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

Gopal V. Krishnan**
Department of Accounting
College of Business and Economics
621 Taylor Street
Lehigh University
Bethlehem, PA 18015
e-mail:gok208@lehigh.edu

Mikhail Pevzner
School of Management, MSN 5F4
George Mason University
Fairfax, VA 22030
Phone: 703-993-1755
Fax: 703-993-1809
e-mail :mpevzner@gmu.edu

Partha Sengupta
School of Management, MSN 5F4
George Mason University
Fairfax, VA 22030
Phone: 703-993-4991
Fax: 703-993-1809
e-mail: psengupt@gmu.edu

March 23, 2009

**Corresponding author.

We thank David Emanuel, Keith Jones, Kenny ReynaBtephen Ryan, Stephen Taylor and
participants at the 2009 Mid-year Auditing Meetiagd 2009 Summer Australian Accounting

Conference at the University of Technology, Sydnayd workshop participants at George
Mason University and Washington University in Souls for their helpful comments.



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

Abstract

This paper examines whether firms’ earnings for&rgolicy is associated with their audit
fees. We find that firms that are more likely tsus earnings forecasts, and those that issue a
greater number of earnings forecasts in a partigi@ar, pay higher audit fees. Furthermore, we
find that firms that make more precise forecaste &ce higher audit fees. Finally, among the
forecasting firms, we find some evidence that ateks are higher when management earning
forecasts are more optimistically biased. Theselte are consistent with the argument that
auditors view clients that make earnings forecastse associated with a greater risk of earnings
management and litigation. These results highlaglgotential cost of this particular form of
voluntary disclosures.

Keywords: Audit fees, Management Earnings forecasts, LitggaRisk, Fraud Risk

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



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

1. INTRODUCTION

The objective of this study is to examine a pagiink between management’s earnings
forecasting strategy and audit pricing. Partidylare explore the existence of a cross-sectional
association between audit fees and managementienen to issue frequent, specific, and
optimistic earnings guidance. Prior studies havggested that earnings forecasts provide
management with incentives to manage earnings &t these forecasts (e.g., Kasznik, 1999;
Graham et al. 2005). Therefore, auditors can @ssofirms that issue earnings forecasts with
higher risk of earnings management (risk of finahaitatements fraud). Potential risks of
earnings forecasts are highlighted Statement of Auditing Standards @ich lists unduly
aggressive expectations created by managementgthraverly optimistic press releases or
annual report messages3AS 99 Section A.2, paragraph 86) as a factor to considehe
assessment of fraud risk. Examination of the tapts of SEC’s enforcement actions against
firms also reveals numerous instances where the @H€fes that companies provided
misleading earnings guidance to prolong fraud. eBa®n these arguments we expect
management’s forecasting activity to be associatgd higher earnings management risk or
fraud risk.

In addition to fraud risk, management’s earningse¢asting behavior has also been
associated with higher litigation risk. Francisaét (1994) and Skinner (1997) document that
shareholder litigation is more likely to arise framanagement forecasts issued than from the

final earnings announcements and more likely tauo@e quarters when the company issued

! We use terms “earnings management risk” and “fragl’ interchangeably in this paper. We assume tha
managers that intentionally manage earnings foodppistic reasons commit financial statementsdrau



earnings forecasts. Furthermore, Rogers et aD8R8hows that the frequency of earnings
forecasts issued by a firm is positively associatét the probability of a lawsuit. Litigation is

a major concern of auditors as they are often icaphd in class action lawsuits against
companies (Kellogg, 1984; Palmrose, 1988). Theeeftdt management’s earnings forecasting
tendencies capture aspects of litigation risk #matnot captured by standard controls used in the
audit fee model, an association between auditdadsmanagement forecast properties will arise.
Auditors are expected to examine various finarana non-financial factors to evaluate clients’
risk (Bell et al. 2002), and thus an analysis ohagement’s earnings forecast history can be
useful for assessing earnings management risk iagatibn risk of the engagement. If firms
that are more likely to issue earnings forecastiscanso frequently, are perceived to be of higher
risk, they would be charged higher audit fées.

Beyond the propensity to issue earnings forecask®r properties of earnings forecasts
could also affect earnings management risk arghtion risk, and consequently audit fees. One
of these properties is the specificity of earnifig®casts. A more specific forecast, such as a
point forecast, may be more difficult to meet tlaarange forecast increasing the likelihood of a
negative earnings surprise that can trigger litogat Alternatively, such forecasts can increase
the pressure on management to attain the forecassing them to resort to earnings
management. In support of these arguments, Brawah €005) document that litigation risk is
more strongly associated with point forecasts caegpdo other forms of forecasts. Auditors

could also view the issuance of point forecasts sign of managerial aggressiveness, which can

Z Litigation risk can arise not only from earningamagement or fraud, but also arise from other facsach as
inherent uncertainty about the firm’s operationsl @dhe inability of the management to articulate fiteancial
performance adequately to market participants. Timestreat fraud risk and litigation risk separgteven though
we recognize that the two could overlap. In thipgrawe do not seek to identify thigstinct effects of these two
constructs on audit fees, but rather their combingzhct.



add to audit risk. To compensate for this riskdiers may charge higher fees to firms that
historically make more precise forecasts.

Finally, for a sub-sample of firms that make poedrnings forecasts, we examine
whether the ex-post error and bias in the earnfogecast affect audit fees. Bell et al. (2002)
indicate that KPMG considers inaccurate forecastdarby managers as a risk factor to consider
in client acceptance and continuance decisioiBAS 99urges auditors to consider overly
optimistic forecasting behavior of managers asadirisk factor. Therefore, erroneous earnings
forecasts, particularly optimistic ones, can insee¢he likelihood of earnings management and
shareholder litigation resulting in higher audede

Using a sample of annual and quarterly earningsctsts fronfirst Call over 2000-2006,
and audit fee data frorAudit Analytics we find that the likelihood of issuing an annwal
guarterly earnings forecast in prior period is pesly associated with audit fees of the current
period. These results are robust to controllingtie other determinants of audit fees identified
in prior research and certain other measures useagture litigation risk. We obtain similar
results when we look at the contemporaneous assotizetween the frequency of forecasts and
audit fees. Furthermore, when we code forecastsdban their specificity with point forecasts
as the most specific, we find audit fees to be tpady associated with the specificity of the
forecasts. These results hold irrespective of dretve examine annual earnings forecasts or
guarterly earnings forecasts. Finally, when wen@ra the impact of forecast error and bias on
audit fees for a sub-sample of firms that issuatpfairecasts, we find audit fees to be positively

associated with the error in the forecasts andbthe (or optimism) in the forecasts for annual



forecasts only, not for quarterly forecastsOverall, our findings are consistent with auditor

viewing management’s annual earnings forecastingalecy negatively. This could be either
because auditors directly attribute such forectsise associated with higher risk of earnings
management, or that they perceive forecasting fionse associated with higher litigation risk,

or both.

Our study makes a number of important contribtiom the literature. First, it ties the
literature on management’s voluntary disclosureicdg®to audit pricing in a way that has not
been done previously. Prior studies linking cogperdisclosures to auditor decisions have
largely suggested that better quality auditors Ehaqulay a role in enhancing corporate
disclosures (e.g. Clarkson 2000; Dunn and Mayhe@420 In contrast, our study suggests that
when it comes to issuing earnings forecasts, swchcésting behavior by management is
considered risky by auditors. Therefore, it suggésat one potential reason why management’s
earnings forecasts are infrequent. Disclosurgalitee documents a number of benefits of
voluntary disclosure, such as reduction in advesslection costs, transaction costs, cost of
capital and liquidity (e.g., Welker 1995; Botosa@®91T; Coller and Yohn 1997; Sengupta 1998;
Graham et al 2005; Pevzner 2007), but providesrdiimited evidence of the potential costs of
disclosure. Our study contributes to this literatby documenting a potential cost of one form
of voluntary disclosures — management’s earningectists — in the form of higher audit fées.

