Ownership Composition and Nonaudit Service Fees

ABSTRACT


The present study examines the empirical relationship between the ownership composition of a firm and the relative level of nonaudit service fees. This is an extension of prior audit research investigating the association between corporate governance and nonaudit service fees. We suggest that the presence of large and sophisticated investors in a firm’s shareholder mix determines the effectiveness of stockholder monitoring on corporate affairs including financial reporting and audit management process. When the purchase of nonaudit service has the potential to create an auditor independence problem, large and sophisticated shareholders intervene in such a managerial decision and induce firms to reduce the purchase of nonaudit service from their incumbent auditors. By performing cross-sectional regression analysis for 335 New York Stock Exchange listed firms, we find evidence of a significantly negative relationship between blockholder stock ownership and nonaudit fee ratio. This is consistent with the view that blockholders actively monitor managerial decisions to purchase nonaudit service from external auditors and deter firms from disproportionately increasing the level of such purchase to preserve auditor objectivity in assurance functions. However, diffused institutional stock ownership is found to have no relationship with the nonaudit fee ratio. The study’s results hold in various specification tests, and are particularly pronounced for the medium-sized firms in the sample.
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Data: Data used in the study are obtained from publicly available sources described in the text.  

Introduction


In this study, we examine the relationship between ownership composition of a firm and nonaudit fees paid to its external auditor. We primarily focus on ownership factors that are expected to impact a firm’s decision to purchase nonaudit consulting services. The study is based on the premise that the presence of both sophisticated and large shareholders determines the effectiveness of stockholder monitoring on corporate affairs consequently influencing the management of the audit and nonaudit service process. Large economic stakes in a firm provide greater incentives to such shareholders to monitor management decisions, including the decisions relating to the financial reporting and audit process.

The provision for nonaudit service fees paid to external auditors caused significant regulatory concerns in recent years. The fear expressed by the regulators such as the chairman of the Securities and Exchange Commission (SEC) basically originated from the fact that relatively higher growth of nonaudit consulting fees has the potential to impair auditor independence by increasing the economic bond between auditor and client. In such a situation, an auditor may be forced to acquiesce to the client's demand for using questionable accounting techniques. As a result, the audit will cease to act as a safeguard against fraudulent financial reporting, increasing the probability of reporting distorted financial numbers. In order to improve transparency in the process of paying fees for nonaudit services to incumbent auditors, the SEC in its November 2000 rules prohibits certain types of nonaudit services and requires registrants to separately disclose fees paid for audit and nonaudit services in their annual proxy statements submitted on and from February 5, 2001. In a more recent development, the Sarbanes-Oxley Act of 2002, among other things, prohibits nine types of nonaudit consulting services and requires preapproval of audit committees for audit and nonaudit assignments by client companies. These rules are enforced to ensure auditor independence, so that auditors maintain their objectivity in certification functions.


Several prior studies (e.g., Frankel et al., 2002; DeFond et al., 2002; Ashbaugh et al., 2003; Chung and Kallapur et al., 2003; Reynolds et al., 2004) have addressed the regulatory concerns and examined whether nonaudit service fees adversely impact the quality of reported accounting numbers as measured by the level of abnormal accrual adjustments or influence the auditor’s opinion formulation process. Those studies have produced conflicting evidence as to whether auditors sacrifice their objectivity in exchange for retaining high nonaudit fee-paying clients.

The nonaudit service purchasing decision of a firm seems to be complex in nature. Several compelling factors might influence firms to seek help from their external auditors. On one hand, firms may need to purchase certain consulting services from their auditors because of their specialized knowledge and expertise in the industry. As a result of auditor knowledge spillover, firms may gain from cost efficiency from the joint supply of audit and nonaudit services from the same auditor. On the other hand, the joint performance of audit and nonaudit service may reduce the probability that the auditor truthfully reports a client’s financial performance or may increase the chance that auditors sacrifice their objectivity by acquiescing to a client’s pressure to use questionable accounting methods. In this backdrop, it is worthwhile to examine whether the ownership composition of a firm as a part of its governance mechanism has any impact on the relative level of nonaudit fees especially when such management action brings up the issue of auditor independence to the forefront.

In a recent study, Abbott et al. (2003) have examined whether audit committee characteristics have any bearing on the relative level of nonaudit fees. Their analysis is based on the premise that in view of recent auditor independence regulations (e.g., set forth by the Blue Ribbon Committee in 1999), an active and independent audit committee not only has incentives to limit nonaudit service (NAS) purchase but also has the decision rights to be a stakeholder in the NAS purchase decisions. Therefore, an independent and active audit committee is more likely to be proactive in its oversight activities. The results of Abbott et al. (2003) suggest that the relative level of NAS fees as compared to audit fees is lower for firms having active and independent audit committees.

Following Abbott et al. (2003), we argue that substantial and sophisticated shareholders as a part of the corporate governance mechanism can have significant influence on a firm’s decision to purchase NAS. Large economic stakes of such shareholders in a corporation induce them to monitor management actions and to be involved in the strategic decision-making process because increased return from their monitoring is sufficient to cover the associated oversight costs. Therefore, when these groups of shareholders face a situation where purchase of NAS has the potential to create an auditor independence problem, they are most likely to intervene and reduce the relative level of such consulting service purchase from external auditors.

We use the aggregate percentage stock ownership by diffused institutional investors (who individually own less than 5% of outstanding common stock) as the measure of ownership sophistication. We find that in the presence of firm-specific control factors, and board and audit committee governance variables, diffused institutional stock ownership is not related to the ratio of NAS fees to total client fees (a measure of relative NAS fee level). Furthermore, we use aggregate percentage stock ownership by blockholders (institutional plus noninstitutional shareholders), who individually own 5% or more of outstanding common stock, as the measure of substantial, large shareholding. We observe that such blockholder stock ownership is significantly, negatively related to the NAS fee ratio. Further analysis reveals that the relationship is pronounced for the sample firms in the second and third quartiles of the total assets. The results suggest that as a part of their governance, a group of sophisticated and substantial shareholders exert proactive influence on the NAS purchase decisions and reduce the level of such purchase relative to audit service. Those shareholders tend to take such action when they perceive that a high level of NAS has the potential to impair auditor independence and is instrumental in enhancing auditor-client collaborative efforts to produce distorted financial numbers. Such a large shareholder monitoring effect is, however, restricted to the medium-sized sample firms.

