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HOW DO AUDITORS VIEW MANAGERS’ DISCLOSURE STRATEGY? THE EFFECT
OF EARNINGS GUIDANCE ON AUDIT FEES

Abstract

This paper examines whether audit clients’ earnfiogscasting policy is associated with audit
fees. We find that clients that are more likelyssue an earnings forecast, and those that issue a
greater frequency of forecasts in a particular yeay higher audit fees. Furthermore, among the
forecasting clients, we find audit fees to be hrghvaen management earning forecasts and
analyst forecasts are more optimistically biasedadidition, audit fees are higher when the
management forecasts have longer horizon. Thesétseare consistent with the argument that
auditors view clients that make forecasts (paréidulthose whose forecasts are optimistic) to be
of higher risk. These results highlight an impottpotential cost of voluntary disclosures, and
they further enrich our understanding of how audifrice their audits.

Keywords: Audit fees, Inherent risk, Fraud risk, Managemerhengs forecasts, Analyst
forecasts

Data Availability: All data employed in this study are commerciallpigable from sources
described in the text.



HOW DO AUDITORS VIEW MANAGERS’ DISCLOSURE STRATEGY? THE EFFECT
OF EARNINGS GUIDANCE ON AUDIT FEES

1. INTRODUCTION

Though there is a large body of literature on awtdny disclosure by managers there is very
little empirical evidence on whether and how audgittonsider managers’ disclosure strategies in
their assessment of a client’s audit risk. Thesdlbye of this study is to examine the effects of
corporate voluntary disclosure strategies on apdding. Specifically, we examine whether
firms that are more likely to issue frequent, opitne, long-horizon, and more precise
management earnings forecasts, have higher aedit fe

Auditors could consider firms issuing managememhiags forecasts to be of higher audit
risk for several reasons. First, they could percdhese firms to be more likely to engage in
efforts to “hype up” the company’s stock and engageaggressive earnings management,
increasing the risk of financial statement misstegets (Lang and Lundholm (2000)). Support
of this argument comes fromdontgomery’s Auditingan influential auditing manual used by
some of the Big Four Accounting Firms, which speeify mentions “unduly aggressive
earnings targets” as a factor contributing to thereased risk of fraud (O’Reilly et al. (1998)).
Academic research linking earnings forecasts taiegs management includes Jaggi and
Sannella (1995) and Kasznik (1999) who find thahaggers that made overoptimistic earnings
forecasts also managed reported earnings towase floeecasts. In other words, inherent risk is
higher for an audit client that issues an earnfogscast and even more so for a client that issues
an optimistic forecast relative to a client thaeslanot issue an earnings forecast. Thus, the
overall audit risk is expected to be higher foents that issue earnings forecasts. Auditors could

respond to a higher assessment of risk of clieat€ounting misstatements in two ways.



Auditors could either increase their effort in arde reduce their fraud risk exposure, or
alternatively, auditors could charge higher feesorder to compensate themselves for the
additional fraud risk. In both of these cases, @htar charges higher audit fees.

Second, auditors could directly perceive the rifktmation to be higher for firms that
issue earnings forecasts. Earnings forecastingui@hhas been associated with litigation risk in
a number of papers including, Baginski et al. (90®2at show that U.S. firms issue earnings
forecasts less frequently than the firms in Canadach is a less litigious country. Similarly,
Johnson et al. (2001) report that firms that atgex to a high litigation risk are more likely to
issue earnings forecast after the passage of that®Securities Litigation Reform Act of 1995.
More direct evidence is provided by Brown et aDQ2) who show that the risk of class action
securities litigation is positively associated wilie likelihood of issuing management earnings
forecasts. The fact that management earningsdstea@re still not widespread, even after the
Litigation Reform Act of 1995, suggests that castsuch forecasts (including litigation costs)
are still of concern to the management. Lawsgtsrest the audit client have a direct bearing on
the auditor’'s business risk, i.e., the risk that #uditor will suffer harm because of a client
relationship (Arens and Loebbecke (2000)inally, management forecasts could increaset audi
fees due to the additional effort required to reverecasts that are included in press releases.

Consistent with the above arguments we conjectakaudit clients that issue earnings
forecasts would be charged higher fees to compersatthe higher risk to the auditor. We

would also expect the fees to increase with fotempsmism, as greater forecast optimism could

! Skinner (1994), among others, have argued thaiiregs forecasts decrease forecasting firms’ litayatisk, in

which case audit fees would be negatively assatiaith the likelihood of issuing an earnings forstcaAuditors

may also view the issuance of earnings forecastuéside their realm of responsibility as these ttalve to be
audited, and the safe harbor rules protect the geamant and particularly the auditor from lawsuitating the
accuracy of the forecasts. If this is true, thmuld bias us against finding a positive associatietween the two.
We note that the risk of litigation may not arisenfi the issuance and accuracy of the forecastgdrts that it may
indicate certain type of management behavior thebuditor may consider to be adding to its rigkasure.



be indicative of more aggressive behavior of th@agament and hence could be associated with
a higher risk of litigation or regulatory investigm. We also examine whether audit fees are
positively associated with management forecastzbarand precision. Long horizon forecasts
are based on limited information and may have adrighance of being inaccurate. If managers
have incentives to manage earnings to meet thegc#ésts, long horizon forecasts may
necessitate more earnings management. More preceeasts could be more difficult to meet,
or could signal managerial over-confidence (Hritwad Yang (2006)).

Finally, we also examine whether, in addition tonagement forecast optimism, audit
fees are positively associated with analyst forecgdgimism. Analyst forecast optimism is
affected by management disclosure policies, ansl ¢bould be also viewed as an additional fraud
risk factor by auditors.

Using a sample of 22,505 firm-year observatioqpgasenting all firms with audit fee data
in Audit Analyticsover the period 1999-2005, we find that the likebd of issuing an earnings
forecast is positively associated with audit femsjtrolling for other determinants of audit fees
identified in prior work. We obtain similar ressiltvhen we look at the frequency of earnings
forecasts issued instead. These results are temsiwith our predictions. These results are
robust to controlling for a possible self-selectlmas arising from focusing on forecasting firms
only.

We also run additional tests on several sub-sanpidorecasting firms only, ranging in
size from 6,362 to 7,691 observations, and we tivad as the forecast horizon gets longer, audit
fees increase, and, as the management earningsasorand analyst forecasts’ optimism
increases, audit fees also increases. These rasigigest that auditors perceive these forecasts

characteristics as additional risk factors.



