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Abstract

Purpose:Given the growing interest on alternative reporting framework incorporating non
financial information in annual reports, we empirically examine the economic consequences
of disclosure of environmental, social and governance (ESG) information. The economic
consequences examined include stock liquidity and firm value.

Design/methodology/approacibata are gathered from a sample comprising 246-year
observations of 50 listed companies in Kenya over the period-2014. Twoestage panel

least squares reggions are performed to establish the economic consequences of ESG
disclosure. The ESG disclosures are manually scored from the audited annual reports using a
disclosure index with 58 items.

Findings: We provide some empirical evidence that ESG disclosames positively

associated with stock liquidity (measured using-ds# spreads) and firm value (measured
using Tobinds Q). This is consistent with th
information environment hence improving stock liquidity.

Practical implications:The findings should be of interest to managers, policy makers and
advocates of ESG or integrated disclosures. This is because the findings suggest positive
capital market economic consequences of ESG disclosure.

Originality/value: The study contributes to the sparse literature on the economic
consequences of alternative disclosure frameworks, which are not oriented purely towards
financial reporting.

Keywords:Environmental, social and governance disclosures, panel regressiomaiibm
environment, stock liquidity, Kenya

Paper typeResearch paper
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1. Introduction and motivation

Globally, sustainable development is an integral aspect of sustainable future. Gore and Blood
(2011) emphasize the importance of sustainability reporting as one of the vital steps towards
buil ding Asustainabl e capi t-#emivaluecreatiom.eThee bus
United Nations Conference on Sustainable Development Summit 2012 set the purpose and
pace for the Sustainable Development Goals (SDGs), which was a shift from Millenium
Development Goals. This culminated in the creation of a seteoflLthSDGs. Given the
interdependent nature of the society, sustainability has become an important aspect of
corporate management and reporting practices.

Khlif, Guidara and Souissi (201%jote the growing attention in emerging markets on the
economic corsguences of environmental and social disclosure with a focus on firm
performance. The purpose of our study is to empirically investigate the economic
consequences of environmental, social and governance (ESG) reporting, in terms of firm
value and stock ligidity, from a developing country, Kenya. We focus on sustainability
reporting due to two reasons:

(1) sustainability reporting focuses on a wider stakeholder audience especially on the
providers of financial capital with a longer term view and

(i) sustainabilityreporting focuses on impacts on the environment, society and the
economy

In Africa, there exists a dearth of research studies on ESG disclosure practices. A number of
studies have examined voluntary disclosure practices with some focus on social disclosur
(Barako, Hancock and lzan 2006; Mathuva, 2016). Other studies have focused on the
determinants of environmental and social information or the extent of such disclosure in
specificindustries (Barako and Brown, 2008; Ponnu and Okoth, 2009; Siregar drichiBac
2010; Villiers and Van Staden, 2006; Mathuva and Mboya, 2016; Mathuva, Mboya and

McFie, 2017). Studies on the economic consequences of sustainability disclosure in Africa
have laid emphasis on South Africa, since it is one of the early adopte&Gotlisclosures

and has even mandated integrated reporting for its listed companies (Solomon and Maroun,
2012; Barth, Cahan, Chen and Venter, 2016) in full loannou and Serafeim, 2016). To
provide empirical evidence on the effects of sustainability dsscés, additional research
studies on the economic consequences of ESG reporting are necessary.

Our study attempts to extend academic literature on the consequences of new reporting
frameworks, such as the ESG disclosures. We further contribute to dataetimodological
aspects in disclosure studies by applying content anadyed on an extended sustainability
reporting framework advanced by Yongvanich and Guthrie (2006). Further, the study
provides empirical findings on the (un)intended economic caresexes of new disclosure
frameworks in an emerging country context.
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We find some empirical evidence that ESG disclosures by listed companies in Kenya are
positively associated with stock liquidity (as measured byakldspreads) and firm value (as

measurd by Tobinbds Q). This 1s consistent wi t
investords information environment hence | mp
negative association between ESG disclosures and financial performance. This @enote

potential for unintended economic consequenc

financial performance.

The rest of the paper is structured as follows. Section 2 presents a brief background on ESG
disclosures. Section 3 discusses prior ditigre and formulates the hypotheses. Section 4
presents the methodology adopted in this study. Section 5 presents the results while Section 6
concludes the paper and highlights the limitations as well as managerial and policy
implications.

2. Institution al setting on ESG disclosure
2.1. Sustainability reporting framework

According to GRI (2011), sustainability reporting is viewed as a broad term which entails
reporting on economic, environmental and social impacts, which encompass triple bottom
line, corrate social responsibility reporting, governance among other forms of reporting.
Globally, the European Commission (EC) has acknowledged the importance of ESG
disclosure (European Commission, 2014). In the last two decades, ESG disclosures have
been widéy adopted, with South Africa mandating integrated reporting for listed companies.
As of 2013, more than 6,000 companies globally had issued sustainability reports from 100
companies that had done so twenty years ago (loannou and Serafeim, 2016). @ut of th
companies that had issued sustainability reports, 36% were from Europe, 23% from Asia,
15% from Northern America, 14% from Latin America and the Caribbean, 8% from Africa
and 4% from Oceania (GRI, 2014). Governments and securities exchange regulagors hav
developed guidelines on ESG disclosures due to the perceived benefit -¢érnongalue
creation (Gore and Blood, 2011).

The origin of using conventional accounting to capture ESG disclosures and the subsequent
development of sustainability reporting, can be traced back to the 1€a0®ll, 1999)
However, conceptions of sustainability and sustainable developiB=iibington and
Gray,2001) form a foundation for sustainability reporting. Several researchers have outlined
the inherent complexities of using accounting as a frame to define how organizations
approachsustainability or how the contribute towards sustainable developm@xegan,

2013; Thornton, 2013)A simple description of sustainability as coined in the Brundtland
Report is based on the premise that all have a right to a dece@VIdED, 1987) Thus,
sustainability is based on normative principles of distributive and political jugicesten

and Schmidt,
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2012) Notably, justice applies for both present and future generaf®esmgartner and
Quaas, 2010)

In this study, we employ ESG guidelines dedvlargely from GRI G4 guidelines (GRI,
2014). We also utilize the ESG guidelines in the integrated reporting <IR> guidelines with a
view to obtaining a comprehensive set of ESG disclosures (IIRC, 2013b). Further, we utilize
some guidelines provided by OB®n corporate governance (OECD, 2004). Using the three
sources, we study ESG disclosures under three broad categories: (i) external capital, (ii)
internal structure and (i) human capital as depicted in Figdre 1.

Environmental, social and
governane disclosures

\ 4

External capital Internal structure Human capital
1 Customer relations 1 Information technology 1 Capacity and
1 Society relations 1 Internal work processes willingness to act
o Environmental KPIs 1 Innovative processes 1 Quality of workplace
0 Social KPIs f Corporate governance
o Society structure
o Product responsibility

\4 \4 \4
Built trust with stakeholders, improved processes and systems, progressive Vvisio
strategy, reduced compliance costs, competitive advantage
v
Improved liquidity, longeiterm vdue creation, improved
financial performance, improved cash flows

Figure 1: An extended performance reporting framework for ESG

2.2  ESG reporting efforts in Kenya

In Kenya, just like in the wider African context, there is limited focus on corporate
sustainability reporting researchwise. Kenya

! Appendix 1 provides a detailed listing of all the 58 items contained in the ESG disclosure index.
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vibrant and globally competitive that promotes high level of savings tonance Kenya
overall investment needs. The revised and newly issued Corporate Governance guidelines
2015 for listed companies in Kenya has for the first time recognized the need for corporate
sustainability reporting, albeit voluntary.

This is a clearindication that the regulator expects firms to go beyond the traditional
practices of maximizing shareholders wealth but consider broader stakeholder welfare. This
will undoubtedly, though not mandatory, incentivize firms to report on sustainability .issues
In addition, the Kenya Government enacted Climate Change Act 2016, which set the basis of
establishment of Climate Change Council. This effectively brings environmental issues as
central to the national development agenda. It is anticipated that cospalhieorrow from

the tone and pace of the government in designing its business practices to reflect
environmental, social and governance aspects.

3. Literature review and hypotheses development
3.1 Theories on ESG disclosures

Grayet al.(2001) identifythree approaches to explain ESG disclosure behaviour (i) decision
usefulness, (ii) economic theory and (iii) social and political theory. This study applies
decision usefulness approach and legitimacy theories to study ESG disclosure behaviour by
listed canpanies in Kenya. According to the decision usefulness approach, ESG information
is usefulin making economic decisions targeting long term value cre&idif, Guidara and

Souissi (2015argue thaenvironmentabnd social information may affect future cash flows

of the firm. This is because, engaging in ESG disclosure is regarded asregskifing
mechanism and is useful in avoiding adverse effects of regulatory costs on future cash flows
(Khlif, Guidara andSouissi, 201h

Legitimacy theory, which is considered as a systbased theory, has widely been used to
explain ESG disclosure behaviour in organizations (Gray, Javad, Power and Sinclair, 2001;
Deegan and Blomquist, 2006). According to legitimacy theamnyorganization is expected to
match its values with those of the society so as to access resources. This is meant to gain
approval of its aims and place in the society, and this is useful in long term sustainability
(Magness, 2006). DiMaggio and Powéll983) observe that companies engage in ESG
disclosure as a way of legitimizing their activities, and this has an effect on long term value.
The engagement in ESG disclosure by companies in this study could be in response to
societal pressures and the idego legitimize their activities so as to gain approval by the
society in which they operate.

3.2 Empirical literature and hypotheses formulation
3.2.1 ESG disclosure and stock liquidity

Ouir first attempt is to examine the informational content of ESGlaures. We argue that if
ESG disclosures have any informational content, then this will be reflected in the stock prices
and consequently, stock liquidity. According to agency theory, there exists information
asymmetry between managers with superioormftion and financial statement users such
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as investors. Franciget al. (2008) and Gietzman and Ireland (2005) argue that the
informational asymmetry often leads to adverse selection which results in an increase in share
prices thereby reducing liquidity As a result, investors demand a premium to cover the
adverse selection risk. The disclosure of ESG information could be used to reduce the
i nformati on asymmetry thereby reducing I nv
encompasses the disclosure ofgidy voluntary information over and above that which is
mandated by the IFRS. Through ESG disclosure, investors are better able to make rational
economic decisions in the presence of more information, alongside that which is provided
through traditional fiancial reporting. To the extent that ESG information helps narrow the
information gap between managers and investors, we anticipate a larger increase in liquidity
for companies which engage in more ESG disclosure. This reasoning motivates our first
hypotesis as follows:

HiThere is a negative association between
liquidity.

