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Abstract

This study inestigates the associations between audit committee characteristics and the
likelihood of audites’ going€oncern decisionemongUK failed firms. Specifically, we
examine whether the threat posed by augitovided noraudit services (NAS) to audisr
reportingdecisionss mediated by audit committee characteristics. We find that failed firms
with higher poportionsof independennhon-executivedirectors(NEDs) and financial experts
on the audit committee are more likely to receive auditor goamgernmodifications prior
to failure, butthatthere is no significant relationship betwd¢AS fees and the likelihood of
receiving a goingoncern modificationThe evidence further suggests that the association
between NAS and audiireporting decisions is subject to audit committee characteristics.
Where the audit committee is more independent and includes a greater progdmiancial
experts, auditors providing the client WNIAS are less likely to issue a standamimodified

going-concern reporprior to failure Overall, the findings provide support for corporate
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governance regulators’ concerns about the monitoring benefits of audimittee
independence and the presence of financial expertighecaudit committee forauditors’

reportingdecisions

Keywords: Audit committee Corporate governance; Naudit services fees;dhg-concern
report; Corporate failure.



1. Introduction

The study investigatesassociations between audit committelearacteristics and the
likelihood of auditor decisions to issue a modified geiogcern repoftin the context of
UK failed firms. And in relation theretove analye whethereporting decisions made by
auditors providing nomudit services (NAS)are mediaté by those audit committee
characteristicsthus investigating the combined effects of audm@mvided NAS and audit

committee characteristics on auditor reporting decisions.

The research investigations carried out here are justified for a nurhibeasons. The
audit committee, on the face of it, is positioned so as to impact on audidingmlecisions.
It is charged to review and monitor the external auditor’s independencebgautivity, the
effectiveness of the audit process and the vafuauditorprovided NAS. And the audit
committee has the responsibility to make recommendations on the apgaintm
reappointment and removal of the external auditors (UK Corporate Governance Code, 2012).
From the agency perspective, it has been assumethéhpresence of independent directors
and financial experts on the audit committee substantively enhances audititteem

effectiveness in monitoring and controlling financial reporting drel éxternal audit as

'Hereafter we refer to a modified goirgoncern report as aitdr reporting opinion in relation to the
going-concern status of the entity including qualified opinions, adverseomgi disclaimers for goirgoncern
issues(International Standard on AuditingS@) 705) and unqualified opinions with an emphasis ofttera
paragraph highlighting the existence ofaterial going-concern uncertainty (ISA 570) This array of
modifications groups together reports differabté in terms o&uditor judgmentbout the pervasiveness of the
effect, or possible effect, on the dincial statements¢elSA 705). Nevertheless, all these modifications would
typically indicate a negative view in respect of getmncern as compared to the standard goongcern
assumption
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independent directors and financial experts are assumed to be persorigkloafibre with
strongincentives to monitor the financial reportingrocess(e.g., Klein, 2002; Krishnan,

2005).

Theoretical perspectives on the impact of augptovided NAS lead to more of an open
guestion as to whether and when audmvided NAS is likely to impair or improve auditor
reporting decisions. The dominant perspective poinispairment as auditgerovided NAS
are seen to potentially threaten and compromise auditor objectivity and iddapenoften
the consulting nature of NAS places the auditors in roles where they woidycleigh
management; the corresponding fees tenth¢rease the auditors’ economic ties with their
audit clients DeFond, Raghunandan, & Subramany&@0)2)> An alternative view, relying
on the knowledge spillover effect, points in a different direction: the provision of NAS is seen
to give the auditors more-ahepth understanding of their clients, which also benefits the audit
(Simunic, 1984; Palmrose, 198@)is thus not so surprising that prior empirical studies have
provided mixed results (e.@PeFondet al., 2002; Basioudis, Papakonstantinou, & Geiger,

2008).

> Such matters and considerations may at least create dilefomasternal auditorsThe goingconcern
opinion can be direct outcome of an auditor’s ostensibly professional decision, &oskating this into a report
may be understood to involve a negotiation of the auditor, managjeand audit committee. Many see the
potential for tension here, particularly the possibiliigttcorporate management n@gssurze the auditor not
to issue amnfavaableopinion, which could, e.g., impact on the share pfe=Citron et al. 2008 Menon &
Williams, 2010;Blay & Geiger, 2013). Such tension potentially puts at stakditor incane streams: while
replacing auditors can attract to the company the negative attentionméitket, there is documented evidence
that auditors are more likely to be replaced after issuing a -g@oingern modificatior- indeed potentially the
outcome carbe the losses of benefits accruing to the auditor generated by all tkifor the client, leaving
aside other reputational effects (see Carcello & Neal, 2003). Fudh&harmaandSidhu(2001), a firm facing
impending failure has an enhanced need for NAS, giving the auditorserfuiibentives to delay a
going-concern modification.
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Given that audit committees are charged with assessing the costs and bdnefits o

auditorprovided NAS, and given that independent directors and financial sxpavie

incentives to monitor and are more capable of overseeing the purchase of@odited

NAS, a further perspective of interest is that the influence of ayglitmided NAS on

auditor reporting is potentially mediated by audit committee charaatsrist

Furthermore, prior empirical research in these areas is relatively scarceughitho

growing number of research papers have attempted to investigate the relasidrethipen

audit committee characteristics and managerial discretion in finaapiaiting (e.g., in terms

of earnings management and the level of accounting disclosure)sliktiewn regarding the

effects of those characteristics on auditor reporuagisions.We therefore extend the

existing corporate governance literature to address this issue in tlextgomor to failure.

Some studies have examined the influence of the audit committee on -puoNided NAS

(e.g. Abbott, Parker, Peters, & Raghunandan, 2008man, Hudaib& Haniffa, 2011) but

little is known about whether the intexlationship affects auditor reporting decisions. Again,

we extend the literature in thigspect.

We can also note here, providing further motivation for our study, the existence of

continuing public policy debates in areas related to the focuses of this sitlusre is the

continuing concern of regulatoreeported often in prior literatureabout the majority of

failed companies failingn the absence of a timefuditor opinionindicatinggoing-concern
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uncertainty(see House of Lords, 201The Sharman Inquiry, 2®).°A series of corporate
failings over the last two decades has intensified regulatory concemsaalatitorprovided
NAS and audit committees’ responsibility in respect of monitoring dinea. An auditof's
going-concern modification in this respect c®rsidereduseful information to feed into
company appraisal including in terms of appreciation of the increased dd@libr risk of
impending corporate failure. The absenceadimely goingconcern modificatiorprior to
corporate failure is often cited asidence of audit failure and often linked bothto weak
corporate governance and auditorprovided NAS. Since auditors are charged with the
responsibility to assess an entity’s geswncern risk and to identify events or conditions that
may cast significant doubt on an entity’s ability to continue as a goingeoognternational
Standard on Auditing (ISA) 570e decision not to modify the going-concern assumption in
the audit report issued immediately prior to failure raises eyebrows atidates further
reflection as part of an attempt to explore and assess auditing and e gmratnance-

including the role of the audit committedn practice(The Sharman Inquiry, 2012)To

* For exampleCitron and Taffler (1992)and this study repothatonly 26.2%and 34%, respectivelgf UK
failing firms hadreceived an auditée modified report for goingconcern uncertaintieResarch has foundhat
around onehalf of US bankrupt firmshad received such report (Mutchler et al., 1997Feldmann & Read,
2010).
* It should be noted thatone should hold it reasonable to expect auditors to foresee all instriaéisire.
Likewise, adecision not to modify the goingpncern assumption cannot be taken to guarantee company
survival. There are dangers of resting upon or coming too close to suahrositen among polienakers and
academics. More reasonable here, however, consistent with the substanoe lbéqaiure, is the position that
auditors can potentially make decisions along a spectrum of reasondbjgendent and expert decisions (or
unreasonable and poor decisions) based on practices of varying degreesrahleassand expertise that
influence the audit report’s usefulness-aisis appreciations of corporate failure likelihood (&sfondet al.,
2002).Prior literature suggests the manifestation of corporate failerentire appropriate context for analysis
of thedeterminants of and appraisal of the auditor’s ga@iogcern report because within a year prior to failure
the typical failing company shows relatively unambiguous findmtigiress symptoms that are more likely to
have reached the threshold of gegwrern uncertainty to merit modification (Hambriék D’Aveni, 1988;
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address the concerns, corporate governance refonaeesonsideedthe audit committee as

havinga central ole (e.g.,Smith Report, 2003JK Corporate Governance Code, 2012).

