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ABSTRACT
This paper examines whether a compromise in auditor independence results in a poor quality audit when auditors provide substantial non-audit services to clients.  Prior studies have used abnormal discretionary accruals, financial restatements, the likelihood of issuing a qualified opinion, or meeting/beating market earnings expectation as proxies for poor audit quality.  The findings of these studies have been mixed and can be attributed, in part, to the inherent noise in these proxies of audit quality.  This study examines the question of auditor independence by using the likelihood that a firm will violate GAAP as a proxy for audit quality.  The finding of this study is that Fortune® 500 firms, whose auditors provide substantial non-audit services, tend to have a higher propensity to violate GAAP.  
INTRODUCTION
After the stock market decline of 2000 and the accompanying financial irregularities by corporate icons such as Enron and WorldCom, several regulatory measures were proposed to improve corporate governance and to fix the state of the financial reporting system.  The existence of substantial non-audit related services that the auditors were providing and its effect on auditor independence was one of the major concerns raised by the SEC and the market analysts (Levitt, 1998; Solomon, 2000).  The issue of the provision of additional non-audit services affecting audit quality is important for market participants, regulators, and policy makers alike.  If providing non-audit services compromises auditor independence, then any increase in the ceiling for the provision of non-auditing services could create some of the same incentives that existed in the periods prior to the year 2000 and could compromise audit quality.  Conversely, if there is no relationship between audit quality and the provision of non-audit services, then the regulatory restrictions on the non-audit services could be eased or eliminated without affecting audit quality. 

PRIOR STUDIES AND FINDINGS
Several studies have empirically examined the question of auditor independence after the SEC mandated the disclosure of audit fee data in 2000.  These studies have used lower levels of discretionary abnormal accruals, high propensity of issuing a going concern opinion for distressed firms, and reduced (increased) propensity to just meet (miss) the analysts’ forecasts of earnings as measures of audit quality.  The level of the total audit fee and the ratio of some non-audit fees (internal auditing fee or information system design and implementation fee, or total non-audit fee) to the total auditor fee are the most commonly used measures of auditor conflict of interest.  Existence of a negative relation between audit quality and the auditor conflict of interest is taken as evidence that auditor independence is compromised. Our understanding of the relationship between audit quality and auditor conflict of interest has gone from positive (Frankel et al., 2002) to none (DeFond et al., 2002; Ashbough et al., 2003; Chung & Kallapur, 2003; Kinney et al., 2004) and back to positive (Gul et al., 2007) depending upon which metrics and controls are utilized.  Although there is a general consensus on the auditor conflict of interest metric as either (a) the ratio of a specific or total non-audit fee to the total fee or (b) the total fee, the metric for audit quality has varied across studies.  This study uses the Beneish (1999) model to estimate a firm’s propensity to violate of GAAP as an alternate metric of audit quality.  No prior study has examined the issue of auditor independence by linking conflict of interest measures with the firm’s propensity to violate GAAP.  A recent study (Jones et al., 2007) comparing the performance of various metrics in detecting fraud documents that the Beneish model performs as well (if not better) than most of the accrual based metrics used in the previous literature.  By estimating a firm’s likelihood of GAAP violation and relating it to auditor conflict of interest, this study seeks to answer the following research question on auditor independence: Do firms with auditors facing high conflict of interest also exhibit higher propensity to violate GAAP?  
DATA AND SAMPLE
Data on audit and non-audit service fees was obtained from the proxy statements filed by the Fortune® 500 firms for the fiscal year 2000.  After eliminating firms that (1) did not file proxy statements, or (2) did not disclose the audit fee information in the proxy statements, or (3) did not have complete matching information on COMPUSTAT, the final sample was reduced to a total of 262 firms.  The sample was confined to Fortune® 500 firms because the auditor conflict of interest issue was mostly a large firm phenomenon.  Smaller clients were relatively less important to the overall revenue stream of the auditors and their audit fee was not a large enough reason for rendering a poor audit (Chang and Kallapur, 2003).
RESULTS
To conduct a test of association between firm i’s probability of GAAP violation, PR_GAAP_Vi, and audit fee based measures of conflict of interest, the following specification of the multivariate regression model is estimated:

