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ABSTRACT 

In this paper, I am examining the retention rates of the clients of their public accounting 

firm Arthur Andersen, following their demise in 2002. In order to do so, I look at whether or not 

the former Arthur Andersen clients experienced a lower retention rate with their successor 

auditor. I expect that ex-Andersen clients did experience a lower retention rate with their new 

auditor (that is, they were more likely to switch auditors again in a later year) due to high audit 

fees, practice offraud, or reputation of the successor auditor. I find significant results in the 

overall examination and in auditor reputation, suggesting that former Arthur Andersen clients 

did experience a lower retention rate with their new auditor, possibly due to a need to switch 

to a Big 4 auditor. 

I. INTRODUCTION 

The purpose of this research is to determine whether a forced auditor change results in 

a high auditor turnover. In order to do this, I am examining if former clients of public accounting 

firm Arthur Andersen (referred to throughout the paper as "ex-Andersen clients") experienced 

a lower retention rate with their subsequent auditor, after Andersen surrendered their 

accounting practice in front of the SEC in 2002. This occurred following the revelation of frauds 

such as Enron and WorldCom and the ensuing obstruction of justice charges filed against 

Andersen by the SEC. Since the circumstances under which Andersen ceased their practice are 

unprecedented, it provides a unique opportunity for research into auditor changes. In this 

study, I am capitalizing on this unique opportunity in order to explain the possible reasons for 

subsequent auditor switches after a forced change. I use the vocabulary "forced change" to 
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represent the fact that there was a forced dismissal, despite the fact that there was a voluntary 

selection. Due to the fact that companies did not have the possibility to retain Andersen as 

their auditor, they were forced into an auditor change even though they were able to choose 

the replacement. Previously, much of the research on this subject has been conducted on the 

immediate impact ofthe demise of Andersen, and my research will expand upon this in the 

sense that I am not looking at instantaneous changes, I will be looking at what has happened in 

the time period since the event occurred. While almost ten years have passed since the 

collapse of Enron and the ensuing demise of Arthur Andersen and the obstruction of justice 

charges, it is still seen as an impact on the accounting world today. Many parties have been 

affected by the Enron/Arthur Andersen fraud, from investors and stockholders to managers and 

auditors, and it remains to be seen whether or not these parties will be defrauded on this scale 

again in the future. In any case, it is important to fully understand the long-term effects of 

Arthur Andersen's collapse in order to look forward at potential accounting scandals of this 

nature. By looking at the long-term effects on clients-auditor over a period of time, we are able 

to see the widespread impact that Andersen caused when it ceased its practice. This research is 

intended to look specifically at the clients of Arthur Andersen and how their client-auditor 

relationships have developed, ten years past the incident. 

The reason Arthur Andersen's situation so unique and provides such a good opportunity 

for research is because it possesses characteristics of a forced auditor change setting, 

something that has been talked about as of late in the United States. Most recently, the Public 

Company Accounting Oversight Board (commonly referred to as PCAOB) has voted to issue a 

concept release on the topic of forced auditor rotation in August of 2011 (PCAOB 2011). With 
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the continuous development of forced rotation, it is important to understand as much about 

the potential change as possible. Mandatory auditor rotation has already been implemented in 

foreign countries such as Italy, Spain, Slovakia and Turkey, however it is important to observe 

that Spain, Slovakia and Turkey have since abandoned this practice (Comunale 2005). 

Nevertheless, research has been done to evaluate the effectiveness of mandatory auditor 

rotation with varying results. Some research has found a benefit to mandatory auditor rotation 

via an improvement in auditor independence (Gietzmann and Sen 2002, Dopuch et. al. 2001), 

while others have found that mandatory audit rotation would not be beneficial because the 

likelihood of audit failure increases with auditor change (George 2004) and because the costs of 

switching auditors do not outweigh the benefits (Blouin 2007). In either sense, the research 

setting provided by the demise of Arthur Andersen closely mimics the experience of a 

mandatory auditor rotation because the clients of Andersen were forced out oftheir 

relationship with Arthur Andersen and forced to select a new auditor. Since forced auditor 

change is not a regulation, after the initial switch ex-Andersen clients were able to make 

another switch if necessary, and this second voluntary switch is how I intend to capitalize on 

the unique setting. 

