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The Effect of Ownership Structure on Audit Fees

ABSTRACT

This study examines the empirical relationship between the ownership structure of a firm and the audit fees. We conjecture that the level of ownership sophistication and the extent to which ownership is substantial determines the effectiveness in stockholder monitoring of financial reporting and audit process. Using a sample of 335 NYSE-listed firms audited by the Big-five auditors, we find evidence of a significantly positive relationship between diffused institutional stock ownership (i.e., having less than 5% individual shareholding) and audit fees. The result implies that such institutional shareholders collectively as a group induce firms to purchase high quality audit service, which translates into higher audit fees. Further, we find that both the average institutional percentage shareholding and blockholders’ stock ownership are negatively related to audit fees. This is consistent with the view that through active monitoring, both institutional investors with increase in concentration of individual shareholding and blockholders of common stock mitigate agency problem and control risk in financial reporting, which, in effect, reduces audit fees. Finally, it is observed that increase in managerial stock ownership is accompanied by a reduction of audit fees indicating that a firm’s control risk diminishes with increase in alignment of manager-shareholder interests, which decreases audit risk and audit fees. The study’s main results hold in various specification tests and even in case the effects of board-related variables are accounted for in the analysis. Based on the results, we suggest that by virtue of its impact on the audit process and auditor perception of client risk, the ownership composition of a firm is an important determinant of audit fees. 
Key Words: Ownership Structure, Diffused Concentrated and Substantial Stock Ownership, Financial Reporting Process, Audit Fees, Audit Intensity, Agency Problem, Corporate Governance.
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Introduction

In the present study, we examine the empirical relationship between the ownership structure of a firm and audit fees. Recently, corporate governance in financial reporting process has attracted significant regulatory attention in the wake of a series of financial scandals such as Enron and World-Com. Previous studies (e.g., Craswell et al., 1995; Craswell and Francis, 1999; Gul and Tsui, 2001; Carcello et al., 2002; Abbott et al., 2003) demonstrate that firm-specific characteristics including its governance mechanisms by virtue of their effects on audit planning and negotiation process, impact the level of audit fees. If the ownership composition of a firm determines the effectiveness of its governance and internal control, an investigation of the relationship between ownership structure and audit fees enhances our understanding of such governance. Such an analysis would provide useful insight into the effect of stockholder monitoring on financial reporting process, audit efforts and audit service fees. 

The hedonic nature of professional audit service creates opportunities to negotiate for varying degrees of audit intensity. Corporate owners and other stakeholders seek to make efficient resource allocation and other important financial decisions based on reported numbers generated by a firm’s accounting system. Auditors provide assurance about the integrity of such reported numbers, and act as a safeguard against fraudulent financial reporting. The contracted level of the audit intensity is, however, subject to corporate governance and firm ownership characteristics, both of which serve as substitute control mechanisms to the audit (Beasley and Salterio, 2001). This study examines those ownership features in order to identify the forces that drive the level of audit intensity, the effect of which is ultimately reflected in audit fees. 

Recent studies have focused on the board of director characteristics and the composition of the audit committee (Beasley and Salterio, 2001), audit fees (Abbott et al., 2003; Carcello et al., 2002), and audit hours and hourly billing rates (Bedard and Johnstone, 2004). Other studies have established a systematic link between ownership characteristics and accruals management (Balsam et al., 2002; Gul et al., 2003), long-term investment decisions by management (Wahal and McConnell, 2000), auditor selection (Kane and Velury, 2002), firm value (McConnell and Servaes, 1990), and stock prices (Jiambalvo et al., 2002). In general, these studies support the notion that institutional shareholders as a sophisticated investor group has the incentives and the means to monitor corporate management thereby acting as an alternative monitoring mechanism to the audit (Beasley and Salterio, 2001; John and Senbet, 1998). We bring the two streams of literature together by focusing on the role of ownership structure as a part of corporate governance in determining the level of audit fees. 
Our study is based on the premise that the ownership structure of a firm mitigates agency problems in financial reporting and, in turn, impacts the contracted level of audit intensity and audit fees. In particular, we examine whether stock ownership of sophisticated and substantial shareholders and of managerial personnel has a relationship with the level of audit fees. We use the following four ownership constructs: 1) diffused institutional stock ownership (i.e., institutions individually holding less than 5% of the outstanding common stock), 2) average percentage of common shares held by each institutional shareholder (a measure of concentrated individual shareholding),
 3) percentage of common shares held by outside blockholders (i.e., both institutional and non-institutional shareholders individually owning 5% or more outstanding common stock), and 4) managerial percentage stock ownership. 
The study examines the above empirical relationship between the ownership structure and audit fees for 335 New York stock exchange listed, non-regulated, industrial firms that were audited by Big-5 audit firms, and had fiscal year end on December 31, 2000. The result shows that diffused institutional stock ownership is significantly and positively related to audit fees. We suggest that this positive relationship is attributed to institutional investors’ demand for purchase of high quality audit service as a safeguard against fraudulent financial reporting, which presumably leads to greater audit efforts on the part of external auditor and higher audit fees. On the other hand, the average percentage shareholding by institutional owners is inversely related to audit fees. This suggests that increase in concentration of individual shareholding increases the economic stakes of institutional investors. This increasing financial stake induces such shareholders to actively oversee management actions in financial reporting, which has the effect of reducing audit risk and audit fees. Consistent with decrease in audit risk due to large shareholder monitoring, we also find an inverse relationship between percentage shareholdings by blockholders and audit fees. Finally, managerial stock ownership is found to be inversely related to audit fees. This supports the view that increase in managerial stock ownership brings about a greater alignment of the interests between managers and shareholders, which mitigates management’s opportunistic reporting behavior. The situation reduces audit risk and hence, the level of audit fees. The study’s result hold even when the effects of board-related variables on audit fees as documented in prior studies (e.g., Beasley and Salterio 2001; Carcello et al., 2002; Tsui et al., 2001) are controlled for in the analysis.

The study makes an incremental contribution to the growing body of audit fee literature by documenting the relationship between ownership composition and audit fees. It improves our understanding that financial reporting and audit process are differentially influenced by the monitoring of various ownership groups and that the ownership composition, as a whole, has a profound effect on the audit negotiation process, the auditor perception of client risk and the level of audit fees. 
The rest of the paper is organized as follows. The next section discusses background and hypotheses development. This is followed by discussions of research design, sample, data and results. The last section includes a discussion of the conclusions, limitations and suggestions for future studies.

