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ABSTRACT

Three sources of demand for hiring auditing services have been proposed in the literature: to reduce agency costs, to signal outsiders about the company's prospects and to provide a potential source of loss recovery for investors (insurance). Although considerable empirical work has been done in this area, each source of demand is inherently confounded with the others when using archival data.  The objective of the present study is to use an experiment to examine two of the demand sources (signaling and insurance) while controlling for a third source of demand (agency costs).  

We conducted an experiment that manipulated the legal right to recover losses from auditors and the type of audit opinion issued while controlling for audit quality.  The stock price estimates made by financial analysts participating in our study are generally consistent with both the signaling hypothesis and the insurance hypothesis.  Further, we find evidence that the level of auditor liability alters how investors react to the audit opinion.  In addition, we find some evidence that the presence of a legal right to recover losses from auditors can lead to an over-investment in risky companies.

INTRODUCTION

Chow, Kramer and Wallace (1988) propose that there are at least three incentives for hiring auditing services.  One incentive is to reduce agency costs by providing assurance that accounting numbers are reported fairly.  Under this view, audit quality is an important factor because it directly impacts the quality of the assurance provided by the auditor. A second incentive is to signal outsiders about the firm’s prospects and is referred to as the signaling hypothesis.  This hypothesis is plausible in that auditors are privy to client information that is not available to outsiders, such as when auditors issue a going concern opinion at a time when investors are unclear about the company's financial prospects.  A third incentive for hiring audit services is to provide a means for investors to recover certain types of investment losses.  This latter incentive exists when the legal system allows investors to recover losses from auditors and when auditors have sufficient capital resources to compensate investors for their losses.  This incentive is generally referred to in the literature as the insurance hypothesis (e.g. Kellogg 1984; Wallace 1987). The objective of the present study is to experimentally investigate the second and third hypotheses, i.e., the signaling and insurance hypotheses, while holding constant the first, i.e., agency cost or audit quality hypothesis.

An experimental investigation of these incentives is warranted because of the difficulty of isolating each explanation using archival data.  Although considerable empirical work has been done in this area, each incentive is inherently confounded with the others when using archival data. For example, Menon and Williams (1994) and Baber, Kumar and Verghese (1995) both show that the stock prices of Laventhol and Horwath, CPAs’ (L&H) clients suffered abnormal negative returns upon the announcement of L&H’s bankruptcy.  Menon and Williams (1994) assert that L&H’s bankruptcy filing effectively removed the insurance component of their audits, thus leading directly to a decline in the stock prices of their clients.  However, Baber et al. (1995) conclude that L&H’s bankruptcy raises concerns about the quality of their audits and that this also explains the findings of Menon and Williams.  Furthermore, Baber et al. (1995) argue that archival data cannot discriminate between the two explanations. 

Similarly, evidence consistent with the signaling hypothesis is also confounded with the other incentives. For instance, Jones (1996) found evidence that the market reacts to the auditor’s opinion on the financial statements of financially distressed clients: favorable price movements for unqualified opinions and negative price movements for going concern opinions.  In his study, Jones assumes that the auditor’s expert opinion on the viability of a distressed client provides a value relevant signal to investors.  However, it is also possible that the market reactions he observed were due to changes in the value of the audit's insurance component caused by the audit opinion.  That is, an unqualified opinion may increase the likelihood of winning a subsequent lawsuit whereas a going-concern opinion may make it more difficult for investor plaintiffs to prevail.

Some studies have used experimental methods to investigate the incentives for auditing services. For example, Dopuch and King (1992) conducted experimental markets to investigate the effects of verifier (auditor) liability on the demand for and supply of verification (auditing) services. Using inexperienced students, they found that buyers paid a premium for assets that included a form of insurance provided by the verifier (auditor). The present study contributes to this stream of research by (1) testing the insurance hypothesis and the signaling hypothesis together in an unconfounded manner and (2) by using a field experiment with a contextually rich task and with experienced analysts as subjects rather than students.  The first contribution allows a determination of which (if either) hypothesis describes investor behavior and whether the hypotheses are independent or interactive in their effects. The second contribution is meant to partially bridge the gap between archival methods, which test data gleaned from extremely rich and complex situations, and laboratory methods that can sometimes be highly abstract when applied to this area.

We argue that when auditors are not potentially liable for investor losses, investors interpret the audit opinion as a signal of management’s private information (signaling) or a signal regarding the reliability of the statements (information risk).  However, in cases where the auditor is potentially liable for investor losses, we argue that investors also consider the audit opinion's effect on the value of the audit's insurance component.  This is especially true in cases that involve more risky assets where there is a relatively greater probability that the investor will exercise the insurance (i.e. seek recovery of investment losses from auditors).  As a result, investors may alter their reaction to an audit opinion depending upon the legal environment of the auditor.

Examining the signaling and insurance hypotheses together is important. Currently, the question of which hypothesis accounts for investor behavior or which hypothesis dominates is unanswered.  If the presence of insurance is associated with a smaller percentage reduction in stock price for companies receiving going concern opinions, then potentially investors are over investing in risky assets resulting in a transfer of investment capital from less risky to more risky investments (Schwartz 1997).  On the other hand, signaling has been proposed as a major motivation for hiring auditing services but it has yet to be demonstrated independently of the audit quality or insurance hypotheses. 

In our experiment, financial analysts made two stock price estimates for a hypothetical publicly traded company based on a battery of qualitative and quantitative information about the company, its external auditor’s ability to provide an insurance role, and the audit opinion issued.  The experiment included manipulations of (1) investors’ ability to recover investment losses from auditors, (2) industry specialists’ opinions about the company’s ability to continue as a going concern and (3) whether the auditor issues an unqualified opinion or a going concern opinion.  The case held constant all other client and audit firm characteristics, such as audit quality.

