
 

The Role of Trust in Auditors’ Issuance of Going-concern Opinions 

Abstract:  

Following the severe liquidity and credit problems faced by companies during the financial crisis 

of 2007-2008, there is heightened interest in auditors’ application of professional skepticism when 

assessing the ability of entities to continue as a going-concern. We build on studies theorizing that 

societal trust inversely relates to auditors’ professional skepticism and in turn, low skepticism 

weakens auditors’ tendency to issue going-concern opinions (GCOs). Using a large sample of 

observations across several countries, we find a lower incidence of GCOs in jurisdictions with 

high societal trust. Corroborating this result, we find that this effect varies predictably with cross-

sectional factors. Specifically, the negative effect of societal trust on GCO likelihood is only 

evident when auditors face low legal costs, when publicly available information signals a threat to 

clients’ future survival, and when managers have more likely manipulated accruals to avoid the 

financial distress status. We further find weak support for a mediating effect of earnings quality, 

and strong evidence of a direct path between societal trust and the incidence of GCOs. Moreover, 

we find that auditors overweigh societal trust in their GCO decision process relative to the weight 

implied in a bankruptcy prediction model. We also find that high societal trust is associated with 

fewer GCO Type I errors (i.e., auditors issue GCOs, but companies survive in the subsequent year), 

and with more GCO Type II errors (i.e., companies go out of business without preceding a 

GCO).Our results are robust to several sensitivity tests. We contribute one of the first, large-scale 

evidence, to the emerging archival literature examining the effect of social pressures on audit 

outcomes. In doing so, we provide evidence with implications for practitioners and regulators 

concerned with overseeing work from auditors across several jurisdictions, which is particularly 

relevant to global audits, group audits, and offshoring tasks.     
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The Role of Trust in Auditors’ Issuance of Going-concern Opinions 

1. Introduction 

The severe liquidity and credit problems faced by companies during the financial crisis of 

2007-2008 has generated concerns about the role that auditors had to play in warning about such 

problems (Carson, Fargher, Geiger, Lennox, Raghunandan, and Willekens 2013). While auditors 

can issue these warnings through their going-concern opinion reports, there is heightened concern 

by both U.S. and international regulators that auditors have been ineffective in doing so (European 

Commission 2010; House of Lords 2011; FRC 2011). These concerns, along with increasing 

globalization, highlight the need to examine cross-country factors that affect auditors’ going-

concern reporting decisions. This study examines the relation between the incidence of going-

concern opinions and trust, where trust reflects the extent to which people exercise caution in 

dealing with the people in a country (i.e., societal trust). 

A recent stream of research acknowledges societal trust as an important informal control 

determining several economic phenomena. For example, trust affects economic development and 

growth (Zak and Knack 2001), efficiency gains and cooperation (Lopez-de-Silanes, La Porta, 

Shleifer and Vishny 1997), and stock market outcomes (Pevzner, Xie, and Xin 2015). Although 

trust is a key determinant of auditor professional skepticism and professional skepticism is a 

fundamental determinant of audit outcomes (Shaub 1996; Rose 2007), there is little research on 

the effect of trust on audit outcomes. This issue is especially important in recent years given 

regulators’ wide-spread concerns that auditors’ low professional skepticism causes low audit 

quality (PCAOB 2012; Beasley, Carcello, Hermanson, and Neal 2013). For instance, among 81 

AAERs from 1998-2010, the SEC condemned 60 percent of the cases for auditors’ low 

professional skepticism.  
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Recognizing this gap within the literature, Carson et al. (2013) in their literature review 

call on research to address the following question: “beyond the U.S. or Anglo-Saxon economies, 

how do factors such as culture and societal pressures affect auditors’ GCO-related decisions?” 

Contributing to this call, we provide some of the first large-scale, cross-country evidence on the 

association between the level of societal trust and auditors’ issuance of going-concern opinions. 

We suggest that trust negatively affects auditors’ likelihood of issuing going-concern opinions 

(GCOs). We ground our prediction on the definition of professional skepticism and its relevance 

in auditors’ judgment regarding clients’ ability to continue as a going-concern.  

The PCAOB and IASB (AU 341 and ISA 570, respectively) require auditors to evaluate 

the entity’s ability to continue as a going-concern and upon substantial doubt, evaluate 

management’s remedy plans. Inevitably, these plans about uncertain future events rely on 

managers’ judgment, requiring auditors’ judgment as well. Moreover, in this process, auditors 

communicate with managers and assess managerial representations (Whitehouse 2012). To form 

an accurate opinion, a PCAOB (2012) practice alert encourages auditors to maintain a questioning 

mind and to critically assess all evidence (i.e., exercise professional skepticism).1 However, Glover 

and Prawitt (2014) theorize that auditors’ trust in management inversely relates to professional 

skepticism. Therefore, trusting auditors are more likely to believe in the success of management’s 

remedy plans and in management’s assertions. Consequently, we predict a negative association 

between auditors’ trust in management and auditors’ propensity to issue a going-concern opinion. 

We examine our research question using a large sample of 162,714 firm-year observations 

across 39 countries, between 2004 and 2013. Following prior studies (Guiso, Sapienza, and 

                                                           
1  In conversations with an office managing partner of a Big 4 accounting firm, Mayew, Sethuraman, and 

Venkatachalan (2015) find that managers privately make forward looking disclosures (such as those disclosed in the 

Management Discussion and Analysis section of the 10-K) to auditors during the audit. 
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Zingales 2008; Ahern, Daminelli, and Fracassi 2015; Pevzner, Xie, and Xin 2015), we use societal 

trust from the World Values Surveys (WVS) to proxy for auditors’ trust in management. We obtain 

information about auditors’ going-concern opinions from S&P Capital IQ. We control for a battery 

of client-level and country-level factors that might affect the incidence of GCOs. Focusing on a 

subsample of financially distressed clients, we find a significant negative association between 

societal trust and the auditor’s decision to issue a going-concern opinion. In particular, we 

document that as the level of societal trust increases by one standard deviation, the likelihood of 

issuing GCOs decreases by 11 percent, which is economically significant.  

To triangulate our main findings, we examine the role of two cross-sectional factors – 

litigation risk and indicators of client financial viability. First, auditors’ litigation concern is among 

the critical factors driving auditors to maintain high professional skepticism (Nelson 2009). Thus, 

we predict the negative effect of societal trust on GCOs reduces when formal controls impose high 

legal costs on auditors. Consistent with our prediction, we find a less negative effect of societal 

trust on GCOs in countries with low anti-self-dealing, strong liability standards, and high public 

enforcement. Second, we suggest that the role of societal trust in affecting GCOs is weaker when 

auditors can see relatively clear signals about their clients’ future survival. Consistent with this 

suggestion, we find that the negative effect of societal trust on GCOs is only evident among clients 

with a trend of deteriorating sales, negative accounting performance, low market-to-book ratio, 

and insufficient financing opportunities. Thus, auditors are less likely to issue GCOs to financially 

distressed clients in high trust regions, even when additional publicly available information casts 

substantial doubt on these clients’ ability to continue as a going-concern. These results are robust 

to alternative measures of trust, additional control variables, and other modified opinions.  
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We next use path analysis to provide evidence on the existence and relative importance of 

the direct and indirect paths between societal trust, financial reporting quality, and GCOs. Auditors 

may perceive that the assertions of managers with high societal trust are more credible because 

these managers have higher financial reporting quality (Kang, Han, Salter, and Yoo 2010; 

McGuire, Omer, and Sharp 2012).2 We find that financial reporting quality mediates only a small 

part of the total effect of societal trust on the incidence of GCOs.  

In another test, we provide evidence regarding the effect of societal trust on the sufficiency 

of auditors’ professional skepticism. We find that auditors overweigh societal trust in their GCO 

decision process relative to the weight implied in a bankruptcy prediction model. We also find that 

high societal trust is associated with fewer GCO Type I errors (i.e., auditors issue GCOs, but 

companies survive in the subsequent year), and with more GCO Type II errors (i.e., companies go 

out of business without preceding a GCO). This evidence is consistent with auditors exercising too 

much professional skepticism towards clients in low trust regions or exercising an insufficient 

level of skepticism towards clients in high societal trust regions, suggesting that societal trust likely 

impairs auditors’ professional skepticism. 

Our study makes several important contributions. First, our study extends several literature 

streams. The decision process underlying auditors’ going-concern reports is an important 

component of audits (PCAOB 2012). A stream of research examines auditors’ reliance on 

management representations, reporting mixed results (Mutchler 1985; Mutchler, Hopwood, and 

McKeown 1997; Feng and Li 2014). We contribute to this literature by reporting that the extent to 

which auditors rely on client representations depend on the level of societal trust in the jurisdiction 

                                                           
2 Prior literature argues that financial reporting quality is not related to auditors’ GCO decisions because auditors are 

required to issue GCOs based on an evaluation of financial distress, not financial reporting quality (Butler et al. 2004; 

Holder-Webb and Cohen 2007; Carson et al. 2013). Thus, we do not focus on the argument that financial reporting 

quality explains the relation between societal trust and auditors’ GCOs.  
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in which the client is headquartered. These results have implications for global audits, group audits, 

and offshoring, which are becoming prevalent due to increased globalization (PCAOB 2016). Our 

results suggest that audit firms should be more cognizant about the effect of societal trust on 

auditors’ opinions when engaging with auditors from other jurisdictions. In particular, such 

awareness should enable lead auditors to more effectively oversee work performed by auditors 

across jurisdictions with varying levels of societal trust. 

Also, we provide one of the first archival evidence on the impact of social factors on audit 

outcomes. Jha and Chen (2015), using a sample of U.S. companies, provide a great foundation for 

research along this stream by providing evidence of a negative relation between societal trust and 

audit fees. We extend their study by documenting that cross-jurisdictional variation in societal trust 

determines auditors’ GCOs, with this effect of trust becoming less pronounced in countries such 

as the U.S., that are more likely to impose a high legal cost on auditors. By doing so, we respond 

to a call for cross-country audit research on this topic by Carson, Fargher, Geiger, Lennox, 

Raghunandan, and Willekens (2013). We also provide evidence of societal trust as a new factor 

that may explain cross-country variation in auditors’ GCO decisions. Our findings imply that 

informal controls (e.g., trust) and formal controls (e.g., legal system) jointly and individually affect 

auditors’ application of professional skepticism.  

