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ABSTRACT

Based on the agency theoretical background, the effectiveness of internal corporate 
monitoring mechanisms enhances the reliability of financial reporting and contributes to 
protect the interests of all shareholders. This study provides an answer to the following 
main question of “What are the factors that affect the prospect of receiving a modified 
audit opinion among Malaysian public listed companies?” to provide an insight-into the 
issue of internal corporate monitoring mechanisms and modified audit opinion. To date, 
little is known about this issue, especially in the Malaysian-setting. Accordingly, twelve 
hypotheses are developed to examine the association between the effectiveness of the 
board of directors’ characteristics, audit committee characteristics and internal audit 
function with a modified audit opinion (a proxy for the quality of financial-reporting) in 
the Malaysian context by using individual and aggregated tests. To examine these 
hypotheses, logistic regression is used to analyse the data of 136 firm-year observations 
of seven sectors from the main-market and ACE-market listed on Bursa-Malaysia over 
the period 2009-2011. Several important findings emerged that are consistent with the 
hypotheses that Malaysian public listed companies with a large audit committee, audit 
committee members with greater expertise in accounting and auditing process, 
outsourcing internal audit function and the investment in the internal audit function are 
less likely to receive a modified audit opinion. Furthermore, the results confirm the 
argument that the combined-scores of the board of directors’ characteristics and the audit 
committee characteristics contribute to their effectiveness in reducing the prospect of 
receiving a modified audit opinion. Importantly, this study provides evidence that 
corporate governance reforms in Malaysia can enhance the effectiveness of monitoring 
mechanisms in order to avoid the Malaysian public listed companies from obtaining a 
modified audit opinion. Therefore, the results of this study consistent with agency theory 
and might-be of interest to Malaysian-regulators and policymakers as well as market-
participants and researchers.

Keywords: modified audit opinion, corporate monitoring mechanisms, Malaysia
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ABSTRAK

Berdasarkan latar belakang agensi teori, keberkesanan mekanisme pemantauan dalaman 
korporat dapat meningkatkan tahap kebolehpercayaan sesuatu laporan kewangan dan ini 
juga menyumbang kepada perlindungan kepentingan semua pemegang saham. Kajian ini 
memberi jawapan kepada soalan utama yang berikut "Apakah faktor-faktor yang 
memberi kesan kepada prospek menerima pendapat audit diubahsuai kalangan syarikat 
tersenarai awam Malaysia?" untuk memberikan pemahaman tentang ke dalam isu 
mekanisme pemantauan dalaman korporat dan pendapat audit diubahsuai. Ini kerana, 
sehingga kini, sedikit yang diketahui tentang isu ini, terutamanya dalam persekitaran 
Malaysia. Sehubungan dengan itu, sebanyak dua belas hipotesis dibangunkan untuk 
memeriksa hubungan antara keberkesanan lembaga pengarah ciri-ciri‘, ciri-ciri 
jawatankuasa audit dan fungsi audit dalaman dengan kemungkinan menerima pendapat 
audit diubahsuai (proksi kepada kualiti laporan kewangan) dalam konteks Malaysia 
dengan yang menggunakan ujian individu dan agregat. Untuk memeriksa hipotesis ini, 
regresi logistik digunakan untuk menganalisis data daripada 136 firma-tahun pemerhatian 
tujuh sektor daripada pasaran utama dan pasaran ACE disenaraikan di Bursa Malaysia 
dalam tempoh yang 2009-2011. Beberapa penemuan penting muncul yang konsisten 
dengan hipotesis-hipotesis bahawa syarikat tersenarai awam Malaysia yang mempunyai 
jawatankuasa audit yang lebih, ahli-ahli jawatankuasa audit yang lebih pakar dalam 
bidang perakaunan dan proses pengauditan, penyumberan luar fungsi audit dalaman dan 
pelaburan dalam fungsi audit dalaman adalah kurang berkemungkinan untuk menerima 
pendapat audit yang diubahsuai. Tambahan pula, hasil-hasil kajian ini telah menyokong 
dan mengesahkan hujah bahawa gabungan skor lembaga ciri ciri dan gabungan skor ciri 
ciri jawatankuasa audit menyumbang kepada keberkesanan mereka dalam mengurangkan 
prospek menerima pendapat audit diubahsuai. Yang penting, kajian ini telah 
membekalkan bukti yang menunjukkan bahawa pentadbiran korporat yang mengalami 
pembaharuan di Malaysia boleh meningkatkan keberkesanan mekanisme pemantauan 
supaya bagi mengelakkan syarikat-syarikat awam Malaysia yang tersenarai daripada 
mendapatkan suatu pendapat audit diubahsuai. Oleh itu, hasil kajian ini konsisten dengan 
teori agensi dan mungkin berfaedah dengan pengawal selia Malaysia dan pembuat dasar 
dan peserta pasaran dan penyelidik.

Kata kunci: pendapat audit diubah suai, mekanisme pemantauan korporat, Malaysia
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CHAPTER ONE

INTRODUCTION

1.1 Background of the Study

Accounting can be described as an information system upon which the real economic 

situation of a particular body is enumerated. According to Ball (2008), financial reporting 

performs a principal role in the economic activities. The quality of financial reporting 

highlights the extent of how the financial statement information reveals the actual 

economic situation of the entity (Watkins et al., 2004). Similarly, according to Beest et al. 