The results provide evidence that there is a price reaction to going concern opinions that is consistent with the signaling hypothesis and that is independent of the audit's insurance component (insurance effect).  The audit opinion (standard unqualified versus going-concern) is highly significant in explaining our participants' stock price estimates after controlling for the level of auditor liability. The results also provide evidence consistent with the insurance hypothesis, in that the financial analysts in our study predicted significantly higher stock prices when the potential to recover investment losses from auditors was available than when it was unavailable.  This finding supports the theoretical assertion of Schwartz (1997) as well as the conclusions drawn by studies of archival data by Menon and Williams (1994), Baber et al. (1995) and others.

The remainder of this paper is organized as follows.  The next section presents a discussion of the relevant theories and the development of the hypotheses.  The third section describes the field experiment that was conducted to test the hypotheses.  The fourth section presents and discusses the empirical results of our experiment.  The final section provides a summary of the study, including its contributions and limitations, and suggests avenues for future research.

THEORY AND HYPOTHESES DEVELOPMENT

Auditor Liability and the Insurance Hypothesis


In the United States, investors can bring suit against auditors under common,
 statutory, or both common and statutory law.  Under these laws, if an investor purchases securities and subsequently sustains losses and if it is demonstrated that the auditors were negligent in performing the audit, the investor can recover losses from the auditor.
  Schwartz (1997) argues that the United States' liability laws do not clearly define what constitutes negligence on the part of auditors thus sometimes permitting investors to recover losses from auditors irrespective of how diligently the auditor conducted the audit.  This opens the possibility that investors will view the auditors as a potential insurer against loss via litigation.  

Class action lawsuits against auditors have become increasingly common and more costly for audit firms.  These lawsuits tend to be filed in cases involving financially distressed client firms with poor stock price performance (Lys and Watts 1994).  In these cases, investors are often unable to recover their investment losses directly from the client firm.  Audit firms, on the other hand, are assumed to have “deep pockets" (Schipper 1991) with the ability to pass on liability costs to their other clients through higher fees (Hill et al. 1993). 

Given the existence of audit risk
 and a legal system that uses a vague negligence standard, the auditor, in effect, becomes a potential insurer against investor losses.  Schwartz (1997) argues that investors assign a value to this insurance function in pricing securities and that this value is greatest for risky companies, leading to an over-investment in risky assets.  To the extent that investors view auditors as insurers, they should be willing to pay more for a security that has a higher probability of recouping losses than for a security with a lower probability.  Based on the preceding discussion, we propose the following hypothesis: 

H1:
Participants’ stock price estimates will be greater in those cells where recovery of losses from auditors is possible (insurance) than the stock price estimates in those cells where recovery of losses from auditors is unavailable (no insurance).

The Signaling Effect of Going Concern Opinions on Stock Price Estimates


Research has provided empirical evidence in support of auditor going concern opinions possessing value relevant information content (Frost 1994; Chen and Church 1996; Jones 1996).  The implicit conclusion of these studies is that the auditor’s “expert opinion” on the viability of the client provides information to the market and that the market impounds this signal into stock prices.  However, these market studies have two limitations.  One, going concern audit opinions are rarely announced to the market separately from the release of other financial information specific to the company.  Hence, it is difficult to control for the possible effects of other information released simultaneously with the audit opinion.  Two, the samples in these studies consist of stocks in companies that trade on U.S. stock exchanges and retain U.S. based audit firms for their annual audits.  U.S. audit firms are subject to litigation from investors and therefore, theoretically, provide audits that contain an insurance component.  The value relevant information in the going concern opinion may, therefore, be derived from the audit opinion’s effect on the value of the audit's insurance component. 

Where auditor liability exists, the net effect of a modified audit opinion on the value of the audit's insurance component is unclear.  On the one hand, Carcello and Palmrose (1994) found evidence that modified audit opinions (including going concern opinions) may reduce the ability of investors to prevail in lawsuits against auditors.  Therefore, investors may interpret the issuance of a going concern opinion
 as a reduction in the value of the audit's insurance component.  On the other hand, there is evidence that going concern opinions have some ability to predict bankruptcy (Hopwood, McKeown and Mutchler 1989) and that bankruptcy is associated with litigation against auditors (Lys and Watts 1994).  Investors may interpret the issuance of a going concern opinion as an increase in the probability of exercising the insurance, which should increase the value of the audit's insurance component.  These two effects work in opposing directions and currently available theories do not predict which effect will dominate a given situation.

The present study tests the signaling hypothesis while controlling for the effects of auditor liability.  That is, we test whether investors believe that auditor going concern opinions have information content other than that which affects the value of the audit's insurance component.  Based on this discussion, the following hypothesis is proposed:

H2:
Participants’ stock price estimates will be lower in those cells where the auditor issues a going concern opinion than the stock price estimates in those cells where the auditor issues an unqualified opinion after controlling for the presence or absence of auditor insurance, ceteris paribus. 
The Level of Auditor Liability and the Interpretation of Audit Opinions

The type of opinion an auditor issues on a set of financial statements may affect the value of the audit's insurance component. This may occur if the audit opinion alters investors' ability to recover investment losses from auditors or investors' perceptions of the likelihood of exercising the insurance.  Assuming, as found by Carcello and Palmrose (1994), that modified audit opinions result in litigation outcomes that are more favorable to auditors, investors may interpret the issuance of a modified audit opinion as a reduction in the expected recovery amount from the auditor, should a lawsuit be initiated.  This reduction in the expected recovery amount reduces the value of the insurance to the investor.  Conversely, investors may interpret the issuance of an unqualified opinion as maximizing the expected recovery amount from the auditor, should a lawsuit be initiated.  Maximization of the expected recovery amount should, ceteris paribus, increase the value of the audit's insurance component. 

