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Abstract

This study extends previous research by empirically investigating the relationship between
internal governance monitoring mechanisms and the probability of receiving a qualified audit re-
port. Corporate governance monitoring devices are measured using five alternative proxies. board
size, board independence, audit committee size, audit committee independence, and audit committee
meeting frequency. The analysis of logistic regression is conducted to test the hypotheses proposed
for this study. Using a sample of 121 Australian manufacturing companies listed on the Australian
Sock Exchange (ASX), this study adds to the growing body of literature that documents the impor-
tance of boards and audit committees role in monitoring management behavior. This study finds
smaller size board of directors appear to more effective than large size boards. In addition, audit
committee independence improves the quality of financial reporting leading to receive a clear audit
opinion. In regard to control variables, this study provides evidence that Leverage and ROl areim
portant variables in explaining the auditors propensity to qualify their opinions. Particularly, the
study finds a positive (negative) and highly significant (at p<0.01) association between both Lever-
age (ROI) and the possibility of receiving qualified audit reports. This has significant implications
for companies that are moving towards a more regimented corporate governance structure to en-
hance the quality of financial reporting.

Keywords: Qualified audit opinion, internal governance monitoring mechanisms, Australian com-
panies

Abstrak

Pendlitian ini memperluas penelitian sebeumnya yang menyelidiki hubungan antara
mekanisme pemantauan tata kelola internal dan probabilitas menerima laporan audit yang
berkualitas. Elemen tata kelola perusahaan yang dikaji diukur dengan menggunakan lima proks
yaitu: ukuran dewan direksi, independens dewan direksi, ukuran komite audit, independens komite
audit dan frekuens pertemuan komite audit. Analisis regresi logistik dilakukan untuk menguiji hi-
potesis yang diajukan untuk penelitian ini. Menggunakan sampel dari 121 perusahaan manufaktur
Australia yang terdaftar di Bursa Efek Australia (ASX), studi ini menambah semakin banyak litera-
tur yang mendokumentasikan pentingnya dewan komisaris dan peran komite audit dalam peman-
tauan perilaku manajemen. Sudi ini menemukan ukuran dewan komisaris yang lebih kecil tam-
paknya lebih efektif daripada ukuran dewan komisaris besar. Sdlain itu, independens komite audit
meningkatkan kualitas pelaporan keuangan untuk menerima opini audit yang jelas. Dalam kaitan
dengan variabel kontrol, penelitian ini memberikan bukti bahwa Leverage dan ROl adalah variabel
penting dalam menjelaskan kecenderungan auditor untuk memenuhi pendapat mereka. Khususnya,
studi ini menemukan hubungan positif (negatif) dan sangat signifikan (pada p <0,01) antara kedua
leverage (ROI) dan kemungkinan menerima laporan audit yang berkualitas. Hal ini memiliki
implikasi yang signifikan bagi perusahaan yang bergerak menuju struktur tata kelola perusahaan
untuk |ebih meningkatkan kualitas pel aporan keuangan.

Kata kunci: Opini audit yang berkualitas, mekanisme pengawasan tata kelola internal, perusa-
haan di Australia.



INTRODUCTION

This study extends previous research by em-
piricaly investigating how internal govern-
ance monitoring mechanisms affect the prob-
ability of receiving a qualified audit report for
121 manufacturing firms listed on the Austra-
lian Stock Exchange (ASX). Corporate gov-
ernance monitoring devices are measured us-
ing five aternative proxies: board size, board
independence, audit committee size, audit
committee independence, and audit committee
meeting frequency.

The occurrence of a qualified opinion
remains a central concern of financial state-
ment users (Sanchez-Ballesta & GarciaMeca,
2005; Bhimani, Gulamhussen & Lopes, 2009;
Lin, Jiang & Xu, 2011), and a source of client
dissatisfaction and client loss (Chow & Rice,
1982). Specifically, previous research docu-
ments that going-concern audit opinion quali-
fications have a strong association with stock
returns (Dopuch, Holthausen & Leftwich,
1986; Choi & Jeter, 1992; Jones, 1996) and
difficulty in getting debt capital (Firth, 1980).
The going-concern audit opinion qualifica-
tions are aso effective a signaling financial
distress and bankruptcy events (Hopwood,
McKeown & Mutchler, 1989; Kennedy &
Shaw, 1991; Mutchler, Hopwood & McKe-
own, 1997). Consequently corporate ma n-
agement may pressure auditors to forego issu-
ing a qualified audit report (Mutchler, 1984;
Carcello & Neal, 2000).

