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EXECUTIVE SUMMARY

Internship is must to fulfill academic requirement. This internship report is based on
practical experience at the Ahsan Rashid & Co., CA Firm. This report contains several
parts. In the first part of this report contains some description about the Auditing and
perspective of the ICAB. The next part is about the Determination of Audit fees and
Current situation of the Company. And then I did the Critical Analysis Based on
collected data and it shows how much varies the Audit fees incase of different sector
and firm size. I also used SPSS software to find out research result by using regression
line and also provide interpretation of the result for that we can easily identify the

description of the output result of data.
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1.0 INTRODUCTION

1.1 ORIGIN OF THE REPORT

Internship is the part of BBA course and it is an opportunity to any fresh graduate gain practical experience in
corporate world. I had opportunity to work with Auditors of CA Firm. With this company I tried to
implement educational experience in this company. Auditing section of CA firm support me to do audit in

different type of organization and share with me their experiences.

This research report is the reflection of my working experience at this company and summary of my
responsibilities that had been bestowed on me. The report topic is “Critical analysis on determining Audit

fees by an Audit firm”

1.2 SCOPE

I Audited different types of company through this CA firm. I had scope to learn about the group’s activities
while I came into contact with different departments. I had opportunity to inform about the Audited

company’s performance and financial condition.

1.3 OBJECTIVE

My intern topic was “Critical analysis on determining Audit fees by an Audit firm”. CA firm evaluate
and verify all the financial and non-financial activity of its client company and give them valuation report after
the end of evaluation for the fairness of the company which is most important document for a company. I

was worked with this Audit group and perform my job according to the rule.

1.4 METHODOLOGY

I prepared this report in two segments. In my first part I explained about the “Auditors and Audit” and in
second part I focused on the “Determination of Audit fees”. I had to collect data for analyzing Audit fees. 1
had to rely on Audit Report of the client company’s for regression analysis. Secondly, I talked with officials to

know about the Audit fees system.



1.5 LIMITATIONS

There were few limitations in preparing this report. CA firm is working for other company and they are
concern about any information confidential and sensitive to them. I have to submit an application to my firm
supervisor Mr. Rashidul Ahsan, FCA for his prior consent in getting information to determine audit fees and

for the time limitation I was able collect only few data but those are important and enough for analysis.



Audit:

Audits are performed to ascertain the validity and reliability of information; also to provide an assessment of

a system's internal control. The goal of an audit is to express an opinion on the person / organization /
system (etc.) in question, under evaluation based on work done on a test basis.

Due to practical constraints, an audit seeks to provide only reasonable assurance that the statements are free
from material error. Hence, statistical sampling is often adopted in audits. In the case of financial audits, a set
of financial statements are said to be true and fair when they are free of material misstatements - a concept
influenced by both quantitative (numerical) and qualitative factors.

Auditing is a vital part of accounting. Traditionally, audits were mainly associated with gaining information
about financial systems and the financial records of a company or a business (see financial audit). However,
recent auditing has begun to include non-financial subject areas, such as safety, security, information systems
performance, and environmental concerns. With nonprofit organizations and government agencies, there has
been an increasing need for performance audits, examining their success in satisfying mission objectives. As a
result, there are now audit professionals who specialize in security audits, information systems audits, and

environmental audits.

In financial accounting, an audit is an independent assessment of the fairness by which a company's financial
statements are presented by its management. It is performed by competent, independent and objective
person(s) known as auditors or accountants, who then issue an auditor's report based on the results of the
audit.

In cost accounting, it is a process for verifying the cost of manufacturing or producing of any article, on the
basis of accounts measuring the use of material, labor or other items of cost. In simple words the term, cos?
andit, means a systematic and accurate verification of the cost accounts and records, and checking for
adherence to the cost accounting objectives. According to the Institute of Cost and Management
Accountants of Pakistan, a cost audit is "an examination of cost accounting records and verification of facts
to ascertain that the cost of the product has been arrived at, in accordance with principles of cost
accounting."

Types of auditors

Auditors of financial statements can be classified into two categories:

1. External auditor / Statutory auditor : External auditor / Statutory auditor is an independent
Public accounting firm engaged by the client subject to the audit, to express an opinion on whether
the company's financial statements are free of material misstatements, whether due to fraud or error.
For publicly-traded companies, external auditors may also be required to express an opinion over the
effectiveness of internal controls over financial reporting. External auditors may also be engaged to
perform other agreed-upon procedures, related or unrelated to financial statements. Most
importantly, external auditors, though engaged and paid by the company being audited, are regarded
as independent auditors.
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The most used external audit standards are the US GAAS of the American Institute of Certified
Public Accountants; and the ISA International Standards on Auditing developed by the International
Auditing and Assurance Standards Board of the International Federation of Accountants.

