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ABSTRACT 

This paper investigates whether or not the termination of CEOs and/or CFOs will impact 

auditor resignation rates following a restatement.  It is predicted that resignation rates will be 

lower for firms that terminate their top executives than those that do not terminate their top 

executives when comparing all cases of restatement.  Consequently, the data seems to indicate 

that restatements that include the dismissal of management increase the auditor resignation rates, 

most likely because of the amplified audit risk that is associated with restating firms.  

Collectively, the results of this research aim to provide insight into the auditor-client 

relationship. 

 

INTRODUCTION 

Relationships between auditors and their clients can be difficult to maintain, especially 

when the client company faces a restatement.  Each party may find reason to believe that the 

other did not fully and appropriately uphold their responsibilities in the partnership.  When 

initially submitting financial statements to the Securities and Exchange Commission (SEC), the 

responsibilities between the firm’s management and the auditor are split: management is 

responsible for the fair presentation of financial statements in relation to the generally accepted 

accounting principles (GAAP), while the auditor is responsible for expressing an opinion in 

order to provide reasonable assurance that the financial statements are free from material 

misstatements (SEC 2008).  In the occurrence of a material error in the financial statements, the 

firm must release a restatement in order to correct the previously misstated statement or 

statements (PCAOB 2008).  Much of the time, restatements will trigger questions from investors, 

regulators, and stakeholders.  Investors will typically perceive a restatement as an indication that 
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the company in question had a “troublesome” audit (Krishnan and Krishnan 1997).  In addition, 

financial restatements signify that both the client and the auditor did not appropriately fulfill their 

responsibilities (DeFond and Francis 2005).  Taking that into consideration, the auditor or the 

client may wish to discontinue the relationship and seek other alternatives.  However, multiple 

factors influence the auditor and client continuance decision.  In this paper, I am pursuing a 

further investigation into the association between financial restatements and auditor resignation 

decisions. 

One such factor that deserves further investigation is the effect that termination of top 

executives, namely the CEO or CFO, would have on an auditor’s decision of whether or not to 

continue auditing a company following a restatement.  I expect that dismissing the top executives 

will increase the likelihood that the auditor will not resign and, instead, will continue the 

relationship with the restating firm. 

 However, this same basic question can be extended and applied to a variety of situations, 

such as those that specifically involve severe cases of restatement, in order to better understand 

the auditor continuance decision.  For the purpose of this paper, severe or larger restatements are 

those that had a corrective change above the median change value of all restating firms in the 

sample.  Similarly, those considered to be less severe restatements had an adjusted value that was 

less than the median.  Severe restatements are considered to be more troublesome because of the 

fact that the company issuing the restatement had a material error of greater magnitude.  These 

material errors could be caused by a number of issues including poor internal controls, fraudulent 

manipulation, inadequate governance, or problems with top management.  Although it is true that 

there is typically an increased level of audit risk associated with these types of restatements, I am 

predicting that the removal of top executives from the firms will typically alleviate enough of the 
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auditors’ concern that I predict a decreased association between restatements and an auditor’s 

resignation when top management resigns or is terminated.  If my prediction for severe 

restatements and auditor resignations holds true, it may prove to be a weaker trend than the trend 

of all restatements collectively, mainly because of the additional risk and legal issues that are 

involved. 

This study would add to prior literature by providing more insight into the auditor-client 

relationship.  There are not any prior studies that indicate whether or not top executive 

termination influences an auditor’s continuation decision.  Therefore, audit regulators and 

investors may be interested in this study because of the additional information that can be 

compiled about the message that an auditor’s continuance decision sends.  For example, if top 

executives are terminated and the auditor still resigns, that could signal to regulators and 

investors that an overarching issue still remains.  However, if an auditor decides to stay, that 

could increase investor confidence in the company’s future by demonstrating the auditor’s 

commitment to the firm. 

