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Does Social Trust Matter in Financial Reporting?: Evidence from Audit Pricing

Abstract

We study whether social trust matters in financial reporting by focusing on auditor perception of
accounting quality. Our proxies for social trust are two socioeconomic corporate environmental
factors that are likely to influence auditor perception of accounting quality - social capital at the
community-level and a firm’s commitment to diversity initiatives at the corporate-level. If
greater social capital is viewed as facilitating information sharing within the firm, it can reduce
auditor perception of both control and detection risks of financial reporting. Since firm diversity
has a potential to impair trust among stakeholders, it can increase auditors’ perception of control
risk. Our results show that auditors charge lower fees to firms headquartered in areas with higher
social capital. We also find that, unlike other conventional dimensions of corporate social
responsibility, firm diversity is positively associated with audit fees. Overall, our results suggest
that socioeconomic characteristics of the firm matter to external auditors.

Key Words: Social Trust; Social Capital; Diversity; Accounting Quality; Social
Responsibility

JEL Classifications: M14, M15, M41



Does Social Trust Matter in Financial Reporting?: Evidence from Audit Pricing

1. Introduction

There is ample evidence that social trust facilitates economic decision making (e.g.,
Coleman 1990; Fukuyama 1995; Putnam 1995; Knack and Keefer 1997; Alesina and La Ferrara
2002). These studies find that trust among economic agents can reduce transaction costs,
improve organizational efficiency, accelerate economic development and spur economic success.
However, there is little evidence that social trust matters in the context of financial reporting. To
shed some light on this question, we study how social trust influences auditor perception of
accounting quality by relating proxies for social trust at both corporate and community levels to
the fees charged by the external auditor, which reflect the assessment of audit risk. In doing so,
we hope to highlight the importance of a socioeconomic corporate environmental factor that is
relevant to financial reporting practices but has not been examined in the accounting literature.

Our proxies for social trust are regional social capital (the quality of relationships,

networks and norms among people and organizations that facilitate collective action) of the area
of the firm’s incorporation and the firm’ commitment to diversity initiatives. Social capital refers
to features of social life, networks, norms, and trust that enable participants to act together more
effectively to pursue shared objectives (Putnam 2000), and it has been shown to have pervasive
influence on economic behavior at both macro and micro levels. By firm diversity, we mean
employment of and/or business relationships with members of diverse racial, gender and age
groups. Both factors have been shown to relate to the level of social trust in economic
transactions (e.g., Fukuyama 1995; La Porta, Lopez de Silanes, Shleifer, and Vishny 1997; Zak
and Knack 2001; Alesina and La Farrara 2000; 2002). Thus, we hypothesize and test whether it

influences the auditor’s perceived credibility of financial reports.
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In recent years, the concept of social capital has become increasingly popular across a
range of social science disciplines (Adler and Kwon 2002). While there is no clear consensus on
the definition of social capital, it is generally understood as features of social structure that
facilitate collective action between individuals and groups. Inglehart (1997) characterizes social
capital as a culture of trust and tolerance, in which extensive networks of voluntary associations
emerge. Among some benefits of social capital to an organization is information sharing, e.g.,
access to broader sources of information at lower cost (Powell and Smith-Doerr 1994; Uzzi
1997; Nebus 1998; Adler and Kwon 2002). Given that effective communication is critical to
high quality financial reporting, social norms and networks that facilitate information sharing
and transfer of information can improve reporting quality by reducing both inherent and control
risks of financial reporting.’ As a result, it is perceivable that financial statement users’
perception of reporting quality increase with social capital of the area where a firm is
headquartered.

We also investigate the firm’s commitment to diversity initiatives, which is commonly
considered a socially responsible corporate behavior.? Firm diversity has not just social and
economic, but also wide-reaching political ramifications given the government’s affirmative
action programs on race, gender, and disability.® Equal employment opportunity (EEO) laws and

affirmative action programs provide members of certain social groups, e.g., racial minorities,

! Regional social capital is largely exogenous to the influence and decision-making scope of individual firms, and
firms also develop their own internal corporate cultures and norms.

2 In the wake of corporate scandals at the turn of the century, corporate social responsibility (CSR hereafter) and
auditor behavior have received a considerable attention from investors, academics, regulators, and standard setters.
Corporations responded to such public demand for more responsible corporate behavior by launching various CSR
programs. For example, Grant Thronton (2008) argues that corporate social responsibility is now a necessity for all
businesses. Also, Cheney (2010) notes that most of the Fortune 500 companies have adopted tangible corporate
social responsibility policies by 2010.

® Two landmark federal efforts addressing employment discrimination include President Kennedy’s Executive Order
10925 in 1961 and Title VII of the Civil Rights Act of 1964. The former required federal contractors to take
“affirmative action” to end discrimination and the latter outlawed employment discrimination.
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female, seniors, etc., opportunities for employment. Diverse personnel can offer the firm various
benefits such as differing viewpoints, additional/creative ideas, and better development of
business plans and exploration of new opportunities (e.g., Alesina and La Farrara 2002).
However, diversity can also undermine trust amongst people and may not necessarily lead to
more efficient economic decision making (e,g, Glaesser et al. 1995; Alesina, Baqir and Easterly
1999; La Porta, Lopez de Silanes, Shleifer and Vishny 1999; Alesina and La Ferrara 2000; 2002;
2005). Diversity has significant implications for corporate reporting environment since it can
affect the level of trust among stakeholders (Alesina and La Farrara 2000; O’Reilly, Williams
and Barsade 1997), as well as the effectiveness of communication within the organization. Given
that high quality financial reporting involves effective internal control and communication, this
means that diversity might be perceived as a threat to an efficient financial reporting process. For
these reasons, auditors might perceive greater risk and charge higher fees to firms that are more
diverse.

Although economic implications of various dimensions of social capital and diversity
have been extensively investigated in the economics and finance literature (e.g., Glaesser,
Sheinkman and Shleifer 1995; Alesina, Baqgir and Esaterly 1999; Goldin and Katz 1999: La
Porta, Lopez de Salines, Shleifer, and Vishny 1999; Alesina and La Ferrara 2002), there is little
evidence on how they relate to financial statement users’ perception of accounting quality. While
the emerging stream of literature in accounting examines certain aspects of social norms such as
religion (e.g., McGuire, Omer and Sharp 2012), little is known as to how broader social capital,
which encompasses various aspects of people’s socioeconomic features that facilitate

coordination and cooperation among people, relates to corporate reporting behaviors. Potential
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effects of firm diversity, often an indicator of corporate social responsibility, on the perception of
reporting quality also remains to be an open question.”

To shed some light on these questions, we examine the auditor perception of financial
statement risk (as reflected in audit fees). The external auditor has both skills and incentives to
evaluate manager-prepared financial statement information and make an assessment of risks
embedded in financial reports. The auditor has an informational advantage over other financial
statement users in that they have direct access to management and are familiar with the
socioeconomic environment of the client firm. The auditor issues an audit report regarding the
financial health of the client (e.g., Simunic 1980; Banks and Kinney 1982; Firth 1978; Becker,
DeFond, Jiambalvo, Subramanyam 1998), and provides an assessment of the accounting quality,
e.g., the quality of company’s accounting principles as applied in its financial reporting, the
clarity of the company’s financial disclosures, the degree of conservatism of the company’s
accounting policies and underlying estimates, and other significant decisions made by
management in preparing the financial statement (Blue Ribbon Committee 1999). However, it is
unclear whether auditors consider the local business sentiment, i.e., the social capital in the
region, as well as the firm’s commitment to diversity, which can influence both managers’
reporting incentives and financial statement users’ trust in the reported accounting information.

We operationalize social capital of a firm by using the social capital index score of the
area where the firm is headquartered. This index is based on the presence of social organizations
and on the participation in civic activities within geographic regions and has been widely used in
social science research (e.g., Goetz and Rupasingha 2006; Rupasingha et al. 2006; Putnam

2007). We measure firm commitment to diversity as well as general corporate social

* In their investigation of the role of corporate social responsibility on earnings quality, Kim, Park and Wier (2012)
do not consider diversity.
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responsibility using the metrics developed by Kinder, Lyndberg and Domini & Co. Research &
Analytics (KLD hereafter). These metrics cover eleven areas of corporate behaviors related to
affirmative actions and equal employment opportunities. Specifically, the diversity metric
identifies eight areas of diversity strengths and three areas of concerns. The strengths relate to the
appointment of a woman or a visible minority as the CEO or as a board member, promotion of
women and minorities, provision of work/life benefits, contracting of women and minority
owned business, employment of disabled, and gay and lesbian policies. The concerns include
controversies related to affirmative action, non-representation of women on the board, etc.

We find that auditors perceive lower risk for firms incorporate in regions with higher
social capital, suggesting social trust as reflected in social capital reduces auditor perception of
reporting risk. We estimate that, all things equal, the difference in audit fees from top to bottom
decile social capital regions is approximately $93,700 or 6.7% of sample median audit fees.
Additionally, we find that firm diversity is positively associated with audit fees, consistent with
the notion that diversity impairs trust among economic agents. We estimate that the difference
between in audit fees from high to low diversity scores is approximately $148,500 or 10.6% of
the sample median audit fees.®> Taken together, our results suggest that auditors’ risk perception
is influenced by social trust as captured in social capital and firm diversity. Auditors exert more
effort for firms in lower social capital regions and with greater diversity. We also find that these
associations are more pronounced in corporations headquartered in urban areas than those in

rural areas. This suggests that in urban areas where population heterogeneity often leads to more

® In order to estimate the economic significance, we formulate predicted values of our LAUDIT variable using the
sample median values of the various control variables. We estimate predicted values of LAUDIT at the P10 and P90
levels of the SCI and DIVERSITY variables separately. We then transform these predicted LAUDIT values by the
inverse-log natural function. This transformation is a reversal of the transformation used to construct the LAUDIT
variable (see Appendix A) and return us to the raw audit fees value. The economic significance is calculated as the
difference in raw audit fees value from the P10 to P90 levels. Sample median fees is $1,400,500.
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conflicts (Fischer 1999), social trust is a more salient feature to economic agents and thus plays a
more important role in economic decision making, i.e., auditor perception of accounting quality.

This study contributes to extant literature in several ways. First, we show that social trust
matters in financial reporting. We identify an important economic context in which social trust is
important. Hence we extend the line of literature that documents economic consequence of social
trust (e.g., Coleman 1990; Fukuyama 1995; Putnam 1995; Knack and Keefer 1997; Alesina and
La Ferrara 2002). Next, our study extends the emerging stream of literature on how various
social norms relate to corporate decisions including financial reporting choices (e.g., Hilary and
Hui 2009; McGuire et al. 2012). After controlling for various local characteristics, we show that
social capital, features of social organizations that promote cooperation, influences the
perception of financial reporting quality by external auditors: they seem to perceive higher
reporting risk for firms headquartered in low social capital areas where information sharing is
likely to be less effective and internal control is weaker.

