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Abstract

Purpose – The purpose of this paper is to examine the costs to audit firms in terms of lost revenues of
losing small clients due to auditor switching or client bankruptcy after issuing first-time going
concern modified opinions.
Design/methodology/approach – A population of small Swedish companies receiving first-time
going concern modified opinions in 2009 was examined to determine the effects two years later
compared with a matched sample of financially stressed companies that had not received going
concern modified opinions.
Findings – The results indicate that both auditor switching and client bankruptcy are positively
related to receipt of going concern modified opinions. Furthermore, the authors find empirical evidence
that auditors issuing first-time going concern modified opinions lose proportionately more fees
through auditor switching and client bankruptcy than do auditors not issuing such opinions to
financially stressed clients. Finally, the authors found that the going concern modified opinions issued
by Big 4 firms are no more harmful to clients than are those issued by other audit firms.
Research limitations/implications – The authors recognize a limitation of this study regarding
the choice of control companies. Although the authors attempted to find similarly sized and
similarly financially stressed companies from the same industries as those companies in the test
group, the authors may have missed other variables relevant to auditor switching or client bankruptcy.
Practical implications – A practical implication for the audit profession is the increased awareness
of the fact that the financial dependence issues reported in this study extend to auditors with small
client companies.
Originality/value – This is the first study to examine fees lost due to auditor switching and client
bankruptcy caused by going concern modified opinions in a population of small companies.
It contributes to the mixed evidence presented in previous research as to the extent to which going
concern modified audit opinions are self-fulfilling prophecies.

Keywords Bankruptcy, Audit report, Auditor switching, Financial dependence,
Going concern modified opinion

Paper type Research paper

1. Introduction
Though the causes are unclear, research has demonstrated that auditors seldom issue
going concern modified opinions (GCM opinions) before bankruptcies (e.g. Citron
and Taffler, 1992; Knechel and Vanstraelen, 2007). This auditor reticence may be due to
either strong relationships with clients or an inability to identify the risk of client
bankruptcy (Ruiz-Barbadillo et al., 2004; Blay et al., 2011). When the auditor is
influenced by the relationship with the client, this relationship is usually regarded as
one of financial dependence (Umar and Anandarajan, 2004; Bamber and Iyer, 2007).
While it is generally suggested that financial dependence does exist, the extent to
which an auditor is actually punished through loss of revenue due to auditor switching
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is still debated. Auditors claim that they risk being replaced by disappointed clients
if they issue what the clients consider unwarranted GCM opinions (Geiger et al., 1998;
Carcello and Neal, 2003; Carey et al., 2008), and recent evidence suggests that future
audit and non-audit fees discourage auditors from issuing GCM opinions (Blay and
Geiger, 2013). Auditors may also want to avoid situations in which they are
causing client bankruptcy by issuing their GCM opinions (Citron and Taffler, 1992;
Louwers et al., 1999).

Prior evidence as to the effects of the issuance of GCM opinions concerns both sides
of the coin: the loss of auditor revenue due to auditor switching and the increased
probability of client bankruptcy. Research (e.g. Garsombke and Choi, 1992; Geiger et al.,
1998; Louwers et al., 1999; Carcello and Neal, 2003) has reported a higher switching
rate post-GCM opinions, but there is mixed evidence regarding GCM opinions as
self-fulfilling prophecies. To our knowledge, only one study (Carey et al., 2008) has
investigated lost fees as a direct measure of the effects on the audit firm of auditor
switching or client bankruptcy. Carey et al. (2008) demonstrated a positive relationship
between GCM opinions, auditor switching, and lost fees, but the picture was less clear
regarding client bankruptcy.

Prior studies conducted in the USA and Australia have focussed on relatively large
client companies. The present study extends this prior research to a European – i.e.
Swedish – audit market, and also extends previous studies concerning large companies
to a sample of small companies. To our knowledge, there is no evidence from the
European audit market of lost fees as an effect of GCM opinions, and no evidence
indicating that financial dependence may be caused by auditors’ relationships with
small clients.

We investigate the impact of the issuance of first-time GCM opinions on the
probabilities of auditor switching and client bankruptcy. We aim to demonstrate
whether a relationship exists between the issuance of first-time GCM opinions, auditor
switching, client bankruptcy, and lost fees as a result of auditor switching or client
bankruptcy. The present study supplies new evidence by assessing lost fees as
a measure of the cost in lost revenue to the audit firm of losing a small client due to
auditor switching or client bankruptcy after a first-time GCM opinion, and it
contributes to the inconclusive literature on the self-fulfilling prophecy phenomenon.

The remainder of the paper is structured as follows. In the next section we present
the theoretical framework, followed by the hypotheses. We then outline the research
method and sample selection. This is followed by the findings, and the discussion
concludes the paper.

