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ABSTRACT

This study investigates the relationship between audit firm characteristics and
litigation risk in Nigeria. The population of the study comprises all the audit
firms in audit practice in Nigeria that are registered with the Institute of
Chartered Accountants of Nigeria (ICAN) as at 31st December, 2014. Using the
judgmental sampling technique, 20 Nigerian audit firms were chosen. From the
20 selected audit firms, a final sample of 156 respondents (representing 78%
response rate) who have been in audit practice for over 3 quinquennia was
drawn. Data was estimated using ordinary least sguares regression method.
Audit fee and litigation were positive and statistically significant. Whereas audit
tenure and audit firm size, introduced into the model as control variables, were
statistically insignificant, non-audit fee was negatively related to litigation risk.
Against the background of the findings, we recommend that partners in audit
firms should always endeavour to evaluate the attributes of their firms, or possibly
link those attributesto the risk of being sued for a deficient work, as under standing
the link between audit-firm characteristics and litigation risk would allow firms
to further reduce litigation risk through practice management. The study noted
that the demise of Arthur Andersen (one of the big 5 audit firms) can be largely
attributed to the partners inability to identify changes within their firm that
increased the risk of audit failure and litigation to an unreasonable level.
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INTRODUCTION

Usersof financid statementssuch asthe banks, financial andystsand shareholdersusually
basetheir loan and investment decisionslargely oninformationinfinancia statements. To
enablethemto taketheright decisions, thesefinancial statementsshould providerdiable
and objectiveinformation about thecompany’ sfinancid Stuation. However, Snceinformeation
presented infinancia statementshashugeimpact on managers compensation and theway
they are evaluated, usersare not sureif thesefinancial statements have been properly
prepared, and therefore demand that thefinancia statementsbeaudited by anindependent
externd auditor (Gul, Jaggi and Krishnan, 2007). Naturdly, itisessentid that theseauditors
areindeed independent and that they carry out theaudit in such away that all (material)
errorsinthefinancia statementsarediscovered. Inrecent yearshowever, concern about
alack of independencein auditorsdueto over dependence on feesfrom providing other
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servicesto clientshasbeen expressed by the government, regul atory authorities, academic
researchers and the accounting profession itself (Gul, Jaggi and Krishnan, 2007). They
emphasizethefact that clients directors/managerscontrol the current and future audit
(and consultancy) feesthat the audit firm hopesto obtain from the rel ationship with the
auditee, and therefore arein apowerful positionin audit conflict situations. Empirical
studiesindicatethat directorsand managersoften exert pressureon auditorsin audit conflict
stuationsby (subtleor overt) threatening to break off therelationshipwith theaudit firm,
and that auditorsare perceived asyielding moreessily to thispressureif they profit more
from theaudit (Knapp, 1985; Farmer, 1987; Gul, 1991aand Bartlett, 1993).

Severa studieshave shown that increasing competitionintheaudit market hasled
toincreasing pressure on audit time budgets, often causing these budgetsto becomevery
tight (Marxen, 1990 and Otley and Pierce, 1996). Research has also shown that these
tight budgets often lead to auditors omitting parts of the audit program, and thus|ower
audit quaity (Margheim and Pany, 1986; McDaniel, 1990; Kelley and Margheim, 1990
and Otley and Pierce, 1996). If auditors|lower the quality of the audit by yielding to
management pressure or by omitting parts of the audit program, the risk of financial
statements containing material errorswill of courseincrease. However, not al errorsin
financid statementswill harm the audit firm or theauditor who audited the statements.

Problemsonly occur when usersof financia statementsdiscover theseerrorsand
theseerrorshaveledtofinancial losses. Inthat case, userswill try to recover their losses
by filing lawsuitsand claimsagainst the auditor who wrongly approved the statementsor
had performed adeficient audit work. Palmrose (1988) hasdemonstrated that such lawsuits
and claimslead to high costsand agreatly damaged reputation and asaresult, arevery
harmful to the auditor and the audit firm. Therefore, it may be expected that auditors
willingnessto yield to management pressure and to omit partsof the audit program will
decreaseif thereisahigh possibility that poor audit work will increaselitigation risk.

