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Abstract:

The awareness of association between auditor switching and the audit opinion is essential
when legislation regarding mandatory audit practice is being done. To test the significance of
the association, we collect data on audit opinion reports of a random sample that comprises
800 industrial entities from Republic of Serbia. Using Fisher’s Exact Test, we conclude that
companies that have received unqualified opinion in one period, and subsequently changed
their auditor firm, were significantly less likely to receive unqualified opinion in the follow-
ing period, when compared to companies that have not changed auditor.

INTRODUCTION

The causation between switching and the audit opin-
ion is clearly important for policy decisions regarding both
opinion shopping and auditor independence [13]. The
practice of audit switching is generally considered advan-
tageous and made mandatory in some countries, but its
benefits are obtained only when it doesn’t create financial
incentives that might undermine auditor’s independence.
In a study by Carey et al. showed that auditors issuing first-
time going-concern-modified audit opinions lost propor-
tionately more fees by losing clients (through switching or
company failure) than firms not issuing a going-concern-
modified opinion to financially stressed clients [2]. This
confirms that auditor independence is often challenged,
a fact that is acknowledged in a rich body of research on
this topic.

Nevertheless, to the best of our knowledge, no study
on this subject has been conducted in Republic of Serbia.
Therefore, for the purpose of this research, pairs of two
consecutive annual audit reports issued to 800 randomly
sampled medium and large size Serbian industrial com-
panies are examined. Reports were issued by independ-
ent external auditor firm, and depending on availability
of data, they were with reference to financial statements of
companies for fiscal periods 2006 through 2010.

We divided the sample into two groups: companies that
did not change auditor firm in period between issuance of
these two reports (683 of them), and companies that did
change auditor firm (117 of them). Based on opinions as-
signed in the paired reports, we constructed a transition
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matrix for each of the two groups. A sequence of tests for
consistency of proportions of auditor’s opinions types be-
tween these two groups of companies is performed.

Results indicate that among the companies that receive
an unqualified audit opinion in one period, ones that sub-
sequently change their auditor have significantly lower
odds of receiving the same type of opinion in the follow-
ing period. There was not sufficient evidence for inconsist-
ency of proportions for companies that received qualified,
adverse and declaimer of opinion type of reports in first
periods. This however may be a consequence of relatively
small frequency of reports with this type of opinion in the
sample.

The results are consistent with those of other studies,
and put forward that investors should be watchful of au-
ditor switching practice, as it can timely indicate that reli-
ability of financial reports is diminishing.

LITERATURE REVIEW

Previous studies have reported that auditor switch-
ing is positively associated with receipt of a going-con-
cern-modified opinion [2]. A research by Krishnan et
al. in which simultaneity-adjusted estimates were used
confirmed a positive effect of a qualified opinion on
switching found by Chow, Craswell and Citron & Taftler
[13],[4],[6],[5]. Likewise, results from a random sample of
SEC-registrants support the contention that firms switch
auditors more frequently after receiving qualified opin-
ions [13]. In addition, it appears that the probability of a
switch increases with the severity of qualification [9].



However, it was not found that firms that have received
qualified opinions switch systematically to audit firms
with a history of rendering proportionally fewer qualified
opinions. Results suggest that qualified firms which switch
auditors are equally [13], or are even more likely to receive
qualified opinions [12] and [13] subsequently. Analytical
studies dealing with auditor independence issues Magee
& Tseng, Dye and Teoh suggest an opposite causation, in
which the auditor is less likely to qualify the opinion for a
client who may switch auditors [18],[7],[23].

Evidence is found of both familiarity and intimidation
threats [9]. With aim of loosening potentially hazardous
relationship between auditor and company management,
auditor rotation is made mandatory in some countries.
A study conducted by Lu advocates that successor audi-
tor’s audit quality exceeds the predecessor auditor’s audit
quality, and that the successor auditor’s reactions to audi-
tor switching reduce the benefits of opinion shopping to
companies [16]. However, majority research studies con-
ducted on this topic point out that once the cost of audit-
ing firm rotation is taken into the account, it outweighs
its potential benefits [10] and [22]. Even when mandatory
rotation legislation is in place, it appears that switching of
auditors at the end of the mandatory term is linked to type
of received opinion [24].