 Second, there is heightened interest in auditors’ application of professional skepticism as 

evidenced by a recent study on the topic commissioned by the Global Public Policy Committee 

(Glover and Prawitt 2013) and a 2012 PCAOB practice alert (PCAOB 2012). Our study contributes 

to the limited body of archival studies that examine auditor professional skepticism (Feng and Li 

2014). We document that societal trust, which is inversely related to professional skepticism, 

lowers the incidence of GCOs, even in circumstances under which publicly available information 
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signals threats to a client’s ability to continue as a going-concern. Hence, the evidence we provide 

is useful to regulators and auditors because Glover and Prawitt (2014) emphasize that 

understanding factors affecting the application of professional skepticism is key to developing 

measures to enhance professional skepticism. 

 We organize this study as follows. In the next section, we develop our hypotheses. Section 

3 describes the research design and sample selection. We provide empirical results in Section 4. 

Section 5 provides additional analyses, and Section 6 concludes. 

 

2. Background and Hypotheses 

2.1. The Role of Societal Trust 

The prior literature shows that social norms have a strong influence on human behavior 

(Sunstein 1996; Cialdini and Goldstein 2004). For example, trust enhances confidence in uncertain 

transactions between economic parties, facilitating trade (Arrow 1972). Considering its role in 

reducing uncertainty, trust can benefit the community in various ways. As such, most economics 

and finance studies provide evidence of various beneficial aspects of trust. These studies show that 

societal trust fosters an increase in economic growth (Knack and Keefer 1997; Zak and Knack 

2001), financial development (Guiso, Sapienza, and Zingales 2004), cross-border mergers (Ahern, 

Daminelli, and Fracassi 2015), stock market participation (Guiso, Sapienza, and Zingales 2008), 

and investor reaction to corporate earnings announcements (Pevzner, Xie, and Xin 2015).   

 

2.2. Societal Trust, Professional Skepticism, and Auditors’ Reporting Decisions 

Trust is a key determinant of auditor professional skepticism and professional skepticism 

is a fundamental determinant of audit outcomes (Shaub 1996; Rose 2007). Supporting this 
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statement, prior research contends that auditors’ trust in management inversely relates to 

professional skepticism (Glover and Prawitt 2014). Therefore, trust plays an important role in 

determining audit outcomes. However, very little research has examined this role (Carson et al. 

2013; Jha and Chen 2015).  Jha and Chen (2015) argue that auditors have less trust in management 

when a company is headquartered in a region with low societal trust. Contending that this lack of 

trust likely incentivizes auditors to increase effort or increase auditors’ fear of litigation, they 

predict a negative relation between societal trust and audit fees. Using a sample of U.S. companies, 

with societal trust measured at the county level, they find evidence consistent with their prediction 

and explanations. Using a sample of companies in China, Chen, Li, Liu, and Lobo (2015) find that 

auditors in high societal trust regions are less likely to issue modified opinions (including going-

concern opinions).  

We complement and extend these studies in several ways. First, our study examines the 

effect of societal trust on auditors’ reporting choice in a cross-country setting. This setting enables 

us to both examine the extent to which the results of these single-country studies are generalizable 

and to provide first-time evidence on how the interaction between societal trust and a formal 

institution such as the legal system, affects auditing outcomes. By so doing, we respond to the 

research call to examine whether “beyond the U.S. or Anglo-Saxon economies, how do factors 

such as culture and societal pressures affect auditors’ GCO-related decisions?” (Carson et al. 2013).    

Second, while these studies provide evidence on several indirect paths through which societal trust 

affects auditing outcomes (e.g., effort, litigation risk, and financial reporting quality), we conduct 

a path analysis to isolate the direct effect of societal trust.  
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2.3.Hypotheses 

We build our predictions using the definition of professional skepticism and its relevance 

in auditors’ decision-making. Specifically, the PCAOB and IASB (AU 341 and ISA 570, 

respectively) require auditors to evaluate the entity’s ability to continue as a going-concern and 

upon substantial doubt, evaluate management’s plans to relieve financial distress. These plans 

include future external financing and operational decisions, which are inherently uncertain, 

requiring both managers and auditors to make subjective judgments. Moreover, in this process, 

auditors communicate with managers and assess managerial assertions (Whitehouse 2012). To 

form an accurate opinion, auditors need to exercise professional skepticism (PCAOB 2012; 

Quadackers, Groot, and Wright 2014). However, auditors’ trust in management inversely relates 

to professional skepticism (Glover and Prawitt 2014). Therefore, we suggest that trusting auditors 

are more likely to erroneously believe in the success of management’s turnaround plans and in 

management’s representations. Consequently, we make the following hypothesis: 

 

H1: Societal trust negatively affects the auditor’s likelihood of issuing a going-concern opinion. 

 

Both theoretical and empirical evidence suggest that as auditors’ legal liability increases, 

auditors are more likely to exercise higher professional skepticism (Geiger and Raghunandan 2001; 

Geiger, Raghunandan, and Rama 2005; Nelson 2009). Accordingly, the extant literature finds that 

higher legal liability increases auditors’ conservatism (Francis and Wang 2008; Choi, Kim, Liu, 

and Simunic 2008). Considering that societal trust negatively affects auditors’ professional 

skepticism but legal liability positively affects auditors’ professional skepticism, we expect the 
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negative effect of trust on the incidence of going-concern opinions to become less pronounced 

when auditors face high legal costs. We state our hypothesis as follows: 

 

H2: The negative effect of societal trust on the auditor’s likelihood of issuing a going-concern 

opinion is less pronounced when formal institutions likely impose high legal costs on auditors. 

 

We next consider whether the negative relation between societal trust and GCO incidence 

becomes weaker when auditors are aware that clients’ future viability is more probable. The 

reasoning is as follows: trust plays an important role in decision-making when information 

asymmetry is high (Pevzner, Xie, and Xin 2015). This, in turn suggests that the effect of trust 

varies by the uncertainty associated with the information environment. When there are relatively 

clear signals that financially distressed firms are likely to survive in the subsequent year, implying 

reduced information asymmetry, we expect the role of societal trust on auditors’ reporting 

decisions to be muted. We propose the following hypothesis: 

 

H3: The negative effect of societal trust on the auditor’s likelihood of issuing a going-concern 

opinion is less pronounced when signals of clients’ future viability are evident. 

 

3. Research Design 

3.1. Measures of societal trust 

Consistent with prior literature (Knack and Keefer 1997; La Porta et al. 1997; Guiso, 

Sapienza, and Zingales 2008; Ahern, Daminelli, and Fracassi 2015; Pevzner, Xie, and Xin 2015), 

we construct measure of trust based on responses to the World Values Surveys (WVS).  First 
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carried out in 1981, the WVS has gathered data on the basic values and beliefs of the general public 

in six waves (i.e., wave 1: 1981-1984, wave 2: 1989-1993, wave 3:1994-1998, wave 4: 1999-2004, 

wave 5: 2005-2008, and wave 6: 2009-2014). We rely on responses to the following question from 

the WVS: “Generally speaking, would you say that most people can be trusted or that you need to 

be very careful in dealing with people?” We code the response as 1 if participants answer that most 

people can be trusted, and 0 otherwise. Based on each individual’s response, we measure the level 

of societal trust (TRUST) as the average of the response within each country and wave. As our 

sample period is between 2004 and 2013, we primarily utilize survey results from waves 4 through 

6, assigning the same TRUST values to all sample observations that fall within the same wave. 

 

3.2.Model specification 

3.2.1. Effect of societal trust on the likelihood of issuing a going-concern opinion (H1) 

Our first hypothesis examines whether societal trust negative relates to the incidence of 

GCOs. To test this hypothesis, we estimate the following logistic regression model: 

 

GCi,t = α0 + α1TRUST + βnControlsi,t + Ԑi,t. (1) 

 

In equation (1), GCi,t equals one if the auditor issues a going-concern opinion in year t, and zero 

otherwise. TRUST is as defined above. Consistent with H1, we expect a negative coefficient, α1, 

on TRUST. 

To control for firm-level and auditor-level determinants of the likelihood of issuing GCOs, 

we select a set of control variables following DeFond, Raghunandan, and Subramanyam (2002), 

Li (2009), Hope and Langli (2010), and Kaplan and Williams (2012). We include SIZE because 

client size has a negative effect on the likelihood of issuing GCOs. Since client’s financial distress 
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is an important determinant of GCOs, we control for it using multiple variables: the probability of 

bankruptcy (ZSCORE), financial condition and closeness to debt violation (LEV and CDEBT), 

negative cash flows (NEGCFO), and liquidity risk (LIQ). We also include market-based financial 

risk measures (RET and VOL). To control for accounting conservatism, we include market-to-book 

ratio (MB). Since auditors may issue GCOs more frequently for high litigation risk firms, we 

include an indicator variable for litigious industries (LIT). To control for factors mitigating going-

concern doubt, we control for subsequent capital raises (FDEBT and FEQUITY). Since larger 

auditors may report conservatively due to both litigation and reputation risk, we control for Big 4 

auditors (BIG4). To control for stickiness of GCOs, we include prior GCOs (PRIORGC). 

In addition, we include a wide-range of country-level control variables. As a country’s 

legal system may affect auditors’ conservatism (Choi, Kim, Liu, and Simunic 2008; Francis and 

Wang 2008), we include the anti-self-dealing index (ANTI_SD) based on Djankov, La Porta, 

Lopes-de-Silanes, and Shleifer (2008) to proxy for investor protection.3, 4 To capture the extent of 

punishment over auditors’ wrong-doing, we control for public enforcement (PUBENF) obtained 

from La Porta, Lopez-de-Silanes, and Shleifer (2006).5 In addition, to control for the extent to 

which investors could recover damages from the company, directors, and auditors, we include the 

liability index (LIAB) from La Porta, Lopez-de-Silanes, and Shleifer (2006).6  

In addition to the control variables for auditors’ potential legal costs, we include two 

additional country-level control variables. First, since creditor rights may affect clients’ likelihood 

                                                           
3 We avoid using the antidirector right index (La Porta et al. 1998) as a proxy for investor protection because a recent 

study revisited and revised index (Spamann 2010). Nevertheless, when we use this alternative measure, inferences 

from our main results do not change. 
4 The anti-self-dealing index is designed to capture the legal protection of minority shareholders. The index is created 

based on private enforcement mechanisms, such as disclosure, approval, and litigation. 
5 The index incorporates government agents’ independence from corporate executives, power to investigate, rule-

making power, ordering power, and criminal sanctions. 
6 The liability index is based on liability standard for the issuer, its directors, distributers, and accountants. 
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of going bankrupt, which may in turn affect auditors’ likelihood of issuing GCOs, we include the 

creditors’ right index (CR) from La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1998).7 Second, 

since foreign direct investment may enable financially distressed firms to raise capital, we include 

the level of foreign direct investment (FDI) as a control variable. Finally, because the overall 

financial economy might affect auditors’ likelihood of issuing GCOs, we include the mean of 

bankruptcy scores (MZSCORE) for all the firms within each country by year. 

