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Abstract

Purpose

Audit hour reporting is rare internationally. Thus, to what extent shareholders
have the power to influence audit effort/hour demand is a question left unanswered.
This study uses unique South Korean data to determine whether the increasing power
of the largest foreign/domestic shareholders and blockholders can influence audit hour
demand.

Design

OLS regression analysis is conducted using a sample of Korean listed firms
over the 2004-2018 sample period.

Findings

The results show: as the percentage equity holding of the largest foreign
shareholder and blockholder (>5%) increases, audit hour demand increases. As the
shareholding of the largest domestic shareholder increases, audit hour demanded
decreases. The association between audit fees/hours is not qualitatively indifferent,
after controlling for the audit fee premium effect. Furthermore, the largest foreign
shareholder is shown to demand increasingly higher levels of audit hours from Big4
auditors, relative to NonBig4. All results are consistent with audit demand theory.

Originality value

Whilst previous studies offer audit fee/risk interpretations, this study extends

the literature by developing a framework to explain why audit hour demands differ for



specific groups. Because audit hour information is rare internationally, the study has

important policy implications.
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I. Introduction

The association between audit effort and firm-level ownership structures are
surprisingly under reported in the extant literature. There are mixed empirical results
when ownership variables/structures such as foreign owners, institutional owners and
blockholders are regressed with audit fees/effort (Ali and Lesage, 2013; Alhababsah,
2019; Barroso et al,, 2018; Hay et al., 2006; Khan et al., 2015; Madah-Marzuki and Al-
Amin, 2021; Nelson and Mohamed-Rusdi, 2015; Mitra et al., 2007; Pronobis and
Schaeuble, 2020; Shakhatreh and Alsmadi, 2021). A likely reason for mixed results is
because no accounting policy exists to mandate that firms must report audit hour data
on a transparent, comparative, year-on-year basis. Audit effort (fee) studies borrow
from Simunic’s (1980) landmark study. He infers that audit effort is constrained by
client demand and auditor supply (theory). Based on Simunic’s assertion, countless
audit supply theory studies infer audit firms secure audit fees as a strategy to limit
litigation risk and reputational damage (Chen, et al., 2019; Griffin et al., 2008; Gul, 1991;
Gul et al,, 2003; Ji et al,, 2018; Habib et al., 2018; Kalelkar, 2017; Kinney Jr. et al., 2004;
Lyon and Maher, 2005; Mitra et al., 2007; Nelson and Mohamed-Rusdi, 2015; Rose,
1999; Sangchan et al., 2020; Simon and Taylor, 1997; Taylor et al., 1999; Van der Laan

and Christodoulou, 2012; Walker and Johnson, 1996; Yoon, 2020). However, Simunic’s
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study infers that audit effort consists of i) audit fees, ii) audit hours, and iii) a risk
premium demanded by auditors. Thus, because of audit hour data unavailability,
assertions about the relationship between audit fees and audit risk is implied. Thus, a
caveat exists in the literature, because whether audit effort can be considered a risk
premium (fee) required by audit firms to mitigate business risk or demanded by clients
(hours) to enhance audit quality is to a large extent a question left unanswered.

High profile publications assert that using only a single audit effort input
(fees/hours) reduces the validity of audit quality interpretations (DeFond and Zhang,
2014). For example, contrary to many audit supply/fee assertions, there is evidence
that clients demand audit fees/effort to enhance audit quality (Gul and Goodwin, 2010;
Hay, 2013; Hay et al., 2008; Khan et al, 2015; Patterson, 2020). Audit hours are
considered a direct driver of audit effort (Arnold and De Lange, 2004; Cullinan, 2004;
Jung, 2016; Lim and Mali, 2021; Mali and Lim, 2020, 2021; Nam, 2018; Reinstein and
McMillan, 2004; Vinten et al., 2005). However, because audit hour data is rare, the audit
hour (demand) theory literature is limited. There is growing evidence that audit hours
are demanded by clients to reduce agency problems (Caramanis and Lennox, 2008;
Jiang and Kim, 2004; Leventis et al,, 2011; Lobo and Zhao, 2013). Moreover, there is
evidence management demand audit hours as a signalling/legitimacy strategy (DeFond
and Zhang, 2014; Jung, 2016). Recent studies combine Simunic’s (1980) audit
hours/fees/risk interpretations to show that audit effort/hours is only demanded by
clients as a signalling/legitimacy strategy when audit hours do not incur a fee premium
(Lim and Mali, 2021; Mali and Lim 2020, 2021). These studies infer a qualitatively
indifferent (more positive) relationship between audit fees and audit hours is
representative of a balanced (imbalanced) audit team that includes junior members as

well as experienced staff (partners and specialists) due to the audits inconsequential
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(high) audit risk; thus, providing a basis for both audit demand and supply theory
assertions. To the best of our knowledge, no previous study considers the association
between shareholder power from both audit supply/fee and demand/hour
perspectives. Thus, this study’s main motivation is to include both audit hour and fee
interpretations to extend the literature.

The main research question of this study is: whether the increasing power of
different shareholders, the largest i) foreign shareholder, ii) blockholder and ii)
domestic shareholder influences the levels of audit effort demanded by a client? The
largest foreign (domestic) shareholder represents the percentage holding of the single
largest shareholder. A blockholder is a shareholder who owns more than 5% of a firm'’s
shareholding, but not the largest foreign/domestic shareholder. The main theory used
to explain the association between shareholder power and audit effort is audit demand
theory (DeFond and Zhang, 2014; Simunic, 1980). However, agency theory (Jensesn and
Meckling, 1976; Watts and Zimmerman, 1983) legitimacy theory (Deegan, 2009;
Henderson et al., 2004; Lindblom, 1993; Schuman, 1995) and the monitoring hypothesis
(Aggarwal et al,, 2011; Gillian and Starks, 2003; Kho et al., 2009; Yoshikawa et al., 2010)
are also borrowed to explain why different owners have different incentives to secure
audit effort, based on increasing equity ownership and power.

In addition to disentangling how audit hours/fees can be influenced by
shareholder power, this study has several other motivations. Second, because the
majority of audit fee-ownership studies adopt an audit supply theory perspective, we
are motivated to develop a hypothetical framework to explain why incrementally
different levels of audit effort (hours) can be demanded by three different groups. I) The
association between audit fees and foreign ownership is shown to be mixed

(Alhababsah, 2019; Nelson and Mohamed-Rusdi, 2015; Pronobis and Schaeuble, 2020;
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Shakhatreh and Alsmadi, 2021). Increasing foreign shareholder ownership can be
perceived as increasing business complexity, thus increased audit fees/risk. On the
other hand, the monitoring hypothesis infers foreign shareholders have an incentive to
demand external monitoring because they lack local expertise and knowledge
(Aggarwal et al, 2011; Cho et al, 2014; Huang and Zhu, 2015; Kho et al, 2009;
Yoshikawa et al,, 2010). We surmise that the monitoring hypothesis is more likely. Thus,
based on the monitoring hypothesis assertion, we are motivated to demonstrate
whether the association between audit hours and fees are qualitatively indifferent to
provide evidence in support of audit demand theory.

