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This research investigates the effect of macro-economic factors on audit fees in two distinctive 

communal arrangements which is an addition to the limited amount of  literature related to this topic. 

Auditee and auditor characteristics related variables have been a part of several audit fee research 

studies unlike the macro-economic variables which are diverse in different settings, for which we 

wanted to test their effect on the audit remuneration. Following the footsteps of Leuz et al. (2003), 

investor rights, development of financial markets, concentration of ownership, legal enforcement and 

level of disclosure are all tested in two cross-country settings by generating one variable called cluster 

defining the macro-economic characteristics. Considering La Porta et al., (1998), Taylor & Simon 

(1999), Francis, Khurana, & Pereira (2001), Leuz at al., (2003) Vlek (2008) and Zhan (2012), we 

assumed that due to the aforementioned characteristics being stronger in common law countries causes 

the auditors to charge a higher fee. Moreover, it is also hypothesized that auditee and auditor related 

characteristics maintain a positive relationship when regressed with audit fees, as done in earlier 

studies. This research takes 2027 firm-year observations listed on both the German and UK stock 

exchanges from 2010-2016 (specifically those observations for which the audit fee data was 

represented). The outcome after truncating and conducting a regression analysis clearly showed an 

influence on audit fees, supporting the previous research studies that distinct common law arrangement 

causes an upward effect on the audit fees. Lower investor protection laws, level of disclosure, legal 

enforcement, less developed financial markets and higher concentration of ownership are all associated 

with code law setting. In addition, an interaction term was formed between leverage and size of the 

firm, based on an assumption that companies having a bigger brand name, more presence and a higher 

performance rate around the world can easily obtain financial debt, whether equity related or from 

banks which does not hold true, showing a negative impact on the audit fees. 
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1. INTRODUCTION: 

 

In the past few decades, transparency in the corporate sector has had an immense 

importance in attracting investors and also playing a role in protecting them.  When it 

comes to investors, they are seeking returns by capitalizing their money into firms by 

purchasing various options of financial instruments available in the market. In order 

for investors to invest in a certain firm, financial disclosures play a vital part in helping 

them understand the current financial situation of the firm. The growing of the 

corporate sector has required a need for efficient and authentic financial information. 

Moreover, accounting facts play a key role for businesses with achieving external 

financing (Mcknight & Manly, 2005). The main sources of accounting information 

produced by companies are represented in the form of financial statements. 

 

There are many different ways in which financing can be acquired for firms, some of 

the examples are: debt financing from banks, issuing stocks and creating ownership 

(Alexander & Nobes, 2001, P. 259). The accountability issue initiates from here when 

external financing is utilized. In addition to that, investors giving full authority to 

managers to fully consume the monetary source and run the company can create 

accountability issues as well (Messier, Glover, Prawitt, & Eilifsen, 2014).  

 

Investors expect certain rights that should be given to them so what they can choose is 

the best management practice that would benefit them and create a sense of security 

among them lending their money to corporations creating secured returns for 

themselves (La Porta et al., 1998). They found that individual rights received by the 

investors are predominantly related to the legal enforcement and jurisdictions found 

within a certain environment, hence stating that investor’s protection laws play an 

important role in external financing for example, a single investor being protected in 

Italy is not even close to how one might be protected in the United States which is why 

a difference in countries is apparently visible in financing corporations (La Porta et al., 

1998). 

 

One way of satisfying the lenders is by providing them with a proof which mainly 

states that their money is in safe hands, the company’s accounts are transparent and 

the recording of information is done by taking relevance and reliability into 
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consideration. In order to make meaningful decisions, information produced by 

accountants has to be trust worthy and should be meaningful and appropriate 

(Spiceland, Sepe, & Tomassini, 2007). This brings into the point where the concept of 

auditing comes into play. 

 

According to Watts & Zimmerman (1983), auditing is required in order not to have 

any conflicts between shareholders and managers. This conflict is developed because 

the aims of the manager and investors are not allied in a similar manner. Managers 

may take advantage of the financing, therefore taking decisions beneficial to them and 

may not act towards the good of the company which creates doubts and insecurity 

among the investors (Jensen & Meckling 1976). In order to disclose this proof and 

various other relevant information to investors and lenders, auditing has always played 

a vital part in the accounting field (Carey, Knechel, & Tanewski, 2013). 

 

Auditing provides an assurance that the information provided is legitimate and does 

not have any false side to it. According to Arens, Elder, & Beasley (2008), auditing is 

predominantly about gathering and assessing of the information, an investigation of 

the evidence on which the financial information is based on and creating a verdict on 

the correspondence between the two, taking a certain set of rules into consideration. 

An auditor tends to verify the financial information by evaluating evidence related to 

the information and that whether the information produced by the company is in 

accordance with the generally established criteria which is universally acceptable 

(Arens, Elder, & Beasley, 2008).  

 

According to Messier, Glover, Prawitt, & Eilifsen (2014), takin the expansion of 

corporations and the current state of world economy, it requires quite a huge demand 

of work form the auditors. Looking deeper into the recent trends within the market, 

investors usually trust the financial statements which are audited by auditors and 

especially those which are performed by the world renowned audit companies (Big 4). 

According to Eshleman and Guo (2014), audits which are performed by big audit firms 

are conducted in a way that a very high quality is maintained and less accounting 

restatements have been issued once they have been published. Moreover, a study 

comprising the US market clearly represented that Big 4 audit firms created higher 

quality audits as compared to other audit firms (DeAngelo, 1981).  
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Throughout history, it has been clearly seen that auditing has been an important aspect 

when it comes to financial statements and majority of the firms would like to take 

advantage of this service (Carey, Knechel, & Tanewski, 2013). In addition to that, it 

is required for all the listed companies to have their financial disclosures audited. 

According to the Securities and Exchange Commission’s (SEC) Form-10K, it is 

required by law for the listed companies to submit financial disclosures on a regular 

basis. Moreover, it is a must for them to have and submit audited financial statements 

(US Securities & Exchange commission, 2009). 

 

On the contrary, the cost and benefit side has to be taken into consideration according 

to the auditor for the service which is being provided. This analysis is evaluated when 

they decide how much effort has to be exerted in a specific audit engagement. SAS 

107 provides specific guidelines for auditors to help them with the audit risk and 

materiality which would allow them to plan the audit risk assessment in accordance 

with the Generally Accepted Accounting Principles (GAAP). The model, created by 

American Institute of Certified Public Accountants (AICPA) is highly recognized and 

well known across countries which helps to take hold of the key determinants of audit 

fees.  

 

A lot of researches have been conducted in the past regarding the explanation of price 

paid by the auditee to the auditor with respect to the services performed (Simunic 1980; 

Haskin and Williams 1988; Taylor and Baker 1981). Audit price, being charged, does 

have some meaning behind it, in other words, what is actually causing that price to be 

applied by the auditors. Usually, audit fees is the fee charged to the client for auditing 

its financial characteristics. Basic factors upon which the fee is charged are the amount 

of man-hours required, the kind of service demanded by the auditee and also the 

employees assigned to perform the audit service (El-Gammal, 2012).  

 

Throughout the previous researches, authors have found numerous determinants which 

have an effect on the audit price. Moreover, audit fee premiums by the top class 

auditors around the world have been observed by many researchers in the past 

(Craswell, Francis, and Taylor, 1995; Defond, Francis and Wong, 2000; Chan, 

Ezzamel, and Gwilliam, 1993). On the other hand some of the authors have denied of 

any existence of such kind of premiums (Seetharaman, Gul, & Lynn, 2002; Chaney, 
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Jeter, and, Shivakumar, 2004). On the whole, the query which raises is about the 

factors which causes these auditors to charge a higher price in some environments than 

others, leading us to a cross-sectional study of audit fees and different factors effecting 

it. 

 

Determinants of audit fees has been one of the very famous topics in the field of 

auditing and has been researched rigorously in the past by Simunic (1980), 

Seetharaman, Gul, & Lynn, (2002), Chung & Narasimhan (2002), Taylor & Baker 

(1981), Francis (1984), Firth (1985), Hallak & Da Silva (2012) and many more. The 

determinants are the basic factors which have a direct effect on the audit fees based on 

the features related to client and auditor’s characteristics (El-Gammal, 2012). The 

factors which generally have an effect on audit fees which neither the auditor nor the 

auditee has a control as well, are known as the macro-economic factors or institutional 

factors which has had less consideration from the researchers in the past La Porta et 

al., (1998) Taylor & Simon, (1999); Francis, Khurana, & Pereira, (2001); Choi et al., 

(2008).  

 

In order to know what determinants have been playing a role, two main ways have 

been used rigorously in several studies. Researches from the likes of Simunic (1980), 

Morgan & Stocken (1998) have used their own customized experimentations/surveys 

which are quite hard to imitate in normal life situations. In addition to this, Simunic 

(1980) came up with a statistical regression model which utilizes publicly available 

data, known as the cross-sectional audit fee model, in order to understand the 

determinants. The basic model is being used but keeps getting modified by various 

researchers according to different criteria related to their studies (Taylor & Simon, 

1999; Seetharaman, Gul, & Lynn, 2002). Moreover, the researches done in the past 

have mainly focused on individual countries due to the lack of country based financial 

information being openly available to everyone (Taylor & Simon, 1999). 

 

The ground breaking study of La Porta et al. (1998) portrayed the relationship between 

the macro-economic factors and the differences in the financial systems around various 

countries. Firms around the world face different economic factors and the same applies 

to the auditors as well. They explored as to why some of the countries are benefiting 

from an efficient financial system as compared to the rest. La Porta et al. (1998) stated 
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that variance in the financial systems is explained by the level investor protection, how 

the law is enforced and protects the investor against insider wrong doings and the 

nature of the investors present in a certain environment. They mentioned that the kinds 

of rights received by the investors are mainly dependent on the legal laws of the 

country which also shapes up the level of investor protection and concentration of 

ownership.  

 

Taylor & Simon (1999) conducted a cross-sectional study to investigate the effects of 

macro-economic factors on the audit fees charged. They alongside Seetharaman, Gul, 

& Lynn (2002) explored the effect of litigation propensity with disclosure 

requirements and regulatory requirements. There was significant amount of evidence 

to prove that all three factors helped increasing the audit fee. Another study done by 

Chung & Narasimhan (2002) tends to research the difference between audit fees 

among countries with differences in level of development and different industries. 

They state that companies in developed countries pay a higher audit fee. Moreover, 

Choi et al. (2008) conducted a similar cross-country study in which they investigated 

the effect of legal regimes shifting from one country to another and observing the effect 

on audit fees which clearly showed that audit fees tends to be higher within countries 

having a strict legal system. In addition to this, Big 4 auditors charge a higher price 

than non-Big 4 in high litigation environment (Choi et al., 2008). 

 

The countries which this study will focus on are Germany and The United Kingdom 

(UK) which means taking the two most famous legal arrangement settings into 

consideration. The reason for choosing these two countries respectively is that they 

belong to different backgrounds when it comes to legal regimes and both of them have 

a rich history behind them belonging from civil and common law, respectively.  

 

Moreover, another aspect to this research would be testing whether legal systems do 

have an effect on the audit fees charged by the auditors and if so then which of the 

following legal systems tend to charge a higher fee because the legal regime of a 

country does have an influence on the pricing of audit (Choi et al., 2008). The plausible 

explanation that could cause the fee to be higher has been discussed and they along 

with many other macro-economic factors could explain the variance among different 

environments. According to La Porta et al. (1998), different companies operating in 
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different environments face differentiated circumstances and deal with various 

economic environmental factors which do have an effect on auditing. Focusing on the 

legal system is an important aspect because the institutional or macro-economic factors 

are highly dependent on the type of legal system present in a country.  

 

1.1. Purpose of the study 

 

When auditors perform their duty which they promise, they charge a specific amount 

of price which is paid by the auditee to the auditor. The price which the auditor sets 

can comprise of various factors, according to Francis (1984), some of the most 

common determinants of audit pricing are: company size, company leverage, auditor 

quality and level of corporate governance. In addition, accounting profession itself 

very much has an influence of the legal systems in which it belongs to (Altintas & 

Yilmaz, 2012). 

 

Previously mentioned factors are some of the determinants of audit fees which have 

been rigorously investigated, what has been lacking is the effect of different legal 

systems on audit fees, hence an insight on the macro-economic dynamics. La Porta et 

al. (1997,1998), Taylor and Simon (1999), Francis, Khurana, & Pereira (2001), Choi 

et al. (2008), Zhan (2012) and Vlek (2008) have investigated the effect of legal regimes 

on audit fees because when it comes to legal systems, different economic  

environmental factors tend to exist in every setting which have not received much 

attention earlier. The purpose of the study is to find out if there is a relationship 

between audit fees charged and the distinct legal systems in which auditors operate. 

Moreover, every different setting has a distinct set of economic environmental factors 

and this study will focus on the effect caused by these factors. Seminal work of La 

Porta et al. (1997, 1998) which highlights the investor protection framework will be 

vitally considered in this study. This research will be the basis of previous empirical 

work conducted by Taylor and Simon (1999), Francis, Khurana, & Pereira (2001) and 

La Porta et al. (1997, 1998).  