 

LITERATURE REVIEW 

An auditor resignation decision may be associated with a restatement because of the 

increased risk of working with that client.  The client company itself will often experience 

several negative consequences following a restatement.  These typically include a decrease in 

their stock price, increased cost of capital, an overall poor market reaction, top executive 

termination, and litigation cases (Schmidt 2012; Burks 2010; Palmrose and Scholz 2004; Park 

and Wu 2009).   
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By associating with restating firms, auditors usually face adverse effects as well.  These 

are referred to as aspects of audit risk and can consist of concerns regarding the auditor’s 

reputation.  For example, other clients of the auditor may also fear that the quality of the audit 

may decline if they are partnering with a less than adequate auditor (Francis and Michas 2013).  

Furthermore, Schmidt (2012) and Palmrose and Scholz (2004) find that financial restatements 

will increase the auditor’s risk of facing litigation.  In turn, auditors become increasingly more 

likely to resign from a client when the auditor believes that there is a higher risk of the client 

involving the auditor in a case of litigation (Shu 2000, Krishnan and Krishnan 1997.)  This is the 

case because it is assumed that the auditor should also be held liable for the mistakes in the 

financial statements.  An auditor will typically be able to predict when a client has found itself in 

a less than desirable situation based on the status of the client’s financial statements or the 

reliability of their internal controls.  Before the situation escalates, whether that is in the form of 

bankruptcy or a lawsuit, the auditing firm will most likely resign in order to distance itself from 

the problem (Huang and Scholz 2012).   

Restatements may also be perceived as a problem with the client company’s governance, 

management, and system of financial reporting (Huang and Scholz 2012).  Implying that a client 

has issues with one or more of the above listed factors could negatively affect the auditor’s 

reputation due to press releases and amplified visibility (Huang and Scholz 2012).  This is 

because any criticism of the client is directly reflected onto the auditor to form a negative 

reputation.  Therefore, an auditor that works with troubled clients does not seem to demonstrate 

quality work to outside companies that are looking to hire an auditor.  This effect is intensified 

when a restatement is publicized in the media (Huang and Scholz 2012).  The more that it is 

exposed, the worse the situation appears to the public and third party observers.  All of these 
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reasons, individually or combined, may lead to an auditor’s resignation in order to distance itself 

from the troubled company and avoid guilt by association. 

 Conversely, the client company faces many pressures to react to a restatement.   

Management and corporate boards are held accountable for accounting errors and misstatements, 

and investors and regulators expect to see actions taken to discipline involved parties and prevent 

future reporting issues (Burks 2010).  Following a restatement, boards will frequently 

substantially decrease an executive’s bonus, if not remove it entirely (Burks 2010).  In most 

cases, however, the board will choose to terminate the individual (Burks 2010).  If the executive 

member is in fact terminated, that could potentially convince the auditor to remain with the firm.  

This is because it may demonstrate to the auditor that the board is committed to revitalizing the 

company financials, governance, and overall company culture by practicing executive turnover.  

Executive turnover can, therefore, be an opportunity to salvage the auditor-client relationship 

without fearing potential negative consequences. 

 

HYPOTHESIS DEVELOPMENT  

My main research question for my study is focused on whether or not auditors are less 

likely to resign from a client experiencing a restatement if top executives are terminated.  The 

theory behind my research question comes from the analysis by Huang and Scholz (2012), which 

tested whether or not resignations are more likely for companies following restatements.  The 

authors hypothesized that restatements would increase the rate of auditor resignation, and they 

find their results support this hypothesis.  

However, Huang and Scholz (2012) did not provide information regarding factors that 

could reverse this trend and lower the likelihood of auditor resignation.  This leads me to 
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theorize that top executive turnover could be one factor that influences the auditor continuance 

decision.  My assumption is that auditors will view the executives’ termination and turnover as 

an indication that the client company’s governance and management will improve and audit risk 

will decrease following the departure.  The top executive departure would then provide reason 

for the auditor to continue its relationship with the firm without fearing possible repercussions in 

relation to the restatement.  This leads to my first hypothesis. 

