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Abstract 

 

I examine the likelihood of auditor dismissal following financial statement restatements at 

companies where at least one of the audit committee members works on the audit committee of 

another company that is audited by the same audit firm (“AC-auditor interlocking”). Empirical 

evidence shows that companies with AC-auditor interlocking relationships are less likely to 

dismiss their auditors after a restatement occurs. Further evidence suggests that interlocking 

companies that retain their auditors after a restatement have lower subsequent audit quality 

compared to interlocking companies that dismiss their auditors. These findings raise concerns 

about the audit committee’s role in auditor termination when audit quality is relatively low and 

suggest that AC-auditor interlocking may impair audit quality. 
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Audit Committee-Auditor Interlocking, Auditor Turnover and Audit Quality 

 

1. Introduction 

                To minimize the dependence of external auditors on their client companies, Section 301 

of the Sarbanes Oxley Act (SOX) requires the audit committee, which is composed of fully 

independent directors, to be responsible for auditor appointment, audit fee approval, monitoring 

of the auditor’s performance and auditor termination. Although the benefits and drawbacks of 

connections between client managers and external auditors have been the focus of considerable 

research (e.g., Menon and Williams 2004; Lennox 2005; Geiger et al. 2008), there has been 

relatively little attention given to whether relationships between audit committee members and 

external auditors could affect the auditing process. This is important given that the audit committee 

is now in charge of the company’s relationship with the auditor. 

                This study examines whether the interlocking relationships between auditors and audit 

committee members (henceforth “AC-auditor interlocking”) affect the likelihood of auditor 

dismissal when there is an audit failure, i.e. a financial statement restatement, and how an auditor 

dismissal affects subsequent audit quality for the companies with AC-auditor interlocking. 

Existing research (Lennox and Yu 2015, Davison et al. 1984) posits that the economic theory of 

“experience goods”1 is relevant to the auditor appointment decisions by showing that companies 

tend to select audit firms with whom directors and executives are better acquainted through their 

service at other companies. Further, Chen et al. (2014) and Lennox and Yu (2015) find that in the 

general setting, AC-auditor interlocking positively affects audit quality and investors’ perceptions 

of audit quality at the interlocking companies. I extend this nascent stream of research by 

                                                           
1 “Experience goods” theory posits that customers face uncertainty when they switch suppliers and this uncertainty 

is lessened when customers know more about alternative suppliers (Shapiro 1983). 
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examining how interlocking audit committee members respond to a negative signal of audit 

quality, i.e. a financial statement restatement. I focus on companies with restatements because 

restatement provides a unique setting in which audit committee members receive a negative signal 

of audit quality and are expected to update their judgment on the auditor’s performance. 2 

Following recent studies (e.g. Chen et al. 2014; Lennox and Yu 2015), AC-auditor interlocking 

occurs when an audit committee member of a company is also a member of an audit committee in 

other companies and those companies are audited by the same audit firm. 

                Previous literature provides empirical evidence that companies are likely to dismiss 

auditors following financial restatements either because they are displeased by the auditors’ failure 

in identifying the accounting problems or to signal the companies’ intent to improve their financial 

reporting quality (Hennes et al. 2013, Wallace 2005, Thompson and McCoy 2008, Srinivasan 

2005). However, AC-auditor interlocking could affect the auditor dismissal decisions. Compared 

with audit committee members at companies without AC-auditor interlocking, those at AC-auditor 

interlocking companies could obtain knowledge of the incumbent auditor’s quality from multiple 

companies. Both Chen et al. (2014) and Lennox and Yu (2015) provide evidence that audit quality 

is better for companies with AC-auditor interlocking. This evidence suggests that, compared with 

non-interlocking audit committee members, interlocking audit committee members may have a 

stronger prior that the incumbent auditor’s quality is generally good. Thus, after a restatement 

occurs, the interlocking audit committee members may react less strongly to the restatement as a 

negative signal of audit quality. As a result, the probability of auditor dismissal after a restatement 

may be reduced for companies with AC-auditor interlocking.  

                Using a sample of financial statement restatement announcements in the post-SOX 

                                                           
2 Restatements are generally viewed as an audit failure because the auditor’s duty is to determine whether financial 

reports are accurately presented in accordance with GAAP (Hennes et al. 2013, DeFond and Zhang 2012). 
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period (from 2003 to 2010)3, I investigate whether AC-auditor interlocking affects the likelihood 

of auditor dismissals subsequent to the restatements. I find that companies are less likely to dismiss 

their auditors after a restatement announcement if at least one of their audit committee members 

works on the audit committee of another company that is audited by the same audit firm. 

Economically, the presence of AC-auditor interlocking reduces the likelihood of auditor dismissal 

by 41.5%. This evidence suggests that restatements have a weaker effect on the auditor dismissal 

decisions of companies with AC-auditor interlocking. Cross-sectional analyses show that for 

companies with AC-auditor interlocking, the likelihood of auditor dismissal after the restatement 

decreases (1) as the interlocking audit committee member’s familiarity with the incumbent 

auditor’s quality increases, and (2) when the audit quality of the non-restatement companies that 

share the audit committee member and the auditor with the restatement company is high4. These 

results further support my argument that companies with AC-auditor interlocking are less likely to 

dismiss their auditors after the restatements occur because the interlocking audit committee 

members obtain information about the auditor’s quality from multiple companies and have a strong 

prior of the incumbent auditor’s quality. 

                I next investigate whether the reduced likelihood of auditor dismissal after the 

restatements affects the subsequent audit quality of companies with AC-auditor interlocking. Even 

if the interlocking audit committee members underreact to the negative signal of audit quality and 

do not dismiss the auditor after a restatement, it is not clear whether the reduced likelihood of 

                                                           
3 My sample of restatements starts from 2003 because the audit committee is responsible for the appointment and 

replacement of auditors after SOX. The sample stops in 2010 because the test of audit quality requires three years of 

observations subsequent to each restatement announcement. 
4 I measure the audit committee member’s experience with the incumbent auditor by (1) the number of non-

restatement companies that share the audit committee member and the auditor with the restatement company, and 

(2) whether the interlocking audit committee member works with the same audit office. The audit quality of the non-

restatement companies that share the audit committee member and the auditor with the restatement company is 

measured by the average absolute abnormal accrual of these companies in the current fiscal year. 
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auditor dismissal will affect subsequent audit quality. On the one hand, if companies switch 

auditors to search for a better quality auditor, dismissing the incumbent auditor may lead to an 

improvement in future audit quality (Ettredge et al. 2011). On the other hand, familiarity between 

audit committee members and auditors may facilitate effective communication between the two 

parties (Johansen and Pettersson 2013) which could increase effectiveness and efficiency in 

remediating the existing problems. In this sense, dismissing the incumbent auditor may not 

improve audit quality for companies with AC-auditor interlocking.  

                Using a difference-in-difference research design and focusing on restatement companies 

with AC-auditor interlocking, I find that, compared with interlocking companies that dismiss their 

auditors following a restatement, interlocking companies that retain their auditors within 12 

months following a restatement announcement have lower subsequent audit quality. Specifically, 

after controlling for the endogeneity of auditor dismissal, auditor dismissal is associated with lower 

absolute abnormal accruals and a higher likelihood of going concern opinions in the three years 

subsequent to the restatement announcement.5  These findings suggest that not dismissing the 

auditor following accounting restatements adversely affect the subsequent audit quality of 

companies with AC-auditor interlocking. 

                This study contributes to the literature in several ways. First, this study adds to the 

research on the relationship between the audit committee and the external auditor. The relationship 

between audit committee members and auditors is important because the audit committee is 

responsible for the appointment, compensation, oversight and termination of the external auditor. 

