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Prior research has shown that there are significant declines in stock prices when 

firms are sued. Haslem (2005) argues that this is due to shareholders anticipation of 

potential losses from legal costs and penalties, as well as the loss of managerial focus 

and damage to the firm’s reputation and goodwill. Bhagat et al. (1998) finds that, on 

average, firms experience wealth losses of 0.97 percent of the market value of equity, 

or $15.96 million when sued.  Stockholders suffer losses even if the case is settled.  

Haslem (2005), Karpoff and Lott (1999) and Bhagat et al. (1998) all find significant 

declines in the stock prices of defendant firms at the announcement of a settlement. 

The economic environment in the US is fairly litigious [see Menon and Williams 

(2001)], and Bhagat et al. (1998) notes that litigation is becoming an increasingly 

common method of resolving conflicts. Since litigation against a firm has such a 

significant negative impact on firm value, research is needed to identify possible 
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predictors of firm litigation. The purpose of this study is to contribute to this line of 

research by investigating whether there is a positive association between audit fees 

and subsequent client litigation. 

  The current accounting reporting system in the US is designed to provide 

capital market participants with transparent information that may be used to make 

informed decisions. High quality auditing mitigates information asymmetry between 

management and stockholders. Since the role of the auditors allows them to have 

better information and more industrial expertise than most market participants, it is 

reasonable to expect the auditor to perceive client risks ahead of the market.  We 

argue that since auditors are efficient in evaluating client risk and pricing audits to 

reflect this risk (there is a positive association between audit fees and client risk)1, 

then there should be a positive association between audit fees and subsequent client 

litigation.  An association between audit fees and subsequent client litigation would 

suggest that audit fees may be used as an early warning signal of client litigation and 

could help to mitigate investor losses.   

To investigate the association between audit fees and subsequent client litigation, 

we perform both univariate and regression analyses on a sample of 8,782 firms for the 

period 2000 to 2003.  Our sample includes 223 litigation firms and 8,559 

                                                 
1 See Simunic (1980), Simunic and Stein (1996) and Seetharaman et al. (2002). 
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non-litigation firms.  We find a significantly positive association between audit fees 

and subsequent client litigation.  We also find that changes in audit fees in the 

periods prior to litigation are significantly higher for litigation firms.  Our results 

hold after controlling for firm size, audit complexity, firm financial condition, going 

concern opinion, auditor type, auditor tenure and industry.   

This study contributes to the accounting literature by providing empirical 

evidence of a significant positive association between audit fees and subsequent client 

litigation.  An association between audit fees and subsequent client litigation 

suggests that audit fees may be used as an early warning signal of client litigation and 

may help to mitigate investor losses.  Our findings should therefore be of interest to 

investors since information about audit fees could mitigate investor losses.  Our 

results also support the Securities and Exchange Commission’s rule requiring public 

companies to disclose audit fees and the line of research that suggests that auditors 

risk-adjust audit fees. 

The remaining sections of the paper are organized as follows. Section II 

describes the literature review and hypothesis.  Section III describes the research 

methodology. Section IV provides the empirical tests and explanations of results. 

Section V provides some concluding remarks.  

II. Literature Review and Hypothesis 
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Extant accounting research indicates that auditors are seen as deep pockets by 

investors [see Schwartz and Menon (1985), Menon and Williams (1994)].  

Stakeholders incurring losses from dealings with a company are likely to try to 

recover their losses by bringing lawsuits against both the company and the auditor.  

Menon and Williams (1994) note that investors consider their right to recover 

potential losses through auditor litigation when pricing securities. 

Litigation against the auditor can be costly.  In addition to causing a loss of 

reputation, it could threaten the very existence of the audit firm. Arthur Andersen, a 

big five audit firm, went out of business because of litigation and reputation losses 

due to scandals such as WorldCom, Waste Management and Enron.  Auditors are 

therefore highly motivated to accurately assess client risk and incorporate the 

assessment into the pricing of audit services to protect themselves against future 

litigation.  Audit fees should therefore include a premium that is reflective of risk 

differences across clients.  This notion is supported by prior research [see Simunic 

and Stein (1996) and Seetharaman et al. (2002)].   