Background and Hypotheses Development

The degree to which ownership is sophisticated and the extent to which it is concentrated in the hands of individual shareholders helps to determine the level of monitoring on corporate affairs including the demand for audit coverage. Kane and Velury (2002) find that firms with higher levels of shares held by institutions are more likely to select a large audit firm. The auditor may also perceive lower control risk associated with firms that have vigilant, sophisticated owners actively engaging in the monitoring of management actions. Lower control risk reduces the risk premium embedded in the audit fee structure and/or auditor’s effort to reduce audit risk (i.e., the detection risk, the risk of not being able to detect a material misstatement), which in turn, lowers the level of audit fees.

Prior studies document that audit fee increase is a function of the degree of business risk associated with the client and the audit coverage requested by the client (e.g., Bell et al., 2001). Hence, two principal factors influence an auditor’s fee structure.   First, the risk characteristic of a client that affects auditor’s business risk (i.e., litigation risk and/or loss of reputation arising out of material misstatements in reported financial numbers).
 Second, the extent of audit coverage demanded by client in order to obtain greater assurance about the integrity of reported financial numbers. 

Previous studies further produce evidence consistent with the role of corporate board and audit committee as a part of corporate governance in determining the level of audit fees. Carcello et al. (2002) find that the corporate board’s independence, diligence and expertise are positively associated with audit fees while Abbott et al. (2003) document that audit committee independence and its financial expertise are positively associated with audit fees. Their results suggest that corporate boards and audit committees reduce the likelihood of fraudulent financial reporting by inducing firms to purchase high-quality audit, which leads to higher audit fees. In another study, Tsui et al. (2001) provide evidence that a corporate board independent of its CEO is more effective in monitoring its financial reporting process, which decreases control risk and audit fees.

We suggest that the ownership structure of a firm also impacts the level of its control and detection risk and determines the demand for assurance services from its external auditor. Monitoring by large and sophisticated shareholder group influences the demand for quality audit services, the auditor’s perception of the client’s control risk, and the audit planning process. Moreover, with increase in the alignment of interests between managers and shareholders, the adverse effect of agency conflicts on financial reporting process diminishes mitigating the audit risk associated with a client and, thus, lowering the level of audit fees.

Institutional Stock Ownership and Audit Fees

The institutional investors, on average, are better informed than individual investors due to their large-scale development and analysis of private pre-disclosure information about firms (Balsam et al., 2002; Jiambalvo, et al., 2002; Wahal and McConnell, 2000). The search for private information by institutional investors is cost-effective when they hold large economic stakes in a corporation. In addition, managers of firms with substantial institutional ownership may be induced to voluntarily release a high level of pre-disclosure information to gain the confidence of institutional stockholders (El-Gazzar, 1998). Institutional investors with a large stock ownership in a firm can impose their investment objectives by introducing motions and proposals at annual meetings to counter management policies (Hessel and Norman, 1992). According to Jones (1993), institutional investors have contributed to the resignation of CEOs of major corporations such as IBM, GM and Kodak because they believed that management did not serve owners’ interests.
 

 Balsam et al. (2002) observe that institutional investors recognize earnings management more quickly and are more capable of distinguishing the discretionary and non-discretionary components of accruals than individual investors. Rajgopal and Venkatachalam (1998) suggest that institutional stockowners actively monitor the financial accounting process and, consequently, the perceived credibility of financial statement information is improved. Duggal and Millar (1999) provide two rationales for institutional investor monitoring of firm management. First, institutional investors conduct research to identify firms to invest in, thus directing scarce capital to its most efficient use. Second, a large stake in the corporation provides economic incentives for institutional managers to monitor firm performance to maximize their investment value and the marketability of their interest. Recent research supports this view. Chung et al. (2002) find that substantial institutional presence in a firm’s shareholder-mix inhibits managers from opportunistically engaging in income smoothing activities. They argue that substantial investment in a firm makes institutional investors more interested in monitoring managers’ choice of accounting techniques in financial reporting. Chung et al. (2002) further suggest that if the single institutional holding is relatively small but the collective shareholdings of institutions are high, significant monitoring will take place. Hence, institutional shareholders have the resources to monitor and discipline management; however, whether they do so is largely dependent on the size of their individual and collective shareholdings (Chung et al., 2002). 

We suggest that when institutional stockholders individually own less than 5% outstanding common shares (a threshold for substantial shareholding),
 i.e., when institutional stock ownership is diffused, the degree of monitoring corporate affairs depends on the magnitude of collective shareholdings of such diffused institutional shareholder group. When ownership is diffused at a single investor level, shareholders generally lack the incentive and ability to monitor firm activities. As collective shareholding increases however, the diffused institutional shareholders as a group become more influential in the audit procurement process to obtain greater assurance about the integrity of the reported financial numbers (Beasley and Salterio, 2001; Kane and Velury, 2002). In the process, such shareholders induce firms to have expanded audit coverage as a safeguard against fraudulent financial reporting. Alternatively, firms may purchase high quality audit to create a positive perception about their financial reporting quality when they intend to attract institutional investment (i.e., a “clientele” effect).  In either case, the expectation is the same. Audit fees are expected to increase as the aggregate level of investment by diffused institutional shareholders increases. 

Therefore, the first hypothesis is stated below in its alternative form:

H1: Ceteris paribus, the larger the percentage of common shareholdings by   

       diffused institutional investors, the greater the level of audit fees. 

Jensen and Meckling (1976) suggest that institutional shareholder activism arises due to the conflict of interest between managers and shareholders. This activism seems to be intensified when ownership gets concentrated at the hands of institutional investors. According to Shleifer and Vishny (1997), ownership concentration itself is an important determinant of effective corporate governance. Bedard and Jonstone (2004) find that auditor effort and billing rates are higher when corporate governance is weak and when earnings manipulation risk is higher. Furthermore, according to the Financial Economists Roundtable Statement on Institutional Investors and Corporate Governance (1999), a larger economic stake in a corporation provides a greater incentive for institutions to oversee management. Owners of substantial interest in a firm are likely to perceive oversight activities as cost-effective. Moreover, the larger the ownership position of an entity, the less likely it is that the entity will sell its holdings in a corporation based on short-term performance. Rather, it may monitor the firm activities to ensure managers’ value-maximizing behavior. Such heightened monitoring by shareholders assists in reducing agency problems and the firm’s internal control risk. We suggest that with increase in individual shareholding (i.e., increase in concentration of individual shareholding), institutional shareholders become more inclined to actively monitor corporate affairs including its financial reporting process, which has the effect of reducing the firm’s internal control risk. In such a situation, the auditor’s perception of business risk (i.e., its litigation risk and/or loss of reputation) associated with the client’s operation diminishes. As a result, both the risk premium in fee structure and the required audit effort decrease leading to lower audit fees (Bedard and Johnstone, 2004). 

