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_/‘[:

2tel ¥4 (omitted variables)e oj&x|7} 2 + BeISSUE + B:BOND + BsLIQ

213 (Becker et al., 1998), LEV= FajH]&o] + BoLEV + B1o)ROA+ B LOSS
Z7}ee 2 o] 2 §9lo] 9uda Hol EAHS: + B12GRW + B130PN + BAGE

2 g3 cH(Frankel et al., 2002). OCF= € + BisNEGE + IND + YD + e (2)
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LNAF : ZAlESee] 2azh
SIZE 7)1 Z2EA5E
BIG4 : Big 4 AlFHelol™ 1, o)y 0;
FIRST : Z2E7A7|geld 1, ofyH 0;
CONF : AQZAFAZE 243 719folw 1, ofJ4 0;
INVREC : AlzApabat mj&ad v (A 2232+ 1)
) /FAR
ISSUE : AHEFo] A7 HT 10% 1% 5718 714
off 1, ok 0:
BOND : Aol 9lom] ol ;
LIQ & HEARYAERA):
LEV S G/
ROA  © FARo ) &(Frlse| ol /7l 23Ah):
LOSS : &4wA7|dol™ 1, ofyH 0
GRW  : wji&d9 AFE((B7IEd-H7|uj=)/
HE ST
OPN  : Ageldolgle] Aol e gl
1, ohfel 0;
AGE b= e
NEGE : AH714eld 1, ohJe 0;
ID DAk Tepe
YD C A=Y gupda
e o A},
V. ASEAZD
4.1 71=&A
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(Table 2) Descriptive statistics

rd
Variables N Mean Stapde}rd Min st Med 3 Max
Deviation quarter quarter
PDA 750 0.001 0.051 -0.233 -0.027 0.002 0.029 0.315
DA 750 -0.003 0.072 -0.139 -0.036 -0.002 0.027 0.163
NAS 750 0.217 0.193 0.009 0.079 0.125 0.322 0.794
Dfee 750 0.472 0.499 0 0 0 1 1
Dabno 750 0.500 0.500 0 0 0 1 1
FIRST 750 0.097 0.297 0 0 0 0 1
SIZE 750 27.398 1.715 23.923 26.174 27.135 28.508 31.687
LEV 750 0.450 0.206 0.031 0.293 0.448 0.602 0.937
OCF 750 0.047 0.076 -0.217 0.008 0.047 0.088 0.298
BIG4 750 0.807 0.395 0 1 1 1 1
GRW 750 0.030 0.246 -0.729 -0.069 0.026 0.105 1.646
ISSUE 750 0.100 0.300 0 0 0 0 1
Lag TA 750 -0.020 0.076 -0.364 -0.049 -0.018 0.015 0.231
1) Variables are based as follows:
PDA : Discretionary accruals using a cross-sectional performance-controlled modified Jones model(Kothari
et al. 2005):
DA : Discretionary accruals using modified Jones model(1995):
NAS  : The ratio of non audit fees to total fees(audit fee+ non audit fee):™*
Dfee : 1 if audit fee per hour is below median, 0 otherwise:

Dabno : 1 if abnormal audit fee is below median, 0 otherwise:

FIRST : 1ifitis the first year of auditor-client relationship:

SIZE @ The natural logarithm of total assets:

LEV : Total liabilities divided by total assets:

OCF : Operating cash flows scaled by lagged total assets;

BIG4 1 if audit firm is one of the Big audit firms, O otherwise:

GRW  : Percent change in Sales:

ISSUE : 1 if capital stock is more than 10% of lagged year capital stock, 0 otherwise:
Lag TA : one-year lagged total accruals deflated by total assets.

