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Abstract

This thesis investigates the relevance of auditors’ going concern and internal con-
trol reports to investors. The first purpose is to examine abnormal stock returns
and changes in volatility and systematic risk around the audit report announce-
ments. Based on the literature review the abnormal stock returns are analyzed
primarily around the audit report date. The second purpose of this thesis is to ex-
amine the relationship between the relevance of the audit report information and
(1) the information asymmetry between owners and management, (ii) information
environment and (iii) agency costs of debt. Previous research has not studied
market reactions around the audit report date or the effect of the three factors
mentioned above (i—iii) on the relevance of audit reports.

The sample consists of Russell 3000 Index firms. It includes 237 firms with going
concern audit reports and 342 firms with internal control weakness disclosures.
The empirical analysis suggests that there are no statistically significant negative
abnormal reactions to the announcement of the audit reports but there is evidence
of an increase in volatility and systematic risk after the audit report date. Further-
more there is some evidence that the information environment and the agency
costs of debt affect the abnormal returns and volatility and systematic risk
changes.

This thesis confirms that the audit reports studied contain some relevant informa-
tion to the investors. Moreover, factors related to the information environment
and agency costs of debt of the firm are related to the abnormal returns.

Keywords
audit report, stock market reaction, information asymmetry, information envi-
ronment, agency costs of debt
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1 INTRODUCTION

The informativeness of audit reports has been tair@st for nearly thirty years.
The discussion has focused on the role of audaimd) the subsequent relevance
of the audit report. Particularly after the eveint2001 the audit profession has
been under enormous pressure and investors incgbasxpect the auditors to
provide warning signals on threats to client falGeiger, Raghunandan and
Rama 2005).

Auditors, however, are not responsible for predgtiailure and issuing a going
concern audit report is not a prediction of impagdiailure. Interestingly, how-
ever, Chen and Church (1996), for example, find ¢fteng concern audit reports
are useful in predicting bankruptcy, whereas Mwctl985) and Dopuch, Hol-
thausen and Leftwich (1987) suggest that many goorgern audit reports can
be predicted using public information and they dingonfirm a pattern of finan-
cial decline.

To restore and increase the reliability of accowginformation after the scandals
and corporate governance failures, and to protestiriterests of investors the
Sarbanes-Oxley Act (SOX 2002) was enacted in ti& W.placed increased re-
sponsibilities on audit committees, managementarditors. Section 404 of the
Sarbanes-Oxley Act (SOX 2002) together with AudjtBtandard No.2 (PCAOB
2004) required that the annual report of publienfirmust contain a manage-
ment’'s assessments of the internal control ovemfiral reporting and an audi-
tor’'s report on the effectiveness of internal colstrand on the assessment made
by the management. The auditor’s report on thectfkeness of internal controls
signals potential weaknesses and risks in the girohtrol environment that may
affect the reliability of the accounting informatioln comparison to the going
concern problems, internal control weaknesses aire whifficult to foresee using
financial information, but on the other hand theliications of such reports on
the future viability of the firm are not as severe.

Does the audit report announcement convey new m@mpodriant information for
the decision-making of the investors and doesittiG@mation have an affect on
the stock markets? The opinions and the empiricaleece from prior research
provide conflicting answers to this question. Audjtplays an essential role in
the communication process between the firm andweers or the financial mar-
kets as a whole. The auditors are contracted byhheeholders to monitor and
ensure that the financial reporting provided by aggment fairly presents, in all
material aspects, the financial position of theit@ad The financial statements of
publicly traded firms are required by law to be itedl before being filed. This is
how the regulators want to ensure that the puldisimancial information is reli-
able.



2 Acta Wasaensia

In the majority of firms all issues that the auditaghlights during the audit
process, are solved and corrected before the fimast@atements are published,
and thus the auditor usually has no reason to gmyeadditional information in
the audit report. In these cases the auditor isswsandard report with an unqua-
lified opinion. There are, however, exceptionstiase firms the financial state-
ments need to be accompanied by some additiorahiattion. There is a variety
of report types that the auditor can issue, buydractice for publicly traded firms
the audit report contains an unqualified opiniothvadditional information. The
most typical reasons for deviations from standaports are related to either
some kind of uncertainties or changes in accourgiirgiples applied in the firm.

Theoretically considered, the relevance of thetaneghort in such cases where the
auditor decides to diverge from the standard reporild seem obvious. But as
Wallace (1980, 1987 and 2004) suggested, auditmgserve multiple roles, the
auditor may be a monitor, a source of informatioram insurer. The question of
interest in this study, the relevance of audit reppto shareholders, has been ap-
proached in existing research in two ways: (i) expental studies examining the
relevance of audit opinions in the decision-makprgcess which measure the
claimed behavior of decision-makers, and (ii) arahstudies focusing on actual
behavior through financial market reactions arotimal audit report information
announcement.

Experimental studies have most commonly used lemmstbn-makers as users of
audited financial statements. Several experimesitalies provide evidence that
the audit reports have a significant influence loa financial conditions imposed
by the lender (e.g. Bamber and Stratton 1997; laSald Anandarajan 1997,
Guiral-Contreras, Gonzalo-Angulo and Rodgers 20Bdj.on the contrary, Lin,
Tang and Xiao (2003) and Bessel, Anandarajan andri2903) do not find the
information contained in a non-standard audit repmrbe of importance to the
financial statement users’ decision-making proc&emerally, Guiral-Contreras
et al. (2007) divide the research on the inforrmattontent of audit reports into
three fields. The first deals with how the levelafditor attestation affects the
loan officers’ decisions (Johnson, Pany and WhA831 Wright and Davidson
2000). The second line studies how the audit refoomat affects the loan offic-
ers’ decision-making —processes (Miller, Reed amav&er 1993). The third line
of research focuses on differences in the relevahagalified and unqualified
audit reports (LaSalle et al. 1997; Bessell e2@03).

However, in this dissertation the main interesbmsthe actual behavior of the
investors when a firm receives either a going comeidit report or an internal
control weakness report. The behavior of investais be considered to reveal
whether auditing and the audit report serve thermétion role mentioned above
and whether these two types of audit reports corelevant information for in-

vestors’ decision-making. The studies closely eslatio this dissertation can be
divided into three categories according to theprapch. First, studies examining
the abnormal stock returns in a short event windoaund the expected audit
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report announcement (Dodd, Dopuch, Holthausen asftivich 1984; Chen, Su
and Zhao 2000; Pucheta, Vico and Garcia 2004; Bandillings and Hodder
2008; Hammersley, Myers and Shakespeare 2008)n8g¢affler, Lu and Kau-
sar (2004), Ogneva and Subramanyam (2007) and Herdeagunathan and
Garsden (2007), Kausar, Taffler and Tan (2009)ystudether the stock market
underreacts in the 12-month period subsequentet@artinouncements of the audit
reports. Third, studies approach the question feodifferent perspective, as for
example Chen et al. (1996) who study the marketdti@as to bankruptcy filings
for firms with and without a going concern audipoet or Fields and Wilkins
(1991) and Fargher and Wilkins (1998), who exantireemarket reactions after
audit qualification withdrawal announcements.

The most consistent results on the relevance af eegbrts have been found on
the going concern audit reports. Fleak and Wilst#94) and Jones (1996) ex-
amine the abnormal stock reaction to going coneidit reports when they are
expected or unexpected. Unexpected audit repoetsdefined as those that are
inconsistent with previously known information abdkie firm’s financial posi-
tion. Both papers find that unexpected going cameerdit reports are associated
with abnormal returns.

Chen et al. (1996) and Holder-Webb and Wilkins (R0fxamine the reactions to
bankruptcy filings between firms with going conceandit reports and firms
without. The results are identical, firms receivigging concern opinions expe-
rience less negative abnormal returns after th&rogicy filing. The findings are
consistent with the hypothesis that going concemlitareports contain relevant
information. Carlson, Glenzen and Benefield (1988 a matched-pair sample to
investigate the differences in abnormal returnsvbeh a group of going concern
audit report firms and a group of non-going concaudit report firms. The dif-
ference in stock returns is found to be significagiain confirming the relevance
of going concern audit reports.

Finally, Taffler et al. (2004) and Ogneva et aD@2) study the stock market un-
derreaction to going concern audit report disclesun the following 12-month
period. The results are inconsistent, Taffler e{(2004) find a significant under-
reaction in the U.K., while Ogneva et al. (2007 ffhe U.S. and Australia) and
Herbohn et al. (2007) (in Australia) are unableld@ument the same. Herbohn et
al. (2007) on the other hand find a significantctiem in Australia in the 12-
month period prior to a first time going concermiaweport. Finally, Kausar et al.
(2009) find, contrary to Ogneva et al. (2007), ttiegre is a stock market under-
reaction to going concern audit reports in the U.S.

1.1 Purpose, relevance and hypothesis of the study

This dissertation uses data from Russell 3000 Ifams listed in the U.S. This
data is used because the U.S. market is the onlyetthat has a sufficient num-
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ber of going concern audit reports issued to plyptiaded firms. Additionally,
auditor’s internal control weakness disclosures raendated by the Sarbanes-
Oxley Act (SOX 2002) and therefore available omythe firms listed in the U.S.
stock exchanges.

The purpose of this study is two-fold. The firstmaose is to investigate the relev-
ance of going concern audit reports and auditer®rnal control weakness dis-
closures by studying abnormal stock returns anchgds in volatility and syste-
matic risk around the audit report date. To testrtfbustness of the findings also
the 10-K report filing date is applied as the ewdsie. The second purpose of this
study is to examine whether firm specific charasties related to the conflict of
interests, monitoring and accounting informatiofeelf the relevance of audit
reports. The relationship between firm charactiegs{information asymmetry,
information environment and agency costs of deht) stock market behavior
(abnormal stock returns, volatility changes andesysitic risk changes) around
audit report announcements is studied.

Related to the first purpose of this dissertatitvere are four hypotheses to be
tested (in this list the numbering of the hypotlsea parenthesis) follows the
numbering of the hypotheses as they are develop#tilatter part of this disser-
tation):

1. Going concern audit reports are associated wittatheg abnormal stock
returns.(H,)

2. Auditors’ internal control weakness disclosures associated with nega-
tive abnormal stock returns. {H

3. Going concern audit reports are associated witlharease in volatility
and systematic risk. @i

4. Auditors’ internal control weakness disclosures associated with an in-
crease in the volatility and the systematic risk.s)

Existing studies on abnormal stock returns to argpbrt information announce-
ments use the event study method. In a short evienlew examination, the
identification of the event date or event periodime of the most fundamental
questions. Since if the reaction is measured inntteng period, it may actually
measure some other event and thus the resultsheseeliability. In audit report
research this issue has been discussed extensindl\geveral alternative event
dates have been used, even in the same papersicti@bvious event date is the
date when the annual report is filed with the stexkhange, in the U.S. the 10-K
filing date. This date has consequently been usetié majority of the studies
(e.g. Chow and Rice 1982; Ameen, Chan and Guff&41€arlson et al. 1998;
Beneish et al. 2008). The problem with this datid& the audit report accompa-
nies the annual report, which also contains e.g.ahnual earnings announce-
ment.
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Studies have attempted to solve this problem Eystoncentrating on audit re-
ports attracting media attention (e.g. Dopuch, kalsen and Leftwich 1986;
Fargher et al. 1998). Media disclosure dates ansidered to be relatively free
from noise from simultaneous disclosures and thesuse of this date is war-
ranted. Later the relevance of audit reports has Is¢udied using an indirect ap-
proach to resolve the event date noise. Here thasaio investigate the abnormal
returns of some other related announcement withrlesse. For example, Chen et
al. (1996) study the reactions to bankruptcy fidirepnd expect that a bankruptcy
announcement for a firm that receives a going coneedit report results in a
smaller negative stock market reaction if the awegort contains information
relevant to the investors. Again, this is anothgsraach to solving the problems
associated with event date selection. In a simi@n, Fields et al. (1991) and
Fargher et al. (1998) study the reactions arourtit aualification withdrawals,
which are expected to neutralize the qualified ateport and thus contain posi-
tive information. Finally, studies have approaclieel event date problem using
estimates of when the first day of trade on thataegort information was (Sol-
tani 2000; Pucheta et al. 2004).

The selection of the alternative event date (itermative to the 10-K report date)
in this study follows the findings of Carter andoS@d999) and Knechel, Naiker
and Pacheco (2007), who show that the stock meekets as early as on the date
of the actual event (e.g. auditor switching in Kmeleet al. 2007), while most oth-
er switching studies have concentrated on a lassltidate, the filing date of the
8-K report. In this study the event date is consetjy the date of the actual
event, i.e. the date when the auditor has issuedtidit report, rather than the
date of the 10-K report, which is filed at a latlate. Results applying this event
date have not been reported previously. Soltard@Reéeported to have conducted
the statistical tests also using this date, bundidreport the results.

In addition to the abnormal stock returns, thiseitation also analyzes the mar-
ket effects of audit reports by focusing on thengjein volatility and systematic

risk. First, the volatility of the stock returns aseires the uncertainty surrounding
the estimation of the firm’s stock price. As KimdaWerrecchia (1991) show,

volatility is a function of the precision of thefammation available and the

amount of private information. The going concerdiateport has the potential to

affect volatility by either increasing the precisiof the available information by

emphasizing the underlying uncertainties or, asase likely, increasing noise

around the available information by introducingommhation which may have

implications for the cost of capital of the firm imcrease the likelihood of bank-

ruptcy.

Second, systematic risk provides more informatiortte potential effects of the
audit reports. Systematic risk measures how seaditie firm’s stock is to market
movements. If an audit report issued to a firmaasidered to be firm specific
information which does not affect the overall stocéirket performance, then it is
expected that there is a change in the systemskiof the particular firms stock
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after the audit report announcement, assuming ttteinformation is relevant.
Fargher et al. (1998) study the systematic riskngha around audit qualifications
and qualification withdrawals. They find changesystematic risk to be signifi-
cant for firms announcing audit qualification withd/als and those firms with
continuing uncertainties have significantly higlherels of systematic risk. How-
ever, they do not detect an increase in systemakdo announcements of quali-
fied audit reports.

The second purpose of this study is to investipai® firm characteristics affect
the relevance of audit reports. Related to thipgse, the dissertation tests the
following three sets of hypotheses (in this lis tumbering of the hypotheses (in
parenthesis) follows the numbering of the hypothesethey are developed in the
latter part of this dissertation):

1. Theinformation asymmetrgetween the management and the owners has:
a. a negative affect on the market reaction to goimgcern audit re-
ports. (H)
b. a negative affect on the market reaction to auslitmternal con-
trol weakness disclosureg$is)
c. a positive affect on the change in volatility arydtematic risk af-
ter the going concern audit reports;§H
d. a positive affect on the change in volatility arydtematic risk af-
ter the auditors’ internal control weakness diaates. (H4)
2. Theinformation environmenaf the firm has:
a. a positive affect on the market reaction to goingoern audit re-
ports. (H)
b. a positive affect on the market reaction to auditorternal control
weakness disclosures. H
C. a negative affect on the change in volatility apstesmatic risk af-
ter the going concern audit reports; {H
d. a negative affect on the change in volatility apstesmatic risk af-
ter the auditors’ internal control weakness diaates. (Hs)
3. Agency costs of dehave:
a. a positive affect on the market reaction to goingoern audit re-
ports. (H)
b. a positive affect on the market reaction to auditorternal control
weakness disclosures. {H
C. a negative affect on the change in volatility apstesmatic risk af-
ter the going concern audit reports; {H
d. a negative affect on the change in volatility apstesmatic risk af-
ter the auditors’ internal control weakness diaates. (Hg)

The question of whether conflict of interests ikated to the relevance of audit
reports has not been examined in the literatureo/ting to the suggestions in
Jensen and Meckling (1976) and Jensen (1986, 168 is more conflict in

firms with low management ownership. In this stitdg expected that low levels
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of management ownership will increase the infororatissymmetry between the
owners and the managers, making the relevanceditiragigreater in these firms.

The implication of this expectation is that theajex the information asymmetry
is between the management and the owners, the raleeant the audit report
should be and consequently, the greater the reaotiothe stock markets. This
expectation is also supported by other studiesuditiag. Chow (1982) finds
some evidence that the level of asymmetries istigebi related to demand for
auditing. Later, Fan and Wong (2005) find that dohfof interests affects the
likelihood of firms employing brand name auditoBig 5 -auditors). Similarly,
Gul and Tsui (1998, 2001) and Nikkinen and Sahist(@004) find that the man-
agement ownership has a significant relationshigh wudit fees. Finally, Carey,
Simnett and Tanewski (2000) find that the demamaialiting is smaller in fami-
ly businesses where the conflict of interests igeeied to be smaller. All these
findings support the assumptions of this studyt tha role of auditing and audit
reports is affected by the level information asyrtrgne

Information asymmetry between managers and invessoan essential concern
for investors and other market participants. Insdgee able to make trading prof-
its at the expense of outsiders if they have aorimétion advantage. If investors
are aware of the information asymmetry and the tlaat insiders can profit on

value relevant information before public disclosufey can alternatively adapt
their trading behavior (Admati and Pfeiderer 1988gve the market (Merton

1987) or respond to the information asymmetry dradrisk of insider trading by

gathering information themselves or acquiring infation from intermediaries

(Barth, Kasznik and McNichols 2001). The informatienvironment is closely

related to the latter choice of action and referthe richness of the information
available concerning the firm. Specifically, fordar firms there is greater distri-
bution of firm-specific information on the markebin both accounting and non-
accounting sources (Mitra and Cready 2005). Inetichformation environments,

management is exposed to monitoring by a greatabeu of external agents.

Agency costs of debt refer to the conflict of iests between the shareholders
and the bondholders. This conflict has an affedneastment and financing deci-
sions (Jensen et al. 1976; Myers 1977; Smith, @tifand Warner 1979), as well
as the level of management discipline (Agrawal Btahdelker 1982; Sengupta
1998; Ahmed, Billings, Morton and Stanford-Harrid02, Francis, LaFond, Ols-
son and Schipper 2005; Beatty, Weber and Jiewe8;2Bbarath, Sunder and
Sunder 2008; Ertugrul and Hedge 2008). Two reasmessuggested here as to
why the agency costs of debt have an affect onreélevance of audit reports.
First, due to the increased monitoring, manageropportunism and actions per-
formed in self-interest are restricted. Second,t defancing is expected to in-
crease the quantity and quality of information lised, and therefore the infor-
mation risk of the investors is lower. As a restlig information content of an-
nual and quarterly filings are of less relevancthinvestors (Callen, Livnat and
Segal 2006).
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1.2  Contribution of the study

This study contributes to the existing literatunesieveral respects. First, it ex-
amines market reactions to auditors’ going coneechinternal control weakness
reports around the date of the audit report, wald® testing the reaction around
the 10-K report filing date. Existing studies hadentified two problems con-
cerning the direct measurement of abnormal maeattions to audit report an-
nouncements. The first issue is the difficultiesdentification of the first day of
trade on the audit report. This issue is discugséke early studies by Dodd et al.
(1984) and Craswell (1985), but still in the mostently published papers, e.g.
Pucheta et al. (2004) and Herbohn et al. (2008garchers continue to discuss
this question. The second problem related to thesomement of abnormal returns
iIs concurrent disclosures of relevant informatitfost commonly the problem
here is that the audit reports are filed with thecls markets together with the
annual earnings information. Separating the progorfrom the total abnormal
reaction that is caused by the audit report isaiff if not possible.

The audit report date is the date up to which tinditar has taken account of all
available information in forming the conclusiongpically this is also the date
on which the audit report is presented to the fibmrelation to the above men-
tioned problems, this event date is timelier thagy af the event dates used in
existing research to measure the direct impacuditaeport announcements on
the stock returns.

Timeliness here means that the audit report dada sarlier date than other dates
used in existing studies. Furthermore, the othegyomtant benefit of this event
date is that there are generally no concurrentiatisces of annual earnings in-
formation, or any other scheduled firm specificctbsures. Finally, the selection
of this date is supported by the literature on almab reactions to various items
contained in 8-K reports. Carter et al. (1999) &mechel et al. (2007) find evi-
dence of an abnormal market reaction on the datheohctual event rather than
the 8-K report filing date. The question remainanswered, however, whether
the information is transferred publicly to the pahiharket or if it measures in-
formed trading. Informed trading is generally definas the trading activities of
all traders who are informed after an event ocatra firm but before it is re-
leased to the market (see e.g. Tookes 2008, fefimitibn).

Second, this study contributes to the existingdiigre by investigating the vola-
tility and systematic risk changes around the atgpbrt announcements. Exist-
ing studies have mainly focused on analyzing ababstock returns associated
directly or indirectly with going concern or int@incontrol reports. However,

stock price reactions may be a result of revisioresxpected magnitude of future
cash flows and in the risk of expected future désks. Change in volatility and

change in systematic risk are useful for measwvhgther the audit reports in-
crease the uncertainty and riskiness of the firangker et al. (1998) examine the
change in systematic and unsystematic risk aftalifeed audit report announce-
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ments and announcements of qualification withdrawbowever, Fargher et al.
(1998) use all types of qualifications for analyriihe change in risk. This study
continues the work of Fargher et al. (1998) in ¢hrespects. First, audit report
date is here considered to be an alternative dat#he information release.
Second, this study analyzes in addition the changlatility. Third, only first
time going concern audit reports are studied.

Finally, this study contributes to the literatune the stock market reactions to
audit reports by investigating whether firm chaeaistics related to the informa-
tion asymmetry, information environment or agenogts of debt are related to
the market effects of audit report announcemenrttadi@anal returns, change in
volatility and change in systematic risk). Existisgudies have not considered
these factors that according to literature (Ryad52@Q.ennox and Park 2006; Cal-
len et al. 2006) affect the relevance of accountifigrmation announcements.

1.3  Structure and main results of the study

The remainder of this dissertation is structuredoflews. In Chapter 2 the eco-
nomic framework for auditing is presented. The nfaicus in this review is on
conflict of interests, which suggests that auditsggves to monitor the behavior
of management on behalf of the owners. Auditin@ffective in managing the
information asymmetry and conflicts of interestvie¢n managers and owners. It
emerges that characteristics affecting the condiidnterests can be expected to
be related to how relevant the audit report infdramais for the owners.

Chapter 3 presents a review of the literature enr¢ltevance of audit reports. The
guestion has been approached by two means. Festnarket reaction to audit
report announcements has been studied since thel®0’s. This branch has
focused on measuring the relevance of audit repsitey stock market reactions.
The second branch has concentrated on experimess@@aarch, where the main
guestion is whether the audit report affects timarfcial statement users’ deci-
sions or decision-making processes. The most irapbfindings for the purposes
of this dissertation are that since the mid-198Q&re has been an ongoing dis-
cussion about the timing of transmitting audit mepaformation to the stock
markets and finally that issues affecting conftitinterests have not been studied
in the context of the relevance of audit reports.

In Chapter 4 the data environment is presentetallyi the chapter outlines the
regulations on auditors’ reporting of financialtetaents and on internal controls
over financial reporting. Moreover, the conclusfosm reviewing the legislation
and practical evidence is that two main types dfitaweports are issued to public
firms which may be relevant to investors: going can audit reports and the
auditors’ internal control weakness disclosures.
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Chapter 5 presents new evidence concerning thet elsd@ problem, the relev-

ance of going concern audit reports, and the oglahip between going concern
audit reports and firm characteristics. First, g studies have recognized that a
key issue for reliable results is the accuratetifieation of the event date. This

study uses the findings from other types of infaroraannouncements and fo-

cuses on the dates of the audit report and thngyfof the 10-K report. The analy-

sis provides some evidence of statistically sigatiit negative abnormal returns
around the date of the 10-K report, but not arcinedaudit report date.

Moreover, the results from the regression analys@hapter 5 confirm the hypo-
thesis on the relationship between information emment, agency costs of debt,
and the relevance of going concern audit repottg. fichness of the information
environment and the management discipline impogeithd agency costs of debt
both reduce the negative abnormal returns arouaddmg concern audit report
date. This is consistent with the suggestion thase¢ two factors may restrict the
insiders of the firm from gaining on private infaation and increase investors’
possibilities to foresee firm-specific problems.

Chapter 6 investigates the effect of internal auniveakness disclosures on ab-
normal stock returns. The evidence from the unataranalysis suggests that the
auditors’ reports on internal controls do not resulnegative abnormal returns,
but rather a positive reaction is observed. Funttoee, more negative reactions
are found for firms where the management has regafficient internal controls
and the auditor reports weaknesses in internalralsntConflicting results from
the internal control assessments may cast some douihe abilities of manage-
ment, and therefore the reaction is more negalihaeover, when firm characte-
ristics are controlled for the results show tha&t ififormation environment is ne-
gatively related to abnormal returns.

Chapter 7 presents first the results on the unogytand risk affects of going
concern audit reports and second on the relatipnshfirm characteristics and
uncertainty and changes in risk. The change iresyatic risk after audit qualifi-
cations has been studied by Fargher et al. (1988)ever they found no signifi-
cant direct relationship between audit qualificatennouncements and changes
in risk, but the relationship between qualificatiwithdrawals and changes in risk
was documented. The results of this dissertativralethat there is a significant
change in systematic risk after the going conceditaeport date and the 10-K
report date. The regression analysis does not suppg hypothesis on the rela-
tionship between the relevance of going concernt aadorts and firm characte-
ristics.

Chapter 8 investigates the volatility and risk effeof auditors’ internal control
weakness disclosures. There is evidence suggebthgystematic risk increases
significantly after the internal control report. &legression results show further
that the information environment of the firm is aggely related to the change in
volatility.
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Finally, Chapter 9 concludes the study. First, ttieoretical background used to
develop the hypotheses is summarized. Next, thethgges and the main find-
ings of the dissertation are presented and disdugseally, the implications are
discussed.
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2 ECONOMIC FRAMEWORK FOR AUDITING

This section describes and develops the economimework for auditing in the
business environment. The first focus is on therattaristics in firms behind
why and how the need for auditing arises. Seconexplanation on what issues
auditing is expected resolve is evinced. Finalig tlemand for auditing and its
various roles are reviewed.

2.1  Contracting view of the firm

In economic theory the term “firm” was first defthey Coase (1937) as consist-
ing of a system of relationships which come intsence when the direction of

resources is dependent on an entrepreneur. The paggests that operating in

an open market and using the market price mechanigoives costs and that the

costs of negotiating and concluding a separateacifior each exchange transac-
tion are not eliminated when there is a firm, kather that they are reduced. The
paper thus concludes that the advantage of formmgrganization to direct the

resources is cost-saving. Jensen (1983) elabdtatesr that these contracts spe-
cify the performance evaluation system, the revegsiem and the decision rights
within the organization.

Furthermore, Coase (1937) specifies in his resealghsome activities are han-
dled by firms and others by open markets. Thisystad the way to research to
further examine the characteristics of the firmchAdn and Demsetz (1972) ex-
plain that there are circumstances or differend&iof organizational arrange-
ments under which the cost of managing resourcadinm is lower than the cost
of allocating resources through market transactions

The firm is identified by Alchian et al. (1972) asontractual structure with joint
input production, several input owners and oneypatio is common to all the

contracts of the joint inputs. This party last nemed is empowered to renego-
tiate any contract independently of contracts witier input owners; additionally

that party holds the residual claim and has thiet ttig sell his/her central contrac-
tual status. This central party is the owner.

2.2 Agency theory

By definition, agency theory attempts to describrelationship where one party
(the principal) delegates work to another (the 8gé&murthermore, it is concerned
with resolving the problems in a relationship watbnflict of interests and risk
sharing when attitudes toward risk diverge (Eisedth&989). The development
of agency theory has resulted in two strands efdture which address the same
problem: positive agency theory and principal-ageheory (Jensen 1983). Ac-
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cording to Jensen (1983) and Eisenhardt (1989)tiyiss research has focused
almost exclusively on the relationship betweenaWweer and the manager in pub-
lic firms. Above all, positivist literature has agah at identifying situations where
the interests diverge and describing instrumerds liimit the agent’s opportunis-
tic behavior. Eisenhardt (1989) acknowledges theiquédar influence of three
articles on the positivist agency literature: Jenseal. (1976) on the ownership
structure of the corporation, Fama (1980) on the ob efficient capital markets
in controlling the behavior of managers and findtgma and Jensen (1983) on
the role of board of directors as a monitoringrimstent.

The principal-agent literature has concentratesnoaleling the general relation-
ships between the principal and the agent (Jen388)1As a result the theory is
more applicable e.g. to employer-employee, buyppker and other agency rela-
tionships. Consequently, the literature is gengraibre mathematically orien-

tated than is the positive agency literature (Hisedt 1989). Furthermore, Eisen-
hardt (1989) describes the heart of principal-agiesbry as the trade-off between
the cost of measuring the agent’s behavior andctis¢ of measuring outcomes
and transferring risk to the agent.

A general description of an agency relationshipestadhat it is a contract under

which one or more principals engage another peosgersons as their agent(s)
to perform some service on their behalf. To endhle performance, delegation

of some decision making authority to the agenteisded (Jensen et al. 1976). As
previously mentioned, the financial accountingréitare focuses mainly on the

positive agency literature, i.e. the relationshgimeen the owner and the manag-
er. However, as Wallace (1980) suggests, thisioglstiip is also easy to observe
between other actors such as employers-employesdifars-shareholders, gov-

ernment-taxpayers, as the principal-agent thearstrates.

The standard positive agency theory involves acjpal (owner) contracting an

agent (manager) to act on his/her behalf. As Jeasah (1976) explain, contract-
ing involves delegating decision making authoraythe agent. This distinguishes
ownership from control. If both parties to the telaship strive to maximize their

utility, there is the possibility that an agentlveihoose to act in his/her own inter-
ests, not in those of the principals, this resuitsonflict-of-interest problems

(Jensen et al. 1976). To limit the divergences flosther own interests, the prin-
cipal has the option of setting up incentives fa &gent and limiting the conflict-

ing activities of the agent by establishing appiaiermeans of control to mitigate
conflicts of interests (Jensen et al. 1976).

As a conclusion to the description above, it camdited that agency theory views
the firm as a network of contracts. This view caogs one of the major founda-
tions of theoretical accounting. The theory helpauhderstand and explain the
behavior of business actors. Ross (1973) and Jestsai (1976) developed the
theory of ownership structure of a firm. This the@ developed on the basis of a
distinction between ownership and control. Frons {hoint of view, the positive
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agency literature examines the use of informatmmncbntracting purposes, for
example, how information can be used to persuaelenthnager to act in the in-
terests of the owner (Ng 1978).

According to Eisenhardt (1989) agency theory fosuseresolving two problems
occurring in the agency relationship: agency pnoisleand the problem of risk
sharing. An agency problem occurs when the interesthe principal and agent
conflict and it is difficult or expensive for theaipcipal to monitor the agent’s
actions. On the other hand, a problem of risk sigadccurs when the principal
and agent have different attitudes towards risk.

Agency costs are the expenses incurred due todheacting process (Adams
1994). The principal can, in general, reduce agesys by monitoring. Howev-
er, monitoring may also involve costs. Fama e{X83) define agency costs as
the costs of structuring, monitoring and bondingetof contracts among agents
with conflicting interests. Agency costs also ird#uhe costs due to the fact that
it is not appropriate to monitor all contracts petfy (Jensen 1983). Adams
(1994) observes that, in order to ensure the optenal of interest alignment and
information asymmetry, both principals and agenii imcur contracting costs.
For example, principals will incur monitoring co$tem subjecting the financial
statements to external audits. Agents, on the dthed, incur costs e.g. for exter-
nal financial reporting and internal controls (Adat®94).

Alchian et al. (1972) note that the theory of raibexpectations underlies the
demand for monitoring. This concept expects adimtake into account all avail-
able information that influences the outcome ofrtdecisions, and that they use
this information intelligently and therefore do noake systematic mistakes. In
other words, principals cannot be consistently deeckeby agents.

According to Alchian et al. (1972) the main imptioa of rational expectations
theory for agents is that principals foresee tivermjence between the interests of
principals and agents. Therefore, the principalkimgist on compensation for the
risk of loss they perceive through adjustment ef digent’'s wage (Wallace 1980
and 1987). This causes the agent, rather thanrihe&gal, to reduce agency costs
and the demand for monitoring activities (Alchidrake 1972).

2.3 Conflict of interests

As noted, if in an agency relationship ownershigeparated from control and
both agent and principal strive to maximize theimoutility, this will result in
conflict of interests (Jensen et al. 1976). Studiesmanagerial compensation
have generally found that firm size increases managmuneration (Jensen and
Murphy 1990; Conyon and Murphy 2000). This proviageanagement with an
incentive to focus on firm size growth, rather tlgaowth in shareholder returns.
Managers also tend to pursue growth by diversifyibich reduces manage-
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ment’s industry specific risk and strengthens thelr security. However, Lang
and Stulz (1994) find that shareholder returnsgreater in undiversified firms
and they also show that the value of the firm&diced as they diversify further.

According to Jensen (1986, 1989), managers of lmwth and high free cash
flow firms in particular are involved in non valmeaximizing activities. Manag-
ers increase perquisite consumption and compensasiavell as manipulation of
accounting numbers at the expense of shareholdersg¢n 1989; Shleifer and
Vishny 1989; Lang, Stulz and Walking 1991; Chrisied Zimmermann 1994).
For a firm to operate efficiently and maximize steider value, free cash flow
must be distributed to shareholders rather thamned (Jensen 1989). According-
ly, Jensen (1986) concludes that the agency costigher for firms with low
growth and high free cash flow.

The free cash flow hypothesis is further extendgddnsidering the effects of
separating ownership from control. Following theerirom Jensen et al. (1976)
and Jensen (1986) on the separation of ownerstdpcantrol, agency costs of
free cash flow are more likely to occur in firmstviow management ownership.
This is because managers’ interests are more dligiite shareholders’ interests
when they own shares in the firm. Agrawal and Jayan (1994) argue that the
agency costs of free cash flow are a decreasingtitmof management owner-
ship.

If agency costs are higher in low growth — highefeash flow firms, this would
imply greater demand for monitoring on the parthaf principal and therefore the
relevance of auditing could also be greater. Thisnpmenon is expected to be
present particularly in firms where ownership ipa@ated from control as Gul et
al. (1998, 2001) proposed.