The rest of the paper is organized as follows. The next section discusses background and hypothesis development. This is followed by research design, sample, descriptive data, and results. The paper ends with conclusions.

Background and Hypothesis Development

I. Nonaudit Service Fees 


DeAngelo (1981) defines audit quality as the joint probability of detecting and reporting a material misstatement by an external auditor. Firms purchase nonaudit service from incumbent auditors primarily because of the benefit of knowledge spillovers. In general, joint NAS and audit production is likely to be more efficient (Simunic, 1984). However, when NAS fees are relatively high in the fee structure there is a perception that auditors compromise their objectivity in reporting functions. In view of NAS provision in fee structure, auditors must weigh the cost of reporting a financial misstatement and the opportunity cost associated with losing a particular audit engagement (Abbott et al., 2003). Though it is most likely that NAS would not adversely affect an auditor’s ability to objectively report a material misstatement, it is perceived that high-level NAS makes an auditor acquiesce to client pressure to use questionable accounting techniques (Beck et al., 1988a, b). However, Reynolds and Francis (2001) observe that reputation protection and litigation risk dominate an auditor’s reporting behavior. Further, Parkash and Venable (1993) and Firth (1997) find evidence that firms with higher agency costs are expected to acquire high-quality audit service and limit NAS purchase from their incumbent auditors to reassure investors and creditors about the integrity of financial statement information. Reynolds et al. (2004) argue that an economically rational auditor would perceive greater fee pressure from high audit fee-paying clients because audit fees are a stable, predictable revenue stream from one year to the next while nonaudit fees may not be so.


The Securities and Exchange Commission’s (SEC) 2000 rule on auditor independence is based on the notion that any level of certain nonaudit services jeopardizes auditor independence. In its final rule, the SEC stated that when nonaudit fees “become large relative to audit fees, auditor independence may be at risk.” Hence, the study on firm-specific governance factors that induce managers to reduce the level of NAS purchase would provide an interesting insight into the area of corporate governance and financial reporting quality. In a recent study, Abbott et al. (2003) have examined the relationship between audit committee characteristics and NAS purchases and observed that audit committees comprised solely of independent directors meeting at least four times a year are significantly, negatively related to the NAS fee ratio. The evidence is consistent with the view that audit committee members perceive a high level of NAS fees negatively and take actions to decrease the level of such purchase. In the present study, we focus on the relationship between ownership sophistication, as measured by the percentage shareholdings by sophisticated and substantial shareholders, and the relative level of NAS fees to examine the impact of such a governance mechanism on management’s NAS purchase decision.

II. Ownership Structure and Nonaudit Service Fees


Ownership structure of a firm determines the level of monitoring and impacts its internal control risk. An important component of such monitoring is involvement in management’s strategic decisions, which among other things includes certain key decisions with regard to financial reporting and the audit process. Various shareholder groups exert monitoring at different levels depending on their investment objectives and economic stakes in an organization. When the level of stock ownership is low, shareholders may not be engaged in monitoring firm decisions; rather, they would be more interested in making gains from the short-term price movement of their investments. However, when stockholder ownership is concentrated and substantial, the stockholders' economic stakes in a firm increase. As investors individually make substantial investment in a firm, they usually do so with long investment horizons. As a result, such substantial shareholders become more interested in monitoring management actions to increase firm value in order to proactively preserve and improve the value of their investment portfolios. As a part of their active monitoring, such large and substantial shareholders induce management to reduce purchase of nonaudit service from external auditors if they perceive that the level of significant NAS has the potential to impair the auditor’s objectivity and audit quality. 

III. Institutional Stock Ownership and Nonaudit Service Fees

The institutional investors are, on average, better informed than individual investors due to their large-scale development and analysis of private predisclosure information about firms. The search for private information by institutional investors is cost effective because of the potential benefit associated with their 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 predisclosed information to gain the confidence of institutional stockholders (El-Gazzar, 1998). Balsam et al. (2002) observe that because of their access to timely and valuable sources of firm-specific information, institutional investors could recognize earnings management more quickly and easily than individual investors. They are more capable of deciphering accrual components into discretionary and nondiscretionary parts in order to assess the reported earnings integrity. Rajgopal and Venkatachalam (1998) suggest that institutional stock owners actively monitor the financial accounting process and improve the perceived credibility of financial statement information as reflected in increased earnings response coefficients.

Though institutional investors have the opportunity, resources, and abilities to monitor, discipline, and influence firm managers, their actual action in this respect depends on the size of their individual or collective shareholdings. According to Shleifer and Vishny (1997), ownership concentration is an important determinant of corporate governance. Furthermore, the Financial Economists Roundtable Statement on Institutional Investors and Corporate Governance (1999) observes that a larger economic stake in a corporation provides greater incentives to institutions to oversee management. Large owners fully capture the economic benefits from their activism and perceive oversight activities as cost effective.
 However, when institutional investors have relatively low individual shareholdings in a firm, they do not have sufficient abilities and incentives to monitor corporate affairs and hence are less likely to engage in costly monitoring activities; rather, they tend to liquidate their investment stakes in a firm if they are unhappy with management actions and firm performance.

The preceding discussion suggests that the size of institutional investment is a key factor in determining whether institutions are inclined to engage in monitoring a firm's activities including its NAS purchase decisions. When institutional stock ownership is low (e.g., when ownership is diffused among various institutional investors with less than 5% individual shareholding), institutions are less likely to participate in management’s NAS purchase decisions in order to alleviate an auditor independence problem. However, Chung et al. (2002) suggest that if the single institutional holding is relatively small but the collective shareholdings of institutions are high, significant monitoring will take place. Therefore, as collective shareholding of such a diffused institutional shareholder group increases, the shareholders become more influential in monitoring management actions including management's NAS purchase decisions. In such a situation, such shareholders are more likely to intervene in the NAS purchase decision if the decision has the potential to impair auditor objectivity.
 

The above conflicting relationship is stated in the following null hypothesis:

H01: The relative level of nonaudit service fees compared to audit fees is not related to the percentage stock ownership of diffused institutional investors.