Arguments are made that, as a potential solution,
limitation of managerial influence over auditor switch-
ing should be imposed [15]. However, in addition to re-
ceiving an unqualified opinion report, fee reduction is a
major motivation for auditor switching. There is a strong
evidence that a change of auditor is associated with a fee
reduction of 5% to 7%, although this fee discount does
not persist over time [11]. Another study showed the ten-
dency of companies with high audit fees to dismiss their
auditor after a year [22].

Pricing factor might be even related to macroeco-
nomic cycles, which may have consequence on a collective
level. Numerous studies have found that large audit firms
with international reputations earn fee premiums due to
their perceived higher quality [20]. Therefore, in periods
of economic prosperity, a trend of switching towards large
audit firms is observed. Finding of a study by Richardson
draws our attention to the fact that the similar pattern of
auditor switching has been observed prior to the Great
Depression [21]. However, as he reports, during the cri-
sis, this flow of clients is reversed with large international
firms losing clients through switches, on average, to do-
mestic and smaller audit firms. Similarly, after the demise
of Arthur Andersen and enactment of the Sarbanes-Oxley
Act of 2002, a significant migration of public clients to
second-tier and smaller third-tier audit firms has been
witnessed [3]. As a consequence, during the 2003-2004
period, auditor switching was more likely to result in lost
clients for large accounting firms and a net gain in clients
for smaller ones [1].

A recent study by Luypaert & Van Caneghem de-
scribed another important factor that influences decisions
on auditor change [17]. Namely, in the takeover processes,
the majority of acquired firms switch to the auditor of the
acquiring firm regardless of similarity of their activities.
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In this paper, we will focus on the association between
auditor switching and subsequent change in received
opinion, and try to provide further evidence on this con-
cern.

METHODOLOGY

Due to characteristics of the data (small sample size for
certain audit opinion types), we use Fisher’s exact method
in order to test associations between nominal variables.
Although exact results are always reliable, some data sets
are too large for the exact p value to be calculated, yet they
do not meet the assumptions necessary for the asymptotic
method. In this situation, the Monte Carlo approximated
calculation method provides an unbiased estimate of the
exact p value, without the requirements of the asymptotic
method [19]. Accordingly, we construct 99% confidence
intervals for p values with 10000 samples.

With the aim of controlling for family wise errors,
we use Holm’s sequentially rejective procedure [8]. The
steps in the aforementioned procedure are, as described
in Lehmann&Romano, along these lines [14]:

Letk=0

L I Ppesn = ﬁ, go to step 2. Otherwise set k = k+ 1
and repeat step 1.

2. Reject Hyj) for j = k and accept Hyj) for j = k,
where f, ... i, are p values of 5 individual tests, or-
dered P values are denoted by fqy = --- = Prs), and

the associated hypotheses by Hyy ... Hi o).

RESULTS

The results of analysis of the sample are summarized
in form of two transition matrices.

TABLE I. TRANSITION MATRIX FOR COMPANIES THAT

DID NOT CHANGE AUDITOR
. Dis-
Un- Quali- claimer | Adverse
qualified fied of opin- | opinion
opinion opinion io'r)'l P
Unquali-
fied opin- 93.57% 5.36% 0.71% 0.36%
ion
Qualified | > 150, | 5152% | 3.03% | 3.03%
opinion
Dis-
claimer of 10.00% 35.00% 55.00% 0.00%
opinion
Adverse | _c 0% | 0.00% | 25.00% | 0.00%
opinion
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TABLE II. TRANSITION MATRIX FOR COMPANIES THAT
DID CHANGE AUDITOR

. Dis-
Ur.'n-' Ql.Jah- claimer | Adverse
qualified fied . . .
. . of opin- | opinion
opinion | opinion )
ion
Unquali-
fied opin- 86.32% 7.37% 5.26% 1.05%
ion
alified
Quali 35.29% | 52.94% | 11.76% | 0.00%
opinion
Dis-
claimer of | 75.00% 0.00% 25.00% 0.00%
opinion
Ad
Verse | 100.00% | 0.00% | 0.00% | 0.00%
opinion

In order to test for statistical significance of observed
difference in the proportions between the two groups, we
state four pairs of hypotheses, each pair for a distinct ini-
tial auditor opinion type.