To the best of our knowledge, this is the firsidgtthat develops a link between two distinct
strands of accounting research — the literaturen@magement earnings forecasts and the
literature on audit pricing. Several papers (elgriGon (2000) and Dunn and Mayhew (2004))
examine how audit quality affects firm’s disclosypaicies, but our paper provides the first link
explaining how firm disclosure choices affect ayahicing. By developing this link, our paper
contributes to the existing literature in a numbérimportant ways. First, the literature on
voluntary disclosures have highlighted a numberingportant benefits of such disclosures
including a reduction in the disclosing firm’s cadtcapital and improvements in liquidity (e.qg.,
Welker (1995); Botosan (1997); Sengupta (1998);h@na et al. (2005); and Pevzner (2007)).
Despite these suggested benefits, many firms aomtio disclosure little beyond what they are
required to disclose. In the context of managenamicasts, a large proportion of the actively
traded firms rarely issue these forecasts and seelleknown companies, such as Coca-Cola,
have recently ceased to issue earnings forecaben(€t al. (2005) and Houston et al. (2005)).
These empirical results suggest that potentialscokissuing earnings forecasts are important,
and that firms choosing to make the forecasts dbesmuse for them the benefits exceed the
costs. Existing empirical research provides lichitevidence on the potential costs of
disclosures. In this paper we document some geshlt support the notion that voluntary
disclosures may in fact impose costs to the digapolrm in the form of higher audit fees. This
is a potential disclosure cost that has not beewigusly explored in the literature and this could

be a reason why earnings forecasts are not thealpre?

2 Voluntary disclosures could also be low if the qaéved benefits from such disclosures are low. Soetent
studies call into question the ultimate benefitvofuntary disclosures. Thus, Francis et al. (2088)ws that
voluntary disclosures have no cost of capital redubenefits incremental to accruals quality. didiion, Pevzner
(2007) shows that liquidity benefits associatechwiarnings forecasting appear to be very smalkaodt-lived.



Second, our study contributes to the literatureaodit pricing by documenting how
management’s disclosure behavior can affect awitask perception. This contribution is
important because auditors are in the spotlightheawake of several high-profile accounting
scandals. Thus, evidence on the relation betweslit @ricing and management earnings
forecast could contribute to our understanding @iv Fauditors perceive risks associated with
earnings forecasts and how they communicate tleeggptions to managers and capital market
participants via audit pricing.

The rest of this paper is organized as follows.e Tibxt section develops the hypotheses.
Section 3 describes our research design and theieahpnodel. Sample selection is discussed

in section 4. Section 5 presents the results aation six concludes.

2. HYPOTHESIS DEVELOPMENT
2.1 Audit fees model

Under the basic audit fee model introduced by Sim(&980), audit fees are given by:

E(c) = cq + E(d)*EE) (D),

wherec is the auditor’s per unit opportunity cost of canting the auditg is the number
of resources the auditor utilizes for conducting #udit (audit effort)E(d) is the expected
present value of possible future losses to thentdiestakeholders that may result from this
period’s audit of financial statements, a&a@)is the likelihood that the auditor will have to pay
for the losses arising from this period’'s financ&htements. The componeB{d)*E(H),
therefore, represents the present value of expéassds to the auditor from being involved with
the company’s audit. Typically, these losses aftieen litigation. These losses usually are
monetary in nature, although a loss of reputatiem lze another important consequence. As the

model indicates, higher the expected losses framghavolved with the audit, the higher should



be the fees. Higher fees could be charged either premium to cover the auditor’'s expected
litigation or reputation losses, or to compenshe&duditor for the additional audit effort required

to reduce the risks to acceptable levels,.

2.2 Management Earnings Forecasts and Audit Fees

Because their client firms are viewed to pose éighaud risk, auditors could assess their
risks to be higher. Within the scope of a regaladit, auditors are concerned with frauds that
lead financial statements to be misstated, or Bahdt lead to misappropriation of ass&8%
99). Auditors are required to assess fraud risk uisk® 82/99and design audit procedures to
address risks of fraud (O'Reilly et al., (1998)Montgomery’s Auditingspecifically urges to
auditors to consider aggressive internally-set iagentargets as a potential fraud risk factor
(O'Rellly et al., page 4-8). A management earnifiggcast can be viewed as announced
internally-set earnings target. Jensen (2002) ewrghat management forecasts contribute to
managerial myopia, with tendencies to just beattsieom earnings targets, instead of focusing
on long-term value creation. Such myopia can atsate incentives to opportunistically manage
earnings and, possibly, commit accounting fraudleéd, a number of high-profile cases of
accounting fraud specifically mention internally-s&arnings targets as a factor contributing to
the occurrence of fraud. For example, in a fedsealrities fraud court case of SEC vs. Schiff
and Lane, dealing with accounting fraud in Bridtbfers Squibb, the SEC alleges as follows:

At Schiff and Lane’s direction, BMS used finandiatentives to induce wholesalers to
buy its pharmaceutical products in excess of pigtsen demand (excess inventory) in
order to artificially inflate its results to meet its internal earnings targets and the
consensus earnings estimates of Wall Street siesuaitalysts (channel-stuffing).

3 http://www.sec.gov/litigation/complaints/comp1 9344



In addition, some academic research evidence sigpploe link between management
forecasts and earnings management tendenciesyderieies to opportunistically increase stock
prices. Kasznik (1999) found that companies thatienoptimistic forecasts have significantly
higher discretionary accruals in that year. Finalgown, et al (2005) found litigation risk to be
positively associated with the likelihood of issgimanagement forecasts. In addition, Chen
(2004) finds that forecasting firms that cannot m#wir own forecasts tend to have less
discretion over their accruals. Higher accruals associated with higher likelihood of
accounting fraud (Dechow et al. (2008) and Richamdst al. (2003)). Lang and Lundholm
(2000) provide evidence that managers sometimevalsatary disclosures to “hype up” their
firms’ stocks prior to equity offerings. A large lume of literature that links the risk of earnings
management with higher audit risk and consequémngliyer audit fees (Henninger (2001); Bell at
al. (2001); Seethamaran et al. (2002); Gul et 2008)). These studies further support the
conjecture that earnings forecasting could be @ssatwith audit fees.

