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Abstract 
This study researches whether potential indicators of auditor dependence will affect the negative 

relationship between audit office size and audit quality in growing audit offices. I consider high 

market concentration and the low average number of public clients available to auditors in a city 

as indicators of dependency, and an auditor being a market specialist as an indicator of 

independency. Although the majority of my tests proved inconclusive, I do find some evidence 

indicating that there may be more to the growth effect than workload balancing. I provide some 

evidence supporting the hypothesis that the growth effect would be weaker (stronger) when there 

are more (fewer) potential clients in a local audit market. 
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1. INTRODUCTION 

Audit firms are placed in a tenuous position between their own desires, their client’s 

desires, and the regulatory environment that houses them. Like any business, audit firms follow 

the mantra ‘grow or die.’ The audit industry expands and contracts with the economy at large 

and the number of businesses that require an audit (Edwards 2015). Individual audit offices grow 

by earning new business (and more fees) through new clients, or by increasing the amount of 

fees they collect from their old clients through new or continuing services. Regardless of how 

much an audit practice grows, it retains a regulatory and professional need to perform its work 

objectively and independently. However, a conflict can form between an audit firm’s desire to 

grow and the level of quality it provides to its clients. 

This conflict may be exacerbated for individual audit offices, compared to audit firms as 

a whole, where potentially gaining or losing a single client may have a larger effect on the 

business unit. The economic dependence perspective predicts that when audit offices have fewer 

clients, they become dependent on those clients for their continuing service (DeAngelo 1981). 

This relationship would cause auditors to perform a low quality audit by deferring more to client 

demands; an auditor with fewer clients would create a lower quality audit than an auditor with 

more clients. Research on audit office size and audit quality supports this converse relationship 

(Francis and Yu 2009; Choi et al. 2010; and Francis et al. 2013). 

The premise underlying the economic dependence perspective is that an auditor and its 

client’s relationship can change auditing outcomes. Continuing with this viewpoint, consider the 

effect that an increase in audit office size could have on this client relationship, and by 

association, the eventual audit quality. Going with the basic converse interaction, a positive 

change in office size theoretically would correlate with a positive change in audit quality. 
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Following the economic dependence perspective the auditor now either has more clients or more 

fees and would no longer be as dependent on their previous clients. However, even though this 

dependence has weakened by definition, prior research has shown that past client interactions 

shape auditing negotiations and their outcomes. For instance, Hatfield et al. (2008) documents 

that firms who have conceded to clients in the past are more likely to concede to clients in the 

future. They find that auditors who have been more yielding to client demands are accessed to be 

in a weaker negotiation position. In an audit, this could lead to a client having a more dominating 

role in reporting decisions and a resulting lower quality audit. Although a naïve reading of audit 

office size’s relationship to quality would expect growth to benefit quality, the pressures of past 

client interaction could hold back this change. 

Further, an auditor’s plans for practice development and which clients they decide to bid 

on could damper the expected benefits of increasing audit office size. In an experiment where 

audit managers were given bidding decisions to make on a new or existing clients, managers 

were significantly more likely to bid if their firm’s partner was described as being more 

aggressive in practice development (Cohen and Trompeter 1998). Aggressiveness was described 

to subjects as relying more on the manager for risk assessment, not losing clients over reporting 

issues, and making an effort to make decisions in the client’s favor. This study associates audit 

office growth through new or existing clients with a partner’s aggressiveness, and connects 

together aggressive growth with a less discriminate client selection process. These characteristics 

could feasibly lead to a lower quality audit. Whether due to past relationships or to the decisions 

made while trying to gain new clients, I would expect positive changes in audit office size either 

to not to be met immediately with positive changes in audit quality. 



3 
 

A relationship between office growth and audit quality has recently been researched; the 

growth effect describes a short-lived, inverse relationship between audit office growth and 

overall audit office quality (Bills et al. 2015). Firms that have experienced growth tend to have 

lower audit quality for a year than firms who have not grown. Bills et al. explains this interaction 

through a theory of workload balance, positing that when growth occurs it creates an imbalance 

of audit resources and a following lower audit quality. However, as discussed before, a lingering 

weak negotiation position resulting from having fewer clients could also explain this difference 

in audit quality. I want to focus on this area of audit office growth research in order to 

disentangle these two possible explanations, and add depth to the possibility that work load 

balance may not explain all aspects of the growth effect. To do this I intend to look at office 

growth in different settings where auditor independence varies. If the magnitude of the growth 

effect’s inverse relationship is significantly stronger or weaker in these different settings, then it 

provides some evidence that resource imbalance may not be the only explanation for the growth 

effect. Rather than the quantity and allocation of audit resources, a dependent auditor-client 

relationship could explain, in part, the growth effect. 

So the question is, will the growth effect be altered if other variables are considered that 

would affect the assumed auditor-client relationship. For instance, previous research has 

provided evidence that audit offices in a more highly concentrated market have a higher 

tolerance for earnings management. (Boone et al. 2012) Boone et al. explains this poorer audit 

quality though auditor complacency, hypothesizing that because clients have less similar quality 

options to switch to auditors become self-satisfied with the quality of audit they are providing. In 

this highly-concentrated environment, where audit quality is already figured to be compromised, 

would the growth effect be exacerbated? If there was more competition in the marketplace and it 
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was less saturated, would that lead to a lessened growth effect because these audit offices tend to 

hold higher quality audits? 

Following a similar thread, consider audit offices that are qualified as industry experts. 

Prior research analyzing the effect that audit tenure has on audit quality noted that a shorter 

tenure tends to be associated with lower earnings quality. Researchers noted however that for 

industry experts, there was no general significant decrease in audit quality due to the length of 

the client relationship (Gul et al. 2009). Perhaps a similar relationship could hold true for the 

growth effect, and the skills of industry expertise could diminish the negative relationship 

between audit office growth and audit quality. With these considerations, the research questions I 

want to expand on are: 

1. Is audit quality significantly different for growing audit offices in more concentrated and 

competitive markets? 

2. Is audit quality significantly different for growing audit offices that are designated as 

industry experts? 

 This proposal continues as follows. After this Introduction (1), I delve into the Prior 

Research (2) that informs my theory. Following this is a Hypothesis Development (3) section 

and information concerning my proposed Research Design (4). Finally my Results (5) are 

discussed, and a Conclusion (6) drawn. 

2. PRIOR RESEARCH 

My research questions are derivative of the growing body of literature that uses audit 

office size as a defining factor in audit outcomes. I summarize these works first with a focus on 

economic dependence literature (2.1). Following that I outline what information is currently 

present on growing audit offices (2.2). I then look at some papers that describe the auditing 
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negotiation process (2.3). To conclude I review some articles that go over the two different 

settings I want to study: concentrated markets and offices with industry expertise (2.4). 