The question of audit quality is impor-
tant within the Australian business context
given developments since the turn of the mil-
lennium. On 18 September 2002, the Austra-
lian Federal Government released the reform
proposaldl in the Corporate Law Economic
Reform Program (CLERP 9) Discussion Pa-
per in order to strengthen arrangements for the
oversight of the accounting and auditing pro-
fession (ASIC, 2002). The proposal promised
to reshape the corporate governance frame-

1 This proposal was passed by Parliament on 25 June 2004, and
received Roya Assent on 30 June 2004 under the name of
the Corporate Law Economic Reform Program (Audit Re-
form and Corporate Disclosure) Act 2004 (CLERP 9 Act).
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work in Australiall On 31 March 2003, the
Principles of Good Corporate Governance
and Best Practice Recommendations (ASX
2003) were aso adopted as the pivota com-
ponent of the framework for reforming the
corporate governance system. Among other
things, CLERP 9 emphasises the roles of the
board of directors, management and auditors
(Gay & Simnett, 2003).

One important change implemented in
CLERP 9 that affects the auditor profession
has been the setting up of an audit committee
as a sub-committee of the board of directors.
An audit committee consists of independent
and non-executive members of the governing
body of the company. The audit committee
represents shareholders in a key role to moni-
tor the performance of management. It over-
sees the financia reporting and auditing proc-
ess. For this reason, an audit committee plays
important corporate governance roles (Gay &
Simnett, 2003) and may have a more direct
role in controlling management’ s actions (Xie,
Davidson & DaDalt, 2003). Thus, the role of
board of directors and audit committee in su-
pervising management is arguably viewed as
the solution for problem arising from agent-
principal relations. Previous literature docu-
mented the presence of modified (qualified)
opinion is associated with the effectiveness of
monitoring mechanism variables such as the
number of member on the boards and the per-
centage of the members of the board of direc-
tors that are considered independent (Firth,
Fung & Rui., 2007).

The finding of this study regarding
how internal governance monitoring mecha-
nisms affect the probability of receiving a
qualified audit report which is based on Aus-
tralia evidence also provide insights to re-
searchers interested in looking at the associa
tion between corporate governance attributes
and audit qualification in some other countries
such as Indonesia. More interestingly, in In-

2 The corporate governance in Australia is developed by the
ASX Corporate Governance Council. It consists of 10 prin-
ciples and 28 recommendations. Each principle is accom-
panied by a series of best practice recommendations in ad-
dition to specific guidance on disclosure.
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donesia, the Company Law (Law No. 40 of
2007 on Limited Liability Companies) recog-
nizes a two-tiered structure: the Board of
Commissioner acts as the supervisory board
and the Board of Director acts as the manage-
ment board.

This study differs from prior research
on three main fronts. Firgt, this study provides
further evidence of the relationship between
internal governance monitoring mechanisms
and the propensity to obtain a qualified opin-
ion using data from a different domestic set-
ting (i.e., Australia). Previous literature on the
governance monitoring mechanism — audit
opinion linkages using Australian data has
been limited. Second, this study enriches the
literature by analysing the several corporate
governance attributes and audit qualification.
As Vafeas and Theodorou (1998) remark, the
study of key related corporate governance
characteristics in isolation may hide key infer-
ences, leading to misleading findings. Third,
this study focuses solely on the manufacturing
sector. Using data from the manufacturing
firms group is expected to ensure data homo-
geneity.

The remainder of this paper is organ-
ised as follows. The next section establishes the
theoretical framework underlying interna gov-
ernance monitoring mechanism—qualified opin-
ion linkages. The hypotheses are aso devel-
oped in this section. Section three describes the
research design. Primary results including de-
scriptive statistics, correlations and regression
analysis are presented in section four. Results
of the study and implications for future re-
search are discussed in the concluding section.

