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ABSTRACT: In this paper, we examine the effect of the trade-off between economic dependence and reputation protection on the link between client size and the audit reporting decisions of non-Big 5 auditors.  We find that non-Big 5 auditors, like Big 5 auditors, do not allow their larger clients greater leeway to manage earnings. In fact, there is some evidence that non-Big 5 auditors treat their larger clients more strictly. In addition, non-Big 5 auditors, like Big 5 auditors, are as likely to issue a going-concern report to their potentially financially distressed larger clients as they are to their otherwise smaller clients.  However, additional analysis shows that non-Big 5 auditors, unlike Big 5 auditors, are less likely to issue a going-concern report to their larger clients who are not in a state of high financial distress. This latter result lends partial support to the economic dependence hypothesis.
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Introduction

The issue of auditor independence is of serious concern to regulators, investors, creditors and the general public. The fact that clients pay auditors for their audit and non-audit services generates an inherent economic dependence of the auditor on its clients (Mautz and Sharaf, 1961; DeAngelo 1981). Such economic dependence increases with the size of client firms because larger clients generate bigger fees. These increased fees raise the concern that auditors may compromise their independence in the audit of their larger, more influential clients. 

However, compromise of auditor independence does not necessarily result from increased economic dependence of auditors on their larger clients if other countervailing economic forces are at work (Reynolds and Francis, 2001). Major factors that produce countervailing incentives to maintain independence include the need for reputation protection (DeAngelo, 1981) and litigation avoidance (St. Pierre and Anderson, 1984; Stice, 1991; Lys and Watts, 1994; Heninger, 2001). Both the risk of reputation loss and the risk of litigation increase with firm size, suggesting that auditors have the incentive to be as strict—or even stricter—with their larger clients as with their otherwise similar smaller clients (DeAngelo, 1981; St. Pierre and Anderson, 1984; Stice, 1991; Dye, 1993; Lys and Watts, 1994).

Reynolds and Francis (2001), in an investigation of the effect of client size on Big 5 auditor reporting decisions at the office level, find that (a) larger clients of Big 5 auditors have lower levels of accruals (scaled by total assets) compared to otherwise similar smaller clients and (b) potentially financial distressed larger clients of Big 5 auditors are more likely to receive a going-concern opinion.  Based on these findings, Reynolds and Francis (2001) conclude that reputation protection dominates economic dependence in auditor decision making. However, their results may not be generalizable to the clients of the non-Big 5 auditors that are excluded from the study for the following reasons. 

First, there is a difference in the quality of audits that Big 5 and non-Big 5 auditors provide.
 Big 5 auditors offer higher quality audits because (a) they have better trained employees and use technology that allows them to better detect errors and irregularities (DeAngelo, 1981; Mutchler, 1986; Craswell et al., 2002); (b) they are more independent of their clients because, as no one of their public clients is revenue dominant, they have less to lose from any one client’s decision to switch (Mutchler, 1986; Craswell et al., 2002); (c) they have a higher reputation capital to protect (DeAngelo, 1981); (d) they are paid higher fees than non-Big 5 auditors for similar audits (Fields et al., 2004); and (e) they are likely to be sued and incur higher litigation costs if there is an audit failure (Dye, 1993; Francis et al. 1993; Lennox, 1999).  

Second, there are differences in the underlying characteristics of clients of Big 5 and non-Big 5 auditors—including operating cash flows, size, leverage, and financial health—that might influence the clients’ incentives for earnings management and the likelihood of a client’s bankruptcy (Dopouch and Simunic, 1980; Francis and Wilson, 1988; Mutchler et al., 1991; Craswell et al., 1995; Krishnan and Schauer, 2000; Reed et al., 2000).  For example, in testimony to the SEC (2000), Wayne A. Kolins, National Director of Assurance for BDO Seidman, argues that non-Big 5 clients have less in-house expertise to deal with technical matters and therefore rely more heavily upon non-Big 5 accounting firms for expert guidance than do clients of the Big-5 firms. In general, clients of non-Big 5 auditors are smaller in size, less leveraged, in a state of poor financial health, more likely to go bankrupt, and more likely to receive the going-concern modification. 
Therefore, in this paper, we investigate the effect of economic dependence on audit reporting decisions of non-Big 5 auditors. Our study supplements Reynolds and Francis (2001) by extending their analysis to the clients of Non-Big 5 auditors, a relatively small but important segment of the audit market. Understanding the link between economic dependence and auditor reporting decisions in the non-Big 5 segment of the audit market is of paramount practical importance because regulators, lenders, equity investors, and client audit committees of companies hiring these auditors rely more heavily on audited financial statements than are stakeholders of companies audited by Big 5 auditors. Clients of Big 5 auditors have access to a richer set of information including wider analyst following and financial press coverage. 
We examine the relation between relative client size and two outputs of the audit process: accounting accruals and the going-concern report. We conduct the accrual test on a sample of 759 clients of non-Big 5 auditors for 1996 and the going-concern test on a sample of 448 potentially financially distressed clients of non-Big 5 auditors. Consistent with expectations, descriptive statistic analysis shows that the clients of non-Big 5 auditors are smaller in size, have lower (more negative) cash flows, have a lower debt to total assets ratio, have fewer public clients per office, are more financially distressed, and are more likely to receive a going-concern report.

In a multivariate model that controls for known determinants of accruals, we find that larger clients of non-Big 5 auditors have lower levels of accruals (total and discretionary) than otherwise similar smaller clients. Our results also indicate that non-Big 5 auditors, like Big 5 auditors, are stricter in their efforts to curb earnings management at an office level by their larger clients. However, additional analyses indicate that the statistical significance of the negative relation between relative client size and accruals is driven by smaller audit offices, smaller clients in absolute size, highly financially distressed clients, and clients with negative discretionary accruals. This significance is in contrast to the insensitivity of the results in Reynolds and Francis (2001) and might be due to differences between the behavior of Big 5 and non-Big 5 auditors and/or the underlying characteristics of their respective clients.  Alternatively, the insignificance of the variable of interest in one half of the sample could be due to the small sample size in the subgroups.  

In a logistic regression model that controls for known determinants of auditor going-concern opinions, we find that larger clients are as likely to receive a going-concern report as are otherwise similar smaller clients.  Additional analysis that includes an interaction term between the relative size of a client (INFLUENCE) and a dummy variable for a company’s being in high financial distress finds that INFLUENCE is significantly negative and the interaction term is significantly positive. Therefore, it appears that non-Big 5 auditors, unlike Big 5 auditors, are less likely to issue a going-concern report to their larger clients if the latter are not in a state of extreme financial distress. This finding lends partial support to the economic dependence hypothesis.  