In addition to the increased risk of earnings ngem@ent, earnings forecast - if not
subsequently met - can reduce the credibility ohaggment’s overall disclosure causing further
scrutiny from analysts and regulators, resultingséturities litigation, or SEC investigations.
When faced with litigation or SEC sanctions, thdisar may suffer losses “by association”, i.e.
also an auditor could lose reputational capitahdir client gets sued. The fact that the fear of
legal liability is a concern when issuing earnifg®casts, even after the passage of Safe Harbor
laws, is evidenced from Baginski et al. (2002) whshiowed that Canadian firms are more like
to issue earnings forecasts compared to US firrsuymnably because the threat of legal liability
is greater in the US. Similarly Johnson et alO@0showed that there was a significant increase

in the number of forecasts issued by firms afterghssage of Private Securities Litigation Act



of 1995 that reduced firms’ legal exposure to classion lawsuits in the US. PSLRA
significantly reduced firm’s litigation exposurerfex-post biased management forecasts, but did
so only in federal courts (Brown et al. (2005))altdition, Lang and Lundholm (2000) show that
some firms increase their voluntary disclosuresrpio equity offerings in order to “hype up”
their stock prices. Such firms suffer from sigraint price declines at offering announcements.
Because significant stock price drops are a litgatisk factor, opportunistic use of earnings
forecasts exposes auditors to litigation risk ab. we

Finally, management earnings forecasts are oftademin press releases and are
accompanied by other financial information. Eveaugh the auditor is not responsible for the
fairness of management forecasts, and does not¢ @pithem, the auditor typically reviews this
information as part of the press releagonsequently fees could be higher at the margintdu
the additional effort involved in reviewing the émasts.

Going back to equation (1), taken together, thevalaguments suggest that higher level
of management earnings forecasting results in angdif) increasing the amount of time spent
on doing the audit due to either higher perceivadd risk and/or due to having to comply with
SAS 8review requirements, and b) increasing the feestduhigher perceived fraud/litigation
risk. These arguments suggest that managemenngariarecasts are positively associated with

audit fees.

* The auditor is required to review voluntary distlees under SAS 8. More specifically, SAS 8 states:
“The auditor's responsibility with respect to infaation in a document does not extend beyond the
financial information identified in his report, atitk auditor has no obligation to perform any pdures
to corroborate other information contained in audnent However, he should read the other information
and consider whether such information, or the marufiéts presentation, is materially inconsisterithw
information, or the manner of its presentation, epapng in the financial statementd the auditor
concludes that there is a material inconsistenay should determine whether the financial statements
his report, or both require revision. If he conchsldthat they do not require revision, he shouldies=q
the client to revise the other informatigamphasis added). If the other information is retised to
eliminate the material inconsistency, he shoulds@®er other actions such as revising his report to
include an explanatory paragraph describing theeri@tinconsistency, withholding the use of hisaep
in the document, and withdrawing from the engagerhen



There could be an alternate view of the potentmapdct of management earnings
forecasts on audit fees. Some research indichsscompanies make earnings forecasts to
preempt bad news in an effort to reduce litigatisk (Skinner (1994)). These results do not
imply that companies that issue forecasts haverdwgation risk, as compared to those that do
not, but if that were the case, a negative assonidtetween management forecasts and audit
fees could exist. Based on much of the literatited above, we argue that management
forecasts would be considered to be increasingerahan decreasing, audit risk factor, and
consequently all our hypotheses are set up innaterform. Our first hypothesis relating to the
impact of forecast issuance is:

H1: Audit fees are higher for firms that issue managenearnings forecasts, relative

to firms that do not issue an earnings forecast.

If management earnings forecasts are considerkd tostly to auditors, they would also
charge higher fees to firms that issue forecastserfrequently leading us to our second
hypothesis:

H2: Audit fees are higher for firms that have eeaer frequency of management

earnings forecasts issued.

Investor litigation and SEC investigations are mdikely to be initiated when a
company’s forecasts are not met and the markas@pdointed by the actual performance of the
company that falls short of management forecasisus, additional litigation risk would arise
when management’s forecasts fall short of the 4cama risk would be the higher, the higher the

shortfall. Defining forecast optimism as the sdatkfference between the forecasted EPS and
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the actual EPS, we argue that greater the optintisenhigher would be the litigation riSkThis
conjecture is supported by the arguments in the’SE&3e against Bristol Myers’ managers that
we mention above. In addition, Hribar and YangO@&O0show that more over-confident
managers issue more optimistic management forecdsis the extent that managerial
aggressiveness is a contributing fraud risk facaditors should insure themselves against this
risk either through additional audit effort, ordhigh charging higher risk premium. This leads

us to the next hypothesis:

H3: Audit fees are higher for firms that issue moptimistic earnings forecasts.

As a firm gets closer to the end of its accounpegod, it is better able to estimate the
earnings for that period, so that management egsriorecasts made earlier in the accounting
period are likely to be less accurate, as compirdéddose made later in the accounting period. If
the lack of management forecast accuracy incretsedikelihood of a lawsuit against a
forecasting firm, longer horizon forecasts couldré@ase such risks and consequently auditor’'s
business risk and audit fees charged. Prior workBaginski and Hassell (1997) used this
measure to proxy for greater earnings uncertaintly the unobservable precision of managers’
beliefs. Brown et al. (2005) provides evidencestmw that management forecasts that are

issued earlier are associated with higher litigatisk. This leads us to the following hypothesis:

H4: Audit fees are higher, the longer the managdreamings forecast horizon.

®> Note that forecast error, as we define it, incoapes the magnitude of error in the forecasts al agethe
optimistic bias of the forecast.

® It is possible that the stock market discountsettiects of the management earnings forecast kitigms, 1996,
Rogers and Stocken, 2005, Hutton and Stocken, 280¥hich case litigation risk from such forecastaild be low
and auditors may not be concerned about the brathis case management forecast bias would havepact on
audit fees.
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Our next hypothesis links audit fees to managensamings forecast precision. Two
possibilities exist here: one, supported by limieaddence in Brown et al. (2005) is that more
precise forecasts are associated with greateatitig risk, and thus audit fees have be higher for
firms with more precise forecasts. This hypothésialso supported by intuition that firms with
more precise forecast might have greater incentiveseet their own forecasts and may manage
earnings to greater extent. This argument is alpparted by Hribar and Yang (2006) who find

that more over-confident managers issue more g@éaiecasts. Thus, our hypothesis is:

H5: Audit fees are higher for firms with more pEimanagement earnings forecasts.

