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Auditor Reporting Decisions and Proximity to SEC Regional Offices 

 

Abstract 

We find that U.S. non-Big 4 audit offices located in cities with SEC regional offices issue 67 

percent more going concern opinions than those located in non-SEC cities. This is consistent with 

proximity to SEC offices making auditors more aware of SEC investigations for misconduct, 

including the consequences of failing to issue a going concern audit report when one is warranted. 

However, further analysis shows these nearby audit offices are less accurate and more likely to 

issue going concern opinions to clients who do not subsequently fail, indicating a conservative 

bias that reduces the informativeness of audit reports. This conservative reporting bias is also 

associated with higher audit fees and higher auditor switching rates. These findings are important 

because non-Big 4 firms have recently gained market share, currently auditing 40 percent of SEC 

registrants while issuing 81 percent of going concern audit reports. In contrast, proximity to SEC 

offices has no effect on reporting by Big 4, consistent with control systems creating more 

consistency in the audit reporting decision. 
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Auditor Reporting Decisions and Proximity to SEC Regional Offices 

1. Introduction 

We examine if geographical proximity to the closest regional office of the Securities and 

Exchange Commission (SEC) affects an auditor’s incentives to issue a going concern audit report 

to financially distressed clients. The SEC is charged with assuring high-quality financial reporting 

by listed companies and their auditors, with its investigative activities conducted primarily by its 

11 regional offices (Appendix 1). The SEC’s mandate includes oversight of SEC registrants and 

their auditors, with broad powers to punish misconduct including delisting, civil fines, and banning 

audit firms and individual auditors from the audits of SEC registrants.  

An important question is whether and how SEC enforcement activities affect auditor 

incentives and the quality of audits. A large body of research spanning several decades investigates 

a variety of factors that explain cross-sectional differences in audit outcomes, but little is known 

about the role of SEC enforcement and its effect on the incentives and behavior of auditors. Our 

paper addresses this void by investigating if geographical proximity to one of the SEC’s 11 

regional offices affects the audit outcome that is the auditor’s sole responsibility: namely, the audit 

report choice and decision to issue a going concern opinion.2  

Research on geographic proximity in financial economics finds that geographic closeness 

of economic agents can affect a wide range of economic behavior. For example, there is evidence 

that proximity reduces information asymmetry that in turn leads to better investment decisions 

                                                           
2 A large body of research examines the association between earnings quality and observable auditor characteristics 

in order to draw inferences about the quality of audits (Francis 2011; DeFond and Zhang 2014). A challenge in this 

literature is the difficulty in isolating auditor effects on earnings properties since financial statements are the primary 

responsibility of companies and their managers. In contrast, the auditor has sole responsibility for determining the 

audit report (going concern) decision. This judgment is not based on the client’s financial statements, per se, but rather 

the auditor’s assessment of whether the client is likely to continue operations for the next 12 months.   

 



 

 

 2 

(Coval and Moskowitz 2001; Ivković and Weisbenner 2005). However, while the geography 

literature documents a proximity effect on economic behavior, the consequences of closeness are 

not always positive.3 For example, there is evidence geographical proximity results in familiarity 

bias and investment inefficiency as demonstrated by the home country/local equity bias literatures 

(French and Poterba 1991; Coval and Moskowitz 1999; Huberman 2001).  

 Kedia and Rajgopal (2011) use the geographical proximity literature to motivate the 

analysis of SEC enforcement actions (Accounting and Auditing Enforcement Releases, hereafter 

AAERs) for corporate misreporting. Their primary analysis examines if closeness to SEC regional 

offices affects corporate incentives to misreport. Drawing on research in the economics of crime, 

they develop what they call the differentially informed criminal hypothesis which predicts that 

companies located closer to SEC regional offices are more aware of SEC enforcement practices 

and regulatory consequences because of their proximity, and therefore are less likely to commit a 

crime (misreport). In contrast, more distant companies are less familiar with SEC enforcement 

activities and are therefore more likely to misreport. As Kedia and Rajgopal put it (p. 260), “. . . 

firms that are well informed about the SEC’s enforcement activities [i.e., companies nearer SEC 

offices] are less likely to commit a violation.” Their evidence is consistent with the prediction: 

                                                           
3 In other geographic proximity research, Audretsch and Feldman (1996) and Audretsch and Stephan (1996) find that 

information transfers across firms are more likely with close geographic proximity; Malloy (2005) reports that analysts 

make more accurate forecasts for firms in closer proximity; and Uysal, Kedia, and Panchapagesan (2008) find that 

acquirer returns are higher for acquisitions of closer geographic proximity. Landier, Nair, and Wulf (2007) find that 

firms are more likely to lay off employees located farther from corporate headquarters because geographic distance is 

a barrier to effective monitoring, and John, Knyazeva, and Knyazeva (2011) find that geographically isolated firms 

pay higher dividends to mitigate agency conflicts arising from the negative effect of geographic distance 

on shareholders’ ability to monitor managers. In the accounting literature, Choi, Kim, Qiu, and Zang (2012) find that 

audit quality deteriorates as the distance between the auditor and client grows larger, which is consistent with greater 

information symmetry due to geographical distance.  
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companies headquartered closer to SEC regional offices are less likely to misreport compared to 

more distant companies as evidenced by fewer earnings restatements.4 

Our study builds on findings of Kedia and Rajgopal (2011) to investigate how the 

geography of SEC enforcement by the SEC’s 11 regional offices affects auditors’ reporting 

decisions. Specifically, we examine if auditors are more likely to issue a going concern audit report 

when the lead engagement office is close to a regional SEC office.5 As with corporate 

misreporting, audit offices near the SEC’s regional offices will be more aware of SEC 

investigations and more familiar with the consequences of enforcement actions for corporate and 

auditor misconduct, including the failure to issue a going concern report when one is warranted. 

In contrast, distant audit offices may not have this awareness and may under-estimate the 

regulatory consequences of issuing inappropriate clean audit reports. Consistent with the 

prediction, audit offices closer to SEC offices are more likely to issue going concern reports.6 On 

average, we find that non-Big 4 audit offices located in cities with SEC regional offices issue 67 

percent more going concern opinions than those located in non-SEC cities. We further expect a 

stronger effect for non-Big 4 audit offices than for Big 4 offices, because the national structure of 

the Big 4 is likely to result in firm-wide quality control systems that produce a uniform level of 

audit quality, irrespective of office location. As predicted the results for non-Big 4 offices are 

                                                           
4 For a sample of 132 enforcement actions from 1999 to 2005, they also document that SEC offices issue relatively 

more AAER’s to nearby companies. They call this the constrained cop hypothesis, which argues that the SEC’s 

constrained resources cause them to focus on geographically nearby companies (Pitt and Shapiro 1990). 
5 Even though there is no SEC requirement to do so, accounting firms issue audit reports on the letterhead of the local 

engagement office with primary administrative responsibility for the audit including report determination and 

coordination of work where other offices are involved ( Reynolds and Francis 2000; Francis and Yu 2009).   
6 Similar to Kedia and Rajgopal (2011), we also find that SEC offices are more likely to issue enforcement actions 

against nearby audit offices. Over our sample period 2001-2013, there 57 AAER’s issued against auditors. On average, 

the named audit offices were 76 kilometers from the closest SEC office, compared to an average distance of 223 

kilometers for other audit offices, the difference is significant at p < .05. A logistic regression yields the same result 

when regressing the presence of absence of an enforcement against audit offices in SEC cities versus other cities, after 

controlling auditor city size and audit office size (number of clients and total assets audited).  
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stronger. In fact, geographical location has no effect on going concern decisions by Big 4 audit 

offices. We further document the non-Big 4 results do not differ between offices of large national 

non-Big 4 firms and those of smaller regional non-Big 4 firms.  

The next analysis examines if audit office proximity to an SEC office affects the accuracy 

of going concern reports, as captured by how well going concern reports map to next-period 

bankruptcy. We find that closer proximity to an SEC regional office reduces the accuracy of non-

Big 4 going concern reports by increasing the likelihood that going concern reports are issued to 

clients that do not subsequently go bankrupt. This suggests the greater awareness of SEC 

enforcement induces non-Big 4 offices to over-react to SEC risk by over-reporting going concern 

problems in order to protect themselves in the event of an SEC investigation. This is consistent 

with the “availability” heuristic in which people over-estimate real risks based on their ability to 

readily bring to mind an example (Tversky and Kahneman 1973, 1974). In our setting, proximity 

to SEC offices will make it easier for the auditor to more readily bring to mind an example of SEC 

enforcement and its consequences, even though the baseline probability of an SEC investigation 

is fairly low. The availability bias leads to excessive precaution, and in our setting leads to 

unwarranted going concern opinions.  

The last analysis examines the potential consequences of reporting conservatism by non-

Big 4 audit offices closer to SEC regional offices. We predict two consequences: (1) audit fees 

will be larger because nearby audit offices over-audit due to the over-assessed risk of SEC 

enforcement; and (2) clients are more likely to switch auditors in response to auditor conservatism 

and the receipt of unwarranted going concern audit reports (Krishnan 1994; DeFond and 

Subramanyam 1998).  The results are consistent with these predictions. Audit fees of non-Big 4 

clients in audit offices located in SEC cities are 7 to 10 percent larger compared to offices in non-
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SEC cities, all else equal, and these clients are five percentage points more likely to switch auditors 

(from 11 percent in non-SEC cities to 16 percent in SEC cities). In contrast, audit fees and the 

probability of auditor switching among Big 4 auditors are unaffected by proximity to an SEC 

Regional office. 

The study’s results are robust to standard controls plus industry, year, and SEC region fixed 

effects, and robust standard errors clustered by unique audit offices. We include additional controls 

for a firm’s financial reporting quality because the auditor’s going concern assessment could be 

influenced by the quality of the client’s financial reports (Kedia and Rajgopal 2011): specifically, 

we control for the ex-ante risk of a subsequent SEC enforcement action for corporate misreporting 

using the F-Score metric in Dechow, Ge, Larson, and Sloan (2011); additional proxies for earnings 

quality including accruals and the identification of suspect firms that may have managed accruals 

to achieve positive earnings; and the client’s geographical distance from the nearest SEC office 

given the evidence in Kedia and Rajgopal (2011) that SEC registrants whose corporate 

headquarters are farther from SEC offices have more earnings restatements (implying lower 

quality financial reporting). 

Our study contributes to the literature in several ways.  First, it explores how SEC 

enforcement affects auditors’ incentives, in particular how the geography of SEC enforcement, 

localized through its regional office structure, affects the auditor’s opinion formulation process. 

Non-Big 4 engagement offices located closer to SEC regional offices are more likely to issue going 

concern audit reports, ceteris paribus, because they have more awareness of SEC investigations 

and familiarity with its consequences. However, the greater frequency of going concern opinions 

actually reduces the quality of audits. Specifically, the increase in going concern opinions is due 

to non-Big 4 offices over-reporting going concern problems, resulting in less accurate audit 
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reports, higher audit fees, and more client switching. These are important findings because prior 

literature has devoted little attention to understanding whether or how SEC enforcement affects 

the quality of audits. More broadly, the study is consistent with the economics of geography 

literature, which shows that proximity affects economic decisions. In the case of auditing, we find 

that the proximity to SEC offices lowers the quality of non-Big 4 audits. 

A second contribution of our study is that it provides a deeper understanding of non-Big 4 

auditor behavior, a segment of the audit market that is relatively under-researched relative to that 

of the larger Big 4 accounting firms and their clients. This is important because the proportion of 

public companies with non-Big 4 auditors has grown in the wake of the Sarbanes-Oxley Act, 

resulting in a substantial increase in the market share of non-Big 4 auditors. As of 2013, the Audit 

Analytics database indicates that the non-Big 4 firms audit 40 percent of all SEC registrants and 

issue 81 percent of total going concern opinions. Our study contributes to understanding the 

growing non-Big 4 audit market, which is generally found to be of lower quality than Big 4 

auditors. For example, non-Big 4 auditors are more likely to be censured in AAERs issued by the 

SEC compared to Big 4 auditors, and once censured they are more likely to be penalized (Feroz, 

Park, and Pastena 1991; Dechow, Sloan and Sweeney 1996). We find that the geography of SEC 

enforcement is another factor that explains why non-Big 4 auditors are less likely to perform high-

quality audits. Specifically, while SEC enforcement leads to more going concern reports by non-

Big 4 offices closer to SEC regional offices, the consequences of increased conservative reporting 

is to reduce the accuracy of going concern audit reports, with the additional consequences of higher 

fees and more auditor switching, all else equal.  

The remainder of the paper proceeds as follows. Discussion of the SEC and auditor 

reporting incentives is developed in the next section. Section 3 presents the research design 
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including sample selection, model specification, and descriptive statistics.  Primary results are 

reported in section 4. Section 5 examines the consequences of auditor reporting conservative on 

audit fees and client switching, and the study concludes in section 6. 

2. Background and hypothesis development 

SEC regional offices  

Appendix 1 lists locations of the SEC’s 11 regional offices. Each regional office reports 

directly to the Director of Enforcement in the SEC’s national office in Washington, D.C.7 The 

decentralized regional office is central to the SEC’s detection, investigation and prosecution of 

accounting and auditing misconduct by public companies and their auditors. While the SEC does 

not publicly disclose specific events that trigger each of its investigations, the SEC website lists 

regional offices as a major source of information that leads to enforcement actions. To gain a better 

understanding of the role played by the SEC regional offices in accounting enforcement 

investigations, we conducted extensive telephone interviews with senior SEC personnel, including 

several former or current regional office directors. Based on these conversations, our 

understanding of this process is as follows.8 SEC investigations of suspected accounting and 

auditing misconduct often originate from sources initially identified by local SEC regional offices, 

and all of the regional offices have permanent accounting staff whose primary responsibilities are 

the investigations of accounting and auditing misconduct. The SEC personnel we talked to indicate 

the majority of accountants working in the SEC’s Enforcement division are located in the 11 

                                                           
7 The SEC’s national office in Washington, D.C. is not treated as a regional office, because Appendix 1 places D.C. 

registrants under the jurisdiction of the Northeast region, and Philadelphia is the closest office. However, in a 

supplementary analysis (not tabled), we create a D.C. office and the results are nearly identical to our tabled results.   
8 We thank Katherine Addleman (Regional Director of the Atlanta SEC Office), James Clarkson (Director of SEC 

Regional Office Operations), Marc Fagel (Regional Director of the San Francisco SEC office), Norman Korb (Senior 

Accountant/Enforcement, Salt Lake City SEC Regional Office), H. David Kotz (Inspector General, Office of the 

Inspector General, Securities and Exchange Commission), Rosalind Tyson (Regional Director of the Los Angeles 

SEC Office), and K. Ramesh (former SEC Academic Fellow). 
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regional offices. Investigations of suspected misconduct that do not originate with SEC regional 

offices are typically referred to them by the Office of Corporation Finance (Corp Fin) at SEC 

Headquarters in Washington, D.C., primarily as a result of Corp Fin’s systematic review of SEC 

filings. In terms of its influence on auditor incentives, however, the origin of an SEC investigation 

is unimportant. What matters is that the investigations are undertaken locally and performed by 

regional SEC office staff, resulting in greater awareness of SEC enforcement practices by nearby 

companies and audit offices.  

