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SUMMARY

As a result of the recent frauds and the U.S. Congress’s passing of the Sarbanes-Oxley Act of 2002, more focus has been placed on the role of independent auditors in monitoring corporations. While the new rules are not directed toward non-profit organizations, these organizations face many of the same monitoring concerns as their for-profit counterparts. Given their large reliance on public support through donations, it is imperative they maintain adequate levels of monitoring. This study looks at non-profit organizations' auditor choice decisions – the factors associated with their decision to change auditors and the factors associated with the auditor selected if a change is made. Using multivariate regressions on data on almost 16,000 non-profit organizations, I find changes in operational structure, financing, management’s reputation and contracting, and audit fee are all significant in determining whether an organization will change auditors. In addition, changes in operational structure and financing appear to have some effect on the type of auditor selected when a change is made. 
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INTRODUCTION
As more frauds and restatements of financial statements occur, the question is often asked, “Where were the auditors?” The Sarbanes-Oxley Act of 2002, a reaction to the current spate of frauds, has focused more attention on evaluating and improving client controls and client monitoring, with much of that monitoring provided by external auditors. Since companies are free to select their own auditor, it is important to understand those factors that influence their decision to change auditors, and what auditor is selected. By understanding these factors, we will have a better understanding of when companies may seek to increase the quality of their auditor, and hence the quality of their monitoring, and also when they may seek to reduce the quality.

Auditor switching and auditor choice have been widely studied. Researchers have focused on identifying organizational and audit firm characteristics that have an effect on the auditor selected, generally focusing on the effects of changes in agency costs or the contracting environment. The research results have been somewhat mixed. The issuance of debt or securities and company size have all been found to have a significant effect on the auditor selection process (Johnson and Lys 1990; Krishnan et al. 1996; Francis and Wilson 1988 for example), while other factors such as changes in management, audit fee, and the receipt of a qualified opinion have resulted in less consistent findings
. 

While the prior research has been extensive, most of it has focused on for-profit, publicly traded corporations; there has been little research done on auditor choices made by non-profit organizations. The culture, organizational structure, and financial needs of non-profit organizations are different from that of the for-profit sector, and therefore the monitoring needs provided by external auditors may be different. In addition, the audit risk environment may be different for non-profit organizations given the differences in accounting rules, financial reports, and types of financial statement users (Rubin 1988). And while some may argue that the role of the auditor and monitoring may not be as important in the non-profit sector, over 70% of the American public donates to non-profit organizations, presumably wanting those funds to be used to forward the mission of the organization. Auditors provide that assurance. In addition, auditors play a similar role with respect to helping to prevent and detect fraud in the audits of non-profit organizations that they do for for-profit corporations. Given this, it is important that we consider the auditor’s monitoring role in non-profit organizations, which begins with understanding why non-profit organizations choose the auditors that they choose. 

Using a combined database of results from financial and compliance A-133 audits filed with the United States Federal Audit Clearinghouse for non-profit organizations receiving federal funding, and Form 990 tax filings, this study looks at the effects of operational structure, financing, management reputation, and audit fee on an organization’s decision to change auditors and what auditor to select. The results indicate that operational structure, management reputation, and audit fee are all significant in an organization’s decision to change auditors. The results for auditor choice are less conclusive, with only organizational size consistent across regressions in determining the auditor selected. Changes in key financial measures for non-profit organizations – revenue sources and fund uses – as well as changes in leverage may also be a factor in auditor selection.
The remainder of the paper is laid out as follows: In the next section, I discuss background information on non-profit organizations and A-133 audit requirements. I follow this with theory and model development, a discussion of the data, and the results. I conclude with a discussion on the study limitations and future research.

BACKGROUND
Non-Profit Organizations

Non-profit organizations make up a surprisingly large portion of the United States’ economy. Of the 27.7 million businesses, organizations, and governmental entities in the U.S. in 1998
, over 1.6 million or almost 6% of them were non-profit organizations. Of the $7.3 trillion national income, 6.7% was credited to non-profit organizations, and over 10% of U.S. paid and voluntary employment was attributable to non-profit organizations. Revenues generated by charitable and religious organizations in 1997 were $665 billion. And over 70% of all Americans donated money or products to non-profit organizations, while over 55% volunteered their time (Independent Sector 2001). Given the level of support these organizations receive from U.S. citizens and businesses, and given the large role they play in our economy, it is important to broaden our understanding of business factors that affect this industry segment. In addition, if we are to improve the accountability of these organizations, we must consider the monitoring provided by the external auditor and better understand the selection of the auditor.

A-133 Audits


Non-profit organizations that receive greater than $300,000 in federal funding (i.e., grants from federal agencies) are required to have an annual or biennial audit performed in accordance with the Office of Management and Budget’s Circular No. A-133 (A-133 audit). This circular requires the auditor to provide opinions on the organization’s financial statements, schedule of federal awards, and compliance with federal regulations. The auditor must also provide a report on the organization’s internal control system and a schedule of findings and questioned costs. 


When an organization receives federal funds, it must agree to adhere to specific government regulations governing the use of those funds. For example, government regulations require non-profits to adequately monitor subrecipients and submit timely reports to their granting agencies. In addition, government regulations maintain strict regulations over how grant money may be spent and on what types of expenditures. In the A-133 audit, the auditor must assess the organization’s compliance with each of the applicable government regulations, noting all instances of noncompliance on a schedule of findings and questioned costs. A finding is a specific instance of noncompliance that does not have a direct financial impact, while a questioned cost would have a financial effect. For instance, not submitting timely progress reports would be considered a finding, while using federal money for unallowable expenditures (alcohol, for instance) would be considered a questioned cost. 

After both the financial statement and A-133 audit procedures are performed, and all findings and questioned costs are identified, the auditor must form, and provide a report on, her overall opinions on both the financial statements’ compliance with GAAP and the organization’s compliance with federal regulations. In addition, the auditor will review the internal control structure of the organization and provide a report indicating any significant deficiencies in the internal controls. This last report is similar to the report an auditor provides to an audit committee or board of directors of a for-profit corporation when there are reportable conditions or material weaknesses in internal controls (AICPA Professional Standards, AU Section 325.16) and similar, although broader, to information provided in Section 404 audit opinions on the effectiveness of publicly traded corporations’ internal control (Sarbanes-Oxley 2002). The organization then submits (or has the auditor submit) the complete A-133 audit report package to the United States Federal Audit Clearinghouse, which maintains a database of all reports submitted.

THEORY AND MODEL DEVELOPMENT

Auditor Switching and Auditor Choice


The demand for auditing is hypothesized to result from the information asymmetry between contracting agents in the corporate setting, (Jensen and Meckling 1976). As the contracting environment and agency costs change within an organization, the degree and quality of required external monitoring changes, therefore potentially leading organizations to change auditors. Prior research has investigated different organizational changes and auditor changes/auditor choice with some mixed results. Consistently, issuances of debt and securities, client risk, and asset growth are associated with changes in the quality of auditor selected (Johnson and Lys 1990; Francis and Wilson 1988; Defond 1992; Feltham et al. 1991; Firth and Liau-Tan 1998, for example). In many studies, although not all, factors affecting management’s or the organization’s reputation have been shown to be associated with auditor changes, (Chow and Rice 1982; Krishnan, et al. 1996; Williams 1988; and Roberts et al. 1990). However, other contracting and agency cost factors such as sales growth, asset growth, and leverage have been studied, but results have been inconsistent. Haskins and Williams (1990) find a significant relationship between sales growth and auditor switching, while Williams (1988) does not. And Francis and Wilson (1988) find a negative relationship between leverage and audit quality, DeFond (1992) and Chaney et al. (2004) find a positive relationship, and Johnson and Lys (1990) find no significant relationship.