II) Blockholders are shown to play an important role in promoting governance
and monitoring to reducing opportunistic financial reporting (Bethel and Liebeskind,
1993; Cho and Kim, 2007; Liu et al., 2019). Thus, whether or not the increasing share
ownership of blockholders can influence audit hour demand can be considered an
important question for market participants. Because the association between audit fees
and blockholder ownership is mixed (Barroso et al., 2018; Khan et al., 2015; Mitra et al,,
2007), the literature can be extended by developing a framework to explain the impact
of blockholder ownership on audit hours. Countless studies show that conflicts of
interests exist between the majority shareholder and other minority shareholders. The
perception of an agency problem, not its existence is shown to motivate shareholders to
act (Jensesn and Meckling, 1976; Watts and Zimmerman, 1983). Audit effort is shown to
reduce agency problems (Caramanis and Lennox, 2008; Jiang and Kim, 2004; Leventis et
al,, 2011; Lobo and Zhao, 2013). Thus, we are motivated to empirically capture whether
audit hours can be demanded by blockholders as their shareholding power increases to

reduce perceived agency problems.



[II) Large shareholders are shown to have an information comparative
advantage compared to minority shareholders (Choe et al,, 2007, 2012; Liu et al,, 2019).
However, there are differing views on how dominant shareholders utilize their power.
There is evidence that large shareholders have a negative effect on governance (Beak et
al., 2004; Bae, 2002; Bhjoraj and Sengupta, 2003; Chang, 2003; Joh, 2003; Mitton, 2002;
Pound, 1988; Shleifer and Vishny, 1997) and expropriate wealth from minority
shareholders (Mitra et al., 2007; Nelson and Mohamed-Rusdi, 2015). On the other hand,
large shareholders are shown to have an incentive to demand increased governance
(Bushee, 1998; Del Guercio and Hawkins, 1999; Gillan and Starks, 2000; Grinstein and
Michaely, 2005; Hartzell and Starks, 2003). Thus, the association between the power of
domestic shareholders relative to blockholders and foreign shareholders can provide
valuable insights to the literature. In this study, it is surmised that because foreign
shareholder possess an information advantage, less audit hours will be demanded.
Moreover, the decreased demand for audit effort/hours will not incur a fee (risk)
premium by audit firms. We are motivated to empirically capture this supposition by
demonstrating whether audit hours decrease at a qualitatively indifferent (higher) rate
with audit fees, to provide evidence in support (against) of audit demand (supply)
theory.

Third, it is accepted that Big4 audit firms have higher levels of audit quality
compared to NonBig4 firms (Behn et al., 2008; DeAngelo, 1981; Fung et al,, 2016; Lisic
et al.,, 2015). Therefore, there is the potential that based on audit demand theory and the
monitoring hypothesis, groups with lower levels of local knowledge will demand higher
levels of external assurances by Big4 auditors. Thus, we are motivated to discover
whether an incrementally different relationship exists between the audit hour demands

of Big4 clients with powerful foreign shareholders, compared to other groups. Fourth,
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mandatory audit firm rotation has gained momentum as a key policy in recent years.
However, the policy is shown to have an insignificant effect on audit quality in South
Korea (Choi et al,, 2017; Mali and Lim, 2018). Many argue that a limiting factor in
audit/earnings quality is time pressure (Ettredge, et al., 2014; Guénin-Paracini, 2014;
Lambert et al, 2017). In South Korea, the unique Auditor Engagement Policy
implemented in 2003 has led to a situation where audit effort/hour information is
transparently reported on Annual Reports. Thus, this study is motivated to provide
insights to legislators about how the decision to include audit effort as fees/hours on
Annual Reports can enhance audit transparency, and show how the demands of
different stakeholders can influence contract negotiations.

We conduct a series of empirical tests using OLS regression to determine
whether the increasing percentage holding of the largest shareholder, largest domestic
shareholder or blockholder has an incremental influence on audit hours/fees over the
2004 to 2018 period. The results demonstrate that as the percentage holding of the
largest foreign shareholder increases, audit hours increase. The results also show that
as the power of the largest blockholder increases, audit hours also increase. On the
other hand, we find that as the power of the largest domestic shareholder increases,
audit hours decrease. The association between audit hours and audit fees remain
qualitatively indifferent for all regressions. The results are consistent after controlling
for the audit fee premium effect. Furthermore, results show that as the percentage
holding of the largest shareholder increases, statistically significantly higher levels of
audit hours are demanded from Big4 audit firms, relative to other ownership groups. All
results support the audit demand theory supposition. The results are robust to various
forms of additional analysis. This study makes several important contributions. To

avoid unnecessary replication, a full discussion is included in section 6.
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The paper proceeds as follows. In section 2, we review relevant literature and
develop hypotheses. Section 3 illustrates our research design. Section 4 provides the
results of our main analysis. In section 5, we perform additional analysis. Section 6
provides a discussion of our analyses, policy suggestions, avenues for future research

and concludes.

II. Literature Review and Hypothesis

2.1. Literature review

Meta analysis by Hay et al. (2006) demonstrates that the association between
audit fees and ownership concentration is mixed. Audit fees are shown to increase with
foreign ownership (Alhababsah, 2019; Nelson and Mohamed-Rusdi, 2015; Pronobis and
Schaeuble, 2020). Niemi (2009) demonstrates that that foreign subsidiaries in Finland
pay higher audit fees compared to domestic clients. However, there is also evidence of a
negative relationship between foreign ownership and audit fees (Shakhatreh and
Alsmadi, 2021). Likewise, the association between audit fees and
blockholder/institutional owner power is shown to be negative (Mitra et al., 2007), U-
shaped (Barroso et al.,, 2018) and positive (Khan et al.,, 2015). Ali and Lesage (2013)
show that the differing incentives of institutional owners can have a both a positive and
negative effect on audit fees. The above studies use raw audit fees to proxy audit effort,
following Simunic’s (1980) landmark study that infers audit firms demand a fee
premium based on perceived audit risk. However, a limitation of the audit fee-firm
ownership literature is that because of audit hour data unavailability, a component of
the audit effort equation is missing. Simunic (1980) considers an audit fee to consist of
audit hours and a risk (fee) premium that is required to mitigate the business risk of

audit firms. Thus, we surmise that a caveat exists in the literature if raw audit fee data is
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associated with firm ownership without considering audit hours, because it ignores
audit demand theory, and potentially misinterpret the assertions that underpin audit
supply theory (Simunic, 1980; DeFond and Zhang, 2014). Taken together, the literature
can be extended by studies that clearly differentiate between audit hours and fees, using
audit demand and audit supply theories, as a conceptual lens.