2. Literature review
Going concern reporting errors
Auditors can make two types of errors concerning a GCM opinion. They can either
issue a GCM opinion for a company that remains viable or they can neglect or fail to
report a GCM opinion for a company that becomes bankrupt within a year. Prior
research has established that the first type of error is a type I error and the second
a type II error (Hopwood et al., 1989; McKeown et al., 1991). Although both types of
errors may have serious consequences, it should be clear that neither type of error
refers to a true auditor mistake, because auditors are not required to perfectly predict
the future (Carey et al., 2008).

Both types of misclassifications have been thoroughly researched, and clear
evidence indicates the difficulty auditors seem to have in correctly assessing financial
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situations that lead to bankruptcy (Louwers et al., 1999; Humphrey, 2008; Rosman,
2011). Among the studies reporting frequent type II errors there is near unanimity
that most bankrupt companies never receive a GCM opinion in prior audit reports
(e.g. Mutchler, 1984; Hopwood et al., 1989; McKeown et al., 1991; Mutchler et al., 1997;
Vanstraelen, 1999; Geiger and Raghunandan, 2002; Van Peursem and Pratt, 2002;
Geiger et al., 2005; Van Peursem et al., 2005; Herbohn et al., 2007; Knechel and
Vanstraelen, 2007). This striking evidence has attracted much attention in the debate
about auditors’ GCM opinions. A recent study notes that the issuance of GCM opinions
became more frequent from 2000 to 2010 in the USA (Carson et al., 2013), an increase
that has slightly modified the picture of GCM opinion accuracy. However, the opposite
type of error has not received the same attention, although type I errors appear to be as
common at around 80 percent (Mutchler and Williams, 1990; Citron and Taffler, 1992;
Garsombke and Choi, 1992; Nogler, 1995; Geiger et al., 1998; Humphrey, 2008).

Clients switching auditors
Auditor-client contracting entails various influences on the auditor, including fee
pressure, making a completely objective audit opinion unlikely (Arnold et al., 2001;
Umar and Anandarajan, 2004). For example, audit firm tenure is found to be a factor
associated with clients’ awarding non-audit services to their current auditors,
and audit engagement partner tenure negatively affects the propensity to issue GCM
opinions (Ye et al., 2011). According to Nogler (2004), fee pressure motivates auditors
to neglect to report client financial problems. Several studies have investigated the
effect of GCM opinions on auditor switching (Menon and Schwartz, 1987; Craswell,
1988; Johnson and Lys, 1990; Defond, 1992; Krishnan, 1994; Krishnan and Stephens,
1995; Tucker et al., 2003), but they have not considered whether the companies that
received the GCM opinions remained viable or went bankrupt.

Although the possibility of losing clients as a result of issuing GCM opinions has
been recognized (Kida, 1980; Chen and Church, 1992; Lennox, 2000; Vanstraelen, 2003),
few studies have reported evidence as to the real losses that auditors suffer relating to
GCM opinions. Carey et al. (2008) studied lost revenues due to type I misclassifications,
and found that Australian auditors lost more clients through auditor switching
after issuing GCM opinions. The authors also found that auditors who issued GCM
opinions lost more revenues due to auditor switching than did auditors who did not
issue GCM opinions in corresponding situations. Other evidence is from the USA,
where Geiger et al. (1998) found that auditor switching increased after GCM opinions
that turned out to be type I misclassifications, and Carcello and Neal (2003) found
a weak relationship between GCM opinions and auditor switching. However, no
evidence of how much revenues the auditors lost is available from US studies.

Clients going bankrupt
If a client does not switch auditors after a GCM opinion, the client may be lost anyway
if the client goes bankrupt. According to interviews conducted by Mutchler (1984),
six of 16 auditors agreed that the “self-fulfilling prophecy” effect exists, and
Garsombke and Choi (1992) and Geiger et al. (1998) reported higher failure rates among
companies the year after issuance of GCM opinions. However, there is inconclusive
evidence as to whether GCM opinions have a self-fulfilling prophecy effect. On the one
hand, some studies find support for the self-fulfilling prophecy effect (Tucker et al.,
2003; Vanstraelen, 2003; Nogler, 2004); on the other hand, Carey et al. (2008) reported no
such increase in bankruptcy following GCM opinion issuance. In the same vein,
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Citron and Taffler (1992) reported no increase in bankruptcy among companies in the
UK receiving GCM opinions, based on analyzing a matched sample of financially
stressed companies that had not received a GCM opinion.

It remains unclear whether the GCM opinion in itself contributes to increasing
the likelihood of client bankruptcy. The proponents of this effect claim that the GCM
opinion signals a negative view of the company’s future viability to financial statement
consumers (Menon and Schwartz, 1987; Menon and Williams, 2010), making
suppliers, customers, and resource providers more reluctant to do business with the
company (Mutchler, 1984, 1985). However, the effect appears to be weak if it exists at
all, and the existence of the effect has only been reported by researchers not using
a matched sample technique.

