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It is obvious that the rapid demise
of Andersen LLP (Limited Liability
Partnership) has significant implica-
tions for its clients. However, even
less dramatic events affecting an au-
ditor may influence the client and its
management. For example, evidence
supports the assertion that certain
events impacting a CPA firm are re-
flected in its publicly traded clients’
security prices. In one study, Firth
(1990) finds that auditor criticisms by
the British Department of Trade re-
sulted in statistically significant nega-
tive returns for auditfirm clients
traded on British exchanges. More-
land (1995) documents that Security
and Exchange Commission (SEC)
enforcement actions directed to-
wards a CPA firm resulted in a reduc-
tion in clients’ earnings response Co-

efficients (ERCs). Baber et al. (1995)
(henceforth BKV) and Menon and
Williams (1994) (henceforth M&W)
report a statistically significant risk-
adjusted negative security price reac-
tion for a sample of Laventhol and
Horwath clients upon disclosure of
filing by that firm under Chapter 11
of the U.S. bankruptcy code.
Although evidence supports the
contention that audit clients’ share
price reactions appear related to the
disclosure of certain negative infor-
mation about a CPA firm, it is not
clear whether those effects extend to
Big 4 accounting firms (previously
Big 8, Big 6, or Big 5). Evidence exists
to suggest that Big 4 accounting firms
are viewed differently as to audit qual-
ity and to their ability to provide
“deep pockets” (Reed et al., 2000;
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66 HILLISON AND PACINI

Schwartz and Menon, 1985). De-
Angelo (1981) asserts that larger au-
dit firms supply a higher level of audit
quality becausc such firms have more
extensive investments in brand name
reputations. Davidson and Neu
(1993) document that larger auditing
firms are associated with higher audit
quality audits. In a study of 164 not-
for-profit  entities, Krishnan and
Schauer (2000) find a positive asso-
ciation between audit {irm size and
audit quality.

Larger CPA firms arc also viewed
differently with regard to the amount
of resources available for potential
claimants  (Schwartz and Menon,
1985). The perceived difference in
the ability of the large CPA firms to
serve as insurers was noted by a Shear-
son Lehman accounting analyst the
day alter Laventhol’s bankruptey fil-
ing. The analyst remarked that the
“medium-sized  accounting  firms
such as Laventhol are most financially
vulnerable to lawsuits, while the Big 6
do not appear to be in financial trou-
ble” (Cooncey, 1990: 67). Thus, given
that the Big 4 are in a dilferent class
from smaller audit firms, one contri-
bution ol this study is to cxamine the
extent to which cvents impacting a
Big 4 firm affect its clients. We assess
the client share price effects of liti-
gation-related bankruptey rumors re-
ported in the financial press about
Ernst & Young (henceforth E&Y) in
latc November and carly December,
1990 (sce Appendix A).

The potential demise of a top-tier
accounting f{irm has scrious implica-
tions for client firm management.
First, a client firm’s cost of capital
may increase duc to a rise in infor-
mation risk (i.c., the likelihood of un-
reliable financial statement informa-
tion). A decrease in both the quantity
and quality of information Increases

information  asymmetry  between
management,  sharcholders, and
creditors. Another implication is the
increased cost associated with addi-
tional management time and elfort
devoted to providing sharcholders,
creditors, and regulators with timely,
reliable information on corporate ac-
tivities. A third implication is the n-
creased stress or burden placed on in-
ternal corporate governance mech-
anisms to compensate for the loss (al-
beit temporary) of a firm’s independ-
ent auditor.

If litigation-related share price cl-
fects exist for a Big 4 firm’s clients,
then a critical issue not previously ex-
plored is whether efforts by that CPA
firm to temper negative market reac-
tions may prove successful. Successful
mitigation of any negative client firm
market reaction would reduce the se-
verity  of the managerial  conse-
quences noted above. Thus, another
purpose of this study is to determine
whether the effects of negative infor-
mation on client firm share prices
(here, E&Y bankruptcy rumors)
about a CPA firm can be reversed or
mitigated by actions of the CPA. The
event chosen to examine the impact
of CPA firm cfforts to dispel negative
market cllects of bankruptey rumors
is the publication of a full-page ad-
vertisement in major newspapers by
E&Y that asserted the firm was in
sound [inancial condition. Morcover,
the setting is used to provide addi-
tional insight, through the use of a
cross-sectional regression model, on
the insurance and audit quality hy-
potheses as explanations related to
any market effcects.

In performing the analyses, we con-
sider a sample of over 660 client firms
(versus 75 for BKV and 100 for
M&W). Unlike previous studies by
BKV and M&W, the sample includes
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AUDITOR REPUTATION AND THE INSURANCE HYPOTHESIS 67

a considerable number of commer-
cial banks and savings and loans (over
70). It is important to include these
types of firms in the sample since they
were the genesis of many of the legal
problems relating to CPA firms, par-
ticularly E&Y, in the late 1980s and
early 1990s. Additionally, banks and
savings and loans constitute a vital
component of the population of au-
dit clients in general.

The next section presents the
events of interest. We then consider
the theoretical issues, hypotheses and
the methods used. The results are
then followed by the conclusions and
limitations.

Events of Interest

We consider two events of interest
in this study. The first is a period of
time during which rumors of E&Y’s
bankruptcy circulated. The second is
an event that centers on the date of
the first publication {(November 30,
1990) by E&Y of a full-page advertise-
ment attempting to dispel bank-
FUPLCY TUmMors.

The first event of interest encom-
passes a period of time rather than a
specific date of an information disclo-
sure. Cornell and Shapiro (1986) ac-
knowledge the dilemma that exists
when new information is released
gradually rather than on a single
event date. Moreover, gradual release
of news over an extended period may
lead to a revaluation effect which may
be difficult to detect because of mar-
ket noise (Lamdin, 2001). The anal-
ysis that results thus considers the ac-
cumulation of information and is
referred to as the dribs-and-drabs hy-
pothesis (Grace et al, 1995). Al-
though the first item of interest in
our study involves this dilemma (the
maturation of the rumors), the time

period is shorter than many other
dribs-and-drabs-affected studies, that
is, about cight days.

