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SUMMARY

This study investigates the relationship between audit pricing and litigation risk. The
main question posed in the research is: Are audit fees adequate to compensate auditors
for litigation risk? The answer to this question is an essential element in assessing the
severity and implications of the liability crisis in auditing.

The paper approaches the question in several stages. First, there is an economic
analysis of audit pricing. Second, there is a review and reinterpretation of the empirical
literature related to audit pricing. Lastly, new evidence is provided from a sample of 249
audits done by a Big 6 auditor. The main results from these analyses are: increased
litigation is likely to result in a demand displacement from high-quality to low-quality
auditors; the archival evidence suggests that audit fees do reflect variations in litigation
risk and that there is some evidence of the predicted demand displacement; and the
evidence from the audits included in the sample suggests the incremental contribution
margin from the change in audit fees attributable to litigation risk factors appeared to be
adequate to cover the costs of litigation for the audit firm performing the audits during the
period studied.
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Much has been written about the

litigation crisis facing public accounting firms
in the United States (e.g., Arthur Andersen &
Co. et al. 1992). An alleged consequence of the
high rate of litigation against auditors is the pos-
sible business failure of one or more firms. For
example, in their Statement of Position (Arthur
Andersen & Co. et al. 1992, 1), the Big 6 argue
that:

The flaws in the liability system are taking
a severe toll on the accounting profession.
If these flaws are not corrected and the tort
system continues on its present inequitable
course, the consequences could prove fatal
to accounting firms of all sizes. (emphasis
added)

But auditing is, and has always been, a busi-
ness in which the auditor must assume the risk
of an uncertain rate of return from an engage-
ment. One reason why the return is uncertain

is because financial statements can contain
undetected material misstatements which may be
revealed after an audit report has been issued.
Such ex post revelations may lead to accusations
of negligence against the auditor resulting in costly
litigation and/or a loss of auditor reputation.
While an auditor faces cost uncertainty,
the return from an engagement also depends
upon the fee paid by the client. In a competitive
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market, audits should be priced so that audi-
tors expect to earn a normal return. Ex post liti-
gation costs may make the realized return nega-
tive both for a particular engagement and,
perhaps, over the firm’s portfolio of clients. Be-
cause audit fees cannot normally be adjusted
“after the fact” to cover actual litigation and/or
reputation losses, an auditor has a strong incen-
tive to try to minimize actual losses and to in-
corporate expected losses into the fee.!

In this setting, the prediction that litigation
costs will lead to audit firm bankruptcy requires
some special conditions such as: the auditor’s
wealth and/or the pool of clients in the firm’s
portfolio may be too small to cover large real-
ized losses; the litigation environment may
change in an unanticipated way between the time
an audit is priced and the time a lawsuit is filed
and damages assessed; auditors may systemati-
cally underprice their services due to an inabil-
ity to assess future costs which are potentially
very high in dollar amount, but have a very low
probability of occurrence; auditors erroneously
believe that their effort level will be judged to
comply with generally accepted auditing stan-
dards; or, in a period of heightened contestability
in audit markets, CPA firms may fall prey to the
“winners curse” when bidding for engage-
ments—whereby the bidder who is most opti-
mistic about risk assessment wins the audit (see
Thaler 1994). This variety of conditions under
which a CPA firm may fail to earn a normal
return illustrates the complexity of the problem.

The paper proceeds as follows, the basic
economics of audit pricing is sketched out, first
for a given level of litigation exposure and then
when liability exposure increases. This provides
a framework for thinking about the auditor’s
pricing decision and helps identify the condi-
tions and mechanisms under which increasing
liability exposure increases the risk of audit firm
bankruptcy, when audits are properly priced.
Next, results from experimental economics and
existing empirical evidence concerning the ac-
tual impact of litigation risk on the pricing of
audit services are reviewed. Finally, our find-
ings—extending the work of O’Keefe et al.
(OSS) (1994)—which compare the magnitude
of audit fee risk premia for a specific Big 6 firm
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to actual litigation costs incurred by the Big 6 in
aggregate are reported.

Overall, the evidence indicates that CPA
firms make client-specific audit fec adjustments
in situations involving higher levels of liability
exposure. Moreover, our extensions of the em-
pirical tests in OSS suggest that fee adjustments
are made almost exclusively through higher lev-
els of auditor effort, rather than through a pure
price premium. The resulting increase in total
contribution margin appears adequate to com-
pensate the partners of the audit firm in our
sample for the level of losses actually incurred.
Implications of our findings and conclusions are
found in the last section of the paper.

THE ECONOMICS OF PRICING
LITIGATION RISK
The Base Case

In this section, the effects of auditor liabil-
ity exposure on market-determined fees and
quantities of audit services purchased are ex-
amined. It is assumed that a quality differenti-
ated market exists having two levels of audit
quality offered for sale. This assumption is con-
sistent with a large body of empirical evidence
which shows that audits by Big 6 firms differ
from non-Big 6 audits. A Big 6 audit is more
costly (e.g., Craswell et al. 1995) and Big 6
audited information has a relatively greater im-
pact on security prices (e.g., Teoh and Wong
1993). In addition, Big 6 auditors appear to have
lower litigation rates than the non-Big 6
(Palmrose 1988). In sum, this evidence is con-
sistent with Big 6 auditors supplying a relatively
higher level of audit assurance. It is also as-
sumed that the level of assurance is correlated
with the quality of service produced.

The existence of at least two quality levels
implies that the quantity demanded of the dif-
ferent service qualities is unlikely to be per-
fectly inelastic with respect to price in any market

! Fees could be adjusted both for individual audits and for
the public accounting firm’s portfolio of audits. The
former occurs when client-specific risk factors are iden-
tified, and the latter occurs in response to systemic risk,
such as a change in liability regime or to portfolio risk
(lack of diversification due to, say, industry specializa-
tion). See Simunic and Stein (1990).
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segment. A publicly held company, subject to a
mandatory audit requirement, still has a choice
between a Big 6 or a non-Big 6 audit. In addi-
tion to the choice of higher or lower audit qual-
ity, a closely held company can also purchase a
review engagement which only provides mod-
erate assurance that financial statements are free
of material misstatement or it can exit entirely
from the market for financial statement attesta-
tion. Changes in the market-determined fees
for different quality services can induce substi-
tution by purchasers among the quality levels.

In a competitive market equilibrium, fees
will equal the economic costs including a nor-
mal profit incurred by efficient suppliers of the
various service qualities. When considering au-
ditors’ costs, two issues need to be considered:
the client-specific nature of audit costs, and the
fact that total audit costs include a resource cost
and an expected liability loss component.