[image: image1.emf]56


PR_GAAP_VNAF_RL_AF L_ASTSGRRRI_SPEC(1)


     


iiiiiiii


abbbbbbe


1234


=+++++++




56

PR_GAAP_VNAF_RL_AF L_ASTSGRRRI_SPEC(1)

     

iiiiiiii








Where NAF_R is the Non-audit fee ratio, L_AF is log of Audit Fees, L_AST is the log of total assets, SGR is the sales growth rate, and RR is the client’s relative relevance measure, and I_SPEC is auditor industry specialization measure.  The ratio of client audit fee to the total auditor fee from all firms in the sample is used as the relative relevance (RR) and the ratio of auditors’ audit fee from all their clients in the industry to the total of all audit fees for all firms in that industry is used as a measure of auditor Industry Specialization (I_SPEC).  Several alternate measures of RR and I_SPEC that were based on ranks or identical to those used by prior studies were constructed and used in sensitivity analysis tests, discussed later.
The key conflict of interest variable, non-audit fee ratio (NAF_R), was measured using three categories of non-audit fees: (A) all non-auditing fees, except IT, (B) all non-auditing fees, and (C) IT services fee.  The non-audit services fee variable is specified in the model in three different ways to ensure that the results are robust to alternate specifications for measuring its impact on the likelihood of GAAP violation, as follows:

1. A simple ratio of non-audit fees to the total fees paid to the auditor (NAF_R),

2. Three dummy variables corresponding to lower quartiles of the non-audit fee ratio (D_NAF_R). 

3. A multi-level predictor variable corresponding to the quartiles of the non-audit fee ratio (R_NAF_R). This variable takes a value of –1.5, –0.5, +0.5, and +1.5 for the firms belonging to the 1st, 2nd, 3rd, and 4th quartile respectively.  
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Table III presents the Pearson (Spearman) coefficient of correlation between the variables used in the estimation of the model– probability of GAAP violation, log of audit fee and the ratio of non-audit fee to the total audit fee.   There is a positive association between probability of GAAP violation and the ratio of “Other non-audit fees” to the total audit fees using any of the correlation coefficients.  The Pearson (Spearman) correlation coefficient, 0.14 (0.12) is significantly different from zero at 0.05 level or better (one-tailed test).  There seems to be no significant univariate relationship between the probability of GAAP violation and the other conflict of interest ratios.  The rank correlation between the probability of GAAP violation and the log of audit fees is positive and significant at 0.05 level or better; the Pearson correlation is positive but not significantly different from zero.  The “total non-audit fees” to total fees ratio is positively associated with the other two conflict of interest ratios– “Other non-audit fees” to total fees ratio, and the “IT fees” to total fees ratio, but these ratios are negatively associated with each other.  
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Intercept 0.71 0.24  4.15 1.31 2.70 0.89

Log of Audit Fees (L_AF) 0.23 0.55 0.26 0.61 0.24 0.58

Log of Total Assets (in '000s) (L_AST) -0.23 -0.62 -0.21 -0.58 -0.24 -0.64

Sales Growth (SGR) 0.04 2.94** 0.04 3.02** 0.04 3.01**

Relative Relevance (RR) -0.89 -0.08 -1.80 -0.17 -0.98 -0.09

Industry Specialization (I_SPEC) 1.24 0.85 1.58 1.08 1.49 1.02

1 Other Non-Audit Fee Ratio (%) (NAF_R) 0.04 2.35*

2

Dummy Variables for NAF_R Quartiles 

(D_NAF_R)

Dummy- Quartile 1 

-2.45 -2.83**

Dummy- Quartile 2 

-2.08 -2.41*

Dummy- Quartile 3 

-2.03 -2.39*

3 Rank for the Non-Audit Fee Quartile (R_NAF_R) 0.75 2.71**

Number of Observations 262 262 262

Adjusted R

2

0.06 0.07 0.03

Model F 2.63* 2.54* 2.80*

"Other Non-Audit Fee" based measures of conflict of interest 

Independent Variables 

Model-3 Model-2 Model-1

Dependent Variable: Probability of GAAP Violation (PR_GAAP_V)

