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AUDITOR DISMISSALS: AN EXAMINATION USING EVIDENCE FROM ANDERSON’S DEMISE
Abstract

For a sample of former Andersen clients, we find that, subsequent to the change of auditors, those that dismissed earlier had more management-instigated restatements relative to those that dismissed later. Further, those clients that dismissed Andersen earlier had less correction-related restatements relative to those that dismissed later. Finally, there were significant differences in some financial condition indicators between the early switches and the late switches but these differences varied with the model being estimated.

Data availability: Apart from the proprietary data, the balance of the data is available from public sources indicated in the paper.
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AUDITOR DISMISSALS: AN EXAMINATION USING EVIDENCE FROM ANDERSON’S DEMISE
Introduction

Auditor changes have occupied academics and regulators for many decades as both groups are interested in understanding why a client switches auditors. Anecdotal evidence indicates that switches take place due to opinion shopping or opportunistic behavior by management, for example, when a client changes auditors after receiving a qualified audit report. However, much of the past academic research has focused on and supported signaling theory or the information role of auditor choice to explain why a client switches auditors. Signaling theory states that clients switch auditors when they want to convey or signal to the public the quality or reliability of their financial statements and they do this through the type of auditor they engage. Both analytical and archival studies (Balvers et al 1988; Beatty 1989; Datar et al. 1991; Michaely and Shaw 1995; Titman and Trueman 1986; Willenborg 1999) support the information or signaling role of auditor choice. For example, initial public offerings (IPOs) using Big-8 auditors were perceived to be less risky and long-term performance of IPOs were positively related to Big-8 auditors (Michaely and Shaw 1995). Also an entrepreneur with favorable information about his/her company’s value would choose a higher-quality auditor compared to an entrepreneur with less favorable information (Titman and Trueman 1986).


The Enron/Andersen scandal provides us with a unique opportunity to examine signaling theory. What makes the Andersen situation interesting is that some clients selected to switch auditors when Andersen first disclosed that documents related to Enron’s audit were shredded and others selected not to switch auditors until they were forced to when Andersen’s license to practice was cancelled.
 Since all of these clients had self-selected a Big 5 auditor, we expect that signaling or auditor quality had motivated the auditor choice decision. The fact that a large proportion of the Andersen clients did not switch auditors until Andersen could no longer practice gives us an opportunity to refine signaling theory by identifying to which of these clients’ auditor reputation was more important. The question of interest in this paper is, therefore, why did some Andersen clients not make this immediate switch?

Studying what happened once a new auditor was hired allows us to determine if those Andersen clients that did not immediately switch was a signal that Andersen matched their level of conservatism. We predict that if clients stay with Andersen because Andersen’s more aggressive interpretation of GAAP matched theirs’ and clients expect the replacement auditor to be more conservative than Andersen, then the replacement auditor’s more conservative interpretation of GAAP would result in corrective restatements. We predict that the rate of corrective restatements will be higher for the late switches than for the early switches. Dye (1991) also indicates that clients will stick with their auditor if they are facing financial difficulties. We will determine whether the clients that did not switch immediately were in poorer financial condition compared to those that switched earlier. 

We test a sample of 573 former Andersen clients. Our results support our first hypothesis. We predicted and found that subsequent to the change of auditors, those clients that dismissed Andersen earlier have more management-instigated restatements relative to those that dismissed later. Further, those clients that dismissed Andersen earlier have less correction-related restatement of financial information compared to those that dismissed earlier. Also, our second hypothesis is supported, as the early switches differed significantly from the late switches in financial condition, but these results may be sensitive to the model being estimated.

We make two contributions to the auditor switch literature. First, our findings indicate, as has been often alluded to, that there are different levels of audit quality between the Big 5 audit firms. We show that some clients had selected Andersen, a former Big 5 audit firm, as an auditor that was believed to signal higher quality to users of the financial statements. However, these clients were actually hiring a less conservative auditor - one that allowed for more aggressive and management-favorable reporting. Also, we show, in line with the theory of opinion shopping, that clients strategically select their auditors in order to obtain the opinion they would prefer.

The remainder of the paper is organized as follows. First, we discuss the theoretical background and develop the hypotheses. Next, we describe our sample, outline our variables and develop the empirical models used to test our hypotheses. Section 4 discusses the results of our hypotheses testing and the final section concludes the paper.

THEORETICAL Background

The question of auditor replacement has drawn considerable attention from both researchers and regulators. An explanation that is frequently put forward to explain auditor replacement is signaling theory (e.g., Balvers et al 1988; Beatty 1989; Datar et al. 1991; Michaely and Shaw 1995; Titman and Trueman 1986; Willenborg 1999). Signaling theory states that management switches its auditors when it wants to signal the quality or reliability of its financial statements to the investing public. For example, as the true value of an initial public offering (IPO) is not observable by investors, management selects an auditor, based on level of quality, to provide this information to investors (Titman and Trueman 1986). Investors use the quality of the auditor to value the new issue. Management in possession of more favorable private information of the company’s value will choose a higher quality auditor relative to management in possession of less favorable private information (Titman and Trueman 1986). Investors would infer, from the auditor choice, the nature of management’s private information; namely, the higher the quality of auditor chosen, the higher the quality of the investment (Titman and Trueman 1986).

