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Is more always better?

1. Change: UK FRC1 mandated expanded auditor’s report

2. Horse Race: First (published) large-sample archival evidence on expanded

auditor’s report

Investor Reaction, Audit Fee, Audit Quality

Finds no results

1Financial Reporting Council
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Preview of Paper



Purpose of ISA 700

ISA 700: The Independent Auditor’s Report on Financial Statements

Applies to: Premium-listed equity issuers on LSE Main Market

Purpose:

• Reinforce the auditor’s role in the UK’s stewardship model

• Complement corporate governance reforms and audit committee disclosure rules

• Increase transparency and decision-usefulness of the audit report
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Purpose of ISA 700

ISA 700: The Independent Auditor’s Report on Financial Statements

Applies to: Premium-listed equity issuers on LSE Main Market

Key Requirements Added:

1. Describe risks of material misstatement with greatest effect on the audit

2. Disclose materiality thresholds and how they were applied

3. Explain scope of the audit and its alignment with identified risks
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SURPRISE: UK Audit Committee Report (2012 Code Revision)

Introduced by: UK Corporate Governance Code (October 2012)

Applies to: Premium-listed companies (on a comply or explain basis)

Key disclosures:

1. Significant financial reporting issues and how they were addressed

2. Assessment of external auditor effectiveness

3. Approach to appointing/reappointing the auditor and safeguarding independence
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2002 Unilever Audit Report



2023 Unilever Enhanced Audit Report - Materiality



2023 Unilever Enhanced Audit Report - RMM



2023 Unilever Audit Committee Report



2023 Unilever Audit Committee Report



Timeline (DiD: Sep 2011–Sep 2015)

Study period: Sep 2011–Sep 2015

2011

Oct

FRC proposes

stewardship

model

2012

Oct

UK Code +

ISA 260 revised

2013

Jun

FRC finalizes

ISA 700

2013

Sep

Expanded report

applies (FY end)

2015

Jan

FRC post-

imple review

2015

Jan

IAASB issues

ISA 701 (KAMs)

2017

Jun

PCAOB adopts

AS 3101 (CAMs)

2019

Jun

CAMs effective

(US LAFs)
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Questions asked

• Does expanded audit affect decision usefulness for equity markets?

• Does expanded audit affect audit cost?

• Does expanded audit affect audit quality?
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Econometric Design

Main Difference-in-Differences Model:

DEPVARi,t = β0 + β1POSTi,t + β2ADOPTi,t + β3(POSTi,t × ADOPTi,t ) +
∑
j

βjCONTROLSi,t + IndustryFE + εi,t

Key Definitions:

• POSTi,t = 1 for fiscal years ending after Sept 2013

• ADOPTi,t = 1 for premium-listed firms (treated group)

• Interaction captures treatment effect of expanded audit report

Robustness and Complementary Analyses:

• Bootstrap standard errors (1,000 replications)

• Firm fixed effects (omit ADOPTi,t )

• Pre-post only among treated firms
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Operationalization of Key Variables

• Investor Reaction – ABRETi,t: Sum of 3-day absolute abnormal returns around report

filing date vs LSE market.

• Investor Reaction – ABVOLi,t: log(event-period volume / estimation-period volume),

scaled by shares outstanding.

• Audit Cost – FEESi,t: Natural log of total audit fees from financial statement notes.

• Audit Quality – DACCRi,t: Absolute discretionary accruals from modified Jones model,

scaled by avg. assets.

• Controls – Firm Characteristics: log(MKT), ROA, LOSS dummy, MTB, LEV

• Controls – Audit Environment: BIG4 dummy, GCO opinion, USLIST dummy

• Controls – Timing/Market: Filing delay (LAG), beta (BETA)

Control set adapted from Carcello & Li (2013).
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Cross-Sectional Test: Report Content Variation

Premium Firms Only — Heterogeneity by Disclosure Features:

DEPVARi,t = β0 + β1POSTi,t + β2REPORT DISCLi,t + β3(POSTi,t × REPORT DISCLi,t ) +
∑
j

βjCONTROLSi,t + IndustryFE + εi,t

Disclosure Variables (REPORT DISCLi,t ):

• LENGTH: Auditor’s report word count exceeds sample median

• NRISKS: Number of disclosed risks exceeds median

• NRISKSAUD: Number of unique auditor-only risks (not in audit committee report) exceeds median

• MATPERC: Materiality as % of total assets exceeds median

Goal: Identify whether more detailed, risk-specific, or transparent audit disclosures affect investor reaction, audit fees, or audit quality differently

across firms.
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Premium Listed vs AIM Companies



Decision Usefulness Test



Decision Usefulness Test



Decision Usefulness Test



Audit Fee Test



Audit Quality Test



Robustness Test



Robustness Test



Robustness Test



Robustness Tests

• Cross-study Alignment: Findings consistent with Lennox et al. (2017). Investors already informed; risk disclosures lack incremental value.

Also align with Reid et al. (2015, 2017) on fee/quality patterns.

• Alt. Cutoffs (75th percentile): Mixed results; NRISKS × POST negative for accruals (↓ quality), but positive for fees (↑ effort).

• Alt. Control Groups: Findings robust using AIM or size/industry-matched US firms as controls.

• Alt. Accrual Estimations: Balance sheet method (Reid et al. 2017): Only 1st-year effect on accruals, not persistent.

• Alt. Audit Quality Proxies:

• Meet/beat forecast: No effect.

• ERCs: No effect.

• Year-specific Effects: No significant results using just t, or excluding t. Only fee × NRISKS effect in t+1.