The SEC regional office personnel we spoke with indicate that regional offices identify 

potential misconduct through a variety of channels, many of which are likely to be biased towards 

identifying companies that are geographically nearby (Kedia and Rajgopal 2011). For example, 

one source of investigative leads is the press, which is consistent with Former Chief Accountant 

of the SEC Enforcement Division Robert Sack’s assertion that approximately 30 percent of all 

SEC investigations are initiated by reading the financial press (Feroz et al. 1991). Potential 

misconduct can also come to the attention of regional office staff through casual reviews of SEC 

filings or because a firm serendipitously piques their interest. Moreover, if SEC office staff have 

a greater awareness of and familiarity with nearby companies and their auditors, consistent with 

the behavior of investors (Coval and Moskowitz 1999; Ivković and Weisbenner 2005), this channel 

is also likely to bias towards initiating investigations of registrants that are geographically nearby.9  

SEC offices also have incentives to self-promote their accomplishments, so another 

information channel through which companies and auditors become aware of SEC enforcement 

actions is press coverage of enforcement actions by SEC offices. A good example is an interview 

                                                           
9 Our discussions with SEC personnel suggest that other channels include whistle blowers, anonymous informants, 

investors who identify questionable reporting during the course of their independent analysis of companies’ financial 

reports, and companies that voluntarily self-report the discovery of financial misconduct.  
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in The Wall Street Journal with Marc Fagel, Director of the San Francisco office (2008-2013) 

about enforcement successes by the San Francisco office which handled a number of high-profile 

cases against Silicon Valley companies including the stock options backdating scandal in 2008.10  

In addition, nearby auditors are more likely to interact with executives, lawyers, financial 

professionals, and other accountants and auditors who have been targets of SEC investigations. 

Nearby auditors are also more likely to encounter SEC regional office personnel at local 

professional meetings. All of these personal interactions will result in auditors working nearby 

SEC regional offices being more aware of investigations for misconduct by SEC regional offices, 

compared to more geographically distant audit offices.  

While a majority of SEC enforcement actions (AAERs) are issued against companies and 

their officers, the SEC also issues AAERs for auditing misconduct. Here are two examples that 

are critical of the auditor’s going concern assessment, among other things: 

Winners’ Internet Network Inc. (AAER # 2393, issued in 2006) 

“Johnson & Co.'s audit of Winners' 1999 financial statements was not in accordance with GAAS. 

Among other things, by participating in both the preparation and audit of these financial 

statements, Johnson and Johnson & Co. failed to maintain their independence from Winners. 

Johnson & Co. also failed to adequately plan their audit, failed to obtain competent evidential 

matter, failed to use due professional care, failed to properly evaluate Winners' ability to continue 

as a going concern, and failed to adopt reasonable procedures to retain audit documentation.” 

(Emphasis added). 

 

Soyo Group Inc. (AAER# 3403, issued in 2012) 

“There were numerous conditions and events Quinto [the audit partner] knew or should have 

known during the Audit that, in the aggregate, indicated there could be substantial doubt about 

Soyo’s ability to continue as a going concern for a reasonable period of time … Vasquez’s [the 

audit firm] audit work papers are devoid of any consideration of these events as they relate to going 

concern or any rationale for Vasquez’s failure to evaluate going concern, even though during the 

pre-audit planning meeting the Vasquez audit team identified debt covenants as an area that needed 

testing because it could affect going concern.” (Emphasis added). 

 

 

                                                           
10 Available in the Wall Street Journal online at: 

http://www.wsj.com/news/articles/SB10001424052748704369304575632720306013354?mod=_newsreel_5 
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Auditor reporting incentives and proximity to SEC regional offices 

Auditors have incentives to avoid being investigated and censured by the SEC because the 

SEC can impose significant penalties for auditor misconduct (including the failure to issue a going 

concern audit report when warranted). These penalties include revocation of the auditor’s ability 

to practice before the SEC. Specifically, Rule 102(e) (1) (iii) of the SEC’s Rules of Practice 

provides (among other things) …” that the SEC may censure a person or deny, temporarily or 

permanently, the privilege of appearing or practicing before it in any way to any person who is 

found ... [t]o have willfully violated, or willfully aided and abetted the violation of any provision 

of the Federal securities laws or the rules and regulations there under.”  

Being censured by the SEC can also have indirect consequences on the auditors’ reputation.  

For example, Wilson and Grimlund (1990) find that auditors suffer a loss in market share following 

the issuance of AAERs, and this impact is strongest in the state where the offending office is 

located, which is consistent with geographical proximity playing a role in client perceptions of 

audit reputation and quality. Further, all information collected during an SEC investigation is 

admissible in civil and criminal courts, and the SEC routinely refers investigation targets to the 

Department of Justice for criminal prosecution. 

Auditor reputations are also affected by shareholder lawsuits, and a going concern report 

can help protect auditors from shareholder lawsuits as well as from SEC investigations. Most 

litigation against auditors involves financially distressed and/or bankrupt companies (Beasley, 

Carcello, and Hermanson 1999; Beasley, Carcello, Hermanson and Neal 2010; DeFond and 

Jiambalvo 1991; Kinney and McDaniel 1989). Shareholders are also more likely to sue the auditor 

when bankruptcy filings are accompanied by an AAER (Carcello and Palmrose 1994), and payouts 

in shareholder litigation are significantly higher in the presence of an AAER (Cox, Thomas, and 
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Kiku 2003). Thus, avoiding an SEC investigation has the added benefit of limiting the frequency 

and cost of shareholder suits. Given these findings, it is not surprising Kaplan and Williams (2013) 

document that ex ante litigation risk is positively related to the issuance of going concern opinions.  

Even though auditors can potentially gain protection from both litigation and SEC 

investigations by issuing going concern reports, they impose costs on clients, and managers resist 

such reports. As a result, auditors increase their risk of being dismissed when issuing going concern 

reports. Lennox (2000) shows that companies engage in opinion shopping behavior to get more 

favorable audit reports, while Krishnan (1994) reports that the auditor switching rate is around 25 

percent following a going concern opinion, compared to a baseline rate of around 5 percent for 

firms receiving a clean audit report. Auditors may also be reluctant to issue a going concern report 

because it could be a self-fulfilling prophecy that ultimately causes clients to fail (Kaplan and 

Williams 2013). 

To sum up, when deciding to issue a going concern opinion, an auditor must weigh the 

benefits of protection from SEC investigations and lawsuits, against the risk of losing the client.  

We argue that these cost-benefit assessments are affected by the auditor’s awareness of and 

familiarity with the SEC’s enforcement practices through its decentralized regional office 

structure.  

Hypothesis development  

The framework in Kedia and Rajgopal (2011) is used to make predictions about the 

auditor’s going concern (GC) reporting decision, conditional on the audit office’s proximity to the 

closest SEC regional office. We begin with a model of the auditor’s report choice (clean versus 

going concern). Auditors are assumed to prefer to not to issue GC reports because of the increased 

risk of losing the client. However, they will do so when the expected cost of an incorrect GC 
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opinion exceeds the expected cost of losing a client. This can be modeled as follows. Let the 

expected cost of failing to correctly issue a GC report be defined as E(GCC) in equation (1): 

              E(GCC) = GCC * [p(UGC) * p(D)]                                                                                          (1)

where GCC is the unconditional cost of failing to correctly issue a GC report for an audit client 

(i.e., litigation costs, SEC enforcement costs, and general loss of reputation); p(UCG) is the 

auditor’s assessment of the probability that an undetected GC problem exists (i.e., audit risk, which 

auditing standards define as the risk of issuing an incorrect audit report); and p(D) is the auditor’s 

accessed likelihood that the SEC will impose penalties if a clean opinion is issued to a client that 

subsequently fails. Thus the expected cost of failing to correctly issue a GC report is the joint 

probability (1) the auditor fails to detect/report the existence of a GC problem, and (2) the 

likelihood of regulatory consequences resulting from an SEC investigation into auditor 

misconduct. The auditor will issue a GC report when E(GCC) is greater than the expected cost of 

losing a client when such a report is issued. 

Applying the model in equation (1) to the framework in Kedia and Rajgopal (2011) leads 

to our first hypothesis, stated in alternative form: 

HYPOTHESIS 1: The differentially informed criminal hypothesis predicts audit offices closer to 

SEC regional offices are more aware of and familiar with SEC investigations and will assign a 

higher value to p(D), the likelihood of SEC consequences for failing to issue a GC report. As a 

result, closer offices are more likely to issue GC reports, ceteris paribus.  

 

Next we test if the predicted effect of geography in Hypothesis 1 is different for non-Big 4 and 

Big 4 audit offices. We expect a stronger effect for non-Big 4 auditors because all Big 4 offices, 

irrespective of their distance from an SEC Office, are expected to be more homogeneous in the 

criteria used to formulate their audit opinions. This is because the firm-wide quality control system 

in each Big 4 audit firm strives to develop policies and procedures that will achieve a consistent 
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level of audit quality across offices, irrespective of location. Standardized and uniform opinion 

formulation procedures should mitigate the adverse effect of geographical distance on a Big 4 

auditor’s assessment and reporting decision.11 In contrast, non-Big 4 audit firms are less likely to 

have a strong national control system, and each office is more likely to operate independently 

which will result in differing assessments of p(D) based on the office’s geographic location and 

differing awareness of SEC enforcement.12 In our second hypothesis, in alternative form, is: 

HYPOTHESIS 2: The effect of proximity to SEC offices in Hypothesis 1 has a stronger effect on 

non-Big 4 audit offices than Big 4 offices. 

   

Hypothesis 3 investigates auditor reporting accuracy. Hypothesis 1 predicts audit offices 

located close to SEC offices are more aware of the risk and consequences of SEC enforcement 

actions. If true, these offices will have a higher assessment of p(D) in equation (1) and will be less 

likely to be swayed by the potential cost of losing a client if a going concern report is issued. In 

other words, audit offices located near SEC offices will issue more “appropriate” going concern 

reports which leads to the prediction in Hypothesis 3 that nearby audit offices reports more 

accurately due to fewer Type II errors, incorrectly issuing a clean opinion to clients that 

subsequently fail.  

An alternative possibility derives from research in behavioral economics on the availability 

heuristic (Tversky and Kahneman 1973, 1974) and related research on limited attention and 

familiarity biases (Barber and Odean 2008; Hirshleifer and Teoh 2003; Laibson and Zeckhauser 

1998; Zhu 2002). In the auditing context, auditors closer to SEC offices may over-assess the real 

risk of SEC investigations and out of fear take the precaution of over-issuing going concern reports. 

                                                           
11 The importance of maintaining consistent audit quality procedures is evidenced by Part II of the PCAOB’s 

inspection reports, which focuses exclusively on audit firms’ quality control systems. 
12 Larger non-Big 4 firms are more likely to have such infrastructure; however, our tests indicate no differences 

between small and large non-Big 4 audit firms. 
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The baseline rate of actual SEC enforcement actions is small, and in such settings the behavioral 

economics literature finds that the “availability” heuristic can cause decision makers to over-assess 

risks and to engage in excessive risk-avoidance behavior. 13 As Sunstein and Zeckhauser (2011, p. 

436) explain: 

“The availability heuristic (Tversky and Kahneman 1973, 1974) is a mechanism that … leads 

people to predict the frequency of an event, or a proportion within a population, based on how 

easily they can bring an example to mind. When relevant adverse risk events are cognitively 

available, people will be inclined to act to reduce their likelihood or consequences; this 

phenomenon, which is labeled the availability bias, might lead them to overvalue the threat from 

the risk, and thereby take excessive precautions.” 

 

The implication is that nearby auditors will be more aware of and familiar with SEC enforcement 

and could more easily bring to mind “an example” of SEC investigations against companies and 

auditor, compared to more distant audit offices. The availability bias would result in over-assessing 

the real SEC risk and taking excessive precaution by issuing unnecessary going concern reports, 

i.e., the auditor assesses p(D) in equation (1) as higher than it really is. In this case the audit report 

will be less accurate due to more Type I errors (with no improvement in Type II errors).  To sum 

up, the first scenario predicts more accurate reports, while the second scenario predicts less 

accurate reports. For this reason our third hypothesis is stated as non-directional: 

HYPOTHESIS 3: Going concern reporting errors (the sum of Type I and II errors) are affected 

by audit office proximity to SEC regional offices. 

