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ABSTRACT

FIRM’S GROWTH POTENTIAL AND AUDITOR LITIGATION RISK

By

Dong Young Lee

This study provides a better theoretical understanding of the reasons why audit
failure may cause audit litigation influencing the growth potential for future earnings.
This study examines whether a higher growth potential of future earnings for a firm’s
performance before the audit failure results in audit litigation. This study also investigates
whether market variables such as variability of return can be served as useful indicators
for measuring the level of audit risk. In addition, this study examines the relationship
between the tenure of an independent auditor and the audit quality. The results may
suggest practical implications for an external auditor. Also, the variables employed in this
study are helpful for auditors in determining their level of business risk before an audit

failure.
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CHAPTER 1

INTRODUCTION

Purpose of the Study

In the context of auditing, business risk is the probability that an auditor will
suffer a loss or injury to his or her professional practice (Brumfield, Elliott, and Jacobsen,
1983). These losses take such form as litigation or sanctions imposed by public or
private regulatory bodies impairing their professional reputation. As audit failures are
highly publicized and the damages against auditors increase, auditors should be careful to
manage their business risks.

Pratt and Stice (1994) argue that auditors should be able to effectively screen
potential clients and be able to accurately assess litigation risks. Also, many accounting
firms already are more cautiously screening new clients and eliminating some previous
clients who had been accepted and have been involved in a litigation incident (Pratt and
Stice, 1994). Pacini and Sinason (1999) suggest that because of the public perception
that accountants have a greater responsibility for financial misinformation, the gap
between the auditor’s responsibility and the public’s beliefs, leads to high litigation risk.

Prior studies provide the empirical evidence that the variables, such as asset
structure, size, and sales growth, are mainly affected by audit failure and may result in

audit litigation. This study examines whether a higher growth potential of future earnings
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for a firm’s performance before the audit failure ultimately causes litigation. The current
study utilizes more detailed investigation of the investors’ expectations in the market
before the audit failure, if the current price is higher than it should be when the market
estimates a higher future performance. Management may be motivated to manipulate the
earnings number to show growth performance that is close to what the market perceives
the growth should be. Audit quality has been questioned recently due to the bankruptcy
filings of several companies such as Enron and WorldCom. In those two cases, investors
in the companies have taken a huge loss and have blamed the external auditors for the
audit failures as the main reason for the huge loss. The current study provides a better
understanding of those cases by figuring out another factor that may affect audit quality.

Also, to investigate whether market variables can serve as useful indicators for
measuring the level of audit risk before the audit failure, this study examines the
relationship between the audit litigation and stock market variables, such as variability of
returns. The variability of stock returns proxies the level of the firm in the market. The
assessments of firm risk are reflected in stock valuations along with the movement of the
overall market. Therefore, when the auditor begins the audit at the end of the accounting
period, the stock market has already considered the firm’s risk related to the period being
audited. On balance, the market risk assessment may be a valuable input to the auditor in
evaluating audit risk and, thereby, managing its own business risk from potential audit
litigations.

The results may suggest the practical implication for the external auditor. Before
the audit failure, the external auditors have to determine their business risk for the audit

contract with clients. Also, analyzing market variables is another way to figure out the

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



reason for the audit failure that may cause a huge liability lawsuit. This study contributes
to give a better theoretical understanding of the reasons for the audit failure that may
result in bigger shareholder’s loss. Also, the variables employed in this study are helpful

for the auditors to determine the level of their business risk before the audit failure.

Background

Accountants around the world have experienced losses in liability lawsuits,
especially in the United States. According to Pacini, Martin, and Hamilton (2000), a rise
in litigation has lead to accountants refusing to render services to high-litigation risk
firms, decreasing the service availability and raising the liability cost. Palmrose (1988)
suggests that an increasing incident of litigation against an auditing firm was viewed as a
negative signal about the quality of auditing services provided by the firm, thereby,
impairing its reputation. Inadequate service quality induces customer dissatisfaction or
the high probability of bringing the issue of auditors’ liability to the court (De and Sen,
2002).

The fear of litigation is causing emerging businesses to seek private financing
rather than entering the capital markets, thus decreasing investment opportunities
(O’Malley, 1993). The litigation phenomenon is not limited to the U.S. Audit firms in
the U.S. routinely face lawsuits for work done outside the U.S. The higher level of
auditors’ liability resulted in the turnover of staffs and seniors in an accounting firm

because of high audit pricing to compensate for possible future losses (Kanodia and

Mukherji, 1994; Dalton et al., 1997).
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Cook et al. (1992) insist that auditors are able to take insurance to protect
themselves against enormous legal costs and they are forced to settle because of fear of
damage to their reputation. Also, a study by the International Federation of Accountants
notes that an insurance policy cannot reduce litigation problems. It can, however,
increase the risk of litigation because of the availability of money from insurers. Because
auditors provide a type of implicit insurance to users and investors, the auditors are
considered a potential compensator if an investment or credit loss is experienced (Pacini
and Sinason, 1999). Consequently, harsh and unwarranted litigation is a problem not just
for the accounting profession but also for entire businesses and the economy, in general,
because most accounting firms try to mitigate litigation risk by avoiding high-risk clients
and even entire industries (Cook et al., 1992).

Even though Congress passed the Private Securities Litigation Reform Act
(PSLRA) of 1995, replacing joint and several liability with proportionate liability for
defendants involved in federal securities litigation, the debate over other aspects of legal
liability regimes continues (King and Schwartz, 1997). The profession’s liability
exposure has doubled over the recent decade. Although Narayanan (1994) suggests that
there is a potential increase in audit quality under proportionate liability, King and
Schwartz (1997) contend that the actual impact of the Reform Act depends on how courts

implement the Act and how states reform their securities laws.

Remainder of the Study

The remainder of this dissertation is organized as follows: Chapter Two provides

relevant literature review in four major sections for auditor litigation. The first section
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discusses a framework for applying growth potential of future earnings to auditor
litigation. The second section provides a summary of auditor litigation research. The third
section presents market variables related to audit risk. The fourth section provides
relevant studies for growth potential of future earnings. Chapter Three develops and
presents the three hypotheses. Chapter Four describes the research design method and
the variables, and selection and composition of the samples. Chapter Five presents the

results, conclusion and summary.
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CHAPTER I

LITERATURE REVIEW

This chapter is divided into four sections and compares relevant studies from prior
auditor litigation factors and market over-valuation. The first section constructs a
framework for applying insights from future earnings expectation research to the auditor
litigation. This section studies the reason that the future earnings expectation relates to
the auditor litigation. The second section provides a comprehensive summary of auditor
litigation research. The third section presents relevant research to market valuations
related to audit risk, which increases the probability of audit failure, and finally causes
the auditor litigation. The fourth section provides relevant studies for the growth potential

of future earnings research.

