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Abstract

Out of reputation and audit risk considerations, the incumbent auditor may not be willing to accommodate the unreasonable request and keep up issuing a qualified audit report to a client with a high probability of financial distress.  Therefore, we expect the auditor changes will be more likely to occur among companies in deteriorating financial conditions. As a natural consequence, we expect that firms with auditor change have a higher probability of incurring subsequent financial distress.

The logistic regression results give support to our arguments, linking auditor-change behavior with the client’s subsequent financial distress.  It seems fair to conclude that the incorporation of the variable “auditor change” can greatly enhance the predictive power of previous financial distress prediction models.
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The Information Contents of Auditor Change in Financial Distress Prediction

---Empirical Findings from the TAIEX-listed Firms

Ching-Lung Chen, Fu-Hsing Chang and Gili Yen
1. Introduction
The quality of accounting information comprised in financial statements to some extent reflects the auditing techniques used to verify both the underlying events and the appropriateness of the accounting choices/procedures.  Companies with a higher probability of financial distress may have incentives to suppress the negative information contained in the financial statements.  With reference to the auditor’s external monitoring functions, financial statement users naturally link the auditor’s opinion to the healthiness of the audited companies.   However, there is little unanimity from the empirical literature about the relationship between auditor’s qualified opinion and subsequent firm’s financial distress.  Dodd et al. (1984) and Eliott (1982) indicate there is no information content when a company receives a qualified opinion.  In contrast, Choi and Jeter (1992) find the earnings response coefficient descends after the announcement of a qualified opinion.  We know there are various reasons---such as scope limitation, nonconformity with GAAP, inconsistency in accounting principles, and inadequate disclosure---for auditors to issue a qualified audit report but only the going-concern qualified opinion may directly link to the client’s subsequent financial distress.   Therefore, it’s seems reasonable to find empirically such weak links between auditor’s qualified opinion and subsequent client’s financial distress.  In addition, the incentive problems facing the auditors may put them in a most difficult situation when they are engaged in auditing, i.e., to bend or not bend to unreasonable request from the client (Antle, 1982; Baiman et al, 1987).  Thus, whether an auditor issues a going-concern qualified opinion before his client actually taking place financial distress is of great concern to the users of financial statements. 

Lennox (2000) reports that companies switching auditor increase the probability of a receiving a modified audit report less frequently than they would under no switch.  He concludes that companies can successfully engage in strategic opinion-shopping.  It means that firms which are successful in opinion-shopping may replace an auditor in hopes to receive an unqualified opinion from the successive auditor.  Out of reputation and audit risk considerations, however, the incumbent auditor may be unwilling to make a compromise and keep up issuing a qualified audit report to a client with a high probability of financial distress.  In any case, we expect the auditor changes phenomenon will be more likely to occur among companies in financial trouble than companies in financial healthiness.  Schwartz and Menon (1985) examine the auditor change in the financially troubled companies filing for legal protection and indicate the auditor changes among the failed firms are more frequent than the non-failed firms.  The present study extends their study to examine empirically the testable implications between auditor changes and the probability of the client’s subsequent financial distress from a proposed model.  Specifically, the present study adopts a logistic model to examine the relationship between auditor changes and client’s subsequent financial distress.  The empirical results, based on documenting auditor changes in one year before a formal announcement of financial distress as the pivotal empirical variable, generally support the testable implications drawn from the proposed model.  Specifically, a higher possibility of financial distress is seen to be positively associated with auditor changes, which has reached statistical significance.
The next section reviews previous researches in the area.  Section III analyzes the relationship between strategic auditor choices and strategic auditing behavior.  The empirical specification is presented in Section IV, and the empirical results are also reported and discussed in that section.   Section V provides the robustness check.  Finally, Section VI concludes the paper.  

2. Literature Review
The application of financial statement analysis for bankruptcy prediction started with univariate models which relied on the predictive value of a single financial variable (Beaver, 1966; Zmijewski, 1984), and later expanded to multivariate models which used a set of financial variables (Altman, 1968; Ohlson, 1980).  Up to present, which explanatory variables should be included to develop the prediction model attract considerable interests among researchers.  To construct the probit model, Zmijewski (1984) uses a composite financial index using performance, leverage, and liquidity measures as its component.  But these financial ratios were not selected on a theoretical basis, rather on the empirical performance in the previous studies.   The nine measurement variables that Ohlson (1980) uses to construct his logistic model are selected because they are most frequently mentioned in the literature.  Rose et al. (1982) and Mensah (1984) suggest adding the macroeconomics variables into the prediction model to increase the model’s predictive power.  Although Grice and Dugan (2001) indicate that Ohlson’s (1980) and Zmijewski’s (1984) prediction models are sensitive to time periods, additionally Ohlson’s model (1980) is also sensitive to industry classifications, they conclude that these models are better suited for predicting financial distress instead of bankruptcy.  All considered, which financial variables are best predictors as far as the financial distress is concerned remaining unanswered.