 

3. Research design 

Sample selection   

The effect of auditor proximity to SEC regional offices is tested with first-time going 

concern reports as prior research indicates the going concern decision is most salient for such firms 

                                                           
13 While the consequences of an SEC investigation can be very significant to an individual company or auditor (Feroz 

et al., 1991; Dechow et al. 1996; Dechow et al. 2011), the baseline rate is relatively small.  Kedia and Rajgopal (2011) 

have a sample of 132 enforcement actions against companies over a 6 year sample period 1999-2005, and in our study 

there are 57 actions against auditors over a 13-year sample period 2001-2013. 
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(Hopwood, McKeown, and Mutchler 1994; Mutchler, Hopwood, and McKeown 1997; DeFond, 

Raghunandan, and Subramanyam 2002). The final sample is 13,477 client-year observations of 

financially distressed companies, Appendix 2 summarizes the sample selection process which 

begins with the Audit Analytics Opinions database for firms with fiscal year ends from January 1, 

2000 through June 30, 2014. Audit Analytics Opinions data is used as the starting point because it 

contains the location data for audit engagement offices and client headquarters needed to compute 

distances to the nearest SEC regional office. We start with the year 2000 because the Audit 

Analytics Opinions database has relatively limited data prior to that time. As shown in Appendix 

2, we begin with 215,618 firm-year observations after excluding observations whose clients or 

auditors are located outside of the United States. We lose 114,982 observations when merging 

with the Compustat Fundamentals Annual database due to Audit Analytics’ larger coverage. 

Financially distressed firms are those reporting a loss or negative operating cash flow, and 

this screen eliminates another 56,527 observations. We eliminate 21,960 observations with 

missing values for required variables14 and 8,172 firm-year observations with going concern 

reports that are not first-time issuances. Finally, given the collapse of Arthur Andersen early in our 

sample period, we drop the 500 firm-years with Arthur Anderson clients.   

The final sample is 13,477 distressed client firm-years (3,398 unique client firms). There 

are 982 first-time going concern reports, 542 issued by non-Big 4 auditors and 440 issued by Big 

4 auditors. The sample includes 461 unique audit firms and 942 unique audit offices of which 256 

are unique Big 4 offices and 686 are unique non-Big 4 offices.  

                                                           
14 This step eliminates the last firm-year observation for each company because calculating the Dechow and Dichev 

(2002) metric, DD Accrual Quality, which is one of the controls for financial reporting quality, requires the use of 

one-year-ahead cash flows).  If we drop this control, and re-estimate the models with the additional observations, 

results on the auditor proximity variables are qualitatively the same as those reported in the tables. 
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Going concern reporting model 

We estimate the following logistic regression model to test if proximity of the auditor’s 

engagement office to an SEC regional office affects the auditor’s likelihood of issuing a first-time 

going concern audit report for financially distressed clients:  

           Prob.(Going Concern) = α + β(Auditor Proximity) + γ + Fixed Effects + ε                    (2) 

The dependent variable, Going Concern, is equal to 1 for firm-years receiving first-time going 

concern opinions; 0 otherwise. The vector 𝑿 includes a comprehensive set of both auditor and 

client control variables which are discussed in further detail below, and the models include year 

and industry (2-digit SIC code) fixed effects. All coefficient t-statistics are reported conservatively 

as two-tail probabilities using robust p-values and clustering of standard errors by unique audit 

office. Results are similar if clustering is done by unique firms in the sample (GVKEY). 

All variable definitions are reported in Appendix 3. For robustness, multiple measure are 

used to measure auditor proximity to SEC offices. The first proxy is based on whether the audit 

office is in the same MSA as an SEC office. The indicator variable Auditor in SEC MSA is set to 

1 when an auditor’s office is in the same MSA as an SEC regional office. In our sample 65 percent 

of non-Big 4 offices are in SEC MSA’s compared to 47 percent of Big 4 offices.  We also use a 

continuous distance variable, Auditor Proximity to SEC Office, which is measured as negative 1 

multiplied by the distance (in hundreds of kilometers) between the city center where each audit 

office is located, and the street address of the closest SEC regional office.15 To calculate distance, 

we obtain the city and state of each audit office in our sample from Audit Analytics and use the 

Google Maps application programming interface (API) to retrieve the geographic coordinates for 

                                                           
15 We multiply distance by negative 1 to reverse the sign so that Auditor Proximity to SEC Office is increasing in the 

auditor’s proximity to the closest SEC office.   



 

 

 17 

each city. We employ the same method to obtain the geographic coordinates of each SEC regional 

office using the exact street addresses listed on the SEC’s website.16 Finally, using an ellipsoidal 

model of the earth’s surface, we calculate the shortest curve between the coordinates of each audit-

office/SEC-office pair in our sample and select the shortest distance for use in calculating Auditor 

Proximity to SEC Office.17  

Two additional measures of auditor proximity are tested to ensure the results are robust. 

The first is Auditor to SEC Distance < 100km, which is similar to Auditor in SEC MSA but relaxes 

the requirement that an audit office be in the exact same MSA as an SEC office. Instead, Auditor 

to SEC Distance < 100km is coded as a 1 if the audit office is located within 100 kilometers of the 

closest SEC regional office; 0 otherwise. Finally, even though we control for the proximity of 

clients’ headquarters to the closest SEC office, because client proximity and auditor proximity are 

positively correlated, we use a measure of the continuous auditor proximity variable that is 

orthogonalized with respect to client proximity in order to address potential multicollinearity 

concerns. Specifically, the variable Orthogonalized Auditor Proximity is the residual from 

regressing Auditor Proximity to SEC Office on Client Proximity to SEC Office which removes the 

common variance in the two metrics. Separate regressions are estimated for clients of Big 4 and 

non-Big 4 auditors.  

To control for any potential confounding effect of low-quality earnings on the auditor’s 

going concern reporting decision, we include client earnings quality controls consisting of three 

                                                           
16 http://www.sec.gov/contact/addresses.htm 
17 While we use actual distance in kilometers to measure both auditor and client proximity to SEC offices, the results 

are robust to using logged values of the linear distance variables to control for the effect of extreme values. We also 

note that Kedia and Rajgopal (2011) calculate distances using the Haversine Formula, which assumes a spherical 

globe. We use the equations of Vincenty (1975) which incorporate a more accurate ellipsoidal globe; however, our 

results are essentially unchanged if we use the Haversine formula to calculate distances instead.  
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measures common in the literature: 1) DD Accrual Quality is a measure of accrual quality 

developed by Dechow and Dichev (2002), and using the cross-sectional adaptation of the model 

by Dechow et al. (2011) in which the metric is a firm-year error term from a regression of changes 

in working capital on past, present and future operating cash flows, i.e., the error term captures the 

extent to which accrual estimates are not realized in cash; 2)  Absolute Abnormal Accruals is the 

absolute value of the residual from Jones (1991) as adapted by DeFond and Jiambalvo (1994), and 

controlling for firm performance (Kothari, Leone, and Wasley 2005); and 3) F-Score which is the 

scaled probability of earnings misstatements based on the model in Dechow et al. (2011) using 

SEC enforcement releases. The F-Score metric is particularly important as a control for ex ante 

risk of SEC enforcement for corporate misreporting, given the finding in Kedia and Rajgopal 

(2011) that firms farther from SEC offices are more likely to misreport and have subsequent 

earnings restatements. We also control for the possibility that firms are engaging in aggressive 

earnings management through the use of accounting accruals which could signal a going concern 

problem. The variable Suspect Firm is coded 1 for firms whose operating earnings before abnormal 

accruals are negative but which become positive with the abnormal accruals. The same approach 

is used to identify potential earnings management in the prior year as well (Suspect Firm in Prior 

Year).  By controlling for low-quality earnings, and the effect it may have on the auditor’s opinion 

formation, we are more confident the test of geographical proximity is not confounded by 

systematic differences in earnings quality.  

We also include a broad set of other client control variables. Given the findings in Kedia 

and Rajgopal (2011), we control for the client’s proximity to SEC regional offices to rule out that 

the auditor results are driven by client proximity to the SEC rather than the audit office’s proximity. 

Therefore, in each model specification we include a measure of client proximity that corresponds 
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to the auditor proximity measures: Client in SEC MSA; Client Proximity to SEC Office; and Client 

to SEC Distance < 100k. These three measures are analogous to Auditor in SEC MSA, Auditor 

Proximity to SEC Office and Auditor to SEC Distance < 100k, respectively. 

 A standard set of firm-year controls is also in the model in equation (2) to control for firm-

specific characteristics associated with financial distress and/or the risk of failure. Ln Client Assets 

is included because large clients are less likely to fail and therefore receive fewer going concern 

reports. Leverage is included because firms with high debt levels are more likely to fail to and to 

receive a going concern opinion. Leverage is also likely to capture the proximity to covenant 

violation (Beneish and Press 1993; Mutchler et al. 1997), and Change in Leverage indicates if the 

firm is moving closer to covenant violation (Reynolds and Francis 2000). Loss is included as an 

indicator variable for firms that report a loss in the prior year because such firms are more likely 

to fail and to receive a going concern report (DeFond et al. 2002; Reynolds and Francis 2000).18 

Ln Firm Age is included because younger firms are more prone to failure (Dopuch, Holthausen, 

and Leftwich 1987). New Finance is an indicator variable capturing firms that issue new debt or 

equity securities in the subsequent year because Mutchler et al. (1997) find that new financing 

mitigates the probability of bankruptcy. Operating Cash Flows is included because poor cash 

flows are associated with the probability of bankruptcy. Reporting Lag measures the time lag (in 

days) between the fiscal year end and the earnings announcement date and is included because 

longer lags are associated with a higher probability of receiving a going concern opinion 

(Raghunandan and Rama 1995; Carcello and Palmrose 1994). Investments is the sum of the firm’s 

cash and investment securities, scaled by total assets, and is a liquidity measure. Firms with greater 

                                                           
18 We do not include a variable for current year loss because our sample selection criterion is based on the firm 

incurring a loss and/or negative operating cash flows during the current year.  
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liquidity are better equipped to stave off bankruptcy in the event of financial difficulties. 

Bankruptcy Probability is a summary measure of bankruptcy risk using the Altman Z-Score 

(Reynolds and Francis, 2000). We code the variable so that larger values indicate a greater 

probability of bankruptcy. Litigation Risk is a measure of the client’s general litigation risk (Kim 

and Skinner 2012). Finally, we include two market-based risk measures: Stock Return is the current 

fiscal year (annual) stock returns, and Volatility is the volatility of the monthly stock returns for 

the current fiscal year. Firms with lower returns and higher volatility are riskier and more likely to 

fail, all else equal. 

 The model also includes several auditor control variables for potentially confounding 

effects related to other auditor characteristics. Several studies document that audit quality is 

influenced by engagement office size (Choi, Kim, Kim, and Zang 2010; Francis and Yu 2009). 

The size of the auditor’s engagement office is measured by Ln Auditor Assets, which is the log of 

the total assets of the clients audited by the office.19 We also include Client Influence, measured 

as the size of a client relative to the size of an audit office’s total client portfolio as Reynolds and 

Francis (2000) show that a client’s relative size can lead auditors to report more conservatively by 

issuing more going concern reports. Industry Leader is included to account for the differential 

audit quality provided by expert auditors (Ferguson, Francis, and Stokes 2003) and is a yearly 

                                                           
19 We use assets instead of fees to measure office size (Ln Auditor Assets) as well as the auditor-related control 

variables Client Influence and Industry Leader. This is because there is significant sample attrition when merging with 

the Audit Analytics Fees database, particularly among firms audited by non-Big 4 auditors which received first-time 

going concern opinions – a portion of the sample that is critical to the analysis. Of the 4,897 firm-years and 542 first 

time going concern opinions in our final non-Big 4 sample, we lose 679 firm-years (14 percent) and 141 first time 

going concern opinions (26 percent) by merging with the Audit Analytics Fees database. In a supplementary test (not 

tabled), we use the portion of the sample for which audit fees data is available to estimate fees of firms with missing 

data using the model in Francis et al. (2005). We then recalculate Client Influence and Industry Leader using fees or, 

if fees are not available, predicted fees. Finally, we re-estimate the models using log of audit fees (or predicted audit 

fees) and the recalculated versions of Client Influence and Industry Leader. Results from this supplementary analysis 

are almost identical to those reported in the tables.   
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indicator variable equal to 1 if the sum of yearly audited assets by an audit office in a given MSA 

and industry is higher than the sum of yearly audited assets of any other audit office in the same 

MSA and industry. Client Influence and Industry Leader are both measured using the full sample 

from the Audit Analytics Opinions database, before applying the data screens shown in Appendix 

2. We also include the indicator variable PCAOB MSA to control if the audit office is located in 

the same MSA as a PCAOB office. The PCAOB is a separate source of monitoring of audit firms, 

and it is possible that proximity to PCAOB offices also affects auditor behavior. Moreover, some 

cities contain both SEC regional offices and PCAOB offices, so not controlling for proximity to 

PCAOB offices could result in a correlated omitted variable. In addition, auditors farther away 

from SEC regional offices are likely to be located in smaller metropolitan areas, which could 

adversely affect audit quality due to the lack of high-quality labor. While this alternative 

explanation suggests that geography is a factor that explains variation in audit quality, it does so 

for reasons that are not necessarily related to the proximity of a SEC regional office. For this reason 

we include Ln Population, which is the log of the 2010 population in the audit office’s MSA, to 

control for the potential confounding effect of the auditor’s city size.20 Finally, prior studies have 

shown that audit quality is higher when audit offices are located near their clients (Choi et al. 

2012), and we include Auditor Proximity to Client which is the distance between the audit office 

and client headquarters, multiplied by negative 1.   

Descriptive statistics 

 Table 1 presents descriptive statistics for variables used in this study. We provide separate 

statistics for non-Big 4 (Panel A) and Big 4 (Panel B) auditors. The statistics for Going Concern 

and for the auditor location variables are of particular interest. The first row of Panel A (Panel B) 

                                                           
20 As discussed later, we also control for this possibility by limiting the analysis to large MSAs in some tests.  
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reports that 11 percent (5 percent) of distressed non-Big 4 (Big 4) firm-years receive first-time 

going concern opinions. The difference in the going concern rate between non-Big 4 and Big 4 

clients is statistically significant (p<.01), and appears to be driven by the relatively poorer financial 

health of non-Big 4 clients (e.g., Bankruptcy Probability is considerably higher for the average 

non-Big 4 client).  The combined going concern rate is approximately 7 percent (untabled), which 

is consistent with prior studies (DeFond et al. 2002).  