Therefore, the second hypothesis is stated below in its alternative form: 

H2: Ceteris paribus, the greater the concentrated (average) individual shareholding of institutional investors the lower the level of audit fees.
 

Blockholder Stock Ownership and Audit Fees

Kaplan and Minton (1994) suggest that blockholder ownership helps control agency problems. Jensen (1993) argues that large shareholders (defined as individuals or institutions that simultaneously hold large debt and/or equity positions) tend to actively participate in companies’ strategic decisions. Beasley and Salterio (2001) find that audit committees are less experienced and less knowledgeable when blockholders have representation on the board of directors. They propose that blockholders act as an alternative monitoring mechanism to the audit thereby reducing the need for monitoring by the audit committee and, presumably, the degree of audit intensity demanded from the auditor. Prior studies also suggest that a large shareholder has incentives to undertake costly monitoring because it is more likely that large shareholder’s increased return from monitoring is sufficient to cover the associated monitoring costs (Grossman and Hart 1980; Shleifer and Vishny, 1986; Huddart, 1993; Gillan and Starks, 2000). Through their active monitoring, large shareholders, i.e., blockholders of common shares (i.e., both institutional and non-institutional shareholders) are expected to reduce control risk associated with financial reporting process. Decreasing control risk in such a situation leads to the reduction of risk premium imbedded in the fee structure, audit effort, and audit fees.
Therefore, the third hypothesis is stated below in its alternative form:


H3: Ceteris paribus, the larger the percentage shareholdings of blockholders the 

                   lower the level of audit fees.
 

Managerial Stock Ownership and Audit Fees


Managerial ownership is an essential factor to resolve agency conflicts (Jensen and Meckling, 1976). When there is greater separation of ownership and control, managers work more toward achieving self-serving interests, sometimes at the cost of destroying firm value.
 Warfield et al. (1995) suggest that with an increase in managerial stock ownership, a greater portion of managerial wealth is tied to the long-term value of an organization. Consequently, managers’ interests are more likely to be aligned with those of shareholders when managers own substantial portion of outstanding common shares (Gul and Tsui, 2001). Gul et al. (2003) provide evidence that lower audit fees and less earnings management occur when the shareholdings of inside directors increase. Managerial stock ownership is also negatively associated audit committee expertise and knowledge (Beasley and Salterio, 2001). Hence, managers’ opportunistic behavior and the likelihood of fraudulent financial reporting diminish as managerial stock ownership increases. This leads to a reduction in the control risk surrounding the financial accounting process resulting in decreased audit effort and audit fees.


Therefore, the fourth hypothesis is stated below in its alternative form:


H4: Ceteris paribus, an increase in managerial stock ownership is accompanied 

       by a reduction in audit fees.

Research Design


Based on previous audit fee research (Simunic, 1980; Craswell et al., 1995; Craswell and Francis, 1999; Carcello et al., 2002; Abbott et al., 2003), we employ several firm-specific variables that proxy for client size, complexity and audit risk in the analyses. Furthermore, following prior studies (e.g., Carcello et al., 2002; Tsui et al., 2001; Vafeas, 2000, 1999), we include several board related variables as additional controls for audit fees so that the incremental relationship between the ownership variables and audit fees can precisely be examined in case the effects of board-related governance on the level of audit fees are accounted for in the analysis. Consistent with most audit fee studies, we employ a single regression equation approach to test the hypothesized relationship between the ownership variables and audit fees. 


First, by employing the following cross-sectional regression model, we examine the empirical relationship between the ownership variables and audit fees in presence of several control variables used as proxies for various firm characteristics.

LAFEE = β0 + β1 LTA + β2 SUB + β3 REC + β4 INV + β5 LOSS + β6 FOROPR + β 7 CR + 

    β8 MB+ β9 LEV + β10 DINST  + β11 AVGHOLD + β12 BLOCK + β13 PMGR + ε

    ……………………….(1)


Next, we test the incremental ownership structure and audit fee relationship by including several board characteristics in addition to other firm specific controls in the following regression model.

LAFEE = β0 + β1 LTA + β2 SUB + β3 REC + β4 INV + β5 LOSS + β6 FOROPR + β 7 CR + 

                β8 MB + β9 LEV + β10 CEOIND + β11 BDMT + β12 BDS + β13 BDINDP + β14    

                DINST + β15 AVGHOLD + β16 BLOCK + β17 PMGR + ε ………………….(2)  

Variable definitions
Dependent Variable

LAFEE = Natural log of audit fees.

Firm-Specific Characteristics

LTA = Natural log of total assets.

SUB = Square root of the number of subsidiaries.

REC = Accounts receivables divided by total assets.

INV = Inventory divided by total assets.

LOSS = A dummy variable of 1 if the firm has incurred losses in any of the previous three years; 0 otherwise. 

FOROPR = Foreign sales divided by total sales.

CR = Current ratio (current assets divided by current liabilities).

LEV = Leverage ratio (long-term debt divided by total assets).

MB = Market value of equity divided by total stockholders equity.

Board Characteristics

CEOIND = Board independence of CEO; a dummy variable of 1 if CEO and chairman are different persons; 0 otherwise (i.e., 0 = CEO dominance).

BDMT = Square root of the number of board meetings.

BDS = Square root of the number of board members.

BDINDP = Percentage of non-management outside directors in the board.

Ownership Characteristics

DINST = Diffused institutional stock ownership (percentage shareholding by institutional investors who individually own less than 5% of outstanding common stock).

AVGHOLD = Average percentage of common shares held by each institutional shareholder computed as total institutional percentage stock ownership divided by the number of institutional shareholders. 
BLOCK = Percentage of common shares held by institutional and non-institutional outside shareholders who individually own 5% or more of outstanding common stock.

PMGR = Percentage of outstanding common shares held by managerial personnel.

The dependent variable is natural log of audit fees (LAFEE). The independent variables of interest are the four ownership characteristics as embodied in the hypotheses; DINST is the measure of diffused institutional ownership, AVGHOLD is the measure of average institutional shareholding, a proxy for concentrated individual shareholding, BLOCK is the measure of percentage shareholding by both institutional and non-institutional substantial shareholders and PMGR is the measure of managerial percentage stock ownership. 

The models include several firm-specific control variables, which account for the effects of such factors on the cross-sectional differences in audit fees. Client size (LTA) controls for the effect of various economic phenomena such as risk, earnings persistence, growth, profitability, regulatory costs, accounting practices and information environment. SUB, REC, INV, FOROPR proxy for the effect of audit risk and complexity. LOSS indicates a firm’s inability to pay higher fees. CR and LEV respectively control for the effects of liquidity and financial risk on audit fees while MB accounts for the effect of perceived growth prospect of a firm in the analysis.

