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THE ASSOCIATION BETWEEN
CORPORATE GOVERNANCE AND
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ABSTRACT

Purpose — Audit quality is traditionally defined as the joint probability
that an existing problem is discovered and reported by the auditor. This
study examines whether and how audit quality is associated with related-
party transactions and CEO duality. The first part (i.e., the ability to
discover) is related to professional judgment, and the second part (i.e.,
report truthfully) is related to independence.

Methodology/Approach — Regression methods was used on archival data.

Findings — Our results reveal that for publicly held companies in
environments with stronger capital market discipline, which causes
greater reputation concerns and litigation risks, a CEO who is also the
board chair does not hinder auditor independence. For privately held
companies, however, such a CEO hinders auditor independence due to a
lack of capital market discipline. The findings on related-party financing,
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on the other hand, are reversed. That is, in terms of information for an
auditor, since the conflicts of interests are more severe in publicly held
companies than in privately held companies, the relevance of related-party
financing to a decision whether to issue a going-concern opinion is greater
in publicly held companies.

Social implications — The empirical results of publicly held companies are
useful for countries with better corporate governance, while those of
privately held companies are helpful for countries with relatively weak
corporate governance.

Originality/Value of paper — Because auditors performing audit services
face different litigation risks and reputation concerns, the differences in
our results between the two types of clients can have implications about
the suitability of these types of companies in emerging markets.

Keywords: Corporate governance; audit quality; publicly held
companies; privately held companies

INTRODUCTION

Audit quality is traditionally defined as the joint probability that an existing
problem is discovered and reported by the auditor (DeAngelo, 1981). In
academic studies of auditing, corporate governance is usually considered
solely in its relation to auditor independence (see, e.g., Bedard, Chtourou, &
Courteau, 2004; Carcello & Neal, 2000, 2003; Ruder, 2002). Following prior
studies (DeFond, Raghunandan, & Subramanyam, 2002; Li, 2009;
Reynolds & Francis, 2001), audit quality is measured by the probability
of the auditors’ issuing a going concern (GC) opinion. This study not only
examines whether and how CEO duality influence auditors’ reporting
decisions, but also analyzes whether and how the level of related-party
transactions is related to auditors’ professional judgment. This is important
because, according to auditing standards, auditors should collect informa-
tion and use their professional judgment to draw fair conclusions about the
companies that they are auditing, and express those conclusions in their
reports. We investigate whether related-party transactions affect auditors’
professional judgment.

The role of the two variables, CEO duality and the level of related-party
transactions, are different in our study. GC opinions are not issued solely
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due to auditor independence, they depend initially on professional
judgment. It is only after professional judgment indicates that a GC
opinion should be issued that the question of auditor independence can
arise. Professional judgment is therefore prior to the issue of independence;
yet, the latter is the more commonly examined variable. We believe that a
complete analysis incorporating both professional judgment and indepen-
dence can offer a more realistic view of the effects of corporate governance
on audit quality.

Uniquely, we include both listed and unlisted companies to address our
research issues, allowing us to have a better understating whether related-
party transactions and CEO duality affect the likelihood of an auditor’s
issuing a GC opinion. This is important because Hope and Langli (2010)
indicate that unlisted companies are less likely to impose reputation risks on
auditors, which implies that the negative effect of CEO duality, if any, will
be more severe in privately held companies. We expect that the usefulness of
the information of the level of related-party transactions will be greater in
publicly held companies.

To explore the issues, we examine two corporate governance variables:
whether the CEO simultaneously serves as the chairperson of the board
(hereafter DUAL) and related-party financing (RPF). The variable DUAL
was chosen to address the debate on whether a CEO should serve as the
chair of a majority-independent board. On the one hand, a dual-role CEO
enhances a firm’s performance by having a focused direction for the firm’s
strategies and operations. On the other hand, when corporate insiders other
than the CEO are absent from a majority-independent board, directors
become more dependent upon their link with the CEO for inside
information. As a result, critical information is often hidden from the
directors or falsified (Mitchell, 2005), and the CEO may therefore unduly
influence the boards on many decisions (Chang & Sun, 2010). Many studies
support the perspective that the dual-role CEO is negatively related to
earnings quality. For example, Anderson, Deli, and Gillan (2003) find that
earnings informativeness is positively related to companies with separate
CEO and chair positions. Chang and Sun (2009) also find a negative relation
between dual-role CEOs and earnings informativeness after SOX in cross-
listed foreign companies. Since our sample is composed of financially
distressed companies, the power of the board to monitor management
will be weaker when a firm has a dual-role CEO. Specifically, for auditors
of companies that are financially distressed, the likelihood of their
compromising independence is greater when they face a dual-role CEO
than when the CEO does not chair a board with an independent majority
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(Elloumi & Gueyié, 2001). Therefore, we believe that the variable DUAL is
useful to examine how corporate governance affects auditor independence.

