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Abstract

In this study we investigate the association between audit fees and the likelihood and
characteristics of financial restatements, as well as whether audit fees increase subsequent
to financial restatements. Using a sample of Taiwanese listed companies that restate their
financial statements and a matched sample of nonrestating companies from the period 2002—
2008, we document several findings. First, positive unexpected audit fees are associated with
restatement likelihood, consistent with prior studies’ assertion that unexpected audit fees
form economic bonding that may impair auditor independence and lead to decreased audit
quality. However, this result cannot rule out the possibility that auditors of companies with
weak internal controls charge higher audit fees to conduct more extensive audit testing but
still fail to detect all material misstatements that may result in future financial restatements.
Second, restatements involving downward income adjustments and transactions prone to
earnings management are positively associated with audit fees. Finally, the subsequent
increase in audit fees is greater for firms with restatements than for firms without
restatements. Our results indicate that future audit fee increase is an economic consequence
borne by restating companies in Taiwan.

Keywords: Restatements, unexpected audit fees, restatement characteristics, economic
consequence.
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Financial Restatements and Audit Fees

1. INTRODUCTION

In this study, we investigate the association between financial restatements and audit
fees. First, based on previous studies, possible economic bonds created by audit fees are
tested to examine if audit quality impairment occurs because of reduced independence.
Considering severe fee competition in the Taiwanese audit market, we further separate
expected and unexpected fees by subdividing unexpected fees into positive and negative
groups. Second, following the suggestion of Palmrose and Scholz (2004) that restatements
usually reflect higher litigation and bankruptcy risks of firms, we analyze whether various
restatement characteristics affect audit fees. Third, audit fees and fee changes following
restatements are examined to establish an economic consequence of restatements.

2. RESEARCH DESIGN

First, natural logs of audit fees (Srinidhi and Gul, 2007) are used to measure the fee
variable (FEEVAR) and to build the logistic regression model (1) for testing H1-1:

RESTATE, , = 3, + B,FEEVAR, , + B,ROA , + 8,DE, , + 8,QUICK, ,
+ B,INDBOD, , + 3,BDSIZE, , + 3, DUALITY,
+ B,DEVIATION, , + B,CONTROL, , + 3,BIG4, , +¢, .. (1)

For calculating the expected audit fee (EXPECTED FEE) of every firm, the following
model (2) is used:

EXPECTED FEE; , = B, + B,LOGASSET, , + 5,SUB, , + B,RECINV,

+ B,ROA | + B.DE,  + B,QUICK, , + 8,INDBOD, ,

+ B,HOLDING, , + B,NONAUDIT, ,

+ B,DEVIATION, , + 8,CONTORL ,

+B,BIG4,  +¢, .. 2
The unexpected audit fee (UNEXPECTED FEE) is the residual after subtracting the

expected fee from the actual audit fee. We then separately run regression model (1) for the
UNEXPECTED FEE and EXPECTED FEE to test H1-2.

Second, we follow Palmrose et al. (2004) in developing six characteristics of financial
restatements. To examine if the audit risks associated with these restatement characteristics
are considered by auditors in their pricing strategies, regression model (3) is tested with
hand-collected data regarding six firm characteristics.
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AUDIT, = S, + S;NATUREVAR, , + ,RECINV,  + 8,LOGASSET,
+ B,SUB, , + B.ROA , + 3,DE, , + 8,QUICK, , + 8,HOLDING,
+ ,INDBOD, , + 3,,DEVIATION, , + 8,CONTROL, ,
+ B,BIG4,  + B,NONAUDIT, , +&, ,. 3)

Third, models (4) and (5) are chosen to test the audit fee effects subsequent to
restatements for restating firms (H3).

AUDIT, = p,+ BRESTATE,  + S,SUB, ., + B;ROA ., + B,DE,

i, t+1

+ B.QUICK, ., + B,RECINV, ,, + 5, LOGASSET, .., + &, ... (4)

i, t+1

AAUDIT, = B, + BRESTATE, , + 8,ASUB, , ,
+ B,AQUICK, ., + B, ARECINV

+ ﬁ3AROA1,t+1 + ﬂ4ADEi,t+l
+ B,ALOGASSET, |, +,,,. (5)

i, t+1 i, t+1

3. CONCLUSION AND CONTRIBUTIONS

First, our empirical results support the statement that the stronger the economic bonds
between auditors and their client firms, the more likely auditor independence is negatively
affected, thereby impairing audit quality, and the more likely restatements would
subsequently be announced. After we consecutively partition the audit fee into the expected
fee and unexpected fee groups, and the unexpected fee into positive unexpected fee and
negative unexpected fee groups to observe their respective impacts on the likelihood of
restatements, significant associations exist in the unexpected fee and positive unexpected fee
groups only. No significant impairment of audit quality is found in either the expected fee or
negative unexpected fee groups. Although our results are limited by the restricted and partial
disclosure policy of audit fees in Taiwan, this study provides some insights for market
regulators and governance bodies.

Because different characteristics of restatements translate into various risks facing
auditors, we examine the impact of restatement characteristics on audit fees and find that
only income-decreasing restatements and restatements for reasons related to earnings
management reach significant levels in the expected direction. Contrary to the a priori
expectation, significant fee associations are found for years in which quarterly and
semiannual financial statements (but not annual statements) were subsequently restated.
Other restatement characteristics show no significant associations with audit fees. Our
findings not only contribute to the literature regarding current fees and restatements, but also
suggest that restatement disclosures should include information to help readers assess the
severity and characteristics of restatements.

Finally, this study investigates whether the adjustment of subsequent audit fees is an
economic consequence of restatements. The empirical evidence shows that relative to
nonrestating firms, the subsequent audit fees of restating firms increase at significantly
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higher rates because of the incremental costs of restatements born by the issuing companies.

In summary, our results supplement audit fee literature regarding the impact and
economic consequences of restatements. More specifically, the income-decreasing nature
and earnings management relevance characteristics of restatements subsequently announced
are identified as being associated with the original audit fees charged for the years being
subsequently restated.