In the auditing area, several studies have examined the information contained in qualified opinions by testing the association between the qualified audit reports and unexpected returns/price reaction, for example, Chow and Rice (1982a, b), Dodd et al (1984), Elliott (1986), and Dopuch et al. (1986).  These articles all point out that it is difficult to isolate market reactions in response to audit opinion in view of the audit opinion is concurrently released with audited financial statements.  Hopwood et al. (1989) use a log-linear approach to examine the association between auditor report qualifications and financial failures, and indicate there is an association with bankruptcy for both the going-concern and other ‘subject-to’ qualifications.   Bushman and Collins (1998) link the relationship between uncertainty about litigation losses and auditors’ modified audit reports and indicate qualified opinions are useful to financial statement users in predicting material litigation losses.  Some more recent studies find stronger market reactions than do the earlier studies, indicating that qualified opinions may have had information contents and the elimination of the “subject to” opinion may not have been warranted (Choi and Jeter, 1992; Fargher and Wilkins, 1998).   Therefore, the capability of qualified opinions to serve as early-warning signals for financial distress calls for further assessment. 

There are also a fair number of empirical studies addressed to the association between strategic auditing behaviors and going-concern qualified opinion.  In his experimental study, Kida (1980) tests whether the action of issuing a going-concern qualified opinion is a function of the auditors’ ability to predict potential bankruptcy of their clients and indicates that auditors may out of strategic reasons choose not to issue a going-concern qualified opinion even when auditors are convinced their clients have a high possibility of bankruptcy.  Recent empirical studies have also evidenced the existence of auditor’s strategic behavior.  Barnes and Huan (1993), and, Citron and Taffler (1992) argue that strategic considerations play an important role in the auditor’s decision to issue a going-concern qualified opinion, which is reconfirmed in Krishnan and Krishnan (1996), and Pendley (1996).  Under client’s strategic considerations, auditor switches can be applied to conceal successfully the negative information.  Kluger and Shields (1989, 1991) support this view and additionally show that concealing negative information could simultaneously increase the information risk of capital market participants.  Given that strategic auditor behavior has been suggested as a possible explanation for the empirical results, the creditability and relevancy of auditor opinion in predicting financial distress warrants some further examination.  Viewed from such perspective, if there is strategic behavior of both the client and the auditor, it worths a 

The extant theoretical framework examining the economically rational interactive behavior between try to incorporate auditor change into the financial distress prediction models.the auditor and client was first called into existence by Fellingham and Newman (1985) through introducing game theory into the auditing literature.  Then a considerable amount of theoretical modeling was developed on various issues involving strategic interaction between the auditor and the client.  Dye (1991), Kachelmeier (1991), and Teoh (1992) make use of the game theory model to examine the relationship between audit independence and auditor switches.  Fellingham and Newman (1985), and Matsumura et al. (1997) develop a game theoretic model to analyze auditor’s strategic attestation behavior and client’s strategic auditor choices behavior.  Tucker and Matsumura (1998) extend the sequential game-analytical model of Fellingham and Newman (1985) and Matsumura et al. (1997) to conduct an experiment in the laboratory and indicate that both the likelihood the successive auditor will issue a clean opinion and presence of the self-fulfilling prophecy effect have exerted significant effects on the behavior of the subjects.  We know from the actual practice in the auditing profession the audit implementation generally is basing on a single-period negotiation rather than multistage strategic interactions between the incumbent auditor and the client.  Thus Matsumura, et al. (1997) and Tucker and Matsumura (1998) which use a complete information sequential game-analytical model seem to be in violation with the existing auditing environment in reality.

In summary, the specific demand for an auditor’s report from financially troubled firms may be dramatically different from that from financially healthy firms.  Disagreements over the appropriateness of accounting choices and the issuance of a qualified opinion could strain the auditor-client relationship (Schwartz and Menon, 1985).  An analysis of the strategic behaviors involved in the auditor-client relationship for financially troubled firms has important implications for understanding the reasons behind auditor changes.  Moreover, whether the qualified audit reports can serve as early-warning signals for financial distress remains in dispute.  Specifically, prior empirical studies only find evidences there is a significant association between auditor changes and ultimate bankruptcy.  No such significant association has been found between auditor changes and financial distress.  Inspired by previous studies summarized above, the present study is motivated to develop an interactive auditor/client strategic model for the firms which have the probability of incurring financial distress, then the testable implications from the proposed model will be tested by empirical data accordingly. 

