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Abstract: The purpose of this paper is to predict the association between the 

effect of start-up cost and audit opinion shopping on the pricing strategies of 

medium-sized audit firms. Using a sample of 753 local –office-year observations 

between 2006 and 2011, we find evidence of a positive association between higher 

audit pricing of new private client and audit opinion shopping. We also find that 

start-up cost is a good predictor of higher initial fees charged by auditors for 

private clients. While earnings risk management (ERM) and financial performance 

risk (FPR) are significant factors in audit pricing, litigation risk (LR) however 

failed to evolve as a direct significant predictor. Although this study focused on the 

effects of start-up costs and opinion reporting, it fails to differentiate between firm 

cost allocation and apportionment. The model can be used to assist audit firms not 

only to develop pricing strategies that fully reflect the effective cost allocation, but 

also to be receptive to the implications of opinion reporting on service pricing.  
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1. Introduction 
 
Notwithstanding the existence of well over 200 papers on audit pricing in the last 

three decades (Hay, 2011), there has been no research to date on the combined 
effect of higher start-up costs and audit opinion shopping on audit pricing. How 
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auditors charge for their services remain an under-researched area (Ahmed & 
Goyal, 2005) even though its attention seem more extensive than most accounting 
and auditing areas (Hay, 2011). This study examines the impact of the twin 
relationship between higher start-up costs and audit opinion shopping on higher 
audit fees for new clients of private auditors. There is evidence that the amount of 

non-audit service fees (audit fees) are not (or) related to the willingness of the 
auditor to issue a more favorable audit report (Geiger & Rama, 2003; DeFond et 

al., 2002) and that new clients of private auditors pay higher audit fees (Azizkhani 
et al., 2012). To expand this line of research, the study investigates whether higher 
start-up cost and audit opinion shopping has a significant effect on the pricing of 

new private client audit Higher costs associated with new clients (demand side) 
might indicate the probability that a newly engaged auditor is willing to issue a 
more favorable audit report (supply side) to a private client. Specifically, in this 
study, we observe medium-size firms and test for the association between the types 

of audit opinion issued and start-up costs incurred on service billings to new 
private clients. One advantage of exploring privately held audit clients is the higher 
dispersion of auditor choice (Channey et al., 2002) as agency costs become 
heightened amongst listed firms (Fama & Jensen, 1983).  
 

The industrial organization of public accountancy practice has been an area of 
considerable interest to both researchers and regulators since the 1970s (Chaney et 

al., 2004). There has been amplified scrutiny as the claims of audit professionals 
are often accompanied by unanticipated corporate collapse, financial crime, fraud 
and the general crisis of capitalism (Bakre, 2007; Sikka, 2009; Sika et al., 2009). 

Although the results appear mixed, auditor independence has been affected by the 
trend of non-audit service fees. While some studies suggest its minimal impact on 
the going concern reporting decision (Geiger and Rama, 2003; DeFond et al., 
2002) others find a significant relationship between non-audit service fees and 
audit opinion (Basioudis et al., 2006; Craswell, 1999; Lennox, 1999; Geiger, 

2003), as the final, cumulative decision is subject to a substantial amount of expert 
judgment and negotiation between the auditor and client management (Basioudis et 

al., 2006). The economic transaction decision of external auditors with client 
companies are often products of social trust (Fukuyama, 1995; La Porta et al., 
1997; Zak & Knack, 2001; Alesina & La Farrara, 2000; 2002; Berglund & Kang, 

2013), subsequently they are able to cement their status and privileges on the 
ability to mediate uncertainty and construct objective and independent views on 
financial statements (Otusanya & Lauwo, 2010). Though their proper interpretation 
remains unsettled (Doogar et al., 2013) archival literature recognizes fee residuals 
(excess of actual audit fees over expected fees) (Simunic, 1980) as a predictor of 

auditor independence. Regulatory changes in recent years such as the Sarbanes-
Oxley legislation (US) and the Combined Code of Corporate Governance (UK) 
emphasize the independence of auditors (Chanine & Filatotchev, 2011). Prior 
studies also identify the relationship between non audit service fees and audit 

opinion (Palmrose, 1986; Mutchler, 1985; Palmrose, 1986; Barkess & Simnett, 
1994; Craswell, 1999; DeFond et al., 2002). As such empirical work on the 
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possible implications of such as start-up costs and audit opinion shopping on audit 
fee decisions of auditors would be a specific area of interesting research. Fees 
earned by auditors may influence audit quality in a two ways. First, large fees paid 

by client-firms are motivators to increase efforts exerted. Second, it may put 
auditor independence at risk (Suprato & Suwardi, 2013). As private firms 
constitute a significant driver of the Nigerian economy and of the market for audit 
services they seem to be the next in line to be confronted with stringent financial 
reporting regulations and the obligation of external auditing of their reports. This 

trend sets a new stream of research in motion. Further, this force highlight the need 
for new evidence on the effect of start-up costs and client expectation of the 
auditor’s willingness to issue a more favorable report, on higher audit fees 
associated with new private clients.  
 

In this paper, we address two main issues. First, the study examines whether 
auditors opinion shopping affects service pricing. Second, we investigate whether 
higher audit fees is associated with higher start-up costs of private newly engaged 
audit clients. Even in mature and well established audit markets, there are 
significant disparities between public and private entities in terms of structure, 
culture, goals, financial concerns, stakeholders, and risk. These factors imply 
diversity in the way clients and auditors experience the audit process. Our study 
adds to extant research in the audit literature by offering two unique possibilities 
within a local context. First, the peculiarity of the Nigerian audit market by the Big 

N firms. Second, since there are apparent dissimilarities between the audit of public 
and private entities in terms of objective, responsibility, scope, approach, and legal 
inclination, we assess how auditor specialization in private entities may affect audit 
pricing in Nigeria.   
 

As a proxy for higher audit fees on initial engagement, we use the proportion of 

audit fees from continuing clients to audit fees from new clients generated by a 
local office during the observation period. As part of our control variables, we 
develop a proxy for auditor-client misalignment using the methods in Shu (2000). 
We also consider the four dimensions of audit opinion: unqualified, qualified, 
disclaimer, and adverse opinions. We delineate from the private client portfolio, 

start-up costs for new private client, companies using existing ones as a baseline. 
We adopt measures from Verbruggen et al. (2011) using number of staff, 
proportion of junior/senior audit staff, and the average fee per hour as a proxy for 
components of audit costs. These measures coincide with Hay et al. (2006) 
“product-centered specification of the audit fee model”. Our sample is drawn from 
753 local office-year observations between 2006 and 2011. Constrained by data 
limitation this sample includes only four medium-sized firms with local business 
offices across major Nigerian cities. The increased competition in the audit market 
precipitated by an increase in the number of licensed audit firms, provides a novel 
opportunity to examine its implications on audit pricing strategies. The result of 
this study has cross country implications as the Nigerian audit service supply 
market is largely dominated by the Big-N, which by extension characterized by a 
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structure different from jurisdictions in which such firms are excluded by 
regulations (Weets & Jegers, 1997; Azizkhan et al., 2012). The findings have 
important implications for researchers and practitioners alike. We find evidence of 
a positive association of higher audit pricing of new private client with audit 
opinion shopping. We also find that start-up costs are good predictors of higher 

initial fees charged by auditors for private clients. While earnings risk management 
(ERM) and financial performance risk (FPR) are significant factors in audit 
pricing, litigation risk (LR) however failed to evolve as a direct predictor.  
 

