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5. Conclusion

We investigate whether sudden and severe decreases in total CEO
compensation affect audit fees. We argue that extreme CEO pay cuts
provide an incentive for the CEO to manipulate the financial reports or
to make risky operational decisions in a desperate attempt to improve
firm performance. This incentive, in turn, is likely to increase the
auditor's perception of audit risk and auditor business risk, leading a
higher audit fees. We test our hypothesis by utilizing a sample of 8352
firm-year observations from the period 2000–2011. Our results provide
evidence of a positive and highly significant association between ex-
treme CEO pay cuts and audit fees. The coefficient on PAYCUT suggests
that audit fees are 4.6% higher when there is an extreme CEO pay cut,
which represents an audit fee that is $111,458 higher for the average
firm-year observation in our sample.
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