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Regulatory sanction risk and going-concern
reporting practices: evidence for privately
held firms

STEFAN SUNDGREN** and TOBIAS SVANSTROM®"

“Umed School of Business, Economics and Statistics, Umed University, Umed, Sweden,
bpr Norwegian Business School, Oslo, Norway

We study the temporal evolution of going-concern reporting from 2004 to 2013 and test
whether sanction risk is related to the likelihood of a going-concern opinion using samples
of privately held firms. In 2009, the Supervisory Board of Public Accountants (SBPA) in
Sweden started to issue significantly more going-concern-related disciplinary sanctions, and
we test whether and how auditors at different audit firms adjust their reporting practices
(Type 1 and Type 1II errors) in response to the increased sanction risk. Our findings reveal
that auditors are more likely to issue going-concern opinions to bankrupt and non-bankrupt
firms when the sanction risk is higher, suggesting that sanction risk is positively associated
with conservatism in auditors’ reporting. Furthermore, we find that auditors at Big 4 firms
alter their reporting to conservative more than non-Top 7 firms when sanction risk
increases. Finally, results on the informativeness of going-concern opinions indicate that a
going-concern opinion increases the bankruptcy probability during both the lower and
higher sanction risk periods, but the impact is higher under the higher sanction risk period.

Keywords: going concern opinion; regulatory sanction risk; disciplinary sanctions; auditor
conservatism; audit firm size

1. Introduction

The auditor’s abilities to warn the public (i.e. users of audited financial statements) about future
financial problems by including the going-concern opinion is a fundamental part of auditing. This
requirement is specified in the International Standards of Auditing (ISA 570). The inability to
include a going-concern opinion when warranted (i.e. Type II error) has economic consequences
for users (Barnes 2004) and clients but may also lead to disciplinary sanctions for auditors if such
failure is considered to reflect sub-standard auditor reporting.' Given the importance of an

*Corresponding author. Email: stefan.sundgren@umu.se
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"It has been suggested that auditors’ issuance of a going-concern opinion could become a self-fulfilling pro-
phecy, i.e., the opinion causes the client to go bankrupt (Mutchler 1984, Tucker and Matsumura 1998).

© 2021 The Author(s). Published by Informa UK Limited, trading as Taylor & Francis Group

This is an Open Access article distributed under the terms of the Creative Commons Attribution-NonCommercial-NoDerivatives License
(http://creativecommons.org/licenses/by-nc-nd/4.0/), which permits non-commercial re-use, distribution, and reproduction in any
medium, provided the original work is properly cited, and is not altered, transformed, or built upon in any way.


http://creativecommons.org/licenses/by-nc-nd/4.0/
mailto:stefan.sundgren@umu.se
http://www.tandfonline.com
http://crossmark.crossref.org/dialog/?doi=10.1080/00014788.2021.1931799&domain=pdf&date_stamp=2021-06-24

2 S. Sundgren and T. Svanstrom

adequate application of auditing standards to ensure audit quality, surprisingly little is known
about how the sanction risk impacts reporting practices. A deeper understanding of how
going-concern reporting practices develop under different levels of sanction risk is valuable to
find ways of assessing the efficiency and effectiveness of regulatory interventions. The appli-
cation of ISA 570 is especially interesting to investigate because it involves a high degree of sub-
jectivity, controversy, and complexity.

The first purpose of this study is to examine going concern-reporting practices under both
low(er) and high(er) sanction risk by using samples of bankrupt and non-bankrupt privately
held Swedish firms. We conduct a large-scale study focusing on going-concern reporting prac-
tices in Sweden from the introduction of the going-concern standard in 2004 until 2013 and
analyse whether and how an upward shift in sanction risk impacts reporting behaviour. Specifi-
cally, we examine whether the propensity to issue going-concern opinions for companies that
subsequently enter into bankruptcy (i.e. related to Type II errors) and for those that do not
(i.e. related to Type I errors) changes when sanction risk increases.') From 2009 and
onwards, the Supervisory Board of Public Accountants (SBPA) issued significantly more
going-concern-related disciplinary sanctions to auditors than in the period 2004-2008 (see
appendix for details). An increase in the issuing of going-concern opinions for bankrupt and
non-bankrupt firms would reflect more conservative reporting.

In Sweden, the litigation risk for auditors is low (Choi et al. 2008),% and furthermore, the liti-
gation risk is lower in private firms than in public firms (Hope and Langli 2010). Therefore, the
cost of erroneous going-concern reporting is closely related to the risk of disciplinary sanctions
in our setting. Hope and Langli (2010) study the association between (abnormal) audit and non-
audit fees and the propensity to issue going concern opinions in the low litigation setting of
Norway. They find no evidence of an association between the fee measures and going concern
reporting. We expand the study by Hope and Langli (2010) by analysing how going concern
reporting in a low litigation risk environment is impacted over time by changes in the sanction
risk. The Supervisory Board of Public Accountants (SBPA)® oversees auditors, issues repri-
mands (less severe) and warnings (more severe) and may ultimately withdraw their licences
(most severe). We assume that auditors consider (new) information about the risk of being
caught employing sub-standard going-concern reporting practices and that reporting practices
reflect the sanction risk.

Because sanction costs are different for various types of audit firms because of differences in
reputation concerns (DeFond and Zhang 2014, Sundgren and Svanstrom 2017), auditors in large
audit firms may report differently from small audit firms under both low and high sanction risk.
They may also respond differently to changes in sanction risk. Our second purpose is, therefore,
to analyse going-concern reporting practices of different sized audit firms when considering the
sanction risk.

An extensive body of research has examined how audit quality is related to reputation and
litigation concerns (see DeFond and Zhang 2014 for a review). However, most studies examining
auditors’ responses to the risk of litigation or regulatory sanctions focus on audit fees, and few

However, the empirical evidence for the existence of a self-fulfilling prophecy shows conflicting results
(Citron and Taffler 2001, Pryor and Terza 2001).

“Based on the Wingate Litigation Risk Index, Sweden belong to the group with low litigation risk (i.e., an
index below 10) together with Denmark, India, Ireland, Italy, Malaysia, Norway, Pakistan, Singapore and
South Africa. Australia, Hong Kong, New Zealand, United Kingdom and United States belong to the group
with high litigation risk (i.e., and index greater or equal to 10). The Wingate litigation index is derived from
an assessment of litigiousness for doing business as an auditor in each country.

3In April 2017, the SBPA changed its name to Swedish Inspectorate of Auditors (Sw. Revisorsinspektionen).
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attempts have been made to understand how regulatory sanction risk influences reporting behav-
iour. Important exceptions are Carson et al. (2019) who identify changes in going-concern report-
ing in Australia under increased regulatory scrutiny and DeFond et al. (2018) who conclude that
non-Big 4 audit offices in the US are more likely to issue a first-time going-concern opinion when
they have a greater awareness of SEC enforcement actions. Furthermore, Firth et al. (2014)
examined whether sanctioned auditors in China change their going-concern reporting practices
in the post-sanctioned period and find support for more conservative reporting after the sanction
for the sample of risky clients.

There are three important differences between these studies and our study. First, we study
going-concern reporting practices in privately held firms. Overall, there is limited knowledge
about auditor reporting practices in private firms, and our study contributes with new evidence.
The Swedish setting allows us to contribute to this area of research because audits are performed
in many private firms following the statutory audit requirement and data (from the audit report) is
publicly accessible. Second, we specifically study (changes in) the impact of going-concern-
related sanction risk on going-concern reporting. This is because this sanction risk may cause
a stronger impact on going-concern-reporting practices than the risk of receiving any type of
enforcement or sanction. Finally, the consequences of a sanction may vary with audit firm
size, and we, therefore, analyse whether and how Big 4, the next tier of auditors (i.e. Grant
Thornton, BDO, and Mazars) and non-Top 7 audit firms adjust their reporting practices when
the sanction risk changes. Overall, the findings in our study have implications for the effective-
ness and relevance of regulatory sanctions to change auditor behaviour. The fact that auditors
revise their reporting behaviour when the sanction risk increases imply that auditor oversight
is relevant and effective in impacting audit practice (at least to a degree).

This study proceeds as follows. Section 2 presents the Swedish institutional setting, and in
Section 3, we review related literature, and develop our hypotheses. In Section 4, we present
the model and our sample. Section 5 contains the main empirical results of the study, and
Section 6 concludes.

2. Institutional setting

National auditing standards (Revisionsstandard, RS) that were mainly based on ISA were first
introduced in Sweden in 2004,* which meant that a going-concern standard similar to ISA
570 in all relevant respects was adopted at that time. The standard requires an auditor to consider
the appropriateness of the management’s use of the going-concern assumption and to evaluate
whether material uncertainties exist as to the entity’s ability to continue as a going-concern. If
there are significant doubts on this point, appropriate reporting will depend on the circumstances
and range from an explanatory paragraph to an adverse opinion. However, regardless of what the
management reports, in the audit report, an auditor should draw attention to going-concern
uncertainty (RS 570 §§33-34, ISA 570 §§21-24).° The normal period for the auditor to consider

“RS 570 included one national addition to the ISA 570. Paragraph 4SE referred to national accounting
guidelines that specified the management’s responsibility to test the going-concern assumption.
However, this specification does not in any way reduce the responsibilities of the auditor to assess and
report ongoing concern uncertainty. From 2011, an outright translation of the ISA was adopted.

SThere is a degree of flexibility concerning the wording of going-concern opinions. The standard does not
specify phrasing but instead offers examples of how to formulate the going-concern opinion, and practice
has produced variations in auditors’ choice of words. In the period from 2004 to 2008, there are numerous
examples of ambiguous or vague statements related to going concern reporting. Examples of such state-
ments include ‘Actions are required in order to manage the going concern assumption,” ‘The future of
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is the same as that for the management, typically 12 months from the end of the accounting year
(RS 570 §18, ISA 570 §13).

Before 2004 and the implementation of ISA based standards in Sweden, auditors had to
follow the guidelines published by the Institute of Public Accountants. The most important rec-
ommendation at this time was the so-called ‘audit process’ (Sw. revisionsprocessen). By and
large, these guidelines were in line with IFAC standards (FAR 1999, p.80). However, despite
the section on audit reporting (Section 2.5) being the most extensive, it did not include anything
about the reporting of going-concern uncertainty, even though a company’s management needed
to prepare its financial statement following the going-concern assumption. In principle, though,
the financial reporting requirement suggested that if an auditor were unable to agree on the going-
concern assumption, this difficulty would then be included in the audit report. This step was,
however, not done in practice.® Auditors were required, and still are required to, report deviations
from the Company Act related to liquidation rules—such as the management’s failure to present
a balance sheet for liquidation purposes when half of the shareholders’ equity had been con-
sumed (Ch. 25 §13).

In Sweden, the risk of litigation against auditors is low (Choi et al. 2008), and the risk is fur-
thermore lower in the private client segment than for audits in public clients (Hope and Langli
2010). However, the SBPA regularly issues disciplinary sanctions against certified auditors who
perform below the standards.” Importantly, the SBPA does not issue guidelines. SBPA is a gov-
ernmental authority under the Ministry of Justice, which performs quality control investigations,
both on its initiative but also after having received complaints, to ensure the level of audit quality.
Its investigations are regular quality inspections and inspections directed at high-risk groups. For
practical reasons, the inspection of auditors without public assignments has partly been delegated
to the professional institute, FAR. FAR advises auditors on reporting standards and practices,
while SBPA has a limited capacity to assist with guidance. The formal tasks of the SBPA and
the procedures for inspections in Sweden have remained similar during the study period.® The
current oversight system with independent national audit regulators supervising auditors and
issuing disciplinary sanctions against auditors has been the global norm for about 15 years
(IFIAR 2019, p. 3, Accountancy Europe 2018).° The European Commission (EC) introduced
independent oversight over financial reporting and auditing in its revised Eighth Directive of
2006 (2006/43/EC).