We move from public to private client and from the Big to non-Big market. In 
contribution as a lead study on audit start-up costs and opinion reporting and 
implications for fee setting, the method in this study considers medium-sized firms 
as the unit of analysis. Hence, it represents a robust examination of the supply side 
determinants of audit pricing. Using database from the supply perspective, our 
study offers divergent from client-based data towards a description of measures 
that directly describe overall implications of audit start-up cost and opinion pricing 
on an auditor new-private client pricing. As a result, the study presents a new line 
of evidence on private audit clients in the non-Big market and evaluate the findings 
of studies that use public audit clients as the unit of analysis (Basioudis et al., 
2006; Numan & Willekens, 2009; Azizkhani et al., 2012; Berglund & Kang, 2013; 
Doogar et al., 2013).   
 

In addition to the policy importance of auditor litigation reform, our paper 
contributes to accounting, auditing, finance, corporate governance, and 
management literature. For one, we provide Nigerian-based support for an 

“opinion-cost-audit fee hypothesis” as we find audit fees are increasing as a 
function of private-client start-up cost exposures. Our setting enables us to study 
audit fee under both level and changes, each of which demonstrates the importance 
of considering the auditor’s liability exposure. For another, we extend Sirois et al. 
(2011), a lead study, which documents that Big 4 local offices benefit from 

economies of scale. This translates into cost savings and ultimately impacting on 
their pricing strategies at the local office level where audit contracting occurs. We 
consider a pre-opinion setting, wherein private companies have incentives to 
overstate earnings, and report evidence of an inverse relation between the presence 
of an adverse audit opinion and signed abnormal accruals. Our main contribution is 

to provide formal evidence by contributing to an understanding of the Nigerian 
audit industry, its dynamics and drivers of the non-Big N audit competitiveness by 
exploring the dual role of higher start-up costs and audit opinion shopping on 
higher audit pricing of new private-clients. This has important implications given 
the recent concerns raised by regulatory agencies, business associations, private 
interest groups as well as academic researchers over the high level of market 
concentration of the Big N firms and its potential adverse impact on audit product, 
innovation and most importantly audit pricing. More concern, the recent regulatory 
trend in some jurisdictions excluding the large international accounting firms from 
the local audit markets. 
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The results also have some implications for the legal literature on “audit opinion”. 
Although the primary market setting in this study is private audit clients, it 
however, challenge the provisions of the Investment and Securities Act (ISA) of 

2007 (Sections 63 and 77 (1-3), as amended regarding the role of the reporting 
accountant on written consent provided in the offer prospectus of public entities.  
 

The remainder of this paper proceeds as follows. Section two summarizes the 
background literature and key concepts that are relevant to this study. In this 
section we also present the hypotheses. Section 3 describes the sample used in the 
study and illustrates the methodology used to test the hypotheses while section 4 
presents the empirical results. Section 5 illustrates results, robustness checks, 
conclude and draw attention to the limitations of the study. 

 
 

2. Review of literature and background 
 
Prior studies and anecdotal evidence succeeding the influential work of Simunic 
(1980) has extended factors associated with audit pricing. Their scope ranges from 
audit quality (Lennox, 1999; Hribabr et al., 2010), the threat of oligopolistic 
markets (Johnson et al., 1995; Pearson & Trompeter, 1994; Sankaraguruswamy & 

Whisenant, 2003; Channey et al., 2004; Gonthier-Besacier & Schatt, 2006; 
Azizkhani et al., 2012) and fee premiums for the Big-N market (Palmrose, 1986; 
Numan & Willekens, 2009), to low-balling practices (Craswell & Francis, 1999; 
Simon & Francis, 1988), the prevalence of non-audit services and related auditor 
independence issues (Ashbaugh et al., 2003; Davis  et al., 1993; Ezzamel et al., 

2002; Basioudis et al., 2006; Coulton et al., 2012), the industry specialization price 
effect (Craswell, et al., 1995; Cullinan, 1998; Ferguson et al., 2003; El-Gammal, 
2012; Doogar et al., 2013) and the role of internal audit (Felix et al., 2001), social 
trust (Berglund & Kang, 2013), client-auditor switches (Garsombke et al., 2001), 

governance mechanisms (O’Sullivan & Diacon, 2002; Larcker et al., 2003; 
Chanine & Filatotchev, 2011), mergers (Meeking et al., 2004), size (Hamid & Ali, 
2012), social norms (Hassan & Dedoulis, 2013), and insurance hypothesis (Lam, 
1998). Further, there are also being mixed evidence on higher fees charged by 
auditors. While some construed higher fees as bad and representation of higher 

level of economic bonding (Gul et al., 2003; Francis & Ke, 2006; Srinidi & Gul, 
2007; Hribabr et al., 2010; Asthana & Boone, 2012), others perceive higher fees as 
a reflection of quality audit (Reynolds & Francis, 2001; Ashbaugh et al., 2003; 
Larcker & Richardson, 2004; Kinney et al., 2006; Ruddock et al., 2006; Blankley 
et al., 2012). Generally, these bodies of literature align with three main 

determinants of audit fee: audit client, auditor, and audit engagement 
characteristics. Although, our focus is in the mix of the audit client and audit 
engagement characteristics, for the effects of control variables we discuss literature 
on other explanatory variables.  
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2.1 Start-up costs and higher audit pricing  
 
