Accounting Alumni, Audit Firm Appointments, and Audit Committee Characteristics
Clive S. Lennox* and Chul W. Park**
November 2003

Abstract:

An ‘alma mater affiliation’ is formed if a company hires one of its executives’ former CPA firms as the company’s new auditor. Recent studies indicate that alma mater affiliations impair the quality of external auditing (Lennox [2004], Moore et al. [2003]).  We expect more effective audit committees are less likely to tolerate audit quality impairment and thus are less likely to permit the formation of alma mater affiliations. Consistent with this prediction, we find companies are significantly less likely to form alma mater affiliations when audit committees are more independent and when they hold more frequent meetings. Our results indicate that independent and active audit committees deter the formation of alma mater affiliations by acting as a barrier between management and audit firm.
1. Introduction

An ‘alma mater affiliation’ is formed between a company and its audit firm when a company appoints as its new auditor the former CPA firm of one of its executives. Recent studies indicate that alma mater affiliations are associated with the impairment of audit quality (Lennox [2004], Moore et al. [2003]).
 Empirical and anecdotal evidence suggests that a poor quality audit can reduce company value (Chaney and Philipich [2002]) and may even lead to the company’s demise (e.g., Enron and WorldCom). Given the potential adverse impact of alma mater affiliations on audit quality, effective audit committees are likely to deter the formation of alma mater affiliations thereby strengthening the independence of external auditing. Audit committees can deter the formation of alma mater affiliations by preventing executive alumni from appointing their former CPA firms as the company’s incoming auditor. This study tests whether companies are less likely to form alma mater affiliations when audit committees are more independent and meet more frequently.   
The formation of an alma mater affiliation may impair the quality of the external audit in two ways. First, auditor independence may be compromised if the members of the audit team have close ties with a client executive who is also an alumnus of the audit firm. Close personal relations may cause the auditors to be overly trustful or respectful of their former colleague, and so they may be unwilling to challenge her assertions or to confront her with problems uncovered during the audit. Second, the executive alumnus may use her experience at the CPA firm and her familiarity with the firm’s audit testing methodology to prevent the discovery of problems by the auditors. For example, if the alumnus believes the auditors will perform more extensive testing of accounts receivable than of inventory, she may overstate the value of inventory rather than accounts receivable.
Extant studies indicate that alma mater affiliations are associated with audit quality impairment. An experimental study by Moore et al. [2003] finds auditors’ beliefs are more likely to be biased in favor of management when auditors have close personal ties with management, even though these ties may not have direct financial benefits for the auditor. They find auditors’ beliefs are not consciously biased, so auditors do not intentionally compromise their independence, but nevertheless affiliations can unconsciously impair independence and audit quality. An archival study by Lennox [2004] also supports the view that alma mater affiliations impair audit quality. He finds auditors issue clean opinions significantly more often to companies whose executives are alumni of audit firms. He distinguishes two types of affiliations: (1) an employment affiliation is formed when an auditor accepts an offer of employment from an audit client; (2) an alma mater affiliation is formed when a company appoints its executive’s former CPA firm as the incoming auditor. He finds evidence of audit quality impairment for both employment affiliations and alma mater affiliations, with impairment particularly severe for alma mater affiliations.
 
We examine whether the formation of alma mater affiliations is related to audit committee independence and to audit committee meeting activity. We focus on the audit committee instead of the board of directors, because audit firm appointments are the primary responsibility of the audit committee. Since alma mater affiliations can impair audit quality, we expect more independent and more active audit committees are less likely to be influenced by executive alumni over audit firm appointments.  Thus, we predict that companies are less likely to form alma mater affiliations if audit committees are more independent and meet more frequently.
We test our predictions using a sample of companies that change audit firms in the six year period 1995-2000.
 We measure audit committee independence using three variables employed by Klein [2002]: (1) the proportion of audit committee members that are independent, (2) a dummy variable indicating whether the audit committee is comprised solely of independent members, and (3) a dummy variable indicating whether the audit committee is comprised of a majority of independent members. We measure audit committee activity using the number of audit committee meetings. For all three variables of audit committee independence, we find the association between audit committee independence and the formation of alma mater affiliations is significantly negative at better than the 1% level (two-tailed). We also find the association between the number of audit committee meetings and the formation of alma mater affiliations is negative and significant at better than the 1% level (two-tailed). These findings support the prediction that alma mater affiliations are less likely to be formed when audit committees are more independent and when they hold meetings more frequently.   

Since the audit committee is just one corporate governance mechanism (Klein [2002]), we investigate whether alma mater affiliations are associated with other corporate governance variables (board independence, board meetings, inside ownership, separation of the roles of CEO and Chairman). Our results indicate that alma mater affiliations are not significantly associated with other governance variables, but they remain strongly associated with audit committee independence and meeting activity. This is consistent with the audit committee being the primary corporate governance mechanism overseeing the appointment of audit firms. In addition, we examine the association between alma mater affiliations and the characteristics of executive alumni. We find a positive association between executive alumni who sit on audit committees and the formation of alma mater affiliations. We also find companies form alma mater affiliations more often when executive alumni left alma mater audit firms more recently. These findings suggest that alma mater affiliations are formed more often when executive alumni have more influence over audit firm appointments, and when ties between alumni and audit firms are stronger.
This study contributes to the existing literatures on executive-auditor affiliations, audit committees, and audit firm appointments. Although an association between alma mater affiliations and audit quality impairment has been documented (Lennox [2004]), prior research does not investigate what factors drive the formation of alma mater affiliations. We show that alma mater affiliations are formed less often when companies have more independent and more active audit committees. This finding is consistent with independent and active audit committees strengthening auditor independence by deterring the formation of alma mater affiliations. In addition, while extant research on audit firm appointments (e.g., Francis and Wilson [1988]) focuses on whether companies hire  large or small audit firms (e.g., Big 6 or non-Big 6) and whether companies hire industry specialists, it does not explain which of the Big 6 audit firms the company decides to hire. Our findings indicate that executive alumni strongly influence the company’s choice of incoming audit firm. In particular, the incoming audit firm is more likely to be the same audit firm that previously employed the company’s executive. For example, the incoming audit firm is more likely to be Arthur Andersen if the company has at least one executive who previously worked for Arthur Andersen. We find similar results for the other large audit firms (Deloitte & Touche, Ernst & Young, KPMG, PricewaterhouseCoopers, and the pre-merger firms Price Waterhouse and Coopers & Lybrand). Our results also indicate that companies are more likely to form alma mater affiliations when executive alumni have more influence over audit firm appointments and when executive alumni have stronger feelings of loyalty towards their former CPA firms. 
Our study has implications for the Sarbanes-Oxley Act [2002], which requires that audit firms are appointed directly by audit committees rather than by management.
 Our study predates the Act since the sample period is 1995-2000. During the sample period, audit committees were expected, but not required, to take responsibility for appointing audit firms. We examine whether audit committee characteristics are associated with the formation of alma mater affiliations when audit committee involvement in audit firm appointments was voluntary. Our results show audit committees had a significant influence on the formation of alma mater affiliations, even before audit committees were required to take responsibility for audit firm appointments.  


Section 2 provides background information and develops hypotheses about the association between audit committee characteristics and the formation of alma mater affiliations. Section 3 describes the research design. Section 4 details the sample selection procedure and provides evidence on the association between executives’ prior CPA experience and the company’s choice of audit firm. Section 5 reports multivariate results for the model of alma mater affiliations in order to test the hypotheses of interest. Section 6 concludes.
2. Hypotheses development
2.1 The formation of alma mater affiliations

An alma mater affiliation is formed when a company hires its executive’s former CPA firm as the incoming auditor. An executive alumnus may prefer that the company appoints her alma mater firm if the alumnus feels a sense of loyalty or kinship towards her alma mater. In a behavioral study, Iyer et al. [1997] find executive alumni perceive cognitive connections with their alma mater CPA firms. CPA firms exert considerable time and effort to maintain contact and generate feelings of kinship with their alumni. Activities include producing and distributing alumni directories and newsletters, organizing social gatherings and events, and communicating directly with alumni, often using a former colleague or supervisor of the alumnus as a point of contact (Iyer et al. [1997]). Audit firms may invest resources in maintaining alumni relations because they anticipate the investment will generate higher revenue. Anecdotal evidence is consistent with CPA firms viewing their alumni as sources of extra business (Kotler and Bloom [1994]). An alumnus can generate higher revenue for her alma mater firm by recommending the firm’s services to outside business acquaintances, and by persuading her own company to appoint the alma mater firm as the company’s new auditor.
 
It is conceivable that some alumni may be unhappy with their treatment by the alma mater and so they may not have feelings of loyalty or kinship. For example, an auditor may leave the CPA firm if she fails to win promotion, and this may cause her to have negative rather than positive feelings towards her alma mater. Extant research, however, suggests most alumni have positive rather than negative feelings about their prior experience at CPA firms (Marxen [1996]). If alumni generally have positive feelings we expect companies are more likely to appoint the executive’s alma mater firm as the incoming auditor rather than a different firm.
2.2 Alma mater affiliations and audit quality impairment

Alma mater affiliations may impair audit quality in two ways. First, audit staff may be overly respectful or trustful of an executive with whom they previously worked. The audit staff may therefore be unwilling to challenge their former colleague’s assertions and they may accept a lower standard of audit evidence in support of those assertions. In order to reduce the costs of auditing, CPA firms rely extensively on their assessments of the competence and honesty of company executives. If these assessments are biased in favor of former colleagues, the auditors may place undue reliance on their assessments, thereby increasing the risk of audit failure. Second, the executive’s prior experience at the audit firm may enable her to circumvent the audit firm’s normal testing procedures. For example, the executive may have inside knowledge about the audit firm’s sample selection criteria, and she may know which audit areas will receive most attention from the auditor. In the accounting fraud at Phar-Mor Inc., an alumnus executive’s inside knowledge about the external audit was a factor in why management were able to hide fraud from the auditors (Buckless et al. [2000]).