Literature Review and Hypothesis Formu-
lation

This study use five internal governance moni-
toring attributes: board size, board independ-
ence, audit committee size, audit committee
independence, and audit committee meeting
frequency, to predict the frequency of receiv-
ing qualified audit reportsl}

3 In addition to the independent variables of interest for which
separate hypotheses are formed in the following subsections
this study controls for the effects of other factors that are

Monitoring device and audit opinion

Jensen and Meckling (1976) identify the exis-
tence of two agency relationships: (1) the
manager-shareholders (e.g., bonus plans)
which the manager acts as an agent for the
shareholders who are considered to be the
owners; (2) the shareholder-debt holder (e.g.,
debt contracts) where the manager is assumed
to act on behaf of the shareholders, thus the
manager is an agent whereas the debt holder
becomes the principal. Such situations impose
agency costs, due to the existence of conflicts
of interest between the agents and the princi-
pals. Agency theory discusses the types of
monitoring and bonding costs that can be em-
ployed to reduce agency conflicts.

Various financial scandals that oc-
curred earlier in this decade have raised the
issue of whether public companies are being
run in the best interests of the shareholders.
Conseguently, the role of governance in disci-
plining corporate management has been the
topic of an active debate among regulators,
corporate governance reformists and academ-
ics. Cadbury (1997) suggests strong govern-
ance occurs if there is balancing of firm per-
formance with an appropriate level of moni-
toring. According to Fama and Jensen (1983),
the most critical monitoring mechanism is that
of the board of directors. The board and its
committees are charged with monitoring the
decisions and actions of corporate manage-
ment to ensure the management acts in the
best interest of shareholders. The monitoring
mechanisms examined in this study are size of
directors (Sanchez-Balesta & Garcia-Meca,
2005; Firth et a., 2007), independent board of
directors (Davidson, Goodwin-Stewart &
Kent, 2005; Firth et a., 2007; Al-Abbas,
2009; Adeyami & Fagbemi, 2010; lyengar &
Land, 2010; Lin & Hwang, 2010), size, inde-
pendent and the number of audit committee
meeting (Menon & Williams, 1994; Davidson
et al., 2005; Al Abbas, 2009; lyengar & Land,

likely to influence the auditor’s propensity to issue a quali-
fied audit report: size of firm, leverage, and return on in-
vestment (Francis & Krishnan, 1999; Carcello & Ned,
2000; Firth et al, 2007 ).



2010; Lin & Hwang, 2010; Kang, Kilgore &
Wright, 2011).

Size of board of directorsand qualified opinion

Nam and Nam (2004) argue that board’s size
IS an important determinant of board's effec-
tiveness. Many empirical studies have tried to
find the optimal size of a company’s board of
director. Huther (1997) suggests that just like
any other decision making bodies governing
boards face coordination problems. These
problems increase as the size of governing
body increase. Lipton and Lorsch (1992) ar-
gue that the maximum size of the board of di-
rectors is ten. They (Lipton & Lorsch, 1992)
further argue that the size less than ten is op-
tima as a smaller board works better and
could be less manipulated by the delegated
director. Jensen (1993) suggests that board
sizes in the U.S. tend to be too large and rec-
ommads that boards have no more tha n eight
directors.

More recently, there are some studies
that model theoretical determinants of board
structure including board size. Lehn, Patro &
Zhao (2004) find that board size is positively
related to firm size and positively related to
growth opportunities. Boone, Field, Karpoff &
Raheja (2007) find that board size increases as
companies grow and diversify over time. They
(Boone et al., 2007) aso argue that board size
reflects a trade-off between the firm-specific
benefit and cost of monitoring. Linck, Netter
& Yang (2008) report that board structure
across companies is consistent with the cost
and benefits of the board monitoring and ad-
vising roles. They (Linck et a., 2008) provide
evidence that board size fell in the 1990s for
large firms and board size was relatively flat
for small and medium-sized companies. In
addition, the trend of board size for larger
companies was reversed by the implementa-
tion of the Sarbanes-Oxley Act of 2002. In
audit opinion studies, Firth et al. (2007) expect
firms that have a large board more frequently
receive a qualified audit opinion. Firth et al.
(2007), however, find the opposite direction.
Ballesta and Garcia-Meca (2005), meanwhile,
fail to detect any relationship between the two
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variables. Based on above discussion, there-

fore, thefirst hypothesisis:

Hi: The number of member on board of direc-
tors influences the probability to receive
an audit qualification opinion.

