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The objective of this study is to investigale the incremental explanatory power of individual
auditor's judgment over audit firm level factors on quality of audited financial statements. The
auditors in this study are Thai SEC approved auditors. The audited financial statements used as
the sample in this study are from year 2001-2004. Firm level factors include size, client
importance, number of listed companies responsibilities and corporate governance. Individual
level factors are technical knowledge, and ethical level which is represented by DIT (Defining
Issues Test). Mulliple regression is used with dependent variable, quality of audited financial
statumfnts. represented by absolute value of discretionary accruals. Other methods such as
interview, designed case, and questionnaires are also applied to gather important data.

The results show that (1} Firm level factors that are associated with quality of audited
financial statement are size, client impertance and number of listed companies’ responsibilities.
(2) The results also support the hypothesis that individual auditor's judgment has an incremental
explanatory power over audit firm level factors on quality of audited financial statements. (3) In
term of individual auditor's judgment, high ethics as well as client importance create high quality of
audited financial statements. |f the auditar has high ethies;-high client importance will not affect
the quality. However, low ethics together with high client importance will affect the audit's quality.
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CHAPTER 1|
INTRODUCTION

1.1 Motivation of Research

In 1997, Thailand faced a financial crisis in the devaluation of the Thal
currency. Many companies and 56 financial institutions collapsed. As a result of
criticism on lack of good governance, transparency, accountability, accounting
standards and practices, International accounting standards were adopted in 1998.
During 1998-2000, many accounting and auditing standards were issued to follow those
used in international practices. Moreover, the accounting scandals at Enron and others
had raised questions about the quality of the auditing profession. The Office of the
Securities and Exchange Commission (SEC) in Thailand issued new regulations and
tried to find ways to control the quality of listed company auditors in order to enhance
transparency and credibility of audited financial statements.

Nowadays, the principal vehicle by which an organization's financial
accounting information is communicated to investors and other external parties is the
financial statement. The auditing firm provides an independent audit and issues a
report after examining the reporting firm’s financial statements, related disclosures and
underlying systems and records to assess whether: the “financial statements are
presented fairly and in accordance with “generally accepted accounting principles
(GAAP)".  The audit process: involves many judgments and decisions. The audit
process entails judgments about the amount and type of evidence to be collected, the
extent to which such evidence is reliable, and the actions that should be taken in
response to the evidence that has been collected and evaluated. The output process
entails judgments on the conclusion of the audit process and the kind of opinions that
should be issued for the reporting firm.

Thai auditing standards follow International Standard on Auditing by
International Federation of Accountants (IFAC). According to the Proclamation no. 41,



1998 of the Department of Business Development, there are four types of audit report,
namely (1) Unqualified opinion, (2) Qualified opinion, (3) Adverse opinion, and (4)
Disclaimer opinion. In Thailand, the SEC does not accept financial statements of listed
companies when auditors issue either an adverse opinion or qualified opinion regarding
non conformity with GAAP, and qualified opinion regarding scope limitation by
management. Hence, the auditor's opinion is important to the client. There are
uncertainties for auditors to avoid issuing those types of opinions to retain clients.
Moreover, discussion with expert auditors indicates that there would be different
auditing opinions in similar circumstances. (Thailand SEC quarterly meeting with SEC
approved auditors, 2003-2005).

In theory, it should be expected that the auditor has gathered the best
evidence in order to conclude that the financial statements are free of material
misstatements and, it they are, the audit opinion would objectively address such
misstatements. Consequently, users of such audited financial statements could rely on
the works of auditors. However, after Enron and other high-profile scandals around the
globe, and also in Thailand recently, the reliability of auditors' reports has become in
doubt.

At the end of audit process, the auditor is required to use his/her
judgment to select the appropriate type of report for the circumstance of the audited
clients. High-quality audit of the auditor ensures that the auditor can make correct
decision in selecting the report for ambiguous situations. If he/she selects the correct
opinion for the situation, he/she has performed high quality audit work.- The quality of
audit work could lead to quality of audited financial statements. The audited financial
statement is the outcome of a negotiation process between the auditor and the client
(e.g. Antle and Nalebuff, 1991). As summarized by Nelson and Tan (2005) that auditor-
client interactions fundamental to preserving audit quality, as these interactions include
negotiations over changes in the financial statements necessary for the auditor to
provide an unqualified opinion.



Several researchers in earning management use discretionary accruals
as a proxy for quality of audited financial statement (i.e. Healy, 1985; Bowen et al., 1987,
Jones, 1991; Healy and Palepu, 1993; Dechow, 1994; Dechow et al., 1995; Dye and
Verrechia, 1995; Sloan et al., 1995; Dechow, Sloan, and Sweeney, 1996; Becker et al.,
1998; Collins and Hribar, 1991; Johnson et al., 2002; Reynolds, Dies, and Francis,
2004). Discretionary accruals is estimated from Modified Jones Model. Dechow, Sloan,
and Sweeney (1995) concluded that a Modified Jones Model exhibits the highest power
in detecting earning management. Higher quality of audited financial statements should
present lower discretionary accruals.

Quality of audit judgment can come primarily from individual factors.
Auditor who has more expertise, logical thinking, and conformity with the ethics seems
to develop better quality of judgment. When come to the real situation, besides
individual judgment, the firm factors also play important role in the decision to express
an audit opinion on the financial statements. (i.e. Watts and Zimmerman, 1981,
DeAngelo, 1981b; Stice, 1991; Lys and Watts, 1994; Solomon et al., 1999; Frankel et al.,
2002; Libby and Kinney, 2002; Chung and Kallapur, 2003; Ng and Tan, 2003; Krishnan,
2003; Ashbaugh et al., 2003; Nelson and Tan, 2005).

The previous studies had examined single relationship between (1)
individual factors and quality of auditor judgment or (2) between firm level factors and
quality of audited financial statements. This study examines the association, both
individual level factors and firm level factors, with quality of audited financial statements.
In experiment used by previous studies, the subjects mostly were in manager level in
audit firms or students who represented experienced and inexperienced auditors,
whereas this study uses the engagement partners who really perform the audit and are
responsible for the auditor's report of listed companies on the Stock Exchange of
Thailand. Individual level factors are ethics, total listed companies’ responsibilities of
each auditor, and technical knowledge. The firm level factors are size, client importance,
number of listed companies’ responsibilities, and corporate governance of clients.



1.2 Research Objective

This paper aims at studying the incremental explanatory power of
individual auditor's judgment over audit firm level factors on quality of audited financial
statements.

1.3 Research Question

In order to examine the incremental explanatory power of individual
auditor's judgment over audit firm level factors on quality of audited financial statements,
the research question is as follows:;

Do individual auditor level factors have an incremental explanatory
power over audit firm level factors in affecting quality of audited financial statements?

1.4 Scope of the Study

This study will focus on both individual level and firm level factors that
affect individual judgment of an auditor In- affecting quality of audited financial
statements by using discretionary accruals as a proxy for quality of audited financial
statements. Individual technical knowledge is proxied by the scores which is derived by
designed cases that have been done by each auditor. The scores were weighted by
two experted. This study examines the association between (1) individual level factors
and quality of audited financial statements, and (2) firm level factors and quality of
audited financial statements. The audited financial statements used as the sample in
this study are from year 2001-2004. - The' auditors in this study are only Thai SEC
approved auditors. The samples do not include companies in the financial service
industry, which includes banks, finance and securities, and insurance companies. The
reason to exclude those companies is that computing discretionary accruals for these
firms are problematic (Becker et al. 1998), and that they operate under strict regulations
of the Bank of Thailand and the Department of Insurance.



1.5 Contributions of Research

This study adds to the literature on quality of audited financial statements
(e.g., Krishnan 2003) and judgment and decision making study additional evidence
about whether individual level factors have an incremental explanatory power over firm
level variables in affecting quality of audited financial statements. With the regulators,
the results show that firm level factors have influences to the quality of audited financial
statements. Those variables include audit firm size, number of listed companies’
responsibilities, and auditor-client relationship. In addition to the firm level factors,
individual factors such as ethics and corporate governance should be emphasized and
promote best practice to enhance higher quality of audited financial statements.
Moreover, with the users of financial statements, the users should learn from this study
that auditor's related factors; both individual and firm level factors would imply to the
quality of audited financial statements.

1.6 Structure of Research

Chapter two presents the literature review and development of research
question and hypotheses. Chapter three, research design, provides details about the
sample selection, model for hypotheses testing and data analyses. Chapter four
presents the empirical results. Finally, Chapter five concludes the research results.



CHAPTER 11
LITERATURE REVIEW AND DEVELOPMENT OF
RESEARCH HYPOTHESES

2.1 Accounting Profession in Thailand

The requirement for legal entities (limited companies, juristic
partnerships) to prepare and present audited financial statements dates back to 1924
when the first Civil and Commercial Code B.E. 2467 (1924) was enacted. Accounting
education at undergraduate level was first offered in 1938 by Chulalongkorn University
and Thammasat University, public universities which remain in existence to date.
Accounting education was based on either the U.S. or the UK. knowledge base as
teachers were graduates from either U.S. or U.K. universities. In 1939, the first Accounts
Act B.E. 2482 was enacted, providing the first legal framework for legal entities to
maintain accounting books and records and prepare annual accounts.

Significant developments were the founding of the Institute of Thai
Accountants in 1948, which subsequently changed its name to the Institute of Certified
Accountants and Auditors of Thailand (ICAAT) in 1975, and the enactment of the
Auditors Act B.E. 2505 in 1962. Most importantly this Act establishes the Board of
Supervision of Audit Practice (BSAP) and Certified Public Accountants (CPA). However,
up until 1973 developments of the-profession were gradual and slow. The important
milestone of development came in 1974 when the Stock Exchange of Thailand was
founded and signaled the immediate need for comprehensive legal and regulatory
framework governing all important aspects of accounting and auditing. The accounting
and auditing environment today is a reflection of the significant developments since
1974,

The accounting and auditing profession is under the legal and regulatory
framework implemented by the Institute of Certified Accountants and Auditors of
Thailand (ICAAT), and the Board of Supervision of Audit Practice (BSAP). ICAAT was



established in 1948 and is a member of the International Federation of Accountants
(IFAC) and the Asian Federation of Accountants (AFA).

ICAAT is a self regulating organization, governed by the Board of
Directors comprising a maximum of 21 members. The President of ICAAT is elected by
its members with a 2-year term in office and is eligible for reelection for a further period
of two years. Other members of the Board are appointed by the President.

Memberships of ICAAT fall into two categories namely Ordinary
members and Academic-activities members. Academic-activities membership is open
to either institutions or ordinary persons. Ordinary member must be a Thai national who
possesses a bachelor's degree in accounting, or a diploma in accounting. Academic-
activities personal member must possess a high diploma in accounting and have no
less than three years of work experience in accounting, or possess a bachelor's degree
in any field of study and have a minimum of one-year work experience in accounting or
auditing. Academic-activities institutional member must be the public sector,
government organization, or other juristic entities. The granting, suspension and
withdrawal of CPA license is under the control of the Board of Supervision of Audit
Practice (BSAP) attached to the Ministry of Commerce established under the Auditors
Act. The requirements for becoming a CPA include education, training / experience and
examination.  Continuing -professional education is required for practicing and non-
practicing CPA.

On..October .23, 2004, the Government . enacted. the Accounting
Profession Act ‘to’ supersede“the ‘Auditors Act B.E. 2505-(1962). © Under this Act,
Federation of Accounting Professions was established as a Self-regulated Organization
(SRO) to govern the accounting profession as well as accountants and auditors in
Thailand. The accounting standard setting body and the auditing standards setting
body were also formulated. All the works in the areas of accounting standard and
auditing standard setting were transferred to these two committees. In January 2005,
ICAAT members decided to abolish ICAAT and transferred its members to Federation of
Accounting Professions. Nevertheless, the majority members of these two committees



were those who worked for ICAAT. Therefore, their work policies remained the same as
those of ICAAT.

In 1997, Thailand faced a financial crisis in the devaluation of Thal
currency. Many companies and 56 financial institutions collapsed. Besides being
criticized for lack of good governance, transparency, accountability, accounting
standards and practices were in doubt. - Pressure for full adoption of international
accounting standard was brought up in 1998, leading to issuance of many standards
during 1998-2000.

For company’s accountants, Thai authority also introduced control
measures on accountants or chief financial officers of all companies in Thailand. The
Accounting Act was enacted in August 2000 requiring all companies to register the
names of accounting officers for accountability purposes. The named accountant has to
meet the minimum requirement i.e. a bachelor degree in accounting. The accountant
has to sign a statement when filing the company's annual financial statements implying
that the statements are true and correct and in accordance with the generally accepted
accounting principles.

Public companies listed on the Stock Exchange of Thailand generally
employ professionally qualified accountants or persons with graduate degree in either
accounting or finance to. carry out activities relating to internal financial control and
external financial reporting.- There are approximately-400 public companies listed on the
Stock - Exchange of Thailand- (September 2005).. Company. directors are legally
responsible for" the financial ‘statements. Shareholders have the right-to take legal
actions against the management and/or the auditors if the financial statements are
materially misleading.

There are specific laws requiring audits of financial statements. The
Accounts Act requires all companies (approximately 265,557, as of June 2005)* and
juristic partnerships (approximately 221,043* as of June 2005) to have their financial
statements audited by CPA with some exemptions. These exemptions apply to juristic



partnerships whose capital, assets, or revenues do not exceed certain amounts
specified by ministerial regulations. The Securities and Stock Exchange Act requires
that annual financial statements of listed companies be audited by CPA, and quarterly
financial statements to be reviewed by CPA. The Public Companies Act also requires
that financial statements of public companies be audited by CPA. Under the Civil and
Commercial Code, all limited companies and juristic partnerships must have their
financial statements audited by CPA. However, certain exemptions are granted under
the Accounts Act. The Revenue Code requires all limited companies and juristic
partnerships to submit audited financial statements accompanying their income tax
returns. In case of juristic partnerships exempted from audit by CPA, the financial
statements must be audited by Tax Auditors. CPA may act as Tax Auditors, but Tax
Auditors may audit only those exempted juristic partnerships. According to the
regulations of the Bank of Thailand, banks and other financial institutions must have their
annual and half-year financial statements audited by CPA. Qualified CPA must be an
accounting graduate having practical auditing experiences for a period of
approximately three years and passing examinations of five subjects. One CPA is not
allowed to perform audit for more than 300 clients.

