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Abstract

Institutional theory discusses whether organizations enhance their survival by converging around socially legitimated forms. This study
contributes to this literature by examining the evolution of strategic choices among mid-tier and large accounting firms. The results show
that the change in percentage of income from audit activities is different for the partnership and LLP firms over the period 2005 - 2013.
Inflation adjusted fees per partner are not statistically significantly different from 2005 to 2013. The results suggest that a spread of offices,
specialisation and the degree of hierarchy lead to efficiencies of operations and wealth enhancement (through changes in fees per partner)
but LLP choice per se does not necessarily increase fees.
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Partnership Law and its spawn: did LLP deliver on its
promises?

Introduction

“Professional service firms exist at the interstices of multiple institutional fields, simultaneously
defending the interests of commerce, the state, and society.”

(Suddaby et al 2008 p. 990)

inception a primary objective of serving the public interest, have shifted to essentially entrepreneurial

operations (Hopwood 1985). The key aspects of the legal form of a partnership had long been that partners
are jointly and severally liable, and liability claims are potentially unlimited. In the period of the late 1990s,
when the UK accounting firms could not get any traction to shift the UK Government’s recalcitrance against the
introduction of any Limited Liability Partnership (LLP) legislation (as had already occurred in the USA), two
large firms (EY and PWC) pushed legislators in the Channel Island of Jersey to allow such legal structures
(Greenwood and Empson 2003, page 911, Likierman 1989). Specifically, in 1996 it was reported that EY had
“threatened to move its (UK) headquarters to Jersey” (Sikka and Wilmott, 2009).

It has now long been recognised that the largest professional accounting firms, firms which had from their

At the time of the start of the LLP introduction in Jersey, PWC senior partner lan Brindle said that “he had
not dismissed the idea of incorporation, but that he was loth[sic] to lose the partnership ethos and get rid of the
partners' personal and financial interest in the business. 'Our partnership is very special,’ he said, 'and you
change it at your peril.' 'It is our preferred option at this stage,' said Ernst & Young's senior partner Nick Land.
'We rejected partial incorporation twelve months ago as ineffective and not suited to our culture”™ (Anon,
Accountancy, 1996a). But regulatory constraints, on their own, do not explain why nearly all large accounting
firms have chosen to retain the partnership form, even as an LLP, and why it is still also popular among
management consulting and architectural service firms.

In the light of the resistance to permitting the LLP form from the UK government in the early 1990s, the
largest firms did not consider changing to a corporate form, but instead the largest of all global partnerships
argued that the general partnership law is no longer an appropriate vehicle on grounds of sustainability and
following extensive lobbying, a new vehicle, the LLP, was introduced limiting partners’ exposure to risk in
Jersey, Channel Islands (Sikka & Willmott, 2009; Boatright, 2007; Sikka, 2008b). Partners of large accounting
firms threatened to take their operations “off-shore”. The UK Government then back-tracked and hastily passed
close to what the large firms had been seeking ten years earlier.

LLP represents a ‘half-way’ house between pure partnership and limited liability companies. Research in
this interesting field has started to emerge. For example, Lennox and Li (2012) use company data to empirically
test the following three research questions: Is audit quality impaired after audit partners obtain limited liability?
Do clients perceive that they suffer adverse consequences when partners are protected by limited liability? Do
auditors become more tolerant of client litigation risk after they switch to limited liability? Lennox and Li (2012)
find that the probability of an audit firm switching to LLP is increasing in its size and litigation exposure. The
authors do not find that audit firms supply lower quality audits, lose market share or charge lower audit fees
after becoming LLPs. Finally, Lennox and Li (2012) find a shift towards riskier public traded companies within
the portfolio of clients after a switch to LLP. A regulatory change that allows audit firms to choose whether LLP
adoption is optimal for them clearly has some effects on the companies that they service but there may be other
strategic effects that can only be observed with a finer, or different, dataset. To the best of our knowledge, this
strand of extant literature examines economic effects of the regulation change at the company level. The authors
are unaware of any prior research that examines the operational and strategic incentives to change legal form at
the accounting firm level.

