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SOX Section 404 Material Weakness Disclosures and Audit Fees
Abstract


Section 404 of the Sarbanes-Oxley Act, and the ensuing Auditing Standard No. 2 (PCAOB 2004), requires management and the auditor to report on internal controls over financial reporting.   Section 404 is arguably the most controversial element of SOX, and much of the debate around the costs of implementing section 404 has focused on auditors’ fees (Ernst & Young 2005).  In this paper, we examine the association between audit fees and internal control disclosures made pursuant to section 404.  Our sample includes all of the 731 manufacturing firms that (a) have a December 31, 2004 fiscal year end, and (b) filed the section 404 report by May 15, 2005.  We find that the mean (median) audit fees for the firms in our sample for fiscal 2004 is 86 (127) percent higher than the corresponding fees for fiscal 2003.  Audit fees for fiscal 2004 are 59 percent higher for clients with a material weakness disclosure compared to clients without such disclosure; however, audit fees for fiscal 2003 are not associated an internal control material weakness disclosure (in the 10-K filed following fiscal 2004).  We also find that the association between audit fees and the presence of a material weakness disclosure does not vary depending on the type of disclosure (systemic problem vs. account or transaction specific problem). 
SOX Section 404 Material Weakness Disclosures and Audit Fees

In this paper we examine the association between material weakness disclosures made pursuant to section 404 of the Sarbanes-Oxley Act (SOX 2002) and audit fees. Section 404 and the subsequent PCAOB standards relating to this section (PCAOB 2004) require (a) a management report on internal control over financial reporting, (b) auditor attestation of such a management report, and (c) an auditor’s report on internal control.  The internal control reporting requirements have been the most controversial elements of SOX.  Many SEC registrants and others have complained about the high-costs associated with the new requirements (SEC 2005b) and audit fees account for a significant part of section 404 implementation costs (ABA 2005; FEI 2005; Ernst & Young 2005).

Our analysis focuses on audit fees paid by all of the 731 manufacturing firms with a December 31, 2004 fiscal year end that filed their 404 reports by May 15, 2005.  Not surprisingly, we find that the audit fees are higher for the 76 firms that disclosed material weaknesses in internal controls over financial reporting pursuant to section 404 of SOX.  Of greater interest are our results related to the magnitude of the higher fees, the effects on prior year audit fees, and the effects of types of internal control weaknesses on audit fees.

We find that audit fees for fiscal 2004 are 59 percent higher for firms that report a section 404 material weakness disclosure than for firms without such disclosure.  However, the material weakness indicator variable is not significant in explaining audit fees for the same firms for the fiscal year ending December 31, 2003.  We find that voluntary disclosures about internal control material weakness disclosures before section 404 became effective are not associated with higher audit fees for either 2004 or 2003.  Audit fees are higher both when there are internal control weaknesses that can be categorized as broad or systemic and when weaknesses are narrow in scope (e.g., affecting only one type of transaction or related accounts).   

SOX became law in July 2002 and the associated SEC implementation rule was issued in early 2003, so both companies and their auditors were aware of the internal control related reporting requirements well before 2004.  In addition, auditing standards have long required the auditor to consider the internal controls of the client in audit planning.  Hence, the fact that the section 404 material weakness indicator is significant in explaining audit fees for fiscal 2004, but not for fiscal 2003, is surprising.  The results suggest that many auditors did not test internal controls extensively in 2003 but began to test extensively for internal controls (and accordingly modify their audit programs) only in 2004 and charged higher fees in the presence of internal control weaknesses in 2004.  The change in audit approach could perhaps be attributed to the fact that the PCAOB issued AS No. 2 only in March 2004 (with subsequent approval by the SEC in June 2004) and additional guidance was issued by the PCAOB in June, July, October and November of 2004.


We find that the audit fees for 2004 are in general much higher than the corresponding fees for 2003.  However, while the median increase in audit fees from 2003 to 2004 is 105 percent for companies without a material weakness in internal controls the corresponding median increase in audit fees is 164 percent for firms with a material weakness disclosure.

