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Litigation Against Auditors:  

Does it Change Audit Reporting Behavior?

ABSTRACT

This study examines the qualification behavior of auditors in relation to auditor litigation.  The propensity of litigated auditors to qualify before litigation is compared to the propensity to qualify after litigation.  The propensity to qualify is measured as the number of Type II mismatches between the audit opinion predicted by an audit qualification prediction model and the actual opinion.  It is expected that litigated auditors, due to the negative consequences associated with litigation, will increase their propensity to qualify as a way of reducing the risk of future litigation.  Results suggest, however, that litigated auditors do not alter their qualification behavior after litigation.  The study also examines the propensity of litigated auditors to qualify after litigation compared to that of non-litigated auditors.  The findings indicate that there is no significant difference between the qualification behavior of litigated and non-litigated auditors subsequent to litigation.

Litigation Against Auditors:  

Does it Change Audit Reporting Behavior?

1. INTRODUCTION

The incidence of litigation involving auditors has increased dramatically since the stock market crash in the late 1980s, with many audit firms paying substantial damages as a consequence and rising indemnity insurance premiums (Dalton, Hill and Ramsey, 1994).  As a result, suggestions have been made for changes in liability laws (eg Ward, 1999) such as allowing firms to be incorporated as a means of limiting liability and replacing joint and several liability with proportionate liability (see, for instance, Peck, 1999).  The increased volume and amounts of damages involved in litigation, combined with the potential unlimited liability faced by auditors, make litigation an area that cannot be lightly dismissed.  The importance of litigation for the profession, as well as calls for more research addressing auditor litigation (Kinney, 1993), have provided motivation for investigation in this area.

Prior research finds litigation to be reputation-decreasing, resulting in negative consequences for the litigated auditor. Wilson and Grimlund (1990) find auditors subject to SEC disciplinary actions lost market share and had difficulty retaining and attracting clients. Davis and Simon (1992) report that after litigation, audit firms receive lower fees from new audits.  According to Moreland (1995), the credibility of the financial reports of auditors' clients (measured by a decrease in the earnings response coefficient) decreases after SEC criticisms.

However, prior studies have focused on the effects of litigation on the behavior of the clients or potential clients of litigated auditors.  There is little empirical evidence regarding the behavior of auditors post-litigation.  Although there are prior studies conducted with respect to auditors' behavior in controlling litigation risk (Simunic and Stein, 1996; Krishnan and Krishnan, 1997), these studies make no distinction between litigated and non-litigated auditors.  Furthermore, the change in behavior of auditors found in these studies is due to an increase in litigation risk rather than the actual occurrence of legal action.  This paper contributes by exploring and providing evidence with respect to whether the actual occurrence of litigation results in a change in the behavior of litigated auditors.

As auditors suffer adverse consequences from litigation, they have an incentive to change their behavior in order to avoid future litigation.  One way of doing so is by improving audit quality (Frantz 1999).  It is recognized there are many ways litigated auditors can avoid future litigation other than by improving audit quality, such as by adjusting their client portfolio to reduce litigation risk.  Litigated auditors may also attempt to reduce the loss suffered from future litigation by adding a premium to audit fees to take account of litigation risk (Simunic and Stein 1996, Taylor and Simon 1999).  

Examining all possible responses to litigation is beyond the scope of this paper.  The focus instead is on changes in audit quality subsequent to litigation observed through any change in frequency of rendering an appropriate qualification pre- and post-litigation.  The methodology used controls for the likelihood that auditors manage client portfolios in response to litigation risk.  The rationale for this approach rests on an assumption that improved audit quality in response to litigation will increase the number of appropriate audit qualifications issued.  Increased qualifications will lead to an increase in litigated auditors' propensity to qualify, as measured by a mismatch between the predicted and actual number of qualifications. If audit quality is found to increase after litigation, as indicated by the propensity to quality, litigation can be seen as a mechanism to encourage auditors to provide services at an acceptable quality by inducing litigated firms to improve audit quality. 

The analysis involves: i) comparison of each litigated auditor’s reporting behaviour pre- and post-litigation and ii) comparison during the period subsequent to the litigation of litigated and non-litigated auditors’ reporting behaviour .  If no significant difference is found for this latter analysis, the inference is that post-litigation, the quality of audits performed by litigated auditors is not below that of non-litigated auditors.  If this is so, post-litigation client behavior with non-trivial costs found in previous studies, such as auditor switching to seek higher quality, is unnecessary.  Improved quality post-litigation would also bring into question the use of reputation as a proxy for audit quality.  Litigation affects negatively the reputation of an auditor.  However, if the actual quality of audits improves after litigation, reputation damaged in this way could no longer be seen as an adequate measure of quality. 

2.THEORY AND PRIOR LITERATURE
The level of assurance provided by auditing in relation to the reliability and accuracy of financial statements is dependent on the quality of the audit (Wilson and Grimlund, 1990). The quality of auditing, however, is difficult to evaluate (Craswell and Francis 1999) and in such a situation a commonly used proxy for quality is reputation (Shapiro 1983). Prior research has found Big 6 auditors and industry specialists charge a premium for their services (Craswell, Francis and Taylor, 1995).  Such firms have incentive to maintain the level of quality as any discovered reduction in quality would result in a diminished or lost premium (DeAngelo 1981).  

Decreased perceived audit quality is likely to cause clients to switch auditors in search of better quality audits.  Clients who choose to stay with the reputation-damaged auditor may refuse to pay the same level of fees as prior to the litigation, ceteris paribus.  The credibility of financial reports audited by litigated firms is likely to decrease giving clients additional incentive to either seek auditors perceived to deliver services of a higher quality, or put pressure on the litigated auditor to decrease fees. Unless other factors exist that may compensate for this low level of perceived quality, new clients are unlikely to be attracted to the reputation-damaged auditor.  Auditor switching, combined with the difficulty in attracting clients, will result in loss of market share. 

This paper focuses on auditor litigation as the reputation-reducing event as regulatory criticism of auditors is rare in the jurisdiction in which this study is conducted - Australia. It is submitted that litigation is much more relevant in capturing a decrease in auditor reputation following a public announcement of its instigation in this jurisdiction.  Indeed it may represent a better measure of auditor sanction than regulatory action since it is a real world phenomenon undertaken in the private sector by parties who themselves are likely to incur costs if the action fails. This is not the case for public servants charged with the responsibility of publicly admonishing auditors or even pursuing prosecution of auditors on behalf of the institution(s) they represent.

Litigation and audit quality
As audit quality is defined as the joint probability that the auditor will discover and report a breach (DeAngelo, 1981), an increase in audit quality should reduce the instances of audit failure and hence litigation.  It is acknowledged that the insurance hypothesis is an alternative explanation of litigation, suggesting that litigation occurs as a result of auditors' "deep pockets" regardless of fault on the part of the auditor (Menon and Williams, 1994).  In such cases, it is recognized that an increase in audit quality may not protect firms from litigation and firms may turn to other methods to prevent litigation such as managing their client portfolios to decrease litigation risk (Krishnan and Krishnan, 1997), increasing controls to maximise audit quality (Krishnan and Krishnan, 1997) and adjusting fees to cover the potential liability of high-risk clients (Simunic and Stein, 1996).

Notwithstanding the insurance hypothesis, prior research suggests auditors who provide high quality audits are subject to low levels of litigation (Palmrose, 1988).  Similarly, in Dopuch and Simunic (1982) and Simunic and Stein (1987), it was recognized that a low level of litigation was a signal of high audit quality. Increased audit quality decreases the likelihood of the auditor not detecting or correcting material misstatements or omissions in audited financial statements.  Consequently, the probability of audit failure is reduced, making it less likely actions against auditors for negligence will be brought.  High audit quality also makes it easier for the auditor to mount a defence, decreasing the likelihood of the plaintiff’s success.  This may deter some investors from bringing lawsuits against the auditor.  As higher audit quality decreases the likelihood of material misstatements in financial reports, investors are less likely to suffer loss from relying on the financial statements.  Reducing the likelihood of investors incurring losses as a result of reliance on audited financial statements will deter them from bringing actions against the auditor.  Although audit quality is important for all audit firms, litigated firms are likely to be even more sensitive to the need to reduce the risk of further litigation by increasing audit quality.

Audit quality and qualifications
Auditors may enhance quality by increasing their independence and competence (DeAngelo, 1981).  Firms may provide additional training to staff, increase time and effort spent on audits or make additional investment in adequate information technology.  This will enhance the level of competence, which increases the probability of the auditor discovering a breach.  Auditors may increase independence by increasing their client base, reducing the amount of non-audit services provided in conjunction with audits etc.  An increase in auditor independence will increase the probability of auditors reporting a discovered breach.  An increase in auditor competence combined with increased independence will result in an increase in qualifications issued by the auditor (unless clients simultaneously become more inclined to bow to auditor pressure regarding accounting policy or reporting choices).

Qualifications and the propensity to qualify
The propensity of an auditor to qualify may be measured by comparing instances of appropriate or deserved qualification with actual qualification.  A Type II error results when a qualification is warranted but an unqualified opinion is issued.  A Type I occurs when a qualification is inappropriately given.  Litigation mostly results from a Type II and not a Type I error. Hence it is argued that a more relevant type of "mismatch" in a litigation context is the number of Type II errors.  The propensity to qualify is, therefore, measured by the number of cases where the auditor issues a clean opinion when a qualification is deserved.  The smaller the number of Type II errors, the higher the propensity to qualify.

An increase in qualification rate due to an increase in audit quality will lead to an increase in the number of appropriate audit opinions.  Therefore, instances of both Types I and II errors will decrease.  The reduction in Type II errors will result in an increase in the propensity to qualify.  The effects of a decrease in Type I errors is beyond the scope of this paper as issuing a qualified opinion when a clean opinion is due will be unlikely to result in litigation.

