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Summary

This study aims to test the following two hypotheses: 1) firms near bankruptcy change auditors more often than non-
bankrupt (control) firms do; and 2) accounting manipulations of bankrupt firms are related to auditor changes. If auditors
are concerned about litigation exposure or reputation losses associated with their clients' bankruptcy, they try to conduct
high-quality audits of the firms that are financially distressed or near bankruptcy. Such rigorous audits might then lead to
auditor resignations or dismissals because of management's opportunism. We find that bankrupt firms change their auditors
preceding bankruptcy more often than control firms do; moreover, the frequency of auditor change increases as firms
approach bankruptcy. The results also reveal that bankrupt firms’ auditors are likely to be non-Big 4 firms. More importantly,
it is often observed that firms switch from Big 4 auditor to non-Big 4 auditor preceding bankruptcy. However, we do not find
any significant relationship between auditor switching and accounting manipulations. This suggests that auditors are often
unable to detect their clients’ accounting manipulations or that litigation exposure and reputation losses associated with
accounting manipulations are relatively low in Japan.
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