On the other hand, it is also possible that ontgndi with higher quality accounting
systems issue more precise forecasts. In othersyomly if managers feel very comfortable
issuing a more precise forecast, do they do sos,Thuditors could perceive more precise
forecasts as indicators of more reliable accountmgnbers and charge lower fees. This

conjecture would suggest a negative associatiomdsgt forecast precision and audit fees.

2.3 Analyst forecasts and audit fees

Until now we had exclusively focused on managefsesarnings guidance, but many
companies depend on financial analysts to dissdmiita financial information to market
participants. Financial analysts are major “consxghof all financial disclosures, including
management earnings guidance. Research showthélyatevise their forecasts in response to
management guidance (Baginski and Hassel (199Bgsearch also shows that management
forecasts are used to correct potentially erroneanadyst beliefs, and in particular to guide
analyst forecasts to beatable levels (Cotter e2806)). Therefore, analyst forecasts could be

considered to be reflective of management’s discsfforts. If managerial disclosures to
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financial analysts are unduly optimistic, analystetasts may also be unduly optimistic ,
increasing the risk of litigation, and increasingliors’ concern with potential future litigation.
Failure to meet analyst forecasts is associatel svibstantial future stock price drops (Brown
and Caylor (2005)), increasing probability of ségulitigation against a firm, and, indirectly,
against the auditor. Analyst forecast optimismlddoe attributed to lack of adequate disclosures
on management’s part to guide the market to reakstpectations, or could be the by-product of
overall managerial over-confidence in the form ptimistically biased disclosures. In either

case, we would expect audit fees to be higher wiaiatis us to the last hypothesis:

H6: Audit fees are higher for firms with greateradyst forecast optimism.

3. RESEARCH DESIGN
3.1 The audit fee model
We test the hypotheses above using two diffelegressions of the form:

Log of audit fees = f (Management’s forecastingganesity, controls) (2)

Log of audit fees = f (Management/Analyst foregmeperties, controls) 3)

The first model uses all available observatiomnsreasting firms as well as non-
forecasting firms are included) whereas the seamiodel is estimated using the sample of
forecasting firms only. We use two measures ofldsires to capture effects of management’s
disclosure propensity on audit fees. In order dptare the main effect of the likelihood of
issuing earnings forecasts on audit fees we lodératast occurrence defined as:

FC = an indicator variable that equals 1, if thenpany issued one or more
earnings forecasts during the year; 0 otherwise;
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NFORECAST = the number of earnings forecasts issued by gaagin the current fiscal
year (non-forecasting firms are coded 0). Wharegal forecasts are
issued on the same date, we only count the dstemce.

Both measures capture management’s tendenciesue earnings forecasts. The first
measure just distinguishes forecasting firms frowa dthers, whereas the second measure puts
more weight on firms that make more forecasts dutive year. In order to perform the tests, we
merge our management forecast sample with all dtimr-forecast) firms for which we could
get requisite financial data. Control firms aretchad with the forecasting firms by fiscal period

end.

For tests of management forecast properties (m@jelwe look at the effects of
management forecast optimism, forecast horizongctmst precision, and analysts’ forecast

optimism, on audit fees. These management for@caperties are defined as:

MGOPTIMISM= Average ex-post forecast optimism over the rpyear, where forecast
optimism is defined as management’s forecasted BP8s the actual EPS
reported inCompustat, deflated by the share price at the beginninghef
fiscal period. Only point and closed range forezamte included in this
variable. For closed range forecasts, a mid-pdirth® range is taken as the
forecast estimate;

HORIZON= The average forecast horizon of all forecasisad by a firm during the year.
Forecast horizon is the number of days prior to fiteeal period end the
forecast is made;

PRECISION= Ratio of the number of point and closed rangedasts issued during the
fiscal year, to the total number of forecasts idsog the company during the
fiscal year;

ANOPTIMISM= The average analyst forecast optimism calcdlaieer the fiscal year where
forecast optimism is defined as the difference betwBES actual earnings
andIBESanalyst forecast, deflated by the beginning ofqharterCompustat
stock price (datald). All forecasts issued durihg tyear are used in
computing the average optimism.
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Tests using forecast optimism, horizon, and preciare based on a sub-sample of firms
that issued a forecast. If a firm issued multifgieecasts during a fiscal yedlGOPTIMISM,
HORIZON,andPRECISIONrepresent averages across these forecasts. Bed&GETIMISM
variable is only constructed for closed range amidtgforecasts, when this variable is included in
the model, we omiPRECISIONvariable. ANOPTIMISM also represent firm-year averages

based on all available analyst forecastBiaS

The control variables used in our audit fee mode¢sderived from prior studies such as
Simunic (1980), Craswell et al. (1995), Ashbauglalet(2003), Whisenant et al. (2003), and
Larker and Richardson (2004), to name just a féWwese studies find audit fees to be associated
with client size, complexity of client’'s operatignkquidity and solvency of the client and

industry characteristics. Using these variablesspecify the audit fee model as follo{vs:

LAUDIT =a, + a,Forecastvariables- a,LASSET+ a;BIG4 + a,ROA+ a;BTM + a4INVREC
+a;LEV + agLOSS+ a4 SQSEGH a,,SPECIAL+ a,, STDRET+ a,,QUALIFIED
+ yeardummies- industrydummies @ 4

where, the variables are defined as follows (Witmpustatiata item numbers in parentheses):

LAUDIT = the log of audit fees for the current year;
LASSET = log of total assets of the company (DATAG);
BIG4 = is an indicator variable that equals 1 if the audis one of the current

big 4 auditor and O otherwise;
ROA = Net Income (datal72), deflated by prior total asset

BTM = is the ratio of the book value of equity (DATA6@ the market value of
equity (DATA199*DATAZ25), both measured at the eridie fiscal year;

" Firm and year subscripts are suppressed for revit
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INVREC = is the sum of inventory (DATA3) and accounts reabie (DATA2) divided
by total assets;

LEV = total liabilities (DATA181) divided by total asts;

LOSS = an indicator variable that equals 1 if the compaapported negative income

before extraordinggms (DATAL8) in the current year, and 0 otherwise

SQSEG = is the square root of the number of business setgmeported by the
company;
SPECIAL = an indicator variable that equals 1 if the pamy reported non-zero

special items (DATAL17) and O otherwise;

STDRET = the standard deviation of the firm’s monthlgcit returns estimated over six
years with at least 60 valid observations available
QUALIFIED = an indicator variable that equals 1, if the pamy received a qualified opinion

from its auditor; O otherwise.