The remainder of this paper is organized as follows. Section 2 presents the hypotheses, models, variables, and data analysis for accounting accrual. Section 3 presents the corresponding methodology for ongoing concern. Section 4 summarizes the results and provides concluding remarks. 

2. Accounting accruals

In this section, we examine the association between client size (relative to a portfolio of an audit firm’s office- or firm-level clients) and client earnings management using accruals as proxy for the latter.  Section 2.1 discusses the hypotheses, Section 2.2 presents the empirical model(s), and Section 2.3 discusses the data and descriptive statistics. Section 2.4 presents the results and Section 2.5 outlines the additional analyses. 

2.1. Hypothesis development

The basic premises of the accrual hypotheses are that firms have incentives to manage earnings (Healy, 1985; Jones, 1991; Dechow and Skinner, 2000) and independent auditors restrict clients’ earnings management activities (Becker et al. 1998; Francis et al. 1999). If these assumptions are valid, any factor that enhances or reduces the independence of the auditor will be associated with earnings management. The relative size of a client relative to a portfolio of the auditor’s clients at an office or firm level (hereafter referred to as “influence”) is one such factor. Reynolds and Francis (2001) propose two competing hypotheses regarding the effect of influence on auditor independence and firm earnings management. 

The first hypothesis, the economic dependence hypothesis, argues that the auditor is more economically dependent on its larger clients that pay huge fees than on its less influential clients. This higher economic dependence threatens the auditor’s independence and hence the auditor’s willingness to restrict earnings management by these clients. Thus, the economic dependence hypothesis predicts a positive association between influence and earnings management.

The second hypothesis, the reputation protection hypothesis, argues that the auditor has an incentive to protect its reputation for independence despite its economic dependence on its larger clients because (a) audit failures significantly damage the reputation of the auditor and (b) audit failures related to larger clients are even more damaging since larger clients receive more press coverage and have more analyst following (Reynolds and Francis 2001).
 In addition, audit failures often result in substantial litigation costs and auditor litigation risk increases with client size (St. Pierre and Anderson, 1984; Stice, 1991). That is, the larger the client, the higher the costs. Not only are auditors often sued (Lys and Watts 1994; Heninger 2001), but they are also subjected to SEC enforcement actions (Feroz et al. 1992) for failing to detect and report misstated accruals. This threat of litigation suggests that auditors have an incentive to be more aggressive in their effort to detect and curb earnings management by their larger clients. Thus, influence is negatively related to earnings management.

A higher incidence of earnings management by larger clients will manifest itself in one of two ways (Reynolds and Francis, 2001). First, larger clients will have higher absolute value of accruals if indeed the auditors allow them greater freedom to manage earnings (up or down). Second, if permitted to manage earnings towards a desired level, larger clients as a group will have higher variance of accruals than otherwise similar groups of smaller clients.
 Based on these observations, like Reynolds and Francis (2001), we propose the following two testable accrual-related hypotheses that use the economic dependence hypothesis as the null.

H1: 
Larger clients, relative to the portfolio of clients served by an audit office, have higher accruals (in absolute value terms) than otherwise similar smaller clients. 

H2: 
Larger clients, relative to the portfolio of clients served by an audit office, have greater variance of accruals than otherwise similar smaller clients. 

2.2. The empirical model

To test Hypothesis 1, we estimate the following OLS regression model that relates accruals to an office level-based measure of client influence and other control variables. The control variables (to be discussed in detail later) include operating cash flows, proxies for size, leverage, and financial health. 
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where

ACCRUAL
=
the absolute value of total accruals scaled by lagged total 



assets (TACC); or the absolute value of discretionary 



accruals scaled by lagged total assets (DACC).

INFLUENCE
=
log of client sales/sum of log of sales of each client of the 



office issuing the audit report.

OCF
=
operating cash flows scaled by lagged total assets.

SALES
=
log of client sales ($000).

DEBT
=
ratio of total debt to total assets.

PBANK
=
probability of bankruptcy based on Altman Z-score.

( 
=
unexpected portion of total or discretionary accruals.

2.2.1. Dependent variable

The dependent variable ACCRUAL is measured by the absolute value of total accruals scaled by lagged total assets (TACC) and the absolute value of discretionary accruals scaled by lagged total assets (DACC). The absolute value of accruals is a better proxy for earnings management if firms have the incentive to manage earnings up or down depending on their circumstances. 
  Total accruals is the difference between operating income and cash flows from operations.  Discretionary accruals is the difference between total accruals and nondiscretionary accruals. Nondiscretionary accruals is the expected (or predicted) portion of total accruals in a cross-sectional Jones model that regresses total accruals on changes in revenue, and gross property plant and equipment by industry (two-digit SIC code) (DeFond and Jiambalvo, 1994; Subramanyam, 1996).
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where 

TAijt 
= 
total accruals for sample firm i in industry j for year t; 

Aijt-1 
= 
total assets for sample firm i, in industry j for year t-1;

DREVijt 
= 
change in net revenues for sample firm i, in industry j for 



year t; 

PPEijt
=
gross property, plant, and equipment for sample firm i in 



industry j for year t; 

eijt 
= 
unexpected portion of total accruals for sample firm i in 



industry j for year t.

The residuals, eijt, from Eq. (1) are the discretionary accruals.

2.2.2. Independent variable

As in Reynolds and Francis (2001), the variable of interest INFLUENCE is defined as the ratio of client size to size of auditor office. Client size is measured by log of sales and the auditor office size is measured by the sum of the log of sales of all public clients of that particular audit office.
 Thus, INFLUENCE captures the importance of the client to the office that contracts and administers the audit and issues the audit report.  We also use a firm-level measure of influence—log of client sales divided by the sum of the log of sales for all clients of an audit firm—to test the robustness of the results to the way INFLUENCE is measured. 

A significantly positive INFLUENCE coefficient will support the economic dependence hypothesis, which suggests that non-Big 5 auditors allow their larger clients more leeway to manage earnings.  A significant negative INFLUENCE coefficient will be inconsistent with the economic dependence hypothesis, as it implies that non-Big 5 auditors are stricter in curbing earnings management by their larger clients 

Operating cash flows, size, leverage, and financial health are firm characteristics associated with level of accruals (Reynolds and Francis 2001). Operating cash flows (OCF) is cash flow from operations scaled by lagged total assets, which prior research finds is negatively related to accruals.
 SALES is the size proxy, measured by log of sales and, as in Reynolds and Francis (2001), predicted to have a negative sign. 