I ndependent board of directors and qualified
opinion

Beasdey (1996) and Dechow, Sloan &
Sweeney (1996) suggest that the ability of the
boards to act as an effective monitoring
mechanism depends on their independence
from management. The boards are considered
to be independent if there is no relationship
with the company beyond the role of director.
Lipton and Lorsch (1992) define an independ-
ent director as a director who has no connec-
tion with the company, either as management,
customer or supplier of goods or services.
Thus, the independent board member refers to
a non-executive director who is not employed
bythe company and entirely independent from
management. Such non-executive directors are
more likely to have incentives to guard share-
holder interests because of an invested reputa-
tional capital in afirm (Fama & Jensen, 1983;
Vafeas & Theodorou, 1998).

Empirical findings regarding an asso-
ciation between board independence and cor-
porate performance are inconclusive. Some
studies suggest the presence of the non-
executive boards improves company value.
Beasley (1996) finds that the existence of in-
dependent directors associates with less finan-
cial statement fraud. Using a sample of 692
U.S. firms, Klien (2002) reports a negative
relation between board independence absolute
value of discretionary accruals (a proxy for
earnings management). Peasnell, Pope &
Young (2000) show evidence supporting
Klein's findings in the U.K. context. In addi-
tion, Dechow et a. (1996) revea that the
greater proportion of independent directors the
less likely the firm is subjected to Securities
and Exchange Commission (SEC) enforce-
ment actions because of violating U.S. GAAP.
Conversely, Agrawal and Knoeber (1996) in-
dicate that the representation of a higher pro-
portion of independent directors on boards is
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associated with poor performance. Hermalin
and Weisbach (1991), meanwhile, document
no association between the percentage of non-
executive directors serving on the board and
firm value for a sample of 142 U.S. firms.
Again, more recently (e.g., Al-Abbas, 2009;
Adeyami et a., 2010; lyengar & Land, 2010)
find no relation between the presence of the
independent directors and earnings quality.
Finally, Ballesta and GarciaMeca (2005) and
Firth et a. (2007) document that the propor-
tion of board independence affects the infor-
mativeness of earnings, implying less likely to
receive a modified audit opinion. Therefore,
this study tests the following hypothesis:
H,: The fraction of independent directors on
the board influences the probability to re-
celve an audit qualification opinion.

Size of audit committee and qualified opinion

The majority of previous studies concerning
the relationship between board of directors
composition and firm value have concentrated
on the role of the board at large; however, a
great deal of board’s decision-making occurs
a the committee level (Ellstrand, Daly &
Johnson, 1999). To oversee the accounting
and financial reporting processes of a com-
pany as well as the audit of its financia state-
ments, boards of directors delegate their re-
sponsibility to an audit committee (Baxter &
Gardenne, 2008). Thus, it is expected that this
committee provides shareholders with the
greatest protection in maintaining the credibil-
ity of a company's financial statements
(Bradbury, 1990). In performing its primary
function, the audit committee meets regularly
both with the company’s externa and interna
auditors for reviewing the firm's financial
statement, audit process, and internal account-
ing controls (Klein, 1998, 2002). A study of
142 U.K. firms conducted by Collier (1993)
suggests that firms establish audit committees
to dleviate agency problems and to reduce
information asymmetry between insiders and
outsiders. Evidence also shows that the forma-
tion of audit committee associates with more
informativeness of reported earnings (Mitra,
Hossain & Dels, 2007) and less financial fraud

(Dechow et a., 1996; McMullen & Raghu-
nandan, 1996).

Empirical studies provide inconclusive
evidence of the impact of audit committee size
on financia reporting quality. Abbott, Xie et
al. (2003) and Parker and Peters (2004) find
no significant association between the number
of directors on the audit committee and earn-
ings quality measures. Nonetheless, Yang and
Krishnan (2005) and Lin and Hwang (2010)
reveal that earnings quality is negatively re-
lated to the size of the audit committee. Thus,
my third hypothesisis:

Hs: The number of members on audit commit-
tee influences the probability to receive an
audit qualification opinion.

