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Abstract

Considering the auditors' responsibility and mission in the accreditation of financial statements and the adverse
effects of corporate bankruptcy on society and the users of financial statements, this study aims to investigate the
auditors’ conservatism hypothesis in responding to the client bankruptcy risk by estimating the bankruptcy risk.
For the purpose of this study, data of 110 companies listed on Tehran Stock Exchange during the period 2008 to
2018 are collected from audited financial statements, official website of Tehran Stock Exchange and also Iranian
Association of Certified Public Accountants. In order to test the research hypotheses, this study applies the
multiple regression analysis as well as probit regression. This study finds that client bankruptcy risk has a
significant positive effect on the conservative behavior of the auditors, which is reflected in auditor's report in
the form of going concern uncertainty. However, the results indicate that audit fees has not affected by the client
bankruptcy risk. In other words, auditors consider the effect of client bankruptcy risk on the audit risk.
Therefore, auditors publish conservative reports in order to carry out their legal, social and professional
responsibilities and to prevent the audit failure.

Keywords: Going Concern Opinion, Bankruptcy Risk Estimation, Audit Fees, Audit Risk, Auditor
Conservatism

Introduction

Many accounting variables represent estimates of future outcomes; they are labeled as estimates. Therefore
decision-making under conditions of uncertainty is of fundamental importance in accounting. This study shows
that estimation client bankruptcy risk has an impact on the degree of conservatism exhibited by risk-averse
auditors; because auditors can incur substantial losses from litigation and reputation impairment when their
clients file for bankruptcy.

Method and Data

For the purpose of this study, data of 110 companies listed on Tehran Stock Exchange during the period 2008 to
2018 are collected from audited financial statements, official website of Tehran Stock Exchange and also Iranian
Association of Certified Public Accountants. To generate the point estimates of bankruptcy (B *), we estimate
bankruptcy prediction models over rolling windows of the past five years. We use rolling windows because we
use the point estimates to explain auditors’ out-of-sample behavior in the following year. For example, we
estimate bankruptcy models for the five year period 2008-2012, and we use the resulting coefficients to estimate
B * in the following year (2013). We then use these values of B * to explain auditors’ going-concern reports and
audit fees in year 2013. In order to test the research hypotheses, this study applies the multiple regression
analysis as well as probit regression.
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Findings

We begin by regressing going-concern opinions on the point estimates (B *) and control variables. Consistent
with prior audit reporting studies, finds a highly significant positive coefficient on the B * variable. In other
words, this study finds that client bankruptcy risk has a significant positive effect on the conservative behavior of
the auditors, which is reflected in auditor's report in the form of going concern uncertainty.

Conclusion and discussion

Client bankruptcy risk affects behavior of individuals. We examine how client bankruptcy risk affects auditors’
going-concern reports and audit fees. We demonstrate that client bankruptcy risk has a significant positive effect
on the conservative behavior of the auditors, which is reflected in auditor's report in the form of going concern
uncertainty. However, the results indicate that audit fees has not affected by the client bankruptcy risk.

In other words, auditors consider the effect of client bankruptcy risk on the audit risk. Therefore, auditors publish
conservative reports in order to carry out their legal, social and professional responsibilities and to prevent the
audit failure.These findings are consistent with client bankruptcy risk helping explain auditor behavior. In
particular, our findings suggest that auditors are more conservative when they face client bankruptcy risk. These
findings matter because decision making under uncertainty is a key theme of accounting research.
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