We also control for industry-wide and economy-wide determinants using industry (based 

on two-digit SIC codes) and year fixed effects, respectively. We winsorize all continuous variables 

at the 1% and 99% level to reduce the effect of extreme values and consistent with Petersen (2009), 

we cluster the standard errors by firm.8 

 

3.2.2. Moderating effect of legal liability (H2) 

Our second hypothesis examines whether the negative effect of societal trust on auditors’ 

likelihood of issuing GCOs is reduced when auditors face higher legal costs. We examine each of 

our legal system variables as proxies for auditors’ potential legal costs (ANTI_SD, LIAB, and 

PUBENF). Specifically, we divide our sample into countries imposing high (low) legal costs by 

creating H_A_SD, H_LIAB, and H_ENF which equal 1 (0 otherwise) if a client’s ANTI_SD, LIAB, 

or PUBENF is above the sample mean, respectively. We then estimate equation (1) separately 

within sub-samples of countries imposing high (e.g., H_A_SD = 1) and low legal costs (e.g., 

H_A_SD = 0). Consistent with H2, we expect the negative coefficient on TRUST in equation (1) 

to be reduced when each of H_A_SD, H_LIAB, and H_ENF equals one. 

                                                           
7 The creditors’ right index is based on restrictions to file for reorganizations, secured creditors’ possession of their 

security upon approval of reorganization petition, and secured creditors’ ranking in the distribution of liquidation 

proceeds. 
8 Two-way clustering by firm and year does not change our inferences from the results. 
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3.2.3. Moderating effect of future viability signals (H3) 

Our third hypothesis examines whether signals regarding client’s future viability moderate 

the negative relation between societal trust and auditors’ likelihood of issuing GCOs. We measure 

clients’ future viability in multiple ways. Our first proxy for future viability is positive sales growth 

(P_GR) from year t−1 to year t. Although firms are in a financially distressed status (i.e., have 

negative retained earnings and two consecutive years of net losses), the positive trend in sales 

growth should signal a higher likelihood that the firm will survive in the future. We assign P_GR 

a value of one if sales growth is positive, and 0 otherwise. Our second proxy for future viability is 

positive return on assets before extraordinary items (P_ROA) in year t, which accounts for the idea 

that the financial distress status may reflect a one-time loss due to extraordinary items. Next, we 

proxy for clients’ future viability using high market to book value (H_MB) because it reflects high 

growth potential. H_MB equals one if the firm’s market to book value ratio is greater than the 

industry median in year t. We also use ex-post issuance of equity or debt (FISSUE) in year t+1 as 

a proxy for clients’ future viability. Since a successful issuance of debt or equity requires 

significant planning in the period preceding the issuance, auditors may clearly assess, by 

discussing with investment bankers, whether their clients will survive or not in the subsequent year. 

We estimate equation (1) separately within sub-samples of firms with strong and weak signals of 

future viability. Consistent with H3, we expect the negative coefficient on TRUST in equation (1) 

to be reduced when each of P_GR, P_ROA, H_MB, or FISSUE equals one. 
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3.3. Sample selection  

We obtain 415,421 firm-year observations from S&P Capital IQ (CIQ) over the period 

2004-2013. We then merge the WVS dataset, from which we calculate the societal trust proxy 

(TRUST). In addition, we merge with datasets containing our country-level control variables. 

These datasets are obtained from various sources: La Porta et al. (1998, 2006), Djankov et al. 

(2008), and World Bank. After excluding missing or zero assets (sales) and missing data necessary 

to calculate control variables as in equation (1), we obtain a subsample of 162,714 firm-year 

observations. Following the extant literature (e.g., Louwers 1998; Hopwood, McKeown, and 

Mutchler 1994; and Kaplan and Williams 2012), we further obtain a subsample of financially 

distressed clients by requiring negative retained earnings and two consecutive years of net losses. 

We exclude audit opinions that are not unqualified opinions and going-concern opinions. Finally, 

after restricting the sample to countries with more than thirty firm-year observations, our sample 

of financially distressed clients contains 20,164 client-year observations.9 We also examine our 

first hypothesis on a larger sample including financially non-distressed and distressed clients.10  

  

4. Empirical Results 

4.1. Descriptive Statistics  

 Panel A of Table 1 presents the country distribution of financially distressed firms, and the 

country average of TRUST and GC. The total number of observations in each given country ranges 

between 33 for Mexico to 9,898 for the U.S., and the level of societal trust ranges from 0.08 for 

                                                           
9 We exclude countries with small number of observations, because of potential selection bias, such that only healthy 

companies which are least likely going bankrupt are publicly listed. The number of those countries is seven with 96 

firm-year observations. The cutoff of 30 is ad-hoc. Using different cutoffs does not influence our results (e.g., 0, 10, 

and 50). 
10Specifically, from the subsample of 162,714 observations, we obtain 117,054 firm-year observations after requiring 

only unqualified or going-concern opinions, and at least thirty firm-year observations within a country.  
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Brazil to 0.74 for Norway. The distribution of societal trust is comparable to the statistic in Pevzner 

et al. (2015). The three countries with the lowest level of societal trust include the Philippines, 

Brazil, and Malaysia (average TRUST of 0.07 and GCO of 0.47). On the other end of the spectrum, 

the three countries with the highest level of societal trust include Norway, Sweden, and Finland 

(average TRUST of 0.66 and GCO of 0.07). Hence, as preliminary evidence consistent with H1, 

countries with higher levels of societal trust exhibit lower incidences of GCOs.11  

We also present summary statistics for the financially distressed and non-distressed 

samples in Panel B. We note that the average societal trust score is 0.39, and as expected, the 

average incidence of GCOs is higher among financially distressed clients relative to non-

financially distressed clients (0.37 versus 0.02). Panel C presents summary statistics for the low-

trust and high-trust samples within financially distressed firms where low (high) trust sample is 

defined as TRUST below (above) sample median. As preliminary evidence consistent with H1, we 

note a higher incidence of GCOs in the low trust sample (0.44 in the low-trust sample vs. 0.25 in 

the high-trust sample), and the difference is statistically significant. 

Table 2 presents the correlation matrix of variables used in the regression models. We 

observe some high correlations between control variables and our treatment variable (TRUST). 

Although these correlations might indicate serious multicollinearity concerns, we find that the 

highest variance inflationary factor (VIF) is 2.18 (which is less than 10). Thus, there is no evidence 

of severe multicollinearity concerns (Kutner, Nachtsheim, and Neter 2004). 

 

                                                           
11 We note that the U.S. has the largest (48% of total sample or 9,898) numbers of observations in our sample. Since 

such sample concentration could bias our results, we examine all of our hypotheses for the sample without the U.S. 

Our results are not affected by excluding U.S, suggest that the concentrated sample is not a significant concern. 
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4.2. Hypothesis Testing 

4.2.1. Effect of trust on the likelihood of issuing going-concern opinions (H1) 

Our first hypothesis examines whether auditors are less likely to issue a going-concern 

opinion to clients in high societal trust jurisdictions. Table 3 reports the results from estimating 

equation (1), where the coefficient of interest is TRUST. Table 3 column (1) reports the result from 

estimating equation (1) using the sample of financially distressed firms, without full control 

variables, but controlling for year and industry fixed effects. The coefficient on TRUST is 

significantly negative (−0.985, z-stat = −4.34). From column (2) which adds the full set of control 

variables, the coefficient on TRUST remains negative and significant (−1.154, z-stat = −4.26), with 

a larger magnitude. In addition, column (3) presents the result from adding non-financially 

distressed firms (N = 117,054). Despite the lower power of this test, we still find a significantly 

negative coefficient on TRUST (−0.710, z-stat = −3.47).  

Overall, the results in Table 3 support the hypothesis 1 prediction of a negative effect of 

societal trust on GCOs. Our results are significant economically as well as statistically. For 

example, in column (2), holding other control variables constant, a one standard deviation (0.1) 

increase in TRUST reduces auditors’ likelihood of issuing GCOs by 10.9 percent, which is 30% of 

the unconditional probability of GCOs.12   

 

4.2.2. Effect of trust on the likelihood of issuing going-concern opinions conditional on 

auditors’ potential legal costs (H2) 

Hypothesis 2 predicts that auditors with greater concerns about legal costs are less likely 

to be influenced by societal trust. Table 4 reports the results from estimating equation (1) separately 

                                                           
12 Calculated as exp(-1.228 x 0.1), where 0.1 represents a unit of standard deviation of TRUST. 
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on sub-samples derived from the mean split of each of legal cost proxy (ANTI_SD, LIAB, and 

PUBENF). Panel A, column (1) presents results for countries with low anti-self-dealing index (i.e., 

H_A_SD = 0), and column (2) presents results for countries with high anti-self-dealing index (i.e., 

H_A_SD = 1). For brevity, we do not tabulate the results for the control variables, although the full 

set of control variables as in equation (1) are included in the regression (except for ANTI_SD). The 

coefficient on TRUST is negative and significant only within countries with low ANTI_SD. Using 

a Wald test, we find that the difference in this coefficient across the two subsamples is significantly 

different (3.962, p-value < 0.01). Panel B, column (1) presents results for countries with a low 

liability index (i.e., H_LIAB = 0), and column (2) presents results for countries with a high liability 

index (i.e., H_LIAB = 1). Full control variables as in equation (1) are included except for LIAB, 

but excluded from the table for brevity. The coefficient on TRUST is negative and significant only 

within countries with low LIAB. Using a Wald test, we fail to find a significant difference in this 

coefficient across the two subsamples. Panel C, column (1) presents results for countries with a 

low public enforcement index (i.e., H_ENF = 0), and column (2) presents results for countries with 

a high public enforcement index (i.e., H_ENF = 1). Full control variables as in equation (1) are 

included except for PUBENF, but excluded from the table for brevity. The coefficient on TRUST 

is significantly negative only within countries with low PUBENF. Moreover, we find that the 

difference in this coefficient across samples is statistically significant (5.421, p-value < 0.01). 