High level of free cash flow is also suggestedfteca the assessment of the inhe-
rent risk, i.e. the risk of a material misstatemienthe unaudited financial state-
ments by the auditor (Gul et al. 1998, 2001). Fimit agency problems caused
by free cash flow are thus likely to pay higher iafees (Gul et al. 2001; Nikki-
nen et al. 2004). Gul et al. (2001) also suggest tthe positive association be-
tween free cash flow and audit fees is strongefifors with low levels of man-
agement ownership. However, this association iskereia firms with high levels
of debt (Gul et al. 2001).

2.4  Information asymmetry, management ownership
and information environment

An agency theory perspective also suggests thaprineipal-agent relationship
may be associated with information asymmetry. Tgeng as the party with
greater involvement in the firm, has access torméiion which may not be
available for the principal without cost. The agkas the opportunity to use this
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information to his/her own advantage. This generéite need for regulated ac-
counting and financial reporting.

Because of rational expectations the agent ushal$yincentives to publish the
accounting figures. Accounting numbers are freqyared by owners to moni-
tor whether contractual obligations have been métta restrict managers’ power
to promote personal interests (Watts and Zimmer®#®). However, financial
reporting of accounting numbers is not usually abered an information system
for managers, since the firm’s internal manageraenbunting is assumed to cap-
ture the firm’s actual financial position for theirposes of management (Ng
1978).

Accounting and auditing are essential factors imiooing the agency relation-
ship. Healy and Palepu (2001) argue that the neefinancial reporting and dis-
closure arises from information asymmetry and ¢ondif interests between man-
agers and outside shareholders. Furthermore, #thbdity of management dis-
closures is enhanced by regulation, auditing argitalamarket intermediaries
(Healy et al. 2001). Accounting numbers are ofeliitalue unless they are pre-
pared according to generally accepted standardgléton) and unless com-
pliance with these standards is monitored (auditiniherefore, the role of audit-
ing is associated with both conflict of interestsl anformation asymmetry and
thus it has indeed a significant role in monitoraggncy contracts.

A unique feature in financial reporting is that thener does not have full control
over what accounting information system is beinglied and what will be re-

ported (Ng 1978). However, the generally acceptetanting principles guide to
a certain extent the methods chosen by the maregethe existence of external
auditing examines the application of these prirsiplaut ultimately within those

limitations the manager still decides, based ovhhrsown interests, what to re-
port and at what frequency (Ng 1978).

As pointed out by Lennox et al. (2006), managesgldse value relevant infor-
mation to owners and investors to reduce the indbion asymmetry. A reduction
in information asymmetry increases the liquiditytie firm’s stock and reduces
the cost of capital (Diamond and Verrecchia 19¥Exrecchia (2001) uses a de-
finition “information asymmetry component of thestmf capital’, by which he
means the discount that e.g. the firm providesntestors to accommodate the
adverse selection problem, when there exists difftedegrees of informedness. A
reduction in information asymmetry also reduces dpportunity to profit from
informed trading (Diamond 1985). Information asynimecan be reduced pri-
marily by increasing disclosure activity (Verreatd001; Brown, Hillegeist and
Lo 2004).

Costs incurred from principals’ monitoring actice® one component of agency
costs (Jensen et al. 1976). Monitoring costs imma &ccrue when there is a dif-
ference between owners’ and managers’ interest&edess monitoring is re-
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quired when owners’ and managers’ interests agnedi, Jensen (1986) sug-
gested that agency costs are lower for firms wig fevels of management own-
ership. Studies show that audit fees, as a pamasfitoring costs, are higher for
firms with lower management ownership (e.g. Gubket2001; Nikkinen et al.
2004). Similarly, Chow (1982) finds some support tlee view that the level of
agency problems is positively related to demandafafiting and later Fan et al.
(2005) find that agency problems affect the liketid of firms employing brand
name auditors (Big 5 -auditors).

Information asymmetries between the firm and thvestors can also be mitigated
if the firm has a richer information environmentfdrmation environment refers
to the amount and the quality of firm and markedesiic information available
for investors. Information for decision-making mag gathered from various ac-
counting and non-accounting sources. The primaunycgs of information are the
regulated disclosures of the firm. One purposeisldsure regulation is indeed
the reduction of the information gap between then fand its investors and be-
tween informed and uninformed investors (Healyl.e2@01).

In addition to the firm disclosures, the richnegshe information environment is

affected by private information production and tbsare. There are at least two
significant sources in addition to the firm thabguce and disclose information:
analysts and news agencies. The disclosure reguletiposes more strict disclo-
sure requirements on larger firms. And additionadly public interest is greater in
larger firms, the analysts and news agencies ctratertheir information produc-

tion on these. As a consequence, large firms haweverage a richer information
environment.

Recent evidence documents that the richer infoonaénvironment of larger
firms constrains managements’ abilities to behgweodunistically, e.g. in man-
aging abnormal accruals (Mitra et al. 2005). Thaifability and the frequency of
insider trades, both of which proxy for informatiasymmetry and private infor-
mation, are documented to have a negative reldtipnsith analyst following
and firm size, and the informativeness of accogntiniormation reduces the fre-
guency of insider trades (Frankel and Li 2004; R2805). Piotroski and Roul-
stone (2004) suggest that informed trading andyatslforecasting activity all
affect the amount of disclosure information thaimgounded in the share prices,
but the type of information that they impound degsenn each party’s informa-
tion advantage. Insiders and institutions incorfgor@rm-specific information,
while analysts convey industry-level informationll A all, this evidence indi-
cates that the richness of the information envireniris effective in reducing
information asymmetries and constraining managemepportunistic behavior.

Finally, information environment is also documentedaffect the information
content of SEC filings. Disclosure information suah SEC filings that are value
relevant causes investors to revise their expectstconcerning discount rates
and future free cash flows. However, Callen et(2006) find that SEC filings
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contain less value relevant information at the SH@g date for firms with a
higher proportion of long-term sophisticated ineest This is consistent with the
perception that sophisticated investors are likelyproduce their own and use
information disclosed by other sources to assesdiiim before the SEC filings
become available. In other words, in a richer infation environment sophisti-
cated investors are able to anticipate forthcordisglosures.

2.5 Agency costs of debt

The benefits and costs of debt financing have loésussed in the literature for a
long time. Jensen et al. (1976), Myers (1977) amittSet al. (1979) suggest that
the interests of shareholders and bondholdersicbwofter the firms investment

and financing decisions. The typical conflict istthhe bondholders apprehend
that if not limited, the shareholders expropriateaith from the bondholders by
investing in projects that are riskier than thereat projects. While shareholders
capture most of the gains if such actions paytb#,bondholders bear most of the
risks in case of failure (Jensen et al. 1976).

Bondholders have the option to limit the opporttioibehavior when engaging
themselves in a debt contract. This can be donadisting on increased monitor-
ing (Jensen et al. 1976), writing restricting coumets (Smith et al. 1979), shorten-
ing the maturity time of debt (Myers 1977), demagda higher interest rate
(Bergman and Callen 1991) or demanding financigdoréng conservatism
(Ahmed et al. 2002). The costs of debt can be sumathto consist of two com-
ponents: (i) the loss in firm value due to suboptimvestment decisions and (ii)
the contracting costs that the firm uses to midgdte shareholder-bondholder
conflicts (Billett, King and Mauer 2007).

Shareholder-bondholder conflicts are likely to ease as the probability of debt
payments diminishes. Bodie and Taggart (1978) sthat underinvestment will
increase during periods of financial distress beeatovenants will start increas-
ing the payments from new investments’ value todbmiders when default
seems more likely. Beatty et al. (2008) providelewce that as the probability of
default increases lenders are more likely to deniexaghcial reporting conservat-
ism and conservative contract modifications. Sirty|aBillett et al. (2007) find
that more restricting covenants are increasinglgduso control shareholder-
bondholder conflicts in leveraged and growth firusg less restricting covenants
when the proportion of short-term debt is higher.

Several studies have examined the relationshipdstwnanagement monitoring
and agency costs of debt. Agency costs of deblikaly to be lower when man-
agement discipline and direct monitoring are highgrawal and Mandelker
(1982) suggest that the monitoring imposed by eapitarkets and contractual
methods both may help discipline managers and agmpopriation of share-
holder or bondholder wealth, and therefore alignittierests of management and
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shareholders/bondholders. Ertugrul et al. (20089 fihat increasing the board
members’ incentives for more effective monitoringl w@iscipline managers, de-
crease agency problems and thus result in decrdmsetlyield spreads. Ander-
son, Mansi and Reeb (2003) show that ownershiptsir@l is associated with
agency costs of debt. In detail, they find thatniding family firms have such
organizational structures, which generate stroragritives for commitment of
management to the firm and the family to monita tinm, and this also protects
the interests of bondholders.

Finally, there is considerable evidence that actogninformation quality and
qguantity affects the debt financing conditions. éwaating information quality
affects the information risk of bondholders anthisrefore expected to affect debt
financing. Sengupta (1998) finds a relationshipveein analyst-based evaluations
of aggregate disclosure efforts and cost of defanéts et al. (2005) report that
firms with lower accounting quality have higherargst expenses and lower debt
ratings than firms with higher accounting qualiBharath et al. (2008) find that
the accounting quality affects the choice of debtkat (private vs. public), with
lower accounting quality firms preferring privateld (i.e. bank loans). Addition-
ally, Bharath et al. (2008) report that in privaarkets the accounting quality
affects the price as well as the maturity and canés) whereas in the public debt
the price is more likely to be affected.

2.6 Conflict of interests and the demand for anditi

Contracts between principals and agents will nduce the costs of conflicts un-
less the parties can determine whether the cortiesbeen breached. Therefore
there is a natural demand for monitoring (Wattaletl986). The literature sug-
gests that accounting plays an important role intre@t terms and monitoring
these terms. This establishes the demand for atinguReporting of accounting
figures, i.e. financial reporting, represents aforimation system to the owner
(Ng 1978).

It should be noted, however, that financial repgytloes not add any information
to the manager, because management is assumedibdebi® observe the firm’s
performance through the internal management acecwuimformation (Ng 1978).
Accounting numbers are used e.g. in lending agratsrieetween the firms and
their financers. These agreements often includermants which are tied to finan-
cial statement ratios. Also, management compensatid bonus plans are anoth-
er example where accounting numbers are used tsureeaanagement perfor-
mance. (Watts et al. 1986)

Moreover, it is important to recognize that managetrproduced financial re-
ports alone do not solve the agency problems tieatige to information asymme-
try or conflict of interests. Because managememesponsible for reporting on
the financial condition of the firm, managemené&lso in a position to adjust the



20 Acta Wasaensia

figures if the owner is not able to directly obsethe actions. Thus there is al-
ways an information risk present when financiabmiation is made available to
the owners.

Auditing plays an important role in monitoring caatdts and reducing the infor-
mation risk (Watts et al. 1986). Without an extém@nadit the accounting informa-
tion used for decision-making by several intermad axternal parties lacks credi-
bility. Therefore the most important requirementtioé external audit is to in-
crease the credibility of financial statements geteel from accounting informa-
tion (Lee 1972). Principals contract auditors tewithe accounting numbers,
procedures used in compensation and bonus planargnidreaches of contracts
(Watts et al. 1986). The increased credibility ld financial information poten-
tially benefits both owners and management.

The purpose of auditing, as Littleton (1933) paihteit in an early view, was “to
verify the honesty of persons charged with fisegéher than managerial responsi-
bilities”. At this time auditing was associated hvinonitoring government offi-
cials. Audits were designed to check upon accoulittand stewardship (Little-
ton 1933). Later, Flint (1988) described auditasy“a social control mechanism
for securing accountability”. The view of auditig a mechanism in securing
stewardship and accountability of the agents hamireed. However, today the
audit function is seen more broadly and more stineck The American Account-
ing Association’s (AAA) Committee on Basic Auditirf@pncepts (1973) summa-
rized the criteria that create the demand for amglit

1. The potential or actual conflict of interest.iSlconflict may exist be-
tween the user and the preparer of the information.

2. Consequence. The user may require informationdéxrision-making
purposes. Therefore the user needs to be confafethe quality of ac-
counting information.

3. Complexity. The accounting information produntiprocess is so com-
plex that the user has to rely on someone elsgamige its quality.

4. Remoteness. Even if the user had the abiligntlyze the quality of ac-
counting information, it is unlikely that the useould have access.

The committee (American Accounting Association 19@8nsidered that these
four conditions interact in such a way that as timeyease in intensity they form
the demand for auditing. Conditions 2—4 are basethe theory of rational ex-
pectations. The concept of rational expectatiorsurags that people take into
account all available information that influence butcome of their decisions.
Further, it expects people to utilize their infotroa intelligently and therefore
they do not systematically make mistakes (i.e. tleayn from the past). This
means that principals will not be consistently eilsby agents. (Wallace 1980)

The implication of rational expectations theory &gents is that principals will:

1. expect agents’ self-interests to diverge froegtincipals’ interests
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2. be able to estimate the effect of such divergenc
3. adjust prices (e.g. compensation offered) tiecethe related costs of the
agents’ expected activities.

The ability of principals to protect themselvesotigh an adjustment of prices
generates the agents’ demand for monitoring aigssifThe agents rather than the
principals can be seen as the source of demanddaitoring. Principals are bas-
ically unconcerned, because they can protect thgessé&om the risk of loss by
reducing compensation for the agent’s services.nfsgedemand monitoring in
order to avoid the downward adjustment of their pensation. (Wallace 1980)

The committee of the American Accounting Associattt973) concluded that it
becomes increasingly important that an informediependent conclusion is
reached by the user as to the quality of the adompmformation received. Fur-
thermore, it is increasingly difficult for the usef the information to reach an
informed, independent conclusion without outsidgstance (American Account-
ing Association 1973).

The monitoring of an agent can assume a varietfpiwfs: owner-manager in-
volvement, contingent compensation or bonus plpagpdic reports on perfor-
mance etc. (Wallace 1980). Beaver (1989) sugghstsone means to align the
interests of management and shareholders is t@nad-sharing agreements or
stock options as incentive contracts. The primagans for continuous perfor-
mance reporting is a set of a firm's financialetagnts (Wallace 1980). Substan-
tial evidence exists that earnings announcement8rimg result in stock price
adjustments (Ball and Brown 1968) or that accogntiformation is related to
the market value of a corporation's shares (Beda®9é8), and that accounting
ratios can be used to estimate the probabilityapikbuptcy (Beaver 1966) and the
risk of owning a firm's stock (Beaver, Kettler addholes 1970).

These facts suggest that reported earnings haweriafion content (Foster 1978)
and are useful in the assessment of an agentwmenfice. The use of accounting
information in management compensation and bondntate contracts (Smith,

Clifford and Warner 1979) demonstrates the useepbrted earnings in perfor-

mance evaluation. From the discussion on agenoyryhend the implications of

rational expectations, incentives clearly exist #agents to provide financial

statements to assist monitoring activities by ppals (Wallace 2004).

However, if the principals do not trust the numhaevided by an agent they will
insist on compensation (through adjustment of thents wage) for the risk of
loss they perceive. Evidence exists that restatesr@fraccounting numbers pro-
vided result in stock price adjustments (Palmré&ehardson and Scholz 2004)
and lower earnings response coefficient (Livnat &ad 2004). This implies that
when accounting numbers are found to be inaccutla¢einvestors’ trust in ac-
counting numbers will be impaired for future pesod
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Therefore, in light of the above-mentioned facttivs agent will, in addition to
providing financial reports, agree to provide ewvice that the reported numbers
were carefully prepared and free from material rsrr&xternal auditing is the
product which provides this assurance, taking attocount the limitations of au-
diting on detecting material errors. (Wallace 188d 1987)

The audit literature has acknowledged that agensysc caused by information
asymmetry and conflict of interest are positivedyated to the demand for high
quality auditing. Francis and Wilson (1988) findathagency costs affect the
choice of a higher quality brand name (“Big 8”) @ad Similarly, DeFond
(1992) finds that changes in agency costs are a$sdcwith changes in audit
quality. However, Nichols and Smith (1983) do rintfa positive abnormal stock
market reaction to firms’ announcements of switghio higher quality auditors.
Both Francis et al. (1988) and DeFond (1992) erpthat firms have different
demands for audit quality based on the alignmenntefrests between the man-
agement and the owners. The divergence of intecesisists of conflict of inter-
ests and information asymmetry and the degreeedetliletermine the degree of
auditing needed. Auditing is understood to makentamagement more credible
to investors either in the absence of or in additmother means to control agen-
cy conflicts.

Blouin, Grein and Rountree (2007) study two deteants of auditor selection,
switching costs and agency costs. Blouin et al072@sed the collapse of Arthur
Andersen to examine the effects of the client fiosing the agency benefits inhe-
rent in the relationship with the auditor. Clieimirfs are perceived to have lost
their agency benefits due to the reduction in peeckaudit quality of Arthur
Andersen, which has been documented in severdkst(glg. Chaney and Piplich
2002; Krishnamurthy, Zhou and Zhou 2006). Blouimle{2007) found that firms
with higher agency problems were more likely tatstanew audit relationship
instead of following the incumbent Arthur Andersaindit team to the audit firm
that took over the operations of Arthur Andersencdxdingly, this further con-
firms that auditing is an important means of redgcagency costs and therefore
the firms’ agency problems are a key determinatiiénauditor selection process.

In some later studies, the effect of divergencentarests on the informativeness
of earnings was first studied by Warfield, Wild andld (1995). They find that
managerial ownership is positively related to infativeness of earnings on the
stock markets and negatively related to the madaitf discretionary accruals.
The reasoning behind this is that as the deman@doounting-based manage-
ment constraints is higher when management owrngershower, management is
expected to respond to this in their self-inter@ste study of Warfield et al.
(1995) was extended by Yeo, Tan, Ho and Chen (2882hey show that at high-
er levels of management ownership the informatigersd earnings does not have
a positive relationship with management ownershig, the relationship has re-
versed. This would suggest that the entrenchméattdiecomes effective at high
levels of management ownership.
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However, Gul, Lynn and Tsui (2002) develop the gthg Warfield et al. (1995)
by looking at how audit quality affects the posgtikelationship between the in-
formativeness of earnings and management ownesstdpthe negative associa-
tion between discretionary accruals and managem&nership. The results of
Gul et al. (2002) support the conclusion that aggroblems have an effect on
the demand for auditing.

The audit fee literature has also extended tharfgedof Warfield et al. (1995)
and Yeo et al. (2002). Gul, Chen and Tsui (2008) that management owner-
ship weakens the positive relationship betweenreli®nary accruals and audit
fees; however, in firms with high accounting-basednagement compensation
the negative effect of management ownership isddarbe weaker. The audit fee
literature proposes that there is a relationshipvéen agency problems and audit
fees (see Hay, Knechel and Wong 2006 for a revi@Wlg relationship is ex-
pected to be positive, because of the auditor'seamed exposure to liability.

Consistent with this, Gul et al. (1998) finds fitktat for low growth firms the
positive relationship between free cash flow anditaiees is weaker for firms
with high debt. Later, Gul et al. (2001) added tila debt, management owner-
ship also affects the positive relationship betwaedit fees and free cash flow.
Finally, Nikkinen et al. (2004) report that managsinownership has a negative
effect and free cash flow a positive effect on ateks and thus the agency costs
can be used to some extent in explaining audit. f€éas studies by Gul et al.
(1998, 2001) and Nikkinen et al. (2004) further s the theory that the agency
costs of the firm have an effect on the demandsapgly of audit services.

2.7 The role of the audit

Wallace (1980) suggests three parallel hypothesesxplaining the role of the
audit in free and regulated markets: the monitohggothesis, the information
hypothesis and the insurance hypothesis. Next ttheee roles will each be de-
scribed to provide an overview of the differenteohuditing can take in different
environments.

2.7.1 The monitoring hypothesis

The monitoring hypothesis assumes that when detegdecision-making power

to one party, as suggested in agency theory, taetag motivated to agree to be
monitored if the benefits from such activities eedtehe related costs. As men-
tioned before, this hypothesis is applicable tacatbperative relationships in any
organization, not only relationships between owreerd managers, but also in
relationships between employers and employeesitarednd shareholders, dif-
ferent levels of management in firms and governnard taxpayers. (Wallace

1980 and 1987)
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Beaver (1989) pointed out that the monitoring tlgesirives to solve problems
due to moral hazard and information asymmetry betwle agent and the prin-
cipal. Moral hazard is the problem of the agentspssing superior information
and thus having the opportunity to use it selfrieséedly at the expense of the
principal (Beaver 1989). Arrow (1985) calls thews ttypes of principal-agent
problems hidden action (moral hazard) and hidddoramation (information
asymmetry).

Public disclosures have been seen as one way tbtong the monitoring hypo-
thesis. They have been seen as restricting therisupeformation position of
management. Further, an independent actor can tteacted to inspect the in-
formation environment. From this point of view, #@udy is one form of control-
ling for the monitoring hypothesis. The audit reesithe agent’s chances to with-
hold material information from the shareholdersg@s 1989).

The relationship between the auditor and the boaurirectors is one factor that
affects the monitoring of management. The auditad the board of directors
usually have a relationship, which is considerethtoease the monitoring power
of the owners. Furthermore, the independent awtrgittees are considered to
be a mechanism that enhances the auditor's indepéempasition in negotiations
and increases the effectiveness and quality ohtltit engagement (Ng and Tan
2003). Recent updates in control environment reguiafor public firms have
imposed higher demands on the independence andtiegpef board members.
Similarly, the auditors and the management are n@amdated to issue internal
control reports, which again increases and stremgtthe monitoring role of the
auditor over the management.

Wallace (1980, 1987 and 2004) brings forward mawydrs implying that audit-
ing is a highly valued monitoring system among lshatders, creditors, and top
management. For example, Chow (1982) finds thatsfiwith a higher ratio of
total debt to total assets or firms with more actimg based covenants are more
likely to hire an auditor, presumably to address délgency relationship of man-
agement to creditors. Additionally, evidence suggdsat the likelihood of volun-
tarily hiring an auditor increases with the numb&employees. (Hay and Davis
2004)

2.7.2 The information hypothesis

Financial reporting was earlier seen to be cemérdhe monitoring purposes, but
since the 1960’s the focus moved to needs and ribdspn of information to

enable users to take economic decisions (HigsoB)20berefore, an alternative
or complement to the monitoring hypothesis is thfermation hypothesis. One
argument regarding the demand for audited finarstetements is that they pro-
vide information that is useful in investors’ decismaking. Investment decision
models in the finance literature value a firm bycakating the net present value
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of future cash flows. For example, future cash Hdwave been observed to be
highly correlated with financial statement informoat Therefore, the audit is
valued by investors as a means of improving theitguat financial information.
(Wallace 1980, 1987 and 2004)

Some of the same information that is used in manigocontracts is also useful in
making investment decisions. The difference fronnitwoing purposes, however,
is that installing means of monitoring usually regs explicit contracting, as is
the case when the agent commits to providing adidiitencial statements. How-
ever, the information hypothesis emphasizes tmaintial information is needed
by investors to determine market values, whichraeans of making rational in-
vestment decisions, even in the absence of anagxpbntract with the agent.
(Wallace 1980)

Fama and Laffer (1971) discuss three major benefitsformation: reduction of
risk, improvement of decision-making and earnin§grading profits. Audited
financial statements can be related to each beneWéstors tend to be risk ad-
verse, so they will demand a higher return for arglevels of risk or they will
pay a higher price in the form of a risk premiunréduce the level of uncertainty
or risk (Fama et al. 1971). For a simple exampleigeassume that the risk pre-
mium represents an individual assessment of howhrancaudit will reduce un-
certainty concerning reported financial informatidime audit can be regarded as
cost-effective if the risk premium of each indivadunvestor exceeds the cost of
the audit to the firm. (Wallace 1980, 1987, 2004)

An audit is also valued as a means of improvingfithencial data used by man-
agers in decision-making. An auditor can improve dhality of the input data by
finding errors and by making employees more carefgreparing records. More
accurate data will improve internal decision-makiggternal use of more accu-
rate data for credit and investment analysis, latggotiations or regulation deci-
sions will also improve managers’ performance. (&ééa 1980, 1987, 2004)

The third use of information refers to gains fromde by investors with private
information. According to the efficient market hypesis asset prices reflect all
publicly available information. Hence, no abnormetlurns can be gained by us-
ing publicly available information. The informatidmenefit of profits from trading

is only realized by investors with private accessew information. The Securi-

ties Act require that audited financial statemerts made publicly available. At
the public announcement of the audit results, tiee f the securities will adjust

to the information (e.g. Chen et al. 2000; Tafééeal. 2004) if the information is

relevant and not already known or expected. It mlag be that no price adjust-
ment results from the announcement of audit restilessame conclusions could
have been reached by outsiders at an earlier ddabee @udit results could be re-
placed by available surrogate information. Themefdhe audit function can be
evaluated with respect to the benefit of tradinghgaln other words the an-
nounced audit findings may only confirm investoexXpectations and existing
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market valuations. However, the absence of gaom frade on audit results does
not imply lack of value for audited information. @llace 1980, 1987)

The role of the audited data is confirmed by redeaesults (Beaver et al. 1970)
which demonstrate an improvement in the estimatibrisk through the use of
accounting information. The improved estimatiorrisk does not mean that ab-
normal earnings could be gained, but suggestsittkiastors have more accurate
information for evaluating investments (Wallace AQ%hd 2004). The perceived
credibility of accounting information has been atved to have an effect on in-
terest costs (Wallace 2002), underpricing of ihipiablic offerings (Menon and
Williams 1991; Hogan 1997; Willenborg 1999) and kraiptcy (Menon and Wil-
liams 1994).

2.7.3 The insurance hypothesis

The third hypothesis on how the demand for audrnsves relates to manage-
ment’s liability exposure (Wallace 1980). Under tBecurities Act, the auditor
and the auditee are jointly and severally liabléhicd parties for losses attributa-
ble to defective financial statements. The abildyshift financial responsibility

for reported data to an auditor lowers the expeldes from litigation or related

settlements to managers, creditors and other miofess involved in the securi-
ties market. As potential litigation costs incredbe insurance demand from
managers and professional participants for an auatt be expected to grow.
(Wallace 1980, 1987, 2004)

To the question why managers and other professidoak for insurance from

auditors rather than an insurance company, fousiplesexplanations have been
proposed. First, the audit function is so firmlyaddished in society that the deci-
sion of management not to hire an auditor wouldngjty imply negligence or

fraud on the part of the managers of other probesds. Second, accounting firms
have established in-house legal departments taxdefeem in professional liabili-

ty suits. Audits have been seen as possibly progidgnore efficient insurance
coverage as a co-defendant, than the insurancearygs a third party. Third,

the auditor facing a litigation suit is concerndubat his/her reputation. Similarly,
managers are concerned about their own reputatidritee firm’s reputation as a
well-run firm. The insurance company on the contrail make decisions on a

litigation suit as a cost-benefit choice between @ucourt settlement of legal

defense. Thus, the auditor and the manager shemenmon interest in properly
considering the effect of the litigation on theutgiion of the parties involved.

Fourth, auditors have “deep pockets” relative tbaakrupt or failing firm that

cannot pay. Based on court decisions to hold argditable for inaccurate finan-
cial reporting, auditors are apparently viewed aseans of socializing the risk.
This means that auditors spread the cost of cfiebtisiness failures to other
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clients through higher fees and to the societyughohigher prices and lower re-
turns on investment.

O'Reilly, Leitch and Tuttle (2006) show that theirggp concern audit report in-

formation is assessed less negatively when the@rmment perceives the auditor
to provide some insurance. Similarly, Lennox (1988hcludes that the larger
auditors with “deeper pockets” are more prone tigdtion despite the higher

guality that they provide, and thus this is intetpd as confirming the existence
of an insurance effect on the demand for auditifigally, Menon et al. (1994)

also find evidence that auditors are seen by iovesis guarantors of financial
statement quality and of their investments. Furtieee, investors also appear to
be willing to pay a premium for the right to recol@sses from the auditor.

2.8 Concluding remarks

This chapter provides a theoretical examinatiothefrelevance and role of audit-
ing from an economic perspective. The first padmies the key issues behind
the demand for audit services. The primary explanatere for the demand for
auditing is that the relationship between managémed shareholders is such
that monitoring is needed. First of all, the agersationship between manage-
ment and owners is affected by information asymynatrd conflict of interests

and these make for agency problems. The costsigigifiom the control of agen-

cy problems are agency costs.

Management has the incentive to let their selfrageaffect their decisions. For
instance, in the absence of a proper monitoringhar@sm, management has the
opportunity to provide accounting figures that thean benefit from. However,
owners are expected to be able to anticipate tidstzey will lower, for instance,
the management’s remuneration. This implies thé& ih fact in management’s
interest to provide some means for owners to cbfdraagency problems. In ad-
dition, in an environment where a firm is subjextritense public interest, more
public information is produced and disclosed, whichether with the informa-
tiveness of firm disclosures make up the infornratemvironment of the firm.
According to the studies previously discussed, ribbness of the information
environment restricts management’'s opportunistibak®r and decreases the
value relevance of firm disclosures.

The second type of agency costs, the agency cbdeht stem from the conflict
of interests between shareholders and bondholdlerdders protect themselves
from the risk that the debt conditions are notilleldi. The protection may assume
various forms: higher interest rates, increaseditoong, shorter maturity of the
debt, restricting covenants. Based on the liteeatilre consequences of increased
leverage are that management monitoring and diseiphcrease in one form or
the other.
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Audited financial statements are widely viewed asezhanism to mitigate agen-
cy costs. The empirical evidence is consistent Witk view. It indicates that the
agency problems or agency costs in a firm affeetddmand for auditing servic-
es. Firms with higher agency costs are more likelyappoint high quality or
brand name auditors. They are also likely to pdgeapremium for the auditors’
increased risk of litigation. Furthermore, thereevadence that higher quality au-
diting in fact increases the informativeness ofoatting information to investors
and also by restricting the use of accruals theahajuality of financial state-
ments is regarded to improve as well. This is ingrdrfor the audit profession,
since one could expect that accounting informatisars and providers are ex-
pected to turn to more monitoring mechanisms thaparceived to be more reli-
able if auditing is not able to provide assuranod eommunicate the expected
level of information quality.

Finally, auditing has been seen to assume diffema@et in different firms. The

suggested roles are monitoring role, informatiole @nd insurance role. These
roles may be concurrent, i.e. auditing can asswaweral roles at a time. From the
perspective of this dissertation, the most inténgstoles are the information and
insurance roles, because these can be affectdaebpformation in the audit re-

port.

The hypotheses of this study are later developethertheory presented here.
First, in this study it is important to understaheé role of auditing from the in-
formation and insurance perspective, becauseghisevant when evaluating the
impact that the announcement of an audit reporidcloave on the stock markets.
The information role postulates that auditing imy@® the quality of financial
information and provides additional informationrefquired. The insurance role of
auditing, on the contrary, could be assumed to baker if the auditor issues a
qualified audit report, because this report reduites likelihood of litigation
losses of the auditor.

Second, identifying the reasons underlying infororaasymmetries and agency
costs is essential for this dissertation when dgpief) the hypotheses. The analy-
sis in this chapter provides substantial eviderfckosv information asymmetry
affects the level of monitoring demanded, i.e. angi Likewise, it is assumed
later in this study that the relevance of inforratprovided by the auditor is also
effected first by the extent of information asymriest and secondly by the alter-
native means of reducing information asymmetrigs,information environment
or debt monitoring. This can be illustrated simpilythe example of information
asymmetry between management and owners. The gteataaformation asym-
metry is, the more important the information in tp@ng concern audit report
could be considered to be to the outsider. Howether information asymmetry
can be reduced by either obtaining and assessiognation from other sources
or relying on management discipline induced byagency costs of debt.
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3 EARLIER RESEARCH ON OWNER AND USER
REACTIONS TO AUDIT OPINIONS

In this chapter, the main issues regarding the ddnaad supply of information
are presented and key studies on the relevanceddf r@ports to financial state-
ment users are reviewed. The studies on audittreglevance can be divided into
two categories according to the research appraachival market reaction stu-
dies and experimental user perception studies.nf&ea focus in this chapter is
on the market reaction studies and most importanilyhe event date issues that
still seem to puzzle researchers.

3.1 Demand and supply of financial information

Financial accounting information, including aud#ports, is useful if it helps the
users in their decision making. Useful informatiaas at least the following three
characteristics: quality, relevance and timelineNsiser, Nuseibeh and Al-
Hussaini (2003) found that credibility and timebseare the most important fea-
tures of useful information.

Quality of the information typically implies thate information has been gener-
ated in accordance with generally accepted priasipduch as IAS in accounting
or ISA in auditing, for example. Relevance of thérmation suggests that in-
formation should be useful in making a particulacidion, as, for example, an
investor and bank loan manager require differefdrmation for accurate deci-

sions. Timeliness of information indicates that whi®rmation is current and fu-

ture events are dealt with according to generabepted principles.

Financial accounting information has two major msgs. First, financial ac-
counting is a way to transfer information from mges to interested parties ex-
ternal to a firm, reducing the information asymmdietween internal and exter-
nal parties. Information asymmetry indicates thanagers have access to infor-
mation that people outside the firm do not haveahkcial accounting provides a
way for managers to communicate private informateomterested parties that do
not otherwise have access to it. Having accesbedimnancial information helps
interested parties make more accurate assessni¢hesfom. (Guenther 2005)

Second, financial accounting information is oftesed in contracts between the
firm and other parties such as lenders, managessnéss partners, government
etc. Basing contracts on accounting information potad with generally ac-
cepted accounting principles helps reduce theafosbntracting by reducing risk.
(Guenther 2005)

Privately owned firms differ from publicly ownedtis in their ownership, go-
vernance, financing, management and compensatioctstes. These differences
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affect the demand and supply of financial informatin privately and publicly
owned firms. In publicly owned firms, the demand fimancial reporting arises
from reducing information asymmetry between managerd other parties, e.qg.
investors. Tax, dividend, compensation and payrpelities affect the demand
for financial reporting in privately owned firms.h& ownership in privately
owned firms is typically more concentrated and shalders have a more active
role in management. Therefore, it could be expetitat private firms are more
likely to communicate privately with shareholdesseditors, employees and other
interested parties than are publicly owned firmewever, no empirical evidence
on this is available. It is proposed that the desnfam public financial reporting
quality is reduced in private firms (Ball and Shkuanar 2005). Conversely, high-
er quality financial reporting is demanded from lpel{p owned firms.