 

Furthermore, the findings from this thesis can be useful for audit firms when going 

through audit procedures in countries from different legal systems and helping them 

understand the effect of legal systems while determing the audit fees. Comparision of 
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atleast two countries is required in helping us understand the differences among the 

segregated legal systems. 

 

1.2.  Organization of the study 

 

This research is divided into seven parts, the following parts would give an overview 

about the different legal systems and the technicalities related to them. Chapter 2 deals 

with the need of auditing in the corporate world and previous cross-country researches 

related to it. Chapter 3 explains the accounting infrastructure in both the legal systems. 

In chapter 4, the hypotheses will be introduced and explained. Chapter 5 will explain 

the research design followed by results of the study and conclusion in chapter 6 and 7, 

respectively.   
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2. DYNAMICS OF AUDITING  

 

2.1. Auditing and its economics 

 

The history of auditing goes back to the time when even Securities and Exchange 

Commission (SEC) 1934 law for firms to have an extensive set of financial statements 

was not passed in the US. Moody’s Manuals report that more than 80% percent of the 

New York Stock Exchange (NYSE) listed firms were audited as early as 1926, this 

percentage exceeded the 90 percent mark (Wallace, 1980). Apart from the all 

requirements that came into existing with NYSE helping the AICPA board which sets 

standards for both auditing and professional ethical requirements for certified public 

accountants, companies back in 1880s and 1890s voluntarily opted for their firms to 

be audited (Wallace, 1980). 

 

Nowadays, it is a must for firms in almost all regulated environments to publish the 

current financial situation on paper for public good and of course mandatory by the 

law. It is apparent that large amount of organizations, whether public or private, are 

being audited, spending a vital amount of their budgets on this service in lieu of 

competing or investing it back into the business (Wallace, 1980). The demand for 

auditing in both regulated and unregulated environments has been clearly visible and 

whether a company is listed or is a government related agency, the need of it has been 

catering to a diverse population who are interested in these firms (Wallace, 1980).  

 

According to Messier, Glover, Prawitt, & Eilifsen, (2014), demand for auditing arises 

automatically when a principal-agent relationship comes into existence. It is stated 

that, back in the early days, auditing was not a focus subject for entrepreneurs as 

majority of the businesses were solely operated. It was the time of industrial revolution 

when businesses started to expand rapidly and owners were unable to solely control 

their enterprises as well as the need for external financing was awaken which led to 

several owners having a share and eventually controlling the business. At the same 

time, owners gave managers the responsibility to run day to day tasks and act as the 

supervisory body for the firm and its assets. Information asymmetry is a concept in 

which one party is inclined to have more information than the other in which case the 
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managers hold more information and have access to all sorts of insights about the firm 

whereas the owners do not.  

 

But why is auditing so important for an individual and what value it holds is explained 

using four different hypotheses which Wallace (1980) has stated that covers different 

perspectives of various users: 

 

1. Rational expectations: is an economic concept which states that people cannot 

be fooled twice and they learn from their mistakes. Taking the principal 

(investors) –agent (managers) relationship into consideration, this idea is about 

principals not being uninformed and utilizing intelligently all sorts of 

information that is available out there which is material (effects the decision 

making process). Investors are merely scared about managers not using their 

funds efficiently, expecting the agents to act selfishly, and be able to expect 

and bear the costs which may incur if the interests do not match. In return, the 

investors can influence the remuneration being offered to the agents leading us 

to relate the need of auditing from the agent’s viewpoint being much more 

inevitable. 

2. The agency relationship: investors do not trust the managers upon acting on 

their best interest as both parties have different aims to achieve (conflict of 

interest scenario). If the manager is spending the funds in an incorrect way, 

they can easily expect the principal influencing the wages given to managers 

in order to save themselves from any unexpected circumstances (unnecessary 

spending on office equipment for luxury and other non-efficient reasons). From 

the scare of having the principals allowing their funds to be used for operational 

audits, which in return reduces the remuneration of the agents and to avoid 

such a circumstance, it is easier for managers to have the financial statements 

audited rather than to approach every investor to approve the information. 

3. The monitoring hypothesis: it states that financial statements are published in 

order to show the constant performance of a firm. Information from these 

statements can be used in various ways to check the stability and profitability 

of the company. There are of course all kinds of informational benefits for both, 

agents and principals when disclosing the financial information but there might 

be cases when the shareholders do not trust the numbers published in these 
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statements which creates skepticism leading to them seeking loss 

compensations, in this scenario the best solution is to make the financial 

statements audited and assured by auditors to clear the doubts away.  

4. Information Hypothesis: this idea is about providing valid information because 

it is required by the investors to use such financial information in order to 

decide upon their investment decisions and auditing the financial disclosure 

confirms the authenticity of the information. 

 

The above mentioned hypotheses were the plausible explanations behind why audits 

take place from a manager’s perspective. Another reason which makes the managers 

think about having an audit is the worry of management and auditors being exposed to 

liability. Both the auditor and the auditee are liable to any sort of damages caused to 

the third parties by their negative influence on the financial statements for personal 

gains (Wallace, 1980). 

 

The purpose of auditing according to Messier, Glover, Prawitt, & Eilifsen (2014) is all 

about giving value and assurance to the financial information created by the managers. 

Owners investing their funds into the business need results and outcomes on the 

performance of the managers who are the ones appointed to take care of their funds 

and the company’s assets. The agents hold more information than anyone as they are 

the ones who have the best knowledge about internal issues. They are the ones who 

have to report their own work on paper and there is high chance of manipulating of 

information to take place as expected by the owners which in return causes a downfall 

of the funds invested. The auditor’s main job here is to be a monitor and to check 

whether the information disclosed does not hold any material misstatements or 

information risk.  

 

Chow (1982) conducted a research observing the demand for external auditing. They 

also take firm characteristics from the likes of leverage, size of the firm, and the 

number of debt contracts a company holds as well as the percentage of company 

ownership by the managers. Chow (1982) took a sample of 165 NYSE companies. He 

utilized the principal agent theory to observe the incentives gained by firms being 

catered by external auditing. It was found that one of the vital reasons to make use of 

the audit service is to avoid the conflict of interest which arises between agents and 
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principals, similarly mentioned by Messier, Glover, Prawitt, & Eilifsen (2014). 

Moreover, leverage and the number of debt covenants were also the reasons leading to 

a result of an external audit. 

 

Abdel-Khalik (1993) studies the demand for auditing required by the private firms. 

This study takes the loss of control and possible moral hazard risks into consideration 

when the structure of organizational hierarchy extends leading to owners not fully able 

to observe their own company and employing subordinates to do so. The results clearly 

show that a need for the demand of auditing due to loss of control risk was predicted 

by the owners of the private firms. 

 

Haw, Qi, & Wu (2008) studied the importance of voluntary auditing decisions taken 

by firms in China. They studied the trend of firms having interim reports being audited 

voluntarily and observed the investors behavior towards valuing the earnings reported. 

They took almost 2500 interim reports into consideration from the years of 1999-1996 

and saw a positive effect of voluntary auditing on number of shares traded, size of the 

company and profitability. Their research was in line with the extant literature on 

managers benefiting from external auditing to increase the credibility of the financial 

disclosures. 

 

On the other hand, Simunic (1980) considers auditing as to be part of the disclosed 

financial information system which makes auditing act as a ‘public good’ which has 

substitutes and complements at the same time. In contrary, the original benefit from 

an audit actually depends on the costs and benefits received by the auditee themselves 

which also involves staying away from any legal liability issues, is to be seen as one 

of the benefits accounted. Moreover, many regulatory authorities require firms to have 

their financial disclosures audited.  

 

2.2. Previous studies on determinants of audit fees 

 

In order to understand the technicality behind audit fees charged, we will rely on the 

extant literature available on this topic. It is understandable that numerous amount of 

factors have been previously studied but here we will try to cover some of the major 

and important factors taken into consideration. There have been various studies done 
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in the past in order to understand the reasons as to why there are differences in audit 

fees.  

 

Some factors are found very prominent in every research and explain the audit fee 

differences (note that here we are talking about micro-economic factors as our research 

is inclined towards macro-economic factors). According to Taylor & Simon (1999), 

the factors that have been previously discussed in various studies are known to be as 

the micro-economic variables which explain the auditee’s features engaged in an audit 

process. Some of the variables included in their study are firm size, amount of 

receivables, inventories, complexity of the firm and the type of industry. 

 

Gist (1992) conducted a study using a multi-regression model to understand the 

variability in audit fees in the US. He took factors related to auditee size, complexity, 

auditee risk and some regulation factors as well as auditor size related traits. Majority 

of the variables tested were significant enough to support the variation in external audit 

fees charged as seen in the previous micro-economic factors related studies. He found 

that, the higher the amount of assets and the number of subsidiaries (also being a 

consistent variable in previous studies) a company is holding (auditee size) leads to a 

higher audit fees. Size is considered to be one of the most descriptive variables when 

it comes audit fee research (Francis, 1984; Firth, 1985; Pong & Whittington, 1994). 

Auditee risk is another vital determinant which has explained variability in the audit 

fees. In addition, previous studies have reasonably shown that the more complex a firm 

is, the longer it takes to audit (Simunic, 1980). Hay et al. (2006) conducted a meta-

analysis study revealing that out of 33 variables previously used in audit fee studies, 

80 percent of them are positively related with audit fees.  

 

Audit failure, being a worry for the auditors, lets them use an ‘audit risk model’ to help 

plan the audit work and have an idea as to how much effort needs to be exerted, which 

is considered as a norm before starting any audit engagement proceedings. One can 

expect to have a higher audit fee in return of a higher auditee risk. A plausible 

explanation of charging a higher price can ideologically be explained as a premium 

charged by auditors if in case they face any litigation issues i.e. insurance premium. 

Gist (1992) took return on investments (ROI from here onwards) and the amount of 

long term debt an auditee is holding, part of the capital structure. He found that a 
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company with a lower ROI and higher long-term debt will lead to a higher audit fees 

implying auditee’s business riskiness has an apparent effect on audit fees charged by 

the audit firm. 

 

Higher audit fees is associated with higher auditor quality. In the meta-analysis 

conducted by Hay et al. (2006), auditor quality has been a part of various studies and 

it has been rigorously studied but mainly represented by three distinct proxies: a 

dummy variable used for audit firms classifying them as Big 8/6/5/4, using Price 

waterhouse (PWC) specific data and thirdly taking the auditor’s specific industry 

related expertise into consideration. The outcome showed that more than 50 percent of 

the studies had a positive relationship, hence associated with higher audit fees with the 

Big 8/6/5/4 classification to be the most effective one. 

 

Inherent risk causes audit fees to increase (Hay et al., 2006) due to the certain parts in 

an audit engagement requiring more detailed attention and efforts which brings us to 

the certain kind of assets known as receivables and inventories. The amount of 

inventories and receivables stated in the financial disclosures is always taken very 

seriously. According to previous literature (Simunic, 1980; Francis & Simon, 1987), 

the valuation of receivables and inventories is quite subjective, dangerous to audit 

engagement and needs to be dealt very carefully, if not, can easily cause an audit 

failure.  

 

2.3. Cross-country determinants of audit fees 

 

There has been less research done when it comes to studying the determinants of audit 

fees in a cross country perspective. A cross-sectional study covering 12 countries 

across 5 different industries was conducted by Chung and Narasimhan (2002). Their 

study extended the audit fee model by studying three new variables making their study 

a bit distinctive from others. The main variables which they introduced were the 

developing stage of the country as well as the industry specific information. They 

wanted to see whether a difference is apparently visible of audit fees charged to a 

developed country than to less develop one.  Moreover, they also studied as to which 

industry type is usually charged with a higher audit fee than the others and for that, 5 

different industries are taken into consideration. By taking 5 year data from the 
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company’s annual disclosure on the audit fees paid, they found that audit is usually 

higher for the countries which are more developed than in the other case. Their 

prediction about a difference in the socioeconomic level could cause the change in 

audit fees turned out to be correct.   

 

In addition to this conclusion, they found that auditors charge comparatively less for 

their audit service in the manufacturing industry as compared to the other industries as 

they predicted that all the audit techniques, rules and even teachings at the university 

takes the manufacturing industry into consideration for which a lower chance of 

premium is less likely to be charged. Moreover, their third hypothesis where they 

predicted about the Big 6 auditors charging a higher fee was also concluded to be true. 

 

Moreover, very less studies have taken the economic and political environment’s 

effects on the price of the audit conducting a cross-sectional analysis. Seetharaman, 

Gul, & Lynn (2002) studied the relationship between level of litigation risk in a certain 

environment and its impact on audit pricing. They examined if the UK based 

companies listed on the United States (US) stock exchange were paying a higher audit 

fee because they were listed in the US stock exchange which made them a bit more 

risky as compared to their UK based competitors. They also checked the scenarios 

when it comes to the UK based companies listed in Canada, which was not as similar 

the case in the US, which explained the point of the level of litigiousness in different 

environments having a different outcome.  