This study focusing upon UK fadd companies in a recent periodtargeting the

population of noffinancial failed firms with an audit committdeetween 1997 and 2010

yields interesting results. It is found tratly 34% of the UK failed firmsnalyzedreceived

auditor going-concermodificationsfor their last financial statements. The empirical findings

indicate that failed firms witha higher proportionof independent NEDsnd a higher

proportion offinancial expertson the audit committee are more likely to receive auditor

goingconcern moditations The study foundno significant relationship between

auditor-providedNAS fees and the likelihood of receiving a goetwncern modification

Further evidence, howevandicatesthat the association betweanditorprovidedNAS and

auditor reportig decisions is conditional on audit committee characteristics. The interacti

terms between auditq@rovided NAS fees and the percentages of independent NEDs and

financial experts on the audit committee are positively related to thehdkdl of a

goingconcern modificationThis finding suggests thathere the audit committee is more

independent and includes a greater proportion of financial experts, auditors providing the

client withNAS are less likely tassue an unmodified going-concern repator to failure

Citron & Taffler, 1992; see Sharng&a Sidhu, 2001 CallaghanParkash, & SinghakR009).
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This study seeks to contribute to the existing literatura mumber of waysAs indicated

above, he paper’s attention to theffect of audit committee characteristics on ausjiorting

decisionsin the context prior to failuréas sofar been scarcely researched. And, similarly,

little is known about the joint effect of auditprovided NAS and audit committee

characteristics on auditor reporting decisions, which is also focused upornTherstudy

here hence addresses significant gaps in the literature.

A further contribution is in the focus on the UK setting. Virtually all prior studies have

been USbased raising questions as to thgeneraltability to other environmentd-urther,

while precise differences between the US and the UK in relevant regulatonnsyate in

their applications in their respective contexts is a matter of debatdyimy as it does

substantial complexity and critical interpretation, the UK setting is lglehfferent and

dimensions of these differencappeal in relation to the focuses of this stbjdaib &

Cooke, 2005)The UK setting offers several advantagesl potentially provides for new

insightsin respect of seeking to appraise the role of the audit committeguditdrprovided

NAS with regad to auditreporting UK companies, compared to US counterpatguably

have relativelymore flexibility to decide their audit committee structure to the exteatt th

compliance with the applicabldK corporate governance coegK Corporate Governance

Code, 2012 is on a‘comply or explaih basis— whereby a company complies to various

recommendations/provisions or provides explanations for what amounts -tomgfiance
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(Arcot, Bruno, & FaureGrimaud 2010Y. For Arcot et al. (2010), liere is an absena# a
formal enforcemenihere- monitoringis in effectdelegated to investors, market participants
and public opinion. In addition, there is blanketban on NAS in the UK, where companies
have freedom to choose th@ireferredsource ofadviceand thus lte audit committeenay
play a more important role in monitoring the purchase of NAS. There is a rektaadard

of ethics but this is more in the nature of a guide(#eB Ethical Standard)5Thus, while
the UK approach is far frora free for all,and its commitment ta principlesbased rather
than a rulesbased approach is potentially consistent with a highly sophisticated and
appropriate regulatory functioning, this commitment arguably does usheeliatise degree
of liberalism. That theenvironment of the UKis arguably in at least somespectamore
flexible than is the case in the US may tharsble us to exame how variations in audit
committee composition anauditor-providedNAS and their combined effeatnpact upon
audit reporting deci®ns. Furtherthe litigation environments of the UK and the US differ
markedly(Hudaib & Cooke, 2005)These differences and the lower litigation risk in the UK,
as compared to thgituation in theUS, maymediateaudit practice(Seetharaman, Gul, &
Lynn, 2002 Khurana & Raman, 2004As discussed abova,going-concern opinion results

from a negotiation involving the audr, management and audit committéealysis of

> Aflexible ‘comply or explain’ approach to corporate governance wagtadadn the UK in preference to more
prescriptive legislative regulation with the emergence of the Cadbury ftoch the Cadbury Report of 1992.
This basic approach was retained in @asi attempts to improve upon Cadbuitye Greenbury Code of 1995,
the Combined Code of 1998 and now the UK Corporate Governance Code of 2012. Thehammd hence
currently the 2012 Code, has besgpendednto UK Stock Exchange Listing Rules from 19@&e Arcot et al.,
2010).

9



indications of the effectiveness of audit committees with diffedhgracteristics via-vis
auditor reporting decisions may be fruitful in a relatively liberald dass litigious
environmentThere are enggh reasons here for finding the UK an interesting and important
focus for analysis beyond the point that the analysis is an additiore teeldtively few

previous studies that have been mainly US based.

The remainder of this study is structured as follows. In the following sectiooveveiew
the prior literature concerning auditorgoing-concern decisions and develop our hypotheses.
The sample selection procedwrd research design are described in Se@&iorhe results

are then presented and discussed.filited section drawsonclusions.

2. Background andhypothesis development

2.1 Background

The goingconcern assumption is an important one in the preparation of financial
statements. The issue addressed in deciding upon the validity of the assumpthether
the entity will continue in operational existence for the foreseeablgef@SA, 570)°
According to ISA 570, auditors are responsible for assessing the-gmicgrn status of their
client and highlighting the existence of a material uncertainty regpesh entity’s ability to

continue as a going concern in their audit reports. An ausligmhgconcern modification is

® As defined by ISA 1, the normal time span for the auditor to condlideappropriateness of the goicancern
assumption is typically at least 12 months from the end of the irmgpp#riod.
10



therefore recognedin the literature as at least an indicator of increased riskiness in relation

to the continuity of a companiLevitan & Knoblett, 1985Koh, 199). Failure to issue a

modified opinion in this context may affect the usefulness of finantzereents(see

Mutchler, Hopwood, & McKeown, 1997).

The decision to issue a goHegncern modification is regarded as onéhaef most difficult

decisions for auditors(e.g., RuizBarbadillo, GomeZAguilar, FuentedBarbera, &

GarciaBenau, 2004)In the negotiation process between auditors, top management and the

audit committee(Antle & Nalebuff, 1991; Teoh, 1992)xuditors may be cdronted by

significant pressure from client management, since the issuance of acgooegn

modification may lead to serious negative effects on a company’s shargepggeCitron,

Taffler, & Uang, 2008; Menon & Williams, 201@nd credit ratingFirth, 1980). In addition,

auditors themselves are concerned about what they see as the possible economic

consequences of E@Rg a goingconcern modification when making continuity judgments

(Kida, 1980) they mayfear losing the client and the corresponding f@eg., Carcello &

Neal, 2003).

In order to manage any potential erosion of auditors’ repodéwysionsengendered by

inappropriate pressure from audit clients and/or the commercial isteoésauditors

themselves in the provision of services, corporate governance regs/iaties in several

countries highlight the importance of the audit committee in the mowgtorf the external
11



audit. No similar consensus has been reached, however, regarding whether to ban NAS. The

UK corporate governance reformers are not fully persuaded that restricting -puoitced

NAS by outlawing these is necessary on the grounds that companies lséieaifiiieedom to

choose their preferred source of advice (see e.g., Cadbury, 1992; Smith Report, 2003). They

develop recommendations aimed at mitigating the potential negative effddASfby

strengthening the audit committee’s role in monitoring the purchasaiabf services and

offering added assurance to the sharmésl

2.2 Audit committee characteristics and going-concern reporting decisions

In agency theory a series of mechanisms are proposed that seek to mitigate agen

problems arising from the separation of ownership and control (Jensen & Meckling, 1976)

The role of the audit committee here is to ensure that the interests of sharehodders

properly protected in relation to financial reporting. One of the prime tasks of the audit

committee is to monitor and seek to ensure the objectivity and independeegtemfal

auditors, to mitigate management presson auditors, and to enhance the integrity of

financial statement&ollier & Gregory, 1996; Pomeroy & Thornton, 20@&asley, Carcello,

Hermanson, & Neal, 2009According tothe Blue Ribbon Committe@ 999, p.7) the audit

committee is the ‘ultimatenonitor’ of the (financial reporting) process.
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Corporate governance regulators are particularly concerned with audit ceenmitt
independencé¢Cadbury, 1992; Smith Report, 2003; UK Corporate Governance Code, 2012
Ghafran & O'Sullivan, 2012; The UK Corporate Governance Cq@@12)recommends that
an audit committee be composed of a minimum of three independent direthers.
theoretical support for the importance of independent directors is rootgenty theory.
According to this perspective, independent directors are free from econderiesta or
personal links with the managers of the company and are therefore bettérts@kercising
the monitoring taskFama & Jensen, 1983Additionally, independent directors have a
stronger motivation to maintain the value of their reputationaktalaipi the external labour
market (Fama, 198Q) Accordingly, they are deemed likely to play a martective
monitoring role and to have greater incentives to enhance the quality anchtesicgpof

financial information disclosed to shareholders (O'Sullivan, 2000).

