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ABSTRACT 

This study investigates whether the receipt of a modified audit report 

is associated with a reduction in the perceived (by investors) quality of the 

firm's earnings as reflected in its earnings response coefficient (ERC). The 

accounting numbers of a firm receiving a modification to its audit report are 

likely to contain relatively higher measurement error and, hence, be more 

noisy. Furthermore, there is likely to be greater uncertainty regarding the 

production, investment, and financing (PIF) activities of these firms. Both 

of these factors-- noise in accounting earnings and uncertainty in PIF 

activities-- are expected to be negatively related to the market's 

responsiveness to earnings. Therefore, firms receiving modified audit 

reports are expected to exhibit reduced ERCs. Furthermore, firms receiving 

a going concern modified audit report are expected to have more noisy 

accounting numbers and higher uncertainty regarding future PIF activities 

than firms receiving a material uncertainty modified audit report without a 

going concern uncertainty. Accordingly, firms in the former category are 

expected to exhibit a greater decline in their ERCs than firms in the latter 

group. For similar reasons, the firms facing a material uncertainty modified 

audit report will exhibit a sharper decline in their ERCs than firms receiving 

a consistency modified audit report. 

A sample of 677 firms receiving first-time modifications is examined 

over a six year period, the three years prior to a first-time modification 

through the two years following this modification. Descriptive evidence is 

provided that examines market performance, accounting performance, 

leverage position, and accrual management. This evidence suggests that 



firms receiving modifications are performing more poorly, are more 

leveraged than similar firms. Moreover, these firms appear to be engaging 

in earnings management at the time of the modification. The regression 

results indicate that following a modification, a firm's ERe is lower, 

implying increased noise in accounting information. Modifications for 

going concern uncertainties are associated with the largest decline in ERe, 

followed by material uncertainty modifications. No significant decline in 

ERe was observed for consistency modifications. 
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Chapter 1: INTRODUCTION 

A fundamental objective of financial reporting is to provide 

information relt::vant for firm valuation, which, in turn, is a function of the 

firm's future economic prospects. Accounting earnings are generally 

considered to be the most important component of this information set. An 

unresolved question facing the accounting profession relates to the quality 

of reported accounting earnings, i.e. the degree to which reported earnings 

reflect the underlying economic value of the firm. The report of the 

Committee on Basic Auditing Concepts (AICPA 1971, p.28) states t.hat the 

purpose of the opinion or the attest function of the auditor is to provide an 

assessment of "the quality of information being transmitted and [relate it] to 

the user's need or desire to assess the quality of information before making 

use of that information." As part of the assessment of the quality of the 

attested financial information, auditors are required to disclose: 1) situations 

for which there is substantial doubt about the entity's ability to continue as a 

going concern (AICPA 1988b SAS 59); 2) material uncertainties for which the 

outcome cannot be reasonably estimated at the time of issuance of the 

financial statements but which are expected to be resolved at a future date 

(AICPA 1988a SAS 58); and 3) changes in accounting principles for which the 

change is expected to have a material effect on the comparability of the 

company's financial statements (AICPA 1988 SAS 58). 

The purpose of this study, in general, is to examine whether the 

receipt of one or more of the above three categories of modifications to its 

audit report is associated with a reduction in the perceived (by investors) 
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quality of the firm's earnings as reflected in its earnings response coefficient 

(ERC») The author argues that the accounting numbers of a firm receiving 

a qualified opinion (Le. receiving a modification to its audit report) are 

likely to contain relatively higher measurement error and, hence, be more 

noisy. Furthermore, there is likely to be greater uncertainty regarding the 

production, investment, and financing activities of these firms. Holding the 

measurement error (noise) in the accounting numbers constant, the current 

accounting earnings of these firms are expected to be less informative 

regarding their future economic prospects because of the increased 

uncertainty. Both of these factors-- noise in accounting earnings and 

uncertainty in production, investment, and financing activities-- are 

expected to be negatively related to the earnings response. 

Therefore, firms receiving modified audit reports are expected to 

exhibit reduced ERCs. Furthermore, firms receiving a going concern 

modified audit report are expected to have more noisy accounting numbers 

and higher uncertainty regarding future economic prospects than firms 

receiving a material uncertainty modified audit report without a going 

concern uncertainty. Accordingly, firms in the former category are expected 

to exhibit a greater decline in their ERCs than firms in the latter group. For 

similar reasons, the firms facing a material uncertainty modified audit 

report will exhibit a sharper decline in their ERCs than firms receiving a 

consistency modified audit report. 

1 Although other information can be provided in the audit report, such as adverse opinions or 
disclaimers of opinion, this study focuses on the above three categories of modifications to the 
audit report. 
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The results of this study indicate that following a modification, a 

firm's ERC is lower, implying noise in a firm's accounting information is 

greater following a modification. Furthermore, differential declines in ERe 

are noted for each type of modification. Going concern modifications are 

associated with the largest decline, followed by material uncertainty 

modifications. No significant decline in ERC was observed for consistency 

modifications. 

Although a number of prior studies have investigated capital market 

effects of modified audit reports (e.g. Ball et al. 1979; Dodd et al. 1984; Dopuch 

et al. 1986; Elliott 1982; Firth 1978), the current study uses a different 

perspective and provides additional insights. The prior studies argue that 

modified reports signal negative information to the market and focus on 

empirically detecting negative abnormal return at the time the market 

learns of the modified report. The results of these studies are mixed. For 

example, Dopuch et al. (1986) find significant negative abnormal returns 

where as Ball et al. (1979) and Dodd et al. (1984) find no such evidence. 

This study is similar to a recent study (Choi and Jeter 1992), but with 

several distinct features. First, Choi and Jeter (1992) is based on a small 

sample of firms receiving qualifications during the years 1983 through 1986, 

whereas the current study examines modified reports during 1980 through 

1990 and has a total sample five times larger than the previous study. 

Second, the current study presents descriptive evidence of some factors 

leading to increased noise in the accounting numbers of firms receiving 

modified audit reports. Indirect empirical evidence is presented that 

indicates that the accounting numbers of these firms are likely to be 
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relatively more noisy. Third, the current study incorporates the effect of 

other determinants of ERCs directly in the regression model used, whereas 

Choi and Jeter (1992) provide indirect evidence to suggest that their results 

are unlikely to be driven by the other determinants excluded from their 

model. 

This dissertation is organized as follows: The research question is 

developed and background information is provided in Chapter 2. The 

hypotheses are developed in Chapter 3. Chapter 4 contains a description of 

the sampling procedures used as well as sample characteristics. The research 

methods used to test the hypotheses are described in Chapter 5. Chapter 6 

contains the empirical results and Chapter 7 concludes the study in it 

entirety. 
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Chapter 2: RESEARCH QUESTION AND BACKGROUND INFORMATION . 

2.1 Introduction 

This dissertation is an examination of the quality of accounting 

information provided by firms receiving a modified audit report. More 

specifically, it focuses on investors' perceptions of quality of accounting 

information as revealed through their pricing decisions, assuming higher 

quality information is more useful for security valuation. This point is 

discussed in greater detail in section 3.2. Although recent empirical research 

suggests that information other than accounting earnings is useful in 

valuation (Ou and Penman 1989; Lev 1990), this project, like most of the 

contemporary theoretical and empirical research into the accounting 

information/ security return relation, uses accounting earnings as a 

summary measure for information presented in financial statements. Thus, 

the research question of general interest is "How do stock market investors 

respond to accounting earnings for firms receiving a modified audit 

report?" 

The rest of this chapter contains background information about 

modified audit reports (section 2.2), which includes a discussion of the 

regulatory environment for audit reports (section 2.2.1) and a literature 

review of market-based studies of modified audit reports (section 2.2.2); a 

discussion of quality of accounting information (section 2.3); and a review of 

the relation between accounting earnings and security value (section 2.4). 

The relation between quality of accounting earnings and stock prices is 

elaborated in chapter 3 as part of the hypotheses development. Chapter 2 



concludes by stating the specific research question considered in this 

dissertation. 

2.2 Modified audit report 
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This section is divided into two subsections: 2.2.1 Regulation and 2.2.2 

Market-based studies. Section 2.2.1 contains a discussion of the intended 

purpose of the audit report, the different types of audit report modifications, 

and the similarities and differences of these types of modifications. A 

literature review of the empirical studies examining the stock price 

behavior for firms receiving a modified audit report is presented in section 

2.2.2. This discussion includes a brief synopsis of the early event and 

association studies of audit reports, followed by a more detailed discussion 

of a recent study (Choi and Jeter 1992) using the accounting earnings 

framework. 

2.2.1 Regulation 

The report of the Committee on Basic Auditing Concepts (AICPA 

1971, p.28) states that the purpose of the opinion or the attest function of the 

auditor is to provide an assessment of "the quality of information being 

transmitted and (relate it) to the user's need or desire to assess the quality of 

information before making use of that information." As part of the 

assessment of quality of attested financial information, auditors are required 

to disclose: 1) situations for which there is substantial doubt about the 

entity's ability to continue as a going concern (AICPA 1988b SAS 59); 2) 

material uncertainties for which the outcome cannot be reasonably 
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estimated at the time the financial statements are released (AICPA 1988a 

SAS 58); and 3) changes in accounting principles for which the change is 

expected to have a material effect on the comparability of the company's 

financial statements (AICPA 1988a SAS 58). Although other information 

can be provided in the audit report, such as adverse opinions or disclaimers 

of opinion, this dissertation focuses on the above three categories of 

modifications to the audit report. 

Going concern uncertainty 

When considering a going concern modification, auditors should 

report this uncertainty in their audit report when there is "substantial 

doubt" that the entity will be able to continue in existence for a reasonable 

period of time (AICPA 1988b SAS 59). A reasonable period of time is defined 

as not to exceed one year following the release of the financial statements. 

Substantial doubt may include a consideration of these factors identified in 

the standards: 1) negative trends such as recurring losses, working capital 

deficiencies, and negative operative cash flows; 2) other possible financial 

difficulties including default on loan agreements, arrearages in dividends, 

restructuring debt, and difficulties meeting obligations as they come due; 3) 

internal matters (for example labor difficulties, substantial dependence on 

particular project, uneconomic long-term commitments); 4) external 

matters that have occurred, such as legal proceedings, legislation, loss of a 

key franchise, license or patent, loss of principle supplier or customer, and 

uninsured catastrophe. 
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Although a going concern modification is considered very serious, it 

is not reported elsewhere in the financial statements. However, other 

material uncertainties are often reported in the footnotes and possibly in the 

audit report along with the going concern uncertainty (for more detail see 

section 4.3). A going concern modification implies uncertainty over the full 

set of financial statements because it indicates the potential violation of a 

basic assumption upon which the statements are prepared. The usefulness 

of these statements to investors is less than statements prepared with lower 

potential of violating the going concern assumption because the 

information has a lower probability of accurately portraying the realized 

firm value. 

Material uncertainty 

A material uncertainty is a future event (or set of events or 

conditions) that cannot be reasonably estimated at the issuance of the 

financial statements but that ultimately is expected to be resolved and that 

may have a material effect on the interpretation of the financial statement 

by a reasonable user, depending on the outcome (AICPA 1988a SAS 58). 

Although it is management's responsibility to disclose significant 

uncertainties in the footnotes to the financial statements, auditors are 

required in their audit report to include a reference to uncertainties that 

they consider to be of sufficient importance to the interpretation of the 

financial statements by a reasonable user, even if the footnote disclosure is 

adequate (AICPA 1984 SAS 47). The auditor is thus providing an additional 



assessment of the significance of the uncertainty, which is likely to have 

cash flow effects. 
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Material uncertainties indicate uncertainty for a specific item or set of 

items in the financial statements, whereas going concern modifications 

imply broad financial statement uncertainty. If the material uncertainty 

were so great as to effect the entire operations, it could be reported as a going 

concern uncertainty. Thus, material uncertainty modifications that do not 

include going concern uncertainties imply higher potential for or greater 

magnitude of ex-post misstatement of certain elements of the financial 

statements than modifications for going concern uncertainties reasons. 

Most of the financial statements for firms with material uncertainty 

modifications will be of sufficient quality to be useful to investors for 

valuation. 

Consistency 

Auditors are to report changes in accounting principles when the 

change is expected to have a material effect on the inter temporal 

interpretation of the company's financial statements (AICP A 1988a SAS 58). 

Like material uncertainties, consistency changes are also reported elsewhere 

in the financial statements and will only be reported in the audit report if 

the auditor considers the change significant. However, unlike the potential 

from going concern and material uncertainties, consistency changes are 

expected to have trivial cash flow effects. 



-........ . 
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Although the conditions requiring disclosure of each of these 

modifications differ significantly, the potential effects of each must be in the 

opinion of the auditor, of sufficient importance to the interpretation of the 

financial statements that the reader should be alerted. When auditors 

choose not to modify their report (Le. issue a clean or unmodified opinion), 

they are implying that the statements are of satisfactory quality. However, if 

they choose to modify their report and identify specific changes or 

conditions as having the potential to materially affect the interpretation of 

the financial statements, they are indicating lower quality of accounting 

information. Thus, the auditor provides a signal for the users regarding the 

quality of accounting information contained in the financial statements. 

This dissertation examines the inter temporal changes in quality of 

accounting information for firms receiving a modified audit report that 

previously have received clean opinions. Intertemporal research design 

controls for all but general economic and firm-specific factors changing over 

time. Identifying these temporal factors is expected to be easier and more 

complete. Thus, the research question is further refined to: "How does the 

stock market's response to a firm's unexpected accounting earnings change 

over time when that firm receives a modified audit report?" 

2.2.2 Market-based studies 

The Cohen Commission (Commission on Auditor's Responsibility) 

issued a report (AICP A 1978) in which they questioned the usefulness of 
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"subject to" opinions2 and proposed the elimination of these reports, 

arguing that a material uncertainty modification is superfluous if the 

financial statements fully disclosed the existence of the material uncertainty 

elsewhere. Financial statement users expressed strong opposition to this 

proposal, partly because they believed that auditors are privy to inside 

information that is revealed in their opinion (AICPA 1982, 1983). The 

Cohen Commission implicitly assumed that auditors are in no better 

position to make predictions about the outcome of these uncertainties than 

investors; hence, "subject to" opinions provided no new information to the 

investor. This controversial proposal spawned a number of capital market

based empirical studies addressing the usefulness of the audit report. The 

following is a summary of the major studies examining the market's 

response to uncertainties reported in the audit report.3 Appendix A 

contains a summary of the capital markets research discussed below. 

Early empirical research examining the stock price movements for 

firms with modified audit reports assumed the modification signaled 

adverse information to the market and looked for a negative price reaction 

(e.g. Firth 1978; Ball et al. 1979, hereafter BBW; Chow and Rice 1982, 

hereafter CR; Davis 1982; Elliott 1982). Dodd et al. (1984, hereafter DDHL) 

conjectured that auditors have access to non-public information about the 

firm that is revealed in their opinion and is acted upon by the market. 

2 The terminology "subject to" has been replaced by "modified for material uncertainty." 
Both types of audit reports provide similar information but using slightly different 
presentation formats. This paper uses the current terminology but will use "subject to" or 
"qualified opinion" when referring to literature that specifically used either of those terms. 
3 Although some researchers have looked at market responses other than price revisions--for 
example, Alderman (1977) looked at systematic risk-- only studies examining market returns 
are presented in this literature review. 

-



Banks and Kinney (1982, hereafter BK) proposed that a loss contingency 

signaled a reduction in the future cash flows of the firm and, thus, the fair 

market value. 
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The samples used in these studies varied considerably, as did the 

research methodology. Firth (1978) and BWW (1979) examined United 

Kingdom and Australian firms respectively, whereas the others focused on 

U.S. companies. None of the research categorized the modifications into 

similar groupings and all used different sample collection periods. Some 

researchers used control samples (e.g. Firth 1978; BWW 1979; CR 1982; BI< 

1982; Elliott 1982; and Davis 1982), matching one or more of these variables: 

year, size, industry, auditor, sign of unexpected earnings, unexpected 

earnings, and beta. Moreover, the return cumulation periods varied from 

two days (DDHL 1984) to thirteen months (BK 1982). Not surprisingly, the 

evidence failed to document consistent results supporting or refuting a 

negative price reaction to modified audit reports. 

However, the results from all these studies taken as a whole indicate 

that these conditions exist: 1) if a stock price reaction occurs it is a negative 

reaction; 2) the stock price response may begin prior to the release of the 

financial statements with modified audit reports; and 3) the stock price 

reaction differs by type of modification. These observations are useful in 

that they are consistent with a decline in quality of accounting information 

and/ or some market anticipation of the modification. 

This project, like the others already cited, cannot provide conclusive 

evidence regarding the information content of audit reports because of the 

problem of controlling for other information being released at the time of 
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the modification; however, it can provide additional evidence regarding the 

association between modifications and stock market reactions and does 

control for more firm-specific factors than the previous studies mentioned. 

ERCs and modified audit reports 

A recent study (Choi and Jeter 1992, hereafter Cn investigated the 

relation between earnings response coefficients (ERCs)4 and modified 

auditor's opinions. They argued that qualified auditor's opinions are given 

when there is lower quality accounting earnings and that this affects the 

market's assessment of the accounting earnings information system, 

reducing the ERe. In Crs empirical analysis, they compared pre- and post

qualification ERCs for a sample (from 1983-1986) of 58 discretionary 

consistency qualifications and 72 "subject to" qualifications, of which 11 

contained going concern references and 61 did not. The regression model 

used to test their hypothesis included the following independent variables: 

unexpected earnings (Value Line forecast deviations) scaled by one plus the 
o 

annualized three-month Treasury Bill rate and price per share at the 

beginning of the quarter, stock return from the day after the Value Line 

forecast date through two days before the earnIngs announcemen t, and a 

slope dummy variable for post-qualification period where zero is given for 

data belonging to the pre-qualification period and one multiplied by the 

unexpected earnings for quarterly earnings belonging to the post

qualification period. Two-day abnormal returns from the market model 

4 Earnings response coefficient (ERC) is the coefficient from the regression of unexpected 
earnings on abnormal returns and is intended to measure the market's responsiveness to 
earnings. ERC is more fully discussed in section 2.4. 
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was used as the dependent variable. The pre-qualification period included 

the first three quarters of the fiscal year preceding the year of the 

modification and the post-qualification period consisted of the first three 

quarters of the year following the qualification. Summary statistics that 

compared the pre- and post-qualification periods was presented for 

commonly addressed cross-sectional determinants of ERCs (e.g. systematic 

risk, market value-to-book value, size, variability of earnings, persistence of 

earnings). Because most of these factors were not significantly different 

between the two test periods, CJ did not include any of them in their 

regression model, assuming that each firm was acting as its own control. 

They found a significant decrease (alpha<.05) in ERC following consistency 

and "subject to" qualifications without mention of going concern 

uncertainty, but not for the "subject to" qualification with mention of going 

concern uncertainty. They concluded that the results are consistent with a 

hypothesis that audit qualifications are associated with reduced market 

responsiveness to earnings announcements reflecting the market's 

perception of earnings noise or the persistence of earnings, or both. 

Their finding that going concern uncertainties were not associated 

with a decrease in ERC is surprising. It seems that going concern 

uncertainties should be associated with the largest decrease in quality and 

ERC, post-modification.5 Two explanations for this finding are plausible. 

