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Abstract

Pumpose — According to agency theory, managers have incentives to adjust firm revenues to meet earnings expectations or
delay bad news disclosure because of performance-based compensation and their reputation in the market. When the bad
news accumulates, stock prices fail to reflect all available information. Thus, market prices of stocks are higher than their
intrinsic value. After all, bad news crosses the tipping point, it comes out all at once. That results in stock crashes.

Auditors can decrease stock crash risk by reducing agency costs through their informational role. Especially, stock price
crash risk is expected to be lower for firms adopting high-quality audits.

We focus on distribution and service industry to examine the relation between audit quality and stock price crash risk.
Industry specialization and auditor size are used as proxies for auditor quality.

Research design, data and methodology — Our sample contains distribution and service industry firms listed in KOSPI and
KOSDAQ during a period of 2004-2011. We use a logistic regression to test whether auditor quality influences crash risk.
Auditor quality was measured by industry specialist auditor and Big4 / non-Big4 dichotomy.

Following the approach in prior researches, we use firm-specific weekly returns to measure crash risk. Firms experiencing at
least one stock price crash in a specific week during year are classified as the high risk group.

Results — The result of analyzing 429 companies in distribution and service industry is summarized as follows: Above all, it
is shown that higher audit quality has a significant negative(-) effect on the crash risk. Crash risk is alleviated for firms
audited by industry specialist auditors and Big 4 audit firms. Therefore, our results show that hypotheses are supported.
Conclusions — This study is very meaningful as the first study which investigated the effects of high audit quality on stock
price crash risk. We provide evidence that high-quality auditors reduce stock price crash risk. Our finding implies that the
risk of extreme losses can be reduced through screening of high-quality auditors. Therefore investors and regulators may
utilize our findings in their investment and rule making decisions.
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HAEES & R SYX2= =2 Bigd oA Eolute|
MEHFE O|8StCt Bigd oA EHRlS Pt HAREES O
X2 Folgt OlF= Ciof MAATOM Bigd 2|7 2I0|
Big47t Ot 2|A @IS0 Bl HE27t=A 2| F-&(brand name)
= 7G| fIEl CiYet LT n|at 42 ZE|(peer review)
S2 Sl 1E2 HAE MSstn Ut ENEU7| HE2
O[C}. 200614 O|F0l= =L CHES|AMRISO] M2ZH| O|F

Tl ot 502 QIg|| BigdZt Ot:l Big5, Big6, Big8Z 2%
2 = AURT = Aol FHEHY 7|7t 2006'F 0|=07|
M0 s, oHEl, &, oS AgelS tHE|AE IRl Bigd

FoaE /™S FE57| s 24 AEe| IS HAS
7| A E q(firm-specific)2| F7t=&ES FHSIRULE. FHH2=
Hutton et al.(2009)1t Kim et al.(2011)Q| B0 2t 7E 7|
YR jo| vlojMel FZolE 4, B FaEE, U] JiES
2 22t 27|12 M7|QF KF7|Q| THK|7ES A|&K|4(value weighted
market index) 7, & SRS B 120 Y W
O|&83IFLt. 7HX7ts AFK|FE W7, XA\ M| ZghA|Z]
0|9 = H|SXA ZHef(non synchronous trading)E SX|5104

g3t F710] 13] O|MY HLOl= 1, TUX| OB 08
Cio|gi0lch 3098 7|EF(cut of|o2 Het olRE T
WE FU+E 2RO 89| 0.1%0] S3te RlEE IEHEO
2 e =22 H0|7| IE20|CHHutton et al., 2009; Kim et
al., 2011).

32 7M7Y 2¥

2 A4= Bigd ZARIDF MEMELAIRICE FFTH ZHAL
EH0| 22+E FEE0| RotE
=2X|E AEotaAt ik MEtN F7tgE @l 02 E LIE
W= Cioj#s= CRASHE ZEXH==Z2 SIRUCL 0l2, ZAIE
Ho| CiEX|Ql AATEZLAIRIMS_AF)1t Bigd ZHAMRI(BIG4)
B GOl EXE+E SEH0 ZTAZ] CHEO 22 4 3)
o| 3|HEYE oIt FIEE R E LIEH = CRASHH
== HO[#H==07] ME0| Al 3)2 EX|AE 3|4 E4(logistic
Regression)0|LC}.

CRASH,, = ay+a,MS_AFor BIGA,, , +a,DTURN,,_,
+ySIGMA,, | +a,RET,,  +a;MB,,
ta LBV, +aROA;_ +e, (2)

il . Al 3)0] Z2BI40l CRASHE Z7h3ato| 2Haist HS 1,
JIRE gl F2I+oBUS FF| figolckDimson, 1979).  _ of Pl BAETE BRASHE ToASH0] EoE 2T,
Q2% 2ow 091 HOjE=O|CE. & ei7ol BlwEs Tl
X

Ve = a;t ﬁlﬂym 2t ﬁzﬂw 1t ﬁ[’)‘j’%n‘f + [’,4,7%,,‘, t+1
+ BsVm, 142 T €t (1)