A complete listing of all variable definitions aggrs in Table 1. To control for potential
year and industry effects, we also include year miga and separate industry dummies for
Fama-French 48 unique industry groups. Based @r pesearch on audit fees, we expect
positive coefficients on firm siz& ASSET)gclient complexity and riskSQSEG, SPECIAaAnd
STDREY, financial distressLEV, LOSSand QUALIFIED), financial statement components
(INVREC) and growth opportunitie8{TM).

As discussed earlier, we run two regressions bageéelquation (4). Tests of forecasting
propensity useBC andNFORECASTas two alternatives for the “forecast variables&quation
(4) and is based on the all observations (foremgstnd non-forecasting firms). Tests of forecast
properties uses only the sub-sample of firms teatied a forecast and useSEORECAST,
MGOPTIMISM, PRECISION, HORIZOAdANOPTIMISMfor “forecast variables” in equation
(4).

[Insert Table 1 About Here]
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3.2 Heckman two-stage selection model

Forecasting firms represent a unique populatiofirofs from Compustat Several studies
show that a firm’s decision to forecast its earsimg driven by multiple factors, such as its
governance characteristics, institutional invest@mership, size, access to capital markets,
earnings volatility, eté. As such, these variables represent potential gemdmus factors which
influence both management earnings forecastingcypaind audit fees. To control for this
potential endogeneity, we employ Heckman-type seleenodel based on Ajinkya et al. (2005)
model of management earnings forecast issuancéhdrfirst stage, we estimate the firm’s
likelihood of being a forecasting firm. Specifigglive estimate the following equation:
Probability(FG+1=1) = agta;*LMVAL+a,*ROA+az*LOSS+a*LITIGATE+as*LANALIST+

a*INST+ a,*STDRET + @*BTM + ag*OUTDIR+
ac*EVENT +q 5)

FC, ROA, LOSS, BTMindSTDRETwere defined earlier. The other variables arenddf

as follows:

LMVAL = log of 1 plus the market value of equity ofranf

LITIGATE = 1if afirm is in “litigation industry” per Frans et al. (1994);

LANALYST = log of number of analyst following for a firnudng the year. Analyst
following data is from théBESdatabase;

INST = percentage of institutional ownership of a fiwmbtained from Thomson
Financial’'s CDA Spectrundatabase;

OUTDIR = percentage of independent directors on a filmard, obtained from the
Compact Disclosurdatabase;

EVENT = 1if a firm experiences a corporate event, sisch stock or debt offering,

merger and acquisition, or bankruptcy/restructyrpey SDC database.

® See, for example, Skinner (1994), Frankel etl@96), Baginski et al. (2002), and Ajinkya et 2005)



17

The second-stage regression is our audit fee n{gdelation 4).

4. SAMPLE SELECTION

Table 2 summarizes our sample selection procedBessause we requiudit Analytics
andFirst Call coverage for our sample, our sample period begii999 and ends in 2005. We
include both quarterly and annual forecasts of EB® First Call in our sample. We require
that all firms included in the sample ha®empustaquarterly and annual coverage, resulting in
the initial sample of 47,455 observations. In d@ddito annualCompustaicoverage, we require
quarterly coverage due to the need to compute neamawt forecast characteristics for both
quarterly and annual management forecasts inclirdedr sampl€.Once theCompustasample
is merged withAudit Analyticswe get 30,710 observations. We exclude obsenatioith
negative book values, and we also require at eastars ofCRSPmonthly returns in order to
compute standard deviation of stock returns, furteducing our sample size to 22,505. Out of
these 8,533 firm-year observations are forecadtings and the rest are non-forecasting firms.
This sample is used as the basis of our comparisbreudit fees of forecasting and non-

forecasting firms. Hereafter, we refer to this skngs our “Main Sample”.

[Insert Table 2 About Here]

For the Heckman two-stage tests, we require Irgtital ownership data from Thomson
Financial’'s CDA Spectrundatabase, analyst following data frdBES and directorship data
from Compact disclosuteThese data requirements reduce our sample t®d3@servations.

Hereafter, we refer to this sample as our “Hecki@ample”.

° Requiring only annual Compustat coverage woulcehasulted in about 56,668 observations.
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Finally, for our tests of forecast properties wafawe ourselves to the forecasting sample
only. We initially started with the 8,533 obsergas with management forecasts. A requirement
of availability of HORIZON and PRECISIONvariables reduces our sample to 7,691 forecasts.
IBES data availability requirement foANOPTIMISM variable reduces our sample to 6,902
forecasts, and data availability requirementN&BOPTIMISMvariable results in the sample of
6,362 forecasts. To ensure robustness of our sesoltdata-availability restrictions in this
sample, we run several specifications which inclady sub-sets of these variables. We further

refer to this sample as the “Forecast PropertiespGs.

5. RESULTS
5.1 Descriptive Statistics

Table 3 summarizes the descriptive statisticswsfroain sample. The mean and median
values ofLAUDIT are both 5.66, corresponding to the annual aedi bf about $285,000. The
mean (median) number of forecasts issued is 1. 53@@gesting that earnings forecasts are not
wide-spread across firms. Mean (median) value @4Bis 0.75 (1), indicating that most firms
covered byAudit Analyticsare audited by the “Big” accounting firms. Mearef@ian) number of
segments is 1.72 (1.73). Mean (medibASSETare 5.82 (5.79) which is consistent with the
mean (median) asset size of the gen€m@hpustapopulation (un-tabulated). Average leverage
for our sample is 0.59 which is also consistenhwiite overallCompustatpopulation and the
mean value for LOSS is 0.33 suggesting that a aobat portion of our sample is experiencing
losses, consistent with findings in prior literae.g. Klein and Marquardt (2006)). Our sample
has a mean of (median) log of analyst followin@@f9, corresponding to the average following
of about 12 analysts. Average institutional ownigrsh our sample is 39 percent and about 67

percent of the board consists of non-officers.
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[Insert Table 3 About Here]

For forecasting firms in our sample, mean fore¢#SRIZONis 142 days, suggesting
that our sample is dominated by annual forecaseanvimedian) value faAiIGOPTIMISMis
0.01 (0.00), confirming prior results, indicatirttat forecasts are on average optimistic (Rogers
and Stocken (2005)). Finally, mean (median) foregascision in our sample of 0.76 (1)
suggests that the majority of forecasts in our dampe either point or closed range forecasts.
This result is also consistent with the charadiesf the overall population of forecasting firms

(Brown et al. (2005)).

