
...., ......... ....,v AND FIRM SIZE IN PUBLIC ACCOUNTING 

A Senior Honors Thesis 

Presented in Partial Fulfillment of the Requirements for 
graduation with distinction Accounting in the undergraduate colleges 

of The Ohio State University 

by 

Robert Kouche 

The Ohio State University 
May 1995 

Project Adviser: Professor Daniel Jensen, Department of Accounting and Management 
Information Systems 



ACKNOWLEDGMENTS 
VITA 
LIST OF TABLES 

CHAPTER 

TABLE OF CONTENTS 

I. TRENDS IN PUBLIC ACCOUNTING FIRMS' 
OPERATIONS 

A. of Revenue Trends 
B. Services Offered 

II. STRATEGIC COST MANAGEMENT 

A. The Value Chain 
B. Strategic Positioning 
C. Strategic Cost Drivers 
D. Activity Based .... V" .. ll~ 
E. Conclusion 

III. STRATEGIC ANALYSIS OF CHANGES IN 
PUBLIC ACCOUNTING FIRMS 

A. Experience 
B. Complexity 
C. Client Service 
D. Other Value-Added Services 
E. Organizational Structure 

IV. QUESTIONNAIRE/SURVEY 

A. Results 

V. CONCLUSIONS 

A. Client Service 
B. I-iv,", .. rt"o .. 

C. Organizational Structure 
D. Limitations of Study and Further Research 

APPENDICES 

A. Survey 
B. Survey Results 

BIBLIOGRAPHY 

ii 
iii 
iv 

PAGE 

2 
4 

7 

7 
9 
10 
12 
14 

15 

16 
20 
22 
25 
27 

33 

34 

41 

41 
42 
44 
47 

49 
53 

68 



ACKNOWLEDGMENTS 

I express my appreciation to Daniel L. Jensen for his guidance and assistance. 

Special thanks goes to Thomas 1. Bums, without whom I never would have begWl this 

project. I also thank all other accounting professors that I had while at The Ohio State 

University: Eric Spires, Richard Murdock, Ray Krasniewski, and P.C. Chu. 

11 



VITA 

May 30,1973 

1987-1991 

1991 - 1995 

111 

Born - Mayfield, Ohio 

Wooster High School, 
Wooster, Ohio 

The Ohio State University, 
Columbus, Ohio 
B.S.B.A. in Accounting 



LIST OF TABLES 

TABLE 

1. Average Growth of Net Revenues For Various 
Sized 

Revenue Distribution of Different Sized Accounting 

3. Hypotheses 

4. Relating Survey to Hypotheses 

3 

6 

32 

33 



CHAPTER 1 

TRENDS IN PUBLIC ACCOUNTING FlRMS' OPERATIONS 

Statistics in recent years show that net percentage increases in revenues of 

medium-sized public accounting flrms have outpaced 

smaller flrms. trend persisted for several years 

by changes in the services offered by of all 

of both larger and 

has been accompanied 

to meet new competitive 

market conditions. Public accounting fums have adjusted their internal culture, 

realigned their existing structure, and have revised and improved services provided 

in an effort to maintain and improve their market share. The standard explanation 

for recent developments public accounting fums is as a response to changes in 

competition, technology, and the regulatory environment. However, a more 

complete explanation can be found if one analyzes the impact of these and other 

factors on the underlying cost structures and strategic opportunities of the flrms of 

varying 

These changes raise several questions. First, what factors explain the 

revenue changes between firm sizes in the last several years? Are the increases in 

medium-sized firms' revenues the result of lower costs and lower billing rates that 

attract clients or do these flrms offer a better value for the money? they are 

offering better value, what are they to create value for their clients that small 

and large are not doing? Furthermore, there was a time when the largest 

flrms, the Big Six, formerly the Big Eight, dominated public accounting revenue 

growth continually having the highest percentage of growth. Although the Big Six 
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continue to have revenue growth, they have lost their dominance over the medium 

and small fInns. Meanwhile, the smallest fInns have fared the worst in terms of 

revenue growth. Will these trends continue, or will the large and small fIrms adjust 

their to combat the revenue growth of medium frrrns? 

Analysis of Revenue Trends 

Table 1 on page 3 shows revenue growth for fIrms of different for the 

years 1992, 1993, and 1994. In this study, Big Six and other national frrrns will be 

considered frrrns generating revenues between $20 and $40 million will be 

termed middle or medium-sized firms, and those fIrms with revenues less than $20 

million will be classified as small In 1992, based on percentage of net 

revenue growth, the medium sized firms fared the best. Non-national fIrms with 

revenues greater than $40 million outperformed frrrns of other sizes with revenues 

growing by an average of 8.7 percent. The fourth tier, non-national frrrns with net 

revenues between $20 and $39.9 million, were second with growth of 7.2 percent. 

The Six firms grew by the least amount, 3.5 percent, slightly behind the 

smallest frrrns, those with net revenues below $10 million, whose growth 

was 3.6 percent ("E & Y America's Top Accountant" 1,3). 
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Table 11 

Firms (size) 1992 1993 1994 

Big Six 3.5% 3.8% 5.5% 

Other National 5.7% 4.1% 5.0% 

> = $40 Million Revenue 8.7% 4.1% 6.9% 

$20-39.9 Million Revenue 7.2% 7.0% 7.1 

$10-19.9 Million Revenue 4.5% 4.6% 5.0% 

< $10 Million Revenue 3.6% 1.9% 3.6% 
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In 1993, medium-sized firms, and even those slightly smaller, again 

outperformed the largest and smallest flrms. The flrms with net revenues between 

$20 and $39.9 million grew by an average of 7.0 percent. A distant second were 

flrms with net revenues between $10 $19.9 million, which grew by an average 

of 4.6 percent. The smallest flrms ftnished last with revenues growing by only 1 

percent with Six a little better at 3.8 percent ("Sluggish Growth Plagues 

Revenue LellaerS 1,6). 

In 1994, the fourth tier once led the fleld with average net 

revenue growth of 1 percent, barely outgaining the third-tier at 6.9 percent. The 

two smallest groups of ftrms grew by the least amount. The smallest flrms 

achieved net revenue growth of 3.6 percent, whereas the group with net revenues 

between $10 $19.9 million had net revenue growth of 5.0 percent. The 

national flrms did not fare much better. Big Six fmns realized net revenue growth 

of 5.5 percent while other national flrrns had growth of 5.0 percent ("Revenue 

Growth Surges at Leading Firms" 1,6). 

accounting profession has also seen changes in the relative proportion 

and types of services offered. Accounting services, auditing, and tax compliance 

work are a declining percentage of the total work performed by a public accounting 

flrm. All fmns now offer more consulting services than previously and it appears 
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that this trend will continue. Furthermore, many fInns offer an of specialized 

services such as assistance in mergers and acquisitions, initial public offerings, 

litigation consultation, and personal fInancial planning. 

Analysis of the source of revenues of the different sized fInns indicates 

defInite trends in tenns of fIrm size and the choice of services offered in 1993 

(Table 2 Page 6). The largest fInns offer a fair distribution of auditing, tax, and 

consulting. The firms with the highest revenue growth, those with revenues 

between $20 and $40 million, performed the second largest amount of consulting 

work, only one percent below the Big Six The fIrms with revenue between 

$10 and $20 million continue to offer large amounts of auditing, accounting, and 

tax and lesser degrees of consulting services ("The Sixth Annual Top 60: 1993 II 

S3-S14). 

The paper 1) examines the theory behind both strategic cost analysis and 

activity based costing; 2) considers the services that the fIrms provide, what the 

clients desire, and how the firms add value to the client; and 3) analyzes cost 

drivers and their behavior in the frrrns of different Throughout the paper, I 

will refer back to the revenue data (Table 1 Page 3) analyzing the trends discovered 

in earlier Strategic cost analysis and activity based costing will be utilized 

to determine their implications upon the management of public accounting and 

subsequent changes in organizational structures. 
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Table 

Revenue Distribution Of Different Sized Accounting Firms 

* Estimated 

Finns (size) (1993) Accounting & 

Audit 

Big Six 49% 23% 

Other National 53 28% 

> = $40 Million Revenue 51 % 30% 

$20-39.9 Million Revenue 44% 29 

$10-19.9 Million Revenue 53% 33% 

< $10 Million Revenue 45%* 45%* 

MAS/Consulting 

28% 

19% 

19% 

27% 

14% 

10%* 

Sixth Annual Top 60: 1993." Accounting Today 13 December 1993: 14. 
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CHAPTERll 

STRATEGIC COST MANAGEMENT 

Strategic cost management is an application of ideas set forth by Michael 

Porter during the 1980's in several widely read books (Competitive Strategy: 

1980; Competitive 

MWWlg~.J.J~ing.JUldJ:!YSlainiDg.JiY~:iQr.hr.mt:m.il~ 1985). In a recently 

published book, Vijay Govindarajan and John K. Shank explain that strategic cost 

management is a mixture of three ideas: value chain analysis, strategic positioning 

analysis, and cost driver analysis (Govindarajan and Shank 13). A follows 

several steps to apply strategic cost ma:nag;em.em a flrm must identify 

individual value chains and """"'.&jii,AA costs, revenues, and assets to activities along the 

value "' ...... ........, Second, the firm identifies and investigates cost drivers at each value 

activity. Finally, the flrm controls cost drivers or alters value chain in order to 

develop a competitive environment (Govindarajan and Shank 58). Although usually 

applied to manufacturing environments, strategic cost management, can also be 

used service organizations. 