3 Research hypotheses
GCM opinions, auditor switching, and lost revenue
Auditors may avoid issuing GCM opinions due to the risk of lost future revenues
(Blay and Geiger, 2013), and an equally important issue is to what extent clients
switch auditors after receiving such opinions. The risk of auditor switching described
by Krishnan et al. (1996) was confirmed by Carey et al. (2008). This issue is particularly
important to companies receiving GCM opinions for the first time. Clients who have
previously received GCM opinions do not react as strongly (Kida, 1980), and the
frequency of auditor switching is lower when the GCM opinion is preceded by
other such opinions (Carey et al., 2008). In line with this, Geiger et al. (1998) and
Carcello and Neal (2003) found that clients were more prone to switch audit firms the
year after receiving GCM opinions.

The present study investigates companies that have remained viable for more than
two years after receiving their first GCM opinions. Among the surviving companies,
we follow the design of Geiger et al. (1998) and Carey et al. (2008) and examine
whether clients switched auditors the year immediately subsequent the receipt
of their first-time GCM opinions. Based on findings of previous studies, we hypothesize
that:

H1. Companies receiving first-time GCM opinions are more likely to switch auditors
than are similarly financially stressed companies that have not received GCM
opinions.

Client loss related to a GCM opinion may cause revenue loss if the client is viable and
thus continues to purchase auditing services from another audit firm. According to
Carey et al. (2008), a negative relationship exists between GCM opinions and fees
because auditors lose some clients that receive GCM opinions.

Following the design of Carey et al. (2008), we recognize that losing a client that
remains viable for at least two years is a good indication of the economic cost in lost
revenue to the audit firm of losing a viable client. If the analysis were based on auditor
switching by companies that may fail after receiving GCM opinions, the revenue loss
could not be interpreted as an economic cost since most or all of it would be lost
regardless of the switching.

It must be considered that the issuance of GCM opinions is associated with higher
audit fees (Francis, 1984; Francis and Simon, 1987; Davis and Ricchiute, 1993;
Bell et al., 2001; Firth, 2002). This effect could partly or totally offset the effect of lost
revenues due to auditor switching. We test whether auditors issuing GCM opinions
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lose a higher proportion of fees than do auditors who do not issue such opinions. Based
on previous findings, we hypothesize that:

H2. The fees lost through auditor switching after the issuance of first-time GCM
opinions are greater than the fees lost through auditor switching by similarly
financially stressed companies that did not receive GCM opinions.

GCM opinions, client bankruptcy, and lost revenue
If GCM opinions tend to be self-fulfilling prophecies, audit firms will lose clients as an
effect of their issuance of GCM opinions (Vanstraelen, 2003). This possibility has been
researched with mixed evidence. Some studies have found a positive relationship
between GCM opinions and client bankruptcy (Garsombke and Choi, 1992; Geiger
et al., 1998; Vanstraelen, 2003), while other studies using a matched sample technique
have found no such effect (Citron and Taffler, 1992; Carey et al., 2008). This persistent
debate is reason to test the hypothesis in a European audit market, and we state
a hypothesis in the null form as follows:

H3. Companies receiving first-time GCM opinions are not more likely to go
bankrupt than are similarly financially stressed companies not receiving GCM
opinions.

Bankruptcies caused by GCM opinions could lead to lost revenues to the audit firm
(Carcello and Neal, 2003; Carey et al., 2008). However, this effect is likely small because
most clients receiving GCM opinions are small (Carson et al., 2013) and as such pay
small audit fees. Due to the contradictory previous evidence of self-fulfilling
prophecies, we state the following hypothesis in the null form as well:

H4. The fees lost from companies going bankrupt following first-time GCM
opinions are no greater than the fees lost from similarly financially stressed
companies that have not received GCM opinions.

GCM opinions, client bankruptcy, and audit firm
In addition to the main issues addressed in the four hypotheses above, we investigate
one further issue. It is debated whether large audit firms deliver higher quality than
do their smaller competitors. It is claimed that big audit firms are perceived as more
independent and provide higher quality audits. Examining the US and Australian
markets, respectively, Geiger and Rama (2003) and Carey et al. (2008) found that Big 4
firms identify the risk of client bankruptcy better than do smaller audit firms. The
ability to identify the risk of client bankruptcy is at the core of GCM opinions, and if
a GCM opinion does not signal a large risk of bankruptcy, the opinion has lost its
meaning. Previous research evidence of better predictive ability among Big 4 firms
is in this sense evidence of higher audit quality.

Furthermore, in the aftermath of Enron, there is evidence of lower frequencies of
type II errors in Big 4 firms (Big 5 at the time) than in other audit firms (Geiger et al.,
2005; Geiger and Rama, 2006; Nogler, 2008), indicating that the audit models in larger
audit firms have higher precision or that these firms are more interested in protecting
their reputations after the Enron scandal. However, Kaplan and Williams (2012)
demonstrate a changed relationship between audit firm size and GCM opinions.
Contrary to the findings of most previous studies, these authors reported that Big 4
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firms are less likely to issue GCM opinions to financially stressed clients than are their
smaller competitors. Instead, Big 4 firms tend to be more proactive than other audit
firms in terms of avoiding financially stressed clients.