Experimental and archival evidence is consistent with audit quality being impaired when executives are affiliated with their companies’ audit firms. In an experimental study, Moore et al. [2003] find auditors’ private beliefs can be biased in ways that are consistent with the personal interests of individuals with whom auditors are affiliated. When auditors are affiliated with company executives, auditors may evaluate evidence in a way that supports the conclusion that executive alumni would like to reach. Moore et al. [2003] find this bias affects auditors’ judgments in an unconscious way and, as a result, auditors may not take steps to de-bias themselves. 

In an archival study, Lennox [2004] finds evidence of audit quality impairment in companies that form alma mater affiliations. He defines audit quality as the joint probability that an existing problem is discovered and reported by the auditor (DeAngelo [1981]). He assumes the auditor’s report reflects the joint probability that an existing problem is both discovered and reported by the auditor. Executive-auditor affiliations may reduce audit quality, either by reducing the likelihood of problem discovery, or by reducing the probability that the auditor reports a problem once discovered. Lennox [2004] therefore predicts that affiliations are positively associated with the issuance of clean audit opinions. He finds the frequency of clean audit opinions is significantly higher in companies that had previously formed alma mater affiliations compared to companies that had not. Therefore, his results support the conclusion that alma mater affiliations impair audit quality. 
2.3 Audit committee characteristics and the formation of alma mater affiliations

Regulators and audit committee guidelines cite audit firm appointments as a primary duty of the audit committee (e.g., Braiotta et al. [1999], National Office of Audit and Accounting [2001]). Section 301 of the Sarbanes-Oxley Act [2002] states “The audit committee of an issuer shall be directly responsible for the appointment, compensation, and oversight of the work of any registered public accounting firm employed by that issuer” (italics added). The rationale for this is that the audit committee should act as a barrier between management and the audit firm, in order to maintain the independence and quality of external auditing. 
Membership of an audit committee bonds the director to oversee the integrity of external auditing on behalf of other board members who do not sit on the audit committee (Reinstein et al. [1984], Abbott and Parker [2000]). Courts hold that audit committee members owe higher standards of care than other outside directors, because audit committee members have access to inside accounting information and because they implicitly agree to oversee the integrity of auditing (Olson [1999]).
 Moreover, audit committee members face economic losses from litigation and reputation impairment if they fail to carry out their responsibilities effectively. We therefore expect the audit committee is the most important governance mechanism with respect to audit firm appointments.
Since alma mater affiliations are associated with audit quality impairment, we predict that more effective audit committees are less likely to permit the formation of alma mater affiliations. Audit committee effectiveness is expected to be a function of the committee’s independence from management and its involvement in decision-making. We predict that more independent audit committees are more likely to demand independent audits and are less likely to permit the formation of alma mater affiliations.  Thus, our first hypothesis is:
H1
A company is less likely to form an alma mater affiliation if its audit committee is more independent.
Audit committee members are classified as either outsiders or affiliated. An audit committee member is affiliated if she is a company employee or if she is a ‘grey’ director.
  Consistent with prior literature (Weisbach [1988], Klein [2002]), we classify outside directors as independent directors and affiliated directors as non-independent directors.  Following Klein [2002], we measure audit committee independence using three variables: (1) the percentage of audit committee members who are outsiders (%AC_OUT), (2) a dummy variable indicating whether all audit committee members are outsiders (AC_100%), and (3) a dummy variable indicating whether a majority of audit committee members are outsiders (AC_51%). We show later that the results are very similar for all three variables.

Audit committee effectiveness likely depends upon whether audit committees take an active role in corporate decision-making. Menon and Williams [1994] find audit committee independence and audit committee meeting activity reflect different dimensions of audit committee effectiveness. We hypothesize that more active audit committees are less likely to permit the formation of alma mater affiliations, and we measure audit committee activity using the number of audit committee meetings (AC_MEET). The number of audit committee meetings measures with error the true level of audit committee activity, since it does not take into account what the committee does during meetings. This measurement error is unavoidable because we only observe the number of meetings. We have no reason to believe that measurement error causes bias although it is likely to reduce the power of our tests. With this caveat in mind, our second hypothesis is:
H2
A company is less likely to form an alma mater affiliation if its audit committee meets more often.
Although we predict that effective audit committees are likely to deter the formation of alma mater affiliations, it is not obvious that they actually do so. First, audit committees, although independent and active, may not perceive alma mater affiliations as a serious threat to audit quality. Second, audit committees may appear effective but they may, in fact, simply rubber-stamp the recommendations of management regarding audit firm appointments. Contrary to H1 and H2, these arguments predict no significant relation between audit committee characteristics and the formation of alma mater affiliations. 
3. Research Design
3.1 Tests of H1 and H2

We test H1 and H2 by estimating the following logit model for a sample of companies that change audit firms:

ALMA =  (0 + (1 %AC_OUT + (2 AC_MEET + CONTROLS + v 

(1)
The dependent variable (ALMA) equals one if the company forms an alma mater affiliation (i.e., the company has at least one executive who previously worked for the incoming audit firm). ALMA equals zero if the company chooses not to form an alma mater affiliation (i.e., the company has no executives who previously worked for the incoming audit firm).
In eq. (1), audit committee independence is captured using the percentage of audit committee members who are independent (%AC_OUT). Under H1, more independent audit committees are less likely to permit the formation of alma mater affiliations ((1 < 0). Later, we capture audit committee independence using dummy variables that indicate whether the audit committee is wholly independent (AC_100%), and whether the audit committee is composed of a majority of independent members (AC_51%). Under H1, we expect negative coefficients for AC_100% and AC_51%. Audit committee activity is captured using the number of audit committee meetings (AC_MEET). Under H2, companies are less likely to form alma mater affiliations when audit committees meet more often ((2 < 0).
3.2 Control variables

Our research design includes a number of control variables that might affect the company’s decision to form an alma mater affiliation. In the following sub-sections, we explain our rationale for including these control variables.
 
3.2.1 Other corporate governance variables
According to regulators, the audit committee should have primary responsibility for hiring the audit firm and for overseeing the independence and quality of the external audit. We therefore expect the audit committee is the most important corporate governance mechanism affecting the formation of alma mater affiliations. Nevertheless, we recognize that audit committee characteristics are embedded within a larger corporate governance process (Klein [2002]), and so we control for other governance variables commonly used in the literature. By controlling for other governance variables, we determine whether the formation of alma mater affiliations is associated only with audit committee characteristics or with more general corporate governance characteristics.

First, we control for the independence and activity of the board of directors. Board independence is captured using two variables: (1) the proportion of board members who are outsiders (%BD_OUT), and (2) a dummy variable that indicates whether the board is composed of a majority of outside directors (BD_51%). Boards of directors invariably include at least one executive director (usually the CEO), so we do not have a dummy variable for boards comprised solely of outside directors. Board activity is measured using the number of board meetings (BD_MEET). 

Second, we control for the stock ownership of: (1) the audit committee (%AC_OWN), (2) the CEO (%CEO_OWN), and (3) directors and officers as a group (%DO_OWN). A priori, the expected relation between audit committee ownership and the formation of alma mater affiliations is ambiguous. Larger stock ownership could mean audit committee members have stronger incentives to form alma mater affiliations. The revelation of an accounting problem to the investment community may trigger falls in stock prices (Dechow et al. [1996]), which are more costly to larger shareholders. The formation of an alma mater affiliation could mitigate this chance of market punishment by reducing the likelihood that the auditor detects and reports an existing accounting problem.  In this case, there may be a positive association between stock ownership and the formation of alma mater affiliations (at least until the stock is sold). On the other hand, audit quality impairment could increase the likelihood or extent of fraudulent accounting by management. Larger stock ownership may provide audit committee members with stronger incentives to maintain the quality of external auditing in order to prevent the occurrence of accounting problems and a potential negative impact on stock price. Therefore, larger stock ownership may be negatively associated with the formation of alma mater affiliations. Since these two arguments work in opposite directions, the expected association between audit committee ownership and the formation of alma mater affiliations is ambiguous. Audit committee ownership may be correlated with CEO ownership (e.g., the CEO may be a member of the audit committee) and with the ownership of directors and officers as a group. We control for these additional ownership variables so that the association between audit committee ownership and alma mater affiliations is not confounded by an omitted variables problem. 

Third, we control for whether the CEO is also the Chairman of the Board (CEO_CHAIR). Extant studies indicate that corporate governance is weaker when the roles of CEO and Chairman are combined (e.g., Goyal and Park [2002]). Thus, it is expected that alma mater affiliations are formed more often if the CEO is also Chairman of the Board. 
3.2.2 Audit firm size and company size

We expect the size of the incoming audit firm is positively associated with the formation of alma mater affiliations. If a company hires a large audit firm, it is more likely that the company forms an alma mater affiliation, compared to the case where the company hires a small audit firm. This is because alma mater affiliations are more likely to be formed by coincidence when companies hire large audit firms rather than small firms.
 AUD equals one if the incoming audit firm is one of the Big 6 (Arthur Andersen, Deloitte & Touche, Ernst & Young, KPMG, Price Waterhouse, or Coopers & Lybrand), or if it is one of the Big 5 (following the 1998 merger between Price Waterhouse and Coopers & Lybrand).