Only two papers of which I am aware examine the effect of AC-auditor interlocking on audit 

quality. Chen et al. (2014) analyze how investors perceive reported earnings when companies have 

                                                           
5 While the analysis of abnormal accruals focuses on all the AC-auditor interlocking companies in my sample, the 

analysis of going concern is conducted using the subsample of financially distressed companies. 
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AC-auditor interlocking. They find that the presence of AC-auditor interlocking is positively 

associated with investor perceptions of earnings quality in terms of earnings response coefficients 

(ERCs). Lennox and Yu (2015) find that companies tend to select audit firms with whom directors 

and executives are better acquainted through their service at other companies, potentially leading 

to AC-auditor interlocking if the directors are also the audit committee members. They also find 

evidence that audit quality is better when companies select the acquainted auditors. While these 

two papers focus on the general effect of director-auditor interlocking and find a positive effect on 

companies’ financial reporting quality6, I examine whether the interlocking relationship between 

audit committee members and auditors plays a role in the auditor dismissal decision when a 

company experiences an audit failure, i.e. a financial statements restatement. Previous literature 

shows that companies are likely to take actions to remediate problems when they experience a 

material negative event such as an internal control material weakness or a financial restatement. 

These actions include changing corporate governance mechanisms (Johnstone et al. 2011, 

Srinivasan 2005) and switching auditors (Ettredge et al. 2011, Hennes et al. 2013). This study 

shows that auditor dismissals following financial restatements are less likely to happen in the 

presence of AC-auditor interlocking. This evidence raises concerns about the audit committee’s 

role in auditor termination when audit quality is relatively low.  

                Second, this study finds that companies with AC-auditor interlocking actually benefit 

from auditor dismissals after the restatements. Although AC-auditor interlocking may positively 

affect audit quality by facilitating effective communication between the audit committee and the 

                                                           
6 I also examine the effect of AC-auditor interlocking on audit quality in the general setting with a sample of firm-

year observations from 2000 to 2013. I find that AC-auditor interlocking is associated with a lower likelihood of 

misstatement, a lower absolute value of abnormal accrual and a marginally higher likelihood of going concern 

opinions. These results are consistent with the conclusions in Chen et al. (2014) and Lennox and Yu (2015) that AC-

auditor interlocking positively affects audit quality in the general setting. 
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auditor in a general setting (Chen et al. 2014), this paper shows that, when audit quality is at stake, 

such interlocking may eventually impair future audit quality when it leads to a failure to replace 

the incumbent auditors.  

                Third, the evidence from this study has indications for the SEC’s new concept release 

on increasing the audit committee reporting requirements with specific focus on the audit 

committee’s oversight of the independent auditor7. Current audit committee disclosure 

requirements (e.g., that the committee has discussed certain required communications with the 

auditor and has received written communications relating to the auditor’s independence) provide 

some information about the audit committee’s role in overseeing the external auditor without 

providing insight into how the audit committee executes its responsibilities. The results on 

auditor dismissal and subsequent audit quality lend support for the proposal of more disclosures 

on the audit committee’s process for appointing and retaining the auditor. 

                Finally, regulators have concerns that the largest audit firms have strong connections 

with corporate insiders and that these connections make it harder for less well connected audit 

firms to compete for new engagements (Competition Commission 2013). This study shows that 

the well-connected auditors are less likely to be dismissed even when there is a negative signal of 

the auditor’s quality. Thus, it gives credence to these concerns by showing evidence of fewer 

opportunities for less well connected audit firms to compete for new audit engagements. 

                The rest of the paper is organized as follows. Section 2 reviews related literature and 

develops hypotheses. Section 3 describes the construction of my sample and models. Section 4 

presents and discusses results of the empirical tests. Section 5 presents some additional analyses. 

Section 6 concludes. 

                                                           
7  The release is available at http://www.sec.gov/rules/concept/2015/33-9862.pdf   
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2. Literature review and hypotheses 

                The hypotheses draw on two streams of literature, auditor turnover following financial 

restatements and the effect of AC-auditor interlocking on general audit quality, which are 

discussed below. 

2.1 Financial restatements and auditor turnover 

                When a restatement occurs, the company is likely to dismiss the incumbent auditor for 

several reasons. If the client believes that the restatement is caused by the auditor’s failure in timely 

identifying the accounting problem, the audit committee might consider dismissing the auditor 

over this performance failure as part of an effort to remediate the existing problems. Ettredge et al. 

(2011) find that companies receiving adverse internal control over financial reporting (ICFR) 

opinions are more likely to subsequently dismiss their auditors than are companies reporting 

effective internal controls. They further find that following dismissals, adverse opinion companies 

are more likely to hire better-quality auditors (i.e., Big 4 or industry specialist auditors), indicating 

that dismissals following adverse ICFR opinions are likely to be associated with attempts to 

remediate the existing problems and to improve their overall financial reporting quality. Similarly, 

after experiencing a financial restatement, companies have incentives to improve audit quality and 

avoid future restatements by replacing the incumbent auditor.  

                Alternatively, companies might dismiss auditors simply to signal an attempt to improve 

the financial reporting quality (Hennes et al. 2013). Previous literature has shown that restatements 

have a material adverse effect on the credibility of the company’s financial reporting quality. For 

example, Palmrose et al. (2004) report a negative market reaction to restatement announcements 

over a two-day window. Wu (2002) finds that ERCs decline following restatements. Hribar and 

Jenkins (2004) show that companies’ cost of capital increases following a restatement 
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announcement. In order to restore investors’ confidence toward their financial reporting quality 

and to signal an improvement in their financial reporting credibility to the capital market, the audit 

committee is likely to dismiss the incumbent auditor after a restatement.  

                Consistent with the two arguments above, a number of empirical studies investigating 

the association between restatements and auditor turnover generally find higher auditor turnover 

rate following restatement announcements. For example, Wallace (2005) and Thompson and 

McCoy (2008) observe high auditor turnover around restatements (but do not report statistical 

tests); Srinivasan (2005) provides univariate evidence that the auditor turnover rate is significantly 

higher for restatement companies than for non-restatement companies. Focusing on the misstated 

SEC filings between 1997 and 2010, Hennes et al. (2013) examine the conditions under which 

financial restatements lead to auditor dismissals and find that auditors are more likely to be 

dismissed after more severe restatements.  

2.2 AC-auditor interlocking and audit quality in the general setting 

                SOX significantly increases audit committees’ responsibilities for selecting and 

monitoring external auditors. Under Section 301, each audit committee of a listed company is to 

be “directly responsible for the appointment, compensation, oversight and termination” of the 

external auditor, and the auditors are to report directly to the audit committee. Because audit 

committees oversee auditor’s performance and mediate the disagreements between auditors and 

managers, they play an essential role in ensuring high quality audits. Extensive prior studies have 

documented that high quality audit committees, in terms of independence from management and 

financial expertise, are associated with high quality audits, measured by restatements, earnings 

management, auditor going concern opinions, etc.(e.g. Krishnan 2005, Carcello and Neal 2000, 

Abbott et al. 2000). Realizing the importance of the audit committee, the new Exchange Act Rule 
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10A-3 requires that audit committees of public companies are composed of fully independent 

directors.8   

                Although prior studies generally focus on the independence between audit committees 

and managers, audit committee members and auditors could also be connected through the 

interlocking relationship when an audit committee member of a company is also a member of an 

audit committee in other companies and those companies are audited by the same audit firm. The 

AC-auditor interlocking may adversely affect a company’s audit quality by impairing the 

independence of the audit committee from the auditors. For example, the familiarity between the 

audit committee members and the external auditor could lead the audit committee to lose their 

objectivity and become less critical of the auditor’s performance (Chen et al. 2014). Because the 

audited financial statements are also subject to the scrutiny and approval of the audit committee 

prior to their public release (Carcello and Neal 2000), this potential for weaker oversight might 

lead to greater opportunities for earnings management.  

                On the other hand, AC-auditor interlocking may have a positive impact on the audit 

quality. Familiarity arisen from interlocking may positively affect audit quality in two ways. First, 

prior literature suggests that the audit committee plays a mediating role in resolving disagreements 

between auditors and client management (DeZoort and Salterio 2001). Greater familiarity could 

breeds trust which may lead the audit committee to support the auditor when a dispute between 

the auditor and the management occurs (DeZoort et al. 2003). This would enhance external 

auditors’ function of assuring the integrity of financial reports by reducing the scope for managers 

to engage in opportunistic earnings management and thereby increasing audit quality (Chen et al. 