RPF is used in this study not to examine auditor independence, but
instead to explore whether RPF is relevant information, other things being
equal, for auditors who audit financially distressed companies. Statement on
Auditing Standard No. 59 (ASB, 1988) requires auditors to assess whether
there is substantial doubt as to a client’s ability to continue as a GC. SAS
No. 59 directs auditors to evaluate four major categories of client
characteristics: negative financial trends, other financial difficulties, internal
problems, and external matters. In Taiwan, the source of the data in this
study, related-party transactions are one characteristic that has been
identified as damaging to firm value. Yeh, Lee, and Ko (2002), for example,
point out that there are many irregular related-party transactions in Taiwan,
and that those transactions, conducted by insiders with private information,
hinder firm value. Apparently, RPF, an important variable in emerging
markets (La Porta, Lopez-de-Silanes, Shleifer, & Vishny, 1997, 1998, 1999,
2000; Peng, John Wei, & Yang, 2011), is not related to independence, but
higher RPF increases the likelihood of expropriation between related
companies when one or more of those companies are distressed. A large
body of empirical evidence has shown that controlling shareholders may
take advantage of minority shareholders through related-party transactions
(Berkman, Cole, & Fu, 2009; Cheung, Rau, & Stouraitis, 2006; Johnson, La
Porta, Shleifer, & Vishny, 2000).

Following prior studies (DeFond et al., 2002; Li, 2009; Reynolds &
Francis, 2001), we use auditors’ propensity to issue GC opinions as a proxy
for auditor independence. However, GC opinions are not issued solely due
to auditor independence; they depend initially on professional judgment. It
is only after professional judgment indicates that a GC opinion should be
issued that the question of auditor independence can arise. Professional
judgment is, therefore, prior to the issue of independence, yet the latter is
the more commonly examined variable. We believe that a complete
analysis incorporating both professional judgment and independence can
offer a more realistic view of the effects of corporate governance on audit
quality.

In addition to examining both professional judgment and independence of
auditors, this paper also offers a comparison of publicly held and privately held
companies. We are able to do so due to a distinct feature of disclosure
regulations in Taiwan: Like publicly held companies, privately held companies
in Taiwan must provide audited financial statements to the public. (Details of
these regulations are given in the following section.) Our evidence suggests that,
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in terms of the propensity of issuing GC opinions, the effects of corporate
governance variables — both as information and as factors that might influence
auditor independence — on privately held companies differ from their effects on
publicly held companies.

The remainder of the paper is organized as follows. The second section
reviews the literature. The third section describes the research design and
discusses pertinent features of the Taiwanese data. The fourth section
presents the data and empirical results, and the fifth section concludes.

LITERATURE REVIEW AND THEORETICAL
FRAMEWORK

This section includes four subsections: (1) audit quality and GC opinions,
(2) duality role of a CEO, (3) related-party financing, and (4) the theoretical
framework and hypotheses development used in this study to examine the
three preceding issues.

Audit Quality and GC Opinions

DeAngelo (1981) defines audit quality as the joint probability of discovering
material misrepresentations and reporting them when they exist. The first
part (i.e., the ability to discover) is related to professional judgment, and the
second part (i.e., report truthfully) is related to independence. Therefore,
neither a lack of expertise nor a lack of independence can allow high audit
quality. The question of auditors’ reporting decision is related not only to
auditor independence but also to profession judgment. However, as we
point out in the introduction, prior auditing studies which examine the
relationship between corporate governance and audit quality focus
exclusively on the issue of auditor independence.

Because higher audit quality represents a greater ability and/or better
independence, prior studies often use the following variables as proxies
for audit quality: auditor size (DeFond, 1992; Palmrose, 1988), auditor
litigation (Heninger, 2001; Palmrose, 1987), industry expertise (Ferguson,
Francis, & Stokes, 2003; Palmrose, 1986), earnings response coefficient
(Ghosh & Moon, 2005), abnormal accruals (Chi, Hunag, Liao, & Xie, 2009;
Myers, Myers, & Omer, 2003), GC opinions (Carcello & Neal, 2003;
Li, 2009), and modified audit opinions (Chen, Sun, & Wu, 2010).

www.Accfile.com | @accfile



www.accfile.com

134 YU-SHAN CHANG ET AL.

Empirical studies find that GC opinions cause negative market reactions
(Blay & Geiger, 2001) and indicate an increased risk of business failure
(Geiger, Raghunandan, & Rama, 1998). Geiger et al. (1998) point out that,
when such cases occur, these companies have an incentive to change their
auditors in order to “‘shop’ for a more favorable auditor opinion. Thus, a
measure of whether auditors can resist the pressure from the management
team and offer a correct audit opinion is commonly used to examine auditor
independence. To formulate such a measure, many auditing papers start
with financially distressed companies as their research sample. Lastly,
because auditors face the greatest pressure when they issue a GC opinion to
their clients for the first time, DeFond et al. (2002) and Li (2009) focus on
first-time GC opinions.

Auditors who issue a GC will face pressure from managers because a GC
opinion causes a negative reaction in stock price (Jones, 1996) and increases
the cost of capital for the firm (Firth, 1980). Therefore, Barnes (2004)
suggests that the issuing of GC opinions is an excellent indicator by which
auditor independence may be tested. In addition, GC provides the auditor
with a processing objective that leads to the purposeful evaluation of
evidence, rather than a passive evaluation of evidence in the order that it is
received (Hoffman, Joe, & Moser, 2003). Logically, the pressure on an
auditor will be higher if the CEO simultaneously serves as the chairperson of
the board. In our study, a dual CEO/chairman role decreases the likelihood
that a GC opinion will be released, and thus indicates a lower level of
auditor independence.

Dual Role of a CEO

The purpose of corporate governance is to protect the providers of capital to
the firm, enhance the performance of the firm, and alleviate opportunistic
behaviors of members of the firm. In fact, corporate governance originates
in the attempt to prevent or mitigate agency problems (Berle & Means,
1932), and therefore aims to control potential conflicts of interests due to
information asymmetry.