3.2.2 ESG disclosure and firm value

Using precepts of institutional theory, we argue that ESG disclosures are positively related to
firm value. Past research strongly suggests that ESG disclosure regulations in the realm of
financial reporting have a positive effect on the value of afiomnnou and Serafeim, 2014)
However, in the absence of regulation for sustainability reporting, the findings in extant
studies are mixed. For instance, Jones et al. (2007) find a negative relationship bleéwveen t
level of sustainability disclosure and abnormal returns among Australian corporations. Barth
et al. (2016) establish a positive association between integrated reporting and firm value. Luo
and Bhattacharya (2006) on the other hand, state that sudiginedporting can harm
market values if firms have a low capacity for innovation. The main argument is essentially
oriented towards a business case. Engaging in sustainability reporting improves corporate
reputation and creates an image of legitimacy Wwhicturn makes such firms attractive to
investors (Barkemeyer, 2007; Hahn and Lulfs, 2014)Alternative streams of research
suggest a systematic analysis of the influence specific disclosure items on shareholder value
be performed to ensure that no conflict @esibetween sustainability strategies and wealth
maximization(Schaltegger and Figge, 200a)his line of reasoning motivates our second
hypothesis as follows:

H2 There is a positive association betweerEsclosure and firm value.
4. Methodology and data
4.1. Content analysis of audited annual reports

Content analysis is a research method for objective, systematic and quantitative description of
the manifest of communication (Grayal, 2001). The first step in content analysis involves
identifying a formal framework that enables the exploration of various classes of
sustainability disclosure¢Cerin, 2010) ESG disclosures were der
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guidelines, IIRC, UN Global Compact and OECD guidelines in corporate governance.
Appendix 1 provides a listing of the ESGdasure items.

4.2. Estimation model

We model the two economic consequences (stock liquidity and firm value) as a function of
ESG disclosure alongside a number of controls. To address potential endogeneity in the
variables in the regression model, weirgila twaestage panel least squares regression in our
analyses. The following equation is utilised:

0600 T 9 OYOT 600 T 0060 ft 600000 "YYYY

I OYOYY YOO f 000YYO - Ye - - -

where,ECON represents the economic consequences measured by two proxies:agk bid
spreadsBid_ AsB and (i iTobin3Q b, naddiar€@indystry, crossection and
firm-year controls, respectively.irfally, 0 is the error term associated with any regression
equation. All the other variables are discussed in Table 1. In each model, the control variables
utilized are CGQ, forcorporate governance qualityCQ for audit committee quality,
COMPLEXforf i r mé s ¢ SUSHdr sugtainabylity report issuancEROSSor cross

listing andSIZE forcompany sizeln the case o£CGQ and ACQ, we utilise a composite

index to measure the quality of corporate governance in line with Kent and Zunker (2013)
andthe quality of audit committee in line with Ahaeret al. (2017). The disclosure indices

used are provided in Appendix 2, Panels A and B. In addition to these variables, we also
include controls for the specific variable measuring the economic consequémehe case

of theBid_Askmodel, we includéOSSfor lossmaking companie®8TM for bookto-market

value andOWN for foreign ownershipFor t he Tobi nds AQSEmdldre | , we
asset growthDIV for dividend paymentsiIBROA for financial perfomance and_EV for
leverage. The inclusion of the control variables in informed by studies syEleaegan and
Gordon, 1996; Wilmshurst and Frost, 2000;Ho and Taylor, 2007; Hahn and Kihnen, 2013;
Barthet al, 2016)

12 African Accounting and Finance Journal
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Table 1: Variable definitions

Variable type | Measure | Definition | Source
Dependent variables
Bid Ask Stock liquidity Bid Ask spread which is calculated following Barth ef al. (2016) as the natural NSE daily stock data
logarithm of the median value of daily (Ask-Bid)/(Ask + Bid)/2 measured over
month -9 to month +3 relative to a firm's year end. Ask and Bid are daily closing
ask and bid prices, respectively, and are obtained from Nairobi Securities Exchange
daily market data.
Tobin’s Q Firm value This is calculated as market to book ratio of total assets. (Total assets - total Company annual report and NSE

common equity + [common shares outstanding at year end]*share price at month +3
relative to year end) scaled by total assets

daily stock data

Test variable

ESG

Environmental, social
and governance
disclosure

ESG disclosure score measured using the ESG disclosure index. The ESG
disclosure score is calculated as actual ESG disclosure items scaled by the
maximum expected disclosures.

Company annual reports and
sustainability reports

Independent variable included in all models

CGO Corporate governance | A measure of corporate governance quality calculated following Kent and Zunker Company annual reports, NSE
quality (2013) using the corporate governance index. information, company websites,
other websites e.g. Bloomberg
ACQ Audit committee A measure of audit committee quality in line with Al-Shaer ef al. (2017) using the Company annual reports
quality audit committee quality index.
COMPLEX Firm’s complexity Firm complexity where 1 is assigned where the company has subsidiaries and 0 if it | Company annual reports,
has no subsidiaries. websites
SUST Sustainability report A binary variable capturing 1 for companies that are listed on the NSE and release GRI database, Company annual
issuance stand-alone sustainability reports and 0 if otherwise. reports and company websites
CROSS Cross listing Cross listing status measured using a binary variable: 1 if the company is cross Various securities exchange
listed within East African region and in other securities exchange markets and 0 if it | information, company annual
is not. report
MKTCAP Company size Company size as measured by the natural logarithm of market capitalization at the Company annual reports and

beginning of the year.

NSE daily stock price data

Specific control variables for the various dependent variables

Specific controls for stock liquidity (Bid-Ask) model

13
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Table 1 Continued!: (Variable definitions )

Variable type | Measure Definition Source
LOSS Loss-making Binary variable whereby 1 is assigned if the net income (after tax) but before Company annual reports
companies extraordinary items is negative and 0 if otherwise.
BIM Book-to-market value | Calculated as the book value of common shareholders interest in the company NSE daily stock price data and
scaled by the number of common shares outstanding multiplied by share price at the | company annual reports
end of the year.
OWN Foreign ownership The proportion of foreign shareholding in the company as at the end of the year. Annual reports, NSE data

Specific controls for Tobin’s () model

ASSET G Asset growth Asset growth measured by the change in year-end total assets scaled by lagged total | Company annual reports

assets.
DIV Dividend payments Binary variable which takes the value of 1 if the company declared or paid a Company annual reports

dividend in the current year and 0 if otherwise.
IBROA Financial performance | Net income (afier tax) before extraordinary items divided by total assets. Company annual reports
LEV Leverage Ratio of total debt to total debt plus book value of common sharcholders' interest in | Company annual reports

the company.

14 African Accounting and Finance Journal

Vol. 1 No.1 Special Edition, 2017



4.3. Sample and data

Data were obtained from 50 companies listed on the NSE over the peric 208 &s shown in

Table 2, panel A. This comprises of 76% of all companies listed on the NSE with totgefirm
observations of 246. The ESG disclosure index was manually sopeettdined assistant who is

a CPA and pursuing his Master degree in Accounting. The scores obtained were verified on a
sample basis by the corresponding author on a regular basis. Further, the manually scored ESG
disclosures were compared with similar esogenerated by professionals in the field and were
found to be comparable. Panel B of Table 2 reports the sectoral distributions of firms in the
sample. According to panel B, most of the listed companies included in the sample were in the
banking industy (22%) with the lowest representation being from telecommunications and
technology companies (2%).

Table2: Sample breakdown

Number of Firm-year

Panel A: Sample selection firms observations
Listed companies as at 31 December 2016 66 330
Lesscompanies suspended from trading 4) (20)
Less companies whose annual reports were unavailable (12) (60)
Companies included in the final sample for the period 22015 50 250
Less observations for one company which was listed in 2013 (2)
Less share price observations for two companies which were listed in (2)
Final sample observations 246

Panel B: Industry compaosition

Agricultural 6 30 12
Automobiles and accessories 2 10 4
Banking 11 53 22
Commercial and services 8 39 16
Construction and allied 5 25 10
Energy and petroleum 4 20 8
Insurance 4 19 8
Investment 2 10 4
Manufacturing and allied 7 35 14
Telecommunications and technology 1 5 2
Total 50 246 100
5. Results

5.1  Univariate analysis

Table 3 reports the ESG disclosure scores over the period 2011 to 2015. We compare the
manually collected ESG disclosure scores, both from annual reports andalstaad
sustainability reports. We could only obtain stahohe sustainability reports foomparison for

three out of four companies which GRI has ind
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G2 or G3? of the three companiesnly onehadsustainability report available, while the other

two had sustainability reports for three and fiwangs respectively. The results show an overall
average ESG disclosure level of 15.6% over the-ymar period for ESG disclosures obtained

from annual reports only. We note a significant increase in average ESG disclosure levels to
16.1% when we incorpa® scores for companies that issued s@ode sustainability
disclosures alongside the annual reports. Overall, Kenyan listed companies demonstrate low and
stagnated ESG disclosure levels over the period P@DIL5.