Bond rating agencies have noted that their reactions will differ depending on the type of material weakness disclosures: systemic or account/transaction specific (Moody’s Investor Service 2004; Fitch Ratings 2005).  However, we find that the association between audit fees and material weakness disclosures do not vary depending on the type of internal control weakness.  These results suggest that the responses of auditors to different types of internal control weaknesses may differ from those of financial statement users.

In summary, our paper provides empirical evidence about audit fees for a group of manufacturing firms that are subject to the requirements of section 404 of SOX.  Our paper adds to both the audit fees and the internal control / section 404 literatures by documenting the association between audit fees and section 404 material weakness disclosures.
BACKGROUND AND HYPOTHESES

SOX was enacted in July 2002 in the aftermath of the Enron, Andersen and WorldCom failures.  Section 404(a) of SOX requires the SEC to prescribe rules requiring that each annual report filed with the SEC under the 1934 Securities Exchange Act shall “contain an internal control report, which shall--

(1) state the responsibility of management for establishing  and maintaining an adequate internal control structure and procedures for financial reporting; and

 (2) contain an assessment, as of the end of the most recent fiscal year of the issuer, of the effectiveness of the internal control structure and procedures of the issuer for financial 

reporting.”

In addition, Section 404(b) specifies that

“With respect to the internal control assessment required by subsection (a), each registered public accounting firm that prepares or issues the audit report for the issuer shall attest to, and report on, the assessment made by the management of the issuer. …Any such attestation shall not be the subject of a separate engagement.”


Section 404 has arguably been the most controversial element of SOX.  Many SEC registrants and business associations have complained about the costs associated with the internal control reporting requirement and some have called for the revision (if not repeal) of such requirements (e.g., AEA 2005; FEI 2005; Microsoft 2005; Powell 2005).  Both the U.S. Senate and the U.S. House of Representatives held hearings that focused on the costs associated with the internal control reporting requirements and other elements of SOX (U.S. Senate 2004; U.S. House of Representatives 2005).  In such hearings, SEC Chairman William Donaldson acknowledged that “the internal control reporting and auditing requirements … have required significant outlays of time and expense” (Donaldson 2005).  In light of such vociferous criticism, the SEC (a) twice postponed the adoption date for section 404,
 (b) commissioned a round-table to discuss implementation issues related to section 404, and (c) formed an advisory committee on smaller companies to “examine the impact of the Sarbanes-Oxley Act and other aspects of the federal securities laws on smaller companies” (SEC 2005a).
Audit Fees and Section 404


Audit fees account for a substantial part of the costs associated with the implementation of section 404 (c.f., ABA 2005; FEI 2005).  The CEO of Ernst & Young (EY) acknowledged that “much of the debate regarding the high costs of 404 implementation seems to be centered on audit fees” (EY 2005).  EY and the other Big 4 note in submissions to the SEC that audit fees, on average, constitute about 25 percent of the issuer costs attributable to implementation of section 404 (SEC 2005b).  Thus, patterns of increases in audit fees (as a result of the implementation of section 404) are sufficiently interesting to be examined in their own light.

Auditing standards have long recognized the significance of internal control in auditing, since weak internal controls over financial reporting result in less-reliable numbers from the accounting system.  However, auditors had the option of not relying on internal controls and rely solely on the results from substantive tests.   Thus, prior to SOX the only required audit procedure related to internal controls was that auditors had to obtain an understanding of clients’ internal controls; tests of internal controls were necessary only if the auditor decided to rely on the internal controls.  


SOX changes the requirements related to internal controls, and requires the auditor to evaluate management’s assertion about the effectiveness of internal controls.  In addition, AS No. 2 (PCAOB 2004) requires auditors to perform their own independent assessment related to internal controls over financial reporting and issue a report based on such assessment.  Hence, it is likely that the audit approaches would be substantially different in the post-SOX period than in the pre-SOX period.  The CEO of EY acknowledged this and noted that “the effort required by the audits of internal control under 404 and AS2 is substantially greater than the effort traditionally required for consideration of internal control solely in connection with audits of financial statements” (EY 2005).