4.3 CHUBZEA T Fgol EAF £ 7] Wi A7 A
A T 18l AR} v A

B AL E FAEIA0] RS A B o] T kA whHo R ZAGAS E2AEtt
vl a9l ZAREAY] BA G 37149 dge] g EY B ATe gAY 43S guisz 7
7He AFdhe As BAHOE dn ZAFAgdE el Wi A Ee] F9F Ve ddWE

14) ¥ 7o 49l NASY 9= it AvHEw 20119%E 2015974 242 0.244, 0.228, 0.201, 0.224 2 0.1959)
e JeRo] 20% <HRel W HYth

AYSHH L m48A X235 20194 4 °99



(Table 3) Correlations

DA NAS Dfee Dabno First SIZE
PDA 0.706** -0.006 0.047 -0.002 -0.018 -0.067*
(.0001 0.872 0.191 0.965 0.629 0.068
DA 0.066* 0.059* 0.004 -0.01 -0.01
0.072 0.010 0.912 0.838 0.788
NAS -0.086"" -0.138*** -0.053 0.179***
0.019 0.000 0.143 (.0001
Dfee 0.363*** 0.122%** -0.091*
(.0001 0.000 0.000
0.078** -0.176***
Dabno 0.033 (0001
-0.102***
FIRST 0.005
Lev OCF Big4 GRW Issue Lag TA
PDA 0.009 -0.702%** -0.025 0.044 -0.004 -0.020
0.806 (.0001 0.497 0.227 0.914 0.561
DA -0.124"** -0.383*** 0.032 0.076** -0.076** -0.010
0.001 (.0001 0.388 0.038 0.036 0.839
NAS -0.024 0.043 0.158*** 0.028 0.021 0.053
0.519 0.243 (.0001 0.440 0.557 0.147
Dfee -0.011 -0.029 0.016 -0.045 -0.030 0.004
0.755 0.427 0.652 0.220 0.408 0.923
Dabno -0.042 0.005 -0.032 0.053 -0.029 0.040
0.247 0.894 0.379 0.144 0.422 0.278
FIRST 0.074** 0.001 -0.090** -0.021 0.115%** -0.128***
0.043 0.972 0.014 0.562 0.002 0.001
SIZE 0.200*** 0.219*** 0.490*** -0.063* -0.097*** 0.009
(.0001 (.0001 (.0001 0.084 0.008 0.814
LEV -0.15** 0.127*** -0.04 0.067* -0.134***
(.0001 0.001 0.227 0.066 0.000
OCF 0.167*** 0.08* -0.17** 0.042
(.0001 0.029 (.0001 0.254
BIG4 -0.03 -0.13*** -0.011
0.401 0 0.764
GRW -0.01 0.047
0.88 0.194
Issue -0.099***
0.007

1) Table 1 provides definitions of all the variables.

2) 7% ** and * denotes significance at the 1, 5, and 10% level, respectively.
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<Pane1 A)] AZFFEF TE 2lo] & A EH
A FA LAY Y 2 AP 7 F914 ol skl -
(Dfee=1) % (+), =95 o1 45 (Dfee=0)
()2 1 FoAe F8JonesEIP o2 A
A A M (DA) A A LA AT}, v A 2he
A AN (PDA) S Frol8kA] ¥ < %
17} 23tk NASE AIZFGAIE 71 Z904 o] 4
3l 7-%(Dfee=0)9] Htgke] o vk, w3k v|H 4

o

WS EE AQFRALET 395 0|39 A5
7 BAHOR G9UF Aol2 Hol HBUAIRS
e A ARG BEE B2 AT 4 9)

(Panel B)9] B AR G&of it Ao] & A
HEH AT A(PDA, DA)S S5 o3¢l
7% (Dabno=1) § A EAA §JAL wAx

(Table 4) Univariate

(Panel A :Low and high audit fee per hour samples)

2] g3k}, v NAS| 4% S olsk(Dabno=1)
SARCE freftA wom At By

T BB AHAIR ST 904 olall 7
o2 fofapl e AL Folaiin Y 7t

wheh W ZARA ] 2ol oF ZEALEA O
AR folstAY ¢AA 2l (marginal)
gelsisiet. ot 314

S
&l 2T SAMFE nefste] Ay R

>~
>,
3
18
oX,
=

do r wl
rlo

AL 4o op
1 o

4.4 TARTE0| HIZAME |2 ZAREEDS| 2|
of olxle g

(Table 5Y= 7HAFReAJo] HIZEARA H] 29} 74A}
F47te] 474101] )& gkl Bt 378N A7
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. 0
skl aL, L“éSTJr R4 v A

o

g

S

o :L

T

ER_L

mean difference

Dfee=1 Dfee

=0

Variables (n=354) (n=396) Difference T-value
PDA 0.004 -0.001 0.005 1.32
DA 0.001 -0.007 0.008 1.66"
NAS 0.199 0.233 -0.033 -2.37