5.2 Multivariate Analyses

Table 4 describes the empirical results of testsypbtheses 1 and 2 in our Main sample.
Column 2 provides the results based BG which is the indicator variable representing
forecasting versus non-forecasting firms. Colungh@ws the results usitddFORECASWwhich
is the total number of management earnings foredgastied in four years. Our results support
predictions of hypotheses 1 and 2 as both measuegzositive and statistically significant at the
0.01 level. Signs and magnitudes of our controiabdes are in line with those documented in

the prior research on audit fees.

[Insert Table 4 About Here]

Table 5 documents Heckman-two stage estimatiortsesiiour Heckman sample. In the
first stage, we estimate the probability that enfselected is a forecasting firm (FC=1). In the
second-stage, we estimate whether a number ofngarforecasts issued during the current year

is associated with an additional forecasting afesitpremium. Prior studies in the management
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earnings forecasting determinants literature saw/@ basis of our first stage selection model
(Ajinkya et al. (2005)). The second-stage regresssoa traditional audit fee model, as is in
Panel A of Table 4. Our results indicate that gred¢vels of forecasting among forecasting
firms result in some audit fees premium (coeffitien NFORECASTs positive and significant

0.01 at 0.01 level). Hence, our results strosgiyport predictions of Hypotheses 1-2.

[Insert Table 5 About Here]

In Table 6, we report the test results of our higpees 3, 4, 5, and 6, using Forecast
Properties sample. We run four different specifomet. Our un-tabulated results show that
results of Tables 4 still hold in this sub-sampler Specification 1, consistent with our results in
Table 4, we show that an increase in number okesdarecasts is associated with higher audit
fees. Forecast horizon is not significantly assedawith audit fees. However, moogtimistic
management earnings forecasts are associated mgher audit fees (coefficient on
MGOPTIMISM of 1.09 significant at 0.01 level), suggestingtthaditors perceive forecast
optimism as an additional source of litigation riSipecification 2 differs from Specification 1 in
that it omitsMGOPTIMISMvariable because it is only constructed for pomd alosed-range
management forecasts. Specification 2 shows tleatakfficient orPRECISIONvariable is not

significant. However, the coefficient ®#ORIZONvariable is significant at 0.05 level.

[Insert Table 6 About Here]

Specifications 3 and 4 acdeNOPTIMISMvariable to the analysis. In both specifications,
the coefficient oPANOPTIMISMvariable is positive and significant 2.68, suggestihat more

optimistic analyst forecast errors result in higlaedit fees. Specification 4 shows that the
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coefficient onMGOPTIMISMis still significant at 0.05 level, albeit smali@r magnitude, 0.67,
than the coefficient on the same variable in Speatibn 1. This result suggests that auditors not
only care about managerial optimism, but also alyst optimism in pricing their audits. It
further underscores the idea that both analystcéste optimism and management forecasts’
optimism contribute to the over-valuation of a fifdensen (2002)), and over-valued firms are
more likely to commit fraud (Jones (2008)). In dabah, in this specificationHORIZON is
marginally significant, suggesting that there isnaall increase in audit fees when firms tend to
issue longer term forecasts. Hence, our empirgsllts support predictions of hypotheses 1-3,

Hypotheses 4 is marginally supported, and Hypogh®$$ not supported.

5.3 Robustness checks:

We conducted a number of additional tests to emamihether our results are sensitive to
alternative specifications. First, in tests ofefwast occurrence and forecast frequency we had
retained only one of multiple forecasts made onstimee day. We found that our results are not
sensitive to this choice. We also looked at tlegjdiency of forecasts made over a four-year
window in case the auditors examine a longer dsscko history to determine the fees and found
that our results under this specification is alsnsistent with those reported usNGORECAST
in Table 4.

Next we investigated whether our results are adfittty the passage of Sarbanes-Oxley
Act in 2003. Audit fees have increased substdpts@hce Sarbanes-Oxley and the relationship
between management’s earnings guidance and aedittaild have changed with the passage of
the act. In order to examine this we broke ourmanmto two sub-periods, (before and after
2003) and our (un-tabulated) results for the twougs were qualitatively similar indicating no

systematic shift in the hypothesized relationships.
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It is not clear whether audit fees are substalytiset towards the beginning of the audit
engagement or they can adjust as things arise glahi@ audit year. If the fees are indeed
determined early on in the fiscal year, then iurdikely to be affected by the optimism of
management forecasts or analyst forecasts of threrduyear. Consequently we looked at an
alternative specification where period t-1 valuesfbrecast properties. The unreported results
were similar to those reported in Table 6.

Finally we also added a number of additional cdntamiables to our fee model, such as a
dummy for mergers and acquisitions, a measure ofiregs volatility, and earnings quality
(discretionary accruals and accrual quality meaguend these did not substantively change our

results.

6. CONCLUSIONS

We study the association between audit fees angribygerties of management earnings
forecasts. Consistent with our expectations deeslo from extant research, auditing
practitioners’ literature, the arguments used b $tEsome high-profile accounting fraud cases,
our findings indicate that auditors view managemeatnings forecasts as a risk-increasing
factor, resulting in higher audit fees. We thusvite important evidence on a potential cost of
voluntary disclosures that has not received mutmaon in the literature. Our findings also
suggest that management’s disclosure choices atetit fees and therefore suggest that audit
fee models should include this as an additionabfaclin addition, we provide an important link
between voluntary disclosure and audit fees liteeatby showing that the economics of audits is
affected by voluntary disclosure decisions. Thigliing is important because, at least on the
surface, auditors are not directly responsibleeioipost accuracy of voluntary disclosures and

the impact of these disclosures, if erroneousjromsf shareholders.
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Future research could expand our analysis to Wleeath question of costs and benefits of
voluntary disclosures. In particular, it would Ioéeresting to know whether disclosing firms take
the audit costs into account when making theirldgae choices, and if they do, what are the

offsetting benefits of voluntary disclosure thatrdoate such choices.
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TABLE 1
Variables Definitions

FC

NFORECAST

MGOPTIMISM

HORIZON

PRECISION

ANOPTIMISM

LAUDIT
LASSET
BIG4

ROA
BTM

INVREC

LEV
LOSS

SQSEG

SPECIAL
STDRET

ISSUE
QUALIFIED

LMVAL
LITIGATE

LANALYST
OUTDIR

INST
EVENT

An indicator variables that equals 1, if a filgssues at least one EPS forecast during
the year, 0 otherwise. Data from First Call Cli8.fi

Number of EPS forecasts issued by a coypa the current fiscal year (non-
forecasting firms are coded 0). Data from Firsit CG file

Average of ex-post management earnirgedasts’ optimism during the year for a
particular firm. An individual management earnirfgsecast optimism is defined as
the difference between COMPUSTAT’s EPS and the evadfi First Call CIG’s
forecasted earnings, deflated by the beginning@fyear price. Only point and closed
range forecasts are included in this variable.dfased range forecasts, a mid-point of
the range is taken as the forecast estimate.