I anticipate that ex-Andersen clients experienced an overall lower retention rate with 

their successor auditor. While the clients were able to choose their successor auditor, I expect 

that some companies were not satisfied with their choice in auditor and, because this is not a 

mandatory rotation setting, will make a second switch to a new auditor. An important 

occurrence to note is that in this change of auditors, certain Arthur Andersen offices were 

bought out and taken over by other public accounting firms. Prior research has studied the 
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effects of the firms that followed their Andersen team to the new office and the costs related 

to following (Blouin 2007). I will examine the subsequent effects of firms that followed, but not 

as part of the main research development. In order to analyze and develop the prediction that 

ex-Andersen clients experienced a lower retention rate, I have selected three cross-sections 

that will further explain the specific areas in which there was lower auditor retention. These 

cross-sections are audit cost, auditor reputation, and the tendency of the client to practice 

aggressive accounting. I chose these cross-sections because they have been used in prior 

research settings as explanations of auditor change. It is important to note that these cross

sections are independent of each other and individually attempt to explain why ex-Andersen 

clients may experience low retention with their successor auditor, they do not combine 

together to produce one explanation. If I find significant results in one cross-section it should 

not have an effect on the results in another cross-section and this is an important distinction 

because it is possible that the explanations may contradict themselves. I will further develop 

these cross-sections in the research design section. 

Overall, this research will contribute to the literature on mandatory auditor rotation and 

auditor switches, which is increasingly important because this regulation is in the process of 

being adapted in the US. In addition, it adds to the breadth of research done on the Arthur 

Andersen demise and looks at the unintended consequences of this scandal. It is also critical to 

look at and research the long-term consequences that have occurred since Andersen ceased its 

practice in 2002, and that is what this paper intends to do. 
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The rest of the paper is organized as follows: Section II is devoted to hypothesis 

development, Section III focuses on research design, Section IV discusses the data and results, 

and Section V concludes the paper and summarized the findings. 

II. HYPOTHESIS DEVELOPMENT 

Hypotheses 

As stated before, I have a broad research question followed and further explained by 

three specific cross-sections. I intend to test my hypothesis on a general level in order to make 

an overall assessment and to look at the holistic impact on auditor retention. From there, I will 

delve into further possibilities with the cross-sections to be developed later. I anticipate that ex

Andersen clients will experience a low retention rate with their new auditor due to various 

client-audit adjustment issues, considering this was not a voluntary change due to the fact that 

the former clients of Andersen were not the ones who initiated the switch. This means that 

they must have been satisfied with Andersen as their auditor because the only reason they 

switched is the fact that Andersen ceased its practice. In this situation, I expect some former 

clients of Andersen to experience realignment issues because although they were able to 

choose their subsequent auditor, it was not their choice to change auditors and they were 

ultimately not able to maintain their relationship with Andersen. In order to test this, my first 

hypothesis is: 

Hl: Ex-Arthur Andersen clients experienced a lower retention rate with their successor 

auditor. 
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There are various reasons for client-auditor switches and in this situation I will be 

looking into three possible explanations as to why retention rate would be lower with a 

subsequent auditor. It is important to understand these three situations in depth in order to 

place meaning as to why or why not they would cause a lower auditor retention rate. The first 

cross-section I intend to test is audit cost. High audit fees have always been a consideration in 

evaluating a relationship between a client and their auditor and it is important to evaluate as a 

reason that ex-Andersen clients would switch away from their former auditors. I anticipate that 

the high cost of an audit will not continuously appeal to a company, and as a result they may 

switch to an auditor who charges lower fees. Historically, companies have paid low audit fees in 

the first years following an auditor switch due to a proven phenomenon referred to as "Iow

balling", which occurs when the initial audit fees are less than the start-up costs and normal 

profits (DeAngelo 1981). I expect that once these initial low fees are phased out and the cost of 

an audit increases over the years following a switch, that companies may re-evaluate the high 

fees and subsequently switch away from the auditor who replaced Arthur Andersen. Recent 

research has found that in the initial reshuffling of auditors in the post-Arthur Andersen era, 

other accounting firms low-balled prices in order to attract clients (Ho and Wang 2006). It is 

also important to note that in the era of Sarbanes-Oxley, which is the time period that I will be 

looking at, there was a significant relationship found between high audit fees and auditor 

dismissals (Ettredge et aI., 2007) especially in smaller sized clients, which is a key trait that 

Andersen clients often possessed, in relation to other Big 5 clients. Market reactions were also 

positive from 2004-2006 when a large client switched to a smaller-tier firm, with fee reductions 

being a significant explanation (Chang et. al. 2006), indicating an incentive for companies to re-
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select an auditor with lower fee. For these reasons, I state my first cross-sectional hypothesis to 

be: 

H2: Ex-Arthur Andersen clients experienced a lower retention rate with their successor 

auditor, if the successor auditor charged high audit fees. 