The Value Chain 

According to Shank, a value chain is a "linked set of value-creating 

activities ... " (50). Proponents of value-chain analysis not only consider the 

company itself, but extend the analysis outside of the firm to focus on the customer, 
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supplier, and other constituencies (Govindarajan and Shank 13). For public 

accounting fInns, these other constituencies include an users of company data: 

stockholders. the audit committee, potential investors, creditors, and regulatory 

bodies. An audit lowers the amount of information risk involved fInancial 

thus providing all users of fmandal statements a certain level of 

comfort. In sum, a public accounting fum must consider the client's particular use 

of the services that the fum provides. 

Public accounting flnns must continually improved understanding of 

their clients as a basis for determining what services are desired and needed. The 

value chain can be used effectively in this process. Value chain analysis is an 

extension of the value added concept, a concept that, in the opinion of Govindarajan 

and Shank, "starts too late and stops too soon" (14). According to the value chain 

concept, accounting fIrms must consider how accounting and audit services create 

value for their clients. Of course, auditors also have a public responsibility that 

cannot be ignored. In applying value chain analysis, accounting firms should not 

neglect the ultimate benefIciaries of audited fmancial statements. Thus, the public 

accountants value chain extends beyond the confmes of the public accounting fInn 

to both clients and other end users of accounting data. 

Within the accounting fInn, the value chain is reflected in the organizational 

structure of the fInn. Thus, changes in ways fIrms create value should bring about 

changes in the public accounting fmn. For instance, certain clients request only 

audit services while others prefer only tax or consulting services, a functional 
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structure may be best. However, if clients desire full services and want the flrm to 

act as an overall business ",..h" .. " .. a product line structure may be beneflcial. 

A public accounting flrm, similar to a manufacturing corporation, has two 

distinct options for its positioning strategy. fIrst option is to follow a cost 

leadership approach by competing based on cost. According to Porter, frrms can 

gain a cost advantage by either controlling cost drivers or by eliminating activities 

and reconflguring the value chain, linking value activities, etc. (Competitive 

~~.-. ...... 99), In today's competitive environment, many flrms are forced to take 

a cost leadership position for compliance activities as auditing and tax 

compliance. actuality, some frrms may treat auditing as a loss leader in an 

attempt to get more lucrative consulting engagements. Low costs do not necessarily 

equate to low proflts; low costs can be achieved while keeping proflts steady. Cost 

cutting possibilities exist through economies of scale, the experience curve, and 

through tight cost control (Govindarajan and Shank 48-49). 

The other option is a product differentiation strategy in which a flrm 

attempts to differentiate its products by creating something unique through brand 

loyalty, superior customer service, added features, and technology (Govindarajan 

Shank 49). In !..&I~UtllU~mta~'-'!";E.a.1~....mU~li.niIlLJiYW~ 

Perfoonance, Porter states, "Differentiation stems from uniquely creating buyer 

value" (150) and "., allows the flrm to command a premium 
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of product at a given price ... II (120) Differentiation can occur anywhere along 

the value chain, suppliers to a fum! s own value activities to customers 

(Porter, Competitive Advantaie 119). Because most corporations demand more 

than just basic compliance services from their public accountants, many public 

accounting fInns attempt to follow a product differentiation strategy for non

compliance services, while using a cost leadership approach for compliance work. 

Specialization along industry lines lends itself well to product differentiation as 

fIrms are able to add value through expert service. Yet, choosing a strategy is not 

an easy task for fums. In order to effectively compete the market-place, most 

finns use a combination of cost leadership and product differentiation. To work 

toward low cost and product differentiation, a fum needs to understand what drives 

its costs and revenues at all value activities (Govindarajan and Shank 92). 

Strategic Cost Drivers 

Public accounting fums are businesses and are driven by the profit motive 

subject to defmed public responsibilities. To run a successful business, a finn must 

determine what drives costs and which of these cost drivers are present in 

certain situations. According to Porter, "Cost drivers are the structural 

determinants of the cost of an activity, and differ in the extent to which a finn 

controls them" (Competitive Advantaie 63). By properly identifying cost drivers 

and how they behave within an activity, a firm can more easily 

recognize inefficiencies and possible areas to add value. Porter also states, "The 
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value chain provides the basic tool for cost analysis" (Competitive Advantali!e 63). 

Strategic cost management identifies two divisions of cost drivers: structural and 

executional (Govindarajan and Shank 20-21). 

The theory behind structural cost drivers in a manufacturing environment is 

that, according to Govindarajan and Shank, ". . . output volume as such is seen to 

capture very little of the richness of cost behavior" (20). Structural cost drivers 

include scale, scope, experience, technology, and complexity (Govindarajan and 

Shank 20-21). Scale deals with 

such things as investment 

in general and, more specifically, includes 

and marketing functions. Scope, the second 

structural cost driver, measures the amount of vertical integration. Experience 

measures the number of times an activity has been repeated in past. 

Technology integrated at different points of a finn's value chain is an important 

factor because computers and other modem technology create major efficiencies 

within the industry. Finally, complexity is a measure of the breadth of services 

offered. Firms can affect the cost of a service depending on their usage of these 

structural cost drivers (Govindarajan and Shank 

Executional drivers, more difficult to apply to public accounting 

include work force involvement, total quality management, capacity utilization, 

plant layout efficiency, product configuration, and the value chain (Govindarajan 

and Shank 22). According to Govindarajan Shank, executional cost drivers" .. 

. are those determinants of a firm's cost position that hinge on its ability to execute 

successfuUy" (22). Public accounting must attempt to explain costs in terms 
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of structural choices and executional skills that shape the competitive position. 

Once a firm explains its costs according to structural and executional cost drivers, it 

can better acknowledge what organizational structure is best for its purposes. 

Activity Based Costing 

Structural and executional cost drivers give some insight into what drives 

costs at public accounting finns. However, simply knowing what drives a finns' 

costs does not assist the firm to a great extent. This is the point where activity 

based costing is beneficial. The firm must tie costs to particular activities in order 

to exploit that activity's particular value chain. 

According to Douglas T. Hicks, activity based costing (ABC) is an idea that 

" charges all of an organization's indirect costs to 'activities' that make the 

costs necessary and then distributes costs to the products that make the activities 

necessary" (4). Activities in ABC are defmed by Hicks as " ... processes or 

procedure that cause work" (34). Furthermore, Hicks defmes a cost driver as the 

" ... 'root cause' of a cost" (36). ABC assists finns in properly pricing products 

and determining which clients are profitable and, thus, which to retain. The theory 

underlying ABC is that products (or services) require the performance of activities 

and activities necessitate costs being incurred. ABC divides costs that cannot be 

directly identified to a product (or service) into activities that make these costs 

necessary. Finally, the cost of the activity is traced to the products (or services) 

that ". . . make the activity necessary based on their respective consumption of that 
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activity" (Hicks 33). ABC can assist public accounting fIrms in determining what 

services they are able to offer in the most efficient manner and where their 

competitive advantage lies. 

An idea related to ABC is process value analysis. Process value analysis 1) 

identifIes activities that add value to output and those that add cost and no value; 2) 

works to eliminate or minimize cost drivers from non-value added techniques; and 

3) attempts to optimize cost drivers related to value-added activities (Hicks 

240) . Three steps exist in an ABC system: defIne activities that support outcome, 

defme relations between activities and outputs, and determine the costs of activities 

(Rotch 5-6). 

Activity based costing is more difficult to implement in a service industry 

than in manufacturing for several reasons. Output is often more difficult to defme 

and activities may be less predictable. Furthermore, joint capacity cost is a high 

proportion of total cost and often difficult to tie to the end service. In most 

instances, the output is a combination of benefIts obtained from the service. Some 

of these benefIts, such as the speed of service, quality of information, and 

satisfaction provided are intangible. Overlooking these difficulties, ABC can be 

applied to service industries. Firms using this method identify the proper cost 

drivers and activities in arriving at the product, which just happens to be a service. 

These benefIts drive activities that have costs attached (Rotch 8). 
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Conclusion 

reiterate, the three main ideas strategic cost management are value 

~~._ ... ,._ positioning, cost driver value chain 

extends a company I s .................... ""'6 beyond its processes. Strategic positioning 

evaluates a company's strategy of either cost leadership or product differentiation. 