2.1 Audit Office Size and Economic Dependence Literature 

In DeAngelo’s 1981 article “Auditor Size and Audit Quality,” she sets forth a framework 

that attempts to explain the higher audit fees and the associated perceived higher audit quality of 

larger audit offices. She contends that audit offices consider the revenues they receive for their 

services to clients as “quasi-rents:” future money that auditors see as revenue streams to sustain 

their business. In her framework, clients have the ability to terminate the auditor-client 

relationship by going to the market and choosing a new auditor. This threat of termination can 

weigh in on an auditor’s decision on whether to agree or disagree with client demands, and has 

an overall impact on audit quality. DeAngelo theorizes that the question of whether to give in to 

client demands weighs more heavily on firms who have a limited client base. When one client’s 

future business, or their projected quasi-rents, supports an audit office, this can create a conflict 

of interests between the office’s continued business and their independence as auditors.  

This informs the economic dependence perspective, which follows that when an audit 

office has a reliance upon a small group of clients for their business, or if one client’s business is 

exceptionally important for that firm, this relationship creates a dependence that can lead to  

lower audit quality. DeAngelo also theorizes that this independence issue would be lessened 

when an audit firm has more clients, because of the threat of being found conceding to a client’s 

wishes. She states: “If the auditor ‘cheats’ and is caught, [they] stands to lose some portion of 

this value both through termination by other clients and through reduced fees from those that 

continue to retain [them].” With a larger client base, a loss of reputation is contended to weigh 

against any dependency issues that could have occurred due to client importance or pressure. 
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The balance between economic dependence and reputation protection was studied by 

Reynolds and Francis (2001). They found evidence that conceding to client demands can have an 

adverse effect on an office’s reputation, and like DeAngelo theorized, affect their other 

clientele’s view of the office. Reynolds and Francis also proposed other effects that would keep 

larger offices from succumbing to client pressure, such as the larger litigation risk that larger 

clients afford. They find that audit offices actually report more conservatively for clients who 

account for more of their revenues, and that their audit quality, measured through discretionary 

accruals and issuance of going concern reports, tends to be higher and less variable. Reynolds 

and Francis figure that the potential litigation risk and the need for auditors to protect their 

client’s reputations cause auditors to act more conservatively. Any economic dependency 

appears to be outweighed by the audit office’s interest to protect itself. 

Beyond looking at individual clients, other research has been completed with the focus on 

overall office size and audit quality. Francis and Yu (2009) correlate larger offices with better 

audit quality proxied through lower abnormal discretionary accruals and higher quality going-

concern reports, similar to Reynolds and Francis (2001). They explain this difference in quality 

through the probable difference in “‘In-house’ experience” from a larger pool of experienced 

professionals that bigger offices should enjoy. Additional research connects audit quality through 

abnormal discretionary accruals and supports these findings (Choi et al. 2010). This research 

uses the economic dependence perspective as the main model to explain this difference, and 

predicts this association between office size and audit quality using DeAngelo’s theory. 

Additional robustness to this connection is found through client restatements, an additional 

metric for audit quality (Francis et al. 2013). Client restatements, which are caused by an 

incorrect application of GAAP policies, are found to occur more for smaller offices than larger 
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ones. A foreign perspective using Swedish firm data was given from Sundgren and Svanstrom 

(2013), who find that audit quality, measured through the likelihood of a governmental 

disciplinary sanctions, did vary positively with office size.  

These papers all corroborate evidence that suggests that office size can be a definitive 

factor in overall audit outcomes, with the consensus that larger offices tend to offer a higher 

quality audit and vice versa. These papers build up the initial economic dependence relationship 

that my research question is based on. Given that there is a well-documented positive interaction 

between audit office size and audit quality, one could expect that a positive change in audit 

office size (through growth) would occur with a positive change in office audit quality. However, 

prior research on audit office growth and the pressure to grow do not fully support this 

conclusion. 

2.2 Audit Office Growth Literature 

Cohen and Trompeter (1998) used a study of 74 Big-Six audit managers to flesh out how 

an auditor’s willingness to place a bid on a client is affected by 1) their current relationship with 

existing clients and 2) how aggressive in practice development their audit office partner is 

perceived to be. Audit managers tend to choose to retain old clients rather than accept new 

clients, even if the old and new clients were described to be identical. Additionally, if top 

management was described to have a focus on practice development by giving in to client 

demands and desiring to grow their office, the audit managers significantly tended to choose to 

bid on new and old clients more than choosing to not bid. Office growth will feasibly occur more 

if their partners have appeared to appease client demands in the past, and if they have practice 

development as one of their goals. Deferring to clients in auditing decision will change the audit 

outcome, and could lead to lower audit quality. 2011 and 2013 Private Companies Practice 



8 
 

Selection (PSCS) surveys report that most of the 1,012 respondents rated “Bringing in new 

clients” as one of their top firm issues (PCPS 2013). Somewhat opposed to the findings of Cohen 

and Trompeter (1998), most of these professionals rated attracting new clientele as more 

important than “Retention of current clients.” This survey illustrates that audit office growth, and 

potentially a practice development mentality, is on the mind of partners. 

Bills et al. (2015) is a recent study that investigates the growth effect: the negative 

relationship between increases in volume of audit work (the office size) and office-wide audit 

quality. Bills et al. uses theory from production economics to explain this decrease in audit 

quality, which is proxied through restatements and abnormal accruals. They claim that the 

decreased audit quality associated with office growth can be attributed to strained audit resources 

and a need for workload rebalance. With audit work, the primary resource is new employees, and 

Bills et al. argues that hiring new or reassigning current employees will be met with friction that 

could impair overall office audit quality. The growth effect was found to be short-lived and last 

only one year after the growth. After the studied one year period, audit quality began to increase, 

following the size effect idea that larger audit offices are associated with better audit quality.  

Bills et al. additionally decomposed audit office growth into several sources and ran tests 

on how differently-originated growth related to changes in office-wide audit quality. Growth was 

decomposed into new client growth, lost client ‘growth’ (or a negative change in the number of 

clients), existing client growth, and engagement growth (or growth for a specific client). The 

negative relationship between office growth and overall audit quality is sustained for new client 

growth and engagement growth. However, existing client growth and lost client ‘growth’ have 

an insignificant effect on quality. My research question develops from this research and uses the 

growth effect as an established relationship that can be further analyzed. I use additional 
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interaction variables related to auditor dependency to see if they explain a significant part of the 

growth effect. The finding that existing client growth has a limited effect on overall audit quality 

weakens my argument that prior existing client interactions will have an effect on audit quality. 

