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3.3.5 999 54

WRge] GRS AL dRgael YU
2 PAARQ %, ASBL, 3

Aug &4 o 52 Byl nelsdn. 997
Al FAE 2] Al wades e
cEEERIEE]

< Bigd Xﬂ?r‘ﬂé
Fok S AMQI
22 Afde 09 #& Fostdrt. (Simunic,
1980; Simon and Francis, 1988; #5493 7
4, 2001: =F3 5, 2004 o|A& =,
2005). 9FzHARQIS AEZAL 717HE FEAARI
o] Al 719e AR A4t 3dE ZFeteA
ol & 789]3}03‘4 Q%'Ju”}o ] AreE A7t 3

9 auete A% 19 @ Polsn, 3d o3t
A BEAE 09 4E ¥oldHe, AL
PANGEN B 28 AT S 1
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oiste] et

(& 2)ol AABHS

AL ﬂﬂko 1°*°J°1D4 F9ae 0.69
4o Yept 7104?% +e]
Hghe 1.2290]m, L—% oule} doz
307 = e Rl Es) Jj'?(' He a
< 0.17322 YaEt, At s >
0.1130]9, Y& 0.0922 et} &9l
Zon|Fe] HFighe 0.2930]9, FYEE 0.185
2 YeEH.

BAH & FFghe 0.4680]3, FUgHe 0.471
2 Ut FARtele g HEEke 0.0289]
oS4 0.0352 Yehyth £4 Wit
g 0.33622 YERY, #HA 39zt S8 73
g 714do] AA FEO 33.6%% e

YA FA AR HFe gk 0.1010]9, F
FEe 0.06302 Uepdtt, Ada 2550 B
f ol¥o HHEge 0.0600%, 2EFAS Fof
Hhe DAL A FRAA 2R SHE v Fol
6%%< derdth ditRr|g9idel 259 A
Al el HFFE 0.1942, FAAYYL3 ] &
Fol wel ditE g A&E 71 AdA
7F AAM 2A s HFo] 19.4%9 AL 2|
g},

Apglojatel o] HEFE 0.3190W, FUHS
0.286°2 Uepsith AReJolAl AA7Izte] gk
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€0, 281 HPFE 622 Yegtt o3 2
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(B 2) 7IesAz

W el Bak FIH | FEEA | A2 # gk
RS g9 1.036 0.618 1.573 0.038 33.53
FAE o] 122.822 2.002 | 44.396 0.073 | 645.297
LEREL RS H) & 0.194 0.173 0.114 | 0.0001 0.616
A A 5 H)& 0.113 0.092 0.087 0 0.573
e ES H)8 0.293 0.185 0.307 0 1
A& H) & 0.468 0.471 0.189 0.017 0.997
FAkol ) & H] & 0.028 0.035 0.119 | -2.929 1.276
&4 o] 0.336 0 0.472 0 1
BGA FAAH HT H)& 0.101 0.063 0.118 0 0.688
AR 25 B R =Ll 0.060 0 0.237 0 1
YR 7198 e 2% 497} % o] 0.194 0 0.395 0 1
Abe] o] Ab) & H) & 0.319 0.286 0.121 0.1 0.8
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ojAts] W sHE-9193] Me 0.470 0 1.010 0 6
olAkE] A S 3] 15.366 12 11.478 1 127
Abglolal 3]9) FA & H] & 0.672 0.750 0.319 0 1
29193 24 of B o] 0.171 0 0.377 0 1
NP 3AS o1 o] 0.684 1 0.465 0 1
AEZA71 7T =k 0.616 1 0.486 0 1
H| ZIAH S 25 o] =k 0.362 0 0.481 0 1
e 0.6720, TS 0.75002 Ve oh HIZAESEA ] HiE g 0.36201H, 9
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LA T ZALE S| Y
(E 3) Zloj& g2l