In 2004, there are 5,907 certified public accountants* (with half active in
the profession) of which approximately 79 CPA (practice under firms' name) are in
public practice**. The Big 4 are the audit firms that dominate the global audit industry.
Their size is measured by fees, or number of partners and staffs, or multinational clients
they serve worldwide. The Big 4 comprises of PriceWaterhouseCoopers, Deloitte
Touche Tohmatsu, Emst & Young; and KPMG. The Big 4 has dominated the audits of
public companies listed on the Stock Exchange of Thailand (SET) (approximately 80%).
In 2004, there are 23 audit firms that perform the audit for SET listed companies. Among
these firms, the Big 4 have 48 auditors approved by SEC while the remaining 19 non-
Big 4 firms have 31 auditors.

*Source : Department of Business Development ; September 2005
** Source : The Securities Exchange Commission of Thailand (SEC)
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2.2 Auditing Standard Setting in Thailand

Prior to 2004, the Thai Standard on Auditing Committee (TSAC) under the
Institute of Certified Accountants Auditors of Thailand (ICAAT) acts as the national
professional body responsible for setting standards on auditing. As ICAAT is a member
of IFAC, Thai Standards on Auditing are based on and similar to International Standards
on Auditing. A due process of standard setting is followed fairly similar to that of the
accounting standard setting which includes (1) set up steering committee to determine
the context of the particular standard and its impact, (2) present the results of study to
the auditing standard setting committeg, (3) organize the public hearing, except that the
process does not require the final approval by the Board of Supervision of Audit Practice
(BSAP) before ICAAT issues the standards for adoption. The BSAP, which regulates
auditors, has issued a Notification setting out the general standards on auditing, and
another Notification setting out the requirements on the auditor's opinion on financial
statements. One of the requirements in the first Notification is that the auditors must
perform the audits in accordance with auditing standards issued by ICAAT.

A number of organizations are involved in the enforcement of the
Standards on Auditing, namely the BSAP, the SEC, the Bank of Thailand, the Revenue
Department, and Supervisory Board of the Department of Business Development of the
Ministry of Commerce. The BSAP considers compliance issues which are brought to
attention by any party. Issues are first considered by the Ethics Sub-Committee of the
BSAP.  Final decision rests with the BSAP. Disciplinary actions include warning,
suspension of license, and withdrawal of license. Appeals against the BSAP's decision
may be made through the court of law. The ICAAT performs quality review of audit work
in the case of auditors applying for approval by the SEC to audit listed companies.
Approval is given for a 5-year period. The SEC may give approval or take disciplinary
actions based on the results of the review by ICAAT. The SEC may suspend approval for
certain periods, or reject the application for approval, and refer the case to the BSAP.
The auditor may appeal against the decision. An appeal committee, set up by the SEC
but consisting of outside independent experts, is responsible for considering the appeal
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and reporting its decision to the SEC for final decision. The Bank of Thailand monitors
compliance by requiring auditors of banks and financial institutions to submit audit
programs for its review before the start of the audit. Otherwise it would normally rely on
findings of the SEC and the BSAP. The Revenue Department monitors compliance
passively based on the results of tax investigations, as well as consideration of cases
decided by the BSAP. The Department of Business Department performs routine
examinations of the accounting books and records maintained by companies to monitor
compliance with the Accounting Act. -Companies are selected on a random basis or
specific basis where there are indicators of problems. Such examinations may also be
extended to a review of the audit work performed by the auditors of those companies to
ensure compliance with the auditing standards and the Code of Ethics. Negative
findings on the auditors are submitted to the Ethics Sub-Committee of the BSAP for
consideration.

In 1978, the Thai Government passed the Public Companies Act (B.E.
2521) in order to facilitate growth of the domestic stock market. The Ministry of
Commerce issued Regulation No. 7 (for public companies) (B.E. 2521), which
prescribes formats-and minimumdisclosures for the prafit and loss account and
balance sheet for public companies. There is a considerable overlap between the
Ministerial Regulation No. 7 and Ministerial Regulation No. 2, particularly with regard to
the form and content of the published annual financial statements, and the requirement
that the financial statements be audited on a yearly basis. The 1978 Act requires that
the annual .reports of Thai public companies include information pertaining to their
ownership of subsidiaries and private companies, value of directors" shareholdings, and
details of contracts between the company and its directors. The 1978 Act also
prescribes that companies set aside at least 5 percent of their annual earnings as a non-
distributable legal reserve until that reserve constitutes 25 percent of the nominal value
registered capital. Furthermore, under the 1978 Act, companies must file a copy of their
audited annual report with Department of Business Development within one month of the
annual general meeting.
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The economic crisis in 1997 had some impacts on the audit profession.
Questions were raised here and there as to why the auditors’ reports did not indicate
any warnings of possible failures of the 56 financial institutions. There were some
threats of litigations against the auditors, which had never been a common practice in
Thai culture. To date, only one case against the auditor has been publicized relating to
one of the 56 financial institutions. However, due to the widespread effects of the crisis,
the number of auditors’ reports containing emphasis on a matter paragraph on going
concern uncertainty had increased significantly. In addition, the Big 4 (Big 5 at that
time) introduced into their audit reports an emphasis on a matter paragraph drawing
attention to the economic crisis which affected and could continue to effect the
companies.

The accounting and auditing profession in Thailand attracted public
interest again when the failures of Enron, etc., in the U.S. were revealed. The failures of
Enron, etc., prompted the profession and the regulators to undertake immediate studies
of the current code of ethics, standards, and other requirements relating to accounting
and auditing with a view to making improvements in areas which would maintain and
enhance public confidence in the profession. Such studies cover the provisions of the
Sarbanes Oxley Act of 2002 in the U.S. and take into consideration the Thai
environment. In relation to auditing, there are current proposals for improvements in key
areas such as _quality control for audit work, independent external quality review,
prohibition of certain non-audit-services to audit clients and mandatory partner rotation.
With regard-to auditing standards, the policy is to issue Thai Standards on Auditing
based onand similar to International Standards on Auditing, and the implementation is
current and on-going.

In addition, the SEC had ordered many listed companies such as
Roynet, Daidomon, Thai Film, Picnic, etc. to correct their financial statements and also
penalized the auditors who performed the audit for those companies. Besides
understanding factors affecting individual auditor's judgment and quality of audited
financial statements in developing the model, this study also benefits the enhancement
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of reliability of financial statements and the selection of auditors for listed companies by
legislative authority in order to ensure better quality of financial statements.

After October 23, 2004, the Accounting Profession Act superseded the
Auditor Act B. E. 2505 (1962). The auditing standards setting body under this act follow
the works done by the previous standard setting body. The revised International
Standards on auditing are studied and translated and do the public hearing. Those
revised standards will then issued as the standards after being considered and
approved by the Supervisory Board of Accounting Profession.

The study of audit reports in Thailand

There are few studies of auditing in Thailand. Following are some
literature regarding auditing in Thailand.

Boonyanet (2002) studied empirical evidence of the relationship between
audit reports (i.e. going concern audit reports and all types of audit qualifications) and
delisting factors in stock markets. The findings indicate that going concem reporting
issued under modified opinion are a predictor of mandatory delisting. The study also
finds that when the lagged effect is taken into account, all types of audit qualifications
issued under modified opinions are important determinants of mandatory delisting.
Apart from audit reports, -a decrease in Gross Domestic Product (GDP) significantly
influences mandatory delisting probability. The study also finds that bad trading record
announcement by the Thai Stock Exchange provides useful incremental information
about the probability of mandatory delisting.

Kochapun (2003) finds that the reliability of internal control systems,
listed company status, companies’ total revenues, service years of auditing and audit
periods are the most important information affecting audit fees. This study suggests that
certified public accounts should consider the reasonable results of internal audit work as
part of their works in order to improve external audit quality. Praditvorakhun (2003)
studies factors affecting clients’ satisfaction with auditing. Questionnaires were sent to
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audit committees, controllers of public companies and regulatory agencies to rate the
level of satisfaction with auditing based on the auditor attributes, audit performance, and
audit firm factors. Results indicate that the regulatory agencies perceive that
professional competence of auditors, professional skepticism, professional ethics,
compliance with professional standard, appropriate audit planning, and quality control
procedures have a greater effect on satisfaction with auditing.

Dendonsai (2004) studied factors associated with behavior that reduce
audit quality from the perspectives of assistant auditors and audit managers of audit
firms with SEC-approved auditors. Questionnaires were used, and the results showed
that three most frequently mentioned behaviors that reduce audit quality are under-
reporting of time spent on audit work, increasing tolerant level in order to bypass certain
errors, and failure to investigate relevant and technical accounting issues. The most
significant factors associated with behaviors that reduce audit quality are sufficient
training and perceived effectiveness of audit review process.

2.3 Audit process and output process

The audit work has two main stages: audit process and output process.
Both the audit process and output process are mainly involved with judgments and
decisions. The audit process entails judgments about the amount and type of evidence
to be collected, the extent to which such evidence is reliable, and the actions that
should be taken in response to the collected and evaluated evidence. The output
process entails judgments about the conclusion of the audit process and what kind of
opinion should be-issued for the reporting firm. Major phases in an-audit are shown in
Figure 2.1



Figure 2.1 Major Phases in an Audit
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2.4 Factors affecting quality of individual judgment and decision making

Theoretical concepts

The theoretical concepts related to quality of individual judgment and
decision making consist of human information processing approach, cognitive style
approach, and concept of judgment and decision making which can be summarized as
follows:

2.4.1 Human information processing approach (Belkaoui 2001):

Auditors, when performing the critical decisions referred to each of the
audit phases, undertake a Structured set of activities that correspond with the concept of
human information processing (HIP) theory as they relate to cognitive decision making.
The audit activities and their carresponding human information processing are: planning
(hypothesis generation), evidence gathering (information search), evidence evaluation
(information evaluation), and decision-making (choice).

There are three main components of an information processing model-
input, process and output. Studies of the information set input (or cues) focus on the
variables that are likely to affect the way people process information for decision-
making. Studies of the process component focus on the variables affecting the decision
maker such as (1) Characteristics of judgment;-personal, task-related, human or
mechanical, number of judges, and (2) Characteristics of decision rules; form, cue
usage, stabilities and heuristics (Libby and Rappaport, 1982).

Studies of the output component focus on variables related to the
judgment, prediction or decision that are likely to affect the way the user processes the
information.  The variables examined include: (1) The qualities of the judgment;
accuracy, speed, reliability in terms of consistency, consensus and convergence,
response biases, and predictability, and (2) Self-insight; subjective cue usage,
perceived decision quality, and perceptions of characteristics of information sets.
(Verrecchia, 1980).
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2.4.2 Cognitive style approach

The cognitive style approach focuses on the variables that are likely to
have an impact on the quality of the judgments made by the decision makers.
“Cognitive style” is a hypothetical construct that is used to explain the mediation
process between stimuli and responses (Belkaoui, 2001).

When an individual makes decisions, he/she makes choices from among
two or more alternatives. Decision making occurs as a reaction to a problem. Thereis a
discrepancy between some current state of affairs and some desired state, requiring
consideration of alternative courses of action. Every decision requires interpretation and
evaluation of information. Data is typically received from multiple sources and it needs
to be screened, processed, and interpreted (Robbins, 1989).

2.4.3 Judgment and decision making

The behavioral approach to the formulation of accounting theory
emphasizes the relevance to decision-making of information being communicated
(communication decision orientation) and the individual and group behavior caused by
the communication of the information (decision-maker orientation). Because accounting
is considered to be a behavioral process, the behavioral approach to the formulation of
an accounting theory applies behavioral science to accounting (Belkaoui, 2001). The
American Accounting Association's -Committee ‘on Behavioral Science Content of
Accounting Curriculum provides the objective of behavioral science, which may also
apply to- behavioral accounting, that is to understand, explain, and predict human
behavior, and to establish generalizations about human behavior that are supported by
empirical evidence collected in an impersonal way by procedures that are completely
open to review and replication and capable of verification by other interested scholars.
Behavioral science thus represents the systematic observation of human's behavior for
the purpose of experimentally confirming specific hypotheses by reference to
observable changes in behavior. The systematic study of behavior is a means to
making reasonable accurate predictions. (Lawler and Rhode, 1976) The phrase
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“systematic study” means looking at relationships, attempting to attribute causes and
effects, and basing our conclusions on scientific evidence i.e. on data gathered under
controlled conditions and measured and interpreted in a reasonably rigorous manner.
The predominant areas are psychology, sociology, social psychology, anthropology,
and political science (Driver, Hardy, Lorsh, 1987).

Figure 2.2 The Individual Level in the Organizational Behavior (OB) Model
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The term judgment  typically refers to forming -of an-idea, opinion, or
estimate about an object, an event, a state, or another type of phenomenon. Judgments
tend to take the form of predictions about the future or an evaluation of a current state of
affairs. The term decision refers to making up one’s mind about the issue at hand and
taking a course of action. Decisions typically follow judgments and involve a choice
among various alternatives based on judgments about those alternatives and, possibly,
preferences for factors such as risk and money. In other words, judgment reflects one’s
beliefs, and decision may reflect both beliefs and preferences. For example, an auditor




19

makes a judgment about whether financial statements contain material misstatements.
Then, he or she makes a decision about what type of audit opinion to issue based on his
or her judgment about misstatements and preferences regarding client retention and
litigation (Bonner, 1999).