The auditor’s cost function is made up of a resource cost component which is 

directly proportional to the level of audit effort, and an expected liability loss 

component which is inversely proportional to audit effort [see Simunic and Stein 

(1996) and Seetharaman et al. (2002)]. Since the resource cost component of the 
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auditors’ cost function is directly proportional to the level of audit effort, it should 

also be directly proportional to client risk.  Hoitash et al. (2008) note that audit firms 

will increase audit effort as client risk increases.  They also note that auditors will 

charge a risk premium on risky engagements to compensate for increased litigation 

risk.  Risky clients are more likely to have internal control problems that could lead 

to misstatements in financial reporting.  They are also more likely to manipulate 

earnings. Therefore, the riskier the client, the greater the audit effort needed to attest 

to the fairness of the financial statements.2 

  The liability loss component of the auditors’ cost function should also be 

directly proportional to the client business risk.  Riskier clients are more likely to be 

sued by investors incurring losses.  Their auditors are also more likely to be sued as 

deep pockets.  Pratt and Stice (1994) note that in a competitive environment, the 

auditor will assess the liability loss component and charge the audit client an amount 

that includes a premium to cover the expected value of possible future liability losses. 

This argument is supported by Simunic and Stein (1996) who note that changes 

in audit fees attributable to litigation risk factors help the auditor to cover the costs of 

litigation.  Grambling et al. (1998) also found evidence that indicates that auditors 

assess client risk and risk-adjust audit fees.  Seetharaman et al. (2002) suggests that 
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the threat of litigation motivates auditors to 1) increase audit efforts to protect 

themselves from the threat of future litigation and 2) charge an insurance premium to 

cover possible future litigation losses.  They also found evidence to indicate that 

audit fees are risk-adjusted. 

Since stakeholders who try to recover losses by suing the auditor will also sue 

the client firm, the above results suggest that the insurance premium charged by 

auditors should reflect not only auditor litigation risks but client litigation risks. We 

therefore propose the following hypothesis in the alternative form: 

Ha:  There is a positive association between audit fees and subsequent client 
 litigation. 

III. Research Methodology  

To examine the association between audit fees and subsequent client litigation, 

we employ the following cross-sectional ordinary least squares regression model  

LnAF  = α + β1LnASSETS + β2 REINTA + β3SQSEGS + β4FORGN + β5LIQ + β6DA + 

β7ROA + β8GC + β9BIG5 + β10 LGTEN + β11SIC + β12LIT + ε      (1) 

where: 

LnAF = natural logarithm of audit fees in the period prior to client litigation; 

LnASSETS = natural logarithm of total assets; 

REINTA = percentage of total assets in receivables and inventories; 

SQSEGS = square root of the number of business segments reported on Compustat; 
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FORGN = 1 if foreign segments reported, or else 0; 

LIQ = current ratio; 

DA = debt-to-assets ratio; 

ROA = return on assets; 

GC = 1 if audit report is modified for going concern, or else 0; 

BIG5 = 1 if 1 if Big 5 auditor, else 0. 

LGTEN = 1 if long tenure, defined as no auditor change in the past three years, or 

else 0;  

SIC = 1 if the firm operates in a high-litigation industry (SIC codes of 2833-2836, 

3570-3577, 3600-3674, 5200-5961, and 7370-7370), and 0 otherwise;  

 LIT = 1 if litigation firm, or else 0. 

This model is consistent with audit fee regression models used in prior studies (see 

Simunic 1980 and Francis and Wang 2005).   Prior studies show that larger clients 

are more likely to have higher audit fees [Simunic (1980) and Seetharaman et al. 

(2002)].  We use the natural log of total assets, LnASSETS to control for client size.  

The coefficient on the client size variable is expected to be positive. 