However, in analyzing retention rates it is important to look at other possibilities. It is 

possible that high audit fees are not the direct cause of audit turnover in this situation. Prior 

research has shown that in some situations, the cost of having an auditor with a high reputation 

is greater than the cost of switching auditors, and the cost of switching auditors is commonly 

measured in audit fees (Blouin 2007). In order to test this theory, I have developed my second 

cross-section, auditor reputation, which must remain independent of the first cross-section. I 

have chosen the tier of an auditor as my proxy for auditor reputation, with Big 4 auditors being 

the proxy for high auditor reputation. This cross-section contradicts the first because typically 

Big 4 auditors charge higher fees and therefore the retention rate will not be lower due to 

switching away from high fees, but lower due to firms switching to a Big 4 auditor, which would 

technically be switching to higher fees. I anticipate auditor reputation to have a significant 

impact on the firm that a company selects to be their auditor, especially in the situation of ex

Andersen clients. Andersen was often perceived to produce audits of a low quality, with regards 

to their standing as a Big 5 auditor. While there was a high-quality perception as a result of 

their standing as top-tier auditors, there was still a perception of lower quality audits compared 

to the other top tiered firms. Research finds that aggregately, the remaining Big 4 public 

accounting firms were of a higher quality than was Arthur Andersen in the final few years of its 

practice (Fuerman 2006). This is important because investors as well as managers concern 
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themselves with auditor reputation (Blouin 2007). The concern of management about a 

company reputation is often higher for firms in highly visible markets, who build their 

reputation with a high-quality auditor (Barton 2005). Likewise, returns were higher for a 

company when they selected a Big 4 auditor to replace Arthur Andersen (Krisnamurthy 2006), 

indicating that investors favor Big 4 when measuring audit quality especially in the situation of 

Arthur Andersen. Therefore in this cross-section I expect that since investors and managers 

have been shown to favor high-quality auditors, and since high reputation has been shown to 

offset high audit fees, auditor retention will be lower if a company initially chose a non-Big 4 

firm to precede Arthur Andersen, stated in hypothesis form as follows: 

H3: Ex-Arthur Andersen clients experienced a lower retention rate with their successor 

auditor, if the successor auditor was a non-Big 4 auditor. 

Finally, I believe it is important to look at the propensity of the clients accounting 

policies to affect audit turnover. The previous two cross-sections have taken a look at factors 

relating to the auditor, but the third and final cross-section will test client characteristics, 

specifically the client's propensity to manage earnings. In this situation, I use aggressive 

accounting as a proxy for managing earnings. I anticipate that firms with a higher propensity to 

manage their earnings will be more likely to make a second switch of auditor and therefore 

have a lower retention rate. While my research does not include firms that followed, prior 

research has shown that ex-Andersen clients who practiced aggressive accounting had a higher 

propensity to follow their Andersen office to the accounting firm that absorbed it (Blouin 2005), 

indicating that ex-Andersen clients were aware of their aggressive policies at the time of initial 

auditor switch and made an auditor selection based on this awareness. Ex-Andersen clients 
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were also shown on the whole to be more aggressive in earnings management at a national 

level, compared to other Big 5 auditors at the time (Krishnan 2007). This research is important 

because it leads me to anticipate that the greater amount of aggressive accounting will result in 

a propensity to switch auditors because it will create a strain on the client-auditor relationship. 

Therefore I will test the following hypothesis: 

H4: Ex-Arthur Andersen clients experienced a lower retention rate with their successor 

auditor, if the client engaged in aggressive accounting. 

I believe that I will find results in at least one, if not more, of the three cross-sections. 

These results will help to further explain why companies would experience a lower 

retention rate with their successor auditor, and give useful insight as to potential problems with 

a mandatory auditor rotation setting. 

