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ABSTRACT

The objective of the study was to find out the deteants of audit fees for firms listed in
the NSE. This was informed by the fact that moseaech on audit fee models has been
done on developed countries while little publismedearch is available on developing
countries like Kenya. The significance of certaeriables changes according to each
country’s characteristics and period of analysteyt recommended that models be
periodically revised (Hay et al., 2006). Deductaygproach, where a study begins with
developing theory and hypotheses, was used inttltly.sAfter which the author chose
data and tested the hypotheses. Data was collentetisted firms’ annual reports
covering the period from 2008 to 2012. The peribmbsen was sufficient to obtain
meaningful trend patterns on audit fees for liteds. The annual reports were obtained
from the respective company websites and the Gdyaekets Authority. The choice of
NSE firms was informed by the availability of date listed firms due to legal
requirements which require the firms to file annugpborts with the Capital Markets
Authority. Out of the 60 listed firms targeted hbyetstudy, 48 firms were responsive
representing a response rate of 80%. It was ribsdhe audit market for listed firms is
dominated by the Big 4 firms and most companies9%2 financial years end in
December. It was also noted that some firms didcootply with the CMA Act on filing
annual reports with the authority. Multiple regiessanalysis and correlation analysis
were used to analyze the data in order to testebearch objective. The multiple linear
regression model’s coefficient of correlation (R0L1857 and coefficient of determination
(R? is 0.735 implying that 73.5% of the variationdndit fees can be explained by the
variables in the study, while 26.5% of the aud# feriance is explained by the error
term and other factors. The model is statisticaiiyificant as indicated by the F value of
63.354 and significance value of 0.000. The resoitthe study show that audit fees;
auditor experience; auditor reputation; Big 4 datclient size; client complexity and
time lag are important factors in determining adeés for listed firms in Kenya due to
the positive relationship between these variabldgs was consistent with both the
author’'s expectations and the results of previdudiss. A negative relationship was
found between: audit fees; size of the audit fird alient profitability. This contradicted
the author’s expectations and previous studies.r&belts, however, did not support any
relationship between audit fees; client risk arglréporting season.
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CHAPTER ONE: INTRODUCTION
This chapter covers the background of the study;Rioblem Statement and research

guestions of the study; Objectives of the studytedvalue of the Study.
1.1 Background

According to Gray and Manson (2008) an audit isnaestigation or search for evidence
to enable an opinion to be formed on truth anch&ss of financial and other information
by a person or persons independent of the prepaumpersons likely to gain directly
from the use of the information, and the issue o&@ort on that information with the
intention of increasing its credibility and theredats usefulness.

Audits involve testing transactions, interviewingdeobserving the client, and evaluating
the internal controls and systems used within tbhgaration. The development of
modern auditing profession is stimulated by theetlgyment of economy and related
industries, specifically, the Industrial Revolutionthe 18th century and the separation
between ownership and management created dematigefpractice of modern auditing.
Additionally, globalization and the developmentstéck markets are also motivations for

the further strengthening of the audit profess{btayeset al, 2005).
1.1.1 Audit Fees

Audit fees refer to the remuneration payable toaaditor for audit services rendered.
When entering into negotiations regarding professioservices, a professional
accountant in public practice may quote whatever feemed to be appropriate.
Nevertheless, there may be threats to compliantte e fundamental principles arising

from the level of fees quoted. For example, a ie#frest threat to professional



competence and due care is created if the fee dji®®0 low that it may be difficult to

perform the engagement in accordance with appkcdbthnical and professional
standards for that price (ICPAK, 2006). Low audies can restrain audit firms, by
restricting compensation (to audit staff). Partled problem is that many clients fail to
recognize the intrinsic value of an audit, regagdihpurely as a compliance exercise
(Izma, 2011). Isa, 210 para A23, specifies thataiheit engagement letter must provide

the basis of charging fees by the auditor (IFAC,20

1.1.2 Factorsinfluencing Audit Fees

Audit fee is affected by Audit firm attributes (@@ksize, reputation, experience,
competition, industry specialization and whetherisita big four) or by the client’s

company characteristics (auditee attributes like,scomplexity, risk, and profitability).

High audit fees will be charged by big 4 audit f;mvhich are normally big in terms of
staffing and geographical coverage, with high repoh gained from several years’
experience and industry specialization. Competittanongst audit firms is however
expected to lower audit fees charged (Palmroseg;189@&on and Taylor, 2002).

Big companies having complex group structures aso@ated with high risk operations
and high profitability will be charged higher audiges relative to smaller simple
structured companies with less risky and less fatoie clients in the industry (Francis

and Simon, 1987, Craswell and Francis, 1999).
1.1.3 Nairobi Securities Exchange

Nairobi Stock Exchange was established in 1954 asgolantary association of

stockbrokers registered under the Societies Acthfs time Kenya was still a British



colony and the business of share trading was cestrionly to the resident European
Community though Africans and Asians were not p#adito deal in securities. The
NSE in 2006 introduced an Automated Trading Syqt&ms) which ensures that orders
are matched automatically and are executed ostachime first serve basis. The ATS has
now been linked to the Central Bank of Kenya arel@DS thereby allowing electronic
trading of Government bonds. Currently there areli§2d firms at the NSE, out of
which 17 are financial (Banking and Insurance firmdile the remaining 45 are non-
financial firms spreading across different segmesigead across through: agricultural,
automobiles; commercial and services; constructéind allied; energy and petroleum;
Investment; Manufacturing and allied and lastly, o@h enterprise segments.

(www.nse.co.kq.

1.1.4 Kenyan Audit Environment

The Kenyan audit industry is regulated by the tosti of Certified Public Accountants of
Kenya (ICPAK) which is established by Part Il oketAccountants Act of 2008. The
institute is charged with the following tasks: a)omote standards of professional
competence and practice; promote research intsubgct of accountancy and finance
and related matters; promote the international geiton of the Institute; advise the
Examination Board on matters relating to examimatjaadvise the Minister on matters
relating to financial accountability in the econgmgarry out any other functions
prescribed for it under any of the other provisiafighis Act or any other written law;
and to do anything incidental or conducive to tleefgrmance of any of the preceding
functions. To achieve its role ICPAK has developambde of professional ethics to guide

its members remain professional. In recognitiorthef potential threat of audit fees on
3



auditor independence, Section 240.1 of the codéesstéa self-interest threat to
professional competence and due care is creatbd fee quoted is so low that it may be
difficult to perform the engagement in accordancaghwapplicable technical and
professional standards for that price” (ICPAK, 2006o curb this the code: prohibits
charging of contingent fees; prohibits paying aedeiving referral commissions; the
auditor to make the client aware of the termshef éngagement and, in particular, the
basis on which fees are charged and which serdamesovered by the quoted fee and
assigning appropriate time and qualified staffte task.

Currently there are 2013 there are 901 audit finm&enya with 709 firms located in
Nairobi. As of 2001, the distribution of ICPAK mepiship in the economy is as
follows: public practice 40%; commerce and indudifo; and other including public
sector and academia, 10%. The ICPAK believes temhtumber of qualified accountants
needed for today's Kenyan economy ranges as bet&¢@® and 7,000 (as of 2001).
Many companies meet this large shortfall in sufgyyemploying nonqualified persons in
accounting positions (World Bank, 2001; ICPAK Diawy).