Audit costs are known to vary considerably
with the size, complexity, riskiness and other
characteristics of the audited entity. This makes
comparisons and aggregation across clients dif-
ficult. However, for a given client, a higher level
of assurance (quality) is presumably more costly
to produce.

When producing a specific service, an
auditor’s cost function consists of two compo-
nents: a resource cost component which is in-
creasing in the level of auditor effort and an
expected future loss component. The relation-
ship between effort and expected loss is not
straightforward because auditors face a negli-
gence regime. If the auditor’s level of effort
does not satisfy the legally required minimum
in the circumstances, then the auditor is liable
for losses suffered either by the client or third
parties. The legal minimum is normally consid-
ered to be an audit in accordance with generally
accepted auditing standards (GAAS).?

We assume a vague negligence standard
where the level of effort which constitutes a
GAAS audit is not clearly specified. Thus, an
auditor is never certain the legal standard has,
in fact, been met. However, as the level of audit
effort is increased, the probability that a GAAS
audit.is.not produced decreases..As.aresult, the
auditor faces a penalty function where the

121

expected liability losses decrease with increas-
ing effort for two reasons: the auditor is more
likely to detect any material misstatements which
exist in the financial statements, and the level of
effort is more likely to satisfy the requirements
of GAAS.? Under the assumption that there is
no clear GAAS standard, fees for both high-
and low-quality audits (and perhaps reviews)
would include some liability loss component.

To determine the cost for different quality
services, it is necessary to link auditors’ effort
levels to the level of assurance. This is an input/
output relationship. Because effort levels are not
observable by clients or third parties, service
quality must be inferred by these parties from
the auditor’s brand name (Simunic and Stein
1987). Since each CPA firm has a single brand,
it can only sell a single level of assurance for all
engagements performed at a moment in time.
For a given engagement, the firm is motivated
to minimize costs. Since resource costs increase
in effort while expected liability losses decrease
in effort, we assume that a client-specific cost
minimizing effort level cxists. The cross sec-
tional average over the firm’s client portfolio of
the assurance produced by these client-specific
effort levels is the service quality associated with
the CPA firm’s brand name.

Regarding the supply side of the market,
two audit quality levels can arise if the penalty
functions facing high- vs. low-quality auditors
are different. It is usually argued that Big 6 firms
have more wealth at risk in any audit engage-
ment. These “deep pockets” imply that, ceteris

2 The auditor’s liability in review engagements is not well
established. However, reviews arc analogous to audits in
that compliance with professional standards for review
engagements would likely constitute a good defense
against a charge of negligence.

An auditor can only be successfully sued by third par-
ties if both of the following conditions exist: the anditor
fails to detect a material misstatement and the auditor’s
examination fails to comply with GAAS. Thus each
effort level can be thought of as mapping into a joint
probability of these two events. For a risk-neutral audi-
tor, expected liability losses would then be the expected
dollar penalty for a Type II reporting error (issuing an
unqualified opinion on materially misstated financial
statements) times this joint probability. This ignores
Type 1 reporting ecrrors (issuing a qualified or adverse
opinion on financial statements which are fairly pre-
sented), which auditors argue rarely occur in practice.

w
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paribus, the penalty for incorrectly expressing an
unqualified opinion is larger for the Big 6 than for
the non-Big 6. Thus, for a given client, a cost
minimizing audit by a Big 6 firm should result
in a higher effort level than if the audit were
performed by a non-Big 6 firm.* Since the ef-
fect is expected to be systematic across the mar-
ket, the Big 6 will be identified with the pro-
duction of higher average assurance levels than
the non-Big 6.

A client’s decision to purchase a particular
quality of service can be assumed to maximize
the net benefits to current shareholders. These
benefits derive from the varying probabilities
conveyed by these services that audited finan-
cial statements are free of material misstatement
(see, for example, Datar et al. 1991). Whatever
their source, the benefits of attestation deter-
mine the maximum reservation fee a client is
willing to pay for each service quality. It is rea-
sonable to assume that, for a given client, higher
quality services yield higher total benefits. That
is, a client’s shareholders would be better off if,
at a given price, higher quality services were
available. But, of course, higher quality services
are also more costly. Assuming the markets for
all attestation levels are competitive, market-
determined service fees equal supplier costs and
cach potential client chooses the particular ser-
vice quality which maximizes its net benefits.
For a closely held company, if the net benefits
from all attestation levels arc negative, none will
be purchased. A publicly held company, on the
other hand, is constrained to purchase at a mini-
mum a lower quality audit from a non-Big 6
firm.

Effects of Increased Liability Exposure

Suppose there is a change in the liability
regime which auditors face so that their pos-
sible losses increase. For example, the courts
might change from allowing only a foreseen
and limited class of third party financial state-
ment users to sue auditors for negligence to al-
lowing negligence actions by all reasonably fore-
seeable users. Or courts might apply joint and
scveral liability as opposed to comparative negli-
gence rules in assessing the amounts of damages
which can be recovered from auditors.

Auditing, Supplement 1996

To the extent that the benefits of attestation
to clients are derived from fundamental firm-spe-
cific problems—such as a desire to ameliorate
agency costs or to signal private information—
maximum reservation prices for different qual-
ity services would not change.® The first-order
effect of an increase in liability exposure is to
shift auditors’ penalty functions upward, mak-
ing the production of attestation more costly
and increasing competitive service fees. If the
result is an equal, lump sum increase in client-
specific costs for all service qualities, clients’
purchase decisions would normally not change.
The only effect would be to reduce the net gain
from the optimum attestation level purchased.
Of course, if this net gain became negative, the
client would choose no attestation unless it was
a publicly held company.

If the cost increase differed across service
qualities, the effect would depend upon the pat-
tern of cost change. It is reasonable to assume
that the increase in cost for a review would be
less than the cost increase for a low-quality
auditor, which would be less than the cost in-
crease for a high-quality auditor. Auditors face
little litigation risk when performing reviews,

4 1t is reasonable to assume that for a given audit, the
liability loss function facing a Big 6 firm would be above
(i.e., expected losses are greater at any level of effort)
that of a non-Big 6 firm. In addition, at any level of
effort, the slope of a Big 6 loss function is likely to be
more negative than that of a non-Big 6 firm. That is, the
marginal value of effort in terms of expected loss reduc-
tion is greater for a Big 6 than for a non-Big 6 firm.
Moreover, the slopes of both loss functions are likely to
increase in cffort (i.e., additional effort is always less
effective in reducing expected losses). As a result, as-
suming all public accounting firms face the same re-
source cost function, the marginal resource cost and ben-
efit (loss reduction) of effort should be cqual at a higher
effort level if a Big 6 rather than a non-Big 6 firm per-
forms a given audit.