III. RESEARCH DESIGN 

In order to test the initial hypothesis and following cross sections, I use the same 

regression model modified for each ofthe four unique situations. These models are tested 

using financial data from Compustat and audit data from Audit Analytics. The sample size 

includes all switches from Arthur Andersen in 2001 and 2002. Using each sample firm's industry 

and size in the fiscal year of the switch, I match each sample firm with a firm 1) close in size, 2) 

in the same industry and 3) not audited by Arthur Andersen. This method results in a one-to

one match between every firm that switched from Andersen in 2001 and 2002, with another 

similar-sized firm with the same fiscal year-end and in the same industry. Finally, if for either 
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firm was missing the required financial and/or audit data in any year of the sample period, both 

firms were excluded in that year to ensure complete matches. 

The regression models I use to measure the likelihood of a subsequent switch is similar 

to the models used in a recent paper on audit switches (Landsman et. al. 2009) with the 

following equations (variable measurements can be found in Appendix 1): 

AUDITSWITCH = BO + B1EX_AA + B21NVREC + B3ROA + B4SIZE + BSGROWTH + B6MA + 

B7GC+( [Equation 1] 

AUDITSWITCH = BO + B1EX_AA + B21NVREC + B3ROA + B4SIZE + BSGROWTH + B6MA + B7GC 

+ BSFOLLOW + ( [Equation 2] 

This regression includes a sample of S,274 firm-year observations over the years 2002-

2009. Firms that switched from Andersen during 2001-2003 comprised 2,637 firm-year 

observations, while the matched firms made up remaining firm-year observations. Given the 

one-to-one match, these firms made up 2,637 observations. 

AUDITSWITCH = BO + B1FOLLOW + B21NVREC + B3ROA + B4SIZE + BSGROWTH + B6MA + 

B7GC+( [Equation 3] 

In order to examine whether the likelihood of a subsequent switch was affected by a 

firm's choice to "follow" whoever took over their Arthur Andersen city office, the above 

regression model includes ex-Andersen clients. This model therefore includes a sample of 2,637 

firm-year observations over years 2002-2009. 

I test the second cross-sectional hypothesis, high audit fees, using the following 

regression equation: 
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AUDITSWITCH = 80 + 81EX_AA + 82ABFEE + 83EX_AA*ABFEE + 841NVREC + 85ROA + 

86SIZE + 87GROWTH + 8SMA + 89GC + 81OFOLLOW + £ [Equation 4] 

This regression models the likelihood of a subsequent switch, given an abnormal audit fee over 

the years following a switch, and includes a sample of 4,300 firm-year observations over years 

2002-2009. Firms that switched from Arthur Andersen during 2001-2003 comprise 2,150 firm

year observations while the remaining firm-year observations consist of matched firms (given 

the one-to-one unique match, these firms make up 2,150 firm-year observations). 

The third hypothesis, auditor reputation, will also be tested using a regression model 

similar to the previous cross-section. The equation is as follows: 

AUDITSWITCH = 80 + 81EX_AA + 82NBIG5 + 83EX_AA*NBIG5 + 841NVREC + 85ROA + 

86SIZE + 87GROWTH + 8SMA + 89GC + 810FOLLOW + £ [Equation 5] 

This regression model measures the likelihood of a subsequent switch, given the choice of a 

non-Big 4 auditor to succeed Arthur Andersen, includes a sample of 5,274 firm-year 

observations over years 2002-2009. Firms that switched from Arthur Andersen during 2001-

2003 comprise 2,637 firm-year observations while the remaining firm-year observations consist 

of matched firms (given the one-to-one unique match, these firms make up 2,637 firm-year 

observations). 

For the final cross-section, aggressive accounting I will use a regression equation similar 

to the previous equations, but include a fraud variable derived from the Beneish model (further 

variable explanation can also be found in Appendix 1.) The equation is as follows: 

AUDITSWITCH = 80 + 81EX_AA + 82FRAUD + 83EX_AA*FRAUD + 841NVREC + 85ROA + 

86SIZE + 87GROWTH + 8SMA + 89GC + 810FOLLOW + £ [Equation 6] 
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This regression models the likelihood of a subsequent switch, given a higher potential for fraud 

in the year of the original audit switch (either 2001, 2002, or 2003), and includes a sample of 

4,700 firm-year observations over years 2002-2009. Firms that switched from Arthur Andersen 

during 2001-2003 comprise 2,350 firm-year observations while the remaining firm-year 

observations consist of matched firms (given the one-to-one unique match, these firms make 

up 2,350 firm-year observations). 