   Prior studies also show that clients with more audit complexity are likely to have 

higher audit fees.  We use the variables, REINTA, the percentage of total assets in 

receivables and inventories; SQSEGS, the square root of the number of business 
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segments reported on Compustat; and FORGN, a dummy variable equal to 1 if the 

firm has foreign segments and 0 otherwise, to control for audit complexity [see 

Francis and Wang (2005) and Seetharaman et al. (2002)].  Seetharaman et al. (2002) 

suggests that both the auditor’s efforts and the auditor’s assessment of the liability 

loss function should increase with increasing complexity.  The coefficients on the 

audit complexity variables are therefore expected to be positive.   

We control for financial condition using the following variables: LIQ, current 

ratio; DA, debt-to-assets ratio and ROA, the return on assets.  Firms in poorer 

financial condition are more risky and therefore are likely to have higher audit fees.  

The LIQ and ROA variables are expected to be negative since low current and return 

on assets ratios indicate financial problems.  The variable DA is however expected to 

have a positive coefficient since a higher debt to assets ratio is more indicative of 

financial problems than a lower ratio. 

We also include the GC variable since firms with going concern opinions are 

likely to have higher audit fees.  The variable BIG5 is included since Big 53 auditors 

have more expertise and are likely to charge higher fees than non-Big 5 auditors.  

LGTEN measures auditor tenure.  Auditors with longer tenure are more 

knowledgeable about the client and, ceteris paribus, are likely to charge lower fees. 

                                                 
3 Now BIG4 with the demise of Arthur Andersen 
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We introduced the litigation variable LIT to investigate our research question.  

LIT is a dummy variable set to 1 if the firm is a litigation firm and 0 otherwise.  If 

auditors accurately assess client risk and risk-adjust audit fees to include a litigation 

premium, and the premium reflects not only auditor litigation risk but client litigation 

risk, then there should be a positive association between audit fees and subsequent 

client litigation.  The coefficient on the LIT variable is therefore expected to be 

positive.  We also include the control variable, SIC, which is a dummy variable, 

assigned a value of 1 if the firm operates in a high-litigation industry and 0 otherwise.  

We include this variable since Ashbaugh et al. (2003) show that firms in certain 

industries are more likely to be sued.  The coefficient on the SIC variable is expected 

to be positive. 

Sample Selection 

    Panel A of Table 1 shows the sample selection process. Our test period was 

2000-2003.  Our initial sample of 17,355 firms with audit fees data were drawn from 

AuditAnalytics.  Consistent with prior research (Francis and Wang 2005), we deleted 

3,866 financial and 843 foreign firms because of their unique characteristics.  3,864 

firms were deleted because of missing Compustat data.  This results in a final sample 

of 8,782 firms (see Table 1).  

    Panel B of Table 1 shows that our final sample includes 223 litigation firms and 
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8,559 non-litigation firms.  Litigation information was obtained from the Stanford 

Law School litigation database4.  

IV. Results 

Descriptive Statistics 

Table 2 presents the distribution of the litigation firms by industry and by year. 

The 223 firms span eleven industries with the maximum number of firms being in the 

computer sector (22.9%). The durable manufactures sector (16.1%) ranks second, 

while the services sector ranks third (15.7%).  There is no evidence of clustering by 

industry or by year (see Table 2).   

Table 3 reports the means, medians and standard deviations of the variables for 

the test period5.  Univariate tests indicate that audit fees (LnAF) are significantly 

higher for the litigation firms than for the non-litigation firms over the test period (p< 

0).  This is consistent with our expectation that the auditor will evaluate client risk 

and charge a fee premium for more risky firms that are likely to be sued.   

The litigation firms are also significantly larger than the non-litigation firms 

(p<0).  This is consistent with prior studies, which indicate that large firms are more 

likely to be associated with litigation (e.g., Bonner et al. 1998). Large firms have 

                                                 
4 For firms with multiple lawsuits, we include the first lawsuit only.  
5 We winsorize 1% and 99% extreme observations to reduce the potential influence of 
outliers.  
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more economic resources to pay potential plaintiffs (Dunbar et al. 1995). In addition, 

they have more financial disclosures which may increase their exposure to litigation 

(Bonner et al. 1998).  

