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““As the world’s capital markets integrate, the logic of a single set of accounting standards
is evident. A single set of international standards will enhance comparability of financial
information and should make the allocation of capital across borders more efficient. The
development and acceptance of international standards should also reduce compliance
costs for corporations and improve consistency in audit quality.”
Sir David Tweedie
(Washington DC, 14 June 2006)

“The 1AASB’s objective is to serve the public interest by setting high-quality auditing and

assurance standards and by facilitating the convergence of international and national

auditing and assurance standards, thereby enhancing the quality and consistency of

practice throughout the world and strengthening public confidence in the global auditing
and assurance profession.”

International Auditing and Assurance Standards Board

(IFAC 2011a)









Abstract

Without consistency in auditors' reporting behaviour, it is very difficult for a user of audit
reports to determine where differences come from; economic differences, differences in
auditing methods, interpretation of standards or even due to the auditors' independence.
This thesis examines the consistency in auditors’ reporting behaviour with two empirical
studies.

The first study investigates the cross-country consistency in the application of auditing
standards over time and across different auditing firms in the United States, United
Kingdom and Australia. With a sample of 19,157 financially distressed firms from 2001
to 2006, the study finds that there is a lack of consistency in audit reporting behaviour
between these countries when it comes to the going concern modification. The lack of
consistency is however moderated by international audit firm networks, and the trend is
that the country differences have reduced over time.

The second study looks at the auditors' consistency by comparing their substantial doubt
threshold when first issuing a going concern modification, with their substantial doubt
threshold when they withdraw the going concern modification. With panel data from 386
US firms in the years 2000-2008, auditors are found to be inconsistent in their assessment
of the substantial doubt criterion. The ceteris paribus probability of observing a going
concern modification is 6.9% lower when the going concern modification was first issued,
compared to when it was withdrawn. The study finds that this difference is primarily
caused by the firms that change auditors between the issuance and the withdrawal of the
going concern modification. This implies that given the same auditing standard, different
audit firms arrive at inconsistent audit outcomes.

Understanding the role and relationship between the various impediments and facilitators
to consistency both at a national and international level is of importance to consumers and
providers of audit services, as well as those who regulate the audit market. By providing a
systematic investigation into the consistency of the audit outcome, the findings of this
thesis provides valuable input to the evaluation of the current auditing standards and may
serve as a guide to future developments of these standards. The thesis also examines the
audit firms’ network structure and its ability to facilitate consistency across borders.
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CHAPTER 1

Introduction

FOREWORD: High quality auditing and ethics underpin the trust that investors place in
financial and non-financial information and play an integral role in contributing to
economic growth and financial stability at both domestic and international levels. The
purpose of this thesis is to look at the effectiveness of auditing standards in ensuring
consistent audit outcomes. This introduction provides a brief overview of the background

to this study, and an outline of the importance of consistency.



1.1 Background

A sound financial reporting system contributes to economic development and is supported
by strong governance, high quality standards, and strong regulatory frameworks. High
quality auditing and ethics underpin the trust that investors place in financial and non-
financial information and play an integral role in contributing to economic growth and
financial stability at both domestic and international levels (Wong 2004). Standard setters
issue standards as a means to that end. The premise behind auditing standards is that it
will lead to more uniform audit processes and auditor judgments and thus lead to more
consistent outcomes. This assertion also forms the basis for the recent push for
international harmonisation of auditing standards: that auditing standards which are
internationally uniform will lead to uniform application and towards consistent outcomes
of those standards by auditors. Indeed, the stated objectives of the International Auditing
and Assurance Standards Board (IAASB) include:

“ .. facilitating the convergence of national and international standards, thereby
enhancing the quality and uniformity of practice throughout the world and strengthening
public confidence in the global auditing and assurance profession” (IAASB, 2010, p. 1).

To achieve uniformity of practice requires that audit firms develop methodologies
consistent with national and international auditing standards (Carson 2006). The purpose
of this thesis is to look at the effectiveness of auditing standards in ensuring consistent
audit outcomes. Without empirical evidence, it is difficult to assess the success of auditing
standards in ensuring uniformity of audit practice and consistent application of auditing
standards. Any differences in interpretation and application of national or international
auditing standards present future challenges for national and international regulators to
prevent an unintended expectation gap: that is, stakeholders believe the application of

auditing standards to be consistent when they are in fact not.

A major objective of this thesis is to investigate consistency as an important dimension of
audit quality. In this thesis, consistency is distinguished from accuracy. Auditors are
accurate when they issue an appropriate audit opinion, with the necessary modifications
when it is warranted. From the perspective of a user of financial statements, consistency

of auditing practice will be achieved when clients with similar circumstances are issued



with the same audit report for similar underlying factors regardless of factors such as the
time period, auditor’s firm or even country of origin. From a policy perspective, it follows
that consistency is a necessary condition for accuracy, in that if auditors are inconsistent
in their application of auditing standards, then some of the auditors must also be
inaccurate. Consistency alone is not sufficient for accuracy, in that auditors may be
consistently inaccurate. This does not diminish the importance of consistency. The
absence of consistency is prima facie evidence of inaccuracy (Trotman 1996). Some even
argue that consistency implies accuracy where auditors decision making is involved
(Ashton 1985; Davis et al. 2000). The importance of consistency in auditing has been well
documented for many years. For example: “In the best of al possible worlds, every
auditor, given the same set of facts, would select the same auditing procedures and apply
them to the same extent” (Hicks 1974, p. 39); Mautz and Sharaf (1961) argues that
inconsistencies between auditors have no place in auditing; “ The standard of care which
the auditor owes to the client is that degree of care which would ordinarily be exercised by
other members of the profession in similar circumstances’ (Willingham and Carmichael
1971, p. 19).

Examining auditors consistency in the application of auditing standards both within
countries and between countries will provide valuable knowledge. In particular, in times
of increasing focus on international harmonisation, consistency at the international level is
of great interest. Systematic lack of consistency in audit reporting behaviour is vital
information for regulators, users of financial statements, and audit firms alike. Financial
statement users, particularly in a global economy, have a fundamental interest in the
extent of differences of audit reporting behaviour between nations. The thesis will aid
standard setters in identifying where future challenges lie with ensuring consistency in

audit reporting behaviour.

A central tenet of this thesis is that principles-based auditing standards alone do not
provide a sufficient structure to ensure consistency, but that networks of audit firms
provides this structure and facilitate consistency in audit practices across geographical
locations and over time. This is because a key attribute of an audit firm network, its
codified knowledge and expertise, can be transferred efficiently to offices that are located
in different geographical areas. Idiosyncratic differences between networks allow for

3



potential inconsistency in audit practices between these networks. Although each audit
firm network is different, the similarity in key characteristics among groups of audit firm
networks, such as the ones that are global in nature, makes these networks an important
force for ensuring consistency on a global basis. Consequently, audit firm networks are an
important feature of the audit environment that shapes how audit standards are interpreted
and how audit practices are developed and applied. Importantly, the audit firm network
structure directly affects the consistency of audit practices. Over the past decade, there has
been a few disruptions to the auditing environment, including the downfall of Enron and
concurrently Arthur Andersen, the dot-com bubble, regulatory changes around the world,
and the onset of the financial crises in early 2007. At the same time, there has been a
fundamental progress in international harmonisation of accounting and auditing standards.
As the audit is dictated by auditing standards, this progress will ultimately affect

consistency in auditors’ application of the auditing standards.

1.2 The Study

The primary contribution of this thesis is to empirically examine consistency in auditors
application of auditing standards, in particular the auditors assessment of the going
concern assumption and whether they modify the audit report. The focus on the outcome
of the audit process, namely the audit report, is important because principles-based
auditing standards allow auditors to exercise their judgment in the design of audit
procedures. Yet, and irrespective of auditors specific choices in audit procedures, the
procedures should lead towards the same outcome, specifically the type of audit opinion,
as per the principles laid down in auditing standards. Consequently, consistency in audit
outcomes does not imply identical audit procedures. Furthermore, the setting of auditors
assessment of the going concern modification is chosen because it is an observable
outcome of the audit process, and the related auditing standards are based on broad
principles. The basis of any modifications to the audit report for reasons of going concern
considerations should be disclosed in the financial statements. As such, the report issued
on the basis of going concern considerations is capable of being modelled to a relatively
high degree of explanatory power, and there is a significant academic literature to support

such modelling. The form of the audit report, especially with regards going concern



considerations, is one of the most important decisions made by the auditor from the

perspective of the financial statement user. This thesis presents two main studies.

In view of regulators actions to harmonise auditing standards on an international level,
the second study examines the consistency of issuance decisions in the going concern
context across countries, time and types of audit firms. The harmonisation effort has been
based on the premise that uniform standards will result in uniform application of these
standards across firms and national boundaries. This study uses a sample of 19,157
financially distressed firms from the United States, the United Kingdom and Australia for
the years 2001 to 2006. It is therefore possible to observe consistency in this setting. The
similarities among these countries, and thus the reason for selecting them allow for
factoring out certain complicating features that would otherwise be present (e.g.
differences in the audit environment related to culture, legal systems, capital markets,
language translation issues and the interaction between them). The end result is that if
auditors from the United States, the United Kingdom, and Australia cannot be shown to be
consistent, given similar standards, it is unlikely that auditors from other countries would
also be consistent. Restricting the analysis to a few countries enhances the ability to
discern the impact of country specific factors, but because each and every country
represents a unique setting the ability to generalise the results will necessarily be limited.

In the first study, auditors’ consistency is investigated by assessing auditors substantial
doubt threshold when first issuing a going concern modification relative to auditors
substantial doubt threshold for withdrawing the going concern modification.
! The conjecture of this study is that auditors are consistent if, ceteris paribus, the
thresholds are the same: after all, both the issuing and the withdrawing of the going
concern modification are governed by the same standard. The study uses panel data from
386 US firms which had both a first-time going concern modification and a subsequent
withdrawal in the period 2000-2008.”

! “Withdrawal” in this thesis refers to when the client isissued a clean audit opinion in the year following a
going concern modification. In this respect, it should not be interpreted as though the auditor issued a going
concern modification in error, and then subsequently withdrew the going concern modification upon the
discovery of this error.

2 The motivation for setting this study in the US is primarily driven by the need for a large sample of public
companies for which the observations associated with auditors issuance of initial going concern
modifications and observations associated with auditors’ withdrawing the going concern modifications can
be sourced.
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The analyses are aided by the availability of high quality, large sample databases with
extensive coverage for the countries under examination, supplemented with hand-
collection of data where necessary. The thesis comprehensively examines auditors
consistency in the context of auditors evaluation of the going concern assumption. The
two studies examine key elements that may impact consistency: the size of the auditor,
auditor-client switches, whether the auditor is a member of a global audit firm network, as
well as whether there are changes in consistency over time. An archival empirical
approach is used with both a large sample with pooled cross-sectional data (study 1) and a
small sample with panel data (study 2) of listed companies.

The results from study 1 indicate that there is a lack of consistency in audit reporting
behaviour across countries: United States auditors have the lowest threshold for issuing
going concern modifications followed by Australian auditors and then United Kingdom
auditors. This interesting observation has not been documented before and is important for
users of audit reports to understand if they are to discern differences between countries.
The lack of consistency is found to be moderated by international audit firm networks,
demonstrating an advantage of these networks beyond the individual firm and that these
networks are an important part of the global regulatory environment where standards are
set globally but enforced only at national levels. The results also show that the country

differences in audit reporting behaviour have reduced over time.

The results from study 2 suggest that auditors are inconsistent in their assessment of the
substantial doubt criterion — the ceteris paribus probability of observing a going concern
modification is six percent lower when the going concern modification was first issued
compared to when it was withdrawn. This result, however, is primarily attributed to those
clients that change auditors between the initial going concern and the subsequent
withdrawal. Consequently, and given the same auditing standard, different audit firms

practice different application of this standard leading to inconsistent audit outcomes.



1.3 Contributions and Significance of the Study

Whether auditors are consistent and accurate in their auditing practices is clearly of
interest to regulators, as outlined below. But the findings are also of importance to
auditors and academic researchers. Although many studies have focused on the issuance
of going concern modifications, very little is known about those firms that have their
going concern modification withdrawn and how the audit decision regard the modification
threshold compares to when they received the initial going concern modification.
Furthermore, little is known about whether the harmonisation of international auditing
standards has led to more consistent audit reporting. This thesis contributes to knowledge
in these areas by examining the consistency as an underlying and necessary condition for

accuracy.

1.3.1 Contributions to Regulators and Standard Setters

Consistent interpretation and application of auditing standards by auditors is a core issue
for regulators that develop policy and set auditing standards and for the regulators charged
with enforcing these standards. Without consistency it would be difficult for a user to
determine whether differences in audit reports were caused by economic differences or
simply by differences in auditing methods, interpretation of standards, or even due to
auditors independence. This thesis provides direct empirical evidence on the consistency
issue both at the national and international level. Furthermore, investigating the
economics of the international audit environment is of value to those who develop policy
and set auditing standards by providing a basis for understanding this environment and its
changing structure. This knowledge is a fundamental input to evaluation of the current
standards but may also serve as a guide to future developments of these standards. In the
aftermath of the Enron bankruptcy in 2001, and the related collapse of Arthur Andersen in
2002, it has become fashionable to question the quality of audits being performed by audit
firms, especially the largest audit firms. Understanding the role of audit firm networks in
promoting consistency in the market for audit services — both within and between
countries — is of importance to consumers and providers of audit services, as well as those
who regulate the audit market. The failure of audit firm networks to maintain consistent
quality control across the network has been implicated in recent corporate collapses, such
as Parmalat and Ahold, and this has fuelled concerns by regulators as to the consistency of

7



quality of audit services provided in multiple locations by network audit firms (Carson
2006).

As independent audit regulators are moving beyond national confinement, not only
sharing knowledge of the audit market environment and practical experience, but also
actively promoting collaboration and consistency in regulatory activity (IFIAR 2011), this
thesis assists regulators by providing information that contributes to a better
understanding of the impact these network structures have on the consistency of audit
practices, and provides knowledge essential to the design of future policies that may affect
audit practices. The level of consistency conveys important information about the
distribution of audit quality among auditors and may identify shortcomings in the auditing
standards as well as auditors performances. The thesis also contributes to a greater
understanding of audit practice by examining how consistency is affected over time, by
audit firm size and network structures, and when clients switch audit firms. By providing
a better understanding of these market mechanisms, it helps to define the content of rules
and principles, and the function of regulatory bodies in facilitating and strengthening the

protective operation of the market.

1.3.2 Contributions to the Audit Profession

This study provides audit firms with a systematic evaluation of consistency in audit
practices and where issues of concern are most pertinent. The issue of consistency in audit
practices is essential for ensuring audit quality across the network. This is particularly
relevant in the cases of large, multinational audit clients where there is a demand for
maintaining audit quality across national borders. By providing a systematic investigation
into the consistency of the audit outcome, this thesis evaluates the network structure's
ability to achieve consistency across borders. Equally, the study examines the implications
for the consistency of audit firms that operate domestically but are not members of an
international network, and the challenges that this entails for international consistency.
Consistency is also important with respect to litigation, where successful defence may
entail demonstrating that others, usually expert witnesses, would make the same decisions
(Trotman 1996). This thesis emphasises the paramount importance of maintaining
consistency in reporting behaviour throughout the audit firm networks.



1.3.3 Contributions to the Academic Community

The purpose of this thesis is not simply to add to the knowledge about audit practices but
also to understand, explain and predict these practices. This thesis develops a theoretical
framework around audit accuracy and consistency, expectation gap and audit firm
networks. Although auditing is generally thought of as a practical discipline, to discuss the
usefulness of audit practices without devoting sufficient attention to the theoretical
foundations of auditing can not only limit its perspectives, but may also prevent
appropriate development of the field in relation to its changing environment. The need for
theory in auditing is associated with the motivation of interested parties (regulators,
managers, auditors, analysts and so on) to form a solid basis for making decisions. To
acquire the necessary knowledge about the economics of the audit market — both on a
national and international level — requires a thorough understanding of the economic
variables and of the relationship between them. This thesis presents a rigorous test of
these relationships with the use of a strong theoretical framework that provides sufficient
explanation and reasoning of the variables, their association with each other, and the
environment in which the economic action is taking place. The body of knowledge gained
from the two studies will pave the way for future research seeking to expand the
understanding of impediments to and facilitators of consistency in audit reporting,

especially at the international level.

In addition to the theoretical contribution, the thesis makes a methodological contribution
to the field of auditing research. The complexity in making statistical inferences and
interpretation of the results regarding interaction effects in non-linear models has received
much attention in the fields of economics and sociology. Drawing on “best practice” from
these fields, considerable effort has been spent on presenting the results in a
straightforward way, without compromising the accuracy of results, and in a manner that

does justice to the complex nature of these models.

1.4 Structure of the Thesis

The thesis is both descriptive and analytical and consists of a theoretical framework, a
literature review, two studies and some further material in three appendices. Although the
chapters are written as stand-alone work, they are all an integral part of the overarching

9



theme of this thesis and there are clear links between chapters. The thesis will proceed as
follows: Chapter 2 presents the theoretical framework of the thesis. Consistency as an
important dimension of audit quality is expanded upon and the link between consistency
and audit quality is further explored. The framework then identifies several potential
impediments to consistency, including an in-depth discussion of litigation risk and
differences in bankruptcy regulations, which may differ across different regulatory
jurisdictions In turn, the audit firm as a network organisation, with sharing of ideas,
knowledge, methodology and approaches across multiple geographical areas, is examined
as a key facilitator of achieving consistency in audit practice. Chapter 3 gives an account
of prior findings concerning auditors evaluation of the going concern assumption. It
shows that there is currently a knowledge gap with respect to international consistency
and highlights the paucity of the current literature on the withdrawal of going concern
modifications. Chapter 4 presents study 1, an international comparative study on US, UK
and Australian auditors and investigates the extent of consistency between auditors in
these countries, as well as the impact of the harmonisation effort over time and the effect
of international audit firm networks upon consistency. Chapter 5 presents study 2, a study
of US auditors consistency in evaluating the substantial doubt criterion when faced with
issuing a going concern modification for the first-time, compared to when the auditor is
faced with withdrawing that going concern modification. In addition to Chapter 6, which
presents the overall conclusion of the thesis, the thesis presents three appendices that
contain further material — two of which constitute some further empirical research in
relation to the issues raised in Chapters 4 and 5, and one that is concerned with research
methodology issues and justification of the methodological choices made within this

thesis.
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CHAPTER 2

Theoretical Framework

FOREWORD: Auditing standards establish the principles for how auditors conduct an
audit, and if auditors interpret and apply these principles differently this would affect not
only consistency among auditors, but also have an impact on audit accuracy. The purpose
of the framework presented is to show that consistency is an important dimension of audit
quality. Further, the framework identifies various impediments to consistency and
discusses the issue of litigation risk and compares bankruptcy rules across countries in-
depth. A central tenet the framework presents is that the network structure of audit firms
makes them a facilitator of consistency both on a national and an international level
through the use of a shared and common approach to the audit. Consequently, it is argued
that the audit firm network structure is imperative to realise the benefits of the

international harmonisation efforts of auditing standards.
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2.1 Introduction

The framework outlined in this chapter highlights consistency as an important dimension
of audit quality. Consistency allows users of audit financial statements to infer that
differences in the audit reports are due to differences in the underlying economic events
of the company and not due to differences among auditors. One of the arguments in
favour of auditing standards, and behind recent harmonisation of international auditing
standards, hinges on the assumption that uniformity in standards leads to consistency in
auditing. But for this assumption to hold true there must also be consistency in auditors
interpretation and application of these standards. Moreover, auditors interpretation of
their responsibilities to the auditing standards, and how they apply the auditing standards,
is not independent of the audit environment in which they operate. This framework
highlights several possible factors that can cause impediments to consistency in auditors
response to circumstances which lead to potential inconsistent audit reporting behaviour.
The framework also emphasises the importance of the audit firm network as a structure of
ensuring consistency across audit practices. The audit firm networks play a crucial role in
ensuring consistency across time and geographical locations of audit engagements due to
shared methodology, knowledge, and internal quality reviews.