Although, numerous researches have been extensively done asregards audit
litigation, most empirical assessmentsin thisareahave not only been predicated on data
from devel oped countries, notably Anglo-American and Europe, but thefocus has been
on therel ationship between audit-client characteristicsand audit litigation. Studieson
rel ati onship between audit-firm characteristicsand audit litigation have been quitelimited
withtheexception of few notably studies (Stice, 1991 and Cagterella, Jensen and Knechd,
2007). Our study, therefore, extendsand contributesto extant literature by offering empirical
evidence on therel ationshi p between audit-firm characteristicsand litigation risk using, as
areferencepoint, audit firmsthat have beenin audit practicein Nigeriafor over three
quinguennia.

Audit Litigation Risk

Litigation risk can beregarded asany breakdown in audit quality that resultsinaclaim
aleging professiona malpracticeagainst an auditor and/or itsinsurer (Hwang and Chang,
2010). Depending on the circumstances, thismay manifest asaforma lawsuit or smply as
aclaimagainst the auditor’ sinsurance company that is settled without formal litigation.
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Auditlitigationrisk isdetermined primarily by featuresof theaudit engagement. Thisincludes
attributesof theaudit firm and theaudit client, aswell asther interactions. Previousresearch
indicatesthat certain audit-client characteristicsareassociated with audit failureandlitigation
risk (Lathamand Linville, 1998). Someaudit firmsactively cull fromther portfoliosclients
with such characteristics. However, insurersof audit firmsgenerally cannot observethe
characteristicsof individua audit clients. Instead, they must makerisk decisonsusingthe
availableinformation about the audit firmsthemsealves. Understanding the link between
audit-firm characterigticsand litigationrisk isimportant to anyoneinterestedin differentiating
qudity among audit firms (Hwang and Chang, 2010). Thisincludes Organizationsseeking
high-qudity audits, butisof particular import to audit firmsthemsel vesand to companies
whoinsurethemagaingt audit failure,

Anaudit failureissaid to have occurred when an observed event (e.g., bankruptcy,
subsequent discovery of material error or fraud, restatement) islinked to the auditor’s
alleged failureto perform an effective audit’ . Audit firms can manage litigation risk by
screening potential clients (Johnstone 2000; Asare, Hackenbrack and Knechel, 1994)
and by eliminating risky clientsfrom their portfolios (Johnstone and Bedard, 2004).
However, partnersin audit firmsare not alwayswell-placed to eval uate the attributes of
their ownfirms, or to link them to the risk of being sued for deficient work. Neither are
they freefrom potential biasand self-deception in making such assessments (Bazerman,
L oewenstein and Moore, 2002). Indeed, the demise of Andersen can beattributed largely
to partners' inability toidentify changeswithin their firm that increased therisk of audit
falureto unreasonablelevel s(Toffler, 2003). Hence, understanding thelink between audit-
firm behaviour and litigation risk should dlow firmsto further reducelitigation risk through
practice managemen.

Litigationrisk can beviewedintermsof thelikelihood of aclambeingfileddleging
audit failure (Stice, 1991; Lysand Watts 1994), but al so in terms of the magnitude (or
Nairaamount) of such claims. Although extant research hasgeneraly used thelikelihood
measureaone, itisclear that audit failuresresultinginsmall nairalossesaremoretolerable
than audit failuresresulting in catastrophic losses. nsurance model soutsi de of accounting
frequently incorporatethe severity of thelitigationloss(Cumminsand Derrig, 1993). Hence
inthisstudy, litigationrisk isdefined by both itslikelihood and magnitude.

