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Distracted Auditors and Corporate Reporting Environment 

Abstract 

In a situation where a financially distressed client of an audit office is highly exposed to 
earnings misstatements, the office is likely to intensify the professional scrutiny of that 
client’s audits to mitigate its audit risk. That scenario could mean the office becomes 
distracted and potentially pays less attention to the audits of the remaining non-distressed 
clients in its portfolio. This paper examines whether the extent of distraction is associated 
with the audit quality and the information environment of non-distressed clients. We 
define auditor distraction at the office level with reference to the ratio of audit fees derived 
from financially distressed clients to total audit fees. Using a sample of U.S. firms over 
the period 2000–2018, we find that auditor distraction is associated with lower audit fees 
and longer delays to issuing audit reports.  We also find that auditor distraction relates 
adversely to the corporate information environment. Our findings suggest that auditor 
distraction is associated with lower audit quality and opaque information environments, 
both of which potentially impact audit risk and the overall informativeness of financial 
statements. 

JEL Classification: M40, M41, M42 

Keywords: Auditor distraction, limited attention, audit effort, earnings management, 
information environment. 
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1. Introduction 

A growing body of auditing literature examines how audit office characteristics influence the audit 

client reporting environment (see e.g., Beck et al., 2019; Bills et al., 2016; Chaney & Philipich, 

2002; Francis et al., 2013; Francis & Michas, 2013a; Swanquist & Whited, 2015; Whitworth & 

Lambert, 2014). We extend this literature by examining how audit office distraction that results 

from limited attention influences audit quality and corporate information environment. To measure 

audit office distraction, we focus on the proportion of clients in the audit office client portfolio that 

are financially distressed. Prior research suggests that during financial difficulties, managers are 

likely to engage in earnings manipulation to conceal distress, meet market expectations, and 

maximize short-term managerial compensation (Besancenot & Vranceanu, 2009; Dichev & 

Skinner, 2002; Efendi et al., 2007; Jaggi & Lee, 2002; Jensen & Meckling, 1976). Distressed firms 

also tend to manipulate earnings to avoid violating debt covenants that might otherwise trigger 

adverse outcomes, including the acceleration of debt maturity, financial penalties, operational 

inflexibility, and loss of key shareholders’ support (Dichev & Skinner, 2002; Purnanandam, 2008; 

Sweeney, 1994). 

Given that distressed firms are more likely to misstate earnings, auditors adjust their risk 

assessment and apply a professional skepticism to reduce the audit risk posed by such clients 

(Beasley et al., 2000; Brazel et al., 2016; Pittman & Zhao, 2020; Quadackers et al., 2014). The 

enhanced level of professional skepticism requires auditors to undertake additional procedures that 

would not normally be required, including gathering more information, processing that 

information more thoroughly, and requesting additional evidence in case of inadequacies (Shaub 

& Lawrence, 1996). However, any audit office that manages a portfolio of clients has limited 

resources. Evidence from the field of psychology suggests that such limits to information 
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processing capacity can induce errors (Broadbent, 1958; Cherry, 1953; Payne et al., 1993; Slovic, 

1972; Stroop, 1935). Accordingly, we argue that the extra attention and resources that an audit 

office allocates to the audits of distressed clients could result in the auditors temporarily being 

spread too thinly and being distracted to the extent that the quality of the audits provided to other 

clients is adversely affected. 

Building on this conjecture, we examine the association between auditor distraction, audit 

quality, and the reporting environment of the non-distressed clients in the audit office client 

portfolio. We create our measure of auditor distraction by using the level of exposure of the audit 

office to financially distressed clients.1 Specifically, we measure auditor distraction at the office 

level as the ratio of audit fees derived from financially distressed clients to total audit fees. We 

consider those audit clients in the top quantile of the financial distress index devised by (Kaplan 

& Zingales, 1997) (hereafter, the KZ index) to be distressed clients. Our measure of distraction 

has a continuous distribution property, and the extent to which a client’s audit office is distracted 

depends on the proportion of audit fees that the office obtains from distressed clients. There are 

two advantages to using the KZ index. First, non-distressed clients of an audit office are highly 

unlikely to affect the financial position of distressed clients. The non-distressed clients, therefore, 

experience auditor distraction largely exogenously. Second, clients in the top quantile of the KZ 

index must either overcome the financial hardship or file for bankruptcy. In either case, our 

measure of distraction changes, introducing meaningful variability.2 

We use a sample of  publicly listed U.S. firms over the period 2000–2018. We hypothesize 

that distracted auditors will pay greater attention to the audits of financially distressed clients to 

 
1 Throughout the paper, we use the terms “distraction” to refer to audit office distraction. 
2 Our distraction measure changes annually, which reduces endogeneity concerns that firms may prefer being audited 
by distracted auditors. 
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the detriment of the service provided to the remaining clients in the audit office client portfolio. 

Following Zhang (2018) and Blanco et al. (2021), we first use audit fees and audit report delay to 

measure auditor effort. Consistent with our prediction, we find evidence to suggest that distracted 

auditors pay less attention to the audits of non-financially distressed clients. Specifically, we find 

that distraction is associated with lower audit fees and longer audit delays, both of which indicate 

reduced audit effort and quality. 

Since observable firm characteristics may be correlated with audit effort and quality, our 

results could be driven by the endogenous matching of a distracted auditor and a firm that possess 

those characteristics. To mitigate this concern, we use entropy balancing to achieve covariate 

balances that are virtually identical in the first and second moments (i.e., mean and variance). 

Using this technique, we re-estimate our main models. Our findings do not change, and we 

continue to document a negative relation between auditor distraction and audit effort and quality. 

Further, we examine whether auditor distraction affects accruals quality of non-distressed 

clients, and the probability that these clients report errors or their financial statements receive an 

AAER. Errors are referred to unintentional misapplications of GAAP, or mistakes in data analysis 

that will eventually result in the restatement of financial reports. An AAER is the issuance of an 

Accounting and Auditing Enforcement Release by SEC to a firm’s financial statements in an 

attempt to investigate the possibilities of the firm being involved in a violation, including 

intentional falsification of financials, over-statement of assets and income, and insufficient 

disclosure. Our results show that the accruals quality of non-distressed clients of distracted auditors 

is lower and that they are highly likely to report errors and receive an AAER. 

Lastly, we analyze how a lower audit quality potentially resulting from distraction relates to 

a client’s information environment. We hypothesize that clients with distracted auditors are likely 



6 

to have a weaker information environment. We posit this because the auditing literature documents 

that lower audit quality is adversely associated with the information environment (Behn et al., 

2008; Bushman et al., 2004; Chen et al., 2017). Our results suggest that non-distressed clients of 

distracted auditors are associated with higher degrees of stock illiquidity, increased information 

asymmetry, greater price delay, and higher idiosyncratic and stock return volatility. 

We make several contributions to the literature. First, we extend the literature on audit office 

quality (Beck et al., 2019; Bills et al., 2016; Chaney & Philipich, 2002; Francis et al., 2013; Francis 

& Michas, 2013a; Swanquist & Whited, 2015; Whitworth & Lambert, 2014). We show that auditor 

distraction resulting from clients’ financial constraints compels an auditor to allocate more effort 

to the audits of certain clients and, consequently, pay less attention to the audits of the remaining 

clients in the audit office client portfolio. We introduce a novel method of measuring auditor 

distraction. Our findings also relate to the literature on auditor busyness (Goodwin & Wu, 2016) 

and workload compression (López & Peters, 2012). However, unlike the measures of busyness 

relying on the number of clients, our measure relies on the financial position of certain clients. 

Furthermore, our measure of distraction is largely exogenous to the audit quality of non-distressed 

clients. 

Second, we contribute to the literature on the association between audit quality and 

information environment (see e.g., Almutairi et al., 2009; Chen et al., 2017), by showing that there 

are significant adverse market effects for clients with distracted auditors. Third, our study has 

important implications for auditors, clients, and investors. Audit offices need to both balance their 

client portfolio and preserve a balance while allocating resources to the audits of financially 

distressed clients to ensure that staff are not spread too thinly and that the rest of the clients do not 

suffer from any reduced audit quality. Our results suggest that the client firm’s board, audit 
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committee, and investors should pay attention to the audit office client portfolio, the office’s 

resource management, and quality assurance practices. 

The remainder of the paper proceeds as follows. In the next section, we discuss the available 

theory and formulate hypotheses. Thereafter, we present our sample and research design. There 

then follows a section in which we present our results. The concluding section summarizes our 

findings, and the appendix describes the variables. 

2. Background, Related Literature, and Hypotheses 

The framework of auditor distraction 

Literature on corporate financial distress suggests that during times of financial difficulty, 

managers might engage in dishonest communication with financial markets to maximize short-

term compensation, attain more favorable contracting outcomes, and reduce default premiums 

(Altman, 1984; Andrade & Kaplan, 1998; Besancenot & Vranceanu, 2009; Efendi et al., 2007). 

Distressed firms may also choose to manipulate earnings to avoid violating debt covenants that 

might otherwise trigger harmful consequences, including the acceleration of debt maturity, 

financial penalties, operational inflexibility, and the withdrawal of support from key stakeholders 

(Dichev & Skinner, 2002; Purnanandam, 2008; Sweeney, 1994). Efendi et al. (2007) establish that 

earnings misstatements are more likely in firms constrained by an interest-coverage debt covenant 

or firms that raise new debt or equity capital. Depending on their incentives, managers of 

financially distressed firms may also make accounting choices to manage earnings upwards or 

downwards. Charitou et al. (2011) show that distressed firms manipulate earnings upwards to 

secure employment or increase the stock price to obtain higher compensation. In contrast, others 

manipulate earnings downwards to highlight distress, in the expectation of being able to improve 

terms following renegotiations (H. DeAngelo et al., 1994). In a similar study, Jaggi and Lee (2002) 
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show that managers of distressed firms use income-increasing discretionary accruals to obtain 

waivers for debt covenant violations and income-decreasing discretionary accruals if debt 

restructuring takes place or debts are renegotiated because waivers are denied. Further, research 

findings also show that distressed firms, on average, have lower levels of earnings timeliness for 

bad news and higher levels for good news and that they manage their earnings toward positive 

targets more frequently than non-distressed firms do (Charitou et al., 2011). 

Given that financially distressed audit clients are more likely to use complex methods of 

earnings management, auditors must exercise a greater degree of professional skepticism and audit 

effort to ensure effective audits, reduce audit risk to a tolerable level (Beasley et al., 2000; Brazel 

et al., 2016; Pittman & Zhao, 2020; Quadackers et al., 2014), and effectively assess the need for a 

going-concern opinion (Ittonen et al., 2017). Accounting standards also suggest that the presence 

of significant monetary incentives based on financial results boosts the inherent risk of material 

misstatement. Standard setters thus urge auditors to be alert to indicators of fraud and management 

bias, to question the reliability of evidence, and to critically assess the sufficiency and 

appropriateness of the audit evidence (Flood, 2020; PCAOB, 2020). 

An audit office, however, generally preserves an economically optimal level of resources for 

the audits of a portfolio of clients. Accordingly, an audit office risks its resources being too thinly 

spread and its staff distracted when it must pay more attention to the audits of distressed clients at 

the expense of the less risky, non-distressed clients. It is, therefore, plausible to expect that non-

distressed clients will be more exposed to reduced audit quality and a weaker information 

environment. The evidence from large scale psychology research suggests that the attention 

directed to one particular task reduces the attention available to direct to the next (Broadbent, 1958; 

Cherry, 1953; Moray, 1959; Stroop, 1935). 
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Literature on limited attention has also inspired many accounting and finance scholars. Studies 

in the finance realm, for example, have been influenced by the investor distraction hypothesis3, 

which suggests limited investor attention causes market underreactions (Huberman & Regev, 

2001; Tetlock, 2011). Other research suggests that the stock market responds more slowly to 

earnings surprises on days when the sheer number of earnings announcements dilutes attention 

(Hirshleifer et al., 2009), and on Fridays, presumably because the attention is low ahead of the 

weekend (Dellavigna & Pollet, 2009). Another study develops those findings by showing that 

managers use periods when the market is reacting slowly to report weak earnings to divert scrutiny 

(deHaan et al., 2015). Similarly, Corwin and Coughenour (2008) report that specialist portfolio 

investors allocate more effort to their most active stocks during times of increased activity, 

resulting in less frequent price improvement and increased transaction costs for their remaining 

stocks in the portfolio. 