 

Taking all the vital studies into consideration, macro-economic determinants have not 

received much attention from researchers around the world as compared to the 

rigorously researched micro-economic determinants and their effect on audit fees. This 

study is focusing on the effects of the actual environmental settings on the audit fees. 

Previous studies have either focused on one kind of communal arrangement (common 

law) due to the availability of data (Taylor & Simon, 1999) or involved many other 

factors alongside testing the effect of the communal arrangements. This study will be 

focusing both on the macro-economic and micro-economic factors and will try to 

create a replication of previous studies which would help in increasing the literature 

on this topic by taking the U.K and Germany’s environmental settings into 

consideration.  
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3. LEGAL SYSTEMS AND ITS ECONOMIC DIFFERENCES 

 

There are various different countries around the world and each of them tends to have 

a different structure of government in which they are ran. Although every country is 

ran in a different manner, the legal systems which are being followed can be 

categorized. These legal arrangements which tend to exist in today’s world have quite 

a history behind them and when taking the field of accounting into consideration, it 

has an immense relationship with different legal systems. Distinct legal systems have 

differentiated accounting practices, some of the factors which cause the differences in 

accounting practices, according to Choi and Meek (2011) are: sources of finance, legal 

systems, taxation, political and economic ties, inflation, and level of economic 

development, educational level and culture. Culture and the environment of the 

country, lenders of financial resources, taxing systems, inflation and other external 

factors could cause difference in accounting practices. 

 

Taking the above factors into consideration, every country’s practices are different and 

have an association with other countries. According to Seidler (1967), some countries 

around the world are pioneers in creating accounting practices from which others 

usually tend to follow them. For example, Indian and the Australian accounting 

systems are highly influenced by the English accounting system due to strong 

historical and political influences which existed in the past.  

 

When it comes to auditing, it usually tends to play quite a vital role in providing 

assurance services for financial statements so that they can be relied upon and 

decisions can be made by investors and owners. According to Epstein and Geiger 

(1994), audit has been very useful when it comes to the investors in the financial 

reporting aspect. Moreover auditors have been expected to provide audits and 

assurance services for various purposes. Audit itself has evolved throughout the years. 

Earlier in the 1900s, it was mainly used to detect fraud and insider issues that were 

done purposely. As time has passed, in the late 1990s, the role shifted and all the 

amounts of transactions that were concerning were assured (Epstein & Geiger, 1994). 
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The next section will address and elaborate the most common legal systems around 

the world and the countries which have been taken into consideration are Germany 

and the United Kingdom because they both have a long history of Code and Common 

law, respectively.  

 

3.1. Brief history of legal systems 

 

According to Glaeser & Shleifer (2002), the kinds of legal systems which have been 

used extensively in literature are Code (civil) and Common Law. Common law, 

according to the Robbins collection (2014), states that it came into existence in 

England and was spread among different British colonies around the world. Common 

law is mainly based on precedent which means that it is heavily dependent on the 

decisions made by the judiciary and tends to follow them whenever there is a similar 

scenario. This kind of law is not based on any codes or statutes. (The Robbins 

collection, 2014). Some of the characteristics of Common law, according to “World 

Bank", (n.d.), no rules or codes are written and followed precisely, the courts which 

tend to make decisions can be overturned by the same court, making some different 

decision earlier. To sum it up, everything is eligible to be used until something is 

considered illegal by the law. The countries which fall into the Common law category 

are the likes of, United States, Australia, Canada and New Zealand (Habib, 2007). 

 

The second most famous legal system which is in contrast of the Common law is very 

famously known as the Code law or the civil law. This kind of law follows a system 

that is in an ordered form and has its roots generated from the Roman law (“World 

Bank”, n.d.). According to Foster & Sule (2010), countries which are under the code 

law traditions get influenced by different kinds of codes which includes, criminal law, 

commercial law and Roman law defined civil law. Moreover, according to the “World 

Bank" (n.d.), countries which belong to this category were either colonies of Germany, 

The Netherlands, France Spain and Portugal or territories which involved parts of the 

South and Central America.  
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In comparison with Common law, Code law is completely codified. Civil law countries 

have a complete guideline for codes that are used in legal based scenarios. There are 

three kind of categories of laws and the codes are distinguished using these three 

categories (The Robbins collection, 2014):  

 

 substantive law: deal with criminal related procedures 

 Procedural law:  used to determine whether an act is considered to be criminal 

offense or not.  

 Penal law: decides on the kind of penalty appropriate to a scenario 

 

Countries which fall under this legal system have its corporations having a close bond 

with financial institutions such as banks. Financial accounting is legit and its practices 

are extremely conservative. Furthermore, accounting was mainly created to satisfy 

government related formalities nor to fulfill creditor’s decision making skills (Altantis 

& Yilmaz, 2012). One of the vital differences found among these two prominent laws 

is that the code law legal system is found to be inflexible than a common law legal 

system (“World Bank", n.d. ) 

 

Hereafter, the following sections would analyze each of the country, thoroughly, 

explaining about the accounting system, tax system and the auditing practices that have 

been going on. 

 

3.1.1. Germany and its legal system  

 

German Civil code (AKA Bürgerliches Gesetzbuch) is the codified private body of 

law that came into existence in the 1900 and then there after gone through some 

modifications is still existing (Britannica, 2015). Germany belongs to one of those 

countries which has been following the Code law systems from numerous years. 

According to Foster & Sule (2010), Germany’s legal system has quite a lot of influence 

from the Roman laws which was embraced and found to be fairly extensive. In addition 

to that, it also has some influence from the organization that took place early in the 

19th century as well as the changes done in France. Finally, it was also prejudiced by 

the reorganization of Germany which was done after the major historical event of 

world war two (Foster & Sule, 2010).  
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German Legal system is part of the central-European countries of legal systems, 

mainly represented by the civil law countries. Countries adopting civil law mainly 

have five types of codes which are an essential part of the legal system involving civil 

law defined by the Roman law, criminal procedural law, commercial law, criminal law 

and civil procedural law (Foster & Sule, 2010).  Moreover, Germanic legal system, 

involving Austrian, German and Swiss legal systems has influenced Greek, Japanese, 

Turkish and Brazilian law including the Czech Republic as to be the most recent 

follower of Germany’s legal system (Foster & Sule, 2010). 

 

On the other hand, the distinction dividing the civil law and the public law was much 

more clearly visible as compared to now. Greater power was represented by the state 

when it came to public law which is basis of the dissimilarity between the two laws. 

Public law was way much stricter and rigid than private law and believed in having 

tough rights among the state and individuals as compared to the private law which was 

considered to flexible and gave an option to the parties to decide upon as to how the 

relationship should be governed. The areas covered by the public law was 

administrative law, constitutional law, criminal law, procedural law, revenue law, laws 

controlling political parties, international law and so on (Foster & Sule, 2010). 

 

Comparing the German legal system in terms of the U.K system, it has been said that 

there tends to exist major changes between the two systems, when it comes to basic 

principles and the law based theories (Foster & Sule, 2010). Although, it fairly is 

noticeable that laws of both of these countries seem to be converging due to being 

members of the European Union, high importance given to case law as well as statutes 

being merged in the U.K law (Foster & Sule, 2010).  

 

3.1.2. U.K and its legal system  

 

The UK alongside with Northern Ireland has 4 countries altogether creating three 

segregated jurisdictions; Scotland, England, Wales and Northern Ireland. In 1801, UK 

was created by involving Ireland and Great Britain but it was only 1922 when it got its 

current state with the creation of Republic of Ireland (Carter, 2005). Later on, they 
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tend to join the Economic union of the Europe in 1973 and in 1997 there had been 

legal improvements which had quite an influence on legal system of the UK and made 

the previous reforms obsolete (Carter, 2005). Taking the U.K constitution law into the 

consideration, it mainly consists of statute law and case law and that judicial precedent 

is used by judges in the courts. Moreover, no written form of constitution is formed 

and that the queen is considered as the in-charge of state although all the authority is 

given to the party in-charge (Carter, 2005).  

 

It is recognizable to know that UK was the main founder of the kind of legal 

arrangement which is known as Common law. According to Nobes & Parker (2010), 

Common law, which instigates from England, can be found running in a similar 

manner in many other countries such as the U.S, Ireland and India.  

 

When talking in general, any country’s legal system has quite a substantial effect on 

the accounting or the financial system of any country (Nobes & Parker, 2010). 

According to Černe (2009), there are different factors which could cause an effect on 

the accounting system of which one of the factors is the legal system that shapes the 

accounting system and has an influence as to how it is developed and functions. 

 

3.2. Accounting systems in Code and Common law regimes 

 

Accounting systems vary across the world and no two countries have similar 

accounting systems other than UK, Ireland as well as US and Canada. When it comes 

to differences, they could be either minor or major changes for e.g. valuation methods 

for assets. Moreover, differences can also be found when it comes to disclosures and 

measurement rules and the types of information demanded and how precisely it is 

measured (Roberts et al., 2005). 

 

It has been known in the past that, no matter what country is there, there are always 

few factors which are inclined to have an effect on the county’s accounting system. 

According to Roberts et al. (2005), accounting system is a result of a difficult process, 

it does not only falls under the influence but also has an influence on some factors up 

to a certain extent. These factors can be either external or internal factors related to a 

country. According to Roberts et al. (2005), educational systems, political systems, 
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governmental, tax and legal systems hold quite an importance towards the molding of 

the systems. In addition, external factors, country’s historical roots as well as the 

culture can also have an effect on the accounting system (Roberts et al., 2005; Černe, 

2009). According to Fülbier & Klein (2013), financial accounting has a lot to do with 

the traditions of a society or country, the actual institutional settings alongside the 

natural way of thinking and the basic ideology behind the country. Different political 

systems exist around the world and this difference is clearly visible when it comes to 

organization of the economy which surely creates an influence on the role and 

objectives of the way accounting procedures are performed (Roberts et al. 2005). 

Moreover, government’s level of control of the economy and the certain ways it deals 

with things will also have an effect on the controlling and the regulating of accounting 

(Roberts et al. 2005). 

 

Two distinctive approaches have been mentioned by Roberts et al, (2005). If the 

government tends to believe in the ‘hands off’ approach, less strict accounting rules 

and restrictions will be applied by the state, companies and firms would decide what 

to report and what not to report. If on the other hand it believes in the ‘hands on’ 

approach, government will take appropriate care of the rules of accounting and 

applying them because accounting information would be essential for the government 

to plan and control the corporate performance (Robert et al., 2005). Another important 

aspect influencing the accounting aspect of any economy are the types of business 

organizations existing. Roberts et al. (2005) have mentioned two factors, complexity 

of businesses and the structure of the industry in a country, both happen to have an 

impact on the accounting rules and regulations. 

 

Since the legal systems are divided into two specific categories, code and common 

law, both of them influences the accounting system in a different way. In Code law, it 

is a standard procedure to find accounting standards to be codified, therefore 

accounting rules are incorporated into national legal laws and are found to be highly 

inflexible and technical to be followed (Choi & Meek, 2011). Due to the fact of the 

rules being found in codes, they are tend to be followed more precisely by different 

corporations around the country to maintain standardized business performances 

(Roberts et al., 2005). In addition, regulations are also set and maintained in a way to 

protect the stakeholders which are external to businesses, mainly the creditors and the 
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tax authority. Shareholders are not given much of an importance because most of the 

businesses in code law countries are not listed and do not consist of much of external 

shareholders. When it comes to the financial statements, it is required for every 

corporation to produce financial disclosures according to the standards and that tax 

authorities requires them as well (Roberts et al., 2005).  

 

On the other hand, Common law deals with the accounting system in a unique way. 

Shareholders are highly protected and have stronger protection laws which leads to 

immensely developed financial markets (Roberts et al., 2005; La Porta et al., 1998; 

Francis, Khurana, & Pereira, 2001). Another research studied the effect of legal 

systems on accounting systems and found that common law related countries have 

more well-timed and transparent accounting systems which also leads to the increase 

in demand for auditing in these countries (Francis, Khurana, & Pereira, 2001).  

 

In Common law systems, accounting standards and procedures are mainly developed 

by organizations operating in the private sector. One of the advantages of this is that it 

gives an opportunity to be more creative and tend to come up with standards which are 

easily adaptable. In Common law countries, accounting performed mainly 

concentrates on the economic element. For example, under common law, leases are 

capitalized but are not under code law (Choi & Meek, 2011). 

 

Generally, a country’s accounting and financial disclosure system is a part of its 

financial system and more generally a vital part of its economic infrastructure 

interacting with other systems such as the equity and credit market as well as corporate 

governance (Leuz & Wüstemann, 2003). Accounting system plays a vital role in the 

economy and fulfills the need of the important stakeholders within an economy and 

puts an obligation to understand a country’s financial accounting system. Ownership 

concentration, structure of governance and different ways of financing are all impacted 

by the accounting system of a country (Leuz & Wüstemann, 2003). In our research, 

accounting systems of two specific countries belonging from segregated legal systems 

will be examined and compared as to how they differ from each other.  
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3.2.1. Accounting system in Germany 

 

The environment of auditing and accounting seen in Germany is quite different as 

compared to the commonwealth group of countries. According to Nair and Frank 

(1983), Germany tends to have the best measurement and disclosure practices as 

compared to the other major parts of the world including Commonwealth group of 

countries and US. Another important feature which made Germany different from 

other countries is the legal system having a great influence and playing an important 

role in shaping the accounting system (Simon, 2005). 