 

H1: Auditor resignation rates are lower following a restatement when there is top executive 

turnover than when there is no top executive turnover. 

 

 When considering the strength of this hypothesis, it is statistically more reasonable to 

predict that auditor resignation rates will be lower but will most likely not reach zero.  This is 

because following restatements, the auditors’ assessments of the risk level of their clients that 

restated will have substantially increased.  Although top executive turnover may signal an active 

transition to improve governance, financial reporting, and culture, it is improbable to assume that 

executive turnover alone will alleviate enough of the auditors’ concern to return their risk 

assessments to zero and eliminate auditor resignations all together.  Following the restatement, 

auditors will not only be much more cautious, but their perception of their clients risk factor will 

remain relatively high.  However, I argue that executive termination is a strong enough symbolic 

and catalytic restructuring action to preserve a statistically significant portion of auditors. 

 Although it is possible to find support for my hypothesis, it is also possible that the 

opposite is found to be true and that auditor resignations actually increase following a 

restatement when top management has turnover.  There are two possible reasons for this.  First, 
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restatements already add a significant amount of risk for the auditors.  Adding the 

unpredictability of new management to the additional risk from the restatement may result in a 

situation in which the auditor decides there is too much uncertainty to continue with the 

engagement.  Second, the type of audit could impact the auditors’ continuance decision.  If the 

restatement is severe enough that the board of directors chooses to terminate management, the 

auditor may also perceive the restatement as severe enough that they should resign. 

In addition to my main research question, I am also investigating whether or not auditors 

are still less likely to resign from a client with a severe restatement if top executives are 

terminated.  In the study by Huang and Scholz (2012), the authors found that resignations were 

three times as likely for restatements involving fraudulent manipulation.  By taking this general 

idea of fraud, it can be applied to H2 in a way so as to test for severe restatement as a whole.  

Similar to H1, even with the possibility of increased risk due to the severity of the restatement, 

auditors may be less likely to resign if the client executives face termination.  This could 

demonstrate to the auditor that the corporate board is committed to improving its governance, 

system of financial reporting, and internal controls.  In fact, it has been found that more often 

than not, firms will practice more conservative reporting on their future financial statements 

following a restatement (Ettredge et al. 2012).  This implies that companies are, in turn, 

decreasing the likelihood that they will be involved in a restatement in the near future.  

Therefore, my second hypothesis is as follows: 

 

H2: Auditor resignation rates are lower following a severe restatement when there is top 

executive turnover compared to when there is no top executive turnover. 
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 Similarly to H1, in H2, it is more reasonable to assume that executive termination will 

lead to lower auditor resignation rates but will not lead to complete elimination.  However, 

considering the implications of the restatement are more severe in H2, I am predicting that 

auditor resignation rates will be slightly higher in H2 than in H1.  This is because the auditors’ 

assessment of the clients’ risk levels in the cases of more sever restatements will be much higher 

because of the additional concern of client validity, governance, internal controls, and adherence 

to financial regulations.  In these scenarios, executive turnover may be a very important 

transitory action to signal to a company’s auditor, stakeholders, regulators, and investors that the 

company is moving towards more accurate and transparent reporting through a revitalization of 

company culture and governance.  Therefore, although I expect restatements involving more 

severe changes from restatements to elevate an auditor’s risk assessment more so than the sample 

selection of restatements as a whole, I argue that top executive turnover will be a strong enough 

factor to demonstrate a trend of auditor continuance. 

