONCLUSIONS 
 
 The purpose of this study is to examine whether audit quality impacts the earnings quality 

of firms with international operations. Prior work has documented that financial statement users 

treat firms with international operations differently from those with purely domestic operations.  

Studies have illustrated that investors discount the value of foreign operations when determining 

firm value (Denis et. al. 2002).  Further, investors underestimate the persistence of foreign 

earnings in comparison to earnings from domestic operations (Thomas 2000), and they respond 

more to foreign earnings changes (Bodnar and Weintrop 1997; Christophe 2002) than to domestic 

earnings changes.  Moreover, analyst forecasts for ID firms are shown to be less accurate for 

firms with foreign operations (Duru and Reeb 2002).  The literature has not shown there to be any 

differences in the financial reporting quality, and more specifically the earnings quality, of U.S. 

Multinational firms and those with only domestic operations. I test whether there is a difference 

in the quality of reported earnings for firms with international operations and those with purely 

domestic operations. Further, I test whether, other things equal, a higher quality auditor, measured 

by auditor brand name and auditor industry specialization, can impact the quality of earnings 

reported by firms with international operations.  

 No study, to my knowledge has investigated differences in the quality of the financial 

reporting released by ID firms, specifically reported earnings.  This study investigates two aspects 

of financial reporting, earnings quality and investor earnings response, to test for differences in 

domestic and foreign earnings.  Further, I test the impact of audit quality on these associations.   

In Section 3 I test the association between international diversification and discretionary accruals, 

as a measure of earnings quality.  I find that international diversification is associated with lower 

reported discretionary accruals in general, and higher levels of income decreasing. The existence 

of a higher quality auditor only increases this gap further.  A higher quality auditor displays 
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additional conservatism in the presence of international operations.  The result for firms with 

foreign operations is higher reported income-decreasing discretionary accruals. 

In Section 4 I attempt to test investor perception earnings and I test the association 

between changes in domestic and foreign earnings and changes in firm value.  I find that 

cumulative abnormal return most appropriately reflects increases in domestic earnings. The 

existence of a higher quality auditor increases the association between decreases in foreign 

earnings and changes in firm value, as measured by CAR, reflecting additional auditor and or 

market conservatism.  In general, the results support earlier findings of an overall valuation 

discount for firms with foreign operations and demonstrate that the existence of a higher quality 

auditor actually increases the gap further. Future studies could investigate other measures of 

earnings quality to determine if there are differences between domestic and foreign firms.  
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