2. Internal auditor: Internal auditors are employed by the organization they audit. They perform

vatrious audit procedures, primarily related to procedures over the effectiveness of the company's
internal controls over financial reporting. Due to the requirement of Section 404 of the Sarbanes
Oxley Act of 2002 for management to also assess the effectiveness of their internal controls over
financial reporting (as also required of the external auditor), internal auditors are utilized to make this
assessment. Though internal auditors are not considered independent of the company they perform
audit procedures for, internal auditors of publicly-traded companies are required to report directly to
the board of directors, or a sub-committee of the board of directors, and not to management, so to
reduce the risk that internal auditors will be pressured to produce favorable assessments.

The most used Internal Audit standards are those of the Institute of Internal Auditors.

Objectives and advantages of Audit

The objectives of an audit may broadly be classified as
1. Primary Objectives
2. Secondary objectives.

Primary Objectives:

The main purpose of audit is to judge the reliability of the financial statements and the supporting accounting
records for a particular financial period. The Companies Act, 1956 requires that the auditor of a company
has to state whether in his opinion the accounts disclose a true and fair view of the state of company's affairs,
profit and Loss Account and Balance Sheet of the state of affairs of a business, the auditor carries out a
process of examination and verification of books of accounts and relevant documents. Such an examination
will enable the auditor to report to his client on the financial condition and working results of the
organization. While carrying out the examination of the various books of accounts, relevant documents and
evidences, the auditor may came across certain errors and frauds. Despite such a possibility the detecting of
errors and frauds is an incidental object. However, laymen have always associated the detection of errors and
frauds as the main function of an auditor which is not true. At the same time audit also discloses how far the
accounting system adopted in the organisation is adequate and appropriate in recording the various

transactions as well as the weakness of these systems.
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Secondary Objectives:

As stated above, an auditor has to examine the books of accounts and the relevant documents in order to
report on the financial condition of the business. In the process of such an investigation of accounts certain
errors and frauds may be detected. These are discussed under the following two heads:

A. Detection and Prevention of Errors

B. Detection and Prevention of Frauds

Detection and prevention of Errors: Various types of errors are mentioned below:

1. Clerical Errors: Such an error arises on account of wrong posting. For example, an amount received from
Thomas is credited to Sunny. Though there is wrong posting still the trial balance will agree. Clerical errors
are of three types as follows:

i) Errors of Commission: There errors are caused due to wrong posting either wholly or partially of the
amount in the books of original entry or ledger accounts or wrong calculations, wrong totaling, wrong
balancing, and wrong casting of subsidiary books. For example Rs. 500 is paid to a vendor and the same is
recorded in the cash book. While posting to the ledger, the Vendor's account is debited by Rs. 500. It may
be due to carelessness of the clerk. Most of the errors of commission are reflected in the trial balance and
these can be discovered by routine checking of the books.

i) Errors of Omission: Such errors arise when the transactions are not recorded in the books of original
entry or posted to the ledger. For example, sales are note recorded in the sales book or omission to enter
invoices in the purchase book. For example Rs. 200 is paid to a vendor. The entry in the cash book is made
on the credit side but posting to the vendor side is omitted. Errors due to entire omission will not affect the

trial balance whereas errors due to partial omission will affect the trial balance and can be detected.

iif) Compensating Errors: When two or more errors are committed in such a way that the result of these
errors on the debits and credits is nil, they are referred to as a compensating errors. For example, Anil's
account which was to be debited for Rs. 500 was credited for Rs. 500 and similarly, Sunil's account which was
to be credited for Rs. 500 was debited for Rs.500. These two mistakes will nullify the effect of each other.
Both the sides of the trial balance ate equally affected. As such, these errors are difficult to locate unless
detailed investigation is undertaken.

2. Errors of Principle: Such errors are committed when some fundamental principle of accounting is not
propetly observed in recording transaction. For example, if there is incorrect allocation of expenditure ot
receipt between capital and revenue or when closing stock is over-valued. Though trial balance will not
disagree, the Profit and Loss Account may be very much affected. Sometimes, such errors are committed
deliberately to falsify the accounts or unintentionally due to lack of knowledge or sound principles of
accounting. Thus, a thorough examination is to be done to locate such errors.

Detection and Prevention of Frauds: Frauds are always committed deliberately and intentionally to defraud
the proprietors of the organization. If the frauds remain undetected, they may affect the opinion of the
auditor on the financial condition and the working results of the organization. It is, therefore, necessary that
the auditor should exercise utmost care to detect such frauds.