[Insert Table 1 Here] 

Sixty-five percent of non-Big 4 audit offices are in the same MSA (Auditor in SEC MSA) 

as an SEC regional office versus 47 percent of Big 4 audit offices. The mean value of Auditor 

Proximity to SEC Office is -1.56 for non-Big 4 auditors, indicating that the average non-Big 4 audit 

office is approximately 156 kilometers from the closest SEC regional office. This is slightly closer 

than the average Big 4 audit office, which is approximately 196 kilometers away from the closest 

SEC regional office. It is somewhat surprising non-Big 4 offices are more likely to be closer to 

SEC regional offices than Big 4 offices, and more likely to be in large cities since all of the SEC 

cites exceed 2.5 million population. These statistics show that non-Big 4 offices are not generally 

located in smaller or remote cities, which rules these out as alternative explanations of the results. 

All three measures of earnings quality (DD Accrual Quality, Absolute Abnormal Accruals 

and F-Score) indicate that clients of Big 4 auditors have higher quality earnings than clients of 

non-Big 4 auditors. On average, Big 4 clients are headquartered farther from the closest SEC office 

(201km for Big 4 vs. for 188 non-Big 4), have larger clients (1,302 million in assets for Big 4 vs. 

93 million for non-Big 4) and have lower leveraged clients (54 percent of total assets for Big 4 vs. 

56 percent for non-Big 4). Other notable differences include Reporting Lag (56 days for Big 4 vs. 

79 days for non-Big 4), Auditor Assets (287 billion per office for Big 4 vs. 5 billion for non-Big 



 

 

 23 

4), and Auditor Proximity to Client (241 km for Big 4 vs. 359 km for non-Big 4). Overall the 

summary statistics are comparable to previous studies and indicate that: 1) Big 4 audit offices are 

larger than non-Big 4 audit offices, 2) Big 4 clients are larger and in better financial health than 

non-Big 4 audit clients, and 3) Big 4 audit offices are located closer to their clients but farther from 

SEC offices relative to non-Big 4 audit offices/clients. The clientele differences underscore the 

importance of analyzing Big 4 and non-Big 4 clients separately rather than in a pooled model 

estimation.  

Multicollinearity in the data is unlikely to be a problem as variance inflations factors are 

under 3.1 in all models, well below the rules of thumb of 10 to 20 (O’Brien 2007). However, the 

bivariate correlations between the auditor and client distance metrics (Auditor Proximity to SEC 

Office and Client Proximity to SEC Office) are positively correlated for the non-Big 4 and Big 4 

samples at r=0.74 and r=0.88, respectively, which is why we create the orthogonal auditor distance 

variable to rule out a confounding effect of client distance to SEC offices. The correlation with 

client distance is reduced using Orthogonalized Auditor Proximity (r=0.45 and r=0.55 for non-Big 

4 and Big 4, respectively). Importantly, despite the reduction in correlation with Client Proximity 

to SEC Office, Orthogonalized Auditor Proximity is still very highly correlated with Auditor 

Proximity to SEC Office (r=0.93 and r=0.87 for non-Big 4 and Big 4, respectively).21   

4. Results 

Tests of Hypothesis 1 and Hypothesis 2. 

 Hypothesis 1 predicts audit offices closer to SEC regional offices are more aware of SEC 

enforcement and the regulatory consequences of misconduct compared to distant offices, and for 

                                                           
21 Rodgers et al. (1984) demonstrate that orthogonalizing removes the common variance in two variables, but does 

not necessarily result in uncorrelated variables.  
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this reason are less likely to incorrectly issue a clean audit report. Hypothesis 2 predicts that the 

distance effect in Hypothesis 1 is relatively more important in explaining the behavior of non-Big 

4 audit offices because the firm-wide quality control systems in Big 4 audit firms are likely to 

develop policies and procedures that assure consistency across offices, irrespective of an office’s 

geographical location.   

Results using the test variable Auditor in SEC MSA are reported in Table 2. Column (1) 

reports the non-Big 4 test for the full sample, and column (2) restricts the analysis to audit offices 

in large MSA’s with 2.5+ million population to further control for the potential confounding effect 

of city size, although city size is included as a control variable in all models. Columns (3) and (4) 

report analogous tests for Big 4 audit offices. All models are significant with pseudo r-squares 

ranging from 0.359 to 0.387.   

[Insert Table 2 Here] 

  Columns (1) and (2) of Table 2 indicate that non-Big 4 audit offices located in SEC cities 

are more likely to issue going concern audit reports than audit offices in non-SEC cities, with the 

coefficient on Auditor in SEC MSA positively significant at p<.05. The economic magnitude is 

large. Based on the results in column (1), holding all other variables at their mean values, the 

predicted probability of receiving a going concern opinion is 2.54 percent for client firms with 

auditors located in SEC cities versus 1.52 percent for firms with auditors located outside SEC 

cities, an increase of 67 percent.22 Columns (3) and (4) report the analogous tests for Big 4 audit 

                                                           
22 The predicted probability of a going concern opinion is relatively low compared to the number of going concern 

opinions in the full sample (11 percent and 5 percent for non-Big 4 and Big 4 firms, respectively). This is because in 

estimating the predicted probabilities we hold all other variables (including Bankruptcy Probability) at their mean 

values, and very few firms with mean values of Bankruptcy Probability receive going concern opinions. Alternatively, 

if we hold all controls except for Bankruptcy Probability at their mean values and set Bankruptcy Probability to its 

75th (90th) percentile, the likelihood of receiving a going concern opinion goes from 5.3 (6.9) percent for firms audited 

by offices not in an SEC city, to 8.1 (11.2) percent for firms audited by offices in SEC cities.  
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offices. The test variable Auditor in SEC MSA is statistically insignificant at the .10 level. There is 

no evidence geography matters for Big 4 offices, consistent with the policies and procedures at 

Big 4 offices providing a consistent level of audit quality. Thus, the evidence supports Hypothesis 

1 for non-Big 4 offices, but Hypothesis 2 is also supported because the predicted effect of 

geographical distance is stronger for non-Big 4 offices than for Big 4 offices.  

 The control variables for earnings quality are positively associated with going concern 

reports, as expected except for Suspect Firm in Prior Year. For non-Big 4 offices, and for both 

samples in Table 2, all three metrics, DD Accrual Quality, Absolute Abnormal Accruals, and F-

Score are positively associated with going concern reports. The significant positive signs indicate 

firms with larger unexpected accruals and a larger ex ante likelihood of misreporting, are more 

likely to get a going concern report. The same is true for Big 4 offices, except that Absolute 

Abnormal Accruals is not significant at the .10 level. The proxy for same-period earnings 

management, Suspect Firm, has a negative and significant which means firms whose abnormal 

accruals cause a shift from negative to positive operating earnings are less likely to get a going 

concern report. This may not be surprising given that loss firms are much more likely to get going 

concern reports, since the avoidance of a loss would avoid a default trigger in certain debt 

covenants.  

 Coefficients on firm-level control variables are largely as expected. The only insignificant 

controls are New Finance (next-period financing) and Client in SEC MSA (when the client’s 

headquarters in an SEC city) and Ln Client Assets (firm size). Otherwise, going concern reports 

are more likely for more leveraged firms, firms with increasing leverage and those reporting prior-

year losses, younger firms, firms with smaller operating cash flows, firms with longer audit report 
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lags, firms with less investments (less liquidity), firms with a greater probability of bankruptcy, 

and firms with lower stock returns and larger stock return volatility.  

 Coefficients on auditor control variables are largely insignificant at conventional levels. 

For non-Big 4 offices, none of the auditor control variables is significant except for the negative 

coefficient on Ln Population (auditor’s city size) at the .10. For Big 4 auditors, Client Influence 

(relative client size) and Ln Population (city size) are negatively significant at the .05 or better. 

The positive and significant coefficient on Ln Auditor Assets (audit office size) indicates that larger 

Big 4 offices are more likely to issue going concern opinions. Finally, Industry Leader (audit 

expertise) PCAOB MSA (PCAOB office proximity) and Auditor Proximity to Client (distance 

between auditor office and client headquarters) all have negative and statistically significant 

coefficients in column (4), but not in column (3). Given the inconsistent results for these variables 

across estimations, we refrain from interpreting their meaning.     

 Table 3 reports results using the three alternative measures of the auditor’s proximity to 

the closest SEC office. As in Table 2, for all model specifications, closeness matters for non-Big 

4 auditors but not for the Big 4 firms. All three models are significant and pseudo r-squares range 

from .372 to .395. Results for the earnings quality and firm-level control variables are largely as 

in Table 2, but very few of the auditor-controls are significant in Table 3.  

[Insert Table 3 Here] 

 The first distance metric in column (1) is an indicator variable coded 1 if the audit office is 

within 100 kilometers of the closest SEC office. Relative to Auditor in SEC MSA, it extends the 

boundary around the SEC MSA for those audit offices classified as “close.” Results are consistent 

with Table 2 and show that audit offices within 100 kilometers are more likely to issue going 

concern reports, though the coefficient is significant at only the .09 level (two-tail). The second 
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metric in column (2) measures closeness as linear distance in kilometers from the audit office city 

to the closest SEC office street address. Here the result is significant at p<.05, and indicates that 

closer non-Big 4 offices issue more going concern reports. Note that client distance to the SEC 

office is also significant at p<.05, but the sign is negative which indicates that closer companies 

get fewer going concern reports. The orthogonalized auditor distance variable (which removes the 

common variance between auditor distance and client distance) is positive and significant at p<.01, 

which rules out that the result in column (2) is confounded by collinearity between the auditor and 

client distance metrics. As indicated above, none of the Big 4 auditor distance metrics in columns 

(4), (5) and (6) is significant at the 0.10 level. 

We conclude that the results in Table 2 are robust to the three alternative distance proxies. 

The results in column (2) represent a “finer” linear measure of proximity than the indicator variable 

in Table 2. The coefficient value of 0.047 in column (2) suggests that, holding all other variables 

at their mean values, a move from the 25th percentile to the 75th percentile of Auditor Proximity to 

SEC Office (a difference of 264 kilometers) will cause the probability of receiving a going concern 

opinion to shift from 2.02 percent at the 25th percentile, to 3.11 percent at the 75th percentile, a 

53.96 percent increase.  

 Recent studies report evidence that the “gap” in quality between Big 4 auditors and the 

larger national firms – BDO Seidman, Grant Thornton and McGladrey – has narrowed or 

disappeared altogether in the post-SOX era (Boone, Khurana, and Raman 2010; Francis, Michas 

and Yu 2013).  Therefore, in the first two columns of Table 4, we re-estimate the models in Table 

2 for non-Big 4 offices with a further partition of the sample into the offices of “small” non-Big 4 

firms and those offices of the “large” non-Big 4 firms, defined as one of the above three national 

accounting firms. The coefficient on Auditor in SEC MSA is significant at p<.01 for smaller firms 
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and p=.07 for the larger non-Big 4 firms. We conclude the results for non-Big 4 auditors in Table 

2 are generalizable to the offices of both small and large non-Big 4 accounting firms. 

In Tables 2 and 3 we control for the potentially confounding effect of client proximity to 

SEC offices in two ways. First, we include control variables for client proximity in all models. 

Second, in columns (3) and (6) of Table 3, we use a version of the auditor proximity measure 

which has been orthogonalized to client distance (thus removing common variance). As a final 

method of ensuring the primary results are not driven by client proximity to SEC offices, we 

partition the sample into two groups using Client Proximity to SEC Office (within 100 kilometers 

versus beyond 100 kilometers) and fit the model separately in each partition. Results of this test 

are presented in columns (3) and (4) of Table 4 and show that, regardless of a client’s proximity 

to the closest SEC office (near or far), the auditor’s proximity is a statistically significant 

determinant of whether or not a going concern report is issued, although the result is slightly 

weaker at p=.06 (two-tail) when the client is located in an SEC city.  

[Insert Table 4 Here] 

Test of Hypothesis 3 

Hypothesis 3 tests if audit office proximity to an SEC office affects the accuracy of going 

concern reporting. Recall the prediction in Hypothesis 3 is non-directional. We begin by reporting 

a model in which the dependent variable is the sum of Type I and Type II auditor reporting errors. 

The univariate test of Hypothesis 3 is reported in Panel A of Table 5. Total error rates for audit 

offices in SEC cities is 11.17 percent (10.90 + 0.27), while total error rates in non-SEC cities is 

9.09 percent (8.81 + 0.28). The difference of 2.08 percentage points is driven primarily by a 23 

percent increase in Type I errors [(10.90-8.81)/8.81)] which is significant at p<.05, indicating less 
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accurate audit reports by audit offices that are closer in proximity to SEC offices. Type II errors 

are not significantly different between audit offices in SEC cities and those outside SEC cities. 

[Insert Table 5 Here] 

  The multivariate test of Hypothesis 3 is reported in Panel B of Table 5. The results in 

column (1) indicate that non-Big 4 offices located in SEC cities have a larger error rate: the 

coefficient on Auditor in SEC MSA is positive and significant coefficient at p<.05. The analogous 

result in column (4) for Big 4 auditors indicate no significant differences in error rates between 

Big 4 offices at the 0.10 level.  The result in column (1) is consistent with the evidence from 

behavioral economics on limited attention and availability bias. On one hand, non-Big 4 offices 

closer to SEC offices seem to be more aware of SEC enforcement risk and issue more going 

concern reports, which is consistent with the differentially informed criminal hypothesis (Kedia 

and Rajgopal 2011).  However, the evidence in Table 5 indicates that these closer non-Big 4 offices 

appear to over-react to risk SEC investigations and, as a precaution, exhibit a conservative bias by 

inappropriately issuing going reports. To confirm this we undertake a further analysis of Type I 

and II reporting errors.  Column (2) in Panel B of Table 5 shows that reporting inaccuracies for 

non-Big 4 offices are caused by a higher rate of Type I errors, i.e., over-issuing going concern 

reports to clients that do not go bankrupt in the next 12 months, while column (3) indicates no 

effect on Type II errors.  

5. Further consequences of auditor reporting conservatism 

Given the results in Hypothesis 3, we explore further how auditor reporting conservatism 

may affect audit fees and client switching. If auditors over-assess SEC enforcement risk it is likely 

that they incur more effort, or charge a risk premium, in order to manage the increased level of 

assessed risk. Therefore we examine if audit fees are systematically larger in audit offices in SEC 
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cities compared to other (non-SEC) cities.  Another consequence of reporting conservatism is that 

the client becomes frustrated with the auditor and makes a costly auditor change.  Krishnan (1994) 

documents a 25 percent switching rate following a going concern opinion compared to a 5 percent 

baseline rate. The switching rate might be even higher when companies feel strongly they should 

not have received such a report. In addition, auditors may be more likely to resign from clients 

they perceive to be risker. 

