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ABSTRACT 

 
Auditors expressing unqualified audit opinions and asserting going concern for companies that 
subsequently fail is regarded as audit failure and results in considerable disapproval of the auditing 
profession. Prior research has suggested that corporate failure models, as an analytical procedure, 
improve the accuracy of auditors’ assessments of going concern. This study utilizes a survey to examine 
the practical efficacy of such models within the audit decision framework. It is found that corporate 
failure models facilitate the formation of more appropriate going concern opinions and increase 
judgment consensus. 
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INTRODUCTION 
 

he issuance of clean audit reports to companies that subsequently fail leads to the loss of 
confidence in the statutory audit function (Venuti, 2004; Bellovary et al., 2006). This often results 
in significant costs to both auditors and investors. Prior research that compares the outcomes of 

various bankruptcy models with auditors’ reports issued prior to bankruptcy filings indicate that such 
models significantly outperform auditors opinions issued to failed companies (Mutchler et al., 1997; 
Kleinman and Anandarajan, 1999). This suggests that corporate failure models may have a valuable role 
as a substantive analytical procedure that can assist auditors in forming more appropriate going concern 
opinions. 
 
This study examines the practical efficacy and usefulness of corporate failure models for assessing going 
concern. Given the high cost associated with misclassifying failing clients (Kaminski et al., 2004; Nogler, 
2004; Hensher and Jones, 2007), this study provides greater insights into the practical value of using 
corporate failure models for assessing going concern.  
 
The study uses a survey instrument containing an experimental case to assess the contribution of a 
corporate failure model in auditors’ going concern judgment. The results indicate that corporate failure 
models are highly effective in assisting auditors to mitigate the effects of human information processing 
limitations, thereby facilitating the formation of more appropriate audit opinions.  
 
The remainder of the article is structured as follows: The next section examined the extant literature in the 
area. Section three describes the research objectives and hypothesis, followed by a description of the 
research design in section four. Section five presents and discusses the results of the study, while section 
six concludes the paper with research limitations and opportunities for further research. 
 
LITERATURE REVIEW 
 
As the going concern concept is a central postulate on which financial reporting is based, an accurate 
assessment of going concern status is critical to expressing an opinion on whether the financial statements 

T 
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are presented fairly, as a going concern, (Asare, 1990; Boritz, 1991; Wolk et al., 1992; Carmichael and 
Pany, 1993; Constantinides, 2002; Carcello et al., 2003). The external audit function as the principal 
means of adding credibility to financial statements only prevails if it consistently reaches accurate 
assessments of the fair presentation of clients’ financial statements (Flint, 1988; Asare, 1990; Weil, 2001; 
Geiger et al., 2005). 
 
Prior research shows that auditors in many jurisdictions do not always arrive at what may be, in hindsight, 
an appropriate audit opinion (Casterella et al., 2000; Herbohn et al., 2007). Auditors appear to have a bias 
towards not qualifying failing clients, with typically 20 to 95 percent of bankrupt companies receiving 
unqualified audit reports (LaSalle and Anandarajan, 1996; Matsumura et al., 1997; Rama et al., 1997; 
Geiger et al., 1998; Casterella et al., 2000; Weil, 2001; Dunn et al., 2002; Weiss, 2002). Taffler and 
Citron (1988) show that only 20 percent of UK failed companies received going concern qualifications 
before being declared bankrupt. In New Zealand, only 28 percent of failed companies received 
appropriate audit qualifications (Van Peursem and Pratt, 2002). Furthermore, in Belgium, fewer than 26 
percent of bankrupt companies received audit qualifications (Vanstraelen, 1999).  Qualifying the financial 
statements of a going concern can also be costly, although it is more infrequent than un-qualifying failed 
companies (Hill et al., 1996; Geiger et al., 2005; Myers et al., 2008). From the auditors’ perspective, the 
issuance of an incorrect audit opinion may result in expensive litigation, loss of audit fee, and damage to 
professional reputation (Grant et al., 1998; Dunn et al., 2002; Geiger et al., 2005). Consequently, the 
economic and social costs of an audit failure can be substantial, as evidenced by the widely publicized 
failures of Enron and WorldCom in the US (Bellovary et al., 2006; Hensher et al., 2007; Herborn et al., 
2007). 
 