3. Client’s Strategic Auditor Choices and Auditor’s Strategic Auditing Behavior 
Our view of the auditing process focuses on its negotiation aspect.  The issuance of the auditor report should be treated as an end product from the interaction between the auditor and the client.  The auditor and client enter a negotiation in which the auditor may offer a revised audit report, and the client may threaten to dismiss the incumbent auditor.  We follow Antle’s (1982) randomized strategies from the auditing perspective to model the linkages among auditor’s strategic auditing behavior, client’s strategic auditor choices, and the client’s subsequent financial distress.

There are two states facing client’s operation subsequent to the issuance of the audit opinion: financial distress (FS) and financial healthiness (H).  The client’s operations are interpreted within the time frame of a year in accordance to the general accounting cycle.  Then the strategies facing the incumbent auditor are: 

Based on the expected payoffs, the assessment of the client’s response, and a subjective evaluation of client’s probability of financial distress from available information, the incumbent auditor chooses to issue either a going-concern qualified opinion (GCO) or a clean (unqualified) opinion (CO).

If the incumbent auditor chooses to issue a CO, the client will retain the auditor because the opinion satisfies client’s needs and the client’s benefits of retaining incumbent auditor is larger than switching incumbent auditor under all possibilities.  Although the client may have other incentives to switch auditor, we expect the client also has a strong incentive to provide support to the incumbent auditor who chooses to issue a CO.   Hence, rational client do not switch the incumbent auditor upon receiving a CO.  

Conversely, if the auditor chooses to issue a GCO, strategies facing the client’s are:

If the incumbent auditor chooses to issue a GCO, the strategic client can either replace (R) or retain (K) the incumbent auditor.  The client will receive a GCO under retaining the incumbent auditor.  If the incumbent auditor is replaced, the client will engage another auditor while the incumbent auditor by issuing a GCO bears no liability for the engagement.  After switching the incumbent auditor, the client can receive either a GCO or a CO.

Figure 1 depicts the strategic game tree and delineates the interrelationships among the involved parties.  There are two subsequent states associated with client’s receiving auditor’s reports: financial distress (FS) and financial healthiness (H).  
[Insert Figure 1 here]

And, the related variables are defined as follows:

WH: present value of future quasi-rents expected from a healthy firm.

WFS: present value of future quasi-rents expected from a financial distress firm.

Ns: penalty from incorrectly issuing a clean report for client near financial distress.

Ng: penalty from incorrectly issuing a going-concern qualified report in absence of distress.

V: present value of future payoffs to the client from managing a healthy firm.

Q: loss to the client in absence of distress from receiving a GCO, i.e., reductions in market capitalization.
T: transaction costs from auditor change, including both actual costs of auditor change and the adverse signal conveyed to the market. 
P: the probability of client’s incurring financial distress.

η: the probability that successive auditor will issue a CO report.

α: the probability that client will change the incumbent auditor.

β: the probability that incumbent auditor will issue a GCO report.

We assume the client is informed of the auditor’s issuing intention sufficiently earlier in time so that a successive auditor still has sufficient time to complete the current year’s audit.  It is also assumed that the client’s threaten to change incumbent auditor is credible and the types of auditor-client strategy are common knowledge between the auditor and the client.  In contrast, the probability of the successive auditor’s issuing a clean opinion (CO), η, the probability of client’s changing the incumbent auditor, α, and the probability of the incumbent auditor’s issuing going-concern qualified opinion (GCO), β, are unknown to both parties.  In addition, it is assumed that both auditor and client have incomplete information about probability of the client’s incurring financial distress.  Under such setting, incumbent auditor’s strategic considerations are based on the trade-off among expected quasi-rents from issuing a CO, penalty from incorrectly issuing a GCO, and the probability of being switched.  On the other hand, the client’s strategic considerations are based on the costs of switching, the probability of the successive auditor’s issuing a clean opinion, and also the probability of incurring financial distress.  The auditor/client strategic payoffs are presented in Table 1:

[Insert Table 1 here]

From Table 1, the incumbent auditor’s equilibrium strategies can be described by: 
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, the incumbent auditor chooses the mixed strategy and randomly issues a GCO or a CO.

Equation (1) implies that, when the probability of client’s changing the incumbent auditor is larger than
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, the incumbent auditor’s optimal strategy is to issue a going-concern qualified opinion. On the other hand, if the probability of client’s changing the incumbent auditor is less than
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, the incumbent auditor’s optimal strategy is to issue a clean opinion.  Finally, when the probability of client’s changing the incumbent auditor is equal to
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, the incumbent auditor’s optimal strategies are to randomly issue either a going-concern qualified opinion or a clean opinion.

On the other side of the coin, the client’s equilibrium strategies can be described by: 
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, the client chooses the mixed strategy and randomly retains or switches the incumbent auditor.