The absence of audited financial statements constitutes a significant challenge for 
start-up companies’ ability to generate shareholder confidence. One of the pre-
requisites for private companies seeking finance in most jurisdictions is the audit 
opinion. Although, the auditor effectively screens out high-risk clients, his actions 
are still subject of litigation risk and its attendant costs because the clients’ project 
may fail after the auditor issues an unqualified opinion (Otusanya & Lauwo, 2010). 
Economic growth may be stymied (Laux & Newman, 2007) as it could hamper 
their access to credit and equity markets as well as inhibit job creation and the 
development of imaginative products and services. Each time an auditor performs 
his initial audit of a new client both parties often incur considerable costs, most of 
which are explicit (Arrunada & Paz-Ares, 1997). A number of factors may be 
attributable to higher audit fees in a private company context. Unlike repeated 
audit, new client engagement involves higher start-up costs usually in relation to 
familiarize with client business process, accounting procedures and initial 
evaluation of final accounts. The audit fee offered by the private client plays an 
incentive role. The higher the fee, the greater the value of becoming informed 
about the client’s type as the auditor devotes more effort and attention to the 
evaluation of processes at the planning stage. Where the new client is accepted, the 
auditor proceeds with the planning of which he incur incremental expenses. The 
geographical distribution of the audit firm local business offices may also explain 
higher “production costs” and the attendant higher audit fees (Verbruggen et al., 
2007). Further, audit firm's operations are often confronted with seasonal effect 
variations. This busy season in audit engagements is related to accounting year end 
of client companies’ coinciding with the fiscal year (Kim et al., 2013). Where new 
client engagement occurs during such periods, the possibility of charging higher 
fees by the auditor exists as both human and material resources tend to be 
overstretched. Staffs are motivated via bonus payments plans to moderate the 
workload effect. Such bonus plans similarly represent additional overheads which 
are then passed-on to clients in the form of higher service charge. The fee offered 
to the auditor does not only depend on the expected litigation and audit cost, but 
also the private firm’s investment opportunity.  

 

The lower the expected value of the investment opportunity, the less eager is the 
company to induce the auditor’s evaluation effort by offering higher audit fee 
(Laux & Newman, 2007), even though this prediction mostly relate to firms that 
lack pre-engagement evaluation processes by the auditor. Audit clients looking for 
non-audit services are significant potentials of complexity and troubled service 
outlets for auditors, resulting in a positive relationship between audit and non-audit 
fees (Basioudis et al., 2005; Hay et al., 2006). For most new private clients, audit 
engagements requiring significant client specific start-up costs, incumbent auditors 
possess cost advantages over potential competitors in future audits 
(Sankaraguruswamy & Whisenant, 2003) hence, potential competitive 
opportunities to take over from existing firms usually involve higher billings to 
such clients especially where the client switching costs are inclusive of specific 
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disclosure reporting requirements. Consequently, our first hypothesis regarding 
auditor initial engagement service pricing is non directional. We posit that higher 
audit pricing for new private clients is associated with higher initial start-up cost. 

 

Initial engagement discounts (i.e. Low-balling), have the effect of raising the fees 
and subsequent profits of incumbent auditors (Chan, 1999). As clients have an 
incentive to pay positive quasi-rents to influence audit report, the economic 
consequence is the potential risk of losing auditor independence (Sewon & Wang, 
2012). Regulations banning low-balling might be ineffective in promoting auditor 
independence (DeAngelo, 1981). Although auditors are more likely to take 
shortcuts to avoid loss-making where low-balling exist (DeAngelo, 1981), low 
audit effort increases the tendency of managers to manipulate earnings (Caramanis 
& Lennox, 2008), nevertheless it may signify the absence of unexpected accruals 
(Choi et al., 2010) and constitute a reduced threat to auditor independence.  

 

While much of prior work on costs and audit pricing is rather limited, the larger 
proportion consistently finds higher fees relating to extended audit effort and/or 
higher risk premium with new client engagement. The potential for future litigation 
portends higher control risk and auditors tend to charge higher hourly billing rate to 
complement their exposure (Bedard and Johnstone, 2004). Sirois et al. (2011) 
observe interactions across different client types (i.e. Small to medium sized public 
companies), auditor types (i.e. Big 4 and non-Big 4 auditors), and the impact of 
their investment in technology as a differentiation strategy on audit pricing. The 
methods in the study allow researchers to document evidence of the existence of 
economies of scale amongst the Big 4 at the local office level and its effects on 
audit pricing. In turn, this results in decreasing Big 4 audit fee in local market size, 
relative to non-Big 4 audit fee (i.e. Decreasing Big 4 premium). This exclusive 
insight is consistent with Big 4 audit firms engaging in greater audit technology 
investments to enhance efficiency, as argued by Sirois and Simunic (2010). In 
contrast, Choi et al. (2010) find that the local office audit fee is in fact increasing 
and this is consistent with increasing audit quality rather than the absence of 
economies of scale. Sirois et al. (2011) however, argued at a later date that the 
research design in Choi et al. (2010) might have failed to appropriately control for 
specific factors such as time and returns to scale differences between Big 4 and 
non-Big 4 firms, as a result of which could have biased the conclusions reached in 
the study. In the interim, there are no definitive proofs as the general consensus 
remains that more research is required to explore the dynamics of the audit market 
Sirois et al. (2011) as the high level of market concentration has not adversely 
affected audit fees (GAO (2008, p. 94). Nevertheless, high priced production input 
such as audit effort (e.g. Man hours) and technologies are the essentials of 
achieving real and/or perceived audit quality. With investment in technology, audit 
firms have greater opportunities to explore economies of scale in larger markets. 
The Big N firms, for instance, have the capability to improve their contribution 
margins as client-firms would be willing to receive enhanced qualitative audit in 
exchange for a higher service charge (Sirois and Simunic, (2010). Further, 
investment in endogenous competitive capabilities which are independent of output 
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level, such as R & D activities (product and/or service innovations), training, IT 
equipment, and standardized audit programs aimed at improving productivity are 
efforts to reduce marginal cost and achieve higher client billings. 

 

Local partners of the Big N firms have direct responsibility for contracting with 
their clients. They have a duty on all audit engagements performed. This is 
inclusive of tasks they relay to other local offices such as client acceptance, 
retention, and dismissal decisions on behalf of their firm (Kim et al., 2013). 
Zarman et al. (2011) examine the relationship between governance, quality and 
auditor remuneration. Using a new composite measure comprising audit committee 
independence, expertise, diligence and size, the study finds after controlling for 
board characteristics, that there is a significant positive relationship between audit 
committee effectiveness and higher audit fees for larger clients. Because effective 
committee monitoring results in more controlled audit, the result is wider coverage 
and higher audit fees. In a two-stage least squares regression approach, Ratzinger 
(2011) finds no association between audit and non-audit fees, suggesting that audit 
and non-audit fee determination do not indicate impairment of auditor 
independence. The study also suggests that fee-cutting on initial audit engagements 
is determined by client size. 
 

2.2 Opinion shopping and higher audit pricing 
 

The evaluation of the appropriateness and probability of success of senior 
management plans, action as well as the audit opinion rendered on financial 
statements represent the final cumulative audit decision. This decision is subject to 
professional judgment and negotiation between client management and the auditor 
(Basioudis et al., 2006). The issuance of a modified audit opinion involves both 
explicit and implicit costs to both client and the auditor (Kida, 1980; Mutchler, 
1984; Geiger et al., 1998; Blay & Geiger, 2001; Weil, 2001) and clients usually are 
not favorably disposed by the issuance of a modified opinion (Kida, 1980; 
Mutchler, 1984). Within this framework, researchers provide evidence of a positive 
relationship between client business risk factors, audit effort and audit fees (Pratt & 
Stice, 1994), hence by paying higher audit fees, private firms may expect that the 
new auditor will be willing to issue a more favorable audit report (Azizkhani et al., 
2012). Auditors employ a number of risk control strategies, perform additional 
audit procedures and close monitoring and as such may be inclined towards 
charging higher fees. They assess various risks and evaluate the adequacy of their 
fees to cover the costs associated with the underlying risks posed by new clients 
(Johnstone & Bedard, 2003; Bedard & Johnstone, 2004). Subsequently, this 
assessment becomes a vital component of auditor-client acceptance and retention 
strategies (Huss et al., 1993; Johnstone, 2000; Bell et al., 2002).  