Audit supply theory infers that to mitigate reputational damage and litigation
risk, audit firms require compensation (Skinner and Srinivasan, 2012; Johnstone and
Bedard, 2004; Weber, et al., 2008). Following from Simunic's (1980) study, audit fees
have been shown to increase with various client risk characteristics (Alzoubi, 2016;
Chen, et al,, 2019; Griffin et al., 2008; Gul, 1991; Gul et al,, 2003; Ji et al., 2018; Habib et
al, 2018; Kinney Jr. et al., 2004; Lyon and Maher, 2005; Rose, 1999; Sangchan et al,,
2020; Simon and Taylor, 1997; Taylor et al., 1999; Van der Laan and Christodoulou,
2012; Walker and Johnson, 1996; Yoon, 2020). To a large extent, the positive
association between audit fees and audit risk is accepted in the literature. However, on
the other hand, Gul and Goodwin (2010) show clients demand increased audit
effort/fees following a credit rating downgrade to protect their credit rating status.
Equally, audit fees are shown to be demanded by clients to reduce business risk and
enhance financial reporting quality (Hay, 2013; Khan et al.,, 2015; Patterson, 2020) and
corporate governance (Hay et al.,, 2008). The above mixed results clarify the likely
reason why the relationship between audit fees and firm ownership is mixed in the
literature. Within audit fees, exist a demand for audit effort, as well as an auditors
perceived risk (premium). Thus, without considering the audit effort demand of clients
and the fee premium required by audit firms, audit fee interpretations can be opaque.

Audit hours are considered a more robust and direct driver of audit effort

compared to audit fees, because they provide a numerical representation of substantive
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and control tests conducted by audit firms (Arnold and De Lange, 2004; Cullinan, 2004;
Jung, 2016; Lim and Mali, 2020; Mali and Lim, 2020, 2021; Nam, 2018; Reinstein and
McMillan, 2004; Vinten et al., 2005). Audit demand theory infers that audit effort is
constrained by the demand of clients (Simunic, 1980). Audit hour demand is subdivided
into the demand requirements of two groups i) stakeholders/shareholders and ii)
management. Firstly, agency theory infers that the perception of an agency problem is
enough for stakeholders to take action (Jensen and Meckling, 1976; Watts and
Zimmerman, 1983). Audit effort is demanded by shareholders to reduce agency
problems and managerial opportunism (Caramanis and Lennox, 2008; DeFond and
Zhang, 2014; Jiang and Kim, 2004; Leventis et al., 2011; Lobo and Zhao, 2013). Thus, in
instances of perceived information asymmetries, with increasing power, shareholders
have the potential to demand increasing audit hours.

Secondly, audit effort/hours is shown to be demanded by management.
Numerous historical studies show that audit hours are increasing with firm/audit risk,
based on management’s incentive to signal that financial reporting is robust (Caramanis
and Lennox, 2008; Simunic, 1980; Deis and Giroux, 1992; O’Keefe et al., 1994). Jung
(2016) shows that audit effort in audit hours reduce borrowing costs. Consistent with
DeFond and Zhang's (2014) assertion, more recent studies include both audit fees and
hours in regressions to enhance interpretation quality. Legitimacy theory is the process
by which management signal effective business strategy to stakeholders (Deegan, 2009;
Henderson et al., 2004; Lindblom, 1993; Schuman, 1995). Lim and Mali (2020) find that
as a legitimacy strategy, the management of clients with higher credit rating demand
increased levels of audit hours to signal firm quality, when audit fees do not increase at
an incrementally higher rate. Mali and Lim (2021) demonstrate that management

demand increasing levels of audit hours because clients with higher levels of audit
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hours are shown to receive economically significant lower levels of WACC. Furthermore,
Mali and Lim (2020) report that clients with high operational efficiency performance
demand increasing levels of audit effort as a signalling strategy, if no fee premium is
incurred. Thus, audit hour demand theory can be conceptualised as follows; based on
agency theory, i) shareholders have an incentive to demand additional audit effort in
hours to reduce information asymmetry. Furthermore, based on legitimacy theory ii)
management have an incentive to demand audit hours as a signalling/legitimacy
strategy to demonstrate organizational effectiveness. However, iii) it is likely the above
audit demands will only be satisfied if audit hours do not incur at a fee premium.

In this section, theories will be introduced to explain how the incentives of
ownership groups can influence audit effort/hour demand. First, based on the active
monitoring hypothesis, foreign investors have an incentive to monitor firms because
they lack local knowledge (Aggarwal et al., 2011; Baik et al,, 2013; Gillian and Starks,
2003; Kho et al,, 2009). Yoshikawa et al. (2010) surmise that foreign owners are likely
to demand ‘global standards’ which include governance and transparency. Using a
sample of Chinese firms, increasing foreign shareholder power is shown to increase
corporate governance and reduce the potential of wealth expropriation (Cho et al,
2014; Huang and Zhu, 2015). Furthermore, Korean evidence shows that increasing
foreign ownership enhances earnings quality (Cheon, 2009; Kim and Yoon, 2009).
Taken together, based on the active monitoring hypothesis, there is the potential that
foreign shareholders demand audit effort in hours to reduce information asymmetry
(agency theory) due to a lack of local knowledge. Moreover, there is the potential that
the management of clients with large foreign shareholders are likely to have an

incentive to satisfy their external monitoring expectations (legitimacy theory).
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Ownership power is shown to have both a positive (Bushee, 1998; Del Guercio
and Hawkins, 1999; Gillan and Starks, 2000; Grinstein and Michaely, 2005; Hartzell and
Starks, 2003) and negative (Beak et al., 2004; Bae, 2002; Bhjoraj and Sengupta, 2003;
Chang, 2003; Joh, 2003; Mitton, 2002; Pound, 1988; Shleifer and Vishny, 1997) effect on
a firm’s governance. Thus, insights about whether powerful domestic shareholders
demand/constrain audit effort can provide insights to legislators. The predominant
audit supply theory literature asserts that shareholders can reduce audit effort to
expropriate wealth from minority shareholders. However, domestic investors are
shown to have information quality advantages compared to investors, because of their
involvement in business planning (Choe et al., 2007, 2012; Liu et al, 2019). Thus,
powerful investors may simply have a lower utility for audit effort/hours compared to
other groups. By borrowing from Mali and Lim’s (2020, 2021) framework to make
demand (hour) and supply (fee) theory assertions, the literature can be extended by
providing evidence to show which behaviour is more likely.