The presence of a material weakness creates significant additional work for auditors including additional (a) testing and changes in the audit program, (b) partner time related to discussions with client management, and (c) documentation related to the decision to classify a weakness as a material weakness as opposed to a significant deficiency (which does not require disclosure in SEC filings).  Such additional work can be expected to lead to higher audit fees.


In addition, auditors and others also have noted that there would be adverse consequences to issuers that disclose material weaknesses in internal controls.  A senior manager with PWC noted that when internal control over financial reporting is determined to be ineffective it increases “the probability that accounting problems exist” (Wilfert 2005).  Credit rating agencies have suggested that certain types of internal control weaknesses would be a factor in their rating decisions (Moody’s Investor Services 2004; Fitch Ratings 2005).  Hence, the presence of a material weakness can also lead to an increase in the auditor’s risk premium related to audit fees.

Together, the above discussion suggests the first hypothesis:

H01: Audit fees for fiscal 2004 will be higher for firms that disclose a material weakness in internal controls over financial reporting than for firms without such disclosures.


SOX became law in July 2002, and both issuers and auditors were aware of the internal control requirements of section 404.  Audit firms have noted that “much of the preparation for 404 implementation started in 2003” (e.g., EY 2005).  In addition, it is unlikely that the material weaknesses that were disclosed in section 404 reports (in early 2005) developed only in 2004 but were not present in 2003.
  Hence, it is reasonable to expect that the effects of material weaknesses in internal controls would be reflected in the audit fees for fiscal 2003, well before the required implementation date of 2004.


However, the timeline of actions by regulators suggests that there may not be an association between material weakness disclosures pursuant to section 404 and audit fees for fiscal 2003.  Section 103 of SOX requires the PCAOB to issue rules relating to the “auditor’s testing of the internal control structure and procedures of the issuer.”  Pursuant to this mandate, the PCAOB issued Auditing Standard No. 2 but only in March 2004, and the SEC approved this standard in June 2004.  EY notes that “only then, subsequent to AS2 being issued, did auditors have the opportunity to actively start identifying implementation issues and seeking answers to their questions from the PCAOB staff. Additional interpretive guidance was issued by the SEC and PCAOB during the latter half of 2004 (in June, July, October, and November) and in January 2005.”


Thus, there are differing arguments about whether we are likely to find an association between the disclosures of a material weakness pursuant to section 404 in filings made with the SEC after fiscal 2004 and audit fees for fiscal 2003. Hence, we do not make a directional prediction related to our second hypothesis:

H02: Audit fees for fiscal 2003 will not be different for firms that disclose a material weakness in internal controls over financial reporting and for firms without such disclosures.

METHOD

Model


We use the following model to examine the association between audit fees and the type of internal control report:
LAFEE
= b0 + b1*LNTA + b2*RECINV + b3*FORGN + b4*SQSEG + b5*INITIAL + b6*LIQ + b7*DA + b8*ROA+ b9*GC + b10*BIG4 + b11*MW 

The variables are defined as follows:

LAFEE
= Natural log of audit fees.

LNTA

= Natural log of total assets at year-end.

RECINV
= Receivables and inventory as a proportion of total assets at year-end.

FORGN
= 1 if the firm has foreign operations, else 0.

SQSEG
= Square-root of the number of operating segments.

INITIAL
= 1 if the audit is an initial engagement, else 0.

LIQ

= Current ratio at year-end.

DA

= Total debt divided by total assets at year-end.

ROA

= Return-on-assets (operating income/total assets).

GC

= 1 if audit report modified for going-concern, else 0.

BIG4

= 1 if Big 4 auditor, else 0.

MW

= 1 if there is a material weakness disclosure in audit report, else 0. 


Our control variables are derived based on prior research.  Almost all models that seek to explain audit fees follow the approach in Simunic (1980) and use various measures of client size, complexity and risk such as LTA, RECINV, FORGN, SQSEG, and GC.   We include DA, LIQ, ROA in our model given the significance of these or similar variables in recent research (e.g., Francis and Wang 2005; Whisenant et al. 2003).  