First, CJ have only 11 firms in their sample with going concern 

modifications. It is possible the power of their tests was insufficient to find 

significant results. Second, the market may have anticipated the going 

5 This proposition is developed further in section 3.3. 



concern opinion and consider the quality to be reduced in the pre

modification period as well as the post-period and thus no difference was 

observed. 
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Likewise, the conclusion that the observed post-qualification decrease 

in ERC is a result of changes in the market's perception of earnings noise or 

the persistence of earnings, or both, is suspect. The methodology used in the 

CJ study limits the conclusive power of the study. The lack of significant 

difference in determinants of ERC from the pre- to post-qualification period 

could be the result of small sample size. Thus, their conclusion that these 

factors are not changing over time could be in error. If this is the case, then 

the dummy variable for post-qualification period could be proxing for these 

omitted variables and not quality of accounting information as CJ 

hypothesized. 

This dissertation is similar to the CJ study but with several distinct 

features. First, this dissertation examines a sample of modified audit reports 

more than five times the size of the CJ study. Second, the current study 

presents direct as well as indirect evidence regarding changes in the quality 

of accounting information. The direct evidence consists of an examination 

of discretionary accrual manipulation, whereas the ERe analysis provides 

the indirect evidence. Third, the current study incorporates the effect of 

significant determinants of ERCs directly into the regression model. This 

dissertation makes incremental contributions by providing a more detailed 

description of modified audit reports and the characteristics of firms 

receiving modifications, as well as providing stronger evidence regarding 



changes in the quality of accounting information for firms receiving a 

modified audit report. 

2.3 Quality of accounting information 
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Quality of accounting earnings has been defined as the degree to 

which earnings reflect the underlying economic value of the firm (e.g. 

Titman and Trueman 1986; Holthausen and Verrecchia 1988) where high 

quality earnings imply better predictors of firm value or future cash flows. 6 

It has been analytically represented as the error term associated with the 

earnings/firm value relation. Typically, this error term is assumed to be 

distributed normally with a zero mean and some variance. Thus, the 

variance of the error term for the earnings/firm value relation is often 

defined as quality, where small variances implies high quality information. 

The intuition underlying these models of earnings/firm value is that there 

exists a positive relation between earnings and future cash flows, and also 

between future cash flows and economic value. Contrary to former research 

that focused only on the variance of the error term, in this dissertation both 

the bias and variance of the error term from the earnings/firm value 

relation are considered. 

6 In addition, quality has also been defined as the predictive ability of earnings to infer 
firm's future cash flows (e.g. Lev 1989). If a model is specified for the cash flow/economic 
value relation (for example, the discounted cash flow model), then these two definitions of 
quality can be combined into a two-step model. Because the research question of interest in 
this dissertation focuses on the earnings/return relation, quality is defined as the ability to 
predict firm value recognizing that inherent in that definition is the discounted cash flow 
model. 
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Bias in accounting earnings is systematic increases or decreases in 

income relative to some figure that a disinterested or "accounting 

autonotom" would generate. One common example of bias is management 

manipulation of earnings. Empirical accounting literature contains 

documentation of conditions under which management has apparently 

affected earnings for strategic benefits. Examples of income increasing 

behavior include management attempting to save their jobs during proxy 

contest (Collins and DeAngelo 1990) and firms at or near violation of debt 

covenant restrictions (DeFond and Jiambalvo 1994, hereafter DJ; Cheng and 

Coulombe 1993; Bartov 1993). Income decreasing behavior has been 

observed during regulation disputes (Import tax investigations, Jones 1991) 

and to reduce taxes (Boynton et al. 1992). Income smoothing has been 

observed in the oil and gas industry (Hall 1993) and in general (Bartov 1993). 

The methods used to manipulate earnings have included accrual 

management, allowance for bad debt, timing of the sale of assets, accounting 

method choice, extra-ordinary items, and revenue recognition. DJ (1994) 

report significant abnormal total and working capital accruals for firms 

approaching debt covenant violation. Bartov (1993) reports earnings 

manipulation through the timing of income recognition and from disposal 

of long-lived assets and investments. McNichols et al. (1988) focus 

specifically on examining provision for bad debt as a measure of 

management of discretionary accruals. 

Bias in accounting earnings can be associated with noise for two 

reasons. First, the market may be able to estimate on average the bias for a 
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set of firms but not for specific firms. This uncertainty over firm specific 

bias increases noise in accounting earnings. The second source of additional 

noise in accounting earnings that arises from bias, and specifically the bias 

from discretionary accrual manipulation, relates to the timing of the accrual 

recognition. Eventually, firms will have to recognize these discretionary 

accruals, offsetting the earlier earnings reported. The uncertainty arises 

from the timing of this recognition. 

Noise 

Variance in the error term from the earnings/firm value relation can 

arise from at least two sources: noise from the inherent nature of the 

accounting process, and uncertainty in the firm's future conditions. Noise 

in accounting earnings is the variance of the error term from the 

earnings/firm value relation and can arise from at least two sources: 

uncertainty in the firm's future conditions and the inherent nature of the 

accounting process. The first source discussed is noise in accounting 

information arising from the nature of the accounting process. Accounting 

is inherently noisy because various procedures require estimates of future 

outcomes and these estimates introduce noise. A common example of an 

accounting procedure that creates noise in earnings is depreciation, the 

estimation of the life and residual value of a long-lived asset. Even the best 

estimation will result in variation across firms, generating ex-ante noise. 
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Uncertainty in firm's future 

The second source of variance in the earnings/firm value relation 

discussed arises from uncertainty in the firm's future economic prospects. 

Current earnings for firms that are expected to maintain a stable time-series 

of future cash flows are likely to assist in the estimation of current and 

future cash flows, whereas current earnings for firm with unstable time

series of cash flows are likely to assist in evaluating current cash flows but be 

less informative of future cash flows. Earnings that are less informative of 

future cash flows are less informative of the economic value of the firm, 

given some relation between cash flows and economic value. 

There are two reasons why firms might have large uncertainty in 

their future cash flow time-series. First, firms that are sensitive to changes 

in the economy (i.e. large economic risk) will exhibit large cash flows 

fluctuations in response to changing economic conditions. Given that 

earnings do little to incorporate future economic trends, as economic 

conditions change present earnings will predict future cash flows and 

economic value more poorly. This risk is not fully captured in systematic 

risk, beta, and has been proposed as a cause of the return/ size anomaly 

(Chan et al. 1985). 

Second, earnings are based on current operations. The current 

earnings for firms that change future production, financing, and investing 

activities will not be representative of future earnings and cash flows. If the 

market anticipates changes in operations and prices securities appropriately, 

then current earnings not incorporating anticipated changes in operation 

will be less informative of firm value, and thus lower quality. Warfield and 



Wild (1992) specifically examine accounting income recognition as a 

determinant of earnings' explanatory power for returns. They find that 

earnings and income recognition lag current returns for several future 

periods. 
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In either situation-- economic sensitivity or anticipated shifts in the 

production, investing, and financing activities of the firm when the cash 

flows are expected to vary over time-- unexpected earnings for these firms 

are not expected to continue (or persist) as they would for firms with more 

stable cash flow time-series. Thus, earnings for firms with unstable cash 

flows are useful for developing expectations of current but not future cash 

flows and are less useful than persistent earnings that are useful for 

predicting both current and future cash flows. 

The noise in accounting information from the inherent nature of 

account also feeds back into the uncertainty of a firm's future prospects. 

Noise in accounting information from the accounting process decreases 

investors' ability to predict cash flows from earnings, thus increasing the 

uncertainty of the future cash flows. 

2.4 Accounting earnings and stock returns 

The study of the relation between earnings and stock prices began in 

the late 1960's as an attempt to demonstrate the usefulness of accounting 

information by understanding how security markets interpret earnings in 

the valuation process. Ball and Brown (1968) documented a positive 

relation between the sign of unexpected earnings and the sign of unexpected 

stock returns by cumulating abnormal returns over a number of months for 
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portfolios of stocks whose sign of unexpected earnings differed. Researchers 

then began to consider an ordinal earnings-return relation and found a 

significant relation between unexpected earnings (earnings forecast error) 

and abnormal returns (risk adjusted stock price change) using non

parametric rank correlations (Beaver et al. 1979). 

The underlying assumption in research to this point had been that 

the earnings-return relation was constant over time and across firms; but as 

refinements were made, researchers began to test cross-sectional and 

inter temporal difference in this relation. Some early cross-sectional factors 

examined included size (Ataise 1985), stock market exchange as a proxy of 

size (Grant 1980), predictability of earnings (Pincus 1983), and prior 

information disclosure environment (McNichols and Manegold 1983). 

More recent work has focused on developing a theoretical 

formulation of the earnings-return relation and has led researchers to the 

study of the determinants of ERCs. In this recent literature (e.g. Kormendi 

and Lipe 1987; Collins and Kothari 1989), the ERC is frequently specified as 

the slope coefficient b from the linear regression of unexpected earnings on 

abnormal returns: 

ARt = a + b VEt + Ot (1) 

where 

ARt = abnormal stock return in period t, 

VEt = unexpected earnings in period t (scaled by price), 

Ot = random disturbance term distributed N(O,O'o2). 

The intuition underlying equation 1 assumes that earnings are a 

signal of future cash flows, unexpected accounting earnings cause investors 



to revise their expectations of future cash flows, leading to security price 

changes. This intuition is the underpinning of much of the empirical 

studies examining the earnings/return relation (e.g. Ball and Brown 1968; 

Freeman 1987; Collins and Kothari 1989). 

Numerous cross-sectional and intertemporal factors have been 

identified as theoretically and empirically related to a firm's ERC.7 The 

following is a synopsis of some of results from empirical studies 

documenting relations between ERCs and various factors, some of which 

are likely to be significant for the sample being studied. 
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Using annual stock returns, Collins and Kothari (1989) found both 

cross-sectional and inter temporal variations in earnings response 

coefficient. ERCs varied positively with the firm's growth rate and earnings 

persistence, and negatively with the risk-free interest rate and systematic 

risk. Easton and Zmijewski (1989), using a two-day abnormal return 

cumulation period, also reported a negative relation between firms' 

systematic risk and their ERCs. Lipe (1990) summarized three factors 

associated with cross-sectional variations in ERe: earnings persistence, 

earnings predictability, and firm-specific discount rate. The first two were 

negatively correlated with ERCs while the third was positively correlated. 

Recent work (Biddle and Seow (1991) demonstrated cross-sectional 

differences in ERCs by industry. Other studies found size to be negatively 

correlated with ERC (for summary, see Shevlin and Shores 1994). 

7 For a review of the theoretical and empirical work on the determinants the ERe, see Cho 
and Jung (1991). 
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The following is a brief discussion of how some of the above factors 

were empirically measured and their effect on ERC. Growth is the economic 

conditions that earn above-normal rates of return. Future earnings and 

cash flows are expected to be greater, resulting in larger ERCs. The ratio of 

market to book value of equity has been used as a proxy for growth potential 

of the firm (Collins and Knthari 1989). Earnings persistence is the amount 

of unexpected earnings (or an earnings shock) that is likely to continue in 

the future. For one dollar of unexpected earnings, firms with large 

persistence (Le. the dollar becomes a perpetuity) will have a larger stock 

price response than firms with small persistence (Le. the dollar disappears by 

next period). Persistence has been measured using the parameters from 

ARIMA earnings time-series models. Using the CAPM framework, the 

firm's expected rate of return is a function of its systematic risk, and risk-free 

interest rate. Long-term U.s. Government bond T-Bill rates have been used 

to measure the prevailing risk-free interest rate, whereas beta has been used, 

to measure systematic risk (Collins and Kothari 1989). Lipe (1990) measured 

the predictability of earnings using the variance of the earnings shocks in 

the earnings process. As the variance of the earnings shocks decreases, 

earning predictability increases and earnings information becomes more 

useful in predicting future earnings. Size has been measured as the market 

value of equity and is thought to proxy for other omitted variables, such as 

information environment. Industry has been categorized using SIC 

number. 
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2.5 Summary 

This chapter began by introducing the research topic. It then 

presented a section on modified audit reports including a discussion about 

the regulation governing audit reports and a literature review of the 

market-based empirical studies of firms receiving a modified audit report. 

Quality of accounting information was defined and discussed. Finally, a 

review of the earnings-return relation was presented, including a discussion 

of the determinants of ERC. The balance of this chapter is spent further 

developing the research question, in preparation for the development of 

hypotheses in chapter 3. 

This dissertation focuses on quality of accounting information 

(earnings) and the market's response to different levels of quality. 

Intuitively, the higher the quality of information, the greater the response to 

that information. Conversely, if the quality is low (Le. high degree of 

uncertainty), then the information is not going to change investors' 

expectations for future cash flows because this information is not reliable. A 

formal model of the relation between ERC and quality of an information 

signal is presented in section 3.2. 

As was introduced in section 2.2.1 and will be further developed in 

chapter 3, modifications to audit reports are intended to signal lower quality 

accounting information. Thus, when comparing the financial statements 

issued by a firm when it did not receive a modification to when it did 

receive a modification, the quality of accounting information is expected to 

be lower in the latter state. 
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Combining these two premises, the research question of interest 

becomes: "Are newly modified audit reports associated with changes in 

stock market investors' perceptions of the quality of accounting information 

as revealed through changes in ERC?" 
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Chapter 3: DEVELOPMENT OF HYPOTHESES 

3.1 Introduction 

In this chapter the relation between quality of an in.formation signal, 

such as earnings, and price revisions in response to the signal is 

mathematically modeled. This model (developed in section 3.2) is applied 

to accounting information and stock returns for firms receiving a modified 

audit report. A discussion of quality of accounting earnings for specific types 

of modifications leads to the development of the hypotheses (section 3.3). 

3.2 Model 

The following model, adapted from Holthausen and Verrecchia 

(1988), provides a useful framework for assessing the impact of changes in 

the quality of accounting earnings on the earnings response coefficient. 

Consider a simple, single risky asset economy in which a competitive, risk

neutral market maker establishes the asset price before and after the release 

of information about the asset. This asset provides two dividends, both after 

the market maker has set the second price. The signal, fj , provides 

information about the true dividends, U. Two cases are considered: Case 1 

where the signal provides information about only the first dividend and 

Case 2 where the signal provides information about both the first and 

second dividend. The dividends, 'il, have an ex-ante normal distribution 

with mean, m , and variance, v. The information signal, y , is perturbed by 

noise, e (which is normally distributed with mean b and variance 1'l). 

- - -y = u + e (2) 
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where e - N(b,n ) and U - N(m,v). 

Given no bid-ask spread or private information, the market maker will 

price of the asset when the market opens, pO, and after the first information 

release, pl. Assuming the market-maker is a wealth maximizer, preferring a 

dollar today over a dollar tomorrow, the following prices will be set at each 

period: 

pO = E [171 1 + (l/(l+r» E [172 ], (3) 

pI = E [171 Iy = yl + (l/(l+r» E [U12- Iy = yl (4) 

where r is some appropriate discount rate. 

For Case 1, where the signal provides information about the first 

dividend, and assuming that the second dividend is drawn from the ex-ante 

distribution, then pO and pI are as follows: 

pO = m + (l/(l+r» m, 

p1 = m + v (v + n)-1( y - m - b) + (l/(l+r» m. 

Let 8 represent the price change as a result of the information release. 

8 = p1 - pO = v (v + n)-1(y - m - b), 

= v (v + n)-1(y - m) - b (v )(v + n)-l. 

(5) 

(6) 

(7) 

Applying this model to the accounting environment being examined, 

the risky asset is a firm's stock and the information signal is accounting 

earnings for that firm. Expected earnings are assumed to be equivalent to 

ex-ante expected future cash flows, m at pO. Thus, at pO unexpected earnings 

are (y - m) and abnormal return is 8. From equation 7, the ERC is the ratio 

vI (v + n ). 
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ERC1= V (v + n)-l (8) 

For one dollar of earnings bias, b, the market will reduce unexpected 

earnings by the ratio of the variance of in the future cash flows v, to total 

variance (v + n ) . 

.fuL = - v (v+n ) -1 

ob 
< o. 

Empirically, this is not captured in the ERC but rather in the regression 

model constant. 

(9) 

As the noise in accounting earnings increases, the magnitude of the 

market response to unexpected earnings will decrease, i.e. the ERC will 

decrease. 

oERCl = - v (v+n ) -2 < o. 
on 

(10) 

Intuitively, this model implies that the market will attempt to correct for 

bias in the earnings signal, and price according to the noise in the 

information. The less noise there is, the more valuable the information 

becomes in security valuation. 

Case 1 represents the situation where there is a high degree of 

uncertainty about the future activities of the firm. Today's activities and 

results (earnings) bear little resemblance of what tomorrow's activities and 

results will be. Now consider the case, Case 2, where the first and second 

dividends are expected to be the same, (Le. there is little uncertainty about 

the firm's future). 
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pO = m + (1/(1+r» m (11) 

pI = m + V (V + n)-I( y - m - b). + (1/(1+r» V (v + n)-I( y - m - b) (12) 

/). = V (v + n)-I(y - m - b) + (1/(l+r» V (v + n)-1(y - m - b) 

= (1+1/(1+r»v (v + n)-I(y - m) - (1+1/(1+r» b (v )(v + n)-1 (13) 

ERC2= (1+1/(1+r» v (v + n)-I (14) 

oERC2 = - (1+1/(1+r»v (v+n )-2 

on 
< o. (15) 

Like Case I, Case 2 also implies that the market will attempt to correct for 

bias in the earnings signal, and price according to the signal-to-noise ratio; 

however, in this case there is a multiplier for the carryover of the current 

unexpected earnings into the future period. When comparing the ERC for 

Case 1 with the ERC for Case 2, ERCI is always less than ERC2 if the discount 

rate is less than infinity. This indicates that the ERC for firms with large 

degree of uncertainty in future activities either is a result of changes in 

production, investing, or financing activities or is a result of sensitivity to 

economic changes; it will be less than for those firms with a smaller degree 

of uncertainty in future activities. This is consistent with the earnings 

persistence results from time-series derivations of ERC (Collins and Kothari 

1989). 

In the above model, U and e are assumed to be independent. Given 

that the accounting information and the operations of the firm are 

orchestrated by the same management, it is likely that there would be some 

correlation between U and e. Incorporating correlations into the model 



however, yields ambiguous results that are a function of the correlations 

between 'it and e . 

3.3 Hypotheses 
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As discussed in section 2.2.1, the purpose of the audit report as 

defined by the AICPA (1971) is to present the auditor's opinion about the 

quality of the accounting information contained in the financial statements. 

The auditor is to signal to the reader when the financial statements are of 

reduced quality. From the model developed in the previous section, ERCs 

should be lower when the uncertainty in the information signal is larger, 

implying quality earnings information. Because the quality accounting 

earnings is expected to be less for a firm receiving a modified audit report, 

the ERC for that firm when its audit report is modified should be less as 

compared to the ERC for the same firm (prior to the modification) when the 

audit report is clean. Thus, the first alternative hypothesis is: 

HAl: Ceteris paribus, earnings response coefficients are smaller 
following a first-time8 modified audit report than prior to the 
modification. 