Linking litigation with qualifications and the propensity to qualify
Prior literature draws a link between litigation and qualification.  Krishnan and Krishnan (1997) suggest that firms may attempt to reduce litigation risk by increasing the issuance of modified audit reports (qualification).  It was suggested also in Kennedy and Shaw (1991) and Kida (1980) that the failure to qualify prior to the bankruptcy of a client generates law suits against the auditor.  Other research has suggested that modified reports prior to bankruptcy protect auditors from litigation (Frost, 1994, Mutchler, 1984).  The relevance of competing studies, which suggest that qualification does not protect auditors from litigation (Blacconiere and DeFond, 1997, Lys and Watts, 1994), is addressed later.

Increased qualification reduces litigation by reducing the need for auditors to defend their evaluation of the client to the extent that the qualification reflects the issue on which the litigation claim is based (Carcello and Palmrose, 1994).  For example, if the audit opinion is qualified on the basis of going concern, the audit opinion would give a signal to investors that the client is undergoing financial difficulties.  If the client subsequently declares bankruptcy, the qualified opinion would reduce investor surprise and it would be more difficult for the losses as a result of the bankruptcy to be attributed to the auditor.  On the other hand, if the client declares bankruptcy after receiving a clean opinion, the auditor would have to defend against allegations of failing to detect or report financial difficulties or going concern issues with respect to client.  Similarly, if the qualified opinion is issued due to material misstatements or omissions in the financial reports, the auditor is unlikely to have to defend him/herself against allegations of failing to detect or report those misstatements or omissions.

Carcello and Palmrose (1994) find, in their univariate analysis, that modified audit opinions are significantly more frequently associated with non-litigated auditors compared to litigated auditors.  The higher persistence and occurrence of modified reports issued by non-litigated auditors suggest modified reports protect auditors from litigation.  It is recognized, however, that the study did not control for the risk of qualification and that the results are limited to bankrupt public companies and may not be generalizable to non-bankrupt companies.

In the multivariate analysis, however, Carcello and Palmrose find that after controlling for irregularities, such as whether the client reported a profit prior to bankruptcy and client size, the existence of modified reports is not incrementally significant in explaining litigation.  This may suggest that qualification does not protect auditors from litigation.  However, in the study, the reasons why auditors were litigated against even when modified opinions were issued were that the financial statements contained material omissions or misstatements in spite of a modified report, or that the audit report was inappropriate even when it was modified.  This is evidence that modified opinions will not protect auditors from litigation if they are inappropriate or if they are insufficient.  For example, a going concern qualification may be inappropriate if a different type of qualification, such as an "except for" opinion based on a disagreement with management, should have been given.  Modified opinions are insufficient if merely an "emphasis of matter" is included when an "except for" or "adverse" opinion should have been given.  The interpretation of the results of the multivariate analysis should not, it is argued here, be that modified opinions do not protect auditors from litigation.  Rather, they should be interpreted as inappropriate or insufficient modified opinions not protecting auditors from litigation.  They should not constitute evidence that the correct type and level of qualification fails to protect auditors from litigation.  Again, it is acknowledged that the findings of the study are limited to bankrupt public companies and may not be generalizable to non-bankrupt companies.

Indeed, only the issuance of the correct qualification will protect auditors from litigation.  Inappropriate or insufficient qualification will not help auditors defend themselves in court.  For example, if a client has both going concern problems and material misstatements in the financial report, and the auditor merely issues a going concern opinion, the going-concern qualification is unlikely to protect the auditor from allegations of failure to discover and report the material misstatements.

This paper contends that increased audit quality will, other things being equal, lead to increased qualifications.  As the reason for the increased qualification is increased quality, these qualifications should not be any types and levels of qualifications but the correct types and levels of qualifications.  Therefore, the results of Carcello and Palmrose (1994) are not inconsistent with the position taken here.

Similarly, the results of Blacconiere and DeFond (1997) indicate that going concern opinions do not protect auditors from litigation.  The study, however, is conducted on a small sample of Savings and Loan clients.  Due to the unique nature of the Savings and Loans industry in the US, the results cannot be generalized to other industries.  Furthermore, the study does not address the basis on which the auditors who issued going-concern opinions are litigated against.  By similar argument, to the extent that the going-concern opinions are inappropriate or insufficient, the findings are not inconsistent with the position of this study.

In Lys and Watts (1994), it was found in the univariate, but not multivariate analysis that qualified reports are associated with an increased likelihood of auditor litigation.  An explanation offered in the paper is that qualification may indicate that the auditor failed to disclose a problem in previous years.  Therefore, audit qualification increases the visibility or exposure of the client, making it more subject to scrutiny and other parties are more likely to discover prior audit failures.  This notion suggests that qualification increases the likelihood of litigation concerning audit failures in prior periods.  It does not suggest that qualification does not protect the auditor against litigation in the current year of the qualification or in future years.  As this paper concerns auditors who have already been litigated against regarding audits conducted in prior years, the fact that qualification may increase litigation regarding audit failures in previous periods is irrelevant for the purposes of this study.  The study contends that qualification will protect litigated auditors from future litigation.  Therefore, the findings of Lys and Watts (1994) are not inconsistent with such a position.

In short, the contention of this paper is that increased frequency of qualification resulting from increased audit quality will protect litigated auditors from future litigation.  Therefore litigated auditors will attempt to reduce future litigation by increasing qualifications.  Increased correct qualifications will decrease the instances where the auditor issues a clean opinion when a qualified opinion is due.  That is, litigated auditors' propensity to qualify will increase after litigation compared to before litigation to be more consistent with that of non-litigated auditors.

3. HYPOTHESES

Due to the negative effects of litigation on auditors, it is argued that litigated auditors will take action to decrease the risk of future litigation.  One way of doing so is by increasing audit quality.  A higher level of auditor competence and independence will result in an increased likelihood of material misstatements being discovered and reported.  Consequently, the number of appropriate qualifications will increase.  As increased appropriate qualification will protect auditors from future litigation, the propensity of litigated auditors to qualify will increase after litigation, leading to the first hypothesis.

Hypothesis 1: Litigated auditors will have, ceteris paribus, a higher propensity to qualify after litigation compared to prior to the litigation.
There is a possibility that auditors may change their client portfolio risk profile after litigation.  As the litigated auditor may have different clients before and after litigation, a change in the propensity to qualify, if any, could be due to a difference in the characteristics of the client portfolio rather than the occurrence of litigation.  Including only clients that remain with the litigated auditor in the year after the litigation in testing Hypothesis 1 controls for this possibility.

If it is found that the litigated auditors increase audit quality after litigation, as measured by their propensity to qualify, the actual quality of audits will increase after litigation, despite a decrease in reputation and hence perceived audit quality.  Litigation would, therefore, merely be evidence of audit failures prior to litigation
.  It would not suggest that the auditor will not perform well after litigation.  Instead, it would suggest that the quality of subsequent audits will be improved, potentially up to that of non-litigated firms.

It is submitted that in order to reduce the risk of future litigation, the quality of audits after litigation needs to be equivalent to the quality of non-litigated firms.  Improving quality by a small amount is unlikely to be sufficient to protect the auditor from future litigation.  If the probability of the auditor detecting and reporting a material misstatement or omission is low compared to other firms, the auditor will have a higher probability of litigation relative to other auditors.  In order to protect themselves from further litigation, litigated auditors must bring their level of competence and independence up to the level of non-litigated firms.  As a result, the number of instances after litigation where the litigated auditor issues a clean opinion when a qualified opinion is due should not be significantly different from that of non-litigated auditors.

Hypothesis 2: After litigation, there will be, ceteris paribus, no significant difference in propensity to qualify between litigated and non-litigated audit  firms.
4.
RESEARCH DESIGN
The Propensity to Qualify
The propensity to qualify is measured as the number of Type II mismatches between predicted and actual qualification.  Predicted qualifications are based on a modified version of the model developed in Dopuch et al. (1987).  It is assumed that the model predicts the "correct" audit opinion and hence a Type II error occurs if qualification is predicted by the model but not issued by the auditor.  In this study, Type II errors represent auditors' propensity to qualify, which is used to test the two hypotheses developed.

The propensity to qualify prior to and after litigation is measured in the year preceding and the year following the initiation of litigation respectively.  The initiation of litigation is defined as the time when the claim is first reported in the press.  It is believed that the media enables the public to be informed about claims against auditors.  Therefore, it is the media coverage that results in reputation decline and negative consequences for the litigated auditor (Zhivov, Jubb and Houghton, 1995).

Qualification Prediction Model
Dopuch et al. (1987) developed a model to predict first time qualifications.  It was later adopted in the Australian study by Monroe and Teh (1993) to predict "subject to" opinions.  Bell and Tabor (1991) also used financial information to predict "subject to" opinions.  Other research focuses on going-concern opinions (Mutchler, 1985, Levitan and Knoblett, 1985).

A modified version of Dopuch et al. (1987) is adopted in this study.  As this paper concerns all types of qualifications, using models that deal exclusively with going concern qualifications such as Mutchler (1985) may be inadequate if other causes of qualifications are not considered.  However, a short-term liquidity measure used in Mutchler (1985) is incorporated in this study to capture going-concern issues more readily.  Unlike Dopuch et al. (1987) and Monroe and Teh (1993), this study does not distinguish between different types of qualifications. 
The audit qualification prediction model takes the form:

QUALI = bo + b1BIGSLYi + b2OPINi + b3SDi + b4BETAi + b5ALPHAi + b6INVTAi + b7RECTAi + b8LOSSi + b9ASSETi + bl0TLTAi + blICACLi + b12AGEi + b13MININGi
Where:

QUALi
=
a dummy variable coded 1 if a qualified opinion is given in the current year, 0 otherwise

BIGSIXi
=
a dummy variable coded 1 if the auditor is a Big 6 auditor, 0 otherwise



OPINi
=
a dummy variable coded 1 if a qualified opinion was given in the previous year, 0 otherwise

SDi
=
residual standard deviation of share price for companyi from the market model regression

BETAi
=
slope of the coefficient of the Scholes-William model regression for companyi's share price

ALPHAi
=
intercept of the Scholes-William model regression for companyi's share price

INVTAi
=
ratio of inventory to total assets for companyi


RECTAi
=
ratio of receivables to total assets for companyi


LOSSi
=
a dummy variable coded 1 if a loss is reported in the current year, 0 otherwise

ASSETi
=
natural logarithm of the book value of total assets for company,



TLTAi
=
ratio of total liabilities to total assets for companyi


CACLi
=
ratio of current assets to current liability for companyi


AGEi
=
a dummy variable coded 1 if companyi has been listed on the ASX for 5 years or more, 0 otherwise

MININGi
=
a dummy variable coded 1 if companyi is in the mining industry, 0 otherwise



Dependent Variable: QUAL
The independent variable is whether the company receives a qualification in the current year.  It takes the value of 1 for a qualified opinion and 0 otherwise.