IV. Blockholder Stock Ownership and Nonaudit Service Fees

Kaplan and Minton (1994) suggest that blockholder stock ownership is one of the major governance mechanisms that help control an agency problem. Jensen (1993) argues that large shareholders, that is, individuals or institutions that simultaneously hold large debt and/or equity positions, tend to actively participate in companies’ strategic decisions. Prior studies also suggest that a large shareholder has the incentive to undertake monitoring or other costly control activities (e.g., Grossman and Hart, 1980; Shleifer and Vishny, 1986; Huddart, 1993) because it is more likely that a large shareholder’s increased return from monitoring is sufficient to cover the associated monitoring costs (Gillan and Starks, 2000). Moreover, the larger the ownership position of an entity, the greater is the difficulty faced by it to offload its holding in a corporation based on its short-term performance. Instead, the entity prefers to monitor the firm’s activities to ensure value-maximizing behavior of managers. Therefore, it is most likely that blockholders of common shares participate in management’s strategic decisions including the one involving NAS purchase from an incumbent auditor. Substantial investment in a firm makes portfolio governance and its long-term value maximization as the primary concern for those blockholders. Since reported financial statement information provides a major basis for evaluating portfolio performance, fair representation of financial information in all material respects is of utmost importance for such outside blockholders. As a part of their monitoring, blockholders are expected to make sure that the financial reporting process is credible and that auditors properly maintain their objectivity in certification roles. If the blockholders perceive any auditor independence problem such as the one that may arise out of the relatively high-level NAS purchase from the incumbent auditor, they will intervene in such managerial decisions and induce firms to reduce the level of NAS purchase. Alternatively, in order to earn the confidence of such large shareholder groups and to mitigate their concern about the relative level of NAS fees, managers may voluntarily reduce the level of NAS purchases from incumbent auditors to preserve the perceived auditor independence in certification functions.
 This situation is expressed in terms of the following alternative hypothesis:

Ha2: The relative level of nonaudit service fees compared to audit fees is inversely related to the blockholder percentage stock ownership.

Research Design


Consistent with previous studies (e.g. Firth, 1997; Abbott et al., 2003), we use the following cross-sectional regression to examine the empirical relation between the fee ratio and ownership variables employed in the study:

FEERATIO = β0 + β1 LTA + β2 SUB + β3 ROA + β4 MB + β5 FCF + β6 ASSETGROW + β7 AQUIS + β8 ISSUE + β9 FOROP + β10 RESTRUC + β11 LEV + β12 CEOIND + β13 BDEXP + β14 BDINDP + β15 ACEXP + β16 ACIND_DL + β17 DINST + β18 BLOCK + ε 

…….…………………………(1)

Variable definitions

FEERATIO = Nonaudit service fees divided by total client fees (audit + nonaudit).

LTA = Natural log of total assets.

SUB = Square root of the number of subsidiaries.

ROA = Return on asset computed as net income divided by average total assets. 

MB = Market-to-book ratio computed as equity market value divided by stockholders’ equity.

FCF = Free cash flow scaled by total assets. FCF is computed as: operating cash flow - capital expenditures - dividend.

ASSETGROW = Percentage change in total assets as a measure of change in firm size from one year to the next.

AQUIS = A dummy variable of 1 for firms that were involved in merger or acquisition activity; 0 otherwise.

ISSUE = A dummy variable of 1 for firms that issued new debt or equity during the year or in the previous two years; 0 otherwise.

FOROP = Foreign sales divided by total sales.

RESTRUC = A dummy variable of 1 for firms that were involved in restructuring activity during the year or in the previous two years; 0 otherwise.

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

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

BDEXP = Number of outside directorships in other firms held by outside nonmanagement board members.

BDINDP = Percentage of nonmanagement outside directors on the board.

ACEXP = A dummy variable of 1 for a firm if the audit committee had at least a member with accounting and financial expertise; 0 otherwise.

ACIND_DL = A dummy variable of 1 if a firm has an audit committee that is comprised solely of independent directors and meets at least four times in a fiscal year; 0 otherwise.

DINST = Aggregate percentage of stock ownership of institutional investors who individually own less than 5% of outstanding common stock.

BLOCK = Aggregate percentage of stock ownership of substantial shareholders (institutional + noninstitutional) who individually own 5% or more of common stock.


The dependent variable, FEERATIO, is the ratio of nonaudit fees to total client fees (audit plus nonaudit fees).
 The independent variables are diffused institutional stock ownership DINST (i.e., aggregate percentage of shareholding of institutional investors who individually own less than 5% of outstanding common shares) and blockholder percentage shareholding BLOCK (i.e., aggregate percentage of shareholding of both institutional and noninstitutional shareholders who individually own 5% or more of outstanding common stock).


The model includes several control variables to account for the effect of firm characteristics on the cross-sectional difference in fee ratio. Moreover, several important governance variables as proxies for board independence of CEO, proportion of independent directors in the board, board expertise, audit committee expertise, and wholly independent audit committee having met at least four times in a year (following Abbott et al., 2003) are additionally included in the analysis to test the incremental effect of the ownership variables of interest on the relative level of NAS fees.


Among the firm-specific controls, LTA is a measure of size and is a proxy for various economic phenomena such as risk, growth, earnings persistence, and information environment, regulatory, and political costs. SUB and FOROP are used as proxies for client complexity. ROA and MB account for the effects of profitability and growth on cross-sectional FEERATIO difference. FCF controls for the possibility that firms with greater free cash flow have greater ability to pay for nonaudit consulting services. ASSETGROW is used to control the effects of actual change in firm size from one year to the next on the fee ratio (see Reynolds et al., 2004). Following Firth (1997), we include AQUIS, ISSUE, and RESTRUC to control for the effects of new acquisition, issuance of securities and restructuring activities on the level of nonaudit consulting services from the incumbent auditor.

Sample and Descriptive Data

The study’s sample comprises nonregulated industrial firms. From the Compustat Research Insight database, we select the firms listed on the New York Stock Exchange (NYSE) that are nonregulated, nonfinancial, and nonservice in nature. In order to use a homogeneous group of firms, 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 only the Big Five auditors. Furthermore, the audit opinions received by the sample firms were either “unqualified” or “unqualified with additional language.” No sample firm changed auditor in the fiscal year 2000 or in the immediately preceding year. 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 nonaudit fee data from the proxy statements (DEF-14A) submitted by those firms and 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 a robustness check. 


