An Experimental I nvestigation of Alternative Going Concern Reporting Formats.
A Canadian Experience

Asokan Anandargjan, Ph.D.
School of Management
New Jersey Indtitute of Technology,
Universty Heights
Newark, NJ 07102
U.SA.

Chantd Viger, Ph.D.
Accounting Department
Université du Québec a Montréd
Branch Centre Ville
Montrea (Quebec)
Canada H3C 3P8

Anthony P. Curatola, Ph.D
Joseph F. Ford Professor of Accounting
Bennet S. Lebow College of Business
Department of Accounting
Drexd University
Philadelphia, PA 19104
USA

November 7, 2000
Revison APC

Corresponding author :

Asokan Anandargjan, Ph.D.

Schoal of Management

New Jersey Indtitute of Technology,
Universty Heights

Newark, NJ 07102

U.SA.

Telephone No: 973-596-8568
Fax No: 732-583-1942



e-mal: KrishniA @worldnet.att.net



ABSTRACT

Canadian reporting standards do not require the auditor’ s report to be qualified (modified) if the going
concern contingency is described in the notes that accompany the financid statements. In response to
criticism that this gpproach is passive and the sgnal mute (Bortiz 1991), the Canadian Ingtitute of
Chartered Accountants issued an exposure draft where the going concern uncertainty is highlighted
separately asa“ stand alone” note. Theintent of the note was to provide a stronger warning signd to
financid statement users. The standard has been withdrawn (CICA 1999) but discussions with
members of the standard setting body indicate that the issue is still of concern and that the project is
currently being considered by the recently established Internationa Auditing Practices Committee
(IAPC). Thisgtudy examines the incrementa information content of the current Canadian standard
relaive to the proposed standard and the standards generaly in force in developed foreign nations. The
resultsindicate that Canadian bank loan officers, view more negatively and in ranked order the
information presented in the foreign format to the proposed Canadian format to the current Canadian
format. Although ranked ordered, the results further indicate that once the going concern note is fully
disclosed in the notes, it does not matter if the going concern note isintegrated with the other notes or
shown separately as a stand-aone note. However, when the auditor’ s report is, in addition, modified
with an explanatory paragraph detailing the uncertainty and referencing the gppropriate note in the
footnotes, (foreign format) the signa appears to be accentuated.



1. INTRODUCTION

In September 1995 and January 1996, the Canadian Indtitute of Chartered Accountants (CICA)
issued two exposure drafts entitled respectively Auditor’s Responsibility to Evaluate the Going
Concern Assumption and Going Concern. The proposed standards made certain significant changes
to the exigting laws with the objective of communicating information more clearly to financid statement
users. The main change related to the presentation of information to financia statement users when a
company faced going concern uncertainties.

In isauing its exposure drafts, the CICA adopted the rationae (CICA, 1996, note 12) that “the
going concern disclosure contains informetion that is relevant to the interpretation of the financid
gatements, and therefore, the required information belongs in the notes to the financid satements’.
Accordingly the going concern uncertainties would be included in the financid statements as a separate
note that is labded “Going Concern.” The CICA further held that a “stand adone” footnote would
auffidently wan financia statement reeders about problems that could potentialy affect the going
concern gatus of the company. Therefore the auditor would not need to qudify (modify) the report if
the assets and liabilities are gppropriately classfied and reported and the going concern problem
properly disclosed in the notes to the financia statements (CICA, 1995). The presumption is that the
information will be fully incorporated into the decison process by smply highlighting the Studion in a
gtand- aone footnote.

The CICA, in adopting their position, had taken a difference stance relaive to regulatory bodies

of other countries where the audit report is modified to reflect the going concern uncertainties. In the

! Going concern uncertainties are defined as events that could cast substantial doubt about a firm’s ability to continue
to survive in the foreseeable future. Foreseeable futurein turnisdefined as aperiod of twelve months from the date
of completion of thefinancial statements.



United States, for example, two auditing standards address this issue: Statement of Auditing Standard
(SAS) No. 58 entitled Reports on Audited Financial Statements and SAS No. 59 entitted The
Auditor’s Consideration of an Entity’s Ability to Continue as a Going Concern. These satements
require auditors to modify the auditor’s report with a fourth explanatory paragraph in addition to having a
separate note to the financia statements. The fourth explanatory paragraph describes the events that
cause doubt about the entity’s ability to continue as a going concern. The auditor’ sreport istechnicaly
referred to as an unqualified modified report. The explanatory paragraph actsasa“red flag” to financiad
statement users.

In the United Kingdom, the Auditing Practices Board (APB) issued SAS 130 The Going-
Concern Basis in Financid Statements (APB 1994).  Shrives (1996) notes “the APB understands that
users need information on going-concern and that, where there are problems, adequate warnings need to
be given and, the more uncertain things are, the more atention needs to be drawn to those warnings’.
Like the ASB, the APB via SAS 130 adopts a amilar postion by requiring the auditor not only to
actively search for going concern problems but dso to modify the report if required. Yet further ill in
Austrdia and New Zedand, the auditor’s report while unqudified is modified with an “emphass of
matter” paragraph detailing the going concern uncertainty (AU 708). Thus it would appear that the
proposed Canadian standard does not go as far as other internationa standard setting bodies with
respect to the going concern issue. The question, therefore, is whether the disclosure format in the

financid satements significantly influences the decision maker.