Studies in auditing also highlight potential consequences of limited time and attention owing 

to audit partner busyness. These studies investigate the relationship between audit partner 

busyness—the number of clients in an audit partner’s portfolio in the given year— and audit 

quality. Goodwin and Wu (2016) find that a higher level of busyness reduces the amount of 

attention an audit partner devotes to the average client. Others find similar evidence of audit partner 

busyness reducing the amount of time and attention the partner allocates to client audits (Goodwin 

& Wu, 2016; Gul et al., 2017; Sundgren & Svanström, 2014). In an experimental study, Braun 

(2000) finds that under time pressure, attention becomes more focused on dominant tasks like 

gathering evidence on the frequency and number of misstatements at the expense of subsidiary 

 
3 The investor distraction hypothesis holds that extraneous news inhibits market reactions to relevant news. 
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tasks such as attending to qualitative aspects of misstatements, which can indicate a potential for 

fraudulent financial reporting. 

The general conclusion in studies related to limited attention is that attentional resources are 

scarce, and effort directed to a particular task reduces the attention directed to others. Given that 

audit quality is the joint probability that a material misstatement is detected and reported by an 

auditor (DeAngelo, 1981), the likelihood of detecting and reporting a material misstatement is 

likely to decrease as auditors pay less attention when distracted. The likelihood of reporting a 

misstatement may be further reduced if doing so would significantly increase the auditor’s 

workload. For example, a distracted audit office may also reduce audit quality by avoiding 

modification of the standard audit report, as that process often requires time-consuming 

discussions with the client firm’s management, the audit firm’s in-house counseling, or the quality 

review partner. 

Auditor distraction and audit effort 

Previous research refers to audit pricing as a function of audit effort that corresponds to the level 

of audit risk and audit complexity (Abbott et al., 2003; Francis, 2011; Moon et al., 2019; Simunic, 

1980; Simunic & Stein, 1996). Audit effort combined with auditor competence influences the 

probability that the auditor detects a material misstatement, while auditor independence influences 

the probability that the auditor reports the detected problem (Caramanis & Lennox, 2008). Audit 

quality is very important to auditors because a client’s material misstatements damage the auditor’s 

reputation (Skinner & Srinivasan, 2012; Swanquist & Whited, 2015) and lead to auditor litigation 

losses (DeFond & Zhang, 2014; Heninger, 2001). Investors value audit quality because reliable 

financial reporting mitigates information and shareholder litigation risks and the cost of capital 
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(Akerlof, 1970; Jensen & Meckling, 1976). As such, some clients prefer paying an audit fee 

premium to secure an intense audit effort (Abbott et al., 2017; Bronson et al., 2017). 

Literature on audit quality suggests that audit fees are indicative of audit effort and thus 

positively associated with audit quality. Distracted auditors who have to shift more of their 

attention to the audits of distressed clients may find it difficult to maintain optimal audit fees. 

Therefore, they might compromise on the quality of the audit offered to non-distressed clients and 

charge them lower audit fees in exchange. As a consequence, hypothesis (H1) is as follows: 

HYPOTHESIS 1. Auditor distraction is negatively associated with audit fees. 

Audit delay or audit report lag is the length of time from a firm’s fiscal year-end to the date 

the auditor’s report is signed off (Ashton et al., 1987). To some extent, the audit’s length 

determines the timing of financial report announcements (Givoly & Palmon, 1982). A shorter 

delay thus increases the timeliness of financial reports. Research findings show that timeliness of 

financial reporting is associated with valuation accuracy (Bamber et al., 1993; Givoly & Palmon, 

1982). Timeliness, in general, improves the decision usefulness of reported financial statements, 

whereas a delay could trigger information uncertainty related to decisions based on financial 

statements. 

Evidence from previous research also suggests that the process of financial reporting is 

technical and thus requires continuous effective information exchange between the client and the 

auditor (Beasley et al., 2009). To deliver timely and accurate financial statements, and to review 

the content of financial statements, the audit process, and internal control, the audit committee of 

the client firm meets the auditor regularly. A distracted auditor would potentially be unable to 

allocate sufficient time and resources to engage with the client’s audit committee and management 

actively. The lack of communication between the client and the auditor may impede information 
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processing and curb coordination, thus preventing the client from delivering timely financial 

statements. This leads to our next hypothesis (H2): 

HYPOTHESIS 2. Auditor distraction is positively related to audit report delay. 

Auditor distraction, audit quality, and the corporate information environment 

Srinidhi and Gul (2007) argue that curbing earnings management is a critical aspect of audit 

quality. Frankel et al. (2002) and Ashbaugh et al. (2003) find a significantly negative relation 

between audit effort—measured as audit fees claimed—and discretionary accruals. Their results 

suggest that an auditor that charges high audit fees exerts more effort to gather audit evidence that 

allows the auditor to evaluate the accrual estimation errors. After identifying inconsistencies or 

factors affecting the true and fair view of the financial statements, the auditor requires managers 

to correct their estimates, modify their accounting methods, and increase accruals quality. In a 

similar study using audit hours as a measure of audit effort, Caramanis and Lennox (2008) find 

evidence that audit effort is negatively related to discretionary accruals. 

Statement on Auditing Standards (SAS) No. 82, Consideration of Fraud in a Financial 

Statement Audit (AICPA 2002) establishes standards and provides guideline on audit planning 

when material fraud is possible. Empirical findings, however, suggest that developing and 

subsequently employing an effective audit plan will depend on the client’s relative rewards and 

penalties from the various types of fraud, the cost of audit effort, and expectations about the 

client’s performance (Patterson & Noel, 2003). A distracted auditor, who lacks time and resources, 

may simply overlook  misstatements that would normally require additional effort or that their 

disclosure does not lead the client paying unusual fines or penalties. We could, therefore, expect a 

positive link between the level of auditor distraction and the client’s involvement in both 

irregularities (intentional misstatements) and errors (unintentional misstatements). Most of the 
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irregularities are followed, for example, by AAER and other securities class action lawsuits 

(Hennes et al., 2008). The literature, in general, suggests that audit effort is a proxy for audit quality 

and that low audit effort increases the extent to which managers feel able to report earnings more 

aggressively. We thus state our next hypothesis (H3) as follows: 

HYPOTHESIS 3. The inadequate effort that a distracted auditor exerts to conduct 

audits of non-distressed clients will result in those clients’ lower audit quality. 

Previous research also documents a negative relation between audit quality and information 

asymmetry. For instance, Bushman et al. (2004) show that audit quality is positively related to 

corporate transparency. Similarly, Behn et al. (2008) find that higher audit quality leads to more 

accurate analyst forecasts and smaller analyst forecast dispersion. Finally, Chen et al. (2017) also 

reveal that audits by good quality auditors exhibit lower idiosyncratic volatility. We argue that 

since auditor distraction is likely to induce lower audit quality, clients of distracted auditors are 

exposed to a weaker information environment. We thus state our next hypothesis (H4) as follows: 

HYPOTHESIS 4. Reduced audit quality induced by auditor distraction adversely 

impacts the client’s information environment. 

3. Data and Research Methodology 

Sample selection 

The empirical analysis of this study is based on a sample of firms publicly listed in the USA over 

the period 2000–2018. We obtained accounting data from Compustat, stock data from the Centre 

for Research in Security Prices (CRSP), and audit data from Audit Analytics. Table 1 displays our 

sample selection criteria. First, we considered all firms publicly listed in the USA from 2000 to 

2018 and removed firm-year observations with missing audit fees and where the auditors were not 

identified. Second, we excluded firm-year observations where audit offices were located outside 
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the United States or had only one client in the given year. Third, we omitted observations with 

missing accounting data, our auditor distraction measure, and other necessary stock data. Finally, 

we excluded firms in the utilities (SIC codes 4900–4999) and financial (SIC codes 6000–6999) 

industries because those industries tend to be regulated. Our final sample size for the main test 

comprises 48,913 firm-year observations. 

[Insert Table 1 about here] 

Measure of auditor distraction 

Literature on financial distress suggests that firms are more likely to misstate earnings during times 

of financial difficulty. Auditors are thus required to pay greater attention to the audits of financially 

distressed clients to effectively reduce audit risk to an acceptable level and properly assess the 

appropriateness of issuing a going-concern opinion. Consequently, the remaining clients in the 

office’s client portfolio might receive less auditor attention owing to the limited audit office 

resources. We, therefore, argue that the financial wellbeing of clients is critical in determining the 

workload of an audit office and the extent to which the office is distracted. We measure audit office 

distraction as the proportion of audit fees of an audit office stemming from financially distressed 

clients, divided by the total audit fees of the office in the given year minus the audit fees the client 

in question pays. We define distressed clients as those in the top quantile of the KZ index (see 

above). Our measure of auditor distraction has a continuous distribution; a higher (lower) 

Distraction measure signifies that the audit office is more (less) distracted. Importantly we only 

retained firms experiencing auditor distraction as an exogenous shock in the analysis and removed 

distressed clients once we had created our measure of auditor distraction. 

The extent to which a client’s auditor is distracted depends on the proportion of audit fees 

obtained from distressed clients by the local auditor office. Distraction is exogenous to healthier 
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clients of an audit office because neither these clients nor the office is likely to affect the financial 

position of distressed clients in the office’s client portfolio. Further, distressed firms either have to 

overcome their financial problems or file for bankruptcy. In either case, our measure of auditor 

distraction changes. These issues related to our main measure are helpful in mitigating endogeneity 

concerns that firms with impaired audit quality prefer being audited by highly distracted auditors. 

We created our measure of distraction at the audit office level because the audit report is the 

outcome of a joint effort of an audit team that includes the engagement auditor, other auditors of 

different ranks and, potentially, auditor-engaged specialists. An increase in audit workload will 

impact the workload of the engagement partner and the workload of other audit team members. 

So, our measure of distraction has the advantage of capturing the change of audit workload at the 

office level. 

Main empirical model 

We use audit fees and audit report delay as measures of audit effort. Previous research describes 

audit fees as a function of auditor, client, and engagement characteristics (Bills et al., 2016; Francis 

et al., 2013; Hay et al., 2006; Moon et al., 2019; Reynolds & Francis, 2000; Whitworth & Lambert, 

2014). We use the following OLS estimator to evaluate H1, the association between distraction 

and audit fees. 

𝑙𝑙𝑙𝑙(𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴 𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹)𝑖𝑖𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝐷𝐷𝐴𝐴𝐹𝐹𝐴𝐴𝐷𝐷𝐷𝐷𝐷𝐷𝐴𝐴𝐴𝐴𝐷𝐷𝑙𝑙𝑖𝑖𝑖𝑖 + 𝛽𝛽2𝑿𝑿′𝑖𝑖𝑖𝑖 + 𝐴𝐴𝑖𝑖𝑖𝑖 + 𝑣𝑣𝑖𝑖𝑖𝑖 + 𝜀𝜀𝑖𝑖𝑖𝑖  (1) 

where, ln(Audit Fees) is the natural logarithm of audit fees; Distraction is the ratio of an office’s 

audit fees derived from clients in the top quantile of the KZ index to the total audit fees the office 

obtains in the given year; the vector X is a set of control variables, including client and audit office 

characteristics determined significant in previous audit fee research; u is an industry dummy; and 

v is a time dummy. A negative 𝛽𝛽1 is consistent with the idea that when an audit office pays more 
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attention to the audits of distressed clients, the office thus, on average, receives lower audit fees 

from the remaining clients. 

We next use the audit report delay as the second measure of audit effort. Audit report delay 

is a function of audit opinion, subsequent events or need for restatements, audit office 

characteristics such as size, industry experience, and client performance measures (Ashton et al., 

1987; Blanco et al., 2021; Cao et al., 2020; Whitworth & Lambert, 2014; Zhang, 2018). We 

estimate the following OLS regression to evaluate H2, the association between auditor distraction 

and audit report delay. 

𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴 𝐷𝐷𝐹𝐹𝑙𝑙𝐷𝐷𝐷𝐷𝑖𝑖𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝐷𝐷𝐴𝐴𝐹𝐹𝐴𝐴𝐷𝐷𝐷𝐷𝐷𝐷𝐴𝐴𝐴𝐴𝐷𝐷𝑙𝑙𝑖𝑖𝑖𝑖 + 𝛽𝛽2𝑿𝑿′𝑖𝑖𝑖𝑖 + 𝐴𝐴𝑖𝑖𝑖𝑖 + 𝑣𝑣𝑖𝑖𝑖𝑖 + 𝜀𝜀𝑖𝑖𝑖𝑖  (2) 

where, Audit Delay is natural logarithm of number of calendar days from a firm’s fiscal year-end 

to the date the auditor’s report is signed off; Distraction is as defined in Equation (1); the vector X 

is a set of control variables, including client and audit office characteristics; u is an industry 

dummy; and v is a time dummy. A positive 𝛽𝛽1 is consistent with the idea that auditor distraction 

is related to longer audit report delays. 

To evaluate our H3 that auditor distraction is associated with lower audit quality, we use 

AQ_Jones, AQ_McNichols, Errors, and AAER as audit quality measures and estimate the 

following models: 

𝐴𝐴𝐴𝐴_𝐽𝐽𝐷𝐷𝑙𝑙𝐹𝐹𝐹𝐹𝑖𝑖𝑖𝑖  𝐷𝐷𝐷𝐷 𝐴𝐴𝐴𝐴_𝑀𝑀𝐷𝐷𝑀𝑀𝐴𝐴𝐷𝐷ℎ𝐷𝐷𝑙𝑙𝐹𝐹𝑖𝑖𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝐷𝐷𝐴𝐴𝐹𝐹𝐴𝐴𝐷𝐷𝐷𝐷𝐷𝐷𝐴𝐴𝐴𝐴𝐷𝐷𝑙𝑙𝑖𝑖𝑖𝑖 + 𝛽𝛽2𝑿𝑿′𝑖𝑖𝑖𝑖 + 𝐴𝐴𝑖𝑖𝑖𝑖 + 𝑣𝑣𝑖𝑖𝑖𝑖 + 𝜀𝜀𝑖𝑖𝑖𝑖  (3) 

𝑃𝑃𝐷𝐷(𝐸𝐸𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐹𝐹 𝐷𝐷𝐷𝐷 𝐴𝐴𝐴𝐴𝐸𝐸𝑅𝑅)𝑖𝑖𝑖𝑖 = 𝑓𝑓(𝛽𝛽0 + 𝛽𝛽1𝐷𝐷𝐴𝐴𝐹𝐹𝐴𝐴𝐷𝐷𝐷𝐷𝐷𝐷𝐴𝐴𝐴𝐴𝐷𝐷𝑙𝑙𝑖𝑖𝑖𝑖 + 𝛽𝛽2𝑿𝑿′𝑖𝑖𝑖𝑖 + 𝐴𝐴𝑖𝑖𝑖𝑖 + 𝑣𝑣𝑖𝑖𝑖𝑖 + 𝜀𝜀𝑖𝑖𝑖𝑖)  (4) 

where, AQ_Jones is discretionary total accruals proposed in (Jones, 1991); AQ_McNichols is 

discretionary working capital accruals suggested in McNichols (2002); Errors is an indicator 

equals one if a firm unintentionally reports errors, zero otherwise; AAER is an indicator equals one 

if a firm’s current year financial statement subsequently receives an Accounting and Auditing 
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Enforcement Release (AAER) from SEC, zero otherwise; Distraction is as defined in Equation 

(1); the vector X is a set of control variables, including client and audit office characteristics; u is 

an industry dummy; and v is a time dummy. A positive 𝛽𝛽1 in both equations is consistent with the 

idea that auditor distraction is associated with lower audit quality. 

Finally, provided that auditor distraction is associated with lower audit quality, we predict 

the following OLS model to evaluate H4, whether distraction-induced lower audit quality affects 

the client’s overall information environment:  

 𝐼𝐼𝑙𝑙𝑓𝑓𝐷𝐷𝐷𝐷𝐼𝐼𝐷𝐷𝐴𝐴𝐴𝐴𝐷𝐷𝑙𝑙 𝐸𝐸𝑙𝑙𝑣𝑣𝐴𝐴𝐷𝐷𝐷𝐷𝑙𝑙𝐼𝐼𝐹𝐹𝑙𝑙𝐴𝐴𝑖𝑖𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝐷𝐷𝐴𝐴𝐹𝐹𝐴𝐴𝐷𝐷𝐷𝐷𝐷𝐷𝐴𝐴𝐴𝐴𝐷𝐷𝑙𝑙𝑖𝑖𝑖𝑖 + 𝛽𝛽2𝑿𝑿′𝑖𝑖𝑖𝑖 + 𝐴𝐴𝑖𝑖𝑖𝑖 + 𝑣𝑣𝑖𝑖𝑖𝑖 + 𝜀𝜀𝑖𝑖𝑖𝑖  (5) 

where, Information Environment is one of the five corporate reporting environment-related 

variables: Illiquidity  is the average daily Amihud (2002) illiquidity measure; Price Delay 

measures how quickly the stock price response to the information embedded in the market index, 

following Hou and Moskowitz (2005); Spread is a measure of information asymmetry, following 

Balakrishnan et al. (2014); Idiosyncratic Volatility is the standard deviation of factor-adjusted 

returns over 36 months ending three months after the fiscal year, following Hutton et al. (2009); 

Return Volatility is the standard deviation of stock returns over 36 months ending three months 

after the fiscal year. The vector X is a set of control variables, including client and audit office 

characteristics; u is an industry dummy; and v is a time dummy. Detailed variable definitions are 

provided in Appendix A. 

Entropy-balanced test sample 

To ensure that our results are not driven by endogenous matching between firms with observable 

characteristics that contribute towards lower audit effort and quality and a distracted auditor, we 

use a multivariate matching technique named entropy balancing developed by Hainmueller (2012). 

The matching technique is utilized in several recent studies to address endogeneity concerns (see 
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e.g., Chahine et al., 2020; Chapman et al., 2019; McMullin & Schonberger, 2020).  Entropy 

balancing uses a weighting scheme such that post-weighting the distribution of each matching 

variable is virtually identical between the control and treatment samples. To implement this, we 

first define Distraction Dummy equals one if the audit office belongs to the top quantile of 

Distraction in a given year, zero otherwise. We require entropy-balanced sample across the first 

two moments (mean and variance) for each variable specified in Equation (1) and (2). 

4. Results 

Descriptive statistics and univariate analysis 

Table 2 presents the cross-sectional descriptive statistics for our final sample4. The table shows 

that the mean (median) of Distraction is 0.139 (0.064), indicating that audit offices of the sample 

firms obtain, on average, 13.9 percent of their total audit fees from their financially distressed 

clients. The mean (median) of the natural logarithm of audit fees is 13.174 (13.204), or USD 

526,496 (USD 542,530). The mean (median) of audit delay—the natural logarithm of the number 

of days from a firm’s fiscal year-end to the signing of the auditor report—is 4.120 (4.143), or 

approximately 62 (63) calendar days. Further, over 67 percent of the sample firms are clients of 

Big-4 auditors. 

[Insert Table 2 about here] 

Table 3 displays the correlation matrix. The table shows that Distraction is negatively 

correlated with ln(Audit Fees) and positively with Audit Delay. The correlation coefficients 

between auditor distraction and the two measures of audit effort support our prediction that 

auditors put less effort into the audits of non-distressed clients when distracted. Further, 

Distraction is positively correlated with both measures of discretionary accruals, indicating that as 

 
4 A difference of means test between distressed and non-distressed clients are provided in Appendix B (see Table B1). 
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auditor distraction increases, discretionary accruals get larger. There is also a positive correlation 

documented between distraction and all the measures of information environment including, 

Illiquidity, Spread, Price Delay, Idiosyncratic Volatility, and Return Volatility. The latter results 

further support our hypothesis that auditor distraction is related to an information environment of 

lower quality. Various audit office characteristics, for example, Office Size, Industry Experience, 

and Big4 Auditor are negatively correlated with auditor distraction. No multicollinearity issues are 

present as we obtain variance inflation factors (VIFs) that are all below four, meaning that the 

standard errors are not being inflated by a factor of two or more. 

[Insert Table 3 about here] 

Multivariate analysis 

Auditor distraction and audit effort 

Table 4 reports the multivariate analysis of auditor distraction and audit effort. Model fit is good 

in all the regressions, and coefficients of control variables are consistent with previous research. 

To evaluate H1, we estimate Equation (1) and report the regression results in columns (1) of Table 

4. Specifically, we run an OLS regression of audit fees on auditor distraction and at the meanwhile 

control for client and audit-office related variables. The coefficient on Distraction (β = -0.151***, 

t-value = -7.21) highlights that auditor distraction is negatively related to ln(Audit Fees), 

supporting H15. The results show that when an audit office invests more effort into the audits of 

distressed clients, it will charge the remaining clients lower audit fees than otherwise. In terms of 

economic magnitude, an increase of one standard deviation in Distraction results in a decrease of 

USD 10,838 in audit fees. Considering this adverse relation between distraction and audit fees and 

 
5 The coefficient on Distraction remains negative and statistically significant when we replace ln(Audit Fees) with its 
one-year lead value. 
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that audit effort is a function of audit pricing; distracted auditors are more likely to expend less 

effort when auditing non-distressed clients. The results also show that ln(Firm Size), Office Size, 

Segments, and Big4 Auditor have a positive relationship with ln(Audit Fees), indicating that both 

client and audit office size, client complexity, and audits by Big-4 auditors increase audit fees. 

Further, Altman ZScore, an indicator of financial wellbeing, is negatively related to ln(Audit Fees). 

Column (2) of Table 4 presents the evaluation of H2 and reports the OLS regression 

results of auditor distraction and audit report delay. Audit Delay is the natural logarithm of 

the number of calendar days from a firm’s fiscal year-end to the signing of the auditor report. 

We find a positive and statistically significant coefficient on Distraction (β = 0.044***, t-

value = 4.86), supporting H2. The results indicate that when an audit office pays more 

attention to the audits of financially constrained clients, the remaining clients in the office’s 

client portfolio experience longer audit report delays. An economic interpretation of the 

results in column (1) of Table 5 indicates that an increase of one standard deviation in 

Distraction results in 1.5 days delay in receiving the auditor report. The results also show, 

as expected, that Leverage, Going Concern, and Restatements are positively related to Audit 

Delay. Presumably, because an auditor is dealing with an increased workload when it is 

issuing a going-concern opinion or the client is restating its financial statements, the audit 

firm’s clients experience delays in receiving its auditor report. 

Moreover, as expected, the results show that ln(Firm Size) is associated with shorter 

audit report delays. It is likely that larger clients pay higher audit fees to accelerate the audit 

process and avoid delays. The positive relation between Busy Season and audit report delay 

possibly indicates the higher workload that auditors face toward the end of the calendar year, 

leading their clients to experience longer audit delays. Audit office characteristics such as 
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Industry Experience and Big4 Auditor are negatively associated with audit report delay, while the 

association with Office Size is positive. 

We next re-estimate our regression models in Equations (1) and (2) using our entropy-

balanced samples. We provide the covariate balances before and after the weighting scheme in 

Appendix B (see Table B2). The differences in the first and second moments indicate that the 

treatment and control samples have virtually identical distributions. Using this matched sample, 

we re-estimate our models nested in Equations (1) and (2). The results reported in Columns (3) 

and (4) of Table 4 show that firms with distracted auditors have lower audit fees and greater audit 

delays. The coefficient on Distraction Dummy is negative and statistically significant in Column 

(3) and positive and statistically significant in Column (4). These results are consistent with our 

main findings and show that distracted auditors are not able to provide their clients with the same 

quality of services as they are when not distracted. 