In addition to using the above control variables, several board-related variables such as CEOIND, BDS, BDMT and BDINDP are included in the second model as additional controls in order to examine the incremental relationship between ownership variables and audit fees. The objective is to test whether ownership structure is still a significant determinant of audit fees even when the effects of both the firm-specific factors and the board-related governance variables on audit fees are accounted for in the analysis.
 

Sample Selection and Descriptive Data

The study’s sample comprises non-regulated industrial firms. From the Compustat Research Insight database, we select the firms listed on the New York Stock Exchange (NYSE) that are non-regulated, non-financial and non-service in nature. In order to use a homogeneous group of firms in the study, we consider only the industrial companies that are engaged in manufacturing and merchandising operations. Moreover, we include firms with the fiscal-year end December 31, 2000 to facilitate interpretation of results in the context of the economics of the common period, and firms audited by the Big-Five auditors. Furthermore, the audit opinions received by the sample firms were either “unqualified” or “unqualified with additional language.” Hence, the final sample comprises firms audited by the Big-Five auditors,
 who did not receive any modified going concern audit opinions. Use of a homogeneous sample of firms provides a uniform basis for analysis and interpretation of the results by implicitly controlling the effects of factors extraneous to the study.
For the final sample of 335 firms, we hand-collected the audit and non-audit fee data from the proxy statements (DEF-14A) submitted by those firms and are available in the EDGAR database of the Securities and Exchange Commission (SEC).
 The ownership data are collected from the Compact Disclosure database. The data for all other variables used in the analysis were obtained from publicly available sources (e.g., Compustat Research Insight, Compact Disclosure, 10K annual reports and proxy statements available from the SEC’s EDGAR database).  The details of the sample selection process are summarized in Panel A of Table 1.

Panel B of Table 1 reports industry distribution of sample firms. It is noteworthy that some industries are better represented in the sample than others. We conduct our main analyses by controlling for the effects of heavily represented industries as a part of robustness check. 


Descriptive data for the variables used in the study are provided in Table 2. The average (median) audit fee for the sample firms is $1.639 million ($0.666 million). The mean (median) total asset is $8,413 million (1,885 million). The sample firm on average is large in size. The mean (median) diffused institutional stock ownership is 39% (40%) of outstanding common stock while mean percentage shareholding per institutional owner is 0.55% (median: 0.41%). The mean (median) percentage shareholding by blockholders is 40% (37%).
 So, an average sample firm has substantial institutional and block shareholdings. However, the managerial stock ownership of an average sample firm is comparatively small (mean: 7%, median: 2%).


The mean percentage of non-management board members is 80% (median: 83%) while the average number of board members is 9.72 (median: 10). The average board meeting frequency is 6 (median: 5). 31% (103 out of 335 firms) of the sample firms have boards that are independent of their CEOs (i.e., the chairman and CEO are different persons). 


Table 3 reports correlation statistics among variables used in various analyses. LAFEE is significantly, positively correlated with DINST and is significantly, negatively correlated with AVGHOLD, BLOCK and PMGR. LAFEE is also positively correlated with LTA (a size proxy). All independent variables, DINST, AVGHOLD, BLOCK and PMGR are also significantly correlated with LTA.   

Among the independent variables, DINST is negatively correlated with PMGR but is not correlated with AVGHOLD and BLOCK. AVGHOLD is positively correlated with BLOCK while both AVGHOLD and BLOCK are positively correlated with PMGR. These statistically significant correlations, however, have not created any serious problem of multicollenearity as regression diagnostics for the main analysis do not indicate the existence of any such problems.

Results and Discussion

Table 4 reports the regression results of audit fees on ownership variables. We estimate the regression equation (1) and (2) by using reduced and full model to clearly illustrate the effects of ownership variables on the level of audit fees (LAFEE) in presence of other audit fee determinants as controls. Reduced model 1 regresses LAFEE on firm-specific control variables (without board-related variables). Most control variables such as LTA, SUB, INV, LOSS, FOROPR, CR, LEV and MB are significant in expected directions consistent with previous research. Full model 1 regresses audit fees (LAFEE) on ownership characteristics (DINST, AVGHOLD, BLOCK and PMGR) in the presence of other control variables. Total shareholding by diffused institutional investors  (DINST) is positive and significantly related to audit fees (p-value: 0.000) in support of the first hypothesis. Conversely, audit fees decline as the average level of institutional shareholding (AVGHOLD), blockholders shareholding (BLOCK), and the percentage of shares held by management increases (PMGR) in support of the hypotheses 2, 3 and 4. The adjusted R2 increases from 48.6% for the reduced model 1 to 55.7% for the full model 1. The incremental F statistic testing the full model 1 against the reduced model 1 is also highly significant (F = 14.034 with p-value < 0). The result, therefore, suggests that the ownership variables considered in this study are all significant determinants of audit fees in the predicted directions even after controlling the effect of firm-specific factors on audit fees in the analysis.

The reduced model 2 regresses LAFEE on both the firm-specific audit fee determinants and the board-related variables. We find that BDS and BDINDP are positive and significant consistent with prior research observations. However, CEOIND and BDMT are insignificant. Most of the other control variables such as LTA, SUB, INV, LOSS, FOROPR, CR and MB are significant in expected directions. The full model 2 regresses LAFEE on the four ownership variables (DINST, AVGHOLD, BLOCK and PMGR) in presence of other controls including board-related variables. The level of diffused institutional share ownership (DINST) is again found to be positive and significant (p-value: 0.000) supporting the first hypothesis of positive relationship between audit fees and diffused ownership. The average institutional shareholdings (AVGHOLD), total shares held by outside blockholders (BLOCK), and the percentage of shares held by managers (PMGR) are all negative and significantly associated with audit fees (p-values of 0.001, 0.064, and 0.073, respectively) providing support for our predictions in the hypotheses 2, 3 and 4 of negative relationship between these variables and LAFEE. 

The adjusted R2 increases from 53.1% for the reduced model 2 to 57.8% for the full model 2. The incremental F statistic testing the full model 2 against the reduced model 2 is also highly significant (F = 10.114; p-value < 0). The result demonstrates that though the relationship is somewhat moderated for BLOCK and PMGR in the full model 2, the ownership variables in general appears to be significant in predicted directions even in presence of board-related factors in the analysis.

The incremental F-statistics comparing the full model with the reduced model in both cases produce evidence consistent with the notion that ownership characteristics of a firm occupy a major role in influencing the level of audit fees. We suggest that ownership structure and its sophistication is an essential part of corporate governance, which differentially impacts the level of audit efforts and auditor perception about the client’s internal control risk. In this process, monitoring and control exercised by various ownership groups have effects on the level of audit fees. These results appear to remain robust even after controlling for the effects of board-related governance factors on audit fees as documented by prior research.
 