 

Earlier in the days, accounting rules and basic principles can be rooted from the 

seventeenth to the nineteenth century and that the French Code de commerce and 

Ordonnance de Commerce have heavily influenced the German accounting culture 

that even the first Commercial code for Germany (which published in 1861) had many 

similarities with the French commercial code in the field of accounting. German 

accounting principles and assumptions, which are still part of the accounting system, 

came into existence in the nineteenth century. The responsibility for the creation of 

such assumptions were taken up by the lawyers because it was considered to be as part 

of law. Accounting is still considered to be a part of the legal framework and dealt 

with a legalistic approach (Haller, 2003).  

 

Although Germany falls into the Code law category, it certainly has a part of the 

accounting rules which are known as to be uncodified called Grundsätze 

ordnungsmäßiger Buchführung or GoB. Such accounting beliefs are produced from 

various sources such as rulings from court, professional auditing institutions and 

common practices of accounting. In addition, all the regulations which are not part of 

the codified system are formed through practices conducted in accounting field. These 

set of rules are not mandatory to be followed but surely hold a potential to cause an 

influence in an on-going development of wide-ranging accounting rules in the German 

corporate environment (Haller, 2003).  

 

Moreover, as accounting standards are harmonizing around the world, the Germans 

created their own unique committee to deal with such matters known as the Deutsches 
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Rechnungslegungs Standards Committee or DRSC (German accounting standards 

board, GASB, in relation to the US based FASB). This board consisted of experienced 

individuals who were retired industrialists, financial and accounting institution agents 

who mainly helped with the creation of new German accounting standards and worked 

towards the harmonization of these standards with the general standards around the 

world as compared with the US and the UK (Haller, 2003). Although, it took a 

longtime for proper standards to be formed, suiting the businesses in Germany, it was 

no later than 1986 when a proper merger of all the effective accounting principles and 

standards was conducted in the third edition of Handelsgesetzbuch (HGB AKA 

German commercial code) which became the major source of codified accounting 

rules (Haller, 2003). 

 

Financial accounting in Germany is not solely fulfilling the purpose to be capturing a 

specific kind of audience. The model on which the financial accounting is based on 

tends to serve different stakeholders from the society. There are three main broad 

objectives for the purpose of financial accounting, which are: stewardship, income 

calculation and information providing (Haller, 2003). According to Haller (2003), 

disclosing of information is considered to be a highly important aspect with in a society 

especially if Common law countries are taken into consideration (UK and USA). 

Whereas Germany is concerned, it does not hold much of an importance as it does in 

other societies.  
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Figure 1. Structure of accounting regulation in Germany (Haller, 2003). 

 

      Accounting regulation in Germany 

 

 

 

  

 Codified law Uncodified law  

 

 

 Commercial law Tax law Principle of proper  DRS 

                                                                                                                          Accounting 

 Government/parliament  

    

     Accounting practice courts 

 

German accounting has usually been dealt with great attention, taking measures that 

highly protect the creditors and has a tendency of decreasing the dividend payouts 

(Leuz & Wüstemann, 2003). Germany’s industry has always been financed by the 

banking sector which influences the financial disclosures, inclined more towards the 

banks than the shareholders (Crampton et al., 2001). The main purpose behind the 

strong creditor protection has to do with the long history from the early days where 

accounting was mostly used for showing profitability of companies and for risk 

analysis by creditors. Therefore, balance sheet has been considered as one of the most 

important financial statements, portraying complete details of assets and liabilities 

related to the firms (Haller, 2003).  

 

One of the aims of the accounting is not to disclose information to the public but to 

enhance financial relationships with creditors by distributing less to the shareholders 

DRSC 
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and promoting internal financing options. In addition, insiders tend to have an edge 

when it comes to financial information and have more vital information than the 

outsiders (Leuz & Wüstemann, 2003). Another important feature which makes 

German accounting system to be different than the UK accounting system is that it has 

more of an effect from their tax rules and regulations (Crampton et al., 2001). For 

example, the financial statements which are produced do not hold any difference 

whether disclosed in company reports or for tax purposes (Choi and Meek, 2011).  

 

Due to the world becoming a more globalized place, previous German setting has 

witnessed some major changes in their infrastructure of accounting. These reforms are 

more directed towards Germany being transparent when it comes to accounting 

disclosures to shareholders and potential investors. The main reason behind this 

change are the imports drastically increasing then only exports as it used to be 

previously. When a country experiences such circumstances, traditional sources of 

finances are not enough (Leuz & Wüstemann, 2003).  

 

Germany had to play by the rules in compliance with rest of the world because of a 

different approach being highly practiced when it comes to disclosing information to 

shareholders. Further with the contemporary side of accounting in Germany, in 

response for the pressure enforced by multinationals, a new act allowed listed firms to 

make use of internationally accepted principles of accounting instead of the German 

GAAP. This bold decision was made in order to help the German multinationals to 

easily gain capital by making their way to the equity markets around the world (Leuz 

& Wüstemann, 2003). 

 

3.2.2. Accounting system in the UK  

 

There has been a tradition of professionalism when it comes to accounting practices 

with in the UK. Basic sources of accounting standards are found to be two which are 

the companies’ law and the profession of accounting itself (Choi and Meek, 2011). 

Firstly, company activities and doings are highly regulated and ruled by ‘companies 

acts’ (Choi and Meek, 2011). Statute laws and accounting regulations have been set 

and bound people to follow them correctly and in a precise manner but an accountant’s 

judgement as well as the accounting profession itself is highly important when it comes 
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to the applying of those requirements correctly. The profession is highly established 

and well known and that auditing of companies is taken seriously which holds a high 

requirement. Moreover, tax law is dealt in a different way and is separate as compared 

to accounting laws and regulations (Roberts et al., 2005). 

 

In the 1800s, the very first famous Companies Act was formed which mainly set the 

rules for the formation of companies. In addition, it also set out simple and general 

accounting rules that had to be followed but never existed to be in use until the 1900s. 

Early 1900s brought the introduction of audited balance sheets but no specific formats 

were set to be followed. In 1981, a change which held to be highly valuable came into 

existence known as the Fourth directive was implemented within the company law of 

the UK. This change brought in the requirement for reporting realized profit in income 

statements as well as introduced the concept of going concern, prudence, accruals and 

consistency. More improvements initiated into the structure of the UK company law 

to have a modern and efficient framework instead of making changes in the structure 

which was created almost a decade ago (Roberts et al., 2005). 

 

Times earlier than 1970 had no proper written accounting standards. Professional 

accounting bodies provided advices to its members for example the famous Institute 

of Chartered Accountants in England and Wales (ICAEW) had proper guidelines for 

accounting and auditing practices. Proper oversight committee known as the 

Accounting Standards Committee was established with the help of the well-known 

accountancy organizations (Roberts et al., 2005). Throughout the years, accounting 

standards have kept on constantly changing in order to meet the current state of the 

economic conditions 

 

Unlike Germany, UK’s market has been influenced by shareholders with 

multinationals as well as Small and Medium sized Enterprises (SMEs) being listed at 

the stock market. This whole scenario automatically develops the need for the owners 

to see the profitability of the companies which influences the UK accounting practices 

(Crampton et al., 2001). Financial reporting on the other hand is considered to be most 

comprehensive and detailed in UK. Some of the types of financial statements that are 

very common and are required for the organizations to disclose includes profit and loss 
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account, balance sheet, cash flow statements, director’s report and statements showing 

all the recognized losses and gains (Choi and Meek, 2011). 

 

3.2.3. Accounting profession in Germany 

 

Accounting profession, when it comes to the German standards, was not of a very 

concrete concept and considered to be not a big profession as compared to the US and 

the UK as it explains the legalistic approach of Germany in the field of accounting 

(Haller, 2003).  Comparing the German accounting profession with the British, it does 

not have a very rich background and tradition. The auditors in the early days, 

predominantly, acted as advisors and the auditing profession was developed because 

of the legalistic requirement of audit reporting for corporations. As approaching 

towards the recent times, audits were considered to be a must and important for 

corporations other than just existing on a smaller scale. This requirement helped 

enhancing and developing the auditor profession. Moreover, the rules and regulations 

to become an auditor is quite tough as compared to other countries around the world 

(Haller, 2003). 

 

The German auditing profession is governed by an official auditor’s body known as 

the ‘Wirtschaftspruferkammer’ which is running as an individual body supervised by 

the ministry of Economy (Lawrence, 1996). The auditing profession has been carried 

with great care in a strict environment controlled by a code of conduct and guidelines 

predominantly related to confidentiality, being independent and fair. The auditing 

profession happens to have a limited responsibility when it comes to the standard 

setting process and because all the accounting regulations are legalized and are part of 

the legislation, it becomes very hard for the accounting professionals to have their own 

say (Lawrence, 1996). 

 

3.2.4. Accounting profession in the UK 

 

United kingdom is considered to be one of the pioneers for creating a proper 

accounting profession as well as accountancy standards and have played a very big 

role in shaping the accounting standards which what they are in this time of era. 

According to Omodero (2015), the accounting profession in the United Kingdom is 
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very different. The professional body of ICAEW has been very active and has always 

been working towards the development and betterment of the accounting profession, 

without their efforts, this field would not have been the same.  In order to be a member 

of this professional body, candidates have to go through proper educational 

examinations as well as practical work training is required at the same time (Omodero, 

2015). 

 

3.3. Tax system in Code and Common law 

 

In both cases, accounting and tax reporting related issues are in need of the economic 

performance details of a firm. Both of the two kinds are meant to represent a certain 

type of information for various stakeholders. According to Eberhartinger (1999), two 

kinds of relationships are found between tax and financial accounting:  

 

1. Accounting rules differ from tax rules: it explains a situation where both 

accounting and tax reporting have formal procedures/rules to be followed. The 

aforementioned criteria is followed by an Anglo-American group of countries 

for e.g. The United Kingdom, Australia and U.S. 

 

2. Tax is highly dependent on financial disclosure: the information published is 

tax relevant as well. This setting is common in countries from the likes of 

Germany, France and Finland. 

 

According to Lamb, Nobes & Roberts (1998), there can be five different scenarios 

which explains the relationship between taxation and accounting: 

 

1. Disconnection – both accounting and taxation rules are different, both having their 

own rules used for their own purposes. 

2. Identity – the accounting and tax related rules are similar to each other. 

3. Accounting leads – a scenario where tax rules are not specifically there to deal with 

issues, financial accounting rules are followed by both accounting and tax reporting as 

well. 
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4. Tax leads – a situation where tax rules are followed to handle tax related issues and 

accounting related issues for specific scenarios due to the unavailability of the specific 

accounting rules. 

5. Tax dominates – Tax rules are the ones dominating both the accounting and taxation 

formalities. 

 

Lamb, Nobes & Roberts (1998) conducted a study taking four countries into 

consideration, US, the UK, France and Germany. All of these belonging to different 

legal regimes and testing them using 15 different financial accounting and taxation 

related items. It was seen that France and Germany mostly were related to cases 4 and 

5 where there is an influence of tax on financial accounting and UK and US falling 

under case 1 where no connection existed in those settings. Below we will try to 

summarize the influence of taxation on accounting in two different environments being 

considered in this study. 

 

3.3.1. Influence of tax system in Germany and U.K. 

 

Around Europe, the German accounting system, is by far the strongest when it comes 

to the relation between financial accounting and taxation, similar to Austria. These two 

aspects are merged into one body and is known by the name ‘Maßgeblichkeitsprinzip’ 

when translated in English means ‘congruence principle’ or ‘Principle of Congruence’ 

(Lawrence, 1996; Eberhartinger, 1999). Under the German commercial code, the real 

economic value of both liabilities and assets are lost and favors the purpose of taxation 

which makes it tough for the stakeholders to rely completely on the financial 

disclosures especially the ones outside of Germany (Lawrence, 1996). 

 

On the other hand, the UK being completely different than Germany, does not have 

any tax influence on the financial accounting rules and the disclosures made. One of 

the reasons behind this approach is the fact that income taxation was practically done 

way before law of disclosing of financial statements came into existence. Though 

corporation tax was also introduced but a bit later and fell under the taxation rules. 

Recent trend shows an increase in the awareness and influence of accounting standards 

for taxation and not vice versa and extant English literature confirming that a no desire 
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for financial accounting decisions being influenced by taxation exists (Eberhartinger, 

1999). 

 

3.4. Previous literature on legal regimes alongside macro-economic factors on 

audit fees 

 

This section is dedicated to the previous studies conducted on macro-economic 

environmental factors and where legal system was one of the aspects alongside many 

other factors taken into consideration. 