The first pair of hypotheses:

H(10): Among the companies that have been given
unqualified auditor’s opinion in one year, proportions
of audit opinions given to these companies in the fol-
lowing year are equal regardless of whether auditor
firm is changed in the interim or not.

H(1A): Among the companies that have been given
unqualified auditor’s opinion in one year, proportions
of audit opinions given to these companies in the fol-
lowing year are different, depending on whether audit
firm has changed in the interim or not.

The second pair of hypotheses:

H(20): Among the companies that have been given
qualified auditor’s opinion in one year, proportions of
audit opinions given to these companies in the follow-
ing year are equal regardless of whether auditor firm
is changed in the interim or not.

H(2A): Among the companies that have been given
qualified auditor’s opinion in one year, proportions of
audit opinions given to these companies in the follow-
ing year are different, depending on whether audit firm
has changed in the interim or not.

The third pair of hypotheses:

H(30): Among the companies that have been given
disclaimer of opinion in one year, proportions of au-
dit opinions given to these companies in the follow-
ing year are equal regardless of whether auditor firm
is changed in the interim or not.

H(3A): Among the companies that have been given
disclaimer of opinion in one year, proportions of au-
dit opinions given to these companies in the following
year are different, depending on whether audit firm
has changed in the interim or not.

The fourth pair of hypotheses:

H(40): Among the companies that have been given
adverse auditor’s opinion in one year, proportions of
audit opinions given to companies in the following
year are equal regardless of whether auditor firm is
changed in the interim or not.

H(4A): Among the companies that have been given
adverse auditor’s opinion in one year, proportions of
audit opinions given to companies in the following
year are different, depending on whether audit firm
has changed in the interim or not.

After stating the hypotheses, we proceed to Holms se-
quentially rejective procedure for hypotheses testing.

TABLE III. HOLMS SEQUENTIALLY REJECTIVE PROCE-
DURE FOR HYPOTHESES TESTING

Row pairs Fisher’s
P Exact Test | Adjusteda | H hypoth-
ordered by . °,
si Significance level esis status
g (2-sided)

First pair of
TM rows - 0.0037 0.0125 Rejected
Hs)
Third pair of Not re-
TM rows - 0.0220 0.0167 )
H jected

(30)
Second pair Not re-
of TM rows - 0.3340 0.0250 )
H jected

(20)
Fourth pair Not re-
of TM rows - 1.0000 0.0500 )

jected

Huo)

The procedure has been stopped after the first step,
since the condition

0.05

s . 005
O

is met in the second step, and we conclude that there
is no enough evidence to reject hypotheses H20, H30
and H40.

CONCLUSIONS

In this paper, we have tested consistency of two transi-
tion matrices of two consecutive annual auditor’s opinion
reports: one based on data collected on companies that
have changed auditor firm and one based on companies
that have not changed auditor firm. This has been ac-
complished by sequential testing of four pairs of hypoth-
eses on homogeneity of proportions of audit opinions
received in later period, each for a distinct opinion type
received in initial period (a row in matrix). Results show
that the only significant difference in proportions is the



one within the companies that received unqualified audit
opinion in initial periods. Out of these companies, ones
that subsequently change their auditor firm have signifi-
cantly lower odds of receiving the same type of opinion in
the following periods. This supports findings of research
studies that have been previously conducted in the field
[12],[13]. Hypotheses that differences in proportions exist
when qualified opinion, adverse opinion or disclaimer of
opinion are received in initial periods have been rejected.
Partially, failing to reject these hypotheses might be a re-
sult of the relatively small statistical power, which is in
turn consequence of small sample size for given opinion
types in initial periods. Therefore we recommend further
research be undertaken.
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APPENDIX