Second, our study documents a novel way of cagjuhe effects of earnings management
risk and litigation risk on audit pricing. Much d¢fie literature on audit fees uses different

financial measures to explain audit fees. Litigatrisk and earnings management risk can be

® Prior studies that examine annual and quarteniyilegs forecasting behavior separately, such askgi et al.
(2005) document a significantly weaker fit of thisalbsure models using quarterly data, suggestiag dquarterly
forecasts are associated with greater noise.

* We do not suggest that all forms of disclosuresparceived by auditors to be associated with highk; rather
just management’s earnings forecasts are.



reflective of managerial aggressiveness and rikkgeso the standard financial variables used in
prior studies may not capture these factors comlyletBy exploring clients’ propensity to issue
earnings forecasts and the quality of such forecagé add a non-financial dimension to the
audit fee model that helps improve our understapdinthe implications of these risks on audit
fees. This contributes to the literature attengptmunderstand the determinants of audit pricing
and how auditors view and incorporate various riskbe fees they charge.

The rest of this paper is organized as follows.e Tibxt section develops the hypotheses.
Section 3 describes our research design and d&tation 4 presents the results, and section 5

concludes.

2. HYPOTHESIS DEVELOPMENT

2.1 The Audit Fee Model

Under the basic audit fee model introduced by 801 980), audit fees are given by:

E(c) = cq + E(d)*EE) @)

wherec is the auditor's per unit opportunity cost of canting the auditg is the number of
resources the auditor utilizes for conducting thdita(audit effort);E(d) is the expected present
value of possible future losses to the client’&eat@lders that may result from this period’s audit
of financial statements; arte{8) is the likelihood that the auditor will have to pay the losses
arising from this period’s financial statementsheTcomponenE(d)*E(6), therefore, represents
the present value of expected losses to the auditor being involved with the company’s audit.

The higher the expected losses from being involvigld the audit, the higher should be the fees.



Both the risk of earnings management and litigatrmmeases auditors’ expected losses
from the audit through an increaseBfd)*E(6). These losses usually are monetary in nature,
generally arising from litigation against audito’suditors are particularly concerned with
litigation risk and reputation loss arising fronndar clients where litigation losses are expected
to be more substantial, and thus tend to be exinaervative with such clients (Reynolds and
Francis, 2000). Fraud risk especially exposes arglib higher future litigation losses, especially
due to negative reputational affects of failurectch clients’ frauds. Thus, higher fraud risk
affects both insurance risk premiusfd)*E(6) and audit effort @), as the auditor will have to
switch from substantive tests of transactions ® shbstantive tests of account balances when
fraud risk is high (Shibano 1990). Substantivestedtbalances may require more experienced
personnel, and take longer time to perform (Matsanamnd Tucker 1992) and therefore will add
to audit fees. In addition, higher risk of fraudlwiecessitate a move from more traditional audit
risk model to the fraud risk audit model wherebg #duditor will have to design specific audit
procedures for fraud detectidnSuch procedures will probably be more costlyaaditors will
have to take into account possible collusion amolent’'s personnel, which requires more
experienced staff and revision of audit programsrater to detect fraud, and might even require

involvement of forensic auditors (Mock and Turn8032; Shelton et al. 2001).

2.2 Audit fees and propensity to issue earningsdasts
We argue that audit fees are linked to a firm@pensity to issue earnings forecasts due

to auditors’ higher perceived risk of earnings nggmaent and litigation associated with

> Shibano (1990) also demonstrates that the traditiaudit risk model, namelyAudit risk=Inherent risk*Control
risk*Detection riskis not applicable in our situation as it does tade into account fraud risk and litigation risk.
When an auditor is concerned with such risks, ti@ul probabilistic audit risk modeling approashréplaced by a
game theoretic approach. Hence, in our paper,ongotiattempt to link the components of the tradiil audit risk
model, such as inherent risk, control risk, or débm risk to earnings management risk and litayatisk.



propensity of firms to issue earnings forecastd. th&® margin, presence of earnings forecasts
could also lead to an increase in required audlirtef We develop each of these arguments in
more details below.
Earnings Management (Fraud) Risk
The fact that auditors are concerned about clie@ings management risk or fraud risk

is well documented. Auditors are required to as$esid risk undeBAS 82/99and design audit
procedures to address risks of fraud (O’'Reilly [et1898). The quality of earnings forecasts
could be one of the many factors that auditors¢@alnsider for such an assessme®8AS 99
specifically states that auditors should considéetiwer management is creating unrealistic
expectations through “overly optimistic press rekmsaand annual report messagesA$ 99
Section A.2, paragraph 86). Earnings forecastddcbe viewed by auditors asnnounced
internally-set earnings targets for the company @y may be concerned that these could
provide incentives to manage earnings to meet ttaegets. Unduly aggressive internal earnings
targets are another potential fraud risk factorR€Nly et al 1998). More direct evidence that
audit firms are concerned about management forecastes from the following extracted from
an audit manual of one of the Big 4 accounting $irristing factors to examine in assessing
client’s audit risk:

“Undue emphasis placed on achieviegrnings per share forecastsr on

maintaining market value of capital stock, incluglioverly optimistic news

releases or communications to shareholders” (engphdded).
Similarly, Bell et al. (2002) describe the K-Riskodel employed by KPMG to assess client
acceptance and continuance risk assessment. Arfwngiarious factors KPMG lists as

important for this assessment, is whether managemakes inaccurate estimates. Thus there is



anecdotal evidence that auditors consider manag&mnérecasting behavior, particularly
erroneous forecasts, to be a risk attribute.

Academic research also provides some evidencerthmhgement’s forecasting behavior is
associated with earnings management and thus pogsdoeases fraud risk. Thus, Jaggi and
Sannella (1995) and Kasznik (1999) find that marmdmve incentives to manage earnings
towards their earnings forecast. Such incentivesuldvoincrease the risk of financial
misstatements and therefore the auditors’ risksassent and fees chargeédhere is also a view
that management forecasts contribute to managesapia, with tendencies to just beat short-
term earnings targets, instead of focusing on lengr value creation (Jensen 2002). Such
myopia can also create incentives to opportunigficaanage earnings and, possibly, commit
accounting fraud. Cheng et al. (2007) provide eioglirevidence that frequent forecasting
behavior is associated with a greater tendency @etror beat analyst expectations and with
cutting potentially valuable R&D expenditures.

Finally, a review of SEC’s Accounting and Auditirignforcement Releases (AAERS)
reveal a number of instances where fraud allegstvogre related to earnings forecasts issued by
management that were subsequently not met. Fon@eain the case against the executives of
Waste Management, the complaint states:

........ they made additional materially false or midieg statements in June
and July 1999, about WMI's ability tmeet its previously announced second
quarter 1999 earnings guidancaf $0.78 to $0.82 per share” (SEC Litigation
release 18422, emphasis added).