Taken together, we state the fifth hypothesis in the null form due to contradictory
evidence in previous studies:

H5. The increased likelihood of bankruptcy as an effect of the issuance of
a GCM opinion is no stronger when the auditor represents a Big 4 firm than
a non-Big 4 firm.

4. Research method and sample selection
We identified Swedish companies as of the fiscal year ending 2009 that had received
first-time GCM opinions from their auditors that year. A total of 93 such companies were
identified using a search method that reviewed over 10,000 annual and audit reports.

We examined, as did Carey et al. (2008), the full array of GCM opinions, not only the
more limited type of opinion used in most previous research (Garsombke and Choi,
1992; Geiger et al., 1998; Carcello and Neal, 2003). Thus, more than one formulation
could be used by the auditor to express serious concern about the future viability of the
company. The analysis of H1 and H2 was restricted to only those companies still in
operation two years after 2009.

It has been demonstrated that financially stressed companies switch auditors more
frequently than do other companies (Schwartz and Menon, 1985; Krishnan and
Stephens, 1995), so the tendency to switch auditors may be caused by the companies’
stressful situation, regardless of the GCM opinion. To address this, a control sample
was used comprising companies in financial stress that had not received GCM
opinions. These companies are called non-going concern modified opinion companies
(NGCM-companies), as opposed to GCM-companies. The factors used in selecting the
NGCM-group correspond to the criteria used in previous research as indicators of
companies in financial stress (Mutchler, 1985; Hopwood et al., 1989; Carcello and Neal,
2003; Geiger and Rama, 2003; Carey et al., 2008). In these studies, except for Carey et al.
(2008), one indicator was enough to indicate financial stress. However, to ensure that
this group contained only financially stressed companies, we selected the control group
in accordance with Carey et al. (2008), such that all companies had negative working
capital and negative net income. We used the Affärsdata database in which all annual
and audit reports of Swedish companies are stored and made searchable. We found
companies of comparable size (in total assets) matching all 93 GCM-companies in the
same industries. The NGCM-group then contained 93 financially stressed companies,
each matching a GCM company as closely as possible.

Logistic regression was applied to our pooled samples to examine the effect of
first-time GCM opinions on the probability of auditor switching. We tested H1 by using
the following logistic regression model:

Log(Switching)¼ a0þ a1�GCþ a2�BIG4þ a3�Ln(TA)þ a4�PRB

where Switching¼ 1 if the client subsequently switched auditors and 0 otherwise;
GC¼ 1 if a GCM opinion was issued in 2009 and 0 otherwise; BIG4¼ 1 if the auditor
represents a Big 4 firm and 0 otherwise; TA is the total assets in thousands of SEK;
PRB is probability of failure according to Zmijewski’s (1984) model.

Table I reveals that, of the initial GCM-group, 20 companies went bankrupt during
the examination period. Unless the analysis contains only companies that remain
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viable during the years after a GCM opinion, the argument that auditor switching is
a cost to the audit firm as an effect of the GCM opinion is invalid. Therefore, H1 and H2
must be examined using a pooled sample of 73 and 89 companies that all remained
viable during the two-year test period starting in 2009.

To further control for financial stress in this study, we included a measure
of bankruptcy probability developed by Zmijewski (1984). For use in the logistic
regression, the probability of bankruptcy (PRB) for the GCM-group was calculated
using data from the annual reports on which the initial GCM opinion was issued.
The PRB for the NGCM-group was calculated using financial data from the annual
reports from the year the companies were selected, which is 2009 for all companies.
This bankruptcy prediction model has been used in similar previous research (Wheeler
et al., 1993; Carcello et al., 1995; Geiger et al., 1998; Geiger and Rama, 2003;
Carey et al., 2008).

Several bankruptcy prediction models base their prognoses on liquidity, leverage,
and profitability (Ohlson, 1980). The predictive abilities of various models differ only
slightly, as confirmed by recent model comparisons (Lee and Choi, 2013). Even so, the
control variable used here could have been chosen from alternatives such as the
Black-Scholes-Merton default prediction model (Bruche and Gonz�alez-Aguado, 2010;
Charitou et al., 2013), statistical models, and artificial intelligence. Statistical models
include logit, probit, or multivariate discriminant analytical models. A model could
also be constructed using neural networks (Pendharkar, 2005; Tseng and Hu, 2010),
genetic algorithms (Etemadi et al., 2009), support vector machines (Yang et al., 2011), or
case-based reasoning (Cho et al., 2010), but such models are not employed by
accounting research because they cannot be interpreted theoretically (Carson et al.,
2013). Developing an industry-specific model would provide more accurate control of
the financial stress level than would general models (Tseng and Hu, 2010; Lee and Choi,
2013). However, because the bankruptcy prediction model used here serves as a control
variable, in combination with other means for ensuring that the sampled firms have
the same level of financial stress, and because the use of previously developed
stress prediction models is generally accepted for this purpose, we adopted
a pre-existing model.