Equation (2) implies that, when the probability of the incumbent auditor’s issuing a GCO is larger than
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, the client’s optimal strategy is to change the incumbent auditor.  On the other hand, if the probability of the incumbent auditor’s issuing a GCO is less than
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, the client’s optimal strategy is to retain the incumbent auditor.  Finally, if the probability of the incumbent auditor’s issuing a GCO is equal to
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When conditions (1) and (2) are combined, the auditor-client’s interactive equilibrium 
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.  Given β and η, through the indifference conditions between a CO and a GCO as derived from (1) and (2), we can establish the relationship between probability of switching the incumbent auditor and the probability of client’s subsequent financial distress as shown in (3):

(3)  
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This equilibrium condition implies that the higher probability of client’s switching the incumbent auditor (α), the greater the probability of client’s subsequent financial distress.  Whether or not the proposition is supported, we have to await empirical analysis. 
4. Empirical Analysis

The present study examines the relationship between auditor changes and client’s subsequent financial distress to enrich the financial distress prediction researches.  The above delineated model suggests that, by incorporating auditor changes as an auditor-client interactive explanatory variable into the financial distress prediction models, can provide us with a stronger theoretical rationale, hence, can provide us with more clear-cut empirical implications. 
4.1 Empirical Data
4.1.1 Sampling Criteria

We define financial distress firms on the ground of the detailed rules and regulations of Taiwan Securities Exchange (TAIEX), which include changes in transaction modes of listed stocks, or, self-filing for temporary suspension in trading as signs of financial troubles are revealed.  Our financial distress sample is composed of the publicly traded corporations which are listed on the Taiwan Stock Exchange (TAIEX) and which have incurred financial distress during the period from January 1, 1996 through December 31, 2001.  Those only TAIEX-listed firms are considered is due to two reasons: First, because the listed companies in Taiwan are subject to regulation and scrutiny by the Taiwanese Securities & Exchange Commission and Taiwan Stock Exchange Corporation, they are required to disclose financial data and release important operational information to the investors.  In addition to the benefit of constructing a more or less homogeneous group, such practice also enhances greatly the collecting of the necessary data.  Second, important pieces of information of the listed corporations are rather widely reported and/or commented by mass media so that the financial distress announcement can be double-checked by relevant newspaper reporting.  The year 1996 is chosen as the starting year because data availability, manageability, and the number of listed companies with financial distress is usually relatively smaller prior to mid-1990.  In other words, 1996 can be viewed a watershed year for the business environment.  

During our sample period, there are 29 companies with financial distress.  A matched-pair design is used to compare the influences of auditor changes between financially distressed and financially healthy firms.  A control group is developed by matching each financial distress company with two healthy companies listed on the TAIEX, which are selected on the basis of industry, firm size, and accounting cycle (one year), bringing the final size of our sample to 87.  It deserves mentioning that none of the 29 financial distress companies receives a going-concern qualified opinion from the incumbent auditor before the formal announcement of financial distress.  It is the very reason that the present paper can accordingly examine the auditor changes as a pivotal empirical variable in predicting the probability of the clients’ subsequent financial distress. 

4.1.2 Empirical Variables

The Dependent Variable: Dummy for Firms incurring Financial Distress (DFD)
Given the fact that the dependent variable is qualitative (financial healthiness or financial distress), we adopt the logistic regression analysis which has been widely used in many previous studies on the prediction of bankruptcy/financial distress.  Here, we denote dummy variable DFDi=1 if a firm is associated with an announcement of financial distress, and DFDi=0, otherwise.  
The Key Independent Variable: Dummy for Auditor Changes (DAC)
Our main explanatory variable is the dummy for auditor changes (DAC).  We denote dummy variable DACi=1 if a firm changes its incumbent auditor before the announcement of financial distress; DACi=0, otherwise.  Since it is confined to official data we cannot verify the true reasons of auditor changes.  We eliminate explicit auditor changes unrelated to strategic behavior such as discretionary replacement from the auditing firm, the retirement, or the death of the individual auditor.  In addition, in Taiwan, the auditing responsibility solely lies in the individual auditor.  Therefore, the present study further divides the auditor changes into auditor firm changes (Dummy for Auditor firm Changes, DACF) and individual auditor changes (Dummy for Individual Auditor Changes, DACI ) as a way to check the robustness of empirical results.  We define the individual auditor changes to include the following two possible situations during the auditing cycle, namely, a year: all two auditors are changed concurrently; or, only one of the two auditors is changed.
Other Control Variables

Factors that may influence the firm’s subsequent financial distress are discussed below.  Variables to proxy for other determinants of the financial distress are obtained from prior literature.  We use financial distress index, prior one year’s auditor opinion, conglomerate companies cross-holding investments, and firm size as control variables. 

Financial Distress Index (FDI)

It has been mentioned in the literature that the financial statement numbers or ratios deteriorations are conducive to predicting financial distress.  For the sake of avoiding multicollinearity problem in explanatory variables, we use a comprehensive index as proposed by Zmijewski (1984) to summarize the relevant financial variables.  Hence, we predict that a company with a higher value from Zmijewski’s (1984) measure has a higher probability of financial distress. 