1 2 3 4 5 6 7 8 9 10 1 12 13 14 1 16 17 18 19
20 0849 | 1
30155 |02 | 1
41-0.193™ | -0.219" | 0.020 1
5| 0.086™ | 0.090" [-0.19%"" | 0.030 1
6| 0153 | 0.167" | 0.140"" | 0.084"" | -0.003 1
T 0105 | 0.165™ | 0.024 [-0025 [-0.046™" | 0.255"" | 1
8 [-0.0797 [-0.148™ [-0.052" | 0.027 | 0.031"" | 0.336™ [-0.301"" | 1
9| -0.235" [-0.277 | 0.018 | 0119 | 0.013 | -0.116™" | 0.078" |-0.076"" | 1
10 0.207° | 0164 [-0.015 | 0.077""* | 0.087™ | 0.084" | -0.060"" | 0.066™ | -0.211"" | 1
11 0575 | 0.624™* | -0.130"* | 0.177* | 0.062™* | 0.165" | 0.082" | 0.056" | 0.320"* | 0.193"*| 1
12{ 0.5467 | 0531 [ -0.127°" | 0.1507"" | 0.083™ | 0.163™ | 0.004 | 0.058™ | -0.257"" | 0.193"" | 048" | 1
13 -0.028 0099 | 0.018 | 0.068"* | 0.015 |-0.136™" | 0.074"* [-0.072" | 0.139™" | 0.042" 0101 | -0.097 | 1
14) 0567 | 05427 | 10,105 | 0120 | 0107 | 0.124™* | 0.046™ | 0.004 | -0.184™" | 0235™" | 0459™" | 0.595™ | -0.041" 1
15 0.1477 | 0170 | 0.000 | -0.082" | -0.091°* | 0.4 | -0.080"* | 0037 [-0.027 |-0.021 | 0.004 |-0.013 |-0.062""" | 0.026 1
16 0,136 | 0140 | -0.045™ | -0.055"* | 0.086"" | -0.072" | 0.093"" [-0.014 |-0.006 | 0.049% | 0.178™ | 0.149" | 0.090"" | 0.123" | -0.252"" | 1
17) 0577 | 0583 | -0.146™* | 0152 | 0.109"" | 0.159™* | 0.048" | 0.033" | -0.194"" | 0.189™* | 0.501""" | 0.649™* | -0.056"" | 0.759"* | 0.088™ [0121™| 1
18] 0.2987 | 0307 | -0.056 | 0.135"" | -0.042" | 0.087" | 0.075"" [-0.061"™ | -0.155™" | 0.082""" | 0.283™ | 0.074™ | 0.087"" | 0.149" | 0.028 | 0.042" | 0.156"™ | 1
190 0.0597 | 0.024 | 0.014 | 0.010 | 0019 |-0.066™ | 0.006 [-0.046™ | 0.006 | 0.031 [-0.027 |-0.041" | 0.139™" [-0.003 | 0.012 | 0.0 [ 0.021 |0.030 1
200 0.346™ | 0322 [-0.007 [-0.004"* | 0.007 | 0.087 | 0.026 | 0.007"" |-0.143" | 0.087"* | 0.282"** | 0.260" | 0.016 |0 .256™" | 0.044™ |0.064™ | 0.248™* | 0.157"" | 0.074™
LA 2. 344 8. S S 4. AL 5. g 2delZ 6. FaE & T, %ZW’P‘ES ST 9. AYFALRHT 10, 494 2584 Feloli 11, e 7194 257
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A
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Foue AR

EREE (B31) (B32) (B3) (B34 (B5)