[Insert Table 4 about here] 

Auditor distraction, audit quality, and the corporate information environment 

To evaluate H3 that distraction is associated with lower audit quality, we estimate Equations (3) 

and (4) and report the results in Table 5. Columns (1) and (2) of Table 5 illustrates the regression 

results of the association between discretionary accruals, a measure of earnings management, and 

auditor distraction. Specifically, in Column (1), we use AQ_Jones, which is discretionary total 

accruals estimated following Jones (1991). The positive and significant coefficients on Distraction 

(β = 0.036***, t-value = 5.06)  in this column shows that distraction is positively associated with 

discretionary accruals, a sign of lower audit quality. In Column (2), we replace the earlier 

discretionary accruals measure with AQ_McNichols, which is discretionary working capital 

accruals estimated following McNichols (2002). The positive and statistically significant 



22 

coefficient on Distraction (β = 0.012***, t-value = 3.37) confirms the results in the earlier column. 

The results in Column (1) and (2) indicate that when an audit office is distracted, managers of the 

remaining clients of the office are more likely to manipulate accruals. The results further show that 

Leverage and Going Concern are positively related to discretionary accruals, showing that both 

debt and financial distress increase the likelihood of clients getting engaged in earnings 

management. In contrast, Auditor Tenure, Big4 Auditor, and Altman ZScore are negatively related 

to discretionary accruals. 

Column (3) of Table 5 presents the Probit regression results of the relationship between 

auditor distraction and the probability of unintentionally misstating financial reports. Errors is an 

indicator equals one if a firm unintentionally reports errors in terms of misapplications of GAAP, 

or mistakes in data analysis, zero otherwise. The coefficient on Distraction (β = 0.111**, t-value = 

2.14) is positive and statistically significant at the five percent level, showing that clients of 

distracted auditors are more exposed to reporting errors. Previous findings show that stock market 

reacts negatively to reporting errors because the market considers it as a sign of weak audit quality  

(Bartov et al., 2021; Hennes et al., 2008). Client firms that more frequently report errors could thus 

experience higher stock return volatility. Our results further reveal that Office Size  and Auditor 

Tenure decrease while SD Sales and Going Concern increase the probability of Errors. 

Column (4) of Table (5) shows the Probit regression results of the relationship between 

auditor distraction and the probability of a firm’s financial statements receiving an AAER. The 

dependent variable AAER is an indicator equals one if a firm’s current year financial statement 

subsequently receives an AAER from SEC, zero otherwise. The coefficient of Distraction (β = 

0.225*, t-value = 1.76) in Column (4) is positive and statistically significant at the ten percent level, 

indicating that distraction increases the probability of receiving an AAER. Using our entropy-
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balanced samples in Columns (5—8) of Table 5 yield results that are qualitatively similar to those 

in Columns (1—4).  

[Insert Table 5 about here] 

To evaluate H4, we estimate Equation (5)  and present the regression results in Table 6. 

Doing so, we analyze the potential spillover effects of distraction-induced lower audit quality. 

Column (1) of Table 6 exhibits the OLS regression results of the relationship between auditor 

distraction and Illiquidity, which is the average daily Amihud (2002) illiquidity measure. The 

coefficient on Distraction (β = 0.117**, t-value = 2.13) in this column is positive and statistically 

significant at the five percent level, indicating that the lower audit quality induced by auditor 

distraction likely leads to higher stock illiquidity. Column (2) of Table 6 reports the regression 

results of the association between distraction and Spread that is a measure of information 

asymmetry, calculated following Balakrishnan et al. (2014). The results indicate that Distraction 

is positively related to Spread (β = 0.127**, t-value = 2.51). 

Further, Column (3) of Table 6 presents the OLS regression results of auditor distraction and 

Price Delay which measures how quickly the stock price response to the information embedded 

in the market index, calculated following Hou and Moskowitz (2005). The results show that 

Distraction is positively associated with Price Delay (β = 0.017*, t-value = 1.91). Column (4) of 

Table 6 exhibits the results of OLS regression of auditor distraction and Idiosyncratic Volatility  

which is the standard deviation of factor-adjusted returns over 36 months ending three months 

after the fiscal year, following Hutton et al. (2009). The positive and significant coefficient on 

Distraction (β = 0.005***, t-value = 3.10) highlights the positive association between Distraction 

and Idiosyncratic Volatility. Finally, in column (5) of Table 6, we find a positive and significant 

coefficient on Distraction (β = 0.007***, t-value = 2.82), showing a negative relation between 
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Distraction and Return Volatility. The table further shows that Leverage is positively associated 

with stock return volatility, whereas ln(Firm Size) and Segments are negatively associated. Overall, 

Table 6 supports H4 surmising that auditor distraction is adversely related to the corporate 

information environment. 

[Insert Table 6 about here] 

Robustness tests 

To validate the robustness of our findings, we first use an alternative measure of auditor distraction 

and re-estimate our equations. Specifically, we calculate the annual measure of distraction by 

taking the proportion of audit fees that an office receives from clients with a going-concern 

opinion. We consider the issuance of a going-concern report as an indication of client financial 

distress, which, at the same time requires auditors to pay greater attention to ensure effective audits. 

We re-estimate the main tests presented in Tables 4–6 and report the results in Table 7. The 

robustness tests confirm our main findings that auditor distraction is associated with lower audit 

fees, increased audit report delay, and overall lower quality of corporate information environment. 

[Insert Table 7 about here] 

In untabulated robustness analyses, we restricted our sample to the clients of audit offices 

that were not involved with clients issuing financial restatements in the given year. The action 

helped rule out alternative explanations like contagion effects that suggest audit offices have 

systematic audit quality problems and that these problems persist over time (Francis and Michas 

2013a). Our results remain unchanged.6 

 
6 Our results are also robust to defining auditor distraction using total assets of clients instead of audit fees. These 
results are provided in Appendix B (see Table B3). 
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5. Conclusion 

We used a sample of  U.S. firms over the period 2000–2018 to examine the association between 

auditor distraction and audit quality. We further tested the effect of possible distraction-induced 

lower audit quality on the corporate information environment. When audits of financially 

distressed clients absorb time and resources in excess of the norm, the greater attention an audit 

office devotes to those clients detracts from the attention available to non-distressed clients. An 

audit office receiving a sizable proportion of its audit fee income from distressed clients may, 

therefore, become temporarily distracted. We hypothesized that the audit office’s reduced level of 

attention to the audits of non-distressed clients would affect the respective audit quality and the 

clients’ overall reporting environment. 

We defined auditor distraction with reference to the ratio of audit fees derived from 

financially distressed clients to the total annual audit fees. We found that when an audit office had 

to exert greater effort to conduct audits of financially distressed clients, the office put less effort 

into the audits of its remaining clients. Specifically, we found that clients with higher audit office 

distraction are associated with factors implying lower audit quality. Clients of distracted audit 

offices pay lower audit fees, and they are associated with longer audit delays. 

It was important to rigorously test whether lower audit quality stemming from auditor 

distraction affects the overall corporate information environment. We found that clients of highly 

distracted auditors are associated with higher degrees of stock illiquidity, increased information 

asymmetry, and greater price delay. We also found that clients of distracted auditors exhibit a 

higher level of stock return volatility and idiosyncratic volatility. By shedding light on how auditor 

distraction relates to lower audit quality and opaqueness in the information environment, our study 

provides important insights for audit clients, auditors, regulators, and investors. 
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TABLE 1 
Sample Selection Procedure 

All the U.S. publicly listed firms  
All firm-year observations in Audit Analytics from 2000 to 2018 308,360 

Less firm-year observations with missing audit fees and unidentified auditor (99,317) 
Less firm-year observations with auditor offices located outside the United States (22,503) 
Less firm-year observations with their audit office having only one client in the given year (5,487) 

Total number of firm-year observations from Audit Analytics 181,053 
Less firm-year observations with missing necessary data for constructing distraction measure (70,372) 
Less firm-year observations from financial and utility industries (21,629) 
Less firm-year observations classified as financially distressed or with missing other necessary data  (40139) 

Total firm-year observations 48,913 

 

 

TABLE 2 
Descriptive Statistics 

Variables Observations Mean Std. Dev. P25 Median P75 
Distraction 48,913 0.139 0.195 0.006 0.064 0.184 
ln(Audit Fees) 48,913 13.174 1.438 12.103 13.204 14.178 
Audit Delay 48,913 4.120 0.361 3.970 4.143 4.331 
AQ_Jones 47,503 0.104 0.231 0.020 0.045 0.091 
AQ_McNichols 43,592 0.068 0.119 0.016 0.035 0.071 
Errors 48,913 0.060 0.237 0.000 0.000 0.000 
AAER 38,733 0.008 0.088 0.000 0.000 0.000 
Illiquidity 38,972 0.856 1.484 0.012 0.098 0.970 
Spread 38,972 0.940 1.504 0.095 0.270 1.118 
Price Delay 39,246 0.392 0.299 0.136 0.306 0.615 
Idiosyncratic Volatility 36,217 0.117 0.050 0.076 0.109 0.152 
Return Volatility 38,939 0.134 0.087 0.075 0.111 0.165 
Office Size 48,913 16.380 1.944 15.043 16.636 17.940 
Industry Experience (%) 48,913 2.450 4.123 0.170 0.761 2.859 
Client Importance (%) 48,913 8.857 13.009 1.296 3.617 10.245 
Auditor Change 48,913 0.083 0.276 0.000 0.000 0.000 
Big4 Auditor 48,913 0.674 0.469 0.000 1.000 1.000 
Auditor Tenure 48,913 1.897 0.651 1.386 1.946 2.398 
ln(Firm Size) 48,913 5.652 2.280 4.024 5.725 7.222 
Leverage 48,913 0.228 0.492 0.001 0.119 0.282 
Return on Assets 48,913 -0.064 0.305 -0.096 0.028 0.083 
Loss 48,913 0.390 0.488 0.000 0.000 1.000 
Segments 48,913 2.218 0.834 1.732 1.732 3.000 
Financing Needs 48,913 0.340 0.474 0.000 0.000 1.000 
Busy Season 48,913 0.695 0.461 0.000 1.000 1.000 
SD Sales 48,913 0.268 0.451 0.042 0.136 0.298 
SD Cashflows 48,913 0.212 0.792 0.019 0.049 0.108 
M&A Dummy 48,913 0.159 0.366 0.000 0.000 0.000 
Altman ZScore 48,913 0.542 29.622 1.491 3.232 5.740 
Going Concern 48,913 0.072 0.258 0.000 0.000 0.000 
Restatements 48,913 0.005 0.074 0.000 0.000 0.000 

Notes: All continuous variables are winsorized at the 1st and 99th percentile to adjust for potential outliers. Appendix A defines all 
variables.
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TABLE 3 
Pairwise Correlation 

Variables [1] [2] [3] [4] [5] [6] [7] [8] [9] [10] [11] [12] [13] [14] [15] [16] [17] [18]  
[1] Distraction 1.00                   
[2] ln[Audit Fees] -0.26* 1.00                  
[3] Audit Delay 0.18* -0.15* 1.00                 
[4] AQ_Jones 0.21* -0.32* 0.20* 1.00                
[5] AQ_McNichols 0.20* -0.34* 0.21* 0.85* 1.00               
[6] Errors 0.02* 0.04* 0.10* 0.02* 0.02* 1.00              
[7] AAER 0.00 0.01* -0.03* -0.01 -0.01 0.00 1.00             
[8] Illiquidity 0.12* -0.53* 0.19* 0.10* 0.17* -0.01 -0.03* 1.00            
[9] Spread 0.09* -0.52* 0.13* 0.11* 0.18* -0.02* -0.02* 0.91* 1.00           
[10] Price Delay 0.09* -0.41* 0.18* 0.10* 0.15* 0.01 -0.01 0.49* 0.45* 1.00          
[11] Idiosyncratic Volatility 0.08* -0.53* 0.11* 0.24* 0.28* 0.00 0.01* 0.31* 0.36* 0.29* 1.00         
[12] Return Volatility 0.05* -0.41* 0.02* 0.22* 0.25* -0.01 0.01 0.25* 0.33* 0.20* 0.75* 1.00        
[13] Office Size -0.32* 0.61* -0.16* -0.25* -0.27* 0.00 0.01 -0.38* -0.36* -0.24* -0.25* -0.18* 1.00       
[14] Industry Experience -0.12* 0.41* -0.14* -0.12* -0.13* 0.01 0.01 -0.21* -0.18* -0.18* -0.22* -0.14* 0.38* 1.00      
[15] Client Importance 0.13* 0.10* 0.05* 0.00 0.00 0.02* 0.00 0.02* 0.01 -0.02* -0.09* -0.07* -0.59* -0.04* 1.00     
[16] Auditor Change 0.07* -0.15* 0.09* 0.10* 0.09* 0.05* 0.00 0.11* 0.10* 0.08* 0.10* 0.07* -0.14* -0.06* 0.04* 1.00    
[17] Big4 Auditor -0.34* 0.54* -0.29* -0.26* -0.28* -0.01 0.02* -0.37* -0.32* -0.25* -0.23* -0.14* 0.69* 0.32* -0.27* -0.17* 1.00   
[18] Auditor Tenure 0.02* 0.35* 0.22* -0.06* -0.06* 0.01 -0.06* -0.18* -0.29* -0.17* -0.35* -0.34* 0.13* 0.04* 0.08* -0.09* -0.03* 1.00  

Notes: All continuous variables are winsorized at the 1st and 99th percentile to adjust for potential outliers. Appendix A defines all variables. * denotes level of significance at 1 %.