Auditor Quality

DeAngelo (1981) hypothesizes that large audit firms provide higher quality audits because they have more resources to better train their employees and, because they have a larger client base, they are more independent from their clients. Many studies have tested DeAngelo's theory, and while not entirely consistent across all studies, it does appear that corporations and users of financial statements believe Big 5
 auditors provide higher quality audits. For example, Craswell et al. (1995) and Beattie et al. (2001) find corporations are willing to pay higher fees to retain a larger auditor. And Allen (1994), Balvers et al. (1988), Beatty (1989), Teoh and Wong (1993) all find users rely more heavily on financial statements audited by larger audit firms. Consistent with DeAngelo’s theory and much of the prior literature, I measure audit quality using Big 5 versus Non-Big 5.
  I also perform additional analyses using a measure of industry expertise for audit quality.

Model Development


Much of the prior research on auditor changes and auditor choice has focused on for-profit, publicly traded corporations. And although the organizational structures are different in for-profit corporations and non-profit organizations, the contracting environment and agency costs should still factor into a non-profit organization’s decision to change auditors and what auditor to select. Three aspects of agency relationships common to non-profit organizations are expected to influence their demand for audit services: operational structure, financing, and management reputation and contracting. In addition, as indicated in prior research, audit costs and various control variables may also have an effect on the demand for audit services. The factors associated with the decision to change auditors are tested using a model similar to that used by Chow and Rice (1982) and Roberts et al. (1990):

CHGt = α + β1 |CONCHGt| + β2 |GOVCHGt| + β3 |MGCHGt| + β4 |FRCHGt| + 

β5 |FEXPCHGt| + β6 |LIABCHGt| + β7 |DACHGt| + (8 PROBt-1 + 

β9 |COMPCHGt| + β10 NEGACCHGt + β11 LNAt + β12 LNREVt + 

β13 |ACHG| + β14 |REVCHGt| + (15 BIGFIVEt + ε

where CHGt is 1 in the year an organization changes its auditor and 0 otherwise, and the other variables are defined below. 

I test the factors associated with the type of auditor selected using two subsets of the entire database. The first subset includes all organizations that started with a non-Big 5 auditor and switched to a different non-Big 5 (W/IN NB5) or a Big 5 (UP), and the second subset includes organizations that started with a Big 5 auditor and switched to either a different Big 5 (W/IN B5) or a non-Big 5 (DOWN). The following model is used to identify those factors that are significant in the auditor choice decision:

UPt or W/IN B5t = 

α + β1 CONCHGt + β2 GOVCHGt + β3 MGCHGt + β4 FRCHGt + 

β5 FEXPCHGt + β6 LIABCHGt + β7 DACHGt + (8 PROBt-1 + 

β9  COMPCHGt + β10 NEGACCHGt + β11 LNAt + β12 LNREVt + 

β13 ACHG + β14 REVCHGt + ε

where UPt is 1 if the organization changed from a non-Big 5 to a Big 5, and 0 if they changed within non-Big 5, and W/IN B5t is 1 if the organization changed within Big 5, and 0 if they changed from a Big 5 to a non-Big 5. I use W/IN B5, rather than DOWN, as the dependent variable in the second analysis to keep the predicted coefficient directions consistent with the previous models. The other variables are defined below.

Operational Structure

The revenue and expense structure of non-profit organizations is very different from that of for-profit corporations. Although some non-profit organizations earn revenue through the provision of services or the sale of goods, many of them receive significant amounts of funds through contributions and grants. And while expenses are accounted for in categories similar to for-profit corporations such as salaries, rent, and utilities, non-profit organizations also categorize their expenses based on whether they relate to program activities (activities directly related to the mission of the organization), management and general activities, or fundraising activities. The revenue sources and fund uses greatly affect the contracting environment of a non-profit and are expected to have an effect on an organization's decision to retain or change auditors.

Non-profit organizations receive funding from individual and corporate donors, foundations, state and federal agencies, interest, and fees for services. As the mix of funds received from these sources changes, so does the contracting environment. For example, an individual or corporation that makes a donation to an organization would be much more concerned about how those funds were used than would a person who is paying the non-profit organization for a service they are directly receiving (for example, a student paying tuition at a university). Since donors receive no direct benefit from the charitable contributions they provide to a non-profit and therefore cannot directly see how the funds were used, they rely more heavily on monitoring to ensure their funds were used to further the organization’s mission. In addition, federal agencies require non-profits to engage in higher levels of monitoring in the form of specialized audits. The more funds an organization receives from federal sources, the more of its operations and financial statements that are subject to the additional monitoring. To measure the changes in the revenue structure and their effects on the decision to change auditors, the absolute value of the change in contributions as a percent of total revenues (|CONCHG|) and the absolute value of the change in government funding as a percent of total revenues (|GOVCHG|) are included in the auditor change model (E1). Absolute value changes are used in the change model because the dependent variable, CHG, includes all types of auditor changes; the magnitude of the change, not the direction, is important. Actual changes in the contribution and government funding percentages are included in the auditor choice regressions (E2). 

Changes in fund uses (expenses) may also have an effect on the contracting environment and therefore on the demand for auditors. As mentioned above, non-profit organizations separate their funding uses into three categories – program activities, general and administrative, and fundraising. Donors often judge the efficiency of a non-profit, which may then affect their decision to make a donation, by the percentage of funds used on program activities (Weisbrod and Dominguez 1986; Posnett and Sandler 1989; Tinkleman 1998, 1999), and therefore the allocation of expenses between the three categories is very important. Most allocations are straight-forward as particular expenses are directly related to one of the three categories. However, organizations may engage in activities that have joint purposes – for example, they may mail a request for funds to potential donors along with educational information that would directly relate to the mission of the organization. Allocations of these costs can be more difficult. As the use of funds changes, an organization’s management may demand a different level of monitoring to provide users more assurance that the allocations are correct. The absolute value of changes in management and general expenses as a percent of total expenses (|MGCHG|), and the absolute value of changes in fundraising expenses as a percent of total expenses (|FRCHG|) are included in the changes model (E1) to test their effect on auditor changes, and actual changes in these variables are included in the choice models (E2).

In addition to the allocation of expenses across the three categories, the changes in the level of federal expenditures may have an effect on an organization's demand for external monitoring. As discussed above, federal grants come with regulations and restrictions over how funds can be used. As federal expenditures increase, so do the monitoring demands of the organization. The percentage change in federal expenditures (FEXPCHG) is included in E2 to determine if organizations select a higher quality auditor when monitoring needs increase, and the absolute value of the change is included in E1 to determine the effect of changes in federal expenditures on the organization's decision to change auditors.

Financing

The cost of debt can be reduced with enhanced financial statement reliability (Simunic and Stein 1987). As debt levels increase, organizations have more incentive to reduce interest costs, and prior research has shown that organizations with increased liabilities select auditors with reputations for higher quality, (Copley et al. 1995 and DeFond 1992). In addition, prior literature indicates that riskier firms may choose a higher quality auditor in order to reduce agency costs (DeFond 1992). As levels of debt and leverage change, organizations may change their auditor in order to obtain the quality level of monitoring appropriate for their circumstances; the absolute value of the percentage change in total liabilities (|LIABCHG|) and the change in the debt to asset ratio (|DACHG|) are included in the changes model (E1) while actual changes in these variables are included in the auditor choice models (E2) 

.