Ball et al. (2005) expect higher demand for finahceporting quality in publicly
owned firms to be a consequence of the higher lelgiggations of managers and
auditors and higher risk of litigation. In privatems reducing information
asymmetry is not the primary goal. Tax, dividend aompensation policies are
more important in private firms as the flexibiliof accounting rules can be uti-
lized to benefit the smaller group of interestedipa. Ball et al. (2005) show that
insider access and high quality financial reportarg substitutes for reducing
information asymmetry and they expect private anidliply owned firms to fol-
low a similar pattern.

The objective of the financial statements audibignable the auditor to express
an opinion as to whether an identified financiatement framework has been
implemented in the preparation of financial stateteagIFAC 2003). Audit en-
gagements are thus intended to increase the digdifi financial information.
Audit opinions are public documents used by audits a method in communi-
cating the results of the work to the principal atigder users of the report.

Over the past three decades several studies haveireed the informational val-
ue of audit opinions. The framework of this disagon is based on earlier re-
search, which can be divided into two categorigsarchival studies explaining
the importance of audit opinions to investors tigtouts impact on stock prices
and (ii) experimental research concerning useromsgs to audit opinions. The
main goal in both categories is to test the infdromavalue of an audit opinion to
different interest groups. The studies differ ia tesearch approach, data settings
and methods.

3.2 Market reactions to audit report announcements

The first approach in studying the information @ritof audit opinions is the
capital market approach. This line of researchistuthe relevance of information
contained in audit opinions by analyzing the dirgtoick market reaction to audit
opinion or indirectly the market reaction to augjinion related announcements.
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Considerable evidence supports the simultaneouelayed correlation between
earnings information and stock price changes (&ad#ll. 1968; Bernard and Tho-
mas 1989; Jegadeesh and Livnat 2006). Howeverewagl989) reports, earnings
explain only a fraction of the change in returnstba earnings announcement
date. Due to this, accounting research exploredetsodith other financial in-
formation (Ou and Penman 1989; Livnat and Zarow89(Qt Sloan 1996). One
such source of information is the audit report. hueports have the potential to
change the market responsiveness to earnings bpgaddise or reducing the
persistency of reported earnings (Choi and Jet@2)19

The audit report can be expected to potentiallgafétock prices mainly for two

reasons. First, the audit report may contain infdrom that affects either the es-
timation of the magnitude of future cash flows amdhe riskiness of future cash
flows. Any information that can result in revisionf these components is rele-
vant to the stock prices. Second, the audit regamtcontain substantial informa-
tion about the viability of the firm, e.g. the ggiconcern audit report. The report
should at all times reflect the auditor’'s accesm$ide information such as fore-
cast data and management plans, and, taking tlmisactount, the auditor’s re-
porting decision also reveals some private inforom{Mutchler 1984). Howev-

er, Mutchler (1985) explains that e.g. the goingocawn audit report is a function
of publicly available information, and suggests thach reports can be predicted.

Melumad and Ziv (1997) proposed in their theorétinadel of market reactions
to qualified audit reports that the reaction toidable and unavoidable qualified
audit reports is different. An avoidable audit repwhich the management could
have avoided by making a change in reporting, coesdlt in either a positive or
a negative reaction. Whereas an unavoidable geglidiudit report, which the
management could not have avoided, is expectegstdtiin a negative reaction.

The reaction of financial markets to audit repam@uncements has been exten-
sively studied in the accounting literature. Thedamental question addressed in
these empirical studies is whether the audit repaffect investors’ pricing deci-
sions. A list of the most relevant studies for ttiissertation is presented in Table
1.
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Table 1. Studies on the relevance of audit reports irstbek markets.
Authors Year Journal* Observed
market
Audit reports on financial statements:
Baskin 1972 TAR U.S.
Firth 1978 TAR U.K.
Chow and Rice 1982 AJPT U.S.
Banks and Kinney 1982 JAR U.S.
Davis 1982 AJPT U.S.
Elliot 1982 JAR U.S.
E;(tjvc\jli,ChDopuch, Holthausen ant1984 JAE us.
Dopuch, Holthausen and Leftwich 1986 JAE U.S.
Fields and Wilkins 1991 AJPT U.S.
Choi and Jeter 1992 JAE U.S.
Loudder, Khurana, Sawyers, Cori992 AJPT U.S.
dery, Johnson, Lowe and Wunderle
l;/l;::glstaedt, Regier, Chewning an(1992 AJPT UsS.
Ameen, Chan and Guffey 1994 JBFA U.S.
Fleak and Wilson 1994 JAAF U.S.
Frost 1994 AJPT U.S.
Chen and Church 1996 TAR U.S.
Jones 1996 JAPP u.S.
Carlson, Glenzen and Benefield 1998 QJBE U.S.
Fargher and Wilkins 1998 JBFA U.S.
Chen, Su and Zhao 2000 CAR China
Holder-Webb and Wilkins 2000 JAR U.S.
Soltani 2000 A France
Schaub and Highfield 2003 JAM U.S.
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Table 1. Continued

Authors Year Journal* Observed
market
Pucheta, Vico and Garcia 2004 EAR Spain
Taffler, Lu and Kausar 2004 JAE U.K.
Ogneva and Subramanyam 2007 JAE U'K'/U'.S'/
Australia
Herbohn, Ragunathan, Garsden 2007 AF Australia
Kausar, Taffler and Tan 2009 JAR uU.S.
Audit reports on internal control weaknesses:
Ashbaugh-Skaife, Collins, Kinney anc&009 JAR Us.
LaFond
Ogneva, Subramanyam and Raghu- 2007 TAR US.
nandal
Beneish, Billings and Hodder 2008 TAR U.S.
Hammersley, Myers and Shakespeare 2008 RAST uU.S.

* AF= Accounting and Finance, AJPT= Auditing: a daal of Practice
and Theory, CAR= Contemporary Accounting Resedfé&R= European
Accounting Review, IJA= International Journal ofdiing, JAAF=
Journal of Accounting, Auditing and Finance, JABarhal of Account-
ing and Economics, JAM= Journal of Asset Managemkki®P= Journal
of Accounting and Public Policy, JAR= Journal ofcAanting Research,
JBFA= Journal of Business Finance & Accounting, €3Ruarterly
Journal of Business and Economics, RAST= RevieAccounting Stu-
dies, TAR= The Accounting Review.

Audit reports on financial statements

The event date problem becomes evident when thd éaeg¢e selection in the lite-
rature is reviewed. The first observation is treatesal studies have used a choice
of dates. This is illustrated by how e.g. Louddeale (1992) describe their sam-
ple selection: “The qualification disclosure dataswlefined as the earliest of (1)
the publication date of a media story, if one was, (2) the annual report date,
or (3) the 10-K stamp date”. Multiple event datesdralso been used by several
other studies and this is clearly an indicationhaf difficulty to identify or deter-
mine the first day of trade on the information @néd in the audit opinion.
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In the U.S. studies the most frequently used ancement date is the form 10-K
(10-K) filing date (see e.g. Chow et al. 1982, Ame al. 1994, Carlson et al.
1998). Traded firms must file their annual repovith the SEC on the 10-K. The
problem with this report and event date is thateK provides in addition an
overview of the firms’ business and financial cdiwi. This means that a large
amount of information is released on that particdiay, of which the audit opi-
nion information is only a part.

Another frequently applied announcement date isntledia disclosure date (e.g.
Dopuch et al. 1986, Loudder et al. 1992, Fleakl.el®4). The choice of this
event date may resolve may of the problems withcgeoent other information
releases associated with the 10-K date, because ihao concurrent announce-
ment from the firm at that point in time. The mediaclosure date may also in
many cases be earlier than the 10-K filing andstated earlier, it is essential to
identify the first day trade takes place with tlhueliareport information. The prob-
lem with the media disclosure date is that for aese purposes there are so few
observations.

In an Australian setting Herbohn et al. (2007) gttlte market reactions on the
date of the final annual report. They recognize fsstralian firms were required
first to release a preliminary annual report whk earnings information and later
they publicize the final annual report. Herbohrakt(2007) are thus able to re-
strict the influence of earnings information fronetabnormal returns on the day
of the final annual report. However, as they ntite,final annual reports may still
contain amendments to the earnings or other relavam-earnings information
and, furthermore, the preliminary report may alse@dntain information that
creates an expectation of a going concern auddrtewhich would reduce the
reaction on the final annual report announcemet&. da

Moreover, Loudder et al. (1992), Fleak et al. ()9%4neen et al. (1994), Carlson
et al. (1998) among others use the annual repadwarcement day in their analy-
sis. This event date can be regarded as the udtidete when the audit report is
announced (of course the audit report can latewibledrawn or amended), be-
cause the firms must publish their annual repartsthe annual reports must con-
tain an audit report.

Soltani (2000) in his French and Pucheta et al042@n their Spanish study use
an estimation of the date when the audit repopuislicly announced. They both

use the 15th day before the annual general measirige event date. As alterna-
tive event dates, Soltani (2000) also suggestddle of the auditor’s signature on
the audit report and an average between the ddke @uditor’s signature and 15
days before the general meeting, but results g@rted only using the first men-

tioned date.

More recent studies have proposed means to cirauintive event date -problem.
Fields et al. (1991) acknowledge that “The mairii@ifty in most of these prior



Acta Wasaensia 35

studies was the lack of precision in identifying thate upon which information,
if any, was revealed to the markets. In their sfidglds et al. (1991) examine the
share price reactions to public announcements tifdnawn qualifications. The
withdrawn qualification can be used to measureirtf@mation content of audit
reports in exactly the same way as the underlyuditaeport is used. The use of
gualification withdrawals announcements in thiliof research can further be
motivated by the fact that the withdrawals are axtticipated and may therefore
result in a reaction in the stock prices and thaytare more timely and less noisy
than e.g. 10-K announcement (Fargher et al. 1998gher et al. (1998) examine
the shifts in systematic risk around the publichhaunced qualification with-
drawals. They hypothesized that the announcemeataqefalification withdrawal
would decrease the systematic risk of equitythe.equity beta.

Chen et al. (1996) propose another alternativensiéa avoid the event date -
problem of audit report announcements. They stuldgtiaer going concern audit
reports are useful in predicting bankruptcy. Theguk on the excess returns in
the period surrounding bankruptcy filings and fitlicht firms receiving going
concern audit reports experience less negativesexagurns around the bank-
ruptcy filing. A plausible interpretation is thabigg concern opinions have in-
formation value, at least in the case of bankruptcy

Finally, Taffler et al. (2004), Ogneva et al. (2D@nd Herbohn et al. (2007) ap-
proach the question of the relevance of audit tsporthe stock markets using a
long-term perspective. This approach is less deadih the selection of the event
date since it examines the stock returns in a 18tmperiod following the publi-
cation of the going concern audit report. Tafflerag (2004) find a significant
reaction in the U.K. following the going concernddureport. Ogneva et al.
(2007) are unable to find a reaction on the U.$. Auastralian markets, whereas
Herbohn et al. (2007) find in Australia only a sfgrant market reaction in the
12-month period prior to the going concern repomic@ncement and Kausar et
al. (2009) demonstrate a significant 12 month stoekket reaction to first-time
going concern audit reports in the U.S.

Audit reports on internal controls

The passing of the Sarbanes-Oxley Act (SOX 2002)i&@e 302 and Section 404
changed the requirements for making public disckswegarding internal con-
trols. In the pre-SOX period there were no requeaets for management or audi-
tors regarding disclosures of internal control effeeness. Prior to SOX (2002)
firms could voluntarily assess and report on tHeativeness of internal controls,
but only few did so (see McMullen, Raghunandan Racha (1996) for a review
on pre-SOX reporting activity).

Section 404 of the SOX (2002) requires that pubfim annual filings (10-K)
contain management’'s assessment of the design renaftectiveness of the
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firm’s internal controls. Moreover, it also requsrthe auditor to provide a sepa-
rate opinion on management’'s assessment and thi@réieévaluation of the in-
ternal controls. The auditors’ reports on interoahtrol deficiencies are usually
referred to as the auditors’ Section 404 disclasu@osely related to these re-
ports where the Section 302 reports by the managerBefore the implementa-
tion of SOX (2002) Section 404, Section 302 fiesfuired management to eva-
luate the internal controls over financial repagtend report results of their eval-
uation. Whereas Section 404 reports accompany aneparts, the Section 302
reports could be filed separately.

Research on both Section 302 and Section 404 dig@s shows that internal
control weaknesses are associated with firms tieasmaller, financially weaker,
rapidly growing, more complex, and which have ongorestructuring (Doyle,
Ge and McVay 2007a; Ashbaugh-Skaife et al. 2008)e®pected, weaknesses in
internal controls are also related to significandigcreased financial statement
quality. Doyle, Ge and McVay (2007b) and Ashbaughife, Collins, Kinney
and LaFond (2009) find that internal control wealses are associated with low-
er quality accruals. Weaknesses in internal contcan affect the quality of fi-
nancial statements by either allowing more intargloearnings management or
unintentional errors. The evidence (Ashbaugh-Skeifal. 2008) suggests how-
ever, that weaknesses are more likely to lead iiemtional errors

As the evidence of the effect of internal contr@laknesses on financial reporting
quality seems convincing, it is of interest to lad&ser at the market and capital
effects of these disclosures. In general, the negaffect of internal control
weaknesses on financial information quality incesathe information risk and
uncertainty of equity or debt holders. Thereforeestors should demand a high-
er risk premium. Regarding the Section 302 discksuthere is evidence that
there is a negative abnormal reaction to the armceuent of internal control
weaknesses (Beneish et al. 2008; Hammersley 20@8). However, Beneish et
al. (2008) report that the auditor quality and rfisize attenuates the reaction to
Section 302 disclosures, and Hammersley et al.gR00d that the reaction de-
pends on the characteristics of the weakness.éMiikence suggests first that the
richness of the information environment may affdet reaction, and secondly
that specific types of weaknesses are more difficubnticipate even in a richer
environment.

Section 404 reports are filed most commonly wite #mnual 10-K reports. The
empirical evidence implies that auditors’ Sectid 4nternal control weakness
disclosures are not associated with abnormal retaround the announcement
(Ogneva et al. 2007; Beneish et al. 2008). Benelstl. (2008) conclude that the
information environment of firms that are requitedreport under Section 404 is
richer and that this attenuates the surprise @arS3bation 404 reports may reflect a
low materiality threshold for disclosure. In an abehal analysis Beneish et al.
(2008) study the cost of capital effects of intérm@ntrol weakness disclosures.
They report that Section 302 reports increase tis¢ @f capital, whereas Section
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404 reports do not. However, Ashbaugh-Skaife, @glliKinney and LaFond
(2009) find a significant negative market reactiorsection 404 reports, and their
cross-sectional test also indicates that the sydiemisks are higher for firms
disclosing internal control weaknesses.

These studies suggest that disclosed Section 4€¢hah control weaknesses may
represent risk that is meaningful to investors.sTieing so, it would be fair to
assume that the audit fees are higher for firm& witernal control weaknesses.
The empirical evidence confirms that firms with weasses pay higher audit fees
(Hoitash, Hoitash and Bedard 2008).

Trading activities of informed market participants

The literature reviewed above revealed that thetegtate used in this research is
the typically the 10-K report filing date. Howeveass studies on market reactions
to other firm-specific information announcementsead, the actual date of the

event may also be a relevant point of time to mesathe reactions. For instance,
Knechel et al. (2007) and Carter et al. (1999) wtilnd market reactions to 8-K

report announcements around the date of the agteal. In the study of Knechel

et al. (2007) the event date used was the datkeoflismissal of the incumbent

auditor, rather than the filing date of 8-K theadgndicating that the incumbent

auditor was dismissed and a new auditor appointed.

Using the date of the actual event raises an impbiquestion. The question is
why should there be a market reaction before soave information has been

announced to the stock markets. Generally it isetstdod that stock prices in-

corporate all relevant publicly available infornaatiand firms are required to

publicly announce all new and relevant informati®his implies that before the

public announcement only some market participaate laccess and an opportu-
nity to use this information.

Informed market participants are by definitiontalbse traders who are informed
when an information event occurs at a firm. Took308) informed traders as

corporate insiders, employees, analysts, and othlkeoshave access to informa-
tion before it is released to the market. Piotr@dlal. (2004) includes, in addition

to insiders and analytics, also institutional irtees with significant ownership as

informed market participants. Jayaraman (2008 nésfinformed traders as those
who have acquired private information or who haweeas to private information

due to his/her association with the firm.

The information advantage of informed market pgénts is the greatest when
the precision of public information is lower, infoation asymmetry between in-
siders and outsiders is greater, uncertainty atfemitvalue of the firm is higher,

and the informed traders’ information is more aatew Tookes (2008) proposes
also that informed traders have the opportunitgxtvact higher excess returns in
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small firms’ stock that are less competitive andehhigher sensitivity to shocks.
Huddart and Ke (2007) find evidence that abnorrealrns after insiders’ trades
are lower for firms with richer information envinment. Similarly, Frankel et al.
(2004), Lakonishok and Lee (2001), Seyhun (198, Einnerty (1976) find that
the profitability of insider trades is positivelglated to information environment,
measured by analyst following or firm size. Jayaaar(?008) finds that informed
trading is more active when public informationasd informative.

The literature examining informed or insider tragisupports the selection of the
event date in this dissertation. The content ofatindit report is privately available
when the auditor presents it to the firm and pupkwvailable when it is filed pub-
licly announced as a part of the 10-K report. Tiharicial literature, however, has
found considerable evidence of informed trading.phrticular, as briefly re-
viewed above, the literature concludes that infatrirading is more likely to oc-
cur in smaller firms with less competitive stocksldirms with high information
asymmetry or poor information environment. Thisdevice suggests that when
using the audit report date as the event date, theneffects of information
asymmetry and information environment need to betrotled for. In addition,
informed market participants have a greater berfefitn private information
when uncertainty about the price of the stock eatgr and the private informa-
tion is accurate. In the case of going concern taggiorts or internal control
weakness disclosures, the firms receiving theserte@mre typically smaller, fi-
nancially distressed or going through restructuramgl due to these factors the
uncertainty around these firms is likely to be highus, the conclusion is that the
conditions after the audit report date are favardbl informed market partici-
pants’ trading activities.

3.3 Relevance of audit reports in users’ decision
making

The professional auditor is assigned by the angaakral meeting. This means
that the auditor works for and reports to the dhaiders. However, the target
group or user group of audit reports can be seenuzh broader. External inves-
tors, bank loan officers, authorities, financialabpsts, i.e. users of financial
statements, can all be considered users of aymtittse

The impact of audit reports on users has beenedunlirer a long period in many
papers (e.g. Libby 1979; Houghton 1983; Gul 1983mBer et al. 1997; LaSalle
et al. 1997; Lin et al. 2003). This research tremtdased on the question of how
professionals in different positions perceive th@imation contained in the audit
opinion to affect the reliability of the financiatatement information and their
decision-making.

Most of the studies on the relevance of audit respior user decision-making are
experiments. In these studies the decision madthéywser is monitored when
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he/she is exposed to a specific type of audit tepiod a scenario of request for
financing. Guiral-Contreras et al. (2007) dividegh studies into three types. The
first addresses how the level of auditor attestagifiects loan officers’ decisions

(Johnson et al. 1983, Wright et al. 2000). The sddgpe studies how the audit

report format affects the loan officers’ decisiomking processes (Miller et al.

1993). The third type focuses on differences inrtdevance of qualified and un-

qualified audit reports (LaSalle et al 1997, Bdsseal. 2003).

The experimental method used in this type of retesr designed so that the ef-
fect of the auditors’ report on the loan officedgcision-making process can be
measured. The results from both earlier studiesraoe recent studies yield in-
conclusive results regarding the relevance of awggibrt information in lending
decisions. According to the findings of Estes arainter (1977), Libby (1979),
Abdel-Khalik, Graul and Newton (1986), Houghton §BY Bessell et al. (2003)
and Lin et al. (2003) the audit report does notehan effect on the loan officers’
decisions. However, Firth (1979), Gul (1987), Bamdteal. (1997), LaSalle et al.
(1997), Durendez (2003) and Guiral-Contreras e{24l07) show that the audit
report indeed may have an effect on the loan detisi

Some studies have addressed user groups othelodranfficers. Bailey, Bylins-

ki and Shields (1983) experimented with knowledd¢eand less knowledgeable
audit report readers, whereas Robertson (1988)Damdndez (2003) studied fi-
nancial analysts dealing with financial statemeribrimation when making in-

vestment decisions.

3.4 Concluding remarks

This chapter examined studies on the relevanceidit eeports. The first section
outlined the demand and supply for financial infation. The primary function

of financial information announcements is for thanagement to communicate
the firm’s financial position to the interest graupf the firm, in other words re-
duce the information asymmetry between managemmauhtoaitsiders. There is
considerable empirical evidence reporting a stoekket reaction to both man-
agement produced earnings and other financialnmition as well as information
produced by others with the potential to affect pleeceived credibility of finan-

cial information or announcements affecting thenfin some other way.

Next the chapter analyzed the earlier research ankeh reactions to announce-
ments of audit opinions on financial statementssT$ essential in order to un-
derstand the context and determine the contribubibthis dissertation. Audit

report information is expected to affect the sharees by conveying information

that affects either the amount of future cash flewshe riskiness of future cash
flows. This assumption depends, however, on thenagson that the audit report
contains new information that is not already avdddrom any other source.
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The key finding in the analysis of the existin@féture is that the selection of the
event date is still considered a major challengdatermining the stock market
reactions to audit report information. The key qioesis when the audit informa-

tion becomes available for the traders. The detstiun of the event date is im-
portant for the functioning of the empirical modeised in these studies. The
analysis of the existing literature shows that s@vdifferent event dates have
been applied, some of them relying on various ancement dates while some of
them are estimations of when the information iseex@d to be available.

Next, the literature on internal control efficiendisclosures was reviewed. The
Sarbanes-Oxley Act (SOX 2002) requires public firmgdisclose management
and auditor assessments on the effectiveness exhaltcontrols. The literature
suggests that from the investors’ point of vieweintl control weaknesses in-
crease information risk due to inferior accountimigrmation quality. In addition,
market effects of material weaknesses in intermaltrols have also been re-
ported, e.g. abnormal stock market reactions acr@ased systematic risk.

The audit literature indicated that normally themivdate used has been the pub-
lic announcement date of the audit report. Howetee, finance literature re-
viewed in this chapter indicated that there is agrable evidence of trading ac-
tivities of participants who have access to relévam-specific information prior

to its release. The activities of these participdrats been found to depend on fac-
tors related to the information asymmetry of inssdand outsiders, and the in-
formation environment of the firm.

Finally, in the last part of this chapter the l#emre on the claimed behavior of
financial information users to qualified audit refsois presented. These studies
are fairly conclusive in reporting that financightement users perceive that the
audit report contains valuable information for thacision-making. In particular,
bank loan officers’ responses indicate that both dibcision to grant a loan as
well as the terms of the loan and additional infation required is affected by the
content of the audit report.

Connecting the key observations from this chaptethe previous chapter it is
appropriate to consider other theoretical explamatifor why and in which cir-
cumstances the information in audit reports isviae. First, as explained in the
previous chapter, the purpose of financial stateraediting is to reduce the in-
formation asymmetry. From the perspective of tHermation role of auditing,
the qualified audit report fulfils its purpose, base this role assumes that audit-
ing improves the quality of management producednfamal information and, if
necessary, the auditor supplements this informdtjoqualifying the audit report.
Therefore, the audit report can be a relevant soafanformation for investors.
In addition, the audit report can also be releveanh the perspective of insurance
role. A qualified audit report significantly reduscéhe auditor’s risk of litigation
losses and thus reduces the investors’ chancesvefing their losses in case of
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bankruptcy. Also, from this perspective, the anmmaunent of a qualified audit
report could result in a share price reaction.

The effect of firm specific characteristics affegtiinformation asymmetry has
not been analyzed in the context of stock markattrens to audit reports. The
literature discussed found considerable evidenaeabency problems are an im-
portant determinant of choice of auditor, qualifyaaditing demanded and audit
fees paid, for example. This literature clearlyioaties that the significance of
auditing is affected by agency problems, and is #tudy it is assumed that the
information asymmetry and conflict of interestsoakffect how important the

audit report information is.
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4 DATA ENVIRONMENT

This section describes the regulation and praettoend going concern audit re-
ports and auditors’ internal control weakness dsates. First, the backgrounds,
contents and potential reasons for the audit repam introduced. The second
key issue in this chapter is the dating and filirighe audit report. This is impor-
tant in order to be able to find support for ankesgon of event date. Above all,
as noted in the previous chapter the selectionvehtedate is essential for the
findings of the empirical study to be reliable.

4.1 Reports on audited financial statements

The audit report is the main visible product of #uglit. It communicates the find-
ings to the financial statement users. Butler, leeand Willenborg (2004) define
the audit report as the observable output fromrasbservable process. The audi-
tor should plan the engagement in such a manneh#ishe can obtain reasona-
ble assurance whether the financial statemeneeffiom material misstatements.
The audit report must contain an opinion on whetherfirm’s financial state-
ment presents fairly, in material respects, tharfaial position of the firm. How-
ever, if such an opinion cannot be issued, thetaudhould give the reasons in
the report. The auditing profession has adoptetrdard structure and wording
for the audit report. The standard form is to hékp financial statement users in
determining the degree of responsibility takenhmyauditor.

In certain circumstances the auditor may be reduivedepart from the standard
report and provide explanatory guidance. Thesaugistances are of such a na-
ture that they do not affect the auditor’s unquedifopinion. These include, ac-
cording to AU 508.11 (AICPA 1988b), when 1) the idmutks opinion is based in
part on another auditor’'s report, 2) the auditavents the financial statement
from being potentially misleading due to unusuatwmstances, 3) there is sub-
stantial doubt about the entity’s ability to conignas a going concern, 4) there is
a material change in accounting principles, 5)aertircumstances relating to
reports on comparative financial statements exXistebected quarterly financial
data required by SEC have not been filed or reviewg regulation concerning
supplementary information has been neglected att&r information in a docu-
ment containing audited financial statements isenmglty inconsistent with in-
formation appearing in the financial statements.

In addition to the unqualified opinion and the apmwith explanatory language,
the auditor may be confronted with circumstances ithquire a qualified opinion,
adverse opinion or disclaimer of opinion. The aadihay issue a qualified opi-
nion because of a scope limitation or departurenf@AAP. A disclaimer of an
opinion means that the auditor does not expresgpamon. This may be the case
when there is an insufficient amount of evidenaeféoming an opinion. Finally,
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in the adverse opinion the auditor states thafittacial statements are not pre-
sented fairly in conformity with the GAAP. (AICPA88Db)

4.2  Going concern reporting

According to the auditing standard AU 341.2 (AICR888a), one of the audi-
tor's main responsibilities is to evaluate whettiare is substantial doubt that the
firm will be able to continue as a going concerndareasonable period of time.
However, here the reasonable period should not dre than one year from the
audit report date. The auditor should decide whedlieconditions and events in
aggregate indicate that there could be substatiatbt about the firm’s ability to
continue as a going concern for a reasonable pefite.

According to the standard AU 341 (AICPA 1988a) tnalitor should follow
three steps when considering whether a going canmeinion should be issued.
First, the auditor needs to evaluate whether pfapprocedures, evidence gather-
ing and completion of the audit on aggregate irtditlhat the going concern con-
ditions of the firm are under doubt. The evaluatwocess may, before forming a
conclusion, also entail obtaining additional evicembout conditions and events
that support or mitigate the auditor’s doubt.

Second, the auditor should initially discuss thdteravith management and de-
termine whether management has identified the evantonditions that consti-
tute a threat to the going concern assumption. Where are plans in place that
management has implemented or considered implenggeirii order to mitigate
the threats to the going concern assumption, thdéauwshould evaluate the like-
lihood of the success of such plans. If no suchgkxist, the auditor should re-
guest management to make such an assessment. dite ahould also initiate
communication with those charged with governanspaasibilities. The discus-
sion should include identification of matters tbahstitute a material uncertainty,
evaluation whether the use of the going conceramapson is appropriate in the
preparation and presentation of the financial statgs.

Third, after evaluating the evidence and the mamage plans, the auditor should
assess whether there is substantial doubt abodirtfie ability to continue as a
going concern. If there is substantial doubt théitau must first decide whether
the firm’s disclosures have adequately discussedrélasons and consequences
that jeopardize the going concern ability. If thectbsures with respect to the
firm’s ability to continue as a going concern adeg@uate, then the auditor should
include an explanatory paragraph in the audit tepmtherwise conditions for
issuing an “except for” or “adverse opinion” exist.

The following is as an example of an explanatorsageaph, where the auditor
Ernst & Young LLP has disclosed concerns relategioiog concern issues in the
audit report of AMR Corporation (March, 31, 2003)
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“The accompanying financial statements have beepased assuming the Com-
pany will continue as a going concern. As moreyfulescribed in Note 2, the
Company's recent history of significant losses,atigg cash flows from opera-
tions, uncertainty regarding the Company's abibityeduce its operating costs to
offset the declines in its revenues, the potefaidlire of the Company to satisfy
the liquidity requirements in certain of its credgreements, and its diminishing
financial resources, raise substantial doubt afmitCompany's ability to contin-
ue as a going concern. Management's plans in rdgatitese matters are also
described in Note 2. The financial statements doimdude any adjustments to
reflect the possible future effects on the recovéitg and classification of assets
or the amounts and classification of liabilitieattimay result from the outcome of
this uncertainty.”

As previously described, the auditor has a rangdiféérent reports in different

situations. However, in listed US firms the finalcstatements are usually ac-
companied by a standard report with an unmodifigidion. The second type of
report is the modified report with an explanatoayggraph for either going con-
cern uncertainties or consistency issues (e.g.temopf a different accounting

principle). According to Butler et al. (2004), tilwo abovementioned reasons
account for about 98 percent of the non-standadit agports issued in the U.S.
from 1994 to 1999. Other types of audit reportsedfectively restrained by regu-
lation. Based on SEC (1980) Regulation S-X “Rulegeneral application”, the

consequence of an audit qualification due to GAARations is that the financial

statement will be presumed to be misleading oranate. Due to this it is likely

that public firms resolve the issues in the finahatatements that the auditor
considers to result in a qualified, disclaimed dvexse opinion.

4.3 SOX 404 and auditors’ disclosures on internal
control weaknesses over financial reporting

Section 404 of the Sarbanes-Oxley Act (SOX 200pukites that the manage-
ment of public firms must include in its annualdiiisure a report of the firm's
internal control over financial reporting. The refpof management must, accord-
ing to the Auditing Standard No. 2 (PCAOB 2004)ntadn at least a manage-
ment's assessment of the effectiveness of thenadteontrols. Additionally, Sec-
tion 404 (SOX 2002) specifies that the auditor’pomt over financial reporting
must also include the auditor’s opinion on manageimassessment of the effec-
tiveness of internal controls, as well as the auditindependent assessment of
the effectiveness of internal controls.

Before the implementation of Section 404, managémeas required to evaluate
the effectiveness of disclosure controls and proceeg] report the findings of their
evaluation and indicate if there has been any ahamgnternal controls. From
management’s point of view the difference betweeati8n 302 and Section 404
disclosure is that under Section 302 the reviewntrnal control was subject to
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less regulation and the disclosure rules were dpssific compared to those of
Section 404.

In detail, Auditing Standard No. 2 (PCAOB 2004) uigs that management in-
clude in its annual report its assessment of tfecfeness of the firm's internal
control over financial reporting in addition to @sdited financial statements as of
the end of the most recent fiscal year. The repuarst include a statement on
management’s responsibility over internal contradgntification of the internal
control framework used and an assessment of tleeteféness of internal con-
trols. Management may not report that the firmterimal control over financial
reporting is effective if there are one or more enat weaknesses. Finally, man-
agement must mention that the auditor has evaluagthgement’s assessment
and issued a report thereafter.

The auditor’s evaluation of management’s intermadtl report should, accord-
ing to the Auditing Standard No. 2 (PCAOB 2004istfinclude an evaluation of
management’s statement of responsibilities witharggo internal controls. In
addition, the auditor must evaluate the appropmege of the internal control
framework used and then review management’s intermatrol efficiency as-

sessment and disclosure.

To form a basis for expressing the report, thetaudnust plan and perform the
audit in such a manner that there is reasonableass about whether the firm
maintained effective internal control over finaraiaporting. The auditor also
must also audit the firm's financial statementsabse, according to Auditing
Standard No. 2 (PCAOB 2004), the information thditam obtains during a fi-
nancial statement audit is relevant to the auditmohclusion about the effective-
ness of the firm's internal control. The auditoodd evaluate the significance of
a deficiency in internal control by determining th&tential that a deficiency, or a
combination of deficiencies, could result in a rragsment in the financial disclo-
sures.

Auditing Standard No. 2 (PCAOB 2004) paragraph08ntientify three types of
internal control deficiencies that differ in theopability that misstatements in the
disclosures are not detected and prevented bytemal controls:

-A control deficiency exists when the design orragien of a control does
not allow management or employees, in the normatss of performing

their assigned functions, to prevent or detect tamisments on a timely basis.
-A significant deficiency is a control deficiencgr combination of control

deficiencies that adversely affects the firm's igbito initiate, authorize,

record, process, or report external financial datably in accordance with
generally accepted accounting principles such ttmete is more than a re-
mote likelihood that a misstatement of the firris@al or interim financial

statements that is more than inconsequential vaitl e prevented or de-
tected.
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-A material weakness is a significant deficiency,combination of signifi-
cant deficiencies that results in more than a rerik¢lihood that a material
misstatement of the annual or interim financiatesteents will not be pre-
vented or detected.

This wording is commonly used in both managemest'd auditor’s disclosures
on internal controls. The purpose of this is tessify the seriousness of the defi-
ciencies and to harmonize the terminology usetiendisclosures.