 

Choi et al. (2008) dedicated their research to see whether why in some countries, Big 

4 audit firms had a tendency of having audit fee premiums. In this research, they 

expanded the audit fee literature from a one country setting to a cross-country level by 

creating mathematical models by relating audit fees with auditee related characteristics 

as well as the macro-economic factors of the country. Although there have been 

numerous researches done in the past but very few took the macro-economic factors 

into consideration of which the kind of legal regime was a prominent factor which they 

studied to see if it causes any differences in the audit fees being charged. 

 

They came up with three predictions that first, audit fees tends to increase with the 

strict litigation or legal liability environment around the country. The explanation 

behind this prediction was that as the legal environment becomes stronger, there is a 

higher chance for the auditor to bear the liability in case of an audit failure, which 

auditors will not like as it effects both reputation and creates a chance of having an 

economic loss causing the Big 4 auditors to charge a higher audit fee as a precautionary 

measure, which is their second prediction as well. Their third and final prediction states 

that the premium charged by Big 4 auditors reduces as the level of legal regimes tends 

to shift from stronger to weaker (Choi et al., 2008). 

 

Non-Big 4 auditor has a higher chance for an audit failure in which they increase their 

audit fee to cover the legal liability costs comparing with the Big 4 auditor. After taking 

a sample of 15 countries of different legal regimes into consideration where all sorts 

of audit related information was openly available, the results came out to be as they 

predicted. To summarize, the legal liability in an environment is a very important 
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factor in determining the audit premium charged, quality of the audit as well as the 

difference in the fees charged by the two segregated types of audit firms (Choi et al., 

2008). 

 

Francis, Khurana, & Pereira (2001) extended the scope of their research by taking into 

consideration that Common law countries have tougher investor protection laws 

leading to a highly efficient financial market. Their work was an extension of the 

seminal study conducted by La Porta et al. (1998), which will be later explained in this 

study, where they have utilized the famous ideology of the investor protection 

framework. 

 

The study was an investigation on the effect of variation in legal systems on accounting 

and auditing by taking investor protection laws into consideration. By taking a sample 

of 31 countries, they concluded that accounting rules were more transparent and 

timelier in Common legal regime which was known due to the fact that financial 

information is generated according to accrual based accounting system (Francis, 

Khurana, & Pereira, (2001). 

 

Secondly, the demand for auditing is more in Common law countries than Civil law 

as it acts like an enforcement mechanism because of higher separation of ownership 

style of business structures, leading to a higher rate of agency problems which is not 

the case in Civil law regime where ownership is not highly separated at all. The 

outcome was that Common law countries had more spending for the auditing service 

and the Big 5 audit firms had a majority of the market share.  

 

They also found that under some Code law regime countries, the demand for auditing 

was on a rise due to the accounting rules being timely and transparent. They also 

recommended the use of the investor protection framework in future cross-country 

researches. Following the footsteps of Francis, Khurana, & Pereira (2001), the investor 

protection framework developed by La Porta et al. (1997, 1998) will be explained later 

on in this study. 
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The ground breaking study of La Porta et al. (1998) conducted the first ever thorough 

study on a macro-economic scale taking the determinants of audit fees into 

consideration. They stated that the major difference around the world in financial 

systems can to some extent be explained by the types of investors found and how the 

laws are present in an environmental setting and the level of enforcement protecting 

them against misconduct. Ownership concentration, protection of creditors and 

shareholders, legal regimes and enforcement of law were the center of concentration 

of this study. They also found that securities do not give any kind of rights to them 

rather it all depends on the environment in which the securities are being issued.  

 

According to La Porta et al. (1998), it all comes down to the laws and the quality of 

enforcement which are important to determine the rights of the shareholders and how 

secure they feel determines their motivation behind investing. In addition, the 

difference in the protection of the shareholders may partially explain why firms around 

the world are ran in a different way. Moreover, corporate governance in different parts 

of the world might be explained by different legal systems and the roots it has (La 

Porta et al., 1998). This was the first ever research done in such a context where the 

legal arrangements and the enforcement of the law were taken into consideration and 

testing the effect on different governance and financial systems around the world. 

There were three major conclusions that were made which wrapped up their study, 

which are summarized as following: 

 

Firstly, it is obvious that legal laws, in general, are different around the world. This 

relates to investor protection laws which they tested in different legal environments. 

The study conducted by La Porta et al. (1998) took 49 countries into consideration of 

which the focus was on the non-financial sector that were listed. The results mainly 

show that countries which have Common law regimes have one of the strongest 

investor protection, no matter what kind of investors there are, which proves their 

hypothesis that different countries have a different set of investor rights. On the other 

hand, the German and Scandinavian legal regimes being in the middle followed by the 

French which has the lowest protection respectively. Secondly, the enforcement of the 

law has different levels globally. It was found that Common law countries had a better 

enforcement of the laws than otherwise. An inverse relationship was also found 



38 
 

between the concentration of ownership and investor protection leading to a result that 

minority shareholders do not hold any importance where investor protection is low. 

 

Taylor & Simon (1999) studied the variation in audit fees in a cross-country 

perspective taking the macro-economic/political environment into consideration. 

Before this study, a lot of studies took place in isolation which means that those studies 

never took as many countries as Taylor & Simon (1999) did to test an overall effect of 

determinants of audit fees from macro-economic perspective in different 

environments.  

 

Taylor & Simon (1999) took 20 different countries into consideration focusing on three 

different aspects, litigation propensity, regulation burdens and increased disclosure 

requirements in different environments. The model which they created to test all this 

took some of the major audit fee determinants (micro-economic determinants as 

mentioned earlier), already taken into consideration in the previous studies. The 

models, previously used, studied the audit fees in a way that it is a service purchased 

by the auditee and the fees is decided by the amount of work involved and the auditee’s 

client failure possibilities. The client’s loss function gets to decide and has more weight 

when it comes to the fee setting process. 

 

Taylor & Simon (1999) predicted that (a) the overall extent of regulation does have an 

effect on the financial reporting as well as the audit services, which mainly varies in 

different environments, the higher the regulation, the higher the cost of auditing (b) 

the litigation propensity in a given environment decides the amount of work the auditor 

has to put in leading to an increase in the audit fee, if the environment is more litigious 

(c) higher audit fees is charged in countries where the level of financial disclosure 

complexity is complex making the auditors exert more effort into analyzing the 

statements. The results supported their predictions about the audit fee influencing 

macro-economic factors though the majority of the countries in their sample belonged 

from the common law regime. 

 

Another study took earnings quality, shareholder protection regime and also the choice 

of the auditor (Big or non-Big 4) into consideration. Francis and Wang (2008) state 

that managers would like to have a certain amount of discretion in creating their 
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financial statements. The auditor’s role is to make sure that the accounting policies are 

being followed and of course mainly that client will not be lost so they tend to go 

accept such clients even if earnings management is being taken place. However, in 

strict legal protection regimes, auditors do not enjoy this luxury and have less 

incentives. 

 

They consider the cost of litigation against the audit firm as well as audit firm 

reputation leading to a better quality of earnings reported. Their results stated that 

earnings quality become better for countries with having stronger enforcement and 

investor protection laws for companies which are audited by the top 4 audit firms as 

compared to the non- big 4 auditors having no change in earnings quality in any kind 

of regime (Francis & Wang, 2008).  

 

Moreover, a study by Srinidhi, Lim & Hossain (2009) studies the trend of auditor 

premium in 13 different countries. The results which they found were somehow similar 

to the previous studies that audit fees is usually higher in countries where the 

institutional law is strong. The reason behind this finding are the incentives which are 

there for the auditors when a more extensive and a better quality audit is conducted. It 

was revealed in their study that audit premium is found in countries other than the US 

because countries have variances in strength of the institutional law and setting and in 

some countries the auditor’s knowledge is considered to be very valuable though the 

premium was not high where the intuitional law is strong (Srinidhi, Lim & Hossain, 

2009).  

 

3.4.1. Mandatory implementation of IFRS in European Union and its effect on 

Audit fees 

 

Taking a step further into the literature, it was not very long when in January 2005, the 

European parliament had asked all the listed companies of its countries to follow 

International Financial Reporting Standards (IFRS from here onwards) when it comes 

to creating consolidated financial statements. Before that, most of the EU countries 

were using their local accounting standards per se. Since that time onwards, a lot of 

researches have been the focal point of IFRS and its economic implications (Kim, Liu 

& Zheng, 2012). A lot of studies focused on the positive sides for the adoption of IFRS, 
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whether chosen voluntarily or not. Studies found that financial reporting is efficient 

under IFRS. According to Chen et al. (2010), the reporting of the accruals enhanced, 

earnings management was lowered as well as amount of discretionary accruals was 

lowered. Barth, Landsman, & Lang (2008) found similar results about earnings 

management, loss was recognized timelier and value relevance was higher than the 

firms following the local Generally Accepted Accounting Principles. 

 

If we take the costs for the adoption of IFRS into consideration. EU commission 

funded a survey to take place in order to understand the effects of the implementation 

of IFRS, which was thoroughly conducted by Institute of Chartered Accountants in 

England and Wales (ICEAW) in 2007. The report consisted of surveys and discussions 

with auditors and investors on the technicalities related to IFRS which also involved 

discussing the consolidated financial statements as well as the costs related to the 

implementation. It was stated that companies no matter, small or large, observed 

substantial amount of costs for the implementation.  

 

According to ICEAW (2007), auditing costs were increased as well due to the fact that 

the financial statements required more effort and time to be analyzed specifically in 

the first year of the implementation. Kim, Liu & Zheng (2012) have conducted this 

study which shows the costs of IFRS adoption predominantly on audit fees. They use 

a simple analytical model to explain their results taking all important audit fee setting 

components into consideration. One interesting aspect about their research is the cross-

country feature which they have performed taking 11 countries into consideration from 

the European Union (EU) (which they call it as the treatment sample) as well as 3 other 

major countries from the Organization for economic Co-operation and Development 

(OECD) (known as the non-adopter firms as it was not compulsory for them to adopt 

the IFRS).  

 

The study provides thorough evidence that audit fees tends to increase when 

comparing pre-IFRS to post-IFRS data, in both the treatment sample as well as the 

non-adopter OECD sample respectively. Moreover, they call this increase as the IFRS 

adoption audit fee premium and that IFRS itself increases the complexity of the audit 

which in return increases the audit fee, hence a positive relationship between the two. 

In addition, they also noticed a negative effect between the financial reporting quality 
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and IFRS-audit fee premium. To summarize, there can be both negative and positive 

effects in the increase of audit fee depending on which effect (complexity or reporting 

quality) is dominant enough. They also found a negative relationship between the IFRS 

audit fee premium and legal regimes which means that stronger legal regimes had 

lower IFRS-audit fee premium (Kim, Liu & Zheng, 2012). 

 

Similarly, Lin and Yen (2016) conducted a study taking 1500 listed Chinese firms to 

observe the effect of post-IFRS adoption on audit related fees. They stated that audit 

fee tend to increase during the initial times of the shift due to the reason that IFRS 

requires auditors to exert more effort and time to audit the financial statements as well 

as the litigation risk increased. So here we have another vital audit fee increasing factor 

which can be considered to have an institutional influence on the audit fees. Likewise, 

an average increase of audit fees in financial statement audit of Australian companies 

was observed by George, Ferguson & Spear (2013).There are other single country 

dedicated researches that have been performed which have found similar results as 

well by Vieru and Schadewitz (2010) focusing on the audit and non-audit fees in the 

Finnish market. 

 

On the other hand, Friis and Nielsen (2010) indulged into discussing the side effects 

of IFRS costs on audit fees involving the Danish companies. It was revealed that on 

the whole, audit costs did not increase. They did not find any support when testing the 

impact of IFRS leading to an increase of audit fees. Although they found sufficient 

evidence to withhold their query of large and complex (having a lot of subsidiaries) 

companies paying higher audit fees upon adoption of IFRS (Friis and Nielsen, 2010). 

 

Talking about the UK specifically, the overall results were not very different as 

compared to the previous findings. In a study conducted by Wall and Connolly (2016) 

which studied the effect of implementing IFRS, the purpose behind the adoption as 

well as how it has been managed in three parts of the UK, Wales, Northern Ireland as 

well as Scotland. Their results portrayed that on the whole, IFRS is not completely 

appropriate for publicly traded firms (public sector) because of the time spent, efforts 

exerted and other related costs were too high as compared to the benefits achieved 

from its implementation. Moreover, it had very little to do with helping with the policy 

setting and the kind of information produced did not assist much with the budgeting 
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nor decision making and that generally accounting had become quite complicated 

(Wall and Connolly, 2016).  

 

3.4.2.  Investor Protection framework 

 

This section elaborates on investor protection framework created by La Porta et al., 

(1998) which has been used by a lot of researchers in their studies in order to explain 

the differences between legal arrangements and its specific traits when it comes to 

accounting and auditing. Every shareholder expects to receive a payback when they 

are willing to invest in an organization but investors are not easily willing to invest 

their hard earned money without proper investigation. According to La Porta et al. 

