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ABSTRACT 

My study examines audit fees for the executive agencies comprising the United 

States Federal Government. In performing the first (to the best of my knowledge) 

accounting exploration into U.S. government federal agency audit fees, I use financial 

statement variables that were hand-collected from federal agency financial statements 

and novel contract data gathered from the Federal Procurement Database System. This 

study is significant because of the scope of federal government operations that must be 

audited ($3.5 trillion in assets), the relevance of the United States Federal Government 

to Gross Domestic Product (21 percent), and the volume of audit and consulting 

services purchased from the private sector. 

I examine both client (agency) risk factors and the audit climate factors 

embedded in these audit fees. I find that federal agency audit fees are positively 

associated with systematic risk factors identified in private sector audit fee models; 

these include agency size, foreign operations, and the complexity of the organization. 

As in prior research, I find a positive association between audit fees and the debt-to-

assets ratio. Federal agency audit fees are positively associated with heightened audit 

complexity (e.g., adverse audit opinion and reporting of a material weakness in 

financial reporting controls).  

Because federal agencies procure resources and disburse funds for public 

benefit, my model for federal agency audit fees incorporates risk determinants that are 

unique to federal government operations. I document associations between federal 

agency audit fees and grant management responsibilities, environmental remediation 

liability, and real property management, all of which are risks identified in Inspector 

General and Government Accountability Office high-risk reports. Given the unique 

setting, I find that certain relationships found in previous studies related to 

corporations and local governments – such as auditor change, auditor tenure, and 

taxpayer governance – are not relevant for governmental agencies. 
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CHAPTER I 

INTRODUCTION 

This study proposes a model for audit fees incurred by United States Federal 

Government agencies. Beginning with Simunic (1980), the corporate audit literature 

determined that audit fees are driven by predictable client risks and audit performance 

factors. These client risk factors—especially size, complexity of operations, and 

financial instability—increase the burden on internal control systems, on required 

audit effort, and on the related audit fee (Simunic 1980). While the literature on 

private-sector corporate audits is extensive, little is known about the client risks and 

the effort drivers priced in federal agency audit fees.1 Given the federal government’s 

purchase of nearly $510 billion of goods and services from the private sector, the 

federal government’s contribution to the United States Gross Domestic Product (21 

percent), and the vast reach of federal services, this paucity is surprising.2 My study 

seeks to develop both parsimonious and enhanced models that relate these agency risk 

factors to the fees charged by external auditors undertaking federal entity audits. 

The financial statement audit and the review of internal controls over financial 

reporting provide assurance that the financial statements are free from material 

misstatement; this oversight comprises a component of the corporate governance 

system (Ashbaugh-Skaife, Collins and Kinney Jr. 2007, H. Ashbaugh-Skaife, D. W. 

Collins, et al. 2008, H. Ashbaugh-Skaife, D. W. Collins, et al. 2009). Collectively, 

auditors seek to provide assurance that the federal government’s $3.5 trillion financial 

position (assets) is free from material misstatement and that its $4.85 trillion operating 

cost is spent according to its specified purpose (Government Accountability Office 

2018).  

                                                 
1 Hay, Knechel, and Wong (2006) summarize and synthesize this literature. 
2 Estimate of Fiscal Year 2017 government contract expenditures obtained from USASpending 
database. See https://datalab.usaspending.gov/contracts-over-time.html. GDP estimate for Fiscal Year 
2017 performed by the Federal Reserve Bank of St. Louis and Office of Management and Budget. See 
https://fred.stlouisfed.org/series/FYONGDA188S 
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Noteworthy federal agency audit failures have emphasized the need for, and 

role of, the financial statement audit in promoting federal financial accountability (Ali 

and Stone 2018, Rizzo 2018). The United States Department of Defense (DoD) has 

long epitomized gross financial mismanagement and wasteful government spending. 

For example, Secretary Donald Rumsfeld testified to Congress on the inadequacy of 

the DoD’s financial reporting system, stating “we cannot track $2.3 trillion in 

transactions. We cannot share information from floor to floor in this building because 

it’s stored on dozens of technological systems that are inaccessible or incompatible” 

(Rumsfeld 2001). The first full scope audits of the Pentagon emphasize this continued 

mismanagement (Bowsher 1988, Bowsher 1990, Fine 2019). As an example, the 2015 

financial statement audit of the Department of the Army identified roughly $6.5 

trillion in unsupported journal entries, an amount more than ten times the size of the 

2015 Department of Defense budget (Skidmore and Fitts 2017, Department of 

Defense Inspector General 2016).  

During the 2018 full scope audit of the DoD and its subcomponent agencies, 

the collective 1,200 contracted financial audit personnel identified 129 material 

weaknesses in internal control over financial reporting and 39 instances of material 

non-compliance with laws and regulations (Fine 2019). These material weaknesses 

generated more than 2,400 recommendations directed at addressing the findings (Fine 

2019). While these improper journal entries and lack of financial controls have not 

been directly linked to fraud, the accounting literature involving publicly traded firms 

is rife with examples of earnings manipulation through discretionary accruals 

(DeVries and Kiger 2004). The DoD is an extreme example of persistent problems in 

federal agency financial management; however, pervasive control deficiencies at DoD 

and other federal entities have prevented the United States Federal Government from 

issuing “clean” financial statements (Government Accountability Office 2018). 

Additionally, federal government internal control failures can carry significant 

taxpayer cost. For example, the Office of Personnel Management (OPM) governs all 

human resource decisions for the United States Federal Government, including 
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background investigations for employees in national security roles. Beginning in fiscal 

year 2007, both OPM’s financial statement auditor and internal auditor issued internal 

control findings related to the organization’s design and management of its 

information system. This included the system used to house employee records.3 While 

OPM made progress toward addressing the deficiencies, both the financial statement 

auditor and the internal auditor warned that, without full remediation, OPM’s system 

was vulnerable to intrusion and subsequent loss of records (Esser 2015). 

In June 2015, OPM reported two system intrusions that resulted in the seizure 

of more than 4.2 million federal employee records and 21 million federal employee 

records, respectively (Koerner 2016). The first breach left federal employees 

susceptible to identity theft, while the second and larger breach of information 

included fingerprints, social security numbers, and sensitive background investigation 

information that foreign adversaries could use to target individuals with knowledge of 

sensitive government operations (Koerner 2016). OPM’s newly awarded contract for 

credit-monitoring services carries a 3-year value of $416 million (Ogrysko 2019). 

Total taxpayer cost to update IT infrastructure and provide employee credit monitoring 

could exceed $1 billion (Townsend 2017, Government Accountability Office 2015).  

The executive branch of the United States Federal Government is comprised of 

156 federal entities that share certain similarities with publicly-traded companies 

(Government Accountability Office 2018). Analogous to a Chief Executive Officer of 

a publicly traded firms, an agency Secretary (or Administrator) establishes strategic 

goals and oversees the performance of these goals. The Secretary is supported by 

his/her deputies and other “C-Suite” executives, including a Chief Financial Officer 

and Chief Information Officer (Chief Financial Officers Council and the Council of 

                                                 
3 OPM’s fiscal year 2006 audit report alluded to a reportable condition related to information security 
controls. This same finding was repeated in fiscal years 2007, 2008 (significant deficiency), 2009 
(significant deficiency), 2010 (material weakness), 2011 (material weakness), 2012 (significant 
deficiency), 2013 (significant deficiency), and 2014 (significant deficiency). Additionally, OPM’s 
Inspector General considered protection of personally identifiable information (PII) as one of the ten 
largest challenges faced by the agency. 



Texas Tech University, Kimberly Jane Tribou, May 2019 

4 

the Inspectors General on Integrity and Efficiency 2011). Comparable to publicly-

traded corporations, each federal agency implements its own accounting information 

system and records financial transactions in accordance with the governing set of 

accounting, internal control, and reporting standards (Government Accountability 

Office 2014, Office of Management and Budget 2016, Office of Management and 

Budget 2017). 

Individual federal entities solicit for and procure audit services to ensure that 

taxpayer dollars are transparently spent and that federal financial statements accurately 

reflect the position of the federal government (Government Accountability Office 

1991, Government Accountability Office 1988). The Federal Funding Accountability 

and Transparency Act (FFATA) of 2006 required federal entities to report contract 

obligations and payments, including those payments made to audit firms performing 

annual financial statement audits, in the Federal Procurement Database System 

(FPDS). I use this novel data from FPDS to identify the total annual value of each 

federal entity’s contract payments made to its financial statement auditor, both for 

audit and non-audit services. Where audit payment information could not be 

determined from FPDS, I supplemented FPDS data with audit fee information 

received from individual Freedom of Information Act (FOIA) requests.  

To evaluate the reliability of my financial statement data – that is, whether 

independent public accountants (IPAs) base audit fees upon client and audit risks 

associated with performance of the audit, I replicate the parsimonious audit fee model 

used by Abbott, Parker, Peters, and Raghunandan (2003a). I use financial and control 

variables hand-collected from federal agency financial reports and evaluate five audit 

risk factors – total assets, foreign programmatic operations, operating segments, asset-

scaled receivables and inventories, and adverse audit opinion. Generally, federal 

agency size and complexity variables, as well as audit complexity variables like the 

issuance of a material deficiency in financial reporting or a qualified audit opinion, are 

associated with an increase in audit fees. Consistent with private sector literature, the 



Texas Tech University, Kimberly Jane Tribou, May 2019 

5 

debt-to-assets ratio, which conceptually represents the future expectation to provide 

taxpayer and programmatic benefits, is positively associated with audit fees. 

Having initially validated my data, I incorporate within my model risks unique 

to governmental operations, including congressional and taxpayer governance and 

inter-agency risks modeled after Government Accountability Office (GAO) watch-list 

items (Government Accountability Office 2017). While prior studies asserted that the 

collection of tax dollars implies accountability to taxpayers and Congress (Ward, 

Elder and Kattelus 1994, Deis and Giroux 1992), I did not find an association between 

audit fees and my proxies for congressional governance or reliance on outside (non-

taxpayer generated) funding. Since audit firms bid for, and federal entities generally 

award, multi-year contracts, auditors may have already incorporated expected 

fluctuations in appropriations within the bid audit fee. Validating a federal entity’s 

reported environmental remediation liability, grants payable liabilities, and real 

property management responsibilities each significantly increase the complexity of, 

and fees associated with, performing an entity audit.  

While the use of a Big 4 audit firm is positively associated with audit fees, 

certain audit performance factors that are relevant in private sector audit fee models 

are not relevant cost determinants in federal government audits. In private sector 

literature, auditor change is almost universally associated with a decrease in private 

sector audit fees (Hay, Knechel and Wong 2006, Roberts, Glezen and Jones 1990, 

Ettredge, Li and Scholz 2007, Hogan and Martin 2009). Neither auditor change nor 

auditor tenure were significant determinants in my model. This lack of significance 

may represent a consequence of the implied auditor rotations that have been proposed 

in the private sector; that is, the periodic re-competition for audit work embedded in 

the federal contract process may negate any savings that would ordinarily be obtained 

during these processes (Government Accountability Office 1988, Government 

Accountability Office 1991, Lowensohn, et al. 2007).  

In my supplemental analysis, I briefly examine whether auditors consider the 

quality of the overall internal control environment when proposing audit fees. I find 
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initial support that the three individual components of internal control – controls over 

financial reporting, operations, and compliance with laws and regulations – as well as 

the composite control environment quality are important determinants in setting audit 

fees. Since federal agencies operate within a single Enterprise Risk Management 

(ERM) framework, this finding complements prior research on the importance of the 

ERM framework in setting audit fees (Bailey, Collins and Abbott 2018). 

My paper is the first to propose an audit fee model for United States Federal 

Government entities. Congress mandated the implementation and improvement of 

federal financial management practices more than 30 years ago, yet little is known 

about the way the U.S. Federal Government accounts for, reports, and provides 

assurance over its massive financial position.4 I provide the first known accounting 

exploration into this U.S. federal government opacity. I demonstrate that federal 

agency audit fees are priced based on both systematic risks priced in private sector 

financial statement audits. I also identify a number of priced risks that are unique to 

the performance of federal government audits. 

This study is distinct from two previously published seminal papers examining 

federal agency financial statement audit fees in other countries (Chong, et al. 2009, 

Bradbury 2017). Both Chong et al. (2009) and Bradbury (2017) compare the 

difference in fees charged by internal auditors versus external auditors. These papers 

examine audit fees paid to auditors of Western Australia and New Zealand federal 

government agencies for a single audit year (Chong, et al. 2009, Bradbury 2017). My 

study of United States federal government agencies examines multiple audit years, 

which allows for me to observe how learned efficiency and contract renewal affect 

audit fee. Bradbury (2017) limits his sample to self-funded New Zealand federal 

agencies, including government corporations; my sample includes both self-funded 

and annual appropriation funded agencies. As such, my work represents a unique 

contribution to the accounting and auditing literature. 

                                                 
4 I summarize federal laws related to Federal Financial Management in Figure 1. 
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CHAPTER II 

LITERATURE REVIEW AND RESEARCH QUESTION 
DEVELOPMENT 

 I begin my discussion on federal agency audit risks by examining the laws and 

regulations that require federal agencies to both undergo an annual financial statement 

audit and implement relevant financial management practices. Using the Statements of 

Federal Financial Accounting Concepts (SFFAC) as a framework, I describe the users 

of agency financial statements and how the financial statements support user decision-

making needs. Using the description of agency financial statements within the SFFAC 

and the conceptualization of audit risks from prior literature, I pose three research 

questions that relate to the performance of federal agency financial statement audits.  

The Need for Federal Financial Accountability 
Prior to the passage of the Federal Manager’s Financial Integrity Act of 1982 

(FMFIA) and the CFO Act, federal agencies could not provide a full account of tax 

dollar expenditures (Bowsher 1988, Bowsher 1990). Faulty controls and outdated 

financial management systems left the government susceptible to fraud and waste, 

including notorious procurement abuse at the Department of Defense and political 

cronyism at the Department of Housing and Urban Development (Bowsher 1990, Ifill 

1989, O'Shea 1985). While these cases typify the period’s “gross financial 

mismanagement,” fraud, waste, and abuse were not isolated to these agencies 

(Bowsher 1990). 

The FMFIA required federal entities to establish internal controls and annually 

certify the internal control system. As in the Committee of Sponsoring Organizations 

(COSO) 2003 Internal Controls Framework, these include controls intended to (1) 

promote accurate recording and reporting of financial activities, (2) protect funds, 

property, and assets necessary for meeting programmatic obligations; and (3) comply 

with the legal requirements governing appropriations (FMFIA 1982). Similar to the 

Section 302 requirements of the Sarbanes-Oxley Act of 2002 (SOX 2002), FMFIA 
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required heads of federal agencies to certify the integrity of their internal control 

system and to report any material weaknesses in internal control within the agency’s 

annual financial and performance report (FMFIA 1982). 

The Chief Financial Officers Act (CFO Act) of 1990 provided the initial 

framework for addressing the federal government’s pervasive financial reporting and 

internal control problems (Chief Financial Officers Council and the Council of the 

Inspectors General on Integrity and Efficiency 2011). It established the Federal 

Accounting Standards Advisory Board (FASAB), a centralized authority for 

prescribing “the form and content of the financial statements of covered executive 

agencies” and the related “financial reporting principles, standards, and requirements” 

(31 U.S.C. §3515(d)). The CFO Act of 1990 also required the twenty-four largest 

federal agencies to undergo an annual financial statement audit.5 The Federal 

Management Reform Act (FMRA) of 1994 made this pilot provision permanent, and 

the Accountability of Tax Dollars Act of 2002 expanded this provision to all federal 

entities. 

Subsequent federal laws sought to address other dimensions of agency 

financial management. For example, the Federal Financial Management Improvement 

Act (FFMIA) of 1996 and the Federal Information Security Management Act 

(FISMA) of 2002 respectively required that financial management systems and agency 

information systems be evaluated as a component of federal entity audits and that 

system deficiencies be reported until their remediation. Similarly, the Improper 

Payments Elimination and Recovery Act (IPERA) of 2012 required federal agencies to 

                                                 
5 The twenty-four agencies covered by the CFO Act of 1990 include the Department of Agriculture 
(USDA); Department of Commerce (DOC); Department of Defense (DOD); Department of Education 
(ED); Department of Energy (DOE); Department of Health and Human Services (HHS); Department of 
Homeland Security (DHS); Department of Housing and Urban Development (HUD); Department of the 
Interior (DOI); Department of Justice (DOJ); Department of Labor (DOL); Department of State 
(STATE); Department of Transportation (DOT); Department of the Treasury (TREAS); Department of 
Veterans Affairs (VA); Environmental Protection Agency (EPA); the General Services Administration 
(GSA); NASA; National Science Foundation (NSF); Nuclear Regulatory Commission (NRC); Office of 
Personnel Management (OPM); Small Business Administration (SBA); Social Security Administration 
(SSA), and the U.S. Agency for International Development.  
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evaluate the control risk related to payment processes and report compliance with this 

law in the financial statement audit report. I summarize these laws and their 

applicability in Figure 1, page 24. 

While these laws collectively provided a foundation for improving agency 

control structures and financial management practices, there remains a need for 

improved federal government financial management (DioGuardi 1995, Jones and 

McCaffery 1997, Chief Financial Officers Council and the Council of the Inspectors 

General on Integrity and Efficiency 2011, DioGuardi 2014, DioGuardi 2016, 

Government Accountability Office 2018). The laws comprising the federal financial 

management framework “contributed to the evolution of reliable, timely, and useful 

financial information in the Federal government” (Chief Financial Officers Council 

and the Council of the Inspectors General on Integrity and Efficiency 2011, 12). 

Despite these improvements, GAO continues to disclaim the consolidated financial 

statements of the United States Government because of scope limitations at the 

Department of Defense and pervasive control deficiencies at Defense, at Housing and 

Urban Development, and at other agencies (Government Accountability Office 2018, 

Fine 2019).  

Comparing the Public Company and Public Sector Audit Environment 
Legislators and policy-makers alike view financial statement audits as a tool to 

sustain and improve government financial management practices (DioGuardi 1995, 

Chief Financial Officers Council and the Council of the Inspectors General on 

Integrity and Efficiency 2011, DioGuardi 2016, Fine 2019). The information 

contained in private firm financial statements and federal agency financial statements 

support fundamentally different users and decisions (Federal Accounting Standards 

Advisory Board 2018); therefore, understanding the risks associated with performing a 

federal agency financial statement requires examining the accounting framework and 

the oversight environment in which federal financial statement audits are conducted. 
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Conceptual Accounting Framework 
 Users and Uses of Financial Statements. Federal agencies publish audited 

financial statements to promote public accountability (Federal Accounting Standards 

Advisory Board 2018). Citizens, members of Congress, agency program managers, 

and other members of the executive branch use federal agency financial statements to 

assess policy objectives, program objectives, budgetary efficiency, and the legal use of 

appropriated funding (Federal Accounting Standards Advisory Board 2018). 

Accordingly, the financial accounting framework and the information contained in 

federal statements promotes not investor decisions (Financial Accounting Standards 

Board 2010) but budgetary integrity, efficient and effective operations, stewardship of 

funds, and functioning control systems (Federal Accounting Standards Advisory 

Board 2018).  

Federal Accounting and Auditing Standards. Federal agency financial 

statements are prepared according to a standardized accounting framework 

promulgated by FASAB, the White House Office of Management and Budget (OMB), 

and the Department of Treasury (Treasury). Federal agency financial statements are 

prepared according to federal GAAP; that is, the fifty-five “Statement of Federal 

Financial Accounting Standards” issued by the FASAB (Federal Accounting 

Standards Advisory Board 2018). Federal GAAP are complemented by the 

implementation guidance contained in OMB Circulars and Bulletins as well as the 

specific policy and procedural guidance contained in the Treasury Financial Manual 

(TFM). For example, OMB Circular A-136 describes the content and structure of 

required annual financial reporting, and the TFM describes the Treasury’s Standard 

General Ledger (SGL).  