Finally, cost drivers can be 

In the following section, 

ill for a company to better manage its costs. 

ideas will be applied to service organizations: public 

accounting finns. Strategic cost management is not applied in its traditional way as 

for a manufacturing environment, but adapted to fit the service environment of 

public accounting. 
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CHAPTER III 

ANALYSIS OF IN PUBLIC ACCOUNTING FIRMS 

Strategic cost management can be utilized to explain recent changes in 

public accounting fInns. cost drivers seem particularly applicable: 

experience, complexity, and client service. addition, technology and several 

other value adding factors will be investigated to determine how they are utilized by 

public accounting firms. Finally, I will explore options the firms face 

developing their organizational structure and, based on the discussion of cost 

drivers, I will consider the structures that the fInns have chosen and the benefits 

and disadvantages of their selections. 

chapter applies strategic cost management and value chain analysis to 

large, medium, and small public accounting finns. First, I will investigate the 

services that the firms offer and postulate reasons for differences across fmns 

focusing on the experience, complexity, and client "", . ..,,,,pp cost drivers, other 

value-added activities, and the resulting organizational structure. Second, I will 

hypothesize how firms add value to their clients and the logical basis supporting 

the revenue changes seen in Table 1 on page 3 and changes in organizational 

structures. All discussion and hypotheses will focus on the 

value-added concept. 
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Experience 

Public accounting fIrms must acknowledge that the business of public 

accounting has changed. Clients now demand more than previously. 

Consequently, fIrms can no longer audit a corporation' s fInancial statements, 

prepare tax returns, and expect to retain a satisfIed client. These compliance 

activities have become generic "commodities." As such, the fInns must provide 

these services, but cannot expect them to be order winners. Clients of public 

accounting expect the fIrms to be experts in their particular industry. This 

expertise can only be gained through in depth experience and training in an 

industry. 

Because of their size and the desires of their clients, fInns are forced 

to handle experts uniquely. The large companies that large public accounting fInns 

serve usually have a fairly high level of internal expertise. Thus, the level of 

expertise sought from the public accountants will likely be of an extremely high 

level. Traditionally, large public accounting have the highest level of 

expertise. However, national fIrms have been too large to specialize at all levels of 

the fInn. For instance, a national have specialists in litigation support, 

but all of the experts may be centered at the national headquarters in New York or 

Chicago. Thus, a communication problem may exist. The expertise is withdrawn 

from the root of demand. The expert has a staff around himlher and the expertise 
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is diluted. Although the expert can be contacted by phone, he or she may not spend 

much time in the field . Thus, large firms seem to be at a disadvantage because of 

their size. It is difficult to have everyone specialize because of the breadth of 

services offered and difficulties in bringing specialists in contact with the client. 

However, experience is an important factor in the expansion of services. 

Although new specialized groups are being formed and specialized services are 

being performed at greater rates, large firms have always provided these special 

services as requested by the client. The experience gained assists the firms in the 

efficiency of providing an increased amount of these services. All firms want the 

professionals to choose a field of specialty with a focusing point occurring as early 

as the second year and almost always must occur before an individual reaches the 

manager level. 

Furthermore, because of their massive hierarchical structure, large firms 

may be able to manipulate the experience cost driver to achieve specific objectives. 

They are able to allocate duties between less experienced staff personnel, more 

experienced senior staff and managers, and highly experienced partners. However, 

a downpoint for large firms is the high rate of turnover. Due to this problem, 

different staff may be on an engagement every year. This turnover may lead to 

inefficiency and a lack of the ability to add value to the engagement through 

experience. In the future, large firms may need to have personnel specialize earlier 

than those of smaller firms in order to capitalize on the experience before the 

individual leaves the finn. 
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Medium-sized like large have realized that most of their clients 

require more than compliance activities. Their clients require a certain level of 

expertise. Because of their size, medium frrms seem perfectly suited to specialize 

and to organize along industry lines. The accountants often deal with issues from 

all functional areas, not just auditing, tax, or consulting individually, while on a 

particular engagement. Thus, with the experience they they are able to offer 

value-added services outside of their particular functional area. Although these 

fInns may not be able to cover all industries, by focusing on a few industries they 

can provide a reasonable level of expertise. 

Medium fIrms' may act as a facilitator to specialization; possibly in as 

few as two or three industries depending on eC()flCIIll1lC environment of the 

particular area. The can offer considerable depth while U.UlLU. ...... LU..u.1/5 a normal 

level of breadth of services. Thus, the frrms can concentrate on providing value

added services through expertise. Furthermore, compared to large firms, it is 

reasonable to expect both that expertise will be more abundant, percentage wise, in 

medium frrms and the expertise will not be as diluted. As the industries to which 

the fmn provides services may not be numerous, personnel will spend more 

time on one industry or one service and with an earlier focus than personnel of 

large fmns do. Also, the specialists will spend more time in the fIeld in contact 

with the client. Although the highest level of expertise may not be as high, the end 

result expertise delivered to the client medium fIrms is comparable to that of 
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large firms. Therefore, medium-sized firms may be able to provide relatively the 

same level of expertise as large firms at a lower cost. 

Medium-sized firms, if properly focused, are able to exploit the experience 

driver by engaging in activities that they have performed many times in the past. 

However, medium-sized firms may lack flexibility with regard to experience as a 

cost driver because of their smaller size. They do not have quite as many 

employees for duties allocation. Alternatively, turnover is not as high as in the Big 

Six firms. Thus, medium firms are able to exploit the experience driver as the 

same people are on an engagement for extended periods of time. 

Small Firms 

Because of their size and resources, some small firms have taken unique 

approaches to capitalize on experience and specialization. Some small flIlIlS have 

seen the benefits of industry specialization and have developed niche practices. A 

niche practice is an office that is totally devoted to one specific industry such as 

insurance or real estate or even certain areas like litigation support, pensions, and 

other activities within specific industries. The benefit of this type of practice is 

being able to offer value-added services to clients because of the expertise gained 

from experience. The small firms deal with the same type of issues with the same 

types of companies, enabling them to better utilize the experience driver. 

Employees are not restricted by functional divisions and gain a broad business 

sense. The clients of small flIlIlS are most likely small themselves, do not have the 

resources for an internal expert, and usually do not need a high level of expertise at 
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all times. Thus, it is better for these companies to look to public accounting flrms 

to provide all levels of expertise when necessary. For such clients, the expertise 

desired may be at a lower level than that required by large companies, allowing 

small public accounting flrms to provide this minimal expertise at a low cost. The 

clients of small firms probably value the low costs more than those of medium and 

large flnns. However, these flrms work with a small pool of employees. Thus, 

they might face problems because of the lack of control in allocating tasks to people 

based on experience. 

Complexity 

Public accounting firms must always ask the question: Who are my clients 

and what do they desire? The firms must know if the clients want a wide variety of 

services or only need a few. Based upon the answers to these questions, the flrms 

can better understand where to allocate resources and where some amount of 

specialization would be helpful. 

La~e Firms 

The clientele of large flnns, such as the Big Six and other national flrms, 

are, in majority, large and complex companies. Accordingly, their clients desire 

more than the normal compliance activities required by the SEC and the IRS. If a 

flrm is engaged to perform an audit, the client normally will expect management 

consultation to go hand in hand with the conventional audit. A pertinent question is 

whether or not the large flrms have met the clients' demands by offering more 
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management consulting work while decreasing the relative percentage of audit 

tax compliance 

offer special 

Aside from auditing and tax, firms are also able to 

such as assisting in initial public offerings, mergers and 

acquisitions, takeover bids, and litigation consultation. 

The firms have a complex line of services. Large firms are able to offer a 

wider line of services than do medium and small finns because of the simple 

concept of supply and demand. Large firms have enough personnel to provide 

almost all of the services imaginable. Because of their needs, the clients of large 

probably view the breadth of services offered to be extremely important. In 

most instances, the large firms have the resources and skills to provide these 

services with higher quality and more efficiently than other firms. 

Medium Firms 

Medium-sized firms have controlled the complexity cost driver in order to 

best utilize their existing resources and offer clients what is desired. Whereas large 

firms are able to offer many C! .... F\llr*"C! medium choose only those services that 

best suit their structures and that they can offer at competitive prices. By doing 

so, medium-sized firms admit that they cannot offer all of the services that large 

firms offer. However, by taking an emphasis off of the complexity cost driver, 

medium-sized 

discussed later. 

may be able to capitalize on experience and client service, 
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Sm411 Firms 

Small fIrms probably realize that they cannot offer all of the diverse services 

as large and medium fIrms. Small fIrms find some benefIt by keeping complexity 

to a minimum and catering to a small client that does not see a complex line of 

services as necessarily value-added. Thus, the small firms can concentrate on other 

cost drivers in order to be successful. 

Client Service 

One cost driver specifIc to a service environment such as public accounting 

which I will investigate is client service. Client service, as used in this discussion, 

deals with the amount of personal service required by the clients of public 

accounting firms. Different clients demand different levels of service regarding 

such items as timeliness of response and partner/manager involvement. Some 

clients demand a great deal of personal contact. Others do not value this personal 

contact as highly as some of the other cost drivers discussed. However, because 

public accounting is a service industry, client service is always important to some 

extent. If not enough attention is paid to certain clients, they will seek services 

elsewhere. 