In another case against Engineered Support SyskenSEC charged its CEO Mr. Davis with

using optimistic forecasts to hype its shares aw@dhis broker Mr. Kopsky to trade on its shares:

® Manry et al. (2007) find that the risk of earninganagement is associated with preaudit engagensknt



“...Engineered Support Systeraanounced earnings that beat analysts’ estimates

andraised its earnings guidana@ove analysts’ estimates resulting in more than

a 10% increase in stock price on the day of eaclowamcement. The complaint

alleges that Davis tipped Kopsky before each ancement.” (SEC Litigation

Release 20019, emphasis added).

The above discussion highlights some of the riskso@ated with management’'s
earnings forecasting activity. If auditors asstecfarecasting firms with higher risk of earnings
management, then they would charge them higherdilesr to compensate themselves for the
higher risk or for the additional effort neededhiitigate some of these risks, or b8th.

Litigation Risk

A number of studies have found a positive associabetween the likelihood and
frequency of forecasts issued by management aigdtidan risk. Thus, Francis, Philbrick and
Schipper (1994) and Skinner (1997) document thatestolder litigation is more likely to arise
from earnings forecasts or earnings pre-announcenthan from earnings announcements.
Skinner (1997) also shows that earnings forecastsnare likely to occur in quarters that result
in litigation than in other quarters. In a moremwehensive study of earnings forecasts issued
over 1996-2002, Brown, Hillegeist and Lo (2005)dfia positive association between ex-ante
litigation risk and the likelihood of issuing anreimgs forecast. Finally, Rogers et al. (2008)

explore disclosure behavior during the damage @edb class-action lawsuits and find the

probability of a lawsuit to be positively assocthteith the frequency of earnings forecasts

" Other examples include Biovail case (SEC LitigatiRelease 20506) where presence of earnings g@danc
explicitly cited as an incentive to commit fraud, Bally’'s case (SEC Accounting and Auditing Enfarent
Release 2886), where failure to correctly explaifufe to meet earnings guidance is cited as ecel@gainst the
company’s managers.

8 Krishnan and Visvanathan (2009) find that for frmith high accounts receivables and inventortesy proxy for
earnings management, audit fees are higher even thkeaudit committee has an accounting expert.
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issued over the damage perfodLawsuits against the audit client have a diregiring on the
auditor’'s business risk, i.e., the risk that theditow will suffer harm because of a client
relationship (Arens and Loebbecke 2000). Whendaggh litigation, the auditor may suffer
losses “by association” and also lose reputaticapital if their client gets sued (Reynolds and
Francis, 2000). The fact that the fear of legability is a concern to the auditor is well
documented (e.g., Heninger 2001; Bell at al. 20®4detharaman et al. 2002; Gul et al. 2003).
Thus, if earnings forecasts are associated withhdmiditigation risk, audit fees would be
affected"’
Audit Effort in Reviewing Forecasts

Finally, management earnings forecasts are oftademin press releases and are
accompanied by other financial information. Evikaugh 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 release. Conselyueres could be higher at the margin due to
the additional effort involved in reviewing the émasts!' We include client size and other

determinants of client size to control for audfoef

° There is other research which suggests that coepassue earnings forecasts to reduce litigatiek (e.g.,
Skinner, 1994). However, these forecasting firmsld be operating in a high litigation risk enviroent compared
to non-forecasting firms. Some other studies artpae litigation riskreducesmanagement’s incentives to issue
earnings forecasts. For example, Baginski, HamselKimbrough (2002) shows that companies in Cahada a
greater propensity to issue earnings guidance cardpga US firms presumably because litigation isskigher in
the US.

19 As we also discuss above, we treat litigation g8k fraud risk concepts separately in this disonssVe do so
primarily for clarity of exposition, and to highhg the existence of sources of litigation risk iagsregardless of a
client’s tendency to commit fraud. However, we oficse recognize that higher fraud risk leads tddniditigation
risk. We do not seek to distinguish between theat$f of audit risk and litigation risk on audit $e®ather, we test a
joint hypothesis that earnings forecasts affecttdads by increasing fraud risk and/or litigatiask.

" The auditor is required to review voluntary distices 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, atite 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, eapng in the financial statementd the auditor
concludes that there is a material inconsistenay should determine whether the financial statements
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In summary, going back to equation (1), taken tiogie the above arguments suggest that
higher level of management earnings forecastingltes auditors’ either increasing the amount
of time spent on doing the audit due to either érgherceived earnings management risk and
litigation risk and/or due to having to comply wiiAS &eview requirements, or increasing the
insurance premium on their fees due to higher pexdeisks, or both. These arguments suggest
that management earnings forecasts are positisdgcated with audit fees. Our reasoning
leads us to the first two hypotheses:

H1l: Audit fees are higher for firms that issuenagement earnings forecasts,
relative to firms that do not issue an earningsefast.

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

management earnings forecasts issued.
2.3Forecast Specificity and Audit Fees

Next we examine whether audit fees are associatddthe specificity or precision of
management’s earnings forecasts. A more spedfiechst, such as a point forecast, leads to
greater risk of litigation if not met and providemnagement with greater incentives to manage
earnings compared to a qualitative forecast suchwasare not comfortable with previous
projections”, or “our earnings are expected to beer this year”. Consistent with these
arguments, Brown et al. (2005) document those npoeeise forecasts are associated with
greater litigation risk. Furthermore, Hribar andng (2006) find that over-confident CEOs are
more likely to issue more precise forecasts andenfikely to engage in earnings management.

Consequently, auditors may look at the specifioftpast earnings forecasts to assess its risk and

his report, or both require revision. If he conchsdthat they do not require revision, he shouldies=
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
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may charge clients making more precise forecagfseniaudit fees to compensate for greater

audit risk. This leads to the following hypothesis

H3: Audit fees are higher for firms issuing moredfic earnings forecasts.

2.4 Forecast Error and Bias and Audit Fees

Lastly, we examine whether the error and bias fogtn) in management forecasts
impact audit fees. Optimistic earnings forecastsdase litigation risk as these are the forecasts
that exceed actual earnings-per-share. Compahiass fail to meet their forecasts often
experience large drop in stock prices and the splese# investor dissatisfaction can lead to
litigation. Optimistic forecasts could also begnsof managerial aggressiveness, and the auditor
can associate this with greater managerial inceatto manage earningSAS 99specifically
mentions “a practice by management of committingrialysts, creditors and other third parties
to achieve aggressive or unrealistic forecastsd &aud risk factor auditors must consider (Para
86). In addition, Hribar and Yang (2007) also fia@t over-confident CEOs are more likely to
issue optimistic earnings forecasts, and that tHeS®s are also more likely to engage in
earnings management. Anecdotal evidence from B éhforcement releases discussed earlier
are also consistent with the theory that more adptimforecasts are associated with higher
litigation risk. Taken together, this evidence segjg that a history of overly optimistic
management earnings forecasting behavior shoukd$eciated with higher audit fees.

In addition, forecast error may also lead to infation asymmetry in the market and such
information asymmetry can trigger litigation. THigégation could be triggered by less
sophisticated investors who suffer losses fromesaith higher information asymmetry stocks.

Forecast error may also be indicative of managemsambility or unwillingness to accurately
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signal the market about its financial performanchiclw again can increase the risk of
shareholder litigation. These arguments lead tisedollowing two hypothesé's:

H4: Audit fees are positively associated with agament earnings forecast
bias.

H5:  Audit fees are positively associated with ngamaent earnings forecast
error.