Audit - Firm Char acteristics

Previous accounting research has addressed the issue of audit litigation by identifying
problem areasthat should be considered while performing audit (Kellogg, 1984; St. Pierre
and Anderson, 1984). Stice (1991) extendsthisresearch by developing and testing a
model to predict litigation against auditors which includes both client and auditors

characterigtics. According totheresearcher, whileaudit-client characteristicsindudefinancia

conditions, level of accountsreceivableandinventory, slesgrowth, market valueof equity,

and variability intheclient’ sstock returns, audit-firm characteristicsinclude audit quality,

audit independence, and audit tenure. The audit-firm characteristicsused in this study
were adapted from the ones devel oped by Sticein 1991.
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Audit Feesand Litigation Risk

Thework of Beatty (1993) isoneof thefirst studiesto focuson therelationship between
litigation risk and audit fees- arelation he characterized as* thelegal liability hypothes's’.
According to him, asthe expected lossesfrom imposition of legal liability increases, the
audit feewill increase, ceterisparibus. For Francisand Krishnan (1999), oneway in
which auditors can respond to an engagement’s perceived audit and litigation risk isto
adjust their audit feesaccordingly. Whilefrictionsmay prevent auditorsfromfully adjusting
audit feesupwardsto reflect higher perceived level of litigationrisk, it isexpected that
auditors, on average, will chargehigher feesfor two reasons. First, audit feeswill increase
theextent auditorsexpand audit scopeand assign more (and more experienced) professiona
staff to help mitigatetheserisks (Simunic and Stein, 1996). Second, auditorsmay charge
arisk premium to compensate them for the additional audit risk the audit engagement
entails (Abbott, Parker and Peters, 2006; Chen, Krishnan and Pevzner, 2012; Krishnan,
Pevzner and Sengupta, 2012). Onthe other hand, audit clientsexpect the auditor to carry
out quality audit after being charged so much for theaudit. Intheevent of any financid loss
fromnegligently performed audit, theinjured party may filelawsuit againgt theauditor. Itis
thereforeimportant for auditorsto understand how client characteristicsarerelated to
audit and litigation risk so asto beableto assessrisk level sand institute appropriate audit
procedures (Stice, 1991). Theaudit pricing literature provides evidence that auditors
respond to higher perceived audit and litigation risksby demanding higher audit fees(Hwang
and Chang, 2010). Simunic (1980) findsthat proxiesfor auditors’ expected litigation
costsare positively associated with current period audit fees.

Audit Independenceand L itigation Risk
Thereisalong-standing view that auditor independenceisthreatened by the economic
dependence of an auditor onfeesfrom audit clients. Theadditional feesobtained through
the provision of non-audit services increase an auditor’s economic dependenceon a
client, and this has been perceived by regulatorsand concerned stakehol dersto threaten
auditor independence. Prior research does provide some evidenceto suggest that the
volumeof non-audit servicesprovided by auditorsimpairsperceived auditor independence,
threaten audit quality and increasesaudit litigation risk (Frankel, Johnson and Nelson,
2002; Brandon, Crabtree and M aher, 2004; Krishnan, Heibatollah and Zhang, 2005;
Francisand K e, 2006; K huranaand Raman, 2006). In an experimental study, Dopuch,
Kingand Schwartz (2003) aso establish that provision of non-audit serviceaffect perceived
auditor independence and increasesthe chances of lawsuit and claimsby injured parties.
Francis (2006) arguesthat feesfromthe provision of all services (audit and non-
audit services) create economic dependence and could be perceived to threaten audit
independence. Gul (1991b); Gul, Basioudisand Ng (2011), notethat theamount of audit
feesrather than NA Sfees affects perceived auditor independence. On the other hand,
Ghosh, Kdlgpur and Moon (2009) establishthat client importance (that isto say, contributing
alarge proportion of revenuesto an auditor’stotal revenue stream) rather than feesfrom
non-audit serviceimpair perceived auditor independence.
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Non-audit Service Feeand Litigation Risk