Going concern uncertainty 

The quality of accounting information, in particular accounting 

earnings, is expected to decrease following a going concern modification 

8 The term "first-time" is used loosely in the empirical analysis. It is defined as a modified 
audit report that was preceded by three audit reports that were not modified (i.e .. clean 
audit reports). 
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because of increased uncertainty in the production, investment, and 

financing activities and increased noise from the accounting procedures. In 

addition, income biasing activities are expected to affect the quality of 

accounting information but not the ERe. 

Firms that receive a going concern modification typically have been 

experiencing financial distress. Their recent performance has been poor, 

which provides incentives for management to bias earnings upward. When 

firms are performing poorly, there is increased likelihood of proxy contests; 

empirical research indicates that management increases earnings while 

attempting to thwart proxy contests. (Collins and DeAngelo 1990). 

Moreover, as performance weakens, the potential for debt covenant 

violation increases. To avoid these costs, management has incentives to 

boost earnings. Finally, when earnings are below expected or established 

levels, management who believe in and act to smooth earnings would be 

inclined to boost earnings. 

One the other hand, if there is a change in management, incoming 

executives have incentives to report all the bad news in the first year, thus 

reporting abnormally low earnings allowing for a fresh start from a better 

accounting position (Pourciau 1993). 

It is unlikely that tax considerations playa significant role in 

determining earnings levels for firms receiving a going concern audit 

report, because tax considerations are more important for highly profitable 

firms. These firms are not likely to be profitable and likely not to be paying 

significant taxes. It is unclear if managerial compensation, or regulation 



disputes will affect the biasedness of earnings for firms receiving a going 

concern modification. 
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Bias in earnings would be expected to affect ERCs only if it is 

correlated with unexpected earnings. For a positive correlation between bias 

and unexpected earnings, ERC would be shifted downward if bias is omitted 

from the regression equation. One explanation for positive correlations 

occurs if firms smooth income and the magnitude of unexpected earnings is 

positively correlated with the magnitude of earnings smoothing. However, 

given that firms receiving a going concern modification would most likely 

be boosting earnings, and assuming no systematic association been 

unexpected earnings and earning manipulation, then the bias is expected to 

be captured in the constant term if omitted. 

Noise in accounting earnings is expected to have a more significant 

effect on ERC than bias for firms with going concern audit reports. Going 

concern uncertainties imply the potential for two significant changes 

effecting the predictability of firm value from accounting earnings. First, 

these firms are in dire financial situations and are likely to take drastic 

measures to enhance their positions. These measures could include 

divestment, sale of assets, corporate reorganization, plant closures, layoffs, 

or forced bankruptcy shutdown. In addition to changes in production, it is 

likely that these firms may refinance debt, seek alternative financing, or be 

forced to repay loans. In all, the uncertainty regarding these firms' future 

production, investment, and financing activities increases considerably 

when they are in financial distress serious enough to warrant a going 

concern audit report. As discussed in section 2.3, when there is uncertainty 



in future activities of the firm, current earnings are less informative of 

future cash flows and firm value. 
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A second source of reduced quality of accounting earnings arises from 

accounting procedures. The financial statements are prepared under GAAP 

assuming firms are going concerns; however, when auditors issue going 

concern audit reports, they are indicating that there is significant uncertainty 

as to whether the financial statements should have been prepared under 

another basis. Regardless of uncertainty of future operations, noise from 

uncertainty about the method of preparation of the accounting information 

is greater. 

The above two observations for going concern modification imply 

that the quality of accounting information is reduced when comparing pre

to post-modification financial statements. There is more noise in the 

accounting earnings which would imply lower ERC (see equations 8 and 14). 

The second alternative hypothesis is: 

HA2: Ceteris paribus, earnings response coefficients are smaller 
following first-time going concern modifications than prior to these 
modifica tions. 

Material uncertainty 

Like going concern modifications, material uncertainty modifications, 

under certain circumstances, are expected to be a~sociated~with systematic 

biasing of accounting earnings. Weak performing firms are expected in 

increase earnings, whereas firms under political, tax, or other types of 

scrutiny or with new management are expected to decrease earnings. 



Income smoothing would now be expected to occur in both directions 

because these firms are more likely to have both positive and negative 

unexpected earnings. The effects of income smoothing are expected to be 

greater for material uncertainty modifications than going concern. In 

general, however, firms with material uncertainty modifications are not 

expected to report systematically biased earnings. 
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Like going concern modifications, material uncertainty modified 

audit reports are expected to be associated with increases in noise from 

accounting procedures. However, the increases in noise are expected to be 

isolated to a particular segment of the financial statement. For example, a 

contingent liability (e.g. litigation) affects the liability side of the earnings 

equation. When noise in one element of earnings is increased, the noise in 

the whole also is increased. Thus, ERC is expected to be lower for firms wi th 

material uncertainty modifications. The third alternative hypothesis is: 

RA3: Ceteris paribus, earnings response coefficien ts are smaller 
following first-time material uncertainty modifications than prior to 
these modifications. 

Consistency modification 

Auditors are to issue consistency modifications when the change in 

accounting procedure is expected to materially affect the interpretation of 

the financial statements. The nature of the effect depends on the change in 

procedures. It is likely that auditors would not allow the change in 

procedure if it significantly reduced the quality of the accounting 

information. Thus, the impact is expected to be neutral or positive. 
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However, it is unclear if the financial statement impact of the change in 

accounting procedure will be in the form of bias or noise, and-- if it is bias-

what the sign will be. If the auditor expected no effect, then (s)he would not 

be required to report the change. Thus: 

HA4: Ceteris paribus, earnings response coefficients are different 
following first-time consistency modifications as compared prior to these 
modifications. 

Comparative effects 

Prior empirical literature has documented differential market effects 

based on the type of modification a firm receives. The same is expected for 

ERCs for each opinion type. Because there are more factors increasing the 

noise in earnings for firms with going concern modifications than for firms 

with material uncertainty or consistency modifications, the decline in 

earnings quality (and thus ERe) is expected to be more for going concern 

modifications than material uncertainty or consistency modifications and 

more for material uncertainty modifications than consistency modifications. 

HAS: Ceteris paribus, reduction in earnings response coefficients from 
before the modification to after the modification are larger for going 
concern modifications than material uncertainty and consistency 
modifications. Material uncertainty modifications, in turn, exhibit a 
larger reduction than do consistency modifications. 

3.4 Summary 

In this chapter a basic model was developed that formulates a 

theoretical relation between quality of an information signal and price 

revisions. This model was then used to develop testable predictions. The 
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hypotheses predicted reduced ERCs for firms receiving going concern or 

material uncertainty modified audit reports and a change in ERCs for firms 

receiving a consistency modification. The empirical test that will be 

conducted in chapter 6 compare the ERC in the period prior to the 

modification when the firms received clean audit reports to the period after 

the modification. Differential effects are expected for each of the three types 

of modifications discussed. 
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Chapter 4: SAMPLING PROCEDURES AND SAMPLE CHARACTERISTICS 

4.1 Introduction 

In this chapter the sampling procedures and characteristics of the 

sample are presented. Section 4.2 contains a description of the steps used to 

identify firms receiving modified audit reports and is followed by section 

4.3, which provides particular detail about the nature of audit report 

modifications. A summary of the samples used for testing the hypotheses is 

presented in section 4.4. Characteristics of firms that receive modifications 

are given in section 4.5. The specific characteristics examined are market 

performance (section 4.5.1), accounting performance (section 4.5.2), and 

financial structure (section 4.5.3). These are provided to increase 

understanding of the conditions of this special set of firms. The chapter 

finishes with the direct assessment of quality of accounting information 

provided by the sample of firms with a modified audit report (section 4.6) 

and a summary of the chapter (section 4.7). 

4.2 Sample selection procedures 

A sample of 677 first-time modified audit reports was collected using 

the following selection procedures. 

1. All firms that were listed on both the 1990 Compustat research 
tape and CRSP NYSE/ AMEX daily returns tape during the 
years 1980 through 1990 were identified. 



2. The firms that had audit reports with other than clean9 

opinions as reported by Compustat (data item #149, 
auditor / auditor's opinion) were identified. Compustat uses 
the following classification system: 1- unqualified opinion; 2-
qualified opinion; 3- no opinion; 4- unqualified opinion with 
explanatory languagei 5- adverse opinion. Code 1 was 
considered a clean or unqualified opinion, whereas codes 2-5 
were unqualified or modified opinions. 

3. The annual reports for all firms that received modified 
opinions (codes 2-5) were sought from the University of 
Arizona microfiche files and, when found, were further 
categorized by the nature of the modification.1o 

o 

4. The audit reports that contained first-time modifications, 
defined as a ll.'wdification preceded by three years of clean 
opinions, were selected. 

5. Finally, only the audit reports with modifications of 
consistency, litigation, asset realization, contingent liabilities, 
going concern, or debt covenant uncertainties and which were 
otherwise fairly stated were kept for the final sample.11 
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Table 1 shows the number of firms eliminated at each stage of the selection 

process. 

4.3 Description of audit report modifications 

A more detailed classification of each uncertainty mentioned in the 

audit report was conducted using the following categories: going concern 

9 In this dissertation, the terms clean and unmodified are used synonymously to denote audit 
reports for which there were no reservations or uncertainties expressed by the auditor. 
10 A year-by-year analysis of the success rate for finding audit reports revealed that 
generally 50-60% of the Compustat not clean audit reports were found. Using a 95% confidence 
interval, only the first year, 1980, was statistically significantly different (lower) than the 
other years. 
11 Other types of modifications such as GAAP violations, scope limitations, foreign 
accounting practices, disclaimers, adverse opinions, etc. were eliminated from the final 
sample because of their relatively low frequency and the severity implied by these 
modifications. A more homogeneous sample was desired than the inclusion of these 
modifications would afford. 
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uncertainties, debt covenant violations or near violations, asset realization 

uncertainties, contingent liability uncertainties, litigation uncertainties, and 

modifications due to consistency.12 Although this categorization scheme is 

not the same as the test categorization, it is the foundation for the latter and 

is discussed so the reader will better understand the nature of the 

uncertainties expressed in audit reports. 

To be classified as a going concern uncertainty, the auditor had to 

mention the words "going concern" or question asset recoverability in the 

normal course of business. Most frequently the term "going concern" was 

mentioned, and auditors often documented a rationale for reporting the 

going concern uncertainty by alerting the reader to recent losses and their 

consequences. Moreover, half the modifications containing going concern 

uncertainties also contained references to difficulties with debt conditions 

and a need for refinancing. 

Any report that referred to the occurrence of a debt covenant 

violation having occurred, or potential occurrence if particular 

circumstances materialize, was classified as a debt covenant violation 

uncertainty. Types of violations described in the audit report ranged from 

having missed payments, no funds to meet payments and unsupportive 

lenders, to having violated some technical portion of the covenant and 

lenders who were willing to ignore the violation. Frequently, the auditor 

reported that the firm was seeking to refinance its debt. When the debt 

violations were severe, auditors often added the caveat that refinancing may 

be necessary for the firm to continue in operation as a going concern. 

12 For examples of each see Appendix B. 



Eighty-seven percent of the audit reports mentioning debt covenant 

problems also expressed going concern uncertainties. 
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Although litigation could have been considered a contingent liability, 

it was given its own category because of its relatively high frequency of 

occurrence. Two subcategories were used: single litigation and multiple 

litigation, with the frequency of single litigation being reported twice as 

often as that of multiple litigation. Auditors usually mentioned the status 

of the case, whether it was untried, being tried, or in the appeals process. If it 

was under appeal, the initial settlement was often reported. Other than the 

historical facts of the litigation, outcome projections were rarely presented. 

Asset realization uncertainties were those for which the auditor 

believed there was uncertainty in estimation or collection of a recorded 

asset. Typical examples of these included value of non-operating 

investments, estimated realization on the sale of an asset, outcome for 

projects, accounts receivable carrying value, and tangible or intangible asset 

values. In one third of the cases identified, there were other modifications 

noted along with the asset realization uncertainty, half of which were from 

the combination of going concern and debt covenant uncertainties. 

Contingent liabilities involved uncertainties associated with 

estimates of some future outflow of cash; typical examples included 

regulatory disputes, subsidiaries experiencing difficulties that the firm may 

have to subsidize, tax disputes, uncertainties associated with pension plan 

payments, and costs from discontinued (or discontinuing) operations. 

Similar to the asset realization uncertainties, about one third of the 
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contingent liability cases had other modifications, most frequently litigation 

and/ or going concern uncertainties. 

Changes in accounting practices were identified as modifications 

because of consistency violations and were included only if specifically 

mentioned in the audit report. There were many different accounting 

changes in the sample over the ten years. The simultaneous reporting of 

other uncertainties was less prevalent for consistency modifications than for 

other modifications. 

Table 2 provides a summary of common causes for modification 

within each type of uncertainty. Because some audit reports contained 

references to multiple uncertainties, the total number of firms in the sample 

is less than the sum of the number of uncertainties reported. If an audit 

report contained one type of material uncertainty (a modification for all but 

consistency reasons), 34% of the time it contained at least one other 

uncertainty. Table 3 provides information on the conditional probabilities 

of another modification given one modification. It was most common for 

an audit report to contain both going concern uncertainties and debt related 

uncertainties. The conditional probability of a debt covenant violation 

given a going concern uncertainty and the conditional probability of a going 

concern violation given a debt covenant uncertainty were .53 and .87, 

respectively, which are considerably larger than any other conditional 

probability. 
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4.4 Hypotheses testing samples 

The samples to be used for testing the hypotheses are mutually 

exclusive reconstitution of the above categories. They include: 1) all firms 

for which either a going concern or debt covenant violation was reported, 

GC sample; 2) all firms receiving a material uncertainty modification 

(litigation, asset realization, or contingent liability) and which did not also 

receive a modification for going concern or debt covenant violation reasons, 

MU sample; and 3) all firms that received modified audit reports for 

consistency reasons only, CN sample. 

4.5 Sample characteristics 

In order to understand the motivation of managers and the quality of 

accounting information provided by firms with modifications, the 

economic characteristics of these firms are examined. Three attributes of the 

characteristics of firms receiving a modified opinion were examined: market 

performance, debt condition, and accounting performance. Monthly 

abnormal returns were used to present the market performance of each sub

sample over a six year period- the three years prior to the modification 

through the two years following the modification. The analysis of the 

financial performance (excluding the market performance) and debt 

condition was based on a comparison between the condition of the modified 

sample and a size- and industry-matched sample of firms receiving clean 

opinions for the same year. Annual data was examined over the same six 

year period. 
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4.5.1 Market performance 

Market performance was evaluated by examining monthly abnormal 

returns from the market model using the Scholes-Williams estimation for 

systematic risk. Figure 1 is a plot of cumulative monthly abnormal returns 

over the six year period for each sub-sample type. Data for October 1987 was 

removed to reduce contamination from the market crash of October 1987. 

The market performance of the firms receiving going concern modified 

audit reports appears to be worse than either the material uncertainty or 

consistency modified audit report firms. All three groups report negative 

cumulative return over the period. The decline in performance of the 

going concern sub-sample became more profound two years prior to 

modification. This is consistent with the stock market anticipating the 

modification or the auditor incorporating market performance into his/her 

modification decision model. In addition, these results can be explained 

through an association between deteriorating conditions of these firms and 

modifications, in particular going concerns, and between deteriorating 

conditions and falling market value. It is likely that all three of these 

explanations are valid for these firms to varying degrees. 

4.5.2 Accounting performance 

The accounting performance and financial structure were examined 

as compared to a matched sample of firms. The procedure for collecting the 

matched set of firms was as follows: 

1. All firms listed in both the 1990 Compustat and CRSP databases that 
received an unqualified opinion (code 1) as reported by Compllstat 



data item #149 in the matching year and the two years prior were 
identified. 

2. The firm closest in total assets which also met the primary SIC and 
minimum total asset criteria in the year of the qualification was 
selected. The following selection criteria were used in this order: 

a) 4-digit SIC code match and total assets from 50%-200% of the 
sample firm's total assets; 

b) 3-digit SIC code match and total assets from 50%-200% of the 
sample firm's total assets; 
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c) nearest SIC code that had total assets within reasonable range.13 

Three financial ratios were used to examine the accounting 

performance around the modification: return on equity (ROE), return on 

assets (ROA), and earnings-price ratio (EP).14 Table 4 provides summary 

information for the levels and changes in the three variables for each sub

sample. The ratios have been winsorized at the 99% and 1 % levels. 

The results in Table 4 indicate that companies receiving any 

modification demonstrate lower accounting performance levels at the time· 

13 Only a few cases used selection criteria c. The sample firms were matched on industry and 
size because both attributes have been associated with the levels of some of the accounting 
and market variables to be examined. Matching industry using primary SIC code was selected 
based on convenience and popularity. Although some argue that four digit SIC codes are 
meaningless, the use of four digit (and three digit if four was unavailable) was intended to 
find better matches in industries where there are many firms within the SIC classification. 
Total assets was selected as a measure of size because it is presumed to be more stable in 
difficult economic times than other measures for size, such as net sales or market value of 
equity. A 50% to 200% range around the total assets for the qualified firm was selected as an 
attempt to match grossly on size, while minimizing the number of matches utilizing selection 
criteria c. Most matches were within a considerably closer than this limit. 
14 Return was measured as income before extraordinary items and was scaled by total 
stockholder's equity and total assets, for ROE and ROA respectively. The earnings-price 
ratio was computed as primary earnings per share excluding extraordinary items divided by 
year end closing price. (For Compustat data items, see exhibit 1.) 
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of the modification as compared with a matched set of control firms with 

clean opinions. Furthermore, this difference started to appear two to three 

years before the modification was reported. The going concern sample, Ge, 

demonstrated a more severe decline in economic performance than the 

other two sub-samples. There was no significant difference in accounting 

performance for the consistency sample. 

4.5.3 Financial structure 

The financial structure is examined by looking at the leverage 

position and proximity to covenant constraints. Total debt to total assets 

(TL TA) and long-term debt to total assets (L TT A) are used to examine the 

leverage position. The proximity to covenant constraints is crudely 

measured by current ratio (CACL) and interest coverage ratio (ICOV).15 The 

ratios presented have been winsorized at the 99% and 1 % levels. 

A summary of the levels and changes in the financial structure is in 

Table 5. It indicates that firms receiving modifications are more highly 

leveraged than similar firms with clean audit reports and that the modified 

firms appear to increase leverage at the time of the modification. In 

addition, the going concern sample also reported the highest leverage 

position and the greatest increase in leverage in the year of the modification. 

The current ratio was lower for the modified sample as compared to the 

clean sample indicating that the modified sample could be closer to debt 

covenant constraints. This result is not surprising given the accounting 

15 Without knowing how the debt contracts are written, it is difficult to measure proximity to 
the constraints directly. 
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performance of the modified sample of firms. The difference in the interest 

coverage ratio was only marginally significant for the entire sample in the 

year of the modification. One interesting finding is the consistently lower 

current ratio for firms receiving consistency modifications. 

4.6 Quality of accounting information 

In the next two sub-sections, 4.6.1 and 4.6.2, two direct measures of 

quality of accounting information are examined: noise and bias in 

accounting information. Noise in accounting information is examined 

using post-earnings announcement return variance and bias is examined 

using unexpected accrual levels. Each of these two measures attempt to 

address the quality of accounting information by direct measurement of 

attributes of quality as opposed to the latter reported market tests (see 

Chapter 6 for results). 