4.4  Dating and signing the audit report

The audit report is always concluded with the mawougrinted signature of the
audit firm and the date of the report. Under AU IBBCPA 2005), the audit re-
port should be dated when sufficient evidence fapstt the report has been ob-
tained. To the user the audit report date indictitedast day up to which the au-
ditor has taken account of all significant evemhiat thave occurred after the date
of the financial statements. The audit report dalietypically be close to the date
that the auditor delivers the audit report to ihm fAICPA 2007).

Auditing Standard No. 2 (PCAOB 2004) states thatwhen the auditor issues
separate reports on internal controls and on fiahistatements, the date of both
reports must be the same. This is because theofitve PCAOB is that the audi-

tor cannot audit internal control over financigbogting without also auditing the

financial statements.
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5 GOING CONCERN AUDIT REPORTS AND
STOCK RETURNS

After examining the theoretical framework for aurdit and reviewing studies on
the relevance of audit reports to stock markeis, gbction presents the first part
of the empirical analysis of this dissertation. hugpose of this chapter is to em-
pirically investigate first whether there is a #aoarket reaction to the going
concern audit report announcement and then whéthespecific characteristics

affecting the information asymmetry are relatedhte stock reactions. Next the
hypotheses to be tested are developed, then theaddt methodology are intro-
duced and finally the results from the empiricalgsis are presented.

5.1 Hypothesis development

A simultaneous or delayed relationship betweeniegsninformation and stock

price changes has been documented in innumeralgeiesh studies since Ball et
al. (1968) and Bernard et al. (1989). Moreoveis gqually obvious that, as Lev
(1989) reports, earnings information explain onlfraction of the change in re-
turns on the earnings announcement date. Ryan affterT(2004) show that

firms’ formal accounting releases account for lgss 20 percent of economical-
ly significant stock price changes.

The auditing of financial statemerger seis not usually considered a source of
information to the stock markets. The function ofliéing is rather to ensure the
reliability and sufficiency of the financial inforation that is issued by the firms.
In some cases however, the audit report may conédéwant and new informa-
tion. This, for example, is when the auditor quast] after assessing both public
and private information, the firm’s ability to camiie as a going concern or when
the auditor reports that the earnings informatiohie financial statement issued
by the firm does not fairly present the financiakpion of the firm. Audit reports
in these cases have the potential to change thieetr@sponsiveness to earnings
or affect the estimation of future cash flows.

51.1 Abnormal returns around auditors’ going comcaudit report dates

Crashwell (1985) concluded over 20 years ago thatduse the evidence is con-
tradictory and inconsistent, it is not possiblertake general statements about the
information content of audit qualifications”. Muteh (1985) shows that the
going concern audit report disclosures are a fonctif publicly available infor-
mation, confirming the financial deterioration ¢ietfirm and therefore are pre-
dictable. Several studies have been presented thilsceonclusion, but nearly two
decades later Pucheta et al. (2004) argue in t&eiew that research has still not
provided any absolutely conclusive results. Puchetd. (2004) also propose that
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the market is able to anticipate the informatioscltised in an audit report before
it becomes public and thus the information is alyediscounted in the stock pric-
es when it arrives (Pucheta et al. 2004).

However, taking into account the complexity of #ignals that the financial in-

formation may communicate and the fact that thetanegorts reflect the audi-

tors’ views after also considering all availablévpte information, such as man-
agement plans and forecast data, the audit repottisl be expected to contain
information valuable to investors. In addition, tremand for auditing is based on
the trust that auditors facilitate market trangatdi by providing an opinion on

financial statements, which should help reduceathency problems between the
management and the investors (Titman and Truem&®8)1&nd thus the audit

reports are considered to be informative.

A wide range of studies have devoted considerdiidet ¢o trying to identify the
dates when the investors had knowledge of the atsliteport. Dodd et al.
(1984) concentrate on analyzing the public annomecd date of the audit quali-
fication. Based on their investigation they decidedocus on the announcement
of the 10-K or annual report. Dopuch et al. (1986) evidence of a significant
negative stock market reaction to media discloswfequalified audit reports,
which was considered a timelier disclosure and beedt attracted more attention
it was also considered to have more severe eff€tisn et al. (1996) investigate
the association between going concern audit repodsnarket reactions to bank-
ruptcy filings. The results indicated that goingicern audit reports contain in-
formation that is useful in predicting bankrupt&yarlson et al. (1998) use a
matched pair -method to analyze differences inkstoarket performance of firms
receiving a going concern audit report and firmghwio going concern audit re-
ports. They found significant differences in medock returns for the two
groups.

Soltani (2000) reports significant negative abndrmeurns for French firms

around the estimated announcement dates of aydittse Soltani (2000) defines
the event date as the fifteenth day before the @rgeneral meeting of each firm.
Pucheta et al. (2004) use the earlier of the twesddhe fifteenth day before the
annual general meeting or the date when the Sp&imtk Exchange Commis-
sion makes the financial statement and audit repeailable. They found that
qualified audit reports have no information valoeihvestors.

To conclude, a going concern audit report may ¢onit&#ormation that shifts
owners’ perceptions of a firm’s risk and therefdexreases owners’ expectations
of future cash flows and stock performance. By eymyg incremental informa-
tion to the financial statement users, the issuafi@going concern audit report
is likely to have a negative effect on that firmsteck price.

The choice of the event date here is based on stigge in existing audit reports
and accounting literature. In this study the engpiranalysis is performed using
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two alternative event dates. First, the audit redate (i.e. the date typed by the
auditor on the audit report) is considered to teefitst possible day when the au-
ditor’'s assessment of the firm is known by anydse &éan the auditor. As a con-
sequence, it is also considered to be the firssiplestrading day using this in-
formation. It is a timelier date than the datesduseearlier studies. In fact, ac-
cording to the analysis of the sample in this stutlg audit report is dated on
average 25 days before the 10-K report is filechwlite SEC. Second, the latter
part of the empirical analysis is a test for theustness of the results and uses the
standard 10-K report filing date as the event dakhes date is most commonly
used in studies because on this date the annuat isgiled with the SEC and the
information contained in it, including the audipogt, is readily available for eve-
ryone.

Although the audit report date has been discusgefditani (2000), no results
have been reported regarding it. The selectiohefudit report date is supported
by findings from studies on the relevance of 8-lKams reporting e.g. auditor
switches. Carter et al. (1999) investigate theksfmice reaction to 8-K reports
filed with the SEC. They found a reaction of ab8ytercent one day before the
event date but little response on the filing ddteey also find that 8-K reports
containing bad news are more likely to be filedhwat longer delay. They con-
clude that using the 8-K report stamp date as Weatedate could be one reason
why literature have failed to constantly detectignificant reaction to the 8-K
report filings.

In a recent study by Knechel et al. (2007) the engtfind a significant stock mar-

ket reaction to firms switching to and from braradne auditors (i.e. Big 8/6/5/4-

auditors). In contrast to the early auditor switgchstudies (e.g. Fried and Schiff
1981; Johnson and Lys 1990) which typically used@K filing date as the event

date, Knechel et al. (2007) use the date of theahetvent as the event date, i.e.
the date when the relationship with the predecesiigially ended and a succes-

sor was appointed.

Based on the findings from the literature presentealve, the following hypothe-
sis is tested around the audit report date, aralrabustness test the same hypo-
thesis is tested around the the 10-K report fillate:

Hi: Going concern audit reports are associated withegative abnormal stock
returns

5.1.2 Do information asymmetry, information envirent and agency costs
of debt affect stock market reactions to audit reggd

An essential purpose of auditing is to provide omgneith the information re-
quired by the accounting standards in case thediahstatement information is
not sufficient or accurate. Therefore, the audst@eport is an essential part of the
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audit system, since the audit report is the inséminthat auditors use to commu-
nicate the results of their work to the owners.

The existing auditing and accounting literature gasjs that the information
asymmetry and factors affecting it have a strorflyi@mce on various aspects of
accounting and auditing issues. Warfield et al98)¥ind that agency problems
have a negative relationship with the informativenef accounting. Moreover,
agency costs affect the demand for audit quality&mice of the auditor (Francis
et al. 1988; DeFond 1992; Blouin et al. 2007), fimds demand external auditing
due to managements’ and owners’ conflict of intesréShow 1982).

Information asymmetry

Audit quality has been shown to affect the relatlop between informativeness
of earnings and management ownership and additjom&inagement ownership
is found to affect the relationship between disoretry accruals and audit fees
(Gul et al. 2002). Furthermore, firms with a higlveél of conflict of interests are

associated with higher audit fees (Gul et al. 199®)1; Nikkinen et al. 2004).

Therefore, the conclusion from these studies is tia relevance of auditing is
significantly affected by agency problems.

The outside shareowners do not have access, resoardncentives to acquire
relevant information to evaluate the quality of firen’s financial information,
whereas the management is in a position to do ks dreates an information
asymmetry between management and outside ownees.nidre diffused the
ownership is, the greater the information asymmistnAuditing, in particular the
auditor’s report, reduces information asymmetrycawse the auditor evaluates
whether the financial reports are produced andrteg@ccording to existing reg-
ulation. For management the audit report is of kedsvance in this sense, be-
cause using the information available to them, shene conclusions may be
made. In firms with higher management ownershipitfi@mation asymmetry is
lower, because a higher proportion of the ownex lacess to insider informa-
tion and the interests of management is more aligméh the owners’ interests.
As a consequence, the audit report is less impwinairms with higher manage-
ment ownership, due to the aligned interests amdus® owners are likely to be
better informed in these firms.

As a consequence, it can be hypothesized that ororgtprovided by the auditor,
including the audit report information, is moreenant in firms with low man-

agement ownership and high information asymmethis Ts because in these
firms the monitoring of management is more impdrtan the owners and the
owners are in a weaker position to monitor by thelwes. Based on this logic,
information asymmetry is negatively related to tharket reaction to going con-
cern audit reports, indicating that as the managéshand owners’ interests are
more diffused (higher information asymmetry), thelia report information is
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more relevant and more surprising, and the masdastts more negatively. Also,
since it is possible that a stock market reactimuad theaudit report dates a
result of activities of informed traders the eff@ftinformation asymmetry on
informed trading needs to be recognized as wek litbrature reviewed in Sec-
tion 3.2 is consistent that informed traders areentikely to be active when in-
formation asymmetry is high. Consequently, it isrenbkely that negative ab-
normal reactions occur for firms with high infornwat asymmetry, i.e. the infor-
mation asymmetry is negatively related to the markaction around the audit
report date. The following hypothesis is testeduatbthe audit report date, and as
a test for robustness also around the 10-K filiaged

H.: The information asymmetry between management ancdwners has a
negative affect on the market reaction to going carern audit reports.

Information environment

As mentioned previously, it has been documentedeiveral studies that unex-
pected qualified audit reports result in more nigtabock reactions (e.g. Loudder
et al. 1992). Furthermore, other studies have caled that qualified audit reports
can be predicted using financial and non-finanai&rmation (Dopuch et al.
1987). It is expected that the accuracy of sucliptiens increases for firms with
richer information environment, i.e. more analysiidwing or media coverage,
simply because more information is available. Asoasequence, the qualified
audit reports could be assumed to be less unexpémtdirms with richer infor-
mation environment, and thus result in a less netaiarket reaction.

Firm size is considered to be one simple and retegaterminant of the richness
of the information environment (Mitra et al. 2005maller firms have lower vi-

sibility in the markets and a weaker informatiorviemnment. As a result, in the
absence of other non-management produced informati® relevance of the
audit report information is of greater value to theestors of firms with weak

information environment. Additionally, smaller kst firms are, besides receiving
less attention from analytics and media, also pg@tlyrmonitored less closely by
the authorities. This could enable informed traad#rBrms with weaker informa-

tion environment to engage themselves in trademside information and gain

profits or cut losses.

Consequently, it is hypothesized that firms witticher information environment

experience a less negative market reaction ardumdjding concern audit report
date. As a robustness test the identical hypothesitso tested around the 10-K
filing date.

Hs: The information environment of the firm has a pogstive affect on the
market reaction to going concern audit reports.
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Agency costs of debt

One relevant feature of corporate finance policgt thffects the information
asymmetry and management’s abilities to act inrtbein interests is the choice
of debt level. Debt financing involves costs anddii#s. One essential cost of
debt is the potential conflicts between stockhadmnd bondholders. The litera-
ture suggests that interests may conflict oversiment and financing decisions
(Jensen et al. 1976; Myers 1977; Smith et al. 199®&)because bondholders rec-
ognize these issues in advance they strive to §ogh opportunistic behavior that
could negatively affect the debt payments. Bondéi@lccan insist on increased
monitoring (Jensen et al. 1976), restricting coven@Smith et al. 1979; Billett et
al. 2007), shorter maturity time (Myers 1977), l@gimterest rate (Bergman et al.
1991) or reporting conservatism (Ahmed et al. 2@x2atty et al. 2008).

All these above mentioned demands by bondholders imgency costs of debt to
the firm. Substantial empirical evidence existsgasging that agency costs of
debt can be reduced by increasing management ldigcignd monitoring, and

moreover increasing the quality of financial infaton (Agrawal et al. 1982;

Sengupta 1998; Francis et al. 2005; Bharath @0&I8; Ertugrul et al. 2008).

Debt financing has a potential effect on the reheeaof audit report information
for two reasons. First, because management is wholger monitoring, it is also
likely that management will be more restricted fromtiating trades using insider
information before the public announcement. Secaett financing is likely to

increase the amount of information and the qualitthe information available on
the market, and therefore increase the possililiifeinvestors to foresee going
concern issues. It may also be that, due to covgmatection, the behavior of
bondholders may give investors early warning sigraddout potential financial
difficulties.

As a consequence, the literature discussed ab@gests that mechanisms set up
due to the agency costs of debt may affect thevaalee of audit report informa-
tion. Specifically, in firms with higher agency ¢e®f debt, i.e. more debt moni-
toring, higher quality requirements for financiafarmation, and more manage-
ment discipline, the going concern audit reporess surprising and the market
reaction is consequently less negative. The folgwhypothesis is tested around
the audit report date (as a robustness test atsmdithe 10-K filing date):

H4: Agency costs of debt have a positive affect on @hmarket reaction to
going concern audit reports.
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5.2 Data

The sample used in the empirical analyses conefstae Russell 3000 Index
firms. The Russell 3000 includes the 3000 largest most liquid firms listed in
the U.S. and aims to capture the return of thealverarket.

A search in the Thomson Financial Worldscope dag@ldentified 636 firms that
have received a non-standard audit report, codédqtalified” from financial
years ending 2002—-2007. This code contains allrtepdassified as departing
from the standard unqualified opinion, i.e. undiiedi opinions with explanatory
paragraphs and qualified opinions. This data pehiasl been chosen in order to
include only audit reports dated after the uncaxgof the events around Enron
and Arthur Andersen, which may have affected théitars reporting practices
and, on the other hand, investors’ responsivereebad news. As a consequence,
all audit reports in the sample are dated withspkriod February 2002 — Febru-
ary 2008.

Following prior studies, two restrictions are impdsn defining the final sample.
First, only first time going concern audit repoai® included in the sample, be-
cause successive going concern audit reports niageethe information content
of the announcement (e.g. Jones 1996, Herbohn 20@¥). By using first time
going concern audit reports only, the markets’igbtb predict the forthcoming
report is restricted. First time going concern augorts are verified by manually
examining the audit report from the previous y&mcond, all financial institu-
tions (SIC codes 6000-6900) are excluded from émepde due to unique features
in their regulation.

After applying filters as mentioned above, a firste going concern audit report
and stock price data are located for 237 firms fprhlic sources. These 237 au-
dit reports are manually verified that they inde@d going concern reports. As
previously pointed out, a first time going concawrdit report is defined in this

study as the audit report with the previous peaadit report being unqualified.

Table 2 illustrates the distribution of the goimgncern audit reports used in this
sample across the year of the audit report date@ara$s industries.

Table 2 clearly shows the effect that the Enron Aridur Andersen scandal had
on the frequency of going concern audit reportsn@dt 40 percent of the first
time going concern audit reports in this sample,dated in year 2003 and over
70 percent between 2002 and 2004. Furthermoremtjerity of the going con-
cern reports are concentrated on two industrieqpufiaaturing and services.
However, comparing the proportions of industrieshi@ sample versus the repre-
sentations in the Russell 3000, it is worth notimgt the services industry (7000-
8900) is heavily overrepresented in the sample.

The going concern audit reports containing the tategport dates are manually
collected from the SEC Edgar database and the Tétno@se Banker library. The
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Thomson Financial Datastream database containsfinenation needed for es-
timating the dependent variable and the informabbrthe agency variables as
well as control variables are from Thomson Finandlarldscope. The number of
firms with independent variables data availabletifigr regression analysis is tabu-
lated in Table 3.

Table 2. Number of firms by SIC codes and years.

TABLE 2.
Number of firms by SIC codes and years

% of
% of firms #of #of #of #of #of #of #of
firms in firms firms firms firms firms firms firms
Industry in Russell in in in in in in in
SIC Code  description sample 3000 2002 2003 2004 2005 2006 2007 2008
0-1999 Agriculture, 6.75 6.92 1 9 3 1 1 0 1
Mining and
Construction
2000-3999 Manufact. 39.66 45.49 21 31 15 14 5 2 6

4000-4999 Transport., 6.33 11.82 2 5 3 4 0 0 1
Communic.,
Electric, Gas,
and Sanitary
services

5000-5999 Wholesale 8.02 12.82 5 6 4 3 0 0 1
and retail
trade

7000-8999  Services 39.24 22.92 13 42 12 7 6 5 8

The table presents the number of firms by standard industry classification (SIC) codes divided
across year of first-time going concern audit report. The sample consists of 237 firms, Financial
institutions (SIC codes between 6000 and 6900) are excluded from the sample.

5.3 Methodology

The market reactions to the going concern audibntejpformation are investi-

gated during the event period. The empirical anslgtthis dissertation uses two
alternative event dates: the audit report datethadlO-K report filing date. The
event period begins one trading day before and endstrading day after the
event date. The results of event studies may b&tsento the length of the event
period. Accordingly, following earlier studies (elgnechel et al. 2007; Chen et
al. 2000; Holder-Webb et al. 2000; Beneish et @08 Hammersley et al. 2008)
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this study uses a short event period. The one thmdardized abnormal return
periods used are SAR [0], SAR [-1] and SAR [1] #mel cumulative standardized
abnormal return periods are CSAR [-1,+1], CSAR(}Bnd CSAR [0,+1]. The
short event period is used to restrict the infleeatpossible concurrent informa-
tion releases. The audit report date is the dalighprinted on the audit report
and the 10-K report date is the date that SEC Edafabase reports that the 10-K
has been filed.

In order to estimate abnormal returns, an estimaigriod of 200 days preceding
the event date is used. Therefore, stock price miatst be available for both the
event period and the preceding estimation perigdttie observation to be se-
lected for the analysis.

Initially, abnormal returns are here defined as rierket model adjusted daily
abnormal returns (AB, with the return of the Russell 3000 Index use g@roxy
for the market return (f. Daily stock returns (B are calculated as differences
in logarithmic price indices using closing pricdala

(1) AR =R, -(a, +BR,)

Where:
AR, = Abnormal return for firm i at time t

R, = Return for firm i at time t
R..= Return of the market at time t (Russell 3000)

The parameters; andp; in the market adjusted model are estimated fan &am
using daily stock returns for the previous 200-dasiod.

Daily standardized abnormal stock returns arouedatidit report date are deter-
mined for each event day by dividing each stocké&skat model adjusted abnor-
mal returns by the standard deviation of the estongeriod’s abnormal returns.

2) SAR = DAL
S(AR,)

Where:
SAR = Abnormal return for firm i at time t

AR, = Return for firm i at time t

O
S(AR,) = Standard deviation of estimation period abnorraalrns for firm

jattimet

In addition to the standardized abnormal returiSR)Son individual days in the
event period, the cumulative standardized abnoretarns (CSAR) are also in-
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vestigated. The cumulative abnormal returns areutated for the three different
event windows in the event period, CSAR [-1,+1],ARS[-1,0] and CSAR
[0,+1].

(3) CSAR= iSAR

t=d-e

To test whether the mean standardized abnormaheeta the event window are
statistically significantly different from the exged abnormal return, which is
zero (Hypothesis 1), the test statistic propose@dghmer, Masumeci and Poul-
sen (1991) is applied. This test statistic is ot@di by dividing the average of
standardized abnormal returns of the sample firgpngsbcross-sectional standard
deviation.

1 n
t_nESAR
(4) —7—
Jn

Where:
SAR= mean standardized abnormal return
s = standard deviation
n = number of observations

The Boehmer et al. (1991) test statistic has thear@dge of giving relatively
smaller weights to returns of firms with larger atility and hence the test is more
robust even if the event is associated with vatatdhanges. The Boehmer et al.
(2001) test statistic relies on the assumption th@tabnormal returns are cross-
sectionally uncorrelated. Since there is not alsimpmmon event day for all
firms in the sample, but rather firms have indidatevent dates, the returns are
most likely uncorrelated.

To empirically test hypotheses,HH; and H, the following regression model is
estimated:

(5) SAR =0+ B,MOWN + B,SIZE + B,DA +5,Z, +&

Where:
MOWN = percentage of closely held shares
SIZE = logarithm of total assets
DA = percent of total debt to total assets
Z = Altman’s Z-score (1-year lagged) re-estimatgd3bice (1997)
e = error term
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Management ownership (MOWN) is the closely heldesh@aercent. Management
ownership measures the information asymmetry betwbe owners and the
management. SIZE is the logarithm of total assetsia here used to proxy the
richness of the information environment of the fiffiotal debt to total assets ratio
(DA) measures the agency costs of debt. A one-yagged Altman’s (re-
estimated by Grice 1997) Z-score (Z) is used tdarobiior the financial distress
the financial report in the previous year has deghéo the markets, and thus the
surprise of the going concern audit report (Citréatfler and Uang 2008). Addi-
tionally, the Z-score correlates strongly with tpical control measures of prof-
itability and liquidity, and therefore the Z-scoaéso controls for the riskiness
(e.g. risk of bankruptcy) of the investment, whishthe most important factor for
the owners when evaluating the audit report infaroma A Z-score below 1.10 is
considered a “troubled firm” in the Altman’s modetestimated by Grice (1997).

To control for the influence of outliers all testiee also conducted after winsoriz-
ing the variables at two standard deviations frbmmean (see e.g. Bernard and
Thomas 1990). The winsorized statistics are redarté®anel B of each table.

5.4 Results on the abnormal stock reaction around
the audit report date

This section presents the results from the empianalysis. The early part of the
section reports the findings on the abnormal retwaround the going concern
audit report date, whereas the latter part usesl@hK report date as the event
date. Here the hypothesis is that there is a negatbnormal stock reaction to
going concern audit reports around the audit regaie. The second part provides
the results on the relationship between informa#isymmetry, information envi-
ronment, agency costs of debt and abnormal refanoind the event date. Based
on existing research it is hypothesized that infatiom asymmetry has a positive
relationship with abnormal returns to going concaudit reports and the proper-
ties of information environment and agency costdedit are positively related to
the relevance of disclosed information.

54.1 Descriptive statistics

Table 3 presents descriptive statistics for theatdes used in the analysis and
provides an overview of the sample. Panel A shdws the mean standardized
abnormal returns are negative on two event daysraall three periods, only the
SAR [0] is positive. However, the median is pogtion SAR [0], SAR [-1,+1]
and SAR [-1, 0]. The minimum, maximum and standdesiation suggests that
the spread of the abnormal returns is high. Thergss/e statistics for the inde-
pendent variables in this study illustrate that sahthe firms in the sample are
suffering from extreme financial distress, whicm#ed e.g. from the lagged Z-
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scores. Generally, the statistics in Panel A indi¢hat the extreme values in the
variables need to be controlled for.

Panel B presents statistics of the variables aftesorizing them at two standard
deviations from the mean. Now, naturally, the sgrefithe observations has di-
minished. The mean SAR values are all negativepxce the period CSAR [-
1,0]. When examining the descriptive statisticsoswning the independent va-
riables used in the regressions it becomes appé#nahtthe sample consists of
firms in severe financial difficulties. Even aftetnsorizing the variables at two
standard deviations from the mean, some variabiksnslicate serious financial
difficulties. The mean and median values for mansg# ownership are just be-
low 40 percent. Intuitively this seems high. Howewas the mean size reveals,
the sample firms are relatively small measureddigl tassets, and the size of a
firm is usually negatively correlated with managatm@wvnership.

In Table 4 a pairwise correlation matrix of theightes used in the regression
analysis is shown, with CSAR [-1,+1] representihg standardized abnormal
returns on different days and periods, i.e. theeddpnt variables. In Panel A, as
well as in the winsorized Panel B, the dependenalble CSAR [-1,+1] is posi-
tively correlated with DA. Accordingly, the firm\erage seems to affect the ab-
normal returns of a firm receiving a going concewrdit report in the period
around the audit report date. This could be intdgut as early evidence that
agency costs of debt increase the monitoring afma’'s financial position and
thus reduce the surprise of the going concern mmdébion, or alternatively that
leverage increases management discipline and,x@mple, restricts trading on
private information. MOWN has a statistically sifjgant negative correlation
with SIZE, as is generally expected, firms with Heég management ownership
tend to be smaller in size. Furthermore, MOWN ha$rang positive correlation
with DA and a negative correlation with Z (Panel B) this sample firms with
higher management ownership have higher leveragehws also logical. Since
a firm has to obtain finance by some means ankiffitm persists in holding on
to the equity rights, the financing has to comanfrine issuance of debt. Higher
DA of high MOWN firms is also likely to contribut® the higher financial dis-
tress (Z-value in panel B) of firms with high maeagent ownership. SIZE of the
firm is negatively correlated with DA and positiyetorrelated with Z. Larger
firms have less leverage and they generally expegidess financial distress,
measured by the Z-score.
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Descriptive statistics of variables (Audit repdate§

Table 3.
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Continued.

Table 3.
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Table 4. Correlation matrix (Audit report dafe)

PANEL A. Original data set

CSAR[-1,+1] MOWN  SIZE DA z
CSAR[-1, +1] 1

MOWN -0.090 1

SIZE 0.067 -0.197%* 1

DA 0.191%*** 0.299***  -0.264*** 1

Z -0.051 -0.062 0.377 -0.255%** 1

PANEL B. Winsorized data set

CSAR[-1,+1] MOWN  SIZE DA Z
CSAR[-1, +1] 1

MOWN -0.065 1

SIZE 0.094 -0.184** 1

DA 0.151** 0.286***  -0.197*** 1

Z -0.098 -0.121* 0.459***  -0.330 1
Notes:

PANEL B. Observations winsorized at two standard deviations from the mean
wk *% and * denote significance at the 0.01, 0.05, and 0.1 levels, respectively
2denotes the event date used

The variables are defined as follows:

CSAR= Cumulative  standardized Z = Altman Z-score (l-year
abnormal return lagged)

MOWN = percentage of closely held shares

SIZE = natural log of total assets

DA = percent of total debt to total assets




62 Acta Wasaensia

Monthly book-to-market and size adjusted returmsaf@2-month period around
the event date

This section of descriptive statistics presentsrédseilts from a monthly analysis
of the stock returns around the event period. Tdeabive is to give an overview
of the performance of the stocks of the firms réogi a going concern audit re-
port. This overview gives some indication as to tubethe audit report informa-
tion can be anticipated long before the audit regate or the 10-K date, or alter-
natively whether there is a strong abnormal reacsiome time after the disclo-
sure of the report.

Monthly abnormal returns are estimated using thed&rench three factor mod-
el (1993).

(6) R~ Ry =@+ (R, ~R,)+SSMB +hHML, +¢

Where:
R, = Return for firm i at time t

R, = Risk free rate (one-month Treasury bill rate)
R..— Ry = Return of the market at time t minus the rigefrate

sSMB= Return of a portfolio of small firm stocks mintre return of a port-
folio of large firm stocks
hHML = Return of a portfolio of high book-to-market dteaninus the re-
turn of a portfolio of low book-to market stocks

The estimated interceptin the Fama-French (1993) three factor model afezq
tion 6 is the abnormal return. The historical ménthalues for these factors are
from the data library of Kenneth R. French (httplda.tuck.dartmouth.edu/pages/
faculty/ken.french/data_library.html). The modekda into account the stock’s
exposure to market risk, to size risk and valule ris

Figure 1 illustrates the three-factor model monthlygnormal returns for six

months before the audit report date and six moaties. The 10-K report date is
disclosed either the same or the following montlthasaudit report is dated. The
abnormal returns are marginally positive during pine-audit report period until

the preceding month (-1). They remain negativel tin second month after the
event. As of the third month after the event theaaimal returns are positive. This
figure demonstrates that the abnormal returns agative only around the event
month, which may indicate that the audit reporbinfation is entering the mar-
kets around the time that it is issued and datethéyauditor, handed over to the
firm, and later disclosed publicly. However, adulital analysis (not tabulated) on
the monthly three-factor model abnormal returneatthat only the positive re-

turn of month [+4] is statistically significant gtatistic=1.777).
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Monthly size and book-to-market adjusted abnomstatk returns
for a 12-month period around the going concerntanegiort date.

Figure 1.
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5.4.2 Abnormal returns around the going concerditieport date

Table 5 presents the results from the analysid®fstandardized abnormal stock
returns around the event date. Results are reptotatie standardized abnormal
stock returns (SAR) in periods [-1], [0], [+1] andmulative standardized abnor-
mal stock returns (CSAR) for periods [-1, +1], [6],and [O, +1].

In Panel A the mean abnormal returns are negativadlaays except SARJ[0], but
all abnormal returns are statistically insignifitafhe results for cumulative ab-
normal returns are negative on average, but a&tstally insignificant. Due to

the extreme observations and outlier problems pdiut earlier, it may be ap-
propriate to focus more on the results in PaneTlie results on the winsorized
data in Panel B are similar to those in Panel Asti the periods (except CSAR
[-1, O] ) exhibit negative abnormal returns, bugythare all statistically insignifi-

cant.

This indicates that even after winsorizing the exte SARs at two standard devi-
ations from the mean, no statistically significabhormal stock reaction can be
observed around the time the auditor dates theggmncern audit report. More-
over, no support for Hs found in this section.

The lack of statistically significant results inetlanalysis of abnormal stock re-
turns around the audit report date may be dueuverakreasons. First, perhaps the
most plausible explanation is that the going comeerdit report information does
not become public on the audit report date. Themoi clear concept of how the
audit report information would become public beftine disclosure of the 10-K
report. However, the use of this event date is vatéid by the findings of Carter
et al. (1999) and Knechel et al. (2007), that akelaeffect can be observed on the
date of an actual event. These two studies mertiabeve do not give any clear
explanation for how the information of the evetisyt have studied becomes pub-
lic on the date of the event rather than the datBeannouncement of the event,
but the obvious, although unstated, explanatiothas informed market partici-
pants are taking advantage of their informationaadage.

Second, this result could also be attributabldéodaim that going concern audit
reports do not contain new or relevant informafieninvestors. The same infor-
mation may possibly be extracted earlier from othéslic sources of quantitative
or qualitative information. Third, there is alseetpossibility that going concern
audit reports cause a market reaction on the aagdirt date only for specific
types of firms, e.g. firms with different agency ioformation environments, or
alternatively different levels of financial disteesr leverage. Based on the litera-
ture reviewed in Sections 2.4.—2.6. and 3.2. guggested that firm specific fac-
tors may influence activities of informed traderstlte extent to which investors
may anticipate the going concern audit reporthin iext section the objective is
to study whether (i) information asymmetry betweeanagement and the own-
ers, (i) information environment, (iii) agency ¢®of debt, or financial distress
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communicated in the previous year’s financial steget have an effect on the
abnormal reaction to going concern audit reposiad the audit report date.

Table 5. Standardized abnormal stock returns around thet ezt (Audit

report datée

PANEL A. Original data set

Mean abnormal

Period return T-statistic
SAR [-1] -0.039 -0.445
SAR [O] 0.001 0.018
SAR [1] -0.019 -0.300
CSAR [-1, 0] -0.037 -0.328
CSAR [0,+1] -0.018 -0.174
CSAR [-1,+1] -0.057 -0.426
PANEL B. Winsorized data set

Mean

abnormal
Period return T-test
SAR [-1] -0.036 -0.809
SAR [O] -0.024 -0.404
SAR [1] -0.047 -0.877
CSAR [-1, 0] 0.004 0.052
CSAR [0,+1] -0.056 -0.666
CSAR [-1,+1] -0.027 -0.283

Notes:

PANEL B. Observations winsorized at two standardiaens from

the mean

ek ** and * denote significance at the 0.01, 8,0and 0.1 levels,

respectively
2denotes the event date used

The variables are defined as follows:
SAR= Standardized abnormal return

CSAR= Cumulative standardized abnormal return
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5.4.3 Information asymmetry, information environireamd stock market
reactions to going concern audit

Table 6 and Table 7 present the results of theessgyn analysis. The purpose of
the analysis in this section of the dissertatiotoitest the hypotheses whether (i)
information asymmetry between management and theesy (ii) information
environment, or (iii) agency costs of debt aretezlado abnormal stock returns to
going concern audit reports.

In Table 6 the results are reported for the stahdad abnormal stock returns
(SAR) in periods [-1], [0], [+1] and in Table 7 thesults for cumulative standar-
dized abnormal stock returns (CSAR) periods [-]1, {1, O] and [0, +1] are pre-
sented. For each period the regressions are mstnwith the variables measuring
the agency and information asymmetry of the firm W, SIZE and DA as the
independent variables and then a second regresgibnthe lagged Z-score,
which measures how much information about the firEndistress has been
communicated to the market, i.e. how surprisingdgbig concern audit report
can be assumed to be. Furthermore, here too, abkbstare divided into Panel A
and Panel B, where the regressions in Panel Auarevith the original data set
and Panel B with the winsorized data set.

The results in Panel A of Table 6 demonstrate ttaieverage of a firm (DA) is

positively and statistically significantly relatéal the abnormal returns in five out
of six regressions. Furthermore, Panel A showsdhaihe day SAR [+1], in the
regression without the Z-score, controlling forstixig information on the finan-

cial distress of the firms, MOWN has a negative atadistically significant coef-

ficient. In the other event periods MOWN shows bptsitive and negative rela-
tionships, but these are statistically insignificafihe SIZE variable is positive
but insignificant in all periods. The Z-score iggagve in the period SAR [0], but
positive in SAR [-1] and SAR [+1], all statisticglinsignificant.