Prior research indicatesthat the provision of non-audit services crestes economic bonds
with aclient and this bond can weaken an auditor’s independence and audit quality
(DeAnge o 1981; Simunic 1984; Beck, Freckaand Solomon, 1988) and thereforeincreases
litigation risk. Conversdly, DeFFond, Raghunandan and Subramanyam (2002) empirically
demonstratethat firmsthat pay high non-audit feesare not associated with theincidence of
going concern opinions, suggesting that auditor independence, aswdll asaudit quality, is
not compromised with high payment of non-audit fees, thereby reducing auditors' liability
exposure. Using client-specific ex-ante cost of equity asaproxy for investor perceptions
of financial reporting reliability, Khuranaand Raman (2006) discover that high non-audit
and total feesare associated with lower financia reporting credibility. However, concerns
about reputation (Watts and Zimmerman 1983) and litigation exposure (Palmrose 1988;
Shu, 2000) arelikely to motivate auditorsto be more independent in carrying out their
audit and non-audit works.

Audit Quality and Audit Litigation Risk

Research hasdemonstrated that if audit firmslower the quality of their audit work by
yielding to management pressureor by omitting partsof the audit program, the chance of
financid statementscontaining materia errorsand misstatement would be high. However,
not dl errorsinfinancia statementswill harmtheaudit firm or theauditor who audited the
statements. Problemsariseonly if usersof financia stlatementsdiscover theseerrorsandif
theseerrorscausefinancial losses. Thus, injured partieswould try to recover their losses
by filing lawsuitsand claimsagaingt the erring audit firm. Research by Palmrose (1988) has
shown that such lawsuitsand claimslead to high costsand agreatly damaged reputation,
and thereforearevery harmful to the auditor and the audit firm. For thisreason, auditors
would provide higher quality audit in order to reduce exposureto audit litigation (Pamrose,
1988). Dye (1993) predictsaudit quality ashaving anegativereationship with lawsuit and
claimsby injured parties. In hisanaytica modd, helinked perceived quality of anaudit to
theauditor’ swealth. Based on this* deep pocket” theory, it could beargued that auditors
provide higher quality audit becausethey have morewesdlth at risk in case of litigation. It
followsthat thehigher thequality of audit auditorswould perform, thelower the perceived
litigationrisk.

METHOD

A framework for theanalysis of therelationship between audit firm characteristicsand
audit quaity isthestakehol der theory. Thestakehol der theory, origindly defined by Freeman
(1984) ‘isatheory of organizationa management and bus nessethicsthat addressesmoras
and valuesin managing an organization’. In thistheory, the concept “ stakeholders’ refers
to managers, shareholdersor other usersof financia reportswhich areinfluenced, either
directly or indirectly by theactionsof theauditor. A fundamenta characteristic of takeholder
theory isthereforeto attempt to identify individual sand groupsthat Organizationsand
companiesare accountableto. Thishasal so been part of thetheory’schalenge (Anheer,
2005).

International Journal of Finance and Management in Practice, Volume 4, Number 1, June 2016 29
ISSN: 2360-7459



Variaionsin stakeholders perception about lawsuitsand claimsfor poorly executed audit
work that causesfinancial losses suggest that no single element should be adjudged as
having the dominant influence on audit litigation explained in thisstudy as* audit fees’,
“audit independence”’, “audit quality”, and “non-audit servicefee’. Thismeansthat a
broader and deeper understanding of the complexities of theissue needsto be addressed
moreholigticaly inlinewith the response divergent stakeholder’ stheory (Freeman, 1984)
through investigating theimpact of these variables. Consequently, different stakeholders
should carefully analyzetheir actions so asto establishthe effects of their actionsonthe
perspectivesof audit litigation because audits provide assuranceto sharehol ders, manager's,
investors, payablesand other stakehol dersfor the purposeof indtilling confidenceinfinancid
reporting.