Auditors of federal financial statements must follow the Government 

Accountability Office (GAO) Government Auditing Standards (Yellow Book). All 

government auditors are expected to follow the general standards for independence, 

professional judgment (skepticism), competence, and quality control; financial 

statement auditors must also follow the standards on communication; detection of 
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fraud, waste, and abuse; and issuing a control deficiency finding. The GAO Financial 

Audit Manual (FAM) provides procedural guidance and sample testing procedures for 

each of the four audit phases: (1) planning, (2) internal control and risk assessments, 

(3) audit testing, and (4) reporting. The FAM establishes the linkage between Yellow 

Book audit standards and OMB reporting requirements. I list and briefly describe the 

issuers of federal agency accounting standards and their applicable accounting and 

auditing frameworks in Figure 2, page 26. 

Auditor Oversight and Accountability 
A fundamental assumption of audit fee models is that accountability to 

shareholders (shareholder litigation risk) and compliance with actual and implied 

PCAOB requirements drive audit performance and the resultant audit fees (Simunic 

1980, Wang and Zhou 2012, Gunny, Krishnan and Zhang 2007). However, the federal 

audit environment mitigates much of the traditional risk associated with performing 

financial statement audits (Raman and Wilson 1994, Federal Accounting Standards 

Advisory Board 2018). For example, a private sector loan default or a change in 

municipal bond rating can indicate a cash-flow problem indicate a potential “going-

concern” and a high potential for shareholder litigation (Nini, Smith and Sufi 2012, 

Copley 1990). The sovereign right of the federal government to raise taxes implies the 

ability to pay debts.6 The Treasury’s centralized issuance of debt largely removes 

individual agency default risk.7 Agency peer review processes place a heavier focus on 

auditor oversight responsibilities than on auditor compliance with GAGAS (Council 

of the Inspectors General on Integrity and Efficiency 2014). Accordingly, the risk 

structure priced in federal agency audit fees places a greater focus on taxpayer 

                                                 
6 The FASAB Conceptual Framework defines sovereignty as “the power, through law, regulation, and 
taxation, to exercise ultimate control over many facets of the national economy and society.  All other 
entities within the nation, both public and private, operate within the context of laws, oversight, and 
accountability established by the national government.” (Federal Accounting Standards Advisory Board 
2018, 15) 
7 The Federal Reserve, a largely independent body funded by federal appropriation, possesses the 
authority to “create money and control its supply,” which ensures that federal creditors will be repaid 
(Federal Accounting Standards Advisory Board 2018, 16) 
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accountability and contract continuation than litigation risk or administrative 

accountability. 

Taxpayer Accountability. Taxpayers fill a shareholder-like governance role to 

federal agencies (Federal Accounting Standards Advisory Board 2018, Baber, Brooks 

and Ricks 1987). Accordingly, the law provides taxpayers with formal mechanisms for 

protesting government expenditures, including government contracting decisions. The 

Inspector General Act (IG Act) of 1978 allows citizens and government employees to 

report waste or mismanagement of government funds, which can include 

“procurement or vendor selections that are […] unnecessarily extravagant or 

expensive” (Government Accountability Office 2011, 182). These “hotline” reports 

are investigated by the Office of Inspector General, and the government can take 

action against these contractors. Additionally, the False Claims Act (31 U.S.C. §3729) 

allows citizens to sue, on behalf of the government, those persons and organizations 

that attempt to defraud the United States Government. This statute extends to the 

federal agency financial statement auditor.  

 Agency Oversight. Agencies that hire an Independent Public Accountant (IPA) 

to perform their financial statement audit must monitor and report on the auditor’s 

workmanship, adherence to schedules, integrity, ethical performance, commitment to 

customer satisfaction, and business-like concern for the interest of the customer (48 

C.F.R §42.1501). These prior performance reports are viewable to all agencies 

considering the auditor for future contract work. The agency must also monitor the 

progress of the audit, determine whether costs are reasonable for the quantity of work 

that has been performed, and dispute any costs that are unreasonable or unallowable 

based upon the terms of the contract agreement (48 C.F.R §42.302).  

Contract Actions. Federal contract law includes several protections against 

audit firms that do not meet or later fail to meet the performance standards specified in 

the audit services contract (Raman and Wilson 1994). Contractors that were blocked 

from bidding for the award or denied the contract award can protest a government 

contract award if the government violated a procurement law or regulation through its 
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action or inaction (48 C.F.R. §33.102(b)). The government can terminate a contract 

and deny payment to the contractor “if the Contractor fails to comply with any 

contract terms and conditions or fails to provide the Government, upon request, with 

adequate assurances of future performance” (48 C.F.R. §52.212-4(m)). The 

government can also deny future business to the contractor through a passive agency 

decision to discontinue business with a contract audit firm or formally suspending or 

debarring a contractor from bidding for future government contracts.  

For small and large audit firms alike, the loss of revenue from federal 

government audit and non-audit service contracts can be economically significant. 

Many small audit firms subsist on government contract work, and the Big 4 Audit 

Firms each derive significant revenue from federal audit and consulting contracts. As 

an example, Deloitte LLP was awarded nearly $1.5 billion in government contracts 

during 2016. This represented more than 7 percent of its domestic revenues.8 Figure 3, 

page 28, shows federal client revenues relative to total domestic revenues for Big Four 

audit firms.   

Audit Fee Determinants from Private Sector Literature 
Broadly, financial statements describe a firm or entity’s financial position, 

including the firm or entity’s economic resources available to generate revenues and 

the financial claims against the firm or entity (Financial Accounting Standards Board 

2010, Federal Accounting Standards Advisory Board 2018). The body of extant audit 

fee literature contends that the client risks that add to the complexity of the audit and 

the traits of the accounting firm performing the audit jointly determine audit fees 

(Simunic 1980, Hay, Knechel and Wong 2006). I describe some of the client risks 

from extant private sector literature and evaluate their relevance given the FASAB 

concept statements.  

                                                 
8 For fiscal year 2016, Deloitte reported $17.51 billion revenue in the United States (See 
https://www2.deloitte.com/us/en/pages/about-deloitte/articles/facts-and-figures.html). For the same 
time period, the Federal Procurement Database System included $1.5 billion in new contract awards 
made to Deloitte and its subsidiaries.  



Texas Tech University, Kimberly Jane Tribou, May 2019 

14 

Size-Based Audit Fee Determinants 
Given the relationship between assets (economic resources) and the ability to 

generate future cash flows, the relationship between firm size and audit fees is logical 

(Simunic 1980, Hay, Knechel and Wong 2006, Financial Accounting Standards Board 

2010). The larger the firm being audited, the greater the firm’s vulnerability to loss 

and greater the litigation risk associated with estimating the value of assets (Simunic 

1980, Hay, Knechel and Wong 2006). Large firms generate a higher volume of 

financial transactions, and auditors must examine a larger sample of these transactions 

to gain reasonable assurance that financial statements are free from material 

misstatement (Simunic 1980, Hay, Knechel and Wong 2006, Abbott, Parker, et al. 

2003a).  

Federal entities do not accumulate assets to generate a profit; rather, federal 

entity assets represent the ability to generate taxpayer services (Federal Accounting 

Standards Advisory Board 2018, 18). Federal assets include the cash and investments 

to fund future public services, receivables from government entities and private 

sources, the inventory required to provide public services, and the physical assets used 

to administer these public programs (Office of Management and Budget 2001, Federal 

Accounting Standards Advisory Board 2018). The federal government’s $3.5 trillion 

in assets tends to be concentrated within certain federal agencies (Government 

Accountability Office 2018, Fine 2019). If the magnitude of services to be provided is 

implied in total assets, the entity’s total assets should be associated with audit risk. 

Audit Complexity 
Whether defined in terms of operating segments, budget accounts, or 

programmatic outreach, “the Federal Government is an extremely complex 

organization composed of many components” (Federal Accounting Standards 

Advisory Board 2018, 6). As in the private sector, the geographic and operational 

dispersion of federal entities increases the difficulty of performing a financial 

statement audit (Rubin 1988, Palmrose 1986a, Hay, Knechel and Wong 2006, Hoag 

and Hollingsworth 2011, Federal Accounting Standards Advisory Board 2018).  
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Segments. The number of wholly-owned subsidiaries, diverse operating 

industries, and geographic segments provide an indication of a corporation’s 

complexity and the related demand for audit services (Simunic 1980, Palmrose 1986a, 

Hay, Knechel and Wong 2006, Hoag and Hollingsworth 2011). Increasing the number 

of geographic or operating segments dilutes the oversight function and increases the 

burden on the existing control system (Rubin 1988, Palmrose 1986a, Hay, Knechel 

and Wong 2006, Hoag and Hollingsworth 2011). The executive branch of the United 

States Federal Government comprises 156 independent entities (Government 

Accountability Office 2018); many of these cabinet level departments and independent 

agencies operate separate bureaus, administrations, agencies, services or corporations 

(Federal Accounting Standards Advisory Board 2018, 6). Federal entity complexity 

can also be defined in terms of the entity’s count of budgetary and/or Treasury 

Standard General Ledger (SGL) accounts; this has been used as a proxy for entity 

complexity in local government audit fee studies (Copley 1989, Ward, Elder and 

Kattelus 1994, Federal Accounting Standards Advisory Board 2018, 7).  

Program Complexity. For government organizations, complexity can also be 

considered the range of non-essential services (Baber, Brooks and Ricks 1987, Rubin 

1988, Ward, Elder and Kattelus 1994).9 Certain facets of programmatic administration 

– such as managing foreign operations or foreign currency translation – may increase 

the complexity of the audit (Abbott, Parker, et al. 2003a, Hogan and Wilkins 2006). I 

also expect the complexity of federal programs and range of programs to impact the 

required level of audit effort of programs, where a program is considered an activity 

“responsible for producing certain outputs in order to achieve desired outcomes” 

(Federal Accounting Standards Advisory Board 2018, 8).  

                                                 
9 Rubin (1988) considered police, fire, and general administration to be essential government functions. 
He considered non-essential government functions to be any non-essential government service. The 
Department of Justice considers “essential” federal services to be those related to the safety of human 
life and/or protection of government property.  
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Operational and Leverage Risks 
 Inventory and Receivables. The very nature of the processes being audited 

means that certain audit testing procedures require more effort. For instance, verifying 

inventory and receivables balances requires specialized audit procedures that generally 

increase the audit fee (Simunic 1980, Hay, Knechel and Wong 2006). Federal 

government inventories can include agency assets or resources (1) held for use in 

providing a service to the public (e.g., nuclear stockpile materials) or (2) collected 

(e.g., seized or forfeited property) through providing a service to the public (Office of 

Management and Budget 2001, Federal Accounting Standards Advisory Board 2018).  

Federal accounts receivable balances include fees to be received from 

individuals and corporations in exchange for services rendered (e.g., the securities 

transaction fee payable to the Securities and Exchange Commission) as well as intra-

governmental transfer payments (Office of Management and Budget 2001, Federal 

Accounting Standards Advisory Board 2018). Loans receivable include expected 

payments from debt issued to the public, loan guaranty liability, and to other federal 

agencies (Office of Management and Budget 2001, Federal Accounting Standards 

Advisory Board 2018). 

Liabilities. The balance in liability accounts represent a claim against a firm’s 

assets (Financial Accounting Standards Board 2010, Federal Accounting Standards 

Advisory Board 2018). Traditionally, a firm’s reliance on debt financing sends signals 

to investors and auditors about solvency (Costello and Wittenberg-Moerman 2011). 

Accordingly, private sector audit fees are positively associated with the firm’s reliance 

on debt versus equity financing (leverage) and negatively associated with the firm’s 

ability to meet its short-term obligations using its current assets (quick ratio) (Hay, 

Knechel and Wong 2006, Hoag and Hollingsworth 2011). Studies in state and local 

government audit fees use differences in interest rates to proxy for default risk and 

credit-worthiness (Baber, Brooks and Ricks 1987, Rubin 1988, Ward, Elder and 

Kattelus 1994, Deis and Giroux 1996). 
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While governmental organizations use debt financing to cover those expenses 

that are not covered by its operating income or periodic appropriation; federal 

agencies possess limited authority to borrow funds beyond their congressional 

appropriation (Federal Accounting Standards Advisory Board 2018). The Department 

of Treasury that centrally manages agency spending authority, issues Treasury Bonds 

at given interest rates, and levies taxes on citizens and corporations. This shifts the 

default burden from the individual agency to the Department of Treasury (Federal 

Accounting Standards Advisory Board 2018, 16). 

Given the Treasury’s role in managing the federal government’s deficit, 

FASAB Concept Statements view federal liabilities not as a claim on the 

government’s assets but as a duty to provide certain goods or services to federal 

taxpayers (Federal Accounting Standards Advisory Board 2018).10 Federal 

government agencies incur long-term liabilities through providing services to the 

public, and auditors validate the assumptions used to estimate the amount of these 

long-term liabilities (Office of Management and Budget 2001). Valuation of certain 

long-term liability accounts, such as the environmental clean-up liability, requires 

significant judgment and adds to the complexity of the audit (DioGuardi 1995, 

DioGuardi 2016). 

Federal entity financial statements share structural similarities with financial 

statements prepared under U.S. GAAP; however, the position captured in federal 

agency financial statements represents fundamentally different conceptual risks. I pose 

the following research question to evaluate which size, complexity, and operational 

risk factors apply to federal entity financial statement audits. 

RQ1: Which size, complexity, and operational risk determinants from the 

private sector can be used to predict audit fees in the federal government?    

                                                 
10 Agencies report loan and default information as a note in the agency’s unaudited Other 
Accompanying Information (OAI). 
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Financial Statement Audit Risks Unique to the U.S. Federal Government 

Operating and Governance Structure 
Taxpayer Governance. Private sector firms use a combination of debt and 

equity financing to support operations; reliance on equity funding opens the audit firm 

to shareholder litigation risk (Palmrose 1989, Kadous 2000). Likewise, the utilization 

of taxpayer funds and the dynamic between government and the taxpayer create 

separate audit risks (DeAngelo 1981b, Baber 1983, Rubin 1988). Federal entities 

primarily rely on congressionally appropriated funding; however, obtaining outside 

funding through fee collection decreases reliance on taxpayer funding and on the 

impact of taxpayer governance (Rubin 1988, Ward, Elder and Kattelus 1994). Other 

federal entities, like the United States Postal Service or the Tennessee Valley 

Authority, are completely self-funded; however, as public corporations, these entities 

must also comply with SEC reporting and PCAOB audit requirements.   

Congressional Appropriation. Federal entity financial performance and 

operational performance are linked through the federal budget request and 

congressional appropriation process (Federal Accounting Standards Advisory Board 

2018). The Government Performance and Results Act (GPRA) of 1993 required 

federal agencies to establish programmatic and operational performance targets. 

Agencies submit these operating targets and their results to Congress as a component 

of their annual budget request, and Congress evaluates these operational and 

programmatic results when determining future funding levels (Jones 1993, Jones and 

McCaffery 1997). 

The federal entity budget request and appropriation process imposes an 

accountability to Congress (Jones 1993, Jones and McCaffery 1997). The partisan 

composition of Congress and the presidential administration goals motivate 

government priorities and creates a competition for agency resources (Baber 1990, 

Baber, Brooks and Ricks 1987, Ward, Elder and Kattelus 1994). Likewise, the conflict 

between long-tenured legislators and new legislators, or between career-appointed 

executives and political appointees, can lead to a power struggle that impacts the 
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allocation of government resources (Baber 1990, Baber, Brooks and Ricks 1987, 

Ward, Elder and Kattelus 1994).11 A rapid injection of federal funding, due to a short-

term change in appropriation law or a change in administration priorities, can burden 

control systems and signal a need for additional audit effort.12 A rapid reduction in 

appropriations can stretch resources and signal fraud risk. 

GAO and Agency High-Risk Areas 
As a component of the financial statement audit, financial statement auditors 

evaluate the internal controls surrounding the lawful execution of financial and 

budgetary and the protection of government assets (Federal Accounting Standards 

Advisory Board 2018, 33, Government Accountability Office 2011, 71). The GAO 

publishes a biennial High Risk List to identify those programs and operations “with 

greater vulnerabilities to fraud, waste, abuse and mismanagement or the need for 

transformation to address economy, efficiency, or effectiveness challenges” 

(Government Accountability Office 2017, 2). Each entity IG also publishes an annual 

listing of the entity’s Management Challenges). Both of these reports guide the 

creation of budgets and the establishment of legislative and strategic priorities. 

The GAO High Risk List and individual agency Management Challenge lists 

include certain cross-cutting management challenges that are captured on the balance 

sheet. For example, both the Department of Energy and the GAO identified the 

“holistic, risk-informed approach to environmental cleanup that aligns limited funds 

with the greatest risks to human health and the environment” as a significant challenge 

area (Government Accountability Office 2017, 233). FASAB standards require 

agencies to estimate and report future cleanup and disposal costs as a liability on the 

                                                 
11 The Constitution, the CFO Act of 1990, and the Inspector General Act of 1978 grant the President 
with the authority to appoint certain agency officers. “Political appointees” include the agency 
secretaries and undersecretaries that change at each change in administration. Career appointees, 
including the Chief Financial Officer and the Inspector General, are appointed for life and serve at the 
President’s leisure.  
12 As an example of a short-term change in appropriation law, the American Recovery and 
Reinvestment Act of 2009 and the Disaster Relief Act of 2013 injected federal agencies with additional 
short-term funding.  
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balance sheet (Government Accountability Office 2017, 232). Likewise, the risk 

implied by the oversight of financial assistance grants is captured on the balance sheet 

as an “Accrued Grants” liability. These high risks likely require specialized audit 

procedures and therefore increase audit complexity and the related audit fee 

(Government Accountability Office 2017). Accordingly, I pose the following research 

question. 

RQ2: Does the pricing of federal entity financial statement audits incorporate 

risks unique to the federal government?    

Audit Performance Factors 

Internal Control Quality 
Auditors design testing procedures to match the strength of the client’s internal 

control system; accordingly, audits requiring the validation of compromised internal 

control systems, especially those that are so compromised as to lead to an adverse 

opinion or a restatement, are effortful audits (Hogan and Wilkins 2006, Hoag and 

Hollingsworth 2011, Munsif, et al. 2011). This fee increase is attributable to the 

testing required to identify a control deficiency and to compensate for a weak control 

system (Bedard and Graham 2011, Hogan and Wilkins 2006, Hoag and Hollingsworth 

2011, Munsif, et al. 2011). The GAO Standards for Internal Control in the Federal 

Government conceive a complete system of internal control as one that facilitates 

financial reporting objectives, operational objectives, and compliance objectives 

(Government Accountability Office 2011). A goal of federal reporting is to “assist 

report users in understanding whether financial management systems and internal 

accounting and administrative controls” provide adequate assurance that expenditures 

adhere to budgetary authority, that assets are safeguarded, and that program goals are 

met (Federal Accounting Standards Advisory Board 2018, 7). 

Audit Firm Traits 
Auditor Quality. Simunic (1980) theorized that audit fees are jointly 

determined by client (demand) need for audit services and the auditor ability (supply) 
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to provide those services. The federal entity specifies the desired auditor quality 

attributes – including relevant work and professional educational experience – in the 

Request for Proposal (Government Accountability Office 1988, Government 

Accountability Office 1991). The contractor prior performance requirement ensures 

that auditors from both small and large audit firms can demonstrate competence 

obtained through client-specific on-the-job experience (Government Accountability 

Office 1988, Government Accountability Office 1991, DeAngelo 1981a). The audit 

standard for continuing professional education seeks to ensure auditor competence 

(DeAngelo 1981a, Government Accountability Office 2011, Government 

Accountability Office 1988).  

Likewise, industry specialization allows auditors to gain an understanding of 

unique industry risks and become more adept at evaluating client estimates (Gramling 

and Stone 2001, Hay, Knechel and Wong 2006, Lowensohn, et al. 2007, Grenier 

2017). Because federal government auditors must possess both the capacity to audit 

multi-faceted organizations and an understanding of fund accounting processes and 

specific environmental risks, auditor quality and auditor industry specialization should 

increase government audit fees (Baber, Brooks and Ricks 1987, Rubin 1988, Deis and 

Giroux 1992, Copley and Doucet 1993b, Ward, Elder and Kattelus 1994, Gramling 

and Stone 2001). 

Use of a Government Auditor. The CFO Act delegates audit responsibility to 

each agency’s Office of Inspector General (IG), whether this means performing the 

financial statement audit “in-house” or contracting for independent public audit (IPA) 

services through the competitive acquisition process (CFO Act 1990; GAO 1991). 