Leverage, which we measure by the ratio of total debt to total assets (DEBT), is also related to accruals (DeFond and Jiambalvo, 1994; DeFond and Park, 1997; Becker et al., 1998; Reynolds and Francis, 2001). Highly leveraged firms may manage earnings upwards to avoid covenant violations or downward to force bankruptcy negotiation.  In whichever direction (up or down) they manage earnings, high debt firms tend to manage them more than smaller firms; therefore, we predict a positive coefficient on DEBT. PBANK, the proxy for financial health, is measured by the Altman Z-scores reported in COMPUSTAT.
  Lower PBANK values indicate lower levels of financial health or higher levels of financial distress.  Financially distressed firms have stronger incentives than other firms to manage earnings upwards (Reynolds and Francis, 2001) or downwards (DeAngelo et al., 1994). Whichever the direction, financially distressed firms tend to be much more active than non-distressed firms in managing earnings. Thus, we predict a negative coefficient on PBANK. 

Following Reynolds and Francis (2001), we test Hypothesis 2 by running a difference of variances test on the signed total and discretionary accruals after subdividing the sample into a high (low) influence group based on whether the client has an above (below) median INFLUENCE value. A significantly higher variance in the high influence group will be consistent with the economic dependence hypothesis prediction that non-Big 5 auditors allow larger clients more opportunity to manage earnings. 

2.3. Data and descriptive statistics

We start with 1,394 companies that the COMPUSTAT Research Insight file identifies as using a non-Big 5 auditor for the fiscal year 1996.  The local office of the non-Big 5 audit firm responsible for the engagement is identified from the signed audit report included with a client’s 10K filings and is electronically available in the SEC’s Edgar archives and Academic Universe. 

We eliminate 261 companies having no signed audit report in the SEC Edgar archives and Academic Universe, 6 companies audited by Big 5 auditors (per information on the auditor’s report), 59 companies that have missing or invalid sales data, and 96 companies with missing auditor or auditor office information.  Of the remaining 972 companies, we delete 144 because of missing required financial data, and 69 because they belong to industries with less than five observations.
 Our final sample has 759 observations. 

Table 1 presents our descriptive statistics.  As expected, there are some salient differences between the results for companies in our sample and those for the sample in Reynolds and Francis (2001). First, the mean (median) 0.19 (0.11) discretionary accruals and the mean (median) 0.24 (0.11) total accruals for our sample of non-Big 5 auditor clients are twice the mean (median) discretionary and total accruals for the sample of Big 5 auditor clients analyzed by Reynolds and Francis (2001).
 To the extent that accruals measure earnings management, these results suggest that the clients of non-Big 5 auditors are involved in higher levels of earnings management than are the clients of Big 5 auditors. Additionally, the mean (median) 0.44 (0.28) value of INFLUENCE in our sample is higher than the mean (median) 0.08 (0.04) in Reynolds and Francis (2001).
 Consistent with expectations, companies in our sample, on average, are smaller, have lower operating cash flows, and are less financially leveraged and more financially distressed than those in Reynolds and Francis (2001).
 

2.4. Results from the accrual model

Using all 759 observations in the estimation of the model, we, like Bartov et al. (2001), winsorize all the financial variables at their means plus or minus three standard deviations to address skewness-related estimation problems.
 Standard diagnostic tests reveal no multicollinearity problems, and the White statistics do not lead to rejection of the joint hypotheses that the models are well-specified and homoscedastic (Belsley et al., 1980; White, 1980).  

Tables 2 and 3 present the OLS regression results from the scaled discretionary accruals (DACC) and the scaled absolute value of total accruals (TACC) models, respectively.  Both the DACC and TACC models are strongly significant (p < 0.0001). The adjusted R-squares for the DACC and TACC models are 10.7% and 45.7%, respectively.
  All the control variables have signs consistent with findings in prior research. 

Contrary to the predictions of the economic dependence hypothesis, the variable of interest INFLUENCE has a significantly negative coefficient in the DACC model, meaning that non-Big 5 auditors, like Big 5 auditors, appear to be more aggressive in detecting and curbing earnings management by their larger clients. Reputation loss concerns and fear of litigation dominate this economic dependence effect.  As reported by Reynolds and Francis (2001), OCF and SALES are significantly negative in the DACC model. Firms with higher cash flows and larger firms tend to have lower DACC.  DEBT has a significantly positive coefficient, suggesting that firms with high debt have the tendency to manage earnings more.
 This finding may be due to high-leverage firms managing earnings upwards to avoid covenant violations and/or downwards to force bankruptcy negotiations.  PBANK is significantly positive, suggesting that financially distressed firms manage earnings less than non-distressed firms.
 

In the TACC model, all the control variables OCF, SALES, DEBT, and PBANK have their predicted signs and are significant.  However, INFLUENCE, although negative, has an insignificant coefficient, indicating that although non-Big 5 auditors may not be stricter in curbing earnings management by their larger clients (as in the DACC model) nor are they more lenient. These results suggest that non-Big 5 auditors do not give their larger clients more room to manage earnings.

Table 4 presents the difference of variance test results.  Hypothesis 2 predicts that if economic dependence dominates non-Big 5 auditor concern for loss of reputation and litigation risk, then the higher influence group will have a higher variance of signed accruals (both discretionary and total).  However, contrary to the economic dependence hypothesis, we find that the variances of discretionary and total accruals in the high influence clients group are significantly lower than those in the low influence group. This result corroborates the results from the OLS model: economic dependence does not appear to negatively influence non-Big 5 auditors’ propensity to curb earnings management by their larger clients. Rather, non-Big 5 auditors are at least as strict (or stricter) in their effort to detect and curb earnings management by their larger clients.  

When we reestimate the discretionary accruals (DACC) and total accruals (TACC) models using a firm-level measure of INFLUENCE, we find results (not reported) similar to the results reported in Tables 2 and 3 except for a slight decline in the significance of INFLUENCE in the discretionary accruals (DACC) model.  This finding is consistent with the viewpoint (as expressed, for example, by Reynolds and Francis, 2001) that the distinction between office- and firm-level measures of INFLUENCE is not critical for non-Big 5 auditors, which tend to have fewer offices. 

2.5. Additional analysis

The results presented in the previous section strongly suggest that economic dependence does not negatively impact auditors’ propensity to curb earning management. In this section, we conduct additional analyses, as do Reynolds and Francis (2001), to check the robustness of the results to variations in the measurement of variables and model specification. 

2.5.1. Extreme office size

We exclude clients audited by offices with three or fewer clients in order to test whether smaller offices with fewer public clients (some with only one client) and hence higher INFLUENCE values are driving the results reported in this paper.
 This procedure results in 378 remaining observations. 

The results for the total accrual (TACC) model are similar to the results for the full sample. In the discretionary accrual (DACC) model, INFLUENCE, although still negative, is no more significant.
 Overall, our primary finding that non-Big 5 auditors are at least as strict as Big 5 auditors in curbing earnings management by their larger clients is robust to the exclusion of clients of small offices. 