» Current status of Audit fees in Bangladesh according to ICAB:




Various Membership Fees and Charges (w.e.f. 01 July 2010)

Nature of Fees

For Members in Service

For Members in Practice

Associate Fellow Associate Fellow
Taka Taka Taka Taka
Annual Membership Fees 6,000/- 7,500/- 6,000/- 7,500/-
Annual Fees for Certificate of - - 9,000/ - 12,500/-
Practice
Sub- 6,000/- 7,500/- 15,000/- 20,000/ -
total =
Other charges
Annual Contribution to ICAB 500/- 500/- 500/- 500/-
Members Welfare Fund
Cost of List of Members & Firms 200/- 200/- 200/- 200/-
Sub-total = 700/- 700/- 700/- 700/-
Total= 6,700/ - 8,200/- 15,700/- 20,700/ -

FEES SCHEDULE FOR PRACTICING MEMBERS

[Effective from 01 July 2004]

BASIS OF CHARGING MINIMUM FEES FOR AUDIT AND OTHER PROFESSIONAL
SERVICES RENDERED BY CHARTERED ACCOUNTANTS IN PRACTICE OR
FIRMS OF SUCH CHARTERED ACCOUNTANTS

PART-T

The Institute of Chartered Accountants of Bangladesh (ICAB) was established under the Bangladesh
Chartered Accountants Order 1973 (President's Order No. 2 of 1973) for the purpose of regulating the
profession of Accountants and for matters connected therewith in the country.

Schedule C (Part-1) of the Bangladesh Chartered Accountants Bye-Laws 1973 framed under the
aforementioned Order, stipulates, inter alia , that a Chartered Accountant in practice shall be guilty of

professional misconduct if he:

1. accepts a position as Auditor previously held by another Chartered Accountant without first

communicating with him in writing;

2. accepts an appointment as Auditor of a Company without first ascertaining from it whether the
requirements of Section 210 of the Companies Act 1994 in respect of such appointment have been duly

complied with;

3. accepts a position as Auditor previously held by some other Chartered Accountant in such conditions as to

constitute undercutting;

4. solicits clients or professional work either directly or indirectly by circular, advertisement, personal
communication ot interview or by any other means;




PART-IT

The Council of the Institute resolved that a Chartered Accountant in practice or a firm of such Chartered
Accountants may:

a . respond to advertisements inviting applications for appointment of Auditors;

b . respond to tenders or circulars inviting quotations for professional services restricted to Chartered
Accountants either by statute or in terms of such tenders or circulars;

c . request for inclusion of the firm-name in the panel for appointment as Auditors; and

d . quote fees within the framework of the enclosed Fees Schedule as approval by the Council-ICAB in its
meeting held on 18, April 2004.

It shall not, however, be permissible for a Chartered Accountant in practice or a firm of such Chartered
Accountants to pay earnest money, security deposit, etc. in reply to such advertisements, tenders, circulars or
enquiries.

Part-II: of the Fees Schedule will not be applicable for non-audit work.
PART-III - FEES SCHEDULE

A. PRIVATE LIMITED COMPANIES :

Category li}iz)lferssets or Gross Turnover, whichever is Minimum Audit Fees
A- (i) [Amount not exceeding Tk . 10 lac Tk . 7,500
A - (i) g‘xsni;;mt exceeding Tk . 10 lac but not exceeding Tk . Tk . 15,000
A - (i) ?(;ri;):nt exceeding Tk . 25 lac but not exceeding Tk . Tk . 30,000
A- () ?ZZ?? exceeding Tk . 50 lac but not exceeding Tk . Tk . 40,000
A-@) ?rcri(gint exceeding Tk . 1 crore but not exceeding Tk . Tk . 80,000
A- i) 1{&51221;1; exceeding Tk . 5 crore but not exceeding Tk . Tk . 1,00,000
. . Tk . 1,00,000 + Tk .
A - (vil) Asrgoclzlieexceedmg Tk . 10 crore but not exceeding Tk 10,000 for every Tk . 5
’ crore increase
Tk . 1,80,000 + Tk .
A - (viil) |Amount exceeding Tk . 50 crore 10,000 for every Tk . 10
crore increase

B. PUBLIC LIMITED COMPANIES :



Minimum Audit Fees
Category Gross Assets or Gross Turnover,|Listed Cos . Non-Listed Cos .
whichever is higher
B- (i) ?rrélr(;unt not exceeding Tk . 1 Tk . 60,000 Tk . 50,000
.. Amount exceeding Tk . 1 crore
B - (i) but not exceeding Tk . 10 crore Tk . 1,20,000 Tk . 100,000
Tk .1,20,000 + Tk . 100,000 +
B - (i) Amount exceeding Tk . 10 crore [Tk 15,000 for Tk . 12,000 for every
but not exceeding Tk . 50 crore  |every Tk .5 crore Tk . 5 crore
increase increase
Tk . 2,40,000 + Tk . 1,96,000 +
Tk . 10,000 for
. . Tk . 8,000 for every
B-(iv) [Amountexceeding Tk .50 crore |every
Tk . 10 crore
Tk . 10 crore .
, increase
increase