(2009), the main aim behind financial reporting is to provide an overview of the high

quality financial information regarding an entity’s economic picture in financial terms 

and its contribution to economic decision-making (FASB, 1999). In order to efficiently 

allocate capital, high quality financial reporting is imperative (Healy et al., 2001). 

Therefore, it can be stated that the financial reporting quality is invaluable to users of 

such reports including potential investors, creditors, etc., as they base their decisions

upon such reports. 

However, accounting information of low quality may mislead recipients into making the 

wrong decisions concerning investment or financing, which will eventually lead to the 

inefficient allocation of economic resources. Importantly, the absence of audit quality 

could result in a less efficient capital market, costly capital (higher interest rates for new 

loans or a change in debt covenant for existing loans), and, ultimately, might reduce the 

standard of living (Elliot, 1995; Saul, 1996; Wallman, 1995, 1996) due to inefficient 
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ABSTRACT

Based on the agency theoretical background, the effectiveness of internal corporate monitoring mechanisms enhances the reliability of financial reporting and contributes to protect the interests of all shareholders. This study provides an answer to the following main question of “What are the factors that affect the prospect of receiving a modified audit opinion among Malaysian public listed companies?” to provide an insight-into the issue of internal corporate monitoring mechanisms and modified audit opinion. To date, little is known about this issue, especially in the Malaysian-setting. Accordingly, twelve hypotheses are developed to examine the association between the effectiveness of the board of directors’ characteristics, audit committee characteristics and internal audit function with a modified audit opinion (a proxy for the quality of financial-reporting) in the Malaysian context by using individual and aggregated tests. To examine these hypotheses, logistic regression is used to analyse the data of 136 firm-year observations of seven sectors from the main-market and ACE-market listed on Bursa-Malaysia over the period 2009-2011. Several important findings emerged that are consistent with the hypotheses that Malaysian public listed companies with a large audit committee, audit committee members with greater expertise in accounting and auditing process, outsourcing internal audit function and the investment in the internal audit function are less likely to receive a modified audit opinion. Furthermore, the results confirm the argument that the combined-scores of the board of directors’ characteristics and the audit committee characteristics contribute to their effectiveness in reducing the prospect of receiving a modified audit opinion. Importantly, this study provides evidence that corporate governance reforms in Malaysia can enhance the effectiveness of monitoring mechanisms in order to avoid the Malaysian public listed companies from obtaining a modified audit opinion. Therefore, the results of this study consistent with agency theory and might-be of interest to Malaysian-regulators and policymakers as well as market-participants and researchers.



Keywords: modified audit opinion, corporate monitoring mechanisms, Malaysia














ABSTRAK

Berdasarkan latar belakang agensi teori, keberkesanan mekanisme pemantauan dalaman korporat dapat meningkatkan tahap kebolehpercayaan sesuatu laporan kewangan dan ini juga menyumbang kepada perlindungan kepentingan semua pemegang saham. Kajian ini memberi jawapan kepada soalan utama yang berikut "Apakah faktor-faktor yang memberi kesan kepada prospek menerima pendapat audit diubahsuai kalangan syarikat tersenarai awam Malaysia?" untuk memberikan pemahaman tentang ke dalam isu mekanisme pemantauan dalaman korporat dan pendapat audit diubahsuai. Ini kerana, sehingga kini, sedikit yang diketahui tentang isu ini, terutamanya dalam persekitaran Malaysia. Sehubungan dengan itu, sebanyak dua belas hipotesis dibangunkan untuk memeriksa hubungan antara keberkesanan lembaga pengarah ciri-ciri‘, ciri-ciri jawatankuasa audit dan fungsi audit dalaman dengan kemungkinan menerima pendapat audit diubahsuai (proksi kepada kualiti laporan kewangan) dalam konteks Malaysia dengan yang menggunakan ujian individu dan agregat. Untuk memeriksa hipotesis ini, regresi logistik digunakan untuk menganalisis data daripada 136 firma-tahun pemerhatian tujuh sektor daripada pasaran utama dan pasaran ACE disenaraikan di Bursa Malaysia dalam tempoh yang 2009-2011. Beberapa penemuan penting muncul yang konsisten dengan hipotesis-hipotesis bahawa syarikat tersenarai awam Malaysia yang mempunyai jawatankuasa audit yang lebih, ahli-ahli jawatankuasa audit yang lebih pakar dalam bidang perakaunan dan proses pengauditan, penyumberan luar fungsi audit dalaman dan pelaburan dalam fungsi audit dalaman adalah kurang berkemungkinan untuk menerima pendapat audit yang diubahsuai. Tambahan pula, hasil-hasil kajian ini telah menyokong dan mengesahkan hujah bahawa gabungan skor lembaga ciri ciri dan gabungan skor ciri ciri jawatankuasa audit menyumbang kepada keberkesanan mereka dalam mengurangkan prospek menerima pendapat audit diubahsuai. Yang penting, kajian ini telah membekalkan bukti yang menunjukkan bahawa pentadbiran korporat yang mengalami pembaharuan di Malaysia boleh meningkatkan keberkesanan mekanisme pemantauan supaya bagi mengelakkan syarikat-syarikat awam Malaysia yang tersenarai daripada mendapatkan suatu pendapat audit diubahsuai. Oleh itu, hasil kajian ini konsisten dengan teori agensi dan mungkin berfaedah dengan pengawal selia Malaysia dan pembuat dasar dan peserta pasaran dan penyelidik.