 

RESEARCH DESIGN AND RESULTS 

In the analysis by Huang and Scholz (2012), the authors use a five-quarter widow 

restatement period.  They designed the window so as to include the observations in which the 

resignation occurred one quarter before the restatement announcement and up to four quarters 

after the restatement announcement.  The one quarter, or 90 days, was chosen in order to allow 

for the inclusion of premature resignations, as it is assumed that the auditor would by then be 

aware that a restatement is necessary.  The four quarters, or one year, time period was selected to 

represent delayed response resignations, where the auditor may wish to complete the restatement 
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process or allow the firm to transition to a new auditor.  Similarly, the same five-quarter window 

timeframe is used for this experiment in order to accurately model their experiment.  

 

TABLE 1 
Sample Selection 

  
Total 

All firms with required data from Compustat (for the years 2003 to 2010) 
 

40,404 
Less: observations missing Audit Analytics variables  

 
-1,545 

Less: observations missing returns data from CRSP 
 

-2,001 

Total observations   36,858 

 
  

  

For the sample selection, as depicted in Table 1, a collection of observations from AA 

and Compustat was used from firms that have faced a restatement between the years of 2003, 

after the enactment of SOX, until 2010 for H1 and H2.  The year specification ranges to 2010 

because the experiment requires that these firms have made available all data necessary for this 

research, and data more recent than 2010 is not yet available in its entirety.  The sample selection 

began with 40,404 observations with 1,545 removed for not having the required Audit Analytics 

variables and 2,001 observations removed for missing returns data from CRSP.  This left a total 

of 36,858 observations in the sample.   

For both hypotheses, the basic process remains constant.  The collection of firms that 

have issued a restatement is separated into two groups: a group where there was top executive 

turnover of the CEO, CFO, or both executives in relation to the restatement and a group where 

there was no top executive turnover.  From those two groups, each will then be separated into 

two subgroups: one containing observations where the auditor resigned and the other containing 

observations where the auditor continued practicing with each firm in question.  For H1, I predict  
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that observations with no top executive turnover will have statistically higher rates of auditor 

resignations.  

From Table 2, the relationship between the auditors’ continuance and the occurrence of a 

restatement can be better understood. The data indicates that from the observations in which an 

auditor resigned, 29.13% of those resignations included a restatement.  When there is no change 

in the auditor, however, only 13.12% of observations included restatements.  Lastly, when a firm 

dismisses the auditor, 25.22% of those observations had restatements.  These relationships seem 

to demonstrate that restatements are driving resignations more so than dismissals or auditor 

continuance, indicating that auditors may be more likely to be risk adverse following the 

occurrence of a restatement. 

Table 3 shows the correlation coefficients.  There is a significantly positive correlation 

between auditor resignations and firms that have restatements, restatements and management 

turnover, Mid 5 auditors, going concern opinions, losses, higher market volatility, and a higher 

percent audit fee.  The correlations are negative between auditor resignations and firms that have 

Big 4 auditors, higher ROA, higher natural log value of the assets, audit tenure, and weak 

internal controls.   

Table 4 shows the impact of restatement and top executive turnover on auditor 

resignation rates.  Consistent with the research by Huang and Scholz, there is a positive and 

significant relationship showing that resignations do seem to increase following a restatement.  

In regards to H1, however, the data disproves it in two ways.  First, the data indicates that when 

there is no management turnover associated with a restatement, the auditor resignation rates 

decrease.  Conversely, when there is management turnover associated with a restatement, auditor 

resignation rates increase.  These trends reject the validity of H1 and indicate that top 
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management turnover does not seem to alleviate the auditor’s concerns as predicted.  Instead, 

executive turnover is more likely associated with one or both of the previously stated alternative 

explanations.  Auditors may be too hesitant to continue with the firm if they have great 

uncertainty about the new management.  They also may follow the direction of the board and 

conceptualize the termination of the management as an indication that the restatement was 

disruptive enough that they should find a new client.  

 Consistent with H1, for H2, I predict that observations with no top executive turnover 

will have statistically higher rates of auditor resignation as well.  However, in order to calculate 

the severity of the restatements, the absolute values from the equation of the corrected income 

before extraordinary items less the original stated income before extraordinary items divided by 

total assets were taken.  After determining the median of these values, restatements that had a 

corrected change value above the median were considered to be large adjustments, while 

corrected change values below the median were considered to be small adjustments. 