The test of audit fee difference for clients in audit offices located in SEC cities versus audit 

offices in other cities is reported in Table 6. We already have a comprehensive set of control 

variables in the prior models and these are used for the fee tests, along with three additional 

variables we identified in the fee literature (Blankley, Hurtt, and MacGregor 2012; Choi et al. 

2010; Francis et al. 2005). To control for operation complexity we include the number of business 

operating segments (Ln Number of Business Segments). We also include the number of geographic 

segments (Ln Number of Geographic Segments) because geographically disperse companies 

require additional resources to audit. Finally, we include an indicator variable denoting clients with 

December 31st (Dec. 31st Year End) to control for the typical auditor busy season. Note that there 

is a reduction in sample size as some observations have missing data on fees. Column (1) reports 

the full sample results for non-Big 4 offices, and Column (2) restricts the sample to large MSAs 

with 2.5+ million population. All models are significant and r-squares range from .75 to .83. 

[Insert Table 6 Here] 

For the full sample in column (1)  the auditor test variable Auditor in SEC City is significant 

at p=.09 (two-tail), and significant at p < .05 in column (2) for the subsample of larger cities. Using 

the antilog estimation procedure in Craswell, Francis and Taylor (1995), these estimates represent 

a fee premium of 7 percent in column (1) and 10 percent in column (2). We conclude audit fees 
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are significantly greater which is consistent with the over-assessment of SEC risk causing more 

effort and larger than necessary audit fees. 

            The test of auditor changes in reported in Table 7. As in Table 6, we have a comprehensive 

set of control variables in the prior models and these are used for the switching tests, along with 

the three additional controls from the prior literature on auditor switching (Landsman, Nelson, and 

Rountree 2009; Shu 2000). We include an indicator variable denoting clients which receive 

modified audit opinions (Modified) because we expect that such clients are more likely to leave 

their auditors. Firms may be more likely to switch auditors following a merger or acquisition if the 

newly combined entities previously engaged different audit firms and we therefore include 

Acquisition to control for merger and acquisition activity during the previous two years. Following 

Shu (2000), we also add an annual measure (Mismatch) that proxies for clients which are 

mismatched with their current auditor. All models in Table 7 are significant with pseudo r-squares 

ranging from .068 to .173.  

[Insert Table 7 Here] 

 For both the full sample in column (1), and the subsample of larger cities in column (2),  the 

non-Big 4 auditor test variable Auditor in SEC City is significant at p<.01, while it is insignificant 

in the Big 4 tests. We conclude that auditor switching by clients of non-Big 4 auditors is more 

likely to occur in SEC cities, which is consistent with the over-assessment of SEC risk leading to 

auditor-client tensions and resulting in significantly higher switching rates. For the full sample in 

column (1), holding all control variables at their mean values, the switching rate increases by 5 

percentage points (from 11 percent in non-SEC cities to 16 percent in SEC cities). For the larger 

cities in column (2), the switching rate increases by 7 percentage points (from 12 percent in non-

SEC cities to 19 percent in SEC cities).  
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6. Conclusion 

 Our study is the first to examine the effect of proximity to SEC regional offices on the 

auditor’s reporting decision and adds to research on the economic consequences of geographical 

proximity. Audit offices closer to SEC regional offices will have a greater awareness of SEC 

enforcement activities. We predict and find evidence that audit offices close to SEC offices are 

more likely to issue going concern audit reports to their financially distressed clients which is 

consistent with a greater awareness of SEC investigations for misconduct. Awareness of 

enforcement reduces misconduct such as auditor misreporting, and this behavior is consistent with 

what Kedia and Rajgopal (2011) call the differentially informed criminal hypothesis.   

 We also predict the effect of geographic location on going concern reporting will be 

stronger for non-Big 4 offices compared to Big 4 offices which have a national infrastructure and 

quality control system that is more likely to result in consistent decision making across offices, 

irrespective of geographic location. Our results confirm that this is case. In fact, Big 4 office 

location relative to SEC offices has no effect on the likelihood of issuing a going concern report.  

 The next analysis examines the accuracy of going concern reporting. The results are 

interesting. On one hand, non-Big 4 audit offices closer to SEC offices issue more going concern 

reports. However, it turns out this leads to a higher rate of Type I errors, i.e., issuing a going 

concern report not followed by bankruptcy, rather than improved audit report accuracy. The results 

are consistent with research in behavioral economics on the “availability” heuristic and related 

research on limited information and familiarity biases. In the case of auditing, it appears that 

nearby non-Big 4 audit offices over-estimate the risk of SEC investigations and enforcement 

consequences. This fear induces conservatively biased audit reports as a precaution against SEC 

investigations.  
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The final analysis examines the consequences of auditor reporting conservatism on audit 

fees and client switching rates. If auditors assess risk to be higher than it really is, the result would 

to be expend more effort than would otherwise occur resulting in higher audit fees. In addition, the 

receipt of an unwarranted going concern opinion would cause a strained relationship with the client 

and result in a higher rate of auditor switching. The analysis documents the existence of both higher 

fees and higher switching rates for audit offices in SEC cities compared to offices in non-SEC 

cities. Some of the research in the economics of geography finds that closer proximity reduces 

information asymmetry between economic agents and improves decisions. However, in the case 

of auditing, the evidence suggests that regulatory fear causes the over-reporting of going concern 

problems which impairs the quality of auditing by reducing the accuracy and informativeness of 

non-Big 4 audit reports, and which also leads to additional costs through higher than necessary 

audit fees, and unnecessary auditor switching costs. 

The findings are important given recent shifts in the United States audit market that has 

increased the market share held by non-Big 4 audit firms. Based on all U.S. companies in the Audit 

Analytics database in the 2013 report year, non-Big 4 accounting firms audited 40 percent of SEC 

registrants, and the issued 81 percent of going concern audit reports to SEC registrants. Given that 

two-thirds of non-Big 4 offices are located in cities with SEC offices, the over-issuance of going 

concern reports we document is a pervasive problem which potentially affects the majority of non-

Big 4 audit offices and their clients.   
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Appendix 1 

SEC Regional Offices and Jurisdictions 

      

 Region SEC Regional Offices States in Regional Jurisdiction 

    Connecticut 

  New York Delaware 

    District Of Columbia 
    Maine 

    Maryland 

Northeast Philadelphia Massachusetts 
    New Hampshire 

    New Jersey 

    New York 
  Boston Pennsylvania 

    Rhode Island 

    Vermont 
    Virginia 

    West Virginia 

    Illinois 

    Indiana 
    Iowa 

    Kentucky 

Midwest Chicago Michigan 
    Minnesota 

    Missouri 

    Ohio 
    Wisconsin 

    Alabama 

  Atlanta Florida 
    Georgia 

    Louisiana 

Southeast   Mississippi 
    North Carolina 

  Miami South Carolina 

    Tennessee 

    Arkansas 
  Dallas-Fort Worth Colorado 

    Kansas 

    Nebraska 
    New Mexico 

Central Denver North Dakota 

    Oklahoma 
    South Dakota 

    Texas 

  Salt Lake City Utah 
    Wyoming 

    Alaska 

    Arizona 

  San Francisco California 
    Hawaii 

    Idaho 

Pacific   Montana 
    Nevada 

  Los Angeles Oregon 

    Washington 
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Appendix 2 
Sample Construction   

  

Firm-year 

Observations 

Observations in Audit Analytics Opinions Database, 2000 

- 2014 (excluding auditors and clients located outside of 

the US) 

215,618  

  

Less:  

Lost in Merge with Compustat (114,982) 

Non-Distressed (56,527) 

Repeat GCs (8,172) 

Missing Values (21,960) 

AA Client-Years (500) 

Final Sample 13,477  
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Appendix 3 
Variable Definitions    

Dependent Variables  

 

Going Concern An indicator variable equal to 1 for client-years which received a going concern opinion from their auditor; 0 otherwise (Audit Analytics item 

GOING_CONCERN).  

 

Type I Error An indicator variable equal to 1 for client-years which did not receive a going concern opinion from their auditor but declare bankruptcy in the 

subsequent year; 0 otherwise.  

 

Type II Error An indicator variable equal to 1 for client-years which received a going concern opinion from their auditor but did not declare bankruptcy in the 

subsequent year; 0 otherwise.  

 Ln Audit Fees The natural log of audit fees (Audit Analytics item AUDIT_FEES) 

 Switch An indicator variable equal to 1 when a client-firm's auditor in the current year (t) is different from its auditor in the previous period (t-1); 0 otherwise. 

Variables of Interest  

 Auditor in SEC MSA An indicator variable equal to 1 when a client-year's auditor is located in the same metropolitan statistical area (MSA) as a SEC office; 0 otherwise.  

 

Auditor Proximity to SEC Office The total distance (in hundreds of kilometers) between the (center of the) city of the opinion signing audit office (Audit Analytics item 

AUDITOR_CITY) and the street address of the closest SEC office (obtained from SEC.gov). Distance is defined as the shortest curve along the 

surface of the globe connecting the two locations. The variable is multiplied by negative 1 so that it is increasing in the proximity of an audit office 

and the closest SEC office.  

 

Orthogonalized Auditor Proximity The residual from a regression of Auditor Proximity to SEC Office (as defined above) on Client Proximity to SEC Office (as defined below) and an 

intercept.  

 Auditor Distance < 100k An indicator variable equal to 1 when a client-year's auditor is located less than 100 kilometers from the client's headquarters.  

Client Earnings Quality Control Variables  

 

DD Accrual Quality A firm-level measure of accrual quality based on the standard deviation of the error term from a regression of changes in working capital on past, 

present and future cash flows, as suggested by Dechow and Dichev (2002).  

 Absolute Abnormal Accruals The absolute value of the residual form the Jones (1991) model, controlling for firm performance (Kothari et al. 2005).  

 F-Score The scaled probability of earnings management or misstatement as calculated in Dechow et al. (2011).  

 Suspect Firm An indicator variable equal to 1 when a client's signed abnormal accruals equal at least the amount of its total profit before taxes; 0 otherwise.  

 

Suspect Firm in Prior Year An indicator variable equal to 1 when a client's signed abnormal accruals equaled at least the amount of its total profit before taxes in year t-1; 0 

otherwise.  

Other Client Control Variables  

 

Client Proximity to SEC Office The total distance (in kilometers) between the street address of a firm headquarters (Compustat items ADD1 ADD2 ADD3 ADD4 CITY and STATE) 

and the street address of the closest SEC office (obtained from SEC.gov). Distance is defined as the shortest curve along the surface of the globe 

connecting the two locations. The variable is multiplied by negative 1 so that it is increasing in the proximity of a client's headquarters and the closest 

SEC office.  

 Client in SEC MSA An indicator variable equal to 1 when a client's headquarters is located in the same metropolitan statistical area (MSA) as a SEC office; 0 otherwise.  

 Ln Client Assets A client-year's logged total assets (Compustat item AT) in millions of dollars.  

 Leverage Total client-firm debt (Compustat item DLTT) scaled by total assets (Compustat item AT). 

 Change in Leverage Leverage (as defined above) in year t less Leverage in year t-1.  

 Loss An indicator variable equal to 1 if net income (Compustat item NI) is negative; 0 otherwise.  

 Ln Firm Age The log of the total number of years between the observation year and the first year a firm appeared in the Compustat database.  

 New Finance An indicator variable equal to 1 if a client firm issued new debt or equity during the year.  
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 Operating Cash Flows Total client-firm cash flows from operations (Compustat item OANCF) scaled by total assets.  

 Reporting Lag The number of days between the end of a firm's fiscal year and the date the earnings announcement date.  

 

Investments Total investment assets of the client-firm at year end, measured as the sum of cash and cash equivalents, short-term investments and long term 

investments in equity, scaled by total assets. 

 Bankruptcy Probability The client-firm's probability of bankruptcy using the Altman model (Reynolds and Francis [2000]), and converted into probabilities.  

 

Litigation Risk Litigation risk is calculated using the coefficients estimated by Kim and Skinner (2012) as follows: Litigation Risk = exp(-7.883 + .566 * FPS +.518 * 

Ln Client Assets + .982 * Sales Growth + .379 * Stock Return +  -.108 * Return Skewness + 25.635 * Volatility + .00007 * Turnover) / (1 + exp(-

7.883 + .566 * FPS +.518 * Ln Client Assets + .982 * Sales Growth + .379 * Stock Return +  -.108 * Return Skewness + 25.635 * Volatility + .00007 

* Turnover)), where FPS is an indicator variable equal to 1 if a firm belongs to an industry in SIC codes 2833 – 2836, 8731-8734, 3570-3577, 7370-

7374, 3600-3674, or 5200-5961; Sales Growth is a firm’s total sales in period t less total sales in period t-1, scaled by sales in t-1; Return Skewness is 

the skewness of stock returns for the prior 12 months, and Turnover is trading volume for the prior 12 months scaled by total shares outstanding at the 

beginning of the period. All other variables are defined elsewhere in this appendix.  

 Stock Return The client-firm's annual stock return over the current fiscal year.  

 
Volatility The variance of the client-firm's monthly stock returns over the current fiscal year.  

 
Ln Number of Business Segments The log of the number of business operating segments 

 
Ln Number of Geographic Segments The log of the number of geographic segments 

 
Dec. 31st Year End An indicator variable equal to 1 if the client-firm has a December 31st fiscal year end; 0 otherwise. 

 
Modified An indicator variable equal to 1 if the client-firm receives anything other than an unmodified or going concern opinion; 0 otherwise. 

 
Mismatch An indicator variable equal to 1 if there is a mismatch between a client-firm and its auditor, as measured by Shu (2000); 0 otherwise. 

 
Acquisition An indicator variable equal to 1 if the client had a merger or acquisition in the two most recent years; 0 otherwise. 