(1998), common legal regime has better shareholder protecting laws which in return 

makes the investors confident enough to invest and an expectation to achieve a return 

on investment (ROI). In a result where shareholder protection is high, financial 

markets are considered to be stable and more efficient as compared to where 

shareholder protection is lower. 

 

When financial markets are more stable and efficient, it creates a certain corporate 

environment where external financing is higher and easily available leading to less 

ownership concentration within the businesses. When external financing is high and 

ownership is less concentrated this can automatically create agency problems for 

which in order to resolve this, timely and transparent financial information is 

distributed, following the accrual based accounting ideology. Moreover, auditing 

becomes more important acting as an enforcement mechanism in order to control 

managerial opportunism which might be initiated because of accrual based accounting. 

This figure summarizes the investor protection framework:  

 

Figure 2. Investor protection framework (Francis, Khurana, & Pereira, 2001) 
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4. HYPOTHESIS DEVELOPMENT: 

 

4.1. Explanation of experimental variables and its effect 

 

In order to continue the basic research question where we wanted to test the differences 

among audit fees in Common and Code law dichotomy, we will be taking some 

important institutional factors into consideration which have proven to be quite 

influencing in other cross-country studies (La Porta et al., 1998, Francis, Khurana, & 

Pereira, 2001) There are 5 influential factors which we will take into consideration 

alongside with their explanation and the hypothesis related to them. They are: 

 

1. Investor rights or protection 

2. Development of financial markets 

3. Ownership concentration  

4. Level of legal enforcement 

5. Higher level of disclosure 

 

Initially, our plan was to test all of these institutional factors and study their individual 

effect on the audit fees as all of these factors have proven to have an effect on the audit 

fees and that Code and Common law regimes are usually not evolving much so our 

study would still have been valid. While going through other researches, we came 

across a study conducted by Leuz et al. (2003) which studied the earnings management 

in 31 countries. The countries have been categorized according to the La Porta et al. 

(1998) study, taking their legal tradition into consideration. Merging all the relevant 

data which comprises of variables from the likes of calculating level of investor rights, 

level of enforcement, ownership concertation, and level of disclosure as well the 

importance of the equity market. (Leuz at al., 2003) came up with one major variable 

called cluster. After doing all the necessary calculations and procedures, they came up 

with 3 groups of which those 31 countries were a part of according to their specific 

environmental setting. Below can be found an example of the 3 groups and their 

description: 
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Figure 3. Details of Cluster categories (Leuz et al., 2003) 

Types of clusters Cluster 1 Cluster 2 Cluster 3 

Stock markets Large Small Small 

Ownership concentration Low High High 

level of disclosure High Low Low 

investor protection High Low Low 

level of enforcement High High Low 

  

The variable ‘cluster’ has also been a part of a research study conducted by Zhan 

(2012) in which he utilizes these above mentioned institutional variables alongside 

other variables to study audit pricing and its effect on the quality of financial reporting 

in terms of accruals in different legal regimes. Since the above mentioned factors have 

been proved in other studies, according to Leuz et al. (2003), who were the first ones 

to come up with the variable ‘cluster’, their analysis showed that UK falls into the first 

cluster and Germany belonging in cluster two and so will be the case in our study as 

well. The type of the variable can be considered to be as binary (dummy), so in our 

case, because we only have two countries, we can represent 1 as the country 

representing cluster 1 and 0 otherwise. Based on this main idea behind the institutional 

setting factor variable, we will try to test the effect of Common law and Civil law 

countries on the audit fees.  

 

4.1.1. Explanation behind the variables making up the cluster variable 

 

Investor protection: An audit is usually considered to be very useful and a vital part 

of the financial disclosure as it gives an assurance to the stakeholders about the 

relevance, reliability as well as the accuracy of the financial information disclosed. If 

we talk about the countries falling into the Common legal arrangement, an ideal 

corporate situation would be that the investors will be highly protected by the law from 

all sorts of insider misconducts making auditing look less important due to the strict 

enforcement of laws. La Porta et al. (1998) and Francis, Khurana & Pereira (2001) 

clearly state that shareholder protection is higher in Common law countries which will 

automatically lead to an efficient financial market because of the trust which is there 
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for the shareholders to be protected, making external financing easier for the firms to 

be achieved. 

 

On the other hand, Jensen and Meckling (1976) state that outside investors recognize 

expropriation and that in order for the management to save themselves from all the 

potential risks and troubles, managements deliberately hire an auditor in order to make 

their activities transparent in front of the shareholders. Moreover, it is understood that 

in an highly protected environment for shareholders, ownership is less concentrated 

causing agency problems to come into play for which auditing is required in order to 

act as the ‘enforcement mechanism’ following an accrual based accounting ideology 

(Francis, Khurana & Pereira 2001). 

 

Francis, Khurana & Pereira (2001) state that higher quality of accounting and high 

enforcement of accounting standards is apparent in countries where shareholders are 

highly protected. Moreover, the service of auditing is commonly used in countries 

where investor protection is higher and such countries tend to spend more on audit as 

well. This seemingly means that, due to the fact that audit demand is higher (needed), 

it would make the auditors charge more and of course where auditing is given such 

importance, litigation issues would be quite easily erupted, for which the auditors will 

tend to charge a higher fee as more effort and work will have to be exerted. Not only 

this but also to cover the legal costs, if involved in any legal disputes with clients. 

Moreover, Common law countries have higher investor protection (La Porta et al., 

1998; Francis, Khurana & Pereira, 2001) so in this research we assume that the UK 

(falling into the common legal regime) will have higher audit fees as compared to 

Germany as it belongs to the code law legal arrangement where investor protection is 

on the lower side. 

 

Ownership concentration: La Porta et al. (1998) tested the ownership concentration 

and the effect generated by legal regimes and other various factors. Their main finding 

suggested that ownership concentration is higher in economies where shareholders are 

not appropriately protected, which presumably means civil law countries. They state 

that shareholders are likely to buy shares in economies where they are protected which 

means ownership is less concentrated and that where ownership is more concentrated, 
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shareholders should ideally own a larger part of the economy in order to be saved from 

management misconducts (La Porta et al., 1998). 

 

In addition, a research conducted by Vlek (2008) on the nature of audit fees and the 

impact of institutional factors basically supports the idea that audit fees is usually 

lower in countries where investor protection is lower, yet again hinting on the Civil 

law related countries. With stronger investor protection, investors have enough 

incentives to be protected by the law and buy shares even if they are highly priced. 

 

Mitra, Hossain, & Deis (2007) conducted a study on ownership characteristics and 

audit fees. They found that institutional or substantial investors seek higher quality 

audits from the management which holds their hypothesis to be positive that highly 

dispersed institutional ownership leads to a higher audit fees. Whereas when it came 

to block holders and audit fees, a negative relationship was found. 

 

Development of financial market: La Porta et al. (1998) state that different legal 

regimes have an altered effect on stock markets. Countries with higher investor 

protection tend to have a better state of financial markets which means investor 

confidence is high and minority shareholders are willing to buy shares, hinting towards 

the Common law legal regime. Francis, Khurana & Pereira (2001), as mentioned 

earlier in this research, that causality ran from investor protection to the development 

of financial markets and going to the accounting and auditing conducted in that 

specific environment. They state that investor protection has direct effects on the 

financial markets, accounting and auditing standards which can hint to the idea that 

when investor protection is high and when financial markets are in a good state, the 

demand for auditing, timely and transparent accounting is higher. 

 

Level of enforcement: enforcement of laws are different under every legal 

arrangement, whether civil or common. According to La Porta et al. (1998), 

enforcement of rules is more important than the kind of rules under a certain level of 

investor protection regime and that if the legal enforcement is strong, it can even 

substitute the less strong rules. 
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4.2. The development of the research question 

 

The purpose of this study was to test the effect of the macro-economic environmental 

factors playing a role on the audit fees being charged by the auditors. Taylor & Simon 

(1999), conducted a similar study where they stated that the earlier researches did focus 

on the client traits.  In order to test the effect of the macro-economic environment, we 

have taken some of most valid and influential factors which have been tested in 

previous studies proving to be holding major effect on the auditor’s desired audit fee 

charges (La porta et al., 1998). Alongside the list of experimental variables we have, a 

list of control variables will also be explained in the next section following that will 

be the formation of our statistical model.  

 

From all the previous studies that we have come across, and explained earlier in our 

study, Common law countries tend to have a higher audit fee as compared to the Code 

law countries and of course various reasons have been explained earlier in our study 

to back this reasoning, following a similar trend, our first research question is: 

 

H1: Audit fee is higher in common law countries than code law countries. 

 

Taking all the previous researches into consideration (Simunic (1980), La Porta et al., 

(1997, 1998); Taylor & Simon (1999), Francis, Khurana & Pereira (2001) and Vlek 

(2008) have concentrated on the determinants of audit fees. By taking their 

investigations and results into consideration, we intuitively assume in our research that 

the sign of the general micro-economic determinants of audit fees will be positive, 

causing an upward effect on the audit fees. To see this effect, we hypothesize that:  

 

H2: micro-economic determinants will have a positive effect on audit fees. 

 

4.3. Control variables used in our study 

 

We list and define our control variables used in our study based on Hay et al., (2006) 

meta-analysis that explores determinants of audit fees from the past 25 years into 

consideration. The study provides solid details about all the major variables from both 
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the client’s and auditor’s side. Following are the micro-economic variables which are 

considered in our study: 

 Client size: it is considered to be one the most expressive determinants of audit 

fees as it can explain up to 70 percent of the variation found in audit fees. 

Moreover, it has been found to be as one of the most prominent factors in 

various audit studies, as previously mentioned. The variable size is mainly 

measured by taking the total assets into consideration or revenues in some 

cases. In addition to that, studies have shown a trend that logarithm of total 

assets is commonly used so that it creates a smooth relationship with the audit 

fees (Hay et al, 2006). Their meta-analysis results clearly show that size is one 

of the most important variables, which is why we will be including logSIZE in 

our studies and majority of the studies have had a positive effect and so is what 

we expect. 

 Complexity: it has been known from various studies that as the complexity of 

the client increases, the harder it becomes to audit the client. According to Hay 

et al. (2006), the complexity of a client is measured in different ways and they 

found 33 different ways in which complexity can be represented in audit fees 

models of which some of them were: number of subsidiaries a company is 

holding, number of foreign subsidiaries, proportion of foreign assets and so on. 

According to Hay et al. (2006) study, their meta-analysis included 7 different 

proxies used for complexity and apparently all of them show a positive 

relationship and are significant. In our study, we wanted to use the ‘number of 

subsidiaries’ as a measure of the level of complexity but to due to unavailability 

of data, we are using the ratio of international sales to Net sales/Revenues 

instead. 

 Leverage: It has been found that researchers usually find a relationship between 

leverage and audit fees. There are two basic variable used for leverage, debt to 

total assets ratio as well as quick ratio. In the meta-analysis study performed 

by Hay et al. (2006), it has been found that in majority of the studies taken into 

consideration, leverage ratio tends to show a positive relationship with audit 

fees whereas the quick ratio tends to have a negative relationship as half of the 

studies have shown such signs. Leverage is calculated by dividing total debt 

by total assets. 
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 Auditee risk: also known as inherent risk, tends to have a positive relationship 

with audit fees due to the fact that certain parts of the audit may require extra 

efforts (Simunic, 1980). According to Simunic (1980), the two most difficult 

parts to audit process can be checking the inventories and receivables of a 

certain client. Hay et al. (2006) state that auditee risk has been calculated in 

three specific ways in the previous researches, inventory divided by total 

assets, receivables divided by total assets and the joint measure of inventories 

and receivables divided by total assets. Their study shows that the ration where 

the abovementioned ‘two financial statements components combined and 

divided total assets’ gives a better association with the audit fees, as 71 percent 

of the studies show a positive relationship with audit fees (Hay et al., 2006). 

Auditee risk is calculated by summing inventories and receivables and dividing 

it by the total assets of the firm. 

 Industry: previous studies have shown that some industries are harder to audit 

than the others which predominantly means that auditors have to exert extra 

efforts to audit them (i.e. charging a higher audit fee). According to Hay et al. 

(2006), institutions falling in the financial or the utility sector are easier to 

audit, having a less of an audit fee as compared to the manufacturing industries. 

In order to test this, we will take manufacturing, utility and natural resources 

industries into consideration for the two countries in our study. In order to 

differentiate between the industries, each industry is represented by a different 

dummy variable. 

