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Abstract


This study utilizes a panel threshold regression model to plow two of the most profound issues in auditing: First of all, does economic bonding compromise audit quality, and secondly, does the SOX prohibition of certain nonaudit services mitigate the association between fees and auditor independence?  We use the post-SOX period data to examine this issue, our empirical results suggest that there indeed exists a threshold value which would impair audit quality once nonaudit services surpass it.  Moreover, nonaudit fees has yet plummeted subsequent to the prohibition of certain nonaudit services designed to mitigate auditors' economic bonding with their clients, suggesting that the efforts made by authorities have been largely ineffective.  The results lead us to ponder whether the fee structure and the existing practice of employing auditors at the discretion of the management should be rigorously reviewed to warrant audit quality.
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1. Introduction

  After the Enron scandal, the enactment of the Sarbanes–Oxley Act (SOX) in 2002 sets new or enhanced standards for all U.S. public company boards, management and public accounting firms.  The bill was enacted as a reaction to a number of major corporate and accounting scandals that wound up taking down Arthur Andersen; a prestigious accounting firm that for the most part had compromised its reputation by actions related to economic bonding.  The Act eventually put the final nail in the coffin of the no impact assertion, nevertheless, at the end of 2010, Ernst &Young were sued by New York state prosecutors for fraud related to Lehman Brothers, which engaged in fraudulent accounting transactions that were explicitly approved by Ernst & Young.  The Ernst & Young case is yet another accounting scandal after Arthur Andersen was charged criminally and later convicted of obstruction of justice for its role in the Enron scandal.  Auditors are anticipated to cherish their reputation across the board as it is their most valuable asset, and one that they have chronically accumulated through tremendous efforts.   However, every now and then a consequential auditor failure would hit the press, and detractors would not hold their breath to pillory the profession especially after the implementation of SOX.  

One major concern has been whether economic bonding between auditors and their clients is detrimental to auditor independence, meaning that audit quality is thus compromised.   To alleviate this and restore public confidence in financial statements, the Securities and Exchange Commission (SEC) issued its Revision of the Commission’s Auditor Independence Requirements in November 2000, which required companies to disclose information about fees paid to the incumbent auditor in proxy statements on or after February 5, 2001.  Since the audit fees data became available, researchers have been desperately trying to figure out the impact of economic bonding on audit quality.  In their influential paper, Frankel et al. (2002) found a significant positive association between the purchase of nonaudit services and discretionary accruals, and a significant negative association between audit fees and the behavior of earnings management.  However, their findings have been challenged by Ashbaugh et al. (2003), who claimed that the empirical results presented by Frankel et al. (2002) are sensitive to research design choices.  By adjusting discretionary accruals for firms, Ashbaugh et al. (2003) found no systematic evidence that auditors violate their independence as a result of clients purchasing relatively more nonaudit services.


The purposes of this study are twofold: to examine whether audit quality has improved subsequent to the enactment of the Act, and to locate the thresholds beyond which an auditor will compromise their reputation for economic bonding.   As audit fees have skyrocketed since the enactment of the Sarbanes–Oxley Act, it is a non-trivial issue to examine whether the integrity of financial statements have been  professionally and independently monitored by auditors, who have ironically benefited significantly from the failures of their some of their prestigious peers.   Moreover, SOX 201 bans auditors from performing nine kinds of non-audit services, including bookkeeping for the audit clients and financial information system design and implementation.  It was anticipated that this ban would effectively lower the incentive of CPA firms to be acquiescent to their clients demands with regard to producing more favorable audits.  Thus, it is even more intriguing to examine whether non-audit fees still an play important role in leading auditors to compromise their audits, and the utilization of the panel threshold regression model proposed by Hansen (1999) can help us to locate the threshold beyond which auditors will jeopardize their reputations for greater economic bonding.   


On the whole, previous studies assume that the relationship between economic bonding and auditor independence is linear.   For example, Abbott et al. (2003) argue that if a particular client is more important, and thus can create greater economic dependence in an auditor firm, then the auditor firm has more incentive to acquiesce to client pressure, including pressure to allow earnings management.  However, the expedient of linear model to address this issue obscures the fact that auditors do not weigh economic bonding and reputation proportionally.   It is thus hard to believe that auditors will take into account a modicum of economic bonding and become proportionally acquiescent to their clients.    On the flip side, we are better positioned to speculate that auditors are more or less like entrepreneurs who seek to maximize their profit, but unwittingly break in a business veiled in professional ethics.   Their services will be deemed valueless in the eyes of the public once their reputation is tarnished.   Nevertheless, like other human beings, auditors live in this secular world; and in the world of secularism everything has a price.   Thus, it is sensible to assume that auditors will be acquiescent to their clients as long as the economic bonding is at the right levels, even though they are fully aware that audit failure exacts a huge toll on investors.  Under this circumstance, the relation between auditor reputation and economic bonding should be nonlinear.   More specifically, there exists a threshold of economic bonding beyond which auditors will find it hard to resist the temptation to permit some level of earnings management.   Across the board, the results of this work show that audit quality drops once economic bonding surpasses this threshold, but not vice versa.


To locate the threshold of economic bonding is by no means an easy task.   However, the ingenious threshold regression model proposed by Hansen (1999) allows us to explore whether there is any structural shift with a nonlinear relation between discretionary accruals (a proxy for audit quality) and nonaudit fees.  Threshold regression models are widely used in economics, such as the threshold autoregressive model that is prevalent in the nonlinear time series literature.  Hansen (1996, 1999, 2000) developed a serial statistical theory for threshold estimation in a regression context.  This technique can objectively divide a sample into subsamples by using a threshold variable which must be exogenous and continuous.  We use FEERATIO (ratio of nonaudit fees to total fees) as the threshold variable, and the threshold values are significant in several subsamples.


For the purpose of investigating the effectiveness of the SEC requirements prohibiting CPA firms from providing certain kinds of nonaudit services for their clients in order to preserve their independence, we examine the post-SOX data.  We use the absolute value of discretionary accruals, which has been praised as the best measurement of management’s deliberate intervention in earnings management (Warfield et al. 1995; Francis et al. 1999).  Following the same complementary specifications of auditor fees contained in Frankel et al. (2002), we use nonaudit fees (RANKNON) and audit fees (RANKAUD), which are measured as percentile ranks for each client of each auditor, and the last specification (RANKTOT) is the percentile rank of total auditor fees for each client of each auditor, which is used to capture the combined incentive effects of audit and nonaudit fees.  As comparing with previous research, we use the linear regression models to examine the relation between earnings management and auditors service first.  The results show that after the implementation of SOX, auditor services are negative with the earnings management.  It reveals that nonaudit fees do not impair auditors' independence in the post-SOX period if we examine this issue in linear regression models.  But when we apply the nonlinear regression models, the results are different.  We apply the bootstrapping method to get the threshold values of the threshold variables (Hansen, 1999), and the empirical results of the threshold effect show that the association between discretionary accruals and auditor services is nonlinear, and there is a structural change in the post-SOX period.  


We summarize the results of our tests as follows.  The results show that nonaudit fees are positively associated with earnings management when clients are influential beyond the economic threshold value; nevertheless, audit fees are only negatively associated with earnings management in the subsample under the threshold value for the years 2003-2007.  The results with regard to the years from 2003-2005 show that nonaudit fees and total fees are significantly and positively associated with discretionary accruals in the observations which surpassed the threshold value, revealing that nonaudit fees are the primary threat to auditor independence.  These findings support the concern that companies which purchase more nonaudit services receive more lenient treatment from their auditors. 


For the purpose of achieving greater robustness, we also conduct several additional tests to extend the results.  First, we show that our results are substantially unchanged when we use a different measurement of discretionary accruals, and we use performance-adjusted discretionary current accruals (Ashbaugh et al., 2003) to control for the impact of firm performance in their estimation.  The empirical results show that audit services are negatively associated with earnings management, but also suggest that audit quality is improved only in the subsample under the threshold value.  Second, we apply our method to the Big Four audit firm sample, and find that the results are consistent with our main findings.  Third, we use different economic bonding variables as the threshold variables, with the ratio of total client fees to audit firm's total revenue and the ratio nonaudit fees from the client to audit firm's total revenue (Chung and Kallapur, 2003) used in place of our initial threshold variable (ratio of nonaudit services fees divided by total fees), and find that audit fees improves the audit quality in the subsample under the threshold value.  The results with regard to the post-SOX period show that when observations with the threshold variable are higher than the threshold value, companies which purchase more nonaudit services receive more lenient treatment from their auditors.  