3. RESEARCH DESIGN
3.1 Empirical Specification of the Audit Fee Regres

Our basic starting point is the standard auditnfexlel that has been used extensively in
prior studies, such as Simunic (1980), Craswedll e1995), Ashbaugh et al. (2003), Whisenant
et al. (2003), and Larker and Richardson (2004hame just a few. This model explains audit
fees in terms of a host of financial variables usedapture firm size, complexity, risk, and
industry differences. We make two modificationstiies model. First, we add management
forecast properties as additional independent bkesa Second, we add a few other financial
variables that have been shown to be associatdd Iivwgation risk, primarily to alleviate the
concern that management forecast properties mighpibking up the effects litigation risk

because of these omitted variables. The fee ntbdgltakes the following form:

Log of audit fees = f (Management forecast progsttcontrols) (2)

Management forecast properties we examine arékiglédhood of issuing a forecast, the
frequency of forecasts issued over a period, tlkeeiBpity or precision of the forecasts, and error

and bias in the forecasts. All of these varialaless measured in period t-1, whereas audit fees

2 However, it is also possible that the stock madistounts the effects of the management earnimgsdst bias
(Williams (1996), Rogers and Stocken (2005), Hutdod Stocken (2007)), in which case litigation rigskm such
forecasts could be low and auditors may not be @meal about the bias. In such a case, manageraanhgs
forecast bias would have no impact on audit fees.



14

and other control variables are measured as abghetbased on the premise that auditors set fees
based on disclosure history. We also conduct agpanalyses using annual and quarterly
forecasts as these two types of forecasts couldriben by somewhat different objectives of a
firm. In particular, quarterly earnings forecastad to have shorter horizon and could be issued
very close to the official earnings announcemefsssuch, the precision of managerial beliefs
underlying quarterly forecasts might be systemyiadifferent than that of annual forecasts,
leading to systematical differences in fundamertahracteristics of quarterly and annual
management earnings forecasts.

We measure forecast likelihood BORECASTwhich is an indicator variable that equals
1 if the company issued a forecast in period tskcéll year for annual forecasts and fiscal quarter
for quarterly forecasts); 0 otherwisédlFORECASTAs the number of annual forecasts issued
during the fiscal year t-1 afdFORECASTQs the number of quarterly forecasts issued during
year t-1'®  For tests of forecast specificity, we use tagableSPECIFICwhich takes the value
4 if the company issued a point forecast, 3 iSgued a range forecast, 2 if it issued an open
range forecast, 1 if it made any other types oédasts, and O if it made no forecasts during
fiscal period t-1. Finally, for forecast error abths we look at the difference between the
earnings forecast and actual EPS, deflated by gidck at the beginning of the period. Thus,
BIASis the difference between management’'s earningsést and actual EPS deflated by the
stock price at the beginning of the fiscal peristhereasERRORIs the absolute value &AS
As in the case of all management forecast varialdl@®RORand BIAS are calculated using

forecasts of period t-1. The Appendix provide®mplete listing of all variable definitions.

13 Non-forecasting firms are included and have aeall0. If a company issues multiple forecastshensame day
we count them as one forecast.
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Most of the control variables used in the fee nhddquation 2) are derived from prior
studies. These studies fihdAUDITFEE (the log of total audit fees) to be associatech wlie
following:

LOGASSET =log of total assets of the company (DATAG).

BIG4 = 1 if the auditor is one of the current big 4 auditbotherwise.
ROA = Income before extraordinary items (datal8), deflétgtotal assets.
BTM = the ratio of the book value of equity (DATAG60) ttte market value of equity

(DATAL199*DATAZ25), both measured at the end of tiexél year.

INVREC = the sum of inventory (DATA3) and accounts receigdlDATA2) divided by
total assets;

LEVERAGE = total liabilities (DATA181) divided by total asts;
GRSALE = change in annual sales (datal?2) divided by totdtas
FOREIGN = 1, if the company reported pretax foreign incanéoss in year t;
0 otherwise.
LOSS = 1, if the company reported negative income befateaerdinary items
(DATAL8) in year t,obherwise.
SQSEG = the square root of the number of business segmepdsted by the
company.
SPECIAL = 1, if the company’s reported special items ([PAT) for period t is at least 2
percent of total assets; 0 otherwtée;
MERGER =1, if the company experienced a merger in peripeét SDC database;
0 otherwise.
ISSUE = 1, if the company had an equity issue in yess teported in the SDC database;
0 otherwise.
QUALIFIED = 1, if the company received a qualified opinfoym its auditor; O otherwise.

4 Many papers use a dummy based on whether spteia iare reported or not. We found that some apieeims
were reported for about 98 percent of our samplaaie would be very limited variation across camgple for such
a variable. Consequently we use a slightly difierariable. Our results relating to forecast gmies are robust to
this choice.
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One of our arguments in this paper is that manag&m propensity to issue earnings
forecasts is indicative of a firm’s litigation riskTherefore, it is important to ensure that our
results are not arising because we failed to adetyuaontrol for standard determinants of
litigation risk. We examine prior research thaemtpts to estimate litigation risk using financial
variables. Shu (2000), for example, develops aahof litigation risk. We find that a large
number of financial variables used in her modethsas size, inventories, receivables, leverage,
sales growth, return on assets, are already indlud¢he fee model. Based on Shu (2000) we

add the following variables to capture differenpexts of litigation risk:

DLIST = 1, if the company experienced a delisting in yedar O otherwise.

LITI = 1, for all firms in the biotechnology (2833-2836da8731-8734), computers
(3570-3577 and 7370-7374), electronics (3600—3&f) retail (5200-5961)
industries, and O otherwise.

STDRET = the standard deviation of daily stock returns wdalked over the company’s
fiscal year.

BHAR = annual buy-and-hold abnormal return estimatedgusine-adjusted portfolios
from CRSP

A complete listing of all variable definitions aggrs in the Appendix. To control for
potential year and industry effects, we also inelydar dummies and separate industry dummies
for each 2 digit SIC code. Based on prior researchudit fees, we expect positive coefficients
on firm size LOGASSET)auditor type BIG4), type of audit opinion QUALIFIED), client
complexity SQSEG, SPECIAL, FOREIGN, MERGERnancial distressLEV, LOSS,and
QUALIFIED), litigation risk and delisting risk(LITI, DLIST) and financial statement
componentsINVREC) On the other hand, we expe@AUDIFEE to be negatively associated

with a firm’s growth opportunitiesBTM, GRSALE)and profitability ROA, BHAR
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3.2 Data

Our sample is driven by the availability of auldié data fromAudit Analytics Panel A of
Table 1 summarizes our sample selection procecgunesample composition. We start with all
available observations (79,156) audit Analyticsover 2000-2006. Subsequently this sample
gets reduced due to the availability of financiatadfromCompustatand CRSR reducing the
sample to 26,227. We match this sample Wttt Call that provides both financial analyst
information and management forecast information G382 observations for which no analyst
following information were available, yielding amsple of 19,845 observations for tests of
annual forecasts. Matching the audit fee samplle guarterlyFirst Call data yields a sample of
18,581 observations. Tests of forecast accuradyb&s are based on a sub-sample of firms that
issued point forecasts only. Therefore, these ta® based on a much smaller sample of 1,391
firm-year observations for annual forecasts, amfl2,firm-year observations for quarterly
forecasts, respectively.