Consistent with the findings from the correlatiott® main focus here, too, will
be on Panel B. In Panel B of Table 6, after wirsng the most extreme observa-
tions in the data at two standard deviations framrnean, the results remain for
the most essential part the same as in Panel A.i§h2A is positive and statisti-
cally significant in three out of six periods. Howee, here it seems that the inclu-
sion of the Z-score weakens the effect of the D#l anly in the period SAR [-1]
is the DA significant (at the 10 percent level) whe is included. This finding
can be interpreted that debt increases monitorioigp the outside (e.g. financial
institutions) and enriches the information envir@miof the firm in particular for
those firms with less financial distress, and tfaeethe going concern audit re-
port is less a surprise. Furthermore, high leveitggdf may also be a signal of
financial distress. Alternatively, leverage incremasanagement discipline in such
a way as to restrict informed trading on the atefibrt information.
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Regressions of standardized abnormal stock retamd firm

characteristics (Audit report dale)

Table 6.
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However the result in period SAR [0], column twoaiso interesting. First, the
expected sign and statistical significance underltipercent level for the variable
Z is observed. The explanation for this is thatrime serious the financial dis-
tress (the lower the value of Z) the lagged Z-sabhm@ws, the less the audit report
comes as a surprise. Next, the SIZE variable maggstite information environ-
ment of the firm is positive, as expected, andisteally significant in the same
column of Panel B. The information environment ehsidered to be richer for
large firms. This means that more information sctiised voluntarily by the firm,
more external providers of information and moreeaxal users of information,
and thus going concern audit reports can be mas#ygaredicted using public
information. Moreover, using the audit report imf@tion in trading on the audit
report date, i.e. before the report is filed puplics likely to be possible only in
smaller firms that are not monitored so closelyely. the SEC, firms that operate
“under the radar”.

Panel A of Table 7 presents the relationships batwaumulative standardized
abnormal returns and the selected independentbl@sial he regression results in
Panel A confirm first of all the general findingeiin Table 5. DA is here positive
and statistically significant in all periods, widéimd without the Z-score. Next, the
SIZE variable has the expected sign but is steéikbyi insignificant in all columns
of Panel A of Table 7. Z-score is negative in latee cumulative periods, but also
statistically insignificant.

Finally, a clear interpretation of the effect of M on the abnormal returns is
not obvious according to these results in Pandlh®& coefficient is negative (sig-
nificant in period CSAR [-1,+1]) when Z-score ilinded in the regressions, but
otherwise positive and significant. However, theutts later in Panel B show that
it may be caused by some extreme observations.

Panel B of Table 7 shows regression results aftesarizing the most extreme
observations at two standard deviations from tharm@&s mentioned above, the
results change particularly for the MOWN varialidaw all the coefficients are
negative, but also insignificant. This indicatesttithe winsoring removed the
inconsistencies with the signs that were preseRaimel A.

The relationship between CSAR and DA is still pgsitand significant in two
periods out of three. Only in the period CSAR [Q,#slthe result insignificant.
This furthermore confirms that leverage has a pa@sieffect on the abnormal
reaction to the going concern audit report at tditaeport date.

The results in columns two and four of Panel B abl€ 7 are interesting. For
both period CSAR [-1,+1] as well as CSAR [-1,0] teefficients for SIZE, DA
and Z are all statistically significant and theyé&ahe expected signs. SIZE has a
positive effect on CSAR, demonstrating that a nicildormation environment
reduces the negative information content of thdataeg@ort. DA also has a posi-
tive effect on CSAR, indicating that leverage eithffects the information envi-
ronment in such a way that the surprise of thegooncern audit report is small-
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er or, alternatively, that leverage disciplines thanagement so that the use of
private information is more difficult. The Z-scoi® negative, which shows that

the better the financial situation was the previgear, measured by the Z-score,
the more negative the abnormal reaction was artundudit report date.

In summary, Table 6 and Table 7 present relatigéigng evidence of a positive
relationship between leverage (DA) and abnormairnst around the event date.
In addition there is also some statistically sigaiht evidence particularly in Pan-
el B of Table 7 that the richness of the informatenvironment (SIZE) and the
surprise of the weak financial situation (Z) affabhormal returns. Consequently,
no evidence to support hypothesesadd H, is found.

The adjusted Rscores in the models of this study are low, butsisiant with
those in earlier studies (e.g. Knechel et al 200&ak et al. 1994; Chen et al.
2000). The F-statistic is statistically significantthose winsorized (Panel B) re-
gressions with some support for hypothesgartl H.
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Regressions of cumulative standardized abnormekseturns

and firm characteristics (Audit report ddte)

Table 7.
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5.4.4 Additional tests using the 10-K report annmment dates

The purpose of this section is to further examhe dbnormal stock reactions to
going concern audit reports. Because the eventudsd in the previous section
can be perceived to be experimental, although aima@lent periods have pre-
viously been used in the literature, this sectioovgles the equivalent analysis
using the more conventional event period, the li@ort disclosure date. In this
sense, this section tests for the robustness dirttiegs of the previous section.

However, it is important to recognize that, givhattthe reaction around the audit
report date could be a result of trading on privaftermation, it does not rule out

a reaction around the 10-K disclosure date. Thenabmarket efficiency assump-

tion posits that the stock prices immediately aidjosthe new appropriate price
level after the information announcement. But thags not apply if the reaction

around the audit report date is a result of privafiermation.

Descriptive statistics

Table 8 presents descriptive statistics for theeddpnt and independent variables
used in the analysis. Panel A shows that the missndardized abnormal returns
are negative on two event days and in all threeoger Panel B with the winso-
rized observations reports similar findings; heo®, all others but SAR [0] are
negative. The descriptive statistics for the indej@mt variables are the same as
in Table 3, and will not be discussed here.

Table 9 shows a pairwise correlation matrix ofwheables used in the regression
analysis. Here, too, CSAR [-1,+1] represents tlamddrdized abnormal returns
on different days and periods, i.e. the dependanables. In Panel A and Panel
B the dependent variable CSAR [-1,+1] is not sigalifitly correlated with any of
the independent variables. The correlations betwleeimdependent variables are
as discussed in Table 4.

Standardized abnormal stock returns around the edate

Table 10 presents the results from the tests atlatalized abnormal stock returns
around the 10-K report disclosure date. The meakehanodel adjusted standar-
dized abnormal returns in each period are testedvfeether they are different

from zero. In Panel A all other periods but SAR ¢ negative, however they
are all statistically insignificant. However, inetlwinsorized results in Panel B
negative and significant results (under 1 percewel) in three periods around the
10-K date, SAR [1], SAR [0,+1] and SAR [-1,+1], aeported. This result indi-

cates that an abnormal stock price reaction ocargsnd the date that the firm
discloses its annual 10-K announcement contairtieggbing concern audit re-
port.
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Descriptive statistics of variables (10-K déte)

Table 8.
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Table 9. Correlation matrix

PANEL A. Original data set

CSAR[-1,+1] MOWN  SIZE DA VA
CSAR[-1,+1] 1

MOWN 0.039 1

SIZE 0.048 -0.197%* 1

DA 0.000 0.299***  -0.264** 1

Z 0.012 -0.062 0.377%**  -0.255"* 1

PANEL B. Winsorized data set

CSAR[-1,+1] MOWN  SIZE DA Z
CSAR[-1, +1] 1

MOWN 0.057 1

SIZE 0.056 -0.184*** 1

DA -0.024 0.286***  -0.197** 1

zZ -0.002 -0.121*% 0.459***  -0.330*** 1
Notes:

PANEL B. Observations winsorized at two standard deviations from the
mean

a denotes the event date used

The variables are defined as follows:

CSAR= Cumulative standardized Z = Altman Z-score (1-year
abnormal return lagged)

MOWN = percentage of closely held

shares

SIZE = natural logarithm of total assets
DA = percent of total debt to total assets
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As discussed earlier, however, the problem with1@d announcement date is
that it is the annual report required by the U.&wBities and Exchange Commis-
sion (SEC) and it contains a summary of a pubtim’s performance. Therefore it
may (and most likely does) contain other price vah items that affect the re-
sults. Regardless of this, the 10-K report datdhésmost commonly used event
date in this field of studies. Table 5 (audit repiate) reports largely similar re-
sults, the important difference being, howevert thal'able 9 the results in three
periods are statistically significant. The explaoator this is that around the au-
dit report date the abnormal returns are presundddlgn by trades of some par-
ties with private information, and therefore theesof the reaction may remain
statistically insignificant. All in all, bearing imind the above-mentioned prob-
lems in using the 10-K report date, the findingdPenel B of Table 10 suggest
that there is a negative abnormal reaction to tieggconcern audit report around
the 10-K report filing date.

Regressions of the effect of information asymnagtdyinformation environment
on standardized abnormal returns

Tables 11 and 12 present the results from the segnes of the relationship be-
tween information asymmetry, information environmesgency costs of debt,
and the standardized abnormal returns around the d@te. Table 10 contains
the results for the three days around the evemt, Table 11 the results for the
three periods around the event. Summarizing bdilesa MOWN has a positive
and significant relationship with abnormal retuors SAR [+1], SAR [-1,0] and
SAR [0,+1], i.e. information asymmetry is negatiwetlated to abnormal returns.
As hypothesized, a positive relationship may be wuthe reduced information
asymmetry of firms with high management ownershipich affects the degree
to which the going concern audit report comes sigrprise and therefore the neg-
ative reaction is weaker.

Panels B of Tables 6 and 7 report that the coefiisi (although insignificant) for
MOWN are negative in most event periods aroundatidit report date, but here
they are positive. This could indicate that arothmelaudit report date the insiders
of firms with more management ownership use thewape information and this
results in negative abnormal returns. Moreover etfidence further suggests that
the information environment and agency costs ot dedy restrict these actions
of the insiders. By contrast, the evidence fromaoainal returns around the 10-K
report filing date permits speculation that thepsige of the going concern audit
report is smaller in firms with more management eship because “manage-
ment owners” have already traded on this inforrmatidhen they received the
report after the audit report date, and therefoienot a surprise for them.

In Panel B of Table 11 a relationship between SBRahd SIZE is also reported.

This finding supports the hypothesis that a righ@rmation environment reduc-

es the negative surprise of the audit report. Goptto the assumptions, the re-
sults do not indicate that leverage or the levdirancial distress has a relation-
ship with abnormal reactions around the 10-K disate date.
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Table 10. Standardized abnormal stock returns around thet e\ze (10-K
date}

PANEL A. Original data set

Mean abnormal

Period return T-statistic
SAR [-1] -0.039 -0.445
SAR [0] 0.001 0.018
SAR [1] -0.019 -0.300
CSAR [-1, O] -0.037 -0.328
CSAR [0,+1] -0.018 -0.174
CSAR [-1,+1] -0.057 -0.426

PANEL B. Winsorized data set

Mean abnormal

Period return T-test

SAR [-1] -0.092 -1.511

SAR [0] 0.015 0.215

SAR [1] -0.312%** -3.814

CSAR [-1, O] -0.074 -0.806

CSAR [0,+1] -0.293*** -2.991

CSAR [-1,+1] -0.384*** -3.309

Notes:

PANEL B. Observations winsorized at two standardiat®ns from the
mean

¥x ** and * denote significance at the 0.01, 6,0and 0.1 levels,
respectively

@ denotes the event date used

The variables are defined as follows:

SAR= Standardized abnormal return

CSAR= Cumulative standardized abnormal return
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Regressions of standardized abnormal stock reamdgirm

characteristics (10-K dafe)

Table 11.

15°a 6650 G6.°0 060°0 Z8v°0 09%°0 ansnels-4
0T0°0- 500°0- ¥00°0- Z10°0- 110°0- 100°0- -d Iy
€6T 922 €6T 922 €6T 9ZZ SUONeAISS(O JO #
(gzt0Y) (65€°0°) (96£°0)
€£0°0- LYT0- 992T°0 Z
(L09°0 (z0s'0-) (L16°0°) (L£0°0) (0S¥°0) (€20°0)
9¥20'0 120°0- /00~ 000°0- /6100 000°0 vda
(zozo (5T0°T-) (ez1°0Y) (+05°0-) (18€°T) (L2y'T)
G890 62€°S- 809°0- 089'T- €€2C’S 8/G/°€ 371S
(gt (€56°0-) (068°T) (065°2) (te€°0) (00S'7)
YT 000°0- +8€8°0 0000 9¥ET'0 #0000 NMOW
(00v°0) (9v2'0) (96T°2") (ove'2-) (525°'07) (evy'0-)
00T'0T z1ee xG66'G9-  «x/ET0E- v ZT- 182°G- JueIsuo)
[T-] ¥vs [T-] ¥ [T+] ¥vsS [T+] ¥vS [0] ¥vs [o] ¥vsS a|qelen

‘B +7'7vd +'v@a8d +9215%d +'NMOIWTY +0 = VS :[9pON
Aooom __wwms_mzm‘_ lewlouqy pazipiepuels :o|gelLep ch_ucwn_mh_

19s eyep [eulblO 'V 13ANVd



Acta Wasaensia

82

Table 11. Continued

LSF0 eIT'l 9¢0'T 09’1 099°0 6£6°0 onsne)s-g
110°0- 100°0 1000 €00°0 £00°0- 100°0- 2 lpv
€61 97T €61 97T €61 977  SUOHBAISSCO JO #
(916°0-) (Fezo-) (117°0)
€870~ 9¢T1°0- 201°0- Z
(9¢z°0) (6€6°0) (968°0-) (088°0-) (#81°0-) (#£9°0°)
6100 65200 860°0- 0600~ L10°0- 0000~ va
(¥e5°0) (802£°0-) (851°0-) (10€°0-) (Trzm (856°1)
€LTLT 626’1 869°0- L20°T- «L0ST'9 €60SF q4ZI1S
(#56°0-) (985°1-) #¥072) (Sz6'1) (885°0) #90°1)
L1€0- 6S1°0- #6620 «979°0 6502°0 291€°0 NMON
(£81°07) (918°0) (€%5°2) (6£97C) (¥66°0-) (090°1-)
04T°¢- 6871 °CI #CIT'T9- #:+8CG°0- 890°0C- 9¢¢ 81~ jueISu0)
[1-1¥9vs [1-1¥9vs [1+]avs [1+] avs RIS [o] avs a[qerre

"0 +117vd +V Qg +AZ1S% HNMOIN'Y +0 = RIVS [PPOIN
(000€ T[esSNY) Winjal [euLIouqy pazipiepuelg :d[qerieA yuapuada
198 ejep pazuoswIM g TANVd




Acta Wasaensia 83

Table 11. Continued

(pa33ef 1ea4-1) 9100s-7Z UBUNY =7

SjasS€E [€303 03 }gap (830} JO Juantad = Y

sjasse [e303 Jo wiyyLIe3o0[ [eInjeu = g7[S

sareys pay Aesop jo adejusdiad = NMOIN

:mojjof sv paurfap a4y sajquiiva ayJ.

(0861 ITYM) SIOLID pIepUE)S JUSISISUOD AJIDISEPINSOIANAY S, SIYAA UO Paseq dIe SOUSIe)s-} Y],
00T+ SIUSLFA0 [V

URIUI 3]} WIOIJ SUOTJRIAIP PICPUR)S OM] JB PIZLIOSUIM SUOHRAIISAQ) g TANV.J
Ap2anadsar ‘S[2A9] T°0 PUB “G0O"0 “10°0 9Y3 ¥& 20uedTuSIS 9JOUdP , PUR “ “yux
OISTIE}S -3, PUB “JUBIDLJI0D A} q ‘PISN Jep JUDAD U} SI}OUIP ¢

1S9J0N




84 Acta Wasaensia

Regressions of cumulative standardized abnormek seiurns

and firm characteristics (10-K date)
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5.5 Concluding remarks

This chapter investigates the abnormal stock retafrgoing concern audit report
announcements. First, this chapter examined whefleee is an abnormal stock
reaction around two alternative event dates: tltkt aeport date and as a robust-
ness test the 10-K report filing date. Second, ¢thipter analyzes further the ef-
fects of information asymmetry, information envineent and agency costs of
debt on the abnormal stock returns around the tweatedates.

Data from listed U.S. firms in the Russell 3000drds used in the hypothesis
testing, because the U.S market is the only sistglek market with a significant
number of going concern audit reports issued tdipdibms. The empirical find-
ings of this chapter indicate that on average theneo statistically significant
abnormal stock reaction to going concern audit nsparound the audit report
date, whereas there are significantly negative ababreturns around the 10-K
annual report filing date. This suggests that tha@ concern audit report an-
nouncement causes a stock price revaluation whisnfiled with the annual re-
port. The proposed relationship in hypothesisdthus supported in the tests for
robustness, i.e. around the 10-K report date, buimthe primary tests.

Next the relationship between the proxies for infation asymmetry, information
environment and agency costs of debt, and abnostoek returns are analyzed.
The results suggest that around the audit reptet tfze information environment
and the agency costs of debt have a positive amdfisant effect on the abnor-
mal stock reaction. As a result, some support jgothesis H and stronger sup-
port for H, is found. In the robustness tests around the 1@pi¢rt date there is a
negative relationship between information asymmetng abnormal stock re-
turns. This indicates, as expected, that the lessnformation asymmetry is, the
less the going concern audit report is a negativerse.

To sum up, these findings shed some light on tineigé question of this disserta-
tion: ‘is the going concern audit report informaticelevant to the investors?’ and
‘do firm specific characteristics have an effecttha information content of the
going concern audit report?’.
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6 AUDITORS’ INTERNAL CONTROL WEAKNESS
DISCLOSURES AND STOCK RETURNS

The previous chapter examined the relevance ofggoancern audit reports to
stock markets. This section is the second empipeal of this dissertation and
examines the effects of auditors’ internal contn@akness disclosures on the
stock returns. The purpose of this chapter is tpieaally investigate first wheth-
er there is an abnormal stock market reaction atdie audit report date and the
10-K report date. Second, evidence is presentedtmther firm specific charac-
teristics and existing information about the finahdistress are related to abnor-
mal stock returns. Next the hypotheses tested evelapbed, then the data and
methodology are introduced, and finally the resaftshe empirical analyses are
presented.

6.1 Hypotheses development

6.1.1 Abnormal returns around auditors’ internalntm| weakness
disclosures

In this chapter the same hypotheses are tested@sapter 5. First, internal con-
trol weakness disclosures are considered to havedtential to change the mar-
ket responsiveness to earnings or affect the estimaf future cash flows. The
purpose of the Sarbanes-Oxley Act Section 404 aksck is to communicate to
interested parties about the effectiveness ofritegnal control structure and pro-
cedures, and declare about material weaknessem#yaincrease financial state-
ment errors or managements’ ability to manage egsniSuch disclosures may
give investors information about the earnings dquai management’s abilities to
fulfil their governance responsibilities, and thrasult in reassessments of the risk
levels and stock price level. However, if relevarformation concerning the fi-
nancial information quality is available before theditors’ internal control
weakness disclosures, then such reports are untikdde informative.

As in the previous chapter, the analysis of goiagcern audit reports and stock
markets, this section uses both the audit repdd dad the 10-K report date as
event dates. Previously Beneish et al. (2008)jrfstance, use only the 10-K re-
port disclosure date. However, following the fingknof Carter et al. (1999) and
Knechel et al. (2007), described in more detaiCimapter 3 and Chapter 5, the
standard abnormal returns on both dates are estimat

Based on the findings from the literature presentied following hypothesis is
tested around the audit report date (and as &otesibustness also around the 10-
K filing date):
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Hs: Auditors’ internal control weakness disclosures ee associated with nega-
tive abnormal stock returns

6.1.2 Do information asymmetry, information envirent and agency costs
of debt affect stock market reactions to audit regid

The second part of the analysis of auditor’s irdenontrol weakness disclosures
and stock markets is related to firm charactesstiollowing the literature re-

viewed in Chapter 2 and Chapter 5, it is suggestatinformation asymmetry,

information environment and agency costs of debiehan effect on the stock
market reaction to auditors’ internal control weegs disclosures.

Information asymmetry

Management shareholding is considered to proxyherinformation asymmetry
between management and owners. The larger the mpi@pmf management

shareholdings is the less information asymmetry @ndlict of interests there is
expected to be between managers and owners. Morenaaagement ownership
is also expected to have an effect on the impoetamche degree to which dis-
closed financial information can come as a surpiesthe owners. In firms with

higher management ownership the conflict of intsrase likely to be smaller and
as a consequence the relevance of monitoringaaditing, is smaller. The exist-
ing audit and accounting literature suggests thahay factors, i.e. factors affect-
ing the relationship between management and owheax® a strong influence on
the informativeness of accounting disclosures (Whfet al. 1995), the demand
for audit quality and choice of the auditor (Franet al. 1988; DeFond 1992,
Blouin et al 2007), and the demand for externaltangd(Chow 1982).

Following the literature discussed above and in higpothesis development of
hypothesis 2 in Chapter 5, the auditors’ interraltml| weakness disclosures in-
formation are expected to incur a more negativeketaeaction around the audit
report date for firms with high information asymmyerobustness test around the
10-K filing date):

He: Information asymmetry between the management andhe owners has a
negative affect on the market reaction to auditors’internal control
weakness disclosures

Information environment

Auditors’ internal control weakness disclosures rbaymore challenging for the
markets to foresee using accounting and non-accmuirtformation than going
concern audit reports. Going concern reports mégnobe a result of long-term
financial deterioration, which is possible to prdising other sources of infor-
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mation. The auditor’s internal control weaknesldsure, however, is of a more
gualitative nature compared to the going conceponte The qualitativeness also
affects its predictability, because the outsiddigarof a firm do not generally
have access to such qualitative information thatccanply weaknesses in inter-
nal controls. Doyle et al. (2007) and Ashbaugh-fekei al. (2007) document that
investment in internal control systems and contsi factors are related to orga-
nizational complexity and organizational changéonmation on these identified
factors may help investors anticipate auditorséiinal control weakness disclo-
sures.

It is, however, expected that the accuracy of pteatis on internal control weak-
ness disclosures is better for firms with richédormation environment, for ex-
ample more analyst following or media coverage pbnbecause more informa-
tion is available. Firm size is one relevant deiaemt of the richness of the in-
formation environment (Mitra et al. 2005). Smalfiems have lower visibility on

the markets and a weaker information environmerandgers of such firms may
have better opportunities to manage earnings oaga@n other non-value max-
imizing activities, because of less attention franalysts and media. Additional-
ly, the actions of management may potentially benitoced less closely by au-
thorities as well. In firms where the informatioroguced is limited, visibility and

outside monitoring low, and externally producedomifation more rare, the re-
levance and degree of surprise of the auditorgrinatl control weakness disclo-
sures is greater. A weak information environmeny migo clear the way for in-
siders and informed actors in engaging themselvéimdes on inside information
and hereby gain profits or cut losses. As a coreeep) the following hypothesis
Is tested around the audit report date (robustesssaround the 10-K filing date):

H-: The information environment of the firm has a pogsive affect on the
market reaction to auditors’ internal control weakness disclosures.

Agency costs of debt

The third feature of the firm which in this dissgion is considered to affect the
relevance of the auditors’ disclosures is the ageosts of debt. Extensive litera-
ture supports the claim that the potential conflitinterests between sharehold-
ers and bondholders has an affect on investmenfiaacing decisions (Jensen
et al. 1976; Myers 1977; Smith et al. 1979), ad waglthe level of management
discipline (Agrawal et al. 1982; Sengupta 1998; Alnet al. 2002, Francis et al.
2005; Beatty et al. 2008; Bharath et al. 2008; ¢xiliet al. 2008).

Two reasons are evinced here as to why the agersty of debt have an affect on
the relevance of the auditor’s internal control kresss disclosure. First, due to
the increased monitoring, management opportunissmaations performed out of
self-interest are restricted. Second, debt finanas expected to increase the
guantity and quality of information disclosed, ahérefore the information risk
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of the investors is lower. As a result, the infotima content of annual and quar-
terly filings are of less relevance to the investZallen et al. 2006).

Accordingly, it is expected that the consequenddsgher agency costs of debt,
reduce the negative surprise of the auditor’s makecontrol weakness disclosure
around the audit report date (robustness test drthen10-K filing date).

Hsg: Agency costs of debt have a positive effect onghmarket reaction to au-
ditors’ internal control weakness disclosures.

6.2 Data

The sample is composed of the Russell 3000 InadmmsfiRussell 3000 comprises
the 3000 largest and most liquid firms listed ie th.S. and aims to capture the
return of the overall market. Following prior steslj the identical restrictions are
used as in Chapter 5: (i) only first time interoahtrol weakness disclosures are
included in the sample, because successive inteamfol weakness disclosures
may increase the possibilities to predict the aodicome in advance and thus
reduce the surprise (e.g. Jones 1996, Herbohn 20@¥). First time reports are

verified by manually examining the audit reportrfréhe previous year. Second-
ly, all financial institutions (SIC codes 6000-69G0e excluded from the sample
due to some unique features in their regulation.

A firm search in the Audit Analytics database idiged 384 non-financial firms
that have received a first-time auditor’s interoatrol report stating that the con-
trols are not effective. The auditors’ internal tohweakness disclosures used in
this study are dated between February 11, 200D&ceémber 12, 2007. The de-
mand for SOX Section 404 disclosures became effedbir accelerated filers
(market value of equity $75 million or more) fosdal years ending after Novem-
ber 15, 2004. The audit report of the previous yeat the audit report and 10-K
report dates could be verified for 354 firms. O¢ 864 firms stock price data for
estimation of the abnormal returns is located fidatastream for 342 firms.

Table 13 illustrates the distribution of the go@ncern audit reports used in the
empirical analysis across the time period and acidustries. This table clearly
illustrates that the great majority of the internahtrol weakness disclosures are
dated to the first year after Section 404 impleraton. Additionally, Table 13
indicates that the majority (nearly 70 percent)tied going concern reports are
concentrated on two industries, manufacturing amdiees. However, comparing
the representations of the industries in the saraptein the population (Russell
3000), the table reveals that wholesale and retade (5000-5900) and services
(7000-8900) are overrepresented in the sample,eskeihe others, manufactur-
ing in particular, are underrepresented.

The Thomson Financial Datastream database cortteensformation needed for
estimating the dependent variable and the infoonatin the independent va-



92 Acta Wasaensia

riables are from Thomson Financial Worldscope. iitmnber of firms with inde-
pendent variables data used in the regression @iealy presented in Table 14
(pp. 111-112).

Table 13. Number of firms by SIC codes and years.
% of
firms
% of in
sample Russell
SIC Code Industry description firms 3000 2005 2006 2007
0-1999 Agriculture, Minig and 5.26 6.92 17 1
Construction
2000-3999 Manufacturing 29.82 4549 87 13 2
4000-4999 Transportation, 8.77 11.82 26 4

Communications, Electric,
Gas, and Sanitary services
5000-5999 Wholesale and Retail trade 16.67 12.82 53 4

7000-8999  Services 39.47 22.92 114 20 1

The table presents the number of firms by standard industry classification (SIC)
codes divided across year of first-time internal control deficiency audit report.
The sample consists of 342 firms, Financial institutions (SIC codes between 6000
and 6900) are excluded from the sample.

6.3 Methodology

To study the information content of auditors’ imak control weakness disclo-
sures this section analyzes abnormal stock reanmed the audit report date and
as a robustness test around the 10-K report fulatg.

According to the efficient market hypothesis, stgeices adjust rapidly to new

and relevant information. This study uses standatiabnormal stock returns to
measure the market reaction. Daily standardizedrata stock returns around

the audit report date are determined for each edantby dividing each stock’s

market model adjusted abnormal returns by the atahdeviation of the estima-

tion period’s abnormal returns. Daily stock retuans calculated as differences in
logarithmic price indices using closing price data.

Different event periods are used to study the nmadactions to the auditors’ in-
ternal control weakness disclosures. Because thdtsemay be sensitive to the
length of the event period, e.g. due to other comfiing events announced, a
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short event window analysis around the event idiegisee e.g. Holder-Webb et
al. 2000; Chen et al. 2000; Knechel et al. 200 heBsh et al. 2008; Hammersley
et al. 2008). First, three one-day standardizedmabal return periods are calcu-
lated (SAR [0], SAR [-1] and SAR [1]) to measure thaily reaction and second,
three cumulative abnormal periods (CSAR [-1,+1],ABS[-1,0] and CSAR
[0,+1]) are considered to assess the effect dumgto three days. The short
event period is used to restrict the influence a$gible concurrent information
releases. The standardized abnormal returns ancuthalative standardized ab-
normal returns are estimated as described in Eapgafil), (2) and (3) of Section
5.3. (pp. 56-57).

The standard t-statistic is applied to test Whether the mean standardized ab-
normal returns in the event window are statistycalgnificantly different from
the expected abnormal return, which is zero. Thetistic is described in equa-
tion (4) of Section 5.3. (p. 57)

To empirically test hypotheses;,HH; and H;, the following regression model is
estimated:

(7) SAR = + MOWN + 53,SIZE + 5,DA + B,Z, + 5,ICE_COFL, +¢

Where:
MOWN = percentage of closely held shares
SIZE = logarithm of total assets
DA = percent of total debt to total assets
Z = Altman’s Z-score (1-year lagged) re-estimatgd3bice (1997)
ICE_CONFL = conflict in the internal control effectness reports from the
management and the auditor
e = error term

The regression model in Equation (7) is similaEtation (5) in Section 5.3. (p.

57). The independent variables are as defined gespa8. To control for an im-

portant factor relevant for this section a dummgialkde controlling for manage-

ment reporting on internal control effectivenesSHI CONFL) is included in the

model. ICE_CONFL equals one if the firm's managetreas filed a report on

the internal controls for the same fiscal year withdisclosing any material

weaknesses. Conflicting management and audit i®poet expected to increase
the negative surprise of the auditor’s internaltoarweakness disclosure.

To control for the influence of outliers all testise conducted also after winsoriz-
ing the variables at two standard deviations frbm mean (see e.g. Bernard and
Thomas 1990). The winsorized statistics are redarté®anel B of each table.
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6.4 Results

This section reports the results from the empiracalysis. First, the descriptive
statistics, correlations and monthly abnormal retufior a 12-month period are
presented. Second, results for the abnormal retortise auditors’ internal con-

trol weakness reports around the audit report ¢itd around the 10-K date in
Section 6.4.4.) are presented. Third, the empiacalysis of this section is con-
cluded with the regression analysis on the relahgmbetween abnormal returns
to internal control weakness disclosures and tine-$ipecific variables of interest.

6.4.1 Descriptive statistics

Table 14 tabulates the descriptive statistics efdapendent and independent va-
riables. Most interestingly, the average abnorrmetiirns are positive for all pe-
riods except SAR [-1]. This is contrary to expeictas, because negative abnor-
mal returns are hypothesized.

The descriptive statistics of the independent Wwemindicate that the firms have
a management ownership averaging about 23 pensbith is, for example, far
less than that of the firms receiving a going con@udit report (38.951 percent).
The average natural logarithm of total assets ®&l@. which approximates to
$1,032 million in total assets. Average leveragalisut 23.5 percent, compared
to over 64 percent for the firms with initial goimgncern audit reports. The fi-
nancial distress score indicates that the firmsoar@verage troubled, but much
less so than the going concern firms. As mentiaisale, the sample contains 59
firms where management did not disclose any interoatrol weaknesses whe-
reas a weakness was indeed disclosed in the asiditternal control weakness
reports.

Panel B of Table 14 presents the descriptive stiafter winsorizing the obser-
vations at two standard deviations from the medre Statistics in Panel B are
essentially the same as in Panel A. Extreme obsemsado not seem to be as big
a problem as in the going concern audit reportyesnal

The correlation matrix in Table 15 Panel A and P& mbulates the correlations
between the dependent variable and the independeables. The abnormal re-
turn is not significantly correlated with any oktindependent variables. SIZE is
correlated with three variables. Larger firms seaerhave statistically significant-

ly more leverage, less financial distress and higitebability of management

disclosing conflicting findings on the internal ¢am effectiveness.
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Table 15. Correlation matrix

PANEL A. Original data set

CSAR ICE_
[-1,+1] MOWN  SIZE DA z CONFL

CSAR[-1,+1] 1

MOWN 0.023 1

SIZE -0.021 -0.104 1

DA 0.012 0.086 0.372%* 1

V4 0.034 -0.005 0.149** -0.003 1
ICE_CONFL -0.064 0.090 0.201***  0.048 0.035 1

PANEL B. Winsorized data set

CSAR ICE_
[-1,+1] MOWN SIZE DA Z CONFL

CSAR[-1, +1] 1

MOWN 0.020 1

SIZE -0.031 -0.113 1

DA -0.008 0.072 0.391%* 1

V4 0.002 -0.030 0.300***  -0.051 1
ICE_CONFL -0.107 0.077 0.194**  0.056 0.007 1
Notes:

PANEL B. Observations winsorized at two standard deviations from the mean
2 denotes the event date used

The variables are defined as follows:

CSAR= Cumulative Standardized Abnormal Return [-1,+1]

MOWN = percentage of closely held shares

SIZE = natural logarithm of total assets

DA = percent of total debt to total assets

Z = Altman Z-score (1-year lagged)

ICE_CONFL = conflict in the internal control effectiveness reports from the
management and the auditor
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Monthly book-to-market and size adjusted returmsaf@2-month period around
the event date

The following descriptive figure presents the rés@ilom a monthly analysis of

the stock returns around the event period. Thectibgeis to give an overview of

the performance of the stocks of the firms recg\an auditor’s internal control

weakness disclosure. This figure gives an indicatubhether the internal control

weakness is relevant and whether it can be anteddang before the audit report
date or the 10-K date, or alternatively whetherdhs a strong abnormal reaction
some time after the disclosure of the report.

Monthly abnormal returns are estimated using thed&rench (1993) three fac-
tor model as described in Equation (6) of Sectioh (b. 63). The model takes
into account the stock’s exposure to market rislsize risk and to value risk.