Sample


We restrict our analysis to manufacturing firms with a December 31 fiscal year-end for the following reasons. First, prior research suggests that audit fees vary across industries (e.g., Simunic 1980; Casterella et al. 2004). Second, it is likely that both the presence of material weaknesses in internal control and the effects of such weaknesses on audit effort and fees would vary across industries. Hence, we wanted a relatively homogeneous group of firms.


Section 404 and the related PCAOB standard, AS No. 2, both have led to major changes in auditing.  Detailed guidance from the PCAOB was available only in the second half of 2004, and given the time-pressures on auditors and clients we wanted to restrict the analyses to firms with an identical fiscal year-end.  Hence, we restrict the analysis to firms with a 12-31-2004 fiscal year-end.

We start with a list of 2,956 firms that filed their section 404 reports by May 15, 2005, per the AuditAnalytics database.  Of these firms, 731 firms are (a) in the manufacturing sector (i.e., SIC codes 20-39), (b) have a December 31, 2004 fiscal year end, (c) are U.S. firms, and (d) have relevant fee data available in the AuditAnalytics database. We obtain the dependent variables for fiscal 2004 from individual 10-K filings (since the Compustat database for fiscal 2004 was not yet available as of May 2005) of the firms in our sample; we obtain all data for fiscal 2003 (other than audit fees) from the Compustat database. 
RESULTS


Table 1 provides descriptive data about the sample.  The mean (median) total assets are $5,876 (533) million.  Receivables and inventory constitute about 24 percent of total assets, and about 64 percent of our sample has foreign operations.  Forty-three of the 731 observations in the sample (5.9 percent) represent initial year-audits, and 671 firms have Big 4 auditors (91.8 percent). Seventy-six of the firms (10.4 percent) report one or more section 404 material weaknesses in internal control.

Table 2 presents the correlation matrix for the independent variables.  The highest correlation is only .437, suggesting that multicollinearity is not likely to be a problem. This is confirmed later by VIF scores from our regression, none of which exceeds 1.6.


Table 3 provides descriptive data about the audit fees for fiscal years 2003 and 2004.  The mean audit fee for fiscal 2004 is $2,960,622 which represents an 86 percent increase over the mean audit fee of $1,591,790 for fiscal 2003.  The 25th percentile, median, and 75th percentile values for fiscal 2004 audit fees are all more than double the corresponding values for fiscal 2003 audit fees.  Audit fees for fiscal 2004 were higher (lower) than the audit fees for fiscal 2003 for 699 (31) of the firms in our sample.
  Overall, these numbers provide some empirical evidence about the magnitude of increase in audit fees in 2004 relative to 2003. 


Table 4 presents the results from two regressions – one each for fiscal 2004 and 2003 fees.  Both regressions are highly significant, and the explanatory powers of both regressions are fairly high and quite similar (the adjusted R-squares are .74 and .79 for the 2004 and 2003 regressions, respectively).  The variable of interest, MW, is positive and significant in the 2004 regression but not significant in the 2003 regression indicating that the presence of a section 404 material weakness disclosure is associated with higher audit fees in 2004 but not in 2003.  The coefficient for MW in the regression is .463, so the effect of having a material weakness in internal control corresponds to a 59 percent increase in audit fees.

Additional Analyses: Types of Material Weaknesses

Bond rating agencies have noted that their responses to section 404 disclosures will vary depending on the type of material weakness. For example, Fitch Ratings (2005) classifies internal control weakness disclosures as pervasive/systemic control weaknesses or transaction-level/account-specific control weaknesses.  Fitch Ratings (2005) notes that 

“Certain material weaknesses might constitute pervasive risks, such as problems with ‘tone at the top’ or the quality of personnel in charge of the financial reporting functions. … Ratings for companies not previously identified as having such pervasive weaknesses by Fitch will need to be looked at carefully, and negative action is likely. … Material weaknesses in internal controls can also occur at the transaction level, potentially affecting information such as specific account balances. However, auditors usually can perform tests fairly easily to ensure that account balances are fairly stated and disclosures are adequate.”