4.6.1 Noise in accounting information 

Noise in accounting information was examined by looking at the 

central tendencies of post-earnings announcement return variance over the 

six year period around new (first-time) modifications. The variance in 

market-adjusted daily returns was collected over the nine months following 

the earnings announcement. Differences between the pre-modification and 

post-modification periods were tested. The pre-modification period was 

defined as the three years prior to the year of the modification. The post

modification period was defined as the two years following the 

modification. 
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Variance in the market returns is expected to reflect the market's 

response to new information arriving after the earnings announcement 

that assists investors in reducing the noise in earnings. If earnings are 

noisy, then as new information about "true" earnings (i.e. earnings without 

noise) is revealed, a market response is anticipated; however, if "true" 

earnings are released at the earnings announcement then subsequent 

information would not be expected to be associated with a market response. 

Thus as the market learns of "true" earnings, in this ex-post earnings 

revelation period there is an increased variance of returns for more noisy 

earnings. 

This assumes that the information environment for each firm 

remains constant across the test period. It is likely that this is not the case, 

particularly for the going concern modified firms because the threat of 

failure can act to increase the firm's news-worthiness. If and when this 

change in the information environment occurs is an empirical question for 

future consideration. 

Table 6 presents the central tendencies of the post-earnings 

announcement return variance for each of the six years and t-tests of the 

difference in means comparing the pre- and post-modification periods for 

each type of modification. There is a significant increase in the post

earnings announcement return variance for the entire sample and for the 

going concern sample (alpha<.Ol). A marginal increase is noted for the 

material uncertainty sample (alpha<.10). 
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4.6.2 Bias in accounting information 

Unexpected accruals was used as an empirical proxy for bias in 

accounting information. This measure is expected to capture some 

management manipulation of earnings. There are methods other than 

manipulating discretionary accruals for managing earnings, but this proxy is 

expected to address the accrual source of manipulation. Large, unexpected 

accruals indicate income-increasing activities and bias in accounting 

information. 

Unexpected accruals is measured using the limited model found in 

Jones (1991) and is the difference between a time-series prediction of 

discretionary accruals and actual discretionary accruals reported in the 

financial statements.16 Her model takes the form: 

where: 

TAit 

~REVit 

PPEit 

Ait-l 

= total accruals in year t for firm i; 

= revenues in year t less revenues in year t-1 for firm i; 

= gross property, plant and equipment in year t for firm i; 

= total assets in year t-1 for firm i; 

= error for firm i in year t. 

Total accrual (limited form17) is calculated as the change in non-cash 

working capital before income taxes less depreciation expense and is 

measured as: TAt = [ ~ Current Assetst ~ ~ Cashtl - [~ Current Liabilitiestl -

Depreciation and Amortization Expense, where change is computed 

16 For examples of other empirical studies that use some type of discretionary accrual 
measures, see DeAngelo (1988), Healy (1985), and McNichols and Wilson (1988). 
17 Only the limited form is used in this paper as a method of enhancing data availability. 
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between time t and time t-1.18 The gross property, plant, and equipment 

and changes in revenues are included in the expectations model to coiltrol 

for externally driven changes in non-discretionary accruals. Ordinary least 

squares is used to estimate the parameters of the model, ai, b1i, and b2i. The 

estimation period begins in 1972 and includes all years preceding the 

prediction year. Thus unexpected accrual is defined as the residual from the 

total accruals model: 

UAip = TAipi Aip-1 - ai [1/ Aip-1] + b1i [.1 REVip/ Aip-l] + b2i [PPEip/ Aip-l] 

where: 

p= year index for years included in the prediction period. 

Table 7 presents the central tendencies of the unexpected accrual 

variable for each of the six years and a t-test of difference in means 

comparing the pre- and post-modification periods for each type of 

modification. There was a significant increase in the unexpected accruals for 

the going concern sample (alpha<.Ol) and a marginal decrease for the 

consistency sample (alpha<.10). These results are consistent with income 

increasing behavior in the post-modification period for the going concern 

sample. 

4.7 Summary 

As expected, the summary statistics indicate that the firms in the 

going concern sample are performing more poorly, have higher leverage, 

than their match counterparts. They appear to be income-increasing and 

18 See Jones (1991) for specific Compustat data item numbers. 
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have more noisy accounting information following the report of the going 

concern uncertainty. The material uncertainty and consistency samples did 

not demonstrate such charactei'istics as the going concern sample. 
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Chapter 5: EMPIRICAL METHODS 

5.1 Introduction 

The hypotheses developed in chapter 3, which examine the relation 

between earnings and returns for firms receiving a modified audit report, 

are tested in Chapter 6 by regressing cumulative abnormal returns on 

unexpected earnings and dummy variables intended to capture shifts in 

earnings response coefficients following a newly modified audit report. 

Significant inter temporal and cross-sectional determinants of ERe are 

included in the regression models. In this chapter, the empirical procedures 

used (section 5.2) and definitions of variables (section 5.3) incorporated into 

the regression model are discussed, along with other related empirical issues 

(section 5.5). 

5.2 Regression model 

The earning response coefficient is defined as the slope coefficient 

from the regression of abnormal returns on unexpected earnings. The 

hypotheses tested in the dissertation are tested using pooled cross-sectional 

regressions, with the following general form: 

CARit=ao + bo*UEit + bj"UEit*AudRepi + Ck*UEit*Controlsk + 
dl*Controlsl. 

where: 

CAR = Cumulative Abnormal Returns 

UE = Unexpected earnings 



AudRep = dummy variables for the post-modification period for 1) all 
(PostQ), 2) going concern (PostQGC), 3) modified uncertainty 
(PostQMU), and 4) consistency (PostQCN) opinions 
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Controls = control variables [Interaction controls: systematic risk (Beta), 
growth (Growth), size (Size) and risk-free interest rate (T-Bill); 
Intercept controls: bias (UA), and return over earnings forecast 
horizon (Ret)]. 

The sign and magnitude of bj are used to test hypotheses that ERCs are 

reduced following a newly modified audit report, and that this reduction 

varies by the nature of the modification. Significance is assessed using t

tests on the bj coefficients. Unexpected accruals UA is included as a proxy 

for bias in accounting information and allows the intercept to vary. Return 

over the earnings forecast horizon is included to control for errors-in

variable problem, which js further discussed in section 5.5. The other 

control variables are incorporated as interaction terms, allowing ERCs to 

vary cross-sectionally with factors expected to be important in the earnings

return relation. 

5.3 Definition of variables 

Unexpected earnings 

Unexpected earnings is defined as realized earnings less forecasted 

earnings. In practice, the market's earnings expectations as of the beginning 

of the abnormal return cumulation period is unobservable. A number of 

methods to estimate the expected portion of earnings have been used in 

accounting and finance research. Two of the more common methods of 

developing earnings expectations include 1) using time-series forecasts and 

2) using analysts' forecasts. Brown et al. (1987a) suggest that analysts' 



forecasts, in particular Value Line forecasts, are superior to time-series 

expectations models. These results are not surprising given analysts can 

make use of other information in addition to the historical earnings time

series when developing their forecasts.1 9 
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In this dissertation, analysts' forecasts are used as proxies for expected 

earnings because of their apparent superiority. Firms receiving a modified 

audit report are likely to publicly reveal additional information useful for 

forecasting that can not be incorporated in time-series forecasts. Value Line 

Investment Survey is used as the source of both analysts' forecasts and 

actual reported quarterly earnings per share because this combination has 

empirically produced the smallest absolute forecast error for various 

combinations of four standard sources of analysts forecasts' and realized 

earnings: Value Line Investment Survey, Institutional Brokers Estimate 

System (IBES), Standard & Poor's Earnings Forecaster, and Zacks Investment 

Research (Philbrick and Ricks 1991). 

Unexpected earnings per share for firm i at time t (UEil) is computed 

from the difference between the reported actual earnings per share and 

forecasted earnings per share (both from Value Line), deflated by share price 

at the end of the month for the previous quarterly earnings announcement. 

UEit = (EPSit - FEPSit)/Pi,t-l 

where: 

EPSit = realized earnings per share as first reported in Value Line; 
FEPSit = Value Line's forecast of earnings per share closest to the 

earnings announcement date; 

19 See Brown et al. (1987b) for a theoretical explanation of analysts' superiority in 
forecasting. 
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Pi,t-l = firm i's stock price per share of the end of the third month 
prior to the month in which earnings were announced. 

Forecast errors are deflated by beginning period price because market returns 

are deflated by beginning period price and thus the independent variable 

should be respectively deflated (Christie 1987). 

Cumulative abnormal returns 

Abnormal return is defined as the realized return less expected 

return, which is typically estimated based on a mark~t model approach. The 

return expectation E(Rit) is given as: 

E(Rit) = ait -bitRmt. 

Therefore, abnormal returns for firm i at time t (ARit) are calculated as: 

ARit = Rit - E(Rit) = Rit - ait -bitRmt 

where: 

Rit = dividend adjusted return for firm i on day t; 

Rmt = equal weighted market index on day t; 

ait and bit = the market model parameters obtained from a regression 
of Rit on Rmt over the 250 trading day period ending 60 days 
prior to the earnings announcement date using the Scholes 
and Williams (1977) method of estimation.2o 

The tests are conducted using abnormal returns cumulated over a 

two-day period ending on the day that earnings are announced. A short 

event window was selected because 1) daily data reduces biases in standard 

errors resulting from cross-sectional correlation in returns data (Bernard 

20 Scholes and Williams (1977) show that market model parameters from daily returns are 
biased for thinly traded firms because of nonsychronous trading. Their method mitigates this 
effect. 
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1987); and 2) shOlt cumulation periods reduce noise from other information 

releases, increasing the power of the hypothesis test (Brown and Warner 

1985). 

Post-modification dummy variable 

Dummy variables denoting the modification period (pre or post) tor 

each modification type are also incorporated for the regression model as 

interaction terms and used to test the hypotheses. These variables are given 

a value of 1 if the data is from the two years after the modification year (t>O) 

and 0 if the data is from the three years before the modification (t<O). The 

year of the modification is excluded because of the difficulty in determining 

when the market learns of the modification.21 PostQ is the dummy variable 

for post-modification for the whole sample, whereas PostQopinion denotes 

post-modification period for specific audit report types and is used to 

examine the differential effects of the nature of the audit modification on 

ERCs. So, PostQGC is assigned a value of 1 if the data is from the years 

following a going concern modification, and 0 otherwise. Likewise, 

PostQMU and PostQCN represent dummy variables for the post-modification 

period for material uncertainty and consistency modifications respectively. 

5.4 Potential mitigating and reinforcing effects 

Numerous factors have been demonstrated in the literature to be 

associated with systematic differences in the response coefficient for 

21 Excluding the year of the qualification is also consistent with previous ERC related 
research on a sample of firms with modified audit reports (Choi and Jeter 1992). However, CJ 
looked at only one year on either side of the modification. 
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earnings. Earlier in this paper, specific determinants of ERCs were identified 

and discussed as relevant for incorporating into the empirical analysis. 

Because this dissertation examines inter temporal ERC for firms receiving an 

audit report modification, factors affecting ERCs cross-sectionally that 

change systematically at the time of the modification can act to mitigate or 

reinforce the effects of accounting information quality on the firm's ERC 

and potentially lead to erroneous conclusions. The following cross-sectional 

and intertemporal determinants of ERe are incorporated into the empirical 

model: systematic risk, size (information environment), growth potential, 

and risk-free interest rate. 

Systematic risk is expected to increase over the test period, particularly 

for firms receiving a going concern modified audit report (less so for the 

other types of opinions). This can occur if firms increase their leverage 

position or change operations. Thus systematic risk is included to avoid 

potentially confounding effects on the tests of ERC changes. Systematic risk 

is measured as Scholes and Williams (1977) beta and is computed for each 

quarter using daily returns for 120 days prior to the event window. 

Cross-sectional differences in a firm's information environment is 

expected, with larger firms having more information available. It is possible 

that following a modification, firms become more "newsworthy" and thus 

there may be more information available to investors. This represents an 

empirical problem because size is the typically proxy for cross-sectional 

differences in firms' information environment, and the common measures 

of size are not likely to capture changes in the information environment for 

these firms. Using total assets as a measure of size will capture cross-
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sectional differences but not intertemporal, whereas size as measured 

market value of equity is declining-- particularly for going concern firms-

and likely to be unstable over this period. Neither of these two measures of 

size is a good proxy for changes in the information environment. However, 

the log of total assets (from annual data22) is incorporated into the regression 

model to capture size related factors. 

The growth potential for firms receiving going concern modifications 

is expected to be small. If it had been larger, the likelihood of the going 

concern modification would be lower. It is unclear if growth potential for 

going concern or other types of modifications changes at the time of the 

modification. However, cross-sectional differences are expected. The 

market-to-book value of equity is used as a proxy for growth potential. 

Growth and size are computed for each year of the analysis from annual 

data in an attempt to reduce noise from quarterly unaudited information. 

The analysis extends over a number of years, which vary by firm. 

Thus, the risk-free interest rate effective at the time of the earnings 

announcement will also vary by firm and over time. However, it is not 

expected to vary systematically from the pre- to post-modification period. 

Failing to incorporate risk-free interest rate into the regression model adds 

noise to the empirical analysis. To increase the power of the test, the risk

free interest rate is incorporated into the model. The risk free interest rate 

used is the annualized three-month Treasury Bill rate (in the month of the 

quarterly earnings announcement) obtained from the Annual Statistical 

Digest published by the Board of Governors of the Federal Reserve System. 

22 Annual data is used for size and growth variables because it is expected to be more stable. 
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5.5 Other empirical issues 

In theory, the correct size of return window should depend on the 

information (in this case, earnings) being examined. A short window is 

preferable if a large portion of uncertainty about the current period's 

earnings is resolved at the time of the earnings announcement. However, a 

long window is preferable when the uncertainty about current period 

earnings is resolved gradually over an extended period of time. Short 

windows assume that the earnings expectations are conditioned on 

information up to the start of the event window, which is generally not the 

case that results in a mismatch between the condition information set for 

earnings forecasts and returns. Thus, an errors-in-variable problem 

(Maddala 1977) is created, which results in the measured response coefficient 

being biased toward zero and an inefficient estimation of the "true" 

response coefficient.23 Longer return windows, however, are likely to be 

contaminated by the effects of other information on the return. This is 

particularly a problem for large firms that have rich predisc10sure 

information environments (Atiase 1985). To mitigate this errors-in-variable 

problem, the return for firm i over the period from the day after the 

analysts' earnings forecast up to the beginning of the cumulation period 

(two days before the quarterly earnings announcement) is incorporated into 

the regression model. This variable is thought to be correlated with the 

23 Brown et al. (1987a) provide a detailed discussion of the measurement error for unexpected 
earnings proxies. 
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unexpected earnings forecast error and not with the dependent variables. It 

was popularized by Easton and Zmijewski (1989). 

As discussed earlier, bias in accounting information, if correlated with 

unexpected earnings, can reduce the earnings response coefficients. To 

control for bias in accounting information, the variable unexpected accruals 

(as previously described in section 4.5.5) is incorporated into the model. 

Confounding effects from earnings manipulation through the timing of the 

sale of assets are mitigated by using Value Line earnings per share, which 

excludes extraordinary items. 

Using quarterly data creates a second problem when addressing the 

quality of accounting information. Fourth quarter earnings are typically 

audited, whereas the first three quarters are not. If the auditor adds value to 

society, then the fourth quarter earnings should be higher in quality [an 

argument presented by Kross and Schroeder (1988)]. Choi and Jeter (1991) 

exclude fourth quarter data to mitigate this problem. In this study, a 

dummy variable, Q4, is incorporated to address this issue. Q4 is measured as 

1 if data is from the fourth quarter and 0 otherwise. It is included in the 

regression model as an interaction term. 

The sample collected spans the years 1980 through 1990. Over that 

period, there was a significant addition to the auditing standards, the 

"Expectation Gap" standards, that took effect January 1, 1988. These 

standards addressed both the form and content of the audit report. Prior to 
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the release of these standards, auditors were required to consider the going 

concern status of a firm only if in the natural course of the audit evidence 

surfaced that contradicted the going concern assumption. The new 

standards require auditors to explicitly consider the going concern 

assumption on all audit engagements and would be expected to have an 

effect on the nature of going concern modifications if, prior to the 

pronouncement, auditors were not considering the going concern 

assumption for all engagements and, if following the new regulation, 

additional information was gathered and incorporated in to their decision to 

report such uncertainties. Another standard changed the language and 

form of the audit report. It is questionable whether or not there is 

differential inform~ion content in these audit reports. Generally, it is 

thought that the reports changed in form but not content. To address these 

two standard changes, a dummy variable for the post-expectation gap period, 

Post88, and a dummy variable for post-expectation gap period for going 

concern opinions, Post88*GC, are incorporated into the model as interaction 

terms. The variable Post88 is given the value 1 if data if from 1988 or 

beyond and 0 otherwise; Post88*GC given the value 1 if data is for going 

concern modifications from 1988 or beyond and 0 otherwise. 

5.6 Summary 

This chapter contains a discussion of the empirical research design 

choices made to test the hypotheses. The results of these tests are found in 

the next chapter. 



Chapter 6: EMPIRICAL RESULTS 

6.1 Introduction 

In this chapter the descriptive statistics, tests of hypotheses, and 

sensitivity analysis are presented in sections 6.2, 6.3 and 6.4, respectively. 

6.2 Descriptive statistics 
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Table 8 presents the central tendencies of key cross-sectional variables. 

In Panel A of Table 8, the raw data for all firms for all years indicates a 

potential problem with outliers. The maximum and minimum 

observations are each over five standard deviations away from the mean. 

To reduce the impact of outliers on the analysis, all variables used in the 

regression model (except T-Bill) are winsorized at the 99th and 1st percentile 

levels and reported in Panel B of Table 8.24 After winsorizing the data, the 

standard deviations dropped by a factor of nine or more for earnings forecast 

error (EFE), unexpected earnings (UE), market-to-book value of equity 

(Growth), and return over the period from the Value Line earnings forecast 

to the earnings announcement (Ret), indicating that the outlying two 

percent of the data was generating a large proportion of the total variance for 

these variables. Moreover, for each variable the winsorized mean is closer 

to its median value, suggesting a more symmetrical distribution . 
.. 

Table 9 contains mean, median, and standard deviations for the cross-

sectional regression data, for the pre- and post-modifications periods. The t-

24 The regressions were also evaluated using the raw data and data with outliers removed. 
The results with the raw data are weaker but in the same general direction, whereas the 
results with the outliers removed are similar to the winsorized data results. 
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statistic is provided for testing equality of means between the pre- and post

modification periods. The table is broken down into Panels A, B, C, and D, 

which contain data for the full, going concern, material uncertainty, and 

consistency samples respectively. This table is provided for identification of 

cross-sectional variables that systematically change from the pre- to post

modification periods, indicating the need for inclusion in the regression 

models. 

The means and medians for cumulative abnormal returns, earnings 

forecast error, and unexpected earnings (earnings forecast error scaled by 

beginning period price) tend to be negative (as observed in Tables 8 and 9). 

This tendency is consistent with firms that are experiencing difficulties and 

unable to meet market expectations. CJ (1992) report -0.0860 average Value 

Line quarterly earnings forecast error for their sample. 