 

Research investigating the relationship between opinion shopping and audit pricing 
does not exist in the literature. Nevertheless, there are some important studies that 
have vital implications. Jiang and Son (2013) analyze whether audit fees reflect a 
premium for controlling risk by observing all firms that filed section 404 reports 
between 2004 and 2009. This unique insight into the operations of control risks and 
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audit fee variance provide the researchers with direct evidence of the relative 
importance of auditor adjustment of the risk premium charged to clients for control 
risk assessment in addition to the scope and nature of audit work. Raghunandan 
and Rama (2006) find that firms receiving adverse SOX opinions paid 43% higher 
audit fees than firms that received clean audit reports. Using a more comprehensive 
sample, Hoitash et al. (2008) expanded on Raghunandan and Rama (2006) 
conclusions. Their result suggests that firms with reported internal control 
problems under SOX section 404 have paid substantially higher audit fees  than 
others without deficiencies. Where clients disclose internal control deficiencies, 
audit firms would charge higher fees (Holgan & Wilkins, 2008). To the extent that 
audit effort proxy for audit fees, however the question that remained unaddressed 
by these authors is whether the increase in audit fees also explain client expectation 
of the auditor issuing a more favorable audit report. Hoag and Hollingsworth 
(2011) in their intertemporal analysis of audit fees and section 404 internal control 
opinions, find that although audit fees tend to decline for companies that remedy a 
material weakness, the corresponding fee reductions do not occur instantaneously. 
Their possible explanation for the “slow decrease” is that clients’ reports of internal 
weakness constitute additional business or litigation risk to auditors. Subsequently, 
this additional risk is considered within the client’s current and future audit pricing. 
Simunic (1980) assert that audit pricing is a reflection of two major elements, the 
level of audit effort and expected future loss component arising primarily from 
litigation. With the existence of control risk increasing the likelihood of litigation 
cannot be reduced by supplementation auditing, clients may be charged a form of 
insurance premium for possible losses which may result in future litigation.  

 

Auditors are likely to respond to potential litigation risk evolving from issuing an 
unqualified opinion by either embedding a litigation premium into their fee or by 
increasing the amount of work performed (Badertscher et al., 2014) consequently 
leading into higher fees, especially for new engagements. Accordingly, our primary 
prediction is that auditor’s willingness to issue a more favorable audit report will 
be positively associated with higher audit pricing. We test this prediction using a 
sample comprised of private audit client companies in a non-Big N market. By 
focusing only on private companies, we hold the influence of the stock price, 
availability constant, thus allowing independent isolation of the association 
between broad stakeholder reliance and audit fees, as stakeholder reliance on 
audited financial information is unobservable (Cassell et al., 2014). To measure the 
level of difficulty of an audit, two proxies are often used: the existence of an 
important time lag between the end of the accounting period and the date on which 
the audit report is signed (positive relationship with audit fees is reported in a meta-
analysis (Hay et al., 2006), and the issuance of a qualified audit report. Such 
qualified opinion may pose significant threat to audit fees (Hay et al., 2006). 
Beattle et al. (2001) however, did not find any statistically significant relationship 
between this report lags and audit fees. 
 

Public offering settings is specialized regimes where audit fees also reflect 

litigation risk (Beatty 1993; Willenborg, 1999; Mayhew & Wilkins, 2003). 

Following Dye (1993), which demonstrates that the auditor’s wealth serves as a 
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bond for audit quality and that the audit fee includes the option on the auditor’s 

wealth, it is expected that the client’s desired level of audit quality would be 

reflected in the fee paid to the auditor. Subsequently auditors should receive higher 

fees and provide higher quality audit. Whether quality in this context coincides 

with private client’s expectation of the auditor’s favorable opinion is the subject of 

this study. Venkataraman et al. (2005) find a strong association between initial 

public offering (IPO) proceeds and pre-IPO audit fees. In the exploratory study 

which suggested that pre-IPO accruals are negative and less than post-IPO 

accruals, the conclusion of the authors contrast with the infers in extant literature 

and provide scant support for the view that auditors acquiesce to opportunistic pre-

issuance earnings management IPO issuers. Partners with large and medium-sized 

firms confirm that their realization rates are higher for IPO compared to annual 

audits. This higher hourly rate is the reflections of heightened exposure to litigation 

risk portend by IPO audits.  
 

Similarly, the works of Clatworthy and Peel (2007) investigating determinants of 

external audit fees of quoted (Main Market, Alternative Investment and Ofex) and 

unquoted (public and private limited) UK companies find that quoted and unquoted 

public limited companies pay significantly higher audit fees than their private 

limited counterparts. Contrary to most prior US research, the study concluded that 

there are no indications that insolvent firms that failed received a higher service 

charge in the penultimate year to their failure.  

 

2.3 Audit risk factors 
 

Cassell et al. (2010) identify earnings manipulation risk (EMR), financial 

performance risk (FPR), and litigation risk (LR) as major sources of audit risk. 

Auditor EMR is found in his failure to detect intentional misstatements in client’s 

financial statements. Clients with higher levels of earnings management place 

greater demands on audit resources (Abbott et al., 2006) and auditor switching is 

often preceded by the reporting of income-decreasing discretionary accruals 

(DeFond & Subramanyam, 1998). In the documentation consistent with the 

conservative bias of auditors, Abbott et al. (2006) find that downward earnings 

management risk estimated by negative (i.e. Income decreasing) discretionary 

accrual is associated with lower audit fees. The existence of an audit expectation 

gap is a confirmation that third parties to assurance contracts expect auditors to 

curb earnings manipulation attempt of managers (Gul et al., 2002; Lai, 2009) thus 

when auditors perceive earnings manipulating attempts by managers of new private 

client audits they are likely to commit more time and effort to ensure high quality 

audit. Therefore, we expect higher audit pricing in the course of newly engaged 

private clients of auditors as the level of earnings management risk of their client 

sets increases. 
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From the user’s point of view, bankruptcies not preceded by going concern reports 

are often observed as the failure of auditing (McKeown et al., 1991; Chen & 

Church, 1992; Geiger & Ragunandan, 2002). Client’s financial performance risks 

are products of systematic economic condition. With major fluctuations in macro-

economic variables, the risk is associated with the chances that client’s economic 

condition may deteriorate at some point in the foreseeable future (John & Bedard, 

2003; Cassell et al., 2010). This is likely to influence the auditor’s client 

acceptance and retention decisions (Choi et al., 2004).  While the primary objective 

of an audit is not bankruptcy prediction (Bruynseels et al., 2007), the existence of 

FPR measured through various financial indicators make auditors susceptible in 

their reporting function and could significantly influence new client acceptance and 

retention strategies. Charles et al. (2009) investigate the association between 

financial reporting risk and audit fees during 2000 to 2003 paid to the Big 4, a time 

marked by momentous and historic events for auditors in the U.S. Consistent with 

the shift in the way auditor's price risk and consistent with the response to events 

surrounding Sarbanes-Oxley Act of 2002, the study find a positive statistically and 

economically significant relationship. Auditors are less likely to accept audit 

aggressive reporting practices, even though auditor auditee negotiation outcomes 

are unlikely to be subjective to audit risk evaluation (Sahnoun & Ali Zarai, 2008). 