Auditor Control Variables  

 
Ln Auditor Assets The logged total assets of clients audited by the audit office in the current fiscal year in billions of dollars.  

 Client Influence The log of total client-firm assets (Compustat item AT) scaled by the sum of logged total assets for all firms audited by the same audit office.  

 PCAOB MSA An indicator variable equal to 1 if the audit office is in the same MSA as a PCAOB office.  

 

Industry Leader An indicator variable equal to 1 if the sum of the assets held by clients of an audit office in a given city and industry is higher than the sum of assets 

held by the clients of any other audit office in the same city and industry. 

 Ln Population The log of the total population in the audit office's metropolitan statistical area (MSA).  

 

Auditor Proximity to Client The total distance (in kilometers) between the (center of the) city of the opinion signing audit office (Audit Analytics item AUDITOR_CITY) and the 

street address of the client-firm's headquarters (Compustat items ADD1 ADD2 ADD3 ADD4 CITY and STATE). Distance is defined as the shortest 

curve along the surface of the globe connecting the two locations. The variable is multiplied by negative 1 so that it is increasing in the proximity of an 

audit office and its client.   
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TABLE 1                 

Descriptive Statistics         

Variables Count Mean Minimum 25th Pctl Median 75th Pctl Maximum Standard Deviation 

Panel A: Non Big-4 Observations         

Going Concern 4897 0.11 0.00 0.00 0.00 0.00 1.00 0.31 

Type I Error 4897 0.10 0.00 0.00 0.00 0.00 1.00 0.30 
Type II Error 4897 0.003 0.00 0.00 0.00 0.00 1.00 0.05 

Audit Fees 4218 295,064 3,850 85,000 162,938 318,085 6,600,000 430,702 

Switch 4897 0.23 0.00 0.00 0.00 0.00 1.00 0.42 
Auditor in SEC MSA 4897 0.65 0.00 0.00 1.00 1.00 1.00 0.48 

Auditor Proximity to SEC Office 4897 -1.55 -10.90 -2.65 -0.50 -0.01 0.00 2.23 

Orthogonalized Auditor Proximity 4897 0.11 -5.34 -0.65 0.63 0.96 3.12 1.56 
AudDistanceLess100k 4897 0.65 0.00 0.00 1.00 1.00 1.00 0.48 

DD Accrual Quality 4897 0.08 0.01 0.04 0.07 0.11 0.21 0.06 

Absolute Abnormal Accruals 4897 0.19 0.01 0.05 0.12 0.25 0.67 0.19 
F-Score 4897 0.57 0.01 0.14 0.31 0.66 4.86 0.80 

Suspect Firm 4897 0.07 0.00 0.00 0.00 0.00 1.00 0.26 

Suspect Firm in Prior Year 4897 0.09 0.00 0.00 0.00 0.00 1.00 0.29 
Client Proximity to SEC Office 4897 -1.88 -10.95 -3.30 -0.65 -0.30 0.00 2.32 

Client in SEC MSA 4897 0.52 0.00 0.00 1.00 1.00 1.00 0.50 

Client Assets (millions) 4897 92.69 1.11 9.92 25.21 73.76 7629.58 290.94 
Leverage 4897 0.56 0.04 0.27 0.46 0.71 2.36 0.45 

Change in Leverage 4897 0.07 -0.55 -0.03 0.03 0.12 0.97 0.23 

Loss 4897 0.68 0.00 0.00 1.00 1.00 1.00 0.47 
Firm Age 4897 16.52 10.00 14.00 17.00 19.00 20.00 3.16 

New Finance 4897 0.52 0.00 0.00 1.00 1.00 1.00 0.50 
Operating Cash Flows 4897 -0.13 -1.42 -0.17 -0.04 0.03 0.28 0.31 

Reporting Lag 4897 79.28 20.00 65.00 84.00 90.00 179.00 24.00 

Investments 4897 0.23 0.00 0.04 0.14 0.35 0.95 0.24 
Bankruptcy Risk 4897 0.29 -4.58 -2.36 -0.83 1.72 9.31 3.91 

Litigation Risk 4897 0.40 0.00 0.07 0.26 0.79 1.00 0.37 

Stock Return 4897 0.15 -0.94 -0.48 -0.16 0.25 6.99 1.24 
Volatility 4897 0.28 0.05 0.13 0.19 0.28 2.20 0.33 

Ln Number of Business Segments 4897 0.58 0.00 0.00 0.00 1.10 3.09 0.75 

Ln Number of Geographic Segments 4897 0.54 0.00 0.00 0.00 1.10 3.51 0.84 
Dec. 31st Year End 4897 0.60 0.00 0.00 1.00 1.00 1.00 0.49 

Modified 4897 0.18 0.00 0.00 0.00 0.00 1.00 0.38 

Mismatch 4897 0.38 0.00 0.00 0.00 1.00 1.00 0.49 
Acquisition 4897 0.29 0.00 0.00 0.00 1.00 1.00 0.45 

Auditor Assets (billions) 4897 4.81 0.01 0.11 0.72 2.99 2972.66 43.34 

Client Influence 4897 0.23 0.01 0.06 0.12 0.26 1.00 0.27 
PCAOB MSA 4897 0.52 0.00 0.00 1.00 1.00 1.00 0.50 

Industry Leader 4897 0.00 0.00 0.00 0.00 0.00 1.00 0.04 

Population 4897 8,218,446 75,450 2,543,482 5,564,635 12,800,000 19,600,000 6,901,842 
Auditor Proximity to Client 4897 -3.59 -39.49 -1.58 -0.35 -0.15 0.00 8.04 
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Table 1                 

Descriptive Statistics (Continued)         

Variables Count Mean Minimum 25th Pctl Median 75th Pctl Maximum Standard Deviation 

Panel B: Big-4 Observations         

Going Concern 8770 0.05 0.00 0.00 0.00 0.00 1.00 0.22 

Type I Error 8770 0.04 0.00 0.00 0.00 0.00 1.00 0.20 
Type II Error 8770 0.004 0.00 0.00 0.00 0.00 1.00 0.07 

Audit Fees 8,257 1,164,410 5,000 243,500 573,150 1,292,630 7,900,000 1,601,717 

Switch 8770 0.11 0.00 0.00 0.00 0.00 1.00 0.31 
Auditor in SEC MSA 8770 0.47 0.00 0.00 0.00 1.00 1.00 0.50 

Auditor Proximity to SEC Office 8770 -1.96 -10.90 -3.74 -0.62 -0.01 0.00 2.63 

Orthogonalized Auditor Proximity 8770 0.02 -4.75 -0.73 0.44 0.78 4.00 1.35 
AudDistanceLess100k 8770 0.59 0.00 0.00 1.00 1.00 1.00 0.49 

DD Accrual Quality 8770 0.05 0.01 0.02 0.04 0.07 0.21 0.04 

Absolute Abnormal Accruals 8770 0.16 0.01 0.04 0.10 0.21 0.67 0.17 
F-Score 8770 0.48 0.01 0.16 0.30 0.57 4.86 0.60 

Suspect Firm 8770 0.05 0.00 0.00 0.00 0.00 1.00 0.22 

Suspect Firm in Prior Year 8770 0.08 0.00 0.00 0.00 0.00 1.00 0.26 
Client Proximity to SEC Office 8770 -2.01 -10.95 -3.46 -0.62 -0.28 0.00 2.54 

Client in SEC MSA 8770 0.49 0.00 0.00 0.00 1.00 1.00 0.50 

Client Assets (millions) 8770 1302.06 1.11 66.38 221.56 812.23 19195.22 3212.72 
Leverage 8770 0.54 0.04 0.27 0.50 0.72 2.36 0.35 

Change in Leverage 8770 0.05 -0.55 -0.02 0.03 0.10 0.97 0.17 

Loss 8770 0.65 0.00 0.00 1.00 1.00 1.00 0.48 
Firm Age 8770 16.55 10.00 14.00 17.00 20.00 20.00 3.34 

New Finance 8770 0.57 0.00 0.00 1.00 1.00 1.00 0.49 

Operating Cash Flows 8770 -0.07 -1.42 -0.11 0.00 0.06 0.28 0.24 
Reporting Lag 8770 55.59 20.00 37.00 52.00 70.00 179.00 25.20 

Investments 8770 0.28 0.00 0.05 0.18 0.47 0.95 0.27 

Bankruptcy Risk 8770 -0.54 -4.58 -2.27 -1.16 0.21 9.31 2.96 
Litigation Risk 8770 0.49 0.00 0.17 0.43 0.86 1.00 0.34 

Stock Return 8770 0.10 -0.94 -0.48 -0.15 0.28 6.99 1.09 

Volatility 8770 0.23 0.05 0.12 0.17 0.25 2.20 0.24 
Ln Number of Business Segments 8770 0.46 0.00 0.00 0.00 1.10 3.26 0.76 

Ln Number of Geographic Segments 8770 0.53 0.00 0.00 0.00 1.10 4.22 0.89 

Dec. 31st Year End 8770 0.71 0.00 0.00 1.00 1.00 1.00 0.46 

Modified 8770 0.38 0.00 0.00 0.00 1.00 1.00 0.49 

Mismatch 8770 0.30 0.00 0.00 0.00 1.00 1.00 0.46 

Acquisition 8770 0.45 0.00 0.00 0.00 1.00 1.00 0.50 
Auditor Assets (billions) 8770 286.89 0.01 31.02 105.38 226.46 2972.66 580.70 

Client Influence 8770 0.06 0.01 0.01 0.03 0.07 1.00 0.11 

PCAOB MSA 8770 0.45 0.00 0.00 0.00 1.00 1.00 0.50 
Industry Leader 8770 0.15 0.00 0.00 0.00 0.00 1.00 0.36 

Population 8770 5,564,434 141,671 1,836,911 3,439,809 5,965,343 19,600,000 5,328,331 

Auditor Proximity to Client 8770 -2.41 -39.49 -0.49 -0.22 -0.11 0.00 7.08 



 

 

 45 

TABLE 2 

Logistic regressions to test Hypothesis 1 and Hypothesis 2. Dependent variable is going concern opinion, 1=yes, 0=no. Test variable an indicator variable equal to 1 if the 

auditor is in a MSA that contains an SEC Office; 0 otherwise.  

    (1) (2)  (3) (4) 

    Dependent Variable = Going Concern 

    Non-Big 4  Big 4 

   

Predicted 

Sign  Full Sample Large MSAs Only  Full Sample Large MSAs Only 

Variable of Interest          

Auditor in SEC MSA  +  0.212 0.186  -0.214 -0.129 

    (2.09)** (2.16)**  (-0.70) (-0.43) 

Client Earnings Quality Control Variables         

DD Accrual Quality  +  1.144 1.141  1.592 1.835 

    (1.84)* (1.72)*  (1.73)* (1.75)* 

Absolute Abnormal Accruals  +  0.302 0.322  0.453 0.451 

    (1.73)* (1.72)*  (0.67) (0.51) 

F-Score  +  0.104 0.128  0.227 0.283 

    (2.92)*** (3.55)***  (3.29)*** (3.28)*** 

Suspect Firm  +  -0.496 -0.687  -1.372 -1.119 

    (-3.14)*** (-3.42)***  (-1.84)* (-1.54) 

Suspect Firm in Prior Year  +  0.011 0.128  -0.210 -0.209 

    (0.08) (0.88)  (-0.52) (-0.57) 

Other Client Control Variables         

Client in SEC MSA  ?  0.092 0.091  0.159 0.155 

    (1.19) (1.15)  (0.47) (0.48) 

Ln Client Assets  -  -0.038 -0.040  -0.078 -0.043 

    (-1.32) (-1.31)  (-1.38) (-0.61) 

Leverage  +  0.178 0.174  0.930 0.848 

    (1.88)* (1.68)*  (2.59)*** (2.59)*** 

Change in Leverage  +  0.468 0.377  -0.208 0.166 

    (3.11)*** (2.45)**  (-0.44) (0.34) 

Loss  +  0.283 0.267  0.567 0.552 

    (3.32)*** (2.97)***  (1.76)* (1.54) 

Ln Firm Age  -  -0.439 -0.357  -0.862 -0.456 

    (-2.47)** (-1.96)**  (-3.39)*** (-2.41)** 

New Finance  ?  -0.077 -0.108  -0.016 -0.055 

    (-1.19) (-1.42)  (-0.09) (-0.26) 

Operating Cash Flows  -  -0.373 -0.361  -1.537 -1.355 

    (-2.80)*** (-2.70)***  (-2.91)*** (-2.06)** 

Reporting Lag  +  0.014 0.013  0.023 0.026 

    (9.26)*** (7.75)***  (8.50)*** (25.13)*** 

Investments  -  -1.037 -1.061  -3.006 -2.807 

    (-5.48)*** (-5.29)***  (-3.16)*** (-3.49)*** 

Bankruptcy Risk  +  0.065 0.070  0.203 0.208 

    (6.06)*** (6.00)***  (9.18)*** (19.04)*** 

Litigation Risk  +  0.089 0.107  0.109 0.084 

    (1.17) (1.31)  (0.55) (0.35) 

Stock Return  -  -0.306 -0.312  -0.543 -0.499 

    (-6.61)*** (-6.25)***  (-2.53)** (-1.73)* 

Volatility  +  0.695 0.711  1.150 1.048 

    (6.93)*** (6.50)***  (4.00)*** (3.63)*** 

Auditor Control Variables         

Ln Auditor Assets  +  -0.009 0.000  0.154 0.267 

    (-0.41) (0.01)  (3.55)*** (8.67)*** 

Client Influence  -  0.015 -0.074  -2.530 -3.622 

    (0.09) (-0.37)  (-2.54)** (-3.23)*** 

Industry Leader  ?     -0.195 -0.231 

       (-1.51) (-1.81)* 

PCAOB MSA  ?  0.091 -0.033  -0.246 -0.286 

    (0.88) (-0.48)  (-1.05) (-2.04)** 

Ln Population  ?  -0.103 -0.108  -0.334 -0.859 

    (-1.92)* (-1.86)*  (-2.21)** (-7.67)*** 

Auditor Proximity to Client  ?  -0.002 0.001  -0.015 -0.015 

        (-0.44) (0.29)   (-1.60) (-1.71)* 

Observations    4810 4009  8610 6099 

Pseudo R-squared    0.374 0.359  0.386 0.387 

Clustered Standard Errors    By Audit Office By Audit Office  By Audit Office By Audit Office 

Year Fixed-Effects    Yes Yes  Yes Yes 

Industry Fixed-Effects    Yes Yes  Yes Yes 

Regional Fixed-Effects       Yes Yes   Yes Yes 
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TABLE 3 

Tests of Hypothesis 1 and Hypothesis 2 using additional proxies for auditor distance. Dependent variable is going concern opinion, 1=yes, 0=no. 