An average of forecast horizons of all ngeraent earnings forecasts issued by a firm
during the year. Forecast horizon is defined asmtimber of days from management
earnings forecast date to the end of the fiscabgddor which the forecast is made.

The number of point or closed range fas&issued during the year divided by the
total number of forecasts issued during the year.

The average analyst forecast optimisrituated over the fiscal year where forecast
optimism is defined as the difference between IBE®ial earnings and IBES analyst
forecast, deflated by the beginning of the quatempustat stock price (datal4). All
forecasts issued during the year are used in cangptite average optimism.
Log of audit fees for the current year aported inAudit Analytics

Log of total assets of the company (data6).

Indicator variable that equals 1, if a firmasdited by one of the “Big 4" auditors
(data149); 0 otherwise.

Net income (datal72), deflated by the averats aissets.

The ratio of book value of equity (DATA60), tanarket value of equity
(Data25*data199) both measured at the end of Hoalfyear.

Total firm inventory (DATA3) and accountscedvable (DATA2) deflated by the
average total assets.

Total liabilities (datal81)/total assets.

An indicator variable that equals 1, if incobsdore extraordinary items (DATALS) is
negative; 0 otherwise.

Square root of the number of business segmiepbrted by the company in the
Compustasegment file.

Compustat special items (data273) deflaiedverage total assets.

Standard deviation of firms’ stock returastimated using monthly returns over six
years with at least 60 valid observations available

A dummy variable equal 1 if Compustat stoskuances variable (datal08) is not
missing, and O otherwise.

An indicator variable that equals 1.tlife company received a qualified opinion from
the auditor; O otherwise.
Log (market value of common equity +1).
An indicator variable equal 1 if a firm ig@ one of the “litigious” industries as
identified in Francis et al. (1994).
Log (Total number of individual analystshe issued forecasts for a firm during the
year per IBES+1).

Percentage of independent directors on filtoard pertCompact Disclosure
Percentage of shares owned by institutionastors peCDA Spectrundatabase.
Indicator variable that equals 1 if a firmdha new stock or debt offering, experienced
a merger, acquisition or restructuring; 0 otherwisBata obtained from the SDC
database.
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Sample Selection
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Number of Observations

Forecasting sub-sampleNumber of firm years with
Compustat quarterly and annual coverage with at
least 1 EPS management forecast between 1999 and
2005

Non-forecasting sub-sampleNumber of firm years
with Compustat quarterly and annual coverage with
no EPS management forecasts between 1999 and
2005

Subtotal

After merge with Audit Analytics data:

Forecasting sub-sampleNumber of firm years with
Compustat quarterly and annual coverage with at
least 1 EPS management forecast between 1999 and
2005

Non-forecasting sub-sample

Number of firm years with Compustat quarterly and
annual coverage with no EPS management forecasts
between 1999 and 2005

Subtotal

After exclusion of firm year observations with
negative book values

After requiring at least 60 monthly CRSP return
observations over 6 years moving window to
compute standard deviation of firm stock returns
Forecasting firm-years

Non-forecasting firm-years

Additional Control Variables

Requiring Institutional Ownership data from
Thomson/CDA Spectrum

Requiring Analyst Following data from IBES
Outside Directorship data from Compact Disclosure

12,101

35,354

21,153

N (W
~N|©
N (N
@ [
©'o

N
N
a1
o
(631

8,533
13,792

19,800

14,324
3,480
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TABLE 3
Sample Characteristics

Lower Upper
Variable N Mean Std Dev Quartile Median Quartile
LAUDIT 22,505 5.66 1.28 4.74 5.49 6.45
NFORECAST 22,505 1.63 3.00 0.00 0.00 2.00
HORIZON 7,730 142.35 93.16 67.22 135.33 194.00
MGOPTIMISM 7,856 0.01 0.04 0.00 0.00 0.01
PRECISION 8,533 0.76 0.37 0.67 1.00 1.00
ANOPTIMISM 14,621 0.01 0.03 0.00 0.00 0.01
BIG 4 22,505 0.75 0.43 0.00 1.00 1.00
NSEGM 22,505 1.72 1.20 1.00 1.73 2.45
LASSET 22,505 5.81 2.11 4.31 5.78 7.19
INVREC 22,505 0.32 0.25 0.10 0.26 0.49
LEV 22,505 0.59 0.48 0.31 0.55 0.81
LOSS 22,505 0.33 0.47 0.00 0.00 1.00
QUALIFIED 22,505 0.32 0.47 0.00 0.00 1.00
ROA 22,505 -0.04 0.22 -0.04 0.01 0.06
BTM 22,505 0.76 0.78 0.33 0.55 0.89
SPECIAL 22,505 -0.02 0.06 -0.01 0.00 0.00
STDRET 22,505 0.18 0.11 0.10 0.15 0.23
EVENT 22,505 0.41 0.49 0.00 0.00 1.00
ISSUE 22,505 0.74 0.44 0.00 1.00 1.00
LMVAL 22,451 5.41 2.08 3.87 5.33 6.81
LITIGATE 22,505 0.28 0.45 0.00 0.00 1.00
LANALYST 14,242 2.49 1.07 1.61 2.48 3.33
INST 19,329 0.39 0.28 0.13 0.36 0.63
OUTDIR 18,627 66.64 20.58 57.14 71.43 80.00

The Table summarizes descriptive statistics fovallables used in this study. The sample is coeghas$ all firm-year
observations with sufficiently available data fr@@ompustat/Audit Analytics/IBES/CRSP/Thomson Finati€iompact
Disclosure between 1999 and 2005. All variablesdafened in Table 1.
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Effect of Management Earnings Forecasts FrequencyncAudit Fees