The possible sanctions based on the degree of seriousness are (i) a reprimand, (ii) a warning,
and (iii) the withdrawal of licence. In the period 2004-2013, 522 sanctions were issued against
about 13% of certified auditors. The total number of disciplinary cases opened and sanctions

the company is dependent on ..., * and ‘It is difficult to assess whether the company will be able to turn the
negative profit trend in time.’
®We have discussed audit reporting requirements and practice before 2004 with several experienced audi-
tors in Sweden who signed audit reports long before 2004. They all stated that there was no practice at all to
report on going-concern uncertainty before the introduction of RS 570 in 2004.
"The average number of annual sanctions in the period 2004-2013 was 52 (see Table 1 for more details).
8SBPA operates based on governmental regulation (Sw. Férordning). The tasks and resources of SBPA are
specified in annual governmental regulation letters (Sw. Regleringsbrev). With regard to auditor oversight,
these regulations have remained the same during the entire study period (Férordning 1997:666; Foérordning
2007:1077). The unchanged tasks of the SBPA are to exercise oversight of certified auditors and audit firms
to ensure the delivering of audit services of high quality and high ethical standards, and to ii) decide on
disciplinary sanctions. The auditor oversight and inspection procedures, as described on the SBPA home-
page, has also remained (largely) unchanged during the entire study period.

The IFIAR’s work is aimed primarily at developing inspections to ensure that the working methods of the
international oversight bodies are as coordinated and as effective as possible.
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Table 1. Disciplinary sanctions issued by the Supervisory Board of Public Accountants, 2004-2013.

2013 2012 2011 2010 2009 2008 2007 2006 2005 2004

Cases opened 121 123 123 119 128 141 142 113 150 164

SANCTIONS issued 46 51 39 49 54 55 65 58 59 46

Opened cases initiated by 26 34 25 24 32 36 45 26 38 39
the SBPA

Opened cases initiated by 21 17 16 15 16 25 30 19 21 21
quality control

Number of going- 12 10 3 6 5 0 1 0 0 0
concern-related
sanctions

Going-concern-related 26.1 196 7.7 102 93 0.0 1.5 0.0 0.0 0.0
sanctions as % of total
sanctions

Number of certified 3,857 3,920 3,984 4,050 3,994 3996 4,108 4,135 4,182 4,220
auditors

SANCTIONS as % of 1.2 1.3 1.0 1.2 1.4 1.4 1.6 14 14 1.1
certified auditors

issued have been (relatively) constant during the study period (see Table 1). The same stable
trend can be noted for the total number of quality control inspections performed by SBPA.
While the annual number of inspections performed by FAR varies substantially between the indi-
vidual years, the figures for a 2-year period were more stable.'” It should be noted that until 2016,
no fine was related to these sanctions. However, Sundgren and Svanstrom (2017) show that rep-
rimands and warnings are associated with salary reductions in Big 4 audit firms, thus suggesting
that (Big 4) auditors are motivated to avoid sanctions.

While the total number of sanctions has remained relatively stable during the study period
(2004-2013), very few going-concern-related sanctions were issued up until 2009, after which
they started to be issued relatively frequently (see Table 1 and Appendix 1). Only one disciplin-
ary sanction relating to going-concern-reporting was issued in the 2004-2008 period. This
number increased to 37 in the 2009-2013 period.'' The average number of going-concern-
related sanctions per year in the latter period is 7.2, with a minimum of 3 (in 2011) and a
maximum of 12 (in 2013) (see Appendix 1). Noticeable is also that only two of the 37 going-
concern-related sanctions are reprimands, which indicates that SBPA considers the failure to
include a going-concern opinion to be serious misconduct.

The number of sanctions issued relating to going-concern reporting indicates a clear shift in
the sanction risk and suggests that from 2009 and onwards SBPA paid close attention to this
issue. Auditors, at least in the larger audit firms, are well aware of the content of a disciplinary

"“The number of inspections performed by the SBPA during the period of 2005-2013 varies from a
minimum of 137 (in 2009) to a maximum of 198 (in 2005). The number of quality control inspections per-
formed by FAR were the following (2-years periods): 2005/2006: 1617; 2007/2008: 1425; 2009/2010:
1058; 2011/2012: 1415. Since all certified auditor without engagements in public companies are inspected
at least every sixth year (by FAR), this allows for allocating either small or large resources to individual
years over this 6 year-period.

"In most going-concern-related cases, SBPA also identified other deficiencies in audit conduct. In many of
these cases, the sanctioned auditor had failed to include going-concern remarks in multiple audit assign-
ments. One should note that the audit reports assessed in the disciplinary sanctions are issued typically a
few years back from when the sanction is issued.
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sanction. They arrange meetings to discuss the outcome of disciplinary cases and to decide how
to improve and harmonise procedures, routines and second opinion procedures to minimise the
risk of sanctions being issued.'?

Up until November 2010, all limited liability companies in Sweden had to be audited.'® Con-
sequently, the vast majority of all audit assignments were conducted in private companies and,
typically, in small ones. In supplementary analyses, we test if going-concern practices were
impacted by the abolished statutory audit requirement. The Swedish audit market consists of
over 900 audit firms and includes distinct categories of audit firms. The Big 4 audit firms dom-
inate the market and employ about 50% of all certified auditors. Grant Thornton, BDO, and
Mazars'* follow in rank order after the Big 4 audit firms. The group of non-Top seven audit
firms includes a wide range of firms, including many sole proprietors and firms with only a
few certified auditors, as well as some larger firms."

3. Literature and development of hypotheses

The assessment of whether a company is a going-concern involves judgment and has been
described as one of the most complex tasks in auditing (Louwers 1998). In only the most
extreme cases can the auditor be certain. In all other cases, there will be a cut-off or threshold
to represent ‘reasonable belief” (Barnes 2004). Therefore, the translation of the ISA 570-
based reporting standard into day-to-day audit activities was probably not a straightforward
process, but involved various initial interpretive problems regarding how the standard should
be applied in existing practice.

Auditors have incentives not to include language in the audit report that may negatively
impact the relationship with a client, such as a going-concern opinion (Carson et al. 2019).
For example, it has been argued that a going-concern opinion may become a self-fulfilling pro-
phecy (e.g. Gaeremynck and Willekens 2003). Also, there is an increased risk that a going-
concern opinion leads to the client switching to another auditor (Lennox 2000, Lu 2006). There-
fore, auditors are likely to be indulgent with their clients and apply a high threshold for material
uncertainties to avoid client losses (from bankruptcies and/or auditor switching). On the other
hand, auditors face the risk of litigation or disciplinary sanctions for failing to include a
going-concern opinion when warranted.

The threshold for when there is substantial doubt about the ability for the entity to continue
its operations, thereby warranting the inclusion of the going-concern paragraph, can be
expected to be closely related to the cost associated with erroneous reporting (i.e. Type 1
and Type II errors). While there are costs associated with both types of errors, the Type II

">This conclusion is based on discussions with two certified auditors at large audit firms.

3Starting in November 2010, companies that did not exceed two of the following three size criteria were
exempted from the audit requirement: SEK 3 million in revenue, SEK 1.5 million in balance sheet total, and
three employees.

"“The firm is registered under the name Mazars SET.

">These market shares are based on all joint-stock companies in Serrano for which we know the audit firm
affiliation (2.7 million observations for 0.5 million firms). The market shares are measured over the 2004-
2013 period and further shows that Big 4 audit 36.2%, Grant Thornton, BDO, and Mazars audit 12.4%, and
non-Top 7 audit 51.5% of all firms. Big 4 firms’ market share based on sales of clients is 79.3%, i.e., con-
siderably higher. The corresponding market shares of Grant Thornton, BDO, and Mazars is 7.2%, and it is
13.5% for non-Top 7 firms. The market shares are fairly stable over the sample period. For example, the
lowest market share of Big 4 (based on the number of firms audited) is 34.4% in 2011 and the highest
market share is 37.4% in 2006. The minimum and maximum market shares for non-Top 7 are 50.1% (in
2006 and 2007) and 53.7% (2011).
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error is the principal concern of regulators and Supervisory Bodies (Geiger and Raghunandan
2002, Read 2015).

3.1. Going-concern reporting and sanction risk

In a low litigation risk setting like Sweden (Choi et al. 2008), the risk of regulatory sanction (i.e.
level of enforcement) is the main factor impacting the cost associated with failing to report fol-
lowing the standard. Sanctions are likely to impact auditor’s reputation negatively (DeFond and
Zhang 2014), and the most severe cost or consequence of sanctions are losing the certification.
Auditors are, therefore, expected to apply strategies to minimise the risk of receiving a sanction.
This procedure would involve paying close attention to the actions taken by the SBPA related to
the ISA 570 standard, that is, carefully analysing the frequency and type of going-concern-
related disciplinary sanctions being issued. If the risk of receiving a sanction is assessed low
(high), auditors are likely to apply a high (low) threshold for inclusion of the going-concern
opinion.

During 2005-2008, auditors receive some, but limited, information about the sanction risk
from the SBPA. The available information at hand would suggest a low sanction risk in this
period. In 2009, when there is an increase in the frequency of ISA 570-related sanctions
issued by the SBPA (see Table 1 and Appendix 1 for details), the sanction risk increases, and
consequently, auditors may need to adjust their reporting practices accordingly. When more sanc-
tions are published, auditors can no longer underestimate the sanction risk and rely on previous
practices because the cost of such behaviour is then simply (too) high.

Auditors can be expected to modify going-concern reporting practices in response to the
increased sanction risk starting in 2009. Ceteris paribus, a general increase in the frequency
of going-concern opinions (both for companies that subsequently enter bankruptcy and those
that can continue the operations) reflects conservative reporting, and such a reporting change
is expected to lower the risk of receiving a disciplinary sanction (Carson et al. 2019) and can
be considered an efficient response when the sanction risk increases.'® We, therefore, formulate
the following two hypotheses:

Hla: The propensity to correctly include a going-concern opinion increases with sanction risk.
H1b: The propensity to incorrectly include a going-concern opinion increases with sanction risk.

More conservative reporting behaviour (Barnes 2004) suggests the lower frequency of Type I
errors (i.e. going-concern opinion issued but the firm did not file for bankruptcy), and the
higher frequency of Type II errors (i.e. failure to include a going-concern opinion in the most
recent audit report before bankruptcy). This response is expected because it is the cost of
Type II errors that increases with sanction risk. Assuming the same audit cost, it is unlikely
that auditors can improve the precision of reporting to the extent that they significantly reduce
Type II errors without also increasing the Type I errors to at least some extent. Alternatively,
auditors may respond to increased sanction risk by investing more resources into the audit
process and thereby aim to reduce both Type I and II errors. To investigate both error types
(i.e. whether auditors become more conservative), H1 is tested for bankrupt firms (test of
Type 1II errors) and non-bankrupt firms (test of Type I errors).

'°All going-concern-related sanctions issued are due to a failure to include a going-concern opinion. There
are, to the best of our knowledge, no cases of sanctions issued because of the auditor issuing an unwarranted
going-concern opinion.
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3.1.1. Related empirical evidence

A review of the existing research on public oversight provides some but limited guidance on the
impact of sanctions on auditor reporting. Sundgren and Svanstrém (2017) found no evidence to
suggest that receiving a disciplinary sanction had an impact on the sanctioned auditors’ sub-
sequent reporting behaviour. Three different samples were used in Sundgren and Svanstrom
(2017) to study any potential post-sanction effect on auditors’ salary, loss of clients, and
auditor reporting.