It is possible, however, that the net effect of a modified audit opinion (i.e. a signal of some problem) on the value of auditor insurance may be a decrease in the value of the audit's insurance component.  This can occur if the audit opinion changes investors’ perceptions about the probability of exercising the insurance.  Lys and Watts (1994) provide evidence that lawsuits against auditors (i.e. exercising the insurance function) are correlated with client bankruptcy filings and Hopwood et al. (1989) provide evidence that going concern opinions have incremental explanatory power at predicting client bankruptcy filings.  Therefore, it is reasonable to assume that the issuance of a going concern opinion with its implied signal of problems by the auditor would increase investors’ perceived probability of exercising the insurance option.  The increased probability of exercising the insurance option may increase the present value of the audit's insurance function sufficiently to more than offset any reduction in its value due to the opinion’s reduction in the expected amount of recovery.  The net increase in insurance value may increase the expected future cash flows to the shareholder, thus increasing the stock's value relative to similar stocks that lack insurance. 

 If investors value the legal right to seek recovery of investment losses from auditors and if audit opinions affect investors’ expectations about recovering losses from auditors, then the issuance of audit opinions may moderate the value that investors place on the insurance component of a financial statement audit.  Because the audit opinion has potentially, two opposing effects on the value of auditor insurance and because it is not possible to predict which effect will be dominant in this experiment, the hypothesis is presented in the null format as follows: 

H3: 
The level of auditor liability does not moderate the relationship between audit opinion and participants’ estimates of stock price.


We further argue, based on the logic presented above, that the expected value of an audit's insurance component increases as the company's level of risk increases. We further suggest that when the auditor issues a going concern opinion, this signals an increase in the expected value of the insurance component vis-a-vis less risky assets such as those signaled by an unqualified opinion.  According to Schwartz (1997), this has the potential to transfer investment capital from less risky assets to more risky assets.  Thus, the audit opinion, as a signal of the asset's riskiness, is likely to moderate the relationship between auditor liability and stock prices as stated in the following hypothesis (null form):


H4:
The audit opinion does not moderate the relationship between the level


of auditor liability and participants' estimates of stock prices.

RESEARCH METHOD


A 2 x 2 x 2 between subjects decision making experiment was conducted to test the research hypotheses.  The experiment involved financial analysts making two stock price estimates for a financially distressed company: one stock price estimate was made before receiving a news report which included the auditor’s opinion and another was made after receiving the news report.  The experiment’s design includes manipulations of the level of auditors’ legal liability (INSURANCE), the audit opinion issued (OPINION) and the opinion of industry specialists (SPECIALISTS) on the viability of the case company. 

Independent Variables

Insurance

Potential auditor legal liability differs greatly from one country to the next. The European Commission noted in a recent Green Paper that there are large differences in audit firm liability between its Member States (Buijink et al. 1996).  Although the United States has experienced a large number of suits against auditors, in many countries lawsuits against auditors are either rare or nonexistent. At one extreme are countries whose laws make it relatively easy to sue audit firms
 and consequently these countries experience large numbers of lawsuits against auditors (e.g. United States and Australia).  At the other extreme are countries that make it difficult for investors to recover losses from external auditors and consequently these countries experience little or no litigation against auditors (e.g. Japan and Belgium) (Source: International Federation of Accountants 1995).  

If investors value the legal right to seek recovery of losses from auditors then stocks of publicly traded companies located in countries that allow auditors to be sued should have higher share prices than the stocks of publicly traded companies located in countries that do not allow auditors to be sued, ceteris paribus.  In order to hold constant audit firm-specific characteristics, the INSURANCE manipulation is accomplished by changing the description of the liability laws to which the company’s auditors are subject rather than changing any factor unique to the audit firm itself (e.g. size, propensity to settle).   Subjects in the No Insurance condition read:

HLC Industries is headquartered in a country (unnamed) that does not allow investors to recover losses from auditors.  Thus, HLC’s investors cannot potentially recover losses from HLC’s external auditors.

Subjects in the Insurance condition read:

HLC Industries is headquartered in a country that allows investors to recover losses from auditors.  Traditionally, investors have recovered a significant portion of their investment losses from auditors.  Thus, HLC’s investors can potentially recover losses from HLC’s external auditors.

Audit Opinion


The OPINION variable is manipulated at two levels.  Through a simulated news release, participants are told either that the external auditors have issued an unqualified opinion or that the external auditors have issued a going concern opinion.  The standard unqualified opinion is chosen for the manipulation because we believe it represents the situation of maximum legal liability for the auditor.  The going concern opinion is chosen because we believe that it represents a reduction in the auditor's liability as there is evidence that it is more difficult for investors to prevail in a lawsuit against an auditor who has issued a going concern opinion (Carcello and Palmrose 1994).  In either case, the audit opinion also signals information to investors regarding both the riskiness of the security and the likelihood that investors will exercise the insurance component of the audit.