Lar~e Finns 

As viewed by large fIrms, client service probably only ranks as average 

importance to their clients. These fIrms attract clients based on expertise, types of 

22 



services offered, quality of service, and name recognition. Furthermore, because 

of the number of clients served, it is almost impossible for the firms to cater to 

everyone's needs in terms of personal contact and partner/manager involvement. It 

is the small, low revenue client that is left out. Subsequently, large firms may 

suffer from clients taking their business to smaller accounting fums. 

It seems that medium fIrms have been able to exploit a potential weakness of 

large fIrms. Public accountants provide a service, be it an audit, the preparation of 

a tax return, or some type of consultation. Because of the fees they pay, clients 

believe they should treated like royalty. Regardless of the type of problem they 

have, the client deserves a timely response from the public accounting fmn. 

Consider the story of Southern Michigan Bancorp Inc., of Coldwater, Mich. as 

reported by Lee Berton. Bancorp had employed a large public accounting fmn for 

30 years. However, in 1993, Bancorp switched to a medium fmn. One reason 

the switch was the lower fees that the medium fmn was offering, compared to those 

of the large However, this reduction fees was not the only reason for the 

switch. Client service played a major role in this decision. In one particular 

circumstance, it took the large fIrm two to three days to reply to the bank holding 

company's controller concerning a question about accounting rules. top expert 

of the medium fIrm responded to a similar question immediately (Berton, "Big 

Accounting Firms" A5). 
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Meanwhile, companies that have left large national finns for smaller 

may not have been what the Big Six and other large finns saw as the cream of 

the crop. Therefore, at times, the firms may not have come up with a timely 

response, possibly delaying a week or two. The reason for this delay is simple: 

large firms attempt to please the ones who support them. Yearly audit fees range 

from $1 million to $10 million for big clients and only $5,000 to $50,000 for small 

clients (Berton. "Big Accounting AS). The type of clients large firms 

would cater to is fairly obvious and the reason is legitimate. Regardless, this type 

of response from a service organization will not satisfy any company in the world 

today; not when middle-sized firms will offer many of the same services as large 

firms do at lower costs and in a more timely fashion. Therefore, response 

turnaround and client service are most likely important to the clients of medium 

finns. 

SmaUFirms 

One reason that businesses seek out small public accounting firms is for the 

expected personal service. These businesses are probably small themselves, and 

want to escape the bureaucracy and potentially slow service that firms might 

offer a client of their size. Thus, client service is important for small firms. One 

reason small firms may be suffering as compared to the other firms is that, because 

of their size and lack of resources, they may not be able to provide as quick a 

response turnaround as medium rums. Furthermore, the medium are better 
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able to manipulate the other cost drivers to gain further advantages over small fIrms. 

Several other value-added. services serve as a point of differentiation 

between the fIrms of different sizes. The two main secondary cost drivers (or 

value-added services) are technology and low costs. Although these drivers are not 

as important as those previously discussed, they should be included in this analysis. 

Lar~eFirms 

Clients of large public accounting fums desire different value-added services 

than do clients of other fums. It does not fIt the style of fIrms such as the Big Six 

to continually provide services at low costs, like small fums. Large firms do 

engage in some sort of low-balling in order to new clients and added services. 

In many instances this "low-balling" occurs for audit services; thereafter. the. fum 

hopes to engage in more lucrative consulting services. Their size gives them the 

advantage of being able to distribute losses across the client base. However. low 

costs oppose the image that Big Six firms provide high quality work that other 

public accounting fums cannot provide. It is a known marketing fact that 

consumers usually view low cost as lower quality. Big Six firms probably say, 

"We provide these ""'ru' .... '''''' at a high quality level and that is why we expect you to 

pay us a large amount of money. II The firms probably do not view low costs as 

value-added to their clients. 
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have attempted to create value through the use of technology as 

a cost driver. Technology is a major part of all activities from engaging a client to 

completing the project. Because of their vast resources, fIrms have been able 

to invest technology to provide value services. In many fInns, computers are 

issued to all staff members with two years of employment. Many large fIrms have 

developed their own software for such services as asset management, tax return 

compilations, electronic workpapers, and various consulting projects. 

Medium Firms 

As previously discussed, prompt service is one reason behind the success of 

medium-sized fums. However, prompt service is not the only reason for a 

corporation to switch from large and small finns to medium-sized finns. Medium

sized fums are able to capitalize on their and implement a mix of cost 

leadership and product differentiation. Medium fums are large enough. and 

reputable enough to compete with the Big Six and other national fums and small 

enough to compete with the small local fums. Not only can these fums offer the 

services desired, but they can offer them at low costs, with more of a personal 

touch. The clients of medium fums probably place more emphasis on low costs 

than do those of large fums and, at the same time, demand a fairly high level of 

services. These fIrms, similar to large fIrms, act as business advisors on an audit 

in an attempt to add value to the service. Although the service may not be quite as 

high quality as that of large fums, it usually can be performed at lower costs. 
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Technology may not be as important to medium firms as it is to large fIrms. 

This cost driver is present and relevant, but to a lesser extent. This fact relates to 

available resources and client desires. These firms may not be able to purchase the 

most modem computer equipment and other technological features. However, the 

fIrms are equipped with enough technology to meet their clients' needs: a fairly 

high level service at a reasonable cost. 

SmaUFirms 

One way in which small firms can add value to their clients is through low 

costs. Most of their clients probably need only a llllU .. I..IJUJ;U amount of services and 

want these services at lowest price possible. Small fIrms can also attempt to 

add value in other ways. Small firms may invest in specialized technology as 

opposed to generalized software in an attempt to provide higher quality services to 

specific clients. Thus, technology is manipulated to be a cost effective means of 

meeting specific, focused needs of clients. Yet, their clients may not see the 

technology as a huge value-added piece of the service. Thus, the comparative 

advantage offered by technology may be minimal. 

Organizational Structure 

As previously discussed, public accounting frrms have several choices for 

their organization structure. The frrms can choose a functional structure, a 

product-line structure, a geographical structure, or a mix. The frrms must consider 

all of the cost drivers previously discussed arriving at the proper organizational 
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structure. The organizational structure should lead the fIrms to provide the most 

value-added services to their clients. 

The traditional junctional structure has several benefIts. The trend in recent 

years has been away from auditing and tax and toward the consulting function. The 

reason for this trend is that most large corporations look past auditing and tax 

toward the more value-added activities that public accounting fIrms provide. A 

functional structure allows a fum to allocate resources to consulting while possibly 

downsizing auditing and tax. 

However. a functional structure has several disadvantages. An 

auditor may not have a good sense of tax and consulting issues. This may cause 

himlher to miss issues outside his/her area (Angelini, Copeland, and Hutton 36). 

Thus, potential value-added services are overlooked. Furthermore, in order to 

correct the situation, consulting and tax staff may overlap by performing of 

the same analysis that the auditors already performed. This process is neither 

efficient nor cheap. Furthermore, as clients demand an increasing amount of 

management consultation on the audit, fIrms following a functional structure will 

fail to add value where client eX1Jects it. 

Following a geographic structure, fIrms are grouped in clusters and serve a 

certain geographical area. A geographical organizational structure can help public 

accounting fIrms capitalize on regional trends. Often, a particular region of the 

country flourishes while another faces economic hardship. A geographical 

structure allows a fmn to provide resources to, and expand, the flourishing region 
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while contracting the firms in the declining region. In most InStances a region 

flourishes due to the particular industry in that region. Therefore, resources are 

allocated not only to the region but also to specializing that certain 

industry. As the industry practice grows, specialization of services that industry 

also grows. 

By applying a product-line structure public accounting rums can capitalize 

on the advantages of industry specialization. Firms align themselves along certain 

industries, combining the efforts of audit, tax, and consulting order to best utilize 

their resources and expertise. Firms choose to specialize in certain industries and 

products in an attempt to provide the highest quality services to their clients. 

fArce Fiuns 

Because large rums are active in many services, a proper organizational 

structure is key in applying resources correctly and adding value to the client. Five 

of the Six rums continue to follow the traditional functional structure of 

auditing, tax, and consulting. Because of their this structure probably has 

been the easiest and most logical means of organization for large rums. However, 

as discussed, client needs are changing. 

As such, large public accounting also need aspects of geographic and 

product-line structures incorporated into the functional structure. These structures 

will assist the firms in moving toward industry specialization and providing the 

that their clients demand. A product-line structure encourages 

specialization in particular industries and services. Due to changing client 
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demands, many fIrms might consider switching to a product-line structure as they 

believe it will enable them to provide a greater amount of value-added to 

their clients. 

Can large fIons specialize along industry lines without a product-line 

organizational structure? Benefits exist for each type of organizational structure. 

Therefore, most firms attempt to identify the best attributes from each structure and 

combine these into one organizational structure. Large finns, such as the Big Six, 

are currently able to be successful with regard to specialization without a product

line structure because of their sheer size. However, as time passes, fIrms 

may need to adjust their structures to keep pace with the market pressures. 

Medium-sized fIrms are large enough to follow a functional organizational 

structure. However, they also realize that they need some aspects of a product. line 

focus to capitalize on industry specialization. These fIrms are probably not divided 

into as many industries as their larger counterparts. Furthermore, most medium-

fInns probably acknowledge a geographical structure to a small extent by 

organizing along industry lines depending on their particular regions. 