Government auditors possess an ingrained knowledge of fund accounting processes, 

government accounting standards, and unique government operations; this creates a 

potential advantage over using an IPA (Bradbury 2017, Chong, et al. 2009). Given that 

IG auditors are also employees of the entity that they audit and that client 

identification diminishes auditor objectivity (Bamber and Iyer 2007, Herda and 
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Lavelle 2015), the institutional knowledge gained by using a government auditor may 

be outweighed by limitations to independence. 

Using a government auditor also carries cost considerations. The Office of 

Management and Budget (OMB) requires federal government entities to purchase 

“inherently commercial services” from the private sector provided it is cost effective 

to do so (Office of Management and Budget 2003). While this implies that the use of 

an IPA should offer cost-savings over the use of a government auditor, studies of 

federal agency audits in Western Australia and New Zealand offer conflicting 

evidence (Chong, et al. 2009, Bradbury 2017). Bradbury (2017) found that the use of 

an IPA carried a fee premium relative to the use of a government auditor. Likewise, 

Chong et al. (2009) found that audit fees paid to government auditors are comparable 

to audit fees paid to IPAs when the audited entity is either large or complex. Even if 

the cost of using a government auditor exceeds the cost of using an IPA, the same 

OMB policy allows the use of a government auditor when auditing functions that are 

“inherently governmental” (Office of Management and Budget 2003) 

Auditor Change and Auditor Tenure. The use of multi-year contract awards 

allows auditors to recapture first year audit costs and avoids the time and costs 

associated with the entity’s procurement action (DeAngelo 1981a, Government 

Accountability Office 1988). Re-competition at the end of the contract period injects 

independence within the audit process and changing auditor injects new perspective 

(DeAngelo 1981a, Government Accountability Office 1988). Accordingly, federal 

agencies must weigh the cost of efficiencies gained through a lengthy audit tenure 

against the value of the perspective gained through auditor rotation (Government 

Accountability Office 1988). Accordingly, a long client/audit relationship should be 

associated with savings realized from learned efficiency, while a short client/audit 

relationship should be associated with fee increase through incurred start-up costs 

(DeAngelo 1981a, DeAngelo 1981b).  

The private sector literature has observed that audit quality factors are 

positively correlated with audit fees; however, it is unclear whether this premium 
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exists within the “best cost” market for federal agency audit services. This leads to my 

third research question: 

RQ3: Which audit complexity and auditor traits from the private sector can be 

used to predict audit fees in the federal government?  
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Law Intent of Law Applicability / 
Exceptions 

Inspector 
General Act 
(IG Act) of 
1978  

Within each agency, establishes an independent and 
objective audit unit tasked with conducting and 
supervising audits related to entity programs and 
operations and recommending policies that promote 
economy, efficiency, and effectiveness 

Any government 
corporation, executive 
branch agency, federal 
entity as well as special 
entities created by legal 
statute (e.g., Special IG 
for TARP programs) 

Anti-
Deficiency Act 
of 1982 

Forbids federal entities from obligating, or 
authorizing the expenditure of, federal government 
funds prior to the receipt of congressionally 
appropriated monies or beyond that amount made 
available through congressional appropriation 

Any agency receiving 
programmatic funds from 
a congressional 
appropriation 

Federal 
Managers’ 
Financial 
Integrity Act 
(FMFIA) of 
1982 

Requires federal entities to establish operational and 
financial controls that ensure:  
* lawful obligation of appropriated funds 
* proper recording of revenues and expenditures 
* protection of government assets 

Management assurances 
to be included within 
agency financial reporting 
beginning with FY1983 

Chief Financial 
Officers Act 
(CFO Act) of 
1990 

* Establishes the Federal Accounting Standards 
Advisory Board (FASAB), the standard setting 
organization for federal entities;  
* Creates a Chief Financial Officer position to 
oversee each agency's financial reporting processes 
* Requires certain federal entities to prepare audited 
financial statements.  

15 Cabinet Level 
Agencies plus EPA, NRC, 
NSF, OPM, GSA, NASA, 
SBA, SSA, and USAID 

Federal Credit 
Reform Act of 
1990 

Federal entities must report these loans and loan 
guaranty liabilities within OMB A-11 Budgetary 
Reporting, as a liability on the financial statements, 
and within the President's Budget Request 

Any federal entity that 
routinely loans funds or 
guarantees private sector 
loans. 

Government 
Performance 
and Results Act 
(GPRA) of 
1993   

Requires federal agencies to establish programmatic 
and operational performance targets, to report on 
these targets within the entity's annual reporting, and, 
where applicable, to provide corrective action plans 
to attain the desired level of performance. 

Excludes those agencies 
with annual outlays of 
less than $20 million 

Government 
Management 
Reform Act of 
1994 

Makes the audit requirement of the CFO Act of 1990 
a permanent, rather than a pilot, provision of the law 
and requires the creation of government-wide 
(consolidated) financial statements 

15 Cabinet Level 
Agencies plus EPA, NRC, 
NSF, OPM, GSA, NASA, 
SBA, SSA, and USAID 

Federal 
Financial 
Management 
Improvement 
Act of 1996 

Incorporates the review of federal information 
management systems within annual financial 
statement audits and adds a reporting requirement for 
agencies identifying deficiencies in financial 
management. 

 15 Cabinet Level 
Agencies plus EPA, NRC, 
NSF, OPM, GSA, NASA, 
SBA, SSA, and USAID 

Figure 1: Federal Laws Governing Agency Financial Management 
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Figure 1, Continued 
 

Law Intent of Law Applicability / 
Exceptions 

Accountability 
of Tax Dollars 
Act of 2002 

Requires all covered federal entities to submit 
audited financial statements to the Office of 
Management and Budget (OMB) and Government 
Accountability Office (GAO) 

Excepted entities:  
* Those receiving less 
than $25 million in 
budget authority 
* Entities that have been 
excepted by the OMB for: 
(1) absence of risk, (2) 
entity performance, or (3) 
other factors deemed 
relevant by the OMB 

Federal 
Information 
Security 
Management 
Act (FISMA) 
of 2002 

Requires the Office of Inspector General or 
designatee to periodically evaluate the risks 
associated with these information system control 
failures and report the results of such tests within 
agency financial and budgetary reporting. 

Any executive 
department, military 
department, government 
corporation, or executive 
branch organization. 

Federal 
Funding 
Accountability 
and 
Transparency 
Act (FFATA) 
of 2006 

Requires the creation of a website to report federal 
expenditures on grants and subgrants, loans and loan 
guarantees, cooperative agreements, financial 
assistance, and contracts, including subcontracts, 
purchase orders, task orders, and delivery orders.  
This dataset must include the name of the entity 
receiving the award, the award amount, the impacted 
industry, a description of the award, and the location 
of the recipient 

Any contracts or grants 
paid from congressionally 
appropriated funds 

GPRA 
Modernization 
Act of 2010 

Links the operational targets required under GPRA of 
1994 to programmatic budget level request. Congress 
can use this information to decrease future program 
funding. 

Same applicability as 
GPRA 1993 

Improper 
Payments 
Elimination 
and Recovery 
Act of 2012 

Requires agencies to periodically evaluate the control 
risk related to making improper payments and to 
report the results of these evaluations within the 
agency's Annual Financial Report. The agency Office 
of Inspector General, or its designatee, is tasked with 
evaluating these payment controls. 

All executive branch 
agencies 
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Standard Setting 
Body 

Key Standards, Guidance, and Policies 

Federal Accounting 
Standards Advisory 
Board (FASAB): 
Establishes the 
conceptual framework 
and financial 
accounting standards 
for federal agencies 

FASAB Statement on Concepts: 
General frameworks for use by the 
Board in establishing accounting 
standards and authoritative 
requirements. The concept statements 
address objectives of federal 
reporting; users of federal financial 
statements and their needs; and what it 
means to accrue assets and liabilities 

FASAB Standards: Comprise the 
Generally Accepted Accounting 
Principles for Federal Entities. These 
statements are issued through a "due 
process and consensus building" 
approach. To date, FASAB has issued 
55 Standards. 

FASAB Interpretations & Bulletins: 
Complement and provide additional 
clarification, definition, and guidance 
on FASAB Standards. Interpretations 
go through a Board-directed revision 
process, while Technical Bulletins 
generally take a more informal 
question and answer format. 

Office of 
Management and 
Budget (OMB): 
Establishes guidance 
for federal agencies 
on budget 
development, budget 
execution, and 
implementation on 
financial management 
and reporting  

OMB Circular A-123: 
Management's Responsibility for 
Enterprise Risk Management and 
Internal Control: Provides the 
implementation guidance for 
establishing the risk management 
processes and internal control 
framework promulgated within the 
GAO Standards for Internal Control in 
the Federal Government (Green 
Book).  

OMB Circular A-136: Financial 
Reporting Requirements: Provides 
the implementation guidance for 
annual federal financial reporting, 
including §1: Management's 
Discussion and Analysis, §2: 
Performance Reporting; and §3: 
Financial Section. This annual 
guidance describes the presentation of 
financial reporting, including Balance 
Sheet, Statement of Net Cost, 
Statement of Changes in Net Position, 
and Statement of Budgetary 
Resources. 

OMB Circular A-11: Preparation, 
Submission, and Execution of the 
Budget: Governs the programmatic 
and agency creation of annual 
operating budgets. This document is 
submitted to the President and 
becomes part of his/her submission to 
Congress. The "Statement of 
Budgetary Resources" provides a 
direct linkage between the agency's 
annual financial statements and the 
annual budget request. 

Figure 2: Federal Accounting and Auditing Standards 
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Figure 2, Continued 

Standard Setting 
Body 

Key Standards, Guidance, and Policies 

Government 
Accountability Office 
(GAO): Conducts 
audits of federal 
government programs 
and organizations, 
including financial 
statement audits. 
Issues audit standards 
and standards for 
internal control in the 
federal government 

Government Accountability Office 
(GAO) Government Auditing 
Standards (Yellow Book): Provides 
the conceptual framework for 
performing government audits, 
including financial statement audits.  

Standards for Internal Control in 
the Federal Government (Green 
Book): Establishes the standards for 
implementation and maintenance of an 
effective internal control system, 
including operational controls, 
reporting controls, and compliance 
controls. 

Financial Audit Manual: Provides the 
procedures for performing audits that 
comply with OMB A-123 and A-136 
requirements, with performance 
objectives being: (1) Planning 
          (2) Internal Control 
          (3) Audit Testing 
          (4) Reporting 

Department of 
Treasury (TREAS) 
Bureau of the Fiscal 
Service: provides 
government wide 
accounting and 
reporting services, 
including the 
consolidated financial 
statement of the U.S. 
Government, and 
issues financial 
management guidance 
for federal agencies 

Treasury Financial Manual: Official 
policies, procedures, and instructions 
concerning financial management in 
the federal government.  

Federal Accounting Symbols and 
Titles (FAST) Book: Supplement to 
the Treasury Financial Manual that 
describes the receipt, appropriation, 
and other fund account symbols and 
titles utilized in the United States 
Standard General Ledger (SGL) 
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  2016  Revenues   

  
Domestic (U.S.) 

Revenue 
Federal Contracts 

(FPDS) 
Percent 
Revenue 

KPMG $8,600,000,000 $261,269,812 3.038% 
EY $12,200,000,000 $149,234,673 1.223% 
PWC $14,916,000,000 $291,515,700 1.954% 
Deloitte $18,600,000,000 $1,433,266,667 7.706% 

 
Figure 3: Importance of Federal Contract Revenue to Big 4 Audit Firms 
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CHAPTER III 

RESEARCH METHODS 

Sample and Data Collection 
Given the focus on federal agency financial statement audits, this study derives 

the authoritative listing of federal agencies from Appendix A of the consolidated 

Financial Statements of the United States. This includes the 156 government entities 

that meet the Federal Accounting Standards Advisory Board (FASAB) Statement of 

Federal Financial Accounting Concept (SFFAC) 2 criteria for inclusion in the 

consolidated report. Given the audit oversight responsibility delegated to agency 

Offices of Inspector General under the Chief Financial Officers Act of 1990 (CFO 

Act), the sample is limited to those federal entities that are also listed in the Council of 

Inspectors General for Integrity and Efficiency (CIGIE) member directory. In addition 

to these named entities, I include within any CFO Act Agency sub-components that 

are named in the agency’s consolidating report. This yields a sample of 127 unique 

federal agencies, subcomponents, and entities.13  

The sample period covers the eleven full fiscal years (2008-2018) for which 

audit fee and detailed contract information should be available in the Federal 

Procurement Data System (FPDS) database. Created under the Federal Funding 

Accountability and Transparency Act of 2006, FPDS contains transaction-level 

information on federal contract, grant, loan, and financial assistance expenditures, 

including those made to contracted financial statement auditors.14 This yields 1,364 

agency-year observations for which there should exist both an audit report and 

corresponding audit fee.  

                                                 
13 I use the term “federal entity” to describe any federal organization listed in the consolidated Financial 
Statements of the United States. I define a federal “agency” as one of the 24-cabinet level Department 
or major programs listed in the CFO Act of 1990. I define a “subcomponent” as any organization 
included in an agency’s consolidating statement.  
14 https://www.usaspending.gov/#/about  
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From the universe of federal agencies, I exclude 127 agency-years where a 

named subcomponent does not issue separately audited financial statements. I exclude 

a total of 87 agency-year observations where the financial statement reports had not 

yet been issued (11 agency years), where the agency or entity did not issue a financial 

statement report (54 agency years), or where a supervening national security interest 

prevented the agency financial report from being released into the public domain (22 

agency years). The sample also excludes the Department of Defense (DOD) and its 

major subcomponents (Department of the Army, Air Force, Navy, Marine Corps) 

because they are new to federal audits, operate on a larger magnitude than other 

federal agencies, and have separate audit accountability requirements (84 agency-

years). The sample also excludes any agency years where audit fee information was 

unavailable, due to receipt of a Freedom of Information Act (FOIA) request (191 

agency-year observations) or lack of relevant contract information in the FPDS (231 

agency-years).15 The final sample includes 644 agency-year observations representing 

76 unique entities. The sample selection process is described in Table 1 on page 44.  

Table 1, Panels B and C, respectively describe the sample composition by 

fiscal year and by agency size grouping. Federal document retention schedules limited 

the number of observations from the first year of my sample.16 Delays in the 

publication of financial reports limited the size of the 2018 sample.17 Excepting these 

two years, my sample is evenly distributed by fiscal year.  

GAO categorizes federal entities into three groups: CFO Act Agencies, 

Significant Entities, and Additional Entities and Funds (Government Accountability 

                                                 
15 Issues with the implementation and completeness of FPDS were noted in GAO report GAO-09-
1032T.  
16 According to National Archives and Records Administration (NARA) General Records Schedule 1.1, 
federal agencies must retain accounting records for six (6) years and must retain audit reports and 
working papers for two (2) years. Since the earliest years of my sample fell outside this retention 
schedule, these reports may no longer exist.  
17 Lapsed federal appropriations forced certain cabinet-level departments and other agencies to shutter 
beginning on December 21, 2018 (Davis and Cochrane 2018). The shutdown ended on January 25, 
2019, when a short-term funding agreement was reached. The shutdown impacted the agencies’ ability 
to upload annual reports to their webpages and respond to information requests. 
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Office 2018). Observations from CFO Act Agencies and their named subsidiaries 

comprise the majority (59.32 percent) of my sample. The programs and activities of 

these selected federal entities comprise the most recognizable federal programs 

(SFFAC 2). Accordingly, I include a “CFO Act Agency” indicator variable within my 

model and I evaluate the inclusion of agency fixed-effects in my model to control for 

potential correlation amongst agency subsidiaries. 

 Table 1, Panel D describes the composition of the sample by auditor size and 

type. Government auditors (i.e., GAO or the agency Office of Inspector General) 

performed roughly 15 percent of the audits in the sample, which is appreciably lower 

than the 60 percent frequency reported in other federal entity audit studies (Chong, et 

al. 2009, Bradbury 2017). More than 43 percent of federal entities within the sample 

utilized a “Big Four” auditor; of these, roughly 75 percent hired KPMG LLP. 

Accordingly, I include “Big 4” and “OIG” indicator variables to control for audit firm 

and type differences  

The financial statement information, the audit performance information, and 

the names of the agency executive team were collected from each agency’s annual 

Performance and Accountability Report (PAR), Agency Financial Report (AFR), 

Annual Report, or audited financial statements with transmittal letters. Each of the 

major federal entities summarize and provide their financial and programmatic 

performance results to taxpayers and to the Government Accountability Office (GAO 

2017). While there are key differences between the PAR, the AFR and the Annual 

Report, these documents each contain a summary of agency goals, the Management 

Discussion and Analysis (MD&A), and the audited annual financial statements.  

The financial statement variables were derived from the agency’s Consolidated 

Balance Sheet, Statement of Changes in Net Position, Statement of Net Costs, and 

Statement of Budgetary Resources. The Consolidated Balance Sheet presents the 

financial position of the agency, including its assets, its liabilities, and its net position 

(Office of Management and Budget 2001), where the agency “Net Position” represents 

the difference between what an agency owns (assets) and what an agency owes 
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(liabilities). Because of the manner in which federal agencies are appropriated 

budgetary authority and obligate these funds for use, the Net Position can be either 

positive, indicating that an agency has budgetary resources that it can carry into future 

fiscal years, or negative, meaning that the agency has resource commitments that 

extend beyond the current fiscal year (Office of Management and Budget 2001).  

Variables collected from the Consolidated Balance Sheet include the dollar 

amount for each major asset and liability category as well as the net position. While 

most asset and liability categories are standard for each agency’s Consolidated 

Balance Sheets, certain agencies report unique asset and liability categories.18 For 

these non-standard asset and liability categories, I deferred to the accompanying 

financial statement notes to guide standardized categorization. 

The Statement of Net Costs reports the total operating cost of each entity’s 

major program or subcomponent, including the direct operating costs and the 

offsetting (earned) revenues (Office of Management and Budget 2001). Entities that 

manage more than one major program report their indirect (entity-wide) costs as a 

separate line item (Office of Management and Budget 2001). Variables collected from 

the Statement of Net Cost include the “Net Cost of Operations,” the entity’s total 

operating cost net of offsetting revenue, and the total number of listed programs or 

strategic goals. 

The Statement of Changes in Net Position provides a reconciliation of the 

beginning and ending balances of the two components of Net Position: (1) Cumulative 

Results of Operations and (2) Unexpended Appropriations (Office of Management and 

Budget 2001). Similar to the “Statement of Changes in Equity” used in the private 

sector, the “Cumulative Results of Operations” reports the cumulative effect of agency 

operations after considering all sources of financial inflows (Office of Management 

                                                 
18 As an example, the Department of Justice reports “Forfeited Property, Net” as an asset on its balance 
sheet. This amount is the summation of assets seized by the agency through enforcement activities. 
Based on the description in the Financial Statement Notes and the SFFAC 2, I considered these assets to 
be inventory. 
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and Budget 2001). It also provides a reconciliation of “Unexpended Appropriations,” 

or contract obligations that have not been paid (undelivered orders) and annual 

appropriations that have not been obligated (Office of Management and Budget 2001). 

Collected from the reconciliation of Unexpended Appropriations were the dollar 

values of appropriations received, appropriations transferred, appropriations cancelled, 

and appropriations used.19 Collected from the Cumulative Results of Operations were 

the dollar values of non-exchange revenue, exchange revenue, donations, transfers, 

and imputed financing.20  

Finally, the Statement of Budgetary Resources (SBR) provides a reconciliation 

of the entity’s budgetary authority, or the entity’s legal authorization to obligate funds 

for future expenditure (Office of Management and Budget 2001). This report provides 

a direct link to the “Report on Budget Execution and Budgetary Resources (SF-133)”, 

which the President uses to request appropriations from Congress (Office of 

Management and Budget 2001). Variables created from the SBR include each of the 

components of total budget authority: appropriated resources, borrowing authority, 

obligations incurred, gross outlays, contract authority, and offsetting collections.  