However the relationship between new client growth and overall audit quality supports my other 

argument that partners who have a focus on practice development are more likely to bid on 

clients and growth their office, which is connected to deferring to client choices and potentially 

lower audit quality. 

2.3 Negotiation Outcomes 

Brown-Liburd and Wright (2011) conducted an experiment that posits the strength of an 

auditing committee and its past client relationship as determining factors in negotiation outcomes. 

Auditors made the most demanding first move in a negotiation if the audit committee was 

described as strong and if the relationship had been contending in the past. Contending was 

defined as prior difficult negotiations that focused on a distributive outcome (with a ‘winner’ and 

a ‘loser’). Auditors tended to feel weaker in the negotiations and make a lower first move if their 

relationship had been compromising in the past. Compromising in this sense means that the audit 

partner had been more open to listening to client’s positions and agreeing with client positions if 

it is defensible. This research gives support to the idea that the economic dependence 

perspective’s basic relationship may not hold in the situation of office growth. DeAngelo 

theorized that smaller offices would form a closer relationship with their clients in order to retain 

them. When smaller offices grow from this position, they are moving from a position of 

dependency where they probably have conceded to client demands in the past. Associating this 

with Brown-Liburd and Wright’s findings, these auditors are in a weaker negotiation position, 
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which is found to have effects on future auditing outcomes. Growth from a smaller office size to 

a larger office size may not be met with similarly increasing audit quality. 

Similar findings have been found in other negotiation literature. When there has been a 

client concession in the past, auditors tend to propose smaller audit differences in the estimates 

of financial statement amounts when compared to auditors free of this past relationship (Hatfield 

et al. 2010). These estimated amounts were shown to be of material value to the financial 

statements. In a following experiment, Hatfield et al. (2011) gave evidence that auditors with 

prior involvement with a client proposed smaller audit adjustments than those who did not have 

this relationship. Additionally, they gave evidence that auditors who had waived immaterial audit 

adjustments in prior years instead of bringing them to the client’s attention proposed similarly 

smaller audit adjustments. These two experiments further promote the idea that prior client 

concessions color current negotiations, and a more conceding auditor attitude towards their 

clientele can portend to future concessions that may develop into a weaker audit. 

2.4 Different Settings for Growth 

 In this final prior research section I try and determine different settings where 

dependency or independency of an auditor can be inferred. I test the growth effect relationship 

within these settings and see if it has any significant effect on audit quality. One setting where 

growth may have a different effect on auditing outcomes due to auditor-client relationships is in 

a highly concentrated market. Higher market concentration is associated with more tolerance for 

earnings management (Boone et al. 2012). The proposed explanation for this relationship is that 

when markets are highly concentrated, clients have fewer similar-quality choices to select from 

when switching auditors. This could lead to incumbent auditor complacency, where auditors do 

not perform the highest quality audit because clients have less bargaining power and have a 



11 
 

harder time threatening to switch clients. This supposed auditor self-satisfaction could lead to 

less rigorous and less skeptical audits.  

 Another setting where the growth effect may vary would be in firms who are industry 

experts. A study by Gul et al. (2009) on audit tenure attempts to understand why the first year 

effect occurs, or why lower audit quality occurs in shorter audit tenures (2009). One of their 

possible explanations is the lack of client-specific knowledge when auditors would take on new 

clients. Another possible explanation is low balling, the idea that auditors charge lower fees and 

perform a less rigorous audit in their first few years with a new client in order to retain them. Gul 

et al. finds evidence for the idea that it is a difference in client knowledge, and not low balling, 

by testing the first year effect on industry experts compared to other firms. In firms that are 

considered industry experts, the first year effect was diminished. They offer the explanation that 

firms who are industry specialists are more likely to detect “irregularities and misrepresentations” 

which other firms might not detect because they lack the client-specific knowledge. 

3. HYPOTHESIS DEVELOPMENT 

 When audit offices are smaller in size they are considered to be more economically 

dependent on their clients than other larger offices. When a smaller office grows over time it is 

expected that their audit quality would improve. However, as shown by Bills et al., there is a 

short period where audit quality is instead decreasing with office size growth, dubbed the growth 

effect (2015). The current published explanation for this negative relationship attributes it to 

workload balance, and how office growth can cause a misallocation of audit resources. However, 

beyond this workload balance rationalization, it is also feasible that a dependent relationship that 

arises from, or instigates, audit office growth could relate to a lower audit quality. Relationships 

determine auditor-client interactions, and these interactions can have an effect on auditing 
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outcomes. Prior research has shown that if in the past auditors have been more conceding to, or 

more dependent on, their clients, they will be more likely to continue this attitude and act more 

in favor of their clients (Brown-Liburd and Wright, 2011). According to the economic 

dependence perspective, it is the nature of growth to move from dependency to independency as 

an auditor becomes less reliant on their prior clients for fees. However, if prior relationships are 

persistent and color future interactions, growth may be associated temporarily with lower audit 

quality as auditors deal with previous client expectations for their attitude towards the audit. 

From another perspective, offices with a partner that is focused on growth, or that have a 

“practice development attitude” of appeasing clients and only offering clean opinions, are more 

likely to bid on clients (Cohen and Trompeter, 1998). If these dependent offices are more likely 

to bid, they are also more likely to grow, and may be more open to lower audit quality.  

I want to test the relationship between growing audit offices and audit quality further to 

see if there is more to this story than workload balancing. If the growth effect significantly varies 

in situations where an auditor and client’s relationship can be interpreted to already be 

independent or dependent, then this could lead to another explanation for this decrease in audit 

quality. I test three situations where an auditor’s independency can be assumed: audit offices in 

markets that are not highly concentrated, offices in cities where there are many public clients 

available per audit office, and offices who are considered industry specialists. 

In market concentration literature there is a noted relationship between the concentration 

of audit firms in an area and the amount of earnings management observed (Boone et al. 2012). 

This negative relationship between market concentration and audit quality is explained by Boone 

et al. through auditor self-satisfaction. With a more concentrated market, a client has fewer 

similar-quality choices to choose from if they want to switch auditors. Auditors may recognize 



13 
 

this lack of competitive options and respond by completing less strenuous audits. In higher 

concentrated audit markets that are assumed to have this complacent auditor and client 

relationship, audit offices may be more susceptible to the potential negative associations of 

growth. Audit office growth may affect audit quality more negatively in more concentrated 

markets than in less concentrated markets. If the growth effect is stronger with higher market 

concentration, it indicates that market concentration, and the associated auditor-client 

relationship, can explain part of the negative association between audit office size growth and 

overall audit quality. 

 With these considerations, I predict that the growth effect would be stronger, or more 

negative, in more highly concentrated audit markets than in less concentrated markets. I form my 

first hypothesis as: 

H1A: In more concentrated markets, the magnitude of the negative relationship between 

audit office growth and overall quality will be stronger than in less concentrated markets. 