In South Korea, all shareholders with more than a 5%+ holding are registered
on financial statements and listed as a blockholder. Demsetz (1983) suggests that
individual blockholders have sufficient wealth at stake to take an active role in
monitoring. Blockholders who oppose management policy can use voting rights to
influence board composition (Pound, 1992). Blockholders are shown to have a positive
influence on a firm’s governance (Bethel and Liebeskind, 1993). Cho and Kim (2007)
show that in Korea, blockholders are important in firms with large domestic
shareholders to control the governance structures implemented by large shareholders.
Liu et al. (2019) suggest that blockholders deter the opportunistic behaviour of
dominant shareholders by demanding additional monitoring. However, because audit

hour information is rare internationally, whether additional monitoring in the form of
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audit hours can be secured based on the increasing power of blockholders is a question

left unanswered.

2.2. Auditing in South Korea

A South Korean sample is used because of South Korea's unique financial
reporting characteristics. In 2003, a comprehensive study into financial irregularities
found that abnormal levels of earnings management caused the collapse of Daewoo, one
of Korea’s largest conglomerates. It also reported that 1 in 3 domestic firms was
committing fraud and 3 out of 10 firms were engaged in earnings management.
Therefore, in 2003, as a result of concurrent financial scandals, and a lack of public
confidence in financial auditing, the Mandatory Audit Firm Rotation Policy was
introduced based on a voluntary basis, amongst other policies to enhance financial
reporting informativeness (Lim and Mali, 2022; Mali and Lim, 2022). The Mandatory
Audit Firm Rotation Policy required firms to rotate their audit firm on a mandatory
basis every six years. Because audit quality did not increase, this policy was ceased in
2010 (Choi et al,, 2017; Mali and Lim, 2018). A second important corporate disclosure
and transparency policy enacted in 2003 is the Auditor Engagement Rule that mandates
that audit hours and fees of incumbent auditors must be included on Annual Reports.
South Korea is only one of a handful of countries that includes both audit effort in hours
and fees on Annual Reports. The policy is still active as of 2023. Thus, given the history
of high-profile financial collapses in South Korea, and the reality that structured and
transparent year-on-year audit hour/fee information is included on Annual Reports, we
surmise that shareholders have the information required to make audit effort/hour

demands, based on differing incentives.
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2.3. Hypothesis Development

In the hypothesis section, the audit effort/hours demand incentives of differing
ownership groups will be explained. First, the incentives of foreign shareholders are
introduced. Whilst South Korea meets the definitions of a developed economy, its
legislative infrastructure is a reason why it retains developing nation status by many
institutions (Johnson et al., 2000; Woods, 2013; WTA, 2021). Thus, foreign shareholders
have an incentive to demand increasing audit effort/hours for two purposes. i) Based on
the monitoring hypothesis, various studies infer foreign shareholders demand
increasing levels of monitoring, due to their lack of local knowledge and expertise
(Cheon, 2009; Kim and Yoon, 2009; Huang and Zhu, 2015; Yoshikawa et al.,, 2010).
Combined with weak legal infrastructure, a lack of local business knowledge can lead to
agency problems. The perception of an agency problem, not its existence will motivate
stakeholders to act (Jensesn and Meckling, 1976; Watts and Zimmerman, 1983).
Because audit effort has been shown in the literature to reduce agency problems
(Caramanis and Lennox, 2008; Jiang and Kim, 2004; Leventis et al., 2011; Lobo and
Zhao, 2013), there is the potential for audit hours to increase with the growing power of
the largest foreign shareholder, consistent with demand theory assertions. ii) Audit
hours are also shown to be demanded by management for signalling/legitimacy
purposes (Lim and Mali, 2020; Mali and Lim, 2020, 2021). Thus, to satisfy the audit
demands of powerful foreign shareholders, management are likely to have an incentive
to secure to audit effort as a legitimacy strategy to provide assurances about
organizational effectiveness. Based on the above, the following hypothesis is developed:

H.1 The growing power of the largest foreign shareholder increases audit hour demand

14



Second, many argue that domestic investors have an information quality
advantage compared advantage compared to foreign investors (Choe et al., 2007, 2012;
Liu et al,, 2019). There is also evidence that the increasing power of domestic owners
can have a positive effect on governance (Bushee, 1998; Del Guercio and Hawkins,
1999; Gillan and Starks, 2000; Grinstein and Michaely, 2005; Hartzell and Starks, 2003).
In such a situation, it can be inferred that audit hours can be considered an additional
expense. Thus, as the power of the largest domestic shareholder increases, audit hour
demand would decrease, consistent with audit demand theory assertions. On the other
hand, there is evidence that the increasing power of domestic shareholders can have a
negative effect on governance internationally (Bhjoraj and Sengupta, 2003; Pound,
1988; Shleifer and Vishny, 1997) and in Asia (Beak et al., 2004; Bae, 2002; Chang, 2003;
Joh, 2003; Mitton, 2002). In this situation, based on audit supply theory, an increasing
audit fee relative to audit hours would demonstrate the incentives of audit firms to
reduce litigation risk and reputational damage. This study is underpinned by audit
demand theory. Therefore, based on audit demand theory, the decreasing (increasing)
audit demand of clients is accepted by audit firms. Thus, a negative but qualitatively
indifferent association between audit fees/hours and domestic shareholder power is
expected. Based on the above, the following hypothesis is developed:

H.2 The growing power of the largest domestic shareholder decreases audit hour demand

Third, countless studies show that conflicts exist between the largest domestic
shareholder and blockholders. As blockholder power increases, their propensity to take
part in monitoring and governance also increases (Bethel and Liebeskind, 1993; Cho
and Kim, 2007; Demsetz, 1983; Pound, 1992) Furthermore, blockholders have an

incentive to reduce agency problems associated with dominant owners (Liu et al,
15



2019). Thus, as inferred by the largest foreign shareholder supposition, again, based on
agency theory, blockholders have the potential to demand increasing levels of audit
hours based on increasing equity ownership power. Again, based on legitimacy theory,
it is hypothesized that because auditors are service providers, they will accept the audit
effort demands of management. Based on the above, the following hypothesis is
developed:

H.3 The growing power of the largest domestic blockholder raises audit hour demand

II1. Research Design

3.1. Research model

In Table I, variable definitions are included for equation (1). The dependent
variable, audit effort is estimated as audit hours. An audit fee interpretation is also
included for completeness. Audit fees are calculated as the natural logarithm of audit
fees. The variables of interest represent the power of three different owners. The
percentage holding (in shares) of the largest domestic owner is a continuous variable
estimated from 0 to 1 (0 to 100%). The percentage holding of the largest foreign equity
shareholder is a continuous variable estimated from 0 to 1 (0 to 100%). Related is the
equity ownership of the largest (domestic) blockholder who owns >5% of a firm's
shares (excluding the largest foreign and domestic shareholders). Related is a
continuous variable estimated from 0.05 to 1 (5% to 100%)

<Insert Table I approximately here>

16



Audit Effort;,
= o + B1BigOwn; . + p,Foreign; + f3Related; ; + f4Size;
+ BsBig4; + BgInvestments; . + f,Intangibles;, + fgAge;
+ BoROA; ¢ + B10ACOGS; +ID + YD + &,
(1)

Many studies include various insignificant audit effort variables into models in
an attempt to control for endogeneity. Only independent variables that consistently
demonstrate a statistically significant relationship with audit hours are included in the
model, based on Woodside's (2016) assertion that including statistically insignificant
variables reduces the predictive validity of empirical tests. To develop the most
appropriate model, we conduct a battery of tests using various independent variable
determinants such as firm performance (ROA, ROCE, EPS, ATO etc). But only the
performance variable that demonstrates the most highly statistically significant
relationship with audit effort on a constant basis (ROA) is included into the model. This
process is repeated for all control variable (determinants). In all models, VIF tests are
conducted. The VIF scores for all regressions are lower than 2, demonstrating no
multicollinearity issues.

Based on evidence that larger and more complex clients require increasing
audit effort (O’Keefe, 1994), a positive relationship between client size and audit hours
is expected. We expect larger audit firms (Big4) to participate in higher audit hours
(fees) because Big4 audit firms have higher expertise (Behn et al., 2008; DeAngelo,
1981; Fung et al., 2016; Ho and Ng, 1996; Lisic et al., 2015; Simon and Taylor, 2002),
thus may be considered as value adding, based on audit demand theory (Simunic, 1980).

We posit that increasing audit effort would be demanded by older (Age) and more
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complex firms, consistent with the assertion of Brinn et al., (1994). Mali and Lim (2020)
show return on asset has a negative effect on audit hours, thus, ROA is expected to be
decreasing with audit hours. Likewise, next, we consider variables that explicitly
require audit testing, which increases an auditor's workload. A positive relationship
between audit hours and cost of goods sold, because if cost of goods sold (COGS)
increase/decrease, additional substantial and control tests would be required to
discover the reason for this change (Deis and Giroux, 1992). Next, business and
operational risk measures are introduced. Higher levels of investment is expected to
have a positive effect on audit hours, based on a stakeholder’s incentives to reduce
managerial opportunism (Caramanis and Lennox, 2008). We also expect a positive
relationship between audit hour and intangibles, based on a client’s incentives to signal
reduced business risk (Jung, 2016). Industry and year dummy variables are included to

control for fixed year/industry effects. All variables are winzorised at the top/bottom 1%

3.2. Sample selection

In Table II, Panel A, the sample selection process is listed. All audit effort
information and financial statement information is downloaded from three Korean
databases, Dataguide 5.0, KIS-Value and TS2000. After excluding financial firms, we
download 14,612 firm year observations for all available firms listed on the Korean
stock exchange from 2004 to 2018. We select 2004 as the initial period because most
firms report audit hour/fee information from 2004 onwards. 2,585 firms-year
observations are excluded because of insufficient data, leaving a final sample of 12,027
firm year observations. In Panel B, details about audit fees and audit hours are provided.

From 2004 to 2005, audit effort in hours increased markedly. However, following 2005,
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audit hours increased on a consistent basis. Audit fees have increased on a consistent

basis for the entirety of the sample period.

<Insert Table Il approximately here>

IV. Empirical results

4.1. Descriptive statistics and Pearson correlations

In Table III, details of descriptive statistics and Person correlations are
provided. As predicted, audit hours (-0.03***) and fees (-0.07***) decline as the share-
ownership of the largest domestic shareholder increases. Also consistent with our
expectation, audit hours (0.26***) and fees (0.41***) increase based on the power of the
largest foreign owner. Moreover, as the percentage ownership of largest blockholders
increases, audit effort in fees (0.02*) and hours (0.04***) are shown to increase. The
results imply that based on the increasing power of different ownership groups, clients
can demand different level of audit effort, and this demand is accommodated by audit
firms. Furthermore, the association between audit fees and audit hours is shown to be
0.60***, implying the association between audit fees/hours are not equivalent,
consistent with audit demand/supply theory assertions. All univariate results show the
expected signs.

<Insert Table Il approximately here>

4.2. Multivariate Analysis
Table IV provides the results for the main analysis. In Panel A, a positive

association is demonstrated between audit hours and the increasing power of the
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largest foreign shareholder (coeff 0.39; t value, 4.20). In Panel B, the association
between audit fees and the increasing power of the largest foreign shareholder is
incrementally lower, but consistent with audit hours (coeff, 0.32; t value, 8.76). These
results infer that based on the monitoring hypothesis, foreign shareholders that lack
local knowledge demand increasing audit effort to reduce agency (theory) problems.
Furthermore, because the association between audit fees/hours are qualitatively
indifferent, no fee premium is required by audit firms for increasing audit effort,
implying that management are likely to accept the audit effort demands of large
domestic shareholders as their power increases, as a signalling / legitimacy (theory)
strategy (see section 5.5 for an empirical test to support this assertion). Taken together,
consistent with previous studies (Lim and Mali, 2020; Mali and Lim, 2020, 2021),
empirical results provide evidence in support of our first hypothesis, based on audit
demand theory.

On the other hand, in Panel A, as the percentage ownership of the largest
domestic shareholder increases, audit hours is shown to decreases (coeff -0.54; t value, -
8.82). In Panel B, again, a virtually consistent relationship exists between fees and the
increasing power of the largest domestic shareholder (coeff, -0.50 t value, -20.35).
Consistent with audit supply theory, if reduced audit hours would be associated with
audit risk, based on the potential for the largest domestic shareholder to exercise power
to expropriate wealth or for opportunistic reasons, audit fees would be expected to
increase at a higher fee relative to audit hours, signalling an audit team would include
partners and specialists to reduce audit risk. However, because the results are
qualitatively indifferent, it implies a balanced audit team including trainees, inferring
that audit risk is not substantial. The results therefore infer that consistent with audit

demand theory, lower levels of audit hours are included into audit contracts because
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increasing audit hours can be considered an unnecessary expense for the largest
domestic shareholder. The results allow us to accept our second hypothesis.