Figure 2 illustrates the three-factor model abnénmetrns for six months before
the auditor’s internal control weakness report daie six months after. The audi-
tor’'s internal control weakness disclosure is digal with the 10-K report. The
10-K report is commonly disclosed either the samé¢he subsequent month as
the audit report is dated.

The abnormal returns are positive during the erittenonth period. Moreover,
the positive abnormal returns seem to be unaffeuyetthe internal control weak-
ness disclosures. It is difficult to draw any geheronclusions from Figure 2
about the market reactions to auditors’ internaliticl weakness disclosures.

6.4.2 Abnormal returns around the auditors’ intakeontrol weakness
disclosure dates

The first empirical test in this chapter deals witle abnormal stock returns
around the auditor’s internal control weakness regate. Table 16 presents the
standardized abnormal returns. In Panel A and PRrteke abnormal returns of
two periods, SAR [0] and CSAR [0,+1], are positaued statistically significant.
This is contrary to expectations.

A proposed explanation for the positive reactiothet the auditor’s internal con-
trol weakness disclosure has been anticipated rifgr(hned) investors. Because
the auditor is mandated by Auditing Standard N@ 2valuate and report on
management’s internal control effectiveness disclsthe case is always that
management assessment predates the audit repdtte Isample there are 59
firms where management has not observed or repangdieficiencies in internal
controls.
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Monthly size and book-to-market adjusted abnorstatk returns
for a 12-month period around the auditors’ interw@itrol weakness

disclosures.

Figure 2.
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The empirical evidence in Table 16 suggests thadradl in the sample manage-
ment reporting on internal control weaknesses uati¢ig the surprise of the audi-
tor’s report. The auditor’s internal control weaksalisclosure may in fact act as
a relief and a positive signal if the managemesessment had generated uncer-
tainties where, for example, a going concern arefibrt was possible. Further-
more, assuming that the abnormal reaction arouaddidit report date is a result
of informed trading, the explanation for the resutbuld be that the informed
traders were aware of the concerns on the markatste auditor might ultimate-
ly report going concern uncertainties, for examptethis light, the informed
traders could earn excess returns by using the eagbrt information on the date
of the report.

As mentioned previously, there are 59 cases irsdngple where management has
indicated effective internal controls, whereas #uglitor concluded by contrast
that there were indeed weaknesses in the inteordtals. It is likely that the
negative surprise of the audit report is stronghiese cases, because the audit
report may come as a surprise to the managementlasThe further analysis
(not tabulated) of the firms in the sample with fticting management and audi-
tor disclosures on internal control weaknessesaisvthat the abnormal returns
for these 59 firms are negative in all periods, statistically insignificant. To
conclude, no support is found for hypothesis H

6.4.3 Information asymmetry, information environimagency costs of debt,
and stock market reactions to auditors’ internahtol weakness
disclosures

To further analyze the abnormal stock returns addbe audit report date, Table
17 and Table 18 present the results from the regnesnalysis. The purpose is to
examine whether and how information asymmetry afarmation environment,
agency costs of debt, and additionally financiatréiss and managements’ inter-
nal weakness disclosures affect the abnormal retanound the audit report date.

The results in Tables 17 and 18 suggest that nbtieeovariables of interest in
this study explain the variation in the abnormaktktreturns around the auditor’s
internal control weakness report date. The findireyeal only that Z is positive
and statistically significant in Panel A of Tabl&, lindicating that a firm with

greater financial distress (lower Z-score) has mm@gative abnormal returns on
day SAR [+1]. However, this result is not confirmiedPanel B of the same table
or in Table 18. Thus no conclusions can be drawmfthis. The coefficients of
ICE_CONFL have a negative, but insignificant, signall regressions, as ex-
pected. This would suggest that when the outcomaudftor’'s internal control

report conflicts with management’s equivalent réptre abnormal reaction is
more negative.

To summarize, the conclusion of these two tableélas information asymmetry,
information environment and agency costs of debtnat statistically significant-
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ly related to abnormal returns. Therefore, no supisdfound for hypothesesgH
H; or Hs.

Table 16. Standardized abnormal stock returns around thet elzta (Audit
report datée

PANEL A. Original data set

Mean abnormal

Period return T-statistic
SAR [-1] -0.008 -0.148
SAR[0] 0.100** 2.080
SAR[1] 0.033 0.533
CSAR[-1, 0] 0.089 1.315
CSAR[0,+1] 0.129* 1.729
CSAR[-1,+1] 0.126 1.394

PANEL B. Winsorized data set

Mean abnormal

Period return T-test

SAR [-1] -0.024 -0.524

SAR[0] 0.085* 1.937

SAR[1] 0.049 0.967

CSAR[-1, 0] 0.070 1.152

CSAR[0,+1] 0.131** 2.063
CSAR[-1,+1] 0.117 1.481

Notes:

PANEL B. Observations winsorized at two standard deviations from the
mean

#xx % and * denote significance at the 0.01, 0.05, and 0.1 levels, respectively
a denotes the event date used

The variables are defined as follows:

SAR= Standardized abnormal return

CSAR= Cumulative standardized abnormal return
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Regressions of standardized abnormal stock reamdgirm

characteristics (Audit report date)

Table 17.
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Table 17.Continued
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Table 17.Continued
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Regressions of cumulative standardized abnormek stiurns

and firm characteristics (Audit report ddte)

Table 18.
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Table 18. Continued
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Table 18. Continued
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6.4.4 Additional tests using the 10-K report anmmment dates

In Section 6.4.3., the empirical tests analyze ridationship between auditor’s
internal control weakness disclosures and abnostoak returns around treidit
report date However, because using the audit report dateeasvtent date can be
considered experimental, the empirical analysight#f chapter is complemented
in this section by running the identical tests vitie 10-K report date as the event
date. These tests provide evidence on the robisstidbe results reported in the
previous section.

Although several accounting and auditing studiesehsuccessfully applied the
date of the actual event (i.e. audit report ddte,10-K filing date has to be con-
sidered to be the benchmark or the standard. Axhdiliy, because the empirical
findings in the previous section are inconclusives essential also to study the
abnormal returns around the 10-K date.

Next, the descriptive statistics are presentedy the analysis on the abnormal
stock returns around the event date, and finalyrésults from the regressions on
the relationship between firm characteristics abdoamal returns are tabulated
and discussed.

Descriptive statistics

The descriptive statistics of the standardized ababreturns around the 10-K
report date in Table 19 are essentially identioahbse of Table 14 (audit report
date). The only more apparent difference is thae liee abnormal returns for
SAR [-1] are also positive. In Panel A and PaneafBrable 20, the correlation
matrix illustrates that there is a significant niagarelationship between the ab-
normal returns and the content of management’snateontrol report. In those
cases where management’s report was clean, theodsidinternal control weak-
ness disclosure has a negative effect on the atahoeturns. This is as expected.
Because, at this stage, when the internal contealkwess disclosure is filed with
the SEC, the investors simultaneously find manage&s@eport claiming that
internal controls are efficient and the auditoepart claiming weaknesses in in-
ternal controls. This is expected to cast doubtmamagement’s skills and trust-
worthiness, which in turn would be expected tociffae stock returns.

Table 20 also reports that there is a correlatetwbeen SIZE and DA, Z, MOWN
and ICE_CONFL, indicating that larger firms are qao have more leverage,
more conflicting management and audit reports asd financial distress and
management ownership.
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Descriptive statistics of variables (10-K déte)
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Table 19. Continued.
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Table 20. Correlation matrix (10-K dat)

PANEL A. Original data set

ICE_
CSAR[-1,+1] MOWN SIZE DA Z CONFL
CSAR [-1, +1] 1
MOWN 0.069 1
SIZE -0.075 -0.080 1
DA 0.030 0.088 0.407*** 1
Z -0.003 0.002 0.158** -0.002 1
ICE_CONFL -0.208*** 0.090 0.201***  0.048 0.035 1
PANEL B. Winsorized data set
ICE_
CSAR[-1,+1] MOWN SIZE DA Z CONFL
CSAR [-1, +1] 1
MOWN 0.053 1
SIZE -0.105 -0.121* 1
DA 0.003 0.047 0.428*** 1
Z -0.020 -0.033 0.304***  -0.072 1
ICE_CONFL -0.215%** 0.077 0.194***  0.056 0.007 1
Notes:
PANEL B. Observations winsorized at two standard deviations from the mean
a denotes the event date used
The variables are defined as follows:
CSAR= Cumulative standardized abnormal return
MOWN = percentage of closely held shares DA = percent of total debt to total assets
SIZE = natural logarithm of total assets Z = Altman Z-score (1-year lagged)

ICE_CONEFL = conflict in the internal control effectiveness reports from the management and
the auditor
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Standardized abnormal returns around the 10-K réplate

Table 21 presents the standardized abnormal retuosd the 10-K report date.
In both Panel A and Panel B all mean abnormal metare positive and in most
periods statistically significant. This seems pasacal because audit reports on
internal control weaknesses are expected to be feads” and therefore incur
negative abnormal returns.

The statistically significant positive returns anduthe 10-K date suggest that the
auditor’s internal control weakness disclosure matain a positive signal. One

obvious situation when the auditor’s internal cohiweakness disclosure could
be good news is the case when the markets expeewdworse news. Also, as
pointed out in other studies, one has to be casitishen making conclusions

about the abnormal returns around the 10-K filiaged because the 10-K report
also includes other annual report items as wellctvltould affect the stock re-

turns.

In a supplementary analysis not tabulated, thelteegudicate that the abnormal
returns for the 59 firms in the sample with a “cifeemmanagement report are nega-
tive and statistically significant under the 5 marclevel in periods SAR [0], SAR
[-1,+1] and SAR [0,+1]. Consequently, the concluas®that the abnormal returns
to the auditor's Section 404 report are (i) negatihen it discloses uncertainties
that the management did not previously disclosd, (@npositive if the auditor’s
report confirms the information that managemenvipresly disclosed. All in all,
there is no convincing evidence that the stockrnstare negatively associated
with the auditor’'s internal control weakness discles in the entire sample.
However, in the small subsample consisting of thiases with conflicting re-
ports from the management and the auditor, theramaeaction is negative.

Information asymmetry, information environment and
stock market reactions internal control deficiemeports

Finally, this last section of the chapter investggawhether the characteristics of
the firm affect the abnormal returns around thiedilof a 10-K report containing
an auditor’s internal control weakness disclosimgarticular, the characteristics
of interest here are related to information asymynehformation environment
and the agency costs of debt.

In Hg the hypothesis states that information asymmegtwben management and
owners should be negatively related to the abnoretarns around the audit re-
port disclosure. This is because due to reducedlictsnof interest and improved

information flow between management and ownersatidit report should con-

tain fewer surprises. Similarly,/Hstates that for firms with a richer information
environment, the abnormal returns are less negageause the information dis-
closed could be gathered from other sources. Aatditly, the regression analysis
tests whether agency costs of debt measuring maredealiscipline has an affect
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on the abnormal returns around the Section 404 aejlort. Previously disclosed
financial distress and management’s assessmeliteoéftectiveness of internal
controls are used as control variables.

Table 21. Standardized abnormal stock returns around thet elzta (10-K

datef

PANEL A. Original data set

Mean abnormal

Period return T-statistic
SAR[-1] 0.082* 1.791
SAR[0] 0.088 1.645
SAR[1] 0.067 1.109
CSAR[-1, 0] 0.165** 2.513
CSAR[0,+1] 0.150** 1.952
CSAR [-1,+1] 0.237*** 2.638
PANEL B. Winsorized data set

Mean abnormal
Period return T-test
SAR [-1] 0.078* 1.861
SAR[0] 0.085* 1.716
SAR[1] 0.063 1.213
CSAR[-1, 0] 0.163*** 2.614
CSAR[0,+1] 0.151** 2.171
CSAR [-1,+1] 0.234*** 2.803

Notes:

PANEL B. Observations winsorized at two standard deviations from the

mean

*x% %, and * denote significance at the 0.01, 0.05, and 0.1 levels,

respectively

2 denotes the event date used

The variables are defined as follows:
SAR= Standardized abnormal return

CSAR= Cumulative standardized abnormal return
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Table 22 and Table 23 present the results of theession analysis. Panel A
again contains the regressions using the origiatl det and Panel B after winso-
rizing the observations at two standard deviatiivosn the mean. Two separate
regressions are tabulated for each event period.fif$t column represents the
regression without the variables on previous dmales (Z and 302), and the
second column includes the two mentioned variables.

In Table 22 Panel A and Panel B the results indithat there is no support for
hypothesis lHaround the 10-K report date. The regression aoeffts have posi-
tive signs indicating that the negative surpriséhefauditors Section 404 report is
smaller in firms with more management ownershipglmformation asymmetry),
but they are insignificant in all periods.

The relationship between information environmerd abnormal returns in Panel
B is negative and statistically significant in fperiod SAR [0]. This suggests that
the negative surprise is greater for firms withhercinformation environment. In
the development of hypothesis Hhe general assumption was that the abnormal
reaction should be less negative for firms wittheicinformation environment,
because there is more information available on wtocbase accurate predictions
and foresee emerging problems. This result imphesyever, that there may not
be any information available even in the richegbrimation environments that
reveal emerging problems of internal controls. Pphaperties of internal control
weaknesses may be such that the available infawmdtes not help in predicting
them. Therefore, because larger and informatidmeri¢éirms are considered to be
more stable, diligent, predictable and to have ghédn quality information, the
auditor’'s internal control weakness disclosure igreater upset to investors of
these firms than to those firms with weaker infatioraenvironment.

The leverage and previously disclosed financialress do not appear to have a
statistically significant effect on the abnormaturas. Finally, Table 22 clearly
confirms the findings discussed in the previoudisegthat the existence of a
conflicting management’s internal control repors testrong negative relation-
ship with the abnormal returns. The relationshigtaistically significant under
the 1 percent level on the event day SAR [0].

The results in Table 23 confirm the effect of masragnt’s internal control report
on the abnormal returns. The coefficient is negasind statistically significant in
all periods. Furthermore, the table also provideses support for the relationship
between abnormal returns and information envirorim&mally, in Panel B
CSAR [-1,0] there is some evidence that firms witbre financial distress, i.e.
lower Z-score, have more negative abnormal returhss is suggested to be due
to the uncertainties that the financially weakem& may suffer from more fun-
damental difficulties in addition to the internaintrol weaknesses.
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Regressions of standardized abnormal stock reamdgirm

characteristics (10-K dafe)

Table 22.
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Table 22. Continued.
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Regressions of cumulative standardized abnormek seiurns

and firm characteristics (10-K date)

Table 23.
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Table 23. Continued
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6.5 Concluding remarks

This chapter investigates the effect of auditontinal control weakness disclo-
sures on abnormal stock returns. The purpose oarlagysis is to study whether
this type of audit report is relevant to investdfsst, this dissertation focuses on
the abnormal stock reaction to auditor’s internahtool weakness disclosures
around the audit report date. Second, to furthatyae the effects of firm specific

characteristics, regression analysis is used tk ee@lence of a relationship be-
tween the abnormal stock returns around the auslitisclosure and proxies for

information asymmetry, information environment aggency costs of debt. Final-
ly, tests for robustness are provided applying 18eK report filing date as the

event date.

Overall, the results in Chapter 6 indicate thatdbditor’s internal control weak-

ness disclosures do not have the expected negeffeet on stock returns.

Around both alternative event dates the abnormalme for the entire sample are
positive. This could be an indication that the aweport information is on aver-

age irrelevant to investors. The further invest@atusing a regression analysis
shows, however, that around the 10-K report dageitformation environment

has, contrary to expectations, a negative relatipn&ith abnormal returns. This

suggests that the information environment is unablpredict the negative out-
come of the audit report and therefore the abnoretatns are more negative for
those firms with richer information environment. Mover, this chapter clearly
shows that around the 10-K report date conflicimgnagement and auditor as-
sessments of the effectiveness of internal contn@sassociated with a significant
negative affect on the abnormal returns. This ssigginat the stock price reacts
negatively if the management is incapable of detgdhe internal control weak-

nesses. All in all, none of the hypothesis devalopere confirmed around the
audit report date.
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7/ GOING CONCERN AUDIT REPORTS AND
CHANGES IN VOLATILITY AND SYSTEMATIC
RISK

This section analyzes further the properties ofstioek market reactions to going
concern audit reports. The purpose of this seaida empirically investigate the
changes in volatility and systematic risk of thecktafter the going concern audit
report announcement. In detail, the first part luk tchapter studies the mean
change in volatility and systematic risk after thalit report, and the second part
the relationship between risk changes and firmiSpeharacteristics are studied.
Next, the hypotheses to be empirically tested aweldped, then the data and
methodology are introduced, and finally the restdten the empirical analysis
are presented.

7.1 Hypothesis development

Chapter 5 focused on examining the short windowoahal stock price reaction

to going concern audit reports. To extend the amlgf the relevance of going

concern audit reports to stock markets, this secéinalyzes the effect of the

going concern audit report has on the volatilityhe# stock returns and systematic
risk of the stock. Several studies have focusethemmarket effect of accounting

related announcements’ by examining e.g. the lewg€lsystematic risk subse-

quent to an announcement.

Healy and Palepu (1990) for example, find that ggaffers are followed by a
significant increase in systematic risk. They iptet the result that equity offers
information affects the risk levels rather than thure cash flows of the firm.
Price reactions, as measured in the previous seofithis dissertation, can be a
function of adjustments in expected magnitude ofiriel cash flows or the ex-
pected risk of future cash flows (Fargher et aB8)9If initial going concern au-
dit reports correctly identify and communicate uyglag uncertainties in a firm,
then it could be expected that there will be a geaim volatility and systematic
risk of the stock return.

7.1.1 Uncertainty and risk changes around goingoeon audit report
announcements

A going concern audit report has the potential dd ancertainty to the stock
markets, as earlier mentioned. The increased wogrton the stock market is
due to implications of the reasons leading to aag@oncern audit report. Rea-
sons for a going concern audit report such as edirancial distress, litigation or
increased probability of failure that the firm facenay complicate the estimation
of future cash flows of the firm. This uncertaitgyncerning the future cash flows
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will increase the risk of the firm, in other wordsncreases the chance that the
future cash flows will be different from what isroently expected.

Kim et al. (1991) propose that both price and vauchanges of a stock at the
time of a public announcement are positively asgedi with the precision of the

information and negatively with the precision o toreannouncement public and
private information. Most earlier studies, as wadl the earlier section of this

study, use stock price reactions to measure wheiheit report announcements
convey information to the stock market. HoweverFasgher et al. (1998) point

out, stock prices reflect both expected future déshis and expected risk of fu-

ture cash flows. By recognizing that a going concaudit report may affect the

risk of the firm, it is important also to measuréether a change in risk can be
observed. In this study, standard deviation and laee used to measure the
change in risk after a going concern audit report.

Standard deviation is a commonly used statistioshsure of volatility. It meas-

ures how far the observed values are dispersedhdrine mean. Standard devia-
tion can thus also be used as the volatility ofstoek returns. Standard deviation
of the stock returns summarizes the uncertaintthénmarket over a certain pe-
riod or the spread of possible outcomes and thexafba measure of risk. If a
going concern audit report increases the unceytaintd spread of possible out-
comes related to the firm’s future cash flows, stendard deviation of the returns
should grow as a result of the report.

Beta measures how sensitive the stock of a firto isiarket movement. It is an
estimate of the stock’s systematic risk. Beta e as the covariance between
stock return of a firm and the market return, daddy the variance of the market
return. In the presence of a firm-specific eventhsas a going concern audit re-
port, it is assumed that the firm’s stock returraffected, while the variance of
the market return remains unaffected. To the exteattthe going concern audit
report and the underlying problems causing the rtepwrease the volatility
(standard deviation) of the firm’s stock return&atige to the stock market re-
turns, the systematic risk (beta) of the firm’sc&tavill increase (Fargher et al.
1998).

Fargher et al. (1998) study the systematic riskngka around qualified audit opi-
nion announcements and audit qualification withdlaannouncements. Howev-
er, they find no evidence of an increase in systemek around qualification
announcements. The authors conject that this wast@wther forms of disclo-
sures in the period studied. Next they studiedi8tlechanges around audit quali-
fication withdrawal announcements. In a withdrawahouncement the auditor
revises the audit opinion from a qualified opinit;m an unqualified opinion,
therefore it should be good news. It is anticipdigd-argher et al. (1998) that the
withdrawal announcement date would have less ribeme the event date used in
the qualification announcement analysis. They Hypsize that subsequent to a
gualification withdrawal, the systematic risk chasgn the opposite direction
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than after the initial audit qualification. Theyuiad the reduction in systematic
risk to be significant after the withdrawal.

Relative to the study by Fargher et al. (1998) #tudy takes advantage of the
findings by Carter et al. (1999) and Knechel €2807) that the actual date of the
event (here the going concern audit report date)ldvbe an earlier date to study
the reaction on the stock markets to the going eonopinion. As thoroughly
discussed in previous chapters, the literatureshagygled to define the correct
event date when audit reports become publicly akl However, the hypothes-
es of this study are also tested in robustness isgtg the 10-K report filing date,
which is the standard in this field of audit resbar

To summarize, an increase in volatility and syst@nask is expected to be
found after the going concern audit report annoomesd

Ho: Going concern audit reports are associated withraincrease in volatility
and the systematic risk.

7.1.2 Information asymmetry, information enviromin@gency costs of debt,
and risk changes around going concern audit reporiouncements

Information asymmetry

Based on the literature presented in Chapter 2p€h8& and the hypothesis de-
velopment in Chapter 5 it is expected in this sttigt the level of information

asymmetry between management and owners will affectmpact of the going

concern audit reports to the stock markets. Thgeetation is supported by the
literature on agency effects on the demand fortangdand audit fees. More spe-
cifically, in firms with low information asymmetrghe conflict of interests is ex-

pected to be lower. Hence, in firms with lower mmf@tion asymmetry, the going
concern audit report should cause fewer re-estimstof the future of the firm

and the risk level. Also, when the information asyetry is lower, the informa-

tion contained in the going concern audit reporldde less of a surprise, be-
cause the same information is more likely to bevkmalready. Finally, in an

agency relationship with lower conflicts of interiebe going concern audit report
is likewise expected to be less relevant.

In terms of uncertainty and risk changes, the etgtens above would imply that
the information contained in the going concern aueport, causes a smaller
change in volatility and systematic risk in firmglwlower information asymme-

try (higher management ownership). This is becawseers are more aware of
the underlying uncertainties due to lower informmatasymmetry and their inter-
ests are more aligned with those of management.
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Hio: The information asymmetry between management andwners has a
positive affect on the change in volatility and syematic risk after the
going concern audit reports.

Information environment

Similar assumptions can be made for the effechefibformation environment.
Information environment refers to the richness afoainting and non-accounting
information available from different sources. Thare different sources of in-
formation that directly affect the richness of tildormation environment, for
example the firm’s financial and non-financial dcsures, news coverage of the
media and analyst forecasts.

The key assumption is that owners of firms wittheicinformation environments
are less likely to revise their expectations of fine’s future earnings or risk.
This is due to two reasons: (i) investors have nigicemation available to make
more accurate predictions and thus the uncertaemains lower even after dis-
closures that were not expected, (ii) firms spediiformation disclosures can be
anticipated using available information and thereftne surprise of the disclosure
is preempted and the stock market effect aroundigwosure is reduced.

As a consequence, the change in volatility andesyatic risk subsequent to a
going concern audit report is expected to be lawd&rms with a rich information
environment.

Hi:: The information environment of the firm has a negtive affect on the
change in volatility and systematic risk after thegoing concern audit
reports.

Agency costs of debt

Earlier studies indicate clearly that the leveldebt has an affect on manage-
ment’s abilities to act in their own interests. 8 largely because of conflict of
interests between shareholders and bondholdegssimilar manner to the share-
holders, bondholders, too, protect themselves agthe risk of the firm failing to
pay the debt. The literature suggests that bonénelthay make demands that
result in increased monitoring of management (Jerdeal. 1976), signing re-
stricting covenants that change the terms of tl¢ dentract in defined circums-
tances (Smith et al. 1979; Billett et al. 2007)%ish on shorter maturity time if
there are uncertainties about the future of tha {iMyers 1977), charge higher
interest rate to account for the higher risk (Beagnet al. 1991) or demand more
conservative reporting to reduce the informati@k Ahmed et al. 2002; Beatty
et al. 2008).
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These actions and demands insisted by bondholdesedhe firm agency costs
of debt. Substantial empirical evidence exists satgg that agency costs of debt
can be reduced by increasing management discigiidemonitoring, and moreo-

ver increasing the quality of financial informati¢hgrawal et al. 1982; Sengupta
1998; Francis et al. 2005; Bharath et al. 2008;dttl et al. 2008).

Debt financing is expected to be related to thevace of audit report informa-
tion because management is more restricted fromgaict self-interest as a result
of closer monitoring by bondholders, and the paksés of investors to foresee

going concern issues is likely to increase as altre$ the amount of information

and the quality of the information available on tharket. Finally, because bond-
holders may have protected themselves through eowernheir behavior as a re-
sult of covenant violations may give investors yararning signals about poten-
tial financial difficulties.

Accordingly, it can be expected in light of thest@ture above and in Chapter 2,
that mechanisms set up as a consequence of agestsyat debt may affect the
relevance of audit report information, and it lely that risk changes after going
concern audit reports are smaller for firms witthrinformation environments.

Hi2: Agency costs of debt of a firm have a negative fatt on the change in
volatility and systematic risk after the going conern audit reports.

7.2 Data

In the analysis of risk changes after going coneerdit reports the same data is
used as in Section 5. The sample consists of 238dRU3000 Index firms, all
with a first time going concern audit report pulyliavailable in SEC Edgar data-
base or Thomson One Banker. All audit reports s ffinancial years ending
2002-2007, and they have been dated after the eaeotind Enron and Arthur
Andersen were uncovered (February 2002 — Febru2®g)2 The distribution of
the observations across years and industries &givChapter 5, Table 2.

In addition to the stock price data needed to eg@nthe changes in volatility and
risk, the regression analysis of this chapter megudata on the independent va-
riables information asymmetry, information enviroemt, leverage and disclosed
financial distress. The stock price data are fromorison Financial Datastream
and independent variable data from Thomson Finawtaldscope.

7.3 Methodology

This section examines whether a going concern aegdart affects the change in
volatility and systematic risk of the firm’s stoc&turn. The econometrics litera-
ture recognized standard deviation as a statistieglsure of spread. In this study
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it measures the spread and uncertainty of expdatate outcomes, i.e. the vola-
tility of the returns. In stable circumstances véhére uncertainty is small, the
estimates of future cash flows are more alignewéen actors. On the other hand
in unstable conditions, where uncertainty increa$asire outcomes are more
difficult to predict and the volatility in stocktigns is expected to increase.

To empirically test whether the return volatilitpcasystematic risk of the stock
changed after a going concern audit report, thedsta deviation and beta are
estimated for each firm before and after the gaogcern audit report date. The
pre-going concern audit report period is [-130,]-40d the post-going concern
audit report period is [10, 130], with the eventedday [0] being either the audit
report date or the 10-K report filing date. The rdpa in standard deviation and
beta for each firm is the difference between thee pnd post —period estimations.

The standard deviation is calculated as follows:

i(Rt _ﬁt)z
n-1

(8) o=

Where,
Rit = return of stock i in period t

R, = mean of values;R
n = sample size

and the change in standard deviation is defined as,
9 A0 = O}y5139 ~ OJ-130-19

where [10, 130] and [-130,-10] indicate estimatpm@riods, the audit report date
being the event date [0].

The beta is defined as follows:

(10) g =Im,
Um

where
o,,= covariance between stock return and the market return

(Russell 3000 index)
o’ =variance of the market retu(Russell 3000 index)

and the change in beta is defined as,

(11) AB = 13[10,130] - :8[—130,—10]
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where as before [10, 130] and [-130,-10] indicad@ngation periods, with the
audit report date being the event date [O].

For testing Hp, Hi1 and H» a similar regression model is used as in Chapter 5
Here, the changes in STDEV and BETA are used adgpendent variables:

(12) ASTDEVY =a + SMOWN + B,SIZE + B,DA + B,Z, +e
(13) ABETA =a + BMOWN + B,SIZE + B,DA + B,Z, +¢
Where:

MOWN = percentage of closely held shares

SIZE = logarithm of total assets

DA = percent of total debt to total assets

Z = Altman Z-score (1-year lagged) re-estimatedioige (1997)
e = error term

The independent variables are as defined in Sebtnp. 58).

The influence of outliers is controlled for by wamzing all variables at two stan-
dard deviations from the mean (see e.g. Bernaal. e£990). All tests are con-
ducted and reported using winsorized and unwinedrdata.

7.4 Results

This section presents the results from the empiaicalysis on changes in volatil-

ity and systematic risk after the going concernitatgghort date. First, descriptive

statistics are presented. Second, results on temg® change in volatility and

systematic risk. Third, results are provided frdme tegression analysis on the
relationship between information asymmetry, infotiora environment, agency

costs of debt, and changes in risk. Finally, adddl analysis provides the results
from empirical tests using the 10-K filing datetlas event date.

7.4.1 Descriptive statistics

Table 24 presents descriptive statistics for threabées used in analyzing the evi-
dence for hypothesesgHH;0, H1; and Ho. Again, Panel A contains the unwinso-
rized statistics while in Panel B the variables\anmgsorized at two standard devi-
ations from the mean. Panel A and B means and media show an increase in
volatility and systematic risk. This would indicaehigher volatility and higher

systematic risk after the going concern audit repsrexpected. When examining
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the statistics of the independent variables usetdmegression it is clear that the
firms in the sample are financially severely dissed. Means and medians for
free cash flow per assets are negative likewisgnst earnings and book values.
The standard deviations and ranges for some covdr@bles highlight the need
to control for extreme values. Therefore more aitbenis paid to the winsorized
data in Panel B.

Table 25 presents the pairwise correlation matfithe variables used in the re-
gression analysis. The dependent variable STDEWissignificantly correlated
with any of the independent variables in Panel Aanel B. BETA, on the other
hand, in Panel B is significantly negatively coateld with MOWN and positively
with SIZE. The correlations between the independemtables are similar to
those described in Section 5.3. In Panel B, SliZBeagatively correlated with
MOWN. Furthermore, SIZE correlates with DA and Zeapected. This indicates
that larger firms have less management ownersegs, lleverage (DA), and less
reported financial distress.

Systematic risk and volatility for a 240-day peremdund the event date

Figures 3 and 4 illustrate the development of latility and systematic risk in a
240-day period around the going concern audit teghate. In Figure 3, the stan-
dard deviation of the stock returns from the prawpd 20 days is calculated for
each day. The figure clearly suggests that theam iascending trend in the vola-
tility of the returns in the entire period, but@lhat there is a clear increase after
the event date. The increase in the volatility otrex 240-day period may be
caused by several factors beside the going coraait report. It is also highly
likely and almost certain that the firms disclostBrmation (not controlled for in
this figure) during the period that may affect tladatility of returns. Interesting-
ly, however, the figure illustrates a definite iease in the volatility just a few
days before and after the event day, which could besult of the going concern
audit report.

Figure 4 illustrates the daily systematic risk #€240-day period. The betas here
are estimated using a 120-day estimation periodrdier to illustrate the devel-
opment of the beta from day to day in Figure 4palie values of daily betas are
used to calculate the means. Absolute values labe used because the sample
consists of a significant number of firms with sevdéinancial difficulties. Be-
cause of these difficulties several firms have tiggabetas, and for the purpose
of this figure an increase in the negative betatisrpreted as an increase in sys-
tematic risk. For this reason, Figure 4 shouldrterpreted with caution. Howev-
er, as in Figure 3, there seems to be a clearasere the systematic risk just
before the event date. This increase could beudt rgfsthe audit report.
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Table 24. Descriptive statistics of variables (Audit repoatel

PANEL A. Original data set

ASTDEV A BETA MOWN SIZE DA Z
Mean 0.007 0.334 38.481 2.465 64.518 -11.638
Median 0.000 0.074 35.401 2.230 23.006 -3.631
Maximum 0.782 2.771 97.103 10.506  3189.561 8.012
Minimum -0.371 -2.032 0.000 -10.054 0.000 -257.393
Std. Dev. 0.084 0.765 24.789 2.628 233.029  28.011
Skewness 4.653 0.196 0.426 -0.037  11.017 -5.375
Kurtosis 44.254 4.017 2.316 5.022 141.898  39.390
n 237 237 226 234 235 197

PANEL B. Winsorized data set

ASTDEV ~ ABETA MOWN SIZE DA zZ
Mean 0.003 0.331 38.928 2.501 45.624 -10.134
Median 0.000 0.077 35.992 2.230 23.006 -3.631
Maximum 0.180 2.058 92.117 7.950 337.244 0.348
Minimum -0.126 -1.714 0.968 -1.813 0.000 -84.687
Std. Dev. 0.046 0.731 25.079 2.394 68.866 18.752
Skewness 0.701 0.107 0.422 0.403 2.729 -2.961
Kurtosis 5.205 3.356 2271 2.810 10.967 11.132
n 237 237 228 234 235 197

Notes:

PANEL B. Observations winsorized at two standard deviations from the mean
2 denotes the event date used

The variables are defined as follows:

A BETA = change in stock beta

A STDEV = change in standard deviation

MOWN = percentage of closely held shares

SIZE = natural logarithm of total assets

DA = percent of total debt to total assets

Z = Altman Z-score (1-year lagged)
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Table 25. Correlation matrix (Audit report dafe)

PANEL A. Original data set

A STDEV ABETA MOWN SIZE DA z
A STDEV 1
A BETA -0.134* 1
MOWN 0.057 -0.181** 1
SIZE -0.093 0.106 -0.187*%** 1
DA 0.023 0.003 0.296*** -0213 1
z 0.021 -0.067 -0.061 0.377%%  -0.256"* 1

PANEL B. Winsorized data set

A STDEV ABETA MOWN SIZE DA Z
A STDEV 1
A BETA -0.158** 1
MOWN 0.070 -0.210%** 1
SIZE -0.073 0.124* -0.230%** 1
DA 0.052 -0.056 0.295*** -0.178** 1
Z 0.021 0.004 -0.120* 0.459*** -0.331** 1

Notes:

PANEL B. Observations winsorized at two standard deviations from the mean
a denotes the event date used

The variables are defined as follows:

A BETA = change in stock beta

A STDEV = change in standard deviation

MOWN = percentage of closely held shares

SIZE = natural logarithm of total assets

DA = percent of total debt to total assets

Z = Altman Z-score (1-year lagged)
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7.4.2 Change in volatility and systematic risk aftee going concern audit
report date

Table 26 reports the results in the change in metotatility and systematic risk

after a going concern audit report. The statisiticboth Panel A and Panel B
show that there has been a statistically significacrease in the systematic risk
after the going concern audit report. Panel A dostéhe unwinsorized observa-
tions whereas in Panel B the potential effect dfiens has been reduced by win-
sorizing the data at two standard deviations froenmhean.