Independent Variables
BIGSIX is coded 1 if the auditor is a Big 6 auditor, 0 otherwise.  It is a measure of auditor size, which is a proxy for audit quality.  Large firms have an incentive to provide high-quality audits as they have "more to lose" from decreased quality (DeAngelo, 1981).  Larger firms may also have greater independence due to larger client bases and greater competence due to better information technology or staff training.  This will increase the likelihood of detecting and reporting material misstatements.  Therefore, a positive relationship is expected between BIGSIX and QUAL.
OPIN takes the value of 1 if a qualified opinion was given in the previous year, 0 otherwise.  Previous audit opinion is known to be useful in predicting current year opinion.  Mutchler (1985) found that companies that received going-concern qualifications in the prior period are more likely to receive the same qualification in the current year.  In Monroe and Teh (1993), the opinion in the prior year was found to be one of the two most significant variables in predicting qualification.  This may be due to the continuing nature of uncertainty.  A positive relationship is expected between OPIN and QUAL.
Market Variables
Market variables are included for reasons stated above. SD is the residual standard variation of the share price for a company.  It measures the variability of returns
' and reflects risk comprising the downside potential of a company's return. SD is expressed as a percentage per month and computed from the continuously-compounded equity rate of return.

BETA measures the average sensitivity of a company's rate of return to movements in the market index.  It represents market risk. BETA is measured by the Scholes William model because of its adjustment for thin trading, which makes estimation of beta from OLS inappropriate due to violations of its assumptions
.

SD and BETA measure risk.  They are used in Dopuch et al. (1987) and Monroe and Teh (1993) in predicting qualifications.  High-risk companies involve more uncertainty and are more likely to be qualified.  SD and BETA also indicate the variability of stock, which measures litigation risk against the auditor (Lys and Watts, 1994).  Higher litigation risk may mean that auditors are more conservative, increasing the likelihood of qualification.  Positive relationships are expected between SD and QUAL and BETA and QUAL.

ALPHA measures risk-adjusted excess return.  It represents the extent to which the company outperforms the market index, after adjusting for the risk of the company.  Poor performance relative to the market increases uncertainty and hence the likelihood of qualification.  Dopuch et al. (1987) found that merely using abnormal returns or company returns is insufficient is measuring specific risk.

Financial Statement Variables
Financial statement variables are included as indicators of performance and financial position, which is strongly associated with audit opinion (Monroe and Teh, 1993, Mutchler, 1985).  Prior research on bankruptcy prediction also finds financial statement variables to have information content (Ohlson, 1980).

INVTA and RECTA express inventory and receivables as a proportion of total assets.  They measure litigation risk against the auditor.  Bell and Tabor (1991) find receivables and inventory to be high-risk accounts concerning auditor litigation. Similarly Simunic (1980) finds that litigation is likely to involve the misstatement of inventory and receivables.  As INV and REC increase, audit risk increases, and the auditor is more likely to qualify. Monroe and Teh (1993), however, find a negative relationship between inventory over total assets and going-concern qualifications, possibly due to the decrease in liquidity as the ratio decreases, increasing the probability of going-concern problems. A positive relationship is expected between RECTA and QUAL and between INVTA and QUAL, although it is recognized that the direction of the relationship between INVTA and QUAL may involve some ambiguity.

LOSS is coded 1 for a negative profit, 0 otherwise.  Profit is measured as profit before income tax and extraordinary items.  Current year loss is found to be one of the two most significant variables in explaining qualification in Dopuch et al. (1987).  LOSS measures performance.  Firms performing poorly are more likely to be qualified (Dopuch et al., 1987).  Current year loss also measures financial health or distress (Levitan and Knoblett, 1987, Zmijewski, 1984).  Distressed companies are more likely to be qualified.  Auditors of financially distressed clients also face increased litigation risk (Lys and Watts, 1994).  Therefore, auditors are likely to be more conservative with the presence of distress.  Hence a positive relationship is expected between LOSS and QUAL.
ASSET is the natural logarithm of the book value of the total assets of a company.  It measures client size.  Larger companies are likely to be financially healthy and hence are less likely to be qualified (Pratt and Stice, 1994).  Larger companies also mean that uncertainties are less likely to be material (Monroe and Teh, 1993).  However, larger companies may involve greater information asymmetry (Lys and Watts, 1994), increasing the likelihood of dysfunctional behavior and the probability of qualification. A negative relationship is expected between ASSET and QUAL, while recognizing that greater information asymmetry in larger companies may increase the likelihood of qualification.

TLTA measures total liabilities as a proportion of total assets.  It reflects leverage, which may indicate going-concern problems (Mutchler, 1985, Levitan and Knoblett, 1980).  Levitan and Knoblett (1980) find TLTA the most heavily weighted variable in their discriminant analysis.  Leverage may also indicate the company's potential of violating loan agreements (Bell and Tabor, 1991).  A positive relationship is expected between TLTA and QUAL.

CACL is a ratio of current assets to current liabilities.  It is a reflection of short-term liquidity which is useful in predicting financial distress (Zmijewski, 1984) and evaluating going-concern.  A negative trend indicates difficulties with generating cash flows (Mutchler, 1985), increasing the likelihood of qualification.

AGE is coded 1 for companies that have been listed on the ASX for five years of more, 0 otherwise.  Younger companies are more likely to experience financial distress (Monroe and Teh, 1993) and hence are more likely to be qualified.  Therefore a negative relationship is expected between AGE and QUAL.
MINING takes the value of 1 if the company is in the mining industry, 0 otherwise.  The variable is used to control for industry effects as Australia has an unusually high proportion of mining companies amongst listed companies.  The accounting standards allow much flexibility in the reporting requirements for mining companies
. As a result, the accounting policies of mining companies are more likely to fall within requirements of the accounting standards and auditors are less likely to qualify.  However, the nature of the mining industry is inherently more risky than other industries.  Higher risk may increase the likelihood of qualification, offsetting against the effects of flexibility allowed in disclosure.  A negative relationship is expected between MINING and QUAL, although it is recognized that the relationship may be partly mitigated by the higher risk involved in the mining industry.

This is a longitudinal study.  An alternative is a cross-sectional analysis, which may prevent some problems associated with longitudinal studies such as a reduced likelihood of autocorrelation.  However, limited instances of litigation in Australia means that using a cross-sectional analysis will result in few observations, potentially raising validity and reliability issues with any results found.

Hypothesis 1
Hypothesis 1 compares litigated auditors' propensity to qualify before and after litigation.  However, there is a possibility that litigated auditors may change their client portfolio after litigation to control for litigation risk (Krishnan and Krishnan, 1997).  Therefore any increase in the propensity to qualify could be due to the difference in the profiles of clients, rather than the occurrence of litigation.  To control for this competing explanation, only the clients that remain with the auditor in the year after litigation are included in testing Hypothesis 1.

Hypothesis 2
A matched pair sample is used to test Hypothesis 2. Each company engaging a litigated auditor in the year after the initiation of litigation is matched with a company engaging a non-litigated auditor.  A non-litigated auditor is defined as one who is not litigated against during the 2 years prior to the litigation in question.  If litigation begins in 1990, a non-litigated auditor would be one without litigation from 1988 to 1990.  Defining non-litigated auditors this way, rather than as auditors not litigated against during the period under review, controls for two potential problems.  First, an auditor who is litigated against in 1989 but not during the review period would not be included as a non-litigated auditor.  Second, the number of Big 6 auditors with no litigation from 1990 to 1994 is small, making matching according to auditor size problematic.

Companies are matched by size to control for the potential impact of company size on the likelihood of qualification.  Size is measured as the book value of total assets.  Following Simon and Francis (1988), a tolerance of 10% is allowed between the two samples.  A smaller tolerance may limit the availability of a match and too large a difference would be ineffective in controlling for the effect of size on the possibility of qualification.  Auditees are also matched on year and auditor tier to control for any differentiation in audit quality explained by auditor size.

5. DATA

The time period for investigation is from 1989 to 1994.  As the behavior of litigated auditors both prior to and subsequent to litigation is examined, the years of litigation investigated are from 1990 to 1993.  Observations prior to 1989 are not considered as the 1987 stock market crash was associated with significantly higher levels of company failures and instances of alleged negligence against auditors.  Differential litigation rates may imply dissimilar auditor behavior as auditors may be more conservative when the litigation rate is high.  Any increase in propensity to qualify from 1986 to 1988, for instance, may have been caused by the increased litigation rate rather than the occurrence of litigation against the auditor.  Additionally, the high litigation rate may have caused "unusual" responses from auditors not representative of the "typical" response to litigation.  Therefore observations prior to 1989 are not considered.

The time period examined commences in 1989 as the effects from the stock market crash should have decreased and any change in auditors' behavior after litigation is more likely to be constant and representative of the typical behavior of auditors as a response to litigation.  The economic environment was also more stable at this time, decreasing the likelihood of other confounding factors.  Therefore, excluding observations from prior to 1989 increases the generalizability of the results over the years. This study examines observations up to 1994 as the "subject to" audit opinion option was eliminated in October 1995.  This may have resulted in a change in qualification behavior from 1994 to 1995.  Therefore, limiting the study to 1994 avoids confounding of the results.

Data regarding details of litigation for the relevant years was obtained from Teo (1998).  Table 1 shows the details of litigation reported against auditors from 1990 to 1993.  The completeness and accuracy of the data was verified by searches in the Australian Business Index and legal information sources such as the Index to Legal Periodicals and Case Base CD-ROMS.  No additional cases were located.