It could well be that the risk of sanctions has a general impact on auditors’ reporting behav-
iour even if there is not ‘a sanctioned auditor effect’. Prior evidence shows, however, a salary
effect, in that sanctioned auditors at Big 4 audit firms earn less after the sanction than before
it, which suggests that there are mechanisms in place in those firms that penalise audit failures
(Sundgren and Svanstrdm 2017). Carson et al. (2019) studied a sample of financially distressed
Australian publicly listed companies from 2012 to 2014 and found an increase in the going-
concern opinions issued. The increase could not be explained solely by changes in client risks
but was instead attributed to increased regulatory scrutiny (i.e. inspection risk). DeFond et al.
(2018) document that non-Big 4 audit offices in the US are more likely to issue a first-time
going-concern opinion when they have a greater awareness of SEC enforcement actions thus
indicating that auditor adjust to more conservative reporting when they are more aware of inspec-
tion (and sanction) risks. Firth et al. (2014) find that Chinese auditors who are sanctioned (for
failure to detect financial statement fraud) during the 19962007 period, report more conserva-
tively for risky listed clients after the sanction. However, they find no such effect for non-risky
listed clients. In a related study, Kaplan and Williams’ (2013) investigate the impact of litigation
risk on auditors’ going-concern reporting in a sample of US-listed firms. They find a significant
positive association between auditors’ ex-ante litigation risk and the propensity to issue a going-
concern report.

There is a related literature that studies the impact of sanctions or deficient oversight reports
on client losses. Sundgren and Svanstrdm (2017) study the effect of disciplinary sanctions on loss
of clients in a Swedish private firm setting. The analyses did not reveal any significant associ-
ation between receiving a disciplinary sanction and the loss of clients thus indicating that
clients are either unaware about sanctions or do not regard this information to motivate an
auditor change. This result does not however imply that auditors do not need to care about sanc-
tions since sanction can risk impacting their salary development (Sundgren and Svanstrém 2017)
and in a worse could case lead to the withdrawal of her license. While Sundgren and Svanstrém
(2017) focus on different effects for the auditor (i.e. salary, loss of client, reporting) of actually
receiving a sanction, this study instead tests whether and how a general increase in the going
concern sanction risk impacts the going concern reporting of auditors at small and large audit
firms respectively. The two studies are performed in the same institutional setting and uses (to
a minor extent) the same data on going-concern reporting, but the aim and focus of the
studies are (very) different, i.e. ‘sanctioned auditor effect’ versus ‘going concern reporting prac-
tices when sanction risk increases’.

Abbott et al. (2013) use PCAOB inspection reports and find that clients of GAAP-deficient
auditors are likely to change to non-deficient auditors to signal (high) audit quality. Daugherty

'7Sundgren and Svanstrém (2017) use a sample with 3,139 (private) companies for the 2006 to 2011 period
to test the impact of being sanctioned on the auditor’s going-concern reporting. As mention in Sundgren and
Svanstrom (2017, p.798), the data used in that study is a sub-sample of the (bankrupt) sample used in this
study. The non-bankrupt sample used in this study has been collected later and is not used in Sundgren and
Svanstrom (2017).
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et al. (2011) examine PCAOB inspected auditors’ involuntary and voluntary client losses in the
period following a deficient PCAOB report. They document that auditors with deficiency reports
are involuntarily dismissed by clients and replaced by inspected auditors without deficiencies.
Furthermore, auditors with deficiency reports voluntarily resign from their publicly listed
clients and cease to be registered with the PCAOB. These results indicate that negative inspec-
tion outcomes matter for publicly listed audit clients in the US.

3.2. Audit firm size, sanction risk, and going-concern reporting

The environment in which the audit takes place is part of the context that shapes auditors’ incen-
tives and reasoning for interpreting and applying auditing standards and deciding on reporting
behaviour (Nobes and Parker 2010, Knechel et al. 2013). Large audit firms (typically measured
by Big 4 firms) differ in many respects from small audit firms (typically measured by non-Big 4
firms) (see DeFond and Zhang 2014, Knechel et al. 2013, Francis 2011 for reviews). Evidence
indicates that there are differences regarding incentives to preserve reputation (Khurana and
Raman 2004), client characteristics (Ramirez 2009), access to networks (Lander et al. 2013),
and use of audit procedures (Blokdijk et al. 2006). Consistent with systematic differences
between the firm types and by using data from private firms in Sweden, Sundgren and Svanstrom
(2013) find that the likelihood of receiving a disciplinary sanction is significantly lower if being
employed by one of the six largest audit firms in Sweden than a non-Top 6 audit firm."® Further-
more, both Sundgren and Svanstrém (2014) and Tagesson and Ohman (2015) report that Big 4
auditors are more likely to issue going-concern opinions for samples of bankrupt companies (i.e.
fewer Type II errors). These findings support quality and reporting differences between large and
small audit firms also in the private firm segment of the Swedish audit market.

An increase in sanction risk may (or may not) differently impact reporting behaviour of audi-
tors in large and small audit firms. The arguments for expecting a stronger sanction effect for
auditor reporting in large audit firms are primarily that an increased sanction risk is more expens-
ive, in terms of reputational loss, for large audit firms compared to small audit firms (Palmrose
1988, Callaway Dee et al. 2011, Lawrence et al. 2011). The cost related to Type II errors in par-
ticular can be expected to be higher for large audit firms compared with small audit firms, due to
differences in reputational loss. *°

On the other hand, auditors at larger audit firms can already under low sanction risk be
expected to apply a lower threshold for inclusion of the going-concern opinion. They may, there-
fore, need a relatively smaller adjustment of their reporting practices than auditors at small audit
firms when sanction risk increases.?® As long as the sanction risk is assessed to be low, low costs
are expected for Type II errors, and auditors at small firms have few incentives to include the
going-concern opinion.”?’ However, these incentives will increase when erroneous reporting

'8The top 6 audit firms are Big 4, Grant Thornton and BDO.

"9This claim can be supported by evidence suggesting that Big 4 audit firms respond quicker to regulatory
changes than non-Big 4 firms by increasing their propensity to issue going concern opinions (e.g., Xu et al.
2013). It is unclear whether the cost related to Type I errors is different for large and small audit firms.
20At large international audit firms, the reporting practices are initially influenced by knowledge from the
international network that in this case has prior experience of going-concern reporting from countries
already applying the similar standard and internal pre-discussions. Therefore, they may need to make the
relatively smaller adjustment to their reporting practices compared with smaller audit firms when sanction
risk increases.

21t is the cost of Type II errors that is affected when the sanction risk increases. The cost of Type I error
remains unchanged since there are no cases of sanctions issued against auditors that have issued unwar-
ranted going concern opinion. However, the relative cost of Type I error reporting is affected by whether
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becomes costlier, thus resulting in the possibility of finding even a greater sanction effect in
smaller audit firms than in larger audit firms. Based on the different arguments presented in
the above, we formulate the following non-directional hypothesis:

H2: The impact of sanction risk on the (magnitude of the) adjustment in the propensity to issue
going-concern opinions is unaffected by audit firm size.

4. Model and sample selection
4.1. Empirical models

We use the following regressions to test the hypotheses:

GCD = by + b;SANCTIONRISK + b,BIG4 + bsNEXT3 + bsPROBZ + bsLOSS
+ b6DELAY + bBUSYSEASON + bsLNASSETS + byBANKDEBT + b;oCRISIS (1)
+ b;1 SUBSIDIARY + b;,PARENT + b;3_3INDUSTRY; +¢

GCD = by + b; SANCTIONRISK + b,BIG4 + bsNEXT3 + bsSANCTIONRISK +BIG4
+ bsSANCTIONRISK#NEXT3 + bgPROBZ + b;LOSS + bgDELAY
+ byBUSYSEASON + b;oLNASSETS + b;; BANKDEBT + b, CRISIS
+ b13SUBSIDIARY + bj4PARENT + b;5_sINDUSTRY; + ¢

2)

All variables are defined in Table 2. The models are estimated separately for bankrupt and
non-bankrupt firms to measure how sanction risk influences Type I and Type II errors respect-
ively. A Type I error is defined as a situation when a firm receives a going-concern opinion
but survives.””> A Type II error occurs when a firm enters into bankruptcy without receiving a
going-concern opinion. We use the audit report in the last financial statements before bankruptcy
(prepared more than three months and less than twelve months before bankruptcy). The depen-
dent variable GCD takes the value one if the audit report includes a going-concern opinion;
otherwise, it is zero.

There is no well-accepted measure of sanction risk. In the previous literature, some studies
use the term inspection risk scrutiny (Glover and Prawitt 2013, Carson et al. 2019). It has been
described as auditors’ additional effort, attention, and procedures that are driven by anticipated
inspection. Inspection risk is fundamentally similar to the risk we investigate. Carson et al.
(2019) use a time-specific indicator to identify periods with a high quantity of regulatory inspec-
tion activity and the number of inspections as measures. Inspired by this research, we measure
the sanction risk with a variable taking the value one for the year 2009 and afterwards
(SBPA2009) and with the number of going-concern-related sanctions issued by SBPA in the cor-
responding year (SANCTIONS). The difference from Carson et al. (2019) is that we base the

the cost of Type Il errors is high or low. When the cost of Type I errors is low, then the relative cost of Type
I errors is high, and few Type I errors occur. When the cost of Type II increases, this provides incentives for
the auditor to issue more going concern opinions which is likely to lead to more Type I errors and fewer
szpe II errors.

22 As previously observed in the literature (e.g., Carson et al. 2019), Type 1 errors have to be interpreted with
some caution. It is, for example, possible that there were significant doubts about the firm’s ability to con-
tinue its operations at the audit report date. However, the firm eventually underwent a successful reorgan-
ization. Alternatively, a firm with poor prospects may liquidate without filing for bankruptcy.
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Table 2. Variable definitions.

Variable Definition

GCD An indicator variable taking the value one if the auditor issued a going-concern
opinion.

SANCTIONS Number of going-concern-related sanctions issued by SBPA.

SBPA2009 An indicator variable taking the value one in years 2009 to 2013 and zero
otherwise.

BIG4 An indicator variable taking the value one if the firm is audited by PwC, EY,
KPMG or Deloitte.

NEXT3 An indicator variable taking the value one if the firm is audited by Grant
Thornton, BDO or Mazars.

PROBZ The probability of bankruptcy based on Shumway’s (2001) estimates of
Zmijewski’s model.

LOSS An indicator variable taking the value one if the net income is negative.

BUSYSEASON An indicator variable taking the value one if the balance sheet date is
December 31.

DELAY Number of days between the bankruptcy filing and the balance sheet date.

LNASSETS The natural logarithm of total assets.

BANKDEBT An indicator variable taking the value one if the firm has long- or short-term debt
from financial institutions.

CRISIS An indicator variable taking the value one if the balance sheet date is between 1%
July 2008 and 31*" December 2009.

SUBSIDIARY An indicator variable taking the value one if the firm is a subsidiary.

PARENT An indicator variable taking the value one if the firm is the parent company in a
corporate group.

INDUSTRY Industry variables measured at the two-digit level. The sample includes

VARIABLES observations from thirteen industries.

STATUTORY An indicator variable taking the value one if the firm meets the size criteria for a
statutory audit.

BRUPT An indicator variable taking the value one if the firm goes bankrupt.