The identified rumor period re-
lated to E&Y began on November 19,
1990, when notice of Laventhol and
Horwath’s impending bankruptcy
first appeared (see Appendix A). The
failure of Laventhol and Horwath
triggered intense speculation of the
possible failure of other major ac-
counting firms (namely, the Big 4).
Although Laventhol and Horwath’s
demise appeared linked to the down-
fall of the Praise the Lord ministry, the
supposition about the financial fail-
ure of other major accounting firms,
including E&Y, was tied to potential
legal liabilities associated with savings
and loan failures. One of the largest
of those failures was Lincoln Savings
and Loan, an audit client of E&Y. Al-
though no major news story tendered
the explicit prediction of E&Y’s bank-
ruptcy, most pointed to the S&L crisis
and identified those audit firms that
were most vulnerable, often singling
out E&Y. E&Y rumor development
can be tracked in the stories pre-
sented in Appendix A. The identified
rumor period extends across the
eight-trading days ending (and in-
cluding) November 29, 1990, the day
prior to E&Y’s full-page advertise-
ment. If the findings of BKV and
M&W can be generalized to a Big 4
firm, then the perception that E&Y
may file for bankruptcy (the rumor
event) should be reflected in negative
client-firm abnormal returns.

On Friday, November 30, 1990,
E&Y ran a full-page advertisement in
the Wall Street Journal stating in a
headline, ‘“Thanks for a Great
Year. . . .”" The ad did not specifi-
cally address rumors of bankruptcy,
but noted that “In the years ahead,
Ernst & Young will continue to be a
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68 HILLISON AND PACINI

leader.” The same ad appeared in
five other major ncwspapers on the
following Monday. On Monday, De-
cember 3, 1990, the next trading day,
the Wall Street Journal’s Peter Pae cx-
plicitly stated in an article that “Ernst
& Young, the largest accounting firm
in the U.S,, is running full page ad-
vertiscments hoping in part to end
speculation that it is considering fil-
ing for bankruptcy protection” (Pac,
1990: AB). We call the date of the ad-
vertisement, November 30, the adver-
tisement event. The market reaction
to this event is not predictable. It is
not clear whether investor reaction
would be positive in response to an
attempt to quell the rumors or
whether reaction would be negative
in response to a confirmation, in the
form of the advertisement, that the
rumors were true. Our hypothesis de-
velopment and subscquent analyses
reflect this uncertainty.

Theoretical Issues

Auditing research highlights two
possible explanations for any ob-
served negative client share price re-
actions when detrimental informa-
tion about a CPA firm’s financial
condition or reputation becomes
available to investors. One explana-
tion is the demand for audit quality.
Auditors provide assurance to {finan-
cial statement users that any misrep-
resentations by management will be
detected and reported. A seccond ex-
planation is the insurance hypothesis.
Investor losses that result from finan-
cial statement misrepresentations
may be wholly or partially recovered
by suing auditors.

In addressing the insurance hy-
pothesis, the accounting litcrature
posits that auditors provide a type of
implicit insurance to users and inves-

tors (Hill ef al., 1993). The auditor is
counsidered a potential indemnilier if
an investment or credit loss is expe-
rienced. The auditor is deemed to be
a “‘deep pocket’” because the CPA
firm often carries malpractice insur-
ance or, in many cases, is the only sol-
vent defendant in a lawsuit. M&W
(1994) assert that the legal right to
seck indemnification from an auditor
for losses is assigned a value by inves-
tors. This value is hypothesized to be
a component of the stock price of
publicly traded clients. The insurance
hypothesis thus predicts that negative
share price reactions for client firms
should be observed around the an-
nouncement of any event (here, ru-
mors of bankruptcy) that threatens a
CPA firm’s ability to pay claims
against it.

Alternatively, it is hypothesized that
the quality of the assurances provided
by an auditor has value relevance to
the market. Investors would be ¢x-
pected to utilize, to a lesser extent,
client financial information with a
lower perceived level of reliability. A
reduction in audit quality would be
expected to have a negative impact
on the share prices of an auditor’s cli-
ents. Moreland (1995) and Firth
(1990) both conclude that publicized
criticism of a CPA firm diminishes au-
dit quality assessments and the per-
ceived quality of clients’ accounting
information resulting in less confi-
dence in (or reliability placed on) re-
ported earnings.

Audit quality can be defined as the
probability that audited financial
statcments contain no material mis-
statements or omissions. Although
audit quality itself is not directly ob-
servable, users develop observable
proxies, such as audit firm reputa-
tion, which arc associated with audit
quality (Wilson and Grimlund, 1990).
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AUDITOR REPUTATION AND THE INSURANCE HYPOTHESIS 69

Financially distressed auditors may be
perceived as more likely to compro-
mise their independence and fail to
report misstatements in order to re-
tain their clients. Compromised in-
dependence results in a lower level of
audit quality being provided on fi-
nancial statements (Baber et al,
1995).

Dopuch and Simunic (1982) sug-
gest that financial statement users will
change assessments of audit quality
based on new publicly available infor-
mation about an auditing firm. New
information, such as rumors about a
pending bankruptcy filing or finan-
cial distress, may lower perceived fi-
nancial statement reliability and,
thus, the perceived quality of audit
services provided (Palmrose, 1983).
Any loss of credibility in the financial
statements and/or loss of confidence
in the audit firm may manifest as a
reduction in client firm share price
(Firth, 1990).

Both the insurance hypothesis and
audit quality explanation can account
for negative client firm share price re-
actions upon disclosure of rumors of
the potential bankruptcy of an ac-
counting firm. The two explanations,
however, may not be mutually exclu-
sive. BKV could not discriminate be-
tween the two explanations in an em-
pirical study of the negative client
stock price reactions upon the disclo-
sure of the Laventhol and Horwath
bankruptcy filing. Although the ex-
planations may overlap, it may be pos-
sible to identify certain client firms
with share price reactions more re-
lated to one explanation than the
other. We make progress toward this
objective.