1.2 Research Problem

Audit services are demanded as a monitoring mesirarbecause of the potential
conflicts of interest between as well owners andhagars as owners and other different
classes of security holders (DeAngelo, 1981a). Timsmns that auditors are used as a
mechanism to enhance credibility of the financtatements. The willingness of auditors
to report a breach depends on, for example, theages@ importance of the client. Since
auditors operate in a competitive market and agddlity is difficult to observe, they

might have some incentives to reluctantly givearclient pressure and do not report a
4



discovered breach hence compromising their indegresel (Craswell et al., 1995;
Francis, 2004). When auditors’ independence is comjsed their value as assurance

providers is eliminated (Knechel et al., 2007).

Audit fees is affected by audit company attribufilse size, reputation, experience,
competition, industry specialization and whetherisita big four) or by the client’s
company characteristics (auditee attributes lilze,scomplexity, risk, and profitability)
(Joshi and Al-Bastaki, 2000; Hay et al., 2006; Bddand Johnstone, 2010). The auditing
market and its audit fees is a subject studied imandeveloped economies, while the
audit services market in emerging economies has peen limited attention. Hay et al.,
(2006) conducted a meta-study examining possibierehénants of the amount of audit
fees in the last 25 years (1977-2002). Of the 88arch papers covered in their analysis,
only 6 were related to auditing activity in emexgimarket countries, while 45 were
related to United States’ market. Musembi (201 Blyzred the relationship between audit
fees and board characteristics among listed naméial firms in Kenya. The study
found that audit fee is positively correlated tce thoard characteristics (diligence,
expertise and size). From above, most researctbéas done on developed countries
while little published research is available one@leping countries like Kenya. Hay et al.,
(2006) conclude that the significance of certaimialdes changes according to each
country’s characteristics and period of analysteyt recommended that models be
revised periodically. The researcher analyzed firnmeports of listed companies in the

NSE to determine the factors affecting audit feekenya.



The study therefore sought to answer the followtpeestions: (i) what are the audit
firm’'s and clients’ factors affecting audit feestelenination in Kenya? and (ii) what is

the correlation between audit fees and the diffefiastors determining audit fees?
1.3 Research Objective

This study sought to find out the factors determgnaudit fees arising from both client

and audit firm characteristics by analyzing theeliscompanies at the NSE.

1.4 Value of the Study

This study will be useful in the following way8rst it will enable the management of
Kenyan Companies and the Audit Firms to have arcl@aderstanding of the

determinants of Audit fees.

Secondly, the Institute of Certified Public Accountants Kénya (ICPAK) will benefit
from the study by identifying audit fee determirgarthat have a threat to auditor
independence in Kenya and as a result develop eatiathical guidelines to minimize

the threat.

Thirdly, the government through consultations with reguiabodies such as CMA and
ICPAK, will initiate laws to safeguard the accoungtipractice in Kenya to guarantee

accurate reporting by Kenyan firms.

Finally, the Academia will benefit by having a referencenpin future research as this
research adds to the existing audit fee literataiisy potential areas for further research

on matters related to audit fees in the Kenya anet@d out.



CHAPTER TWO: LITERATURE REVIEW
2.0 Introduction

This chapter covers the theoretical review of angjtan empirical review of factors

affecting audit fees and lastly a summary of lifgra review.

2.1 Definition and Objective of an Audit

Auditing is the accumulation and evaluation of evide about information to determine

and report on the degree of correspondence betteerinformation and established

criteria (Arens and Loebbecke, 2000). Accordingstay and Manson (2008) an audit is
an investigation or search for evidence to enahl®nion to be formed on truth and

fairness of financial and other information by ago® or persons independent of the
preparer and persons likely to gain directly frdra tise of the information, and the issue
of a report on that information with the intentiohincreasing its credibility and therefore

its usefulness.

ISA 200 states the objective of an audit of finahstatements “is to enable the auditor to
express an opinion whether the financial statema@prepared, in all material respects,
in accordance with an identified financial repagtinamework of other criteria” (IFAC,

2012)
2.1.1 Theoriesof Auditing
Hayes et al., 2005 identified four theories of Aundj, which explain the existence of

auditing; Policeman theory; Lending Credibility Tmg; Inspired Confidence theory and

Agency theory.



2.1.1.1 The Policeman Theory
This theory claims that the auditor is responsiide searching, discovering and

preventing fraud. In the early 20th century thissveartainly the case. However, more
recently the main focus of auditors has been teigeoreasonable assurance and verify
the truth and fairness of the financial statemehit® detection of fraud is, however, still
a hot topic in the debate on the auditor’s respmiitsés, and typically after events where
financial statement frauds have been revealedptlegsure increases on increasing the

responsibilities of auditors in detecting fraud s et al. 2005).

2.1.1.2 The Lending Credibility Theory
This theory suggests that the primary functionted audit is to add credibility to the

financial statements. In this view the service that auditors are selling to the clients is
credibility. Audited financial statements are sdenhave elements that increase the
financial statement users’ confidence in the figupeesented by the management (in the
financial statement). The users’ are perceived am ¢enefits from the increased
credibility, these benefits are typically considete be: that the quality of investment

decisions improve when they are based on religidteration (Hayes et al. 2005).

2.1.1.3 The Theory of I nspired Confidence
Hayes et al., 2005 quotes Limperg (1932) as paniut that this theory addresses both

the demand and the supply for audit services. Emeathd for audit services is the direct
consequence of the participation of third partiege(ested parties of a company) in the
company. These parties demand accountability flmenmianagement, in return for their
investments in the company. Accountability is readi through the issuance of periodic
financial reports. However, since this informatimovided by the management may be

8



biased, and outside parties have no direct meamsoaitoring, an audit is required to
assure the reliability of this information. Withgerd to the supply of audit assurance,
Limperg (1932) suggests that the auditor shouldagbévstrive to meet the public

expectations.

2.1.1.4 Agency Theory
Watts and Zimmerman (1979, 1986a, 1986b) sugdeatste auditor is appointed in the

interests of both the third parties as well asrttamagement. A company is viewed as a
web of contracts. Several groups (suppliers, bankarstomers, employees etc.) make
some kind of contribution to the company for a giygice. The task of the management
is to coordinate these groups and contracts andotrgptimize them: low price for
purchased supplies, high price for sold goods, iotsrest rates for loans, high share
prices and low wages for employees. In these oglatiips, management is thgent,
which tries to gain contributions froprincipals (bankers, shareholders and employees).

The most prominent and widely used audit theotizésagency theory.
2.1.2 The Roles of Audit

Wallace (1980) proposed three hypotheses for exiplaithe role of the audit in free and
regulated markets: monitoring hypothesis, inforovathypothesis and the insurance
hypothesis. The three provide an overview of thgedint roles auditing can take in

different environments.

