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ABSTRACT:  The accounting scandals and Sarbanes-Oxley act of 2002 resulted in large increases in required audit work and, corresponding increases in audit fees for public companies. Many clients are said to have switched from Big 4 auditors to smaller auditors, arguably to reduce fees. This study provides early evidence regarding the relationship between audit fees and auditor realignments subsequent to SOX.  We analyze fees measured both as increases from pre-SOX levels and relative to other clients.  Controlling for other incentives to switch, we find that companies that pay higher fees tend to dismiss their auditors. Companies dismissing auditors also are characterized by negative income (losses), and higher leverage. Relatively higher fees also appear to motivate smaller companies to switch from Big 4 and industry specialist auditors to non-Big 4, non-specialist auditors. This reverses a long-standing trend for the largest auditors to gain increasingly larger market share of public company audits. Controlling for other incentives, we also find that auditors tend to resign from companies that pay relatively lower fees. Companies whose auditors resign also are characterized by smaller size, negative income (losses), and prior receipt of going concern audit reports. 
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Audit Fees and Auditor Realignments

in the Sarbanes-Oxley Era

1. Introduction


The landmark Sarbanes-Oxley Act (SOX) of 2002 and the accounting scandals that preceded it have forced major changes in the relations between most U.S. public companies and their external auditors.  Both fees and services are affected. Upward pressure on audit fees derives from several sources, including increased audit effort in the post-Enron/MCI environment (PricewaterhouseCoopers, 2005), pricing of audits as stand-alone services as consulting services are banned or limited, and added requirements of the new internal control report (Section 404 Report), for which preparatory work began during our sample period.  The CEO of Deloitte USA stated that its clients’ fees increased by about 40 percent from 2003 to 2004 (Whitehouse, 2005).  Other estimates are higher, especially for smaller clients.
 
Prior research indicates that client companies typically receive substantial fee cuts when switching auditors. Thus, increasing fees might have motivated some companies to switch. In our sample period, however, all auditors of public companies arguably faced increasing work loads. Decreases in slack personnel resources likely reduced the ability of all bidding auditors to provide fee cuts to prospective clients. In addition, switching auditors is costly to clients. Bids from new auditors must be solicited and evaluated. A new auditor typically consumes more client personnel time in the course of learning about the client and its business. If switching costs are large enough, recent increases in fees might not have motivated switches. In summary, the association between recent fee increases and subsequent switching decisions is an empirical issue. In studying this association we provide early evidence of changes in the audit market that likely can be attributed, in large measure, to the SOX legislation of 2002, and to auditors’ responses to the contemporaneous accounting scandals.  In addition our study contributes to the literature on the determinants of realignment decisions.


We employ a model of client and auditor continuance decisions to develop four hypotheses relating client fee levels or fee level changes to subsequent auditor dismissals or resignations. The hypotheses are:

· Higher audit fees, or larger fee increases, are positively associated with subsequent auditor dismissals.
· Higher audit fees, or larger fee increases, are positively associated with subsequent employment of non-Big 4 auditors.

· Higher audit fees, or larger fee increases, are more positively associated with subsequent employment of non-Big 4 auditors by small clients than by large clients.

· Lower audit fees, or smaller fee increases, are positively associated with subsequent resignations by auditors.

We examine auditor switches announced in 2004 and the first two months of 2005.  We gather sample realignments through the early months of 2005, since some switches likely occur soon after fiscal year ends. Building on auditor realignment models from prior literature, we add two fee-based explanatory variables to investigate whether recent fee levels or fee increases are significantly associated with dismissals and/or resignations in 2004-2005. In particular, we study whether high fee levels or large fee increases are associated with subsequent client dismissals of auditors. We also investigate whether low fees are associated with subsequent auditor resignations. Dismissals due to high fees suggest a change in the audit market that likely constrains the largest audit firms from competing on a non-price basis.
 Evidence of resignations due to low fees (controlling for client risk and complexity) adds to a small body of evidence that auditors seek to price-protect themselves against client risk (Johnstone and Bedard, 2001). 
To our knowledge no published study has investigated audit fees and subsequent auditor realignments in the post-SOX era. Much of the prior literature studying the relationship between audit fees and auditor realignment examines audit fees following auditor switches. A primary goal of such studies is to determine the extent of audit fee decreases experienced by clients when switching auditors. Studies of this type include Simon and Francis (1988), Ettredge and Greenberg (1990), and Craswell and Francis (1999) among others. Although the existence of fee cuts suggests a motivation for clients to switch auditors, prior studies have not tested whether this motive is important in clients’ switching decisions. One might reasonably ask whether audit fee levels or fee changes have explanatory power for switching decisions when added to a dismissal model such as that provided by Johnson and Lys (1990), or a resignation model such as that provided by DeFond et al. (1997). This paper undertakes to answer these questions by treating audit fees as an explanatory variable, and examining its effect on clients’ subsequent decisions to dismiss auditors, and on auditors’ decisions to resign from clients. Controlling for other incentives to switch, we find that companies that pay relatively larger fees, and those experiencing large fee increases, subsequently tend to dismiss their auditors. Companies dismissing auditors also are characterized by negative income (losses), and higher leverage. Relatively larger fees also appear to motivate smaller companies, and slower-growing companies, to switch from Big 4 and industry specialist auditors to non-Big 4, non-specialist auditors. This reverses a long-standing trend for the largest auditors to gain increasingly larger market share of public company audits. Controlling for other incentives, we also find that auditors tend to resign from companies that pay relatively lower fees. Companies whose auditors resign also are characterized by smaller size, negative income (losses), and prior receipt of going concern audit reports.

The remainder of the paper is divided into sections as follows. Section 2 provides background including discussion of prior research. Section 3 outlines our hypotheses and regression model. Section 4 describes our research methods, and section 5 presents the major results. Section 6 presents additional analyses and sensitivity tests. In Section 7 we discuss our conclusions. 
2. Background 

2.1 Post-SOX Audit Fees

We expect audit fees increased during our sample period for several reasons.  First, the accounting scandals that precipitated the SOX Act of 2002 increased auditor business risk, likely resulting in increased audit effort, risk-protection, and therefore fees, for a traditional audit. Also, regulations limiting auditor provision of non-audit services were implemented around this time, resulting in the pricing of audits as stand-alone services, rather than in conjunction with consulting services.  Finally, section 404 of SOX significantly added to the scope of auditors responsibility, adding another report to be issued and resulting in a dramatic increase in the number of hours required to provide complete attestation services. 


SOX 404 implementation deadlines, first adopted June 5, 2003, anticipated compliance in 2004 (large companies) or 2005 (small companies). Therefore, many companies began preparing to meet 404 requirements during the latter half of 2003. Similarly, auditors began adjusting their audit procedures to allow for attestation of 404 compliance during audits of financial statements for 2003.
  Therefore, it is likely that 2003 audit fees captured some 404 attestation costs, and more were anticipated in future years.
 We do not attempt to dis-aggregate the individual effects of these several factors on audit fee increases, but note that each is likely to result in higher fees or the expectation of higher fees.
2.2 The Segmented Audit Market

Although federal law requires publicly listed firms to file audited financial statements with the SEC, firms have some discretion in choosing auditors that are more or less expensive. Prior research indicates that large international Big 4 (formerly Big 6 or Big 8) accounting firms earn systematically higher audit fees (e.g. Francis 1984; Francis and Stokes 1986; Francis and Simon 1987; Chan et al. 1993; Johnson et al. 1995; Peel and Roberts 2003). In a competitive audit market, a fee differential between audit firms is generally interpreted as an indication of product differentiation (Francis and Stokes 1986; Craswell et al. 1995; Lee 1996; Daniel 1997; Ireland and Lennox 2002). Several studies show that the premium charged by the Big 4 can be attributed to auditor brand name reputations and industry specializations (Francis and Wilson 1988; Craswell et al. 1995; DeFond et al. 2000). 