A change in liability regime which increased the liability
loss component in fees could increase a client’s reserva-
tion price for attestation. In the limit, the increased client
benefit would equal the auditor’s increased costs (fee).
This could occur if third party plaintiffs and their eco-
nomic decisions were clearly specified and known to the
auditor. Under these circumstances, the benefit to third
parties from a more stringent liability regime could be
bid away by competition among third parties and accrue
to the client. In such a case, a fully anticipated change in
liability regime would have no effect on a client’s deci-
sion to purchasc attestation. Its an empirical question
whether these conditions are realized in practice.

w
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while Big 6 auditors’ “deep pockets” make their
losses relatively higher in any legal environment.
This pattern of cost increases could result in cli-
ents moving down the quality scale in terms of
their optimal choice of service purchased. Some
clients, not required to purchase audits, may leave
the audit market altogether. Thus, the aggregate
number of high-quality audits purchased can be
expected to decrease, the number of reviews pur-
chased can be expected to increase, while the
aggregate purchase of lower quality audits is
indeterminate.

A likely second-order effect of the increase
in liability is an increase in the assurance levels
associated with each service quality. That is,
the cost minimizing effort levels increase fol-
lowing an upward shift in liability loss func-
tions as a “defensive action” by auditors to the
new liability regime. As a result, the difference
between the quality levels supplied by Big 6 vs.
non-Big 6 firms could increase, as the Big 6
optimally moved to protect their “deep pock-
ets” by increasing (relatively more than the non-
Big 6) the probability of detecting material mis-
statements and being deemed in compliance with
GAAS for the audits they perform.

To summarize, a change in liability regime
which imposes relatively greater costs on the
Big 6 firms as potential “deep pocket” defen-
dants will tend to shift demand away from these
firms to lower quality levels of attestation be-
cause Big 6 audits may cease to be net benefit
maximizing for some clients.® To the extent that
some Big 6 auditors have capacity costs which
cannot be changed quickly, they may earn less
than normal returns in the short run, possibly
leading to bankruptcy as some firms exit the
now smaller market segment. Moreover, the
move to lower levels of attestation may increase
the average economy-wide probability that au-
dited financial statements are materially mis-
stated, with a consequent increase in harm to
those financial statement users who are unable
to price protect themselves for this greater in-
formation risk.

On the other hand, lower quality auditors
(the smaller CPA firms who are also the major
suppliers of review engagements) may be better
off under the new liability regime becausc of
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the increased demand for their services. Given
our assumption of pervasive market competition,
these suppliers cannot earn excess profits but
will enjoy higher firm growth rates.

Finally, we note that the argument of the
Big 6 in their Statement of Position (Arthur
Andersen & Co. et al. 1992) that the current
onerous joint and several liability regime “could
prove fatal to accounting firms of all sizes” is
reasonable, if it is interpreted to mean that a
shrinking marketplace could force exit through
the bankruptcy of some CPA firms. But, as dis-
cussed above, the Big 6 seem more at risk from
“demand reallocation” than smaller CPA firms.
However, it is not clear how the auditing industry
as a whole could be destroyed by litigation, so
long as a mandatory audit requirement remains in
place for publicly held companies.

EVIDENCE ON THE PRICING OF
LITIGATION RISK

The previous section examined how in-
creased liability exposure can harm some CPA
firms by decreasing the demand for services. In
the discussion, it was assumed that auditors cor-
rectly anticipate their future litigation losses and
include the relevant risk adjustment in their ser-
vice fees. However, future liability losses are
likely to be difficult to estimate. This section
examines the evidence as to whether or not au-
dit fees appear to be appropriately adjusted for
litigation risk.

Evidence from Experimental Markets Studies
To our knowledge, there are only two stud-
ies in the experimental economics literature
which address the pricing of audit scrvices as a
function of litigation risk. Dopuch and King
(1992) examine how different liability regimes
affect the demand for and supply of auditing, in
a setting where audit services attesting to the
value of an asset can be purchased voluntarily
by asset sellers. Specifically, they contrast a no

6 When the liability regime changes, auditors’ costs in-
crease. By attenuating the cost increase, the increasc in
assurance provides a higher total benefit to the client at a
lower total fee than would otherwise be possible. How-
ever, relative to the initial conditions, higher assurance is
provided at a higher total fee.
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liability base case, to a negligence regime where
sufficient auditor effort revealed to all parties
during litigation is a good legal defense, to a
strict liability regime where auditor effort serves
only to detect misstatements, but is irrelevant in
court.

They find that auditors tend to overprice
their services relative to the predicted market
equilibrium price under strict liability, appar-
ently because risks and possible monetary losses
are difficult to assess in that context. However,
audits are properly priced consistent with risks
and possible losses under the negligence regime.
The overpricing induced by strict liability sig-
nificantly reduces the number of times audits
are purchased in that market setting relative to
the negligence regime, and also tends to reduce
the number of times sellers make costly invest-
ments which can increase the value of their as-
sets. To the extent that rcal-world auditors face
a vague negligence regime which approaches
strict liability as the vagueness of GAAS in-
creases, these results suggest that audit supply
prices will be sufficiently high to restrict the
guantity demanded of Big 6 audits by publicly
held companies and reduce the quantity de-
manded of all audits by closely held companies.

In a subsequent paper, Dopuch at al. (1994)
investigate the impact of different damage shar-
ing regimes on managers, investors and audi-
tors. In one regime, only the auditor is liable for
damages to investors for undetected material
misstatements if the auditor is negligent. The
second regime involves proportionate liability
where a negligent auditor shares damages with
a misrepresenting but solvent client. In the third
regime, damages are proportionate but clients
are insolvent. In all scenarios, the purchase of
auditing is mandatory. Note that the first re-
gime is analogous to the current situation in the
U.S. where auditors argue they are forced to
bear a disproportionate share of liability losses
because of joint and several liability with insol-
vent clients. The relevant finding is that audi-
tors underprice their services in the first regime,
although fees tend to drift upward toward the
equilibrium price over the 20 experimental
periods.