The null hypothesis to H1A would be that the growth effect maintains the same 

regardless of market concentration.  

I have another setting that builds off of the concentration literature, but looks at 

concentration in a different way. Market concentration is typically analyzed by creating a metric 

that considers the size of the firms in a given area and their size in relationship to the total 

industry. An auditor’s size is typically a function of the number of fees it collects or the number 

of clients they serve. Although this metric does consider the number of clients available in an 

area by considering firm size, I would like to more directly analyze the effect that having a 

limited potential client base has on the growth effect. If there are limited clients in an area and 

many auditors, there are fewer potential clients on average or each auditing firm. I believe 
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having a smaller client base would affect the growth effect in a similar way to high market 

concentration. Having fewer clients available would make auditors work harder to maintain the 

clients that they do have. This could form a dependent relationship between auditor and client as 

the auditor works to maintain their clientele base. Also, these auditors in a smaller city would 

have to more aggressively pursue new clients in order to grow their business. 

Following this logic, in situations where there are fewer clients available per auditor, I 

would expect the growth effect to be stronger. I form my second hypothesis as: 

H1B: In offices that are located in cities where there are fewer clients available per audit 

office, the magnitude of the relationship between audit office size growth and quality will 

be stronger than in offices that have more clients potentially available. 

 The null hypothesis to H1B would be that the growth effect is not affected by the 

number of public clients available.  

The final setting for growth that I want to test is auditor industry expertise. Being an 

industry expert means that an audit firm holds a large market share within an industry and is 

expected to have more industry-specific knowledge than its peers. Because of this, a firm 

identified as an industry specialist can command a premium for their services and be more 

desirable to clients. This desirability could lead to industry expert offices having clients come to 

them more than them having to search out and “win over” clients. As shown in other research, 

when audit office management is seen as very aggressively searching out new business their 

employees tend to act in a more conceding, or more dependent, manner towards new or existing 

clients (Cohen and Trompeter 1998). If industry expertise does work in a growing audit office’s 

favor for attracting new clients, they may not experience the pressures of having to aggressively 

search out new business.  Because of this, I predict that it would be more likely that the growth 



15 
 

effect would be weaker in firms that are considered industry experts. My second hypothesis is 

thus: 

H2: In offices that are industry experts, the magnitude of the relationship between audit 

office size growth and quality will be weaker, or less negative, than in other offices. 

 The null hypothesis of H2 would be that the growth effect maintains the same degree of 

lower audit quality regardless of industry expertise. In the next section, I sketch out a research 

design on how to run this archival research by defining variables, considering samples, and 

setting time periods. 

4. RESEARCH DESIGN 

In order to capture and test office size, I use both the number of public clients and the 

amount of total fees collected as measures. These metrics have been often used in other archival 

researches to estimate audit office size (Francis and Yu 2009; Choi et al. 2010; and Francis et al. 

2013). Using two variables will allow for more robustness. As noted by Francis and Yu, the 

number of public clients can often result in several “ties” between firms on this measure, perhaps 

arbitrarily placing them on equal ground for office size (2009). Including the number of audit 

fees collected helps disambiguate firms that have the same number of public clients. The growth 

in clientele is captured in the variable GROWTH_CLIENTS, which indicates a one if the 

number of clients increased in the last year, and a zero otherwise. Positive changes in audit fees 

in the prior year are captured in the indicator variable GROWTH_AUDFEES, which is a zero if 

audit fees either decrease or stay the same, and a one otherwise. 

For my dependent variable, I use the absolute value of abnormal discretionary accruals 

and restatements as measures of audit quality. For absolute abnormal discretionary accruals I use 

the modified-Jones Dechow model, which is a popular indicator for several of my cited papers 



16 
 

that include audit quality as a dependent variable (Dechow et al. 1995). Using discretionary 

accruals follow the logic that accruals can be manipulated by clients to manage reported earnings, 

and that a higher quality audit would detect and correct for these accruals. The Dechow model is 

known for having the highest power on detecting earnings management, and by association, a 

poorer quality audit. In my results and descriptive sections, the absolute value of abnormal 

discretionary accruals is the variable ABS_ACC. As for restatements, I followed the method of 

Francis et al., one of the previously cited papers, which uses client restatements as a “more direct 

measure of low-quality audits” (2013). Client restatements only occur if a GAAP misstatement 

was made on the client financials. The purpose of an audit is to express an opinion with 

reasonable assurance that the client did not make any material misstatements; a lower quality 

audit would require a restatement if they did not enforce GAAP correctly and issue the proper 

opinion. I use the variable RESTATEMENT, which is an indicator variable equal to one if a 

material misstatement occurred in the current year that required a restatement in later years, and 

a zero otherwise. With two ways of measuring audit office size growth and two ways of 

measuring audit quality, for each of my three hypotheses I run four regressions in order to 

capture all combinations of these variables. 

For my first hypothesis (H1A), I am testing whether market concentration has a 

significant influence on the growth effect. Following Boone et al. (2012), I use the Herfindahl 

index for each year as a measure of market concentration. The Herfindahl index, which captures 

market concentration in a year based on local audit markets, is very fitting because I am focusing 

on individual audit offices rather than audit firms or practices as a whole. A higher Herfindahl 

index suggests a higher market concentration and less competition, and vice versa. In order to 

distinguish highly concentrated audit markets from less concentrated ones, I use the variable 
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Q3_HERF, which is a dummy variable that indicates 1 if a firm is above the third quartile in its 

market for the Herfindahl index and 0 otherwise. I use the Herfindahl index in the first of my 

tests as such: 

Audit Quality = α0 + α1 (Audit Office Growth) + α2 (Audit Office Growth) (Q3_HERF) 

 Within this formula, α0 contains the unexplained portion of audit quality, which is 

measured by either the absolute value of abnormal discretionary accruals or by whether a 

material misstatement that required a restatement occurred in the year. α1 expresses the portion of 

the dependent variable that is purely explainable by audit office growth in a less concentrated 

market where the value of Q3_HERF is 0, while α2 is the interaction coefficient that shows the 

difference in audit quality between firms in highly and lowly concentrated markets. Within my 

results section I look at α2 in order to determine whether market concentration actually affects 

audit quality in addition to the effect that audit office growth has (which is accounted for by α1). 

If α2 is significant and positive, that will mean that higher market concentrations tend to decrease 

audit quality, and strengthen the negative growth effect. This would give evidence that market 

concentration would be a significant factor in the relationship between audit quality and audit 

office growth.  