2.1.2.1 The Monitoring Hypothesis
The monitoring hypothesis assumes that when detepdecision-making power to one

party, as suggested in agency theory, the agenbisated to agree to be monitored if

the benefits from such activities exceed the rdlatests. This hypothesis is applicable to
9



all co-operative relationships in any organizatioat only relationships between owners
and managers, but also in relationships betweerogens and employees, creditors and
shareholders, different levels of management in paones and government and

taxpayers (Wallace 1980 and 1987).

2.1.2.2 The Information Hypothesis
Financial reporting was earlier seen to be ceritrahe monitoring purposes, but since

the 1960’s the focus moved to needs and the pmvisi information to enable users to
take economic decisions (Higson 2003). Therefonealternative or complement to the
monitoring hypothesis is the information hypothes@ne argument regarding the
demand for audited financial statements is that firevide information that is useful in

investors’ decision-making. Investment decision giedn the finance literature value a
company by calculating the net present value afreutash flows. For example, future
cash flows have been observed to be highly coeeélawvith financial statement

information. Therefore, the audit is valued by isiags as a means of improving the

quality of financial information (Wallace 1980, I88nd 2004).

2.1.2.3 The Insurance Hypothesis

The auditor and the auditee are jointly and seletable to third parties for losses
attributable to defective financial statements. abdity to shift financial responsibility
for reported data to an auditor lowers the expedte$ from litigation or related
settlements to managers, creditors and other pmiofesls involved in the securities

market. As potential litigation costs increase itheurance demand from managers and

10



professional participants for an audit can be etque¢o grow. (Wallace 1980, 1987,
2004)

Four possible explanations have been proposed asvhyp managers and other
professionals look for insurance from auditors eatthan an insurance company. First,
the audit function is so firmly established in stgithat the decision of management not
to hire an auditor would strongly imply negligerarefraud on the part of the managers of
other professionals. Second, accounting firms hastablished in-house legal
departments to defend them in professional ligb#iits. Third, the auditor facing a
litigation suit is concerned about his/her repwotatiSimilarly, managers are concerned
about their own reputation and the company’s rdmutaas a well-run company. The
insurance company on the contrary will make dension a litigation suit as a cost-
benefit choice between out of court settlemeneghl defense. Thus, the auditor and the
manager share a common interest in properly comnsgléhe effect of the litigation on
the reputation of the parties involved. Fourth,itord have “deep pockets” relative to a

bankrupt or failing company that cannot pay. (Wzdld4980, 1987, 2004)

2.2 Audit Fee Studies

In this section the researcher reviews empiri¢atdiure related to audit fees. This will

include the audit expectation gap and determinainasidit fees.

2.2.1 The Audit Expectation Gap and Audit Fees

This describes the difference between the expeasinf those who rely upon the audit
reports about what auditors should do and what #reyperceived to do (Gray and

Manson 2008). Porter, 1993 identified the two congmis of the audit expectations gap:
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First, a reasonableness gap. this arise becauggepexpect more of audit than it can
give in practical terms such as detecting instamédsaud, however small. Secondly, a
performance gap, these results from what can bsonebly expected of auditors and
what they are perceived to do. It's further spitbitwo: (a) a deficient standards gap: this
is a gap between what auditors can be reasonapbceed to do and what the profession
and the law asks them to do; (b) a deficient perforce gap: this arises if the auditing
profession has issued a standard which requiresuti¢ors to observe and they fail to do
so, then their performance is said to be deficketause they have not behaved in a
manner consistent with professional auditing stestsl@Porter, 1993). Independent audit
is an important factor to reduce audit expectatjap, because the investor and others are
expecting more from auditor (Salehi, Mansoury arzér&, 2009). The audit expectation
gap increases audit fees due to increased auditt éff bridge the gap (Wong, 2009).
Wide audit expectation gap exists in the areas wdfitar responsibility for fraud
prevention and detection, maintenance of accouméngrds, freedom of the entity from
fraud, and auditor judgment in the selection ofibpbcedures which can be addressed
by more extensive audit reporting (long-form) whieguires more audit work and as a
result high audit fees will be charged to bridge ¢lap (Best, Buckby and Tan, 2001).
2.2.2 Client Attributes Affecting Audit Fees

Client attributes include the characteristics @ksicomplexity, risk, and profitability of
the firm being audited. Consistent with the theamyaudit effort and litigation, audit fees
tend to increase with an increase in the cliente ¢Simunic 1980), risk (Stice 1991),

complexity (Hackenbrack and Knechel, 1997), anditatality (Hay et al., 2006).
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2.2.2.1Client Size

The auditee size was found to be the most impoftedr that influences audit fees; it is
usually measured by total assets, revenues, sateauaber of employees of the Client
Firm. The size of auditee has a direct impact enatiditors’ work, and the time spent in
the auditing process. Larger clients require marditaservices than smaller clients,
therefore more audit time is needed; hence we wexjct that these large clients pay
higher fees per dollar of size relative to smadlgents in the industry (Palmrose, 1986;
Simon and Taylor, 2002). Hence, there is a posi@lationship between audit fees and

auditee size (Simunic, 1980; Low et al., 1990; Céal., 1993; Carson et al., 2004).
2.2.2.2 Client Complexity

Complexity of the auditee can be measured by tinebewn of branches and subsidiaries of
the firm locally and internationally. It is arguédht the more complex the client firm is,
the greater the number and the more diversifiedsthigsidiaries and operations are;
which necessitate more audit work; therefore, dudiis charge higher audit fees. Sandra
and Patrick (1996) showed that auditors of higldgnplex firms often charge high audit
fees in examining and evaluating the firm’'s finahcstatements. According to them,
foreign subsidiaries have to abide by a varietjegfslative and proficient requirements
for disclosure, which necessitates further audiirig, requiring more time and additional
manpower to complete the audit process. This implat the companies have to bear
additional charges for audit work. Therefore, aemlitcomplexity has a positive
correlation with the audit fees (Simunic, 1980; Letwal., 1990; Chan et al., 1993; Firth,

1997; Butterworth and Houghton, 1995; Carson efal04).
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2.2.2.3 Client Risk

Client risk is considered an important factor irtetlmining the audit fees. Client risk
measures the odds of an auditor issuing an un@gjiidgment on materially misstated
financial statements (AICPA, 1983). Sandra andi®aif1996) used gearing (clients’
debt ratio) and liquidity ratios to determine thigemt’s risk. The client risk can be
calculated by the following factors or ratios: @nt assetstotal assets, long-term debt
total assets, income before taiotal assets (Carson et al., 2004; Joshi and AtaBas
2000). The most preferred risk measure is the balat. It is defined as the percentage of
long-term debt to total assets. It measures thepaowis ability to pay off its incurred
debt. If Debt Ratio is relatively high, the long#tefinancial structure of the client’s firm
will be unstable, and the firm may not be able &y pff its debt in a proper behavior
which may lead to a lower credit rating. In genergk (debt ratio) is higher for
companies that have endured financial losses,rigadi higher possibility of bankruptcy
or decline in stock price, and therefore largetbpinlity of legal actions against both the
client and auditor. Auditors need to do more waskréduce any potential litigation
against them. The more the work and time needefinish the auditing process the
greater the audit fee is. Therefore, Audit feessitively associated with the clients’

risk (Francis and Simon, 1987, Craswell and Frari€89).
2.2.2.4 Client Profitability