IV. DATA AND RESULTS 

Table 1 shows the results for Hl, that ex-Andersen clients experienced a lower retention 

rate with their successor auditor. Panel A shows the results without controlling for firms who 

followed their Arthur Andersen team, and Panel B shows the results with a control for firms 

that followed. As the results show, the results for ex-Arthur Andersen clients are positive and 

significant in both cases, implying that these clients did experience a greater likelihood of a 

subsequent switch. Furthermore, the fact that the follow parameter is not significant indicates 

that whether an ex-Andersen client followed their team or not did not significantly affect the 

likelihood of them switching again. These results are further explained with data from Table 2. 

The significant results from Table 1 are important because they prove the hypothesis that there 

was a lower retention rate, but they do not explain the reasoning behind the changes. In order 

to do that, it is necessary to look at the results of the remaining three hypotheses. First, 

however, it is interesting to note the results of the firms that followed their Arthur Andersen 

team to their new offices. Table 2 shows the results of the firms that followed their team. These 

results indicate that there is a greater likelihood of a subsequent switch, but the results are not 
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Table 1 - Subsequent Switch Model 

Panel A - Equation 1 
Analysis of Maximum Likelihood Estimates 

Parameter Estimate Standard Error Pr > ChiSq 
Intercept 1.0664 0.1257 <.0001 
EX AA 0.2296 0.059 <.0001 
INVREC 0.1523 0.1648 0.3556 
ROA 0.2686 0.148 0.0695 
SIZE a -0.2761 0.0176 <.0001 
GROWTH -0.0217 0.0787 0.7825 
MA 0.0938 0.0649 0.1481 
GC 16.0731 286.2 0.9552 

Panel B - Equation 2 
Analysis of Maximum Likelihood Estimates 

Parameter Estimate Standard Error Pr > ChiSq 

Intercept 1.0698 0.1259 <.0001 
EX AA 0.2163 0.0626 0.0006 
INVREC 0.1493 0.1649 0.3654 
ROA 0.2661 0.1481 0.0723 

SIZE a -0.2766 0.0176 <.0001 
GROWTH -0.0221 0.0787 0.7786 
MA 0.0943 0.0649 0.1463 
GC 16.0756 286.1 0.9552 
follow 0.0654 0.1018 0.521 

significant. One of the reasons I identified for the insignificance is that the results may have 

offset. For example, it is possible that the clients did not subsequently switch because they had 

no problems continuing their relationship with their ex-Andersen team at the new firm. On the 

other hand, it is possible that eventually they experienced a need to switch away. Regardless, 

these results do not impact the hypothesis testing and while they are noteworthy and may be 

an area for future research, I did not further develop these results. 
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Table 2 - Follow Firms Model 

Panel A - Equation 3 
Analysis of Maximum Likelihood Estimates 

Parameter Estimate Standard Error Pr> ChiSq 
Intercept 1.6389 0.1776 <.0001 
follow 0.0872 0.1029 0.3964 
INVREC -0.2142 0.2347 0.3614 
ROA 0.2216 0.1951 0.256 
SIZE a -0.3306 0.0254 <.0001 
GROWTH 0.0505 0.1008 0.6166 
MA 0.2242 0.0919 0.0147 
GC 15.0613 263.6 0.9544 

Table 3 - Abnormal Fees Model 

Panel A - Equation 4 
Analysis of Maximum Likelihood Estimates 

Parameter Estimate Standard Error Pr> ChiSq 
Intercept 0.8265 0.1439 <.0001 
EX AA 0.22 0.0711 0.002 
abAF -0.0502 0.0296 0.0895 
EX AAabAF 0.0372 0.04 0.3515 
INVREC 0.5783 0.2002 0.0039 
ROA 0.1149 0.1554 0.4596 
SIZE a -0.2515 0.0198 <.0001 
GROWTH -0.0251 0.0839 0.7649 
MA 0.0869 0.0716 0.2246 
GC 16.0552 297.3 0.9569 
follow 0.1415 0.1111 0.2025 

Table 3 shows the results from the high audit fee analysis. The results from this 

regression are positive but not significant, suggesting that higher the fee, the greater the 

likelihood that the ex-Andersen clients subsequently switched to a new auditor. There are 

various explanations for the insignificant results. One of the reasons I identified is that audit 

fees were very volatile in the Sarbanes-Oxley era, which is the time period of my data 
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Table 4 - Auditor Reputation Model 