Framework

The current stock price is higher than it should be when the market estimates a
higher future performance about a firm. The management may be motivated to boost the
earnings number on the statement to be close to the growth potential of future earnings
that the market perceives or benchmarks. If earning numbers are managed to meet the
future performance expectation, there is a high optimistic expectation for future

performance created.
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In general, most managers know that they can determine the accounting methods
that are used to measure the earnings or whatever reasons they have as long as the
selected methods are consistent with laws and generally accepted accounting principles
(GAAP). Managers can exercise some judgment in managing earnings without violating
GAARP. If the financial statement information distorts the application of GAAP, any
decision maker who uses the information is in danger of misinterpretation, manipulation,
or intentional fraud. Also, the current price can be higher than it should be when the
market estimates a higher future performance based on the faulty information. As a
result, the faulty information on the financial statement influences the stakeholders and
they are unable to make the proper decision for their investment. They then file a lawsuit
against the auditor when they acquire losses based on the faulty information previously
received.

Most of the prior studies assume that the misrepresentation and audit failure cause
the market over-valuation (Heninger 2001; Stice 1991; Pratt and Stice 1994; Palmrose
and Scholz 2000). These studies provide empirical evidence that indicates the association
of the audit litigation and several financial variables, measured at right before the
occurrence of alleged audit failure, such as asset structure, financial condition, sales
growth, and stock return variability. The current study extends the prior studies with
more detailed investigation on the investors’ expectation in the market before the audit
failure. The current study may provide a better understanding of the Enron and
WorldCom cases by figuring out another factor that may have affected audit quality in

relation to the future performance expectation. The primary purpose of this study is to
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examine whether the higher future performance expectation prior to the auditing

increases the probability of the audit failure and ultimately causes the auditor litigation.

Auditor Litigation Researches

Regardless of the tremendous efforts made by the prior studies, the number of
security class action lawsuits each year has stayed constant since PSLRA of 1995
(Cushing and Gilbertson, 2002).

The first intensity empirical study on auditor litigation is St. Pierre and
Andersen’s (1984) work. St. Pierre and Andersen (1984) identified errors made by
public accountants that led to subsequent litigation. Their sample included 345 alleged
errors in 129 cases against public accountants. The types of cases investigated are: 85
audit engagements, 19 write-up work engagements, 15 tax or special review work
engagements, and 10 miscellaneous engagements.

St. Pierre and Andersen (1984) found that new clients who had an engagement of
less than four years brought lawsuits against the public accountants. St. Pierre and
Andersen (1984) also found that public accountants have a greater rate of litigation from
clients in the following industries: Finance, Insurance, Real Estate, Manufacturing,
Services, and Construction. Furthermore, public clients who are opposed to privately held
clients carry a larger rate of litigation for public accountants. Finally, St. Pierre and
Andersen (1984) contend that client financial condition plays a major role in auditor
litigation. Out of 129 cases, 63 were started after client bankruptcy, significant financial

difficulty, or drop in stock price without subsequent bankruptcy.
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While St. Pierre and Andersen (1984) offer descriptive analysis on lawsuits
against accountants in general, Palmrose (1987) focuses on lawsuits against auditors with
a much bigger sample size. The major purpose of the study was to present systematic
evidence of whether client business failures and client management fraud automatically
trigger litigation against the auditor. The results indicated that litigation against auditors
related to times of general economic difficulty.

Palmrose (1987) found that the auditor has a greater risk of litigation when
plaintiffs allege that manipulating financial information covered the financial difficulties
in a sample data of 472 firms. Also, management fraud governed a major role in auditor
litigation. About half in this sample claimed irregularities involving management.

In a later study, Palmrose (1988) studied whether auditor litigation rates can be
used to differentiate lower quality auditors from higher quality auditors when using data
from a sample of 472 firms over a 25-year period. This study maintains that higher
quality auditors will provide a higher quality audit. Therefore, higher quality auditors
should reduce the possibility of audit failure and subsequent litigation. Palmrose (1988)
asserted that auditor litigation provided an externally apparent proxy of audit quality even
if it was not perfectly associated with audit failure. This paper notes that the Big Six
(Eight) auditors have a lower litigation rate than the other auditors do because of audit
quality.

However, Deis, Jr. and Giroux (1992) demonstrated that audit quality is not
characteristic of quality differences within an auditor-size category. They propose that the
audit quality decreases, when the tenure of the auditor increases. Rather, they further

believed that audit quality increases with the number of clients. They insist that over a
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long association with a client, the auditor may become less challenged and less likely to
use innovative audit procedures, or may fail to maintain an attitude of professional
skepticism. This paper presents the results of an investigation into the determinants of
audit quality provided by small, independent CPA firms in Texas on audits of
independent school districts. They analyze quality control review (QCR) findings to
obtain a relatively more direct measure of audit quality. The Audit Division of the Texas
Education Agency (TEA) conducted 308 QCRs between 1984 and 1989. They found that
audit quality declined with the length of auditor tenure.

St. Pierre and Anderson (1984) found a larger proportion of audit failures in the
early years of the auditor-client relationship. Also, Stice (1991) found shorter tenure for
audit engagements meant less client-specific knowledge, which resulted in lawsuits.
Latham et al. (1998) suggested that potential struggles and problems, because of lack of
familiarity and power imbalance between the auditor and a client, are more likely to
occur in the early stages of the relationship. In addition, Krishnan and Krishnan (1997)
note that auditors can adjust their client portfolios by withdrawing from high-risk
engagements through match-pairs comparison of auditor dismissal and resignation
companies. Krishnan and Krishnan (1997) found longer auditor tenure is less likely to be
associated with auditor resignations leading to higher auditor’s liability.

In contrast Stice (1991), Lys and Watts (1994) suggested that the length of auditor
tenure reduced the auditor independence so that the likelihood of litigation increased with
the number of years the audit firm has held its position. However, Lys and Watts (1994)
found no significant differences between their litigation and control samples in the length

of auditor tenure in their analysis during the period of 1955-1994. Also, they argued that
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because new auditors are positively expected to litigate through the misleading financial
statement factors and negatively expected to the audit failure factor, due to the most
independent in the first year of tenure, the overall relationship between both the new
auditor and litigation is not clear.

Moreover, Behn et al. (1997) found a positive relationship between having new
auditor and client satisfaction that induced very favorable light and justified auditor
change decisions. Moreover, even if the client may have been satisfied with the
predecessor, the new auditor’s level of performance within the first few years of the
engagement was so outstanding that it increased client satisfaction levels (Behn et al.,
1997). They reported that client satisfaction with an auditor was strongly related to the
auditor’s responsiveness to the clients and active, personal involvement by engagement
of partners. In addition, Behn et al. (1997) presented that client firms expected to receive
value-added suggestions beyond GAAP as a business expertise or partner so that the
clients wanted more interaction with their auditor. This closer relationship may make the
auditors independence weaker.

In connection with auditor independence, Deis, Jr. and Giroux (1992) defined the
audit quality as the probability that an auditor both discovered and reported a breach in
the client’s accounting information. Also, they insisted that both discovery and reporting
the breach relied on the auditor’s independence. Recently, the audit quality has been
questioned due to the bankruptcy filings of several companies such as Enron and
WorldCom.