The major idea underlying such research on judgment and decision-
making is that decision makers are bounded by rational (Simon, 1957). Simon (1976)
satisficing model is a decision making model where a decision maker chooses the first
solution that is “good enough”, that is, satisfactory and sufficient. The essence of the
satisficing model is that, when faced with complex problems, decision makers respond
by reducing the problems to a level at which they can be readily understood. This is
because the information processing capability of human beings makes it impossible to
assimilate and understand all the information necessary to optimize. The capacity of the
human mind for formulating and solving complex problems is far too small to meet all
the requirements for full rationality. Individuals operate within the confines of bounded
rationality. They construct simplified models that extract the essential features from
problems without capturing all their complexity.

Quality of individual judgment and decision making

The quality of judgments and decisions (JDM performance) is
determined by reference to some normative criterion for accuracy, if one exists. This
criterion can be an actual outcome associated with a judgment or decision. Less-than-
optimal JDM. can lead to serious financial and other consequences for the individuals
making the decisions, the firms for which they work,-and others who rely-on their work
(Ashton and Ashton, 1995). The quality of an individual's JDM can affect his or her
performance evaluation, compensation, job retention and promotion indicates that
auditor's performance evaluations are related to the quality of research their technical
judgments (Tan and Libby, 1997). Poor JDM can lead to negative legal outcomes such
as payments in civil litigation (Erickson et al., 2000).
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2.5 Factors affecting quality of audited financial statements
Theoretical concepts

The theoretical concepts related to quality of audited financial statement
consist of (1) the agency theory, (2) the positive accounting theory, and (3) the concept
of quality of audited financial statements, all of which can be summarized as follows:

2.5.1 The Agency Theory

Jensen and Meckling (1976) model the contract between the
shareholders of a firm and an owner-manager. Jensen and Meckling call the contract
between the owner-manager and shareholders on agency relationship. They define an
agency relationship as “a contract under which one or more (principals) engage another
person (the agent) to perform some service on their behalf which involves delegating
some decision-making authority to the agent” (Jensen and Meckling, 1976). Auditing is
one of the ways in which the contracts are monitored. The auditors check that the
numbers used in contractual provisions have been calculated using accepted
procedures and whether the contractual provisions have been breached. Accounting
researchers have applied the theory to auditing and have developed intuitive
explanation for auditing practice. For example, explanations have been developed for
the emphasis on auditor independence and for the existence of professional societies
and large audit firms, (Watts and Zimmerman, 1986)

Accounting and auditing play an important role in the principal-agent
relationship (Messier, 1999). - First, the agency relationship’ between an owner and
manager produces a natural conflict of interest because of the information asymmetry
that exists between the manager and absentee owner. Information asymmetry means
that the manager generally has more information about the “true” financial position and
results of operations of the entity than the absentee owner does. Because the manager
is responsible for reporting and the absentee owner cannot observe the manager’s
actions, the manager may manipulate the reports. The owner is price-protected against
this possibility by again assuming that the manager will manipulate the reports to his or
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her benefits and by adjusting the manager's compensation accordingly. It is at this
point that the demand for auditing arises. If the manager is honest and the cost of an
audit does not exceed the amount by which the owner may adjust the manager’s
compensation, it is in the manager’s self-interest to hire an auditor to monitor his or her
activities. The auditor's role is to determine whether the reports prepared by the
manager conform to the contract’s provisions. Thus, the auditor's verification of the
financial information adds credibility to the report. While auditing is one possible form of
additional monitoring, the extensive presence of auditing in such contracts suggests
that auditing is a cost-effective monitoring device. Figure 2.3 provides an overview of
this agency relationship.



Figure 2.3
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2.5.2 The positive accounting theory

Contracting explanation for auditing practices (Watts and Zimmerman,
1986).

Contracting theory has been used to develop intuitive explanations for
the auditor's concern with his independence and reputation, for development of
professional societies and large firms, and also industry specialization.

Auditor competence and independence

The auditor's monitoring is not valuable to the parties to the firms unless
those parties consider the probahility that he or she will report a contract breach. For
example, a given auditor's name will not lead to higher prices for a new share issue
unless the stock market expects the auditor to reduce agency costs. DeAngelo (1981a)
defines audit quality as the perceived probability that an auditor will both discover and
report a breach in the client’s reporting system. The probability that the auditor discover
a given breach depends on the auditor's competence and the quantity of inputs
devoted to the audit (Watts and Zimmerman, 1986). The probability that the auditor
reports the discovered breach refers to the auditor's independence from the client
(Watts and Zimmerman, 1982; 1986). Reputation gives auditors incentives to be
independent (Benston, 1975h).

Audit firm size

Watts and-Zimmerman (1986) state that Contracting Theory can explain
an audit firm regarding the size by a large audit firm provides a much larger bond for its
audit services than does a single auditor accredited by a professional society. The
bond consists of not merely the assets of the partnership and the individual partners’
assets but also all the partners’ human capital (Fama and Jenson, 1983b). The size of
the large firm's bond means the large firm is more likely than the single accredited
auditor to resist a given manager's pressure to not report breaches (i.e., is more likely to
be independent; DeAngelo, 1981b). DeAngelo (1981b) theorizes that larger firms
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perform better audits because they have a greater reputation, and because larger firms
have more resources they can attract more highly skilled employees. Large firms have
many clients. The value of quasi-rents lost if a given client does change auditors is
more likely to be less than the impact of the failure to report a breach on the firm’s brand
name and its audit fees.

2.5.3 Quality of audited financial statements

The principle vehicle by which an organization's financial accounting
information being communicated to investors, auditors and other external parties is
financial statements. The audit firm provides an independent opinion on the financial
statements by examining and gathering evidence related to the reporting firm's financial
statements, related disclosures and underlying systems and records to assess whether
the financial statements are presented in accordance with “generally accepted
accounting principles”. The audited financial statement is the outcome of a negotiation
process between the auditor and the client (e.g. Antle and Nalebuff, 1991). As
summarized by Nelson and Tan (2005), auditor-client interactions are fundamental of
preserving audit quality. These interactions include negotiations over changes in the
financial statements necessary for the auditor to provide an unqualified opinion.

Accrued earnings is regarded as a superior measure of firm
performance than cash flows because it mitigates timing and mismatching problems
inherent in measuring ‘cash flows: over short intervals (Dechow, 1994). However,
because of the flexibility accorded under the Generally Accepted Accounting Principles
(GAAP), ‘accrual accounting is ‘subject to managerial discretion.  Misalignment of
managers’ and shareholder's could induce managers to use the flexibility provided by
GAAP to manage income opportunistically, and creating distortions in the reported
earnings (Watts and Zimmerman, 1986; Healy and Palepu, 1993). Discretionary
accruals is estimated from Modified Jones Model. Dechow, Sloan, and Sweeney (1995)
concluded that a Modified Jones Model exhibits the highest power in detecting earnings
management.  Higher quality of audited financial statements should present lower
discretionary accruals.
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Several researchers in earning management use discretionary accruals
as a proxy for quality of audited financial statement (i.e. Healy, 1985; Bowen et al., 1987,
Jones, 1991; Healy and Palepu, 1993; Dechow, 1994; Dechow et al., 1995; Dye and
Verrechia, 1995; Sloan et al., 1995; Dechow Sloan and Sweeney, 1996; Becker et al.,
1998; Collins and Hribar, 1991; Johnson et al., 2002; Reynolds, Dies and Francis, 2004).
The decision to use directional discretionary accruals or the absolute value of
discretionary accruals is driven by the nature of the study, specifically whether there is
an expectation regarding management's incentives. When a researcher has an
expectation of management's incentive, directional discretionary accruals represent a
more powerful test (Johnson et al.,, 2002). Alternatively, several papers have examined
the impact of factors that are not associated with a clear directional management
incentive. They used absolute value of discretionary accruals as a proxy for quality of
audited financial statements (Warfield Wild and Wild, 1995; Francis et al., 1999; Bartov
Gul and Tsui, 2000; Reynolds and Francis, 2001; Klein, 2002; Johnson et al., 2002,
Frankel et al., 2002; Krishnan, 2003; Chung and Kallapur, 2003; Ashbaugh et al., 2003;
Reynolds Dies and Francis, 2004).

Factors affecting quality of audited financial statements might be
classified into two major groups as follows:

2.5.4 Firm level factors;
1. ‘Audit firm size

Watts and Zimmerman (1986) state that Contracting Theory can explain
an audit firm regarding the size. A large audit firm provides a much larger bond for its
audit services than does a single auditor accredited by a professional society. The
bond consists of not merely the assets of the partnership and the individual partners’
assets but also all the partners’ human capital (Fama and Jensen, 1983b). The size of
the large firm's bond means the large firm is more likely than the single accredited
auditor to resist a given manager's pressure to not report breaches (i.e., is more likely to
be independent; DeAngelo, 1981b). DeAngelo (1981b) theorizes that larger firms
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perform better audits because they have a greater reputation. Larger firms also have
more resources that enable them to attract more highly skilled employees. Large firms
have many clients. The value of quasi-rents lost if a given client does change auditors is
more likely to be less than the impact of the failure to report a breach on the firm’s brand
name and its audit fees. The most commonly studied factor is audit firm size. Mostly,
researchers have defined large firm as Big 8, Big 6 (in 2003, only Big 4). Results have
shown that larger firms receive larger audit fees than smaller firms. The perception of a
positive association between audit firm size and quality of audited financial statements
has been a subject of concern for some time. While regulators (AICPA 1980) have
maintained that quality of audited financial statements is independent of firm size,
accounting researchers (e.g. DeAngelo, 1981hb) have argued that large accounting firms
produce a higher quality audit than small accounting firms.

Craswell et al. (1995) indicate that Big 6 auditors devote more resources
to staff training and development of industry expertise relative to non-Big 6 auditors.
Because of their size, Big 6 auditors are also more likely to invest in information
technology and employ state of-the-art techniques to detect earnings management than
non-Big 6 auditors. ‘Moreover, relative to non-Big 6 auditors, Big 6 auditors are in better
position to negotiate with clients who might adopt aggressive accounting practices.

Becker et -al. (1998) study the relation between quality of audited
financial statements and earnings management. Earnings management is captured by
discretionary accruals that are estimated using a cross-sectional version of the Jones
1991 -model. * This. study finds that clients of non-Big 6 auditors report discretionary
accruals that are on average 1.5 to 2.1 percent of total assets higher than the
discretionary accruals reported by clients of Big 6 auditors. Also, consistent with
eamings management, they find that the mean and median of the absolute value of
discretionary accruals are greater for firms with non-Big 6 auditors.

Krishnan (2003) finds that clients of Big 6 auditors report lower amounts
of discretionary accruals than clients of non-Big 6 auditors and the association between
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stock returns and discretionary accruals is greater for firms audited by Big 6 auditors
than for firms audited by non-Big 6 auditors. Furthermore, discretionary accruals of
clients of Big 6 auditors have a greater association with future profitability than
discretionary accruals of clients of non-Big 6 auditors. Finally, the stock market
recognizes the superiority of Big 6 auditors over non-Big 6 auditors only for discretionary
accruals. He uses both cross-sectional Jones (1991) Model and the Modified Model.

2. Auditor independence/Client importance

The probability that the auditor report the discovered breach refers to the
auditor's independence from the client (Watts and Zimmerman, 1982, 1986). Reputation
gives auditors incentives to be independent (Benston, 1975h). Based on DeAngelo’s
(1981) Analytical model researchers have generally viewed an auditor's independence
in terms of two competing incentives. DeAngelo (1981) models that, as the economic
bond between the audit firm and client increases, the audit firm's dependence on the
client increases. Non-audit fees can also threaten independence when client use them
as contingent fees (Ashbaugh et al., 2003). Magee and Tseng (1990) note that while
contingent fees are explicitly prohibited by audit standards, clients can create
contingent fees by withholding profitable non-audit services when the auditor does not
allow the client to report its preferred financial condition. The implications of audit and
non-audit services jointly provided by public accounting firms to their clients have been
hotly debated for decades regarding auditor independence. Generally, the joint supply
of the two services can be viewed as either leading to efficiencies.(Simunic, 1984) or
impaired objectivity. (Frankel et al., 2002). - Frankel et ‘al. 2002 has the first academic
study to report a disturbing tendency for auditors to accede to client's demands when
also providing non-audit services (Kwak, 2002).

Several recent studies examine the association between non-audit
service fees and discretionary accruals (e.g., Chung and Kallapur, 2001; Francis and
Ke, 2002; Frankel, Johnson, and Nelson, 2002; Reynolds, Deis, and Francis, 2002). The
ratio of non-audit fees to audit fee (fee ratio) has been proposed as an alternative
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measure of auditor independence. The use of a fee ratio to measure auditor
independence has received support from the U.S. Securities and Exchange
Commission as well as several recent academic studies (Antle et al., 2002; DeFond et
al., 2002; Frankel et al., 2002, Ashbough et al., 2003; Chung and Kallapur, 2003,
Reynolds, Dies, and Francis, 2004). The results in the literature are mixed. Specifically,
this line of research investigates whether companies that report higher levels of non-
audit service fees are more likely to report larger discretionary accruals and meet
analysts’ earnings forecasts. The results from these investigations, however, are
ambiguous. For example, although Frankel, Johnson, and Nelson (2002) find a positive
association between non-audit service fees and the magnitude of discretionary
accruals, Chung and Kallapur (2001) do not find this association. Francis and Ke (2002)
also find that this relation is weakly significant and found only among non-Big 5 auditors.
Similarly, although Frankel, Johnson, and Nelson (2002) find a positive association
between non-audit service fees and managements' propensity to meet analysts
eamings forecasts, Reynolds, Deis, and Francis (2002) fail to find such a relation. Thus,
the evidence on whether non-audit services are associated with increased levels of
eamings management is mixed.

The economic theory of auditor independence (Watts and Zimmerman,
1981; DeAngelo, 1981b) suggests that auditors' incentives to compromise their
independence are related to client importance. Previous studies (Stice, 1991; Lys and
Watts, 1994; Chung and Kallapur, 2003) used the ratio of a client’s total fees to audit firm's
total revenues as a proxy for client importance. Frankel et al. (2002) instead uses the ratio
of client non-audit to total fees as a proxy for client importance. Chung-and Kallapur (2003)
do not'find a significant cross-sectional relationship between the absolute value of
abnormal accruals and any of the client importance ratios. They use several ratios such as
ratio of total client fees (audit and non-audit) to audit firm’s total U.S revenues, and ratio of
non-audit fees from the client to audit firm's total U.S revenues.