Panel A - Equation 5 
Analysis of Maximum Likelihood Estimates 

Parameter Estimate Standard Error Pr > ChiSq 
Intercept 1.1764 0.1357 <.0001 
EX AA 0.1655 0.0663 0.0126 
NBig5 -0.3712 0.1381 0.0072 
EX AANBIG5 0.4443 0.2044 0.0297 
INVREC 0.1717 0.1653 0.2989 
ROA 0.2671 0.1487 0.0724 
SIZE a -0.2887 0.0189 <.0001 
GROWTH -0.00297 0.0792 0.9701 
MA 0.0957 0.065 0.141 
GC 16.1011 286 0.9551 
follow 0.0759 0.1031 0.4613 

Table 5 - Aggressive Accounting Model 

Panel A - Equation 6 
Analysis of Maximum Likelihood Estimates 

Parameter Estimate Standard Error Pr > ChiSq 
Intercept 0.8538 0.1391 <.0001 
EX AA 0.2272 0.0694 0.0011 
fflag 0.7418 0.1575 <.0001 
EX AAFraud -0.105 0.2277 0.6445 
INVREC 0.4127 0.1791 0.0212 
ROA 0.2056 0.1835 0.2624 
SIZE a -0.2634 0.0192 <.0001 
GROWTH -0.0989 0.0952 0.2986 
MA 0.0884 0.0681 0.1944 
GC 15.0559 190.5 0.937 
follow 0.0741 0.1073 0.4895 

collection. Therefore fee regulation could have been a factor not controlled for in the sample 

data. Another explanation is that the model used to identify abnormal fees is noisy in itself; 

therefore its use may have caused problems with the data. In either sense, the fact that there is 
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a relationship is promising, but the insignificant results mean that it is not the optimal 

explanation for low auditor retention of ex-Andersen clients. 

The results for H3 can be found in Table 4. These results are positive and significant, 

which implies that ex-Andersen clients had a greater likelihood of a subsequent switch if their 

auditor was a non-Big 4 auditor. The significant results indicate that auditor reputation is a 

possible explanation for low auditor retention. However, the fact that H2 and H3 were both 

positive is contradictory. As previously determined, audit fees and auditor reputation must 

remain independent of each other because high audit fees are a trait of higher-caliber auditors. 

One of the explanations for this is the volatility of fees in the SOX era. All public accounting 

firms were required to restructure their fees, Big 4 firms included. Therefore, the fact that the 

results of H3 are significant indicates that auditor reputation is a more likely indicator of auditor 

change in this era. 

The results from the last hypothesis, H4, are shown in table 5. These results are negative 

and insignificant. These results indicate that the presence of aggressive accounting is not likely 

a cause for auditor switches nor has significance. The fact that this hypothesis produced such 

results may be a result of increased awareness of aggressive accounting practices, especially in 

the era of SOX. It is probably that former aggressive clients were forced to be more 

conservative due to higher regulations, or they were potentially more cautious about their 

practices with their new auditor. 

v. CONCLUSION 

16 



In this paper I have examined the effects of Arthur Andersen's collapse on its clients. 

The results I found show that ex-Arthur Andersen clients were, on average, more likely to 

switch auditors again in a subsequent year, which was what I predicted. My hypotheses 

regarding audit fees and fraud generated positive results, although they were not significant. 

The results from the third hypothesis, that auditor reputation was the cause of the subsequent 

switch, were positive and significant. Since this was the only explanatory model that generated 

significant results, I determine that auditor reputation was the main reason for a subsequent 

auditor change among ex-Andersen clients. The fact that ex-Andersen clients were more likely 

to switch to a Big-4 auditor signifies that Big 4 auditors may produce audits of a higher quality, 

or at least come with an appearance of higher quality to investors. 

I believe that these results are informative and provide valuable insight into auditor 

selection and what happens under a situation of a somewhat forced change. My results suggest 

that forced auditor changes result in higher audit turnover and lower auditor retention. Given 

these results and the fact that the change among ex-Andersen clients was driven by auditor 

reputation, future research may look further into distinguishing that characteristics between 

the top tier public accounting firms (the Big 4) and the smaller accounting firms. 
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APPENDIX 1 

Variable Measurement 

Variables common to all four regression models are as follows: 

• AUDITSWITCH: An indicator variable equal to 1 if a firm switched auditors in the years 2002-

2009; 0 otherwise. 