Table3: ESG Scores over the peri@d11-2015

Year Source of ESG disclosure scores N Mean Median St.Dev. Min. Max.
2011 Annual reports only 250 0.168 0.172  0.069 0.052 0.345
Annual reports and staralone sustainability report 250 0.176 0.172  0.089 0.052 0.569
2012 Annual reports only 250 0.167 0.164 0.074 0.052 0.397
Annual reports and staralone sustainability report 250 0.167 0.164  0.074 0.052 0.397
2013 Annual reports only 250 0.149 0.138 0.070 0.052 0.379
Annual reports and staralone sustainability report 250 0.156 0.138  0.082 0.052 0.466
2014 Annual reports only 250 0.138 0.112 0.066 0.052 0.328
Annual reports and staralone sustainability report 250 0.148 0.121  0.084 0.052 0.466
2015 Annual reports only 250 0.144 0.121 0.071 0.052 0.328

Annual reportsand stanehlone sustainability report 250 0.152 0.129  0.086 0.052 0.483

Overall 1  Annual reports only 250 0.156 0.147 0.071 0.052 0.397
Overall 2 Annual reports and staradone sustainability report 250 0.161 0.155  0.083 0.052 0.569

5.3. Descriptive statistics

The descriptive statistics on all variables utilized in the models are provided in Table 4.
According to the descriptive statistics, the-bgk spread averages 0.146 over the period-2011

2015. This implies that, there is notalitading activity by investors on the NSE compared to

that of South African companies which is-a197 on average over the period 221013 (Barth

et al, 2016). This, however, points to possible lower liquidity for Kenyan listed companies
comparedtothse i n South Africa. The Tobin®@&5 Q ave
which is | ower than the Tobinds Q of 1-81 f ol
2013 (Barthet al, 2016) and 1.576 and 1.860 for South African and Moroccan companiég fo

period 20042009 respectivelyKhlif, Guidara and Souissi, 2019n general, the other variables

show that there are no extreme values that would affect the reliability of the estimated
coefficients using the regression model specific earlier.

2GRI 6s G2 and G3 reporting guidelines superseded G4 ¢
disclosure for the purposes of this study.
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Table 4 Descriptive statistics

Variable N Mean Median Std. Dev. Min. Max.
Dependent variables

BID_ASK 246 0.14€  0.13¢ 0.06< 0.00C 0.35¢
TOBI N6S Q 246 1.56¢ 1.09¢ 1.68: 0.29¢ 9.942
Test variable (variable of interest)

ESG 250 0.15¢ 0.147 0.071 0.052 0.397
Control variables in each regression model

CGQ 250 0.65€ 0.63¢ 0.114 0.364 1.00C
ACQ 250 0.714 0.83: 0.18: 0.33: 1.00C
COMPLEX 250 0.73¢  1.00C 0.44z 0.00c 1.00C
SUST 250 0.08C 0.00cC 0.27z 0.00C 1.00C
CROSS 250 0.144 0.00C 0.352 0.00C 1.00C
MKTCAP 246 15.72¢ 15.81( 2.35¢€ 0.00C  20.21-
Specific controls for stock liquidity (Bitisk) model

LOSS 250 0.11z 0.00cC 0.31€ 0.00c 1.00C
BTM 246 1.22Zz 0.78¢ 1.292 -1.68€ 8.53:
OWN_FOR 250 0.03C 0.00cC 0.13C 0.00C 0.701
Specific controlsfof o bi nés Q model

LAGASSET_G 250 0.21¢ 0.12¢ 0.90¢ -0.872 9.75:
DIV 250 0.74C  1.00C 0.44C 0.00c 1.00C
IBROA 250 0.064 0.047 0.23¢ -2.07¢ 1.13¢
LEV 250 0.11¢ 0.00C 0.20: 0.00C 1.042

Table 4 sets out the descriptive statistics for the main variables used in estimation models for a sample of 50 lisied tbmpan
Kenya over the period 2042015. The sample includes a total of 250 fiyear observations for the 50 companies, excephfor
variables where share price data is used (8d.,D_ ASK, TOBI N§ &dEBJIM). Thdsd w@aabBles have 246
observations each over the period 2@015. All variables, excluding the test variall&G are winsorized at the 1 and 99
percentiles. All ariable definitions are provided in Table 1.

5.4  Bivariate analysis

Table 5 presents the correlation coefficients for the key variables in this study. We find that ESG
is positive and significantly correlated wibGQ, ACQ, Complex SUST MKTCAP and DIV.
Consistent with Bartlet al. (2016), the correlation coefficients reveal that larger and widespread
companies are better governed and exhibit higher ESG disclosure levels. The highest correlation
coefficient is 0.592 betweddGQ andMKTCAP, which is belav 0.8. Additional analyses of the
variance inflation factors produced factors below 5, wisighgesthat multicollinearity among

the independent variables does not threatenctimaputational accuracy of the resulfo
establish the causal relationshiptvieeen ESG disclosure and the four proxies for economic
consequence®(i d _ As k a n,dwo-Stagb pamebleast £Quares regressions are performed.
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Table5: Correlation matrix

Variable ESG CGQ ACQ COMPLE SUST CROS MKTCA LOSS BTM OWN_FO LagASSET_ DIV IBRO LE
X S P R G A v
CGQ 386"
*
ACQ 337%.326%
*
COMPLEX  .281* .211* .565*
*
SUST 195% 447 147% 177
*
CROSS 0.059 .283* .163* 220  .467*
MKTCAP  .416* .592* 451% 281* 431%™ 326%
*
LOSS - - - -0.017  -0.105 -0.037 -.197*
0.036 .201** .183*
BTM - - -154* 0061 - - -503*  0.025
0.083 .188** 346%* 199
OWN_FOR - -0.049 -0.060 .190* 0103 0.101 0033 0065 -0.077
0.047
LagASSET_G 0.022 .169~ 0.097 0.066 -0.003 .138* 0.112  -147* 0025 -172*
DIV 144%  200% 199 162 141 -0.043 286" - -128*  0.096 0.043
397%
IBROA - 0.000 -0.053 -0.012  .278* .170% -0.011 - - 0.044 -0.018 197*
0.012 528* 211 *
LEV 128* 0.108 .176* .309*  .280* .183* 0.105  .135* 0.117 0.100 -0.014 - -0.107
0.046

Table 5 presents Spearman correlation coefficients for key variables in the regression model over the pe2iathb2@Xknd** denote significance at the 5% and 1% levels
respectively based on a tvtailed test. The sample includes 246 fiygar observations for 50 listed companies on the NSE. All variables, excluding the test \Efi@hle
winsorized at the 1 and 99 pertirs. Variable definitions are provided in Table 1.
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5.5.  Multivariate analysis

Table 6 reports the regression results for the overall period. Bidhéskmodels and consistent
with H1, the coefficient oESGis negative and significant (coefignt =-0.108, tstat. =-1.68)

at the 10% level of significance. The negative coefficient is also exhibited wheBSGe
disclosure scores from the annual and sustainability repg86 (3 are incorporated in the
regression models. This means that congsawith bettelESGdisclosures have smaller bask
spread and higher liquidity. This finding resonates with Batthl. (2016) who find negative
association between bakk spread and the level of integrated reporting of South African listed
companies.The results also reveal that larger listed companies with sugefGrdisclosure
have greater bidsk spreads (coefficient = 0.004stat. = 1.96). According to the results, loss
making listed companies have greater-&stt spreads, denoting some levél ikiquidity
(coefficient = 0.034,-stat. = 2.65). According to the results, the bomknarket ratio BTM) has

a positive and significant association with-aisk spread (coefficient = 0.008stat. = 2.43). The
adjusted 1squared for the regression dad is 12.6% and the estimation model is significant (F
statistic = 3.239, yvalue = 0.000).

The results in the Tobinds Q model reveal a
and Tobinds Q ( state=fl{73) atithe 0% level signifieaBcé. , Thetpositive

and significant coefficient is also manifested when E$% disclosure scores from the annual
reports and sustainability reportESG_2 are used. This is in support b2 and seems to
suggest thaESGdisclosures are positively associated with firm value. The results further show
that firm value is positive and significantly associated with companies that issue -alstaad
sustainability reportQUST (coefficient = 2.613,-stat. = 5.46). Accordintp the findings, better
performing companiedBROA are positively associated with firm value (coefficient = 2.011, t

stat. = 5.41). Finally, the findings also reveal a negative and significant association between ESG
and companies with more than one sdibsies COMPLEX (coefficient =-0.718, tstat. =-

2.87). The adjusteds guar e of the regression modeA I mpr
statistic is 12.064 whicts highly significant.
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Table 68 Regression results

Model (3] [4]
Dependent variable Bid_Ask Bid_Ask Tobinds Tobinds
Std. Std.
Variable Coefficient Std. Error Coefficient Std. Error Coefficient Error Coefficient Error
Constant -1.035**  0.343 -1.014%** 0.344 64.244 39.933 60.667 39.475
(-3.02) (-2.95) (1.61) (1.54)
ESG -0.108* 0.064 2.284* 1.303
(-1.68) (1.75)
ESG 2 -0.112* 0.058 2.485* 1.344
(-1.93) (1.85)
CGQ -0.055 0.047 -0.062 0.047 -1.259 1.023 -1.180 1.008
(-1.16) (-1.33) (-1.23) (-1.17)
ACQ -0.013 0.029 -0.014 0.029 0.466 0.597 0.463 0.592
(-0.47) (-0.47) (0.78) (0.78)
COMPLEX -0.003 0.013 -0.002 0.013 -0.718*** 0.250 -0.737*** 0.249
(-0.22) (-0.16) (-2.87) (-2.96)
SUST 0.002 0.020 0.012 0.021 2.613**  0.479 2.415%* 0.487
(0.11) (0.59) (5.46) (4.96)
CROSS -0.004 0.013 -0.005 0.013 0.299 0.299 0.331 0.298
(-0.28) (-0.41) (1.00) (1.11)
MKTCAP 0.004** 0.002 0.005** 0.002 0.196**  0.051 0.192** 0.051
(1.96) (2.02) (3.88) (3.80)
LOSS 0.034*** 0.013 0.034*** 0.013
(2.65) (2.63)
BTM 0.008** 0.003 0.008** 0.003
(2.43) (2.45)
OWN_FOR -0.023 0.031 -0.024 0.030
(-0.75) (-0.78)
LagASSET G -0.028 0.086 -0.030 0.085
(-0.33) (-0.35)
DIV -0.102 0.204 -0.083 0.203
(-0.50) (-0.41)
IBROA 2.011**  0.372 1.993*** 0.367
(5.41) (5.43)
LEV 0.292 0.486 0.374 0.487
(0.60) (0.77)
Firm year controls Yes Yes Yes Yes
Cross section controls Yes Yes Yes Yes
Industry controls Yes Yes Yes Yes
Adjusted quuared 0.126 0.129 0.526 0.531
S.E. of regression 0.060 0.059 1.158 1.150
F-statistic 3.239 3.305 12.064 12.260
Prob. (Fstatistic) 0.000 0.001 0.000 0.000
Observations 246 246 246 246

Table 6 reports the panel tvabage least squares regression results for the full sample comprising of 24&dirwbservations
for the 50 listed companies on the NSE (with the exception of Model 3 which has 45 observations). All variables have been
defined in Table 1. All variables, excluding the test varidb®G are winsorized at the 1 and 99 percentilesvallies are in

parent heses

whil e

t he

~ denote significance at the 10%, 5% and 1% level respectively based oftedléddest.

s t a n esectiod stamdard errois and coearidnce ¢dd. dorrectedpih i t e 6 s
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Overall, we find that there are positive economic consequences associated with ESG disclosures,
especially withregardtobids k s preads and firm value as mea
we establish that ESG disclosures are positively associatéd stack liquidity and this is
consistent with agency theory. The findings provide some empirical evidence in support of the
notion that the engagement i n ESG i mproves
establish that f i r moasslosueenageagsociatgd witnhigher figrhvalue. ES G
This may imply that firms engaging in ESG disclosure provide more ~aaldeg information

over and above the traditional financial reporting information, and this is manifested in improved
stock liquidity.