Client's firm profitability is considered as an ionant indicator of management
performance also its efficiency in allocating agble resources. The auditee profitability
can be known by finding the income or loss figurewn in the income statement (Firth,

1985; Simon et al., 1986; Chung and Lindsay, 1288 et al., 1990; WaresulKarim and
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Moizer, 1996). Profitability ratios can be usedaasmeasure of auditee profitability these
include: return on assets (ROA), return on equRYE), return on capital employed
(ROCE), return on investment (ROI). Companies repgrhigh levels of profits will be
subject to precise audit testing of their revenaed expenses and this will result in
higher audit fees (Joshi and Al-Bastaki, 2000). Mufsthe prior research done indicate
that the amount of audit fees is significantly ufhced by the profitability level of the

client firm (Sandra and Patrick, 1996).
2.2.3 Audit Firm Attributes Affecting Audit Fees

Audit fees increase with the Audit firm's Size (Rcgs, 1984; Palmrose, 1986),
reputation (Larcker and Richardson, 2004, Gontl@ed Schatt, 2007), experience,
industry specialization (Pearson and Trompeter4l@raswell et al., 1995; Cullinan,
1998) and whether it's one of the Big Four (Palrar®886; Francis and Simon, 1987;
Butterworth and Houghton, 1995).However, Audit felecreases with the increase in
competition, the greater the number of competitbeslower the audit fees are charged

(Maher, Tiessen, Colson and Broman, 1992; Hay. &0416).

2.2.3.1 Auditor Size

Audit firm size is an important aspect of the adiih that determines the audit fee. The
Auditor Size is frequently measured based on timepamy’s assets, market share and the
number of employees. Choi, et al., (2010) investidahe relationship between office
size, audit quality and audit pricing, and detemdinthat office size is positively
associated with audit quality, and that large eflicharge higher audit fees and provide
higher quality audits. Similarly Francis and stok&884) and Palmrose (1986) explained

the strong relationship between auditor fees awlit aompany size.
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2.2.3.2 Experience

The experience of the audit firm is considered @padrtant attribute that influence
determining the amount of audit fees. A study bygEkeson, et al. (2003) reveal that
years of professional experience of the audit fivould increase the audit fees charged

by the audit firm (Ferguson, et al., 2003).
2.2.3.3 Reputation

Reputation of the audit office is the perceptioatthtome audit firms can provide higher
guality auditing than others, which is one of thestnmportant factors affecting the audit
service pricing (Larcker and Richardson, 2004; Gemtand Schatt, 2007). Firms which
have invested in reputation capital (employee ingiprograms and advertising) suggests
a much higher success rate of the audit firm (Chex&d and Houghton, 1996), and
therefore it may be able to obtain a return omnwestment through placing higher audit
fees for their services. So this means that, thieeibthe reputation of the audit firm the

more is the demand on its audit services and thigehiaudit fees are.
2.2.3.4 Competition

Competition among audit firms can be considerednasof the factors affecting the audit
service pricing, this is consistent with the stwdyMaher et al. (1992), their study found
that an increase in the number of Audit firms betw&977 and 1981 lead to a significant
decrease in real audit fees. The results of thidystvere consistent with those of Hay et
al. (2006) study which stated that the degree ohpmtition between audit firms for

market share is an important determinant of awsksfand is inversely proportional to

audit fees.
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2.2.3.5 Industry Specialization

Studies on the effect of auditor industry specaion (expertise) on audit fees have
found that an audit premium is received by auditeith a specialization in a particular
industry (Pearson and Trompeter, 1994; Craswellet1995; Cullinan, 1998). Also,

researchers have examined other audit marketsatkatess dominated by the Big 6.
Cullinan (1998) studied the effect of industry estige on audit fees in a market in which
the Big 6 firms have a relatively small market ghahe US multi-employer pension plan
market. The results of the study revealed that Bigné firms with industry expertise

received a fee premium over non-specialist firmsemgas Big 6 firms with larger market

shares did not.
2.2.3.6 Big-Four

Clients would pay more to the international bignr due to their Brand name and the
higher audit quality provided. Simon et al., 1992rid that the Big Eight or Big Five,
now the Big Four audit firms receive premium feesriany countries compared to non-
Big Four (Palmrose, 1986; Francis and Simon, 18itterworth and Houghton, 1995).
The Big Four are the biggest audit firms in the li@nd due to their financial strength
and expertise that they have they are able to geoviigher quality audit. Studies
comprising the United States of America audit markepported the idea that big
international auditing companies (Big-Four) madditsuof higher quality than the other
(DeAngelo, 1981b). Hence, based upon researchnfysdior USA and other countries,
such as the UK (Chan et al., 1993) and AustraliattéBworth and Houghton, 1995;
Craswell et al., 1995), this factor is expectetidwe a positive relationship with the audit

fees.
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2.2.4 Factors attributableto both Client and Audit Firm

2.2.4.1TimeLag

Another variable that can be used to assess thativas in audit fees is the lag (time
difference) between the audit report and the enth@faccounting year. A shorter time
lag can be associated with either expensive aeéi$ tharged by the auditor or with
efficient corporate accounting practices and irdeoontrol systems that could result in
less audit work and hence lower audit fees. Lotigez lags may suggest that a company
is facing accounting problems that may require a&#udit work and hence additional

audit fees (Chan et al., 1993; Ezzamel, Gwilliard Biolland, 1996).

2.2.4.2 Season (Year-End)
Chan et al. (1993) found that there is a differemcaudit work performed during the

“busy season” and “non-busy season”. This led éodbnclusion that audit firms would

charge a premium for the busy season (WaresulKandhMoizer, 1996). Consequently,
it is expected that companies with accounting mriending during the busy season
would be expected to pay a premium for the auditises provided (Chan et al., 1993;

Craswell et al., 1995).
2.3 Summary of Literature Review

Most of the studies were done in developed cows)tudnile there is limited literature of
emerging economies. In this study the researcheghgdo find out the determinants of

audit fees in Kenya for both client based and dirdit factors.
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CHAPTER THREE: RESEARCH METHODOLOGY
3.0 Introduction

In this chapter the researcher highlights the rebedesign of the study; the population
of the study; sample design for the study; datéecttbn methods used in the research

and finally the data analysis methods employetérésearch.
3.1 Research design

The deductive approach, according to Saunders @08I7) implies that a study begins
with developing theory and hypotheses. After thatdauthor will choose data and test the
hypotheses. Therefore, deduction is appropriatenvere author aims to make a cause-
effect link between specific variables while indantis used when an author tries to
interpret the world through its phenomena or evef®@aunders et al, 2007). Since the
purpose of this research was to determine factbishahave an influence on audit fees, it

was suitable to use the deductive approach.
3.2 Population and Scope of the Study

The researcher drew his population from all théedisfirms at the NSE and their
respective auditors. The choice of the NSE as theulation was informed by the
availability of published annual reports by thedd firms in Kenya. Companies that had
not prepared consolidated financial statementshi@ffive years were not analyzed in the
study. Also companies incorporated out of Kenyaewest analyzed due to differences in
currency. The researcher targeted annual finarstabements of 60 listed firms from
2008 to 2012 financial years. Once the company Mestified the company auditors

were also identified from the annual report.
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3.3 Data collection

Data was collected through secondary sources freptiblished annual reports of the
listed firms that were obtained from their respeetwebsites and the Capital Markets
Authority. Information about the audit firms wastained from their respective websites
and where applicable telephone interviews were maaere necessary. Other relevant
published information from sources other than tegpective companies was also be
used; this included newspapers and magazines. \Ra$ato be obtained from the 60
listed firms, forming the population of the studgyvering the years 2008 to 2012.