C. SECTOR CORPORATIONS INCLUDING INSURANCE, AUTONOMOUS AND SEMI-

AUTONOMOUS BODIES:
Catewo Gross Assets or Gross Turnover, whichever is Minimum Audit
gory higher Fees
C-(i) [Amount not exceeding Tk . 50 lac Tk . 25,000
C - (i) Amount exceeding Tk . 50 lac but not exceeding Tk . Tk . 50,000
2.5 crore
C - (i) Amount exceeding Tk . 2.5 crore but not exceeding Tk Tk . 1,00,000
. 10 crore
C- (i) Amount exceeding Tk.10 crore but not exceeding Tk . Tk . 2,00,000
50 crore
Tk . 2,00,000 +
C- () |Amount exceeding Tk . 50 crore Tk . 10,000 for every
Tk . 10 crore increase

D. BANKS AND OTHER FINANCIAL INSTITUTIONS EXCLUDING INSURANCE:

Category Gross Assets or Gross Turnover, whichever is Minimum Audit
higher Fees
D - (i) JAmount not exceeding Tk . 50 crore Tk . 2,50,000
D - (i) f(;gc:rl;lieexceeding Tk . 50 crore but not exceeding Tk . Tk . 3,50,000
Tk . 3,50,000 +
D - (i) [Amount exceeding Tk . 100 crore Tk . 20,000 for every
Tk . 20 crore increase

E. NON-GOVERNMENT ORGANIZATIONS :




Cateso Gross Assets or Gross Turnover, whichever is Minimum Audit
gory higher Fees

E- (i) |Amount not exceeding Tk . 10 lac Tk . 15,000

E - (i) ﬁinount exceeding Tk . 10 lac but not exceeding Tk . 25 Tk . 30,000

F - (i) 1Zzinount exceeding Tk . 25 lac but not exceeding Tk . 50 Tk . 50,000

E - (iv) ir;lr(;unt exceeding Tk.50 lac but not exceeding Tk . 1 Tk . 80,000
Tk . 80,000 +

E- () [Amountexceeding Tk. 1 crore Tk . 5,000 for every
Tk . 25 lac increase

F. PROPRIETORSHIP CONCERNS, PARTNERSHIP FIRMS, PROVIDENT FUNDS AND
CHARITABLE INSTITUTIONS, VOLUNTARY ORGANIZATIONS AND OTHERS NOT
COVERED UNDER PARAGRAPHS A, B, C, D AND E ABOVE:

Cat Gross Assets or Gross Turnover, whichever is Minimum Audit
ategory higher Fees

F-(i) [Amount notexceeding Tk . 20 lac Tk . 10,000

F - (i) ﬁznount exceeding Tk . 20 lac but not exceeding Tk . 50 Tk . 15,000

F - (i) ?rr;rc;unt exceeding Tk . 50 lac but not exceeding Tk . 1 Tk . 20,000

F - (iv) ?rr;r(::unt exceeding Tk . 1 crore but not exceeding Tk . 5 Tk . 30,000

o) ﬁ;nccr)gil; exceeding Tk . 5 crore but not exceeding Tk . Tk . 50,000
Tk . 50,000 +

F-(vi) [|Amount exceeding Tk . 10 crore Tk . 5,000 for every
Tk . 5 crore increase

G. EDUCATIONAL INSTITUTIONS:

In view of national importance of education and educational institutions being non-trading in nature, audit
fees as prescribed by the concerned appointing authorities in consultation with ICAB from time to time shall
be acceptable.

H. CO-OPERATIVE SOCIETIES:



The audit fees chargeable for auditing the accounts of co-operative societies including co-operative banks
shall be as per provisions of the Co-operative Societies Act, 1940 and the Co-operative Societies Ordinance,
1984.

I . MINIMUM HOURLY RATES OF FEES CHARGEABLE IN RESPECT OF ALL
PROFESSIONAL WORK AS REFERRED TO UNDER PARAGRAPHS A TO H ABOVE:

Category of Professional Qualifications & Experience Minimum Fees per

Personnel hour

Principal/Partner Chartered Accountant ( Practising Member of Tk . 1,500-Tk. 2,000/
1ICAB)

Qualified Assistant ICélzr];()ared Accountant (Employee Member of Tk . 1,000-Tk 1,200,/-

Course Completed CA Student and CA Articled
Senior Assistant Student having completed at least 02 years of [Tk . 300- Tk . 500/-

articleship
Seml—Semor CA Arncled Student having completed 1-2 years Tk . 200- Tk . 300/
Assistant of articleship