Therefore, this study takes a very different approach to prior work that is largely based on company data.
The focus of this study is a cross section sample of accounting firm data in 2005 and 2013, for reasons as
further described. This study use publically available data-set of the Top 50 accounting firm data since 2005
published annually in Accountancy Age to reflect on what was promised with LLP. The three main research
questions are as follows:

RQ1: What proxies for strategic choices are the determinants of changes in revenues (fees) per partner and ‘LLP
choice’?

RQ2: What are the effects on accounting firms’ revenues and profitability when there is a shift to LLP?
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RQ3: Did the reduction of liability and (conjectured) cheaper insurance permit a reduction in audit fees as a %
of total revenue?

In analysis of firm revenues and associated data, and given that the one of the promises of LLP was to
reduce liability costs, these questions are interrgoated through offering three postulates:

i. Given that insurance costs would not increase as much as other expenses, then total (CPI adjusted)
revenues for the firms in the UK Top 50 would increase over the period 2005 — 2013.
ii. That there may also be associated proxies for strategic choices that further clarify what were specific
drivers to changes in Revenues (Fees) per partner and the ‘LLP choice’.
iil. That the reduction of liability and (conjectured) cheaper insurance would permit a reduction in audit

fees; and therefore the proportion of revenues earned from specialised audit activities would reduce
compared with total revenue, based on accounting firm data.

In order to answer the questions, and based on these postulates, this paper proceeds as follows. The next
sections briefly revisit the history of regulation of accounting firms, review what was promised with the
introduction of LLP, and suggest that this analysis can be best located within a contingency theory approach.
The paper then undertakes statistical analysis based on 2005 and 2013 firm data across the Top 50 firms in the
UK. Finally, the paper ends with some discussion that can be seen to challenge other perspectives on firm
success and growth of the Top 50 firms in the UK.

History

Corporations had been used from the end of the sixteenth century and were created by the Crown granting
charters of incorporation. They were legal entities distinct from their members, who were theoretically not liable
for their debts. However, this limited liability was illusory in practice as the corporation would call on its
members to meet its debts. This form of incorporation relies on multiple theoretical backgrounds and comes
with the expense and delay of attaining a charter (Mackenzie 2008; Veldman, 2013).

From 1844 it became far easier to form a company that was a separate legal entity from its owners.
However, the Joint Stock Companies Act 1844 expressly preserved the full personal liability of members for
company debts. A further eleven years went by before this changed. The enactment of the United Kingdom
Limited Liability Act of 1855 granted companies limited liability. Such freedom from liability did not pass to
partnerships, as being in a partnership meant it was not recognised in law as a separate entity from its partners
(Mackenzie 2008), although it was specifically the 1948 Companies Act 1948 which prohibited company
auditors from trading through limited liability entities (Sikka and Willmott, 2009).

In other EU member states which have a limited liability regime for auditors, “the limitation mechanisms
were either in the form of: a financial cap on the level of possible liability claims (as in the case of Austria,
Belgium, Germany, Greece, and Slovenia); a system of proportionate liability whereby auditors are liable only
for the damages caused directly as a result of their negligent behaviour (as in Spain); or by allowing auditors to
establish limited liability entities” (Samsonova-Taddei and Humphrey, 2015). Before the LLP legislation, the
only option to a partnership was the public limited company (PLC) option, and in the UK KPMG was the first
accounting firm that, in 1995, had chosen to incorporate and form what became known as KPMG Audit PLC
(Samsonova-Taddei and Humphrey, 2015).

Sikka (2008a and 2008b) offered an invaluable case study relating to the evolution between 1995 and 1998
of the LLP legislation in Jersey, a UK Crown Dependency. Jersey, offshore to the UK, and part of the Channel
Islands in the English Channel, is neither part of the UK nor a member of the European Union (EU) and
therefore not subject to any British or EU laws. Sikka’s study “provided further evidence of the race-to-the-
bottom embedded in economic globalization and inherent in a system of jurisdictionally bound competing
nation states” (2008a page 418). This was followed by further analysis in the Sikka and Wilmott (2009) review.