UNCLEAN An indicator variable taking the value one if the audit report departs from the

standard wording.

measurement on inspections resulting in going-concern-related disciplinary sanctions and not on
the total number of inspections performed in the period. We believe that our measure is a more
precise indicator of the sanction risk of sub-standard going-concern reporting. The rationale for
the use of the indicator variable is that there was only one going-concern-related sanction in
20042008, and there is a sharp increase in the number of sanctions starting from 2009 (see
Table 1 and the Appendix).

We include BIG4 (PwC, KPMG, EY, and Deloitte), and NEXT3 (Grant Thornton, BDO, and
SET Mazars) to study whether the reporting in Top 7 audit firms differs from that in smaller audit
firms (i.e. non-Top 7).%* Hypothesis 2 focuses on the impact of increased sanction risk on going-
concern reporting. To test that hypothesis, we interact BIG4 and NEXT3 with the sanction risk
measures in model (2).

2 Grant Thornton, BDO, and Mazars all belong to a major international network characterized by quality
assurance and internal quality reviews, as well as common methodology and practice rules (Lenz and
James 2007). Therefore, auditors at these firms should be motivated (reputation concern) to develop
similar reporting practices as Big 4 auditors and they are also likely to respond similarly (as Big 4) to
shifts in the enforcement level.
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The models include the following control variables. We expect the probability of a going-
concern opinion to be associated with the financial conditions of the firm. Following Reynolds
and Francis (2000) and other studies, we include LOSS and the probability of bankruptcy to
control for the financial conditions (PROBZ). We measure the probability of bankruptcy by
using Shumway’s (2001) estimate of Zmijewski’s (1984) model.** Prior studies also suggest
that the time between the balance sheet date and the bankruptcy filing is negatively associated
with the likelihood of a going-concern opinion (e.g. Li 2009). We include DELAY as the
measure in regressions estimated on the sample with bankrupt firms.

Slightly less than half of the firms in the sample were using the balance sheet date of 31* Decem-
ber. As studies suggest that a busy-season effect might emerge from this concentration in auditees’
balance sheet dates (e.g. Knechel and Payne 2001, Sweeney and Summers 2002), we include the
indicator variable BUSYSEASON. Furthermore, it has been found that the likelihood of a going-
concern opinion depends on the size of the company (e.g. Li 2009, Geiger et al. 2014, Carson
et al. 2019). The association is typically assumed to be negative because large companies have
more resources to avoid bankruptcy (Mutchler et al. 1997), or because large companies have
more negotiation power with auditors in the opinion decision process (McKeown et al. 1991). On
the other hand, auditors have more reputation at stake when auditing larger companies and may there-
fore be more willing to include a going concern opinion for these companies. We include LNAS-
SETS to control for this effect. Studies suggest that the agency conflict between the firm and debt
holders creates a demand for auditing in privately owned firms (Knechel et al. 2008). We use an indi-
cator variable, taking the value one if the firm has bank debt as the measure (BANKDEBT).

There are macroeconomic conditions that may influence auditor reporting. Prior studies
suggest that audit risk increased with the onset of the global financial crisis that started in
2009. Auditors would, therefore, be more likely to issue a going-concern opinion under the finan-
cial crisis, and Xu et al. (2013) and Geiger et al. (2014) present empirical evidence consistent
with this prediction. The financial crisis hit the Swedish economy relatively hard in 2009,
although the economy recovered very quickly. The real GDP growth rate in the years 2008,
2009, and 2010 were 0.6%, —5.0%, and +6.6% respectively. To control for the possibility that
the financial crisis increased the propensity to issue going-concern opinions, we include the indi-
cator variable CRISIS in the model. This variable takes the value one if the balance sheet date of
the company ends in the second half of 2008 or 2009.%°

Furthermore, firms that are members of a group may receive support from other group firms,
which positively influences the likelihood of survival (Beaver et al., 2019). It is possible that
parent companies signal the ambition to financially assist a subsidiary in financial distress (or
vice versa), thus decreasing the likelihood that the auditor issues a going concern opinion.*®
We include indicator variables for SUBSIDIARIES and PARENTS to control for this. The
former takes the value one if the firm is a subsidiary to a Swedish or foreign firm and the
latter if the firm is a parent in a group. Firms that do not belong to a group are in the comparison

24The model includes net income to total assets, total liabilities to total assets and the current ratio. The
ratios include several observations with extreme values, so we winsorized the ratios at the top and
bottom 1 per cent .

25The exact reporting date is not available, but based on the assumption that the report is signed around three
months after the balance sheet date, the use of 1** July as the cut-off approximates the definition in Geiger
et al. (2014), whose crisis variables take the value one if the report has been issued after 1 September 1
2008.

%6In several disciplinary cases, the SBPA has clarified that the auditor cannot avoid issuing a going-concern
opinion by referring to that the subsidiary is likely to receive financial support from the parent company. In
that case, a formal letter of intent is required.
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category. Finally, we include industry indicator variables as controls for the effects of industry
since the auditor’s going concern assessment may be more (or less) difficult in certain industries.
The industry variables are measured at the two-digit level, and there are twelve (eleven) industry
indicators in regressions run on bankrupt (non-bankrupt) firms.

4.2. Sample

To test our predictions, we use a sample of 7,143 privately held firms that filed for bankruptcy
within 12 months of the balance sheet date and a matched sample with 7,143 non-bankrupt
private firms. Both samples span the 2004 to 2013 period. The financial data is from the
Serrano database, which also includes an indicator for unclean audit reports. From the Retriever
database, we retrieved PDF versions of the audit reports for firms that had received unclean
reports and checked manually whether those reports included a going-concern opinion.

We first identified all firms in Serrano that filed for bankruptcy three to twelve months after
the balance sheet date.” We next excluded firms with publicly traded parents, firms that filed for
bankruptcy or liquidation before the date when the audit report was signed, and firms for which
any of the explanatory variables were missing. We also excluded 108 firms for which no pair
could be found, leaving 7,143 firms to analyse further.

The sample of non-bankrupt firms is composed as follows. Firstly, for each bankrupt firm we
searched for a privately held non-bankrupt firm of the same size,*® from the same industry, for the
same year and with the same type of financial statements (i.e. consolidated if the parent in a group
and separate financial statements if not a parent).® Secondly, among the possible pairs, we
choose the non-bankrupt firm with the closest to the same bankruptcy probability (PROBZ).*
We do not allow the same firm to be the pair for two or more bankrupt firms. The non-bankrupt
firms were identified from the Serrano database. Most of the matched pairs have virtually iden-
tical bankruptcy probabilities: the absolute value of the difference in PROBZ between the bank-
rupt and non-bankrupt firm is smaller than 1.28% for 95% of the firms in the sample.*'

Table 3 compares the size and number of firms in the sample with all firms in Serrano.** It
shows that our sample includes two-thirds (7,143 / 10,611) of the bankrupt firms with a balance

*"The requirement that the time between the balance sheet date and bankruptcy is at least three months
reduces the risk that the bankruptcy petition was filed before the audit report was signed. The twelve
months limit is used to assure that bankruptcy occurred within the time to be covered by the auditor
when the firm’s ability to continue as a going-concern is assessed (see ISA 570, § 13).

Z8We assigned the firms into ten categories based on percentiles of their assets in a first search in which we
identified 6,651 pairs. To increase the number of matched pairs, we used five size categories in a second
search for pairs.

*’Parents in groups whose sales exceed SEK 80 million, assets SEK 40 million, and 50 employees have to
prepare consolidated financial statements. If available, the consolidated reports are used to calculate size
and financial ratios for the parent companies. Separate financial statements are used for subsidiaries and
firms that do not belong to a group.

30The Serrano database used for this study includes bankruptcy dates until the end of 2017, i.e. at least four
years after the balance sheet date. 15 of the 7,143 non-bankrupt firms filed for bankruptcy more than one
year but less than four years after the balance sheet date. The minimum and median time between the
balance sheet date and the bankruptcy filing are 1.23 years and 3.28 years respectively. The finding that
there are few non-bankrupt firms filing for bankruptcy in subsequent years suggests that the Type 1
measurement error is low in this study.

3IThe average PROBZ is 50.0% and the standard deviation is 35.8% showing that a 1.28% difference in
PROBZ is small in comparison with the entire variation in the data.

32To improve comparability, publicly held firms and firms with no audit report information in Serrano are
not included in the ‘all’ categories in Panel A of Table 3.
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Table 3. Size of firms in the sample in comparison with all firms in the database.

Bankrupt firms Non-bankrupt firms
Revenues
Assets (MSEK) (MSEK) Assets (MSEK) Revenues (MSEK)
Year Sample All Sample All Sample All Sample All
All Mean 7.448  10.030 9366 10.821  12.092 70.099  11.747 34.212
Median 1.079 1.100 2.587 2.456 1.087 1.845 1.555 1.302
N 7,143 10,611 7,143 10,623 7,143 2,805,158 7,143 2,806,733

Notes: The table presents evidence on assets and revenues for the firms in our sample and for all firms in Serrano after the
exclusion of publicly traded firms and firms with no audit report data. The ‘all” column for bankrupt firms includes assets
and revenues in financial reports with a balance-sheet date 3 to12 months before the firm went bankrupt.

sheet date three to twelve months before the bankruptcy ﬁling.33 Furthermore, the table shows
the mean (median) assets of the bankrupt firms are SEK 7.448 (1.079) million. The correspond-
ing numbers for all bankrupt firms are SEK 10.030 million and SEK 1.100 million respectively
(EUR 1 =SEK 8.85 as of 12/31/2013). Table 3 shows that the mean (median) assets of the non-
bankrupt firms are SEK 12.092 (1.087) million, that is, they are on average slightly larger than
the bankrupt firms in the sample. Figure 1 shows median assets of bankrupt and non-bankrupt
firms in the sample and population by year. It shows that the bankrupt and non-bankrupt firms
in the sample are of similar sizes and that the bankrupt firms in the sample are of a similar
size as bankrupt firms in the population. Thus, the overall conclusion that can be made from
Figure 1 and Table 3 is that the sample mirrors the population fairly well.

5. Results
5.1. Descriptive statistics

Table 4 presents the proportion of going-concern opinions by year. It shows that the proportion of
going-concern opinions are low in the first years after the introduction of the ISA 570 equivalent
going-concern standard but increases with time passed since the effective date. The proportions
of firms with a going-concern opinion prior to bankruptcy are 9.54% in 2004, 14.60% in 2005,
and 14.73% in 2006. In 2009 and 2010, the proportions are 21.48% and 20.78% respectively. In
2012 and 2013, the proportions are significantly higher at 34.58%, and 36.00 shows that the pro-
portions of firms with a going-concern opinion before bankruptcy are considerably higher among
firms with a Big 4 or Next 3 auditor than among firms with a non-Top 7 auditor. Figure 2 graphi-
cally displays the increase in going-concern opinions for bankrupt and non-bankrupt firms.
We continue with a few observations related to the proportion of firms with a going-concern
opinion before 2009 and from 2009 to 2013. The overall averages before and after 2009 are
21.21% and 33.71% for firms with a Big 4 auditor. The corresponding averages are 20.44%
and 28.80% for firms with a Next 3 and 11.15% and 20.63% for firms with a non-Top 7
auditor. These numbers show that the proportions of bankrupt firms with a going-concern
opinion is lower before 2009 irrespective of audit-firm size. The absolute increase in the pro-
portion of firms with a going-concern opinion is 12.50% for Big 4 (33.71% minus 21.21%).

3There are around 12,000 firms with financial statements less than one year prior to bankruptcy and around
36,000 firms with financial statements less than two years prior to bankruptcy, indicating that two-thirds of
all bankrupt firms fail to send their financial statements to SCRO the year prior to bankruptcy.
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before the firm went bankrupt.