Robustness Check

Test for Size Effect

Since many variables used in the regression analyses are correlated with size (LTA), we undertake the following sensitivity analyses to test whether the study’s main results are driven by size effects. Following Simunic (1984) and Abbott et al. (2003), we deflate audit fees by the square root of total assets and regress the deflated audit fees on the independent variables in presence of other controls except LTA. We observe that though the coefficients of DINST, AVGHOLD, BLOCK and PMGR become smaller compared to the main regression results, they are still statistically significant at different levels. 

Next, we divide the total sample firms into two groups based on median total assets and estimate regressions separately for the two sub-sets of firms to test the effects of firm-size on the hypothesized relationships. For smaller firms (with less than median total assets), the results obtained are identical to the main results. All the ownership variables are found to be significant in predicted directions. For larger firms (with greater than median total assets), DINST, AVGHOLD and PMGR are significant in predicted directions consistent with the main results. The coefficient of PMGR becomes more robust while the coefficients of DINST and AVGHOLD though significant become weaker compared to their coefficients for the smaller firms. However, BLOCK is found to be insignificant. Larger firms have greater visibility and large following by various stakeholder groups. Those firms are subject to greater level of regulatory scrutiny and  governance, which moderates the role of ownership structure in monitoring and control for such firms. As a result, we find differences in the magnitude of the empirical relationships for the smaller versus the larger firms. However, besides BLOCK, the results, in general, are consistent between the larger and the smaller sample firms with the effects of all the ownership variables being more pronounced for the smaller firms.

Control for Industry Effect
Some industries in the sample have greater representation than others. We identified 13 such industries on the basis of two-digit SIC codes. To check whether the study’s results are driven by industry-related factors, we include dummy variables to control for the effects of those 13 industries in the main regression model and examine the relationship between the ownership variables and audit fees. The original results remain insensitive to the inclusion of such industry effect in the analysis.

Test for Effects of Firms Audited by Particular Big-Five Auditor


In order to test whether the study’s main results are driven by firms audited by any particular Big-five audit firm, we include dummy variables in the analysis to control for the effect of firms audited by particular Big-five auditors on the cross-sectional variation of audit fees. The results obtained are similar to the ones reported for the main analyses.
Conclusions


The purpose of the study is to examine the empirical relationship between an essential part of corporate governance, i.e., the ownership structure of a firm and the level of audit fees. Following the observations of prior studies that a firm’s ownership composition plays an important role in its governance, we cross-sectionally examine the relationship of ownership sophistication as measured by both the diffused institutional stock ownership and the average stock ownership concentration for individual institutional investors with audit fees. We also test the relationship of percentage stock ownership of both the institutional and non-institutional blockholders (substantial shareholders) and of managerial personnel with audit fees. The study’s results suggest that ownership characteristics of a firm significantly influence the level of audit fees. 

The result produces evidence consistent with the view that an increase in collective shareholding of diffused institutional stockholders (individually owning less than 5% of outstanding common shares) leads to increase in demand for the purchase of high-quality audit service, which translates into higher audit fees. On the other hand, concentrated shareholding at the hand of individual institutional owner leads to greater institutional monitoring on corporate affairs, which mitigates the adverse effects of agency conflicts in financial reporting. This increased shareholder monitoring reduces internal control risk in an organization and is associated with reduced audit efforts and audit fees. We find similar negative association between the non-management blockholder stock ownership and audit fees. Finally, managerial stock ownership is negatively related to the level of audit fees indicating that an increase in alignment of manager-shareholder interests as a result of increase in managerial percentage shareholding reduces control and audit risk, and the level of audit fees. The original results of the study hold in various specification checks and are more robust for smaller firms than for larger firms. Our results suggest that various ownership groups by virtue of their monitoring of corporate affairs could influence both the audit planning and execution process and the negotiation of audit fees. 

The study extends the growing body of governance literature examining the relationship between corporate governance mechanisms and various facets of financial reporting and audit processes (e.g., Beasley, 1996; Dechow et al., 1996; Carcello et al., 2002; Abbott et al., 2003). Given the growing interest of accounting profession, business community and regulators in the relationship between governance mechanisms and audit process, the present study is an important addition to audit fee literature. It helps us understand the impact of ownership structure on audit and financial reporting process, and hence, on the level of audit fees. 

The results should, however, be interpreted with some care. We consider only a specific group of firms that are non-regulated, industrial and NYSE-listed with fiscal year end of December 31. The sample firms were audited only by the Big-five auditors, and did not receive any modified going-concern audit opinion during the sample period. To ensure external validity of the study’s result, a useful extension would be to test the effects of ownership structure on audit fees for firms with non-December 31 fiscal year end, firms engaged in other industries such as financial and service sector, firms that are audited by non Big-five auditors and firms who receive modified or going-concern audit opinions. 

In addition, the study should be extended to firms listed in other stock exchanges like NASDAQ. The NASDAQ firms are, on average, more growth-oriented compared to the NYSE firms. Hence, it would be interesting to examine whether the present study’s result holds for such high-growth firms since Gul and Tsui (1998, 2001) observe that agency problem with free cash flow is lower in high-growth firms as compared to low-growth firms.

An alternative interpretation of our results is that a part of the positive relationship between diffused institutional stock ownership and audit fees might be attributed to increase in audit fees without corresponding increase in audit quality (i.e., there is a simultaneous increase in institutional stock ownership and audit fees without much change in audit quality). Likewise, an inverse relationship between concentrated individual shareholding of institutional investors, block shareholdings, and audit fees might be partly driven by the effect of correlated omitted variables in the study. We control the effects of several exogenous factors on audit fees as documented in prior studies but are not sure that we have successfully accounted for the effects of all possible variables at the firm level. Furthermore, the inverse relationship between managerial stock ownership and audit fees might be the result of managerial strategy of requiring less audit coverage because of an increase in management’s entrenchment of interest in firms. 
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Table 1: Sample Selection and Industry Distribution of Sample Firms

Panel A: Sample Selection

	Total number of firms listed on NYSE
	 
	2,593

	(as per Compustat Research Insight database)
	 

	Less: Firms with non December 31 fiscal year end
	860

	Firms with fiscal year end on December 31, 2000 
	 
	1,733

	 
	
	
	
	 
	 

	Less: Number of firms in financial industry
	 
	(581)

	          Number of firms in regulated industry
	(276)

	          Number of firms in service industry
	 
	(154)

	Number of non-regulated industrial firms
	        722

	 
	