With respect to pricing, the experiments in
these two papers yield consistent results in the sense
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that participants have significant difficulties pricing
audit services. They “overprice” under strict li-
ability and voluntary auditing, and “underprice”
with joint and several liability, an implicitly in-
solvent client, and mandatory auditing. These
experiments suggest that the complexities of li-
ability loss assessment may create pricing prob-
lems for auditors in the real world.

EVIDENCE FROM ARCHIVAL TESTS

The impact of litigation risk on audit prices
and quantities has been examined in a variety of
studies. Cross-sectional tests of the determinants
of audit fees normally include variables intended
to measure differences in litigation risk across
clients. The data in these studies consist of mar-
ket determined fees which reflect both auditor
effort and unit prices. Such studies have been
performed using data from many countries and
comparisons of results across countries can po-
tentially provide evidence concerning pricing
under different liability regimes. Finally, indi-
rect evidence on the influence of litigation risk
on offering prices can be obtained from studies
of auditor choice, since different auditors’ sup-
ply prices are likely to be an important factor in
this client decision.

Evidence from Audit Fee Studies

The audit fee model developed in Simunic
(1980) contains two independent variables which
measure client characteristics deemed to increase
an auditor’s liability loss exposure:’

* a dummy variable (LOSS) indicating the
existence of a client net loss in either the
current or any of the two previous fiscal
years;

7 In that paper, Simunic (1980) interpreted these variables
as increasing the share of third party litigation losses
likely to be borne by the auditor in a joint and several
liability regime. Both variables measure the probability
of client financial distress, which is known to be an im-
portant stimulus for litigation against the auditor (see St.
Pierre (1981) and Carcello and Palmrose (1994)). The
fee function also includes client size and complexity mea-
sures which Simunic (1980) then interpreted as increas-
ing liability exposure. However, a more contemporary
interpretation would view these client characteristics as
affecting the level of effort an auditor must expend in
order to produce a desired level of audit assurance.
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* a dummy variable (SUBIJ) if the current
year’s audit opinion was a “subject to” be-
cause of significant uncertainties.

In a sample of 397 audits of U.S. publicly held
companies performed in 1977 by Big 8 and non-
Big 8 firms, both variables were found to sig-
nificantly increase client size-deflated audit fees
(p-value of .02 for coefficient of LOSS, and p-
value of .01 for coefficient of SUBJ). This evi-
dence is consistent with auditors at that time
responding (through higher effort and/or higher
unit prices) to engagement-specific factors which
indicated that litigation risk was higher than
usual. Furthermore, in Simunic’s dissertation
(1979, table 16), he found that while the magni-
tudes of the regression coefficients of the
LLOSS variable were virtually the same for
Big 8 vs. non-Big 8 auditors, the coefficient
of SUBJ was significantly higher for Big 8
than for non-Big 8 firms. This is consistent
with Big 8 firms facing relatively higher po-
tential litigation loss functions than non-Big
8 firms in 1977.

Chung and Lindsay (1988) closely replicated
Simunic’s (1980) study using data for 233 Cana-
dian audits of publicly held companies performed
in 1980. Because the “‘subject to” audit opinion
for uncertainties was no longer allowed in Canada
at that time, the only litigation risk variable mea-
sured was LOSS. In Simunic’s (1980) data SUBJ
and LOSS were positively correlated (g = .25).
Thus the coefficient of the LOSS variable with
Canadian data can be expected to be larger than
in the U.S., other things remaining constant. Chung
and Lindsay (1988) found the coefficient on LOSS
was not significantly different from zero while
the results for other independent variables were
very similar across the two countries. As discussed
in Clarkson and Simunic (1994), in the early
1980s auditors faced a very mild litigation en-
vironment in Canada, relative to the U.S., and
they may have priced their services differently,
in response to the different legal environments.
A follow-up study (Anderson and Zeghal 1994),
based on data for 1980, 1982 and 1984 audits
for 172 publicly held Canadian companies, also
found that the existence of client net losses was
unrelated to auditors’ fees.
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Subsequent research using U.S. data gen-
erally finds that at least some variables which
proxy for the risk of client bankruptcy are asso-
ciated with statistically significant increases in
audit fees. Palmrose (1986) examined a sample
of 361 audits for 1980-1981, stratified across
various client industries. A unique feature of
her sample was that 25 percent of the compa-
nies were closely held firms. Two litigation risk
measures included in the model—public (SEC)
vs. non-public client, and the receipt of a modi-
fied audit opinion—were both associated with
higher audit fees (p-value < .001 for SEC chi-
ents, and p-value < .001 for modified opinion).
Francis and Simon (1987) found that the 1985
audit fees of a sample of 220 smaller publicly
held companies were significantly higher when
the client received a “subject to” opinion. Turpen
(1990) examined a sample of 146 publicly held
companies which switched audit firms during
1982-1984 and found that audit fees increased
significantly if the client had operating losses,
but the presence of a “subject to” opinion had
no significant effects. However, Simon and
Francis (1988) found that 1984 audit fees in-
creased significantly if the client received a “sub-
ject to” opinion. Their sample consisted of 440
publicly held companies, 214 of which had
changed auditors in the six preceding years.

The most recent test of the effect of litiga-
tion risk on audit fees was performed by Beatty
(1993) in an initial public offering (IPO) con-
text. Unlike previous research where litigation
risk measures were not the focus of the studies
but merely “control variables” for extraneous
factors, the purpose of this paper was to specifi-
cally test how cross-sectional differences in liti-
gation risk in the high-risk IPO environment
influenced audit pricing. The data consist of
1,191 firms going public from 1982 through
1984. The audit fee proxy variable is a measure
of “all expenses in connection with the issuance
and distribution of the securities to be regis-
tered, other than underwriting discounts and
commissions.” Beatty (1993) first replicated the
Simon and Francis (1988) analysis and found
that the receipt of a “subject to” uncertainty
qualification had no significant effect on audit
fees in his sample, while the relationship between
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his fee measure and the other independent vari-
ables measuring client size, complexity, and au-
ditor identity, were pretty much the same. He
then added the following litigation risk mea-
sures to the regression:

* adummy variable (DELIST) indicating that
the security was subsequently delisted from
the CRSP files because of financial distress
(24 percent of sample);

®* adummy variable (BANKRUPTCY) indi-
cating that the company filed for bankruptcy
prior to December 31, 1987 (8 percent of
sample);

* adummy variable (LAWSUIT) indicating
the existence of subsequent litigation un-
der the Securities Act of 1933 (3 percent of
sample).

