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ABSTRACT 

The purpose of this study is to develop and test a model 

to explain why auditors issue going-concern reports to 

companies that subsequently do not fail. Given the auditor's 

access to records and unique interaction with management and 

legal counsel during the audit, it seems plausible that the 

auditor's going-concern report can serve as a useful 

indicator or "signal" of the company's potential inability to 

maintain itself as a going-concern. However, before one can 

even discuss the usefulness of the going-concern audit 

report, it must be shown to be reliable. Developing a model 

to explain why the auditor's signal of a client's going

concern status subsequently proves to be unreliable should 

help financial statement users better assess the information 

value or usefulness of the going-concern audit report. 

In this study the likelihood that the auditor has sent a 

reliable signal of the company's subsequent economic status 

to financial statement users was hypothesized to be a 

function of client and auditor related factors which affect 

the auditor's judgments and/or reporting decisions. The 

tests showed that the company's estimated probability of 

bankruptcy, an indicator of ambiguity and complexity in the 

auditor's decision-making environment, 

determinant of signaling reliability. 

was a significant 

In addition, audit 
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technology was found to be significantly related to signaling 

reliability, with the more structured auditing firms issuing 

reports which appear to be more reliable than the audit 

reports issued by less structured auditing firms. 

Finally, subsequent mitigating actions or events which 

are reported between the date of the audit report and the 

subsequent financial statements are significantly negatively 

associated with the signaling reliability of the going-

concern audit report. The remaining cl ient and audi tor-

related factors - auditor/client tenure, auditor's industry 

concentration ratio, and client size relative to the 

auditor's total client base are not significantly associated 

wi th the report's signaling rel iabi li ty. However, the 

results suggest that these factors should be further 

examined. 
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Current professional auditing standards require auditors 

to evaluate their clients' ability to continue as a going-

concern, for a period of up to one year from the date of the 

audited financial statements [Auditing Standards Board (ASB) , 

Statement of Auditing Standards (SAS) No. 59, "The Auditor's 

Consideration of an Entity's Ability to Continue as a Going-

Concern", AICPA 1988]. If material doubts arise pertaining 

to a client's ability to continue as a going-concern, the 

audi tor will seek additional information to confirm or 

mitigate his or her concerns about the company's economic 

status. If these doubts persist, existing standards indicate 

that the auditor should judge the adequacy of disclosures 

regarding the condition, and consider modifying the audit 

report with an explanatory paragraph or issuing a disclaimer 

of opinion. 

SAS No. 59, however, also explicitly states that an 

auditor is not responsible for predicting his or her client's 

future economic condition or events. Accordingly, a going-

concern audit reportl issued in connection with apparent 

violations of the going-concern assumption should not be 

1 The term "going-concern report" used in this 
disclaimers of opinion, modified unqualified audit 
59), and. "subject to" qualifications (pre-SAS No. 
disclosing going-concern uncertainties). 

project includes 
op~n~ons (SAS No. 
59 treatment for 
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interpreted as a prediction of bankruptcy. Correspondingly, 

the absence of a going-concern modification should not be 

viewed by financial statement users as assurance that the 

company will not encounter economic difficulties in the 

future. With the ideas promoted by the auditing standards, 

one can argue that when a going-concern report is issued, it 

is perhaps best viewed as a signal of some degree of 

financial distress such that the auditor has substantial 

doubts about the company's continued existence. Thus, the 

going-concern audit report can be vie\ved primarily as a 

diagnostic rather than a predictive tool. 

The purpose of this study is to develop and test a model 

to explain why auditors issue going-concern audit reports to 

companies that subsequently do not fail.2 Developing a model 

to explain why the auditor's signal of a client's going-

concern status subsequently proves to be unreliable should 

help financial statement users better assess the information 

value or usefulness of the going-concern audit report. This 

may be particularly important as the issuance of SAS No. 59 

2 In this study, the definition of "failure" is based on Mutchler and 
Williams [1990) in which the authors define a "failure" as a company 
which defaults on its debt or enters bankruptcy within a year after the 
going-concern audit report has been issued. This definition of failure 
finds support in SAS No. 59 which states that "information which 
significantly contradicts the going-concern assumption relates to the 
entityl s ability to continue to meet its obligations as they become 
due ... ". This is consistent with the viewpoint presented by previous 
auditing standards. 
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by the Auditing Standards Board in 1988 seems to imply that 

the profession views the going-concern audit report as an 

important signal to financial statement users and that 

auditors can and should take more responsibility for 

assessing client viability [Ellingsen et al., 1989]. It has 

also been suggested that declining investor confidence in the 

reliability of the audit report as a signal of impending 

business failure, and misunderstanding of the role of the 

auditor have contributed to the issuance of SAS No. 59 [Alix 

and Heupel, 1990]. This suggests the need for an 

investigation of the reliability of the going-concern audit 

report. 

Although auditors may now have a more defined 

responsibility to evaluate their clients' going-concern 

status, their work should not be viewed as a substitute for 

sound investment analysis by financial statement users. Some 

would argue that the ultimate responsibility for identifying 

and avoiding investment problems still rests with 

stockholders, creditors, and the other financial statement 

users [Alix and Heupel, 1990]. In prior research studies, 

quantitative, financial-data-based bankruptcy prediction 

models were found to be useful in identifying financially 

troubled companies [e.g. Ohlson,1980; Deakin, 1972; Altman, 

1968] . However, because of auditor access to private 

j,nformation about their clients, one can argue that the audit 



14 

report may have information content beyond that reflected in 

the financial statements. 

of the reliability of 

Thus, a model testing determinants 

the auditor's signal should be 

beneficial to financial statement users in determining the 

relevancy of the going-concern report in their own decision 

models. 

From the auditor's perspective, the need to issue a 

report which proves to be an accurate assessment of the 

subsequent financial status of a client depends on the 

estimated penalties imposed for poor audit quality and/or for 

poor judgment, relative to the costs of sending an accurate, 

and therefore reliable signal. Kida [1980] suggests that an 

auditor I s decision to issue a going-concern report is, in 

part, influenced by the perceived outcome of issuing a 

modified versus a clean audit report. Among other items, the 

auditor likely considers the tradeoffs between the likelihood 

of losing the client if a modified report is issued to a 

company that does not enter bankruptcy, and possible 

litigation costs if a clean opinion is issued to a company 

which subsequently fails. 

Based on prior research, there is some question about 

the reliability and usefulness of audit reports [Levitan and 

Knoblett, 1985; Alix and Heupel, 1990; Hopwood et al., 1989; 

Altman, 1982]. Previous studies have examined the 

association between going-concern audit reports and 
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bankruptcy [Hopwood et al., 1989; Menon and Schwartz, 1987; 

and Levitan and Knoblett, j985]. In the majority of these 

studies less than one-half of the bankrupt companies received 

going-concern audit reports in the last financial statements 

issued prior to bankruptcy. 

On the other hand, even when a company does receive a 

going-concern report, there is some question as to whether 

the audit report serves as a reliable signal of subsequent 

client failure. In their study of th~ going-concern audit 

report, Mutchler and Williams [1990] found a high incidence 

of auditors issuing going-concern reports to manufacturing 

companies which had not failed one year after the initial 

receipt of the going-concern report. Fewer than 10% of the 

manufacturing companies in their sample reported evidence of 

debt default or bankruptcy within one year from the date of 

the financial statements on which the auditor issued the 

ini tial going-concern report. Al tman [1982] examined 

companies receiving going-concern audit reports during the 

period 1972 - 1978. By the end of 1979, 75% of these 

companies had not yet entered into bankruptcy. 

Other research studies have investigated the information 

content of the going-concern report by examining the 

relationship between the issuance or announcement of a going

concern audit report and unexpected security returns [Loudder 

et al., 1992; Fields and Wilkins, 1991; Dopuch et al., 1986; 
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Elliott, 1982; Chow and Rice, 1982b].3 Although the results 

of these stock price studies were varied and inconclusive 

with respect to all uncertainty qualifications, they 

generally support the position that the going-concern report, 

to some degree, signals adverse economic conditions or events 

to financial statement users. In these studies, however, it 

is virtually impossible to determine to what extent the 

unexpected security returns were associated with news of the 

going-concern audit report itself or with news of the 

underlying economic event(s). 

McKeown et ale [1991] examined the failure of auditors 

to modify audit reports for companie~ that subsequently go 

bankrupt. Relative to bankrupt companies that do receive a 

going-concern audit report, the authors report that 

financially stressed bankrupt companies that do not receive 

going-concern reports tend to have ambiguous probabilities of 

bankruptcy, tend to be larger, and tend to have shorter time 

periods between their fiscal year-ends and audit report 

dates. The results of their study suggest that there are 

client and/or auditor specific factors that could be 

investigated to help explain the tendency to issue going-

concern audit reports to companies that subsequently do not 

fail. The purpose of this research is to investigate these 

3 These research studies examined the relationship between abnormal 
security returns and audit opinions qualified for various uncertainties, 
including going-concern uncertainties. 
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client and auditor-specific factors and their relationship to 

the reliability of the going-concern report as a signal of 

client failure. 

In the context of this study, a going-concern audit 

report issued for a company that does not fail within the 

twelve month period' following the date of the audited 

financial statements is considered to be an unreliable 

signal. As previously mentioned, a company "fails" if it 

defaults on debt or files bankruptcy within one year of the 

date of the audited financial statements. Sending what 

subsequently proves to be an unreliable signal could be 

costly for both the auditor and financial statement users, 

particularly if investment decisions are made based on this 

signal. 

An auditor may issue a clean opinion for a company which 

fails within the twelve months following the issuance of the 

audited financial statements. This situation may lead to 

litigation and unfavorable publicity for the auditor [Sen and 

Lev, 1988; DeAngelo, 1981]. An auditor may also issue a 

going-concern report to a company which subsequently does not 

fail. In this situation, the auditor risks the potential 

loss of the client. Chow and Rice [1982a] detected a high 

incidence of auditor switching in their sample of companies 

receiving qualified audit reports. While the authors did not 

partition their sample by type of qualification (e.g. going-
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cor.cern, litigation), the results suggest that the issuance 

of a qualified report, including the going-concern audit 

report, contributes to management's decision to switch 

auditors. 

Auditing firms that regularly issue going-concern audit 

reports for companies that do not fail may develop a 

reputation for being too conservative. Some may view a 

"conservative" nature as a positive attribute of an auditing 

firm. On the other hand, this could negatively affect the 

auditor's reputation and ability to develop new clientele, 

particularly if the business community believes that the 

issuance of the going-concern opinion exacerbates the 

client's financial problems by impairing its ability to 

obtain adequate financing. 

When a company receives a going-concern audit report, it 

may experience a rise in costs if obtaining trade credit 

becomes difficult. Sales may decline if customers question 

the company's reliability as a source of supplies or 

services. In addition, the company could lose valuable 

employees if long-run job security becomes questionable. To 

the extent the audit report is associated with subsequent 

events that have a negative effect on the company's cash 

flows, this could impair the value of the company's debt and 

equity held by investors [Foster, 1986]. 
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Current auditing standards state that the auditor has a 

responsibility to evaluate whether there is substantial doubt 

about the entity's ability to continue as a going-concern for 

a reasonable period of time, not to exceed one year beyond 

the date of the financial statements being audited. The 

audit opinion, therefore, may be viewed as an assessment by 

the auditors of the company's ability to continue for the 

upcoming year. In order to help understand why auditors 

issue going-concern reports to companies that subsequently do 

not fail, this study examines the characteristics of both 

failed and nonfailed companies receiving initial going-

concern audit reports 4 and characteristics of their auditors. 

The remainder of this dissertation is organized as 

follows. Chapter two provides background for the research 

problem. Chapter three discusses the research framework. 

Chapter four discusses the research model and develops the 

research hypotheses. Research methodology and sample 

selection are discussed in Chapter five, and Chapter six 

discusses the results of the study. The final chapter 

provides a summary of the research project, discusses 

implications of the results, and provides directions for 

future research. 

4 In this study an initial going-concern audit report is defined as a 
going-concern audit report issued in event period t which is preceded by 
a standard unqualified audit report in period t-l. 
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CHAPTER II 

BACKGROUND AND REVIEW OF THE LITERATURE 

2.1. Introduction 

This chapter discusses background information important 

to the research question and analyzes related research. The 

first part of the chapter discusses the going-concern 

assumption and its J:'elevance to financial reporting and 

aUditing. Following that, the significance of audit reports 

in general and then more specifically, the going-concern 

audit report is discussed. Next, relevant auditing standards 

are discussed. Finally, important related research is 

discussed and analyzed. 

2.2. The going-concern assumption 

The going-concern assumption is a fundamental accounting 

concept which underlies the preparation of a company's 

financial statements in accordance with generally accepted 

accounting principles (GAAP). Thi s account ing concept 

establishes a fundamental basis for the measurement and 

recognition of assets, liabilities, equity, revenues and 

expenses in a company's financial statements. For example, 

without the going-concern assumption there would be no reason 

for a company to classify its assets and liabilities into 

current and long-term categories. Allocation procedures such 
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as depreciation and amortization are also based on the going-

concern assumption. 

The going-concern concept assumes that a company will 

continue for a sufficient period of time to realize the 

recorded amounts of its assets and discharge its obligations 

in the normal course of business [Grady, ~965]. Companies, 

however, do fail, especially in recessionary times. Under 

certain circumstances, determining whether the going-concern 

assumption is warranted may not be a simple, straightforward . 
task. This assessment can be a fairly lengthy process 

requiring that financial statement preparers weigh 

conflicting information to arrive at a judgment based on 

their knowledge of the company, its management, and its 

operating environment. 