Kata kunci: pendapat audit diubah suai, mekanisme pemantauan korporat, Malaysia
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CHAPTER ONE

INTRODUCTION

1.1 Background of the Study

Accounting can be described as an information system upon which the real economic situation of a particular body is enumerated. According to Ball (2008), financial reporting performs a principal role in the economic activities. The quality of financial reporting highlights the extent of how the financial statement information reveals the actual economic situation of the entity (Watkins et al., 2004). Similarly, according to Beest et al. (2009), the main aim behind financial reporting is to provide an overview of the high quality financial information regarding an entity’s economic picture in financial terms and its contribution to economic decision-making (FASB, 1999). In order to efficiently allocate capital, high quality financial reporting is imperative (Healy et al., 2001). Therefore, it can be stated that the financial reporting quality is invaluable to users of such reports including potential investors, creditors, etc., as they base their decisions upon such reports. 

However, accounting information of low quality may mislead recipients into making the wrong decisions concerning investment or financing, which will eventually lead to the inefficient allocation of economic resources. Importantly, the absence of audit quality could result in a less efficient capital market, costly capital (higher interest rates for new loans or a change in debt covenant for existing loans), and, ultimately, might reduce the standard of living (Elliot, 1995; Saul, 1996; Wallman, 1995, 1996) due to inefficient allocation of resources originating from incorrect decisions based on misleading financial statements (Gwilliam & Macve, 1982; Sridharan et al., 2002). More importantly, financial reporting quality[footnoteRef:2] can be judged by the users of financial statements through the type of audit opinion issued by the external auditor. That is why the role of external auditors is to ensure financial reporting quality (Cohen et al., 2004).[footnoteRef:3] [2:  For the purposes of this study, the financial reporting quality measure is by modified audit opinion. Following extant research (Chen et al., 2001; Pucheta-Martínez & de Fuentes, 2007; Farinha & Viana, 2009), in this study’s design, the researcher uses modified audit opinion as a dimension for financial reporting quality.]  [3:  Audit opinions are supposed to provide information concerning both the financial and managerial qualities of the companies. Thus, audit opinions might be used as one indicator of the possibility of the failure of the companies (Lakshan & Wijekoon, 2012).  ] 


Therefore, the audit report is a signal to the users of the financial information quality disseminated in that report. When an unmodified audit opinion is issued, users receive positive assurance regarding their investments. The most common concerns appear whenever a modified audit opinion is issued[footnoteRef:4] (as one aspect concerning the quality of financial reports). Whereby, “the modified audit report includes a remark related to the quality and presentation of financial statements” (Sundgren, 2009, P. 214). Therefore, some argue that the occurrence of audit modification is directly related to financial reporting quality (Pucheta-Martinez & de Fuentes, 2007; Farinha & Viana, 2009)[footnoteRef:5].  [4:  For the purposes of this study, following extant research (Chen et al., 2001; Pucheta-Martínez & de Fuentes, 2007; Farinha & Viana, 2009), modified audit opinions include opinions that are qualified, disclaimed and adverse opinions.]  [5:  It is possible that companies that receive a modified audit opinion in relation to going concern problems may not be related to the financial reporting quality. However, because the number of audit modifications resulting from such reasons (a going concern modification) is too small, and the  number  of  companies  that  have  received  a  modified  audit  opinion  in  the study period is limited (due to there being a limited number of companies), this study, notwithstanding the aforementioned limitation, utilises all types of modified audit opinion in its analyses.] 


According to Farinha and Viana (2009), the issuance of a modified audit opinion by the auditor is a reflection of low reporting quality. Audit opinions that are modified are considered as true proof of financial statements that are of low quality (Chen et al., 2001). In this respect, Wan Hussin and Haji-Abdullah (2009) indicate that the quality of financial reporting is low when a company has received a modified audit opinion (disclaimer) because the auditors are not able to ascertain the accuracy of the financial statements; or the auditors have sufficient evidence to ascertain the inaccuracy of the financial statements. This study highlights the final aspect of the audit process (audit decision), which refers to the decision of whether or not to carry out a modification for users of the financial statements (Sanchez-Ballesta & Garcia-Meca, 2005), and may indicate the presence of an agency problem.