3.4 Data Analysis

The nature of the data was mainly quantitative.aDahalysis involved reducing
accumulated data to manageable size, developingnaues, looking for patterns and
applying statistical analysis techniques. Data eategorized, ordered, manipulated and
summarized to obtain answers to the research guestDescriptive statics, frequency
tables, mean and standard deviation was used teermrethe research findings.
Descriptive statistics according to Cooper and &tler (2008) means statistical
measures used to depict the center, spread ane siaghistribution will be used to
present the findings. Spear man correlation wad ts measure the relationship between
each two variables (Dependent and Independent)eBgign analysis was used to link
the relationship between audit fees and their detemts. This was done by entering
data into a computer through an excel spreadslbeehdble manipulation of the data
before entering the data into SPSS after whichyaisalwas done using the statistical

package (SPSS).
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3.4.1 Model Specification and Operationalization of Variables.
Ln(ADFEE) SBg+ B1(Size) +B(EXP) + Bs(Disc) + Pa(Bigd)+ sLn (TAST) + Bs(SUB)+
B7(CRisk) +Bg (ROE)+Bg (SSN)+B10 (TLAG) + &;
Where By represent the constant for audit fees regressipmat®n (Fixed audit costs
component)
B1- Pio represent the respective correlation coefficiemfsthe independent
variables.

& — represents the error term of the model.

3.4.1.1 Dependent Variable

The dependent variable is natural log of audit feasl for auditing annual accounts of
parent companies and consolidated accounts. Aed# @lo not include fees for auditing

annual reports of branches and subsidigties(ADFEE)).

3.4.1.2 Independent Variables

a) Auditor Size
In this study the auditor size was measured byntiraber of partners in the audit firm
(Size). Large audit firms are expected to charge high aledis. The study assumed a
constant number of partners in the audit firms tfoer entire period of the study. The
assumption was due to unavailability of the data gear-year basis.

b) Auditor Experience
In this study, Auditor experience was measuredhgyrtumber of years in professional
practice by the audit firm(Exp). | expected auditor experience to have a positive

coefficient in relation to audit fees.
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c) Auditor Reputation
This was measured by disciplinary cases againatudit firm in the last 5 years (2008 to
2012). In this study this was a dummy variable me=$ by 1 for a firm with no
disciplinary cases and 0 for a firm with one or endisciplinary casedfsc). | expected
auditors with high reputation to charge high ades.

d) Big4
Big Four audit firms receive premium fees in mapyrmtries compared to non-Big Four
(Palmrose, 1986; Francis and Simon, 1987; Buttdtwand Houghton, 1995). In this
study this was a dummy variable, where a big 4 (KRWelloite, PWC and EY) was
assigned a value of 1 while non-big 4 firms wasgmesl a value of 0. | expected a big 4
auditor to earn higher audit fees than a non-tagditor.

e) Client Size
| expected large clients to pay higher fees retativ smaller clients, in line with prior
studies (Palmrose, 1986; Simon and Taylor, 2002hik study client size was measured
by the natural log of total assets of the audi@tgany(Ln (TAST)).

f) Client Complexity
The more complex the client firm is, the more tlheitwork; therefore, the researcher
expected higher audit fees for complex companies.this study complexity was
measured by the number of subsidiaries in a (BB).

g) Client Risk
Client risk measures the odds of an auditor issamgnqualified judgment on materially

misstated financial statements. In this study tlentrisk was measured by the ratio of
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Profit before tax to Total Assets (EBT/Total asgeBenoted by(CRisk) | expected a
positive relation between audit fees and cliet.ris

h) Client Profitability
In this study the Return on EquitRQE) was used to measure profitabilityexpected
client profitability to have a positive relation twiaudit fees. ROE is the ratio of net
income to shareholders equity.

i) Season
This was a dummy variable; a value of one was asesdidor the busy season and a value
of zero for the non-busy season. | adopted findrygar end of December to March as
the busy seasofSSN). Companies with accounting periods ending during Itlusy
season were expected to pay high audit fees.

j) Timelag
This was measured by the number of calendar days the financial year end to the date
of signing of the audited accounts by the auditdesoted by TLAG). A longer time lag
was associated with extensive audit work and hdmgk audit fees as audit fees is

charged on hours spent by the auditor on the client
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CHAPTER FOUR: DATA ANALY SIS, RESULTS AND DISCUSSION

4.0 Introduction

This chapter details the research findings presebyedescriptive statistics, tables and
charts. The regression model and correlation sitatiand discussions are also presented
in this chapter. The study population targetedttadl 60 listed firms, out of which 48
firms were responsive representing a responseofaB®%. The data was analyzed to
answer the research question which was to findtwufactors determining audit fees at

the NSE.

4.1 Descriptive Statistics

4.1.1 Audit Fees

In the five years under review by the study audiing earned a total of Kshs.
2,112,785,000.00 in audit fees. The maximum awditdharged was Kshs. 37,000,000.00
while minimum was Kshs. 223,000.00 for Equity bamkR012 and Limuru Tea in 2012
respectively. The standard deviation of audit fiseKshs. 7,213,477.44 indicating high

variation in audit fees charged. This is illustchby Table 1 below.

Table 1: Descriptive Statistics on Audit Fees

N Minimum | Maximum Sum Mean Std.
Deviation
AdFee 240 |223,000.00| 37,000,000.00(2,112,785,000.00 8,803,270.83 | 7,213,477.44
Valid N|240
(listwise)

Source: Research Data, 2013
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4.1.2 Auditor Size

This was measured by the number of partners imads indicated in the ICPAK CPA
Directory. The smallest audit firm had 2 partnetslevthe largest firm had 12 partners.

This is illustrated in Table 2 below.

Table 2: Descriptive Statistics on Auditor Size

N Minimum [ Maximum |Mean Std. Deviation
SIZE OF AUDIT FIRM 240 2.00 12.00 9.4833 2.80013
Valid N (listwise) 240

Source: Research Data, 2013

4.1.3 Auditor Experience

Auditor Experience was measured by the number afsyen professional practice in
Kenya. The most experienced auditor was Deloit Bouche with 105 years in 2012
while the least was 12 years for DCDM as the y&€&82 The data can be summarized in

Table 3 below.
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Table 3: Descriptive Statistics on Auditor Size

N Minimum | Maximum | Mean Std. Deviation

Auditor Expirience | 240 12.00 105.00 63.2750 [32.10312

Valid N (listwise) |240

Source: Research Data, 2013

4.14 Auditor Reputation

The study adopted the number of cases lodged tditioglinary committee of ICPAK
against the audit firm. It was found that the 35.8f4he audit firms had a disciplinary
case lodged against it to ICPAK’s disciplinary coitte®, while 64.2% had no

disciplinary case signifying good reputation. Tisidlustrated by Table 4 below.