ABnor -0.012 0.015 -0.003 -12.54***
(Panel B : Low and high abnormal audit fee samples)

Variables ]?1?2207:5)1 1?52%0729 Difference T-value
PDA -0.003 -0.004 0.001 0.07
DA 0.001 0.001 0.000 0.11
NAS 0.194 0.241 -0.047 -3.36™*

Feeunit 66.968 85.861 -18.893 -12.06™"*

1) Table 2 provides definitions of all other variables.

ABnor : abnormal audit fee [(actual audit fee-normal audit fee)/actual audit feel:

Feeunit : audit fee per hour.
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(Table b) The effect of audit engagement profitability on the relation between nonaudit services

and audit quality

AQ. = ap +BNAS + BoDfee(or Dabno) + BsNAS#Dfee(or NAS*Dabno) + BsFirst + BsSIZE + BsLEV
+ B;0CF + BsBIG4 + BoGRW + BioISSUE + By Lag TA + YD + ID + e

audit fee per hour

abnormal audit fee

Model 1 (PDA) Model 2(DA) Model 3(PDA) Model 4(DA)
Estimates |T-value| Estimates |T-value| Estimates | T-value | Estimates |T-value
Intercept -0.035 -1.42 | -0.123*** | -2.74 | -0.041 -1.67 | -0.120"** | -2.64
NAS 0.020** 2.31 0.031* 1.91 0.014 1.53 0.043*** 2.64
Dfee 0.009** 2.42 0.013* 1.78
Dabno 0.006 1.46 0.014" 1.89
NAS*Dfee -0.027** | -2.00 | -0.022 -0.88
NAS*Dabno -0.022* -1.68 | -0.052** -2.09
First 0.006 1.37 0.013 1.58 0.006 1.29 0.012 1.52
SIZE 0.002** 2.18 0.005*** 2.94 0.002*** 2.67 0.005"** 2.83
LEV -0.029*** | -3.96 | -0.073™* | -5.33 | -0.030*** | -4.05 | -0.073*** -5.3
OCF -0.563*** | -30.3 | -0.508""* | -14.8 | -0.569*** | -30.58 | -0.513""" | -14.89
BIG4 0.012*** 3.15 0.017** 2.37 0.011** 2.93 0.017** 2.49
GRW 0.026"" | 4.98 0.034*** 3.5 0.026"** 4.97 0.033"** 3.45
ISSUE -0.017*** | -4.00 | -0.028™" | -3.46 | -0.018*** | -4.18 | -0.028"** | -3.47
Lag TA -0.008 -0.48 | -0.021 -0.68 | -0.003 -0.15 | -0.019 -0.61
1D Included Included Included Included
YD Included Included Included Included
F value 28.75%** 8.47** 29.43*** 8.51%*
Adj. R 0.558 0.253 0.563 0.254
N 750 750 750 750

1) Table 2 provides definitions of all other variables.
2) *** ** and * denotes significance at the 1, 5, and 10% level, respectively.
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(Table 6) The relation between nonaudit services and audit quality by audit engagement profitability

AQ; = ap + BINAS(LnNAS) + BAP + B3 First + B4SIZE + B;LEV + BsOCF + B/BIG4
+ BsGRW + BoISSUE + Biolag TA + YD + ID + e