Another unique contribution of this study is its focus on firm diversity. While
commitment to firm diversity is generally viewed as a responsible corporate social behavior,
socioeconomic theories (e.g., Alesina and La Farrara 2002) suggest that it may not have the same
implication for corporate behaviors as the other dimensions of conventional corporate social
responsibility dimensions. For this reason, prior studies often exclude diversity in measuring
corporate social responsibility (e.g., Kim et al. 2012), and as a result, the implications of firm
diversity in a financial reporting context is largely unknown. Our study shows that not all
dimensions of conventional corporate social responsibility have equal implications for corporate
reporting environment, and suggests that future research that examines potential effect of

diversity on individual and corporate economic decisions should take into account the
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heterogeneous nature of various corporate social responsibility dimensions, rather than assuming
all aspects of corporate social responsibility will have similar effects on a firm’s reporting
environment.

This article is organized as follows. In Section 2, we develop hypotheses. In Section 3,
we describe the sample and the research design. In Section 4, we discuss the results and present
robustness checks. In Section 5, we conclude.

2. Hypothesis Development
2.1. The Role of Social Capital in Auditor Pricing

Social capital, commonly viewed as the expected collective or economic benefits derived
from the preferential treatment and cooperation between individuals and groups in sociology, is a
multi-faceted concept. The concept of social capital has become increasingly popular across a
range of social science disciplines — from sociology, political science, and economics to
organizational theory — and different scientists have approached social capital from various
angles, resulting in a number of definitions.® Adler and Kwon (2002) argue that the various
definitions of social capital fall into two broad categories, i.e., a resource facilitating action by a
focal actor (e.g., groups, organizations, communities, regions, nations, etc.) and a feature of the
internal linkages that characterize the structures of collective actors. Among the many
definitions, we adopt the definition proposed by Putnam, which we believe is most applicable to
firms’ financial reporting environments. He defines social capital as features of social
organizations such as networks, norms, and social trust that facilitate coordination and
cooperation for mutual benefit (1995).

Based on the social norm theory (Kohlberg 1984), McGuire et al. (2012) argue that local

social influences and norms are likely to affect the attitudes and culture of corporations

® See Adler and Kwon (2009) for various definitions of social capital offered by social scientists.
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headquartered in a given area. The underlying idea behind this theory is that social influences
matter because individuals prefer to conform to their peer group rather than confronting it, as
such behavior can reduce or avoid the costs or penalties associated with rejecting the standards,
values, or beliefs held by the group. It suggests that even managers from different areas, where
the local social characteristics may or may not be the same as the one in the location of the
corporate headquarter, will be affected by the social characteristics of the local area, as they are
an important element of the environment in which managers live and operate (McGuire et al.
2012). As aresult, corporate reporting behaviors are influenced by the social characteristics of
the location where the firm is headquartered (e.g., McGuire et al. 2012).

Social capital can influence firms’ information quality since it relates to how economic
agents share information (e.g., Powell and Smith-Doerr 1994; Uzzi 1997; Nebus 1998; Hansen
1998). Powell and Smith-Doerr (1994) argue that interorganizational networks have a
considerable benefit in helping firms acquire new skills and knowledge. Uzzi (1997) documents
that social ties allow firms to exchange fine-grained information. Nebus (1998) argues that social
capital between independent units within a multinational corporation facilitates the transfer of
information. Hansen (1998) claims that social ties facilitate cost-effective search and transfer of
information. These suggest that social capital can play a role in the manner in which corporate
stakeholders share and transfer financial information.”

Theory suggests that auditors attempt to reduce litigation risk and to protect reputational
capital from audit failure by increasing both audit hours and the scope of the audit when they
perceive the accounting system to be of low quality. Simunic (1980) notes that audit fee levels

implicitly contain information about the auditor’s views on client risk and complexity. The audit

" However, social capital can also have an adverse effect on communication among people (Portes and Landholt
1996): communities, groups or networks which are isolated, parochial, or working at cross-purposes to society's
collective interests (e.g. drug cartels, corruption rackets) can actually hinder economic and social development.
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partner, who is a unique insider with both access to privileged information and specialized client
knowledge and the ultimate responsibility for determining fees, signals through the fees such
firm characteristics as expected earnings quality, management quality, agency costs, board
quality and independence. For this reason, examining how external auditors factor in firm social
capital of the area in which the firm is headquartered in their audit pricing can provide some
useful insights into how financial statement users perceive social capital to be affecting
accounting quality.

Audit fees in competitive markets are determined by the auditor’s assessment of
perceived risks, which determines their effort level. Audit risk involves an assessment of
inherent risk (the risk that the financial statement information is materially misstated due to the
nature of business or transaction), control risk (the risk that a misstatement could occur but may
not be detected and corrected or prevented by entity’s internal control mechanism), and detection
risk (the probability that the audit procedures my fail to detect existence of a material error or
fraud) (Srivastava and Shafer 1992). High risk in any of these dimensions will translate into
greater scope of audit and more audit effort. If the auditor factors in the socioeconomic context
in which the firm operates, the auditor is likely to perceive less audit risk for firms in high social
capital areas and the fee will be lower. Inherent risk should be lower in high social capital areas
because the firm is committed to building a longer relationship with the stakeholders. Control
risk and detection risk should be lower in high social capital areas to the extent information
sharing (i.e. information sharing within the firm and with the external auditor) is part of the
social norm. For these reasons, we predict that auditor will perceive less risk and hence charge

lower fees when social capital is stronger. Formally, we formulate our hypothesis as follows:

H1: There is a negative association between social capital and audit fees.
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2.2. The Role of Firm Diversity in Auditor and Investor Pricing of Accounting
Information

As manifested by government initiated affirmative action and equal employment
opportunity programs, firm diversity is a matter of grave importance in today’s labor market.
Organizational behavior researchers commonly view diversity as one element of corporate social
responsibility (CSR). CSR is the policies or actions implemented by companies that are
concerned with society-related issues and managers are known to engage in CSR activities that
are most relevant and visible to the stakeholders that are most important to the firm’s success.?
Roberts (1992) notes that two prominent categories of CSR activities are affirmative action
programs and equal employment opportunity programs. These programs expand the
representation of personnel from minority groups and increase firm diversity. Diversity has
become an increasingly salient element of CSR as prominent business media outlets (Diversity
Inc. Magazine, Fortune, Working Mothers Magazine, Black Enterprise, etc.) have drawn
attention to the values of diversity in the workplace. Given the importance of CSR in general and
diversity in particular, organizations committed to improving shareholder wealth in the long-run
should be interested in investing in diversity initiatives.

It has been shown that CSR indicators such as community, corporate governance,
employee relations, environment, human rights and product have positive effects on both the
perception of management quality and hence the trust between corporate insiders and outsiders

(McMillan-Capehart et al. 2010, Dhaliwal et al. 2011, Chatterji et al. 2009, Kim et al. 2012,

8 For instance, Cowen et al. (1987) and Patten (1991) find evidence that firms in industries with high public pressure
(i.e. chemicals, petroleum, and forest and paper products) have higher CSR disclosures and the disclosure are
focused on activities of particular concern in their industries. Dhaliwal et al. (2011) find evidence that firms engage
in and disclose CSR activities ahead of attempts to raise capital, indicating that managers strategically use CSR to
influence the right stakeholders at the right time.
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Lacey and Kennet-Hensel 2010, VVan Herpen et al. 2003, Chen et al. 2012, Turban & Greening
1997). Accordingly, these CSR characteristics likely increase auditor perception of management
objectivity in financial reporting.

However, unlike other dimensions of CSR, economic literature suggests that diversity has
a negative impact on social trust (Alesina and La Ferrara 2002; Delhey and Newton 2005; Knack
and Keefer 1997).° Trust is a key component in the study of economic transactions between
parties. When people trust each other, transaction costs in economic activities are lower,
organizations (including governments) function more efficiently, financial developments are
faster and the likelihood of economic success is higher (e.g., Coleman 1990; La Porta et al. 1997;
Guiso et al. 2004).*° Studies have also shown that conflict of preferences, racism, and prejudices
associated with diversity often lead to less effective communication and that diverse work team
performance can be seriously inhibited by distrust (e.g., O’Reilly, Williams and Barsade 1997;
Distefano and Maznevsi 2000; Alesina and La Farrara 2005)."

Empirical analysis shows that CSR on average is negatively correlated with audit fees,
indicating that auditors perceive CSR as a reduction to risk and price accordingly (Chen et al.
2012).'2 However, the preceding discussion suggests that auditors may not perceive diversity as
a reduction to risk in the same way they perceive the broader construct of CSR. Lack of trust

present in a more diverse corporate environment can increase the auditor perception of control

° For example, KLD’s seven corporate social responsibility dimensions include community, corporate governance,
diversity, employee relations, environment, human rights, and product.

1% Fukuyama (1995) argues that different levels of reciprocal trust influenced the degree of economic success of a
few industrial democracies.

" Horwitz (2005) reviews literature examining the link between team diversity and performance and notes that there
are conflicted findings regarding the directional relationship between the two.

' There are clear indications that CPA firms consider CSR when assessing risk. In their 2010 “The top 10 risks for
business” report, Ernst & Young listed social acceptance risk and corporate social responsibility as the ninth most
important risk. Samuel A. DiPiazza, CEO of PwC, opened a 2005 firm handbook on corporate responsibility by
stating that “Businesses that demonstrate environmental and social leadership, and share with their stakeholders the
principles and practices they adopt, build public trust and strengthen their reputations and brands. .... Companies
that postpone dealing with the challenges of sustainable business practice, or minimize [sic] the attention they
accord such issues put themselves at risk and lose opportunities.”
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risk if firm diversity is perceived as being associated with less effective communication (e.g.,
O’Reilly, Williams and Barsade 1997). Lack of effective communication among managers can
hinder the effectiveness of an internal control system and can mean higher likelihood that
managers withhold/misstate material information. Thus, diversity can increase both actual
control risk as well as the auditor perception of those risks. Detection risk might also be higher in
a more diverse corporate environment in case the diversity creates communication difficulties in
the audit process. In order to protect their reputational capital and reduce litigation risk, auditors
will likely increase audit effort, more allocation of audit resources, resulting in a higher audit fee
premium charged for more diverse firms. Based on this reasoning, we formulate the following

directional hypothesis:

H2: There is a positive association between firm diversity and audit fees.

Next, we examine whether social trust is a more salient factor for audit pricing in
heterogeneous localities compared to homogeneous localities. Social psychology research
asserts that individuals’ attitudes are shaped by the structural properties of their environments
(Kiecolt 1988). Such structural properties include the environment’s makeup of demographic
characteristics (e.g. age, sex, race, religious membership, education, occupation, etc..) commonly
used to classify persons within society (Jessor 1981). We posit that demographic heterogeneity
of the firm’s locale may mediate the perception of trust within the firm. We proxy for
demographic heterogeneity by classifying firms as urban and non-urban according to the
metropolitan population of their firm headquarters. Heterogeneity along various cultural (e.g.,
ethnic, language, religion, etc.) and economic (e.g., income) dimensions tends to be greater in

urban areas (Fischer 1995; 1999).
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We expect the association between social capital and audit fees to vary in urban/rural
locals. Note that our proxy for social capital is based on the regional prominence of social
interactions (through churches, clubs, etc.) and civic involvement (through census and election
participation). Wessel (2009) points out that intergroup social interactions are critical in urban
environments because the absence of contact leads to fragmentation and prejudice. While such
characteristics may not be significant in rural areas where people can physically separate from
one another, they are critical elements of peaceful coexistence in urban areas where populations
are high and space is limited. Similarly, Dahl and Tufte (1973) suggest that the relevance of civic
participation, which can generate and/or enhance social capital, for trust is increasing in

population size.