                                                           
8Under the new Exchange Act Rule 10A-3, in order to be considered to be independent, an audit committee member 

may not “(i) accept any consulting, advisory, or other compensatory fee from the issuer; or (ii) be an affiliated 

person of the issuer or any subsidiary thereof.” 
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2014). Second, greater familiarity between audit committee members and auditors could facilitate 

more effective communication which increases audit committee members’ understanding of the 

auditor’s policies and procedures (Johansen and Pettersson 2013). This would help audit 

committee members focus on areas that are potentially not adequately examined by the auditors, 

thereby overseeing the financial reporting and audit process more effectively and more efficiently. 

Consistent with these arguments, Chen et al. (2014) analyze how investors perceive reported 

earnings when companies have AC-auditor interlocking and find that the extent of AC-auditor 

interlocking is significantly and positively associated with ERCs, indicating that investors perceive 

that AC-auditor interlocking improves audit quality. Lennox and Yu (2015) also find some weak 

evidence that audit quality is higher when companies select audit firms with whom directors and 

executives are better acquainted. 

2.3 AC-auditor interlocking and auditor dismissal 

                 As discussed earlier, the audit committee is responsible for hiring and terminating the 

external auditor and approving all audit engagement terms and fees. Given the important roles 

played by the audit committee in the process of hiring and dismissing auditors, the relationship 

between interlocking audit committee members and auditors could impact the likelihood of auditor 

dismissal after an audit failure.  

                Familiarity between audit committee members and auditors has been shown to affect 

decisions of auditor appointment. Davison et al. (1984) and Lennox and Yu (2015) study samples 

of companies in Australia and United States, respectively. Both papers find that companies tend 

to select audit firms with whom directors and executives are better acquainted through their service 

at other companies. These papers reveal a tendency for companies to be audited by the same 

auditor when they have mutual audit committee members. Interlocking audit committee members 
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are likely to have more information on the incumbent auditor’s quality because they have 

experience with the same auditor in multiple companies (Lennox and Yu 2015). Moreover, Chen 

et al. (2014) and Lennox and Yu (2015) show that AC-auditor interlocking is associated with better 

audit quality. In other words, interlocking audit committee members have, on average, a relatively 

stronger prior about the quality of the auditor. Thus, a negative signal of audit quality may have a 

weaker effect on interlocking audit committee members than on other audit committee members 

when they are updating their views of the auditor’s quality. As a result, the likelihood of auditor 

dismissal following a restatement is reduced for companies with an AC-auditor interlocking. 

                In summary, companies are likely to dismiss incumbent auditors following financial 

restatements as part of an effort to improve or to signal an improvement of the company’s financial 

reporting quality. However, familiarity between audit committee members and auditors might 

reduce the effect of restatements on interlocking audit committee members’ judgments about the 

auditor’s quality, thereby reducing the likelihood of auditor dismissal for companies with AC-

auditor interlocking after a restatement. My first hypothesis is stated in the alternative format as 

follows: 

H1:   The likelihood of dismissing an incumbent auditor after a financial restatement 

announcement is reduced for companies with audit committee-auditor interlocking. 

 

2.4 Audit quality following auditor dismissals for companies with AC-auditor interlocking  

                Audit quality is likely to increase with auditor dismissals after financial restatements. 

First, dismissing a low-quality auditor reflects the company’s effort to improve the audit quality. 

Johnson and Lys (1990) argue that an auditor dismissal conveys positive news about a company 

because it is a signal that the board is acting in the shareholders’ best interest.  Second, a 

replacement auditor brings a fresh perspective to the audit and is therefore more likely to detect 

financial reporting problems. This fresh eye benefit is likely to increase the audit quality. 
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Consistent with these arguments, Ettredge et al. (2011) provide evidence that companies receiving 

adverse internal control opinions and subsequently hiring better-quality auditors are more likely 

to experience a remediation of the internal control material weakness, suggesting that auditor 

dismissals are helpful in remediating the existing problems in the financial reporting process. 

Hennes et al. (2013) document a positive market reaction to auditor dismissal following a financial 

restatement. They also find that market reaction to a dismissal is positively associated with the 

severity of the restatement. This positive market reaction provides evidence that replacing the 

auditor is effective in restoring financial reporting credibility, indicating that auditor dismissals 

following restatements help improve firms’ overall financial reporting quality from the investors’ 

point of view.  

                As discussed earlier, one of the advantages of AC-auditor interlocking is the trust and 

familiarity between the audit committee members and the auditor. This familiarity could facilitate 

effective communication between the two parties (Johansen and Pettersson 2013). For restatement 

companies, remediating the weaknesses and improving the audit quality is an especially 

complicated process that may need more collaboration between the audit committee and the 

auditor. Effective communication could facilitate better collaboration. For example, it could help 

audit committee members and the audit team to quickly identify the problems and reach an 

agreement on the solutions. By focusing on the risky areas rather than spreading the resources 

broadly, the audit committee and the auditor would be more efficient and more effective at 

improving the financial reporting quality. In this sense, dismissing the incumbent auditor may not 

help improve audit quality for companies with AC-auditor interlocking.  

                To sum up, following a financial restatement, compared with companies that retain the 

incumbent auditors, companies that dismiss auditors are more likely to improve their financial 
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reporting quality in the general setting. When there is an AC-auditor interlocking, however, 

dismissing the incumbent auditor may not result in an improvement in the audit quality due to 

elimination of the potential benefits associated with interlocking. As such, it is unclear how auditor 

dismissals following restatements affect subsequent audit quality for companies with AC-auditor 

interlocking. My second hypothesis is stated in an alternative form as follows: 

H2: For companies with audit committee-auditor interlocking, those retaining the incumbent 

auditors after restatement announcements are likely to have lower subsequent audit quality than 

those dismissing the incumbent auditors. 

 

3 Sample, Models, and Variable Definitions 

3.1. Sample and Data 

                I obtain data from Audit Analytics, Compustat and BoardEx. The sample begins with 

9,005 restatements that were announced between January 2003 and December 2010. I drop 4,617 

observations with insufficient Compustat data. I further excluded 547 restatements that are a result 

of a change in GAAP. 9  Following Hennes et al. (2013), to avoid firm-level effects across 

observations, I delete the multiple restatements of the same company in the sample period. This 

process results in the elimination of 796 restatement announcements. 10  The audit committee 

member information is collected from BoardEx. After merging the remaining restatements with 

BoardEx and excluding companies that are not covered by BoardEx, my final restatement sample 

consists of 1,593 observations.  

                My auditor dismissal window for each company begins with the announcement of the 

restatement and continues until 12 months after the restatement announcement date. To identify 

auditor changes for the restatement sample, I begin with all auditor turnovers listed for the sample 

                                                           
9  I delete restatements due to change in standards regarding materiality (SAB No.108), leases (the SEC’s 2005 letter 

to the AICPA) and the reclassification of some tax accounts (FIN 48).  
10 The results remain qualitatively the same if I retain the multiple restatements. 
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companies in the Audit Analytics audit change dataset. I delete auditor turnovers that are caused 

by auditor resignations. I use the “Depart Date” to identify companies that dismiss auditors during 

my dismissal window and obtain 232 auditor dismissals in the restatement sample. 

                To analyze the effect of auditor turnover on the subsequent audit quality of the restated 

companies with AC-auditor interlocking, I start with 446 companies with AC-auditor interlocking 

in my restatement sample.  To mitigate the effect of any unobservable factors, I employ a 

difference-in-difference design. Specifically, I obtain the audit quality and the financial data of 

these companies for the three years before the restatement announcement and three years after the 

restatement announcement from Audit Analytics and Compustat. After eliminating the 

observations missing the necessary variables to construct the model, there are 2,370 firm-year 

observations in the sample for the abnormal accrual analysis. To examine the likelihood of 

receiving a going concern opinion for companies with AC-auditor interlocking, I further restrict 

the sample to observations with negative net incomes and/or negative net operating cash flows 

(DeFond et al. 2002), and obtain a subsample of 1,183 firm-year observations.  Table 1 summarizes 

the sample selection process. 