Overall, the results in Table 4 support hypothesis 2. In particular, the evidence suggests 

that the negative effect of trust on auditors’ propensity to issue GCOs is less pronounced when 

auditors face high potential legal costs. Together, the Table 3 and Table 4 evidence is consistent 

with societal trust dampening auditors’ professional skepticism, and high legal cost mitigating the 

negative effect of trust on professional skepticism. 
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4.2.3. Effect of trust on the likelihood of issuing going-concern opinions conditional on 

observable indicators of future viability (H3) 

Hypothesis 3 predicts that the negative effect of trust on the likelihood of issuing GCOs is 

moderated when there are strong signals that financially distressed clients will likely survive in the 

subsequent year. Table 5 presents the results from our tests where for brevity, we do not tabulate 

the results for the control variables and the intercept, although the full set of control variables as 

in equation (1) are included all regressions. Table 5 reports the results from estimating equation 

(1) using four different proxies for indicators of future viability. Panel A presents the results from 

estimating equation (1) on subsamples based on sales growth splits. The coefficient on TRUST is 

negative and significant only within clients with non-positive growth (P_GR = 0 in column 1). 

Using a Wald test, we find that the difference in this coefficient across the two subsamples is 

significantly different (1.662, p-value < 0.01). Panel B presents the results from estimating 

equation (1) using clients’ current performance splits. The coefficient on TRUST is negative and 

significant only within clients with non-positive return on assets (P_ROA = 0 in column 1). The 

Wald test shows that the difference in this coefficient across the two subsamples is significantly 

different (2.902, p-value < 0.05). Panel C, column (1) presents results for clients with low market 

to book ratio (i.e., H_MB = 0), and column (2) presents results for clients with high market to book 

ratio (i.e., H_MB = 1). The coefficient on TRUST is negative and significant only within firms with 

low MB. Using a Wald test, we find that the difference in this coefficient is statistically significant 

(1.234, p-value < 0.05). Panel D presents the results from estimating equation (1) on subsamples 

split on ex-post issuance of debt or equity (FISS) in the subsequent year. The coefficient on TRUST 
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is negative and significant only within firms that are not issuing equity or debt in the subsequent 

year. The difference in this coefficient is not statistically significant across samples. 

Overall, the results in Table 5 support hypothesis 3. In particular, the evidence suggests 

that auditors are less likely to issue GCOs to financially distressed clients in high trust regions, 

even when additional publicly available information casts substantial doubt on these clients’ ability 

to continue as a going-concern. 

 

4.3. Sensitivity Tests 

In this section, we conduct a battery of sensitivity analyses to evaluate the robustness of 

our baseline model (equation1). First, given the disproportionate concentration of observations in 

some countries, we re-examine our baseline model at the country-level, where we average all 

variables in equation (1) by country-year. In untabulated analysis, we find similar results (in sign 

and significance) as those reported in Table 3.  

Next, given the recent finding that religion is positively related to the issuance of GCOs 

(Omer et al. 2015), we include religion-related variables as additional control variables in equation 

(1) in two ways. First, we identify religious denomination based on the WVS database. In particular, 

following Guiso, Sapienza, and Zingales (2003), we calculate the percentage of people who answer 

yes to the question “Do you believe in God?” Since the answer to the question is not available for 

WVS wave 5 (2005-2008), we lose 11,173 observations by including this variable. Second, we 

include indicator variables of each country’s primary religion. We obtain a country’s primary 

religion from the CIA Factbook, and include 6 indicator variables for each primary religion (i.e., 

Catholic, Protestant, Muslim, Buddhist, Judaism, and Hindu). 13  In both tests, we still find a 

                                                           
13 The CIA Factbook is accessible at: https://www.cia.gov/library/publications/resources/the-world-factbook/.  

https://www.cia.gov/library/publications/resources/the-world-factbook/
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significantly negative coefficient on TRUST. Hence, the effect of societal trust that we document 

in this study is incremental to any effect that religion might have on the incidence of GCOs. 

We next check the robustness of our results to different trust measures. Following Pevzner 

et al. (2015), we re-estimate equation (1) using a trust index constructed for each country based on 

following calculation: 100 + (% of participants who respond “most people can be trusted”) – (% 

of participants who respond can’t be too careful”). This calculation does not change by year. Our 

finding is robust to this alternative definition of TRUST. We also examine an indicator variable 

(IND_TRUST), which equals 1 (0, otherwise) if TRUST is above the sample median, and a rank 

variable (R_TRUST), which is the decile-ranked version of TRUST. Our finding is robust to these 

alternative measures. 

As described in Dearmon and Grier (2009), we note that the fourth wave of the WVS 

contains counter-intuitive data points.14 Since our sample period includes 2004, the last year of the 

fourth wave, we check the robustness of our results using only years 2005-2013. We continue to 

find results consistent with H1. In addition, we estimate equation (1) separately for the fifth wave 

and the sixth wave, and find that our results hold within each of these waves. 

 Finally, we examine the likelihood of issuing modified opinions (other than going-concern 

opinions) as an alternative audit outcome that is likely affected by auditors’ professional 

skepticism, and consequently societal trust. Since modified opinions (including unqualified 

opinions with explanatory paragraph, qualified opinions, adverse opinions and disclaimer) can be 

issued regardless of client’s financial distress, our sample procedure starts from the subsample of 

162,714 observations as in Appendix B (i.e., both financially distressed and non-distressed clients). 

We further delete observations with GCOs and those with less than thirty observations per country-

                                                           
14 For instance, Dearmon and Grier (2009) highlight that Indonesia and Vietnam report higher average trust values 

than do the U.K. and Germany. 
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year level. As in Table 3, the coefficient on TRUST is negative and significant. Thus, the negative 

effect of societal trust on auditors’ professional skepticism is robust to other modified opinions. 

 

5. Additional Analysis 

5.1. Earnings Quality, Societal Trust, and Going-concern Opinions 

Auditors may perceive that the assertions of managers with high societal trust are more 

credible because these managers have higher earnings quality (Kang, Han, Salter, and Yoo 2010; 

McGuire, Omer, and Sharp 2012). In this section, we use path analysis to provide evidence on the 

existence and relative importance of the direct and indirect paths between societal trust, earnings 

quality, and GCOs. Our mediating variable, earnings quality (EQ), is an aggregate measure of 

various earnings quality proxies, based on Leuz, Nanda, and Wysocki (2004) and Bhattacharya, 

Daouk, and Welker (2003). Consistent with Boulton, Smart, and Zutter (2011), EQ consists of four 

earnings attributes: earnings smoothness, the correlation between accruals and operating cash 

flows, the magnitude of accruals, and loss avoidance.15  

Table 6 reports the results of the path analysis. Using Sobel (1982) mediation tests, we 

report the standardized coefficients in the first column, and t-statistics for the direct effects of 

TRUST and EQ on GC and z-statistics for the remaining effects in the second column.16 Consistent 

with Nanda and Wysocki (2011), we find that the effect of the mediating path of TRUST on EQ is 

significantly positive. Interestingly, the direct effect of EQ on GC is significantly positive, and the 

indirect effect of TRUST on GC through EQ (i.e., TRUST  EQ  GC) is significantly positive 

                                                           
15 We adopt this recently updated measure from, where we multiply their measure by −1, so that higher EQ means 

higher earnings quality. 
16 Sobel (1982) tests are based on OLS regressions, while our outcome variable is a dichotomous variable. Thus, 

following Mayew, Sethuraman, and Venkatachalam (2015), we perform binary mediation tests that account for a 

dichotomous outcome variable. We use 500 bootstraps and find evidence consistent with our main results. 
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(i.e., coefficient of 0.091 with z-stat = 6.970). Importantly, consistent with our main findings in 

Table 3, we find that TRUST has a significantly negative direct effect on GCOs, implying that the 

direct effect of TRUST on GC dominates the indirect effect through earnings quality. 

 

5.2. Relation between Societal Trust, Going-concern Opinions, and Bankruptcy 

5.2.1. Going-concern errors 

Consistent with Feng and Li (2014), we compare the weight auditors put on societal trust 

in a model predicting going-concern opinions with the weight implied in a model predicting 

bankruptcy. Given that several stakeholders often view a company bankruptcy that is not preceded 

by a GCO as an audit failure or going concern error (e.g., McKeown, Mutchler, and Hopwood 

1991, Geiger, Raghundandan, and Rama 2005, Carey, Geiger, and O’Connell 2008), this test 

allows us to examine whether lower auditor skepticism arising from high societal trust is associated 

with going-concern errors. If auditors maximize the accuracy of their GCOs, they will weigh trust 

similarly to a bankruptcy prediction model.  

Owing to data limitations, we are unable to obtain cross-country bankruptcy data. Thus, 

we proxy for bankruptcy using missing sales. Specifically, on the sample of financially distressed 

client-years, we run a bankruptcy prediction model using the control variables in equation (1), 

where bankrupt (Pseudo_B1) equals one if the company does not report sales in year t+2, and zero 

otherwise. For robustness, we also create bankrupt (Pseudo_B2) which equals one if the company 

does not report sales in both year t+2 and t+3, and zero otherwise.17 

                                                           
17 Since this specification requires year t+3 data, we omit year 2013 from our sample because year 2016 data is 

incomplete. Also, a limitation of this approach is that it relies on a definition of business failure that encompasses 

clients that have missing sales because they were acquired or merged and those that no longer file annual reports or 

went private. To the extent that these events do not represent business failure, the magnitude of our estimates could 

be misstated. Our coefficient estimates could also be biased if the likelihood of going bankrupt versus having missing 

sales because of these events vary by societal trust. Since we do not have evidence of this possibility, we are unable 

to comment on the existence or direction of any bias in our estimates. 
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In Table 7, columns (1) and (3) report results of estimating the going-concern models, 

while columns (2) and (4) report results for Pseudo_B1 and Pseudo_B2, respectively. From this 

table, we note that societal trust is not significantly associated with bankruptcy (columns 2 and 4). 

Further, the negative coefficients on TRUST in the going-concern models (columns 1 and 3) are 

significantly different from the coefficient on TRUST in bankruptcy models. Hence, auditors 

overweigh societal trust (which is inversely related to professional skepticism) in assessing clients’ 

ability to continue as a going-concern. 