Auditor Opinion (AO)

Prior empirical studies using qualified opinions to predict company’s financial distress did not lead to conclusive evidence.  According to the studies by Hopwood et al. (1989), Choi and Jeter (1992), strategic auditor may decide to issue a qualified but not going-concern qualified audit report for fear of unwilling replacement, we add the qualified audit report one year earlier than the announcement of financial distress to capture the probable auditor strategic behavior and retest prior studies.  It is expected that this control variable---a qualified but not going concern qualified audit report---is positively associated with a higher probability of financial distress. 

Ratio of Business Groups’ Cross-holding Investments (RCI)
The research report published by Taiwan Economic Research Center (1999) indicates that the cross-holding phenomenon is widespread in business groups in Taiwan among listed firms inducing monitoring inefficiency of the board, which in turn, helps trigger financial distress.  For this reason, we use the ratio of conglomerate companies’ cross-holding investments to reflect the unique institutional situation, and it is expected the relationship between “RCI” and “financial distress” is positive. 

Firm Size (Size)

Under match-sample design, the firm size may have or may not have incremental explanatory capability on predicting probability of financial distress.  However, Becker et al. (1998) suggests that firm size is a surrogate variable for numerous omitted variables and its inclusion increases the model’s goodness of fit.  Thus, we also include the natural logarithm of total assets to control for the potential effects of firm size on the prediction of financial distress.  The relationship between “size” and “financial distress” is a priori indeterminate.   

4.2 Model Estimation

4.2.1 Model Specification 

The logistic model used to test possible relationship between “auditor changes” and “financial distress” can be specified as follows:

(4)   
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where
DFD: a dummy for financial distress firms; taking the value 1 if the company subsequently incurs financial distress; otherwise, it is coded 0. 

DAC: a dummy for auditor changes, taking the value 1 if the company changing its incumbent auditor one year before the announcement of financial distress; otherwise, it is coded 0. 

FDI: financial distress index calculated from Zmijewski’s (1984) bankruptcy prediction model.

AO: a dummy for auditor opinion one year before the announcement of financial distress; taking the value 1 if the company receives a qualified but not on going-concern qualified opinion; otherwise, it is coded 0.  

RCI: ratio of business group’s cross-holding investments.  It is calculated through sample firm’s investment amount in dollars in a conglomerate divided by the total asset of the sample firm in dollars.

Size: firm size, expressed in the natural logarithm of the total assets in the most recent quarter in advent of financial distress.  

Table 2 presents the descriptive statistics for each variable.  Table 2 indicates that approximately 9% and 43% of the 87 sample firms changes auditor firm and individual auditors respectively.  The ratio receiving unqualified audit report prior one year of 87 sampled firms is about 74%.  Besides, the financial distress index from Zmijewski’s (1984) model ranges from -4.2866 to 1.7155.  The ratio of business group’s cross-holding investments is approximately 15%.

[Insert Table 2 here]

Table 3 presents the correlation coefficients among the explanatory variables.  From Table 3, except for the correlation between the dummy for auditor firm changes (DACF) and the financial distress index (FDI)which is significant at 10% level, the correlations between auditor firm changes (DACF) and other explanatory variables are generally low and statistically insignificant.  Thus, the independent variables used in this study do not appear to be severely affected by the collinearity problems.  It is worth mentioning, that the RCI and Size are not significantly correlated.  It provides evidence that business group’s cross-holding investments as prevailing in TAIEX-listed firms, is not limited to the relatively speaking large firms.

[Insert Table 3 here]

4.2.2. Empirical Results

Table 4 presents the results of the logistic regression model as specified by equation (4).  The overall testing power of the model as denoted by LR statistic value is significant at 1% significance level.  After controlling other independent variables, the logistic regression coefficient for the main explanatory variable, DACF, is positive and has reached statistical significance at the 1% level in the auditor firm changes model.  Thereby, as predicted, the higher the probability the auditor firm is changed, it is associated with a higher probability of client’s subsequent financial distress.  Now, let us move on to examine whether the replacement of “individual auditor changes (DACI)” for “auditor firm changes (DACF)” affects the empirical results.  The results are also presented in Table 4.  The logistic regression coefficient for DACI is 1.033249, which is positive and has reached statistical significance at the 5% level (t＝2.00), suggesting that a higher DACI is associated with a higher probability of client’s subsequent financial distress.  All told, reinforcing empirical findings of such kind lend support to the view that the auditor changes are systematically associated with a higher probability of client’s subsequent financial distress.  In other words, the above reported empirical findings lend support to the view that interactive auditor/client strategic behavior has indeed played an important role in predicting whether the client will incur financial distress or not.
[Insert Table 4 here]