Under generally accepted auditing standards, the 

independent auditor of the company's financial statements 

must similarly judge the company 1 s going-concern status 

(Statement of Auditing Standards (SAS) No. 59). Evaluating 

whether a company has the ability to continue in existence 

for a reasonable period of timeS is perhaps the most 

fundamental uncertainty that the auditor must evaluate. At 

the time of the audit and issuance of the company's financial 

statements, the auditor must evaluate the company's economic 

S Auditing standards define a "reasonable period of time" as one year 
from the date of the financial statements. 
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standing and judge whether the underlying condition of the 

company and its operating environment are such that there are 

substantial doubts about the continued existence of the 

company. The degree of doubt is likely affected by the 

severity of the company's financial distress, its underlying 

causes, and the actions taken, or planned to be taken by 

management to alleviate the company's financial distress. 

When available evidence raises substantial doubts about 

the validity of the going-concern assumption, it is primarily 

management's and secondarily the external auditor's 

responsibility to ensure that the f~nancial statements convey 

these doubts to financial statement users. Prior research 

suggests that judgments about the validity of the going

concern assumption are linked to judgments about the 

possibility of business failure [Libby, 1979], therefore, 

manage~ent's and the auditor's disclosures of going-concern 

uncertainties may provide financial statement users with an 

early warning of impending business failure. Management's 

concerns may be communicated to financial statement users 

through a variety of means, including financial statement 

footnotes, management's letter to accompany the company's 

financial statements, or media announcements. The auditor's 

opinions, however, are generally communicated to financial 

statement users in the audit report which accompanies the 

client's audited financial statements. 
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2.3. Discussion of standard and going-concern audit reports 

Companies issue periodic financial statements to present 

the results of business operations, the changes in cash 

flows, and the financial position of the business. The 

company's financial statements are intended to reflect the 

economic effects of transactions and events which occurred 

during the reporting period. According to the report of the 

Commi t tee on Basic Audit ing Concepts [1973, p. 28], the 

au d ito r ' s rep 0 r t " .... i s reI ate d tot h e qu ali t y 0 f 

information being transmitted and to the user's need or 

desire to assess the quality of information before making use 

of that information." Engaging an external auditor is one 

recognized mechanism which financial statement users 

supposedly can rely on to increase the integrity and 

reliability of reported information [Foster, 1986]. 

If, after conduct ing an examinat ion, the external 

auditor has no significant reservations with respect to the 

financial statement's representational faithfulness, going

concern status, application of accounting principles, or 

consistency of their application, a standard unqualified 

audit report generally will be issued. In situations where 

some specific event or auditor concerns preclude the issuance 

of a standard unqualified report, the auditor generally 
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issues a modified, qualified, disclaimed, or adverse 

opinion. 6 

Stockholders, creditors, and other users of the 

company's financial statements i.-ely on audited financial 

statements in order to obtair~ information regarding the 

financial condition of companies. Because of the auditor's 

access to records and interaction with management and legal 

counsel during the audit, one can argue that the audit report 

may have information content beyond that reflected in the 

client's financial statements alone. Therefore, any form of 

the auditor's report is potentially a source of information 

for financial statement users. Germane to this project, a 

reliable going-concern audit report could prove to be a 

particularly valuable resource for financial statement users, 

given the potential costs of financial distress.? 

A basic principle underlying the preparation of a 

company's financial statement's is that the company will 

maintain itself as a going-concern, As previously discussed, 

6 Qualified audit reports contain the phrase "subject to" or "except 
for" items (s) to which the qualification is related. The release of 
Statement of Auditing Standards (SAS) Nos. 58 and 59 in 1988 resulted in 
the elimination of the "subject to" qualified report. Current treatment 
of material uncertainties results in the issuance of a "modified" 
unqualified audit report. 

? Companies exp~riencing financial distress quite often incur direct 
costs such as increased attorney and accountant fees. In addition, 
indirect costs such as lost customers or employees due to threat of 
bankruptcy, or lost profits from untimely disposals of assets may be 
incurred. All of these situations or events are likely to significantly 
impair the value of investments in the company. 
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this principle establishes the basis for many of the 

allocations and valuations used in accounting. In general, 

when a company is faced with significant uncertainties about 

its continued existence, the auditor must decide if the 

company's economic situation is one that calls for the 

issuance of a going-concern audit report. 

If the auditor has unmitigated doubts about the client's 

ability to maintain itself as a going-concern, current 

auditing standards specify that the auditor should consider 

the adequacy of related disclosures, and modify the 

unquali f ied audit report with an explanatory paragraph 

describing the relevant uncertainties. Gi ven the access 

auditors have to client records and the auditor's unique 

interaction with management and legal counsel during the 

audit, it would be plausible that the auditor's going-concern 

report could serve as a useful indicator or "signal" of the 

company's potential inability to maintain itself as a going-

concern. However, before one can even discuss the usefulness 

of the going-concern audit report, it must first be shown to 

be reliable. 

2.4. Auditing standards address going-concern issues -
Statement of Auditing Standards (SAS) Nos. 34 and 59. 

In hj,s review of accounting research studies that 

examined going-concern issues, Asare [1990] discussed the 

evolution of the going-concern audit report. Several formal 
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pronouncements have addressed the issue of material 

uncertainties and auditors' related reporting requirements 

since the Securities and Exchange Commission (SEC) issued 

Accounting Series Release (ASR) No. 90 in 1962. Only the 

most recent pronouncements, SAS Nos. 34 and 59, will be 

discussed in this dissertation, since the test period begins 

after the issuance of SAS No. 34. SAS No. 34 was the 

prevailing auditing standard during this project's test 

period. Although post-SAS No. 59 reporting periods were not 

investigated in this study, a brief discussion of the more 

important changes resulting from this new pronouncement is 

presented. 8 

In March, 1981, the Auditing Standards Board (ASB) 

issued Statement No. 34 entitled "The Auditor's Consideration 

When A Question Arises about an Entity's Continued 

Existence". Statement No. 34 codified the auditor's 

procedures when questions arise about the going-concern 

status of a client. Statement No. 34 required auditors to be 

aware that normal audit procedures might uncover information 

contrary to the going-concern assumption. I f routine 

auditing procedures uncovered evidence that violates the 

going-concern assumption, the auditor was expected to collect 

8 Chapter five presents a discussion of the sampling 
including a discussion of the test period selected. 

procedure 
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additional information to confirm or mitigate his or her 

beliefs that the client's solvency might be in jeopardy. 

If after considering all available information the 

auditor still had "substantial doubts" about the client's 

ability to continue as a going-concern, he or she should then 

consider the recoverability and classification of recorded 

assets and liabilities. If sufficient uncertainty about the 

client's assets or liabilities existed, the auditor was to 

consider issuing a qualified audit repprt "subject to" the 

effect(s) of the uncertainty or a disclaimer of opinion. The 

emphasis here was not on whether the company would remain in 

existence, but on whether the balance sheet valuations and 

classifications were appropriate, given that the auditor had 

substantial doubts about the continued existence of the 

client. The responsibility that the auditor assumed for 

evaluating the continued existence of his or her client was 

not clearly defined, yet there are those who viewed the 

report as a signal of the company's viability and a source of 

useful information for financial statement users [Loudder et 

al., 1992; Fields and Wilkins, 1991; Dopuch et al., 1986; 

Levitan and Knoblett, 1985; Chow and Rice, 1982b]. 

In April, 1988, the ASB issued SAS No. 59 entitled "The 

Auditor's Consideration of an Entity's Ability to Continue As 

a Going-Concern". This standard supersedes SAS No. 34. 
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Statement No. 59 brought about two 9 major changes with respect 

to the auditor's treatment of going-concern issues. First, 

the new standard requires the auditor to evaluate whether 

there is substantial doubt about the client's ability to 

continue as a going-concern for a re~sonable period of time, 

not to exceed one year beyond the date of the audited 

financial statements. This changed procedures under SAS No. 

34 where the auditor's responsibility was limited to merely 

being aware that audit procedures may uncover information 

contrary to the going-concern assumption. 

Second, the new standard requires the auditor to modify 

the audit report when the auditor has substantial doubt about 

the client's viability even when asset recoverability and 

liability classification are not in question. Under SAS No. 

34, substantial doubt about the client's continued existence 

alone does not require the auditor to modify his or her 

report. Substantial doubts merely led the auditor to assess 

the asset recoverability and the amount and classification of 

liabilities. On the other hand, under SAS No. 59, 

substantial doubt about the client's continued existence 

would be sufficient justification for the auditor to modify 

the audit report. 

9 This standard also changed the form of the going-concern report . 
The auditor issues a "modified" unqualified audit report, rather than a 
"subject to" qualified report. It is assumed, however, that a change in 
report form would not affect signaling reliability. 
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Although the auditor's explicit focus has been changed 

from asset recoverability and liability classification (SAS 

No. 34) to doubt about the client's continued existence (SAS 

No. 59), no modification of the standard audit report should 

be made without existence of "substantial doubts" about the 

client's going-concern status. The going-concern audit 

report under both auditing standards either implicitly (SAS 

No. 34) or explicitly (SAS No. 59) signaled the auditor's 

doubts about the client's continued existence to financial 

statement users. To the extent those doubts are realized 

with the subsequent failure of the company, the auditor has 

sent a reliable signal. 

2.5. Prior research 

Lack of consensus exists about the usefulness of the 

going-concern audit report. Prior research studies in 

accounting have attempted to provide systematic evidence on 

the importance of the going-concern report. A number of 

studies investigated the information content of the going

concern report, as well as audit reports qualified for 

various other uncertainties, by examining the relationship 

between the issuance or announcement of a going-concern 

report and abnormal stock returns [Loudder et al., 1992; 

Fields and Wilkins, 1992; Dopuch et al., 1986; Elliott, 1982; 

Chow and Rice, 1982b]. 
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The research results generally supported the position 

that the going-concern audit report, to some degree, signals 

adverse economic conditions or events to financial statement 

users. The authors were not able to determine, however, 

whether the unexpected security returns were associated with 

news of the going-concern report itself or news of the 

underlying economic event(s). 

Other studies employed an alternative approach to 

examining the information content and thereby the usefulness 

of going-concern reports by examining the relationship 

between the going-concern report and publicly available 

information [Bell and Tabor, 1991; Dopuch et at., 1987; Menon 

and Schwartz, 1987; Mutchler, 1985]. These studies report 

that publicly available financial and stock market 

information can be used to predict the auditor's opinion 

decision with a high rate of accuracy. The authors suggest 

that the going-concern report provides redundant information 

and consequently, question the usefulness of the report. 

Based on this body of literature, it appears that the 

usefulness of the going-concern audit report to financial 

statement users remains an unresolved issue. Developing a 

model to explain why the auditor's signal of the client's 

going-concern status is ex-post unreliable, should help 

financial statement users better assess the usefulness of the 

going-concern audit report. 
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Given the increased responsibility of auditors to 

evaluate and report on the going-concern status of clients, 

the reliability of the auditor's signal should be of interest 

to both the auditing profession and investment community. In 

their study of the going-concern opinion, Mutchler and 

Williams [1990] find a high incidence of auditors issuing 

going-concern reports to companies which had not failed one 

year after the initial receipt of a going-concern report 

(identified as a Type I error). The authors suggest that the 

high error rate may reflect a conservative bias of auditing 

firms to qualify when they encounter going-concern 

difficulties in a client. Altman [1982] examined companies 

with audit reports modified for going-concern problems during 

the period 1972 - 1978. By the end of 1979, only 25% of 

these companies had entered into bankruptcy, again suggesting 

a high rate of Type I error among auditors. 

Levitan and Knoblett [1985] examined financial statement 

variables which are useful in predicting bankruptcy and the 

issuance of a going-concern audit report. In their study, 

the authors found no incidence of auditors erroneously 

signaling client failure when evaluating the company's status 

one year after the issuance of the auditor's going-concern 

report. Every company in their sample which received a 

going-concern audit report was classified as a subsequent 

failure. The authors surmise that the auditor's going-
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concern report is a reliable indicator of a client's imminent 

financial distress. These research results are predictable, 

however, since all "problem" companies in their sample were 

bankrupt companies. 

Although the results of these studies are in part due to 

the authors' sample selection process, the conflicting 

results are viewed as an indication that the reliability of 

the going-concern "signal" warrants further investigation. 

In the following chapter, a discussion of a research 

framework for tests of the determinants of the reliability of 

going-concern audit reports is presented. 



3.1. Introduction 

CHAPTER III 

RESEARCH FRAMEWORK 
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The primary purpose of this chapter is to present a 

theoretical framework for modeling the reliability of the 

auditor'S signal of the client's subsequent economic status. 

In this study, the auditor's signal is considered to be 

reliable if the company defaults on debt or files bankruptcy 

at any time during the year follow'ing the date of the 

financial statement on which the auditor has currently 

reported. If the company exhibits no evidence of debt 

default or bankruptcy filing within the subsequent twelve 

month period, the auditor's signal is considered to be 

unreliable. 

Auditing standards specify that if substantial doubts 

about the client's ability to maintain itself as a going 

concern remain after the auditor has evaluated all available 

evidence, the audit report should be modified to reflect the 

auditor'S conclusion. No precise guidelines, however, are 

provided as to what constitutes "substantial doubts". Asare 

[1989] presents evidence that auditors may judge a company's 

ability to continue in existence at the same level, however, 

issue different audit reports. He surmised that the auditors 

differ in their judgment as to what constitutes "substantial 
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doubts". Lewis [1980] suggests that decisions are a function 

of utility functions. Since the utility preferences of 

auditors are likely to differ, decisions are likely to differ 

across auditors. 