The audit complexity variables (REINTA, SQSEGS and FORGN) are all 

significantly different between the litigation and non-litigation firms and generally 

indicate that the litigation firms have more complex audits than the non-litigation 

firms.  The variables BIG5 and LGTEN are also significantly different between the 

two groups (p<.01 and .05 respectively) indicating that the litigation firms have more 

Big 5 auditors with longer tenure.  The financial condition variables, LIQ, DA and 

ROA and the going concern variable GC are insignificantly different between the two 

groups (see Table 3).  

OLS Regression Results 

Table 4 reports the OLS regression results6 for the audit fees level test.  The 

variable of interest, LIT, is significantly positive at p < 0.0. This indicates a positive 

association between audit fees and subsequent client litigation which is consistent 

with our expectations.  Our results suggest that auditors perceive the potential 

litigation risks in advance and impose an audit fee premium for the litigation firms at 

least one year prior to the litigation date.  This indicates that audit fees may be used 

                                                 
6 Multicollinearity should not be a serious problem since all VIFs are less than 2.0.  
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as an early warning signal of client litigation.  Since audit fees reflect both the cost 

of the audit and the expected costs of business risk (Simunic 1980), it is reasonable to 

expect auditors to increase audit fees to reflect the increased business risk. 

The size variable (LnASSETS) and the audit complexity variables (REINTA, 

SQSEGS, FORGN) are positive and significant at p < 0.0.  This indicates that larger 

firms and firms with more complex audits have higher audit fees.  This is consistent 

with prior studies [see Simunic and Stein (1996) and Bell, Landsman and Shackelford 

(2001)] and with our expectations.   

The financial condition variables (LIQ and ROA) are significant and negative at p 

< 0.0 indicating that firms in poorer financial condition have higher audit fees.  This 

supports the notion that auditors adjust audit fees to reflect client business risks.  

Clients in poorer financial condition are more risky therefore requiring more audit 

effort, resulting in higher audit fees.  The financial condition variable, DA, is 

insignificant at conventional levels.   

The GC variable is significant and positive indicating that firms with going 

concern opinions have higher audit fees.  This result also indicates that auditors 

charge a fee premium for more risky clients.  The BIG5 variable is significant and 

positive indicating that firms with Big 5 auditors have higher audit fees.  This is 

consistent with prior studies and with our expectations.  Seetharaman et al. (2002) 
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suggests that Big 5 auditors tend to have more expertise and skills and charge higher 

audit fees.  The auditor tenure variable, LGTEN, is significant and negative at p < 

0.05.  This is consistent with our expectations.  Auditors with longer tenure have a 

better knowledge of the client and should charge lower fees. The industry variable, 

SIC, is insignificant at conventional levels (see Table 4).7 

Sensitivity Analysis 

We also investigate the research question by using the following difference 

regression model: 

DLnAF = α + β1DLnASSETS + β2DREINTA + β3DSQSEGS + β4DFORGN + β5DLIQ 

+ β6DDA + β7DROA+ β8DGC +β9DBIG5 + β10DLGTEN + β11SIC + β12LIT + ε (2) 

where the variables preceded by “D” measure the change in the equation 1 variables 

in the period prior to litigation.   Table 5 reports the regression results for the 

difference model (equation 2).  Again, the variable of interest, LIT is significant and 

positive at p<0.00.  This is consistent with our expectations and supports the 

argument that auditors tend to increase audit investment to reduce business risk (Bell 

at al. 2001). This again suggests that audit fees may be used as early warning signals 

of client litigation.  The results for the control variables are consistent with the 

results from the audit fees level test except the audit complexity variable, DFORGN, 

                                                 
7 We also estimated a regression model incorporating year and industry dummy variables with 

qualitatively identical results. 
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is insignificant and the financial condition variable DDA is significant and positive at 

p < 0.00 (see Table 5).  

V. Conclusion  

    Litigation is bad news for any firm and extant accounting research has shown 

that it results in significant losses to investors.  To mitigate investor losses, it would 

be helpful if early warning signals of firm litigation could be identified.  We suggest 

that audit fees may be used as such a signal.  We argue that since auditors are seen as 

deep pockets by investors incurring losses from dealings with audit clients, it is in the 

auditors’ best interest to accurately assess client risk and incorporate an expected 

liability loss component in audit fees.  If the auditor accurately assesses client risk, 

there should be an association between audit fees and subsequent client litigation and 

audit fees could serve as an early warning signal of subsequent client litigation.  