Audit performance data and data on the internal control environment were 

collected from the Audit Report, the “Report on Internal Control over Financial 

Reporting (ICOFR)”, and the “Report on Compliance and Other Matters” contained in 

the agency AFR or PAR. The audit report includes the name of the audit firm 

performing the audit, the date of report issuance, the audit opinion, and the occurrence 

of a restatement. The ICOFR report includes the count of material weaknesses in 

financial reporting, the count of significant deficiencies in financial reporting, and any 

                                                 
19 Under federal appropriations law, appropriations can be used for a single year (annual 
appropriations), three- or five-years (multi-year appropriations), or indefinitely (no-year 
appropriations). Cancelled appropriations refer to those annual and multi-year appropriations that were 
not obligated for use within the time period specified by the applicable appropriation law. 
20 OMB Memorandum 01-09 defines exchange revenue as fees received for services and non-exchange 
revenue as fines and penalties levied by federal entities. Imputed financing includes those program costs 
paid from other entities’ annual appropriation. Other financing sources reported on the Statement of 
Changes in Net Position include agency-to-agency transfers and donations. Self-funded entities that do 
not rely upon an annual appropriation report only on the Cumulative Results of Operations. 
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references to a separate management letter. The “Report on Compliance and Other 

Matters” notes the occurrence of any legal and regulatory non-compliance findings, 

including violations of the Anti-Deficiency Act. I used the information contained in 

the Statement and Summary of Management Assurances to verify the outcome of the 

audit as well as the counts and categories of reported control deficiencies. I include a 

sample of these assurances and the related audit report in Appendix A and Appendix 

B, respectively. 

To generate the audit fee and non-audit service fee, I created a master list of 

the signatory auditors in the entity financial statements, and, from FPDS, I obtained all 

contract transactions for each of these named auditors.21 To create the objectivity 

consistent with auditor rotation, federal entities generally award multi-year contracts 

(Government Accountability Office 1988, Elder, Lowensohn and Reck 2015). At 

contract award, the Contracting Officer records the total contract value in the entity’s 

contract management system. At the start of each contract performance period, the 

Contracting Officer will obligate (set aside) current year funding toward payment of 

the award. Accordingly, audit fee and non-audit service fee amounts are generated 

from transaction-level (obligated) information.  

FPDS includes both the date the transaction was obligated for use (Action 

Date) and the date(s) during which the obligated funds can be used (Period of 

                                                 
21 Because each government entity independently awards contracts, enters contract information in their 
contract management system, and uploads the contract activity to FPDS, there was little consistency in 
the auditor naming convention. For instance, KPMG LLP, which performed roughly one-third of all 
audits in the sample, appeared in the database system as “KPMG LLP”, “KPMG L.L.P.”, and “KPMG 
Peat Marwick”. For each named auditor, I obtained data from the system using a wild card search and I 
adopted a standardized naming convention based upon three criteria. First, where multiple auditor 
names were associated with a single vendor identification number, I used as the most frequently 
occurring vendor name as the auditor name. Second, where multiple vendor numbers appeared in the 
database, I identified which vendor identification number was associated with the entity hiring the 
financial statement auditor. I retained only those transactions associated with the work being performed, 
and I adopted the auditor name most frequently occurring with that vendor identification number. Third, 
for auditors that merged during my sample period (e.g., Clifton Gunderson LLP merged with Larson 
Allen to become CliftonLarsonAllen), I retained all associated vendor identification numbers and used 
the last occurring name as the standardized naming convention. 
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Performance Start).22 The federal fiscal year begins on October 1st and ends on 

September 30th of the following calendar year, and government entities can use 

funding from one fiscal year to pay for contract work to be performed in subsequent 

fiscal years (Fahrenthold 2013). While the fiscal year associated with the contract 

action date and the contract performance date generally agreed, some adjustments 

were necessary to adjust for (1) future contract awards, (2) payments associated with 

additional work to be performed; or (3) de-obligation of funding. The fiscal year of the 

contract performance period was used when the fiscal year implied by the action date 

did not match with the period of performance. 

I designated each transaction as either an audit service fee or a non-audit 

service fee based upon the contract issuer and the contract description.23 The annual 

audit fee is the sum of all non-zero dollar contract line items designated as audit fee 

items. The total amount of non-audit service fees is the sum of all other contract 

activity that was paid to the agency’s financial statement auditor during the relevant 

fiscal year. I requested, via the Freedom of Information Act (FOIA), the annual audit 

fees incurred by agencies that are audited by the Government Accountability Office 

(GAO), that are audited by their Office of Inspector General (OIG), or are primarily 

self-funded and exempt from the FPDS reporting requirement.  

Model and Determinants 
To evaluate the validity of my audit fee and financial statement information, I 

replicated the ordinary least squares model (OLS) used by Abbott, Parker, Peters, and 

Raghunandan (2003). Abbott et al. (2003) included size, complexity, and risk based 

                                                 
22 The FPDS data dictionary defines the “Action Date” as the date at which the government and the 
contractor reached an agreement or the date at which the reported action was issued by the government. 
The “Period of Performance Start” is the date that the award begins, the date during which the work can 
be performed.  
23 I consider a contract transaction to be related to audit performance if it was issued to the fiscal year 
signatory auditor and either (1) awarded by the Agency Office of Inspector General or (2) included the 
words “annual audit”, “audit services”, “CFO”, “fisma”, “financial audit”, “financial statement”, “fund 
audit” in the contract description. If I could not identify an audit service fee using these criteria, I 
performed an agency and auditor search in FPDS for to identify the most likely contract number 
associated with audit work. I assumed all work performed under this contract to be financial statement 
audit work. 
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factors to examine the link between audit committee characteristics and audit fees. I 

incorporate non-audit service fees to proxy for the full risk of loss of government 

contracting business, and I incorporate indicator variables to capture the audit risk 

associated with agency visibility, auditor type, and funding sources. In a separate 

regression model, I incorporate the cross-cutting risks identified by the Government 

Accountability Office (GAO) in its biennial high-risk report (Government 

Accountability Office 2017).  

ln(AUDITFEE) = 𝛼 + 𝛽 𝑆𝐼𝑍𝐸 + 𝛽 𝑆𝐼𝐺𝐴𝐶𝐶𝑇𝑆 + 𝛽 𝑅𝐸𝐶𝐼𝑁𝑉 + 𝛽 𝐹𝑂𝑅𝐸𝐼𝐺𝑁1 +
 𝛽 𝐴𝐷𝑉𝐸𝑅𝑆𝐸 + 𝛽 𝐶𝐹𝑂𝐴𝑐𝑡+ 𝛽 𝑆𝐸𝐿𝐹𝐹𝑈𝑁𝐷+ 𝛽 𝐷𝐸𝐵𝑇 +
𝛽 𝑁𝐴𝑆+ 𝛽 𝑇𝐴𝑋𝐺𝑂𝑉 +  𝛽 𝐼𝑁𝐶𝐴𝑃𝑃 +  𝛽 𝐷𝐸𝐶𝐴𝑃𝑃 +
 𝛽 𝐸𝑁𝑉𝐿𝐼𝐴𝐵1 +  𝛽 𝐺𝑅𝐴𝑁𝑇𝑆𝑀𝐺𝑅 + 𝛽 𝑁𝐸𝑇𝐶𝑂𝑆𝑇 +
 𝛽 𝐹𝐼𝑋𝐸𝐷𝐴𝑆𝑆𝑇 +  𝛽 𝐵𝑖𝑔4 +  𝛽 𝑂𝐼𝐺 +
 𝛽 𝐼𝐶𝑂𝐹𝑅𝑀𝑊 +  𝛽 𝐴𝑈𝐷𝐶𝐻𝐴𝑁𝐺𝐸 + 𝛽 𝐴𝑈𝐷𝐼𝑇𝑇𝐸𝑁 +  𝜖 

 

I describe each of these variables, their corporate audit and public sector audit 

comparisons, and the expected directional sign in Figure 4 on page 41. To evaluate the 

robustness of my model, I include agency and fiscal year fixed effects. These fixed 

effects symbolize changes in the reporting environment, the legislative environment, 

and the political climate. 

I performed additional tests to identify influential observations and validate the 

OLS assumptions (Chen, et al. 2003). While the model results were generally 

unchanged after removal of influential observations, removing these outliers improved 

model linearity and normality (Shapiro-Wilk Test = 0.996). Variance Inflation Factors 

(VIF) for each of the model determinants fall within the conventional threshold (Chen, 

et al. 2003, O'Brien 2007).24 I use robust standard errors to correct for 

heteroscedasticity. 

Because of the exploratory nature of my study, I also use backward-

elimination stepwise regression to identify which federal entity risks are relevant to 

the performance of financial statement audits. This approach is consistent with other 

                                                 
24 Variance Inflation Factors (VIF) ranged from 1.03 to 6.72 with an average VIF of 2.37. The 
correlation between SIZE (VIF = 6.72) and NETCOST (VIF = 6.02), the two variables with highest 
VIFs, was not concerning (0.365, p<0.001). 

(1) 
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exploratory research (Ou and Penman 1989, Roberts, Glezen and Jones 1990, Ward, 

Elder and Kattelus 1994). The initial stepwise model incorporates each of the variable 

groupings used in Model 1, above. The model retains those variables that meet the p > 

0.10 exclusion criteria used in STATA. 

 
ln(AUDITFEE)= 𝛼 + 𝛽 𝑆𝐼𝑍𝐸 + ∑𝛽 𝐶𝑂𝑀𝑃𝐿𝐸𝑋𝐼𝑇𝑌 + ∑𝛽 𝐹𝐼𝑅𝑀𝑅𝐼𝑆𝐾 +

∑𝛽 𝐿𝐸𝑉𝐸𝑅𝐴𝐺𝐸 + ∑𝛽 𝐸𝑁𝑇𝐼𝑇𝑌𝑇𝑌𝑃𝐸 +
∑𝛽 𝐺𝑂𝑉𝐸𝑅𝑁𝐴𝑁𝐶𝐸+ ∑𝛽 𝐴𝑈𝐷𝐼𝑇𝐶𝑂𝑀𝑃𝐿𝐸𝑋 +
 ∑𝛽 𝐴𝑈𝐷𝐼𝑇𝑇𝑅𝐴𝐼𝑇𝑆 + 𝜀 

Dependent Variable 
The dependent variable, AUDITFEE, represents the natural log of the annual 

value of the contract between the federal organization and the agency’s financial 

statement auditor. Federal agencies obtain private sector audit services and non-audit 

services on a contract-basis (Government Accountability Office 1988, Government 

Accountability Office 1991). After controlling for agency and audit risk factors, a 

lower audit fee implies both a high level of audit efficiency and a low level of audit 

risk (Hay, Knechel and Wong 2006, Hogan and Wilkins 2006, Chong, et al. 2009).  

Independent Variables 
Size and Complexity. Consistent with the preponderance of corporate audit 

literature (Abbott, Parker, et al. 2003a, Hay, Knechel and Wong 2006), SIZE is 

computed as the natural log of the agency’s total assets. Since government entities do 

not generally use assets to generate a profit (Rubin 1988, Roberts, Glezen and Jones 

1990, Ward, Elder and Kattelus 1994), I include two additional specifications for 

entity size, NETCOST and LNANNAPP. NETCOST is computed as the natural log of 

the entity’s total annual cost of operations, and LNANNAPP is computed as the natural 

log of the amount appropriated to the entity by Congress.   

As in Abbott et al. (2003a), proxies for firm complexity include the number of 

segments and participation in foreign operations. SIGACCTS is defined as the number 

of operating funds listed in Appendix C of the Office of Management and Budget 

(OMB) Circular A-11 (Ward, Elder and Kattelus 1994, Office of Management and 

(2) 
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Budget 2018). This proxy is used because it provides a direct linkage between the 

federal budget and the agency financial statements (Office of Management and Budget 

2018). The indicator variable (FOREIGN1) denotes whether the entity or any of the 

entity’s component (subsidiary) organizations serve an inherently international 

function.25  

Complexity of Operations. The variable RECINV captures the complexity of 

audit procedures required to validate the assumptions related to inventory and 

receivables valuations (Abbott, Parker, et al. 2003a). RECINV is computed as the year-

end balance in the Inventory and Receivables accounts scaled by the year-end Total 

Assets, where Receivables includes all short-term receivables.26  

In addition to NETCOST, which represents both agency size and efficiency of 

operations, I include three variables to capture risks that are unique to the performance 

of federal financial statement audits. These include environmental remediation, federal 

grants management, and fixed asset management. ENVLIAB1 is computed as the 

environmental and disposal liability scaled by total assets. GRANTSMGR, is a 1 or 0 

indicator variable that is set to one when the balance sheet includes an accrued grant 

liability. As in Ward et al. (1994), FIXEDASST is computed as the sum of property, 

plant, and equipment scaled by total assets.27  

 Leverage. Private sector (corporate) and public sector (local government) audit 

fee models include leverage variables to capture the audit risk implied by potential 

firm default (Hay, Knechel and Wong 2006, Deis and Giroux 1992). While federal 

auditors assume the sovereign right of the government to levy taxes on its citizens 

precludes default risk (Office of Management and Budget 2001), federal financial 

                                                 
25 These include the US Agency for International Development, the Department of State, the Export-
Import Bank of the U.S., the Millennium Challenge Corporation, the Overseas Private Investment 
Corporation, the U.S Peace Corps, the Department of Energy, the U.S. Trade and Development Agency, 
the International Trade Administration, the Department of Justice, and the Department of Homeland 
Security. 
26 Based on guidance from OMB Memorandum 01-09, I considered Intragovernmental Accounts 
Receivable, Accounts Receivable, Credit Programs Receivable to be short-term receivables. I exclude 
Taxes Receivable and Loans Receivable. 
27 I include as Property, Plant, and Equipment all real property, fixed assets, computer equipment, 
and/or intellectual property that is owned by the federal entity. 
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statement auditors must also attest to the entity’s management of, and accounting for, 

government liabilities (Office of Management and Budget 2018). The debt-to-assets 

ratio (DEBT), the ratio of long-term liabilities to total assets, captures the agency’s 

ability to meet its long-term obligations with currently available resources.  

 Type of Entity. Two proxies describe the entity operating structure. The 

indicator variable, CFOACT, identifies those highly visible entities named in the CFO 

Act of 1990. The indicator variable, SELFFUND, identifies those government entities 

that are entirely self-funded (Annual Appropriation = 0). This includes those 

government corporations listed in Appendix D of the OMB “Audit Requirements for 

Federal Financial Statements” Memorandum (Office of Management and Budget 

2018).  

Governance. Consistent with the Ward et al. (1994) proposition that an entity’s 

reliance upon taxpayer funding creates a higher level of taxpayer accountability, 

TAXGOV is calculated as the ratio of appropriated funds to total funding. Two 

variables capture the federal entity’s accountability to Congress. INCAPP is an 

indicator variable to capture whether the appropriated funding increased over the 

previous fiscal year. DECAPP is an indicator variable to capture whether the 

appropriated funding decreased since the previous fiscal year award. As non-audit 

services also serves as a proxy for auditor oversight embedded within the government 

contracting mechanism, NAS, the ratio of non-audit service fees to audit service fees, 

controls for those limitations in auditor independence that may result from the 

continuous pursuit of complementary government contract business.  

Audit Complexity. Two proxies capture the linkage between the quality of the 

internal control environment and audit fees. The ADVERSE indicator reflects when the 

auditor issues a qualified audit opinion. The indicator variable (ICOFRMW) captures 

the occurrence of a material weakness in internal control over financial reporting.  

Auditor Traits. The BIG4 indicator, which is set to 1 when the agency financial 

statement audit was performed by either Deloitte, Ernst and Young, KPMG, or 

PricewaterhouseCoopers, captures the size-related differences in audit firm quality 
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(Palmrose 1986a, DeAngelo 1981b). Likewise, the indicator variable OIG captures 

when the entity used a governmental auditor, either their own Office of Inspector 

General or the Government Accountability Office, to perform their financial statement 

audit.  

Auditor Efficiency. The variable AUDITTEN measures the number of 

consecutive years for which the audit firm performed the financial statement audit. 

Auditor tenure should capture the audit efficiencies gained through on-the-job-

learning. Finally, the indicator variable AUDCHANGE captures the independence 

implied by the continuous re-competition for audit work.
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Audit Fee Category 
(Hay et al. 2006) 

Federal Government Model  
(Tribou 2019) 

Corporate Audit Fee Model  
(Simunic 1980) 

State/Local Government Model  
(Rubin 1988) 

Size 
(+) Assn 

SIZE  
ln(Total Assets) 

ln(Total Assets) 

Number of employees working for a 
specific school district 

NETCOST  
ln(Net Cost) 

Population of state or local 
government  LNANNAPP 

Natural log of the agency’s annual 
appropriation 

Complexity of 
Operations 
(+) Assn 

SIGACCTS 
Square root of the number of 

Significant Funds listed in OMB A-11, 
Appendix D 

Square Root of the Number of 
Subsidiaries 

(Abbott et al. 2003a) 

Number of different services a city 
provides outside of police, fire, and 
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Figure 4: Model Determinants and their Comparisons from Private (Corporate) and Public (State/Local Government) 
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Audit Fee Category 
(Hay et al. 2006) 

Federal Government Model  
(Tribou 2019) 

Corporate Audit Fee Model  
(Simunic 1980) 

State/Local Government Model  
(Rubin 1988) 

Riskiness of 
Operations 
(+) Assn 

GRANTSMGR 
1 or 0 if entity recorded grants 

management liability 

(Inventory + Receivables) 
Total Assets General fixed assets funds (Ward et al 

1994) 
FIXEDASST 

Fixed Assets scaled by Total Assets 
Contingent Liability 

Leverage 
(+) Assn 

DEBT 
____Debt____ 
Total Assets      

Current Ratio 
Per Capita Debt 

Quick Ratio 
____Debt____ 
Total Assets      

Bond Ratings 

Management / 
Accountability 
Structure 

SELFFUND 
1 or 0 if entity is entirely self-funded 
(Annual Appropriation Amount = 0) 

1 / 0 for publicly held vs. privately held 
organization 

Type or Form of Government (Ward et 
al. 1994) CFOACT 

1 or 0 for agency named in the CFO 
Act of 1990 

1 / 0 for presence of institutional 
investors 

TAXGOV Ratio of Appropriated 
Dollars to Total Funding Sources 

Independence of board  1 or 0 for hiring of a new CFO 

INCAPP 
1 or 0 for increase in Federal 

Appropriation 
CEO / Board Chairman Duality 

% of revenue raised locally through 
taxes 

(Ward et al. 1994) 
DECAPP 

1 or 0 for decrease in Federal 
Appropriation Existence of Audit Committee (Abbott 

et al 2003; (-) assn with NAS) 
Property tax rate (Ward et al. 1994) 

  NAS 
Ratio of Non-Audit Services to Audit 

Services Fee 
Figure 4, Continued 
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Audit Fee Category 
(Hay et al. 2006) 

Federal Government Model  
(Tribou 2019) 

Corporate Audit Fee Model  
(Simunic 1980) 

State/Local Government Model  
(Rubin 1988) 

Audit Complexities 

ADVERSE 
1 or 0 for a reported adverse opinion  

1 or 0 for a reported adverse audit opinion 
# of adjusting entries recommended by 
auditors at year end (Ward et al 1994) 

ICOFRMW 
1 or 0 for a reported material weakness 

in financial reporting 

1 or 0 for a reported material weakness in 
financial reporting 

 

1 or 0 for a restatement  

Auditor Traits  

Big4 
1 / 0 for Big 4 Auditor 

Big N: 1 / 0 for use of a Big 4 Auditor  
Big N: 1 or 0 for use of a Big N 

auditor interacted with the size of the 
reporting entity 

AUDITTEN 
Length of time (years) for incumbent 

auditor 

Length of time (years) for incumbent 
auditor 

If the audit engagement is subject to a 
periodic recompete process, # of years 

tenure; else zero 

AUDCHANGE 
1 / 0 for new auditor 

1 / 0 indicator for a change in auditor 
(-) Assn 

If the audit engagement is not subject 
to a periodic recompete process, # of 

years tenure ; else zero 

Figure 4, Continued 
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Table 1, Sample 
Panel A: Sample Selection  

Agencies named within the CFO Act of 1990 264  
Subsidiaries named within financial statements of CFO Act Agencies 550  
Significant entities named within the Consolidated FS of the United States 132  
Other federal entities listed in the OIG Directory and Consolidated FS 308  
Government corporation 110   

Named federal agencies, administrations, corporations, and subsidiaries  1364 

   
Less:    