Table IV presents results from the estimation of (1) when the non-audit fee ratio is defined as “Other non-audit fees” to total audit fees (as per definition (A)).  The coefficient for the variable of interest, NAF_R, is positive (0.04) and significant at conventional levels of significance (0.05 or better), consistent with higher non-audit fee associated with higher probability of GAAP violation.  The coefficient values are meaningful because the mean (median) probability of GAAP violation in our sample is only 2.06% (0.96%).  Thus, a unit increase in the NAF_R is associated with about 2%-4% increases in the probability of GAAP violation.  For all three estimations, the model F-statistics is significant at 0.05 level or better and the adjusted R2 is fairly modest, ranging from 3-7%.  The results from the estimation of Model-2 provide similar results for all the control variables– the coefficient for the SGR is 0.04, which is positive and significant; the coefficients for all other control variables are not significant.  The estimated coefficients (p-values) for dummy variable corresponding to the first quartile, second quartile and the third quartile on the distribution of non-audit fee ratio, NAF_R, are –2.45 (0.005), –2.08 (0.017), and –2.03 (0.175) respectively.  The estimate of the intercept term is 4.15 which is positive and, in absolute value, larger than the coefficients for all other quartiles.  The estimated coefficients are monotonically increasing with the increase in the levels of NAF_R, and a test of the hypothesis that these coefficients are all equal (successively increasing with quartile) is rejected at a significance level of 0.05 (0.01) or better with F-statistics of 3.33.  The conclusion from this result is that for an increase in auditor conflict of interest, as measured by these quartile groupings, there is a positive increase in the likelihood of GAAP violation.  As an alternate sensitivity analysis test, a rank variable, R_NAF_R, is used in the specification.  The results from this estimation are presented under Model-3 of Table IV.  They provide similar results for all the control variables– the coefficient for the SGR is 0.04, which is positive and significant (p value < 0.01); the coefficients for all other control variables are not significantly different from zero.  The coefficient for the R_NAF_R (Non-audit fee rank variable) is 0.50 which is positive and significant (p-value=0.011).  Collectively, the findings from these three estimations is the same– there is a positive and significant relationship between the probability of GAAP violation and the proxy for auditor conflict of interest derived from the ratio of all non-audit fee (except IT) to the total audit fee.
In summary, based on the three alternate definitions and three different specifications for each definition, we draw the following conclusions from our estimations.  There is an association between a firms’ propensity to violate GAAP and the ratio of non-audit fee to the total fee paid to the auditors, where the non-audit fee includes all other fees or the “Other Fees” categories only.  There is no association between the IT consulting fees and the likelihood of GAAP violation.  Based on these findings, one can conclude that the existence of substantial non-audit services create a conflict of interest for the auditors resulting in low quality of audit. 

CONCLUSIONS
This study provides additional evidence on the issue of compromise of independence when auditors provide non-audit related services.  By using a new metric for poor audit quality​– the probability of GAAP violation and focusing on large Fortune® 500 firms, this study provides evidence on this question that was not present in this literature.  The main finding of this study is that Fortune® 500 firms whose auditors provide substantial non-audit related services tend to report financial statements that have higher propensity to violate GAAP.  This finding is an important contribution to the literature because it provides additional insights into the finding of prior studies that documented that no auditor conflict of interest exists (Ashbough et al., 2003).  It is also consistent with some new evidence coming from another recent study that shows the auditor conflict of interest exists after controlling for auditor tenure (Gul et al., 2007).  
This study also provides a potential explanation for why this relationship might have remained undetected in prior studies– a lack of adequate control for firm-size.  If the auditor conflict of interest issue is primarily a large firm phenomenon, then lack of adequate firm-size control can fail to detect this relationship.  
The findings of this study have public policy implications if SEC is considering increasing the ceiling on non-audit services fee that the auditors can charge for internal auditing services.  The existence of conflict of interest suggests that such regulatory changes can generate some of the same incentives that led to compromise of auditor independence for the Fortune® 500 firms in years prior to the year 2000.
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