Opinion of Industry Specialists


A third variable, SPECIALISTS, was manipulated at two levels in order to examine the effect of signal strength of the auditor's going concern opinion on participants' price estimates.  To do this we preset participants' expectations of company distress by telling them the opinion of industry specialists before telling them the type of audit opinion issued.  In one condition, industry specialists have express doubt about the company's going concern status and in the other condition, the industry specialist do not expressed doubt about the company’s going concern.  Hence, the audit opinion either conflicts with the prior signals or is consistent with prior signals.  When the audit opinion is consistent, its signal is, in essence, a repeat of previous information (low information content). On the other hand, when the audit opinion conflicts with prior signals, it provides new information (high information content).  Relying on the signal hypothesis, we thus expect that the effect of the audit opinion will depend on its consistency with prior signals.

Dependent Variables


Each of the financial analysts in our study made two stock price estimates.  The first stock price estimate (PRICE1) was made after being informed of the INSURANCE and SPECIALISTS variables but prior to being informed of the OPINION variable.  After making their initial stock price estimate, participants were informed of the auditor’s opinion and were asked to estimate the new stock price based on the new information.  The second price estimate (PRICE2) is the primary dependent variable for testing Hypotheses 1 through 3 because it incorporates all three of the experiment's manipulations.  We use participants' initial stock price estimates (PRICE1) as the dependent variable in an additional test of the insurance hypothesis (Hypothesis 1) because they were aware of the INSURANCE variable prior to making this estimate. 

Because each participant made two stock price estimates we are able to examine how each participant interpreted the effect of the audit opinion on the stock's value.  We calculated the percentage difference between each participant's two stock price estimates and used the resulting number as the dependent variable in supplemental tests of Hypotheses 2 and 3 and as the primary dependent variable in tests of Hypothesis 4.  

Covariate


Two things were done to control for audit quality.  First, all participants received the following description of the audit firm:  

HLC Industries retains a regional multi-national accounting firm for its annual financial audit.  The accounting firm retained is experienced in auditing financial statements prepared under U.S. GAAP.  Audit fees from the HLC audit account for an insignificant portion of the accounting firm’s annual revenue.

HLC’s external auditors are highly competent and follow a standard audit program that is the same for every client, regardless of country.  The standard audit program is designed to meet or exceed the generally accepted auditing standards of all jurisdictions in which they perform audits.  Therefore, audit quality is constant regardless of country or client. 

Second, to increase experimental control for differences in participants’ assumptions of audit quality, all tests of hypotheses include a variable (QUALITY) that measured participants' opinions on whether it is possible for an audit firm to have a consistent quality level across audits in different countries.  Participants used a 7-point Likert scale (anchored with the words AGREE and DISAGREE) to rate their agreement with the following statement:

It is possible for a multi-national audit firm to have a consistent level of audit quality regardless of country or client.

This general statement concerning audit quality was used in lieu of a more direct question about the audit quality provided by the auditors in the case scenario because we were concerned that a more direct question may have created demand effects in participants' stock price estimates.  

Decision Task

The case instrument presents a brief description of a fictional company headquartered in an unspecified country other than the United States. The instrument provides a summary of financial information designed to depict the company as having a substantial probability of failing.  This is accomplished by incorporating events identified in SAS 59 as indicators of potential inability to continue as a going concern (e.g. diminishing earnings, net loss in most recent year).  The company-specific information was adapted from the financial profile of an actual company listed on the New York Stock Exchange that received a going concern opinion from its auditor but did not subsequently file for bankruptcy protection. 


The case also includes a short description of the audit firm retained by the company as well as information about whether the country where the company is headquartered allows investors to recover losses from auditors.  Immediately after this information is provided, the case asks participants to provide their PRICE1 estimates based upon the information provided in the case up to that point.


The following page of the case instrument provides a simulated news report which informs participants that the company’s fourth quarter earnings report has been released and that the announced earnings are in line with analysts’ expectations. The simulated news report includes the OPINION manipulation by stating whether the company's auditor has released an unqualified opinion or a going concern opinion.  Immediately following the news report participants are asked to make their PRICE2 estimates.


The case concludes with several demographic questions, a manipulation check question concerning the insurance manipulation and a question to measure participants' perceptions of audit quality.  In developing the case instrument we conducted two pilot studies.  The case instruments were modified based on the feedback received in the pilot studies.

Participants

Thirteen hundred surveys were mailed to financial analysts randomly selected from a commercially developed list.  Two hundred fifteen (17%) responses were received of which 203 (16%) are usable
 and are included in the analysis.  Comparisons of stock price estimates and demographic information between early and late respondents showed no evidence of significant differences. 

The financial analysts that participated in our study are, on average, a highly experienced group.  The participants reported a mean age of 47.1 years (std. dev. = 13 years).    The average participant reported having 18 years of experience as a financial analyst (std. dev. = 11.6 years).  In response to a question that asked the participant how often he/she analyzes companies’ performance to make buy or sell decisions, the mean response was 5.4 (std. dev. = 2.1) on a 7 point scale (0 = never and 7 = often).  One hundred forty-three (70%) of the participating analysts reported holding the CFA designation (Certified Financial Analyst).  These demographics provide strong evidence that the study’s participants are sophisticated investors.   

RESULTS AND DISCUSSION

Manipulation Check and Tests of Model Assumptions


The case instrument included one manipulation check question to determine whether the participant had paid attention to the insurance manipulation.  The question asked the participant (without looking back through the case) to indicate whether the country where the company is headquartered allows investors to recover investment losses from external auditors.  Responses were measured with a 6-point Likert scale anchored with the phrases "allows investors to recover losses from auditors" and "does not allow investors to recover losses from auditors."  Although participants could have indicated uncertainty by marking in the middle portion of the scale, all respondents marked the end of the scale that matched the liability description provided in their version of the case.  

The data set was tested for violations of the assumptions of ANCOVA.  No serious departures were revealed by these tests.