Table 4: Frequency Table on Auditor Reputation

Frequenc |Percer [Valid Percer | Cumulative Perce

.0C 86 35.¢ 35.¢ 35.¢
Valid 1.0C |154 64.2 64.2 100.(
Total | 24C 100.C 100.(

Source: Research Data, 2013

415BIG 4

Out of the 48 analyzed firms, the audit market wesnly the big 4 firms (Deloitte,
PriceWaterhouse, KPMG and Ernst and Young). Delattmmands the most market
share of 35.8%, PWC 24.2%, Ernst & Young 19.2%, K3?16.7%, DCDM 2.1%, BDO

1.7% and the least share is Crowe Horwath with Ga4%hown in Table 5 below.
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Table 5: Frequency Tableon NSE Auditors

Frequenc |Percer |Valid Percer | Cumulative Perce
BDO 4 1.7 1.7 1.7
Crowe Horwath |1 A4 A4 2.1
DCDM 5 2.1 2.1 4.2
Deloitte&Touche |86 35.¢ 35.¢ 40.C
Ernst & Youn( 46 19.2 19.2 59.2
KPMG 4C 16.7 16.7 75.¢
PWC 58 24.2 24.2 100.(
Total 24C 100.C |100.(
Source: Research Data, 2013
4.1.6 Client Size

Client size was measured by the Natural log ofl tatsets. Out of the 48 listed firms
analyzed, the minimum total assets were 57,77300@&nd maximum was Kshs.
367,379,285,000.00. Table 6 below indicates thetrerage total assets for the 48 listed

firms was Kshs 42,231,464,805.83 worth of asseth wistandard deviation of Kshs.

61,507,184,153.63 indicating huge differenceszesf the listed firms in the NSE.

Table 6: Descriptive Statisticson Total Assets

N Minimum

Maximum

Mean

Std. Deviation

Assets

Valid
(listwise)

240

N| 240

57,775,000.00

367,379,285,000.0

42,231,464,805.84

61,507,184,153.6

Source: Research Data, 2013.
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4.1.7 Client Complexity

Client complexity was measured by the number ofsglidries for a company. The
maximum number of subsidiaries was 17 for scangrou@012 and 2011 while the
minimum was zero subsidiaries. The average numhb&ulisidiaries for listed firms over
the period of study is 4, with a standard deviatidr4, indicating differing company

structures across the listed firms. This is illatgd by Table 7 below.

Table 7: Descriptive Statistics on Client Complexity

N Minimum [Maximunr | Mear Std. Deviatiol

Client Complexit' 24C .0C 17.0C 4.495¢ |[3.8377:

Valid N (listwise 24C

Source: Research Data

4.1.8 Client Risk

This was measured by the ratio of Profit before taxTotal Assets expressed as a
percentage, the minimum value was -27.43% and anmoax is 65.9%. The mean was
10.08% and standard deviation of 10. This indicdiferences in client risk profiles for

the 48 listed firms analyzed. This is summarized@able 8 below.

Table 8: Descriptive Statistics on Client Risk

N Minimum [ Maximunr | Mear |Std. Deviatiol

Client Risk 24C -27 .4 659C 10.0¢ | 10.0(

Valid N (listwise' |24C

Source: Research Data
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4.1.9 Client Profitablity

Client profitability was measured by the returnemjuity. The minimum value is -233.04
for Uchumi in 2009 while maximum is 60.64 for LinwTea in 2009. During the period
under the study the average ROE was 15.32% wilslsténdard deviation was 21.59

indicating varying profitability levels for NSE tisd firms. This is summarized in Table 9

below.
Table 9: Descriptive Statisticson Client Profitability
N Minimum |Maximunr |Mear |Std. Deviatiol
Client Profitability 24C -233.0¢ 60.64 15.32 21.5¢
Valid N (listwise’ 24C
Source: Research Data
4.1.10 Season

According to the research data, most companiestlegid financial years in December
64.6%, February 2.1%, July 2.1%, June 14.6%, M&8r8#i and September 8.3%. This is
illustrated by the pie-chart below. The study addginancial year ending Dec — March
as the busy season for auditors, therefore 72tBeoénalyzed firms fall on busy season,

while 27.1% fall in the non-busy season. Theselt®are summarized in Figure 1 below.
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Figure 1: PieChart indicating Year Ends of listed firms

YearEnd

Hoec

B February
| duly

B June

O March

] September

Source: Research Data, 2013

4.1.11 TimeLag

This measured the number of days from the finanggar-end date to the time of
signing of the annual report by the auditors. Theimum was 35 days for East African
Cables in 2010, maximum was 162 days for Uchum20d0. The average days in

signing of the audit report for the listed firms88 days. This is illustrated in Table 10

below.
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Table 10: Descriptive Statisticson Time Lag

N Minimum [ Maximun | Sunr Mear |Std. Variance
Deviation
Time Lac 24C 139.0( 162.0( 19,980.01 | 83.2t |24.3¢ 593.5¢

Valid N (listwise | 24C

Source: Research Data, 2013

4.2 Linear Regression Model

In the study a linear regression model was usquddict the relationship between audit
fees and the hypothesized factors determining itisted firms in Kenya. In a regression
model, the coefficient of correlation (R) indicatége extent of the relationship between
two variables where R=+1 indicates perfect positeerelation, while R=-1 indicates

perfect negative correlation between the variabifethe model adopted for the study the
coefficient of correlation (R) is 0.857 which indtes that audit fees is positively related

to the variables under study.

The co-efficient of determination fRis 0.735 and the adjusted jjRvalue of 0.723,
meaning that 73.5% of audit fees for listed firm&xplained by the model’s independent
variables while 26.5% of audit fees is explainedtwsy error term and other independent
variables. The standard error of estimate is 0.86&2Bich indicates the deviation from

the regression line established by the model. iBlssimmarized in the Table 11 below.
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Table 11: Regression Model Summary

Model |R R Adjusted R|Std. Errof Change Statistii
Square| Square of the
Estimate |R SquardF Chang|dfl|df2 [Sig. F
Change Change
1 .857 |.73¢ 728 4623t T3t 63.35¢ |10 |22¢ |.00C

a. Predictors: (Constant), Time Lag, Client ComityexAuditor Experienc, Client Risk,
Season, Big 4 Status, Client Profitability, Cli&ute, size of audit firm, Auditor Reputation

The F statistic value is 63.354 this is greatenttiee F value, at 0.05 at n=10 and 229
degrees of freedom, which gives F value of 1.8719refore, | can therefore, conclude
that the relationship between audit fees and tdegandent variables in this model is

significant. This is illustrated by the ANOVA ressiin Table 12 below.