 As for my second hypothesis (H1B), the variable in question is average clients available 

per auditor. Like the prior market concentration variable, I look at local markets in order to 

determine the number of public clients and auditors. Within my results I refer to this variable as 

PY_AVG_CLIENTS, and it is calculated by taking the number of companies within a Core 

Based Statistical Area (CBSA) and dividing it by the number of auditors in the same CBSA in 

the year prior to growth. I use CBSA because it encapsulates a geographical region that includes 

an urban center and surrounding area connected to this center socioeconomically by commuting. 

If I had just used cities instead of CBSA, I would have incorrectly assumed auditors to only have 
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the potential to work for clients in their immediate city, rather than the extended surrounding 

area. It is used in the test for my second hypothesis as thus: 

Audit Quality = α0 + α1 (Audit Office Growth) + α2 (Audit Office Growth) (PY_AVG_CLIENTS)  

 This test and hypothesis follow very similar reasoning as the prior test. If the results show 

α2 as being negative and significant, then that means that a significant part of the audit quality 

can be explained by the number of potential clients for auditors. It would support my argument 

that audit quality is affected not only by growth but also by how aggressively an auditor had to 

pursue the clients in order to grow. 

My third hypothesis expects that if a firm is considered a market specialist in the year that 

they grow. The variable PY_BOTH_SPEC is one if the audit office was both a national and city 

specialist one year prior to the year of growth. I have used the prior year in order to better 

capture how audit office that are already considered specialists do when they grow. An auditor is 

considered a market specialist if they had the largest market share for a given industry SIC code. 

Within the control variables for this final regression, I do not include SPECIALIST, which is a 

simple indicator variable that is one if the audit office was considered an industry specialist in 

the current year (after the growth) in order to avoid multicollinearity issues. My third hypothesis 

is tested as such: 

Audit Quality = α0 + α1 (Audit Office Growth) + α2 (Audit Office Growth) (PY_BOTH_SPEC)  

As with the prior formulas, α2 is the coefficient of focus and will determine whether or 

not the null hypothesis is rejected. Within all of my regressions, I control for firm, industry, and 

auditor fixed effects and cluster standard errors by firm (clients). For a description of the many 

control variables I used, in addition to additional explanations on my independent and dependent 

variables, please see Appendix B.  

6. RESULTS 
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6.1 Sample Selection 

 My sample is limited to audit offices and their clients’ public information. Because 

information concerning private clients is not available, this research is limited to publicly traded 

clients. I used the databases Compustat and Audit Analytics for the samples of my tests. I used 

the eight years between 2005-2012, excluding years prior to 2005 due to potentially impactful 

changes in the auditing landscape due to the Enron scandal and following Sarbanes-Oxley 

reform
1
. This yields a sample of 20,804 firm-year observations. 

6.2 Descriptive Statistics and Correlations 

 I present the descriptive summary statistics in panel A of table 1, in appendix A. I also 

report the Pearson correlations between the various variables I use, which is presented in panel B. 

The summary statistics section is interesting because I can compare information between audit 

offices who did grow in the prior year to those who did not. Overall more firms in my sample did 

not increase in number of clients or audit fees. 6,270 of my firm-years grew in the previous 

period, while 14,534 did not. The mean of the absolute value of abnormal accruals was higher 

for firms that did grow that firms that did not, which supports Bills et al.’s findings on the growth 

effect that audit office size increases tend to be paired with lower audit quality (2015). Offices 

that grew tended to not be in the top third quartile of the Herfindahl index, meaning that they 

were in less concentrated markets. Offices who were in the Big N tended to grow less. In 

addition, there was less growth in firms who were considered national and city industry 

specialists in the year of growth. This could support my third hypothesis because it could portend 

to the idea that firms who did not have the extra market share from being an industry specialists 

had to more aggressively pursue clients in order to grow the extra amounts that they did. Finally, 

the mean audit tenure tended to be longer for firms who did not grow by about a year. This is 

                                                           
1
 It is consistent with Bill et al. (2015) whose sample period also begins in 2005. 
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likely because the mean audit tenure for growing firms was mechanically low due to their new 

clients (who would have an audit tenure of 1). 

[ INSERT TABLE 1 ] 

As for correlations, overall there were not many variables that were highly correlated 

with each other, and I do not expect multicollinearity to be an issue for the multivariate tests. The 

strongest relationships found often related to the variable’s composition. For instance the 

strongest relationship was a positive 77.8% between ROA and CASH_FLOWS. Both of these 

variables were scaled by assets, which contributes to their correlation. In addition, the numerator 

of each variable, net income before extraordinary items for ROA and operating cash flow for 

CASH_FLOWS would be expected to move together, considering a company producing more 

net income would also be expected to produce more operating cash flows. Similarly ROA had a 

correlation of -65.7% with the variable LOSS, which is an indicator equal to 1 if the company 

produces a net loss for the year. Considering both are factored from earnings, this relationship is 

unsurprising. A regression has multicollinearity issues if two independent variables are highly 

correlated with each other, and with the very limited correlation I am seeing for all of my 

variables, I do not believe this to be a problem. 

[ INSERT TABLE 2 ] 

6.3 Regression Results 

 The results of my the tests relating to my first Hypothesis (H1A) can be found in Table 3, 

Appendix A. Overall the results for the market concentration tests were mixed and not often 

coherently significant. For instance, within my first test the magnitudes of both α1 (which 

represented the effects of audit office growth on quality in not highly concentrated markets) and 

α2 (which represented the incremental effect of high market concentration on the growth effect) 
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had weak magnitudes and p-values greater than .50. Only one of the relationships ended up being 

significant at the .05 level, which was growth of audit fees as it related to client restatements. 

Ultimately, these first results are not supportive of my hypotheses, which leads me to accept the 

null hypothesis of H1A. There is no unifying supporting evidence for my claim that high market 

concentration can be a determining factor on the negative relationship between audit quality and 

audit office growth. 

[ INSERT TABLE 3 ] 

 My second test examining H1B, which looks at competitive pressures in a different way 

than market concentration, has stronger results. I report on these results in Table 4, located in 

Appendix A. I hypothesized that within local areas where there are fewer potential clients (or 

public “auditable” companies) per auditor, audit offices will be working harder in order to 

achieve growth in the available market and may sacrifice audit quality in order to achieve this 

growth. The results show that α2, the coefficient estimate of the interaction variable between 

growth and the number of potential clients, was negative in three of four specifications, and two 

of them were statistically significant at the .05 level. Therefore, I provide some evidence 

supporting the hypothesis that the growth effect would be weaker (stronger) when there are more 

(fewer) potential clients in a local audit market, although my findings were not entirely cohesive 

for α2 depending on the variable for growth or quality used.  