The framework is summarised in Figure 2-1. Principle-based auditing standards are open
to interpretation regarding the best audit procedures to achieve the objectives, and
variation in key characteristics of the audit environment affects how auditors interpret and
apply auditing standards in the going concern context. The interpretation and application
of auditing standards is a function of auditor’s competence and independence. However,
the audit firm networks, both on a national and an international level, act as facilitators of
consistency through the use of a shared and common approach to the audit. The common
audit approach within an audit firm network necessitates that there is common
interpretation of auditing standards which are influenced by the networks collective
competence in terms of shared knowledge and expertise. In turn, when auditors execute
the audit, they rely on the network’s common audit approach which provides a structure
that limits the auditor’s judgements and ensures that audits are executed consistently. The
network puts in place quality control mechanisms, such as concurring partner reviews, to

ensure consistent network-wide quality. The remainder of this chapter will develop the
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key elements of this framework in detail, but it is acknowledged, as audit quality is a
multifaceted concept and occurs in a complex social setting, that the topics that are
covered and emphasised herein are necessarily selective for the purpose of this thesis. But
the framework provided is flexible to expansion and accommodation of other factors. The
structure of this chapter is as follows: Section 2.2 examines consistency as an important
dimension of audit quality; Section 2.3 identifies several impediments to consistency,
including a detailed discussion of litigation risk and comparison of bankruptcy laws;
Section 2.4 considers the structure of the audit firm as a facilitator of consistency; and
finally, Section 2.5 provides a coherent summary of the framework developed. In
addition, Appendix 2-A presents an overview of the broad principles of auditing standards

in the going concern context.

2.2 Consistency and Audit Quality

Auditing is the term used to describe the process of obtaining objective evidence
regarding the reliability and integrity of financial information or statements (Elliott and

Pallais 1997). A general definition of auditing is provided by Silvoso et al. (1972, p.18):

Auditing is a systematic process of objectively obtaining and evaluating evidence
regarding assertions about economic actions and events to ascertain the degree of
correspondence between those assertions and established criteria and communicating the
results to interested users.

There are a number of important parts in this definition that deserve attention: systematic
process implies that auditors have a well-planned, structured and thorough approach to the
audit that follows a logical sequence; in objectively obtaining and evaluating evidence
there are two activities involved — the objective search for evidence and the evaluation of
the relevance and validity of evidence; degree of correspondence and established criteria
means an establishment of conformity of assertions with specified criteria found in the
applicable standards, and necessitates a degree of interpretation by the auditor; to
be useful, the results of an audit need to be communicated and the last important phrase,
communicating the results, is concerned with the type of report the auditor provides to
intended users (Gay and Simnett 2003; Eilifsen et al. 2006).

14



Given the definition above, audit quality® from a supply perspective is a multifaceted
concept which many researchers have endeavoured to define. Audit quality at the output
level is whether the auditor is accurate and has issued the correct audit opinion: a clean
audit opinion when a clean audit opinion is warranted, or a qualified or modified audit
opinion when it is warranted. This coincides with the legal view of auditing that provides
asimple dichotomy of either an “audit failure” or “no audit failure”, where “audit failure”
refers to when the auditor issues an incorrect audit opinion, and “no audit failure” refers to
when the auditor issues a correct audit opinion (Francis 2011). Auditing is, however,
difficult to define at the output level because an audit exhibits characteristics of a credence
good for users of the audited financial information and, an experience good for the
members of the supervisory board or the audit committee (Lenz and James 2007,
Causholli et al. 2010). Thus, defining audit accuracy at the output level involves defining

the unobservable, for which the ex ante evaluation is, if not impossible, at least difficult.

Another way of defining audit quality is at the input level. Francis (2011) states that audits
are of higher quality at the input level when the people implementing audit tests are
competent and independent, and when the testing procedures used are capable of
producing reliable and relevant evidence. What Francis (2011, p. 2) means by quality at
the input level is best illustrated with the following quote:

The quality of audit inputs flow through to the audit process, where audits are of higher
quality when the engagement team personnel make good decisions regarding the specific
tests to be implemented and appropriately evaluate the evidence from these tests in
leading to the audit report. Audit quality is affected by the accounting firm in which
auditors work. Firms develop the testing procedures used on audit engagements, and
create incentives that affect the behavior of engagement team personnel. Lastly, the
incentives of accounting firms and individual auditors to produce high-quality audits are
affected by the institutions that regulate auditing and which punish auditors and

accounting firms for misconduct and low quality audits.

Logically, there is a clear link between audit quality at the input level and the output level.
A definition of audit quality at the input level, which is commonly used in archival

® Duff (2004) argued that audit quality is not a unitary concept and that it should be divided into 1) the
quality of the service (i.e. factors which affect the audit client’s experience of the audit process) and 2)
quality of opinion (i.e. factors which contribute to a process which is likely to reach the right answer). In
this thesis, audit quality is defined as technical quality.
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auditing research, is DeAngelo’s (1981, p. 186) definition, which states that audit quality
is “... the market-assessed joint probability that a given auditor both discovers (a) a
breach in the client’s accounting system and (b) report the breach.” In this definition, “a
breach in the client’s accounting system” is related to the auditor's competence and
“report the breach” is related to auditor’s independence. These two dimensions are,
however, not completely separate: for example, the auditor could decide not to make an
effort to uncover problems (competence) which she or he has no desire to report on
(independence). Furthermore, there is an implicit assumption in this particular definition
of audit quality (and in the many studies that rely on it): that the auditing standards are
uniformly interpreted and the auditor’s responsibilities are explicitly defined and equally

understood by all members of the profession (Samsanova 2009).

Nevertheless, it is well established that both independence and competence are important
for audit quality. Auditor independence, however, is not a simple concept, being “difficult
to prove and easy to challenge” (Mednick, 1990, p. 6). Auditor independence is not
simply independence in appearance but also independence in fact — “the state of mind
which is totally free of any consideration other than that of servicing in a proper manner
the needs of the interested parties to whom they are professionally responsible” (Woolf
1997, p. 434). As concepts, the audit and the auditor’s independence are inseparable. As
Woolf (1997) eloquently points out, the auditor who has lost his independence has lost his
raison d'étre; he has become dependent, and a dependent auditor is a contradiction in

terms.

Auditor competence may be conceptualised as a broad term that encompasses both the
individual auditor’s and the collective audit firm’s knowledge in terms of expertise and
experience in developing procedures, including quality controls, to gather and evaluate
evidence to reach the appropriate conclusions, given the relevant auditing standards. Of
course, in its broadest sense, auditor competence also impacts how auditors interpret these
standards, and how auditors explicitly define their responsibilities. This, in turn, is not
detached from the general audit environment where auditors are influenced by the
expectations of users of audited financial information, the expectations of institutions that
regulate auditing, as well as auditors expectations of loss in case of misconduct and low
quality audits. Thus, auditor competence is a complex concept that not only describes
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auditors ability to discover a breach in the client’s accounting system but also how

auditors' define exactly what constitutes a breach according to the standards.

Consistency is an important dimension of both accounting and audit quality. Schipper
(2003, p. 62), asserts that consistency is the very reason to have accounting standards and
argues that “[...] if similar things are accounted for the same way, either across firms or
over time, it becomes possible to assess financial reports of different entities, or the same
entity at different points in time, so as to discern the underlying economic events’.
Similarly, users anticipate that audits conducted under auditing standards will meet the
same objective. Since much of the audit process is unobservable to the users of financial
statements, and the audit report itself provides limited information about the audit process,
the need for consistency is arguably prominent. It is only when it is recognised that
consistency is desirable, and that there is a need for standards, that the discussion may
move on to the particulars of the standards themselves. Thus there is a clear link from
consistency to audit quality, in that the need for consistency underpins the existence of
auditing standards. In turn, the auditing standards define the principles on which auditors

base their audit procedures.

Auditing is not a pure science, and it has been argued that principle-based standards* will
lead to inconsistent application even in identical cases and that those responsible for the
enforcement of standards and regulation must simply accept this (Alexander and
Jermakowicz 2006; Alexander 2006). Whilst it is likely that principles-based standards
will not be consistently interpreted and applied in all situations, but “[...] asin the case of
other ideals [...] the impossibility of achieving [...] consistency does not, from a normative
perspective, imply that [...] consistent application is not to be desired [...] [n]Jor does it
imply that on a comparative basis there cannot be more consistent and less consistent [...]
norms’ (Wustemann and Wustemann 2010, p. 8). Auditors communicate their results
through the audit report, and this information is more useful if it can be compared with
similar information from other companies, or with similar information from past periods.
In one sense, consistency is a quality of the relationship between information, rather than

the quality of the information itself. From the perspective of a user of financial statements,

* Although some argue that comparability and consistency across firms and over time is virtually assured
under rules-based standards (Maines et al. 2003) the information portrayed by rules-based standards would
not necessarily be comparable and consistent as application of specific rules may require economically
different situations to be accounted for identically.
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consistency among auditors will be achieved when clients with similar circumstances are
issued with the same audit report for similar underlying factors regardless of the period, or

the auditor’s firm or place of origin.

The importance of consistency in auditing has been well documented for many years. For
example: “In the best of all possible worlds, every auditor, given the same set of facts,
would select the same auditing procedures and apply them to the same extent” (Hicks
1974, p. 39); Mautz and Sharaf (1961) argue that inconsistencies between auditors have
no place in auditing; “The standard of care which the auditor owes to the client is that
degree of care which would ordinarily be exercised by other members of the profession in
similar circumstances” (Willingham and Carmichael 1971, p. 19). From a policy
perspective, it follows that consistency is a necessary condition for accuracy, in that if
auditors are inconsistent in their application of auditing standards, then some of the
auditors must also be inaccurate. Strictly speaking, consistency alone is not sufficient for
accuracy, in that auditors may in fact be consistently inaccurate. This does not diminish
the importance of consistency. The absence of consistency is prima facie evidence of
inaccuracy (Trotman 1996). It is even argued that consistency implies accuracy with
respect to auditors’ decision making (Ashton 1985; Davis et al. 2000).

Beyond the clear link between consistency and audit accuracy, consistency serves a
fundamental purpose in promoting confidence in financial information — a socially
efficient outcome. Over and above the principal-agent relationship between owners and
managers that explains demand for voluntary auditing®, there exist more subtle
relationships that extenuate the demand for rules and regulations to ensure consistency in
audit practices. Regulatory reporting requirements play a crucial role in the operations of
auditors and in maintaining confidence in markets. The extensiveness of the audit

regulation arises from a desire to have consistency and comparability in audit practices.

Markets, especially financial markets, conduct transactions on the basis of information. As
a general economic principle, the lower the confidence in market information, the fewer

transactions and the higher their price (Aizenman and Marion 1993). At an extreme, if

® External auditing is a monitoring device that reduces total agency costs between owners and managers
(Jensen and Meckling, 1976). Watts and Zimmerman (1983) further suggests that monitoring of
performance is important, if not crucial, to the formation of firms. In addition, managers have incentives to
encourage such monitoring as a signal of their quality (Fama and Jensen 1983).
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there is total uncertainty, no transactions will take place. If auditing of appropriate quality
is rendered on a consistent basis, it lowers overall uncertainty, adds to the number of
transactions and allows for a reduction in prices. Further, consistent auditing of adequate
quality increases overall market confidence, a necessary condition for financial stability
(European Commission 2010). Owners in any given company have an indirect interest in
the overall confidence of the financial information in the market, because it has a direct
bearing on the value of the company in which they have an interest. But because auditing
is to a large degree unobservable (Causholli et al. 2010), current regulation in the auditing
market governs admission and registration of auditors, ethics and independence rules,
auditing standards, quality assurance and oversight of the profession. In the end, the audit
profession is one of the most highly regulated professions, at least in the developed
countries (Lentz and James 2007). Thus, consistency in auditing confers socially efficient
outcomes.® Nevertheless, whether these benefits materialise ultimately depends on how
auditors interpret the regulations and standards, and in turn, how they actually conduct the

audit.

In a national setting, where auditors follow the same standards (i.e. there is de jure
consistency) there is an implicit expectation that consistent audit reporting behaviour will
follow (i.e. de facto consistency). Similarly, academics, practitioners, regulatory bodies,
politicians, investors, as well as public and private sector, domestic and international firms
have been increasingly advocating the benefits of a globally accepted financial reporting
framework supported by globally accepted auditing standards. The argued benefits of a
global financial reporting framework are numerous and include: greater comparability of
financial information for investors; greater willingness on the part of investors to invest
across borders; more efficient allocation of resources; lower cost of capital; easier to fulfil
foreign listing requirements; easier consolidation and auditing of multinational
companies; and, higher economic growth (Wong 2004; Nobes and Parker 2006). These
benefits will only eventuate if consistency in international auditing standards leads to

® Ensuring consistency in audit practice is, not the only reason auditing standards and regulations are
important. Regulation and established auditing standards are also important because auditors themselves act
as agents to principals (owners) when performing an audit. The close working relationship of auditors with
the board of directors and management has led, owners to question the perceived and actual independence
of auditors and to demand tougher regulatory controls and standards over auditors' independence to protect
them (Audit Quality Forum 2005). In effect, regulators are there to act on behalf of principals and ensure
that auditors conduct their audit appropriately. Audit regulation and auditing standards set a benchmark as
to whether auditors have conformed to the responsibilities expected of them, and thus whether there has in
fact been an audit failure.
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consistency in the auditors' interpretation and application of these standards. If they are
not interpreted and applied consistently, it will induce an expectation gap where financial

statement users believe audit reporting behaviour to be consistent, when in reality it is not.

This mismatch between expecations of auditors and auditors performanceis referred to as
the “audit expecations gap”, aterm first coined by Liggio (1974). The audit expectations
gap has been defined as the difference between the levels of expected performance “as
envisioned by the independent accountant and the user of financial statements (Liggio
1974, p. 27)". Monroe and Woodliff (1993) defined the audit expectations gap as the
difference in beliefs between the auditors and the public about the duties and
responsibilities assumed by auditors and the message conveyed by audit reports. Jennings
et al. (1993) are of the opinion that the audit expectations gap is the difference between
what the public expects from the auditing profession and what the profession actually
provides. A more sophisticated definition of the audit expecations gap was developed by
Porter (1993, p. 50) being: “the gap that exists between society’ s expectations of auditors
and auditor's performance, as perceived by society. This gap is made up of two

components:

1. The “reasonableness gap” — the gap between what society expects auditors to
achieve and what auditors can reasonably be expected to accomplish.

2. The “performance gap” — the gap between what society can reasonably expect
auditors to accomplish and what auditors are perceived to achieve. This dimension
consist of two components:

a. A “deficient standards gap” — the gap between responsibilities that can be
reasonably expected of auditors, and auditors’ existing responsibilities as
defined by the law, regulations and professional guidelines.

b. A “deficient performance gap” — the gap between the expected standard of
performance of auditors exisiting responsibilities and auditor’s performance
as expected by society.

In summary, an expectations gap can materialise due to any of the following three main
factors: 1) society holds unreasonable expectations of auditors, 2) deficient auditing
standards, and 3) sub-standard performance by auditors. Lack of consistency in auditors
interpretation and application of standards is primarily related to the two performance
gaps — either there is not enough guidance in the current standards to ensure consistency,

or not all auditors are adhering to the principles laid down in the auditing standards. But
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whether, and to which extent, discrepancies in consistency should be considered
reasonable is related to the reasonableness gap. Principles-based standards are subject to
different application by auditors, even on identical issues, and thus do not ensure absolute
consistency in the application of the auditing standards. That is because principles alone
do not provide a sufficient structure to limit auditors' judgments in the application of the
principles to specific scenarios. (See Appendix 2-A at the end of this chapter for a
discussion of the broad principles governing the auditing standards on the auditor’s

assessment of the going concern assumption.)

2.3 Impediments to Consistency

Auditing does not occur in a vacuum and the environment in which the audit takes place is
part of the context that shapes auditors incentives and reasoning with regard to
interpretation and application of auditing standards (Nobes and Parker 2006). Audit
environments are not necessarily static, but are dynamic in nature with audit environments
changing over time. There are major international differences in legal systems and in the
nature of capital markets, culture and litigation risk as well as respective legal and
taxation systems which affect agency relationships within firms, with consequences for
how national accounting and auditing practices have been developed.

The differences between countries in terms of culture, legal system and litigation risk, as
well as changes in the latter over time, have an impact on how auditing standards are
interpreted and applied, as well as providing different levels of incentives and deterrence
for weakened auditor independence (Krishnan and Krishnan 1997; Francis 2004; 2011).
The factors at play in the audit environment, and the interactions between them, would
influence both the general expectations about auditors roles, as well as how auditors
themselves interpret and define their audit requirements. Subsequently, both differences
across and changes within audit environments can be impediments to consistency.

Understanding these effects is imperative in a globalised world.

2.3.1 Culture
Social norms and culture impact the value judgments and attitudes of accountants and
auditors, which in turn will impact both how accounting and auditing systems have

developed, and how accounting and auditing is practiced within countries (Gray 1988).
21



To understand the association between culture and financial reporting, prior research has
focused primarily on the association between culture and firm disclosure (see Jaggi and
Low 2000, Wingate 1997, Salter and Niswander 1995, Hope 2003). The evidence,
however, is mixed on whether culture — as operationalised by Hofstede (1980) and
Schwartz (1994) - affects financial reporting decisions when legal origin is taken into
account. Hope et al. (2008) argue that auditors differ in quality and finds that differences
in culture have an impact on whether clients choose large auditing firms with better
quality audits. The findings that national culture impact both financial reporting decisions
as well as auditor choice suggest the possibility that auditors will differ in their reporting

behaviour between different cultural contexts.