 Non-audit fee: another important control variable in our study which has been 

given a special attention previously by researches (Simunic, 1980; Turpen, 

1990). Hay et al. (2006) state that there could be two outcomes of either having 

a higher audit fee or not. They state that auditors might charge lower audit fee 

because of same audit firm would be providing non-audit services to them as 

well. On the other hand, they can increase or lead to an increase in the audit 

fee because clients might not be doing things right enough to purchase such 

services or auditor market share percentage may require them to charge a 

higher audit fee. In general, their study showed that 84 percent of the previous 

studies presented a positive relationship with audit fees. In our study, we will 

use natural logarithm of the non-audit fee amount stated by the firms.  
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5. RESEARCH DESIGN 

 

5.1.  Sample Selection 

 

The data selection for this study comprises of firm year data from 2010-2016 for both 

Germany and the UK. In order to have the effect of the post-IFRS implementation into 

consideration, we used a recent set of data. The previous researches that we came 

across utilized the data before the 2005 mandatory adoption of IFRS. The Germany 

sample initially had 3258 firm year observations and 7766 observations were found 

for the UK sample. Due to the main reason that this research is predominantly related 

to audit fees, this kind of data was specifically necessary but due to the unavailability 

or missing fields of data, a large number of observations were deleted from both the 

country’s datasets. 

 

Once the initial truncation took place, the German dataset reduced down to 457 firm 

year observations whereas 1570 observations were left in the UK dataset.  We then 

combined both datasets into and one and it accumulated to 2057 firm year observations 

of which it is pretty clear that the common law country data is higher than the code 

law. Moreover, further truncation took place in order to achieve significance level for 

some of the control variables after truncating data at both 5% and 10 % level. 

 

Figure 4. Sample 

truncation       

Sample  Germany UK Total 

# of initial obs. 3258 7765 11023 

after initial truncation 457 1570 2027 

 

Another important aspect of our sample size was the origin of some of listed 

companies. The datasets had companies which had an origin other than the UK or 

German for e.g. US based firms, Dutch and other countries were part of the dataset. 

We continued with the data under such an assumption that because those firms were 

listed on the stock exchanges, we considered taking them either under the UK dataset 

or the German one, depending to which dataset they belonged to. The data of this 

research has already been truncated so much and in order to achieve some meaning 

out of the results, we couldn’t afford deleting anymore of the observations.  
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Taking the previous research into consideration (Simunic, 1980; Taylor & Simon, 

1999), logarithm of audit fees is considered to be one of the vital determinants of audit 

fees alongside the logarithm of size of the firms. In order to achieve such exact 

determinants, we had to transform the audit fees, client size and non-audit fees data 

and computed the natural logarithms of them.  

 

5.2.  Hypothesis model 

 

The following is the model equation that has been generated to test the aforementioned 

hypotheses: 

 

logAUDITFEE = β0 + β1logCLIENTSIZE + β2COMPLX + β3LVG + 

β4INDUSTRY + β5AUDITEERISK + β6CLUSTER + 

β7logNONAUDITFEE + ε  

 

Figure 5. Details of variables used in the audit fee model 

    
Variables Variable name Type of variable Definition 

Audit fees logAF dependent Logarithm of audit fees 

Client Size logSIZE control Logarithm of total assets 

Complexity COMPLX control 
International sales divided by Net 

sales (revenues) 

Leverage LVG control Total debt divided by total assets 

Auditee risk AUDITEERISK control 
Sum of inventories and 

receivables divided by total assets 

Industry INDUSTRY control 
Dummy variable used for different 

types of industries 

Non-audit 

fees 
LogNAF control Logarithm of non-audit fees 

Cluster CLUSTER experimental 
Dummy variable 1.Common law 

2.Code law 
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6. EMPIRICAL RESULTS 

 

6.1. Descriptive results 

 

Table 1. Descriptive statistics of combined data 

 Number of obs. 

        2027 Mean Median 
std. 

deviation 
Maximum Minimum Skewness Kurtosis 

COMPLX 0,533 0,618 0,359 1,121 0 -0,321 -1,394 

AUDITEERISK 0,250 0,237 0,155 0,838 0,012 0,849 0,831 

LVG 0,229 0,220 0,158 0,853 0 0,559 0,036 

natural log size 15,028 14,816 1,659 19,53 11,336 0,542 -0,233 

natural log AF 14,112 13,890 1,285 17,510 11,336 0,46 -0,409 

natural log NAF 12,989 12,986 1,434 16,880 8,326 -0,139 -0,174 

Cluster 0,78 1 0,414 1 0 -1,356 -0,162 

Industry 0,16 0 0,363 1 0 1,903 1,621 

 

Majority of the control variables are approximately/moderately skewed which means 

almost holding a very close to normal distribution. The experimental variables which 

happens to be both dummy variables are very highly skewed. From mean value of the 

cluster variable, one can notice that common law data was actually more than the code 

law data (the value is closer to 1) as mentioned earlier in this study. Main cause behind 

this was the unavailability of audit fees data. Most of the kurtosis values are less than 

three and negative which means the values are not highly peaked, clustered around the 

mean and there are less number of outliers found. In order to ease the things up, we 

categorized the industry variables into categories i.e. 1 and 0. 1 represents all those 

companies falling under the umbrella of natural resources firms including forestry 

firms, utilities and manufacturing industries (metals and mining). 0 defines the rest of 

the companies.  
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By comparing the country wise descriptive statistics, we can clearly see variance in 

the outcomes when it comes to the control variables. Taking the audit fees into 

consideration, we see that the audit fees is higher in Germany (code law country) as 

compared to the Common law. Complexity, auditee risk, natural log size and non-audit 

fees are tend to be in the higher in the code law countries. This can be due to the 

difference in the number of data for both the countries available to us.  

 

Table 2. Descriptive Statistics Germany  

Number of obs.     

457 Minimum Maximum Mean Std. Deviation Variance Skewness Kurtosis 

COMPLX 0,000 1,197 0,626 0,275 0,075 -0,844 -0,002 

AUDITEERISK 0,028 0,607 0,280 0,126 0,016 0,288 -0,536 

LVG 0,000 1,261 0,236 0,141 0,020 1,115 5,500 

natural log size 12,005 19,660 15,859 1,500 2,251 0,310 -0,438 

natural log AF 12,043 17,588 14,537 1,290 1,664 0,433 -0,776 

natural log NAF 8,699 16,380 13,156 1,562 2,440 -0,339 -0,281 

Cluster 0,000 0,000 0,000 0,000 0,000 
  

Industry 0,000 1,000 0,259 0,438 0,192 1,102 -0,788 

 

Table 3. Descriptive Statistics UK 

Number of obs. 

1570 
Minimum Maximum Mean Std. Deviation Variance Skewness Kurtosis 

COMPLX 0 1,53 0,489 0,384 0,147 -0,074 -1,585 

AUDITEERISK 0,000 0,936 0,244 0,180 0,032 1,33 2,261 

LVG 0 1,014 0,224 0,171 0,029 0,744 0,475 

natural log size 10,848 19,763 14,784 1,634 2,672 0,719 0,284 

natural log AF 11,266 17,664 13,929 1,283 1,646 0,553 -0,208 

natural log NAF 8,326 16,880 12,903 1,417 2,007 -0,090 -0,056 

Cluster 1 1 1 0 0 

  

Industry 0 1 0,128 0,334 0,111 2,225 2,955 
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If we take the control variables into consideration, natural logarithm of size explains 

more than 80 percent of the variation in the log. Audit fee which has been stated in 

many studies earlier (Simunic, 1980). LogNAF is highly correlated with the dependent 

variable. The rest of the variables have a positive coefficient as it can be seen in the 

table when it comes to their relation with the dependent variable. Auditee risk tends to 

have a negative coefficient as well as our experimental variable ‘cluster’ tends to be 

negative but we will also observe the signs later in this study when the regression 

analysis will be performed. To sum up this Pearson’s correlation table, we can say that 

majority of the variables have a positive relation with the dependent variable as 

expected and as also stated in the previous studies (Vlek, 2008). 

Table 4. Pearson’s Correlation Coefficient 

 COMPLX AUDITEERISK LVG 

natural 

log size 

natural log 

AF 

natural log 

NAF Cluster Industry 

COMPLX Pearson 

Correlation 

1 0,000 -0,035 ,237** ,432** ,239** -,147** ,099** 

Sig. (2-

tailed) 

 
0,985 0,117 0,000 0,000 0,000 0,000 0,000 

N 2035 1990 2017 2025 2027 1890 2035 2035 

AUDITEERISK 
 

0,000 1 -,275** -,188** -,112** -,101** -,120** -,080** 
 

0,985 
 

0,000 0,000 0,000 0,000 0,000 0,000 
 

1990 2008 1991 1998 2003 1868 2008 2008 

LVG 
 

-0,035 -,275** 1 ,229** ,199** ,211** -0,023 ,104** 
 

0,117 0,000 
 

0,000 0,000 0,000 0,303 0,000 
 

2017 1991 2037 2028 2029 1895 2037 2037 

natural log size 
 

,237** -,188** ,229** 1 ,837** ,574** -,265** ,162** 
 

0,000 0,000 0,000 
 

0,000 0,000 0,000 0,000 
 

2025 1998 2028 2046 2038 1899 2046 2046 

natural log AF 
 

,432** -,112** ,199** ,837** 1 ,647** -,182** ,077** 
 

0,000 0,000 0,000 0,000 
 

0,000 0,000 0,000 
 

2027 2003 2029 2038 2049 1906 2049 2049 

natural log NAF 
 

,239** -,101** ,211** ,574** ,647** 1 -,074** 0,007 
 

0,000 0,000 0,000 0,000 0,000 
 

0,001 0,762 
 

1890 1868 1895 1899 1906 1910 1910 1910 

Cluster 
 

-,147** -,120** -0,023 -,265** -,182** -,074** 1 -,150** 
 

0,000 0,000 0,303 0,000 0,000 0,001 
 

0,000 
 

2035 2008 2037 2046 2049 1910 2057 2057 

Industry 
 

,099** -,080** ,104** ,162** ,077** 0,007 -,150** 1 
 

0,000 0,000 0,000 0,000 0,000 0,762 0,000 
 

 
2035 2008 2037 2046 2049 1910 2057 2057 

**. Correlation is significant at the 0.01 level (2-tailed). 
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6.2. Output of regression model 

 

In order to test the main hypothesis of this study, a regression model was developed of 

which the equation has been mentioned earlier in this study. Taking a deep look at this 

table, majority of the variables including the cluster variable tends to have a positive 

sign even though the variables are not highly positively correlated but the sign has 

been maintained. In addition to that, most of the variables are highly significant at 1% 

significant level except LVG (leverage). If we take the R and R2 into consideration, it 

can be clearly seen that the regression is highly significant exceeding the 80% mark as 

previously mentioned in other studies (Hay et al., 2006). 

 

Table 5. Regression model       

Explanatory variable Model 1  T-values P-values 

Constant 3,018*** 19,096 0,000 

 
0,158 

  

COMPLX 0,774*** 19,808 0,000 

 
0,039 

  

AUDITEERISK 0,433*** 4,683 0,000 

 
0,093 

  

LVG 0,186** 2,052 0,040 

 
0,091 

  

natural log size 0,556*** 51,528 0,000 

 
0,011 

  

natural log NAF 0,163*** 13,806 0,000 

 
0,012 

  

Cluster 0,141*** 4,092 0,000 

 
0,035 

  

Industry 

 

(0,171)*** 

-4,487 0,000 

 
0,038 

  

    

R 0,896 
  

R2 0,803 
  

std.error of estimate 0,575   

F-statistic 926,005     
***. Correlation is significant at the 0.01 level 
 

From the results, we can see that complexity (COMPLX) relatively has the highest 

positive correlation when compared with the other control variables including natural 

logarithm of firm size; which simply means that the higher complexity of the auditee, 

the more the audit firm will charge the audit fees. If we have a look at the basic model 
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in here, it is slightly different than the La Porta et al. (1998) and Taylor & Simon 

(1999) because we have introduced the cluster variable in here, the experimental 

variable. The positive coefficient of cluster clearly helps us to understand that if the 

country belongs from a common law country, it will have an upward effect on the audit 

fees which in relation with the previous ground breaking studies is quite similar. The 

cluster variable also tells us that if the legal enforcement in a country is higher, audit 

fees will be higher as well. It can easily second the evidence gathered from the Taylor 

& Simon (1999) study that high litigious environments eventually lead in higher audit 

fees paid from the auditee. The cluster variable also tells us about the ownership 

concentration and that we have assumed that common law countries have less 

ownership concentration, which indirectly leads us to a higher audit fee scenario once 

again.  The negative coefficient of the industry defines that if the firms fall into the 

category of natural resources, forestry firms, utilities and manufacturing industries 

(metals and mining) will happen to have a negative effect on the audit fees.  

 

Taking the aforementioned hypotheses into consideration, 1 and 2, our model has 

proven to us that Common law countries have a tendency of devising higher audit fees 

as compared to the civil law countries which is in line with previous ground breaking 

researches (La Porta et al., 1997, 1998; Simon and Taylor, 1999; Francis, Khurana & 

Pereira, 2001; Vlek, 2008). Moreover, if we take the coefficients of the micro-

economic determinants of audit fees into consideration, which in our case are all the 

variables except the cluster and industry, the sign happens to be in line with the 

previous studies which is positive itself. This concludes that both the hypotheses of 

our study are held true.  