Consequently, the existence of a modified opinion may impose on shareholders the need to institute some form of control (Firth et al., 2007; Pucheta-Martinez & de Fuentes, 2007; Farinha & Viana, 2009). Various contractual structures including corporate governance are presumed to mitigate an agency problem between the shareholders and management and reduce its costs, and, ultimately, protect the interest of all shareholders[footnoteRef:6] (Walsh & Seward, 1990; Davis et al., 1997; Cohen et al., 2008; McKnight & Weir, 2009; Mustapha & Che Ahmad, 2011; Johl et al., 2012; Chen et al., 2012; Rizzotti & Angela, 2013; Johl et al., 2013). From the perspective of the agency theory, corporate governance mechanisms influence the type of audit opinion (Rusmin et al., 2009). This is because these mechanisms are viewed as being responsible for providing oversight of the process of financial reporting through their monitoring role, and enhance the reliability of the financial information (Watts & Zimmerman, 1986), and, ultimately, increase the quality of financial reporting. Thereby, reducing the prospect of obtaining a modified audit opinion (Sanchez-Ballesta & Garcia-Meca, 2005; Firth et al., 2007; Farinha & Viana, 2009). This argument is consistent with numerous prior empirical studies on modified audits, which argue that the absence of a modified audit opinion is associated with the effectiveness of monitoring corporate governance mechanisms (Sanchez-Ballesta & Garcia-Meca, 2005; Firth et al., 2007; Pucheta-Martinez & de Fuentes, 2007; Farinha & Viana, 2009). [6:  Through enhancing the convergence of interests among managers and shareholders.] 


1.1.1 Scandals in Corporate Governance and Audit Opinion

In recent years, a series of giant companies around the world collapsed, such as Enron and Worldcom in the US, and Parmalat, Ahold, Gescartera and BBVA in Europe (to name a few). It has been shown that most corporate failures are caused by the lack of effectiveness of the internal monitoring of management in the process of financial reporting arising from the poor corporate governance of companies, that are emerged the problems of the financial reporting quality, which, in turn, lead to financial reporting failures (Agrawal & Chadha, 2005; Deng & Wang, 2006; Charitou et al., 2007; Che Haat et al., 2008; Lin & Hwang, 2010; Darus & Mohamad, 2011; Mat Norwani et al., 2011; Mat Yasin & Nelson, 2012). Malaysia is no exception, and several well-known cases have been reported in Malaysia involving modified audit opinion as a result of poor financial reporting quality. For instance, in May 2007, Transmile shares experienced a massive sell-down after making an announcement on 7 May about the reliability and credibility of its unaudited-consolidated outcomes in respect of the financial-year ending 31 December 2006. This resulted in the company’s auditors being unable to determine both the integrity and reliability of particular transactions (modified audit opinion) (New Straits Times, 2007). 

Thus, there is sufficient anecdotal evidence to support an empirical study on the issue of modified audit opinion in Malaysia[footnoteRef:7]. It seems that auditors have been giving signals to shareholders, regulators and other stakeholders on impending problems within the companies.[footnoteRef:8] In this regard, Transmile, technology firm Wimems Corp, state-controlled lender Bumiputra-Commerce Holdings and Megan Media Holdings were included in companies that have reported some form of financial reporting failure as a result of financial irregularity (Krishnan, 2011). The corporate scandals are argued to be part of corporate governance failure that leads to financial reporting failures, which is due to poor internal control and a weak corporate governance system within the companies (Agrawal & Chadha, 2005; Charitou et al., 2007; Deng & Wang, 2006; Darus & Mohamad, 2011), and, hence, the propensity that companies receive a modified audit opinion would be increased (Sanchez-Ballesta & Garcia-Meca, 2005). This is because corporate governance is the main factor in the issue of financial reporting quality (Mat Norwani et al., 2011). [7:  Basically, a modified audit opinion is not as common as an unmodified audit report. However, the presence of a modified audit opinion in listed companies usually refers to the absence of quality financial reporting, which is caused by either a lack of or poor effectiveness of the internal corporate mechanisms in monitoring the management during the process of financial reporting. Consequently, the modified audit opinion is considered as an aspect that is publicly observable in respect of the quality of financial reporting. Therefore, this study focuses on the modified audit opinion in listed companies because it could affect many stakeholders with substantial market capitalisation.]  [8:  Audit opinion provides a credible warning signal (Rusmin et al., 2009; Hope & Langli, 2010; Ismail & Mustapha, 2013).  ] 


The abovementioned financial reporting failures have led stakeholders in the Malaysian marketplace to question and doubt the effectiveness of corporate governance mechanisms in monitoring the management (Johari et al., 2008). Whereby these cases have dented the confidence of investors in corporate financial reports and have raised uncertainties about the corporate monitoring mechanisms (Johari et al., 2008; Mat Yasin & Nelson, 2012). Additionally, the recent global financial crisis in the middle of 2008, also led to a dent in the confidence of the investors in the reliability of financial reporting (Mat Yasin & Nelson, 2012). These situations of financial crisis and financial reporting failures (financial irregularities) have highlighted the urgent need for more effective corporate governance in Malaysia (Bailey et al., 2003; Fadzil  et al., 2005; Johari et al., 2008; Md Ali et al., 2010; Mat Norwani et al., 2011; Mat Yasin & Nelson, 2012; Johl et al., 2013). Accordingly, significant corporate governance regulatory reforms have been introduced to focus on the effectiveness of the board of directors, audit committee and internal audit function as fundamental internal corporate monitoring mechanisms, to improve and enhance the quality of governance over financial reporting (Mat Norwani et al., 2011; Mat Yasin & Nelson, 2012).[footnoteRef:9] Sanchez-Ballesta and Garcia-Meca (2005, P. 725) indicate that a “better corporate governance structure leads to higher quality of financial reporting and hence, less likelihood of receiving qualified audit reports.” The backbone of this financial reporting preparation is corporate governance (Mat Norwani et al., 2011). [9:  Internal corporate governance mechanisms are deemed to have an impact on the managers’ decisions (Lemmon & Lins, 2003). The mechanisms of internal corporate governance perform an important function in the emerging markets because both the corporate governance structure and control are weak in the emerging countries (Lei & Song, 2004).] 