As previously stated, many small flnns have formed niche practices an 

attempt to survive in the competitive environment. These niche practices help the 

fIrms exploit the experience and complexity cost drivers. Niche practices for small 

firms do have a risk factor involved. Small specialize in industries depending 
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on where they are located. Consider, for instance, a small local flrm in California 

that specializes in providing services to Savings & Loan institutions. This scenario 

is traditional of the "putting all your eggs in one basket" scenario. The Savings & 

Loan industry collapses and so may accounting practice. Sure, the collapse of 

the Savings & industry affected large flrms. However, the collapse did not 

devastate the large practices were not limited to this industry and, 

thus, had other revenue producers. If a small firm 

most instances that industry is its only focus. Thus. 

!;.r.u~".;;:; a niche practice, in 

fmn is susceptible to 

industry swings. Also, small fmns may be dependent on one to two clients. If one 

client leaves, the fmn may be devastated. Finally. those small flrms that specialize 

in activities, such as litigation support and personal financial planning. as opposed 

to particular industries are subject to single swings client desires. 
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Table 3 
Hypotheses 

Hypotheses To Be Tested By Survey 

I Most imponant items to clients of: 

Large Finns: Depth of Services. Management ConsUlting. 
Modem Technology. and Name Recognition 

Medium Finns: Fees. Timeliness of Response. 
PartnerlManager Involvement. and Management Consulting 

Small Firms: Fees and Timeliness of Response 

2 All sized firms ask their employees to specialize. 

3 Employees of medium and small finns will specialize sooner 
than those of large finns . 

4 Specialists in medium and small finns spend more time in the 
field than those of large firms. 

5 All finns are leaning toward an organizational structure aligned 
along industry lines. 

6 Large finns have mostly large clients. small firms have mostly 
small client. and medium finns have mostly medium-sized 
clients. but with a more even mix than the other rwo sizes of 
finns. 

7 Services differ berween firms of different sizes and clients of 
different sizes as follows: 

Client Size 

Large Medium Small 

Large Mostly audit Mostly audit Audit and 
with a good mix and tax; some tax if 
of tax and consulting anything 
consulting 

Finn 
Medium Mostly audit Mostly audit Audit and 

Size 
with a good mix with a good mix tax if 
of tax and of tax and anything 
consulting consulting 

Small No services Audit and tax if Audit and 
offered anything tax; little 

consulting 
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Structural 
Drivers 

Client service 
Experience 
Complexity 
Other value-
added services 

Experience 
Organizational 
structure 

Experience 

Client service 
Experience 

Organizational 
structure 

Complexity 
Other value-
added services 
Client service 

Complexity 



CHAPTER IV 

QUESTIONNAIRE/SURVEY 

An exploratory survey was conducted to test hypotheses about changes in public 

accounting firms and changes in revenue growth of firms of different sizes. The 

survey is shown in Appendix A. The survey questions relate to the hypotheses as 

follows: 

Table 4 

Re]atim: Survey to Hypotheses 

Hypothesis Number Related Survey 
Question(s) 

1 2,9 

2 3,4,8 

3 5,8 

4 6,7,8 

5 14, 15, 16 

6 10, 11 

7 12,13 

The survey was distributed to representatives of a large firm (annual revenue 

> = $400 million), two medium firms (annual revenues $40 - $400 million), and 

three small firms (annual revenues < $40 million). Three representatives from the 

large finn, four representatives from two medium finns, and three representatives 

from three small fInns responded to the survey. Subjects were contacted 
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individually and met with the author to discuss the purposes of the survey. In six 

cases, the survey was completed in the presence of the author; in the other four 

cases, the survey was completed independently and later returned to the author. 

Results 

The results of the survey are shown in Appendix B. The responses to questions 

two, seven, ten, and twelve are presented as an average of all responses from the 

individuals of the different firms within the sample of large, medium, and small 

fInns. All other responses are listed by size and respondent. The following 

analyzes all responses and their support or lack of support of the hypotheses listed 

in Table 3 on page 32. 

Clients Perception at value-Added 

The survey results reveal the perceptions of what their clients view as 

value-added. expected, large fInns believe depth of services is of utmost 

importance to their clients. However, timeliness of response, and 

partner/manager involvement unexpectedly ranked higher than management 

consulting, technology, and name recognition. The largest surprise was the fact 

that name recognition ranked last in terms of importance to the large fIrms' 

clientele. As hypothesized, the clients of medium fIrms place greatest value on 

partner/manager involvement. Surprisingly, fees were judged to be less important 

to clients of medium fIrms than to clients of large fIrms. As speculated, timeliness 

of response ranked high for clients of small fIrms. Partner/manager involvement 
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and were also recognized as important. Consistent with large fInns, name 

recognition ranked lowest in terms of importance to the clients of medium and 

small Technology received an equally low ranking as name recognition for 

medium and small fIrms, revealing its lack of importance to their clients. 

Results of survey question number nine give increased insight into client 

demands, supporting information from question two. Clients tend to switch 

from large fIrms to medium fIrms for more personal contact, service timeliness, 

and partner/manager involvement. Another reason for this switch is the medium 

firms' lower fees as compared to large fIrms. The lower turnover rate at medium 

also attracts clients who appreciate having same staff on their assignment 

year after year. Industry specialization was given as a reason for switching from a 

large firm to a medium firm and vice-versa. The fums of each size believe they are 

able to capitalize on their relative size in order to provide the greatest amount of 

industry expertise. Other reasons for the switch from medium to large 

include the need a greater number of in-depth services, due to the growth of the 

client, and name recognition. For instance, the client may register with the 

Securities and Exchange Commission and need expertise or name recognition for 

this endeavor. 

Based upon the results, if a client switches from a small to a large frrm it is 

because the client undergoes explosive growth, requires increased services and 

specialization, or desires name recognition to assist in a public offering. 

Alternatively, the rare switch from a large finn to a small finn occurs when the 
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company, suffering from financial pressures, seeks lower fees. The client may also 

seek increased attention from partners and managers which the could 

not provide. In changing from a medium fInn to a small 

fees more personal service. Conversely, in a switch 

a client seeks lower 

a small fum to a 

medium fIrm, the client seeks both technical and industry expertise. The company 

outgrows the small fInn and needs the increased amount of service that the medium 

fum can offer. 

These results support the hypothesis that clients who seek increased services, 

expertise, and name recognition tend to gravitate to larger fInns. Alternatively, 

with increasingly smaller fIrms, clients seek personal attention, increased 

partner/manager involvement, and lower fees. Medium fIrms seem to be in an 

ideal spot. These acquire as clients companies who desire more personal 

service than a large fum can offer. at lower costs. Medium fIrms also acquire as 

clients companies who have grown and need more complete services than their 

small public accounting fIrm can offer. As jump from small to and large 

to small are relatively rare occurrences, large and small fIrms are not in the best 

position to acquire companies changing public accounting fIrms. 

SpecializationIExl-"rtise 

Based on the results of survey question number three, all fIrms ask their 

employees to specialize and identify their specialists in a similar manner. The main 

criteria used to identify an individual as a specialist are experience, training, and 

knowledge in a particular industry or area. However, as the fIrms get smaller, the 
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specialization gets more specific. For instance, large spoke in a general 

sense, of specialization in industries and the functional areas. Alternatively, 

medium firms discussed niche market ... 'UCLU..IJ'a a limited number of industries and 

specialization in specific activities such as litigation support and capitalization 

management. Small firms also spoke of specialization on this type of narrow basis 

naming industries such as automotive dealerships and private medical practices and 

services such as personal fmancial planning and micro-computer consulting. 

Results of survey question five support the hypothesis that employees of medium 

firms specialize sooner than those of large firms. Medium firms encourage their 

employees to specialize within the first two years of service. One respondent from 

a medium firm stated that employees begin specialization the first day on the job. 

The employees of the large 

Surprisingly, the employees at small 

of large firms. 

specialize sometime after the second year . 

do not .., ... ,................ any sooner than those 

As hypothesized, specialists in medium firms spend more time in the field than 

those of large firms. Not only is the percentage of specialists' time spent in the 

field is higher for medium firms, the average percentage of costs on an engagement 

attributed to specialists is also higher. A point of interest is the fact that the time 

spent in the field for specialists of large and medium firms is comparable to other 

members of similar rank within the respective firms. Thus, one could infer that all 

employees of medium firms spend more time the field than those of large firms. 

Specialists from small finns seem to spend approximately the same time in the field 



as those of large frrms. However, the percentage of costs attributed to these 

specialists on an average engagement is significantly lower. 

and medium firms have adjusted their organizational structures to 

capitalize on specialization along industry lines. One respondent from a large firm 

believes that their firm will be completely aligned along industry lines at some point 

in the future. Furthermore, one medium firm's strategic plan states that, by the 

year 2000, 75 percent of the staff will be specialists in a given area. The move 

toward industry specialization has been made for several reasons. Large firms 

anticipate an increased ability to meet market demands and to provide greater value 

to their clients. Similarly, medium firms look to fully utilize their employees I 

expertise, knowledge, and skills to maximize their opportunities in particular 

industries. Small fmns tend to specialize in certain niche areas. Yet, it does not 

appear that these fmns have organized in accordance with these niches. 

