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David B. Farber', Shawn X. Huang?, and Elaine Mauldin®

Abstract

We study the relation between audit committee accounting expertise, analyst following,
and market liquidity. Our main results indicate that analyst following increases subsequent
to the appointment of an accounting expert to the audit committee. We also provide evi-
dence that accrual quality, as opposed to audit quality or management earnings forecasts, is
the channel through which accounting expertise increases analyst following and improves
analyst forecast properties. We also show that audit committee accounting expertise is
related to higher trading volume and lower liquidity risk, supporting incentives for greater
analyst following. Our study extends prior literature by providing evidence that audit com-
mittee accounting expertise enhances firms’ information environment beyond the effects it
has on financial reporting quality or analysts’ forecast properties. Our study also comple-
ments the literature on determinants of analyst following and market liquidity, both of
which are related to cost of capital. Results from our study should be useful to firms seek-
ing to enhance analyst following and market liquidity.

Keywords
analyst following, audit committee accounting expertise, market liquidity

Introduction

In this study, we examine the relation between accounting expertise on the audit committee
and analyst following. Boards of directors improve their performance by delegating author-
ity to standing committees, such as the audit committee, that specialize in narrowly defined
functions (Klein, 1998). We study accounting expertise as a primary feature of audit com-
n that prior rescarch finds is related to enhanced financial reporting
(Carcello, Hollingsworth, Klein, & Neal, 2008; Dhaliwal, Naiker, & Navissi, 2010;
Krishnan & Visvanathan, 2008). We extend prior rescarch by providing a more complete
understanding of the effect of audit committee accounting expertise on firms’ broader infor-
mation environment beyond financial reporting, as proxied by analyst following and

'Kelley School of Business, Indiana University, Indianapois, IN, USA
‘sanddmmwra.qsdmd Business, Arizona State Universiy, Tempe, AZ. USA
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