TABLE 1 HERE

Information regarding the clients of litigated auditors was obtained from Who Audits Australia (Craswell, 1991-1995).  For Hypothesis 1, client portfolios of litigated auditors before and after litigation were compared to isolate only those clients remaining with the auditor after litigation.  Information regarding mergers between auditors as well as companies with name changes was examined to ensure that clients are accurately identified as remaining with auditor pre and post litigation.  For Hypothesis 2, details regarding clients of non-litigated auditors were obtained from Who Audits Australia (Craswell, 1991-1995).  The total assets of litigated auditors were then compared to those of non-litigated auditors to arrive at a match subject to the requirements specified in the previous section.

The extensive data requirements to examine the research questions were satisfied from a number of sources.  Data concerning the financial statement variables required for the qualification prediction model was obtained from the ASX Datadisk CD-Rom.  A list of the dates on which companies were listed on the ASX was obtained from the Australian Graduate School of Management (AGSM) Price Relative File.  This information was then manipulated to reflect the period of time the companies have been listed as at the years examined in the study.  Market data was obtained from the AGSM Centre for Research in Finance (CRIF).  However, such data was not available in electronic format for a number of years and therefore was manually transcribed.

6. SAMPLE

For a company to be included in the sample, it must be publicly listed on the ASX.  Market data including beta, which represents market risk, and alpha, which measure risk-adjusted excess return, must also be available.  A company must be in operation for at least 48 months for the AGSM Centre for Research in Finance to be able to provide estimates of market data.

For Hypothesis 1, companies must be clients of litigated auditors in the year before the litigation and continue to engage the same auditor in the year after the litigation.  The sample consists of 766 sets of observations for which all data is available. For Hypothesis 2, auditees engaging litigated auditors were matched with those engaging non-litigated auditors.  Due to the small number of Big 6 non-litigated auditors in any year, the sample for Hypothesis 2 is smaller than that for Hypothesis 1. Matching litigated and non-litigated auditors resulted in a sample of 263 pairs of observations, with a total of 526.

7. RESULTS

Table 2 shows the descriptive statistics for the samples of companies included in testing Hypothesis 1 and Hypothesis 2. The mean total assets for the Hypothesis 1 and Hypothesis 2 samples are $55.61 million and $41.53 million respectively, which implies that the companies in the sample are, on average, large within Australia.  The mean BETA of .919 and .963 suggests that on average, companies do not outperform the market.  The levels of inventory and receivables as a ratio of total assets also appear to be low for both samples.

TABLE 2 HERE

Apart from SD, ALPHA and CACL, most variables display little dispersion around the mean values.  Dispersion is highest for ALPHA in both the Hypothesis 1 and Hypothesis 2 samples, suggesting great variability in the performance of sample companies relative to the market.  The standard deviation of the returns of companies also tends to vary across observations.  The dispersion of CACL indicates high variability in short-term liquidity.

Hypothesis 1
The Audit Qualification Model was separately regressed on the companies prior to litigation (the BeforeLitigation sample) and subsequent to litigation (the AfterLitigation sample) for testing Hypothesis 1. Three dummy variables, LIT90, LIT91 and LIT92 were included to control for the effects of different litigation years.  Due to the large number of variables in the model, multicollinearity is a possible concern.  To address this potential problem, the correlation matrices for the two samples are shown in Table 3.

TABLE 3 HERE

For both the BeforeLitigation and AfterLitigation samples, the highest correlation is between SD and ASSET, with correlations of .62 and .63 respectively.  It is, however, expected that the variability of a company's share price is associated with the size of the company.  The standard deviation of share prices and the assets of a company have also been included concurrently in qualification predictions in prior studies without evidence of significant problems (Dopuch et al., 1987, Bell and Tabor, 1991).  Although the correlations between a number of other variables are significant, none of them are correlated at above .55. A majority of variables display correlations of less than .20 and so multicollinearity should not be a major statistical concern.

Qualification Prediction Model
Table 4 reports the outcome of the qualification prediction model for both the BeforeLitigation and the AfterLitigation samples.  The chi-square goodness of fit is 251.999 and 279.097 respectively, both significant at p = .000. This suggests that both logistic regressions are significant.  The Nagelkerke Pseudo W is .459 for the BeforeLitigation sample and .551 for the AfterLitigation sample, indicating that both models are of good fit.  Consistent results between predicted and actual opinion for the BeforeLitigation sample occur for 96.97% of actual unqualified opinions and 50.00% of actual qualified opinions.  Assuming that the model predicts the appropriate opinion, 96.97% of the clean opinions and 50.00% of qualifications given by auditors are "correct".  For the AfterLitigation sample, 97.12% of unqualified opinions and 58.88% of qualified opinions are the appropriate audit opinions.  

TABLE 4 HERE

The consistency between predicted and qualified opinions is slightly lower than that of prior studies, such as Bell and Tabor (1991). For both the BeforeLitigation and AfterLitigation samples, OPIN is positive and highly significant (p = .000). In accordance with expectations, this indicates that qualification in the previous year increases the likelihood of qualification in the current year. LOSS is also positive and highly significant at p .000 for the BeforeLitigation sample, suggesting that an auditee reporting a loss is more likely to receive a qualification.  For the AfterLitigation sample, however, LOSS is insignificant, suggesting no significant association between a loss reported and the likelihood of qualification.  INVTA is negative and significant at p = .050 for the BeforeLitigation sample.  This is consistent with Monroe and Teh (1993) and may be due to lower liquidity associated with a higher ratio of inventory to total assets, increasing the risk of the company and hence the likelihood of qualification.

ASSET is insignificant for both the BeforeLitigation and AfterLitigation samples, suggesting that company size has little impact on the likelihood of qualification. TLTA and CACL are also insignificant for both samples.  Combined with the high significance of LOSS, a possible implication is that litigated auditors emphasise profit and loss statement items to a greater extent than a company's leverage and short-term liquidity when issuing qualifications.

Examining the market variables reveals, as expected, a positive and highly significant coefficient for SD (p<.001) for both samples. This indicates that where the share price of a company is volatile, as measured by its standard deviation from the market model, qualification is more likely.  This may be due to increased risk associated with companies having large fluctuations in share price.  Consistent with Dopuch et al. (1987) and Monroe and Teh (1993), ALPHA is negative and significant at p = .001, but only for the AfterLitigation sample.  If a company under-performs relative to the market, qualification is more likely.  BETA is insignificant for both samples.

MINING is negative and highly statistically significant at p < .05 for both the BeforeLitigation and AfterLitigation samples.  Companies in the mining industry are less likely to be qualified compared to companies in other industries.  This may be due to greater flexibility allowed in the reporting practices of mining companies. BIGSIX and AGE are insignificant for both samples, suggesting that there is no significant relationship between auditor tier, the age of the company and qualification.

Of interest in the examination of Hypothesis 1 is the number of Type II errors.  Assuming that the opinion predicted by the model is the "correct" opinion, a Type II error occurs when qualification is predicted but not given.  The classification tables in Table 5 show that the number of Type II errors made by auditors prior to litigation is 19 out of a total of 69 predicted qualifications.  After litigation, there are 19 Type II errors out of 63 predicted qualifications.  A Pearson chi-square test is performed to determine the independence of litigation and opinion type accuracy.  The results are presented in Table 6. The Pearson chi-square statistic is .061 and fails to achieve statistical significance at conventional levels (p = .805). Therefore the null hypothesis of no difference between the propensity to qualify between auditors before and after litigation fails to be rejected.

TABLES 5 AND 6 HERE

To examine more closely the qualification behavior of individual auditors, the model is separately re-estimated for each litigated auditor.  Only Big 6 litigated auditors are included in this test as the number of listed companies engaging litigated second-tier auditors is small. 

Table 7 presents the number of Type II errors and the total number of predicted qualifications for separate auditors.  The results of the tests for independence are also reported.  As the number of observations in a number of cells is less than five, the results using both the Pearson Chi-square and the Fisher's exact test are reported.  For the Pearson chi-square test to provide valid results, it is recommended that all expected frequencies be at least five.  Although some studies such as Everitt (1977) have indicated that this is too stringent and can be relaxed, the results of the Fisher's exact test are also reported
. 

TABLE 7 HERE

Both the Pearson chi-square and the Fisher's test statistic are insignificant for all auditors when examined individually.  There is no one auditor whose behavior significantly influences the results.  These findings are consistent with those using the entire sample.

For the BeforeLitigation sample, the coefficient of LIT90 is significant at p < .05 and LIT92 is weakly significant at p < .10. This suggests that qualification behavior in 1989 and 1993 may be different from the rest of the sample.  Unusual qualification behavior in 1989 could be a consequence of the 1987 stock market crash which resulted in a dramatic increase in the number of qualifications issued by auditors (Green and Simnett, 1993).  Re-estimating the model on a yearly basis would test whether qualifications in 1989 are confounding the results.  Re-estimation by year also controls for possible autocorrelation, which may have arisen as the data is pooled across years. The data may potentially include observations from the same company over more than one year and therefore the observations may not be truly independent. Results of regressions estimated on a yearly basis are presented in Table 8. Again, the results of both the Pearson chi-square and the Fisher's exact test are reported.

TABLE 8 HERE

With the exception of 1993, the Pearson chi-square and Fisher's test statistics are insignificant.  For 1993, the test statistics using the Pearson chi-square and Fisher's one tailed test are weakly significant at p < .10.  The results are consistent with the findings above, indicating that qualification behavior in 1989 and 1993 is not confounding results.

Although the results of the model estimated by year suggest that the possible existence of autocorrelation has not significantly affected the results, an additional test of autocorrelation is conducted.  The model using the entire sample is estimated using STATA, a statistical package that facilitates clustering of observations in time-series data as a means of coping with potential autocorrelation.  The logistic regression is run clustering on year and on company identity.  There is no substantive change to the results.  This provides further support that the results are not significantly affected by potential autocorrelation
.