The ultimate aim of SOX was to improve auditor independence, and the most contentious change was the prohibition of nonaudit services.  SOX transformed auditing from a self-regulated industry to one that is now directly controlled by the Public Company Accounting Oversight Board (PCAOB), and this has had a major impact on the auditing profession.  We document that the dramatically increased audit fees after SOX have not been not helpful to audit quality.  Specifically, the results reveal that reduced nonaudit fees have still lead to greater incentives to acquiesce to client demands, thus compromising auditor independence.  


The rest of this paper is organized as follows:  In section 2 we briefly review some empirical issues in the prior research.  Section 3 develops the research hypothesis.  In section 4, the methodology applied in this paper is discussed.  In section 5, we discuss the data sources, samples, and descriptive statistics.  Section 6 presents the empirical results, while section 7 offers the conclusions of this work. 

2. Prior literature


After the accounting scandals at the turn of the 21st century, regulators, market participants and scholars all focused their attention on whether or not the nonaudit services that auditors provide impair the quality of their work.  In SOX 201, some services were prohibited as being outside the scope of practice of auditors, including financial information systems design and implementation.
  The SEC’s concern that the growth in the provision of nonaudit services was compromising audit firm independence was based on the premise that the provision of such services increases the fees paid to the audit firm, thereby increasing its economic dependence on the client (Ashbaugh et al. 2003).  
After the SEC issued the Revision of the Commission's Auditor Independence Requirements, this rule required publicly traded firms to disclose all information about auditor fees (including audit and nonaudit fees) in proxy statements.  Studies could thus examine the issue of auditor independence and auditor fees, although the research results about nonaudit services and auditor independence are mixed.  There are two different approaches to explain the behavior of auditors, one of which focuses on economic dependence, as in DeAngelo work (1981), which suggested that economic rents arise because of auditor learning over time or switching costs imposed on the client.  Alternately, the other approach is based on concerns about auditor reputation (Reynolds and Francis, 2001; Chung and Kallapur, 2003; Ashbaugh et al., 2003).  These studies contend that even with the existence of economic bonding, the litigation cost and the potential reputation loss would prevent auditors compromising their independence.  
2.1. The Economic Bonding

Fankel et al. (2002) is one of the earliest studies of auditor independence and economic dependence, and it presented three complementary variables to examine whether audit fees are associated with earnings management and the market reaction to the disclosure of such fees.  Their data, collected from SEC files between February 2001 and June 2001, found a significant positive association between the purchase of nonaudit services and discretionary accruals, and a significant negative association between audit fees and the behavior of earnings management.  However, they found no association between the total fees paid and the earnings management indicator.  In conclusion, their results suggested that audit and nonaudit fees create different incentive effects.  Along similar lines, Krishnamurthy et al. (2006) documented that an auditor is more likely to compromise their independence when the expected revenues from future client relationships exceed the associated reputational loss, and when exercising independent judgment risks losing this revenue stream.  Thus, a strong economic bond between an auditor and their client can weaken independence.  They compiled a comprehensive sample of Arthur Andersen clients and investigated whether the decline in the auditor’s reputation affected the stock market’s perception of its audit quality.  The empirical results show that when Arthur Andersen’s indictment was announced, the market reaction was negative.  Importantly, when the provision of more nonaudit services made it more likely that auditor independence was impaired, the market reacted even more negatively.  Srinidhi and Gul (2007) provided evidence that nonaudit fees have a significant negative association with accrual quality, whereas there is a significant positive association between audit fees and accrual quality.  Their results suggest that nonaudit fees result in economic bonding and loss of audit quality, but audit fees result in higher accrual quality.  Sinha (2009) used Fortune 500 firms to investigate the issue of compromised independence when auditors provided nonaudit related services in 2000.  The main finding of this study is that Fortune 500 firms whose auditors provided substantial nonaudit related services tended to issue financial statements that had a higher propensity to violate GAAP.  However, Lim and Tan (2008) provided evidence that audit quality is contingent on auditor specialization.  They found that an increased level of nonaudit services is positively and significantly associated (not associated) with the incidence of going-concern opinions issued for clients audited by specialists (nonspecialists).

2.2. Concerns about Reputation
The other issue is reputation protection, which approaches the same topic from a different angle, and a number of studies have found that the provision of nonaudit services can increase auditors’ investment in reputational capital, which they are not likely to jeopardize to satisfy the demands of any one client (Reynolds and Francis, 2001; Chung and Kallapur, 2003; Ashbaugh et al., 2003).  Although these studies use different forms of analysis in evaluating the economic bond, looking at the local office level is able to analyze auditor incentives better, because the financial dependence of clients is interpreted more clearly at this level.  Reynolds and Francis (2001) indicated that auditors treat clients more rigorously when they examined the association between accruals and going concern opinion with the office-level analysis.  Specifically, they investigated auditor incentives within the individual practice offices of the Big Five accounting firms to examine whether auditors compromised their independence with large clients due to economic dependence, and they measured this dependence as being based on a client’s size.  They found that Big Five auditors reported more conservatively for large clients because they have greater litigation risk, and thus suggested that reputation protection is expressed in the reporting decisions of auditors, contrary to arguments in prior research (e.g., Frankel et al. 2002; Firth 1997).  Craswell et al. (2002) also found no evidence that client size has impact on office-level auditor reporting decisions.  

Audit quality has been widely measured by discretionary abnormal accruals in the literature.  Chung and Kallapur (2003) used the ratio of client fees and nonaudit fees divided by the audit firm’s U.S. revenues as a measure of client importance to investigate their association with abnormal accruals.  They did not find a statistically significant association between abnormal accruals and any of the client importance measures.  Similar to Frankel et al. (2002), Ashbaugh et al. (2003) used discretionary accruals as the surrogate variable for earnings management, but indicated that when they adjusted these for firm performance, there was no evidence that auditors violated their independence as a result of clients purchasing relatively more nonaudit services.  By using the latent class mixture models, Larcker and Richardson (2004) claimed that reputation concerns are the primary determinant of auditor behavior.  They found that there is a statistically positive association between the ratio of nonaudit fees to total fees, and that accrual behavior existed in 8.5% of their sample.  Auditors are thus less likely to allow abnormal accruals for firms on which they have the greatest financial dependence.

Unlike the above-mentioned papers, which use factors associated with earnings management, another alternative to using abnormal accruals to infer auditor behavior is to use the propensity of the auditor to issue a qualified opinion (DeFond and Francis 2005).  For example, DeFond et al. (2002) replaced auditor independence with auditors’ propensity to issue going concern audit opinions.  They used 1,158 distressed firms to examine whether nonaudit services threaten auditor independence, and found that there is no significant evidence to support concerns about economic dependence.  Their findings also showed there was no association between going concern opinions and either total fees or audit service fees.  Craswell et al. (2002) provided evidence that the level of auditor fee dependence does not affect auditor propensity to issue unqualified audit opinions.  These finding suggest that auditors appear to be willing to issue modified or qualified opinions irrespective of the economic importance of the client to the auditor.  Li (2009) analyzed a sample of financially distressed public client firms in 2001 (pre-SOX) and 2003 (post-SOX).  The empirical results indicated no statistically significant association between the audit fees, nonaudit fees, or total fees and going concern opinions in 2001.  However, in 2003 the results showed a positive association between audit (and total) fees and going concern opinions.

2.3. Results of Cross-country Research
Comparing cross-country research allows us to test the effects of different institutions, regulatory systems, legal systems and auditor liability on auditor behavior and audit quality.  A number of studies have examined these issues in countries other than the U.S. For example, Hay, Knechel and Li (2006) took the first step in investigating independence in New Zealand when an auditor carries out nonaudit services.  Their results showed that there is a positive relation between audit fees and nonaudit fees, and they also tested the relation between audit opinion and the level of nonaudit fees, with the results showing that there is no significant relation between audit qualification or modification of opinions and nonaudit fees.  Ferguson et al. (2004) contended that a particular client’s nonaudit service fees are associated with more discretionary accruals and the likelihood of restatement in U.K. firms.  Furthermore, Duh et al. (2009) investigated whether the provision of nonaudit services to audit clients impairs auditor independence, and whether independence improved after the Procomp scandal.  Using publicly disclosed fee data for the fiscal years 2003 and 2004 in Taiwan, they documented that the coefficient for the nonaudit fees ratio was negative and significant in 2003, but not in 2004. Their results were consistent with the notion that auditors make a tradeoff between gaining service fees and avoiding litigation and loss of reputation.  Finally, Chen et al. (2009) used partner-level data in China, and found that audit quality is lower when there is a greater level of auditor-client economic bonding.