Following the above framework, and existing extant literature on the audit-firm
attributesthat impactson audit rel ated-litigation, wetherefore assumethat audit litigation
risk isafunction of audit fees, audit independence, non-audit servicesand audit quality:

AUDLITORISK = f (AUDFE, AUDIND, NAS, AUDQUAL)

In order to measure the effect of other external factorsthat can be responsiblefor any
disparity inthere ationship between audit-firm characteristicsand audit litigation risk, there
wastheneed for theintroduction of control variables. Thecontrol variablessdectedinthis
study areaudit tenureand audit-firm size. Thus, incorporating these control variablesinto
theabovelinear function will producethefollowing new function:

AUDLITRISK =f (AUDFE, AUDIND, NAS, AUDQUAL, AUDTEN, AUDFSIZ)
Expressing the abovefunctionineconometric formwill producethefollowing equation:

AUDLITRISK =B AUDFE+B,AUDIND +B,NAS+BAUDQUAL +BAUDTEN
+BAUDFSIZ +}

Where AUDLITRISK Audit litigationrisk

AUDFE = Audit fees

AUDIND = Auditindependence

NAS = Non-audit servicefees

AUDQUAL = Audit quelity

AUDTEN = Audit tenure

AUDFSIZ = Auditfirmsze

H = error term

B...... B = unknown coefficientsof thevariable.

Presumptli vely, iGt isexpectedthat B, < 0,B,,B,, B, B,, B,,> 0.

Thepopulation of thestudy comprisesal theaudit firmsinaudit practicein Nigeria
that areregistered with the Institute of Chartered Accountantsof Nigeria(ICAN) asat
31st December, 2014. Using thejudgmental sampling technique, 20 Nigerian audit firms
werechosen. Thestudy wasrestricted to Lagos State asit harbours 60% of the Federation’'s

total industrial investmentsand foreign trade and attracts 65% of Nigeria’'scommercial
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activities(TheAcademy of Business Strategy 2011 cited in Olayinka, 2012). Fromthe 20
selected audit firms, asample of 200 chartered accountantswho havebeeninaudit practice
for over 3 quinquenniawas drawn, and they are between the ages of 40 and 60 years.
Content validity wasachieved through apil ot schemein which copiesof thequestionnaire
were administered on some few selected respondents. Their responses were used to
adjust the questions. Three research assi stants were commissioned to administer the
guestionnaire. Therewasaresponserate of 78% having received and anayzed 156 copies
of the questionnaire. The questionnaireincluded items adopted from previousresearches
aswell assome self devel oped ones. The questionnaire cons sted of two sections: Section
A wasintheformat of afive-point Likert type scale. Thissectioninvestigated the seven
variables of interest used in the study (seetable 1). Section B gathered demographic
information from therespondents.

Table 1; Measurement of Variables

Variables Questions sign
Auditlitigationrisk (AUDLITRISK) 1-4

Auditfees(AUDFE) 5-8 +ve
Auditindependence (AUDIND) 9-12 +ve
Non-audit servicefees(NAS) 13-16 +ve
Audit quaity (AUDQUAL) 17-20 -ve
Audittenure(AUDTEN) 21-24 +ve
Auditfirmsze(AUDFSIZ) 25-30 -ve

Source: Expository Survey, 2016
Dataobtained from the questionnairewere andysed using Ordinary Least Squares
regression method.

RESULTSAND DISCUSSION

Thecorrelation result bel ow (table 2) reveal ed that the coefficient of thevariablewith
respect toitsalf is(1.00) signaling perfect correlation. Thevauesof themixed coefficients
arenct indicativeof any problem of multicollinearity. Thehighest correlation coefficient of
(0.443) between audit tenure and audit firm sizeis a strong indication of absence of
multicollinearity. Theresult of the correl ation coefficient was strengthened by the Variance
Inflation Factor (VIF) test. From theresultsas presented on table 3, it was observed that
noneof thevariablestested indicatesthe presence of multicollinearity asthecentered VIF
of thevariablesaredl lessthan 10. Theresult of the Breusch-Pagan-Godfrey (table4) test
showsthe absence of heteroskedasticity with aprobability value of (0.1204) whichis
greater thanthe5% critica vaue. Theresult of the Breusch-Godfrey serid correlation test
(table5) showsf-Hatistic and obs* R-squared valuesof (0.67) and (1.69) with probability
valuesof (0.58) and (0.56) whichindicatesthe absence of seria correlation. The Durbin-
Watson gatistic of (1.998687) issubstantially closeto (2.00) and indicatesthe absence of
serid correlation. Asreported on table 6, the OL Sresult reved ed that 62% of thevariation
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inaudit quaity isexplained by the explanatory variableswhilethe balance of 38% variation
isattributableto the error term. On the basi s of the overall model significance, thef-
statistic of (56.4) exceedsthef-critical value at 5% level which explainsthefitnessof the
Specifiedmode.