2.5.2. Absolute client size

We explore the size effect in two ways.  First, we subdivide the sample into two groups, large and small, based on whether an audit client has an above- or below-median SALES value, and estimate separate models for each group.  The results from both the DACC and TACC models are indistinguishable from those reported in Tables 2 and 3 with one exception. INFLUENCE, even though still negative, is not significant in the DACC model for the large client subsample. This result might mean that the significant negative association between DACC and INFLUENCE is driven by the smaller firms (in absolute size) in our sample. However, the small size of the sample in the subgroups can also explain the decline in the significance of INFLUENCE in the large-firm group. 

Second, we include an interaction term, the size dummy * INFLUENCE, as an additional explanatory variable in the base total accrual (TACC) and discretionary accrual (DACC) models. The signs and significances of all the variables including INFLUENCE are the same as in the base model, and the interaction term is not significant. 

Taken together, the above results suggest that our main finding that non-Big 5 auditors are at least as strict as Big 5 auditors in curbing earnings management by their larger clients is robust to the inclusion of additional controls to capture the size effect. 

2.5.3 Financially distressed firms

The degree of a client’s financial distress may affect the auditor’s propensity to curb earnings management by changing the likelihood of the client’s continued existence and the auditor’s concern for reputation protection. Prior research documents that high financial distress firms are more likely to fail, and failed firms are more likely to be sued and get extensive press coverage.
 Therefore, to test the effect that degree of financial distress may have on the association between accruals and INFLUENCE, we run separate regressions for the high financial distress (below-median PBANK value) and low financial distress (above-median PBANK value) groups. 

The results from both the discretionary accrual (DACC) and the total accrual (TACC) models for the high financial distress subsample are indistinguishably similar to the results reported in Tables 2 and 3.  However, in the low financial distress subsample, the variable of interest, INFLUENCE, has an insignificantly positive coefficient both in the DACC and TACC models.
 Therefore, it appears that high financial distress companies are driving the significantly negative relation between INFLUENCE and accruals. Nonetheless, our main finding that economic dependence does not cause non-Big 5 auditors to treat their larger clients more favorably does not change. 

2.5.4 Growth options and debt

Growth firms tend to have lower debt (Smith and Watts, 1992; Gaver and Gaver, 1993), which suggests that in a cross-sectional model of accruals that does not include growth, DEBT may be picking up the growth effect as well.  To address this concern, we include GROWTH ([Market value of equity + book value of liabilities] divided by BV of assets) as an additional explanatory variable in both the accruals models. GROWTH is not significant in either model, while INFLUENCE continues to be significantly negative (insignificantly negative) in the discretionary accruals (total accruals) model.  Therefore, our results are robust to the inclusion of the growth variable.

2.5.5 Debt proxies

We use two discrete measures of debt in lieu of the continuous variable DEBT. First, the high debt dummy is coded 1 if a firm has above-median DEBT value, 0 otherwise. Second, the high debt dummy is coded 1 if a firm has a DEBT value above the top decile of DEBT, 0 otherwise.
  

When we use the median-based (top decile) measure of high debt, the debt dummy has its predicted positive sign and is weakly (strongly) significant.  The remaining results for both the discretionary (DACC) and total accruals (TACC) models are similar to those reported in Tables 1 and 2, confirming the robustness of the results to using dummy variable measures of leverage. 

2.5.5. Signed discretionary accruals

To test the robustness of the results to the way the dependent variable is measured, we subdivide the sample into positive and negative discretionary accruals and estimate separate models for each group.  In the negative discretionary accruals group, INFLUENCE is significantly positive, suggesting that larger clients of non-Big 5 auditors have lower negative discretionary accruals.
 In the positive discretionary accruals group, INFLUENCE has a positive but insignificant coefficient.
 Thus, it appears that firms with negative discretionary accruals are driving the significantly negative effect that INFLUENCE has on the absolute value of discretionary accruals.
 However, our finding that economic dependence is not negatively impacting the independence of non-Big 5 auditors is robust to variations in the measurement of the dependent variable.

2.5.6 Industry effects

Because it is possible that accruals vary across industries and that the variables included in the model are picking up such industry effects, we include industry dummies based on one-digit SIC codes.  However, this inclusion does not change the main results already reported in this paper. Additionally, after excluding firms in the utilities industry and financial sector, we reestimate the model.
 Again, the results are similar to those reported in Tables 2 and 3. Therefore, we conclude that the reported results are not caused by uncontrolled-for industry effects.

3. The going-concern opinion decision

Whereas the accrual test, being a joint test of client earnings management activities and auditor efforts to curb them, is an indirect, weak test of the auditor independence–auditor decision link, the going-concern opinion decision, as a direct, observable outcome of the audit process, provides a better framework for testing the economic dependence hypothesis (Reynolds and Francis, 2001; Defond et al., 2002). Therefore, in this section, we use this framework to examine the relation between INFLUENCE and the going-concern decisions of non-Big 5 auditors.  Section 3.1 outlines the hypothesis development, and Section 3.2 presents the empirical model. Section 3.3 discusses data and descriptive statistics, Section 3.4 summarizes the results, and Section 3.5 outlines the additional analyses. 

3.1 Hypothesis development

SAS 59 envisages auditors as issuing a going-concern report when substantial doubt exists about a client’s ability to continue as a going concern for one year beyond the financial statement date. 
 However, because an auditor’s propensity to issue a going-concern report when deserved is highly influenced by auditor independence from clients, it has been used by prior research as an empirical proxy for the exercise by auditors of independent judgment.
 

In their decisions to issue a going-concern report, auditors are faced with the same conflicting incentives as pertain to the accrual test. Failure to issue such a report when deserved often results in high litigation costs and significant loss of reputation (DeAngelo, 1981; Lennox, 1999). Additionally, as already noted, the larger the client, the higher the incidence and costs of litigation and the more likely the loss of reputation resulting from audit failures (Francis et al., 1993; O’Brien and Hodges, 1993). Therefore, consistent with the reputation protection hypothesis, auditors have an incentive to be more conservative in assessing the going-concern status of their larger clients. Nonetheless, conservative going-concern decisions are costly to the auditor because they may result in auditor switching (Krishnan, 1994) and lead to protests by parties negatively impacted by the undeserved qualification (Hopwood et al., 1994). Moreover, the larger the client, the greater the auditor loss from a client’s decision to switch (DeAngelo, 1981), suggesting that, consistent with the economic dependence hypothesis, auditors are less likely to issue a going-concern report to their larger clients.  

 If the economic dependence effect dominates, then non-Big 5 auditors will be less likely to issue a going-concern report to their larger clients. This assumption leads to Hypothesis 3:

H3:
Non-Big 5 auditors are less likely to issue a going-concern report to their relatively larger potentially financially distressed clients than to their otherwise similar smaller clients. 