Client And Service Distribution 

Consistent with hypothesis number large have mostly large clients. 

Unexpectedly, medium fmns have a greater number of small clients than medium 

clients. The overwhelming majority of small fmns I clients are small themselves. 

The small fmns have an equal, yet small, amount of large and medium clients. In 

actuality. only one of the three small fmns surveyed actually have medium or large 

The other two small exclusively have small clients. Finally, large 

firms have a more even distribution of clients than do medium and small firms. 
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Both large and medium flrms have noticed a reduction in revenues from small 

clients. The large fum acknowledged that this fact is logical for two reasons. 

First, as a respondent from the large fum stated, large flrms seek large clients and 

the reverse is true. Second, the large fum acknowledged that small companies do 

not believe large fums provide attentive services, especially following the recent 

mergers of the largest public accounting fums. Alternatively, medium fums 

believe the reduction in their revenues from small clients is due to a reduction in 

the total number of small clients because of the recent corporate trend of 

consolidation. One small fum agreed, acknowledging that many of the small 

clients are becoming medium clients. 

The most surprising piece of information to be gleaned from survey question 12 

is the considerable amount of consulting work performed by medium-sized flrms. 

In percentage terms, medium fums provide significantly more consulting work to 

clients of all sizes as compared to and small As expected, large 

provide audit, tax, and consulting services to their large and medium clients. 

Somewhat unexpected is fact that large fums provide nearly as much consulting 

work, in percentage terms, to small clients as to large clients. The same holds true 

for medium Small administer all services to their small clients with the 

bulk of services auditing and tax related. Of all flrms, medium flrms had the most 

uniform distribution of services as no one function accounted for more than 50 

percent of all services provided and no one function accounted for less than 25 

percent .. 
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CHAPTER V 

CONCLUSIONS 

Several tentative conclusions can be drawn from this analysis. First, personal 

service is important to clients of all firms, irrespective of Second, expertise 

and industry specialization are value-adding factors and will continue to increase in 

importance for fInns of all sizes. Third, it appears that aU frrms will be able to 

benefit from a product-line organizational structure as industry specialization 

becomes necessary. 

Client Senice 

It appears that medium-sized fIrms are best able to capitalize on client service; 

personal service and partner/manager involvement. Large frrms acknowledge that 

personal service is important to their clients, but also acknowledge that personal 

"' ...... '",..' .. " is a reason clients may leave fum for medium Lee Berton 

cites a survey conducted by Cicco & Associates, a Murraysville, Pa. consulting 

firm in his article titled, "Big Accounting Firms, Striving to Cut Costs, Irritate 

Small Clients." The survey revealed that, in 1993, only 33 percent of small

business owners believed any large public accounting frrm to be responsive to the 

needs of small businesses. This percentage is down 12 percent from a study 

conducted in 1988 (Berton, "Big Accounting Al), The results of the 

exploratory survey used in this paper support Berton's suggestions that clients of 

large firms switch to medium firms in an attempt to gain more personal and timely 
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service. However, the results do not fully support his claim that many clients of 

large are leaving to go to small fIrms for the same reasons. The respondents 

to survey believe that this change is relatively rare. Furthermore, the main 

reason given for this switch was lower fees. 

It seems that medium firms are not only gaining new clients from small and 

large fIrms, but they are retaining the clients that they already have. In the past, as 

a company grew it would follow a natural progression from a small public 

accounting firm to a medium public accounting flrm, and finally to a large firm. 

However. I see the medium firms as being able to provide many of the services 

desired by large companies and promote a sense of loyalty. Furthermore, if clients 

fear a lack of personal service from a large fInn, they will remain with the medium 

finn. As previously discussed, it seems that employees of medium frrms spend 

more time in the field do those of firms. The best method of personal 

.,"'T .. "r·", is to be in the field and in contact with the client. Finally, as one member 

of a medium fIrm acknowledged, name recognition will only get a public 

accounting fmn so far it is service that ultimately matters. 

Expertise 

Industry expertise, invaluable to a client, is necessary for a public accounting 

fmn to succeed. Consider an example where two frrms are bidding on a real estate 

engagement. One flrm proposes to place an individual who has worked on 

countless different real estate clients and is basically an expert in the field. The 
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other fum proposes an individual who has worked on all types of engagements but 

only one real estate engagement. Which fum will the corporation choose as its 

auditor? Excluding all other factors, the corporation will choose the first flrm 

which can provide the expertise desired. This example is applicable to all the lines 

of business. For instance, flnancial institutions desire public accountants to be 

experts in the fleld because of the highly complex transactions. A public 

accountant with general knowledge about many industries may be of little use to a 

fmancial institution (Eveloff and Shambo 42). Most clients desire industry-speciflc 

consultation and value-added services. 

All fums realize that clients demand a certain level of expertise from their 

public accounting firm. Medium firms are best position to capitalize on 

expertise for several reasons. First, large firms seem to have a higher turnover rate 

than medium fums. As reported by Lee Berton, the controller of the holding 

company of Southern Michigan .... <U"'"'VL Inc .• discussed previously, stated that the 

large fum was responsive in the past and the staff would remain on the account 

longer than one year. However, the trend changed and lower level staff began to 

change every year. controller stated, "It was frustrating to deal with lower-

level staff who were replaced so often" (Berton, "Big Accounting Firms" AS). 

Clients dislike dealing with different lower level accountants year as 

efficiency and the curve are wasted. The client spends a lot of time each 

year dealing with the accountants and do not like having to them. 
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Second, medium fums ask their employees to specialize sooner than large firms 

ask their employees to specialize. major cause of this is the fact that medium 

frrms are not spread out serving as many industries and performing as many 

different activities as are large fmns. Employees of medium firms may only be 

placed on one or two different types of engagements. Thus, the employees of 

medium flrms are able to gain expertise earlier than those of frrms. Therefore, 

medium frrms have a bigher percentage specialists earlier than large firms. In 

order to stay competitive, small fmns will need to have 

sooner than presently occurs. 

Qn~anizatiQnaJ Structure 

employees specialize 

The foregoing discussion of expertise and the responses to the survey. suggest 

that industry specialization will become necessary for public accounting firms. In 

mid-1993. KPMG Peat Marwick, a Big Six fum. aligned itself along industry lines, 

shedding the traditional division between auditing, tax, and consulting (Berton and 

Selz A4). KPMG formed flve new lines of business: 1) Health and Life 

Services, 2) Information and Communication, 3) Government Services, 4) Financial 

Services, and 5) Manufacturing. Retail, and Distribution (Berton, "KPMG" B4). 

However, KPMG initially was not able to take full advantage of this industry

line organization. In 1993, KPMG realized revenue growth of less than one 

percent, the lowest growth of all Big Six public accounting (Berton and Selz 

A4). Berton reported on surveys conducted by Bowman's Accoumini Report, a 
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trade monthly, in 1993 and 1994 that revealed that fInancial executives ranked 

KPMG lowest among the Big Six in responding to the needs of clients. KPMG did 

rebound in 1994 with an increase in U.S. revenues of fIve percent (Berton, 

"KPMG" B4). However, any discussion on the success of KPMG's move toward 

industry specialization is purely speculative as it is too early to determine the effects 

of the moves on profItability . 

The trials of KPMG Peat Marwick exemplify the difficulties public accounting 

fIrms face in attempting to align along industry lines. This process may be most 

difficult for large fIrms because of the simple fact that they are so big. It may be 

easier to alter the organizational structure of a small or medium fIrm as not as much 

needs to change when compared to a large fIrm. However, the question is not if 

fIrms of all sizes can and will revamp their organizational structures. The question 

is when industry specialization, best achieved through a product-line structure, will 

occur at all levels of a fInn. The true test will be to see which fIrms are fIrst to 

successfully organize along industry lines. 

Medium-sized fIrms may be in the best position to take advantage of a 

reorganization along industry lines. One rationale for organizing along industry 

lines is to provide a greater amount of consulting work. As the results show, 

medium fIrms already provide the highest percentage of consulting service to their 

clients. Furthermore, one respondent from a medium firm noted that his fIrm has 

taken a multi-disciplinary approach to organization. Accordingly, employees are 
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exposed to auditing, tax, and consulting in a particular area. Thus, the employees 

are really becoming all-around specialists in a particular industry. 

To their advantage, medium firms are large enough in size to accommodate all 

of the needs of a particular industry. If the proper breadth of industries to service 

is chosen, medium fmns can exploit the depth of services and expertise to 

clients in these industries. Furthermore, medium-sized are small enough to 

keep in contact with their clients and to meet their needs at reasonable costs. As 

noted, no major communication problem exists as in large firms. 

Small fmns also realize that specialization will be a must in the near future. 

According to Ann Corcoran Janiak, Ray Kissel, CPA, of Kissel & Associates, 

stated, "I think there's definitely a tendency for people to look for a specialist, 

because they feel if they have a specialist they're getting a better job ... But 

although specialization appears necessary. exactly how to proceed is not obvious If 

(13). 