<Insert Table IV approximately here>

In Panel A, as the equity ownership of the largest blockholder increases,
additional audit effort is demanded (coeff 0.21; t value 3.18). The association with audit
fees is lower (coeff 0.08; t value 3.17), but statically significantly positive. The results
infer that as the power of the largest blockholder increases, blockholders are likely to
demand increasing levels of audit effort to reduce agency (theory) problems, potentially
to challenge the largest domestic shareholder. Moreover, management are likely to
satisfy the requests of blockholders based on their increasing power as a signalling /
legitimacy (theory) strategy. The results allow us to accept hypothesis three. Since the
two models (Panel A & B) in Table 4 are identical (not comparative analyses using two
different groups), except, the dependent variables are different (Audit hours for Panel A,
Audit fees for Panel B), we do not compare the two coefficients. However, in the
additional comparative analysis section below (5.3), we statistically compare

coefficients for different groups, that may have different incentives.

V. Additional Analysis

5.1 Different group analysis based on credit risk
In all three hypotheses, it is assumed that the underlying factors that influence
audit hour/effort demand are the incentives of different ownership groups. For this

assertion to be supported, the association between audit effort (fees/hours) and
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ownership power would be consistent with our main findings, regardless of risk
partitioning. Therefore, to add robustness to the main analysis, the sample is divided
into groups acknowledged as having different levels of business risk, based on credit
rating status. Credit rating agencies issue credit ratings based on a firm's ability to
survive a business cycle (Carey and Hrycay, 2001). Investment (IG) and non-investment
grade (NIG) firms can be considered as having inherently different forms of risk (Alissa
et al.,, 2013; Mali and Lim, 2019). Thus, if the association between firm ownership and
audit fee/hours are qualitatively similar and equivalent to our main analysis regardless
of risk partitioning, the results would provide additional support for the underlying
assertion of audit demand theory (in all three hypotheses).

In Table V, Panel A, the results of mean difference tests are provided. The
results demonstrate that riskier NIG clients must pay higher audit fees (coeff -5.51, p
value 0.01) and secure higher audit hours (coeff -2.21, p value 0.01), consistent with
previous studies. After controlling for audit effort determinants, the results show the
association between audit fees/hours and shareholder power is qualitatively indifferent
for NIG/IG samples. In Panel B, the relationship between audit fees and audit hours are
positive and consistent for the largest foreign shareholder (Foreign; audit hour IG coeff
0.37; tvalue 3.38; NIG coeff 0.54; t value 2.67, audit fee IG coeff 0.33; t value 7.82; NIG coeff
0.32; t value 3.89) and blockholder (Related; audit hour IG coeff 0.21; t value 2.46; NIG
coeff 0.19; t value 1.87, audit fee 1G coeff 0.08; t value 2.76; NIG coeff 0.04; t value 1.11).
Moreover, the relationship between audit fees and audit hours are negative and
consistent for the largest domestic shareholder for NIG and IG samples (BigOwn; audit
hour IG coeff -0.52; t value -6.25; NIG coeff -0.56; t value -5.92, audit fee IG coeff -0.47; t

value -14.74; NIG coeff -0.44; t value -11.31). Taken together, consistent results
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regardless of risk partitioning provide further support for audit demand theory, and

modelling robustness.

<Insert Table V approximately here>

5.2 Big4 / NonBig4 audit effort demand

The extant literature shows that Big4 auditors provide robust audit quality
assurances (DeAngelo, 1981; Fung et al., 2016; Simon and Taylor, 2002). Thus, we have
two objectives when we divide our samples into Big4 and NonBig4 clients: i) To test
model robustness by demonstrating whether the association between audit fees/hour is
consistent regardless of Big4/NonBig4 partitioning (Table V, Panel C and D). ii) To test
whether (foreign) shareholder demand increasing levels of audit services based on Big4
NonBig4 (IG/NIG) status (Table VI). First, in Panel C, as expected, the results of mean
difference tests show that Big4 audit firms require higher audit fees and hours based on
audit expertise/quality assertions.

In Panel D, the relationship between audit fees and audit hours are positive
and generally consistent for the largest foreign shareholder (Foreign; audit hour Big4
coeff 0.43; t value 4.23; NonBig4 coeff 0.03; t value 0.14, audit fee Big4 coeff 0.31; t value
7.06; NonBig4 coeff 0.16; t value 2.23) and blockholders (Related; audit hour Big4 coeff
0.12; t value 1.61; NonBig4 coeff 0.27; t value 2.58, audit fee Big4 coeff 0.10; t value 2.99;
NonBig4 coeff 0.04; t value 1.23), regardless of Big4/NonBig4 partitioning. However, the
more positive (negative) association between audit hours and fees for blockholders
(foreign shareholders) provides evidence that NonBig4 auditors provide a discount to
blockholders (demand a fee premium from foreign shareholders) as their power

increases. The relationship between audit fees and audit hours are negative and
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consistent for the largest domestic shareholder for Big4/NonBig4 samples (BigOwn;
audit hour Big4 coeff -0.43; t value -5.32; NonBig4 coeff -0.63; t value -6.70, audit fee Big4
coeff -0.52; t value -14.99; NonBig4 coeff -0.45; t value -13.34). Again, the results provide
evidence that our model is robust.

<Insert Table VI approximately here>

5.3 Big4/NonBig4 (IG/NIG) comparative analysis

In the Big4/NonBig4 and IG/NIG analyses above (Table 5), we cannot
statistically compare coefficients. In order to directly compare the effect of ownership
on audit effort demand, for different incentive groups, (a. IG vs NIG and b. Big4 vs
NonBig4), we interact the IG(BIG4) dummy variable, with the main ownership
variables of interest. Specifically, the differing audit hour/fee associations shown above
for NonBig4 clients with increasingly powerful foreign shareholders/blockholders
implies the audit demands of both ownership groups are different. NonBig4 auditors
may not possess the capability to provide the audit assurances required by large foreign
shareholders. However, they may have the resources and skills required to satisfy the
audit effort demands of blockholders. Thus, NonBig4 audit firms may require a fee
premium as the demands and the power of the largest shareholder increases. Thus, we
question the argument whether there is an incremental increase in Big4 audit effort,
based on foreign shareholder power. We also include a firm risk (NIG/IG) interpretation
for completeness. In Table VI, the Ownership*Big4/1G interaction term represent the i)
the three ownership groups, ii) NIG/IG group partitioning and iii) Big4/NonBig4
partitioning. The IG and Bigd dummy variables take the value of 1, the value of 0