2. MOTIVATION & OBJECTIVE

The purpose of the exposure draft was to adopt a more informative approach to reporting going



concern uncertainties.  Although the exposure draft was withdrawn (CICA 1999) 2 in 1999, the issue
has not disappeared. Rather, it will now come under the ambit of the newly gppointed Internationa
Auditing Practices Committee (IAPC), which is consdering harmonizing Canadian standards with that of
other developed countries

The objective of this study is to provide evidence on the informationa consistency with respect to
the going concern contingency when reported in accordance with Canadian and other developed
countries. To this end, an experiment is conducted on the signd conveyed by the various disclosure
formats as currently provided, proposed in the exposure draft, and currently provided by foreign nations.
Canadian bank loan officers for the different forms of reporting assessed a loan decison and the

riskiness of the loan.

3. LITERATURE REVIEW
While there have been many sudiesin this areg, it is difficult to draw conclusons from the literature
since dl the studies have, without exception, examined the information content of the qudification of the

auditor’s report vis-avis no disclosure and/or footnote disclosure.  In this study we examine whether

Mr. Peter Martin, Principal of Accounting Standards (CICA) explains as follows the circumstances that
led the CICA to withdraw the exposure draft:

”The Accounting Standards Board started its going concern project in implementing recommendations of
the Macdonald report that dealt with deficienciesin financial reporting involved in the western bank failures of the
1980s.However, by the mid-1990s, economic conditions were sufficiently strong and other accounting issues
sufficiently pressing that the Going Concern project lost priority. The Board was also losing staff resources
necessary to sustain all of its projects. In addition, the technical issues proved difficult to address and no consensus
appeared to be emerging on specific requirementsto include in astandard. At the same time, the auditing project
appeared to be heading in a direction that would not be fully consistent with the accounting project. Effortswere
undertaken to create a single task force for the accounting and auditing projects, but by that time the accounting
project was essentially inactive. The auditing project was faced with the establishment of an International Auditing
Practices Committee project on going concern, also. It was agreed that the Canadian auditing project should be done

through the |APC, which effectively cut the ties to the Canadian accounting project.”



differences in presentation sgnificantly affects the sgnd rdating to the going concern uncertainty to
financid gatement users.  Consequently, we only draw upon studies pertinent to the development of
theory for the research question in this paper.

Much of the research in this area has focused on amodd of the consequences of auditor's decision
making proposed by Libby (19798). Most researchers in the U.S. have expressed concern that
misperceptions of the auditor's report and financid statements can influence users  reactions, which in
turn can adversdly influence decisonr-making. In one of the first studies of its kind, Libby (1979b)
examined the impact of the location and method of disclosing uncertainties. The uncertainty related to a
defendant in a lawsuit. Libby dvided loan officers into three groups; each group received an unqudlified
opinion, a disclosure only, or a disclosure with a qudified opinion. The results showed that once there
was footnote disclosure, adding a qualified opinion did not affect risk perception. Pursuant to this
theory, it can be argued that once the going concern uncertainty has been disclosed (current standard),
the sgnd should not be dgnificantly accentuated by highlighting the uncertainty in a sand done
paragraph (proposed exposure draft) or by modifying the auditor’ s report with an explanatory paragraph
(U.S dandard). Houghton (1983) drew similar conclusons in a smilar sudy with Audrdian loan
officers.

In another study pertaining to Canadian loan officers, Abdd-Khalik, Graul and Newton (1986)
found that, while bankers regarded disclosure of an uncertainty in the notes as redevant information, the
addition of a quaified opinion had no significant impact on bankers decisons beyond what a footnote
only would disclose.  Thisfinding corroborated the findings of the Libby study. A year later, Gul (1987)

found contrary results in a study involving Singapore loan officers. Pringle, Crum, and Swetz (1990)




concluded that the method of reporting going concern did not matter as long as the auditor
communicated the message.

In summary theory would suggest that, once the going concern uncertainty is disclosed, the mode
and or style of presentation will not significantly influence decison-makers. Hence, the decision to givea
loan and the riskiness of that loan should not be satiticaly affected by the different styles of presenting

going concern uncertainties.

4. RESEARCH QUESTION, RESEARCH DESIGN AND HYPOTHESES

4.1 Research Question

The following research question is examined; namely, does the form and locations of agoing concern
contingency significantly influence loan officers perceptions of risk and decision-making? The form and
location include an integrated note as in the current Canadian standard; stand aone note with referencing
as in the proposed exposure draft, and a note combined with an explanatory paragraph asin the U.S

and other developed countries.

4.2  Research Design

To provide evidence on the proposed research question, a four-group research design (as
shown in Figure 1) is used. Fgure 1 highlights the differences among the four groups. The first group
(hereafter G1) received financid statements presented according to current Canadian standards, the
second group (hereafter G2) received financiad statements with the presentation of the going concern
based on the proposed exposure draft; and the third group (hereafter G3) received financid statements

presented according to current U.S standards. Findly, a control group (heresfter G4) was included in



the study. The case study given to G4 was identica except it contained an unqudified opinion with no
going concern note. The purpose of the control group was to ensure that the going concern note rather

than extraneous factors drove any resultsin the financia statements.