Subagencies that do not issue separately audited financial statements 127  
No audit report issued during fiscal year 54  
Pending issuance of current fiscal year audit report 11  
Financial Statements unavailable due to National Security Interest 22   

Total Deductions  214 

Audit reports available  1150 

   
Less:    

Major DOD Subagencies 84  
Audit fees not available 231  
Pending receipt of documents from agency 191  

  514 

Sample Size  644 

Unique Entities  76 
 
Table 1, Panel B: Observations by Fiscal Year 

Fiscal Year  Frequency  Percent 

2008  45  6.99% 

2009  60  9.32% 

2010  61  9.47% 

2011  67  10.40% 

2012  65  10.09% 

2013  64  9.94% 

2014  64  9.94% 

2015  64  9.94% 

2016  59  9.16% 

2017  59  9.16% 

2018  36  5.59% 

  644  100.00% 
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Table 1, Panel C: Observations by Agency Size 

Category Frequency Percent 
Agency Designated in CFO Act  206 31.99% 
Subsidiary to CFO Act Agency 176 27.33% 
Significant Entity 111 24.69% 
Additional Entity/Fund 151 15.99% 

   
Total Observations 644 100.00% 

 
 
Table 1, Panel D: Observations by Audit Firm Size/Type  
 
Audit Firm Size/Type Frequency Percent 
Big Four Auditors   

KPMG LLP 210 32.61% 
Ernst and Young LLP 40 6.21% 
PricewaterhouseCoopers LLP 16 2.48% 
Deloitte LLP 12 1.86% 

 278 43.17% 
Regional/National Auditors   

CliftonLarsonAllen LLP 79 12.27% 
Grant Thornton International 6 0.93% 
Baker Tilly 5 0.78% 

 90 13.98% 

   
Small/Local Auditors (15 firms)   

Kearney and Company  38 5.90% 
Leon Snead & Co., PC 28 4.35% 
Dembo Jones 17 2.64% 
All others 98 15.22% 

 181 28.11% 

   
Government Auditor 95 14.75% 

   
Total  644 100.00% 
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CHAPTER IV 

RESULTS AND DISCUSSION 

Descriptive Statistics 
I report descriptive statistics for federal government audit fees, audit risk 

factors, and the audit environment in Table 2, Panel A, on page 61. Federal agencies 

are generally large and complex, carrying mean (median) assets (SIZE) of roughly 

$427 billion ($8.8 billion), receiving an average annual appropriation of $37.1 billion 

($392 million), and comprising approximately four budgetary operating funds 

(SIGACCT). The mean (median) cost of agency operations (NETCOST) is $53.8 

billion ($1.07 billion). Roughly 20 percent of agencies in my sample had oversight of 

foreign programs (FOREIGN1). Compared with private sector firms, federal agencies 

hold relatively low balances of inventories and receivables (RECINV) relative to total 

assets (9.6 percent).28 

Federal appropriations appear to be upwardly sticky; 51.9 percent of sample 

observations reflected an increase (INCAPP) in appropriated funding, while only 23.3 

percent of sample observations represented a decrease (DECAPP) in appropriated 

funding. On average, congressional appropriations (TAXGOV) comprise 78 percent of 

an entity’s total funding. Roughly 24 percent of entities within my sample are entirely 

self-funded (SELFFUND) and receive no federal appropriation.  

The Government Accountability Office (GAO) high-risk items (Government 

Accountability Office 2017) appear to be concentrated within select agencies. On 

average, long-term liabilities for taxpayer-owed goods and services, constructed using 

the debt-to-assets ratio (DEBT), are roughly equal to total assets (93.4 percent). The 

average environmental remediation liability (ENVLIAB1) equated to 3.7 percent of 

total assets, with the interquartile range spanning from zero to 0.1 percent. On average, 

                                                 
28 As a comparison inventories and receivables comprised 23 percent of firm total assets in Simunic’s 
seminal audit fee study. Firms in both Abbott et al. (2003) and Hogan and Wilkins’ (2008) study held 
inventories and receivables comprising roughly 27-28 percent of total assets.  
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fifteen percent of the sample had grants management (GRANTSMGR) responsibility; 

the interquartile range had no grants management responsibility. On average, fixed 

assets (FIXEDASST) comprised 17.4 percent of total assets, with an interquartile range 

spanning from 0.1 percent to 25 percent.   

The market for federal agency audit services is considerably different from 

previous studies of the private and public sectors. Just under half of the agencies in my 

sample (43.2 percent) used a Big 4 (Big4) auditor to perform their financial statement 

audit, which is lower than the concentration of Big N auditors in Simunic’s (1980) 

study (72.8 percent) and comparable to the concentration of Big N auditors in Rubin’s 

(1988) seminal local government study (47 percent). Roughly 15 percent of audits 

were performed by a government auditor (OIG). This concentration is considerably 

lower than the 60 percent figure reported in federal audit fee studies in New Zealand 

and Western Australia.29 The average audit tenure (AUDITTEN) in my study is 4.1 

years, which is comparable to that reported by Copley and Doucet (1993) and Ghosh 

and Siriviriyakul (2018). The issuance of a modified opinion (ADVERSE) in federal 

government agencies occurs with lower frequency (4.2 percent) than in either the 

private sector or the public sector.30 Roughly 25 percent of federal agency-years 

included a reported material weakness in financial reporting (ICOFRMW). 

Univariate Analysis 

Partition by Agency Visibility 
In Panel B of Table 2 (page 62), I report descriptive statistics after partitioning 

my data by agency size and political visibility (CFOACT = 1) to examine whether 

agency size differentially impacts my model variables. Unsurprisingly, the 24 most 

visible federal agencies possess larger quantities of assets (SIZE) than small federal 

                                                 
29 Sixty percent of audits in Chong et al.’s (2009) study of government corporations in Western 
Australia were performed by government auditors. Similarly, 58 percent of audits in Bradbury’s (2017) 
study of government corporations were performed by government auditors. 
30 Eight percent of firm-year observations in Simunic (1980) reported a modified audit opinion, while 
28 percent of firm year observations in Rubin (1988) reported a modified audit opinion. More recently, 
12.2 percent of Abbott et al. (2003a)’s sample reported a modified audit opinion.  
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agencies; the average total assets for CFO Act Agencies ($1.22 trillion) is driven by 

the retirement securities held by the Social Security Administration and the financial 

holdings of the Department of the Treasury. Likewise, the CFO Act agencies carry a 

higher cost (NETCOST) to taxpayers than the smaller federal entities ($151.75 billion 

versus $4.76 billion). This is consistent with the idea that large government 

organizations offer a wider array of non-essential services than small government 

organizations (Rubin 1988). 

The CFO Act agencies present separate audit risks than the less visible 

government agencies. On average, CFO Act agencies possess a higher debt ratio 

(DEBT) – that is, liability for future public services – than small government entities 

do (1.485 versus 0.657).31 More than 30 percent of CFO Act agencies have grants 

management responsibility, compared with 7 percent of other entities. On average, the 

environmental remediation liability (ENVLIAB1) of a CFO Act agency comprises 10.7 

percent of total assets; for smaller entities, the average environmental remediation 

liability comprises 0.1 percent of total assets. Conversely, the smaller entities possess 

a higher proportion of fixed assets (FIXEDASST) relative to total assets than the CFO 

Act agencies do (18.5 percent versus 14.6 percent). 

CFO Act agencies also appear to present different audit and financial reporting 

control risks than small federal agencies. The CFO Act Agencies had more 

occurrences of qualified (ADVERSE) audit opinions (8.4 percent of agency years 

versus 2.6 percent of agency years) and financial reporting material weaknesses 

(ICOFRMW) than small federal entities (41.9 percent of agency years versus 15.9 

percent of agency years). Accordingly, the average audit fee for CFO Act Agencies 

was $4.43 million, while the average audit fee for a small government organization 

was $1.23 million. On average, large government utilized a Big 4 (Big4) auditor 

roughly 60 percent of the time, while small government organizations utilized a Big 4 

                                                 
31 A federal entity’s balance sheet is comprised of Assets, Liabilities, and Net Position. An agency’s 
Cumulative Results of Operations, a component of Net Position, can be positive or negative such that 
an agency’s Debt-to-Assets ratio can be greater than 1.00.  



Texas Tech University, Kimberly Jane Tribou, May 2019 

49 

auditor about 14 percent of the time. The CFO Act agencies and the smaller entities 

utilized government auditors (OIG) with statistically similar frequencies.  

Partition by Auditor Type  
Because of the noted differences in audit fees and audit performance amongst 

government and private auditors (Chong, et al. 2009, Bradbury 2017), I partition my 

data by auditor type (OIG = 1) in Table 2, Panel B. The use of a government auditor is 

heavily concentrated in financial entities (e.g., the Securities and Exchange 

Commission (SEC), the Federal Deposit Insurance Corporation (FDIC), the Internal 

Revenue Service, the Troubled Asset Relief Program, and the Consumer Financial 

Protection Bureau). Other entities – such as the Department of Housing and Urban 

Development and the Environmental Protection Agency – utilize a government auditor 

because of the unique operational risks involved.  

In many respects, entities utilizing a government auditor are structurally 

similar to entities that hire an independent public accountant (IPA). Compared with 

entities utilizing an IPA, entities utilizing a government auditor receive statistically 

similar congressional appropriations (ANNAPP of $28.6 billion and $38.6 billion, 

respectively), hold similar quantities of inventories and receivables (INVREC of 9.5 

percent and 9.7 percent, respectively), and rely upon comparable funding sources 

(TAXGOV of 65.5 percent and 80.3 percent, respectively). Agencies audited by 

government auditors tend to be smaller (SIZE of $57 billion and $497 billion) and 

carry lower operating costs (NETCOST of $26.5 billion and $59.425 billion) than 

agencies audited by IPAs. Entities utilizing a government auditor operate more budget 

segments (6.29 versus 3.49 SIGACCTS) and have a higher concentration of self-

funded organizations (31.6 percent versus 22 percent SELFFUND). 

Entities audited by government auditors report qualified audit opinions 

(ADVERSE) at frequencies that are statistically similar to entities audited by IPAs (6.3 

percent versus 4.2 percent); however, entities audited by government auditors report 

higher frequencies of financial reporting (ICOFR) material weaknesses (36.8 percent 
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of agency year observations versus 22.7 percent of agency-year observations.). 

Compared directly, audit fees remitted to government auditors are significantly less 

($1.638 million versus $2.431 million) than audit fees remitted to IPA firms. 

Partition by Funding Status 
 In Table 2, Panel B, I partition my data by funding status (SELFFUND = 1) to 

determine whether differences in the accountability structures impact entity financial 

and operating structures. Self-funded agencies are smaller (SIZE of $56.3 billion 

versus SIZE of $547 billion) and operate fewer operating budget accounts (1.07 

SIGACCTS compared with 4.77 SIGACCTS) than other government organizations. 

Ten percent of the self-funded entities in my sample have grants management 

responsibilities (GRANTSMGR); however, few of the self-funded entities in my 

sample have environmental liability remediation liabilities (ENVLIAB1 < 0.001). This 

is logical, given that self-funded agencies, such as the Pension Benefit Guaranty 

Corporation, the SEC, the FDIC, and the United States Postal Service, are typically 

organized for a specific purpose.  

 Self-funded entities utilize government auditors (OIG) at a marginally higher 

frequency than appropriation-funded entities (20.1 percent versus 13.3 percent, 

t=1.77) and utilize Big 4 auditors at lower frequencies (36.3 percent of agency years 

versus 45.4 percent of agency years). None of the sampled self-funded entities 

reported an adverse (ADVERSE) audit opinion, compared with 6.5 percent of entities 

receiving a congressional appropriation. Likewise, the self-funded government entities 

reported statistically fewer material weaknesses in financial reporting (ICOFRMW) 

than did entities receiving a congressional appropriation (8.3 percent of agency-years 

versus 29.8 percent of agency-years). 

Correlation Analysis 
I compute pairwise correlations to identify the interrelationships amongst my 

primary model variables and determine whether there is an additional need for 
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corrective measures to address multi-collinearity. I report these correlations in Table 3 

beginning on page 63. 

Consistent with prior literature, I find that audit fees are positively correlated 

with each of my three proxies for entity size: total assets (SIZE: 0.178, p<0.001), 

NETCOST (0.435, p<0.001), and LNANNAPP (0.466, p<0.001). Likewise, both the 

oversight of foreign operations (FOREIGN1) and the number of operating budget 

accounts (SIGACCTS), proxies for entity complexity, are positively and significantly 

correlated with audit fees. Likewise, audit fees are positively correlated with the GAO 

high-risk measures, including GRANTSMGR (0.191, p<0.001), FIXEDASST (0.084, 

p=0.034) and ENVLIAB1 (0.260, p<0.001). Audit fees are unrelated to the inventory 

and receivables volume. 

Audit fees were positively correlated with an increase (INCAPP) in annual 

appropriation (0.093, p=0.019), which suggests that the injection of new funding may 

place strains on existing control systems. Audit fees were generally uncorrelated with 

a decrease in annual appropriation (DECAPP) or the reliance on annual appropriated 

funds (TAXGOV). In contrast with private sector audit literature, non-audit services 

were uncorrelated with audit fees.   

Auditor quality and audit performance variables tend to follow prior literature 

(Hay, Knechel and Wong 2006). The identification of an adverse (ADVERSE) audit 

opinion (0.147, p<0.001) and the reporting of a material weakness (ICOFRMW) in 

financial reporting (0.289, p<0.001) are both positively associated with audit fees. 

Audit tenure is positively associated with audit fees (0.144, p<0.001), and auditor 

change is marginally associated with audit fees (-0.071, p=0.071).  

The use of a Big 4 auditor is positively associated with audit fees (0.417, 

p<0.001), while the use of a government auditor (OIG) is negatively associated with 

audit fees (-0.081, p=0.04). The use of a Big 4 auditor is also positively correlated 

with my size, complexity (SIGACCTS, FOREIGN1), and audit complexity 

(ADVERSE) variables.  
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The use of a government auditor (OIG) is only marginally correlated with 

agency self-funded (SELFFUND) status (0.070, p=0.077) and positively associated 

with the reporting of a financial reporting material weakness (0.119, p=0.003). While 

the use of a government auditor is uncorrelated with the TAXGOV variable, it is 

positively correlated with the DECAPP indicator (0.092, p=0.020), which suggests 

that agencies may rely on the use of internal auditors when congressional 

appropriations are reduced. 

Since 76 percent of entities within my sample rely upon congressionally 

appropriated funding, it is unsurprising that LNANNAPP is positively correlated with 

certain size (SIZE, NETCOST), complexity (SIGACCTS), and GAO High Risk 

variables (GRANTSMGR). Given the magnitude of correlation between LNANNAPP 

and SIZE (0.541, p<0.001) and LNANNAPP and NETCOST (0.806, p<0.001), I 

exclude LNANNAPP from my multivariate models. Instead, I use INCAPP and 

DECAPP in my model to measure the impact of congressional oversight that is 

implied by the annual appropriation.   

Multi-Variate Analysis 

Private Sector Audit Determinants 
I replicate the audit fee model used by Abbott et al. (2003a) to validate my data 

and to estimate a baseline measure of model effectiveness. I use the Abbott et al. 

(2003a) model because it is well-parsed and widely used; it includes 1-2 variables to 

capture firm size, firm complexity, audit complexity, and audit risk. Unlike audit fee 

models that include asset productivity, accruals quality, and stock performance 

variables that are unrelated to federal agency performance, each of the Abbott et al. 

(2003a) variables has relevance in both the private sector and in federal government 

entities. My results for the base replication are reported in Table 4, Model 1, which 

appears on page 66. I summarize all variables in Figure 4 on page 41. 

As in Abbott et al. (2003a), agency total assets (SIZE: 0.365, p<0.001) the 

number of operating budget accounts (SIGACCTS: 0.090, p=0.048), the foreign 
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operations indicator (FOREIGN1: 0.405, p<0.001), and the identification of an 

adverse audit opinion (ADVERSE: 0.619, p<0.001) are each positive and significant 

determinants of audit fees. Contrary to Abbott et al. (2003a), the inventory/receivables 

ratio (RECINV) is not associated with audit fees. The lack of a relationship between 

inventory and receivables may be explainable by the fact that few agencies routinely 

hold inventories and collect payments. For those agencies that do, inventories are a 

relatively minor component of total assets. My base model R2 of 0.631 is comparable 

to that reported in Abbott et al. (2003a). 

Having initially validated my data, I incorporate two other control variables to 

capture differences in organizational structure and management within Table 4, Model 

2. The variable CFOACT, which captures both the visibility of the agency and the 

expected size of the contract, is positively associated with audit fees (0.453, p<0.001); 

however, the SELFFUND indicator is unrelated to audit fees. The coefficient on 

SIGACCTS loses its significance upon the inclusion of the CFOACT variable; this can 

potentially be explained by the high degree of correlation between CFOACT and 

SIGACCTS (0.564, p<0.001).32 I use the results of Table 4, Model 2 as my baseline 

measure of model efficiency (R2 = 0.645). 

In Table 4, Model 3, I include two other variables that have been used in 

private sector audit fee models: DEBT and NAS. As in the private sector audit fee 

literature, DEBT (0.024, p<0.001) is a positive and significant determinant in audit fee 

pricing, even though it carries a conceptually different meaning. Curiously, and in 

contrast with prior literature (Whisenant, Sankaraguruswamy and Raghunandan 2003, 

Abbott, Parker, et al. 2003b, Palmrose 1986b), I find audit service fees and non-audit 

service fees (NAS) to be negatively correlated (-0.088, p<0.001). This relationship 

could be driven by two possible explanations. First, non-audit consulting work could 

provide auditors with a deeper understanding of government operations. Hence, this 

insider knowledge decreases the required level of audit effort and decreases audit fees. 

                                                 
32 Although the correlation between SIGACCTS and CFOACT is high, the Variance Inflation Factors 
(VIF) for Model 2 were not concerning. VIFs for Table 4, Model 2 ranged from 1.03 to 2.16. 
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Second, audit firms could discount audit and non-audit services contract work to gain 

future, more lucrative contracts. 

Determinants Representing Federal Agency Risks 
In Table 4, Model 4, I incorporate the three governance controls (TAXGOV, 

INCAPP, and DECAPP) to capture the audit complexity added by reliance on taxpayer 

funding (Baber 1990), accountability to Congress, and management of funding 

fluctuations. None of these three variables were significant audit fee determinants. 

This lack of significance may be attributable to mechanisms embedded within the 

federal contracting environment. The GAO recommends the use of multi-year 

contracts as a best practice (Government Accountability Office 1991, Government 

Accountability Office 1988). Since the federal entity obligates, or sets aside, the full 

(multi-year) value of the contract when it is awarded, vacillation in congressional 

appropriation should not impact the availability of funds for future payment. Likewise, 

the use of multi-year contracts allows auditors to incorporate learned efficiency in 

contract pricing. Since auditors submit their annual pricing plan with their proposed 

contract terms, they have likely already incorporated procedures related to changes in 

funding. 

 I incorporate federal agency risks in Table 4, Model 5. NETCOST, a proxy for 

both size and operating efficiency, is positively associated with audit fees (0.122, 

p<0.001). This suggests that federal entity auditors have a responsibility for assuring 

the effectiveness and efficiency of entity operations as well as the presentation of 

financial statements. Two of the three high-risk items – GRANTSMGR (0.294, 

p<0.001) and FIXEDASST (1.212, p<0.001) were positively correlated with an 

increase in audit fees; the third, ENVLIAB1, was marginally correlated (0.250, 

p=0.083).  

Audit Performance Determinants 
 In Table 4, Model 6, I examine the auditor trait and audit performance 

determinants. As in both private sector and local government audit fee studies (Baber, 
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Brooks and Ricks 1987, Rubin 1988, Deis and Giroux 1992, Copley and Doucet 

1993b, Ward, Elder and Kattelus 1994), the use of a Big 4 (Big4) auditor carries an 

audit fee premium (0.777, p<0.001). Using the coefficient from my fully specified 

model (Table 4, Model 7), this results in a fee premium of roughly 74 percent 

compared with the use of a regional or local auditor.33  

The use of a government auditor (OIG) also carries a fee premium over the use 

of a regional or local auditor (0.435, p<0.001). Economically, the use of a government 

auditor is associated with a 84.08 percent fee premium.34 This finding is consistent 

with Chong et al. (2009), who found that the “Big 4” premium is virtually eliminated 

upon controlling for organizational complexity and organizational size. While I would 

expect the use of a government auditor would result in cost savings over the use of an 

IPA (Office of Management and Budget 2003), the cost premium associated with use 

of a government auditor may be justified for auditing “inherently governmental 

activities,” such as insuring financial institutions (i.e. FDIC) or collecting taxes (i.e. 