Cohen, Krishnamoorthy, and Wright (2004) indicate that one of the most
important functions that corporate governance can play is to ensure the
quality of the financial reporting process. According to their framework of
corporate governance and financial reporting quality, within the organiza-
tion boundary there are four factors that interrelate with external auditors:
the audit committee, the board of directors, management, and internal
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auditors. This study centers only on boards of directors and management
because in Taiwan audit committees are not mandated, information on
internal auditors is not publicly available, and very few companies claim
that their internal control systems are weak.

Jensen (1993) believes that the CEO simultancously serving as the
chairperson of the board will lessen the monitoring function of the board.
Patton and Baker (1987) find that a CEO who simultaneously serves as the
chairperson of the board will sacrifice the policy of the board for his own
private benefit. Based on these findings, our hypothesis is that a CEO
serving such a dual role (measured by DUAL) will hinder auditor
independence.

The variable DUAL has its conceptual predecessors in relevant studies of
the independence of board members. Examining financially distressed
companies, Carcello and Neal (2000), for example, find that the occurrence
of GC is lower if the portion of nonindependent board members is higher.
Carcello and Neal (2003) further point out that the dismissals of auditors
who issue GCs are less frequent if the audit committee members are more
independent and are financial experts. Ruder (2002) and Bedard et al. (2004)
also confirm that the independence and expertise of audit committees will
affect the independence of auditors.

Farber (2005) finds that fraud is correlated to a smaller portion of outside
board members, a lower frequency of meetings of an audit committee, fewer
financial experts in an audit committee, audits by small audit firms, and a
dual-role CEO. Dey (2008) points out that the CEQ’s role as the chairman
of the board of directors implies that the CEO has the final word in many of
the decisions made by the board. Moreover, to the extent that the other
members take decisions that do not antagonize the chair, the role of
the CEO as the chairman of the board compromises the independence of the
board. Chang and Sun (2009) explore the post-SOX associations between
earnings informativeness and audit-committee independence, and find
significant post-SOX — but not pre-SOX — correlation between earnings
informativeness and the dual role of the CEO serving as the chair of the
board. The change of magnitude in these relationships suggests that
investors have lost some of their naiveté and have started to rely more on
corporate-governance mechanisms to determine the quality of these
companies’ accounting earnings since the implementation of SOX. Chang
and Sun (2010) also find a negative relation between dual-role CEOs and
earnings informativeness after SOX in cross-listed foreign companies. They
therefore argue that since the negative publicity of CEOs’ involvement in
financial scandals, investors have become suspicious that a dual-role CEO
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may further jeopardize the board’s fiduciary duties. Accordingly, earnings
informativeness is expected to be negatively related to the disclosure of a
dual-role CEO. Jenkins (2002) examines the association between earnings
management and audit committee effectiveness in U.S. companies and finds
that an auditor in concert with an independent audit committee better
monitors abnormal accruals. We expect that the effects claimed by these
authors will generally be more severe among financially distressed
companies.

Related-Party Financing

The variable RPF represents related-party financing, a form of related-party
transaction. Research on related-party transactions typically focuses on the
transfer of wealth from minority stockholders (Chang, 2003; Cheung et al.,
2006) and on earnings management (Aharony, Wang, & Yuan, 2010;
Beneish & Vargus, 2002; Jian & Wong, 2010). For instance, Beneish and
Vargus (2002) find that greater RPF is related to lower earnings quality.
Since lower earnings quality increases the likelihood of a GC opinion being
released, there should be a theoretical link between RPF and the issuing of
GC opinions. In other words, to an attentive auditor, a high level of RPF
should be a red flag, suggesting an increased risk of bankruptcy. Hence,
RPF can clearly offer relevant information to auditors, helping them
formulate a better professional judgment.

However, business groups or related-party transactions may serve useful
purposes, especially in less-developed countries. Some examples are transac-
tions within a business group or between related parties, which can allow
companies to avoid dysfunctional arms-length institutions and markets
(Williamson, 1985), resource integration and improvement in efficiency
(Guillén, 2000), better corporate resource allocation (Stein, 1997), conve-
nience in internal financing (Hubbard & Pahlia, 1999), and risk sharing
(Khanna & Yafeh, 2005). Even when considering such advantages, however,
a great deal of research points out that such a business model has its own
costs, such as inefficient competition among subsidiaries (Khanna & Palepu,
2000a, 2000b), increased transaction costs resulting from risk sharing
(Gunduz & Tatoglu, 2003), and overinvestment (Stulz, 1990). Empirical
investigations of prior researchers use Tobin’s Q, return on equity, and/or
return on assets to compare the performance of business-group-type
companies with that of single-businesses-type companies. Some of these
studies find that the former type performs better (e.g., Chang & Choi, 1988;
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Khanna & Palepu, 2000a, 2000b), while some of them find that the latter type
performs better (e.g., Claessens, Djankov, Fan, & Lang, 2002). In addition,
some studies find that there is no statistical relation between the two types of
business models and performance (e.g., Gunduz & Tatoglu, 2003; Khanna &
Rivikin, 2001). In a study particularly relevant to our sample, Yeh et al. (2002)
point out that there are many irregular related-party transactions in Taiwan,
and that those transactions, conducted by insiders with private information,
hinder firm value. Gordon, Henry, and Palia (2004) indicate that related-
party transactions inherently imply earnings manipulation and tunneling, and
therefore hurt the rights of outsiders. Finally, Jian and Wong (2010) find
evidence that following propping of one related party through sales to
another, abnormal related lending will occur in the opposite direction.
Berkman et al. (2009) view related-party financing as an unambiguous and
direct method of tunneling. Accordingly, auditors will consider information
on related-party transactions when deciding whether or not it is necessary to
issue a GC opinion.