I ndependent audit committee and qualified
opinion

Prior literature indicates that the effectiveness
of an audit committee is dependent on the
subcommittee objectivity (or independence),
diligence (or activity as defined by meeting
frequency) and size (Bedard, Chourou &
Courteau, 2004; Davidson et al., 2005). It is
arguably impossible for the audit committee to
function effectively if members are aso ex-
ecutives of the firm (Lynn, 1996). Thus, an
audit committee should be comprised entirely
of non-executive or independent directors
(Lipton & Lorch, 1992; Menon & Williams,
1994). This argument is supported by Jiam-
balvo (1996) who finds that audit committee
independence is associated with a higher de-
gree of active oversight and a lower incidence
of financia statements fraud. Davidson et al.
(2005), Lin and Hwang (2010), and Kang et
al. (2011) derive empirical support that the
existence of an independent audit committeeis
significantly associated with a lower level of
earnings management. However, Klein
(2002), Al-Abbas (2009), and lyengar and
Land (2010) fail to find evidence that the ma-
jority of non-executive directors on the audit
committee reduces levels of earnings man-
agement. Klien (2002), moreover, finds no
meaningful relationship between earnings
management and audit committee consisting
exclusively of independent directors. Addi-



tionally, Carcello and Neal (2000) who inves-
tigate the association between the composition
of financialy distressed companies’ audit
committees and the propensity of receiving
going-concern audit reports, show that the
greater percentage of independent directors on
the audit committee the higher the probability
the auditor will issue a going-concern quali-
fied report. Following previous research, my
fourth hypothesisis:
H4: The fraction of independent directors on the
audit committee influences the probability
to receive an audit quaification opinion.

Number of audit committee meeting and
qualified opinion

In performing its primary function, the audit
committee meets regularly both with the com-
pany’s external and internal auditors for re-
viewing the firm’s financial statement, audit
process, and internal accounting controls
(Klein, 1998, 2002). Menon and Williams
(1994) argue that a signal of an audit commit-
tee diligence is the number its meetings. Thus,
meeting frequency is a key successful factor
of audit committee effectiveness (Abbott,
Parker & Peters, 2003b). Some researches
support the importance of audit committee
meeting frequency. Beasley, Carcello, Her-
manson & Lapides (2000) and Abbott et al.
(2004) document that audit committee of non-
fraud companies meet more often than those
of fraud companies. Additionally, audit com-
mittees of companies that meet at least four
times a year are less likely to have restated
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their financial statements (Abbott, Parker &
Peters, 2003a). Furthermore, Xie et a. (2003)
and Lin and Hwang (2010) show that audit
committee meeting frequency is negatively
related with the levels of discretionary current
accruals (a proxy for earnings quality). The
fifth hypothesisis:
Hs: The audit committee meeting frequency
influences the probability to receive an
audit qualification opinion.

RESEARCH METHOD
Sample selection

To ensure data homogeneity, this study only
focuses on manufacturing Australian incorpo-
rated entities. Due to pragmatic constraints |
randomly selected 200 Australian manufactur-
ing firms listed on the ASX as at the end of
June 2006. This study focuses on Austraia
incorporated entities, thus 10 firms incorpo-
rated overseas were excluded from sample. In
addition, eight 1PO firms during the investiga-
tion calendar year were excluded from the
sample as Caramanis and Spathis (2006) re-
port that the first year of a firm’s listing may
affect the likelihood of receiving a qualified
audit opinion. Of the remaining 182 manufac-
turing firms, this study was unable to collect
sufficient information to calculate proxy
measures for 61 entities. Accordingly, the sta-
tistical analysis is based on a final sample of
121 companies. Table 1 summarises a sub-
manufacturing industry breakdown of the fina
usable sample that is employed in the statisti-
cal analysis.