Additionally, in an IPO, an investment banker is, among other things, concerned with underpricing and his choice of auditor may mitigate this underpricing (e.g., Michaely and Shaw 1995; Beatty 1989; Balvers et al. 1988). The choice of auditor, and hence the auditor’s reputation, is used to signal to the investing public the reputation of the investment banker which should in turn reduce underpricing of the IPO. Using Big-8 as a measure of auditor quality, Balvers et al. (1988) report that high quality investment bankers make more frequent use of high quality auditors in IPOs, and consequently, are less likely to underprice the value of an initial issue. The quality of the auditor has two effects on the information contained in the prospectus – it reduces the uncertainty surrounding the company’s earnings as well as communicates to the investing public the reputation of the investment banker and auditor pairing (Balvers et al. 1988).

Signaling theory also applies to the decision to dismiss or retain Andersen after it suffered a loss of reputation. Andersen’s loss of reputation in relation to Enron started as early as November 9, 2001 when the energy giant restated earnings going back as far as 1997. The restatements were mostly to correct for losses from improper accounting relating to special purpose entities that were run by Andrew Fastow. Rumors began circulating on Wall Street that Andersen should not have passed the company’s financial statements (Chaney and Philipich 2002). Following a series of events, on December 3, 2001, the energy giant filed for bankruptcy protection and lawsuits against Andersen began to mount. At the time these events were occurring, Andersen’s clients faced an important decision about their auditor – do they remain with Andersen or do they switch auditors? Signaling theory suggests that they should switch early because of the negative signal that remaining with Andersen is sending to the investing public. For example, Davel Communications Inc switched on December 3, 2001 the day Enron filed for bankruptcy protection. Share prices of Andersen clients were also affected (e.g., Callen and Morel 2002). On December 12, 2001, Joe Berardino, Andersen’s then CEO, admitted to Congress that Andersen made judgment errors in Enron’s audit. Between December 3, 2001 and January 10, 2002, eight companies replaced Andersen as auditor. Andersen’s reputation declined further when on January 10, 2002, the House Committee on Financial Services was informed that Andersen had shredded documents related to Enron’s audit. The number of clients that switched began to slowly grow including Enron, which switched auditors on January 17, 2002. Between December 2001 and June 2002, Andersen’s reputation as a quality auditor declined further when other clients also disclosed financial impropriety. Questions regarding Andersen’s ability to survive this scandal began to surface on March 15, 2002, when Andersen was indicted for obstruction of justice by a Houston court. The jury trial began on May 2, 2002. Finally, on June 15, 2002, Andersen was found guilty of obstruction of justice and was barred from auditing SEC-registered companies after August 31, 2002 (this judgment has since been reversed by the US Supreme Court). By then, 690 of its 2,311 public company clients had replaced Andersen.

Financial statements are prepared by client management and audited by the auditor for compliance with GAAP. The audited financial statements are the result of a process of negotiation between both parties. When a client presents a set of financial statements that complies with GAAP for audit, there is generally little negotiation because the auditor concurs with the client’s application of GAAP. However, when financial statements are not presented in accordance with GAAP, a process of negotiation between auditor and client ensues. The degree of give-and-take will depend on the conservatism match between the client and the auditor (Dye 1991; Antle and Nalebuff 1991). For example, if the auditor is more conservative than the client, then the client would be required to amend the financial statements or risk a qualification. If the auditor’s level of conservatism matches the client’s, then no audit adjustment would be required and an unqualified report is issued. The Enron and subsequent scandals revealed Andersen to be a poor quality auditor and one who interprets GAAP more aggressively than an average auditor. Signaling theory suggests that Andersen clients that had high quality financial information would be concerned with the negative signals that continuing with Andersen was sending to investors. Support for this is provided by Barton (2005) who found that more visible clients defected earlier in order to send a more positive signal to the capital markets as they attracted more analysts and press attention, had larger institutional investors, were more widely traded, and had raised more capital recently. His study reports that signaling theory is more important to clients that are more visible in the capital markets. To restore investor confidence in their financial information, they would act quickly to distance themselves from this negative association by replacing Andersen. In support of this theory, we compare early switches and late switches along several financial and non-financial indicators as follows:

Hypotheses

Applying signaling theory, we propose that those Andersen’s clients did not switch until they had no alternative because they believed that Andersen matched their level of conservatism, that Andersen was less conservative than the average auditor, and that a replacement auditor would be more conservative than their current auditor. If Andersen was less conservative than an average auditor in their interpretation of GAAP, then it follows that reported earnings of the late switches would be higher with Andersen as auditor than with a replacement auditor. Thus, if an average auditor is more conservative than Andersen, it follows that the replacement auditor will also be more conservative than Andersen and his more conservative interpretation of GAAP would result in restatements to correct errors in prior periods’ financial statements. Given that we expect the new auditor to be more conservative relative to Andersen, we also expect the rate of restatements for the purpose of correcting prior periods’ financial statements for the early switches to be lower than the rate for the late switches. In support of this, Myers et al. (2003) find that replacement auditors subsequent to incumbent auditors with longer tenure tend to be more conservative, and therefore, are more likely to require restatements to decrease core earnings. For example, Peregrine Systems replaced Andersen with KPMG in April 2002 and subsequently experienced an earnings restatement of $100 million. In addition, companies that switched earlier may be signaling to investors the high quality of their financial information. As a way of distancing themselves from Andersen, they may voluntarily change away from the GAAP they were using while Andersen was their auditor. We expect the rate of such management-instigated restatements to be higher for the early switches than for the late. Thus, we hypothesize the following:

 H1a:
The rate of management-instigated restatements for the companies that dismissed Andersen earlier will be higher than the rate for those that dismissed it later.  (management-instigated restatement hypothesis).

H1b:
The rate of correction restatements for the companies that dismissed Andersen earlier will be lower than the rate for those that dismissed it later.  (correction restatement hypothesis).

Further, Dye (1991) suggests that companies are less likely to change auditors if they are in poor financial condition, first, because auditors generally are reluctant to take on overly risky clients, and second, the successor auditor may insist on issuing an audit report that is unfavorable to management. This leads us to our second hypothesis:

H2:
Companies that dismissed Andersen earlier are more likely to be experiencing better financial performance relative to companies that dismissed it later. (financial condition hypothesis)

Research Design: Sample, Empirical Models and Variable definitions
Sample 

The sample used for the main hypotheses tested is the population of SEC registered companies that: (1) were Andersen audit clients at the time it was implicated in the Enron financial reporting irregularities in December 2001; and (2) filed an 8K indicating they had dismissed Andersen as their auditor between the period December 1, 2001 and August 31, 2002. It has been widely reported in the press that Andersen’s public company audit client base at December 31, 2001 was 2,311 (e.g., Chaney and Philipich 2002).

To obtain a list of Andersen clients at the time of the Enron-related indictment, data were obtained from Audit-Trak.
 Audit-Trak records SEC filings of 8-K forms reporting a change in the SEC-registrant’s auditor. An alternate list of Andersen clients was available from Forbes magazine (Chang et al. 2004).  A crosscheck between the two lists indicated the Audit-Trak and Forbes lists are very similar. We also examined the Andersen client listing in Who Audits America? (2001) and the total number of Andersen clients listed closely matched the total Andersen dismissals reported in Audit-Trak. Thus, we are confident that we are using a sample that includes a reasonably complete and reliable list of the publicly-traded US companies in Andersen’s final client base that filed 8-Ks to report a change in auditor between December 1, 2001 and August 31, 2002. 

Table 1 reports how the final sample of Andersen dismissals for the study was determined.   The Audit-Trak list of auditor switches for the period December 1, 2001 to August 31, 2002 included 1,268 Andersen clients reporting a change to a new auditor. There is a difference of 1,043 companies between Audit-Trak list and the total public client base of  2,311 that has been widely reported in the media. This 2,311 may include clients that are registered with the SEC, but not currently trading on any public market. There also may be differences in how client entities are defined between AuditTrak and the unknown source of the 2,311 figure (e.g., Chaney and Philipich 2002). The 1,268 Audit-Trak firms comprise 1,527 entities (i.e., Audit-Trak sometimes group more than one SEC registrant together), so if the 2,311 does not group entities the same as Audit-Trak this would explain part of this difference. It may also be that some Andersen clients filed 8Ks after August 31, 2001 - we did not collect data for the period after Andersen was ordered to cease operating. This difference requires further investigation. 

 Stock exchange and/or ticker information was unavailable for 263 companies causing these companies to be excluded. This left a sample of 957 Andersen dismissals. Fifteen entities that were audited pension or other saving plans related to specific public companies in the sample were omitted. We also dropped Enron from the data set. We then searched Compustat and 10K filings in EDGAR for financial data and restatement data for the years 2000 to 2003 for these 941 remaining companies.  Three hundred and thirty-eight companies with missing financial data and 30 companies where a 10K was not found were eliminated. This left a final sample of 573 Andersen clients.  

 [Insert Table 1 here]

Variables:

We collected data for the following variables from the Audit-Trak file, Compustat and the companies' 10K SEC filings for the years 2000 to 2003. We gathered data for these four years to allow us to construct measures representing financial conditions both before and after the time of Andersen’s dismissal.

Dependent variable:

Time​i: 
We examined client departures from Dec 3, 2001, the day Enron filed for bankruptcy protection, until August 31, 2002, when Andersen ceased to practice before the Securities and Exchange Commission.
 Therefore, Time​i measures the number of days between August 31, 2002 (the date when Andersen’s license to practice was revoked) and the date the firm filed an 8K report dismissing Andersen as their auditor. Therefore, the later the switch, the smaller will be the value of Timei.  For example, a client that switched on August 31, 2002 would record a value of 0 days.