	
	
	 
	 

	Less: Firms with incomplete data for regression variables 
	(250)

	         for the sample time period 
	 
	 

	         Firms with incomplete ownership data for analysis in
	(89)

	         Compact Disclosure database
	 
	 

	         Firms audited by non-Big five auditors
	(48)

	 
	 
	 
	 
	 
	 

	Number of firms finally selected for the study
	335


Panel B: Industry Distribution of Sample Firms (Based on two-digit SIC Code)

	 
	 
	 
	 
	 
	 
	 
	 

	Industries
	 
	No. of
	Industries
	 
	No. of

	 
	 
	 
	firms
	 
	 
	 
	firms

	 
	
	 
	 
	 
	
	
	 

	Metal Mining:
	 
	  6
	Glass, glass ware and cement:
	 5

	Crude petroleum and 
	 
	Iron and steel products:
	18

	natural gas; field and
	 
	 
	Metal industries:
	
	16

	exploration activities:
	 
	  32 
	Engines, turbines, industrial,
	

	Non-metalic minerals:
	 
	  4
	and construction and mining machinery:
	34

	Heavy construction:
	 
	  4
	Power distribution transformer;
	

	Dairy and food products:
	 12
	electrical and industrial apparatus:
	25

	Textile and fabric mills:
	  4
	Motor vehicle and passanger
	

	Lumber and wood products:
	   8
	car bodies:
	
	21

	Home and office furniture:
	   6
	Industrial instrument:
	14

	Pulp and paper mills:
	 
	 16
	Jewelry and precious metals:
	  5

	Printing and publishing:
	 14
	Whosale-durable goods:
	12

	Chemical and pharmaceuticals:
	  44 
	Wholesale products:
	  4

	Petroleum refining:
	 
	  10 
	Retail industry:
	
	  8

	Tires and tubes:
	 
	   7
	Conglomerates:
	
	  4

	Leather and leather products:
	   2
	 
	 
	 
	335


Table 2: Descriptive Data for Final Sample of 335 Firms

Panel A: Descriptive Data for Continuous Variables

	
	
	
	Standard
	
	

	Variables
	Mean
	Median
	Deviation
	Minimum
	Maximum

	
	
	
	
	
	

	AFEE (in 000$)
	1639
	666
	2868
	3.472
	25000

	TA (in $ mil)
	8413
	1885
	33751
	65.34
	437006

	SUB
	6.31
	5.39
	4.49
	0.00
	25.28

	REC
	0.17
	0.15
	0.09
	0.00
	0.59

	INV
	0.14
	0.12
	0.10
	0.00
	0.55

	FOROPR
	0.20
	0.14
	0.21
	0.00
	1.00

	CR
	1.88
	1.55
	1.25
	0.42
	10.40

	LEV
	0.23
	0.21
	0.15
	0.00
	0.85

	MB
	2.83
	1.95
	5.37
	-49.26
	55.86

	BDMT
	6
	5
	2.60
	3
	14

	BDS
	9.72
	10
	2.46
	5
	15

	BDINDP
	0.80
	0.83
	0.12
	0.33
	1.00

	DINST
	0.39
	0.40
	0.19
	0.00
	0.95

	AVGHOLD
	0.0055
	0.0041
	0.0047
	0.0001
	0.0373

	BLOCK
	0.40
	0.37
	0.23
	0.00
	1.00

	PMGR
	0.07
	0.02
	0.13
	0.00
	0.88


Panel B: Descriptive Data for Dummy Variables

	
	
	
	No. of firms
	No. of firms

	Variables
	Mean
	Median
	coded "1"
	coded "0"

	
	
	
	
	

	LOSS
	0.37
	0.00
	124
	211

	CEOIND
	0.31
	0.00
	103
	232

	
	
	
	
	


Variable definitions

AFEE = Audit fees.

TA = Total assets.

SUB = Square root of number of subsidiaries.

REC = Accounts receivables divided by total assets.

INV = Inventory divided by total assets.

LOSS = A dummy variable of 1 if the firm has incurred loss in any of the previous three years; 0 otherwise.

FOROPR = Foreign sales divided by total sales indicating the extent of involvement in foreign operations.

CR = Current ratio computed as current assets divided by current liabilities.

LEV = Leverage ratio computed as long term debt divided by total assets.

MB = Equity market value divided by total stockholders equity.

CEOIND = Board independence of CEO. A dummy variable of 1 if CEO and chairman are different persons; 0 otherwise (i.e., 0 = CEO dominance).

BDMT = Number of board meetings.

BDS = Number of board members.

BDINDP = Percentage of non-management outside directors in the board.

DINST = Diffused institutional stock ownership, i.e., percentage shareholding by institutional investors who individually own less than 5% of outstanding common stock.

AVGHOLD = Average percentage of outstanding common shares held by each institutional owner; a measure of concentrated institutional shareholdings.

BLOCK = Percentage of common shares held by non-management (institutional plus non-institutional) shareholders individually owning 5% or more of outstanding common stock.

PMGR = Percentage of outstanding common shares held by managerial personnel.

Table 3: Correlation Statistics for Variables used in the Analyses

N = 335

	Variables
	LAFEE
	LTA
	SUB
	REC
	INV
	LOSS
	FOROPR
	CR
	LEV
	MB

	
	
	
	
	
	
	
	
	
	
	

	LAFEE
	1.000
	
	
	
	
	
	
	
	
	

	LTA
	0.632**
	1.000
	
	
	
	
	
	
	
	

	SUB
	0.475**
	0.363**
	1.000
	
	
	
	
	
	
	

	REC
	0.141**
	0.172**
	0.064
	1.000
	
	
	
	
	
	

	INV
	-0.080
	-0.230**
	-0.091
	0.255**
	1.000
	
	
	
	
	

	LOSS
	-0.014
	-0.053
	-0.128*
	-0.094
	-0.114*
	1.000
	
	
	
	

	FOROPR
	0.221**
	0.132*
	0.131*
	0.010
	-0.047
	0.008
	1.000
	
	
	

	CR
	-0.221**
	-0.237**
	-0.182**
	-0.008
	0.208**
	-0.027
	-0.050
	1.000
	
	