Libby· [1981] states that prior research suggests that 

judgmental and decision accuracy are a function of ambiguity 

and complexity in the decision-making environment. The 

ambiguous and complex nature of the client's information 

regarding its economic status likely affects the level of 

ambiguity and complexity in the auditor's decision-making 

environment. Thus, it appears as if there are 

characteristics of both client companies and auditors that 

have an effect on the reliability of the going-concern 

opinion. Therefore, client- and audi tor-speci fic factors 

hypothesized to contribute to variability in auditor 

judgments and decisions are examined in this study. 

Client-specific factors include the ambiguity and 

complexity of client information regarding its economic 

status and mitigating actions or events that occur subsequent 

to the issuance of the auditor's report. Auditor-specific 

factors include the degree of audit structure used by the 

firm, the auditor's level of expertise with respect to the 

client and the client's industry, and the auditor's loss 

function. This hypothesized relationship, presented in 

functional form, is as follows: 



where 

P(R) = 

f [Ale, MF, AE, AS, LF] 

likelihood that the auditor's going-concern 
signal is reliable 
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Ale = ambiguity and complexity level of the client's 
information regarding its economic status 

~ = 

AE = 

AS = 

LF = 

mitigating actions or events that occur 
subsequent to the issuance of the going
concern audit report 

Auditor's expertise with respect to the 
specific client and the client's industry 

degree of audit structure used by the firm 

audit6r's loss function 

3.2. Company characteristics and their effect on audit 
judgments 

3 . 2 . 1 . Effects of ambiguity and complexity in client 
information on judgment/decision accuracy 

While a positive relationship between judgmental and 

decision accuracy and the level of ambiguity and complexity 

in the decision-making environment is intuitively appealing, 

the number of studies which directly test this relationship 

is somewhat limited. Ambiguity is that state in which there 

is incomplete or insufficient information about each possible 

outcome, such that it affects the decision-maker's assessment 

of the likelihood of each outcome's occurrence [Frisch and 
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Baron, 1988]. Complexity i.:; that state in which there are 

many elements with indeterminable interrelationships that 

affect judgment and/or decision-making [Kahneman et al., 

1982] . 

Research studies in diverse disciplines such as 

psychology, marketing, and accounting, have demonstrated 

that decisions requiring subjective judgments are generally 

associated with an increased risk of error. Research results 

also suggest that judgmental and decision accuracy decreases . 
as ambiguity and complexity in the decision-making 

environment increase [Libby, 1981]. Heath and Tversky [1991] 

suggest that decision makers will make more conservative 

decisions (would be less likely to bet) when faced with 

increased ambiguity. In the case of auditors faced with a 

going-concern decision, it can be argued that the 

conservative decision would be to issue the going-concern 

report, even if it subsequently proves to be a false signal. 

As part of his study, Libby [1975] examined the accuracy 

of accounting-based predictions of company failure made by 

loan officers. Using five financial ratios from a single 

reporting period, Libby reported a 74% average accuracy rate 

for subjects. Casey [ 1980] extended Libby's f ai lure 

prediction study by examining loan officer predictions of 

company failure based on an increased number of financial 

ratios for three reporting periods rather than a single 
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period. Casey contended that Libby's environment was too 

simplified and that additional information was necessary to 

increase the realism of the bankers' task. The average 

accuracy rate for Casey's subjects fell to 56%. This 

significant decline is likely attributed to the increased 

level of complexity and ambiguity in the loan officers' 

decision-making environment with the additional accounting 

information over an increased number of reporting periods. 

Evidence of the relationship between ambiguity and 

complexity in a decision-making environment and the accuracy 

of judgments and decisions suggests that ambiguity and 

complexity in the auditor's decision-making environment could 

affect the reliability of the auditor's signal for going

concern companies. In the multifaceted process by which the 

auditor arrives at the decision to issue a going-concern 

report, the auditor must evaluate the company's economic 

standing and judge whether the underlying conditions of the 

company and its operating environment are such that there are 

substantial doubts about the continued existence of the 

company. In the audit process, generalized in Figure 1, the 

auditor likely uses some combination of financial and 

nonfinancial information to confirm or mitigate his or her 

doubts about the company's cont inued existence. To the 

extent that information is ambiguous with respect to the 

likelihood that the company will fail or increases the 
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complexity of the auditor's decision-making environment, the 

auditor is more likely to send an unreliable signal. 

Through the use of one of the traditional financial

ratio based bankruptcy models [Zavgren, 1983; Jones, 1987], 

the auditor can assess the probability of bankruptcy, P(B), 

for the client. P(B) is a measure of the company's financial 

stress. When the P (B) fall s above some upper threshold 

level, above which the company is "surely bankrupt", and 

below some lower threshold level, below which the company is 

"surely nonbankrupt" the auditor likely has sufficient 

information with which to make judgments regarding the 

cl ient 's going-concern status, hence a less ambiguous 

decision-making environment. 

Decreased ambiguity of the client's financial 

information may also lessen the complexity of the auditor's 

decision-making environment. If the client's P (B) is 

assessed at some level which suggests that the client is 

"surely bankrupt" or "surely nonbankrupt", the need to obtain 

confirming or mitigating evidence beyond some minimal level 

may be reduced. Thus, the auditor is likely operating in a 

less complex decision-making environment. If the company's 

measure of financial stress, P(B), is more ambiguous, falling 

between the upper and lower threshhold levels, the auditor 

would likely collect additional financial and nonfinancial 

information with which to hake his or her assessment. Thus, 
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ambiguous probabilities of bankruptcy are likely linked to 

more complex decision-making environments. 

Given that judgmental and decision accuracy were found 

to be a function of ambiguity and complexity in the decision-

making environment, a relationship between the client's 

estimated probability of bankruptcy and the likelihood of 

signaling reliabi 1 i ty is plausible. Since this study 

examines only the set of companies that received a going-

concern audit report (i.e. distress companies), it is likely 

that the higher the prE), the greater the likelihood that the 

audit report will be a reliable signal of subsequent company 

failure. 

3.2.2. The effect of subsequent mitigating actions and 
events on the reliability of the going-concern 
report 

Auditing standards suggest that actions or events which 

may mitigate a company's existing going-concern problems are 

those which relate to a company's means for maintaining 

adequate cash flows other than continuing operations. SAS 

No. 59 states "If the auditor believes there is substantial 

doubt about the entity's ability to continue as a going-

concern for a reasonable period of time, he should (1) obtain 

information about management's plans that are intended to 

mitigate the effect of such conditions or events ... ". A 

similar viewpoint was presented by previous a~diting 
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standards. According to auditing standards, examples of 

mitigating actions or events may include the following: 

1. securing additional debt financing or restructuring 
debt 

2. disposal of company nonoperating assets 

3. elimination or reduction of discretionary expenses 
such as research and development, maintenance, or 
administrative expenses 

4. securing additional equity financing 

5. reducing or postponing cash dividend payments 

The subsequent failure/nonfailure status of the going-

concern company may be affected by previously unscheduled 

mi tigating actions taken by management or by unplanned 

mitigating events, either of which may occur after the 

audited financial statements are issued. These mitigating 

actions or events may be viewed as key information which was 

unavailable to the auditor at the time of the decision to 

issue a going-concern audit report. These actions and events 

which occur after the issuance of the going-concern audit 

report may have an effect on the subsequent 

failure/nonfailure status of the company and therefore on the 

reliability of the auditor's signal as depicted in Figure 2. 

The issuance of the going-concern audi t report may 

motivate management· or other. parties to take actions to 

ensure the survival of the company. Actions which otherwise 
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may not have been taken. Without these subsequent mitigating 

actions, the company may be more likely to fail, resulting in 

what ex-post proves to be a reliable signal. In addition, 

mitigating events that management has little or no control 

over could occur after the auditor's report has been issued, 

thereby affecting the company's subsequent failure/nonfailure 

status and consequently the reliability of the auditor's 

signal. Subsequent mitigating actions and events should 

therefore be included in the development of a model which 

examines the reliability of the auditor's going-concern 

signal. 

3.3. Auditor attributes and their effect on auditor 
judgments 

3.3.1. Effects of audit technology on the reliability of 
the going-concern signal 

Prior research has provided evidence that audit 

technologies differ across auditing firms [Cushing and 

Loebbecke, 1986; Kinney, 1986]. Kinney [1986] suggests that 

"structured" auditing firms generally specify the conditions 

under which the auditor is to issue a modified audit report. 

Correspondingly, "unstructured" auditing firms more likely 

emphasize the use of individual judgments and for similar 

circumstances, permit reasonable variations in audit programs 

and audit reports. Since these seminal studies were 

undertaken, researchers have searched for evidence to support 
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or dispel the idea of a relationship between the audit 

structure of a firm and the quality of auditor judgments. 

In their study that examined the relationship between 

materiality judgment consensus among auditors and audit firm 

structure, Morris and Nichols [1988] assert that auditors 

associated with less structured firms tend to have lower 

consensus, more misclassifications, and more Type I and Type 

II errors. Bamber and Snowball [1988] experimentally 

examined the relationship between audit technology and 

auditors I sample size decisions. The authors found no 

evidence of a relationship between judgment consensus and 

audi t technology. They did, however, report that auditors 

for unstructured firms tend to view their tasks as less 

routine and less capable of being analyzed. The results of 

both studies imply that the lower the structure level for the 

auditing firm, the less reliable the going-concern audit 

report. 

Mutchler and Williams [1990] examined the relationship 

between total Type I and Type II error rates for distressed 

companies and audit structure. Contrary to expectations, 

they found that structured auditing firms tend to have higher 

error rates. The results of this study suggest that the 

higher the structure level for the auditing firm, the less 

reliable the going-concern audit report. Despite the 

conflicting evidence of prior research, these studies suggest 
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that there may be a relationship between the degree of 

structure in the audit approach for a firm and the signaling 

reliability of the going-concern audit report. 

3.3.2. The effect of experience on signaling reliability 

The cognitive psychology literature suggests that the 

quality of decisions improves with experience. In their 

review of empirical psychology studies, Alba and Hutchinson 

[1987] report that increased familiarity with a task or 

experience leads to a greater degree of expertise. Expertise 

is improved because the decision-maker's required cognitive 

effort is reduced by experience or task familiarity. In 

addition, task familiarity or experience helps the decision

maker in her or her ability to analyze .information and 

isolate relevant data. In experimental research studies, 

non-experienced decision-makers tend to ignore the 

complexities of the decision-making process and tend to be 

more inefficient. St. Pierre and Anderson [1984] state that 

"learning occurs as experience with a client increases, 

thereby resulting in greater efficiency in the collection and 

evaluation of evidence". 

The role of professional experience in making auditor 

judgments has been examined by a number of auditing studies 

[Bedard, 1989; Frederick and Libby, 1986; Messier, 1983]. On 

an individual auditor level, these studies examined the 
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extent to which having any auditing experience affects 

auditor judgments, and found that there tends to be greater 

consensus among auditors having increased levels of 

experience. It was suggested that this is in part due to 

increased familiarity with the subject matter of the 

researchers' experiments. The increased familiarity should 

result in decreased uncertainty in the decision-making 

process. 

It can be argued that the benefit of increased expertise 

with respect to the individual client may be counterbalanced 

by increased familiarity with the client. This increased 

familiarity may lead to a tendency not to issue a going

concern report when necessary. It has been argued that the 

larger a specific client's fees are in relation to the total 

fees earned by an auditing firm, the less willing an auditor 

is to issue a going-concern report for fear of losing the 

client [DeAngelo, 1981]. Thus the auditor/client tenure may 

impair auditor independence and therefore the reliability of 

the auditor's signal. In this study these valid concerns 

with respect to auditor independence are mitigated, as all 

companies have received a going-concern audit report. The 

Cluditor has already exerted his or her independence with 

respect to concerns about the client's economic status. 

Thus, the increased familiarity is expected to result in an 
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increased signaling reliability for the going-concern audit 

report. 

It follows, therefore, that with increased audit 

experience, there may be a decreased risk of making .a 

reporting decision that proves to be unreliable. The 

results of prior research provide support for this study's 

hypothesis that the learning effect of increased experience 

with a client and the client's specific industry may have an 

influence on the reliability of the auditor's decisions 

regarding the going-concern status of the client. 

3 . 3 . 3 . The loss function of the auditor 

From the auditor's perspective, the need to issue a 

report which proves to be an accurate assessment of the 

subsequent financial status of a client depends on the 

estimated penalties imposed for poor audit quality and/or 

poor judgment, relative to the costs of sending an accurate 

signal to financial statement users. Spellmire et al. [1990] 

state that while an auditor should meet or exceed generally 

accepted auditing standards in all audit work, "merely 

meeting or exceeding the standards is not enough to avoid 

litigation". Kida (1980) suggests that an auditor's decision 

to issue a going-concern report is, in part, influenced by 

the perceived outcome of issuing a modified or clean audit 

report. In general, the outcomes of issuing a modified or 
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standard unqualified audit report with respect to the 

reliability of the auditor's signal are as indicated in 

Figure 3. 