IRS). 

I also incorporate an indicator variable to capture the effect that a reported 

material weakness in financial reporting has upon audit fees. As in prior research, 

material weaknesses in financial reporting are a significant and positive determinant of 

audit fees (0.372, p<0.001).  

Curiously, I did not find a relationship between audit fees and audit tenure 

(AUDITTEN) or audit fees and auditor change (AUDCHANGE). While this is contrary 

to prior literature, this discrepancy can be explained by the relative transparency and 

“best cost” nature of government contracting (48 C.F.R. §15.4). Federal entity 

contracts are limited in duration and force a re-competition at the contract’s end. Audit 

firms’ limited cognizance of their competitors’ labor rates may negate any fee savings 

                                                 
33 I compute the percent change for Big4 as (eβ – 1) *100, (e0.567-1)*100 = 76.21 percent. I use the 
coefficient from the fully specified model without fiscal year or agency fixed effects (Table 4, Model 
7). 
34 I compute the percent change for OIG as (e0.579-1)*100 = 78.40 percent. I use the coefficient from the 
fully specified model without fiscal year or agency fixed effects (Table 4, Model 7). 
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realized by changing auditors. Likewise, an agency Contract Officer selects the audit 

firm for the stated value they can provide to the government; “best cost” may not 

actually include the added efficiency implied by auditor tenure.  

I include all size, complexity, audit performance, and federal agency risk 

variables in Table 4, Model 7. Overall, I find that certain determinants from the audit 

of publicly traded corporations are positively correlated with audit fees. These include 

SIZE (0.213, p<0.001) foreign operations (FOREIGN1: 0.365, p<0.001), and DEBT 

(0.017, p<0.001). Other audit fee determinants from audits of publicly traded 

corporations – non-audit services (NAS: -0.076, p<0.001) and the number of operating 

budget accounts (SIGACCTS: -0.151, p<0.001) – are statistically significant 

determinants but are negatively correlated with audit fees. The use of the fully 

specified model affirms that the four GAO High Risk areas (ENVLIAB1, NETCOST, 

GRANTSMGR, and FIXEDASST) add complexity to auditing federal government 

entities and are positively correlated with audit fees. The identification of a material 

weakness in financial reporting (ICOFRMW: 0.372, p<0.001) and the auditor type 

(Big4 or OIG) are each positively correlated with audit fees. The fully specified model 

carries an R2 of 0.788. My results are robust for inclusion of fiscal year fixed effects 

(Table 4, Model 8).  

I incorporate agency fixed effects in Table 4, Model 9 and both fiscal year and 

agency fixed effects in Table 4, Model 10. Because each federal entity is created for a 

distinct purpose, the significance on my individual model determinants is eroded by 

the inclusion of agency fixed effects. 

Cross-Sectional Analyses 
 I perform cross-sectional analyses to determine whether differences in sub-

sample compositions (CFO Act agencies, self-funded agencies, and government 

audited agencies) are driving my results. I perform this analysis using the five audit 

fee determinants from Abbott et al. (2003a) and the four proxies for cross-cutting 
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federal agency financial statement risk. I define all variables as above. The results of 

these cross-sectional analyses appear in Table 5, page 69. 

 I examine the direction and magnitude of coefficients for CFO Act agencies 

(CFOACT = 1) in Table 5, Model 1. Total assets (SIZE: 0.193, p<0.001), foreign 

operations (FOREIGN1: 0.884, p=0.001), and the issuance of a qualified audit opinion 

(ADVERSE: 0.379, p=0.074) loaded in the expected direction. The ratio of inventories 

and receivables (RECINV) was a significant audit fee determinant, but was negatively 

correlated with audit fees (0.958, p<0.001). Of the four government sector risk 

determinants included in the model, DEBT (0.037, p<0.001), ENVLIAB1 (0.392, 

p=0.021), and GRANTSMGR (0.787, p<0.001) loaded as positive and significant 

determinants in predicting CFO Act agency audit fees. Given the derivation of these 

cross-cutting agency risks, these results suggest that audit firms consider both 

programmatic effectiveness and financial efficiency when estimating annual audit 

fees.  

 In Table 5, Model 2, I examine which audit fee determinants are important in 

predicting the audit fees of self-funded entities (SELFFUND =1). These entities are 

markedly different than agencies receiving appropriated funds. That is, self-funded 

entities include both government corporations and fee-driven federal entities.35 The 

Tennessee Valley Administration and United States Postal Service even file reports 

with the Securities and Exchange Commission.  

In my regression model for self-funded entities, SIZE (0.406, p<0.001) and 

SIGACCTS (0.691, p=0.10) were positive and significant determinants in predicting 

audit fees36. RECINV (3.903, p<0.001), which did not load in previous models, loaded 

as a positive and significant determinant. Likewise, FIXEDASST (1.749, p<0.001) also 

                                                 
35 Examples of government corporations in my sample include the Federal Crop Insurance Corporation, 
the Federal Deposit Insurance Corporation, Pension Benefit Guaranty Corporation, Federal Prison 
Industries, Inc., the St. Lawrence Seaway Development Corporation, and the Corporation for National 
and Community Service (CNCS). Examples of fee-based government entities include the U.S. Patent 
and Trade Office, the Consumer Financial Protection Bureau, the Military Retirement Fund, the 
Tennessee Valley Administration, and the United States Postal Service. 
36 ADVERSE, one of the five Abbott et al. (2003a) audit fee determinants, was excluded from the model 
due to perfect collinearity. 
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loaded as positive and significant. These results support the corporate nature of these 

entities.  

 Bradbury (2017) computed the fee savings realized by New Zealand 

corporations when using a government auditor instead of a Big 4 auditor. To examine 

whether this is true of my sub-sample of government corporations, I include Big4 

(1.622, p<0.001) and OIG (2.041, p<0.001) indicators in Table 5, Model 3. Both of 

these determinants loaded significantly and positively, which indicates a fee premium 

above audit fees paid to local and regional audit firms. However, the fee charged by 

government auditors is represents an increase of 670 percent above the fee charged by 

local and regional audit firms. The fee charged by Big 4 auditors represents an 

increase of 400 percent above the fee charged by regional and local audit firms.37 This 

finding, again, supports the notion that federal entities utilize government auditors 

when necessitated by supervening risks. 

Given the preceding discussion of outsourced versus in-house audit services 

amongst government corporations (Bradbury 2017, Chong, et al. 2009), I compute the 

regression coefficients for audits performed by government (OIG) auditors (Table 5, 

Model 4) and Big4 auditors (Table 5, Model 5). Government auditors place emphasis 

on SIZE (0.446, p<0.001) and FIXEDASST (9.189, p=0.003) variables; these 

determinants load in the direction, and with the significance, expected from prior 

literature and prior tests.38 The SIGACCTS and RECINV (-0.757, p<0.001) variable 

loaded negatively and significantly for government audited firms; this suggests that 

government auditors lack concern for traditional audit risks.  

Big 4 auditors priced SIZE (0.232, p<0.001) and FIXEDASST (0.728, p=0.014) 

in federal entity audit fees. Where SIGACCT was a negatively correlated with 

government-performed audit fees (-0.178, p<0.001), SIGACCT was positively and 

significantly correlated with Big4-performed audit fees (0.321, p<0.001). The 

                                                 
37 I compute the economic significance for OIG auditors as (e2.042-1)*100. I compute the economic 
significance for Big 4 auditors as (e1.622-1)*100 
38 FOREIGN1 and GRANTSMGR were omitted from the OIG Audit Fee Model due to perfect 
collinearity. 
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ENVLIAB1 determinant loaded positively and significantly for Big 4 audit firms, 

which implies that, relative to government auditors, Big 4 auditors must expend time 

developing the knowledge set required to audit this liability. 

For Big 4 auditors, the identification of an adverse opinion (ADVERSE: 0.724, 

p<0.001) carries a fee premium; this same determinant did not load in the government 

auditor regression. This is especially curious, given that government-audited firms 

reported adverse opinions (6.3 percent versus 4.6 percent) and material weaknesses in 

financial reporting controls (36.8 percent versus 24.8 percent) at a higher frequency 

than the sampled population. Since government auditors are not necessarily subject to 

contract ceiling prices, this could indicate that government auditors expend a 

consistent level of audit effort regardless of the surrounding control environment 

quality. It could also indicate an IPA firm’s reticence at issuing a material weakness 

finding given their desire to win the contract re-negotiation (Hogan and Martin 2009, 

Blankley, Hurtt and MacGregor 2012, Ettredge, et al. 2011, Ettredge, Li and Scholz 

2007). 

Confirmatory Analysis Using Step-wise Regression 
Given the exploratory nature of my research questions, I use backward-

elimination stepwise regression to confirm which federal entity risks are relevant to 

the performance of financial statement audits. I begin with the twenty-one variables 

from the fully specified audit fee model (Table 4, Model 7). I retain all five Abbott et 

al. variables (2003a) as a single item and I set the exclusion criteria at p > 0.10 to 

arrive at my stepwise model. The regression results from the step-wise regression 

appear in Table 6, page 70. All variables are defined as in Figure 4.  

 I report the results from the regression model derived from the backward-

elimination stepwise regression technique in Table 6, Model 1. Several private sector 

audit fee determinants loaded as significant determinants in the stepwise model. These 

included my size-based proxy for audit risk (SIZE: 0.182, p<0.001), my two 

operational complexity proxies for audit risk (FOREIGN and RECINV), and my 

leverage proxy (DEBT: 0.012, p=0.05). As in my main analysis, my proxies for 
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auditor type (BIG4, OIG), and audit complexity (ADVERSE, ICOFRMW) loaded as 

significant and positive audit fee determinants. Three of the four federal entity risks 

(NETCOST, GRANTSMGR, FIXEDASST) were positive and significant audit fee 

determinants, and ENVLIAB1 was marginally significant (0.271, p=0.053). Overall, 

the results from the stepwise regression were consistent with my main analysis, and 

the model had similar explanatory power (Adjusted R2 = 0.751).
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Table 2, Descriptive Statistics 
Panel A: Sample Summary Statistics 

Variable Name Mean 
25th 

Percentile Median 
75th 

Percentile 
Standard 
Deviation 

Audit Fee ($Mill) 2.285 0.218 1.068 2.493 3.320 
SIZE ($Mill) 426,652.400 582.398 8,786.867 64,080.460 2,470,517.000 
NETCOST ($Mill) 53,829.220 69.451 1,065.410 16,455.760 172,836.100 
LNANNAPP($Mil) 37,114.510 11.421 391.934 12,946.890 124,107.400 
SIGACCTS 3.871 1.000 1.000 2.000 6.254 
FOREIGN1 0.196 0.000 0.000 0.000 0.397 
RECINV 0.096 0.004 0.020 0.066 0.186 
ADVERSE 0.045 0.000 0.000 0.000 0.208 
NAS 0.146 0.000 0.000 0.000 1.335 
CFOACT 0.334 0.000 0.000 1.000 0.472 
SELFFUND 0.244 0.000 0.000 0.000 0.430 
Big4 0.432 0.000 0.000 1.000 0.496 
OIG 0.148 0.000 0.000 0.000 0.355 
TAXGOV 0.779 0.187 0.943 1.023 3.246 
INCAPP 0.519 0.000 1.000 1.000 0.500 
DECAPP 0.233 0.000 0.000 0.000 0.423 
ENVLIAB1 0.037 0.000 0.000 0.001 0.234 
GRANTSMGR 0.157 0.000 0.000 0.000 0.364 
FIXEDASST 0.172 0.001 0.057 0.246 0.247 
DEBT 0.934 0.137 0.332 0.884 3.010 
ICOFRMW 0.245 0.000 0.000 0.000 0.431 
AUDITTEN 4.095 2.000 4.000 6.000 2.646 
AUDCHANGE 0.186 0.000 0.000 0.000 0.390 
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Table 2, Panel B: Summary Statistics by Agency Size, Auditor Type, and Funding Type 
 

 

Full Sample

N=644

Variable Name Mean t t t

Audit Fee ($Mill) 2.285 4.433 1.208 13.071 1.638 2.397 2.062 1.542 2.524 3.249

SIZE ($Mill) 426,652.400 1,221,634.000 28,234.820 5.933 57,017.560 490,614.700 1.581 53,437.370 546,970.200 2.183

NETCOST ($Mill) 53,829.220 151,745.200 4,757.092 11.104 26,461.890 58,564.910 1.674 1,473.187 70,707.850 4.427

LNANNAPP ($Mill) 37,114.510 101,958.500 4,616.944 10.096 28,619.980 38,584.410 0.722 0.000 49,079.550 4.369

SIGACCTS 3.871 8.851 1.375 17.314 6.284 3.454 4.124 1.070 4.774 6.668

FOREIGN1 0.196 0.195 0.196 0.014 0.000 0.230 5.311 0.102 0.226 3.431

RECINV 0.096 0.115 0.087 1.770 0.095 0.097 0.057 0.072 0.104 1.930

ADVERSE 0.045 0.084 0.026 3.376 0.063 0.042 0.922 0.000 0.060 3.148

NAS 0.146 0.167 0.135 0.283 0.000 0.171 1.152 0.033 0.182 1.216

CFOACT 0.334 1.000 0.000 0.379 0.326 1.009 0.013 0.437 10.622

SELFFUND 0.244 0.009 0.361 10.622 0.316 0.231 1.772 1.000 0.000

Big4 0.432 0.591 0.352 5.914 0.000 0.506 9.857 0.363 0.454 1.999

OIG 0.148 0.167 0.138 1.009 1.000 0.000 0.191 0.133 1.772

TAXGOV 0.779 1.221 0.515 2.529 0.655 0.803 0.406 0.000 0.932 2.557

INCAPP 0.519 0.656 0.450 5.021 0.400 0.539 2.515 0.127 0.645 12.576

DECAPP 0.233 0.340 0.179 4.598 0.326 0.217 2.339 0.013 0.304 7.845

ENVLIAB1 0.037 0.107 0.001 5.553 0.000 0.043 1.653 0.000 0.049 2.258

GRANTSMGR 0.157 0.302 0.084 7.483 0.000 0.184 4.621 0.108 0.172 1.926

FIXEDASST 0.172 0.146 0.185 1.883 0.016 0.199 6.878 0.187 0.167 0.903

DEBT 0.934 1.485 0.657 3.319 0.418 1.023 1.811 0.832 0.966 0.486

ICOFRMW 0.245 0.419 0.159 7.535 0.368 0.224 3.036 0.083 0.298 5.564

AUDITTEN 4.095 4.647 3.818 3.785 5.032 3.933 3.776 4.268 4.039 0.941

AUDCHANGE 0.186 0.153 0.203 1.516 0.116 0.199 1.915 0.172 0.191 0.531

By Agency Size

215 Agency 
Years by CFO 
Act Agencies

429 Agency 
Years by 

Significant 
Entities

95 Agency 
Years by 

Government 
Auditor

549 Agency 
Years by IPA

Self-Funded Entity

157 Agency Years 
by Self-Funded 

Entities 
(Approp = 0)

487 Agency-Years 
Receiving 

Appropriated 
Funding

By Government Auditor
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Table 3: Pairwise Correlations 

This table contains pairwise correlations for the variables of interest in the main model. I report significance below the 
correlation coefficient.  

    1 2 3 4 5 6 7 8 9 10 11 

    AuditFees SIZE NetCost AnnApp SIGACCTS Foreign1 RecInv Adverse NAS CFOAct SelfFund 

Audit Fees 1 1.000           
SIZE 2 0.178 1.000          

   0.000           
NETCOST 3 0.435 0.365 1.000         

   0.000 0.000          
LNANNAPP 4 0.466 0.541 0.806 1.000        

   0.000 0.000 0.000         
SIGACCTS 5 0.415 0.157 0.251 0.359 1.000       

   0.000 0.000 0.000 0.000        
FOREIGN1 6 0.150 -0.078 -0.111 -0.095 0.031 1.000      

   0.000 0.048 0.005 0.016 0.435       
RECINV 7 -0.001 -0.052 -0.073 -0.035 -0.027 -0.070 1.000     

   0.981 0.189 0.065 0.382 0.489 0.078      
ADVERSE 8 0.147 -0.033 -0.029 -0.008 0.224 0.063 -0.043 1.000    

   0.000 0.409 0.469 0.847 0.000 0.112 0.272     
NAS 9 -0.042 -0.016 -0.018 -0.017 0.022 0.048 -0.013 -0.023 1.000   

   0.287 0.681 0.651 0.660 0.580 0.226 0.751 0.568    
CFOACT 10 0.459 0.228 0.401 0.370 0.564 -0.001 0.070 0.132 0.011 1.000  

   0.000 0.000 0.000 0.000 0.000 0.989 0.077 0.001 0.778   
SELFFUND 11 -0.127 -0.086 -0.172 -0.170 -0.255 -0.134 -0.076 -0.123 -0.048 -0.387 1.000 

   0.001 0.029 0.000 0.000 0.000 0.001 0.054 0.002 0.224 0.000  
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Table 3, Continued 
  1 2 3 4 5 6 7 8 9 10 11 

  AuditFees SIZE NetCost AnnApp SigAccts Foreign1 RecInv Adverse NAS CFOAct SelfFund 

BIG4 12 0.417 0.152 0.145 0.192 0.187 0.242 0.066 0.083 0.010 0.227 -0.079 

   0.000 0.000 0.000 0.000 0.000 0.000 0.092 0.036 0.796 0.000 0.046 

OIG 13 -0.081 -0.062 -0.066 -0.029 0.161 -0.205 -0.002 0.036 -0.045 0.040 0.070 

   0.040 0.114 0.095 0.470 0.000 0.000 0.955 0.357 0.250 0.314 0.077 

TAXGOV 14 0.044 0.019 -0.002 0.028 0.022 0.118 -0.007 0.010 0.005 0.105 -0.107 

   0.292 0.648 0.956 0.512 0.603 0.005 0.865 0.816 0.906 0.012 0.011 

INCAPP 15 0.099 0.009 0.131 0.143 0.150 0.146 0.020 0.029 0.040 0.194 -0.445 

   0.012 0.821 0.001 0.000 0.000 0.000 0.619 0.457 0.312 0.000 0.000 

DECAPP 16 0.046 0.079 0.027 0.007 0.087 -0.040 0.087 0.093 0.003 0.179 -0.296 

   0.246 0.044 0.497 0.865 0.028 0.308 0.027 0.018 0.944 0.000 0.000 

ENVLIAB1 17 0.260 -0.017 0.006 -0.006 0.068 0.250 0.120 -0.026 0.059 0.214 -0.089 

   0.000 0.661 0.874 0.875 0.084 0.000 0.002 0.507 0.138 0.000 0.024 

GRANTSMGR 18 0.191 -0.050 0.168 0.216 0.302 -0.105 0.122 0.009 0.002 0.283 -0.076 

   0.000 0.209 0.000 0.000 0.000 0.008 0.002 0.814 0.968 0.000 0.055 

FIXEDASST 19 0.084 -0.113 -0.153 -0.154 -0.123 0.294 -0.198 -0.040 -0.031 -0.074 0.036 

   0.034 0.004 0.000 0.000 0.002 0.000 0.000 0.317 0.432 0.060 0.367 

DEBT 20 0.099 0.003 0.186 0.108 -0.013 -0.074 0.014 -0.034 -0.017 0.130 -0.019 

   0.012 0.950 0.000 0.006 0.741 0.059 0.722 0.384 0.661 0.001 0.627 

ICOFRMW 21 0.289 0.190 0.206 0.280 0.440 -0.063 -0.018 0.346 -0.053 0.285 -0.215 

   0.000 0.000 0.000 0.000 0.000 0.111 0.641 0.000 0.179 0.000 0.000 

AUDTENURE 22 0.146 0.119 0.098 0.155 0.168 0.009 -0.050 -0.019 0.067 0.148 0.037 

   0.000 0.003 0.013 0.000 0.000 0.820 0.204 0.628 0.092 0.000 0.347 

AUDCHANGE 23 -0.071 -0.041 -0.029 -0.054 -0.071 0.015 0.037 0.050 -0.028 -0.060 -0.021 

   0.071 0.296 0.464 0.174 0.071 0.698 0.349 0.206 0.475 0.130 0.596 
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Table 3, Continued 
    12 13 14 15 16 17 18 19 20 21 22 23 