    (1) (2) (3)  (4) (5) (6) 

    Dependent Variable = Going Concern 

      Non-Big 4      Big 4   

   

Predicted 

Sign  

100k 

Dummy  

Auditor 

Proximity 

Orthogonal 

Auditor 

Proximity  100k Dummy  

Auditor 

Proximity 

Orthogonal 

Auditor 

Proximity 

Variable of Interest            

Auditor to SEC Distance < 100km  +  0.139    -0.143   

    (1.68)*    (-1.14)   

Auditor Proximity to SEC Office  +   0.047    -0.037  

     (2.22)**    (-1.54)  

Orthogonalized Auditor Proximity  +    0.058    -0.038 

      (2.72)***    (-1.32) 

Client Earnings Quality Control Variables         

DD Accrual Quality  +  1.136 1.145 1.151  0.901 0.783 0.791 

    (1.73)* (1.79)* (1.80)*  (2.02)** (1.87)* (1.92)* 

Absolute Abnormal Accruals  +  0.294 0.294 0.296  0.240 0.252 0.251 

    (1.69)* (1.70)* (1.71)*  (0.77) (0.78) (0.78) 

F-Score  +  0.106 0.108 0.108  0.128 0.132 0.131 

    (2.99)*** (3.05)*** (3.05)***  (3.70)*** (3.78)*** (3.75)*** 

Suspect Firm  +  -0.526 -0.504 -0.501  -0.628 -0.636 -0.637 

    (-3.17)*** (-3.11)*** (-3.08)***  (-1.94)* (-1.98)** (-1.98)** 

Suspect Firm in Prior Year  +  0.012 0.006 0.007  -0.144 -0.147 -0.148 

    (0.09) (0.04) (0.05)  (-0.73) (-0.73) (-0.73) 

Other Client Control Variables           

Client to SEC Distance < 100k  ?  -0.005    0.068   

    (-0.06)    (0.60)   

Client Proximity to SEC Office  ?   -0.042 -0.025   0.015 -0.006 

     (-2.46)** (-1.92)*   (0.73) (-0.77) 

Ln Client Assets  -  -0.033 -0.035 -0.035  -0.041 -0.042 -0.042 

    (-1.15) (-1.22) (-1.23)  (-1.42) (-1.60) (-1.59) 

Leverage  +  0.173 0.173 0.172  0.488 0.496 0.495 

    (1.78)* (1.82)* (1.81)*  (2.58)*** (2.63)*** (2.63)*** 

Change in Leverage  +  0.466 0.475 0.479  -0.042 -0.046 -0.046 

    (2.96)*** (3.08)*** (3.10)***  (-0.17) (-0.19) (-0.19) 

Loss  +  0.286 0.282 0.282  0.252 0.245 0.245 

    (3.29)*** (3.25)*** (3.25)***  (1.58) (1.53) (1.53) 

Ln Firm Age  -  -0.454 -0.439 -0.434  -0.436 -0.417 -0.418 

    (-2.56)** (-2.55)** (-2.53)**  (-3.00)*** (-2.97)*** (-2.99)*** 

New Finance  ?  -0.079 -0.078 -0.078  -0.035 -0.036 -0.037 

    (-1.21) (-1.21) (-1.20)  (-0.51) (-0.53) (-0.55) 

Operating Cash Flows  -  -0.384 -0.387 -0.388  -0.824 -0.837 -0.840 

    (-2.87)*** (-2.90)*** (-2.90)***  (-3.03)*** (-3.05)*** (-3.07)*** 

Reporting Lag  +  0.014 0.014 0.014  0.012 0.012 0.012 

    (9.30)*** (9.46)*** (9.45)***  (9.01)*** (9.00)*** (8.93)*** 

Investments  -  -1.034 -1.009 -1.009  -1.483 -1.512 -1.514 

    (-5.56)*** (-5.37)*** (-5.33)***  (-3.46)*** (-3.52)*** (-3.52)*** 

Bankruptcy Risk  +  0.065 0.065 0.065  0.100 0.098 0.097 

    (5.97)*** (5.92)*** (5.87)***  (14.24)*** (11.18)*** (11.11)*** 

Litigation Risk  +  0.079 0.077 0.078  0.048 0.042 0.041 

    (1.03) (1.01) (1.02)  (0.48) (0.40) (0.39) 

Stock Return  -  -0.304 -0.306 -0.307  -0.258 -0.252 -0.253 

    (-6.64)*** (-6.59)*** (-6.60)***  (-2.96)*** (-2.99)*** (-2.98)*** 

Volatility  +  0.691 0.694 0.696  0.655 0.646 0.646 

    (6.85)*** (6.77)*** (6.82)***  (5.05)*** (5.06)*** (5.06)*** 

Auditor Control Variables           

Ln Auditor Assets  +  -0.013 -0.011 -0.011  0.075 0.073 0.073 

    (-0.61) (-0.53) (-0.54)  (3.20)*** (3.48)*** (3.43)*** 

Client Influence  -  -0.003 0.004 0.007  -1.169 -1.070 -1.076 

    (-0.02) (0.02) (0.04)  (-2.64)*** (-2.66)*** (-2.67)*** 

Industry Leader  ?      -0.061 -0.085 -0.086 

        (-1.32) (-1.52) (-1.50) 

PCAOB MSA  ?  -0.035 -0.032 -0.032  -0.031 -0.023 -0.024 

    (-0.55) (-0.50) (-0.48)  (-0.44) (-0.35) (-0.37) 

Ln Population  ?  -0.082 -0.066 -0.069  -0.172 -0.196 -0.197 

    (-1.76)* (-1.52) (-1.61)  (-4.86)*** (-5.58)*** (-5.49)*** 

Auditor to Client Distance < 100k  ?  0.062    0.180   

    (0.78)    (1.91)*   

Auditor Proximity to Client  ?   -0.000 -0.000   -0.007 -0.007 

          (-0.10) (-0.04)     (-1.48) (-1.67)* 

Observations    4810 4810 4810  8610 8610 8610 

Pseudo R-squared    0.372 0.372 0.373  0.395 0.393 0.393 

Clustered Standard Errors 

   

By Audit 

Office By Audit Office By Audit Office  By Audit Office By Audit Office By Audit Office 

Year Fixed-Effects    Yes Yes Yes  Yes Yes Yes 

Industry Fixed-Effects    Yes Yes Yes  Yes Yes Yes 

Regional Fixed-Effects       Yes Yes Yes   Yes Yes Yes 
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TABLE 4 

Robustness tests.  Dependent variable is going concern opinion, 1=yes, 0=no.         

    (1) (2)  (3) (4) 

    Dependent Variable = Going Concern 

    Audit Firm Size Cross-sectional Test  Client Distance Cross-sectional Test 

   

Predicted 

Sign  

Small  

Non-Big 4 

Large  

Non-Big 4  

Client Distance > 

100k 

Client Distance < 

100k 

Variable of Interest          

Auditor in SEC MSA  +  0.213 0.155  0.219 0.144 

    (2.62)*** (1.79)*  (2.01)** (1.90)* 

Client Earnings Quality Control Variables         
DD Accrual Quality  +  2.090 1.267  2.043 0.848 

    (1.90)* (1.74)*  (1.89)* (1.05) 

Absolute Abnormal Accruals  +  0.012 0.240  0.264 0.248 
    (0.05) (1.06)  (0.91) (1.08) 

F-Score  +  0.187 0.090  0.040 0.143 

    (18.26)*** (1.94)*  (0.71) (3.34)*** 

Suspect Firm  +  -0.451 -0.818  -0.520 -0.420 

    (-3.53)*** (-2.77)***  (-1.49) (-1.75)* 

Suspect Firm in Prior Year  +  0.167 -0.131  0.268 -0.126 
    (0.57) (-0.76)  (1.29) (-0.66) 

Other Client Control Variables         

Client in SEC MSA  ?  0.225 -0.016    
    (3.41)*** (-0.18)    

Ln Client Assets  -  -0.150 -0.015  -0.029 -0.035 

    (-13.40)*** (-0.35)  (-0.48) (-1.01) 
Leverage  +  0.384 0.161  0.276 0.099 

    (3.07)*** (1.47)  (1.89)* (0.76) 

Change in Leverage  +  0.678 0.366  0.085 0.712 
    (2.27)** (2.26)**  (0.43) (3.01)*** 

Loss  +  0.350 0.286  0.320 0.304 

    (1.62) (2.61)***  (2.00)** (2.36)** 
Ln Firm Age  -  -0.533 -0.438  -0.671 -0.336 

    (-1.18) (-1.98)**  (-2.52)** (-1.59) 

New Finance  ?  -0.201 -0.033  -0.008 -0.100 
    (-2.18)** (-0.42)  (-0.07) (-1.17) 

Operating Cash Flows  -  -0.218 -0.495  -0.147 -0.489 

    (-0.68) (-3.36)***  (-0.59) (-3.17)*** 
Reporting Lag  +  0.015 0.013  0.015 0.015 

    (5.98)*** (7.41)***  (6.10)*** (8.42)*** 
Investments  -  -1.410 -0.980  -1.130 -1.043 

    (-2.56)** (-4.39)***  (-3.13)*** (-4.43)*** 

Bankruptcy Risk  +  0.064 0.067  0.090 0.061 
    (4.09)*** (4.74)***  (3.39)*** (4.46)*** 

Litigation Risk  +  0.298 0.060  0.237 0.008 

    (2.93)*** (0.60)  (1.69)* (0.09) 
Stock Return  -  -0.571 -0.294  -0.326 -0.312 

    (-4.19)*** (-6.28)***  (-3.97)*** (-5.09)*** 

Volatility  +  0.824 0.759  0.816 0.681 
    (3.69)*** (5.85)***  (4.94)*** (5.26)*** 

Auditor Control Variables         

Ln Auditor Assets  +  -0.137 -0.009  -0.012 -0.037 
    (-5.20)*** (-0.27)  (-0.36) (-1.44) 

Client Influence  -  -0.404 0.012  0.225 -0.415 

    (-2.24)** (0.06)  (0.92) (-1.66)* 
PCAOB MSA  ?  -0.201 0.043  -0.053 -0.050 

    (-1.49) (0.53)  (-0.40) (-0.55) 

Ln Population  ?  0.085 -0.126  -0.014 -0.095 
    (0.88) (-2.65)***  (-0.16) (-1.78)* 

Auditor Proximity to Client  ?  0.002 -0.004  -0.002 -0.004 

        (0.20) (-0.89)   (-0.38) (-0.86) 

Observations    1735 2969  1667 2988 
Pseudo R-squared    0.448 0.369  0.420 0.374 

Clustered Standard Errors    By Audit Office By Audit Office  By Audit Office By Audit Office 

Year Fixed-Effects    Yes Yes  Yes Yes 
Industry Fixed-Effects    Yes Yes  Yes Yes 

Region Fixed-Effects       Yes Yes   Yes Yes 
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TABLE 5 

Test of Hypothesis 3, going concern error rates by audit offices in SEC and non-SEC MSAs.  

             

Panel A: Univariate analysis of error rates.              

  In SEC MSA      Not in SEC MSA     

             

  Going Concern(t)     Going Concern(t)   

  Yes No      Yes  No    

B
an

k
ru

p
tc

y
(t

+
1

) 

Yes 0.43% 0.27% 0.70% 

 

B
an

k
ru

p
tc

y
(t

+
1

) 

Yes 0.39% 0.28% 0.67% 

No 10.9%** 88.39%** 99.30% 

 

No 8.81%** 90.51%** 99.33% 

             

  11.33% 88.67%     9.21%  90.79%   

             

    Type I Error         Type II Error  

                          

** Indicates a significant difference between SEC and non-SEC MSAs at p<.05     
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TABLE 5 

Test of Hypothesis 3, going concern error rates for audit offices in SEC and non-SEC MSAs. (continued) 

                   

Panel B: Multivariate analysis of error rates.                  