CA Articled Student not having completed

more than 01 year of articleship Tk . 150/-

Junior Assistant

2.00 RATES OF FEES AS APPROVED UNDER CLAUSE 1.00 OF PART III ABOVE SHALL BE
UNIFORMLY CHARGED BY ALL CHARTERED ACCOUNTANTS IN PRACTICE OF FIRMS
OF SUCH CHARTERED ACCOUNTANTS OF BANGLADESH WHILE UNDERTAKING
AUDIT AND OTHER PROFESSIONAL WORK WITHIN THE TERRITORY OF
BANGLADESH , SUBJECT TO THE PROVISIONS AS CONTAINED IN THE FOLLOWING
SUB-CLAUSES:

a. For the purpose of charging the minimum audit fees as approved under paragraphs A, B and C
of Clause 1.00 of part III above, 150% of the previous yeat's audit fees shall be deemed to be the
minimum audit fees of the year if the fees calculated on the basis of the approved rates exceed 150%
of the previous yeat's audit fees;

b. For the purpose of calculating the minimum audit fees as approved under paragraphs D and F
of clause 1.00 of part III above, Gross Assets shall mean and include total fixed assets and current
assets excluding fictitious assets, if any, of an organisation as appeat on the balance sheet under audit;

c. While charging fees, members in practice may quote fees, broadly based on the afore-mentioned
minimum rates of fees;

d. Notwithstanding anything contained in the normal definition of Gross Turnover, for the purpose
of calculating the approved minimum audit fees of any organization, ‘Gross Turnover’ shall mean
and include;

i. Total amount of sales including all other income and earnings of the year in case of all
manufacturing and trading organizations;

ii. Total gross premium income including all other income and earnings of the year in case of all
insurance organisations ;



iii. Total amount of interest, discount, commission, exchange brokerage and all other income and
earnings of the year in case of banks and other financial institutions;

iv. Total amount of commission including all other income and earnings of the year in case of travel
agencies, indentors , brokers and other organizations running on commission earning basis;

v. Total income in the form of contributions, subscriptions, donations, grants, aids and all other
income and earnings of the year in case of provident funds, charitable institutions and voluntary
organisations ; and

vi. Total receipt/bills accounted for and all other income and earnings of the yeat in case of
construction companies and other organisations not covered under i to v above.

e. Appointment of Auditors for any special audit of branches of banks, insurance
corporations/companies or other organisations shall be treated as an appointment relating to a
separate audit , and audit fees payable for such special audits shall be treated as part of the
approved annual or statutory audit fees payable by the clients concerned;

f. In case of organisations under installation/awaiting commissioning, acceptance of minimum
audit fees at a reduced rate of 50% of the approved minimum audit fees, may be considered until
such time as such organisations go into commercial production;

g . In case of dormant companies (i.e. companies not in commercial operation), acceptance of
minimum audit fees shall be subject to mutual consent of the clients and the Auditors;

h. In the context of the above-stated approved rates of minimum audit fees , ‘under-cutting’ shall
not include any reduction of fees which may arise due to natural reduction of Gross Assets, Gross
Turnover or Gross Grants, as appropriate, of the year under audit as compared to those of the
previous year, of any organization;

i. The minimum audit fees calculated at the rates as approved under paragraphs A ,B,C, D and E of
clause 1.00 of part 11 above, shall mean minimum audit fees payable to each of the Joint
Auditors where more than one Auditor is appointed.

> Determinants of Audit fees:




In order to identify the factors affecting auditor choice, a multivariate test of association
between auditor choice and auditor and client-specific variables is carried out. Auditor choice is
examined against a number of explanatory variables. The explanatory variables used are: client size,
degree of sponsor ownership, whether the client firm is categorised as a Z-category company by the
DSE and the market value of equity-to-book value of equity ratio of client firms. Detailed description
on each of these variables is provided in the next section.

Hypothesis

The expected association between auditor choice and selected client characteristics is

examined by testing the following hypothesis:

Ho: There is no significant association between a number of corporate attributes and anditor choice in

Bangladesh.

The analysis is carried out at two levels. At the first level, all the companies in the sample are
considered in order to develop a model representing both financial and non-financial companies. At
the second level, only the non-financial companies are considered. The multiple linear regression
technique is used to test the above hypothesis. In both cases, the dependent variable was a
dichotomous variable representing auditor choice.

Model for Auditor Choice

The dependent and explanatory variables used in the present study are described below:

Dependent variable:

Auditor Reputation:

The choice of auditor (Big 4 affiliated firm versus an unaffiliated local firm) by the sample
companies is used as the dependent variable in both the models. Typically a dummy variable is used
to capture the auditor size in auditor choice studies. Segregation is usually made between Big 4
(formerly Big 8, Big 6, or Big 5 in earlier studies) and non-Big 4 firms. Generally audit fee studies are
interested in auditor size as a potential explanatory variable explaining variations in auditor size.
Simunic (1980) found no evidence of significantly higher audit fees charged by the Big Eight firms in
the US except Price Waterhouse, regardless of the auditee size. Firth (1985) also reported no
significant influence of auditor size in New Zealand. But other studies including Taffler and
Ramalinggam (1982), Francis (1984), Palmrose (1986), Francis and Stokes (1986) and Francis and
Simon (1987) found the existence of a Big Eight premium. In the present study, it was difficult to
partition the audit firms in the absence of internationally recognised Big and non-Big firms category.
However, from the available information, it was possible to identify the international link of the audit
tirms, mostly with the Big Four. Four local firms affiliated with the international Big 4 and two



affiliated with two non-big four firms were classified as large. Both Big 4 and Big 6 affiliations were
studied. This produced six audit firms which could be recognised as large firms in the context of
Bangladesh. Four of these firms are affiliated with the international big 4 firms while the other two
are affiliated with two international non-big firms. The variable is labelled AFS.