However, this prediction is not entirely obvious for the following reason. That is, given
the fragmentation in urban areas, encounters and interactions across groups can reinforce
differences, making them more salient and leading to conflicts, rather than fostering cooperation
and trust amongst people. Consistent this idea, Portes and Landholt (1996) suggest that social
fragmentation can have an adverse effect on communication among people. They argue that

communities, groups or networks which are isolated, parochial, or working at cross-purposes to society's
collective interests (e.g. drug cartels, corruption rackets) can actually hinder economic and social

development. In rural areas where the populations tend to be more homogeneous and there is less
seeds of conflict amongst people, social trust as reflected in social capital and firms’ diversity
initiatives are less likely to be a prime factor of consideration in making economic decisions.
Under this scenario, the negative association between social capital and audit fee is less (more)

likely to be observed in urban (rural) areas. For these reasons, we formulate the next hypothesis
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on the conditioning role of urban/rural firm location on the association between social capital and
audit fees in a non-directional manner:
H3a: The predicted negative association between social capital and audit fees varies in

strength between firms headquartered in urban areas and firms headquartered in
non-urban areas.

Ex ante, the directional impact of population heterogeneity on the pricing of firm
diversity is not clear. We present two competing predicted directions. Blalock (1967)
conceptualizes the relationship between demographics and discriminatory attitudes by focusing
on intergroup competition for scarce objectives. Individuals that are in the majority group
perceive those in the minority group as competitors and threats to their established power. His
models predict that increases in minorities (as a percentage of the population) are associated with
increases in discriminatory attitudes. Given that urban environments have a larger presence of
minority groups relative to non-urban environments, the promotion of diversity should lead to
more conflicts and reduced cooperation in urban environments relative to non-urban
environments. We refer to this line of reasoning as the “competition” perspective.

Conversely, research focused on urbanism posits that long-term exposure to minority
groups increases familiarity and reduces stereotyping (Wessel 2009). The urban environment can
induce individuals to adopt a “live and let live” philosophy which fosters an attitude of tolerance
(Stouffer 1955). A number of surveys provide evidence that individuals in urban locations are
more tolerant towards those of demographic minority (race, religion, sexual orientation, political
leanings, etc.) relative to individuals in non-urban locations (Tuch 1987, Carter et al. 2005). As
such, the promotion of diversity should lead to fewer conflicts and increased cooperation in
urban environments relative to non-urban environments. We refer to this line of reasoning as the

“familiarity” perspective.
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Under the competition perspective, auditors are more likely to perceive firm-level
diversity as being risky in urban locales than non-urban. The opposite is predicted under the
familiarity perspective. For these reasons, we formulate the following non-directional

hypothesis:

H3b: The predicted positive association between firm diversity and audit fees varies in
strength between firms headquartered in urban areas and firms headquartered in
non-urban areas.

3. Research Methodology

3.1. Models and Variables

In order to proxy for regional social capital, we use the variable developed by

Rupasingha et al. (2006). Rupasingha et al. measure the number of civic organizations, bowling
centers, golf clubs, fitness centers, sports organizations, religious organizations, political
organizations, labor organizations, business organizations, and professional organizations in each
U.S. county. From these totals, they form an associational density variable (ASSN). This is then
combined with the percentage of voters who voted in presidential elections (PVOTE), the
county-level response rate to the Census Bureau’s census (RESPN), and the number of tax-
exempt nonprofit organizations from the National Center for Charitable Statistics (NCCS). The
county-level social capital index is the first principal component from these four variables. See
Figure 1 Panel A for further details. This proxy for social capital is highly recommended by
Robert Putnam (author of Bowling Alone 2000, a seminal work on social capital) and is
commonly used in social science research (Lee and Kim 2013, Lesage and Ha 2012, Yang et al.
2009). The Northeast Regional Center for Rural Development (NERCRD) provides data for the
social capital index for the three years 1997, 2005, and 2009. For the purposes of our work, we

take the average value from the three years as our variable of interest, SCI.
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A number of the previously mentioned CSR analyses use the environmental, social, and
governance (ESG) ratings released by KLD Research & Analytics, Inc*® (Dhaliwal et al. 2011,
Chatterji et al. 2009, Kim et al. 2012, Chen et al. 2012, Turban & Greening 1997). Published
annually since 1991, these metrics have enabled academic institutions to track historical trends in
the ESG performance of thousands of US companies.** The metrics are specified in seven
categories: environment, community, human rights, employee relations, diversity, product, and
governance. Within each of these categories, KLD reports strength and concern indicators
specific to each category. For example, within the environment category, there is a strength
indicator for pollution prevention and a concern indicator for regulatory compliance. Notable
initiatives to reduce pollution are scored as strength while fines and sanctions for causing
environmental damage are scored as a concern. Currently MSCI Inc. dedicates more than 85
analysts and researchers to monitor top U.S. companies and prepare the KLD ESG ratings across
these dimensions. KLD’s ESG analytics have become the most prominent standardized CSR
metrics used by academics (Chatterji et al. 2009). For the purposes of our analysis, we separate
out the diversity category from the other six categories. See Appendix A for further description
of the DIVERSITY and CSR variables as well as Figure 1 Panel B for details of the diversity
categories.

We use a linear model to estimate the relationship between our variables of interest and

audit fees.

13 KLD was acquired in 2009 by RiskMetrics Group, Inc (RMG). RMG was acquired in 2010 by MSCI Inc. For the
purposes of this paper, we refer to the data as being from KLD, though it is currently marketed as “MSCI ESG
Historical Data and STATS.”

 From 1991-2000, 2001-2002, and 2003-present, metrics are reported for approximately the 500, 1000, and 3000
largest U.S. companies (respectively).
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Model (1) LAUDIT;,
= Ao + A, DIVERSITY,, + A,CSR,, + A;SCI; + A,LNSIZE, + A;LSALE,,
+ A¢ARINV;, + A,CAPINT,, + AgLEV;, + AgLIQ; . + A1,SEGMENT;,

+ A,EMPL,. + A;,FORGN;, + A;;PENSION,. + A, SPL. + A,sMERGER,,
+ 245L0SS;, + A1,6GC;, + A,gROA;, + A1sBM;, + A,REPLAG,, + Ay, BIGN;,

3
4

+ A3,AUDCH;, + ApsNUMEST,, + A, FCST VAR, + A, ISPEC;, + A,cMSA;,
+ A,;POPULATION, + A,sRELIGIOSITY, + A,,INCOME; + A;,EDUCATION,
+ XYEAR, + SINDUSTRY, + ¢, ,

4

The dependent variable, LAUDIT, is the natural log of the audit fees (plus audit-related
fees for years 2003 and 2004) for firm j in period t.> The majority of the control variables are
financial reporting and operations attributes intended to proxy and control for the size and
complexity of the company (LNSIZE, LSALE, ARINV, CAPINT, SEGMENT, EMPL, FORGN,
PENSION, MERGER). Additional variables control for firm risks (LEV, LIQ, SPI, LOSS, GC),
firm performance (ROA, BM, NUMEST, FCST VAR), and other engagement attributes (REPLAG,
BIGN, AUDCH, ISPEC, MSA).

Because social capital is a regional characteristic, we control for other potentially
correlated regional characteristics in the model. We control for the region’s POPULATION
based on 2000 census data. We include RELIGIOSITY , which is the level of religious adherence
that exists in a geographic region. It is commonly used in accounting literature to proxy for
moralistic social norms. McGuire et al. (2012) find evidence that firms in highly religious areas
are less likely to use accruals to manage earnings. Boone et al. (2013) find evidence that firms in
highly religious areas are less likely to avoid taxes. It is possible that religiosity may be
correlated with our variables of interest. In particular, religiosity is likely correlated with SCI as
the number of a county’s religious organizations is an input into Rupasingha et al.’s (2006)

metric. In order to proxy for religiosity, we use data from the Association of Religion Data

> For robustness, we separately consider audit fees, audit fees plus audit related fees for all sample years, and total
fees. The conclusions are qualitatively unchanged by these alternate specifications of audit fees.
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Archives (ARDA). This data was collected by surveying listed churches across the U.S and
Canada from 1999 to 2001. They key point of data is the number of total adherents per 1000
residents in a U.S. county.*® We use this data point (scaled by 1000 to represent the county’s
percentage of adherents) to proxy for the religiosity of a firm’s county.

Other regional variables are county INCOME and EDUCATION levels. Again, these
variables may be correlated with regional social capital levels as citizens with higher income or
education levels may be more active in social groups. Additionally, these may simultaneously
impact audit fees by influencing the audit firm’s cost of employing accounting professionals. We
use county-level data from the 2000 census to construct these variables. The model also includes
year fixed effect and industry fixed effect indicator variables based on the Fama & French (1997)
48 industry classifications. Detailed definitions of all variables are included at Appendix A.

3.2. Sample

Our sample begins with an open query for all firms in KLD’s database for the years 2003
through 2011."" This database provides the DIVERSITY and CSR variables of interest. Readers
should note that the database covers only the largest U.S. firms for any given year and should

interpret our findings with this limitation in mind. We obtain firm zip codes from Compustat to

18 The data was originally gathered by the Glenmary Research Center. Detailed descriptions of the sample,
collection procedures, and variable definitions are available at
http://www.thearda.com/Archive/Files/Descriptions/RCMSCY .asp. In the surveys, “Total Adherents” was defined
as “all members, including full members, their children and the estimated number of other participants who are not
considered members; for example, the ‘baptized,” ‘those not confirmed,” ‘those not eligible for communion,” ‘those
regularly attending services,” and the like.”

7 Subsequent to 2009, KLD ceased measuring the CEO and EMPLOYMENT OF DISABLED strengths (see Figure 1
panel B). They and also significantly decreased the number of firms receiving any measurements for a number of
other diversity strengths such as PROMOTION, BOARD OF DIRECTORS, WORK-LIFE BENEFITS, WOMEN &
MINORITY CONTRACTING, and GAY & LESBIAN POLICIES. In our main analyses, we use KLD’s reported
totals for the strengths and concerns. This is equivalent to assuming that any missing values in the individual
categories equal zero. In untabulated analyses, we reperform our analyses using data only through 2009. The
results are substantively unchanged. The only notable difference is that the distinction between urban and non-urban
estimates (section 4.3 and Table 5) is not as clear when dropping the last two years of data.

18| Page



merge in the SCI variable from NERCRD.*® We bring in audit fees and financial control
variables data from Audit Analytics and Compustat. We bring in data for regional control
variables from various U.S. Census Bureau databases and the ARDA.* We drop observations in
banking and regulated industries (SIC 6000-699 and 4900-4999). The sample with all control
variables contains 8,791 observations covering 1,857 firms. As an alternate specification of our
variables of interest, we rank the sample into deciles by variable and then scale the variable to
range from 0 to 1. All continuous variables are winsorized at 1% and 99%. Table 1 provides
descriptive statistics for the sample variables.