2.3.2 Legal System

Research also documents that common law countries have stronger investor protection
laws and more developed financial markets than civil law countries (La Porta et al. 1998).
Francis et al. (2003) show that countries with weaker legal environments generally
demand lower quality audits and that this is reflected in a smaller Big N market share
compared to countries with stronger legal environments. Choi and Wong (2007) show that
external auditors generally play a more important governance function in countries where
legal institutions are weak than in countries where legal institutions are strong. Francis
and Wang (2008), test if Big 4 auditors behaviour is systematically related to a country’s
legal system in terms of total and abnormal accruals. They find that accruals for Big 4
clients are smaller in countries with greater investor protection, which they argue is
consistent with auditor conservatism being induced by differences in legal systems with
respect to investor protection. As legal systems have a bearing on the governance roles of
auditors both on the supply side and the demand side, it will likely impact audit reporting

behaviour.

Although the bankruptcy codes of Australia, United Kingdom, and United States originate
from the same common law legal system and therefore share related concepts and
comparable characteristics regarding legal doctrine (LaPorta et al. 1998), there are
differences in the specific rules and regulations with respect to corporate bankruptcy. The
US has less onerous legal entry criteria for entering bankruptcy proceedings than the UK
and Australia, where directors have further incentive to place a company in bankruptcy

proceedings to avoid being personally liable for wrongful and insolvent trading. Because
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of the relative limitations on the rights of creditors under US bankruptcy proceedings,
there is a greater incentive for secured creditors in the US to seek private restructuring
compared to entering into bankruptcy proceedings. There are also differences in
operationalisation of the bankruptcy procedures entry criteria between the UK and
Australia. These differences may affect auditors assessment of the going concern
assumption, but it is difficult to disentangle the effects (See Appendix 2B at the end of

this Chapter for an overview).

2.3.3 Litigation Risk

Wallace (1987) and other studies (Chow et al. 1988; Schwartz and Menon 1985) have
contended that audits provide investors with a form of insurance. If an investor purchases
seasoned securities on the basis of audited financial statements and subsequently sustains
losses, and if some form of audit failure with respect to the auditing standards can be
demonstrated, the law provides recourse for the investor against the auditor. The auditor
thus effectively functions as a potential (partial) indemnifier against investment losses,
whereby the improvement in the credibility of the information is a by-product of auditors
minimising their potential losses by performing high-quality work. Litigation against the
audit firm typically occurs when capital providers of an audit client incur an out-of-pocket
loss large enough to initiate a search for recovery (Pratt and Stice 1994). The search may
give rise to litigation (actual or threatened) involving the audit firm, including the
allegation of an audit failure and an attempt to assign responsibility for the loss to the
audit firm. It has been argued that larger auditors have a comparative advantage as they
are able to spread the risk of litigation over a larger number of clients (Schwartz and
Menon 1985). Alternatively, it has been argued that plaintiffs use audit firms as insurance
against any deficiencies on the part of the companies in their financial statements, and that
larger audit firms have “deeper pockets’ than smaller audit firms (Dye 1993).
Nevertheless, litigation risk is an important feature of the audit environment and can
impact how standards are interpreted and applied, as well as provide a disincentive for
weakened auditor independence (Krishnan and Krishnan 1997; Francis 2004; 2011).
Absent reputation concerns, without litigation risk the auditor would have little incentive
to put in the necessary effort or to report truthfully (Melumad and Thoman 1990; Dye
1993). It has been suggested that it is litigation risk rather than brand name reputation

protection drives perceived audit quality (Khurana and Raman 2004) but this “[...]
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conclusion does not contradict the widely held view that large audit firms have reputations
for higher quality audits. If investors know that large auditors have deeper pockets, they
would know that large auditors have more incentive to issue accurate reports — in this
sense, large auditors have better reputations’ (Lennox 1999, p. 800). Irrespective of
whether it is litigation risk or reputational concern that provide the strongest incentives,
Francis (2004, p. 359) nevertheless states “[...] that auditor behaviour is directly affected

by legal incentives”.

Litigation risk affects audit behaviour, and auditors react to additional litigation risk by
increasing resources invested in the audit (Pratt and Stice 1994). Tucker et al. (2003)
suggest that if auditors face larger penalties this will make their interpretation and
application of the relevant standards more conservative due to the asymmetrical effect of
litigation risk on auditors’ misreporting.” Furthermore, when the auditing criteria are laid
down as broad principles without specific guidance, auditors would be exposed to a higher
risk of litigation because enforcing agencies may allege violation even if the required
professional judgement was exerted (Dickey and Scanlon 2006). Xu et al. (2011) argue
that auditors are likely to actively manage their risk exposure, and one possible risk
management strategy used by auditors is more conservative reporting in terms of a lower
threshold for modifying or qualifying the audit report. Thus, differences and changes in
litigation risk may bring about differences and changes in how auditors' interpret and/or

apply the auditing standards that result in inconsistencies in audit outcomes.

Empirical research supports this view. Geiger and Raghunandan (2001) and Geiger et al.
(2006) examine litigation risk and auditors reporting behaviour by using the US Private
Securities Litigation Reform Act of 1995, where the period prior to the Act signifies
higher litigation risk and vice versa. They find that auditors were more conservative prior
to this Act than after and argue that the reduction in expected litigation costs to auditors
accounted for this shift in reporting decisions. In addition, Geiger et al. (2006) find that
litigation reform had a significant effect on auditor decision-making, but more so for the

then Big 6 firms than for non-Big 6 firms.

" For example, expected litigation costs are higher when auditors fail to issue a going concern modification
when this is appropriate, compared to when auditors do issue a going concern modification when this is
inappropriate (Tucker et al. 2003).
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The matter of litigation is not unique to the United States. Wingate's (1997) litigation
index resulted from an international audit firm’'s effort to allocate insurance for its
international operations among individual country partnerships. Scores on the litigation
index range from 1 to 15, where a low score represents a low risk of doing business as an
auditor and vice versa (Wingate 1997). Although all three countries in this thesis scored
high on the index (the US scored 15, both Australia and the UK scored 10), subsequent
global events, such as a wave of corporate scandals across the world (e.g. Enron and
WorldCom in the US, as well as OneTel and HIH Insurance in Australia), the subsequent
demise of Arthur Andersen; regulatory changes (e.g. Sarbanes-Oxley Act [SOX] in the
United States, The Corporate Law Economic Reform Program [CLERP 9] in Australia
and the Companies Act 2004 in the United Kingdom); and, in late 2007 the global
financial crisis — have transformed the global legal environment that auditors operate in
and show that the matter of litigation is affecting auditors in a number of countries.
Further, these factors have potentially heightened auditors perceptions of litigation risk
arising from a failure to issue a going concern modification to companies that
subsequently go bankrupt. Geiger et al. (2005) produce findings that auditors interpret
and/or apply the standards more strictly in the United States following the enactment of
SOX. However, they find that auditor reporting decisions did not change uniformly with
regard to changes in litigation risk and that the more conservative judgements are solely
attributable to non-Big N auditors. Using Australian data, Fargher and Jiang (2009) find
that for similar audit clients auditors were relatively more lenient in 1999 compared to
2003 in their interpretation and/or application of the auditing standards, and Xu et al.
(2011) find that auditors were relatively more lenient in the 2005-2006 period compared
with the 2008-2009 period.

To the extent that these studies capture the relation between litigation risk and audit
reporting behaviour, an association between country litigation risk and audit reporting
behaviour in an international setting should also be expected. In particular, countries with
varying litigation risk could lead to cross-country differences in how auditors interpret and
apply the relevant standards. In a cross-national study, Khurana and Raman (2004) find
that it is litigation risk, rather than reputation concerns that drive perceived audit quality.
Lam and Menash (2006) investigate audit opinions of 148 firms in Hong Kong — which
may be described as a low litigation environment — and find results similar to US based

studies: Hong Kong auditors also tend to issue disclaimers under conditions characterised
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by greater financial distress, and modified opinions with explanatory paragraphs when the
financial conditions are less severe. They suggest that litigation risk, even if important in
high litigation risk environments, may not be any more important than the professionalism
and reputation of the auditor. LaSalle (2006), however, advocates that it is premature to
discount the importance of litigation risk. He suggests that consistent empirical
regularities across countries with different litigation risk may, in part, be driven by a
highly concentrated market for auditing services dominated by a few firms, where
collaboration among affiliates of networks would not be surprising. In today’s
environment, networks of audit firm affiliates are arguably more prevalent and integrated
than ever, even if for legal reasons the network agreements typically affirm the legal
independence of each member firm (Lenz and James 2007; Advisory Committee on the
Auditing Profession 2008).

2.4 Audit Firms as a Facilitator of Consistency

Audit firms differ in geographical reach: some audit firms constitute only one local office,
whereas the largest audit firms have several hundred offices across the globe. Although in
most countries, the right to practice as a certified audit firm is granted on a national basis,
in which locally qualified professionals have majority ownership, the different local
offices within a country are not homogeneous (Lenz and James 2007: Ferguson et al.
2003). Auditing is conducted through local offices, where an audit team is typically
situated in the same city as their client's headquarters (Wallman 1996; Penno and Walther
1996: Francis et al. 1999; Reynolds and Francis 2000; Ferguson et al. 2003). Each
individual office within the audit firm is a unique and relevant unit in its own right, and
with significant local-office reputation effect on the perception and pricing of industry
expertise (Ferguson et al. 2003). Beyond this, however, the audit firm achieves positive
externalities by creating uniform firm-wide reputations for industry expertise. This firm-
wide reputation effect has been observed on both a national level (e.g Craswell et al.
1995), and for audit firms that operate globally (Carson 2009).

The audit firms that have offices in more than one location may therefore be viewed as a

network, where each of the local audit offices represents a separate node with one or more

inter-firm relations and connections to other nodes within the network. The largest audit

firm networks exhibit features of a core-periphery network where the networks revolve
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around a set of central nodes that are well-connected with each other, and also with the
periphery (Lenz and James 2007). Peripheral nodes, in contrast, are connected to the
central nodes but seldom to each other. For global audit firm networks, the connections
between some of its nodes span country boundaries, but the connections between nodes

within a country can be viewed as a sub-network in its own right (Carson 2006).2

The relationships and connections among local audit offices in a network alter their
relative competitiveness vis-a-vis other audit firms (Goyal 2007). Geographical coverage
is a dimension of audit firm networks competitive advantage, as audit clients with
operations in multiple geographical locations can be better served. Lenz and James (2007)
and Carson (2009) point out that the development of international relationships and
connections within the global audit firm networks are a direct response to the emergence
of multinational enterprises that demand consistent auditing throughout the world.
Subsequently, there exist positive externalities to audit firm network members as the
network become larger, but this benefit does not arise out of attributes of the network
members per se, but directly because of the connections and relationships between them.
As the network increases its geographical span, all members become better at attracting
clients that operate in multiple geographical operations.

Moreover, being part of the network also has its effects on each member’s individual
attributes. In this respect, the reputation and the brand name of the audit firm network is
bestowed upon all of its members at the local office level. Brand name and network
relationships are an important professional advantage in retaining current audit clients and
in attracting new clients, retaining and recruiting employees, supporting entry into new
geographical markets, as well as into new markets for other forms of assurance services
(Elliott 1998). Furthermore, audit firm brand names carry an audit fee premium (Causholli
et al. 2011). In particular, the audit fee premium charged by the largest audit firm
networks over other auditors has proven to be robust both across countries and over time
(Francis 2004; 2011). This fee premium has also been equated with better audit quality
(Francis 2004).

® The largest audit firm networks have international headquarters (e.g. KPMG's international headquarters
are located in Amstelveen Netherlands, PWC's in London UK, Deloitte’s in New Y ork). At the same time,
there are national headquarters (e.g. PWC's national headquarters for US are located in New York).
Ferguson et al. (2003) refers to the Big N audit firms within a country as networks of local offices. Carson
(2009) refers to the large global audit firms as global networks between domestic audit firms.
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An important feature of audit firm networks is the sharing and collaboration of audit
knowledge and technology with a view of a common and shared audit approach across
network members (Bamber and Bylinski 1982; Dirsmith and McAllister 1982; Cushing
and Loebbecke 1986; Carson 2009). The audit approach concerns the “[...] logical
sequence of procedures, decisions, and documentation steps, and by a comprehensive and
integrated set of audit policies and tools designed to assist the auditor in conducting the
audit” (Cushing and Loebbecke 1986, p. 321). There are positive externalities to members
of an audit network in sharing a common audit approach. Sharing a common audit
approach creates economies of scale by allowing different network members to exploit the
same effort in developing a high quality audit approach. By pooling the knowledge,
expertise and skills of all the members in the audit firm network, the ability of the audit
firm network to develop an audit approach that enhances the effectiveness and efficiency
of the audit increases, which in turn benefits all members of the network. This reduces the
costs of production of high quality audit services for all members. Moreover, using a
common audit approach for the entire audit engagement, even if it spans geographical
locations, reduces the coordination costs among network members. At the same time, the
network members' local knowledge for compliance with specific regulations that exists in
that geographical location is retained.” A common audit approach also facilitates the
transfer and mobility of auditors within a network. Consequently, the audit firm network
is a structure that combines its members collective knowledge without sacrificing the
local knowledge of each audit office. The network structure confers several advantages to
its members in the form of sharing of technology and expertise, as well as reputation and

the ability to attract clients.

Nevertheless, the network structure gives rise to the possibility of free-riding, and moral
hazard among a network’s members. Within the network, members exert individual effort
which is privately costly. The individual effort, however, is shared among all members
through the effect on reputation and so the reward to individual members is less than the
collective reward to the network. Similarly, the lack of effort and the cost in terms of
potential loss of reputation is also shared among all members of the network so the

individual members costs are less than the collective costs to the network. This may

° Clearly this is applicable across countries where specific audit regulations may vary but it is also
applicable within a country where there are many jurisdictions and these jurisdictions have different rules
for auditing, accounting and/or tax.
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create incentives for under-provision of audit effort by individual members. These
incentive problems are addressed to some extent by the contractual agreements among
network firms: a common audit approach and internal quality reviews help reduce free-
riding and mora hazard among an audit firm network’s various offices and protects the
reputation of the audit firm (Lenz and James 2007; Thomadakis 2008). In an international
setting, the risk of free-riding and moral hazard is possibly greater where litigation risk is
lower, but the relationships that exist among the members of the audit firm network are
long-term relationships. Thus a powerful incentive for minimising free-riding and moral
hazard is still found in reputational concerns and in the threat of loss of future business
(Besanko et al. 2004; DeSalle 2006).*

The network structure of audit firms does not only create externalities to its members —
there are also significant spill-over effects to society as a whole. Within an audit firm
network, coordination and sharing of technology creates a “race to the top” in terms of the
quality of the audit approach, which in turn creates consistency in audit practice within
the network. The usefulness to the members of the audit firm network of adopting a
network’s particular audit approach partly depends on the quality of the audit approach
itself, but clearly also depends on whether others with whom they communicate and
coordinate adopt a similar technology. The audit approach of different affiliates may vary
across geographical locations but to be consistent they must all satisfy the minimum
expectations of a common audit approach. Hence, affiliates with the highest expectations
to the audit approach become the affiliates that set the benchmark of audit quality for the
common audit approach. In addition, the association among network members creates
incentives for producing high audit quality. The social norms within a network are related
to its reputation for producing high audit quality, and the incentive for an individual
network member to produce high quality audits is clearly sensitive to whether or not other

members produce high audit quality. Subsequently, the network structure creates

1% 1n recent corporate scandals, wrongdoings by individual audit firm affiliates have had a large impact on
the global network as a whole. For example, Arthur Andersen was found guilty of obstruction of justice for
shredding documents related to the audit in the 2001 Enron scandal in the United States. The resulting
conviction, since overturned, still effectively meant the end for Arthur Andersen on an international level
due to a tarnished brand name. In 2009, Satyam Computer Services in India falsely reported more than one
billion US dollars in profits. The United States Securities and Exchange Commission and the Public
Company Accounting Oversight Board responded by fining the Indian PWC affiliate 7.5 million US
dollars. The PWC global network have since taken steps to verify that professional standards are being met
throughout the network and have also instituted an enhanced assurance quality review process for all
network member firms (Norris 2011).
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consistency by instilling a “race to the top” in terms of audit quality which in turn has
spill-over effects to the society as a whole. Naturally, the effect would be greatest for
those locations where there are initially weak requirements to audit quality. This is in
agreement with the findings of Choi and Wong (2007) that external auditors generally
play a more important governance function in countries where legal institutions are weak.
In such countries, a local member of an international audit firm network would raise the
quality of audits by virtue of using the same audit approach as a member situated in a

country with high quality audit requirements.

A common audit approach is necessarily based on a common interpretation of the
standards and dictates to some degree how the auditing standards are being applied.
Pooling and codifying expertise and knowledge from the members of the network not
only ensures a high quality common audit approach (Carson 2009), but together with
quality review processes stipulated within the networks and imposed through membership
of the Forum of Firms ensures there is a structure for consistency in both interpretation
and application of standards across network members offices.'* Thus, the reputation
concerns and the use of a common audit approach should mitigate some of the effects of
the cross-national variance in the audit environment and its effect on auditors’ application
of the auditing standards.