Deis, Jr. and Giroux (1992) indirectly studied the issue of whether auditor tenure

affects audit quality. They insisted that over a long association with a client, the auditor
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may become less challenged and less likely to use innovative audit procedures, or may,
fail to maintain an attitude of professional skepticism and independence. Regarding the
audit quality, investors of the companies have taken a huge loss and have blamed the
external auditors on the audit failures as the main reason of the huge loss in those two

cases (Enron and WorldCom).

Stock Market Variables and audit Risk

Dopuch, Holthausen, and Leftwich (1987) provided evidence of an association
between audit qualifications for contingencies and a firm’s financial and stock market
variables. They sampled firms from the New York and American Stock Exchanges and
formed two groups: qualification group for 275 firms and clean opinion group for 441
firms during the period 1969-1980. A probit model is employed to test the predictive
value of several financial ratios and market variables for the audit opinion. There are
nine of the financial and stock market variables in the model. Five financial statement
variables (change in leverage, the changes in the ratio of receivables to total assets, the
changes in the ratio of inventories to total assets, a size measure, and whether the firm
reported a loss in the year of the qualification) are included in the model. The four market
variables used are time listed, change in beta, change in the residual standard deviation
from a market model regression, and abnormal returns (measured as the common stock
return minus an equally weighted industry return). They found that while a change in
beta is not significant, a change in residual standard deviation of returns is positively

significant. The predictability of this latter change suggests that auditors may use market
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variables to assess audit risk. In other words, the information in market price variables,
which is beyond the financial statement variables, and financial statement variables are
correlated with the auditor’s decision because both variables have incremental
explanatory power.

Recent research in finance suggests that beta cannot sufficiently explain market
risk (Fama and French, 1992). This may explain Dopuch, et al.’s (1987) lack of
significant findings for a change in beta. Fama and French (1992) document an
association between the book-to-market ratio and security returns. Thus, the book-to-
market ratio may be more helpful in explaining the relation between audit opinion and
market risk. Although Dopuch, et al. (1987) described associations between audit
opinion and various variables, they did not attempt to explain why the audit opinion
should be related to market risk factors. Neither did they consider the information cost of

the variables from a practical viewpoint.

Future Performance Expectation

Evidences from a variety of studies show that earnings are managed to meet
future performance expectation and related to equity value (e.g., Payne and Robb 1997,
Burgstahler and Eames 1998; Kasznik 1999). These studies usually rely on that
management may be motivated to misrepresent the financial statements if the market has
a higher expectation in valuing firms. The current earnings are an adequate
characterization of expected future performance. Therefore, when the market estimates

higher future earnings, the current price is higher than it should be. Indeed, Healy and
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Wahlen (1999) define that earnings are managed either to mislead some stakeholders or
to influence contractual outcomes.

In a typical case, plaintiffs allege that they bought stock at inflated prices because
managers misled the market by distributing overly positive information or by failing to
disclose material undesirable information. In other words, earnings-based securities
litigation is based on plaintiffs’ allegations that managers knew (or should have known)
that earnings would be lower than expected. However, this information is withheld from
investors.

Concerning to the typical allegation, Francis, Philbrick, and Schipper (1994)
examined the corporate disclosures of companies involved in shareholder litigation
brought under Rule 10b-5 of the Securities Exchange Act of 1934 during 1988-1992.
The companies are in the bio-technology, computing, electronic, and retail industries,
who are identified as companies “at risk” for litigation due to their disclosure of adverse
earnings news and companies that experienced earnings-based securities litigation.
However, they do not find support that a decline in accrued earnings directly relates to a
shareholder lawsuit. Companies with lawsuits have about three times the number of
disclosures as the “at risk” companies in the year before the adverse earnings news. An
analysis of forecast revisions also presents no evidence of greater expectation of bad
news by the analysts as the “at risk” companies. They found a considerable relationship
between size and the probability of litigation. They also found that lawsuits are related to
higher payment of dividends and higher systematic risk. They propose that their findings
concerning beta and size may proxy for firm-specific characteristics that generate a

particular vulnerability to securities litigation. They generally found a lack of support to

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



15

the premise that defective disclosures lead to inflated share prices as the plaintiff alleged.
They also found that companies, which have greater litigation risk, appear to make more
frequent disclosures.

SEC (Securities and Exchange Commission) Chairman Arthur Levitt has
expressed distress about the use of earnings management to meet the earnings
expectations set by analysts’ expectation on September 1998. There was an examination
of the influence of analysts’ forecast dispersion. Payne and Robb (1997) investigated
whether managers used the utilization of discretionary accruals to adjust reported
earnings toward analysts’ expectations regarding firm profitability. The results are
consistent with managers aligning earnings with future performance expectations
established by analysts’ forecasts. Additionally, the evidence is consistent with managers
behaving as though they have greater incentives to increase income in settings,
particularly where pre-discretionary accrual earnings are below analysts’ expectations. If
pre-discretionary accrual earnings are above analysts’ forecasts and analysts are not in
consent, managers use tactics to hold their ability to increase earnings in future periods
by recording income decreasing discretionary accruals in the current period. On balance,
many managers seem focused on maintaining steadily increasing earnings. Two
alternative conditions to manage for possible measurement error in their design produced
results consistent with their primary analysis.

In addition, fearing litigation by stakeholders and loss of reputation for accuracy,
Kasznik (1999) investigated whether managers who issued annual earnings forecasts
managed reported accounting earnings toward their forecasts. The study hypothesized

that managers make income-increasing accounting decisions when earnings would

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



16

otherwise be below management forecasts. Indeed, they develop that the earnings
management activity is increasing in expected forecast error costs. They found evidence
that firms whose managers have over-estimated earnings have significant levels of
positive discretionary accruals of which magnitudes are positively related to most of the
litigation cost proxies. These findings are understood as evidence that managers manage
reported accounting earnings on the way to their forecasts. On the other hand, however,
the abnormal level of discretionary accruals may stimulate the issuance of a forecast, or
the two could be simultaneously determined as part of an overall reporting strategy.

In a different approach, Burgstahler and Eames (1998) tested cross-sectional
distributions of scaled annual earnings and earnings changes for all available
observations on the annual industrial Compustat database for the years 1975-1993. The
distributions are bell- shaped and comparatively flat with the exception of in the regions
near zero. For both earnings and earnings change distributions, there is a trough
instantaneously to the left of zero. Also, there is a peak immediately to the right of zero,
which is incoherent with the overall shape of the remainder of the distribution. For
example, the frequencies of small losses and decreases in earnings are unusually low.
Alternatively, the frequencies of small positive income and small increases in earnings
are unusually high. They support the distributional evidence that earnings management
are engaged to avoid losses by crucial five components of earnings: Cash flow from
operations, changes in working capital, non-operating income, special items, and other
accruals. The evidence suggests that the cash flow and change in working capital
components participate the significant role in earnings management in the region near

Z€10.
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In addition, because of limited evidence of earnings management, Dechow and
Skinner (2000) discuss two main issues from some rethinking of views about earnings
management. First, they argue that a more productive approach to discover firms whose
managers perform earnings management is to focus on managerial incentives. Second,
with regarding to this focus on incentives, they argue that academics’ research works
should focus more on capital market incentives for earnings management instead of
focusing bonus plans and debt-covenants. For capital market consequences of earnings
management, they suggest that market participants respond to whether earnings meet
practically simple benchmarks. Therefore, they also suggest that managers who are
motivated to practice earning management meet these simple earnings benchmarks.
Consequently, market participants, investors, can be fooled by somewhat simple earnings
management practices. However, they argue the fact that the firm may face relatively
harsh penalties if the market discovers the earnings management. Based on their research,
they conclude that understanding management’s incentive is the key to understanding the
aspiration to engaging earnings management in particular for capital market.