The mean and median systematic risk is .911 and .902 respectively 

(Table 8). This value is lower than the market average of 1.0, but is 

consistent with the systematic risk reported in CJ (average beta for all firms 

for both periods is 0.8157). There is a significant decrease in beta from the 

pre-modification to the post-modification periods for each type of 

modification (Table 9 Panels A-D). This observation is surprising given the 

production, investment, and financing conditions of these firms. However, 

it can be explained if investors are looking more toward firm-specific events 

for pricing and less toward the market conditions. In other words, the stock 

price for these firms may have become more sensitive to firm-specific 

events than to macro-economic conditions. 
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Size is measured as the log of total assets and declined significantly 

from the pre- to post-modification periods for the full sample, going 

concern, and material uncertainty subsamples, but not for the consistency 

subsample (Table 9). There are a number of potential explanations for a 

decrease in total assets (i.e. sale of assets, write-down of assets, down-sizing 

operations). 

The average ratio of the market value of equity to the book value of 

equity (Growth) is 1.636 (Table 8), which is consistent with CJ average of 

1.410. However, unlike CJ a significant declined in market to book value of 

equity is observed for each subsample except material uncertainty 

modifications (Table 9). The observed change in growth is not surprising 

given the decline in market returns observed over the six year period and 

reported in section 4.5.1, market performance. Thus, it is important to 

include growth in the regression models, as well as systematic risk and size 

because these factors appear to systematically decrease from the pre- to the 

post-modification periods and, if omitted, the ERC for the post-modification 

dummy variable could be absorbing the effects of these variables. 

The results reported in Table 9 are in conflict with those reported in 

Tables 2 and 3 for the CJ study. In this study, significant decline in beta, size, 

and growth are observed from the pre- to post-modifications periods, 

whereas CJ report no significant changes in these variables. Two 

explanations are put forth for these differences. First, CJ used a much 

smaller sample size and may not have been able to detect changes because of 
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limited power of their tests. They report a decrease in beta,25 but increases in 

size26 (market value of equity) and market to book value of equity.27 

Alternatively, CJ compared the year before the modification to the year 

following the modification. In this dissertation, three years before the 

modification is compared to two years after the modification. The difference 

in results could be driven by the difference in observation periods. One 

would expect to see more dramatic changes when comparing the year (t-3) to 

the year (t+ 2). 

Summary statistics for the annualized three-month Treasury Bill rate 

are presented in Table 10. The average of twelve month's annualized 

return ranged from a low of 4.20 in 1992 to a high of 13.79. There was an 

increasing trend peaking in 1981 that was followed by a general decline with 

a minor increase in the late 80's. For each sample year, the mean pre-period 

T-Bill rate is compared to the post-period T-Bill rate, and tested using t

statistic for equality of means. For example, the 1980 average pre-period 

T-Bill rate is computed from 1977 to 1979 data and is compared to the 

average post-period T-Bill rate computed from 1981-1982 data. The results 

in Table 10 indicate that for all but three years there were significant changes 

in the T-Bill rate. Most of these changes (all but the first year) were 

significant decreases because of a downward trend in interest rates. Because 

25 C] (1992) measure systematic risk as the market model beta estimated by regressing 200 
daily return preceding each two-day event period on the CRSP value-weighted market return 
and find average pre- and post-qualification betas of 0.8325 and 0.7990 respectively. 
26 Size is measured by market value of equity and reported as 1035.367 and 1127.204 for the 
pre- and post-qualification periods. 
27 Market-to-book value of equity reported in the pre-qualification period was 1.349 and in 
the post-qualification period was 1.471. 
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systematic changes in the T-Bill rate are observed, it is important to include 

this variable in the regression model. 

Pearson correlation coefficients between key variables to be used in 

the regression analysis are displayed in Table 9, for each type of 

modification. Most of the correlations are low in absolute magnitude. Size 

tended to show the greatest magnitude of correlation, particularly with beta 

(r=.23); therefore, size will be examined for its effect on ERCs in the 

regression models. Correlations among the variables are similar for each of 

the different modification types. Because of the low correlations between 

variables, multicollinearity is not expected to be a significant problem in the 

regressions to follow. 

6.3 Tests of Hypotheses 

Hypothesis 1 

In Hypothesis 1 it is argued that, ceteris paribus, quality of accounting 

information decreases after a new modification, which implies that earnings 

response coefficients will decrease. The hypothesis is tested by using a 

pooled time-series, cross-sectional regression of unexpected earnings (VE), 

post-modification dummy variable (PostQ), and control variables on 

cumulative abnormal returns (CAR); the hypothesis is reported in Table 12. 

Modell does not contain any control variables. Model 2 incorporates 

systematic risk, size, growth, and T-Bill as interaction terms and earnings 

forecast horizon returns. Model 3 includes the same control variables as 

Model 2 but with the addition of unexpected accruals as a measure of bias in 



accounting information. It is presented as an intercept term. In Model 4, 

the unexpected accruals is incorporated as an interaction term instead. In 

each model, the coefficient on UE*PostQ variable allows the earnings 

response coefficient to shift for all types of modifications. 
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The coefficient on unexpected earnings (VE) is positive and 

significant in all the regressions, as predicted by the theory and documented 

by previous researchers. Its magnitude ranges from 2.008 to 4.591. These 

values are considerably higher than Crs highest estimate of 0.4343 and 

higher than the average obtained by Brown et al. (1987 Table 3),0.446 for 

small firms cumulating abnormal returns over the forty days up to the 

quarterly announcement. CJ deflated their two-day unexpected earnings by 

one plus the annualized three-month Treasury Bill rate expiring the firm's 

next fiscal quarter end and the firm's beginning of the quarter price. In this 

study, unexpected earnings are deflated by the beginning of the quarter stock 

price only. The ERCs reported in Kormendi and Lipe (1987) (mean annual 

coefficient of 3.38 using ARIMA (2,1,0) time-series as earnings forecasts) are 

more consistent with the ERCs found in this study. 

The slope dummy for post-modification period is negative and 

significant (p < .001) in all four regression models, strongly supporting HI. 

ERCs decline from about 4.0 before the modification to about 1.6 after the 

modification, or by about 60%. This decrease is consistent with the 

argument that prior to a modification, earnings quality is better than after a 

modification. 

The earnings response coefficient results are unaffected by the 

inclusion of systematic risk, size, growth, risk-free interest rate, earnings 
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forecast horizon returns, and bias in accounting information, however, the 

intercept is affected. Without the control variables, the intercept is negative 

(-0.049) and significant at p < .01. When the control variables are included, 

the intercept becomes positive (1.7) and significant at p < .05. The 

coefficients on the control variables, systematic risk,28 size, growth, and bias 

in accounting information, are not significant. The only control variable 

predicted to affect ERCs that was significant was the T-Bill rate. Because bias 

in accounting information, as measured using abnormal accruals, was not 

significant as either a slope or intercept variable, it was discontinued as a 

control variable for the subsequent regression models. 

Hypothesis 2 

Hypothesis 2 predicts, ceteris paribus, that earnings response 

coefficients will be lower following a new going concern modification. Data 

testing this hypothesis is presented in Table 13, Models 1-4. Regression 

Models 1 and 2 include two dummy variables that allow the slope to vary; 

one for all modification types (PostQ) and another for the incremen tal 

effects of the going concern modification (PostQGC). Each of these 

regressions uses the full dataset that includes all the types of modification. 

Model 2 incorporates control variables in the regressions whereas Modell 

does not. The coefficient on the post-going concern modification dummy 

variable is one test of hypothesis 2, because it provides evidence about the 

changes in ERC above and beyond the average for all modification types. 

28 Easton and Zmijewski (1989) also find little evidence of a relation between systematic risk 
and earnings response coefficients. Collins and Kothari (1989) document a negative relation, 
but their results are based on reverse regressions on raw returns. 
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As expected, the coefficient on the unexpected earnings variable is 

positive, significant at p < .01, and about the same magnitude as the 

regressions without the slope variable for post-going concern modifications. 

Likewise, the average change in ERe post-modification is significant, about 

. the same magnitude and, as predicted, negative. The incremental decline in 

ERe post-modification for going concern uncertainties is negative (further 

decline of about -1.6 or 25%) and significant (p < .01), supporting H2. Like 

the results presented in Table 12, the only significant control variables are 

risk-free interest and earnings forecast horizon return. The intercept is 

positively significant with the control variables and negatively significant 

without them. 

As an alternative test of hypothesis 2, the same regressions are 

presented for the going concern sample alone. The results are reported in 

Models 3 and 4. Like Models 1 and 2 in Table 13, significant (p < .01) 

decreases in ERe are observed following the going concern modification. 

The coefficients for both unexpected earnings and the slope dummy variable 

for post-modification are similar in magnitude. 

All four of these regression strongly support lower ERCs for post

going concern modifications as predicted by HA2. 

Hypothesis 3 

The third hypothesis predicts that following a material uncertainty 

modification, a firm's ERe will be reduced, all things equal. This hypothesis 

is tested by regressing unexpected earnings, post-material uncertainty 

modification slope dummy variable, on abnormal return, with and without 
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control variables, using only the material uncertainty subsample. The 

results for these two regressions are reported in Table 14, Models 2 and 1 

respectively. Like the previous regressions, the coefficient on unexpected 

earnings is positive, significant (p < .05), and about 3.5 in magnitude. In 

addition, the coefficient on the post-material uncertainty modification slope 

dummy variable is also negative and significant. However, the level of 

significant is lower (p < .05). Whereas the magnitude on the slope 

coefficients for the going concern subsample were -2.543 and -2.508 for 

Models 3 and 4 from Table 13, the magnitude on the slope coefficients for 

the material uncertainty subsample are -2.142 and -2.048 for Models 1 and 2 

from Table 14. 

The results support the alternative hypothesis HA3 that following a 

material uncertainty modification there is a decline in ERe. 

Hypothesis 4 

In hypothesis 4, it is argued that ERCs will change following a 

consistency modification because, in the auditor's opinion, the change in 

accounting procedure had a significant impact on the comparability of the 

financial statements. This hypothesis is examined in a similar fashion to 

hypothesis 3; the ERC for a sample of only consistency modifications is 

examined pre- and post-modification, with and without control variables. 

The results from the regression without control variables are reported in 

Table 14 Model 3, and with control variables, in Table 14 Model 4. The 

results from these regressions imply a significant (p > .01) positive relation 

between unexpected earnings and abnormal returns. The slope variable for 
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post-consistency modification ERC is not significant in either model (with 

and without control variables). The only control variable that is significant 

(p > .01) is return over the earnings forecast horizon. 

The results from the two models do not reject the null hypothesis 

HN4 that there is no difference between pre- and post-modification ERCs for 

consistency modifications. Thus, the alternative hypothesis 4 is not 

supported. One reason for lack of support for this hypothesis is that some 

changes in accounting procedures may increase post-modification ERCs, 

whereas others may decrease post-modification ERCs. If these two types of 

changes are combined, an overall effect may be obscured. Another reason 

for lack of support for this hypothesis is that the financial statement effect 

the auditor is signaling may be related to changes in the bias of accounting 

information which would effect the intercept of the regression and not the 

slope as tested. 

Hypothesis 5 

The fifth and final hypothesis examined in this dissertation looks at 

the comparative intertemporal changes in ERC between different 

modification types. The post-modification decline in ERC is expected to be 

greatest for going concern modifications, followed by material uncertainty 

modifications, and smallest for consistency modifications. Results from 

four regression models are presented in Table 15. Model 1 is used as a basis 

for comparison and contains unexpected earnings and the control variables 

as independent variables. The results in Model 1 show an average ERC, pre 

and post-modification for all types of modifications of 2.0, whereas Model 2 
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Table 12 show an average pre-modification ERC of 4.0 and an average post

modification ERC of 1.856. Model 4 Table 15 shows post-modification ERC 

to be 1.4 for going concern uncertainties, 2.1 for material uncertainties, and 

3.1 for consistency modifications. The sign and magnitude of these post

modifications ERCs are as predicted in hypothesis 5. The levels of 

significance of each of these post-modification variables follows the same 

pattern as the levels of the coefficients. The post-going concern 

modification ERC is the most highly significant at p < .0001. The post

material uncertainty modification ERC is significant (p = .0023) but not as 

significant as the going concern ERC. Finally, the post-consistency 

modification ERC is not significant (p =.155). 

Panels A through F of Table 15 provide tests for the statistical 

significance of the coefficients on the post-modification variable. Panels A 

and C of Table 15 respectively present evidence that the post-modification 

ERC for going concern and consistency modification!) are significantly 

(p<.OOI) lower than for the other types of modifications combined. Panel B 

of Table 15 does not provide evidence of a significant difference between the 

post-modification ERC for material uncertainty modifications and the other 

modifications (going concern and consistency) combined. Panel D suggests 

that the post-modification ERC for going concern modifications is 

significantly (p< .05) less than the post-modification ERC for material 

uncertainty modifications. Likewise, Panel E suggests that the post

modifications ERC for material uncertainty modifications is significantly 

(p< .05) less than the post-modification ERC for consistency modifications. 

A significance of p < .001 was observed for the difference of the coefficients 
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between the ERC for going concern and consist~ncy modifications in Panel 

F. 

These F-tests support hypothesis 5 that there is a differential post

modification ERC exists between the different types of modifications. 

6.4 Sensitivity analysis 

In 1988 new regulations governing audit reporting took effect. 

Among other things, these new SASs addressed audit reports and going 

concern uncertainties. To examine what if any effect these SASs have on 

ERCs, interaction dummy variables for earnings reported after 1988 (Post88), 

and for earnings reported after 1988 for going concern uncertainty 

modifications (Post88*GC) were incorporated individually in the regression 

models that include dummy variables for the post-modification period for 

each type of modifications.29 The respective results are reported in Models 1 

and 2 of Table 16. Neither of the coefficients on these two variables were 

significant, indicating that no significant change in ERC could be found. 

This evidence supports the argument that the expectation gap SAS dealing 

with the audit report and going concern uncertainties affected the form but 

not the content of audit reports. However, this evidence is limited by the 

fact that it only addresses investors' uses of the audit report; significant 

changes in the actions of other users of these financial statements would 

imply substantive SAS changes. 

29 No differential effect for the other types of modifications is expected as a result of the 
"Expectation Gap" SASs, and thus dummy variables for the other opinions are not examined. 
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Differences in the quality of accounting information between the 

fourth quarter and the other three quarters is examined by incorporating an 

interaction dummy variable into the regression models containing the post

modification dummy variables for each modification type, along with the 

control variables. The results are reported in Table 16 Model 3. There was a 

mildly significant (p = .068) decrease (-0.593) in the ERe for fourth quarter 

earnings. The tenor of the results on the post-modification ERCs is not 

changed by the addition of a fourth quarter slope dummy variable. 

A significant decrease in ERe for fourth quarter information is 

surprising given the quality of accounting information argument (that 

because fourth quarter earnings tend to be audited, they are therefore of 

higher quality and should have a larger ERe). An alternative argument is 

that there is less surprise in the earnings figure at the time of the earnings 

announcement because there is more information available to investors on 

which to base their expectations of earnings. This would result in a lower 

ERe for fourth quarter and would not be picked up by the earnings 

expectation because it is forecasted some time before the earnings 

announcement. The return from the earnings forecast to the earnings 

announcement would be expected to capture some of the additional 

information. 

Another argument for a decline in ERe in the fourth quarter arises 

from management manipulation. Management bonuses that are based on 

annual data can provide managers with incentives to manipulate fourth 

quarter earnings more than other quarters so as to optimize bonus returns. 
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6.S Summary 

The empirical tests documented in this chapter generally support the 

alternative hypotheses presented in Chapter 3. The null hypotheses that 

there is no change in ERC following a modification (or specific types of 

modifications) are rejected in favor of hypotheses I, 2 (going concern 

modification), and 3 (material uncertainty modification), but not hypothesis 

4 (consistency modification). 

The evidence supports a differential response between differen t types 

of modifications. The post-modification ERC for going concern was less 

than for material uncertainty, which was less than consistency 

modifications. 

No significant change ERC was observed following the application of 

the 1988 expectation gap auditing standards. Likewise, no significant 

difference between the post-modification ERCs for the first three quarters of 

the year as compared to the fourth was observed. 
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Chapter 7: CONCLUSION 

The purpose of this study is to examine the stock market's 

responsiveness to earnings for firms receiving newly modified audit 

reports. The evidence is consistent with a decline in ERC following a 

modified audit report for all firms, and this decline is most pronounced for 

firms receiving a going concern modified audit report, less pronounced but 

still significant for firms receiving a material uncertainty modified audit 

report, and not significant for firms receiving a consistency modification. 

These findings are consistent with each of the hypotheses put forth, with the 

exception that consistency modifications were predicted to be associated with 

a shift in ERC; this association was not observed. The direction of the shift 

was not predicted and the lack of significant results may be a function of 

offsetting changes in the ERC for these firms. 

The primary contribution of this research is that it provides empirical 

evidence consistent with a decline in ERC following a newly modified audit 

report. This decline is greatest for going concern modifications, as compared 

to material uncertainty or consistency modifications. These observations 

are consistent with reduction hl quality of accounting earnings following a 

modification, assuming quality is the degree to which earnings reflect 

underlying economic value of the firm. 

It can not be concluded that the audit report itself drives the change in 

ERC. There is a considerable amount of other information in the financial 

statements along with the audit report. It is not possible to determine if 

investors are responding other information or to the audit report. 
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Moreover, the economic condition of the firm could be affecting both the 

auditor's reporting decision and the market's response to the unexpected 

earnings. Thus, at best it can be concluded that an association exits between 

changes in ERe and modifications to the audit report, without causal 

inferences. 

This study leaves some interesting questions for further research. 

The basic premise of the paper is that the auditor performs an important 

role by modifying the audit report; however, no attempt is made to 

incorporate other functions of the auditor into the model and subsequent 

empirical analysis. A future line of research could examine the actions of 

auditors for firms receiving modified audit reports and how the market 

responses to these actions. For example, how do auditors respond to 

manipulation of discretionary accruals? How does the market respond to 

these actions of the auditor? A second area for further research includes a 

more thorough examination of the changes in the risk attributes of firms 

with modified audit reports. It was suggested that these firms would 

become more risky following a modification because there is greater 

potential for changes in production, investment, and financing activities, 

and a greater sensitivity to economic changes. This issue was briefly 

examined by looking at measures of systematic risk, beta, in the pre- and 

post-modification periods. However, a more in-depth analysis would be 

useful for a better understanding of the nature of the economic 

environment and accounting information for firms receiving a modified 

audit report. 



Exhibit 1 

Ratios Describing Economic Characteristics+ 

ROE- Return on equity 

(income before extraordinary items scaled by stockholder's 
equity) 

(Compustat data item 18/ data item 216) 

ROA- Return on assets 

(income before extraordinary items scaled by total assets) 
(Compustat data item 18/ data item 6) 

EP- Earnings-price ratio 

(primary earnings per share excluding extraordinary items 
divided by year end closing price) 

(Compustat data item 58/data item 24) 

TLTA- Total debt to total assets 

(Compustat data item 181/ data item 6) 

LTTA- Long term debt to total assets 

(Compustat data item 9/ data item 6) 

CACL- Current ratio 

(Compustat data item 4/ data item 5) 

ICOV- Interest coverage ratio 

(Compustat data items (15+170)/15» 

+ All items are annual data items. 
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CAR 

EFE 

UE 

PostQ 

Size 

Beta 

88 

Exhibit 2 

Regression Variables 

= Cumulative Abnormal Returns is continuously compounded 
two-day abnormal stock return ending on the quarterly earnings 
announcement date, [1n(1 +abnormal return)]. 