Theoretical Framework and Hypotheses Development

The definition of audit quality implies the necessity of such a conceptual
separation of professional judgment and auditor independence. Fig. 1 shows
the conceptual framework of this study. Using the issuing of GC opinions
on financially distressed companies as a proxy for audit quality, which is a
function of professional judgment and independence, we examine both the
informational function and the monitoring mechanism of corporate govern-
ance.

To explore our issues, we examine two corporate governance variables:
whether the CEO simultancously serves as the chairperson of the board
(hereafter DUAL) and RPF. The variable DUAL was chosen to address the

_| Professional judgment Information functioq: <
Related party transactions
v

| Audit quality |

Corporate governance ‘

T—{ Independence I‘—| Monitoring mechanism: Dual role |‘J

Fig. 1. Conceptual Framework.
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debate on whether a CEO should serve as the chair of a majority-
independent board. When corporate insiders other than the CEO are absent
from a majority-independent board, directors become more dependent on
their link with the CEO for inside information. As a result, critical
information is often hidden from the directors or falsified (Mitchell, 2005),
and the CEO may therefore unduly influence the boards on many decisions
(Chang & Sun, 2010). Anderson et al. (2003) find that earnings
informativeness is positively related to companies with separated CEO and
chair positions. Chang and Sun (2009) also find a negative relation between
dual-role CEOs and ecarnings informativeness after SOX in cross-listed
foreign companies. Since our sample is composed of financially distressed
companies, the power of the board to monitor management will be weaker
when a firm has a dual-role CEO. Specifically, for auditors of companies
that are financially distressed, the likelihood of their compromising
independence is greater when they face a dual-role CEO than when the
CEO does not chair a board with an independent majority.

RPF is used in this study not to examine auditor independence, but
instead to explore whether RPF is relevant information, other things being
equal, for auditors who audit financially distressed companies. This study
uses the data in Taiwan. Yeh et al. (2002) point out that there are many
irregular related-party transactions in Taiwan, and that those transactions,
conducted by insiders with private information, hinder firm value.
Accordingly, auditors will consider information on related-party transac-
tions when deciding whether or not it is necessary to issue a GC opinion.
Apparently, RPF, an important variable in emerging markets (La Porta et
al., 1997, 1998, 1999, 2000; Peng et al., 2011), is not related to independence,
but higher RPF increases the likelihood of expropriation between related
companies when one or more of those companies are distressed.

Based on the prior literature and our conceptual framework, we
developed these hypotheses:

H1. Auditor independence approach — There is a negative association
between the CEO simultaneously serving as the chairperson of the board
and audit partners’ propensity for issuing GC opinions, ceteris paribus.

H2. Professional judgment approach — There is a positive association
between the related-party financing and audit partners’ propensity for
issuing GC opinions, ceteris paribus.
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RESEARCH METHODOLOGY AND SAMPLE
SELECTION

Sample Selection

Our data includes both publicly held and privately held companies, and
thus allows us to analyze whether audit quality differs for these two types of
companies. The comprehensiveness of the data is due to the legal
background regarding disclosure of financial statements. Until 2001, the
Taiwan Company Law had mandated that all publicly held companies listed
on Taiwan Stock Exchange Corporation and GreTai Securities Market and
privately held companies with capital exceeding a certain threshold (NT$200
million since 1981 and NT$500 million since 2000) publicly disclose audited
financial statements. Although this requirement was rescinded for privately
owned companies in 2002, many privately held companies have continued to
disclose their audited financial statements.' The Taiwan Economic Journal
(TEJ) provides a database that collects all publicly disclosed financial
statement of publicly held and privately held companies. We start our
research period from 1996 because the corporate governance variables
are publicly available after this year. Thus, our research period is 1996-2008.
We searched the Taiwan Economic Journal Database for publicly held
and privately held companies whose variables were actually included in
the TEJ database between 1996 and 2008. Table 1 reports the selection
process.

Research Design

The literature has used auditors’ propensity of issuing GC opinions as an
alternative proxy for auditor independence (e.g., DeFond et al., 2002; Li,
2009; Reynolds & Francis, 2001). If audit partners compromise indepen-
dence because the CEO simultancously serves as the chairperson of the
board, we expect to find a negative association between DUAL and audit
partners’ propensity for issuing GC opinions.

Regarding the informational role of corporate governance, we incorpo-
rate RPF into our regression model. Beneish and Vargus (2002) argue that
there is a correlation between lower earnings quality and higher levels of
related-party transactions. Kahle (2000) finds that company has a high level
of insider trading, with poor long-term performance being due to over-
valuation. While RPF is a corporate governance variable, it plays an
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Table 1. Sample Selection Process.