Similarly, Moody’s Investors Service (2004) states that material weakness disclosures will be classified as Type A or Type B – analogous to the account/transaction or systemic weakness categories of Fitch – and that their impact on bond ratings will be different, with adverse consequences more likely for Type B internal control weaknesses. 

As seen in Table 5, 21 of the 76 firms with section 404 material weakness disclosures state problems that relate only to a specific type of transaction or account.  The remaining 55 firms disclose problems that are broader in nature.  For example, 36 of the firms note problems with the quality and/or training of accounting personnel, while 23 firms disclose problems with the reconciliation of accounts and financial statement preparation.  We refer to such problems as systemic problems.


We examine the association between audit fees and the type of material weakness by replacing the MW variable with two indicator variables: MWSYS and MWSPC.  MWSYS (MWSPC) takes a value of 1 if the issuer reported a systemic problem (problem related to a specific account or transaction type) and 0 otherwise. We include MWSYS and MWSPC in the regression (but drop the MW variable).  As seen in panel B of Table 5, both indicator variables are significant for fiscal 2004 fees but not for fiscal 2003 fees.  These results indicate that audit fees are higher for issuers that disclose a section 404 internal control weakness disclosure, irrespective of the type of material weakness disclosure.

Additional Analyses: Voluntary Disclosures in 2004

Section 302 of SOX deals with another type of disclosures related to controls within an entity – disclosure controls.  There is significant overlap between disclosure controls and internal controls over financial reporting (SEC 2003).  However, there are many differences between disclosures under sections 302 and 404. One of the differences is that auditor association with section 302 disclosures is only indirect, in contrast to the direct assessment and reporting requirements under section 404.  Section 302 of SOX became effective on August 29, 2002, while section 404 of SOX became effective for fiscal year ends after November 15, 2004.  An industry newsletter (ComplianceWeek) notes that some firms voluntarily disclosed internal control problems in 2004 while making section 302 disclosures, before the implementation date for section 404.  We obtained the list of voluntary disclosures made by firms in 2004 prior to the required 404 disclosures from ComplianceWeek.  

Fourteen firms in our sample voluntarily disclosed a material weakness in internal control during 2004, but only nine of these firms later also disclosed a weakness under section 404.
  We included a dummy variable in our regression model to capture the effects of voluntary reporting of internal control weaknesses prior to the implementation date of section 404.  VOLMW equals 1 if the firm voluntarily disclosed a material weakness in internal controls in 2004, and 0 otherwise. VOLMW is not significant in the fee regressions for either 2004 or 2003, and the significance of the other variables remains substantively similar to those reported in table 4.  
Sensitivity Tests


We perform the following size-related tests.  First, we partition the sample into two groups based on total assets (below or above median) and perform separate regressions on the two samples.  Our results related to the variable of interest, MW, hold in both samples.  Second, we delete outlier observations that were more than two standard deviations away from the mean total assets.  Third, for the continuous variables we use the values at the 1st and 99th percentiles to winsorize the sample. In each instance, our results remain qualitatively similar to those presented in the paper.


Our sample includes 60 firms audited by non-Big 4 firms.  We delete these 60 firms, and thus restrict the sample to clients of the Big 4 firms.  The results with the sub-sample of Big 4 clients are similar to those reported in the paper.  In addition, we checked if clients of any particular Big 4 firm were driving the results.  We add three dummy variables in the regression for such analysis; the coefficient for PWC is positive and significant indicating the presence of a PricewaterhouseCoopers fee premium, but the inferences related to the other variables remain unchanged.
SUMMARY AND CONCLUSIONS

Section 404 of the Sarbanes-Oxley Act has arguably been the most controversial element of SOX.  There have been numerous complaints about the high costs associated with that part of SOX, and “much of the debate regarding the high costs of 404 implementation seems to be centered on audit fees” (Ernst & Young 2005).  In this paper, we examine the association between section 404 disclosures and audit fees.  Our sample includes all of the 731 manufacturing firms with a December 31, 2004 fiscal year end that had filed their section 404 reports by May 15, 2005.