Virtually no evidence exists to sug-
gest that a CPA firm may be able to
mitigate adverse signals to the mar-
ket. The issue relates to efforts a CPA

firm might take to offset negative re-
action to previously released infor-
mation. Again, market theory sug-
gests that if those efforts reveal new
information, then that information
should manifest in client share price
reaction (Firth, 1990).

Hypotheses and Methods
Hypotheses Development

As previously indicated, the insur-
ance hypothesis and audit quality ex-
planation are likely interrelated and
both predict that a client firm’s stock
price will decline when an auditor’s
ability to pay is threatened or overall
reputation is damaged. The first hy-
pothesis relates to the expected mar-
ket reaction to the rumor event. It is
stated in the null form, as follows:

H1: The disclosure of the rumored bank-

ruptcy or financial distress of E&Y is not as-

sociated with abnormal share price reac-
tions of the firm’s publicly traded clients.

With respect to the advertisement
event, significant negative market re-
actions would support the contention
that investors viewed the ad as confir-
mation that E&Y was contemplating
filing for bankruptcy protection. Sig-
nificant positive market effects would
support the assertion that E&Y suc-
cessfully dispelled the bankruptcy ru-
mors. Since we cannot logically and
objectively predict the direction of
the market response, the following
non-directional null hypothesis is
tested concerning the advertisement
cvent:

H2: The disclosure of the E&Y full-page ad-

vertisement is not associated with share

price reactions of the firm’s publicly traded
clients.

The event of interest, in this case
the advertisement event, may have
different effects on client firms de-
pending on firm-specific characteris-
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70 HILLISON AND PACINI

tics. Asymunectrical cffects may be
identificd by separating firms on the
basis of various opcrating character-
istics such as size, industry, and risk.
To examine any asymmetrical effects
of the advertisement cvent, we test
the following hypothesis, stated in the
null:
H3: The advertisement event had no differ-
ential impact on the abnormal returns of
client firms possessing different firm-spe-
cific characteristics.

Tests of shareholder reactions to
the events of interest require identi-
fication of the clients of L&Y leading
up to and during the event periods.
The sample identification process is
discussed in the next section.

Sample Selection

The list of the publicly traded
clients of E&Y as of 12/31/89 and
12/31/90 was obtained primarily
from Compustat. Because auditors of
commercial banks and savings and
loans are not listed on Compustat,
those L&Y clients were obtained by
cross-referencing Who Audits America
and the Natonal Automated Ac-
counting Rescarch Service (NAARS).
An inidal sample of 1,282 clients was
identified. Sample filters were em-
ployed to reduce the likelihood that
significant abnormal return reactions
were associated with confounding
cvents. Following Bhagat et al. (1994),
client firms with a value-relevant dis-
closure in the Lexis-Nexis database
within five days of the events of inter-
est were climinated from the sample.
Farnings announcements, mergers,
acquisitions, tender offers, proxies,
bankruptey filings and major income-
tax-related  events were  treated  as
value-relevant  disclosures or con-
founding events (Thompson et al.,
1987).

Lach E&Y client firm required daily
returns on the Center for Research on
Security Prices (CRSP) tapes for at least
100 days for the period from 220 days
prior to and until five days after each
event. Also, those client firms with
five or more days of missing returns
during days —20 to +5 for cither the
rumor period or the advertisement
cvent were climinated from consid-
eration. Finally, client firms with
fewer than 40 non-zero returns were
removed from the sample. As re-
ported in Table 1, the final sample
included 666 client firms.

Table 1 also reveals that about 57
percent of E&Y’s clients are NAS-
DAQ-listed companics. The sample
appears diversified with 237 four-digit
SIC code industries represented.
Those industries with the largest
number of client {irms arc as follows:
electrical equipment (58, 8.7%), in-
dustrial and commercial machinery
(57, 8.6%), commercial banks (54,
8.1%) and measuring instruments
(149, 7.4%).

Rescarch Methodology—
Hypothesis One

The risk-adjusted market model is
usced to analyze client-firm equity re-
action to the relevant disclosures.
Event study methodology is [ounded
on the assumption that the market is
sulliciently cfficient to capture mar-
ket response to the events of interest.

Each client firm’s daily share price
reaction in the rumor period and ad-
vertisement event window was ob-
tained by predicting a normal return
for each client firm on each event day
and then subtracting the predicted
return from the actual return. Nor-
mal returns are produced by estima-
tion of the following model using
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Table 1
E&Y Client Firm Sample Analysis
Panel A - Filters No. of Firms
Publicly-Traded Clients (per Who Audits America) 1282
Less:  Firms not listed on Compustat (177)

Less: Firms reporting confounding events
(e.g., earnings announcements,
disclosures of mergers, acquisitions, etc.) (156)

Less: Firms with excess missing returns and/or

excessive zero returns (283)
Final Sample 666

Panel B - Exchanges
Stock Exchange

NYSE AMEX NASDAQ
216 67 383

Panel C - Value
Market Value of Equity
(in millions as of 11/30/90)

Mean Median
$563,547 $50,108

Panel D - Industry Concentration

SIC Code Industry No. of Firms Percent
3600-99 Elec. Equip. except computers 58 8.7
3500-99 Ind. & comm. mach. incl. comp equip. 57 8.6
6021-22 Commercial banks 54 8.1
3800-99 Measuring instruments 49 7.4
2830-36 Pharmaceuticals 22 3.3
6035-36 Savings & loans 20 3.0
6798 REITS 17 2.6
3410-99 Fabricated metals 16 2.4
3700-99 Transportation equip. 16 2.4
5010-99 Durable goods wholesalers 16 24
7872 Prepackaged software 16 2.4
———- All others 325 48.7
Total Sample 666 100.0
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72 HILLISON AND PACINI

OLS regression on a clientfirm-spe-
cific basis:

(1) Ry=a;+ bR, + e,
where R, = return for the firm during the

1" day;

R,, = return on the daily CRSP
equally-weighted index;'

a; = intercept for the firm;

b; = a proxy for the systematic risk
of the firm;

e, = error term for the firm on the
1" day.