Going-concern 
report 

Standard 
unqualified 
report 

reliable 
signal 

unreliable 
signal 

(Type II error) 

nt Does Not Fail 

unreliable 
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reliable 
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Figure 3. Reliability Outcomes Of An Audit Report 

Type I errors are identified when auditors issue 

modified audit reports for companies that subsequently do 

not fail. Type II errors are identified in situations where 

auditors issue standard unqualified audit reports for 

companies that subsequently do fail. Given that Type I and 

Type II errors potentially impose substantial costs on 
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auditors (discussed below), the tradeoffs between the cost of 

the two types of error, as well as the cost of sending a 

signal with a greater probability of reliability, are likely 

considered when the auditor is in the process of collecting 

and evaluating audit evidence. This tradeoff of costs is 

likely considered again when the auditor makes the decision 

whether to issue a clean or going-concern audit report as 

demonstrated in Figure 4. 

For the auditor, the data collection and evaluation 

process is not a cost less endeavor [Scott, 1973]. Simunic 

and Stein [1989] represent the total cost, TCij, incurred by 

an auditor in performing a particular audit engagement by the 

following function: 

TCij = aij + bijqij + (lij / gij) 

where for the ith audit performed by the jth auditor 

aij = 

bij = 

qij = 

lij = 

fixed cost component 

variable cost component 

some quantity of auditing supplied by the 
auditor (qj) is a vector of audit quantities 
across all of an auditor's clients) 

a normally distributed random variable 
denoting possible post audit losses. 

Intuitively, auditors act to minimize their total cost 

of the audit engagement, while ensuring compliance with 
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auditing standards. This may result in a decision to issue a 

going-concern audit report with more focus on the 

determinants of their total cost of the engagement, than on 

the subsequent reliabil i ty of the audit report. It is 

reasonable to expect that the auditor will devote some 

quantity of time, qij, ,to the audit and issue an audit 

report which is expected to minimize the auditor's total 

cost. 

Once material doubts about a client's ability to 

continue as a going-concern arise, the auditor is expected to 

seek additional information to confirm or mitigate his or her 

doubts about the company's economic status, thereby incurring 

costs at some reasonable, but minimal level. Incurring costs 

of searching for confirming or mitigating evidence above this 

level would be cost-beneficial to the extent they provide a 

net cost reduction due to sufficiently reduced costs 

associated with possible post audit lo~ses,lij .10 

When an auditor issues a standard unqualified audit 

report for a company which subsequently fails (Type II 

error), the auditor could be subjected to negative publicity 

and potential lawsuits. This situation may be very expensive 

10 Costs associated with possible postaudit losses are the costs of 
Type I and Type II errors. 



52 

in terms of the auditor's legal liability to third parties. 11 

Wilson and Grimlund [1990] report that auditing firms 

involved in SEC disciplinary actions tend to lose market 

share relative to their competitors. These auditing firms 

also have more difficulty retaining clients than other public 

accounting firms, suggesting that a decline in an auditing 

firm's reputation will lead to real economic consequences. 

Auditors may also issue modified audit reports for 

companies which subsequently do not fail (Type I error) 

[Mutchler and Williams, 1990; Altman, 1982]. If an auditor 

issues a going-concern report to a company which subsequently 

does not fail, he or she risks the loss of a client and a 

potential negative reputation effect. Auditing firms that 

frequently issue going-concern audit reports for clients that 

subsequently do not fail may develop a reputation for being 

too conservative. A "conservative" nature may be viewed by 

some as a positive attribute of an auditing firm. On the 

other hand, such a reputation could negatively affect the 

aud.i tor's abi li ty to maintain current or develop new 

clientele, particularly in cases where the business community 

believes that the issuance of the going-concern audit report 

exacerbates the client's going-concern problems by impairing 

the client's ability to obtain adequate financing. 

11 A list of eleven government lawsuits against the six major 
accounting firms involving failed banks or savings and loans discloses 
damages averaging $150 million per case [Stevens, The Big Six, 1991). 
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Asare [1989] indicates that a substantial number of 

auditors in his study (50%) expressed a belief that the 

issuance of a going-concern report could in fact cause a 

company to have increased financial problems by negatively 

affecting the cost and availability of financing for the 

company. The company may experience a decline in sales if 

customers question the company's reliability as a source of 

supplies or services. Additionally, the company could lose 

valuable employees if long-run job security becomes 

questionable. 

Chow and Rice [1982a] examined companies which received 

"subject to" qualified audit reports and found that a 

significant number of these companies switched auditors in 

the year following the receipt of the report. Since many of 

the companies in their sample also received qualified audit 

reports from the successor auditors, the loss of a client 

does not appear to be contingent on the client's ability to 

successfully "shop" for a "clean" opinion. While the authors 

did not separately examine going-concern audit reports, they 

concluded that the issuance of a qualified audit report, 

including the going-concern report, appears to have been a 

contributing factor in management's decision to switch 

auditors. 

Prior research in financial accounting and auditing 

suggests that there may be a relationship between 
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1) penalties imposed for providing an unreliable signal to 

financial statement users, relative to the costs of sending a 

reliable signal and 2) client size. Smaller companies have 

been demonstrated to be ~iskier investments [Freeman, 1987]. 

This increased riskiness may result in an increased 

probability of failure given existing adverse conditions or 

events and therefore, an increased exposure to unfavorable 

litigation for the auditor [Stice, 1991]. This could lead to 

auditors favoring a more conservative approach for smaller . 
companies by issuing going-concern audit reports with less 

concern for the subsequent signaling reliability of the audit 

report. 

Further support for this position is found in DeAngelo 

[1981] which suggests that as the size of a specific client 

decreases, relative to the total client base, maintaining 

auditor independence becomes easier. To the extent that 

smaller clients constitute a smaller portion of the auditor's 

total client base, auditors may be less concerned about the 

loss of client fees if a going-concern report is issued. It 

may be that the auditor is more likely to elect to collect 

and evaluate only some reasonable, but minimum amount of 

evidence prior to issuing the going-concern opinion, 

resulting in a signal with a decreased probability of 

reliability. 
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One could reason that if it costs less to audita 

smaller company, the auditor could collect more information 

and thus provide a more reliable signal to financial 

statement users. However, this study argues that in the 

auditor's judgment, the cost of additional data collection 

and evaluation may not be cost-beneficial if the auditor ex

ante believes that his or her doubts would not be mitigated 

such that the auditor's risk of litigation losses is 

sufficiently reduced. In addition, the management of smaller 

clients may be easier to work with and thus the auditor may 

be less constrained in modifying the audit report. This may 

result in more frequent and perhaps less reliable going

concern audit reports. 

Correspondingly, while larger companies may be less 

risky relative to smaller companies, intuitively, the 

magni tude of the losses will be greater. From a cost 

perspective, the auditor has incentive to spent an additional 

quantity of time, qij, collecting and evaluating data to 

confirm or mitigate the auditor's doubts. Simunic and Stein 

[1989] imply that additional quantities of aUditing supplied 

by the auditor may decrease post audit losses by improving the 

quality of the audit. Given the magnitude of potential 

losses for larger clients, it may be cost-beneficial for the 

auditor to incur the cost of searching for and evaluating 
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additional confirming or mitigating evidence, such that the 

going-concern signal is likely to be more reliable. 

An additional concern is that a substantial cost could 

be imposed on an auditing firm by the loss of clients that 

are large relative to the total client base [DeAngelo, 1981]. 

Therefore, for larger clients, the auditor may have a cost 

incentive to issue a going-concern audit report only after 

extensive data collection and evaluation. Again, for larger 

companies, the auditor may find it cost-beneficial to incur 

the costs of sending a signal with a higher probability of 

reliability. The auditor's loss function should therefore be 

included in the development of a model which examines the 

reliability of the auditor's going-concern signal. The next 

chapter of this dissertation develops this research model and 

the research hypotheses. 
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CHAPTER IV 

DEVELOPMENT OF THE RESEARCH MODEL AND HYPOTHESES 

4.1. Introduction 

In this chapter, a model for tests of the determinants 

of the reliability of the auditor's going-concern report is 

presented. This is followed by a discussion of hypotheses 

pertaining to the relationship between auditor and client 

attributes and the signaling reliability of the going-concern 

audit report. The final section of this chapter presents a 

summa ry of the research hypotheses and the predicted 

relationships between signaling reliability of the going

concern report and the identified client and auditor 

attributes. 

4.2. Research model 

This study hypothesizes that the likelihood of the 

auditor's signal being reliable is largely a function of 

certain characteristics of the client and the auditor. 

Client attributes include the ambiguity and complexity of 

client information which can affect the level of ambiguity 

and complexity in the auditor's decision-making environment, 

and mitigating actions and events that occur subsequent to 

the issuance of the auditor's report. Auditor attributes 

include audit technology utilized by the firm, the auditor's 

client and industry experience, and the auditor's loss 
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function. In this study, only companies that received going-

concern audit reports are considered, therefore, the model is 

designed to explain why the auditor may send what ex-post 

proves to be an unreliable signal of the client's inability 

to maintain its going-concern status during the upcoming 

year. Developing a better understanding of the reliability 

of the auditor's signal should help financial statement 

users better assess the informational value of the going-

concern audit report. The hypotheses are tested using the 

following probit regression model: 

P (R) i bO + blPBi + b2MAEi + b3TENi + b4CRi + b5STRi + b6SZi + e 

where for the ith audit performed 

P (R) 

PE 

MAE 

TEN 

CR 

STR 

sz 

= Reliability of the going-concern audit report 
as a signal of subsequent company failure 

= Estimated probability of company bankruptcy 

= Subsequent mitigating actions and events 

= Length of the auditor/client relationship 

= Proportion of industry audited by firm 
(industry concentration ratio) 

= Degree of structure in auditor's audit 
approach 

= Company size relative to auditing firm's total 
client base 
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A discussion of the model's independent variables and 

hypothesized effect on the likelihood that the auditor has 

sent a reliable signal follows. 

4.3. Research hypotheses 

In accordance with auditing standards, an auditor who 

questions a client's ability to maintain itself as a going

concern should obtain additional information to confirm or 

mitigate his or her doubts about the company's going-concern 

status. Th~ assessment of the adverse effects of existing 

condi tions or events, and of the likelihood that these 

effects will be mitigated by subsequent plans or events, is 

largely based on the auditor's subjective judgment. 

Identifying client attributes which increase the level of 

ambiguity and complexity in the auditor's decision-making 

environment should help financial statement users assess the 

likelihood of a company's failure, given that the auditor has 

issued a going-concern report. 

In the audit. process, the auditor likely uses some 

combination of financial and nonfinancial information to 

assess whether there are "substantial doubts" about the 

client's ability to maintain itself as a going-concern. 

Through the use of one of the traditional financial ratio 

based bankruptcy models [Zavgren, 1983; Jones, 1987], the 

auditor can assess t' e client's probability of bankruptcy, 
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P (B) • If the client's P (B) is assessed between some 

unobservable threshold levels, the auditor is more likely to 

encounter increased ambiguity and complexity in his or her 

decision-making environment. \'Jhen P (B) falls above the upper 

threshold level or below the lower threshold level, the level 

of ambiguity should be sufficiently reduced, such that the 

auditor has an increased likelihood of sending a reliable 

signal. Between these two threshold levels, however, the 

audi tor may have to consider additional quanti ties of 

information in assessing the client's going-concern status, 

which could increase the level of ambiguity and complexity of 

the auditor's decision-making environment. This could be 

associated with a decreased likelihood of the audit report 

sending a reliable signal of the company subsequent going

concern status and leads to the first hypothesis: 

HI: Given that a going-concern audit report has been 

issued, the estimated likelihood of the auditor's 

signal being reliable increases as the company's 

probability of bankruptcy increases. 

In situations where the auditor issued a going-concern 

audit opinion for a company which subsequently does not fail, 

the auditor may not have been able to reliably assess the 

company's ex-post position due to the inability of the 

auditor to foresee subsequent mitigating actions or events 
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which affect the fai1ure/nonfailure status of the company. 

If the occurrence of subsequent mitigating actions and events 

prevents the auditor from ex-ante fully assessing the 

subsequent.: failure/nonfailure status of the company, the 

likelihood of the auditor sending a reliable signal is 

affected as well. The relevance of subsequent mitigating 

actions or events is tested in the second hypothesis: 

H2: Subsequent actions/events which mitigate the 

financial problems of the company decrease the 

likelihood of the auditor's going-concern report 

being reliable. 12 

The auditor's ability to reliably assess a client's 

going-concern status may also be associated with certain 

auditor attributes which have been argued to affect the 

auditor's decision-making environment. These factors include 

the auditor's experience with the client and the client's 

industry. An auditor would be remiss in issuing an audit 

report where he or she lacked knowledge of the client and the 

client's industry. It can be argued, however, that the 

longer the time period that the current auditor has been 

audi ting a specific client, and the higher the auditor's 

12 Because the sample is composed only of companies that received a 
going-concern audit report, the events of interest are those that would 
mitigate the signal. 
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industry concentration, the more "expert" the auditor may 

be .13 

In this study, measures of auditor/client relationship 

tenure and industry concentration ratios serve as measures of 

auditor expertise. If the auditor has more experience with 

the specific client and more experience aUditing companies 

within a specific industry, he or she may be able to better 

assess the likelihood of the client's maintaining its going-

concern status. Given the issuance of a going-concern audit 

report, it is hypothesized that an auditor with greater 

industry expertise and a longer auditor/client tenure has an 

increased likelihood of sending a reliable signal of the 

company's subsequent financial status to financial statement 

users. 