Table 1. Sample used in analysis and sub-manufacturing industry breakdown

v Audit opinion
ndustry type N “Ungualified Qualified
Materials 31 19 12
Capital Goods 18 13 5
Health Care Equipment 12 11 1
Pharmaceuticals & Biotechnology 20 18 2
Real Estate 19 19 0
Food, Beverage and Tobacco 7 5 2
Technology Hardware & Equipment 14 10 4
Total: 121 95 26

Legend: ¥ — Manufacturing sub-industry sectors are defined in accordance with the ASX classification

schema.
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Empirical model and variables

The following cross-sectional logistic regres-

sion model is used to test the hypotheses:

Opinion; =a + pBoardSze + frIndBoard +
[3AudComSze + fiindAudCom +
psAudComMeet + fsClientSze +
p7Leverage + fgROI + ¢

Where:

i isfirm 1 through 121; o is constant term;
Opinion is 1 for firm that received a qualified
audit opinion, and O otherwise; BoardSze is
the total number of board of director mem-
bers; IndBoard is the percentage of the board
of directors that is independent; AudComSze
Is the total number of audit committee mem-
bers, AudComMeet is the number of audit
committee meeting; IndAudCom is the percen-
tage of the audit committee that is indepen-
dent; ClientSze is natural logarithm of total
assets; Leverage is total debt divided by total
assets; ROI is net income divided by total as-
sets; and g; isthe error term.

RESULTS AND DISCUSSION
Univariatetests

Table 2 presents the independent sample t-test results
for the variables in the regression model. The uni-
variate tests performed suggest severa vari-
ables may be helpful in explaining audit quali-
fications. The large differences in average
values of BoardSze AudComSze, and In-
dAudCom between firms with unqualified and
qualified reports and the high statistical sig-
nificance (p<0.01) indicate that these three
independent variables may indeed relate to
audit opinion decisions. Conversely, the aver-
age values of IndBoard and AudComMeet do
not show significant differences between the
two groups of audit opinions. In regard to con-
trol variables, the qualified groups have a sub-
stantially lower mean for total assets (Client-
Sze), but higher mean values of Leverage and
ROI. The mean differences in these control
variables between the two audit opinion
groups are dtatisticaly highly significant at
p<0.01.

Table 2. Univariate models for audit opinion on independent and controls variables

. . Unqualified Qualified !
Continuous variables M ean 4 Mean 3 t-test Sig.
BoardSze 5.54 1.70 3.96 1.28 5.154 0.000
IndBoard 52.53 2221 48.46 30.76 0.631 0.533
AudComSize 2.78 1.09 177 1.39 3.416 0.002
IndAudCom 69.02 32.00 43.33 45.60 2.696 0.011
AudComMeset 2.96 2.17 2.13 2.36 1.606 0.113
ClientSze 506,123 1,016,057 48,144 163,585 4.199 0.000
Leverage 37.90 25.23 57.50 62.87 -2,425 0.014
ROI 37.86 39.84 43.88 34.98 3.566 0.001

L egend: See page 11 for full definitions and descriptions for the dependent, independent and control variables.

Table 3. Pearson and Spearman correlation matrix

AudCom

IndAud-  AudCom-

Opinion BoardSze IndBoard Sze Com Meet ClientSze Leverage ROI

Opinion -0.373* -0.069 -0.338* -0.289* -0.149 -0.403* 0.217 0.431*
BoardSze -0.450* 0.140 0.492* 0.340* 0.418* 0.584* -0.144 0.230**
IndBoard -0.060 0.190** 0.221* 0.567* 0.173 0.131 0.172 -0.111
AudComSze -0.350* 0.560* 0.227** 0.520* 0.485* 0.504* -0.084 0.385*%
IndAudCom -0.232*%* 0.330* -0.592* 0.322* 0.442* 0.351* 0.066 -0.261*
AudComMeet  -0.193** 0.395* 0.149 0.549* 0.422* 0.513* 0.041 -0.226**
ClientSze -0.438* 0.580* 0.134 0.506* 0.287* 0.491* 0.158 0.556*
Leverage 0.063 0.019 0.087 0.049 0.137 0.136 0.374* -0.355*
ROI 0.402* -0.345* -0.101 -0.336* 0.209** -0.284* 0.576* -0.385*

Legend: * and ** indicate significance at p<0.01 and p<0.05 (based on two-tailed tests). See page 14 for full defini-
tions and descriptions for the dependent, independent and control variables. See page 11 for full definitions and de-
scriptions for the dependent, independent and control variables.