The relation between client firm re-
turn and market return should re-
main unchanged in the absence of
unanticipated information. Hence,
these returns can be employed to
forecast the ““normal’ client firm re-
turn. The prediction error or abnor-
mal return (AR) for firm i on day tis
computed as:

(2) AR,= R, — (a;+ bR,,)

The abnormal return distributions
for an equally weighted portfolio of
all sample-client firms were calcu-
lated from the individual returns.
These distributions form the basis for
the evaluation of market reaction to
the events of interest.

For several compelling reasons we
us¢ a non-parametric technique
(Corrado’s rank statistic) in licu of
the traditional parametric t-statistic.

(Campbell and Wasley, 1993). Non-
normality can cause misspecification
in parametric t-tests in event studies
(Brown and Warner, 1985; Campbell
and Wasley, 1993). The abnormal re-
turn distributions for days —20 to +5
(using 11/30/90 as day 0) were tested
for normality and found to be highly
non-normal.? Second, cross-sectional
dependence exists because all sample
firms share common event dates
{(Bernard, 1987). Third, some stocks
listed on the NYSE, AMEX, or NAS-
DAQ tend to be thinly traded and
thin trading may cause t-tests to be
misspecified (Maynes and Rumsey,
1993; Cowan and Sergeant, 1996).
NASDAQ stocks are the most suscep-
tible to this problem and they com-
prise over one-half of this study’s sam-
ple. Finally, parametric t-tests on
abnormal or standardized abnormal
returns in event studies are also vul-
nerable to misspecification caused by
an increasce in the variance of the
event period returns  distributions
(Corrado, 1989; Bochmer et al,
1991). In sum, we conclude that the
assumptions required for traditional
parametric tests are sulliciently vio-
lated to preclude their use.

The non-parametric rank statistic,
introduced in Corrado (1989), how-

cver, 1s robust to non-normal distri-
butions, multi-day event periods, al-

First, normality of abnormal rcturns
is a key assumption in event studics

''The equally weighted index is more likely to detect abnormal stock returns due to the higher degree
of corrclation between the index and security returns (Peterson, 1989). Morcover, rescarch dem-
onstrates that use of the value-weighted index for NASDAQ stocks can lcad to cither rejection of
the null hypothesis too often in the absence of abnormal performance or lower rejection rates in
the presence of abnormal performance (Campbell and Wasley, 1993).

The skewness and kurtosts cocefficients and the Shapiro-Wilk statistic were calculated for the 26
trading days surrounding the advertisement event (11/30/90). A perfectly symmetrical normal dis-
wibution has a kurtosis cocfficient of 8. The mean and median kurtosis coefficients across all days
are 25.8 and 22.2, respectively. This indicates highly leptokurtic distributions. The abnormal returns
are also moderately positively skewed (mean and median skewness of 1.76 and 1.67, vespectively).
The Shapiro-Wilk statistic can assume a value between 0 and 1. The statistic must be extremely close
to 1 (c.g., .99) for a distribution to be considered normal. The abnormal return distributions here
have mean and median Shapiro-Wilk statistics of .789 and .794, respectively.
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AUDITOR REPUTATION AND THE INSURANCE HYPOTHESIS 73

ternative methods of estimating beta,
cross-sectional  dependence,  in-
creases in the variance of abnormal
returns during the event period, and
thinly-traded stocks (Campbell and
Wasley, 1993) . For purposes of Cor-
rado’s rank statistic, market model
parameters were estimated based on
the 226-day sample period from day
—220 to day +5 (Corrado, 1989). The
first step involved transforming each
firm’s series of abnormal returns into
ranks from 1 to 226. The ranking pro-
cedure transformed cach abnormal
return distribution into a uniform
distribution across possible rank val-
ues regardless of asymmetry in the
original  distribution  (Corrado,
1989). Ranks were then standardized
by dividing each abnormal return
rank by one plus the number of non-
missing returns in each firm’s abnor-
mal return series (Corrado and Ziv-
ney, 1992). The standardization
serves two purposes: 1) it prevents the
rank statistic from becoming misspe-
cified in the presence of missing re-
turns and 2) it serves as a cross-sec-
tional variance adjustment to
improve specification in tests for ab-
normal performance (Corrado and
Zivney, 1992).

The rank test statistic is the ratio of
the mean deviation of the securities’
event day ranks to the estimated stan-
dard deviation of the portfolio mean
abnormal return rank. The rank test

statistic, 7, substitutes (U, - 72) for the
abnormal return, AR, (for a given
event day):

N
(= 18)
3 T= 2
JN i=1 s(U)
where N = number of firms;

s(U) = standard deviation of the port-
folio mean abnormal return
rank for the sample period.*

Research Methodology—
Hypothesis Two

An examination of return variabil-
ity is a non-directional technique for
exploring the market impact of the
advertisement event on E&Y’s pub-
licly traded clients. The calculation of
abnormal returns is the basis of such
an analysis. Two competing measures
are Beaver’s (1968) U statistic and
May’s (1971) Ustatistic. We usc May’s
U statistic to detect variance effects.
May’s Uemploys the absolute value of
the standardized market model resid-
ual rather than the square of the mar-
ket model residual (as does Beaver’s
U). Rohrbach and Chandra (1989)
demonstrate that Beaver’s Uis domi-
nated by May’s Uwhen market model
residuals are leptokurtic and skewed
(i.e., non-normal).

May’s U statistic for the present
study is as follows:

* The signed rank and sign tests, both non-paramectric techniques, require symmetrical return distri-
butions for correct test specification (Corrado, 1989). These two tests can be misspecified in the
presence of positive skewness, such as here (Brown and Warner, 1985),

* The denominator of 7, s(U) is computed as follows:

+b

2

t=—220

L
™ 2 <a-,~1/2>2)

where N, = number of non-missing returns in the cross-section of N-firms on day ¢in the sample

period (Corrado and Zivney, 1992).
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74 HILLISON AND PACINI

@ w= | AR |
| AR N
where | AR | = absolute value of

firm #s abnormal return on day ¢
during the event period;

1AR,,| = absolute value of firm
i’s mean abnormal daily return
during the sample period where:
ST
) AR, 1= "M
where M = number of days in the
sample period with non-missing re-
turns.