3. Hypothesis Development


Auditors would weigh the costs of avoiding lawsuits and loss of reputation with the opportunity costs of losing the economic rents that may be associated with a particular audit engagement (Abbott et al. 2003).  If a particular client is more important, and thus can create greater economic dependence in an auditor firm, then the auditor firm has more incentive to acquiesce to client pressure, including pressure to allow earnings management.  However, after the passage of SOX, auditors have been more likely to resign from risky clients to mitigate the increased litigation risk and liability-related costs (Rama and Read, 2006).  Because of the ban on nine kinds of nonaudit services and the greater likelihood of litigation, it is unclear whether the economic bond between auditors and important clients outweighs the reputation and litigation risk in the post-SOX period.  DeFond and Francis (2005) suggest the wealth of research that used linear models, and fee dependence may occur only when fees reach some larger threshold, in which case a nonlinear formulation may be more appropriate.  Thus, if economic bonding is still the major factor that affects auditors' independence after the implementation of SOX, it is expected that auditors would be more lenient with regard to their economically influential clients beyond the tradeoff point between the litigation risk and economic importance.  The above argument leads to the following hypothesis (stated in the alternative form):

HYPOTHESIS 1.  Auditors would tolerate more discretionary accruals when the 
economic importance of clients goes beyond their threshold value of economic 
bonding.


Economic bonding is measured as the ratio of the individual client's nonaudit fees to the total fees.  An observed positive association between the nonaudit fees and absolute value of discretionary accruals would provide support for the economic theory.

4. Research Method

This section describes the methodology applied in this paper.  We apply the Modified-Jones model and panel threshold regression model to examine our hypothesis.
4.1. The Modified-Jones Model


Earnings management often focuses on the discretionary accruals used by the firm, therefore, as in previous studies, we use these as the proxy variable for audit quality (Frankel et al. 2002, Chung and Kallapur 2003, Ashbaugh et al. 2003, Larcker and Richardson 2004).  The Modified-Jones model was established by Dechow et al. (1995) to detect earnings management.  The results in Bartov et al. (2001) show that the Modified-Jones model provides the most powerful test of earnings management, so we use it to measure discretionary accruals.  This model estimates normal accruals as a function of the change in revenues minus receivables and the value of property, plant and equipment.  In the Modified-Jones model, nondiscretionary accruals are estimated during the event year (i.e., the year in which earnings management is hypothesized), as in equation (1).
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The estimates of firm-specific parameters are obtained from the original Jones Model, as shown in equation (2) in the estimation period:
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where: 
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 is the residual, which represents the firm-specific total discretionary accruals.  Based on the above we can obtain the discretionary accruals, as shown in equation (3):
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4.2. Panel Threshold Regression Model


Hansen (1999) developed a series of econometric techniques appropriate for a threshold regression model with panel data, and specified that individual observations can be divided into classes based on the value of an observed variable.  He derived an asymptotic distribution theory to construct confidence intervals for the threshold based on inverting the likelihood ratio statistic and assessed the statistical significance of the threshold effect.  The threshold variable which is used to split the sample into two groups should be an exogenous variable, and should be assumed to have a continuous distribution (Hansen, 1999).  The form of the panel threshold regression model is as shown in equations (4) and (5), or as specified in the following equation (6).
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where 
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Under the null hypothesis, the threshold 
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where 
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If the threshold effect is significant, then we test if the estimated 
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where 
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There is a single threshold in equation (6), in some application there may be multiple thresholds, as in equation (9):
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where 
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If F1 rejects the null hypothesis of no threshold, we need a further test to discriminate between one and two thresholds.  The approximate likelihood ratio test of one versus two thresholds can be based on the following statistic
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The hypothesis is supported if one threshold is rejected in favor of two thresholds if 
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 is significant.  If double thresholds cannot be rejected, the confidence intervals for the two threshold parameters, 
[image: image55.wmf](

)

12

,

gg

, can be constructed in the same way,





[image: image56.wmf](

)

(

)

(

)

222

2

2

ˆ

ˆ

rrr

r

SS

LR

gg

g

s

-

=









(12)

where 
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 is the minimizing sum of squared errors from the second-stage threshold estimate.   
4.3. Regression Model and Variable Definitions

Consistent with the previous research, we use the multivariate regression below to address our research question.
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where:

ABSDACC
= the absolute value of discretionary accruals;
AUDVAR
= the alternative specifications of the fee variables, (1) RANKTOT, or

(2) RANKNON and RANKAUD;

RANKTOT
= percentile rank of total fees, by auditor;

RANKNON
= percentile rank of nonaudit fees, by auditor;

RANKAUD
= percentile rank of audit fees, by auditor;

CFO

  
= cash from operations, deflated by average total assets;

ABSCFO

= absolute value of cash from operations, deflated by average total assets;

ACC
= total accruals, equal to net income minus cash from operations, deflated by average total assets;

ABSACC
= absolute value of total accruals, equal to net income minus cash from 



operations, deflated by average total assets;

LEVERAGE
= ratio of total liabilities to total assets;

GROWTH
= market to book ratio;

LOGMVE
= natural log of the market value of equity;

INST

= percentage of shares held by institutions;

ROA

= net income divided by average total assets;

FEERATIO
= ratio of nonaudit fees to total fees, the threshold variable;
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= error term.

The following specifications of auditor fees developed by Frankel et al. (2002) are also used in this paper: the percentile rank, by auditor, of the amount of nonaudit fees (RANKNON) and audit fees (RANKAUD) which can capture the clients’ financial importance to auditors.  The total fees is a more appropriate measure of the economic dependence of the auditor on a client, so the percentile rank, by auditor, of the amount of total fees disclosed by each firm (RANKTOT) is included in our analysis.  The percentile rank of RANKNON, RANKAUD and RANKTOT are given as a rank of 100(1) for firms in the highest (lowest) percentile.  FEERATIO is defined by the ratio of nonaudit fees to total fees, and this is our threshold variable as the result is continuous and exogenous.  The best measure of managing earnings is the unsigned (absolute) value of accruals (Francis et al., 1999), as a result, our dependent variable is the absolute value of discretionary accruals (ABSDACC), which is used to measure the effect of income-increasing and income-decreasing earnings management.  
The same as Frankel et al. (2002), we include these variables to measure firm performance and all of them are deflated by average total assets: cash from operations (CFO), the absolute value of cash from operations (ABSCFO), total accruals (ACC), and its absolute value (ABSACC).  We also use return on assets (ROA), which is defined as net income divided by average total assets and the ratio of total liabilities to total assets (LEVERAGE) to control for companies’ financial conditions.  The market-to-book ratio is the proxy variable for growth and its natural log one, and INST is the proxy variable for institutional ownership.  
5. Data and Descriptive Statistics

This section presents our sample selection procedure and the description of statistics.
5.1. Sample Selection

We summarize the sample selection in Table 1, and our initial samples are identified in the auditor fee database of Audit Analytics, which contains all the fees data disclosed by SEC registrants in electronic filings since January 1, 2001.   As in Frankel et al. (2002), we exclude financial institutions (SIC codes 6000-6999) from the group of sample firms.  Since the SEC has prohibited auditor firms from providing nine kinds of nonaudit services for their clients since 2003, such as financial information systems design and implementation related services (FISDI Fees), we use the post-SOX data without FISDI Fees to investigate the effect of the prohibition.  Because the threshold regression models are designed for balanced panels, we took the subset of 1,953 firms which are observed for the years 2003-2005, and 128 firms are observed from 2003-2007.   

【Insert Table 1 here】

5.2. Descriptive Statistics 


Table 2 presents the descriptive statistics for the sample firms based on the variables used in subsequent regressions.  In 2003-2005, the FEERATIO is 22.8 percent, but it is below 20 percent for 2003-2007.  However, the mean values of RANKTOT and RANKAUD in the period 2003-2007 are higher for those in the other period.  The mean values of ABSDACC show that the absolute value of discretionary accruals calculated by the Modified-Jones model in 2003-2007 is 12.4 percent, which is higher than in the other periods.   Moreover, the mean value of CFO is negative since 2003-2007. 

【Insert Table 2 here】
Table 3 provides data about the fees in our sample.  Mean (median) nonaudit fees are $553,391 ($117,880) and the mean (median) value of total fees is $2,104,492 ($754,494) in the 2003-2005 period.  The mean values of total fees are $2,332,104 and the mean nonaudit fees are 546,581 in the 2003-2007 periods.
The mean audit fees are $1,551,101 and $1,785,522 which are the largest amount in the composition of total fees in the 2003-2005 and 2003-2007 periods.    The main revenue for auditors in the post-SOX period is audit fees (about 70 percent of total fees), and our data suggest that these have increased dramatically (Asthana et al. 2009).  This increase in audit fees in the post-SOX period of our results is consistent with other findings in the recent literature (Ettredge et al. 2007; Li 2009).  