As another way to assess going-concern errors, we examine whether high societal trust is 

associated with GCO Type I errors (i.e., auditors issue GCOs, but firms survive in the subsequent 

year), and GCO Type II errors (i.e., firms go out of business without a preceding GCO). If the 

negative relation between trust and GCO likelihood reflects auditors’ exercise of a sufficient level 

of professional skepticism, we should not find evidence of a differential likelihood of committing 

Type I or Type II errors across varying regions of societal trust.  

First, to test trusting auditors’ likelihood of committing Type I errors, we further limit our 

financially distressed sample to clients that do not subsequently go out of business (surviving 

clients), resulting in 15,773 and 14,492 observations based on Pseudo_B1 = 0 and Pseudo_B2 = 

0, respectively. Similarly, to test trusting auditors’ likelihood of committing Type II errors, we 

further limit our financially distressed sample to clients that subsequently go out of business 

(bankrupt clients), resulting in 4,364 and 3,704 observations based on Pseudo_B1 = 1 and 

Pseudo_B2 = 1, respectively.  We then estimate equation (1) within each of these subsamples. 

Table 8 reports the results of this test. We find that the coefficient on TRUST is significantly 

negative in the subsample of surviving clients identified using either Pseudo_B1 = 0 (in column 1) 

or Pseudo_B2 = 0 (in column 2). In addition, the coefficient on TRUST is also significantly 
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negative in the subsample of non-surviving clients identified using either Pseudo_B1 = 1 (in 

column 3) or Pseudo_B2 = 1 (in column 4). These findings suggest that auditors in high societal 

trust regions are more likely (less likely) to commit Type II errors (Type I errors).  

Together, these results provide evidence regarding the effect of societal trust on the 

sufficiency of auditors’ professional skepticism. In particular, while we do not find evidence 

suggesting that clients in high societal trust regions are more likely to continue as a going concern, 

auditors’ issuance of fewer GCOs to these clients is consistent with auditors exercising too much 

professional skepticism towards clients in low trust regions or exercising an insufficient level of 

skepticism towards clients in high societal trust regions. This evidence supports the notion that 

societal trust impairs auditors’ professional skepticism, resulting in audit failure. 

 

5.3. Effect of Perceived Management Credibility 

As a final test, we corroborate our main findings by considering whether auditors exercise 

varied levels of professional skepticism when issuing reports for clients with different levels of 

perceived credibility. This test is similar to Francis and Krishnan (1999), who examine whether 

auditors are more likely to issue modified reports for asset realization uncertainties and going-

concern opinions to clients with high accruals. In the same spirit, Feng and Li (2014) assess 

whether clients with less credible management forecasts receive more GCOs from the auditors. 

Consistent with the arguments in these studies, we suggest that auditors may perceive clients with 

high discretionary accruals to be less credible, particularly given that financially distressed clients 

have incentives to manipulate accruals to avoid financial distress. Hence, we examine whether 

auditors in high societal trust countries issue less GCOs to a sub-group of clients with lower 

perceived credibility.  
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We proxy for auditor’s perception of management credibility using discretionary accruals. 

We restrict our sample to clients that barely avoid the financial distress status for two reasons: (1) 

Butler et al. (2004) demonstrate that discretionary accruals are poor measures of management’s 

credibility when firms are financially distressed; and (2) these clients are more likely to have used 

accruals to avoid the financial distress status. Within the non-financial distressed sample with 

unqualified opinions and going-concern opinions only, we rank clients by return on assets, and 

take the bottom quartile as those who barely avoid the financial distress status. To calculate 

discretionary accruals, we follow DeFond and Park (2001), whose method relies on the firm’s own 

prior year accruals as expected accruals. We adopt this method because it is most reliable in 

international settings (Wysocki 2004; Francis and Wang 2008). Most importantly, auditors are 

most likely to make such simple comparisons between current and prior year accruals in assessing 

management credibility. Expected and total accruals are calculated as follows: 

 

Expected accruals = [(Sales in year t) x (Current accruals in year t−1/Sales in year t−1)  

– (PPE in year t) x (Depreciation in year t−1/PPE in year t−1)] / Total assets in year t−1 

(2) 

 

Total accruals = (Earnings before extraordinary items – Operating cash flows) / Total assets in 

year t−1 

(3) 

 

Discretionary accruals (DACC) equals total accruals calculated in equation (3) minus 

expected accruals calculated in equation (2). We proxy for management perceived credibility using 

two proxies: HDACC and PDACC. HDACC equals 1 (0 otherwise) for clients with high 

discretionary accruals (i.e., above industry median DACC in year t). PDACC equals 1 (0 otherwise) 

for clients with positive DACC. Table 9 presents the results from estimating equation (1) within 
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HDACC sample splits (Panel A) and PDACC sample splits (Panel B). Full control variables as in 

equation (1) are included in estimation but excluded from the tables to ease exposition. Table 9 

shows that the coefficient on TRUST is negative and significant only for clients with high (positive) 

discretionary accruals. Using a Wald test, we find that the difference in this coefficient is 

statistically significant (−1.157, p-value < 0.01 for Panel A; −2.076, p-value < 0.05 for Panel B) 

for both proxies across subsample splits. This result suggests that the negative effect of trust on 

auditors’ propensity to issue GCOs is more pronounced when auditors perceive management 

credibility to be low. The evidence is consistent with societal trust dampening auditors’ 

professional skepticism, and perceived management credibility exacerbating the negative effect of 

trust on professional skepticism. 

 

6. Conclusion 

In recent years, regulators have complained that auditors are not exercising the appropriate 

level of professional skepticism, leading to lower audit quality (PCAOB 2012; Beasley, Carcello, 

Hermanson, and Neal 2013). In addition, there is a growing interest in large-sample evidence on 

the effect of social factors on audit outcomes (Carson et al. 2013). Relying on studies 

demonstrating that societal trust impairs auditors’ professional skepticism and in turn, low 

skepticism weakens auditors’ desire to issue GCOs, we present several unique findings.  

We find a lower incidence of GCOs in jurisdictions with high societal trust. Corroborating 

this result, we find that this effect varies predictably with cross-sectional factors. Specifically, the 

negative effect of social trust on GCO likelihood is only evident when auditors face low legal costs 

and when there are weak signals about clients’ future survival. We further find weak support for a 

mediating effect of earnings quality, and strong evidence of a direct path between societal trust 
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and the incidence of GCOs. Moreover, we find that auditors overweigh societal trust in their GCO 

decision process relative to the weight implied in a bankruptcy prediction model. We also find that 

high societal trust is associated with fewer GCO Type I errors (i.e., auditors issue GCOs, but 

companies survive in the subsequent year), and with more GCO Type II errors (i.e., companies go 

out of business without preceding a GCO).Our results are robust to several sensitivity tests.  Our 

results are robust to several sensitivity tests. 

Our study provides evidence with implications for practitioners or regulators. While these 

stakeholders are greatly concerned about the damaging effects of low professional skepticism, this 

construct is unobservable, constraining their ability to take remedial action. Our study improves 

this ability by highlighting a visible, measurable, indicator of professional skepticism – societal 

trust – and showing its effect on auditors’ opinions. In addition, we provide evidence on client-

specific (signals about future viability) and institution-specific (legal system) factors that 

counteract the negative effect of societal trust. By so doing, we contribute one of the first, large-

scale evidence, to the emerging archival literature examining the effect of social pressures on audit 

outcomes.      
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Appendix A 

Sample Selection 

 Firm-years 

 observations 

Observations from 2004 − 2013a 415,421  

Exclude observations with missing TRUSTb (74,081) 

Exclude observations that do not match with country-level datasetc (19,760) 

Exclude observations that missing or zero assets (or sales) (59,657) 

Exclude observations that are missing data necessary to calculate 

control variables (99,209) 

Subsample 162,714 

  

Additional restrictions for financially distressed sample:  

Subsample 162,714 

Restrict to financially distressed firms (137,111) 

Restrict to audit opinions to unqualified opinion and going-concern 

opinion (5,343) 

Restrict to at least thirty country-level observations (96) 

Final sample for financially distressed firms 20,164 

  

Additional restrictions for entire sample (regardless of financial status):  

Subsample 162,714 

Restrict to audit opinions to unqualified opinion and going-concern 

opinion (45,642) 

Restrict to at least thirty country-level observations (18) 

Final sample for entire firms (regardless of financial status) 117,054 

  
a Observations are identified from S&P Capital IQ. 
b TRUST is obtained from World Value Survey dataset. 
c Country-level dataset includes World Bank data, La Porta et al. (1998, 2006), and Djankov et al. (2008). 
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Appendix B 

Variable Definitions 

 

Dependent Variables  

GC = 1 if the firm receives a going-concern opinion in year t, and 0 otherwise. 

EQ = Country-level earnings quality measure based on Boulton et al. (2011) 

updating Leuz et al. (2003) and Bhattacharya et al. (2003). The measure is 

aggregate scores of 4 metrics reflecting earnings smoothness, correlation 

between accruals and operating cash flows, magnitude of accruals, and loss 

avoidance. 

Pseudo_Bt+1 = 1 if no Sales amount is reported in year t+2 per CIQ, and 0 otherwise. 

Pseudo_Bt+2 = 1 if no Sales amount is reported in year t+2 and t+3 per CIQ, and 0 otherwise. 

Independent Variables  

TRUST = Average of responses within countries in each wave, where responses are 

coded as 1 if a survey participant answers that most people can be trusted and 

0 otherwise, to the following WVS questions: “People have different ideas 

about following instructions at work. Some say that one should follow ones’ 

superior’s instructions only when one is convinced that they are right. With 

which of these two opinions do you agree?” (WVS question code A165) 

ANTI_SD = Index of anti-self-dealing from Djankov et al. (2008). 

 
PUBENF = Index of public enforcement from La Porta et al. (2006). 

 
LIAB = Index of liability standard from La Porta et al. (2006). 

 
CR = Index of creditors’ right from La Porta et al. (1998). 

FDI = A country’s foreign direct investment as a percentage of GDP. 

 
SIZE = Natural logarithm of the firm’s total assets.  

LEV = Long term debt divided by total assets. 

CDEBT = Change in long-term debt (from year t−1 to year t) divided by total assets. 

 
BIG4 = 1 if the auditor is Big 4, and 0 otherwise. 

 
MB = Market value of equity divided by book value of equity. 

PRIORGC = 1 if the firm receives a going-concern opinion in year t-1, and 0 otherwise. 

ZSCORE = −4.336 + (−4.512 * return on assets) + (5.679 * total debt/total assets) + (0.004 

* current ratio). 