Explanatory variables:

Auditee size: There are a number of reasons why a large client would want to employ a
more reputed auditor. A large client has a bigger volume of transactions under audit, has more and
wider range of stakeholders, is likely to have greater agency tension and have more to lose should
anything go wrong. Large companies also typically have more dispersed ownership and diversitied
operations that may tend to make its auditing more complex and potentially risky. Therefore, client
size should have a positive link with demand for auditor reputation. Copley and Douthett (2002)
provide argument in line with the above contention. Large firms can also afford to pay higher audit
fees and typically they appear to pay higher fees. Auditee size is the most commonly used explanatory
variable in audit fee studies and is consistently found to be the most significant variable in
determining audit fees (Hay ez @/, 2005). In the present study, both total assets and sales were
transformed into natural logs and the log of total assets is used in the model because of its higher
correlation with the dependent variable. The variable was labelled LOGASSET.

Auditee profitability: A more profitable company is likely to go for higher quality audit as
it may wish to signal the quality of its earnings. Client profitability as measured by net profit to sales
ratio or return on shareholders' equity has been used to explain the link between profitability and
auditor choice. Relative measures of profitability are usually preferred to absolute measures because
absolute profit may be highly correlated with company size. In the present study, the net profit to
sales ratio is considered for use in the auditor choice model but was dropped to avoid possible

multicollinearity with the market category variable.

Leverage: Agency literature (Jensen and Meckling, 1976) suggests increased agency tension
as leverage increases. Debt-holders have incentives to engage in costly monitoring to prevent
potential wealth transfers from debtholders to equity holders or to managers. They also have
incentives to ensure that the financial information produced by the borrower is of acceptable quality.
The borrower also has incentives to employ higher quality auditor (even voluntarily) to signal quality
of its earnings and asset values. Leverage has been used in a number of audit fee studies as well,
although the findings of these studies are mixed (Hay ¢# a/ 2006). The debt-equity ratio is used as the
measure of leverage. Some other leverage measures were also computed such as debt to total assets,
total debt, and capital gearing ratio. The debt-equity ratio was selected for analysis because it showed
the highest correlation with the dependent variable. A few problems arise in the computation of the
ratio. One such problem stems from the lack of a uniform definition of debt that could consistently
apply to both banks and non-bank financial institutions (such as insurance and leasing companies) as
well as to non-financial companies. Computing the ratio for non-financial companies was rather
straight-forward. However, for banks and other financial institutions that was not the case. While
customer deposits are liabilities for banks, it cannot be conveniently called a debt. A second problem
is caused by the existence of negative equity companies in the sample. In the present study, the first
problem was resolved by defining debt to include borrowing from other banks and from the central
bank (if applicable) and other borrowings (if any). Similar procedure was employed for non-bank



financial institutions. The second problem was averted by replacing book value of equity by market
value of equity for negative equity firms. The variable demonstrates significant positive correlation
with the selected size variable — logasset. Therefore, in the final model the variable is dropped.

Market category: Recently DSE listed companies have been categorized into 3 categories-
A, B, and Z based o their regularity of holding AGMs and/or payment of dividend. It is expected
that companies in the Z category are likely to have financial and/or other difficulties and have no
incentives to demand reputation by paying higher audit fees and also risking potential revelation of
further weaknesses with the firm. The phenomenon is captured with a dummy variable with the
value of 1 if it is in the Z category and 0 otherwise. The vatiable is labelled MKTCAT1. A negative
sign is expected for this variable, as companies in the Z category are likely to engage non-big audit
firms.

Audit risk: Some measure of audit risk was considered in the present study. The measures
of audit risk used include: leverage ratio, and existence of accumulated loss. In this study, leverage
and the existence of loss in clients’ accounts were used as the measures of audit risk. The RISK
variable was given the value of one if the company had an accumulated loss and zero otherwise.
However, the variable is found to be highly correlated with market category variable and was
dropped to avoid multicollinearity.