The large accounting firms were continually stone-walled in their attempts to get such legislation in the UK,
and therefore threatened to move their head offices to the Channel Islands and take advantage of the more
favourable and sympathetic legislation promised be offered there. In a very public effort to generate more
business activities based in Jersey, on 11th December 1995, the States of Jersey announced that the FEC
proposed to introduce LLP legislation; the 1996 LLP Bill was drafted for the Jersey legislature by the UK
offices of Ernst & Young and Price Waterhouse.

Such arrangements persuaded some to argue that Jersey was offering its “legislature for hire” to enable
major accountancy firms (as a fraction of international capital) to hold other nation-states, e.g. the UK,
to ransom. The approach to Jersey was made at a time (mid-1990s) when major accountancy firms
were facing a number of high profile lawsuits arising out of real/alleged audit failures and campaigning
to secure liability concessions from the UK government (Sikka 2008a).
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Given these events, the UK government promised equivalent legislation within a week (Jeune and Kelly,
1996) then later “at the earliest opportunity (Hansard, 1996). Eventually, it issued a consultation paper on
creating Limited Liability Partnerships (UK Department of Trade and Industry, 1997), followed by a Bill (in
1998) and an Act[26] (Limited Liability Partnerships Act 2000) which came into force on 6 April 2001”. (Sikka
2008a: 414)

The reason for this had little to do with the pros and cons of public interest arguments which had earlier
prevailed in debates against the introduction of such law; but everything to do with the effective threats of the
largest Big 4 firms to shift their head office to the Channel Islands (Freedman, 2000).

Given the choice, would all firms follow the Big 4?

Bearing in mind much commentary after this UK legislation was passed was not specific to the field of
accounting and accountancy firms, the uptake of the LLP structure was slower than had been anticipated. Before
the enactment of LLP legislation in the UK, accounting partnerships showed some selection from diverse
drivers to differential survival, but did not exhibit strong selective pressures that favoured one form or structure
over another (McMeeking, 2009) with the exception of the use by, for example, KPMG of an Audit PLC, as
mentioned above. They mostly retained partnership forms, even with its downside of liability.

Then for a brief period after the enactment of the LLP legislation, it is very likely that all firms assessed the
increased choice of permitted structures. Freedman (2000: 898) argues ‘the LLP is an unsuitable vehicle for
most small, owner managed, non-professional firms’. The shift to the LLP structure by all of the largest
accounting firms occurred between the period 2002 and 2005. The largest firm not to adopt an LLP or corporate
structure as at 2004 was PKF, ranked number 8 in the list of fee revenues of the largest UK accounting firms. In
2005 there were 17 firms in the Top 50 described as LLPs. However, a variety of structural forms are now
observed in the Top 50 (Reed, 2014):

Table 1 Hetrogeneity in the structural form of the largest accounting firms in 2013
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Based on 2013 data in Accountancy Age Top 50

It is clear that the opportunity for flexibility in structural choices has been taken advantage of, depending on
the strategic choices of each firm. Young (2000) described the drivers of the legislation were specific to:

Increasing frequency and size of professional negligence claims;

Risks to partners’ assets after the firms’ assets and/or insurance cover has been exhausted;
Structural requirements of businesses with very large numbers of partners;

Increasing specialisation within one umbrella business unit;

Mixing of different professions and skills within firms.

“In doing so, it avowed that the price of such relaxation in liability is transparency, in accounting and
operating terms” (Young 2000: 257). The driver to the Big 4 pushing so hard for this was more simply
expressed as: the law will enable accounting firms to protect its individual partners' personal assets from
damages awards against their firm (Anon, 1996a). Urgency was added by a 1995 High Court damages award
against the former partnership of BDO Binder Hamlyn (ibid) and the subsequent collapse of Andersen. There
was further discussion of these perceived promises; but there was also opposition which had been continuing
since the 1980s, but was perhaps worn down by attrition.



What Opposition?

The Member of Parliament (MP) Austin Mitchell attempted to prevent the Jersey law going through. “He tabled
an early day motion last month [November 1996] urging rejection of the Bill because of 'the protection which
that law gives to bad auditors and failed audits, its reduction of rights of consumers of accounts to enhance the
rights of a powerful vested interest and absolve them from the consequences of their own failure'. The only hitch
as far as the firms are concerned is a surprise move by the Inland Revenue” (Anon, 1996b).