Panels A and B of Table 2 provide descriptive data for the variables used in the study. The mean (median) audit fees are $1.638 million ($0.665 million) and the mean (median) nonaudit fees are $4.384 million ($1.045 million). Out of the total nonaudit fees, the average fee for information system implementation and development (ITFEE) constitutes $554 thousand (median: 0). Only 15.5% of the sample firms have purchased IT (information system implementation and development) services from their external auditors. For an average sample firm, nonaudit fees comprise 55.68% of total client fees (audit plus nonaudit fees) with the median of 57.02%. It is therefore evident that nonaudit service fees on average constitute more than half of the auditor’s total remuneration.


An average sample firm is large in size with mean (median) total assets of $8,413 million (median: $1,885 million), with size substantially varying across firms with minimum total assets of $102.34 million and maximum total assets of $437,006 million. The mean (median) diffused institutional stock ownership is 39% (40%) of outstanding common stock while the mean (median) percentage shareholding by blockholders is 40% (37%). 

The average of nonmanagement board members is 80% (median: 83%). The average number of firms in which outside board members hold directorships is 1.86 (median: 1). Of the sample firms, 31% (103 out of 335 firms) have boards that are independent of their CEOs (i.e., the chairman and CEO are different persons). Of the sample firms, 70% (235 out of 335) have audit committees with at least one member having accounting and financial expertise, while 34% (114 out of 335) of the sample firms have wholly independent audit committees that met at least four times in the fiscal year.

Panel C of Table 2 provides information about the distribution of the test and independent variables across size quartiles based on total assets. From the distribution pattern, it appears that the larger firms have both greater fee ratio with the higher level of both audit and nonaudit fees and greater percentage of blockholder shareholdings compared to the smaller firms. However, diffused institutional investors have greater percentage of shareholdings in the smaller firms compared to the larger sample firms. 

 Table 3 reports correlation statistics for the variables used in the study. FEERATIO is significantly and positively correlated with DINST (at the 10% level) and negatively correlated with BLOCK (at the 1% level). FEERATIO, DINST, and BLOCK are significantly correlated with the size variable, LTA. Many other variables such MB, SUB, ASSETGROW, AQUIS, and FOROP are correlated with LTA. As a robustness check, we test whether the main results of the study are driven by the size effects. Furthermore, these statistically significant correlations have not created any serious problem of multicollinearity, as regression diagnostics for the main analysis do not indicate the existence of any such problem.

Results and Discussions

Table 4 reports the results of the cross-sectional regression analysis. The reduced model regresses FEERATIO on the independent variables DINST and BLOCK in the presence of other firm-specific control variables. DINST is not significant (coefficient: 0.023; p-value: 0.668), a result that supports our prediction made in the first null hypothesis of no relationship between diffused institutional stock ownership and the relative level of nonaudit fees. However, BLOCK appears to be significantly negative at the 1% level (coefficient: -0.137; p-value: 0.013), which supports the prediction of the second hypothesis that the relative level of nonaudit fees is inversely related to the blockholder stock ownership. In the full model, FEERATIO is regressed on DINST and BLOCK in the presence of firm-specific controls and the board-related and audit committee governance variables. DINST again appears to be insignificant (coefficient: 0.033; p-value: 0.549), while BLOCK is significantly negative (coefficient: -0.139; p-value: 0.014). The result suggests that when the size of individual shareholding is at a low level, institutional investors are less likely to monitor corporate affairs including management’s NAS purchase decision. However, the negative relation between FEERATIO and BLOCK implies that substantial presence of institutional and noninstitutional blockholders in a firm’s shareholder mix acts as a deterrent to management’s decision to increase the NAS purchase relative to the level of audit fees. We infer that blockholders, among other things, monitor firms’ NAS purchase decisions, inducing the firms to reduce the relative level of NAS fees as a safeguard against the auditors' independence problem in the certification role.
 Most of the board-related and audit committee variables including ACIND_DL are statistically insignificant.

 
The company size, LTA, is correlated with many variables including FEERATIO, DINST, and BLOCK. The situation leads to the possibility that the significantly negative relation between FEERATIO and BLOCK might be driven by the size effects. To examine this possibility, we segregate the total sample into quartiles based on total assets (the first quartile has the smallest firms, and the fourth quartile has the largest firms) and estimate the cross-sectional regression of FEERATIO on DINST and BLOCK in the presence of other firm-specific control and board and audit committee governance variables except LTA separately for firms in each quartile. The result is reported in Table 5. We observe that in the second and third quartiles, the negative relation between FEERATIO and BLOCK is statistically significant (with p-values of 0.025 and 0.046, respectively); but in the first and fourth quartiles, the said relationship is insignificant (with p-values of 0.427 and 0.635, respectively). The FEERATIO and DINST relation is insignificant across all quartiles. This test supports the main analysis that percentage shareholding of diffused institutional investors has no relationship with the relative level of NAS fees. However, the monitoring influence of blockholders on NAS purchase decisions as inferred from the main test is largely restricted to firms belonging to the second and third quartiles; that is, the blockholder monitoring effect on the NAS purchase level is pronounced for the medium-sized sample firms. For the smallest and largest sample firms, such a relationship is not evident.

Additional Analysis

Control for Information System Implementation and Development  Fee (ITFEE)  

Prior studies suggest that installation of new information systems might give rise to additional consulting opportunities for external auditors (Firth, 1997; Abbott et al., 2003). External auditors may need to help clients to get acclimated with the operation of the new system including the generation of financial reports. This leads to the possibility that nonaudit service fees excluding ITFEE have a relation with the level of such information technology fees. To examine the effect of such a situation, we have performed a supplemental regression analysis by taking ITFEE as one of the explanatory variables and fee ratio computed by excluding ITFEE as a dependent variable. The result shows that BLOCK is still significant at the 5% level (p-value: 0.040), while DINST appears to be insignificant (p-value: 0.881). The ITFEE variable is positive and highly significant (p-value: 0.002).
 The sign and significance of all other variables remain substantially unchanged in the regression.

Control for Industry Effects

Some industries in the sample have greater representation than others. We identified 13 such industries on the basis of two-digit SIC (Standard Industrial Classification) 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 fee ratio. The original results remain insensitive to the inclusion of such industry effects in the analysis.