Nelson and Tan (2005) summarized that numerous papers have
considered how auditors’ incentives affect their correction decisions, audit opinions, and
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other decisions. Those papers can be viewed as revealing an effect of auditor-client
interaction (Libby and Kinney, 2002; Ng and Tan, 2003). Moreover, several papers have
examined interactions between auditors and other parties, typically with regards to other
parties’ views of auditor independence. For example, Lowe et al. (1999) provide
evidence that bank loan officers, analysts and stockbrokers believe that audit
independence is compromised by auditors providing non-audit services, particularly
when data is elicited using a within-subjects design.

3. Industry expertise/Number of listed companies’ responsibilities

Krishnan (2003) states that one mechanism that might mitigate earnings
management is auditors’ industry expertise. He uses a large sample of clients of Big 6
auditors, and applies absolute discretionary accruals as a common proxy for earnings
management. When Big 6 auditors are partitioned into specialists and non-specialists,
he finds that clients of non-specialist auditors exhibit higher levels of discretionary
accruals than clients of specialist auditors. Clients of non-specialist auditors report
absolute discretionary accruals that are, on average, 1.2 percent of total assets higher
than the discretionary accruals reported by clients of specialist auditors. This finding is
consistent with the notion that specialist auditors mitigate accruals-based earnings
management more than non-specialist auditors and, therefore, influence the quality of
eamings. Proxies for industry expertise are industry market share, and number of listed
and non-listed companies. 'An expertise is defined as any industry where audit firm’s
market share exceed 15 percent. Industry market shares can be collected by audit fees
in each industry.

However, market share is subject to several limitations as a measure of
specialization (Gramling et al., 2001; Krishnan, 2001). For example, it is not clear
whether the advantages of specialization in an industry accrue from auditing a large
number of clients or a few large clients (Francis, Stokes, and Anderson, 1999).
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4, Corporate governance of clients

Financial-reporting problems of companies are often attributable to weak
corporate governance and/or weaknesses in management control philosophy (Beasley,
1996; Beasley et al., 1999). Dechow et al. (1996) note that the likelihood of earnings
manipulation is systematically related to poor governance structures and weaknesses in
management oversight. Beasley (1996) and Beasley et al. (1999) demonstrated the link
between weak corporate governance and financial statement fraud. Beasley (1996)
compared companies where fraud occurred to a matched sample of non-fraud
companies and found that the fraud companies were typified by a lower percentage of
outside members on the board. Qutside directors in the fraud companies held a lower
proportion of the company’'s common stock and had served as directors for a shorter
period of time compared to outside directors in non-fraud companies. The prior
research suggests that there are empirical and theoretical linkages between
management control philosophy, corporate governance, and financial reporting (Hanno
and Agoglia, 1999; Cohen and Honno, 2000). Corporate governance is measured by
the percentage of outside directors. Following Aim-orn Jaikengkit (2003), the outside
directors are defined as board members who do not hold managerial position within the
firm and own not more than 0.5 percent of total shares of the firms.

2.54.1 The hypothesis for firm level factors will be:

Hypothesis1 : Firm level factors are associated
with quality of audited financial
statements.
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2.55 Individual level factors:

Auditors bring to bear on an audit task their individual characteristics (i.e.
knowledge, ability, and personality) and cognitive limitations that leave them susceptible
of judgmental biases (Nelson and Tan 2005). Variables for individual level factors using
the concept of individual level characteristics in the organizational behavior model
(Gordon, 2002) are technical knowledge, number of listed companies’ responsibilities,
and level of ethics. Following are the literature regarding individual level factors.

Technical knowledge, expertise and decision performance

Behavioral research in accounting has identified numerous contexts and
tasks in which auditors' judgments differ (i.e. Bonner and Lewis, 1990; Davis and Weber,
1986; Harper, 1988; Heiman, 1990; Krogstad, Ettenson, and Shanteau, 1984; Moeckel,
1990). In an effort to explain why auditors perform differently in similar circumstances,
many researchers have turned to a cognitive psychology view of expertise. This view,
described by Libby and Luft (1993), proposes that judgment and performance
differences can be partially explained by knowledge differences, and that knowledge
differences are brought about by differing experience and training. A professional’s
knowledge is composed of both knowledge content (including facts, personal
experiences, strategies, skills) and the structure within which those concepts are stored
(Solso, 1991). In this theory, the-way in which knowledge is organized is considered
critical to an understanding of decision processes, learning.abilities, and individual
performance (Choo, 1989). Knowledge structure is-a function of audit experience, and
audit performance is a function of knowledge structure, motivation, and ability (Libby
and Frederick, 1990; Bedard and Graham, 1994; Nelson et al., 1995; Ponemon, 1993).

Various definitions of expertise have been employed by researchers in
accounting (Bedard, 1989; Choo, 1989; Colbert, 1989; Davis and Solomon, 1989; Libby,
1989; Sahanteau, 1989; Libby and Frederick, 1990; Solomon, 1999) and psychologists
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interested in experience and expertise effect. Chi, Glaster and Rees (1982), for
example, representing what has been called the “Cognitive Science” (Bedard, 1989 and
Johnson, 1988) define expertise as “the procession of a large body of knowledge and
procedural skill. It has been reported that, relative to non experts, experts have in
memory better and more complete representations of the task. They encode new
information more efficiently and completely, and they have richer decision strategies as
well as more appropriate mechanisms for appraising such strategies (Johnson, 1988).
A number of auditing studies have examined the role of professional experience in
making audit judgments. Some researchers used students to represent novice or non-
expert auditors (Ashton and Krammer, 1980; Krogstad et al., 1984; Weber, 1980;
Frederick and Libby, 1986; Biggs, Mock, and Watkins, 1988).

Differences in judgment competence between expert versus novice
accountants/auditors  include differences in their decision/judgment consensus,
confidence, cue weightings, consistency, insights and accuracy. Studies of differences
in judgment competence between expert versus novice auditors could be classified by
the two main types of research methodologies that they employed, namely, ANOVA
analysis and protocal analysis. In ANOVA analysis, the researcher constructs a set of
auditing cases that are systematically different from one another. By observing how an
individual auditor's judgment changes from case to case, the researcher is able to
estimate (via inferential statistics) how important certain factors (cues) in the auditing
cases are to that auditor. In protocol analysis, the researcher analyzes verbal protocal
data collected by having auditors think aloud into a tape recorder which performing the
experimental task.© The tape was: transcribed and the protocals' classified into
predetermined categories relevant to the researchers’ hypotheses.

Frederick (1991) demonstrate that experienced auditors have more
knowledge and more organized knowledge of internal controls than do inexperienced
auditors, which allows them to retrieve more controls. Experienced auditors also have
multiple organizations of internal controls (episodic and schematic). However, the
retrieval of experienced auditors can be subject to output interference because of their
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knowledge structures, inexperienced auditors were subject to this interference because
of incomplete knowledge.

Biggs and Mock (1983) show that more experienced auditors acquired
more relevant information than inexperienced auditors and used similar strategies and
heuristics in their information search. Their strategies were also more systematic than
those of the inexperienced auditors and were based on their knowledge of typical
control systems and test design. Finally, experienced auditors were more focused on
gaining an understanding of the entire client situation, whereas inexperienced auditors
made sampling decisions ona control-by-control basis.

Bonner and Lewis (1990) find that, on average, more experienced
auditors outperform less experienced auditors. The same as Bedard and Biggs (1991)
observe that auditors with more manufacturing experience can better identify errors in a
manufacturing client's data than auditors with less manufacturing experience. This is
consistent with the findings of Johnson et al. (1991) that industry experience is
associated with enhanced ability to detect fraud. Wright and Wright (1997) conclude
that significant experience in the retailing industry enhances hypothesis generation in
identifying material errors. Maletta and Wright (1996) observe fundamental difference in
error characteristics and methods of detection across industries. They suggest that
auditors who have a more comprehensive understanding of an industry's characteristics
and trends will be more effective in” auditing than auditors without such industry
knowledge.

Tan ‘and Kao (1999) suggest that ‘task ‘complexity- affects the way
knowledge and problem-solving ability interact with accountability. As the task
becomes more complex (listing financial statement errors associated with an internal
control deviation), accountability will improve performance only when knowledge is high.
For the most complex task, accountability improves performance only when both
knowledge and problem-solving ability are high.
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Individual number of listed companies’ responsibilities

In an audit setting, auditors accumulate expertise by providing audit
services. The more audits an auditor performs, the more expertise he/she will
accumulate, and hence higher quality of the audit. However, it is not clear whether the
advantages of specialization in an industry accrue from auditing a large number of
clients or a few large clients (Francis, Stokes, and Anderson, 1999).

Ethics

Prior literature (i.e. Leming, 1978; Ponemon, 1990, 1992; Ponemon and
Gabhart, 1993; Trevino, 1986; Trevino and Youngblood, 1990) also suggests that
individuals that are more morally developed are less likely to engage in unethical
behavior.  Sweeney and Roberts (1997) found that an auditor's level of ethical
development influences his or her sensitivity to ethical issues present in work-related
ethical dilemmas. Other studies (Ponemon, 1994, Windsor and Ashkanasy, 1995)
suggest that the level of ethical development affects an auditor's resolution to work-
related ethical dilemmas.

According to Ponemon (1990), auditors at lower levels of ethical
reasoning, measured by Defining Issues Test (DIT) (Rest, 1979), are more sensitive to
factors relating to penalty (personal harm) resulting from misconduct when framing as
independence judgment.- Ponemen (1990} also indicates that-auditors at higher ethical
reasoning levels are more sensitive to affiliation (harm to others) when framing ethical
judgments. - In"addition, Ponemon (1992) investigated: if socialization into accounting
firms impacts on auditors’ ethical reasoning skills. Comparison of DIT p-scores from
practicing partners and managers indicates that partners and managers at higher
ethical reasoning levels would be able to better independently frame ethical judgments
separate from clients and other colleagues within the firm. The results also indicate that
auditors at higher ethical reasoning levels have greater sensitivity to ethical conflicts not
well defined by the firm or the profession. An implicit assumption in all studies using the
DIT is that a higher DIT score is better. Shaub (1994) investigated the differences
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between a sample of 207 auditors and a sample of 91 senior auditing students. Results
show that age and education are not significantly associated with level of moral
reasoning for either sample. Higher moral reasoning levels were found for woman,
individuals with higher grade point averages, and individuals who had taken ethics
courses. Ponemon and Gabhart (1990) examined the relationship between auditors’
independence judgments and moral reasoning levels. The sample consisted of 119
audit partners and managers. Each subject completed DIT and 9 case studies invoking
an auditor-independence dilemma. Results show that auditors with lower DIT scores are
more likely to violate independence rules and are more sensitive to penalty factors.

2.5.5.1 The next hypothesis will be:

Hypothesis2 . Individual level factors have an
incremental explanatory power
over firm level factors in affecting
quality of audited financial
statements.
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TABLE 2.1 Conceptual Model of Research

Do individual auditor level factors have an incremental explanatory power
over audit firm level factors in affecting quality of audited financial statements?

Firm level factors
Audit firm factors
1. Audit firm size
2. Clientimportance
3. Number of listed
companies’ responsibilities
Client firm factors
4. Corporate governance

Quality of audited
financial statements

Individual level factors
1. Level of ethics (DIT)
2. Number of listed companies’
responsibilities
3. Technical knowledge/
Expertise




CHAPTER
RESEARCH DESIGN

3.1 Introduction

The main objective of this study is to study the individual and firm level
factors that influence the quality of the audited financial statement. This study adds to
the literature by providing additional evidence about whether individual level factors
have an incremental explanatory power over firm level variables in affecting quality of
audited financial statement. Two stages of analyses are developed (1) study of factors
affecting quality of audited financial statement (2) study of whether individual level
factors have an incremental explanatory power over firm level variables. This chapter
explains the specific research, the details of sample selection procedures and data
sources. Combination of research instruments are used in this study; archival study,
field research and in-depth interview, questionnaires, and experiment,

3.2 Sample Selection

Data is gathered from I-SIMS CD, data publicly available on
www.SEC.or.th, www.SET.or.th, and www.dbd.go.th, news from several newspapers,
SEC news, and annual reports. ~The sample includes all observations that meet the
criteria i.e. being a listed company on the Stock Exchange of Thailand (SET) during
2001-2004, and not being a company in financial institution industry i.e. banking,
finance and securities, and. insurance industry. - The' reason 'is that computing
discretionary accruals for these firms is problematic (Becker et al., 1998). Details are as
follows:
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TABLE 3.1 Number of Firms in the Study
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Listed Companies

Number of Listed Companies

Listed companies on the Stock Exchange of Thailand (SET) 408

as of Jan. 1, 2001

minus Firms in financial institution sector (62)*

Listed companies excluding those in financial institution 346

sector

add  New listed companies during 2002-2004 42

minus Firms audited by Office of the Auditor General (6)
Total listed companies 382

* Industry code 3, 13, and 18 from Table 3.2
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TABLE 3.2

2004 Industry Distribution of Listed Companies

Industry
Agribusiness
Automotive
Banking
Commerce
Companies under Rehabilitation
Communication
Construction Materials
Electrical Products and Computer
Electronic Components
Energy & Utilities
Entertainment and Recreation
Fashion
Finance and Securities
Food and Beverage
Health Care Services
Hotel and Travel Services
Household Goods
Insurance
Machinery-and Equipment
Mining
Packaging
Paper & Printing Materials
Personal Products & Pharmaceuticals
Petrochemicals & Chemicals
Printing and Publishing
Professional Services
Property Development
Transportation & Logistics

Total
19
17
14
11
45
17
34
16
10
17
17
25
21
22
13
11

21

15

14

41
13

450

39
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Thai SEC-approved auditors are used in this study. There are 79 auditors, 48 are from
the Big 4, and 31 are from non-Big 4 (2001-2004). United Auditing PKF is not included
in this study, due to the researcher is working there.