Panel A : High profitability Low profitability
audit fee per| Model 1(PDA) Model 2(DA) Model 3(PDA) Model 4(DA)
hour Estimates | T-value | Estimates | T-value | Estimates | T-value | Estimates | T-value
NAS 0.016* 1.68 0.016 0.88 -0.001 -0.11 0.017 1.05
(F AP . -0.000* -1.95 -0.000* -1.9 0.000 1.47 0.000 1.47
eeunit)
F value 16.2%"* 5.46%** 17.63%** 5.17%*
Adj. R® 0.559 0.294 0.573 0.281
N 396 396 354 354
Panel B: High profitability Low profitability
abnormal Model 1(PDA) Model 2(DA) Model 3(PDA) Model 4(DA)
audit fee | Estimates | T-value | Estimates | T-value | Estimates | T-value | Estimates | T-value
NAS 0.014 1.58 0.043 ** 2.52 -0.009 -0.9 -0.004 -0.22
AP -0.199 * -1.95 | -0.639 *** | -3.37 0.016 0.19 0.055 0.33
(ABnor)
Fak 17.36*** 4.88%** 17.52%** 6.04***
Adj. R 0.591 0.255 0.586 0.301
N 375 375 375 375
Panel C: High profitability Low profitability
audit fee Model 1(PDA) Model 2(DA) Model 3(PDA) Model 4(DA)
per hour | Estimates | T-value | Estimates | T-value | Estimates | T-value | Estimates | T-value
LnNAS 0.003* 1.89 -0.000 -0.04 -0.000 -0.26 0.002 0.79
AP 20.000 | -1.12 | -0.000* | -1.92 | 0.000 122 | 0000 | 141
(Feeunit)
F value 17.61%** 5.43*** 15.08%** 5.15%**
Adj. R 0.581 0.270 0.568 0.573
N 396 396 354 354
Panel D: High profitability Low profitability
abnormal Model 1(PDA) Model 2(DA) Model 3(PDA) Model 4(DA)
audit fee | Estimates | T-value | Estimates | T-value | Estimates | T-value | Estimates | T-value
LnNAS 0.003** 1.97 0.005* 1.89 0.000 0.97 -0.000 -0.16
(ASP ) -0.224** | -2.08 -0.701*** | -3.59 -0.000 0.99 0.059 0.35
nor)
Fak 18.08*** 4.76%* 15.55%** 6.04**
Adj. R® 0.601 0.249 0.555 0.301
N 375 375 375 375

1) Table 2 provides definitions of all other variables except below.
AP : defined as follows:
Feeunit : audit fee per hour:
Abnor : abnormal audit fee ((actual audit fee-normal audit fee)/actual audit fee):
LnNAS : The natural logarithm of nonaudit fees.
2) *** ** and * denotes significance at the 1, 5, and 10% level, respectively.
3) For comparison purposes, we show the results of main variables.
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(Table 7) The effect of audit engagement profitability on the relation between nonaudit services
and audit quality except for Initial Audit Engagements

AQ; = ap + BiINAS + Bslag Dfee + B3 NAS*lag Dfee + Bilag Feeunit + BsSIZE + BsLEV
+ B;OCF + BsBIG4 + ByGRW + BioISSUE + ByiLag TA + YD + ID + e

Panel A : except for Initial Audit Engagements High profitability Low profitability

audit fee per Model 1(PDA) Model 2(DA) Model 3(PDA) Model 4(PDA)
hour Estimates | T-value | Estimates | T-value | Estimates |T-value| Estimates | T-value
NAS 0.024** 2.51 0.036** 2.16 0.022** 2.2 -0.008 -0.72

lag_Dfee 0.011*** 2.81 0.016** 2.32

*laI;IiADSfee -0.035"* -2.53 -0.023 -0.95

lag Feeunit -0.000** | -1.99 0.000 0.34

Fak 26.32%** 9.14*** 15.18*** 13.38***
Adj. R2 0.553 0.284 0.559 0.548
N 677 677 359 318

1) Table 2 provides definitions of all other variables except below.
lag Dfee 1 if audit fee per hour of prior year is below median, 0 otherwise:
lag Feeunit : audit fee per hour of prior year.