While serving on a pattme basis enhances independence and is hence in this respect part
of the rationale for independent NEDs, it has also been pointed out thadlegendent
directors serve on a paiine basis- and typically serve as directors on multiple boards

they have limited contact with datp-day corporate affairs and by dint of this are less likely

’ To ensure that directors are alte contribute sufficient time to the company, the UK governandeso
recommendhat a full time executive directahould notake on more than one neexecutivedirectorship in a
FTSE 100 company nor be the chairman of such a comf@mnith Report2003; UK Corporate Governance
Code, 2012)

13



to allocate sufficient time to gaining firspecific knowledgeThis aspect may in itself limit

the effectiveness of their monitoring duties (see Patton and Bagg#).

Prior empirical studies primarily focus on the relationship betweert aodmittee

independence and managerial financial reporting decisions but providd neisultsin the

U.S., for example, Klein2002), Bédard Chtouroy and Courteau (2004) aridhaliwal,

Naiker, andNavissi(2010)find that there is a negative relationship between the proportion of

audit committee members who are independent and earnings management, Aliptbit,

Parker, andPeters(2004) find a negative relationship between the presence of a fully

independent audit committee and the likelihood of restatements andidinfmacid. L,

Mangena, andPike (2012) howeverfind that the quality of intellectual capital disclosure is

not associated with audit committee independence in the U.K.

The existing literature on the association between audit committee indepenand

auditor reporting decisions is limited and virtually all U.S. bafeaimeroy & Thornton,

2008) CarcelloandNeal (2000)find that the presence of a greater proportion of independent

directors on the audit committee is positively correlated \aiildiors’ reportingquality.

Further, Carcell@andNeal (2003) examine whether independent audit committees are more

capable of exercising power over management and thus helping auditors to resist pressure

from top management. They document that audit committees with high poogoof

independent directors are more effective in shielding external audbonsdismissal after a
14



modified goingconcern opinion is issued. The UK Corporate Governance ,CZQIE2,

considersthat the presence of independent directors on the audit committee enhances

effectiveness in monitoring audit quality. Therefore, we hypothesize that

Hypothesis 1.The likelihood of an auditor goirgoncern modification prior to failure is

positively related to the proportion of independent directors on tie@ammittee.

The presence of financial experts on the audit committee has becoareaaof key

interest in recent research. Audit committee members are expected to managestanohder

the complexities of financial reporting, evaluate subjective accounting gmlichderstand

auditors’ decisions and appraise the quality of financipbnts (Kalbers & Fogarty, 1993)

Financial expertise is deemed crucial to an audit committee’s effectiveness ebdioaus

committee needs to perform numerous duties that require a high level aidifesctounting

sophistication(DeFond,Hann & Hu, 2005; Zamaret al., 2011) Financial experts are thus

important for the fulfilling ofthose duties and protecting shareholders’ interests in relation to

financial reporting qualityDeFondet al., 2005)

Some recent studies explore the relationship between audit committeeafirepertise

and managerial reporting quality. Abbott et @004)find a negative relatizship between

the presence of financial experts on audit committees and the incidencean€idin

restatements. Krishnaand Visvanathan(2010) andDhaliwal et al (2010)further document
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that audit committee financial expertise is positively associated with garguality. In the

UK, Mangenaand Pike (2005) report a positive relationship between audit committee

financial expertise and the quality of interim disclosure. By contta®t al. (2012)do not

find a significant association between audit committee financial expeamid the quality of

voluntary disclosure.

Similar to audit committee independence, relatively little attention has fmadnto the

association between audit committee financial expertise and auditoringpdetcisions.

DeZoort andSalterio (2001) argue that financial experts have better knowledge about the

audit process and the auditor’s judgments. They find that financi&rtexpn the audit

committee are more likely to stand on the auditor’s side when there is &edigtween the

auditor and management. The UK Corporate Governance Code (2012¢@iguzes the

importance of financial experts on audit committees and recommends that dite au

committee should have at least one member with financial expertise. Acéarthiegsecond

hypothesis is as follows:

Hypothesis 2:The likelihood of an auditor gag-concern modification prior to failure is

positively related to the proportion of financial experts on the aodimittee.

2.3 Auditor-provided NASfees and auditor going-concern reporting decisions

16



The provision of NAS has continued to be the sulgétbte most heated debate in relation

to auditor reporting quality. The theoretical frameworks predict a ‘dmitensional and

bi-directional relationship between audifmovided NAS and auditerreporting quality. On

the one hand, the provision of NAS reinforces economic bonds between auditors and clients.

This may increase auditors’ incentives to accommodate client management in oedamto

lucrative revenue from the client and thereby impair auditor independence dihorsau

reporting quality (DeFondet al., 2002) It is further argued that the provision of NAS

alongsideaudit services increase an auditor’s financial dependence on the clientgivieish

client management a ground tpressurizethe auditor to issue davourdle opinion

(DeAngelo, 1981; Habib, 2012 addition, the consulting nature of NAS is likely to place

auditors in positions where they work closalith management, potentially reducing their

maintainingof the integrity of auditor reporting (DeFond et al., 2002).

On the other hand, it has been suggested that the provision of NAS may strengthen audit

guality. The provision of NAS can increase an auditor’s knowledge and understanding about

its clients and thus enhance the a(8imunic, 1984Palmrose, 1986 Auditors are therefore

more likely to detect and identify problems of a firm when simultaneaifdying both NAS

and audit serdges to a client. In addition, the provision of both NAS and audit servicalsl wo

increase the client’s dependence on its auditor’s services, which may reduiteetit of

being replaced when there is a dispute between auditor and client mana(ieesergelo,

17



1981) UK corporate governance reformers are not fully persuaded that imposing strict rules
limiting NAS is necessary, since, @adbury (1992, para. 5.1put it: “the prohibition (of
NAS) would limit the freedom of companies to choose their sources of advice and could

increase theicosts”.

A number of empirical studies have examined the effects of NAS fees on &hanci
reporting quality by measuring various proxies, such as earnings catis@r, discretionary
accruals and the likelihood of restatemdi@saswell, Stokes, & Laughton, 2002; Ferguson,
Seow, & Young, 2004; Ruddock, Taylor, & Taylor, 200®ut the results are mixed.
Inconclusive results are also found regarding the relationship betwegor-gudvided NAS
and the likelihood of receiving goirgpncern opinions for poorly performing companies in
both the U.S. and the U.KLennox, 1999DeFond et al., 20QBasioudiset al., 208; Blay
& Geiger, 2013 Based on a sample of bankrupt firms, Shaemd Sidhu (2001jind a
negative relationship between audipsovided NAS fees and the likelihood ah auditor
going-concern modification. The present research extends these dhydeesamining UK

failed firms and hypothesizes:

Hypothesis 3The likelihood of an auditogoing-concern modification is negatively related

to the level of NAS fees.

18



2.4 The interactive effect of audit committee characteristics and auditor-provided NASon

auditor going-concern reporting decisions

As noted above, auditgarovided NAS may pose a threat to auditors’ reporting quality.

Governance reforms therefore typically require that audit committees bensddp for

reviewing and monitorincauditorprovided NAS fees paid to the auditor and evaluating

whether the economic relation between the client and auditor appears to imper aud

judgment(Cadbury, 1992: para. 5.11; Combined Code, 2003: para2CSmith Report,

2003: para. 5.22; UK Corporate Governance Code, 2@1tPpugh the audit committees are

charged with these responsibilities, whether they are able to moderate theapoégattive

effect of auditoiprovided NAS fees, and thus improve auditor reporting qulitg,not been

properly addressed in the literature.

Since the audit committee is involved in the NAS purchase decision, its siiopo

would influence the potential impact of audifmovided NAS on auditors’ reporting quality.

According to the agency perspective, independent directors are potetttiaghy monitors

and are more likely to play an effective oversight role on an audit committeesbebay are

free from financial and personal ties with the company and are concerned hdout t

reputational capital in the mark@ama & Jensen, 1983). Accordingly, independent directors

would act to avoid any conflict of interest arising from the closeinbas relationship

associated with auditgprovided NAS. In addition, independent directors on the audit
19



committee may bear higher director liability and litigation risk onceantial misstatement

occurs. Abbott et al2003)therefore argue that independent directors have strong incentives

to scrutinisemanagerial decisions in respect of the purchase of NAS in order to rinduce

potential threat to auditors’ reporting quality.

Moreover, financial expertise on the audit committee is also likely toateethie effect of

NAS on auditors’ reporting quality. As previously discussed, financial experts are capable

understandinghe complexity of financial issues and executing oversight in relationeto th

financial reporting process. Their professional knowledge enables them to monitor NAS and

to evaluate the impact on auditors’ reporting quality. Audit comestteith financial eperts

are more likely to disagree with managerial decisions on the purchase ofifNASh

services would result in reduced auditor independence (Zatredn 2011).