Big 4

Non-Big 4

Company

Deloitte Touche Tohmatsu Jaiyos Co., Ltd.

Ernst & Young Office Limited
KPMG Phoomchai Audit Ltd.

PricewaterhouseCoopers ABAS Limited

AM.T. & Associates

ANS Audit Co., Ltd.

AST Master Co., Ltd,

BDO Richfield Co., Ltd.
Bunchikij Co., Ltd.

C&A Accounting Firm
Chamras CPA

Dharmniti Auditing Co., Ltd.
Grant Thornton

. Office of DIA International Auditing
. Karin-Audit Company: Limited

. M.R. & ASSOCIATES CO., LTD.

. Office of Pitisevi

. RSM Nelson Wheeler Audit Limited
. S.K. Accountant Service Co., Ltd.

. SP Audit Company Limited

. Thammakarn Accounting Office

Dr. Virach and Associates

. United Auditing PKF Company Limited

Total Thai SEC approved auditors

8

12
15
13

R O P WO O O PO PPN DD O D

Total number of auditors

48
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3.3 Research Methodology

3.3.1 The Measurement and Definition of Variables

The following variables measurement includes the factors affecting
quality of audited financial statements which can be divided into firm level and individual
level.

Variables measurement
3.3.1.1 Firm level variables
1. Audit firm size

Dummy variable indicates auditor size, equal to 0 if auditor is
non-Big 4 and 1 if auditor is Big 4 firm.

2. Client importance

The ratio of non-audit fees to audit fees has been proposed as an
alternative measure of client importance (DeFond et al., 2002; Frankel et al., 2002,
Ashbaugh et al., 2003; Chung and Kallapur, 2003; Reynolds, Dies, and Francis, 2004).
This study collects non-audit fee from the annual report which is required by Thai SEC to
be disclosed, starting from 2004 year-end financial statements onwards.

3. Industry Expertise/Number of listed companies’ responsibilities

This-study-uses engagement-partners who have, on average, 27
years of auditing experience (max = 43, min = 15), which can be considered very high
expertise. However, it is not clear whether the advantages of specializing in an industry
accrue from auditing a large number of clients or a few large clients (Francis, Stokes
and Anderson, 1999). This study believes that high number of listed companies’
responsibilities should affect audit quality, therefore this variable is added to the model.
Number of listed companies’ responsibilities can be collected from website of SET, SEC,
and Department of Business Development.
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4. Corporate governance of clients

Percentage of outside board members is used as a proxy for
corporate governance in this study.

Control Variables

This study draws control variables from previous research that identifies
several additional factors that may influence the magnitude of discretionary accruals,
including operating cash flow, company size (log total asset), absolute value of total
accruals, and leverage (Francis, Maydew, and Sparks, 1996; Becker et al., 1998).
Operating cash flow, defined as cash flow from operations is scaled by lagged total
assets because they have been shown to vary inversely with discretionary accruals
(Dechow, Sloan and Sweeney, 1995; Becker et al., 1998; Johnson et al., 2002,
Reynolds, Deis, and Francis, 2004). Leverage may also be associated with
discretionary accruals. ‘High leverage has been found to be associated with closeness
to the violation of debt covenants (Press and Weintrop, 1990); and debt covenant
violation has been found to be associated with discretionary accrual choice (DeFond
and Jiambalvo, 1994). This study includes the absolute value of total accruals in the
model to control for performance characteristics, which may also impact the level of
discretionary accruals (Frankel et al., 2002; Reynolds, Deis, and Francis, 2004).
Company size is measured-as log-of total assets and may be correlated with operating
characteristics. that cause large. companies to have systematically smaller accruals,
even though accruals are scaled by lagged total assets (Reynolds and Francis, 2000).

Dependent Variable
Quality of audited financial statement

Previous literature in earnings management use discretionary accruals
as a proxy for quality of audited financial statement (i.e. Healy, 1985; Bowen et al., 1987,
Jones, 1991; Healy and Palepu, 1993; Dechow, 1994; Dechow et al., 1995; Dye and
Verrechia, 1995; Dechow, Sloan, Sweeney, 1995; Becker et al., 1998; Collins and Hribar,
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1991; Johnson et al., 2002; Francis et al., 2002; Krishnan, 2003; Ashbaugh et al., 2003;
Reynolds, Dies and Francis, 2004). The audited financial statement is the outcome of a
negotiation process between the auditor and the client (e.g. Antle and Nalebuff, 1991).
Higher quality of audited financial statements should present lower discretionary
accruals. This study will follow this and use cross-sectional Modified Jones Model to
estimate discretionary accruals. Dechow, Sloan, and Sweeney (1995) concluded that a
Modified Jones Model exhibits the highest power in detecting earnings management.
Measurement for this variable is as follows:;

The role of accruals

The role of accruals in ariving at summarized measure of firm
performance is an important question in accounting research. Accruals, on average,
have incremental information content above cash flows (Bowen, Burghstahler, and
Daley, 1987). Accrual earnings is regarded as a superior measure of firm performance
than cash flows because it mitigates timing and mismatching problems inherent in
measuring cash flows over short intervals (Dechow, 1994). However, because of the
flexibility accorded under the Generally Accepted Accounting Principles (GAAP),
accrual accounting is subject to managerial discretion. Managerial discretion could
enhance earnings’ informativeness by allowing communication of private information
(Watts and Zimmerman, 1986; Holthausen, 1990; Healy and Palepu, 1993). However,
misalignment of managers’ and shareholder's incentives could-induce managers to use
the flexibility provided by GAAP to manage income opportunistically, and creating
distortion in the reported earnings (Watts ‘and Zimmerman, 1986; Healy and Palepu,
1993).

Accrual-based earnings are more informative to investors than operating
cash flows (Dechow, 1994; Subramanyam, 1996). However, accrual-based earnings
are also inherently more uncertain than cash flows for two reasons. First, accrual-based
eamings involve managerial discretion and incentives exist for opportunistic behavior
with respect to accounting policies (Dye and Verrechia, 1995; Holthausen, Larker, and
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Sloan, 1995; Dechow, Sloan, and Sweeney, 1995). Second, accruals require managers
to subjectively estimate future outcome that, by definition, cannot be objectively verified
by auditors prior to occurrence, such as bad debt and loan loss reserves, depreciation
and amortization estimations (expected lives and residual values), warranties, pension
costs, leases, contingent liabilities, adjustments of inventories and fixed assets because
of asset impairment. Dechow et al. (1995) evaluate alternative accrual-based models
for detecting eamnings management. The evaluation compares the specification and
power of commonly used test statistics across the measures of discretionary accruals
generated by the models. Dechow et al. concluded in the paper that a modified version
of the model developed by Jones (1991) exhibits the highest power in detecting
eamings management.

The accrual component of earnings is computed using information from
the balance sheet and income statement, as commonly found in the eamings
management literature (Healy 1985, Jones 1991, Dechow et al. 1995; Sloan 1996) for
calculating discretionary accruals. Following previous research this study employs the
Modified Jones Model.

The proxy for quality of audited financial Statement report quality is
discretionary accruals, which is estimated from the cross-sectional Modified Jones
Model. The error term from that model represents discretionary accruals. The main
model estimating discretionary accruals are as follows:

TAA,. = 0(1[1] +oc2[ AREV-AREC] +0(3[ PPE] te
At-l At-l At-l
Where
TA = total accruals which come from income before
extraordinary items minus operating cash flow **
AREV, = revenues in year tless revenues in year t-1
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gross property plant and equipment in year t

total assets at t-1; and

firm specific parameters

net receivables in year t less net receivables in year t-1

error term for sample firm

* QOperating cash flow is cash flow from operations scaled by lagged total assets
(Becker et al., 1998; Johnson et al., 2002).

The first hypothesis is whether firm level factors are associated with
quality of audited financial statement. As mentioned earlier, SEC requested listed
companies to disclose the non-audit fee from 2004 onwards. The research model to test
the association between firm level factors and quality of audited financial statements as

detailed below:

ABSDA = B, +p,SIZE + B,CLIENT + ,OUTSIDER + g, LISTED
+ Bs LOG Asset + g, OCF/at-1 + g; ABSTA/at-1
+ B LEVERAGE + € (1)
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Variables Proxied by Symbol Expected sign
Dependent variable
Absolute value of discretionary | Absolute value of error term from cross- ABSDA
accruals sectional Modified Jones Model

Independent variables (Firm level)

Size Big 4 and non-Big 4 SIZE
Dummy variable indicating

1=Big 4,0 = non-Big 4

Client importance Non audit fee/audit fee ratio CLIENT +

Corporate governance of Percentage of outsiders on the board OUTSIDER

clients

No. of listed companies Total listed companies of each audit LISTED +
firm

Control variables

LOG asset Log of total assets LOGASSET

Operating cash flow Cash Flow from Operating scaled by OCF/at-1
lagged total assets

Absolute value of total accruals | Absolute value of total accruals scaled ABS TA/at-1
by lagged total assets

LEVERAGE Total liabilities/Total assets LEVERAGE
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3.3.1.2 Individual Level Factors

The sample in this study are auditors who performed audit for
listed companies on the Stock Exchange of Thailand (SET) during 2001-2004 and who
still work as auditors at present (2006). The total sample are 77 auditors, 29 from non-
Big 4 firms, and 48 from Big 4 firms. A letter was sent to each auditor to ask for an
interview appointment. At the meeting, auditor was requested to analyze a case. Some
questions were asked thereafter. DIT questionnaires were explained. Each auditor was
asked to return DIT questionnaires.

Independent variables measurement

Technical knowledge

One case with three situations is designed for SEC approved auditor.
The designed case includes the situations that require judgment about audit opinion.
The situations consist of allowance for doubtful debt, impairment of asset and going
concern issues. The selected situations are developed based on the interview with SEC
officers, i.e. the situations on which auditors usually give different opinions. We found
that those situations are allowance, uncertainties and estimation issues. The case is
designed by an experienced lecturer at Chulalongkorn University and reviewed by
another audit expert lecturer at Chulalongkorn University.  Both have working
experience with the Big 4 firms. - Scores are weighted by 2 experts. Pilot test was done
by 5 senior managers to check whether they can understand and answer the case, and
the average time they spent for those cases.

Individual number of listed companies’ responsibilities

Data is gathered from an interview with each auditor, together with
websites of SET and SEC.

DIT (Defining Issues Test)
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Measures of Moral Reasoning

Since the introduction of Kohlberg's (1969) theory, researchers have
sought to construct a reliable psychometric instrument to assess an individual's level of
moral reasoning (Colby and Kohlberg, 1987; Rest 1979a). Rest (1979b) developed the
Defining Issues Test (DIT), a self-administered multiple choice questionnaire that
provides an objective measure of ethical reasoning in terms of a distribution of ethical
capacities (instead of a single-stage score). The short version of the DIT consisted of
these three stories: Heinz, Prisoner, and Newspaper (Rest, 1986). These scenarios deal
with a different ethical dilemma (i.e. theft, withholding of information from authorities, and
freedom of speech). In response to each conflict, subjects are asked to select and
rank-order the issues they think have the most relevance to the settlement of the
presented dilemma.

This study uses the short version of DIT, Heinz, Prisoner, and Newspaper
(Rest, 1986), with Thai translation. Pilot study was conducted among 20 respondents
(managers and senior managers) o check whether they can understand the cases and
how much time they take to complete the 3 cases. Validity and inconsistency check
were performed for those 20 respondents. There are 3 invalid samples (M score of
more than 4). Reliability check for the pilot study shows Cronbach's Alpha equals
0.7428. The average time to complete the 3 cases is approximately 30 minutes.

Scoring the DIT

This paper scores DIT by hand, simply by following the direction giving
in Rest (1986)'s manual. Rest (1986) stated that pre-doctoral students may use the DIT
with the hand scoring procedures outlined in the manual. The DIT P (principled) score
comes from adding the points together from stage 5A, 5B and 6. The DIT P score has
been proven to be an objective measure with very high statistical reliability and validity
scores (Rest, 1986). An implicit assumption in all studies using DIT is that a higher DIT
score is hetter.
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Internal Checks on Subject Reliability of DIT Questionnaire

There are two checks on the reliability of each subject's questionnaire.
One check is the “M" score. Rest (1986) stated that M items were written to sound lofty
and pretentious but did not mean anything. These items do not represent any stage of
thinking but rather represent a subject's tendency to endorse statement for their
pretentiousness. For the short form questionnaire, if a subject's raw M score is greater
than 4, then the questionnaire is invalidated.

The second check on subject reliability is the Consistency Check. This
involves a comparison of a subject’s rating (done at the upper left hand side of the
page) with a subject’s ranking (the four items listed at the bottom of the page in order of
decreasing importance). - If a subject ranks an item 1% then his ratings for that item
should have no higher items (although other items may tie in rating). If a subject ranks
an item 2" then his rating for that item should have no higher items except the item
ranking at 1%, Although a little inconsistency might be tolerated, according to the rule of
thumb, a protocol must be discarded if two stories have more than 9 items rated the
same.