Table 5 is presented in charts A and B in order to test two different control groups.  Table 

5A yields stronger results against the no switch control group, while Table 5B is simply a 

robustness test against the dismissed control group.  According to the results, H2 does not seem 

to be true and the hypothesis that management turnover will decrease the rate of resignation 

when there are severe restatements is rejected.  The data instead indicates that when there is a 

large or more severe restatement, auditors are more likely to resign, regardless of whether or not 

top management is turned over.  When analyzing small restatements, however, executive 

turnover will incrementally increase auditor resignation rates from the rate of resignation when 

there is no turnover.  These results seem to show that auditors seem to consider severe 

restatements as too risky to continue the engagement with the client.  When there is a smaller 
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restatement, auditors will not be as likely to resign, unless there is the added uncertainty of 

executive turnover in addition to the restatement. 

 

CONCLUSION 
 
 When considering the sensitivity that exists between firms and their auditors following a 

restatement announcement, this research proposal aimed to discover if top executive termination 

makes a difference in the auditor’s continuance decision and makes the auditor more likely to 

remain with the client.  However, both H1 and H2 were rejected.  Although restatements are 

more likely to influence resignation decisions, the departure of top management actually makes 

the auditor more likely to resign, contrary to the theory behind the hypotheses.   

 This research contributes to academia by providing a better understanding of the auditor-

client relationship.  In future research studies, it would be interesting to apply this same situation 

to restatements involving fraud.  It would also be advantageous to test other variables in order to 

discover if there is, in fact, a variable that is more likely to persuade an auditor to continue with 

the client. 
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Appendix A: Variable Definitions  

     
 

Variables Definition 
 

 

Auditor_resign 
Variable is equal to 1 if the auditor resigns with in the five-quarter 
resignation period window; 0 if there is no auditor switch during the 
five-quarter window 

 
    

 

restat Variable is equal to 1 if the company announced a restatement from 
2003-2010; 0 otherwise 

 
    

 

mgmt_turn Variable is equal to 1 if there is turnover of either the company's CEO, 
CFO, or both 

 
    

 

restatXmgr Varible is equal to the product of the restat variable mulitplied by the 
mgmt_turn variable 

 
    

 

pctauditfee Variable expresses the percentage of total public company audit fees of 
the company in the auditor's portfolio 

 
    

 

big4 1 if the auditor is Pricewaterhouse Coopers LLP, Ernstt & Young LLP, 
Deloitte LLP, or KPMG LLP; 0 otherwise 

 
    

 

mid5 
1 if the auditor is Grant Thornton LLP, BDO Seidman LLP, Crowe 
Chizek & Company LL{, Plate & Moran PLLC, and McGladrey & 
Pullen LLP; 0 otherwise 

 
    
 

going_concern 1 if the auditor gives the company a going_conern opinion; 0 otherwise 
 

    
 

chgroa Variable represents the change in ROA from one year to the next 
 

    

 
roa 

Variable equals the operating income before depreciation / [total assets 
in year t + total assets in year t - 1) / 2] 

 
    
 

log_at Variable represents the natural logarithm of total assets 
 

    

 

leverage Variable equals the total debts of the company divided by its total 
assets 

 
    
 

salesgrowth Variable equals the chanfe in total revenue from one year to the next 
 

    

 

loss Variable is equal to 1 if ROA of a restating company is less than 0; 0 
otherwise 
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marketvol Variable equals the market volitility calculated from the standard 
deviation of daily stock returns over the prior fiscal year 

 
    

 

audit_tenure 1 if the relationship betwee the auditor and client lasts more than threee 
years; 0 otherwise 

 
    

 

weakic 1 if the company receives an adverse internal control report; 0 
otherwise 
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