We also control for company size using the natural log of the company’s assets (Ln(ASSETS)).
 CPA firms have incentives to invest in alumni relations in order to market their services and earn more revenue. We expect the CPA firm’s expected return from investing in alumni relations is greater if the alumnus is an executive in a larger company. An executive alumnus in a larger company may recommend the alma mater audit firm to more influential business contacts. In addition, the audit firm gains more revenue by winning the audit engagement of a large company than a small company. We therefore expect CPA firms expend more effort to maintain good relations with alumni who are executives in larger companies. Alumni in larger companies may therefore have stronger ties to their alma mater audit firms compared to alumni in smaller companies. As a result, the association between company size and the formation of alma mater affiliations is likely to be positive. On the other hand, it might be argued that more visible companies have stronger incentives to assure outsiders of the quality of the external audit, and so more visible companies may be less likely to form alma mater affiliations. If company size is a proxy for visibility, this argument means the association between company size and alma mater affiliations could be negative. A priori, these two arguments imply that the expected association between company size and the formation of alma mater affiliations is ambiguous.
3.2.3 The influence of executive alumni over audit firm appointments
We expect companies are more likely to form alma mater affiliations when executive alumni have more influence over audit firm appointment decisions. We control for two alumni characteristics that capture the influence of alumni over audit firm appointments. First, we control for whether the company’s audit committee has an executive alumnus as one of its members. We expect alumni have more influence over audit firm appointments if they sit on audit committees. We control for this effect by including a dummy variable (EXEC_AC), which equals one if the company has at least one executive with prior CPA experience who sits on the audit committee (zero otherwise). We expect a positive association between EXEC_AC and the formation of alma mater affiliations.
Second, we control for the position of the executive alumnus at the company. The external auditor works most closely with the company’s accounting and finance function, so we expect alumni have more influence over audit firm appointments if they hold accounting or finance positions at the company.
 Therefore, we predict a company is more likely to form an alma mater affiliation if it has an executive alumnus who holds an accounting or finance position. We control for this effect by including a dummy variable (EXEC_FIN), which equals one if the company has at least one executive with prior CPA experience who works in an accounting or finance position (zero otherwise). We expect a positive association between EXEC_FIN and the formation of alma mater affiliations.
3.2.4 The strength of ties between executive alumni and alma mater audit firms

We expect companies are more likely to form alma mater affiliations when executive alumni have stronger ties with alma mater audit firms. We investigate two alumni characteristics that capture the strength of ties between alumni and audit firms. As discussed below, these two characteristics have missing observations for some alumni, so results using these two characteristics are reported separately from the main results.
 

First, we expect alumni who left CPA firms more recently have stronger ties compared to alumni who left longer ago. We therefore expect alma mater affiliations are more likely to be formed when executive alumni left more recently. We use three dummy variables to capture the number of years since alumni left CPA firms. EXEC_LEFT ≤ 2 YEARS equals one if the company has at least one executive who left a CPA firm within the two year period prior to the auditor change (zero otherwise). We define two other dummy variables (EXEC_LEFT ≤ 4 YEARS and EXEC_LEFT ≤ 6 YEARS) in a similar way for the four and six year periods prior to the auditor change. We use dummy rather than continuous variables because many companies do not disclose the exact number of years since departure but they do disclose a lower bound for the number of years. For example, it might be disclosed that an executive joined the company in 1990 having previously worked for two other companies and a CPA firm. If the auditor change occurs in 1998 we know the executive left the CPA firm at least eight years ago, but we do not know the exact number of years since departure. The use of dummy rather than continuous variables therefore reduces the number of observations lost from the sample.

Second, we expect ties between alumni and alma mater audit firms are stronger when alumni formerly held more senior positions at audit firms. In particular, a former partner may have stronger ties to her alma mater firm compared to an alumnus who was not a partner. We therefore expect companies are more likely to form alma mater affiliations when executive alumni formerly held partner positions. Unfortunately, the positions formerly held at CPA firms are disclosed for only half of the executive alumni, which is a limitation of our test for this particular effect. Nevertheless, we provide tentative evidence (Sub-section 5.3) regarding the association between former CPA positions of alumni and the formation of alma mater affiliations. 
4. Descriptive statistics

4.1 The sample

Our sample consists of two types of company: (1) companies that form alma mater affiliations, and (2) companies that choose not to form alma mater affiliations. An alma mater affiliation can only be formed if the company decides to hire a new audit firm, so we begin our sample collection using a database of audit firm changes (purchased from Auditor-Trak). The sample starts at January 1, 1995 because companies’ filings are widely available on EDGAR from 1995. The sample ends at December 31, 2000 because we do not want our data to be contaminated by auditor changes in 2001-02 caused by Arthur Andersen’s demise. 
To collect data for the audit committee and control variables, it is necessary to have companies’ 10K and proxy filings for the auditor change year. Searching through EDGAR, we find 10K and proxy filings are available for 2,573 auditor changes. We identify senior executives that previously worked for CPA firms using career biographies contained in the 10K and proxy filings, and using the Dun & Bradstreet Reference Books of Corporate Managements. Career biographies are available only for the most senior company executives (e.g., Chief Financial Officers), not for junior executives. Our identification of senior executives who have prior CPA experience may be incomplete since our data sources do not provide complete career biographies. Some 10-K and proxy filings contain biographical information only for recent years (typically five years), so we may not identify executives who worked for CPA firms longer ago. Dun & Bradstreet’s Reference Books of Corporate Managements contain more complete biographical information but they do not include all companies in the sample (they cover only the largest 12,000 US companies). Since our data sources do not provide complete career biographies for some senior executives, it is possible that some companies are incorrectly coded as not forming alma mater affiliations. This would act against finding the results that we hypothesize.  
There are 2,045 companies where we are unable to identify at least one executive with prior CPA experience. It is impossible for companies to form alma mater affiliations if they have no executives with prior CPA experience. Since we are interested only in companies that are able to form alma mater affiliations, we drop these 2,045 companies from the sample. This leaves 528 companies (= 2,573 – 2,045) that have at least one executive with prior CPA experience. Most executives with CPA experience worked for only one CPA firm, but some executives previously worked for more than one firm. Executives who worked for more than one CPA firm are coded as alumni of their most recent CPA firm, not as alumni of their less recent CPA firm(s).
 We find 137 companies have executives who worked for outgoing audit firms but the companies have no other executives with prior CPA experience. These companies are dropped from the sample because it is impossible for these companies to form alma mater affiliations.
 As a result there are 391 companies (= 528 – 137) that are able to form alma mater affiliations. 
Within the sample of 391 companies that are able to form alma mater affiliations, 74 disclose they do not have audit committees or they do not disclose whether audit committees exist. In addition, 34 companies have audit committees, but they do not disclose members’ names, the number of audit committee meetings, or the number of board meetings. Consistent with prior governance studies (e.g., Abbott and Parker [2000]) we drop these companies from the sample and so the final sample consists of 283 companies (= 391 – 74 – 34). 
4.2 The association between accounting alumni and incoming audit firms

As shown in Table 1, we find that 125 companies (44.2%) form alma mater affiliations and 158 companies do not. There are 312 executives who have prior CPA experience excluding executives who previously worked for outgoing audit firms. We exclude executives who previously worked for outgoing audit firms because it is impossible for these executives to be affiliated with incoming audit firms. For the remainder of the paper we refer to these 312 executives as ‘executives with prior CPA experience’, and we take it as understood that these executives did not work for outgoing audit firms. Panel A shows 256 companies have one executive with prior CPA experience, 25 companies have two executives with prior CPA experience, and two companies have three. Panel B shows alma mater affiliations are formed for 132 (42.3%) of the 312 executives. 
[Insert Table 1 here]


Table 2 reports the frequency of alma mater affiliations for the 312 executives with prior CPA experience. For example, there are 66 executives who previously worked for Arthur Andersen and the incoming audit firm is also Arthur Andersen for 30 (45.4%) of these executives. Similarly, 17 (40.5%) alma mater affiliations are formed for executives who previously worked for Deloitte & Touche, 32 (47.1%) are formed for Ernst & Young, and 20 (39.2%) for KPMG. 
[Insert Table 2 here]

The coding of alma mater affiliations is more complicated for PricewaterhouseCoopers because Price Waterhouse and Coopers & Lybrand merged in 1998. An alma mater affiliation is formed if the company hires PricewaterhouseCoopers (in 1998-00) and the company has an executive who previously worked for PricewaterhouseCoopers, Price Waterhouse, or Coopers & Lybrand. An alma mater affiliation is also formed if the company hires Price Waterhouse (in 1995-98) and the company has an executive who previously worked for Price Waterhouse. Similarly, an alma mater affiliation is formed if the company hires Coopers & Lybrand (in 1995-98) and the company has an executive who previously worked for Coopers & Lybrand. An alma mater affiliation is not formed if the company hires Coopers & Lybrand and the executive previously worked for Price Waterhouse (and vice versa).  
Table 3 reports multivariate logit models of the association between executive alumni and incoming audit firms. These models explain the company’s choice of incoming audit firm as a function of executives’ prior CPA experience. Model 1 estimates the company’s decision whether to hire Arthur Andersen as the new audit firm:

AA = (0 + (1 EXEC_AA + (2 Ln(ASSETS) + u

The dependent variable (AA) equals one if the incoming audit firm is Arthur Andersen. If Arthur Andersen is the outgoing audit firm it is impossible for the company to hire Arthur Andersen as the incoming audit firm (since the company has already decided to change auditor). Therefore, AA is set to missing for companies whose outgoing audit firms are Arthur Andersen. AA equals zero if the outgoing audit firm is not Arthur Andersen and the incoming firm is not Arthur Andersen. 
The alma mater effect is captured using EXEC_AA, which equals one if the company has at least one executive who previously worked for Arthur Andersen (zero otherwise). We expect the incoming audit firm is more likely to be Arthur Andersen if the company has at least one executive who previously worked for Arthur Andersen ((1 > 0). The null hypothesis is that affiliations involving Arthur Andersen are simply the result of coincidence (i.e., they are random) ((1 = 0). We include the log of assets (Ln(ASSETS)) as a control for company size because large companies are more likely to hire one of the Big 6 (Big 5) audit firms. 
We estimate similar models to explain the company’s decision to hire the other large audit firms. Dependent variables for the other large audit firms are defined in the same way as AA except that they indicate whether the incoming audit firms are: Deloitte & Touche (DT), Ernst & Young (EY), KPMG (KPMG), PricewaterhouseCoopers (PWC), Price Waterhouse (PW), or Coopers & Lybrand (CL). The corresponding affiliation variables indicate whether the company has at least one executive who worked for these audit firms (EXEC_DT, EXEC_EY, EXEC_KPMG, EXEC_PWC, EXEC_PW, EXEC_CL). The model for PricewaterhouseCoopers is estimated for the period 1998-2000 (post-merger) and the models for Price Waterhouse and Coopers & Lybrand are estimated for the period 1995-98 (pre-merger). The models for Arthur Andersen, Deloitte & Touche, Ernst & Young, and KPMG are estimated for the period 1995-2000.
[Insert Table 3 here]