3.2 The empirical model

To test Hypothesis 3, we use a logistic regression model in which the dependent variable is an indicator variable, OPINION, set to 1 when the auditor issues a going-concern opinion to the client, 0 otherwise.  The explanatory variables in the model are the variable of interest, INFLUENCE, and other control variables that proxy for contrary and mitigating factors enumerated in SAS 59 and widely used in prior research. As in the accrual test, the results reported in the tables are based on an office-level measure of INFLUENCE as discussed in Section 2.2. However, we also conduct additional analyses using a firm-level measure of INFLUENCE.  

Contrary factors weigh in favor of and mitigating factors weigh against issuing a going-concern report. The financial health of a client (also referred to as financial distress) is the most commonly used contrary factor.
 The poorer the financial health of the client, the more likely the auditor will issue a going-concern report.  Following Reynolds and Francis (2001), we use three proxies for financial health: Altman Z-scores (PBANK), an indicator variable for two successive years (1995 and 1996) of net loss (LOSS), and a proxy for closeness to covenant violation (DEBTCHG).  DEBTCHG, change in debt ratio, is measured as the difference between the debt ratio for 1996 and the debt ratio for 1995. Again, based on Reynolds and Francis (2001), we predict a negative sign on PBANK and a positive sign on LOSS and DEBTCHG.

SFAS 59 identifies certain actions a company intends to take to circumvent failure as mitigating factors.  This includes the planned sale of assets, issuance of new debt, and the refinancing of existing debt.  However, such planned actions are not observable ex ante, and hence we use the ex post measure of MITIGATE suggested by Reynolds and Francis (2001).  MITIGATE (an indicator variable set to 1 when the dollar value of assets sales and/or debt issues and/or stock issues in 1997 exceeds 5% of the value of assets in 1996, and 0, otherwise) is used as a proxy for these mitigating factors.  MITIGATE is expected to be negatively related to OPINION.

Smaller companies are more likely than larger firms to go bankrupt and to receive a going-concern opinion (Chow and Rice, 1982; McKeown et al., 1991; Mutchler et al., 1997; Geiger and Raghunandan, 2001; Henninger, 2001; Reynolds and Francis, 2001). In addition, companies that have been issued a going-concern opinion in the preceding year are more likely to be issued a going-concern opinion in the current year (Lennox, 1999; Henninger, 2001; Reynolds and Francis, 2001). Therefore, as in most prior research, we include as additional explanatory variables a client size proxy (SALES), measured as log of sales, and an indicator variable for having received a going-concern opinion in 1995 (PRIORGC). SALES and PRIORGC are predicted to have a negative and a positive sign, respectively. 

Thus, our empirical model is as follows:
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where 

OPINION
 =
1 if a company receives a going concern report, 0 otherwise;

INFLUENCE
=
log of client sales/sum of log of sales of each client of the office



 issuing the audit report;

PBANK
=
probability of bankruptcy based on Altman Z-score;

LOSS
=
1 if a company had a loss in 1995 and 1996, 0 otherwise;

DEBTCHG
=
ratio of total debt to total assets for 1996 minus ratio of total debt to 



total assets for 1995;

MITIGATE
=
1 if assets sales or debt issue or stock issue in 1997 scaled by total




assets for 1996 exceeds 5%, 0 otherwise;

SALES
=
log of client sales ($000);

PRIORGC
=
1 if the company received a going concern report in 1995, 0 



otherwise;

( 
=
error term.

3.3 Data and descriptive statistics

Auditors make the going-concern decision only in extreme scenarios when the continued existence of the client is in serious doubt. We therefore restrict our sample to those companies that are potentially financially distressed and hence likely to go bankrupt in the near future.  As in Reynolds and Francis (2001), a company is considered to be potentially financially distressed if it has a net loss and/or a negative operating cash flow in 1996. 

We start with the 972 companies audited by non-Big 5 auditors in 1996 for which we are able to (a) identify the office that conducted the audit and (b) find the sales data necessary to calculate the variable of interest, INFLUENCE.
  We then eliminate 352 companies (36.2%) that are not potentially financially distressed and 172 observations missing the financial data required to determine one or more of the control variables. Our final sample includes 448 potentially financially distressed companies. 


Consistent with our conjecture and prior empirical evidence, we find important differences between our sample of non Big-5 auditor clients and Reynolds and Francis’s (2001) sample of Big 5 auditor clients. Of the 448 companies in our sample, 98 (21.9%) received a going-concern report in 1996. This percentage, 21.9%, is about 2.4 times the 9.2% reported by Reynolds and Francis (2001) for Big 5 auditor clients. Companies in our sample are also smaller in size and have a lower OCF.

Table 5 presents descriptive statistics for the 350 companies that received a clean opinion and the 98 companies (21.9%) that were issued a going-concern report.  Although the difference in the value of INFLUENCE is not statistically significant, differences between the two groups for many of the control variables are. Consistent with expectations, companies receiving going-concern reports are in a state of poor financial health (i.e., have significantly lower PBANK value), are more likely to have two successive years of net loss (1995 and 1996), exhibit a higher increase in debt to total asset ratio (DEBT), are smaller in size, and are likely to have received a going-concern report in the prior year (1995).  

Contrary to the findings of Reynolds and Francis (2001) for their sample of Big 5 auditor clients, for our sample, we find that companies that received a going-concern report have higher MITIGATE values. This finding indicates that companies issued a going-concern report in 1996 are more likely in 1997 to sell assets or issue debt or stock whose dollar value is above 5% of their 1996 total assets.  This action could be part of these companies’ aggressive attempts to circumvent bankruptcy through asset sales or debt or stock financing.

3.4. Results from the logistic regression model

Table 6 presents the results from the logistic regression model in which we attempted to mitigate skewness and outlier problems by winsorizing each continuous variable so that the minimum is set at the first percentile and the maximum at the 99th percentile.
  The model is well specified with a pseudo R-squared of 37.2%, and a p-value of 0.001.  Standard diagnostic tests reveal no multicollinearity problems (Belsley et al., 1980), and the model correctly classifies companies in the sample into the going-concern and clean opinion groups in 90.1% of the cases. 

All variables in the model have the expected signs except for MITIGATE, which has an insignificantly positive sign.  Consistent with findings in prior research, companies in poor financial health (i.e., low PBANK), companies with two successive years of net loss (1995 and 1996), companies with a higher increase in their debt to total assets ratio (i.e., higher DEBTCHG), smaller companies (lower SALES), and those issued a going-concern report in 1995 are more likely to receive a going-concern report in 1996. 

Hypothesis 3 predicts that if economic dependence dominates the non-Big 5 firms’ going-concern opinion decisions, INFLUENCE will have a significantly negative coefficient.  However, contrary to this hypothesis, INFLUENCE has an unexpectedly positive, albeit statistically insignificant, coefficient. Yet there is no evidence to indicate that non-Big 5 auditors have a lower propensity to issue a going-concern report to their potentially financially distressed larger clients than they do to their otherwise similar smaller clients.  The concern for reputation protection seems to have fully offset (if not dominated) the effect of economic dependence on non-Big 5 auditors’ going-concern reporting decisions.  