All three variables are ex post measures of li-
ability exposure which, if correctly anticipated,
should increase auditors’ fees at the time of the
IPO. The actual significance levels of the esti-
mated coefficients were as follows:

DELIST — p-value=.12;
BANKRUPTCY — p-value =.05;
LAWSUIT — p-value =.007.

On balance, the U.S. evidence is consis-
tent with audit firms increasing their audit
fees in the face of higher than usual litigation
risk. However, the relationship between liti-
gation-risk measures and audit fees is gener-
ally not very strong. Researchers convention-
ally classify audit fee determinants into
measures of client size, client operating com-
plexity and risk. Of the three groups, vari-
ables in the risk category typically exhibit
the weakest relationship with fees. The non-
U.S. evidence is more mixed. In addition to
the Canadian studies alrcady mentioned,
Francis (1984) found that client operating
losses, increasing financial leverage and the
receipt of a qualified opinion had no signifi-
cant effect on Australian auditors’ fees. How-
ever, the power of that test was relatively
low since the sample size consisted of only
136 audits for publicly held Australian com-
panies, pooled over the years 1974 to 1978.
In a follow-up paper, Francis and Stokes
(1986) found that audit fees increased signifi-
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cantly with client financial leverage and when
a qualified opinion was received, but only for
very small clients (mean assets about A$2 mil-
lion). In the most recent study using Australian
data, Craswell et al. (1995) find that audit fees in-
crease significantly with client leverage and the re-
ceipt of a qualified opinion, but decrease signifi-
cantly if the client incurred a net loss in the last three
years. However, the sample size in that study
(1,484 audits of publicly held companies in 1987)
is very much larger than in other work. This can
cause variables with weak quantitative effects to
be statistically significant. Yet another audit fee
study by Firth (1985) found that for a sample of
96 publicly held New Zealand companies audited
in 1983 fees were not affected if the client in-
curred losses. He also found that fees increased
with unsystematic security risk.

Overall, it is not possible to generalize about
the non-U.S. evidence. Two Canadian studies
found no evidence of litigation risk adjustments
to audit fees, but the sample sizes in these stud-
ies were modest. Studies from Australia and New
Zealand, on the other hand, suggest that audit
fees are risk adjusted, but different independent
variables were used. It appears that insights into
possible differences in auditor behavior in dif-
ferent national legal environments will require
carefully designed comparative studies.

To summarize, the empirical evidence in-
dicates that U.S. audit fees increase with higher
litigation risk. However, the relationship is sta-
tistically not very strong. A possible reason is
that, with the cxception of Palmrose (1986), all
of the studies use data from publicly held client
firms, which eliminates an important risk mea-
sure (ownership dispersion) from the empirical
test. In addition, none of the studies attempt to
quantify the magnitude of the increase in fees,
nor determine whether the fee increase is a func-
tion of greater audit effort or a “risk premium”
in unit price.® This needs to be done before it is

8 An exception is a recent working paper by Bell et al.
(1995), who show that audit fees increase with increas-
ing auditor business risk as assessed by engagement part-
ners. Moreover, the fee increase occurs only through an
increase in labor hours, with no observable change in the
audit price per unit of service. Because that paper is
based on much the same data as OSS, we only mention it
here and discuss these issues more fully in a subsequent
section.
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possible to conclude whether or not audits are
properly priced in the face of higher litigation
risk. We pursuc these issues later in the paper.

Evidence from Auditor Choice Studies

The purpose of this section is to examine
evidence relevant to determining whether the
Big 6 firms face higher incremental costs than
the non-Big 6 as litigation risk increases. Above,
circumstances were described in which the Big
6 will suffer the greatest harm among public
accounting firms in the form of a shrinking mar-
ket for their audit services.

This issuc was addressed by Simunic and
Stein (1987), when they showed that as the risk
of client bankruptcy increases, a firm is less
likely to choose a Big 6 (8) auditor in conjunc-
tion with an initial public offering of securities.
The data consisted of 397 IPOs in 1981. Two
hundred fifty-five of thesc firms used a Big 6
(8) auditor, while 142 used a small audit firm.
In a logistic regression of auditor choice on a
variety of independent variables they found that
the single most significant explanatory variable
was financial leverage. The higher the leverage,
the less likely a Big 6 firm was the auditor.
They interpreted this result to imply that more
highly levered companies faced a higher risk of
bankruptcy, thereby increasing the liability ex-
posure and supply prices of all auditors, but par-
ticularly the Big 6. Alternatively, the Big 6 could
be viewed as avoiding the audits of high bank-
ruptey-risk clients. Beatty (1986) examined an
even larger sample of 1,026 IPOs for the years
1977 through 1982 and found that the mean
values of all the following firm-specific risk
measures were significantly greater for IPO’s
using non-Big 6 vs. Big 6 firms:

*  number of risk factors in the prospectus;

* initial return (degree of underpricing);

* standard dcviation of returns in the
aftermarket.

Thus the evidence from the U.S. IPO market is
strongly consistent with the hypothesis that in-
creasing litigation risk has a differentially greater
impact on the supply prices of Big 6 audits.
Clarkson and Simunic (1994) examined the
impact of issuer risk on auditor choice in the
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U.S. vs. Canada. As mentioned earlier, the Ca-
nadian legal environment was fairly benign in
the early 1980s and continues to be so relative
to the U.S. because of the absence of federal
securities laws defining auditor liability, few
class action suits, use of a loser-pay rule by
courts, the discouraging of contingent fee ar-
rangements with lawyers, ctc. There were only
19 legal cases involving allegations of audit fail-
ure in Canada from 1917 through 1984, In addi-
tion, about 50 percent of Canadian [POs include
earnings forecasts in the offering prospectus, a
practice which would be considered too risky in
the U.S., where few if any prospectuses include
explicit earnings forccasts.

If litigation cxposure is driving Big 6 firms
in the U.S. out of the market for audits of riskier
issuers of securities, then this phenomenon is
much less likely in Canada. To test this hypoth-
esis, Clarkson and Simunic (1994) contrasted
auditor choices in the Simunic and Stein (1987)
U.S. data set 1o auditor choices by 174 firms
making IPOs in Canada in 1984-1987. They
found that, unlike U.S. firms, as the riskiness of
a Canadian issuer increased the company was
more likely to use a Big 6 audit firm. This rela-
tionship held using all risk measures which in-
cluded the following:

* financial leverage;

*  number of risk factors in the prospectus;

* standard deviation of residual returns in the
aftermarket from the market model.

This evidence strongly confirms that Big 6 firms
in the U.S. face differentiaily higher litigation
risk and presumably higher costs when servic-
ing the IPO market and have as a consequence
suffered a resulting loss of market share.