Table 12: ANOVA Results

Model Sum of| df Mean Squal F Sig.
Squares
Regression 13543 10 13.54! 63.354 .000
‘ C /
1 Residual | 489> 22¢ 21
y] C
Total 184.38 23¢

a. Dependent Variable: LN of AUDIT FEES

b. predictors: (constant), time lag, client compglexauditor experience, client ris
season, big 4 status, client profitability, clisi#e, size of audit firm, auditor reputation

32



Table 13: Regression Coefficients

Model Unstandardize [Standardize t Sig. [95.0% Confidenc
Coefficients [Coefficients Interval for B
B [Std. Erro Bete Lower Upper
Bound Bound

(Constant Ib.77¢ |61 9.371 .00C [4.56: 6.99:
Size of Audit Firn -.128 |.02¢ -.40¢ -4.36:  |.00C [.18¢ -.07(
Auditor Experienc .01 .00 482 3.26 .001 [.00t .021
Auditor Reputatio .64¢ .19¢ 354 3.30¢ .001 |.262 1.03:
Big 4 Statu 1.00¢ [.23¢ .22¢ 4.27¢ .00C .54z 1.46¢
Client Size 344 1024 .662 14.60¢ [00C |.297 .39(C
Client Complexit .08z  |.00¢ .35¢ 10.08¢ [00C |.06€ .09¢
Client Risk .00C .00 -.00z -.037 971 |-.00¢ .00¢
Client Profitability ~ |.00¢ .00z -.10Z -2.48(  |.01< |.007 -.001
Seaso 121 |.O7E .061 1.622 [10€ |.02¢ .26¢
Time Lac .00€  |.001 167 4.11¢  |.00C  |.00zZ .00¢

a. Dependent Variable: LN of AUDIT FE!

From the regression coefficients in Table 13 abdive,constant for the audit fee model
5.778 given that all other factors are held coristlime variables of audit firm size, client
risk and client profitability have negative coe#ots of -0.409, -0.02 and -0.102
respectively. This means that the variables arersely correlated to audit fees for the
listed NSE firms, as a result, any increase in @inthe variables leads to a reduction in

the audit fees charged and vice versa.

The other research variables of auditor experiesgeitor reputation, Big 4 status, Client

size, Client complexity, Season and Time Lag argtpely correlated to audit fees for
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NSE listed firms. This means that an increase jndrhese variables causes an increase

in audit fees charged and vice versa.

4.3 Correlation Analysis

The correlation matrix, in Figure 2 below, refleadsrrelations in pair between the
dependent variable and the independent variables.dependent variables is In audit
fees and the independent variables include Auditpe, Auditor experience, Auditor

reputation, Big 4 status, In total assets, Cligsk, rROE, Year end and Time lag. From
the correlation matrix, 8 out of 10 variables aagistically significant to audit fees (Sig

<0.05). In addition Auditor Reputation, Big 4 SwtiClient Size, Client Complexity,

Client Profitability and Season are positively tethto audit fees as a result if any of
these variables increase, audit fees also incréagbtor experience, Client risk and time
lag are negatively correlated to audit fees mearieg an increase in any of these

variables causes a decrease in audit fees.

The variables of Auditor size and client profitélyilwere found to have no correlation to
audit fees (sig. >0.05), their significant valuesrev0.518 and 0.737 respectively. Also
there were 24 relationships among the variablet) thie most significant being that of
size of audit firm with auditor experience and thig 4 status which had correlation
coefficients of 0.842 and 0.551 respectively. Tikidlustrated by the correlation matrix

below.
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Figure 2: Correlation Matrix
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4.4 Discussion of the Results

The study used regression and correlation analgsisinalyze the findings, while
correlation analysis shows the relationship betwéen variables, multiple linear
regression analysis indicates effects of the grouiphe independent variables on the

dependent variable. The results are discussecifottowing section.

4.4.1 Auditor Size

The regression results reflects a negative coroelavith audit fees (sig = 0.000 and
correlation coefficient = -0.409), the correlatioesults show no relationship exists
between audit fees and size of the auditor (cdroglecoefficient = -0.042 and sig =
0.518). The results are contrary to my expectatams findings in previous studies of:
Francis and stokes (1984); Palmrose (1986) and,@hai., (2010) who found a positive
link between audit fees and auditor size. | canbaitie this to the proxy used to measure
size (the number of partners in an audit firm) may have been the best measure of
audit firm size. A better proxy could have beentthtal number of employees in an audit

firm but this data was not available due to conficity claims.

4.4.2 Auditor Experience

Regression results indicate auditor experiencéyigficant in determining audit fees for

listed firms in Kenya (correlation coefficient =482 and sig = 0.001). The correlation
results indicate a negative correlation betweenitatebs and auditor experience
(Correlation coefficient = -0.135 and sig = 0.03e regression results indicate auditor

experience is a key factor in determining audisfésr listed firms in Kenya. This is
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consistent with previous study of Ferguson, et 2003 who found that years of

professional practice increases audit fees charged.

4.4.3 Auditor Reputation

Auditor reputation is an important factor in deterimg audit fees for listed firms in

Kenya. This is supported by both the regressioreffient= 0.354 and sig = 0.000) and
correlation analysis (coefficient = 0.218 and sif.801). The results are consistent with
earlier studies of: Larcker and Richardson, 200dntGier and Schatt, 2007 and Che-
Ahmad and Houghton, 1996. It can therefore be caled that, the better the reputation
of the audit firm the more is the demand on itsitaservices and the higher audit fees

are.

4.4.4 Big 4 status

Big 4 status of an audit firm is an important facto determining audit fees for listed
firms in Kenya. This is supported by both the regren (Coefficient= 0.229 and sig =
0.000) and correlation analysis (coefficient = @.2hd sig = 0.000). This is consistent
with studies in the US (DeAngelo, 1981b), UK (Chanal., 1993), and Australia
(Butterworth and Houghton, 1995; Craswell et a@99). It can be concluded that Big

Four audit firms receive premium fees in Kenya careg to non-Big Four audit firms.

445 Client Size

The client size as measured by the total asseteistudy was found to be an important
factor in determining audit fees in Kenya's listdédms. The regression results

(Coefficient= 0.662 and sig = 0.000) and correlatiesults (Coefficient= 0.718 and sig =
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0.000) show a strong relationship between audis f@ed client size. The results are
consistent with findings in earlier studies of Padse, 1986; Simon and Taylor, 2002;
Simunic, 1980; Low et al., 1990; Chan et al., 1888 Carson et al., 2004 which found a

positive relationship between audit fees and aadiiee.
4.4.6 Client Complexity

This was measured by the number of subsidiariegastfound that the client complexity
is an important factor in determining audit feeslisted firms in Kenya, this is supported
by the regression analysis (Coefficient = 0.358 sigd= 0.000) and also the correlation
analysis (Coefficient = 0.471 and sig = 0.000).e Tlsults are consistent with studies of:
Sandra and Patrick 1996; Simunic, 1980; Low etl®190; Chan et al., 1993; Firth, 1997;
Butterworth and Houghton, 1995 and Carson et @042vho found a positive correlation

between auditee complexity and audit fees.