We find that the mean (median) audit fees for fiscal 2004 is 86 (127) percent higher than the corresponding audit fees for fiscal 2003; while the fact that the fees are higher is itself not surprising, the magnitude of the increase in fees gives some empirical evidence about the changed audit environment in 2004 compared to 2003.  


Results from our regression model indicate that the audit fee for fiscal 2004 for firms disclosing a material weakness in internal control over financial reporting is 59 percent higher than for firms without such a disclosure.  However, we find that the audit fees for fiscal 2003 are not associated with the presence of a material weakness disclosure (in the 10-K filed following fiscal 2004).  Auditing standards have long required auditors to evaluate the client’s internal controls (unless the auditor decided not to rely on internal controls), so the result related to 2003 fees is initially surprising.  Unless the material weaknesses developed only in 2004, the evidence suggests that auditors (a) were not testing internal controls extensively in 2003 and therefore did not charge higher fees in the presence of internal control weaknesses in 2003, but (b) began to test extensively for internal controls (and accordingly modify their audit programs) only in 2004 and charged higher fees in the presence of internal control weaknesses in 2004.  An alternative, but not mutually exclusive, explanation is that some companies and their auditors may not have started their section 404 work until 2004, but once the auditor and/or client identifies a material weakness the audit fees went up drastically. Of course, detailed guidance from the PCAOB relating to section 404 audits was available only in March 2004, with additional guidance provided throughout the year. Hence, it is reasonable that audit programs were adjusted during 2004 resulting in higher fees for fiscal 2004, particularly in the presence of a material weakness in internal control over financial reporting.


Some firms have voluntarily disclosed material weaknesses in internal control in other filings with the SEC during 2004, before the required implementation date of section 404.  We find that such voluntary disclosure is not associated with higher audit fees in either fiscal 2004 or fiscal 2003; however, our inferences must be viewed with caution since only 14 firms in our sample made such voluntary disclosures.

Bond rating agencies have stated that user perceptions about internal control weakness disclosures will vary depending on the type of internal control weakness, with disclosures about systemic or pervasive weaknesses leading to more adverse consequences than disclosures of problems that are account or transaction specific.  However, we find that the association between audit fees and internal control disclosures does not vary depending on the type of material weakness.  While this may appear to contradict the views expressed by bond rating agencies about the differences in risks associated with the two types of disclosures, it could simply reflect the fact that auditors may increase the level of substantive testing in the presence of either type of internal control problem – at least in the initial year of identifying a material weakness.  

An interesting issue for future research is to examine if auditors’ reactions vary depending on the type of internal control weakness.  For example, are auditors more likely to resign from engagements in the presence of systemic or pervasive internal control problems? Auditors may have been reluctant to resign from engagements in 2004 after a material weakness determination, and thus add to the clients’ problems in a year of significant change, but may be more likely to resign once the initial-year work associated with section 404 is over. Another interesting issue is to examine the pattern of audit fees for clients disclosing different types of internal control weaknesses.  The Big 4 have noted in submissions to the SEC that they expect audit fees to be lower in future years, given the learning curve effect related to section 404 work (e.g., PricewaterhouseCoopers 2005; EY 2005).  However, the pattern of reductions in audit fees may vary depending on (a) the existence of a material weakness, and (b) the type of material weakness.  These are empirical questions for future research.
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Table 1

Sample Statistics (n = 731)