In a following-up study to Francis et al. (1994), Francis et al. (1998) investigated
whether firms subject to earnings-based litigation during 1983-1993 experienced an
unexpected decline in sales in the quarter in which the earning shortfall occurred. They
also studied whether these firms were characterized by high level of business risk. They
argue that earnings-based securities litigation is based on allegations that managers knew
(or should have known) that earnings would be lower than expected but withheld this
information from investors. They exploit published financial statement data to estimate

measures of business risk, which uncertainty about a firm’s ability to earn a satisfactory
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return on invested capital. They believe there are three factors that affect business risk:
sales volatility, operating leverage, and financial leverage. They consider these three
elements of business risk enable a firm vulnerable to adverse earnings surprises in a
number of ways. They develop two explanations for the increased litigation risk. First,
the “surprise” adverse announcements are hypothesized to cause the launch of an error
search that could eventually result in a lawsuit. They find that companies with
unpredictable sales have a higher occurrence of litigation. Secondly, they think that
companies with high operating leverage, a proxy for an inflexible cost structure, have
higher litigation rates. On balance, the evidence shows that litigation-prone industries
and firms are characterized by operating environments that make them particularly
vulnerable to earnings surprises.

The next chapter develops testable hypotheses to investigate whether the evidence
of future performance expectation and market variables are associated with the auditor

litigation risk base on the prior literature review in this chapter.
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CHAPTER 1II

HYPOTHESES DEVELOPMENT

The Future Performance Expectation

The audit litigation is generally brought with a ‘big’ shareholders’ loss in the
market. If the auditor does not adequately detect any misrepresentation of the firm’s
financial statements and the client’s stakeholders incorrectly value the firms in the market
because of the misrepresentation, the risk of litigation to the client and the auditor is
increased. The penalties of high future performance expectation arise after the audit
failure as the shareholders’ loss in the market is realized when the market correctly values
the firm with reflecting true information about the firm performance.

Prior studies, such as Payne and Robb (1997), Burgstahler and Eames (1998), and
Kasznik (1999), found empirical evidence that earnings are managed to meet the
expectations of the market. Kasznik (1999) found that firms have used unexpected
accruals to manage earnings upward if they are in danger of failing to meet management
earnings goals. Burgstahler and Eames (1998) found evidence that was consistent with
firms managing earnings to meet analysts’ forecasts. Therefore, management may be
motivated to misrepresent the financial statements to meet the higher future performance
expectation in valuing firms. In particular, Dechow and Skinner (2000) argue that

managers have become increasingly sensitive to their firms’ stock value and their relation
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to earnings numbers as stock market valuations (related to accounting benchmarks such
as earnings or book values) increased during the 1990s. Therefore, managements may be
motivated to boost earnings to achieve a fair value for stock issues after obtaining a
higher stock issuing prices.

A firm’s earnings number is a critical factor for valuing its stock price and a
sufficient description of expected future earnings. Dechow and Skinner (2000) concluded
that understanding management’s incentive for beating benchmarks and boosting the
price is the main point to recognizing the desire to manage earnings. They argue that
share offerings to the managers motivate a direct incentive to manage earnings.
Therefore, the managers can increase reported earnings undetectably so they can improve
their firms’ share value that provides direct monetary benefits to themselves as well as
their firms. Healy and Wahlen (1999) argue that managers use the accounting judgment
to increase earnings-based bonus awards in actual compensation. It could be argued that
the extent to which top executives’ personal wealth is tied to their firms’ stock prices has
provided a corresponding increase in managers’ incentives to avoid earnings surprises.

Within the current GAAP, managers may use their knowledge about the business
to select a strategy for accounting policy and disclosure that is used for communicating
management information. Therefore, management’s accounting judgment may allow
managers to boost earnings to meet the future performance expectation and to justify
their compensation. The accounting judgments are linked to the implementation and
interpretation of GAAP. Generally, plaintiffs often allege that the audited financial
statements are misleading by an auditor as the audit failure so that the shareholders can

recover their losses from the client and the auditor. Due to imperfect auditing, Francis et
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al. (1994) develop 59 out of 103 lawsuit cases allege the disclosed financial condition of
the firms are not correctly representative of their financial condition. Furthermore, they
find 37 out of 103 cases allege bad accounting practices with improper revenue
recognition and earnings manipulation. In addition to imperfect auditing, Latham and
Linville (1998) argue that the management involvement in creation of misrepresentation
cannot eliminate auditor’s liability with respect to third parties in whole. The
management involvement of material misstatement merely reduces the amount auditors
individually pay for their liability. Thus, the responsibility of the auditor to the third
parties as audit failure still remains regardless management’s involvement.

Managers are motivated to manage accounting earnings to meet the consensus
forecast of analysts, which is a proxy of the future performance expectation in valuing
firms. In turn, the market may have higher expectation for the firms’ performance before
representation of financial statements. With regard to valuation of a firm, valuation based
on earnings and book value is typical complementary alternative approaches to valuation
in accounting systems because of more realistic settings with market imperfections
(Burgstahler and Dichev, 1997). They present that the value of the firm is a convex
function of both earnings and book value as long as the firm has the ongoing option to
either its present activities or its resources. In addition, Skinner and Sloan (1999) draw a
connection between market responses to earnings news and the apparent over-pricing of
stocks. They provide that the stocks are trading at high valuation multiples such as
market-to-book and price-to-carnings ratios that can be justified by high growth rates of

expected future earnings.
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The higher firms’ growth potential in valuing firms is due to the estimation of a
higher future performance, between right before the audit failure and after the audit
failure, related to the shareholder’s loss. During the period between the audit failure and
shareholder’s loss, the higher future performance expectation still exists because an
auditor may fail to detect the factors for correcting the future performance expectation.
When the market corrects a value of the firm, shareholders’ loss, poor stock price
performance, in the market is realized. The higher expectation for future earnings growth,
the bigger possibility of shareholder loss is occurred. Finally, the shareholders’ loss in the
market is related the audit litigation because poor stock performance is the major cause of
damages to the shareholders. Therefore, the higher future performance expectation before
the audit failure may be related to the higher expectation of the firm after audit failure,
and finally result in audit litigation due to the poor stock price performance. This leads to

the following hypotheses:

H1: Auditor litigation risk increases with the higher market’s expectation right

before audit failure.