Large clients usually require the services of large accounting firms (i.e. Big 4 or large national auditors) because only those firms have the requisite scale, technical knowledge or expertise to effectively conduct the audit (Francis 1984; Firth and Smith 1992; Pong 1999).  Moreover, auditor independence may appear to be compromised if the client is very large compared to the audit firm (Peel and Roberts 2003).
 Although smaller clients do not face these constraints, prior studies consistently show that small publicly-traded companies tend to hire larger audit firms, and pay a premium to do so (e.g. Francis 1984; Palmrose 1986; Brinn et al. 1994; Lee 1996; Simon 1997; DeFond et al. 2000; Peel and Roberts 2003). Those findings are consistent with big accounting firms possessing a signaling or brand name effect. Companies employ signaling behavior because audit quality is difficult to observe ex ante (Palmrose 1986). Small companies can use this signaling effect to attract potential providers of loan capital, potential providers of equity capital, and to assure suppliers and customers. Therefore both small and large publicly listed clients in the U.S. overwhelmingly have chosen Big 4 auditors in the past. However, smaller clients (but not larger clients) arguably are able to switch to non-Big 4 auditors, while still maintaining public perception of auditor independence and obtaining all necessary services. 
2.3 Prior Literature on the Association between Audit Fees and Auditor Switches

Prior studies have explained auditor dismissals and resignations primarily as a result of a mis-match between client and auditor that develops over time. Johnson and Lys (1990), for example, provide a seminal study of client motives for voluntary auditor changes. They argue (p. 283) that an important economic consideration behind client-auditor realignment is that “market competition induces clients and audit firms to align with each other to achieve efficient utilization of specialized resources and ‘brand name’ investments.”  Changes in the client over time can result in increased or decreased need for the benefits offered by the largest auditors. Johnson and Lys (1990) find that changes in client operating characteristics are predictably associated with subsequent voluntary changes in auditor (e.g., clients that have grown large tend to switch to larger auditors). Similarly, auditors resign engagements when client risk increases over time to an extent that auditors cannot offset via additional effort and fee increases (DeFond et al., 1997; Krishnan and Krishnan, 1997; Raghunandan and Rama, 1999; Johnstone and Bedard, 2004).   
Numerous studies have employed fee data to study whether clients receive reduced fees after switching auditors (e.g. Simon and Francis 1988; Ettredge and Greenberg 1990; Pong and Whittington 1994; Gregory and Collier 1996; Walker and Casterella 2000). Although results are mixed, these studies generally indicate that clients receive significant fee decreases (in the vicinity of 25 percent) when switching auditors. These results suggest that client desire for fee cuts might often be a motive for dismissing auditors. Sankaraguruswamy and Whisenant (2004) study clients’ voluntary disclosures of reasons for dismissing auditors, provided in Form 8-K Item 4. They find that clients are more likely to cite the desire for reduced fees when choosing smaller successor auditors. 
Two studies have employed private fee data from single audit firms to study auditors’ client acceptance and retention decisions prior to 2002. Johnstone and Bedard (2004) find no effect of audit fees on on auditor client acceptance and continuance decisions using 2000-2001 data.  Using 1991 data, Hackenbrack and Hogan (2005) find that an auditor’s inability to obtain compensation for unexpectedly high labor usage is associated with subsequent client discontinuance. In summary, although prior studies suggest that clients sometimes dismiss auditors to obtain reduced fees, we emphasize that no prior study has investigated whether high fees or fee increases are associated with subsequent dismissals, or whether low fees lead to resignations, when controlling for other motives to resign or dismiss. 
3. Hypotheses 

Microeconomic theory suggests that a sudden increase in the price of a good or service, without corresponding increase in perceived benefits, will cause consumers to reduce the quantity of their purchases. Alternatively, they might switch to close substitutes that provide similar benefits but cost less. In the context of a mandatory audit, the latter approach is feasible while the former is not. The factors discussed in the previous section arguably led to increased costs for mandated audits, largely for work that was imposed, rather than demanded by clients.  At the same time, the precipitating scandals likely eroded the reputation of auditors and the value of audits.  This is likely to have particularly affected the Big 4, since their fee premiums are based on a reputation for higher quality, as discussed above. These circumstances simultaneously increased the fees charged by Big 4 auditors, and reduced the signaling cost of dismissing them. Even clients compelled by their size to employ Big 4 auditors likely considered changing auditors in order to obtain fee reductions. 
--------- Insert Figure 1 here -------

Figure 1 provides a simple graphic analysis supporting our first hypothesis. The graph depicts the costs and benefits of dismissing an incumbent auditor, and hiring a new auditor of the same type (Big 4 to Big 4, or non-Big 4 to non-Big 4). In figure 1, the client retains the incumbent auditor in the pre-SOX period, because the switching costs, SC, are greater than the fee savings, FS, which can be obtained from a successor of the same type (see Point a). As depicted, the savings from a change in auditor (with associated fee cut) increases to FS’ in the post-SOX period, due to the increase in fees demanded by the incumbent. The switching costs, SC’, do not change. This combination (see Point b) results in FS’ greater than SC’, which makes it preferable to dismiss the incumbent in the post-SOX era. A key assumption underlying figure 1 is that a successor auditor of the same type is available, and the successor’s required fee does not increase to the same extent as the incumbent’s required fee. If all auditors of the same type increase their fees in unison, the fee savings from dismissal will not increase. In that case FS’ equals FS, and the client has no incentive to switch auditors, post-SOX. Our analysis therefore suggests that higher fees charged by incumbents, post-SOX, either have no association, or a positive association, with subsequent dismissals. Our first hypothesis stated in alternate form, is:

H1: Higher audit fees, or larger fee increases, are positively associated with subsequent auditor dismissals.

We assume that decision makers are more concerned with the future than the past. Thus, when considering a dismissal, the client likely bases the decision in part on the amount of fees they expect to pay to the incumbent, absent a switch. However, we are unable to observe those future fees for clients that do dismiss their auditors. Our metrics representing relatively high or low expected fees are computed using actual fees recently paid to the incumbent auditor. One proxy is the residual from a standard regression model explaining 2003 audit fees using client and auditor characteristics. The other proxy is scaled fee increases, measured as change of audit fee relative to sales from 2001 (pre-SOX) to 2003 (post-SOX). Subsequent auditor dismissals (among test clients) and non-dismissals (among control clients) are determined as of 2004-2005.


As documented in the literature, the Big 4 auditors are more expensive than non-Big 4 auditors. Craswell et al. (1995) find a Big 8 brand name fee premium of about 30 percent over non-Big 8 auditors. Ireland and Lennox (2002) find that, after considering selectivity effects, Big 5 auditors earn a 53 percent premium over non-Big 5. For companies that are looking for ways to reduce their audit fees post-SOX, it is logical to dismiss expensive Big 4 auditors in favor of non-Big 4 auditors. Figures 2 and 3 depict the effects of SOX-era developments on clients’ decisions to retain Big 4 auditors, or to dismiss them in favor of non-Big 4 successors.
--------- Insert Figures 2 and 3 here -------

Figure 2 depicts the auditor change choices of three Big 4 clients in the pre-SOX period. The cost of a Big 4 audit to small client 1 is C1, and the value of a Big 4 audit is V1.
 Since V1 exceeds C1, client 1 chooses a Big 4 auditor (see Point c). Small client 2 faces cost C2 and value V2. Accordingly, client 2 chooses a non-Big 4 auditor because C2 is greater than V2 (see Point d). Client 3 is larger and more complex than clients 1 and 2, so it derives greater value from a Big 4 audit. Although client 3 faces the greatest cost, C3, the value it obtains is even larger, so it chooses a Big 4 auditor (see Point e). Figure 3 depicts the choices of the same three clients in the post-SOX era. We assume that the costs of a Big 4 audit have increased for all three clients, to C1’, C2’, and C3’ respectively. However, the value of a Big 4 audit has not increased. The general right-ward shift (increase) in costs of Big 4 audits, coupled with no increase in values, increases the chance that the Big 4 clients decide to switch to smaller auditors (see Points c’, d’ and e’). Thus, our second hypothesis is:

H2: Higher audit fees, or larger fee increases, are positively associated with subsequent employment of non-Big 4 auditors.