[Insert Table 1 About Here]

Mean and median values of LAUDIT are very comparable and untabulated graphical
analysis demonstrates that the variable is normally distributed within our sample. The median
value of audit fees (without log natural transformation) in our sample is $1.4 million and, on
average, fees represent approximately 0.8 percent of firm sales. The SCI variable is also
normally distributed around a mean value of -0.624. Note that the social capital variables in the
NERCRD data are constructed to have a national mean of 0, so our sample firms are generally
located in areas with just-below-average social capital. The DIVERSITY variable is also
normally distributed around a mean and median of approximately 0. This means that, on
average, noted firm diversity strengths cancel out diversity weaknesses. We explore the
differential impact of strengths and weaknesses in upcoming additional analyses. The mean
values and distributions of our control variables are reasonable and consistent with other audit
fees analyses.

4. Results

18 Data obtained from http://aese.psu.edu/nercrd/community/tools/social-capital.
9 The data is available for download at http://www.thearda.com/Archive/Files/Downloads/RCMSCY_DL.asp.
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4.1. Correlations
[Insert Table 2 About Here]

Table 2 provides Pearson correlation coefficients for the sample variables. Our variables
of interest, SCI and DIVERSITY, are negatively and positively (respectively) correlated with
LAUDIT. This is consistent with the directional relationships predicted by our hypotheses. CSR
is also negatively correlated with audit fees, consistent with prior research. As expected, SCI is
positively correlated with RELIGIOSITY and EDUCATION while negatively correlated with
POPULATION and (somewhat surprisingly) weakly negatively correlated with INCOME.
DIVERSITY is positively correlated with firm size (correlation of 0.42 with LNSIZE, correlation
of 0.41 with LSALE, and correlation of 0.42 with EMPL) and with the number of analysts
following the firm (correlation of 0.29 with NUMEST).

4.2. Main Multivariate Analyses
[Insert Table 3 About Here]

Table 3 presents the results of the multivariate regression of audit fees on our variables of
interest. There is a negative relationship between SCI and audit fees. It loads consistently
significantly at p<.01, with the t-statistic ranging from -3.06 to -3.17. There is a positive
relationship between DIVERSITY and audit fees across the different specifications. It loads
consistently significantly at p<.01, with the t-statistic ranging from 2.78 to 3.39. The relationship
is consistent with our hypothesis and indicates that auditors perceive audit risk as increasing in
diversity. We also observe a negative relationship between CSR and audit fees, though the
estimated coefficient is not always significant. The overall explanatory power of the regression
models are similar to what prior studies report, ranging from 79.6% to 79.7%.

[Insert Table 4 About Here]
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Table 4 presents the results of multivariate regressions of audit fees on our variables of
interest for each of the nine fiscal years within our sample. The sample size by year ranges from
886 to 1,048 firm observations. Model (1) is estimated without year fixed effects using raw
values for our variables of interest. The control variables are included in the model, but the
estimated coefficients for these variables are not presented in Table 4 for ease of review. In year-
by-year cross-sectional analysis, the estimated negative coefficient for SCI is negative in all
years and statistically significant (at p<.10 or better) in seven of the nine years. The estimated
positive coefficient for DIVERSITY is positive in all years and statistically significant (at p<.10
or better) in eight of the nine years. The estimated negative coefficient for CSR is less stable, i.e.,
in some cases positive and others negative, and statistically significant (at p<.10 or better) and
negative in only two of the nine years. The Fama-MacBeth analysis supports the estimated
negative and positive coefficients for SCI and DIVERSITY (respectively) at p<.01. Taken
together, these results are consistent with our hypotheses and indicate that auditors perceive
lower risk in environments of high social trust.

4.3. Multivariate Analyses by Regional Heterogeneity

We classify samples as urban if their headquarters are located in a large metro according
to the National Center for Health Statistics’ (NCHS) classification scheme. A large metro area is
a metropolitan subarea with a population of 1 million or more (Ingram & Franco 2012) based on
year 2000 census data. Within our sample, 7258 observations (82.5%) are in large metro areas.
In an attempt to balance the sub-sample sizes, we alternately classify samples as urban if their
county-level urban population is above the sample median.

[Insert Table 5 About Here]
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Table 5 presents the results of the multivariate regression by urban classification. We find no
convincing evidence that the negative estimated coefficient for SCI varies by region. The results
do not provide support for H3a. There are two potential explanations for this. First, literature has
documented that civic involvement us lower in urban environments (Oliver 2000). Dahl and Tuft
(1973) acknowledge that, while the civic involvement is more important in larger populations,
the opportunities to be involved are lower in urban populations. In our sample, we note a
negative correlation between SCI and the urban classification. As such, linear analysis may not
be able to separate the mediating effect of heterogeneity from the main effect of social capital.
Second, while Wessel (2009) emphasizes the importance of intergroup contact theory, our proxy
for social capital is likely dominated by measures of intragroup contact. That is, each religious
organization or club is likely made up of homogenous individuals. Social contact theory has not
examined the varying importance of intragroup contact by urban environment.

We note that the positive estimated coefficient for DIVERSITY is statistically significant
in the urban sub-samples, but not in the counterpart non-urban subsamples. Regarding H3b, this
relationship is consistent with predictions from the competition perspective. However, it is
inconsistent with the familiarity perspective and inconsistent with surveys that find attitudes of
tolerance are greater in urban environments. One possible explanation for this finding is that
competition is more relevant in the environment of business operations compared to the broader
environment of sociology. Business operations emphasize the allocation of limited resources (i.e.
positions, contracts, capital, etc.) and outcome measurements (i.e. performance review,
operational efficiency, returns and security price performance, etc.). This fosters an environment
where competition is emphasized. Such levels of competition may not be as pronounced in

individuals’ broader social lives. To our knowledge, sociology research has not directly
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compared tolerance attitudes (and the mediating impact of urbanism on those attitudes) in
business environments relative to other social environments. Our results provide motivation for

such analyses.

4.4. Additional Analysis

4.4.1. Alternate Variable of Interest Constructs

Mattingly and Berman (2006) review the use of KLD’s ratings in academic work and
note that the strength and concern indicators are empirically and conceptually distinct constructs.
Aggregating the two may cloak important differences. As Chatterji et al. (2009) note, “a firm
with five KLD strengths and five KLD concerns is surely different from a firm with only one of
each, a distinction lost in the summing of strengths and concerns.” The distinction is particularly
relevant to our audit fees analysis because readers may infer from our results that auditors price
diversity concerns (i.e. notable fines, civil penalties, and controversies related to diversity issues)
as though they are associated with reduced risk. Ex ante, it is not reasonable to expect that
auditors would price diversity concerns in this manner and the issue deserves investigation.

[Insert Table 6 About Here]

Table 6 presents our analysis of Model (1) with the DIVERSITY variable separated into
DIV STR (the sum of the eight Diversity Strengths Categories from Figure 1 Panel B) and DIV
CON (the sum of the three Diversity Concerns Categories from Figure 1 Panel B). In the first and
second columns, the raw and ranked (respectively) values of these variables are loaded in the
model. As the individual diversity categories are highly correlated, it is possible that they do not
contain much unique variation. This also means that when the sub-categories are individually
included in the regression, multicollinearity can bias the coefficients downward. Such bias

towards insignificance increases type | error. Instead, we conduct a factor analysis. Factor
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analysis performed on the strengths and concerns separately indicates that each group can be
expressed as one factor®. In the third and fourth, columns the DIV STR and DIV CON variables
are the principal component scores of the diversity strengths and diversity concerns categories
respectively. In the third column, we assume that any missing values in these categories have a
value of zero. In the fourth column, we drop observations with missing values in any of the
categories. In every case, the model is able to estimate a positive relationship for the DIV STR
variable (consistently significantly at p<.01, with the t-statistic ranging from 3.51 to 3.71) and is
unable to estimate a statistically significant relationship for the DIV CON variable (t-statistic is
relatively small ranging from 0.05 to -0.70). This indicates that our results are driven by a
positive relationship for diversity initiatives, not a negative relationship for diversity failures.
Extant research on the relationship between diversity and social trust focuses primarily on
gender and ethnic diversity (Alesina and La Ferrara 2002; Delhey and Newton 2005; Knack and
Keefer 1997). As noted in Figure 1 Panel B, some of the KLD diversity categories are not related
to gender or ethnicity (EMPLOYMENT OF DISABLED and GAY & LESBIAN POLICIES) and
some are not specifically defined (OTHER STRENGTHS and OTHER WEAKNESSES). In
untabulated analyses, we separate out these categories and include them as separate variables in
the model. We find that the estimated coefficients for these individual categories are not
statistically significant in the linear model. The coefficient for the DIVERSITY variable
(constructed using the remaining categories that most directly related to gender and ethnicity)
remains statistically significant. This supports the relevance of extant social trust literature to the

audit pricing environment.

2% To assess the relevance of the first factor, we apply three common guidelines: The Kaiser-Guttman rule (retain
factors with eigenvalues greater than 1), the percentage of variance (retain factors until the sum of eigenvalues
explains 75% of common variance), and the scree test (visual analysis of the rate of change in magnitude of the
eigenvalues for the factors).

24 |Page



We also explore audit pricing relationships for the four components of the social capital
index separately. These components are the regional number of associations (ASSN), voter
turnout (PVOTE), census response rate (RESPN), and the number of tax-exempt nonprofit
organizations (NCCS). See Figure 1 Panel A for further details.

[Insert Table 7 About Here]

Table 7 presents our analysis of Model (1) with the SCI variable separated into these four
components. The analysis estimates statistically significant negative correlations for the PVOTE
and RESPN variables. The RESPN variable is consistently significantly at p<.01, with the t-
statistic ranging from -3.47 to -4.17, while the PVOTE variable is less consistently significant,
with t-statistic ranging from -1.72 to -2.01. This indicates that the relationship between social
capital and audit fees is best captured by observing the region’s commitment to civic
involvement, rather than observing the prevalence of social and charitable groups. In other
words, commitment to civic involvement appears to be the most relevant dimension of social
capital to external auditors.

4.4.2. Auditor Social Capital

Our social capital analyses have been based on the SCI values of the firm’s headquarters.
It is not uncommon for a firm to engage an auditor that is not located in their immediate
vicinity.?* As such, it is worthwhile to consider whether auditor pricing varies according to the
firm’s social capital environment or according to the auditor’s social capital environment. To
address this, we re-perform our audit fees analysis on sub-samples of firm-years where the firm
and the auditor are from separate locations.

[Insert Table 8 About Here]

2! Note that the mean value for MSA in the sample is 0.55 (Table 1). This indicates that approximately half of our
sample firm-years are audited by a firm that is not located in their immediate vicinity.
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Table 8 presents our analysis of Model (1) with the AUDITOR SCI variable included to
capture the social capital level of the auditor’s location. The first and second columns present the
results for a sample where the firm’s SCI value does not match the AUDITOR SCI value (5,616
observations). The third and fourth columns present the results for a sample where the distance
between the firm and the auditor is greater than the sample median (4,373 observations).?? The
estimated coefficient is positive for the firm’s SCI (consistently significantly at p<.01, with the t-
statistic ranging from -2.71 to -3.00) but is never statistically significant for AUDITOR SCI. This
indicates that, when the auditor and client environments are different, the auditor‘s pricing
behavior is based on their assessment of the client’s operating environment and is not
significantly influenced by the auditor’s home operating environment.