There are differences among audit firm networks in terms of structure and service
offerings, client demographics and size of practice. A common distinction is that between
the largest audit firm networks — namely the Big N auditors — and those audit firms that
are smaller networks or just operate from one office. The justifications for making this
distinction in the literature relates to a well-documented dual structure of the auditing
industry (Francis 2004; 2011). DeAngelo (1981, p. 183) states that “[...] audit quality is
not independent of audit firm size, even when auditors initially possess identical
technological capabilities. In particular, when incumbent auditors earn client specific
quasi-rents, auditors with a greater number of clients have 'more to lose' by failing to
report a discovered breach in a particular client's records.” Moreover, Sirois and Simunic

(2010) argue that Big N auditors are fundamentally different with respect to their

1 Systems of quality control in compliance with International Standard on Quality Control (ISQC) 1 are
required to be established by 15 December 2009 for all auditors. Since the Forum of Firms was established,
a condition of membership is that the audit firms maintain appropriate quality control standards.
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investment strategies in audit technology compared to other auditors. Carson (2009)
makes the distinction between those audit networks that are global versus those auditors
that are not global. She defines global audit firm networks as the “founder members’
under the Constitution of the Forum of Firms which operates as the Transnational

Auditors Committee of International Federation of Accountants (IFAC).*

Categorising audit firm networks on key characteristics such as size and geographical
reach captures key aspects on which the audit firm networks are similar within, but
different between, each category. Yet, there are proprietary differences between each audit
firm’'s design of the audit approach and how they differentiate their services (Bowrin
1998; Carson and Dowling 2010). The difference in audit firm networks' audit approaches
may have a negative effect on consistency between audit firm networks, both at the
national and international levels. In fact, there have been widespread concerns that
companies switch auditors to avoid receiving unfavourable audit reports (Lennox 2000):
also known as opinion shopping. Obviously, if opinion shopping is successful, then this
would also imply inconsistency between audit firms' audit approaches. A major argument
of this thesis is that the common audit approach among the members of the audit firm
network achieves consistency in how the auditors of that network interpret and apply
auditing standards — the implication being that inconsistencies in audit practices are
mostly an issue between audit firm networks. Nevertheless, inconsistency issues are likely
to be larger between categories of audit firms than within firms of a similar category. In
particular, among the group of audit firm networks that are global in nature there are
conditions that facilitate consistency between the individual networks. These factors
encompass that global audit networks that are members of the Forum of Firms, are
committed to the use of International Standards on Auditing (ISAs), the IFAC Code of
Ethics for Professional Accountants for transnational audits and the IAASB’s
International Standard on Quality Control (Carson 2009). By comparison, smaller
domestically located audit firms and networks do not enjoy the inputs from a global audit
firm network when “best practice” is located outside the client country, nor do they
engage in audits of large multinational corporations and are not subject to the stringent

conditions imposed by Forum of Firms. Furthermore, those firms that fall into this

12 The Big N auditors are a subset of Carson’s (2009) category of global audit firm networks. Global audit
firm networks include BDO and Grant Thornton in addition to the Big N audit firms.
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category probably exhibit greater variation within this category on other key
characteristics, than the global audit firm networks do as a group. ** Thus, as a group,
global audit firm networks are associated with characteristics that promote consistency in

auditors' conduct of an audit across national borders.

2.5 Summary of the Framework

The existence of auditing standards means there is a demand for consistent audit
reporting, and a lack of consistency may lead to an expectation gap where users believe
audit reports to be consistent when they are in fact not. Variation in key characteristics of
the audit environment impacts how auditors interpret and apply auditing standards in the
going concern context. Inconsistency in audit reporting behaviour would make it difficult
to discern whether differences in the audit report were truly caused by different
underlying economic events or simply due to differences in auditors interpretation and
application of standards. However, the audit firm networks, both on a national and an
international level, act as facilitators of consistency through the use of a shared and
common approach to the audit. The common audit approach necessitates that there is
common interpretation of auditing standards which are influenced by the networks
collective competence in terms of shared knowledge and expertise. In turn, when auditors
execute the audit, they rely on the common audit approach and this helps establish a
structure for audits to be executed consistently. Internal quality reviews are put in place to
avoid independence issues and to enforce the common audit approach in order to protect
the network-wide brand name and reputation. It is important to note that each audit firm is
idiosyncratic and that there are important differences between them. But it is argued that
due to the similarities within the group of global audit firm networks, this group is an
important force for ensuring consistency in audit practice, especially across national

borders.

3 Being a member of alarge network affects the individual offices’ ability to attract clients. The reputation
of the network and the efficient cooperation between network members is part of an individua audit office’s
competitive advantage and make them relatively more competitive vis-a-vis other audit firms, which in turn
affects both market share and profitability (Lenz and James 2007). On the other hand, being part of an audit
firm network involves committing resources to satisfy the network-wide standards of quality. But a key
issue is that the relationship between audit offices in a network alters the incentives of competing audit
offices to be members of competing networks. Thus, there is an important two-way flow of influence
between audit markets and audit networks: the nature of competition in the audit market shapes the
incentives for creating networks. However, the relationships among individual audit offices in a network
determine the cost structure for undertaking an audit and this in turn shapes the nature of competition.
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It should be noted that due to the focus on Australia, the UK and the US, which are
similar with regard to legal systems and capital markets as well as social norms and
culture, the focus of this thesis is not on variations in culture and differences in legal
system impediments to consistency. This is, of course, solely a matter of the scope of this
thesis, and it is by no means implied that any differences in culture and legal system are
less important impediments to consistency than the other factors mentioned in this

theoretical framework.
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Appendix 2A:

Auditing Standards and the Going Concern Context

The going concern context has received much attention in the archival literature
concerned with audit quality. There are a number of reasons why the going concern
context has received this attention. First, the going concern modification matters. The
auditor's report plays a critical role in warning market participants of a firm’'s ability to
continue as a going concern (DeFond et al. 2002; Geiger et al. 2006). Indeed, allegations
of audit failures are often only uttered in the aftermath of clients going bankrupt without
the auditor actually issuing a going concern modification. Second, such types of
modification should not be a matter for negotiation between the auditor and the company
(as distinct to mere disagreements with management, which can be negotiated). Third, the
focus on the outcome of the audit process, namely the audit report, is important because
principles-based auditing standards allow auditors to exercise their judgment in the design
of audit procedures. Irrespective of the different procedures utilised by auditors, the audit
should arrive at the same audit opinion, given the principles laid down in the auditing
standards. Consequently, consistency in audit outcomes does not necessarily imply that
identical audit procedures have been used. The issuance of a going concern modification
is a subjective judgment by the auditor that the evidence is so negative that it warrants the
inclusion of a going concern modification in the audit report. A modification for reasons
of going concern is the most frequent alternative to a clean, unmodified audit report
(Francis 2004), and thus represents the only viable option for research regarding the
outcome of the audit process. This is also an excellent setting for investigating
consistency, because concern about consistency is more important if it is believed that
costly errors are caused by highly idiosyncratic decisions (Trotman 1996).

Professional audit guidance across the world is currently dominated by two sets of
standards (US and international), but with respect to evaluation and reporting on going
concern modifications the two sets of standards are relatively homogeneous and based on

broad principles. In the United States the evaluation and reporting of going concern
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uncertainties is governed by Statement of Auditing Standards No. 58 (SAS No. 58) and
Statement of Auditing Standards No. 59 (SAS No. 59), and in more than one hundred
countries that currently employ or are in the processes of implementing ISAs, the relevant
standards are International Standards on Auditing No. 570 (ISA 570), and International
Standards on Auditing No. 700 (ISA 700). Both sets of standards are similar in that the
auditor is required to take an active approach in evaluating the going concern assumption.
In addition, both sets of standards rely on principles to guide the auditor’s interpretation of
what constitutes a going concern problem and when this warrants the inclusion of a going

concern modification in the audit opinion.

Both standards state that the continuation of an entity as a going concern is assumed in
financial reporting and that general purpose financial statements are therefore prepared on
a going concern basis unless there is contrary information. SAS No. 59 (s. 1) explicitly
states that such contrary information is information pertaining to “[...] the entity’s
inability to continue to meet its obligations as they become due without substantial
disposition of assets outside the ordinary course of business, restructuring of debt,
externally forced revisions of its operations, or similar actions’. Similarly, ISA 570 (s. 2)
states that the going concern assumption is inappropriate if “[...] management either
intends to liquidate the entity or to cease operations, or has no realistic alternative but to
do so”. Consequently, under both standards the going concern assumption is inappropriate

if the entity cannot pay its debts as and when they fall due.

Fundamentally, the auditor is faced with two judgments: first, assessing the probability
that the client goes bankrupt™ at a future date; and second, whether this probability is
higher or lower than what the auditor considers to be substantial/significant doubt. The

guidance for both these judgements is imprecise under the current standards.

In assessing the probability that the client goes bankrupt at a future date, the auditing
standards do give some guidance to which conditions and events should be given
consideration in aggregate. SAS No. 59 (s. 6) lists four categories: negative trends, other
indications of possible financial difficulties, internal matters, and external matters that

have occurred. ISA 570 (s. A4) lists examples of events or conditions that may cast

' Differences in bankruptcy regulation across the three countries of interest is covered in Appendix 2-B.
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significant doubt about the going concern assumption into the following three categories:
financial, operating, and other. However, besides listing these categories, the auditing
standards are unclear as to how the auditor is to interpret and assess these events or
conditions. Thus, auditors are left to rely on their own judgment as how to best assess a

firm’s probability of future bankruptcy.

With regard to the criteria for evaluating the going concern assumption, the standard
refers to, in the case of ISA 570 (s. 9), “whether a material uncertainty exists related to
events or conditions that may cast significant doubt on the entity’ s ability to continue as a
going concern”, and in the case of SAS No. 59 (s. 2), “whether there is substantial doubt
about the entity’s ability to continue as a going concern”. The meaning of the two words
is comparable: significant means sufficiently great or important to be worthy of attention
and substantial means of considerable importance (Oxford Dictionaries 2010). So
although the adjectives “significant” and “substantial” are different words, they are both
generic terms that denote the same meaning in this particular context: that doubt is not just
any doubt, but doubt of some noteworthiness."> Nonetheless, auditors are still left with the
difficult task of interpreting how much doubt is enough doubt to constitute
substantial/significant doubt. The Financial Accounting Standards Board (FASB) has
noted that “[...] quantitative differences in interpretation of substantial doubt exists in
practice” (FASB 2009). This would necessarily aso be true for the analogous term
significant doubt. Although, standard setters recognise that there could be an element of
clarity in providing a definition that will potentially also result in a more consistent
application of the term and help reduce inconsistencies (FASB 2009), neither FASB nor

IAASB has yet provided a definition of what is meant by these terms.

It should, however, be noted that the period of assessment in the two standards differ and
may be longer under the international standard compared to its US counterpart. ISA 570
requires the auditor to consider the same period as that used by management in making its
assessment, a period at least, but not limited to 12 months from the balance sheet date.
SAS No. 59 requires the auditor to evaluate whether there is “substantial doubt” for a

reasonable period of time, not to exceed one year beyond the date of the financial

1> That “substantial doubt” and “significant doubt” are to a large degree interchangeable terms is evidenced
in FASB Board meeting handout on June 3 2009 detailing the proposed FASB Statement on Going
Concern. Two of the four alternatives to address constituent concerns regarding defining substantial doubt
involved changing it to significant doubt so as to be consistent with international standards.
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statements being audited. Consequently, there is an overlap in time periods, but where
ISA 570 specifies a minimum time period of assessment, SAS No. 59 specifies a
maximum time period of assessment. In conclusion, the judgment required by auditors in
assessing the going concern assumption and whether to modify the audit report under
SAS 58/59 and ISA 570/700 are comparable.
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Appendix 2B:

Comparison of Bankruptcy Codes

This Appendix describes the bankruptcy codes™ of Australia, United Kingdom, and
United States. Although the three countries originate from the same common law legal
system and therefore share related concepts and comparable characteristics regarding
legal doctrine (LaPorta et al. 1998), there are differences in the specific rules and
regulations with respect to corporate bankruptcy. As the auditor’s assessment of whether
there is substantial/significant doubt regarding the going concern assumption in practical
terms involves consideration of the client’s probability of entering bankruptcy, the
auditors assessment is made in the context of the legal framework under which
bankruptcy is declared. The economic incentives to enter bankruptcy proceedings, as well
as the legal entry criteria, differ to some extent between these three countries. These are

briefly described below.

2B.1 US Bankruptcy Code

Corporations file for liquidation under Chapter 7 or for reorganisation under Chapter 11.
Although creditors may initiate an involuntary filing under Chapter 7, management is
often successful in converting the case to Chapter 11, allowing an attempt to reorganise
(Hotchkiss et al. 2008). Because management can challenge an involuntary petition,
bankruptcy filings are more frequently initiated by management. For firms filing under
Chapter 7, the court appoints a trustee that organises a sale of the firm’s assets. Proceeds
are distributed to claimholders according to the absolute priority rule — that is, junior
claims do not receive any payment until senior claims are paid in full (Hotchkiss et al.
2008). Filings under Chapter 11 are corporate reorganisations, and the bankrupt firm is
expected to continue as a going concern after leaving bankruptcy (Wood 2007). During

the proceedings, the directors are still in charge of managing the company’s affairs. In the

1 In the United States, insolvency by a corporation is described as bankruptcy, but in Australia and the UK
bankruptcy, in a strict legal sense, relates only to individuals and not corporations. Corporations in the UK
and in the Australia enter into insolvency proceedings. Although this technicality is noted, the word
bankruptcy is used in this Appendix to describe insolvency of corporations across all three countries.
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US, the Bankruptcy Code does not establish insolvency as a prerequisite to filing for
Chapter 11 (or any form of bankruptcy relief), but rather an implicit requirement that the
filing is in good-faith (Wood 2007). The basic thrust of the good-faith requirement has
traditionally been whether the debtor needs Chapter 11 relief. Although insolvency is
relevant, it is the totality of circumstances that determines whether the debtor is of good

or bad faith in any given case.

2B.2 UK Bankruptcy Code

The dominant bankruptcy procedure in the UK is receivership, where a secured creditor
appoints a receiver representing their interests. The receiver realises the security and, after
deducting their expenses and paying any higher priority claims, uses the proceeds to pay
off the appointing creditor (Hotchkiss et al. 2008). If the claim is secured by floating
charge collateral, an administrative receiver gets full control over the firm and can
reorganise the firm or sell assets without permission from other creditors or the court. The
UK also provides court-administered reorganisation procedures, Administration and
Company Voluntary Arrangements that are usually initiated by directors and which give
the firm temporary relief from its creditors. However, a secured creditor can veto these
procedures and instead appoint a receiver (Hotchkiss et al. 2008). Thus, in practice, the
court can appoint an administrator that represents all creditors only in the absence of

secured creditors initiating receivership.

Schedule B1 in the Insolvency Act 1986 states that relevant criteria for entering
bankruptcy is insolvency; in particular, “[...] if the company is unable or likely to become
unable to pay its debts’. Section 123 of the Insolvency Act 1986 incorporates two tests:
the balance sheet test (whether liabilities exceed assets) and a cash-flow insolvency test
(whether debts can be paid as they fall due). Which of the two tests is relied upon depends
on the context in which the question of insolvency is raised, and the information available
to the party seeking to establish insolvency. The failure to pay a debt in circumstances
where there is no genuine dispute regarding the debt establishes a company’s inability to
pay its debts. Under Section 214 of the Insolvency Act 1986, UK directors can be held
personally liable if the directors continued trading the company beyond a point in time
when they knew, or ought to have known, that insolvent liquidation was inevitable

(known as wrongful trading).
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2B.3 Australian Bankruptcy Code

The dominant bankruptcy procedure in Australia is voluntary administration and it is
usually initiated by directors, but may also be initiated by a liquidator or a provisional
liquidator or a secured creditor with a charge over substantially all of the company’s
property. The administrator takes full control of the company to try to work out a way to
save either the company or the company's business. If it isn't possible to save the
company or its business, the aim is to administer the company in a way that results in a
better return to creditors than they would have received if the company had gone straight
into liquidation. A company may also go into receivership if a receiver is appointed by a
secured creditor who holds security over some or all of the company's assets. The
receiver's primary role is to collect and sell sufficient of the company's charged assets to
repay the debt owed to the secured creditor. It is not unusual that voluntary administration
and receivership occur contemporaneously (with the company in administration and
receivership at the same time), where the receiver takes control of an asset with a fixed

charge while the remaining assets are in voluntary administration.

Section 436A of the Corporations Act 2001 states that the criteria for entering bankruptcy
proceedings are if the corporation “[...] is insolvent or likely to be insolvent”. Section
95A of the Corporations Act 2001 incorporates only a cash-flow insolvency test (whether
debts can be paid as they fall due). Under Section 588 of the Corporations Act 2001,
directors in Australia can be held personally liable if the directors continued trading the
company beyond a point in time when they knew, or ought to have known, that the

company was unable to meet its debts (known as insolvent trading).

2B.4 Summary

From the descriptions above, there are a few propositions that could be stated. First, the
US has less onerous legal entry criteria than the UK and Australia, as the US Bankruptcy
Code does not have an explicit insolvency requirement. Second, there is also some
difference in operationalisation of the insolvency criteria between the UK and Australia,
with the UK having both cash flow and balance sheet insolvency tests whereas Australia
only has a cash flow insolvency test. Third, UK and Australian directors have, compared
to the US, further incentive to place a company in bankruptcy proceedings to avoid being

personally liable for wrongful and insolvent trading. Fourth, because of the relative
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limitations on the rights of creditors under US bankruptcy proceedings, the US
bankruptcy code may be classified as debtor in possession with directors in control of the
company during the bankruptcy proceedings. In contrast, the bankruptcy codes of the UK
and Australia may be classified as creditors in possession with an administrator and/or a
receiver in control of the company during the bankruptcy proceedings. There is a greater
incentive for secured creditors in the US to seek private restructuring compared to
entering into bankruptcy proceedings, relative to UK and Australian creditors (Hotchkiss
et a. 2008). These differences may also affect auditors assessment of the going concern
assumption, but it is difficult to disentangle the effects and thus also difficult to make any

a priori predictions.
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CHAPTER 3

Literature Review

FOREWORD: This literature review assesses the empirical research regarding audit
reporting behaviour with respect to going concern modification. The evidence indicates
that publicly available information is a useful predictor of auditors decisions to issue
going concern modifications. It is also noted that little is currently known about the
auditor’s decision to withdraw the going concern modification, and specifically how this
compares with when the auditor first issues a going concern modification. Although the
research is mainly US based, the findings generalise to other countries, as those studies
based on non-US data provide similar inferences. There is also evidence that audit
reporting behaviour is associated with auditor litigation exposure, although it is unclear
whether this extends to differential litigation risk across countries. Finally, and
irrespective of litigation risk, a case can be made that the international audit firm networks
are potentially a primary driver of consistent application of international audit standards.
However, it is not known whether harmonisation of auditing standards will also result in
convergence of auditor behaviour with respect to the evaluation of and reporting on the
going concern assumption, as no empirical research yet identified has considered audit

reporting behaviour in a comparative international setting.
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3.1 Introduction

Audit reporting behaviour covers a broad domain, but few activities are as integral to the
audit process as the evaluation of the going concern assumption and the decision to
include a going concern modification in the audit report.*” This chapter reviews audit
reporting research primarily in the going concern context over the past four decades, with
a particular focus on audits of public companies, with much of this work undertaken in the
United States. The review is not meant to be comprehensive and encyclopaedic but is
instead a more selective survey, the purpose of which is to identify and assess a wide
range of evidence on auditors’ reporting behaviour from academic research that is relevant

to this thesis.

The review finds that publicly available information is a useful predictor of auditors
decisions to issue going concern modifications across a number of countries. There is also
evidence that audit reporting behaviour is associated with auditor litigation exposure,
which suggests that litigation risk is a potential source of inconsistency in auditor
reporting behaviour. From the literature, a case can be made that the global audit firm
networks are potentially a driver of international consistency in application of audit

standards.

Very little research has been conducted on the resolution and withdrawal of the going
concern modification, and no identified research considers the relative thresholds for
issuing versus the threshold for withdrawing a going concern modification. The impact of
global audit firm networks on cross border consistency in reporting behaviour has also not

been investigated in the literature.