Multinationality: Subsidiaries of multinational companies observe higher accounting
standards and disclose more information than their domestic counterparts. This may require higher
quality audit work which arguably could only be provided by more reputed auditors. In the current
sample, all the MNC subsidiaries are clients of big audit firms and pay higher than average audit fees.
A dichotomous variable called MNCSUB was used with the value of one if the company was a
subsidiary of a multi-national parent and zero otherwise. The variable shows significant positive
correlations with the client size (LOGASSET) and was, therefore dropped from the analysis.

Management shareholding: External audit is commonly viewed as a corporate governance
mechanism to resolve agency conflict between managers and absentee owners (Fan and Wong,
2004). Unless statutorily required, in the absence of separation of management from ownership, an
entity has no incentive to have an audit for assurance purpose alone. While it is almost impossible to
find a modern corporation without any separation of management from ownership, it is not
uncommon to find companies with high proportion of management shareholding. Under an agency
framework, the relationship between management (or board) shareholding and demand for high
quality audit work may be drawn to be inverse. In companies with high management shareholding,
less information asymmetry could be expected and hence the reliance on auditor to resolve agency
conflict is consequently less. Therefore, companies with high proportion of management (or board
or sponsor) shareholding are expected to opt for high quality audit work and zice-versa. In the present
study, management and directors’ shareholdings are used to mean the same as in Bangladesh, except
in the financial services sector, most directors act as inside directors. The variable is labelled
MGTSHARE.

Market-to-Book Ratio: Market value of equity to book value of equity shows a company’s
growth opportunities and investment in intangible assets. Companies with high ratio of market-to-
book ratios are likely to demand higher quality audit as they wish to signal higher quality of
accounting numbers. The variable is used as an explanatory variable and is labelled MVEBVE.



Regression Models: Four auditor choice models are developed, two based on the

combined sample and the other two on non-financial sub-sample. The first of the two models based
on the combined sample uses Big 4 versus non-Big 4 dichotomy in the dependent variable while the
second model uses Big 6 versus non-Big 6 dichotomy. The Big 6 firms comprise the local affiliates of
the international Big 4 plus two local firms who are affiliated with two no-Big 4 international firms,
namely Moore Stephen (M ] Abedin and Co.) and BDO Spicer (Howlader Yunus and Co.). The
description and expected signs of the explanatory variables are stated in Table 1.

Dependent variable:
AFS = Audit firm size

Table 1

Description of Variables

Variable Label Variable Expected sign

MKTCAT1 Market category, i.e., A, B or Z category shares -

LOGASSET | Natural log of total assets (in million Tk) +

MGTSHARE | Percentage of management shareholding -

MVEBVE Market value of equity to book value of equity +

The equation for Model (combined sample) was:
AFS = o+ B1(KTCATO1) + 32 (LOGASSET) + 3 (MGTSHARE) + 4 (MVEBVE) ........... +e.

Discussion: The results of the four models show that client size and market-to-book ratio are significant in
all four models. This clearly indicates that larger companies show greater demand for reputation and that
companies that are favorably valued in the market, i.e., market values higher than book values, show greater
demand for auditor reputation. The most surprising finding is that sponsor shareholding is not significant in
any of the models, except for being weakly significant in the first model based on the combined sample.
Similarly, market category does not appear to be significant in three of the four models. It is consistently
showing the expected negative signs but is weakly significant only in the Big 6 model based on the combined

sample.

» A comparative analysis to charge Audit fees in different sectors and firm

size:



Our motive of this research paper is to determine the Audit fees and nature and how it varies in
different sector and in case of DSE listed and non-listed firms. According to the process of determination of
Audit fees and for the regression test and interpretation, from my internship experience, I've collected some
important data which is Audited company’s Total Assets, Net profit After Tax and Audit fees. On the basis
of these data Critical Analysis is given below:

The test result using SPSS regression line model:

Interpretation:

R squre:

R-Square, also known as the Coefficient of determination is a commonly used statistic to evaluate model fit. R-
square is 1 minus the ratio of residual variability. When the variability of the residual values around the regression
line relative to the overall variability is small, the predictions from the regression equation are good. For
example, if there is no relationship between the X and Y variables, then the ratio of the residnal variability of the
Y variable to the original variance is equal to 1.0. Then R-square would be 0. If X and Y are perfectly related
then there is no residual variance and the ratio of variance would be 0.0, making R-square = 1. In most cases,
the ratio and R-sguare will fall somewhere between these extremes, that is, between 0.0 and 1.0. This ratio
value is immediately interpretable in the following manner. If we have an R-sguare of 0.4 then we know that
the variability of the Y values around the regression line is 1-0.4 times the original variance; in other words we
have explained 40% of the original variability, and are left with 60% residual variability. Ideally, we would like
to explain most if not all of the original variability. The R-sguare value is an indicator of how well the model
fits the data (e.g., an R-sguare close to 1.0 indicates that we have accounted for almost all of the variability with
the variables specified in the model).