The Tenure of the Auditor-Client Relationship and Auditor Litigation

The empirical findings related to audit tenure are mixed. Stice (1991) finds
shorter tenure for audit engagements meant less client-specific knowledge that may be
resulted in lawsuits. Latham et al. (1998) suggest that prospective struggles and troubles
because of lack of familiarity and power imbalance between the auditor and a client are

more expected to arise in the early periods of the relationship. Also, St. Pierre and
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Anderson (1984) find a larger proportion of audit failures in the early years of the
auditor-client relationship. In addition, Krishnan and Krishnan (1997) find longer auditor
tenure is less likely to be associated with auditor resignations that result in higher
auditor’s liability.

Interestingly, Lys and Watts (1994) expect that the length of auditor tenure
reduced the auditor independence so that the likelihood of litigation increased with the
number of years the audit firm has held its position. Therefore, a new auditor is
negatively expected to contribute to the audit failure factor due to the most independence
of the early years of tenure. If an auditor believes the financial statements are likely to be
misleading, it may resign or be replaced by management. When the new auditor accepts
the management’s desire not to correct the misstatement, the auditor may be associated
with lawsuits. Consequently, they argue that new auditors through misleading financial
statement factors are positively expected to participate in audit failure. Therefore,
considering the results of the prior studies, they argue that the overall relationship
between both the new auditor and litigation is not clear.

Deis and Giroux (1992) assert that as the auditors tenure increases in length, the
auditor may become more familiar with its client. Thus, auditors may become less likely
to apply innovative auditing procedures, or may fail to maintain the auditor’s professional
skepticism and independence.

As the tenure of the auditor-client relationship increases, a close behavioral
relationship develops between auditor and client. Behn et al. (1997) report a positive
relationship between having new auditors and client satisfaction that induced very

favorable light and justifies a change in the auditor’s decisions because of the initial fee
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i

discounting engagements with active personal involvement by engagement partners.
Moreover, even if the client may have been satisfied with the predecessor, the new
auditor’s level of performance within the first few years of the engagement is so
outstanding as to increase client satisfaction levels (Behn et al., 1997). The client -
oriented audit means a lack of independence for the auditor, which, in turn, may create
misleading financial statements. When a conflict situation arises between the auditor and
a client for misrepresentation of financial statements, the client may attempt to pressure
the auditor for favorable audit report. Auditor’s independence may be weakened as the
behavioral relationship is increasing because the auditor wants to keep the client due to a
competitive market (fear of losing the client). Therefore, a closer relationship with
increasing audit tenure can lead to a lack of auditor independence and, in turn, can lower
audit quality. The auditors who have more independence are more likely to report
detected misrepresentation in financial statements. Thus, the following hypothesis is

developed:

H2: The litigation risk increases with auditor’s tenure.

Variance of Stock Returns and Auditor Litigation

Audit risk is a measure of the auditor’s assessment of the likelihood that there are
material misstatements in a segment before considering the effectiveness of the internal
control structure. Some pervasive factors affect many accounts covered by the audit,

while other factors (account-specific) affect only one or more specific accounts. These
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pervasive risk factors are also evaluated by the market in pricing the company’s stock.
As supported by the evidence in Dopuch, et al. (1987), these same factors can affect both
the stock price and audit risk.

In this study, the standard deviation of daily stock return volatility (SRV), which
is the proxy for investment risk, is employed. The assessments of firm risk are reflected
in stock valuations along with the movement of the overall market. By considering the
market risk, the auditor may be better able to assess the audit risk before the audit failure.
From the auditor’s perspective, a high level of firm risk increases the audit risk along
with the possibility of misrepresentation in the financial statements, which induces the
auditor litigation. In other words, the auditor may filter the clients who have higher
litigation risk or be necessary to raise audit effort to avoid such litigation when the stock
return variation is high. This study argues that the market variable for investor risk
assessment could also serve as proxy variables to explain for auditor risk assessment
before the audit failure. This consideration of the market’s risk assessment may thus help
the auditor to potentially reduce the litigation risk and increase the effectiveness and
efficiency of the audit work.

The variation of daily returns (SRV) during the accounting period is a broader
measure reflecting investor beliefs, and thus may proxy for any other risk factors
including systematic (market-wide) and unsystematic (firm-specific) risk. This variable
may be more strongly related to audit risk level if audit risk includes more than just
systematic risk factors. A high audit risk level implies high SRV. Therefore, this
variable is expected to be positively related to the audit risk level. Higher variance of

daily stock return means higher uncertainty of stock market. Consequently, there is a
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higher probability of getting a “big loss” in terms of shareholders due to the volatility.
The audit litigation is generally brought with the shareholder’s loss in the market. Thus,

the following hypothesis is developed:

H3: Auditor litigation risk increases with the standard deviation of daily stock

returns.

Summary

This chapter has developed the hypotheses of this study. The main hypothesis is
concerned with whether the evidence of the high market expectation increases auditor
litigation risk. The rest of the hypotheses deal with auditor tenure and market variables.
The next chapter discusses the operational variables and methodology employed to test

these hypotheses.
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CHAPTER IV

VARIABLES AND METHODOLOGY

This chapter presents the variables and methodology used to test the hypotheses in
the previous section. The first section of this chapter provides the basic framework and
the logit model used in this study. The second and third section explain the selection of
the dependant variables and independent variables employed to test the hypotheses such
as price earning ratio, the standard deviation of daily stock return, and auditor tenure. The

next section summarizes the chapter.

Framework
The following model shows the relation between the audit failure and the

variables employed in this study.

Audit failure = f (Market valuation, Sales growth, Asset structure, Financial

condition, Auditor Tenure, Market variable) ----- (D

To test this model, the firms that experience the audit litigation are compared with

the firms that do not have the litigation. Table 3 presents how to measure the test

variables. To find out the valuation multiples, price-earning (PE) ratios and market-to-
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book ratio are used. To measure the market assessment of risk, standard deviation of
daily stock return (SRV) is employed. SRV provides the dispersion of return from the
expected average returns. The more volatility stock would have a large standard deviation
when compared with similar period results. Therefore, higher SRV may present a higher
possibility of audit failure that may result in bigger loss of shareholders. Audit tenure is
also studied. The audit tenure affects audit quality resulted from professional skepticism
and independence. The other variables are measured same as in Stice (1991) and Pratt

and Stice (1994). Table 3 represents the summary of variables.

A logit model is employed as follows:

AF.=ai+ a2 APE:-1+a3e AMB: -1+ as® ASRVi-1+as® AUTR + as® ASG: -1
+a79AAR -1+ as® AINVi-1+ase AFCi -1+ €

AF; =1 for firms with litigation and O for otherwise,

APE, = the industry adjusted change of PE ratio from year t-2 to t-1,
AMB¢ =the industry adjusted change of Market-to-Book ratio from year t-
2tot-1,

ASRV,, = the industry adjusted change of standard deviation of daily
stock return from year t-2 to t-1,

AUTR = the years of audit,

ASG.; = the change of SG (sales growth) from year t-2 to t-1,

AAR; =the change of AR (accounts receivable) from year t-2 to t-1,
AINV = the change of INV (inventory) from year t-2 to t-1,
AFCy.; = the change of FC (Altman Z-score) from year t-2 to t-1.
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Dependent Variable

The dependent variable, audit failure, is a dichotomous variable. If the firm is an
audit failure firm, the observation originates from the sample where the auditor is a
defendant in a lawsuit. If the firm is a control firm, there is no litigation against the
auditor. The dependent variable, audit failure, indicates a 1 for firms with litigation and 0

for otherwise.

