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Motivations

> Recent audit failures (e.g., Enron, Worldcom, Lehman Brothers, and Parmalat) and audit
deficiencies revealed in the PCAOB inspections (Doty 2011) challenge the external auditor’s
governance role (Simunic 1980; Dye 1993).

> However, an alternative explanation for the anecdotes is that, despite auditors’ due diligence,
the increasing engagement risk associated with clients with management of self-serving bias
and rent extraction behavior over time is the ultimate cause for the corporate failures.

» The House of Representatives passed Bill H.R. 1564 on July 8, 2013 that would require the
GAO to conduct a cost-benefit analysis on requiring mandatory auditor rotation.

v/ In contrast to the European Parliament’s unanimous vote on April 25, 2013 for a 15-year mandated rotation
(could be extended to 25 years with certain safequards in place)

» To facilitate this analysis, it is important to understand the driver (e.g., engagement risk) and
economic consequence (e.g., firm value) for auditor-client retention decisions.

> Rather than debating on “two evils, which evil is worse”, this study takes a different approach
and considers the external auditor as a rational agent who trades-off the costs and benefits of
failing to fulfill its professional responsibilities conditional on his/her assessed engagement risk,
as reflected in CSR.



Research Questions

> Is auditor-client retention associated with engagement
risk as proxied by CSR?

» Does the market perceive the value created by auditor-
client retention varies across CSR?

v/ CSR is a broad array of corporate actions and strategies
that a company develops to build and improve its
relationship with its key stakeholders (e.qg., capital
suppliers, employees, customer, community residents, and
the natural environment). (Waddock 2004)



CSR Theories

>Corporate culture/ethical theories of CSR

v" Under corporate culture theory, CSR is a shared belief within a firm — the
belief about the “right” course of actions that takes into account not only
economic but also social, environmental and other externalized impacts of
company actions (e.g., Kreps 1990)

v Ethical theories suggest that CSR consciousness reflects better business ethics
(Carroll 1979; Jones 1995)
> Empirical evidence - Management make more responsible corporate decisions

4 socially responsible firms are less likely to engage in earnings management
(Kim et al. 2012)

4 good CSR practices are associated with lower tax aggressiveness (Watson 2011
and Lanis and Richardson 2012)

v firms with excessive irresponsible CSR activities have a higher likelihood of

engaging in tax sheltering activities and greater discretionary/permanent
book-tax differences. (Hoi et al. 2013 TAR)

v" better CSR performance are likely to have higher internal control quality (Guo
et al. 2012)



CSR Theories (continued)
> Opportunistic Perspective of CSR Activities

V" McWilliams et al. (2006) argue that CSR is a managerial perquisite, i.e., managers use CSR
to advance their careers or fulfill other personal agendas.

v Hemingway and Maclagan (2004) assert that managers’ personal benefits could be driving
CSR.

> Empirical evidence

v management may use their discretionary decisions to engage in CSR
strategically to meet earnings benchmarks (Petrovits 2006; Prior, Surroca, and
Tribo 2008),

v to cover up corporate/management misconduct (e.g., Hemingway and
Maclagan 2004; McWilliams et al. 2006),

v to offset corporate social irresponsibility (Muller and Kraussel 2011; Kotchen
and Moon 2011),

O  when firms do more “harm”, they also do more “good”

v to enhance its CSR reputation —to protect the firm against the risk of adverse
political, regulatory, and social sanctions/penalties in the case of negative
corporate events (Godfrey 2005; Minor and Morgan 2011).



Hypotheses Development

» From an auditor’s perspective, | argue that auditors are more likely to retain high CSR
conscious client firms due to lower perceived engagement risk for three reasons.

v First, prior literature demonstrates that auditors consider financial factors as well as management
integrity in assessing audit engagement risk (Ethridge et al. 2007; Johnstone and Bedard 2004) and
audit firms tend to resign from risky clients due to litigation concerns and reputation damage (Dunn
and Sikka 1999; Johnson and Bedard 2004; Ethridge et al. 2007; Dunn and Sikka 1999).