Test for Effects of Firms Audited by Particular Big Five Auditors

In order to test whether the study’s main results are driven by firms audited by any particular Big Five auditor, 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 fee ratio. The results obtained are similar to the ones reported for the main analyses.

Conclusions


This study examines the empirical relationship between percentage shareholdings of sophisticated investor groups such as institutional investors and substantial blockholders and the relative level of nonaudit service fees. The study is pertinent from increasing regulatory concern about the auditor independence problem that is deemed to be associated with a relatively high proportion of nonaudit consulting fees in the fee structure for external auditors. We suggest that large and sophisticated shareholders are capable of monitoring and influencing the corporate decision-making process, because they have the necessary resources and abilities to intervene in that process. Those shareholders as a group induce managers to reduce the level of NAS purchase when they perceive that such action impairs auditor objectivity in the financial reporting process. 


Our empirical test demonstrates that diffused institutional shareholders collectively as a group do not have any effect on the relative NAS fee level, as is evident from the insignificant relationship between diffused institutional stock ownership and NAS fee ratio. However, we find a reasonable support to our prediction that blockholders of common stock have a monitoring influence the relative NAS fee level. The aggregate percentage shareholding of institutional and noninstitutional shareholders is significantly, negatively related to the NAS fee ratio. The result, therefore, is consistent with the view that ownership composition of a firm as a part of its governance has an impact on management’s NAS purchase decision. Large and sophisticated shareholders in their effort to maintain effective governance in financial reporting intervene in a firm’s NAS purchase process. Such shareholders deter management from disproportionately increasing NAS purchase if they perceive that any such action impairs auditor objectivity in the certification function. Furthermore, we observe that this large shareholder influence remains significant in the analysis even after controlling the effect of several board and audit committee governance factors. Specifically, following Abbott et al. (2003), we include as one of the control factors a governance variable that captures the effect on fee ratio of the fully independent audit committee that meets at least four times in a fiscal year. In the presence of such controls, we still observe a significantly negative relationship between NAS fee ratio and blockholder percentage of shareholdings. This relationship is, however, restricted to the medium-sized sample firms. The study’s results hold in various specification tests. We suggest that the empirical link demonstrated by this study is a useful extension of the existing audit and nonaudit fee literature as it produces evidence consistent with active monitoring of a specific ownership group in ensuring audit and financial reporting quality.


This study has some limitations. We have considered only a specific group of December 31 fiscal year end industrial firms (engaged in manufacturing and/or merchandising operations) listed in the NYSE. The sample firms are audited by the Big-Five auditors. To ensure external validity of the study’s result, a useful extension would be to test the relationship between the ownership constructs and fee ratio for firms with non-December 31 fiscal year end, firms engaged in financial and service industries, firms that are audited by non Big-Five auditors and firms who received going-concern audit opinions. In addition, the study should be extended to firms listed in other stock exchanges like NASDAQ.
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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

	(per Compustat Research Insight year 2000 database)
	 

	Less: Firms with non-December 31 fiscal year end
	(860)

	Firms with December 31 fiscal year end
	 
	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 nonregulated 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, glassware and cement:
	 5

	Crude petroleum and 
	 
	Iron and steel products:
	18

	natural gas; field and
	 
	 
	Metal industries:
	
	16

	exploration activities:
	 
	  32 
	Engines, turbines, industrial,
	

	Nonmetallic 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 passenger
	

	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
	Wholesale-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 Statistics for the Final Sample
N = 335
Panel A: Descriptive Data for Continuous Variables 

	 
	 
	 
	Standard
	 
	 

	Variables
	Mean
	Median
	Deviation
	Minimum
	Maximum

	AFEE (in $000)
	1638
	665
	2868
	23.47
	25000

	NAFEE (in $000)
	4384
	1045
	10783
	0
	79700

	ITFEE (in $000)
	554
	0
	2874
	0
	35500

	FEERATIO
	0.5568
	0.5702
	0.20
	0
	0.9413

	TA (in $ mil)
	8413
	1885
	33751
	102.34
	437006

	SUB
	6.31
	5.39
	4.49
	0
	25.28

	ROA
	0.0613
	0.0534
	0.07
	-0.37
	0.33

	MB
	2.83
	1.95
	5.37
	-49.26
	55.86

	FCF
	0.0304
	0.024
	0.07
	-0.34
	0.27

	ASSETGROW
	1.1272
	1.042
	0.34
	0.30
	4.04

	FOROP
	0.20
	0.14
	0.21
	0
	1

	LEV
	0.23
	0.21
	0.15
	0
	0.85

	BDINDP
	0.80
	0.83
	0.12
	0.33
	0.98

	BDEXP
	1.86
	1
	0.85
	0
	4

	DINST
	0.39
	0.40
	0.19
	0
	0.95

	BLOCK
	0.40
	0.37
	0.23
	0
	1


Panel B: Descriptive Data for Dummy Variables

	Variables
	Mean
	Median
	   No. of firms coded "1"
	No. of firms coded "0"

	AQUIS
	0.38
	0
	126
	209

	ISSUE
	0.60
	1
	202
	133

	RESTRUC
	0.39
	0
	132
	203

	ACEXP
	0.70
	1
	235
	100

	ACIND_DL
	0.34
	0
	114
	221

	CEOIND
	0.31
	0
	103
	232


Panel C: Distribution of Variables of Interests per Size

	 
	    BASED ON TOTAL ASSETS (from lowest to highest)

	Mean
	Quartile 1
	Quartile 2
	Quartile 3
	Quartile 4

	 
	 
	 
	 
	 

	AFEE (in $000)
	303
	636
	1207
	4442

	NAFEE (in $000)
	371
	1030
	2260
	12585

	ITFEE (in $000)
	674
	1636
	3567
	17027

	FEERATIO
	0.428
	0.535
	0.566
	0.644

	DINST
	0.477
	0.357
	0.420
	0.317

	BLOCK
	0.269
	0.445
	0.389
	0.495


Variable definitions

AFEE = Audit fees.

NAFEE = Nonaudit fees.

ITFEE = Information system implementation and development fees.

FEERATIO = Nonaudit fees divided by total client (audit + nonaudit) fees.

TA = Total assets.

SUB = Square root of the number of subsidiaries.

ROA = Return on assets computed as net income divided by average total assets.