Outside the new issues context, Palmrose
(1984) examined auditor choice for a sample of
276 audits in three industry groups: office equip-
ment, retail trade, and electric and gas utilities.
She found that higher leverage made the use of
a Big 6 audit firm less likely for office equip-
ment and retail trade companies while higher
leverage had no impact on auditor choice by
utility clients.

Johnson and Lys (1990) also considered the
relationship between leverage and auditor choice
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outside of the new issues context. They studied
the correlates of auditor change for a sample of
603 publicly held companies who changed au-
ditors from 1973 through 1982. Interpretation
of their results is hindered by the fact that the
authors did not use the Big 6/non-Big 6 distinc-
tion to classify audit firms, but constructed a
continuous measure of relative predecessor au-
dit firm size to successor audit firm size. The
resulting variable, labelled RS, ranges in value
from < .01 to > 100 with the largest values char-
acterizing changes from non-Big 6 to Big 6
firms. They found that leverage was significantly
negatively correlated with RS. That is, the higher
the “stock of” leverage, the less likely that a
company switched to a larger audit firm. This
was true using leverage measured both before
the auditor change and after new financing which
was often associated with auditor changes. How-
ever, if new debt was issued around the time of
auditor change, the client was more likely to
choose a larger audit firm. Francis and Wilson
(1988) found a similar negative association be-
tween “the stock™ of leverage and the direction
of auditor change (more highly levered firms
tended to switch from Big 6 to non-Big 6 audi-
tors) for a sample of 676 auditor changes by
publicly held companies in 1978 through 1985.
However, as in Johnson and Lys (1990), a ncw
issue of debt or equity sccurities was more likely
to be associated with a change from a non-Big 6
to a Big 6 auditor.

In the original papers, the authors had some
difficulty interpreting these auditor switching re-
sults relying upon demand-side arguments. How-
ever the findings can be readily interpreted from
the supply side under the assumption that auditor
liability exposure in the U.S. has been increasing
over time. As liability exposure becomes more
onerous, the impact is greater the higher a client’s
financial leverage, hence bankruptcy risk. More-
over, if the change in liability regime has a rela-
tively larger impact on the “deep pocketed” Big 6
firms than on the non-Big 6, client companies
with high leverage who utilize Big 6 auditors are
motivated to reduce audit quality. However, if a
company plans to make a new debt or equity se-
curities issue there is a marginal benefit to pur-
chasing higher audit quality, increasing the moti-
vation to switch from the non-Big 6 to the Big 6.
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Thus, evidence from auditor change stud-
ies is consistent with evidence from the IPO
market. Relatively higher Big 6 supply prices
arising from litigation risk and high client le-
verage increase the probability a company will
choose a non-Big 6 auditor. However, the fact
that new securities are issued increases the prob-
ability a company chooses a Big 6 auditor. Al-
though not reported in Simunic and Stein (1987),
their sample included about 40 companies that
changed auditors in the two years prior to the
new issue of securities, and all of these changes
involved a switch from a local CPA firm to a
middle size or Big 6 firm.

FURTHER EVIDENCE FROM A MAJOR
PUBLIC ACCOUNTING FIRM
In this section we extend the work of
O’Keefe et al. (1994) (OSS), to obtain more
evidence on the following issues:

*  How do auditors adjust to greater litigation
risk—through more audit effort or by charg-
ing a higher unit price?

*  What is the magnitude of the change in au-
dit fees as litigation risk increases?

* How does the magnitude of the “risk pre-
mium”® in fees compare to the magnitude
of litigation losses actually incurred by CPA
firms?

The OSS data base relates to audits by a
single Big 6 firm performed mostly in 1989 and
including both closely held and publicly held
clients. The sample describes client and other
engagement characteristics, audit hours by staff
category, and the firm’s audit fee—calculated
at standard billing rates and the amount actually
billed to the client. The data was obtained from
249 audits of U.S. companies engaged in manu-
facturing, merchandising or high technology.
The inclusion in the sample of both closely held
and publicly held companies is crucial because
ownership dispersion is an important determi-
nant of auditor litigation risk. Auditors are un-
likely to be liable to third party investors when
shares are closely held. Recall that in Palmrose
(1986), the audit fees of SEC companies were

9 The term “risk premium” is in quotes because it is to
compensate for higher liability exposure rather than risk
aversion, per se.
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significantly higher than those of non-SEC cli-
ents, ceteris paribus. As demonstrated by the
studies of auditor choice, leverage captures an-
other key aspect of auditor litigation risk. More
highly levered firms face a higher risk of bank-
ruptcy as well as have a larger number of credi-
tors relying on the financial statements,

The basic regression results reported by
OSS are shown in table 1. We used the follow-
ing empirical model in those tests:

K

Inh=B,+B, InA+ »27 By, In A

1=2

where h denotes the audit fee or audit hours, A
denotes client size, the ;s represent all other cli-
ent/characteristics, and the B;s are estimated re-
gression coefficients. This linear model is derived
from an underlying relationship of the form:

K
h=ePo AP1 + > By,

The underlying function recognizes the key role
of client size as a determinant of audit hours
and fees. All other characteristics are assumed
to affect the dependent variable by changing the
curvature of the hours/fees-size relationship.

The independent variables used by OSS are
defined as follows:

ASSETS = client’s total assets at end of

the fiscal year (in thousands);
FRGN = client’s percentage of non-
U.S. to U.S. assets;

CMPLX = client’s operational complex-
ity (number from 1 to 5) as
assessed by the engagement
partner;

TREPORTS = number of separate audit re-
ports issued;
PBLC = (0,1) where 1 denotes a pub-
licly held company;
LEVERAGE = book value of client’s liabili-
ties divided by total assets;
INHRISK = (0,1) where 1 denotes an au-
dit in which the inherent risk
of material misstatements is
greater than average for the
firm’s clients, as assessed by
the engagement partner.
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Both PBLC and LEVERAGE are measures
of litigation risk. By definition, the INHRISK
variable measures the probability that the finan-
cial statements contain a material misstatement
prior to the audit. Ceteris paribus, auditors re-
spond to higher inherent risk by exerting more
audit effort, thereby increasing the probability
that material misstatements are detected. Higher
inherent risk may also indicate the existence of
account balances and/or transactions whose valu-
ation, etc. requires judgement. In such cases,
the risk of misstatement and litigation may re-
main higher than normal irrespective of the
auditor’s effort level. Thus INHRISK may also
measure post-audit litigation risk.!°

Table | shows that audit fees increase sig-
nificantly with all three risk measures. In addi-
tion, auditor effort (hours), in at least some of the
labor categories, also increases significantly with
all the risk measures. To determine the magni-
tude of these effects, we calculated the change in
predicted fee and hours associated with each risk
measure for the companies in the sample. These
fee and hour increments, expressed as an average
percentage of the total predicted fee or hours, are
shown in table 2.