Literature investigating the role of the audit committee in relation to trehase of NAS

is limited. Gaynor, McDanieland Neal (2006) provide survey results and suggest that the

audit committee would consider the effects of NAS on audit quality inrdetelg whether

to approve the purchase of NAS. The audit committee is more likely to apAaf a

service is perceived to be beneficial to audit quality. Further, Algibatit (2003)and Zaman

et al. (2011) empirically document a negative association between audit committee

independence and audHprovided NAS fees. Zaman et §011)also find that these fees

are negatively related to the presence of financial expertise on the audit confmittee¢he
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above, and drawing on regulatory recommendations and the literature ibrc@uaittee
structure and responsibility, we examine the combined effects of audititiem
characteristis and auditeprovided NAS fees on auditor reporting quality and propose the

following hypotheses:

Hypothesis 4aThe relation between the likelihood af auditorgoing€oncern modification
and auditoprovided NAS fees is less pronounced when the failing company has a more

independent audit committee.

Hypothesis 4bThe relation between the likelihood of an auditor gaingcern modification
and auditoprovided NAS fees is less pronounced when the failing company has a more

financially expert audit committee.

3. Sample selection and research design

3.1 Sample selection

This research investigates the relationship between audit committee indey@enden
auditor-providedNAS fees and the likelihood of goirgpncern modificatios prior to a
corporate failure eventThe empirical tests are based on a population of failed
UK-incorporated, nofinancial firms® Failed firms are identified by investigating all quoted

firms delisted from the Official List on the London Stock Exchangerothe period

® companies inthe financial sector were excluded because their financial structuréstisct from other
companies and they are often subject to special rules and recommendation
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1997-201C. A firm is considered failed in this research if the reasoritfecancellation of
its listing was its entry into receivership, administration, owitigtion, consistent with the

definition adopted by Peel afkel(1988) andNeagphytou and Molinero (2004f,

Application of the stated criteria yieldspapulationof 124 firms that failed between the
years of 1997 and 201Blowever, because an audit committee was not established i#all 1
failed firms the final sample is made up Gfl6 failed firms!* Table 1 pesents the
characteristics of the failed sample firms. Panel A presents the numladuads among the
sample firms for each year from 1997 to 2010. Panel B presents the distribution of the

industrial classifications of the 116 failed firms.

Going-concen opinion and corporate governance data used in this stady collected
manually fromthe annual reports of the failed sample firms. Financial informatias

collected from the electronic resourcedaftastreanor FAME.

® The lists of UK companies vekedfrom the Official List on The London Stock Exchange are obtained from
Citytext or Hemscott Company Guru electronic resources.
% Firms were included in the sampifethey were transferred from the Official List to the AIM (Altetive
Investment Markg List and subsequently delisted from the AIM List between 1997 ab@dwithout filing any
annual accoustduring their AIM listing periodsThere are 14irms in our final sample that were transferred
from the Oficial List to the AIM List between 199and 2010.Thosefirms are considered as official listing
firms in this study sincethey went into receivership, administration or liquidation immedtiiahfter moving
onto the AIM list, andall of their filed informationobtained is from duringheir official listing periods.
" We find in our Ukbased study that relatively few largeale companies have been subject to failure
consstent with the prior relevant study by Citron amdffler (1992) thatemployed107 failed companies
between 1977 and 1986. Similarlgete were89, 134,134 and 9Zailed companies in theelevant U.Sstudies
by Menon and Schwartz (1987)McKeown, Mutchler,and Hopwood (1991), Hopwood et al. (1994) and
Callaghan et a2009) respectively.
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Insert Tablel about here

3.2 Regression model anplexifications

This research employs logistic analysis to examine the study hypotheses, ®nce th

dependent variable, with categories of geoogcern modifications or negoing-concern

modifications, is dichotomous. The general models are developedassfoll

GCM = fo +B1AC_INED; + B.EXPERT; + BsFEERATIO; + B,AC_SZ + fsREPORTLAG,

+ BeTENURE; +37BIGN; + SsLNnCOM_SIZ + fsCOMPLEX + £10LOSS+ AuLEV;

+f1oPRIOR; + f13CRISS + € 1)

GCM = po +p1AC_INED; + S.EXPERT; + S3FEERATIO; + f4FEERATIO* AC_NED; +

PsFEERATIO* AC_INED,; + SsFEERATIO* EXPERT; + f;AC_S 7, +

PsREPORTLAG; + SoTENURE; + £10BIGN; + £1:.LNCOM_S Z; + f1,COMPLEX; +

P13LOSS+ S14LEV+f15sPRIOR + f16CRISS + € (2)
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where,

GCM = goingconcern modification measured as a dummy varie
coded 1 if a modified goirgoncern opinion is issued,
otherwise. The modified goiagpncern opinions includ
gualified opinions, adverse opinions, disclaimers
goingconcern issues, and unqualified opinions wi#m
emphasis of matter paragraph highlighting the presenc
going-concern uncertainty;

AC_INED =percentage of audit committee members who are indepe
NEDs;

EXPERT = percentage of financiaxpers on the audit committee;

FEERATIO = the ratio of total auditeprovided NAS fees to audit servic
fees

FEERATIO*AC_NED = interaction term between the ratio of taalitor-providedNAS
fees to audit services fees and the percentage of audit com
members who arEDs

FEERATIO*AC_INED = interaction term between the ratio of taalitor-providedNAS
fees to audit services fees and the percentage of audit com
members who are independ®&Ds;

FEERATIO*EXPERT = interaction term between the ratio of tadalitor-providedNAS
fees to audit services fees and the percentage of fine
experts on the audit committee

AC_SlIz = audit committee size: number of audit committee members;

REPORTLAG = number of days between the year end and the audit report date;

TENURE = lengthof auditorelient relationship in years;

BIGN = dummy variable with a value of 1 if the company was auc
by a Big 4/or 5 audit firm, O otherwise;

LnCOM_SIZ = natural log of total assefproxy for firmsize);

COMPLEX = percentage of foreign subsides in total subsidiaries;

LOSS = a dummy variable with a value of 1 if the company repo
negative net income for the fiscal year, O otherwise;

LEV = the ratio of total debt to total assets;

PRIOR =dummy variable with a value of 1 if the compamgeived a
going-concern modification in the preceding year, O otherwise;

CRISIS = a dummy variable with a value of 1 if the last audit opinion

prior to failure was after 31 December 2007, O otherwise;
B = parameters;
€ = error term; and
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[ = theith observation.

For independent variables, we measure audit committee independence by the mercentag
of NEDs (AC_INED) on the audit committe@ho are independent. Independent NEDs are
defined as NEDs with no financial or personal ties to the company or its maragesper
the UK Corporate Governand@ode (2012)? We measure an audit committeeompetence
in accounting and/or audit by the percentage of financial experts on thecaumitittee*?
Financial expertise is important for the effectiveness of an audit dbeenbecause this
committee isresponsiblefor numerous duties that require a relatively high degree of
accounting/audit sophistication in monitoritige financial reporting proce¢PeFondet al.,
2005)!* We use the ratio cfuditor-providedNAS fees to audit services fees paid to the
auditor (FEERATIO) to represent the relative useawoditor-providedNAS, and to capture
regulatory concern over the possibility that auditors may lowball alidinits and recoup

audit fee cuts through the provision of NAS (Firth, 1997; Smith Report, 2003).

The interaction term between the raticaofitor-providedNAS fees to audit services fees
and the percentage of independs&Ds on the audit committee (FEERATIO*AC_INED) is

introduced to capture the effect of auditor-providieals fees on the likéhood of receiving a

12 The UK Corporate Governance Code (2012) sets precise criteria épeimdence on the basis of whether a
director: (a) has been an employee of the company or group withirstHavdayears; (b) has or had in the last
three yars a material business relationship with the company; (c) has readtli&idnal remuneration such as
a performanceelated payment and pension from the company apart from a director(d)fdms close family
ties with the company’s other directorsjvasors, or senior employees; (e) holds cmissctorships; (f)
represents a significant shareholder; or (g) has served on the boaatdathan nine years.
13 Financial expertise is demonstrated by membership of a profaksiocountingandbr financid body or
previous or current employment in accounting or fingisee Smith Report, 2003)
 The main role and responsibilities of the audit committee are set Bubwision C3.2 of the UK Corporate
Governance Code (201a8hdFinancial Services Authorit§SA, Disclosure andransparencirules 7.1.
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going-concernmodification when audit committee independence increaghs. interaction

term between the ratio aluditorprovidedNAS fees to audit services fees and the percentage

of financial experts on the audit committee (FEERATIO*EXPERTipisoduced to capture

the effect of auditeprovided NAS fees on the likelihood of receiving a goiogncern

modificationwhenthe proportion of financial experts on the audit committeesases.