= Earnings Forecast Error is the differece between actural quarterly 
EPS reported in Value Line and the nearest forecasted quarterly 
EPS reported in Value Line. 

= Unexpected Earnings is measured by earnings forecast error 
(described above), deflated by stock price at the end of the third 
month preceding the month of the earnings announcement. 

= Dummy variable taking on the value of 1 if after the year of the 
first-time modification and 0 if before the year of the 
modification. (Superscripts indicate specific type of modification, 
for example PostQGC takes on 1 if after the year of the first-time 
modification and a going concern uncertainty.) 

= Size is measured as the log of total assets reported in the annual 
financial statement. 

= Systematic Risk is measured using the Scholes and Williams 
model. 

Growth = Growth is measured using the market to book value of equity. 

TBill 

Ret 

UA 

= Risk-free Interest rate is measured using three-month Treasury 
Bill rate obtained from the Annual Statistical Digest published by 
the Board of Governors of the Federal Reserve System. 

= Return from the forecast for earnings to two days before the 
earnings announcement is used as a control for measurement 
error in the expectations model for earnings. 

= Unexpected accruals measures the deviation of actual accruals 
from expected accruals and is measured using the limited model 
found in Jones (1991). 



Table 1 

Number of Firms Eliminated at Each Stage 

Stage in elimination process 

Compustat and CRSP firms with not clean opinions 
Not clean audit reports read 

First time modifications found 
Usable first-time modifications 

Number 

of firms 

3063 
1959 
735 
677 

89 



Table 2 

Profile of Modified Audit Reports 

Subcategories within each uncertainties type 

Going Concern (Gq: 
Going concern audit report 
Going concern and losses reported 
Implied going concern 
Liquidation/Bankruptcy 

Debt Covenant Violations (DCV): 
Actual covenant violations 
Potential covenant violations 
Actual covenant violations and seeks (needs) refinancing 
Potential covenant violations and seeks (needs) refinancing 

Sub-sample of Going Concern and Debt Covenant Violations (Gq 

Litigation: 
Single cases 
Multiple cases 

Asset Realization Uncertainties: 
Investments 
Asset sale 
Project outcome 
Accounts receivable 
Asset value 
Other/multiple 

Contingent Liabilities 
Regulatory disputes 
Subsidiary difficulties 
Tax dispu tes 
Pensions 
Discontinued operations 
Other /unspecified/muIUple 

'fotal Material Uncertainties (MU) without GC or DCV 

Consistency Violations 
Consistency violations with GC or DCV 
Consistency violations with MU but not GC or DeV 
Consistency violations alone 

Consistency Sub-sample (CN) (without MU, Gc, or DCV) 

Number 

41 
70 
9 

13 

15 
10 
32 
24 

144 

66 
3D 

4 
17 
7 
4 
3 
9 

21 
1D 
11 
3 

13 
15 

155 

21 
24 

381 

381 

90 
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Table 3 

Conditional Probabilities of Joint Modifications 

Conditional Probability 

GC Debt Lit AR CL Cons Any 

GC xx .53 .17 .08 .12 .26 .65 

Debt .87* xx .13 .10 .06 .15 .87 
G 
I Lit .23 .11 xx .03 .11 .17 .36 
V 
E AR .23 .18 .07 xx. .09 .07 .35 
N 

CL .18 .07 .15 .04 xx .16 .36 

Cons .04 .03 .04 .01 .03 xx .11 

It Conditional probability of a going concern uncertainty given a debt covenant uncertainty. 



Table 4 Accounting Performance 

Levels Variables 

All Data GC Sample" MU Sample"" 

Variables# Modif.' Clean" t-stat Modif. Clean t-stat Mod if. Clean t-stat 
ROA(t=-3) 0.038 0.049 -2.06 0.017 0.052 -2.62 0.040 0.055 -1.59 

ROA(t=-2) 0.037 0.047 -1.92 0.011 0.045 -2.85 0.032 0.054 -2.04 

ROA(t=-l) 0.032 0.046 -2.81 .0.008 0.052 -4.98 0.028 0.047 -1.93 

ROA(t=O) 0.024 0.042 -4.01 .0.012 0.047 -4.78 0.016 0.043 -2.57 

ROA(t=+1) 0.D11 0.035 -4.80 .0.032 0.034 -5.05 0.003 0.040 -3.64 

ROA(t=+2) 0.002 0.033 -6.18 .0.077 0.027 -8.20 0.000 0.030 -2.80 

ROE(t=-3) 0.088 0.093 .0.32 0.040 0.059 -0.35 0.082 0.108 -1.08 

ROE(t=-2) 0.069 0.096 -1.55 0.004 0.090 -1.89 0.055 0.097 -1.15 
ROE(t=-l) 0.082 0.085 .0.16 .0.037 0.118 -3.13 0.099 0.071 0.86 

ROE(t=O) 0.088 0.099 -0.60 0.030 0.104 -1.32 0.078 0.100 -0.65 

ROE(t=+l) 0.048 0.076 -1.62 0.006 0.088 -1.49 -0.015 0.097 -3.43 
ROE(t=+2) .0.015 0.065 -3.99 .0.210 0.065 -4.34 -0.019 0.057 -1.93 

EP(t=-3) 0.013 0.053 -2.01 .0.049 0.058 -1.76 0.012 0.086 -1.89 

EP(t=-2) -0.006 0.047 -2.96 .0.092 0.054 -2.82 -0.031 0.060 -2.16 

EP(t=-l) -0.011 0.039 -2.71 .0.123 0.058 -3.61 -0.015 0.047 -1.60 

EP(t=O) -0.025 0.045 -4.53 .0.167 0.061 -4.48 -0.035 0.056 -2.70 

EP(t=+1) -0.057 0.023 -4.22 .0.296 0.023 -4.87 -0.031 0.051 -2.64 

EP(t=+2) -0.136 0.001 -5.79 .0.541 0.009 -8.11 -0.086 0.006 -2.08 

CN Sample""" 

Modif. Clean t-stat 

0.046 0.045 0.20 

0.049 0.044 0.90 

0.049 0.043 1.00 

0.041 0.040 0.04 

0.031 0.033 -0.28 

0.033 0.036 -0.57 

0.109 0.100 0.54 

0.100 0.098 0.11 
0.121 0.078 2.07 

0.115 0.096 1.11 

0.091 0.063 1.59 

0.063 0.068 -0.27 

0.038 0.035 0.13 

0.038 0.039 -0.02 

0.035 0.028 0.34 

0.036 0.034 0.17 

0.024 0.012 0.67 

0.005 -0.004 0.40 

\D 
N 



Table 4 Continued 
Change in the Variable 

All Data GCSample* MUSample** eN Sample*** 

Variables# Modif.' Clean" t-stat Modif. Clean t-stat Modif. Clean t-stat Modif. Clean t-stat 
ROA(t-3}-(t-2) -0.004 -0.1)01 -0.79 -0.013 -0.009 -0.30 -0.011 -0.003 -0.80 0.001 0.004 -0.36 

ROA(t-2)-(t-1) -0.004 -0.001 -0.62 -0.017 0.007 -2.13 -0.001 -0.006 0.50 0.000 -0.002 0.43 

ROA(t-1)-(t=O) -0.011 -0.005 -1.48 -0.008 -0.008 -0.02 -0.013 -0.007 -0.72 -0.011 -0.002 -1.63 

ROA(t=O)-(t+ 1) -0.013 -0.006 -1.55 -0.027 -0.012 -1.19 -0.013 -0.002 -1.21 -0.008 -0.006 -0.44 

ROA(t+ 1}-(t+2) -0.011 -0.002 -1.84 -0.046 -0.006 -3.20 -0.007 -0.011 0.43 0.001 0.003 -0.37 

ROE(t-3)-(t-2) -0.027 -0.003 -1.23 -0.054 0.018 -1.26 -0.044 -0.025 -0.53 -0.008 -0.001 -0.31 

ROE(t-2}-(t-1) 0.010 -O.D15 1.31 -0.034 0.020 -1.12 0.026 -0.018 1.06 0.019 -0.028 1.94 

ROE(t-l}-(t=O) 0.000 0.008 -0.31 0.058 -0.029 1.09 -0.027 0.D15 -0.98 -0.010 0.D18 -1.18 

ROE(t=O}-(t+ 1) -0.041 -0.029 -0.55 -0.034 -0.038 0.05 -0.093 -0.003 -2.20 -0.022 -0.036 0.71 

ROE(t+ 1)-(t+2) -0.063 -0.014 -2.12 -0.209 -0.023 -2.34 -0.014 -0.051 1.03 -0.028 0.005 -1.35 

EP(t-3}-(t-2) -0.026 -0.010 -0.69 -0.058 -0.008 -0.85 -0.040 -0.027 -0.30 -0.005 -0.003 -0.08 
EP(t-2)-(t-1) -0.011 0.00> -0.61 -0.035 0.017 -0.95 0.002 -0.004 0.13 -0.007 -0.006 -0.13 
EP(t-l }-(t=O) -0.030 0.001 -1.68 -0.073 -0.001 -1.37 -0.039 0.004 -0.98 -0.010 0.001 -0.55 

EP(t=O)(t+l) -0.038 -0.022 -0.83 -0.151 -0.045 -1.58 0.011 -0.007 0.50 -O.D15 -0.019 0.19 

EP(t+ 1)-(t+2) -0.084 -0.022 -2.90 -0.269 -0.015 -3.86 -0.078 -0.051 -0.64 -0.017 -0.012 -0.20 

* Going Concern and Debt Covenant Violation Sample 
** Material Uncertainty (excluding Going Concern and Debt Cov. Violations) 
*** Consistency Modifications without Uncertainties 
# Variables are defined in Exhibit 1. 

• Sample of firms receiving a modified audit report 

" Matched control sample of firms receiving a clean audit report 

\0 
VJ 



Table 5 Leverage Position 
Levels Variables 

All Data GCSample* MUSample** CN Sample*** 

Variables# Modif.' Clean" t-stat Modif. Clean t-stat Modif. Clean t-stat Mod if. Clean t-stat 

TLTA(t=-3) 0.568 0.529 2.85 0.633 0.534 3.12 0.557 0.496 2.13 0.548 0.541 0.37 

TLTA(t=-2) 0.571 0.535 2.78 0.641 0.543 3.42 0.556 0.508 1.72 0.552 0.543 0.52 

TLTA(t=-1) 0.585 0.534 4.04 0.673 0.530 5.43 0.575 0.524 1.88 0.555 0.541 0.88 

TLTA(t=O) 0.603 0.550 4.44 0.693 0.537 6.04 0.593 0.540 2.02 0.573 0.558 0.95 

TLTA(t=+1) 0.617 0.557 4.92 0.730 0.544 7.08 0.604 0.552 1.94 0.578 0.563 0.97 

TLTA(t=+2) 0.638 0.554 6.61 0.769 0.527 9.51 0.624 0.552 2.64 0.593 0.566 1.64 

LTTA(t=-3) 0.224 0.198 2.30 0.283 0.220 2.24 0.219 0.196 1.03 0.203 0.191 0.90 

LTTA(t=-2) 0.215 0.191 2.24 0.291 0.239 1.88 0.210 0.172 1.78 0.190 0.182 0.58 

LTTA(t=-l) 0.232 0.196 3.53 0.318 0.229 3.63 0.230 0.183 2.19 0.200 0.188 0.90 

LTTA(t==O) 0.249 0.209 3.88 0.331 0.231 4.14 0.235 0.202 1.56 0.223 0.204 1.52 

LTTA(t=+l) 0.252 0.221 2.84 0.314 0.218 3.92 0.225 0.225 -0.01 0.239 0.221 1.28 

LTTA(t=+2) 0.258 0.231 2.31 0.323 0.226 3.80 0.224 0.233 -0.36 0.246 0.232 0.94 

CACL(t=-3) 2.346 2545 -1.74 2309 2.605 -1.16 2.413 2.641 -0.87 2.332 2.481 -1.04 

CACL(t=-2) 2.285 2604 -2.82 2206 2.651 -1.95 2.582 2.669 -0.30 2.189 2.560 -2.69 

CACL(t=-1) 2.223 2554 -3.31 2065 2.625 -2.87 2.454 2.590 -0.52 2.187 2.513 -2.64 

CACL(t=O) 2.151 2480 -3.46 1.977 2.448 -2.79 2.203 2.568 -1.58 2.194 2.457 -2.08 

CACL(t=+1) 2.064 2546 -4.81 1.788 2.590 -3.61 2.118 2.721 -2.54 2.150 2.462 -2.49 

CACL(t=+2) 1.991 2491 -4.95 1.585 2.738 -4.94 2.077 2.677 -2.42 2.114 2.323 -1.74 

ICOV(t=-3) 8.986 13.235 -1.92 4.728 13.570 -1.83 10.309 17.811 -1.30 9.996 11.057 -0.42 

ICOV(t=-2) 8.715 12.842 -1.99 2457 11.517 -2.26 9.381 16.847 -1.38 10.766 11.655 -0.35 

ICOV(t=-1) 8.783 14.658 -2.65 5.256 11.592 -1.47 11.865 15.336 -0.63 8.909 15.613 -2.36 

ICOV(t=O) 7.259 12.814 -2.88 3.485 7.809 -1.53 6.588 13.535 -1.67 8.957 14.441 -1.95 

ICOV(t=+1) 5.729 10.958 -3.15 0.649 9.431 -3.30 4.942 12.580 -1.88 7.976 10.917 -1.31 \0 
~ 



Table 5 Continued 
Change in the Variable 

All Data GCSample" MUSample .... CN Sample""" 

Variables# Mod if.' Clean" t-stat Modif. Clean t-stat Modif. Clean t-stat Mod if. Clean t-stat 
TLT A(t-3)-(t-2) 0.003 -0.005 1.16 0.019 -0.001 1.18 -0.007 0.001 -0.68 0.001 -0.010 1.11 

TLT A(t-2)-(t-1) 0.007 -0.008 221 0.026 -0.020 3.56 -0.001 -0.002 0.06 0.003 -0.006 1.06 

TLT A(t-1)-(t=O) 0.021 0.007 2.13 0.032 0.002 1.80 0.019 0.009 0.80 0.017 0.008 1.09 

TLT A(t=O)-(t+ 1) 0.011 -0.001 1.60 0.035 -0.005 2.12 0.005 0.003 0.09 0.004 -0.001 0.59 

TLTA(t+l)-(t+2) 0.023 -0.004 3.89 0.042 -0.020 3.34 0.024 -0.002 1.89 0.D15 0.002 1.63 

LTT A(t-3)·(t-2) -0.005 -0.004 -0.12 0.017 0.020 -0.20 -0.006 -0.014 0.85 -0.013 -0.009 -0.50 

LTTA(t-2Ht-1) 0.014 0.001 2.10 0.026 -0.016 2.96 0.015 0.004 0.77 0.010 0.006 0.48 

LTTA(t-1)·t=O) 0.D18 0.D10 1.33 0.022 -0.001 1.45 0.012 0.019 -0.67 0.020 0.010 1.18 

LTTA(t=O)-(t+l) 0.003 0.011 -1.13 -0.020 -0.010 -0.51 -0.008 0.025 -2.06 0.016 0.014 0.22 

LTT A(t+ 1)-(t+2) 0.007 0.009 -0.35 0.008 0.007 0.10 0.001 0.008 -0.51 0.008 0.011 -0.26 

CACUt-3)-(t-2) -0.048 0.056 -1.28 -0.067 0.085 -0.82 0.101 -0.001 0.67 -0.106 0.070 -1.59 

CACUt-2)-(t-1) 0.013 -0.022 0.50 -0.038 0.046 -0.54 0.042 -0.077 0.80 0.019 -0.023 0.45 

CACUt-1)-(t=O) -0.097 -0.016 -1.10 -0.144 -0.124 -0.15 -0.274 0.009 -2.06 -0.007 0.014 -0.20 

CACUt=O)-(t+ 1) -0.089 0.088 -2.50 -0.287 0.196 -2.74 -0.074 0.152 -1.39 -0.023 0.024 -0.56 

CACUt+ 1)-(t+2) -0.065 -0.067 0.02 -0.192 0.153 -1.78 -0.046 -0.065 0.13 -0.023 -0.153 1.54 

ICOV(t-3)-(t-2) 1.278 0.692 0.34 -2.426 -1.635 -0.22 2.552 -0.344 0.67 2.111 2.038 0.04 

ICOV(t-2)-(t-1) 0.147 1.153 -0.56 0.135 -0.385 0.38 1.293 -2.069 0.79 -0.338 3.119 -1.33 

ICOV(t-l)-t=O) -1.888 -1.918 0.02 -1.781 -2.198 0.15 -6.102 -2.195 -0.96 -0.181 -1.690 0.53 

ICOV(t=O)-(t+ 1) -0.976 -0.255 -0.49 -0.645 1.961 -0.98 -1.659 1.756 -1.59 -0.837 -1.833 0.44 
• Going Concern and Debt Covenant Violation Sample 
•• Material Uncertainty (excluding Going Concern and Debt Cov. Violations) 
..... Consistency Modifications without Uncertainties 
# Variables are defined in Exhibit 1 . 
• Sample of finns receiving a modified audit report 

\0 
.. Matched control sample of finns receiving a clean audit report CJ1 
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Table 6 

The Central Tendencies of 

Post Earnings Return Variance 

Over the Three Years Prior- to Two Years Post- Modification 

Post Earnings Announcement Return Variance WarRet) (x1000) 
(Unadjusted for outliers) 

Mean Std Dev Median 99th % 1st % 

Full Sample 

(T=-3) 0.529 0.450 0.388 2.359 0.096 Mean 

(T=-2) 0.689 0.572 0.506 2.698 0.108 Pre 

(T=-l) 0.828 0.742 0.616 3.552 0.094 0.689 

(T=O) 0.814 1.242 0.386 6.484 0.094 D.ofMeans 

(T=l) 0.866 1.601 0.432 9.415 0.094 Post T-Stat 

(T=2) 0.971 1.737 0.507 11.044 0.115 0.916 3.272 

Going Concern/Debt Covenant Violation Sample (GC) 

(T=-3) 1.067 0.549 0.988 2.359 0.176 Mean 

(T=-2) 0.865 0.553 0.748 2.681 0.094 Pre 

(T=-l) 1.283 1.060 0.997 6.433 0.094 1.073 

(T=O) 2.747 2.196 2.110 10.656 0.094 D.ofMeans 

(T=1) 2.086 1.521 1.839 7.437 0.179 Post T-Stat 

(T=2) 2.593 2.205 1.810 8.395 0.302 2.291 3.050 

Material Uncertainty Sample (MU) 