+5

l AR ile I

1=-220

Absent abnormal price changes in
the event period for an individual
firm, the W, ratio for event days
would have an expected value of one
(May, 1971).

Cross-sectional correlation could
affect the reliability of paramctric z-
or t-tests applied to May’s U statistic
(R()ln‘bnch and  Chandra, 1989).

May’s U is robust, however, to mod-
crate  cross-sectional (lq)cn(lcncc.
Nonetheless, we use a non-paramcet-
ric technique set forth in Rohrbach
and Chandra (1989) to compcensate
for the possibility of cross-sectional
dependence. In this study, any event
day with a C statistic (or rank) of 216
or higher indicates a May’s Ustatistic
xigmh(:dnﬂy greater than one (ata p-
value of .05 or less).

Research Methodology—
Hypothesis Three

McWilliams and Siegel (1997) ad-
vise researchers using event study

analysis to follow-up tests of signifi-
cance of share price reactions with a
cross-sectional regression analysis of
abnormal returns on the hypothe-
sized predictors. We use a general-
ized least squares (GLS) rank regres-
sion model to test variables aimed at
providing a better understanding of
the insurance hypothesis and audit
quality explanation for a two-day
event window (days 0, +1) for the ad-
vertisement event.” GLS is used to
compensate for any cross-sectional
dependence (Bernard, 1987; Bhu-
shan, 1993). Ranks rather than actual
data values are used because ranks
generalize the functional form of the
model and minimize heteroskedastic-
ity that can result from using a linear
function to represent a non-linear re-
lationship (Cheng et al., 1992). Using
ranks is a distribution-free procedure
that does not require normality to be
wellspecified (Conover and Iman,

1981). We derive the following GLS

cross-sectional  rank  regression
model:
(6) CARR; = a; + b, SIZE; + b,

RISK; + b; IND; + ¢,

where CARR, = cumulative abnormal
return rank of firm i for the (0, +1)
event window centered on 11/30/90;

a, = intercept for the firm;

SIZE,= the standardized rank of
firm i’s market value of eq-
uity as of 11/30/90;

RISK;= the standardized rank of
firm i’s beta estimated by
the market model,

> The F &Y ad that appeared on Friday, November 30, in the Wall Street Journal also appeared in five

other major newspapers on Monday, December 3

(day +1). We also tested the cross-sectional rank

regression model for aseven-day eventwindow (-3, +8). The results are very similar to those reported

for the two-day event window.
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IND; = a dummy variable coded 1
if firm i is in a high risk in-
dustry (a bank, savings and
loan, real estate company,
or computer/electronics
firm) ; 0 otherwise; and

e, = a disturbance term.

i

The independent variables tested
in the model—size, risk, and high-risk
industry—are justified in the next
section.

Size. Recovery of damages from an
accounting firm is a function of the
amount of damages (or auditor-sup-
plied insurance) that plaintiffs expect
to receive. The amount of any poten-
tial award is also related to the
amount of damages incurred by
plaintiffs. Kellogg (1984) found that
plaintiff damages are positively re-
lated to client-firm size. Large client
firms are more likely to have re-
sources to pay plaintiffs, thereby mak-
ing it worthwhile for plaintiffs to sue
(Carcello and Palmrose, 1994). For
insurance hypothesis purposes, audi-
tor-provided insurance is more im-
portant to shareholders of larger cli-
ent firms (Baber et al, 1995). Any
event or announcement, such as
bankruptcy rumors, that creates the
perception of a Big 4 firm’s dimin-
ished ability to pay damages will have
a greater negative impact on larger
client firm share prices. Thus, the in-
surance hypothesis predicts a nega-
tive relationship between clientfirm
size and cumulative abnormal return
ranks (CARRs).

Audit quality, on the other hand,
may be more important to the share-
holders of smaller client firms. Be-
cause less information is generally
available on smaller firms, audited fi-
nancial statements are more impor-
tant to investors of smaller firms (Na-
than, 1997). Any disclosurc of new

information that leads investors to
reassess audit quality may lead to a
more pronounced share price reac-
tion for smaller firms (Atiase, 1985).
Information which lowers the per-
ceived reliability of an accounting
firm’s audits will lead to a greater neg-
ative price reaction for smaller client
firms. Hence, the audit quality hy-
pothesis suggests a positive relation-
ship between clientfirm size and

CARRSs.

Risk. Client firms with higher risk
increase the probability that stock-
holders will incur a significant loss
(Stice, 1991). Greater losses provide
prospective plaintiffs with a stronger
incentive to seek a legal recovery
from auditors regardless of whether
an audit failure has occurred. In
many cases, lawsuits have been filed
against auditors in the absence of an
audit failure (Alexander, 1991). In
such lawsuits, the plaintiffs’ primary
objective is to gain access to the au-
ditor’s “‘deep pockets.”” Importantly,
Stice (1991) indicates that firm risk is
a proxy for the expected benefits of
litigation (i.e., expected recovery of
losses or insurance), but not a proxy
for alleged audit failure. Thus, firm
risk may have a stronger connection
to the insurance hypothesis than the
audit quality explanation. We expect
a ncgative relationship between
CARRs and firm risk. Following Ak-
higbe and Whyte (2001) and Reed et
al. (2000), we operationalize this con-
struct by using the standardized rank
of beta (systematic risk) derived from
the market model for each sample
firm.