Independent Variables

Price-Earnings Ratio

Price-earnings ratio (PE) is one of the oldest and most frequently used metrics
when it comes to valuing stocks. Usually, the PE ratio is a better metric to value of a
stock than the market price itself. The PE ratio can be used as a comparison against other
companies or within the historical performance of its own stock. Although the PE is
actually quite difficult to interpret, the ratio is actually a reflection of the market’s
optimism concerning a companies growth prospects. It is difficult to state whether a
particular PE is high or low without taking into explanation two main factors such as
company growth rates, and same industry average. In general, a company with a PE
higher than the market or industry average means the market is expecting big changes
over the next few months or years. A company with a high industry adjusted change of
PE ratio will eventually have to survive up to the high rating by substantially increasing
its earnings, or the stock price will need to drop. Consequently, the shareholder’s big loss

is due to the stock price drop and they may bring a lawsuit against the external auditors.
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Market-to-Book ratio

Market-to-Book (MB) ratio provides a company’s market valuation. If a
company’s stock price is relatively high compared with the book value, the auditor must
be careful when increasing the audit effort to avoid litigation risk because stock price is
strongly linked earnings. A higher MB ratio represents the operations of company, which
are less tangible. In other words, the book value of the company is based as much on
intangible assets. In addition, companies with high growth opportunities may have a very
high MB ratio that reflects high stock price performance. Therefore, the higher industry

adjusted change of MB ratio means the higher market valuation for the firm.

Daily Stock Return Volatility

SRV provides the level of return volatility. Volatility, another term for risk,
measures the rate and range of up and down price movements. With standard deviation, it
is the most workable method for calculating volatility. Therefore, the variability of
returns SRV is employed as a measure of the market’s assessment of total risk, including
unsystematic and systematic risk. Kim and Coller (2000) find that the standard deviation
of daily stock returns, among other proxy for market assessments of risk, is significantly
associated with audit risk proxy in both time-series and cross-sectional analysis. Higher
SRV may present higher level of audit risk, which is related to auditor litigation. For the
positive relation between variability of stock price and the occurrence of the audit
litigation, Pratt and Stice (1994) present that as the industry adjusted change of variability

increases, the probability that a stockholder will incur a significant loss also increases,
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and that a big shareholder’s loss in the market may bring a lawsuit against external

auditors.

Auditor Tenure

The variable, auditor tenure, is specified as the number of years audit. This
variable has been shown in previous studies [St. Pierre and Anderson (1984), Stice
(1991), Lys and Watts (1994), Krishnan and Krishnan (1997)]. These prior studies
provide the empirical evidence for auditor tenure that affects on the audit quality. The
audit tenure affects the audit quality in both positive and negative ways in previous
studies. These prior researches use audit tenure as a dummy variable, but do not focus on
the tenure itself that shows the actual term of auditing to study the relationship between
audit tenure and auditor litigation. Therefore, this study tries to use the actual length of
the auditor-client relationship until the year of the alleged audit failure based on the

availability of COMPUSTAT data.

Control Variables

Sales Growth

Stice (1991) and Lys and Watts (1994) argue that client firms experiencing
periods of high growth bring higher litigation risk than client firms in low-growth
periods. Pratt and Stice (1994) also suggest that the high rates of sales growth can give
rise to significant changes in both the revenue/receipt and expenditure/disbursement

transaction cycles, which in turn can over-burden the client’s internal control system,
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reducing its ability to properly process transactions. Finally, sales growth, which is the
effectiveness decrease of the internal control, is positively related to the audit litigation.
To control for sales growth, this study follows Stice (1991) in using the change in
sales between the year prior and the year of the alleged audit failure as a control variable.
The variable sales growth is specified as the percentage change in sales from year t-2 to

year t-1.

Accounts Receivable and Inventory

St. Pierre and Anderson (1984) found that inventories and account receivables are
related to audit litigation. Also, Pratt and Stice (1994) show that the asset structure of
receivables and inventory requires subjective judgment in determining the value and are
difficult and risky to audit. Therefore, the increases of these account balances are
positively associated with the audit litigation. The variables, accounts receivable and

inventory, are specified as the change in asset structure from year t-2 to year t-1.

Financial Condition

Most of the prior studies (Heninger 2001; Stice 1991; Pratt and Stice 1994,
Palmrose and Scholz 2000) provide empirical evidence that indicate the association of the
audit litigation and several financial variables, measured at right before the occurrence of
alleged audit failure, such as asset structure, financial condition, sales growth. Kinney
and McDaniel (1989) show that firms in poor financial condition are likely to hide their
financial troubles with “window dressing”. Stice (1991) found the weaker financial

condition of the client, the more potential auditor litigation risk by using Altman Z-score.
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Also, Carcello and Palmrose (1994) found that when sample companies have litigation
with bankruptcy, 74% of litigation involves the auditor. This study uses the bankruptcy
prediction model, Altman Z-score, for the firm’s financial condition as the change from

year t-2 to year t-1.

Sample Selection and Data Sources

This section explains the sample selection process, and data sources regarding the
sample of litigation cases against the auditor and their client firms.

The litigation samples consist of two parts. The first part of the litigation samples
came from the Studies in Accounting Research #33 (SAR #33) made by Palmrose. The
database contains 1,071 clients with litigation against Big 5 and their legacy firms for
audit services from 1960 through 1994. Due to the availability of firm’s market and
accounting data, only litigation since 1985 is used. A total of 140 litigation cases whose
data was available from COMPUSTAT were chosen. In addition to that data, this study
searched the second part of litigation samples that were identified from 1995 through
2001 in the LEXIS-NEXIS search. The keywords for the LEXIS-NEXIS search are
lawsuits, litigations, and auditors. A total of 104 litigation cases were listed. From this
total, 54 cases were selected which represented companies for which data was available
for the years of the litigation from COMPUSTAT. Therefore, the final sample of 194
litigation cases was used in this study. Table 1 presents a summary of the sample
selection process. The length of the client-auditor relationship (auditor tenure) is

determined by COMPUSTAT and the information provided in the cases. The daily stock
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return from year t-2 to t-1 is obtained by CRSP database. Table 2 describes the samples
by year and industry.

The non-litigation control sample group consists of randomly selected client firms
matched with industry classification (four-digit SIC code), assets size, and accounting
year from the COMPUSTAT. 169 cases were successfully matched using four-digit SIC
code. Among the 25 cases, 20 cases were matched using three-digit SIC codes, and five

cases were matched using two-digit SIC codes.

Summary

This chapter presents variable specifications and methodology for testing three
hypotheses in this study. Also, this chapter explains the sample selection process, and
data sources regarding the sample of litigation cases against the auditor and their client

firms. The next chapter presents the empirical results.
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CHAPTER V

ANALYSIS OF RESULTS

This chapter presents the results of the study. The first two sections show the descriptive

statistics and correlations for the control sample. The next section provides the results of

the hypothesis tests. The last section presents a summary of the empirical results.