MB = Market-to-book computed as equity market value divided by stockholders’ equity.

FCF = Free cash flow scaled by total assets. FCF is computed as: operating cash flow - capital expenditures - dividend.

ASSETGROW = Percentage change in total assets as a measure of change in firm size from one year to the next.

AQUIS = A dummy variable of 1 for firms that were involved in merger or acquisition activity; 0 otherwise.

ISSUE = A dummy variable of 1 for firms that issued new debt or equity during the year or in the previous two years; 0 otherwise.

FOROP = Foreign sales divided by total sales.

RESTRUC = A dummy variable of 1 for firms that were involved in restructuring activity during the year or in the previous two years; 0 otherwise.

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

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

BDEXP = Number of outside directorships in other firms held by outside nonmanagement board members.

BDINDP = Percentage of nonmanagement outside directors in the board.

ACEXP = A dummy variable of 1 for the firm if the audit committee had at least a member with accounting and financial expertise; 0 otherwise.

ACIND_DL = A dummy variable of 1 if a firm had an audit committee that is comprised solely of independent directors and meets at least four times in a fiscal year; 0 otherwise.

DINST = Aggregate percentage of stock ownership of institutional investors who individually own less than 5% of outstanding common stock.

BLOCK = Aggregate percentage stock ownership of substantial shareholders (institutional + noninstitutional) who individually own 5% or more of outstanding common stock.

Table 3: Correlation Statistics 
N = 335
	Variables
	FEERATIO
	LTA
	SUB
	ROA
	MB
	FCF
	ASSETGROW
	AQUIS
	ISSUE
	FOROP

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	FEERATIO
	1.000
	 
	 
	 
	 
	 
	 
	 
	 
	 

	LTA
	0.282***
	1.000
	 
	 
	 
	 
	 
	 
	 
	 

	SUB
	0.266***
	0.363***
	1.000
	 
	 
	 
	 
	 
	 
	 

	ROA
	0.066
	0.027
	0.191***
	1.000
	 
	 
	 
	 
	 
	 

	MB
	0.009
	0.160***
	0.162***
	0.269***
	1.000
	 
	 
	 
	 
	 

	FCF
	0.027
	-0.010
	0.075
	0.531***
	0.206***
	1.000
	 
	 
	 
	 

	ASSETGROW
	0.062
	0.159***
	0.068
	0.205***
	0.077
	-0.027
	1.000
	 
	 
	 

	AQUIS
	0.171***
	0.268***
	0.284***
	0.077
	0.044
	0.055
	0.100*
	1.000
	 
	 

	ISSUE
	0.099*
	0.245***
	0.184***
	-0.024
	0.038
	-0.042
	0.186***
	0.265***
	1.000
	 

	FOROP
	0.085
	0.132**
	0.131**
	-0.037
	0.030
	-0.010
	0.053
	0.055
	0.099*
	1.000

	RESTRUC
	0.102*
	0.154***
	0.138**
	-0.074
	-0.033
	-0.020
	-0.009
	0.093*
	0.018
	0.125**

	LEV
	-0.034
	0.023
	0.060
	-0.122**
	-0.063
	-0.038
	-0.001
	0.070
	0.213***
	0.013

	CEOIND
	0.001
	-0.089
	-0.165
	-0.094
	-0.080
	-0.035
	0.071
	-0.050
	-0.001
	-0.019

	BDEXP
	0.040
	-0.010
	0.088
	0.012
	-0.063
	-0.062
	0.042
	-0.072
	-0.049
	-0.073

	BDINDP
	0.110**
	0.118**
	0.106*
	0.002
	0.082
	-0.003
	0.023
	0.005
	0.081
	0.088

	ACEXP
	-0.052
	-0.013
	-0.079
	0.093*
	0.044
	0.120**
	0.013
	-0.073
	-0.036
	-0.003

	ACIND_DL
	-0.010
	-0.008
	-0.082
	-0.126**
	-0.074
	-0.107**
	-0.075
	0.015
	0.042
	0.010

	DINST
	0.092*
	0.182***
	0.218***
	0.068
	-0.030
	-0.013
	-0.042
	0.110**
	0.101
	-0.013

	BLOCK
	-0.211***
	-0.207***
	-0.204***
	-0.061
	0.015
	0.005
	-0.099*
	-0.130**
	-0.170**
	0.005


Note: *** indicates significance at the 1% level; ** indicates significance at the 5% level; * indicates significance at the 10% level (based on two-tailed tests).

Table 3: Correlation Statistics (Continued)

	Variables
	RESTRUC
	LEV
	CEOIND
	BDEXP
	BDINDP
	ACEXP
	ACIND_DL
	DINST
	BLOCK

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	FEERATIO
	 
	 
	 
	 
	 
	 
	 
	 
	 

	LTA
	 
	 
	 
	 
	 
	 
	 
	 
	 

	SUB
	 
	 
	 
	 
	 
	 
	 
	 
	 

	ROA
	 
	 
	 
	 
	 
	 
	 
	 
	 

	MB
	 
	 
	 
	 
	 
	 
	 
	 
	 

	FCF
	 
	 
	 
	 
	 
	 
	 
	 
	 

	ASSETGROW
	 
	 
	 
	 
	 
	 
	 
	 
	 

	AQUIS
	 
	 
	 
	 
	 
	 
	 
	 
	 

	ISSUE
	 
	 
	 
	 
	 
	 
	 
	 
	 

	FOROP
	 
	 
	 
	 
	 
	 
	 
	 
	 

	RESTRUC
	1.000
	 
	 
	 
	 
	 
	 
	 
	 

	LEV
	0.059
	1.000
	 
	 
	 
	 
	 
	 
	 

	CEOIND
	-0.021
	-0.087
	1.000
	 
	 
	 
	 
	 
	 

	BDEXP
	-0.044
	0.064
	0.068
	1.000
	 
	 
	 
	 
	 

	BDINDP
	0.084
	0.118**
	-0.237
	-0.048
	1.000
	 
	 
	 
	 

	ACEXP
	0.059
	0.088
	0.039
	-0.034
	0.049
	1.000
	 
	 
	 

	ACIND_DL
	-0.025
	0.055
	0.040
	0.114**
	0.009
	0.083
	1.000
	 
	 

	DINST
	0.072
	0.006
	-0.158
	0.023
	0.060
	-0.010
	-0.060
	1.000
	 

	BLOCK
	-0.105**
	-0.021
	0.165***
	-0.097*
	-0.180***
	0.036
	0.043
	0.037
	1.000


Note: *** indicates significance at the 1% level; ** indicates significance at the 5% level; * indicates significance at the 10% level (based on two-tailed tests).