INSERT FIGURE 1 HERE
4.3 Hypotheses

Five sets of hypotheses (all stated under their dternate form) were tested in order to address the
research quedtion. Initidly the stand aone going concern paragraph in the notes to the financia
statements is tested to see if it conveys incrementd information to loan officers relaive to the integrated
contingency note. This set of hypotheses (referred to as H1b, H2b, H3b, H4b and H5b) compares the
Canadian’s proposed standard (G2) to the current Canadian standard (G1). Next, the modified
auditor’s report with an explanatory paragraph detailing the uncertainty is tested to see if it accentuates
the sgnd rdative to the disclosure of the going concern in a sand done note only. This st of
hypotheses (referred to as H1b, H2b, H3b, H4b and H5b) compares the informationd influence of the
standard of countries such as the US (G3) to the Canadians proposed standard (G2).

Typicad lending decisions by banks are generdly a two-step process. The decision-maker must
first decide whether to accept or reject the actua loan application and then, if accepted, to seect an
interest rate premium (i.e., the incrementd rate above the prime rate). Libby (19798) noted that the
user’s reaction depends on the perception of the message received. Consequently, if the proposed
gand done note sends a clearer signa to loan officers relative to a discusson of the going concern
problem only in the contingencies note, we would expect bank loan officers to react more strongly to this

form of reporting. Consequently, the first hypothesis to be tested is asfollows:
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Hla: The decision to decline a loan will be greater when the going concern contingency is
disclosed according to the proposed Canadian exposure draft relative to the current
Canadian reporting standard.

Hence, H1a suggests the following impact:

C(Proposed) >C (Current)

where,

Cproposed) = number of decisions to decline a loan based on the proposed Canadian standard (i.e.,
stand done note)

Ccurreny = number of decisonsto decline aloan based on existing standard (i.e., integrated note

Smilarly, if the U.S. method of modifying the auditor’s report with an explanatory paragraph in
addition to a separate going concern note sends a stronger signd to loan officers relative to the proposed
standard, then we would expect a stronger reaction by bark loan officers to this form of reporting.
Thus, the hypothesisis sated as follows:

Hib: The decision to decline a loan will be greater when the going concern
contingency is disclosed according to current U.S. standards relative to the
proposed Canadian exposure draft.

Hence, H1b suggests the following impact:

Cussandad) > Cproposd)

where,

Cussadad) = Number of decisons to decline a loan based on a modified report with a fourth

explanatory paragraph detailing the uncertainty and referencing to the going concern

note in the end notes of the report



1

Cproposed) = number of decisons to decline aloan based on a stand aone note

The pricing decison on borrowings under aline of credit is dso dependent on the message received
by users. If the accompany information increases the severity of the Situation, then the cost to borrow
the fundsislikely to increase. To test thisissue, the following two hypotheses are Sated:

H2a: The pricing decision will be greater when the going concern contingency is disclosed
according to the proposed Canadian exposure draft relative to disclosure according to the
current Canadian reporting standard.

H2a suggests the following impact:

Minterest (Proposed) > Minterest (Current)

where,

Minterest (Proposed) = mean interest rate premium based on a stand aone note

Minterest (Current) = mean interest rate premium based on an integrated note

H2b: The pricing decision will be greater when the going concern contingency is

disclosed according to current U.S. standards relative to the proposed Canadian
exposure draft.
Hence H2b suggests the following impact:

Minterest (U.S standard) > Minterest (Proposed)

where,
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Minterest (USstandard) = MEBN iNterest rate premium based on a modified report with a fourth explanatory
paragraph detailing the uncertainty and referencing the going concern note in the
end notes

Minterest (Proposed) = mean interest rate premium based on a stand aone note

Gul (1987) noted that an increased level of disclosure about an uncertainty, including a going
concern uncertainty might be expected to increase the variance of computed cash flows, which in turn
may influence perceptions of the ability of the company to service debt. Thus, the increased level of
disclosure may result in a perception of greater risk. Based on this postion, the following set of
hypotheses to be tested (H3a and H3b) are stated:

H3a: Bank loan officers' perception of the ability of the company to service debt
will be lower under when the going concern contingency is disclosed according to
the proposed Canadian exposure draft relative to the current Canadian reporting
standards.

Asaresult, H3a suggests the following reaionship:

mAbiIity to service debt (Proposed) < mAbiIity to service debt (Current)

where,

Mability to service debt (Proposed) = te miean perception of the ability to service debt based on a tand-aone
note

Mability to service dent (curreny = the mean perception of the ability to service debt based on an integrated

note
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H3b: Bank loan officers' perception of the ability of the company to service debt will be
lower when the going concern contingency is disclosed according to U.S standards
relative to the proposed Canadian exposure draft.