Also, asshown on table 6, audit fee (AUDFEE) wasfound to be positive and
significant with arobust t-value of (10.04627) and the coefficient of (1.178158). This
meansthat auditorswoul d respond to an engagement’ s perceived audit and litigation risk
by adjusting their audit feesaccordingly. Onthe other hand, after paying so muchfeesand
theauditiscarried out negligently to theextent that the client sufferssomefinancid loss, the
clientwill goto court to recover suchloss, indicating that high audit feescould increase
litigationrisk if thereisan audit failure. The hypothesis 1 which proposes apositive
rel ationship betweenlitigation risk (AUDLITRISK) and theaudit fees(AUDFEE) charged
tothat auditor’sclientsisthereforeupheld. Thisfindingissupported by sudiesof Smunic,
(1980), Simunic and Stein (1996), and Hwang and Chang (2010) who provide evidence
that auditorsrespond to higher perceived audit and litigation risks by demanding higher
audit fees. The audit feeswill increasethe extent auditors expand audit scope and assign
more (and more experienced) professiona staff to help mitigatetheserisks.

Therelationship between highly impaired audit independence (AUDIND) and
litigation risk (AUDLITRISK) wasfound to be positive and significant with at-value of
(0.375204) and the coefficient of (0.181347), thussupporting hypothesis2 which proposes
apogtivere ationship between highly impaired audit independenceand litigationrisk. The
result corroboratesthework of Frankel, Johnson and Nelson (2002); Brandon, Crabtree
and Maher (2004); Krishnan, Heibatollah and Zhang (2005); Francisand Ke (2006);
K huranaand Raman (2006) who have stated that impaired auditor independencethreatens
audit quaity and consequently increaseslitigationrisk.

Again, therelationship between audit quality (AUDQUAL ) and audit litigation
risk (AUDLITRISK) wasfound to be negative and significant with at-val ue of (-2.063806)
and the coefficient of (-0.466802). Thus, hypothesis 4 which proposes a negative
rel ationship between audit quality and litigationrisk issupported. Thisresult corroborates
findings of Dye (1993) and Palmrose (1988) who established anegative relationship
between audit quality and lawsuit and claimsby injured parties. Thefact isthat auditors
would be moremotivated to provide higher quality audit when they have morewedlth at
risk in case of litigation than when they do not.

Furthermore, non-audit fee (AUDFEE) wasfound to have anegativeimpact on
litigation risk (AUDLITRISK). Therelationship between both variableswasfound to be
negative and significant with at-value of (-0.343753) and the coefficient of (-0.192073).
Theimplication of thisfinding isthat hypothesis 3 which postul atesapositiverdationship
between increased non-audit fees, impaired audit independence and increased litigation
riskisnot upheld. Thismeansthat non-audit fee (AUDFEE) may not necessarily influence
theaudit litigation (AUDLITRISK) viaimpaired audit independence. Thisfinding deviates
fromthose of Krishnan, Heibatollah and Zhang (2005); Francisand Ke (2006); Khurana
and Raman (2006) who argue that the amount of NAS fees paid to auditors impairs
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perceived auditor independence, threaten audit quality and increases audit litigation risk
and lawsuits, but corroboratesthose of Ghosh, Kallapur and Moon (2009) and DeFond,
Raghunandan and Subramanyam (2002). Audit tenure (AUDTEN) wasfound to have
positiveand insgnificant relationship with audit litigation risk (AUDLITRISK) with at-
value of (0.334868) and coefficient of (0.006581). Thisshowsthat higher audit-client
relationship increasesthe chancesof litigation risk dueto threet of over familiarity withthe
audit client arisng frommany yearsof audit engagement eventhoughtheimpactissaidicaly
inggnificant inthisstudy. Findly, therd ationship between audit firm size(AUDFS Z) and
audit litigation (AUDLITRISK) was negetive but ins gnificant, meaning that thelarger the
szeof theaudit firm, thelesslikelihood of the audit firm being exposed to audit litigation
duetotheavailability of therequired capacity to carry out quaity audit. Giventheresult of
thisstudy, theaudit firm sizedid not exert Significantimpact on audit litigation. That is, with
anegative coefficient of (-0.021074) and at-vaue of (-0.239874), resultsshow that audit
firmsizedoesnot sgnificantly influenceaudit litigationin Nigeria