The remainder of the chapter is organised as follows. Section 3.2 discusses international
standards for auditing and their potential implications on audit reporting behaviour in
relation to going concern modifications. Section 3.3 reviews the association of going
concern modification with client characteristics of distress. While Section 3.4 assesses

going concern modifications associated with litigation risk. Section 3.5 examines the

" Auditors play a critical role in warning market participants of a firm’s ability to continue as a going
concern (Mutchler 1984; Wood 1996; DeFond et al. 2002). It is however difficult to develop a research
design that can tease out the informativeness of audit reports because of the concurrent release of the
financial statement. Nevertheless, going concern modifications have been shown to have information
content in a number of countries and to have predictive ability (Francis 2004; 2011).
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association between auditor type and going concern modifications and the potential
impact global audit firm networks have on going concern modification, and in Section 3.6,

a summary of the main points is presented.

3.2 International Standards on Auditing

The International Federation of Accountants (IFAC) and the International Auditing and
Assurance Standards Board (IAASB)™® have become increasingly active and important in
the context of increasing globalisation of business in general, and the audit market in
particular. The first International Auditing Guidelines were issued in 1979. In 1991 the
guidelines were renamed International Standards on Auditing (ISA) and in 1994 a
complete codified core set of ISAs were issued. ISAs have rapidly gained acceptance from
national regulatory bodies; there are now over a hundred countries either using ISAs, or in

the process of implementing them into their national auditing standards (IFAC 2011a).

The benefits of international harmonised auditing standards presuppose the existence of
interdependencies or externalities related to auditing standards and practices, and that
these are significant enough to sacrifice some of the independence of national standard
setters (Bebbington and Song 2004; Ball 2005; DiPiazza et al 2006). The most cited
benefit advocated by promoters of harmonised auditing standards is the elimination of
costs (negative externalities) arising from a lack of comparability. There are other
benefits, for example that internationally uniform standards only need to be created once
and are therefore a type of ‘public good’ in the sense that the margina cost of additional
users adopting them is zero. In addition, if all auditors are required to apply the same
standards, the ability of managers to ‘shop’ around for audit opinions is reduced (Ball
2005). Given the benefits, harmonisation efforts are supported and promoted by many
international institutions throughout the world: United Nations (UN), the World Bank,
The Organisation for Economic Co-operation and Development (OECD), the World
Trade Organisation (WTQO), the European Union (EU), and the International Organisation
of Securities Commissions (I0SCO), among others (Bebbington and Song 2004).

While harmonisation of auditing standards is expected to provide significant national and

international benefits through the reduction of information asymmetry across countries,

18 Before 2002 IAASB was named the International Auditing Practicing Committee (IAPC).
44



this will only be so if the application of the standards is consistent. The expectation from
national and international policies of harmonisation is that users of audited financial
statements can expect similar quality audits under national and international auditing
standards. However, what is not known is whether harmonisation of auditing standards
will also result in convergence in auditor behaviour, especially, with respect to evaluation

of the going concern assumption and audit reporting.

From the perspective of comparative financial reporting, international accounting
standards are somewhat meaningless without consistent international auditing standards.
In turn, international auditing standards are will be of little value unless there is uniform
and consistent application of those international audit standards between countries, audit
firms and auditors. Professional audit guidance across the world is currently dominated by
two sets of standards, but with respect to evaluation and reporting on going concern
modifications the two sets of standards are relatively homogeneous. In the United States
the evaluation and reporting of going concern uncertainties is governed by Statement of
Auditing Standards No. 58 (SAS No. 58) and Statement of Auditing Standards No. 59
(SAS No. 59), and in more than hundred countries that currently employ or are in the
processes of implementing ISAs, the relevant standards are International Standards on
Auditing No. 570 (ISA 570), and International Standards on Auditing No. 700 (ISA 700).
Both sets of standards are similar in that the auditor is required to take an active approach
in evaluating the going concern assumption. In addition, both sets of standards rely on
principles to guide auditor’s interpretation of what constitutes a going concern problem
and when this warrants the inclusion of a going concern modification in the audit opinion.
Inherent to this evaluation under both standards is the subjective judgement on the
auditor’s part in evaluating and deciding the threshold at which the evidence on the
client’s financial distress becomes so negative as to warrant the inclusion of a going
concern modification in the audit report (Levitan and Knoblett 1985). Further, the nature
of the going concern assumption and the auditor's evaluation thereof make this a
relatively non-negotiable matter between the auditor and the company; as distinct from an

auditor’s disagreement with management which is to a certain extent negotiable.

One of the biggest issues facing auditors has been addressing the exceptional risks to
going concern and liquidity which were faced by companies at the height of the credit

crunch resulting from the global financial crisis of late 2007. Although credit markets
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have stabilised, these issues have ongoing potency and the developments have sparked a
series of high-level inquiries into the role and effectiveness of audit across a number of
countries (e.g. European Commission 2010). Without some empirical indication or
measurement of the degree to which audit behaviour has become uniform given the same
requirements in auditing standards, it becomes inherently difficult for policy makers
objectively to evaluate the success of their desire to achieve consistency, or to identify
where their efforts should be concentrated in the future. From the perspective of a user of
financial statements, harmonisation of auditing practice will be achieved when clients
with similar circumstances are issued the same audit report regardless of the period, the
audit firm or the country of domicile. The expectation from international policies of
harmonisation is that users of audited financial statements can expect consistent reporting
behaviour under ISAs. However, it is currently not known whether consistent auditing
standards (de jure harmonisation) will also result in consistent audit reporting behaviour
(de facto harmonisation). If such consistency is not achieved, this will induce an
expectation gap wherein financial statement users believe audit reporting behaviour to be
consistent, when in reality it is not. If this happens it will have the potential to undermine

the claimed benefits of international harmonisation of auditing.

3.3 Client Distress Characteristics

An auditor’ s decision with regard to going concern modifications can be conceptualised as
a two-stage process, where the auditor first recognises that a company has a problem and
subsequently decides whether or not to issue a going concern modification, based on
factors specific to the company such as the relative degree of financial distress (Mutchler
1985; 1986)."° Prior research shows that auditor's decisions about audit opinion
modifications appear to be systematically related to publicly available information —
therefore they can be statistically modelled. In fact, a number of early studies suggests that
auditors judgement is inferior to statistical models (Altman and McGough 1974; Altman

1982; Levitan and Knoblett 1985).2° This notion, however, is shown to be largely

9 The auditor’s decision process and assessment procedures for company’s ability to continue as a going
concern are therefore not necessarily the same for financially distressed and non-stressed firms (Argenti
(1976); Menon and Schwartz (1987); McKeown et al. (1991); Reynolds and Francis (2000); Defond et al.
(2002)).

% As noted by Mutchler et al. (1997) athough other researchers compare auditors decisions with the
performance of a model, there is a conceptual difference between those that model going concern
modifications and those that model the event of bankruptcy.
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unfounded if factors more reflective of the auditors real-world decision environment are
taken into account (Hopwood et al. 2004). Nevertheless, in the context of the auditor’s
report on financial statements, the literature identify two types of misclassifications in
relation to going concern matters: companies that receive going concern modifications but
remain viable; and companies that did not receive going concern modifications prior to
failure. The first is a Type | misclassification and the second is a Type Il misclassification.
The empirical evidence about the frequency of Type | and Type Il misclassifications
suggests that auditors only issue going concern modifications prior to bankruptcy in 40 to
50 percent of the cases (Mutchler 1984; Hopwood et al. 1989; McKeown et al. 1991;
Mutchler et al. 1997; Geiger and Raghunandan 2002; Geiger et al. 2005), and that
between 80 and 90 percent of companies that received a going concern modification did
not subsequently fail (Altman 1982; Mutchler and Williams 1990; Citron and Taffler
1992; Geiger et al. 1998). The reporting standards, however, do not charge auditors with
predicting the future and thus, strictly speaking, these are not misclassifications. Equally
the issuance of a clean audit opinion does not necessarily guarantee that a firm will
continue as a going concern, and a going concern modification is not a certification of

certain bankruptcy.

Nogler (1995) and Zhao (2009) specifically focused on those firms that were issued with a
going concern modification and the resolution of the going concern modification. Apart
from these studies, the resolution of the going concern modifications in the form of
“liquidation, dissolution, bankruptcy filing, or successful continuation” has received little
attention in the literature. This is somewhat puzzling considering the large proportion of
companies that do not fail subsequent to receiving a going concern modification. Nogler
(1995) found, after tracking 377 US firms that received a going concern modification
between 1983-1991, that about two thirds of the companies eventually file for bankruptcy,
dissolve, liquidate or merge, and about one third survive and have their going concern
modification withdrawn. For companies that had their going concern modification
withdrawn, Nogler (1995) finds that the financial condition improved significantly. He
also notes that auditors rely much more on external confirmation from banks, debt or
equity markets to make a professional judgment about whether to remove a going concern
modification once it has been given. Zhao (2009) replicates Nogler’'s (1995) study for the
US in 2003-2006 (324 going concern firms with 107 withdrawals and 217 other

resolutions) and also extend it to Australia in 2003-2006 (133 going concern firms with 81
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withdrawals and 51 other resolutions). Zhao's (2009) results suggest that the proportion
of withdrawals to other resolutions is the same as Nogler’s (1995) study, although the
composition within other resolutions has changed since that time. The results also suggest
that there are differences in composition of resolutions between the US and Australia.?

In addition, Argenti (1976) argues that there are three ‘types of bankruptcies: 1) fledging
companies that fail before they are established, 2) companies whose failure is precipitated
by a‘dlide’ into insolvency that is forewarned by signs of financial distress in the financial
statement ratios, and 3) companies that fail suddenly and without forewarning. In
addition, those non-stressed companies that subsequently become bankrupt may possibly
have experienced management fraud, and have issued misstated financial statements. If
financial statements are misstated, then the ratios will be meaningless, as will be any
results from a statistical going concern model that incorporates financial ratios as
explanatory variables. Branding auditors as ‘misclassifying’ those companies that fail
without forewarning is, at the least, awkward. In essence, auditors face two fundamentally
different situations: one in which financial distress is evident, and one in which financial
distress is not evident (McKeown et al. 1991; Hopwood et al. 1994). Still, and despite a
lack of one-to-one correspondence between going concern modifications and subsequent
bankruptcy, or even between going concern modifications and firms in financial distress,
the events are, however, clearly related (Altman and McGough 1974). Subsequently, the
indicators of bankruptcy are also indicators, to some degree, of the auditor’s decision to

include a going concern modification.??

Notwithstanding some variations, explanatory models of the auditor’s decision process
have generally been based on a combination of publicly available information such as
prior audit opinions, stock market variables, financial ratios and relevant indicators that
capture the ‘mitigating’ and ‘contrary’ information as identified by the relevant auditing
standards.”® The assessment of the degree to which publicly available information
explains going concern modifications gives insight into the auditors' decision process and

2! Zhao (2009) notes that modelling the resolution of going concern modifications in the Australian setting
proved very difficult.
#2 Discussion on differences in the regulations associated with bankruptcy in the three countries of interest
is provided in Appendix 2-B (at the end of Chapter 2).
28 Mutchler et al. (1997) points out that adverse financial ratios and indicators may be considered ‘ contrary’
information that suggest than a going concern modification is appropriate, whereas positive financial ratios
and indicators may be considered ‘mitigating’ factors that mitigate the circumstances that suggest a going
concern opinion.
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assessment procedure. This assessment has, naturally, been the focus of much research,
although any modelling of the auditors decision process is necessarily a simplification of

the issue at hand.?*

The association between going concern modifications and financial ratios was first
investigated by Altman and McGough (1974). They used a discriminant bankruptcy
prediction model, the Altman (1968) Z-score model which is based on five ratios: working
capital to total assets, retained earnings to total assets, earnings before interest and tax to
total assets, market value of equity to book value of total debt, and sales to total assets.
Using a small sample of 34 firms, they found that the model to be an effective aid to the
auditor in forming his going concern opinion because the model signalled going concern
problems for companies that actually entered bankruptcy in 82 percent of the cases.
Similarly, Mutchler (1985) investigated the relationship between going concern
modification and publicly available information by means of a discriminant prediction
model, using a matched pair sample of distressed firms. She found that the prior year's
audit report and financial ratios — cash flow to total debt, current assets to current
liabilities, net worth to total debt, total long-term debt to total assets, and net income to net
sales — had an accuracy rate of approximately 83 percent in predicting going concern
modifications. Levitan and Knoblett (1985) also used a matched sample to examine if
financial statement variables were useful in predicting going concern modifications. They
separated financial variables into four categories — adverse key financial ratios, negative
cash flow from operations, working capital deficiencies, as well as recurring operating
losses — and subsequently examined their impact using discriminant analysis. The model
correctly classified auditors’ going concern modifications approximately 90 percent of the

time.

Mutchler (1986) considered four factors as explanatory variables of the auditors decision
process with respect to issuing a going concern modification in the presence of
characteristics that make a company a potential recipient of a going concern modification.

She found that all companies that received a going concern modification exhibited at least

24 studies that examine factors that are specifically associated with going concern modifications — such as
Altman and McGough (1974), Mutchler (1984, 1985, 1986), Levitan and Knoblett (1985), Muchler et al.
(1997) — are conceptually a subset of those studies that research audit opinion modifications in general and
seek to explain those — such as Dopuch et al. (1987), Monroe and Teh (1993).
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one element of financial distress. Menon and Schwartz (1987) also investigated going
concern modifications, but used instead a logit regression model including only financial
variables on a sample consisting of bankrupt firms. They found that change in current
ratio and recurring operating losses were significant. Similarly, Peel (1989) used a logit
regression model derived from financial statement data to demonstrate that public UK
companies which were issued with going concern modifications prior to bankruptcy were
significantly more distressed than the firms that were not issued with a going concern

modification.

Dopuch et al. (1987), Bell and Tabor (1991) and Monroe and Teh (1993) used stock
market variables as well as financial statement variables to predict a number of first-time
audit opinion modifications. They argue that market variables capture information that is
not included in the financial statements. Market variables may be correlated with the
auditor’s information set or the auditor may use market indicators to infer information
incorporated in market prices. In addition, market variables, such as variability in share
price, may reflect relative litigation risk as lawsuits against auditors usually take place
after the value of the equity has fallen substantially (Dopuch et al. 1987). Dopuch et al.
(1987) used a choice based procedure and subsequently a weighted exogenous sample
maximum likelihood (WESML) probit model to correct for oversampling in the analysis.
They found that market variables such as time listed, change in beta, change in residual
standard deviation of returns as well as common stock returns (including dividends) less
equally weighted industry returns provided incremental explanatory power in predicting
audit opinions in addition to financial variables such as change in total assets to total
liabilities, change in receivables to total assets, change in inventory to total assets, the
book value of total assets and current year loss. Monroe and Teh (1993) provide similar
evidence for Australian firms. Bell and Tabor (1991), however, did not find that firm-
specific stock returns provide any incremental explanatory power in addition to financial
factors such as net income to net worth, net worth to sales, total debt to total capital,
receivables to inventory, current assets to current liabilities, cash to fund expenditures.
Besides financial ratios and stock market variables, there are also other indicators that

capture ‘mitigating’ and ‘ contrary’ factors that may be included in amodel.

Chen and Church (1992) investigated the addition of a loan default-status variable to a

model containing only financial variables. They find, for their matched sample of 127
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firms with going concern modifications and 127 firms without, that the explanatory power
increases from 38% to 93% when a default status variable is included. Mutchler et al.
(1997) find some evidence that ‘contrary’ and ‘mitigating’ events, such as securities
offerings, corporate restructuring, CFO/CEQ resignations, and new business prospects
influence audit opinion decisions with regard to going concern modifications on 208 firms
that subsequently went bankrupt. Behn et al. (2001) find that auditors going concern
reporting decisions are strongly linked to publicly available information related to
management plans by using a matched sample design with 148 distressed firms that
receive going concern modifications and 148 distressed firms that did not. Both Mutchler
et al. (1997) and Behn et al. (2001) support the findings of Chen and Church (1992).

The evidence generated from research described above suggests that publicly available
information is a useful predictor of auditors decisions to issue going concern
modifications. Although the research is mainly based on US data, the results from studies
such as Monroe and Teh (1993) using Australian data and from Peel (1987) using UK
data suggest publicly available information has explanatory power in relation to the

auditors’ decision to issue going concern modifications in other non-US domiciles.

A number of researchers note that the statistical models of bankruptcy and auditors
decision to issue a going concern modification are useful ex ante and ex post in a number
of ways: the models may serve as a decision aid for auditors when predicting what
opinion other auditors would issue in similar circumstances, when evaluating potential
clients, in determining the scope of an audit for existing clients, in peer reviews, to control
quality within firms and as evidence in lawsuits (Dopuch et al. 1987; Monroe and Teh
1993). Further, researchers can, and have used, these models to assess the extent to which
a going concern modification could be expected based on publicly available data (See
Appendix 3-A for a more detailed discussion of research designs and the specification of
going concern models). The suitability of using going concern modifications to measure
audit reporting behaviour ex post can be considered through the notion of audit reporting

behaviour as an unobserved or a latent variable.”® The going concern modifications can

% Accounting researchers, however, have generally refrained from explicitly invoking a latent variable to

motivate the use of binary logit and probit models in researching going concern modifications, although

some assert that propensity to issue going concern modifications is an alternative proxy to audit quality and

auditor independence (e.g. DeFond et al. 2002; Carey and Simnett 2006). Nevertheless, the motivation for
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only be observed in two states: an auditor has issued a going concern modification, or the
auditor has not. Yet, the observed going concern modifications are not issued under
identical circumstances. While audit reporting behaviour cannot be directly observed, at
some point a change in audit reporting behaviour will result in a change in what is
observed: namely, going concern modifications. For example, as the relative magnitude of
an indicator of financial distress increases, it is reasonable that an auditor’s propensity to
issue a going concern modification also increases. At some point, that propensity would
cross a ‘threshold’ that would result in the auditor issuing a going concern modification. A
number of researchers have turned their attention to investigate whether such a*threshold’
differs with respect to other factors not directly associated with client distress. Some of

these investigate the association between litigation and going concern modifications.

3.4 Litigation Risk

Prior studies suggest that audit quality and reporting is linked to litigation damages and
that in the absence of litigation risk, the auditor would have little incentive to put in the
necessary effort or to report truthfully absent reputation concerns (Melumad and Thoman
1990; Dye 1993; Khurana and Raman 2004). Litigation risk is related to client accruals
and client-specific factors, such as total assets (Carcello and Palmrose 1994; Lys and
Watts 1994), as well as financial distress and bankruptcy (Stice 1991). This is not
unexpected, as Palmrose (1987) and Pierre and Anderson (1984) observe a relationship
between company bankruptcies and lawsuits against auditors. Tucker et al. (2003) suggest
that if auditors face larger penalties for Type Il errors, this will make their reporting
behaviour with respect to going concern modifications more conservative: conservative in

the sense of a ceteris paribus higher propensity to issue a going concern modification.