With respect to H3b, the following rdationship is suggested:

Maility to service debt (U.S standard) < MAnility to service debt (Proposed)

where,

Mability to service debt (U.S standard) = the mean perception of the ability to service debt based on a
modified auditor’s report, which references a going concern note
in the end notes

Mability to service debt (Proposed) = the mean perception of the ability to service debt based on a

stand elone note
LaSdle and Anandargan (1997) found that the level of disclosure of the going concern
uncertainty impacts users (loan officersin their study) perceptions of the likelihood (or lack thereof) of a
company improving its profitability. Based on those results, the following set of hypotheses is stated:
H4a: Bank loan officers’ perception that the company can improve its
profitability will be lower when the going concern contingency is disclosed
according to the proposed Canadian exposure draft relative to the current
Canadian reporting standard.
Hence, H4a would suggest the following impact:
ML ikelihood of improving profitability (Proposed) < MLikelihood of improving profitability (Current)

where,
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ML ikelihood of improving profitability (Proposed) = the mean perception of the likdihood of improving
profitability based on a stand done note
MLikelihood of improving profitability (Current) = the mean perception of the likdihood of improving

profitability based on an integrated note

H4b : Bank loan officers’ perception that the company can improve its
profitability will be lower when the going concern contingency is disclosed
according to the current U.S. standards relative to the proposed Canadian
exposure draft.

Hence, H4b suggests the following impact:

MLikelihood of improving profi tability (U.S standard) < MLikelihood of improving profitability (Proposed)

where,

ML ikelihood of improving profitability (U.S standard) = mean perception of the likdihood of improving
profitability when the report is modified with an
explanatory paragraph detailing the uncertainty and
referencing the going contingency note in the end notes.

ML ikelihood of improving profitability (Proposed)= the mean perception of the likdihood of improving

profitability based on a stand done note

Libby (1979) and Gul (1987) found that uncertainty disclosure would cause, anong others, an increase
in the desre for additiona information with which to esimate the effects of the uncertainty. Based on

their findings, the find set of hypotheses to be tested are given:
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H5a: Bank loan officers need for additional information will be greater when the going
concern contingency is disclosed according to the proposed Canadian exposure draft
relative to the current Canadian reporting standard.

H5a suggests the following relationship:

IMNeed of additional informeation (Proposed) > IMieed of additional information (Current)

where,
Mieed of additional information (Proposed) = the need for additiond information based on a stand done note
MiNeed of additional information (Current) = the need for additiona information based on an integrated note

H5b: Bank loan officers' need for additional information will be greater when the going
concern contingency is disclosed according to the current U.S A standards relative to the
proposed Canadian reporting standard.

H5b suggests the following relaionship:

IMNeed of additional information (U.S standard) > Mieed of additional information (Proposed)

where,

Meed of additiondl information (US standard) = the'need for additiona information based on a modification of the
auditor’s report with an explanatory paragraph referencing the
stand aone going concern note in the end notes

Meed of additional information (Proposed) = the need for additiond information based on a stand done note

5.0. RESEARCH METHODOLOGY

51 Sample
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Financid statement users comprise awide spectrum that includes financid anaysts, bankers, and
regulatory bodies. Mary different types of users have been used as subjects in prior studies including
financid andysts (Bailey 1981; Robertson 1988), student surrogates (Abdd-Khalik et d., 1985; Pringle
et a., 1990), and bank loan officers (Libby 1979; Geiger 1989 ; Bamber and Stratton 1997 ; Ladle
and Anandargjan 1997).

Bank loan officers were chosen from the available group of users because they are one of the
most important groups of financia satement users.  Further, bank loan officers are a rdativey
homogenous group with smilar backgrounds, working for smilar organizations, and perform smilar
tasks to meet Smilar goas.

A survey ingrument was constructed and sent to loan officers. The participants were asked to
respond to a questionnaire after studying a st of financia statements and then to gate their decision as
to whether they would (or would not) grant aloan and their perception of risk. The advantages of this
method are the ability (a) to dicit responses from a national sample and thereby increase the externd

vaidity and (b) to permit participants adequate study and response time.

5.2  Survey Instrument

The research instrument consisted of a covering letter, descriptive information about a hypothetical
company, auditor’s report, balance sheet 3 years), statements of income and retained earnings (3 years),
statements of cash flow (3 years), and notes to financial statements. In the appropriate cases, the note

highlighting the going concern problem was also included.

The survey instrument congsted of only seven questions and is provided in the gpopendix. The
first two questions in the questionnaire sought background information about the respondents. Questions

3 and 4 sought the participants reaction to the case materid. Specificaly, question 3 dicited the
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respondent’ s willingness to grant aline of credit to the hypothetical company in the case sudy. Question
4 requested the respondents to state what premium (i.e., spread over the bank’s base lending rate) they
would charge on the line of credit. The remaining questions sought the respondents' perceptions of risk

toward the company.

6. RESULTS

Four mgor Canadian banks agreed to participate in the study. Each bank was willing to provide
not only provide a lig of their respective inditutions loan officers but dso a letter requesting thelr
members to participate and emphasizing the regulation implications of the study. A random sample of
three hundred loan officers from the list of officers was contacted to participate in the study. Each
respondent was assured of anonymity. Each willing participant was randomly assigned to one of four
groups (three experimenta groups and one control group). A total of 174 loan officers completed the
guestionnaire, which resulted in an overdl resporse rate of 58 percent.