Descriptive Statistics

Table 4 shows descriptive statistics for the independent variables tested in this
study. The descriptive statistics include means, standard deviations, t-statistics, and p-
values between the litigation and control samples for each independent variable.

Table 4 indicates that the mean values of AUTR (auditor tenure) in both are 4.040
for the litigation sample and 4.426 for the control sample. The difference in means is not
significant at p=0.155 for a two-tailed test. This indicates that the litigation and control
firms are not different in population means for auditor tenure.

The mean value for SG (sales growth) is 0.649 for the litigation sample and 1.510
for the control sample. The positive sign for both means implies that sales growth for
those two samples is increasing. The difference between the means of the two samples is

not statistically significant (p=0.491).
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The variable INV (the change of inventory) shows that the litigation firms do not
have higher inventory change than the control firms (p= 0.167). The mean value for INV
is 0.998 for the litigation samples and 0.310 for the control samples. The difference in
means is not statistically significant at p=0.167.

The mean value for FC (the change of Altman Z-score from year t-2 to t-1) shows
that the difference in means is not statistically significant (p=0.348). The mean for the
litigation firms is -0.015 while the mean for the control firms is -2.653. The litigation
samples’ mean for price earnings ratio (PE) is -15.031 and -0.525 for the control samples.
The difference in means is not statistically different at p=0.286. The litigation samples’
mean for the industry adjusted change of market-to-book ratio (MB) is -0.244 and -1.586
for the control firms. The difference is also not statistically significant (p=0.508). The
litigation samples’ mean for the industry adjusted change of standard deviation of daily
stock return (SRV) is 0.942 and -0.052 for the control sample. The difference in means is
not statistically different at p=0.518. Therefore, there is no evidence of any difference
between the litigation and control firms’ populations in the mean change of the financial
condition, the mean change of price earnings ratio, the mean change of market-to-book
ratio, or the mean change of standard deviation of daily stock return.

Consistent with prior research, litigation firms’ mean for the change of accounts
receivable (AR) is larger than the control firms’ mean. The difference in the mean value
of AR is significant at p=0.005. The mean for the litigation sample is 1.151 and 0.373 for
the control sample. Even though the mean differences of PE, MB, and SRV ratios
between the two groups are quite big, the mean differences are not significant at p=0.286,

0.508, and 0.518 respectively due to the high standard deviations.
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Correlations

Table 5 presents the pair-wise correlations. The correlation coefficient indicates
the degree of linear association of two variables. The correlation between the years of
audit (AUTR) and the change of inventory (INV) from year t-2 to t-1 is -0.126 and
significant (p= 0.021). The two variables reflect an inverse relationship. This correlation
indicates that the longer auditor tenure firms tend to have the smaller change of
inventory.

The correlation between the audit tenure (AUTR) and the change of accounts
receivable from year t-2 to t-1 (AR) is -0.097 and in almost significant (p= 0.082). The
negative correlation between two variables means that AUTR and AR have an inverse
relationship. The correlation between the audit tenure (AUTR) and the industry adjusted
change of market-to-book value from year t-2 to t-1 (MB) is -0.126 and significant at p=
0.028. This result implies that the longer the auditor tenure the smaller change of market-
to-book value.

The correlation between the change of sales growth (SG) and the change of
accounts receivable (AR) is 0.120 and significant (p= 0.025). This result is consistent
with the results in Table 4 that the mean values of accounts receivable and sales growth
change are positive.

The correlation between the change of accounts receivable (AR) and the change
of inventory (INV) from year t-2 to t-1 is 0.097 that is significant (p= 0.079). This
marginally indicates that firms in general have a direct association between AR and INV.
The more accounts receivable change the more inventory changes. The correlation

between the change of accounts receivable (AR) and the industry adjusted change of
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standard deviation of daily stock return (SRV) from year t-2 to t-1 is 0.154 is significant

(p= 0.006).

Logit Results for Audit Failure

Table 6 shows the primary results of this study. Table 6 presents the results from
the audit failure model using a cross-sectional logit regression of 194 litigation firms and
194 control firms. The Chi-Square statistic is 14.517 with 8 degrees of freedom and a p-
value of 0.069. The R2 is 0.095.

The hypotheses are tested with a series of multiple regression models where one
dependent variable is estimated with eight independent variables. SG (the change of sales
growth) is marginally significant (p=0.079). The coefficient is 0.464. This finding
presents that the larger change of sales growth incur a higher risk of audit failure. This
result is consistent with Stice (1991) and Pratt and Stice (1994).

Hypothesis H1 is not strongly supported. However, the significance of price
earnings ratio (PE) is marginal (p=0.153), and the coefficient is -0.049.

Hypothesis H2 is not supported. The litigation risk does not increase with the
auditor’s tenure. This result is consistent with St. Pierre and Anderson (1984), and
Krishnan and Krishnan (1997) but does not agree with Stice (1991). The significance of
the number of year audit (AUTR) is p=0.486. The coefficient is -0.035.

Hypothesis H3 is not supported. The significant of the industry adjusted change of
standard deviation of daily stock return is p=0.827. The coefficient is 0.002. This result is

not consistent with Kim and Coller (2000) who found that the standard deviation of daily
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cross-sectional analysis.
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CHAPTER VI

SUMMARY AND CONCLUSION

This chapter presents this study’s summary and contribution, and limitations are

discussed.

Summary and Contribution

Accountants around the world have experienced loss or injury on their
professional practice in liability lawsuits, especially in the United States. Litigation risk
has become an increasing concern and significant for United States public accounting
firms. Because of the public belief that accountants should bear the responsibility for
financial information, the gap between the auditor’s responsibility for auditors and the
public, leads to high litigation risk (Pacini and Sinason, 1999). According to Pacini,
Martin, and Hamilton (2000), rising litigation has led to auditors refusing to render
services to high-litigation-risk firms, decreasing the service availability and raising the
liability cost. Also, the fear of litigation has brought emerging businesses to seek private
financing rather entering the capital markets along with decreasing investment
opportunities (O’Mally, 1993).

The prior studies show evidence that several variables are mainly affected by

audit failure that may result in audit litigation, such as asset structure, size, and sales

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



41

growth. To tet further litigation risk, this study empirically tests the relationship between
future performance expectations and audit failure, ultimately causing the audit litigation.
The particular interest is in more detailed investigation of the investors’ expectation in
the market before the audit failure. In addition, this study examines the relationship
between the level of audit risk and stock market variables, such as variability of returns to
investigate whether market variables can serve as useful indicators for measuring the
level of audit risk before the audit failure. Also, this study examines the relationship
between audit tenure as a factor of auditor independence and audit quality.

The study’s results show that the auditor does not incur a greater risk of litigation
when there is evidence of a firms’ higher growth potential before audit failure. This study
finds that the litigation risk does not increase as the auditor’s tenure increases. Also, the
study finds that the investment risk is not related to the audit risk level, in terms of
shareholders’ loss.