Management Reputation and Contracting


As mentioned above, non-profit donors do not receive a direct benefit from their donation,
 and must rely on management to use the funds appropriately and efficiently. Any indication that management is ineffective or inefficient might cause a donor to seek other organizations to fund. Therefore, if the organization receives reports from its auditors that reflect poorly on management, management may choose to change auditors.
 For organizations in this dataset, there are multiple assessments provided by auditors that may indicate poor management. Auditors provide an opinion on the accuracy of the presentation of the financial statements, an assessment of the organization’s internal controls, an assessment of the organization’s compliance with federal regulations, and reports of findings and/or questioned costs. In addition, as part of the financial statement audit, the auditors must consider the organization’s ability to continue as a going concern, and include information in the audit opinion if there is substantial doubt. I use a combined measure (PROBt-1) which is the sum of the number of these reputational issues that an organization had in the prior year. For example, if an organization had a qualified opinion on the financial statements and indications of reportable conditions, but no findings, questioned costs, going concern issues, or material non-compliance, its PROB would be 2. PROB has a minimum of 0 (no reputational issues) and a maximum of 6. While prior research on the relationship between qualified audit opinions and auditor switching has been mixed,
 including a combined measure of all auditor assessments should provide a stronger measure of management reputation losses.

Finally, changes in management are expected to increase the likelihood that the organization changes auditors. New managers often change auditors to provide a new perspective on the organization, and/or because they may be familiar with other auditors from previous jobs. In addition, new managers may come with different levels of skills and expertise, potentially altering the type of monitoring needed from the external auditor. Management changes cannot be directly observed with the data used in this study; instead I use the absolute value of the percentage change in management compensation (|COMPCHG|) as a surrogate measure. I propose that significant changes in salary are often due to changes in the personnel in those management positions or due to changes in the responsibility of the position. In either case, we would expect the demand for external monitoring to change in some way. This is consistent with Evans and Patton's (1987) hypothesis that higher government salaries result in demand for higher levels of monitoring.

Audit Fees

Prior research indicates that in the year of an auditor change, audit fees tend to be lower than in the prior year (Baber et al 1987 and Deis and Giroux 1996). Given this, and their strong desire to reduce management and general expenses whenever possible, non-profit organizations may change their auditor in order to reduce their audit fee. Accounting expenses reported on the Form 990 are used to proxy for audit fees, and a dummy variable (NEGACCHG) is included to determine if a reduced audit fee is a significant factor in an organization’s decision to change auditors and what auditor to select. NEGACCHG is equal to 1 if accounting expenses reduced in the current year, and 0 otherwise
.  I expect the coefficient on NEGACCHG to be positive in the change model (E1), indicating that organizations that change their auditor experience a reduction in audit fee in the year of change.  However, in the auditor choice models (E2), I make no prediction on direction.  While organizations might change auditors seeking a lower fee, organizations that select a higher quality auditor may be willing to pay a higher audit fee to compensate for the higher quality they are receiving, consistent with Copley et al. (1994), Craswell et al. (1995), and Beattie et al. (2001), for example.

Control Variables

In addition to the variables above, the natural log of both total assets and total revenues (LNA and LNREV, respectively) are included to control for size. The absolute value of percentage changes in total assets and total revenues are also included to account for any significant changes in the organization’s size (|ACHG| and |REVCHG|, respectively) in the changes model (E1), with actual percentage changes in these variables used in the choice models (E2). I expect that organizations that have larger absolute percent changes in assets and revenues will be more likely to change their auditors, and increases in these accounts will be associated with the selection of a larger audit firm. 
Finally, I have predicted that changes in organizations' contracting environment lead those organizations to change auditors. Some of these organizations are expected to change to a higher quality auditor because their organizational changes indicate a need for a high quality auditor. However, if these organizations already have a high quality auditor, they may not change auditors. BIGFIVE is included in the changes model (E1) to control for this ceiling effect. This is not included in the choice model (E2) as it is already controlled for with the samples being tested. A summary of all variables is included in Table 1.

(Insert Table 1 here)
DATA


The main data analyzed in this study was obtained from the United States Federal Audit Clearninghouse (FAC) database that includes all A-133 audit reports and summary reports submitted to the FAC since 1997.
  The entire contents of the FAC database was downloaded in July 2003. After eliminating certain observations as discussed below, additional data from non-profit organizations' Form 990s was obtained from the National Center for Charitable Statistics
 (NCCS) and merged with the FAC data.


The original FAC dataset included 201,640 observations for 57,886 organizations; each organization may be included in the database for up to six years. Organizations that submitted multiple reports for the same year under the same employer identification number (EIN) were eliminated (6,159 observations for 997 organizations) to avoid concerns that the number of reports submitted each year may not be consistent.
 Because this study looks at changes in auditor over time, 17,438 observations (17,438 organizations) were eliminated because they were only included in the database for one year. In addition, 15,905 observations (2,667 organizations) that did not have adjacent year reports were also eliminated to avoid problems with looking at changes over time. Six thousand seven hundred forty-seven (6,747) observations representing 1,300 organizations that changed their auditors more than once during the six-year period were also eliminated, leaving a final FAC dataset of 155,391 observations for 35,484 organizations. This data was merged with the NCCS data, and 95,823 observations representing 19,529 organizations were eliminated due to missing data from NCCS. The final dataset used for this study includes 59,568 observations for 15,955 non-profit organizations.

RESULTS

All Observations – General Descriptives

Table 2 presents the descriptive statistics for all observations in the dataset. The average revenue (assets) for organizations is $19,400,000 ($34,500,000), but there are organizations as large as $17.1 billion in revenue and $43.9 billion in assets. From the median revenues and assets of $2.3 million and $2.1 million, respectively, it is obvious that the database is skewed toward smaller organizations. The mean debt of the organizations is $11,300,000, or 58 percent of total assets on average, while the median debt to asset ratio is 45 percent. The average organization receives 10 percent of funds from contributions and 40 percent from government grants, and spends 12 percent on management and general expenses, and one percent on fundraising. Average federal expenditures are $4,852,000, while the median is $1,387,000. Average officer compensation as reported on the Form 990s is approximately $150,000, although the low median of $41,000 continues to indicate the skewed nature of the data. And accounting fees range from $0 to $62,500,000 with a mean (median) of $30,334 ($6,453).

(Insert Table 2 here)


The average organization had less than one indication of potentially poor management, with at least half of the observations having no indications of problems. As seen in Panel B, reports of findings by the auditor were the most common with almost 16 percent of the observations indicating at least one finding. Over 13 percent had reportable conditions in internal controls, almost 3.5 percent had at least $1 of questioned costs reported, 3 percent had financial statement audit report qualifications, 2.4 percent had reports of material non-compliance with federal regulations, and less than 1 percent had indications of going concern issues. 

Almost 5 percent of the population changed their auditor one time, resulting in 2,892 auditor changes within the dataset. Details presented in Panel C indicate that over 83 percent of these auditor changes were within non-Big 5 changes, 12 percent were within Big 5 changes, only 4 percent were from a Big 5 to a non-Big 5 and not even 1 percent were from a non-Big 5 to a Big 5 auditor.