The control variables are drawn from the litara. First,audit committee size (AC_SIZ)

is used to control for audit committee power (Kalbers & Fogarty, 1998 ger audit

committees are more likely to behave as authoritative bodies exercisingveffactnitoring

functions(Archambcault & DeZoort, 2001Y herefore, it is expected that there is a positive

relationshipbetween audit committee size and audit quality.

Second, the time between the fiscal yead and the audit report date (REPORTLAG) is

included in the model to control for the timelinessaatlit opinions. Prioresearchsuggests

that auditors may sperallonger time auditing troubled firms. It is found that companies

receiving goingconcern modification have longer reporting lags (DeFond et al., 2002).

Third, audior tenure (TENURE) is employed to control for the audia@nt relationship.

Empirical evidencen the association between auditenureand financial reporting quality

is mixed. It is suggested that auditors who have long served a partigaacemore likely

to possesglient-specific knowledge and increase audit quality. Long tenure hwayever,
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increasehe closeness of the audidient relationship and thus impair auditor independence

(Johnson, Khurana, & Reynolds, 20@hosh & Moon, 2005).

Fourth, the presence afBig 4/5 auditor (BIGN) is used to control for opinidecision

differences between the Big 4/5 and +Rig 4/5 audit firms. Prior literature suggests that

large audit firms are morkkely to issue a goingoncern modification beeise they have

more expertise and resources that allow them to exhibit better audit qG&lige( & Rama,

2006) In addition, the larger audit firms face higher reputation loss agedtlitin risk, which

would lead to them being relatively more conservative in their reportingidesicompared

to the smaller audit firms (Mutchlet al., 1997)

Fifth, the natural log of totahssetLnCOM_SIZ) is used to control for firm size. Large

companies may be less likely to fail. Studies have suggested that a largenadeesironger

negotiating power with its auditors. Auditors are reluctant to issue iag-goncern

modification to a large client due to the risk of losing the clientmicant business

(Mutchler et al., 1997Carcello & Neal, 2000

Sixth, we also include the percentage of foreign subsidiaries (COMPLEXapire

business complexity. It is suggested that complex firms are more tikegceive modified

audit opinionsbecauséhigher business complexity could lead to more reporting errors and

irregularities(Craswell et al., 2002).
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Seventh, the presence afprior year goingconcen modification (PRIOR) is used as a

control variable, since it has been suggested that firms that receive-cgoicgrn

modifications in the current year are more likely to receive them in the s@mteygpar

(Mutchler, 1985; Nogler, 1985).

Finally, we control for the effect of the financial crisis in 2007 (CRISIS) on auditor

reporting decisions. Auditorglecisionsare likely to have beemore conservative in the

period after the financial crisisecauseof higher intensive legislative and media scrutiny

(The Sharman Inquiry, 2@®). It is therefore expected that auditors are ntikedy to issue a

going-concernmodificationafter the financial crisis.

4. Results

4.1 Descriptivestatistics andunivariateanalysis

Of the failed firms,39 received modified goingoncern opinions for the last financial

reports issued prior to failure, whil& did not receive such opinions, suggesting that only

34% ofthefailed firms received a goingoncern modification preceding failure. This result

is consistent with the finding of Citroand Taffler (1992), reportinghata large majority of

the failed firms in the UK did not receive an audggoing-concern modification

Table 2 presents descriptive statistics for failed firms receiving a modifiegggmncern

opinion prior to failure comgred to failed firms receiving mon-modified (clean)opinion
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and provides the results of thetést and the Wilcoxon rank sum tdst the continuous

variables and theChi-squared test for categorical variabledmong firms receiving

going-concern modifications, on averagés.506 of their audit committee members are

independent NEDs (AC_IED). By contrast, only64.63% of audit committee members are

independent NEDs for firms receivigeanopinions.The difference is significant at the 5%

level (Ttest). This finding supports Hypothesis 1, which states that there is iivpos

association between the proportion of independent directors on thecanmfiittee and the

likelihood of receiving a going-concern modification prior to failure.

In addition, the man percentages of financial experts on the audit committee (EXPERT)

for the failed firms receiving a goirgpncern modification and firms receiving a clean

opinion are 50.00% and 30.02%, respectively, and this difference is statistically significant a

the 1% level. The finding thus supports Hypothesis 2, i.e., the proportion of financial experts

on the audit committee is positively related to the likelihood of rewgigoingconcern

modifications prior to failure. Moreover, the result indicates that, on average, both groups of

firms (i.e. the groups receiving modified and clean audit opinipag)relatively more NAS

fees than audit fees to their auditors. The mean values of the ratios of NAS fmaditt

services fees (FEERATIO) for the failed firms thateive a goingoncern modification and

that receive a clean opinion are 1.72 and 1.87, respectively. This differenasjehois not

statistically significant. The finding does not support Hypoth&siwhich states a positive

29



association betweeraudibr-provided NAS fees and the likelihood of goifapncern

modification prior to failure.

Regardingthe control variables, the average audit committee size (AC \@ldgsare

2.62 and 2.83 for the failed firms receiving a going-concern modification and a clean opinion,

respectively, and this difference is not statistically significaninknwith prior literature (e.qg.,

DeFondet al., 2002), it is found that the companies receiving a gaongern modification,

compared to those receiving a clean opinion, have a longer time lag betweercdhe fis

yearend and the audit report date (REPORTLAG). In addition, there is no significa

difference in both auditor tenure (TENURE) and audit firm size (BIGN) between the firms

receiving a goingoncern modification and a clean opinion.

It appears that firms with larger size (COM_SIZ) are lisdy to receive a goingoncern

modification prior to failure, bufirm complexity (COMPLEX) is not significantly related to

the likelihood of receiving a goingoncern modification. Consistent with expectations, the

firms with a loss (LOSS) and higher levesatpvel (LEV) are mordikely to receive a

going-concern modification prior to failureMoreover firms receiving agoing-concern

modificationin the prior year (PRIOR) are more likely to receavenodifiedopinionin the

reportprior to failure. An auditds propensityto issue a goingoncern modification is not

significantly related to the financial crisis (CRISIS).
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Insert Table2 about here

4.2 Logistic regression @alysis

Because multicollinearity is consideredas problematicin regression analysis, the

Spearman rho correlations between variables are provided in Jalsled the variance

inflation factors (VIFs) are computed for each independent variable to exarhethen

multicollinearity is present. The correlations between independent variables included in the

regression analysis are all leba 038. Multicollinearity in regression analysis is regarded

as harmful only when correlations exceed (I@bachnick &Fidell, 2007). In addition, the

VIFs are below 2.for all independent variables employed in the regressions shown in Tables

4 and 5 far lower than the critical value of IUabachnick & Fidell, 2007this suggests that

multicollinearityis not a majoissuein the regression analysé&e also employ the link test

to examine whether the logistic model is properly specified, and fiat there is no

significant specification error for the models shown in Tables 4 and 5.
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Insert Table3 about here

Table4 presents results of the logistic regression models used to examine tbagkias
between audit committeeharacteristicsthe ratio ofauditor-providedNAS fees to audit
servicedfees, andhelikelihood of auditor goingconcern modificationgrior to failure. The
overall models are significant, and the model PseuflasRabove 03425 The overall
classification rates for the models are above 81.03%. FirstlyeXseninethe effect of
independenNEDson the audit committee on the auditogoingconcern reporting decisions
and reveal thathe higher the percentage of independent NEDs on the audit committee
(AC_INED) the more likely the auditor is to issue a geamgcern modification prior to
failure (p <0.05). This suggests that an audit committee composed of more independen
NEDs ismore capable of safeguarding high audit rapgrguality in the contexof prior
corporatefailure. This finding is in line with the agency perspectaed lends support to
regulatorsemphasis othe importance of audit committee independence for reporting quality

(e.g., Smith Report, 2008 K Corporate Governance Code, 2012).
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In addition, we investigate the relationship between the percentage of finexmeats on
the audit committee (EXPERT) and the audgogoingconcern reporting decisions. The
likelihood of receiving an auditor goingpncernmodification prior to failure ispositively
associated with the proportion of financial experts on the audit coeemibis is consistent
with the suggestion dDeZoort andSalterio(2001)and Hypothesis 2, and implies that more
financial experts on the dit committee could improve auditor reporting quality. In linehwit
some prior studies (e.g., DeFoat al., 2002) however, the ratio chuditor-providedNAS
fees to audit services fees (FEERATIO) is not significantly related to kakhbod of a
going-concern modification. fis result does not support Hypothesis 3 taditor-provided

NAS impairs auditor reporting quality.