Industry. Stice (1991) notes that in-
dustry membership may influence
the significance of factors associated
with auditor litigation. Palmrose
(1988) notes that banks, savings and
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loans, rcal ecstate companies, and
computer/electronics firms possess
higher litigation risk. These high-risk
industries typically possess significant
financial statement line items subject
to management estimates, difficulty
in determining asset values and in-
come realization, and greater oppor-
tunity for manipulation. Given the
potential effect of an accounting
firm’s  bankruptcy, the insurance
valuc of the audit may be more im-
portant for high-risk industrics. Ad-
ditionally, the assurance value of the
audit may be more important for
high-risk industrics whosc financial
statements contain significant man-
agement estimates. We expect a neg-
ative relationship between CARRs
and high-risk industries based on ex-
pectations from both the insurance
and audit quality hypotheses.

Resulis

Hypothesis One

Table 2 summarizes Corrado’s
rank statistic, T, for the rumor period
(November 19-29 — cight trading
days). Corrado’s rank statistic is not
significant for November 19, the day
on which the Chapter 11 bankruptcy
filing of Laventhol and Horwath was
first publicly discloscd. The next two
trading days also reflect insignificant
results. The share prices of E&Y’s cli-
ents appear to have been unalffected
by the Laventhol bankruptey filing
announcement.  Several statistically
significant security price reactions oc-
curred during the next several days,
however. Negative reactions for No-
vember 23 and 28 resulted in negative
T statistics of —1.604 (p-value =
0544) and —2.112 (p-value = .0173),
respectively. The Ts are consistent
with the mean and median standard-
ized abnormal return ranks shown in

Pancl B of Table 2. November 28 has
the lowest mean and median stan-
dardized abnormal return ranks
(.447 and .388, respectively) of the ru-
mor period. November 23 possesses
the second lowest mean and median
standardized abnormal return ranks.
Insignificant reactions occurred on
both November 26 and 29. A margin-
ally significant positive reaction (op-
posite of hypothesized direction) oc-
curred on November 27.

Appendix A indicates that on No-
vember 23, the Wall Street Journal ran
an article on the Laventhol and Hor-
wath bankruptcy filing which quoted
Arthur Bowman, cditor of Bowman’s
Accounting Report, as saying a national
accounting firm was considering a
Chapter 11 filing. Appendix A also re-
veals that no news stories appeared to
fuel the E&Y bankruptcy rumors on
November 27 (day of a marginally sig-
nificant positive reaction). Only one
article was located that appeared No-
vember 28 concerning accountant
malpractice suits that “‘could take out
a few more accounting lirms.”’

Panel C of Table 2 identifies the T-
statistic for various combinations of
cumulative abnormal return ranks
(CARRs) during the rumor period.
The only CARR that is statistically sig-
nificant is for trading days November
28 and 29 (the two days immediately
preceding the E&Y advertisement).

Becausc an interpretation of the
appropriate event period must be
made, no unequivocal conclusion rel-
ative  to  hypothesis one can be
formed. However, we suggest that the
results in Table 2 provide limited sup-
port for rejecting hypothesis one.
The rumors concerning a potential
bankruptcy filing by E&Y are associ-
ated with negative risk-adjusted share
price reactions of the auditing firm’s
clients leading up to the advertise-

JOURNAL OF MANAGERIAL ISSUES  Vol. XVI Number 1 Spring 2004

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



AUDITOR REPUTATION AND THE INSURANCE HYPOTHESIS 77

Table 2
Corrado's Rank Statistic for Abnormal Returns
Rumor Period

Panel A - Rank Statistics

Trading Day T-statistic p-value?
November 19 -.194 4231
November 20 406 3424
November 21 341 3665
November 23 -1.604 0544
November 26 028 4888
November 27 1.340 .0901
November 28 -2.112 .0173
November 29 -232 4082

Panel B - Abnormal Returns and Return Ranks

Return RanksP Abnormal Returns

Mean Median Mean Median

November 19 495 463 .00069 -.00098
November 20 510 .604 .00283 .00194

November 21 508 533 .00189 -.00011
November 23 460 423 .00008 -.00286

November 26 501 <537, -.00149 .00019

November 27 533 487 .00620 .00008

November 28 447 388 -.00326 -.00351

November 29 494 507 00190 -.00044

Panel C - CARR Rank Statistics
Trading Days T-statistic p-value?

Nov 19-29 (8 trading days) <717 2368
Nov. 23-29 (5 trading days) -1.154 1243
Nov. 23-28 (4 trading days) -1.174 1202
Nov. 27-29 (3 trading days) -.580 2810
Nov. 26-28 (3 trading days) -430 3336
Nov. 27-28 (2 trading days) -.546 2927
Nov. 28-29 (2 trading days) -1.658 .0487

ap-values shown are one-tailed.
bThe expected value of a standardized abnormal return rank is .5.
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Table 3

May's U Statistic and Corrado's Rank Statistic for Abnormal Returns
Advertisement Event

Panel A - May's U Statistic

Event Day
November 30 (day 0)

December 3 (day +1)

Mean May's U

C Statistic®

Panel B - Rank Statistics and CARR Rank Statistics

Trading Days

November 30 (day 0)
December 3 (day +1)
Nov. 30 - Dec. 3 (2 trading days)

Panel C - Abnormal Returns and Return Ranks

Return Ranks?

Mean
November 30 (day 0) 429
December 3 (day +1) 490

(or Rank) p-valued

214 L0575

188 1726
T-statistic p-value?
-2.796 .0026
-.365 3575
-2.235 .0130

Abnormal Returns

Median Mean Median
326 -.00386 -.00704
441 -.00325 -.00169

dp-values shown are one-tailed.

bThe expected value of a standardized abnormal return rank is .5.
CThe C-statistic can take on any rank or integer value from 1 to 226 (since the sample period contains
226 trading days). The C-value represents the rank of the rank sums of the May's U statistics for a

day in the sample period.

ment event (particularly the two days
mmmediately preceding the ad).

Hypothesis Two

Pancl A of Table 3 displays the
mean May’s U statistics and corre-
sponding C statistics for the event
days of the “advertisement” event
(11/30/90 - day 0). Day 0 exhibits a
statistically signilicant increase in the
variance of client-firm abnormal re-
turn reactions (p-value = .0575). The

advertisement placed in the Wall
Street Journal by E&Y on November 30),
1990 is related to a significant market
reaction of E&Y’s clients. May’s U-sta-
tistic, however, indicates the magni-
tude but not the direction of the mar-
ket reaction.