Her Majesty’s Revenue and Customs (HMRC), the UK tax authority, had recommended that Jersey LLPs
'may' be taxed as if they were companies. Three years after the Jersey Law had been passed, support in the UK
was cross-party, though not universal. In the light of the eventual HMRC decision, Jersey had become
effectively out of bounds for UK firms “unless they are prepared to take the massive financial hit that being
taxed as a company, rather than a partnership, would involve. This was estimated at a 7% to 10% rise in their
tax bills, in addition to a significant one-off capital gains tax charge” (Anon, 1999).

Arch-opponent Lord Philips of Sudbury, a solicitor, suggested LLP would "provide your two-man cowboy
building outfit with a uniquely flexible and light framed means of screwing the public’” (Young 2000).

The UK legislation passed to be effective from April 6th 2001. But in 2001, a spokesman for Companies
House conceded that he was 'not expecting a big rush'. He added:

'Our market research indicates a high level of public awareness, particularly in primary professions
such as lawyers and accountants.' He went on to say that Companies House research indicated the
attraction of limited liability seems to lie in the protection it offers individual partners, mainly because
the current situation makes it difficult for firms to attract new partners. Most respondents saw the
greater disclosure demands under LLPs over standard partnerships as an acceptable trade-off for this
protection. (Quick, 2001).

With the benefit of hindsight

The current drive for transparency by the UK government has some impact on LLPs: in April 2014 it was made
clear in UK proposals that it will no longer be possible to have a corporate director of a company, and that this
will apply to LLPs i.e. all directors will need to be a natural person (human) rather than business entity (Cearns
2014). The LLP Act (2000) had recognised that members of LLPs are at the same time owners, managers and
workers. Effectively the roles of director and shareholder are combined. Cearns (2014) predicts that if the UK
government proposals in April 2014 are not changed during deliberation on the legislation, then many LLPs
would have to ‘unwind’. Murray et al. (2014) also asked: was LLP losing its shine? They identified three attacks
on LLPs: tax changes, a ruling from the Supreme Court that LLP members were ‘workers’; and the ‘natural
persons’ proposal, as described above. These challenges undermine the attractiveness of LLP structures and it is
gradually becoming clearer that LLP is a far less attractive structure than when it was first introduced in 2000
for all professional firm categories.

A contingency theory approach

Theorising the analysis of the shift to the LLP form in this study is located within contingency theory. Table one
above shows a variety of responses to the opportunities provided, as all firms in the ‘Top 50 faced a change in
external conditions (litigation exposure) with a theoretical advantage of a niche industry specialisation (Hickson
et al., 1971; Van de Ven and Drazin, 1984). Consistent with the option to change to the LLP form, Tushman and
Romanelli (1985) suggest there may be a correlation between survival and strategic reorientation, but their
analysis implies that this correlation should be present only for organizations that have a relatively high intensity
of epistatic interactions. As noted by Suddaby et al., professional service firms were experiencing major
changes in their regulatory and market contexts.

Nearly all large firms are continuing to expand internationally, putting pressures upon traditional
managerial practices. Organizational structures and cultures are becoming increasingly complex, exacerbating
challenges of co-ordination. Boundaries between professional specializations are becoming blurred,
complicating decision processes. (Suddaby et al., 2008: 990)

The corresponding growth of the largest accounting firms confirms the utility of contingency theory in this
study. Greenwood and Empson (2003) state the empirical contexts in their study cover actuarial, advertising,
architects, consulting, law, engineering and security analysts but use data from two accounting firms and one
actuarial firm. Litrico and Lee (2008) examine a central issue confronting professional service firms: the need to
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balance the characteristic high work pressures with demands for “alternative work arrangements." Institutional
theory focuses upon how organizations enhance their survival by converging around socially legitimated forms
(DiMaggio and Powell 1991). These perspectives combine two tasks: both identifying and also explaining
organizational variation. It may be that in recent years more attention has been given to the latter than the former,
but there has been increasing interest in discerning hitherto neglected forms (Aldrich 1999). The current study
contributes to that debate by examining proxies for the drivers of structural change in the accounting field.