    Big4 OIG TaxGov IncApp DecApp EnvLiab1 GrantsMgr FixedAsst Debt ICOFRMW Tenure AudChg 

BIG4 12 1.000            

               
OIG 13 -0.363 1.000           

   0.000            
TAXGOV 14 0.041 -0.017 1.000          

   0.331 0.685           
INCAPP 15 0.087 -0.099 0.037 1.000         

   0.028 0.012 0.384          
DECAPP 16 0.039 0.092 0.030 -0.572 1.000        

   0.324 0.020 0.473 0.000         
ENVLIAB1 17 0.172 -0.065 0.009 0.084 -0.007 1.000       

   0.000 0.099 0.834 0.033 0.854        
GRANTSMGR 18 0.245 -0.179 -0.038 0.074 0.015 -0.062 1.000      

   0.000 0.000 0.365 0.062 0.706 0.115       
FIXEDASST 19 0.288 -0.262 0.161 0.027 -0.053 0.005 -0.144 1.000     

   0.000 0.000 0.000 0.500 0.179 0.896 0.000      
DEBT 20 -0.082 -0.071 0.008 0.046 -0.026 -0.011 -0.064 0.039 1.000    

   0.037 0.071 0.858 0.249 0.507 0.782 0.103 0.327     
ICOFRMW 21 0.042 0.119 0.022 0.123 0.053 -0.061 0.082 -0.149 0.218 1.000   

   0.285 0.003 0.606 0.002 0.180 0.123 0.039 0.000 0.000    
AUDTENURE 22 0.140 0.147 -0.040 -0.175 0.098 0.113 0.077 -0.014 0.050 0.051 1.000  

   0.000 0.000 0.340 0.000 0.013 0.004 0.052 0.718 0.207 0.200   
AUDCHANGE 23 -0.047 -0.075 0.007 0.285 -0.169 -0.032 -0.031 0.010 -0.029 -0.032 -0.560 1.000 

   0.237 0.056 0.875 0.000 0.000 0.420 0.433 0.805 0.462 0.419 0.000  
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Table 4: Exploratory Audit Fee Model  

  Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 Model 8 Model 9 Model 10 

INTERCEPT -3.660*** -3.442*** -3.420*** -3.488*** -3.955*** -3.286*** -3.672*** -3.701*** -2.410*** -2.286*** 
 (0.096) (0.096) (0.095) (0.137) (0.113) (0.112) (0.170) (0.257) (0.460) (0.479) 

SIZE 0.365*** 0.348*** 0.342*** 0.379*** 0.281*** 0.296*** 0.213*** 0.208*** 0.395*** 0.403*** 
 (0.014) (0.016) (0.017) (0.017) (0.023) (0.017) (0.027) (0.027) (0.037) (0.039) 

SIGACCTS 0.090** -0.016 -0.003 -0.046 -0.064 -0.090* -0.151*** -0.162*** -0.218 -0.283* 
 (0.045) (0.048) (0.048) (0.049) (0.046) (0.047) (0.045) (0.043) (0.144) (0.149) 

FOREIGN1 0.405*** 0.394*** 0.418*** 0.407*** 0.439*** 0.287*** 0.365*** 0.354*** -1.358*** -1.340*** 
 (0.109) (0.108) (0.107) (0.106) (0.123) (0.108) (0.122) (0.120) (0.337) (0.355) 

RECINV 0.330 0.276 0.289 -0.202 0.414* 0.303 0.166 0.146 -0.750*** -0.913*** 
 (0.213) (0.218) (0.217) (0.203) (0.231) (0.189) (0.190) (0.182) (0.236) (0.272) 

ADVERSE 0.619*** 0.588*** 0.580*** 0.562*** 0.638*** 0.310* 0.417** 0.408** 0.190 0.184 
 (0.162) (0.164) (0.164) (0.158) (0.159) (0.161) (0.169) (0.168) (0.126) (0.130) 

CFOACT  0.453*** 0.439*** 0.324*** 0.271** 0.525*** 0.354*** 0.364*** 0.043 0.194 
  (0.105) (0.106) (0.105) (0.132) (0.104) (0.135) (0.135) (0.543) (0.541) 

SELFFUND  -0.176 -0.179 -0.535*** 0.051 -0.102 -0.349* -0.378* -1.429*** -1.386*** 
  (0.120) (0.120) (0.177) (0.161) (0.110) (0.195) (0.205) (0.305) (0.307) 

DEBT   0.024***    0.017*** 0.017** 0.016 0.038 
   (0.005)    (0.006) (0.007) (0.022) (0.026) 

NAS   -0.088***    -0.076*** -0.067*** -0.097*** -0.086*** 
   (0.018)    (0.017) (0.018) (0.026) (0.027) 

TAXGOV    0.009   0.006 0.010 -0.008 -0.005 
    (0.012)   (0.016) (0.014) (0.007) (0.008) 

INCAPP    -0.054   -0.157 -0.151 -0.002 -0.033 
    (0.148)   (0.137) (0.152) (0.089) (0.095) 
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Table 4, Continued 
 

  Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 Model 8 Model 9 Model 10 

DECAPP    -0.068   -0.101 -0.106 -0.029 -0.072 
    (0.161)   (0.150) (0.161) (0.106) (0.115) 

ENVLIAB1     0.250*  0.347** 0.325** 0.153 0.125 
     (0.144)  (0.136) (0.138) (0.230) (0.244) 

GRANTSMGR     0.294***  0.400*** 0.399*** 0.327** 0.376*** 
     (0.114)  (0.122) (0.119) (0.127) (0.135) 

NETCOST     0.122***  0.161*** 0.164*** -0.023 -0.024 
     (0.022)  (0.032) (0.032) (0.033) (0.034) 

FIXEDASST     1.212***  1.044*** 0.996*** 0.736** 0.394 
     (0.261)  (0.265) (0.264) (0.363) (0.380) 

BIG4      0.777*** 0.567*** 0.527*** 0.121 0.038 
      (0.092) (0.099) (0.104) (0.157) (0.165) 

OIG      0.435*** 0.610*** 0.568*** -0.139 -0.184 
      (0.109) (0.116) (0.122) (0.178) (0.185) 

ICOFRMW      0.372*** 0.237** 0.224** 0.075 0.069 
      (0.094) (0.095) (0.093) (0.073) (0.073) 

AUDCHANGE      -0.062 -0.002 0.062 -0.057 -0.017 
      (0.113) (0.102) (0.127) (0.073) (0.088) 

AUDITTEN      -0.018 -0.023 0.017 -0.065*** -0.015 
      (0.018) (0.018) (0.029) (0.015) (0.029) 
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Table 4, Continued 
 

 
Table 4 reports the results of the OLS regression model with standard errors reported below the coefficient. The base model, Model 1, includes the 
standard audit fee variables reported in Abbott et al. (2003). Model 2 incorporates organization type (CFO Act Agency, SelfFund) variables. I include 
these controls in all subsequent models. Subsequent models incorporate audit fee proxies used in private sector audit fee models (Model 3), 
congressional and taxpayer governance determinants (Model 4), unique federal agency risks (Model 5) and audit risk and audit performance 
characteristics (Model 6). Model 7 incorporates all agency-trait variables, and models 8, 9, and 10 incorporate fiscal year fixed effects, agency fixed 
effects, and both agency and fiscal year fixed effects. Two-tailed statistical significance at 1%, 5%, and 10% levels is denoted ***, **, and *, 
respectively. See Figure 4 for variable definitions. 
 

 

  Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 Model 8 Model 9 Model 10 

Fiscal Year FE NO NO NO NO NO NO NO YES NO YES 
Agency FE NO NO NO NO NO NO NO NO YES YES 
           

Observations 644 644 644 572 571 644 522 522 522 522 

F 260.847 195.288 187.872 154.330 155.919 144.216 167.673 105.316 444.543 232.124 

Adjusted R2 0.631 0.645 0.651 0.717 0.718 0.683 0.788 0.790 0.897 0.899 
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Table 5: Cross Sectional Analyses Using Parsimonious Audit Fee Model 

  
 Self-Funded Agencies Auditor Type 

 CFO Act = 1 Selffund = 1 Selffund = 1 OIG = 1 Big4 = 1 

  Model 1 Model 2 Model 3 Model 4 Model 5 

Intercept -1.555*** -5.458*** -9.175*** -4.246*** -2.622*** 
 (0.252) (0.650) (0.625) (0.801) (0.291) 

SIZE 0.193*** 0.406*** 0.371*** 0.446*** 0.232*** 
 (0.028) (0.064) (0.058) (0.076) (0.038) 

SIGACCTS 0.013 0.691* 3.451*** -0.178*** 0.321*** 
 (0.051) (0.425) (0.326) (0.024) (0.084) 

FOREIGN1 0.884*** 0.447 0.616*  -0.270 
 (0.257) (0.345) (0.381)  (0.181) 

RECINV -0.958*** 3.903*** 3.678*** -0.757 0.575 
 (0.226) (0.633) (0.649) (0.165) (0.429) 

ADVERSE 0.379*   0.094 0.724*** 
 (0.211)   (0.164) (0.174) 

DEBT 0.037*** -0.055 0.101 0.506*** 0.097 
 (0.006) (0.121) (0.115) (0.064) (0.099) 

ENVLIAB1 0.392** -8.859 -41.132* 88.001 0.533*** 
 (0.168) (27.784) (22.802) (93.505) (0.170) 

GRANTSMGR 0.787*** 0.624* 1.702***  0.038 
 (0.139) (0.333) (0.334)  (0.169) 

FIXEDASST -0.226 1.749*** 1.556*** 9.189*** 0.728** 
 (0.553) (0.419) (0.418) (3.042) (0.295) 

OIG   2.042***   

   (0.262)   

Big4   1.622***   

   (0.166)   

      

Observations 215 157 157 95 278 

F 46.391 46.546 76.135 16.532 32.581 

Adjusted R2 0.390 0.451 0.701 0.606 0.455 

 
Table 5 reports the results of the OLS regression model with standard errors reported below the 
coefficient. I use the Abbott et al. (2003a) controls and the four proxies for federal agency financial 
statement risk to determine whether sub-populations within my data set are driving results. Model 1 
identifies the audit fee risks relevant to CFO Act Agencies. Models 2 and 3 identify the audit fee risks 
relevant to self-funded agencies; I include Big4 and Government Auditor indicators in Model 3 to 
enable comparison with Bradbury (2017) examination of government corporations. Models 4 and 5 
compare the differences between agencies audited by government and Big4 auditors, respectively. Two-
tailed statistical significance at 1%, 5%, and 10% levels is denoted ***, **, and *, respectively. 
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Table 6: Stepwise Regression Model 

  Model 1 

INTERCEPT -3.912*** 
 (0.114) 

SIZE 0.182*** 
 (0.020) 

SIGACCTS -0.154*** 
 (0.046) 

FOREIGN1 0.376*** 
 (0.122) 

RECINV 0.314* 
 (0.171) 

ADVERSE 0.430** 
 (0.168) 

CFOACT 0.418*** 
 (0.128) 

DEBT 0.012*** 
 (0.006) 

NAS -0.080*** 
 (0.018) 

NETCOST 0.192*** 
 (0.025) 

ENVLIAB1 0.271* 

 (0.140) 

GRANTSMGR 0.315*** 
 (0.118) 

FIXEDASST 1.023*** 
 (0.270) 

Big4 0.580*** 
 (0.095) 

OIG 0.548*** 
 (0.109) 

ICOFRMW 0.240** 
 (0.095) 

Number of observations 522 

F 165.858 

Adjusted R2 0.751 
 
Table 6 reports the results of the backward elimination stepwise OLS regression model with robust 
standard errors reported below the coefficient. My baseline included the 21 variables reported in Table 
4, Model 7. I retained all five Abbott et al (2003a) variables and removed variables with p > 0.10.
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CHAPTER V 

SUPPLEMENTAL ANALYSIS 

 Federal agency financial statement reporting should enable financial statement 

users to evaluate the government’s stewardship over taxpayer dollars (Federal 

Accounting Standards Advisory Board 2018). To facilitate the evaluation of 

stewardship goals, federal agencies transparently report on their contract purchases 

and their control environment. I perform additional tests to examine whether (1) 

additional dimensions of the audit performance environment and (2) the quality of the 

internal control environment relate to audit fees. The results of these alternate 

specifications and additional tests are in Table 7, page 75. I describe these alternate 

variables in the sub-sections below. All other variables are as specified in Figure 4. 

Alternate Model Specifications 
 I use the stepwise regression model I developed in Table 6 to examine whether 

two additional model determinants – market share (MKTSHARE) and the auditor 

rotation implied by government contracting practices (NEWKYR) – reliably predict 

audit fees.   

Market Share and Industry Specialization 
Prior audit fee studies included an industry-concentration or market-

concentration variable to control for auditor specialization (Rubin 1992, Ward, Elder 

and Kattelus 1994, Gramling and Stone 2001, Lowensohn, et al. 2007). Within my 

sample, KPMG LLP holds the dominant market position (33 percent market share). I 

excluded market share from my main analysis because of its significant correlation 

with BIG4 (0.746, p<0.001). In Table 7, Model 1, I substitute market share 

(MKTSHARE), the annual percentage of audits performed by a given audit firm, for 

the BIG4 indicator variable.  

Consistent with the literature, market concentration is a positive and significant 

determinant (1.629, p<0.001) of federal entity audit fees. The magnitude and direction 
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of the coefficients on the other audit fee determinants are similar to those reported in 

my stepwise regression model. However, the stepwise model with the Big4 indicator 

has a slightly better model fit (R2 = 0.751) than the stepwise model that includes 

market share (R2 = 0.736).  

Implied Auditor Rotation 
In my prior analyses, I did not find an association between audit fees and 

auditor change. I suggested that this lack of association is attributable to federal 

agency use of limited duration audit contracts (3-5 years). Limited duration contracts 

allow auditors time to develop learned efficiencies while also encouraging auditor 

independence (Government Accountability Office 1991, Government Accountability 

Office 1988). Prior studies have intimated that limited duration contracts and periodic 

re-competition resemble the auditor rotation proposed in the private sector 

(Government Accountability Office 1988, Government Accountability Office 1991, 

Lowensohn, et al. 2007).  

I measure the fee impact of this implied auditor rotation in Table 7, Model 2. 

The indicator variable NEWKYR captures the first audit performed under a new 

contract agreement. I observe a positive and marginally correlation between audit fees 

and NEWKYR (0.140, p=0.087). The limited predictive ability of this fee determinant 

suggests that the implied auditor rotation may help avoid the rent-extraction associated 

with long auditor tenures (Ghosh and Siriviriyakul 2018). The positive coefficient 

suggests that limited duration contracts may negate the savings generally associated 

with auditor change. 

Internal Control Environment 
Differences in the federal reporting of internal control deficiencies allow me to 

analyze those control environment risk factors that are not observable within, but are 

relevant to, the private sector. Consistent with Committee of the Sponsoring 

Organizations (COSO 2013) recommendations, federal agencies provide full 

disclosures on the internal controls over financial reporting, operations, and 
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compliance with laws and regulations (Government Accountability Office 2014, 

Office of Management and Budget 2016, Office of Management and Budget 2017). In 

Models 3-6 of Table 7, I examine whether audit fees are influenced by the quality of 

the holistic internal control environment using the stepwise regression model utilized 

in Table 6. I construct variables for the reporting of a material weakness in operating 

controls (ICOOPSMW), in compliance controls (LAWSREG), and in the accounting 

information system environment (AISMW). All other variables are as specified in 

Figure 4. I provide examples of the control environment information reported in the 

Summary of Management Assurances and in the auditor’s Report on Internal Controls 

in Appendixes A and B, respectively. 

In Table 7, Model 3, I include each of the three control environment variables 

(ICOFRMW, ICOOPSMW, and LAWSREG). The inclusion of these three control 

environment variables slightly improves model predictability (Adjusted R2 = 0.758). 

While both weaknesses in financial reporting (ICOFRMW: 0.201, p=0.026) and the 

compliance environment (LAWSREG: 0.368, p<0.001) are positively and significantly 

related to audit fees, audit fees are statistically unrelated to material weaknesses in 

operating controls. This lack of results can be explained, in part, by the nature of 

government contracting. The testing of operating controls can be performed by the 

signatory financial statement auditor, by a sub-contractor to the signatory auditor, or 

as part of a separate non-audit services contract. My model includes only those non-

audit services performed by the agency financial statement auditor. 

In Table 7, Model 4, I include a variable to measure the quality of the 

composite control environment (CONTENV1), which I compute as the sum of the 

three COSO 2013 material weakness indicators (ICOFRMW, ICOOPSMW, and 

LAWSREG). I did not find an association between operating control quality and audit 

fees in Table 7, Model 3; however, I did find that a decline in the holistic quality of 

the audit environment (an increase in CONTENV1) increases audit fees (0.206, 

p<0.001). This represents an economically significant change; a one standard 

deviation increase in CTRLENV1 is associated with a 22.8 percent increase in audit 
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fees.39 The use of a holistic control environment variable has model predictability 

comparable to my baseline stepwise model (Adjusted R2 = 0.755), but slightly lower 

predictive power than that reported in Table 7, Model 3. 

The Federal Information Security Management Act (FISMA) of 2002 requires 

federal entities to evaluate the functionality of their information system and report any 

identified material deficiencies therein. I include each of the material weakness 

indicator variables, including AISMW, in Table 7, Model 5. The control environment 

variables ICOFRMW (0.173, p=0.05) and LAWSREGS (0.331, p<0.001) retain their 

original significance levels; however, the AISMW variable is not related to audit fees. 

The four-factored control environment model (Table 5, Model 5) has similar 

predictive power (Adjusted R2 = 0.759) as the three-factored control environment 

model (Table 7, Model 3). 

In Table 7, Model 6, I include a single composite variable (CONTENV2), 

which adds the accounting information system deficiency to the CONTENV1 variable. 

As in Table 7, Model 4, the CTRLENV2 variable is positively and significantly 

associated with audit fees (0.175, p<0.001); however, the model that includes the four-

factored control environment variable has the same predictive power as the baseline 

stepwise model (Adjusted R2 = 0.752) and slightly lower predictive power than that 

reported in Table 7, Model 4.  