There are three parts to the Consistency Check. Failing of any one part
will invalidate a questionnaire. Part 1 is that no story shall have more than 8
inconsistencies on any single story (in other words, 9 or more would throw it out). Part 2
is that there can be no more thantwo stories in which there @re any inconsistencies.
Part 3 is that no more than one story can have more than 9 items rated the same. If two
stories have 10 or-more items rated the same, then the questionnaire is invalidated. For
the short form questionnaire, Rest (1986) suggested to eliminate questionnaires that
have a raw M score of more than 4, or have any story with more than 8 inconsistencies,
or have three stories with any inconsistencies at all, or if two stories have more than 9
items rated the same. It is noted that while the short form saves more time, the basic
reliability of scores is lower.
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This study further adds individual level factors which are DIT, total listed
companies’ responsibilities of each auditor, and technical knowledge on Model 1 to find
out whether individual level factors have an incremental explanatory power over firm
level factors in affecting quality of audited financial statements. The research model is

shown below:
ABSDA = B, +B,SIZE + 8, CLIENT + ,OUTSIDER + B, LISTED
+ B:LOG ASSET + 8, OCF/at-1 + p, ABSTA/at-1 + g, LEVERAGE
+ B, DIT (HIL) + By LISTED-IN + B, TECHKW 2
Variables Proxied by Symbol Expected sign

Dependent variable
Absolute value of discretionary | Absolute value of error term from cross- ABSDA
accruals sectional Modified Jones Model
Independent variables
Size Big 4 and non-Big 4 SIZE

Dummy variable indicating

1=Big4,0=non-Big 4
Client important Non audit fee/audit fee ratio CLIENT +
Corporate governance of Percentage of outsiders on the board OUTSIDER
clients
No. of listed companies Total listed companies of each audit firm LISTED +
Ethical level Dummy variable; DIT (HIL)

1=high, 0= low
Individual no. of listed Total listed companies of each auditor LISTED-IN +
companies
Technical knowledge LOG case scores, the scores are derived TECHKW

by designed cases that have been done

by each auditor. The scores are

weighted by two experts
Control variables
LOG asset Log of total assets LOGASSET
Operating cash flow Cash Flow from Operating scaled by OCFat-1

lagged total assets
Absolute value of total accruals | Absolute value of total accruals scaled by |  ABS TA/at-1

lagged total assets
LEVERAGE Total liabilities /Total assets LEVERAGE




CHAPTER 1v
EMPIRICAL RESULTS

4.1 Sample Characteristics

The sample consisted of listed companies on the Stock Exchange of
Thailand (SET) during 2001-2004. The number of firms listed on the SET was 408 firms
as of January 1, 2001. As discussed in Chapter 3, the sample does not include 62 firms
in the financial institution sector, which are banking, finance and securities, and
insurance industries. - The number of firms listed on the SET excluding the financial
institution sectors totaled 346 firms. This study also excludes firms that have been
audited by Office of the Auditor General. The newly-listed companies during 2003-2004
amounted to 42 firms. This study uses data over the 4 years period. Therefore, total
number of samples is 1357 firms which can be categorized by industry distribution as
shown in TABLE 4.1. Some firms did not submit the financial report to the Stock
Exchange of Thailand (SET), causing some missing data. Numbers of samples are
shown in TABLE 4.2.
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Industry

Agribusiness

Automotive

Commerce

Companies under Rehabilitation
Communication

Construction Materials
Electrical Products and Computer
Electronic Components

Energy & Utilities

Entertainment and Recreation
Fashion

Food and Beverage

Health Care Services

Hotel and Travel Services
Household Goods

Machinery and Equipment
Mining

Packaging

Paper & Printing Materials
Personal Products & Pharmaceuticals
Petrochemicals & Chemicals
Printing and Publishing
Professional Services

Property Development
Transportation & Logistics

52

Big 4 Non - Big 4
Total Number of Number of
Observations Observations

172 48 24

52 3 19

42 26 16
172 74 98

56 53 3

105 55 50

51 42 9

34 28 6

43 34 9

52 30 22
100 51 49

82 74 8

48 24 24

42 38 4

32 26 6

8 5 3

4 4

54 23 3l

9 1

14 8

51 38 13

34 12 22

14 5 9

144 97 47

42 30 12
1,357 864 493




TABLE 4.2 Firm Level Factors Characteristics and Numbers of Samples
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Listed Companies

Firm variable factors
Model 1
Number of sample 2001-2004

Firm listed in SET 1,357
minus Missing value (do not submit the financial statement,

and some firms do not have non-audit fee data) (1,089)
Total numbers of samples 268

4.2 Results of Data Analysis

4.2.1 The Association between Firm level Factors and Quality of Audited

Financial Statements.

TABLE 4.3 Descriptive Statistics - Firm Level Factors

Model 1 (N=268)

Mean Std. Deviation
ABSDA 0.365 1.264
SIZE 0.68 0.466
CLIENT 0.705 2.652
OUTSIDER 0.376 0.116
LISTED 53.77 42,552
LOG ASSET 3.672 0.618
OCF/at-1 0.101 0.129
ABSTA/at-1 0.118 0.342
LEVERAGE 0.612 0.777
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This first hypothesis is whether firm level factors are associated with
quality of audited financial statement. The result from TABLE 4.4 shows that size, client
importance, percentage of outsiders on the board, and number of listed companies’
responsibilities are associated with quality of audited financial statement. Client
importance, and size show negative relation with discretionary accruals, while
percentage of outsiders on the board, and number of listed companies’ responsibilities
have positive relation with absolute value of discretionary accruals.

ABSDA =, +B,SIZE + 3, CLIENT + B, OUTSIDER + 3, LISTED + B, LOG Asset + B, OCFlat-1
+ B, ABSTA/at-1 + B,LEVERAGE + € 1)

TABLE 4.4 Regression to Test the Association between Firm level Factors and Quality
of Audited Financial Statements

Variable Coefficient Estimate t-statistics © pvalue
Intercept -0.113 -2.017 0.045
SIZE -0.024 -3.000 0.003*
CLIENT -0.024 -4,047 0.000**
OUTSIDER 0.014 2478 0.014%
LISTED 0.024 3133 0.002**
LOG ASSET 0.005 0.737 0.462
OCF/at-1 -0.012 -2.105 0.036
ABS TA/at-1 0.995 167.302 0.000
LEVERAGE -0.024 -4,066 0.000

F-statistic 3798.023 (0,000)"
Ad;. R-square 0.991




“The sample consists of 268 firm-years during 2001-2004.
"The variables are defined as follows.

ABSDA = Absolute value of discretionary accruals
SIZE = 1=Big4, 0 =non-Big4
CLIENT = Client importance derived by non-audit fee to audit fee ratio

OUTSIDER Percentage of outsiders on the board
LISTED = Total listed companies of each audit firm
LOG ASSET = Log of total assets

OCFlat-1 = Cash flow from operating scaled by lagged total assets

ABS TA/at-1 = Absolute value of total accruals scaled by lagged total assets
LEVERAGE = Total liabilities devided by total assets

€ = error term

“t-statistics and pvalue ; -~ * significance at 0.01 £ o« £ 0.05 and

** significance at o« < 0.01 level
“The number in the parenthesis is p value of F-statistics
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42.2 Indvidual Level Factors and Quality of Audited Financial

Sample Characteristics

The auditors in this study are those who audited listed companies on the
Stock Exchange of Thailand (SET) during 2001-2004 and still work as auditors at present
(2006). Details are shown in TABLE 4.5:

TABLE 4.5 Number of Samples

Auditors

Company

Number of sample
2001-2004

Big 4

Non-Big 4

Deloitte Touche Tohmatsu Jaiyos Co., Ltd.
Ernst & Young Office Limited

KPMG Phoomehai Audit Ltd.
PricewaterhouseCoopers ABAS Limited

1. AMT. &Associates
2. ANS Audit Co., Ltd.
3. AST Master Co., Ltd.
4. BDO Richfield Co., Ltd.
5. Bunchikij Co,; Ltd
6. C&A Accounting Firm

7. Chamras CPA

8. Dharmniti Auditing Co., Ltd.

9. Grant Thornton

10. Office of DIA International Auditing
11. Karin Audit Company Limited

12. MR. & ASSOCIATES CO., LTD.
13. Office of Pitisevi

14. RSM Nelson Wheeler Audit Limited
15. S.K. Accountant Service Co., Ltd.
16. SP Audit Company Limited

17. Thammakarn Accounting Office
18. Dr. Virach and Associates

Total Thai SEC approved auditors

8
12
15
13
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Among 77 auditors, 31 auditors accepted to give an interview and the
appointment was made during September-October 2006. 15 auditors gave feedback
through their secretaries, saying that the interview was inconvenient for them. The
remaining 25 auditors had no response. Meeting was arranged for each auditor in a
meeting room of their offices. They were asked to analyze the case. On average, the
auditors finished the case within 15 minutes (max 40 mins and min 5 mins). There were
6 auditors who did not do the case face-to-face due to their busy schedule. The case
was sent to them and the finished case together with the time spent was returned later.
The average age of participants is 50 years (max = 72, min = 38). The sample
respondents report that they have, on overage, 27 years of auditing experience
(max =43, min = 15).

DIT scores

3 stories DIT are used because the pilot study shows the average time is
30 minutes, and the partners are always very busy. 31 auditors who accepted the
interview were asked to complete and return the DIT questionnaires. Instructions were
explained to them. All auditors sent back the questionnaires. The average time they
spent for DIT is 22 mins (max 75 mins and min 10 mins). 6 auditors willing to fill in the
questionnaires without interview also returned the questionnaires. The questionnaires
were sent to other auditors by mail in September 2006 and resent in October 2006.
However, there was no response.

DIT questionnaires are scored using the guideline from Rest 1986's
manual as mentioned in Chapter- 3. Reliability and validitycheck was made. Invalid
questionnaires i.e. 6 samples were excluded. Cronbach’s Alpha for DIT questionnaires
i5 0.6229 for 31 respondents.

The result shows that SEX has significant and positive association with
DIT score. That means females have higher DIT score than males, while education, age
and experience have no relation with DIT. This result is consistent with prior findings of
Shaub (1994) who stated that higher moral reasoning levels were found in women.
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Results showed that age and education are not significantly associated with level of
moral reasoning.

Interview

Questions were asked regarding their experience, ages, number of client
responsibilities, education and client importance in their point of views. The results are
as follows;

Big 4 Firms: Their client importance depends on these following factors:
audit fee, referred work from overseas (global account), big client, client with high risk,
relationship with client, and client that has impact on the country. Their firms have
quality control system. Client assessment is performed on a yearly basis to consider
whether they will continue to audit that client. Personnel development is provided
continuously through quarterly knowledge update in which all staff in the firm have to
participate. Systematic quality control for each job is in place. Some firms assign job
responsibility based on industrial type. Technical team is required to provide review for
all listed companies. Quality assurance team comes from abroad to review quality of
works. The management team supervises staff training to ensure adequacy.

Non-Big 4 firms: Their client importance depends on the following
factors: client in big group, risk, management team of client, relationship with client and
accounting system of client. Non-big 4 firms always have problems of high turnover of
staff, and client’s negotiation on audit fee. There is quality control system for each audit
partner and manager-within the team. Most of these firms do not conduct any technical
review.. They always consult outside audit expert once they cannot make decision on
difficult situation.
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This study further adds DIT, total listed companies’ responsibilities of
each auditor, and technical knowledge variables in the regression model 1 to find out
whether individual level factors have an incremental explanatory power over firm level
variables in affecting quality of audited financial statements. The result shows in TABLE

4.6 below:

ABSDA = P, +B,SIZE + B,CLIENT + 3, OUTSIDER + B, LISTED + B, LOG ASSET + B, OCF/at-L
+ B, ABS TA/at-L + B, LEVERAGE + B, DIT (HIL) + B,, LISTED-IN + B, TECHKW  (2)°

TABLE 4.6 Regression to Test the Association between Individual Level Factors and
Quality of Audited Financial Statements

Variable Coefficient Estimate t-statistics © pvalue
Intercept -0.001 -0.094 0.925
SIZE -0.024 -1.790 0.076
CLIENT -0.023 -4.129 0.000**
OUTSIDER 0.011 1741 0.085
LISTED 0.024 1721 0.088
LOG ASSET -0.010 -1.606 0.111
OCF/at-1 0.001 0.095 0.924
ABS TA/at-1 0.997 163.319 0.000
LEVERAGE -0.020 -3.332 0.001
DIT (HIL) 0.013 1.841 0.069*
LISTED-IN 0.009 0.878 0.382
TECHKW -0.001 -0.107 0.915

F-statistic 3112.376.(0.000)"
Ad. R-square 0.997
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“The sample consists of 31 auditors 114 firm-years during 2001-2004.
"The variables are defined as follows.

ABSDA = Absolute value of discretionary accruals

SIZE = 1=Big4, 0 =non-Big4

CLIENT = Client importance derived by non-audit fee to audit fee ratio

OUTSIDER = Percentage of outsiders on the board

LISTED = Total listed companies of each audit firm

LOG ASSET = Log of total assets

OCF/at-1 = Cash flow from operating scaled by lagged total assets

ABS TA/at-1 = Absolute value of total accruals scaled by lagged total assets

LEVERAGE = Total liabilities devided by total assets

DIT (HIL) = Dummy variable; 1 = highDIT, 0 = low DIT

LISTED-IN = Total listed companies of each auditor

TECHKW = LOG case scores, the scores are derived by designed cases that
have been done by each auditor. The scores are weighted by two
experts

& = error term

“t-statistics and p value ; * significance at0.01 £ o £0.05
* significance at o« < 0.01 level

Since the dependent variable is the same in model 1 and model 2, and
model 1 is nested model of model 2, the result from TABLE 4.4 and TABLE 4.6 stated
that when adding-individual level factors to the model, the adjusted R square increase
from 0.991 (model 1) to 0.997 (model 2). The result indicates that individual level factors
have an incremental explanatory power over firm level factors (Dechow 1994; Bartov et
al., 2001; Kerstein and Kim, 1995).