5. Conclusion

Trust matters in financial reporting. Specifically, this study extends extant literature in
two important ways. First, our examination of how social capital influences both ex-ante and ex-
post financial reporting quality suggests a discrepancy between financial statement users’
perception of and the actual reporting quality. A possible reconciliation for our audit fee and
earnings management test results is that auditors “level the playing field” by ensuring quality
financial reports from firms headquartered in low social capital areas. Yet another potential
explanation is that auditors perceive higher risk even though there is no systematic difference in
the quality of pre-audit accounting information. However, given that we do not have access to
unaudited financial data, we are unable to further investigate this issue. As a result, readers
should interpret our results with caution.

Second, our examination of firm diversity provides critical analysis of the potentially

divergent effects of firm diversity efforts and broader firm corporate social responsibility efforts.

*? Distance is estimated using zip codes. The sample median distance is 22.5 miles.
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It is understood that firms invest in CSR programs to enhance the image and reputation of the
firm. Interestingly, our evidence from market reaction analysis suggests that a firm’s
commitment to diversity, i.e., affirmative action and equal employment opportunities, is
associated with a reduced reaction to earnings announcements. Further analysis shows that these
noted relationships are driven by the aspects of firm diversity commonly viewed as desirable, not
undesirable, diversity attributes, i.e., diversity “strength” in the KLD ratings. By highlighting the
unintended economic consequences of firm diversity, our results suggest that managers should
not unconditionally assume that socially responsible corporate behavior will lead to immediate
economic benefits when investing in diversity programs. Rather, they should carefully consider
whether such programs are consistent with the firm’s long-term strategic objectives even if there

are no immediate benefits from such commitments.
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FIGURE 1
Panel A: Social Capital Index Elements from NERCRD

ASSN  The average of the following numbers of organizations (each divided by population per 10,000) by region in
each of the three years (1997, 2005, 2009)

Religious Organizations Bowling Centers

Civic and Social Associations Physical Fitness Facilities

Business Associations Public Golf Courses

Political Organizations Sport Clubs, Managers, and Promoters

Professional Organizations Membershib Sports and Recreation Clubs®

Labor Organizations Membershib Organizations not Elsewhere Classified®

PVOTE The voter turnout by region for the most recent presidential election (1996 Election for 1997 Data, 2004
Election for 2005 Data, 2008 Election for 2009 Data)

RESPN  The response rate by region for the most concurrent census (2000 Census for 1997 Data, 2005 Census for 2005
Data, 2010 Census for 2009 Data)

NCCS Number of non-profit organizations without including those with an international approach (divided by
population per 10,000) by region in each of the three years (1997, 2005, 2009)

NERCRD calculates social capital index values for each of three years (1997, 2005, and 2009) using principal component
analysis using the above four factors. The first principal component is considered as the social capital index value.

Panel B: Diversity Categories from KLD

DIVERSITY STRENGTHS
CEO® The company's chief executive officer is a woman or a member of a minority group.
PROMOTION The company has made notable progress in the promotion of women and minorities,

particularly to line positions with profit-and-loss responsibilities in the corporation.

BOARD OF DIRECTORS ~ Women, minorities, and/or the disabled hold four seats or more (with no double counting)
on the board of directors, or one-third or more of the board seats if the board numbers less
than 12.

WORK-LIFE BENEFITS  The company has outstanding employee benefits or other programs addressing work/life
concerns, e.g., childcare, elder care, or flextime. In 2005, KLD renamed this strength from
Family Benefits Strength.

WOMEN & MINORITY The company does at least 5% of its subcontracting, or otherwise has a demonstrably

CONTRACTING strong record on purchasing or contracting, with women and/or minority-owned
businesses.

EMPLOYMENT OF The company has implemented innovative hiring programs; other innovative human

DISABLED B resource programs for the disabled, or otherwise has a superior reputation as an employer
of the disabled.

GAY & LESBIAN The company has implemented notably progressive policies toward its gay and lesbian

POLICIES employees. In particular, it provides benefits to the domestic partners of its employees. In

1995, KLD added the Gay & Lesbian Policies Strength, which was originally titled the
Progressive Gay/Lesbian Policies strength.

OTHER STRENGTHS The company has made a notable commitment to diversity that is not covered by other
KLD ratings.
DIVERSITY CONCERNS
CONTROVERSIES The company has either paid substantial fines or civil penalties as a result of affirmative

action controversies, or has otherwise been involved in major controversies related to
affirmative action issues.

NON-REPRESENTATION The company has no women on its board of directors or among its senior line managers.

OTHER CONCERNS The company is involved in diversity controversies not covered by other KLD ratings.

A No data for these components for 2005 or 2009.

B No data for these comnonents subseauent to 2010.
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APPENDIX A
Variable Definitions

LAUDIT The natural log of the firm's audit fees plus audit-related fees (for years 2003 and 2004).

SCI The county-level social capital index. Calculated as the average of social capital index value from the three
years that NERCRD provides data (1997, 2005, 2009). See Figure 1 Panel A for details.

DIVERSITY Net score of KLD's ESG ratings, measured as total strengths minus total concerns in the diversity category. See
Figure 1 Panel B for details.

CSR Net score of KLD's ESG ratings, measured as total strengths minus total concerns in the remaining six social
rating categories: environment, community, human rights, employee relations, product, and governance.

LNSIZE The natural log of the firm's market value of equity.

LSALE The natural log of the firm's sales.

ARINV The sum of the firm’s receivables and inventory divided by its total assets.

CAPINT Firm long-term assets scaled by total assets.

LEV The ratio of the firm's debt to total assets.

LIQ The ratio of the firm's current assets to current liabilities.

SEGMENT The square root of the number of the firm'’s business segments.

EMPL The square-root of the firms number of employees.

FORGN An indicator variable that equals 1 if the firm reports non-zero foreign pretax income.

PENSION An indicator variable that equals 1 if the firm records a pension adjustment on ints income statement and 0
otherwise.

SPI An indicator variable that equals 1 if the firm reports unusual or nonrecurring items on its income statement
and 0 otherwise.

MERGER An indicator variable that equals 1 if the firm reports special items related to mergers and acquisitions.

LOSS An indicator variable that equals 1 if net income shows a loss for the year and 0 otherwise.

GC An indicator variable that equals 1 if the firm received a going concern opinion in the current or previous year
and 0 otherwise.

ROA The firm’s return-on-assets calculated as net income before extraordinary items divided by beginning of the
year total assets.

BM The ratio of the firm's book value equity to the total market value of common shares outstanding at the balance
sheet date.

REPLAG The number of days between the firm's fiscal year-end and financial statement filing date.

BIGN An indicator variable that equals 1 if the firm is audited by E&Y, KPMG, PwC, D&T, or AA and 0 otherwise.

AUDCH An indicator variable that equals 1 if the sample fiscal year is the first or second year audited by the firm's
given auditor and 0 otherwise.

NUMEST The number of analysts contributing to the firm's consensus forecast.

FCST VAR The standard deviation of the forecast values in the firm's consensus forecast

ISPEC Auditor industry specialization calculated as total industry-year sales under the audited by the firm's auditor

divided by the total industry-year sales (requiring that each industry-year have a total of at least 10 firms
represented). Industries are defined according to Fama & French's (1997) 48 industry classifications.

MSA An indicator variable that equals 1 if the firm and its auditor are located in the same metropolitan sub-area and
0 otherwise.

POPULATION  The population in the firm's county per the 2000 census scaled by one million.

RELIGIOSITY  The number of religious adherants in the firm's county scaled by the county population. Values are obtained
from the ARDA's 2000 survey of U.S. and Canadian churches.

INCOME The median household income in the firm's county per the 2000 census scaled by ten thousand.

EDUCATION The fraction of the those age 25+ with at least one year of college education in the firm's county per the 2000
census.
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TABLE 1

Descriptive Statistics
Variable Mean Std Dev Median P10 P90
LAUDIT 14.245 0.989 14.152 13.051 15.582
SCI -0.624 0.759 -0.519 -1.782 0.312
DIVERSITY 0.002 1.337 0.000 -1.000 2.000
CSR -0.619 1.741 -1.000 -2.000 1.000
LNSIZE 7.207 1.455 7.025 5.506 9.234
LSALE 6.914 1.613 6.822 4,933 9.062
ARINV 0.241 0.153 0.224 0.054 0.451
CAPINT 0.517 0.220 0.519 0.222 0.822
LEV 0.181 0.171 0.159 0.000 0.419
LIQ 2.693 1.900 2.134 1.085 5.008
SEGMENT 1.439 0.516 1.000 1.000 2.236
EMPL 2.671 2.469 1.883 0.639 5.798
FORGN 0.613 0.487 1.000 0.000 1.000
PENSION 0.383 0.486 0.000 0.000 1.000
SPI 0.730 0.444 1.000 0.000 1.000
MERGER 0.152 0.359 0.000 0.000 1.000
LOSS 0.191 0.393 0.000 0.000 1.000
GC 0.003 0.057 0.000 0.000 0.000
ROA 0.084 0.105 0.089 -0.015 0.192
BM 0.503 0.348 0.429 0.172 0.908
REPLAG 97.480 32.271 95.000 72.000 120.000
BIGN 0.917 0.276 1.000 1.000 1.000
AUDCH 0.085 0.279 0.000 0.000 0.000
NUMEST 9.537 6.691 8.000 3.000 19.000
FCST VAR 0.041 0.060 0.020 0.010 0.090
ISPEC 0.246 0.145 0.229 0.050 0.439
MSA 0.550 0.497 1.000 0.000 1.000
POPULATION 1.455 1.738 0.898 0.191 3.401
RELIGIOSITY 0.520 0.115 0.508 0.373 0.700
INCOME 5.131 1.248 4.703 3.833 7.417
EDUCATION 0.591 0.087 0.594 0.486 0.688

All variables are defined in Appendix A.
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TABLE 2
Pearson Correlation Matrix of Variables