We reestimate the model using a firm-level measure of INFLUENCE and find results (unreported) that are generally similar to the ones reported in Table 6; that is, INFLUENCE switches sign to negative but remains statistically insignificant. Thus, our finding that non-Big 5 auditors are as likely to issue a going-concern report to their potentially distressed larger clients as they do to their otherwise similar smaller clients is robust to the way INFLUENCE is measured (on an office or firm level). 

3.5 Additional analyses

In this section, we conduct additional analyses to assess the effects that clients of extremely small offices, absolute company size, and financial distress may have on the reported results.

3.5.1 Extreme office size

After deleting clients of extremely small auditor offices (offices whose client number is less than or equal to 3), we reestimate the logistic regression model on the remaining 226 companies (45 [19.9%] with going-concern and 181 [80.1%] with clean opinions).  We observe no noticeable change in the results except for a slight decline in the significances of LOSS, DEBTCHG, and SALES. INFLUENCE is still positive and insignificant. Thus, our results are robust to the exclusion of clients of smaller offices.

3.5.2. Absolute company size

The effect of INFLUENCE on the going-concern reporting decisions of auditors may differ across size groups (Reynolds and Francis, 2001).  To test this conjecture, we include as an additional explanatory variable an interaction term between a size indicator variable (set equal to 1 for firms with above-median SALES and 0 for those with below-median SALES) and INFLUENCE. Again, we find results identical to the results reported in Table 6. That is, the interaction term is negative but insignificant, and INFLUENCE continues to have an insignificantly positive coefficient.  This finding indicates that non-Big 5 auditors are as likely to issue a going-concern report to their potentially financially distressed larger clients as they do to their otherwise similar smaller clients in both absolute size groups.

3.5.3 Financially distressed firms

Auditors may be more likely to issue a going-concern report only to their larger clients that are in a state of poor financial health (Reynolds and Francis, 2001).  If so, the level of financial distress may mediate the effect of INFLUENCE on the auditor’s going-concern opinion decision. To address this concern, we include as an additional explanatory variable an interaction term between INFLUENCE and an indicator variable for high financial distress (set to 1 when a firm has a below-median PBANK value and 0 otherwise).

All control variables except MITIGATE continue to have their expected signs, and all, except for DEBTCHG and MITIGATE, are highly significant.  More important, INFLUENCE is negative and significant (at a one-tailed p-value of <0.05), while the interaction term is positive and significant at (at a p-value of <0.01).  The significantly negative INFLUENCE coefficient suggests that non-Big 5 auditors have a lower propensity to issue a going-concern report to their larger clients when the latter are not in a state of high financial distress. This finding is consistent with the economic dependence hypothesis and differs from the Reynolds and Francis (2001) finding for a sample of Big 5 auditor clients. However, the positive coefficient on the interaction term, which is consistent with the findings in Reynolds and Francis (2001), implies that non-Big 5 auditors become stricter with their larger clients as the latter become more financially distressed. 

4. Summary and conclusions

Reynolds and Francis (2001) examine the effect of client size on auditor reporting decision at the office level of Big 5 accounting firms and find no evidence in support of the conjecture that economic dependence leads auditors to treat their larger clients more favorably.  In fact, they document that larger clients of Big 5 auditors tend to have lower accruals and are more likely to receive a going-concern audit report.  However, their results may not be generalizable to the clients of non-Big 5 auditors because (a) there is a difference in the quality of audits Big 5 and Non-Big 5 auditors provide and (b) there is a difference in the inherent characteristics of the clients of Big 5 and Non-Big 5 auditors that might affect their incentives to manage earnings and their propensity to go bankrupt. 
In this paper, we examine the relationship between economic dependence and auditor decision making in the context of clients of non-Big 5 auditors. Descriptive analysis finds significant differences in most of the underlying characteristics of clients of non-Big 5 and Big 5 auditors. Most particularly, the clients of non-Big 5 auditors are smaller in size, have lower (more negative) cash flows scaled by lagged total assets, have smaller debt to total assets ratio, and tend to be much more financially distressed.  In addition, non-Big 5 auditors have a small number of public clients at a firm (office) level. Therefore, we find higher relative client size (INFLUENCE) values than those reported by Reynolds and Francis (2001). Moreover, compared to clients of Big 5 auditors, a higher proportion of potentially financially distressed clients of non-Big 5 auditors receive going-concern reports.

In the accrual test, we find that INFLUENCE is negatively significantly (insignificantly) related to the absolute value of discretionary accruals (total accruals) scaled by total assets. This result, which is contrary to the economic dependence hypothesis but similar to the findings of Reynolds and Francis (2001), suggests that non-Big 5 auditors do not give their larger clients more leeway to manage earnings. In fact, non-Big 5 auditors seem to treat their larger clients more strictly. 

Additional analysis finds that the significance of the negative effect of INFLUENCE on discretionary accruals is driven by (a) clients of extremely small offices (i.e., those with three or fewer clients), (b) smaller clients in absolute size (i.e., those with below-median SALES), (c) clients that are in a state of high financial distress (i.e., those below median PBANK value), and (d) companies that have negative accruals.  This finding contrasts with the insensitivity of the results reported by Reynolds and Francis (2001) and might be due to differences between the behavior of Big 5 and non-Big 5 auditors and/or the underlying characteristics of their respective clients. However, we caution against over interpretation of this result because the insignificance of INFLUENCE could be caused by the loss of power resulting from the breakup of the sample into groups.

The main results from the going-concern opinion test, which are similar to those in Reynolds and Francis (2001), indicate that non-Big 5 auditors are not less likely to issue a going-concern opinion to their larger clients. However, in a model that includes an interaction term between INFLUENCE and a dummy variable for a company’s being in high financial distress (i.e., having a below-median PBANK), we find that INFLUENCE is significantly negative and the interaction term is significantly positive. Thus, it appears that non-Big 5 auditors, unlike Big 5 auditors, are less likely to issue a going-concern report to their larger clients when the latter are not in a state of extreme financial distress (i.e., when they have an above-median PBANK value).  This finding lends partial support to the economic dependence hypothesis. 
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Table 1

Descriptive statistics for 759 firms used for the accrual tests*

	Variable
	Lower quartile
	Mean
	Median
	Upper quartile
	Standard deviation

	DACC
	0.0482
	0.1889
	0.1072
	0.2123
	0.3278

	TACC
	0.0496
	0.2376
	0.1082
	0.2187
	0.5114

	INFLUENCE
	0.1033
	0.4436
	0.2822
	1.0000
	0.3880

	OCF
	-0.1690
	-0.2001
	-0.0013
	0.1025
	1.1323

	SALES
	8.1080
	9.1846
	9.2794
	10.3374
	1.9450

	DEBT
	0.0516
	0.3137
	0.2283
	0.4095
	0.4162

	PBANK
	0.0110
	0.9623
	2.6300
	5.2580
	35.3521


*Companies audited by non-Big 5 auditors individually identified in Research Insight

DACC = Absolute value of discretionary accruals, scaled by lagged assets.