The result from TABLE 4.6 indicates that higher DIT will create lower
quality which is not consistent with several literatures (i.e. Leming, 1978; Ponemon,
1990, 1992; Ponemon and Gabhart, 1993; Trevino, 1986; Trevino and Youngblood,
1990). The reason may be because sample size is too small, data for non-audit fee is
not much. There are some high correlation between variables i.e., size and technical
knowledge (0.732), listed and size (0.855), and listed and technical knowledge (0.752).
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Therefore, alternative measurement for individual client importance, and technical
knowledge (individual industry expertise) variables are developed. Client importance is
also measured by the ratio of a client's total fee to audit firm's total revenues (Stice,
1991; Lys and Watts, 1994; Chung and Kallapur, 2003). This study measures individual
client importance by each client's total fee to total individual auditor listed companies’
revenues. Individual industry expertise can be collected by individual auditor's audit fee
in each industry that exceed 15 percent of total audit fee in each industry (Krishnan,
2003). The association between individual level factors and quality of audited financial
statements are shown in TABLE 4.7

ABSDA = Py B,SIZE+ B,EXPERT-IN + B,CLIENT-IN (HiL) + B,DIT (HIL)
+ BgCLIENT-IN (HIL)* DIT (HIL) + B, LOG ASSET + B, OCF/at-1

+ B, ABS TA/at-1+ [, LEVERAGE + € (3

TABLE 4.7 Regression to Test the Association between Individual Level Factors and
Quality of Audited Financial Statements

Variable Coefficient Estimate t-statistics © pvalue
Intercept 0.146 4747 0.000
SIZE -0.037 -2.463 0.014*
EXPERT-IN 0.020 1.317 0.169
CLIENT-IN (HIL) -0.040 2,171 0.030
DIT (HIL) -0.036 -2.194 0.029*
CLIENT-IN (H/L)* DIT (HIL) 0.028 1.400 0.162
LOG ASSET -0.051 -3.553 0.000
OCF/at-1 -0.031 -2.214 0.023
ABS TA/at-1 0.932 60.176 0.000
LEVERAGE 0.033 2117 0.030

F-statistic 594.921 (0.000)"
Ad;. R-square 0.921
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“The sample consists of 31 auditors 458 firm-years during 2001-2004.
"The variables are defined as follows.

ABSDA = Absolute value of discretionary accruals
SIZE = 1=Big4, 0=non-Big4
EXPERT-IN = Proxied for individual industry expertise can be collected by

individual auditor's audit fee in each industry that exceed 15
percent of total audit fee in each industry as stated by Krishnan
(2003); 1 = expertise, 0 = non-expertise

This study uses only listed companies in each industry

Client importance individual is derived by each client's total fee to
total individual auditor listed companies' revenues;

1 = high client importance, 0 = low client importance

CLIENT-IN (HIL)

DIT (HIL) = Dummy variable; 1 = highDIT, 0 = low DIT

LOG ASSET = Log of total assets

OCF/at-1 = (Cash flow from operating scaled by lagged total assets

ABS TA/at-1 = Absolute value of total accruals scaled by lagged total assets
LEVERAGE = Total liabilities devided by total assets

& = error term

“t-statistics and p value ;  * significance at0.01 £ o« £0.05
* significance at o < 0.01

The results from TABLE 4.7 states that size, client importance individual,
and DIT have negative relationship-with-absolute value-of-discretionary accruals. This
means higher DIT score will create higher quality as supported by several literatures
stating- that individuals: who are more morally: developed are less likely to engage in
unethical behavior (i.e. Leming, 1978; Ponemon, 1990, 1992; Ponemon and Gabhart,
1993; Trevino, 1986; Trevino and Youngblood, 1990). As summarized by Nelson and
Ton (2005), auditor-client interactions are fundamental of preserving audit quality.
Further study about univariate analysis of variance, and test of between-subjects effects
are shown in TABLE 4.8



TABLE 4.8 Test of Between-Subjects Effects; Individual Level Factors

Between-Subjects Factors

DIT ,

Client importance High Low Total
High 63 83 146

Low 128 184 312

Total 191 267 458

Dependent Variables: ABS Discretionary accruals

Low DIT F statistic Sig.
Corrected Model 645.839 0.000°
Intercept 41710 0.030
SIZE 3.394 0.067
EXPERT-IN 0.654 0.419
LOG ASSET 4.140 0.043
OCF/at-1 0.371 0.543
ABS TA/at-1 2698.459 0.000
LEVERAGE 5.640 0.018
CLIENT (IN HIL) 4,062 0.045*
High DIT F statistic Sig.
Corrected Model 143.222 0.000°
Intercept 1.436 0.007
SIZE 4122 0.044
EXPERT-IN 1.921 0.167
LOG ASSET 2.857 0.093
OCF/at-1 22.111 0.000
ABS TA/at-1 831.673 0.000
LEVERAGE 0.955 0.330
CLIENT (IN-HIL) 0.066 0.797

% R Square = 0.946 (Adjusted R Square = 0.944)
" R Square = 0.846 (Adjusted R Square = 0.840)

*significance at 0.L £ o £0.05
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“The variables are defined as follows.
SIZE = 1=Big4, 0 =non-Big4

EXPERT-IN = Individual industry expertise; 1 = expertise, 0 = non-expertise
LOG ASSET = Log of total assets

OCF/at-1 = Cash flow from operating scaled by lagged total assets

ABS TA/at-1 = Absolute value of total accruals scaled by lagged total assets
LEVERAGE = Total liabilities devided by total assets

CLIENT (HIL) = Individual client importance; 1 = high client importance

0 = low client importance

The results from the test of between-subjects effects in TABLE 4.8
indicate that client importance will affect quality of audited financial statements (absolute
value of discretionary accruals) only when DIT is low. When DIT is high, client
importance has no significant impact on quality of audited financial statement.



CHAPTER v
CONCLUSIONS AND IMPLICATIONS

5.1 Summary of the Study

The objective of this research is to investigate the incremental
explanatory power of individual auditor's judgment over audit firm level factors on quality
of audited financial statements of companies listed on the Stock Exchange of Thailand
during 2001-2004. As summarized by Nelson and Tan (2005), auditor-client interactions
are fundamental of preserving audit quality. These interactions include negotiations
over changes in the financial statements necessary for the auditor to provide an
unqualified opinion. Previous studies examined single relationship between individual
factors and quality of auditor judgment or between firm level factors and quality of
audited financial statements. This study uses the engagement partners who really
perform the audit and are responsible for the auditor's report of listed companies on the
Stock Exchange of Thailand.

5.2 Conclusions

From the empirical result, it can be summarized that individual auditor's
judgment has an incremental explanatory power over audit firm level factors in affecting
quality of audited financial statement, especially ethics, moral reasoning and auditor-
client interactions. This result supports Thai government's declaration on ethics,
morality and good governance as national agenda items in December 2006. One of the
reasons why Thailand has to slow down and revisit country's strategic position is
because the society needs to improve better performance in ethics, morality and good
governance. Greater independence and high ethics will lead to good governance.
Moreover, the result supports that high number of listed companies’ responsibilities wil
create lower quality (Francis, Stokes and Anderson, 1999).
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5.3 Limitations

There are a number of limitations of this research. First, some data in the
financial statements were missing. For example, some firms do not submit the financial
statements to the Stock Exchange of Thailand (SET). As disclosure of non-audit fee
data started in 2004, same non-audit fee ratio of the year 2004 was used for the data
period of this study 2001-2004. Second, only 37 auditors out of 77 auditors accepted to
do the case and DIT questionnaires. Among these 37 auditors, 31 auditors gave an
interview and did the case face-to-face, while 6 auditors preferred to later send back the
questionnaires and case. Further study with larger sample size should be done. The
third limitation in this study:is the hand scaring of DIT. According to the DIT manual
(Rest, 1986), pre-doctoral students may use the DIT using hand scoring as outlined in
the manual. The result however may not be totally consistent with that using computer-
based scoring. Finally, the case is designed and scored by two experts. Reliability and
validity may thus be questionable,

5.4 Suggestions for Future Research

The suggestion for further research is to study the association between
ethics, client importance and audit quality with larger sample size. The study on how to
measure ethics with other instrument is another interesting area. Other proxies for client
importance should be explored.—Finally, other proxies for audit quality apart from
absolute value of discretionary accruals should be determined.

55 Implementation

From the results of this study, the conclusion as mentioned in 5.2 shows
the incremental explanatory power of individual auditor's judgment over audit firm level
factors in affecting quality of audited financial statements. The implementation of this
study would be as follow.
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1) With the literature on quality of audited financial statements, this study
adds evidence to confirm that individual level factors have an incremental explanatory
power in affecting quality of audited financial statements. The previous studies had
examined single relationship between individual factors and quality of auditor judgment
or between firm level factors and quality of audited financial statements.

2) With the regulators, the results show that firm level factors have
influences to the quality of audited financial statements. Those variables include audit
firm size, number of listed companies responsibilities and auditor-client relationship.
The client-auditor relationship could confirm the need to rotate auditors when they
perform audit to the same clients for a long period of time. This study does not illustrate
whether 5-year rotation as regulated by the SEC is suitable. Also, this study does not
provide evidence on whether the rotation of auditors within firm or between firms could
make different quality of audited financial statements. In addition to the firm level
factors, individual factors such as ethics and good corporate governance should be
emphasized and promote best practice to enhance higher quality of audited financial
statements.

3) With the users of financial statements, the users of financial
statements should learn from this study that the auditor's related factors; both individual
and firm level factors would.imply to the quality of audited financial statements. They
can take into consideration as primary cautious when they ‘use the audited financial
statements for decision making. Also, this study urges the investors to understand and
separate the auditor's respansibility and management's responsibility. Also, encourage
the investors to use auditor's report as a tool for decision making.
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APPENDIX A : The Test of Assumptions of Regression Model

Model check

o All the model are checked for influential outlier by Cook's Distance (Di) from
the decision rule that if the value of Diis 0.8 < Di < 1.0 then consider that observation
is an influential observation. No influential outlier is found among all 3 models.

e Errors term is normal distribution

* Durbin-Watson of all models are more than 1.5 but less than 2.5 that mean
error term is independence as shown in TABLE A.1

» VIF of all models do not more than 10 to occur multicollinearlity as shown in
TABLE A.2

« Correlation between variables of 4 models show no multicollinearlity in TABLE
A3 A4 AS

TABLE A.1 Durbin-Watson of the Models

Model 1 Model 2 Model 3
Durbin-Watson 1.915 1.914 1.802
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TABLE A.2 Tolerance and VIF of the Models

84

Model 1 Model 2 Model 3
Tolerance VIF Tolerance VIF Tolerance VIF

SIZE 0.514 1.945 0.161 6.194 0.744 1.345
EXPERT-IN 0.834 1.199
CLIENT 0.940 1.064 0.904 1.106

CLIENT (IN-HIL) 0.499 2.003
OUTSIDER 0.960 1.042 0.797 1.254

LISTED 0548 1824 0.144 6.921

LOG ASSET 0.833 1200 0.716 1.397 0.839 1192
OCF/at-1 0.949 1.053 0.797 1.254 0.927 1.078
ABSTAat-1 0.923 1.083 0.782 1219 0.718 1.393
LEVERAGE 0.943 1.060 0.798 1.253 0.757 1321
LISTED-IN 0.280 3574

DIT (HIL) 0.567 1.764 0.624 1.602
CLIENT-IN (HIL)*DIT (HIL) 0.430 2.323

TECHKW

0.302

3310




TABLE A3 : Pearson Correlation - Model (1)*
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SIZE CLIENT | OUTSIDER | LISTED L0G OCFlat1 | ABSTN | LEVERAGE
ASSET at-1
SIZE 1
CLIENT 01457 1
OUTSIDER | -0.057 0073 1
LISTED 0648% | 0219% | -0.010 1
L0G 0334 | 0.02 0129% | 0.124% 1
ASSET
OCFlat-1 0002 0,059 0026 0.005 0,032 1
ABSTA 0.005 0.008 0.062 0064 01507 | 0171 1
at-1
LEVERAGE | -0.101% 0,026 0.070 0.080° 017 | 00r | 00427 1
Pvalue, **  significance at cr< 0.01 level
™ significance at 0.01 £ o« £0.05 level
* significance at 0.05 < o £ 0.10 level
"ABSDA = B, + B,SIZE + + B,CLIENT + B,OUTSIDER + B, LISTED + B, LOG Asset

+ B, OCF/at-1 + B, ABSTA/at-1 + B,LEVERAGE + &

@




TABLE A4 . Pearson Correlation - Model (2)°

86

SIZE CLIENT OUTSIDER LISTED LOG OCFlat-1 ABSTAI LEVERAGE DIT (HIL) LISTED-IN TECHKW
ASSET ar-1
SIZE 1
CLIENT 0.221%+* 1
OUTSIDER -0.116 0.070 1
LISTED 0.855%+* 0.259*+* -0.166** 1
LOG 0.321%* 0.084 -0.070 0.185* L
ASSET
OCF/at-1 0.059 -0.072 0.042 0.008 -0.079 1
ABSTA/ 0.045 -0.008 0.050 0.089 -0.181% -0.266%* 1
ar-1
LEVERAGE -0.080 -0.064 -0.098 -0M32¢% -0.169** -0.065 0.110 1
DIT (HIL) 0.134 0.031 0.245* -0.026 0.301%** -0.171% 0.086 -0.083 1
LISTED-IN 0.300%+* 0.095 -0.346** 0.564*+* -0.021 0.014 -0.150* -0.257#* 0.4774* 1
TECHKW 0.732%+* 0.209* -0.152% 0.752#+* 0.283*** -0.087 0.000 -0.210% -0.070 0.563"* 1
Pvalue, **  significance at or< 0.01 level
*_significance at 0.0L £ o £0.05 level
*significance at 0.05 < o £ 0.10 level
"ABSDA = P, + B,SIZE + B, CLIENT + B,OUTSIDER + B, LISTED + B,LOG ASSET

+ B, OCFlat-1 + B, ABSTA/at-1 + B, LEVERAGE + f, DIT (HIL)

+ By, LISTED-IN + B,, TECHKW

@




TABLE A5 : Pearson Correlation - Model (3)°

87

SIZE EXPERT-IN CLIENT-IN DIT (HIL) CLIENT-IN LOG ASSET OCFlat-1 ABSTAI LEVERAGE
(HIL) (HIL arl
DIT (HIL)
SIZE 1
EXPERT-IN 0.316** 1
CLIENT-IN -0.239*+* -0.077* 1
(HIL)
DIT (HIL) -0.036 -0.223*+* 0.020 1
CLIENT-IN -0.047 0.073 0,584+ 0.472% i
(HIL)
DIT (HIL)
LOG ASSET 0.269*+* 0.173** 0.169** 1178 0.150*+* 1
OCF/at-1 0.053 0.055 -0.079% -0.028 -0.044 -0.057 1
ABSTA/ 0.042 0.017 0.007 -0.070* -0.072* -0.038 -0.233* 1
ar-1
LEVERAGE 0.052 0.073 0.026 -0.017 0.018 0.054 -0.105% 0.483*+* 1
Pvalue, **significance at cr< 0.01 level
™ significance at 0.01 £ o« £ 0.05 level
*. “significance at 0.05 <ot £ 0.10 level
"ABSDA = P, +P,SIZE + B, EXPERT-IN + B, CLIENT-IN (HIL) + 3, DIT (HIL)

+ B, CLIENT-IN (HIL)* DIT (HIL) + B,LOG ASSET + B, OCF/at-L
+ B, ABSTA/at-L + B, LEVERAGE + €

)
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APPENDIX C : Case Study in English

ABC Public Company is the manufacturer and trader of consumer products to
sell to domestic and partly to foreign market. There are many small accounts
receivable. This year is the first year you audit this Company. Last year, its financial
statements audited by other auditors and reported unqualified opinion on his auditor's
report with emphasis paragraph in relation to its going concern. The auditor has
requested to review working papers from the previous auditor and satisfactorily proved
for the balance brought forward. After finished audit fieldworks, assistance to auditor
has concluded the audit results and drafted auditor's report for auditor to consider in 3
situations below. Please determine what type of auditor's report should be in each
situation.