          All the variables are defined in previous sections.

Table 4: Cross-Sectional Regression of Fee Ratio on Ownership Variables in the Presence of

                Other Control Variables 

MODEL: FEERATIO = β0 + β1 LTA + β2 SUB + β3 ROA + β4 MB + β5 FCF + β6 ASSETGROW + β7 AQUIS + β8 ISSUE + β9 FOROP + β10 RESTRUC + β11 LEV + β12 CEOIND + β13 BDEXP + β14 BDINDP + β15 ACEXP + β16 ACIND_DL + β17 DINST + β18 BLOCK + ε

N = 335

	Variable
	                            Reduced Model
	 
	     Full Model
	 

	 
	Coefficient
	p-value
	Coefficient
	p-value

	 
	 
	 
	 
	 

	Intercept
	0.473
	0.000
	0.360
	0.000

	LTA
	0.181
	0.003
	0.179
	0.003

	SUB
	0.151
	0.012
	0.150
	0.015

	ROA
	0.016
	0.809
	0.027
	0.683

	MB
	-0.065
	0.236
	-0.063
	0.256

	FCF
	0.027
	0.665
	0.030
	0.632

	ASSETGROW
	0.006
	0.912
	-0.002
	0.972

	AQUIS
	0.059
	0.299
	0.062
	0.277

	ISSUE
	-0.004
	0.946
	-0.011
	0.854

	FOROP
	0.039
	0.459
	0.038
	0.480

	RESTRUC
	0.030
	0.577
	0.029
	0.588

	LEV
	-0.057
	0.289
	-0.054
	0.323

	CEOIND
	 
	
	0.085
	0.130

	BDEXP
	 
	
	0.022
	0.683

	BDINDP
	 
	
	0.072
	0.191

	ACEXP
	 
	
	-0.036
	0.501

	ACIND_DL
	 
	
	0.013
	0.812

	DINST
	0.023
	0.668
	0.033
	0.549

	BLOCK
	-0.137
	0.013**
	-0.139
	0.014**

	 
	 
	 
	 
	 

	Adjusted R2
	0.110
	 
	0.126 
	 


Note: ** indicates significance at the 5% level. All variables are defined in previous sections. The reported p-values are all two-tailed.

Table 5: Cross-sectional Regressions Testing the Size Effects on the Relationship between

                Ownership Variables and Fee Ratio in the Presence of Other Controls

MODEL: FEERATIO = β0  + β1 SUB + β2 ROA + β3 MB + β4 FCF + β5 ASSETGROW + β6 AQUIS + β7 ISSUE + β8 FOROP + β9 RESTRUC + β10 LEV + β11 CEOIND + β12 BDEXP + β13 BDINDP + β14 ACEXP + β15 ACIND_DL + β16 DINST + β17 BLOCK + ε 

N = 335

	Variable
	1st Quartile of total assets
	2nd Quartile of  total assets
	3rd Quartile of total assets
	4th Quartile of total assets

	 
	Coefficient
	Coefficient
	Coefficient
	Coefficient

	 
	(p-value)
	(p-value)
	(p-value)
	(p-value)

	Intercept
	-0.157
	0.479
	0.722
	0.769

	 
	(0.524)
	(0.042)
	(0.000)
	(0.000)

	SUB
	0.132
	0.397
	0.085
	0.063

	 
	(0.345)
	(0.002)
	(0.468)
	(0.603)

	ROA
	-0.086
	-0.293
	-0.017
	-0.090

	 
	(0.617)
	(0.089)
	(0.909)
	(0.570)

	MB
	-0.066
	0.165
	-0.112
	-0.284

	 
	(0.578)
	(0.228)
	(0.436)
	(0.020)

	FCF
	-0.109
	0.320
	0.137
	0.120

	 
	(0.419)
	(0.029)
	(0.318)
	(0.418)

	ASSETGROW
	0.183
	-0.014
	-0.126
	0.094

	 
	(0.233)
	(0.901)
	(0.302)
	(0.444)

	AQUIS
	0.177
	-0.016
	0.092
	0.057

	 
	(0.191)
	(0.889)
	(0.401)
	(0.631)

	ISSUE
	0.014
	-0.174
	0.114
	0.017

	 
	(0.922)
	(0.156)
	(0.391)
	(0.890)

	FOROP
	0.062
	-0.007
	0.155
	0.118

	 
	(0.625)
	(0.953)
	(0.177)
	(0.351)

	RESTRUC
	-0.057
	-0.108
	0.221
	-0.053

	 
	(0.635)
	(0.386)
	(0.057)
	(0.668)

	LEV
	0.082
	-0.156
	0.012
	-0.362

	 
	(0.492)
	(0.229)
	(0.924)
	(0.008)

	CEOIND
	0.413
	0.198
	-0.234
	-0.281

	 
	(0.002)
	(0.100)
	(0.053)
	(0.046)

	BDEXP
	-0.032
	0.111
	-0.006
	-0.009

	 
	(0.791)
	(0.390)
	(0.958)
	(0.938)

	BDINDP
	0.059
	0.001
	-0.092
	0.028

	 
	(0.632)
	(0.995)
	(0.454)
	(0.818)

	ACEXP
	0.169
	0.051
	0.032
	-0.283

	 
	(0.146)
	(0.659)
	(0.781)
	(0.021)

	ACIND_DL
	0.090
	-0.001
	-0.149
	0.085

	 
	(0.480)
	(0.995)
	(0.172)
	(0.463)

	DINST
	0.090
	-0.095
	0.007
	-0.046

	 
	(0.463)
	(0.422)
	(0.955)
	(0.719)

	BLOCK
	0.091
	-0.265**
	-0.240**
	-0.059

	 
	(0.427)
	(0.025)
	(0.046)
	(0.635)

	 
	 
	 
	 
	 

	Adjusted R2
	0.070
	0.159
	0.167
	0.102


Note: **indicates significance at the 5% level. All variables are defined in previous sections. The reported p-values are all two-tailed.   