(T=-3) 0.819 0.753 0.512 2.891 0.142 Mean 

(T=-2) 0.909 0.662 0.839 4.299 0.100 Pre 

(T=-l) 0.838 0.640 0.829 2.359 0.107 0.859 

(T=O) 1.251 1.519 0.734 8.296 0.094 D.ofMeans 

(T=l) 1.399 2.657 0.616 13.598 0.094 Post T-Stat 

(T=2) 1.319 2.209 0.574 11.185 0.177 1.361 1.721 

Consistency Sample (CN) 

(T=-3) 0.474 0.370 0.377 2.162 0.096 Mean 

(T=-2) 0.642 0.550 0.463 2.770 0.127 Pre 

(T=-l) 0.783 0.707 0.556 3.192 0.094 0.635 

(T=O) 0.503 0.676 0.294 3.133 0.094 D.ofMeans 

(T=1) 0.642 1.160 0.3~ 7.179 0.094 Post T-Stat 

(T=2) 0.793 1.511 0.462 7.849 0.115 0.715 1.271 
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Table 6 Continued 

Post Earnings Announcement Return Variance WarRet) (x1000) 

(Unadjusted for outliers) 

GC-MU GC-CN MU-CN 

Mean T-Stat Mean T-Stat Mean T-Stat 
(T=-3) 0.248 1.805 0.593 5.948 0.345 3.565 

(T=-2) -0.044 -0.455 0.223 3.064 0.267 3.791 

(T=-I) 0.445 3.026 0.500 3.666 0.055 0.815 

(T=O) 1.496 5.196 2.244 8.684 0.748 5.646 

(T=1) 0.687 2.303 1.444 6.935 0.757 3.394 

(T=2) 1.274 3.145 1.800 4.960 0.526 2.634 

Pre 0.213 0.438 0.224 

Post 0.930 -1.302 1.576 -2.491 0.646 -3.457 
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Table 7 

The Central Tendencies of 

Accrual Management 

Over the Three Years Prior- to Two Years Post- Modification 

Unexpected Accruals (Unadjusted for outliers) 

Mean Std Dev Median 99th % 1st % 

Full Sample 

(T=-3) -0.005 0.061 -0.002 0.129 -0.164 Mean 

(T=-2) -0.006 0.070 -0.007 0.251 -0.233 Pre 

(T=-l) 0.013 0.062 0.009 0.262 -0.131 0.001 

(T=O) -0.011 0.103 0.000 0.307 -0.309 D.ofMeans 

(T=l) 0.012 0.093 -0.001 0.356 -0.150 Post T-Stat 

(T=2) 0.002 0.087 0.000 0.307 -0.203 0.007 1.166 

Going Concern/Debt Covenant Violation Sample (CC) 

(T=-3) 0.005 0.089 0.009 0.125 -0.164 Mean 

a=-2) 0.003 0.083 0.001 0.159 -0.187 Pre 

(T=-1) -0.011 0.094 0.000 0.440 -0.202 -0.002 

(T=O) -0.162 0.204 -0.152 0.489 -0.812 D.ofMeans 

(T=l) 0.161 0.232 0.094 0.744 -0.150 Post T-Stat 

(T=2) 0.110 0.238 0.046 0.854 -0.141 0.139 3.278 

Material Uncertainty Sample (MU) 

(T=-3) -0.011 0.054 0.001 0.087 -0.118 Mean 

(T=-2) -0.040 0.087 -0.025 0.051 -0.342 Pre 

a=-l) 0.012 0.063 0.007 0.370 -0.131 -0.012 

(T=O) -0.028 0.071 -0.021 0.097 -0.238 D.ofMeans 

(T=l) 0.021 0.101 0.003 0.331 -0.447 Post T-Stat 

(T=2) 0.002 0.074 0.016 0.170 -0.309 Om2 1.427 

Consistency Sample (CN) 

(T=-3) -0.005 0.060 -0.002 0.180 -0.262 Mean 

(T=-2) -0.002 0.065 -0.006 0.251 -0.233 Pre 

(T=-l) 0.Q15 0.057 0.010 0.262 -0.122 0.003 

(T=O) 0.010 0.071 0.004 0.307 -0.153 D.ofMeans 

(T=1) -0.003 0.047 -0.003 0.166 -0.113 Post T-Stat 

(T=2) -0.007 0.059 -0.001 0.146 -0.203 -0.005 -1.584 
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Table 7 Continued 

Unexpected Accruals (Unadjusted for outliers) 

GC-MU GC-CN MU-CN 

Mean T-Stat Mean T-Stat Mean T-Stat 
(T=-3) 0.016 -0.804 0.010 0.495 -0.006 -0.556 

(T=-2) 0.043 -2.932 0.005 0.382 -0.038 -3.070 

(T=-I) -0.023 1.588 -0.026 -1.832 -0.003 -0.327 

(T=O) -0.134 3.987 -0.172 -5.118 -0.038 -1.255 

(T=1) 0.140 -4.074 0.164 4.909 0.024 2.399 

(T=2) 0.108 -2.755 0.117 3.001 0.009 1.033 

Pre 0.010 -0.005 -0.015 

Post 0.127 -1.967 0.144 -2.608 0.017 -1.667 
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Table 8 

Central Tendencies of Cross-sectional Sample Data 

Panel A: Raw Data 

Mean Std Dev Median 99th% Ist% Min Max 
Variables# 

CAR -0.091 2.250 -0.059 5.694 -6.651 -28.34 19.42 

EFE -0.166 6.716 -0.02 2.28 -3.76 -414.25 397.75 

VE -0.015 1.162 -0.001 0.554 -0.70 -75.32 53.93 

Beta 0.910 0.534 0.902 2.323 -0.391 -2.469 3.574 

Size 5.937 1.959 5.790 10.608 2.060 -0.043 11.508 

Growth 2.141 24.327 1.304 11.566 -5.906 -199.8 1162.8 

VA -0.007 0.162 0.000 0.390 -0.500 -2.709 2.044 

Ret 0.194 26.58 0.000 11.875 -16.25 -265.88 550.0 

Panel B: Winsorized Data (at 99th% and 1st%) 

Mean Std Dev Median 
Variables* 

CAR -0.069 1.952 -0.059 

EFE -0.101 0.634 -0.02 

VE -0.011 0.122 -0.001 

Beta 0.911 0.513 0.902 

Size 5.937 1.936 5.790 

Growth 1.636 1.907 1.304 

VA -0.005 0.111 0.000 

Ret 0.008 2.879 0.000 

# See Exhibit 2 for definition of variables. 
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Table 9 

Central Tendencies of Cross-sectional Sample Data: 
Pre- and Post-Modification for Each Type of Modification 

Panel A: Full Sample (Winsorized Data) 

Mean Std Dev Median Diff.Mean T-Stat. 
Variables# 

CAR 
Pre -0.081 1.905 -0.100 
Post 0.003 2.035 0.014 0.084 1.947 

VE 
Pre -0.007 0.074 -0.001 
Post -0.006 0.152 -0.001 0.001 0.374 

Beta 
Pre 0.967 0.478 0.948 
Post 0.862 0.555 0.848 -0.105 -9.235** 

Size 
Pre 6.001 1.869 5.820 
Post 5.910 1.989 5.800 -0.091 -2.147* 

Growth 
Pre 1.705 1.595 1.380 
Post 1.561 2.127 1.170 -0.144 -3.428** 

Ret 
Pre 0.094 3.301 0.000 
Post -0.033 2.516 0.000 -0.127 -2.003* 

# See Exhibit 2 for definition of variables. 
* Significant at alpha=.05 level (2-tail). 
** Significant at alpha=.Ol level (2-tail). 
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Table 9 Continued 

Panel B: Going Concern (GC) Sample (Winsorized Data) 

Mean Std Dev Median Diff.Mean T -Stat. 
Variables # 

CAR 
Pre -0.208 1.986 -0.195 
Post 0.030 1.898 0.025 0.238 2.151 * 

UE 
Pre -0.018 0.133 -0.004 
Post 0.012 0.274 0.005 0.030 2.318* 

Beta 
Pre 0.991 0.582 0.936 
Post 0.784 0.686 0.801 -0.207 -5.616** 

Size 
Pre 5.093 1.647 5.006 
Post 4.664 1.653 4.394 -0.429 -4.537** 

Growth 
Pre 1.564 2.198 1.065 
Post 1.283 3.363 0.817 -0.281 -5.616** 

Ret 
Pre -0.134 2.564 0.000 
Post -0.015 1.339 0.000 0.119 1.071 

# See Exhibit 2 for definition of variables. 
* Significant at alpha=.05 level (2-tail). 
** Significant at alpha=.Ol level (2-tail). 
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Table 9 Continued 

Panel C: Material Uncertainty (MU) Sample (Winsorized Data) 

Mean Std Dev Median Diff.Mean T-Stat. 
Variables# 

CAR 
Pre -0.061 1.738 -0.108 
Post 0.087 1.917 0.013 0.148 1.657 

UE 
Pre -0.011 0.075 -0.001 
Post -0.003 0.183 0.000 0.008 1.160 

Beta 
Pre 1.005 0.528 0.971 
Post 0.908 0.680 0.886 -0.097 -3.255** 

Size 
Pre 5.647 1.745 5.693 
Post 5.394 1.857 5.522 -0.253 -2.873** 

Growth 
Pre 1.596 1.555 1.212 
Post 1.542 2.008 1.099 -0.054 -0.611 

Ret 
Pre -0.012 3.504 0.000 
Post 0.132 2.299 0.000 0.144 1.003 

# See Exhibit 2 for definition of variables. 
* Significant at alpha=.05 level (2-tail). 
** Significant at alpha=.Ol level (2-tail). 
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Table 9 Continued 

Panel D: Consistency (CN) Sample (Winsorized Data) 

Mean Std Dev Median Diff.Mean T-Stat. 
Variables# 

CAR 
Pre -0.055 1.931 -0.072 
Post -0.029 2.097 0.009 0.026 0.476 

UE 
Pre -0.002 0.048 -0.001 
Post -0.010 0.097 -0.001 -0.008 -3.789** 

Beta 
Pre 0.953 0.445 0.947 
Post 0.857 0.537 0.847 -0.096 -7.154** 

Size 
Pre 6.337 1.890 6.257 
Post 6.328 1.988 6.219 -0.009 -0.171 

Growth 
Pre 1.772 1.411 1.500 
Post 1.621 1.832 1.26 -0.151 -3.347** 

Ret 
Pre 0.142 3.745 0.000 
Post -0.114 2.979 0.000 -0.256 -2.820** 

# See Exhibit 2 for definition of variables. 
* Significant at alpha=.05 level (2-tail). 
** Significant at alpha=.Ol level (2-tail). 
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Table 10 

Summary Statistics for 
Annualized Three-month Treasury Bill Rate 

12 Month Pre-12eriod # Post-12eriod ## 
Year Average Mean StdDev Mean StdDev Diff. Mean T-test 

77 5.20 

78 7.03 

79 9.91 

80 11.10 7.38 2.10 12.31 2.40 4.93 8.18** 

81 13.79 9.34 2.33 9.71 1.91 0.36 0.66 

82 10.84 11.60 2.41 9.11 0.74 -2.49 -5.80** 

83 8.58 11.91 2.47 8.58 1.21 -3.33 -6.94** 

84 9.64 11.07 2.66 6.76 0.95 -4.31 -8.91 ** 

85 7.51 9.69 1.58 5.90 0.50 -3.79 -13.41** 

86 6.02 8.58 1.01 6.16 0.66 -2.41 -11.21** 

87 5.78 7.72 1.61 7.35 0.99 -0.37 -1.11 

88 6.55 6.43 0.92 7.85 0.44 1.42 7.98** 

89 8.15 6.11 0.65 6.52 1.12 0.41 1.61 

90 7.56 6.83 1.11 4.91 1.61 -1.,92 -4.81 ** 

91 5.48 

92 4.20 

>t>t Significant at alpha=.OOl using two-tail T-test. 
# Pre-period contains monthly data for the three years prior to the year under 

exami na tion. 
## Post-period contains monthly data for the two years after the year under examination. 



Table 11 

Pearson Correlation Coefficients 
(two-tailed p-Values in Parentheses) 

Panel A: Full Sample (Winsorized Data) 

Variables# 

VE Beta Size Growth TBill 

CAR .11 -.01 .00 .01 -.03 
(.00) (.25) (.40) (.42) (.00) 

VE -.02 -.02 .04 -.02 
(.12) (.06) (.00) (.04) 

Beta .23 .05 .04 
(.00) (.00) (.00) 

Size -.00 -.04 
(.86) (.00) 

Growth -.02 
(.02) 

TBill 

Ret 

# See Exhibit 2 for variable definitions. 

Ret 

.07 
(.00) 

.04 
(.00) 

-.00 
(.77) 

.03 
(.00) 

.05 
(.00) 

-.08 
(.00) 

106 

VA 

.02 
(.09) 

.14 
(.00) 

.03 
(.00) 

.05 
(.00) 

-.03 
(.01) 

-.05 
(.00) 

.03 
(.00) 
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Table 11 Continued 

Panel B: Going Concern (GC) Sample (Winsorized Data) 

Variables# 

VE Beta Size Growth TBill Ret VA 

CAR .12 .01 -.03 .00 -.06 .05 .03 
(.00) (.85) (.26) (.99) (.01) (.06) (.22) 

VE -.06 -.12 .04 .02 .04 .17 
(.02) (.00) (.16) (.59) (.15) (.00) 

Beta .24 .02 .18 .01 .04 
(.00) (.35) (.00) (.68) (.14) 

Size -.12 .17 -.04 .06 
(.00) (.00) (.09) (.04) 

Growth .02 .05 -.06 
(.00) (.05) (.04) 

TBill -.14 -.05 
(.00) (.07) 

Ret .07 
(.01) 

# See Exhibit '2 for variable definitions. 
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Table 11 Continued 

Panel C: Material Uncertainty (MU) Sample (Winsorized Data) 

Variables# 

VE Beta Size Growth TBill Ret VA 

CAR .14 -.00 .04 -.01 -.03 .06 .01 
(.00) (.89) (.08) (.67) (.13) (.01) (.73) 

VE .03 -.03 .02 -.01 .05 .18 
(.18) (.14) (.45) (.65) (.04) (.00) 

Beta .12 .05 .07 -.01 .00 
(.00) (.02) (.00) (.72) (.89) 

Size -.23 .02 .05 .04 
(.00) (.27) (.03) (.12) 

Growth -.01 .02 -.04 
(.67) (.32) (.14) 

TBill -.13 -.04 
(.00) (.07) 

Ret .02 
(.36) 

# See Exhibit 2 for variable definitions. 
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Table 11 Continued 

Panel D: Consistency (CN) Sample (Winsorized Data) 

Variables# 

UE Beta Size Growth TBill Ret VA 

CAR .10 -.02 -.00 .01 -.01 .07 .01 
(.00) (.09) (.70) (.27) (.32) (.00) (.49) 

UE -.01 .01 .06 -.03 .04 .05 
(.25) (.63) (.00) (.02) (.00) (.00) 

Beta .01 .05 -.07 .00 .04 
(.00) (.00) (.00) (.73) (.00) 

Size .08 .00 .03 .02 
(.00) (.89) (.02) (.13) 

Growth -.02 .05 -.01 
(.09) (.00) (.60) 

TBill -.03 -.03 
(.02) (.03) 

Ret .01 
(.29) 

# See Exhibit 2 for variable definitions. 
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Table 12 

Tests of Hypothesis 1: Modified Audit Reports and ERC 

Regressions of unexpected earnings, post-modification dummy 
variable, and control variables on abnormal returns 

Coefficients 
Explanatory Predicted (t-statistics) 

Variables# Sign Modell Model 2 Model 3 Model 4 

Constant NA -0.049 0.170 0.168 0.171 
(-2.597)** (2.130)** (1.988)* (2.023)* 

UE + 3.749 3.971 4.048 4.143 
(5.995)** (5.139)** (4.002)** (4.088)** 

UE*PostQ -2.181 -2.115 -2.479 -2.533 
(-3.379)** (-3.265)** (-3.192)** (-3.260)** 

UE*Beta + 0.022 0.242 0.191 
(0.090) (0.789) (0.620) 

UE*Size -0.063 -0.007 -0.017 
(-0.686) (-0.046) (-0.121) 

UE*Growth + -0.015 -0.023 -0.022 
(-0.222) (-0.304) (-0.290) 

UE*T-Bill -0.031 -0.031 -0.031 
(-2.872)** (-2.761)** (-2.776)** 

Ret ? 0.043 0.044 0.044 
(6.420)** (6.124)** (6.127)** 

UA + -0.003 
(-0.018) 

UE*UA ? -1.346 
(-1.353) 

Adj. R2 0.01 .02 .02 .02 

F-Value 65.257 25.473 19.760 19.993 
Prob>F (.0001) (.0001) (.0001) (.0001) 

# See Exhibit 2 for definition of variables. 
* Significant at alpha::.05 level. 
** Significant at alpha=.Ol level. 
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Table 13 

Tests of Hypothesis 2: Going Concern Uncertainties and ERC 

Regressions of unexpected earnings, post-modification dummy 
variables, and control variables on abnormal returns 

Coefficients 
{t-statistics} 

Explanatory Predicted Model 1 Model 2 Model 3 Model 4 

Variables# Sign {Full SamRle} {Full SamRle} {GC Saml2lc} {GC Saml2le} 

Constant NA -0.048 0.169 -0.210 0.193 
(-2.542)* (2.120)* (-4.107)** (1.054) 

UE + 3.751 4.047 3.657 4.315 
(6.000)** (5.238)** (3.613)** (3.398)** 

UE*PostQ -1.708 -1.561 
(-2.571)** (-2.339)** 

UE*PostQGC -0.948 -1.148 -2.642 -2.663 
(-2.956)** (-3.398)** (-2.543)** (-2.508)** 

UE*Beta + -0.054 0.110 
(-0.215) (0.264) 

UE*Size -0.063 -0.159 
(-0.691) (-1.081) 

UE*Growth + -0.011 -0.028 
(-0.161) (-0.368) 

UE*T-Bill -0.030 -0.050 
(-2.845)** (-2.247)* 

Ret ? 0.043 0.037 
(6.368)** (1.453) 

Adj. R2 .01 .02 .02 .02 

F-Value 46.449 23.755 4.494 5.062 
Prob>F {.0001} {,0001} ~.0001} {,0001} 

# See Exhibit 2 for definition of variables. 
* Significant at alpha=.05 level. 
** Significant at alpha=.Ol level. 
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Table 14 

Tests of Hypotheses 3 and 4: 
Material Uncertainty/Consistency Modifications and ERC 

Regressions of unexpected earnings, post-modification dummy 
variables, and control variables on abnormal returns 

Explanatory Predicted Model 1 

Variables# Sign (MUSample) 

Constant NA -0.017 
(-0.429) 

UE + 3.908 
(3.256)** 

UE*PostQMU -2.142 
(-1.736)** 

UE*PostQCN ? 

UE*Beta + 

UE*Size 

UE*Growth + 

UE*T-Bill 

Ret ? 