Situation 1 Allowance for doubtful accounts

The Company has provided allowance for doubtful accounts classified by aging.
Debtors with outstanding overthan 6 months will be provided for 50% and debtors with
outstanding over than 12 months will be provided for 100%. In addition, there will be
extra provision for certain debtors if considered to be doubtful of loss although their
outstanding is not over than 6 months, for example, in case of those debtors have
default its loans to other creditors but still be able to meet the schedule with the
Company,

However, assistances to auditor have studied the past information and found
that the Company has written off bad debt during the year in significant amount. Those
written-off debtors has no provision for allowance for doubtful accounts in previous
years. They also view that the allowance for doubtful accounts for this year may not be
sufficient and additional allowance in material amount may be required.

What type of auditor's report should be?
A) Unqualified opinion

B) Unqualified opinion with emphasis paragraph
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“Without qualifying our opinion, as described in note........ We draw attention to
the sufficiency of allowance for doubtful accounts which is based on the economics and
the ability to service the debts in the future”

C) Qualified opinion by scope restriction as follow. (Please identify C-1 or C-2)
C-1) by management
C-2) by circumstance

“As discussed In note.......the Company’s allowance for doubtful account may
not be sufficient. However, we cannot perform audit to satisfy the sufficiency of
allowance for doubtful accounts because........and we cannot find other audit evidence
to conclude on such sufficiency.

In our opinion, except for the effect of the adjustments (if any) if we can audit the
allowance for doubtful accounts as described in the above paragraph......

D) Qualified opinion by not compliance with generally accepted accounting
principles (GAAP).

“As discussed in note......, the Company does not sufficiently provide for
allowance for doubtful accounts which is not in accordance with generally accepted
accounting principles.-The effect of this allowance to the financial statements cannot be
determined.

[N OUr OpINION, EXCEPL TN v v rrvar vttt et et b e ne oo
Situation 2 Impairment of assets

The Company has a vacant plot of land which is recorded at cost and presented
as investment in property. Those land has bought during the real estate market was
peak and the price was at the very high level. The amount of those land is material to
the financial statements. The Company engages two valuation appraisers which are in
the lists of the Security and Exchange Commission (SEC) approval. One of the
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appraiser reports higher value than the other and no impairment noted. However, the
other appraiser reports lower value and the impairment should be accounted for. Both
appraisers use the same approach, market approach, in valuation. The Company
chooses the higher value and not records allowance for impairment. The Company
decides not to engage the third appraiser because it view that it is unnecessary to
spend more money on this issue.

What type of auditor's report should be?
A) Unqualified opinion
B) Unqualified opinion with emphasis paragraph

“Without qualifying our opinion, as discussed in note....., the Company engages
two appraisers to value vacant land. One of the appraiser reports value with no
impairment but the other reports value that caused impairment. The Company does not
provide allowance for impairment on that vacant land by using the higher value from one
appraiser”

C) Qualified opinion-by scope restriction as follow (please identify C-1 or C-2)
C-1) by management
C-2) by circumstance

As discussed in note....., the Company engages two appraisers to value vacant
land. “One of the appraiser reports value with no impairment but the other reports value that
caused impairment. The Company does not provide allowance for impairment from those
vacant lands due to inconsistence of those valuations. The auditor is unable to satisfy with
the value of such vacant land and unable to find other audit evidence to satisfy with the
recoverable amount of such vacant land.

D) Qualified opinion by not compliance with generally accepted accounting
principles (GAAP).
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As discussed in note....., the Company engages two appraisers to value vacant
land. One of the appraiser reports value with no impairment but the other reports value
that caused impairment. The Company does not provide allowance for impairment
which is not in compliance with the principles of conservatism and not in conformity with
generally accepted accounting principles. If the Company follow the second appraiser,
it will be affected on the vacant land balance decrease in the amount of........Baht, and
net income decrease in the amount of......Baht, earnings per share decrease in the
amount of .......Baht per share.

Situation 3 Going concern

The Company has loss from operation continued since 1997 after devaluation of
Baht currency. The Company also has accumulated deficits and negative balance of
shareholders’ equity; Current ratio is 1.2; 90% of long-term loans come from loans from
financial institutes, the remaining come from loans from related parties; loans from
financial institutes are guaranteed by the Company's property, plant and equipment.
During the year, the Company starts not being able to service its debts as normal.
There is a debt covernance that allow the lenders to call back all their principals
immediately. Therefore, the Company classifies long-term loans to be loans in current
liabilities.

The Company is in the ‘process of negotiation with the lenders for debts

restructuring which normally the financial institutes allow to'have debt restructured by
extending their term of payments.

The Company opines that the debt restructuring would be succeed and the
future operations of the Company could be able to meet the payment schedule after
debt restructuring. The loans from related parties can be negotiated to repay after
paying to the financial institutes. The Company has prepared 10-year plan as
supporting documents. Such plan consists of many assumptions.

What type of auditor's report should be?

A) Unqualified opinion as the current situation is better than those of last year.



98

B) Unqualified opinion with emphasis paragraph.

“Without qualifying our opinion, as discussed in note....., the Company faces
continuing losses and has negative balance of shareholders’ equity. These factors lead
to significant uncertainty and substantial doubt about the company's ability to continue
as a going concern. However, the Company is in the process of negotiation for debt
restructuring and expects to be able to continue as a going concern. This financial
statement is prepared using the assumption that the Company will continue as a going
concern. If the Company is unable to continue as a going concern, the adjustment of
the amount and classification of asset and liabilities may be necessary.

C) Qualified opinion by scape restriction as follows (Please identify (C-1 or C-2)
C-1) by management

C-2) by circumstance

The Company faces continuing losses and has negative balance of
shareholders™ equity that causes substantial doubt about the Company’s ability to
continue as a going concern. However, the Company is in the process of negotiation for
debt restructuring, and the procedure plan shows that the Company is able to continue
as a going concern. Such plan is based on a lot of assumptions. This financial
statement is prepared under those assumptions that we are unable to audit to satisfy
with such assumptions and unable to find other evidence to support the Company ability
to continue as-a going concern.

In ‘our opinion, subject to the future circumstance that will conclude to the
correctness of the assumption of the operation plan of the Company, the financial
statements.......

D) Disclaimer

The Company faces continuing losses and has negative balance of
shareholders’ equity and unable to service usual debt payment. These factors lead to
significant uncertainty and substantial doubt about the company's ability to continue as
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a going concern. This financial statement is prepared using the assumption that the
Company will continue as a going concern. If the Company is unable to continue as a
going concern, the adjustment of the amount and classification of asset and liabilities
may be necessary.

Because the effect of uncertainty due to the Company continuous a going
concern, as discussed in the above paragraph, has substantial impact on the financial
position and the results of operation of the Company, We are unable to provide opinion
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Heinz and the Drug
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APPENDIX E : DIT Questionnaires in English
1. HEINZ AND THE DRUG

In Europe a woman was near death from a special kind of cancer. There was one drug that the
doctors thought might save her. It was a form of radium that a druggist in the same town had recently discovered.
The drug was expensive to make, but the druggist was charging ten times what the drug cost to make. He paid $200
for the radium and charged $2000 for a small dose of the drug. The sick woman's husband, Heinz, went to everyone
he know to borrow the money, but he could only get together about $1000, which is half of what it cost. He told the
druggist that his wife was dying, and asked him to sell it cheaper or let him pay later. But the druggist said, “No. |
discovered the drug and I'm going to make money from it". So Heinz got desperate and began to think about

breaking into the man’s store to steal the drug for his wife.
Should Heinz steal the drug? (Check one)

Should steal it Can't decide
IMPORTANCE:
Great  Much  Some Little No
.

10.

1L

12.

From the list of questions above, select the four most important:

Should not steal it

Whether a community's laws are going to be upheld.

Isn't it only natural for a loving husband to care so much for his
wife that he'd steal?

Is Heinz willing to risk getting shot as a burglar or going to jail
for the chance that stealing the drug might help?

Whether Heinz is a professional wrestler, or has considerable
influence with professional wrestlers.

Whether Heinz is stealing for himself or doing this solely to help
someone else.

Whether the druggist's rights to his invention have to be
respected.

Whether the essence or living is more encompassing than the
termination-of dying, socially and individually.

What values are going to be the basis for governing how
people act towards each other.

Whether the druggist is going to be allowed to hide behind a
worthless law which only protects the rich-anyhow.

Whether the law in this case is getting in the way of the most
hasic claim of any member of society.

Whether the druggist deserves to be robbed for being so
greedy and cruel.

Would stealing in such a case bring about more total good for
the whole society or not.

MOST IMPORTANT

SECOND MOST IMPORTANT
THIRD MOST IMPORTANT
FOURTH MOST IMPORTANT
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2. ESCAPED PRISONER

A man had been sentenced to prison for 10 years. After one year, however, he escaped from
prison, moved to a new area of the country, and took on the name of Thompson, For 8 years he worked hard, and
gradually the saved enough money to buy his own business. He was fair to his customers, gave his employees top
wages, and gave most of his own profits to charity, Then one day, Mrs. Jones, an old neighbor, recognized him as the
man who had escaped from prison 8 years before, and whom the police had been looking for.

Should Mrs. Jones report Mr. Thompson to the police and have him sent back to prison?  (Check one)

Should report him

IMPORTANCE:

Great  Much  Some Little No

10.

1L

12.

From the list of questions above, select the four most important:

Can't decide

Should not report him

Hasn't Mr. Thompson been good enough for such a long time
to prove he isn'ta bad person?

Everytime someone escapes punishment for a crime, doesn't
that just encourage more crime?

Wouldn't we be better off without prisons and the oppression of
our legal systems?

Has Mr. Thompson really paid his dept to society?

Would society be failing what Mr. Thompson should fairly
expect?

What benefits would prisons be apart from society, especially
for a charitable man?

How could anyone be so cruel and heartless as to send Mr.
Thompson to prison?

Would it-be fair to all the prisoners who had to serve out their
full sentences if Mr. Thompson was let off?

Was Mrs. Jones a good friend of Mr. Thompson?

Wouldn't it be a-citizen's duty-to report an escaped criminal,
regardless of the circumstances?

How would the will of the people and the public good best be
served?

Would going to prison do any good for Mr. Thompson or
protect anybody?

MOST IMPORTANT

SECOND MOST IMPORTANT
THIRD MOST IMPORTANT
FOURTH MOST IMPORTANT
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3. NEWSPAPER

Fred, a senior in high school, wanted to publish a mimeographed newspaper for students so that
he could express many of his opinions. He wanted to speak out against the war in Viet Nam and to speak out against
some of the school's rules, like the rule forbidding boys to wear long hair.

When Fred started his newspaper, he asked his principal for permission. The principal said it
would be all right if before every publication Fred would turn in all his articles for the principal's approval. Fred
agreed and tumned in several articles for approval. The principal approved all of them and Fred published two issues

of the paper in the next two weeks.

But the principal had not expected that Fred's newspaper would receive so much attention.
Students were so excited by the paper that they began to organize protests against the hair regulation and other
school rules. Angry parents objected to Fred's opinions. They phoned the principal telling him that the newspaper
was unpatriotic and should not be published. As a result of the rising excitement, the principal ordered Fred to stop
publishing. He gave as a reason that Fred's activities ware disruptive to the operation of the school.

Should the principal stop the newspaper? (Check one)

Should stop it Can't decide

IMPORTANCE:
Great  Much  Some Little No

From the list of questions above, select the four most important:

10.

1L

12

Should not stop it

Is the principal more responsible to students or to the parents?

Did the principal give his word that the newspaper could be published for a
long time, or did he just promise to approve the newspaper one issue at a
time?

Would the students start protesting even more if the principal stopped the
newspaper?

When the welfare of the school is threatened, does the principal have the
right to give orders to students?

Does the principal have the freedom of speech to say “no” in this case?

If the principal stopped the newspaper would he be preventing ful
discussion of important problems?
Whether the principal’s orderwould make Fred lose faith in the principal.

Whether Fred was really loyal to his school and patriotic to his country.

What effect would stopping the paper have on the student's education in
critical thinking and judgments?

Whether Fred was in any way violating the rights of others in publishing his
own opinions.

Whether the principal should be influenced by some angry parents when it
is the principal that knows best what is going on in the school.

Whether Fred was using the newspaper to stir up hatred and discontent.

MOST IMPORTANT

SECOND MOST IMPORTANT
THIRD MOST IMPORTANT
FOURTH MOST IMPORTANT
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