【Insert Table 3 here】

Table 4 shows the correlation tables for the independent and dependent variables from 2003-2005.  The results indicate that FEERATIO is highly positively correlated with RANKNON, while ABSDACC is negatively correlated with RANKTOT, RANKAUD and RANKNON for the Pearson and Spearman correlation.  We also test the variance inflation factor (VIF), and the highest in the regressions is 3.16 in 2003-2005, and 6.5 in 2003-2007, showing that there is no problem with multicollinearity in these results.

【Insert Table 4 here】

6. Empirical Results
6.1. The Results of Linear Regression Models for Post-SOX Periods


As similar with previous research, we use linear regression models to examine the relation between earnings management and auditor fees first, Table 5 reports the summary statistics for the discretionary accrual in post-SOX period.  Our results show that RANKTOT and RANKNON are negative and significant in linear regression models in the 2003-2005 period, the coefficients of RANKTOT and RANKNON are also negative significantly in the 2003-2007 period.  It reveals that more auditor service decreases earnings management behavior in the post-SOX period, our results are consistent with the view that auditors report more conservatively for avoiding litigation costs and for protecting their reputations in the post-SOX period (Li 2009). 
【Insert Table 5 here】
6.2. The Results of Nonlinear Regression Models for Post-SOX Periods

    If economic bonding is the primary factor that influences auditor independence, then auditors will not jeopardize their independence with regard to all of their clients, because not all of them have the same level of economic importance.  Auditors are concerned about protecting their reputations, moreover, auditor firms also have other incentives to protect their reputations and minimize their litigation risk.  There are thus numerous factors are at play when they consider whether to compromise their independence or not.  

In order to find the tradeoff point between reputation protection and economic bonding, we apply the panel threshold regression model (Hansen, 1999) to investigate whether there was a structural change in the relation between auditor behavior and discretionary accruals.  As mentioned in section 4, we use FEERATIO as the threshold variable, and test if the threshold value is significant.  The p-value is obtained by bootstrapping 300 times, and there is a structural change if it is significant.  We thus find the structural changes in each period, and the threshold effects are summarized in Table 6.  We find that the test for a single threshold is significant (p-value=0.05) when FEERATIO is 0.185584, and the test for a double threshold is also strongly significant with a bootstrap p-value of 0.08 when FEERATIO is 0.190323 in 2003-2005.  On the other hand, the test results for a single threshold are significant with a bootstrap p-value of 0.01 and the threshold value is reached when FEERATIO equals 0.197239, while the second threshold is when FEERATIO equals 0.298917 with p-value of 0.04 in the years 2003-2007.  

【Insert Table 6 here】

The test results shown in Table 7 are used to examine whether there was a nonlinear relationship between discretionary accruals as a proxy variable of earnings management and auditor fees for 2003-2005.  Based on equation (6), each subsample is divided by FEERATIO, using its threshold value from Table 6.  
If the nonaudit services and the economic bond which caused by the auditor fees dominates the reputation and litigation effects, the coefficients of RANKNON and RANKTOT should be positive.  As there are only 128 observation firms in the post-SOX period (2003-2007), we also test the sample from 2003-2005 in the post-SOX period.  There are 1,953 observation firms in this post-SOX period, and the results of the threshold effect test show that there are two thresholds when FEERATIO=0.185584 (p-value=0.05) and FEERATIO=0.190323 with p-value=0.08.  The regression results are shown in Table 7, and RANKNON and RANKTOT are positive significantly when FEERATIO is higher than 0.190323.  These results suggest that auditors report favorably when clients purchase more nonaudit services.  The coefficients of RANKAUD are not significant in this period.

【Insert Table 7 here】

  Table 8 presents the results of estimating the regressions in 2003-2007, and according to Table 6 there are two thresholds in this period.  The estimates are 0.197239 and 0.298917, and thus the sample is divided into three subsamples.  The associations between RANKTOT are not significant, and the results indicate that the composition of the payments made to the auditor is relevant, but the total amount of fees is not (Frankel et al., 2002; Ashbaugh et al., 2003; Chung and Kallapur 2003).  The coefficient of RANKAUD in the FEERATIO<=0.197239 regression is negative and significant, suggesting that audit fees are only related to less earnings management in this subsample.  RANKTOT, RANKNON and RANKAUD are not significant in the subsample of 0.197239<FEERATIO<=0.298917, but RANKNON is positive and significant (p-value=0.002) in the FEERATIO>0.298917 regression, and this suggests that firms which purchase more nonaudit services are more likely to have their earnings management behavior tolerated.  In addition, audit services do not improve audit quality in this subsample.  This suggests that economic bonding is more important in this subsample, and the cost of potential lawsuits and loss of reputation do not outweigh the economic rents.

【Insert Table 8 here】

6.3. Additional Analyses

In this section, we report the results of a series of additional tests.

6.3.1. Different measure of discretionary accruals


Since Ashbaugh et al. (2003) indicate that the discretionary accrual measure used by Frankel et al. (2002) does not account for the impact of performance on accruals, and our additional test in Table 9 uses the same measure as in Ashbaugh et al. (2003) to investigate the sensitivity of our results to research design choices.  They measured performance-adjusted discretionary current accruals (PADCA) as the difference between a firm's estimated discretionary current accruals and the median discretionary current accruals from an industry- and performance-matched portfolio.  We used the absolute value of performance-adjusted discretionary current accruals (PADCA) as our dependent variable, and the threshold value test shows that there is one threshold when FEERATIO=0.474688 with p-value=0.02.    The results in Table 9 for RANKNON indicate that nonaudit services are positively associated with the absolute value of performance-adjusted discretionary accruals in the FEERATIO>0.474688 regression,  suggesting that provision of more nonaudit services may cause auditors to compromise their independence in order to retain clients.  In addition, the coefficients of RANKAUD are negative and significant from 2003-2007.

【Insert Table 9 here】


Table 10 investigates the relation between the absolute value of performance-adjusted discretionary current accruals and auditor fees for the sample from 2003-2005.  The threshold value test results show that there is one threshold when FEERATIO=0.546899 (p-value=0.001).  The coefficients of RANKTOT and RANKAUD in the FEERATIO<=0.546899 regressions are significantly negative, and this shows that providing audit services improve audit quality in this subsample.  These results are consistent with our main finding that auditors were more lenient when clients purchased more nonaudit services in the post-SOX period, which implies more discretion to manage earnings when the FEERATIO of clients is beyond the threshold value.  

【Insert Table 10 here】

6.2.2. Sample for Big-Four auditors


Prior research contended that larger auditors are less likely to acquiesce to client pressure than non-Big Five ones (Francis et al. 1999), and that larger auditors voluntarily provide higher levels of audit quality (DeFond and Francis, 2005).  We thus investigate the relation between the Big Four
 and their clients when the absolute value of performance-adjusted discretionary current accruals is the dependent variable since 2003-2005, the post-SOX period.  The threshold test is significant (p-value=0.04) when FEERATIO=0.554748.   Table 11 shows that RANKTOT and RANKAUD are negative and significant in the subsample of FEERATIO<=0.554748, which implies that audit fees only reduce the earnings management under certain circumstances.  

【Insert Table 11 here】

6.2.3. Different measures of client importance


In order to complete the empirical results of our test, we use different measures of client importance as our threshold variables.  As in prior research, we use the ratio of fees from a client to an audit firm's total revenues as our proxy for client importance (Chung and Kallapur, 2003).  We also use another proxy for auditor incentives to compromise independence, which is the ratio of client nonaudit fees to the total U.S. revenues of the audit firm.  TOTALRATIO
 is defined as the ratio of total client fees to audit firm's total revenue, and NONRATIO
 is defined as the ratio nonaudit fees from the client to audit firm's total revenue.  Table 12 presents the results of regression when TOTALRATIO is the threshold variable from 2003-2007.  There is one threshold value in this sample, and the coefficient of RANKAUD is only significantly negative when TOTALRATIO<=0.023726.
【Insert Table 12 here】


We use NONRATIO as another threshold variable, and the empirical results are shown in Table 13.  Table 13 presents the results of sample from 2003-2007, in which RANKAUD is only significantly negative when NONRATIO<=8.370326.  The results are the same as in Table 12, and audit services only reduce the absolute value of discretionary accruals in the sample which is under the threshold value.  The results are consistent our main findings, and show that there are structural changes between fees and earnings management, and that companies paying higher levels of nonaudit fees are more likely to have abnormal accruals.  