Recall that it was not predicted
whether the ad would quell the bank-
ruptcy rumors or confirm investors’
pereeptions of a pending bankruptey
filing. Abnormal return rank statistics
in Pancl B of Table 3 indicate a T
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value of —2.796 (p-valuc = .0026) for
11/30/90 (day 0), documenting that
the ad is associated with negative cli-
cent-firm returns. Although the E&Y
ad appeared in major newspapers
(other than the Wall Street fournal) on
December 3, Table 3 indicates no sig-
nificant market reaction on that day.
The return ranks reported in Panel €
arce consistent with this conclusion.
Thus, evidence suggests that E&Y was
not able to effectively dispel the ru-
mors of bankruptcy and that the ad
may have reinforced belief in the ru-
mors. The advertisement event (on
November 30) led investors to realign
their portfolios in response to height-
cned perceptions of a loss of auditor-
supplied insurance and/or dimin-
ished audit quality. The advertise-
ment event apparently provided new
information to the market, suggest-
ing an increased probability of the

bankruptcy of E&Y.

Hypothesis Three

Overall results reported in Table 4
indicate that the GLS rank regression
model is significant with an F statistic
greater than 20. The R-squared, how-
ever, is only .08. Analysis of the coef
ficients shows that client-firm size
(SIZE) is significantly positive p <
.01). The results indicate that smaller
client firms have greater negative
share price reactions than larger cli-
ent {irms to unfavorable information
concerning the quality of E&Y audits.
Such a ﬁu(ling is consistent with the
differential information hypothesis
that indicates that smaller firms have
more substantial sccurity price reac-
tions to unanticipated information
(Atiase, 1985; Nathan, 1997). The sig-
nificant positive relationship between
CARRs and firm size appears to pro-
vide more empirical support for the

audit quality cxplanation than the in-
surance hypothesis.

Table 4 also reveals that RISK is sig-
nificantly negative (p = .048). The
fincling suggests that auditor-supplicd
imsurance is more important to share-
holders of higher systematic risk cli-
ent firms  as  mceasured by beta.
Greater losses, which are more prob-
able in the case of higher risk firms,
give prospective plaintiffs a greater
incentive to suce auditors regardless of
whether an  audit failure has oc-
curred. Thus, the results involving
RISK suggest sharcholder reaction is
more closely associated with the in-
surance hypothesis than the audit
quality explanation.

The variable capturing high indus-
ury risk, IND, is not significant. Qur
data do notsupport the assertion that
sharcholders in high-risk industry cli-
ent firms view the ad event differently
from other client {irm sharcholders.

Conclusions and Limitations

Our study is a systematic analysis of
client-firm share price reaction to ru-
mors of bankruptey of a Big 4 firm
and an advertisement attempting to
quell those rumors. We have ex-
panded the cxisting literature by: 1)
testing application of the insurance
hypothesis and audit quality expla-
nation to a Big 4 firm using a large
sample size that includes banks and
savings and loans, 2) examining an at-
tempt by a Big 4 firm to reverse the
effect of negative information on cli-
ent-firm share prices, and 3) analyz-
ing variables that show more support
for the insurance hypothesis than the
audit quality explanation or vice-versa
in the unique sctling studied.

Our findings provide some cvi-
dence that bankruptey rumors con-
cerning a Big 4 firm possess infor-
mauon content  that impacts its
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Table 4
GLS Rank Regression Model Results

Independent Predicted Sign- Predicted Sign- Coeff.

Variables® Audit Quality Insurance Hypo. Est. t-statistic | p-value?
Intercept A7 1.742 041
SIZE + - 787 7.415 <.001
RISK N/A - -.165 -1.670 .048
IND - - .050 790 785
F statistic N/A N/A N/A 21.010 <.001
R-squared N/A N/A N/A .080 N/A

ap-values shown are one-tailed.

bFor evaluation purposes, additional tests of the general model were performed. The regression
model was tested for multicollinearity using variance inflation factors and condition indices.
No independent variable had a condition index over 6 or a variance inflation factor (VIF) over
2. Multicollinearity is a problem when a condition index exceeds 30 and/or a VIF is greater

than 10 (Kennedy, 1992).

publicly traded clients. The results
suggest that investors react to infor-
mation that adversely affects Big 4 au-
ditor reputation. Thus, our findings
concerning a Big 4 firm are COnsis-
tent with prior rescarch reporting ef-
fects on clients of smaller CPA firms.
Although the Big 4 may offer higher
quality audits, theory is supported to
suggest that market participants still
react to changes in perceptions of
that quality. Moreover, market partic-
ipants react to the diminished likeli-
hood of recovery of financial loss. In
summary, the findings substantiate
the assertions that some market par-
ticipants place value on a Big 4 audi-
tor as an insurer of investor losses and
a provider of audit quality in the f1-
nancial reporting process. Analyses
also suggest that cfforts by a Big 4
firm to quell rumors of financial dis-
tress may have had the opposite ef-
fect. That is, an advertisement sug-
gesting that E&Y would continue as a
going concern scems related to neg-
ative client firm share price reactions.

The cross-sectional rank regression
analysis permits some distinction be-
tween the insurance hypothesis and
the audit quality explanation based
on client firm-specific variables. Re-
sults for SIZE suggest that audit qual-
ity is more important (o Investors in
smaller client firms. This is consistent
with the logic that investors may place
more reliance on audited financial
statcments of smaller firms given the
limited public information available
for those firms. Empirical evidence
also indicates that auditor-supplicd
insurance is valued more by investors
in higher-risk firms. Again, this sup-
ports the theory that the potential for
recovery of losses is more important
for thosc accepting more risk. In sum,
one contribution of this study is pro-
gress toward distinguishing between
the audit quality and insurance hy-
pothescs.