4 Second, high CSR conscious firms face lower pressures to manipulate earnings due to higher firm
performance and less financial stress. Under the viewpoint of recent economic theories of CSR (e.g.
Mackey et al. 2007), CSR activities, despite their inherent costs, can actually increase the present va?ue
of a firm’s future cash flows.

v Third, high CSR conscious firms have less motivations to engage in value destruction behavior or
conduct self-dealings due to higher management integrity or sounder corporate culture.

Ha: CSR performance is positively associated with auditor-client
retention.



Hypotheses Development (Continued)

> if CSR exhibits management’s ‘ethical concerns’ and corporate culture in their strategic
decisions and can be considered as a signal for engagement risk, then | would expect a less
pronounced impact of audit firm tenure on firm valuation for three reasons.

v First, from the manager’s perspective, if more CSR conscious firms have less incentives to manipulate their
earnings numbers and engage in less value destruction behavior (Kim et al. 2012), then the client firm
would start with a higher level of firm valuation.

v Second, from the view point of external auditors, a lower engagement risk for high CSR conscious firms
would dictate a higher tolerance rate for risk of material misstatements, thus leading to a lower supply of
audit quality and lower incentives to monitor managers’ value destruction behavior.

v Third, from the investors’ standpoint, if investors perceive less information risk and misaligned interest
between managers and stakeholders, then investors would not factor into the auditor’s governance role to
mitigate agency cost.

> H2:The moderating effect of CSR on the association between auditor-client
retention and firm value is less pronounced for high CSR conscious firms than for
low CSR conscious firms.



Methodology
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Databases

SR data - MSCI ESG STATS annual database of environmental, social, and governance ratings
f publicly traded companies (formerly known as KLD Research & Analytics, Inc.)

4 650 firms in 1991 with annual ratings (including S&P 5oo and Domini 400 Social Index)
v 1,100 firms in 2001 and

4 3,100 firms in 2003 ( include firms from Russell 2000 and 2000 indexes as well as from certain social indexes)

V' KLD evaluates a firm’s CSR on 7 dimensions: corporate governance, community relations, diversity, employee
relations, environment, product, and human rights.

Return data - CSRP

> Financial data — Compustat

» Auditor data — AuditAnalystics

>Ana|ysts data - IBES

>Compensation data — ExecutiveComp

nstitutional ownership —- Thomson Reuters’ Ownership database
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Table 2 Correlation Matrix
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Table 3 Audit Firim Tenure, CSR, and Firm Value
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Figure 2 Audit Firm Tenure and Firm Value — CSR versus Non-CSR

Figure 2 Panel A- Audit Firm Tenure and Normal Firm Value - The Impact of CSR Figure 2 Panel B: Audit Firm Tenure and Abnormal Firm Value - the Impact of CSR
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Additional Analyses and Sensitivity Tests

>Alternative measures of Firm Valuation
> Alternative measures of CSR
> Self-Selection Correction for CSR Activities
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> CSR Dimensions

> Partition by Auditor Industry Specialist

> Other Sensitivity Tests

v Piece-wise model (Johnson et al. 2002)

v Log transformation of audit firm tenure (logT)

v/ Add back observations with tenure less than five years and first-year audit
v Exclude merger and acquisition firms (Ashbaugh et al. 2003)



Table 4 Audit Firm Tenure. CSR., and Firm Value - Altermnative

Measures of Firm Valuation
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Table 5 Audit Firm Tenure., CSR., and Firm Value - Control for Self-Selection of CSR
Activities
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Table 6 Audit Firm Tenure. CSR. and Firm Valuation - All CSR Dimensions
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Table 6 Audit Firm Tenure, CSR, and Firm Valuation - All CSR Dimensions
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Table 7 CSRKR and Firm Valuation - Partition by Auditor Industry Specialist
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Contributions

> First, this study adds to the large body of literature on the determinants of audit firm
y g y
portfolio management decisions.

>Second, the offsetting effect of positive (negative) impact of auditor-client retention
on normal (abnormal) firm valuation documented in this study provides new insights in
evaluating the costs and benefits in mandating audit firm rotation.

>Third, it extends auditor tenure literature in jointly considering managers’ and
auditors’ incentives in examining any economic consequences of auditor-client
decisions (e.g., Myers et al. 2003; Johnston et al. 2002; Ghosh and Moon 2005; Davis et
al. 2009; Mansi et al. 2004).
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