All Observations – Big 5 Audited Organizations v. Non-Big 5 Audited Organizations

Table 3 presents descriptive comparisons between Big 5 audited observations and non-Big 5 audited observations. Approximately 11 percent of the observations (6,575 organization-years) are audited by Big 5 auditors, representing 1,876 organizations having a Big Five auditor for at least one year. Not surprisingly, Big 5 audited organizations are significantly larger, as measured by assets and revenues, and they have more liabilities, but are less highly leveraged (0.49 v. 0.60) than non-Big 5 audited organizations. Big 5 audited organizations rely more heavily on contributions than non-Big 5 audited organizations (14 percent of revenues versus 10 percent, respectively), while non-Big 5 audited organizations rely more heavily on government grants, with almost 43 percent of total revenues coming from the government. Big 5 audited organizations expend a higher percentage of funds on management and general and fundraising expenses than do non-Big 5 audited organizations. Consistent with the larger size, Big 5 audited organizations have higher federal expenditures ($19,900,000 v. $3,012,000), higher average officer compensation ($609,000 v. $94,000), and higher audit fees ($152,000 v. $15,000). Although statistically different, average reported management reputation issues are not very different between Big 5 and non-Big 5 audited organizations (0.32 v. 0.35, respectively). Even though Big 5 audited organizations have more reported findings and questioned costs, they have less reportable conditions, material non-compliance, audit report qualifications and going concern reports than non-Big 5 audited organizations.

(Insert Table 3 here)

All Observations – Change Organizations v. No Change Organizations

Comparisons between organizations that changed their auditor (Change) and organizations that did not change their auditor (No Change) are presented in Table 4. Change organizations are smaller on average than No Change organizations, with average revenues and assets of $15,200,000 and $25,700,000, respectively, versus $20,500,000 and $36,600,000 for No Change organizations. Change organizations have less debt, and are less highly leveraged than No Change organizations. They are also funded more heavily by contributions and government grants than are No Change organizations, and they spend a higher percentage of their funds on management and general and fundraising expenses. Despite the smaller size, Change organizations have higher officer compensation and higher audit fees than No Change organizations.
Consistent with expectations, Change organizations have statistically more findings, questioned costs, reportable conditions, material non-compliance, and going concern opinions than No Change organizations.

 (Insert Table 4 here)

Change Organizations


All organizations that changed their auditor were placed into one of four categories based on the type of auditor change they made. Organizations that started with a Big 5 firm changed to either a different Big 5 firm (W/IN B5) or a non-Big 5 auditor (DOWN), and organizations that started with a non-Big 5 firm changed to either a different non-Big 5 firm (W/IN NB5) or a Big 5 firm (UP). Comparisons were made based on the type of auditor that an organization started with.


Table 5 presents comparisons between W/IN NB5 and UP organizations – the two groups of Change organizations that started with a non-Big 5 auditor. UP organizations have significantly more assets, revenues and federal expenditures than W/IN NB5 organizations, and they have more debt, but are less highly leveraged. UP and W/IN NB5 organizations’ reliance on contributions is not significantly different from one another, although W/IN NB5 organizations receive a higher percentage of funds from government sources. W/IN NB5 organizations spend a smaller percentage of funds on both management and general and fundraising activities. Consistent with the larger size, UP organizations have higher officer compensation and pay higher audit fees on average. UP organizations are also more likely to receive reports with questioned costs, but are marginally less likely than W/IN NB5 organizations to have reportable conditions in internal controls. 

(Insert Table 5 here)

Comparisons between W/IN B5 organizations and DOWN organizations are provided on Table 6. Consistent with previous findings, organizations that stayed with a Big 5 auditor were larger than organizations that changed to non-Big 5 auditor – mean revenues, assets, and federal expenditures for W/IN B5 are $73,200,000, $146,000,000, and $11,800,000 respectively, while they are $16,000,000, $24,000,000 and $5,660,000 for DOWN organizations. W/IN B5 organizations have more liabilities, but are less highly leveraged. There is no significant difference in the operational structure between the two types of organizations, with similar percentages of funds provided by contributions and government grants, and similar percentages of funds expended on management and general and fundraising activities. DOWN organizations are less likely to have reported findings, but are marginally more likely to have more reportings of material non-compliance with federal regulations.

(Insert Table 6 here)

Regression – Auditor Change Decision

The results of estimating equation E1 – the factors associated with an organization’s decision of whether or not to change auditors – are presented in table 7.
 As predicted, changes in an organization’s operational structure are significant in the organization’s decision to change auditors. Changes in contributions as a percent of total revenues significantly increase an organization’s decision to change auditors, as do changes in both fundraising and management and general expenses as a percent of total expenses, and percent changes in federal expenditures. Changes in the financing structure of the organization does not affect its likelihood to change auditors. Factors related to management – both reputation and contracting – are significant; organizations with more problems indicated by their auditors and organizations with larger percent changes in management compensation are more likely to change auditors. Consistent with prior literature and the descriptive statistics reported earlier, larger organizations are more likely to change auditors, and organizations that start with a Big 5 auditor are less likely to change, consistent with an expected ceiling effect.

(Insert Table 7 here)

Regression – Auditor Selection Decisions


The results of estimating equation E2 are presented in Table 8. Columns (a), (b), and (c) indicate the coefficient estimates, standard errors, and significance, respecitively for estimations made with organizations that started with a non-Big 5 auditor and changed auditors, while columns (d), (e), and (f) provide the same for organizations that started with a Big 5 auditor and changed auditors. As indicated in the first three columns, organizations relying more heavily on government grants choose a larger auditor, as do organizations that increase the percentage of funds used for management and general expenses.
 Organizations that become more leveraged, and therefore more risky, also choose to hire a larger auditor when they decide to change auditors. In addition, larger organizations choose larger auditors, although organizations with larger percentage decreases in total assets also choose larger auditors. Contrary to expectations, management issues including reputation and compensation changes, while significant in the decision to actually change auditors, are not significant in deciding which auditor to change to. And the negative coefficient on NEGACCHG indicates organizations changing to a larger audit firm do experience an increased fee, although the coefficient is not significant at p < 0.10.

(Insert Table 8 here)


The results when using organizations that began with a Big 5 auditor and changed auditors are less significant. Changes in fundraising expenses as a percent of total expenses are positively correlated with the quality of the new auditor selected, although contrary to expectations, changes in management and general expenses are negatively correlated with the quality of the new auditor selected. The negative coefficient on NEGACCHG is consistent with results found with the previous regressions results reported above, indicating that organizations selecting higher quality auditors do experience an increased audit fee. The insignificant results may be a result of less data for these types of organizations; only 468 organizations that started with a Big 5 auditor changed auditors in this dataset. In addition, since organizations already have a large auditor, there are no larger auditors to select if the organization experiences increases in the factors studied, consistent with the ceiling effect indicated in the change model reported in Table 7.

Other Quality Measures - Expertise

Consistent with DeAngelo (1981) and much of the other prior audit quality literature, this study uses auditor size, specifically Big 5 and non-Big 5, as indicators of higher and lower auditor quality, respectively. However, in addition to the Big 5/non-Big 5 categorization, other studies have considered auditor expertise as a measure of audit quality (Petroni and Beasley 1996; DeFond 1992; and Copley et al. 1995). Expertise has often been measured using the market share an audit firm has within the specific client’s industry. While this is a reasonable measure when looking at for-profit audits, where the majority of audits are performed by the Big 5, this is not as useful for audits of non-profit organizations. It is entirely possible, and likely, that small audit firms specialize in performing non-profit and A-133 audits within their geographic area, thereby being “experts”, but they may not claim a very large share of the total A-133 audit market when compared to the large international or large national audit firms providing audits to larger organizations.