TABLEIV. CROSS TABULATION OF AUDITOR’S OPINION TYPE CHANGE WITH AUDITOR FIRM CHANGE FOR COM-
PANIES THAT HAVE RECEIVED UNQUALIFIED OPINION IN INITIAL PERIOD

Opinion
Unqualified Unqualified Ungu‘aliﬁed Unqualified Total
L L . opinion to .
opinion to Un-  opinion to Quali- . . opinion to Ad-
. . . - Disclaimer of .
qualified opinion fied opinion L verse opinion
opinion
N Count 524 30 4 2 560
(o]
Audit firm Expected Count 518.1 31.6 7.7 2.6 560.0
change Y Count 82 7 5 1 95
es
Expected Count 87.9 5.4 1.3 4 95.0
Count 606 37 9 3 655
Total
Expected Count 606.0 37.0 9.0 3.0 655.0

TABLE V. CHI-SQUARE TESTS FOR COMPANIES THAT HAVE RECEIVED UNQUALIFIED OPINION IN INITIAL PERIOD

Asymp. Sig. Exact Sig. Exact Sig. . .
Value df (Z—si:’ied)g (2-sidedg) (1-sidecf) Point Probability
Pearson Chi-Square 14.133¢ 3 .003 .007
Likelihood Ratio 9.875 3 .020 .016
Fisher’s Exact Test 11.573 .006
Linear-by-Linear Association 9.866" 1 .002 .004 .004 .002
N of Valid Cases 655

a. 3 cells (37.5%) have expected count less than 5. The minimum expected count is .44.

b. The standardized statistic is 3.141.

TABLE VI. ESTIMATES OF EFFECT SIZE OF AUDITOR SWITCHING ON OPINION RECEIVED IN LATER PERIOD THE
FOR COMPANIES THAT HAVE RECEIVED UNQUALIFIED OPINION IN INITIAL PERIOD

Value Approx. Sig. Exact Sig.
. . Phi 147 .003 .007
Nominal by Nominal
Cramer’s V 147 .003 .007
N of Valid Cases 655

TABLE VII. CROSS TABULATION OF AUDITOR’S OPINION TYPE CHANGE WITH AUDITOR FIRM CHANGE FOR
COMPANIES THAT HAVE RECEIVED QUALIFIED OPINION IN INITIAL PERIOD

Opinion
Qualified opin-  Qualified opin-  Qualified opin-  Qualified opin- Total
ion to Unquali- ion to Qualified ion to Disclaim- ion to Adverse
fied opinion opinion er of opinion opinion

Count 42 51 3 3 99
Audit firm Expected Count 41.0 51.2 4.3 2.6 99.0

change v Count 6 9 2 0 17

es
Expected Count 7.0 8.8 7 A4 17.0
Count 48 60 5 3 116
Total

Expected Count 48.0 60.0 5.0 3.0 116.0
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TABLE VIII. CHI-SQUARE TESTS FOR COMPANIES THAT HAVE RECEIVED QUALIFIED OPINION IN INITIAL PERIOD

Value df A(Sz-::ezl)g ’ I(Ef;;::f) I(Ef;;::_jg) Point Probability
Pearson Chi-Square 3.267° .352 .327
Likelihood Ratio 3.045 .385 455
Fisher’s Exact Test 2.866 .334
Linear-by-Linear Association .301° 1 .583 .700 .350 125
N of Valid Cases 116

a. 4 cells (50.0%) have expected count less than 5. The minimum expected count is .44.
b. The standardized statistic is .549.