1- 2- 3 - 4- 5- 6- 7 - 8- 9- 10- 11-

1- LAUDIT 1.00

2- SCI -0.03 1.00

3 - DIVERSITY 038 0.05 1.00

4 - CSR -0.12 0.00 0.11 1.00

5- LNSIZE 068 042 -0.06 000 1.00

6 - LSALE 0.75 041 -0.14 0.04 0.79 1.00

7 - ARINV 0.03 -0.04 0.00 0.07 -012 0.19 1.00

8- CAPINT 021 0.07 -012 0.03 024 029 -048 1.00

9- LEV 021 0.03 -0.09 0.04 0.09 025 -0.18 052 1.00
10- LIQ -0.34 -018 0.10 -0.05 -0.23 -046 -0.05 -0.51 -031 1.00
11- SEGMENT 032 0.11 -0.06 0.08 o021 030 011 014 0.08 -0.15 1.00
12- EMPL 061 042 -0.09 0.09 065 078 0.08 022 014 -034 0.23
13- FORGN 040 0.10 0.03 -0.03 024 018 0.11 -0.12 -0.10 0.01 0.12
14 - PENSION 045 017 -016 016 033 046 017 021 019 -0.23 0.30
15- SPI 029 0.08 -0.04 000 010 018 -0.04 015 0.19 -0.14 0.11
16 - MERGER 0.14 -0.05 0.05 0.02 0.06 0.07 -005 011 0.08 -0.07 0.06
17 - LOSS -0.10 -0.07 -0.02 -0.04 -0.30 -0.27 -0.13 -0.06 0.08 0.09 -0.10
18- GC 0.01 0.00 -0.01 -0.01 -0.04 -0.02 000 000 0.05 -0.02 -0.01
19 - ROA 0.10 0.10 0.02 0.02 033 034 018 0.07 -0.06 -0.11 0.09
20- BM 0.01 -0.08 -0.09 -0.01 -034 0.04 006 017 0.08 -0.02 0.06
21- REPLAG -0.07 -0.10 0.00 -0.08 -0.20 -0.23 -0.09 -0.06 -0.04 0.06 -0.08
22 - BIGN 024 015 -0.05 0.02 025 024 -0.05 0.08 0.12 -0.10 0.05
23 - AUDCH -0.14 -0.04 001 -0.02 -011 -0.12 -0.01 -0.03 -0.02 0.02 -0.04
24 - NUMEST 040 029 0.02 -009 070 051 -020 015 001 -0.12 0.01
25- FCSTVAR 016 -0.01 -0.13 -0.04 0.08 017 -0.06 013 0.16 -0.10 0.00
26 - ISPEC 020 0.14 -0.03 000 020 021 -0.03 0.08 0.06 -011 0.07
27 - MSA 001 0.00 -0.03 -0.19 0.05 0.05 0.04 -0.02 -0.03 0.00 0.02

28 - POPULATION 0.06 000 -0.03 -0.54 0.01 000 001 -0.04 -0.07 -0.01 -0.01
29 - RELIGIOSITY 0.02 -0.02 -0.04 022 001 003 002 0.06 000 -0.03 0.09
30 - INCOME 0.02 0.07 010 -0.05 -0.01 -0.16 -0.12 -0.24 -0.16 0.20 -0.09
31- EDUCATION -0.03 0.07 0.09 0.15 -0.02 -0.16 -0.13 -0.21 -0.14 0.15 -0.09

This table describes the Pearson correlation coefficients for the main variables in the audit fee model. Significant
correlations are indicated in bold (p0.10, two-tailed test). All variables are defined in Appendix A.

36| Page



TABLE 2 - Continued
Pearson Correlation Matrix of Variables

12 - 13- 14 - 15- 16- 17- 18- 19- 20- 21-

12 - EMPL 1.00

13- FORGN 0.10 1.00

14 - PENSION 034 023 1.00

15- SPI 010 0.17 017 1.00

16 - MERGER 0.04 0.09 0.03 025 1.00

17 - LOSS -0.17 -0.05 -0.13 0.11 0.01 1.00

18- GC 0.00 -0.02 -0.01 0.03 -0.02 0.07 1.00

19- ROA 0.18 0.07 0.14 -0.09 -0.02 -0.61 -0.07 1.00

20- BM 0.00 -0.04 0.04 013 0.06 021 0.02 -0.23 1.00

21- REPLAG -0.18 -0.05 -0.23 -0.01 0.03 0.10 0.05 -0.11 0.03 1.00
22 - BIGN 015 0.08 013 0.09 000 -0.05 000 001 -0.08 -0.12
23- AUDCH -0.08 -0.04 -0.06 -0.04 -0.05 0.03 0.02 -0.02 -0.01 0.04
24 - NUMEST 044 011 0.04 002 0.05 -0.15 -0.04 0.18 -0.20 -0.11
25 - FCST VAR 004 001 013 0.07 -0.01 0.13 0.04 -0.08 0.18 0.00
26 - ISPEC 019 0.06 012 0.05 0.00 -0.04 -0.02 0.02 -0.05 -0.09
27 - MSA 0.00 0.05 -001 -0.01 -0.03 -0.03 0.00 0.04 -0.01 -0.01

28 - POPULATION -0.02 0.03 -0.04 001 -0.03 0.02 0.00 -001 0.01 0.07
29 - RELIGIOSITY 003 -0.01 013 001 0.02 -0.03 -0.02 0.03 0.01 -0.01
30- INCOME -0.07 0.13 -0.17 -0.01 0.03 0.08 -002 -0.11 -0.11 0.11
31- EDUCATION -0.06 0.05 -0.20 -0.04 0.01 0.08 -001 -0.10 -0.10 0.10

22- 23- 24- 25- 26- 27- 28- 29- 30- 31-

22 - BIGN 1.00

23- AUDCH -0.18 1.00

24 - NUMEST 0.17 -0.08 1.00

25- FCST VAR 0.03 -0.03 0.03 1.00

26 - ISPEC 049 -0.12 0.12 0.03 1.00

27 - MSA 0.10 -0.02 0.07 001 0.03 1.00

28 - POPULATION -0.01 0.02 0.03 0.04 0.02 028 1.00

29 - RELIGIOSITY -0.02 0.00 -0.07 0.03 0.02 -0.20 0.08 1.00

30 - INCOME -0.01 0.01 0.08 -0.12 000 0.05 -0.11 -0.06 1.00

31- EDUCATION 0.00 0.02 0.09 -0.09 -0.04 001 -013 -0.13 0.73 1.00

This table describes the Pearson correlation coefficients for the main variables in the audit fee model.
Significant correlations are indicated in bold (p0.10, two-tailed test). All variables are defined in Appendix A.
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TABLE 3

OLS Estimation of Model (1) - Audit Fees on SCI, Diversity, and CSR Variables
(Number of Observations = 8791)

Raw Ranked® Raw Ranked® Raw Ranked®

Variables Coeff. (t-stat) Coeff. (t-stat) Coeff. (t-stat) Coeff. (t-stat) Coeff. (t-stat) Coeff. (t-stat)
Intercept 9.648 (52.17) == 9.750 (54.48) == 9.886 (55.49) == 9.846 (55.86) == 9.742 (52.71) == 9.804 (55.19) ==
SCI -0.064 (-3.06) ** -0.150  (-3.08) *=** -0.066  (-3.15) *** -0.155  (-3.17) *=*
DIVERSITY 0.028 (3.25) = 0.085 (2.78) == 0.029 (3.39) == 0.091 (2.97) ==
CSR -0.007  (-1.50) -0.050 (-1.93) * -0.007  (-1.54) -0.050 (-1.93) *
LNSIZE 0.141  (7.09) == 0.140 (7.10) == 0.137 (6.95) *** 0.138 (6.99) == 0.138 (6.96) == 0.139 (7.00) ==
LSALE 0.326 (15.59) == 0.327 (15.60) == 0.319 (15.31) == 0.319 (15.19) == 0.318 (15.24) == 0.318 (15.13) ==
ARINV -0.258 (-2.39) ** -0.257  (-2.38) ** -0.240 (-2.22) = -0.246  (-2.27) ¥ -0.225  (-2.09) ** -0.229  (-2.12) =
CAPINT -0.246  (-3.15) **=* -0.247  (-3.16) ¥ -0.240 (-3.11) == -0.244  (-3.16) ¥ -0.233  (-3.02) == -0.238  (-3.08) ==
LEV 0.344  (5.37) = 0.344 (5.39) == 0.362 (5.68) == 0.359 (5.63) == 0.356 (5.58) == 0.353 (5.54) ==
Lig -0.026  (-4.01) == -0.026  (-4.01) *== -0.025  (-3.80) *** -0.025  (-3.83) == -0.025  (-3.90) **=* -0.025  (-3.92) ==
SEGMENT 0.119  (5.55) == 0.119 (5.52) == 0.118 (5.47) == 0.119 (5.52] == 0.117 (5.48) == 0.118 (5.50) ==
EMPL 0.037  (3.51) === 0.037 (3.50) === 0.035 (3.29) == 0.037 (3.48) == 0.036 (3.36) == 0.037 (3.54) ===
FORGN 0.303  (12.8) == 0.304 (12.87) == 0.302 (12.74) == 0.304 (12.80) =* 0.302 (12.80) == 0.305 (12.93) *=*=
PENSION 0170  (6.17) == 0.171 (6.21) == 0.155 (5.72) == 0.154  (5.67) = 0.164  (6.01) == 0.164 (5.99) ==
SPI 0.140  (B.95) === 0.140 (8.97) *== 0.140 (9.05) *** 0.139 (9.02) == 0.138 (8.94) == 0.138 (8.92) ==
MERGER 0.054  (3.10) === 0.054 (3.09) == 0.058 (3.32) == 0.058 (3.35) == 0.057 (3.26) == 0.057 (3.28) ==
LOSS 0.059  (3.02) == 0.059 (3.02) == 0.057 (2.93) == 0.058 (2.95) == 0.055 (2.81) == 0.055 (2.84) ==
GC 0.236  (2.29) ** 0.237 (2.31) = 0.239 (2.41) = 0.238 (2.40) = 0.231 (2.29) = 0.231 (2.29) =
ROA -1.050  (-9.19) **=* -1.049  (-9.18) == -1.030 (-8.94) == -1.023  (-8.89) ¥ -1.041  (-9.14) == -1.033  (-9.08) ==
BM 0.107  (3.24) == 0.107 (3.23) == 0.106 (3.22) == 0.107 (3.24) == 0.105 (3.18) == 0.105 (3.19) ==
REPLAG 0.002  (8.23) == 0.002 (8.24) +== 0.002 (8.36) **= 0.002 (8.35) *=*=* 0.002 (8.27) == 0.002 (8.27) *==
BIGN 0157  (4.06) == 0.156 (4.02) == 0.158 (4.05) == 0.155 (3.97) == 0.157 (4.07) == 0.152 (3.94) ==
AUDCH -0.031 (-1.38) -0.031  (-1.38) -0.029 (-1.30) -0.030 (-1.31) -0.030 (-1.32) -0.030 (-1.34)
NUMEST -0.007 (-3.81) == -0.007  (-3.81) *== -0.007 (-3.64) === -0.007  (-3.61) **= -0.007  (-3.79) == -0.007 (-3.78) ==
FCST VAR -0.037 (-0.27) -0.035 (-0.28) -0.038 (-0.28) -0.039  (-0.29) -0.039  (-0.28) -0.038 (-0.27)
ISPEC 0.050 (0.65) 0.052 (0.67) 0.042 (0.55) 0.045 (0.59) 0.041 (0.54) 0.046 (0.60)
MSA -0.095  (-4.29) === -0.095  (-4.33) == -0.100  (-4.58) **= -0.101  (-4.63) = -0.094  (-4.28) == -0.096  (-4.36) ===
POPULATION 0.031 (4.16) = 0.032 (4.37) == 0.046 (7.91) == 0.046 (7.96) == 0.030 (4.01) == 0.031 (4.25) ==
RELIGIOSITY -0.071  (-0.67) -0.065  (-0.60) -0.174  (-1.81) * -0.178 (-1.85) * -0.052 (-0.49) -0.049 (-0.46)
INCOME 0.039  (2.89) == 0.038 (2.82) == 0.052 (4.22) == 0.052 (4.23) == 0.037 (2.75) *=*=* 0.036 (2.69) *===
EDUCATION 0.264  (1.42) 0.278 (1.49) 0.031 (0.18) 0.037 (0.22) 0.258 (1.40) 0.279 (1.51)
Year FE Yes Yes Yes Yes Yes Yes
Industry FE Yes Yes Yes Yes Yes Yes

R? 79.6% 79.6% 79.6% 79.6% 79.7% 79.7%

4 The three variables of interest (DIVERSITY, CSR, and SCI') are ranked into ten deciles and then scaled to range from 0 to 1.