Because of the problem using market share, I instead use the total number of audits performed by each audit firm
 within the dataset as a measure of expertise – both overall and by state. Using the overall measure, four audit firms audit at least 2% of the total observations in the dataset – KPMG, Ernst and Young, PricewaterhouseCoopers, and Deloitte and Touche – each auditing over 1,000 observations. The next largest number of audits performed was by McGladrey and Pullen with only 580 audited observations, or less than 1%. Given the significant overlap between this measure of expertise and Big 5 audit firms, the results of the regression estimations are similar to those previously reported. 

Ferguson et al (2003) and Francis et al (2005) argue that audit firms specialize by office or city, rather than on a national basis, and therefore we must measure industry specialization on a local level. I extend this theory in attempting to measure expertise for non-profits, and look at expertise at the state level. I use state rather than city level as different audit firms located in different cities could still provide service to the same client. I calculated the percentage of audits performed by each audit firm within each state to determine the expert firms within each state. All audit firms performing at least 5% of the audits within each state (in this dataset) are deemed an expert, and all other auditors are considered non-experts. 
 Using this expertise measure, 2,422 change organizations started with a non-expert auditor, and 277 of those organizations changed to an expert auditor (UPEXP), while 2,145 organizations changed to a different non-expert auditor (W/IN NEXP).  In addition, 412 change organizations started with an expert auditor, 288 of those organizations changed to a non-expert auditor (DOWNEXP), and 124 organizations changed to a different expert auditor (W/IN EXP).

Table 9 presents the results of the regression estimation using this expertise measure. Results for organizations that started with a non-expert auditor (columns a-c) are not generally significant.  However, the results for organizations that started with an expert auditor (columns d-f) do indicate that operational structure is important in the auditor selected. Both government grants as a percent of total revenues and management and general expenses as a percent of total expenses are significant in the selection of an expert or non-expert auditor. In addition, the significant negative coefficient on NEGACCHG indicates organizations that increase the expertise of their auditor incur an increase in their audit fee.

(Insert Table 9 here)

DISCUSSION, LIMITATIONS, and FUTURE RESEARCH

Summary

Changes in a non-profit organization’s operational structure, and management reputation and contracting changes are significant in the organization’s decision of whether or not to change auditors, while only changes in the operational structure appear to have any effect on what auditor is selected. Changes in the financing structure of the organization do not appear to have an effect on either decision. A reduced audit fee appears to be significant in the decision to change auditors. However, once the decision to change auditors has been made, organizations that increase the quality of their auditor experience increases in their fees. 

Limitations and Future Research

This study looks only at non-profit organizations that receive at least $300,000 in federal funds. Given that non-profit organizations receiving federal funding are likely fundamentally different from non-profits that do not receive federal funding, the results of this study cannot be generalized to all non-profits. The additional audit requirements included in federal funding regulations potentially make the monitoring and governance environments of the non-profits in this dataset different from other non-profits. Future research should look at the audit demand environment for other non-profits and compare it to those receiving federal funding as well as to for-profit corporations.

The majority of auditor changes in this dataset were within Big 5 or within non-Big 5 (or within expert or within non-expert), potentially reducing the power in the regression estimations provided in this study. Longer longitudinal studies may be helpful in identifying more between-category changes, and therefore provide for a better understanding of why non-profit organizations select particular auditors.
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Table 1

Description of All Variables

	Variable
	Description
	Change Variable


	
	
	

	CONPERt
	Contribution revenue as a percent of total revenue for year t
	CONCHGt

	GOVPERt
	Government grant revenue as a percent of total revenue for year t
	GOVCHGt

	MGPERt
	Management and general expenses as a percent of total expenses for year t
	MGCHGt

	FRPERt
	Fundraising expenses as a percent of total expenses for year t
	FRCHGt

	FEXPt
	Total federal expenditures for year t
	FEXPCHGt

	LIABt
	Total liabilities at end of year t
	LIABCHGt

	DAt
	Total liabilities/total assets at end of year t
	DACHGt

	PROBt
	Sum of occurrences of reportable conditions, going concern, findings, questioned costs, material noncompliance with federal regulations, and financial statement audit qualifications in year t
	

	OFFCOMPt
	Total officer compensation in year t
	COMPCHGt

	ACCEXPt
	Accounting expenses in year t
	

	NEGACCHGt
	1 if accounting expenses decreased in year t, 0 otherwise
	

	ASSETt
	Total assets at end of year t
	ACHGt

	LNAt
	Natural log of total assets at end of year t
	

	TOTREVt
	Total revenue for year t
	REVCHGt

	LNREVt
	Natural log of total revenue for year t
	

	RCt
	1 if auditor indicated reportable conditions in internal controls in year t, 0 otherwise
	

	GCt
	1 if auditor indicated going concern issue in year t, 0 otherwise
	

	FINDINGt
	1 if auditor indicated at least one finding in year t, 0 otherwise
	

	QCt
	1 if auditor reported at least $1 of questioned costs in year t, 0 otherwise
	

	MNCt
	1 if auditor reported material non-compliance with federal regulations in year t, 0 otherwise
	

	QUALIFYt
	1 if audit report was qualified, adverse, or disclaimer; 0 otherwise
	

	BIGFIVE
	1 if audited by Big 5 auditor, 0 otherwise
	

	CHGt
	1 if organization changed auditor in year t, 0 otherwise
	

	UPt
	1 if organization changed from a non-Big 5 to a Big 5 auditor in year t, 0 otherwise
	

	DOWNt
	1 if organization changed from a Big 5 to a non-Big 5 auditor in year t, 0 otherwise
	

	W/IN B5t
	1 if organization changed from one Big 5 to another Big 5 auditor in year t, 0 otherwise
	

	W/IN NB5t
	1 if organization changed from one non-Big 5 to another non-Big 5 auditor in year t, 0 otherwise
	


Table 2

Descriptive Statistics for 15,955 Non-Profit Organizations Receiving Federal Funding from 1997-2002
Panel A – Continuous Variables

	Variable1
	Mean
	Median
	Standard Deviation

	
	
	
	

	ASSET
	$34,500,000
	$2,083,462
	$361,000,000

	TOTREV
	$19,400,000
	$2,259,048
	$172,000,000

	LIAB
	$11,300,000
	$934,323
	$125,000,000

	DA
	0.58
	0.45
	2.49

	CONPER
	10.22%
	1.58%
	0.19

	GOVPER
	39.97%
	31.99%
	0.80

	MGPER
	12.40%
	10.65%
	0.11

	FRPER
	1.01%
	0.00%
	0.03

	FEXP
	$4,852,021
	$1,386,767
	$26,600,000

	OFFCOMP
	$150,858
	$41,289
	$501,656

	ACCEXP
	$30,334
	$6,453
	$497,605

	PROB
	0.35
	0
	0.74


Panel B – Binary Variables

Percent and Number of Occurrences of 1

	Variable1
	Percent
	Number

	RC
	13.31%
	7,927

	GC
	0.98%
	586

	FINDING
	15.73%
	6,921

	QC
	3.48%
	2,074

	MNC
	2.40%
	1,429

	QUALIFY
	3.00%
	1,787

	CHG
	4.85%
	2,892


Table 2 (continued)