Tests of the Insurance Hypothesis

Hypothesis 1 tests the insurance hypothesis which states that the ability to recover investment losses from auditors is valued by investors.  If this is true then, ceteris paribus, participants' stock price estimates should be higher in cases where investors possess the legal right to recover losses from auditors (insurance) than the stock prices they estimate in cases where the legal right to recover losses from auditors is unavailable (no-insurance).   The results of the experiment support the insurance hypothesis (H1).  Table 1 presents the results of an ANCOVA using PRICE2 as the dependent variable.  The ANCOVA indicates that INSURANCE is significant (p=.019, one-tailed test) in explaining participants’ PRICE2 estimates after controlling for the effects of auditor opinion, industry specialists’ opinion and audit quality.
 

Table 2’s Panel A displays the participants' mean PRICE2 estimates by INSURANCE and OPINION.  Consistent with the insurance hypothesis, financial analysts in our study estimated higher stock prices in cells where insurance was available than the prices estimated by analysts in cells where insurance was not available.  Participants in the insurance/going concern opinion cells estimated a mean stock price of $3.69 while those in the no-insurance/going concern opinion estimated a mean stock price of $3.11.  The $0.58 difference is statistically significant (p=.029, one-tailed "t" test).  Although the participants in the unqualified opinion cells estimated a higher stock price in the cells in which insurance was available, the $.22 difference is not statistically significant. 

Panels B and C of Table 2 present participants’ PRICE2 estimates delineated further by the opinion of industry specialists (SPECIALISTS).  Consistent with the insurance hypothesis, the mean stock price estimate in each insurance cell is greater than the mean stock price estimate in the corresponding no-insurance cell.  However, the only statistically significant difference arises in the treatment cells where both the industry specialists and the auditor had expressed doubt about the company’s ability to continue as a going concern.  In this scenario, participants in the insurance cell predicted a mean stock price of $3.90 while participants in the no-insurance cell predicted a mean stock price $2.92.  The $0.98 difference is significant at the .005 level (one-tailed "t" test).  All of the other three comparisons between insurance cells show differences that are in the hypothesized direction but none are statistically significant.  

A possible explanation for these results is that participants who received consistently negative signals (i.e. going concern opinions) from industry specialists and auditors likely assessed a higher probability of bankruptcy than that assessed by participants receiving either consistently positive signals or mixed signals from industry specialists and auditors.  Research has shown that client bankruptcy is often a precursor to litigation against the auditors and that litigation is a method investors use to recover losses from auditors.  The increased probability of bankruptcy increases the probability that the audit's insurance option will be exercised and thus, increases the value of the auditor insurance.  Participants who received positive or mixed signals about the company's viability may not have assessed the probability of bankruptcy as being sufficiently high to warrant assigning a large value to the audit's insurance component. 

Additional Tests of the Insurance Hypothesis 

At the time participants made their PRICE1 estimates both the insurance and specialists manipulations were complete but the audit opinion manipulation was not.  Therefore, we use PRICE1 as the dependent variable in an ANCOVA test of the insurance hypothesis that controls for the effects of industry specialists’ opinion and audit quality (Panel A of Table 3).  The ANCOVA results show that INSURANCE is marginally significant in explaining participants’ PRICE1 estimates (p = .098, one-tailed test). 

Table 3's Panel B displays participants’ mean PRICE1 estimates by INSURANCE and SPECIALISTS treatments.  If Hypothesis 1 is true, then the mean of PRICE1 in each insurance cell should be greater than the mean of PRICE1 in each corresponding no-insurance cell.  For participants that were told that industry specialists express doubt about the company’s ability to continue as a going concern, those in the insurance cell estimated a stock price of $5.05 while participants in the no-insurance cell predicted a stock price of $4.70.  The $.35 difference is marginally significant (p=.075, one-tailed "t" test).  Participants who were told that industry specialists do not express doubt estimated an insignificantly higher stock price in the insurance cell than that estimated by participants in the no-insurance cell (p=.338, one-tailed "t" test).  These results provide additional support for the insurance hypothesis (H1). 

Tests of the Signaling Hypothesis
Hypothesis 2 states that going concern opinions signal information to investors that is independent from that which affects investors’ ability to recover investment losses from auditors.  If Hypothesis 2 is true, then the auditor’s opinion (OPINION) should be significant in explaining participants' PRICE2 estimates.  The ANCOVA presented in Table 1 shows that OPINION is highly significant (p<.001, one-tailed "t" test) in explaining participants’ PRICE2 estimates after controlling for auditor liability and industry specialists’ opinion.  

Table 2 shows the treatment cell means for PRICE2.  Each comparison across auditor opinion cells shows that participants in the unqualified opinion cells estimated significantly higher stock prices than those estimated by participants in the going concern opinion cells (p<.001, one-tailed "t" tests).  Thus, the results strongly support the signaling hypothesis (H2).  

Tests of the Interaction of Auditor Insurance and Audit Opinion

Hypothesis 3 states (in the null format) that the relationship between audit opinion and stock price is not moderated by the auditor’s level of liability.  We propose that the level of auditor liability affects how investors interpret an auditor's opinion.  In cases where the auditor is not potentially liable for investor losses, investors interpret the audit opinion as a signaling of management's private information and/or a signaling of the level of information risk.  In cases where the auditor is potentially liable for investor losses, in addition to signaling effects, investors also consider the audit opinion’s effect on the value of the audit's insurance component.  Therefore, the presence of auditor liability may alter how investors interpret an audit opinion.  The ANCOVA presented in Table 1 indicates that the interaction of INSURANCE and OPINION is not statistically significant (p = .325, two-tailed "t" test) in explaining participants' PRICE2 estimates.  Consequently, this test does not allow us to reject Hypothesis 3. 