35 

TABLE 4 
The Association Between Auditor Distraction, Audit Fees, and Audit Report Delay 

 OLS  Entropy Balanced Sample 
Dependent variable: ln(Audit Fees) Audit Delay  ln(Audit Fees) Audit Delay 
 (1) (2)  (3) (4) 
Distraction / Dummy -0.151*** 0.044***  -0.034*** 0.023*** 
 (-7.21) (4.86)  (-3.85) (4.94) 
Office Size 0.392*** 0.005*  0.513*** 0.004 
 (57.60) (1.94)  (73.90) (1.03) 
Industry Experience 0.014*** -0.002***  0.013*** -0.002** 
 (6.77) (-2.58)  (5.38) (-2.25) 
Client Importance 0.043*** 0.001**  0.048*** 0.001** 
 (57.10) (2.40)  (67.62) (2.26) 
Auditor Change -0.005 0.063***  -0.006 0.074*** 
 (-0.50) (11.50)  (-0.52) (10.31) 
Big4 Auditor 0.106*** -0.032***  0.039** -0.026*** 
 (6.52) (-4.85)  (2.39) (-3.16) 
Auditor Tenure 0.074*** -0.030***  0.147*** -0.034*** 
 (6.15) (-6.50)  (9.96) (-4.87) 
ln(Firm Size) 0.257*** -0.086***  0.193*** -0.075*** 
 (60.02) (-46.89)  (42.97) (-31.05) 
Leverage 0.034** 0.029***  0.006 0.026*** 
 (2.45) (5.25)  (0.52) (4.63) 
Return on Assets 0.149*** -0.021**  0.167*** -0.026** 
 (7.67) (-2.45)  (8.61) (-2.40) 
Loss 0.154*** -0.002  0.135*** 0.006 
 (13.92) (-0.36)  (10.61) (0.82) 
Segments 0.143*** 0.005**  0.113*** 0.011*** 
 (18.27) (1.96)  (14.74) (2.86) 
Financing Needs -0.018** 0.021***  -0.010 0.023*** 
 (-2.50) (6.31)  (-1.13) (4.49) 
Busy Season 0.079*** 0.017***  0.067*** -0.001 
 (5.61) (3.30)  (4.86) (-0.18) 
SD Sales 0.022** 0.003  0.022** 0.009* 
 (1.99) (0.67)  (2.04) (1.68) 
SD Cashflows -0.076*** 0.003  -0.042*** -0.000 
 (-11.73) (1.00)  (-7.18) (-0.01) 
M&A Dummy 0.158*** -0.009**  0.187*** -0.022*** 
 (14.29) (-2.18)  (13.64) (-3.29) 
Altman ZScore -0.001*** 0.000  -0.000 0.000 
 (-4.31) (0.61)  (-1.02) (0.05) 
Going Concern -0.002 0.088***  -0.039** 0.089*** 
 (-0.08) (9.91)  (-2.07) (8.86) 
Restatements  0.300*** 0.196***  0.148*** 0.162*** 
 (7.41) (7.89)  (2.90) (4.10) 
ln(Audit Fees)  0.057***   0.041*** 
  (14.60)   (7.60) 
Intercept 3.563*** 3.570***  2.214*** 3.706*** 
 (21.25) (81.29)  (15.67) (70.73) 
Year FE  Yes Yes  Yes Yes 
Industry FE  Yes Yes  Yes Yes 
Adjusted R2 0.852 0.391  0.862 0.409 
Observations 48,913 48,913  48,913 48,913 

Notes: This table presents regression results for the association between auditor distraction and audit effort which is measured 
as audit fee and audit report delay. ln(Audited Fees) is the natural logarithm of audit fees; and Audit Delay is the natural 
logarithm of the number of calendar days from a firm’s fiscal year-end to the date the auditor’s report is signed off. Auditor 
distraction (Distraction in Columns 1 and 2) is the ratio of an office’s audit fees stemming from financially distressed clients 
to the office’s total audit fees; and Distraction Dummy (in Columns 3 and 4) is an indicator variable equals one if the audit 
office falls in the top quintile of Distraction in the given year, zero otherwise. Columns (1 and 2) display the OLS regression 
results for the relationship between Distraction, ln(Audit Fees), and Audit Delay. While, Columns (3 and 4) re-estimate the 
earlier models using entropy-balanced test sample. The standard errors are clustered at the firm level and t-statistics are 
reported in parentheses. Levels of significance are indicated by *, **, and *** for 10 %, 5 %, and 1 %, respectively. Appendix 
A defines all variables.



36 

TABLE 5 
The Relation Between Auditor Distraction, Accruals Quality, Errors, and AAER 

 OLS  Entropy Balanced Sample 
Dependent variable: AQ_Jones AQ_McNichols Errors AAER  AQ_Jones AQ_McNichols Errors AAER 
 (1) (2) (3) (4)  (5) (6) (7) (8) 
Distraction / Dummy 0.036*** 0.012*** 0.111** 0.225*  0.011** 0.004** 0.080*** 0.094 
 (5.06) (3.37) (2.14) (1.76)  (2.43) (1.98) (2.88) (1.41) 
Office Size -0.005*** -0.002*** -0.024* -0.025  -0.001 -0.002 -0.021 -0.052 
 (-3.56) (-2.89) (-1.81) (-0.56)  (-0.23) (-1.07) (-1.02) (-0.98) 
Industry Experience 0.001*** 0.000*** 0.001 0.003  0.002*** 0.001** 0.002 0.005 
 (4.33) (3.09) (0.42) (0.36)  (2.90) (2.12) (0.36) (0.46) 
Client Importance -0.000** -0.000* -0.001 -0.003  0.000 -0.000 0.001 -0.003 
 (-2.27) (-1.90) (-0.62) (-0.68)  (0.49) (-0.80) (0.53) (-0.49) 
Auditor Change 0.022*** 0.004* 0.314*** -0.021  0.032*** 0.003 0.326*** 0.017 
 (5.07) (1.77) (10.70) (-0.29)  (3.64) (0.70) (8.56) (0.19) 
Big4 Auditor -0.012*** -0.007*** 0.032 -0.162*  -0.006 -0.006** 0.075* -0.157 
 (-4.25) (-4.43) (0.96) (-1.67)  (-1.08) (-2.28) (1.84) (-1.39) 
Auditor Tenure -0.039*** -0.011*** -0.126*** -0.276***  -0.073*** -0.021*** -0.182*** -0.277** 
 (-12.68) (-7.91) (-4.93) (-2.71)  (-8.88) (-5.47) (-5.01) (-2.49) 
ln(Firm Size) 0.010*** 0.000 -0.090*** 0.118***  0.017*** 0.001 -0.051*** 0.167*** 
 (10.31) (0.79) (-10.34) (4.21)  (7.03) (0.89) (-4.09) (5.38) 
Leverage 0.048*** 0.022*** 0.064*** -0.048  0.045*** 0.025*** 0.052* -0.167 
 (6.07) (5.03) (2.62) (-0.32)  (4.57) (4.68) (1.90) (-0.95) 
Return on Assets -0.081*** -0.018*** -0.114** 0.172  -0.106*** -0.037*** -0.121** 0.419** 
 (-7.37) (-4.14) (-2.24) (1.08)  (-5.69) (-4.79) (-1.97) (2.11) 
Loss -0.027*** -0.005*** 0.044 -0.002  -0.051*** -0.014*** 0.055 -0.056 
 (-10.81) (-3.76) (1.59) (-0.03)  (-9.75) (-5.23) (1.41) (-0.58) 
Segments -0.000 -0.002*** 0.002 0.052  -0.001 -0.002** -0.013 -0.021 
 (-0.45) (-3.30) (0.13) (1.08)  (-0.56) (-2.00) (-0.65) (-0.40) 
Financing Needs 0.025*** 0.008*** 0.017 0.032  0.041*** 0.011*** 0.081*** 0.035 
 (10.97) (7.53) (0.82) (0.62)  (7.17) (4.09) (2.70) (0.47) 
Busy Season 0.004 0.003* -0.003 -0.103  0.001 0.002 -0.002 -0.072 
 (1.56) (1.94) (-0.14) (-1.22)  (0.11) (0.82) (-0.06) (-0.71) 
SD Sales 0.029*** 0.021*** 0.074*** 0.097  0.029*** 0.021*** 0.095*** 0.056 
 (6.51) (8.94) (3.47) (1.42)  (4.01) (5.80) (3.75) (0.69) 
SD Cashflows 0.039*** 0.014*** 0.012 0.083  0.040*** 0.013*** -0.012 0.079 
 (9.51) (7.47) (0.92) (1.54)  (7.84) (5.56) (-0.85) (1.38) 
M&A Dummy 0.001 -0.005*** 0.028 0.106  -0.000 -0.006** 0.030 0.187* 
 (0.55) (-4.43) (0.98) (1.26)  (-0.07) (-2.50) (0.68) (1.81) 
Altman ZScore -0.002*** -0.002*** 0.001*** 0.002  -0.002*** -0.001*** 0.001** 0.002 
 (-13.54) (-20.49) (2.73) (0.70)  (-10.56) (-16.58) (2.23) (0.70) 
Going Concern 0.127*** 0.086*** 0.111** -0.553**  0.153*** 0.097*** 0.135*** -0.472* 
 (12.90) (14.96) (2.56) (-2.29)  (10.85) (12.66) (2.66) (-1.90) 
Restatements  -0.001 0.008 0.017 0.204  -0.013 0.015 0.146 -0.462* 
 (-0.09) (1.45) (0.15) (1.09)  (-0.61) (0.98) (0.94) (-1.78) 
ln(Audit Fees) -0.030*** -0.010*** 0.210*** 0.037  -0.053*** -0.014*** 0.145*** -0.040 
 (-14.77) (-9.26) (11.12) (0.63)  (-10.57) (-5.58) (5.42) (-0.55) 
Intercept 0.501*** 0.195*** -3.956*** -2.532***  0.666*** 0.240*** -3.540*** -1.124 
 (17.06) (14.39) (-15.26) (-3.50)  (11.37) (10.47) (-9.92) (-1.49) 
Year FE  Yes Yes Yes Yes  Yes Yes Yes Yes 
Industry FE  Yes Yes Yes Yes  Yes Yes Yes Yes 
Adjusted/Pseudo R2 0.415 0.483 0.047 0.129  0.464 0.557 0.055 0.156 
Observations 47,503 43,592 48,913 38,733  47,503 43,592 48,913 38,733 