AF tak As tak As £k As tak AF £k
B 6.622°* |43.582 | 6.996"** [44.284 | T.444%** |40.662 | 8.001"** [44.201 | 8.119"* | 41.513
AN 0.434"* | 76.046 | 0.416™* [68.341 | 0.397*** | 56.473 | 0.367"** |51.337 | 0.362"* | 47.382
LEE 0.343* | 4.936 | 0.302"** | 4.393 | 0.290%** | 4.270 | 0.282"** | 4.252 | 0.277** | 4.201
Az 3 -0.021  |-0.244 | 0.012 | 0.134 | 0.039 | 0.449 | 0.014 0.165 | 0.027 | 0.317
EREESEE 0.024 0.965 | 0.031 | 1.270 | 0.013 | 0.549 | 0.015 0.627 | 0.005 | 0.197
ERALIES -0.101%*  |-2.232 |-0.090** |-2.002 [-0.092** |-2.070 |-0.091** |-2.064 |-0.094** |-2.121
N E -0.199%** |-2.985 |-0.191%** |-2.894 |-0.182*** |-2.772 | -0.168*** |-2.634 |-0.164*** |-2.567
£4y] 0.079%* | 4.495 | 0.074™* | 4.231 | 0.070"** | 4.039 | 0.052"** | 3.070 | 0.052"* | 3.103
AR FALHF 0.239%** | 3.624 0214 | 3.312
AR 2E5GH B o 0.211%* | 6.723 0.164*** | 5.309
Ut R/ 9 A DAsZ G Ao F 0.120%** | 4.994 0.067* | 2.779
AS] oA & 0.484%** | 5.953 | 0.469*** | 5.755
At oAb A4l 717t 0.023* | 5.921 | 0.023*** | 5.865
o|AF] ff S48 ¢ 0.073"** | 6.605 | 0.065*** | 5.856
oJAE AF A 0.001%* | 2.155 | 0.002* | 2.446
Aot 39 AN 5 0.006 0.278 [-0.002 |-0.105
A998 EA) AR 0.017 0.521 | 0.009 | 0.296
HBAHS ol 0.060%** | 3.662 | 0.051*** | 3.079 | 0.070*** | 4.367 | 0.064*** | 4.026
ASHAI 0.048%% | 3.198 | 0.049"** | 3.304 | 0.045*** | 3.070 | 0.045*** | 3.059
HARRS &) o) 0.107%* | 6.642 | 0.104** | 6.544 | 0.077*** | 4.927 | 0.078*** | 5.029
F & 1030.988** 748.323% 597961 518.531% 445.178**

Adi. R’ 0.726 0.733 0.740 0.753 0.756
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A Study on the Relationship between Audit Risk
and Audit Fees

Jaewan Park™ - Sang Cheol Lee** - Kapsoo Jeong™**

Abstract

Since Simunic(1980), a large body of research has examined the determinants of audit fees
over the past 30 years. Most prior research following Simunic(1980) has explored a supply
view of audit fee which assumes that higher audit risk is associated with more audit work
and higher audit fees. However, since audit fees had been regulated by 1999 in Korea, there
are not many studies which examine the determinants of audit fees.

Based on both the audit risk model and prior research, this paper systematically identifies
audit risk factors which may have an effect on audit fees and examines the relation between
audit risk factors (inherent risk, control risk, and detection risk) and audit fees. According
to the audit risk model, auditors decide the level of tolerable detection risk, based on
targeted audit risk and the evaluation of the inherent and control risk of the auditee firms.
If targeted audit risk is assumed to be constant, acceptable detection risk is inversely
related to both inherent and control risk. Lower level of tolerable detection risk demands
more audit hours to achieve the targeted audit risk which lead to higher audit fees from the
auditor's perspective. In this paper, the inherent risk factors include operation complexity
and financial status of the auditee firms and the control risk factors include characteristics
of both managements and board of directors. In this paper, it is hypothesized that higher
inherent risk factors is associated with higher audit fees. We also hypothesize that characteristics
of management such as managers ownership percentage, the existence of managers stock

option compensation plan, and whether managers belong to the business group called “Chaebol”
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in Korea, have a significant positive effect on audit fees. Lastly, we hypothesize that characteristics
of board of directors are significantly associated with audit fees. We don't predict whether
the risk factors are positively or negatively associated with audit fees. The supply viewpoint
of auditing services may predict that more effective boards means lower control risk which
leads to lower audit fees. However, the demand viewpoint of auditing services may demand
higher quality of auditing service in order to effectively monitor management’s financial
reporting process, which may lead to higher audit fees.