� 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 contexts (e.g., El-Gazzar, 1998; Duggal and Millar, 1999; Balsam et al., 2002; Wahal and McConnell, 2000).





� Institutional investors attempt to improve firm performance either through nonconfrontational, long-term negotiation strategies or through confrontational strategies such as a shareholder motion or proposal. The SEC’s 1992 rules allow shareholders to directly communicate with each other. With this change in communication rules, institutional shareholders no longer need to rely on expensive proxy proposals to communicate with other shareholders. The situation has substantially decreased the cost of creating a shareholder coalition. Consequently, institutional investors started to have more direct negotiation with company management with less reliance on proxy proposals (Gillan and Starks, 2000). Furthermore, Kane and Velury (2004) suggest that institutional investors influence management in two ways. First, as large suppliers of equity capital, they have enormous influence over a significant percentage of security trade thereby directly impacting the market price of stock. This certainly gives them substantive leverage in negotiation with a firm's management. As large capital providers, they have significant power to alter a firm’s cost of capital, a vital input in a firm’s capital structure and a major component of firm valuation. Second, because of their large percentage shareholdings, institutional investors hold substantial voting rights which they can use to influence management’s strategic decisions. Kane and Velury (2004) argue that the mere potential to use voting power, as opposed to actual use, allows institutions to influence management.





� In this respect, Opler and Sokobin (1995) argue that one way for institutional investors to exert pressure on firm management is to create a third-party monitoring organization. Such an organization can serve as a focal point for diffused investors and give such investors more credibility to challenge management. Their results support this view by showing that the firms in the focus list of the Council of Institutional Investors experienced a significant increase in shareholder value. Furthermore, Black (1990) suggests that organized institutional shareholders can exercise significant clout at a fairly low cost as a result of economies of scale from their organized activism. 





� According to Shleifer and Vishny (1986), the outside blockholders may also have representatives on the board of directors or have the potential power to influence the activities of the board of directors.  The threat of dismissal of top managers is another method for alleviating the agency problem that arises because of the separation between ownership and control. The fear of antagonizing a few influential blockholders could encourage managers to act in the best interest of shareholders. Shleifer and Vishny (1986) refer to the ability of large shareholders to influence management as “jawboning.”





� We define 5% or more of individual shareholding as substantial stock ownership. This 5% of individual shareholding is considered as the threshold for substantial shareholding of an investor. The SEC’s Rule 13D and 13G require 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. The 5% threshold level is also used by prior research to define substantial shareholdings (e.g., Core et al., 1999; Eng and Mak, 2003). For blockholders of common shares, we include percentage shareholdings of both institutional and noninstitutional shareholders who individually own 5% or more of outstanding common stock. 





� We measure fee ratio as nonaudit fees divided by total (audit + nonaudit) fees paid to the incumbent auditor consistent with the SEC’s position that the proportion of nonaudit fees is useful to investors in assessing auditor independence (SEC, 2000; section III.c.5). This relative NAS fee measure is consistent with prior studies as well (e.g., Beck et al., 1988b; Parkash and Venable, 1993; Firth, 1997; Frankel et al., 2002; Abbott et al., 2003; Reynolds et al., 2004). 


� The SEC’s rule (2000) requires that firms submitting their annual proxy statements on or after February 5, 2001 must separately disclose information relating to audit and nonaudit fees paid to their external auditors during the most recent fiscal year. 





� We keep the firms that did not purchase nonaudit service in the final sample because we want our sample to be representative of the firm population (see Ashbaugh et al., 2003). The inference drawn from the main results does not change if we exclude the firms that report zero nonaudit service fees. Following the same rationale, we include the firms with no institutional or blockholder shareholdings.


� As a supplementary test, we separately regress the log of audit fee and the log of nonaudit fee on DINST and BLOCK in the presence of all other controls including governance-related variables. The coefficient of DINST is significantly positive at the 1% level, while the coefficient of BLOCK is significantly negative at the 5% level. However, when we use the construct of relative NAS fees, FEERATIO, as the dependent variable and regress it on DINST, DINST is not significant. The result suggests that the level of both the audit and nonaudit and diffused institutional stock ownership might simultaneously change with no apparent cause-and-effect relation between the variables. The observed positive relationship might be attributed to the common effects of several correlated exogenous factors because institutional investment in a firm is a complex process and is systematically influenced by many firm-specific factors. Prior studies (e.g., Aggarwal and Rao, 1990; Hessel and Norman, 1992; Cready, 1994; Duggal and Millar, 1999) document that several factors such as size, leverage, information environment, dividend yield, a firm’s membership in the S&P 500 group, and stock return volatility impact an institution’s decision to invest in a firm’s common stock. But we observe a negative relationship between the NAS fee ratio, a measure of relative level of nonaudit fees and BLOCK which is consistent with blockholder monitoring on the relative level of NAS purchase in order to preserve auditor independence.





In a separate supplemental test, FEERATIO is regressed on ACIND_DL in the presence of firm-specific and board-related and other audit committee control variables but without ownership variables. ACIND_DL is statistically insignificant (p-value: 0.901), which is contrary to the result documented by Abbott et al. (2003). The plausible reason is that our study employs several relevant firm-specific variables, for example, SUB, FOROP, ASSETGROW, FCF, MB, and ROA, and board-related governance variables, for example, BDINDP, BDEXP, and CEOIND, that make a difference in the FEERATIO and ACIND_DL relationship in a multivariate setting between the two studies. 


� In order to make sure that the main results are not confounded by firm size, we have also plotted residuals obtained from the main regression on total assets. The plot shows no systematic pattern of error distribution, which suggests that error terms are uncorrelated with firm size. Various diagnostic tests indicate that the model employed in the study is well specified. Variance inflation factors (VIF) and condition indices suggest that the influence of multicollinearity is of inconsequential magnitude. The Durbin-Watson tests of first order autocorrelation indicate that errors are uncorrelated in successive observations. The normal probability plot does not indicate any nonnormality in the data distribution. In general, residual plots do not exhibit any systematic pattern of error distribution. Moreover, the influence statistics, Cook’s D and DEFFITS, do not indicate the presence of influential data points that might significantly affect our empirical findings. 





� Abbott et al. (2003) in a similar analysis have reported ITFEE as positively significant.





PAGE  
30