• EX_AA = An indicator variable equal to 1 if a firm is an ex-Andersen client; 0 otherwise. 

• INVREC = Inventory plus receivables, divided by total assets. 

• ROA = Return on assets, measured by net income before extraordinary items divided by 

average total assets. 

• SIZE = Natural logarithm of the market value of equity. 

• GROWTH = Total assets less beginning total assets, divided by beginning total assets. 

• MA = An indicator variable equal to 1 if a firm had merger and acquisitions expenses; 0 

otherwise. 

• GC = An indicator variable equal to 1 if a firm was a going concern; 0 otherwise. 

• FOllOW = An indicator variable equal to 1 if a firm "followed" the auditor who took over 

their Arthur Andersen city's office; 0 otherwise. 

Variables specific to the regression models measured are as follows: 

• NBIGS = An indicator variable equal to 1 if a firm appointed a non-Big S auditor to succeed 

Arthur Andersen. For firms that served as matches, 1 signifies a non-BigS auditor in place 

during the year of the match to an ex-Arthur Andersen client. 

• ABFEE = The deviation from expected audit fees for each firm-year over years 2002-2009 

(years following an Arthur Andersen switch). Annual expected audit fees were estimated 

for each firm-year using coefficients from the following model- run by industry-year. The 

population of Compustat firms over years 2002-2009 with the required financial and audit 

data were used to estimate this model by industry-year. 

lNFEE;,t = a + PllNTA;,t + (32INVREC;,t + (33FOREIGN;,t + P4MA;,t + PsQRATIO;,t + (36ROA;,t + 

(37l0SS;,t + (3slEV;,t + (39GROWTH;,t + (3lOMKTBK;,t + PllRESTATE;,t + (312XDOPS;,t + P13BUSY;,t 

+ (314BIGN;,t + (31s INITIAl;,t + (316GCO;,t + (317RPT404;,t + (31SICW404;,t + E;,t· 
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LNFEE is equal to the logarithm of total audit fees in year t for firm i. 

II is an indicator variable for each year-specific firm size quintile (where firms were 

ranked from 1-5 based on the logarithm oftotal assets). 

LNTA is equal to the logarithm of total assets. 

INVREC is the year-end ratio of the sum of inventory and accounts receivable to total 

assets. 

FOREIGN is an indicator variable equal to 1 when foreign currency translation 

adjustments are present and 0 otherwise. 

MA is an indicator variable equal to 1 when firm i reports acquisition expenses in 

year t and 0 otherwise. 

QRATIO is the year-end ratio of current assets minus inventory to total current 

liabilities. 

ROA is equal to income before extraordinary items divided by ending total assets in 

t-l. 

LOSS is an indicator variable equal to 1 when ROA is less than zero and 0 otherwise. 

LEV is the year-end ratio of the sum of debt in current liabilities and long-term debt 

to total assets. 

GROWTH is equal to sales growth, measured as the percentage change in sales 

between the current and prior year. 

MKTBK is the year-end ratio ofthe market value of equity plus total debt to total 

assets. 

RESTATE is an indicator variable equal to 1 when a firm announces a restatement at 

some point during the year and 0 otherwise. 

XDOPS is an indicator variable equal to 1 when a firm reports extraordinary items or 

discontinued operations and 0 otherwise. 

BUSY is an indicator variable equal to 1when a firm has a fiscal year-end between 

12/31 and 1/15 and 0 otherwise. 

BIGN is an indicator variable equal to 1 when a firm is audited by a Big 4 audit firm 

and 0 otherwise. 
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INITIAL is an indicator variable equal to 1 when an auditor is in the first year of the 

engagement and 0 otherwise. 

GCO is an indicator variable equal to 1 when an auditor issues a going-concern audit 

opinion and 0 otherwise. 

RPT404 is an indicator variable equal to 1 when a firm has an auditor-issued opinion 

on internal controls. 

ICW404 is an indicator variable equal to 1 when a firm has material weakness(es) 

documented in its internal control report. 

• FRAUD = An indicator variable equal to 1 if, per the Beneish earnings manipulation 

detection model, a firm has a high probability of earnings manipulation; 0 otherwise. This 

variable was measured as of the year of an Arthur Andersen switch. 
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