represents NIG and NonBig4 samples.
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Our first hypothesis infers that based on the monitoring hypothesis and audit
demand theory, increasing levels of audit effort can be demanded by the largest foreign
shareholder. Thus, there is an expectation that based on the perceived audit quality of
Big4 audit firms, as the power of the largest foreign shareholder increases, additional
audit effort can be demanded from Big4 auditors. In columns 1 and 2, IG/NIG status is
not shown to have an incremental effect on audit fees or hours (Ownership*IG). In
columns 3 and 4, the Foreign*Big4 interaction term demonstrates that as foreign
ownership power increases, incrementally higher levels of audit hours are demanded
from Big4 audit firms (coeff 0.81; t value, 3.89). Moreover, audit fees increase at a lower
rate (coeff 0.51; t value, 6.15). Taken together, the results imply that foreign owners
value the services of Big4 audit firms. Thus, as their power increase, they secure

increasing audit hours, potentially, at a discounted rate.

5.4 Risk/uncertainty analysis

Stock price volatility is an established indicator of firm-level risk, relative to
the market. In Table VII, stock price volatility is used as a firm specific trait, to
distinguish between audit hour (demand) and audit fee (supply) levels. Volatility is
computed as the standard deviation of yearly stock return multiplied by the square root
of trading days. The results from Table VII show, as expected, that as stock price
volatility increases, audit fees (Coeff 0.04, t value 3.36) and hours (Coeff 0.24, t value
8.40) increase. However, more importantly, after controlling for stock price volatility,
empirical results for the main analysis remain consistent, with large foreign owners
(hours: coeff 0.35; t value, 3.70, fees coeff 0.34; t value, 8.98) and blockholders (hours:
coeff 0.19; t value, 2.98, fees coeff 0.07; t value, 2.85) demanding increasing audit effort

in fees and hours, based on increasing shareholder power. On the other hand, as the
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shareholding power of the largest domestic owner increases, audit effort demand
continues to decrease (hours: coeff -0.61; t value, -9.72, fees coeff -0.48; t value, -19.39).
Taken together, consistent results infer that the effect of ownership on audit effort

demand is robust, after controlling for firm specific risk/uncertainty traits.

<Insert Table VII approximately here>

5.5 Differentiation between fees and hours

The study strives to distinguish between audit fees and hours. However, one
may question how audit fees and hours can clearly be differentiated, because there
should be a strong positive association between audit fees and hours. In order to
resolve this issue, the following procedure is introduced. First, we compute a client’s
audit fee premium (abnormal audit fee) using the equation below. In the below model
(2), Audit Fee is listed as the dependent variable. Independent variables represent key

determinants of audit risk, based on previous literature.

Audit Fee;y = Bo + B1Size; + BoLev; + BzLoss; + BiCurrenty, , + BsROA;; + BeBIG4;,
+ B7;TRM;; + BgAEM; ; + ByInterest Coverage;: + p1oVolatility;; +ID + YD
+ Ei,t

(2)

Key determinants of audit risk include Size (Natural logarithm of total assets),
Lev (Total liabilities to total assets ratio), Loss (A dummy variable that is 1 if previous
net income is negative, 0 otherwise), Current_r (the ratio of current assets to current
liabilities ratio), ROA (net income divided by total assets), Big4 (A dummy variable that
takes 1 if an auditing firm is Big4 auditor, 0 otherwise), TRM (Aggregated real earnings

management measure based on Cohen and Zarowin, 2010), AEM (Performance adjusted
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discretionary accruals based on Kothari et al., 2005), Interest Coverage (Operating
income to interest expense), Volatility (Standard deviation of yearly stock return *
Square root of trading days) and industry and year fixed effects. The regression results
for this model is included in Table VIII, Panel A. As expected, all audit fee/risk
determinants show statistically significant and predicted results. Specifically, Current R
(Coeft -0.00, t value -9.04) and ROA (Coeff -0.17, t value -2.98) show significant and
negative coefficients. Lev (Coeff 0.06, t value 3.18) and Loss (Coeff 0.11, t value 9.31),
amongst other risk variables show significant and positive coefficients. The model’s
mean variance inflation factor (VIF) is 1.29, inferring the model does not have a

multicollinearity problem.

Audit Ef fort(hours);
= fo + B1BigOwn,; + p,Foreign; . + B3Related; ; + poAbnormal Audit Fee;;
+ BeSize; + BsBig4;+ + B,Investments;, + PgIntangibles;, + PoFirm_Age; ,
+ B1oROA; ¢ + f11ACOGS; ¢ +ID + YD + &;¢
(3)

<Insert Table VIII approximately here>

The residual from model (2) represents abnormal level of audit fees, based on
audit risk determinants. The audit fee premium (AbAudit fee) residual can therefore be
considered a robust indicator of the fee premium demanded by audit firms, based on
client risk. In the second stage regression, model (3), the effect of firm ownership on
audit hours is determined after controlling for AbAudit_fee. Panel B, Table VIII reports
the results for model (3). After controlling for the audit fee premium effect, we continue
to find that the association between audit hour demand and the power of the largest
domestic owners (Coeff -0.42, t value -17.95) is negative. However, the association

between the increasing ownership of foreign ownership (Coeff 0.29, t value 8.20), and
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blockholders (Coeff 0.05, t value 2.18) are positive. Taken together, the results provide
further evidence in support of the main analysis, inferring that the effect of ownership

groups on audit hours is incremental, after controlling for audit fee premiums.