[ INSERT TABLE 4 ] 

 My third test for hypothesis H2, like my first test, had inconclusive results and did not 

support my theory that auditor specialization would significantly weaken the negative 

relationship between audit office size and audit quality. One result was strongly significant (with 

a p-value of <.0001) and had a strong magnitude of -.315. However, considering the other results 
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have no significance when considering for other variables, I find that there is little support for 

my hypothesis that industry specialization would weaken the negative association of audit office 

growth and quality. My results for this specific regression are contained in Appendix A, Table 5. 

[ INSERT TABLE 5 ] 

7. CONCLUSION 

In conclusion, I began this research paper by looking at the assumptions of the economic 

dependence perspective developed by DeAngelo and trying to question how growth would affect 

the assumed auditor-client relationships. Using literature about client bidding and negotiation, I 

inferred that prior relationships or an aggressive attitude towards growth would negatively affect 

the audit quality when audit office grew. In order to test this inference, I looked at three 

situations where growth in audit office size could be feasibly related to a questionable auditor-

client relationship or the lack thereof. My three hypotheses were on: audit offices in markets that 

are not highly concentrated, offices in cities where there are many public clients available per 

audit office, and offices who are considered industry specialists. I tested to see if the growth 

effect relationship would strengthen or weaken depending on if another variable relating to each 

of these three scenarios was introduced as an interaction variable. 

 Although the majority of my tests proved inconclusive, I do find some evidence 

indicating that there may be more to the growth effect than workload balancing suggested by Bill 

et al. (2015). This indicates that there is a potential for more subtlety to be found in the growth 

effect. Workload balancing is an explanation that encompasses a major aspect of growth, the fact 

that any additional output with require more inputs or a restructuring of current inputs. However, 

another side of growth is the question of why companies grow, and what sort of attitudes and 

relationships lead to more growth. Further research could try and better determine qualities (and 
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eventually variables) that signify “aggressively” growing audit offices, and see if these qualities 

have a relationship to auditing outcomes.  
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Appendix A 

 
  

Panel A: Summary Statistics

Difference in Means

N Mean Median Minimum Maximum Std. Dev N Mean Median Minimum Maximum Std. Dev p-value

ABS_ACC 6,270 0.570 0.094 0.001 37.619 2.675 14,534 0.509 0.090 0.001 37.619 2.113 0.108

RESTATE 6,270 0.140 0.000 0.000 1.000 0.347 14,534 0.140 0.000 0.000 1.000 0.347 0.887

Q3_HERF 6,270 0.075 0.000 0.000 1.000 0.263 14,534 0.089 0.000 0.000 1.000 0.284 0.001

PY_BOTH_SPEC 6,270 0.097 0.000 0.000 1.000 0.296 14,534 0.130 0.000 0.000 1.000 0.336 <.0001

PY_AVG_CLIENTS 6,270 18.215 14.375 1.000 73.667 13.729 14,534 18.204 13.200 1.000 73.667 14.198 0.960

LOG_NUM_CLIENTS 6,270 3.351 3.296 0.693 5.799 1.124 14,534 3.174 3.135 0.000 5.817 1.289 <.0001

CLIENT_INFLUENCE 6,270 0.087 0.039 0.002 0.991 0.127 14,534 0.116 0.043 0.002 1.000 0.185 <.0001

SIZE 6,270 6.701 6.579 2.918 11.433 1.779 14,534 6.816 6.699 2.918 11.433 1.729 <.0001

WEAK_IC 6,270 0.064 0.000 0.000 1.000 0.244 14,534 0.067 0.000 0.000 1.000 0.250 0.403

ACQUISITION 6,270 0.443 0.000 0.000 1.000 0.497 14,534 0.451 0.000 0.000 1.000 0.498 0.282

AUDIT_TENURE 6,270 11.236 8.000 1.000 40.000 9.407 14,534 12.310 9.000 1.000 40.000 9.780 <.0001

GROWTH 6,270 0.048 0.074 -2.158 0.872 0.312 14,534 0.051 0.070 -2.158 0.872 0.283 0.605

CASH_FLOW 6,270 0.066 0.090 -0.713 0.389 0.161 14,534 0.074 0.091 -0.713 0.389 0.149 0.002

LOSS 6,270 0.293 0.000 0.000 1.000 0.455 14,534 0.274 0.000 0.000 1.000 0.446 0.004

LEVERAGE 6,270 0.200 0.155 0.000 1.240 0.215 14,534 0.205 0.162 0.000 1.240 0.215 0.131

ALTMAN_Z 6,270 0.040 0.030 -0.140 0.400 0.057 14,534 0.041 0.031 -0.140 0.400 0.055 0.257

ROA 6,270 -0.011 0.038 -1.332 0.317 0.199 14,534 -0.005 0.040 -1.332 0.317 0.194 0.027

BIG_N 6,270 0.806 1.000 0.000 1.000 0.395 14,534 0.854 1.000 0.000 1.000 0.353 <.0001

M2B 6,270 2.945 2.091 -17.412 36.801 4.456 14,534 2.966 2.112 -17.412 36.801 4.538 0.754

Growth = 0

TABLE 1

Descriptive Statistics and Correlations

Growth = 1
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Panel B: Pearson Correlation

[1] [2] [3] [4] [5] [6] [7] [8] [9] [10] [11] [12] [13] [14] [15] [16] [17] [18] [19] [20] [21]

[1] ABS_ACC - 0.001 0.016 -0.008 -0.015 -0.006 0.017 0.011 -0.021 -0.070 -0.001 -0.025 -0.016 0.006 -0.086 0.054 -0.013 -0.009 -0.075 -0.009 0.047

[2] RESTATE - 0.006 0.043 0.009 -0.002 0.007 -0.010 0.027 -0.021 0.316 0.023 -0.012 0.002 -0.022 0.051 0.033 -0.048 -0.030 0.005 -0.029

[3] GROWTH_CLIENT - 0.583 0.029 -0.050 -0.037 -0.015 0.008 -0.050 0.003 -0.021 -0.044 -0.015 -0.037 0.021 -0.006 0.003 -0.027 -0.117 0.002

[4] GROWTH_AUDFEES - 0.012 -0.055 -0.024 -0.078 0.059 -0.096 0.097 -0.011 -0.090 0.043 -0.049 0.030 -0.021 0.033 -0.030 -0.201 0.018