Table 3 provides a correlation matrix
between the dependent, independent and con-
trol variables. The upper half reports Pearson
pairwise correlation coefficients (crp), while the
lower haf Spearman correlation coefficients
(crs). There are negative correlations between
al independent variables and the frequency of
recelving a quaified audit report. However,
only BoardSze, AudComS ze,IndAudCom, and
AudComMeet are statistically significant both
in the Pearson and Spearman correlation ma-
trix. Findings aso show a significant correla
tion (both cr, and crg) amongst independent
variables, except for the relationship between
IndBoard and AudComMeet. The highest corre-
lation is between IndAudCom and IndBoard,
with a coefficient of 0.567 (p<0.01 c) and
0.592 (p<0.001 crg). As the correlation value is
below the critical limits of 0.80 (Hair et a.,
1995; Greene, 1999) it is suggested that a mul-
ticollinearity problem between independent
variables is not a serious concern. In respect to
correlations between independent and control
variables, and amongst control variables them-
seves, the highest correlations are between
BoardSze and ClientSze, with a coefficient of
0.584 (p<0.01 ¢p) and 0.580 (p<0.01 crs).
Again, this value is below the critical limit of
0.80. Variance inflation factors calculated for
all regressions reported in Table 4 for al inde-
pendent and control variables provide further
indications that multicollinearity is not a prob-
lem in the model estimations (Hair, Anderson,
Tatham & Balck, 1995; Greene, 1999; Cooper
& Schindler, 2003).

Multivariate analysis

The results of multivariate logistic regression
for testing the hypotheses are reported in Ta
ble 4. The overall per cent of correct classifi-
cation is 91.74%. The relationship between
dependent and independent variables is sig-
nificant (X* = 71.023, p<0.000). The pseudo
X% = 44.4% implies a relatively strong rela-
tionship between the dependent and independ-
ent variables. The results report that only
BoardSze and IndAudCom predictors are sta
tisticaly significant at p<0.05, therefore, H;
and H, are supported. The BoardSze coeffi-
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cient is negative, supporting the argument that
the smaller members sitting on the boards the
more likely to function effectively, leading to
more possibility to have a best quality of fi-
nancial reporting and consequently more like-
lihood of receiving a clean audit opinion. This
result supports several past studies. Ballesta
and GarciaaMega (2005) argue that larger
boards will not perform monitoring function
effectively because of communication, coor-
dination and monitoring problems. Similar to
Ballesta and GarciaaMega (2005), Jensen
(1993) also posits that large boards are less
effective than small boards. Therefore, he
(Jensen, 1993) suggests that to be effective the
size of the board should be less than eight.
This argument is also supported by empirical
evidence documented by Y ermack (1996) and
Vafeas (2005). However, this finding is con-
trary with Firth et a. (2007) who report that
the larger the boards the greater the probabil-
ity of receiving unqualified audit reports.

A negative and significant (p<0.05) as-
sociation between IndAudCom and Opinion
infers that independent members of audit
committee do act in the best of interest of
shareholders. They act as an effective moni-
toring mechanism to oversee the accounting
and financia reporting processes of a com-
pany. As reported in Table 2, firms with un-
qualified audit opinion have significant higher
mean values of IndAudCom compared to those
of with qualified audit report (69.02% versus
43.33%). Thus, this finding support previous
studies (e.g., Lipton & Lorch, 1992; Menon &
Williams, 1994; Jiambalvo, 1996; Davidson et
a., 2005; Lin & Hwang, 2010; Kang et 4d.,
2011) who document that the presence of in-
dependent audit committee improves the qual-
ity of financial reporting leading to receive an
unqualified audit opinion.