Zmijewski’s (1984) model is parsimonious, was developed using probit, is based on
the current ratio, return on assets, and leverage ratio, and lends itself to easy data
collection. For these reasons and because we sought to produce results comparable
to those of Carey et al. (2008), we chose Zmijewski’s bankruptcy prediction model. To
ensure that our results do not depend significantly on the choice of bankruptcy
prediction model, we ran a robustness test by replacing Zmijewski’s (1984) PRB-value
with the Altman’s (1993) Z-score.

A second control variable in the model is company size (total assets). This is
a relevant control variable, despite the control for size being integrated in the study’s

Test group (GCM) Control group (NGCM)

GCM-group 93
NGCM-group 93
Bankrupt companies 20 4
Sample for H1 and H2 73 89
Sample for H3-H5 93 93

Table I.
Sample selection
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design, because previous studies find that size is related to auditor switching (Haskins
and Williams, 1990). A third control variable is Big 4 firm, which earns its relevance
from the assumption that clients of Big 4 firms switch auditors less often due to the
limited availability of comparable alternatives. Behavior in reaction to GCM opinions
differs between clients of Big 4 and other audit firms (Geiger and Rama, 2006;
Nogler, 2008).

The second hypothesis (H2) is tested by comparing the total fees in the year after
issuance of the first-time GCM opinion between the GCM- and NGCM-groups. The
relevant reference year is 2010 for both groups. Total fees include fees for both auditing
and non-auditing services. Lost fees are a relevant measure of the costs to audit firms
because, after auditor switching, these fees are paid to another audit firm. In line
with Carey et al. (2008), we used a test of quantity proportions, a method described by
Kachigan (1986, p. 186), to verify whether the lost fees differ between the GCM- and
NGCM-groups.

Furthermore, to assess the possibility of self-fulfilling prophecy, due to the possible
association between GCM opinion and later bankruptcy (H3), we used logistic regression
on the 93 GCM-companies and the 93 NGCM-companies. Logistic regression was adopted
as a method for indicating whether the probability of bankruptcy differs between the two
groups. We used the following logistic regression model to detect whether issuance of
GCM opinion has any impact on the probability of bankruptcy:

Log(Bankruptcy)¼ a0þ a1�GCþ a2�BIG4þ a3�Ln(TA)þ a4�PRB,

where Bankruptcy¼ 1 if the client company went bankrupt within two years of 2009 and
0 otherwise; GC¼ 1 if a GCM opinion was issued in 2009 and 0 otherwise; BIG4¼ 1
if the auditor represents a Big 4 firm and 0 otherwise; TA is the total assets in thousands
of SEK; PRB is probability of failure according to Zmijewski’s (1984) model.

Because there is a possibility that company size and failure may be related ( Johnsen
and Melicher, 1994), company size is controlled for in the regression model using the
variable Ln(TA), which is the natural logarithm of total assets. In sample selection,
we isolated only companies in financial stress and matched them with the test group
by size, so we have double checked for the possible impact of size on the relationship
between GCM opinion and bankruptcy. Thus, the possible impact of size differences
should have been eliminated. Furthermore, due to the possibility of bias in the material
relating to other relevant factors that may differ between the GCM- and NGCM-groups,
Zmijewski’s probability of bankruptcy measure was controlled for. With this measure,
any difference between the groups concerning the variables measured by Zmijewski’s
formula is controlled for and not allowed to affect the result, reducing the risk of
false attribution of a difference between the GCM opinion and NGCM bankruptcy
probabilities to the issuance of GCM opinions.

Morris and Strawser (1999) found that Big 4 firm (Big 5 at that time) issuance
of GCM opinions more strongly affected bank closure than did issuance of
corresponding GCM opinions by other audit firms. Therefore, Big 4 firm is controlled
for in the regression model. We wanted to ensure that no such bias between the GCM-
and the NGCM-groups could distort the results.

The hypothesis regarding the possible self-fulfilling prophecy effect on the fees lost
(H4) was tested by comparing the GCM- and NGCM-groups in terms of total fees
lost. Total fees lost were identified by assessing how much was paid during the last
year before client failure.
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Finally, we investigated the possibility that Big 4 firms may have a moral impact on
stakeholders by testing H5 using a modified version of the above logistic regression
formula. We regressed: Log(Bankruptcy)¼ a0þ a1�GCþ a2�BIG4þ a3�Ln(TA)þ
a4�PRBþ a5�GC�BIG4, in which the last term is the product of the GCM opinion and
Big 4 variables, as a way of detecting an interaction effect between GCM opinions and Big
4 firms on client bankruptcy.

5. Results
Demographic data
Table II presents demographic data on the two sample groups, and indicates that the
GCM- and NGCM-groups are similar in size, level of financial stress (measured by
bankruptcy probability, PRB), Big 4 firm auditors, and total fees paid to the audit
firms. These aggregated results indicate that the matching process, though not perfect,
effectively paired GCM- and NGCM-cases in an attempt to produce two groups of
similar-sized companies subject to similar financial stress.