Previous studies on modified audit opinion have developed several models to explain the modifications in audit reports. These studies used different financial and non-financial determinants in different models that were advocated as explanatory factors of audit modifications including company characteristics, market characteristics, auditor characteristics and corporate governance mechanisms (e.g. Baskin, 1972; Firth, 1978; Ball et al., 1979; Dodd et al., 1984; Gul, 1990; Ameen et al., 1994; Chen et al., 2000; Chen et al., 2001; Lin et al., 2003; Ireland, 2003; Spathis et al., 2003; Guillamon, 2003; Sanchez-Ballesta & Garcia-Meca, 2005; Caramanis & Spathis, 2006; Meyer et al., 2007; Johl et al., 2007; Firth et al., 2007; Pucheta-Martínez & de Fuentes, 2007; Rusmin et al., 2009; Farinha & Viana, 2009).

Similarly, Lam and Mensah (2006) suggested that research to determine the factors that influence the type of audit report (unmodified or some degree of modified opinion) and their predictive value in anticipating the ultimate outcomes is worthwhile. Meanwhile, Caramanis and Spathis (2006) point out that it is possible to investigate other variables than those that concern financial statements, such as corporate governance mechanisms, which influence the type of audit report. From a review of the literature, it is expected that the corporate governance characteristics have a significant association with the quality of practices of financial reporting (Sanchez-Ballesta & Garcia-Meca, 2005). Caramanis and Spathis (2006) argue that a further possibility would be to examine the corporate governance mechanisms on the propensity that a company receives a modified audit opinion. Rusmin et al. (2009) contend that governance monitoring mechanisms affect the prospect of receiving a modified audit opinion.

Thus, the present study seeks to shed light on a certain dimension of the quality of  financial reports, which is the existence of modified audit opinion because this existence can be observed as a direct measurement of the financial reporting quality (Chen et al., 2001; Pucheta-Martínez & de Fuentes, 2007; Farinha & Viana, 2009)[footnoteRef:10]. Therefore, this study focuses on the association between internal corporate monitoring mechanisms and modified audit opinion. Previous literature documented that the presence of modified opinion is associated with the effectiveness of monitoring mechanism variables (Sanchez-Ballesta & Garcia-Meca, 2005; Firth et al., 2007; Rusmin et al., 2009; Farinha & Viana, 2009). “Despite the prominent attention recently given to the role of corporate governance in firm performance, little research has been conducted investigating its relation to the audit opinion, as a proxy of the quality of corporate financial reporting” (Sanchez-Ballesta & Garcia-Meca, 2005, P. 735)[footnoteRef:11]. Based on the literature, this study extends the previous studies through empirically investigating how the effectiveness of internal corporate monitoring mechanisms decrease the prospect of companies receiving a modified audit report in Asian-country economies, especially in the Malaysian context[footnoteRef:12]. [10:  Most of the modified audit opinions in our sample correspond to the insufficiency of the appropriate audit evidence (constitutes a part of the limitation of scope) to determine the financial reporting quality, thereby enabling the researcher to observe a direct measure of the quality of financial reporting. Hence, modified audit opinion is clearer evidence concerning financial reporting quality compared to other dimensions of financial reporting quality, such as earnings management or financial statement fraud, because it is based on audit evidence as directed under the  relevant International Standards on Auditing (ISAs). Therefore, the modified audit opinion is considered to be an aspect that is publicly observable in respect of the quality of financial reporting. ]  [11:  In particular, regarding the quality of financial reporting, to date, the empirical evidence of the previous studies predominantly suggests that corporate governance mechanisms have an important influence on the probability of financial statement fraud or the incidence (existence) of earnings management practices (The quality of the financial reporting is related to corporate governance mechanisms) (e.g. Beasley, 1996; Xie et al., 2003; Park & Shin, 2004; Bedard, 2004; Abdul Rahman & Mohamed Ali, 2006; Saleh et al., 2007). However, little research has been dedicated to examine these mechanisms with a modified audit opinion.]  [12:  Malaysia is primarily chosen for studying this issue for three reasons: Firstly, Malaysia, as a developing country, provides a good setting for the study, because there have been improvements in the corporate governance system and capital market. Secondly, notwithstanding the fact that the Malaysian Code on Corporate Governance (MCCG) has strengthened the efforts towards enhancing significant corporate governance reforms to improve the quality of the financial reporting process, several well-known cases have been reported in Malaysia involving modified audit opinion as a result of poor financial reporting quality. Thirdly, for Malaysian companies, issues pertaining to the role of the corporate monitoring mechanisms on modified audit opinion are still ambiguous. Therefore, it is still not known how the effectiveness of the internal corporate monitoring mechanisms has an impact on modified audit opinion in the Malaysian setting.] 