The impacts of other explanatory variables are summarized as follows:

A positive and statistically significant regression coefficient is observed for FDI (t=2.60).  This result, as expected, indicates that the financial distress index calculated from Zmijewski’s (1984) bankruptcy prediction model can help predict the probability of the client’s subsequent financial distress.  The coefficient on the auditor opinion (AO) is positive as expected but not statistically significant.  The result suggests that auditor qualified opinion, but not on going-concern qualified opinion, is not closely correlated with client’s subsequent financial distress.  Put it differently, there is no ample evidence as to confirm the conjecture that incumbent auditor issues other types of qualified audit report as a substitute for going-concern qualified opinion to avoid being switched.  The empirical results fall in line with Dodd et al. (1984) and Eliott (1982).  

The coefficients for the other two control variables, RCI and Size, are negative but not statistically significant.  It means that there is no strong association between RCI and client’s subsequent financial distress.  It also means that there is no strong correlation between firm size and the client’s subsequent financial distress.  

5. Robustness Check

Financial distress will take place if a firm has insufficient cash available to repay debts as they become due.  And if current cash flows accurately reflect future financial status, the situation of current cash flows should be a good indicator of the probability of financial distress.  In the earlier cash flow prediction models, Gentry et al. (1985a, 1985b) and Aziz et al. (1988) conclude that the cash flow model is superior to the Altman’s Z (1968) model and gives better early warning of bankruptcy.  Inspired by the above-mentioned earlier studies, the present study replaces the Zmijewski’s (1984) financial ratio model by cash flows to reexamine the association between auditor changes and the client’s subsequent financial distress.  The present study uses two related cash flow variables, Cash Flow Ratio (CFR) and Cash Flow Adequacy Ratio (CFA), to develop our alternative logistic regression model.  The other control variables are the same as in the original financial ratios model.  Table 5 presents the empirical results.

The overall testing power of the revised model is also significant at 1% level.  After controlling the related independent variables, the logistic regression coefficient for DACF is 2.4938 (t=2.12) in the cash flow model, which is positive and has reached statistical significance at the 5% level.  The result again confirms that the higher the probability the auditor firm being changed, the higher the probability the client’s subsequent financial distress.  Moreover, the coefficient for Cash Flow Adequacy Ratio (CFA) turns out to be -0.02218(t=-2.24), which as expected, is negative and has reached statistical significance at the 5% level.  In other words, the higher the CFA is the smaller the probability the client’s subsequent financial distress.  The coefficient of Cash Flow Ratio (CFR), although its sign is consistent with the expectation, is statistically insignificant.  The coefficients of the other control variables are approximately the same as in the initial prediction model.  Therefore, the view that there is a positive association between auditor firm changes and the client’s subsequent financial distress once again obtains empirical support.
[Insert Table 5 here]

It has been documented that stock returns generally anticipate bankruptcy sooner than deterioration in financial ratios.  Altman and Brenner (1981) and Clark and Weinstein (1983) conclude that bankrupt companies always experience deteriorating capital market returns ranging from one to three years prior to financial distress.  Aharony et al. (1980) suggest a financial distress model based on the variance of market returns and find the firm-specific component of return volatility increases in advent of financial distress. 

The present study adopts one-year earlier month-average equity returns (Pre-period Return, PR) and standard deviation (Standard Deviation of Pre-period Return, PSTD) respectively, before the formal announcement of financial distress and reexamines the association between auditor changes and the client’s subsequent financial distress under return and return variation prediction model.  The empirical findings are also reported in Table 5 under the caption “Market-adjusted Model”.  From Table 5, we find the coefficient for DACF in the logistic regression is 3.0520 (t=2.68), which is positive and has reached statistical significance at the 1% level.  The empirical results in Table 5 are consistent with empirical findings of the original model.  However, for market variables, i.e., equity return and standard deviation of equity return, although their signs are consistent with the expectations, are statistically insignificant. 

In summary, we see clearly from alternative models that the positive impact of the pivotal variable “auditor changes” on the client’s subsequent financial distress remains intact.  The reinforcing empirical findings reported above should increase the confidence in our major test.
6. Conclusion

The present paper focuses on the variable “auditor change” and examines the information contents of auditor changes in predicting the client’s subsequent financial distress.  In advent of financial distress, clients may attempt to suppress unfavorable information from creditors and investors through undisclosed accounting choices manipulation.  If the auditor does not bend to such pressure, the client may choose to switch to another auditor who will.  Observing the auditor-switch behavior in the proposed auditor-client interactive model provides the rationale that auditor changes are rooted in whether the incumbent auditor is willing to accommodate the unreasonable requests from the client.  The primary testable implications from the proposed model are as follows: the higher the probability the incumbent auditor firm (individual auditor(s)) is being changed, the higher the probability the client’s subsequent financial distress.