 LIQ = Current assets divided by current liabilities.  

 
 

(Continued on the next page) 
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Appendix B (continued) 

Variable Definitions 

Independent Variables 

GROWTH = (Sales in year t − sales in year t−1) scaled by sales in year t−1. 

LOSS = 1 if the firm’s net income is less than zero, and 0 otherwise. 

LIT = 1 if the firm is in high litigation industry (SIC codes 2833-2836, 3570-3577, 

3600-3674, 5200-5961, and 7370)  

RET = Firm’s stock return over the fiscal year. 

VOL = Firm’s stock return volatility over the fiscal year. 

FDEBT = 1 if the firm issues debt in the subsequent year, and 0 otherwise. 

FEQUITY = 1 if the firm issues equity in the subsequent year, and 0 otherwise. 

NEGCFO = 1 if the firm’s operating cash flows is negative, and 0 otherwise.  

MZSCORE = Average ZSCORE of all the firms within countries 

DACC = Signed discretionary accruals calculated as (Total accruals – Predicted 

accruals) scaled by lagged total assets, where total accruals is calculated as 

(Earnings before extraordinary items – Operating cash flows), and predicted 

accruals is calculated as {[Sales in year t x (current accruals in year t−1/sales 

in year t−1)] – [gross PPE in year t x (depreciation in year t−1/gross PPE in 

year t−1)]} 

HDACC = 1 if the firm’s DACC is above industry median within ‘suspicious’ firms in 

year t, and 0 otherwise. We define ‘suspicious’ firms as the subsample of non-

financially distressed and the bottom performance (return on assets) quartile. 

PDACC = 1 if the firm’s DACC is positive within ‘suspicious’ firms in year t, and 0 

otherwise. We define ‘suspicious’ firms as the subsample of non-financially 

distressed and the bottom performance (return on assets) quartile. 

P_GR = 1 if the firm’s growth in sales (GROWTH) is positive, and 0 otherwise. 

H_MB = 1 if the firm’s market to book value (MB) is above industry median in year t, 

and 0 otherwise. 

P_ROA = 1 if the firm’s return on asset is positive, and 0 otherwise. 

FISSUE = 1 if the firm issues equity and debt in the subsequent year, and 0 otherwise. 

H_A_SD = 1 if ANTI_SD is above sample mean, and 0 otherwise. 

H_LIAB = 1 if LIAB is above sample mean, and 0 otherwise. 

H_ENF = 1 if PUBENF is above sample mean, and 0 otherwise.  
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Table 1 
Descriptive statistics  

 

 
 

Panel A: Mean of trust and going-concern opinions by country 

 

Country N  TRUST  GC 

Australia 1,882  0.51  0.43 

Brazil 130  0.08  0.52 

Canada 2,119  0.41  0.10 

Chile 39  0.13  0.13 

Finland 41  0.59  0.00 

France 71  0.19  0.14 

Germany 436  0.38  0.09 

Hong Kong 1,045  0.45  0.22 

India 353  0.33  0.17 

Indonesia 72  0.44  0.63 

Italy 37  0.29  0.16 

Japan 748  0.39  0.47 

Jordan 49  0.14  0.14 

Malaysia 354  0.09  0.35 

Mexico 33  0.15  0.39 

Netherlands 124  0.57  0.35 

New Zealand 98  0.55  0.29 

Norway 79  0.74  0.11 

Pakistan 118  0.24  0.69 

Philippines 72  0.05  0.53 

Singapore 188  0.35  0.22 

South Africa 68  0.22  0.29 

South Korea 535  0.30  0.73 

Spain 74  0.20  0.59 

Sweden 411  0.66  0.11 

Switzerland 44  0.51  0.23 

Thailand 142  0.37  0.51 

Turkey 112  0.10  0.22 

United Kingdom 792  0.30  0.20 

United States 9,898  0.39  0.46 

      
(Continued on the next page) 
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(Continued on the next page) 

Table 1 (Continued) 

Descriptive Statistics 

 

Panel B: Summary statistics for non-financially distressed and financially distressed sample 

 Financially distressed sample (N = 20,164)  Non-financially distressed sample (N = 95,303) 

Variables Mean S.D. 25th Med 75th  Mean S.D. 25th Med 75th 

GC 0.37 0.48 0.00 0.00 1.00  0.02 0.15 0.00 0.00 0.00 

TRUST 0.39 0.10 0.38 0.40 0.42  0.37 0.11 0.34 0.39 0.40 

ANTI_SD 0.66 0.16 0.65 0.65 0.65  0.62 0.20 0.48 0.65 0.65 

LIAB 0.82 0.25 0.66 1.00 1.00  0.71 0.27 0.66 0.66 1.00 

PUBENF 0.77 0.23 0.80 0.90 0.90  0.61 0.33 0.32 0.72 0.90 

CR 0.43 0.27 0.25 0.25 0.75  0.49 0.26 0.25 0.50 0.75 

FDI 0.02 0.03 0.01 0.01 0.01  0.02 0.04 0.00 0.01 0.01 

SIZE 3.74 2.99 1.57 3.40 5.60  7.38 2.90 5.39 7.11 9.32 

LEV 0.55 0.68 0.10 0.31 0.66  0.24 0.23 0.08 0.20 0.35 

CDEBT 0.01 0.17 −0.02 0.00 0.03  0.01 0.09 −0.01 0.00 0.03 

BIG4 0.35 0.48 0.00 0.00 1.00  0.59 0.49 0.00 1.00 1.00 

ZSCORE 1.97 8.18 −2.77 −1.24 1.93  −3.15 1.79 −4.15 −3.44 −2.52 

LIQ 2.15 4.49 0.08 0.78 1.95  2.46 3.99 0.77 1.46 2.55 

MB 0.53 1.69 −0.21 0.03 0.45  0.19 0.77 −0.03 0.07 0.21 

LIT 1.82 6.58 −0.08 0.77 2.54  1.71 2.92 0.61 1.06 1.93 

PRIORGC 0.25 0.43 0.00 0.00 0.00  0.13 0.34 0.00 0.00 0.00 

RET 0.31 0.46 0.00 0.00 1.00  0.02 0.14 0.00 0.00 0.00 

VOL −0.03 0.86 −0.55 −0.22 0.12  0.14 0.63 −0.18 0.02 0.30 

FDEBT 97.41 56.38 56.67 81.80 123.14  45.02 31.74 25.26 36.96 54.88 

FEQUITY 0.59 0.49 0.00 1.00 1.00  0.68 0.47 0.00 1.00 1.00 

NEGCFO 0.54 0.50 0.00 1.00 1.00  0.41 0.49 0.00 0.00 1.00 

MZSCORE −1.85 0.78 −2.61 −1.46 −1.28  −2.37 0.81 −3.05 −2.72 −1.46 
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(Continued on the next page) 

 

 

 

Table 1 (Continued) 

Descriptive Statistics 

 

Panel C: Summary statistics for low-trust and high-trust sample within financially distressed firms 

 Low-trust sample (N = 13,419)  High-trust sample (N = 6,745)  Difference 

Variables Mean S.D. 25th Med 75th  Mean S.D. 25th Med 75th  in means 

GC 0.44 0.50 0.00 0.00 1.00  0.25 0.43 0.00 0.00 0.00  −0.19 

TRUST 0.35 0.08 0.36 0.38 0.40  0.47 0.08 0.42 0.42 0.48  0.12 

ANTI_SD 0.64 0.13 0.65 0.65 0.65  0.70 0.20 0.65 0.65 0.79  0.06 

LIAB 0.88 0.23 0.66 1.00 1.00  0.72 0.25 0.66 0.66 1.00  −0.16 

PUBENF 0.79 0.22 0.77 0.90 0.90  0.73 0.25 0.80 0.80 0.90  −0.06 

CR 0.36 0.22 0.25 0.25 0.25  0.58 0.29 0.25 0.75 0.75  0.22 

FDI 0.01 0.01 0.01 0.01 0.01  0.04 0.05 0.00 0.02 0.04  0.03 

SIZE 3.71 3.08 1.43 3.38 5.62  3.80 2.79 1.84 3.46 5.60  0.09 

LEV 0.62 0.73 0.12 0.35 0.74  0.42 0.55 0.07 0.24 0.52  −0.20 

CDEBT 0.01 0.18 −0.03 0.00 0.04  0.01 0.16 −0.01 0.00 0.02  0.00 

BIG4 0.30 0.46 0.00 0.00 1.00  0.45 0.50 0.00 0.00 1.00  0.15 

ZSCORE 2.86 8.88 −2.59 −0.86 3.36  0.24 6.30 −3.03 −1.83 0.31  −2.62 

LIQ 1.76 3.82 0.03 0.63 1.69  2.95 5.50 0.30 1.07 2.65  1.19 

MB 1.59 6.76 −0.36 0.58 2.29  2.30 6.24 0.18 1.07 2.99  0.71 

LIT 0.28 0.45 0.00 0.00 1.00  0.19 0.39 0.00 0.00 0.00  −0.09 

PRIORGC 0.37 0.48 0.00 0.00 1.00  0.20 0.40 0.00 0.00 0.00  −0.17 

RET −0.04 0.86 −0.57 −0.23 0.10  0.00 0.86 −0.53 −0.21 0.16  0.04 

VOL 100.11 58.82 56.56 83.43 129.01  92.48 50.84 57.31 79.72 113.31  −7.63 

FDEBT 0.60 0.49 0.00 1.00 1.00  0.57 0.49 0.00 1.00 1.00  −0.03 

FEQUITY 0.53 0.50 0.00 1.00 1.00  0.56 0.50 0.00 1.00 1.00  0.03 

NEGCFO 0.70 0.46 0.00 1.00 1.00  0.73 0.45 0.00 1.00 1.00  0.03 

MZSCORE −1.75 0.68 −2.31 −1.39 −1.29  −2.07 0.92 −2.89 −2.30 −0.96  −0.32 
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Panel A provides the distribution of the number of observations, trust score (TRUST), and frequency of going-concern opinions (GC) by country. Panel B presents 

descriptive statistics for financially distressed companies (N = 20,164) and non-financially distressed companies (N = 95,303). Panel C presents descriptive statistics 

for low-(high-) trust sample within financially distressed companies, where the low (high) trust sample represents clients with below (above) median TRUST in 

each year. The statistics in Panel A and C are based on financially distressed companies (20,164 firm-year observations). In all panels, the sample period is from 

2004 to 2013. In Panel C, the last column provides the mean difference in all variables between low and high trust clients. Significance at least at the 10% level is 

in bold. Please refer to Appendix B for variable definitions.  