As previously mentioned, some small firms have formed niche practices in order 

to specialize in one industry or service. However. if a small frrm develops a niche 

practice it opens itself up to industrial swings in the economy. If a small fum does 

not develop a niche practice it may not have the expertise in anyone field to truly 

offer something of benefit. Therefore, small fmns may face more risks than 

medium and large fmns in choosing an organizational structure Yet, some small 

frrms have accepted the risk and formed niche practices believing it is the only true 

way to compete. Others have held tight to tax services as the strength of the firm 
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and have balked at consulting opportunities (Flaherty and Zimmermann 108). The 

Ohio Society's 1994 Confidential Practice Survey, prepared by Barry A. Jacobs, 

Ph. D. & Associates, supports this fact. The survey, as discussed by Janiak, 

revealed that the all small, still concentrate on services such as tax planning 

and preparation, write-up services, and compilations (10). 

One trend that may continue in public accounting frrms' quest for expertise and 

specialization is that of mergers and acquisitions. Possibly the easiest and quickest 

method to gain expertise in a certain area is to acquire, or form a joint venture 

with, somebody that is already an expert in a certain area. The frrms could form 

specialized groups as a move toward organization along industry lines. Thus, all 

public accounting firms may consider options relating to ...... ,""-.LL.& in areas 

such as computer consulting. Furthermore, and large may acquire 

smaller frrms that have developed a niche in a certain area. Alternatively. small 

frrms may join forces to meet changing market demands that require larger frrms 

that offer an increased amount of services. Regardless, it appears evident that the 

industry could experience a trend toward more mergers and acquisitions as an 

attempt to meet clients' demand for expertise. 

Limitations of Study and Furtber Research 

Conclusions drawn from the results of this exploratory survey and analysis of 

public accounting fIrms must be viewed as tentative. limitations restrict our 

ability to generalize from the study. First, the survey sample size was small; only 

47 



three or four respondents from of each size. Furthermore, the firms only 

represented two cities. Because of the small and non-random sample, statistical 

evaluations were not undertaken. 

The service strategies for public accounting flrmS deserve additional study. A 

larger random sample would permit use of statistical analysis. Further, both public 

accounting clients public accountants could be surveyed. The 

perceptions of what they believe is value-added to their clients could be compared 

with what the clients, themselves, see as value-added. This analysis would provide 

greater insight into where certain are succeeding in providing value-added 

services to their clients and where they are not. Finally, auditor changes could be 

investigated to determine what sized firms are losing clients and to what sized 

public accounting fIrms these clients are going. 
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Appendix A: Survey 

TRENDS IN PUBLIC ACCOUNTING FIRMS 

This survey gathers informatio~ about recent changes in public accounting 
practices. Your responses will be strictly confidential. Your name and your firm's 
name will not be recorded or disclosed, and data will be presented in summary 
form only. For purposes of this survey, please use the following general guidelines 
to distinguish between different sizes of public accounting fIrms and their clients: 

Total Annual Revenues 

Public Accounting Firm Client 

Large > == $400 Million > == $1 Billion 

Medium $40 - $400 Million $250 Million - $1 Billion 

Small < $40 Million < $250 Million 

Please complete the following items: 

1. Identify your firm as small, medium, or large: 

2. Rank. the following factors in order of their importance to your firm's client base (1 = 
least important, 7 = most impo~t): 

A. Fees 
B. Depth of Services Provided 
C. Timeliness of Response to Question/Problem 
D. Amount of PartnerlManager Involvement in Engagement 
E. Amount of Management Consulting! Advice 

Modem Technology 
G. Name Recognition of Accounting Firm 

Connnents ________________________________________________________ _ 
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3. What criteria does your firm use in order to identify an individual as a specialist? 

Does your flrm specialize in terms of industries or in terms of services provided 
(litigation support, personal flnancial planning, etc)? Please explain. 

5. How early does your frrm encourage your employees to specialize? 
A. In fIrst two years with the firm. 
B. Between second and fourth year with the frrm. 
C. After more than four years with the firm. 
D. We typically do not encourage specialization within the frrm. 

6. Approximately what fraction of your specialists' time is spent in the fleld? Is that 
higher or lower than the fraction for others of comparable rank? 

On an average engagement, what percentage of costs can be attributed to specialists as 
opposed to other staff members? 

8. Other comments on topic of specialization? 
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9. In general, what do you believe are the major reasons for clients to switch from one 
size of public accounting flrm to another? (If the switch rarely occurs, just write "Rare. If) 

From a LARGE to a MEDIUM firm: From a LARGE to a SMALL firm: 

From a MEDIUM to a LARGE firm: From a MEDIUM to a SMALL fum: 

From SMALL to a LARGE firm: From a SMALL to a MEDIUM firm: 

10. In approximate percentage terms, how are your current revenues distributed across 
large, medium, and small clients? 

Large Clients % 

Medium Clients % 

Small Clients % 

Total 100% 

11. Have there been any major changes in this revenue distribution? If yes, what were 
they and what do you see as the reasons behind the changes? 
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12. In approximate percentage how are your current service revenues distributed 
across clients of different sizes? 

Client Size 
Service 

Small Medium Large 

Auditing % % % 

Tax % % % 

Consulting % % % 

Total 100 % 100% 100% 

Have there been any major changes in this distribution of revenue in recent 
years? If yes, what were they and what do you see as the reasons behind the 
changes? 

14. What have been the major changes in your firm's organizational structure in the last 
five years? 

. What do you believe to be the reasons behind the changes? 

16. Does your firm's current organizational structure meet your firm's needs? Please 
expand on benefits and limitations of the structure. 

17. Please describe your position with the firm. 
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Appendix B: Survey Results 

Question #2 

Firm Size - Average Rank 
7 = Most Important 1 = Least Important 

Factor Large Medium Small 

A. 4.67 3.00 4.67 

B. Depth of 
6.67 5.00 4.00 

Services 

C. Timeliness 
4.67 4.50 6.00 

of Response 

D. Partnerl 
Manager 3.67 6.00 5.67 
Involvement 

Management 3.33 3.50 4.33 
Consulting 

Technology 
3.00 3.00 1.67 

G. Name 
2.00 3.00 1.67 

Recognition 

Comments 

Large None. 

Name is well known - gets firm in the door, but it is the 
expertise, quality of work, partner involvement that sells the 

Medium 
business. 

say that the most important factor is the knowledge of 
their business - , industry specialization. 

Small None. 
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Question #3 

Firm Size Respondent Criteria Used to Identify an Individual as a 
Specialist 

1 
Industry: Earned and developed through 
extended period of time and experience. 

Large 2 
Training, experience, evaluations, internal and 
external recognition. 

3 
Knowledge/skillset, experience, industry 
recognition (especially national). 

1 Distinct niche market training. 

2 
Technical knowledge of the industry in which 
he/she is concentrating. 

Medium 
Exceptional technical knowledge in a 

3 particular area and the ability to attract, serve, 
and retain clients. 

Concentration of professional time spent in an 
4 area; knowledge of an area above average 

CPA knowledge of area. 

1 
Performance on particular engagements and 
specialized training. 

2 
Education - Formal and continuing; 

Small Professional involvement. 

Amount of involvement in particular industry; 
3 CPE requirements with concentration in same 

area. 
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Question #4 

Firm Size Respondent How Finn Specializes (Industries or 
Services) 

1 Primarily industry 

Large 2 

3 Industry and service lines 

1 
Industry and service lines, but more in terms 
of industry 

2 
Financial institutions, auto dealers, health 
care, manufacturing, and systems consulting 

Medium Real estate and spin-off work from real estate 
3 such as litigation support and capitalization. 

Also some fmancial institution. 

4 
Industry; automobile, banking, etc. 
Services: . litigation support, etc. 

Automobile dealerships, financial institutions, 

1 
manufacturers, not-for-profit, real estate, 
personal fmandal planning. and litigation 
support. 

Small Industry: Real estate, private medical 

2 
practices, manufacturing. 
Services: Computer programming, micro-
computer consulting. taxes, write-ups. 

3 All industries. 
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Question #5 

Firm Size Respondent How Early 
Firm 
Encourages 
Employees 
to Specialize 

1 2-4 years 

Large 2 2-4 years 

3 4+ years 

1 First 2 years 

2 2-4 years 
Medium 

3 2 years 

4 First 2 years 

1 4+ years 

Small 2 2-4 years 

3 2-4 years 

56 



Question #6 

Firm Size Respondent Fraction of Higher or 
Specialists Lower Than 
Time Spent Others of 
in Field Comparable 

Rank 

1 > 50% Comparable 

Large 2 > 50% 
Comparable or 
higher 

3 50% Comparable 

1 75% Comparable 

2 75% Comparable 
Medium 

3 50%-75% Comparable 

4 50%-67% Comparable 

1 50% Lower 

Small 2 60% Higher 

3 %-20% Comparable 

Question #7 

Firm Size Average % of Costs 
Attributed to 
Specialists 

Large 33.33% 

Medium 46.88% 

Small 15.83% 
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Question #8 

Firm Size Respondent Comments on Specialization 

1 
Include computer audit specialists, benefits 
specialists, and specialists in all industry lines. 

Large 
2 NODe. 