Anova:

SS Error and SS Effect. The within-group variability (SS) is usually referred to as Error variance. This term
denotes the fact that we cannot readily explain or account for it in the current design. However, the SS Effect
we can explain. Namely, it is due to the differences in means between the groups. Put another way, group
membership explains this variability because we know that it is due to the differences in means.

Significance testing. The basic idea of statistical significance testing is discussed in Elementary Concepts,

which also explains why very many statistical tests represent ratios of explained to unexplained variability.
ANOVA is a good example of this. Here, we base this test on a comparison of the variance due to the
between-groups variability (called Mean Square Effect, or MScfree) Wwith the within-group variability (called


http://www.statsoft.com/textbook/elementary-concepts-in-statistics/

Mean Square Error, of Mseror; this term was first used by Edgeworth, 1885). Under the null hypothesis (that
there are no mean differences between data), we would still expect some minor random fluctuation in the
means for the two groups when taking small samples. Therefore, under the null hypothesis, the variance
estimated based on within-data variability should be about the same as the variance due to between-data
variability. We can compare those two estimates of variance via the F test, which tests whether the ratio of
the two variance estimates is significantly greater than 1. If greater 1 then its highly significant, and we would
in fact conclude that the means for the two data are significantly different from each other.

Coefficient:

Customarily, the degree to which two or more predictors (independent or X variables) are related to the
dependent (Y) variable is expressed in the correlation coefficient R, which is the square root of R-sguare. In
multiple regression, R can assume values between 0 and 1. To interpret the direction of the relationship
between vatiables, look at the signs (plus or minus) of the regression or B coefficients. If a B coefficient is
positive, then the relationship of this variable with the dependent variable is positive (e.g., the greater the 1Q
the better the grade point average); if the B coefficient is negative then the relationship is negative (e.g., the
lower the class size the better the average test scores). Of course, if the B coefficient is equal to 0 then there is

no relationship between the variables.

Vriables:
VARO00008(Total Assets) — Independent Var

VARO00009(Net Profit) - Independent Var
VAR00010(Audit Fees) - Dependent Var

DSE Non listed




Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 'VAR00009, .|Enter
VAR000082
a. All requested variables entered.
Model Summary

Adjusted R Std. Error of
Model R R Square Square the Estimate
1 6132 376 .298 36543.227

a. Predictors: (Constant), VAR00009, VAR00008

ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression 1.289E10 2 6.447E9 4.828 .023a
Residual 2.137E10 16 1.335E9
Total 3.426E10 18
a. Predictors: (Constant), VAR00009, VAR00008
b. Dependent Variable: VAR00010
Coefficients?
Standardized
Unstandardized Coefficients | Coefficients
Model B Std. Error Beta t Sig.
1 (Constant) 24338.918 10443.438 2.331 .033
VARO00008 .001 .001 .645 2.624 .018
VARO00009 .000 .000 -.056 -227 .823

a. Dependent Variable: VAR00010

DSE Listed

Variables Entered/Removed




Variables Variables
Model Entered Removed Method
1 'VAR00009, .|Enter
VAR000082
a. All requested variables entered.
Model Summary

Adjusted R Std. Error of
Model R R Square Square the Estimate
1 8152 .664 328 748006.994

a. Predictors: (Constant), VAR00009, VAR00008

ANOVAb
Model Sum of Squares df Mean Square F Sig.
1 Regression 2.213E10 2 1.106E10 1.977 3368
Residual 1.119E10 2 5.596E9
Total 3.332E10 4
a. Predictors: (Constant), VAR00009, VAR0O0008
b. Dependent Variable: VAR00010
Coefficients?
Standardized
Unstandardized Coefficients | Coefficients
Model B Std. Error Beta t Sig.
1 (Constant) 27732.588 51845.990 .535 .646
VAR00008 .004 .002 1.126 1.971 .188
VARO00009 .000 .000 -.893 -1.562 .259

a. Dependent Variable: VAR00010

Overall test:




Variables Entered/Removed

Variables Variables
Model Entered Removed Method
1 'VARO0009, .[Enter
'VAR00008»
a. All requested variables entered.
Model Summary
Adjusted R Std. Error of
Model R R Square Square the Estimate
1 .6592 434 .381 45406.042
a. Predictors: (Constant), VAR00009, VAR00008
ANOVAb
Model Sum of Squares df Mean Square F Sig
1 Regression 3.327E10 2 1.663E10 8.067 .0032
Residual 4.330E10 21 2.062E9
Total 7.656E10 23
a. Predictors: (Constant), VAR00009, VAR00008
b. Dependent Variable: VAR00010
Coefficients?
Standardized
Unstandardized Coefficients | Coefficients
Model B Std. Error Beta t Sig.
1 (Constant) 24293.708 11930.780 2.036 055
VAR00008 .002 .001 .800 3.927 .001
VAR00009 .000 .000 -.336 -1.649 114

a. Dependent Variable: VAR00010
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