6. Conclusion

ESG disclosure is an alternative reporting framework advocated for by GRI and extends beyond
traditional corporate reporting. The approach focuses largely on the disclosurefofammnal
information which has strategic, long term valueatiomn effects in terms of human, intellectual,
social, environmental and governance aspects. Despite the importance placed on ESG disclosure,
there exists sparse literature on the economic consequences on the alternative reporting
dispensation. In this sty, we examine the contribution of ESG disclosure on two economic
fundamentals: stock liquidity and firm value. We find a positive association between ESG and
both stock liquidity and firm value.

Taken all together, we provide some empirical evidence ES& disclosure improves stock
liquidity and firm value in a developing country. This is consistent with the proposition that ESG
di sclosure reduce investorso6 informational a
financial reporting informationni the annual report. This study has policy and managerial
implications and calls for policy reforms to demand increased disclosure of ESG information.
The study reveals that managers can minimize agency conflicts and reduce informational
asymmetry betweethemselves and investors through engaging in increased ESG disclosure.
This study is not without limitations. First, all ESG disclosures were obtained from annual
reports of listed companies. There are other avenues of disclosure such as company wlebsite an
other publications which were not examined in this study. However, the study attempted to
obtain sustainability information for the few companies that released-alamel sustainability
reports. Secondly, the quality of ESG disclosures studies haseotfblly addressed, and this

calls for further analyses using more reliable disclosure scores such as those provided in the
Financial Reporting Excellence (FiRe) awards. Thirdly, an inherent limitation lies in the study in
that the analyses are based osirgglecountry. Further studies can attempt to address these
limitations by conducting crossountry studies and examining ESG disclosures from other
sources.
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Appendices
Appendix 1: ESG disclosure index used

General category Subcategory Guiding gquestions
(a) External capital Customer relations
Customer satisfaction Does the company have measures to rate levels of cusi
satisfaction? Do they provide the results of customer satisfa
surveys?
Customer longevity Does the company have any loyalty programs/special offer:
loyal/long-term clients?
Customer retention Does the company report on its customer retention rate?
customer lifetime value (CLV)?
Brand Does the company report on its primary brangeducts, and
services?
Distribution channel Does the company provide information regarding its distribu
strategy?
Good product quality Does the company have processes and/or policies that e
quality of products and/or service offering?
Customer base Does the company describe their customer base i.e. t

consumers. E.g. Women, adolescents etc.
Additional/improved services Does the company have any new or improved services or pre

offerings?

Market share Does the company providmformation regarding its currer
share of the market?

Sales volume Does the company give a detailed analysis of its sales volt

E.g. volume per region/area or according to consumer type?
should go beyond IFRS requirements

Pursuit of new markel Does the company provide information regarding fut

opportunities opportunities it plans to leverage? E.g. planning to expand to
markets/territories?

Joint venture and alliances Does the company report on any strategic alliances
partnerships ibas presently?

Good customer relationships Does the company report on processes and/or policies in ple
improve customer satisfaction?

Society relations

Environmental indicators

Materials Does the company distinguish betweenewable/recyclable an
nonrecyclable materials used to produce and/or pact
products and services?

Energy Does the company distinguish between renewable and
renewable sources of energy it utilizes e.g. solar power, er
saving bulbs etc.

Water Does the company report on the extent of its water usage®
there any processes in place to recycle/reuse water?
Biodiversity Does the company report on its impact on biodiversity? Dot

have any policies or processes to reduce its impact
biodiversity?
Does the company report on its emissions (e.g. CO2/

Emissions, effluents an

waste emissions), effluents and/or waste? Does it have any polici¢
processes to reduce them?

Suppliers Does the company use specific environmental critariahe
selection process of its suppliers?

Products and services Does the company report on initiatives to reduce
environmental impact of its products/services offering?

Compliance Does the organization provide a statement stating its compli

to local environmental regulations (NEMA)/Does t
organization report on any fines/fees associated with- 1
compliance?
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General category

Sub-category

Guiding questions

(c) Human capital

Transport

Trademarks, patents,
copyright

Corporate governance
structure

Board responsibility

Independence of the board

Monitoring of board functions
Compensation

Capacity and willingness ftc
act
Employee competence

Employee satisfaction

Employee retention  ant
turnover

Quality of workplace
Organizational culture

Rewards,
measurement
Training and education

performanc

Labour/management relation
Health and safety

initiatives to reduce
transportation  of

Does the company report on
environmental impact of the
products/employeegs@?

Does the company state that it does not infringe on intelle
property of any kind (e.g. trademarks, patents etc.)

Does the company describe the duties msonsibilities of the
board of directors?

Does the company comply with regulations regarding bc
independence? (look for a statement affirming that they
comply)

Does the company monitathe board functions through tF
establishment of a corporate governance committee?

Does the company describe the implementation of
compensation policy to senior executives and board member

Does the company have a policy to support the sl
training/career development of its employees?

Does the company describe how they ensure empl
satisfaction e.g. gathering feedback througirveys/employee
stock options?

Does the company disclose the rate/percentage of emp
turnover?

Does the company describe their culture in their report (e.g.
values, principles etc.)

Does the company describe the various ways in which
reward their employees e.g. stock options plans, insurance e
Does the company describe various training programd/or
education initiatives for employee development?

Does the company have a trade union relations policy?

Does the company have a health and safety management sy
E.g. OHSAS 18001

Diversity andopportunity Does the company make any statement in the suppol
promoting diversity e.g. gender diversity/religious diversity ¢
in its employee base (specifically middle and up
management?
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Appendix 2: Corporate governance and aadihmittee quality indices

Panel A: Corporate governance quality

index
Corporate governance characteristic Criteria Score Criteria Score
Board size =or>9 1 <9 0
Less than 1/3
At least 1/3 women women on
Board gender diversity on board 1 board 0
> half of
< or = half of executives on
Executive directors on board executives on boarr 1 board 0
<than 1/2 of
Majority of board members are no =or>than 1/2 of board
executive directors board members members 0
Absence of
Presence of independent
independent director on
Independent directors on board director 1 board 0
Separate chair of the board and CEO Yes 1 No 0
= or > 6 meetings < 6 meetings
Number of board meetings per annum 1 per annum 0
Identity of external auditor Big 4 1 Non-Big 4 0
Presence of social responsibility committe Yes 1 No 0
Presence of audit committee Yes 1 No 0
Presence of other committee
Panel B: Audit committee quality index
Audit committee (AC) characteristic Criteria Score Criteria Score
AC size = or > 3 members 1 < 3 members 0
= or > 3 meetings < 3 meetings
AC meetings per year 1 per year 0
Independent Director(s) in AC Yes 1 No 0
All AC members are neexecutive
directors Yes 1 No 0
Financial expertise of AC members Yes 1 No 0
Supervisoryexperience of AC members  Yes 1 No 0
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Abstract

Purpose: The perceived benefits of IFRS adoption have caused neglect in research on the
possible unintended consequences of IFRS on the audit market, specifically in Africa. Motivated
by this gap in the literaturave have criticallyevaluatedvhether IFRS adoptiohas created an
oligopoly for the Big4 in terms of audit fees and auditor switching in Africa.
Design/methodology/approach: The study is based on publicly available data from 104
companies listed on the stock exchanges in 8 African countries. While weyehfdinary and
multinomial logit regression to model auditor switching, ordinary least square was used to
estimate the impact of IFRS adoption on audit fees with some diagnostics tests.

Findings: Companies are likely to replace auditors following thepsida of IFRS. Specifically,

the multinomial logit regression confirms that companies are more likely to replace small audit
firms with the Big4 (Small to BigSTB). The study also revealed a positive associdtietween
increases in audfee and IFRS adption. However, the Big4 experience significant fee increase
for their services than the small audit firms.

Practical implications: These findings alert Small Medium Practitioners (SMPSs) inlfr&5
countries about the potential intense competition imathdit market that can lead to the possible
loss of clients to the Big4 after the adoption of IFRS. To mitigate this effect, national
Professional Accountancy Organisasof?AOs) should build their local accountants through
training and education to haedthe complexities and continuous upgrading of IFRS. Such
training is very crucial for SMP i@rganization for the Harmonization of African Business Law
(OHADA) countries Ethiopi, Djibouti and other countriewhich are in the process of
implementing IFRS.

Originality/value. This is an original study which empirically examines the impact of IFRS
adoption on the audit market in Africa. It contributes to the ongoing debate on unintended
consequences of IFRS adion.

Key words Africa, Audit fees, Auditor switching,Big4, IFRS adoption unintended
consequences,
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1.0 Introduction

The introduction of any new accounting framework affects all facets of reporting, yet,
majority of studies on IFRS have been geared towards the financial statement effects and firm
level analysis(see Bath, Landsman and Lar&§)08; Armstrong, Barth, Jagolinzer, and Riedl,
2010; Daske, Hail, Leuz, and Verdi, 2008; Christensen, Lee, and Walker, 2008). For every
changein accounting, there are always losers and winners and IFRS adoption is no exception.
Even, the benefits of IFR®ay have been overblown (Sunder, 2011). Or perhaps prior studies
have exaggerated the perceived economic consequences at the méglessibleunintended
consequences of IFRS on the auditing maKatif, 2016) specifically in Africa.