Consequently, auditors should be more receptive to charging higher fees for new 

private clients as the level of financial performance risk in their client sets 

increases. 
 

Auditor’s choice of engagement holds in the decision to accept new private clients 

and their associated risk or to choose not to perform services for them. Audit 

pricing must compensate the auditor for assuming risk (Swanson, 2008). In a 

documentation of the economics and impact of litigation risk pricing on audits, 

Simunic and Stein (1996) purport that as size, complexity and risk affects audit 

pricing, a comparable increase in audit fees across clients would result from the 

increase in assurance provided by the audit. Litigation risk is peculiar to certain 

industries (Ashbaugh et al., 2003; Raghunandan and Rama, 2007). Evidence 

suggests that its association with auditor resignation is positive (Krishnan, 1997). 

When quality audits are performed, the expectation is that the auditor’s risk of 

being sued should reduce (Cassell et al. 2010). Geiger et al. (2006) find reporting 

decisions of the Big N firms as dependent on LR in their operating environment. It 

follows that as audit efforts increases, the expected liability, loss should decrease 

(Swanson, 2008). Since the expected litigation costs originate from the likelihood 

of accounting errors (Uysal & Gaul, 2008) higher pricing for new private clients 

should result from increase in litigation risk. Thus, we anticipate that auditors 

would charge higher fees as the level of new private client litigation risk sets 

increases.  
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3. Methodology   
 

3.1 Regression model  

 
We model medium-sized audit firm’s decision to charge higher fees for new 
private clients as a function of higher start-up costs and audit opinion reporting. 
The dependent variable of interest, NC_HIGH_FS, equals 1 if there are higher 
charges to constituents of the new private clients of a local office, 0 otherwise, 
when compared to standard rates for existing clients over the observation period. 
Thus NC_HIGH_FS signals the existence of audit billings exceeding local office 
standard rates for existing private clients. The model is estimated using logistic 
regression and the observed medium-sized firms which do not charge higher audit 
fees for new private clients during the observation period serve as baseline 
condition. We define data cross-sections according to the year indicated on the 
auditor’s sign-off date, in place of the financial statement year. This would 
eliminate the effects of potential timing issues associated with an auditor’s initial 
appointment with a new private client and the formal commencement of the 
engagement process at the beginning of each period following the sign-off date.  

 

The independent variable of interest, HGR_STC, refers to higher start-up costs 
incurred by auditors upon initial engagements with new private clients. We 
operationalize this variable as the ratio of aggregate audit cost allocations 
attributable to newly engaged private clients versus existing private clients with 
similar operational structure and sizes in the auditor’s portfolio. Higher values of 
HGR_STC indicate higher start-up costs incurred resulting from the new 
engagement. We expect a positive association between this variable and the 
likelihood of higher audit pricing, because local offices with higher start-up costs 
should be more receptive to higher fees that may augment the overall higher 
composition of their start-up costs. 

 

Audit opinion is an essential subject of a twin negotiation. In case of financially 
stressed firms, such negotiations become more sensitive. If an auditor issues a 
modified going-concern opinion, there are implicit cost implications for the duo 
(Kida, 1980; Mutchler, 1984; Geiger et al., 1998; Blay & Geiger, 2001; Weil, 
2001). Further, auditors are less likely to attest modified going concern opinion 
wherein they defer to the wishes of client management (Kida, 1980; Mutchlker, 
1984). To proxy for audit opinion shopping AUD_OPN_SHP, we delineate the 
basic classifications of audit opinion (i.e. Unqualified, qualified, disclaimer, and 
adverse opinion), thereafter we track the trend of the ratio of modified/unmodified 
audit opinion for randomly selected new private clients using existing private 
clients as a baseline group over the period of observation. 
 

Following prior studies (see, DeAngelo, 1986, 1994; DeFond & Jiambalvo, 1991; 
Yardley, Kauffman, Cairney, and Albrecht, 1992; Guenther, 1994; Subramanyam, 
1997; Young, 1998; Gaver & Paterson, 2001) we adapt as proxies for earnings 
manipulation risk (EMR), financial performance risk (FPR), and litigation risk (LR).  
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We use the weighted average of absolute value of performance-adjusted 
discretionary income increasing accruals of new private clients compared to 
existing clients in the client portfolio of audit firm office. In calculating this 

weighted average, we consider audit fees. Since the manager’s use of discretion 
represents a major determinant of discretionary accruals, higher values for EMR 
would relate positively to overall earnings management activity among audit client 
companies. Further, as al models used so far in the literature for assessing earnings 
management suffer from estimation bias we also focus on earnings management 

through unexpected or discretionary accruals. The total accruals are computed as 
the change in non-cash working capital, minus depreciations, write-offs and losses 
on asset disposals. Following DeAngelo (1986, 1994), we then calculate 
unexpected or discretionary acruals between the current and the previous year 

scaled by lagged total assets. That is, 
 

 DACit = TACit – TAC it-1 
 

where: 

DACit = Discretionary accruals for firm I in year t scaled by lagged total 
assets 

 TAC it-1 = Total accruals for firm I in year t scaled by lagged total assets. 
 

Subsequently, we expect a positive association between ERM associated with new 
private client and fees charged by a local office. 
 

We proxy for financial performance risk (FPR)using the weighted average of the 
Altman Z-score of all private clients in the auditors portfolio and use the fees 
charged as weighted variable in calculating the average. Our motive is implicit in 
the population concentration specific to private companies data though these 
coefficients are non comparable to financial markets in NYSE nor AMEX (see, 

Subramanyam, 2001). Because higher values of Alman-Z score are indicative of a 
lower likelihood of financial risk, we multiply the Alman-Z scores by -1 prior to 
the FPR estimation. This would reverse the position to suggest that higher values of 
the scores are indicative of a higher overall level of FPR. When auditors expect 

higher clients FPR, they are likely to expect that management would engage in 
earnings management tactics. As such, auditors would commit more resources in 
terms of efforts and skills, subsequently, higher audit fees are expected to result. 
Hence, we propose a positive link between FPR and the likelihood of higher audit 
pricing for new private clients' audit. 
 