Even though current auditing standards require an explicit assessment of clients’ going concern status, 
there has been little change to the number of clients failing soon after receiving unqualified audit reports 
(Weil, 2001; Bellovary et al., 2006). The continued going concern misclassifications suggest that auditors 
have difficulty in forming appropriate going concern opinion. This may be attributed to the complexities 
in processing relevant and irrelevant information (Pany and Carmichael, 1993; Etheridge et al., 2000; 
Arnold et al., 2001; Windor, 2002; Constantinides, 2002; Ashton and Kennedy, 2002; Dunn et al., 2002; 
Guiral and Esteo, 2006). This is further confounded by the unstructured manner in which going concern 
appraisals are made where auditors use completely subjective evaluation methods (Williams, 1984; Grant 
et al., 1998; Arnold et al., 2001; Bellovary et al., 2006).  
 
In this context, bankruptcy prediction research indicates that objective corporate failure models are 
generally more accurate than going concern audit opinions in discriminating between failed and un-failed 
companies (Pany and Whittington, 2001; Sharma and Sidhu, 2001; Dunn et al., 2002; Hensher and Jones, 
2007). Although these inferences are only drawn from a priori research without investigating the value 
and applicability of corporate failure models in practice, they suggest that such models may have a 
valuable role within the audit decision process as an analytical procedure that can aid in assessing going 
concern (Carmichael and Pany, 1993; Koh, 1999; Pany and Whittington, 2001; Chung et al., 2008). 
 
Furthermore, the link between going concern and bankruptcy is recognized in the auditing literature 
(Blocher and Loebbecke, 1993; Koh and Brown, 1991; Foster et al., 1998; Loftus and Miller 2000; 
Constantinides, 2002; Kuruppu et al., 2003). In particular, the literature identifies the probability of 
bankruptcy as the main determinant of the qualified going concern opinion (Seipel and Tunnell, 1995; 
Dunn et al., 2002), with a number of prior studies showing that a positive relationship exists between the 
probability of bankruptcy and the issuance of qualified audit opinions (Seipel and Tunnell, 1995; 
Ragunandan and Rama, 1995; Carcello et al., 2003). Companies with high probabilities of bankruptcy 
receive more qualified audit opinions compared to companies with low probabilities of bankruptcy (Peel, 
1989; McKeown et al., 1991; Citron and Taffler, 1992; Carcello et al., 2003). Consequently, these 
findings support and justify the possible use of statistical corporate failure models as an analytical 
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procedure for assessing going concern, in light of the high costs associated with going concern 
misclassification (Asare, 1990; Louwers, 1998; Cho and Lew, 2000; Dunn et al., 2002; Constantinides, 
2002; Lowe et al., 2002; Kaminsky et al., 2004).  
 
However, the efficacy of bankruptcy prediction models as an analytical procedure in the context of 
assessing going concern in practice has not been examined. The current study addresses this gap by 
examining the practical efficacy and usefulness of corporate failure models for assessing going concern. 
The research objective and hypotheses for the research are described next. 
 
RESEARCH OBJECTIVE, HYPOTHESIS AND DESIGN 
 
Analytical procedures such as corporate failure models can assist auditors in mitigating and overcoming 
some of the issues associated with human information processing limitations that make arriving at an 
appropriate audit opinion difficult (Kaminsky et al., 2004). Such techniques would assist auditors in 
focusing on evidence that is more relevant to the decision at hand, thereby improving audit efficiency and 
effectiveness (Constantinides, 2002; Kaminsky et al., 2004). The main objective of this study is therefore 
to examine the practical efficacy of corporate failure models as an analytical procedure for moderating 
human information processing limitations, thereby assisting auditors to form more appropriate going 
concern opinions. The latter research objective can be stated as the following singular hypothesis: 
 
H1:  Auditors’ assessment of going concern with the assistance of a corporate failure model is not 

different to judgments made without the assistance of a model.  
 