[This paragraph bothers me. In particular, the satement about the Chi-square test. Is
this correct?] Theincrementa effects among the groups were tested by means of a Kruska Wallis Chi-
sguare test and an ANOVA with a between-subjects design. The ANOVA provides an overall test for
significant differences among mean scores. In cases where sgnificance was detected, further testing by
means of the Scheffe multiple comparison tests was employed to identify the differences among the
groups.

Before andyzing the responses to the cases, an examination was conducted to determining if the
groups were Smilar with respect to the persond characterigtics of the participants (i.e., level of education

and experience). Table 1 shows that the bank loan officers that participated in the study, on average,
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have a bachdlor’'s degree and between 10 and 15 years of experience. An andysis of the demographic
characterigtics did not reved any datigtica differences among the groups.
INSERT TABLE 1

The fird set of hypotheses related to the willingness of the loan officers to grant aloan. A Chi-
sguare test was performed to assess whether the bank loan officer’s willingness to grant a loan is
affected by the difference in presentation of the going concern note. The results, as shown in Pand A of
Table 2, indicate that the difference between the four groups is satigticaly significant (p vaue = 0.000).
In addition, the Cramer’s V (0.339) shows the strength of the relation between the type of going concern
note presentation and the decision to grant aloan [I think that we need to say something about the
Cramer V result —Isit good, bad or what?]

Table 2 further shows that 56.1 percent (or 23 out of 41 responders) were willing to grant a loan
for the control group (G4). However, the response rate to grant aloan drops off to 35.0 percent (or 14
out of 40 responders) for G1 and 22.2 percent (or 10 out of 45 responders) for G2 and as low as 14.6
percent (or 7 out of 48 responders) for G3.

[I believe that Hla and H1b areincorrectly analyzed. Because we have different number
of observations in each group, the Chi2 test should be done on the percentages of loans
granted and not the number of loans granted. This should give us statistical resultsto support
our position. Hence, the following paragraph isincorrect. Likewise, the two hypotheses need to
be restated to reflect per centages and not numbers. Remember, | could be wrong.]

Three additiond Chi-sguare tests were then performed (first, on experimenta groups G1 and G2
for testing H1a; second, on experimenta groups G2 and G3 for testing H1b; and finaly, on experimenta

G1 and G3). Thereaultsindicate that the difference between G1 and G2 is not gatidicdly sgnificant (p-
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vaue = 0.191 as shown in Pand B of Table 2). Thus, Hypothesis Hla does not appear to be
supported.  Similarly, the result of the second Chi-sguare test indicates that the difference between G2
and G3 is not datidicdly sgnificant (p-value = 0.341). Thus, Hypothesis H1b is not supported either.
However, there was a significant different between Group 1 and Group 3 (p-value = 0.025). Ingroup 1
(exigting Canadian standard), the auditor’s report is unqudified and no mention is made of the going
concern uncertainty. In Group 3 (existing U.S standard), the auditor’s report is modified with a fourth
explanatory paragraph detailing the uncertainty and referencing the contingency note in the endnotes.
This indicates that modifying the report with a reference to the going concern uncertainty in the notes
sgnificantly accentuates the message relative to an auditor's report, which is unquaified with no
referencing.
INSERT TABLE 2 HERE

The next set of hypotheses related to the interest rate (referred to as pricing by loan officers) that
bank loan officers would charge if aloan had been granted. Based on the second set of hypotheses, the
expected relationship among the group means would be asfollows:

Minterest (U.S standard) = Minterest (Proposed) =~ Minterest (Current) = Minterest (Control)
Each term was defined previoudy.

[J test goesherg;]

The mean pricing charged (i.e,, premium over the prime rate) was lowest for the control group
(average of 0.90 with a standard deviation of 0.50) and highest for the developed countries standard
(average of 1.59 with a standard deviation of 0.45). The ANOVA test (p-value = 0.000) and the
Kruska Wadlis Chi-square test (p-vaue of 0.000), as shown in Panel A of Table 3, indicate thet there is

a sgnificant difference among the groups. The significant result indicates that the difference in style of
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presentation did influence decison-making as surrogated by the premium attached to the prime rate of
interest.

To isolate the differences among groups, the Scheffe Multiple Comparison test was performed
and its results are given in Pand B of Table 3. As can be seen, the style of presentation under the
proposed standard (G2) relative to the current Canadian standard (G1) does not significantly (p-vaue=
0.389) increase premium interest rate charge.  This suggests, as stated before, that, once the going
concern uncertainty is disclosed in the notes, disclosure in various forms within the notes does not gppear
to sgnificantly influence loan officers decison making. But on the other hand, the Scheffe Multiple
Comparison test does show that the U.S style (G3) of presentation relative to the proposed standard of
presentation (G2) did significantly (p-value = 0.001) influence the premium rate charged over base
lending rate. Thus, the modification of the auditor’s report with a description of the uncertainty appears
to accentuate the message. Moreover, it suggests that the objective of the Canadian current as well as
the proposed standard would not achieve harmony with that of other developed countries as being
considered by the IAPC.