Restatement variables:

RSTMGTi: We examine the number of the restatements reported by a sample company in the period after Andersen was dismissed as its auditor. Restatements observations were obtained by using a key word search in each sample company’s 10K filings. We coded whether the restatement occurred prior to the switch year, in the switch year or after the switch year and only include those that occurred after the new auditor was in place. We coded these according to whether the restatement arose from a management decision to change an accounting policy or estimate, from an externally imposed action that required management to make a correction of prior year financial statements, or for some other reason. We excluded restatements that arose for some other reason such as a merger, discontinued operation or FASB-mandated GAAP change. Therefore, this variable includes only the restatements instigated by management, for example, to reflect a management decision to change an accounting policy or an estimate.
 Given that we are predicting that companies that switched early were more conservative and were more likely to have hired Andersen to signal high quality, it is expected that these companies would want to distance themselves from Andersen. One way of distancing themselves is to voluntarily change away from the GAAP that was used while Andersen was their auditor, and disclosing the restatement prominently. Thus, we predict in H1a that this variable will be positively associated with the dependent variable.

RSTCORRi: 


This variable reflects the number of restatements made to correct errors in prior periods’ financial statements which are described in the 10K in words that suggest they were imposed upon management by outsiders such as the SEC, the Board of Directors or its audit committee, or the new auditors.
 The theory underlying H1b predicts that this measure will be negatively associated with the dependent variable.

Financial condition variables:

CNIBXPREi: 


This variable is defined as the change in net income before extraordinary items between the year prior to the switch and the switch year. A positive value reflects an improvement in the company’s financial condition and thus is expected to be positively associated with the dependent variable.

CCFOPREi: 



This measures the change in cash flows from operations between the year prior to the switch and the switch year and is an indicator of improving financial condition that is expected to be positively associated with the dependent variable.

CROEPREi:
 


This measure picks up the change in return on equity between the year prior to the switch and the switch year. It is expected to be positively associated with the dependent variable.

DEPREi: 



This measure captures the debt to equity ratio for the year prior to the switch. A larger value for DEPRE indicates poorer financial condition, so it is expected to be negatively associated with the dependent variable.

Control variables:

LOGTAi: 
We control for firm size using the log of total assets and expect it to be positively related to the dependent variable, that is, larger companies are expected to switch earlier than smaller companies are.

OGINDi: 
Chang et al. (2004) and Chaney and Philipich (2002) argue that oil and gas companies dropped Andersen earlier compared to other companies because they were in the same industry as Enron and needed to send a strong signal of quality to the market to counter any potential reputation damage Enron may cause the industry. We control for industry using the two-digit SIC code recorded in Compustat or the companies' 10-K reports to classify our sample as 1 for oil and gas companies and 0 for non-oil and gas companies. Oil and gas companies are expected to switch earlier than non-oil and gas companies, so this variable should be positively associated with the dependent variable.

DECYEi: 
Chaney and Philipich (2002) propose that the decision to switch auditors may have been postponed until after the year-end results for 2001 were reported, and include this factor in their analysis. In our sample of Andersen clients, 70% have a December 31 year-end. Consequently, we also control for this by coding companies with a December 31 year end as 1 and all others as 0. We expect December year-end companies to switch auditors later than non-December year-end companies, so this variable will be negatively associated with the dependent variable.

HOUSTONi: Chaney and Philipich (2002) and Krishnan (2005b) also propose that clients of Andersen’s Houston office will differ from clients of other offices and so we include a variable coded as 1 for a Houston office client and 0 otherwise, but make no prediction for the direction of its association with the dependent variable.

Empirical models

We test H1a and b using the following model:

Timei = b0 + b1RSTMGTi + b2RSTCORRi + b3LOGTAi + b4OGINDi + b5DECYEi


+ b6HOUSTONi  + ei
(I)
We examine any effect management-instigated restatement may have on the results by estimating the variable RSTMGTi in model I and expect it to be positively associated with the time variable (H1a). The variable RSTCORR captures the occurrence of financial statement restatements that arose because of corrections imposed by the new auditors or by the SEC. In H1b, we expect that RSTCORR will be negatively associated with the Time variable since we expect that companies that dismissed Andersen later preferred not to switch as a new auditor may not accept their preferred accounting policies.

H2 predicts that companies that dismissed Andersen later were more likely to experience poorer financial performance relative to companies that dismissed earlier. We assess the relation between Time and various measures of financial condition using the following model:

Timei = b0   + b1CNIBXPREi + b2CCFOPREi  + b3CROEPREi 

                     + b4DEPREi + b5LOGTAi + b6OGINDi + b7DECYEi  + b8HOUSTONi  +ei
(II)

We also estimate reduced models using both the restatement and financial condition variables.