With regardto the control variables, similar to the results generated thennivariate
analysis, the time lag between the fiscal y&aat and the audit report date (REPORTLAG) is
positively related to the likelihood of an auditor getwncern modification prior to failure.
In addition,firms thathad a loss (LOS$) andreceived a going-concern modificatiorin the
prior year (PRIOR) are more likely to receigegoing-concern modification in the report
preceding failureThere is a weak positive relationship between a' &ileverage level (LEV)
and the likelihood of receiving goingconcern modification. However, the variabtésaudit

committee size (AC_SIZ), auditor tenure (TENURE), audit firm size Bl|Gompany size

15 We also use return on assets as a proxy for a firm’s profitabilig/r@ults show that there is no significant
relationship between return on assets and the likelihood of-goimgern modifications, and the sificance of
the other variables substantively similar to that reported in the.paper
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(LnCOM_SIZ), firm complexity (COMPLEX) and financial crisis (CRISIS) are not
significantly associated withhé likelihood of an auditagoing-concern modificatiorprior to

failure.

Insert Tabled about here

We furtheranalye whether audit committee independence and financial expertise has
mediated the relationship between auditor reporting decisnm® to failure and
auditor-providedNAS fees. To test the mediating effects of audit committee characteristics
on the likelihood of an auditor goirgpncern modification, we introduce interaction terms
between the percentages of independiéfiDs (AC_INED) and financial experts (EXPERT)
on the audit committee, and the ratio afiditor-providedNAS fees to audit services fees
(FEERATIO). To avoidmulticollinearity between the interaction terms and their constituent
variables, we meacentre AC_INED and EXPERT, and FEERATIO before adding them to

the regression mode{see Vallascas & Hagendorff, 2013).
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Table 5 sets forth the results for the interactive effects of the audit cE®mit

characteristics and FEERATIO on the likelihood of auditors issuing aggoincern

modification.Panel Aof Table 5repats the logistic results for the effsatf the interaction

terms betweenthe ratio of auditor-providedNAS fees to audit services fees and the

percentage of independeNEDs on the audit committee (FEERATIO*AC_INED) (Model

(1)), and the percentage of financial experts onath@it commitee (FEERATIO*EXPERT)

(Model (2). Significantly positive coefficients on those interactionsdat that increases in

the ratio ofauditorprovidedNAS fees to audit services fees (FEERATIO) are associated with

the higherlikelihood of an auditor goingoncern modification as the percentages of

independentNEDs (AC_INED) and financial experts (EXPERT) on the audit committee

increase.

Panel B of Table 5 further reports how the impact of FEERATIO on the likelihood of an

audtor goingconcern modification varies with different values of the audit committee

characteristics. The results demonstrate that FEERATIO is negativelgisaed with the

likelihood of an auditor goingoncern modification as there are 50% and 66.67% of

independenNEDson the audit committee (i.e. at the 25% and 50% percentiles of the sample

distribution of AC_INED, respectively). By contraghere is no significant association

between FEERATICand the likelihood ofin auditorgoingconcern modificatiorwhen the

audit committee is fully composed of independsiDs (i.e. at the 75% percentile of the
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sample distribution of AC_INED). The findings suggest that the presefhca highly
independent audit committee may moderate gbeential threat posed bMAS to audit

reporting quality.

In addition, it is found that FEERATIO is negatively related to theilikeld of an auditor
going-concern modification when there is no financial expert @when the proportion of
members othe audit committee who are financial experts is at 33.8%%at the 25% and
50% percentiles of the sample distribution of EXPERT, respectively). €laionship
between theercentagef financial experts on the audit committee and the likelihood of a
going-concern modification becomessignificant when theroportion ofmemberson the
audit committeewho are financial experts reaches 5Q0%. atthe 75% percentile of the
sample distribution of EXPERT).RHE result also reflects the importance of the financial
expertise of the audit committee in mitigating the potential negative effébAS on auditor
reporting quality. Overall, the findings are consistent with Hypsis 4 thathe relation
between the likelihood ofnaauditorgoing<concern modification and auditprovidedNAS
is sibject to audit committee characteristics, implying that the purchase ofidNl&Ss likely
to result in anunfavorableimpact on auditofsgoing-concern reporting decisions prior to
failure when the failed firms have a momedependentaudit committee or & amore

financially expertcommittee
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Insert Tableb about here

4.3 Further nalysis

To ensure rigorous results, we conduct several additional tests. Bdoaudé Corporate

Governance Codg012) recommenddat an audit committee should be composed entirely

of independent NEDand a minimum ofone financial experto enhance its monitoring

function, we replacethe variables of the percentagef independent NEDand financial

expertson the audit committee used in the logistic regression (shown in Zaklgh two

dichotomousvariables to capture the effects of the presence of a fully independent audit

committee and the presence of financial expertistn@audit committeeWWe give a value of

1 to both variables if the company has an audit committee composedyerftireependent

nonexecutve directors or has at least one finan@aperton its auditcommitteeand O

otherwise. The results for the presence of a fulljependentaudit committee and the
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presence of financial expertisa theaudit committee indicate the same direction asriam

findings reported in Table 4 and remain significant at the 5% and d@8ls) respectively.

Further, we estimate theombinedeffect of the presence of a fully independent audit

committee the presence of financial expertise on the audit committeé the ratio of

auditor-provided NAS fees to audit services fees (FEERATIOh the likelihood of

going-concern modifications. Consistent with the main findireggorted in Panel A of Table

5, the interaction termbetweenFEERATIO andthe presence of a fully independent audit

committeeand betweenFEERATIO and the presence of financial expertisethen audit

committee argoositively related to the likelihood of an auditor getwncern modification

Additionally, in line with the findings presented in PhBeof Table 5, the results for the

marginal effects show that there is a negative relationship bet®HeEBRATIO and the

likelihood of an auditorgoingconcern modification when the audit committee is not

composed entirely ahdependentNEDs or does not &ve at leasbne financial expert. By

contrast, this relationship is not significant in the firms watihaudit committeeentirely

composed of independeNEDsor with financial expertise on the audit committee

Some priorstudiesindicate that there is a substantial incentive for audit firms to ast m

favorably toward thoseaudit clients that paythem a highermagnitudeof NAS fees. If

auditors receivéucrative NAS fees from a single audit client, they are more likely to provide

a clean opinion to preserve their interests with respediA8 (DeFond et al., 2002
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Basioudis et al., 2008We replace the variable tfe ratio ofauditorprovidedNAS fees to

audit services fees (FEERATIO) employed in Table 4 with the naturaf lagditorprovided

NAS fees.The result shows thahe naturallog of auditor-providedNAS fees is alsaot

significantlyrelated to the likelihood of a goirgpncern modification.

Then, we exame the combined effects of audibmmittee characteristics and the natural

log of auditor-providedNAS fees on the likelihood of auditor gohsgncern modification.

Consistent with our main findings shown in Tallethe interaction terms between the

percentages of independdiEDson theaudit committee, the percentage of financial experts

on the audit committee, and the natural logaafiitor-providedNAS fees are positively

associated with the likelihood ofgming-concern modification. Further, we also find that the

relationship between the natural log afiditor-providedNAS fees and auditor reporting

decisions varies in terms of the independence and financial expertise of theoaudittee.

The natural logof auditorprovidedNAS fees has aignificantpositive associatiowith the

likelihood of auditor goingconcern modification when the percentages of indepeiNiEDs

and financial experts on the audit committee are low (i.e. at the 25% [leroéthesample

distribution of AC_INED and EXPERT)lhose associations become insignificant when the

independence and financial expertise of the audit committee are higher (i.th #teb60%

and 75% percentiles of the sample distribution of AC_INED and EXPERIOse results

appear to be consistent with the reported findings in the main tests.
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With regard to the control variables, we employ the variables of auditochsaitd

Z-score to replace TENURE and LOSS, respectively, shown in Tables 4 and 5. The presence

of auditor switch is employed to control for audit opinion shopping. Prior literature argues

that audit clients may shop around auditors looking for nmiaweurable audit opinions

(Craswell et al., 2002). We therefore expect the presence of an auditdr snbe negatively

related to the likelihood of an auditor goingncern opinion. We give a value of 1 if the

company switched its auditor up to three years prior to the year studie@d omerwise. The

Z-score is the probabilitgf-bankruptcy score developed Bwffler (1984), with a lower

value indicating a higher probability of corporate fail{fgarwal & Taffler, 2007). It is

expected that a firm with lower-&ore is more likely to receive an auditor geaumcern

opinion. The results show thathe likelihood of goingconcern modificationsis not

significantly related to the presence of auditor switch Zwsdore.The significance of the

other variabless substantively similar tthe primary results reported in Tables 4 and 5.

It is suggested thatuditors may encounter higher pressure from the cliemsagers in

the process of issuing a firfsine goingconcern opinior{Blay & Geiger, 2013). There were

15 sample companies (13% of the totddservations which received a goingoncern

modification in the preceding year. We delete those observations and the variable, PRIOR,

from the models, and nemn the analyses. The results of the models are essentially idémtical

those presented. In addition, since sample period spans 13 years, the empirical results
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may be driven by any particular year within the sample period (Geiger & Rant, Z60s,
we remove observations in each of our sample years and separately perf@nalyises.
Eliminating observations on a yearly basis for the respectigeo$etnalyses produce results
substantively the same as those reported.