INSERT TABLE 3

The third set of hypotheses focused on the perception to service the debt and would be stated as
follows
Mapility to service debt (U.S) < Manility to service debt (Proposed) < Manility to service debt (Current) < Manility to service debt (Control)
Each of the above terms was defined previoudy.

As shown in Pand A of Table 4, the mean perception of a company’s ability to service debt
declined from the control group (mean of 3.93) to the current Canadian form (mean of 3.26), proposed

Canadian form (mean of 3.07), and findly developed countries form (mean of 2.37). The Jonnckheere-
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Terpstra test was performed on the data to determine whether the mean perceptions were ordered
datigticaly. An anadlyss of the data collected for the four groups resulted in az value of 11.18 (p vaue of
0.000), which is shown in Pand A of Table 4. Consequently, the increased leve of disclosure about
uncertainty decreases the perception by the loan officers for a company’'s ability to service its

outstanding debt. This conclusion is congstent with the premise held by Gul (1987).

INSERT TABLE 4 ABOUT HERE

The next issue is to determine if evidence among the groups exigts. Pand A of Table 4 shows a
satigtica difference among the four groups does exist as evidenced by ap vaue of 0.000 for both the F-
test and the Kruskal Wallis Chi-square test.

Findly, the Scheffe multiple comparison tests were conducted to establish which group differed,
which are given in Pand B of Table 4. The comparisons of the control group (G4) with each
experimentd group are dl sgnificant. Furthermore, a significant difference (p vaue of 0.009 and 0.001
respectively) exists between the developed countries presentation (G3). Thus, the explanatory paragraph
in the auditor’s report appears to accentuate the signal and H3b is supported. On the other hand, no
difference is detected by the Scheffe tests (p value of 0.822) between the two Canadian forms of
presentation. As aresult, H3ais not supported.

The perception concerning the likelihood of improving profitability is examined by the following
st of hypotheses:

MLikelihood of improving profitability (U.S) < MLikelihood of improving profitability (Proposed) < MLikelihood of improving profitability

(Current) < MLikelihood of improving profitability (Control)



All the above terms were previoudy defined.
The mean perception of likelihood of a company to improve its profitability declined from the

control group (mean of 3.56) to the current Canadian form (mean of 2.87) to the proposed Canadian
form (mean of 2.49), and findly to the developed countries format (mean of 2.44). This ordering is the
same as tha given on the debt servicing. Again, the Jonnckheere- Terpstra test was performed on the
data to determine whether the mean perceptions were ordered atigticaly. An andyss of the data
collected for the four groups resulted in a z vaue [this needs to be completed], which is shown in

Panel A of Table 5. Consequently, [this needsto be completed]

INSERT TABLE 5 ABOUT HERE

The next issue is to determine if evidence among the groups exist. Pand A of Table 5 shows a
datistica difference among the four groups does exist as evidenced by ap vaue of 0.000 for both the F-
test and the Kruskal Wallis Chi-square test.

Findly, the Scheffe multiple comparison tests were conducted to detect for difference among the
four groups. Thetests results are given in Pand B of Table 4. As shown in the Table, the comparisons
of the control group (G4) with each experimental group are dl sgnificant (p-vaue of 0.002 for G1
versus G4; p-vaue of 0.000 for G2 versus G4; p-vaue of 0.000 for G3 versus G4). Since the Scheffe
test does not provide any strong evidence to support a difference between any other group comparisons,
neither H4a nor H4b is supported. Bank loan officers perception of the likelihood of the company
improving profitability is not sgnificantly higher when going concern uncertainties are presented in the

form of a clearly labeled stand done (G2) than when they are integrated in the notes to the financia
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gatements (G1). The difference between the group receiving the U.S modified report (G3) and the
group receiving the current Canadian format of presentation (G1) is margindly sgnificant with a p vaue
0.089. [Table 4 says 0.093, which iscorrect?]

The fifth st of hypotheses (H5s) suggests the following impact:

IMieed of additional information (U.S standard) = MNeed of additional information (Proposed) = MNeed of additional information (Current) =
MNeed of additional information (Control)
Each of the above terms was previoudy defined.

The mean perception of the need to search for additiona information was contrary to
expectations (as shown in Table 6). Specificdly, the need for additiond information declined from the
proposed Canadian form (mean of 4.68) to developed countries format (mean of 4.04) to the control
group format (mean of 3.61), and findly to the current Canadian formats (mean of 2.18). One possible
explanation for this unexpected result is the level of comfort of each loan officer with the current system
and the decline of that level of comfort with respect to the proposed and developed countries format.
Pand A shows a sgnificant difference (p value = 0.000 for both the F-test and the Kruska Wallis Chi-
sguare test) between the four groups.

The Scheffe multiple comparison tests were conducted to detect for difference among the four
groups. The tests results are given in Pand B. As shown in Pand B, al paired comparisons were

significantly different. As aresult, both H5a and H5b are supported.