• Alt. Investor Reaction Proxies:

• Bid-ask spread, AVAR: No effect.

• Alt. abnormal volume: ↓ volume around filing.

Overall: No robust evidence of investor or audit quality effects; fee response appears most consistent.
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Comparison with Reid et al. (2015, 2017)

Aspect Reid et al. Gutierrez et al.

Investor Reaction Abnormal trading volume increases

post-reform

No consistent effects on returns,

volume, or spreads

Audit Quality Decline in accruals, less meet/beat,

stronger ERCs

Some evidence in year t only; not

robust overall

Audit Fees No fee increases post-KAM Similar: no systematic fee rise

Sample Period 2-year window (t, t+1) Broader 4-year window (t−1 to

t+2) with robustness

Proxies Used Balance sheet accruals, ERC,

meet/beat

Jones-model accruals, plus ERC,

meet/beat tested
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RQ: Does Expanded Report Affect Decision Usefulness for Equity Markets?

Critique of the Research Framing:

• Assumes value = reaction: Lack of price/volume response is lack of usefulness.

• Overlooks purpose: Original goal was to improve transparency and trust—not

necessarily trading decisions.

• Investor relevance unclear: Do equity markets care about audit process details?

• Misaligned format: Technical language may alienate lay users; few actionable insights.

• Boilerplate overload: Lengthy disclosures can reduce attention and comprehension.

• AI shifts cost: Modern tools reduce human burden, but value still depends on content

quality.

• Missed opportunity: First-mover study could have explored broader outcomes (e.g.,

trust, governance, readability). 30



RQ: Does Expanded Report Affect Audit Fees/Quality?

Critique of the Research Framing:

• Benefits depend on whether expanded reports

• Auditors were already sharing this information with audit committees (ISA 260); public

disclosure may not materially change effort.

• When you make a burger, you let people know how you make the burger, do people care?

As long as its delicious

Theoretical Mechanism:

• Transparency → stronger scrutiny → higher audit effort if cost of poor quality rises.
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Why This Study Was Published in RAST

• First mover: Archival evidence on the UK’s expanded audit report before US rollout

• User focus: Attempts to empirically test audit report usefulness to investors

• Design strength: Exploits regulatory cutoff + AIM firms as control + DiD

• Regulatory relevance: Also set the front for the rollout of KAMs in 2017

• Cost-benefit angle: Does a regulation causing details of audit, not rigor, affect decision

usefulness, and fees and quality?

• Short horizon: 2-year window may be too early due to resistance

• Narrow lens: Does not answer their own question of net social welfare

• Unanswered question: Is the detail of audit work equal to rigor? Do investors just want

the existence of assurance?
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Agree?



Thank You!

For my research, visit:

hunterng.com

Questions or comments?

Email: hng@gc.cuny.edu

Thank you!
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Premium vs Standard Listing on the LSE

Two categories of equity listings on the London Stock Exchange (LSE):

Criteria Premium Listing Standard Listing

Regulation Must comply with UK Listing Rules and the UK

Corporate Governance Code

Must meet EU/UK minimum disclosure require-

ments

Governance High standards of corporate governance (comply

or explain model)

Basic governance disclosures only

Issuer Type Equity shares of trading or investment entities Equity, GDRs, debt instruments, etc.

Eligibility for Indices Eligible for FTSE 100/250 inclusion Not eligible for FTSE indices

Free Float Requirement Minimum 25% in public hands Same 25% free float

Track Record 3 years of audited financial history (some excep-

tions)

Varies depending on instrument

Regulatory Burden Higher compliance costs and scrutiny Lighter regulatory burden

Only premium-listed companies were subject to the expanded auditor reporting (ISA 700, 2013).
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Control Group: Alt Investment Market Companies & Modified Jones Model

AIM Companies as Control Group

• AIM = Alternative Investment Market

A sub-market of the London Stock Exchange (LSE) launched in 1995 to support

smaller, growth-oriented companies.

• Lighter Regulation

AIM companies are subject to less stringent regulatory and disclosure requirements

compared to Premium-listed firms. They are not required to comply with the UK

Corporate Governance Code or the enhanced auditor reporting reforms.

• Role in Research Design

Used as a control group in difference-in-differences analyses to isolate the effects

of the enhanced auditor’s report, since they did not experience the reporting

shock in 2013. 36



Audit Proxy Quality: Modified Jones Model

• Dependent variable: |DACCRi ,t | — absolute value of discretionary accruals

• Estimated using Jones model augmented with ROA:

TAi ,t/Ai ,t−1 = α+β1(1/Ai ,t−1)+β2∆REVi ,t/Ai ,t−1+β3PPEi ,t/Ai ,t−1+β4ROAi ,t+εi ,t

• Higher |DACCR| indicates lower audit quality
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Comparison with Reid et al. (2015, 2017)

Key Findings from Reid et al.:

• Reid (2015): Abnormal trading volume increased post-reform → suggests market reaction.

• Reid (2017): Audit quality improved:

• ↓ Discretionary accruals

• ↓ Meet-or-beat behavior

• ↑ Earnings response coefficients

• No significant increase in audit costs

Gutierrez et al. Response:

• Attempted replication using alternative design:

• 4-year window vs. 2 years

• DID vs. pre-post

• More granular controls (AIM/US match)

• Using similar control vars and models: no significant effects on:

• Investors’ reaction (returns, volume)

• Audit quality (accruals, ERCs, meet-or-beat)

Conclusion: Differences in findings attributed to time window, proxies, and sensitivity of discretionary accruals model. Gutierrez et al. confirm their

null results using Reid’s methods.
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