Parameter Estimate t Value Estimate t Value
INTERCEPT 1.54 6.06*** 1.55 6.1***

FC 0.09 6.12***

NFORECAST 0.02 7.85***
LASSET 0.51 91.75*** 0.51 91.39***
BIG4 0.26 11.05*** 0.26 11.22***
ROA 0.40 -9.42%** 0.40 -9.37***
BTM 0.01 -1.02 0.01 -0.94
INVREC 0.41 8.53*** 0.41 8.68***
LEV 0.01 -0.41 0.01 -04
LOSS 0.10 6.35*** 0.11 6.72***
SQSEG 0.03 4.21*** 0.03 4.12***
SPECIAL 0.08 -0.79 0.07 -0.77
STDRET 0.85 9.59*** 0.86 9.76***
QUALIFIED 0.17 12.9%** 0.17 12.71***
Year dummies Yes Yes
Industry dummies Yes Yes

R 0.76 0.76
# of observations 22,505 22,505

This Table reports the results of the following Ole§ressions:

LAUDIT=by+b*FORECAST VARIABLE+BLASSET+R*BIG4+b,*ROA+bs*BTM+bg*INVREC+b*LEV
+bg*LOSS+h*SQSEG+h*SPECIAL+b *STDRET+h*ISSUE+ biz*QUALIFIED + &

WhereFORECASTVARIABLIE eitherFC (which equals 1 if the company issued a foreaashé current year; 0
otherwise) NFORECASTnumber of forecasts issued during a year) N\BFORECAST4number of forecasts issued
during four years ending in the current yeah)l variables are defined in Table 1. The modeludes dummies for
48 Fama-French industry groups and year dummigsateanot reported, and all standard errors agteradjusted
per Petersen (2007).

* *x *xx denote two-tail significance levels of @, 0.05, and 0.01, respectively.
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TABLE 5
Effect of the Issuance of Management Earnings Forasts on Audit Fees Using the Heckman
Sample Selection Model

Parameter Estimate t-statistic
1st stage; Dependent Variable Probability (one period ahead earnings forecast)
INTERCEPT -1.68 -23.56***
ROA 0.97 10.97***
LLOSS -0.33 -10.01***
LITIGATE 0.31 10.86***
LANALYST 0.19 11.96***
INST 1.07 20.17***
LMVAL 0.03 2.93**
STDRET 1.77 11.0%x
BTM 0.03 1.32
OUTDIR 0.00 2.27*
EVENT 0.25 10.71%**
2nd stage; Dependent Variable LAUDIT
INTERCEPT 2.42 13.67***
NFORECAST 0.01 3.64***
BIG4 0.23 6.63***
SQSEGM 0.01 1.91*
LASSET 0.57 83.29***
INVREC 0.50 9.34x**
LEV 0.12 4.39%**
LOSS 0.16 6.6%**
QUALIFIED 0.10 5.99%**
ROA -0.10 -1.05
BTM -0.04 -2.57**
SPECIAL -0.67 -3.66***
STDRET 0.59 4.86***
Year dummies Yes
Industry dummies Yes
# of observations 13,460
AIC 28,715

This Table reports the results of two-stage Hecksample selection regression analysis with thefahg specification:

1% stage: Probability(FG,=1)=ac+a*LMVAL+a,*ROA+a;*LOSS  +a*LITIGATE+as*LANALIST+a*INST +
a;*STDRET + @*BTM + ag*OUTDIR+ a;*EVENT +q

2" stage: LAUDIT=lg+b*NFORECAST+B*LASSET+h*BIG4+b,*ROA+bs*BTM+bg*INVREC+b*LEV
+bg*LOSS+h*SQSEG+h*SPECIAL+h *STDRET+ by,*ISSUE + by #QUALIFIED + e,

All variables are defined in Table 1. The modeliles dummies for 48 Fama-French industry gromgsygar dummies
that are not reported, and all standard errorslaster-adjusted per Petersen (2007).

* *x xxx denote two-tail significance levels of @, 0.05, and 0.01, respectively.



Parameter

INTERCEPT
HORIZON
NFORECAST
MGOPTIMISM
PRECISION
ANOPTIMISM
BIG4
SQSEGM
LASSET
INVREC
LEV
LOSS
QUALIFIED
ROA
BTM
SPECIAL
STDRET

Year dummies
Industry dummies

R2
# of observations

TABLE 6

Audit Fees and Earnings Forecasts’ Properties

Specification 1

Estimat t Value

2.12 8.08
0.00 1.27
0.01 3.73***
1.09 4.79***
0.24 3.94***

0.02 1.87*

0.57 63.92***
0.43 5.65***
0.04 1.43

0.14 5.13**
0.11 5.74***
0.10 -0.80
0.05 -2.03**

0.10 -0.41

0.84 4.64***

Yes

Yes
0.75

6,999

Specification 2
Estimate t Value

2.27 8.4%*
0.0002 2.28**
0.01 3.84***
0.03 -1.32
0.21 3.79***
0.02 1.84*
0.56 66.58***
0.48 6.38***
0.04 1.39
0.17 6.54***
0.12 6.26***
0.14 -1.39
0.04 -2**
0.32 -1.67*
0.71 4.23%**

Yes
Yes

0.75
7,691

Specification 3

Estimate t Value
2.37  8.52***
0.00 2.48**
0.01  3.59***
-0.03 -1.17
2.68  7.22%**
0.23  3.75***
0.02 1.57
0.58 64.34***
0.50 6.29***
0.04 1.36
0.12  4.08***
0.11  5.48***
-0.03 -0.29
-0.08  -3.2%**
-0.56 -2.65***
0.78  4.28***
Yes
Yes
0.75
6,902
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Specification 4
Estimate t Value

2.18 8.1%**
0.00 1.89**
0.01 3.42***
0.67 2.44**

2.68 6.44***
0.28 4.37***
0.02 1.73*
0.58 61.98***
0.47 5.77***
0.04 1.37
0.11 3.62***
0.10 5.08***
0.01
-0.07 -2.86**
-0.37 -1.49
0.87 4.47**

0.07

Yes
Yes

0.75
6,362

This Table reports the results of the regressiotheflog of audit feed AUDIT), on the various properties of management
forecasts including forecast horizoH@RIZON, management forecast optimissGOPTIMISM, management forecast
precision PRECISION, and analyst forecast optimistANOPTIMISM).These variables, along with the control variables
are defined in Table 1. The regression includesrdies for Fama-French industries and year dumnmesréported), and
all standard errors are cluster-adjusted per Retd2)07).

* *x *x% denote two-tail significance levels of @, 0.05, and 0.01, respectively.