PRELIMINARY RESULTS

Descriptive statistics

The distributions of the variables are reported in Table 2. The dependent variable, Time, ranges from 4 to 221 with a mean (median) of 100 (100) suggesting the distribution is not skewed and has a reasonable variation in magnitude. For the control variables, six percent of the sample are in oil and gas, 70% had December year-ends, and six percent were headquartered in Houston. The size control variable, LOGTA, is fairly normally distributed around a mean of 6.0 (median of 6.0). Nineteen (58) of the 573 sample companies have one or more management-instigated (correction) restatements. The financial condition variables, MVBVPRE, CNIBXPRE, CCFOPRE, CROEPRE and DEPRE, have distributions that are skewed in various ways and their standard deviations are fairly large relative to their means. This may affect the ordinary least squares regression results on these variables.  It is likely that the presence of multicollinearity may affect the regression results and this will be assessed by estimating reduced models for comparison purposes.


[Insert Table 2 here]

Preliminary regression results

We analyze the relations in the sample using ordinary least squares estimation and interpret the regression coefficients’ significance using a cut-off significance level of p = 0.10 or less. Table 3, panel A reports the results of the test for the restatement hypothesis, H1a and b. Panel B (Table 3) reports the results of testing the financial condition hypothesis, H2. As predicted, the results indicate that the variable RSTMGT is positively related to Time (coefficient = 25.870, p = 0.002). The results also show a significant coefficient for RSTCORR of -12.924 (one-tailed p = .003), consistent with the prediction of H1b that early switches will have fewer correction-related financial statement restatements than late switches will. 

[Insert Table 3 here]

Panel B shows the result of testing H2, the financial condition hypothesis. Overall the findings are mixed. Some support for H2's prediction that early switches will have better financial condition than late switches is provided by the significant coefficient estimate for CNIBXPRE (coefficient = 0.000 with one-tailed p = 0.030) and marginally significantly coefficient for CROEPRE (0.075 with one-tailed p = 0.078); however, the remaining financial condition variables’ coefficients are insignificant (CCFOPRE and DEPRE).

Additional tests

  Table 4 reports the results of estimating additional reduced models for diagnostic purposes in order to examine further the relations among the variables in our data set. There are some similarities between the results of the full models (I and II) and those of the reduced models, suggesting that relations may exist between the two aspects studied here. For example, RSTMGT is significant in both model I (panel A, Table 3) as well as in the reduced model (a) (Table 4). The same applies to RSTCORR which is significant in both model I (panel A, Table 3) and the reduced model (b) (Table 4). However, CCFOPRE is not significant in model II (p=0.317) but is significant in the reduced model (d) (p = 0.018) (Table 4). This sensitivity of CCFOPRE to the model estimated limits the conclusiveness of our preliminary findings.  However, generally, the results of the reduced versions are consistent with the main findings, so there is little indication that the main findings are affected by multicollinearity between test variables. 

[Insert Table 4 here]

Several sensitivity tests are run to address the impact of how the variables are measured. The results are described briefly below, and not tabulated. First, the company may have issued an announcement before filing an 8K to inform users about the auditor switch, thus the information signal to the users may be an earlier date. We ran tests using the number of days from August 31 to the announcement date as the dependent variable. The results do not significantly change with this determination of the dependent variable. The second sensitivity test considers whether switches after June 15, 2002 may reflect different decision variables because on June 15, 2002 Andersen was found guilty of obstruction of justice and ordered to cease operations by August 31, 2002. Thus, as of this date, companies had no option but to switch, so any switching cost was irrelevant to their decisions; the question that confronted them was when to switch. We perform sensitivity tests using both the number of days between June 15, 2002 and the 8K date and between June 15, 2002 and the announcement date. Switches after June 15, 2002 are given a value of 0 for the Time variable. The results using both of the alternate dependent measure based on June 15, 2002 differ in that the coefficient for CROEPRE is no longer marginally significant (p > 0.20). These findings suggest limitations in the main analysis that will be investigated in future research.

Limitations and future research

Some of the study’s limitations and how they might be addressed in further research are set out below. The measures to capture accounting conservatism are simple and may be subject to a variety of operating and other factors and not only management GAAP preferences. More precise measures could be constructed, for example, by following the detailed approach set out in Bradshaw et al. (2001) more closely. The Jones model is an alternative used in prior research to assess abnormal accruals (e.g. DeFond and Subramanyam (1998)), however the Bradshaw et al. (2001) model more closely matches our research objectives since this study focuses on Dye’s (1991) analysis of legitimate conservative accounting choices rather than abnormal accruals that may be used to manipulate earnings. Future research could also investigate whether the decision to switch auditors is affected by the client’s corporate governance characteristics and litigation risk by incorporating measures of these factors.

There are also sampling and statistical limitations to note. The study’s data collection resulted in a large number of omitted observations (368 out of 941) because one or more financial data items were not available in Compustat. This lowers the power of our tests, and also may bias the results. Future research work could attempt to recover as many of these observations as possible by searching for the missing financial data in the companies’ annual reports manually. A more complete data collection may also allow us to refine our measures to provide results that are less sensitive to measurement choices and, therefore, more conclusive. 