INSERT TABLE 6 ABOUT HERE

7. CONCLUSIONS, IMPLICATIONSAND LIMITATIONS
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In Canada, under the present standard, the going concern uncertainty is ntegrated with the
contingency note in the financid statements. In addition, while much of the world with the exception of
Canada modify the auditor’s report in the presence of going concern uncertainties, Canada provides an
unmodified (clean) report if the going concern uncertainty is disclosed in the notes to the financid
datements. Boritz (1991) has commented that this method is too passve and the signd “mute’.
Consequently, the CICA proposed changes in an exposure draft in order to enhance communication to
financid satement users. In this study, we examine whether the proposed method of communication
accentuates the message about the going concern contingency to loan officers. The results of this study
are mixed. On one hand, the results indicate that once the going concern note is fully disclosed in the
notes, the style of presentation within the notes (stand aone note versus an integrated note) does not
sgnificantly influence the reactions and perceptions of risk if the auditor's report is unmodified
(unqudified). On the other hand, when the auditor’s report is modified with an explanatory paragraph
detailing the uncertainty and referencing the going concern note in the footnotes, the signa appearsto be
accentuated (as supported by H2b, H3b and H5b).

Should the CICA keep the status quo with the current standard? It depends. The results suggest
that the proposed, and current standard, are not perceived by Canadian loan officers to communicate
the same message as that of other developed countries. Apparently, the modification of the auditor’s
report and referencing the footnote describing the going concern contingency (as done by most
developed countries) conveys a stronger signal relative to the present or proposed standard. These
results are consstent with the criticisms leveled by Bortiz that the current standard is too mute and
passive. Hence, given the priorities of the IACP and of the AcSB of developing Canadian standards that

harmonize with international standards (CICA, 2000, p.1), the findings of provide some evidence on this
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matter.

The reaults of this study are subject to limitations. First, the experimental design that was used
does not consder al the costs and benefits associated with real bank loan officers decison making.
Second, the information provided to participants was less than the amount of information thet is generaly
available to bank loan officers. Third, the participants in the study represent only one population of
financia statement users. The reaction of other users and potentia users of financid information will be of

interest to the IACP and the AcSB if and when they deliberate the reporting standard of a going concern

contingency.
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satements.
Theauditor's | Theauditor's | Theauditor's
The auditor's report is report is both report is
report is unqudified unqudifiedand |  unqudified.
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Table 1

Comparison of Experimental Groups

Group Mean Standard Statistic ***
Deviation (p.vaue)

Leve of Education * Group 1 (Current Canadian) 3.61 1.50 F=.588
Group 2 (Proposed Canadian) 3.40 1.34 (.577)
Group 3 (Current American) 3.81 0.96 KW i# = 2.277
Group 4 (Control) 3.68 0.85 (0.517)
Overd| gatidtic 3.63 1.19
Levd of Experience**  Group 1 (Current Canadian) 3.05 1.05 F=1.754
Group 2 (Proposed Canadian) 2.64 1.09 (.158)
Group 3 (Current American) 2.77 1.02 KW i# =5.916
Group 4 (Control) 251 1.29 (0.116)
Overd| gatidtic 2.74 112

* Leve of education is messured as follows :
Some high school

High school graduate

Some college

Bachelor's degree

Some graduate work

Master's degree

Graduate work beyond master's

Noak~rwbdE

** Leve of experience is measured asfollows:

1. Under 5years

2. 5- Below 10 years
3. 10- Below 15 years
4. 15 yearsand over

*** |_egend
KW i#: Kruska Wallis Chi-square test




Table?2
Panel A
Cross-tabulation of Audit Report and investment decision

Experimentd Groups
Groupl Group?2 Group 3 Group 4 Totd
Current  Proposed  Current  Control Group
Canadian Canadian American

Yes 14 10 7 23 120
(35%) (22%) (14.6%) (56%0)
[nvestment
Decison No 26 35 41 18 54
(65%) (78%) (85.4%) (44%)
Totd 40 45 438 41 174
Panel B
Additional Chi-squaretest for hypothesistesting
Overdl ddtidic
Chi square (performed on G1, G2, G3 and G4) = 20.029
P value = 0.000

Cramer'sV =0.339

Test for Hla:
Chi square (G1 versus G2) = 1.706
Pvaue=0.191

Test for H1b:
Chi square (G2 versus G3) = 0.907
Pvaue=0.341

Additiond Chi-square:

31



Chi square (G1 versus G3) = 5.006
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Pvalue = 0.025
Table3
Panel A
Tests of Differencesin Decisions Making
Group Mean Standard F-datidic
Deviation (p.vaue)
Pricing charged over the Group 1 (Current Canadian) .99 .95 F=8.579
bank’s
base lending rate («Prime Group 2 (Proposed Canadian) 1.27 .89 (.000)
rate »)
Group 3 (Current American) 1.59 45 KW i = 31.781
Group 4 (Control) .90 .50 (0.000)
Panel B
Scheffe M ultiple Comparison of pricing charged over the bank’s baselending rate
Comparison of groups Hypothes's p.vaue
Group 1 (Current Canadian) v Group 2 (Proposed Canadian) H2a .389
Group 1 (Current Canadian) v Group 3 (Current American) 215
Group 1 (Current Canadian) v Group 4 (Control group) 164
Group 2 (Proposed Canadian) v Group 3 (Current American) H2b .001*
Group 2 (Proposed Canadian) v Group 4 (Control group) 951
Group 3 (Current American) v Group 4 (Control group) .000*

* The mean difference is Sgnificant at .05 level




Table4

Panel A
Tests of Differencesin Decisions and Per ceptions of Bank loan officers

Group Mean Standard

Deviation
Perception of the company’s Group 1 (Current Canadian) 3.26 1.07
ability to service debt (Hzs) Group 2 (Proposed Canadian) 3.07 1.18
Group 3 (Current American) 2.37 .79
Group 4 (Control) 3.93 .79

F=19.338 (0.000)
KW i# =45.680 (0.000)

J=11.19 (0.00?)