In this era of gbbalized accounting world, promoters of Foreign Direct Investment (FDI)
and private sectors are keen in the strength of local accounting regulations in Developing
Countries (DC) for transparent reporting (Samsofi@ddei and Humpery, 2014). In response
to these needs, the Big4 (Deloitte, Ernest & Young, KPMG, and PWC) have positioned
themselves as the custodians of IFRS through their continuous sensitization on IFRS, campaigns
for IFRS adoption and sponsorships for IFRS programs (Wieczynka, 2016; IFR8afon,

2012). Hence users of financial statements including regulators are convinced that global audit
firms are better off in providing trust, reliable and accurate accounting services @ddIi(x,

Muller and Sinclair, 2011Hanlon, 1994). These glabfirms, as well as regulatorshampioned

the course for global accounting and auditing markets including lobbying World Trade
Organisation (Hopper, Lassou and Soobaroyen, 2016). Consequently, the Big4 have gained a
global presence through local franéhg and auditing of transnational companies (Arnold,
2005).

The growing oligopolistic market of the audit industry and its concomitant dangers is a
matter of concern even to the developed countries. The House of Lords of UK has raised alarm
on thedominance of auditing of large companies by few audit firms (House of Lords, 2011).
Similarly, the European Commission (EC) has classified the growing oligopolistic market of the
audit industry as a threat (EC, 2011). Other national authorities and pudikgrs have also
commented on the market concentration in the audit industry (see General Accounting Office,
2003; The American Assembly, 2005; Government Accountability Office, 2008; Oxera, 2006;
Financial Reporting Council, 2010).

It is also evidential tat the adoption of IFRS triggers the switching of auditors by
companies. Wieczynka, (2016) has documented the frequency and direction with which
companies in the European Union (EU) switch from local audit firms, to global audit firms, after
IFRS has beemandated. Comprix, Muller and Sinclair, (2011yésahown that large companies
are more likely to appoint Big4 firms after IFRS adoption.

Moreover, the adoption of IFR®ecipitatesncrease in audit fees due to the increase in
effort and time required taudit the detailed and complex requirements of IFRS. Extant literature
has revealed the increasing cost of audit services after IFRS adoption in some countries (see
Rished and AlSaeed, 2014; Yacob and CAbmad, 2012 on Malaysia; Kim, Liu and Zheng,
2012 De George, Ferguson and Spear, 2012; Griffin, Lont and Sun, 2009 on New Zealand,;
Ding, Jeanjean and Stolowy, 2008 on Jordan). Althodghcan countries have been
progressively embracingrRS, this predominance and ttensequence of IFRS adoption on the
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audit market in Africa have not been quantifigds study therefore critically evaluates whether
IFRS adoption has created an oligopolistic market for the Big4.

This study has employed cross country analyses to investipate unintended
consequencesf dFRS by (i) examining whether IFRS is associated with an increase in audit
fees, (ii) if the increase is higher for the Big4 audit firms and (iii) whether there is a positive
relationship between IFRS adoption and auditor switcthegmpact of IFRS aguion on audit
fees and switching of auditors with specific focus on the Big4 in Africa. Following prior
studies Rished and Aaeed (214); Yacob and ChAhmad (2012; Kim, Liu and Zheng (2012)

De George, Ferguson and Spear (2012); Griffin, Lont and (30@9); Ding, JeanJean and
Stolowy (2008) and the detailed disclosurguieements of IFRS, we hypothee that IFRS
adoption is associated with an increase in audit fees. On auditor switching, it is assumed that
companies will switch to the Big4 in thears surrounding IFRS adoption with the rationale that

the Big4 are IFRS experts. In addition to these central questions, we have examined other key
factors that are likely to influence auditing fees and auditor switching in Africasaewhich is

still subject to an empirical question.

Consistent with Wieczynska, (2016), our binary logit regression shows that African
companies are likely to replace auditors following the adoption of IFRS. Specifically the
multinomial logit regression confirms that compes are more likely to replace small audit firms
with the Big4- Small to Big (STB). And the likelihood is stronger in financial institutions. The
ordinary least square estimation on the impact of IFRS adoption and audit fees suggest that
increases in audfees have occurred as a result of companies adopting IFRS. However, the Big4
experience significant fee increase for their services compared to the small audit firms. The
sectoral analyses highlight the positive significant impact of IFRS adoptionditnfees in the
financial, manufacturing and services sectors.

Overall, our results are consistent with the findings of Wieczynska, (2Bi)ed and
Al-Saeed (2014), Comprix, Muller and Sinclair, (2011); Kim, Liu and Zhen, (2012); De George,
Ferguson ad Spear, (2012and the concern of SEC of US (SEC, 2010a; SEC, 2010b) that the
adoption of IFRS gives comparative market advantage to the Big4 and is concomitantly a
challenge for small audit firms. Our findings also support the UK House of Lords (2011)
argument that the audit market is highly dominated by a Big4 oligopoly.

These findings alefocal audit firmsSmall Medium Practitioner6SMPS) in noAFRS
countries about the potential intense competition in the audit market that can lead to the possible
loss of clients to the Big4 after the adoption of IFRS. To mitigate this effect, national
Professional Accountancy Organisasof?AOs) should build their local accountants through
training and education to handle the complexities and continuous upgmdif@RS. Such
trainings are very crucial for SMP in OHADA countries, Ethiopia, Djibouti and other countries
which are in the process of implementing IFRS. Companies should be prepared eatkfits
of IFRS adoption areoncomitant with cost such as increase in audit fees.

In IFRS adopted countries, there is stii opportunityfor local audit firms (SMP) to
attract clients by upgrading themselves with latest IFRS knowledge. Further SMP should
demonstrate their expesé in IFRS by contributing to the discussion on IFRS issues in Africa.
Such activities include writaps in newspapers, comments on IASB exposuséisjrand IFRS
articles on theriternet. In addition SMP can form consortium or collaboration to sharercesou
and knowledge to meet the accounting needs of large businéss better for each SMP to
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havea share in darge businessontract, than to struggle to retain an individual contract with a
small business.

The Big4 which may be enjoying competitimdvantage due to their expertise in IFRS,
should make a commitment to support the SMP by sharing knowledge with them through regular
workshops and conferees. It is common knowledge that most Big4 firms in Afusaially start
by giving affiliation to aocal firm. Hence supporting SMP is preparation of local firm for future
franchising.

Whilst our findings are consistent with other prioudes elsewhere, we argue thia¢
Big4 have more oligopolistic power in Africa thanother developed countries.N&reas in the
developed countries the ndig4 such as Grant Thompson, PKF, BDO, Nexia, Baker Tilly
among others are well resourced to compete with the Big4, in Africa, the oth@igibmare
limited in resources to face this competitive environment. TthasBig4 may be sharing the
oligopolistic market with the Big6, or Big10 in developed countries. Ourrfgslaretherefore,
more unique for developing countries where the audit market is dominated by the Big4.

The next section contains literature and rigpsis development on IFRS adoption and
audit fees and audit switching. Section 3 documents the research methods including model
specifications. The results and discussions are presented in section 4 and section 5 concludes the
paper.

2.0 Literature review and hypotheses development

2.1IFRS adoption and audit fee

According to Simunc, (1980), theoretically, total audit fee is a component of resource
cost of effort and liability loss, which are dependentthe cost of business risk of the client.
SeetharamanGul and Lynn(2002) have empirically proven a positive relationship between
litigation risk (client business risk) and audit fee with the assumption that, the regulatory
framework of client business influences audit fees. Viem $achadewit£2010) concur that
auditpricing decision is affected by changes in regulations and disclosure requise@hoi,

Kim, Liu and Simunig(2008) havepredictedthat there is a monotonic relationship between the
strength of a c¢ount ndyaddd feas.elgyahke stricterrorymore complexw o r k
the laws are the higher the audit fees. Empiric&@lyffin, Lont, and Sun(2009) haveprovided

evidence of how changes in different regulations affected audit fees in US, Australia and New
Zealand.Specifcally, they documented &ignificantincrease in audit fees in the year prior to

IFRS adoption, the adoption year and years after IFRS adoption in New Zealand.

It is widely held from literature that, the time and effort required for auditing are the basic
input for the determination of audit fees (Vieru and Sechadewitz, 2Gtiifin, Lont, and Sun,
2009); Simunic, 2008Seetharaman, Gul and Lynn, 2002hese Wwo ingredients are dependent
on the complexities and requiremendf the regulations surrounding auditing, including
accouning standards. Pratt and Sti¢E994) opine that, in line with the insurance theory, audit
fee is dependent on the effort of verdimn needed in the engagement process. Arguably IFRS
is a complex standard and involves comprehensive disclosungsh require more timend
effort to audit. Hoogendorn(2006) posits that, complexities of IFR&quire the deep
involvement of auditors irachieving full complianceSimilarly, Cameran and Perot(?014)
suggestthat the adoption of IFRS increases the efforts required for,audith invariably
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increase audit feesTo Ding, Jeanjean and Stolow®008), the adoption of IFRS is a major
accouiting event that increased the complexity of the audit process, and consetaersiigte
into high audit fees. Not only do auditors require more effort to go through all the detailed
disclosure but more importantly, auditors demand more effort and tineeldtme audit liabilities.
The ICAEW (2007) recognizes that conversion to IFRS is complexdatailedwhich results in
anincreasean audit risk hence auditors must ¢@gutiousas they audit IFRS statements.