Panel A: Publicly Held Companies (1996-2008)

Original sample size 15,210
Less Those not in financial distress (6,741)
Those with missing financial characteristic variables (528)
Those not issued a going concern opinion for the first time  (21)
Those with missing corporate governance variables (3,983)
Final sample size® 3,937
Panel B: Privately Held Companies (1996-2008)
Original sample size 7,125
Less Those not in financial distress (2,859)
Those with missing financial characteristic variables (645)
Those with missing audit opinion data (1,104)
Those not issued a going concern opinion for the first time  (35)
Those with missing corporate governance variables (1,923)
Final sample size® 559

20f the 3,937 companies in our sample in panel A, 2.47% received a GC.
°Of the 559 companies in our sample in panel B, 3.147% received a GC.

informational role (i.e., improving professional judgment) in this study.
Auditors facing financially distressed companies with poor earnings quality,
other things being equal, have a greater tendency to issue a GC opinion.
Therefore, we expect that, in the professional judgment of an auditor, RPF
is positively related to GC. Our findings can support the contention that
RPF plays a role in enhancing professional judgment of auditors, if, other
things being equal, the auditor considers issuing a GC opinion to a
financially distressed company with greater level of RPF.

In addition, to explore whether auditors’ reporting decisions for publicly
held companies differ from those for privately held companies, we first set
up an indicator variable PRIVATE (with a value of one if the observation is
a privately held company, and zero otherwise), which is then multiplied by
DUAL and by RPF. Through examining the estimated coefficient of
PRIVATE x DUAL and that of PRIVATE x RPF, we can compare how
the listed status, public and private, affect professional judgment and
independence of auditors. Likewise, we also set up an indicator variable
BigN (with a value of one if the observation is audited by a large audit firm,
and zero otherwise), which is then multiplied by DUAL and by RPF. The
variable BigN added because Craswell, Francis, and Taylor (1995)
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document that the Big N auditors charge an audit fee premium over the
non-Big N auditors. Studies also show that clients of the Big N auditors
have lower absolute values of discretionary accruals (Becker, DeFond,
Jiambalvo, & Subramanyam, 1998) and higher ERCs (Teoh & Wong, 1993).
Firth and Smith (1992) find that clients of the Big N auditors incur less IPO
underpricing than clients of the non-Big N auditors. In addition, by
examining the estimated coefficient of BigN x DUAL and that of
BigN x RPF, we can compare audit quality between large and small audit
firms.

Research Model and Control variables

Regarding the control variables (LEV, SIZE, and ROA), we mainly follow
four relevant papers: DeFond et al. (2002), Mutchler, Hopwood, and
McKeown (1997), Altman, Haldeman, and Narayanan (1977), and
McKeown, Mutchler, and Hopwood (1991). Specifically, these studies find
that companies with higher leverage (LEV) increase the probability of
bankruptcy and companies audited by a big audit firm (BigN) have greater
likelihood to receive a GC opinion. In addition, large companies (SIZE)
have more resources to avoid bankruptcy and a better ability to negotiate
with audit firms, so SIZE is negatively related to GC. Finally, a more
profitable company (ROA) is less likely to receive a GC opinion. The main
regression model that we use, that of DeFond et al. (2002), is widely used
enough to be considered a standard. Following DeFond et al. (2002), we
include only financially distressed clients, which are defined as those with
negative net income or negative cash flows, and focus on first-time GC
opinions. We focus on companies receiving first-time GC because previous
studies suggest that rendering an initial GC opinion to a client is a
particularly difficult decision for the auditor (Kida, 1980; Mutchler, 1984).
Auditors may hesitate to issue a GC report if management implicitly or
explicitly suggests that the client will dismiss the auditor if the auditor issues
a GC report. Prior research finds that clients receiving a GC report are more
likely to switch auditors (Chow & Rice, 1982; Geiger et al., 1998; Mutchler,
1984). Since the pressure to auditors is the greatest for a client who is
receiving its first GC report, we follow prior research (e.g., DeFond et al.,
2002; Geiger & Rama, 2003; Li, 2009) and restrict our analyses to financially
distressed companies and first-time recipients of GC opinions. This study
runs the following logistic regression model for financially distressed clients:
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The model

GC = by+b; PRIVATE + b, DUAL + by DUAL x PRIVATE + b4 RPF
+ bs RPF x PRIVATE + bg BigN + b7 BigN x DUAL + b BigN x RPF

+by SIZE +b1g LEV + b1y ROA +7; > Year;+3; Y Industry;+e (1)

where, GC =1, if the client receives a first-time GC opinion, and 0 otherwise;
PRIVATE=1, if the client is a privately held company, and 0 otherwise;
DUAL=1 if the CEO simultaneously serves as the chairperson of the
board, and 0 otherwise; RPF =the amount of related-party financing during
the year divided by end-of-year equity; SIZE =log of end-of-year total assets
(thousand in NT dollars); LEV =total liabilities divided by total assets;
BigN =dummy variable equal to 1 if the auditor is from a Big 4 or Big 5
audit firm, and equal to 0 otherwise; ROA =net income divided by total
assets at the beginning of the year.

EMPIRICAL FINDINGS

Panels A and B of Table 1 report the sample selection process of publicly
held and privately held companies, respectively. Specifically, panel A (B)
shows that the original sample size is 15,210 (7,125) for the publicly held
(privately held) companies. Of these, 6,741 (2,859) are not financially
distressed companies and 528 (645) are missing financial characteristic
variables. In addition, 1,104 observations in the private company samples
are missing audit opinions. In the remaining sample of companies which are
financially distressed and for which auditor opinions are available, we find
that the GCs received by 21 public companies and 35 private companies are
not first-time GC opinions. We finally delete those companies with missing
governance variables, numbering 3,983 publicly held and 1,923 privately
held companies.>

Descriptive Statistics
Table 2 shows univariate comparisons between the publicly held and
privately held companies. GC opinions are received by 2.46% of publicly

held companies and 3.04% of privately held companies. The last column of
Table 2 reveals that the differences between the means (—0.006) and between
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Table 2. Univariate Test.