Notes: This table displays regression results for the relationship between auditor distraction and audit quality. We use four 
measures of audit quality: AQ_Jones is discretionary total accruals, estimated following Jones (1991); AQ_McNichols is 
discretionary working capital accruals, calculated following McNichols (2002); Errors is an indicator equals one when a firm 
unintentionally reports misstatements, zero otherwise; and AAER is an indicator variable equals one if a firm’s current year 
financial statement receives an AAER from SEC, zero otherwise. Auditor distraction (Distraction in Columns 1—4) is the 
ratio of an office’s audit fees stemming from financially distressed clients to the office’s total audit fees; and Distraction 
Dummy (in Columns 5—8) is an indicator variable equals one if the audit office falls in the top quintile of Distraction in the 
given year, zero otherwise. Columns (1 and 2) display the OLS regression results of accruals quality measures on auditor 
distraction. Columns (3 and 4) exhibit Probit regression results for the relationship between auditor distraction, Errors, and 
AAER. Columns (5—8) re-estimate the earlier models using entropy-balanced test sample. The standard errors are clustered at 
the firm level and t-statistics are reported in parentheses. Levels of significance are indicated by *, **, and *** for 10 %, 5 %, 
and 1 %, respectively. Appendix A defines all variables.
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TABLE 6 
Auditor Distraction and Corporate Information Environment 

Dependent variable: Illiquidity Spread Price Delay Idiosyncratic Volatility Return 
Volatility 

 (1) (2) (3) (4) (5) 
Distraction 0.117** 0.127** 0.017* 0.005*** 0.007*** 
 (2.13) (2.51) (1.91) (3.10) (2.82) 
Office Size -0.054*** -0.051*** 0.001 0.001 0.001 
 (-3.72) (-3.87) (0.48) (1.13) (1.15) 
Industry Experience 0.020*** 0.017*** 0.001 0.000 0.000 
 (5.80) (5.68) (1.13) (0.85) (1.18) 
Client Importance -0.000 -0.001 0.000* 0.000 0.000 
 (-0.14) (-0.65) (1.92) (0.72) (0.79) 
Auditor Change 0.009 0.013 -0.000 -0.000 -0.000 
 (0.41) (0.51) (-0.03) (-0.24) (-0.07) 
Big4 Auditor -0.215*** -0.194*** -0.029*** -0.004*** 0.000 
 (-5.81) (-5.80) (-5.48) (-3.20) (0.17) 
Auditor Tenure 0.099*** 0.116*** -0.025*** -0.006*** -0.004*** 
 (3.95) (5.11) (-6.00) (-4.44) (-3.35) 
ln(Firm Size) -0.512*** -0.471*** -0.074*** -0.009*** -0.011*** 
 (-42.64) (-42.54) (-48.02) (-27.81) (-23.05) 
Leverage 0.303*** 0.346*** 0.035*** -0.000 0.004 
 (5.19) (6.01) (3.97) (-0.01) (1.42) 
Return on Assets 0.135*** -0.076 0.002 -0.019*** -0.055*** 
 (2.87) (-1.61) (0.29) (-9.17) (-14.11) 
Loss 0.134*** 0.156*** 0.009** 0.013*** 0.021*** 
 (5.43) (6.67) (2.10) (15.97) (15.55) 
Segments 0.047*** 0.031** -0.017*** -0.004*** -0.005*** 
 (2.99) (2.26) (-7.46) (-9.31) (-8.72) 
Financing Needs -0.140*** -0.102*** -0.006** 0.009*** 0.015*** 
 (-9.36) (-7.10) (-2.06) (17.48) (16.67) 
Busy Season -0.077** -0.070** -0.005 0.003*** 0.003** 
 (-2.45) (-2.57) (-1.20) (3.56) (2.27) 
SD Sales -0.087*** -0.065*** 0.005 0.021*** 0.022*** 
 (-3.17) (-2.79) (1.20) (15.73) (13.76) 
SD Cashflows -0.073*** -0.040** -0.006 0.004*** 0.003** 
 (-4.28) (-2.39) (-1.63) (3.46) (2.25) 
M&A Dummy -0.005 -0.008 -0.001 -0.005*** -0.006*** 
 (-0.23) (-0.45) (-0.30) (-7.30) (-6.20) 
Altman ZScore -0.002 -0.003*** -0.000** 0.000 0.000*** 
 (-1.47) (-2.77) (-2.32) (1.38) (3.48) 
Going Concern 0.334*** 0.624*** 0.028*** 0.014*** 0.029*** 
 (4.86) (7.76) (2.60) (6.66) (7.04) 
Restatements  -0.103 -0.058 -0.007 0.001 0.008* 
 (-1.56) (-0.84) (-0.37) (0.36) (1.69) 
ln(Audit Fees) 0.042** 0.107*** 0.005* -0.001 0.000 
 (2.05) (5.59) (1.72) (-1.08) (0.41) 
Intercept 4.261*** 4.130*** 0.871*** 0.179*** 0.238*** 
 (12.30) (14.39) (19.80) (20.89) (19.08) 
Year FE  Yes Yes Yes Yes Yes 
Industry FE  Yes Yes Yes Yes Yes 
Adjusted/Pseudo R2 0.537 0.535 0.336 0.540 0.407 
Observations 38,972 38,972 39,246 36,217 38,939 

Notes: This table presents OLS regression results for the relationship between auditor distraction and information environment-
related firm-level indicators. Illiquidity  is the average daily Amihud (2002) illiquidity measure; Price Delay measures how quickly 
the stock price response to the information embedded in the market index, calculated following  Hou and Moskowitz (2005); Spread 
is a measure of information asymmetry, following Balakrishnan et al. (2014); Idiosyncratic Volatility is the standard deviation of 
factor-adjusted returns over 36 months ending three months after the fiscal year, following Hutton et al. (2009); and Return 
Volatility is the standard deviation of stock returns over 36 months ending three months after the fiscal year. Auditor distraction 
(Distraction) is the ratio of an office’s audit fees stemming from financially distressed clients to the office’s total audit fees. The 
standard errors are clustered at the firm level, and t-values are reported in parentheses. Levels of significance are indicated by *, 
**, and *** for 10 %, 5 %, and 1 %, respectively. Appendix A defines all variables.



38 

TABLE 7 
The Relation Between Auditor Distraction and Audit Effort: Going Concern as a Measure of Distress 

Dependent variable: ln(Audit Fees) Audit 
Delay 

AQ_Jones AQ_McNichols Error AAER Illiquidity Spread Price 
Delay 

Idiosyncratic 
Volatility 

Return 
Volatility 

 (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) 
Distraction -0.368*** 0.069*** 0.054*** 0.020*** 0.143** 0.423** 0.340*** 0.350*** 0.028** 0.011*** 0.013*** 
 (-12.97) (4.69) (6.16) (4.57) (2.14) (1.96) (3.52) (4.16) (2.23) (3.65) (2.88) 
Office Size 0.349*** 0.006** -0.003*** -0.002*** -0.032** -0.021 -0.050*** -0.045*** 0.001 0.001 0.001 
 (48.83) (2.02) (-3.62) (-2.96) (-2.20) (-0.45) (-3.48) (-3.39) (0.37) (1.17) (1.17) 
Industry Experience 0.013*** -0.001** 0.000* 0.000 0.001 0.003 0.019*** 0.016*** 0.001 0.000 0.000 
 (6.73) (-2.39) (1.93) (1.64) (0.22) (0.30) (5.71) (5.63) (1.16) (0.87) (1.33) 
Client Importance 0.038*** 0.001** -0.000 -0.000 -0.001 -0.003 -0.000 -0.001 0.000* 0.000 0.000 
 (50.20) (2.22) (-1.09) (-1.46) (-0.77) (-0.72) (-0.25) (-0.52) (1.86) (0.74) (0.89) 
Auditor Change 0.011 0.057*** 0.016*** 0.004** 0.302*** -0.007 0.006 -0.000 0.002 -0.000 -0.001 
 (1.03) (9.64) (4.77) (2.20) (9.36) (-0.09) (0.28) (-0.01) (0.31) (-0.29) (-0.42) 
Big4 Auditor 0.080*** -0.031*** -0.011*** -0.006*** 0.052 -0.148 -0.213*** -0.195*** -0.029*** -0.003*** 0.000 
 (4.93) (-4.53) (-5.36) (-4.00) (1.49) (-1.50) (-5.73) (-5.84) (-5.47) (-2.70) (0.13) 
Auditor Tenure 0.013 -0.027*** -0.027*** -0.009*** -0.124*** -0.279*** 0.107*** 0.102*** -0.024*** -0.005*** -0.006*** 
 (1.08) (-5.58) (-11.23) (-7.60) (-4.54) (-2.71) (4.30) (4.52) (-5.81) (-4.21) (-4.26) 
ln(Firm Size) 0.285*** -0.092*** 0.001 -0.003*** -0.110*** 0.119*** -0.507*** -0.462*** -0.074*** -0.009*** -0.011*** 
 (63.47) (-45.70) (1.46) (-4.96) (-10.95) (4.10) (-41.84) (-41.73) (-46.92) (-27.23) (-22.34) 
Leverage 0.281*** 0.038*** 0.010 0.002 0.051 -0.019 0.302*** 0.346*** 0.040*** -0.000 0.004 
 (7.21) (3.44) (1.19) (0.38) (1.00) (-0.11) (5.23) (6.28) (4.36) (-0.13) (1.29) 
Return on Assets 0.054** -0.015 -0.063*** -0.003 -0.063 0.087 0.115** -0.077* -0.001 -0.021*** -0.057*** 
 (2.40) (-1.53) (-6.21) (-0.82) (-1.02) (0.58) (2.45) (-1.68) (-0.12) (-9.52) (-14.03) 
Loss 0.121*** -0.005 -0.015*** 0.002 0.059** -0.019 0.124*** 0.149*** 0.008* 0.013*** 0.020*** 
 (11.14) (-1.02) (-6.42) (1.33) (2.02) (-0.25) (5.03) (6.44) (1.78) (15.20) (15.16) 
Segments 0.130*** 0.005* -0.002*** -0.002*** -0.001 0.052 0.045*** 0.031** -0.017*** -0.004*** -0.005*** 
 (16.86) (1.95) (-3.05) (-3.97) (-0.05) (1.08) (2.89) (2.29) (-7.23) (-9.13) (-8.73) 
Financing Needs -0.050*** 0.022*** 0.029*** 0.011*** 0.021 0.035 -0.135*** -0.100*** -0.007** 0.009*** 0.015*** 
 (-6.73) (6.44) (16.69) (11.09) (0.93) (0.66) (-9.04) (-7.05) (-2.15) (17.24) (16.52) 
Busy Season 0.072*** 0.021*** 0.006*** 0.004*** -0.003 -0.102 -0.077** -0.061** -0.006 0.003*** 0.003** 
 (5.13) (3.86) (4.06) (3.53) (-0.13) (-1.19) (-2.45) (-2.30) (-1.36) (3.45) (2.38) 
SD Sales 0.017 0.002 0.034*** 0.020*** 0.076*** 0.124* -0.091*** -0.070*** 0.006 0.021*** 0.022*** 
 (1.36) (0.31) (8.46) (10.01) (3.06) (1.93) (-3.29) (-2.98) (1.21) (15.67) (13.49) 
SD Cashflows -0.066*** 0.004 0.021*** 0.008*** 0.025 0.055 -0.062*** -0.025 -0.004 0.005*** 0.004*** 
 (-6.84) (1.34) (4.54) (4.29) (1.39) (1.09) (-3.34) (-1.44) (-1.25) (3.64) (2.73) 
M&A Dummy 0.122*** -0.007* 0.002 -0.005*** 0.026 0.090 -0.013 -0.021 -0.002 -0.005*** -0.006*** 
 (11.44) (-1.81) (1.06) (-5.19) (0.88) (1.07) (-0.62) (-1.15) (-0.47) (-7.32) (-6.51) 
Altman ZScore -0.011*** 0.001*** -0.001*** -0.001*** 0.003** 0.001 -0.004*** -0.005*** -0.000** 0.000 0.000*** 
 (-10.32) (2.98) (-2.87) (-7.37) (1.97) (0.45) (-3.05) (-4.14) (-2.19) (1.52) (3.95) 
Restatements  0.308*** 0.199*** -0.002 0.004 -0.012 0.207 -0.106 -0.063 -0.009 0.001 0.009* 
 (7.58) (7.94) (-0.35) (0.92) (-0.10) (1.10) (-1.58) (-0.92) (-0.51) (0.53) (1.81) 
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ln(Audit Fees)  0.066*** -0.010*** -0.004*** 0.251*** 0.043 0.044** 0.099*** 0.006* -0.001 0.000 
  (15.62) (-5.21) (-3.36) (11.81) (0.70) (2.15) (5.15) (1.93) (-0.92) (0.08) 
Intercept 4.264*** 3.464*** 0.299*** 0.129*** -4.260*** -2.676*** 4.140*** 4.048*** 0.864*** 0.177*** 0.241*** 
 (24.22) (72.21) (13.14) (10.72) (-15.32) (-3.54) (12.00) (14.27) (19.53) (20.37) (19.05) 
Year FE  Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes 
Industry FE  Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes 
Adj. /Pseudo R2 0.854 0.367 0.130 0.143 0.049 0.122 0.532 0.529 0.332 0.529 0.399 
Observations 45,409 45,409 44,228 41,050 45,409 36,094 38,162 38,162 38,392 35,447 38,024 