Panel C – Types of Auditor Changes

	
	1999
	2000
	2001
	2002
	Total

	Variable

	Number
	Number
	Number
	Number
	Number
	Percent

	UP
	1
	1
	4
	5
	11
	0.38%

	DOWN
	79
	17
	16
	3
	115
	3.98%

	W/IN B5
	31
	87
	105
	130
	353
	12.20%

	W/IN NB5
	530
	623
	658
	602
	2,413
	83.44%

	CHG
	641
	728
	783
	740
	2,892
	100%


Table 3

Descriptive Statistics and Comparisons Between Non-Profit Organizations Audited by Big 5 Auditors and Non-Profit Organizations Audited by Non-Big 5 Auditors

Panel A – Continuous Variables

(dollar amounts in 000s)

	
	N = 6,575
	
	N = 52,993

	
	Big 5 Audited Observations
	
	Non-Big 5 Audited Observations

	Var.1
	Mean
	Median
	Std. Deviation
	
	Mean
	Median
	Std. Deviation

	
	
	
	
	
	
	
	

	ASSET
	$254,000
	$44,300
	$1,060,000
	***
	$7,289
	$1,796
	$34,600

	TOTREV
	$126,000
	$29,000
	$501,000
	***
	$6,138
	$1,923
	$22,600

	LIAB
	$78,900
	$12,700
	$366,000
	***
	$2,923
	$761
	$16,400

	DA
	0.49
	0.37
	0.42
	***
	0.60
	0.46
	2.63

	CONPER
	14.30%
	6.12%
	0.21
	***
	9.71%
	1.26%
	0.19

	GOVPER
	16.90%
	2.55%
	0.37
	***
	42.84%
	40.48%
	0.83

	MGPER
	14.27%
	11.67%
	0.12
	***
	12.17%
	10.51%
	0.11

	FRPER
	1.81%
	0.25%
	0.03
	***
	0.91%
	0.00%
	0.03

	FEXP
	$19,900
	$4,048
	$63,100
	***
	$3,012
	$1,254
	$16,700

	OFFCOMP
	$609
	$330
	$1,064
	***
	$94
	$32
	$336

	ACCEXP
	$152
	$42
	$1,474
	***
	$15
	$6
	$83

	PROB
	0.32
	0
	0.67
	***
	0.35
	0
	0.74


Panel B – Binary Variables

Percent of Occurrences of 1

	Var.

	Big 5 Audited Observations
	
	Non-Big 5 Audited Observations

	RC
	5.83%
	***
	14.24%

	GC
	0.76%
	*
	1.01%

	FINDING
	23.31%
	***
	14.82%

	QC
	6.80%
	***
	3.07%

	MNC
	0.94%
	***
	2.58%

	QUALIFY
	0.85%
	***
	3.27%


Table 4

Descriptive Statistics and Comparisons Between Non-Profit Organizations that Changed Their Auditor and Non-Profit Organizations that Did Not Change Their Auditor

Panel A – Continuous Variables

(dollar amounts in 000s)

	
	N = 47,711
	
	N = 11,857

	
	No Change Organizations

	
	Change Organizations


	Var.

	Mean
	Median
	Std. Deviation
	
	Mean
	Median
	Std. Deviation

	
	
	
	
	
	
	
	

	ASSET
	$36,600
	$2,036
	$397,000
	***
	$25,700
	$2,294
	$148,000

	TOTREV
	$20,500
	$2,143
	$190,000
	***
	$15,200
	$2,760
	$63,800

	LIAB
	$12,000
	$920
	$138,000
	***
	$8,386
	$996
	$41,600

	DA
	0.60
	0.45
	2.77
	**
	0.53
	0.43
	0.44

	CONPER
	9.94%
	1.39%
	0.20
	***
	11.37%
	2.46%
	0.19

	GOVPER
	39.31%
	29.60%
	0.64
	***
	42.62%
	39.10%
	1.24

	MGPER
	12.35%
	10.60%
	0.11
	**
	12.61%
	10.88%
	0.11

	FRPER
	0.96%
	0.00%
	0.03
	***
	1.20%
	0.00%
	0.03

	FEXP
	$5,044
	$1,377
	$29,200
	***
	$4,068
	$1,422
	$10,900

	OFFCOMP
	$149
	$37
	$508
	**
	$159
	$55
	$475

	ACCEXP
	$28
	$6
	$318
	***
	$41
	$7
	$916

	PROB
	0.34
	0
	0.72
	***
	0.40
	0
	0.80


Panel B – Binary Variables

Percent of Occurrences of 1

	Var.3
	No Change Organizations1
	
	Change Organizations2

	RC
	12.70%
	***
	15.75%

	GC
	0.92%
	***
	1.24%

	FINDING
	15.42%
	***
	16.99%

	QC
	3.37%
	***
	3.94%

	MNC
	2.22%
	***
	3.14%

	QUALIFY
	2.94%
	
	3.23%


Table 5

Descriptive Statistics and Comparisons Between Organizations that Changed from a Non-

Big 5 Auditor to Either Another Non-Big 5 Auditor or to a Big 5 Auditor

Panel A – Continuous Variables

(dollar amounts in 000s)

	
	N = 9,814 

W/IN NB5

	
	N = 41 

UP


	Var.

	Mean
	Median
	Std. Deviation
	
	Mean
	Median
	Std. Deviation

	
	
	
	
	
	
	
	

	ASSET
	$6,350
	$1,784
	$27,500
	***
	$107,000
	$95,500
	$84,400

	TOTREV
	$5,753
	$2,109
	$16,100
	***
	$76,000
	$66,200
	$61,600

	LIAB
	$2,245
	$747
	$7,858
	***
	$43,500
	$42,300
	$35,200

	DA
	0.54
	0.44
	0.45
	**
	0.39
	0.39
	0.14

	CONPER
	10.28%
	1.83%
	0.18
	
	10.38%
	8.71%
	0.13

	GOVPER
	46.80%
	49.06%
	1.34
	*
	7.13%
	4.09%
	0.09

	MGPER
	12.30%
	10.66%
	0.11
	**
	16.07%
	13.61%
	0.11

	FRPER
	1.02%
	0.00%
	0.03
	*
	1.81%
	1.14%
	0.02

	FEXP
	$2,739
	$1,239
	$5,440
	***
	$14,900
	$4,959
	$21,900

	OFFCOMP
	$93
	$48
	$193
	***
	$244
	$261
	$208

	ACCEXP
	$15
	$7
	$74
	***
	$394
	$45
	$1,555

	PROB
	0.41
	0.00
	0.81
	
	0.41
	0.00
	0.81


Panel B – Binary Variables

Percent of Occurrences of 1

	Var.3
	W/IN NB51
	
	UP2

	RC
	16.96%
	*
	7.32%

	GC
	1.21%
	
	0.00%

	FINDING
	16.56%
	
	23.33%

	QC
	3.63%
	***
	12.20%

	MNC
	3.33%
	
	2.44%

	QUALIFY
	3.37%
	
	2.44%


Table 6

Descriptive Statistics and Comparisons Between Organizations that Changed from a Big 5 Auditor to Either Another Big 5 Auditor or to a Non-Big 5 Auditor

Panel A – Continuous Variables

(dollar amounts in 000s)

	
	N = 1,553 

W/IN B5

	
	N = 449 

DOWN


	Var.