	LEV
	0.050
	0.023
	0.060
	-0.183**
	-0.148**
	0.106
	0.013
	-0.135*
	1.000
	

	MB
	0.186**
	0.160**
	0.162**
	-0.010
	-0.088
	0.106
	0.013
	-0.135*
	-0.063
	1.000

	CEOINDP
	-0.166**
	-0.089
	-0.165**
	-0.044
	0.083
	0.052
	-0.019
	0.166*
	-0.087
	-0.080

	BDMT
	0.096
	0.109
	-0.018
	-0.029
	-0.090
	0.185**
	0.096
	-0.103
	0.059
	0.007

	BDS
	0.497**
	0.482
	0.291**
	0.074
	-0.134*
	-0.118*
	0.106
	-0.237**
	0.037
	0.128*

	BDINDP
	0.258**
	0.118*
	0.106
	0.006
	-0.001
	-0.026
	0.088
	-0.207**
	0.118*
	0.082

	DINST
	0.340**
	0.182**
	0.218**
	0.025
	0.049
	-0.013
	-0.013
	0.099
	-0.249**
	0.015

	AVGHOLD
	-0.458**
	-0.371**
	-0.336**
	0.007
	0.161**
	0.076
	-0.138*
	0.106
	0.037
	-0.181**

	BLOCK
	-0.293**
	-0.313**
	-0.259**
	0.002
	0.178**
	0.062
	-0.034
	0.175**
	0.127*
	-0.120*

	PMGR
	-0.262**
	-0.202**
	-0.068
	0.040
	0.082
	0.034
	-0.057
	0.012
	0.065
	-0.035


Note: **indicates significant at 1% level; * indicates significance at 5% level (two-tailed). All variables are defined in previous sections 

           except LAFEE and LTA, which are log transformed audit fees and total assets respectively for the purpose of the analysis.

Table 3: Correlation Statistics (Continued)

No. of observations: 335

	Variables
	CEOINDP
	BDMT
	BDS
	BDINDP
	DINST
	AVGHOLD
	BLOCK
	PMGR

	
	
	
	
	
	
	
	
	

	LAFEE
	
	
	
	
	
	
	
	

	LTA
	
	
	
	
	
	
	
	

	SUB
	
	
	
	
	
	
	
	

	REC
	
	
	
	
	
	
	
	

	INV
	
	
	
	
	
	
	
	

	LOSS
	
	
	
	
	
	
	
	

	FOROPR
	
	
	
	
	
	
	
	

	CR
	
	
	
	
	
	
	
	

	LEV
	
	
	
	
	
	
	
	

	MB
	
	
	
	
	
	
	
	

	CEOIND
	1.000
	
	
	
	
	
	
	

	BDMT
	-0.045
	1.000
	
	
	
	
	
	

	BDS
	-0.088
	0.054
	1.000
	
	
	
	
	

	BDINDP
	-0.237**
	0.024
	0.210**
	1.000
	
	
	
	

	DINST
	-0.158**
	0.091
	0.160**
	0.060
	1.000
	
	
	

	AVGHOLD
	0.042
	-0.027
	-0.334**
	-0.140*
	-0.009
	1.000
	
	

	BLOCK
	0.078
	-0.038
	-0.186**
	-0.037
	0.079
	0.353**
	1.000
	

	PMGR
	0.159**
	-0.003
	-0.195**
	-0.181**
	-0.339**
	0.215**
	0.200**
	1.000

	
	
	
	
	
	
	
	
	


Note: ** indicates significance at 1% level; * indicates significance at 5% level (two-tailed).

Variable definitions

LAFEE = Natural log of audit fees.

LTA = Natural log of total assets.

SUB = Square root of number of subsidiaries.

REC = Accounts receivables divided by total assets.

INV = Inventory divided by total assets.

LOSS = A dummy variable of 1 if the firm has incurred loss in any of the previous three years; 0 otherwise.

FOROPR = Foreign sales divided by total sales indicating the extent of involvement in foreign operations.

CR = Current ratio computed as current assets divided by current liabilities.

LEV = Leverage ratio computed as long term debt divided by total assets.

MB = Equity market value divided by total stockholders equity.

CEOIND = Board independence of CEO. A dummy variable of 1 if CEO and chairman are different persons; 0 otherwise (i.e., 0 = CEO dominance).

BDMT = Square root of the number of board meetings; a measure of board diligence.

BDS = Square root of the number of board members; a measure of board effectiveness.

BDINDP = Percentage of non-management outside directors in the board.

DINST = Diffused institutional stock ownership, i.e., percentage shareholding by institutional investors who individually own less than 5% of outstanding common stock.

AVGHOLD = Average percentage of outstanding common shares held by each institutional owner; a measure of concentrated institutional shareholdings.

BLOCK = Percentage of common shares held by non-management (institutional plus non-institutional) shareholders individually owning 5% or more of outstanding common stock.

PMGR = Percentage of outstanding common shares held by managerial personnel.

Table 4: Cross-sectional Regression of Audit Fees on Ownership and Other Control 

   Variables

Model 1: LAFEE = β0 + β1 LTA + β2 SUB + β3 REC + β4 INV + β5 LOSS + β6 FOROPR + β 7 CR + β8 MB

   + β9 LEV + β10 DINST  + β11 AVGHOLD + β12 BLOCK + β13 PMGR + ε
Model 2: LAFEE = β0 + β1 LTA + β2 SUB + β3 REC + β4 INV + β5 LOSS + β6 FOROPR + β 7 CR + β8 MB

   + β9 LEV + β10 CEOIND + β11 BDMT + β12 BDS + β13 BDINDP + β14 DINST + β15

     AVGHOLD + β16 BLOCK + β17 PMGR + ε

No. of observations: 335

	 
	                    Reduced model 1
	 
	                     Full model 1
	 
	                     Reduced model 2
	 
	                     Full model 2
	 

	Variable
	Coeff.
	p-value
	Coeff.
	p-value
	Coeff.
	p-value
	Coeff.
	p-value

	 
	 
	 
	 
	 
	 
	 
	 
	 

	Intercept
	12.070
	0.000
	12.179
	0.000
	9.239
	0.000
	9.976
	0.000

	LTA
	0.515
	0.000
	0.418
	0.000
	0.430
	0.000
	0.368
	0.000

	SUB
	0.265
	0.000
	0.187
	0.000
	0.237
	0.000
	0.177
	0.000

	REC
	0.023
	0.292
	0.047
	0.118
	0.023
	0.286
	0.043
	0.131

	INV
	0.092
	0.017
	0.095
	0.010
	0.088
	0.018
	0.088
	0.014

	LOSS
	0.066
	0.052
	0.066
	0.040
	0.083
	0.018
	0.079
	0.018

	FOROPR
	0.117
	0.002
	0.115
	0.001
	0.101
	0.005
	0.105
	0.002

	CR
	-0.053
	0.099
	-0.071
	0.039
	-0.002
	0.480
	-0.033
	0.205

	MB
	0.075
	0.033
	0.068
	0.036
	0.059
	0.066
	0.058
	0.060

	LEV
	0.029
	0.024
	0.047
	0.110
	0.011
	0.394
	0.030
	0.213

	 
	 