All variables are defined in Appendix A. ***, **, and * indicate significance at the 0.01, 0.05, and 0.10 levels respectively for a two-tailed test. Standard errors are heteroskedasticity-
robust and calculated using firm-level clustering.
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TABLE 4

OLS Estimation of Model (1) - Audit Fees on SCI, Diversity, and CSR Variables by Fiscal Year

2003 2004 2005 2006 2007 2008 2009 2010 2011  Fama-MacBeth
Coeff. Coeff. Coeff. Coeff. Coeff. Coeff. Coeff. Coeff. Coeff. Avg Coeff.
Variables (t-stat) (t-stat) (t-stat) (t-stat) (t-stat) (t-stat) (t-stat) (t-stat) (t-stat) (t-stat)
Intercept 8.163 == 9.205 = 9.668 == 10.082 ** 10032 = 10072** 10046 == 9.997 ** 9,856 **= 9.680 ***
(221) (2442) (3042) (3693) (3441) (3787 (4342) (39.86) (40.98) (45.69)
Scl -0.036 -0.119 = -0.090 = 0,092 ** 00797 0045 -0.056 -0.032 -0.070 -0.069 **
(-1.09) (-3.25) (-2.86) (-322) (-282) (-1.65) (-223) (-1.24) (-284) (-7.09)
DIVERSITY 0.066 *** 0.039 * 0.034 *= 0.037 == 0.030 = 0.030 = 0.031* 0.011 0.027 = 0.034
(3.27) (2.03) (2.14) (262) (2.14) (214) (243) (091) (2.26) (7.04)
CSR 0042 % 0031 -0.013 -0.015 -0.011 0.000 -0.003 0.009 0.005 0011F
(-3.05) (-2.30) (-1.15) (-L64) (-1.23) (0.05) (-041) (114) (0.66) (-201)
Control Variables Yes Yes Yes Ves Yes Yes Yes Yes Ves
Year FE No No No No No No No No No
Industry FE Ves Yes Yes Ves Yes Yes Ves Yes Ves
N 866 942 932 967 947 1012 1037 1048 1020
B 19.1% 72.5% 11.1% 78.7% 719.2% 79.9% 82.6% 83.0% 84.8%

All variables are defined in Appendix A, **, * and * indicate significance at the 0.01, 0.05, and 0.10 levels respectively for a two-tailed test. Control variables in model (1) are included in
the estimation but their estimated coefficients are not presented on this table,
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TABLE 5

OLS Estimation of Model (1) - Audit Fees on SCI, Diversity, and CSR Variables by Urban Local

Urban Non-Urban Urban Non-Urban

Variables Coeff. (t-stat) Coeff.  (t-stat) Coeff. (t-stat) Coeff.  (t-stat)
Intercept 9.808 (44.67) *** 10.505 (26.33) *** 10.205 (37.52) *** 9.357 (34.99) ***
SCI -0.042 (-1.65) * -0.033  (-0.71) -0.067  (-2.30) ** -0.070 (-1.96) *
DIVERSITY 0.028  (3.00) *** 0.029 (1.60) 0.037  (3.08) *** 0.018 (1.60)
CSR -0.009 (-1.58) 0.013  (1.23) -0.015  (-2.04) ** 0.001  (0.15)
LNSIZE 0.138  (6.43) *** 0.082 (1.79) * 0.142  (4.82) *** 0.147  (5.41) ***
LSALE 0.327 (14.50) *** 0334  (6.56) *** 0.320 (11.37) *** 0311 (10.19) ***
ARINV -0.242  (-2.04) ** -0.626  (-2.75) *** -0.510 (-3.27) *** 0.045 (0.30)
CAPINT -0.200 (-2.38) ** -0.491  (-2.84) *** -0.441 (-3.36) *** -0.084 (-0.89)
LEV 0.294  (4.18) *** 0480  (3.44) *** 0417  (4.55) *** 0.315  (3.48) **
LIQ -0.023  (-3.22) *** -0.033  (-2.19) ** -0.035  (-3.37) *** -0.019  (-2.33) **
SEGMENT 0.114 (4.76) *** 0.120 (2.85) *** 0.129 (4.33) *** 0.117 (3.80) ***
EMPL 0.030  (2.65) *** 0.070  (2.19) ** 0.025 (1.78) * 0.042  (2.46) **
FORGN 0.298 (11.58) *** 0279  (5.23) *** 0316  (9.71) *** 0.271  (8.24) ***
PENSION 0.172  (5.72) *** 0.115 (1.92) * 0.205  (5.43) *** 0.127  (3.19) ***
SPI 0.138  (8.04) *** 0.124  (3.91) *** 0.136  (6.00) *** 0.131  (6.48) ***
MERGER 0.060  (3.18) *** 0.054 (1.54) 0.083  (3.36) *** 0.036 (1.49)
LOSS 0.050 (2.32) ** 0.063  (1.53) 0.052 (1.94) * 0.061  (2.17) **
GC 0.273  (2.51) ** 0.121  (0.65) 0.325  (2.25) ** 0.156 (1.12)
ROA -1.154  (-9.50) *** -0462 (-1.87) * -0.886  (-5.56) *** -1.120  (-7.03) ***
BM 0.097  (2.67) *** 0.071  (0.99) 0.136  (2.84) *** 0.105  (2.38) **
REPLAG 0.002  (7.58) *** 0.002  (4.13) *** 0.002  (5.68) *** 0.002  (6.21) ***
BIGN 0.178  (4.10) *** 0.065  (0.85) 0.101 (187) * 0.210  (3.75) ***
AUDCH -0.039 (-1.53) 0.002  (0.04) -0.023  (-0.69) -0.029 (-0.94)
NUMEST -0.009  (-4.17) *** -0.003  (-0.67) -0.008  (-2.94) **+ -0.006  (-2.47) **
FCST VAR -0.147 (-1.00) 0.099 (0.26) -0.090 (-0.46) -0.052  (-0.26)
ISPEC 0.052  (0.63) 0.068  (0.30) 0.117 (1.15) -0.051 (-0.44)
MSA -0.087  (-3.28) *** -0.162  (-2.66) *** -0.086  (-2.74) *** -0.094  (-2.88) ***
POPULATION 0.028  (3.54) *** 0304  (2.10) ** 0.024  (2.77) *** 0.034 (1.21)
RELIGIOSITY -0.082  (-0.64) -0.172  (-0.75) -0.170  (-1.04) 0.009  (0.06)
INCOME 0.046  (2.89) *** -0.015 (-0.35) 0.054  (2.76) *** 0.042  (2.13) **
EDUCATION 0.062  (0.25) 0.003  (0.01) -0.252  (-0.92) 0398  (1.36)
Year FE Yes Yes Yes Yes
Industry FE Yes Yes Yes Yes

R? 79.7% 82.7% 81.1% 79.2%
Observations 7258 1533 4360 4431

A In this sub-sample, the county in which the firm is located is identified as a central or fringe county to a large metro (that is

an MSA of 1 million or more in population).

® Inthis sub-sample, the county in which the firm is located is not identified as a central or fringe county to a large metro
(that is an MSA of 1 million or more in population).

¢ In this sub-sample, the county in which the firm is located is above the sample median level of urban population per the

U.S. Census based on year 2000 census data.

" In this sub-sample, the county in which the firm is located is below the sample median level of urban population per the

U.S. Census based on year 2000 census data.

All variables are defined in Appendix A. ***, ** and * indicate significance at the 0.01, 0.05, and 0.10 levels respectively for a
two-tailed test. Standard errors are heteroskedasticity-robust and calculated using firm-level clustering.
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TABLE 6
OLS Estimation of Model (1) - Audit Fees on Diversity Strengths and Concerns Separately

Raw Ranked” Princ CompB Princ CompC
Variables Coeff. (t-stat) Coeff. (t-stat) Coeff. (t-stat) Coeff. (t-stat)
Intercept 9.714 (52.75) *** 9.794 (54.90) *** 9.733 (52.58) *** 9.728 (49.64) ***
Scl -0.065 (-3.12) *** -0.155  (-3.19) *** -0.065 (-3.11) *** -0.070  (-3.20) ***
DIV STR 0.042  (3.51) *** 0.153  (3.65) *** 0.048  (3.71) *** 0.050  (3.56) ***
DIV CON -0.004 (-0.25) 0.002  (0.05) -0.007 (-0.70) -0.005 (-0.43)
CSR -0.008 (-1.65) * -0.054 (-2.06) ** -0.008 (-1.77) * -0.016  (-2.53) **
LNSIZE 0.137  (6.92) *** 0.138  (6.98) *** 0.135  (6.82) *** 0.138  (6.42) ***
LSALE 0.320 (15.28) *** 0.318 (15.13) *** 0.322 (15.51) *** 0.321 (14.36) ***
ARINV -0.224  (-2.09) ** -0.223  (-2.06) ** -0.225  (-2.11) ** -0.165  (-1.44)
CAPINT -0.230  (-2.98) *** -0.233  (-3.03) *** -0.227  (-2.95) *** -0.181  (-2.23) **
LEV 0.360  (5.63) *** 0361  (5.66) *** 0.359  (5.59) *** 0.389  (5.61) ***
LIQ -0.025 (-3.92) *** -0.025  (-3.94) *** -0.025  (-3.90) *** -0.025  (-3.60) ***
SEGMENT 0.116  (5.46) *** 0.118  (5.52) *** 0.116  (5.46) *** 0.127  (5.68) ***
EMPL 0.033  (3.00) *** 0.036  (3.33) *** 0.031  (2.77) *** 0.027  (2.24) **
FORGN 0.300 (12.74) *** 0.303 (12.89) *** 0.300 (12.77) *** 0.298 (11.79) ***
PENSION 0.165  (6.07) *** 0.165  (6.04) *** 0.167  (6.11) *** 0.169  (5.83) ***
SPI 0.137  (8.89) *** 0.137  (8.88) *** 0.137  (8.93) *** 0.144  (8.48) ***
MERGER 0.056  (3.20) *** 0.057  (3.29) *** 0.055  (3.15) *** 0.040 (1.80) *
LOSS 0.055  (2.80) *** 0.055  (2.81) *** 0.055  (2.82) *** 0.036  (1.63)
GC 0.227  (2.20) ** 0.229  (2.25) ** 0.231  (2.25) ** 0.294  (2.77) ***
ROA -1.043  (-9.18) *** -1.034  (-9.11) *** -1.045  (-9.23) *** -1.097  (-8.86) ***
BM 0.104  (3.18) *** 0.105  (3.19) *** 0.103  (3.15) *** 0.098  (2.88) ***
REPLAG 0.002  (8.24) *** 0.002  (8.20) *** 0.002  (8.20) *** 0.002  (7.74) ***
BIGN 0.164  (4.24) *** 0.159  (4.12) *** 0.167  (4.32) *** 0.137  (3.23) ***
AUDCH -0.030 (-1.32) -0.030 (-1.35) -0.029 (-1.30) -0.016  (-0.67)
NUMEST -0.007  (-3.83) *** -0.007  (-3.84) *** -0.007  (-3.86) *** -0.008  (-3.54) ***
FCST VAR -0.039  (-0.28) -0.044 (-0.31) -0.032  (-0.23) 0.064  (0.37)
ISPEC 0.039  (0.51) 0.044  (0.57) 0.040  (0.51) 0.044  (0.54)
MSA -0.094  (-4.28) *** -0.096  (-4.37) *** -0.093  (-4.27) *** -0.098  (-4.24) ***
POPULATION 0.030 (3.97) *** 0.031  (4.15) *** 0.030  (4.01) *** 0.030  (3.69) ***
RELIGIOSITY -0.052  (-0.50) -0.044 (-0.41) -0.056 (-0.54) -0.094 (-0.85)
INCOME 0.037  (2.77) *** 0.036  (2.66) *** 0.038  (2.82) *** 0.040  (2.86) ***
EDUCATION 0.240 (1.30) 0.266  (1.44) 0.228  (1.24) 0.265 (1.37)
Year FE Yes Yes Yes Yes
Industry FE Yes Yes Yes Yes

R? 79.7% 79.7% 79.8% 78.8%

Observations 8791 8791 8791 6723

DIV STR is the sum of the eight Diversity Strengths Categories from Figure 1 Panel B.