Table 4. Proportion of going-concern opinions by year.

Year All firms Big 4 Next3 Non-top 7
Bankrupt firms:

2004 9.54% (27 /283) 7.50% (6/80) 9.09% (4/44) 10.69% (17 / 159)
2005 14.60% (92 / 630) 17.05% (30/176) 18.18% (16/88)  12.57% (46 /366)
2006 14.73% (99 / 672) 21.70% (46 /212) 20.48% (17/83) 9.55% (36/377)
2007 13.74% (130 / 946) 20.06% (67 /334) 16.07% (18/112)  9.00% (45 /500)
2008 19.46% (239 /1,228) 26.42% (107 /405) 27.33% (47/172) 13.06% (85/651)
2009 21.48% (218/1,015) 27.81% (94 /338) 18.38% (25/136) 18.30% (99 /541)
2010 20.78% (203 / 977) 26.13% (81/310) 28.00% (35/125) 16.05% (87 /542)
2011 29.09% (185 /636) 40.63% (78 /192) 35.53% (27/76)  21.74% (80 /368)
2012 34.58% (175 /506) 50.34% (74 / 147) 35.48% (22/62)  26.60% (79 /297)
2013 36.00% (160 /250) 42.86% (27 /63) 45.71% (16/35)  30.92% (47/152)
All years 20.41% (1,458 /7,143) 27.03% (610/2,257) 24.33% (227 /933) 15.71% (621 /3,953)
Non-bankrupt firms:

2004 0.71% (2/283) 0.00% (0/117) 3.85% (1/26) 0.71% (1/139)
2005 3.65% (23 /630) 4.82% (11/228) 4.40% (4/91) 2.57% (8/311)
2006 3.42% (23/672) 4.24% (10/236) 5.80% (4/69) 2.45% (9/367)
2007 3.81% (36 /946) 3.08% (10/325) 5.88% (7/119) 3.78% (19/502)
2008 4.40% (54 /1,228) 5.79% (26 /449) 6.59% (11/167) 2.78% (17/612)
2009 4.73% (48 /1,015) 577% (21/364) 5.65% (7/124) 3.80% (20/527)
2010 6.04% (59/977) 8.83% (28/317) 10.19% (11/108)  3.62% (20/552)
2011 5.66% (36 /636) 8.42% (17/202) 7.06% (6/79) 3.72% (13 /349)
2012 8.10% (41 /5006) 11.76% (18 /153) 10.00% (7 /70) 5.65% (16/283)
2013 6.80% (17 /250) 5.41% (4/74) 7.14% (2/28) 7.43% (11/148)
All years  4.75% (339/7,143) 5.88% (145/2,465) 6.76% (60/887)  3.53% (134/3,791)
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Figure 2. Average proportion of bankrupt and non-bankrupt firms with a going concern opinion 2004—
2013. Note: The scale of the y-axis is the fraction of firms with a going-concern opinion.

The corresponding percentages are 7.96% and 9.48% for Next 3 and non-Top 7 respectively.
Thus, in absolute terms the proportion of firms with a going-concern opinion increased more
for firms with Big 4 auditors than non-Big 4 auditors. However, the relative increase for non-
Top 7 firms, calculated as the proportion of firms with a going-concern opinion after 2009
(20.63%) divided by the proportion of firms with a going-concern opinion before 2009
(11.15%) is 85.02%. The corresponding percentages for firms with a Big 4 and Next 3 are
58.96% and 40.90% respectively. Thus, in absolute terms the impact of increased sanction
risk is highest for firms with a Big 4 but in relative terms the impact is highest for firms with
a non-Top 7 auditor.

Table 4 can also be used to learn about the number of bankruptcies per year and the auditors
of failing firms. First, it shows that the number of bankruptcies peak in the financial crisis years
2008 and 2009. However, the number is high still in 2010 but is after that lower.** Around
31.56% (2,257 / 7,143) of the bankrupt firms in the sample are audited by a Big 4 auditor.
The corresponding percentages for Next 3 and non-Top 7 are 13.06% and 55.34% respectively.
For comparison, Big 4 firms audit 36.16% of all firms in the 2005 to 2013 period. The corre-
sponding percentages for Next 3 and non-Top 7 are 12.37% and 51.47% respectively, suggesting
that Big 4 firms audit a proportionally smaller fraction and non-Top 7 audit a proportionally
larger fraction of bankrupt firms. This indicates Big 4 firms emphasise clients’ distress risk
more than non-Top 7 firms when they consider which clients to accept. Alternatively, it is poss-
ible that firms switch to non-Top 7 firms when they become financially distressed.

34Small firms are exempted from the statutory audit starting from 2010. A possible reason for the relatively
low number of observations in 2011 to 2013 is that distressed small firms might have opted out of auditing
(see footnote 40 for numbers). A further factor influencing the number of observations per year is that we
include a firm in the sample only if the firm filed for bankruptcy within one year after the date of the finan-
cial statements. Financially distressed firms sometimes overlook the obligation to make their financial state-
ments available in the years prior to bankruptcy, implying that the needed data is not available. The number
of firms overlooking the rule may vary between years.
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Table 4, Panel B, presents figures for non-bankrupt firms. A first observation that can be
made is that the ratio of firms with a going-concern opinion is considerably lower than for the
bankrupt firms. While the overall average for the bankrupt firms is 20.41%, it is only 4.75%
for non-bankrupt firms. This result indicates that auditors use client-specific information
beyond what is incorporated in bankruptcy probabilities as they decide whether to issue a
going-concern opinion or not. Furthermore, the figures suggest the proportion of non-bankrupt
firms with a going-concern opinion has increased over time, indicating that Type 1 errors
have increased and that auditors have become more conservative in their going-concern
reporting.

The formulation of auditors’ going-concern reporting depends on the adequacy of the dis-
closures in the financial statements of matters that may cast doubt on the ability to continue oper-
ations. The auditor issues an emphasis of matter opinion if the disclosures are adequate. 90.88%
(1325/1458) of the bankrupt firms with a going-concern opinion received an emphasis of matter
opinion (not reported in tables). Furthermore, 6.04% received a qualified opinion and 3.09% an
adverse opinion or disclaimer. The corresponding percentages for the non-bankrupt firms are
87.61% (297 / 339), 7.67%, and 4.72% respectively.

Table 5, Panel A, presents averages of the explanatory variables. It shows that 17.75% of the
bankrupt firms without and 19.75% of the bankrupt firms with a going-concern opinion are sub-
sidiaries. Furthermore, 5.54% of the firms without a going-concern opinion and 7.68% of the
firms with a going-concern opinion are parent companies. The fraction of subsidiaries is slightly
higher in the non-bankrupt sample.

Table 6 presents Pearson product-moment correlations and Spearman rank correlations. The
Pearson correlation between SBPA2009 and SANCTIONS is 0.848. These variables are alterna-
tive proxies of sanction risk and are not included simultaneously in the regressions. There are
also positive correlations between GCD and SBPA2009, and between GCD and SANCTIONS.
The correlations between the control variables are overall low. The most correlated are LNAS-
SETS and PROBZ, and LNASSETS and BANKDEBT and these correlations are below 0.400.

5.2. Main results

Table 7 reports estimates of models (1) and (2). Panel A studies the frequency of Type II errors
(i.e. failure to include a going-concern opinion in the most recent audit report before bankruptcy),
and Panel B studies the frequency of Type I errors (i.e. a going-concern opinion was issued, but
the firm did not file for bankruptcy). The left-hand regressions in both panels report logistic
regressions and the right-hand regressions report linear probability model (LPM) results esti-
mated with ordinary-least squares (OLS). The z-values (t-values) of the logistic (OLS)
regressions are based on Huber-White robust standard errors (Rogers 1994) using conventional
maximum likelihood estimates.>®

Consistent with the prediction in hypothesis 1a, SANCTIONS and SBPA2009 have positive
coefficients significant at the 0.01 level in the estimates of model (1). Marginal effects can be
used to indicate the magnitude (economic significance) of sanction risk. The average marginal
effect (defined as the average of the slope coefficients of the covariate patterns observed in

33There are few observations with a going-concern opinion in, especially, the sub-sample with non-bankrupt
firms. Coefficient estimates based on conventional maximum likelihood estimates may be biased if there are
few observations on one of the outcomes (e.g., King and Zeng 2001). We estimated the logit regressions in
Table 7 using a penalized maximum likelihood estimation using ‘firthlogit” in Stata (Coveney 2015). Those
results are qualitatively similar to the ones presented in the tables.
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Table 5. Descriptive statistics.

Bankrupt firms Non-bankrupt firms
GCD=0 GCD=1 GCD=0 GCD=1
Mean Mean P-value Mean Mean P-value

Panel A: Explanatory variables in the going-concern analyses in Table 6

SANCTIONS 2.819 3.994 <0.01 3.013 3.988 <0.01
SBPA2009 0.442 0.597 <0.01 0.468 0.593 <0.01
BIG4 0.290 0.418 <0.01 0.341 0.428 <0.01
NEXT3 0.124 0.156 <0.01 0.121 0.177 <0.01
PROBZ 0.465 0.632 <0.01 0.484 0.819 <0.01
LOSS 0.740 0.881 <0.01 0.777 0.944 <0.01
BUSYSEASON 0.549 0.519 0.04 0.606 0.552 0.05
DELAY (in days) 282.287 268.454 <0.01
LNASSETS 13.779 14.089 <0.01 13.870 13.215 <0.01
BANKDEBT 0.601 0.676 <0.01 0.430 0.525 <0.01
CRISIS 0.283 0.281 0.89 0.292 0.289 0.90
SUBSIDIARY 0.178 0.198 0.08 0.277 0.171 <0.01
PARENT 0.055 0.077 <0.01 0.079 0.091 0.42
Bankrupt firms Non-bankrupt firms

Mean Sd Mean Sd P-value
Panel B: Explanatory variables in the bankruptcy tests in Table 9
GCD 0.204 0.403 0.047 0.213 <0.01
SBPA2009 0.474 0.499 0.474 0.499 1.00
BIG4 0.316 0.465 0.345 0.476 <0.01
NEXT3 0.131 0.337 0.124 0.330 <0.01
UNCLEAN 0.734 0.442 0.363 0.481 <0.01
PROBZ 0.499 0.358 0.500 0.358 0.92
LOSS 0.768 0.422 0.785 0411 0.02
BUSYSEASON 0.542 0.498 0.603 0.489 <0.01
LNASSETS 13.842 1.781 13.839 1.998 0.92
BANKDEBT 0.617 0.486 0.434 0.496 <0.01
CRISIS 0.283 0.450 0.292 0.455 0.21
SUBSIDIARY 0.182 0.386 0.272 0.445 <0.01
PARENT 0.060 0.237 0.080 0.271 <0.01

Notes: Table reports mean values and standard deviations (Sd). The sample size is 7,143 bankrupt and 7,143 non-
bankrupt firms. P-values are for t-tests for the continuous variables and for Pearson chi-square tests for the
categorical variables. Variables are explained in Table 2.

the dataset) of SANCTIONS is 1.14% in regression (1), suggesting that the probability of a
going-concern opinion before bankruptcy increases by 1.14% for each going-concern-related
sanction issued in that year. For example, in 2009, there are 5 sanctions indicating that the prob-
ability of a going-concern opinion is 5.70% higher in that year than in a year without sanctions.
The average marginal effect of SBPA2009 is 7.98% in regression (3), suggesting that the prob-
ability of a going -concern opinion before bankruptcy is around 8% higher in years 2009-2013
than in 2004-2008. The linear probability model results in regressions (5) and (7) indicate
marginal effects of similar magnitude.