CONCLUSIONS

The Enron/Andersen scandal provides us with a unique opportunity to study signaling theory. Clients of Andersen at the time of the Enron event were viewed as having voluntarily retained Andersen, and it can be assumed that their choice was the result of some decision model. What makes the Andersen situation interesting is that some clients selected to switch auditors as soon as Enron filed for bankruptcy while others waited until Andersen’s license to practice was canceled. Since all these clients had self-selected a Big 5 auditor, we expect that signaling or auditor quality had motivated the original auditor choice. The fact that some clients switched early while a large proportion of the Andersen clients did not switch auditors until Andersen could no longer practice suggest that those that switched early may be signaling the quality of their financial statements to the capital markets. The document shredding disclosure indicated that Andersen was not a high quality auditor and clients, conscious of the signals that continuing with Andersen was sending to the investing public, should replace their auditor immediately with a high quality (Big 5) auditor. We use signaling theory to explain why some of Andersen’s clients made this immediate switch.

Our preliminary findings are mixed making it difficult to make conclusions at this stage. In our sample of former Andersen clients, we find that those clients that dismissed Andersen earlier had less correction-related restatements relative to those that dismissed later. Further, we find a significant positive association between the frequency of management-instigated restatements and early switches. Finally, we find some evidence that poor financial condition and desires for less conservative reporting are drivers of late switching, but these results are sensitive to various modeling assumptions. As some of the limitations of this preliminary study may be addressed by additional research and data collection, further research that may enhance the power of our tests and the conclusiveness of our findings.

Endnotes:
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Table 1

Determination of Final Sample of Andersen Dismissals by Traded Public Companies

	Andersen public company audit client base on December 31, 2001 reported in the news media (e.g. Chaney and Philipich 2002)


	2311

	Difference between reported Andersen public client base and Audit Trak auditor switching database for period December 2001 to August 31, 2002
	(1043)

________ 

	Total Andersen public companies clients reported in Audit-Trak auditor switching database for period December 2001 to August 31, 2002


	1268

	Less:  Andersen resignations
	(48)

________

	Net Andersen dismissals


	1220

	Less: Dismissals by organizations with no available exchange or ticker information 
	 (263)

_________

	Available sample of Andersen dismissals by public company audit clients
	957

_________

	Final AA dismissal sample for analysis

AA sample available, per above

Less:  

Audited non-traded entities (e.g. pension plans, employee savings plans related to publicly-traded companies in sample)

Unusual observation, Enron

 Sample available for data collection

Less:

Companies with financial data for year ends 2000 to 2003 missing in Compustat

Companies with 10Ks for year ends 2000 to 2003 not available to search for restatements

Final sample for analysis


	957

(15)

       (1)

941

(338)

    (30)

     573


Table 2

Distributions of the Variables1
	
	
	
	
	TIME
	CNIBXPRE
	CCFOPRE
	CROEPRE
	DEPRE
	LOGTA

	  CONTINUOUS VARIABLES:
	
	
	
	
	
	
	

	
	MEAN
	
	
	100
	-667
	-163
	-1
	3
	6

	
	STDEV
	
	
	38
	8554
	2508
	35
	43
	2

	
	MIN
	
	
	4
	-139947
	-35724
	-782
	-96
	2

	
	Q1
	
	
	72
	-24
	-9
	0
	0
	5

	
	MEDIAN
	
	
	100
	-1
	2
	0
	0
	6

	
	Q3
	
	
	127
	8
	23
	0
	1
	7

	
	MAX
	
	
	261
	9019
	17757
	117
	893
	13

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	  CATEGORICAL VARIABLES:
	
	
	OGIND
	DECYE
	HOUSTON
	
	

	
	SUM
	
	
	
	32
	403
	34
	
	

	
	
	6%
	70%
	6%
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	  FREQUENCY VARIABLES:
	
	
	RSTMGT
	RSTCORR
	TOTAL
	
	

	
	COUNT
	
	
	
	19
	58
	77
	
	

	
	
	
	
	
	
	
	
	
	


Note

1. The variables are defined as follows, for sample firm i:     

Timei = days between announcing dismissal and August 31, 2002; RSTCORRi = frequency of restatements during the study period made to correct financial statement errors in periods audited by Andersen; RSTMGTi = frequency of management-instigated restatements during the study period relating to periods audited by Andersen; CNIBXPREi = change in net income before extraordinary items pre switch; CCFOPREi = change in cash flows from operations pre switch; CROEPREi =  change in return on common equity  pre switch; DEPRE = debt to common equity ratio preswitch; LOGTAi =  log of total assets averaged over 2000 to 2003; OGINDi = 1 if firm is in oil & gas industry and 0 otherwise; DECYEi = 1 if firm has a December 31 year end and 0 otherwise; HOUSTON =1 if firm is audit client Andersen’s Houston office and 0 otherwise. 