        (1)  (2)  (3)  (4)  (5)  (6) 

        Non-Big4  Big4 

         

Predicted 

Sign   Any Error  

Type I 

Error  

Type II 

Error  Any Error  

Type I 

Error  

Type II 

Error 

Variable of Interest                  

Auditor in SEC MSA   +/?/?   0.197  0.195  0.412  -0.154  -0.088  -0.362 

        (2.11)**  (2.02)**  (0.80)  (-1.46)  (-0.83)  (-1.33) 

Client Earnings Quality Control Variables              

DD Accrual Quality   +   1.383  1.296  7.703  1.194  1.065  1.842 

        (2.08)**  (1.95)*  (2.18)**  (1.48)  (1.32)  (0.89) 

Absolute Abnormal Accruals  +   0.297  0.306  -0.127  0.423  0.378  0.267 

        (1.55)  (1.59)  (-0.16)  (2.10)**  (1.86)*  (0.53) 

F-Score    +   0.101  0.103  -0.198  0.067  0.080  -0.364 

        (2.86)***  (2.88)***  (-1.69)*  (1.67)*  (2.00)**  (-2.48)** 

Suspect Firm   +   -0.510  -0.564  0.968  -0.781  -0.722  
Ұ 

        (-2.58)***  (-2.67)***  (1.73)*  (-2.80)***  (-2.62)***  

Suspect Firm in Prior Year   +   -0.035  -0.069  1.002  0.053  -0.127  0.794 

        (-0.25)  (-0.47)  (2.05)**  (0.39)  (-0.84)  (2.98)*** 

Other Client Control Variables                

Client in SEC MSA   ?   0.060  0.074  -0.261  0.076  0.089  -0.060 

        (0.75)  (0.92)  (-0.79)  (0.89)  (1.03)  (-0.27) 

Ln Client Assets   -   -0.050  -0.057  0.327  -0.059  -0.085  0.206 

        (-1.51)  (-1.71)*  (1.72)*  (-2.22)**  (-3.14)***  (3.74)*** 

Leverage    +   0.123  0.135  -0.815  0.389  0.314  1.072 

        (1.37)  (1.51)  (-1.48)  (3.58)***  (2.85)***  (5.40)*** 

Change in Leverage   +   0.505  0.462  3.443  -0.051  -0.095  0.321 

        (3.53)***  (3.24)***  (3.22)***  (-0.28)  (-0.50)  (0.73) 

Loss    +   0.280  0.262  2.048  0.246  0.213  0.459 

        (3.00)***  (2.78)***  (3.49)***  (2.82)***  (2.36)**  (1.98)** 

Ln Firm Age   -   -0.537  -0.398  -6.211  -0.388  -0.293  -1.274 

        (-3.20)***  (-2.31)**  (-5.69)***  (-2.69)***  (-1.98)**  (-3.70)*** 

New Finance   ?   -0.020  -0.047  0.978  0.001  0.025  -0.042 

        (-0.29)  (-0.68)  (2.50)**  (0.01)  (0.35)  (-0.24) 

Operating Cash Flows   -   -0.352  -0.361  -0.004  -0.818  -0.804  0.206 

        (-2.61)***  (-2.68)***  (-0.01)  (-5.21)***  (-5.09)***  (0.45) 

Reporting Lag   +   0.014  0.014  0.012  0.010  0.010  0.001 

        (9.37)***  (9.25)***  (2.83)***  (8.99)***  (9.26)***  (0.20) 

Investments   -   -0.972  -0.985  -0.060  -1.557  -1.566  -0.970 

        (-5.23)***  (-5.31)***  (-0.11)  (-7.73)***  (-7.70)***  (-1.66)* 

Bankruptcy Risk   +   0.063  0.061  0.067  0.093  0.097  0.020 

        (4.96)***  (4.89)***  (1.32)  (6.21)***  (6.41)***  (0.39) 

Litigation Risk   +   0.110  0.102  0.587  0.053  0.008  0.142 

        (1.17)  (1.08)  (1.30)  (0.54)  (0.08)  (0.49) 

Stock Return   -   -0.278  -0.278  -0.074  -0.233  -0.203  -0.840 

        (-6.42)***  (-6.33)***  (-0.39)  (-5.02)***  (-4.47)***  (-3.92)*** 

Volatility    +   0.636  0.631  -0.854  0.611  0.559  0.664 

        (5.95)***  (5.90)***  (-1.37)  (5.07)***  (4.55)***  (1.99)** 

Auditor Control Variables                

Ln Auditor Assets   +   -0.009  -0.011  0.117  0.030  0.053  -0.208 

        (-0.38)  (-0.45)  (0.93)  (1.13)  (1.94)*  (-3.79)*** 

Client Influence   -   0.052  0.028  1.156  -1.221  -1.241  -1.026 

        (0.30)  (0.16)  (1.57)  (-2.71)***  (-2.77)***  (-1.35) 

PCAOB MSA   ?   0.011  -0.004  0.723  0.011  -0.031  0.421 

        (0.16)  (-0.05)  (2.90)***  (0.16)  (-0.44)  (2.62)*** 

Ln Population   ?   -0.099  -0.095  -0.405  -0.089  -0.159  0.368 

        (-2.20)**  (-2.12)**  (-2.12)**  (-1.51)  (-2.62)***  (2.74)*** 

Auditor Proximity to Client   ?   -0.001  -0.002  0.329  -0.010  -0.009  -0.011 

                (-0.27)   (-0.50)   (3.12)***   (-2.60)***   (-2.40)**   (-1.20) 

Observations      4826  4810  1944  8501  8449  4420 

Pseudo R-squared      0.365  0.368  0.527  0.363  0.373  0.405 

Clustered Standard Errors      

Audit 

Office  

Audit 

Office  

Audit 

Office  

Audit 

Office  

Audit 

Office  

Audit 

Office 

Year Fixed-Effects      Yes  Yes  Yes  Yes  Yes  Yes 

Industry Fixed-Effects      Yes  Yes  Yes  Yes  Yes  Yes 

Regional Fixed-Effects           Yes   Yes   Yes   Yes   Yes   Yes 

Ұ This variable was removed from the model because it perfectly predicted the dependent variable.  
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TABLE 6 

The effect of auditor conservatism in SEC MSAs on audit fees.  

    (1) (2)  (3) (4) 

    Dependent Variable = Ln Audit Fees 

    Non-Big 4  Big 4 

   Predicted Sign  Full Sample Large MSAs Only  Full Sample Large MSAs Only 

Variable of Interest          

Auditor in SEC MSA  +  0.067 0.095  0.010 0.020 

    (1.67)* (1.99)**  (0.27) (0.49) 

Client Earnings Quality Control Variables         

DD Accrual Quality  +  0.762 0.698  0.888 0.591 

    (2.39)** (2.05)**  (3.07)*** (1.81)* 

Absolute Abnormal Accruals  +  0.181 0.199  0.232 0.229 

    (3.37)*** (3.30)***  (5.26)*** (4.37)*** 

F-Score  +  0.005 0.004  0.051 0.049 

    (0.33) (0.27)  (3.78)*** (3.19)*** 

Suspect Firm  +  -0.130 -0.147  -0.119 -0.137 

    (-3.89)*** (-3.87)***  (-3.81)*** (-3.64)*** 

Suspect Firm in Prior Year  +  -0.071 -0.061  -0.002 -0.025 

    (-2.39)** (-1.83)*  (-0.08) (-0.91) 

Other Client Control Variables         

Ln Number of Business Segments  +  0.024 0.026  0.007 0.028 

    (1.09) (1.00)  (0.41) (1.39) 

Ln Number of Geographic Segments  +  0.104 0.092  0.135 0.128 

    (5.80)*** (4.47)***  (8.66)*** (7.12)*** 

Dec. 31st Year End  +  0.093 0.104  0.103 0.115 

    (3.00)*** (3.01)***  (4.45)*** (4.43)*** 

Client in SEC MSA  ?  0.044 0.036  -0.050 -0.033 

    (1.38) (0.94)  (-1.80)* (-0.95) 

Ln Client Assets  +  0.512 0.511  0.513 0.521 

    (37.45)*** (33.32)***  (54.68)*** (47.64)*** 

Leverage  +  0.063 0.043  0.247 0.202 

    (1.73)* (1.06)  (5.71)*** (3.99)*** 

Change in Leverage  ?  0.024 0.014  -0.151 -0.097 

    (0.48) (0.26)  (-3.06)*** (-1.70)* 

Loss  +  0.028 0.026  -0.009 -0.021 

    (1.26) (1.01)  (-0.58) (-1.09) 

Ln Firm Age  -  -0.044 0.023  -0.099 -0.054 

    (-0.62) (0.30)  (-2.03)** (-0.96) 

New Finance  ?  -0.014 -0.006  -0.050 -0.038 

    (-0.62) (-0.25)  (-2.97)*** (-1.92)* 

Operating Cash Flows  -  -0.029 -0.067  -0.118 -0.178 

    (-0.61) (-1.30)  (-2.53)** (-3.29)*** 

Reporting Lag  +  0.001 0.001  0.005 0.006 

    (1.93)* (2.16)**  (11.06)*** (10.86)*** 

Investments  -  -0.160 -0.235  -0.210 -0.229 

    (-2.22)** (-2.97)***  (-3.92)*** (-3.72)*** 

Bankruptcy Risk  +  0.035 0.037  0.031 0.030 

    (7.74)*** (7.34)***  (6.61)*** (5.73)*** 

Litigation Risk  +  0.022 0.012  0.007 0.003 

    (0.82) (0.41)  (0.31) (0.10) 

Stock Return  -  -0.041 -0.039  -0.004 -0.002 

    (-5.09)*** (-4.09)***  (-0.59) (-0.26) 

Volatility  +  0.123 0.109  0.032 0.030 

    (3.27)*** (2.39)**  (1.05) (0.83) 

Auditor Control Variables         

Ln Auditor Assets  +  0.073 0.078  0.055 0.030 

    (8.51)*** (8.02)***  (6.35)*** (2.67)*** 

Client Influence  +  0.187 0.178  0.205 0.376 

    (2.66)*** (1.94)*  (2.08)** (1.92)* 

PCAOB MSA  ?  -0.049 -0.063  -0.004 0.006 

    (-1.15) (-1.29)  (-0.14) (0.17) 

Industry Leader  +     0.043 0.039 

       (1.62) (1.26) 

Ln Population  ?  0.033 -0.011  -0.026 0.045 

    (1.79)* (-0.37)  (-1.24) (1.54) 

Auditor Proximity to Client  ?  0.003 0.002  -0.002 -0.003 

        (2.06)** (1.03)   (-1.36) (-1.93)* 

Observations    4267 3563  8388 5976 

Adjusted R-squared    0.746 0.744  0.821 0.834 

Clustered Standard Errors    By Audit Office By Audit Office  By Audit Office By Audit Office 

Year Fixed-Effects    Yes Yes  Yes Yes 

Industry Fixed-Effects    Yes Yes  Yes Yes 

Regional Fixed-Effects       Yes Yes   Yes Yes 
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TABLE 7 

The effect of auditor conservatism in SEC MSAs on clients' switching decisions.  

    (1) (2)  (3) (4) 

    Dependent Variable = Switch 

    Non-Big 4  Big 4 

   Predicted Sign  Full Sample Large MSAs Only  Full Sample Large MSAs Only 

Variable of Interest          

Auditor in SEC MSA  +  0.208 0.292  -0.073 -0.084 

    (2.59)*** (3.25)***  (-0.90) (-0.87) 

Client Earnings Quality Control Variables         

DD Accrual Quality  +  0.751 0.620  0.713 1.716 

    (1.42) (1.09)  (1.23) (2.50)** 

Absolute Abnormal Accruals  +  -0.135 -0.105  0.071 0.017 

    (-0.89) (-0.63)  (0.46) (0.09) 

F-Score  +  0.057 0.042  0.004 -0.031 

    (1.72)* (1.15)  (0.11) (-0.77) 

Suspect Firm  +  -0.126 -0.116  -0.029 0.009 

    (-1.21) (-1.02)  (-0.29) (0.07) 

Suspect Firm in Prior Year  +  -0.118 -0.143  0.045 0.027 

    (-1.22) (-1.36)  (0.51) (0.24) 

Other Client Control Variables         

Modified  +  0.055 0.057  0.134 0.141 

    (0.79) (0.73)  (2.62)*** (2.29)** 

Mismatch  +  0.098 0.099  -0.001 0.066 

    (1.78)* (1.62)  (-0.01) (0.82) 

Acquisition  +  -0.037 -0.069  0.012 0.012 

    (-0.60) (-1.06)  (0.25) (0.19) 

Client in SEC MSA  ?  0.051 0.062  -0.084 -0.146 

    (0.85) (0.93)  (-1.44) (-1.91)* 

Ln Client Assets  -  -0.030 -0.036  -0.229 -0.217 

    (-1.10) (-1.20)  (-9.23)*** (-7.88)*** 

Leverage  +  -0.103 -0.103  -0.081 -0.115 

    (-1.34) (-1.17)  (-0.94) (-1.14) 

Change in Leverage  +  0.082 0.155  0.363 0.496 

    (0.58) (0.98)  (2.43)** (2.86)*** 

Loss  +  -0.082 -0.093  -0.019 -0.005 

    (-1.33) (-1.37)  (-0.33) (-0.08) 

Ln Firm Age  -  -0.314 -0.222  0.026 0.114 

    (-2.42)** (-1.56)  (0.25) (0.90) 

New Finance  ?  0.028 0.064  -0.002 0.023 

    (0.54) (1.14)  (-0.04) (0.38) 

Operating Cash Flows  -  -0.079 -0.108  0.066 0.008 

    (-0.70) (-0.89)  (0.53) (0.06) 

Reporting Lag  +  0.006 0.006  0.008 0.009 

    (5.56)*** (5.27)***  (8.69)*** (8.28)*** 

Investments  -  -0.106 -0.113  -0.523 -0.683 

    (-0.82) (-0.77)  (-4.06)*** (-4.37)*** 

Bankruptcy Risk  +  0.013 0.005  -0.016 -0.029 

    (1.30) (0.44)  (-1.47) (-2.34)** 

Litigation Risk  +  -0.047 -0.018  0.086 0.138 

    (-0.66) (-0.22)  (1.18) (1.59) 

Stock Return  -  0.043 0.050  0.001 0.021 

    (1.76)* (1.90)*  (0.05) (0.81) 

Volatility  +  -0.042 -0.018  0.174 0.167 

    (-0.44) (-0.17)  (1.80)* (1.50) 

Auditor Control Variables         

Ln Auditor Assets  ?  0.022 0.018  0.085 0.092 

    (1.15) (0.85)  (4.40)*** (3.57)*** 

Client Influence  ?  0.599 0.539  0.548 0.634 

    (4.79)*** (3.64)***  (2.30)** (1.63) 

PCAOB MSA  ?  0.076 0.053  -0.007 -0.002 

    (1.13) (0.69)  (-0.10) (-0.03) 

Industry Leader  ?     -0.088 -0.218 

       (-1.26) (-2.34)** 

Ln Population  ?  -0.009 0.021  -0.021 -0.022 

    (-0.25) (0.37)  (-0.46) (-0.34) 

Auditor Proximity to Client  ?  -0.009 -0.008  -0.006 -0.006 

        (-3.06)*** (-2.29)**   (-1.97)** (-1.84)* 

Observations    4385 3688  8100 5711 

Pseudo R-squared    0.068 0.073  0.152 0.173 

Clustered Standard Errors    By Audit Office By Audit Office  By Audit Office By Audit Office 

Year Fixed-Effects    Yes Yes  Yes Yes 

Industry Fixed-Effects    Yes Yes  Yes Yes 

Regional Fixed-Effects       Yes Yes   Yes Yes 

 