To reiterate, this study develops and test models that establish the relationship between internal corporate monitoring mechanisms (board of directors’ characteristics, audit committee characteristics, and internal audit function) and the potentiality that a company receives a modified audit opinion (e.g. Sanchez-Ballesta & Garcia-Meca, 2005; Firth et al., 2007; Pucheta-Martínez & de Fuentes, 2007; Rusmin et al., 2009; Farinha & Viana, 2009) in the context of Malaysia. This study contributes to the existing literature in this field by inserting new variables, which, until now, have not been linked empirically to the incidence of receiving a modified audit opinion. These include board of directors’ financial expertise, audit committee financial expertise and the internal audit function (internal audit sourcing arrangements and the investment in internal audit function). Further, this study tries to empirically link the board of directors’ characteristics and the audit committee characteristics with the propensity that a company receives a modified audit opinion through individual and aggregated tests.[footnoteRef:13]  [13:  As Vafeas and Theodorou (1998) remark, the study of key related corporate governance characteristics in isolation may hide key inferences and thereby lead to misleading findings.  ] 


1.1.2 Board of Directors’ Characteristics and Audit Opinion

The extant research in the audit opinion context has emphasised the important role of the board of directors’ characteristics, such as independent non-executive directors, board of directors’ size, and board of directors’ meetings in determining the board effectiveness and how the latter can influence the incidence of modifications (Sanchez-Ballesta & Garcia-Meca, 2005; Firth et al., 2007; Rusmin et al., 2009; Farinha & Viana, 2009). 

However, previous research in other disciplines has shown that board of directors’ financial expertise has an important impact on the effectiveness of the board of directors, and how this can influence the quality of financial reporting. For instance, Carcello et al. (2002) report that the board members’ expertise plays a key role in guaranteeing their effective monitoring role. Financial expertise is a significant aspect of the board of directors’ composition that impacts board effectiveness and its monitoring role (Lin et al., 2003). Similarly, George (2003) suggests that financial reporting weakness may arise from board members’ lack of technical know-how. In this respect, the studies by Xie et al. (2003), Park and Shin (2004), and Bédard et al. (2004) argue that financial expertise is a significant and crucial determinant of board monitoring effectiveness, as financial expertise has a positive effect on the quality of financial reporting. 

Therefore, a board of directors that has more experts is more likely to discharge its monitoring responsibility effectively in the internal control and financial reporting process, thus sustaining the quality of financial reporting and thereby increasing the opportunity of receiving an unmodified audit opinion.[footnoteRef:14] Based on the above discussion, the current study attempts to narrow the gap in the audit opinion literature by examining for the first time the association of board of directors’ financial expertise with the prospect of receiving a modified audit opinion. To the best of the researcher’s knowledge, this issue has not been investigated in previous studies. [14:  In this regard, Cohen et al. (2008) argue that the primary characteristic of a board member in the agency framework is expertise in monitoring and control. Hence, the directors who have sufficient expertise in financial matters have a greater understanding of accounting numbers and are better able to both determine the right questions and comprehend the response, which influences the quality of the financial reporting.  Eventually, the probability of obtaining an unmodified audit opinion will improve.] 


On the subject of the association between the characteristics of board of directors (independence, size, and meetings) and audit opinion, so far, previous studies that examined the association between the characteristics of the board of directors and the propensity that a company receives a modified audit opinion (Sanchez-Ballesta & Garcia-Meca, 2005; Firth et al., 2007; Rusmin et al., 2009; Farinha & Viana, 2009) have uncovered somewhat mixed results. It has been shown that the reasons for such conflicting results could be attributed to the omission of some important characteristics and examining each individual board characteristic in isolation from each other (Vafeas & Theodorou, 1998; Ward et al., 2009). Therefore, unlike previous studies that empirically linked these characteristics in individual tests (Sanchez-Ballesta & Garcia-Meca, 2005; Firth et al., 2007; Rusmin et al., 2009; Farinha & Viana, 2009), this study also adds one more empirical evidence on the aggregated measure of board of directors’ characteristics (independence, size, meetings, and financial expertise) with modifications. This is because investigating the board of directors’ characteristics as an aggregated measure of effectiveness score can determine their combined-effect on the prospect of receiving a modified audit opinion. More particularly, the study attempts to capture the impact of the characteristics’ strength of board of directors on the modified audit opinion, as it is more feasible to consider these characteristics as a whole as opposed to an individual measure on the modified audit opinion.

Furthermore, board of directors’ characteristics are argued to complement each other in respect of their impact on board effectiveness and its monitoring role. Farinha and Viana (2009, P. 237) argue that the “different board of directors’ characteristics may affect the quality of the board’s supervision of the financial reporting process.” Therefore, it may be a misleading to show the impact of individual characteristics on the modified audit opinion on the basis of the arguments of prior studies in other disciplines (e.g. Rediker & Seth, 1995; Agrawal & Knoeber, 1996; Davis & Useem, 2002; Agrawal & Chadha 2005; Cai et al., 2009; Ward et al., 2009). It can be concluded that it is more feasible to investigate the board of directors' characteristics as a whole and not individually, as they are believed to complement or substitute each other in determining the effectiveness of the board of directors in its monitoring role.[footnoteRef:15] Given the aforementioned argument, the current study attempts to narrow the gap in the audit opinion literature by examining for the first time the associations of the board of directors’ effectiveness score with the prospect of receiving a modified audit opinion. To the researcher’s knowledge, this has not been investigated in previous studies.  [15:  That the increase in the effectiveness of the board of directors is related to the increase in the characteristics that enhance the board’s monitoring.] 