As discussed above, small companies have more flexibility than large companies in choosing auditors, since non-Big 4 audit firms are viable options. Conversely, large companies have incentives not to drop Big 4 auditors, or to switch to other Big 4 firms, since the market is likely to scrutinize their auditor dismissals more closely (Carcello and Neal 2003). Although not shown, we assume that the costs of non-Big 4 audits have increased proportionately, but that a Big 4 premium still exists. The premium can be avoided by switching to a smaller auditor. Figure 3 shows that small client 1 has joined small client 2 in hiring a non-Big 4 auditor, because C1’ now exceeds V1 (see Points c’ and d’). However, large client 3 retains a Big 4 auditor in the post-SOX era (see Point e’). The value of a Big 4 audit to client 3 is very high because, for example, investors would not perceive smaller auditors to be sufficiently independent. Our third hypothesis is:

H3: Higher audit fees, or larger fee increases, are more positively associated with subsequent employment of non-Big 4 auditors by small clients than by large clients.


While the preceding hypotheses focus on clients’ decisions to retain or dismiss auditors, the final hypothesis relates to auditor’s decisions to retain or resign client engagements. SOX arguably increased auditors’ business risk, which likely increased the audit fee required to accept or retain a client (the risk premium). In response to the increased risk, auditors probably are doing more work, which also acts to increase audit fees. However, some clients likely cannot afford increased fees (Bockus and Gigler 1998; Holland et al. 1993; Berton 1995). If a client’s fee is not sufficient to cover the heightened risk, the auditor is likely to resign from the engagement.
--------- Insert Figure 4 here -------

Figure 4 depicts the auditor’s resignation decision. V equals the value to an auditor of retaining a given client at the pre-SOX fee level. It equals the fee minus the avoidable costs of the audit. V’ equals the value to the auditor of retaining the client at a higher profit margin. C equals the opportunity cost of retaining the client, pre-SOX. It equals the profit from the best alternative use of auditing resources if redeployed to a different client. In the pre-SOX era, the auditor faces Point f: the value of retaining the client exceeds the opportunity cost of retaining the client. In the post-SOX era, client demand for audit effort increases, and the auditor now faces opportunity cost C’. If the client is willing and able to increase the audit fee sufficiently, so the auditor achieves V’, the value to the auditor of retaining the client continues to exceed cost (at Point g). Suppose the client is unwilling or unable to pay a sufficiently higher fee (i.e. the auditor continues to obtain V). The auditor then faces Point h: the value of retaining the client is less than opportunity cost, so the auditor resigns. Our fourth hypothesis is:
H4: Lower audit fees, or smaller fee increases, are positively associated with subsequent resignations by auditors.

Given that we cannot observe the fees the client was willing to pay the prior auditor, to avoid an actual resignation, we employ the client’s prior fee level or prior fee increase as proxy.
4. Research Methods and Sample
4.1 Test Variables

We obtain fee data from the Audit Analytics database.
  Companies report fees paid to their auditors in several categories: audit, audit-related, tax, and other.  Based on SEC definitions, Section 404 attestation fees are included in the audit fees category.
  We examine a random sample of proxy statements and verify that the audit fees reported by Audit Analytics match the amounts reported in the proxy statements, and that the audit fee includes Section 404 related work. Our fee variables are constructed from audit fees for work performed for the fiscal year immediately prior to the auditor switch.  For most companies this is fiscal 2003, for a few companies with later switches and non-calendar year ends it is fiscal 2004.   
As a measure of higher audit fees relative to similar clients, we estimate abnormal fees for 2003 or 2004 audit work (AFEE).  We use all companies with audit fee data from Audit Analytics and necessary financial data from Compustat: 5,404 companies in fiscal year 2003 and 4,333 companies in 2004. Following previous studies (e.g. Francis 1984, Simon and Francis 1988; Craswell et al. 1995; Menon and Williams 2001; Ireland and Lennox 2002), we estimate the following OLS regression model which includes variables to capture company size, risk factors, and complexity.  AFEE is the residual, e:  

LNFEE = b0 + b1LNASSETS + b2ADJSALES + b3INVAR + b4DTRATIO + 
b5LOSS + b6SEGNUM + b7GOCERN + b8AUDITOR + b9DELAY +    

b10BUSY + INDUST + e
where:

LNFEE
= loge total audit fees for the most recent fiscal year-end audit work before      

                           auditor change
LNASSETS
= loge total assets
ADJSALES
= sales divided by total assets
INVAR
= total inventory plus total accounts receivable divided by total assets

DTRATIO
= total debt divided by total assets
LOSS

= 1 if company reports a net loss, 0 otherwise 

SEGNUM
= total number of reportable segments

GOCERN
= 1 if company received a going concern opinion received; 0 otherwise
AUDITOR
= 1 if auditor is one of the Big 4; 0 otherwise.
DELAY
= number of days from a company’s fiscal year-end to the date the auditors sign their report

BUSY
= 1 if client fiscal year-end is between December 1 and March 31; 0 otherwise
INDUST
= industry indicators based on 2-digit SIC code.

Results for this model, not tabulated, are consistent with those reported in prior studies using pre-SOX data. Specifically, all coefficients are positive and are significantly associated with LNFEE. Residuals (AFEE) are normally distributed and there is no evidence of heteroskedasticity. The adjusted R-square is 0.80 for 2003 and 0.81 for 2004. Previous studies explaining audit fees typically report adjusted R-squares ranging from 0.66 to 0.85. Therefore, our model appears well specified. 


Our measure of increased fees is the change in fees, scaled by sales, relative to our baseline year, 2001.  It is calculated as:  (FEE0X/ SALES0X ) - (FEE01 / SALES01),  where ‘0X is the audit fee year immediately prior to the auditor change, either 2003 or 2004.  We call this variable CHGFEE.  Fees for 2001 (reported in 2002) represent the pre-scandal, pre-SOX audit market, while fees for 2003 audit work (reported in 2004) clearly include fee increases due to auditor responses to the scandals of 2002 and some SOX costs.  CHGFEE requires data for audit fees paid for 2001, which is available for only a portion of our sample.  Based on an examination of proxy statements, this limitation cannot be attributed to data missing from Audit Analytics, but rather appears to be due to companies not reporting fee data in 2001.  Reduced sample sizes are noted as appropriate.
4.2. Basic Logistic Regression Model

Our dependent variable is an indicator for dismissal companies (DISMISS) or resignation companies (RESIGN), depending on the hypothesis. We use relative fees (AFEE) and the change in fees (CHGFEE) both separately and together, as they measure different attributes of client fees.  We also control for the effects of other factors that likely affect decisions to dismiss or resign: client size, financial condition, growth, and auditor industry specialization.  Each is discussed briefly in the context of dismissals.  Alternative expectations for resignations are provided as necessary in later sections.

Previous literature shows that large companies have greater incentive to retain incumbent auditors (Carcello and Neal 2003) and small companies have more flexibility to change (Krishnan and Krishnan 1996).  We control for size in two ways.  First, we conduct our analyses using a sample matched on size (see discussion below).  But, as our matching process gives priority to industry, it may not entirely capture size effects.  So we include the natural log of revenue (CSIZE) in our model, and expect this variable to be negatively associated with switches.


Prior evidence also suggests poor client financial condition motivates auditor switching (e.g. Schwartz and Menon 1985, Krishnan 1994 and DeFond and Subramanyam 1998)   Following these studies, our controls for financial condition include: LOSS (net loss), LEVERAGE (total liabilities divided by total assets), GOCERN (going concern opinion received), CHGDEBT (change in ratio of total debt to total assets), and CHGOCF (change in operating cash flow performance).   We expect clients with losses, higher leverage, going concern reports, an increase in debt and a decrease in cash flows to be more likely to dismiss. 
Johnson and Lys (1990) argue that companies change their auditors in response to changes in the scale and complexity of  their in operations and activities.  We include GROWTH: sales growth rate from fiscal year 2001 to the most recent fiscal year-end before auditor switches, and expect a positive association with dismissals.

Haskins and Williams (1990) and Carcello and Neal (2003) provide evidence that clients are less likely to dismiss auditors who specialize in their industry.  Following Dunn and Mayhew (2004) and  Myers, et.al.  (2005), we define an industry specialist (SPECIALIST) as an auditor who audits at least 20 percent of the client’s primary two-digit SIC industry revenues.  We expect  a negative relation between SPECIALIST and DISMISS.