Notes: This table presents OLS regression results of audit fees, audit report delay, audit quality measures, and information environment-related firm-level indicators on an alternative 
measure of auditor distraction. ln(Audited Fees) is the natural logarithm of audit fees; Audit Delay is the natural logarithm of the number of calendar days from a firm’s fiscal year-
end to the date the auditor’s report is signed off; AQ_Jones is discretionary total accruals, estimated following Jones (1991); AQ_McNichols is discretionary working capital accruals, 
calculated following McNichols (2002); Errors is an indicator equals one when a firm unintentionally reports misstatements, zero otherwise; AAER is an indicator equals one if the 
firm’s current year financial statement receives an AAER from SEC, zero otherwise; Illiquidity  is the average daily Amihud (2002) illiquidity measure; Price Delay measures how 
quickly the stock price response to the information embedded in the market index, calculated following Hou and Moskowitz (2005); Spread is a measure of information asymmetry, 
following Balakrishnan et al. (2014); Idiosyncratic Volatility is the standard deviation of factor-adjusted returns over 36 months ending three months after the fiscal year, following 
Hutton et al. (2009); and Return Volatility is the standard deviation of stock returns over 36 months ending three months after the fiscal year. Auditor distraction (Distraction) is the 
ratio of an office’s audit fees derived from clients with a going-concern opinion to the total audit fees the office obtains in the given year except for the audit fees the client in question 
pays. The standard errors are clustered at the firm level, and t-values are reported in parentheses. Levels of significance are indicated by *, **, and *** for 10 %, 5 %, and 1 %, 
respectively. Appendix A defines all variables. 
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Appendix A: Variable Definitions 

Variable Definition 
AAER Indicator variable equals one if the firm’s current year financial statement subsequently receives 

an Accounting and Auditing Enforcement Release (AAER) from SEC, zero otherwise 
Altman ZScore Probability of bankruptcy, calculated following Altman (1993) 
Audit Delay Natural logarithm of the number of calendar days from a firm’s fiscal year-end to the date the 

auditor’s report is signed off 
AQ_Jones Following Jones (1991), absolute residuals obtained from:  

𝐴𝐴𝐴𝐴𝐴𝐴𝑅𝑅𝑖𝑖𝑖𝑖  = 𝛽𝛽1 1/𝐴𝐴𝐹𝐹𝐹𝐹𝐹𝐹𝐴𝐴𝐹𝐹𝑖𝑖−1 + 𝛽𝛽2(𝛥𝛥𝑅𝑅𝐹𝐹𝑣𝑣𝐹𝐹𝑙𝑙𝐴𝐴𝐹𝐹𝑖𝑖𝑖𝑖 − 𝛥𝛥𝑅𝑅𝐹𝐹𝐷𝐷𝑖𝑖𝑖𝑖 ) + 𝛽𝛽3𝑃𝑃𝑃𝑃𝐸𝐸𝑖𝑖𝑖𝑖 + 𝜀𝜀𝑖𝑖𝑖𝑖  
where, ACCR is total accruals, obtained as the change in non-cash current assets minus the 
change in current non-interest-bearing liabilities, minus depreciation and amortization expenses, 
scaled by lagged total assets; Assets is total assets; ΔRevenue is the annual change in revenue  
and ΔRec is annual change in receivables both scaled by lagged total assets;  PPE is property, 
plant, and equipment scaled by lagged total assets. 

AQ_McNichols Following McNichols (2002), absolute residuals are obtained from: 
𝑊𝑊𝐴𝐴𝐴𝐴𝑖𝑖𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝐴𝐴𝐹𝐹𝐶𝐶𝑖𝑖𝑖𝑖−1 + 𝛽𝛽2𝐴𝐴𝐹𝐹𝐶𝐶𝑖𝑖𝑖𝑖 + 𝛽𝛽3𝐴𝐴𝐹𝐹𝐶𝐶𝑖𝑖𝑖𝑖+1 + 𝛽𝛽4𝛥𝛥𝑅𝑅𝐹𝐹𝑣𝑣𝐹𝐹𝑙𝑙𝐴𝐴𝐹𝐹𝑖𝑖𝑖𝑖 + 𝛽𝛽5𝑃𝑃𝑃𝑃𝐸𝐸𝑖𝑖𝑖𝑖 + 𝜀𝜀𝑖𝑖𝑖𝑖  . 
where, WCA is working capital accruals, obtained as the change in non-cash current assets 
minus the change in current liabilities other than short-term debt and taxes payable, scaled by 
lagged total assets; CFO is cash flow from operations scaled by lagged total assets; ΔRevenue is 
the annual change in revenue scaled by lagged total assets; PPE is property, plant, and 
equipment scaled by lagged total assets. 

Auditor Change Indicator variable equals one if auditor of a particular client is changed in the given year, zero 
otherwise 

Auditor Tenure Natural logarithm of number of years an auditor is retained by a particular client 
Big4 Auditor Indicator variable equals one if the client is audited by one of the four largest accounting firms, 

i.e., Deloitte, KPMG, PWC, or Ernst & Young, zero otherwise 
Busy Season Indicator variable equals one if a client’s fiscal year-end month is December, zero otherwise 
Client Importance Ratio of audit fees of a client to the sum of total audit fees that the audit office obtains in the 

given year 
Errors Indicator variable equals one if a firm engages in unintentional misstatements, zero otherwise 
Distraction Ratio of an office’s audit fees stemming from financially distressed clients to total audit fees the 

office obtains in the given year minus the audit fees paid by the client in question  
Distraction Dummy Indicator variable equals one if the audit office falls in the top quintile of Distraction in a given 

year, zero otherwise 
Financing Needs Indicator variable equals one if a client issues equity or long-term debt that is more than 5 % of 

total assets in the given year, zero otherwise 
Going Concern Indicator variable equals one if a client receives a going-concern audit opinion, zero otherwise 
Idiosyncratic Volatility Standard deviation of factor-adjusted returns over 36 months ending three months after the 

fiscal year, following Hutton et al. (2009) 
Illiquidity The average daily Amihud (2002) illiquidity measure, calculated over 252 trading days ending 

three months after the fiscal year end 
Industry Experience Ratio of audit fees an audit office obtains from a two-digit SIC industry to the total audit fees 

the office generates in the given year minus the audit fees paid by the client in question 
Leverage Long-term debt divided by total assets 
ln(Audit Fees) Natural logarithm of audit fees 
ln(Firm Size) Natural logarithm of the total market value of equity 
Loss Indicator variable equals one if a client reports a loss in terms of income before extraordinary 

items in the given year, zero otherwise 
M&A Dummy Indicator variable equals one if a client is involved in a merger or acquisition in the given year, 

zero otherwise 
Office Size Natural logarithm of total audit fees the audit office receives in the given year except the audit 

fees the client in question pays 
Restatements  Indicator variable if there is a subsequent financial restatement due to irregularities, zero 

otherwise 
Return on Assets Income before extraordinary items scaled by lagged total assets 
Return Volatility Standard deviation of stock returns over 36 months ending three months after the fiscal year 
SD Cashflows Standard deviation of cash flow from operations (scaled by total assets) over the fiscal years t-4 

to t, requiring a minimum of five years of data to estimate 
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SD Sales Standard deviation of sales (scaled by total assets) over the fiscal years t-4 to t, requiring a 
minimum of five years of data to estimate 

Segments Square root of the number of business segments 
Spread The daily difference between bid and ask prices, divided by the average of bid and ask prices, 

calculated over 252 trading days ending three months after the fiscal year end, following 
Balakrishnan et al. (2014) 

Price Delay One minus the ratio of R2 obtained from the regression of weekly returns on the current market 
return to R2 obtained from the regression of weekly returns on the current and four lags of 
market return, following Hou and Moskowitz (2005) 

Tangibility Ratio Property, plant, and equipment scaled by total assets 

 

 

Appendix B: Additional Results 

TABLE B1 
Difference of Means Test 

Dependent variable: 
Clients of Distracted 

Audit Offices 
Clients of Non-
distressed Audit 

Offices 

Difference of Means t-statistics 

ln(Audit Fees) 12.365 13.174 -0.809*** -55.29 
Audit Delay 4.355 4.120 0.235*** 63.98 
AQ_Jones 0.249 0.104 0.145*** 49.84 
AQ_McNichols 0.158 0.068 0.089*** 55.26 
Error 0.091 0.060 0.031*** 12.33 
AAER 0.004 0.008 -0.004*** -4.77 
Illiquidity 1.519 0.856 0.663*** 31.08 
Spread 1.868 0.940 0.928*** 38.68 
Price Delay 0.491 0.392 0.099*** 24.38 
Idiosyncratic Volatility 0.147 0.117 0.031*** 43.18 
Return Volatility 0.191 0.134 0.057*** 43.96 
Office Size 15.068 16.380 -1.312*** -65.07 
Industry Experience (%) 1.959 2.450 -0.491*** -10.97 
Client Importance (%) 13.230 8.857 4.373*** 30.88 
Auditor Change 0.138 0.083 0.055*** 18.90 
Big4 Auditor 0.392 0.674 -0.283*** -60.01 
Auditor Tenure 1.872 1.897 -0.024*** -3.82 
ln(Firm Size) 3.956 5.652 -1.696*** -75.28 
Leverage 2.315 0.228 2.087*** 23.16 
Return on Assets -0.203 -0.064 -0.139* -1.90 
Loss 0.797 0.390 0.407*** 86.71 
Segments 1.955 2.218 -0.263*** -32.50 
Financing Needs 0.535 0.340 0.195*** 40.88 
Busy Season 0.735 0.695 0.040*** 8.82 
SD Sales 4.810 0.268 4.541*** 12.18 
SD Cashflows 5.252 0.212 5.040*** 16.03 
M&A Dummy 0.101 0.159 -0.058*** -16.55 
Altman ZScore -23.417 0.542 -23.959*** -56.74 
Going Concern 0.394 0.072 0.322*** 101.29 
Restatements 0.011 0.005 0.005*** 6.53 
Observations            12,152                 48,913   
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TABLE B2 
Univariate Statistics Before and After Entropy Balancing 

Panel A: Entropy balancing for ln(Audit Fees) as a measure of audit effort 
Covariate balancing:   Before balancing After balancing 
Statistic: Mean Variance Mean Variance Mean Variance 
Treatment/Control: Distraction 

Dummy = 1 
Distraction 
Dummy = 1 

Distraction 
Dummy = 0 

Distraction 
Dummy = 0 

Distraction 
Dummy = 0 

Distraction 
Dummy = 0 

Office Size 15.037 3.066 16.701 3.414 15.039 3.073 
Industry Experience 1.352 11.568 2.712 17.942 1.355 11.593 
Client Importance 11.742 203.954 8.168 158.480 11.736 203.893 
Auditor Change 0.127 0.111 0.072 0.067 0.127 0.111 
Big4 Auditor 0.353 0.228 0.751 0.187 0.353 0.229 
Auditor Tenure 1.838 0.423 1.911 0.424 1.838 0.423 
ln(Firm Size) 4.501 5.279 5.926 4.789 4.503 5.282 
Leverage 0.358 0.667 0.197 0.136 0.358 0.666 
Return on Assets -0.147 0.158 -0.044 0.075 -0.146 0.158 
Loss 0.481 0.250 0.368 0.233 0.481 0.250 
Segments 2.072 0.582 2.253 0.716 2.072 0.583 
Financing Needs 0.388 0.237 0.328 0.221 0.388 0.237 
Busy Season 0.692 0.213 0.695 0.212 0.692 0.213 
SD Sales 0.358 0.401 0.247 0.154 0.358 0.401 
SD Cashflows 0.435 1.682 0.159 0.361 0.434 1.681 
M&A Dummy 0.103 0.092 0.173 0.143 0.103 0.092 
Altman ZScore -8.017 2500.652 2.586 468.246 -8.008 2498.945 
Going Concern 0.175 0.145 0.047 0.045 0.175 0.145 
Restatements  0.006 0.006 0.005 0.005 0.006 0.006 
Panel B: Entropy balancing for Audit Delay as a measure of audit effort 
Covariate balancing:   Before balancing After balancing 
Statistic: Mean Variance Mean Variance Mean Variance 
Treatment/Control: Distraction 