  

                                                 
39 I compute the economic significance for CONTENV1 as (e0.206-1)*100.  
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Table 7: Evaluation of Alternate Specifications using Backward Integration 
Stepwise Regression 
 

  Model 1 Model 2 Model 3 Model 4 Model 6 Model 6 

INTERCEPT -3.918*** -3.781*** -3.649*** -3.629*** -3.646*** -3.670*** 
 (0.116) (0.120) (0.118) (0.118) (0.118) (0.116) 

SIZE 0.254*** 0.231*** 0.217*** 0.218*** 0.221*** 0.226*** 
 (0.017) (0.016) (0.016) (0.017) (0.017) (0.016) 

SIGACCTS -0.127*** -0.141*** -0.147*** -0.163*** -0.159*** -0.157*** 
 (0.046) (0.045) (0.043) (0.043) (0.044) (0.046) 

FOREIGN1 0.379*** 0.375*** 0.392*** 0.389*** 0.385*** 0.386*** 
 (0.117) (0.121) (0.117) (0.117) (0.118) (0.118) 

RECINV 0.392** 0.414** 0.299* 0.397** 0.284 0.428** 
 (0.192) (0.180) (0.179) (0.180) (0.174) (0.179) 

ADVERSE 0.451*** 0.382** 0.279* 0.352** 0.271* 0.418** 
 (0.156) (0.163) (0.154) (0.157) (0.158) (0.163) 

CFOACT 0.325*** 0.356*** 0.407*** 0.396*** 0.396*** 0.371*** 
 (0.123) (0.123) (0.121) (0.122) (0.120) (0.123) 

DEBT 0.010* 0.020*** 0.021*** 0.019*** 0.015** 0.017** 
 (0.006) (0.006) (0.006) (0.006) (0.007) (0.007) 

NAS -0.080*** -0.085*** -0.086*** -0.086*** -0.085*** -0.084*** 
 (0.019) (0.018) (0.022) (0.021) (0.021) (0.019) 

NETCOST 0.116*** 0.113*** 0.102*** 0.107*** 0.102*** 0.114*** 
 (0.017) (0.017) (0.017) (0.017) (0.017) (0.017) 

ENVLIAB1 0.257* 0.207 0.322** 0.295** 0.338** 0.245* 
 (0.144) (0.135) (0.142) (0.142) (0.143) (0.138) 

GRANTSMGR 0.324*** 0.231** 0.273** 0.220* 0.279** 0.219* 
 (0.118) (0.116) (0.118) (0.118) (0.117) (0.118) 

FIXEDASST 1.259*** 0.953*** 0.936*** 0.928*** 0.953*** 0.936*** 
 (0.282) (0.276) (0.272) (0.271) (0.275) (0.274) 

Big4  0.724*** 0.782*** 0.747*** 0.771*** 0.719*** 
  (0.100) (0.098) (0.099) (0.099) (0.102) 

OIG 0.319*** 0.560*** 0.546*** 0.564*** 0.543*** 0.546*** 
 (0.108) (0.113) (0.112) (0.110) (0.111) (0.109) 

ICOFRMW 0.245*** 0.272*** 0.201*  0.173*  

 (0.093) (0.091) (0.090)  (0.088)  

MKTSHARE 1.629***      

 (0.377)      

ICOOPSMW   -0.103  -0.117  

   (0.117)  (0.117)  
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Table 7, Continued 
 

 
In Table 7, I use the backward elimination stepwise OLS regression model developed in Table 6 to 
evaluate alternate specifications for market share, contract renewal, and the quality of the internal 
control environment. I report robust standard errors below the coefficient. Model 1 substitutes annual 
market share (MKTSHARE) in place of the BIG4 indicator variable. Model 2 incorporates an alternate 
specification for auditor change, NEWKYR, which captures the first year under a new audit services 
contract. Subsequent models examine the role of the holistic control environment in setting audit fees. 
Model 3 incorporates indicator variables to captures material weaknesses in each of the three 
Committee of Sponsoring Organizations (COSO) control environment factors (ICOFRMW, 
ICOOPSMW, LAWSREGS). Model 4 uses a composite variable for the three internal control 
environment variables, where a high composite score equates to a low quality internal control 
environment. Models 5 and 6 incorporate an indicator variable, AISMW, to capture deficiencies in the 
information system environment, and the collective control environment quality. I report two-tailed 
statistical significance at 1%, 5%, and 10% levels, denoted ***, **, and *, respectively. See Figure 4 
for variable definitions. 
 

  Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 

NEWKYR  0.140*     

  (0.082)     

LAWSREGS   0.368**  0.332**  

   (0.082)  (0.085)  

CTRLENV1    0.206***   

    (0.051)   

AISMW     0.203  

     (0.111)  

CTRLENV2      0.175*** 
      (0.058) 

Observations 571 571 571 571 571 571 
F 160.778 158.503 158.230 161.365 151.399 158.986 
Adjusted R2 0.736 0.752 0.758 0.755 0.759 0.752 
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CHAPTER VI 

CONCLUSION 

My study develops an exploratory audit fee model for executive agencies in 

the United States Federal Government and begins to identify the agency risk and audit 

environment factors that drive the fees paid to external auditors. Using novel data on 

federal agency contractor activity and financial statement information hand-collected 

from agency annual reports, I replicate and extend Abbott et al. (2003a) and find that 

federal agency audit fees can be predicted using systematic size, complexity, and audit 

risk proxies found in the private sector. Likewise, the debt-to-assets ratio, which 

captures solvency risk in private sector audit fee models, holds similar predictive 

power in federal agency financial statement models even though it represents a 

conceptually different risk. 

The pricing of federal entity financial statement audits ignores certain other 

systematic audit risks found in prior studies of private sector and local government 

organizations. The ratio of receivables and inventories to total assets was not a 

significant determinant in my model, which is likely attributable to the limited number 

of federal entities that hold inventories for use in providing public services. Neither 

audit tenure nor auditor change holds predictive power in my audit fee model. The 

influence of the governing body on appropriated funding and relative reliance on 

taxpayer funding, which have been used to predict audit fees of local governments and 

school districts (Ward, Elder and Kattelus 1994, Baber 1990), were not significant 

determinants in my model.  

Federal agencies undergo financial statement audits to ensure the efficient and 

transparent use of taxpayer dollars. Accordingly, I find that audit fees incorporate risk 

factors that indicate wide potential for misuse or misappropriation of funds. Agencies 

with grants management responsibilities, high volumes of fixed assets, or high 

environmental remediation liabilities pay higher audit fees than agencies that do not. 
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These determinants represent high-risk audit areas that have been identified by the 

U.S. Government Accountability Office (Government Accountability Office 2017). 

Two other studies examine audit fees in national government organizations 

placing focus on the cost advantage of utilizing contracted public auditors (Chong, et 

al. 2009, Bradbury 2017). My findings are consistent with Chong et al. (2009), who 

find that the cost of using an Independent Public Auditor (IPA) is comparable to using 

a government auditor when specialized expertise is required or when performing 

audits of large entities. Compared to a local or regional auditor, the use of a 

government auditor carries a 78.4 percent fee premium and the use of a Big 4 auditor 

carries a 73.9 percent fee premium. While the Office of Management and Budget 

requires federal agencies to purchase “inherently commercial services”, like audit 

services, from the private sector, it also allows exclusions for goods and services that 

relate to “inherently governmental” functions (Office of Management and Budget 

2003). The fee premium for the use of governmental audits reflects the risk associated 

with auditing inherently governmental functions like the guaranty of financial 

institutions (Federal Deposit Insurance Corporation) and collection of tax revenues 

(Internal Revenue Service). 

My study is subject to certain limitations. My study excludes the Department 

of Defense (DoD), the Department of Housing and Urban Development (HUD), and 

their major subcomponents. It also excludes certain legislative branch organizations, 

such as the Government Printing Office and the Library of Congress, that issue 

audited financial statements but are exempt from Federal Procurement Database 

System (FPDS) and Freedom of Information Act reporting requirements. The 

omission of these agencies, especially the DoD and HUD components that manage 

massive asset structures and have historically reported compromised control systems, 

may be skewing my sample. 

Second, incomplete and inaccurate FPDS records limited my sample size and 

potentially limited the accuracy of reported audit fee amounts (Government 

Accountability Office 2018). The current model omits the contributions of audit 
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subcontractors as well as the influence of, and accountability to, the overseeing 

government organization (i.e., the Office of Inspector General).  

My model for federal audit fees begins to incorporate the federal sector as a 

relevant topic for empirical examination within the extant body of scholarly 

accounting research. Differences in the federal reporting of internal control 

deficiencies allow for the future analysis of control environment risk factors that are 

not observable within, but are relevant to, the private sector. Additionally, the relative 

transparency of federal acquisition processes provides a setting where certain auditor 

selection practices are observable. As these competitive environment variables are 

largely unobservable in the private sector, their application in audit fee models has 

been limited.   

An unresolved question from my study pertains to the observed negative 

correlation between audit service fees and non-audit service fees within federal 

entities. Prior literature has overwhelmingly found a positive correlation between these 

two variables (Whisenant, Sankaraguruswamy and Raghunandan 2003, Abbott, 

Parker, et al. 2003b, Palmrose 1986b). My data set provides visibility into audit 

services, non-audit services, and outside consulting services performed by audit firms 

on a contract basis to the United States Federal Government. This provides a 

counterfactual setting in which to examine whether audit firms “low-ball” proposed 

audit rates (DeAngelo 1981a) or shed audit clients to pursue more lucrative non-audit 

services contracts (Public Company Accounting Oversight Board 2005, Hogan and 

Martin 2009, Nagy 2005, Christensen, et al. 2014). 
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APPENDIX A  

SUMMARY OF FINANCIAL STATEMENT AND MANAGEMENT 
ASSURANCES  

 

The Federal Manager’s Financial Integrity Act (FMFIA) of 1982 requires federal 

entity managers to certify the entity’s internal control system and disclose any internal 

control deficiencies. This certification includes a summary of the audit results, a 

listing of any material weaknesses reported in the financial statement audit report, and 

the remediation status of these financial reporting controls. 

Source: Department of Homeland Security 2016 Agency Financial Report, page 191 
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FMFIA also requires federal financial managers to certify the entity’s quality of 

internal controls over financial reporting, quality of operational controls, and 

compliance with certain laws and regulations. The Summary of Financial Statement 

Audit and Management Assurances reports any control deficiencies as well as their 

remediation status. 

Source: Department of Homeland Security 2016 Agency Financial Report, page 191-192 
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APPENDIX B 

SAMPLE FEDERAL AGENCY AUDIT REPORT 

DEPARTMENT OF HOMELAND SECURITY 
 

Independent Auditors’ Report 
 
Secretary and Inspector General  
U.S. Department of Homeland Security:  
 
Report on the Financial Statements  
 
We have audited the accompanying consolidated financial statements of the U.S. Department 
of Homeland Security (DHS or Department), which comprise the consolidated balance sheets 
as of September 30, 2016 and 2015, and the related consolidated statements of net cost, 
changes in net position, and custodial activity, and combined statements of budgetary 
resources for the years then ended, and the related notes to the consolidated financial 
statements.  
 
Management’s Responsibility for the Financial Statements  
 
Management is responsible for the preparation and fair presentation of these consolidated 
financial statements in accordance with U.S. generally accepted accounting principles; this 
includes the design, implementation, and maintenance  of internal control relevant to the 
preparation and fair presentation of consolidated financial statements that are free from 
material misstatement, whether due to fraud or error.  
 
Auditors’ Responsibility 
 
Our responsibility is to express an opinion on these consolidated financial statements based on 
our audits. We conducted our audits in accordance with auditing standards generally accepted 
in the United States of America; the standards applicable to financial audits contained in 
Government Auditing Standards issued by the Comptroller General of the United States; and 
Office of Management and Budget (OMB) Bulletin No. 15-02, Audit Requirements for 
Federal Financial Statements. Those standards and OMB Bulletin No. 15-02 require that we 
plan and perform the audit to obtain reasonable assurance about whether the consolidated 
financial statements are free from material misstatement.  
 
An audit involves performing procedures to obtain audit evidence about the amounts and 
disclosures in the consolidated financial statements. The procedures selected depend on the 
auditors’ judgment, including the assessment of the risks of material misstatement of the 
consolidated financial statements, whether due to fraud or error. In making those risk 
assessments, the auditor considers internal control relevant to the entity’s preparation and fair 
presentation of the consolidated financial statements in order to design audit procedures that 
are appropriate in the circumstances. An audit also includes evaluating the appropriateness of 
accounting policies used and the reasonableness of significant accounting estimates made by 
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management, as well as evaluating the overall presentation of the consolidated financial 
statements.  
 
We believe that the audit evidence we have obtained is sufficient and appropriate to provide a 
basis for our audit opinion.  
 
Opinion on the Financial Statements  
 
In our opinion, the consolidated financial statements referred to above present fairly, in all 
material respects, the financial position of the U.S. Department of  Homeland Security as of 
September 30, 2016 and 2015, and its net costs, changes in net position, budgetary resources, 
and custodial activity for the years then ended in accordance with U.S. generally accepted 
accounting principles. 
 
Emphasis of Matter 
 
As discussed in Notes 1T, 15, and 25 of the consolidated financial statements, the Department 
had intragovernmental debt of approximately $23 billion used to finance the National Flood 
Insurance Program (NFIP) as of both September 30, 2016 and 2015, respectively. Due to the 
subsidized nature of the NFIP, the Department has determined that future insurance premiums, 
and other anticipated sources of revenue, may not be sufficient to repay this debt. Legislation 
will need to be enacted to provide funding to repay or forgive the debt. Our opinion is not 
modified with respect to this matter.  
 
Other Matters 
 
Interactive Data 
 
Management has elected to reference to information on websites or other forms of interactive 
data outside the Agency Financial Report to provide additional information for the users of its 
financial statements. Such information is not a required part of the basic consolidated financial 
statements or supplementary information required by the Federal Accounting Standards 
Advisory Board. The information on these websites or the other interactive data has not been 
subjected to any of our auditing procedures, and accordingly we do not express an opinion or 
provide any assurance on it.  
 
Required Supplementary Information  
 
U.S. generally accepted accounting principles require that the information in the 
Management’s Discussion and Analysis, Required Supplementary Information, and Required 
Supplementary Stewardship Information sections be presented to supplement the basic 
consolidated financial statements. Such information, although not a part of the basic 
consolidated financial statements, is required by the Federal Accounting Standards Advisory 
Board who considers it to be an essential part of financial reporting for placing the basic 
consolidated financial statements in an appropriate operational, economic, or historical 
context. We have applied certain limited procedures to the required supplementary 
information in accordance with auditing standards generally accepted in the United States of 
America, which consisted of inquiries of management about the methods of preparing the 
information and comparing the information for consistency with management’s  
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responses to our inquiries, the basic consolidated financial statements, and other knowledge 
we obtained during our audits of the basic consolidated financial statements. We do not 
express an opinion or provide any assurance on the information because the limited 
procedures do not provide us with sufficient evidence to express an opinion or provide any 
assurance.  
 
Other Information 
 
Our audits were conducted for the purpose of forming an opinion on the basic consolidated 
financial statements as a whole. The information in the Message from the Secretary, Message 
from the Chief Financial Officer, and Other Information section, as listed in the Table of 
Contents of the DHS Agency Financial Report, is presented for purposes of additional analysis 
and is not a required part of the basic consolidated financial statements. Such information has 
not been subjected to the auditing procedures applied in the audits of the basic consolidated 
financial statements, and accordingly, we do not express an opinion or provide any assurance 
on it.  
 
Opinion on Internal Control Over Financial Reporting 
 
We have audited DHS’s internal control over financial reporting as of September 30, 2016, 
based on criteria established in the Standards for Internal Control in the Federal Government 
issued by the Comptroller General of the United States. DHS’s management is responsible for 
maintaining effective internal control over financial reporting and for its evaluation of the 
effectiveness of internal control over financial reporting, included in the accompanying 
Secretary’s Assurance Statement presented in the Management’s Discussion and Analysis. 
Our responsibility is to express an opinion on the DHS's internal control over financial 
reporting based on our audit.  
 
We conducted our audit in accordance with attestation standards established by the American 
Institute of Certified Public Accountants; the standards applicable to attestation engagements 
contained in Government Auditing Standards issued by the Comptroller General of the United 
States; and the internal control audit requirements included in OMB Bulletin No. 15-02. Those 
standards and OMB Bulletin No. 15-02 require that we plan and perform the audit to obtain 
reasonable assurance about whether effective internal control over financial reporting was 
maintained in all material respects. Our audit included obtaining an understanding of internal 
control over financial reporting, assessing the risk that a material weakness exists, and testing 
and evaluating the design and operating effectiveness of internal control based on the assessed 
risk. Our audit also included performing such other procedures as we considered necessary in 
the circumstances. We believe that our audit provides a reasonable basis for our opinion.  
 
An entity’s internal control over financial reporting is a process effected by those charged with 
governance, management, and other personnel, designed to provide reasonable assurance 
regarding the preparation of reliable financial statements in accordance with U.S. generally 
accepted accounting principles. An entity’s internal control over financial reporting includes 
those policies and procedures that (1) pertain to the maintenance of records that, in reasonable 
detail, accurately and fairly reflect the transactions and dispositions of the assets of the entity; 
(2) provide reasonable assurance that transactions are recorded as necessary to permit 
preparation of financial statements in accordance with U.S. generally accepted accounting 
principles, and that receipts and expenditures of the entity are being made only in accordance 
with authorizations of management and those charged with governance; and (3) provide 
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reasonable assurance regarding prevention, or timely detection and correction of unauthorized 
acquisition, use, or disposition of the entity’s assets that could have a material effect on the 
financial statements.  
 
Because of its inherent limitations, internal control over financial reporting may not prevent or 
detect and correct misstatements. Also, projections of any evaluation of effectiveness to future 
periods are subject to the risk that controls may become inadequate because of changes in 
conditions, or that the degree of compliance with the policies or procedures may deteriorate.  
 
A deficiency in internal control exists when the design or operation of a control does not allow 
management or employees, in the normal course of performing their assigned functions, to 
prevent, or detect and correct misstatements on a timely basis. A material weakness is a 
deficiency, or a combination of deficiencies, in internal control over financial reporting, such 
that there is a reasonable possibility that a material misstatement of the entity’s financial 
statements will not be prevented or detected and corrected on a timely basis. The following 
material weaknesses described in the accompanying Exhibit I have been identified and 
included in the Secretary’s Assurance Statement.  
 

A. Information Technology Controls and Financial System Functionality  
B. Financial Reporting  
C. Property, Plant, and Equipment  

 
In our opinion, because of the effect of the material weaknesses described above on the 
achievement of the objectives of the control criteria, DHS has not maintained effective 
internal control over financial reporting as of September 30, 2016, based on the criteria 
established in the Standards for Internal Control in the Federal Government issued by the 
Comptroller General of the United States. We do not express an opinion or any other form of 
assurance on management’s evaluation and assurances made in the Secretary’s Assurance 
Statement. 
 
In accordance with Government Auditing Standards, we are required to report findings of 
significant deficiencies. A significant deficiency is a deficiency, or a combination of 
deficiencies, in internal control that is less severe than a material weakness, yet important 
enough to merit attention by those charged with governance. We consider the following 
deficiencies described in the accompanying Exhibit II to be significant deficiencies.  
 

D. Entity-Level Controls  
E. Grants Management  
F. Custodial Revenue and Refunds and Drawbacks  

 
We considered the material weaknesses and significant deficiencies identified above in 
determining the nature, timing, and extent of audit tests applied in our audit of the fiscal year 
2016 consolidated financial statements, and these findings do not affect our unmodified 
opinion on the consolidated financial statements. This Opinion on Internal Control Over 
Financial Reporting is intended solely for the information and use of DHS management, the 
DHS Office of Inspector General, the OMB, the U.S. Government Accountability Office, and 
the U.S. Congress, and is not intended to be and should not be used by anyone other than these 
specified parties.  
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Other Reporting Required by Government Auditing Standards  
 
Compliance and Other Matters 
 
As part of obtaining reasonable assurance about whether the DHS’s consolidated financial 
statements are free from material misstatement, we performed tests of its compliance with 
certain provisions of laws, regulations, contracts, and grant agreements, noncompliance with 
which could have a direct and material effect on the determination of financial statement 
amounts. However, providing an opinion on compliance with those provisions was not an 
objective of our audit, and accordingly, we do not express such an opinion. The results of our 
tests disclosed the following instances of noncompliance or other matters that are required to 
be reported under Government Auditing Standards or OMB Bulletin No. 15-02, and which are 
described in the accompanying Exhibit III.  
 

G. Federal Managers’ Financial Integrity Act of 1982  
H. Single Audit Act Amendments of 1996  
I. Antideficiency Act  

 
We also performed tests of its compliance with certain provisions referred to in Section 803(a) 
of the Federal Financial Management Improvement Act of 1996 (FFMIA). Providing an 
opinion on compliance with FFMIA was not an objective of our audit, and accordingly, we do 
not express such an opinion. The results of our tests of FFMIA disclosed instances, as 
described in finding J of Exhibit III, where DHS’s financial management systems did not 
substantially comply with the (1) Federal financial management systems requirements, (2) 
applicable Federal accounting standards, and (3) the United States Government Standard 
General Ledger at the transaction level.  
 
Purpose of the Other Reporting Required by Government Auditing Standards  
 
The purpose of the communication described in the Other Reporting Required by  
Government Auditing Standards section is solely to describe the scope of our testing of 
compliance and the result of that testing, and not to provide an opinion on compliance. 
Accordingly, this communication is not suitable for any other purpose.  
 
DHS’s Response to Findings 
 
DHS’s response to the findings identified in our audit are attached in Appendix A. DHS’s 
response was not subjected to the auditing procedures applied in the audit of the consolidated 
financial statements and, accordingly, we express no opinion on the response.  
 
 

 
 
Washington, DC  
November 14, 2016  
 
 