Table 2: Forms of Governance in Services Firms (from Greenwood and Empson)

Greenwood & Empson: The Professional Partnership 911
Table 1 ]
Forms of Professional Firms Partnerships Private Public
Governance in Sector (number) (%) corporations (%) corporations (%)
Professional
Services Firms Law 100 100 0 0
Top 100 Firms Accounting 100 56 42
Globally by Management 100 17 44 39
Industry Sector consulting

Advertising 100 0 77 23

Architecture 100 18 73 9

Source: Consultants News, Public Accounting Report, American Lawyer, Advertising Age,
World Architecture Magazine and websites.

This variety noted for a range of professional firms is further reflected in table one: the same range and
diversity of choices having been taking advantage of by accounting professional firms in the Top 50 in 2013. It
is not the place in this study to examine the degree of concentration across professions, and the drivers behind
the growth of the Big 4 Accounting firms in capturing/monopolising the audit market in particular. They have
advantages over others — for instance, law firms are conflicted out from some revenue streams, whereas one
accounting firm could theoretically (and in practice does) command all of the revenue from an industry in which
it had chosen to specialise. But sufficient of this literature has been offered to proceed to the data analysis.

Data Analysis

The main methodology adopted is OLS and ANOVA estimation using publicly available firm data. The data
analysis focusses on accounting firm revenues and associated data based on two years of data: 2005 (covered
reporting periods for these entities from end of June 2004 (PWC) — end of June 2005 (EY)) and 2013. Data for
this research are hand collected from the annual reports of the ‘Top 50’ accounting firms identified in
Accountancy Age from 2005 — 2013. Data access issues and the patchiness of data prevent meaningful analysis
earlier than 2005. The 2013 data covered reporting dates for the years ending 31/05/2012 (Deloitte) up to
30/04/2013.

This period of comparison is also of interest, as it was before and after the Global Financial Crisis, where
there was a significant drop in all revenues for accounting firms. Choosing 2005 and 2013 for this analysis has
attempted to bridge that period of loss and regain in fee income. The period is also interesting because of the
aforementioned legislation, and the considerable growth opportunities within the sector associated with the
adoption of International Financial Reporting Standards by corporates across Europe (from 1 January 2005).

Analysis was based on data representing:

e Revenues (Fees) per partner is expressed in pounds sterling, these were converted by a factor of .796 to
ensure comparability with 2005 data i.e. inflation adjusted.
e Size (small, medium, large)

— In 2005 this division as reflected in Revenues for Small of £9- £12 million, Medium were
£22- £32 million, and Large had revenues of £1,297- £2,086 million. Five firms were selected
in each of the small to medium groups, and the Big 4 were the large firms.

— 1In 2013 this division as reflected in Revenues for Small of £12 — £15 million, Medium were
£28— £40 million, and Large had revenues of £1,630 — £2,329 million. Five firms were
selected in each of the small to medium groups, and the Big 4 were the large firms.

e Type (LLP, partnership)



e  Year (2005, 2013)

e Density is the number of partners per office

e Fees per non-partner Staff (Professional only) is similar to a ratio of return on investment in non-
partner staff

e  Hierarchy is the number of staff per partner

e Feesoffice is the ratio of fees per office and is similar to a Return on assets measure

e Special is the proportion of Fee revenue from the largest segment of operations, (usually audit but tax
for some firms).

Unreported descriptive statistics did not reveal any of the basic econometric problems, e.g. hetroskedasticity
and non-normality. Multicollinearity diagnostics show that all independent variables had acceptable VIF and
Tolerance values.

Results

The first analsysis is what strategic choices were drivers to changes in revenues per partner (RQ1). Table three
presents the results of a two-way ANOVA (i.e. tests of between-subjects effects) with Revenues (Fees) per
partner as the dependent variable, the first three predictor variables as fixed factors, and the last five as
continuous covariates.

The Null hypothesis (that none of the independent variables influence the dependent variable) was rejected.
Specifically, with all predictors in the model, Size (p = 0.005), Density (p = 0.011), Fees per non-partner i.e.
professional service staff (p < 0.0005), Hierarchy (p = 0.001), and Fees per Office (p = 0.010) significantly
predicted revenue per partner, while Type, Year and Specialization did not. Note that this model assumes that
each year is independent. That is, the model ignores any possible correlations between the observations in 2005
and 2013 from the same firms. This is because some of the same firms were sampled in both years, and some
were different.