The results in Table 3 reveal highly significant associations between executive alumni and incoming audit firms. For example, in Col. (1) the coefficient on EXEC_AA is positive and statistically significant. This means that Arthur Andersen is more likely to be the incoming audit firm if the company has at least one executive who previously worked at Arthur Andersen. Similar results are reported in Cols. (2)-(7) for the other audit firms. The affiliation coefficients are all statistically significant at better than the 1% level with the exception of PricewaterhouseCoopers (Col. 5), where the affiliation coefficients are statistically significant at better than the 5% level. 
The associations between executive alumni and incoming audit firms are economically significant as well as statistically significant. We measure economic significance by estimating alma mater formation probabilities when the executive affiliation variables (e.g., EXEC_AA) are switched “on” and “off”. We estimate alma mater formation probabilities for a representative company, where the size of the representative company equals the mean value of assets (ln(ASSETS)). Using the results in Col. (1), we estimate that Arthur Andersen is hired with a probability of 11.6% if the company does not have an executive who previously worked at Arthur Andersen (EXEC_AA = 0). This probability increases to 45.0% if the company has at least one executive who previously worked at Arthur Andersen (EXEC_AA = 1). This probability increase is large (from 11.6% to 45.0%), so we conclude that the alma mater effect is economically significant for Arthur Andersen. Using the results in Cols. (2)-(7), we find the alma mater effect is also economically significant for the other large audit firms. The probability increase is 31.3% for Deloitte & Touche, 37.2% for Ernst & Young, 26.6% for KPMG, 35.1% for Price Waterhouse, and 23.1% for Coopers & Lybrand. For PricewaterhouseCoopers, the probability increase is 38.7% if the executive previously worked for PricewaterhouseCoopers, 17.2% if the executive previously worked for Price Waterhouse, and 18.9% if the executive previously worked for Coopers & Lybrand.
 
In summary, Table 3 shows that the alma mater effect is a powerful influence on the company’s choice of audit firm. In the remainder of the paper, we test whether audit committee characteristics mitigate the strength of this alma mater effect.
4.3 Audit committee characteristics and the formation of alma mater affiliations

Table 4 partitions the sample into companies that form (do not form) alma mater affiliations and it reports descriptive statistics for audit committee characteristics and the control variables. The mean (median) percentage of outsiders on the audit committee (%AC_OUT) is 68% (67%) for companies that form alma mater affiliations and 80% (100%) for companies that do not. The differences between these percentages (80% versus 68% and 100% versus 67%) are statistically significant at the 1% level (two-tailed). Similarly, companies are less likely to form alma mater affiliations when audit committees are fully independent (AC_100%) and when audit committees have a majority of independent members (AC_51%). These findings support the first hypothesis, namely companies are less likely to form alma mater affiliations if they have more independent audit committees. The mean number of audit committee meetings (AC_MEET) is 2.16 for companies that form alma mater affiliations and 2.34 for companies that do not. This is consistent with the second hypothesis that audit committees meet less frequently in companies that form alma mater affiliations. However, the univariate difference in meeting activity (2.16 versus 2.34) is not statistically significant.
   
[Insert Table 4 here]

Table 4 reveals important differences in company size (Ln(ASSETS)) and audit firm size (AUD) between companies that form alma mater affiliations and companies that do not. The mean (median) log of assets is 11.41 (11.63) for alma mater affiliations and 10.72 (10.60) for companies that do not form affiliations. These differences in mean and median company size are statistically significant at the 1% level (two-tailed). The positive association between company size and alma mater affiliations is consistent with CPA firms having stronger incentives to maintain good relations with alumni who are employed in larger companies. Audit firm size is also significantly associated with the formation of alma mater affiliations. The incoming audit firm is one of the Big 6 (Big 5) for 62% of companies that do not form affiliations and for 96% of alma mater affiliations. The difference between 62% and 96% is statistically significant at the 1% level (two-tailed). Alma mater affiliations are not significantly associated with board independence (%BD_OUT, BD_51%), the number of board meetings (BD_MEET), or separation of the roles of CEO and Chairman (CEO_CHAIR). The univariate relations between alma mater affiliations and the ownership variables (%AC_OWN, %CEO_OWN, and %DO_OWN) are significant. However, these univariate relations do not control for company size, so this evidence on ownership is only tentative.  
Table 4 reveals that executive alumni are audit committee members in 8% of companies that form alma mater affiliations and in 3% of companies that do not. This difference is statistically significant at the 5% level, and it is consistent with executive alumni having more influence over audit firm appointments when they sit on audit committees. Executive alumni hold finance or accounting positions in 90% of companies that form alma mater affiliations and in 87% of companies that do not. The difference between 87% and 90% is not statistically significant. 
Table 5 reports a correlation matrix for audit committee characteristics and the control variables. Not surprisingly, the audit committee and board independence variables are positively and significantly correlated. For example, the correlation coefficient is 0.61 and significant at the 1% level for the proportion of independent audit committee members (%AC_OUT) and the proportion of independent board members (%BD_OUT). Consistent with Menon and Williams [1994], audit committee independence is not associated with audit committee meeting activity. The correlation coefficient between %AC_OUT and AC_MEET is only 0.06 and statistically insignificant. Also consistent with Menon and Williams [1994], audit committee meeting activity is positively and significantly associated with company size. The correlation coefficient between AC_MEET and Ln(ASSETS) is 0.38 and significant at the 1% level. Company size is therefore an important control variable in the multivariate model.

[Insert Table 5 here]

5. Multivariate results

5.1 Audit committee characteristics and the formation of alma mater affiliations

Table 6 reports the results of logit models explaining the company’s decision to form an alma mater affiliation (eq. (1)). We find the coefficients on %AC_OUT are negative and statistically significant at the 1% level.  Therefore, alma mater affiliations are less likely to be formed when audit committees are more independent. The association between audit committee independence and alma mater affiliations is economically significant as well as statistically significant. Using the results in Col. (1), we estimate the probability of forming an alma mater affiliation for a representative company (we assume the representative company has mean values for all variables except %AC_OUT). If the audit committee has no independent members (i.e., %AC_OUT = 0), the company forms an alma mater affiliation with an estimated probability of 76.6%. If the audit committee consists only of independent members (i.e., %AC_OUT = 1), the company forms an alma mater affiliation with an estimated probability of only 24.0%.  
The coefficients on AC_MEET are negative and statistically significant at the 1% level, so alma mater affiliations are less likely to be formed when audit committees meet more frequently. The association between audit committee meetings and alma mater affiliations is economically significant as well as statistically significant. Using the results in Col. (1), we estimate the probability of forming an alma mater affiliation for a representative company (we now assume the representative company has mean values for all variables except AC_MEET). If the audit committee meets once, the company forms an alma mater affiliation with an estimated probability of 43.0%. If the committee meets three times, the company forms an alma mater affiliation with an estimated probability of only 32.3%. 
[Insert Table 6 here]


In model 2, when we do not include audit committee characteristics the coefficient on board independence (%BD_OUT) is significant, but only at the 10% level. The association between board meetings (BD_MEET) and alma mater affiliations is statistically insignificant. Model 3 includes both audit committee and board characteristics as explanatory variables. In model 3, the coefficients on board independence (%BD_OUT) and board meetings (BD_MEET) are statistically insignificant, whereas the coefficients on audit committee independence (%AC_OUT) and audit committee meetings (AC_MEET) are negative and statistically significant at the 1% level. We conclude that the formation of alma mater affiliations is associated with the independence and meeting activity of the audit committee rather of the board as a whole. Our results are consistent with the notion that the audit committee rather than the board of directors is the main governance mechanism with respect to the appointment of audit firms (Braiotta et al. [1999], National Office of Audit and Accounting [2001]). On the other hand, our results are inconsistent with the views that audit committees do not perceive alma mater affiliations as a serious threat to audit quality or that audit committees simply rubber-stamp the recommendations of management regarding audit firm appointments.

The formation of alma mater affiliations is positively and significantly associated with the size of the incoming audit firm (AUD). This is consistent with audit firm size capturing coincidental affiliations between alumni executives and incoming audit firms. Alma mater affiliations are positively associated with company size (Ln(ASSETS)). This is consistent with CPA firms having stronger incentives to maintain ties with alumni who work in larger companies.

As expected, alma mater affiliations are positively associated with the presence of an executive alumnus on the company’s audit committee (EXEC_AC), but this effect is only weakly significant. Alma mater affiliations are positively associated with alumni who hold finance or accounting positions at the company (EXEC_FIN), but this effect is not statistically significant. While the results are weak, the positive signs on these variables are consistent with alumni having more influence over audit firm appointments when they sit on audit committees and when they hold accounting or finance positions.
 

