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6. Conclusion
We use agency theoretic arguments to predict that as audit quality increases, the ability of
managers to manipulate performance measures such as earnings and revenues becomes
costlier. Hence, the informativeness of earnings and revenues increases with respect to the
productive effort of the managers. The firm is therefore able to place a higher weight on these
accounting measures of performance in determining the managers’ incentive compensation.

We investigate this prediction empirically. We use auditor specialization to proxy for
audit quality and predict that, for clients of specialist auditors, there will be more weight
placed on accounting performance measures in determining the cash component of CEO
compensation. Using data from the Execucomp and Compustat databases, we show that as

auditor quality, proxied by specialization, increases, ROA and sales revenue will become
more important in determining executive cash compensation. Furthermore, as auditor
specialization increases, the level of cash compensation paid to executives will decrease,
denoting a shift from base pay to incentive pay.
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