1.1.3 Audit Committee Characteristics and Audit Opinion

Previous studies on audit opinion provide empirical evidence that the characteristics of the audit committee (such as independence, size, and meetings) can influence the effectiveness of the audit committee on modifications (Pucheta-Martinez & de Fuentes, 2007; Rusmin et al., 2009). For example, from an agency perspective, the effectiveness of the audit committee (independence, size, and meetings) is based on its characteristics (Carcello & Neal, 2000; Archambeault & DeZoort, 2001; Carcello & Neal, 2003; Geiger & Rama, 2003). Ghafran and O’Sullivan (2013) suggest that an increase the independence of the audit committees’ members who have greater financial and accounting expertise positively influences the financial statements quality. Bédard and Gendron (2010) point out that audit committee independence, size, skill level and frequency of meetings have a great effect on the quality of financial reporting. Empirical reports reveal the audit committee’s great influence on the propensity that a company receives a modified audit opinion (e.g. Carcello & Neal, 2000; Sanchez-Ballesta & Garcia-Meca, 2005; Pucheta-Martinez & de Fuentes, 2007).

However, to the best of the researcher’s knowledge, these studies have ignored the important role of audit committee financial expertise on enhancing the effectiveness of the audit committee, which, in turn, reduces the prospect of receiving a modified audit opinion. In this aspect, Hashim and Abdul Rahman (2011) argue that audit committees with the highest level of expertise would put greater emphasis on the financial reporting quality of the company. DeZoort and Salterio (2001) indicate that the financial expertise of an audit committee, particularly the knowledge of auditing, heightens the possibility that material misstatements are uncovered by the audit committee and corrected as soon as possible. It is argued that financial expertise is the key determinant of audit committee effectiveness. This is because the key responsibility of the audit committee is overseeing the process of financial reporting and control (Saleh et al., 2007; Beasley et al., 2009; Rahmat et al., 2009; Goh, 2009; Hoitash et al., 2009).

Therefore, audit committees with greater accounting and auditing expertise are more effective at monitoring management in the process of the financial reporting through overseeing the process of the financial accounting for the sake to ensure the credibility and reliability of the financial reports, as they provide more specific knowledge and detailed insights into the financial statements as well as the other financial disclosures as issued by the company (Anderson et al., 2004; Ghosh et al., 2010; Lin & Hwang, 2010; BaharMoghaddam & Salehi, 2011). Based on this argument, it could be proposed that an increase in the percentage or number of audit committee members who possess skill, knowledge and expertise in accounting and auditing will enhance its monitoring role, which would lead to better internal control in the company. In turn, this would lead to better financial report quality, and thereby reduce the prospect of receiving a modified audit opinion. Based on the above discussion, the present study tries to narrow the gap in the audit opinion literature by testing for the first time the relationship between audit committee financial expertise and the likelihood of receiving a modified audit opinion.

More importantly, previous studies have linked modified audit opinion with audit committee characteristics in an individual examination (e.g. Sanchez-Ballesta & Garcia-Meca, 2005; Pucheta-Martinez & de Fuentes, 2007; Rusmin et al., 2009), and, as a consequence, so far, have found somewhat mixed results. The reasons for the mixed results in these studies could be due to the studies that examined the effect of the audit committee characteristics in isolation from each other (Vafeas & Theodorou, 1998; Ward et al., 2009). The current study is unique in the way that it carries out the investigation, for the first time, into the audit committee characteristics (i.e. independence, size, meetings and financial expertise) in their entirety to capture the overall effect of these characteristics on the prospect of receiving a modified audit opinion. It is argued that it is better to study the characteristics of audit committees holistically. This is because these characteristics act in a complementary manner for the monitoring role (e.g. Rediker & Seth, 1995; Agrawal & Knoeber, 1996; Davis & Useem, 2002; DeZoort et al., 2002; Xie et al., 2003; Bédard et al., 2004; O’Sullivan et al., 2008; Cai et al., 2009; Ward et al., 2009). In other words, it is more feasible to investigate the audit committee’s characteristics as a whole and not individually, due to the effectiveness of one mechanism depending on the effectiveness of others (e.g. Rediker & Seth, 1995; Davis & Useem, 2002; Cai et al., 2009).[footnoteRef:16] [16:  The increase in the effectiveness of the audit committee relates to the increase in the characters that enhance the audit committee’s monitoring.] 


1.1.4 Internal Audit Function and Audit Opinion

Although previous studies have found that the modified audit opinion is related to the monitoring mechanisms of corporate governance, such as board of directors’ characteristics, audit committee characteristics and the structure of the ownership (Sanchez-Ballesta & Garcia-Meca, 2005; Pucheta-Martinez & de Fuentes, 2007; Firth et al., 2007; Rusmin et al., 2009; Farinha & Viana, 2009), no research has been conducted on another internal monitoring mechanism – the internal audit function (IAF).