In Table 7, we check that our results are robust to alternative measures of audit committee independence. We examine whether the formation of alma mater affiliations is associated with audit committees that are composed: (1) solely of independent members (AC_100%) and, (2) a majority of independent members (AC_51%). In addition, we examine whether alma mater affiliations are associated with boards that are composed of a majority of independent members (BD_51%). 
[Insert Table 7 here]

Table 7 reports results using these alternative measures of independence and the findings are consistent with Table 6. Alma mater affiliations are less likely to be formed when audit committees are composed solely of independent audit committee members, and when audit committees are composed of a majority of independent members. Alma mater affiliations are also less likely to be formed when audit committees hold more meetings. The coefficients on AC_100%, AC_51%, and AC_MEET are all negative and significant at better than the 1% level (two-tailed). In contrast, alma mater affiliations are not significantly associated with board independence (BD_51%) or with the number of board meetings (BD_MEET).
5.2 Number of years since alumni left CPA firms
The number of years since alumni left CPA firms is a potentially important factor influencing the formation of alma mater affiliations. If an alumnus left recently, her ties with the alma mater firm may be stronger, and so her company may be more likely to appoint her alma mater firm as the incoming auditor.

Our data sources provide executive departure dates for only 256 of the 312 executives. However, there are another 48 executives whose career biographies allow us to determine the minimum numbers of years since executives left CPA firms. For example, suppose a biography reveals that an alumnus joined the company in 1990 having previously worked for other companies and a CPA firm. If the auditor change year is 1998 but it is not disclosed when the executive left the CPA firm, we know the executive left the CPA firm at least eight years ago. We are thus able to determine the minimum number of years since departure for 304 (= 256 + 48) of the 312 executives. For the remaining eight executives, we have no information on when executives left CPA firms. 


Because of these data constraints, we use dummy variables rather than continuous variables to capture the length of time since alumni left CPA firms.
 The first dummy variable (EXEC_LEFT ≤ 2 YEARS)  equals one if the company has at least one executive who left a CPA firm within the two year period prior to the auditor change. The second dummy variable (EXEC_LEFT ≤ 4 YEARS)  equals one if the company has at least one executive who left a CPA firm within the four year period prior to the auditor change. The third dummy variable (EXEC_LEFT ≤ 6 YEARS)  equals one if the company has at least one executive who left a CPA firm within the six year period prior to the auditor change. We use three dummy variables to ensure that our results are robust to different cut-off periods (two, four, and six years). Since 19 observations are lost due to missing departure dates, 264 observations are available for these dummy variables.
[Insert Table 8 here]


The results are shown in Table 8. We find alma mater affiliations are formed significantly more often when alumni executives left CPA firms more recently. For example, the coefficient on EXEC_LEFT ≤ 2 YEARS is positive and statistically significant at better than the 1% level. The coefficients on EXEC_LEFT ≤ 4 YEARS and EXEC_LEFT ≤ 6 YEARS are also positive and significant although the coefficients are smaller when the cut-off period is longer (e.g., six years instead of two years). Overall, these findings indicate that ties between alumni and alma mater firms are stronger when alumni left CPA firms more recently.

In Table 8, the coefficients on the other variables are similar to those reported in Tables 6 and 7. In particular, audit committee independence (%AC_OUT) and audit committee meeting activity (AC_MEET) are negatively associated with the formation of alma mater affiliations. 
5.3 The position formerly held by alumni at CPA firms
The position formerly held by alumni at CPA firms is a potentially important factor influencing the formation of alma mater affiliations. An alumnus who held a more senior position (e.g., partner) might have stronger ties with the alma mater firm compared to an alumnus who held a more junior position. Therefore, a company might be more likely to form an alma mater affiliation if it has an executive who held a more senior position at the CPA firm.

Unfortunately, data on alumni positions at CPA firms are available for only 142 of the 283 companies. This means there are too many missing observations to draw firm conclusions about the influence of CPA seniority on the formation of alma mater affiliations. Nevertheless, the univariate findings suggest seniority may be a factor. We find 48 companies have at least one executive who was at the level of partner or senior partner when she left the CPA firm. Of these 48 companies, there are 27 (56.3%) that form alma mater affiliations. There are 94 companies who have at least one executive below the level of partner and who have no executives at the partner level. Of these 94 companies, there are only 41 (43.6%) that form alma mater affiliations. The difference between these two frequencies (56.3% versus 43.6%) is quite large in percentage terms (12.7%), although it is not statistically significant (z = 1.43, p = 0.15, two-tailed test).
5.4 Multiple executives with prior CPA experience

Table 1 shows 27 companies have two or more executives with prior CPA experience (excluding executives who worked for outgoing audit firms). It might be expected that these 27 companies are more likely to form coincidental alma mater affiliations compared to the 256 companies who have only one executive with prior CPA experience. We control for this effect by including a variable equal to the number of executives with prior CPA experience in each company. We expect a positive coefficient on this variable if coincidental alma mater affiliations are formed more often when companies have more executives with prior CPA experience. In unreported results, we find the coefficient is positive (as expected) but it is not statistically significant. Therefore, the existence of multiple executives with prior CPA experience is not an important factor explaining alma mater affiliations. Results for the other variables are similar to Tables 6-8.

5.5 Persistence in affiliations

As a final test, we examine whether there is persistence in affiliations. The departure of the outgoing audit firm might result in the break-up of an existing affiliation and this may prompt the company to form a new (alma mater) affiliation through its choice of incoming audit firm. For example, consider a company that has two executives with prior CPA experience, one executive worked for KPMG and the other worked for Ernst & Young. If the company’s outgoing audit firm is KPMG, the company was affiliated prior to the change in auditor. In this case, the company might hire Ernst & Young as the incoming audit firm in order to maintain an affiliation with its (new) auditor. In any case, the existence of an affiliation prior to the auditor change might help explain the company’s formation of an alma mater affiliation when it hires a new auditor. 
To test this argument, we identify executives who previously worked for outgoing audit firms to determine whether the company was affiliated prior to the auditor change.
 We find 6.4% of companies that form alma mater affiliations were affiliated prior to the auditor change. In comparison, 7.6% of companies that do not form alma mater affiliations were affiliated prior to the auditor change. The difference between 6.4% and 7.6% is not statistically significant. Therefore, we find no evidence of persistence in affiliations before and after companies change auditors.  
6. Conclusions
This study finds accounting alumni who work as senior executives strongly influence the company’s choice of incoming audit firm. A company is more likely to appoint its executive’s alma mater firm rather than an alternative firm as the incoming auditor. Motivated by concerns that alma mater affiliations can impair audit quality, this study examines whether effective audit committees deter the formation of these alma mater affiliations.


We predict that companies are less likely to form alma mater affiliations if they have more independent and more active audit committees. We find significant negative associations between the formation of alma mater affiliations and: (1) audit committee independence, and (2) the number of audit committee meetings. We find no significant association between the formation of alma mater affiliations and other corporate governance characteristics. Our findings support the view that independent and active audit committees are an important corporate governance barrier between management and audit firms. 
We find companies are significantly more likely to form alma mater affiliations when executive alumni left CPA firms more recently. This finding suggests that ties between CPA firms and executive alumni are stronger in the first few years following alumni departure from CPA firms. We also find companies are more likely to form alma mater affiliations when executive alumni sit on audit committees. However, few alumni sit on audit committees, so the statistical significance of this association is weak.

Our results suggest that audit firm appointments are, in general, influenced both by managements and by audit committees and that more effective audit committees help to reduce the influence of managements over audit firm appointments. A caveat to our study is there may be some alternative explanation for our results that we do not control for. In particular, audit fees and non-audit fees are not disclosed during our sample period, so we are unable to control for the effect of audit fees and non-audit services on the company’s choice of incoming audit firm.  We leave the resolution of this control issue to future research. 

Another caveat is that our study predates the Sarbanes-Oxley Act [2002], which requires that audit committees take directly responsibility for audit firm appointments and all audit committee members must be independent of management. Our results suggest that, even prior to the Act, more effective audit committees were helping to prevent the formation of alma mater affiliations. It is an open question whether alma mater affiliations are now being formed less frequently as a result of the Sarbanes-Oxley Act [2002].
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	TABLE 1
Composition of the sample


	Panel A: Sample companies and executives with prior CPA experience (excluding executives who worked for outgoing audit firms)


	Number of executives (per company) that have prior CPA experience (excluding executives who worked for outgoing audit firms)
	Number of companies
	Number of executives 
(Col. 1 x Col. 2)

	
	
	

	1
	256
	256

	2
	  25
	  50

	3
	    2
	    6

	Totals
	283
	312

	
	
	

	Panel B: The formation of alma mater affiliations


	
	Number (%) of companies


	Number (%) of executives 

	Alma mater affiliation formed

(Executive’s former CPA firm = Incoming audit firm)
	125 (44.2%)
	132 (42.3%)

	Alma mater affiliation not formed

(Executive’s former CPA firm ≠ Incoming audit firm) 
	158 (55.8%)
	180 (57.7%)

	Totals
	283 (100%)
	312 (100%)


	There are 283 companies in the sample. To be in the sample, a company has to satisfy the following four data requirements: (1) the company appoints a new audit firm; (2) the company has an audit committee; (3) data are available from 10K and proxy filings; (4) the company has at least one executive with prior CPA experience (excluding executives who worked for outgoing audit firms). We exclude executives who worked for outgoing audit firms because it is impossible for these executives to be alumni of incoming audit firms.