TACC = Absolute value of total accrual, scaled by lagged assets.

INFLUENCE =
Log of clients sales/the sum of log (sales) of all public clients of the office issuing the audit report. 

OCF = Operating cash flows, scaled by lagged assets.

SALES = Log of client sales. 

DEBT = Ratio of total debt to total assets.

PBANK = Probability of bankruptcy measured by Altman Z-score as reported in Research Insight.

Table 2

Cross sectional regression model of discretionary accruals (N = 759)*

	Variable
	Predicted sign
	Estimate
	t-statistics
	P-value

(two-tailed)

	Intercept
	?
	 0.4118
	  6.63
	0.0001

	INFLUENCE
	+
	-0.0466
	-1.59
	0.1123

	OCF
	-
	-0.0565
	-5.05
	0.0001

	SALES
	-
	-0.0277
	-4.50
	0.0001

	DEBT
	+
	 0.1257
	 3.93
	0.0001

	PBANK
	-
	 0.0011
	 2.98
	0.0030

	
	
	
	
	

	Adjusted R-square
	
	10.7%
	
	


*Dependent variable is absolute value of discretionary accruals scaled by lagged assets.

F-value = 19.16.



p < 0.0001.

DACC = Absolute value of discretionary accruals, scaled by lagged assets.

TACC = Absolute value of total accrual, scaled by lagged assets.

INFLUENCE = Log of clients sales/ sum of log (sales) of all public clients of the office issuing the audit report. 

OCF = Operating cash flows, scaled by lagged assets.

SALES
= Log of client sales.

DEBT = Ratio of total debt to total assets.

PBANK = Probability of bankruptcy measured by Altman Z-score as reported in Research Insight.

Table 3

Cross sectional regression model of total accruals (N = 759)*

	Variable
	Predicted sign
	Estimate
	t-statistics
	P-value

(two-tailed)

	Intercept
	?
	 0.3910
	 5.18
	0.0001

	INFLUENCE
	+
	-0.0255
	  -0.71
	0.4750

	OCF
	-
	-0.2631
	-19.32
	0.0001

	SALES
	-
	-0.0236
	  -3.15
	0.0017

	DEBT
	+
	 0.0734
	  1.88
	0.0599

	PBANK
	-
	-0.0013
	 -2.85
	0.0044

	
	
	
	
	

	Adjusted R-square
	
	45.69%
	
	


*Dependent variable is absolute value of total accruals scaled by lagged assets. 

F-value = 122.52. 


p < 0.0001.

DACC =
 Absolute value of discretionary accruals, scaled by lagged assets.

TACC =
Absolute value of total accrual, scaled by lagged assets.

INFLUENCE = Log of clients sales/sum of log (sales) of all public clients of the office issuing the audit report. 

OCF = Operating cash flows, scaled by lagged assets.

SALES = Log of client sales.

DEBT = Ratio of total debt to total assets.

PBANK = Probability of bankruptcy measured by Altman Z-score as reported in Research Insight.

Table 4

Test of differences in the variance of signed accruals for low influence versus high influence clients of individually identified non-Big 5 auditors

	
	Sample size
	Mean
	Variance

	Discretionary accruals

 Low influence clients***

 High influence clients***
	379

380
	-0.0290

 0.0130
	0.1793*

0.1066



	Total accruals

 Low influence clients***

 High influence clients***
	379

380
	-0.0860

-0.1080
	0.3367**

0.2810


*The variance of discretionary accruals for the low influence group is significantly higher than the variance of discretionary accruals for the high influence group based on F-test (p < 0.0001). There is no statistically significant difference in the mean of signed discretionary accruals between the two groups.

**The variance of total accruals for the low influence group is significantly higher than the variance of total accruals for the high influence group based on F-test (p < 0.0392). There is no statistically significant difference in the mean of signed total accruals between the two groups.

***High influence clients are those that have above-median influence, and low influence clients are those that have below-median influence.  The sample is the same as the sample used for Tables 2 and 3. 

Table 5

Descriptive statistics for 448 potentially financially distressed firms in the year 1996

	Variable
	Lower quartile
	Mean
	Median
	Upper quartile
	Standard deviation


Panel A: Companies with an unmodified clean report (N = 350)

	INFLUENCE
	0.1004
	0.4198
	0.2596
	1.0000
	0.3768

	PBANK
	1.0710
	4.8356*
	2.6395
	5.1470
	10.5429

	LOSS
	0.0000
	0.4857*
	0.0000
	1.0000
	0.5005

	DEBTCHG
	-0.0585
	-0.0388**
	0.0000
	0.0678
	0.3456

	MITIGATE
	0.0000
	0.5257**
	1.0000
	1.0000
	0.5005

	SALES
	8.1391
	9.2072*
	9.3705
	10.2263
	1.7877

	PRIORGC
	0.0000
	0.0400*
	0.0000
	0.0000
	0.1962


Panel B: Companies that received a going-concern audit report (N = 98)

	INFLUENCE
	0.0965
	0.4408
	0.2866
	1.0000
	0.3915

	PBANK
	-7.5440
	-9.8653*
	-2.0615
	0.3740
	35.3114

	LOSS
	1.0000
	0.8673*
	1.0000
	1.0000
	0.3409

	DEBTCHG
	-0.1203
	0.0604**
	0.0242
	0.1927
	0.5725

	MITIGATE
	0.0000
	0.6429**
	1.0000
	1.0000
	0.4816

	SALES
	6.6477
	7.7678*
	8.1047
	8.9945
	1.7818

	PRIORGC
	0.0000
	0.6633*
	1.0000
	1.0000
	0.4750


*Differences of means between the clean (non-going concern) and going concern samples are statistically significant at p = 0.0001. 

**Differences of means between the clean (non-going concern) and going concern samples are statistically significant at p = 0.05.  

OPINION = 1 if a company gets a going concern report, = 0 otherwise.

INFLUENCE = log of client sales/sum of log of sales of each client of the office issuing the audit report.

PBANK
= probability of bankruptcy based on Altman Z-score.

LOSS = 1 if a company has a loss in 1995 and 1996, = 0 otherwise.

DEBTCHG = ratio of total debt to total assets for 1996 minus ratio of total debt to total assets for 1995. 