If an auditor is more familiar with a specific client 

and its industry, as evidenced by the length of the 

auditor/client relationship and the auditor's concentration 

ratio for the client's industry, the increased familiarity 

should result in decreased complexity and ambiguity in the 

decision-making process. The inc=eased familiarity with the 

specific client could lead to an auditor tendency not to 

issue a going-concern report when necessary, thereby 

potentially decreasing the signaling reliability of audit 

13 See Colbert [1989] for review of research studies of effects of 
experience on auditors' judgments. 
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reports in general. However, since only going-concern 

companies are considered in this study, the increased length 

of both the auditor/client relationship and the auditor's 

industry concentration ratio are expected to be positively 

associated with a decreased risk of making an unreliable 

decision. Thus, the learning effect of increased experience 

with a client and its industry are hypothesized to have an 

influence on the reliability of the auditor's decisions 

regarding the economic status of the company as follows: 

H3: Given that the auditor has issued a going-concern 

audit report, the likelihood that the auditor has 

sent a reliable signal increases as the tenure of 

the auditor/client relationship increases. 

H4: Given that the auditor has issued a going-concern 

audit report, the likelihood of the auditor's 

signal being reliable increases as the proportiou 

of the industry audited by the client's auditor 

increases. 

Another factor which may be associated with signaling 

reliability of the going-concern audit report is the degree 

of structure in the audit approach. As previously stated, 

Morris and Nichols [1988] assert that auditors associated 

with less structured firms tend to have more 

misclassifications, errors, and lower consensus in 

materiality judgments. Their research results imply that the 
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lower the structure level for the auditing firm, the less 

reliable the audit report. Mutchler and Williams [1990] 

examined the relationship between audit technology and 

decision accuracy and reported a significant relationship 

between total error rates related to audit opinions issued 

for distressed companies and audit technology. They found 

that structured firms are more likely to have more total 

error. The results of their study suggest that the higher 

the structure level for the auditing firm, the less reliable 

the audit report. 

Kinney [1986] indicates that auditing firms with a 

higher degree of structure in the audit approach will specify 

conditions under which the auditor is to modify the audit 

opinion, while a firm with less struct ure in the audit 

approach will more likely emphasize the use of individual 

judgments and will accept reasonable variation in audit 

reports under similar circumstances. Given the conflicting 

evidence of prior research, the relationship between the 

structure variable and the auditor's signaling reliability is 

questionable. This study examines the extent to which audit 

structure is associated with the quality of the auditor's 

signal with the following hypothesis: 

H5: The degree of structure in an audit approach is 

significantly correlated with the likelihood of the 

auditor's going-concern signal being reliable. 
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Measures of client size relative to the auditing firm's 

total client base may help explain why the going-concern 

report is 

unreliable 

a reliable 

for others. 

signal for some 

As discussed 

companies while 

in the preceding 

chapter, client size relative to the firm's total client base 

may be viewed as a measure of the relative risk of lost 

revenues resulting from the decision to issue a going-concern 

audit report. This measure may also be viewed as a measure 

of the relative risk of litigation loss if the auditor fails 

to send a reliable signal to financial statement users. 

Mutchler and Williams [1990] reported that companies 

which receive going-concern audit reports tend to be smaller 

than companies which receive unqualified audit reports. The 

increased riskiness of small companies may result in an 

increased probability of failure given existing adverse 

conditions or events. This could contribute to the auditor'S 

taking a more conservative approach with smaller companies, 

thereby issuing going-concern reports with greater frequency 

for smaller companies. Incurring costs to search for 

mitigating evidence above some reasonable, but minimal level, 

which may increase the reliability of the auditor's signal, 

may not be cost-beneficial given the client's size relative 

to the auditor's total client base. 



66 

To the extent that smaller clients constitute a smaller 

portion of the auditor's total client base, the auditor may 

be less concerned about the loss of client fees if a going

concern report is issued. This suggests that auditors may 

issue going-concern audit report with greater frequency for 

clients that constitute a smaller proportion of the total 

client base, with a lower incidence of signaling reliability. 

In addition, the auditor's concerns over the lost 

revenues from a relatively larger cl~ent or the auditor's 

increased exposure to litigation costs' due to the client's 

relative size [Stice, 1991], may warrant the collection and 

evaluation of considerable evidence such that if the auditor 

still has unmitigated doubts, those doubts are more likely to 

be realized. It is therefore hypothesized in this study that 

there is an increased likelihood that the going-concern 

report is a reliable signal for the larger companies. The 

sixth and final hypothesis regarding client size is stated as 

follows: 

H6: Given that a going-concern report has been issued, 

auditors are more likely to send a reliable going

concern signal as client size relative to the 

auditing firm's total client base increases. 
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4.4. Summary of the research hypotheses 

The research hypotheses presented in this chapter can be 

summarized as follows. It h-as been argued that certain 

client and auditor attributes are likely associated with the 

level of complexity and ambiguity in the auditor's decision

making environment which produced the going-concern report, 

and consequently with the signaling reliability of the report 

itself. These attributes are the client's estimated 

probability of bankruptcy based on reported financial 

information, the auditor's level of experience, and the 

degree of structure in the audit approach. The auditor's 

level of experience is measured as both the length of the 

auditor/client relationship and the auditor's industry 

concentration rati6. It is hypothesized that the higher the 

estimated probability of bankruptcy and industry 

concentration ratio and the longer the auditor/client 

relationship, the more reliable the going-concern report as a 

signal of the company's subsequent financial status. Based 

on conflicting evidence in prior research, the relationship 

between the structure variable and the audit report's 

signaling reliability is questionable. 

The client's size relative to the auditing firm's total 

client base, as a surrogate for the auditor's loss function, 

is hypothesized to the positively associated with the going

concern audit report's signaling reliability. Finally, the 
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occurrence of subsequent mitigating actions or events is 

hypothesized to be negatively associated with the reliability 

of the going-concern audit report as a signal of subsequent 

company failure. A summary of the hypotheses to be tested 

appears in Table 1. The predicted relationships between the 

hypothesized explanatory variables and the audit report's 

signaling reliability are presented in Table 2. 

The next chapter discusses the data sources and the 

sample selection procedures used in this study. This is 

followed by a discussion of empirical surrogates used in the 

tests of the research hypotheses. 
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H1: Given that a going-concern audit report has been 
issued, the estimated likelihood of the auditor's 
signal being reliable increases as the company's 
probability of bankruptcy increases. 

H2: Subsequent action/events which mitigate the 
financial problems of the company decrease the 
likelihood of the auditor's going-concern report 
being reliable. 

H3: Given that the auditor has issued a.going-concern 
audit report, the likelihood that the auditor has 
sent a reliable signal increases as the tenure of 
the auditor/client relationship increases. 

H4: Given that the auditor has issued a going-concern 
audit report, the likelihood of the auditor's 
signal being reliable increases as the proportion 
of the industry audited by the client's auditor 
increases. 

H5: The degree of structure in an audit approach is 
significantly correlated with the likelihood of 
the auditor's going-concern signal being reliable. 

H6: Given that a going-concern report has been issued, 
auditors are more likely to send a reliable going
concern signal as client size relative to the 
auditing firm's total client base increases. 

Table 1: Summary Of Research Hypotheses 
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EXPLANATORY 
VARIABLES 

PREDICTED RELATIONSHIP 
TO SIGNALING RELIABILITY 
OF THE GOING-CONCERN 

Probability of bankruptcy (PB) 

Auditor/Client Tenure (TEN) 

Industry Concentration Ratio (CR) 

Degree of Structure in Audit 
Approach (STR) 

Size of client relative to auditing 
firm's total client base (SZ) 

Subsequent Mitigating Action/Events 
(MAE) 

AUDIT REPORT 

+ 

+ 

+ 

+ 

+ 

Table 2. Predicted Relationships Between Dependent And 
Explanatory Variables 

* Morris and Nichols [1988) 
** Mutchler and Williams [1990) 

* 
** 
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CHAPTER V 

SAMPLE SELECTION AND VARIABLE MEASUREMENT 

5.1. Introduction 

In the first section of Chapter five the data sources 

which were used to obtain measures of the explanatory 

variables are identified, followed by a discussion of the 

sample selection process. The next section provides a 

discussion of the methods used in the tests of the research 

hypotheses .. 

5.2. Data sources and sample selection procedures 

The sample of going-concern companies was identified 

using Compustat Annual Primary-Supplementary-Tertiary and 

Research Files. Use of these data sources restricts the 

sample to companies listed on the New York and American Stock 

Exchanges. For the selected test period 1982 through 1988, 

the data sources were examined to identify companies that 

received an audit report other than a standard unqualified 

audit report in event period t, while reporting a "clean" 

opinion14 in the preceding period, t-l. There were 2,637 such 

audit reports identified for 2,345 companies during the years 

specified. 

14 The term "clean" opinion refers to a standard unmodified, 
unqualified audit opinion. 
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The specific test period and data sources were selected 

to insure sufficient sample size and comparability with prior 

research studies. Post-SAS No. 59 audit periods did not 

provide a sufficient number of observations to also examine 

whether the new auditing standard appears to have an impact 

of the signaling reliability of the going-concern report, 

therefore, these years were excluded from the sample. 

Each annual report coded by the data sources as an 

"exception" to the standard unqualif,ied audit report was 

examined to determine the nature of the departure from the 

standard report. The most frequent "exception" reported was 

associated with a consistency exception due to a change in 

accounting method, particularly in the latter part of the 

test period when many companies were changing accounting 

methods for pensions and income taxes. There were eventually 

201 going-concern audit reports identified for companies with 

"clean" audit opinions in the preceding year. If the com:r::>any 

reported a debt payment default or filing of bankruptcy in 

the same reporting period as the relevant going-concern audit 

report, period t, the company was excluded from the sample15 

Fifty--eight companies in the sample reported failures in the 

same period as the initial going-concern report. 

15 For purposes of this study, reporting a debt payment default or 
bankruptcy filing in the period of the initial going-concern audit 
report is considered to be a Type II error. The focus of this study is 
on the determinants of Type I errors. 
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The following data requirements were imposed on each of 

the remaining companies in order to be included in the final 

sample: 

1. Industry, sales, asset, liability, sales, and 

annual earnings data are available on Compustat 

Annual Primary-Supplementary-Tertiary or Research 

Files or from company annual reports available from 

Disclosure, Inc. for the year of the going-concern 

audit report, t, and the preceding year, t-l. 

2. Auditor information for current and preceding 

years is available on Compustat Annual Primary

Supplementary-Tertiary or Research Files or from 

other verifiable sources such as Who Audits 

America. 

3. Stock return data are available on the CRSP daily 

return files. 

4. Client company is audited by a "Big Eight" 

accounting firm. 

After applying the restricting criteria, 129 going

concern audit report s were found to have complete data 

available as previously specified. The sample selection 

procedure is summarized on Table 3. The identified going-

concern companies were further classified as 1) going-concern 

companies which failed within the twelve month period 

following the date of the financial statements on which the 



Original number of test period observations 
coded as an "exception" to the standard 
unqualified audit report while preceded by 
a "clean" opinion 

Audit reports eliminated because "exception" 
was unrelated to a violation of the going
concern assumption 

Audit reports eliminated due to company 
reporting a debt payment default or 
bankruptcy filing in the period of the 
identified going-concern audit report 
(Type I I error) 

Audit reports eliminated because company's 
financial statements were audited by a 
non-"Big Eight" firm 

Final sample of going-concern audit reports 

Table 3: Sample Selection 
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2,637 

(2,436) 

58) 

14 ) 

129 
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auditor is currently reporting (auditor issued a reliable 

going-concern audit report, RGCAR) and 2) going-concern 

companies which did not fail within that same time period 

(auditor issued an unreliable going-concern audit report, 

UGCAR) • The failure or nonfailure status of the sample 

companies was determined by examining the company's 

subsequent period annual report and media disclosures 

reported in Predicast Index of Corporate Events. 

The hypothesized determinants of the estimated 

likelihood of the auditor sending a reliable signal will be 

measured as discussed in the remainder of this chapter. 

5.3. Measurement of the research model's explanatory 
variables 

Each company's probability of bankruptcy, P (B), is 

estimated using a probit model consisting of selected 

predictor variables. In a review of bankruptcy prediction 

studies, Jones [1987] indicates that the authors' selection 

of independent variables used to predict bankruptcy has 

largely been based on popularity with the investment 

community or performance in previous research studies, rather 

them on some established economic theory. Based on the 

studies in the review, the most successful bankruptcy 

prediction models appear to be those which include financial 

ratios which serve as measures of profitability, financial 

leverage, and liquidity. 
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The model used to estimate each going·-concern company's 

probability of bankruptcy for this study is based in part on 

Zmijewski [1984] which includes net income to total assets 

(NI/TA) as a measure of profitability, total debt to total 

assets (TD/TA) as a measure of financial leverage, and 

current assets to current liabilities (CA/CL) as a measure of 

liquidity. The model also includes a control variable for 

size because of the previously discussed relationship between 

the likelihood of company failure and size. The model used 

to estimate each company's probability of bankruptcy is as 

follows: 

P (B) it = bO + blNITAit + b2/lNITAit + b3TDTAit + b4/lTDTAit + 

bsCACLit + b6/lCACLit + b7SZit + eit 

where for company i 

P (B) it 

NITAit 

/lNITAit 

TDTAit 

/lTDTAit 

CACLit 

= 

= 

= 

= 

The company's estimated probability of 
bankruptcy 

Net income to total assets 

Change in net income to total assets from 
year t-l to year t. 

Total debt to total assets 

Change in total debt to total assets from 
year t-l to year t. 

Current assets to current liabilities 



I!!CACLit = 

SZit 

Change in current assets to current 
liabilities from year t-l to year t. 