Finally, because we expect switching costs and benefits to depend in part on the type of incumbent auditor (Big 4 or non-Big 4) we include an indicator variable where OLDBIG4 =1 if incumbent auditor is Big 4; 0 = otherwise). 
To summarize, our basic regression model is:
DISMISS / RESIGN = b0 + b1HIGH FEES + b2CSIZE + b3LOSS + b4GOCERN     

                         

            


+ b5LEVERAGE + b6CHGOCF + b7CHGDEBT  
+ b8GROWTH + b9SPECIALIST + b10 OLDBIG4
(1)
where:

DISMISS / RESIGN = 1 if auditor was dismissed or resigned; 0 = no switch.
HIGH FEES   
= CHGFEE or AFEE, or both
CSIZE 
= loge revenue
LOSS 

= 1 if client reported negative earnings; 0 otherwise
GOCERN 
= 1 if client received a going concern opinion; 0 otherwise

LEVERAGE 
= total liabilities0X / total assets0X
CHGOCF
= operating cash flow0X / assets0X - operating cash flow01 / assets01
CHGDEBT
= (debt0X / assets0X) – (debt01 / assets01)
GROWTH
= (sales0X – sales01) / sales01, truncated at +/-100% 
SPECIALIST 
= 1 if auditor audits at least 20 percent of the client’s industry’s revenues; 0 otherwise.
OLDBIG4
= 1 if auditor is Big 4; 0 otherwise

All variables are measured at the fiscal year-end immediately prior to the switch (‘0X). 
4.3. Data and Sample


By sorting on the “Depart Date” field in Audit Analytics we identify 753 companies that dismissed their auditors and 296 that experienced auditor resignations during our 14 month sample period, January 2004 to February 2005.  These dismissal companies represent 9% of all Audit Analytic companies with 2004 revenues (753 / 8,379), while resignation companies represent 4% (296 / 8,379).  In comparison, over a similar fourteen-month period in 2001-2002, dismissals are 7% (515 / 7,115) of the 2001 population and resignations are 1% (76 / 7,115).  This suggests switching activity has increased post-SOX.  As our analyses require financial data beyond that provided by Audit Analytics, we limit our final sample to those available in COMPUSTAT. This procedure reduces our dismissal sample to 582 and our resignation sample to 249.   

Companies eliminated by this requirement are particularly small.  Eliminated dismissal companies (171) have median revenue of  $.5 million, versus $21.9 million for all dismissals; and eliminated resignation companies (47) have median revenue of $5.0 million, compared to $13.3 million for all resignations.   Overall, switching companies are much smaller than non-switching, which report median revenues of $93.2 million.

Because of the preponderance of smaller companies in the switching sample, and because industry is also important in auditor selection (Jones and Raghunandan 1998; Raghunandan and Rama 1999), we use a matched sample design to control for industry, size, and other unidentified variables likely to be correlated with these controls. We match switching clients with non-switching clients found in Compustat on their fiscal year, industry (SIC code) and size (revenue).
  As matching results in proportional over-sampling of switching and resignation companies, we do not attempt to draw inferences from the coefficients beyond their signs and significance levels.  Also because of our matched sample design, we use a conditional (matched-pairs) logistic regression model (see Hosmer and Lemeshow 2000; Agrawal and Chadha 2005).
5. Empirical Results
5.1 Descriptive Statistics 

Table 1 presents descriptive statistics for 582 dismissal clients and their matched non-switch firms, CHGFEE requires fee data from 2001, which, as mentioned above, is often unavailable. Thus, descriptive statistics for CHGFEE are based on data for 366 dismissal companies and 366 matching companies. Descriptive statistics indicate that for dismissal companies, fees increased 1.2 percentage points more than did revenues, which is not significantly different than the 1.0 percentage point decrease for matched non-switching companies.  Fee levels (AFEE) are significantly higher for dismissal companies than their matches (p= 0.005). Among the control variables, dismissal companies tend to report more losses (49.8% versus 45.0%).  They are also more likely to have retained Big 4 auditors prior to switching (61.7% versus 56.5%).  Means of other control variables do not differ significantly across sub-samples.  For CSIZE, this is by design.
--------- Insert Table 1 here -------

Table 1 also presents descriptive information for the 249 matched resignation pairs.  Abnormal fees are marginally lower for resignation companies (p = 0.077), while the change in fees does not differ (based on 133 resignation companies, and their 133 matches, for which 2001 fee data are available). Among the control variables, resignation companies report significantly more losses (67.5% versus 57.8%), receive more going concern opinions (31.7% versus 21.7%), and experience greater increases in debt ratios.



Table 2 reports correlations between fee and control variables for all dismiss and resignation companies as well as their matches. Because several correlations are above 0.35, we consider variance inflation factors (VIFs) for our regression results, and find the highest is 1.83, well below the problem threshold of 10 (Marquandt 1980; Gujarati 1995). Therefore, multicollinearity is unlikely to be problematic. 
--------- Insert Table 2 here -------
5.2 Logistic Regression Analysis for Auditor Dismissals


Table 3 presents results for three versions of our basic regression model (1) using (1a) CHGFEE only, (1b) AFEE only and (1c) both fee variables as proxies for higher fees.  Since we use conditional logistic regression, companies that lack data required to compute CHGFEE are deleted, together with their matching firms in models (1a) and (1c). Thus, only 366 matched pairs are available for estimating these models.  All three models are highly significant. 
--------- Insert Table 3 here -------

Consistent with hypothesis 1, CHGFEE and AFEE are significantly positive in each, indicating that both higher relative fees and larger increases in fees are associated with subsequent dismissals.  This result is new to the literature on auditor changes. Not only do companies dismiss auditors when mis-matches between auditor and client attributes develop over time; companies also dismiss auditors when they have experienced large fee increases or unusually high fee levels.
 

Among the control variables, LEVERAGE and OLDBIG4 are significantly positive in all three models as is LOSS in two of the three: companies with relatively more liabilities, those employing Big 4 auditors, and reporting losses are more likely to dismiss.  Increases in the debt/asset ratio (CHGDEBT) are negatively related to dismissals in model (1a).  That is, as relative debt levels increase, dismissals are less likely.  This result is consistent with prior studies reporting that increases in agency costs are associated with selection of larger auditors.  However, the variable is significant in only one model and seems somewhat inconsistent with results for LEVERAGE. Although, we note that LEVERAGE considers all liabilities while CHGDEBT includes only long-term debt, and the relative implications may differ.  Other control variables are not significant.  
5.3 New Auditor Selection.

Our second hypothesis predicts that given a dismissal, companies with higher fees will select a non-Big 4 auditor, in hopes of obtaining lower fees. As shown in Table 4, of the 582 dismissal companies in our sample, 359 (62%) dismissed Big 4 auditors, and 255 (71%) of those selected a non-Big 4 auditor successor.  In contrast, of the 223 companies that dismissed non-Big 4 auditors (38%), only 17 (8%) changed type. The difference in proportions is significant.  This evidence indicates that most of switches across auditor type are due to Big 4 clients switching to non-Big 4 auditors, providing preliminary support for a shift towards lower cost auditors for clients previously employing the Big 4.  Because savings due to switching to a non-Big 4 auditor are likely to be more pronounced for clients previously employing Big 4 auditors, we test hypothesis 2 using only the 359 dismissal clients (318 with CHGFEE) originally employing a Big 4 auditor. 


As an aside, Table 4 also suggests a change in auditor selection decisions.  Prior studies consistently document that lateral changes (from Big N to Big N auditors) or changes to the higher tier (non-Big N to Big N), are more frequent than changes to the lower tier (Big N to non-Big N) during pre-SOX sample periods (e.g. Francis and Wilson 1988; Johnson and Lys 1990; DeFond and Subramanyam 1998; Landsman et al. 2005). 

Our third hypothesis is that the effect of higher fees on replacement auditor type is likely to be more pronounced for smaller clients; because smaller companies likely have greater latitude in selecting smaller auditors.  We examine this possibility by including an interaction term between higher fees (AFEE or DIFFEE as appropriate) and a dichotomous size variable, CSIZE, where companies above (below) the sample median for revenues are coded 1 (coded 0). That is, for more convenient interpretation, CSIZE is redefined as a dichotomous rather than a continuous variable.  

The model is: 
NEWNB4 = b0 + b1HIGH FEES + b2CSIZE + b3LOSS + b4GOCERN  

        
        
 + b5LEVERAGE + b6CHGOCF + b7CHGDEBT + b8GROWTH  

         

+ b9SPECIALIST + b10HIGH FEES*CSIZE


(2)
NEWNB4 is an indicator variable that equals 1 if the new auditor is non-Big 4 and 0 if Big 4.  Other explanatory variables are the same as for model (1) except: the CSIZE variable is dichotomous, and an interaction of CSIZE with HIGH FEES has been added.  Also, as all clients originally employed Big 4 auditors, there is no OLDBIG4 variable.