TABLE IX. ESTIMATES OF EFFECT SIZE OF AUDITOR SWITCHING ON OPINION RECEIVED IN LATER PERIOD THE
FOR COMPANIES THAT HAVE RECEIVED QUALIFIED OPINION IN INITIAL PERIOD

Value Approx. Sig. Exact Sig.
. . Phi .168 .352 .327
Nominal by Nominal
Cramer’s V .168 .352 327
N of Valid Cases 116

TABLE X. CROSS TABULATION OF AUDITOR’S OPINION TYPE CHANGE WITH AUDITOR FIRM CHANGE FOR COM-
PANIES THAT HAVE RECEIVED ADVERSE OPINION IN INITIAL PERIOD

Opinion
Disclaimer of opinion to Disclaimer of opinion iggiﬁ’g?sec?;:’;qo :ri ';} Total
Unqualified opinion to Qualified opinion opinion
N Count 2 7 11 20
(o]
Audit firm Expected Count 4.2 5.8 10.0 20.0
change v Count 3 0 1 4
es
Expected Count . 1.2 2.0 4.0
Count 5 7 12 24
Total
Expected Count 5.0 7.0 12.0 24.0

TABLE XI. CHI-SQUARE TESTS FOR COMPANIES THAT HAVE RECEIVED ADVERSE OPINION IN INITIAL PERIOD

Value df Aa/r:lzeill)g ’ f:as(::lzldg) f)l(a;;:':) Point Probability
Pearson Chi-Square 8.760° 2 .013 .022
Likelihood Ratio 8.013 2 .018 .022
Fisher’s Exact Test 6.377 .022
Linear-by-Linear Association 4.626° 1 .031 .038 .038 .031

N of Valid Cases 24

a. 4 cells (66.7%) have expected count less than 5. The minimum expected count is .83.
b. The standardized statistic is -2.151.

TABLE XII. ESTIMATES OF EFFECT SIZE OF AUDITOR SWITCHING ON OPINION RECEIVED IN LATER PERIOD THE
FOR COMPANIES THAT HAVE RECEIVED ADVERSE OPINION IN INITIAL PERIOD

Value Approx. Sig. Exact Sig.
. . Phi .604 .013 .022
Nominal by Nominal
Cramer’s V .604 .013 .022
N of Valid Cases 24

557
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TABLE XIII. CROSS TABULATION OF AUDITOR’S OPINION TYPE CHANGE WITH AUDITOR FIRM CHANGE FOR
COMPANIES THAT HAVE RECEIVED DISCLAIMER OF OPINION IN INITIAL PERIOD

Opinion
Adverse opinion Adverse opinion Total
to Unqualified to Disclaimer of
opinion opinion
Count 3 1 4
No
Lo Expected Count 3.2 .8 4.0
Audit firm change
Count 0 1
Yes
Expected Count .8 2 1.0
Count 4 1 5
Total
Expected Count 4.0 1.0 5.0

TABLE XIV. CHI-SQUARE TESTS FOR COMPANIES THAT HAVE RECEIVED DISCLAIMER OF OPINION IN INITIAL
PERIOD

Value df A(S;-leefjl)g f)z(-as(:':‘:Idg) I(E:_asizzldg) Point Probability
Pearson Chi-Square 3132 1 .576 1.000 .800
Continuity Correction® .000 1 1.000
Likelihood Ratio .505 1 477 1.000 .800
Fisher’s Exact Test 1.000 .800
:::a"by'”"ea’ Associa-  Hgqe 1 617 1.000 800 800
N of Valid Cases 5

a. 4 cells (100.0%) have expected count less than 5. The minimum expected count is .20.
b. Computed only for a 2x2 table
c. The standardized statistic is -.500.

TABLE XVI. ESTIMATES OF EFFECT SIZE OF AUDITOR SWITCHING ON OPINION RECEIVED IN LATER PERIOD THE
FOR COMPANIES THAT HAVE RECEIVED DISCLAIMER OF OPINION IN INITIAL PERIOD

Value Approx. Sig. Exact Sig.
. . Phi -.250 .576 1.000
Nominal by Nominal
Cramer’s V .250 .576 1.000

N of Valid Cases 5