For our analysis we retain all management earniogasts made within fiscal year t-1.
If an annual forecast is made before the beginoinfiscal year t-1 or after the fiscal year end
date, it is deleted. Because audit fee data aletigother control data are available on an annual
basis, our analyses using quarterly forecasts asedoon all forecasts made ofiscal yeart-1.
As for annual forecasts, we delete forecasts méiee the end of the quarter or before the
beginning of the quarter. For quarterly analy$€3RECASTequals 1 of the company issued at
least one quarterly forecast over fiscal year @ itherwise. NFORECASTQs the number of
quarterly forecasts issued during fiscal year tfests of forecast specificity and error and bias,

these are based on tlast available quarterly forecast made during the figear t-1.
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Panel B of table 1 shows the year-by-year distidm of the annual forecast sample and it
reveals no particular year concentration in the @am Un-tabulated analysis of the quarterly
forecasts shows a similar uniform distribution asrthe years. Panel C of table 1 provides the
industry distribution of our sample of firm yearsttwannual forecasts. Durable manufacturers
and computers seem to be the two industries weHafgest concentrations representing 21 and

18 percent of the sample respectively. The gusirsample revealed similar patterns.

[Insert Table 1 here]

4. RESULTS
4.1 Descriptive Statistics

Table 2 summarizes the descriptive statistics of sample. The mean value of
FORECASTis 0.31, suggesting that only about 31% of firm®&um sample issue any forecasts.
This result agrees with previously documented ewddethat many firms do not issue forecasts.
The mean (median) value BIFORECASTAs 0.95 (0), suggesting that an average firm ssue
about one forecast per year, and that earningsdstiag is not a common occurrence. The mean
(median) value oNFORECASTQs 0.84 (0). Zero median values for bdRORECAST Aand
NFORECASTQeflect that the majority of firms in our sample anon-forecasting firms. Mean
of SPECIFICis 0.97, which also reflects the fact that a langenber of firms in our sample are
non-forecasting firms and thus have this variabtg® zero.

The mean (median) values AUDITFEE is $1.86 ($0.62) million. The mean (median)
ASSETis $8.122 ($0.585) billion, suggesting that our petonsists of the larger firms. Since
AUDITFEE andASSETare both highly skewed variables, we use a natogabf those variables

in our analyses. The mean (median)Bd4 is 0.92 (1), suggesting that most of firms in our

15 Our sample size approximates those of prior ssugiey. Anilowski and Skinner, 2007).
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sample are audited by “Big” auditors. Mean (meliB®A in our sample is -0.03 (0.03). A
substantial percentage of firms in our sample ass firms, corresponding to mean value of
LOSSof 0.31. A substantial percentage of firms alsoehforeign income, corresponding to a
mean value oFOREIGNof 0.38. About 20% of firms in our sample undeegdERGER ,and
about 8% of firms in our sampl8SUEstock or debt. About 44% of firms in our sampleeiee

an audit opinion other an unqualified, correspogdmthe mean value of 0.44 fQUALIFIED.
Mean (median) stock volatility is about 3% (2%) foms in our sample. Mean (mediaBHAR

of firms in our sample is 0.12 (0.02).

[Insert Table 2 here]

4.2 Multivariate Analyses

Table 3 summarizes the results of our tests ofpbiential association between the
likelihood of issuing an earnings forecadSORECAST and audit fees (hypotheditl). Column
3 reports the results using annual earnings foteaglsereas column 4 reports the results using
quarterly forecasts. The results show that thefficent for FORECASTIs positive and
statistically significant at the 0.01 level for batnnual and quarterly forecasts. This is congisten
with hypothesisH1. The signs of control variables’ regression tioeints, when significant,

are generally in line with expectations.

[Insert Table 3 here]

Table 4 reports the results of the association éetwthe frequency of management
forecasts and audit fees (hypothdd®. An examination of forecast frequency allowsaput

more weight on firms that are frequent forecastels.multiple forecasts increase auditors’



20

perception of risk, then we should see a positsgoaiation between forecast frequency and
audit fees. If frequent forecasters are percetedoke of lower risk, we should not observe such
an association. As in table 3, we report resaltsahnual and quarterly forecasts separately. The
results show that the coefficients for bNRFRORECASTANd NFORECAST Care positive and
statistically significant at the 0.01 level suppagtour hypothesi$i2. The signs of regression

coefficients of control variables, when significaate in line with expectations.

[Insert Table 4 here]

The results so far are supportive of the argumtrgsthe propensity to issue earnings
forecasts are associated with higher audit fekeauditors examine a firm’s forecasting history to
determine audit prices, it is likely that they widbwdxamine the quality and accuracy of these
forecasts since these can affect the associatathgarmanagement risk and litigation risk. One
of the forecast properties that may be of concentiié auditor is the specificity of the forecasts.
Table 5 reports the results of the effects of fastspecificity on audit fees. The results show
that audit fees are positively associated with das¢ specificity with the coefficient for
SPECIFICITY statistically significant at conventional leveler fboth annual and quarterly
forecasts. This supports our hypothesis that mpeeific (or precise) forecasts are perceived to
be of higher risk by auditors (hypothed#8). The signs of control variables’ regression
coefficients, when significant, are in line withp@ctations.

[Insert Table 5 here]

Finally, Table 6 summarizes the results of analydfeforecast error and bias on audit

fees. Columns 3 and 5 reposts the results basedrenast error ERROR for annual and

quarterly forecasts respectively, whereas columasdl 6 reports the results based on forecast
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bias BIAS) The results based on annual earnings forecastanent a statistically significant
positive association between forecast error and laiad audit fees. However, a similar
association is not found for quarterly forecasiBhus, although the results based on annual
forecasts support the hypothesis that auditorscaneerned about forecasts that are erroneous
and/or are optimistically biased, this is not tfoe quarterly forecasts. The lack of results in
quarterly forecasts could be due to fundamentdiemihces between annual and quarterly
earnings forecasts. In addition to differences amgle sizes, quarterly management earnings
forecasts might be systematically less biased #Hrarual forecasts, the auditors may be less
concerned with the impact of presence of quartergcasts on the audit risks. It is also possible
that the lack of results in this case is drivenldwyer power of our tests due to smaller sample
size dictated by choice of point forecasts onlydar tests. This is also probably why several
control variables significant in the other tests aot significant here. We leave finding the

explanation for this difference in findings for dué research.

[Insert Table 6 here]

4.3 Additional Analyses
4.3.1Heckman two-stage analysis

Because the earnings forecasting decision isylikein-random (Ajinkya et al. 2005,
Anilowski and Skinner 2007), a selection bias migffect our results. Hence, for our basic

result we run following two-stage Heckman selectioodel:

1st stageProb(FORECAST=1)=g(LOGASSET, STDRET, OUTDIR, ANAL ANST,

LITIGATE, RD_INT, ABN_ROA, EVENT) + e

2nd staget AUDFEE=f(NFORRECASTA, LOGASSET, LEVERAGE, ROAHIGR, LOSS,
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BIG4, BTM, INVREC, SPECIAL, SQSEG, GRSALE, SQEMPL,
MERGER, QUALIFIED, ISSUE2, Fama-French Industry Inigs, Year
Dummies + IMR) + e
Where, the following additional variables are prése
OUTDIR (percentage of outside directors on the boadJAL_FOL (analyst following),INST
(percentage ownership by institution®D _INT (R&D intensity, computed as total three-year
R&D expense (data46) deflated by total assets inty2aABN_ROA(industry-adjusted ROA),
and EVENT (a dummy variable equal 1 if a firm reported a neergcquisition or security
issuance in SDC database).