  

 

Table 1 (Continued) 

Descriptive Statistics 
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Table 2 

Correlation Matrix 

 

Variables A B C D E F G H I J K L M 

A. GC   −0.05 −0.03 0.10 0.03 −0.06 −0.06 −0.24 0.36 −0.03 −0.29 0.44 −0.21 

B. TRUST −0.05   0.05 −0.01 0.09 0.05 0.17 −0.12 −0.04 0.01 0.11 −0.01 0.06 

C. ANTI_SD −0.03 0.25   0.20 0.51 0.48 0.57 −0.18 −0.05 0.01 −0.05 −0.02 0.10 

D. LIAB 0.07 −0.06 −0.04   0.61 −0.59 −0.24 −0.32 0.19 0.04 −0.11 0.24 −0.07 

E. PUBENF 0.16 0.13 0.31 0.67   −0.29 0.17 −0.48 0.12 0.06 −0.10 0.17 0.02 

F. CR −0.05 0.10 0.45 −0.79 −0.46   0.61 0.23 −0.20 −0.04 0.04 −0.23 0.13 

G. FDI 0.06 0.21 0.63 −0.32 0.27 0.42   0.11 −0.10 0.01 0.01 −0.11 0.18 

H. SIZE −0.30 −0.11 −0.16 −0.36 −0.35 0.27 −0.02   −0.36 −0.04 0.35 −0.52 0.05 

I. LEV 0.33 −0.09 −0.12 0.16 0.06 −0.17 −0.12 −0.21   0.08 −0.19 0.86 −0.18 

J. CDEBT −0.03 0.03 0.04 0.05 0.07 −0.03 0.01 −0.05 0.09   −0.01 0.05 0.04 

K. BIG4 −0.29 0.08 −0.03 −0.10 −0.12 0.04 0.00 0.40 −0.13 −0.01   −0.25 0.07 

L. ZSCORE 0.47 −0.05 −0.08 0.25 0.17 −0.24 −0.10 −0.48 0.79 0.08 −0.22   −0.16 

M. LIQ −0.35 0.08 0.09 −0.21 −0.08 0.20 0.08 0.27 −0.34 0.04 0.20 −0.35   

N. MB −0.28 0.06 0.04 −0.17 −0.11 0.16 0.07 0.25 −0.46 −0.01 0.15 −0.41 0.26 

O. LIT 0.00 −0.05 −0.09 0.09 0.04 −0.09 −0.05 −0.05 −0.03 0.01 0.08 0.06 0.05 

P. PRIORGC 0.74 −0.05 −0.03 0.12 0.19 −0.09 0.03 −0.35 0.32 0.01 −0.31 0.45 −0.31 

Q. RET −0.20 −0.05 −0.01 −0.01 −0.01 −0.01 −0.01 0.08 −0.08 0.02 0.09 −0.15 0.18 

R. VOL 0.36 0.07 0.07 0.27 0.22 −0.19 −0.02 −0.50 0.24 −0.02 −0.32 0.39 −0.27 

S. FDEBT 0.10 −0.02 −0.02 0.01 0.02 0.00 0.00 0.01 0.20 0.05 −0.04 0.14 −0.08 

T. FEQUITY −0.06 0.08 0.08 0.11 0.16 −0.05 0.08 −0.07 −0.12 0.04 0.06 0.00 0.12 

U. NEGCFO 0.21 0.09 0.07 0.06 0.11 −0.02 0.07 −0.35 0.01 0.09 −0.18 0.26 −0.04 

V. MZSCORE 0.11 −0.10 −0.08 0.83 0.77 −0.73 −0.11 −0.32 0.14 0.05 −0.09 0.23 −0.17 
 

(Continued on the next page) 
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Table 2 (Continued) 

Correlation Matrix 

 

Variables N O P Q R S T U V 

A. GC −0.12 0.00 0.74 −0.10 0.34 0.10 −0.06 0.21 0.07 

B. TRUST 0.04 0.01 −0.02 −0.01 0.04 −0.01 0.13 0.11 0.00 

C. ANTI_SD 0.01 −0.08 −0.03 0.02 0.06 −0.01 0.07 0.06 −0.02 

D. LIAB −0.06 0.06 0.14 0.02 0.26 0.02 0.11 0.07 0.23 

E. PUBENF −0.04 −0.01 0.06 0.04 0.20 −0.01 0.14 0.09 0.18 

F. CR 0.05 −0.09 −0.10 −0.02 −0.18 −0.01 −0.03 0.00 −0.22 

G. FDI 0.04 −0.06 −0.07 0.04 −0.06 0.04 0.02 0.03 −0.09 

H. SIZE 0.08 −0.05 −0.29 0.00 −0.44 0.03 −0.08 −0.33 −0.09 

I. LEV −0.26 0.00 0.38 −0.02 0.35 0.14 −0.10 0.12 0.06 

J. CDEBT 0.00 0.01 0.01 0.02 −0.01 0.03 0.03 0.06 0.00 

K. BIG4 0.06 0.08 −0.31 0.02 −0.30 −0.04 0.06 −0.18 −0.04 

L. ZSCORE −0.24 0.05 0.46 −0.04 0.41 0.12 −0.02 0.25 0.08 

M. LIQ 0.09 0.02 −0.18 0.08 −0.12 −0.11 0.09 0.05 −0.02 

N. MB   0.02 −0.12 0.11 −0.12 −0.03 0.10 0.03 −0.04 

O. LIT 0.02   0.00 0.01 −0.02 −0.04 0.11 0.12 0.04 

P. PRIORGC −0.28 0.00   −0.03 0.36 0.10 −0.03 0.20 0.05 

Q. RET 0.16 0.02 −0.12   0.05 0.03 0.12 −0.03 −0.11 

R. VOL −0.26 −0.01 0.37 −0.18   0.03 −0.06 0.19 0.12 

S. FDEBT −0.07 −0.04 0.10 0.03 0.02   0.08 0.01 −0.01 

T. FEQUITY 0.14 0.11 −0.03 0.13 −0.03 0.08   0.15 0.00 

U. NEGCFO −0.02 0.12 0.20 −0.09 0.22 0.01 0.15   0.02 

V. MZSCORE −0.15 0.10 0.15 −0.05 0.24 0.02 0.12 0.07   
 

The table shows the correlation between the variables using the financially distressed sample of 20,164 firm-year observations. Pearson correlations are reported 

on the top right and Spearman correlations on the bottom left. All correlations are significant at least at the 10% level except the correlations in bold. See 

Appendix B for variable definitions.
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Table 3 
Effect of societal trust on auditors’ GCO decisions (H1) 

 

 
 

   

 
Dependent variable = GC 

Variables   (1)  (2)  (3) 

TRUST   −0.985***  −1.154***  −0.710*** 

   (−4.340)  (−4.255)  (−3.465) 

ANTI_SD     −0.686**  −0.472** 

     (−2.188)  (−2.308) 

LIAB     −0.089  −0.213 

     (−0.502)  (−1.630) 

PUBENF     0.441**  0.758*** 

     (2.171)  (6.106) 

CR     0.974***  1.015*** 

     (4.735)  (6.883) 

FDI     −1.429  −2.334*** 

     (−1.272)  (−2.852) 

SIZE     0.101***  0.042*** 

     (7.886)  (4.426) 

LEV     −0.341***  −0.023 

     (−4.121)  (−0.266) 

CDEBT     −1.225***  −1.972*** 

     (−8.045)  (−12.066) 

BIG4     −0.453***  −0.404*** 

     (−7.791)  (−8.556) 

ZSCORE     0.105***  0.109*** 

     (13.424)  (13.099) 

LIQ     −0.094***  −0.130*** 

     (−9.830)  (−10.951) 

MB     0.003  0.012*** 

     (0.702)  (2.835) 

LIT     0.052  0.138* 

     (0.586)  (1.667) 

PRIORGC     3.763***  4.544*** 

     (57.438)  (78.342) 

RET     −0.397***  −0.552*** 

     (−12.696)  (−18.549) 

VOL     0.005***  0.010*** 

     (10.538)  (23.363) 

FDEBT     0.129**  −0.078* 

     (2.559)  (−1.874) 
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This table presents the results of logit models – equation (1). The full sample contains 20,164 firm-year 

observations but during estimation, this number decreases to 20,153 because observations in small industry clusters 

drop out with the inclusion of industry fixed effects. The first column presents the results of equation (1) without 

control variables, while the second column presents the results of equation (1) with full control variables as in 

equation (1). The third column presents the results of estimating equation (1) on the full sample of 117,054 firm-

year observations. During estimation, this number decreases to 116,955 because observations in small industry 

clusters drop out with the inclusion of industry fixed effect. The estimated coefficients are presented in the top and 

the two-sided z-statistics in the brackets at the bottom. Z-statistics are based on standard errors adjusted for firm-

level clustering. *, **, *** denote significance at p < 0.10, p < 0.05, and p < 0.01, respectively. Please refer to 

Appendix B for variable definitions. 

  

Table 3 (Continued) 
Effect of societal trust on auditors’ GCO decisions (H1) 

 

 
 

   

 
Dependent variable = GC 

Variables   (1)  (2)  (3) 

FEQUITY     −0.256***  −0.023 

     (−4.797)  (−0.518) 

NEGCFO     0.533***  1.132*** 

     (9.231)  (26.516) 

MZSCORE     0.001***  0.001*** 

     (2.842)  (5.079) 

Constant   −0.053  −1.961***  −4.509*** 

   (−0.106)  (−4.395)  (−12.588) 
 

       

Year FE   Yes  Yes  Yes 

Industry FE   Yes  Yes  Yes 

N   20,153  20,153  116,955 

Pseudo R2   0.0253  0.520  0.635 
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This table presents the results of estimating equation (1) separately within sub-samples of clients with low and high 

legal costs, in terms of anti-self-dealing index (ANTI_SD) in Panel A, liability index (LIAB) in Panel B, and public 

enforcement index (PUBENF) in Panel C. For each panel, the first (second) column presents the sub-sample of low 

(high) legal costs. The estimated coefficients are presented in the top and the two-sided z-statistics in the brackets at 

the bottom. Z-statistics are based on standard errors adjusted for firm-level clustering. *, **, *** denote significance 

at p < 0.10, p < 0.05, and p < 0.01, respectively. Please refer to Appendix B for variable definitions. 