------------------- Table 1 -------------------- 

3.2. The model for auditor dismissal  

                The model to test the association between auditor dismissal and AC-auditor interlocking 

draws on Ettredge et al. (2011) and Hennes et al. (2013) to identify variables that influence auditor 

dismissal. I specify my logistic auditor dismissal model as follows: 

    DISMISS  = α0+ α1INTERLOCK+β1LOSS + β2GC + β3LEVERAGE+ β4SIZE + β5MB 

                     + β6EMPLOYMENT+β7BOARDSIZE+β8ACSIZE+β9MGRCHG 

                     +β10BIG4+β11AUDTENURE+ β12AUDFEE+ε      (1) 
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                For H1, DISMISS equals one if a company dismisses its auditor within 12 months after 

the restatement is announced, and zero otherwise. The variable of interest, INTERLOCK, equals 

one if a company has AC-auditor interlocking when the restatement is announced, and zero 

otherwise.  

                There are three sets of control variables in the model. Based on prior literature, there is 

an increased likelihood of auditor turnover for companies in financial distress (e.g. Schwartz and 

Menon 1985, Hennes et al. 2013), so I construct controls for companies’ financial conditions 

including if the company has a negative net income (LOSS), debt to total assets (LEVERAGE), and 

if the company receives a going concern opinion (GC). I also control for companies’ size proxied 

by the natural logarithm of total assets (SIZE) and growth opportunities in terms of market to book 

ratio (MB).  

                Prior literature (e.g. Carcello and Neal 2003) also shows that the characteristics of a 

company’s governance affect the likelihood of auditor turnover. Thus, I also include corporate 

governance variables in the model. EMPLOYMENT is an indicator variable if at least one of the 

audit committee members is a former employee of the auditor firm. BOARDSIZE is the number of 

directors on the board of directors and ACSIZE is the number of audit committee members. Apart 

from dismissing the incumbent auditor, a material negative event such as a restatement also 

provides an impetus for a company to change its executives responsible for financial reporting 

(Johnstone et al. 2011). Hennes et al. (2013) find some evidence that CEO/CFO turnover is 

significantly associated with auditor dismissals because the board may terminate both auditor and 

CEO if they are weighing both termination decisions together. Thus, I include MGRCHG which 

is equal to 1 if the CEO and (or) CFO turned over in the two-year window around the restatement 

announcement, and 0 otherwise.  
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                The third set of control variables reflect the auditor and engagement characteristics 

including number of years for which the auditor has been engaged with the company 

(AUDTENURE) and the audit fees charged by the auditor (AUDFEE). Companies audited by Big 

4 auditors are less likely to switch auditors because of their demand for high-quality auditing 

services (Palmrose 1986, Healy and Lys 1986) and the limited availability of an equivalent 

replacement auditor (Hennes et al. 2013). Thus, I include BIG4 which is equal to 1 if a company 

has a Big 4 auditor, and 0 otherwise. Following Hennes et al (2013), I include year fixed effects to 

control for the potential impact of time on the consequence of restatements.  

3.3. The models for audit quality subsequent to restatement announcement 

 

                I use two measures to proxy for subsequent audit quality: (1) absolute abnormal accruals 

and (2) issuance of going concern opinions11. I employ a difference-in-difference research design 

and estimate the following OLS regression model to test the hypothesis that there is a greater 

reduction in abnormal accruals for interlocking companies that dismiss auditors compared to 

companies that retain auditors subsequent to the restatement announcements: 

ABACCRUAL = α0+ α1DISMISS+ α2POSTRES+ α3DISMISS *POSTRES 

                        +β1SIZE + β2LOSS + β3CFO+ β4LEVERAGE + β5MB + β6RESTRUCT  

                        +β7MA+β8SI+β9SEGNUM+β10BIG4+β11FINANCING+ε                                                                   

                                                                                                                   (2) 

where the dependent variable, ABACCRUAL, is the absolute abnormal accruals calculated based 

on the Modified Jones model (Dechow et al. 1995). Specifically, I define total discretionary 

accruals  ACC  to be the residuals of the following regression: 

                                                           
11 DeFond and Zhang (2014) classify the output-based audit quality measures into four categories – material 

misstatements, auditor communication, financial reporting quality, and perceptions. They also suggests the use of 

measures from different categories.  I do not use restatements as a measure of subsequent audit quality because a 

company is unlikely to have multiple restatements in a three year window. Only 38 companies (2.39%) in my 

sample have restatements within three years after the first restatement occurs. 
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where AvgAT , REV , REC , PPE , and ROA  represent average total assets, change in 

revenue, change in receivables, property, plant and equipment, and return on assets, respectively. 

The absolute value of abnormal accruals (ABACCRUAL) is obtained by taking the absolute value 

of the fitted residuals, 

                DISMISS is an indicator variable that equals 1 if a company dismisses the incumbent 

auditor within 12 months after the restatement is announced, and 0 otherwise. POSTRES is an 

indicator variable that is equal to 1 if the firm-year observation belongs to the post-restatement 

period which is the first three years after the restatement announcement, and 0 otherwise. My test 

variable is the interaction between DISMISS and POSTRES. If the coefficient on 

DISMISS*POSTRES is significantly negative, it suggests that the reduction in abnormal accruals 

is significantly greater for companies that dismissed their auditors than for companies that retained 

their auditors from the pre-restatement period to the post-restatement period.  

                Following existing literature, I include the natural logarithm of total assets (SIZE) as a 

control variable. Because larger firms have economies of scale and have superior resources to 

dedicate to financial reporting, they are less likely to have low audit quality (Ashbaugh-Skaife et 

al. 2007; Dechow et al. 2011). Prior research generally finds that financial reporting errors are 

negatively associated with financial performance and positively associated with growth (DeFond 

and Jiambalvo 1991).  I proxy for a firm’s financial health using LOSS (whether a company has 

negative net income in the fiscal year), CFO (the net operating cash flows scaled by total assets) 

and LEVERAGE (long-term debt scaled by total assets). I use MB (market to book ratio) to proxy 

for growth.  
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                I expect firms undergoing restructuring to have more abnormal accruals because 

restructuring involves many difficult accrual estimations and adjustments such as impairment and 

goodwill (Dechow and Ge 2006). I use indicator variables for restructuring charges (RESTRUCT) 

and mergers and acquisitions (MA).  

                I expect abnormal accruals to be positively associated with the complexity of a company 

since reporting errors are more likely to occur when the company engages in complex transactions 

and has diverse operations. As in prior research (Ashbaugh-Skaife et al. 2007; Doyle et al. 2007), 

I use two variables to proxy for complexity: presence of special items (SI) and the natural logarithm 

of the number of segments (SEGNUM).  Prior research shows that companies with a large auditor 

have higher quality financial reporting (Ashbaugh-Skaife et al. 2007; Doyle et al. 2007). I use Big 

4 auditors (BIG4) to proxy for the audit firm size. Finally, I include FINANCING as an indicator 

variable to control for whether the company issues new equity or debt of at least $5 million in the 

following year because new financing activities are likely to create incentives for earnings 

management.  

                Following prior literature (e.g. DeFond et al. 2002), I estimate the following logistic 

regression model to test the hypothesis that there is a greater increase in the likelihood of receiving 

going concern opinions for interlocking companies that dismiss auditors compared to those that 

retain auditors subsequent to the restatement announcements: 

               GC   = α0+ α1DISMISS+ α2POSTRES+ α3DISMISS *POSTRES 

                        +β1SIZE + β2AGE + β3ROA+ β4CFO + β5MB + β6SALEGROWTH  

                        +β7FINANCING+β8LEVERAGE+β9REPLAG+β10BIG4+ε                            

                                                                                                                                (3)                                                                                                                                  

where the dependent variable, GC, is an indicator variable that is equal to 1 if a company receives 

a going concern opinion in the fiscal year, and 0 otherwise. The variable of interest is the 

interaction between DISMISS and POSTRES. If the coefficient on DISMISS*POSTRES is 
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significantly positive, it suggests that the increase in the likelihood of receiving a going concern 

opinion is significantly greater for companies that dismissed their auditors than for companies that 

retained their auditors from the pre-restatement period to the post-restatement period.  