2) *** ** and * denotes significance at the 1, 5, and 10% level, respectively.
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4.5.3 BZALHTE A A AMEA T HAE #H AGAFEAA BAY

HZARAH| 228 ZALEA O] B oJgolvt waHd & o 5dhe o] oda EAE 2

R AR L P I AE SR I PR E S B E
=
[

],
F §949 2149 o] Yrkn @ AS W@ ARNE RAFEAT F/14

17) 37} 22 Caramanis and Lennox(2008)<] el wtebr] A7IZAMRES EFAFE ALESl] o F7AMAIZEE S48k WA
A BAS F Ay 53 2ol (Table 5)9] Z¥el AR AT Axpt Yehyth

estimated audit per hour Model 1 (PDA) Model 2(DA)
Estimates T-value Estimates T-value
NAS 0.020** 2.25 0.032** 2.03
Dfee_estimated 0.004 1.2 0.010* 1.72
NAS * Dfee_estimated -0.026"* -2.11 -0.020 -0.95
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(Table 8) The relation between nonaudit services and audit quality

AQ; = ap +BiNAS + ByDfee(or Dabno) + BsFirst + B4SIZE + BsLEV + BsOCF + B;BIG4
+ BsGRW + BolSSUE + BygLag TA + YD + ID + e

audit fee per hour

abnormal audit fee

Model 1 (PDA)

Model 2(DA)

Model 3(PDA)

Model 4(DA)

Estimates |T-value| Estimates | T-value | Estimates | T-value | Estimates | T-value
Intercept | -0.041% -1.7 -0.124%** | -2.79 -0.039 -1.58 -0.115** -2.52
NAS 0.004 0.62 0.022* 1.78 0.004 0.58 0.021% 1.68
Dfee 0.003 1.27 0.012** 2.56
Dabno 0.001 0.31 0.002 0.49
First 0.007 1.51 0.014* 1.81 0.006 1.49 0.014* 1.77
SIZE 0.003*** 2.75 0.005%** 2.99 0.002%** 2.67 0.005%** 2.82
LEV -0.030*** -4.07 -0.073*** | -5.32 -0.030*** | -4.07 -0.073*** | -5.31
OCF -0.566%** -30.5 -0.505%** | -14.7 -0.567*** | -30.5 -0.508*** | -14.8
BIG4 0.011%** 2.88 0.017** 2.38 0.011%** 2.94 0.018** 2.5
GRW 0.026%** 5.03 0.034%** 3.52 0.026%** 5.02 0.034%** 3.51
ISSUE -0.019%** -4.28 -0.029*** | -3.65 -0.018*** | —-4.21 -0.028*** | -3.52
Lag TA -0.003 -0.18 -0.020 -0.64 -0.003 -0.18 -0.020 -0.64
1D Included Included Included Included
YD Included Included Included Included
F value 30.27** 8.86*** 30.16*** 8.59***
Adj. R2 0.583 0.257 0.562 0.251
N 750 750 750 750

1) Table 2 provides definitions of all other variables.
2) *** ** and * denotes significance at the 1, 5, and 10% level, respectively.
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The Effect of Audit Engagement Profitability on the
Relation between Nonaudit Services and Audit Quality

Joon Sun Yang® - Young Je Im**

Abstract

This study examines the relation between nonaudit services and audit quality, focusing on
audit engagement profitability, under certain circumstances, that could affect this relation.

Early research on the relation between nonaudit services and audit quality provides mixed
evidence. However, the majority of studies also suggest that future research should take into
account particular circumstances where auditor's economic bonding do dominate. We extend
this stream of study by examining the relation between nonaudit services and audit quality in
particular settings with more or less profitable engagement.

We use discretionary accruals as a proxy for audit quality, using a cross-sectional performance-
controlled Jones(1991)model and cross-sectional modified-Jones model. And we choose the
audit fee per hour and abnormal audit fee as proxy for audit engagement profitability,

We find that nonaudit services are positively associated with nonaudit services suggesting
that nonaudit services adversely affect audit quality. We also find less profitable engagement
moderate the relation between nonaudit services and audit quality. Our results continue to
support the hypothesis for both proxies for audit engagement profitability,

Our findings provide important contribution to auditor-provided nonaudit services literature
by showing that audit engagement with low profitability are less likely to allow intensified
economic bonding from nonaudit services for auditor's risk-management. Our research also
extends prior researches that emphasize the need to consider certain circumstances including
institutional settings and incentives that influence decision making in the view that nonaudit

services will always not adversely affect audit quality.

* Professor, School of Business, Sogang University, First Author
** Adjunct Professor, School of Business, Sogang University, Corresponding Author
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