Geiger and Raghunandan (2001) and Geiger et al. (2006) examine litigation risk and
auditors' likelihood of issuing a going concern modification by using the US Private
Securities Litigation Reform Act of 1995, where the period prior to the act signifies higher
litigation risk and vice versa. Geiger and Raghunandan (2001) provide evidence that
auditors were less likely to modify an audit report for going concern issues subsequent to

the Private Securities Litigation Reform Act of 1995. They argue that the reduction in

using a binary logit and probit model in researching going concern modifications can also be derived
without appealing to an underlying latent variable (Long 1997).
52



expected litigation costs to auditors accounted for this shift in reporting decisions. Geiger
et al. (2006) analyse 694 financially stressed US firms that entered into bankruptcy during
the period 1991 to 2001. They find that the likelihood of a going concern modified
opinion decreased significantly after the Private Securities Litigation Reform Act, and the
change was particularly pronounced for the Big 6 audit firms. Consequently, litigation
reform had a significant effect on auditor decision-making, but more so for Big 6 firms

than for non-Big 6 firms.

Global events — such as a wave of corporate scandals across the world (e.g. Enron and
WorldCom in the US, as well as One.Tel and HIH Insurance in Australia), the subsequent
demise of Arthur Andersen; regulatory changes (e.g. SOX in the United States, CLERP 9
in Australia and the Companies Act 2004 in the United Kingdom); and, in late 2007 the
sub-prime crisis — have transformed the global legal environment that auditors operate in
and show that the matter of litigation is not unique to the United States. Further, these
factors have potentially heightened auditors’ perceptions of litigation risk arising from a
failure to issue a going concern modification to companies that subsequently go bankrupt.
Geiger et al. (2005) produce findings of increased auditor propensity in issuing going
concern modifications in the United States following the enactment of SOX (2002).
Based upon an analysis of 226 financially distressed companies that subsequently entered
bankruptcy from 2000 to 2003, this study finds that US auditors are more likely to have
issued a going concern opinion to an impending bankrupt firm after the end of 2001 than
prior to that date. Myers et al. (2008) extend this research to a broader sample of
financially distressed clients. Myers et al. (2008) find that auditors seem to have become
more conservative in their going concern modification judgments post-2001. Specifically,
they find that the likelihood that auditors commit a Type | misclassification has increased
while the likelihood of Type Il misclassifications has decreased post-2001. However, they
find that auditor reporting decisions did not change uniformly. The increase in Type |
misclassification is solely attributable to small non-Big N auditors. Big N auditors issue
less Type | misclassifications both prior to and after 2001. Consequently, this suggests
that non-Big N auditors became overly conservative while Big N auditors improved their
precision with respect to going concern modifications. Fargher and Jiang (2009), using
Australian data, find that for an audit client with the same potential to receive a going
concern opinion, auditors were more likely to issue a going concern opinion in 2003 than

in 1999. The going concern modification rate increased between 1999 and 2003 by
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49.1%. This increase in going concern modifications in 2003 resulted in a return to 1999
levels of Type Il audit misclassification, but at the cost of an increase in Type |
misclassification, with many modifications issued to companies that did not go bankrupt.
Xu et al. (2011) argue that in an environment where clients are experiencing financial
distress, auditors may assess an increase in audit risk due to greater regulatory scrutiny in
an attempt to increase perceived market transparency, reputational effect through greater
risk of audit failure and greater litigation risk. Using Australian data, they find that during
the GFC period (2007-2009) auditors increase their propensity to issue going concern
opinions and charge higher fees relative to the pre-GFC period (2005-2006). They also
find that the increase in the propensity of going concern opinion issuance in response to

the GFC is more pronounced for Big N auditors than non-Big N auditors.

To the extent that these studies capture the relationship between litigation risk and audit
reporting behaviour, an association between country litigation risk and audit reporting
behaviour in an international setting should also be expected. In particular, countries with
higher litigation risk should have ceteris paribus, a higher rate of going concern modified
audit opinions. In a cross-national study, Khurana and Raman (2004) examine a sample of
19,517 firms from four Anglo Saxon countries — US, UK, Australia, and Canada - and
whether the association between size of auditors and perceived audit quality
(operationalised as ex ante cost of capital) is modified by national litigation risk. They
find that it is litigation risk, rather than reputation concerns that drives perceived audit
quality. Lam and Mensah (2006) investigate audit opinions of 148 firms in Hong Kong —
which may be described as a low litigation environment — related to going concern
uncertainties. Similar to US studies, they find evidence that Hong Kong auditors also tend
to issue disclaimers under conditions characterised by greater financial distress, and
modified opinions with explanatory paragraphs when the financial conditions are less
severe. They suggest that litigation risk, even if important in high litigation risk
environments, may not be any more important than the professionalism and reputation of
the auditor. LaSalle (2006), however, advocates that it is premature to discount the
importance of litigation risk. He suggests that consistent empirical regularities across
countries with different litigation risk may, in part, be driven by a highly concentrated
market for auditing services dominated by a few firms, where collaboration among
affiliates of networks would not be surprising. In today’s environment, networks of audit

firm affiliates are arguably more prevalent and integrated than ever, even if for legal
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reasons the network agreements typically affirm the legal independence of each member

firm (Lenz and James 2007; Advisory Committee on the Auditing Profession 2008).

3.5 Big N and Global Audit Firm Networks

Larger audit firms have less incentive to behave opportunistically, and investors perceive
them as providing higher audit quality than small audit firms (DeAngelo 1981). The
larger audit firms' product differentiation is reflected in the credibility associated with the
audit firms' brand name (Dopuch and Simunic 1980). Larger audit firms, however, have
been associated with a higher materiality threshold compared to smaller audit firms, and
thus should be less likely to issue a going concern modification (Messier 1983: Ryo and
Roh 2007). Muchler (1997) included a control variable for Big 6 auditors versus non-Big
6 auditors, but found no significant differences between the auditor type and their
propensity to issue a going concern modification. Based on the argument that lower
reporting error rates from going concern modifications are a good indicator of high audit
quality, Geiger and Rama (2006) investigated both Type | and Type Il of errors Big 4 and
non-Big 4. They found that both error rates are lower for Big 4 auditors. Similarly, Ryo
and Roh (2007) investigated auditors materiality judgments concerning the issuance of
going concern modifications and found that the materiality thresholds differ between Big
6/5 and non-Big 6/5 auditors — specifically, non-Big 6/5 are more likely to issue going

concern modifications.

The initial creation of networks of audit firm affiliates occurred in the early twentieth
century and was a response to a number of factors: the emergence of multinational
companies, different accounting and auditing standards and cultural environments, but
among them, also differing legal regulations, (Lenz and James 2007). It is only in recent
times, however, that global expansion of audit and accounting services and integration of
these networks have occurred on a large scale. Events of the 1980s and 1990s such as
national deregulation, privatisation, integration of regional economies, liberalisation of
world trade as well as decrease in cost and increase in availability of technology and
telecommunications have been among the primary drivers for this trend. The leading
international audit networks have in previous research been operationalised to consist of
the current six largest audit firms: that is, the current Big 4 firms as well as BDO and
Grant Thornton (Carson 2009). Although prior research has customarily focused on Big N
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audit firm networks, there are compelling arguments to include BDO and Grant Thornton.
First, these are the largest global audit firm networks outside the Big N and have a large
international network of offices. Second, BDO and Grant Thornton were founder
members of the Forum of Firms of IFAC, and hence required to comply with the same
international quality control and monitoring requirements as the Big N audit firm
networks. Third, the audit profession itself — through the Global Public Policy Symposium
— has defined the leading international audit networks to consist of the current six largest
audit firms (DiPiazza et al. 2006).

The international audit firm network may be defined as “[...] a contractual cooperation
between legally and economically autonomous national audit firms, which are organised
based on partnership principles under strategic leadership of one or more member firms
for the joint fulfilment of international client needs’ (Lenz and James 2007, p. 376). Thus,
each autonomous audit firm accepts contracts independently and collects its own revenue
which allows the network, as a whole, to diversify the risk associated with penalty
payments and litigation. Yet each autonomous audit firm’s activities are, to various
degrees, coordinated. Given the coordinated nature of these firms, the networks are in
effect a mechanism by which the audit firm affiliates manage the efficient dispersal of
existing knowledge and enable new knowledge to be captured within the firm (Carson
2009). In addition, in order to reduce moral hazard, the affiliates of international audit
firm networks are subject to quality assurance and internal quality reviews and share
common methodology and practice rules, because if network members do not adhere to
the agreed quality standards, the reputation of the whole network is at stake (Lenz and
James 2007; Thomadakis 2008). Although risk of moral hazard is possibly greater where
litigation risk is lower, reputation concerns may still provide a significant deterrent
(Raman and Wilson 1994). For the large international networks, the brand name and the
reputation the particular network carries is an important professional asset in retaining
current audit clients and in attracting new clients, as well as retaining and recruiting
employees. From an international perspective, reputation is an important asset that may
provide entrance into new geographical markets as well as into new markets for other
assurance services (Elliot 1998). Membership of the Forum of Firms also requires
consistent quality control over audit practices within the network irrespective of national
borders (IFAC 2011b). Thus, reputation concerns of the international audit firm networks

may possibly mitigate the effects of the cross national variance in litigation risk.
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In addition, significant economies of scale are to be gained by international audit firm
networks by the efficiencies resulting from common audit processes on transnational audit
appointments and staff transfers between network affiliates (Lenz and James 2007;
Advisory Committee on the Auditing Profession 2008; Thomadakis 2008). Furthermore,
conditions that facilitate consistency between international audit firm networks have
emerged as the members of the Forum of Firms are also committed to the use of
International Standards on Auditing (ISAs), and the IFAC Code of Ethics for Professional
Accountants for transnational audits in addition to the use of the IAASB’s International
Standard on Quality Control. Many of the world’s major capital markets have come to
accept and expect the use of ISAs for foreign companies. By contrast, smaller
domestically located audit firms do not enjoy the inputs from an international audit firm
network, nor do they engage in audits of large multinational corporations and are not
under the quality control requirements imposed by the Forum of Firms.?® Thus, as a
consequence of the highly concentrated market for auditing services, similarities in
auditor reporting behaviour across countries may be caused by similarities within the
international audit firm networks, despite potential differences between national audit
environments (LaSalle 2006). Empirical evidence shows that audit firms that are affiliates
of international networks have global similarities with regard to industry specialisation
(Carson 2009). Yet little is known about the role of international audit firm networks and

audit reporting behaviour in an international context.

3.6 Summary

Although the primary outcome of an audit is the audit opinion, to date, no empirical
research has examined the audit reporting behaviour in terms of going concern
modifications in an international context. Within a national context, there is a large body
of research that have investigated audit reports and going concern modifications. But
considering how few of the firms that receive a going concern modification actually enter

bankruptcy in the following year, very little research is conducted on the withdrawal of

% The Forum of Firms requires its members to maintain appropriate quality control standards in accordance
with International Standards on Quality Control (ISQC), issued by the International Auditing and Assurance
Standards Board, in addition to relevant national quality control standards and conduct, to the extent not
prohibited by national regulation (IFAC 2011b).The ISQC deals with an audit firm's responsibilities for its
system of quality control for audits and reviews of financial statements, and other assurance and related
services engagements. As of 15 December 2009, all audit firms must establish a system of quality control in
compliance with this ISQC.
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the going concern modification. Considering the costs involved in issuing an incorrect
audit opinion based on the appropriateness of going concern assumption raises some
interesting issues. Do auditors assess doubt about the going concern assumption
consistently, and is the threshold for issuing versus the threshold for withdrawing a going
concern modification the same or are they different? Are there differences between small
and large auditors in this regard? Does the magnitude in differences in thresholds for
issuing and withdrawing going concern modification, if any, depend on whether the client
changed audiors? Empirical evidence indicates that publicly available information is a
useful predictor of auditors decisions to issue going concern modifications across a
number of countries. Yet, auditors are not always accurate in their reporting choices with
regard to going concern modifications. There is also evidence that audit reporting
behaviour is associated with auditor litigation exposure. This may possibly extend to
differential litigation risk across countries. Finally, and irrespective of litigation risk, a
case can be made that the international audit firm networks are potentially a driver of
international consistency in application of audit standards. While the prior research is
informative in a national setting, there are some fundamental and important things that are
not currently known about audit reporting behaviour in an international setting.
Specifically, are there country differences in audit reporting behaviour with respect to
going concern modifications? If so, are these smaller for international audit firm networks,
or have audit reporting differences decreased over time in light of the current push for
international harmonisation? In a world where globalisation erodes national barriers to
both business and audit practices, inconsistencies in audit reporting behaviour may induce
an expectation gap where the financial statement users believe audit reporting behaviour

to be consistent, when in reality it is not.
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Appendix 3A:

Going Concern Models and Research Design

3A.1 Introduction

Prior studies have investigated factors associated with going concern modifications. The
primary findings of these studies are dealt with in the literature review above. This
appendix, however, provide a brief outline of the studies sampling techniques,
methodologies and the specific quantifiable and non-quantifiable variables included in the

going concern models.

3A.2 Going Concern as a Proxy for Audit Quality

There are two main approaches to investigate audit quality within a going concern context
(Francis 2011). The first is a binary approach where audit quality is based on the
relationship between a going concern audit report and client business failure in order to
measure the auditor’s accuracy: did or did not auditors of companies that went bankrupt
issue a going concern modification (e.g. Mutchler, 1984; Hopwood et al. 1989; McKeown
et al. 1991; Mutchler et al. 1997; Geiger and Raghunandan 2001; Geiger et al. 2005) and
did or did not companies where the auditor issued a going concern modification go
bankrupt (e.g. Altman, 1982; Mutchler and Williams 1990; Citron and Taffler 1992;
Geiger et al. 1998). The other approach uses the going concern report as a continuum
measure, where the probability of issuing a going concern modification, conditional on the
client's financial situation, is of interest. This is commonly used as a measure of
independence (e.g. Reynolds and Francis 2000; DeFond et al. 2002; Carey and Simnett
2006; Ye et al. 2011), where the premise is that a less independent auditor is less likely to

issue a negative report, all things being equal, in order to avoid losing clients.

Although both these approaches are informative, they are not perfect. In judging audit

accuracy with regard to auditors’ assessment of the going concern assumptions, it is
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important keep in mind the actual criteria in the auditing standards. First, in judging
auditors accuracy based on the relation between the audit report and whether the client
went bankrupt or not, one must also recall that auditors, as per the auditing standards, are
not charged with predicting the future. Both the international auditing standard and the
corresponding US standard are explicit on this issue.?” Therefore, and besides the
imprecision in the auditing standards, auditors assessment of doubt about the
appropriateness of the going concern assumption involves assessing the probability of
future bankruptcy based on present information, not the prediction of actual
bankruptcies.”® It should therefore be clear that when auditors are judged against a
criterion of predicting actual bankruptcies there will always be a certain number of
misclassifications — even if the auditors were correct in assessing the probability of

bankruptcy.

The approach that uses the probability of issuing a going concern modification,
conditional on the client’s financial situation, as a measure of independence is also not
without its problems. First, this assumes that auditors interpret the substantial/significant
doubt criteria to be the same, and that the auditor is both accurate and consistent with
respect to assessing the probability of future bankruptcies. Given the imprecision in how
to apply the broad principles of the auditing standards, this might be an unrealistic
assumption. Second, there is an allusion that a ceteris paribus lower threshold for issuing
a going concern modification is “better” in that this indicates more independence and thus
better audit quality. But an incorrect audit opinion is costly either way. For a potential
investor it is perhaps more costly if s/he is not informed of the probability of impending
bankruptcy, but by contrast, for someone intending to short sell the company’s stocksiit is
perhaps more costly if s/he is not actually informed that the firm is likely to stay a going

2" “The auditor cannot predict such future events or conditions. Accordingly, the absence of any reference to
going concern uncertainty in an auditor’s report cannot be viewed as a guarantee as to the entity’s ability to
continue as a going concern” (1SA 570, s.7). “The auditor is not responsible for predicting future conditions
or events. The fact that the entity may cease to exist as a going concern subsequent to receiving a report
from the auditor that does not refer to substantial doubt, even within one year following the date of the
financial statements, does not, in itself, indicate inadequate performance by the auditor.” (SAS 59, s.4).

%8 The importance of this distinction is perhaps best illustrated by way of example: if “substantial/significant
doubt” about the going concern assumption at the reporting date refers to, say, athreshold of 70% chance of
future bankruptcy, then a firm with an 80% chance of future bankruptcy which are issued with a going
concern modified opinion, still has a 20% chance of not becoming bankrupt. Similarly, for a firm with a
60% chance of future bankruptcy which is issued a clean audit opinion, still has a 60% chance of becoming
bankrupt.
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concern in the near future. Furthermore, for a company with a going concern
modification, it is more difficult to obtain financing, which is necessarily a cost that is
borne by the current owners (Elliott and Jacobson 1987a; Louwers et al. 1999). Clearly, if
the auditor has a very low threshold for issuing a going concern modification, this cost is
sometimes unnecessary. If the argument is taken to the extreme, if an auditor has an
extremely low (high) threshold that would result in the auditor always (never) issuing a
going concern modification, it would certainly not mean that it is better quality because

such an audit report would impart no real information to stakeholders.

Nevertheless, investigating differences in thresholds for issuing going concern
modifications, provides information as to how consistent auditors are in assessing the
going concern assumption, whether that is due to independence issues or others, such as
the ability to assess the probability of future bankruptcy, or even due to different
interpretations of the substantial/significant doubt criteria.?®

3A.3 Overview of Selected Studies and Methodology

Table 3A-1 provides an overview of selected studies that use going concern models to
investigate auditors’ going concern judgements. Of the company observations included in
studies on the auditor’s assessment of the going concern assumption, a distinction is
usually made between those companies that receive a going concern modification and
those that did not receive a going concern modification. But other distinctions, such as
those between healthy firms and those firms that show distress, as well as the distinction
between firms that subsequently went bankrupt or did not go bankrupt after receiving
either a going concern modification or a clean audit opinion are important in
understanding the sampling techniques and the research design of the studies (Martens et
al. 2008). Note also that Dopuch et al. (1987), Monroe and Teh (1993), and Krishnan and

% In terms of auditors ability to assess the probability of future bankruptcy, one may view the underlying
variable — doubt about the going concern assumptions — as a continuous variable that ranges from high
doubt (100% chance of bankruptcy) to low doubt (0% chance of bankruptcy). For instance, a company may
objectively have a 70% chance of bankruptcy but if ten different auditors have different probability
estimates, then these auditors are neither consistent nor accurate. If all auditors consider the probability of
bankruptcy to be 50%, then they are consistent but not accurate. If all the auditors consider the doubt to be
70%, then their conclusions are both consistent and accurate. In terms of interpretation of
substantial/significant doubt criteria, if two auditors both have considered a given firm's probability of
going bankrupt to be 40%, but one of the auditors has a threshold of 30% chance of going bankrupt, but the
other before issuing a going concern modification has a threshold of 50%, the two auditors will issue
different audit reports. In this respect, consistency does impart some information about the accuracy of
auditors assessment of the going concern assumption.
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Krishnan (1996) make a distinction between companies that received a clean audit opinion

and a qualified opinion (of which going concern modifications are only a sub-sample).