【Insert Table 13 here】

7. Conclusions



The purpose of our study is to discover at what extent of economic bonding would an auditor compromise their independence.  We use the panel threshold regression model (Hansen 1999) to examine this issue, and obtain new evidence to explain the association more accurately.  In addition, it is important to examine the association between fees and auditor independence after the Sarbanes-Oxley Act (SOX) was implemented in 2002 (Li, 2009).  We thus examine the impact of SOX on auditor independence and services provided by auditors in post-SOX periods, examining the relation between discretionary accruals which are calculated by the Modified-Jones model as a proxy variable for earnings management and auditor fees.  The results of this paper suggest that nonaudit services are associated with earnings management only when FEERATIO is higher than the threshold value in the post-SOX period.  Specifically, this independence is compromised when the nonaudit fees ratio is higher than the threshold value, which means the opportunity cost of losing the economic rents is higher than the potential litigation and reputation costs.  Our results support the notion that financial dependence would cause auditors to jeopardize their independence and report leniently to retain valuable clients (Reynolds and Francis, 2001). 


The Ernst & Young case is an accounting scandal after the implementation of SOX,  Ernst & Young is one of the Big Four auditor firms behind Deloitte and PwC by revenue, the FEERATIO of Ernst & Young is about 0.41 from 2003-2007 which is over our threshold value (FEERATIO=0.298917), and according to our empirical results, auditors would report more leniently in this subsample.  It was expected that greater auditor independence would lead to improvements in the accuracy of audits due to the greater scrutiny of the accounting profession after the implementation of SOX.  Unfortunately, since auditor firms are profit-making enterprises, they do not necessarily pursue integrity at the expense of greater earnings.  Although audit fees have become the main source of revenue for auditors in the post-SOX period, nonaudit services still can impair audit quality.         


This paper extends and reinforces the growing literature on auditor independence and nonaudit services.  We view this issue in a different light from previous papers, and use sample years in post-SOX period to demonstrate that there has been a structural change between discretionary accruals and nonaudit fees.  To the best of our knowledge, this is the first paper using the panel threshold regression model to identify the relationship between economic dependence and reputation protection.     The contribution of this paper is that we provide compelling answers to questions in the literature about the structural changes and nonlinear relation between auditor independence and the services which the auditor provides, thus resolving the current inconclusive findings as to whether nonaudit fees impair auditor independence.  There are several limitations of this paper, the first one is that we only use the sample period since 2003-2007, because we have no access to get the data since 2008.  Thus, we hope the future research could extend the data period to examine this issue more specifically.  Secondly, due to the design limitation of panel threshold regression model, we could only use balanced panel data.  But this data selection procedure makes us loss many observation firms, as a result, we suggest that future research could examine this issue by different research method which can use the unbalanced data to get more observation firms to examine the nonlinear relationship between auditor fees and auditors independence. 
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	TABLE1

	Sample Selection
	Observations

	The audit fee data from Audit Analytics
	102,244

	
	

	Less: Financial institutions (SIC codes 6000-6999)
	(41,256)

	
	

	     Missing auditor fee data
	(1,182)

	
	

	Less: Observations not available on Compustat
	(42,121)

	
	

	Observations for balanced panel data:
	

	
	

	Sample in post-SOX period: 1,953 firms which are observed for the  

  years 2003-2005

	5,859

	Sample in post-SOX period: 128 firms which are observed for the 

  years 2003-2007
	640


	TABLE2

	Descriptive Statistics for Dependent and Independent Variables

	
	Year: 2003-2005 
n=5,859
	Year: 2003-2007

n=640

	Variable
	Mean
	Median
	Mean
	Median

	ABSDACC
	0.104
	0.062
	0.124
	0.070

	DACC
	-0.021
	-0.036
	-0.018
	-0.034

	FEERATIO
	0.228
	0.190
	0.195
	0.158

	RANKTOT
	55
	57
	60
	63

	RANKNON
	54
	55
	54
	55

	RANKAUD
	57
	59
	62
	67

	CFO
	0.029
	0.074
	-0.020
	0.055

	ABSCFO
	0.151
	0.103
	0.175
	0.103

	ACC
	-0.072
	-0.051
	-0.069
	-0.049

	ABSACC
	0.101
	0.060
	0.125
	0.062

	LEVERAGE
	0.528
	0.470
	0.581
	0.477

	GROWTH
	1.969
	1.228
	2.234
	1.275

	INST
	0.203
	0.200
	0.155
	0.103

	ROA
	-0.063
	0.032
	-0.112
	0.021



ABSDACC=the absolute value of discretionary accruals.


DACC=the value of discretionary accruals.


FEERATIO=ratio of nonaudit fees to total fees


RANKTOT=percentile rank of total fees, by auditor


RANKNON=percentile rank of nonaudit fees, by auditor


RANKAUD=percentile rank of audit fees, by auditor


CFO=cash from operations, deflated by average total assets


ABSCFO=absolute value of cash from operations, deflated by average total assets


ACC=total accruals, equal to net income minus cash from operations, deflated by average total assets


ABSACC=absolute value of total accruals, equal to net income minus cash from operations, deflated 


  

  by average total assets


LEVERAGE=ratio of total liabilities to total assets


GROWTH=market value of equity


LOGMVE=natural log of market value of equity


INST=percent of shares held by institutions


ROA=net income divided by average total assets

	TABLE 3

	Descriptive Statistics of Auditor Fees in Post-SOX Periods

	
	Year: 2003-2005

       n=5,859
	Year:2003-2007

         n=640

	Variable
	Mean
	Median
	Mean
	Median

	Audit Fees
	1,551,101
	557,745
	1,785,522
	560,000

	Audit Related Fees
	200,209
	25,583
	238,257
	16,563

	FISDI Fees
	0
	0
	0
	0

	Benefit Plan Related Fees
	1,283
	0
	271
	0

	Tax Related Fees
	316,360
	52,610
	232,760
	30,833

	Other/Misc Fees
	35,539
	0
	75,293
	0

	Total Non Audit Fees
	553,391
	117,880
	546,581
	84,212

	Total Fees
	2,104,492
	754,494
	2,332,104
	689,100


Audit fees=Consists of all fees necessary to perform the audit or review in accordance with GAAS.  


This 
category may also include services that generally only the independent accountant 
reasonably 
can provide, such as comfort letters, statutory audits, attest services, consents and 
assistance with and 
review of documents filed with the SEC.

Audit Related Fees=In general these are assurance and related services (e.g., due diligence services) 
that 
traditionally are performed by the independent accountant.  More specifically, these services would 
include, among others: employee benefit plan audits, due diligence related to mergers and acquisitions, 
accounting consultations and audits in connection with acquisitions, internal control reviews, attest 
services that are not required by statute or regulation and consultation concerning financial accounting 
and reporting standards.

Benefit Plan Related Fees=In general these fees compose part of the total audit related fee number. In 
cases where the registrant itemizes their audit related fees and discloses the fees associated with 

benefit plan audits, the benefit plan fees are subtracted from the total audit related fees and entered 
under this field.

FISDI Fees=Financial information systems design and implementation related fees.  Currently the 
principal accountant is prohibited from such services.  With the implementation of SEC Rule 

33-8183 these fees now are a component of Other Fees.

Tax Related Fees=Typically this category would include fees for tax compliance, tax planning, and tax 
advice. Tax compliance generally involves preparation of original and amended tax returns, 
claims 
for refund and tax payment-planning services. Tax planning and tax advice encompass a 
diverse range 
of services, including assistance with tax audits and appeals, tax advice related to mergers and 
acquisitions, employee benefit plans and requests for rulings or technical advice from taxing authorities. 
This category would not capture those services related to the audit.

Other_Misc Fees=All other auditor fees. Note that prior to the implementation of SEC Rule 33-8183 
this 
category included tax related fees and audit related fees.

Total Non Audit Fees=The sum of Audit Related Fees, Benefit Plan Related Fees, FISDI Fees, Tax 


Related Fees and Other_Misc Fees.

Total Fees=The sum of Audit Fees and Total Non Audit Fees. Rows in which the total fees are zero for 

a particular year were due to the registrant disclosing an auditor as having been engaged as their 
independent accountants for the year, yet not disclosing the corresponding auditor fees.