Dummy = 1 
Distraction 
Dummy = 1 

Distraction 
Dummy = 0 

Distraction 
Dummy = 0 

Distraction 
Dummy = 0 

Distraction 
Dummy = 0 

Office Size 15.037 3.066 16.701 3.414 15.039 3.073 
Industry Experience 1.352 11.568 2.712 17.942 1.355 11.593 
Client Importance 11.742 203.954 8.168 158.480 11.736 203.886 
Auditor Change 0.127 0.111 0.072 0.067 0.127 0.111 
Big4 Auditor 0.353 0.228 0.751 0.187 0.353 0.229 
Auditor Tenure 1.838 0.423 1.911 0.424 1.838 0.423 
ln(Firm Size) 4.501 5.279 5.926 4.789 4.503 5.283 
Leverage 0.358 0.667 0.197 0.136 0.358 0.666 
Return on Assets -0.147 0.158 -0.044 0.075 -0.146 0.158 
Loss 0.481 0.250 0.368 0.233 0.481 0.250 
Segments 2.072 0.582 2.253 0.716 2.072 0.583 
Financing Needs 0.388 0.237 0.328 0.221 0.388 0.237 
Busy Season 0.692 0.213 0.695 0.212 0.692 0.213 
SD Sales 0.358 0.401 0.247 0.154 0.358 0.401 
SD Cashflows 0.435 1.682 0.159 0.361 0.434 1.681 
M&A Dummy 0.103 0.092 0.173 0.143 0.103 0.092 
Altman ZScore -8.017 2500.652 2.586 468.246 -8.008 2498.910 
Going Concern 0.175 0.145 0.047 0.045 0.175 0.145 
Restatements  0.006 0.006 0.005 0.005 0.006 0.006 
ln(Audit Fees) 12.347 2.086 13.371 1.860 12.348 2.089 
Notes: This table reports the univariate statistics for treatment and control groups before and after entropy balancing. Distraction Dummy is an 
indicator variable equals one if the audit office falls in the top quintile of Distraction (Treatment) in a given year, zero otherwise (Control). 
Auditor distraction (Distraction) is the ratio of an office’s audit fees stemming from financially distressed clients to the office’s total audit fees. 
All other variables are defined in the Appendix A. 
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TABLE B3 
The Relation Between Auditor Distraction and Audit Effort: Alternative Measure of Distraction 

Dependent variable: ln(Audit Fees) Audit 
Delay AQ_Jones AQ_McNichols Error AAER Illiquidity Spread Price 

Delay 
Idiosyncratic 

Volatility 
Return 

Volatility 
 (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) 
Distraction -0.190*** 0.038*** 0.033*** 0.011*** 0.100* 0.197* 0.103* 0.110** 0.014 0.004*** 0.006** 
 (-7.26) (4.20) (4.56) (3.08) (1.89) (1.62) (1.87) (2.18) (1.57) (2.68) (2.36) 
Office Size 0.138*** -0.002 -0.008*** -0.004*** -0.014** -0.003 0.005 0.000 0.002* -0.000* -0.001* 
 (31.37) (-1.52) (-9.51) (-9.28) (-2.12) (-0.11) (0.60) (0.03) (1.69) (-1.70) (-1.87) 
Industry Experience 0.225*** -0.046*** -0.012* -0.005 -0.042 0.151 -0.155** -0.175*** -0.037*** 0.007*** 0.009*** 
 (6.05) (-3.89) (-1.92) (-1.45) (-0.65) (0.66) (-2.57) (-3.34) (-3.69) (3.35) (2.90) 
Client Importance 1.035*** 0.052*** -0.067*** -0.038*** -0.002 -0.058 0.592*** 0.524*** 0.094*** -0.011*** -0.014*** 
 (17.24) (2.74) (-6.52) (-7.10) (-0.02) (-0.18) (5.35) (5.39) (5.74) (-3.23) (-3.03) 
Auditor Change 0.037*** 0.063*** 0.022*** 0.004* 0.314*** -0.023 0.003 0.007 -0.000 -0.000 0.000 
 (2.93) (11.49) (5.02) (1.83) (10.67) (-0.31) (0.15) (0.29) (-0.05) (-0.04) (0.06) 
Big4 Auditor 0.255*** -0.022*** -0.003 -0.003 0.035 -0.151 -0.253*** -0.219*** -0.029*** -0.002* 0.003 
 (12.57) (-3.39) (-0.86) (-1.64) (1.06) (-1.49) (-6.78) (-6.45) (-5.44) (-1.79) (1.60) 
Auditor Tenure 0.080*** -0.031*** -0.039*** -0.012*** -0.126*** -0.275*** 0.105*** 0.121*** -0.025*** -0.006*** -0.004*** 
 (5.55) (-6.62) (-12.73) (-8.04) (-4.93) (-2.69) (4.19) (5.30) (-5.94) (-4.47) (-3.42) 
ln(Firm Size) 0.322*** -0.086*** 0.012*** 0.001*** -0.089*** 0.117*** -0.519*** -0.476*** -0.075*** -0.009*** -0.011*** 
 (63.00) (-46.52) (11.66) (2.60) (-10.10) (3.97) (-43.16) (-42.44) (-48.22) (-26.88) (-22.26) 
Leverage 0.036** 0.028*** 0.047*** 0.022*** 0.067*** -0.047 0.296*** 0.340*** 0.032*** -0.000 0.004 
 (2.11) (5.00) (6.03) (5.07) (2.72) (-0.31) (5.11) (5.92) (3.73) (-0.03) (1.40) 
Return on Assets 0.148*** -0.021** -0.078*** -0.018*** -0.110** 0.176 0.124*** -0.084* 0.002 -0.019*** -0.055*** 
 (6.38) (-2.39) (-7.20) (-4.01) (-2.16) (1.11) (2.65) (-1.79) (0.21) (-9.26) (-14.15) 
Loss 0.229*** -0.001 -0.026*** -0.005*** 0.045 -0.005 0.137*** 0.159*** 0.010** 0.013*** 0.021*** 
 (17.37) (-0.13) (-10.46) (-3.47) (1.62) (-0.06) (5.53) (6.78) (2.28) (15.97) (15.54) 
Segments 0.189*** 0.004 -0.000 -0.002*** 0.003 0.053 0.044*** 0.028** -0.018*** -0.004*** -0.005*** 
 (19.57) (1.61) (-0.33) (-3.10) (0.19) (1.09) (2.83) (2.06) (-7.79) (-9.13) (-8.56) 
Financing Needs -0.035*** 0.021*** 0.024*** 0.008*** 0.018 0.033 -0.136*** -0.098*** -0.005* 0.009*** 0.015*** 
 (-4.06) (6.44) (10.76) (7.27) (0.83) (0.63) (-9.12) (-6.86) (-1.79) (17.26) (16.45) 
Busy Season 0.102*** 0.017*** 0.004 0.003* -0.003 -0.098 -0.077** -0.070*** -0.005 0.003*** 0.003** 
 (5.90) (3.34) (1.61) (1.93) (-0.14) (-1.17) (-2.47) (-2.58) (-1.21) (3.62) (2.34) 
SD Sales 0.046*** 0.003 0.028*** 0.021*** 0.073*** 0.098 -0.088*** -0.067*** 0.005 0.021*** 0.022*** 
 (3.36) (0.56) (6.34) (8.78) (3.42) (1.44) (-3.20) (-2.85) (1.17) (15.77) (13.69) 
SD Cashflows -0.103*** 0.002 0.039*** 0.014*** 0.012 0.083 -0.070*** -0.037** -0.005 0.004*** 0.003** 
 (-13.68) (0.92) (9.54) (7.42) (0.94) (1.55) (-4.12) (-2.23) (-1.54) (3.46) (2.27) 
M&A Dummy 0.198*** -0.009** 0.001 -0.004*** 0.027 0.101 -0.014 -0.016 -0.002 -0.005*** -0.006*** 
 (14.95) (-2.17) (0.69) (-4.24) (0.95) (1.20) (-0.66) (-0.86) (-0.50) (-7.36) (-6.26) 
Altman ZScore -0.002*** 0.000 -0.002*** -0.002*** 0.001*** 0.001 -0.002 -0.003*** -0.000** 0.000 0.000*** 
 (-5.71) (0.64) (-13.30) (-20.15) (2.91) (0.67) (-1.45) (-2.79) (-2.27) (1.45) (3.54) 
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Going Concern 0.013 0.085*** 0.124*** 0.085*** 0.109** -0.551** 0.330*** 0.619*** 0.028** 0.014*** 0.029*** 
 (0.50) (9.59) (12.69) (14.82) (2.51) (-2.27) (4.78) (7.67) (2.55) (6.72) (7.09) 
Restatements  0.451*** 0.195*** -0.001 0.008 0.017 0.200 -0.098 -0.056 -0.007 0.001 0.008* 
 (8.98) (7.83) (-0.15) (1.42) (0.15) (1.06) (-1.47) (-0.81) (-0.39) (0.36) (1.68) 
ln(Audit Fees)  0.061*** -0.027*** -0.008*** 0.206*** 0.019 0.041** 0.103*** 0.007*** -0.000 0.001* 
  (18.48) (-14.41) (-8.48) (12.80) (0.38) (2.24) (6.14) (2.71) (-0.11) (1.71) 
Intercept 8.123*** 3.604*** 0.468*** 0.180*** -4.147*** -2.686*** 3.607*** 3.546*** 0.857*** 0.183*** 0.244*** 
 (36.60) (87.32) (17.51) (14.78) (-17.06) (-4.25) (11.44) (13.97) (20.37) (23.52) (21.14) 
Year FE  Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes 
Industry FE  Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes 
Adj. /Pseudo R2 0.794 0.391 0.415 0.484 0.047 0.129 0.536 0.535 0.337 0.541 0.407 
Observations 48,887 48,887 47,479 43,571 48,887 38,709 38,964 38,964 39,238 36,211 38,931 

Notes: This table presents OLS regression results of audit fees, audit report delay, audit quality measures, and information environment-related firm-level indicators on an alternative 
measure of auditor distraction. ln(Audited Fees) is the natural logarithm of audit fees; Audit Delay is the natural logarithm of the number of calendar days from a firm’s fiscal year-
end to the date the auditor’s report is signed off; AQ_Jones is discretionary total accruals, estimated following Jones (1991); AQ_McNichols is discretionary working capital accruals, 
calculated following McNichols (2002); Errors is an indicator equals one when a firm unintentionally reports misstatements, zero otherwise; AAER is an indicator equals one if the 
firm’s current year financial statement receives an AAER from SEC, zero otherwise; Illiquidity  is the average daily Amihud (2002) illiquidity measure; Price Delay measures how 
quickly the stock price response to the information embedded in the market index, calculated following Hou and Moskowitz (2005); Spread is a measure of information asymmetry, 
following Balakrishnan et al. (2014); Idiosyncratic Volatility is the standard deviation of factor-adjusted returns over 36 months ending three months after the fiscal year, following 
Hutton et al. (2009); and Return Volatility is the standard deviation of stock returns over 36 months ending three months after the fiscal year. Auditor distraction (Distraction) is the 
ratio of total assets of financially distressed clients to the total assets of all the clients in the audit office client portfolio except the assets of the client in question. The standard errors 
are clustered at the firm level, and t-values are reported in parentheses. Levels of significance are indicated by *, **, and *** for 10 %, 5 %, and 1 %, respectively. Appendix A 
defines all variables. 
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