In conjunction with the analytical methods in empirical studies concerned with going
concern modifications, the research design plays an integral part of the analysis in order to
draw inferences in a ceteris paribus manner. Some studies utilize a matched sample where
the number of observations with a going concern modification equals the number of
observations without a going concern modification (e.g. Mutchler 1985, Chen and Church
1992; Behn et al. 2001; Geiger and Rama 2003). The observations with no going concern
modification are usually taken from a set of firms that show financial distress and are
matched on industry, year and size as closely as possible. Such choice-based sampling
(i.e. endogenous sample stratification) reduces data collection costs, and because the
going concern modification rate is relatively low in the overall population of firms a
random sample would produce relatively imprecise parameter estimates. It is, however,
important that the necessary adjustments are made to the analysis to accommodate the
over-sampling of one type of audit opinion (Hopwood et al. 1994; Cram et al. 2009).Other
techniques to achieve a suitable sized ‘control group’ involves selecting non-going
concern modification observations randomly from all available firms, but usually with

regard to same audit opinion year (e.g. Dopuch et al. 1987).

Although the importance of distinguishing between financially distressed firms and
healthy firms was noted early (for example, Mutchler 1985; Menon and Schwartz 1987),
it was not until Hopwood et a.’s (1994) research that demonstrated empirically that
auditor’s decision problem with respect to going concern modifications is inherently
different for financially distressed and financially healthy firms, that most subsequent
research has focused and limited samples to distressed firms.*® Most of the studies identify
financially distressed firms on the basis of one or more characteristics (e.g. current year
loss and/or current year negative cash flow from operations), however, some studies
employ a two stage model (e.g. Krishnan and Krishnan 1996; Fargher and Jiang 2009; Xu
et al. 2011): the probability that the audit client should received a going concern

modification, and given this, the probability that the auditor will issue a going concern

% However, if the purpose of the research is to investigate qualifications in general that may affect the
auditor's report (e.g. Dopuch et al. 1987; Bell and Tabor 1996; Monroe and Teh 1993), there may not be a
need to take into account the relative level of financial distress.
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modification. To the extent that both methods identify potential recipients of going
concern modifications, the inferences should be invariant under both methods, as the
sample stratification is exogenous. By limiting the sample of interest to all available
financially distressed firms, the going concern modification rate in comparison to the
overall population is effectively increased (e.g. Raghunandand and Rama 1995; Muchler
et al. 1997; DeFond et al. 2002; Geiger and Rama 2003; Carey and Simnett 2006). Some
studies, by contrast, focus on bankrupt firms only, with the aim to describe why certain
bankrupt companies were issued with going concern modifications and some were not
(Menon and Schwartz 1987; Carcello et al. 1995; Raghunandan and Rama 1995; Mutchler
et al. 1997; Geiger and Raghunandan 2001; Geiger et al. 2005). Obviously, the
appropriate type of sampling technique is logically linked to the research question(s) of
the study, but the key point is that interpretation of the analytical results is not invariant to

sample selection criteria.

Multiple discriminant analysis (MDA) was the first analytical technique used to
investigate auditors going concern judgments (e.g. Altman and McGough 1974; Mutchler
1985; Levitan and Knoblett 1985). MDA was an earlier alternative to binary logit and
probit regressions. But MDA has subsequently been replaced as logit and probit models
usually involve fewer violations of the underlying data assumptions (independent
variables do not need to be normally distributed, linearly related, or have equal within-
group variances), are robust, and handle categorical as well as continuous variables. Both
probit and logit regression models have been used in the literature, but logit appears to be

the conventional choice.®

At the core of the going concern models are the quantifiable and non-quantifiable
variables that capture the firms financial characteristics. Although there are some
variations as to how these are operationalised, variables in the form of ratios and indicator
variables that capture concepts such as the firms activity, performance, liquidity,
leverage, solvency and size, are present, to varying degrees, in all models. In addition, a
number of the studies, following Dopuch et al. (1987), incorporate market variables into
the models (e.g. Mutchler and Williams 1990; Bell and Tabor 1991; Monroe and Teh

%1 Both the probit and the logit are similar, except for assumptions about the variance of the error term.
Thus, and although the scaling of the coefficients are different (Biogii = 1.6Perobit), the sign of the
coefficients, the significance of the coefficients and the probabilities are nearly identical (Long 1997).
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1993; DeFond et al. 2002; Carey and Simnett 2006; Fargher and Jiang 2009; Xu et al.
2011). Similarly, following Chen and Church (1992), a number of studies incorporate a
debt default status indicator variable (e.g. Carcello et al. 1995; Mutchler et al. 1997;
Carcello et al. 2000; Carcello and Neal 2000; Geiger and Raghunandan 2001; Behn et al.
2002; Geiger et al. 2005). Other variables, such as listing age, Big N audit firm, report lag,
and industry indicators to name a few have also become more prevalent in the models as
the field has developed. The selective inclusion of such variables, however, appears to be
influenced and dictated by the focus and the research questions of a given paper. The fact
that auditors are privy to information not in the public domain and thus have a richer
information set upon to make their judgment about an entity’s ability to continue as a
going concern, makes any modelling of auditors' going concern judgment necessarily a
simplified one. Despite this and while the models only incorporate publicly available
information, the models have proven to have reasonable explanatory power and have
provided valuable insight into auditor’ s going concern judgment issues.

3A.4 Sample Size

A cautionary note should also be made on the sample size used in going concern models
that employ logit and probit regressions. The sample sizes have ranged from quite small
(Menon and Schwartz 1987 with 89 observations) to relatively large (Reynolds and
Francis (2000) with over 2,000 observations); most studies have used samples sizes that
are between 100 and 500 observations. While maximum likelihood (ML) estimators are
not necessarily bad estimators in small samples, the small sample behaviour of ML
estimators for the logit and probit model is for the most part unknown (Long 1997).%? It is
also unknown as to what constitutes a sample size large enough, but one should be
cautious in assuming that ML estimation works well with any sample size, and thus
results obtained from relatively small samples must be viewed with a healthy level of
skepticism.*® Similarly, care must be taken when interpreting interaction effects in the
form of a product term in a non-linear logit or probit model. A number of studies have
incorporated product terms into the logit regression to investigate interaction effects —

%2 The ML estimation properties of consistency, normality, and efficiency are asymptotic and prove to hold
as sample size approaches infinity.

% The adequate sample size further depends on the characteristics of the model and data (Long 1997): the
more parameters in the model, the more the observations are needed; high levels of collinearity between
independent variables require more observations; little variation in the dependent variable (for example,
very few observations with going concern modifications) also requires a larger number of observations.
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whether the effect of one independent variable on auditors’ propensity to issue going
concern modifications depends on the magnitude of another independent variable (e.g.
Carcello et al. 2000, Carcello and Neal 2000). Although interpreting product terms in
linear models is straightforward, the intuition from linear models do unfortunately not
extend to non-linear models such as the logit and probit models (an in-depth discussion on
methodological issues, and in particular on the methodological choices made herein, are
contained in Appendix C at the end of the thesis). Nevertheless, logit and probit models
developed in the literature are powerful tools to facilitate an understanding of audit

reporting behaviour with respect to going concern modifications.
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CHAPTER 4

International Consistency in
Audit Reporting Behaviour:
Evidence from Going Concern Modifications

ABSTRACT: Regulators have taken action to harmonise accounting and auditing
standards. These actions have been based on the premise that uniform standards will result
in uniform application of these standards across national boundaries and firms, and, unless
there is any evidence to the contrary, this would be the expectation of both regulators and
financial statement users. The study uses a sample of 19,157 financially distressed firms
from the United States, the United Kingdom and Australia for the years 2001 to 2006. By
evaluating the auditors’ reporting behaviour with respect to going concern modifications,
the results indicate that there is a lack of consistency in audit reporting behaviour across
countries. This lack of consistency is found to be moderated by international audit firm
networks, demonstrating an advantage of these networks beyond the individual firm. The
study also shows that the country differences in audit reporting behaviour have reduced
over time. The implications of these findings for financial statement users, audit firms and

regulators are considered.

NOTICE: This chapter is based on a current UNSW working paper co-authored with Elizabeth
Carson and Roger Simnett.

Acknowledgements: The financial support of the Australian Research Council is acknowledged. The paper
has benefited from comments made by participants at the 2008 ANCAAR symposium at the Australian
National University, International Symposium on Auditing Research 2010, American Accounting
Association Auditing Mid-Year Meeting 2010, AFAANZ 2009, as well as workshops at the University of
Central Florida and University of Maastricht in 2010.
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4.1. Introduction

A sound financial reporting system contributes to economic development and is supported
by strong governance, high quality standards, and strong regulatory frameworks. High
quality auditing and ethics underpin the trust that investors place in financial and non-
financial information and play an integral role in contributing to economic growth and
financial stability at both domestic and international levels (Wong 2004). The forces of
globalisation have prompted more countries to open their doors to foreign investments and
as the businesses themselves expand across borders®, maintaining a narrow national view
of financial reporting and auditing is considered no longer sustainable (Ball 2005; Nobes
and Parker 2006; Camfferman and Zeff 2007). Academics, practitioners, regulatory
bodies, politicians, investors as well as public and private sector, domestic and
international firms are increasingly advocating the benefits of having a widely accepted
and commonly understood global financial reporting framework® supported by strong
globally accepted auditing standards. In this context, the International Federation of
Accountants (IFAC) and the International Auditing and Assurance Standards Board
(IAASB) have played an important role in the promotion of a high quality global audit
profession through the development of International Standards on Auditing (ISAs). Over a
hundred countries now either claim to be using ISAs, or are in the process of
implementing them into their national auditing standards (IFAC 2011a). Yet, there are still
potential impediments to the adoption and implementation of globally consistent auditing
standards (Hegarty et al. 2004).%

While auditing standards are harmonised in over 100 countries (that is, de jure
harmonisation), there are issues to be considered regarding harmonisation of audit
practices of audit firms within a given auditing framework (namely, de facto

% As evidenced by an increase in number of foreign listings on the world's largest stock exchanges as well
as an increasing number of companies observed to provide their annual report in more than one language
(Megginson and Sutter 2005; Nobes and Parker 2006).

* The argued benefits of a global financial reporting framework include: greater comparability of financial
information for investors; greater willingness on the part of investors to invest across borders; more
efficient allocation of resources; lower cost of capital; easier to fulfil foreign listing requirement; easier
consolidation and auditing of multinational companies; and, higher economic growth (Wong 2004; Nobes
and Parker 2006).

*® The World Bank’s “Reports on the Observance of Standards and Codes” (ROSC) program highlights
issues which include inconsistencies between international standards and the domestic legal framework, the
lack of appropriate linkages between general purpose financial reporting and regulatory reporting,
inappropriate scope of the use of international standards, and the non-observability of preparer or auditor
compliance with standards (Hegarty et al. 2004).
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harmonisation). But despite numerous studies on audit reporting behaviour, audit quality
and on harmonisation of accounting practices (see Francis 2004; Baker and Barbu 2007),
no identified empirical research has been conducted which examines whether international

auditing standards are consistently or inconsistently applied and/or interpreted. ¥’

From the point of comparative financial reporting, international accounting standards lose
much of their deemed benefit without consistent application of international auditing
standards. In turn, international auditing standards are ineffective if there is not uniform
and consistent application of those international audit standards between countries, audit
firms and auditors. Without some empirical indication or measurement of the degree to
which audit behaviour has become uniform given the same requirements in auditing
standards, it becomes inherently difficult for policy makers to objectively evaluate the
success, or otherwise, of their desire to achieve consistency, and to identify where their
efforts should be concentrated in the future (Pierce and Weetman 2000). From the
perspective of a user of financial statements, harmonisation of auditing practice will be
achieved when clients with similar circumstances are issued with the same audit report
regardiess of the period, or the auditor’s firm or country of domicile. The expectation
from international policies of harmonisation is that users of audited financial statements
can expect consistent reporting behaviour under 1ISAs. However, it is currently not known
whether consistent auditing standards (de jure harmonisation) will also result in consistent
audit reporting behaviour (de facto harmonisation). If it does not, this will induce an
expectation gap in that the financial statement users believe audit reporting behaviour to
be consistent, when in reality it is not. Clearly, this will have the potential to undermine

the benefits of international harmonisation of auditing.

It is possible that systematic differences in audit reporting behaviour may differ due to
various reporting incentives occurring at the firm or country level. For example, factors

related to audit quality have been shown to vary between countries with different level of

%7 Although the literature in relation to financial reporting standards refer to “comparability” as consistency
of the reporting as applied to between firms, and “consistency” to denote consistency in reporting over time,
for purposes of brevity the word “consistency” is used throughout this thesis in relation to both concepts.
Both consistency and comparability denote the same thing in the sense that the rationale for comparability
is the same as the rationale for consistency. Furthermore, as the focus of this thesis is how inconsistent
interpretation and application of the auditing standards may affect the consistency in audit outcomes,
consistency is the key concept used in the thesis, but it is acknowledged that comparability of the audit
outcome is clearly related to this issue.
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litigation risk, as it has been argued that absent reputational concerns, litigation risk
provides incentives for both audit effort and truthful reporting (Melumad and Thoman
1990; Dye 1993; Schwartz 1997). In this sense, systematic differences between countries
may be a severe impediment to de facto harmonisation of auditing. On the other hand, the
effects of country differences on audit reporting behaviour may be moderated by
international audit firm networks. The major international audit firms have played a role
in promoting the concept of consistent audit reporting behaviour around the world
(Thomadakis 2008). Further, potential benefits arise from consistent audit reporting to
international audit firm networks. First, it reduces moral hazard (Lenz and James 2007) by
subjecting affiliates of the international audit firm networks to quality assurance that
promotes consistent reporting behaviour and protecting the reputation of the network.
Second, economies of scale can be gained by the efficiencies that consistency in the
application of auditing standards brings when engaged in transnational audit appointments

and transfers of staff between network members occur.

Using a sample of 19,157 observations over the period 2001 to 2006 from the United
States, the United Kingdom and Australia, this study investigates the consistency of audit
reporting behaviour across countries, between audit firms and over time. These countries
have been chosen because they have very similar culture and legal systems, and therefore
represent a worst-case scenario for examining consistency in the application of ISAs in
that inconsistencies will not be because of these factors, but despite these factors. The
study defines consistency as the uniformity of the auditor’s decision to modify an audit
report for reasons of going concern. The study shows that there are significant differences
in auditor reporting behaviour between countries, but that these are not so prominent for
auditors that are members of international networks, and that country differences have
diminished over the time period examined. The findings are of importance to regulators,
financial statement users and audit firms alike. The systematic lack of consistency in audit
reporting behaviour across national boundaries is vital information for regulators,
financial users, and the audit firms to act upon. Financial statement users, particularly in a
global economy, have a fundamental interest in the extent of national differences of audit
reporting behaviour. The results document recent advances in the harmonisation of audit

reporting behaviour but that there are still future challenges in ensuring international
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consistency in audit reporting behaviour, especially for audit firms that are not members

of international audit networks.

The remainder of the paper is organised as follows. In Section 4.2, testable hypotheses are
derived; in Section 4.3, the design and methodology are described; in Section 4.4, the
results of the study are detailed; Section 4.5 details a series of robustness and sensitivity

analysis; and in Section 4.6, the conclusions from the study are presented.

4.2. Hypotheses Development

This study investigates consistency of audit reporting behaviour across the United States,
United Kingdom and Australia. These countries have been selected because they are
highly consistent in language, culture and legal systems. These three countries are all
English speaking and issue their respective auditing standards in English, all have a
common law legal system, and all three have developed economies with well established
capital markets and an entrenched auditing profession that plays a similar economic role.
These countries, for all practical purposes, have identical audit requirements with respect
to the auditor’ s going concern evaluation and subsequent reporting decision (See Table 4-
1 and Appendix 2A at end of Chapter 2), and the annual financial statements are prepared

on the premise that organisations will continue operations as a going concern.

However, these countries differ marginally with respect to litigation risk®® and the
requirements of their respective bankruptcy codes which may affect auditors' assessment
of the going concern assumption. With regard to litigation risk, the United States has been
shown to have a higher litigation risk than both the United Kingdom and Australia which
are also assessed as having high litigation risk. Within countries, changes in audit
reporting behaviour have been shown to be related to changes in litigation risk over time
(LaSalle and Anandarajan 1996; Geiger and Raghunandan 2001; 2002; 2005; Barns 2004;
Blay 2005; Geiger et al. 2006; Myers et al. 2008). But there are no identified research
findings on the relationship between country litigation risk and audit reporting behaviour.

With regards to these countries bankruptcy codes, they differ in their requirements and

% Wingate (1997) reports an insurer assessed litigation index for the United States of 15, and for both the
United Kingdom and Australia of 10. These are the countries with the three highest scores. Scores range
from 1 to 15, with 15 meaning maximum assessed litigation risk.
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offer different incentives for entering bankruptcy proceedings (See Appendix 2B at end of
Chapter 2). Although the differences in the countries’ bankruptcy codes or litigation risk
may affect auditors assessment of the going concern assumption, the similarities between
these countries are such that it is hypothesised in the null:

H1: There is no difference in the propensity to modify the audit opinion for going

concern considerations between the United States, United Kingdom and Australia.

The audit profession itself, through the Global Public Policy Symposium, has defined the

leading international audit networks to consist of the current six largest audit firms

(DiPiazza et al. 2006); that is, the Big 4 firms as well as BDO and Grant Thornton.
LaSalle (2006) suggests that the highly concentrated market for auditing services could
result in consistent auditor reporting behaviour across countries caused by similarities
within the international audit firm networks, despite differences in litigation risk.
Empirical evidence shows that audit firms that are affiliates of international networks have
global similarities with regard to audit specialisation (Carson 2009). Further, in order to
reduce moral hazard, the affiliates of international audit firm networks®® are subject to
quality assurance and internal quality reviews, share common methodology and practice
rules because if network members do not adhere to the agreed quality standards, the
reputation of the whole network is at risk (Lenz and James 2007; Thomadakis 2008).
Their membership of the Forum of Firms also requires the consistent quality control over

audit practices within the network irrespective of national borders (IFAC 2011Db).