Table 2: Spearman Correlation Analysis

AUDLITRISK AUDFE  AUDIND NAS AUDQUAL AUDTEN AUDFSIZ
AUDLITRISK Corr. Coeff.Sig. 1.000
(2 tailed) -
N 156
AUDFE Corr. Coeff. 0.242 1.000
Sig. (2 tailed) 0.109 -
N 156 156
AUDIND Corr. Coeff. 0.127 0.323 1.000
Sig. (2 tailed) 0.160 0.005 -
N 156 156 156
NAS Corr. Coeff. 0.078 0.163 -0.506  1.000
Sig. (2 tailed) 0.332 0.061 0.016 -
N 156 156 156 156
AUDQUAL Corr. Coeff. 0.380 0021 0.320 0.331 1.000
Sig. (2 tailed) 0.078 -0.071 0130 0.000 -
N 156 156 156 156 156
AUDTEN Corr. Coeff. 0.045 -0.068  -0.075  0.369 0.223 1.000
Sig. (2 tailed) 0.517 0.912 0.341 0.530 0.130 0.223
N 156 156 156 156 156 156
AUDFSIZ Corr. Coeff. 0.164 0.091 0.090 0.321 0.092 0.443*  1.000
Sig. (2 tailed) 0.618 0.477 0.982 0.630 0.543 0.530 0.733
N 156 156 156 156 156 156 156

Source: Researchers' Compilation, 2016. *Correlation is significant at the 0.01 level (2-tailed)

Table 3: Variance Inflation Factor

Variables Coefficient Variance Uncentered VIF Centered VIF
C 0.161181 7901258 NA

AUDFE 0.005245 1552182 1.067593
AUDIND 0.004708 11.34624 1171325
NAS 246E-05 14.69785 1.121076
AUDQUAL 18707 13.04229 1.075219
AUDTEN 0.003788 46.38717 1.060444
AUDFSZ 0.006750 6851713 1.057788

Source: Researchers’ Compilation, 2016
Table4: Heteroskedasticity Test: Breusch-Pagan-Godfrey

F-statistic 1.738452 Prob. F(6,146) 0.1204
Obs* R-squared 9.649687 Prob. Chi-Square (6) 01204
Scaled explained SS 12.83464 Prob. Chi-Square (6) 0.0466

Source: Researchers’ Compilation, 2016
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Table5: Breusch-Godfrey Serial Correlation LM Test

F-statistic 0.674190 Prob. F(2,146) 0.5806
Obs*R-Squared 1.693843 Prob. Chi-Squared (2) 05642
Source: Researchers' Compilation, 2016
Table6: Ordinary Least Square (OLS) RegressionAnalysis
Variables Coefficient Sd.Error t-statistic Prob.
AUDFE 1178158 1108865 1004627 0.0002
AUDIND 0.181347 0426362 0.375204 0.6641
NAS -0.192073 0473426 -0.343753 0.7337
AUDQUAL -0.466802 0.182631 -2.063806 0.0465
AUDTEN 0.006581 0075363 0.334868 0.8385
AUDFSZ -0.021074 0.385314 -0.239874 0.5887

R-squared Mean dependent var 6.091444

0623501 S. D. dependent var 6.877629

Adjusted R-sguared Akaikeinfo criterion 6.390939

0568720 Schwarz criterion 6.702374

S. E. of regression Hannan-Quinn Criter 6.639875

2575253 Durbin-Watson stat. 1.998687

Sum squared resid

1859.149

Loglikelihood

-307.0827

F-statistic

5642274

Prob (f-statistic)