Even though the results are not statistically significant, the variables employed in
this study are helpful for the auditors to set the level of their own business risk before the
audit failure. The industry-adjusted change of price earnings ratio is marginally helpful

for setting the level of their business risk.

Limitations

This study has several limitations. The auditor tenure is calculated by the

information COMPUSTAT provides. However, COMPUSTAT shows only a twenty-year
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period so that the number of years audited is limited to a maximum of 20 years, which
does not represent the whole lifetime of some samples.

Next, due to data limitations, this study is missing data. Some of the control firms
rarely have all nine variables. This limitation reduces the statistical power of this study.

Lastly, the alleged financial statement years are not clear for some litigation
sample. Some complaints have alleged wrongful financial statements during the period
from the portion of a year through the portion of the next year. If the sample firm is an
initial public offering company, it is not possible to get the change of variable for any

prior year data.
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Table 1

Summary of the Sample Selection Criteria

SAR #33 Lexis-Nexis Total

Identified Auditor Lawsuits 222 104 326
Less firms with data not available on COMPUSTAT 82 50 132
Total firms with data available in the sample 140 54 194
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Table 2

Description of Sample

Panel A: By Industry

Industry Number ( Percentage)

Agriculture, Mining, and Construction 10 (5.2%)
Manufacturing 59 (30.4%)
Transportation 13 (6.7%)
Wholesale and Retail 26 (13.4%)
Financial Services 49 (25.3%)
Services 35 (18%)
Public Administration 2 (1%)

Total 194 (100%)

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



Table 2 Continue

Panel B: By Year

Year Number (Percentage)
1986 16 (8.2%)
1987 21(10.8%)
1988 10 (5.2%)
1989 23 11.9%)
1990 15 (7.7%)
1991 12 (6.2%)
1992 11 (5.7%)
1993 11 (5.7%)
1994 15 (7.7%)
1995 12 (6.2%)
1996 6 (3.1%)
1997 9 (4.6%)
1998 15 (7.7%)
1999 5(2.6%)
2000 7 (3.6%)
2001 6 (3.1%)

Total 194 (100%)

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



Table 3

Variables

1. Market Valuation

a. Price-Earnings ratio (PE)

b. Market-to-Book ratio
(MB)

= The industry adjusted change of close
price at the end of the fiscal year divided
by EPS from operation of the year from t-2
to t-1

= The industry adjusted change of close
price for the fiscal year divided by common
equity per share from t-2 to t-1

2. Other Variables
a. Sales growth (SG)
b. Asset structure

Accounts receivables (AR)

Inventory (INV)

c. Financial Condition (FC)

d. Auditor Tenure (AUTR)

e. Return volatility (SRV)

= The change of net sales from t-2 to t-1

= The change of total receivables from t-2
tot-1

= The change of total inventory from t-2 to
t-1

= The change of Altman Z-score from t-2
to t-1

= Number of years audited
= The industry adjusted change of standard

deviation of daily stock returns from t-2 to
t-1
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Table 4

Descriptive Statistics for Litigation and Control Samples

Variable A/L N Mean Std. Deviation  t-statistic p-value

AUTR 1 169 4.040 2.984 -1.428 0.155
0 169 4.426 0.171

SG 1 177 0.649 1.285 -0.689 0.491
0 177 1.510 16.846

AR 1 162 1.151 3.724 2.815 0.005
0 162 0.373 1.042

INV 1 163 0.998 6.144 1.388 0.167
0 163 0.310 1.556

FC | 134 -0.015 2.633 0.943 0.348
0 134 -2.653 32.175

PE 1 126 -15.031 151.955 -0.071 0.286
0 126 -0.525 3.903

MB 1 156 -0.244 7.516 0.663 0.508
0 156 -1.586 23.921

SRV 1 166 0.942 18.767 0.648 0.518
0 166 -0.052 8.689

Where,

A/L =1 for firms with litigation and O for otherwise,

PE = the industry adjusted change of Price Earnings ratio from year t-2 to t-1,
MB =the industry adjusted change of Market-to-Book ratio from year t-2 to t-1,
SRV = the industry adjusted change of standard deviation of daily stock return

from year t-2 to t-1,

AUTR = the years of audit,

SG = the change of sales growth from year t-2 to t-1,

AR = the change of accounts receivable from year t-2 to t-1,

INV = the change of inventory from year t-2 to t-1,

FC = the change of Altman Z-score from year t-2 to t-1.
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Table 5

Correlation Coefficients and P-value between Independent Variables

Variable AUTR  SG AR INV FC PE MB SRV

AUTR 1
SG -0.072 1
(0.186) .
AR -0.097  0.120 1
(0.082) (0.025) .
INV -0.126  -0.001 0.097 1
(0.021) (0.981) (0.079) .
FC 0.045 -0.004 -0.029 0.025 1
(0.448) (0.951) (0.623) (0.674) .
PE -0.017 0.004 0.029 0.018 0.024 1
(0.787) (0.944) (0.633) (0.765) (0.717) .
MB -0.126  0.012 0.015 0003 -0.001 -0.002 1
(0.028) (0.834) (0.798) (0.957) (0.986) (0.976) .
SRV -0.012 -0.015 0.154 0.020 0.003 0.007  -0.003 1

(0.829) (0.781) (0.006) (0.723) (0.961) (0.902) (0.950)

Where,
PE = the industry adjusted change of Price Earnings ratio from year t-2 to t-1,

MB =the industry adjusted change of Market-to-Book ratio from year t-2 to t-1,
SRV = the industry adjusted change of standard deviation of daily stock return
from year t-2 to t-1,

AUTR = the years of audit,

SG = the change of sales growth from year t-2 to t-1,

AR = the change of accounts receivable from year t-2 to t-1,

INV = the change of inventory from year t-2 to t-1,

FC = the change of Altman Z-score from year t-2 to t-1.
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Table 6

Results from a dichotomous Logit Model

AF:=ai+a20 APE: -1+a39 AMB: -1+ a4+ ASRV: -1+ ase AUTR: + as® ASG: -1
+ar®AAR: -1+ az@ AINVi-1+ase AFCi -1+ &

Variable Coefficient
(p-value)
AUTR -0.035
(0.486)
SG 0.464
(0.079)
AR 0.091
(0.403)
INV 0.134
(0.480)
FC -0.080
(0.333)
PE -0.049
(0.153)
MB 0.005
(0.626)
SRV 0.002
(0.827)

Chi-Square Test = 14.517, 8 degrees of freedom, p = 0.069, R’= 0.095, N =197
Where:

AUTR = the years of audit,

SG = the change of sales growth from year t-2 to t-1,

AR = the change of accounts receivable from year t-2 to t-1,

INV = the change of inventory from year t-2 to t-1,

FC = the change of Altman Z-score from year t-2 to t-1.

PE = the industry adjusted change of Price Earnings ratio from year t-2 to t-1,

Reproduced with permission of the copyright own(;r Further reproduction Erohibited without permission.



MB =the industry adjusted change of Market-to-Book ratio from year t-2 to t-1,
SRV = the industry adjusted change of standard deviation of daily stock return

from year t-2 to t-1,
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