A OIM ZHEE T ¢, = 0fS T E|(skewed) 2z
2 200 97| H20| oEoRetE ATl BEo| HElZ2
S| QI8h BHARE €, 0f 12 CISlE & At Cisket te
J|YRERQ| F7HAEZ HOSIYUCHHutton et al., 2009; Kim
ot al, 2011). & HFOIME O|H HolE J|PEQo| 7t
40122 0|8210] Z7}32 WMO|L(CRASH) HO|#4E =
HoiQh THHoE tdx J|YEQO| F7olE0| AR
ol ®H R F74QE 2mo| BEHA 3092 T30
2(-)9| gt At pwrt 2 AL Y FIkEo| W
Mot 7|Qo= Molsict. Mate CRASHEZE F7lgate 2

<Table 1> Variable Definitions

SES H83te B2 MYTEDAR Ha MSAFSt O
g7 @el BIG4 OFE LiEtL}= BIGA#S=0|1, MS_AFet
BIG42| A= gt2l al1gto| <7hd 1>1t <7Hd 2>5 HBd=
22| A SOICE MEtM a1gt0] A2 2 Folgt 5(-)2
US LIEfHCIEH ZAZEO| 2245 LHARIAR F7tgE
20| Hotd 7h5d0| whte & g7e 7HEnt REdhe
Z 10|}

SHH2E Chen et al(2001)2] AN F7HaEeld
of Y OlXle A= WEHE HaSS 20| ZAZICH
B0 Cict 2¥2 Ofgf <Table 1>0fA EO|F1 ULt =
ATE oM MISEE= HASEO TE Dl2iel FhaEed
ABoH7| I5t0] el HAZE eSS 2 2
S22 S4EYA 717t ot FYIe] FFYKE
St

r

-_—

O rin mo

Variable

Definition

CRASH

= 1 if a firm-year that experiences one or more firm-specific weekly returns falling 3.09 standard deviations
below the mean firm-specific weekly returns over the fiscal year, with 3.09 chosen to generate frequencies of
0.1% in the normal distribution, and 0 otherwise.

MS = 1 if the firm is audited by industry specialist auditor (MS_AF1,MS_AF2)

MS_AF1 = 1 if the firm is audited by auditor whose market shares is highest in terms of clients' total audit
fees for each two-digit SIC industry group, and O otherwise

MS_AF2 = 1 if the firm is audited by auditor whose market shares is above 20% in terms of clients' total
audit fees for each two-digit SIC industry group, and 0 otherwise

BIG4 = 1 if the firm is audited by a Big 4 auditor, and O otherwise
DTURN = The average of monthly turnover ratio
SIGMA = The standard deviation of weekly return

RET = The average weekly return multiplied by 100

MB = The ratio of the book value to market value

LEV = The ratio of the total debt to total assets

ROA = The ratio of the net income to total assets

it = firm, year
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2 ITOM AFSE 4207 I=-7|R0) TS J|EEA R
<Table 2>0f HA|E|0] ULk S&E+2 AGE FIIZ2AI
CiO|#15:(CRASH)| T@S 0.1192 517 A=-7|20| ]S,
MEIAQOIA ZF7132QIES 72 HOR & 4+ UCt ZAe
2 S AMYAMBUACIS BRZLS MSAF10| 0.114,
MS_AF27} 0.1212 ZtZ} 487}, 5171 ¢IZ=-7|Q10| ZHAFQIO| Ak
YRS MOl ZAE WD QUcks Ho=Z etk
BIG4 H4:0| BRZIS 02212 947) H=-7|Q0 MY, A,
OFFl, Bhe Bl ZAND Uk 2 o 4 AUrk

rot

<Table 3> Pearson-correlation matrix among variables

<Table 2> Descriptive statistics
Standard
deviation
CRASH | 429 | 0.119 | 0.324 0.000 0.000 1.000
MS_AF1 | 429 | 0.114 | 0.318 0.000 0.000 1.000
MS_AF2 | 429 | 0.121 | 0.327 0.000 0.000 1.000
BIG4 | 429 | 0.221| 0.416 0.000 0.000 1.000
DTURN | 429 (-0.001| 0.017 -0.071 0.000 0.071
SIGMA | 429 | 0.078 | 0.014 0.066 0.071 0.110
RET 429 |-0.315| 0.106 -0.563 | -0.257 | -0.218
MB 429 | 1.135| 0.968 0.164 0.776 5.131
LEV 429 | 0.483 | 0.197 0.088 0.478 0.888
ROA | 429 | 0.017 | 0.090 -0.379 0.029 0.189

Variable definitions: refer to <Table 1>

Variable | N | Mean Minimum | Median | Maximum

ABBAE <Table 30| HAIE0f Y

. O 74329 Wa(CRASH)ZH AHg]

M2 ZARQl H(MS_AF1, MS_AF2) % Bigd s|7@ol s

S AmEE, DS 5% XM o/

S(-)o] ABBHE 2Ol ZAEW| 5242 FII3Y
2 o= Uttt

0
10
of
oy
5
o
rr
N

MSAF1 | MSAF2 BIG4 DTURN SIGMA RET MB LEV ROA

cragr | 0109 -0.114 -0.109 0.031 0.025 20,027 0.069 -0.010 -0.179
(0.023) (0.017) (0.023) (0.526) (0.607) (0.582) (0.154) (0.836) (0.001)