Hypothesis 1 specifically examines the practical efficacy and value of corporate failure models in 
assisting auditors to form appropriate going concern opinions, by minimizing human information 
processing limitations, and reducing some of the subjectivity involved in the going concern assessment. It 
is expected that auditors who use the input from the corporate failure model while exercising professional 
judgment will exhibit a more appropriate perception of an entity’s going concern status compared to 
auditors who form the assessment without the use of the model. The research design used to address the 
above hypothesis is discussed next. 
 
A survey with a case study component was developed due to the experimental nature of this study, and is 
available from the author on request. The questionnaire was divided into two sections. The first section of 
the questionnaire gathered general demographic data about the respondents. Section two of the survey 
questionnaire consisted of the profiles of three companies, one of which was a failed company. For each 
company, the financial statements of the current and the previous accounting periods were provided, 
together with both contrary and mitigating factors, and other information which may or may not have a 
bearing on the going concern assessment. These were presented as a proxy to imitate human information 
processing limitations.  
 
The three companies in the case study were carefully selected so that each company’s going concern 
status was not obvious (Shelton, 1999; Tucker et al., 2003). The respondents had to form professional 
opinions regarding going concern status from the information provided in the case, which simulates 
auditors’ going concern assessments in real situations. To assess the impact of the availability of 
information regarding corporate failure model on the accuracy of going concern assessments, two 
versions of the survey questionnaire were developed. The first version of the questionnaire also provided 
the respondents with the predictions from the corporate failure model as to the likelihood of each of the 
companies failing together with information regarding the nature of the corporate failure model, and its 
level of accuracy in predicting failed and non failed companies. The respondents were requested to 
examine the information given in each profile and to assess each company’s going concern status on a 7-
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point semantic deferential scale anchored between “going concern” and “failed company”. The second 
version of the survey was identical to the first, but it did not require the use of the corporate failure model. 
The failure model used in this study was obtained from Kuruppu et al., (2003), who developed a model 
that discriminated between failed companies and ‘marginal’ non-failed companies in New Zealand, where 
this study was conducted. This model was developed from Multiple Discriminant Analysis employing the 
Wilks’ lambda stepwise method. Utilizing a sample of 135 public companies with an initial set of sixty 
three plausible variables, the final model was reduced to twelve variables. The tolerances at the final step 
of variable entry were all above 0.001, which showed that the variables in the discriminant function were 
not highly correlated with other variables in the function. Furthermore, the Lachenbruch cross validation 
procedure indicated that the model was 92 percent accurate in discriminating between the two groups of 
companies, which was also reaffirmed with the Press Q statistic for the model.   
 
The survey was posted to 700 auditors, half of whom received the survey instrument incorporating the 
model. Completed responses from 156 participants (22%) were received. This response rate compares 
favorably with other research conducted with less complex survey instruments, which have achieved 
response rates ranging from 14 to 22 percent (Elias and Johnston, 2001; Constantinides, 2002). 
Furthermore, tests showed no evidence of non-response bias. An independent-sample t-test and the cross-
tabulation procedure using the asymptotic significance and Somer’s D statistics were used to test the 
hypothesis.  
 
RESULTS 
 
The survey includes the profiles of three companies, A, B and C. An analysis of the respondents’ 
demographic characteristics is first presented in Table 1. It shows that approximately a third of the 
respondents in the survey are from Big Four firms, with the remainder being from local or national audit 
firms. About twenty six percent of the respondents had between 6-10 years of auditing experience, with 
the majority of fifty seven percent having more than 10 years of auditing experience. A t-test for the 
Equality of Means indicated no significant differences between the perceptions of auditors across Big 
Four and non- Big Four firms, and the perceptions of auditors who had previously used corporate failure 
models and those who did not. The majority of the respondents (92%) have not previously used a 
corporate failure model for assessing going concern. 
 