                Prior literature finds that larger and older companies have more negotiating power in the 

event of financial difficulties and hence are more likely to avoid bankruptcy (Reynolds and Francis 

2000, Dopuch et al. 1987), so I include SIZE (natural logarithm of total assets) and AGE (the 

natural logarithm of years a company has been publicly traded) in the model and expect them to 

be negatively associated with GC. Companies with high profitability (ROA), high operating cash 

flows (CFO), more growth opportunities (MB and SALEGROWTH) and new financing 

(FINANCING) are less likely to declare bankruptcy and thus are less likely to receive a going 

concern opinion. Companies with high leverage (LEVERAGE) maybe close to debt covenant 

violations (Beneish and Press 1993) which have been found to be positively associated with the 

probability of issuing a going concern opinion (DeFond et al. 2002). In addition, I include REPLAG 

(number of days between the fiscal year-end and the audit report date) because prior research finds 

that going concern opinions are associated with longer reporting delays (Raghunandan and Rama 

1995, Carcello et al.1995). BIG4 is included because prior research argues that big auditors are 

more likely to issue going concern audit opinions (DeFond et al. 2002). Table 2 provides the 

summary of variable definitions. 

------------------- Table 2 -------------------- 

 

 

 

 



20 
 

4. Empirical Results 

4.1 The effect of AC-auditor interlocking on auditor dismissals 

                Table 3 provides univariate statistics of the comparison of mean and median values of 

the variables used in model (1) for companies with AC-Auditor interlocking and companies 

without AC-auditor interlocking. The results show that, for companies with AC-Auditor 

interlocking, the auditor dismissal rate is 10.8%, which is significantly lower than the dismissal 

rate for companies without AC-Auditor interlocking (16%) in the 12 months following the 

restatement announcement (t=2.67, p value <0.01). This univariate evidence is consistent with my 

first hypothesis. Comparing with companies without AC-auditor interlocking, companies with 

AC-auditor interlocking are larger, more profitable, and are less likely to receive going concern 

opinions. They also have larger boards of directors and larger audit committees. With regard to 

the auditor-client relationships, companies with AC-Auditor interlocking are more likely to have 

a Big 4 auditor, and their auditors have longer tenure. These univariate analyses indicate that 

companies with AC-Auditor interlocking are systematically different from their counterparts, 

which is similar to the results in Chen et al. (2014), and it is important to control for these variables 

in the regression model. 

------------------- Table 3 -------------------- 

                Table 4 presents the regression result for the auditor dismissal model. Consistent with 

the univariate result, INTERLOCK is negative and significant (Coefficient=-0.344, p value== 

0.032), indicating that companies with AC-auditor interlocking are less likely to dismiss their 

auditors than companies without AC-auditor interlocking after the restatements occur. This result 

provides support for the first hypothesis. Economically, after controlling for the other determinants 
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of auditor dismissal, the likelihood of auditor dismissal is reduced by 41.5% if the company has 

AC-auditor interlocking.  

                The results for the control variables are consistent with prior studies (Ettredge et al. 2011, 

Hennes et al. 2013). As expected, I find that companies that receive going concern (GC) opinions 

are more likely to dismiss auditors. MGRCHG is positive and significant, indicating that CEO/CFO 

turnover is significantly associated with auditor dismissals. This is consistent with Hennes et al. 

(2013) which suggests that boards view executive termination and auditor dismissals as 

complementary (rather than substitute) responses to restatements. I also find that Big 4 audit firms 

(BIG4) and auditors with longer tenures (TENURE) are less likely to be dismissed. Moreover, 

companies that pay higher audit fees (AUDFEE) are more likely to dismiss their auditors.  

------------------- Table 4 -------------------- 

4.2 Cross-sectional analyses 

                My primary analysis suggests that companies with AC-auditor interlocking are less 

likely to dismiss their auditors than companies without AC-auditor interlocking after the 

restatements are announced because the interlocking audit committee members obtain information 

about the auditor’s quality from multiple companies and have a strong prior of the incumbent 

auditor’s quality. To provide further support for this argument and to mitigate the concern that the 

main results are driven by some omitted variables, , I examine  (1) whether the extent to which the 

interlocking audit committee member are familiar with the incumbent auditor’s quality affects the 

likelihood of auditor dismissal, and (2) whether the audit quality of the non-restatement companies 

that share the audit committee member and the auditor with the restatement company affects the 

likelihood of companies with AC-auditor interlocking. 
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                I use two measures to capture the interlocking audit committee’s familiarity with the 

incumbent auditor. First, for each company with AC-auditor interlocking, I identify the number of 

non-restatement companies that share the AC member(s) and the incumbent auditor with the 

restatement company (NUM_INTERLOCK). The more companies in which an audit committee 

member work with the same auditor, the more sources through which the audit committee member 

can obtain the information regarding the incumbent auditor’s quality. Thus, the interlocking audit 

committee member’s familiarity with the incumbent auditor’s quality increases as 

NUM_INTERLOCK increases. Second, the interlocking audit committee member’s familiarity 

with the incumbent auditor’s quality is also increased if the audit committee member is working 

with the same audit office in multiple companies. Previous literature documents that auditor’s 

expertise and audit quality could also vary by audit office (Ferguson et al. 2003; Francis and 

Michas 2013). Comparing with the interlocking audit committee members who work with different 

offices of the audit firm, those who work with the same audit offices in multiple companies could 

have more knowledge of the specific audit office. Moreover, besides obtaining information about 

the quality of the audit office, the interlocking audit committee members could also form personal 

relationship with the individual auditors in the office. Personal relationship “disposes one to 

interpret favorably another’s intentions and actions” (Uzzi 1996). Thus, the likelihood of 

dismissing an incumbent auditor will be further reduced for companies with AC-auditor 

interlocking formed at the audit office level.  

                Focusing on the subsample of companies with AC-auditor interlocking and replacing the 

indicator variable, INTERLOCK, with NUM_INTERLOCK, I run the regression with Model (1). 

Table 5 Panel A presents the results. NUM_INTERLOCK is negative and significant (coefficient=-

0.481, p- value=0.042), indicating that the likelihood of dismissing the incumbent auditor is 
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negatively associated with the number of non-restatement companies that share the same audit 

committee member and the same incumbent auditor with the restatement company. OFFICE is 

negative and significant (coefficient=-0.119, P=0.092), indicating that the likelihood of dismissing 

the incumbent auditor is negatively associated with the existence of the interlocking at the audit-

office level. These results are consistent with my expectation that for companies with AC-auditor 

interlocking, the likelihood of auditor dismissal decreases as the interlocking audit committee 

member’s familiarity with the incumbent auditor’s quality increases.                  

                If the interlocking audit committee members obtain information about the auditor’s 

quality from multiple companies and have a strong prior of the incumbent auditor’s quality, the 

likelihood of auditor dismissal for the AC-auditor interlocking company will decrease as the audit 

quality of the non-restatement companies that share the audit committee member and the auditor 

with the restatement company increases. As shown in Table 5 Panel B, AVG_ABACCRUAL, the 

average absolute abnormal accrual of these non-restatement companies in the current year, is 

positive and significant (coefficient=0.700, p value =0.071), indicating that the likelihood of 

dismissing the incumbent auditor is negatively associated with the auditor’s performance in other 

companies.  

------------------- Table 5 -------------------- 

4.3 Subsequent audit quality --- abnormal accruals 

               For the test of H2, Table 6 Panel A presents the regression results for abnormal accruals. 

The interaction term, DISMISS*POSTRES is negative and significant (coefficient=-0.017, p 

value=0.036), indicating that for AC-auditor interlocking companies, those that dismiss auditors 

have a larger reduction in abnormal accruals from pre-restatement period to post-restatement 

period compared to those that retain auditors. For the control variables, consistent with prior 
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research (e.g. Dechow et al. 2011, Butler et al. 2004), larger companies and companies with Big 4 

auditors have lower abnormal accruals. I also find that abnormal accruals are higher for companies 

with higher leverage (LEVERAGE), companies with future financing activities (FINANCING) and 

companies with more special items (SI).  