Natural log of sales 
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The auditing standards suggest that an auditor should 

evaluate client financial information over time [SAS No. 56, 

AICPA, 1988]. Based on this guideline and previous financial 

distress studies, the financial ratios used in the bankruptcy 

prediction model were each measured as both a level and rate 

of change. Financial ratio levels were measured as of the 

end of year t under audit. The rate-of-change for each 

financial ratio in the research model was measured as: 

RC (Xi t) 

where for company i 

RC(Xit) = 

Xit = 

Xit-l = 

= [ Xiit Xit-l ] / Xit-l 

Rate-of-change in financial ratio X for 
year t 

Financial ratio X measured as of end of 
year t under audit. 

Financial ratio X measured as of the end 
of the preceding year, t-l. 

Evidence of subsequent mitigating actions or events as 

previously discussed was obtained by investigating media 

disclosures between the audit report date and the date of the 

subsequent period's financial statements. Media disclosures 

are reported in Predicast Index of Corporate Events. In 
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addition, each company's subsequent period annual report was 

examined for evidence of mitigating actions or events. Each 

reported potentially mitigating action or event was 

classified as a mitigating item (good news) if news of the 

action or event is accompanied by positive abnormal security 

returns for company i for announcement date t-l and to 

If the market response to the specific news yields 

positive abnormal stock returns, this implies that the market 

views the action or event as one which has or is likely to 

mitigate the company's going-concern problems. 

Correspondingly, each reported potentially mitigating action 

or event was classified as a nonmitigating item (no news or 

bad news) if announcement of the action or event is 

accompanied by zero or negative abnormal security returns for 

company i for days t-l and to. 

The stock market reaction to disclosures of subsequent 

new events was estimated using prediction errors from the 

market model: 

where 

Rit 

Rmt 

Rit = 

= 

+ + 

return on security i 

value-weighted market return 
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error term for security i 

parameters estimated over 250 trading 
days from day -340 to day -91 relative to 
the news date to. 

For each security i, the market model is estimated and 

the abnormal return on security i for days t-l and to, ARit, 

is computed as follows: 

ARit = Rit (ai - biRmt) 

Again, in this study, day to is the date of the announcement 

of potentially mitigating actions or events for a sample 

company. The second variable, subsequent mitigating actions 

or events, was classified as one of two possible states: 

1. company reports subsequent mitigating action or 

event. 

2. company reports subsequent nonmitigating action or 

event or no subsequent actions or events. 

A dummy variable was created with a value of "1" if the 

company reported only "mitigating" action(s) or event(s) or 

if the company reported more "mitigating" than 

"nonmitigating" actions or events and "0" otherwise. 

The third explanatory variable included in the research 

model is the length of the auditor/client relationship. As 



80 

discussed in previous chapters, in the earlier years of the 

auditor/client relationship there is risk of increased 

complexity and ambiguity in the auditor's decision-making 

environment due to the auditor's inexperience with the 

specific client. Such an environment may affect the 

auditor's assessment of the client's going-concern status, 

which could result in the issuance of a less reliable signal. 

Again, this is likely the result of the auditor's 

unfamiliarity with the client's operation and management. 

In studies that have examined the effect of experience 

on the quality of individual judgments and decisions, a range 

of three to five years has generally been used as a indicator 

of "experience" with respect to a specific task [e.g. 

Frederick and Libby, 1986; Hamilton and Wright, 1982]. Since 

individual auditor experience measures are not available, 

audit tenure was operationalized in this study as the number 

of years the auditing firm has audited the client. This 

information was obtained from Compustat Annual Primary

Supplementary-Tertiary Files .. 

The fourth independent variable is the auditor's 

industry concentration ratio. Bank loan officers appear to 

use industry expertise to assess an auditing firm's 

credibility [Shockley and Holt, 1983]. Industry expertise 

was measured in their study by the auditor's industry market 

share. Thus, it follows that auditing firms with a greater 
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industry market share may issue audit reports with greater 

signaling reliability. 

Auditor and industry information was obtained from 

Compustat Annual Primary-Supplementary-Tertiary Files in 

order to approximate each auditing firm's industry 

concentration ratio, for each time period t in the test 

period. In each industry, based on 2-digit SIC codes, the 

proportion of the specific industry audited by all 

represented auditing firms was compu,ted. Each of these 

measures was multiplied by 100 in order to create an industry 

concentration index. Use of the industry concentration index 

should mitigate statistical problems resulting from small 

percentage variable measures. 

In order to test for a relationship between audit 

technology and the signaling reliability of the going-concern 

audit report, measures of the degree of structure used in the 

audit approach by individual o.udi tors must be available. 

Based on Kinney [1986], prior research studies which examined 

the relationship between audit judgment and audit technology 

(structure) used audit technology scores for each of the "Big 

Eight" accounting firms derived from the firm structure 

ratings obtained from four members of the Auditing Standards 

Board and an executive office technical partner from each 

accounting firm. The scores ranged from 15 for the most 
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structured accounting firms to 3 for the least structured 

firms. 

Kinney's research only provided scores for the "Big 

Eight" accounting firms, therefore, in determining the 

significance of this variable, this study can only include 

companies audited by these accounting firms. As reported in 

Table 3, 14 of the going-concern companies were eliminated 

from the sample because they were audited by firms other than 

"Big Eight". This did not prove to be a significant 

restriction since a review of the data source indicates that 

companies listed on the New York an~ American Stock Exchanges 

tend to use "Big Eight" auditing firms. 

The last variable in the research model, company size, 

served as a surrogate for the auditor's loss function. This 

explanatory variable was measured as the client's total sales 

revenue relative to the aUditing firm's total client base. 

The client's total sales revenue was measured as net sales 

for year t under audit as reported in Compustat Annual 

Primary-Supplementary-Tertiary Files. The auditing firm's 

total client base was measured as the total sales revenues of 

the auditing firm's clients in reporting period t. The total 

sales revenue of each major accounting firm's clients in the 

United States is reported twice a year in Who Audits America. 

Again, due to very small percentage variable measures, each 
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measure was multiplied by 1000 in order to create a relative 

size index. 

In the next chapter, statistical tests used to test the 

research hypotheses are described and the results of these 

tests are reported. 



6.1. Introduction 

CHAPTER VI 

RESEARCH RESULTS 

84 

The results of the tests of the research hypotheses are 

reported in this chapter. Descriptive statistics, univariate 

tests, and simple correlations between explanatory variables 

are presented in the first section of the chapter. This is 

followed by a presentation and discussion of the results of 

the multivariate analysis using a probit model. 

6.2. Descriptive statistics, correlations, and univariate 
tests 

Summaries of the sample observations are presented in 

Tables 4 - 9. Table 4 details the sample composition in 

general. As reported, the study's sample is composed of 55 

companies which failed within twelve months of the date of 

the financial statements on which the auditor issued a going-

concern report and 74 companies did not fail within this same 

time period. Of the 55 companies which failed during the 

designated time period, approximately 40% filed bankruptcy 

and 60% defaulted on debt payments. 

Table 5 provides descriptive statistics on the number 

and percentage of RGCAR and UGCAR companies by year. The 

relationship between the number of RGCAR companies and the 

number of UGCAR companies remained stable throughout the test 



GCAR Companies * 

Failure (RGCAR) Companies ** 
Defaulted on debt payment 

Filed for bankruptcy 

Total 

Nonfailure (UGCAR) Companies *** 

N 

36 

U 

55 

Total 129 

85 

% of Sample 

0.426 

0.574 

Table 4: Sample Composition 

* 

** 

*** 

Going-concern audit report (GCAR) companies are those clients 
that received going-concern audit reports from their auditors 
in reporting period t. 

Failure companies were identified in this study as those 
companies that either defaulted on debt payments or filed 
bankruptcy within one year of the date of the financial 
statements for reporting period t. Thus, the auditor issued 
a reliable going-concern audit report (RGCAR). 

Nonfailing companies were identified as those companies that 
reported no evidence of debt payment default or bankruptcy 
filing within one year of the date of the financial statements 
for reporting period t. Thus, the auditor issued an unreliable 
going-concern audit report (UGCAR). 
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YEAR RGCAR UGCAR TOTAL % of SAMPLE 

1982 7 13 20 .155 

1983 6 7 13 .101 

1984 12 13 25 .194 

1985 10 12 22 .171 

1986 11 13 24 .185 

1987 5 10 15 .116 

1988 4 6 10 .078 

Total 55 74 129 

Table 5: Summary Of Sample Observations By Year 

RGCAR RGCAR companies are those companies that either: 
deiaulted on debt payments or filed bankruptcy 
within one year of the date of the financial 
statements for period t. Thus, the auditor issued a 
reliable going-concern audit report. 

UGCAR UGCAR companies are those companies that reported no 
evidence of debt payment default or bankruptcy 
filing within one year of the date of the financial 
statements for period t. Thus, the auditor issued 
an unreliable going-concern audit report. 
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period. During each year and for the test period overall 

more unreliable going-concern audit reports were issued by 

auditors. Fewer going-concern audit reports were issued to 

New York and American Stock Exchange companies in 1987 and 

1988. This is perhaps due to the overall economic stability 

during those years relative to the early 1980s. 

Table 6 presents the number and percentages of RGCAR and 

UGCAR companies by general industry groupings. The table 

reports that companies in the manufacturing industry tend to 

receive more going-concern audit reports than companies in 

any other reported industry. Although manufacturing 

companies comprise approximately 26% of the total companies 

included in the data sources, they received over 50% of the 

going-concern audi t reports in the sample. In the 

construction and manufacturing industries, a greater 

proportion of UGCAR companies than RGCAR companies were 

reported. On the other hand, retail, transportation, 

communication, and electric, gas, and sanitary services 

companies receiving going-concern audit reports failed more 

often. For the remainder of the industries, there were 

approximately equal proportions of RGCAR and UGCAR companies. 

Table 7 reports descriptive statistics on the number 

and percentages of RGCAR and UGCAR companies audited by each 

of the represented auditing firms in the sample. The sample 

was limited to going-concern companies which were audited by 
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INDUSTRY RGCAR UGCAR TOTAL % of SAMPLE 

Agric. , Forestry, 
Fishing 1 0 1 .008 

Mining 6 7 13 .101 

Construction 1 4 5 .039 

Manufacturing 23 46 69 .535 

Transportation, 
Comrnun. , Elec. , 
Gas & Sanit. Svs. 10 4 14 .109 

Wholesale Trade 4 5 9 .069 

Retail Trade 3 1 4 .031 

Insur. , Real Est. 2 2 4 .031 

Services 4 4 8 .062 

Public Admin. 1 1 2 .015 

Total 55 74 129 

Table 6: Summary Of Sample Observations By Industry 

RGCAR RGCAR companies are those companies that either 
defaulted on debt payments or filed bankruptcy within 
one year of the date of the financial statements for 
reporting period t. Thus, the auditor issued a 
reliable going-concern audit report. 

UGCAR UGCAR companies are those companies that reported no 
evidence of debt payment default or bankruptcy filing 
within one year of the date of the financial 
statements for reporting period t. Thus, the auditor 
issued an unreliable going-concern audit report. 
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FIRM RGCAR* UGCAR* TOTAL % of SAMPLE 

AA 9 (41% ) 13 (59% ) 22 .170 

AY 5 (56% ) 4 (44 %) 9 .070 

CL 4 (22% ) 14 (78%) 18 .147 

EW 8 (53% ) 7 (47% ) 15 .116 

DHS 8 (62%) 5 (38% ) 13 .101 

PM 8 (53% ) 7 (47% ) 15 .116 

PW 6 (32% ) 13 (68% ) 19 .147 

TR 7 (39% ) 11 (61%) 18 .132 

Total 55 74 129 

Table 7: Summary Of Sample Observations By Auditing Firm 

* Number and % of auditor's sample clients as classified as RGCAR 
or UGCAR companies 

AA 

AY 

CL 

EW 

RGCAR 

UGCAR 

Arthur Andersen 

Arthur Young 

Coopers & Lybrand 

Ernst & Whinney 

DHS 

PM 

PW 

TR 

Deloitte, Haskins and Sells 

Peat Marwick 

Price Waterhouse 

Touche Ross 

RGCAR companies are those companies that either 
defaulted on debt payments or filed bankruptcy 
within one year of the date of the financial 
statements for period t. Thus, the auditor issued a 
reliable going-concern audit report. 

UGCAR companies are those companies that reported no 
evidence of debt payment default or bankruptcy 
filing within one year of the date of the financial 
statements for period t. Thus, the auditor issued 
an unreliable going-concern audit report. 
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"Big Eight" auditing firms since Kinney's [1986] research, 

which serves as the basis for the measurement of audit 

structure scores, only provides structure scores for these 

firms. Arthur Andersen audits comprise the greatest 

proportion of the sample with 17%, while Arthur Young with 7% 

had the lowest proportion. 

Based on this sample, Arthur Young, Ernst & Whinney, 

Deloitte, Haskins and Sells, and Peat Marwick issued more 

going-concern audit reports for companies that subsequently 

failed within a year of the date of the financial statements 

than for nonfailing clients. In other words, given that a 

going-concern opinion is issued, these auditing firms tend to 

send more reliable signals of the client's subsequent 

financial status to financial statement users. 

Price Waterhouse, Cooper & Lybrand, Touche Ross, and 

Arthur Andersen issued more going-concern reports to 

nonfailing than companies which subsequently failed. For 

both Touche Ross and Arthur Andersen, the proportion of their 

going-concern reports issued to UGCAR companies was somewhat 

higher than the proportion issued to failing companies. 