[5] Q3_HERF - -0.011 -0.256 -0.334 0.280 0.044 -0.004 -0.001 0.035 -0.002 0.031 -0.051 0.056 -0.017 0.043 0.004 -0.024

[6] PY_BOTH_SPEC - 0.089 0.179 -0.075 0.151 -0.026 -0.002 0.097 -0.006 0.019 -0.024 0.020 -0.015 0.031 0.161 0.002

[7] PY_AVG_CLIENTS - 0.649 -0.289 -0.076 0.028 0.014 -0.047 -0.002 -0.076 0.074 -0.086 0.032 -0.068 0.030 0.023

[8] LOG_NUM_CLIENTS - -0.622 0.104 -0.017 0.047 0.049 0.001 -0.016 0.019 -0.022 -0.008 -0.017 0.318 0.027

[9] CLIENT_INFLUENCE - 0.144 0.049 0.026 0.032 0.001 0.020 -0.033 0.061 -0.046 0.040 -0.269 -0.038

[10] SIZE - -0.116 0.230 0.338 0.022 0.338 -0.328 0.270 -0.136 0.362 0.395 -0.079

[11] WEAK_IC - -0.012 -0.089 0.007 -0.074 0.120 -0.010 -0.040 -0.083 -0.095 -0.011

[12] ACQUISITION - 0.079 0.097 0.148 -0.155 0.027 -0.016 0.149 0.095 -0.037

[13] AUDIT_TENURE - -0.056 0.102 -0.156 0.004 -0.024 0.135 0.282 -0.021

[14] GROWTH - 0.144 -0.174 -0.018 0.126 0.176 -0.008 0.094

[15] CASH_FLOWS - -0.525 -0.059 0.291 0.778 0.112 -0.019

[16] LOSS - 0.096 -0.233 -0.657 -0.110 -0.015

[17] LEVERAGE - -0.419 -0.109 0.115 -0.100

[18] ALTMAN_Z - 0.335 -0.088 0.216

[19] ROA - 0.109 -0.015

[20] BIG_N - -0.014

[21] M2B -

TABLE 2

Descriptive Statistics and Correlations (cont.)

Notes: All variables are defined in Appendix B and all continuous variables are winsorized at the 1st and 99th percentiles (by year). Correlations statistically significant at the 10% level are in bold.
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Dependent Variable = 

Coeff. p-value Coeff. p-value Coeff. p-value Coeff. p-value

INTERCEPT 1.878 <.0001 1.720 <.0001 0.008 0.768 0.152 0.031

GROWTH_CLIENT 0.003 0.946 0.003 0.617

GROWTH_AUDFEES -0.001 0.989 0.013 0.025

Q3_HERF -0.004 0.928 -0.038 0.518 -0.016 0.114 -0.021 0.050

GROWTH_CLIENT*Q3_HERF -0.036 0.626 0.001 0.924

GROWTH_AUDFEES*Q3_HERF 0.040 0.594 0.005 0.612

LOG_NUM_CLIENTS 0.012 0.501 -0.008 0.076

LOG_SUM_AUDFEES 0.013 0.483 -0.012 0.009

CLIENT_INFLUENCE 0.033 0.775 0.048 0.692 0.020 0.543 0.000 0.990

SIZE -0.068 <.0001 -0.070 <.0001 -0.002 0.403 -0.001 0.799

WEAK_IC 0.080 0.115 0.079 0.120 0.439 <.0001 0.440 <.0001

ACQUISITION -0.010 0.748 -0.010 0.745 0.018 0.006 0.018 0.006

AUDIT_TENURE 0.000 0.845 0.000 0.831 0.000 0.877 0.000 0.827

GROWTH 0.061 0.466 0.061 0.464 -0.004 0.596 -0.005 0.542

CASH_FLOWS -0.403 0.087 -0.405 0.086 0.021 0.456 0.022 0.449

LOSS 0.030 0.503 0.029 0.518 0.016 0.063 0.017 0.052

LEVERAGE -0.145 0.105 -0.144 0.107 0.051 0.004 0.050 0.005

ALTMAN_Z -0.212 0.604 -0.206 0.614 -0.170 0.005 -0.176 0.004

ROA -0.105 0.606 -0.105 0.607 0.012 0.628 0.012 0.623

BIG_N -0.812 <.0001 -0.837 <.0001 0.070 0.001 0.097 <.0001

M2B 0.012 0.018 0.012 0.019 -0.001 0.199 -0.001 0.212

SPECIALIST -0.070 0.019 -0.070 0.019 -0.010 0.212 -0.010 0.234

FIXED EFFECTS Ind, Year & Audit Firm Ind, Year & Audit Firm Ind, Year & Audit Firm Ind, Year & Audit Firm

STANDARD ERRORS Firm Firm Firm Firm

N 20,804                             20,804                             20,804                             20,804                             

Adjusted R
2 0.13 0.13 0.13 0.13

TABLE 3

Cross-sectional Multivariate Regression of Audit Office Growth Effect by Audit Market Concentration 

Note: Two-tailed p-values are reported for hypothesized variables. The continuous variables are winsorized at the 1th and 99th percentiles.

Discretionary Accruals Restatement

(1) (2) (3) (4)
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Dependent Variable = 

Coeff. p-value Coeff. p-value Coeff. p-value Coeff. p-value

INTERCEPT 1.741 <.0001 1.564 <.0001 1.671 <.0001 0.119 0.089

GROWTH_CLIENT -0.040 0.739 0.293 0.017

GROWTH_AUDFEES 0.291 0.017 0.032 0.069

PY_AVG_CLIENTS 0.062 0.075 0.117 0.001 0.112 0.003 0.012 0.122

GROWTH_CLIENT*PY_AVG_CLIENTS 0.014 0.744 -0.106 0.020

GROWTH_AUDFEES*PY_AVG_CLEINTS -0.105 0.021 -0.007 0.298

LOG_NUM_CLIENTS -0.017 0.409 -0.007 0.736

LOG_SUM_AUDFEES 0.000 0.175 -0.012 0.018

CLIENT_INFLUENCE 0.020 0.866 0.052 0.632 0.055 0.656 0.000 0.993

SIZE -0.067 <.0001 -0.067 <.0001 -0.068 <.0001 -0.001 0.809

WEAK_IC 0.080 0.116 0.081 0.113 0.081 0.112 0.440 <.0001

ACQUISITION -0.010 0.737 -0.010 0.730 -0.011 0.724 0.018 0.007

AUDIT_TENURE 0.000 0.892 0.000 0.870 0.000 0.869 0.000 0.836

GROWTH 0.061 0.466 0.060 0.468 0.061 0.463 -0.005 0.585

CASH_FLOWS -0.402 0.088 -0.402 0.088 -0.402 0.088 0.023 0.415

LOSS 0.029 0.528 0.029 0.522 0.029 0.529 0.017 0.047

LEVERAGE -0.140 0.117 -0.139 0.117 -0.140 0.118 0.050 0.005

ALTMAN_Z -0.222 0.586 -0.222 0.587 -0.215 0.598 -0.174 0.004

ROA -0.106 0.604 -0.102 0.616 -0.104 0.610 0.011 0.665

BIG_N -0.755 <.0001 -0.778 <.0001 -0.766 <.0001 0.097 <.0001

M2B 0.013 0.017 0.013 0.016 0.013 0.017 -0.001 0.229

SPECIALIST -0.069 0.020 -0.069 0.021 -0.071 0.018 -0.010 0.227

FIXED EFFECTS Ind, Year & Audit Firm Ind, Year & Audit Firm Ind, Year & Audit Firm Ind, Year & Audit Firm

STANDARD ERRORS Firm Firm Firm Firm

N 20,804                             20,804                             20,804                             20,804                             

Adjusted R
2 0.13 0.14 0.14 0.13

Note: Two-tailed p-values are reported for hypothesized variables. The continuous variables are winsorized at the 1th and 99th percentiles.