	Mean
	Median
	Std. Deviation
	
	Mean
	Median
	Std. Deviation

	
	
	
	
	
	
	
	

	ASSET
	$146,000
	$32,400
	$381,000
	***
	$24,000
	$6,831
	$47,000

	TOTREV
	$73,200
	$22,600
	$158,000
	***
	$16,000
	$9,081
	$30,500

	LIAB
	$46,500
	$10,200
	$105,000
	***
	$7,463
	$3,043
	$13,500

	DA
	0.47
	0.36
	0.35
	***
	0.52
	0.42
	0.45

	CONPER
	17.01%
	8.01%
	0.24
	
	15.76%
	8.11%
	0.20

	GOVPER
	22.45%
	4.52%
	0.59
	
	24.75%
	7.84%
	0.31

	MGPER
	14.25%
	11.87%
	0.12
	
	13.30%
	11.77%
	0.10

	FRPER
	2.13%
	0.24%
	0.04
	
	1.92%
	0.00%
	0.04

	FEXP
	$11,800
	$4,164
	$24,600
	***
	$5,660
	$1,966
	$11,800

	OFFCOMP
	$557
	$307
	$1,125
	***
	$219
	$98
	$352

	ACCEXP
	$200
	$34
	$2,505
	
	$27
	$15
	$45

	PROB
	0.36
	0.00
	0.74
	
	0.32
	0.00
	0.71


Panel B – Binary Variables

Percent of Occurrences of 1

	Var.3
	W/IN B51
	
	DOWN2

	RC
	9.98%
	
	10.24%

	GC
	1.42%
	
	1.34%

	FINDING
	20.48%
	***
	13.84%

	QC
	5.54%
	
	4.45%

	MNC
	1.87%
	*
	3.34%

	QUALIFY
	2.38%
	
	3.12%


Table 7

Results of Regression Testing Factors Associated with a Non-Profit Organization's  Decision to Change Auditors or Not

CHGt = α + β1 |CONCHGt| + β2 |GOVCHGt| + β3 |MGCHGt| + β4 |FRCHGt| + 

β5 |FEXPCHGt| + β6 |LIABCHGt| + β7 |DACHGt| + (8 PROBt-1 + 

β9 |COMPCHGt| + β10 NEGACCHGt + β11 LNAt + β12 LNREVt + β13 |ACHG| + 

β14 |REVCHGt| + (15 BIGFIVEt + ε

	
	
	N = 38,845
	
	

	
	
	
	
	

	Variable

	Expected Sign
	Coefficient Estimate
	Standard Error
	

	
	
	
	

	Operational Structure
	
	
	

	|CONCHG|
	+
	0.609
	0.154
	***

	|GOVCHG|
	+
	0.011
	0.011
	

	|MGCHG|
	+
	3.273
	0.335
	***

	|FRCHG|
	+
	3.946
	1.280
	***

	|FEXPCHG|
	+
	0.046
	0.015
	***

	
	
	
	
	

	Financing
	
	
	
	

	|LIABCHG|
	+
	-0.000
	0.000
	

	|DACHG|
	+
	-0.000
	0.004
	

	
	
	
	
	

	Management
	
	
	
	

	PROB
	+
	0.124
	0.026
	***

	|COMPCHG|
	+
	0.006
	0.003
	**

	
	
	
	
	

	Other
	
	
	
	

	NEGACCHG
	+
	0.394
	0.045
	***

	LNA
	
	0.001
	0.017
	

	LNREV
	
	0.073
	0.016
	***

	|ACHG|
	+
	-0.006
	0.008
	

	|REVCHG|
	+
	0.003
	0.002
	*

	BIGFIVE
	-
	-0.887
	0.101
	***

	Constant
	
	-4.005
	0.213
	***


Table 8

Results of Regression Testing Effects of Independent Variables on Auditor Selected by Change Organizations – Quality Measured by Big 5/Non-Big 5

UPt or W/IN B5t = 

α + β1 CONCHGt + β2 GOVCHGt + β3 MGCHGt + β4 FRCHGt + β5 FEXPCHGt + β6 LIABCHGt + β7 DACHGt + (8 PROBt-1 + β9  COMPCHGt + 

β10 NEGACCHGt + β11 LNAt + β12 LNREVt + β13 ACHG + β14 REVCHGt + ε

	
	N = 6,715
	
	N = 1,224
	

	Dep. Variable:
	UP
	
	W/IN B5
	

	
	
	(a)
	(b)
	(c)
	(d)
	(e)
	(f)

	
	
	
	
	
	
	
	

	Variable

	Expected Sign
	Coefficient Estimate
	Standard Error
	
	Coefficient Estimate
	Standard Error
	

	
	
	
	
	
	
	
	

	Operational Structure
	
	
	
	
	
	

	CONCHG
	+
	-0.073
	1.865
	
	0.115
	0.387
	

	GOVCHG
	+
	0.106
	0.044
	***
	0.253
	0.401
	

	MGCHG
	+
	5.151
	2.933
	**
	-1.370
	0.704
	*

	FRCHG
	+
	-21.336
	22.198
	
	5.551
	4.170
	*

	FEXPCHG
	+
	-0.040
	0.165
	
	-0.013
	0.042
	

	
	
	
	
	
	
	
	

	Financing
	
	
	
	
	
	
	

	LIABCHG
	+
	-0.477
	0.591
	
	-0.013
	0.053
	

	DACHG
	+
	1.141
	0.552
	***
	0.474
	0.440
	

	
	
	
	
	
	
	
	

	Management
	
	
	
	
	
	
	

	PROB
	+
	-0.323
	0.275
	
	0.022
	0.141
	

	COMPCHG
	+
	-0.393
	0.296
	
	0.088
	0.099
	

	
	
	
	
	
	
	
	

	Other
	
	
	
	
	
	
	

	NEGACCHG
	
	-0.611
	0.462
	
	-0.285
	0.142
	**

	LNA
	
	0.689
	0.268
	**
	0.459
	0.108
	***

	LNREV
	
	1.338
	0.558
	**
	-0.158
	0.100
	

	ACHG
	+
	-3.479
	1.135
	***
	-0.124
	0.133
	

	REVCHG
	+
	0.009
	0.504
	
	0.013
	0.014
	

	Constant
	
	-38.107
	8.750
	***
	-3.747
	1.124
	***


Table 9

Results of Regression Testing Effects of Independent Variables on Auditor Selected by Change Organizations – Quality Measured by Expertise

UPEXPt or W/IN EXPt = 

α + β1 CONCHGt + β2 GOVCHGt + β3 MGCHGt + β4 FRCHGt + β5 FEXPCHGt + β6 LIABCHGt + β7 DACHGt + (8 PROBt-1 + β9  COMPCHGt + 

β10 NEGACCHGt + β11 LNAt + β12 LNREVt + β13 ACHG + β14 REVCHGt + ε

	
	N = 6,362
	
	N = 1,167
	

	Dep. Variable:
	UPEXP1
	
	W/IN EXP1
	

	
	
	(a)
	(b)
	(c)
	(d)
	(e)
	(f)

	Variable

	Expected Sign
	Coefficient Estimate
	Standard Error
	
	Coefficient Estimate
	Standard Error
	

	Operational Structure
	
	
	
	
	
	

	CONCHG
	+
	0.083
	0.297
	
	-0.089
	0.574
	

	GOVCHG
	+
	-0.177
	0.212
	
	0.023
	0.010
	**

	MGCHG
	+
	0.551
	0.550
	
	1.626
	0.994
	*

	FRCHG
	+
	-0.309
	2.300
	
	0.627
	4.349
	

	FEXPCHG
	+
	0.002
	0.033
	
	-0.011
	0.107
	

	Financing
	
	
	
	
	
	
	

	LIABCHG
	+
	0.000
	0.006
	
	-0.010
	0.007
	

	DACHG
	+
	0.104
	0.182
	
	0.572
	0.480
	

	Management
	
	
	
	
	
	
	

	PROB
	+
	0.086
	0.059
	*
	-0.202
	0.116
	*

	COMPCHG
	+
	0.003
	0.036
	
	-0.070
	0.079
	

	Other
	
	
	
	
	
	
	

	NEGACCHG
	
	0.082
	0.086
	
	-0.396
	0.137
	***

	LNA
	
	0.044
	0.059
	
	0.164
	0.094
	*

	LNREV
	
	0.104
	0.063
	*
	-0.169
	0.082
	**

	ACHG
	+
	-0.028
	0.077
	
	-0.094
	0.229
	

	REVCHG
	+
	-0.040
	0.069
	
	0.094
	0.055
	*

	Constant
	
	-38.107
	8.750
	***
	-0.577
	1.055
	


(E2)





(E1)














� For variables already calculated as a percent (like CONPER and GOVPER), the change variable represents the change in the variable on the left from year t-1 to year t.  For other variables (like FEXP and LIAB), the change variable represents the percentage change in the variable on the left from year t-1 to year t.