Finally, we reperform the tests by usingrobit analysis. The results are essentially the
same as those based on the logistic analysis presented in Tables4 @kEall, the results
of the additional tests reinforce the importance of the audit committeeegpect to auditor
reporting quality and confirm the moderating effedf its independence and financial

expertiseon the threat posed INAS.

5. Conclusions

The recent invigorated debate over auditor reporting quality prior t@@iepfailure has
often made reference to corporate governance structure and qudiigied NAS fees. To
address the concerns, corporate governance reformers have considerdd tugrsmittee as
having a central role. The audit committee is charged to review and monitorténeaéx
auditor’s independence and objectivity, the effectivenetisecudit process and the value of
auditorprovided NAS. According to the agency perspegtan audit committee with more

independent directors and financial experts will work more effectivelyemslrars with such

16 We perform thelagrange rultiplier test for thenormality of the residuals of probit model The normality
hypothesis of the residuals is not rejected inpyabit models.
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characteristics havie incentives and are more capable of oversetir@udit process and

the purchase of auditor-provided NAS.

The present research provides new evidence on wh#tbeissuing byauditos of a

standard unmodified opinion for companies subsequently failing is related to the

independence and financial expertise of the audit committee and auditmigiraxf NAS.

Specifically, we examined whether the threat posed by NAS to auditor repquaidy is

mediated by the independence and financial expertise of the audit committee.

In line with prior studies, only 34% of UK failed companies in our sempteived

going-concern modifications immediately prior to failure. The empirical resydiserated

from univariateand logistic analyses suggest that the percentages of independent NEDs and

financial experts on the audit committee are positively related to thindkelof an auditor

goingconcern modification. However, there is no significant association between

auditorprovided NAS fees and the likelihood of an auditor gaingcern modification. We

further find that the effect of auditprovided NAS on auditor reporting decisions is

mediated by the audit committee characteristics. The interaction terms between

auditorprovided NAS fees and the percentages of indeperdEBts and financial experts

on the audit committee are positively related to the likelihood of aggmncern

modification. Auditorprovided NAS are less likely to be associated i issuance ol
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standard unmodified opinion prior to failure when the acdmhmittee is composed of more

independenNEDs and financial experts, which is consistent Wi agency perspective.

The findings of this study suggest implications for the corporate governance literature and

corporate governance policy. Overall, the findings suppertogic ofthe agency perspective

in this domain and corporate governance ragus’ concerns about the importance of the

independence and financial expertise of an audit committee. Specificalgtudy provides

evidence that the link between the provision of NAS and auditor repouglgy is mediated

by the independence and financial expertise of the audit committee, suggtst

importance of audit committee characteristics in relation to a compaegisiahs on

purchasing NAS.

Although the results of this research are important, they must beretegtpn the light of
the following limitations. First, as in the caseeafrlierrelevantresearctstudying the setting
of corporate failurethe number of observations employed in our empirical analysis is
relatively small*” However, the sample selection procedures captured all the relevant firms
with respect to the research questions intthiatresearch investigates the entire population of

the UK nonfinancial failed firmswith an audit committebetweenl997 and 2010. Thuthe

possible limitation in relation to the size observationwould be minimal in this settinsee

7 As we noted earlienwve find in our UK-based study that relatively few largeale companies have been
subject to failuregconsisteniith the priorrelevantstudy byCitron and Taffler (1992)hat employed 107 failed
companies between 194886 Similarly, there were 89,134,134 and 92 failed companies in the relevant U.
studies by Menon and Schwartz (1987), McKeown et al. (1991), Hopwood &094) (and Callaghan et al.
(2009), respectively.
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Sharma &Sidhy 2001;CallaghanParkash, & SinghaR009).Second, due to availability of

data, this research focuses only on the structural characteristics of the auditteem

Further studies can adoptrgey or indepth interview to explore how an audit committee

interacts with both auditors and managenter@nhance understanding of the effectiveness of

the audit committee in terms of auditor reporting quality. Thirds important tarealisethat

all NAS fees are paid for particular services rendered. The Smith R2p68)suggests that

whether the provision of NAS is a threat to auditor independence depends on the nature of

each particular case. However, further identification of different types & SAimited by

the respective procedures for public filing adopted by each company, whychemaken as

a criticism of those procedures. Future research could usefully explore the relationships

identified in this study in greater depth through more detailedifitas®n of NAS.
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Table 1
The Characteristics ofailed SampleFirms

Panel B: Distribution of the FTSE industrial classificatidn

Panel A: Number of the sample companies ;
the sample companies

Delisting

year Frequacy Percentage  Industrial Classifications Frequacy Percentage
1997 4 3% Basic Materials 8 706
1998 7 6% Industrials 30 26%
1999 11 10% Consumer Goods 21 18%
2000 11 10% Health Care 6 5%
2001 15 13% Consumer Services 27 23%
2002 22 19% Telecommunications 6 50
2003 11 10% Utilities 2 204
2004 6 5% Technology 16 14%
2005 6 5%

2006 3 2%

2007 0 0%

2008 6 5%

2009 9 8%

2010 5 4%

Total 116 100% Total 116 100%
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Table2
Descriptive statistics anghivariateanalysis

Going-concern Modifications Clean Opinions
(n = 39f" (n=77)
Variables . . T-test/ Mann
Mean Median Stddev Mean Median Std dev Chi-squarée® Whitney

AC_INED 76.50 100 31.87 64.63 66.67 3569 -1.75* -1.83*
EXPERT 50.00 50.00 25.58 30.02 33.33 27.60 -3.77** =341 %
FEERATIO 1.72 1.01 212 187 100 247 0.33 0.64
AC_SIZ 2.62 3.00 0.67 283 3.00 0.70 1.59 1.62
REPORTLAG 133.28 122 39.18 101.52 99 34.48 -4.48*** -4.08***
TENURE 5.72 6.00 3.04 6.22 6.00 2.88 0.87 0.81
BIGN 0.74 0.44 0.75 0.43 0.01
COM_SIZ (million) 78.40 33.60 125.91 129.83 41.53 215.26 1.38 1.68*
COMPLEX 21.84 12.5 2792 24.77 20 27.54 0.53 0.48
LOSS 0.82 0.53 9.21**
LEV 0.41 0.33 048 029 029 022 -186* -1.25
PRIOR 0.36 0.49 0.01 0.11  27.52%**
CRISIS 0.15 0.17 0.14

Notes: (1) ***, ** and *indicate significance at the 19 € 0.01) at the 5% | < 0.05)and at the 10%p(< 0.10)
levels respectively. (2) AC_IED: the percentage of audit committee memlvene are independérdirectors;
EXPERT: the percentage ofembers witHinancialexpertiseon the audit committee; FEERATIO: the ratio of
auditorprovided NAS fees to audit services feR€_SIZ: number of audit committee members; REPORTLAG:
number of days from the end of the year to the audit report Tat¢tJRE: length of auditeclient relationship

in years;BIGN: a dummy variable with a value of 1tlie company was audited by a Big 4dudit firm, O
otherwise; LhnCOM_SIZ: natural log of total assets (proxy ifon §ize); COMPLEX: the percentage of foreign
subsidiaries in total subsidiaries; LOSS: a dummy variable withue @l 1 if the company reported negative
net income for the fisd year, O otherwise; LEV: the ratio of total debt to total asBREDR: a dummy variable
with a value of 1 if the company received a geaagcern modification in the preceding year, 0 otherwise
CRISIS: a dummy variable with a value of 1 if the lagtiopinion date prior to failure was after 31 December
2007, 0O otherwise. (3)-tests andMannWhitney tests for continuous variables; and -stjuare tests for
categorical variable€SWITCH, BIGN, LOSS, PRIOR and CRISIS). (4) Among the 39 companieshwiece
issuedwith an auditor goingconcern modification, 2 received a qualified opinion and 37 received arasi®ph
of matter paragraph highlighting the existence of material goamgern uncertainty.
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Table3