Adj. R2 .02 

F-Value 23.018 

Model 2 
(MUSamplc) 

.0135 
(0.979) 

3.231 
(2.143)* 

-2.048 
(-1.634)* 

-0.114 
(-0.290) 

0.121 
(0.730) 

0.132 
(0.660) 

-0.019 
(-1.157) 

0.033 
(2.301)* 

.02 

7.733 

Coefficients 
(t-statistics) 

Model 3 
(CNSample) 

-0.019 
(-0.791) 

3.727 
(3.442)** 

-1.322 
(-1.169) 

.01 

32.038 

Model 4 

(CN Sample) 

0.094 
(0.655) 

4.520 
(3.264)** 

-0.842 
(-0.738) 

-0.206 
(-0.380) 

-0.160 
(-0.904) 

0.001 
(0.004) 

-0.018 
(-0.839) 

0.045 
(5.717)** 

.02 

15.027 
Prob>F (.0001) (.0001) (.0001) -=-=""'-=-_____ --->.:=~ __ ~=L_ _ _>=:::...:..L._ __ (.0001) 

# See Exhibit 2 for definition of variables. 
* Significant at alpha=.05 level. 
** Significant at alpha=.Ol level. 
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Table 15 

Tests of Hypothesis 5: Differential ERC Effects by Modification Type 

Regressions of unexpected earnings, post-modification dummy 
variables, and control variables on abnormal returns 

Coefficients 
Explanatory Predicted (t-statistics} 

Variables# Sign Model 1 Model 2 Model 3 Model 4 

Constant NA 0.169 0.168 0.173 0.172 
(2.125)* (2.114)* (2.163)* (2.157)* 

UE + 2.008 2.697 3.374 4.116 
(4.134)*** (5.250)*** (5.915)*** (5.322)*** 

UE*PostQGC -1.340 -1.938 -2.709 
(-4.091)*** (-4.917)*** (-4.041)*** 

UE*PostQMU -1.209 -1.977 
(-2.726)** (-2.828)** 

UE*PostQCN ? -1.023 
(-1.421) 

UE*Beta + 0.091 -0.019 -0.036 -0.055 
(0.365) (-0.077) (-0.144) (-0.220) 

UE*Size -0.077 -0.073 -0.085 -0.076 
(-0.844) (-0.801) (-0.933) (-0.831) 

UE*Growth +- -0.005 -0.004 -0.010 -0.014 
(-0.082) (-0.054) (-0.163) (-0.210) 

UE*T-Bill -0.031 -0.031 -0.031 -0.031 
(-2.889)** (-2.853)** (-2.883)** (-2.872)** 

Ret ? 0.043 0.043 0.042 0.043 
(6.436)*** (6.371)*** (6.353)*** (6.355)*** 

Adj. R2 .02 .02 .02 .02 

F-Value 27.916 26.356 24.005 21.564 
Prob>F (.0001} (,0001} {.0001} {.0001} 

# See Exhibit 2 for definition of variables. .. Significant at alpha=.OS level. 
.... Significant at alpha=.Ol level. ...... Significant at alpha=.OOl level. 



Table 15 Continued 

F-test for significant differences between 
Post-modification ERC for each opinion type 

114 

Panel A: Post-modification ERC for Going Concern Uncertainties equals 
post-modification ERC for other modifications+ 

F [UE*PostQGC = (UE*PostQMU + UE*PostQCN)] 

Difference in Coefficients 
F-Statistic 
p(F-Statistic) < 

With 
Controls++ 

-0.621 
12.602 
(.001) 

Without 
Controls 

-0.553 
12.950 
(.001) 

Panel B: Post-modification ERC for Material Uncertainties equals post
modification ERC for other modifications. 

F [UE*PostQMU = (UE*PostQGC + UE*PostQCN)] 

Difference in Coefficients 
F-Statistic 
p(F-Statistic) < 

With 
Controls 

0.157 
0.268 
(1.00) 

Without 
Controls 

0.181 
0.2752 
(1.00) 

Panel C: Post-modification ERC for Consistency Modifications equals post
modification ERC for other modifications+. 

F [UE*PostQCN = (UE*PostQGC + UE*PostQMU)] 

Difference in Coefficients 
F-Statistic 
p(F-Statistic) < 

With 
Controls++ 

1.154 
13.139 
(.001) 

Without 
Controls 

0.800 
13.502 
(.001) 
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Table 15 Continued 

F-test for significant differences between 
Post-modification ERC for each opinion type 

Panel D: Post-modification ERC for Going Concern Uncertainties equals 
post-modification ERC Material Uncertainty+. 

F [UE*PostQGC = UE*PostQMU] 

Difference in Coefficients 
F-Statistic 
p(F-Statistic) < 

With Without 
Controls++ Controls 

-0.288 
4.024 
(.05) 

-0.228 
2.924 
(.01) 

Panel E: Post-modification ERC for Material Uncertainties equals post
modification ERC for Consistency modifications+. 

F [UE*PostQMU = UE*PostQCN] 

Difference in Coefficients 
F-Statistic 
p(F-Statistic) < 

With Without 
Controls++ Controls 

-0.436 
4.560 
(.05) 

-0.294 
1.861 
(.50) 

Panel F: Post-modification ERC for Going Concern Uncertainties equals 
post-modification ERC for Consistency modifications+. 

F [UE*PostQGC = UE*PostQCN)] 

Difference in Coefficients 
F-Statistic 
p(F-Statistic) < 

With Without 
Controls++ Controls 

-0.558 
16.900 
(.001) 

-0.413 
10.101 
(.001) 

+ Regression Model: Abnormal Returns on UE, UE*PostQOpinion, with and 
without control variables . 

.. ++ Control variables include: UE*Beta, UE*Size, UE*Growth. UE*T-Bill. Ret. 
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Table 16 

Sensitivity Analysis: Post-1988 and Fourth Quarter Data 

Regressions of unexpected earnings, post-modification dummy 
variables, control variables on abnormal returns, 

post-1988 dummy variable, and fourth quarter dummy variable. 

Coefficients 

Explanatory Predicted {t-statistics~ 
Variables# Sign Modell Model 2 Model 3 Model 4 
Constant NA 0.170 0.172 0.171 0.169 

(2.138)" (2.156)" (2.152)" (2.129)" 
VE + 4.254 4.116 4.411 4.591 

(5.381) .... (5.j22) .... (5.584) .... (5.655) .... 
VE"PostQGC -2.811 -2.703 -2.727 -2.891 

(-4.126) .... (-3.984) .... (-4.068) .... (-4.105) .... 

VE"PostQMV -2.010 -1.978 -1.970 -2.012 
(-2.871) .... (-2.828) .... (-2.817)** (-2.871 )** 

VE"PostQCN -0.924 -1.023 -1.055 -0.929 
(-1.266) (-1.421) (-1.466) (-1.269) 

VE*Beta + -0.063 -0.055 -0.068 -0.079 
(-0.250) (-0.219) (-0.271) (-0.314) 

VE"Size -0.059 -0.076 -0.074 -0.052 
(-0.629) (-0.832) (-0.808) (-0.548) 

VE"Growth + -0.016 -0.014 -0.016 -0.018 
(-0.241) (-0.212) (-0.246) (-0.278) 

VE"T-Bill -0.031 -0.031 -0.031 -0.030 
(-2.849) .... (-2.871 )** (-2.872)** (-2.846)** 

Ret ? 0.042 0.043 0.042 0.042 
(6.348)** (6.354)** (6.327)** (6.319)** 

VE*Post88 ? -0.322 -0.412 
(-0.840) (-0.956) 

VE"Post88*GC ? -0.037 0.213 
(-0.057) ( -.290) 

VE"Q4 ? -0.593 -0.603 
(-1.823)+ (-1.851)+ 

Adj. R2 .02 .02 .02 .02 
F-Value 19.478 19.406 19.745 16.530 

Prob>F {.OOO1} {.OOO1} {.rom {.()()(n} 

# See Exhibit 2 for definition of variables. 
+ Significant at alpha=.10 level. .. Significant at alpha=.05 level. 
.... Significant at alpha=.01 level. 
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Appendix A, LITERATURE REVIEW 

I Author I Sample I Matching I Return Window I Results 

Firth (1978) 247 UK Firms Matched: -20 to +20 days Significant negative 
1974-78 Year, Size, around earnings reaction for going 
Types: Going Concern, Industry announcement COil cern, asset 

Asset Valuation, Shared valuation, and adverse 

Audit Opinion, Cont. qualifications. None for 

Qual., GAAP departure 
others. Near zero CAR 
atdayO. 

Ball, 117 Australian Firms Control Weekly AR for-4 No reaction overall. 
Walker, and Firms: 50 to +4 weeks around Positive reaction for 
Whittred randomly quarterly earnings Building Depreciation, 

(1979) selected announcement No reaction for 

firms valuation quais. 
Negative reaction for 
others. 

Chow and 90 'first-time' Qualified Matched: API Cumulation Found decrease 3 
Rice (1982) 1973-74 Size, 3- -2 to +1 months months. Varied by 

digit SIC, around 10K filing opinion type. 
Auditor date 

Banks and 92 Loss Contingencies in Matched: 12 month market Significant negative 
Kinney (1982) footnotes with and Industry, model residual reaction to loss 

without audit reports Year, Sign of summation ending in contingency with and 
qualifications Unexpected the month of annual without conditioning 
1962-72 Earnings report release on audit type 

Elliott (1982) 145 "subject to" Opinions Matched: -45 to +14 weeks Significant decline 45 
1973-78 Industry, after WSJ release of weeks prior but not in or 
Types: Coing Concern, Unexpected earnings after the announcement 
Asset Realization, Earnings week. Differed by 
Litigation, Utility Rate, opinion type. 
Favorable 

Davis (1982) 147 "subject to" Opinions Control: API Cumulation No Significant 
1968-75 Industry, -224 to +10 day Results 
Split between positive Earnings around annual 
and negative unexpected Forecast cz·rnings 
earnings Error, Beta announcement 

Dodd, 604 first-time "subject Event date: Earlier of No Significant 
Dopuch, to" and disclaimer 10K annual filing, or Reaction a t the 
Holthausen, 1969-80 WSJ publication of announcement. 
and Leftwich Types: Litigation, Asset Annual earnings Significant negative 
(1984) Realization, Financing, Event Window: reaction prior to 

varied from 2 to 124 
Multiple, Disclaimer. days over various release, differing by 
Many also had Going periods from -124 to opinion 
Concern qualifications +60 day 

Dopuch, 114 "subject to" reported -10 to +10 day Significant negative 
Holthausen, in WSJ: 75 first-time and price reaction, day -1 
and Leftwich 39 repeat. to +1. 
(1986) 1972-82 



Appendix B, SAMPLE AUDIT REPORTS 

Example: Going Concern with Losses 

The Shareholders and Board of Directors 
Larizza Industries, Inc.: 

119 

We have audited the accompanying consolidated balance sheets of Larizza Industries, Inc. 
and subsidiaries as of December 31, 1989 and 1988, and the related consolidated statements of 
operations, shareholders' equity (deficit), and cash flows for each of the years in the three
year period ended December 31, 1989. In connection with our audits of the consolidated 
financial statements, we also have audited the financial statement schedules on pages 49 
through 53. These consolidated financial statements and financial statement schedules are 
the responsibility of the Company's management. Our responsibly is to express an opinion on 
these consolidated financial statements and financial statement schedules based on our 
audits. 

We conducted our audits in accordance with generally accepted auditing standards. Those 
standards require that we plan and perform the audit to obtain reasonable assurance about 
whether the financial statements are free of material misstatements. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures in the financial 
statements. An audit also includes assessing the accounting principles used and significant 
estimates made by management, as well as evaluating the overall financial statement 
presentation. We believe that our audits provide a reasonable basis for our opinion. 

In our opinion, the consolidated financial statements referred to above present fairly, in all 
material respects, the financial position of Larizza Industries, Inc., and subsidiaries at 
December 31, 1989 and 1988, and the results of their operations and their cash flows for each 
of the years in the three year period ended December 31, 1989, in conformity with generally 
accepted accounting principles. Also in our opinion, the related financial statement schedules 
on pages 49 through 53, when considered in relation to the basic consolidated financial 
statements taken as a whole, present fairly, in all material respects, the information set 
forth therein. 

The accompanying financial statements have been prepared assuming that Larizza 
Industries, Inc., will continue as a going concern. As discussed in note 8 to the financial 
statements, the Company's significant losses in 1989, net capital deficiency and net working 
capital deficiency raise substantial doubt about the entity's ability to continue as a going 
concern. Management's plans in regard to these matters are also described in note 8. the 
financial statements do not include any adjustments relating to the recoverability and 
classification of reported asset amounts or the amounts and classification of liabilities that 
might result from the outcome of this uncertainty. 

KPMG Peat Marwick Detroit, Michigan 
February 23, 1990 



Appendix B - Continued 

Example: Potential default seeks refinancing 

The Partners 
Allstar Inns, L.P. 

120 

We have audited the consolidated financial statements of Allstar Inns, L.P. listed in the 
accompanying index to consolidated financial statements and financial statement schedules 
(Item 14(a». These financial statements are the responsibility of the Partnership'S 
management. Our responsibility is to express an opinion on these financial statements based 
on our audits. 

We conducted our audits in accordance with generally accepted auditing standards. those 
standards require that we plan and perform the audit to obtain reasonable assurance about 
whether the financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures in the financial 
statements. An audit also includes assessing the accounting principles used and significant 
estimates made by management, as well as evaluating the overall financial statement 
presentation. We believe that our audits provide a reasonable basis for our opinion. 

In our opinion, the statements listed in the accompanying index to consolidated financial 
statements and financial statement schedules (Item 14(a» present fairly, in all material 
respects, the consolidated financial position of Allstar Inns, L.P. at December 31, 1989 and 
1988, and the consolidated results of operations and cash flows for the years ended December 
31,1989 and 1988 and for the period April 3, 1987 to December 31, 1987 in conformity with 
generally accepted accounting principles. 

As discussed in Note 4 to the financial statements, the Company expected to become in default 
of certain loan covenants in the event that current negotiations are unsuccessful in modifying 
the current loan arrangements. Such default could require classification of such long term debt 
as a current liability. The ultimate outcome of these negotiations cannot be determined at 
this time. 

Ernst & Young Los Angeles, California 
January 19, 1990 
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Appendix B - Continued 

Example: Going Concern with losses and Potential default seeks refinancing 

The Board of directors and Shareholders 
CMI Corporation: 

We have examined the consolidated balance sheets of CMl Corporation and subsidiaries as of 
December 31, 1982 and 1981, and the related consolidated statements of operations, 
shareholders' equity and changes in financial position for each of the years in the three-year 
period ended December 31, 1982. Our examinations were made in accordance with generally 
accepted auditing standards and, accordingly, include such tests of the accounting records and 
such other auditing procedures as we considered necessary in the circumstances. 

As shown in the consolidated financial statements, the Company incurred a net loss of 
$19,810,872 during the year ended December 31, 1982, and as of that date the Company's 
current liabilities exceeded its current assets by $1,961,139. The Company's ability to meet its 
future working capital requirements are dependent on its ability to restructure its financing 
arrangements or obtain alternate financing as required. These factors, among others, as 
discussed in note 2, indicate that the Company may be unable to continue as a going concern. 
The consolidated financial statements do not include any adjustments relating to the 
recoverability and classification of recorded asset amounts or the amounts and classification 
of liabilities that might be necessary should the Company be unable to continue as a going 
concern. 

In our opinion, subject to the effects on the 1982 consolidated financial statements of such 
adjustments, if any, as might have been required had the outcome of the uncertainty about the 
recoverability and classification of recorded asset amounts and the amounts and classification 
of liabilities referred to in the preceding paragraph been know, the aforementioned 
consolidated financial statements present fairly the financial position of CMI Corporation 
and subsidiaries at December 31, 1982 and 1981, and the results of their operations and the 
changes in their financial position for each of the years in the three-year period ended 
December 31, 1982, in conformity with generally accepted accounting principles applied on a 
consistent basis. 

Peat, Marwick, Mitchell & Co Oklahoma City, Oklahoma 
March 29, 1983 



Appendix B - Continued 

Example: Asset Realization- Project Outcome 

To the Stockholders and Board of Directors 
Ormand Industries Inc. 

122 

We have examined the consolidated balance sheets of Ormand Industries, Inc. (a Delaware 
corporation) and subsidiaries as of December 31, 1982 and 1981, and the related consolidated 
statements of income, stockholders' investment and changes in financial position for each of 
the three years in the period ended December 31, 1982. Our examinations were made in 
accordance with generally accepted auditing standards and, accordingly, included such tests 
of the accounting records and such other auditing procedures as we considered necessary in the 
circumstances. 

A significant portion of the Company's assets is related to its oil and gas well drilling 
operations. Such assets include investments in advances to and deferred costs associated with 
a drilling partnership in which the Company has a 44% interest and acts as the managing 
partner, and Company-owned oil and gas well drilling equipment. The aggregate net cost of 
these assets was approximately $6,750,000 at December 31, 1982. As discussed in Note 7 to the 
consolidated financial statements, the oil and gas well drilling industry is depressed and the 
partnership drilling equipment was not operated during 1982. Realization of the Company's 
investment in these assets is dependent upon an increased demand for drilling operations. 

In our opinion, subject to the effect, if any, on the 1982 financial statements regarding the 
realization of the investment in contract drilling assets referred to in the preceding 
paragraph, the financial statements referred to in the first paragraph present fairly the 
financial position of Ormand Industries, Inc. and subsidiaries as of December 31, 1982 and 
1981, and the results of their operations and changes in their financial position for each of the 
three-years in the period ended December 31, 1982, in conformity with generally accepted 
accounting principles applied on a consistent basis. 

Arthur Andersen & Co. Dallas Texas 
February 22, 1983 
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Appendix B - Continued 

Example: Contingent Liability- Subsidiary 

To Adobe Corporation: 

We have audited the accompanying consolidated balance sheets of Adobe Resources 
Corporation (a Delaware corporation) and subsidiaries as of December 31, 1990 and 1989, and 
the related consolidated statements of operation, changes in shareholders; equity and cash 
flows for each of the three years in the period ended December 31, 1990. These financial 
statements are the responsibility of the Corporation's management. Our responsibility is to 
express an opinion on these financial statements based on our audits. 

We conducted our audits in accordance with generally accepted auditing standards. 
Those standards require that we plan and perform the audit to obtain reasonable assurance 
about whether the financial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures in the financial 
statements. An audit also includes assessing the accounting principles used and significant 
estimates made by management, as well as evaluating the overall financial statements 
presentation. We believe that our audits provide a reasonable basis for our opinion. 

In our opinion, the consolidated financial statements referred to above present fairly, 
in all material respects, the financial position of Adobe Resources Corporation and 
subsidiaries as of December 31, 1990 and 1989, and the results of their operations and their 
cash flows for each of the three years in the period ended December 31, 1990, in conformity 
with generally accepted accounting principles. 

As more fully discussed in note 10, the Corporation assumed the obligations of a 
predecessor corporation under guarantee agreements relating to the payment and performance 
certain operating lease agreements of a wholly-owned subsidiary of AOI Coal Company 
(AOI), a nonaffiliated entity. In February 1991, AOI notified the Corporation that AOI"s 
wholly-owned subsidiary would be unable to make certain payments under these lease 
agreements. Management of the Corporation cannot presently estimate the ultimate loss, if 
any, which the Corporation might sustain as a result of the lease guarantee agreements. 
Accordingly, no provision for any loss related to these guarantee agreements has been made in 
the accompanying consolidated financial statements. 

Arthur Andersen & Co Dallas Texas 
March 20, 1991 
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