	Table 4

	Pearson and (Spearman) Correlation Tables

	Correlation coefficients for Pearson and (Spearman) above (below) the Diagonal

	
	ABSDACC
	DACC
	FEERATIO
	RANKTOT
	RANKNON
	RANKAUD
	CFO
	ABSCFO
	ACC
	ABSACC
	LEVERAGE
	GROWTH
	INST
	ROA

	ABSDACC
	
	0.298
	-0.060
	-0.162
	-0.145
	-0.153
	-0.271
	0.307
	-0.159
	0.282
	0.153
	0.264
	-0.120
	-0.227

	DACC
	-0.317
	
	-0.011*
	0.009*
	0.001*
	0.011*
	-0.076
	0.005*
	0.102
	0.006*
	0.024
	0.123
	0.050
	-0.01*

	FEERATIO
	-0.066
	0.008*
	
	0.062
	0.577
	-0.150
	0.074
	-0.049
	0.016*
	-0.036
	-0.010*
	-0.030
	0.060
	0.031

	RANKTOT
	-0.195
	0.045
	0.111
	
	0.739
	0.968
	0.169
	-0.145
	0.041
	-0.072
	0.081
	-0.127
	0.387
	0.110

	RANKNON
	-0.164
	0.038
	0.664
	0.744
	
	0.592
	0.145
	-0.114
	0.024
	-0.052
	0.061
	-0.090
	0.280
	0.081

	RANKAUD
	-0.190
	0.042
	-0.080
	0.969
	0.599
	
	0.161
	-0.137
	0.042
	-0.072
	0.082
	-0.123
	0.388
	0.108

	CFO
	-0.054
	-0.134
	0.115
	0.166
	0.166
	0.154
	
	-0.734
	0.361
	-0.478
	-0.523
	-0.536
	0.237
	0.713

	ABSCFO
	0.270
	-0.158
	-0.045
	-0.153
	-0.121
	-0.143
	0.371
	
	-0.491
	0.577
	0.581
	0.673
	-0.145
	-0.653

	ACC
	-0.229
	0.481
	0.004*
	0.053
	0.035
	0.050
	-0.255
	-0.329
	
	-0.849
	-0.573
	-0.437
	0.090
	0.687

	ABSACC
	0.426
	-0.319
	-0.049
	-0.127
	-0.098
	-0.121
	0.101
	0.335
	-0.717
	
	0.606
	0.500
	-0.156
	-0.691

	LEVERAGE
	-0.099
	-0.142
	0.032
	0.325
	0.244
	0.328
	-0.047
	-0.128
	-0.113
	0.075
	
	0.464
	-0.071
	-0.618

	GROWTH
	0.209
	0.124
	-0.026
	-0.189
	-0.141
	-0.190
	0.099
	0.494
	-0.025
	0.096
	-0.474
	
	-0.102
	-0.647

	INST
	-0.146
	0.074
	0.089
	0.391
	0.282
	0.394
	0.276
	-0.037
	0.046
	-0.155
	0.007*
	0.016*
	
	0.172

	ROA
	-0.149
	0.177
	0.093
	0.179
	0.167
	0.169
	0.749
	0.176
	0.299
	-0.202
	-0.133
	0.176
	0.269
	


*Denotes a significant level>0.10.  All other coefficients are significant at the 0.10 level or below.

	TABLE 5

	Summary Statistics from Discretionary Accruals Regressions

	Linear Regression Models
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	        Year:2003-2005 
	         Year:2003-2007 

	Variable
	Model 1
	Model 2
	Model1
	Model2

	INTERCEPT
	0.119 
	0.122
	0.141
	0.148

	
	(<.0001)
	(<.0001)
	(<.0001)
	(<.0001)

	RANKTOT
	-0.0003 
	
	-0.001
	

	
	(0.0002)
	
	(0.084)
	

	RANKNON
	
	-0.0002
	
	-0.0002

	
	
	(0.001)
	
	(0.379)

	RANKAUD
	
	-0.0001
	
	-0.001

	
	
	(0.177)
	
	(0.075)

	CFO
	-0.027 
	-0.026
	0.062
	0.060

	
	(0.014)
	(0.017)
	(0.188)
	(0.203)

	ABSCFO
	0.092 
	0.092
	0.142
	0.137

	
	(<.0001)
	(<.0001)
	(0.000)
	(0.001)

	ACC
	0.131 
	0.131
	0.090
	0.091

	
	(<.0001)
	(<.0001)
	(0.034)
	(0.032)

	ABSACC
	0.225 
	0.225
	0.100
	0.101

	
	(<.0001)
	(<.0001)
	(0.001)
	(0.001)

	LEVERAGE
	-0.011 
	-0.011
	-0.019
	-0.017

	
	(<.0001)
	(<.0001)
	(0.100)
	(0.124)

	GROWTH
	0.004 
	0.004
	-0.002
	-0.002

	
	(<.0001)
	(<.0001)
	(0.327)
	(0.319)

	LOGMVE
	-0.005 
	-0.005
	0.003
	0.004

	
	(<.0001)
	(<.0001)
	(0.523)
	(0.324)

	INST
	0.021 
	0.019
	-0.141
	-0.141

	
	(0.153)
	(0.179)
	(0.007)
	(0.008)

	ROA
	0.014 
	0.014
	-0.053
	-0.053

	
	(0.012)
	(0.014)
	(0.137)
	(0.137)

	R2
	0.157
	0.158
	0.121
	0.124

	Adj-R2
	0.156
	0.157
	0.171
	0.190

	n
	5,859
	5,859
	640
	640


NOTE:
 (1).The values in parentheses are p-values.    (2). All variables are defined as Table 2.
	TABLE 6

	Test for Threshold Effects

	Panel A: Sample from 2003-2005

	Test for single threshold

	 Threshold estimate
	0.185584

	 P-value
	0.05

	
	

	Test for double threshold
	

	 Threshold estimate                                            
	0.190323

	 P-value         
	0.08

	
	

	Panel B: Sample from 2003-2007
	

	Test for single threshold
	

	 Threshold estimate
	0.197239

	 P-value
	0.01

	
	

	Test for double threshold
	

	 Threshold estimate
	0.298917

	 P-value
	0.04

	
	


Note: (1). P-values obtained by 300 bootstrap replications.

     (2). Threshold variable is the FEERATIO which defined as nonaudit services fees divided by total fees.
	TABLE 7

	Summary Statistics from Discretionary Accruals Regressions

	Sample from 2003-2005
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	Feeratio≦0.185584
	0.185584<Feeratio≦0.190323
	Feeratio>0.190323

	Variable
	Model 1
	Model 2
	Model 1
	Model 2
	Model 1
	Model 2

	
	
	
	
	
	
	

	RANKTOT
	0.0002
	
	0.0001
	
	0.0004
	

	
	(0.253)
	
	(0.937)
	
	(0.019)
	

	RANKNON
	
	0.0001
	
	-0.0007
	
	0.0003

	
	
	(0.401)
	
	(0.597)
	
	(0.040)

	RANKAUD
	
	0.0002
	
	0.00003
	
	0.0002

	
	
	(0.262)
	
	(0.979)
	
	(0.129)

	CFO
	0.028
	0.0284
	-0.759
	-0.817
	0.120
	0.120

	
	(0.157)
	(0.156)
	(0.051)
	(0.046)
	(<.0001)
	(<.0001)

	ABSCFO
	0.058
	0.0583
	-0.0003
	0.052
	0.029
	0.029

	
	(0.004)
	(0.004)
	(0.999)
	(0.837)
	(0.220)
	(0.216)

	ACC
	0.123
	0.123
	-0.718
	-0.769
	0.159
	0.158

	
	(<.0001)
	(<.0001)
	(0.059)
	(0.052)
	(<.0001)
	(<.0001)

	ABSACC
	0.2138
	0.214
	0.089
	0.065
	0.195
	0.194

	
	(<.0001)
	(<.0001)
	(0.691)
	(0.776)
	(<.0001)
	(<.0001)

	LEVERAGE
	0.004
	0.004
	0.168
	0.180
	0.040
	0.0405

	
	(0.484)
	(0.483)
	(0.231)
	(0.197)
	(<.0001)
	(<.0001)

	GROWTH
	-0.002
	-0.002
	0.024
	0.024
	-0.003
	-0.003

	
	(0.334)
	(0.333)
	(0.001)
	(0.001)
	(0.105)
	(0.092)

	LOGMVE
	0.021
	0.021
	0.011
	0.012
	0.010
	0.01

	
	(0.001)
	(0.001)
	(0.789)
	(0.783)
	(0.071)
	(0.061)

	INST
	-0.03
	-0.03
	0.439
	0.451
	-0.081
	-0.077

	
	(0.542)
	(0.539)
	(0.236)
	(0.227)
	(0.030)
	(0.040)

	ROA
	0.0001
	0.0003
	0.461
	0.512
	-0.010
	-0.01

	
	(0.987)
	(0.976)
	(0.074)
	(0.057)
	(0.135)
	(0.147)

	R2
	0.054
	0.055
	0.366
	0.369
	0.059
	0.060

	Adj-R2
	0.051
	0.051
	0.256
	0.247
	0.057
	0.057

	n
	2862
	2862
	68
	68
	2929
	2929


NOTE:
 (1).The values in parentheses are p-values.    (2). All variables are defined as Table 2.
 (3).Threshold variable is the FEERATIO which defined as nonaudit services fees divided by 


total fees.