Additional Tests Using Percentage Changes in Price Estimates

Each analyst in our study made two stock price estimates.  We calculated the percentage change in each participant’s stock price estimates and used the resulting number as the dependent variable in additional tests of Hypotheses 2 and 3 as well as a test of Hypothesis 4.  Hypothesis 1 cannot be tested using this dependent variable because the auditor insurance information did not change between the time of the participants’ first and second stock price estimates.  However, INSURANCE is included in the ANCOVAs to test for interactive effects.

Additional Tests of Interactive Effects

 Table 4 displays the results of an ANCOVA that uses the percentage change in participants' stock price estimates as the dependent variable.  The independent variables and covariate are the same as in the previous tests.  The main effects in the ANCOVA are difficult to interpret because there is a statistically significant three-way interaction of INSURANCE, OPINION and SPECIALISTS (p=.047).  For analysis, we separated the data into two sets based on the SPECIALISTS variable.

Figure 1 presents a graphical representation of the three-way interaction.  Panel A displays a graph of the percentage change in stock price estimates only for those cases where the industry specialists express doubt about the company's viability.  Panel A shows evidence of an INSURANCE x OPINION interaction effect as the percentage change in stock price estimates is similar between INSURANCE cells for the unqualified opinion but is dissimilar for the going concern opinion.  Panel B displays a graph of the percentage change in stock price estimates for cases where industry specialists do no expressed doubt. Unlike the graph in Panel A, this graph shows no evidence of an interaction between INSURANCE and OPINION.  The audit opinion appears to have the same effect on stock price regardless of irrespective of the presence or absence of insurance.

The interaction effect apparent in Figure 1's Panel A is borne out by an ANCOVA of percentage change in price estimates for those participants (Table 5 Panel A).  This ANCOVA indicates a significant interaction between INSURANCE and OPINION in explaining the variance in changes in participants’ estimates of stock price (p=.045).  This result allows for the rejection of Hypothesis 3.  Details of the interaction can be seen in Table 5's Panel B which shows evidence that the effect of an auditor’s going concern opinion is dependent upon the presence or absence of auditor liability (insurance).  Participants in the insurance/going concern showed a 21% decline in their price estimates while participants in the no-insurance/going concern opinion cell showed a decline of 33% in their price estimates.  The 12 percentage point difference is significant at the .05 level (p=.039, two-tailed "t" test).  

Conversely, Table 5's Panel B shows no evidence that the effect of an auditor’s unqualified opinion is dependent upon the presence or absence of auditor insurance.  This is further shown by in an ANCOVA that includes only those participants that were told that industry specialists had not expressed doubt (Panel C).  For these participants, the interaction of INSURANCE and OPINION is not significant (p=.414, two-tailed "t" test).  A possible explanation for the lack of a significant interaction is that the audit opinion these participants received either confirmed the positive statements of industry specialists (in the case of an unqualified opinion) or was inconsistent with the opinion of industry specialists (in the case of a going concern opinion).  In light of these signals, participants may not have altered their assessments of bankruptcy probabilities sufficiently to significantly change the value of the audit's insurance component. 

Additional Tests of Signaling Hypothesis

At the time of making their PRICE1 estimates participants were unaware of which type of audit opinion would be issued.  Participants were asked to make a second stock price estimate after being given additional information including the type of audit opinion issued.  The ANCOVA results in Table 5's Panels A and C both show that OPINION is highly significant in explaining the variance in the percentage changes in participants' price estimates (p < .001, one-tailed test) after controlling for the effects of the insurance.  Participants in the unqualified auditor opinion cells predicted insignificant percentage increases in stock price while participants in the going concern auditor opinion cells predicted significant negative percentage changes in stock price (p < .001, one-tailed "t" test) (Panels B and D).   These results provide additional support for the signaling hypothesis (H2).

Tests for potential over investment in risky assets (H4)


The interaction between the audit opinion and the presence of auditor insurance may also be viewed from the perspective of Hypothesis 4.  Our results suggest that given a going concern opinion (a signal of a more risky asset), the presence of insurance (the ability to recover losses from the auditor) leads to a smaller percentage decrease in stock price (a relatively higher price for the asset) than in the absence of insurance.  This is not the case for an unqualified audit opinion (indicating a less risky asset), nor is it the case when the signals are mixed or consistently favorable as seen in Panel B Figure 1.  From this we can conclude that the null hypothesis (H4) is rejected.  Rejection of H4 implies that there is a propensity for investors to over invest in more risky assets.

SUMMARY

Several sources of demand for auditing services have been proposed in the literature.  This study used an experiment-based research methodology to test two of them, the signaling hypothesis and the insurance hypotheses. 

Consistent with the insurance hypothesis, financial analysts in our study, on average, assigned greater stock prices in cases where the legal right to recover investment losses from auditors was available than the stock prices they assigned in cases where the legal right to recover investment losses from auditors was not available. 

Schwartz (1997) warns that because the audit's insurance function has greater value when connected to riskier investments may result in a socially suboptimal level of investment in risky projects.  This may occur because the audit's insurance function has greater value when connected to riskier investments.  Our study provides some support for Schwartz's assertion.  In our study, analysts' price estimates exhibited a smaller percentage stock price decline related to an auditor's going concern opinion when the auditor was potentially liable for investor losses compared to the percentage declines in their price estimates when the auditor was not potentially liable for investor losses.  A plausible explanation for this result is that in cases where the auditor is potentially liable, the going concern opinion increases the riskiness of the investment which in turn, increases the value of the audit's insurance component.  Assuming that stocks of companies that receive going concern audit opinions are more risky than the stocks of companies that receive unqualified opinions then our results suggest that the presence of auditor liability may indeed lead to an over-investment in risky assets.