The results of the empirical tests provided strong support for our arguments linking auditor-change behavior with the probability of the client’s subsequent financial distress.  Put it differently, it seems fair to conclude that the incorporation of the variable “auditor change”, which is derived from an interactive model of auditor-client strategic behavior, can greatly enhance the predictive power of previous financial distress prediction models.
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Figure 1. A Strategic Game Tree of Auditor-Client Relationship
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   GCO=a going-concern qualified opinion

CO=a clean opinion

   R=switching the incumbent auditor

   K=retaining the incumbent auditor

   FS=financial distress firm

   H=healthy firm

P=probability of financial distress

   WFS=present value of future quasi-rents expected from a financial distress firm

   WH=present value of future quasi-rents expected from a healthy firm

   Ng=penalty from incorrectly issuing a going-concern qualified opinion for client in absence of financial distress 
   Ns=penalty from incorrectly issuing a clean opinion for client near financial distress

   V=present value of future payoffs to the client from managing a healthy firm

   Q=loss to the client with healthy financial conditions from receiving a GCO 

   T=transaction costs from auditor change

Table 1. Auditor/Client Payoffs Associated with Various Strategies

	
	Payoffs for Client’s Strategy

	
	α
	1-α

	
	Switching Auditor
	Retaining Auditor

	Payoffs for Auditor’s Strategy
	β
	Issuing A Going-concern Qualified Opinion
	0

(The contract is terminated)
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              Table 2.Descriptive Statistics of the Variables         N=87
	
	Mean
	Standard Deviation
	Min
	First Quartile
	Median
	Third Quartile
	Max

	DFD
	0.3333
	0.4741
	0
	0
	0
	1
	1

	DACF
	0.0920
	0.2906
	0
	0
	0
	0
	1

	DACI
	0.4253
	0.4973
	0
	0
	0
	1
	1

	FDI
	-1.8696
	1.1353
	-4.2866
	-2.6640
	-1.8423
	-1.3867
	1.7155

	AO
	0.3563
	0.4817
	0
	0
	0
	1
	1

	RCI
	0.1491
	0.1270
	0.0077
	0.0491
	0.1292
	0.2046
	0.6869

	Size
	6.7532
	0.3341
	6.1174
	6.5120
	6.7328
	7.0193
	7.4464


Legends:

DFD: Dummy for Financial Distress, taking the numerical value of 1 if financial distress takes place

DACF: Dummy for Auditor Firm Changes, taking the numerical value of 1 if auditor firm is replaced

DACI: Dummy for Individual Auditor(s) Changes, taking the numerical value of 1 if individual auditor(s) is replaced

FDI: Financial Distress Index 

AO: Dummy Variable for Audit Opinion, taking the numerical value of 1 if a qualified opinion other than a going-concern qualified opinion is issued

RCI: Ratio of Business Groups’ Cross-holding Investments

Size: Firm Size, as measured in the natural logarithm of total assets.

Table 3.Pearson and Spearman Correlation Coefficients of the Variables         N=87

	
	DFD
	DACF
	FDI
	AO
	RCI
	Size

	DFD
	
	0.36565***
(0.0005)
	0.34598***
(0.0010)
	0.08486

(0.4345)
	-0.06638

(0.5413)
	-0.02226

(0.8378)

	DACF#
	0.36565***
(0.0005)
	
	0.20201*
（0.0606）
	-0.07065

（0.5155）
	0.04419
（0.6844）
	-0.06148

(0.5716)

	FDI
	0.30973***
(0.0035)
	0.19958*
（0.0638）
	
	0.05026

（0.6438）
	-0.10187

（0.3478）
	0.06721

(0.5362)

	AO
	0.08486

(0.4345)
	-0.07065
（0.5155）
	0.01147
（0.9160）
	
	0.04296

（0.6928）
	0.08277
(0.4459)

	RCI
	-0.03738

(0.7310)
	0.07603
（0.4840）
	-0.10657
（0.3259）
	0.06164
（0.5706）
	
	0.01281

(0.9063)

	Size
	0.00583

(0.9573)
	-0.04593
(0.6727)
	0.07301
(0.5015)
	0.07932
(0.4652)
	-0.00384
(0.9719)
	


Notes:

1. 
Legends:
DFD: Dummy for Financial Distress, taking the numerical value of 1 if financial distress takes place

DACF: Dummy for Auditor Firm Changes, taking the numerical value of 1 if auditor firm is replaced

DACI: Dummy for Individual Auditor(s) Changes, taking the numerical value of 1 if individual auditor(s) is replaced

FDI: Financial Distress Index 

AO: Dummy Variable for Audit Opinion, taking the numerical value of 1 if a qualified opinion other than a going-concern qualified opinion is issued

RCI: Ratio of Business Groups’ Cross-holding Investments

Size: Firm Size, as measured in the natural logarithm of total assets.
2. Figures shown in the upper triangular area are Pearson correlation coefficients; while figures shown in the lower triangular area are Spearman correlation coefficients.
3. The symbols *, **, and *** denote statistically significant at the 10%, 5%, and 1% level, respectively, in a two-tailed test.
4. #: The Pearson correlation coefficients between DACI and other five explanatory variables are 0.2302, 0.0852, -0.0089, -0.1613, and -0.0733, respectively, omitted in the table.