In model (2), b1 is the coefficient of HIGH FEES for smaller firms (CSIZE = 0). The coefficient for larger firms (CSIZE = 1) is b1 + b10. Our second hypothesis is that higher audit fees, or larger fee increases, are associated with subsequent employment of non-Big 4 auditors. This hypothesis will be supported if the proxy for high fees is positively associated with NEWNB4 irrespective of company size. That is, H2 is supported if b1 > 0 and (b1 + b10) > 0.  Our third hypothesis is that higher audit fees, or larger fee increases, are more positively associated with subsequent employment of non-Big 4 auditors by small clients than by large clients. H3 is supported if b10 < 0.

Table 5 presents results for three versions of model (2) using as test variables (2a) DIFFEE only, (2b) AFEE only, and (2c) both fee variables as proxies for higher fees. Table 5 reports the coefficients both of CHGFEE alone, and of CHGFEE interacted with CSIZE, do not differ from zero. Thus, CHGFEE is not a significant determinant of the type of new auditor selected.  A possible explanation is that increased audit fees are partially due to client company growth, which is highly significant in the model.  


In contrast, AFEE coefficients are significantly positive and AFEE*CSIZE interaction coefficients are significantly negative in model (2b), and are marginally significant in model (2c). Recall that the coefficient for AFEE, by itself, is the coefficient of AFEE for smaller clients. For smaller clients, unusually high fees paid to a former Big 4 auditor are followed by switches to non-Big 4 auditors. The coefficient of AFEE*CSIZE is the incremental slope coefficient of AFEE for larger clients. This coefficient is negative and significant, indicating that the association between AFEE and hiring a non-Big 4 auditor is substantially less for larger firms. The coefficient of AFEE for large firms is obtained by summing the coefficient for AFEE and the coefficient for the interaction of AFEE with CSIZE. This summed coefficient does not differ significantly from zero in models (2b) (1.514 – 1.339 = 0.175) and (2c) (1.549 – 1.476 = 0.073) based on an F-test (results not tabulated). 

To summarize, results for AFEE support H3 but not H2. Smaller client companies (but not larger companies) tend to switch to non-Big 4 auditors if they have been paying unusually high audit fees. Results for CHGFEE do not support either hypothesis.  As an alternative test, we estimate the above models using all dismissal companies (not just those previously retaining a Big 4 auditor), and add an indicator variable to control for the type of auditor previously employed.  Results, not shown, indicate that AFEE is not significant in any regression, suggesting that the effect of fees on switching to a non-Big 4 auditor is specific to clients previously employing a Big 4 auditor. 

In all three models, larger companies (CSIZE) and faster growing companies (GROWTH) are less likely to switch to non-Big 4 auditors, consistent with prior findings. On the other hand, companies receiving going concern opinions (GOCERN) and companies previously employing industry specialist auditors are more likely to choose non-Big 4 auditors. One possible explanation could be that industry specialist auditors charge a premium (Craswell et al. 1995; DeFond et al. 2000). One way for companies to reduce audit fees might be to dismiss industry specialist auditors and hire non-Big 4 auditors in order to avoid both premium charges. Companies with poorer operating cash flow performance (CHGOCF), are more likely to switch to non-Big 4 auditors in model (2b). 
--------- Insert Table 5 here -------

5.4 Logistic Regression Analysis for Auditor Resignations

H4 predicts that lower fees will be associated with resignations.  We use our basic model (1) to test the association between higher fees and resignations, where the dependent variable is one if the auditor resigned and zero for the matched clients.  Since we expect auditors to compare each client’s fee to normal fee levels, rather than focusing on past fee changes, and since AFEE generally appears in prior tables to be a superior proxy for higher fees, we employ only AFEE to test this hypothesis.
  


We use a sample of 249 resignations matched with not-switching companies as described in section 4 and a conditional logistic model.  Table 6 shows the results of this regression.  As hypothesized, lower abnormal fees are associated with resignations. However, the association is only marginally significant.  Results also indicate resignations are more likely for smaller clients, clients reporting losses, and receiving going concern reports.
--------- Insert Table 6 here -------
6. Additional Analyses and Sensitivity Tests

We conduct several additional tests. First, we estimate our base model (1) using pooled dismissals and resignations. Second, we consider non-audit service fees. Third, we change the measurement of higher fees to capture effects of both higher fee increases and higher fee levels. Fourth, we consider companies that recently switched auditors prior to our test period (i.e. serial switchers). Finally, we repeat some of our analyses after dis-aggregating non-Big 4 auditors into two groups: national firms and regional firms. 

6.1 Pooled Resignations and Dismissals
Our hypotheses predict, and we find evidence of opposite effects of higher fees for dismissals versus resignations.  However, conceptually, there is not a clear line between dismissals and resignations.  Some dismissals may be de facto resignations.  For example, auditors might set extremely high fees or enforce conservative accounting policies knowing that they are likely to trigger a dismissal.  Also, clients may dismiss auditors to pre-empt expected resignations or auditors may resign to pre-empt dismissals (although this seems less likely).  Because of the lack of distinction, and to provide further insights to our control variables, we combine dismissals and resignations and repeat several of our analyses. For this purpose, our sample includes 831 switching companies and non-switching clients (499 with CHGFEE available).  

Overall, results are quite similar to those reported in Table 3 for dismissal companies. CHGFEE and AFEE coefficients are mainly positive and significant, likely reflecting the larger numbers of dismissals and the stronger relations between dismissals and the fee variables.  Relative to dismissal results, significance levels are more consistent for loss, going concern and leverage measures.  That is, companies are more likely to switch if they reported a loss, higher leverage, going concern opinion and a Big 4 auditor in all versions of the model, and are less likely to switch if their debt level is increasing in two versions.
6.2 Non-audit Service Fees


We include non-audit service fees (the sum of tax, audit-related and other fees for 2003), scaled alternatively by assets and by revenue, in each model.  When the non-audit service fees are scaled by revenue, the coefficient is never significant, and results for our fee variables are unchanged.  However, when the non-audit service fees are scaled by assets, the new variable is positively related to companies’ selection of non-Big 4 auditors. Results previously reported for fee variables are unchanged. To investigate the effect of non-audit service fees on new auditor selection, we dis-aggregate the non-audit services fees into audit-related fees, tax fees, and other fees.  Results (not tabulated) indicate that higher tax fees are associated with subsequent switches to non-Big 4 auditors (the coefficient of tax fee is positive and significant). 
6.3 Combining the CHGFEE and AFEE Variables

To evaluate the combined effects of CHGFEE and AFEE, we create two indicator variables. HIGHFEES takes the value of 1 if both CHGFEE and AFEE for an observation fall in the top quartile of the respective measures, and 0 otherwise.  LOWFEES takes the value of 1 if the two measures fall in the respective bottom quartiles, and 0 otherwise.  We substitute these variables in each of our analyses, replacing CHGFEE and AFEE.

HIGHFEES is positively associated with electing to dismiss an auditor and LOWFEES is negatively associated with electing to dismiss an auditor in model (1), providing further support for the association between higher fees and dismissals.  LOWFEES is also negatively associated with choosing non-Big 4 auditors in model (2), suggesting companies with LOWFEES are more likely to retain Big 4 auditors (HIGHFEES is not significant). However, neither measure is significant in explaining resignations. We conclude that the combined variables dilute the effect of a stronger proxy (AFEE) by mixing it with a weaker proxy (CHGFEE).
6.4 Serially Switching Companies

Next, we focus on companies that switch auditors immediately before, as well as during, our sample period.  If companies switched auditors between 2002 and 2003, the fees used to measure the fee increase (CHGFEE) are estimated using fees paid to two different auditors.  If such companies received substantial fee cuts when making the first switch, this should result in a smaller fee increase (lower CHGFEE) for the subsequent switch.  Similarly, clients enjoying fee reductions from a prior switch may have a lower AFEE relative to non-switching companies.
 