In addition, significant economies of scale are to be gained by international audit firm
networks by the efficiencies resulting from common audit processes on transnational audit
appointments and staff transfers between network affiliates (Lenz and James 2007;
Advisory Committee on the Auditing Profession 2008; Thomadakis 2008). Further,
conditions that facilitate consistency between international audit firm networks have

* The initial creation of these networks in the early twentieth century was a response to the emergence of
multi-national companies, different accounting and auditing standards and cultural environment, but among
them, also differing legal regulations, (Klaassen and Buisman 2000; Lenz and James 2007). In today’s
environment, these audit firm networks of affiliates are highly integrated, even if for legal reasons the
network agreements typically affirm the legal independence of each member firm (Lenz and James 2007;
Advisory Committee on the Auditing Profession 2008).
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emerged as the members of the Forum of Firms are also committed to the use of
International Standards on Auditing (ISAs), the IFAC Code of Ethics for Professional
Accountants for transnational audits and the IAASB’s International Standard on Quality
Control. By way of contrast, smaller domestically located audit firms do not enjoy the
inputs from an international audit firm network, nor do they engage in audits of large
multinational corporations and are not under the stringent conditions imposed by Forum

of Firms. Consequently and stated in the alternative:

H2: Any identified country differences in the propensity to modify the audit opinion
for going concern considerations are moderated by membership of global audit firm

networks.

Several studies report that auditors in the United States have changed their audit reporting
behaviour and become more likely to issue going concern opinions after 2001 (Geiger et
al. 2006; Myers et al. 2008). Similarly, Fargher and Jiang (2009) show that auditors in
Australia were more likely to issue going concern modifications in 2003 than in 1999. It is
currently not known if this applies to other countries, but recent global events — such as a
wave of corporate scandals across the world (e.g. Enron and WorldCom in the US, as well
as OneTel and HIH Insurance in Australia), the subsequent demise of Arthur Andersen;
regulatory changes (e.g. SOX in the United States, CLERP 9 in Australia and the
Companies Act 2004 in the United Kingdom); and, in late 2007 the subprime crisis — have
transformed the global legal environment that auditors operate in and show that the matter

of litigation is not unique to the United States.

Progress has been made in harmonisation of accounting standards across countries.
Further, recent commitments to harmonisation have ensured that currently more than 100
countries use or are in the process of adopting ISAs as issued by the IAASB. In addition,
many of the world's major capital markets have come to accept the use of ISAs for
foreign issuers, the international audit firm networks have become more prevalent and
integrated (Lenz and James 2007; Advisory Committee on the Auditing Profession 2008),
and the Forum of Firms (created 2002) has become more established with its members

committed to the promotion of ISAs (IFAC 2011a). Consequently, country differences in
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auditor reporting behaviour are likely to have diminished over time, and this is tested by

the following hypothesis:

H3: Any identified country differences in propensity to modify the audit opinion for

going concern considerations will decrease over the period 2001-2006.

Overall, the expectations are that the propensity to modify the audit report is not
associated with country specific factors. However, it is expected that any cross-country

variations are moderated by type of audit firm and that they have decreased over time.

4.3 Methodology

The auditor’s report plays a critical role in warning market participants of afirm’s ability
to continue as a going concern and may take on added importance for international
investors who potentially have limited access to information about foreign entities and
thus rely heavily on published statements (Wood 1996; DeFond et al. 2002). Inherent to
the issuance of a going concern modification is the subjective judgment on the auditor’s
part in evaluating and deciding the threshold at which the evidence becomes so negative
as to warrant the inclusion of a going concern modification in the audit report (Levitan
and Knoblett 1985). At the same time, such opinions should not be a matter for
negotiation between the auditor and the company (as distinct to mere disagreements with
management, which can be negotiated). In this respect, the issuance of going concern
modifications is an appropriate frame to investigate consistency in audit reporting

behaviour.

Hopwood et al. (1994) suggest that investigations of auditor reporting behaviour with
respect to going concern opinion decisions should be conducted on samples that have
been partitioned into stressed and non-stressed categories because auditors decision
processes are different for stressed and non-stressed companies. Consistent with this, and
in line with prior research (e.g. Behn et al. 2001; DeFond et al. 2002; Geiger and Rama
2003; Carey and Simnett 2006), the sample is restricted to potentially financially
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distressed firms. Potentially financially distressed firms are, in this study, defined as firms

with a current year loss.*

The sample is limited to three countries: Australia, the United Kingdom and the United
States. These countries, for all practical purposes, have identical audit requirements with
respect to the auditor’s going concern evaluation and subsequent reporting decision as
shown in Table 4-1 and the annual financial statements are prepared on the premise that
organisations will continue operations as a going concern. However, these countries are
not identical. In particular, the United States has been shown to have a higher litigation
risk than the United Kingdom and Australia (Wingate 1997; Baginski et al. 2002;
Seetharaman et al. 2002; Khurana and Raman 2004). But there are also other cross-
country differences, such as legal differences in these countries bankruptcy code, so

country differences cannot be attributed to litigation risk alone.

Nevertheless, the similarities in the institutional environments of these three countries
strengthen the internal validity of the analysis.** Six years of data were obtained for the
time period 2001 to 2006. A total of 19,909 firm-year observations fit the criteria of
reporting a current year loss and having sufficient financial statement and audit reporting
data available to run the model specified below. Of these, 752 were financial firm-year

observations and were excluded.** The final sample consists of 19,157 observations*® and

0 The identification of financially distressed firms varies in prior literature. For example, some papers (e.g.
DeFond et al. 2002; Carey and Simnett 2006) use one or two characteristics — e.g. loss and/or negative cash
flow — other papers (e.g. Krishnan and Krishnan 1996; Fargher and Jiang 2009) use a distress or bankruptcy
prediction model in order to identify the sample of distressed firms. To the extent that both methods identify
distressed firms, the sample selection criteria should be invariant to the inferences drawn from the paper as
the sample stratification is exogenous.

! These three countries are all English speaking and issue their respective auditing standards in English, all
have a common law legal system, and all three have developed economies with well-established capital
markets and an entrenched auditing profession that plays a similar economic role. Consequently, any
findings related to country differences across these three countries is not because of different languages,
legal systems, varying importance of the audit profession and capital markets, but despite these factors. In
other words, it reduces the impact of any omitted variable bias that results from structural differences
between these three countries on the statistical inference and consequently strengthens the internal validity
of the study.

“2 Financial firms have a relatively small portion of their assets in tangible assets and also have short term
obligations often in excess of shareholders funds. These firms are aso subject to various forms of
regulation and supervision to specifically guard against unsound practices. For these reasons, financial firms
(GICS Sector Code 40) were excluded.

3 The 19,157 observations represent 6,873 unique firms: 4,851 from the United States, 823 from the United
Kingdom and 1,199 from Australia.
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Table 4-1: Relevant Auditing Standards on Going Concern

Panel A: Auditors' Evaluation of the Going Concern Assumption

Country Standard In Effect Evaluation Required Evaluation Period
us SAS 59 1988- Specifically form an opinion on the going  Reasonable period of time, not to
current concern assumption from the results of exceed one year beyond the date of
usual audit procedures. the financial statements being
audited.
UK SAS 130 1995- Plan and perform procedures specifically Not  specifically  defined or
2004 designed to identify going concern elaborated (s.9), but likely to be the
uncertainties (s.21) period that management has
considered in assessing going
concern (s.21(ii))
UK ISA 570 2004- Auditor should consider the At least one year from balance date
current appropriateness of the going concern (s.18,s.19)
assumption when planning and performing
audit procedures and in evaluating their
results (s.2, .11, .12, 5.17)
Australia  AUS 708 1996- Auditor must obtain evidence that the Approximately one year from the
2006 going concern assumption is appropriate  date of the current auditor’s report
(s.10). Must specifically assess going (s.4)
concern problems as part of the audit
planning process (s.17).
Australia  ASA 570 2006- Auditor should consider the  Approximately one year from the
current appropriateness of the going concern date of the current auditor’s report
assumption when planning and performing  (5.53)
audit procedures and in evaluating their
results (s.2, s.11, 5.12, 5.17)
ISA ISA 570 1994- Auditor should consider the At least one year from balance date
(IFAC) current appropriateness of the going concern (s.18.5.19)

assumption when planning and performing
audit procedures and in evaluating their
results (s.2, .11, .12, 5.17)
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Table 4-1: Relevant Auditing Standards on Going Concern (continued)

Panel B: Auditors' Report in Relation to a Going Concern Modification

Country Standard

In Effect

"Emphasis of Matter"

1988-
current

Certain circumstances, while not affecting the auditor's unqualified opinion,
may require that the auditor add an explanatory paragraph (or other
explanatory language) to the standard report. These circumstances include.... a
substantial doubt about the entity’ s ability to continue as a going concern...

1993-2004

Inherent uncertainties are regarded as fundamental when they involve a
significant level of concern about the validity of the going concern basis...
(s.64). Where resolution of an inherent uncertainty could affect the view given
by the financial statements to the degree that the auditors conclude that it is to
be regarded as fundamental, they include an explanatory paragraph...(s.61)

2004-
current

In certain circumstances, an auditor's report may be modified by adding an
emphasis of matter paragraph to highlight a matter affecting the financial
statements.... The addition of such an emphasis of matter paragraph does not
affect the auditor's opinion (s.30). The auditor should modify the auditor's
report by adding a paragraph to highlight a material matter regarding a going
concern problem (s.31)

1997-2006

In certain limited circumstances it will be appropriate for the auditor to draw
attention to or emphasise a matter that is relevant to the user of the audit report
but is not of such a nature that it affects the audit opinion (s.31)... for example,
regarding the continued appropriateness of the going concern assumption
(s.61)

2006-
current

In certain circumstances, an auditor's report is modified by adding an emphasis
of matter paragraph ....The addition of such an emphasis of matter paragraph
does not affect the auditor's opinion (s.8). The auditor shall modify the auditor's
report by adding a paragraph to highlight a significant uncertainty regarding a
going concern problem (s.9)

Us SAS 58
UK SAS 600
UK ISA 700

AUS AUS 702
AUS ASA 701
ISA ISA 700

(IFAC)

1994-
current

In certain circumstances, an auditor's report may be modified by adding an
emphasis of matter paragraph to highlight a matter affecting the financial
statements.... The addition of such an emphasis of matter paragraph does not
affect the auditor's opinion (s.30). The auditor should modify the auditor's
report by adding a paragraph to highlight a material matter regarding a going
concern problem (s.31)
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of these 1,482 (7.7%) contain going concern modifications to the audit report for the first
time and 3,338 (17.4%) have recurring going concern modifications. There are 3,297
(17.2%) observations from Australia, 2,181 (11.4%) observations from the United
Kingdom and the United States is represented with 13,679 (71.4%) observations.*!

Following prior literature (e.g. Menon and Schwartz 1987; Mutchler and Williams 1990;
Bell and Tabor 1991; Chen and Church 1992; Hopwood et al. 1994; Carcello et al. 1995;
Mutchler et al. 1997; Carcello et al. 2000; Carcello and Neal 2000; Behn et al 2001;
Geiger and Raghunandan 2002; DeFond et al. 2002; Carey and Simnett 2006) this study
will use the following logit model to test the hypotheses proposed and the probability to

observe a going concern modification is taken to be a function of the following variables:

Pr(Y=OPINION;; | X) =F(Bs+ PiPBANK; + B,SIZE; + PBsLEVi + BALEV; +
BsCURRENT;; + BWCi; + B;QUICK;, + BsROA + BoMATERIALS;; + B1olNFOTECH;, +
BuLLOSS; + B1,NEGEQ; + BisLOPINION; + B.COUNTRY;, + BisAUDITFIRM; +
B TIME)) (1)

Where:
F(x) =1/(1 + exp(—x))

and:

OPINION;;; = 1 if a firm receives a GC modified opinion, 0 otherwise.

PBANK;; = the Zmijewski (1984) score measuring the probability of bankruptcy.

SIZE;; = the natural logarithm of end of year total assets in USD millions (where necessary using
end of year exchange rates).

LEV;, = end of year total liabilities divided by end of year total assets.

ALEV;; = end of year leverage divided by beginning of year leverage minus 1.

CURRENT;, = end of year current assets divided by end of year current liabilities.

WC;; = end of year working capital to end of year total assets.

QUICK;; = end of year cash and short term investments divided by end of year current liabilities.
ROA; = end of year loss divided by end of year total assets.

MATERIALS;; = 1 if the firm belongs in the GICS materials sector, 0 otherwise.

INFOTECH,;, = 1 if the firm belongs in the GICS information technology sector, 0 otherwise.
LLOSS;; = prior year loss; 1 if the firm reported a loss in the prior financial year, 0 otherwise.
NEGEQ; = 1 if the firm's end of year total liahilities is greater than its end of year total assets,
0 otherwise.

LOPINION;, = prior year audit opinion; 1 if the firm received a going concern modified opinion in
the prior financial year, 0 otherwise.

* Australian financial data is drawn from Aspect Financial and audit data from the UNSW Audit Fee
Database, the United Kingdom financial data from Compustat Global and audit data obtained from annual
reports through MergentOnline and various company websites; the United States financial data was
collected from Compustat NA and audit data from Audit Analytics.
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Variables of Interest

COUNTRYj;

UK= 1 if the firm is incorporated in the United Kingdom, O otherwise.

AUS=1 if the firm is incorporated in Australia, 0 otherwise.

US=1 if the firm is incorporated in the United States, 0 otherwise (included in intercept).

AUDIT FIRMj;

NTW=1 if the firm is audited by an auditor that is a member of an international network, 0
otherwise.

NONTW= 1 if the firm is not audited by an audit firm that is a member of an international
network, 0 otherwise (included in intercept).

TIME;

P2001-2003=1 if the firm's financia year end was either 2001, 2002 or 2003, O otherwise
(included in intercept).

P2004-2006= 1 if the firm’'sfinancia year end was either 2004, 2005 or 2006, 0 otherwise.

The choice of control variables is based on consideration of the prior literature and a
deliberation of which factors may be correlated with the variables of interest and the
auditor’s decision to issue a going concern modification or not. The explanatory variables
have also been used in prior research (see Dopuch et al. 1987; Mutchler et al. 1997,
Reynolds and Francis 2000; DeFond et al. 2002; Carey and Simnett 2006).

The degree of financial distress is an important factor mentioned in the relevant auditing
standards. The magnitude of financial distress is related to the probability of bankruptcy
(Hopwood et al. 1994). PBANK explicitly measures the probability of bankruptcy using
the Zmijewski (1984) score, where high values indicate a higher probability for
bankruptcy and vice versa.”® The Zmijewski (1984) score incorporates ratios measuring
profitability, solvency and liquidity. LEV and ALEV are included in the model because
debt covenant violations are positively associated with the probability of issuing a going
concern opinion (Mutchler et al. 1997; DeFond et al. 2002). Specifically, LEV is included
to capture the proximity to covenant violation as firms with high leverage is likely to be
close to violations (Beneish and Press 1993). ALEV is included because an increase in
leverage is likely to move firms closer to violation of debt covenants (Reynolds and
Francis 2000; DeFond et al. 2002). LLOSS is included because firms that have prior year
losses will prompt auditor’s concern about a firm’s future viability, and thus, such firms
are more likely to receive a going concern opinion (Menon and Schwartz 1987; Reynolds

> The coefficients are based on the model in Panel B, Table 3 (with a 40:800 ratio of bankrupt and non-
bankrupt companies) of Zmijewski (1984 p. 69). The Zmijewski score measurement of the probability of
bankruptcy is calculated as: b = -4.803 - 3.599(return on assets) + 5.406(leverage) -0.100(current ratio).
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and Francis 2000: DeFond et al. 2002). Current year loss as an indicator variable is not
included in the model because the sample-selection criterion is based on the firm incurring
a loss in the current year. However, ROA is included because the more severe the current
year loss, the more likely the firm is to receive a going concern modification. NEGEQ is
included because firms with negative shareholders equity are more likely to be in
financial distress and therefore also more likely to receive a going concern opinion
(Ohlson 1980).

The models also include several factors that are likely to mitigate the probability of
receiving a going concern opinion. SIZE (log of total assets in US millions) is included
because larger firms have more negotiating power when they are in financial difficulty
and are therefore more likely to avoid bankruptcy and consequently less likely to receive a
going concern opinion (Campbell 1996; Reynolds and Francis 2000; DeFond et al 2002).
CURRENT, WC and QUICK are included in the model as liquidity measures that capture
the availability of funds and the ability to quickly raise fundsin relation to the firm’'s short
term obligations (DeFond et al. 2002). High liquidity suggests that firms are more likely
to avoid bankruptcy and therefore less likely to receive a going concern opinion.

The models also include the indicator variables MATERIALS and INFOTECH to control
for where the firm’'s operation is within the respective GICS sectors of materials and
information technology. It has been suggested that high-technology firms may be more
likely to receive a going concern opinion because the auditor perceives that there is a
higher risk associated with audits of such companies (Cook et al. 1992; Chenok 1994;
Raghunandan and Rama 1999). Materials firms are controlled for in the model because of
the large number of such companies listed in Australia and their riskier financial profile
(Butterworth and Houghton 1995; Carey and Simnett 2006). The model also includes the
indicator variable LOPINION to control for the firm receiving a going concern opinion in
the prior year (Mutchler and Williams 1990; Reynolds and Francis 2000); using a lagged
dependent variable in a cross-sectional equation also account for historical factors that
cause current differences in the dependent variable that are difficult to account for in other
ways (Wooldridge 2006). Prior models based on similar variables prove to have
acceptable explanatory power (see Menon and Schwartz 1987; DeFond et al. 2002; Carey
and Simnett 2006).
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4.4. Results

4.4.1 Descriptive Statistics

Table 4-2, Panel A, presents descriptive statistics on the full sample for the variables used
in the going concern base model. Panel B, presents the descriptive statistics for each of the
countries separately. All continuous variables have been winsorised at the 95™ percentile
and at the 5" percentile because financial ratios tend to be skewed (Horrigan 1965;
Deakin 1976; Frecka and Hopwood 1983) and this inherent characteristic of financial
ratios becomes even more prominent when applied to “abnorma” firms — such as
financially distressed firms.

Table 4-2, Panel A, shows that 25.2% of the observations in the sample received a going
concern modification and that 21.4% of the observations in the sample received a going
concern modification in the preceding year. The mean and median firm size, measured in
total assets, is US$211.2 million and US$26.3 million, indicating a skewed distribution
and therefore justifying the use of log assets in the multivariate analysis. The mean and
median values for LEV are 0.742 and 0.506, respectively, and the mean and median
values for ALEV are 0.389 and 0.111. The three liquidity measures — CURRENT, WC
and QUICK — display mean values of 3.068, 0.048 and 2.089, and median values of
1.640, 0.157, and 0.527 respectively. Given that these are all loss making firms, net
income to total assets (ROA) exhibits a mean of -0.618 and a median of -0.219. Further,
Panel A shows that 78.7% of the firms had a loss in the preceding year (LLOSS) and that
18.9% of the firms have negative equity (NEGEQ). Table 4-2, Panel A, also shows that
12.1% of the firms in the sample belong to the mater