GCM opinions, auditor switching, and lost revenue
Table III shows that 12 of the 73 companies (16.4 percent) that had received GCM
opinions and remained viable switched auditors within one year, and that four of the 89
viable NGCM-companies (4.5 percent) switched auditors. The difference between the
GCM-group and the NGCM-group in terms of auditor switching was statistically
significant ( p¼ 0.011).

The switching rate for the NGCM-group was lower than the corresponding rates
presented in Geiger et al. (1998) and Carey et al. (2008), which both reported switching
rates of 8-10 percent. However, their sampled companies were much larger than those
in the current sample, which may explain the switching rate differences. Hence, the
lower switching rate among the NGCM-companies observed here can be explained by
the more limited management resources and auditing knowledge possessed by very
small companies. Managers of such companies cannot normally question the
objectivity and nuances of auditor judgments, may be more reluctant to criticize
auditors, and, by extension, may be more reluctant to replace auditors.

Variable GCM sample NGCM sample p-value for differences

Log of total assets (LNTA) 5.82 5.90 0.003
Bankruptcy probability (PRB) 0.38 0.13 0.013
Big 4 audit firm (%) 48 52 0.354
Total fees (SEK)a 22,156 24,732 0.038

Note: aPlease note that SEK 22,156 is equal to approximately EUR 2,450
Table II.

Demographic data, means

Auditor switching
GCM opinion Yes No Total

Yes 12 (16.4%) 61 (83.6%) 73
No 4 (4.5%) 85 (95.5%) 89

Notes: w2¼ 6.4; df¼ 1; p¼ 0.011

Table III.
Switching rates for the

GCM- and NGCM-groups
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Table IV presents the results of our logistic regression examining auditor switching
by subsequently viable companies as a function of various variables. The model is
significant ( po0.05) and reveals relationships between the variable Switching and one
of the independent variables, GC ( p¼ 0.027). Hence, the logistic regression supports
H1, finding a positive and significant relationship between the issuance of a first-time
GCM opinion and auditor switching.

Ln(TA), the logarithm of total assets, capturing client size, is positive and nearly
significant at the 5 percent level, providing some indication that slightly larger
companies are more likely to switch auditors. The relationship with size is contrary to
the results of previous studies (Francis and Wilson, 1988; McKeown et al., 1991; Geiger
et al., 1998; Carey et al., 2008); however, these studies sampled companies in a totally
different size class from that sampled here. Again, in our sample, the smallest
companies may not be as ready to take action and change their auditors as are
slightly larger firms. We find no evidence for any relationship between Big 4 firm and
auditor switching.

To address H2, concerning the fees lost as a result of auditor switching, we
aggregated all subsequent-year fees paid by the viable GCM- and NGCM-companies.
The results of this aggregation are presented in Table V. The 12 companies that
switched auditors in 2010 after receiving GCM opinions paid total fees of SEK 311,431
to their new audit firms that year, and the 61 clients that remained with their current
auditors paid SEK 1,146,054. These figures should be compared with SEK 90,059 for
the four companies that switched audit firms in the NGCM-group and SEK 2,111,853
for the NGCM-companies that continued with their current audit firms. Test statistics

Variable Coefficient p-value

Constant �8.267 0.006
GC 1.385 0.027
BIG4 �0.650 0.321
Ln(TA) 0.909 0.052
PRB �0.026 0.565

Notes: Model: Log(Switching)¼ a0þ a1 � GCþ a2 � BIG4þ a3 � Ln(TA)þ a4 � PRB. Model
values: p¼ 0.011; Pseudo R2¼ 16.4 percent. Switching¼ 1 if the client subsequently switched
auditors and 0 otherwise; GC¼ 1 if a GCM opinion was issued in 2009 and 0 otherwise; BIG4¼ 1 if the
auditor represents a Big 4 firm and 0 otherwise; TA, total assets in thousands of SEK; PRB, probability
of failure according to Zmijewski’s (1984) model

Table IV.
Logistic regression
parameters for the
auditor switching test

Test group (GCM) Control group (NGCM)

Switch 311,431 (n¼ 12) 90,059 (n¼ 4)
No switch 1,146,054 (n¼ 61) 2,111,853 (n¼ 85)
Total fees 1,457,485 2,201,912
Mean 19,965 24,752
SD 15,634 24,925

Notes: Z¼ 3.38; po0.001

Table V.
Total fees lost (SEK)
for the GCM- and
NGCM-companies

206

JAAR
15,2



of quantity proportions reveals a significant difference ( po0.001) in the lost fees
between the groups, supporting H2. Auditors of GCM-companies lose a higher
proportion of their fees than do auditors of NGCM-companies due to the issuance of
GCM opinions.