	TABLE 2
The frequency of alma mater affiliations grouped by audit firm


	
	Number of alma mater affiliations formed

(Executive’s former CPA firm = Incoming audit firm)
	Number of alma mater affiliations not formed

(Executive’s former CPA firm ≠ Incoming audit firm)

	Executive’s former CPA firm = 
	
	

	Arthur Andersen
	  30
	  36

	Deloitte & Touche
	  17
	  25

	Ernst & Young
	  32
	  36

	KPMG
	  20
	  31

	PricewaterhouseCoopers
	    2
	    2

	Price Waterhouse
	  11
	  14

	Coopers & Lybrand
	  15
	  22

	Sub-totals
	127
	166

	
	
	

	Other CPA firms
	    5
	  14

	Totals
	132
	180

	An alma mater affiliation is formed if the company has an executive who formerly worked for the incoming audit firm. Price Waterhouse and Coopers & Lybrand merged in 1998 to become PricewaterhouseCoopers. An affiliation is formed if the incoming audit firm is PricewaterhouseCoopers and the executive formerly worked for Price Waterhouse, Coopers & Lybrand, or PricewaterhouseCoopers. An affiliation is formed if the incoming audit firm is Price Waterhouse and the executive formerly worked for Price Waterhouse. An affiliation is formed if the incoming audit firm is Coopers & Lybrand and the executive formerly worked for Coopers & Lybrand. An affiliation is not formed if the incoming audit firm is Coopers & Lybrand and the executive formerly worked for Price Waterhouse (and vice versa).


	TABLE 3
Logit models of the association between executives’ prior CPA experience and the company’s choice of incoming audit firm (z-statistics in parentheses)


	
	

	
	(1)
	(2)
	(3)
	(4)
	(5)
	(6)
	(7)

	
	Dependent variable is:

	
	AA
	DT
	EY
	KPMG
	PWC
	PW
	CL

	Intercept
	-3.91
(-3.77)***
	-3.51
(-2.99)***
	-3.56
(-3.18)***
	-2.75
(-2.43)***
	-6.03
(-3.89)***
	-1.14
(-0.58)
	-8.11
(-3.62)***

	Ln(ASSETS)
	0.17
(1.90)*
	0.11
(1.11)
	0.13
(1.37)
	0.03
(0.33)
	0.30
(2.21)**
	-0.13
(-0.67)
	0.38
(1.94)*

	EXEC_AA
	1.83
(5.32)***
	
	
	
	
	
	

	EXEC_DT
	
	1.91
(4.80)***
	
	
	
	
	

	EXEC_EY
	
	
	2.04
(5.94)***
	
	
	
	

	EXEC_KPMG
	
	
	
	1.79
(4.50)***
	
	
	

	EXEC_PWC
	
	
	
	
	2.51
(2.18)**
	
	

	EXEC_PW
	
	
	
	
	1.53
(1.98)**
	2.26
(3.79)***
	

	EXEC_CL
	
	
	
	
	1.62
(2.45)**
	
	2.82
(3.72)***

	
	
	
	
	
	
	
	

	Number of companies
	254
	259
	250
	241
	129
	149
	151

	Pseudo R2
	12.61%
	10.46%
	15.78%
	10.31%
	18.53%
	12.86%
	26.25%

	The sample consists of companies that have at least one executive with prior CPA experience and that change audit firms during the period January 1, 1995 – December 31, 2000. Cols. (1)-(4) are estimated for the years 1995-2000. Because of the 1998 merger between Price Waterhouse and Coopers & Lybrand, Col. (5) is estimated for the years 1998-2000 and Cols. (6) and (7) are estimated for the years 1995-1998. We estimate robust standard errors using the Huber bootstrapping technique, which does not impose any assumptions about the distribution of the error term. As a result, the estimated standard errors are robust to heteroskedasticity and non-independence. 
If the outgoing audit firm is Arthur Andersen it is impossible for the company to hire Arthur Andersen as the incoming audit firm (since the company has already decided to change auditor). Therefore, in Col. (1) AA is set to missing for companies whose outgoing audit firms are Arthur Andersen. The dependent variables in Cols. (2)-(7) are defined in a similar way. Since some observations are coded as missing for the dependent variables, the sample sizes differ in Cols. (1)-(7). 
* Significant at the 10% level (two-tailed).
** Significant at the 5% level (two-tailed).
*** Significant at the 1% level (two-tailed).
AA = one if the company hires Arthur Andersen as the incoming audit firm; = missing if the outgoing audit firm is Arthur Andersen; = zero otherwise.
DT = one if the company hires Deloitte & Touche as the incoming audit firm; = missing if the outgoing audit firm is Deloitte & Touche; = zero otherwise.
EY = one if the company hires Ernst & Young as the incoming audit firm; = missing if the outgoing audit firm is Ernst & Young; = zero otherwise.
KPMG = one if the company hires KPMG as the incoming audit firm; = missing if the outgoing audit firm is KPMG; = zero otherwise.
PWC = one if the company hires PricewaterhouseCoopers as the incoming audit firm; = missing if the outgoing audit firm is PricewaterhouseCoopers; = zero otherwise.
PW = one if the company hires Price Waterhouse as the incoming audit firm; = missing if the outgoing audit firm is Price Waterhouse; = zero otherwise.
CL = one if the company hires Coopers & Lybrand as the incoming audit firm; = missing if the outgoing audit firm is Coopers & Lybrand; = zero otherwise.

Ln(ASSETS) = log of total assets ($000).
EXEC_AA = one if the company has at least one executive who previously worked for Arthur Andersen (zero otherwise).
EXEC_DT = one if the company has at least one executive who previously worked for Deloitte & Touche (zero otherwise).
EXEC_EY = one if the company has at least one executive who previously worked for Ernst & Young (zero otherwise).
EXEC_KPMG = one if the company has at least one executive who previously worked for KPMG (zero otherwise).
EXEC_PWC = one if the company has at least one executive who previously worked for PricewaterhouseCoopers (zero otherwise).
EXEC_PW = one if the company has at least one executive who previously worked for Price Waterhouse (zero otherwise).
EXEC_CL = one if the company has at least one executive who previously worked for Coopers & Lybrand (zero otherwise).


	TABLE 4
Descriptive statistics for audit committee characteristics and control variables


	
	Companies that form alma mater affiliations (N = 125)
	
	Companies that do not form alma mater affiliations (N = 158)
	
	Differences in means
	Differences in medians

	
	Mean
	Median
	Standard deviation
	
	Mean
	Median
	Standard deviation
	
	
	

	%AC_OUT
	0.68
	0.67
	0.30
	
	0.80
	1.00
	0.25
	
	0.12***
	0.33***

	AC_100%
	0.34
	0.00
	0.48
	
	0.55
	1.00
	0.50
	
	0.21***
	1.00***

	AC_51%
	0.69
	1.00
	0.47
	
	0.81
	1.00
	0.39
	
	0.12**
	0.00**

	AC_MEET
	2.16
	2.00
	1.50
	
	2.34
	2.00
	1.95
	
	0.18
	0.00

	%AC_OWN
	6.98
	0.96
	14.83
	
	9.23
	1.60
	15.96
	
	2.25
	0.64*

	BD_MEET
	7.54
	6.00
	7.54
	
	7.03
	6.00
	4.87
	
	-0.51
	0.00

	%BD_OUT
	0.50
	0.50
	0.18
	
	0.52
	0.50
	0.19
	
	0.02
	0.00

	BD_51%
	0.43
	0.00
	0.50
	
	0.46
	0.00
	0.50
	
	0.03
	0.00

	%CEO_ OWN
	10.89
	5.00
	15.32
	
	14.32
	7.40
	17.00
	
	3.43*
	2.40**

	%DO_ OWN
	26.71
	19.50
	22.18
	
	31.60
	27.60
	22.01
	
	-0.02*
	8.10**

	CEO_CHAIR
	0.70
	1.00
	0.46
	
	0.68
	1.00
	0.47
	
	-0.02
	0.00

	AUD
	0.96
	1.00
	0.20
	
	0.62
	1.00
	0.49
	
	-0.34***
	0.00***

	Ln(ASSETS)
	11.41
	11.63
	1.77
	
	10.72
	10.60
	1.86
	
	-0.69***
	-1.03***

	EXEC_AC
	0.08
	0.00
	0.27
	
	0.03
	0.00
	0.16
	
	-0.05**
	0.00**

	EXEC_FIN
	0.90
	1.00
	0.31
	
	0.87
	1.00
	0.34
	
	0.03
	0.00

	
	
	
	
	
	
	
	
	
	
	

	The sample consists of 283 companies that have at least one executive with prior CPA experience and that change audit firms during the period January 1, 1995 – December 31, 2000. 
* Significant at the 10% level (two-tailed).
** Significant at the 5% level (two-tailed).
*** Significant at the 1% level (two-tailed).

Tests for differences in means are based on t-statistics for continuous variables and z-statistics for proportions. Nonparametric tests for differences in location are based upon the Wilcoxon rank sum test. 

%AC_OUT = the percentage of outsiders on the company’s audit committee.

AC_100% = one if the audit committee has outside directors only (zero otherwise). 

AC_51% = one if the audit committee has a majority of outside directors (zero otherwise). 

AC_MEET = the number of meetings held by the company’s audit committee.
%AC_OWN = percentage of the company’s stock owned by the members of the audit committee.

%BD_OUT = the percentage of outsiders on the company’s board of directors.
BD_51% = one if the board of directors has a majority of outside directors (zero otherwise). 

BD_MEET = the number of meetings held by the company’s board of directors.

%DO_OWN = percentage of the company’s stock owned by the company’s directors and officers.

%CEO_OWN = percentage of the company’s stock owned by the company’s CEO.

CEO_CHAIR = one if the CEO is also the Chair of the Board of Directors (zero otherwise).

AUD = one if the incoming audit firm is Arthur Andersen, Deloitte & Touche, Ernst & Young, KPMG, Price Waterhouse, Coopers & Lybrand, or PricewaterhouseCoopers (zero otherwise).
Ln(ASSETS) = log of total assets ($000).

EXEC_AC = one if the company has at least one executive with prior CPA experience who sits on the audit committee (zero otherwise). 

EXEC_FIN = one if the company has at least one executive with prior CPA experience who works in an accounting or finance position at the company (zero otherwise). Accounting and finance positions include Chief Accounting Officer, Chief Financial Officer, Controller, Treasurer, and Vice President of Finance.