Variables Publicly Held Privately Held Difference
Companies (N =3,937) Companies (N = 559)

Mean Median SD Mean Median SD Mean Median
GC 0.024 0.000 0.153 0.030 0.000  0.171 —0.006 0.000
DUAL 0.332 0.000 0.471 0.293 0.000 0.455  0.039* 0.000*
RPF 1.012 0.000 3.660 1.758  0.000 5443 —0.746***  0.000
SIZE 6.486 6.429 0.516 6.357 6.286  0.577  0.129™**  (.143***
LEV 0.474 0.480 0.177 0.616 0.620  0.237 —0.142%** —0.140™**
ROA 1.826 2.160 9.403 —2.436 —0.840 11.869  4.262***  3.000%**
BigN 0.780 1.000 0.414 0.726 1.000  0.446  0.054™**  0.000***

Note: ™, ** *** Significant at the 0.10, 0.05, and 0.01 level, respectively, based on a two-tailed
t-statistic.

GC, a dummy variable equal to 1 if the client receives a first-time going concern opinion, and 0
otherwise; RPF, the amount of related-party financing during the year divided by end-of-year
net assets; DUAL, a dummy variable equal to 1 if the CEO simultaneously serves as the
chairperson of the board, and 0 otherwise; SIZE, log of end-of-year total assets (thousand in
NT dollars); LEV, total liabilities divided by total assets; BigN, a dummy variable equal to 1 if
the auditor is from a Big 4 or Big 5 audit firm, and equal to 0 otherwise; ROA, net income
divided by total assets at the beginning of the year; PRIVATE, a dummy variable equal to 1 if
the client is a privately held company, and 0 otherwise.

the medians (0.000) are insignificant for the publicly held and privately held
companies in our research sample. The averages of DUAL, however, are
different: that of publicly held companies (0.332) is larger than that of
privately held companies (0.293). In addition, publicly held companies have
a lower RPF (1.012) than privately companies (1.758).

Regarding financial characteristics variables, the average firm size (SIZE)
of publicly held companies (6.486) is significantly larger than that of
privately held companies (6.357). The findings for debt ratio (LEV) are
reversed: The mean (median) of LEV of publicly held companies, 0.474
(0.480), is significantly smaller than the mean (median) of LEV of privately
held companies, 0.616 (0.620). As for profitability, publicly held
companies’ average ROA (1.826) is greater than privately held companies’
average ROA (—2.436). Finally, the mean BigN for the publicly held
sample is 0.780, whereas that for the privately held sample is 0.726. A two-
tailed ¢-statistic suggests that the difference of 0.054 is significant at the
0.01 level.
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Correlation

We now turn to discussing simple Pearson correlation results in Table 3,
where the upper right triangle of the correlation matrix shows the publicly
held companies and the lower left triangle shows the privately held
companies. GC is positively related to RPF (0.154, p-value<0.01) and
DUAL (0.046, p-value<0.01) in the publicly held companies, but such
relations are insignificant in the privately held companies. We hesitate to
overemphasize the simple correlation analysis between the two samples,
because (i) the sample size of privately held companies (559) is smaller than
that of publicly held companies (3,937)° and (ii) the inferences on how
corporate governance variables affect GC should control for financial

Table 3. Pearson Correlation Matrix.

Variables ~ GC RPF DUAL SIZE LEV BigN ROA
GC 0.154 0.046 —0.015 0.256 —0.036 —0.181
(0.000)***  (0.003)***  (0.338) (0.000)***  (0.022)**  (0.000)***
RPF —0.024 0.020 —0.020 0.131 0.045 —0.177
(0.560) (0.191) (0.204) (0.000)***  (0.004)***  (0.000)***
DUAL  —0.022  0.003 —0.092 0.028 0.005 —0.014
(0.594)  (0.937) (0.000)***  (0.069)*  (0.741) (0.370)
SIZE 0.044  0.040 —0.224 0.136 0.066 0.021
(0.290)  (0.339) (0.000)*** (0.000)***  (0.000)***  (0.183)
LEV —0.020  0.057 —0.008 0.244 —0.069 —0.082
0.621)  (0.172) (0.841) (0.000)*** (0.000)***  (0.000)***
BigN —0.008  0.080 0.060 0.048 —0.261 0.028
(0.848) (0.057)*  (0.151) (0.249) (0.000)*** (0.077)*
ROA 0.051 —0.048 —0.034 0.083 ~0.293 0.182
0.222)  (0.251) (0.419) (0.048)**  (0.000)***  (0.000)***

Note:*, ** *** Significant at the 0.10, 0.05, and 0.01 level, respectively, based on a two-tailed
p-value reported in parentheses.

The upper right triangle of the correlation matrix shows the publicly held companies
(N=3,937), and the lower left triangle shows the privately held companies (N =559). GC, a
dummy variable equal to 1 if the client receives a first-time going concern opinion, and 0
otherwise; RPF, the amount of related-party financing during the year divided by end-of-year
net assets; DUAL, a dummy variable equal to 1 if the CEO simultaneously serves as the
chairperson of the board, and 0 otherwise; SIZE, log of end-of-year total assets (thousand in
NT dollars); LEV, total liabilities divided by total assets; BigN, a dummy variable equal to 1 if
the auditor is from a Big 4 or Big 5 audit firm, and equal to 0 otherwise; ROA, net income
divided by total assets at the beginning of the year; PRIVATE, a dummy variable equal to 1 if
the client is a privately held company, and 0 otherwise.
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characteristics of the companies. Therefore, we focus on the regression
results. Nevertheless, in publicly held companies, we find supporting
evidence that RPF has an informational role, but no evidence that DUAL
hinders auditor independence.