	 
	 
	 
	 
	 
	 
	 

	CEOIND
	 
	 
	 
	 
	-0.046
	0.123
	-0.017
	0.324

	BDMT
	 
	 
	 
	 
	0.021
	0.298
	0.007
	0.426

	BDS
	 
	 
	 
	 
	0.191
	0.000
	0.148
	0.001

	BDINDP
	 
	 
	 
	 
	0.118
	0.002
	0.091
	0.010

	 
	 
	 
	 
	 
	 
	 
	 
	 

	DINST
	 
	 
	0.172
	0.000***
	 
	 
	0.159
	0.000***

	AVGHOLD
	 
	 
	-0.156
	0.000***
	 
	 
	-0.132
	0.001***

	BLOCK
	 
	 
	-0.066
	0.054*
	 
	 
	-0.056
	0.064*

	PMGR
	 
	 
	-0.079
	0.026**
	 
	 
	-0.053
	0.073*

	 
	 
	 
	 
	 
	 
	 
	 
	 

	F-statistic
	36.045
	 
	33.278
	 
	30.045
	 
	27.963
	 

	Adjusted R2
	0.486
	 
	0.557
	 
	0.531
	 
	0.578
	 


***indicates significance at 1% level; ** indicates significance at 5% level and * indicates significance at 10% level. The reported p-values are all one-tailed except intercept. All variables are defined in previous sections.

Model F Tests: Full model 1 vs. Reduced model 1, F = 14.034*** (significant at 1% level).


           Full model 2 vs. Reduced model 2, F = 10.114*** (significant at 1% level).

� As defined by the SEC in Rule 13-f, institutional investors are entities such as bank trusts, insurance companies, mutual funds, and pension funds that invest funds on behalf of others and manage at least $100 million in equity. Entities such as arbitrageurs, brokerage houses, and companies holding stock for their own portfolio (as opposed to their pension funds) are not considered institutional investors by the SEC and are not required to disclose their equity investments. Institutional shareholders are often characterized as the sophisticated ownership group in various research context (e.g., Utama and Cready, 1998; El-Gazzar, 1998; Duggal and Millar, 1999; Balsam et al., 2002; Wahal and McConnell, 2000).


� Increase in client risk induces auditor to include a risk premium in the fee structure and/or step up audit efforts to reduce detection risk. Simunic and Stein (1996) suggest that auditors respond to higher business risk (i.e., risk associated with litigation or loss of reputation) by investing more in the audit and/or charging a risk premium. 


� GM’s management made major policy changes less than three weeks after a threat was made by the Council of Institutional Investors (Hessel and Norman 1992), a pension fund organization collectively owning over $1 trillion of assets and taking active part in the corporate governance. The co-chairperson of the Council has made it clear that such pressure would continue when he said: “The Council members want to meet with CFOs to make sure that their opinions are considered when policies are formulated and to ensure that management feels accountable to someone outside the firm.” Moreover, a study by Opler and Sokobin (1998) on the activism of the Council of Institutional investors provides evidence that the firms on the Council’s focus lists subsequently experienced significant improvements in operating profitability and share returns. Institutional investors attempt to improve firm-performance either through non-confrontational, long-term negotiation strategies or through confrontational strategies such as shareholder motion or proposal.











� We define less than 5% individual shareholding as diffused stock ownership. This 5% individual shareholding is considered as threshold for substantial shareholding of an investor on the basis of the SEC’s Rules 13D and 13G requiring that any person or group of persons who acquire a beneficial ownership of 5% or more of equity securities must file a schedule 13D or 13G (depending on the category of investors) reporting such acquisition together with certain other information. This 5% threshold level is also used by prior research to define substantial shareholdings (e.g., Eng and Mak, 2003). 





� We measure the concentrated shareholdings as average percentage of common shares held by each institutional owner. Increase in individual shareholding motivates institutions to actively monitor management’s strategic decisions, which reduces a firm’s control risk and ensures long-term value-maximization activities. 





� For blockholders of common shares, we include percentage shareholdings of both institutional and non-institutional shareholders who individually own 5% or more of outstanding common stock. 


� Managers often engage in non-value-maximizing activities by increasing their compensation and other perquisites, and by participating in activities that are associated with management entrenchment (Shleifer and Vishny, 1989). The adverse effects of such non-value maximizing activities can be masked by accounting manipulation (Christie and Zimmerman, 1994).





� Tsui et al. (2001) demonstrate that corporate board independent of the CEO is more effective in providing internal monitoring, which has the effect of reducing internal control risk and the level of audit fees while Klien (2002) observes that boards independent of the CEO are more effective in monitoring the financial accounting process. Vafeas (2000) finds evidence that smaller boards are more effective in overseeing the financial accounting process and limiting the level of earnings management, which improves the integrity of the reported earnings number (as reflected in improved ERC). Hence, board size is an important determinant of a firm’s control system and has impact on auditor decision regarding audit coverage. Vafeas (1999) also points out that board meeting frequency is an important dimension of board operations. Further, Carcello et al. (2002) show that the level of audit fees has positive relationship with the number of board meetings (a proxy for board diligence) and with the percentage of non-management board members. 





� Consistent with Carcello et al. (2002) and Abbott et al. (2003). Using firms audited only by Big-Five auditors provides a uniform basis of evaluating the study’s results because audit quality and brand name reputation (e.g., Craswell et al., 1995) differentially impact the level of audit fees charged by the Big-five and non Big-five audit firms. 





� The SEC’s rule (2000) requires that firms submitting their annual proxy statements on or after February 05, 2001 must separately disclose information relating to audit and non-audit fees paid to their external auditors.





� Average total institutional stock ownership (diffused plus substantial) is 59% (median: 62%) for the sample firms (not reported in table 2). Average diffused institutional shareholding as reported is 39%. Therefore, the other 20% of average total institutional shareholding are included in average blockholder stock ownership of 40%. In an average sample firm, therefore, institutional and non-institutional blockholders each own almost equal percentage of outstanding common stock.


� We perform a number of diagnostic tests relating to the main regression models employed in the study. Variance inflation factors (VIF) and condition indices suggest that the influence of multicollinearity is of inconsequential magnitude. The Durbin-Watson tests of first order auto-correlation indicate that errors are uncorrelated in successive observations. Normal probability plot does not indicate any non-normality in the data distribution. In general, residual plots do not exhibit any systematic pattern of error distribution. When plotted against various independent variables of interest, the residuals are found to be randomly distributed with no pattern. Moreover, the influence statistics, Cook’s D and DEFFITS do not indicate the presence of influential data points that might significantly affect the study’s results.
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