Hypothesis 2

Similar to Hypothesis 1, the Qualification Prediction Model is fitted separately to the sample of companies engaging litigated auditors (the Litigated sample) and the sample engaging non-litigated auditors (the Non-litigated sample).  Dummy variables LIT90, LIT91 and LIT92 are included to control for year effects. Correlation matrices for the two regressions are presented in Table 9. Similar to those of the Hypothesis 1 sample, the highest correlations occur between the variables ASSET and SD, with correlations of .54 and .55 respectively. All other variables are correlated at less than .50 with a majority correlating at less than .20. Therefore the results should not be significantly affected by multicollinearity.

TABLE 9 HERE

Qualification Prediction Model
Table 10 reports the results of the logistic regressions.  Both models are significant at p = .000, as indicated by the Chi-square goodness of fit.  The Nagelkerke Pseudo W is .491 for the Litigated sample and .697 for the Non-litigated sample, indicating both models fit well.

TABLE 10 HERE

OPIN is again positive and highly statistically significant at p = .000 for both regressions. ALPHA is negative and weakly significant at p < .10 for the non-litigated sample. SD is insignificant for the Litigation sample but significant at p < .10 for the Non-litigation sample. MINING is negative and weakly significant at p < .10 for the litigated sample but insignificant for the non-litigated sample.  This indicates litigated auditors tend to qualify mining companies less frequently whereas non-litigated auditors do not have such a tendency.  A possible implication is that non-litigated auditors are more likely to recognize the inherent risk associated with the mining industry and take this into account in issuing audit opinions.  

The greatest difference between the Litigation and Non-litigation sample lies in the significance of CACL.  CACL is negative and highly significant at p = .002 for the Non-litigated sample whereas for the Litigated sample, CACL is insignificant with p = .355. This implies that companies with better short-term liquidity are less likely to receive qualifications from non-litigated auditors.  Litigated auditors, on the other hand, do not appear to place emphasis on short-term liquidity in issuing audit opinions.  As in Hypothesis 1, ASSETS and TLTA are insignificant for both samples. LIT90, LIT91 and LIT92 are all insignificant suggesting the timing of the observation has no significant impact on qualification behavior of litigated compared to non-litigated auditors.

As for Hypothesis 1, of primary interest is the number of Type II errors.  Table 11 reports the classification tables.  For the Litigated group, there is a total of 8 Type II errors out of 19 predicted qualifications.  The Non-litigated group has 14 Type II errors out of 56 predicted qualifications.  From the Pearson chi-square test results the statistic is insignificant.  This supports the second hypothesis of no significant difference between the propensity to qualify of litigated and non-litigated auditors subsequent to litigation. The model is again estimated using STATA to test for potential effects of autocorrelation.  The regression is run clustering on year as well as on company identity.  Again, there are no significant changes to results, indicating the findings are not significantly influenced by autocorrelation
. 

TABLE 11 HERE

Sensitivity Analyses
For the above analysis, a non-litigated auditor is defined as one not litigated against during the year its litigated match was litigated against, or the two years prior.  This strict definition results in a sample size of 263 pairs of observations with Arthur Anderson being the only non-litigated Big Six auditor in three of the four years examined.  Arthur Anderson may have firm-specific characteristics in issuing audit opinions which may not be representative of other Big Six auditors.  Therefore comparing the qualifying behavior of litigated Big Six auditors with Arthur Anderson only may limit the validity of the tests.  Relaxing the definition of a non-litigated auditor may increase the sample size and the number of Big Six non-litigated auditors in the sample, enhancing the power of the tests.  The question arises, however, as to whether relaxing the definition, such as through decreasing the number of years without litigation required to be categorised as a non-litigated auditor, would decrease the ability of the auditor to represent the population of non-litigated auditors.  

Tests are conducted re-defining a non-litigated auditor as one without litigation in the litigation year of its litigated match and the year before, and also as one without litigation in the litigation year only.  This results in sample sizes of 267 and 492 pairs of observations respectively and an increase in the number of Big 6 non-litigated auditors included. Consistent with the previous analysis, the Pearson chi-square statistics remain insignificant.  This finding supports the robustness of results to the definition of a non-litigated auditor.

8.
CONCLUSION
This study investigates the relationship between litigation against auditors and auditors' propensity to qualify, examining the propensity of litigated auditors to qualify prior to and subsequent to litigation.  Assuming that the opinion predicted by an audit qualification model (Dopuch et al., 1987) is the "appropriate" audit opinion, the study focuses on the number of Type II errors made by auditors pre- and post-litigation as a proportion of the total number of qualifications predicted. It does this after controlling for the effects of auditors changing the risk-profile of their client portfolio by examining only clients remaining with the auditor after litigation.  The study also examines the qualification behavior of litigated auditors compared to non-litigated auditors in the post-litigation year.   Again, the number of Type II errors as a proportion of the number of qualifications predicted is used in measuring the propensity to qualify. Results suggest that the propensity to qualify of litigated auditors does not increase significantly after litigation.  Their propensity to qualify after litigation, however, is not significantly different from that of non-litigated auditors.

To the extent that the propensity to qualify, as measured by the number of Type II errors, is indicative of audit quality, the findings of this study suggest audit quality does not improve after litigation.  Litigation, therefore, cannot be seen as a mechanism to induce litigated auditors to improve their quality in the context examined in this study.

Another implication is that despite all the negative consequences of litigation found in prior studies, auditors do not appear to increase their qualification rate in an attempt to avoid these negative consequences.  This may suggest auditors rely on other means to avoid the cost of litigation.  Actions may include intense lobbying for changes in liability laws or managing their client portfolios to reduce litigation risk.  Individual auditors may take action such as early retirement from the profession (Dalton, Hill and Ramsey, 1994).  At least some of these actions have negative implications for the profession as well as the community.

Future research can extend this analysis by examining whether the occurrence of litigation results in litigated auditors changing the risk profile of their client portfolio.  The extent to which auditors lobby for changes to limit auditor liability laws may also be associated with the litigation history of the auditor.

Results indicate that, to the extent that the propensity to qualify represents audit quality, there is no significant difference between the quality of litigated and non-litigated auditors after litigation, without any increase in the quality of litigated auditors after litigation.  This suggests that prior to litigation, the level of audit quality is equivalent between litigated and non-litigated auditors.  A possible implication is that substandard audits or audit failure do not drive litigation.  A potential explanation can be offered by the insurance hypothesis, suggesting litigation occurs not as a result of "fault", but rather due to auditors' "deep pockets".  This study, although not dismissing the insurance hypothesis, is not a direct test of its existence.  It remains, therefore, for future research to fully examine its role.

The implication that qualification rates between litigated and non-litigated auditors, even prior to litigation, is approximately equal is partially consistent with prior research that has found qualifications fail to protect auditors from litigation.  These prior studies, however, are conducted in different settings using different samples and therefore the results in this study cannot be said to be directly consistent with those findings.  Future research can examine directly the relationship between qualification and litigation in the setting of this study.

The equivalence of audit quality in terms of qualifying behavior between litigated and non-litigated auditors also suggests that client behavior after litigation found in prior studies (eg switching auditor), is unnecessary.  Pricing of audits subsequent to litigation and the credibility of subsequent audited financial reports should not be lower than that of non-litigated auditors.  The suggestion that litigated firms perform at comparable audit quality to non-litigated firms also brings into question the adequacy of using reputation as a proxy for audit quality.  From prior research, litigated auditors can be argued to have poorer reputation compared to non-litigated auditors.  However, results of this study suggest actual audit quality does not differ significantly between the two.  The implication follows that reputation damaged by litigation may not be an appropriate indicator of audit quality.

Other possible areas of future research include a more comprehensive measure of the propensity to qualify.  This study examines the propensity to qualify in terms of the number of Type II errors.  This is a measure of the auditors' tendency to underqualify.  Future research can also examine whether litigation has an impact on auditors' inclination to "overqualify". Future research can also examine the relationship between litigation and the propensity to qualify in other common law countries, which would provide evidence regarding the generalisability of the results across jurisdictions.  The study can also be extended to examine whether the same relationships hold in different time periods.

Limitations
This study is subject to a number of limitations.  The use of matched-pairs results in a non-random sample, which limits the generalizability of the results.  Matching companies by size also means matches may be available only for companies of average size so very large or very small companies are likely to be excluded.  Additionally, the lack of Big Six non-litigated auditors means clients of litigated Big Six auditors are often matched with those of one audit firm as the non-litigated pair.  Firm-specific characteristics and qualification behavior may influence the results.  This limitation, however, is addressed by conducting sensitivity analysis where clients of more than one Big Six non-litigated auditor are included.

The seriousness of litigation, indicated by the amount of damages claimed, is not considered in the study.  Serious claims may result in greater reputation decline and induce potentially different reactions from auditors.  The potential effects of auditor specialisation are also not examined.  Litigation within an auditor industry specialisation may have more impact than outside the specialisation. The propensity to qualify after litigation is measured as the number of Type II errors in the year after the initiation of litigation. Lagged effects are not captured.  The possible effect of the case outcome is also not considered.

Another limitation is that only publicly available information is incorporated in the prediction model.  However, auditors may have access to private information. Also, the availability of data, in particular market information, results in reduced sample sizes particularly for the Hypothesis 2 sample. The sample is also limited to companies listed on the ASX, yet some litigation involves non-listed companies.

Concluding Remarks

This study contributes to the research literature regarding auditor litigation by examining the qualification behavior of litigated auditors pre- and post-litigation.  The results suggest litigated auditors do not change their behavior with respect to qualifying after litigation despite widely documented negative consequences associated with litigation.  This may suggest that auditors rely on other methods to reduce the likelihood of litigation.  Auditors may select less risky clients in their portfolios or engage in other risk avoidance strategies that may be undesirable from the point of view of social welfare.  Although it remains for future research to examine the existence of such practices and their potential effects on financial report users and society more generally, this study contributes by providing evidence with respect to the reactions of auditors to the rising instances of auditor litigation.