Regression Results

Table 4 reports the empirical findings. Panel A reports the results for the full
sample, and panel B provides the results for public companies and private
companies separately.

Panel A shows that the estimated coefficient of PRIVATE (b;), —0.660
(p-value =0.273), is insignificant, suggesting that, in terms of their
propensity to issue going concern opinions, auditors of publicly held
companies are indistinguishable from auditors of private companies, other
things being equal. In addition, the negative but insignificant coefficient
—0.203 (p-value=0.711) offers no evidence that DUAL (b;) hinders audit
independence for public companies. However, the negative sum of the
estimated coefficients of DUAL and DUAL x PRIVATE (b, + b3), —1.351,
becomes one-tailed significant at 10% (one-tailed p-value <0.10). Therefore,
we find weak evidence (only one-tailed) to support our hypothesis that
DUAL affects the audit quality. However, the dual role of a CEO does not
compromise auditor independence in the public company sample.

For the informational role of RPF (b,) in public companies, however, we
find supporting evidence in the positive estimated coefficient of RFP, 0.083
(p-value<0.10), but such evidence for the informational role of RPF in
private companies disappears: the sum of the estimated coefficients of RFP
and RFP x PRIVATE (bs+ bs), —0.021, becomes insignificant at 10%
(p-value =0.643).

Therefore, in public companies, consistent with our prediction, auditors
have better audit quality if the publicly held companies in financial distress
have more related-party financing, a finding which supports our position on
the informational role of governance. In privately held companies, however,
this role disappears. Taken together, the evidence suggests that, among
financially distressed companies, it is only in those that are privately held
that auditors are more likely to compromise their independence when they
face a dual-role CEO than when the CEO does not chair a board with an
independent majority. In addition, auditors of publicly held companies will
consider RPF to be relevant information, other things being equal, for
auditors who audit financially distressed companies, only if these companies
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Table 4. Logistic Regression Results.

GC = by+b; PRIVATE + b, DUAL + b; DUAL x PRIVATE + b4 RPF
+ bs RPF x PRIVATE + bg BigN + b7 BigN x DUAL + b BigN x RPF

+ b9 SIZE+b1o LEV +b;; ROA —H/iZYeari +5jZIndustryj +e (1)

Panel A: Logistic Regression Results

Variables Predicted Sign Full Model
INTERCEPT bo ? —5.289%** (0.006)
PRIVATE by ? —0.660 (0.273)
DUAL by - —0.203 (0.711)
DUAL x PRIVATE bs ? —1.148 (0.264)
RPF by + 0.063* (0.063)
RPF x PRIVATE bs ? —0.084™** (0.046)
BigN bg + —0.041 (0.923)
BigN x DUAL b, + 1.009 (0.103)
BigN x RPF bg + —0.011 (0.768)
SIZE by - —0.398 (0.185)
LEV bio + 5.633%** (0.000)
ROA biy - —0.063*** (0.000)
Year Effect ? Included

Industry Effect ? Included

Number of observations 4,496

Pseudo R? 0.318

Joint test Coefficient Pr(z%)
by+bs —1.351 (0.157)
bs+bs —0.021 (0.643)

Panel B: Sensitivity Test Results for Publicly Held Companies and Privately Held Companies

Variables Predicted Sign Public Firm Private Firm

INTERCEPT by ? —7.788%**  (0.002) —4.459" (0.093)
DUAL by - 0.572* (0.081) —0.267  (0.724)
RPF by + 0.028 0.174)  —0.045*  (0.092)
BIGN by + 0.047 (0.894) —0.024  (0.969)
SIZE bs - —0.366 (0.348) 0.145  (0.738)
LEV be + 8.070***  (0.000) —0.155  (0.927)
BigN by + 0.047 (0.894) —0.024  (0.969)
ROA bg - —0.097***  (0.000) 0.033  (0.192)
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Table 4. (Continued)

Panel B: Sensitivity Test Results for Publicly Held Companies and Privately Held Companies

Variables Predicted Sign Public Firm Private Firm
Year Effect Included Included
Industry Effect Included Included
Number of observations 3,937 559
Pseudo R* 0.441 0.102

Note: ™, ** *** Significant at the 0.10, 0.05, and 0.01 level, respectively, based on a two-tailed
p-value. Coefficients on industry and year dummies omitted for simplified exhibition. Two-
tailed p-value based on the Huber—White standard errors clustering by firm reported in
parentheses.

GC, a dummy variable equal to 1 if the client receives a first-time going concern opinion, and 0
otherwise; RPF, the amount of related party financing during the year divided by end-of-year
net assets; DUAL, a dummy variable equal to 1 if the CEO simultaneously serves as the
chairperson of the board, and 0 otherwise; SIZE, log of end-of-year total assets (thousand in
NT dollars); LEV, total liabilities divided by total assets; BigN, a dummy variable equal to 1 if
the auditor is from a Big 4 or Big 5 audit firm, and equal to 0 otherwise; ROA, net income
divided by total assets at the beginning of the year; PRIVATE, a dummy variable equal to 1 if
the client is a privately held company, and 0 otherwise.

are publicly held companies. These differences between our findings for
publicly held companies and privately held companies can be explained by
reputation concerns (Weber, Willenborg, & Zhang, 2008) and litigation
risks (Krishnan & Krishnan, 1997; Shu, 2000), two mitigating factors that
constrain auditors from compromising their independence for economically
significant clients.