Assuming that investors value auditors' ability to provide insurance, this value should be reflected in audit fees.  However, Simunic and Stein (1996) provide evidence that auditors in the United States are not being compensated for bearing this insurance risk.  Simunic and Stein suggest that because U.S. courts use a vague negligence standard, auditors may be unable to accurately assess and price expected litigation costs.  Compounding this problem is what some describe as the expansion of auditors’ responsibilities for fraud detection under the Private Securities Litigation Reform Act of 1995 (King and Schwartz 1997). 

The present study also finds support for the signaling hypothesis.  Several archival studies have demonstrated a market price reaction to the signal associated with the issuance of going concern opinions (Frost 1994; Jones 1996; Chen and Church 1996).  However, archival studies are unable to control for differences in auditors’ abilities to provide an insurance role, potentially confounding the results. Our study, by controlling for the auditor’s insurance function, provides empirical evidence that the going concern opinion has information content separate from any effect it may have on the value of the auditor’s insurance function. 

Jones’ studied stock price reactions to audit reports issued to financially distressed companies.  Jones found that those companies that received unqualified opinions showed abnormal positive returns upon issuance of the audit report.  Jones argues that the market views the issuance of unqualified opinions for financially distressed companies as good news and that this is reflected in a positive stock price reactions.  Our results are inconsistent with this finding in that the analysts in our study did not significantly increase their stock price estimates in cases where the company received an unqualified opinion. 

Limitations

While the experimental design used in this study strengthens the study's internal validity, it may limit the generalizability of the results.  The information set provided to financial analysts in this study was limited to a subset of the items that analysts would normally consult when making a stock price judgment.  The participants were asked to provide judgments of firm values. However, the participants faced no actual financial consequences from these judgments, that is, the participants were not making investment decisions.  It is possible that had the participants faced financial consequences from their judgments, they may have responded differently. 
Future Research


Our study tested both the signaling and insurance hypotheses while holding audit quality constant.  However, it is plausible that the level of audit quality interacts with the auditor's ability to provide a signaling function as well as the auditor's ability to provide an insurance function.  Audit opinions issued by higher quality auditors are likely to provide a clearer signal than those issued by lower quality auditors.  In addition, because many lawsuits against auditors are based on a charge of negligence, auditors that conduct relatively higher quality audits are more likely to prevail against investor-initiated lawsuits charging negligent performance. A future study could manipulate audit quality as well as audit opinion and insurance to examine the interactive effects.  

Figure 1

Plots of the Interactive Effects of Auditor Insurance

and Auditor Opinion on Changes in Estimates of Stock Price
Panel A: Industry Specialists Express Doubt
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Panel B: Industry Specialists Do Not Express Doubt



TABLE 1

ANVCOVA using PRICE2 as the Dependent Variable

Source
DF
Mean Square

F-statistic
p-value

Model
  8    
     24.241

  14.809
 .0001

Error
192
       1.637

Corrected Total
200

Source
 DF
Mean Square

F-statistic
p-value
Quality
  1
      3.672

    2.243
  .136

Specialists
  1
      0.952

    0.582
  .447

Insurance
  1
      7.226

    4.414
  .019*

Opinion
  1
  169.751

103.705
  .001*

Specialists x Insurance 
  1
      2.109

    1.288
  .258

Specialists x Opinion
  1
      2.590

    1.582
  .210

Insurance x Opinion
  1
      1.593

    0.973
  .325

Specialists x Insurance x

    Audit Opinion
  1
      1.004

    0.614
  .434


R2 = .382 (Adjusted R2 = .356)

* One-tailed test

TABLE 2 

Mean Second Stock Price Estimates

 (PRICE2) by Treatment
Panel A: Mean PRICE2 By INSURANCE and OPINION


          AUDITOR    OPINION



Unqualified Opinion


Going Concern
Difference

AUDITOR

Insurance


Insurance
$5.38

n=48
$3.69

n=52
$1.69**


No Insurance
$5.16

n=52
$3.11

n=52
$2.05**


Difference


$0.22


$0.58*


* Significant at the .05 level, one-tailed test.

** Significant at the .001 level, one-tailed test.

Panel B: Mean PRICE2 For Cells in Which Industry Specialists Expressed Doubt



          AUDITOR    OPINION



Unqualified Opinion


Going Concern
Difference

AUDITOR

Insurance


Insurance
$5.23

n=22
$3.90

n=29
$1.33**


No Insurance
$4.93

n=22
$2.92

n=21
$2.01**


Difference


$0.30


$0.98*


* Significant at the .01 level, one-tailed test.