	Variable
	Mean
	S.D.
	25th percentile
	Median
	75th percentile

	Total Assets ($M)
	5,876
	36,804
	140
	533
	2,076

	LNTA
	20.19
	1.94
	19.00
	20.00
	21.00

	RECINV
	0.24
	0.16
	0.12
	0.23
	0.33

	SQSEG
	1.40
	0.53
	1.00
	1.00
	1.73

	FORGN
	0.64
	0.48
	0.00
	1.00
	1.00

	INITIAL
	0.06
	0.24
	0.00
	0.00
	0.00

	LIQ
	3.85
	3.83
	1.73
	2.65
	4.55

	DA
	0.45
	0.29
	0.23
	0.42
	0.61

	ROA
	-0.04
	0.45
	-0.05
	0.04
	0.08

	GC
	0.02
	0.15
	0.00
	0.00
	0.00

	BIG4
	0.92
	0.27
	1.00
	1.00
	1.00

	MW
	0.10
	0.31
	0.00
	0.00
	0.00


Note: The sample includes all manufacturing firms that filed their section 404 reports with the SEC by May 15, 2005. The variables are defined as follows:

Total Assets  
= total assets.





LNTA            
= natural log of client’s total assets.






RECINV        
= proportion of total assets in accounts receivable and inventory.




SQSEG          
= square root of the number of segments.





FORGN        
= 1 if the firm has foreign operations, else 0.


INITIAL
= 1 if first year with auditor, else 0.

LIQ               
= ratio of current assets divided by current liabilities.





DA            
= total debt divided by total assets.






ROA             
= return on assets (operating income divided by total assets).

GC 

= 1 if audit opinion modified for going concern, else 0.

BIG4

= 1 if Big 4 auditor, else 0.

MW

= 1 if material weakness in internal control, else 0.

Table 2

Pearson Correlations (p-values) 

	Variable Name
	RECINV
	FORGN
	SQSEG  
	INITIAL
	LIQ
	DA
	ROA
	GC
	BIG4
	MW

	LNTA
	.086
(.021)
	.346
(.000)
	.436
(.000)
	-.071
(.056)
	-.377
(.000)
	.379
(.000)
	.279
(.000)
	-.063
(.090)
	.291
(.000)
	-.061
(.102)

	RECINV
	
	.206
(.000)
	.180
(.000)
	.056
(.131)
	-.334
(.000)
	.048
(.191)
	.267
(.000)
	-.077
(.037)
	-.079
(.032)
	.113
(.002)

	FORGN
	
	
	.278
(.000)
	.004
(.918)
	-.238
(.000)
	.054
(.147)
	.200
(.000)
	-.113
(.002)
	.111
(.003)
	.085
(.022)

	SQSEG
	
	
	
	.001
(.973)
	-.296
(.000)
	.219
(.000)
	.163
(.000)
	-.086
(.020)
	.085
(.021)
	.075
(.044)

	INITIAL
	
	
	
	
	-.048
(.192)
	.025
(.505)
	-.029
(.441)
	-.039
(.297)
	-.306
(.000)
	.105
(.004)

	LIQ
	
	
	
	
	
	-.437
(.000)
	-.112
(.002)
	-.045
(.221)
	-.071
(.056)
	-.041
(.265)

	DA
	
	
	
	
	
	
	-.057
(.124)
	.204
(.000)
	.107
(.004)
	.060
(.106)

	ROA
	
	
	
	
	
	
	
	-.132
(.000)
	.117
(.001)
	-.038
(.301)

	GC
	
	
	
	
	
	
	
	
	.013
(.723)
	-.053
(.155)

	BIG4  
	
	
	
	
	
	
	
	
	
	-.159
(.000)


Note: The variables are defined as in Table 1

Table 3

Descriptive Data on Audit Fees (n = 731)
	Statistic
	Fiscal 2004 Audit Fees ($)
	Fiscal 2003 Audit Fees ($)

	Mean
	2,960,622
	1,591,790

	S.D.
	5,669,298
	3,667,358

	25th percentile
	548,500
	229,237

	Median
	1,201,645
	530,500

	75th percentile
	2,832,425
	1,344,715


Table 4
Regression Results (n = 731)
Model: LAFEE
 = b0 + b1*LNTA + b2*RECINV + b3*FORGN + b4*SQSEG + b5*INITIAL + b6*LIQ + b7*DA + b8*ROA+ b9*GC + b10*BIG4 + b11*MW 
	Variable
	2004
	2003

	Intercept
	3.478 

(.000)
	2.078
(.000)