3 None. 

1 
Have a fmancial institution group and are all 
specialists . 

Firm's strategic plan states that by the year 
2 2000, 75% of the staff will be specialists in a 

Medium given area. 

3 Begin specialization first day on the job. 

Employees feel more competent than if they 
4 were a~~ignpn to different industries every 

week. 

1 None. 

Small 2 None. 

3 None. 



Question #9 
Reasons Behind Clients Switching Accounting Firms 

Large Firm: 

a LARGE to a MEDruM firm: 
#1 Costs, no value-added ....... " ..... " .. , 
#2 Relationships, maybe costs 
#3 Fees, personal service 

From a MEDruM to a firm: 
#1 GrowthlNeed for in-depth services 
#2 In-depth services, global and national 
requirements 
#3 Broader range of services, higher degree 
of specialization, name recognition 

From SMALL to a LARGE firm: 
#1 Explosive growth, need for more 
depth services 
#2 In-depth services, global and national 
requirements 
#3 
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From a LARGE to a SMALL firm: 
#1 Significant financial pressure 
#2 Costs, limited needs 
#3 Rare 

a MEDruM to a SMALL firm: 
#1 Lack of personal attention, costs 
#2 N/A 
#3 Fees, personal services 

From a SMALL to a MEDIUM fum: 
# 1 In-depth services 
#2 Requirements of specialized services 
#3 Broader range of services, higher degree 
of specialization, name recognition 



Question #9 cont. 
Medium Firms: 

From a LARGE to a MEDIUM fIrm: 
#1 Expertise in the industry, More hands on 
time by experienced personnel 
#2 Staff turnover at fIrms, high fees, low 
partner involvement 
#3 Fees, amount of personal servicel partner 
attention 
#4 Involvement of partnersl senior staff, 

industry specialization, lower staff 
turnover 

From a MEDIUM to a LARGE flrm: 
#1 Growth of company onto national level 
#2 Client outgrows flrm, SEC expertise 
#3 Increase company I s public 
offering - name recognition 
#4 Name recognition, perceived expertise, 
fees - large frrms have "low-balling" rates 

From SMALL to a LARGE flrm: 
#1 Initial public offering 
#2 Client outgrows fum, SEC expertise 
#3 Name recognition 
#4 Name recognition, perceived expertise 
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From a LARGE to a SMALL fum: 
#1 Rare 
#2 Rare 
#3 Rare 
#4 Lower fees, fewer staff assigned to 
engagements 

From a MEDIUM to a SMALL flrm: 
#1 Fees 
#2 Client thinks that it is "small" also 
#3 Partner leaves to go to small flrm, client 
fonows 
#4 Fewer staff assigned, close relationship, 
geographics - small fum in small town 

From a SMALL to a MEDIUM fl.rm: 
#1 Expertise in industry 
#2 Client outgrows fum, desires increased 
expertise 
#3 Business growth, increased needs, 
industry and technical expertise 
#4 Industry and technical expertise 



Question #9 cont. 
Small Firms: 

From a LARGE to a MEDIUM fIrm: 
# 1 Service timeliness 
#2 Fees 
#3 Level of attention from partners and 
managers; less turnover; costs (not getting 
value for fees paid) 

From a MEDIUM to a LARGE fIrm: 
#1 Going public 
#2 Need for specialization; growth 
#3 Client growth; need for name recognition 
of public accounting fIrm (Public offering) 

From SMALL to a LARGE fmn: 
#1 Service 
#2 Need for specialization; growth 
#3 Client growth; need for name recognition 
of public accounting fIrm (Public offering) 

Question #10 

From a LARGE to a SMALL fIrm: 
#1 Fees 
#2 Fees 
#3 Level of attention from partners and 
managers; less turnover; costs (not getting 
value for fees paid) 

From a MEDIUM to a SMALL fum: 
#1 Fees 
#2 Fees 
#3 Level of attention from partners and 
managers; less turnover; costs (not getting 
value for fees paid) 

From a SMALL to a MEDIUM fIrm: 
# 1 Service specialties 
#2 Need for specialization; growth 
#3 Client growth; need for name recognition 
of public accounting fum (Public offering) 

Average % of Current Revenues Distributed Across 
Clients 

Large Medium Small 
Firm Firm Firm 

Lg. 
46.67% 11.25% 8.33% 

Clients 

Med. 
36.67% 37.50% 8.33% 

Clients 

Sm. 
16.66% 51.25% 83.34% 

Clients 

Total 100.00% 100.00% 100.00% 
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Question #11 

Firm Respondent Changes in Revenue Distribution 

Very small clients, as a percentage total, 
have declined in recent years as a result of a 

1 perception by very small companies that large 
firms do not provide attentive service -
especially with recent mergers. 

2 
Large firms seek large clients, and the reverse 
is true. 

3 None. 

Specialize in small community financial 

1 
institutions, automotive dealerships and small 
businesses. Has been fIrm's philosophy for a 
long time. 

Medium 2 None. 

3 None. 

Less revenue from small clients due to 
4 consolidation in industry. Practice markets to 

medium and large clients. 

1 None. 

Small 2 Small clients becoming medium clients. 

3 None. 
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Question #12 
Average of How Revenues are Distributed Across Clients of Different Sizes 

Large Firm 

Service 
Small 

Auditing 46.67% 

Tax 40.00% 

r<. w •• 

Total 100.00% 

Question #12 cont. 
Medium 

Service 
Small 

Auditing 45.00% 

Tax 26.25% 

Consulting 28.75% 

Total 100 .00% 

Question #12 cont. 
Small Firm 

Client Size 

Medium Large 

50.00% 66.67% 

31 % 18.33% 

18.33% 15.00% 

100.00% 100.00% 

Client Size 

Medium Large 

41.67% 40.00% 

25.00% 35.00% 

33.33% 25.00% 

100.00% 100.00% 

"'Note: Only two respondents answered this question. 

Client Size 
Service 

Small Medium Large 

Auditing 46.00% -% -% 

Tax 39.00% -% -% 

Consulting 15.00% -% 

Total 100 .00% -% --% 
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Question # 13 

Firm Size Respondent Changes in Distribution of Revenues in 
Recent YearslReasons Behind Changes 

Tax services have declined as a percentage of 

1 
the total as more companies move toward in-
house compliance work. Consulting 

Large continues to grow. 

2 None. 

3 None. 

1 None. 

2 None. 

Medium Revenue from consulting has increased due to 
3 

general trends in industry demands. 

4 None. 

1 None. 

Small 2 No response. 

3 None. 
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Questions #14 & #15 

Firm Size Respondent Changes In Organizational Structure in Last 5 
YearsfReasons Behind Changes 

1 
More toward specialization along industry lines 
(someday completely aligned in this fashion). 

Increased emphasis on integrated and in-depth services 
Large 2 in order to bring greater value to clients based on 

increased understanding of their operations. 

3 
More focus on industry oriented structure versus 
functional and geographic due to market demands. 

Shifted to more strategic business units as a firm rather 

1 
than along an office by office basis to become more 
efficient, and to fully utilize people's expertise, 
knowledge, and skills . 

Mature specializations given a .. Service Delivery 

2 
Center" designation instead of a geographic designation 
in offices to gain efficiencies in service delivery and 
maximize opportunities in an industry. 

Medium 
Multi-disciplinary approach so that employees have 

3 competence in auditing, tax, and consulting in order to 
increase quality. 

Office practice groups reponing to corporate 
headquarters as opposed to office partners in charge in 
order to gain consistency among practice areas and 

4 
leveraging on knowledge in industries. 

More experienced staff and less junior staff as clients 
are getting smarter, so less required staff time in order 
to complete basic procedures. 

1 Admission of non-equity partners . 

2 
Increased number of partners and merged with 
consulting practice due to growth. 

Small 
Previously managing partner was partner in charge of 

3 
all functions. Now has individual partners in charge of 
individual functions to allow managing partner to 
concentrate on services and marketing. 
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Question #16 

Finn Size Respondent Does Finn Organizational Structures Meet 
Finn's Needs? 

1 Organization becoming flatter. 

2 Yes. 

3 
Somewhat. Need to continue to move 
towards a more industry focused structure. 

1 
Provides best opportunity to grow and 
continue to obtain new clients. 

2 
Yes. Benefit primarily related to lack of 
"territorial" importance. 

Medium 3 Yes. Decentralized and autonomous. 

Promotes leveraging from industry 

4 
specialist/office. In all areas. separate 
business units have not been structured, so 
inconsistencies! overlapping still results. 

1 Yes. 

Small 2 
Not really - Top heavy. Partners need to 
spend more time on client development. 

3 Yes, but more coordination necessary. 
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Question #17 

i "" espondent Position With The Firm 

1 

Large 2 Partner 

3 r; 
1 Manager 

2 Partner 
Medium 

3 Senior Manager 

4 Senior Manager 

1 Partner 

Small 2 Partner 

3 "" -
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