Panel B studies the likelihood that an auditor reports a going-concern opinion for a non-bank-
rupt firm. SANCTIONS and SBPA2009 have positively significant coefficients in regressions (9)
and (11), suggesting that a higher sanction risk is associated with an increase in Type I errors.
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Indeed, the coefficient estimates are somewhat lower in Panel B than in Panel A, indicating that a
higher sanction risk affects Type II errors more than Type I errors.*® The average marginal effects
of SANCTIONS and SBPA2009 are 0.25% and 1.62% in regressions (9) and (11), respectively.
However, the evidence is overall consistent with more conservative going-concern reporting
when sanction risk is higher.

Hypothesis 2 focuses on the issue of whether the impact of sanction risk differs between large
and small audit firms. To test this hypothesis, we use the interaction between measures of sanc-
tion risk and audit firm size. However, the interpretation of the interaction effect in a nonlinear
model (e.g. logit) is not itself meaningful (e.g. Ai and Norton, 2003, Norton et al., 2004, Breen
et al., 2018). Kohler and Kreuter (2012) point out that there is, to the best of their knowledge, no
single best solution to that problem, although the statistical literature offers several techniques.
The interpretation of interaction effects in terms of marginal effects is one solution. The marginal
effects in a logit model depend on the values of the regressors, and there is, therefore, no single
measure of the marginal effect. As one test of hypothesis 2, Table 7 reports the average marginal
effects of sanction risk for BIG4, NEXT3, and non-Top 7 auditors. An alternative to interpreting
interactions in a logit model is to use LPM.?’ The appealing feature of LPM is that it provides
unique estimates of marginal effects.

The bottom part of Panel A shows that the average marginal effect of SANCTIONS for BIG4
and non-Top 7 are 0.015 and 0.010, respectively. The difference in the average marginal effect
between BIG 4 and non-Top 7 is significant at the 0.10 level. The average marginal effect of
NEXT 3 is lower than that of BIG4 and non-Top 7 but not significantly so. The coefficient of
BIG4*SANCTIONS in the LPM model reported in regression (6) is positively significant,
thereby providing further support that sanction risk has a greater impact on Big 4 auditors’
reporting than non-Top 7 auditors’ reporting.

Results with SBPA2009 as the measure of sanction risk are mostly similar. Panel A reveals
that the average marginal effects of BIG4, NEXT 3 and non-Top 7 are 0.103, 0.055, and 0.072,
respectively. These results indicate that the probability of a BIG 4 auditor issuing a going-
concern opinion is around 10% higher during the higher sanction risk period than during the
lower sanction risk period. The corresponding likelihoods for NEXT3 and non-Top 7 are
5.5% and 7.2% respectively. Although the magnitude of the differences between the auditors
is fairly large, the differences in the average marginal effects are insignificant. However, the
LPM results reported in regression (8) suggest that the difference in the effect between BIG4
and non-Top 7 is significant (p-value < 0.05). In conclusion, most of the results based on data
for bankrupt firms suggest a higher sanction risk impacts BIG 4 firms’ going-concern reporting
more than non-Top 7 firms’ going-concern reporting.

In regressions (10) and (12) we use logit regressions to test hypothesis 2 for non-bankrupt
firms. Overall, the average marginal effects are lower than in Panel A, indicating that increased
sanction risk has a greater impact on the reporting for bankrupt than non-failing firms. However,
consistent with hypothesis 2, the average marginal effect of SBPA2009 is significantly higher for
BIG4 than for non-Top 7. The LPM results in regression (16) are qualitatively similar to the logit
results in regression (12).

3$Tests of the difference of the coefficients of SANCTIONS regressions (5) and (13) suggest the higher
sanction risk has a greater impact on the reporting in bankrupt than in bankrupt firms (p-value < 0.01).
The coefficient of SBPA2009 is also significantly higher in regression (7) than in regression (15) (p-
value < 0.05). However, the sanction risk measures are not significantly different in the logit regressions.
3"There is an ongoing academic discussion about the strengths and weaknesses with the use of logit, probit
or LPM when the outcome variable is binary. See Breen et al. (2018) for a review and references.
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We also estimated regressions (4) and (12) separately for each audit firm type (not reported in
tables). The analyses of bankrupt firms show that SBPA2009 has positive coefficients significant
at least at the 0.05 irrespective of audit firm type. The odds-ratios of SBPA2009 are 1.80 when the
firms are audited by a Big 4 auditor, suggesting that the proportion of firms with a going-concern
opinion is 80% higher after than before 2009. The odds-ratios for firms with Next 3 and non-Top
7 auditors are 1.41 and 1.79 respectively. The analyses of non-bankrupt firms suggest SBPA2009
is significant only when firms have a Big 4 auditor. The odds-ratios for firms with a Big 4, Next 3
and non-Top 7 are 1.78, 1.05 and 1.32 respectively. These results correspond with results in Panel
B of Table 6, suggesting only Big 4 firms report more going-concern opinions for bankrupt firms
after 2009.

In sum, considering the tests with both bankrupt and non-failing firms, the results
provide partial support for hypothesis 2. Most of the results indicate that auditors at Big 4
firms alter their reporting in response to a higher sanction risk more than auditors at non-Top
7 firms.

5.3. Additional tests of HI and H2

We conduct the following un-tabulated analyses to gain further insights on the robustness of the
results. First, we attempt to alter the time for when to assume that auditors upgrade their sanction
risk. In these analyses we follow Defond et al. (2018) and use lagged sanction risk measures, that
is, the SBPA dummy assumes the value one in 2010 and thereafter, and SANCTIONS is the
number of sanctions issued by SBPA in the previous year. Lagged SANCTIONS and SBPA
have positive coefficients significant at the 0.01 level supporting hypotheses 1a and 1b. Further-
more, compared with Table 7, the use of lagged variables provides stronger support for the pre-
diction that an increase in sanction risk has a greater impact on the reporting in Big 4 than in non-
Top 7 firms.

Second, we study whether the results are sensitive to the classification of audit firms into the
categories BIG 4, NEXT 3 and non-Top 7. In years 2004 and 2005, the BIG 4 firms and the firms
in the NEXT 3 category (Grant Thornton, BDO, and Mazars) were considerably larger than all
non-Top 7 firms: the largest non-Top 7 firm in 2005 was Randby Bjorklund whose revenues were
100 million, and the smallest Top 7 firm in that year was Mazars with SEK 220 million in rev-
enues. In 2006, Baker Tilly started to grow, and in 2010 its revenues exceeded those of Mazars.
Therefore, a ‘Next 4’ classification might better depict the structure of the audit market than a
‘Next 3’ classification in the latter part of the time period studied. To examine the NEXT3
versus NEXT4 effect, we first include BIG4, NEXT3, and a Baker Tilly indicator in model
(1). Baker Tilly has insignificant coefficients showing that its reporting does not significantly
differ from that of non-Top 8 firms, nor are the coefficients of Baker Tilly significantly different
from those of NEXT 3. Second, we re-estimate models (1) and (2) with BIG4, NEXT4, and non-
Top 8. SANCTIONS and SBPA2009 have positively significant coefficients in those regressions.
Results related to hypothesis 2 are also qualitatively similar. In sum, our results are not sensitive
to the choice between a NEXT3 and NEXT4 classification.

Finally, we add several additional control variables to mitigate the concern for omitted vari-
ables. Prior studies suggest that the client’s importance for the audit partner (Chi et al., 2012),
auditor tenure (Knechel and Vanstraclen 2007), office size (Francis and Yu 2009), busyness
(Sundgren and Svanstrom 2014), auditor’s age (Sundgren and Svanstrom 2014), gender
(Hardies et al. 2016) and the location of the office (Samsonova-Taddei 2013) influence audit
quality. The main reason why these variables are not included in models (1) and (2) is that the
variables are only available for a subset of the firms. Most importantly, the variables are
missing for virtually all observations from 2004.
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The inclusion of all these variables in models (1) and (2) results in the omission of 333 or 359
firms, leaving 6,810 bankrupt and 6,784 non-bankrupt firms. Un-tabulated results show that
SANCTIONS and SBPA2009 have positive coefficients significant at the 0.01 level, also in
this extended version of model (1). However, different from Table 7 and most of the results com-
mented in the above, the regressions with more control variables but smaller sample size gener-
ally fail to provide significant support for the prediction that an increased sanction risk has a
greater impact on the reporting of BIG 4 auditors than non-Top 7 auditors.*®

Regarding the additional control variables, the regressions show that there is a significant
positive association between the logarithm of office size and the likelihood of a going-concern
opinion. Firms audited by female auditors are also significantly more likely to receive a
going-concern opinion (p-value < 0.05) than firms audited by male auditors. On the other
hand, the auditor’s age and the number of assignments have negative and significant coefficients
(p-values < 0.01). These findings are in line with the results reported in Sundgren and Svanstrom
(2014). We find no significant association between auditor tenure and the likelihood of a going-
concern opinion. Finally, the results show that client importance (measured as the client’s reven-
ues divided by the revenue of all clients of the audit partner) is significantly negatively related to
Type II errors. Client importance is not significantly associated with Type I errors. Findings
support the argument that client importance may impair auditor independence.”

6. Supplementary analyses
6.1. Statutory audits

Prior literature suggests that an auditor trades-off between the risk of loss of reputation from
issuing an incorrect going-concern opinion and client risk loss when they decide what report
to issue (e.g. Knechel and Vanstraelen 2007). Until 2011, audits were statutory irrespective of
firm size when micro -firms were exempted from this requirement (see Section 2). The option
to opt-out of auditing if the auditor would issue a going-concern opinion is arguably a credible
threat that may influence the auditor’s propensity to issue a going-concern.

To test this prediction, we interact the sanction risk measures with STATUTORY in model
(1). As the sanction risk started to increase in 2009 and the statutory auditor requirement was
abolished in November 2010, we exclude observations from 2009 and 2010. The LPM results
in Table 8 reveal positive coefficients significant at the 0.01 or 0.05 level on the

3%ndeed, this result may be driven by the smaller sample size. We estimated regressions with the variables
in model (2) on the 6,810 bankrupt and 6,784 non-bankrupt firms used in the extended model and those
results generally fail to support the prediction that an increased sanction risk has a greater impact on the
reporting of BIG 4 auditors than non-Top 7 auditors.

3Some studies suggest standard implementation is a learning process (e.g., Mennicken 2008, Kvaal and
Nobes 2012). Learning is likely to take place in the first years after the effective date of a standard, and
we examine the effect of learning by estimating model (1) on observations from 2007 to 2013. SANC-
TIONS and SBPA have positive coefficients significant at the 0.01 level in the analyses of the bankrupt
firms. The sanction risk measures have positive coefficients significant at the 0.05 or 0.10 level when the
sample includes non-bankrupt firms. In conclusion, the association between sanction risk and the going-
concern reporting is unlikely to be driven by learning effects.

40To get an estimate of the fraction of firms that opt out of auditing, we started from all firms small enough
to be able to opt out and then restricted the sample to firms with financial data available for the 2008 to 2013
period. This data shows that 41% of the firms that were audited in 2008 to 2010 did not have an auditor in
2013. Furthermore, the data suggests that 53% of small failing firms did not have an auditor (a failing firm is
defined as one that goes bankrupt within 3 years). The database Serrano and data from Bisnode were used to
calculate these figures. A report by the Swedish National Audit Office suggests that 23% to 77% (depending
on industry) of the firms had opted out of auditing in 2015 (Regeringens skrivelse 2017/18:201).



