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We examine the persistence and economic consequences of variations in reporting style across audit
partners in individual engagements. Based on an analysis of audits performed over a six-year period by the Swedish
subsidiaries of the Big 4 accounting firms (Deloitte, Ernst & Young, KPMG, and PwC), we find that:

aggressive or conservative reporting is associated with the particular engagement partners who head the
audits over and above any influence of the Big-4 firms that employ them,

these individual differences in reporting style persist over time and across clients, and

they contribute significantly to such economic factors as the credit ratings that client firms receive and how
they are assessed by stock investors.

These results hold both for private companies which dominate our sample but also for listed companies. Specifically,
we show that a firm audited by an engagement partner who is consistently aggressive is more likely than other
companies (other factors being equal) to be penalised through higher interest rates, lower credit ratings, and greater
perceived likelihood of insolvency.

If the company is public, it is also likely to be penalised by a lower Tobin’s Q, a measure that reflects investor
approval of a firm and optimism about its prospects. In short, we find that the reporting differences of lead auditors
have a significant effect on both the lending and equity markets.

We gauge the accounting styles of auditors, whether aggressive or conservative, in two principal ways: (1) through
their propensity to issue going-concern opinions, the warnings about firms’ future viability that auditors insert in
financial reports of distressed companies, and (2) by their tendency to err on the high or low side in estimating the
value of accounting accruals, non-cash items such as accounts receivable or inventory.

Patterns of aggressiveness and conservatism proved highly persistent over the years. For example, an auditor with
a prior history of frequently erring in failing to issue going-concern opinions for firms that subsequently went
bankrupt (a year or less later) had a three to four times greater chance of repeating the same reporting error in
future years. Further, the repeated tendency to fail in this way negatively affects perceptions of a client’s
creditworthiness.

Other factors being equal, it raises by a full percentage point banks’ estimates that a client will be insolvent within 12
months, a substantial bump considering that the mean estimate for companies’ insolvency risk is 1.886 percent. In
contrast, no evidence emerged that a partner’s record of ‘false positive’ signals — issuing a going-concern opinion
when not needed — has an effect on any of the credit measures.

Collectively, the findings of our study emphasise the importance of analysing audit quality at the level of the
individual auditor. Since the auditor’s reputation is a potentially critical aspect of audit quality, the reported findings
are likely of interest to practitioners, regulators, academics, and users of financial statements. As a matter of fact,
our study received media attention, including by The New York Times, and it was singled out for attention by
PCAOB Chairman Doty, who cited its focus on “situations in which you have a continuous long record of
identification of the engagement partner.” At the same time, we agree with the discussant of our study, W.R. Kinney,
to be cautious about how independent research is interpreted and used to inform and/or justify evidence-based
standards to protect investors.
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Notes:

This article is based on the authors’ paper Does the Identity of Engagement Partners Matter? An Analysis of
Audit Partner Reporting Decisions, Contemporary Accounting Research, Volume 32, Issue 4, pages 1443–
1478, Winter 2015.

This post gives the views of its author, not the position of LSE Business Review or the London School of
Economics.

Featured image credit: Hernán Piñera CC-BY-SA-2.0

W. Robert Knechel, PhD, CPA is the Frederick E. Fisher Eminent Scholar in Accounting at the
University of Florida at Gainesville. He is currently the Director of the International Center for
Research in Accounting and Auditing (ICRAA) located within the Fisher School of Accounting. He
is also a Professor of Accounting Research at the University of Auckland and Professor of Auditing
at KU Leuven. His research has been published in leading academic journals. He recently served
as the Senior Editor of Auditing: A Journal of Practice & Theory  and is on the editorial boards of
The Accounting Review and Contemporary Accounting Research . He is a past-President of the
Auditing Section.

Ann Vanstraelen is Professor of Accounting and Assurance Services at Maastricht University.
Her research interests relate to the broad field of auditing and assurance services, governance,
corporate reporting and disclosure, with a specific focus on the quality of accounting and auditing
practices. She has been involved in several research projects including commissioned research
by ACCA, the European Commission and IFAC. Dr. Vanstraelen has published in a number of
leading academic journals. She is actively involved in the European Accounting Association in
various functions, and was a visiting scholar at KULeuven, London School of Economics,
Stanford University and University of New South Wales.

Mikko Zerni is an Associate Professor of Financial Accounting at Jyväskylä University School of Business and
Economics, Finland.

Copyright © 2015 London School of Economics

2/2

http://onlinelibrary.wiley.com/doi/10.1111/1911-3846.12113/abstract
https://www.flickr.com/photos/hernanpc/
https://www.flickr.com/photos/hernanpc/15357044580/in/photolist-pp3SjG-BWycoz-jXtiMZ-oYC7QV-cKzpoh-osPizj-ecDJuM-yo5YZa-xW2qM-5acKqs-dVPpLP-v9RXP5-edexJD-9L3jzs-9WFLPt-CHYWYM-6chqid-wHHsCe-8duT4g-7nzoVA-8rrsMz-q34jDt-wHPkxG-bu8a47-Asutdd-59jQk7-dx4H2L-ouPyBs-xo5trV-xDQB2E-4D3Aj5-7D4PMN-cEdLN1-cEdMrC-8dy9sm-4nJik5-8duSTv-xnZGZA-xnYWDd-xECxbz-wHAFML-xnZifS-xo3qZd-wHBYWy-xEDv2H-xEC7Se-xo5YgY-wHDn23-xo5zfj-pCYRsM

	The individual style of audit partners influences how firms are rated