This paper uses 2,724 firm-year data of the manufacturing firms listed on the Korean

Stock Exchange from 2000 to 2006. Our specific regression model is as follows:

LN(FEE) = o« + B; LN(ASSETS) + B RECEIV + B3 INV + By FORSALES
+ Bs DEBT+ Bs ROA + B7 LOSS + Bs MANOWN + B¢ STOCKOP + B10CHAEBOL
+ B11OUTDIR + Biz OUTTEN + 13 SUBCOM + Bis BODMEET + B15 BODACT
+ Bis AC + Bi7 BIG + Bis AUDITTEN + BigNONATFEE

30 37
+ Bi IND +
0

7=

By YEAR + ¢
1

=

LN(FEE) : the natural log of audit fees : LN(ASSETS) : the natural log of total assets :
RECEIV : receivables / total assets ; INV : inventories / total assets ; FORSALES : foreign
sales / total sales ; DEBT : total debt / total assets ; ROA : return on total assets ; LOSS :
dummy variable indicating whether the firm had prior 3 consecutive year losses : MANOWN :
management's ownership percentage ; STOCKOP : dummy variable indicating existence of
stock option plan given to management ; CHAEBOL : dummy variable indicating whether managers
belong to the business group called “Chaebol” ; OUTDIR : ratio of outside directors on the
board ; OUTTEN : outside directors tenure ; SUBCOM: number of subcommittee on the board :
BODMEET: number of board meetings : BODACT : ratio of outside directors attending
board meetings ; AC : dummy variable indicating whether audit committee exists : BIG :
dummy variable indicating whether auditors are Big or not ; AUDITTEN : auditor’s tenure ;
NONATFEE : dummy variable indicating existence of non-audit fees : IND : variables indicating
the industry the firm belongs to : YEAR : variable indicating the year each observation

belongs to.
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Based on the above regression model, Our main findings are as follows.

First, our results show that among managers characteristics considered, managers” ownership
percentage, the existence of managers stock option compensation plan, and whether managers
belong to Chaebol have positive associations with audit fees. As managers ownership percentage
increases, the owner-manager may have incentives to manage earnings, which may increase
control risk and thus increase audit fees. When there exists manager's stock option compensation
plan, the manager may have incentives to manipulate short-term earnings to maximize his
own profits. This opportunistic financial reporting behavior of the manager may lead to
increase in control risk and audit fees. It is difficult for managers belonging to Chaebol to
criticize majority owners opportunistic reporting behaviors, which may lead to increase in
both control risk and audit fees.

Secondly, this paper finds that among board characteristics considered, percentage of outside
directors on board of directors, outside directors’ tenure, the number of subcommittees on
the board, and the frequency of directors’ meeting are positively associated with audit fees.
To protect its reputation and avoid legal liability, a more independent, expert, and diligent
board may demand higher audit quality. That is, consistent with foreign prior studies, the
demand side effect of higher audit quality may dominate the supply side effect based on the
audit risk model, which predicts a negative relation between effectiveness of board of directors
and audit fees.

Thirdly, consistent with prior results, we find significant positive relations between audit
fees and inherent risk factors such as total assets, receivables-to-total assets ratio, and loss
dummy variable and significant negative associations between audit fees and inherent risk
factors such as return on assets and debt-to-total assets ratio. We also find that the
characteristics of the auditors such as Big auditor variable, auditor tenure and the existence
of non-audit fees are positively associated with audit fees.

Our results add to the growing body of literature documenting association between management
and corporate governance characteristics and audit fees, as well as to our systematic
understanding of the determinants of audit fees. Our results can be used as a guide line in
negotiating audit fees between auditors and clients, and can help the regulation body to

control improper audit fee discounts in the audit service industry.

Key words: Audit Risk, Inherent Risk, Control Risk, Detection Risk, Management and

Board Characteristics, Audit Fees
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