The first company in the survey, Company A, was a going concern and the appropriate responses were 
expected to lie to the lower side of the seven point scale, which denote that the presented profile is 
consistent with that of a going concern. Descriptive statistics categorized by model used are shown in 
Table 2.The descriptive statistics show that the mean response for the going concern assessment without 
the model was 3.78, while the mean for auditors who made use of the model was 2.00. Both groups of 
auditors generally made the inference that the profile of Company A was that of a going concern, although 
auditors using the model were more disposed to forming a judgment that the company was a going 
concern. Furthermore, the standard deviation of the responses was significantly less with the use of the 
model compared to opinions formed without the model. This indicates more consistency in the expressed 
opinions as a result of using the corporate failure model. 
 
As Company B was not a going concern, the appropriate responses were expected to be on the higher side 
of the seven-point scale. Table 2 show that for Company B, the mean response of auditors who did not 
use the corporate failure model was 3.15, indicating that they were more disposed towards forming an 
opinion that the company was a going concern. On the other hand, auditors utilizing the corporate failure 
model had a mean response of 5.02. The latter more appropriately reflects the going concern status for 
Company B as a non going concern. 
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Table 1: Respondents’ Demographic Attributes 
 

Panel A: Level of Auditing Experience 
  Frequency Percent Valid Percent Cumulative Percent 
Valid 1-5 years 25 16.0 16.8 16.8 
 6-10 years 39 25.0 26.2 43.0 
 More than 10 years 85 54.5 57.0 100.0 
 Total 149 95.5 100.0  
Missing  7 4.5   
Total  156 100.0   
 
Panel B: Familiarity with Corporate Failure Models 
 
  Frequency Percent Valid Percent Cumulative Percent 
Valid No 115 73.7 74.2 74.2 
 Yes 40 25.6 25.8 100.0 
 Total 155 99.4 100.0  
Missing  1 0.6   
Total  156 100.0   
Panel C: Regularity of Corporate Failure Model Use for Assessing Going Concern 
  Frequency Percent Valid Percent Cumulative Percent 
Valid Regularly Used 2 1.3 1.3 1.3 
 2 2 1.3 1.3 2.6 
 3 2 1.3 1.3 3.9 
 4 2 1.3 1.3 5.2 
 5 1 0.6 0.6 5.8 
 6 3 1.9 1.9 7.7 
 Not Used 143 91.7 92.3 100.0 
 Total 155 99.4 100.0  
Missing  1 0.6   
Total  156 100.0   
Panel D: Audit Firm Characteristics 
Big Four firm 48  
Local or National firm 108  
This table shows descriptive statistics for the respondents. All respondents were chartered accountants in public practice. 

 
Table 2: Descriptive Statistics for Going Concern Assessments 
 

Model Use  Company Profile 

  A B C 

  Statistic Statistic Statistic 

Without bankruptcy Model Mean 3.78 3.15 4.61 

 95% Confidence Interval          Lower Bound 3.30 2.86 4.30 

                                                   Upper Bound 4.25 3.43 4.92 

 Standard Deviation 1.945 1.171 1.279 

     
With bankruptcy Model Mean 2.00 5.02 3.18 

 95% Confidence Interval          Lower Bound 1.82 4.69 2.87 

                                                   Upper Bound 2.18 5.36 3.49 

 Standard Deviation 0.866 1.557 0.866 

This table shows the descriptive statistics of auditors’ perceptions about the three companies’ going concern status with and without the use of 
the model. 
 
However, the small but nevertheless higher variability of opinions from auditors using the corporate 
failure model for Company B has to be considered from the context of the overall accuracy that was 
derived from using it. Consequently, even though the variability is higher (1.557 to 1.171), auditors using 
the model were far more accurate in appropriately forming an opinion that Company B represents the 
profile of a non going concern. This also indicates that auditors continue to exercise professional 
judgment when using predictions from corporate failure models, rather than simply relegating 
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professional judgment to a somewhat secondary role in the light of other contrary and mitigating 
information that may be relevant to the going concern assessment.  
 