TABLE 4

Cross-sectional Multivariate Regression of Audit Office Growth Effect by Local Public Clients per Number of Audit Offices

Discretionary Accruals Restatement

(1) (2) (3) (4)
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Dependent Variable = 

Coeff. p-value Coeff. p-value Coeff. p-value Coeff. p-value

INTERCEPT 1.850 <.0001 1.694 <.0001 0.004 0.872 0.103 0.122

GROWTH_CLIENT 0.029 0.472 0.000 0.986

GROWTH_AUDFEES -0.007 0.858 0.012 0.015

PY_BOTH_SPEC 0.051 0.305 -0.093 0.097 -0.024 0.031 -0.019 0.119

GROWTH_CLIENT*PY_BOTH_SPEC -0.315 <.0001 0.025 0.118

GROWTH_AUDFEES*PY_BOTH_SPEC 0.126 0.122 0.006 0.644

LOG_NUM_CLIENTS 0.014 0.379 -0.004 0.257

LOG_SUM_AUDFEES 0.016 0.338 -0.009 0.046

CLIENT_INFLUENCE 0.038 0.741 0.049 0.689 0.020 0.554 0.000 0.994

SIZE -0.069 <.0001 -0.071 <.0001 -0.002 0.407 -0.001 0.726

WEAK_IC 0.080 0.113 0.079 0.120 0.439 <.0001 0.440 <.0001

ACQUISITION -0.009 0.758 -0.009 0.756 0.018 0.007 0.018 0.007

AUDIT_TENURE 0.000 0.904 0.000 0.851 0.000 0.880 0.000 0.841

GROWTH 0.060 0.469 0.059 0.477 -0.004 0.609 -0.005 0.575

CASH_FLOWS -0.408 0.084 -0.406 0.086 0.022 0.431 0.022 0.432

LOSS 0.026 0.565 0.028 0.534 0.017 0.051 0.017 0.045

LEVERAGE -0.141 0.116 -0.139 0.122 0.051 0.004 0.050 0.005

ALTMAN_Z -0.214 0.601 -0.202 0.622 -0.166 0.007 -0.171 0.005

ROA -0.107 0.601 -0.106 0.604 0.011 0.659 0.011 0.666

BIG_N -0.799 <.0001 -0.854 <.0001 0.061 0.004 0.082 0.000

M2B 0.012 0.019 0.012 0.019 -0.001 0.205 -0.001 0.213

FIXED EFFECTS Ind, Year & Audit Firm Ind, Year & Audit Firm Ind, Year & Audit Firm Ind, Year & Audit Firm

STANDARD ERRORS Firm Firm Firm Firm

N 20,804                             20,804                             20,804                             20,804                             

Adjusted R
2 0.14 0.13 0.13 0.13

Note: Two-tailed p-values are reported for hypothesized variables. The continuous variables are winsorized at the 1th and 99th percentiles.

TABLE 5

Cross-sectional Multivariate Regression of Audit Office Growth Effect by Audit Firm Industry Specialization

Discretionary Accruals Restatement

(1) (2) (3) (4)
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Appendix B 

Variable Definitions 

  Variable Definition 

  ABS_ACC Absolute value of the residual from the modified discretionary accruals model (Dechow 1995). 

ACQUISITION Indicator variable equal to one if the company had acquisition-related charges (COMPUSTAT variable AQC) 

during the year, and zero otherwise. 

ALTMAN_Z Altman’s Z score prediction of bankruptcy following DeFond and Hung (2003), defined as follows: 

0.012*(working capital/assets) + 0.014*(retained earnings/assets) + 0.033* (EBIT/assets) + 0.006* (market value 

equity/liabilities) + 0.009*(sale/assets). 

AUDIT_TENURE The number of consecutive years that an audit firm audits a company. 

BIG_N Indicator variable equal to one if the company is audited by a Big N auditor, and zero otherwise. 

CASH_FLOWS Operating cash flow, scaled by average assets. 

CLIENT_INFLUENCE Client audit and audit related fees / total audit and audit related fees received by the local office. 

GROWTH Change in year-to-year sales, over prior year sales. 

GROWTH_AUDFEES Indicator variable that is one if a positive change in an auditor's fees collected occurred in the prior year, zero 

otherwise. 

GROWTH_CLIENTS Indicator variable that is one if a positive change in an auditor's number of clients occurred in the prior year, zero 

otherwise. 

LEVERAGE Ratio of the sum of year-end long-term liabilities (DLTT in Compustat) and long-term debt due in one year (DD1 

in Compustat) divided by total assets. 

LOG_NUM_CLIENTS Logarithm of the number of clients in the year after growth. 

LOG_SUM_AUDFEES Logarithm of the number of clients in the year after growth. 

LOSS Indicator variable equal to one if the company has negative income, and zero otherwise. 

M2B Market-to-Book value of equity ratio. 

PY_AVG_CLIENTS (Number of  companies in a CBSA) / (Number of auditors in a CBSA). A CBSA is a City Based Statistical area that 

contains an urban center and several surrounding areas which are socioeconomically connected to this center 

through commuting. 

PY_BOTH_SPEC Indicator variable equal to one if the audit office was both a national and city industry specialist one year prior to t 

(the year of the growth). 

Q3_HERF Indicator variable equal to one if an audit office has a Herfindahl (market concentration) index within the top 

quartile in a city, and zero otherwise. 

RESTATE Indicator variable equal to one if the client issued a restatement due to a misstatement in the current year, or zero 

otherwise. 

ROA Return on assets (net income before extraordinary items divided by assets). 

SIZE Size of the client determined by a log of their total assets. 

SPECIALIST Indicator variable equal to one if the auditor is the industry specialist, defined as the auditor in a two-digit SIC code 
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with the largest portfolio of clients, based on total assets audited. 

WEAK_IC Indicator Variable equal to one if the company was reported to have weak internal controls, and zero otherwise 
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