This finding suggests that after the going con@erdit report, the stock returns of
the sample firms react more to the movement obthezall market. This implies

that the going concern audit report has increabeduncertainty of the stock
compared to the market. The results regarding laage in volatility reveal that

on average volatility has increased, but the chamgmt statistically significant.

Therefore no conclusions about the impact of theggooncern audit report on
the volatility can be drawn. Hypothesis 4 supported, specifically in terms of
the change in systematic risk.

Table 26. Change in volatility and systematic risk after gpogoncern audit
report (Audit report datd)

PANEL A. Original data set

Period Mean change T-statistic
A Standard deviation 0.007 1.312
A Beta 0.463*** 6.986

PANEL B. Winsorized data set

Period Mean change T-test

A Standard deviation 0.003 0.943

A Beta 0.468*** 7.259

Notes:

PANEL B. Observations winsorized at two standard deviations from
the mean

#k *% and * denote significance at the 0.01, 0.05, and 0.1 levels,
respectively

a denotes the event date used
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7.4.3 Information asymmetry, information environmeagency costs of debt,
and the change in volatility and systematic risk

Table 27 illustrates the relationship between tiermation asymmetry, informa-
tion environment, agency cost of debt, and the gban volatility and systematic
risk by regressing change in STDEV and BETA on itldependent variables
MOWN, SIZE, DA and Z. The estimation results in BlaA give weak indica-

tions that the information asymmetry could explelianges in volatility. Howev-
er, this relationship is statistically insignifidawhen the previously reported fi-
nancial distress is controlled for.

The change in beta does not seem to be significagihited to the first three va-

riables of interest, but the Z-score seems to lihgeexpected effect. The more
financial distress the financial statement hasalgphin the previous year, the less
the systematic risk increases after the audit tegete. This indicates that the risk
effect of the going concern audit report informaticould be preempted by the
financial information already available on the n&rk

In panel B none of the independent variables agsttally significantly related
to STDEV. Additionally, the relationship between B&and Z is here statistical-
ly insignificant, whereas SIZE appears to have akyaositive relationship with
BETA in the column with Z included, and MOWN a nagaly significant rela-
tionship with BETA. The positive relationship beemeBETA and SIZE suggests
that firms with richer information environments leaa larger increase in BETA.
Similarly, the negative effect of MOWN on BETA imdites that as information
asymmetry increases also BETA increases.

As in Chapter 5 and Chapter 6, the adjust&d &e also low here. However, this
is consistent with existing research (e.g. Knedtedl. 2007; Fleak et al. 1994;
Chen et al. 2000). The reported F-statistics asgymficant in all models, which
implies that the possibility that the regressioeftioients are different from zero
cannot be rejected. This casts doubt on the existeh the findings described
above. As a conclusion, no convincing evidenceismé for hypothesesib Hix
and Ho.

7.4.4 Change in volatility and systematic risk arduhe 10-K report date

This section complements the analysis conductddeiprevious section. Here the
event date of the analysis is the 10-K reportdildate instead of the audit report
date. The 10-K report filing date has traditionddgen used in research. Whereas
it is suggested that around the audit report dageabnormal returns are due to
informed trading, the 10-K report filing date isatly the date when the audit
report is made available to the investors. The lprabwith this date is that the
audit report is filed together with the annual nepend therefore the observed
abnormal returns may be affected by the accompgngiormation.
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Regressions of changes in volatility and systeméic and firm

characteristics (Audit Report d&te)
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Table 27. Continued
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Descriptive statistics

Table 28 tabulates the descriptive statistics ef ¢thange in standard deviation
and beta, and the independent variables used iregression analysis. In Panel
A the changes in volatility and systematic risk both negative, indicating that
the riskiness has decreased after the 10-K redomever, in Panel B, when the
extreme observations are winsorized at two standewiations from the mean,
the change InSTDEV remains negative bABETA is positive.

Table 28. Descriptive statistics of variables (10-K date)

TABLE 28.
Descriptive statistics of variables
(10-k date)?

PANEL A. Original data set

ASTDEV ABETA MOWN SIZE DA Z
Mean -0.004 -0.004 38.481 2.465 64.518 -11.638
Median -0.002 -0.002 35.401 2.230 23.006 -3.631
Maximum 0.005 0.048 97.103 10.506  3189.561 8.012
Minimum -0.009 -0.093 0.000 -10.054 0.000 -257.393
Std. Dev. 0.004 0.021 24.789 2.628 233.029  28.011
Skewness 0.019 -0.492 0.426 -0.037  11.017 -5.375
Kurtosis 1.850 5.104 2.316 5.022 141.898  39.390
n 237 237 226 234 235 197
PANEL B. Winsorized data set

ASTDEV ~ ABETA MOWN SIZE DA Z
Mean -0.004 0.014 38.928 2.501 45.624 -10.134
Median -0.002 0.009 35.992 2.230 23.006 -3.631
Maximum 0.005 0.048 92.117 7.950 337.244 0.348
Minimum -0.009 0.000 0.968 -1.813  0.000 -84.687
Std. Dev. 0.004 0.012 25.079 2.394 68.866 18.752
Skewness -0.033 0.751 0.422 0.403 2.729 -2.961
Kurtosis 1.751 2.253 2.271 2.810 10.967 11.132
n 237 237 228 234 235 197
Notes:

PANEL B. Observations winsorized at two standard deviations from the mean

2 denotes the event date used

The variables are defined as follows:

A BETA = change in stock beta

A STDEV = change in standard deviation

MOWN = percentage of closely held shares

SIZE = natural logarithm of total assets

DA = percent of total debt to total assets

Z = Altman Z-score (1-year lagged)
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The correlation matrix in Table 29 shows that theeno significant correlations
between th\STDEV and the independent variables. In contra@VN is sig-
nificantly negatively correlated withBETA. The correlations between the inde-
pendent variables are similar to those in Tablex@8ained previously.

Table 29. Correlation matrix (10-K dat®)

PANEL A. Original data set

A STDEV ABETA

A STDEV 1

ABETA 0.378*** 1
MOWN -0.083 -0.079
SIZE 0.087 -0.041
DA -0.063 -0.031
z -0.018 -0.029

PANEL B. Winsorized data set

MOWN

1
-0.187***
0.296***

-0.061

LNTA DA Z
1

-0.213%** 1

0.377%** -0.256*** 1

A STDEV ABETA MOWN LNTA DA Z
A STDEV 1
ABETA -0.236%** 1
MOWN -0.088 -0.122* 1
SIZE 0.124 -0.055 -0.230%** 1
DA 0.012 -0.097 0.295***  -0.178** 1
Z 0.018 0.100 -0.120* 0.459*** -0.331"* 1
Notes:

PANEL B. Observations winsorized at two standard deviations from the mean

2 denotes the event date used

The variables are defined as follows:

A BETA = change in stock beta

A STDEV = change in standard deviation
MOWN = percentage of closely held shares
SIZE = natural logarithm of total assets

DA = percent of total debt to total assets

Z = Altman Z-score (1-year lagged)
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Changes in volatility and systematic risk after 1eK report date

Table 30 presents the univariate results for tlangh in volatility and systematic
risk. In the original data set Panel A th6 TDEV andABETA are both statisti-
cally significantly negative around the date whiee 10-K report is filed with the
SEC. The reduction in the volatility and systemaisk is a surprise if it is as-
sumed that the going concern audit report is dészlofor the first time at that
date and if the report is expected to be relevattie investors.

In the winsorized results of Table 30 Panel B th&tesmatic risk has, however,

increased (t-stat = 17.032), while the volatilitgshdecreased. The increase in
systematic risk proposes that stocks’ sensitiatpverall market movements has
increased.

The reduction of systematic risk and volatilityesfthe 10-K report date could be
explained primarily by the announcement of the ahfinancial report. Financial

information disclosures help to align the estimagiof the investors thereby re-
ducing uncertainty. The results in Panel B suggest the systematic risk in-
creases after the 10-K report announcement, butvdietility caused by the

spread of estimations on the future is reduced.

Table 30. Change in volatility and systematic risk after gueng concern
audit report (10-K datd)

PANEL A. Original data set

Period Mean change T-statistic
A Standard deviation -0.004*** -13.484
A Beta -0.004*** -2.995

PANEL B. Winsorized data set

Period Mean change T-test

A Standard deviation -0.004*** -13.722
A Beta 0.014*** 17.032

Notes:

PANEL B. Observations winsorized at two standard deviations from the mean
#* %% and * denote significance at the 0.01, 0.05, and 0.1 levels, respectively
a denotes the event date used
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Information asymmetry, information environment ahdnges in systematic risk
and volatility

Table 31 complements the analysis on changes tersgsic risk and volatility
around the 10-K report filing date of firms disdlwg a going concern audit re-
port. Specifically, the changes in systematic askl volatility are regressed on
the firm’s information asymmetry, information erirment, agency costs of debt
and previously disclosed information concerningficial distress. The purpose is
to examine whether some of these attributes affiectelevance of the going con-
cern audit report.

As in the previous sections, information asymmegrgxpected to increase the
relevance of information disclosed, whereas richreshe information environ-

ment, leverage and previously disclosed informationcerning financial distress
are likely to decrease the change systematic ridkvalatility.

The results from the regression analyses in Tablen8icate only some weak
evidence that only the information asymmetry betwegnagement and owners
has an effect on the change volatility after theKl@port filing date. However,
when financial distress is controlled for this telaship is statistically insignifi-
cant. In Panel B of Table 31 the change in betgsificantly higher when the
reported financial distress is lower. This is apested, since the going concern
audit report is less expected for those firms viaditer financial situation and
therefore the going concern problems come as a&bmggprise.

Overall, these results suggest that around the t€pKrt filing date the systemat-
ic risk increases and volatility decreases whemeext¢ observations are dealt
with. Furthermore, the results provide some evidethat the disclosed level of
financial distress affects the change in systemaicaround the 10-K report, but
the other variables expected to affect the relewasfcaudit report information
prove insignificant.
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Regressions of changes in volatility and systeméic and firm

characteristics (10-K dafe)

Table 31.
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Table 31.Continued

1ST'1 790 859°0 91¥0 onsness-f
9000 100°0- £00°0- 800°0~ 2 Py
081 r4x4 €61 97C SUOBRAIISO JO #
(1£02) (£06°0)
«x600°0 ¥10°0 Z
(991°0) (669°0-) (T¢LT0Y) (8£%°0)
0000 100°0- 100°0- €000 va
(0s£°0-) (819°0) (8¢0°T-) (890°0~)
700~ €200 P10~ 6000~ VAL
(69€1-) (2880~ (926°0) (6€9°0)
G00°0- €000~ 9100 010°0 NMON
(809°2) (88%°2) (29¢0) (0gz0-)
#xxCS8'T 96S'T L1€°0 LLT0- jueISu0D)
v.1dad v.ad "AHALS "AFAILS J[qeLrep

ejag ur aduey)) :9[qere A juspuada
9 +1i7vg 1V Aed +AZ1S% HNMOW'] +9 = AHALS PPOIN

uoneIAd(] PIEpUR)G Ul 93uey)) :d[qere A juspuada
"0 +ri7vg 1V Aed +AZ15% “NMOW'Y +0 = AHALS TPPOIN
39S ejep pazuosuIiM ‘qd TANVd




Acta Wasaensia 145

Table 31.Continued.
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7.5 Concluding remarks

This chapter investigates the effect of auditomhg concern audit reports on the
systematic risk and volatility. The purpose of #malysis is to study whether the
announcement of the going concern audit reportesffine investors’ assessments
of the riskiness of the firm and whether the repdi¢cts the spread of investors’
future estimates. First, this chapter focuses envibiatility and systematic risk
changes after the audit report date, whereas steséation analyzes risk changes
after the 10-K filing date. Second, to further gmal the effects of firm specific
characteristics, regression analysis is used th f@eevidence of a relationship
between the change in volatility and systematik, r@d proxies for information
asymmetry, information environment and agency cofltiebt.

Overall, the results in Chapter 7 indicate thatdbditors’ going concern reports
have the expected positive effect on the systemigtic Around both alternative

event dates the change in systematic risk is pesaind significant. This indicates
that the going concern audit report significanthigreases the riskiness of the
firm. Support for hypothesisHs found.

Further investigation using a regression analyissvs that firm specific charac-
teristics of information asymmetry, information @wment or agency costs of
debt do not affect the changes in volatility anstegnatic risk. However, previous
disclosures on financial distress have a negafieetaon the systematic risk. No
support for hypotheses; bl Hy; or Hyzis found.
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8 AUDITORS' INTERNAL CONTROL WEAKNESS
DISCLOSURES AND CHANGES IN SYSTEMATIC
RISK AND VOLATILITY

The theoretical analysis of this dissertation sgtgthat auditors’ internal control

weakness disclosures have the potential to atfiecptice of the underlying stock.
Chapter 6 of the dissertation empirically analyndtbther abnormal returns exist
around the audit report is signed or filed to tB#CSThe purpose of this chapter
is to further analyze this issue. In detail, thiEees of auditors’ internal control

weakness disclosures on the volatility of the st@tkrns and the systematic risk
are investigated. Since a stock price change canresult of adjustments in ex-
pected future cash flows or adjustments in themeds of the firm, this chapter
provides empirical evidence whether the riskindgb@firm has indeed changed.

8.1 Hypothesis development

The Sarbanes-Oxley Act (SOX 2002) Section 404 reguthat management
maintain adequate internal controls over finangglorting and provide an audi-
tor’'s attestation of its effectiveness in the aimaport. The purpose of auditors’
internal control weakness disclosures is to giveljective attestation of the ef-
fectiveness of internal control structures and pdaces, and to inform financial
statement users about material weaknesses.

Internal control weakness disclosures may addnessif&c accounting issues or
broader control issues that the auditor has idedtifis material weaknesses. In-
ternal control weaknesses can affect the qualitgamfounting and financial in-

formation and increase the information risk of finel statement users.

8.1.1 Uncertainty and risk changes around intercahtrol weakness
disclosures

Weaknesses in internal controls may also signal mamagement is fulfilling its
governance responsibilities. Credit rating agend@asinstance, have noted that
internal control weaknesses should be considerethencredit rating process
(Moody’s Investor Service 2004; Fitch Ratings 200%]ditionally, Francis et al.
(2004, 2005) have documented that information isskositively related to the
cost of equity. If auditors’ internal control weags reports help investors in
identifying and communicating such uncertaintiesifirm that affect the future
expectations of a firm, then it is expected thate¢hs a change in the volatility of
the stock returns and the systematic risk of tbeksaround the time when the
weaknesses are communicated to the markets.
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In particular, there are two factors that may hameimpact on the relationship
between internal control weakness disclosures Aadges in riskiness. First, the
most important factor is whether the effectivenelssternal controls is relevant

information for the investors or not, i.e. whethieaffects the risk levels of the

firm. Second, given that the information is releivand does indeed affect the risk
levels, the next question is whether the disclosdirine auditor’s attestation is a
valuable source for that information. Are the inees able to benefit from other
accounting or non-accounting sources of informatmmeach the same conclu-
sion?

In this chapter of the dissertation the changedlatility (standard deviation of
the returns) and systematic risk (beta) are usede@sure whether an adjustment
in the risk levels of the firms has occurred. Stadddeviation is a general meas-
ure of volatility, and here it measures how theeobsd returns are scattered
around the mean. The standard deviation incorp®iatermation about the un-
certainty in the markets concerning the possibleaes. The higher the stan-
dard deviation is, the more uncertainties are dmmed to exist about the future of
the firm.

The CAPM beta measures the sensitivity of the stoakarket movements. It is
an estimate of the systematic risk of the stockiarghpital market research it can
be used for testing the announcement effect. Began iimportant factor of event
studies because it isolates the firm-specific ¢ffeam the market movements
(Hong and Sarkar 2007).

There are no published papers in auditing explotiegeffects of auditors’ inter-
nal control weakness disclosures on volatilityystematic risk. Ashbaugh-Skaife
et al. (2009) show that firms with internal contvetaknesses have higher syste-
matic risk. However, they do not study whether thas increased as a result of
the auditors’ 404 disclosures. Recent studies famgesed on the effects of man-
agement’s Section 302 internal control reports anditors’ Section 404 reports
on the cost of capital (Ogneva et al. 2007; Beneishl. 2008) and abnormal
stock returns (Beneish et al. 2008; Hammersley. &088). Ogneva et al. (2007)
find that internal control weaknesses are not tyexssociated with higher cost
of capital, while Beneish et al. (2008) find thiaey are. Additionally, both Bene-
ish et al. (2008) and Hammersley et al. (2008) ansignificant abnormal stock
reaction to disclosures on internal control weakassFargher et al. (1998) study
the systematic risk changes around all types ofifqechaudit opinion announce-
ments and withdrawals. They find significantly lovaystematic risk levels after
withdrawal announcements, indicating that audioregpdo indeed have an im-
pact on the levels of systematic risk.

In light of the literature reviewed in this dissgibn, internal control weaknesses
can be expected to affect the quality of accounitimfigrmation, and therefore af-

fect the information risk of the investors. As ansequence of the impaired in-
formation quality and increased information rigkcan be hypothesized that the
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volatility returns and the systematic risk of thieck increase after the auditor’s
internal control weakness disclosures.

His: Auditors’ internal control weakness disclosures e associated with an
increase in volatility and systematic risk.

8.1.2 Information asymmetry, information environin@gency costs of debt,
and risk changes around internal control weakneassldsures

Information asymmetry

In light of the literature reviewed in Chapter Zhdpter 3 and the hypothesis de-
velopment in Chapter 5 it is expected that the ll@fanformation asymmetry
between management and owners will affect theioalstip between auditors’
internal control weakness disclosures and theréslg of the firm. In detail, firms
with low information asymmetry are expected to héaweer agency problems and
less conflict of interests. Therefore, in firms lwlbwer information asymmetry,
the internal control weaknesses and internal cobnteakness disclosures are eas-
ier to foresee and consequently the future andistkelevel of the firm are less
unpredictable.

In terms of uncertainty and risk changes, the etgtens above would imply that
the information contained in the internal contratakness disclosure, causes a
smaller change in volatility and systematic riskirms with higher management
ownership (lower information asymmetry). This i<hese the owners are more
aware of the underlying issues of the auditor’sctasion due to lower informa-
tion asymmetry and their interests are more alignétl those of the manage-
ment.

Hi4 The information asymmetry between management andwners has a
positive affect on the change in volatility and syematic risk after audi-
tors’ internal control weakness disclosures.

Information environment

Similar expectation can be made for the effecthef information environment.
Information environment refers to the richness @foainting and non-accounting
information available to investors from differeiusces. To begin with, the firms
themselves may differ substantially in the amounintormation that they pub-
lish, and additionally, there are different acttihat produce information eva-
luated by the capital markets. For example, a latgaber of news agencies fol-
low and report information that may either direathyindirectly, combined with
some other information, affect investment decisigkdditionally, financial ana-
lysts and rating agencies announce, for instamcecésts, industry reports, earn-
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ings estimates and risk analyses, all of whichcaffiee information environment
and the investors’ abilities to accurately estimiie future cash flows of the
firms.

The key assumption in this dissertation is that ensrof firms with richer infor-
mation environments are less likely to revise tlsipectations of the firm’s fu-
ture earnings or risk after the firm discloses argaudit report. This is due to two
reasons: (i) investors have more information ab#lao make more accurate
predictions and thus the uncertainty remains logw@m after unexpected disclo-
sures, (ii) firm specific information disclosuresncbe anticipated using available
information and therefore the surprise of the disate is preempted and the stock
market effect around the disclosure is reduced.eixample, Callen et al. (2006)
document that SEC filings are less relevant to stms with more information
available. In a similar vein, Mitra et al. (200®port that firms with a richer in-
formation environment exercise less accountingrdism and therefore have
higher quality information and investors have legsrmation risk.

As a result, the change in volatility and systemask subsequent to the auditors’
internal control weakness disclosure is expectdaettower for firms with richer
information environment.

His. The information environment of the firm has a ne@ative affect on the
change in volatility and systematic risk after theauditors’ internal con-
trol weakness disclosures.

Agency costs of debt

As with information environment and information asyetry, it is expected that
the agency costs of debt could have an affect oflicobof interests, the quality
and quantity of information available, and therefan the risk affects of audi-
tors’ internal control weakness disclosures.

The review of the literature in previous chaptergeals that bondholders protect
themselves against potential losses. The meansotéggbion include insisting on
increased control or monitoring of the managemieicteased amount or quality
of disclosed information or demanding a higherreserate, shorter maturity time
and restricting covenants. In this dissertatiomsithypothesized that these de-
mands from the bondholder have an affect on theagement discipline and in-
formation quality. From the investors’ point of wigthe information risk should
be significantly lower when management disciplimal anformation quality is
higher, and as a consequence the uncertainty swlray investment decision
making should be lower.

In this dissertation it is hypothesized that, agetasts of debt are negatively re-
lated to the change in volatility and systematsk rafter the auditors’ internal
control weakness disclosures.
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His The agency costs of debt of the firm have a nefj&e affect on the
change in volatility and systematic risk after theauditors’ internal con-
trol weakness disclosures.

8.2 Data

In the analysis of risk changes around internatrcbrveakness audit reports the
same data is used as in Chapter 6. The samplest®n$i354 Russell 3000 Index
firms, all with a first time auditor’s internal ctvol weakness disclosure publicly
available in Audit Analytics. All audit reports ai®m years ending 2005—-2007.

Volatility of the stock returns and systematic resle estimated using daily clos-
ing price data from Datastream for 354 firms andthe Russell 3000 index. In
addition to the stock price data needed to estirttegechanges in volatility and
risk, the regression analysis of this chapter megudata on the independent va-
riables information asymmetry, information envircemt, leverage and disclosed
financial distress. This data is from Thomson FaianwWorldscope. Information
about the content of the management’s internalrobefficiency report is ga-
thered from the Audit Analytics database. Tableof$ection 6.2. (p.106) clari-
fies the distribution of the sample audit repodsoas time and industries.

8.3 Methodology

This chapter of the dissertation examines whetherauditor’s internal control
weakness disclosure affects the change in volatlitthe firm’s stock return or
the systematic risk. The econometrics literatuoegaizes standard deviation as a
statistical measure of spread. In this study itsuess the spread of expected fu-
ture outcomes, i.e. the volatility of the returisstable conditions where the un-
certainty is small, the estimates of expected &ash flows are more aligned
between actors. On the other hand in unstable tiondj where uncertainty in-
creases, future outcomes are more difficult to ipte@hd the volatility in stock
returns is expected to increase.

To empirically test whether the return volatilitpcasystematic risk of the stock
changed after a going concern audit report, thedsta deviation and beta are
estimated for each firm before and after the gaogcern audit report date. The
pre-going concern audit report period is [-130,]-40d the post-going concern
audit report period is [10, 130], the audit reptate being day [0]. The change in
standard deviation and beta for each firm is thiemince between the pre- and
post —period estimations.

The standard deviation and the change in standavihttbn are estimated as in
Equations (8) and (9) of Section 7.3. (p. 130).elwise, the beta and the change
in beta are defined as in Equations (10) and (1Beation 7.3. (p. 130). Finally,
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for testing H and H a regression model similar to Equation (7) of Sec6.3 (p.
95) is applied. Here, the change in STDEV and BEFA used as the dependent
variables, whereas in Section 6 the dependentbiaria the standardized abnor-
mal return:

(14)ASTDEV = @ + BMOWN + B3,SIZE + B,DA + 3,Z, + B,ICE__CONFL +¢
(15)ABETA = a + BMOWN + B3,SIZE + B,DA + 3,Z, + AICE_CONFL+e

where the independent variables are as defineth &@ection 5.3 on page 58 and
Section 6.3. on page 95. The influence of outliersontrolled for by winsorizing
all variables at two standard deviations from theam (see e.g. Bernard et al.
1990). All tests are conducted and reported usiimggavized and unwinsorized
data.

8.4 Results

The results from the empirical analyses are noweeed. The purpose is to ex-
amine whether the auditor’s internal control weasn@isclosure affects the riski-
ness of the firm. In detail, the first section feea on changes in the volatility and
systematic risk levels after the weakness disciosline second section provides
a more thoroughgoing analysis of whether firm dipe@atures, such as informa-
tion asymmetry, information environment, agencyt @dsdebt, financial distress

or management’s reporting on internal controlscffee changes in the riskiness
of the firm after the auditor's weakness disclosure

The results are reported using two alternative edates. In the first part the au-
dit report date is considered the first date aderan the auditor’s internal control
weakness disclosure. Then, the second part apipieesiling date of the 10-K
annual report as the event date. The 10-K repoetiddraditionally used, because
it is the most obvious date when the informatiormiade public. The problem
with this date lies in the large amount of simuttans information that the annual
report contains. However, as reviewed in previduspters, several studies have
advocated the use of the date of the actual ebheng the audit report date, be-
cause it is normally the date when the auditor kamcer the report to the man-
agement of the firm, and thus the first possiblee dhaat trade can take place on
the basis of information contained in the auditoggort.

8.4.1 Descriptive statistics

Table 32 presents descriptive statistics for theabées used in analyzing hypo-
theses hk, Hi4, Hisand Hg. Panel A contains the statistics using the origilaga

set while in Panel B the variables are winsorizetiva standard deviations from
the mean. Panel A and B means and medians all ahamcrease in volatility and
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systematic risk. This would indicate that the amdst internal control weakness
disclosure has increased the volatility and systemiesk. The statistics for the
independent variables used in the regression shaiithe firms in the sample are
on average financially distressed, measured wehztlscore, but to a far less ex-
tent than the going concern firms in Chapter 5 @hdpter 7. The mean manage-
ment ownership is about 20 percent, but the spigeadlatively big, from less
than one percent to over 90 percent. LeverageastétD percent on average, and
after winsorizing the extreme values the maximum iBAelow 100 percent. Fi-
nally, in 16.7 percent of the cases (59 observajidihe management and audit
report on internal controls are contradictory, @ne dummy receives the value
one.

Table 33 tabulates the correlations between thermtgmt and independent va-
riables used in this empirical analysis. Interegil, the change in volatility is
significantly negatively correlated with SIZE and This implies that the uncer-
tainty, measured by the volatility, is less affecte firms with a richer informa-
tion environment and more stable financial condititn addition, larger firms
(SIZE) in the sample have less management ownefStQWN), higher leverage
(DA), more stable financial position (Z) and moifeea conflicting management
and audit reports on internal controls (ICE_CONFILhe last observation is
somewhat surprising. Generally, the managemenargfel firms would be ex-
pected to be better able to evaluate the effeais®f the internal controls. One
explanation could be that the weaknesses are nimieus in smaller firms that
are growing faster and going through restructuriwbereas in the larger and
more stable firms the identification of weaknesgesnore demanding for the
management as well.

Systematic risk and volatility for a 240-day pererdund the internal control
weakness disclosure

Figure 5 and Figure 6 illustrate the movement efublatility and systematic risk
the around the internal control weakness discloslinese figures use, as in the
previous chapter, an estimation period of 120 dayscalculating the standard
deviation and beta for each day in the 240-dayopearound the disclosure.

Figure 5 illustrates a decrease in the volatilityhe period preceding the internal
control weakness report. About 30 days before tit aeport is issued the de-
crease ends and the standard deviation stabikzgsre 6 shows that the syste-
matic risk of the sample firms has been decreasitige pre-event period as well.
The decreasing trend ends around the date on whecauditor issued the internal
control weakness disclosure. After the disclosheesystematic risk remains rela-
tively stable for 90 days, thereafter increasinige Thange in the decreasing trend
in the pre-event period could be due to the auditdisclosure. Interestingly, the
systematic risk does not start increasing shottilgr ahe disclosure, but rather
only 3 months later, therefore it is most likelyedio some other reason in addi-
tion to or regardless of the auditor’s internaltcohweakness disclosure.
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Table 32. Descriptive statistics of variables (Audit repoatelf

PANEL A. Original data set

ASTDEV A BETA MOWN  SIZE DA Z ICC(;EI:IFL

Mean 0.007 0.023 23.058 6.940 23511 -0.460 0.167
Median 0.002 0.001 18.642 6.737 18465 0.111 0.000
Maximum 0.126 2.270 91.913 13.625 135462 6.902 1.000
Minimum -0.023 -2.007 0.022 2,672 0.000  -48.643  0.000
Std. Dev. 0.017 0.536 19.820 1.687 24.060 3471 0.373
Skewness 2171 -0.123 1.177 0.854 1.286  -9.740 1.789
Kurtosis 12.323 4.448 4178 4.631 4.808 123.598  4.200
n 354 354 347 352 351 320 354
PANEL B. Winsorized data set

ICE_

ASTDEV A BETA MOWN  SIZE DA Z CONFL

Mean 0.007 0.025 22.845 6.907 23.174 -0.189  0.167
Median 0.002 0.003 18.642 6.737  18.465 0.111  0.000
Maximum 0.096 1.333 75.645 10.339 87.087 1253  1.000
Minimum -0.023 -1.578 0.329 4241  0.000 -4931  0.000
Std. Dev. 0.015 0.493 19.158 1518 22941 1207 0.373
Skewness 1.526 -0.139 1.018 0.420  1.005 -2.328  1.789
Kurtosis 7.087 3.285 3.514 2506  3.375 8907  4.200
n 354 354 347 352 351 320 354
Notes:

PANEL B. Observations winsorized at two standard deviations from the mean

2 denotes the event date used

The variables are defined as follows:

A BETA = change in stock beta

A STDEV = change in standard deviation
MOWN = percentage of closely held shares
SIZE = natural logarithm of total assets

Z = Altman Z-score (1-year lagged)

DA = percent of total debt to total assets

ICE_CONFL = conflict in the internal control
effectiveness reports from the management and

the auditor
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Table 33. Correlation matrix (Audit Report dafe)

PANEL A. Original data set

ICE_
ASTDEV ABETA MOWN SIZE DA Z CONFL
A STDEV 1
ABETA 0.107** 1
MOWN 0.049 -0.046 1
SIZE -0.177%*  0.028 -0.104* 1
DA -0.048 0.050 0.086 0.372%%* 1
Z -0.199***  -0.078 -0.005 0.149***  -0.003 1
ICE_ CONFL -0.021 -0.080 0.090* 0.201***  0.048 0.035 1
PANEL B. Winsorized data set
ICE_
ASTDEV ABETA MOWN SIZE DA Z CONFL
A STDEV 1
ABETA 0.101* 1
MOWN -0.007 -0.030 1
SIZE -0.131** 0.045 -0.113** 1
DA -0.038 0.067 0.072 0.391%** 1
Z -0.090* 0.038 -0.030 0.300*** -0.051 1
ICE_ CONFL -0.007 -0.081 0.077 0.194***  (0.056 0.007 1
Notes:
PANEL B. Observations winsorized at two standard deviations from the mean
2 denotes the event date used
The variables are defined as follows:
A BETA = change in stock beta DA = percent of total debt to total assets
A STDEV = change in standard deviation Z = Altman Z-score (1-year lagged)
MOWN = percentage of closely held shares ICE_CONFL = conflict in the internal control
SIZE = natural logarithm of total assets effectiveness reports from the management

and the auditor
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8.4.2 Change in volatility and systematic risleathe internal control
weakness disclosure date

Table 34 presents the results from the analysith@ichanges in systematic risk
and volatility after the auditor’'s internal contnekakness disclosure. The mean
changes in both measures are positive, indicatiagthe riskiness or uncertainty
has increased. The change in volatility is statidly significant at the 1 percent
level (t-stat in Panel B =8.675). This increasevafatility is as expected accord-
ing to the literature and thus provides evidengapetting hypothesis H. The
result can be interpreted to indicate that therivatlecontrol weakness disclosure
has increased the uncertainty related to the pffitkee stock. Additional tests (not
tabulated) on only those 295 firms that do not heweflicting Section 302 and
Section 404 reports reveal results similar to thaos€able 34, that the change in
volatility is positive (mean change = 0.007) andtistically significant at the 1
percent level (t-stat for the winsorized observatic= 7.750). These additional
findings show that the volatility increase in TaBke is not driven by the 59 cases
with conflicting internal control reports.

Table 34. Change in volatility and systematic risk after mi control
weakness disclosure (Audit report date)

PANEL A. Original data set

Period Mean change T-statistic
A Standard deviation 0.007*** 8.390
A Beta 0.023 0.819

PANEL B. Winsorized data set

Period Mean change T-test

A Standard deviation 0.007*** 8.675

A Beta 0.025 0.970

Notes:

PANEL B. Observations winsorized at two standard deviations from
the mean

e ** and * denote significance at the 0.01, 0.05, and 0.1 levels,
respectively

a denotes the event date used
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8.4.3 Information asymmetry, information environimagency cost of debt,
and the change in volatility and systematic risk

Table 35 reports the results from the analysisherrélationship between change
in volatility and systematic risk, and informatiasymmetry, information envi-
ronment and agency cost of debt. Additionally,eHects of reported financial
distress and management reporting on internal alsrdre controlled for.

The first two columns of Panel A and Panel B iltagt how the variables studied
affect the change in volatility. The results comfithat the information environ-
ment of the firm is statistically significantly eged to the change in volatility.
This finding also holds after controlling for theamagement report and the finan-
cial distress reported in the previous year. lrailiefirms with richer information
environment have significantly smaller changes atatrlity. This suggests that
the internal control weaknesses are not identidbi firms with richer informa-
tion environments and therefore this informatiomaiseady taken into account
when the auditor’s internal control weakness isldsed. Alternatively, the richer
information environment may not be able to identlg internal control weak-
nesses, but the availability of diverse informatmrshions them against an in-
crease in uncertainty.