Table 3: ANOVA Results of Fees per partner against strategic change proxies

Source Type III Sum of | Df Mean Square | F Sig.
Squares

Corrected Model 12.930? 9 1.437 242.364 [.000
Intercept .001 1 .001 .195 .664
Size .087 2 .044 7.352 005
Type .003 1 .003 S77 458
Year 1.550E-005 1 1.550E-005 .003 .960
Density 049 1 .049 8.225 011
Fees per non-partner | .180 1 .180 30.405 000
Hierarchy .091 1 .091 15.405 .001
Fees per office .049 1 .049 8.325 010
Specialization .014 1 .014 2.378 141
Error 101 17 .006

Total 40.023 27

Corrected Total 13.030 26

a. R Squared =.992 (Adjusted R Squared = .988)

The next assessment is the fee effects of shift to LLP (RQ2). Multiple comparisons is one of the problems
with the above analysis, i.e. as the number of hypotheses in a test increases (when one is considering a set of
statistical inferences simultaneously) there is an increased likelihood of type I errors. To try to mitigate
multiplicity, the nature of the relationship can also be described by looking at the difference in means for
different values of the categorical/ group variables (size/ type/ year), and by looking at the size and direction of
the coefficients of the continuous variables. The dependent variable was again fees per partner, the independent
variable were Size (table four), Legal structure (table five) and Year (table six).
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Post hoc comparisons using the Bonferroni adjustment gave that Large was significantly different from both
medium (p = 0.013) and small (p = 0.004), and medium and small were also statistically different (p = 0.040).
The results presented in table four confirm the Big 4 effect: i.e. they are the Big 4 because their Fees per partner
are commensurately large, which also reflects the level of non-partner staff required to be funded from each

partner

in the largest firms.

contributes to overall wealth/revenues.

This attribute (Hierarchy) is further described in table five as follows, and

Table 4: Fees per partner against accounting firm size

Size Mean Standard Error 95% Confidence Interval

Lower Bound Upper Bound
Large 1.559° 187 1.166 1.952
Medium .8642 072 712 1.016
Small 7442 .066 .606 .883

a. Covariates appearing in the model are evaluated at the following values: Density
=11.328921, Feespart = .128211, Hierarchy = 7.640633, Special = .475269.

The results presented in table five show the results of fees per partner against firm type, i.e. partnership or
LLP. Post hoc comparisons using the Bonferroni adjustment show that partnership was not significantly different
from LLP, i.e. revenue per partner was not different based solely on the type of firm. This result implies that a
firm cannot expect to achieve an increase in fees by simply switching firm type.

Table 5: Fees per partner against legal structure

Type Mean Standard Error 95% Confidence Interval

Lower Bound Upper Bound
Partnership 1.049* .057 930 1.168
LLP 1.063? .031 .997 1.128

a. Covariates appearing in the model are evaluated at the following
values: Density = 11.328921, Feespart = .128211, Hierarchy = 7.640633,
Special = .475269.

Table six shows the results of analysis of inflation adjusted fees per partner against year. Post hoc
comparisons using the Bonferroni adjustment show that 2005 was not significantly different from 2013, i.e. CPI
adjusted revenue per partner was not different across the time period. This result implies that inflation adjusted
fees per partner were unchanged from 2005 to 2013. The results of tables four to six suggest that variation in
firm size did significantly affect fees per partner but that firm type and the year did not.

Table 6: Fees per partner against calendar year dummies

Year Mean Standard Error 95% Confidence Interval

Lower Bound Upper Bound
2005 1.044* .026 .989 1.098
2013 1.047° .045 951 1.143

a. Covariates appearing in the model are evaluated at the following
values: Density = 11.328921, Fees per no. of prof. staff =.128211,
Hierarchy = 7.640633, Feesoffice = 18.024281, Special = .475269.

This analysis is extended by running a regression model test with revenue per partner as the dependent
variable and the all of the aforementioned coefficients as independent variables. Table seven illustrates that:
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e For Fees per non-partner staff, Hierarchy, Fees per office and Specialisation, as they increase, the
model predicts that Revenue per partner will increase.

e For density, since it has a negative coefficient, the model predicts that as density increases, Revenue
per partner will decrease.