As for the effect of BigN, we find no evidence that the propensity of
issuing GC is related to auditor size. In addition, the estimated coefficients
of BigN x DUAL (b7) and BigN x RPF (bg), 1.009 and —0.001, respectively,
are insignificant. Regarding the effect of our control variables on GC, the
estimated coefficients of SIZE (—0.398, p-value=0.185), LEV (5.633,
p-value<0.01), and ROA (—0.063, p-value<0.00) are all consistent with
the predicted sign. In sum, the greater the firm size or the more profitable the
firm, the lower the probability of receiving GC opinions. The higher the debt
ratio, however, the higher the probability of receiving GC opinions.

Panel B reports the results for each subsample, public and private.
Although we still find no evidence that DUAL has a negative effect on GC
in public companies (b;=0.572 and p-value<0.10), the weak evidence

www.Accfile.com | @accfile



www.accfile.com

148 YU-SHAN CHANG ET AL.

previously seen for private companies disappears in the private company
column (b; = —0.001 and p-value =0.724). The estimated coefficient of RPF
in the public firm column (b, =0.024 and one-tailed p-value <0.10) offers
weak evidence (only one-tailed) that auditors who audit public companies
will use RPF. However, this coefficient in the private company column
(b,=—0.045 and p-value<0.10) shows that auditors who audit private
companies are not more likely to issue a going concern opinion when their
clients have a greater level of RPF.

Finally, the results of the effects of SIZE, LEV, and ROA in the Public
Company column are qualitatively similar to those in panel A, a similarity
which reveals that, for financially distressed companies, greater firm size and
more profitability are linked with a lower probability of receiving GC
opinions, while debt ratio is linked with a greater probability. However,
none of these correspondingly estimated coefficients is significant in the
Private Company column.

Sensitivity test

One question that potentially complicates the use of related-party
transactions as informative for auditors is the possibility that they have
positive effects as well as negative ones. Our paper avoids this issue because
we limit our sample to financially distressed companies, which would tend to
enjoy few if any of the potential advantages of related-party transactions.
Nevertheless, we reduce such potential complications by replacing RPF with
two measures. The first one is a firm’s industry-medium centered value, the
inclusion of which lessens the possibility that the normal RPF of a firm may
be a function of its industry; the second is an indicator variable, which
equals one if RPF is larger than the value of the industry medium and zero
otherwise. Unabated results from rerunning our regression model with these
two new variables show that our evidence is robust.

CONCLUSION

Using a unique Taiwanese dataset, we separate our sample into publicly
held and privately held companies, and show that the effects of CEO duality
and the level of related-party financing on audit quality vary depending on
whether a company is publicly held or privately held. This data set is unique
because both unlisted and listed companies are required to be audited in
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Taiwan. Thus, we are able to construct comparison whether and how the
two variables have different effects on the audit quality.

The importance of our paper is twofold. First, according to auditing
standards, auditors should collect information and use their professional
judgment to draw fair conclusions about the companies that they are
auditing, and also to express those conclusions in their reports. Then, we
examine how corporate governance affects auditor independence. For
professional judgment, we examine whether related-party transactions affect
auditors’ professional judgment. This variable is important in numerous
researches in financial accounting and finance; however it has not been
explored in auditing research. To examine the auditor independence issue,
we examine whether and how CEO duality influence audit quality.

Second, we examine the issue in publicly held and privately held
companies separately. Because auditors performing audit services face
different litigation risk and reputation concern, our results between the two
different types of clients can provide implications for different emerging
markets. The empirical results of publicly held companies are useful for the
countries with better corporate governance, while those of privately held
companies are helpful for the countries with poor corporate governance.

Our results reveal that for publicly held companies, with stronger capital
market discipline, which causes greater reputation concerns and litigation
risks, a CEO who plays a dual role does not hinder auditor independence.
For privately held companies, however, such a CEO hinders auditor
independence due to a lack of capital market discipline. The findings on
related-party financing, on the other hand, are completely different.
Interpreting party financing from the informational role, we find that since
the conflicts of interests are more severe in publicly held companies than in
privately held companies, the relevance of this information to enforce audit
quality is greater in publicly held companies.

NOTES

1. In other words, in Taiwan, companies that are publicly traded on the stock
exchanges are referred to as listed companies and companies that are not publicly
traded on the stock exchanges are referred to as unlisted companies. Thus, listed
companies in Taiwanese terms are the same as public companies in U.S. terms.
Unlisted companies in Taiwan are similar to private companies in some European
countries such as Norway (Hope & Langli, 2010).

2. The final number of observations in the publicly held sample is 3,937, while that
in the privately held sample is 559. In the final research sample, 97 (3,937 of 2.46%)
companies out of 3,937 publicly held companies and 17 (559 of 3.04%) companies out
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of 559 privately held companies have received a GC opinion. Since the requirements
for privately held companies to file financial statements changed in 2002, data is not
available for all private companies throughout the entire research period; for
consistency between the data on public and private companies, we have included only
those private companies that continued to provide financial statements after 2002.

3. The sample size itself makes it more difficult to draw significant findings from the
correlation analysis for the privately held companies than for the publicly held companies.
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