Ahmed, Chalmers and Khl{2013)suggest thaaudit risk and increase in efforts due to
IFRS implementatiorstemfrom standards that demand fair valuation (dAS 40, IFRS 13,
IFRS 9 etc). The risk or effort is higher in African countries that are challenged by the absence of
a liquid market (Ball, 2006; Hoogendon, 2006). In the absence of a liquid market, auditors will
have to employ different approach and gather more information in order to assess the credibility
of management estimates (Glaum, Schmidt, Street and Vogel, 2@t8)ding to Diehl(2010)
IFRS beingprinciple based standardsre likely to generate more litigation costs and deprive
auditors6é specific evidence in the case of al
auditors will charge higher audit feems a premium to compensate for risk of material
misstatements and litigation which may arise due to complexity of financial statements per IFRS
(Cameran and Perotti, 201@¢ George, Ferguson and Spear, 2013; Kim, Liu, and Zheng).2012

In a crosscountry analysis, Kim, Liu and Zhen{R012) found that audiieesincrease
from 2005 and audit fee premium increase with IFRS adoption and decrease with the
improvement in financial statement quality due to IFRS adoption., TRRS adoption is likely
to increaseaudit fees initially but can reduce the audit fees if implemented correctly by
companiedbecausegroper IFRS implementation will improve financial statement quality which
in turn reduce audit efforts and time for verifying records or justifying recogsitiand
measirements. Griffin, Lont and Sy2009)studyrevealedhat increase in audit fees is higher in
the second and third years following IFRS adoption than the years that precede the adoption as
well as the adoption year. However, there isignificant increase in audit fees for the Big4
clients in the year of adoption as comparedhon-Big4 clients. Extending the debaté IFRS
adoption and audit fees to AustraliBe George, Ferguson and Spd2013) revealed a
significant positive impact of IFRS adoption on audit fees with substantial effect under high
equity adjustments. Similarlyyaacob and Ché&hmad (2012) found a positive association
between IFRS adoption and increased audit fees among Malaysian companies. Vieru and
Schedwitz, (2010) also found that both audit and-aodit fees paid to statutory external
auditors increased significantly during the adoption period=inland. Cameran and Peroti
(2014)studyon nonlisted banks also indicated increasing audit fees dUERS adption and
especially for bankswhich are into derivatives and hedge accountingikewise, Both
theoretical and empiricéditerature hagprovided evidence thaupportsghe axiom that audit fees
increase around the adoption of IFRS. Based esethwe hypothesize that:

H1: There is a positiveassociationbetween IFRS adoptioand audit fees

2.2 IFRs and ncrease in audit fees

Priorstudiesuggest that IFRS adoption causesrmneasan audit fees. However, there
are contrasting findings as to which set of audit firms benefit from the increase; Big4-or non
Big4. Whereas the Big4 are enjoying the increase in developing counivesonBig4 are
benefiting in developed countries suah UK Hassan, Crawford and Pow@014) highlighted
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that in addition to the positive association between IFRS adoption and audit feddigéon
clients are the hardest hit in terms of audit fees due to IFRS adoption ifCh#£ (2014)
demonstrate that inease in audit fees is high among small firms in the(iBlAustralia De
George, 2013)Contrary, Lin and Yert2011) foundthat increases in audit fees aneich more

for Big4 clients after implementation of IFRS in @ai Consistent with Lin and Yen (2011

Choi and Yon(2014) also demonstrated that there is a significant increase in audit fees charged
by the Big4 following IFRS adoption inoBth Korea. Rished and /Aaeed(2014) also
showcased similar findings among Jordanian listed compahipsobablereason is noiBig4
auditing firms lack the competence in makingrafessionajudgement and the need e¢atend

more effort than the Big4lealing with the complexity of IFRS (Carcello, Vanstraelen and
Willenborg, 2009). Another plausible explanation mayibehe developed countries, nBng4

may have demonstrated IFRS expertise knowledge same as their counterpart in Big4 hence their
services are valued at par.

However, the case is different in developing countries. The Big4 are always seen as
superior in providing quality auditing services for multinational and large companies. In
addition, the Big4 contracts with transnational companies in developing countries are an
extensionof the agreementith client parent companies in developed countries. More so, local
firms in DC usually lack professional manpower and expertise hence cannot charge at par with
the Big4. It is evidential that, companies in developing countries cannot enjoy the sefrtiees o
Big4 without the necessary concomitant of high audit fees (Moizer, 1997, Choi and Yoon,
2008).Due to the intensmmpetitionover the few large nemultinational companies, neBig4
firms attempt to bargain on how to stay in busin€sssequentlywe assumed that Africa being
a developing continent providesnaore competitive advantage for the Big4 in terms of audit
prices. Thus it is hypothesized that,

H2.The increasdn audit fees is higher for the Big4 than small firms.

2.3 IFRS and auditorswitching

A function of auditing is to ensure the application of appropriate accounting policies
including accounting standar@Ball, Holderness, Jensen, and Kaplan, 199igh as IFRS to
revealt he firmbés wunderl ying f i (StakescancaWebsteg 201Q) i o n
Wieczynska(2016) argues that auditing is an important element of the financial reporting
process. There is much anecdotal evidence that, the Big4 have more knowsfesigalised
personnel and IFR&Ilated experience. Also theshow higher standards for compliance with
accounting regulationand higheraccounting quality in financial reportingyasar, 2013)
Wieczynska(2016) argues that the Big4 competitive advantage from IFRS adoption is due to
their possession of high IFRS pettise to deal with the complexity of IFRS, whicheate
intellectual barriers for the local audit firms. It is perceived that, they provide a higher audit
quality than other audit firms. In addition they are said to do a better job in financial reporting
enforcement and their engagent is associated with higher compliance level with IFRIGif
and Achek, 2016; DeFond, Hung, and Trezevant, 2007)

Moreover, they could provide greater assistance in the implementation and transition to
IFRS compared to oén audit firms Rouhou, Douagi, and Hussainey, 2Q16pnsistent with
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DeAngelo (1981)Dye (1993)agrees thaBig4 auditors are of higher qualitthan norBig4
auditors. Carsofi2009) suggests that the Big4 are more capable than thBigdrbecause the
Big4 have thecapacity to provide quality professiongludgment which is supported by
worldwide branches and advanced technology. Additionally, the Big4 have influence on the
specific standard through their involvement in the standard setting process (Chgn, 20

Likewise Stokes and WebstdP010) argue that Big4 auditors are more sensitive than

nonBig4 auditors to manageisreportinpand i ts effects on the audi

they are more likely to ensure stricter compliance with IFRS. Accor@inQinh and Piot
(2014), thecomplexity of IFRS strengthenthe market positions of the Big4 and makes it
difficult for local audit firms to cmpete on the audit market. Ch@®14) suggests that the Big4
already have experience from IFRS voluntary adspte take advantage of market in
mandatory adopters. Thus auditors with high IFRS expertise such as the Big4 are better off to
handle the complexity IFRS brings to the auditing operatiOtiser scholars such as DeAngelo
(1981) and Dyg1993) positthat the Big4 are themarketleader in auditing because of their
motivation to protect their brand name through better performance. Moreover, the Big4 provide
quality audit to avoid lawsuits and ligation that may deplete their wealth and good name (Dye,
1993).

Wieczynska (2016) Khlif and Achek (2016) study posit that as a result of the IFRS
regime there has been an enlarged domination of the global audit firms and more specifically
Big4 audit firms.Piot, Dumontier, and Janin (2086  scbneutby providing evidence that
Big4 auditors placed more emphasis on auditor risk incentives in the IFRS adoption context, by
influencing overly conservative accounting practices in response to the new and uncertain
accounting environment. On a crdssrder aalysis, Dinhand Piot(2014) found that IFRS
adoption has increased market concentration for the Big4 with the explanation that, the Big4
have a global network to draw expertise beyond the legal jurisdictions of individual countries.

Comprix, Muller and #iclair (2011) revealedthat IFRS adoption has led to greater
switching inauditorclient relationships in countries with greater GAAP changesall to Big4
Countries with fewer GAAP changes frequently shifted more from Big4 auditors down to local
audior. Clients firms are more likely to switch from small audit firms to global audit firms in the
years following IFRS adoptiof\Wieczynska, 2016)Furthermore, Wieczynsk@016) findings
indicate that client firms are more likely to replace small auditsfinvhen adopting IFRS.
However, contraryo prior studies, Dinh and Pi¢2014) findings do not support the argument
that IFRSadoption positivelynfluencesmarket concentration at individual country level.

Since the transition to IFRS represents a complesration and given the fact that generally,
countries impose the full IFRS on listed companies, Big4 auditors will be more able to ensure the
safe transition to IFRS in such litigious environment (Dye, 1993).Consequently, IFRS adoption
constructs an expeadvantage for Big4 audit firms during the transition period of reporting
standards and as a result, this may lead to an increased frequency of switching from small audit
firms to the Big4 firms. Following fromhese discussions we hypothedizat:

H3: IFRS adoption is positively associated with auditor switching.
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3.0 Methodology
3.1 Sample selection and sample characteristics

Our study is based on publicly available information obtained from a sample of annual
reports of African Countries nameBotswana, Ghana, Mauritius, Nigeria, Rwanda, South
Africa, Swaziland and Tanzania retrieved manually from two electronic DatabafsEsin
Markets and Share Data for South African data. The objective of this research is to examine the
consequences of IFR&Ioption on the audit market, therefore our population includes only fully
mandated IFRS African countries. Currently there afeAffican countries (IFRS foundation,
2016) that fully require all listed companies to prepare IFRS financial staterfieinth&sel6
countries are excluded due to lack of actisteck exchangesTo accurately gauge the
consequence we limit our dataset to countries that mandated IFRS after 2003 when the first IFRS
was issued. Our sampling process results in 8 countries. Thhagbample size is small it
represerd the whole of Africa.There is a continuous exclusion of financial institutions such as
banks and insurance companies from samples of prior sifiisssand Nielsen, 2010; Kim, Liu
and Zheng, 2012; Lin and Yen, 201&9 their characteristics differ fundamentally from other
firms (Cai, Rahman and Courtenay, 20%®llami and Slimi, 201@nd they are regarded as
regulated industries (Roychowdhury, 2006). Contrary to that notion this study includes all
financial institutons. The big four audit firms are identified in this study as PWC, KPMG, Ernst
and Young and Deloitte Touche.

To be included in the sample each firm must have thaifuilal statementsr at least 5
consecutive years. Companies were selected on tiediake availability of annual reports for
the relevant years. Relevant years include 2 years before IFRS adoption, the year of adoption and
2 years after adoption report. For example if company adopted IFRS in 2005 then to be included
in the sample segnnual report should be available from 2003 to 2007.The final sample consists
of 520 firm year observations across 8 countries in Africa and 104 companies listed on the main
exchange boards of the abewentioned countries. The study covers 5 years; 2syeefore
IFRS adoption, the IFRS adoption year and 2 years after IFRS adoption for the fiscal years 2002
2014. Due t o t he IFR&adoptaoh datenne rely amdivodwalannuatepaits
to determine its adoption year. A compandFRS ad@tion year is determined from the first
time it prepared full IFRS financial statements as stated in the annual report. This means that the
adoption status of companies in the same country may differ. For instance, in South Africa, most
financial institutons started applying IFRS in 2005 whilst some manufacturing companies
adopted it in 2006. Since the countries in the sample use different currencies we used the official
exchange rate (LCU per US$, period average) obtained from World Bank to translate the
amounts to dollars for each year under observation.