29

Accounting and Business Research

(panunuoy))
SOA SOA SOA SOA SOA SOA SOA SOA A LSNANI
(or's—) (68°2-) (Lze-) (0T79-) (€gs-) (18°2-) (zze-) (I11°9-)
#xx011°0— wxx [ 11°0— #££650°0— #%xx9680°0— *%xx075 0— *%%6SS°0— #%LLT0— *xx3VY 0— INTIVd
(6v'1-) (¥60-) (tLe-) @1rv-) (6v'1-) (€01-) (€L¢-) F1v-)
¥120°0— 86700~  ##%16S0°0—  %%xSOP0°0— 901°0— PPI0—  s#+CI€0—  #%xL0T°0— AIVIAISdns
(z9°0) (o1°0-) (89°0) (16°0) (65°0) (11°0-) (TLo) (16'0)
92L00°0 ¥200°0— 656000 L9L00°0 €€£0°0 ¥10°0— €€50°0 ¥8€0°0 SISIID
(59°'8) (L) (zo01) vy (1L'8) (89°9) (zron 9s+1)
#xx5060°0 #xxCC10 #xxVV1°0 #xx0C1°0 #xx 8770 #x%199°0 #%xxE£€L0 #%x005°0 LIAAINVA
(690 (9¢°0) (9z°0-) 06'1) I+ (zz0) (zs0-) (6v'1)
#%56600°0 79200°0 10100°0— #LL¥00°0 x5V TH0°0 6L00°0 L0100~ €810°0 SIASSVNT
(cr'1-) (10°0-) (6€7-) (ss'z-) (6€'1-) (80°0-) (r¢'e-) (1s'c-)
6v100—  T¥T000°0— #%CE€€0°0— #x6610°0— 01L0°0— £8800°0— #x991°0—  #%1,600— NOSVASASNg
(Ly'z-) (82°0) ¥z 0-) (cre-) (Ly'T-) (Lg0) F1°0-) (¥0'z-)
#%15€0°0— S1800°0 8570070~ #+7CT0°0— #6910~ £€550°0 T€10°0— #%S01°0— SSO1
(68°6—) (19°L-) (L8gL-) 99¥1-) (€L6-) (LzL-) F8'L-) (Ivv1-)
#xxV81°0— %%%8LC0— #%%x06L1°0— #%%x961°0— #%xxV€6°0— %005 1— #xx706°0— #xxVC0 1— 74d0dd
(Ly'Te) (z6s1) (LeTD) (6S°Tv) (80°820) (88°¢1) ($v020) (FrLE)
#%xC8€°0 #x%C8¢€°0 #%xx05€°0 #xxSLE0 wxxVCL T #xx0€8"T #%%6S9°1 #%x60L°1 NVATONN
(80°0) (L0°0)
686000°0 90%00°0 €LXAN
(s9'1-) (LL1-)
«1710°0— %C9L0°0— ¥OId
(9¢0) (0s'D (LLo) (82 (s81) T (6v°0) (812
#x91L0°0 $8L0°0 LYT0°0 #%%5LS0°0 «LLEO Y0t°0 €01°0 #x98C°0 6007VddS+dDD
(6Sv—) (18'1-) (86°0-) 9L v-) (zsv-) (8L71-) (c0'1-) (€Lv-)
##%01S0°0— *€TP0°0— 6€100—  #%x16£0°0— ##%6€C0— «1120— LYLO'0O—  #xx681°0— 6007vddS
919 (8¢¢) (¥89) (6L6) (Or49) (€0°¢) (98°9) (Lg'8)
#xxCS1°0 #xx0V1°0 #xx8L1°0 #%xx051°0 #%x%xCE80 #%xx0G5L°0 #*%%x8L6°0 #%%xL98°0 ano
Adpdnayunq oy suoruido U120U00-3U103 Jup]a.4 SU01SsaL3a1 §TO pup 11307 y joung
(8 (L) 9 (9] ) (€) () (D LdN¥d = o[qerrea juspuadoeq
L doJ-uoN €IXaN ¥ 31g suy [V L dop-uoN €IXaN ¥ 31g suuy [V
S710 nso

‘suorurdo uI9oU09-3uI0F JO SJUNUOOS UONBWLIOJUT OU) JO SISO, 6 9[qEL



S. Sundgren and T. Svanstrom

30

%86°89 %1S 89 %€6°89 %1169 %86°L9 %0L°0L %t6°0L %98°89 payisse[o 13021100
%¥1°0L %6569 %9¢€ 1L %EEIL %91°69 %y 1L %00°9L %Y T CL (Ayoyads) suury jdnjueq-uoN
%¢€8°L9 %61°L9 %1599 %5699 %9899 %6669 %0t°S9 %87°S9 (Ayranisuas) sy jdnnjueg
(qurod jjo-Ind Iy} sk G°()) Ade.INddE UOHBIYISSB[D)
#*xCLO0 8L0°0 §c00 +x%850°0 *%x9L0°0 LLOO 0200 #%LS0°0 0=600CVvddS SA [ =600CVddS
%% CC0 #xx81C0 #+xx£0C°0 $xxL1C0 +xxSVC0 #xxSCC0 xxxS1C0 %% CEC0 1=6007VvddS
#xxCS1°0 #xx071°0 #xx8L1°0 #xx0S1°0 #xx091°0 #xx871°0 #xx761°0 #xxSLT0 0=600TVvddS
0f @D Jo 12affa ppurSivp
8LT°0 0€20 6¢£C0 00C°0 8¢10 €81°0 681°0 9¢1°0 porenbs-y / parenbs-y opnosd
YrLL 0781 Ly 98T V1 YrLL 0781 L'y 98T v1 N
(s0's) (oL'1) (sev) (60°L) (tr'e-) (€8'1-) (69°C-) (06'¢-)
#xx91€°0 *CCC0 #x%£8C°0 #x%C0€°0 #xLCL0— «VVC1— #%%0€6°0— %0780~ LNVLSNOD
(8) 03) ) (©) () (€) () (1 LdN¥d =2[qenea judpuddaq
L dog-uoN €1XoN ¥ 319 suy v L dog-uoN €IXoN v 31 swIy v
S10 ngog

panunuo) 6 lqeL



Accounting and Business Research 31

STATUTORY*SANCTIONS and STATUTORY*SBPA2009 interactions when the samples
include bankrupt firms. The logit regressions in columns (1) and (2) also show that the
average marginal effects of SANCTIONS and SBPA2009 are significantly higher for firms
with a statutory audit than for firms without. However, in the analyses of the non-bankrupt
firms, we cannot reject the null hypotheses that the impact of sanction risk is similar for firms
with and without a statutory audit requirement. In sum, a higher sanction risk reduces Type 11
errors more in firms with a statutory audit requirement than without.

6.2. Informativeness of going-concern opinions

To examine the effects of sanction risk on the informativeness of going-concern opinions, we
combine the bankrupt and non-bankrupt firm samples and examine whether sanction risk
impacts the association between going-concern opinions and bankruptcy. The study of informa-
tiveness by the use of going-concern opinions’ ability to predict bankruptcy follows prior work
(e.g. Hopwood et al. 1994, Foster et al. 1998, Knechel and Vanstraelen 2007).

To be more precise, we study the informativeness by exploring how sanction risk influences
the association between going-concern opinions and bankruptcy risk and its impact on the dis-
criminative ability using the area under the receiver operating characteristic curve (ROC-
curve) as the measure.

We estimate variants of the following model:

BRUPT = by + b;GCD + b,SBPA2009 + b;GCD+SBPA2009
+ bsBIG4 + bsNEXT3 + bgPROBZ + b;UNCLEAN + bgLOSS
+ byBUSYSEASON + b;)LNASSETS + b;; BANKDEBT
+ b CRISIS + b;3SUBSIDIARY + bj4PARENT + by5_2sINDUSTRY; + e

)

The dependent variable BRUPT is an indicator variable taking the value 1 if the firm goes
bankrupt. The test variable is the interaction between GCO and SBPA2009 (for brevity, we
only tabulate results with SBPA2009). The model includes the following control variables. Fol-
lowing the recommendation by Cram et al. (2009), we include PROBZ and LNASSETS to
control for imperfect matching. Furthermore, we include UNCLEAN (an indicator taking the
value 1 if the audit report departs from the standard formulation). Consequently, our analyses
focus on the incremental explanatory power of GCD over all types of unclean audit reports.
Model (3) also includes all control variables in model (1). Table 5, Panel B, presents the
mean values of the variables for the bankrupt and non-bankrupt firms.

Panel A of Table 9 presents logit and LPM results for the entire sample and for sub-samples
with a BIG4, NEXT3, or non-Top 7 auditors. All models are statistically significant and their
pseudo R-squared / R-squared are between 13.8% and 20.0%. Using 0.5 as the cut-off, regression
(1) classifies 68.84% of the bankrupt and non-bankrupt firms correctly. Regression (2) includes
only firms with a Big 4 auditor and it classifies 70.92% of the firms correctly. When the sample
includes firms with a Next 3 and non-Top 7, the logit regressions correctly classify 70.71% and
67.99% respectively.

The marginal effects presented in the lower part of the table show that a going-concern
opinion increases the bankruptcy probability during the lower and higher sanction risk
periods, but the impact is higher under the higher sanction risk period. For example, regression
(1) suggests that the average marginal effect of GCD is 17.5% and 23.2% under the lower and
higher risk periods, respectively. Furthermore, the table suggests that a GCD is associated with a
2-3% higher bankruptcy risk in the higher sanction risk period than in the lower sanction risk
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periods for BIG4, the difference is 7-8% for auditors with a NEXT3 or non-Top 7 auditor. These
results indicate that an increased sanction risk has a greater effect on the information contents in
non-Big 4 firms. This result can, at first glance, be viewed as conflicting results related to hypoth-
esis 2 in Table 7. Those results suggest Big 4 firms change their reporting more in response to
higher sanction risk than non-Top 7 auditors. However, Table 7 shows that Big 4 auditors
issue more going-concern opinions to non-bankrupt firms as well when the sanction risk is
higher, and that may reduce the predictive ability of GCD.

We next compare the discriminative ability of GCD under the lower and higher sanction risk
periods by studying the area under the ROC curve using the methods suggested by Cleves (2002).
The ROC curve displays the sensitivity (i.e. fraction of correctly predicted bankrupt firms) versus
one minus specificity (i.e. one minus fraction correctly predicted non-bankrupt firms) as the cut-off
for classifying a firm as bankrupt is varied. Hosmer and Lemeshow (2000) suggest that areas under
the ROC curve of 0.70 to 0.80 are acceptable and above 0.80 good or excellent.

The analyses show that the area increases from 0.722 to 0.729 under the lower sanction risk
period when GCD is added to the model and that it increases from 0.779 to 0.790 under higher
sanction risk period. Although the differences are small, they indicate that GCD significantly
increases ROC under the lower as well as higher sanction risk periods.*' The finding that the
area under the ROC curve is significantly higher if the model includes GCD holds irrespective
of whether the firms are audited by a Big 4, Next 3, or non-Top 7 auditor. In sum, the results
suggest GCD improves the discriminative ability regardless of audit firm size and sanction risk.

Finally, Panel B of Table 9 compares the ROC of model (3) under the lower and
higher sanction risk periods. Overall, these results suggest that ROC is significantly higher
under the higher sanction risk period than under the lower sanction risk period. These results
are consistent with the view that going-concern opinions are more informative during the
higher sanction risk period. Still, we cannot rule out that other factors drive the increase in dis-
criminative ability.