For Company C, which was a going concern, the descriptive statistics in Table 2 show that going concern 
assessments made without the assistance of the corporate failure model have a mean response of 4.61. As 
a result, the responses for this group of auditors were biased to the higher side of the scale, indicating 
perceptions that the profile of Company C was more likely to be that of a non-going concern. In contrast, 
going concern assessments made with the assistance of the corporate failure model have a mean response 
of 3.18. This is less than the mid-point on the scale, indicating the greater perceived likelihood that 
Company C is a going concern. Moreover, the standard deviation for the responses also illustrates that 
auditors making use of the model have lower variability for the expressed opinion that Company C was a 
going concern.Table 3 provides further analysis of the effect of the corporate failure model on the going 
concern opinion, where it shows a cross-tabulation of the audit judgments for the three companies, with 
and without the model. 
 
Table 3: Cross-tabulation of Responses by Model Use 
 

  Company A Company B Company C 

 
Response on 
7-point scale 

  
Model Used 

 
Total 

 
Model Used 

 
Total 

 
Model Used 

 

  No Yes No Yes No Yes Total 

1   GC No. 
% WMU 

12 
17.9% 

24 
27.0% 

36 
23.1% 

1 
1.5% 

3 
3.5% 

4 
2.6% 

 8 
9.0% 

8 
5.1% 

           

2 No 
% WMU 

12 
17.9% 

49 
55.1% 

61 
39.1% 

18 
26.9% 

5 
5.8% 

23 
15.0% 

4 
6.0% 

24 
27.0% 

28 
17.9% 

           

3 No 
% WMU 

6 
9.0% 

9 
10.1% 

15 
9.6% 

33 
49.3% 

7 
8.1% 

40 
26.1% 

8 
11.9% 

29 
32.6% 

37 
23.7% 

           

4 No 
% WMU 

4 
6.0% 

6 
6.7% 

10 
6.4% 

4 
6.0% 

11 
12.8% 

15 
9.8% 

18 
26.9% 

10 
11.2% 

28 
17.9% 

5 No 
% WMU 

17 
25.4% 

1 
1.1% 

18 
11.5% 

8 
11.9% 

16 
18.6% 

24 
15.7% 

23 
34.3% 

10 
11.2% 

33 
21.2% 

           

6 No 
% WMU 

14 
20.9% 

 14 
9.0% 

2 
3.0% 

34 
39.5% 

36 
23.5% 

8 
11.9% 

6 
6.7% 

14 
9.0% 

           

7   FC No 
% WMU 

2 
3.0% 

 2 
1.3% 

1 
1.5% 

10 
11.6% 

11 
7.2% 

6 
9.0% 

2 
2.2% 

8 
5.1% 

           

Total Count 
% WMU 

67 
100% 

89 
100% 

156 
100% 

67 
100% 

86 
100% 

153 
100% 

67 
100% 

89 
100% 

156 
100% 

Pearson Chi-Square 
(Asymptotic Sig.) 0.000*** 0.000*** 0.000*** 

Table 3 shows a cross-tabulation of the audit judgments for the three companies, made with and without the model. GC, FC and WMU denote 
going concern, failed company and within model used respectively. *** denote significance at the 1 percent level. 
 
For Company A, 27% of auditors using the model in the going concern assessment recognized it as a 
going concern, with a further 55.1% also indicating that it has a very strong likelihood of being a going 
concern, which is the appropriate response for this profile. A higher response on the second rank also 
indicates that the respondents did not select responses based entirely on the model. On the other hand, 
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only 17.9% each of auditors who made the going concern assessment without the model appropriately 
indicated the first two scale ranks as being the more suitable indicator of the company’s going concern 
status, which is significantly less than for auditors who utilized the model. The total of 35.8% for auditors 
who selected the first two scale ranks without using the model contrasts with 82.1% for auditors who used 
the model. 
 