Panel B
Scheffe Multiple Comparison in Perceptions of bank loan officers

Perception of
the company’s
ability to
service debt

Hypothes's Comparison of Groups p.vaue
Haa Group 1 (Current Canadian) v Group 2 (Proposed Canadian)  0.822

Group 1 (Current Canadian) v Group 3 (Current American) 0.001*

Group 1 (Current Canadian) v Group 4 (Control group) 0.029*

Hap Group 2 (Proposed Canadian) v Group 3 (Current American) 0.009*

Group 2 (Proposed Canadian) v Group 4 (Control group) 0.001*

Group 3 (Current American) v Group 4 (Control group) 0.000*



Table5
Panel A
Tests of Differencesin Decisions and Per ceptions of Bank loan officers
Group Mean Standard
Deviation
Perception of the company’s Group 1 (Current Canadian) 2.87 1.03
likelihood to improve its Group 2 (Proposed Canadian) 2.49 .84
profitability (Has) Group 3 (Current American) 2.44 62
Group 4 (Control) 1.34 .69

F= 20.153  (0.000)
KW i? =44.734 (0.000)

Panel B
Scheffe Multiple Comparison in Perceptions of bank loan officers

Hypothess Comparison of Groups p.vaue
Perception of Haa Group 1 (Current Canadian) v Group 2 (Proposed Canadian).  0.182
the company’s Group 1 (Current Canadian) v Group 3 (Current American) 0.093*
likelihood to Group 1 (Current Canadian) v Group 4 (Control group) 0.001*
improveits
profitability Hap Group 2 (Proposed Canadian) v Group 3 (Current American) 0.992
Group 2 (Proposed Canadian) v Group 4 (Control group) 0.002*

Group 3 (Current American) v Group 4 (Control group) 0.000*



Table6

Perception of need

to search for

additiond information (Hss)

Panel A
Tests of Differencesin Decisons and Per ceptions of Bank loan officers

Group Mean Standard
Deviation

Group 1 (Current Canadian) 2.18 1.02

Group 2 (Proposed Canadian) 4.68 1.01

Group 3 (Current American) 4.04 .62

Group 4 (Control) 3.61 .63

F=13.321 (0.000)
KW i# =43.797 (0.000)

Panel B

Scheffe M ultiple Comparison in Perceptions of bank loan officers

Perception of
need of search
for additiond

information

Hypothess Comparison of Groups p.vaue
Hsa Group 1 (Current Canadian) v Group 2 (Proposed Canadian).  0.000*
Group 1 (Current Canadian) v Group 3 (Dev. Countries US)  0.012*

Group 1 (Current Canadian) v Group 4 (Control group) 0.007*

Hsp Group 2.(Proposed Canadian) v Group 3 (Dev. CountriesUS) 0.010*
Group 2.(Proposed Canadian) v Group 4 (Control group) 0.030*

Group 3 (Dev. Countries/US) v

Group 4 (Control group)




Appendix

What isyour educational background? (Circle the highest level appropriate)

A. Some high school

B. High school graduate

C. Some college

D. Bachelor's degree

E Some graduate work

F. Master's degree

G. Graduate work beyond master's

. How many years experience do you have in commercial bank lending? (Circle one)

Under 5 years

5- Below 10 years
10- Below 15 years
15yearsand over

oo w>

. Leaving aside any relationship considerations to the extent possible, would you be willing to grant the requested
line of credit of 58 million? (We realize some institutionsreceiving this questionnaire have legal lending limits or
portfolio (asset) management constraints that may preclude granting loans of this size. For the purpose of this
study, please disregard your bank's legal lending limits or portfolio (asset) management constraints). (Check "Y es"
or "No").

YES NO

. Please circle the pricing you would charge on borrowings under aline of credit as a spread over your bank's base
lending rate ("Prime rate")

25 S0 1.00 125 150 175 2.00 225 250 275 3.00
325 350 3.75 4.00 Other

. Please circle on the scale shown below your perception of the ability of the company to service debt.

LOW ABILITY HIGH ABILITY
1 2 3 4 5

. Please circle on the scale shown below your perception of the likelihood that the company can improve its
profitability.

VERY UNLIKELY VERY LIKELY
1 2 3 4 5

. Please circle on the scale shown below the extend to which you are likely to search for additional information about
matters addressed in the financial statements and the endnotes.

VERY UNLIKELY VERY LIKELY
1 2 3 4 5