 

6.3. Alternative model 

 

In order to further utilize our statistical model, we tried creating an interaction term in 

order to understand the effects of two variables on the audit fees itself. The kind of 

interaction that takes place in this alternative model is between leverage of the firm 

and the size of the firm itself. If we take both of these variables and understand the 

context behind the interaction, it can be said that, the bigger the size of the firm, the 

higher the leverage will be. 
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We assume that a firm with a higher reputation and size (when it comes to subsidiaries 

and locations around the world) tends to easily enjoy the perks of availing financial 

debt whether from banks or sources of equity especially if they have a high 

performance rate (higher profit) and that their financial disclosures would be openly 

available to everyone. According to Scott (1976), size of the firm has a lot to do with 

the level of debt. Firms having more assets and a greater performance outcome tend to 

face less problems in attaining debt. Moreover Rajan and Zingales (1995) have also 

found size of firm and the amount of debt to have a positive relationship with each 

other. 

 

Based on this assumption we wanted to check the interaction of the leverage and size 

of the firm on the data available. The variable clvg*clsize is the interaction term we 

have included into the model. By looking at the table, we can see that majority of the 

variables are holding a positive sign and mostly are significant at 1% significance 

level. The negative effect of the interaction term has an inverse relationship with the 

audit fees, no matter what kind of legal arrangement setting we are having, common 

or code law, which proves our assumption to be untrue. One of the reasons behind this 

interaction term to be negative is the inclusion of all of the companies listed on the 

stock exchange, regardless of the size, might have caused an effect on the coefficient. 

Although we tried truncating most of the firm observations which did not include the 

audit fee data, which turned out to be most of those firms which were locally running 

in specific countries rather than being a multinational as their disclosure were found 

to be quite detailed.  
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Table 6. Regression model - 

Interaction term     

Explanatory variable Model 1  T-values P-values 

Constant 3,024*** 19,111 0,000 

 
(0,158) 

  

COMPLX 0,778*** 19,901 0,000 

 
(0,039) 

  

AUDITEERISK 0,411*** 4,424 0,000 

 
(0,093) 

  

LVG 0,140*** 1,495 0,040 

 
(0,094) 

  

natural log size 0,555*** 51,090 0,000 

 
(0,011) 

  

natural log NAF 0,164*** 13,822 0,000 

 
(0,012) 

  

Cluster 0,136*** 3,922 0,000 

 
(0,035) 

  

Industry -0,162*** -4,220 0,000 

 
(0,038) 

  

clvg*clsize -0,130** -2,486 0,013 

 
(0,052) 

  

R 0,896 
  

R2 0,803 
  

std .error of estimate 0,571   

F-statistic 925,707     
***. Correlation is significant at the 0.01 level 
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7. CONCLUSION 

 

Following the footsteps of La Porta at al. (1997, 1998), Taylor & Simon (1999) 

Francis, Khurana & Pereira (2001), Leuz et al. (2003), Zhan (2012) and Vlek (2008), 

this study, using the firm-level data from two different legal regimes, investigates the 

effect of macro-economic factors on audit fees charged. It takes ownership 

concentration, level of disclosure, investor protection rights, level of enforcement and 

stock market settings into consideration and studies the joint effect of all these factors 

on audit fees. The analysis clearly shows that macro-economic factors have a varied 

influence due to the different legal setting on the audit fees. It was hypothesized that 

common law countries have a higher rate of audit fees charged when compared with 

the code law setting which turned out to be true in this research supporting the previous 

studies conducted in the past. 

 

The tests were conducted under this assumption that less ownership concentration, 

better stock market conditions, higher level of disclosure, and enforcement of law as 

well stronger investor rights were found to be part of the common law setting. To 

gather the accumulated effect, we tested these environmental factors by creating a 

dummy variable called CLUSTER. All the above mentioned factors have a distinctive 

effect on the audit fees which is why a difference of audit fees tends to exist, hence 

proving our hypothesis 1 to be true. Code law setting, as stated in previous studies 

(Taylor and Simon, 1999; La Porta et al., 1998; Francis, Khurana & Pereira, 2001), 

tends to charge a lower audit fee in comparison with the Common law. 

 

Secondly, it was assumed that micro-economic factors (control variables) will 

maintain a positive sign (having a positive effect on the audit fee) as discussed in 

previous studies which was supported by the analysis represented in this research. 

Micro-economic factors for e.g. size of the client, level of audit complexity, amount 

of leverage, kind of industry are all known to be directly influencing the audit fees. 

Thirdly, an interaction term was tested within the model to see the combined effect of 

leverage and client size on audit fees. The tests took place under the assumption that 

companies which are bigger in size (whether in terms of subsidiaries or having a great 

presence around the world) have a bigger brand name, are internationally recognized 
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would easily have their disclosures available around the world. They tend to enjoy the 

luxury of obtaining financial debt quite easily. We assumed that the bigger the size of 

the company, the higher the leverage would be which turned out to be untrue from the 

set of data on which the analysis was performed because of the negative coefficient of 

the interaction term. One of the reasons behind such a result could be the inclusion of 

various companies (regardless of the size) and not only those which are specifically 

bigger in size. Proper truncation took place where firm observation data was deleted 

which never had the audit fee data disclosed which was mostly the case for the local 

firms than the multinational ones. Moreover, taking both the UK and Germany’s stock 

exchanges and the state of the economy into consideration, most listed firms would be 

well-known around the world, maintaining a standard when it comes to the financial 

disclosures. We assumed that there would be less truncation that would have to be 

done but that was not the case. The reason behind the presence of such an interaction 

term was to gain further insight with this data. 

 

In regards with the limitations of the study, it would have been an ideal situation to 

add more country related firm based data into this research in order to gain an extensive 

insight concerning the determinants of audit fees. Secondly, due to a higher amount of 

unavailability of audit fee data, proper truncation methods were to be used and at the 

end, more than half of the data had to be truncated in order to achieve meaningful audit 

fee concerning results.  

 

Thirdly and most importantly, it was impossible to measure each of the macro-

economic environmental factors separately for the countries taken into consideration 

due to an unavailability of access to specific data. We were bound to use the dummy 

variable factor but still the results were in compliance with the previous studies. Some 

of the positives to take out from this research is that we have used some of the most 

recently obtained data when it comes to the previous researches. Less researches were 

conducted post-IFRS adoption and this research portrayed a side of it for which no 

specific differences were to be found in the outcomes of the analysis comparing to the 

previous studies. 
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This research surely helps in extending the current available literature related to this 

nature of scientific study. This topic can further become more interesting if further 

new macro-economic factors could be added into the list alongside various other 

countries to perform this research on a bigger scale and to see whether what other 

factors could have an effect on the audit fees. 
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APPENDICES 

 

Table 1: Descriptive statistics of combined data 

 Number of obs. 

        2027 Mean Median 
std. 

deviation 
Maximum Minimum Skewness Kurtosis 

COMPLX 0,533 0,618 0,359 1,121 0 -0,321 -1,394 

AUDITEERISK 0,250 0,237 0,155 0,838 0,012 0,849 0,831 

LVG 0,229 0,220 0,158 0,853 0 0,559 0,036 

natural log size 15,028 14,816 1,659 19,53 11,336 0,542 -0,233 

natural log AF 14,112 13,890 1,285 17,510 11,336 0,46 -0,409 

natural log NAF 12,989 12,986 1,434 16,880 8,326 -0,139 -0,174 

Cluster 0,78 1 0,414 1 0 -1,356 -0,162 

Industry 0,16 0 0,363 1 0 1,903 1,621 
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Table 2: Descriptive Statistics Germany  

Number of obs.     

457 Minimum Maximum Mean Std. Deviation Variance Skewness Kurtosis 

COMPLX 0,000 1,197 0,626 0,275 0,075 -0,844 -0,002 

AUDITEERISK 0,028 0,607 0,280 0,126 0,016 0,288 -0,536 

LVG 0,000 1,261 0,236 0,141 0,020 1,115 5,500 

natural log size 12,005 19,660 15,859 1,500 2,251 0,310 -0,438 

natural log AF 12,043 17,588 14,537 1,290 1,664 0,433 -0,776 

natural log NAF 8,699 16,380 13,156 1,562 2,440 -0,339 -0,281 

Cluster 0,000 0,000 0,000 0,000 0,000 
  

Industry 0,000 1,000 0,259 0,438 0,192 1,102 -0,788 
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Table 3: Descriptive Statistics UK 

Number of obs. 

1570 
Minimum Maximum Mean Std. Deviation Variance Skewness Kurtosis 

COMPLX 0 1,53 0,489 0,384 0,147 -0,074 -1,585 

AUDITEERISK 0,000 0,936 0,244 0,180 0,032 1,33 2,261 

LVG 0 1,014 0,224 0,171 0,029 0,744 0,475 

natural log size 10,848 19,763 14,784 1,634 2,672 0,719 0,284 

natural log AF 11,266 17,664 13,929 1,283 1,646 0,553 -0,208 

natural log NAF 8,326 16,880 12,903 1,417 2,007 -0,090 -0,056 

Cluster 1 1 1 0 0 

  

Industry 0 1 0,128 0,334 0,111 2,225 2,955 
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Table 4: Pearson’s Correlation Coefficient 

 COMPLX AUDITEERISK LVG 

natural 

log size 

natural log 

AF 

natural log 

NAF Cluster Industry 

COMPLX Pearson 

Correlation 

1 0,000 -0,035 ,237** ,432** ,239** -,147** ,099** 

Sig. (2-

tailed) 

 
0,985 0,117 0,000 0,000 0,000 0,000 0,000 

N 2035 1990 2017 2025 2027 1890 2035 2035 

AUDITEERISK 
 

0,000 1 -,275** -,188** -,112** -,101** -,120** -,080** 
 

0,985 
 

0,000 0,000 0,000 0,000 0,000 0,000 
 

1990 2008 1991 1998 2003 1868 2008 2008 

LVG 
 

-0,035 -,275** 1 ,229** ,199** ,211** -0,023 ,104** 
 

0,117 0,000 
 

0,000 0,000 0,000 0,303 0,000 
 

2017 1991 2037 2028 2029 1895 2037 2037 

natural log size 
 

,237** -,188** ,229** 1 ,837** ,574** -,265** ,162** 
 

0,000 0,000 0,000 
 

0,000 0,000 0,000 0,000 
 

2025 1998 2028 2046 2038 1899 2046 2046 

natural log AF 
 

,432** -,112** ,199** ,837** 1 ,647** -,182** ,077** 
 

0,000 0,000 0,000 0,000 
 

0,000 0,000 0,000 
 

2027 2003 2029 2038 2049 1906 2049 2049 

natural log NAF 
 

,239** -,101** ,211** ,574** ,647** 1 -,074** 0,007 
 

0,000 0,000 0,000 0,000 0,000 
 

0,001 0,762 
 

1890 1868 1895 1899 1906 1910 1910 1910 

Cluster 
 

-,147** -,120** -0,023 -,265** -,182** -,074** 1 -,150** 
 

0,000 0,000 0,303 0,000 0,000 0,001 
 

0,000 
 

2035 2008 2037 2046 2049 1910 2057 2057 

Industry 
 

,099** -,080** ,104** ,162** ,077** 0,007 -,150** 1 
 

0,000 0,000 0,000 0,000 0,000 0,762 0,000 
 

 
2035 2008 2037 2046 2049 1910 2057 2057 

**. Correlation is significant at the 0.01 level (2-tailed). 
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Table 5:Regression model       

Explanatory variable Model 1  T-values P-values 

Constant 3,018*** 19,096 0,000 

 
0,158 

  

COMPLX 0,774*** 19,808 0,000 

 
0,039 

  

AUDITEERISK 0,433*** 4,683 0,000 

 
0,093 

  

LVG 0,186** 2,052 0,040 

 
0,091 

  

natural log size 0,556*** 51,528 0,000 

 
0,011 

  

natural log NAF 0,163*** 13,806 0,000 

 
0,012 

  

Cluster 0,141*** 4,092 0,000 

 
0,035 

  

Industry 

 

(0,171)*** 

-4,487 0,000 

 
0,038 

  

    

R 0,896 
  

R2 0,803 
  

std.error of estimate 0,575   

F-statistic 926,005     
***. Correlation is significant at the 0.01 level 
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Table 6: Regression model - 

Interaction term     

Explanatory variable Model 1  T-values P-values 

Constant 3,024*** 19,111 0,000 

 
(0,158) 

  

COMPLX 0,778*** 19,901 0,000 

 
(0,039) 

  

AUDITEERISK 0,411*** 4,424 0,000 

 
(0,093) 

  

LVG 0,140*** 1,495 0,040 

 
(0,094) 

  

natural log size 0,555*** 51,090 0,000 

 
(0,011) 

  

natural log NAF 0,164*** 13,822 0,000 

 
(0,012) 

  

Cluster 0,136*** 3,922 0,000 

 
(0,035) 

  

Industry -0,162*** -4,220 0,000 

 
(0,038) 

  

clvg*clsize -0,130** -2,486 0,013 

 
(0,052) 

  

R 0,896 
  

R2 0,803 
  

std .error of estimate 0,571   

F-statistic 925,707     
***. Correlation is significant at the 0.01 level 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