4.4 Subsequent audit quality --- going concern opinions 

                Table 6 Panel B presents the logistic regression results of the likelihood of issuing going 

concern opinions for AC-auditor interlocking companies that have restatement announcements. 

The interaction term, DISMISS*POSTRES is positive and significant (coefficient=0.547, p value 

=0.075), indicating that compared to companies that retain auditors, companies that dismiss 

auditors have a bigger increase in the likelihood of receiving going concern opinions in the post-

restatement period. This result suggests for AC-auditor interlocking companies, the new auditors 

are more likely to issue going concern opinions than the old auditors after the restatement. 

Following Ai and Norton (2003) and Evans et al. (2010), I plot z-statistics of the interaction effect, 

i.e., DISMISS*POSTRES, in the model. The distributions show that the z-statistics are reliably 

negative across all sample observations, mitigating the concerns regarding the marginal interaction 

effect of nonlinear regression models (Ai and Norton 2003). 

                The results for the control variables are consistent with prior studies (e.g. Reynolds and 

Francis 2000, DeFond et al. 2002). Larger (SIZE) companies, more profitable (ROA) companies 

and companies with higher operating cash flows (CFO) are less likely to receive a going concern 

opinion, while companies with higher leverage (LEVERAGE) and companies with longer financial 

reporting lags (REPLAG) are more likely to receive a going concern opinion.  

------------------- Table 6 -------------------- 
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                In summary, the analyses of subsequent audit quality provide evidence that for 

companies with AC-auditor interlocking, those retaining auditors after restatements have lower 

subsequent auditor quality than those dismissing auditors. This indicates that not dismissing the 

auditor following accounting restatements adversely affect the subsequent audit quality of 

companies with AC-auditor interlocking. 

 

5. Additional Analyses 

5.1 Endogeneity of auditor dismissals 

                My second hypothesis is that for companies with AC-Auditor interlocking, companies 

that dismiss the incumbent auditors are likely to have a larger improvement in subsequent audit 

quality than companies that retain the incumbent auditors. An endogeneity issue could arise 

because the auditor dismissal is not randomly determined. Thus, I use a Heckman (1979) two-

stage model to control for the endogeneity of auditor dismissal. In the first stage, I estimate the 

following probit regression of the choice to dismiss the incumbent auditor: 

DISMISS  = α0 +β1LOSS + β2LEVERAGE + β3GC+ β4SIZE + β5MB+ β6EMPLOYMENT  

                 + β7BOARDSIZE+ β8ACSIZE+β9MGRCHG+β10BIG4+β11AUDTENURE 

                         +β12AUDFEE + β13LOCAL_SUPPLY+ ε      (4) 

 

In the second stage, I estimate Model 2 including as an additional control variable the inverse Mills 

ratio computed from the parameters of the first stage.  

                Prior literature (e.g. Larcker and Rusticus 2008, Lennox et al. 2012) emphasize that to 

successfully control for endogeneity, at least one independent variable needs to be identified that 

is correlated with the dependent variable in the first-stage model but is not associated with the 

dependent variable in the second-stage model. In Model 4, this variable is auditor supply in the 

local audit market, which is measured by the natural logarithm of the number of auditor offices in 



26 
 

the local area (LOCAL_SUPPLY).  Previous studies have documented that the extent to which 

clients respond to auditor reputation impairments depends on the supply of the local audit market 

(e.g. Swanquist and White 2015). As the number of auditor increases, the likelihood that clients 

can find an acceptable alternative will increase accordingly, and therefore the likelihood of auditor 

dismissals will increase.12 The untabulate resulst shows that as expected, LOCAL_SUPPLY is 

positive and significant (coefficient=0.241, p value<0.01) in the first stage model (auditor 

dismissal model), but not significant in the second stage models (audit quality models), suggesting 

that LOCAL_SUPPLY is a reasonable exogenous variable (Larcker and Rusticus 2008).  

                As shown in Table 7 Panel A and Panel B, the inverse Mills ratios of both regressions 

are significant. The interaction term, DISMISS*POSTRES, is continuing to be negative and 

significant in Panel A (coefficient= -0.021, p value =0.010), indicating that companies that dismiss 

auditors have a bigger reduction in abnormal accruals from pre-restatement period to post-

restatement period compared to companies that retain auditors. In Panel B, the interaction term is 

positive and significant (coefficient =0.667, p=0.047)13, indicating that companies that dismiss 

auditors have a bigger increase in the likelihood of receiving a going concern opinion in the post-

restatement period compared to companies that retain auditors. Thus, the inferences drawn from 

Table 7 are consistent with those drawn from Table 6, suggesting that my main findings are 

unlikely to be driven by endogeneity.  

------------------- Table 7 -------------------- 

                                                           
12 The U.S. Chamber of Commerce and GAO have expressed concern that the consolidated audit market has a 

negative impact on audit quality (U.S. Chamber of Commerce 2006) but did not find significant evidence. The GAO 

(2008) report argues that the limited number of available auditors may not necessarily result in adverse effects. I 

include LOCAL_SUPPLY in the analyses in model (2) and model (3) and find it insignificant in both regressions.  
13 Again, following Ai and Norton (2003) and Evans et al. (2010), I plot z-statistics of the interaction effect, i.e., 

DISMISS*POSTRES, in the model. The distributions show that the z-statistics are reliably negative across all sample 

observations, mitigating concerns regarding the marginal interaction effect of nonlinear regression models (Ai and 

Norton 2003). 
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5.2 The effect of Big 4 auditors 

                Healy and Lys (1986) find that companies that select Big 4 auditors are more likely to 

have more complex operations which require more audit services. As a result of the operating 

complexity and the demand for more audit services, Big 4 clients are likely to have higher 

switching costs than non-Big 4 clients, and thus are less likely to switch auditors. Moreover, the 

availability of a comparable replacement auditor is limited for Big 4 clients because they only have 

a few audit firms to choose from (Hennes et al. 2013). This limitation further constrains the auditor 

dismissal decisions for Big 4 clients.  

                As Table 3 shows that the majority of the companies with AC-auditor interlocking are 

audited by Big 4 auditors, there is a concern that the effect of AC-auditor interlocking on auditor 

dismissals is driven by the difference between Big 4 clients and non-Big 4 clients. To mitigate this 

concern, I delete all the companies with non-Big 4 auditors from the restatement sample and result 

in a sample of 1,161 observations. I run Model (1) with this sample. The untabulate results are 

qualitatively consistent with those in Table 4 (coefficient on INTERLOCK= -0.280, p value 

=0.052), suggesting that the main results of auditor dismissal are not driven by the difference 

between Big 4 clients and non-Big 4 clients. 

 

6. Conclusions 

                This study examines an important but relatively neglected aspect of the auditor-client 

relationship, audit committee members and auditor interlocking. It examines whether interlocks 

between auditors and audit committee members affect the likelihood of auditor dismissal when 

there is a financial restatement and how an auditor dismissal affects the subsequent audit quality 

for interlocking companies. Empirical evidence shows that companies are less likely to dismiss 
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their auditors after the restatements occur if at least one of their audit committee members works 

on the audit committee of another company that is audited by the same audit firm. Further evidence 

suggests that auditor dismissals following accounting restatements positively affect audit quality 

of the companies with AC-auditor interlocking, indicating that not dismissing auditors following 

restatement potentially damages companies’ audit quality.  These findings raise concerns about 

the audit committee’s role in auditor termination when audit quality is relatively low and suggest 

that such interlocking may eventually impair future audit quality by failing to replace the 

incumbent auditors.  
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Table 1: Sample Selection   

          

Restatements from Audit Analytics: 9005 

   Less: Observations missing necessary variables from Compustat 4617 

 Restatements due to the change of GAAP 547 

 Multiple restatements for the same company  796 

 Observations not covered by BoardEx 1452 

Restatements in the auditor dismissal sample 1593 

          

 

Table 2: Definition of Variables 

DISMISS 1 a company dismisses the incumbent auditor within 12 months after the 

restatement announcement, 0 otherwise.  