The effect (if any) of recent prior switches on our results should depend on the relative proportions of serial switchers in the dismissal and match samples.  Twenty-eight percent (163) of our dismissal sample also switched during 2002-2003, compared to thirty-two percent (188) of the matched companies.  We include a dummy variable in all models, to control for companies that switched auditors in 2002 or 2003. The results (not tabulated) are similar to those previously reported. The serial change dummy is not significant in any of the models. 
6.5 Three Tiers of Auditors

As reported in Table 4, 71% of the companies dismissing Big 4 auditors chose non-Big 4 auditors, indicating an important change in client behavior in the post-SOX era. To further investigate companies’ choices of replacement auditors, we disaggregate non-Big 4 auditors into six second-tier national firms
 and remaining regional firms. We then use multinomial logistic regression to re-examine Table 5 results for the selection of new auditors.  
As in Table 5, we restrict the sample to dismissal companies previously employing Big 4 auditors. We test whether AFEE and CHGFEE explain choice of new auditor class; whether the explanatory power of these variables differs with company size; and whether the coefficients of the model variables differ between companies that switched to second-tier national auditors versus companies that switched to regional audit firms. 
AFEE continues to have positive and significant coefficients when included in models (not tabulated). Thus higher fee levels (AFEE) are associated with smaller companies’ switches from Big 4 to both national firms and regional firms. Coefficients of AFEE*CSIZE are negative, indicating that larger clients are less motivated by high fees to switch to either second-tier or regional auditors.  Also similar to Table 5, coefficients for CHGFEE generally are not significant.  Several coefficients differ significantly between companies that select second-tier versus regional auditors. Larger companies and those with greater increases in operating cash flow are more likely to select national rather than regional auditors. On the other hand, highly leveraged companies are more likely to switch to regional auditors. 
7. Conclusions and Discussions

We investigate the role played by audit fees in auditor dismissals and resignations subsequent to the recent accounting scandals and the commencement of additional audit requirements mandated by SOX in 2002.  We consider two measures of higher fees, the proportional fee increase for each client relative to sales, and abnormal fees (i.e. residuals from a regression of fees on client characteristics previously found to be associated with fee levels).  Controlling for other client and auditor characteristics that might affect dismissal decisions, we find that client dismissals are associated with steeper fee increases, and with higher fee levels. Companies dismissing auditors also are characterized by negative income (losses), by higher leverage, and by prior association with a Big 4 auditor. 

            We also find that smaller companies previously employing Big 4 auditors, and paying higher relative fees (abnormal fees), are more likely to switch to a non-Big 4 auditor – presumably in search of lower fees. In this setting, large prior fee increases (as opposed to abnormal fee levels) do not appear to play a role in the choice of a new auditor type.  Neither payment of abnormally high fees, nor large increases in fees, is associated with switches to non-Big 4 auditors by larger companies. These conclusions hold when considering selection of either national or regional non-Big 4 replacement auditors.  Companies switching from one Big 4 auditor to another Big 4 auditor tend to have higher agency costs (i.e. are larger companies and/or fast growing companies). Companies switching from the Big 4 to non-Big 4 auditors tend to be in financial distress (receive more going concern opinions), consistent with studies conducted prior to changes mandated by SOX (Francis and Wilson 1988; DeFond 1992). One finding contrary to previous studies is that clients are more likely to dismiss industry specialist auditors. We speculate that companies are trying to avoid a premium charged by such auditors. 

            While higher fees are associated with dismissals and new auditor selection, lower fee levels are associated with auditor resignations. This suggests auditors resign from less profitable clients (although we do not measure engagement profitability directly). Resignations are also more likely for clients reporting losses, those receiving going concern audit opinions, and smaller clients, consistent with auditors actively avoiding higher risk. As profitability and risk characteristics are related (for example, going concern clients both pose higher risk and are less likely to be profitable clients), one possible interpretation is that auditors resign from clients who are not able to pay their required risk premium. 
            The above results hold when we conduct a number of sensitivity tests, and so can be considered stable in cross-section. However, a limitation of the study is that we employ only the initial fee and realignment data available in the post-SOX era. Future studies might use larger samples (i.e. data for more post-SOX years). Future studies might also investigate the role of abnormal fee levels in other decisions made by clients and auditors. For example, one might reasonably ask whether auditors are more (less) reluctant to give going concern opinions, or unfavorable SOX Section 404 assessments of internal control over financial reporting, to clients that pay unusually large (small) fee levels. 
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Figure 1: A Client’s Dismissal Decision, Pre- and Post-SOX
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SC, SC’ = Costs of switching auditors, pre- and post-SOX


FS, FS’  = Fee savings from switching auditors, pre- and post-SOX

Point a: Value of retaining auditor exceeds fee savings from dismissal, pre-SOX.

Point b: Value of retaining auditor is less than fee savings from dismissal, post-SOX. 


Costs and savings are for switching to an auditor of the same type, i.e. Big 4 to Big 4, 
or non-Big 4 to non-Big 4.

Figure 2: Auditor Type Chosen by Three Clients, Pre-SOX
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Figure 3: Auditor Type Chosen by Three Clients, Post-SOX
                        Value of



         Value = Cost


a Big 4                                                    e’
                        Audit        V3
                                                                             c’



     V1






                       
                 V2                                     d’  







          


                                                          
            C1’  C2’  C3’        Cost of a








    Big 4 Audit

V1 = Value to client 1 of retaining a Big 4 auditor, pre- and post-SOX.

C1, C1’  = Cost to client 1 of retaining a Big 4 auditor, pre- and post-SOX.

The value of retaining a Big 4 auditor includes the avoidance of switching costs.
Figure 4: Auditor’s Resignation Decision, Pre- and Post-SOX
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V = Value to auditor of retaining a client at the pre-SOX fee level
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C, C’  = Opportunity cost of retaining a client, pre-SOX (C) and post-SOX (C’)

Point f: Value of retaining client exceeds opportunity cost, pre-SOX


Point g: Value of retaining client exceeds opportunity cost, post-SOX, if the client 
pays a higher fee. 

Point h: Value of retaining client is less than opportunity cost, post-SOX, if


the client does not pay a higher fee. 
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	Descriptive statistics for matched dismissal and resignation samples
	

	
	
	
	
	
	
	
	
	

	
	
	Dismissal Matched Sample
	
	Resignation Matched Sample

	
	
	Dismiss
	Match 
	Difference
	
	
	Resign
	Match 
	Difference
	

	
	
	Means
	Means
	t-stat.
	
	
	Means
	Means
	t-stat.
	

	N = 
	
	582
	582
	
	
	
	249
	249
	
	

	Variables: 
	
	
	
	
	
	
	
	
	
	

	CHGFEE1
	
	0.012
	-0.010
	1.376
	
	
	-0.020
	0.005
	-1.198
	

	AFEE
	
	0.047
	-0.095
	3.728
	***
	
	-0.030
	0.069
	-1.772
	*

	CSIZE
	
	17.358
	17.353
	0.027
	
	
	16.643
	16.701
	-0.261
	

	LOSS
	
	0.498
	0.450
	1.644
	*
	
	0.675
	0.578
	2.230
	**

	GOCERN
	
	0.189
	0.158
	1.393
	
	
	0.317
	0.217
	2.543
	**

	LEVERAGE
	
	3.478
	0.865
	1.328
	
	
	5.942
	1.853
	0.889
	

	CHGOCF
	
	0.048
	0.222
	-0.492
	
	
	1.030
	0.499
	0.509
	

	CHGDEBT
	
	0.126
	0.088
	0.382
	
	
	0.733
	-0.429
	1.762
	*

	GROWTH
	
	0.117
	0.084
	1.091
	
	
	0.141
	0.179
	-0.728
	

	SPECIALIST
	
	0.368
	0.326
	1.478
	
	
	0.345
	0.357
	-0.281
	

	OLDBIG4
	
	0.617
	0.565
	1.789
	*
	
	0.614
	0.590
	0.548
	


Notes: ***significant at .01 level, ** significant at .05, * significant at .10.