The first state model is based on known determgahtorecasting (Ajinkya et al. 2005).
We also controls for abnormal profits of a firddBN_ROA)and its R&D intensityRD_INT)in
order to control for proprietary costs of disclaswand effects of performance on disclosure
(Core 2001; Miller 2002). Hence, in addition to thimer determinants of forecasting, such as
size LOGASSET)jnstitutional ownershigINST) and percentage of outside directors on the
board (OUTDIR), in our first stage model we also attempt to eaptdisclosure incentives
identified in the literature, namely earnings perfance, litigation risk and higher proprietary
Ccosts.

To conserve space, we do not tabulate the resfilthi® analysis, and only report
summary results in the text. Our results are gdéiyeransistent with those reported in Table 4.
NFORECASTAhas a positive significant coefficient 0.006 andtatistic of 1.78 -value of
0.07). The loss of power in this regression cogffitis probably due to a smaller sample size of
4,385 (vs. 19,845 observations in Table 3 and B¢ fEduction in sample size is mainly due to

introduction of additional variableSUTDIR, ANAL_FOLandINST.Finally, Inverse Mills Ratio
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is not significant with p-value of 0.2, suggestthgt selection bias in our model is not a concern.

The tabulated results are available upon request.

4.3.2 Robustness checks:

We conduct a number of additional tests to examihether our results are sensitive to
alternative specifications. First, in tests ofefwast occurrence and forecast frequency we had
retained only one of multiple forecasts made onstree day. We found that our results are not
sensitive to this choice.

We also ran tests of forecast frequency and spéyifusing forecasting firms only. In
tests of forecast frequency using annual forecagsstill find a statistically significant (at the
0.01 level) positive association between forecasifency and audit fees. For quarterly forecast
frequency the effect disappears (coefficient i ptisitive but not statistically significant). s
of forecast specificity are not statistically sigrant either for annual forecasts or quarterly
forecasts.

We also used average disclosures over multiplesydher than one year (t-1). Results
were similar to those reported. We further notet tlwa control for the possible effects of
Regulation FD and Sarbanes-Oxley Act, we includeetfixed effects in all of our regression

models.

5. CONCLUSIONS
We study the association between audit fees angbribygerties of management earnings

forecasts. Consistent with our expectations deeslo from extant research, auditing
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practitioners’ literature, the arguments used bZ $fEsome high profile accounting fraud cases,
our findings indicate that auditors view managemeatnings forecasts as a risk-increasing
factor, resulting in higher audit fees. We thusvime evidence on a potential cost of one form of
voluntary disclosures — management earnings fot®edhat has not received much attention in
the literature. These findings are important foo treasons. First, prior disclosure literature
provides empirical evidence of various benefitglistlosures but show limited evidence of costs
of disclosures. Second, audit literature analyandit fees examine a whole host of financial
measures to explain audit fees. Although audistamdards suggest examining non-financial
measures also to measure audit risk, there iswel&ss work done to identify the effects of
such variables.
Future research could expand our analysis in abeurof ways. One possibility is to

explore how various other non-financial factors péay a role in assessing audit risk. Another
possibility is to examine whether other forms ofwtary disclosures have negative or positive

impact on audit fees.
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FORECAST
NFORECASTA
NFORECASTQ
SPECIFIC
HORIZON
ERROR

BIAS
LAUDITFEE

LOGASSET
BIG4

ROA
BTM

INVREC

LEVERAGE
LOSS

SQSEG
SPECIAL
FOREIGN
ISSUE
QUALIFIED
DLIST

LITI
STDRET
BHAR
OUTDIR
ANAL_FOL
INST
RD_INT

ABN_ROA

APPENDIX: Variables Definitions

An indicator variable that equals 1, if a firm issuat least one EPS forecast during
fiscal year t-1, O otherwise. Data collected frbirst Call.

Number of annual EPS forecasts issued by a comgaring fiscal year t-1 (non-
forecasting firms are coded 0). Data collectednfiirst Call.

Number of quarterly EPS forecasts issued durirgpfigear t-1 (non-forecasting firms
are coded 0). Data collected from First Call.

An indicator variable that equals 4 if the compé&sued a point forecast, 3 if it issued
a range forecast, 2 if it issued an open rangecémte 1 if it made any other types of
forecasts, and 0 if it made no forecasts duringpfigear t-1.

Number of days prior to fiscal year end the earsifogecast is issued.

The absolute value of the difference between theagement’s earnings forecast and
the actual EPS, deflated by the stock price ab#ggnning of the year.

The difference between management’s earnings fstenad actual EPS deflated by
the stock price at the beginning of the fiscal year

Log of total fees paid to the auditor in year t &rdit related services. Data obtained
from Audit Analytics

Log of total assets of the company (in $ millioasjhe end of year t.

Indicator variable that equals 1, if a firm is aedi by one of the “Big 4" auditors
(data149) in year t; 0 otherwise.

Income before extraordinary items for year t dididy total assets at the end of year t.
The ratio of book value of equity (DATA60), to matk value of equity
(Data25*datal199) both measured at the end of year t

Total inventories (DATAS3) plus accounts receivafidATA?2) deflated by the average
total assets, all measured at the end of year t.

Total liabilities (datal81) divided by total assktdh measured at the end of year t.
An indicator variable that equals 1, if income befextraordinary items (DATAL8)
for year t is negative; 0 otherwise.

Square root of the number of business segmentstegpby the company for year t in
the Compustasegment file.

An indicator variable that equals 1 if the compamgported special items (datal7) for
year tis at least 2 percent of total assets; Orotise.

An indicator variable that equals 1 if the compaeported pretax foreign income or
loss in year t; O otherwise.

An indicator variable that equals 1 if the compdm@ad an equity issue in year t as
reported in the SDC database; 0 otherwise.

An indicator variable that equals 1, if the compaeceived a qualified opinion from
the auditor in year t (DATA149); O otherwise.

An indicator variable that equals 1 if the companshares are delisted from the major
stock exchanges in period t+1; O otherwise.

An indicator variable that takes the value 1 fdffiains in the biotechnology (2833—
2836 and 8731-8734), computers (3570-3577 and 737@}, electronics (3600—
3674), and retail (5200-5961) industries, and @mtise.

Standard deviation of daily stock returns, estimateer the company’s fiscal year.
One year buy and hold return (in excess of theevalaighted return) calculated over
the company’s fiscal year.

Percentage of outside directors on the firm’ basthined from Compact Disclosure .
Analyst following for a firm obtained from IBES

Percentage of institutional ownership obtained fftmmson Financial

Research and development expense (data46) cumwededhree years and deflated
by yeart-2 total assets.