In this sample the information asymmetry and agetwst of debt or financial

distress and management reports for that mattenotithave a significant affect
on the change in the volatility of the firm. Sinitee variable ICE_CONFL was
significantly negatively related to the abnormduras around the auditor’s inter-
nal control weakness disclosure, it is slightlypsiging that contradictory man-
agement and auditor disclosures on internal cordfiitiency do not increase

uncertainty. The regression regarding the changgystematic risk reveals that
none of the variables studied have an affect. #&imn the other hand also the
case in the analysis on the abnormal returns.
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Regressions of changes in volatility and systeméic and firm

characteristics (Audit Report d&te)
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Table 35. Continued
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8.4.4 Change in volatility and systematic risk arduhe 10-K report date

To complete the analysis of the volatility and sysatic risk changes around the
auditor’'s internal control weakness reports, aera#tive event date is tested
here. As described in the previous chapters ofdisisertation, the date of public
disclosure of audit reports is not a straightfoveassue. When examining short-
term market impacts of financial disclosures, teeedmination of the appropriate
event date is a key concern. Markets are expeotegitkly incorporate all new
and relevant information and therefore, if measwethe wrong point in time,
the results of the analysis may be affected.

This section of the dissertation is not as seresitosthe event date as, for exam-
ple, the empirical analyses in Chapter 5 and Chdjteecause +/- 9 days around
the event date is not included in the estimatiopref and post-period volatility
and systematic risk. However, because the 10-Kdfilate may be, and in most
cases is, more than 9 days after the audit repdet @ is of interest in this disser-
tation also to examine the risk effects of interoahtrol weaknesses around the
10-K report filing date.

Descriptive statistics

Table 36 presents the descriptive statistics ferctange in volatility, the change
in systematic risk and the independent variablesl us the regressions. Panel A
presents the statistics from the original dataaset Panel B from the winsorized
data. MOWN, SIZE, DA, Z and ICE_CONFL have beercdssed in the Section
8.4.1.

The mean and median change in volatility is negatbut close to zero, suggest-
ing that there is only a modest decrease in viiatfter the 10-K report with the
auditor’s internal control weakness disclosureiledf The change in systematic
risk is also on average negative and modest. Tindies that the announcement
of the audit report together with the annual repls not seem to increase the
riskiness of the firms.

The correlations in Panel A of Table 37 reveal thatchange in systematic risk
is negatively related to Z. This indicates that wesak financial standing that the
firm has announced earlier moderates the increasgstematic risk. Panel B in-
dicates that the correlation between the changelatility and Z in Panel A was
driven by extreme values. In Panel B the changeolatility is positively corre-
lated with SIZE, DA and Z. This suggests that theli@r's internal control
weakness disclosure increases volatility morermgiwith rich information envi-
ronment, more agency costs of debt and strongandial position. The correla-
tions between the independent variables are asiexpl in Section 8.4.1.
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Table 36. Descriptive statistics of variables (10-K d&te)

PANEL A. Original data set

A STDEV ABETA MOWN SIZE DA VA IC?OENFL
Mean -0.000 -0.002 23.058 6.940 23511 -0.460  0.167
Median  -0.000 -0.002 18.642 6.737 18.465 0.111 0.000
Maximum 0.127 1.911 91.913 13.625 135.462 6.902 1.000
Minimum -0.062 -1.814 0.022 2.672 0.000 -48.643 0.000
Std. Dev. 0.011 0.423 19.820 1.687 24.060 3.471 0.373
Skewness 4.450 0.214 1.177 0.854 1.286 -9.740  1.789
123.59
Kurtosis  54.736 6.014 4.178 4631 4.808 8 4.200
n 354 354 347 352 351 320 354
PANEL B. Winsorized data set
ICE_
A STDEV ABETA MOWN SIZE DA z CONFL
Mear -0.001 -0.001 22.84* 6.907 23.17: -0.18¢  0.167
Median  -0.001 -0.002 18.642 6.737 18.465 0.111 0.000
Maximum 0.031 1.181 75.645 10.339 87.087 1.253 1.000
Minimum -0.027 -1.017 0.329  4.241 0.000 -4.931  0.000
Std. Dev. 0.007 0.361 19.158 1518 22.941 1.207 0.373
Skewness -0.093 0.223 1.018 0.420 1.005 -2.328  1.789
Kurtosis 5.918 3.552 3,514 2506 3.375 8.907 4.200
n 354 354 347 352 351 320 354
Notes:

PANEL B. Observations winsorized at two standandat®ns from the mean
 denotes the event date used
The variables are defined as follows:

A BETA = change in stock beta Z = Altman Z-scoregy€ar lagged)

A STDEV = change in standard

deviation DA = percent of total debt to total asset
MOWN = percentage of closely held

shares SIZE = natural logarithm of total assets
ICE_CONFL = conflict in the internal control effaéaness reports from the
management

and the auditor
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Table 37. Correlation matrix (10-K dat&)

PANEL A. Original data set

ASTDEV ABETA MOWN  SIZE DA Z IC?CI)ENFL
A STDEV 1
A BETA 0.040 1
MOWN 0.081 0.027 1
SIZE 0.043 -0.016 -0.104* 1
DA 0.048 0.059 0.086* 0.372% 1
z -0.181**  -0.130** -0.005 0.149*** -0.003 1
ICE_ CONFL 0.008 0.021 0.090 0.201*** 0.048 0.035 1
PANEL B. Winsorized data set
ICE_
ASTDEV ABETA MOWN  SIZE DA z CONFL

A STDEV 1

A BETA 0031 1

MOWN 0023 0016 1

SIZE 0.192** .0034 -0.113* 1

DA 0.111* 0018 0072 0391 1

z 0136 0122% 0030 0300 0051 1

ICE_ CONFL 0.016 0.007 0.077 0.194*** 0.056  0.007 1

Notes:

PANEL B. Observations winsorized at two standardat®ns from the mean
% denotes the event date used

The variables are defined as follows:

A BETA = change in stock beta SIZE = natural lodremitof total assets
A STDEV = change in standard deviation DA = peradrotal debt to total assets
MOWN = percentage of closely held shares Z = Altman Z-score (1-year lagged)

ICE_CONFL = conflict in the internal control effegness reports from the management and the auditor
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Change in volatility and systematic risk after 2K report

Table 38 presents the mean changes in volatility systematic risk after the fil-

ing of the 10-K report containing the auditor’'seimtal control weakness disclo-
sure. The mean change in volatility is negativebath Panel A and Panel B.
However, only in panel B, after the extreme obswowa have been dealt with, is
the decrease in volatility statistically differefnom zero. The mean change in
systematic risk is negative in both the originahesdl as the winsorized data set,
but the change is statistically insignificant.

Table 38. Change in volatility and systematic risk after guglitor’s inter-
nal control weakness disclosure (10-K date)

PANEL A. Original data set

Period Mean change T-statistic
4 Standard deviatic -0.00(¢ -0.65¢
A Bete -0.00z -0.107

PANEL B. Winsorized data set

Period Mean changt T-tesl

4 Standard deviation -0.001*** -2.650

A Beta -0.001 -0.023
Notes:

PANEL B. Observations winsorized at two standandatens from
the mean

**x %% and * denote significance at the 0.01, 8,0and 0.1 levels,
respectively

? denotes the event date used
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The statistically significant (t-stat = -2.650) degse in volatility is unexpected if
the 10-K report is considered to be the first dafrade on the audit report infor-
mation, and if the audit report information is ke&lat. The evidence in the pre-
vious section indicates that the volatility incredssignificantly after the audit
report date, which could indicate that the audst@nternal control weakness dis-
closure has affected the volatility before the 1@ilikg date. Given the evidence
on the analysis using the audit report date theedse in volatility around the 10-
K filing date is not surprising, because the uraiaty impact of the internal con-
trol weakness is already incorporated in the vithatiFurthermore, one signifi-

cant factor explaining the decrease in volatilifieathe 10-K filing date is the

disclosure of annual report information. Annualaep reduce the information
asymmetry between investors and enrich the infaonmanvironment and thus it
has the potential to remove some of the unceréanii the stock markets.

Information asymmetry, information environment,ragecost of debt and
the change in volatility and systematic risk

Table 39 presents the results from the regressialysis. The purpose of the re-
gression is to find out which factors affect thewge in volatility and systematic
risk after the filing date of the 10-K report withe auditor’s internal control

weakness disclosure.

The change in volatility in Panel A is unrelatedth®e independent variables.
However, in Panel B, with the extreme observatwissorized, the results show
that leverage is positively related to the changealatility after controlling for

disclosed financial distress and disclosed manageregort on internal controls.
When previous disclosures (Z and ICE_CONFL) areinduded in the regres-
sion, then information environment is positivelyated to the change in volatili-

ty.

The change in systematic risk is to a large extmaiffected by the independent
variables. In Panel A the disclosed financial @iss$r(Z) is significantly (t-statistic
= -1.802) related to the change in systematic kBdwever, this finding appears
to be driven by some extreme observations, bedauBanel B the relationship is
insignificant.

Overall, the selected independent variables arélarna significantly explain the
variation of the change in systematic risk. In cast, the change in volatility ap-
pears to be related to some of the variables, riticpéar to leverage.
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Regressions of changes in volatility and systenmraic and firm

characteristics (10-K dafe)

Table 39.
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Table 39. Regressions
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Table 39. Regressions
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8.5 Concluding remarks

This chapter reports the results from the empiaeellysis of changes in volatility
and systematic risk after auditor’s internal cohtveakness disclosures. First, the
analysis provides some evidence on the changelatility after the audit report
date. The volatility increases significantly aftee internal control weakness re-
port has been dated, as hypothesized;i Fhis finding indicates that the uncer-
tainty of the firm’s stock increases significandlfger the audit report.

Next the chapter analyzes the relationship betwefmmation asymmetry, in-

formation environment, agency costs of debt andhgbsa in risk. The results sup-
port only the hypothesis 15 that there is a negative relationship betweearinf

mation environment and change in volatility aftadior’s internal control weak-

ness report date. The finding suggests, as expetttadin a richer information

environment the internal control weaknesses danthice as big an increase in
risk to the markets as in weak information envirents. No support for hypothe-
Sis Hy4 or Hye is found.

On the contrary, the findings suggest that theesyatic risk of the firms receiv-
ing an internal control weakness disclosure issignificantly affected. The em-
pirical tests document neither a significant averabange nor any association
between systematic risk and information asymmatrigrmation environment,
leverage, financial distress or management’s rempadn internal controls.

To conclude the analysis, the latter part of thiapter provides a robustness test
of volatility and systematic risk changes after #@®K report filing date. The
results suggest that the filing of the internaltocolnweakness disclosure with the
10-K report does not increase the volatility or gystematic risk, but rather a
decrease in the volatility is documented. This otidn is probably due to the
disclosure of additional firm-specific informatiom the annual filing which
enriches the information environment and while oidg the uncertainty in the
markets the estimates of the investors are aligheally, there is some evidence
in Panel B of Table 39 that the agency costs ot deb positively related to the
change in volatility. However, the evidence abouggests that the change in
volatility after the 10-K report is rather a resoitthe other information contained
in the annual filing than the internal control waeaks information.
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9 CONCLUSIONS AND IMPLICATIONS

The relevance of audit report information on thecktmarkets has been studied
in several papers since the late 1970’s. Threed#sclater the evidence continues
to be to some extent inconclusive. The main expiangor the contradictory
findings seems to be differences in statisticalhmés and measurements used.
Still, the question receives continuous attentothe audit and financial account-
ing research. This proves that the underlying goress relevant from the aca-
demic as well as the practical point of view.

The fundamental question has several aspects, &oss the audit report contain
any relevant information? Second, is the audit mre@aainique and timely source
for this information, or is the equivalent or sutgé information available from

some other source. Third, does the information eausevision in stock prices
and when does this occur?

Most of the literature so far has studied the abmabreaction or post announce-
ment drift to the publication of a modified aud#port or indirectly the abnormal
reactions to some other announcement, while cadimgdior the type of informa-
tion contained in the audit report that the firnepously received. This disserta-
tion approaches the questions above by studyingtyyes of audit reports: the
going concern audit report and the internal contredkness disclosure. Limiting
the sample further to first time qualified audipoets, serves to further limit the
ability of the markets’ to predict the content oétreport.

The going concern audit report implies severe foreror operational difficulties

and questions the firm’s ability to survive. Theport type, if any, could have a
measurable effect on the stock. Meanwhile, auditoternal control weakness
disclosures have been mandated only recently pore® to accounting and au-
diting scandals. The purpose of these discloswés reduce information asym-
metries and conflicts of interests between insiderd outsiders. Due to their
more qualitative nature (compared e.g. to the goorgern audit report), internal
control weaknesses are expected to be more diffioupredict using available
information combined with their relationships taaanting quality and manage-
ment discipline, these reports are expected telegant to investors.

Earlier studies have used several alternative gerio measure the stock market
reaction, both the estimated announcement dateshendctual announcement
dates of the annual reports, short periods and pemgpds. This study is the first

to report results using the audit report date, the. date on which the auditor

signed the report, as the event date. However taldiee experimental nature of

this date, all tests have also been performed uki@gonventional 10-K report

filing date.

The selection of the audit report date is suppdotetivo considerations. First, the
audit report date is probably the first possibléedan which the audit report is
available to anyone but the auditor. In this stddy,example, the going concern
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audit report is dated on average 25 days beford @ki€ report is filed. Second,
studies on other audit related information annooresgs, e.g. auditor switches in
the 8-K reports (Knechel et al. 2007), have rembsignificant market reactions
using the date of the actual event (dismissal ®itlcumbent auditor - contracting
of the new auditor). The problem with using theedabf the actual events, here
the audit report date, is that it is not clear hbis information becomes available
to the non-informed trader. For this reason, iagsumed in this study that the
reactions around the audit report date are a re$ufading on private informa-
tion. The literature on informed trading (e.g. Jayaan 2008; Tookes 2008;
Huddart et al. 2007; Frankel et al. 2004) repoirtence of more informed trading
on small firms, when information asymmetry is geeand information environ-
ment is poorer, and finally when the informed astare in possession of precise
information.

This dissertation suggests additionally that theketareaction to audit report in-
formation may be affected by firm specific charastes. The literature suggests
that the need for monitoring, e.g. auditing, isagee in firms with a high level of

information asymmetry and conflict of interest. IBaling audit demand and audit
fee studies that have focused on these issuessttidy analyzes whether firms
with different degrees of information asymmetryfonmation environment and

agency costs of debt are associated with a difféded of stock market reaction.
Chapter 2 reviews extensive literature in finane@etounting and auditing that
supports these expectations.

Finally, financial accounting research has fourat gignificant and new informa-
tion has the potential to either increase or redheeuncertainty and risk asso-
ciated with the firm subsequent to the informati@velation. This study ad-
dresses this issue first by looking at whether vbhatility and systematic risk
change after the going concern audit report has dated. The empirical exami-
nation in this dissertation is concluded by analgaivhether agency problems are
related to changes in the volatility of returns aggtematic risk.

The theoretical analysis in this dissertation suibth the economic framework of
auditing proposed by agency theory. From this pmatsge, auditing is an essen-
tial foundation in monitoring the fulfilling of cdracts between the management
and the ownership. The agency relationship betweamagers and owners is as-
sociated with conflict of interests and informatiasymmetry and in theory audit-
ing should help to manage these problems. MoreawBmmation environment,
i.e. the firm’s exposure to scrutiny by the autties or analyst and media atten-
tion, and bondholder requirements, may affect theflict of interests. Conse-
guently, the magnitude or severity of the agen@bj@ms is expected to affect
the demand for audit services and on the other hiaisddefines what kind of a
role auditing is expected to play in monitoring .

Abnormal returns, change in volatility and changsystematic risk are here used
to measure whether the information in the goingceom audit report and the au-
ditors’ internal control weakness disclosures dfftee stock markets. There is
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considerable evidence to support a correlation éetwstock price changes and
earnings information (Ball et al. 1968; Bernarchetl989; Jegadeesh et al. 2006)
and other financial information (Ou et al. 1989ynat et al. 1990; Sloan 1996).

In this study, the audit report is considered t@ls®urce of information and audit

reports are thought to have the potential to changeket responsiveness to earn-
ings by adding noise or reducing the persistenagpbrted earnings (Choi et al.

1992).

Using data from Russell 3000 index firms listedhe U.S. this dissertation fo-
cuses on the relevance of audit opinion informatismg stock market reactions.
U.S data is used for obvious reasons. It is thg amrket that has a sufficient
number of going concern or internal control weakresdit reports. For example,
in a recent paper by Citron et al. (2008) the asthise U.K. data from 1994 to
2000 and with similar criteria as those in thisdgtéind 102 first-time going con-
cern audit reports. Ogneva et al. (2007) found @gyconcern opinions from the
Australian market during 1995-2004. Finally, thenpée used by Pucheta et al.
(2004) consisted of 119 qualified audit reportshi@ period 1992-1995, but only
15 of these were classified as going concern. Aatdhtly, auditor’s internal con-
trol weakness disclosures are required by the 8afh@®xley Act (SOX 2002)
and are therefore available only for firms listed.S. stock exchanges.

All audit reports in the sample are dated afterethents around Enron and Arthur
Andersen. These events may have affected the asidigporting decisions and
also investors’ responsiveness to bad news. Thiysaudit reports after those
events are used.

Standardized abnormal stock returns around thenatige event dates are de-
fined in this study as the standardized market madgisted daily abnormal re-
turns. The two event dates are the audit repos, da. the date printed on the
audit report, and the 10-K report filing date. $tamdized abnormal returns are
analyzed in three different periods: [-1], [0] grd]. Also, standardized cumula-
tive abnormal returns are analyzed in three peripds+1], [-1, 0] and [0,+1].
The change in standard deviation and the changetanare used to measure the
changes in volatility and systematic risk. The deis calculated from periods [-
130, 10] and [10, 130], the audit report date @r1B-K filing date being the day

[0].

Table 40 presents the hypotheses tested and threfimadings of this study. Hy-
potheses IH-H,; deal with the abnormal reaction to going concarditareports,
Hs—Hg with the abnormal reaction to internal control weeds disclosures, oH
Hi2> with the change in volatility and systematic rigker going concern audit
reports, and finally hypothesis HHs with the change in volatility and systematic
risk after internal control weakness disclosurdse Tain findings from the ro-
bustness tests using the 10-K report filing dag¢esaimmarized in Table 41.
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Table 40. The hypotheses and findings of this study

Hypothesis Finding

Hi: Going concern audit reports This study finds no support for;HThere is

are associated with negative ab- no evidence of negative and statistically sig-

normal stock returns nificant standardized abnormal returns
around theaudit report datgTable 5).

H,: The information asymmetry This study finds no support for,HThere is
between management and ownerso evidence that information asymmetry is
has a negative affect on the mar- negatively and statistically significantly re-
ket reaction to going concern au- lated to standardized abnormal returns

dit reports. around theaudit report datgTable 6—7).

Hs: The information environment This study finds support for Hs. There is

of the firm has a positive affect onevidence that information environment is

the market reaction to going con- positively and significantly related to stan-

cern audit reports. dardized abnormal returns around theia
report date(Table 6-7).

H4: Agency costs of debt have a This study finds support for Hs. There is
positive affect on the market reacevidence that agency costs of debt are posi-
tion to going concern audit re-  tively and significantly related to standard-

ports. ized abnormal returns around thedd re-
port date(Table 6-7).
Hs: Auditors’ internal control This study finds no support forsH

weakness disclosures are asso- There is no evidence of significant negative

ciated with negative abnormal  standardized abnormal returns around the

stock returns audit report dateOn the contrary, Table 16
reports positive abnormal returns.

He: Information asymmetry be-  This study finds no support forgH

tween the management and the There is no evidence that information
owners has a negative affect on asymmetry is related to standardized abnor-
the market reaction to auditors’ mal returns around theudit report date
internal control weakness disclo- (Table 17-18).

sures

H7: The information environment This study finds no support for;H

of the firm has a positive affect onThere is no evidence that information envi-
the market reaction to auditors’ ronment is related to standardized abnormal
internal control weakness disclo- returns around thaudit report datgTable
sures. 17-18).

Hs: Agency costs of debt have a This study finds no support for;H

positive effect on the market reacThere is no evidence that agency costs of

tion to auditors’ internal control  debt are related to standardized abnormal

weakness disclosures. returns around thaudit report datgTable
17-18).
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Table 40. Continued

Hypothesis Finding

Hgo: Going concern audit reports  This study finds support for Ho.
are associated with an increase in There is evidence of significant increase in
volatility and the systematic risk. systematic risk after the going concem-

dit report date(Table 26)

Hio: The information asymmetry This study finds no support for;5d There
between management and ownersis no evidence that information asymmetry
has a positive affect on the changeas related to the change in volatility and
in volatility and systematic risk  systematic risk after thaudit report date
after the going concern audit re- (Table 27).

ports.

H11: The information environment This study finds no support foriH There

of the firm has a negative affect onis no evidence that information environ-

the change in volatility and syste- ment is negatively related to the change in

matic risk after the going concern systematic risk after thaudit report date

audit reports. On the contrary, Table 27 indicates some
support that they are positively related.

H12: Agency costs of debt of a firmThis study finds no support for;ld There
have a negative affect on the is no evidence that agency costs of debt are
change in volatility and systematicrelated to the change in volatility and sys-
risk after the going concern audit tematic risk after thaudit report dateg(Ta-
reports. ble 27).

His: Auditors’ internal control This study finds support for Hy3. There is
weakness disclosures are asso- evidence that the volatility increases sig-
ciated with an increase in volatility nificantly after theaudit report date(Table
and systematic risk. 34).

Hi4 The information asymmetry This study finds no support for;id There
between management and ownersis no evidence that information asymmetry
has a positive affect on the changeas related to the change in volatility and
in volatility and systematic risk  systematic risk after thaudit report date
after auditors’ internal control (Table 35).

weakness disclosures.

His: The information environment This study finds support for His.

of the firm has a negative affect onThere is evidence that information envi-
the change in volatility and syste- ronment is negatively related to the change
matic risk after the auditors’ inter- in volatility after theaudit report date(Ta-

nal control weakness disclosures. ble 35).

Hi6 The agency costs of debt of This study finds no support for;5l There

the firm have a negative affect on is no evidence that agency costs of debt are
the change in volatility and syste- related to the change in systematic risk after
matic risk after the auditors’ inter- the audit report datgTable 35).

nal control weakness disclosures.
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Table 41. Summary of the robustness tests.

Test Finding

Going concern audit reports are There isevidence of negative and statisti-

associated with negative abnormalally significant standardized abnormal re-

stock returns turns around th&0-K report filing datgTa-
ble 10).

The information asymmetry be- There isevidence that information asymme-
tween management and owners try is negatively and statistically signifi-
has a negative affect on the mar- cantly related to standardized abnormal re-
ket reaction to going concern au- turns around th&0-K report filing date

dit reports. (Table 11-12)

The information environment of There issomeevidence that information

the firm has a positive affect on environment is positively and significantly

the market reaction to going con- related to standardized abnormal returns

cern audit reports. around thelO0-K report filing datgTable
11).

Agency costs of debt have a posi-There is no evidence that agency costs of

tive affect on the market reaction debt are positively and significantly related

to going concern audit reports.  to standardized abnormal returns around the
10-K report filing datg Table 11-12).

Auditors’ internal control weak- There is no evidence of significant negative

ness disclosures are associated standardized abnormal returns around the

with negative abnormal stock re- 10-K report filing date On the contrary,

turns Table 21 reports positive abnormal returns
around this event date.

Information asymmetry between There is no evidence that information

the management and the owners asymmetry is related to standardized abnor-
has a negative affect on the mar- mal returns around thED-K report filing

ket reaction to auditors’ internal date. (Table 22—-23).

control weakness disclosures

The information environment of There is no evidence that information envi-
the firm has a positive affect on ronment is positively related to standardized
the market reaction to auditors’ abnormal returns around the-K report
internal control weakness disclo- filing date.Contrary to expectations Tables
sures. 22-23 show a negative relationship.

Agency costs of debt have a posi-There is no evidence that agency costs of
tive effect on the market reaction debt are related to standardized abnormal
to auditors’ internal control weak- returns around th&0-K report filing date.
ness disclosures. (Table 22-23).
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Table 41. Continued

Test Finding

Going concern audit reports ard@here isevidence of significant increase in

associated with an increase in volaystematic risk after the going concéainkK

tility and the systematic risk. report filing date (Table 30). Contrary to
expectations the volatility decreases.

The information asymmetry be-There is no evidence that information
tween management and owners hasymmetry is related to the change in vola-
a positive affect on the change itility and systematic risk after thE0-K re-
volatility and systematic risk afterport filing date (Table 31).

the going concern audit reports.

The information environment of theThere is no evidence that information envi-
firm has a negative affect on theonment is negatively related to the change
change in volatility and systematién volatility and systematic risk after ti®-
risk after the going concern audiK report filing date(Table 31).

reports.

Agency costs of debt of a firm hav@here is no evidence that agency costs of
a negative affect on the change idebt are related to the change in volatility
volatility and systematic risk afterand systematic risk after th€0-K report
the going concern audit reports.  filing date(Table 31).

Auditors’ internal control weaknessThere is no evidence that volatility and sys-

disclosures are associated with @aematic risk increases significantly after the

increase in volatility and systematid0-K report filing date On the contrary

risk. Table 38 reports a volatility reduction after
this event date.

The information asymmetry be-There is no evidence that information
tween management and owners hasymmetry is related to the change in vola-
a positive affect on the change itility and systematic risk after the0-K re-
volatility and systematic risk afterport filing date(Table 39).

auditors’ internal control weakness

disclosures.

The information environment of thelThere is no evidence that information envi-
firm has a negative affect on theonment is negatively related to the change
change in volatility and systematién volatility and systematic risk after thi®-
risk after the auditors’ internal conK report filing date(Table 39).

trol weakness disclosures.

The agency costs of debt of th&here is no evidence that agency costs of
firm have a negative affect on thelebt are negatively related to the change in
change in volatility and systematiwolatility and systematic risk aftei0-K re-
risk after the auditors’ internal conport filing date On the contrary, Table 39
trol weakness disclosures. reports some evidence of a positive effect.
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Going concern audit reports

The first empirical analysis of this study focusesthe event date abnormal re-
turns to going concern audit report announcemexgsnentioned above, in this
study two alternative event dates are used, (i)atlndit report date and (ii) as a
test for robustness the 10-K report filing date.

The empirical results suggest first that in the gl@nthere are no negative abnor-
mal stock returns around the going concern aughontedate. Further analysis

indicates, however, that the firm’s information goament and the agency costs
of debt have a significant positive effect on alomalr returns. This suggests, as
hypothesized, that for firms with a rich informatienvironment, e.g. media cov-

erage, analyst following etc., and debt imposedagament discipline have sig-

nificantly less negative abnormal returns. The gaioncern problems are not as
surprising for the investors of these firms, oemlatively, as suggested by the
informed trading literature, the use of privateommhation in stock market trading

is more difficult in these firms. Moreover, finaatdistress reported the previous
year also has an affect on abnormal returns. Ababreturns are less negative
for firms reporting more distress, indicating tloigtress reduces the surprise of
the going concern audit report.

Additional tests using the 10-K report filing datelicate that around the 10-K
date there is a significant negative abnormal readb the going concern audit
report. Furthermore, the information asymmetry aridrmation environment of
the firm affect the abnormal returns as expected.

This dissertation also examines the effect of gobogcern audit report an-
nouncements on the change in volatility and systemiak of the stock. The pur-

pose of this is to investigate also using addifionaasures whether the going
concern audit reports have information content. gxbral stock reactions can be
a result of changes in estimates of future cashsflor the riskiness of the firm.

By estimating the change in systematic risk arainedgoing concern audit report
the risk effect of the audit report is investigat®latility measures the uncer-
tainty or the spread of the stock price estimates.

The empirical evidence suggests that the systemialicincreases significantly
after the audit report date. This implies that ¢fuegng concern audit report in-
creases the riskiness of the firm. Furthermore fifars with richer information
environment the systematic risk is suggested teease more. There seems to be
a contradiction in the effect of information enwviroent on abnormal returns and
systematic risk. This contradiction indicates ttia richer information environ-
ment can be used to predict the future cash fldwkeofirm, i.e. the quantitative
estimates, but the risk effect of the going coneeardit report is more difficult to
mitigate even in a richer information environment.

The volatility and systematic risk analysis is céempented by analyzing changes
after the 10-K report. The evidence implies thdatility decreases and systemat-
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ic risk increases after the 10-K report announcemiéns suggests that volatility
reacts to the annual report information as a whatker than to the audit report
information because uncertainties and risks amdliko be reduced when annual
reports are filed, but systematic risk in suggestedave increased due to the au-
dit report.

Auditor’s internal control weakness disclosures

The second types of audit reports used in thised&son are the auditors’ inter-
nal control weakness disclosures. The purposeigfdigsertation is to study ab-
normal stock returns and volatility and systemesk changes around the disclo-
sures of such reports.

First, the evidence from the analysis of the abrabm@turns indicates, contrary to
expectations, that around the audit report dateethee no negative abnormal re-
turns. Quite the contrary, the evidence indicatesitiye reactions. The firm spe-
cific characteristics used in this dissertationéhao affect on the abnormal re-
turns. It is difficult to find explanations for thegnificant positive abnormal re-
turns over a long period, as indicated by Figur®2e possible reason is that be-
cause the firms with internal control weaknessad te be, according to the lite-
rature, smaller, and are growing rapidly, they hamgoing restructurings or or-
ganizational changes. Hence the future cash flomeig¢ing ability of the firms
increases constantly and therefore abnormal refarrteese firms are positive.

Around the 10-K report date the abnormal returesadso significantly positive.
Evidence suggests, however, that around the 10t& tth@ information environ-
ment also has a negative affect on the abnormain®t This could indicate that
internal control weaknesses are more difficult tticd@pate using available infor-
mation and therefore the reaction is more negdtvehe firms with richer in-
formation environments because they are generajyaed to be more stable
and predictable. Finally, contradictory managememd auditor assessments of
internal control effectiveness have a significaegative impact on abnormal re-
turns.

The volatility and systematic risk analysis revethiat after the internal control

weakness disclosure volatility increases signifiarThis suggests that even if
the abnormal returns, contrary to expectations,pasative, the uncertainty and

the spread of expectations has increased signilyjcarhis change could derive

from internal control weaknesses. Moreover, infdiaraenvironment is nega-

tively related to the change in volatility, as egi@el. The uncertainty increases
less for firms with more information available.

All in all, internal control weakness disclosures mbt seem to have a negative
affect on abnormal returns as expected. Howeveernal control weaknesses
significantly increase the volatility of the stooéturns and the spread of the ex-
pectations between investors.
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Overall conclusion

In general, the results of this dissertation suggesome extent that audit report
information may be used in stock market trades radotne audit report date.
There is no direct evidence of this, but the retahip between information envi-
ronment, agency costs of debt, and abnormal retarmgnd the going concern
audit report suggests that where public attentioth management discipline is
expected to be lower, private information is usemtenThis is consistent with the
findings from the informed trading literature andhahe findings of e.g. Carter
et al. (1999) and Knechel et al. (2007) that theialcdate of the event may be
relevant, rather than the date of the announcerikntever, in this dissertation a
significant negative abnormal reaction is docume@e®und the date of the pub-
lic announcement. It is important to note thathiére is a reaction due to the use
of private information around the report date, ¢heray also be a reaction around
the public announcement. This is conditional on @ssumption that investors
using private information must avoid getting caugihd therefore may not be able
to take full advantage of the private information.

The findings of this dissertation also confirm tivformation environment and
agency costs of debt have a significant impacthenrelevance of audit report
information, both going concern and internal cohnweakness. Public attention,
increased quantity and quality of information, amdnagement discipline are
factors that are likely to affect the relevanceéhaf information.

In light of the findings of this dissertation, atideports are suggested to have
increased the systematic risk of the stock (goiogcern audit reports) and the
volatility of the returns (internal control weakses). This is also an important
extension to the dissertation, because the abnatoek returns may be a result
of revisions in future cash flow estimates, revisian the riskiness of the firm, or

of both.

These findings confirm the theoretical frameworkdig this study. According to
the existing theory, the auditing of financial staents increases the informative-
ness and perceived quality of the financial statémend the audit report, when
qualified, reflects the auditor’s opinion of thenfi's condition taking account of
information that is not available for outsiders.aadition, the empirical evidence
in this dissertation also confirms the effectsiohfspecific characteristics on the
relevance of auditing.

Implications

The results of this dissertation have implicatiorsinterested parties of the firm,
financial markets, auditors and researchers. Rtarfinancial markets’ point of
view in particular, the going concern audit repaut also to some extent the in-
ternal control weakness disclosure seem to beastesources of information. In
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particular, where the qualified audit report is papected, the information is in-
deed relevant.

From the stock market regulators’ point of view guggestion is interesting that
for firms with specific characteristics the stodkcps may be moving on the date
of the audit report because of private informati®he results of the audits are
generally announced publicly at a later point meiin the 10-K filing. The evi-
dence indicates that in smaller listed firms withoger information environment
the abnormal reaction is more negative. These faresnot in the primary focus
of the SEC, for example, and the fact that theymaomitored less closely may
enable the use of private information in trading stock.

For auditors this dissertation confirms that finmesific features affecting the
conflict of interests are associated with the ratee of the audit report informa-
tion, if not the relevance of the whole auditinggess. This information can be
essential in planning the audit engagement andaiking reporting decisions.

Finally, the implications for researchers interdsite financial markets and audit
reporting, or any audit issue for that matter histtwhen planning an event study
the date of the actual event is applicable asitbeday of trade. As this study and
Knechel et al. (2007) suggest, trade may take péacber than the traditional

event dates, i.e. the 10-K or 8-K filing dates. &tuimportant for audit research

is the evidence of this study on the relationst@peen the information environ-

ment, agency costs of debt, and reactions to gooamgern audit reports or inter-

nal control weakness disclosures. These factorsildhioe taken into account

when studying the relationship between the auditat the firm or the relevance

of auditing to the shareholders.
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