	TABLE 5
Correlation matrix among audit committee characteristics and control variables



	
	%AC_OUT
	AC_100%
	AC_51%
	AC_MEET
	%AC_OWN
	%BD_OUT
	BD_51%

	AC_100%
	0.84***
	
	
	
	
	
	

	AC_51%
	0.81***
	0.52***
	
	
	
	
	

	AC_MEET
	0.06
	0.04
	0.03
	
	
	
	

	%AC_OWN
	-0.30***
	-0.25***
	-0.18***
	-0.11*
	
	
	

	%BD_OUT
	0.61***
	0.49***
	0.54***
	0.08
	-0.18***
	
	

	BD_51%
	0.45***
	0.38***
	0.40***
	0.10
	-0.16***
	0.79***
	

	BD_MEET
	-0.03
	-0.06
	0.02
	0.14**
	-0.03
	0.06
	-0.02

	%CEO_OWN
	-0.15***
	-0.17***
	-0.06
	-0.17***
	0.34***
	-0.18***
	-0.16***

	%DO_OWN
	-0.13**
	-0.10*
	-0.07
	-0.26***
	0.51***
	-0.28***
	-0.22***

	CEO_CHAIR
	0.04
	0.01
	0.08
	-0.02
	-0.04
	-0.01
	-0.02

	AUD
	-0.07
	-0.12**
	0.02
	0.11*
	-0.05
	0.06
	0.07

	Ln(ASSETS)
	0.08
	0.08
	0.08
	0.38***
	-0.21***
	0.07
	0.08

	EXEC_AC
	-0.18***
	-0.18***
	-0.06
	-0.07
	0.10
	-0.13**
	-0.14**

	EXEC_FIN
	-0.01
	-0.05
	0.02
	0.03
	-0.01
	-0.09
	-0.10*

	
	
	
	
	
	
	
	

	
	BD_MEET
	%CEO_OWN
	%DO_OWN
	CEO_CHAIR
	AUD
	Ln(ASSETS)
	EXEC_AC

	%CEO_OWN
	-0.12**
	
	
	
	
	
	

	%DO_OWN
	-0.13**
	0.60***
	
	
	
	
	

	CEO_CHAIR
	-0.02
	0.32***
	-0.05
	
	
	
	

	AUD
	0.03
	-0.15**
	-0.08
	-0.02
	
	
	

	Ln(ASSETS)
	0.08
	-0.21***
	-0.28***
	0.05
	0.32***
	
	

	EXEC_AC
	0.01
	0.12**
	0.08
	0.01
	0.01
	-0.08
	

	EXEC_FIN
	0.04
	0.02
	0.03
	-0.06
	0.03
	-0.14***
	-0.02

	The sample consists of 283 companies that have at least one executive with prior CPA experience and that change audit firms during the period January 1, 1995 – December 31, 2000. See Table 4 for variable definitions.

* Significant at the 10% level (two-tailed).
** Significant at the 5% level (two-tailed).
*** Significant at the 1% level (two-tailed).


	TABLE 6
Logit models explaining the company’s decision to form an alma mater affiliation (z-statistics in parentheses). An alma mater affiliation is formed if at least one of the company’s executives previously worked for the incoming audit firm.



	
	Predicted sign
	Model 1
	Model 2
	Model 3

	Intercept
	
	-2.92
(-2.19)**
	-2.70
(-2.06)**
	-3.25
(-2.29)**

	%AC_OUT
	-
	-2.34
(-4.02)***
	
	-2.70
(-3.90)***

	AC_MEET
	-
	-0.23

(-2.65)***
	
	-0.23

(-2.59)***

	%AC_OWN
	?
	-0.02

(-1.38)
	
	-0.02

(-1.52)

	%BD_OUT
	?
	
	-1.41
(-1.80)*
	0.84
(0.87)

	BD_MEET
	?
	
	0.00
(0.26)
	0.00

(0.05)

	%CEO_OWN
	?
	-0.02
(-0.93)
	-0.01
(-0.51)
	-0.01

(-1.01)

	%DO_OWN
	?
	-0.00

(-0.33)
	-0.01
(-0.99)
	-0.00

(-0.07)

	CEO_CHAIR
	+
	0.39
(1.09)
	0.22
(0.67)
	0.42
(1.18)

	AUD
	+
	2.67

(5.29)***
	2.68
(5.49)***
	2.62

(5.20)***

	Ln(ASSETS)
	?
	0.20
(2.22)**
	0.07
(0.85)
	0.21
(2.28)**

	EXEC_AC
	+
	1.38

(1.57)
	1.55

(2.04)**
	1.40

(1.58)

	EXEC_FIN
	+
	0.54
(1.37)
	0.27
(0.69)
	0.61

(1.49)

	
	
	
	
	

	Pseudo R2
	
	22.41%
	17.15%
	22.59%

	The sample consists of 283 companies that have at least one executive with prior CPA experience and that change audit firms during the period January 1, 1995 – December 31, 2000. The dependent variable equals one if at least one of the company’s executives previously worked for the incoming audit firm (zero otherwise). We estimate robust standard errors using the Huber bootstrapping technique, which does not impose any assumptions about the distribution of the error term. As a result, the estimated standard errors are robust to heteroskedasticity and non-independence.
* Significant at the 10% level (two-tailed).
** Significant at the 5% level (two-tailed).
*** Significant at the 1% level (two-tailed).

%AC_OUT = the percentage of outsiders on the company’s audit committee.

AC_MEET = the number of meetings held by the company’s audit committee.
%AC_OWN = percentage of the company’s stock owned by the members of the audit committee.
%BD_OUT = the percentage of outsiders on the company’s board of directors.

BD_MEET = the number of meetings held by the company’s board of directors.

%DO_OWN = percentage of the company’s stock owned by the company’s directors and officers.

%CEO_OWN = percentage of the company’s stock owned by the company’s CEO.

CEO_CHAIR = one if the CEO is also the Chair of the Board of Directors (zero otherwise).

AUD = one if the incoming audit firm is Arthur Andersen, Deloitte & Touche, Ernst & Young, KPMG, Price Waterhouse, Coopers & Lybrand, or PricewaterhouseCoopers (zero otherwise).
Ln(ASSETS) = log of total assets ($000).

EXEC_AC = one if the company has at least one executive with prior CPA experience who sits on the audit committee (zero otherwise). 
EXEC_FIN = one if the company has at least one executive with prior CPA experience who works in an accounting or finance position at the company (zero otherwise). Accounting and finance positions include Chief Accounting Officer, Chief Financial Officer, Controller, Treasurer, and Vice President of Finance.


	TABLE 7
Logit models explaining the company’s decision to form an alma mater affiliation (z-statistics in parentheses). An alma mater affiliation is formed if at least one of the company’s executives previously worked for the incoming audit firm.



	
	Predicted sign
	Model 1
	Model 2
	Model 3
	Model 4

	Intercept
	
	-3.97
(-3.10)***
	-3.80

(-2.96)***
	-3.36

(-2.76)***
	-3.89

(-2.90)***

	AC_100%
	-
	-0.93
(-3.16)***
	
	
	

	AC_51%
	-
	
	-1.11

(-3.04)***
	
	-1.14
(-3.03)***

	AC_MEET
	-
	-0.22
(-2.65)***
	-0.23

(-2.75)***
	
	-0.23
(-2.74)***

	%AC_OWN
	?
	-0.01
(-0.94)
	-0.01
(-0.88)
	
	-0.01

(-0.87)

	BD_51%
	?
	
	
	-0.29
(-1.06)
	0.07
(0.24)

	BD_MEET
	?
	
	
	0.00

(0.13)
	0.01

(0.47)

	%CEO_OWN
	?
	-0.01
(-0.95)
	-0.01

(-0.68)
	-0.01
(-0.56)
	-0.01
(-0.87)

	%DO_OWN
	?
	-0.00

(-0.39)
	-0.01

(-0.57)
	-0.01

(-0.78)
	-0.00
(-0.51)

	CEO_CHAIR
	+
	0.32
(0.94)
	0.36
(1.04)
	0.22
(0.66)
	0.36
(1.06)

	AUD
	+
	2.56
(5.15)***
	2.74

(5.45)***
	2.66
(5.38)***
	2.74
(5.61)***

	Ln(ASSETS)
	?
	0.19

(2.20)**
	0.19
(2.07)**
	0.07
(0.88)
	0.19
(2.04)**

	EXEC_AC
	+
	1.42
(1.76)*
	1.70
(2.01)**
	1.60
(2.13)**
	1.70
(2.02)**

	EXEC_FIN
	+
	0.44
(1.10)
	0.58

(1.46)
	0.30
(0.76)
	0.59
(1.45)

	
	
	
	
	
	

	Pseudo R2
	
	20.60%
	20.72%
	16.55%
	20.78%

	The sample consists of 283 companies that have at least one executive with prior CPA experience and that change audit firms during the period January 1, 1995 – December 31, 2000. The dependent variable equals one if at least one of the company’s executives previously worked for the incoming audit firm (zero otherwise). We estimate robust standard errors using the Huber bootstrapping technique, which does not impose any assumptions about the distribution of the error term. As a result, the estimated standard errors are robust to heteroskedasticity and non-independence.
* Significant at the 10% level (two-tailed).
** Significant at the 5% level (two-tailed).
*** Significant at the 1% level (two-tailed).

AC_100% = one if the audit committee has outside directors only (zero otherwise). 

AC_51% = one if the audit committee has a majority of outside directors (zero otherwise). 

AC_MEET = the number of meetings held by the company’s audit committee.
%AC_OWN = percentage of the company’s stock owned by the members of the audit committee.
BD_51% = one if the board of directors has a majority of outside directors (zero otherwise). 