TABLE 1

AUDITOR LITIGATION: 1990-1993

Year
Auditee
Industry
Auditor(s)

1990
Duke Group

Ernst & Young

KPMG Peat Marwick

1990
Equiticorp Tasman Ltd
Entrepren. Inv.
Deloitte, Haskins and Sells

1990
Kia Ora Gold Corporation
Mining – Gold
Arthur Young

KPMG Peat Marwick

Nelson Wheeler

1990
National Safety Council of Australia
-
Horwarth & Horwarth

1990
Qintex Ltd
Media
Duesburys

1990
Rothwells Merchant Bank
Banking & Finance
KPMG Peat Marwick

1991
AIMS Pty Ltd
Misc. Industrials
Nelson wheeler

1991
Battery Group

Deloitte Ross Thomatsu

1991
Bart Cummings
Media
Coopers & Lybrand

KPMG Peat Marwick

1991
Beneficial Finance Corporation
Banking & Finance
Price Waterhouse

1991
Budget Group
Misc. Industrials
Coopers & Lybrand

1991
Estate Mortgage Trusts
Property Trusts
Priestley & Morris

Tyshing Price & Co Financial Services

1991
Eugenie Holdings

Coopers & Lybrand

1991
Greenhill Companies
Misc. Industrials
Coopers & Lybrand

1991
Occidental and Regal Life Ins.
Insurance
Deloitte, Ross Thomatsu

1991
Ray White Property Group
Dev. & Contract’s
Coopers & Lybrand

1991
Swan Building Society
Banking & Finance
KPMG Peat Marwick

1991
Titan Hills Australia

Coopers & Lybrand

1992
Independent Resources 
Mining-Gold
Deloitte Touche Thomatsu

1992
Linter Group Ltd
Div. Industrials
Price Waterhouse

1992
Pyramid Building Society
Banking & Finance
Day, Neilson Jenkins & Johns

1992
State Bank of Victoria
Banking & Finance
Ernst & Young

KPMG Peat Marwick

1992
Tricontinental Corporation Ltd
Banking & Finance
KPMG Peat Marwick

1992
Western United Ltd
Invest. & Fin. Serv.
Nelson Wheeler

1993
Budget Rent-A-Car Aust. Pty Ltd
Transport
Coopers & Lybrand

1993
Deposit & Investment Co. Ltd
Invest. & Fin. Serv.
KPMG Peat Marwick

1993
Excel Finance Coporation
Banking & Finance
KPMG Peat Marwick

1993
Farrow Finance
Banking & Finance
Coopers & Lybrand

Price waterhouse

Day Neilson Jenkins & Johns

1993
Geneva Finance Ltd
Banking & Finance
Howarth & Horwarth 

1993
Westmex Ltd
Entrep. Investors
Grant Thornton

Thompson Douglass Butterell

Source: Table 2, Teo, E. “Audit Litigation and the Pricing of Audit Services” Honours Thesis, Department of Accounting and Finance, The University of Melbourne. 1998.

TABLE 2

DESCRIPTIVE STATISTICS

Panel A: Hypothesis 1


N
Minimum
Maximum
Mean
Standard Deviation

AGE
1532
0.000
1.000
-0.780
0.410

ALPHA
1532
-87.030
399.010
-7.374
34.055_

ASSET
1532
-4.610
11.780
4.018
2.435

BETA
1532
-5.230
6.880
0.919
1.089

BIGSIX
1532
0.000
1.000
0.940
0.240

CACL
1532
0.000
96.430
3.440
8.363

INVTA
1532
0.000
3.330
0.105
0.160

LIT90
1532
0.000
1.000
0.170
0.373

LIT91
1532
0.000
1.000
0.290
0.454

LIT92
1532
0.000
1.000
0.300
0.457

LOSS
1532
0.000
1.000
0.380
0.490

MINING
1532
0.000
1.000
-0.370
0.480

OPIN
1532
0.000
1.000
0.160
0.370

RECTA
1532
0.000
2.130
0.125
0.158

SD
1532
2.500
63.200
15.697
10.191

TLTA
1532
0.000
22.780
0.495
0.972

Panel B: Hypothesis 2


N
Minimum
Maximum
Mean
Standard Deviation

AGE
526
0.000
1.000
0.821
0.384

ALPHA
526
-70.690
198.450
-2.648
33.140

ASSET
526
-0.510
8.390
3.726
1.850

BETA
526
-7.260
10.510
0.963
1.209

BIGSIX
526
0.000
1.000
0.780
0.416

CACL
526
0.000
115.170
3.224
8.254

INVTA
526
0.000
1.710
0.119
0.157

LIT90
526
0.000
1.000
-0.259
0.438

LIT91
526
0.000
1.000
-0.257
0.437

LIT92
526
0.000
1.000
-0.257
0.437

LOSS
526
0.000
1.000
0.375
0.485

MINING
526
0.000
1.000
0.319
0.467

OPIN
526
0.000
1.000
0.217
0.412

RECTA
526
0.000
2.090
0.135
0.175

SD
526
2.500
62.400
16.011
10.301

TLTA
526
0.000
9.720
0.473
0.635

See Table 3 for variable definitions

TABLE 3
CORRELATION MATRICES: Hl
Panel A: Before Litigation Sample

AGE
ALPHA
ASSET
BETA
BIGSIX
CACL
INVTA
LIT90
LIT91
LIT92
LOSS
MINING
OPIN
RECTA
SD
TLTA

AGE
-1.00
-.09**
-.22**
.01
.04
.16**
-.05
-.10**
.11**
.00
-.08*
.00
.03
.07*
.18**
.00

ALPHA
-.09**
1.00
.44**
.00
.01
-.10**
.03
-.05
.01
.13**
.45**
.29*'
.22**
.00
-.52**
-.07*

ASSET
-.22**
.44**
1.00
-.01
-.11**
-.20**
.07*
-.03
-.06
.06
.48**
.34**
.11**
.05
-.62
-.05

BETA
.01
.00
-.01
1.00
.07*
.09*
-.13**
.04
-.12**
.09*
-.13**
-. 19**
-.08*
-. 10**
.13**
.08*

BIGSIX
.04
.01
-.11**.
.07*
1.00
.06
-.06
-.14**.
.01
.02
-.07
-.06
.09*
-.04
.06
-.05

CACL
.16**
-. 1 0**
-.20**
.09*
.06
1.00
-. 13**
.01
.02
-.06
-. 15**
-.16**
.09*
.04
.15**
-.12**

INVTA
-.05
.03
.07*
-.13**
-.06
-.13**
1.00
.02
.03
-.04
.03
.25**
-.04
.14**
-.10**
.06

LIT90
-.10**
-.05
-.03
.04
-.14**
.01
.02
1.00
-.29**
-.29**
-.11**
-.04
-.02
.00
.02
03

LIT91
-.11**
.01
-.06
-.12**
.01
.02
.03
-.29**
1.00
-.41
-.03
.02
-.03
-.03
.03
-.03

LIT92
.00
.1 3**
.06
.09*
.02
-.06
-.04
-.29**
-..41**
1.00
.05
.05
.05
.03
-.05
.03

LOSS
-.08*
.45**
.48**
-.13**
-.07
-.15**
.03
-.11**
-.03
.05
1.00
.33**
.15**
.02
-.49**
-.07

MINING
.00
.29**
-.34**
.19**
-.06
-.16**
.25**
-.04
.02
.05
.33**
1.00
.07
.24**
-.39**
.02

OPIN
.03
.22**
.11**
-.08*
.09*
.09*
-.04
-.02
-.03
.05
.15**
.07
1.00
.07
-.22**
-. 15**

RECTA
.07*
.00
.05
-. 10**
-.04
.04
.14**
.00
-.03
.03
.02
.24**
.07
1.00
-.11
.01

SD
.18**.
-.52**
-.62**
.13**.
.06
.15**
-.10**.
.02
.03
-.05
-.49**
-.39'*
-.22**
-.11**
1.00
.05

TLTA
.00
- 07*
-.05
.08*
-.05
-.12**
.06
.03
-.03
03
-0/07
.02
-.15**
.01
.05
1.00

Correlation is significant at the 0.01 level (2-tailed), Correlation is significant at the 0.05 level (2-tailed).

Notes:



AGE
a dummy variable coded 1 if companyi has been listed on the ASX for 5 years or more, 0 otherwise

ALPHA =
intercept of the Scholes-Williarn model regression for companyi's share price

ASSET
= natural logarithm of the book value of total assets

BETA
= slope of the coefficient of the Scholes-William model regression for companyi's share price

BIGSIX
a dummy variable coded 1 if the auditor is a Big 6 auditor, 0 otherwise

CACL
ratio of current assets to current liability

INVTA
ratio of inventory to total assets

LOSS
a dummy variable coded 1 if a loss is reported in the current year, 0 otherwise

MINING =
a dummy variable coded 1 if companyi is in the mining industry, 0 otherwise

OPIN
= a dummy variable coded 1 if a qualified opinion was given in the previous year, 0 otherwise

RECTA =
ratio of receivables to total assets

SD
= residual standard deviation of share price for companyi from the market model regression