However, both Cooper & Lybrand and Price Waterhouse appear to 

issue a much higher proportion of going-concern audit reports 

to nonfailing companies. Thus the results suggests that 

these four firms tend to have lower signaling reliability and 

that the most unstructured firms, Price Waterhouse and 
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Coopers & Lybrand tend to have the lowest signaling 

reliability. 

Table 8 presents mean values of client and auditor 

attribute measures by aUditing firm. The information 

presented focuses on variable differences across audit 

structure. On average, the estimated probability of 

bankruptcy, P(B), tends to be larger for the client's of more 

structured auditing firms. In addition, companies that 

report more subsequent mitigating actions and events tend to 

be audited by the more unstructured firms. Mean variable 

measures such a length of auditor/client tenure, industry 

concentration index, and relative size index did not appear 

to systematically differ across levels of audit structure. 

Table 9 and 10 present a summary of the media 

disclosures reported in Predicast Index of Corporate Events. 

Table 9 presents a general summary of the media disclosures. 

There were 63 reported news announcements which elicited 

positive abnormal stock returns. The majority of these news 

items were reported in the Wall Street Journal. These items 

were classified as "mitigating" news items. Restructurings 

of existing debt contracts and announcements of positive or 

increased quarterly earnings were the most common mitigating 

news announcements with 16 and 21 items respectively. 

There were 74 "nonmitigating" news items. These 

announcements either resulted in negative abnormal price 



FIRM* P (B) MAE TEN CR. SZ 

PM 0.5192 0.1662 6.9483 13.6208 4.589 

DHS 0.5218 0.2286 6.0690 13.8183 4.651 

TR 0.5017 0.2916 5.3994 13.4764 3.327 

AA 0.5102 0.2415 5.1910 14.6420 3.200 

AY 0.4890 0.2168 4.1180 13.0764 4.104 

EW 0.4892 0.2381 6.3824 13.8208 3.882 

PW 0.4681 0.2992 9.0842 15.2401 3.687 

CL 0.4805 0.3568 5.3291 14.8431 4.038 

0.4934 0.2614 6.2983 14.1875 3.882 

Table 8: Mean Client And Auditor Attribute Values By 
Auditing Firm 

* The auditing firms are listed in order from most to least 
structured. The classification was based on scores derived 
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by Kinney [1986) as follows: PM and DHS-15, TR-13, AA-11, AY and 
EW-10, PW and CL-5. 

P(B) Company's estimated probability of bankruptcy 

MAE Subsequent mitigating actions and events 

TEN Length of auditor/client relationship 

CR Proportion of industry audited by the firm 

SZ Company size relative to the firm's total client base 

AA 

AY 

CL 

EW 

Arthur Andersen 

Arthur Youn'g 

Coopers & Lybrand 

Ernst & Whinney 

DHS 

PM 

PW 

TR 

Deloitte, Haskins and Sells 

Peat Marwick 

Price Waterhouse 

Touche Ross 



Announcement of mitigating actions or events: 

New debt financing 8 

Debt restructuring 16 

Disposal of nonoperating assets (including 
subsidiaries) 9 

Reduction in discretionary costs (including 
management compensation) 9 

Reported increase in earnings. 21 

Announcement of nonmitigating events 

Company reported no potentially mitigating 
announcements 

63 

74 

162 * 

Table 9: Incidence Of Subsequent Actions And Events 

* Several companies reported more than one relevant news 
event during the time period 

93 
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NEWS ITEMS RGCAR UGCAR TOTAL 

Mitigating actions or 
events reported 12 51 63 

Nonmitigating actions or 
events reported 41 33 74 

No media announcements 9 16 25 

Total 62 100 162 * 

Table 10: Subsequent Actions And Events For Failing (RGCAR) 
Versus Nonfailing (UGCAR) Companies 

* Several companies reported more than one new item during 
the time period 

RGCAR 

UGCAR 

RGCAR companies are those companies that either 
defaulted on debt payments or filed bankruptcy 
within one year of the date of the financial 
statements for period t. Thus, the auditor issued a 
reliable going-concern audit report. 

UGCAR companies are those companies that reported no 
evidence of debt payment default or bankruptcy 
filing within one year of the date of the financial 
statements for period t. Thus, the auditor issued 
an unreliable going-concern audit report. 
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returns or no abnormal market response. Many of these news 

items reported were repeated "plans" to restructure debt or 

dispose of a segment of the business. Twenty-five companies 

in the sample reported no news items which constituted a 

potentially mitigating action or event. Because several 

companies reported more than one news item, the total number 

of mitigating and nonmitigating news items and companies 

which reported no potentially mitigating news items exceeds 

the sample size of 129. 

Table 10 summarizes the occurrence of subsequent actions 

or events by failing (received a reliable going-concern audit 

report) and nonfailing (received an unreliable going-concern 

audit report) companies. Companies which subsequently failed 

reported fewer mitigating news items than companies which 

subsequently did not fail. The majority of the failing 

companies which did report positive news items were those 

companies which failed to meet scheduled debt payments rather 

than those companies which filed for bankruptcy. 

As reported in Table 11, RGCAR companies appear to have 

a much higher estimated probability of bankruptcy than UGCAR 

companies (.5381 estimated probability of bankruptcy for 

RGCAR companies versus .4601 estimated probability of 

bankruptcy for UGCAR companies). Each company's estimated 

probability of bankruptcy was determined using traditional 

financial ratios and ratio trend measures that have been 
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RGCAR UGCAR ALL REPORTS 
MEAN MEAN MEAN 

VARIABLES (N = 5.5) (N = 74) (N = 129) 

PB 0.5381 0.4601 0.4934 

MAE 0.0714 0.4027 0.2614 

TEN 8.9742 4.3095 6.2983 

CR 12.6482 15.3316 14.1875 

STR 10.9273 9.7761 10.2669 

SZ 7.2268 1. 3961 3.8821 

Table 11: Mean Variable Values For Failing (RGCAR) Versus 
Nonfailing (UGCAR) Companies 

PB 

MAE 

TEN 

CR 

STR 

SZ 

RGCAR 

UGCAR 

Company's estimated probability of bankruptcy 

Subsequent mitigating actions and events 

Length of auditor/client relationship 

Proportion of industry audited by the firm 
(industry concentration index) 

Degree of structure in auditor's audit 
approach 

Company size relative to the auditing firm's 
total client base (relative size index) 

RGCAR companies are those companies that either 
defaulted on debt payments or filed bankruptcy 
within one year of the date of the financial 
statements for period t. Thus, the auditor issued a 
reliable going-concern audit report. 

UGCAR companies are those companies that reported no 
evidence of debt payment default or bankruptcy 
filing within one year of the date of the financial 
statements for period t. Thus, the auditor issued 
an unreliable going-concern audit report. 
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identified in previous research as good predictors of 

bankruptcy.16 (See Table 12 and the discussion below for 

information on ratio values that served as input to the P(B) 

measure. 

The length of the auditor/client relationship was 

included in the model as an indicator of auditor experience. 

The variable was measured as a continuous variable which 

ranged between a minimum of one year and a maximum of 

twenty. 17 As reported in Table 11, the mean tenure score for 

RGCAR companies was 8.9742 years, while the mean tenure score 

for UGCAR companies was 4.3095 years. These results suggest 

that the length of the auditor/client tenure is positively 

associated with the signaling reliability of a going-concern 

report. 

Auditor expertise was also measured by the proportion of 

the client I s industry audited by the specific firm. As 

previously discussed, this explanatory variable was measured 

as the proportion of the client's industry audited by the 

client's auditor in year t, multiplied by 100 to create an 

industry concentration index. Contrary to expectations, 

auditors issuing the reliable going-concern opinions 

16 See Jones [1987] for a discussion of variables traditionally used in 
corporate bankruptcy studies. 
17 Compustat provides corporate data for a maximum of twenty years, 
thus the maximum auditor/client tenure in this study was twenty years. 
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Variable RCGAR UGCAR ALL REPORTS 
MEAN MEAN MEAN 

(N = 55) (N = 74) (N = 129) 

NITA -0.1464 -0.1026 -0.1213 

8NITA -0.1948 -0.1006 -0.1408 

TDTA 0.6936 0.6081 0.6446 

8TDTA +0.2742 +0.1864 +0.2238 

CACL 1.1587 1.3402 1. 2628 

8CACL -0.3682 -0.2992 -0.3286 

SZ 18.5951 17.9432 18.2211 

12: Mean Bankruptcy Prediction Variable Values For 

NITA 

LlNITA 

TDTA 

LlTDTA 

CACL 

LlCACL 

SZ 

RGCAR 

UGCAR 

Failing (RGCAR) Versus Nonfailing (UGCAR) 
Companies 

Net income to total assets 

Change in net income to total assets from 
year t-l to year t 

Total debe to total assets 

Change in total debt to total assets from 
year t-l to year t 

Current assets to current liabilities 

Change in current assets to current 
liabilities from year t-l to year t 

Natural log of sales 

RGCAR companies are those companies that either 
defaulted on debt payments or filed bankruptcy within 
one year of the date of the financial statements for 
period t. Thus, the auditor issued a reliable going
concern audit report. 

UGCAR companies are those companies that reported no 
evidence of debt payment default or bankruptcy filing 
within one year of the date of the financial statements 
for period t. Thus, the auditor issued an unreliable 
going-concern audit report. 
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exhibited less industry expertise on average that those 

issuing the unreliable opinions. 

The statistics presented suggest that RGCAR companies 

tend to be audited by audit firms that use a more structured 

approach in their audit process. 

companies tend to be audited by 

structured in their audit approach. 

Correspondingly, UGCAR 

firms that are less 

The mean audit structure 

score for RGCAR companies is 10.9273, while the mean audit 

structure score for UGCAR companies is,9.7761. 

Client size was measured as the company's total sales 

relative to total sales revenues of the auditor's client 

base. This measure gives an indication of the potential 

losses the auditor faces relative to its total client base. 

These losses can be in terms of lost fees if the client 

switches auditor as a result of the issuance of a going

concern audit report and potential litigation losses if a 

going-concern report is not issued for a cl ient that 

subsequently fails. RGCAR companies constitute a smaller 

proportion of the auditor's total client base than UGCAR 

companies. On average, RGCAR companies represented 0.7226% 

of the auditor's total client base, while UGCAR companies 

represented 0.13396% of their auditor's total client base. 

The data indicate that going-concern reports issued for 

companies which represent a larger proportion of the 

auditor's total client base tend to be more reliable. 
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More media reports of mitigating actions or events were 

reported for UGCAR companies than for RGCAR companies. The 

mitigating action/event variable, (MAE), was measured as a 

dummy variable which was given a value of "1" if the company 

reported only "mitigating" actions or events or if the 

company 

actions 

reported more 

or events and 

"mit igat ing" than "nonmi tigat ing" 

"0" otherwise. While many media 

announcements were found for companies which either defaulted 

on debt payments or filed bankruptcy within twelve months of 

the date of period t financial statements, the majority of 

these announcements were associated with negative unexpected 

security returns. This is likely because RGCAR companies 

tend to be larger and the news sources (e. g. Wall Street 

Journal) may view their events as more newsworthy to the 

investment community. 

The results thus far support the hypotheses that given 

the issuance of a going-concern audit report, auditors tend 

to reliably signal the subsequent failure status of larger 

companies with higher probabilities of bankruptcy. In 

addition, auditors which send a more reliable signal tend to 

follow a more structured audit approach. Unreliable signals 

tend to be associated with smaller companies reporting a 

lower probability of bankruptcy based on financial ratio and 

size data and tend to be audited by firms which follow a less 

structured audit approach. 
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PB TEN CR STR SZ MAE 

PB 1.0000 .0621 -.0098 .1206 .1042 -.3143 

TEN 1. 0000 -.0502 .2009 .0893 -.1047 

CR 1. 0000 -.0621 -.0519 .0841 

STR 1. 0000 .0639 - .1162 

SZ 1.0000 .0413 

MAE 1. 0000 

Table 13: Estimated Correlation Matrix 

PB Company's estimated probability of bankruptcy 

MAE Subsequent mitigating actions and events 

TEN Length of auditor/client relationship 

CR Proportion of industry audited by the firm 
(industry concentration index) 

STR Degree of structure in auditor's audit 
approach 

SZ Company size relative to the auditing firm's 
total client base (relative size index) 

RGCAR RGCAR companies are those companies that either 
defaulted on debt payments or filed bankruptcy 
within one year of the date of the financial 
statements for period t. Thus, the auditor issued a 
reliable going-concern audit report. 

UGCAR UGCAR companies are those companies that reported no 
evidence of debt payment default or bankruptcy 
filing within one year of the date of the financial 
statements for period t. Thus, the auditor issued 
an unreliable going-concern audit report. 
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The financial ratios used in the bankruptcy prediction 

model are net income to total assets (NI/TA), total debt to 

total assets (TD/TA), and current assets to current 

liabilities (CA/CL). These financial ratios are also 

measured in change form, as the change in the ratio value 

from period t-l to period t. Table 12 presents the mean 

values of these measures for both failing (RCGAR) and 

nonfailing (UGCAR) companies. The reported differences in 

mean values are generally in the expected direction to 

support a higher estimated probability of bankruptcy for 

RGCAR companies than for UGCAR companies. 

Table 13 presents an estimated correlation matrix which 

reports no significant correlations between any of the 

explanatory variables. The correlation of -.314 between PB 

and MAE may be viewed as an indication that the two measures 

have a substantial common variance. However, as indicated in 

the following section, both explanatory variables are 

significant in the multivariate tests despite suggestions of 

collinearity. 