GCM opinions, client bankruptcy, and lost revenue
We addressed the self-fulfilling prophecy issue in the Swedish audit market for small
client companies by first examining the bankruptcy proportions of GCM-companies
and equally financially stressed NGCM-companies. Table VI presents the numbers and
percentages of companies that failed within two years of the GCM opinions,
and the corresponding figures for the NGCM-companies. In total, 20 of the 93
GCM-companies (21.5 percent) failed within two years, while only four of the
93 NGCM-companies (4.3 percent) failed during the same period. This difference is
statistically significant ( p¼ 0.001). These proportions are more comparable to the US
results of Geiger et al. (1998), who found 18.9 percent failure in the GCM-group and 5.6
percent failure in the NGCM-group, than to the Australian data reported by Carey et al.
(2008), who found 11.8 percent failure in the GCM-group and 10.3 percent failure in the
NGCM-group.

Again, as a way of controlling for bankruptcy-related factors, a multiple regression
was computed using bankruptcy as the dependent variable. As reported in Table VII,
the total model is significant ( po0.05) and the results are in line with those reported
above regarding the higher probability of bankruptcy in the GCM-group. Specifically,
the variable GC has a positive coefficient that is significant ( p¼ 0.001). For this reason,
we find evidence for a relationship between the probability of company failure and the
issuance of first-time GCM opinions. In contrast to what was expected in H3, there is
support for the idea of a self-fulfilling prophecy effect in this sample of small Swedish

GCM opinion Bankrupt Viable

Yes 20 (21.5%) 73 (78.5%)
No 4 (4.3%) 89 (95.7%)

Notes: w2¼ 12.247; df¼ 1; p¼ 0.001

Table VI.
GCM opinion and
client bankruptcy

Variable Coefficient p-value

Constant 0.707 0.689
GC 1.869 0.001
BIG4 0.861 0.087
Ln(TA) �0.710 0.020
PRB �0.006 0.328

Notes: Model: Log(Bankruptcy)¼ a0þ a1 � GCþ a2 � BIG4þ a3 � Ln(TA)þ a4 � PRB. Model
values: p¼ 0.001; Pseudo R2¼ 18.1 percent. Bankruptcy¼ 1 if the client company went bankrupt
within two years of 2009 and 0 otherwise; GC¼ 1 if a GCM opinion has been issued in 2009 and 0
otherwise; BIG4¼ 1 if the auditor represents a Big 4 firm and 0 otherwise; TA, total assets in
thousands of SEK; PRB, probability of failure according to Zmijewski’s (1984) model

Table VII.
Logistic regression

parameters for the self-
fulfilling prophecy test
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companies. The present result is in contrast to the findings of Citron and Taffler (1992),
who could not verify a self-fulfilling prophecy effect, and to the findings of Carey et al.
(2008), who reported no self-fulfilling prophecy in their sample of Australian
companies. However, our result corresponds to those of Garsombke and Choi (1992)
and Geiger and Rama (2003), who reported significantly higher failure rates in the USA
for GCM- than NGCM-companies.

The logistic regression model presented in Table VII produced mixed results for the
control variables. Size is significantly related to bankruptcy filing ( p¼ 0.020) such that
larger companies are less likely to fail than are smaller companies. The negative
relationship between size and bankruptcy does not support the finding of Carey et al.
(2008), who reported the opposite sign for the relationship. Carey et al. (2008) sampled
substantially larger companies than we did, leading to the conclusion that very small
companies may behave differently from very large companies in this respect. There is
an indication of a positive relationship between Big 4 firm and business failure
( p¼ 0.087), but the relationship is not significant at the 5 percent level. The PRB-value,
indicating the statistical probability of bankruptcy before its occurrence, is not
significantly related to the actual filing of bankruptcy for this sample. This result
agrees with those of Geiger and Rama (2003) and Carey et al. (2008), none of whom
reported a significant relationship with the PRB-factor.

The present study further assesses fees lost due to bankruptcy by aggregating the
fees paid to audit firms in 2009. Table VIII indicates that the group of 20 companies
receiving first-time GCM opinions and then going bankrupt paid total fees of SEK
602,979 to their audit firms, while the surviving 73 companies paid total fees of
SEK 1,457,485. These amounts can be compared with those paid by the four
NGCM-companies that went bankrupt and paid SEK 98,172 in total fees and the
89 NGCM-companies that remained viable and paid SEK 2,201,912 in total fees. The
test of quantity proportions reveals that the proportion of fees lost through the 20
GCM-companies that later went bankrupt is significantly higher ( po0.001) than the
proportion lost through the four NGCM-companies that went bankrupt. Thus, for
the sample of small Swedish companies in financial stress, a first-time GCM opinion
increases the auditors’ lost fees, which is in contrast to H4.