In regard to control variables, this
study provides evidence that Leverage and
ROI are important variables in explaining the
auditors propensity to qualify their opinions.
Specidly, the study finds a positive (negative)
and highly significant (at p<0.01) association
between both Leverage (ROI) and the possibil-
ity of receiving qualified audit reports.
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Table 4. Results of the multivariate logistic regression

Equation: Opinion; =a + f,BoardSze + f-lndBoard + ;AudComS ze + B4 ndAudCom +
PsAudComMeet + BsClientSze + S-Leverage + ROl + ¢

Estimated coefficients Standard errors Wald Sig.
(Constant) 4.260 5.796 0.540 0.462
Independent variables:
BoardSze -1.074 0.516 4.326 0.038
IndBoard 2.697 1.832 2.169 0.141
AudComSize -0.532 0.638 0.696 0.404
IndAudCom -3.623 1.632 4.928 0.026
AudComMeet -0.519 1.454 0.127 0.721
Control variables:
ClientSze 0.099 0.371 0.071 0.790
Leverage 5.700 1.761 10.479 0.001
ROI -6.323 1.981 10.193 0.001
Model Summary
Model Chi-square 71.023
p-value 0.000
Classification accuracy 91.74
Pseudo R? Cox & Snell 0.444
Nagelkerke R-Square 0.686
Sample Size 121

Legend: See page 11 for full definitions and descriptions for the dependent, independent and control va-

riables.

Overdl, the results presented in Table
4 document some evidence that the nature of a
corporation’s governance structure, especially
the size of board and independent members
audit committee enable to provide an effective
monitoring mechanism on management activi-
ties. Subsequently, they are jointly able to
oversee the company’s financial reporting
process. Such oversight seems to improve
earnings quality, and thus, more likely to re-
celve a clean audit opinion. The findings, for
some extent, support the argument that size of
board of directors and independent audit
committee enable to reduce agency conflicts.

Conclusion

Despite the prominent attention currently
given to the role of corporate governance, lit-
tle research has been conducted investigating
its relation to the audit opinion. This study
presents empirical evidence on the relation
between interna monitoring function effec-
tiveness and qualified audit opinion. The sam-
ple is drawn from the manufacturing public

companies listed on ASX for the financid
year 2006. | use univariate and multivariate
logistic regression analysis to identify the fac-
tors associated with qualified audit reports.
Five internal monitoring attributes (board size,
independent board, audit committee size, in-
dependent audit committee and audit commit-
tee meeting frequency) are selected for exami-
nation as potentia predictors of qualified audit
reports. Two of the five variables, board size
(BoardSze) and independent audit committee
(IndAudCom), are statistically significant.
Consistent with expectations, this
study supports that board of directors play an
effective monitoring device that leads to
higher quality of financial reporting and,
therefore, less likelihood of receiving a quali-
fied audit report. Specifically, | find that
smaller size boards appear to more effective
than large size boards. The smaller members
sitting on the board of directors is more likely
to receive a clean audit report. Thisresultisin
line with previous studies (e.g., Jensen, 1993;
Yermack, 1996; Vafeas, 2005). Additionaly,



the result is also supported by the latest study
conducted by Linck et al. (2008) who report
that board size fell dramaticaly in 1990s for
large U.S. firms. Moreover, this study finds
that audit committee independence is nega-
tively and significantly associated with a
qualified audit opinion. It infers that the pres-
ence of independent audit committees pro-
vides a greater incentive to monitor manage-
ment activities reduces agency costs, thus, en-
hances earnings quality leading to receive an
unqualified report. In other words, companies
with more independent audit committees have
better performance than their counterpart.

The findings of this study have impli-
cation, especialy, to regulators and corporate
governance reformists. Specia attentions need
to be given by Australian policy makers in
strengthening corporate governance frame-
work; primarily, in regard to: (1) the process
for monitoring and selection of board of direc-
tors and audit committee, (2) enhance the
skills and knowledge of boards and audit
committee members, and (3) separation of
management from the owners and appoint-
ment of professional managers.

A major limitation in this study is the
possible misspecification of the model esti-
mated. Future studies can seek to focus on re-
finements to the proxy measures for dependent
and independent variables. In addition, this is
one fiscal year study with a specific industry
classification and a relatively smal sample
size. With improved methodology, i.e. new
statistical techniques and a greater number of
sample companies, it should be possible to
develop a more powerful analytical tool which
could pave the way for the development of
greater insights.
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