BD_MEET = the number of meetings held by the company’s board of directors.

%DO_OWN = percentage of the company’s stock owned by the company’s directors and officers.

%CEO_OWN = percentage of the company’s stock owned by the company’s CEO.

CEO_CHAIR = one if the CEO is also the Chair of the Board of Directors (zero otherwise).

AUD = one if the incoming audit firm is Arthur Andersen, Deloitte & Touche, Ernst & Young, KPMG, Price Waterhouse, Coopers & Lybrand, or PricewaterhouseCoopers (zero otherwise).
Ln(ASSETS) = log of total assets ($000).

EXEC_AC = one if the company has at least one executive with prior CPA experience who sits on the audit committee (zero otherwise). 
EXEC_FIN = one if the company has at least one executive with prior CPA experience who works in an accounting or finance position at the company (zero otherwise). Accounting and finance positions include Chief Accounting Officer, Chief Financial Officer, Controller, Treasurer, and Vice President of Finance.


	TABLE 8
Logit models explaining the company’s decision to form an alma mater affiliation (z-statistics in parentheses). An alma mater affiliation is formed if at least one of the company’s executives previously worked for the incoming audit firm.



	
	Predicted sign
	Model 1
	Model 2
	Model 3

	Intercept
	
	-3.21
(-2.39)**
	-3.26
(-2.36)**
	-3.29
(-2.35)**

	%AC_OUT
	-
	-2.74
(-3.63)***
	-2.88
(-3.86)***
	-2.76
(-3.77)***

	AC_MEET
	-
	-0.28
(-3.01)***
	-0.26
(-3.09)***
	-0.25
(-2.94)***

	%AC_OWN
	?
	-0.02

(-1.65)*
	-0.02

(-1.62)
	-0.02

(-1.44)

	%BD_OUT
	?
	0.78
(0.74)
	1.03
(0.98)
	0.93
(0.90)

	BD_MEET
	?
	-0.07
(-1.86)*
	-0.06
(-1.76)*
	-0.08
(-2.05)**

	%CEO_OWN
	?
	-0.01

(-0.73)
	-0.01

(-0.83)
	-0.01

(-0.83)

	%DO_OWN
	?
	-0.00

(-0.34)
	-0.00

(-0.19)
	-0.00

(-0.35)

	CEO_CHAIR
	+
	0.27
(0.71)
	0.29
(0.77)
	0.33
(0.87)

	AUD
	+
	2.64
(5.42)***
	2.69
(5.28)***
	2.61
(5.10)***

	Ln(ASSETS)
	?
	0.27
(2.85)***
	0.25
(2.71)***
	0.26
(2.80)***

	EXEC_AC
	+
	1.42
(1.54)
	1.39
(1.48)
	1.47
(1.64)*

	EXEC_FIN
	+
	0.50
(1.20)
	0.54
(1.22)
	0.57

(1.30)

	EXEC_LEFT ≤ 2 YEARS
	+
	1.57
(3.04)***
	
	

	EXEC_LEFT ≤ 4 YEARS
	+
	
	0.87
(2.49)**
	

	EXEC_LEFT ≤ 6 YEARS
	+
	
	
	0.65
(2.11)**

	
	
	
	
	

	Pseudo R2
	
	26.47%
	25.05%
	24.56%

	The full sample consists of 283 companies that have at least one executive with prior CPA experience and that change audit firms during the period January 1, 1995 – December 31, 2000. The sample in Table 8 consists of 264 companies (the loss of 19 companies occurs because some companies do not disclose the dates that executives left CPA firms). The dependent variable equals one if at least one of the company’s executives previously worked for the incoming audit firm (zero otherwise). We estimate robust standard errors using the Huber bootstrapping technique, which does not impose any assumptions about the distribution of the error term. As a result, the estimated standard errors are robust to heteroskedasticity and non-independence.
* Significant at the 10% level (two-tailed).
** Significant at the 5% level (two-tailed).
*** Significant at the 1% level (two-tailed).

EXEC_LEFT ≤ 2 YEARS = one if the company has at least one executive who left a CPA firm within the two year period prior to the auditor change (zero otherwise).

EXEC_LEFT ≤ 4 YEARS = one if the company has at least one executive who left a CPA firm within the four year period prior to the auditor change (zero otherwise).

EXEC_LEFT ≤ 6 YEARS = one if the company has at least one executive who left a CPA firm within the six year period prior to the auditor change (zero otherwise).

See Table 6 for other variable definitions.


* Corresponding author: Department of Accounting, Hong Kong University of Science and Technology, Clear Water Bay, Kowloon, Hong Kong. Email: � HYPERLINK "mailto:accl@ust.hk" ��accl@ust.hk�. Tel: +852-2358-7571. 
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� A survey by the Institute of Internal Auditors (IIA) also suggests that some companies perceive that audit quality can be impaired when executives formerly worked for their companies’ audit firms (IIA [2002]). 


� This paper investigates the formation of alma mater affiliations rather than employment affiliations. We expect the audit committee has an important influence over audit firm appointments (and therefore the formation of alma mater affiliations). However, we do not expect the audit committee has an important influence over the hiring of company executives (and therefore the formation of employment affiliations).


� We focus on audit firm changes because it is impossible for companies to form alma mater affiliations if they do not change audit firms.


� The Sarbanes-Oxley Act [2002] also requires a cooling-off period of at least one year between an auditor leaving an audit firm and being employed by one of the audit firm’s clients. This requirement was introduced in an attempt to avoid problems that might occur as a result of employment affiliations. The cooling-off period has little relevance for alma mater affiliations, since an alma mater affiliation can only be formed after the auditor has already left the audit firm and become employed by the company. 


� Executive alumni may also perceive benefits from appointing their alma mater audit firms. For example, alumni might use their personal ties with audit firms in order to exert undue influence when accounting problems arise. In addition, personal relations may be useful when companies solicit advice and assistance from their audit firms.


� In Dubowski v. Ash, 606 E Supp. 600, 605 (S. D. N. Y. 1985), audit committee members were held responsible for reviewing the independent auditor even though they were not officers of the company. In re MTC Elec. Techs. Shareholders Litig., 898 E Supp. 974, 980 (E. D. N. Y. 1995) the audit committee was charged with “overseeing the conduct of MTC’s accountants”. In AUSA Life Ins. Co. v. Dwyer, 928 E Supp. 1239, 1259-61 (S. D. N. Y 1996) the audit committee was accused of being “wilfully blind” in its oversight of the audit firm. 


� Grey directors include former employees of the company or a related entity, relatives of management, professional advisors to the company (e.g., legal counsel), interlocking directors, and directors who have significant transactions or business relationships with the company (as defined by Items 404(a) and (b) of Regulation S-X). 


� In unreported results, we control for company profitability (net income divided by total assets), leverage (total debt divided by total assets), and liquidity (current assets divided by current liabilities). We find these three company characteristics are statistically insignificant and so, for brevity, we do not include them in our main results. Conclusions regarding the other variables are qualitatively unchanged when we control for profitability, leverage, and liquidity. We also control for litigation risk using a dummy variable indicating membership in a high-risk industry (SICs 2833-2836, 3570-3577, 3600-3674, 5200-5961, and 7370-7374). This litigation risk variable has been used in prior studies (e.g., Ali and Kallapur [2001]; Matsumoto [2002]). In unreported results, we find the litigation risk variable is statistically insignificant and the conclusions are unchanged for the other variables.


� To illustrate why audit firm size is an important control variable, consider two companies in our sample that form alma mater affiliations. In March 1999, Company A changed audit firm from Arthur Andersen to Hausser & Taylor and the Chief Financial Officer of Company A previously worked for Hausser & Taylor. In March 1999, Company B changed audit firm from Arthur Andersen to Ernst & Young and the Treasurer of Company B previously worked for Ernst & Young. In Company A, it is unlikely that Hausser & Taylor would have been appointed as the new audit firm if the Chief Financial Officer had not previously worked for Hausser & Taylor. On the other hand, it is quite possible that Company B would have chosen Ernst & Young even if its Treasurer had not previously worked for Ernst & Young. We therefore control for the formation of coincidental alma mater affiliations by including the size of the incoming audit firm in the logit analysis.


� We use the log of assets rather than market capitalization because market values are unavailable for some companies in our sample. 


� Accounting and finance positions include Chief Accounting Officer, Chief Financial Officer, Controller, Treasurer, and Vice President of Finance.


� The main results are reported in Section 5.1 and the results using these additional alumni characteristics are reported in Sections 5.2 and 5.3.


� Within the final sample, there are 312 executives who previously worked for CPA firms (excluding executives who worked for outgoing audit firms). Of these, only 13 executives (4.2%) worked for more than one CPA firm.


� For example, consider a company that changes audit firm from KPMG to Ernst & Young and that has an executive who previously worked for KPMG. If this company has no executives who previously worked for a CPA firm other than KPMG, it is impossible for this company to form an alma mater affiliation.


� Later in the paper, multivariate tests reveal a statistically significant difference in audit committee meeting activity between companies that form alma mater affiliations and companies that do not. It turns out the univariate test is insignificant because of the lack of control for company size. Specifically, we find audit committees meet more often in larger companies and larger companies are more likely to form alma mater affiliations. Failing to control for company size therefore creates a spurious positive relation between audit committee meetings and alma mater affiliations. This spurious positive relation, when uncontrolled, offsets the significant negative relation found in the multivariate tests and results in an insignificant difference in meeting activity in the univariate test.


� The weak results could be due to low testing power - few alumni sit on audit committees and few alumni hold positions outside of accounting and finance.


� Dummy variables are also convenient because some companies have more than one executive who formerly worked for a CPA firm.


� These executives were not included in previous tests since we excluded executives who are alumni of outgoing audit firms. We excluded these executives because it is impossible for them to be alumni of incoming audit firms.
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