	LNTA
	0.477
(.000)
	0.531
(.000)

	RECINV
	0.485
(.004)
	0.162
(.364)

	FORGN
	0.247
(.000)
	0.217
(.000)

	SQSEG
	0.111
(.032)
	0.019
(.690)

	INITIAL
	-0.038
(.724)
	-0.214
(.071)

	LIQ
	-0.021
(.006)
	-0.024
(.000)

	DA
	0.109
(.275)
	0.226
(.015)

	ROA
	-0.143
(.015)
	-0.444
(.000)

	GC
	0.314
(.058)
	0.075
(.611)

	BIG4
	0.546
(.000)
	0.380
(.000)

	MW
	0.463
(.000)
	0.055
(.462)

	
	F = 191.28; 
 p < .001

Adj.R.sq. = .74
	F = 243.27;  
p<  .001

Adj.R.sq. = .79


Notes:
1. p-values are in parentheses.
2. LAFEE
= natural log of audit fees.
Other variables defined as in Table 1.
Table 5
Types of Material Weaknesses and Audit Fees
Panel A: Types of Section 404 Internal Control Weaknesses Disclosed

Problems in specific types of transactions or accounts only:



21

Systemic or Broad Weaknesses:

Quality and training of accounting personnel



36


Segregation of duties






17


Reconciliation of accounts, financial statement preparation

23


Information Systems related problems



12


Senior Management problems (“tone at the top”)


  4

Quality of internal audit and/or audit committee


  3


Total firms with systemic or broad weaknesses



55

(Note: many firms had more than one of the above problems, so the numbers do not add to 55).

Panel B: Association between Types of Weaknesses and Audit Fees
Model: LAFEE
 = b0 + b1*LNTA + b2*RECINV + b3*FORGN + b4*SQSEG + b5*INITIAL + b6*LIQ + b7*DA + b8*ROA+ b9*GC + b10*BIG4 + b11*MWSYS + b11*MWSPC
	Variable
	2004
	2003

	Other control variables 
	Omitted from table
	Omitted from table

	MWSYS
	.446

(.00)
	.041
(.63)

	MWSPC
	.508

(.00)
	.184
(.15)

	
	F = 175.14;  p < .001

Adj.R.sq. = .74
	F = 223.38;  p <  .001

Adj.R.sq. = .79


Notes:

1. p-values are in parentheses.

2. MWSYS (MWSPC)
= 1 if firm disclosed systemic (account or transaction specific) material weakness in internal control, else 0.

Other variables are defined as in Tables 1 and 4.

� 	For registrants that are classified as accelerated filers, section 404 became effective for fiscal year-ends after November 15, 2004. However, even within this category, for registrants with market float of under $700 million, the SEC granted an additional 45 days to file the section 404 reports if the fiscal year end was on or before February 28, 2005.  For non-accelerated filers and foreign registrants, section 404 is effective for fiscal year ends on or after July 15, 2006.


�  	Neither AS No. 2 (PCAOB 2004) nor the SEC rules related to section 404 (SEC 2003) require the disclosure of when the internal control problems developed; these rules, as well as SOX itself, only require the disclosure based on internal control evaluations as of the fiscal year-end. 


	Disclosure practices vary widely across firms. While some clients indicate that the internal control problems had existed for some time, others do not make any statement about when the internal control problems developed.  Compounding the difficulty is the fact that some of the firms in the latter group disclose restatements relating to prior years. Hence, we cannot infer when the problems developed if the disclosures are silent about the date of origin of the internal control problem.


�  	For one firm, audit fees for fiscal 2004 is the same as audit fees for fiscal 2003.





� 	The dependent variable is natural log of audit fees, so the impact of a change in MW from 0 to 1 is given by e0.463 (= 1.59).


�   	An additional 26 firms in our sample voluntarily disclosed internal control weaknesses earlier in 2004 without using the term “material weakness.” Some of these firms used terms such as “significant deficiency” (used in AS No. 2) or “reportable condition” (used in prior AICPA standards.)





PAGE  
3