Abnormal ROA of a firm defined as a diffee between firm ROA and median ROA
of all firms in its 2 digit SIC code.
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TABLE 1
Sample Selection and Distribution

PANEL A: Sample Selection Screens Observations

Initial sample on audit fees obtained from Auditadytics for the period

2000-2006 79,156
Less: Observations not covered®@ympustat (29,458)
Missing data to calculate the financial variables (23,471)
Missing analyst following information froFirst Call (6,382)
Sample for tests using annual earnings forecasts 19,845
Sample for quarterly First Call tests (occurrence fiequency) 18,581
Sample for annual accuracy/bias 1,391
Sample for quarterly accuracy/bias 2,014
PANEL B: Year Distribution* Observations %
2001 3,215 16.20
2002 3,173 15.99
2003 3,312 16.69
2004 3,246 16.36
2005 3,422 17.24
2006 3,477 17.52
TOTAL 19,845 100.00
PANEL C: Industry Distribution* Observations %
Agriculture
Mining & construction 413 2.08
Food 419 2.11
Textiles & printing/publishing 867 4.37
Chemicals 497 2.36
Pharmaceuticals 1,354 6.82
Extractive 697 3.51
Durable Manufacturers 4,117 20.75
Computers 3,570 17.99
Transportation 1,339 6.75
Utilities 624 3.14
Retail 1,875 9.45
Services 1,810 9.12
Financials 2,168 10.92
Other 133 0.67
TOTAL 19,845 100.00

*Year and industry distributions are based on then@e used in the analysis of annual forecast oenoce and
frequency. Industry membership is determined bg 8bde as follows: mining & construction (1000- 299
excluding 1300-1399), food (2000-2111), textilep@nting/publishing (2200-2799), chemicals (280®282840-
2899), pharmaceuticals (2830-2836), extractive (22899, 1300-1399), durable manufacturers (300®,399
excluding 3570-3579 and 3670-3679), computers (¥37®, 3570-3579, 3670-3679), transportation (40899),
utilities (4900-4999), retail (5000-5999), finansig6000-6999) and, services (7000-8999, excludi@g0-7379).
Other includes the rest.
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TABLE 2
Summary statistics

This table reports descriptive statistics basedamples used in the tests using annual manageraenngs forecasts.
Variables are defined in the Appendix.

Variable N Mear Mediar STD Q1 Q3
FORECAST 19,84 0.30¢ 0.00¢ 0.46: 0.00( 1.00(
NFORECASTA 19,845 0.949 0.000 1.862 0.000 1.000
NFORECASTQ 19,845 0.841 0.000 1.638 0.000 1.000
SPECIFIC 19,845 0.971 0.000 1.490 0.000 3.000
HORIZON 6,367 151.894 83  124.915 64 244
ERROR 1,391 0.006 0.002 0.011 0.000 0.005
BIAS 1,391 0.002 0.000 0.011 -0.001 0.002
AUDITFEE (in $ millions)* 19,845 1.860 0.620 4.950 0.258 1.568
ASSET (in $ billions)* 19,845 8.122 0.585 60.107 0.157 2.290
BIG4 19,845 0.922 1.000 0.268 1.000 1.000
ROA 19,845 -0.032 0.031 0.234 -0.025 0.071
BTM 19,845 0.569 0.461 0.495 0.270 0.720
INVREC 19,845 0.227 0.190 0.181 0.081 0.329
LEVERAGE 19,845 0.493 0.490 0.251 0.296 0.657
GRSALE 19,845 0.156 0.091 0.411 -0.013 0.234
LOSS 19,845 0.311 0.000 0.463 0.000 1.000
SQSEG 19,845 3.417 3.464 1.157 2.449 4.243
SPECIAL 19,845 0.197 0.000 0.398 0.000 0.000
FOREIGN 19,845 0.383 0.000 0.486 0.000 1.000
MERGER 19,845 0.197 0.000 0.398 0.000 0.000
ISSUE 19,845 0.083 0.000 0.277 0.000 0.000
QUALIFIED 19,845 0.436 0.000 0.496 0.000 1.000
DLIST 19,845 0.003 0.000 0.058 0.000 0.000
LITI 19,845 0.350 0.000 0.477 0.000 1.000
STDRET 19,845 0.032 0.027 0.019 0.019 0.040
BHAR 19,845 0.125 0.027 0.599 -0.220 0.306

*In the regressions log of these values are used.
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TABLE 3
The Likelihood of Management Earnings Forecasts/andit Fees

This table reports the results of the regressiorthef log of audit feesLAUDITFEE) on the likelihood of

management issuing and earnings forecasts and athéol variables. Column 3 reports the resultsegressions

using annual forecasts whereas column 4 reporteethdts using quarterly forecastSORECASTis a 0-1 variable

according to whether the company issued an earfiamgsast during fiscal period t-1 or not. All ethvariables are
measured for period t. A complete listing of ttaxiables appears in the Appendix. All regressioad year and
industry (two digit SIC codes) dummies that are ttedi for brevity. Standard errors are cluster-sigjd per

Petersen (2007). *, **, *** denote two-tail signitince levels of 0.1, 0.05, and 0.01, respectivélye sample spans
2000-2006.

Annual Forecasts Quarterly Forecasts

Predicted Coefficient Coefficient
Sign (t-stat) (t-stat)
INTERCEPT ? 8.224 8.281
(141.550)*** (137.680)***
FORECAST ? 0.089 0.035
(6.140)*** (2.350)***
LOGASSET + 0.483 0.477
(74.510)*** (70.370)***
LEVERAGE + 0.283 0.275
(7.710)*** (7.380)***
GRSALE - -0.072 -0.081
(-5.920)*** (-6.500)***
ROA - -0.274 -0.261
(-7.940)*** (-7.410)***
LOSS + 0.081 0.074
(4.810)*** (4.320)***
INVREC + 0.472 0.491
(7.640)*** (7.800)***
SQSEG + 0.123 0.120
(14.580)*** (13.920)***
FOREIGN + 0.242 0.260
(13.070)*** (13.850)***
BIG4 + 0.251 0.252
(9.380)*** (9.000)***
BTM - -0.084 -0.095
(-5.700)*** (-6.110)***
SPECIAL + 0.092 0.101
(6.600)*** (7.150)***
MERGER + 0.088 0.081
(6.640)*** (6.000)***
ISSUE + 0.000 0.002

(0.020)***

(0.080)**



QUALIFIED
DLIST

LITI
STDRET
BHAR

Number of observations
Adjusted R

0.089
(7.790)%**
0.034
(0.500)
0.018
(0.630)
6.354
(12.960)*+
0.010
(1.320)
19,845

0.80

0.104
(8.900)**
0.070
(0.900)
0.008
(0.270)
6.197
(12.300)*+
0.011
(1.440)
18,581
0.79
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TABLE 4
Frequency of Management Earnings Forecasts andtAgdtis

This table reports the results of the regressiorthef log of audit feesLAUDITFEE) on the frequency of
management earnings forecasts issued and othepkeatiables. Column 3 reports the results ofesgions using
annual forecastsNFORECASTAIs the number of annual forecasts issued durimgfigcal year t-1; 0 for no
forecasts) and column 4 reports the results usirayterly forecastsNFORECASTQs the number of quarterly
earnings forecasts issued during the fiscal ydarOtfor no forecasts). All other variables aream@ed at period t.
A complete listing of the variables appears in Appendix. All regressions had year and industwo(tigit SIC
codes) dummies that are omitted for brevity. Saadcerrors are cluster-adjusted per Petersen (2607), ***
denote two-tail significance levels of 0.1, 0.06d &®.01, respectively. The sample spans 2000-2006.