4.4.7 Client Risk

The regression results (coefficient = -0.02 and=sy971) found no relationship between
audit fees and client risk, correlation analysisefticient = -0.191 and sig = 0.003)
indicate a negative relationship between audit f@ed client risk. These results are
inconsistent with previous studies of: Sandra aali¢k, 1996; Francis and Simon, 1987,
Craswell and Francis, 1999; Carson et al., 200ghiJand Al-Bastaki, 2000 who found a
positive correlation between audit fees and cliesit. | attribute the results to the proxy
used (PBT/Total Assets) which may not have beeona gneasure of client risk. Most
studies used debt ratio to measure client riskhis study the ratio could not be used

since | considered all the listed firms unlike mo§the studies that excluded financial
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firms in their studies. This is because of the mataf their financial statements of

financial firms which do not have information orbtle

4.4.8 Client Profitability

The regression results (coefficient = -0.102 angl si 0.014) indicate a negative
correlation between audit fees and client proflitgbiThe correlation results (coefficient
= 0.022 and sig = 0.737) show no relationship extsttween audit fees and client
profitability. The regression results are incorestwith earlier studies (Sandra and
Patrick, 1996; Joshi and Al-Bastaki, 2000) who fduhat audit fees is significantly
influenced by client profitability. This inconsistey can be explained by ICPAK’s code
of ethics which states that “a member of the lasgiis guilty of professional misconduct
if such member, charges, in respect of any prajessi employment other than
insolvency or receivership, fees which are based percentage of profits or which are
contingent on results.” (ICPAK, 2006) This meansdiafirms in Kenya do not consider

profitability of the clients in determining audéds.

4.4.9 Season

The correlation results (coefficient = 0.235 si@.800) indicate a positive relationship
between audit fees and client firm’s reporting seag he regression results (coefficient
= 0.061 sig = 0.106) however, show no relationgxists between the audit fees charged
and the reporting season. This is inconsistent webults of earlier studies by
WaresulKarim and Moizer, 1996; Chan et al., 1998 @naswell et al., 1995 who found

that that audit firms would charge a premium far busy season. This can be attributed
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to other important factors such as client size bhigd4 status which are given more

prominence as opposed to the reporting period artfenlisted firms in Kenya.

4410 TimeLag

The regression results (coefficient = 0.163 sig.600) indicate existence of a positive
relationship between audit fees and the time lagigming of the audit report by the

auditors. The correlation results (coefficient =198 sig = 0.018) indicate a negative
correlation between audit fees and the time la@. fBigression results are consistent with

earlier studies of Chan et al., 1993; Ezzamel, tgamil and Holland, 1996).
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CHAPTER FIVE: SUMMARY, CONCLUSIONSAND RECOMMENDATIONS
5.0 Introduction

This chapter gives a brief summary of the findirgfsthe study; conclusions and
recommendations of the research; it also highlights limitations of the study and

suggestions for further research.

5.1 Summary of Findings

The study sought to find out the determinants afitaiees for firms listed in the NSE.
The study employed deductive approach where a dbedyns with developing theory
and hypotheses. After that the author will choosta énd test the hypotheses. Data was
collected on 48 listed firms’ annual reports comngrthe period from 2008 to 2012. The
annual reports were obtained from the respectivapamy websites and the Capital
Markets Authority. Multiple linear regression andrm@lation analysis were used to

analyze the data.

It was found that the average audit fee was Ksj@§133270.83 in the period of the study.
It was further noted that the audit market fordéstirms is dominated by the Big 4 firms

and most companies (72.9%) financial years endeiceinber.

The multiple linear regression models coefficierit aorrelation (R) is 0.857 and
coefficient of determination @Ris 0.735 implying that 73.5% of the variationandit

fees can be explained by the variables in the stwtile 26.5% of the audit fee variance
is explained by the error term and other factofge model is statistically significant as

indicated by the F value of 63.354 and significavaiee of 0.000.
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The regression results indicate existence of aigegielationship between audit fees and
the following variables: auditor experience; auditeputation; Big 4 status; client size;
client complexity and time lag. Also, a negativéatienship was found between audit
fees and size of the audit firm and client profiiah The results did not support any

relationship between audit fees and client risk.
5.2 Conclusions and Recommendations

From the study it is evident that the audit marketlisted firms in Kenya is dominated
by the Big 4 audit firms. Based on the resultshef $tudy | can conclude that: time lag;
client complexity; client size; Big 4 status; Auglitexperience and auditor reputation are
the important factors determining audit fees folENiSted firms.

The following recommendations can be made arishognfthe study. First, ICPAK
should put in place measures that will encouragelasure of key information like the
financial statements of audit firms as very littdormation is publicly available about
audit firms in Kenya. Secondly, it was also notedttsome companies failed to comply
with CMA Act which requires the filing of annualperts to the authority annually, based
on this fact | recommend strict disciplinary actiagainst companies which fail to
comply with the requirements of the CMA Act. Thidlit was also noted that most
companies did not disclose non-audit fees. ICPAKush formulate requirements to
ensure not only audit fees are disclosed but atseaudit fees as well. Non-audit fee
poses a serious threat on the professional indepeedof an auditor especially if an

auditor becomes over dependent on such fees.
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5.3 Limitations of the Study

The study encountered the following limitationsrsEi the choice of the listed firms
created some bias in the study since it is domihbtethe Big 4 audit firms. Secondly,
the effect of other macroeconomic factors such#iation was overlooked in the study.
Thirdly, the inclusion of financial firms made mpossible to use the debt ratio as a
proxy for client risk. Fourthly, the effect of tivarious industries was not analyzed in the

model adopted for the study.

5.4 Suggestionsfor Further Research

Arising from the study, the following areas areamenended for future studies. First, the
effect of the various industries or sectors in tlermination of audit fees should be
studied as there various regulations and requiresngoverning various industries.
Secondly, the effect of macroeconomic factors sashinflation should be studied.
Thirdly, a study should be done to evaluate tha&tatjies used by the big 4 audit firms so
as to command a very high stake in the local amditket. Finally, the effect of internal
controls, such as audit committees and internait aegartments, on audit fees should be

studied.
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APPENDIX |

List of Firms Analyzed in the Study

1| TPS Serena 25 | Access Kenya
2 | Nation Media 26 | Safaricom Limited
3 | Uchumi Supermarkets 27 | Centum Investments
4 | ScanGroup 28 | Mumias Sugar
5 | Standard Group 29 | CIC Insurance
6 | Rea Vipingo 30 | Diamond Trust Bank
7 | Sasini Tea 31 | Kenya Commercial Bank
8 | Limuru Tea 32 | Equity Bank
9 | Sameer Africa 33 | Eveready
10 | KenolKobil 34 | Olympia Capital
11 | Kenya Airways 35 | Car and General
12 | Kakuzi 36 | Pan Africa Insurance
13 | East Africa Breweries 37 | Standard Chartered
14 | Total Kenya 38 | NIC Bank
15 | Kenya Power 39 | Housing Finance
16 | Kengen 40 | National Bank
17 | EA Cables 41 | Jubilee Insurance
18 | Crown Paints 42 | Cooperative Bank
19 | East African Portland 43 | Barclays Bank
20 | Carbacid Investments 44 | Kenya Re Insurance
21 | Transcentury 45 | CFC Stanbic
22 | Bamburi Cement 46 | Williamson Tea
23 | BAT 47 | Unga Group
24 | Athi River Cement 48 | BOC Gases

Fig. 1: Listed Firms at the NSE (source: www.ns&ep
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