DIV CON is the sum of the three Diversity Concerns Categories from Figure 1 Panel B.

A The four variables of interest (DIV STR, DIV CON, CSR, and SCI) are ranked into ten deciles and then scaled to range from 0
to 1.

B In this column, DIV STR is the first principal component score of the eight Diversity Strengths categories from Figure 1
Panel B and DIV CON is the first principal component score of the three Diversity Concerns categories from Figure 1 Panel B.
Missing values in any individual category are replaced with a value of 0.

€ In this column, DIV STR is the first principal component score of the eight Diversity Strengths categories from Figure 1
Panel B and DIV CON is the first principal component score of the three Diversity Concerns categories from Figure 1 Panel B.
Observations with missing values in any individual category are deleted.

All variables are defined in Appendix A. ***,** and * indicate significance at the 0.01, 0.05, and 0.10 levels respectively for a
two-tailed test. Standard errors are heteroskedasticity-robust and calculated using firm-level clustering.
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TABLE 7

OLS Estimation of Model (1) - Audit Fees on Separate Social Capital Components
(Number of Observations = 8791)

Raw Ranked”

Variables Coeff. (t-stat) Coeff. (t-stat)
Intercept 10.839 (46.53) **+* 9.841 (55.41) ***
ASSN 0.004 (0.07) 0.027 (0.47)
PVOTE -0.426 (-2.01) ** -0.094 (-1.72) *
RESPN -1.183  (-3.47) *** -0.221  (-4.17) ***
NCCS 0.000 (0.94) 0.016 (0.29)
DIVERSITY 0.025 (2.91) **+* 0.080 (2.65) ***
CSR -0.007 (-1.40) -0.047 (-1.83) *
LNSIZE 0.129 (6.53) *** 0.130 (6.61) ***
LSALE 0.328 (15.79) *** 0.328 (15.61) ***
ARINV -0.238 (-2.29) ** -0.246  (-2.35) **
CAPINT -0.217  (-2.91) *** -0.226  (-3.03) ***
LEV 0.348 (5.47) *** 0.339 (5.36) ***
LIQ -0.024  (-3.81) *** -0.024  (-3.87) ***
SEGMENT 0.118 (5.60) *** 0.117 (5.55) ***
EMPL 0.036 (3.46) *** 0.037 (3.58) ***
FORGN 0.296 (12.67) *** 0.299 (12.82) ***
PENSION 0.156 (5.82) **x* 0.158 (5.89) **x*
SPI 0.135 (8.91) *** 0.136 (8.92) **x*
MERGER 0.059 (3.44) **+* 0.059 (3.45) **+*
LOSS 0.057 (2.88) *** 0.058 (2.97) ***
GC 0.245 (2.42) ** 0.243 (2.41) **
ROA -1.023  (-9.10) *** -1.024  (-9.11) ***
BM 0.100 (3.06) *** 0.099 (3.03) ***
REPLAG 0.002 (7.95) *** 0.002 (7.95) ***
BIGN 0.171 (4.42) **+* 0.166 (4.32) **+*
AUDCH -0.024 (-1.07) -0.023 (-1.02)
NUMEST -0.008 (-4.10) *** -0.008  (-4.12) ***
FCST VAR -0.069 (-0.50) -0.047 (-0.34)
ISPEC 0.030 (0.39) 0.031 (0.40)
MSA -0.077  (-3.50) *** -0.075  (-3.28) ***
POPULATION 0.011 (0.49) 0.030 (3.23) ***
RELIGIOSITY -0.215  (-2.02) ** -0.205 (-1.83) *
INCOME 0.086 (5.35) *** 0.093 (5.40) ***
EDUCATION -0.020 (-0.10) -0.021 (-0.11)
Year FE Yes Yes
Industry FE Yes Yes

R? 80.1% 80.0%

ASSN, PVOTE, RESPN, and NCCS variables are defined in Figure 1 Panel A.

A The six variables of interest (DIVERSITY, CSR, ASSN, PVOTE, RESPN, and NCCS) are
ranked into ten deciles and then scaled to range from O to 1.

All variables are defined in Appendix A. *** ** and * indicate significance at the 0.01,
0.05, and 0.10 levels respectively for a two-tailed test. Standard errors are
heteroskedasticity-robust and calculated using firm-level clustering.
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TABLE 8

OLS Estimation of Model (1) - Audit Fees on Firm and Auditor Social Capital Index Separately

Raw Ranked" Raw Ranked”

Variables Coeff. (t-stat) Coeff.  (t-stat) Coeff. (t-stat) Coeff.  (t-stat)
Intercept 9.515 (41.87) *** 9.660 (44.13) *** 9.755 (38.14) *** 9.927 (40.19) ***
SCI -0.079  (-2.93) *** -0.184  (-3.00) *** -0.082  (-2.94) *** -0.174  (-2.71) **+*
AUDITOR SCI -0.010 (-0.52) -0.075 (-1.55) -0.001 (-0.05) -0.057 (-1.07)
DIVERSITY 0.026  (2.47) ** 0.075  (1.96) ** 0.021 (1.72) * 0.078  (1.76) *
CSR -0.005 (-0.89) -0.043  (-1.35) -0.006 (-0.83) -0.061 (-1.67) *
LNSIZE 0.148  (5.77) *** 0.149  (5.79) *** 0.145  (5.19) *** 0.144  (5.17) ***
LSALE 0.328 (12.22) *** 0.329 (12.11) *** 0.306 (10.24) *** 0.305 (10.06) ***
ARINV -0.170 (-1.19) -0.178  (-1.24) -0.134 (-0.80) -0.137 (-0.82)
CAPINT -0.202 (-1.86) * -0.197 (-1.82) * -0.174  (-1.32) -0.165  (-1.26)
LEV 0.351  (4.56) *** 0.343  (4.45) *** 0.308  (3.46) *** 0.305  (3.44) ***
LIQ -0.026  (-3.13) *** -0.027  (-3.17) *** -0.026  (-2.58) ** -0.026  (-2.57) **
SEGMENT 0.105  (4.05) *** 0.104  (4.01) *** 0.102  (3.48) *** 0.100  (3.44) ***
EMPL 0.027 (1.92) * 0.028  (2.06) ** 0.052  (3.71) *** 0.054  (3.87) ***
FORGN 0.328 (10.51) *** 0.329 (10.57) *** 0.318  (9.21) *** 0.318  (9.20) ***
PENSION 0.152  (4.60) *** 0.154  (4.65) *** 0.149  (4.03) *** 0.148  (4.03) ***
SPI 0.136  (6.87) *** 0.136  (6.88) *** 0.137  (6.44) *** 0.136  (6.32) ***
MERGER 0.045  (2.09) ** 0.044  (2.05) ** 0.045 (1.87) * 0.046 (1.89) *
LOSS 0.050  (2.02) ** 0.051  (2.09) ** 0.060  (2.14) ** 0.062  (2.19) **
GC 0.190 (1.25) 0.190 (1.25) 0.186 (1.25) 0.183  (1.23)
ROA -1.132  (-7.88) *** -1.118  (-7.84) *** -1.021  (-6.57) *** -1.005  (-6.49) ***
BM 0.114  (2.85) *** 0.113  (2.82) *** 0.116  (2.55) ** 0.114  (2.50) **
REPLAG 0.002  (6.10) *** 0.002  (6.15) *** 0.002  (5.58) *** 0.002  (5.63) ***
BIGN 0.144  (3.18) *** 0.141  (3.12) *** 0.166  (3.32) *** 0.162  (3.27) ***
AUDCH -0.039 (-1.43) -0.038 (-1.42) -0.043 (-1.40) -0.044 (-1.42)
NUMEST -0.006  (-2.55) ** -0.006  (-2.55) ** -0.006 (-1.86) * -0.005 (-1.84) *
FCST VAR -0.193  (-1.09) -0.190 (-1.07) -0.110 (-0.59) -0.112  (-0.60)
ISPEC 0.079  (0.82) 0.081 (0.84) -0.032  (-0.29) -0.034 (-0.32)
MSA -0.071  (-2.37) ** -0.068  (-2.26) ** -0.061 (-1.35) -0.062  (-1.39)
POPULATION 0.016  (0.89) 0.013  (0.72) 0.017 (1.14) 0.017 (1.17)
RELIGIOSITY 0.097 (0.78) 0.086  (0.69) 0.085 (0.58) 0.064 (0.43)
INCOME 0.008 (0.41) 0.004 (0.22) 0.008  (0.38) 0.004 (0.20)
EDUCATION 0487  (2.31) ** 0519  (2.49) ** 0.485  (2.06) ** 0.503  (2.17) **
Year FE Yes Yes Yes Yes
Industry FE Yes Yes Yes Yes

R? 79.9% 79.9% 80.5% 80.6%
Observations 5616 5616 4373 4373

AUDITOR SCI is the regional social capital index in the auditor's local office.
A The four variables of interest (DIVERSITY, CSR, SCI, and AUDITOR SCI) are ranked into ten deciles and then scaled to

range from 0 to 1.

In the first two columns, the analyses are performed on a sub-sample of observations where the firm's social capital index
(SCI) does not match the social capital index in the auditor's local office (AUDITOR SCI). In the third and fourth columns,
the analyses are perfomed on a sub-sample of observations where the distance between the firm's location and the auditor's
local office is greater than the sample median distance (22.5 miles). All variables are defined in Appendix A. *** ** and *
indicate significance at the 0.01, 0.05, and 0.10 levels respectively for a two-tailed test. Standard errors are
heteroskedasticity-robust and calculated using firm-level clustering.
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