Table 3

OLS Regressions - Preliminary Results

Panel A: OLS Regression of restatements on Timei
Timei = b0 + b1RSTMGTi + b2RSTCORRi + b3LOGTAi + b4OGINDi + b5DECYEi  +


b6HOUSTONi  + ei
(I)

	
	 V
	Unstandardized

Coefficients
	Standardized

Coefficients
	t
	Sig.

	 
	 
	B
	Std. Error
	Beta
	 
	 

	1
	(Constant)(?)
	80.028
	5.020
	
	15.940
	.000

	 
	RSTMGT(+)
	25.870
	8.557
	.124
	3.023
	.002

	 
	RSTCORR(-)
	-12.924
	4.695
	-.112
	-2.753
	.003

	 
	LOGTA(+)
	4.452
	.738
	.244
	6.034
	.000

	 
	OGIND(+)
	-3.913
	6.984
	-.024
	-.560
	.288

	 
	DECYE(-)
	-11.892
	3.325
	-.146
	-3.577
	.000

	 
	HOUSTON(?)
	8.697
	6.763
	.055
	1.286
	.200

	
	R Square = .10, Adjusted R Square = .09


Panel B: OLS Regression of financial condition variables on Timei
Timei = b0   + b1CNIBXPREi + b2CCFOPREi  + b3CROEPREi 

                     + b4DEPREi + b5LOGTAi + b6OGINDi + b7DECYEi  + b8HOUSTONi  +ei
(II)

	
	 
	Unstandardized

 Coefficients
	Standardized 

Coefficients
	t
	Sig.

	 
	 
	B
	Std. Error
	Beta
	 
	 

	1
	(Constant)(?)
	76.706
	5.084
	
	15.087
	.000

	 
	CNIBXPRE(+)
	.000
	.000
	.101
	1.892
	.030

	 
	CCFOPRE(+)
	.000
	.001
	.025
	.476
	.317

	 
	CROEPRE(+)
	.075
	.052
	.069
	1.425
	.078

	 
	DEPRE(-)
	.051
	.043
	.058
	1.198
	.116

	 
	LOGTA(+)
	5.053
	.761
	.277
	6.639
	.000

	 
	OGIND(+)
	-5.825
	7.011
	-.036
	-.831
	.203

	 
	DECYE(-)
	-12.576
	3.331
	-.154
	-3.776
	.000

	 
	HOUSTON(?)
	8.690
	6.778
	.055
	1.282
	.200

	
	R Square = .096, Adjusted R Square = .083


Notes

1. 
The variables are defined as follows, for sample firm i:     


Timei = days between announcing dismissal and August 31, 2002; RSTCORRi = frequency of restatements during the study period made to correct financial statement errors in periods audited by Andersen; RSTMGTi = frequency of management-instigated restatements during the study period relating to periods audited by Andersen; CNIBXPREi = change in net income before extraordinary items pre switch; CCFOPREi = change in cash flows from operations pre switch; CROEPREi =  change in return on common equity  pre switch; DEPRE = debt to common equity ratio preswitch; LOGTAi =  log of total assets averaged over 2000 to 2003; = 1 if firm is in oil & gas industry and 0 otherwise; DECYEi = 1 if firm has a December 31 year end and 0 otherwise; HOUSTON =1 if firm is audit client Andersen’s Houston office and 0 otherwise. 

2.   
The reported p-values are for one-tailed tests when directional predictions are made, two-tailed tests otherwise.
Table 4

OLS Regressions - Analysis of model versions for restatement and financial condition variables on Timei
	VARIABLE NAME1
(PREDICTED SIGN)
	ESTIMATED COEFFICIENT  [P-VALUE2]

	
	Reduced models

	
	a
	b
	c
	d
	e
	f
	g

	RSTMGT(+)    
	21.051

(.007)
	
	
	
	
	
	

	RSTCORR(-)    
	
	-10.020

(0.016)
	
	
	
	
	

	CNIBXPRE(+)   
	
	
	.001

(0.002)
	
	
	
	

	CCFOPRE(+)    
	
	
	
	.001

(0.018)
	
	
	

	CROEPRE(+)    
	
	
	
	
	0.043

(0.164)
	
	

	DEPRE(-)  
	
	
	
	
	
	0.018

(0.309)
	

	LOGTA(+)    
	4.467

(.000)
	4.616

(0.000)
	5.098

(0.000)
	4.924

(0.000)
	4.588

(0.000)
	4.593

(0.000)
	4.604

(0.000)

	OGIND(+)   
	-4.134

(.278)
	-5.082

(0.235)
	-5.406

(0.220)
	-5.344

(0.224)
	-5.382

(0.223)
	-5.041

(0.238)
	-5.084

(0.436)

	DECYE(-)    
	-11.475

(.001)
	-12.566

(0.000)
	-12.563

(0.000)
	-12.343

(0.000)
	-12.053

(0.000)
	-12.179

(0.000)
	-12.127

(0.000)