INTERLOCK 1 if at least one AC member is on the AC of another company which is audited by 

the same auditor, and 0 otherwise  

SIZE The natural logarithm of total assets at the end of year t. 

LOSS 1 if a company has a negative net income in year t, 0 otherwise 

GC 1 if a company receives a going concern opinion in year t, 0 otherwise 

LEVERAGE  Total long-term debt / total assets at the end of year t. 

EMPLOYMENT 1 if the CEO and(or) CFO have the experience of working for the incumbent 

auditor, 0 otherwise  

BOARDSIZE Number of members on the board of directors 

ACSIZE Number of members on the audit committee 

MGRCHG 1 if the firm changes either CEO or CFO in the two-year window, 0 otherwise 

BIG4 1 if a firm has a Big 4 auditor in year t, 0 otherwise. 

TENURE The natural logarithm of audit tenure at the end of year t. 

AUDFEE The natural logarithm of audit fees in year t. 

ACCRUAL The absolute value of abnormal accruals based on Modified Jones model. 

POSTRES 1 if a firm-year observation belongs to the post-restatement period, and 0 otherwise. 

CFO Net operating cash flows in year t, scaled by total asset. 

MB Market to book ratio. 

MA 1 if a firm undertook a merger or acquisition in year t, 0 otherwise. 

RESTRUCT 1 if a firm recognized restructuring charges in year t, 0 otherwise 

FINANCING 1 if a firm issues new equity or new debt of at least $5 million in the following 

year, and 0 otherwise.  

SI 1 if a firm has special items in year t, 0 otherwise. 

SEGNUM The natural logarithm of the total number of geographic and operating segments at 

the end of year t.   

AGE The natural logarithm of the number of years the company has been covered by 

CRSP (Compustat if the company is not covered by CRSP).  

SALEGROWTH The annual growth of sales. 

REPLAG The log number of days between the auditor report date and the year-end date 
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Table 3 Descriptive Statistics of Variables in Model 1 

  INTERLOCK=1 N=446 INTERLOCK=0 N=1147     

Variable MEAN MEDIAN MEAN MEDIAN t Pr > |t| 

DISMISS 0.108 0.000 0.160 0.000 -2.67 0.008 

SIZE 6.961 6.812 5.787 5.850 11.29 0.001 

LOSS 0.329 0.000 0.449 0.000 -4.45 0.001 

GC 0.017 0.000 0.068 0.000 -4.11 0.001 

LEVERAGE 0.247 0.182 0.234 0.153 0.92 0.355 

MB 2.004 2.272 1.927 2.132 0.27 0.786 

EMPLOYMENT 0.067 0.000 0.037 0.000 2.69 0.007 

BOARDSIZE 8.868 8.000 7.914 7.000 7.44 0.001 

ACSIZE 3.656 3.000 3.364 3.000 6.6 0.001 

MGRCHG 0.320 0.000 0.330 0.000 -0.36 0.718 

BIG4 0.963 1.000 0.608 1.000 15.18 0.001 

TENURE 1.671 1.946 1.292 1.609 8.22 0.001 

AUDFEE 7.397 7.447 7.680 7.795 3.75 0.001 
This table reports the descriptive statistics of variables in Model 1. I winsorize the top and bottom 1% of each of the continuous variables to mitigate the 

influence of outliers. 
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Table 4 Logistic Regression Results of Auditor Dismissal 

Variable  Sign Coefficient Chisq P 

     

INTERCEPT  -2.807 7.162 0.007 

INTERLOCK ? -0.344 4.586 0.032 

SIZE - -0.058 0.634 0.213 

LOSS + -0.066 0.188 0.664 

GC + 0.503 3.177 0.037 

LEVERAGE + 0.101 0.159 0.345 

MB ? 0.001 1.749 0.186 

EMPLOYMENT ? -0.364 0.998 0.318 

BOARDSIZE ? -0.035 0.711 0.399 

ACSIZE ? 0.062 0.418 0.518 

MGRCHG + 0.402 6.455 0.011 

BIG4 - -0.382 4.365 0.018 

AUDTENURE - -0.108 2.541 0.055 

AUDFEE + 0.198 4.879 0.014 

     

Year Dummy  Included   

R2  0.133   

N   1593     
This table reports the regression results on the relation between AC-Auditor Interlocking and auditor dismissal after 

the restatements occur. The dependent variable is DISMISS which is equal to 1 if the incumbent auditor is dismissed 

within 12 months after the restatement announcement, and 0 otherwise. INTERLOCK is equal to 1 if there is an AC-

Auditor Interlocking, and 0 otherwise. Variables are defined in Table 2. P-values are one tailed for variables with 

predicted signs, and two tailed for variables without predicted signs. I winsorize the top and bottom 1% of each of 

the continuous variables to mitigate the influence of outliers. Standard errors are clustered by firm and year. 
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Table 5 Panel A: Cross-Sectional Analyses for Auditor Dismissal-The Effect of Familiarity  

Variable  Sign Coefficient Chisq P   Coefficient Chisq P 

         

INTERCEPT  -3.548 1.708 0.191  -3.670 1.690 0.193 

NUM_INTERLOCK ? -0.481 4.131 0.042     

OFFICE ?     -0.119 1.920 0.092 

SIZE - 0.171 0.802 0.185  0.139 0.476 0.490 

LOSS + 0.529 2.334 0.127  0.498 2.016 0.079 

GC + 1.604 3.768 0.026  1.364 2.624 0.053 

LEVERAGE + 0.955 3.053 0.040  1.041 3.803 0.026 

MB ? 0.018 0.958 0.328  0.012 0.449 0.506 

EMPLOYMENT ? -1.556 1.653 0.199  -1.447 1.346 0.248 

BOARDSIZE ? -0.261 5.975 0.015  -0.254 5.760 0.017 

ACSIZE ? 0.169 0.598 0.439  0.060 0.073 0.785 

MGRCHG + 0.330 0.668 0.414  0.275 0.504 0.240 

BIG4 - -0.614 0.587 0.222  -0.684 0.706 0.200 

AUDTENURE - -0.035 0.034 0.427  -0.028 0.023 0.441 

AUDFEE + 0.279 1.266 0.130  0.274 1.145 0.143 

         

Year Dummy  Included    Included   

R2  0.170    0.151   

N   446       446     
This table reports the cross-sectional analyses results on the relation between AC-Auditor Interlocking and auditor dismissal after the restatements occur. The 

dependent variable is DISMISS which is equal to 1 if the incumbent auditor is dismissed within 12 months after the restatement announcement, and 0 otherwise. 

INTERLOCK is equal to 1 if there is an AC-Auditor Interlocking, and 0 otherwise. NUM_INTERLOCK is the log number of non-restatement companies that 

share the audit committee member and the auditor with the restatement company. OFFICE is an indicator variable that is equal to 1 if the interlocking is formed 

at the audit office level, and 0 otherwise. Variables are defined in Table 2. P-values are one tailed for variables with predicted signs, and two tailed for variables 

without predicted signs. I winsorize the top and bottom 1% of each of the continuous variables to mitigate the influence of outliers. Standard errors are clustered 

by firm and year. 
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Table 5 Panel B: Cross-Sectional Analyses for Auditor Dismissal-The Effect of The Auditor’s Quality   

Variable  Sign Coefficient Chisq P 

     

INTERCEPT  -5.030 2.993 0.085 

AVG_ABACCRUAL ? 0.700 2.040 0.071 

SIZE - 0.227 1.254 0.263 

LOSS + 0.455 1.588 0.209 

GC + 1.559 3.648 0.057 

LEVERAGE + 0.699 1.346 0.245 

MB ? 0.007 0.116 0.735 

EMPLOYMENT ? -1.254 1.103 0.295 

BOARDSIZE ? -0.243 4.494 0.034 

ACSIZE ? -0.092 0.152 0.697 

MGRCHG + 0.171 0.160 0.686 

BIG4 - -0.569 0.360 0.552 

AUDTENURE - 0.006 0.001 0.974 

AUDFEE + 0.467 3.610 0.058 

     