In this paper, we use both univariate and regression analyses to investigate the 

association between audit fees and client litigation.  Our results indicate a 

significantly positive association between audit fees and subsequent client litigation, 

which suggests that audit fees may be used as an early warning signal of client 

litigation.  Our study therefore extends the audit pricing literature by providing 

empirical evidence on the association between audit fees and client litigation.  

Our study has implications for both investors and regulators.  If audit fees can 
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serve as an early warning signal of client litigation, it should be useful in mitigating 

investor losses.  This is especially important in the current period of economic 

challenges. Our study also supports the SEC decision requiring firms to disclose audit 

fees and the line of research that suggests that audit fees are risk-adjusted. 
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Table 1 
Sample  

_____________________________________________________________________ 
             
Panel A:  Sample Selection 
 
Initial Samples          17,355 
Less: Financial Firms            (3,866) 
Less: Foreign firms        (843)  
Less Firms with missing Compustat data     (3,864) 
 
                         _______ 
Final Sample                 8,782 
 
Panel B:  Distribution of Firms by Litigation  
 
Litigation Firms            223 
Non-litigation Firms             8,559   
                _______ 
Final Samples                   8,782 
       
_____________________________________________________________________ 
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Table 2 
Distribution of Litigation Firms by Industry and by Year 

_____________________________________________________________________  
Industry       2001 2002 2003 Total %               
Mining & Construction 
(1000-1999, Excluding 1300-1399)   0    1    1   2  0.9% 
Food (2000-2111)       0    0       2   2  0.9% 
Textiles and Printing (2200-2799)    5    2       3  10  4.5% 

Pharmaceuticals (2830-2836)        6   10    18 34     15.2% 

Durable manufactures (3000-3999, 
excluding 3570-3579, and 3670-3679)   8   11    17 36  16.1% 

Transportations (4000-4899,  
excluding 4810-4819)      1    2        0 3  1.3% 

Telecommunications (4810-4819)    1       6     3 10  4.5% 
Utilities (4910-4999)      4    12    6 22  9.9% 

Retail (5000-5999)          3     5    8 16  7.2% 

Services (7000-8999, 
excluding 7370-7379)      4    16      15 35  15.7% 

Computers (3570-3579, 3670-3679, 
and 7370-7379)      12    11      28 51  22.9%
         ____________________________________ 
Total        44    78  101  223    100%  
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Table 3 
Descriptive Statistics 

____________________________________________________________________________________________________________________ 
    Litigation Firms (n=223)  Non-Litigation Firms (n=8,559)  
Variables Mean Median Std. Dev.   Mean Median  Std. Dev.  Diff. in Means t-statistic   
 
LNAF  13.19 13.01 1.27    12.34 12.422  1.22    1.56   10.27***   
LnASSETS 20.59 20.29 2.05    18.90 18.94  2.41    1.69   10.40***   
REINTA  0.22  0.18  0.17    0.26  0.22   0.20      - 0.04   -3.22***    
SQSEGS  1.40  1.00  0.50    1.33  1.00   0.45    0.07    2.28**   
FORGN  0.57  1.00  0.50    0.45  0.00   0.50    0.12    3.35***   
LIQ   3.00  1.97  3.16    2.84  1.82   3.30    0.16    0.73   
DA   0.52  0.50  0.30    0.68  0.50   1.47      -0.16   -1.68   
ROA  -0.17 0.00  0.56    -0.32 0.01   1.60       0.15   1.33    
GC   0.08  0.00  0.27    0.10  0.00   0.31    0.07      -1.27   
BIG5  0.96  1.00  0.20    0.82  1.00   0.38    0.14   5.37***   
LGTEN  0.74  1.00  0.44    0.66  1.00   0.47    0.08   2.59** 
 ________________________________________________________________________________________________________________ 
*,**, *** = p-value < 0.05, 0.01, 0.00 respectively.  All p-values are two-tailed. 
Note:. The variables are defined as follows: LnAF = natural logarithm of audit fee; LnASSETS = natural logarithm of total assets; REINTA = percentage of 
total assets in receivables and inventories; SQSEGS = square-root of number of business segments reported on Compustat; FORGN = 1 if foreign segments 

reported, or else 0; LIQ = current ratio; DA = debt-to-asset ratio; ROA = return-on-assets; GC = 1 if audit report is modified for going concern, or else 0; Lit = 
1 if litigation firm, or else 0; BIG5 = 1 if Big 5 auditor, or else 0; LGTEN = 1 if long tenure, or else 0. 
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Table 4 
Regression Results 