Table 7: Fees per partner against strategic choice, size, firm type and year

Parameter B Standard |T Sig. 95% Confidence Interval
Frror Lower Bound | Upper Bound
Intercept -.351 227 -1.548 .140 -.830 127
[Size=Large] .695 211 3.286 .004 .249 1.141
[Size=Medium] 097 .046 2.097 .051 -.001 .194
[Size=Small] 02
[Type=0] -.047 .062 -.760 458 -.178 .084
[Type=1] 0°
[Year=5.0000] -.003 .056 -.051 .960 -.122 116
[Year=13.0000] 0
Density -.024 .009 -2.868 011 -.042 -.006
Fees per non-partner | 4.757 .863 5.514 .000 2.937 6.577
Hierarchy .061 .015 3.925 .001 .028 .093
Feesoffice 014 .005 2.885 .010 .004 .024
Special 235 153 1.542 141 -.087 .557

a. This parameter is set to zero because it is redundant.

The results of tables four to seevn indicate some proxies for strategic choices that further clarify that there
are some specific drivers to changes in Revenues (Fees) per partner, but it was not the ‘LLP choice’ (table five).
A spread of offices, and specialisation, as well as the hierarchy, may all lead to efficiencies of operations.

This analysis also demonstrates that the total (CPI adjusted) revenues/fees for the firms within the Top 50 -
over the period 2005 — 2013 - did not increase significantly (table six). This runs counter to some headlines in
the Top 50 tables, for example the 2012 headline for the rankings: that “The top 50 UK accounting firms have
broken the £10bn revenue figure for the first time, performing well despite ongoing tough economic conditions”.
However, due to the unavailability of data, it is impossible to measure whether net profit per partner and (any
assumed) lower insurance costs might result in greater net profitability.

The next section of the analysis addresses RQ3, i.e. whether the reduction of liability and (conjectured)
cheaper insurance permit a reduction in audit fees as a percentage of total revenue? For this analysis the sample
is not restricted to the Top 50 firms, but instead examined all the top 50 firms which provided the data under the
same (or very close) firm name) in both 2005 and 2013. This resulted in an analysis based on the percentage of
fees derived from audit activity compared with other revenue streams, from 31 firms.

The results presented in table eight show the change in the percentage in fees relating to the provision of
audit and assurance services as a fraction of the total revenues of the firm against type of firm. The change in
percent of total income from the provision of audit services was significantly different for the partnership and
LLP firms (as at 2005). This was statistically significant (F (1, 29) = 11.025, p = 0.002). This suggests one or
more of the following was true:

a. That firms were able to lower their audit fees with the lower insurance expense
b. That limited liability firms were able to increase client revenues from other revenue streams, becoming
less specialised, compared with partnerships




c. Price competition in the audit market increased for LLP firms as the clients were more wary of the
reduced protection of the limited liability
d. Client firms were prepared to pay more for an audit undertaken by a firm where their liability was not

limited

This suggests there are further research opportunities based on similar or other data, especially
supplementing such findings with qualitative sources such as interviews with partners or audit committees.

Table 8: Percentage change in fees from audit revenues split between LLP firms and Partnerships

TypeN2005 Mean N Standard Deviation Minimum [ Maximum Median

Partnership 4.1978 18 7.44379 -5.70 18.65 2.1848
LLP -3.9329 13 5.55796 -15.48 1.83 -1.9032
Total 7882 31 7.77105 -15.48 18.65 -.5147

Finally, table nine shows the findings of the analysis of percentage change audit fees to total fees analysed
by size of accounting firm. Three size categories are created that capture the elite (large), mid tier (medium) and
small firms (small). The size labels in this table refers to the 2005 £Revenue data. The results indicate that the
change in percent of revenue from audit was not statistically different by size. (F(2, 28) = 0.519, p = 0.601).