Year Dummy  Included   

R2  0.162   

N   376     

This table reports the cross-sectional analyses results on the relation between AC-Auditor Interlocking and auditor 

dismissal after the restatements occur. The dependent variable is DISMISS which is equal to 1 if the incumbent 

auditor is dismissed within 12 months after the restatement announcement, and 0 otherwise. INTERLOCK is equal 

to 1 if there is an AC-Auditor Interlocking, and 0 otherwise. AVG_ABACCRUAL is the average absolute abnormal 

accrual of the non-restatement companies that share the audit committee member and the auditor with the 

restatement company. Variables are defined in Table 2. P-values are one tailed for variables with predicted signs, 

and two tailed for variables without predicted signs. I winsorize the top and bottom 1% of each of the continuous 

variables to mitigate the influence of outliers. Standard errors are clustered by firm and year. 
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Table 6 Panel A: Regression Results for Abnormal Accruals  

Variable Sign Coefficient t P 

     

INTERCEPT  0.074 3.90 0.001 

DISMISS ? 0.014 2.14 0.032 

POSTRES ? -0.004 -1.95 0.051 

DISMISS*POSTRES ? -0.017 -2.10 0.036 

SIZE - -0.008 -7.02 0.001 

LOSS + 0.001 0.24 0.404 

CFO - 0.001 0.12 0.499 

LEVERAGE + 0.010 1.31 0.095 

MB + 0.001 0.32 0.374 

RESTRUCT + -0.001 -0.21 0.837 

MA + -0.003 -0.86 0.392 

SI + 0.005 1.70 0.045 

SEGNUM + 0.002 0.73 0.232 

BIG4 - -0.003 -1.23 0.109 

FINANCING + 0.009 3.46 0.001 

     

Year Dummy  Included   

Industry Dummy  Included   

R2  0.116   

N   2370     
This table reports the regression results for the effect of auditor dismissal on the subsequent abnormal accruals for 

companies with AC-Auditor Interlocking. The dependent variable is ABACCRUAL which is the absolute value of 

abnormal accruals using modified Jones Model. DISMISS is equal to 1 if the incumbent auditor is dismissed within 

12 months after the restatement announcement, and 0 otherwise. POSTRES is equal to 1 if a firm-year observation 

belongs to the post-restatement period which is the first three years after the restatement occurs. Variables are 

defined in Table 2. P-values are one tailed for variables with predicted signs, and two tailed for variables without 

predicted signs. I winsorize the top and bottom 1% of each of the continuous variables to mitigate the influence of 

outliers. Standard errors are clustered by firm and year. 
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Table 6 Panel B: Regression Results for Going Concerns  

Variables Sign Coefficient Chisq P 

     

Intercept  -6.278 49.16 0.001 

DISMISS ? -0.395 2.55 0.110 

POSTRES ? 0.422 5.38 0.020 

DISMISS*POSTRES ? 0.547 3.17 0.075 

SIZE - -0.521 61.28 0.001 

AGE - 0.019 0.02 0.442 

ROA - -0.398 6.29 0.006 

CFO - -0.583 2.30 0.065 

MB - 0.000 0.60 0.219 

SALEGROWTH - -0.023 1.21 0.136 

FINANCING - -0.057 0.12 0.365 

LEVERAGE + 1.344 12.59 0.000 

REPLAG + 1.054 34.90 0.001 

BIG4 + 0.171 0.92 0.169 

     

Year Dummy  Included   

Industry Dummy  Included   

R2  0.373   

N   1183     
This table reports the regression results for the effect of auditor dismissal on the subsequent going concern opinions 

for companies with AC-Auditor Interlocking. The dependent variable is GC which is equal to 1 if a company 

receives a going concern opinion in the fiscal year, and 0 otherwise. DISMISS is equal to 1 if the incumbent auditor 

is dismissed within 12 months after the restatement announcement, and 0 otherwise. POSTRES is equal to 1 if a 

firm-year observation belongs to the post-restatement period which is the first three years after the restatement 

occurs, and 0 otherwise. Variables are defined in Table 2. P-values are one tailed for variables with predicted signs, 

and two tailed for variables without predicted signs. I winsorize the top and bottom 1% of each of the continuous 

variables to mitigate the influence of outliers. Standard errors are clustered by firm and year. 
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Table 7 Panel A:  Second Stage Model for Abnormal Accruals 

Variable Sign Coefficient t P 

     

INTERCEPT  0.098 9.86 0.001 

DISMISS ? 0.016 2.27 0.024 

POSTRES ? -0.004 -1.64 0.101 

DISMISS*POSTRES ? -0.021 -2.56 0.010 

SIZE - -0.007 -7.43 0.001 

LOSS + 0.000 -0.07 0.945 

CFO - -0.001 -0.12 0.450 

LEVERAGE + 0.005 0.81 0.209 

MB + 0.000 2.05 0.020 

RESTRUCT + -0.002 -0.39 0.696 

MA + -0.002 -0.58 0.561 

SI + 0.004 1.52 0.064 

SEGNUM + 0.002 1.06 0.145 

BIG4 - -0.002 -0.81 0.208 

FINANCING + 0.008 3.25 0.001 

INVERSE_MILLS_RATIO ? -0.008 -2.25 0.025 

     

Year Dummy  Included   

Industry Dummy  Included   

R2  0.118   

N   2370     
This table reports the regression results for second stage model (with Inverse Mills Ratio) of the audit quality 

analyses for companies with AC-Auditor Interlocking. The dependent variable is ABACCRUAL which is the 

absolute value of abnormal accruals using modified Jones Model. INVERSE_MILLS_RATIO is the inverse Mills 

ratio calculated from the first stage model. DISMISS is equal to 1 if the incumbent auditor is dismissed within 12 

months after the restatement announcement, and 0 otherwise. POSTRES is equal to 1 if a firm-year observation 

belongs to the post-restatement period which is the first three years after the restatement occurs. Variables are 

defined in Table 2. P-values are one tailed for variables with predicted signs, and two tailed for variables without 

predicted signs. I winsorize the top and bottom 1% of each of the continuous variables to mitigate the influence of 

outliers. Standard errors are clustered by firm and year. 
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Table 7 Panel B:  Second Stage Model for Going Concerns 

Variables Sign Coefficient Chisq P 

     

Intercept  -8.286 60.88 0.001 

DISMISS ? -0.313 1.47 0.226 

POSTRES ? 0.540 7.02 0.008 

DISMISS*POSTRES ? 0.667 3.95 0.047 

SIZE - -0.495 36.03 0.001 

AGE - -0.167 1.42 0.117 

ROA - -0.370 5.28 0.011 

CFO - -0.735 3.76 0.026 

MB - -0.001 3.64 0.028 

SALEGROWTH - -0.020 1.31 0.126 

FINANCING - -0.269 1.94 0.082 

LEVERAGE + 1.614 16.72 0.001 

REPLAG + 1.095 36.74 0.001 

BIG4 + 0.037 0.03 0.431 

INVERSE_MILLS_RATIO ? 1.653 10.31 0.001 

     

Year Dummy  Included   

Industry Dummy  Included   

R2  0.335   

N   1183     
This table reports the regression results for second stage model (with Inverse Mills Ratio) of the audit quality 

analyses for companies with AC-Auditor Interlocking. The dependent variable is GC which is equal to 1 if a 

company receives a going concern opinion in the fiscal year, and 0 otherwise. INVERSE_MILLS_RATIO is the 

inverse Mills ratio calculated from the first stage model. DISMISS is equal to 1 if the incumbent auditor is dismissed 

within 12 months after the restatement announcement, and 0 otherwise. POSTRES is equal to 1 if a firm-year 

observation belongs to the post-restatement period which is the first three years after the restatement occurs. 

Variables are defined in Table 2. P-values are one tailed for variables with predicted signs, and two tailed for 

variables without predicted signs. I winsorize the top and bottom 1% of each of the continuous variables to mitigate 

the influence of outliers. Standard errors are clustered by firm and year. 

 

 