The cross-tabulation also indicates significant misclassification errors for auditors making the assessment 
without the model. About 25% and 21% of auditors incorrectly formed assessments that Company A was 
a failed company, by indicating responses on points five and six of the scale respectively, when only 1.1% 
of the respondents using the model indicated that the profile was of a failed company, by marking on 
point five of the scale. The asymptotic significance level of the Pearson Chi-Square statistics further 
indicate that the going concern opinions formed with and without the assistance of the corporate failure 
model were significantly different. A similar analysis of responses regarding Companies B and C further 
indicates that going concern assessments with and without corporate failure models were significantly 
different. 
 
Although both the descriptive statistics and the cross-tabulation procedure for the three companies 
indicate significant differences in auditors’ judgments made with the assistance of the corporate failure 
model, which also illustrated Type 1 errors, an independent sample t-test was further conducted to 
conclusively examine the statistical significance of these differences (Rodeghier, 1996). The results of 
this procedure are presented in Table 4. They indicate that there are significant differences in going 
concern judgment made with and without the corporate failure model, which reaffirms the former results. 
 
Table 4: Independent Samples T-Test 
 

Company F- value Sig. of F Mean Difference t Sig. (2-tailed) 
A 111.479 0.000 -1.78 -7.670 0.000*** 
B 7.714 0.006 1.87 8.208 0.000*** 
C 0.768 0.382 -1.43 -6.376 0.000*** 

Table 4 presents the results of the independent samples t-test to that further examines differences in going concern assessments made with and 
without the model.*** denote significance at the 1 percent level. 

 
The next section provides a summary of the main findings and concludes the paper with opportunities for 
further research. 
 
SUMMARY AND CONCLUSION 
 
This study examined the value and efficacy of corporate failure models in assisting auditors to form more 
accurate going concern opinions by minimizing human information processing limitations. A case study 
methodology was used as a proxy for the auditors’ decision making environment. The results indicate that 
the use of the corporate failure model was effective as a means of mitigating human information 
processing limitations and consequently forming more appropriate conclusions of clients’ financial 
condition, which precursor the issuance of appropriate going concern opinions.  Since the issuance of 
unqualified audit reports to failed clients is generally perceived to be synonymous with audit failures, the 
routine application of corporate failure models within the audit decision process will have substantial 
benefits for the profession in its role of adding credibility to financial statements. It would be an effective 
means of minimizing the audit expectations gap through the issuance of more appropriate audit opinions.  
 
The results further indicate that the application of corporate failure models for assessing going concern 
does not lead to the relegation of professional judgment to a somewhat secondary level within the audit 
decision process. On the contrary, only a minority of respondents suggested, by selecting the endpoints of 
the scale, that the model’s prediction was the only factor influencing their chosen going concern opinion. 
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The majority of the respondent auditors effectively used the contribution of the corporate failure model 
together with other pertinent information to form the going concern opinion. This would minimize the 
concern that any explicit recognition of the efficacy of suitable corporate failure models in auditing 
standards, as opposed to the ambiguous guidance at present, would lower the significance of professional 
judgment in the assessment process. As the results show, auditors would use the relevant contribution of 
the corporate failure model in conjunction with other information to exercise audit judgment.  
 
As with all experimental research of this nature, this study is limited by the fact that it was not applied in 
an actual audit engagement. This may be considered to be a limitation in that it was not possible to 
observe the efficacy of the model during an actual audit process, which would have been the ideal context 
on which to base statistical inferences. Nevertheless, the case study experiment was a realistic proxy, and 
it effectively captured the influences of human information processing limitations present within the audit 
decision framework. Accordingly, the conclusions formed are valid. An attractive area for future research 
would be to examine the interest among financial statement users and the profession of explicitly having a 
statement about clients’ going concern status in the audit report. With the demonstrated capability of 
suitable corporate failure models to assess impending failure with a high degree of accuracy, auditors’ on 
their part would not be accepting any more responsibility, and hence liability, than is currently required 
by law or current auditing standards. On the contrary, they will be making a clearer statement of clients’ 
future viability, and hence the appropriateness of the financial statements. A change in reporting format in 
this manner would not require additional resources, but it is likely that it may have a positive influence on 
the auditors’ function in society of adding credibility to financial statements. Consequently, this remains a 
stimulating area for further research. 
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