Table 9: Report of percentage change in fees from audit revenues analysed by size

Size Mean N Standard Deviation | Minimum | Maximum | Median

small 8.20 - 11.90 2.4526 10 8.59095 -13.04 18.65 1.3125
medium 12.00 - 34.90 1.1122 10 5.21964 -5.70 13.32 -.3917
large 50.30 - 1568.00 -1.0196 11 9.15169 -15.48 16.42 -2.2680
Total 7882 31 7.77105 -15.48 18.65 -.5147

Discussion and Conclusion
Limitations

One limitation of the analysis of proxies for strategic activity is that there may be better proxies for particular
firms, depending on what information is available through case studies or analysis of web-site data. Narrative
on Websites may offer clues to more specific strategic positioning by particular firms, thereby providing more
firm-specific attributes. A further limitation is that the impact of this shift to LLP have occurred earlier than
2005, but data earlier than 2005 was increasingly restricted in scope. The patchiness of pre-2005 data restricts
our analysis to the period after 2005 and does not take into account the impact of mergers on strategic choices,
dispersion, hierarchy etc.

Another major limitation is that not all impacts are measurable in revenues and wealth maximisation
strategies. This applies particular to the analysis of the percentage of revenues attributable to audit activity. It is
impossible to measure net profit per partner from publicly available data and lower insurance costs may reflect
in great net profitability. Furthermore, the reasons for some firms retaining a partnership form may derive from
the personal choices of partners, rather than any strategic or profitability motivation. However, and
notwithstanding such limitations, the analysis of this paper provides as an innovative step towards better
understanding of how the mid-tier and large firms may balance up their risk avoidance and strategic positioning
with offering services which better meet the public interest.

Discussion and Conclusion
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As the intent was to reduce risk for any type of professional partnership, the concerted drive by the Big 4 firms
to force the UK government to permit LLP structures for professional accounting firms is paradoxical to, even a
counter-indicator of, the entrepreneurial spirit of professional firms described by Hopwood (1985); where risk is
embraced as an opportunity to gain marginal revenues in competition with other similar service firms. Any
anticipated rush to switch to an LLP structure did not occur and some firms in the Top 50 in the UK prefer to
remain as partnerships whilst others adopt a choice of forms such as franchise, Limited Company or Association.
The availability of firm data from the Top 50 analysis provided annually by Accountancy Age allowed us to also
examine whether or not total (CPI adjusted) revenues for the firms within the Top 50 would increase over the
period 2005 — 2013, given that insurance costs for LLP firms would not increase as much as other expenses. The
answer to this was no.

The study also provides an analysis of proxies for associated strategic choices that further clarified the
specific drivers to changes in Revenues (Fees) per partner and the ‘LLP choice’. Proxies for strategic choices
are identified that clarify there are some specific drivers to changes in Revenues (Fees) per partner, but it was
not the ‘LLP choice’. A spread of offices, and specialisation, as well as the degree of hierarchy, may all lead to
efficiencies of operations and wealth enhancement. Part two of this study was embarked upon in order to
determine if reduction of liability and a conjectured less expensive insurance would permit a reduction in audit
fees, and therefore the proportion of revenues earned from specialised audit activities would reduce, compared
with total revenue, based on accounting firm data. The analysis was able to describe that the change in
percentage of income from audit activities/ total revenues was different for the partnership and LLP firms over
the period 2005 - 2013. The paper offers some explanations for this, but it is clear there are further research
opportunities to investigate this further, in particular with qualitative sources such as interviews with partners or
audit committees.

Institutional theory focuses upon how organizations enhance their survival by converging around socially
legitimated forms, and requires both identifying and also explaining structural variations among the Top 50
accounting firms. The authors are unaware of any prior research that has examined the strategic incentives to
accounting firms to change legal form at the firm level. This study offers a step in this direction. Taking data
from the Top 50 accountancy firms in the UK provided a method of analysing the impact of structural changes
after an expansion of structural choices, and it is hoped that further research will take the opportunity to extend
these findings with data from other jurisdictions where such information is publically available. It will be
extremely valuable to our understanding of how the mid-tier and largest accounting firms serve any public
interest, if at all, when they pressure governments for legislation in their favour. This research ought to be of
interest to regulators, audit committees, shareholders and auditors. Other researchers are invited to take up this
challenge to previous perspectives on firm success and growth of large accounting, and other service, firms in
the UK and elsewhere.
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