Table 2 indicates that whether or not a
company’s shares are publicly held has a large
impact upon both fees and audit hours. Lever-
age and inherent risk have considerably smaller
effects. It is important to remember that to the
extent these risk measures convey information
unrclated to liability risk, they over-estimate the
auditor’s response to liability exposure. As dis-
cussed earlier, this is likely to be particularly
true of inherent risk which auditing theory sug-
gests should primarily change the level of effort
required to produce the auditor’s target level of
assurance. Conversely, the risk variables only

10 The data base also includes a measure of auditor business
risk. This term is often used by practitioners to denote the
auditor’s assessment of the probability of post-audit losses
arising from litigation. We found that when this additional
risk measure was included in the regressions reported in
table 1, it was a statistically significant determinant of the
audit fee (p-value .04), but the coefficient of leverage be-
came insignificant. Moreover, the R? for the equation was
virtually unchanged. Since leverage is an objective mea-
sure of capital structure and bankruptcy risk which has
been used in previous auditing research, we opted to ex-
clude the self-assessed subjective business risk measure
from the empirical analysis.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyyyy



130

Auditing, Supplement 1996

TABLE 1
Regression of Audit Fee and Disaggregated Labor Hours on Client
Characteristics for 249 U.S. Audits of Companies Engaged in High Technology,
Manufacturing or Merchandising Performed by a Big 6 Firm in 1989 (Basic Model)

Dependent Variable
Independent
Variable Fees? Partner Manager Senior? Staff Q-
__Nai Billed Hours Hours Hours Hours Statistic?
ASSETS 3524 310 .270 .236 .380 27.64™
15.80*" 10.81* 9.77" 10.33*" 13.14™
FRGN .001 .001 .001 .001 .001 1.31
297" 2.94™ 3.44™ 3.14™ 2.57"*
CMPLX .006 .005 .007 .007 .010 311
2.76** 2.10" 3.05™ 4.01™ 3.96™
TREPORTS .001 .001 .001 .001 .001 91
297" 3.24" 3.10" 3.49" 2.80™
LEVERAGE .007 .011 .012 .002 .005 6.89"
1.86" 2.32% 2.68" .61 .94
PBLC .024 .042 .034 .017 .019 28.027"
5.48"" 7.76"* 6.58" 418" 357
INHRISK 010 .006 .002 .009 014 732!
3.06™ 1.33 .50 2.73* 3.08"
Constant = -2.319 -.767 929 -1.522 69.74™
=5.55™ -1.90" 2.88" -3.61"
R? .85 i 75 .79 .79
F 200.25"" 118.23* 110.64"* 134.41* 141.16™

* Significant at .05 level (one-tail test).
** Significant at .01 level (one-tail test).

method.

hour equations.

o

Reported t-statistics were calculated using White’s heteroskedastic-consistent covariance matrix estimation
The Q-statistics test the null hypothesis that coefficients reported in each row are equal across the four labor

Value of intercept deleted at the request of firm providing our data.
Top number in each pair is the estimated b coefficient and the bottom number is the t-statistic. All coeffi-

cients of the independent variables are expected to be positive.

measure client-specific increases in liability risk.
However, closely held companies with no debt
constitute the base case. Auditors of such com-
panies are typically only sued by their clients
for failing to detect employee theft and these
types of legal actions usually involve limited dam-
ages. Thus, we believe our three risk variables
capture the essential sources of third party
liability risk.!!

The other notable result from table 2 is
that the percentage increase in fees is approxi-
mately matched by percentage increases in au-

I A ZL!L—*'

by increasing their effort levels rather than by
charging a higher price premium. To obtain fur-
ther evidence on this issue, we tested whether
the risk measures affected the audit fee “real-
ization ratio” for engagements. Recall that our
data base includes both the actual audit fee

T Note that the risk variables all interact with client size, as
measured by total assets, given the empincal function used
in the estimation of the regression coefficients. We also
estimated the regressions incorporating additional interac-
tion variables between the risk measures and the other
independent variables in the model (i.e., FRGN, CMPLX
and TREPORTS). While these interaction variables were
occasionally statistically significant, they had no qualita-
tive impact on our results.
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TABLE 2
Mean Percentage of Predicted Fees and Audit Hours Attributable to Litigation Risk Measures
Partner Manager Senior Staff Total

Variable Fee Hours Hours Hours Hours Hours
All firms in the sample (n = 249)
Public 7.0% 10.0% 9.0% 5.0% 6.0% 6.0%
Leverage 8.0 11.0 13.0 2.0 5.0 6.0
Inherent risk 10.0 6.0 2.0 9.0 13.0 10.0

Total 25.0% 27.0% 24.0% 16.0% 24.0% 22.0%
Public firms in sample (n = 49)
Public 34.0% 52.0% 46.0% 26.0% 29.0% 33.0%
Leverage 7.0 11.0 12.0 2.0 5.0 6.0
Inherent Risk 12.0 7.0 3.0 10.0 15.0 12.0

Total 53.0% 70.0% 61.0% 38.0% 49.0% 51.0%
Closely held firms in sample (n = 200)
Leverage 8.0% 12.0% 13.0% 3.0% 5.0% 6.0%
Inherent Risk 10.0 6.0 2.0 9.0 13.0 10.0

Total 18.0% 18.0% 15.0% 12.0% 18.0% 16.0%

billed to the client and the “standard audit
fee,” which is the product of the actual hours
utilized times standard billing rates for each labor
category. The realization ratio is defined as the
fee billed divided by the standard fee for the en-
gagement. By increasing the amount of audit fee
billed relative to the standard fee, the firm in-
creases the unit price of its services.

The realization ratio variable has the fol-
lowing values in our sample:

Mean 71.4%
Standard deviation 15.4%
Range 24.3% to 144.7%

The results of the regression of the realization
ratio on client size and the three risk measures
are shown on table 3. Note that the realization
ratio increases significantly only with client size.
None of the risk measures nor any of the other
independent variables included in table 1 are
significantly related to the ratio. This test con-
firms that auditors in the subject public account-
ing firm responded to client-specific changes in
litigation risk only by changing their audit effort.