0.000000

Source: Researchers Compilation, 2016

CONCLUSIONAND RECOMMENDATIONS

Thestudy investigated the rel ationshi p between audit firm characteristicsand litigation risk
inNigeriaagainst thebackdrop of thevulnerability of theauditing professionto reputation-
damaging lawsuits by injured partiesarising from negligence and poorly executed audit
work which has been described asacrisis. Given the peculiarities of thisstudy, it was
hypothesized that audit feesispositively related tolitigation risk. Thereason beingthat an
injured audit client can easily filelawsuitsand clamsto recover thefinancid lossessuffered
from negligently carried out audit work which has cost the client so much. The study
hypothesized an inverse (negative) rel ationship between audit quality and litigation risk.
Thismeansthat to reduce any legal related liability, auditors are motivated to provide
higher qudity audit especidly if hugeamount of their wedlthisat risk. Against expectation,
theresult of the present study showed anegative rel ationship between non-audit feeand
litigation risk. Thefact that extant literature has demonstrated that the provision of non-
audit servicescreateseconomic bondswith aclient, which weakensauditor’ sindependence
aswd| asaudit quality and increaseslitigation risk, oneexpectsthat theresultswould have
produced apositiverel ationship between non-audit feesand litigation risk. Rather both
variableswerefound to be negatively rel ated and statistically significant, showing that non-
audit feehasnoinfluenceonauditlitigation. Thestudy dsoreveded apostiveand Satisticaly
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sgnificant relationship between highly impaired audit independenceand litigationrisk. An
auditor whoisnot independent would hardly carry out quality audit that would reduce
litigation risk. Although, the study found apositive but insignificant rel ationship between
audit tenureand litigation risk, the same cannot be said of the rel ationship between the
other control variable (audit-firm size) and litigation risk, asanegativerelationshipwas
rather found between both variables, indicating that the availability of therequired capacity
inlargeaudit firmswould enable the firms perform quality audit and thusreduce their
exposuretolitigation risk. However, astheresult of thisstudy isinsignificant, onewould
hardly concludethat audit-firm sizereduceslitigationrisk in Nigeria

Based on thefindings of thisstudy, the following recommendations are made.
Firgtly, audit firmsshould only accept engagementsthat requirethemto provide audit and
non-audit servicesif they havethe capacity to manage both types of engagement. Toavoid
familiarity threatswhich could subsequently impair independence, audit firmsshould ensure
that certain membersof staff are not allowed to remain on an assignment for too long.
Over familiarity with dientscan affect audit independence, lower audit quality which exposes
theaudit firmtolitigation risk. Secondly, sincetheresult of thisstudy hasshown that audit
firmszedoesnot Sgnificantly influenceaudit litigationin Nigeria, smaller audit firmsshould
be encouraged as they are more likely to perform more thorough audit assignment.
Irrespectiveof theaudit firm size, al potentia audit clientsshould be properly screened so
astoidentify any risk of litigation before an engagement is accepted by the audit firm.
Thirdly, partnersin audit firms should alwaysendeavour to eva uatetheattributes of their
firms, or to link them to therisk of being sued for deficient work. Thisisvery important
because understanding thelink between audit-firm behaviour and litigation risk should
allow firmsto further reduce litigation risk through practice management. The demise of
Andersen (oneof thebig 5) can beattributed largely to partners' inability toidentify changes
withintheir firmthat increased therisk of audit failureto unreasonablelevel. Findly, the
Ingtitute of Chartered Accountantsof Nigeria(ICAN) providesopportunitiesfor members
inaudit practiceto consult theingtitutewherethey runinto any difficulty in private practice.
Unfortunately, most members have not been taking advantage of thisoption. Seeking
guidancefrom ICAN can help audit firmsdevel op strategiesfor reducing their exposureto
litigationrisks.
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