A final test of the fees lost as a function of the issuance of first-time GCM opinions is
to combine the effects of auditor switching and bankruptcies. We computed this effect
for our sample and found that a significantly higher proportion of lost fees occur in the
GCM- than the NGCM-group ( po0.001). We conclude, partly confirming and partly
extending the results of Carey et al. (2008), that auditors issuing first-time GCM
opinions are burdened with higher lost fees from losing clients than are auditors not
issuing GCM opinions to their financially stressed clients.

Test group (GCM) Control group (NGCM)

Bankruptcy 602,979 (n¼ 20) 98,172 (n¼ 4)
Viable 1,457,485 (n¼ 73) 2,201,912 (n¼ 89)
Total fees 2,060,464 2,300,084
Mean 22,156 24,732
SD 23,754 25,301

Notes: Z¼ 4.56; po0.001

Table VIII.
Fees lost (SEK) due to
client bankruptcy
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GCM opinions, client bankruptcy, and audit firm
By including the interaction between Big 4 and GC as a term in the regression formula,
we tested H5, that the self-fulfilling prophecy effect is no stronger for Big 4 firms than
for other audit firms. The interaction term is insignificant and we find support for H5,
suggesting that the GCM opinions issued by Big 4 firms are no more harmful to clients
than are those issued by other audit firms. This indicates that if there is a difference in
perceived audit quality between Big 4 and other audit firms, the effect is not sufficient
to alter the self-fulfilling prophecy effect. Thus, the higher audit quality detected in
Big 4 firms (Geiger and Rama, 2006; Nogler, 2008) does not affect the self-fulfilling
prophecy effect.

Alternate financial stress control variables
Finally, to ensure that our results are robust with respect to our choice of Zmijewski’s
(1984) model as control variable for financial stress level, we reran our tests replacing
PRB with Altman’s (1993) Z-score, used in previous studies to control for financial
stress (Blay et al., 2011). Replacing PRB with the Z-score did not change the results
of the regressions.

6. Discussion and conclusions
Previous research has examined companies that switch auditors, using audit report
outcome as an explanatory variable. With few exceptions, however, those studies have
not used the first-time GCM opinion as an explanatory variable for the costs in terms of
revenue lost to the audit firm. The few previous results support the contention that
financial dependence is inherent in the relationship between auditors and large clients.
Empirical results from the USA indicate a positive relationship between first-time
GCM opinions and auditor switching (Geiger et al., 1998; Carcello and Neal, 2003), but
provide mixed evidence as to the self-fulfilling prophecy effect with respect to the
association between GCM opinions and bankruptcy. Australian evidence (Carey et al.,
2008) provides support for a positive relationship between GCM opinions and
auditor switching, and suggests that GCM opinions are associated with higher fee loss
due to auditor switching, but does not support a self-fulfilling prophecy effect.
Our study contributes to the literature by extending previous work to a population
of first-time GCM opinions in Europe, specifically Sweden, and to a population of
small companies as opposed to the large companies constituting the samples in
previous research. We assess fees lost to the auditors as a direct measure of the cost of
GCM opinions.

We found evidence that the issuance of first-time GCM opinions to small companies
is positively related to auditor switching, confirming the finding of Carey et al.
(2008). We also found evidence for higher failure rates among companies receiving
first-time GCM opinions than among equally financially stressed companies that do not
receive GCM opinions. This demonstrates a self-fulfilling prophecy effect of GCM opinions
for small companies in Sweden. This result is in contrast to that of Carey et al. (2008),
but in line with those of other studies (e.g. Vanstraelen, 2003).

We also found that auditors issuing first-time GCM opinions lose proportionally
more fees due to both auditor switching and client bankruptcy than do auditors who
do not issue GCM opinions. These results confirm the findings of Carey et al. (2008).

Whether auditor judgments and behaviors are actually affected by the increased
frequency of auditor switching after issuance of GCM opinions remains to be explored,
but this study indicates that the results of previous research into large clients may be
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extended to small clients. The revenues of audit firms are, at least from a short-term
perspective, adversely affected by their issuance of GCM opinions to small clients.

We recognize a limitation of this study regarding the choice of control companies.
The NGCM-companies should be financially stressed companies that have not received
GCM opinions, and the level of financial stress in the test group should be identical to
that in the control group. We attempted to find similarly sized and similarly financially
stressed companies from the same industries as those companies in the test group
(the GCM-group) and we controlled for differences between the two groups using
a measure of bankruptcy probability developed by Zmijewski (1984). We also tested
the robustness of this method of controlling for differences in financial stress between
the two groups by replacing Zmijewski’s (1984) financial stress prediction with the
corresponding prediction using Altman’s (1993) Z-score in the regressions, arriving at
the same result. Still, we may have missed other variables relevant to auditor switching or
client bankruptcy.

The present study also contributes to research into auditor difficulties in estimating
financial risk in European reporting environments. In this study, almost 80 percent
of the financially stressed companies receiving first-time GCM opinions remained
viable two years after receiving the GCM opinions. Thus, we confirm auditors’
apparent difficulties in identifying the risk of client bankruptcy and underline
the need for further research and more formalized methods of making going concern
judgments.
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