VI. Conclusion and discussion

This study makes several important contributions to the literature and audit
policymaking. Firstly, Simunic (1980) infers that audit effort consists of audit fees, a risk
premium and audit hours. In empirical studies, audit fees are often used to proxy audit
risk (premium). However, in the extant literature, the relationship between audit fees
and firm ownership is mixed (Ali and Lesage, 2013; Alhababsah, 2019; Barroso et al,,
2018; Hay et al,, 2006; Khan et al., 2015; Nelson and Mohamed-Rusdi, 2015; Mitra et al,,
2007; Pronobis and Schaeuble, 2020; Shakhatreh and Alsmadi, 2021). A potential
reason for mixed results is because, whilst audit hours are a felicitous driver of audit
effort (Arnold and De Lange, 2004; Cullinan, 2004; Jung, 2016; Nam, 2018; Reinstein
and McMillan, 2004; Vinten et al, 2005), they are rarely used in empirical studies
because of data unavailability. DeFond and Zhang (2014) surmise that using a single
audit effort input (audit fees) in audit effort studies reduces interpretation quality. We
extend the literature by reporting how ownership power (largest foreign/domestic
shareholder and blockholder) can influence audit effort in both hours and fees. To the
best of our knowledge, this is the first study to provide inferences from both audit
demand and supply theory perspectives to explain how the incentives of different
groups can influence contract negotiations. Moreover, to the best of our knowledge, this
is the first study to introduce an audit effort model to examine the relationship between

firm ownership and audit hours after controlling for the audit fee premium effect.
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Second, we develop a framework to explain why the largest i) foreign
shareholder and ii) blockholder demand increasing audit hours based on growing
ownership power. The monitoring hypothesis infers international investors seek
external monitoring because they lack local knowledge in foreign markets (Cho et al,
2014; Huang and Zhu, 2015; Yoshikawa et al, 2010). Minority
shareholders/blockholders are shown to use their power to reduce agency problems,
associated with dominant owners (Bethel and Liebeskind, 1993; Cho and Kim, 2007;
Demsetz, 1983; Liu et al,, 2019; Pound, 1992). The perception of an agency problem will
lead to stakeholders to action (Jensesn and Meckling, 1976; Watts and Zimmerman,
1983). Audit effort is shown to reduce agency problems (Caramanis and Lennox, 2008;
Jiang and Kim, 2004; Leventis et al., 2011; Lobo and Zhao, 2013). Thus, we provide
evidence that as equity ownership of the largest foreign shareholder / blockholder
increases, their power to include audit effort into contracts to reduce agency problems
grows. We also find a qualitatively indifferent association between audit hours/fees.
Therefore, the result are consistent with arguments that the audit demands of clients
are accepted as a legitimacy/signalling strategy by management (Lim and Mali, 2020,
2023; Mali and Lim, 2020, 2021).

Third, we demonstrate that as the power of the largest domestic shareholder
increases, audit hours decrease. However, this result can be interpreted in two ways.
Previous studies imply that large shareholders have an incentive to expropriate wealth
(Bae et al., 2002; Baek., 2004; Chang, 2003; Mitton, 2002; Joh, 2003; Cho and Kim,
2007). On the other hand, because the largest domestic owner has an information
comparative advantage and closer working relationships with management, audit effort
may be considered an unnecessary expense (Buchner et al., 2016; Cho and Kim, 2007).

To disengage which supposition is more likely, we utilize an audit demand/supply
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framework, used by Lim and Mali (2020) and Mali and Lim, (2020,2021). Incrementally
increasing audit fees infer higher audit risk and the selection of audit partners and
specialists (audit supply theory). A qualitatively indifferent association between audit
fees/hours infers a balanced audit team including trainees and more experienced
auditors (audit demand theory). Based on the qualitatively indifferent negative
association between the increasing power of the largest domestic owners and both
audit fees/hours, again, we provide further evidence in support of (against) audit
demand (supply) theory.

Fourth, we provide evidence NonBig4 auditors offer a discount to blockholders
based on increasing ownership power. On the other hand, we find NonBig4 audit firms
charge a fee premium to foreign shareholders. The extant literature shows that Big4
auditors have higher levels of audit quality compared to NonBig4 auditors (DeAngelo,
1981; Fung et al.,, 2016; Simon and Taylor, 2002). The different association between
fees/hours for foreign shareholders and blockholders infer that NonBig4 auditors have
the skills, expertise and perceived audit quality to satisfy the audit demands of the
largest blockholder, but not the largest foreign shareholder. When we test whether the
largest foreign shareholder demands increasing Big4 audit effort/quality, compared to
other groups, we find incrementally higher levels of audit hours are demanded.
Therefore, we contribute to the literature by showing instances of how i) the audit
demands of clients, as well as ii) the incentives of Big4/NonBig4 audit firms influence
contract negotiations.

Fifth, South Korea is a unique setting for this study because very few countries
require firms to list audit effort in hours on Annual Reports as a rule. In the extant
literature, there is an ongoing debate about who should be responsible for identifying

accounting threats (DeZoort, 1997; Kang et al., 2019). However, against the backdrop of
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this debate, there are various caveats. Audit reports provide very little evidence to
demonstrate the assurance tasks completed by clients, or the direct substantive and
control tests imparted by audit firms to enhance audit quality. Auditors are shown to
feel time pressure to conduct audits of sufficient quality (Barrainkua and Espinosa-Pike,
2015; Ettredge et al., 2014; Guénin-Paracini, 2014; Lambert et al., 2017). Furthermore,
evidence from the infamous Enron debacle shows that ex post, high audit fees were
received by Andersen, but low levels of audit hours were imparted, inferring very few
audit tests were conducted (Alexander et al., 2002; Cahan et al., 2009; Markelevich et al.,
2005). Taken together, there is strong evidence that reporting audit fee information can
provide insights about the demands of audit firms to mitigate reputational risk and
reputational damage. Furthermore, there is growing evidence that details about audit
hours can provide information to market participants about a client’'s demand for audit
quality. However, in the vast majority of countries, audit hour information is simply
excluded from financial reports. Thus, to offer a normative perspective, we would
encourage legislators to adopt the audit hour policy currently practiced in South Korea.
We conjecture that if audit hour information was publicly available on a relative basis
on Annual Reports, it would; improve audit transparency; enhance confidence in the
audit profession; be an intervening factor that could influence audit effort demand;
potentially decrease instances of financial collapses; but if a bankruptcy situation
occurs, audit hour information could provide evidence whether sufficient audit effort
was imparted.

Finally, for completeness, we list limitations, alternate explanations and
avenues for future research. We do not control for board/management data. This study
is specifically designed to capture the audit demands of three groups, the largest

blockholder, and the largest foreign/domestic shareholders. We encourage future
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studies to demonstrate the influence of CEO ownership, gender, external/internal
directors and other board characteristics on audit hour demand. Moreover, in South
Korea, audit policies have triggered a pricing competition (Kwon et al.,, 2014; Park and
Lee, 2008). Thus, in South Korea, because of price competition, increasing audit hours
may be influenced by a client's power to demand audit hours for a reduced fee. To
generalize our findings, where audit hour data is available, we would encourage future
studies to test whether they find similar results. Finally, we do not control for audit
tenure/switch. The reason we do not control for audit tenure/switch is because the
Mandatory Audit Firm Rotation Policy in Korea mandated the removal of incumbent
auditors from 2003-2010. Thus, audit tenure/switch must be excluded to reduce the

potential of bias.
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