Table 4 
Effect of societal trust on auditors’ GCO decisions by legal system (H2) 

 

 
 

Panel A: Anti-self-dealing index 

   

 
Dependent variable = GC 

   H_A_SD = 0    H_A_SD = 1 

Variables   (1)    (2) 

TRUST   −3.820***    0.142 
   (−8.722)    (0.259) 

 
       

Controls   Yes   

 

 Yes 
Year FE  

 Yes   

 

 Yes 
Industry FE   Yes    Yes 
N     15,505      4,602 
Pseudo R2     0.586      0.392 

        
Panel B: Liability index 

   

 
Dependent variable = GC 

   H_LIAB = 0    H_LIAB = 1 

Variables   (1)    (2) 

TRUST   −1.050***    0.205 
   (−3.709)    (0.097) 

 
       

Controls   Yes   

 

 Yes 
Year FE  

 Yes   

 

 Yes 
Industry FE   Yes    Yes 
N     7,933      12,200 
Pseudo R2     0.442      0.615 

Panel C: Public enforcement index 

   

 
Dependent variable = GC 

   H_ENF = 0    H_ENF = 1 

Variables   (1)    (2) 

TRUST   −1.949***    3.472** 
   (−5.427)    (2.188) 

 
       

Controls   Yes   

 

 Yes 
Year FE  

 Yes   

 

 Yes 
Industry FE   Yes    Yes 
N     4,947      15,188 
Pseudo R2     0.519      0.543 
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(Continued on the next page) 

 

 

 

 

 

Table 5 
Effect of societal trust on auditors’ GCO decisions by client viability (H3) 

 

 
 

Panel A: Sales growth trend 

   

 
Dependent variable = GC 

   P_GR = 0    P_GR = 1 

Variables   (1)    (2) 

TRUST   −1.865***    −0.203 
   (−5.191)    (−0.526) 

 
       

Controls   Yes   

 

 Yes 
Year FE  

 Yes   

 

 Yes 
Industry FE   Yes    Yes 
N     9,268      10,874 
Pseudo R2     0.494      0.551 

        
Panel B: Current performance 

   

 
Dependent variable = GC 

   P_ROA = 0    P_ROA = 1 

Variables   (1)    (2) 

TRUST   −1.222***    1.680 
   (−4.453)    (1.147) 

 
       

Controls   Yes   

 

 Yes 
Year FE  

 Yes   

 

 Yes 
Industry FE   Yes    Yes 
N     18,958      1,111 
Pseudo R2     0.514      0.573 

 
Panel C: Growth potential 

   

 
Dependent variable = GC 

   H_MB = 0    H_MB = 1 

Variables   (1)    (2) 

TRUST   −1.803***    −0.569 
   (−4.713)    (−1.455) 

 
       

Controls   Yes   

 

 Yes 
Year FE  

 Yes   

 

 Yes 
Industry FE   Yes    Yes 
N     10,181      9,961 
Pseudo R2     0.539      0.463 
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This table presents the results of estimating equation (1) separately within sub-samples of clients with low and high 

future financial viability, in terms of sales growth (GROWTH) in Panel A, return on assets (ROA) in Panel B, market 

to book ratio (MB) in Panel C, and capital raise in the subsequent year (FISSUE). For each panel, the first (second) 

column presents the sub-sample of low (high) viability. The estimated coefficients are presented in the top and the 

two-sided z-statistics in the brackets at the bottom. Z-statistics are based on standard errors adjusted for firm-level 

clustering. *, **, *** denote significance at p < 0.10, p < 0.05, and p < 0.01, respectively. Please refer to Appendix 

B for variable definitions.

Table 5 (Continued) 
Effect of societal trust on auditors’ GCO decisions by client viability (H3) 

 

 
 

Panel D: Ex post debt and equity issuances 

   

 
Dependent variable = GC 

   FISS = 0    FISS = 1 

Variables   (1)    (2) 

TRUST   −1.548***    −0.690 
   (−4.766)    (−1.299) 

 
       

Controls   Yes   

 

 Yes 
Year FE  

 Yes   

 

 Yes 
Industry FE   Yes    Yes 
N     13,343      6,796 
Pseudo R2     0.504      0.559 
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This table summarizes the path analysis estimates of the relation between TRUST and GC using earnings quality 

(EQ) as a path. We estimate a structural equation model to determine the direct effects of TRUST on GC, as well 

as the indirect effects of TRUST on GC mediated by EQ. Coefficients are standardized. The significance of the 

indirect effects is assessed using Sobel (1982) test. Test statistics for direct effects are two-sided t-statistics, while 

the rest of test statistics are two-sided z-statistics. *, **, *** denote significance at p < 0.10, p < 0.05, and p < 

0.01, respectively. Please refer to Appendix B for variable definitions. 

 

 

Table 6 
Path analysis of the effects of trust on auditors’ GCO decisions 

 

 
Outcome Variable = GC  

 
 

Mediating Variable = EQ  Coefficient    Test statistic 

Direct Effects of Trust        

TRUST   −0.250***    −8.35 

        

Direct Effects of Mediating Variable        

I. EQ   0.004***    7.01 

        

Mediating Path        

II. Path (TRUST, EQ)   23.183***    67.46 

        

Indirect Effects        

TRUST (I x II)   0.091***    6.97 

        

Total Effects (Direct + Indirect)        

TRUST   −0.159***    −5.89 

        

Controls   Yes     

Year FE   Yes     

Industry FE   Yes     

N   19,846     
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This table presents the results of estimating GCO model (equation 1) and bankruptcy model (equation 1 replacing 

dependent variable with bankruptcy in the subsequent year – either Pseudo_B1 or Pseudo_B2). The estimated 

coefficients are presented in the top and the two-sided z-statistics in the brackets at the bottom. Z-statistics are based 

on standard errors adjusted for firm-level clustering. *, **, *** denote significance at p < 0.10, p < 0.05, and p < 0.01, 

respectively. Column 1 and 2 are the results of estimating GCO model and bankruptcy model, respectively, based on 

financially distressed sample. Column 3 and 4 are the results of estimating GCO model and bankruptcy model, 

respectively, based on financially distressed sample excluding year 2013. Test of difference in coefficients on TRUST 

per column 1 and 2 (column 3 and 4) reports the Chi-square. Please refer to Appendix B for variable definitions. 

  

Table 7 
Comparison of Trust in the Going-Concern Model and Bankruptcy Model 

 

 
 

   Dependent Variable =  Dependent Variable= 

   GC Pseudo_B1  GC Pseudo_B2 

Variables   (1) (2)  (3) (4) 

TRUST   −1.154*** 0.134  −1.243*** 0.119 
 

  (−4.255) (0.473)  (−4.192) (0.371) 
 

       

Test of difference in 

coefficients (χ2)   
11.82 

 

 
12.13 

      

 
  

Controls   Yes Yes  

 
Yes Yes 

Year FE  
 Yes Yes  

 

Yes Yes 

Industry FE   Yes Yes  Yes Yes 

GC observations   7,568   6,816  

Bankruptcy observation    4,372   3,712 

N     20,153 20,119  18,209 18,181 

Pseudo R2     0.520 0.157   0.520 0.167 
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This table presents the results of estimating GCO model (equation 1) conditional on bankruptcy in year t+1 is identified 

or not. Column 1 and 2 are the results of estimating equation 1 conditional on Pseudo_B1 = 0 (non-bankruptcy firms) 

and Pseudo_B2 = 0 (non-bankruptcy firms), respectively. Column 3 and 4 are the results of estimating equation 1 

conditional on Pseudo_B1 = 1 (bankruptcy firms) and Pseudo_B2 = 1 (bankruptcy firms). When the condition of 

Pseudo_B2 is imposed, year 2013 is deleted due to unavailability of 2016 financials. The estimated coefficients are 

presented in the top and the two-sided z-statistics in the brackets at the bottom. Z-statistics are based on standard errors 

adjusted for firm-level clustering. *, **, *** denote significance at p < 0.10, p < 0.05, and p < 0.01, respectively. Please 

refer to Appendix B for variable definitions.

Table 8 
Type I and Type II GCO Errors 

 

 
 

   Type I GCO Errors  Type II GCO Errors 

   GCO conditional on  GCO conditional on 

   Pseudo_B1 Pseudo_B2  Pseudo_B1 Pseudo_B2 

   = 0 = 0  = 1 = 1 

Variables   (1) (2)  (3) (4) 

TRUST   −1.300*** −1.265***  −1.497** −3.237*** 
 

  (−4.362) (−3.985)  (−1.978) (−3.478) 
 

       
Controls   Yes Yes  

 
Yes Yes 

Year FE  
 Yes Yes  

 

Yes Yes 

Industry FE   Yes Yes  Yes Yes 

N     15,774 14,492  4,364 3,704 

Pseudo R2     0.511 0.513   0.544 0.548 
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The sample is restricted to bottom quartile of return on assets within non-financially distressed companies. Panel 

A presents results from estimating equation (1) on sub-sample of firms with low and high discretionary accruals 

in column 1 and 2, respectively. Panel B presents results from estimating equation (1) on sub-sample of firms 

with non-positive and positive discretionary accruals in column 1 and 2, respectively. The estimated coefficients 

are presented in the top and the two-sided z-statistics in the brackets at the bottom. Z-statistics are based on 

standard errors adjusted for firm-level clustering. *, **, *** denote significance at p < 0.10, p < 0.05, and p < 

0.01, respectively. Please refer to Appendix B for variable definitions. 

 

Table 9 
Effect of societal trust on auditors’ GCO decisions under low perceived management 

credibility 

 

 
 

Panel A: High vs. low discretionary accruals 

   

 
Dependent variable = GC 

   HDACC = 0    HDACC = 1 

Variables   (1)    (2) 

TRUST   0.609    −1.766*** 

   (1.070)    (−3.311) 

        

Controls   Yes    Yes 

Year FE   Yes    Yes 

Industry FE   Yes    Yes 

N   10,561    10,294 

Pseudo R2   0.464    0.524 

 
Panel B: Positive vs. non-positive discretionary accruals 

   

 
Dependent variable = GC 

   PDACC = 0    PDACC = 1 

Variables   (1)    (2) 

TRUST   1.191    −0.885** 

   (1.237)    (−2.007) 

        

Controls   Yes    Yes 

Year FE   Yes    Yes 

Industry FE   Yes    Yes 

N   2,433    18,334 

Pseudo R2   0.560    0.497 