� All variables defined in Table 1.


� All variables defined in Table 1.





*, **, *** Means are different at p-value < 0.10, 0.05, and 0.01, respectively.


� If an organization never changed its auditor, all observations for that organization are coded as No Change.


� If an organization changed its auditor, all observations for that organization are coded as Change.


� All variables defined in Table 1.





*, **, *** Means are different at p-value < 0.10, 0.05, and 0.01, respectively.


� If an organization changed from one Non-Big 5 auditor to another Non-Big 5 auditor, all observations for that organization are coded as W/IN NB5.


� If an organization changed from a Non-Big 5 auditor to a Big 5 auditor, all observations for that organization are coded as UP.


� All variables defined in Table 1.





*, **, *** Means are different at p-value < 0.10, 0.05, and 0.01, respectively.


� If an organization changed from one Big 5 auditor to another Big 5 auditor, all observations for that organization are coded as W/IN B5.


� If an organization changed from a Big 5 auditor to a Non-Big 5 auditor, all observations for that organization are coded as DOWN.


� All variables defined in Table 1.





*, **, *** Means are different at p-value < 0.10, 0.05, and 0.01, respectively.


� All variables defined on table 1.





*, **, *** Means are different at p-value < 0.10, 0.05, and 0.01, respectively. Significance is based on one-tailed tests when the coefficient is in the predicted direction, and two-tailed tests when the coefficient is not in the predicted direction or there was no predicted direction. Regression estimated using maximum-likelihood logit estimation, and standard errors are calculated using Huber/White robust estimates.





Note: The top 2% of observations based on total revenue were eliminated to reduce the effects of the skewness of the data; all observations for an organization were eliminated if any of the organization’s observations were in the top 2% of all observations


�  All variables defined on Table 1.





*, **, *** Means are different at p-value < 0.10, 0.05, and 0.01, respectively. Significance is based on one-tailed tests when the coefficient is in the predicted direction, and two-tailed tests when the coefficient is not in the predicted direction or there was no predicted direction. Regressions estimated using maximum-likelihood logit estimation, and standard errors are calculated using Huber/White robust estimates.





Note: The top 2% of observations based on total revenue were eliminated to reduce the effects of the skewness of the data; all observations for an organization were eliminated if any of the organization’s observations were in the top 2% of all observations.


�  UPEXP = 1 if organization changed from a non-expert auditor to an expert auditor; 0 if organization changed from a non-expert auditor to a different non-expert auditor


   W/IN EXP = 1 if organization changed from an expert auditor to a different expert auditor; 0 if organization changed from an expert auditor to a non-expert auditor


   Expert auditor considered any auditor auditing 5% or more of the observations within each state.


   All other variables defined on Table 1.





*, **, *** Means are different at p-value < 0.10, 0.05, and 0.01, respectively. Significance is based on one-tailed tests when the coefficient is in the predicted direction, and two-tailed tests when the coefficient is not in the predicted direction or there was no predicted direction. Regressions estimated using maximum-likelihood logit estimation, and standard errors are calculated using Huber/White robust estimates.





Note: The top 2% of observations based on total revenue were eliminated to reduce the effects of the skewness of the data; all observations for an organization were eliminated if any of the organization’s observations were in the top 2% of all observations.





� For example, DeFond (1992) finds a change in management significant in the auditor selection decision while Chow and Rice (1982) do not; Chow and Rice (1982) find the receipt of a qualified opinion significant while Schwartz and Menon (1985) do not. 


� 1998 is the most recent year that this data was available. All data was obtained from “The New Nonprofit Almanac IN BRIEF Facts and Figures on the Independent Sector,” 2001, provided by Independent Sector and available at www.independentsector.org.


� Studies have looked at Big 8, Big 6, and Big 5 auditors, depending on the timing of the study.


� Organizations that had Coopers & Lybrand or Price Waterhouse as their auditor in 1997 were coded as having PricewaterhouseCoopers in order to avoid auditor change miscodings when the firms merged.


� I also tested the model using the change in liabilities in the year after an auditor change to determine if organizations change their auditors to reduce future interest costs. It was insignificant in all analyses, and is not included as it substantially reduces the amount of observations that can be used in the analyses.


� The percentage change for an observation with a positive current year value but a zero prior year value was recoded as having a 100% increase in the current year, although the actual math will result in an "undefined" or missing value answer.  This is to make it consistent with observations that change from a positive value in the prior year to a value of zero in the current year being calculated as having a 100% decrease. The recoding was done for all percentage change variables where appropriate.


� Donors often receive a tax deduction for contributions to charitable organizations. However, a donation, by definition, does not provide any additional direct benefit to the donor.


� Management may change auditors to punish the auditor (Chow and Rice 1982) or because they disagree with the auditor’s assessment (DeFond and Subramanyam 1998).


� For example, Chow and Rice (1982), Rubin (1992), and Krishnan, et al. (1996), among others, find a significant relationship between qualified opinions and auditor choice or auditor switching, while Roberts et al. (1990) and Haskins and Williams (1990), among others, do not find a significant relationship.


� A dummy variable is used to avoid making any assumptions on whether a monotonic relationship exists between the decision to change auditors and a reduction in audit fee.


� Data is available at http://harvester.census.gov/sac.


� Data is available for a fee from http://nccsdataweb.urban.org.


� An organization can file multiple A-133 reports under the same EIN for different divisions, departments, or locations that are under the same management.


� Zero fees may appear unreasonable; however auditors may provide non-profit organizations with free or reduced-price audits and consider the difference a charitable contribution.


� The largest 2% of observations based on total revenue were eliminated given the extreme skewness of the dataset. All observation-years for an organization were eliminated if any of its organization-years were in the highest 2%.


� Changes in management and general expense are significant at p-value < 0.10.


� Deis and Giroux (1992) and O’Keefe et al. (1994) also use the number of clients audited by an audit firm within a specific industry as a measure of industry expertise.


� While prior studies have used 10-20% as expertise cutoffs, most of those studies used for-profit data where there is a higher concentration of Big 5 audit firms. There is a very wide variation in audit firms in this study, with only 11% of the observations audited by a Big 5 audit firm, which should support a lower expertise cutoff.


� The total number of organizations changing auditors in this discussion, 2,834, is different from the 2,892 change firms included in Table 2.  This difference is due to the elimination of the top 2% of all observations to reduce skewness. Table 2 includes all observations; all regression analyses are performed on the reduced data.
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