7. Conclusions

We examine how regulatory sanction risk influences auditors’ going-concern reporting using a
sample of privately-owned Swedish firms. The sample covers 10 years, starting from the first
effective date of an ISA 570-based going-concern reporting standard in 2004. Sanction risk is
measured by the frequency of disciplinary sanctions issued against auditors for sub-standard
going-concern reporting. Our findings show that auditors’ issue more going-concern opinions
to bankrupt and non-bankrupt firms in periods with higher sanction risk, suggesting that a
change in sanction risk increases the level of conservatism in the going-concern reporting.

The next set of analyses examine how audit firm size interacts with sanction risk. Generally,
the results suggest auditors at Big 4 firms alter their reporting more than non-Top 7 firms when
sanction risk increases. A rationale for that result is that a sanction would more severely affect the
reputation of a Big 4 auditor than that of a non-Top 7 auditor thus providing Big 4 auditors the
incentive to be more conservative in their reporting.

*!The discriminatory ability can also be studied by comparing the proportions of correctly classified firms
but the disadvantage of this method in comparison with the analysis of the ROC-curve is that it has to be
done using a predetermined cut-off. However, using the commonly used 0.5 as the cut-oftf, the model
without GCD classifies 66.52% correctly before 2009 and the model with GCD classifies 66.55% correctly.
When the sample includes years 2009 to 2013, the classification with and without GCD is 71.23% and
71.44% respectively. Thus, using 0.5 as the cut-off, a comparison does not reveal any economically signifi-
cant differences between models with and without GCD.
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The informativeness of the audit report increases with the reduction in Type II errors but
decreases with a similar increase in Type I errors. To examine the net effect, we compare
going-concern opinions’ ability to predict bankruptcy in periods with low and high sanction
risk. We find a stronger association between going-concern opinions and bankruptcy risk in
the higher sanction risk period. Furthermore, results suggest sanction risk impacts the association
between GCD and bankruptcy, especially in firms with a non-Top 7 auditor.

The results of this study should be interpreted with some limitations in mind. First, the under-
lying reasons for the observed going-concern reporting practices could not be directly tested.
Second, the data used are from a country where all firms had to undergo an audit regardless
of their size until 2010. Thus, the average audit client is small, and generalisations to other set-
tings may not be appropriate. Third, the failure to issue a going-concern opinion for firms enter-
ing bankruptcy and the issuance of a going-concern opinion to a non-bankrupt firm is not
equivalent to audit quality. For example, it is possible that financial problems of a bankrupt
firm became apparent after the issue of the audit report, thus suggesting that a clean report
was adequate and contained all the relevant information at the time of signing the audit report.
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Appendix 1

Going-concern-related disciplinary sanctions issued 2004—2013**

Period
Decision date Dnr inspected Case description (summary and translation)
2013: 12 Disciplinary sanctions (1 withdrawal)
2013-12-13 2012-712 Fiscal years 2010— The auditor has not collected sufficient audit
2011 evidence to evaluate the going-concern

assumption. Oral promises of future capital
injections and sales of assets are not sufficient.

Warning
2013-10-31 2012-833 Fiscal years 2009— The auditor did not inform about going-concern
2010 uncertainty.
Warning
2013-10-31 2012-660 Fiscal years 2010— The auditor has failed to sufficiently consider the
2011 going-concern assumption and to take the
appropriate actions.
Warning
2013-06-13 2011-1357  Fiscal year 2010  Audit documentation does not include any evaluation

of the ability to continue as a going concern. No
written audit evidence was gathered. The audit
report should have indicated uncertainty regarding
going concern.

Reprimand

(Continued)

“2The list is based on hits received when searching (free text) in Swedish for going concern and related for-
mulations (Sw. fortsatt drift, fortlevnad, fortbestdind) as well as for the standard (RS 570, ISA 570) in the
search function available on the home page of SBPA. Searches have been complemented by a manual
search for these key words in each of the disciplinary sanctions since introduction of the ISA 570. All sanc-
tions issued are available in pdf with a description of the case, a response by the auditor and the main con-
clusion. The name of the auditor and the audit firm is not revealed in these documents.
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Period

Decision date Dnr inspected

Case description (summary and translation)

2013-06-13 2011-1623  Fiscal years 2007/

2008, 2009

2013-06-13 2012-1389  Fiscal years 2010—

2011

2013-06-13 2011-1544  Fiscal years

2007-2008

2013-06-13 2011-1752  Fiscal year 2010/

2011

2013-05-03 2011-1632  Fiscal years

2008-2009

2013-05-03 2011-1633  Fiscal year 2007

2013-03-21 2012-1387  Fiscal years

20102011

2013-03-21 2011-1017  Fiscal years 2008/

2009, 2010

2012: 10 Disciplinary sanctions (4 withdrawals)
2012-12-13 2011-1708  Fiscal year 2010

2012-11-01 2010-1629  Fiscal year 2009

When the audit report was issued, the company’s
going-concern status was uncertain. Promises
given by the board about the future do not change
this fact.

Warning

The audit documentation does not include any
reflection of the going-concern assumption. The
ownership structure does not suggest that the
going-concern assumption should not be
considered. Reporting on the loss of own equity is
not sufficient.

Withdrawal of license

The auditor should have further tested the
company’s ability to continue as a going concern.
And the existence of potential hidden values in
ongoing projects does not suggest that the going-
concern paragraph is unnecessary.

Warning

The company reported a profit for 2009/10, but only
owing to debt reduction, and was thereafter
unprofitable. The auditor should have reported
going-concern uncertainty.

‘Warning

The audit documentation does not include any
information about why creditors would not claim
their money. The auditor should have reported
going-concern uncertainty.

Warning

The audit documentation does not include any
information about why creditors would not claim
their money. The auditor should have reported
going-concern uncertainty.

Warning

Reporting on the responsibility of the board to
liquidate the firm is insufficient. The auditor
should have reported going-concern uncertainty.

Warning

No audit evidence to ensure that the owner would
put in more money if needed was presented. This
claim cannot, therefore, be considered. The
auditor should have reported going-concern
uncertainty.

Warning

The auditor has not presented any convincing
reasons as to why a going-concern paragraph has
not been included.

Warning

The oral promise that the owner would put in more
money does not change that a going-concern
paragraph should be included.

Withdrawal of licence

(Continued)
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Continued.
Period
Decision date Dnr inspected Case description (summary and translation)
2012-06-14 2012-579 Fiscal years Capital injections were too small to restore own
2009-2010 equity, and given the significant losses, the
auditor should have included a going-concern
paragraph.
Withdrawal of licence
2012-06-14 2010-1583  Fiscal years 2005— Audit documentation does not include audit
2010 evidence on the going-concern assumption.
Claims that the owner believes in the business
idea and is willing to put in more money cannot
be considered a reason for not reporting going-
concern uncertainty.
Warning
2012-06-14 2011-821 Fiscal years 2007/ The auditor should have reported going-concern
2008, 2009— issues regardless of whether s/he believed that
2010 continuing operations were possibly due to ‘two
new owners.’
Warning
2012-05-03 2011-492 Fiscal year 2008/  That the auditor reported the duty to liquidate and
2009 the responsibility of the board to provide a
balance sheet for liquidation purposes is not
relevant to the going-concern issue.
Warning
2012-05-03 2011-1638  Fiscal year 2010 Audit documentation does not include a going-
concern evaluation. It is unclear whether the
auditor considered the possibility of the parent
company offering support through additional
funding.
Warning
2012-05-03 2011-492 Fiscal years 2009— The auditor has not informed about going-concern
2010 uncertainty.
Warning
2012-03-22 2011-1704  Fiscal year 2009 The auditor has not undertaken sufficient measures
with regard to the going-concern assumption.
Withdrawal of licence
2012-02-09 2011-103 Fiscal years 2005— Audit documentation does not include any proof that

2009

2011: 3 Disciplinary sanctions (0 withdrawals)
2011-12-15 2010-842 Fiscal year 2004

2011-09-22 2011-693 Fiscal years

2008-2009

a new owner is willing to invest money. The

SBPA concludes that the auditor needs a written

guarantee to support this claim. The auditor

should have reported going-concern uncertainty.
Withdrawal of licence

Audit documentation does not include information
on going-concern considerations.

Warning

Audit documentation on going-concern
consideration is insufficient. The claim that the
owner might be willing to put in money is
irrelevant if no written agreement is signed.

Warning

(Continued)
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Continued.
Period
Decision date Dnr inspected Case description (summary and translation)
2011-09-22 2010-862 Fiscal years 2005— Previous capital injections by the owner are relevant

2006, 2008/2009

2010: 6 Disciplinary sanctions (2 withdrawals)

2010-12-10 2009-890 Fiscal year 2007
2010-06-10 2010-403 Fiscal years
2007-2008
2010-04-29 2008-1458  Fiscal years
2006-2007
2010-04-29 2009-1451  Fiscal years 2007/
2008
2010-02-04 2008-587 Fiscal years 2003—
2005
2010-02-04 2008-1468  Fiscal years

2006-2007

2009: 5 Disciplinary sanctions (2 withdrawals)

2009-10-22 2009-660 Fiscal years
2006-2007
2009-09-18 2008-1489  Fiscal year 2007

for the going-concern issue, but they are not
sufficient as audit evidence unless there is a
written agreement.

Warning

Audit documentation or auditors’ comments to the
SBPA do not support that the auditor investigated
the opportunity for the owner to put in more
money. The auditor had insufficient evidence to
evaluate the going-concern assumption.

Warning

Audit documentation does not include information
about any going-concern evaluation. There is no
written documentation of the manager’s
willingness to give up financial claims.

Warning

The auditor has not sufficiently considered the
going-concern assumption.

Withdrawal of licence

Information about liquidation in the audit report is
not sufficient, given that the auditor was aware
that the reconstruction of the company had failed.
The auditor should have reported going-concern
uncertainty.

‘Warning

The auditor should have reported going-concern
uncertainty, although the director’s report
indicated a loss of share capital and personal
responsibility for the board of directors.

Warning

Audit documentation does not include information
about any going-concern assessment, and the
information presented by the auditor does not
indicate that s’he made sufficient evaluations.

Withdrawal of licence

Audit documentation does not support sufficient
evaluation of the going-concern assumption. The
auditor’s claim that s’he was given secret
information about future events has not been
verified or recorded. No available documentation
suggests that the going-concern assumption is
valid for this company.

Warning

Audit documentation does not indicate an evaluation
of the going-concern assumption. That the auditor
has reported the lack of a balance sheet for
liquidation purposes is not sufficient.

Warning

(Continued)
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Decision date

Case description (summary and translation)

2009-06-11

2009-03-19

2009-02-05

Period
Dnr inspected
2009-313 Fiscal years 2005—
2007

2007-730 Fiscal year 2006

2007-1571  Fiscal years 2003/
2004, 2004/2005

2007: 1 Disciplinary Sanction (0 withdrawals)

2007-12-06

2006-1081  Fiscal years

2004-2005

The auditor has not reflected on the going-concern
assumption.

Withdrawal of licence

Going-concern reporting was the main issue
addressed. The SBPA made it clear that a going-
concern paragraph should have been included,
even though management had reported the loss of
share capital, a forthcoming sale or rental of
operations, and a possible capital injection.

Reprimand

The auditor should have undertaken further audit
procedures to evaluate the going-concern
assumption. Oral statements and prior experience
of the owner’s willingness to support the
company are not sufficient evidence for
evaluating the going- concern assumption.

Withdrawal of licence

The case is partly related to going concern. Audit
documentation does not support any evaluation of
whether this type of business is run in accordance
with current regulations. The outcome of such
evaluation has direct implications for the
company’s capacity to continue as a going
concern.

‘Warning
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