	TABLE 8

	Summary Statistics from Discretionary Accruals Regressions

	Sample in Post-SOX period (2003-2007)

	
[image: image62.wmf]012345

6789

ABSDACC=+AUDVAR+CFO+ABSCFO+ACC+ABSACC

                                       +

LEVERAGE+GROWTH+INST+ROA+

bbbbbb

bbbbe



	
	Feeratio≦0.197239
	0.197239<Feeratio≦0.298917
	Feeratio>0.298917

	Variable
	Model 1
	Model 2
	Model 1
	Model 2
	Model 1
	Model 2

	
	
	
	
	
	
	

	RANKTOT
	-0.001
	
	-0.0004
	
	0.00003
	

	
	(0.180)
	
	(0.478)
	
	(0.972)
	

	RANKNON
	
	-0.0001
	
	-0.001
	
	0.002

	
	
	(0.858)
	
	(0.958)
	
	(0.002)

	RANKAUD
	
	-0.001
	
	-0.0003
	
	-0.0004

	
	
	(0.080)
	
	(0.623)
	
	(0.437)

	CFO
	-0.130
	-0.134
	-0.018
	-0.020
	0.342
	0.306

	
	(0.042)
	(0.037)
	(0.894)
	(0.880)
	(0.034)
	(0.049)

	ABSCFO
	0.038
	0.037
	0.147
	0.137
	0.189
	0.288

	
	(0.410)
	(0.423)
	(0.241)
	(0.281)
	(0.152)
	(0.029)

	ACC
	-0.120
	-0.122
	-0.009
	0.002
	0.430
	0.423

	
	(0.029)
	(0.027)
	(0.924)
	(0.988)
	(0.001)
	(0.001)

	ABSACC
	-0.017
	-0.016
	0.098
	0.107
	-0.014
	0.005

	
	(0.638)
	(0.66)
	(0.113)
	(0.089)
	(0.869)
	(0.948)

	LEVERAGE
	0.068
	0.070
	0.114
	0.114
	-0.026
	-0.038

	
	(0.012)
	(0.01)
	(0.056)
	(0.058)
	(0.685)
	(0.531)

	GROWTH
	-0.001
	-0.001
	-0.014
	-0.014
	0.002
	-0.006

	
	(0.826)
	(0.820)
	(0.149)
	(0.145)
	(0.910)
	(0.687)

	LOGMVE
	0.018
	0.018
	0.061
	0.064
	-0.003
	-0.003

	
	(0.242)
	(0.249)
	(0.007)
	(0.005)
	(0.896)
	(0.861)

	INST
	-0.480
	-0.467
	-0.244
	-0.248
	-0.206
	-0.070

	
	(<0.0001)
	(0.0001)
	(0.125)
	(0.121)
	(0.196)
	(0.660)

	ROA
	0.152
	0.155
	0.000
	-0.005
	-0.290
	-0.282

	
	(0.002)
	(0.002)
	(0.998)
	(0.958)
	(0.001)
	(0.001)

	R2
	0.089
	0.093
	0.150
	0.157
	0.271
	0.330

	Adj-R2
	0.065
	0.066
	0.074
	0.073
	0.213
	0.271

	n
	383
	383
	121
	121
	136
	136


NOTE:
 (1).The values in parentheses are p-values.    (2). All variables are defined as Table 2.
 (3).Threshold variable is the FEERATIO which defined as nonaudit services fees divided by 


total fees.

	TABLE 9

	Summary Statistics from Discretionary Accruals Regressions

	Sample in Post-SOX period (2003-2007)
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	Feeratio<=0.474688
	Feeratio>0.474688

	Variable
	Model 1
	Model 2
	Model 1
	Model 2

	
	
	
	
	

	RANKTOT
	-0.001
	
	0.0013
	

	
	(0.105)
	
	(0.290)
	

	RANKNON
	
	0.0003
	
	0.0066

	
	
	(0.664)
	
	(0.002)

	RANKAUD
	
	-0.0013
	
	-0.0018

	
	
	(0.084)
	
	(0.081)

	CFO
	-0.544
	-0.5276
	3.061
	1.6661

	
	(0.008)
	(0.010)
	(0.268)
	(0.459)

	ABSCFO
	0.524
	0.5291
	0.272
	0.4605

	
	(<.0001)
	(<.0001)
	(0.599)
	(0.295)

	ACC
	-0.133
	-0.1150
	3.102
	1.7652

	
	(0.540)
	(0.598)
	(0.288)
	(0.459)

	ABSACC
	0.489
	0.4894
	-0.506
	-0.0696

	
	(0.001)
	(0.001)
	(0.149)
	(0.825)

	LEVERAGE
	0.094
	0.1057
	-0.733
	-0.5314

	
	(0.217)
	(0.171)
	(0.042)
	(0.077)

	GROWTH
	-0.006
	-0.0058
	-0.021
	-0.0482

	
	(0.524)
	(0.547)
	(0.600)
	(0.161)

	LOGMVE
	-0.022
	-0.0235
	0.031
	0.0470

	
	(0.345)
	(0.312)
	(0.624)
	(0.375)

	INST
	-0.091
	-0.0809
	-1.013
	0.4426

	
	(0.607)
	(0.648)
	(0.058)
	(0.465)

	ROA
	0.343
	0.3363
	-2.794
	-2.0982

	
	(0.045)
	(0.050)
	(0.308)
	(0.349)

	R2
	0.123
	0.124
	0.403
	0.609

	Adj-R2
	0.102
	0.101
	0.119
	0.394

	n
	424
	424
	31
	31


NOTE:
 (1).The values in parentheses are p-values.    (2). All variables are defined as Table 2.
 (3).Threshold variable is the FEERATIO which defined as nonaudit services fees divided by 


total fees.
 (4).The dependent variable ABSPADCA is defined as the absolute value of the difference 


between a 
firm's estimated discretionary current accruals and the median discretionary 


current accruals from an industry- and performance-matched portfolio.

	TABLE 10

	Summary Statistics from Discretionary Accruals Regressions

	Sample in Post-SOX period (2003-2005)
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	Feeratio<=0.546899
	Feeratio>0.546899

	Variable
	Model 1
	Model 2
	Model 1
	Model 2

	
	
	
	
	

	RANKTOT
	-0.001
	
	-0.0002
	

	
	(<.0001)
	
	(0.743)
	

	RANKNON
	
	0.00002
	
	0.0007

	
	
	(0.927)
	
	(0.206)

	RANKAUD
	
	-0.001
	
	-0.0002

	
	
	(<.0001)
	
	(0.645)

	CFO
	-0.870
	-0.871
	0.165
	0.217

	
	(<.0001)
	(<.0001)
	(0.541)
	(0.425)

	ABSCFO
	0.345
	0.345
	-0.353
	-0.343

	
	(<.0001)
	(<.0001)
	(0.014)
	(0.017)

	ACC
	-0.380
	-0.382
	0.270
	0.319

	
	(<.0001)
	(<.0001)
	(0.268)
	(0.194)

	ABSACC
	0.453
	0.453
	0.600
	0.604

	
	(<.0001)
	(<.0001)
	(<.0001)
	(<.0001)

	LEVERAGE
	0.123
	0.121
	0.178
	0.176

	
	(<.0001)
	(<.0001)
	(0.000)
	(0.000)

	GROWTH
	0.007
	0.007
	0.046
	0.043

	
	(0.037)
	(0.035)
	(<.0001)
	(0.000)

	LOGMVE
	-0.015
	-0.016
	-0.073
	-0.07

	
	(0.044)
	(0.040)
	(0.005)
	(0.007)

	INST
	0.012
	0.016
	0.018
	0.05

	
	(0.827)
	(0.767)
	(0.906)
	(0.742)

	ROA
	0.843
	0.844
	0.542
	0.499

	
	(<.0001)
	(<.0001)
	(0.008)
	(0.016)

	R2
	0.123
	0.122
	0.169
	0.175

	Adj-R2
	0.121
	0.120
	0.142
	0.145

	n
	4428
	4428
	315
	315


NOTE:
 (1).The values in parentheses are p-values.    (2). All variables are defined as Table 2.
 (3).Threshold variable is the FEERATIO which defined as nonaudit services fees divided by 


total fees.
 (4).The dependent variable ABSPADCA is defined as the absolute value of the difference 


between a 
firm's estimated discretionary current accruals and the median discretionary 


current accruals from an industry- and performance-matched portfolio.