SBotswana Ghana, Kenya, Lesotho, Liberia, Mauritius, Namibia, Nigeria, Rwanda, Sierra Lone, South Africa,
Swaziland, Tanzania, Uganda, Zambia and Zimbabwe (IFRS foundation).
4Lesotho, Liberia and Sierra Lone
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Table 1 Sample Characteristics

Country Botswana | Ghana | Mauritius | Nigeria | Rwanda | South | Swaziland | Tanzania| Total
Africa

listed 26 43 101 223 7 400 10 25 827
companies
Sample 6 7 11 27 6 37 3 7 104
Financial 5 3 4 11 4 7 1 1 36
Institutions
Manufacturing | 1 3 5 13 2 16 1 5 46
Natural 0 1 0 2 0 3 0 1 7
resources
Services 0 0 2 1 0 11 4 0 18

Table 1 aboveprovidessample characteristics of each country. The two countries with the
largest listings are Nigeria and South Africa, the latter being the largest stock exchange in Africa.
And the country with the smallest number of listed companies is Swaziland. Theegiati®ns

in the quantity of sample companies crosswise over the countries because of the accessibility of
complete financial accounting data. Both South Africa and Nigeria have the highest number of
companies used in the study. In aggregate majorityeottimpanies in the sample are from the
manufacturing sector with a total number of 46 companies, followed by the financial institutions
with 36 companies; 18 companies in the services sector and the minorities of the sample are from
the natural resourcesaor with only 7 companies.

Dependent Variable

Previous studies have commonly used audit fees as a proxy of audit cost ifJtidys
Beckman, Shan, and Troshani, 2016; Loukil, 2016; Riccardi, 2D&4¢George, Ferguson and
Spear, 2013Comprix, Muller anl Sinclair, 2011; Schadewitz and Vieru, 2008)s measured
as the natural log of the sum of audit service fees plus aatitted fees of firm in year t. The
audit effort is an important consideration needed to accumulate sufficient evidencehabout t
quality of financial statements provided because the audit fee is the product of unit price and the
guantity of audit service@Risheh, 20131 Consistenwith aforementioned literatures, the total
fees that were paid to the statutory auditors were drawn from the annual financial statements in
order to analyse whether the IFRS transition is edldb the fees paid to auditors. Similar to
Redmayne and Laswa(2013) to examine the impact of IFRS adoption on audit fees we
compare the pre doption years i.e. 2 years prior to IFRS adoption, IFRS adoption year and 2
years post IFRS adoption.

Control Variables
Other variables are included to control for additional factors that may affect the amount
of the audit fees and auditor switchif@/ieczynska, 2016; Campa, 2013}onsistent with
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related literature(Ali and Lesage, 2013}his study controls for certain firm specific variables
namely; leverage measured as the ratio of-gedrtotal debt to total assets , size measured as the
natual logarithm of total assets, change in size measured as the change in the level of total
assets, defined as total assets at the end of the fiscal gerigdminus total assets at the end of

the periodd ¢, divided by total assets at the end of thequkti p (Wieczynska, 2016), net
profit captures a firmdés profitability and I
change in net profit measured by net profit at the end of the fiscal gerigdminus net profit

at the end of the periadl ¢, divided by net profit at the end of the perind p.

3.2 Model Specification
3.2.1Auditor switching

Following the work of Wieczynska (2016)andsman, Nelson and Rountree
(2009)Chan, Lin and Mo (2006)e used logit regression model to examine if IFRS affects the
likelihood of auditor switching. In our model the dependent varidkis a dummy variable for
audit firm substitution. Zis equal to 1 if in year t firm i used a different audit firm toitid
financial report (i.e. looking aY:1 report) than the firm used iIRYu Given the likelihood of
multiple directions of auditor switches (i.e. from Small to Big (STB), Big to Small (BTS), Small
to Small (STS,) we employed a multinomial logit mod&his allows for comparison of
possibility of the likelihood of each direction of audit firm substitution to the reference category
of no audit switching.

The regression model takes the following form:

Zitlog =tk IFRSADt+B o0& p B ©Q0 0
Where xi.1is a vector of control variables consisting size leverage chgsize
chgnetprofitThe variable of interest IEFRS ADL.1. IFRS adoptiori a categorical variable equals
1 if firm | used IFRS inFTw1 annual financial ngort and if it used non IFRS standarérd
ot herwise. bl examines if I FRS adoption is ass

3.2.2 Audit fees and IFRS Adoption

We further investigated other likely consequences that may arise following adoption of
IFRS. This time we examined the relationship between IFRS adoption and auditor fees, where
auditor fees (continuous variable) is our dependent variable, and IFRS adaptiur focused
ex pl anat or-ythe coafficierst bflFRS. ADR1 measures the change in the slope of
auditor fees arising frofFRS AD.1. This regression is estimated using ordinary least square
(OLS).

AFi= br BIFRS AD.1+B:Big4+B  ®"Qp 0 (Where AFi$ auditor fees for firm i).

3.2.3Diagnostictests and validity tests

To check for the validity and suitability of our OLS model, we test for heteroscedasticity
and multicollinearity. According to the Bruséfagan/ Cook Weisberg test results, there is
presence of heteroscedasticity withi? 11.75and pv>ch? 0.005 Hence weobtain the White
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(robust) standard error instead of the usual standard error. Our results on the Variance in Factor
(VIF) (<5.0) the paired wised correlations does not ingiany issu®f multicollinearity among
the variables.

4.0 Analysis and discussio
4.1 Descriptive statistics

Table 2 belowshows the reporting standards used before and after IFRS adopR&. |
indicates the adoption yedFRS2 represents two years before IFRS; IFR8presents a year
before IFRS; IFRS+1 is one year after IFRS and IFRS+2 is two years after IFRS. Of the 104
companies 85 started using IFRS in the country yeadoption,whereas 19 were using their
nationd GAAP. Only 2 companies were still using National GAAP in 2 years post IFRS period.

Table 2 Reporting standards and IFRS adoption
Variable | IFR&2 IFRSL IFRS IFRS+1 IFRS+2
Sample 104 104 104 104 104
IFRS 6 12 85 102 104

- GAAP 98 92 19 2 0

Table 3 below shows the Auditor type and switch. Although the Big4 (B) firms have more
clients than the noeBig (S) firms in all the years, the difference is much higher from the IFRS
adoption year onwards. The switching of the auditor represented bysSjf&ater in the year of

IFRS adoption than in the year before or after IFRS. The other auditor switch that has a notable
change is BTB which has a higher number during the year of adoption as well as after the year of
adoption. The auditor switch thatshéhe smallest number is STS. No company switched STS
during the year ohAdoption;however there was a switch from BTS by companies in the sample.

Table 3 Auditor Type and Switch

IFR& IFRSL IFRS IFRS+1 IFRS+2
Smple 104 104 104 104 104
Big4 (B) 55 63 86 85 83
Small (S) 49 41 18 19 21
STB 5 7 43 15 8
BTS 0 2 3 5 8
BTB 1 0 5 5 3
STS 0 1 0 2 0
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Table 4represents the percentage change in audit fees. In-1HR® was change of
11% and during the IFRS year it increased by 17% to 28%. Howaweit, fees decreased in
IFRS +1 to 19% and two years post IFRS, it was 17% which is a 2% decrease from 19%.
According to Kim Liu, and Zhend2012)this can be due to the fact that it takes time and effort
for auditors to learn about new IFRs rules andrdythe initial IFRS year the fees are bound to
increase, however the learning effect is likely to become insignificant after the initial year of
IFRS adoption. And in the initial year of adoption firms are required to apply IFRS
retrospectively to one we prior to IFRS for the purpose of establishing comparative financial
statement$Kim, Liu and Zheng, 2012) Rwanda has the highest percentage change in audit fees
during the year of | FRS adoption of 39%, foll
change during the IFRS year is 22#hich is almost similar to 23% of both Tanzania and South
Africa. Mauritius has the least percentage decrease in audit fess of 15% in the IFR&adop
year, which is almost simildro Ghanads of 1 8%doptianSgueh#fricabasf or e
the least percentage change-6% as compared to 17% for Botswamdich is the highest.
Mauritius is also lower a year before IFRS with .48waziland has 11% change a year before
IFRS and is almost similar to Tanzania thas 0%, and Rwanda 12%. Nigeria and Ghana have
8% and 9% respectively. Botswahas the highest percentage change a year after IFRS of 27%,
however there is a high decline two years after IFRS28. South Africa has the least
percentage decrease a yeigerdFRS of 12% and a further decrease of 9% two years after IFRS.