VS A1 0.653 0.020 0.004 -0.004 0.004 0.089 0.018 0.106
s (<0001) | (0.675) (0.941) (0.938) (0.939) (0.064) (0.716) (0.027)
VS AR 0.094 -0.026 0.001 -0.001 0.054 0.128 0.091
8 (0.050) (0.587) (0.986) (0.979) (0.264) (0.01) (0.053)
B4 -0.019 -0.035 0.034 0.104 0.085 0.149
(0.698) (0.464) (0.483) (0.031) (0.077) (0.00)

0.052 -0.056 0.039 0.011 -0.075
DTURN (0.278) (0.248) (0.418) (0.820) (0.120)
-1.000 -0.020 -0.047 -0.029
SIGMA (<.0001) (0.675) (0.327) (0.554)
0.019 0.047 0.029
RET (0.701) (0.332) (0.550)
0273 -0.044
MB (<.0001) (0.365)
-0.048
LEV (0.318)

Variable definitions: refer to <Table 1>. Values in parentheses are p-values.
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<Table 4> The Effect of Industry Specialist Auditor on Stock
Crash Risk(MS_AF1)

CRASH, , = oy +o, MS_AF\,, | +a,DTURN, , _,

+oySIGMA; | + o RET; |+ SIZE,
+togMB, | +og LEV, +aROA; | +e;,

Variables Coeff. Wald x? value
Intercept -35.719 0.0192
MS_AF1 -1.887 3.366*
DTURN -1.139 0.021
SIGMA 1026.700 0.0189
RET 152.100 0.0205
MB 0.118 0.5348
LEV -0.356 0.1885
ROA -4.383 9.3355***
Year Dummies Included
Model Fit Pseudo R* 0.11
Likelihood Ratio 31.9622
Sample Size 429

Notes: ***, **, and * represent significance at the 1%, 5%, and
10% levels, respectively.
Variable definitions: refer to <Table 1>

= (=1
g ZARI0] ZASH 790 B 1, IR ¢OB 0
Ojgi4 MS_AF27} BHJ#I40[0f 1ot MRITHBZARIOR
ot UABNO 5842 3

<Table 5>= ZASQzz =Xs|
o

=
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MS_AF20| 7|=t2 ()2 22 LtEtd Z{o|ch
<Table 5>9| ZX|AE | 2MAD AA| MS_AF29| 7|
£ -1.953(wald=3.6014)2 10% $ZFO0|A QO[3 ZIE HO|
FEAM <74 1>1h Relohe ZntE LERACH
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<Table 5> The Effect of Industry Specialist Auditor on Stock

Crash Risk(MS_AF2)

CRASH, , = oy + o, MY _AF2;, | +a,DTURN,,
+a:;S]G]1/L4L7t71 +o,RET, | +oSIZE,,
+ogMB,, |+ LEV,, | +ogROA,, | +¢,

i

Variables Coeff. Wald x2value
Intercept -9.759 0.0014
MS_AF2 -1.953 3.6014*
DTURN -1.629 0.0426
SIGMA 272.800 0.0013
RET 44.795 0.0018
MB 0.092 0.3309
LEV -0.114 0.0189
ROA -4.492 9.8514***
Year Dummies Included
Pseudo R? 0.11
Model Fit
Likelihood Ratio 32.5036
Sample Size 429
= Ao <7Hd 2>0|M= Bigd gAtRIez S ZAE
Ho| FIFAES UAAZ 202D 043t <Table
6>2 0[0f Chet ZX|AE 3lpE4d ZuE HAIStD AT
Bigd ZIALRIO] ZALSH 7|e| &< 1, ™K o™ 09 o
Dj4 BIGA7 BHAI#I4-0|0] BtOF Bigh B|AYOIoR =3
TAEEO| 225 F7I=2”0| LOTILHH BIG4S| A=
U2 202 US LIEFE ZO|C} <Table 6>2| ZX|AE 3|7
EMZ0F 9A| BIGAS| A== —0.948(wald=3.6405)2 10% ==
0N Relot 2 HOFHM <Ihd 2>ef Fost= Znt
€ LIEfHCE

<Table 6> The Effect of Big4 Auditor on Stock Crash Risk

CRASH, , = oy + oy BIG4; ;| +a, DTURN, , |+ SIGMA;
T, RET;,_ + o SIZE,,_y +ogMB,
+og LEV, , | +agROA, ,_ | +¢,
Variables Coeff. Wald x?value
Intercept 19.794 1.3733
BIG4 -0.948 3.6405*
DTURN 0.367 0.0022
SIGMA -569.700 1.6741
RET -73.030 1.7027
MB 0.180 1.3403
LEV -0.418 0.2764
ROA -3.763 7.6126™
Year Dummies Included
. Pseudo R? 0.06
Model Fit Likelihood Ratio 18.4563
Sample Size 429

Notes: ***, **, and * represent significance at the 1%, 5%, and
10% levels, respectively.
Variable definitions: refer to <Table 1>.
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