Variable definitions: 
CHGFEE 
change in fees as a percentage of sales (fee0X/ sales0X ) – (fee01 / sales01) 
AFEE  

abnormal audit fees for 2003 (residuals derived from standard fee model)

CSIZE 
 
natural logarithm of revenue

LOSS 

1 if company reports a loss, 0 otherwise

GOCERN  
1if company received a going concern opinion; 0 otherwise

LEVERAGE  
total liabilities0X / total assetsOX
CHGOCF  
(operating cash flow0X / assets0X) – (operating cash flow01 / assets01)
CHGDEBT 
(debt0X / assets0X) – (debt01 / assets01)
GROWTH 
(sales0X - sales01 )/ sales01
SPECIALIST  
1 if auditor audits at least 20 percent of the industry revenues; 0 otherwise

OLDBIG4
1 if incumbent/pre-switch auditor is Big 4; 0 otherwise

where ‘0X is the year prior to the switch, either 2003 or 2004.
1  Reduced sample size due to missing 2001fee data: 366 dismissal observations and matches, XXX resignation observations matches. 

                      Table 2 

     Correlations between Explanatory Variables

	 
	AFEE
	
	CSIZE
	
	LOSS
	
	GOCERN
	LEVERAGE

	CHGFEE
	-0.029
	
	-0.006
	
	0.010
	
	-0.076
	**
	-0.119
	***

	AFEE
	1.000
	
	-0.102
	***
	0.053
	**
	0.016
	
	-0.012
	

	CSIZE
	
	
	1.000
	
	-0.403
	***
	-0.415
	***
	-0.165
	***

	LOSS
	
	
	
	
	1.000
	
	0.327
	***
	0.050
	**

	GOCERN
	
	
	
	
	
	
	1.000
	
	0.062
	**

	LEVERAGE
	
	
	
	
	
	
	
	
	1.000
	


	
	CHGOCF
	CHGDEBT
	GROWTH
	SPECIALTIST
	OLDBIG4
	

	CHGFEE
	-0.022
	
	-0.028
	
	-0.204
	***
	-0.029
	
	0.020
	

	AFEE
	0.053
	**
	0.039
	
	-0.008
	
	-0.010
	
	-0.040
	

	CSIZE
	-0.060
	**
	-0.063
	**
	0.073
	***
	0.337
	***
	0.483
	***

	LOSS
	0.033
	
	0.030
	
	-0.072
	***
	-0.109
	***
	-0.146
	***

	GOCERN
	0.069
	***
	0.062
	**
	0.032
	
	-0.166
	***
	-0.257
	***

	LEVERAGE
	0.025
	
	0.052
	**
	-0.051
	**
	-0.038
	
	-0.064
	***

	CGHOCF
	1.000
	
	-0.079
	***
	0.069
	***
	-0.027
	
	-0.047
	*

	CGHDEBT
	
	
	1.000
	
	-0.029
	
	-0.014
	
	-0.027
	

	GROWTH
	
	
	
	
	1.000
	
	-0.036
	
	-0.035
	

	SPECIALIST
	
	
	
	
	
	
	1.000
	
	0.596
	***

	OLDBIG4
	
	
	
	
	
	
	
	
	1.000
	


Variable definitions: 
CHGFEE 
change in fees as a percentage of sales (fee0X/ sales0X ) – (fee01 / sales01) 

AFEE  
abnormal audit fees for 2003 (residuals derived from standard fee model)

CSIZE 
natural logarithm of revenue

LOSS 
1 if company reports a loss, 0 otherwise

GOCERN  
1if company received a going concern opinion; 0 otherwise

LEVERAGE 
total liabilities0X / total assetsOX
CHGOCF  
(operating cash flow0X / assets0X) – (operating cash flow01 / assets01)
CHGDEBT 
(debt0X / assets0X) – (debt01 / assets01)
GROWTH 
(sales0X - sales01 )/ sales01
SPECIALIST
1 if auditor audits at least 20 percent of the industry revenues; 0 otherwise

OLDBIG4
1 if incumbent/pre-switch auditor is Big 4; 0 otherwise

where ‘0X is the year prior to the switch, either 2003 or 2004.
	Table 3
	
	
	
	
	
	
	
	
	

	Logistic regression analysis of relationship between auditor dismissals and audit fees 

	Dependent variable  = 1 if dismissal, 0 if no-switch
	

	
	
	
	
	
	
	

	
	Model (1a)
	
	Model (1b)
	
	Model (1c)
	

	Dismissals: N =
	366
	
	
	582
	
	
	366
	
	

	Matches: N =
	366
	
	
	582
	
	
	366
	
	

	
	Coef.
	p-value
	
	Coef.
	p-value
	
	Coef.
	p-value
	

	CHGFEE
	1.527
	0.032
	**
	
	
	
	1.379
	0.043
	**

	AFEE
	
	
	
	0.325
	0.001
	***
	0.376
	0.008
	***

	CSIZE
	0.246
	0.412
	
	0.132
	0.471
	
	0.216
	0.480
	

	LOSS
	0.339
	0.064
	*
	0.251
	0.088
	*
	0.292
	0.115
	

	GOCERN
	0.423
	0.148
	
	0.192
	0.297
	
	0.448
	0.130
	

	LEVERAGE
	0.519
	0.010
	**
	0.083
	0.096
	*
	0.430
	0.032
	**

	CHGOCF
	0.108
	0.184
	
	-0.006
	0.565
	
	0.103
	0.178
	

	CHGDEBT
	-0.540
	0.040
	**
	-0.108
	0.144
	
	-0.400
	0.129
	

	GROWTH
	0.224
	0.286
	
	0.145
	0.264
	
	0.216
	0.310
	

	SPECIALIST
	-0.021
	0.911
	
	0.116
	0.472
	
	-0.009
	0.962
	

	OLDBIG4
	0.920
	0.000
	***
	0.310
	0.093
	*
	0.852
	0.001
	***

	
	
	
	
	
	
	
	
	
	

	Model Chi-Square
	35.626
	0.000
	***
	28.209
	0.002
	***
	42.930
	0.000
	***


Notes: *** significant at .01, ** significant at .05, * significant at .10

Variable definitions: 
CHGFEE 
change in fees as a percentage of sales (fee0X/ sales0X ) – (fee01 / sales01) 

AFEE  

abnormal audit fees for 2003 (residuals derived from standard fee model)

CSIZE 
 
Ln(revenue)
LOSS 

1 if company reports a loss, 0 otherwise

GOCERN  
1if company received a going concern opinion; 0 otherwise

LEVERAGE  
total liabilities0X / total assetsOX
CHGOCF  
(operating cash flow0X / assets0X) – (operating cash flow01 / assets01)
CHGDEBT 
(debt0X / assets0X) – (debt01 / assets01)
GROWTH 
(sales0X - sales01 )/ sales01
SPECIALIST  
1 if auditor audits at least 20 percent of the industry revenues; 0 otherwise

OLDBIG4
1 if incumbent/pre-switch auditor is Big 4; 0 otherwise

where ‘0X is the year prior to the switch, either 2003 or 2004.
	Table 4: Direction of auditor switch
	
	
	

	
	
	

	
	
	
	
	Dismissals
	
	Resignations

	
	
	
	
	
	Percent
	
	
	Percent

	
	
	
	
	N
	of group
	
	N
	of group

	
	
	
	
	
	

	Total
	582
	
	
	249
	

	
	
	
	
	
	

	Switching from Big 4:
	359
	
	
	153
	

	Big 4 to Big 4
	
	
	104
	29%
	
	18
	12%

	Big 4 to Non-big 4
	
	
	255
	71%
	
	135
	88%

	
	
	
	
	
	
	
	
	

	Switching from non-Big 4:
	223
	
	
	96
	

	Non-big 4 to Big 4
	
	17
	8%
	
	0
	0%

	Non-big4 to Non-Big4
	
	206
	92%
	
	96
	100%

	
	
	
	
	
	
	
	
	

	Chi-square (p-value)
	
	38.060
	(0.000)
	
	11.842
	(0.001)


	Table 5
	
	
	
	
	
	
	
	
	

	Logistic regression analysis of successor auditor selection for clients dismissing Big 4 auditors 

	Dependent variable = 1 if new auditor is non-Big 4, 0 if Big 4
	
	
	
	

	
	Model (2a)
	Model (2b)
	Model (2c)

	Old auditor is Big 4   N =
	318
	
	
	359
	
	
	318
	
	

	New auditor is non-Big 4      N =
	232
	
	
	255
	
	
	232
	
	

	
	
	
	
	
	
	
	
	
	