Table 4Percentage change in audit fees
IFR& IFRSL IFRS IFRS+1 IFRS+2
Total sample 0 11% 28% 19% 17%
Botswana 0 17% 32% 27% -2%
Ghana 0 9% 18% 17% 13%
Mauritius 0 4% 15% 15% 16%
Nigeria 0 8% 22% 12% 13%
Rwanda 0 12% 39% 15% 18%
South Africa 0 -6% 23% 12% 9%
Swaziland 0 11% 33% 20% 22%
Tanzania 0 10% 23% 13% 11%
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4.2 Regression results

From the Table 5 belowthe coefficient of IFRS in the full sampled model is 0.52 and
statistically significant. This indicates that controlling for other variables, fees charged by audit
firms is 0.52 dollars higher for companies using IFRS standardctirapaniesiot using IFRS
However the increase in audit fees is higher for the Big4 audit firms. Caontsigth prior
literature Hassa(R014); Cameranral Peroti, (2014); Choi and Yon (2014); Lin and Y2011)
we find a positive and significant associatibetween IFRS and audiees represented by
IFRS_AD. The reason behind the increment in audit pricing is due to the extra burden put on the
auditors(Yaacob and Chédhmad, 2012) IFRS standards require more perplexing complex fair
value measurements andd#nal disclosures and therefore more auditing effort (Friis and
Nielsen, 2010). The positive coefficients of Big4 also suggest that the Big4 charged a higher
level of audit fees than local or nd@ig4 firms (Risheh, 2014)

Table 50LS regression rakts on audit fees (full sample and sectorial analy$t€10%, ** @5% Significant level

Full Sample Financial Manufacturing Natural Resource Services

institutions

Variable C.F SEE C.F S.E CF S.E C.F S.E C.F S.E
IFRS_AD 0.52** 0.09 | 0.77* 0.56 0.43** 0.25 0.20 0.32 0.31* 0.76
Big4 0.06* 0.98 | 0.12** 0.07 0.23* 0.32 0.10 0.13 0.21 0.55
Sizq 1 0.31* 0.20 | 0.96** 0.09 0.68** 0.15 0.65** 0.56 0.58** 0.65
ChgSizg 1 0.35* 0.23 | 0.41* 0.11 0.61* 0.18 0.15 0.98 0.32* 0.66
Net_profiti_1 .003 0.03 | 0.04* 0.07 0.12 0.13 -0.05* 0.96 0.12 0.56
Chgnetprofi;_1 0.08** 0.05 | 0.23** 0.12 0.32 0.19 0.003 0.65 -0.23 0.61
Leverage 1 -0.17 0.11 | -0.03 0.14 -0.12 0.25 0.05 0.56 0.32 0.62
_cons 2.24*%* 0.15 | 2.16* 1.23 1.65** 0.98 0.98** 0.85 1.78** 1.13
Numberof OBS 36 46 7 11
Pseudo R 0.51 0.44 0.38 0.45

The results of the control variables are worth noting. The coefficient of thesfietific
variablesSize 1, ChgSize 1 are significant and are consistent with prior studies indicating that
audit fees are positively associated with client s{gé&m, Liu and Zheng, 2012; Yaacob and
Che Ahmad, 2012)Giventhe fact that the bigger the firm is, the more complex its audibei
Chgnetprofitt 1 whi ch captures a firmbés profitability
fees. However neitherLeverage: 1 nor Net_profiti_1 are significant either at the 5% or at the
10% level.
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There is a significant change ihe audit fees in the financial institutions because IFRS

requires detailed disclosure for that sector and also complexity of their products and contracts.

Other possible reasons can be attributed to the peculiarities of the financial industry, its specif
regulation and the fundamental differences in their financial accounting relative-tmanocial

firms (Sellami and Slimi, 2016 Moreover the complex and new IFRS (such as IFRS 9 and 13)
is more applicable in the financial institutions than othetmss. The services sectand the
manufacturing sector also have a significant change in the audit fees. As indicd&@&ddyy
(2011)the transition of IFRS for manufacturing and consumer products companies have shown
that there are some interpretation application challenges unique to the manufacturing and

consumer products industry. However the change in the audit fees in the natural resources sector

is not significant, because there amet much IFRS standards that regulate the reporting of
natural reources industry. Additionally IFRS is a principle based framework and is short on
industry guidancéPWC, 2012)

The binary and multinomial logit regression model resmtsespect of IFRS adoption
and auditor switching are presentedrable 6.Following Wieczynska (2016) we report only the
coefficient and White (robust) standard error with an inddcadf significant level at 5% and
10%. From the first model we established the relationship between a binary owtcaiter
switching and IFRS adoptionith other control variablesSpecifically the results shotlat the
likelihood of auditor switching is 0.23 higher for companies that adopt IFRS standard than non
IFRS compares. The related odds ate2586. This suggesthat the relative likelihood of riin
switchingauditors followinglFRS adoption is 26%igher thanwithout IFRS .The positive and
significant coefficient ofFRS_ADi ndi cates that | FRS adoption
to replace audit firms. Similarly, the control variabl€igseze, Chgnetprofialso have positive
significant impact on switching of auditors. Implying that growing companies are likely to
switch auditors than large companies.

The multinomial logit model was used to estimate the direction of auditor switch. Unlike,
Wieczynska, (2016) who identifies four directions of switch, our interest is in three forms of
switch; Small to Big4 (STB), Big4 to Small (BTS), Small to Small (ST).presented in the
second part of the table 4.6, it is only STB that have significant positive coefficient for
IFRS_ALRL. The coefficient ofFRS_ARQffor STB is 0.42. Exponentiating this value, we obtained
the relative probability or the relative odds10621962. These results indicate that the relative
probability of firm switching auditor from STB is 52% higher during years of IB&&ption

when the firms have the same size, income and leverage. Thus in consistent with Wieczynska

(2016), IFRS adoptiors likely to cause companies to switch fremall audit firms to the Big4.
Growing companies, measured B\hgsizeand Chgnetprofit;are most likely to switch from
small audit firms to the Big4. A plausible reason is that as the companies expand, small audi
firms may not have the resources to render quality services. Moreover, growing companies will
most likely want to associate withe Big4 for credibility.

43 African Accounting and Finance Journal
Vol. 1 No.1 Special Edition, 2017



Table 6- Binary and multinomial logit regression results (full sample)

Table 6 binary and multinomial logit regression results (full samp{&®10%, ** @5% Significant level
Binary logit Model Multinomial logit Model
Switch STB BTS STS
Variable C.F S.E CF SEE |CF S.E C.F S.E
IFRS_AD 0.23* 0.18 0.42** | 0.56 | -1.50 1.50 1.03 1.07
Size 1.44 0.56 0.76* 1.34 | -0.69* 241 -0.92 1.07
ChgSizg1 0.02* 0.35 0.12** | 0.09 | -0.23* 0.56 0.15* 0.89
Net_profitic_1 1.95 0.03 1.27 0.19 | -.263 0.19 | -0.07* | 0.09
Chgnetprofit_1 | 0.12** 0.08 0.25** | 0.89 | -0.13 1.10 0.09 0.06
Leverage 1 -0.56 0.24 0.219 0.62 | 0.03* 1.35 0.35** | 0.15

To further understand the impact of IFRS adoption on auditor switching in Africa,
additional binary logit regression is conducted cseatorialbasis. The results are presented in
table 7.Under the financial institutions and manufacturing sectbBRS_AL, have positive
significant coefficient at 5%, 10% respectively. Implying that companies within these sectors are
more likely to switchauditors following the adoption of IFRS. The results also show that, the
impact of IFRS adoption varies among sectors. Financial institutions are probable to switch
auditors to the Big4 because, they are involved in complex and market related transenctions
their associated detailed disclosures compared with companies in the natural resources and
services sector.
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Table 7: binary and multinomial logit regression results (sectorial analy§i€)10%, ** @5%
Financial institutions | Manufacturing Natural Resource| Services
Variable C.F S.E CF S.E C.F S.E C.F S.E
IFRS_AD 0.68** 1.36 0.07* 0.799 | 0.02 0.15 0.05* 0.09
Size 1 0.17* 244 0.39 1.99 0.76* 0.03 0.42* 0.08
ChgSizg1 0.04** 0.89 0.43* 1.32 0.13** | 0.06 0.22** 0.32
Net_profiti_1 0.30 0.36 0.21 0.36 -1.55 0.31 1.09 1.27
Chgnetprofit_1 | 0.61** 0.41 0.19* 1.23 0.82 0.21 0.28* 0.97
Leverage 1 -1.16 1.14 0.03* 1.93 -.033 3.60 -0.55 0.69
_cons -1.45%* 1.46 -0.80** | 1.13 -1.38* | 1.72 -1.52** 1.54
No of obs 36 46 7 11
Pseudo R 51 44 .38 .45
Number of OBS 104 104
Pseudo R 0.0587 0.0823

5.0. Conclusion

The purpose of this studyasto analysesome of thaunintended consequences of IFRS
on the audit markeby (i) examining whether IFRS is associated with an increase in audit fees,
(i) if the increase is higher for the Big4 audit firms and (iii) whether there is a positive
relationship between IFRS adoption and auditor switching.

The study focusd on publidy available data from 104 companies listed on the stock
exchange in 8 African countries from 20RPQ14. The Big4 audit firms are identified in this
study as Deloitte Touche, Ernest & Young, KPMG and PW®e study contréed for other
firm specific charateristics namely leverage, size, change in size, net profit and change in net
profit. The study emplad binary and multinomial logit regression to model the auditor
switching. Ordinary Least Square was also used to estimate the impact of IFRS adoatidit on
fees with some diagnostics tests. Additional investigations were done on a sectoral basis.

Consistent with prior studies, our findings suggest that IFRS adoption (i) is associated
with increased audit fee, (ii) influences auditor switching andl ttie impact varies among
sectors.

The ordinary least square estimation suggests increases in audit fees as a result of companies
adopting IFRS. However, the Big4 experience significant fee increase for their services than the
small audit firms. The seatal analysis highlights the positive significant impact of IFRS
adoption on audit fees in the financial sector. This is due to the rEaketl measurements and
detailed disclosure of product and services (e.g. financial instruments) within the finaotal s
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Other possible reasons can be attributed to the peculiarities of the financial industry, its specific
regulation and the fundamental differences in their financial accounting requirements relative to
norntfinancial firms. On the contrary, the charigghe audit fees in the natural resources sector is
not significant, because there are not mapgcific IFRS standards that regulate the financial
reporting of natural resources industry.

The multinomial logit regression confirms that companies are riket/ to replace
small audit firms with the Big4.The results show that both financial institutions and
manufacturing sectorare more likely to switch auditors following the adoption of IFRS.
Financial institutions are probable to switch to the Bigéause, they are involved in complex
and market related transactions hence their financial statements are associated with detailed
disclosures compared to companies in the natural resources and services sector.

This paper has extended the debate on th@amded consequence of IFRS on the audit
market and specially a neglected area, Africa. Researchers can use this study as a foundation to
explore the consequences of IFRS adoption such as mobility of accounting professionals across
borders, the growth ajlobal professional qualifications such as ACCA in Africa. Our results are
useful to small practicing accountif§MP) firms in norIFRS countries. Furthermore, contrary
to previous studies on developed country our paper examines the effects of IFRSaaditthe
market in Africa which is an emerging economy. More precisely our study alerts the National
Professional accountancy bodies about the need to train their local accountants in order to
prepare them for the unintended waves that IFRS brings on thigngumarket. This study is
however not free from limitations. A notable limitation is the availability of historical data for
some of the countries in our sample, which restricted us tfewse companies
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