	HOUSTON(?)
	7.899

(.246)
	9.624

(0.158)
	8.522

(0.209)
	8.592

(0.103)
	8.893

(193)
	8.871

(0.194)
	8.839

(0.195)

	CONSTANT(?)    
	78.484

(.000)
	80.059

(0.000)
	76.473

(0.000)
	77.250

(0.000)
	78.903

(0.000)
	78.847

(0.000)
	78.803

(0.000)

	ADJ R-SQUARE
	.081
	0.078
	.084
	.079
	.072
	.071
	.072


Notes

1. 
The variables are defined as follows, for sample firm i:     


Timei = days between announcing dismissal and August 31, 2002; RSTCORRi = frequency of restatements during the study period made to correct financial statement errors in periods audited by Andersen; RSTMGTi = frequency of management-instigated restatements during the study period relating to periods audited by Andersen; CNIBXPREi = change in net income before extraordinary items pre switch; CCFOPREi = change in cash flows from operations pre switch; CROEPREi =  change in return on common equity  pre switch; DEPRE = debt to common equity ratio preswitch; LOGTAi =  log of total assets averaged over 2000 to 2003; OGINDi = 1 if firm is in oil & gas industry and 0 otherwise; DECYEi = 1 if firm has a December 31 year end and 0 otherwise; HOUSTON =1 if firm is audit client Andersen’s Houston office and 0 otherwise. 

2.   
The reported p-values are for one-tailed tests when directional predictions are made, two-tailed tests otherwise.

� 	On May 31, 2005, the Supreme Court overturned the 2002 criminal conviction of Andersen on the grounds that the Houston jury that found Arthur Andersen LLP guilty of obstruction of justice was given overly broad instructions by the federal judge who presided at the trial.


� 	We purchased our data from Audit-Trak, a firm that collects auditor change data from daily SEC filings. The Audit-Trak data are mainly of interest to audit firms for marketing purposes, however, Audit-Trak also provides data for academic research. While the data that Audit-Trak accumulated are all publicly available, we found Audit-Trak's approach of daily data collection to be more reliable than retrieving the auditor changes after the fact, for example, by doing a key-word search in the 8K forms filed in Edgar, and looking for those 8Ks containing ‘Item 4: Change in Registrant’s Accountant’. Also, the Audit-Trak file pulls together additional information about each auditor change that comes from publicly available sources besides the 8K, and so saves time.


� 	Several start dates were used in the literature to measure client departures. For example, Barton (2004) used October 15, 2001, the day before Enron’s earnings announcement and Chang et al. (2004) define it as January 10 2002, the date Andersen announced that huge amount of documents related to Enron had been shredded. The use of August 31, 2002, as the last day of departure is consistent with Barton (2004).


� 	For example, Rayonier Inc., restatement in 2002 10K stated: “Subsequent to the issuance of the Company’s Consolidated Financial Statements for the year ended December 31, 2001, the Company’s management determined that two third-party wood chip manufacturers, Georgia Chips and Fulghum Fibres Collins, Inc., originally accounted for since 1995 as unconsolidated suppliers of wood chips, should be consolidated within the Company’s Financial Statements. …


As a result, the Consolidated Financial Statements as of December 31,  2001 and for the years ended December 31, 2001 and 2000 have been restated from the amounts previously reported to consolidate these two wood chip manufacturers. Net income and earnings per share for the two years ended December 31, 2001 and 2000 (and for all prior periods) have not changed due to the restatement, as the wood chip costs had been included in cost of sales for those periods. Operating income for the years ended December 31,  2001 and 2000, has changed to reflect a portion of the facilities’ wood chip costs pertaining to an imputed interest charge being reclassified out of cost of sales into interest expense. Interest expense on the construction loans was indirectly passed to Rayonier through invoices for the cost of wood chips it purchased. Property, plant and equipment has been restated for an additional $15 million at December 31, 2001, with a corresponding increase in debt.”


� 	For example, Korn/Ferry International, restatement in their 2002 10K stated: “Certain of our historical statements were audited by Arthur Andersen LLP, and your ability to rely on those statements and recover from them may be limited.


On April 11, 2002, our board of directors, upon recommendation of the audit committee, dismissed Arthur Andersen LLP as our independent auditors and appointed Ernst & Young LLP as our new independent auditors. Ernst & Young LLP has audited our financial statements for the fiscal year ended April 30, 2002 but not any prior fiscal year. We have restated our financial statements for the fiscal years ended April 30, 2000 and 2001 relating to the consolidation of our Mexico subsidiaries. The statements for those fiscal years were audited by Arthur Andersen LLP, and we have not been able to have their reports for those fiscal years reissued. …


As further described in notes 1 and 14 to the consolidated financial statements, we have restated our previously reported results to account for our investment in our Mexico subsidiaries under the equity method of accounting. The restatement from the consolidation method to the equity method reduced revenue and expenses in each fiscal year, but had no impact on net income, earnings per share or total shareholders’ equity.”
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