Our final test is to compare this evidence
with published statistics on public accounting
firms’ litigation costs as a percentage of their

revenues. Recently, Mednick and Peck (1994),
both partners in Arthur Andersen and Co., re-
port that the Big 6 firms in aggregate incurred
the following accounting and audit practice
“protection costs”, expressed as a percentage of
the firms’ accounting and auditing revenues: 1990:
07.7%; 1991: 09.0%; and 1992: 10.9%. They
define protection costs as the costs of judge-
ments, scttlements and legal defense, plus in-
surance premiums, minus insurance recoveries.
The absolute dollar amounts were $404 million,
$477 million and $598 million in the three years.
The 1994 Report of the Public Review Board of
the Arthur Andersen Worldwide Organization
states that the percentage had increased to 19.4%
or $1,082 million for 1993.

These percentages of ex post losses to CPA
firm revenues can be compared to the “risk pre-
mium” results reported in table 2 by estimating
the contribution margin a CPA firm is likely to
generate through additional audit hours. It is our
understanding that CPA firms traditionally set their
standard billing rates at about three times salary
costs or, for partners, the opportunity cost of their
labor. Since, on average, our sample firm only
bills about 71 percent of standard fees, an esti-
mated contribution margin percentage (CM%)
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TABLE 3
Regression of Audit Fee Realization Rates on Log at Assets and Risk Variables

Coeff.
Constant 418
Assets .019
Inherent Risk -.001
Public .001
Leverage -.001
R2 = .051

Standard
error t-value p-value
096 4.343 .000
.006 3.354 .001
.001 -.861 .390
.001 514 .608
.001 -1.028 305

would be about 50 percent of incremental rev-
enue [CM% = ((.71) (3 Cost) — Cost) /.71 (3
Cost) = 53%)]. This estimate may be overstated
because incremental overhead costs incurred are
assumed to be zero. Conversely, the estimate is
too low if the firm’s standard billing rates are
more than three times salary costs.

Based on the 50 percent contribution mar-
gin estimate, the firm’s litigation risk premium—
averaged over the entirc clicnt base in the
sample—was between 7.5% [(7% for PBLC +
8% for LEVERAGE) x 50%] and 12.5% [(7 %
for PBLC + 8% for LEVERAGE + 10% for
INHRISK) x 50%]. Recall that the audits in the
sample were for fiscal years ending in 1989, so
the risk premiums are roughly comparable to
the actual loss percentages incurred by the pro-
fession in the early 1990s. Moreover, the sub-
ject firm has a lower percentage of publicly held
clients than the Big 6 as a whole. A larger pro-
portion of publicly held companies would in-
crease the estimated risk premium.

In summary, the evidence from one Big 6
firm indicates that, in 1989, auditors responded
to higher client-specific litigation risk relative
to the base case of a closely held company with
no debt by increasing their effort levels. This
reduced expected litigation losses, both by in-
creasing the probability of detecting material
misstatements and by reducing the probability
that the auditors would be found negligent in a
court of law. Moreover, the resulting increases
in contribution margins from more risky audits
appear sufficient to cover aggregate actual liti-
gation costs over firms’ client portfolios at about
the time these audits were performed. Of course,

we cannot say whether or not auditors were able
to correctly anticipate the massive increase in
litigation costs which apparently occurred in
1993,

CONCLUSIONS

A purpose of this paper is to critically evalu-
ate the accounting profession’s cxpressed con-
cern that the legal liability problems faced by
CPA firms could destroy the profession, par-
ticularly by driving some firms into bankruptcy.
The risk of bankruptcy would be exacerbated
if CPA firms systematically underprice audit
services.

The basic economics suggests that if in-
creasing litigation exposure differentially in-
creases the costs of the Big 6 firms with the
“deepest pockets” this can result in a shift away
from the Big 6, particularly by more risky cli-
ents. The evidence from studies of auditor choice
in the IPO market and from studies of auditor
changes is consistent with this prediction. Loss
of audit market share can increase the risk of a
CPA firm’s bankruptcy if its capacity costs can-
not be adjusted relatively quickly or used in the
production of other services. The anecdotal evi-
dence that financial problems motivated the
merger of Arthur Young & Co. with Ernst &
Whinney and recent major restructurings by the
firms of KPMG Peat Marwick and Coopers &
Lybrand is consistent with this concern.

However, our limited empirical evidence
suggests that audits are not being systematically
mispriced. Auditors from the Big 6 firm in our
sample appear to have correctly anticipated ac-
tual litigation costs over the firm’s client
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portfolio in pricing their services when these
costs were at their levels in the early 1990s—
some 10 percent of accounting and auditing rev-
enues. While we find no evidence of mispricing,
research using experimental methods suggests
this can occur. Moreover, the costs of litigation
appear to have risen sharply in the short period
since our data were collected. Thus, this critical
question clearly warrants further research.
Finally, there is an important issue for which
investigation is outside the scope this paper but
should be considered in evaluating the causes
and consequences of the “liability crisis” facing
public accounting firms in the United States. In
this paper, it is assumed that increasing liability
exposure over time occurs within the context of
competitive audit markets. However, changes
in CPAs’ codes of ethics during the 1980s were
designed to stimulate the competitiveness of
auditors—suggesting that the market was less
than perfectly competitive when the process be-
gan. Thus changes in the contestability of audit
markets may have interacted with contempora-
neous changes in auditors’ liability exposure in
recent years. For example, in a “winner’s curse”
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the firm which is most optimistic in underesti-
mating liability risk will bid the lowest for a
new engagement, and the magnitude of winner’s
curse losses increases in the number of bidders
(Thaler 1994). Also, increasing competition de-
creases the contribution margin from auditing
reducing partners’ equity and decreasing the
“cushion” available to cover large realized liti-
gation losses and increasing the risk of firm
bankruptcy.

Therefore, declines in CPA firm profitabil-
ity could have been caused by greater competi-
tion rather than by increasing litigation risk, Evi-
dence consistent with this argument was recently
reported by Beatty and Drake (1994) who found
that “audit fee premiums” in the IPO market
declined in the decade from 1982 to 1992. Again,
it is the Big 6 firms which would tend to suffer
the greatest “profit squeeze” as they faced both
differentially higher litigation costs and height-
ened competition. This creates a strong incen-
tive to try to improve profitability. Obviously
one cannot argue for limits on competition, so
arguments to limit liability costs are the only
politically feasible alternative.
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