LnAF  = α + β1LnASSETS + β2 REINTA + β3SQSEGS + β4FORGN + β5LIQ + β6DA 
+ β7ROA + β8GC + β9BIG5 + β10 LGTEN + β11SIC + β12LIT + ε     
_____________________________________________________________________ 
Variables  Predicted Sign Coefficient  t   p-value 
 _________________________________________________________________ 
Intercept     ?      3.96       59.50    0.00 
LnASSETS    +      0.42      112.70    0.00 
REINTA     +      0.38       11.40    0.00 
SQSEGS     +      0.14        9.30    0.00 
FORGN     +      0.35       26.21    0.00 
LIQ             -     -0.03      -16.30           0.00     
DA       +      0.01       1.10    0.29 
ROA      -     -0.08      -11.90    0.00 
GC   +      0.17    8.00    0.00 
BIG5   +      0.15       7.30       0.00 
LGTEN           -     -0.03      -2.20       0.03  
SIC             +     -0.01      -0.50       0.63 
LIT           +      0.12      2.90    0.00 
Adjusted R2   0.77  
F   2,425      
N   8,782      
_____________________________________________________________________ 
 
Note: This table presents the results from regressions with the natural logarithm of audit fees 
as the dependent variable. The variables are defined as follows: LnAF = natural logarithm of 
audit fee; LnASSETS = natural logarithm of total assets; REINTA = percentage of total assets 
in receivables and inventories; SQSEGS = square-root of number of business segments 

reported on Compustat; FORGN = 1 if foreign segments reported, or else 0; LIQ = current 
ratio; DA = debt-to-asset ratio; ROA = return-on-assets; GC = 1 if audit report is modified for 
going concern, or else 0; BIG5 = 1 if Big 5 auditor, or else 0; LGTEN = 1 if long tenure, or 
else 0; SIC = 1 if the firm operates in a high-litigation industry (SIC codes of 2833-2836, 

3570-3577, 3600-3674, 5200-5961, and 7370-7370), and 0 otherwise; LIT = 1 if litigation 
firm, or else 0. 
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 Table 5 
Regression Results 

DLnAF = α + β1DLnASSETS + β2DREINTA + β3DSQSEGS + β4DFORGN + β5DLIQ 
+ β6DDA + β7DROA+ β8DGC +β9DBIG5 + β10DLGTEN + β11SIC + β12LIT + ε  
_____________________________________________________________________ 
Variables Predicted Sign   Coefficient   t   p-value 
 _________________________________________________________________ 
Intercept    ?    0.17    37.30   0.00 
DLnASSETS   +    0.25     21.80   0.00 
DREINTA     +    0.14        2.60   0.01 
DSQSEGS   +    0.06        2.80   0.01 
DFORGN   +       0.02        1.30   0.20 
DLIQ         -            -0.02       -7.30      0.00 
DDA  +      0.03          4.10   0.00 
DROA  -     -0.02      -5.30   0.00 
DGC  +        -0.01         -1.10   0.26 
DBIG5  +      0.22   11.40   0.00 
DLGTEN     -     -0.05   -4.90   0.00  
SIC          +      0.01      1.40    0.16 
LIT          +         0.19   7.60          0.00 
Adjusted R2  0.08  
F  64.7     
N   8,782  
_____________________________________________________________________ 
 

Note: This table presents the results from regressions with the difference of natural logarithm 
of audit fees as the dependent variable. The variables that begin with “D” measure the change 
in the variables from the prior period; the variables themselves are defined as in Table 4. 
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