TLTA
= ratio of total liabilities to total assets

TABLE 3
CORRELATION MATRICES: Hl
Panel B: After Litigation Sample

AGE
ALPHA
ASSET
BETA
BIGSIX
CACL
INVTA
LIT90
LIT91
LIT92
LOSS
MINING
OPIN
RECTA
SD
TLTA

AGE
1.00
.09*
-.02
02
-.02
.06
.00
23**
.03
.08*
.06
.04
-.02
.04
.01
-.02

ALPHA
-.09*
1.00
.05
.02
.04
.04
-.03
.20**
.1 7**
-.05
.08*
.1 8**
-.07*
.03
.25*'
1 4**

ASSET
-.02
.05
1.00
-.08*
.10**
-.19**
.12**
.01
-.03
.04
.32**
.1 6**
-.63**
.07
.42**
.11**

BETA
-.02
.02
-.08*
1.00
.06
.12**
-.14
.07
.06
-.05
.1 2**
.1 6**
.27*
.07*
.1 3**
.07

CACL
.06
.04
.19**
.12**
.04
1.00
.14**
.02
.03
-.08*
-.18**
.03
.09**
.00
-.08*
13**

BIGSIX
-.02
.04
-.10**
.06
1.00
.04
-.07
-.14**
.01
.02
-.06
.03
.06
-.10**
.03
.05

INVTA
00
-.03
12**
-.14**
-.07
-. 14**
1.00
.00
.00
-.01
.31
.12**
-. 16**
.14**
.11**
.06

LIT90
-.23**
.20**
.01
.07
-. 14**
.02
.00
1.00
-.29**
-.29**
-.04
.02
.00
.03
.05
.00

LIT91
.03
.17**
-.03
.06
.01
.03
.00
-.29**
1.00
-.41
.01
.00
.05
.05
.08*
-.06

LIT92
.08*
-.05
.04
-.05
.02
-.08*
-.01
-.29**
-.41**
1.00
.06
.00
-.04
.00
-.02
.04

LOSS
.01
.25**
.42**.
-.13**
-.03
-.08*
.11**
.05
.08*
-.02
.27**
.23**
-.47**
.08*
1.00
12**

MINING
.06
.08*
.32**
-.12**
-.06
-.18**
.31 **
-.04
.01
.06
1.00
.03
-.34**
.21
.27**
.01

OPIN
.04
.1 8**
.16**
-.16**
.03
.03
.1 2**
.02
.00
.00
.03
1.00
-.33**
.04
.23**
-. 16**

RECTA
.04
.03
.07
-.07*
-. 10**
.00
.14**
.03
.05
.00
.21
.04
-.12**
1.00
.08*
.19**

SD
-.02
-.07*
-.63*.
.27**.
.06
.09**
-.16**
.00
.05
-.04
-.34**
-.33**
1.00
-.12**
-.47**
.13**

TLTA
-.02
-. 14**
-. 11 **
-07
-.05
13**
.06
00
-,06
.04
01
1 6**
.13**
.19**
-.12**
1.00





































Correlation is significant at the 0.01 level (2-tailed), Correlation is significant at the 0.05 level (2-tailed).

Notes:



AGE
a dummy variable coded 1 if companyi has been listed on the ASX for 5 years or more, 0 otherwise

ALPHA =
intercept of the Scholes-Williarn model regression for companyi's share price

ASSET
= natural logarithm of the book value of total assets

BETA
= slope of the coefficient of the Scholes-William model regression for companyi's share price

BIGSIX
a dummy variable coded 1 if the auditor is a Big 6 auditor, 0 otherwise

CACL
ratio of current assets to current liability

INVTA
ratio of inventory to total assets

LOSS
a dummy variable coded 1 if a loss is reported in the current year, 0 otherwise

MINING =
a dummy variable coded 1 if companyi is in the mining industry, 0 otherwise

OPIN
= a dummy variable coded 1 if a qualified opinion was given in the previous year, 0 otherwise

RECTA =
ratio of receivables to total assets

SD
= residual standard deviation of share price for companyi from the market model regression

TLTA
= ratio of total liabilities to total assets

TABLE 4

AUDIT QUALIFICATION MODEL: TESTING HI


Panel A: BeforeLitigation Sample
Panel B: AfterLitigation Sample

Variable
Coefficient
S.E.
Ward Value
Sig
Coefficient
S.E.
Ward Value
Sig

Constant
-5.722
0.943
36.821
0.000
-5.155
1.086
22.532
0.000

AGE
0.441
0.277
2.533
0.112
0.722
0.582
1.538
0.215

ALPHA
-0.003
0.005
0.246
0.620
-0.019
0.006
10.691
0.001

ASSET
0.055
0.073
0.568
0.451
0.095
0.078
1.477
0.224

BETA
0.137
0.103
1.787
0.181
0.082
0.122
0.455
0.500

BIGSIX
1.018
0.672
2.296
0.130
-0.366
0.639
0.328
0.567

CACL
-0.030
0.020
2.150
0.143
-0.009
0.021
0.193
0.660

INVTA
-1.713
0.873
3.851
0.050
-1.887
1.162
2.639
0.104

LIT90
0.985
0.400
6.056
0.014
0.762
0.535
2.032
0.154

LIT91
0.315
0.373
0.712
0.399
0.457
0.463
0.972
0.324

LIT92
0.622
0.356
3.054
0.081
0.642
0.455
1.995
0.158

LOSS
1.306
0.296
19.515
0.000
0.492
0.335
2.159
0.142

MINING
-0.749
0.300
6.251
0.012
-0.995
0.351
8.053
0.00

OPIN
2.803
0.271
106.801
0.000
3.052
0.303
101.637
0.000

RECTA
1.092
0.676
2.614
0.106
0.336
0.863
0.152
0.697

SD
0.065
0.016
16.005
0.000
0.060
0.017
12.272
0.001

TLTA
-0.077
0.088
0.766
0.382
0.100
0.093
1.153
0.283

No. of Observations

-2 Log Likelihood

Goodness of Fit Nagelkerke - R2

Model Chi-Square

Significance

766

786.018

470.539

0.459

252.000

0.000
766

832.339

340.435

0.551

279.097

0.000

See Table 3 for variable definitions

TABLE 5

CLASSIFICATION TABLES: TESTING HI

Panel A: BeforeLitigation Sample



Predicted Opinion




Unqualified
Qualified


Observed Opinion
Unqualified
609
19
96.97%


Qualified
69
69
50.00%




Overall
88.51%

Panel B: AfterLitigation Sample


Predicted Opinion




Unqualified
Qualified


Observed Opinion
Unqualified
640
19
97.12%


Qualified
44
63
58.88%




Overall
91.78%

TABLE 6

TESTS OF INDEPENDENCE: HI



Before Litigation
After Litigation
Total


Type II Errors
19
19
38

Audit 
Correct Qualifications
69
63
132

Opinion
Total Predicted Qualifications
88
82
170








Number of Observations
766
766
1532

Pearson Chi-square
0.061



Significance
0.805

TABLE 7

TESTS OF INDEPENDENCE: HI - INDIVIDUAL AUDITORS

Litigation: 1990, 1991, 1992 and 1993

Panel A: KPMG



Before Litigation
After Litigation
Total


Type II Errors
6
4
10

Audit 
Correct Qualifications
23
27
50

Opinion
Total Predicted Qualifications
29
31
60








Number of Observations
301
301
602






Pearson Chi-square
0.654



Significance
0.419



Fisher's Exact Test (one-tailed)

Significance
0.322

Panel B: Deloitte



Before Litigation
After Litigation
Total


Type II Errors
3
3
6

Audit 
Correct Qualifications
15
16
31

Opinion
Total Predicted Qualifications
18
19
37








Number of Observations
102
102
204

Pearson Chi-square
0.005



Significance
0.942





Fisher's Exact Test (one-tailed)



Significance
0.643

Panel C: Ernst & Young



Before Litigation
After Litigation
Total


Type II Errors
4
2
6

Audit 
Correct Qualifications
18
11
29

Opinion
Total Predicted Qualifications
22
13
35








Number of Observations
74
74
148

Pearson Chi-square
0.045



Significance
0.832



Fisher's Exact Test (one-tailed)



Significance
0.608

TABLE 7 (cont.)

TESTS OF INDEPENDENCE: HI - INDIVIDUAL AUDITORS

Litigation: 1990, 1991, 1992 and 1993

Panel D: Price Waterbouse


Before Litigation
After Litigation
Total


Type II Errors
4
2
6

Audit 
Correct Qualifications
21
18
39

Opinion
Total Predicted Qualifications
25
20
45








Number of Observations
131
131
262

Pearson Chi-square
0.346



Significance
0.556



Fisher's Exact Test (one-tailed)



Significance
0.447

Panel E: Coopers & Lybrand



Before Litigation
After Litigation
Total


Type II Errors
4
1
5

Audit 
Correct Qualifications
7
5
12

Opinion
Total Predicted Qualifications
11
6
17








Number of Observations
113
113
226

Pearson Chi-square
0.726



Significance

0.394



Fisher's Exact Test (one-tailed)



Significance

0.395

TABLE 8

TESTS OF INDEPENDENCE: INDIVIDUAL YEARS

Panel A:1990

Litigation


Before Litigation
After Litigation
Total


Type II Errors
7
4
11

Audit 
Correct Qualifications
10
17
27

Opinion
Total Predicted Qualifications
17
21
38








Number of Observations
128
128
256

Pearson Chi-square
2.237



Significance
0.135



Fisher's Exact Test (one-tailed)



Significance
0.128


Before Litigation
After Litigation
Total


Type II Errors
5
6
11

Audit 
Correct Qualifications
16
20
36

Opinion
Total Predicted Qualifications
21
26
47








Number of Observations
222
222
444

Pearson Chi-square
0.003



Significance
0.905



Fisher's Exact Test (one-tailed)