Annual Forecasts Quarterly Forecasts

Predicted Coefficient Coefficient
Sign (t-stat) (t-stat)
INTERCEPT ? 8.246 8.233
(141.170)** (140.720)***
NFORECASTA ? 0.023
(6.390)***
NFORECASTQ 0.009
(2.310)***
LOGASSET + 0.481 0.484
(73.820)*** (74.080)***
LEVERAGE + 0.284 0.287
(7.730)*** (7.790)***
GRSALE - -0.073 -0.075
(-5.990)*** (-6.160)***
ROA - -0.270 -0.272
(-7.860)*** (-7.890)***
LOSS + 0.081 0.073
(4.770)*** (4.300)***
INVREC + 0.475 0.484
(7.690)*** (7.800)***
SQSEG + 0.123 0.123
(14.570)**= (14.570)***
FOREIGN + 0.242 0.244
(13.100)*** (13.200)***
BIG4 + 0.251 0.252
(9.360)*** (9.330)***
BTM - -0.085 -0.087
(-5.750)*** (-5.860)***
SPECIAL + 0.093 0.096
(6.680)*** (6.910)***
MERGER + 0.089 0.091
(6.720)*** (6.850)***
ISSUE + 0.001 -0.002



QUALIFIED
DLIST

LITI
STDRET
BHAR

Number of observations
Adjusted R

(0.060)***
0.089
(7.740)%*
0.034
(0.490)
0.018
(0.630)
6.271
(12.800)*+
0.010
(1.300)
19,845

0.80

(-0.080)***
0.092
(7.970)%*
0.033
(0.490)
0.018
(0.620)
6.263
(12.720)*+
0.008
(1.000)
19,845
0.80
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TABLE 5
Specificity of Management Earnings Forecasts anditAtees

This table reports the results of the regressiorthef log of audit feesLAUDITFEE) on the specificity of
management earnings forecasts issued and othepkweatiables. Column 3 reports the results ofesgions using
annual forecasts and column 4 reports the ressitgywjuarterly forecastsSPECIFIC equals 4 if the company
issues a point forecast, 3 if the company issuemge forecast, 2 if the company issues an opayeréorecast, 1
for any other type of forecasts and O if the comypiasues no earnings forecasts. If the compamedssnultiple
earnings forecasts during a fiscal year, the largtdast is retained. Specificity is measured udatg for period t-1
whereas all other variables are calculated usingpge data. The Appendix provides a completerigstof the
variables. All regressions had year and industwo (digit SIC codes) dummies that are omitted foevity.
Standard errors are cluster-adjusted per PeteP8#)Y). *, **, *** denote two-tail significance levs of 0.1, 0.05,
and 0.01, respectively. The sample spans 2000-2006

Annual Forecasts Quarterly Forecasts
Predicted Coefficient Coefficient
Sign (t-stat) (t-stat)
INTERCEPT ? 8.224 8.281
(141.580)*** (137.700)***
SPECIFICITY ? 0.027 0.010
(6.060)*** (2.140)**
LOGASSET 0.483 0.478
(74.400)*** (70.460)***
LEVERAGE 0.283 0.275
(7.700)*** (7.380)***
GRSALE -0.072 -0.081
(-5.930)*** (-6.530)***
ROA -0.275 -0.261
(-7.970)*** (-7.410)***
LOSS 0.082 0.074
(4.840)*** (4.320)***
INVREC 0.473 0.491
(7.670)*** (7.810)***
SQSEG 0.123 0.120
(14.570)*** (13.920)***
FOREIGN 0.242 0.260
(13.070)*** (13.860)***
BIG4 0.252 0.252
(9.400)*** (9.000)***
BTM -0.084 -0.095
(-5.670)*** (-6.110)***
SPECIAL 0.092 0.101
(6.590)*** (7.160)***
MERGER 0.088 0.081
(6.620)*** (6.000)***



ISSUE
QUALIFIED
DLIST

LITI
STDRET
BHAR

Number of observations
Adjusted R

0.000
(0.000)***
0.089
(7.790)%**
0.034
(0.500)
0.018
(0.640)
6.346
(12.950)*+
0.010
(1.350)
19,845
0.80

0.001
(0.070)**
0.104
(8.900)***
0.070
(0.900)
0.008
(0.270)
6.201
(12.310)*+
0.011
(1.440)*
18,581
0.79
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TABLE 6
Error and Bias in Management Earnings Forecasts Andit Fees

This table reports the results of the regressionheflog of audit feesLAUDITFEE) on the error and bias in
management earnings forecasts issued and othepkeatiables. Columns 3 and 4 report the resafliegressions
using annual forecasts and columns 4 and 5 repentasults using quarterly forecasEBRRORequals the absolute
value of the difference between the (managemefdigcasted EPS and the actual reported EPS, diktgtastock
price at the beginning of the yeaBIAS equals the difference between the (managemewt'stdsted EPS and the
actual reported EPS, deflated by stock price ab#ginning of the year. If the company issued iplatearnings
forecasts during a fiscal year, the last forecasetained. ERRORandBIAS are calculated using period t-1 data
whereas all other variables are calculated usingpge data. The Appendix provides a completerigstof the
variables. All regressions had year and industwo (digit SIC codes) dummies that are omitted foevity.
Standard errors are cluster-adjusted per PeteP8#}Y). *, **, *** denote two-tail significance levs of 0.1, 0.05,
and 0.01, respectively. The sample spans 2000-2006

Annual Forecasts Quarterly Forecasts

Predicted ERROR BIAS ERROR BIAS
Sign Coefficient Coefficient Coefficient Coefficient
(t-stat) (t-stat) (t-stat) (t-stat)
INTERCEPT 8.570 8.562 8.586 8.588
(35.050)**=* (35.230)**= (40.950)**=* (40.980)***
ERROR 4.488 1.086
(2.600)*** (0.560)
BIAS 4.858 1.578
(3.630)** (0.680)
HORIZON 0.000 0.000 0.000 0.000
(-2.630)*** (-2.470)x** (-1.330) (-1.300)***
LOGASSET 0.521 0.519 0.501 0.501
(27.800)*** (27.830)**= (34.130)**= (34.270)***
SQSEG 0.135 0.134 0.135 0.134
(5.700)*** (5.640)*** (7.410)*** (7.390)
LEVERAGE 0.438 0.446 0.488 0.490
(3.340)*** (3.420)*** (5.060)*** (5.060)**
FOREIGN 0.287 0.289 0.257 0.257
(5.460)*** (5.520)*** (6.130)*** (6.160)**
BTM -0.030 -0.021 -0.078 -0.077
(-0.370) (-0.270) (-1.750)* (-1.730)***
SPECIAL -0.157 -0.173 -0.042 -0.042
(-1.460) (-1.590) (-0.350) (-0.360)***
ROA 0.024 -0.065 -0.307 -0.325
(0.070) (-0.200) (-2.170)** (-2.330)***
LOSS -0.031 -0.043 0.040 0.040
(-0.410) (-0.580) (0.850) (0.840)
BIG4 0.152 0.161 0.009 0.009
(1.560) (1.670)* (0.100) (0.090)
INVREC 0.147 0.129 0.587 0.583
(0.890) (0.790) (4.200)** (4.170)



GRSALE

QUALIFIED

MERGER

ISSUE

DLIST*

LITI

STDRET

BHAR

Number of observations

Adjusted R

-0.157
(-1.720)*
0.074
(1.870)*
0.011
(0.280)
-0.052
(-0.790)

0.029
(0.380)
8.895
(4.070)**
-0.025
(-0.620)

1,391

0.81

-0.150
(-1.650)*
0.078
(1.990)**
0.014
(0.350)
-0.059
(-0.870)

0.026
(0.330)
10.189

(4.700)**
-0.040
(-0.970)

1,391
0.81

-0.163
(-2.260)**
0.092
(2.980)***
0.024
(0.690)
0.037
0.550
0.152
(0.640)
-0.033
(-0.560)
6.480
(4.010)***
0.026
(0.960)
2,014
0.80

39

-0.162
(-2.270)***
0.093
(2.980)***
0.024
(0.690)
0.035
(0.530)
0.157
(0.710)
-0.033
(-0.560)
6.592
(4.100)***
0.027
(0.980)
2,014
0.80

*DLISTwas 1 for all observations using annual forecasts.