6.3. Multivariate analysis 

This section reports the results obtained from using a 

binary choice model, the probit model. The following probit 

model was used to test the research hypotheses in this study: 
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bO + blPBi + b2MAEi + b3TENi + b4CRi + b5STR + b6SZi + e 

where for the ith audit performed 

P(R) = Reliability of the going-concern audit report 

as a signal of subsequent company failure 

PB = Estimated probability of company bankruptcy 

MAE = Subsequent mitigating actions and events 

TEN = Length of the auditor/client relationship 

CR = Proportion of client's industry audited by 

the firm (industry concentration ratio) 

STR = Degree of structure in auditor's audit 

approach 

SZ = Company size (total sales) relative to 

the auditing firm's total client base 

The dependent variable in the model is the 0/1 audit 

report reliability variable, P(R). The variable was given a 

value of "1" if the going-concern company failed within 

twelve months of the date of the financial statements for 

period t. For these companies, the going-concern report 

proved to be a reliable signal of subsequent failure. If the 

company did not provide evidence of debt payment defaults or 

bankruptcy filing wi thin the relevant time period, the 

variable was given a value of "0". For these going-concern 

companies, the audit report was an unreliable signal of the 

company's going-concern status during the next year. 
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6.3.1. Results of tests of the research hypotheses 

Table 14 presents the results of the probit analysis of 

the relationship between the signaling reliability of the 

going-concern audit report and the explanatory variables. 

Intuitiv.ely, as the company's financial information reflects 

greater financial distress, the level of ambiguity related to 

the company's financial situation would be reduced. The 

coefficient on the estimated probability of bankruptcy 

variable, PB, is 44.0264 (Pr > Chi = .0001). This suggests a 

strong positive relationship between a company's estimated 

probability of bankruptcy and its subsequent failure status. 

Although the companies in the sample are all assumed to be 

financially stressed companies, as evidence by the receipt of 

the going-concern report, auditors of those companies with 

lower estimated probabilities of bankruptcy may have been 

faced with a more ambiguous decision-making environment. A 

conservative decision to issue the going-concern report in 

the face of ambiguous indicators of financial stress may 

result in a less reliable signal for financial statement 

users. 

The coefficient for the variable MAE is -1.4286 (Pr > 

Chi = .0034). The results of this study suggest a strong 

negative relationship between the audit report's signaling 

reliability and subsequent mitigating actions and events. 

These results are consistent with the hypothesis that the 



VARIABLE COEFFICIENT C2 

PB 44.0264 26.1304 

MAE -1.4286 8.6431 

TEN 0.3814 1. 8375 

CR -.1887 0.5698 

STR 0.1042 3.6281 

SZ 14.6268 6.8985 

Table 14: Probit Results For Failing (RGCAR) Versus 
Nonfailing (UGCAR) Companies 
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Pr > c 2 

0.0001 * 

0.0034 * 

0.2586 

0.3072 

0.0491 * 

0.2874 

* Variable was found to be significant at p < .05 (I-tail test) 

P (R) 

PB 

MAE 

TEN 

CR 

STR 

SZ 

RGCAR 

UGCAR 

Reliability of the going-concern audit report as a 
signal of subsequent company failure 

Company's estimated probability of bankruptcy 

Subsequent mitigating actions and events 

Length of auditor/client relationship 

Proportion of industry audited by the firm 
(industry concentration ratio) 

Deg~ee of structure in auditor's audit approach 

Company size relative to the firm's total client base 

RGCAR companies are those companies that either 
defaulted on debt payments or filed bankruptcy 
within one year of the date of the financial 
statements for period t. Thus, the auditor issued a 
reliable going-concern audit report. 

UGCAR companies are those companies that reported no 
evidence of debt payment default or bankruptcy 
filing within one year of the date of the financial 
statements for period t. Thus, the auditor issued 
an unreliable going-concern audit report. 
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auditor is not able to reliably assess the company's ex-post 

financial situation due the inability of the auditor to 

foresee these subsequent mitigating actions and events. 

The explanatory variable TEN was used as an indicator of 

auditor experience. It was argued that the auditor may be 

operating in a less ambiguous decision-making environment 

when the auditor is more familiar with the client's 

operations and management as evidenced by the length of the 

auditor/client relationship. Increased familiarity with the 

client may also lead to a tendency not to issue a going-

concern report when necessary. Longer auditor/client 

relationships could impair auditor independence and therefore 

the reliability of the auditor's signal. 

Since only going-concern companies are considered in 

this study, auditor experience with the specific client was 

hypothesized to be positively associated with the report's 

signaling reliability. It was hypothesized that the going

concern audit report issued by an auditor with a longer 

auditor/client tenure would tend to be more reliable than a 

going-concern report issued by the less experienced auditor. 

Although the relationship between the signaling reliability 

of the going-concern audit report and this experience 

variable was not statistically significant, (Pr > Chi = 

.2586), the direction of the relationship is positive as 

expected. 
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The variable CR was included in the model as a surrogate 

for auditor expertise. It was hypothesized that the more 

"expert" an auditing firm is with respect to the client's 

industry, the more reliable the going-concern audit report 

would be. The coefficient for industry concentration ratio 

is -0.1887 (Pr > Chi = .3072). Although the results are 

not statistically significant, the direction of the 

relationship between signaling reliability of the going

concern report and the auditor's industry concentration ratio 

was opposite of that expected. Some may argue that firm 

experience with a given industry does not necessarily mean 

that the particular auditors or engagement partner have the 

same level of expertise. It could also be argued that 

auditing firms may favor a more conservative approach when 

there is increased exposure due to increased industry 

concentration. Both of these factors may have contributed to 

the reported results of this study. 

The relationship between audit structure and the 

signaling reliability of the going-concern audit report is 

significantly positive. The coefficient for STR is -.1042 

(Pr > Chi = .0492). These results confirm the evidence of 

the reported descriptive data and imply that auditing firms 

with a less structured audit approach tend to issue going

concern reports to companies which subsequently do not fail, 

thus sending a less reliable signal. While there were no 
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prior expectat ions with respect to the direction of the 

association between audit firm structure and signaling 

reliability, the reported direction of the relationship 

should be of interest. 

Prior research studies reported conflicting results in 

their analyses of the relationship between audit structure 

and Type I and Type II errors. Contrary to their 

expectations, Mutchler and Williams [1990] found that 

structured auditing firms tend to have higher error rates. 

Their results suggested that the higher the structure level 

for the auditing firm, the less reliable the going-concern 

audit report. The results of Morris and Nichols [1988] and 

Bamber and Snowball [1988] suggested that the lower the 

structure level for the auditing firm, the less reliable the 

going-concern audit report. The research results of this 

study which found that firms with a lower audit structure 

tend to send more reliable signals of the company's provide 

support for the latter. 

The coefficient on the variable SZ is 14.6268 (Pr > Chi 

= .2874). There is not a statistically strong relationship 

between signaling reliability of the going-concern audit 

report and the size of the client, as measured by the 

company's total sales relative to the auditing firm's total 

client base. However, the relationship between size and 

signaling reliability is positive as predicted. These 
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reported results suggest that the going-concern audit 

opinions which are issued to larger companies (relative to 

the auditors' other clients) appear to be more reliable than 

those issued to companies which represent a smaller 

proportion of the firm's total client base. 

As previously discussed, the magnitude of the auditor's 

potential losses will be greater for larger companies, both 

in terms of lost client fees if the client switches auditor 

and potential litigation costs if auditor fails to issue a 

going-concern report to a company which subsequently fails. 

These potential costs may induce the auditor to spend an 

additional ~uantity of time collecting and evaluating data to 

confirm or mitigate his or her doubts, resulting in less 

uncertainty about the company's economic status and thus a 

more reliable signal. 

The final chapter of this dissertation provides a 

summary of the project and discusses implications of the 

results. This is followed by brief suggestions for future 

research. 
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CHAPTER VII 

CONCLUDING REMARKS 

with the issuance of a going-concern audit report, an 

auditor has signaled "substantial doubts" about the continued 

existence of the company. The extent to which financial 

statement users can rely on the auditor's signal, however, 

has not been satisfactorily investigated in the literature. 

The purpose of this study was to explain why auditors issue 

going-concer,n audit reports to companies that subsequently do 

not fail, thus sending what proves to an unreliable signal to 

financial statement users. Identifying the determinants of 

an ex-post reliable or correspondingly, unreliable going

concern audit report should help financial statement users 

better assess the usefulness of the going-concern report. 

While previous research studies have reported 

descriptive statistics of the number and proportion of going

concern audit reports issued to nonfailing companies, little 

evidence has been provided to explain whether these 

situations are merely the auditor'S failure to meet auditing 

standards (failure to perform a quality audit) or unavoidable 

consequences of a dynamic business environment. In order to 

examine the research question, this study tested for evidence 

of a relationship' between several client and auditor 

attributes and the likelihood that the auditor's report is a 
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reliable signal of the company's subsequent going-concern 

status. 

The sample consisted of companies that received going

concern audit reports which were preceded by reporting 

periods in which the company received a "clean" opinion. A 

probi t model was used to examine the effect of the 

explanatory variables which could potentially be used to 

distinguish between companies that fail within a year from 

the date of the financial statements (:eliable going-concern 

audit report) and those that do not fail within that same 

period (unreliable going-concern audit report). 

Three of the independent variables proved to be 

significantly associated with signaling reliability. The 

association between signaling reliability and two of these 

variables was positive. These are the company's estimated 

probability of bankruptcy and the auditing firm's degree of 

audit structure. The results suggest that going-concern 

audit reports issued to companies with higher probabilities 

of bankruptcy appear to be more reliable than those issued to 

less stressed companies. In addition, they suggest that the 

going-concern audit reports issued by auditors with a more 

structured approach appear to be more reliable than those 

issued by firms with a less structured approach. 

It has been suggested that unstructured auditing firms 

are more likely to emphasize the use of individual judgments 
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in the audit process as opposed to specifying the conditions 

under which the auditor is to issue an exception to the 

standard unqualified audit report. The higher proportion of 

unreliable going-concern signals issued by unstructured 

aUditing firms may be the result of increased complexity in 

the decision-making environment due to the lower level of 

structure. On the other hand, some may argue that auditors 

exposed to an unstructured technology tend to develop schema 

better able to deal with more complex situations which could 

contradict these results. 

This research also found a strong inverse relationship 

between the announcement of subsequent mitigating actions and 

events and the reliability of the going-concern audit report. 

The strength of these results suggest that Type I errors 

which occur when the auditor has issued a going-concern 

report for a company that subsequently does not fail, may 

more I ikely be the result of key information that was 

unavailable to the auditor at the time the audit report was 

issued, rather than attributable to audit failure. 

Gi ven that going-concern companies in general are 

financially stressed companies, auditor's may be taking a 

conservative approach, setting a lower probability of 

bankruptcy qualification threshold particularly for certain 

clients. Although the relationship between client size and 

signaling accuracy was not statistically significant, there 
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was a positive relationship between 

Financial statement users should 

the two variables. 

be aware of this 

relationship in determining the usefulness of the "signal" 

that the auditor has sent via the going-concern report. 

The results of examination of the "experience" effect on 

signaling reliability were mixed. Two measures of experience 

were used, auditor/client tenure and the auditor's industry 

concentration ratio. While neither variable was 

significantly associated with signaling reliability of the 

going-concern signal, the signs of the two variables were in 

conf 1 ict . The length of auditor / cl ient relat ionshil-l was 

positively related to the report's signaling reliability 

while the auditor's industry concentration ratio was 

negatively related. 

With respect to future research, three areas seem to be 

of immediate interest given the results of this study. 

First, given the conflicting results, the effect of auditor 

experience in determining the auditor's signaling reliability 

warrants further investigation. In addition, limiting the 

study to going-concern companies tends to ignore important 

"independence" issues. Increased experience with a client 

may contribute to auditor expertise but it may also 

contribute to a lack of independence. While the former 

likely increases signaling reliability, the 

decrease the reliability of an audit report. 

latter may 

Both an 
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expanded sample of audit reports for financially distressed 

companies and alternative measures of auditor experience may 

help determine whether experience is a significant factor in 

signaling reliability. Given that auditor/client information 

is readily available to financial statement users and could 

be used in their own decision models, this relationship 

should be further explored. 

While not an issue examined in the current study, the 

issuance of Statement of Auditing Standards (SAS) No. 59 may 

affect the auditor's approach when examining the validity of 

the going-concern assumption. Although auditors are not 

required to plan audit procedures designed specifically to 

evaluate the client's going-concern status, the explicit 

requirements to evaluate the client's status may encourage 

auditors to commit time to develop models to help them in 

this regard, thereby increasing the report's signaling 

reliability. As data for post -SAS No. 59 going-concern 

companies are available, this issue can and should be more 

thoroughly investigated. 

Finally, it should be noted that client size as measured 

in this study may likely be weak surrogate for the auditor 

loss function which intuitively plays a role in the decision 

to issue a "clean opinion" or going-concern report. To the 

extent that the auditor's opinion decision is influenced by 

the perceived outcome of issuing a modified or clean report, 
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better measures of the auditor's loss function need to be 

developed and tested. 

In concluding, it should be emphasized that the issue 

of the usefulness of the going-concern audit report is still 

not completely understood. Given that the auditing 

profession has assumed the explicit responsibility to 

evaluate the going-concern status of clients, the reliability 

and usefulness of audit reports is an important issue that 

warrants further investigation. 
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