MITIGATE = 1 if assets sales or debt issue or stock issue in 1997 scaled by total assets for 1996 exceeds 5%, = 0 otherwise.

SALES = log of client sales.

PRIORGC = 1 if the company received a going concern report in 1995, = 0 otherwise.

Table 6

Logistic model of auditor’s going-concern decision for 448 potentially distressed firms*

	Variable
	Predicted sign
	Estimate
	Chi-square
	P-value

	Intercept
	?
	-1.3537
	1.7908
	0.1808

	INFLUENCE
	-
	0.1047
	0.0610
	0.8049

	PBANK
	-
	-0.0317
	7.8867
	0.0050

	LOSS
	+
	1.1413
	7.5653
	0.0060

	DEBTCHG
	+
	0.4861
	1.2251
	0.2684

	MITIGATE
	-
	0.2592
	0.5989
	0.4390

	SALES
	-
	-0.2086
	4.5277
	0.0334

	PRIORGC
	+
	3.3157
	81.3980
	0.0001


*Dependent variable GCONC = 1 if company received going concern audit report for 1996, = 0 otherwise.

Model chi-square = 208.1063; p<0.0001; pseudo R2 = 37.16%; concordant 90.1%; discordant 9.7%.

OPINION = 1 if a company gets a going concern report, =0 otherwise.

INFLUENCE = log of client sales/sum of log of sales of each client of the office issuing the audit report.

PBANK = probability of bankruptcy based on Altman Z-score.

LOSS = 1 if a company has a loss in 1995 and 1996, = 0 otherwise.

DEBTCHG = ratio of total debt to total assets for 1996 minus ratio of total debt to total assets for 1995. 

MITIGATE = 1 if assets sales or debt issue or stock issue in 1997 scaled by total assets for 1996 exceeds 5%, = 0 otherwise.

SALES = log of client sales. 

PRIORGC = 1 if the company received a going concern report in 1995, = 0 otherwise.

� We use Big 5 in reference to brand name auditors: Big 8, Big 6, or now Big 4 firms. Brand name auditors are paid larger fees because they provide high-quality audits (Simunic and Stein, 1987; Craswell et al., 1995). Clients of Big 5 auditors have lower discretionary accruals than otherwise similar clients of non-Big 5 auditors (Becker et al. 1998; Francis et al., 1999). Brand name auditors are also more likely to issue a going-concern report (Mutchler et al., 1997).  


� Although not directly related to the accrual issue, the collapse of Arthur Andersen following the Enron debacle is illustrative of the ultimate penalty the auditor faces for failure in the audit of its larger clients.





� Ability to manage earnings towards a desired level implies that firms have more freedom to manage earnings up or down, as desired. A cross-section of firms with differing incentives to manage earnings will tend to manage earnings in all directions, some up wards and other downwards, thereby increasing the variance of accruals.


� For example, see Reynolds and Francis (2001); also  Healy (1985); Warfield et al. (1995); Defond and Park (1997); Francis et al. (1999).  


� We choose this model because prior research finds it to be better specified than time series and other models of discretionary accruals (Dechow et al., 1995; Subramanyam ,1996; Bartov et al., 2001).  





� Reynolds and Francis (2001) argue that the log of sales is a good measure of influence because it is strongly correlated with audit fees as documented by Craswell et al. (1995) and Francis (1984).  They further maintain that “the economic importance of a client is directly proportional to the magnitude of its fees relative to total fees of the office” (384).





� For example, see Dechow et al., 1995; Bartov et al., 2001; Reynolds and Francis, 2001.


� Reynolds and Francis (2001) designate PBANK as a proxy for financial distress, so we will use that terminology here for ease in comparing our results with theirs.  


� This common screen is run by most prior researchers, including Reynolds and Francis (2001), because of the cross-sectional Jones model’s sensitivity to a small number of observations.


� Reynolds and Francis (2001) report mean (median) discretionary accruals of 0.09 (0.05) and mean (median) total accruals of 0.10 (0.05). 


� The high mean (median) INFLUENCE value in our sample, which is consistent with expectations, may have been caused by the fewer number of public clients that the offices of non-Big 5 firms typically have.  


� However, inconsistent with expectations, the median PBANK value of 2.63 in our sample is higher than the median value of 1.79 reported by Reynolds and Francis (2001). 


� A sensitivity analysis with the unwinsorized data and the data winsorized at 1% and 99% gives results that are similar to the results reported in the tables.  


� These R-squares are higher than the 7.2% and 6.8%, respectively, reported in Reynolds and Francis (2001). The high adjusted R-squares in our sample may be due to the small number and more homogenous nature of the clients of the non-Big 5 audit firms. 


� Reynolds and Francis (2001) find an insignificant coefficient on DEBT in their study of the clients of Big 5 auditors. 


� We have no ready explanation for the positive PBANK coefficient, which is inconsistent with both our expectations and the findings in Reynolds and Francis (2001). 


� Reynolds and Francis (2001) exclude observations both from offices with small (<3) clients and from offices with high number of clients (100 or more). In our sample, we do not have extremely large offices. Thus, we exclude only observations from offices with few clients. 


� The loss in the significance of INFLUENCE may have resulted from the lower power of our tests resulting from the elimination of a large number of observations and therefore should be interpreted in context.


� For example, see Stice (1991); Carceilo and Palmrose (1994); Heninger (2001).


� The significance of all the control variables except OCF also declined some.


� This definition of high and low debt is used in Becker et al. (1998).


� Of the control variables, OCF and PBANK lost significance.


� Of the control variables, SALES and DEBT lost significance. 


� The small size of the sample in each group may also account for the loss of significance.


� Some prior studies, for example Bartov et al. (2001) and Dee et al. (2002) exclude utilities and financial sector firms on the premise that they have different incentives than firms in other industries.  


� SAS 59 requires auditors to take contrary and mitigating factors into account when making this decision.


� Prior research that uses qualified opinion as an indicator of auditor independence includes Barkess et al (1996); Craswell (1999); Craswell et al. (2002).


� Studies that use financial health (distress) as a contrary factor include: Reynolds and Francis (2001); Dopuch et al., (1987); Mennon and Schwartz (1987); Bell and Tabor (1991); Jeter and Shaw (1995); Krishnan and Krishnan (1996); Mutcheler et al. (1997); and Louwers (1998). 


29 It should be recalled that high PBANK implies better financial health or lower financial distress.


�


� Note that the number of companies, 972, we start with, is the same as the number we start with in the accrual test after eliminating firms with missing 10K, Big 5 auditor, missing sales data, and missing auditor office information (1394-261-6-59-96=972).


� Results from models that use the unwinsorized data or a different form of winsorization (at mean plus or minus three standard deviations) are similar to the reported results.


� The results from models that use the firm level measure of INFLUENCE are identical to the results from models that use the office level measure of INFLUENCE.
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