Spearman correlation matrix

1 2 3 4 5 6 7 8 9 10 11 12 13
1 AC_INED 0.37**  1.00
2 EXPERT 0.07 0.12 1.00
3 FEERATIO 0.17* 0.19* -0.11 1.00
4AC_SIZ -0.14 -0.26%* - 0.24** _0.07 1.00
5 REPORTLAG  .0.14 -0.01 -0.06 -0.06 -0.18* 1.00
6 TENURE 0.21**  0.19* -0.08 0.18*  -0.16* 0.03 1.00
7 BIGN 0.13 -0.02 -0.12 0.12 0.08 -0.02 0.06 1.00
g LnCOM_SIZ 0.16* 0.15 0.01 0.18* 0.11 -0.27**  0.20**  0.14 1.00
9 COMPLEX -0.02 0.08 -0.09 0.05 -0.04 0.02 0.05 0.12 0.38***  1.00
10LOSS -0.06 0.06 -0.04 0.07 -0.05 0.26** - 0.01 0.01 -0.35%* - 0.05 1.00
11LEV -0.04 0.06 0.11 0.03 -0.10 0.18* 0.09 0.05 0.29**  0.08 -0.19%*  1.00
12 PRIOR -0.07 0.10 0.18**  0.03 -0.10 0.17* 0.00 0.04 -0.10 -0.07 -0.15*  -0.02 1.00
13CRISIS -0.04 0.07 0.17*  -0.05 -0.01 -0.18**  0.07 0.05 0.34**  0.17* 0.12*  -0.12 -0.04

Notes: (1) ***,** and *indicate a significant relationship at the 186<(0.01) 5% (p < 0.05)and 10% § < 0.10)levels, respectively. (2) AC_IED: the percentage of audit
committee membersvho are independent directors; EXPERT: the percentagmenfibers withfinancial expertiseon the audit committee; FEERATIO: the ratio of
auditorprovided NAS fees to audit services fe@€_SIZ: number of audit committee members; REPORTLAG: numbdays from the end of the year to the audit report
date; TENURE: length of aditor-client relationship in year8IGN: a dummy variable with a value of 1tife company was audited by a Big 4/5 audit firm, O otherwise;
LnCOM_SIZ: natural log of total assets (proxy for firm sizeQMPLEX: the percentage of foreign subsidiariesotal subsidiaries; LOSS: a dummy variable with a value
of 1 if the company reported negative net income for the fiscal yetlieagse; LEV: the ratio of total debt to total assPRIOR: a dummy variable with a value of 1 if the
company received a gajconcern modification in the preceding year, 0 otherw@RISIS: a dummy variable with a value of 1 if the last audit opidate prior to failure
was after 31 December 2007, 0 otherwise.
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Table4
Logistic regression of the associations of audit commitiegracteristicsand nonaudit
services (NASJees with the likelihood of goirgoncern modifications

GCM = B, +BAC_INED; + S,EXPERT, + SsFEERATIO, + S,AC_SIZ + SsREPORTLAG, + S TENURE;
+A:BIGN; + fsLNCOM_SIZ + fCOMPLEX, + f1lLOSS + AuLEV; +51,PRIOR + f1:CRISS + &

1) (2) 3)
AC_INED 0.019** 0.017*** 0.020**
(0.009) (0.007) (0.009)
EXPERT 0.040** 0.039*** 0.040**
(0.016) (0.012) (0.016)
FEERATIO -0.167 0.071 -0.157
(0.197) (0.123) (0.208)
AC_SIz -0.062 0.116 -0.084
(0.499) (0.424) (0.492)
REPORTLAG 0.025*** 0.026*** 0.025***
(0.010) (0.010) (0.009)
TENURE -0.108 -0.085 -0.126
(0.104) (0.088) (0.103)
BIGN -0.171 0.230 -0.125
(0.682) (0.631) (0.690)
LnCOM_SIZ 0.040 -0.231 0.092
(0.256) (0.246) (0.259)
COMPLEX 0.004 0.004 0.003
(0.013) (0.010) (0.013)
LOSS 3.088*** 1.467** 3.045%**
(0.752) (0.593) (0.725)
LEV 0.781 1.288** 0.758
(0.869) (0.553) (0.918)
PRIOR 4.760%** 4.646***
(1.504) (1.462)
CRISIS 0.501 0.230
(0.779) (0.622)
Constant -8.995%** -T.447%** -8.900***
(3.279) (2.647) (3.213)
Observations 116 116 116
Model chisquare 29.76*** 29.54*** 29.48***
Pseudo R-square 0.4931 0.3425 0.4909
Classification rate (%)
Going-concern modifications 74.36 66.67 79.49
Clean opinions 90.91 88.31 92.21
Overall 85.34 81.03 87.93

Notes: (1) ***, ** and *indicate a significant relationship #ite 1% ( < 0.01),5% (o < 0.05)and 10%levels
respectively.Robust standard errore in parentheses(2) AC_INED: the percentage of audit committee
memberswho are independent directors; EXPERT: the percentageeofibers withfinancial expertiseon the
audit committee; FEERATIO: the ratio of audijmovided NAS fees to audit services feR€_SIZ: number of
audit committee members; REPORTLAG: number of days from the etitt gyear to the audit report date;
TENURE: length of auditeclient relatonship in yearsBIGN: a dummy variable with a value of 1 tiie
company was audited by a Big 4/5 audit firm, O otherwise; LnCOM_SlZraildbg of total assets (proxy for
firm size); COMPLEX: the percentage of foreign subsidiaries in totadidiaries;LOSS: a dummy variable
with a value of 1 if the company reported negative net income fordted fiear, O otherwise; LEV: the ratio of
total debt to total assets; PRIOR: a dummy variable with a valuefdh& company received a gokogncern
modificaion in the preceding year, 0 otherwi€eRISIS: a dummy variable with a value of 1 if the last audit
opinion date prior to failure was after 31 December 2007, O otherwise.
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Table5
Results for interactive effects of audit committdaracteristiceand nonaudit services (NAS)
fees orthelikelihood of going-concern opinions

Panel A: Logistic regression

GCM = By +B,AC_INED; + B,EXPERT, + S3FEERATIO; + S4FEERATIO*AC_NED; + SsFEERATIO* AC_INED;
+ BsFEERATIO*EXPERT,; ;. S/AC_SZ; + BgREPORTLAG; + BoTENURE; + B1oBIGN; + £1:L.nCOM_S Z;
+ B12COMPLEX + f15L0SS + Sl EV; +31sPRIOR + f16CRISIS + &

Variables (1) (2)
AC_INED 0.041** 0.016*
(0.018) (0.009)
EXPERT 0.036** 0.056***
(0.016) (0.015)
FEERATIO -0.807* -0.373
(0.401) (0.245)
FEERATIO* AC_INED 0.025**
(0.013)
FEERATIO*EXPERT 0.027**
(0.0112)
AC_SIz 0.014 -0.075
(0.524) (0.527)
REPORTLAG 0.024*** 0.026***
(0.009) (0.009)
TENURE -0.105 -0.086
(0.108) (0.114)
BIGN -0.255 -0.069
(0.734) (0.765)
LnCOM_SIZ 0.075 -0.040
(0.270) (0.292)
COMPLEX 0.005 0.006
(0.012) (0.014)
LOSS 3.132%** 3.494%**
(0.706) (0.939)
LEV 0.910 0.456
(0.971) (0.975)
PRIOR 4 539%** 6.022***
(1.525) (1.096)
CRISIS 0.492 0.458
(0.821) (0.869)
CONSTANT -7.403*** -6.908***
(2.421) (2.478)
Observations 116 116
Model chisquare 39.40*** 56.90***
Pseudo Rsquare 0.5154 0.5314
Classification rate (%)
Going-concernmodifications 76.92 76.92
Clean opinions 92.21 88.31
Overall 87.07 84.48

Panel B:Coefficient on (FEERATIO + FEERATIO*AC_NED), (FEERATIO+ FEERATIO*AC_HYD),
(FEERATIO + FEERATIO*EXPERT), by different values of AC_NED, AC_INEBJeEEXPERT,
respectively.

Sample Distribution AC_INED EXPERT

25% percentiles at 50% -1.284** at 0% -1.348*
(0.617) (0.533)

50% percentiles at 66.67% -0.856** at 33.33% -0.463*
(0.422) (0.260)

75% percentiles at 100% -0.010 at 50% -0.021
(0.236) (0.232)
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Notes: (1) ***, ** and *indicate a significant relationship tite 1% (p < 0.01) 5% (p < 0.05)and 10% levels
respectivelyRobust standard erroasein parentheseg2) Panel A showthelogistic regression for the effect of
the interaction terra betweenAC_IND, EXPERT and FEERATIOon the likelihood of a goingoncern
modification AC_INED, EXPERT and FEERATIO have been meammtred FEERATIO*AC_NED: the
interaction term betweeREERATIO and AC_NED; FEERATIO*AC_INED: the interaatin term between
FEERATIO and AC_INED; FEERATIO*EXPERT: the interaction term betw@&ERATIO and EXPERTSee
Table 3 for definitions of the other variablé3) Panel B shows how the impact of FEERATIO on the likelihood
of a goingconcern modification vargewith different values of AC_NED, AC_INED and EXPERT. (4eT
models shown in this tabkredeveloped by extending Model (1) of Table 4. The results are subshantiee
same after the deletion of PRIOR and CRISIS as Models (2) ando{@h $h Table 4, respectively.
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