	TABLE 11

	Summary Statistics from Discretionary Accruals Regressions

	Sample for Big Four Audit Firms from 2003-2005
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	Feeratio<=0.554748
	Feeratio>0.554748

	Variable
	Model 1
	Model 2
	Model 1
	Model 2

	
	
	
	
	

	RANKTOT
	-0.001
	
	0.0003
	

	
	(<.0001)
	
	(0.622)
	

	RANKNON
	
	-0.0001
	
	0.0007

	
	
	(0.635)
	
	(0.103)

	RANKAUD
	
	-0.001
	
	0.00004

	
	
	(<.0001)
	
	(0.908)

	CFO
	-0.602
	-0.602
	-0.375
	-0.353

	
	(<.0001)
	(<.0001)
	(0.138)
	(0.162)

	ABSCFO
	0.348
	0.348
	-0.154
	-0.146

	
	(<.0001)
	(<.0001)
	(0.194)
	(0.216)

	ACC
	-0.072
	-0.072
	-0.063
	-0.048

	
	(0.333)
	(0.335)
	(0.796)
	(0.844)

	ABSACC
	0.542
	0.543
	0.777
	0.774

	
	(<.0001)
	(<.0001)
	(<.0001)
	(<.0001)

	LEVERAGE
	0.065
	0.064
	0.039
	0.040

	
	(0.003)
	(0.004)
	(0.290)
	(0.273)

	GROWTH
	0.003
	0.003
	0.064
	0.062

	
	(0.447)
	(0.428)
	(<.0001)
	(<.0001)

	LOGMVE
	-0.009
	-0.01
	-0.068
	-0.063

	
	(0.272)
	(0.245)
	(0.001)
	(0.003)

	INST
	-0.017
	-0.017
	0.132
	0.166

	
	(0.737)
	(0.746)
	(0.272)
	(0.175)

	ROA
	0.521
	0.522
	0.725
	0.710

	
	(<.0001)
	(<.0001)
	(0.000)
	(0.000)

	R2
	0.097
	0.096
	0.316
	0.324

	Adj-R2
	0.095
	0.094
	0.289
	0.293

	n
	3613
	3613
	257
	257


NOTE:
 (1).The values in parentheses are p-values.    (2). All variables are defined as Table 2.
 (3).Threshold variable is the FEERATIO which defined as nonaudit services fees divided by 


total fees.
 (4).The dependent variable ABSPADCA is defined as the absolute value of the difference 


between a 
firm's estimated discretionary current accruals and the median discretionary 


current accruals from an industry- and performance-matched portfolio.

	TABLE 12

	Summary Statistics from Discretionary Accruals Regressions

	Sample from 2003-2007
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	TOTALRATIO<=0.023726
	TOTALRATIO>0.023726

	Variable
	Model 1
	Model 2
	Model 1
	Model 2

	
	
	
	
	

	RANKTOT
	-0.001
	
	-0.0001
	

	
	(0.196)
	
	(0.703)
	

	RANKNON
	
	0.0015
	
	0.0002

	
	
	(0.182)
	
	(0.533)

	RANKAUD
	
	-0.0019
	
	-0.0005

	
	
	(0.080)
	
	(0.140)

	CFO
	-0.162
	-0.1503
	-0.084
	-0.0876

	
	(0.326)
	(0.359)
	(0.153)
	(0.134)

	ABSCFO
	0.025
	0.0366
	0.044
	0.0436

	
	(0.853)
	(0.787)
	(0.243)
	(0.251)

	ACC
	0.086
	0.1360
	-0.123
	-0.1261

	
	(0.611)
	(0.426)
	(0.011)
	(0.009)

	ABSACC
	-0.032
	0.0134
	0.058
	0.0593

	
	(0.814)
	(0.924)
	(0.049)
	(0.044)

	LEVERAGE
	0.429
	0.4078
	0.034
	0.0379

	
	(<.0001)
	(<.0001)
	(0.106)
	(0.075)

	GROWTH
	-0.021
	-0.0221
	0.001
	0.0005

	
	(0.148)
	(0.121)
	(0.859)
	(0.874)

	LOGMVE
	0.072
	0.0767
	0.017
	0.0167

	
	(0.057)
	(0.044)
	(0.111)
	(0.110)

	INST
	-0.577
	-0.6010
	-0.367
	-0.3438

	
	(0.075)
	(0.062)
	(<.0001)
	(<.0001)

	ROA
	0.030
	0.0244
	0.096
	0.0985

	
	(0.712)
	(0.764)
	(0.058)
	(0.051)

	R2
	0.345
	0.359
	0.068
	0.073

	Adj-R2
	0.277
	0.284
	0.051
	0.053

	n
	105
	105
	535
	535


NOTE: (1).The values in parentheses are p-values.    (2). All variables are defined as Table 2.
       (3). We use TOTALRATIO (total fees from a client / audit firm's total revenue)*100 to 


be our threshold variable.
	TABLE 13

	Summary Statistics from Discretionary Accruals Regressions

	Sample in post-SOX period (2003-2007)
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	Nonratio<=8.370326
	Nonratio>8.370326

	Variable
	Model 1
	Model 2
	Model 1
	Model 2

	
	
	
	
	

	RANKTOT
	-0.001
	
	0.002
	

	
	(0.146)
	
	(0.512)
	

	RANKNON
	
	0.0002
	
	0.0004

	
	
	(0.603)
	
	(0.840)

	RANKAUD
	
	-0.0007
	
	-0.0014

	
	
	(0.062)
	
	(0.363)

	CFO
	0.035
	0.0322
	1.252
	0.4761

	
	(0.488)
	(0.526)
	(0.400)
	(0.786)

	ABSCFO
	0.051
	0.0522
	-0.190
	0.1124

	
	(0.206)
	(0.194)
	(0.609)
	(0.797)

	ACC
	0.034
	0.0310
	1.166
	0.6065

	
	(0.412)
	(0.461)
	(0.363)
	(0.683)

	ABSACC
	0.001
	0.0019
	0.957
	0.8012

	
	(0.966)
	(0.946)
	(0.214)
	(0.361)

	LEVERAGE
	0.071
	0.0721
	-0.048
	0.0477

	
	(0.002)
	(0.002)
	(0.817)
	(0.806)

	GROWTH
	-0.006
	-0.0058
	-0.049
	-0.0365

	
	(0.065)
	(0.075)
	(0.464)
	(0.642)

	LOGMVE
	0.025
	0.0239
	0.052
	0.0399

	
	(0.021)
	(0.028)
	(0.693)
	(0.793)

	INST
	-0.401
	-0.3823
	0.214
	-0.4578

	
	(<.0001)
	(<.0001)
	(0.900)
	(0.811)

	ROA
	-0.003
	0.0002
	-1.196
	-0.7936

	
	(0.922)
	(0.996)
	(0.360)
	(0.607)

	R2
	0.061
	0.063
	0.794
	0.814

	Adj-R2
	0.045
	0.046
	0.450
	0.406

	n
	624
	624
	16
	16


NOTE: (1).The values in parentheses are p-values.    (2). All variables are defined as Table 2.
      (3). We use NONRATIO (nonaudit fees from a client / audit firm's total revenue)*100 to 


be our threshold variable.
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� In Sox 201, nine kinds of services are prohibited, as follows: (1) Bookkeeping or other services related to the accounting records or financial statements of the audit client; (2) Financial information system design and implementation; (3) Appraisal or valuation services, fairness opinions, or contribution-in-kind reports; (4) Actual services; (5) Internal audit outsourcing services; (6) Management functions or human resources; (7) Broker or dealer, investment adviser, or investment banking services; (8) Legal services and expert services unrelated to the audit; (9) Any other services that the Board determines, by regulation, are impermissible.


� The Big Four auditors are PricewaterhouseCoopers (PwC), Ernst & Young (E&Y), Deloitte & Touche (DT) 


  and KPMG (KPMG).


� We use (total fees from a client / audit firm's total revenue)*100 to be our TOTALRATIO variable.


� We use (nonaudit fees from a client / audit firm's total revenue)*100 to be our NONRATIO variable.
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