Several limitations are apparent in
this study. First, limitations common
to event studies, in general, are pres-
ent. In particular, the isolation of
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events of interest may be questioned. ability to generalize Lo other CPA
Another limitation relates to the ex- firms and events is limited. Addi-
ternal validity of the findings. We an- tional studies using different firms
alyzed only one Big 4 CPA firm with and cvents would help to confirm or
a limited set of events. The results deny the gcncralizability of our find-
arc not exceptionally strong and the ings.

Appendix A

Ernst & Young News Story Scenario
Rumors of Bankruptcy &
Advertisement
(Based on LEXIS/NEXIS Search)

November 19, 1990 - Monday
The New York Times
Headline: Faltering Laventhol Is Reportedly Closing
By Alison Leigh Cowan

“The roughly 350 partners of Laventhol & Horwath voted over the weckend at
a hastily arranged emergency meeting to file for Chapter 11 bankruptcy protec-
tion and disband the firm, former Laventhol partners said last night.”” (There
was no mention of troubles ol other firms in this article.)

November 20, 1990 - Tuesday
The Wall Street Journal
Headline: Laventhol Says It Plans to File for Chapter 11
By Peter Pae
“Laventhol isn’t the only firm in trouble, consultants to the accounting profes-
sion say.” It’s the tip of the iceberg,’ said Jay Nisberg, a Ridgeficld, Conn., con-
sultant. ‘Other firms arc on the cusp of major problems.” ”’
The Daily Telegraph
Headline: Litigious Lessons from the US
By (Not indicated)
“Industry expert Arthur Bowman yesterday said he believed that one of the Big
Six accounting firms had considered secking bankruptcy protection this year.”
“Fyven the Government has joined in, suing virtually all the top firms for allegedly
failing to tell it how bad the thrift crisis was before Washington discovered the
truc cost of ‘depositor protection.” Ernst & Young, the nation’s largest account-
ants, faces a $560m lawsuit over just onc thrift failure.”

November 23, 1990 - Friday

The Wall Street Journal

Headline: Laventhol Bankruptey Filings Indicates Liabilities May Be as Much as
$2 Billion

By Peter Pac
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“There are indications that other major accounting firms may also face serious
problems. Arthur Bowman, editor of Bowman’s Accounting Report, an industry
trade journal, says in his latest issue that another national firm is contemplating
a Chapter 11 filing to escape what he called ‘potental liability problems that far
exceed insurance coverage.”

November 24, 1990 - Saturday
The Independent (London)
Headline: View From Manhattan: Bean-Counters in a Zero-Sum Game
By Larry Black
“Many people in the accounting business in the US believe Laventhol’s problems
are morce general than they scem. For one thing, more that $3bn worth of lawsuits
for negligent auditing also plague five of the Big 6 {irms, including America’s
largest domestic accountant, Ernst & Young.”
“Lrnst & Young alone is being sued for more than $1bn in connection with the
failures of Dallas® Western Savings Association, California’s notorious Lincoln
Savings & T.oan, and another series of thrifts in Tennessce.”

“Ernst & Young, for example, has cased at least 300 partners out the door this
ycar, and continucs to be plagued by rumors of cven bigger problems. Indeed,
most specialists say Laventhol & Horwath will not be the only major international
accounting firm to [ace bankruptey in coming months: some are bold cnough
to predict that one of the Big Six will be among their number.”

November 25, 1990 - Sunday
Chicago Tribune (Final Edition)
Headline: Party’s Over as CPAs Face Tough Times
By Lauriec Cohen
“But experts said there may be serious difficulties ahead for more accounting
firms, especially those with a heavy load of pending litigation. A spokesman for
New York-based Ernst & Young, which is battling a number of lawsuits involving
the thrift debacle and other failurcs, said the litigation ‘is very defensible and
we'll prevail. IUs not the same kind of cases Laventhol has.” >

November 26, 1990 - Monday

Crain’s New York Business

Headline: Firms Chasing Clients, Top Pros of Laventhol

By Judy Temes

“While few firms are in such a bind, a number face potental liabilities as large
or larger than Laventhol. That’s especially true because plaindffs’ damages have,
and can be tripled under the Racketeering Influenced Corrupt Organizations
act. Krnst & Young, for example, is named as a defendant in one major savings
and loan-related lawsuit seeking $ 500 million and an adverse ruling could pres-
ent it with severe problems, experts say.”

November 28, 1990 - Wednesday
Focus
Headline: L& Partners Line Up to Salvage Picces of Firm
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By Rich Kirkner

“‘Right now all our competitors are trying to get Laventhol clients, but that
doesn’t mean they don’t see the impact of what’s happening,” he says. And that
impact - particularly the prevalence of malpractice suits against accounting firms
and the subsequent costs of court battles and settlements - could take a few more
accounting tirms out.”

November 30, 1990 - Friday
Wall Street Journal
Full Page Advertisement by E&Y
“Thanks for a Great Year”
December 3, 1990 - Monday
Wall Street Journal
Headline: Ernst & Young, In Full Page Ads, Sccks to End Rumors It May Scck
Chapter 11
By Pcter Pac
“Ernst & Young, the largest accounting firm in the U.S., is running full page

advertisements hoping in part to end speculation that it is considering f{iling for
bankruptcy protection.”’

The Los Angeles Business Journal
Headline: Rumors Swirl About What CPA Firm May Sink After Laventhol
By David Rees

“Who will be Next?”’

“The two names rumored most in such replies and the word “rumored’ must be
emphasized: Frnst & Young, one of the Big Six, and Spicer & Oppenheim, one
of the so-called Second Tier national accounting lirms.”

“In casting about for possible defendants with ‘deep pockets,” one source re-
marked, plaintilfs determined Ernst & Young scemed to fit the bill.”

December 4, 1990 - Tuesday
The Times
IHecadline: Young at Heart
By Jon Ashworth

“Ernst &Younq, one of the largest firms of dccounmnm in America, has dismissed
talk that it is about to file for l)'mkl uptcy protection.’
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