** Significant at the .001 level, one-tailed test.

Table 2 (continued)

Mean Second Stock Price Estimates

 (PRICE2) by Treatment

Panel C: Mean PRICE2 For Cells in Which Industry Specialists Did Not Express Doubt


          AUDITOR    OPINION



Unqualified Opinion


Going Concern
Difference

AUDITOR

Insurance


Insurance


$5.50

n=26
$3.44

n=23
$2.06**


No Insurance
$5.39

n=26
$3.24

n=31
$2.15**


Difference


$0.11


$0.20




** Significant at the .001 level, one-tailed test.

TABLE 3

ANCOVA Test of the Insurance Hypothesis Using

Dependent Variable = P
RICE1

Panel A: ANCOVA including the Quality Covariate

Source



DF
Mean Square

F-statistic
p-value

Model

 

   4
      2.946

   1.923
 0.108

Error

 

195
      1.532

Corrected Total

199

Source



DF
Mean Square

F-statistic
p-value
Quality



 1
    0.418

   0.273
 .602

Insurance


 1
    2.576

   1.682
 .098*


Specialists


 1
    8.331

   5.439
 .021

Insurance x Specialists
 1
    0.642

   0.419
 .518

R2 = .038 (Adjusted R2 = .018)

* One-tailed test.
Panel B: Mean Initial Stock Price Estimates (PRICE1) By Treatment


           INDUSTRY SPECIALISTS



Do Not Express Doubt
Express Doubt

AUDITOR

Insurance


Insurance
$5.33

n=49
$5.05

n=51


No Insurance
$5.23

n=57
$4.70

n=47


Difference


$0.10


$0.35*



* Significant at the .10 level, one-tailed test. 

TABLE 4

ANCOVA Using the Percentage Change in Stock Price

 as the Dependent Variable 

Source


DF
Mean Square

F-statistic
p-value

Model

 
   8
      0.707

  24.120
0.0001

Error

 
191
      0.029

Corrected Total

199

Source


DF
Mean Square

F-statistic
p-value
Quality


 1
      0.118

    4.030
  .046

Specialists

 1
      0.183

    6.250
  .013

Insurance

 1
      0.045

    1.529
  .218

Opinion


 1
      4.952

169.001
  .001*

Specialists x Insurance
 1
      0.019

    0.653
  .420

Specialists x Opinion
 1
      0.037

    1.259
  .263

Insurance x Opinion
 1
      0.021

    0.711
  .400

Specialists x Insurance



x Opinion
 1
      0.117

    3.993
  .047

R2 =  .503  (adjusted R2 = .482)

* One-tailed test.

TABLE 5

Additional Tests of Hypotheses 2 and 3b Using

Dependent Variable = Percentage Change in Stock Price


Panel A: ANCOVA for cases where the industry specialists express doubt  

Source


DF
Mean Square

F-statistic
p-value

Model

 
  4
      0.548

  19.773
 .0001

Error

 
91
      0.028

Corrected Total

95

Source


DF
Mean Square

F-statistic
p-value

Quality


 1
      0.136

    4.911
  .029

Insurance

 1
      0.051

    1.827
  .180

Opinion


 1
      1.997

  72.100
  .001*

Insurance x Opinion
 1
      0.114

    4.125
  .045

R2 =  .465  (adjusted R2 = .441)

* One-tailed test.

Panel B: Mean Change in Stock Price Estimates when Industry Specialists Express Doubt



                AUDITOR OPINION



Unqualified Opinion


Going Concern

AUDITOR

Insurance


Insurance
+ 1 %

n=22
- 21%

n=29


No Insurance
+ 3 %

n=26
- 33%

n=21


Difference


- 2


12*



* Significant at the .05 level.

TABLE 5 (continued)

Additional Tests of Hypotheses 2 and 3b Using

Dependent Variable = Percentage Change in Stock Price

Panel C: ANCOVA for cases where the industry specialists do not express doubt

Source


DF
Mean Square

F-statistic
p-value

Model

 
    4
      0.823

  26.775 
0.000

Error

 
  99
      0.031

Corrected Total

103

Source


DF
Mean Square

F-statistic
p-value
Quality


 1
      0.015

    0.473
 .493

Insurance

 1
      0.035

    0.113
 .738

Opinion


 1
      3.058

  99.461
 .001*

Insurance x Opinion
 1
      0.021

    0.674
 .414

R2 =  .519  (adjusted R2 = .500)

* One-tailed test.

Panel D: Mean Percentage Change in Stock Price  Estimates when Industry Specialists Do Not Express Doubt


                AUDITOR OPINION



Unqualified Opinion


Going Concern

AUDITOR

Insurance


Insurance
+ 2 %

n=26
- 37%

n=23


No Insurance
- 3 %

n=26
- 35%

n=31


Difference


5


- 2
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� Under common law, an investor’s right to recover losses from an auditor based on a charge of negligence is state dependent.


� In the case of registration statements, the burden of proof is on the auditor to demonstrate that the performance of the audit was performed with due diligence.


� The risk that the auditor may unknowingly fail to modify his or her opinion regarding financial statements that are materially misstated (SAS 47).


� The value of auditor provided insurance may also be affected by other types of modified audit opinions (e.g.  disclaimer of opinion, adverse opinion).  This paper focuses on the going concern opinion.


� A number of legal factors, when present under a country's legal regime, provide incentives for investors to seek recovery of investment losses through litigation against audit firms.  Some of the more important factors are joint and several liability, class action lawsuits, unlimited liability for audit firm partners, contingent fees for attorneys and punitive damages.  


� It is not uncommon for foreign companies to voluntarily prepare financial statements following U.S. GAAP.  For instance, Jones and Karbhari (1996), in a study of auditor reports from six countries, report that several French and Japanese auditors’ reports reference the fact that U.S. accounting principles have been followed.


� Ten surveys were deemed unusable because the respondents failed to provide the stock price estimates requested.  Two surveys were deemed unusable because the respondents’ stock price estimates were identified as influential outliers using Cook’s Distance measure.


� For each ANCOVA presented in this paper, an ANOVA that did not include the quality covariate was also conducted.  In each case, the results of the ANOVA and ANCOVA were qualitatively similar.  Therefore, only the results of the ANCOVA  are presented.
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