	Variables
	coef.
	p-value
	
	coef.
	p-value
	
	coef.
	p-value
	

	CHGFEE
	17.324
	0.218
	
	
	
	
	22.832
	0.223
	

	AFEE
	
	
	
	1.514
	0.015
	**
	1.549
	0.069
	*

	CSIZE
	-1.382
	0.001
	***
	-1.385
	0.000
	***
	-1.348
	0.002
	***

	LOSS
	0.140
	0.647
	
	0.385
	0.167
	
	0.179
	0.561
	

	GOCERN
	2.150
	0.058
	*
	1.632
	0.048
	**
	2.137
	0.059
	*

	LEVERAGE
	-0.165
	0.686
	
	0.039
	0.919
	
	-0.318
	0.473
	

	CHGOCF
	-1.060
	0.266
	
	-1.669
	0.024
	**
	-1.281
	0.201
	

	CHGDEBT
	-0.421
	0.604
	
	-0.875
	0.215
	
	-0.401
	0.641
	

	GROWTH
	-1.003
	0.015
	**
	-0.770
	0.024
	**
	-1.023
	0.014
	**

	SPECIALIST
	0.805
	0.004
	***
	0.596
	0.020
	**
	0.833
	0.003
	***

	CHGFEE*CSIZE
	-48.763
	0.453
	
	
	
	
	-61.778
	0.381
	

	AFEE*CSIZE
	
	
	
	-1.339
	0.042
	**
	-1.476
	0.095
	*

	Intercept
	1.692
	0.000
	***
	1.498
	0.001
	***
	1.724
	0.001
	***

	
	
	
	
	
	
	
	
	
	

	Correctly classified %
	73%
	
	
	70%
	
	
	72%
	
	

	Model Chi-Square
	55.877
	0.000
	***
	58.029
	0.000
	***
	59.470
	0.000
	***

	Pseudo R2
	0.234
	
	
	0.213
	
	
	0.248
	
	


Notes: *** significant at .01, ** significant at .05, * significant at .10

Variable definitions: 
CHGFEE 
change in fees as a percentage of sales (fee0X/ sales0X ) – (fee01 / sales01) 

AFEE  
abnormal audit fees for 2003 (residuals derived from standard fee model)

CSIZE 
Ln(revenue)
LOSS 
1 if company reports a loss, 0 otherwise

GOCERN  
1if company received a going concern opinion; 0 otherwise

LEVERAGE  
total liabilities0X / total assetsOX
CHGOCF  
(operating cash flow0X / assets0X) – (operating cash flow01 / assets01)
CHGDEBT 
(debt0X / assets0X) – (debt01 / assets01)
GROWTH 
(sales0X - sales01 )/ sales01
SPECIALIST  
1 if auditor audits at least 20 percent of the industry revenues; 0 otherwise

CHGFEE*CSIZE interaction between CHGFEE and CSIZE

AFEE*CSIZE 
interaction between AFEE and CSIZE

where ‘0X is the year prior to the switch, either 2003 or 2004.
	Table 6

	Logistic regression analysis of auditor resignations and audit fees

	Dependent variable = 1 if auditor resigned, 0 otherwise

	
	
	
	

	Resignation: N =
	249
	
	

	Matches: N =
	249
	
	

	
	
	
	

	AFEE
	-0.305
	0.076
	*

	CSIZE
	-0.550
	0.071
	*

	LOSS
	0.434
	0.061
	*

	GOCERN
	0.488
	0.038
	**

	LEVERAGE
	0.001
	0.836
	

	CHGOCF
	0.006
	0.698
	

	CHGDEBT
	0.082
	0.254
	

	GROWTH
	-0.067
	0.694
	

	SPECIALIST
	-0.276
	0.314
	

	OLDBIG4
	0.460
	0.128
	

	
	
	
	

	Model Chi-Square
	23.126
	0.010
	***


Notes: *** significant at .01, ** significant at .05, * significant at .10

Variable definitions: 
AFEE  
abnormal audit fees for 2003 (residuals derived from standard fee model)

CSIZE 
Ln(revenue)
LOSS 
1 if company reports a loss, 0 otherwise

GOCERN  
1if company received a going concern opinion; 0 otherwise

LEVERAGE  
total liabilities0X / total assetsOX
CHGOCF  
(operating cash flow0X / assets0X) – (operating cash flow01 / assets01)
CHGDEBT 
(debt0X / assets0X) – (debt01 / assets01)
GROWTH 
(sales0X - sales01 )/ sales01
SPECIALIST  
1 if auditor audits at least 20 percent of the industry revenues; 0 otherwise
OLDBIG4
1 if incumbent/pre-switch auditor is Big 4; 0 otherwise

where ‘0X is the year prior to the switch, either 2003 or 2004.















� Solomon (2005) reports that companies in the S&P Small-Cap 600 index experienced fee increases of 84% in 2004, following increases of 17% in 2003 and 34% in 2002.


� Oligopolists (such as the largest audit firms) prefer to compete on non-price bases, such as advertising and more (or higher quality) service. See for example Samuelson (1973).


� We study audit fees paid for work related to attesting to financial statement balances and Section 404 compliance.  Audit fees do not include 404 consulting fees, as firms are prohibited from providing both 404 implementation advice and attestation services.  Thus, consulting fees are not included in the audit fee, and, since they are not paid to the company’s auditor, they are not reported publicly.


� For example, Gullapalli (2004) reports that in 2003-2004, PwC increased its Section 404 compliance staff by 20% to 8,000.  The SEC subsequently delayed implementation deadlines in February 2004 and March 2005.


� A survey conducted by Foley Lardner (2003) shows senior management of public middle market companies expected their accounting fees to increase by more than 100%, mainly as a result of the Sarbanes-Oxley 404 compliance.


� Many large companies now find it difficult to change Big 4 auditors because most of them employ other Big 4 firms for non-audit work. Auditor independence rules forbid them from hiring the same auditor to do both financial statement auditing and certain non-audit services (Gullapalli 2005).


� In Figures 2 and 3, the value of retaining a Big 4 auditor includes the avoidance of switching costs, which are not depicted separately.


� The Audit Analytic database uses electronic searches of the EDGAR database to obtain audit fee data from filed proxy statements, change data from 8-Ks and limited financial data from 10-Ks.  It is a commercial database marketed to professional firms and academic institutions. At the time of our data collection, these searches were complete for the years 2000–February 2005.





� According to SEC Release 33-8183, the audit fees category should include fees for “services performed to comply with GAAS” (generally accepted auditing standards). The audit-related fees category includes services such as “employee benefit plan audits, due diligence related to mergers and acquisitions, accounting consultations and audits in connection with acquisitions, internal control reviews, attest services that are not required by statute or regulation and consultation concerning financial accounting and reporting standards (SEC 2003).  The internal control reviews fees included as part of the audit-related fees category are reviews “not required by statute or regulation” and do not include 404 required work. 


� We also tested our SPECIALIST variable (discussed below) in the abnormal fee model to see if specialists command higher fees. It is insignificant in estimating AFEE unless the Big 4 variable (AUDITOR) is excluded, in which case it is positive and significant. 


� We are able to match 61% of the dismissal companies with companies in the same four-digit SIC code, the rest are matched at the three- or two- digit SIC levels. Following Carcello and Neal (2003), our desired revenue match criterion is within 20% of the switching client’s revenue.  We meet this criterion for 90% of our dismissal sample. Mean revenue does not differ significantly between the dismissal and matched samples (p = .978).   The 20% revenue criterion is met for 91% of the resignation sample, and four-digit SIC matches are identified for 60%.  


� We substitute FEE/ASSETS for AFEE as an alternative measure of unusually high fees in this and the following analyses.  It is generally insignificant, where AFEE is generally significant.


� CHGFEE is not significant alone or with AFEE in the resignation model, consistent with results in Table 2 showing no difference in CHGFEE between resignation and matched clients. Results for other variables are substantially unchanged. CHGFEE is available for 266 observations of the matched resignation sample: 133 resignations and their 133 matches. 


� Some prior switchers are likely former clients of Arthur Anderson. It is unclear ex ante whether these firms received typical fee cuts. 


� Second-tier national firms are BDO Seidman LLP, BKD LLP, Crowe Chizek & Company LLC, Grant Thornton LLP, McGladrey & Pullen LLP and Moss Adams LLP. 
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