Proxy for litigation risk (LR) is the ratio of audit fees charged to new private 
clients versus fees charged to existing private clients in litigation industries over 
the review period. Industries considered litigation given the unsystematic business 

risk in the Nigerian business environment include financial services, software 
developers, computers, and electronics similar to previous research (e.g. Ashbaugh 
et al., 2003; Raghunandan and Rama, 2007).  Higher LR values would suggest 
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higher overall litigation risk in the auditors client risk portfolio. However, we 
expect that since litigation risk differential between new and existing private clients 
in similar industries is unlikely, there will be no positive relationship between 
higher LR values and higher audit pricing of new private clients. 
 

Prior research suggests that there is a positive association between the likelihood of 
a going-concern  modified audit opinion, and financial distress and default onndebt 
obligations (Mutchler 1985; Hopwood et al.,1989; Chen & Church, 1992; Geiger  
& Rama, 2003). Hence we include financial distress (PROB), and default status 

(DFT) to control for internal validiy threats. In addition to measures recognized, we 
control for average private client size, local audit office size, fixed effects of time, 
and audit firm affiliation. We operationlalize CLT_SIZE as the mean of the logs of 
all new private clients of each office audit fee. For OFF_SIZE, we use the log of 

total audit fees from each audit firm office. FIRM_1, FIRM_2, FIRM_3, AND 
FIRM_4 identify the four medium-sized audit firms selected in the sample (Francis 
and Yu, 2009). As we select the baseline group for the estimation of the regression 
model, FIRM_4 in the sample. Finally, YEAR is a set of new private client 
engagement year indicators. This will enable control for structural shift that could 

influence private clients switching. The variable definitions discussed in this 
section are presented in Appendix. 

3.2 Sample 
 
The measures adopted for the private-client auditor portfolio were estimated using 
data from the four medium-sized firms with sufficient information to estimate the 
various components of the regression model. However, due to data limitation, we 
limit our sample to only four of the audit firms with local offices located in major 
cities in Nigeria. Audit fees, local office identification, firm affiliation, and sign-off 
year were obtained from management accounts of sample firms. Each regression 
model variable was separately operationalized to maximize the number of client-
year observations in the estimation. Our initial sample datasets, as revealed in 
Table 1 comprise 2,704, unique local office-year observations between 2006  
and 2011.  
 

Table 1. Sample construction 
 

Local office-year 

observations 

Total unique local office-year observations available for sign-off 2704 

years 2006 through 2011 

    Less: local offices missing/incomplete data sets 

 

(1279) 

less: local offices disaggregated/inconsistent data 

 

(672) 

Final sample 753 
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We eliminate 1,279 observations due to missing data and 672 others with data 
appearing to be disaggregated and/or inconsistent. The final sample therefore is 
made about 753 medium-sized firm observations, representing 89 unique offices. 
Of this, 41 observations come from local offices with disparate charges between 
existing and new private clients while 48 observations come from local offices 
without divergent charges between existing and new private clients for the period 
under study.  
 
3.3 Data organization and control 
 
To overcome some potential limitations of secondary dataset such as lack of 
familiaryity, data complexity, lack of control over data quality,  and the absence of 
key variables (Bryman & Bell, 2011, p. 320) we devoted a period of time getting 
familiar with the data to understand  which information the different variables 
contained, how it was coded  and scanning for potential errors in the dataset. 
Regarding the lack of control over data quality it should be noted that the data have 
been collected in research purposes not attributable to this specific area of research 
area. The collection process did however contain a low degree of interpretation 
which should limit the risk ofof error or diverse observations. Most variables were 
collected from reports obtained from the four firms, when collecting  the data we 
gathered information regarding opening balances for the year, charged for the year, 
closing balance for the year, cash flow for the year, and reversals for the year. The 
information was gathered for earnings management risk, financial performance 
risk, litigation risk, client size, office size, audit opinion expressed and other 
variables. we used a data collection protocol to ensure the reliability of the data by 
limiting the risk of inter-observer inconsistencies which can described as the 
heightened riskof differnet judgements when there is more than one observer 
collecting the data (Bryman & Bell, 2011). The data collection was operationalized 
through the use of multiple keywords, i.e. client fees, provisions, litigation, earn 
out, legal and reserves. If none of these keywords yielded results the balance sheet, 
income statement and notes was checked to find the necessary information. The 
sample was then transformed using winsorization, a method for modifying values 
and to treat the problems arising from extreme outliers. The extreme value is 
replaced by a cut-off value to limit data skewness (Gregoire & Schabenberger, 
1999). We winsorized all the unbound variables which are endless at the 2nd and 
the 98th percentile thereby replacing all lower and higher values with the cut-off 
value. 

 
 

4 Descriptive statistics and regression results 
 
4.1 Descriptive statistics 

 
Table 2 represents descriptive statistics on our sample of the local office 

observations for the years under review.  
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Table 2. Descriptive statistics 
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Due to data availability limitation on key variable, auditor fees for 2 other firms 

previously intended for inclusion in the study, those firms are not included in our 

sample. The table presents the partial breakdown into local offices with higher 

(graduated) fees for new client engagement (n = 429) and local offices without 

higher (graduated) fees for new client engagement (n = 324) during the observation 

period. Hereafter, we refer to offices with higher initial engagement fees for new 

private clients as offices with higher fees and local offices without such higher 

charges as offices without the high fees. As indicated in table 2, offices with larger 

number of new private clients have concentrations of higher start-up cost (0.764 vs. 

0.721; p-value = 0.098) and higher concentrations of financial risk in their new 

client portfolios (-1.328 vs. -1.788; p-value < 0.001). These offices are also larger 

than those without higher initial audit fees (15.904 vs. 13.861; p-value <0.001). 

Further, descriptive under firm affiliation indicator variables show that FIRM_2 

maintains the largest proportion of local offices with higher fees (FIRM_2 = 0.312), 

whereas FIRM_3 contain the largest proportion of local offices without higher fees 

(FIRM_3 = 0.317).  

 

 

4.2 Correlations 

 

Table 3 presents the Pearson correlation coefficients among the firm affiliation 

indicators (FIRM_1, FIRM_2, FIRM_3, and FIRM_4) are highly and statistically 

significant.  

 

This is an indication of artifact of all observations distributed among all firms 

depicted. Correlations between AUD_OPN_SHP and all auditor risk proxies are 

positive and significant 20.7 to 27.6 percent. This high and statistical significance 

suggests that high risk private clients are potential audit opinion shopping. As such, 

auditors opinion reporting reflects the existence of unsystematic business risk 

factors. 
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Table 3. Correlations 
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4.3 Regression results 

 
Table 4 represents regression results of the probability of higher initial fees 

charged by local offices of medium-sized firms.  
 