Table 4.The Impact of a Change in the Auditor Firm/Individual Auditor(s) on Client’s Subsequent Financial Distress
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	Independent Variables
	Auditor Firm Model
	Individual Auditor Model

	
	Dependent Variable (DFD)
	Dependent Variable (DFD)

	Intercept
	1.797301
（0.34）
	1.474964
（0.29）

	DACF or

DACI
	2.912348***
（2.55）
	1.033249**
（2.00）

	FDI
	0.692997***
（2.60）
	0.766643***
（2.84）

	AO
	0.0617013
（1.15）
	0.466225
（0.89）

	RCI
	-1.338208
（-0.63）
	0.0184
（0.01）

	Size
	-0.225904
（-0.29）
	-0.215723
（-0.29）

	N
	87
	87

	McFadden R-squared
	0.191187
	0.142017

	LR statistic
	21.17***
	15.73***

	Convergence achieved
	6 iterations
	5 iterations


Notes:

1. Legends:
DFD: Dummy for Financial Distress, taking the numerical value of 1 if financial distress takes place

DACF: Dummy for Auditor Firm Changes, taking the numerical value of 1 if auditor firm is replaced

DACI: Dummy for Individual Auditor(s) Changes, taking the numerical value of 1 if individual auditor(s) is replaced

FDI: Financial Distress Index 

AO: Dummy Variable for Audit Opinion, taking the numerical value of 1 if a qualified opinion other than a going-concern qualified opinion is issued

RCI: Ratio of Business Groups’ Cross-holding Investments

Size: Firm Size, as measured in the natural logarithm of total assets.
2. The symbols *, **, and *** denote statistically significant at the 10%, 5%, and 1% level, respectively, in a two-tailed test.
Table 5.The Impact of a Change in the Auditor Firm on Subsequent Client’s Financial Distress under Cash Flows and Market-adjusted Models
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	Independent Variables
	Cash-flow Model
	Market-adjusted Model

	
	Dependent Variable (DFD)
	Dependent Variable (DFD)

	Intercept
	4.669515
（0.84）
	-0.582051
（-0.11）

	DACF
	2.493756**
（2.12）
	3.052005***
（2.68）

	CFR
	-0.000185
（-0.02）
	

	CFA
	-0.022180**
（-2.24）
	

	PR
	
	-0.006801
（-0.13）

	PSTD
	
	0.051789
（1.34）

	AO
	0.341098
（0.64）
	0.583052
（1.12）

	RCI
	-0.854429
（-0.39）
	-1.814162
（-0.86）

	Size
	-0.835476
（-1.01）
	-0.156874
（-0.20）

	N
	87
	87

	McFadden R-squared
	0.231218
	0.137148

	LR statistic
	25.61***
	15.19

	Convergence achieved
	6 iterations
	6 iterations


Notes:

1. Legends:
DFD: Dummy for Financial Distress, taking the numerical value of 1 if financial distress takes place

DACF: Dummy for Auditor Firm Changes, taking the numerical value of 1 if auditor firm is replaced

CFR: Cash Flow Ratio, as measured by the “operating cash flows” divided by “current liabilities”
CFA: Cash Flow Adequacy Ratio, as measured by “three-year sum of cash flows from operations” divided “three-year sum of capital expenditures, inventory additions, and cash dividends”
PR: Pre-period Return, as measured by one-year earlier month-average equity returns before the formal announcement of financial distress

PSTD: Standard Deviation of Pre-period Return, as measured by one-year earlier standard deviation of month-average equity return before the formal announcement of financial distress

AO: Dummy Variable for Audit Opinion, taking the numerical value of 1 if a qualified opinion other than a going-concern qualified opinion is issued

RCI: Ratio of Business Groups’ Cross-holding Investments

Size: Firm Size, as measured in the natural logarithm of total assets.
2. The symbols *, **, and *** denote statistically significant at the 10%, 5%, and 1% level, respectively, in a two-tailed test.
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( Please address correspondence to Dr. Gili Yen: 168 Gifeng E. Rd., Wufeng, Taichung County, Taiwan.  The present paper is prepared for the 13th Conference on Pacific Basin Finance, Economics and Accounting to be held on June 10-11, 2005, Rutgers University.  
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