Significance
0.610

TABLE9
CORRELATION MATRICES: H2
Panel A: Litigated Sample

AGE
ALPHA
ASSET
BETA
BIGSIX
CACL
INVTA
LIT90
LIT91
LIT92
LOSS
MINING
OPIN
RECTA
SD
TLTA

AGE
1.00
-.12
.14*
.01
.02
-.01
.12*
-.25**
.08
.01
.05
.14*
.12*
.06
-.11
.05

ALPHA
-.12
1.00
.09
.07
.11
.02
-.03
.29'*
.21
-.12
.40**
.08
.19**
.04
-. 18**
-.18**

ASSET
.14*
.09
1.00
-.21**
-.12
-.10
.1 5*
-.12
.06
.09
.41
.24**
.1 8**
.06
-.55*'
.02

BETA
.01
.07
-.21**
1.00
.14*
.10
-.13*
.08
.06
-.07
-.07
-.08
-.19**
-.12
.33**
.07

BIGSIX
.02
.11
-.12
.14*
1.00
.05
-.06
-.14*
.1 3*
-.09
.04
-.07
.1 3*
-. 14*
.02
-. 1 7**

CACL
-.01
.02
-.10
.10
.05
1.00
-.15*
.05
.07
-.22*'
-.07
-0.13*
.06
-.12
.01
-.27**

INVTA
.1 2*
-.03
.1 5*
-.13*
-.06
-.15*
1.00
-.12*
-.04
.1 8**
.05
.30**
.20**
.21
-.13*
.24**

LIT90
-.25**
.29**
-.12
.08
-. 14*
.05
-.12*
1.00
-.35**
-.28**
.04
-.05
.04
.09
.05
-.08

LIT91
.08
.21
.06
.06
.1 3*
.07
-.04
-.35**
1.00
-.33**
.1 7** 1
.08
-.07
-.06
-.06
-.11

LIT92
.01
-.12
.09
-.07
-.09
-.22**
.1 8**
-.28**
-.33**
1.00
.00
.04
.07
.07
-.06
.10

LOSS
-.05
.40**
.41
-.07
.04
-.07
.05
.04
.1 7** 1
.00
1.00
.1 6**
.21
.11
-.38**
-.25**

MINING
14*
.08
.24**
-.08
-.07
-.13*
.30**
-.05
.08
.04
.1 6**
1.00
.07
.28**
-,35**
.1 5*

OPIN
.12*
.19**
.1 8**
-.19*.
.13*
.06
.20**
.04
-.07
.07
.21
.07
1.00
.14*
-.35'*
-.21**

RECTA
.06
.04
.06
-.12
-. 14*
-.12
.21**
.09
-.06
.07
.11
.28**
.14*
1.00
-.18**
.11

SD
11
-.18*'
-.55**
.33**
.02
.01
-.13*
.05
-.06
060
.38**
-.35**
-.35**
1 8**
1.00


TLTA
.05
18** -
.02
.07
17**
- 27**
0.24**
-.08
-.11
0.10
25**.
15*
21**.
-.11
.23**
1-00

**Correlation is significant at the 0.01 level (2-tailed), *Correlation is significant at the 0.05 level (2-tailed).

Notes:



AGE
a dummy variable coded 1 if companyi has been listed on the ASX for 5 years or more, 0 otherwise

ALPHA =
intercept of the Scholes-Williarn model regression for companyi's share price

ASSET
= natural logarithm of the book value of total assets

BETA
= slope of the coefficient of the Scholes-William model regression for companyi's share price

BIGSIX
a dummy variable coded 1 if the auditor is a Big 6 auditor, 0 otherwise

CACL
ratio of current assets to current liability

INVTA
ratio of inventory to total assets

LOSS
a dummy variable coded 1 if a loss is reported in the current year, 0 otherwise

MINING =
a dummy variable coded 1 if companyi is in the mining industry, 0 otherwise

OPIN
= a dummy variable coded 1 if a qualified opinion was given in the previous year, 0 otherwise

RECTA =
ratio of receivables to total assets

SD
= residual standard deviation of share price for companyi from the market model regression

TLTA
= ratio of total liabilities to total assets

TABLE9 (cont.)
CORRELATION MATRICES: H2
Panel B: Non-Litigated Sample


AGE
ALPHA
ASSET
BETA
BIGSIX
CACL
INVTA
LIT90
LIT91
LIT92
LOSS
MINING
OPIN
RECTA
SD
TLTA

AGE
1.00
-.02
.06
.03
-.04
-.02
-.05
19**.
.08
.10
.00
.09
-.09
-.10
.05
-.10

ALPHA
-.02
1.00
.00
-.04
.18
.11
-.08
.23**
.17**
-.21*
.19**
1 8**
-.02
-.03
-.01
-.20**

ASSET
.06
.00
1.00
.00
-.25**
-.15*
.03
-.25**
.1 6**
.1 3*
.33*'
.31 **
.22**
-.06
-.53**
.02

BETA
.03
-.04
.00
1.00
-.01
.03
-.12*
.11
.06
-.12
-.01
-.24'*
-.05
.01
.23**
.02

BIGSIX
-.04
.1 8**
-.25**
1
1.00
.00
-.06
.1 5*
.00
-. 1 8**
.01
-.04
-05
-.04
-.03
.08

CACL
-.02
.11
-.15*
.03
.00
1.00
-.14*
.12*
-.02
03
-.15*
-.15*
.03
.14*
.09
-.13*

INVTA
-.05
-.08
.03
--12-*
-.06
-. 14*
1.00
-.02
-.04
.04
-.01
.22**
.12
.01
-. 17**
.1 2*

LIT90
-. 1 9**
.23**
-.25**
.11
.1 5*
.1 2*
-.02
1.00
-.34**
-.43**
-.13*
-.14*
-.08
-.01
.15*
.01

LIT91
.08
.1 7**
.1 6**
.06
.00
-.02
-.04
-.34**
1.00
-.35**
.1 6*
.07
.07
-.03
-.04
.03

LIT92
.10
-.21 **
.1 3*
-.12
-. 1 8**
.03
.04
-.43**
-.35**
1.00
.08
.08
.01
.03
-.09
-.11

LOSS
.00
.19**
.33**
-.01
.01
-.15*
-.01
-.13*
.16*
.08
1.00
.21
.22**
.00
-.36**
-.13*

MINING
.09
-. 1 8**
.31 **
-.24**
-.04
-.15*
.22**
-.14*
.07
.08
.21
1.00
.24**
.12*
-,38**
.02

OPIN
-.09
-.02
.22**
-.05
.05
.03
.12
-.08
.07
.01
.22**
.24**
1.00
.20**
-.37**
-.14*

RECTA
-.10
-.03
-.06
.01
-.04
.1 4*
.01
-.01
-.03
.03
.00
.12*
.20**
1.00
-.05
.02

SD
05
-.01
-.53**
.23**
-.03
.09
-.17**.
.1 5*
-.04
-.09
-.36**
-.38**
-.37**
-.05
1.00
.10

TLTA
-.10
-.20**
-.02
.02
.08
-.13*
12
0.01
.03
-.11
- .13*
.02
-.14*
-.02
.10
1.00

Notes:



AGE
a dummy variable coded 1 if companyi has been listed on the ASX for 5 years or more, 0 otherwise

ALPHA =
intercept of the Scholes-Williarn model regression for companyi's share price

ASSET
= natural logarithm of the book value of total assets

BETA
= slope of the coefficient of the Scholes-William model regression for companyi's share price

BIGSIX
a dummy variable coded 1 if the auditor is a Big 6 auditor, 0 otherwise

CACL
ratio of current assets to current liability

INVTA
ratio of inventory to total assets

LOSS
a dummy variable coded 1 if a loss is reported in the current year, 0 otherwise

MINING =
a dummy variable coded 1 if companyi is in the mining industry, 0 otherwise

OPIN
= a dummy variable coded 1 if a qualified opinion was given in the previous year, 0 otherwise

RECTA =
ratio of receivables to total assets

SD
= residual standard deviation of share price for companyi from the market model regression

TLTA
= ratio of total liabilities to total assets

TABLE 10

AUDIT QUALIFICATION MODEL: TESTING H2


Panel A: Litigated Sample
Panel B: Non-Litigated Sample

Variable
Coefficient
S.E.
Ward Value
Sig
Coefficient
S.E.
Ward Value
Sig

Constant
-3.057
1.782
2.943
0.086
-4.633
1,368
11.467
0.001

AGE
-0.001
0.830
0.000
0.999
-0.014
0,563
0.001
0.980

ALPHA
-0.011
0.011
0.997
0.318
-0.011
0,006
2.870
0.090

ASSET
-0.095
0.177
0.289
0.591
0.127
0,140
0.831
0.362

BETA
-0.128
0.211
0.371
0.542
-0.345
0,537
0.412
0.521

BIGSIX
0.032
1.144
0.001
0.978
-0.117
0,038
9.536
0.002

CACL
-0.115
0.124
0.855
0.355
-3.527
2,508
1.978
0.160

INVTA
-1.638
2.039
0.646
0.422
0.717
0,786
0.832
0.362

LIT90
0.547
0.865
0.400
0.527
-0.290
0,749
0.150
0.699

LIT91
-0.212
0.799
0.071
0.791
0.347
0,716
0.235
0.628

LIT92
0.175
0.769
0.052
0.821
0.134
0,170
0.622
0.430

LOSS
0.820
0.576
2.028
0.154
0.418
0,541
0.596
0.440

MINING
-1.077
0.655
2.709
0.100
0.036
0,558
0.004
0.949

OPIN
2.763
0.557
24.625
0.000
4.297
0,560
58.950
0.000

RECTA
0.662
1.599
0.171
0.679
-1.897
1,794
1.119
0.290

SD
0.039
0.031
1.533
0.216
0.041
0,024
2.849
0.091

TLTA
0.294
0.785
0.140
0.708
0.016
0,311
0.003
0.959

No. of Observations

-2 Log Likelihood

Goodness of Fit Nagelkerke - R2

Model Chi-Square

Significance

263

127.234

214.912

0.491

82.788

0.000
263

128.691

289.886

0.697

167.645

0.000

See Table 9 for variable definitions

TABLE 11

CLASSIFICATION TABLES: TESTING H2

Panel A: Litigated Sample



Predicted Opinion




Unqualified
Qualified


Observed Opinion
Unqualified
219
8
96.48%


Qualified
17
19
52.49%




Overall
90.49%

Panel B: Non-litigated Sample



Predicted Opinion




Unqualified
Qualified


Observed Opinion
Unqualified
183
14
92.89%


Qualified
10
56
84.85%




Overall
90.87%
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Endnotes

� Again, it is acknowledged that the insurance hypothesis may be an alternative explanation where litigation is not driven by audit failure.





� Variability refers to the extent to which actual returns vary around the expected value of returns. 





� An assumption in OLS is that all companies trade stocks at the end of the month.  Due to thin trading, however, this assumption may not be met.  Therefore OLS results may be biased.  As the Scholes-Williams model makes adjustments for thin trading, it is more appropriate.





� AASB 1022 "Accounting for Extractive Industries" allows latitude particularly in the area of the capitalisation and expensing of exploration and production expenditure.





� The Fisher's exact test is based on the hypergeometric distribution and is most useful when expected values are small.





� Outliers are identified using Cook's distance and Leverage.  Cook's distance and Leverage reflect the influence of an observation on the results.  Three outliers are identified and excluded.  Their omission does not significantly alter the results and therefore, it can be concluded that outliers have not significantly influenced the findings.





� Outliers are again identified using Cook's distance and Leverage values.  No significantly different results arise when outliers are excluded.
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