Table 4. Logistic regression of the probability of changes  

in fees charged by local offices of medium-sized firms 
 

Variable           Predicted          Coefficient                P-value 

            Sign            Estimate   

    Intercept + -4.167 <.0001 

HGR_STC + 0.894 0.004 

AUD_OPN_SHP + 0.682 0.079 

EMR + 2.304 0.089 

FPR + 0.168 0.007 

LR + -0.021 0.896 

CLT_SIZE + -1.212 <.0001 

OFF_SIZE + 1.324 <0001 

PROB - -42.457 0.29 

DFT + 32.295 .392 

FIRM_1 + 0.132 0.218 

FIRM_2 + 0.208 0.173 

FIRM_3 + 0.244 0.132 

FIRM_4 + 

 

0.103 

YEAR +   (included) 

    n = 237 

Pseudo r2 = 43.67% 

  Chi2 = 231.74 (<.001) 

  

   P-values are based on robust standard errors obtained from the asymptotic  

covariance matrix. 

One-tailed p-values when signs are reported. 
 

We estimate the model using logistic regression and all office-year observations in 

the sample (n = 753) are included in the final estimation. The estimated regression 

coefficient result for the number of new private clients is positive and significant; 

an evidence of the likelihood of higher fees per private audit client rising with the 

increase in the number of new private clients. We posit that this association is an 
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indication of preliminary audit expenses resulting from extensive marketing efforts 

and other activities aimed at acquiring new private clients. Factors peculiar to local 

audit market forces could provide further clarifications for this funding. For 

instance, an audit firm may expend significant overheads with the intention of 

acquiring a number of new clients sets, such costs are passed on to the new clients 

in the form of higher fees when successfully achieved. Client board decisions as 

regards the selection of independence auditors may also hold the ace in this regard, 

particularly amongst board members connected by social ties. More times, the firm 

of engagement partners that have social ties with board members may command 

fee premium. We explore other alternative explanations to this outcome in the 

supplementary test section. 
 

While LR is not significant, results of estimated coefficients for EMR and FPR are 

positive and significant. For EMR and FPR the result is an indication that the 

existence of earnings management risk and financial risk increase the likelihood of 

auditors charging higher initial fees for new private clients. The result of 

AUD_OPN_SHP, reveal evidence of a positive association with higher audit 

pricing. The reason for this outcome may not be far from the probability of positive 

reports envisaged by new clients from auditors inferred from their new 

engagement. Although, auditor independence in conduct and appearance should 

limit the influence of service pricing on opinion reporting, the same is not validated 

in our regression coefficient. Further, the existence of financially stressed firms in 

an auditor new client portfolio is not an indication of the existence of client 

influence of the audit opinion. For HGR_STC, a positive association with higher 

audit pricing is the result of the estimated coefficients. Thus, our proposition is 

supported. We posit that the failure of LR in this model may not be unconnected 

with the existence of a sectorial distribution of litigation risk, as auditors may not 

consider LR in the industry an overriding factor when assessing its pricing strategy. 

When LR cut across all companies in a particular industry, auditors are likely to 

establish standardized fees that would capture the effects of the unsystematic risk. 

Hence, they are less likely to place a premium on the fees chargeable to private 

clients newly absorbed into their portfolio.  
 

For the control variables, regression results for CLT_SIZE indicate that the 

likelihood of higher pricing amongst medium-sized firms with larger private clients 

is significantly lower. As such, the existence of large private firms in auditor 

portfolio does not necessitate the charging of higher initial audit fees. However, 

results for OFF_SIZE are significantly greater among the local offices, evidence 

that the size of local office has positive association with new private client billings. 

None of the four firms’ affiliation indicators are statistically significant. 
 

In the final sample, there are 429 offices with higher fees for new private clients, 

representing 56.97 percent of all observation. We conjecture that this relatively 

large number of observations with a net increase in their fees for new private 
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clients is reflections of auditors’ reaction to significant changes in cost structure 

when new clients are engaged. To better understand the role of higher start-up costs 

on the pricing decisions of auditors beyond this unique event in the Nigerian 

auditing environment, we eliminate local audit offices without higher fees from the 

sample, 324 representing 43.03 percent. This procedure reduces the sample to 207 

office-year observations. The independent variable in this reduced sample 

regression, NC_HIGH_FS_REDC serve as an indicator and takes a value of 1 if the 

difference between audit fees from new private clients and existing private clients 

is negative, 0 otherwise. Offices without the high fees serve as a baseline. The  

outcome is presented in Table 5.  

 

Table 5. Logistic regression of the probability of a net decrease  

in the size of office-year observations – Reduced sample 

Variable     Predicted    Coefficient P-value 

 

     Sign Estimate 

         

Intercept + -5.121 <.0001 

HGR_STC + 0.983 0.004 

AUD_OPN_SHP + 0.783 0.004 

EMR + 2.204 0.438 

FPR + 0.142 0.017 

LR + -1.243 0.241 

CLT_SIZE + -1.218 <.0001 

OFF_SIZE + 1.324 <0001 

FIRM_1 + 0.138 0.398 

FIRM_2 + 0.241 0.217 

FIRM_3 + 0.238 0.148 

FIRM_4 + 

 

0.145 

YEAR +   (included) 

    n = 176 

Pseudo r2 = 46.37% 

  Chi2 = 197.31 (<.001) 

    

  P-values are based on robust standard errors obtained from the asymptotic  

covariance matrix. 

One-tailed p-values when signs are reported. 
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For this reduced sample regression, the estimated coefficient of EMR is no longer 

significant. We interpret this occurrence as a predictor of differing risk priorities 

among local offices without the high fees. 
 

4.4 Robustness tests 

 
To examine the robustness of the assessment, we perform several other tests. The 

primary variable of interest NC_HIGH_FS, conditions on whether there are higher 

fees charged to new private client constituents of medium-sized audit firms. There 

are however certain conditions wherein this variable may fail to capture the true 

extent or direction of the audit fee policies and strategies of local audit office. For 

example, the pricing strategy of an office could be associated with low-balling of 

new clients. Auditor's independence is impaired when audit fees are set below total 

current costs on initial audit engagements. To address this and similar issues, we 

develop two alternative versions of the NC_HIGH_FS variable. The first variation 

is the log of the net changes in audit fees from incoming and outgoing private 

clients. The second is the log of net changes in the number of incoming and 

outgoing private clients during the period under study. Given that the changes in 

fees realizable from new private clients could be relatively small following a new 

private client engagement and/or replacement strategy, we also eliminate local 

offices with new private client engagement with less than 5 percent in the audit 

firm's portfolio. Our baseline of 5 percent is informed in contemporary portfolio 

management strategies in the local audit market. Afterwards the revised regression 

results remain qualitatively unchanged after these alternative definitions of 

NC_HIGH_FS. 
 

In our discussion of Table 5, we posit that the positive association between a client, 

auditor switching and higher audit fees is an indication of auditor-client mismatch. 

This mismatch could be the result of auditor-related factors such as client 

dissatisfaction owing from customer service deficiencies or insufficient marketing 

efforts by audit firm due to strategies aimed at achieving for new client sites. Other 

causes of mismatch from the demand side include client merger or acquisition 

transactions. To account for the potential influence of such demand-driven causes, 

we estimate the regression model using an alternative version of NC_HIGH_FS 

that equals 1 if there are higher fees to the constituents of new private clients of a 

local office originating from demand-based factors, 0 otherwise. The final 

regression results remain significant and in the predictable direction.  
 

We also consider the possibility of significant changes in the new private client 

operations, which could affect the level of audit work required. Such instances is 

the case of mergers and acquisition transactions. This concern is addressed by 

evaluating and estimating an OLS version of the regression model with the 

percentage of change in new audit fees as the dependent variable of interest. The 

estimated regression coefficients for most of the auditor risk factors, and 

AUD_OPN_SHP remain positive and significant.  
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5. Conclusions 
 
External auditors are thought to provide value by adding reliability and credibility 

to financial reports. Their attest function arises from the assurance over controls 

they are required to offer. Although the appointment, retention and fees are 

subjects of client control, the auditor must however remain independent of the 

client. This study began with questions about start-up costs and audit opinion 

shopping that would influence auditor’s pricing for new private audit clients. 

Through the analysis of variables, we find a positive relationship between higher 

start-up costs and higher audit pricing by external auditors on new private 

engagements. As start-up costs for new client increases, higher fees result due to 

incremental expenses, geographical distribution of the audit firm local business 

offices, higher production costs, and other associated overhead expenses incurred 

by the auditor. Start-up cost has a large impact on initial audit pricing in the 

external audit profession as influencing human and material commitment to 

qualitative assurance function. As such, we expect that when auditors incur higher 

expenses on the initial audit in the absence of their low-balling, they are motivated 

to pass on the costs in the form of higher fees charged to audit client.  

 

The objective of our study is to broaden understanding of the audit fee model. 

Using a sample of 753 local office-year observations between 2006 and 2011, we 

found that the relationship of audit pricing is changed by the auditor opinion 

shopping as the issuance of modified audit opinion involves costs to both client and 

the auditor and clients usually are not favorably disposed to the issuance of a 

modified opinion. This analysis provides useful insight into initial audit 

engagement pricing. When adopting audit pricing strategies, the client’s financial 

performance and earnings management risks are important considerations for 

external auditors as often, financially stressed companies are a potential 

compromise of the auditor independence. If clients are not comfortable with a 

particular auditor’s reporting practices, they are much less likely to engage the 

service. Accordingly, auditors should focus on alleviating clients concerns about 

audit opinion in addition to retaining their independence. The results is consistent 

with the knowledge of previous research (see, for example, Gupta, Krishnan, and 

Yu, 2009) and lend support to our expectation that the likelihood of a client not 

engaging an auditor increases with the expectation of an unfavorable audit opinion. 

The results for the auditor risk proxies are generally consistent with prior studies, 

in support of the notion that auditors with greater levels of risk in their clients’ 

portfolios are more likely to charge higher fees to augment their litigation risks that 

might ultimately result. 

 

In order to understand new private client acceptance and pricing strategies of 

auditors, we develop a model with external variables. The relationships among the 

primary constructs were significant and consistent with findings for general users. 
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Earnings management risk and financial performance risk also affect the pricing 

decision of auditors through increased use of human and material resources to 

ensure quality audit. However, litigation risk failed to influence the initial pricing 

of new private clients. We assumed that our quantitative data input decrease the 

effect of social factors because social factors influence the premium paid to 

auditors by client companies. Understanding the relationship between these 

variables is essential to further audit pricing policies and strategies of auditors and 

fosters a progressive atmosphere in the external audit bidding process.  

 

The findings of this study reveal that the model is appropriate to investigate the 

audit pricing concept. Even though the results can be considered to be statistically 

significant in most parts, there are some limitations that have to be mentioned. First 

of all, the sample size is relatively low, although the magnitude of observation 

appears quite large. On this basis, it might be reasonable to generalize the results 

with caution. Second, we note that this paper examines only the direct costs 

associated with private clients’ selection. Since we are unable to measure the 

indirect effects of auditor choices such as cost of capital, cost of litigation, etc. 

From the demand perspective, we cannot conclude that private clients benefit from 

influencing auditor's opinion in terms of total costs, but only in terms of indirect 

switching benefits. We, however, encourage additional research in this area. 

Finally, regardless of these limitations this research offers considerable amount of 

knowledge and contribution to the auditing profession.  
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Appendix 
 

Variable definitions 
 

NC_HIGH_FS = 1 if there are graduated fees for new clients of a local office, 0 

otherwise. This variable signals the existence of fee differentials between new and 

existing clients for study firms 
 

HGR_STC = 1 if the difference between fees for existing private clients and new 

clients is negative, 0 otherwise 
 

AUD_OPN_SHP = ratio of aggregate modified vs. unmodified opinion for new 

private clients to existing private clients over the study period 
 

EMR = weighted average of the absolute value of performance adjusted 

discretionary accruals of all private client companies in the client portfolio 

of a local office (weighted by audit fees). Performance adjusted 

discretionary accruals are estimated as follows: 

TAt/ASSETSt-1 = α + β1 1/ASSETS t-1 + β2 (∆SALESt –  

∆ARt) /ASSETSt-1 + β3 PPEt /ASSETSt-1 + β4  ROA + εt 

 

FPR = weighted average of the Alman Z-score of all private companies in 

the client portfolio of a local office (weighted by audit fees). The Altman 

Z-score, with Shumway’s (2001) coefficients, is estimated as follows: 
 

Z-SCORE = [1.2(CA-CL)/TA + 0.6(RE/TA) + 10.0(EBITA) + 

0.05(MVEQ/TL) + 0.47(SALES/TA)] (-1) 
 

LR = ratio of audit fees from private clients in litigious industries to total 

audit fees generated by a local office during a year 
 

CLT_SIZE = mean of logs of audit fees from all clients of each local office 
 

OFF_SIZE = log of total audit fees from all clients of each local office 
 

FIRM_1 = 1 if local office-year observation relates to a local office of FIRM 1, 0 

otherwise 
 

FIRM_2 = 1 if local office-year observation relates to a local office of FIRM 2, 0 

otherwise 
 

FIRM_3 = 1 if local office-year observation relates to a local office of FIRM 3, 0 

otherwise 
 

FIRM_4 = 1 if local office-year observation relates to a local office of FIRM 4, 0 

otherwise 
 

YEAR = set of year dummies, by sign-off year 