The internal audit function is one of the practicalities of effective internal corporate governance mechanisms (Messier et al., 2006; Mat Zain & Subramaniam, 2007). Based on the agency theory, in terms of relating internal auditing function (internal audit sourcing arrangements and the investment in internal audit function) with the prospect of receiving a modified audit opinion, it can be argued that the increase in the internal audit function effectiveness would improve the company’s monitoring processes, which, in turn, would lead to more reliable financial reporting, and, consequently, reduce the information asymmetries between the shareholders and managers (Rizzotti & Angela, 2013). This assists in relieving the agency problem and decreasing the agency cost resulting from poor management (Adams, 1994; Church et al., 1998; Caplan & Kirschenheiter, 2000; Carey et al., 2000; Carcello et al., 2005), and would result in improved financial results. 

Gras-Gil et al. (2012, P. 744) argue that “the internal audit is an important mechanism of corporate governance that influences financial reporting quality.” Likewise, Ho and Hutchinson (2010), Mat Yasin and Nelson (2012), Mohamed et al. (2012), Mohamed (2013), and Johl et al. (2013) confirm that the role of the internal audit, as part of the company’s internal corporate monitoring mechanism, is very important to ensure the reliability of financial reporting. Therefore, under certain conditions, internal auditing deters financial reporting irregularities (Schneider & Wilner, 1990), and, consequently, enhances the quality of financial reports and reduces the incidence of modification (Sanchez-Ballesta & Garcia-Meca, 2005). 

It is worth mentioning that internal audits may be carried out by either a separate internal audit department, an internal entity that performs the function of internal auditor, or an external provider (outsourcing providers) (Carcello et al., 2005). Both functions have various advantages and disadvantages associated with the sourcing arrangements of the internal audit function, business knowledge, costs and independence (Desai et al., 2011). These may impact the incentives regarding audit issues and hence affect the financial reporting quality by affecting the role of internal audit function as a monitoring mechanism of internal control and financial reporting process, which, consequently, influences the quality of the financial reports (e.g. Chadwick, 2000; Speklé et al., 2007; Prawitt et al., 2009; Dickins & O’Reilly, 2009; Stewart & Subramaniam, 2010; Prawitt et al., 2012), and the propensity that a company receives a modified audit opinion.

Similarly, investment in the internal audit function implies personnel who are more competent in the internal audit function, which helps management to establish stronger control over financial reporting and reduces the existence of control problems (Lin et al., 2011). In a related research, Ge and McVay (2005) find that the weakness of internal control is linked to insufficient or the inefficient allocation of resources to accounting controls. Prawitt et al. (2009) point out that a well-funded internal audit function ought to have a higher ability of monitoring to reveal and prevent material misstatements. This is because more resources make it possible for the internal audit function to employ and keep hold of more knowledgeable, experienced and skilled personnel. Prawitt et al. (2012) argue that an increase in the investment in internal audit function is related to an inferior level of accounting risks. Moreover, Johl et al. (2013) uncover that abnormal accruals decrease with greater investment in the internal audit function in the Malaysian public listed companies. This indicates that financial reporting quality is enhanced when there is an increase in the investment in the internal audit function.

Therefore, on the basis of the above discussion, it could be concluded that the internal audit sourcing arrangement and the investment in internal audit function it logical are expected to influence the process financial reporting, internal control and financial reporting quality, which, as a result, affects the propensity that a company receives a modified audit opinion. Thus, internal audit sourcing arrangements and the investment in internal audit function are included in the framework of this research.

According to the foregoing discussions, it can be argued that the decision on whether to receive a modified audit opinion or avoid it is deemed an essential issue in respect of understanding how effective the internal monitoring mechanisms of the systems corporate governance (such as the board of directors, audit committee characteristics and internal audit function) are in performing their monitoring role during the process of financial reporting.  Therefore, the main objective of this study is to provide empirical evidence concerning the influence of the board of directors’ characteristics, audit committee characteristics and the internal audit function on the propensity that a company receives a modified audit opinion. In addition, this study examines the influence of five control variables (audit firm size, audit report lag, loss in previous years, operating cash flow and external audit fees) on the modified audit opinion. It is empirically evidenced by the extant research in the context of audit opinion that these control variables are associated with modified audit opinion. 

 1.2 Problem Statement

Despite the efforts of the Malaysian Code on Corporate Governance (MCCG) and Bursa Malaysia’s Corporate Governance Guide in enhancing the practises of Corporate Governance through introducing  significant corporate governance reforms  that focus on the structure of the board of directors, audit committee and internal audit function,[footnoteRef:17] as internal corporate monitoring mechanisms since 2000, to improve the quality of the financial reporting process  (Mat Zain & Subramaniam, 2007; Mat Norwani et al., 2011; Mat Yasin & Nelson, 2012), pervasive cases of financial reporting fraudulent and failures (e.g. Transmile Group Berhad, Nasion Com Holdings Berhad, Megan Media Holdings Berhad, and United U-LI Corporation Berhad) have emerged in the Malaysian marketplace as a result of the ineffectiveness of the internal corporate monitoring resulting from weak internal corporate mechanisms of companies (Fadzil  et al., 2005; Johari et al., 2008; Darus & Mohamad, 2011; Mat Yasin & Nelson, 2012).[footnoteRef:18] What is more important is that the majority of these companies have received a modified audit opinion because they failed to provide sufficient appropriate audit evidence, which indicates the lower quality of their financial reporting.[footnoteRef:19] These cases of corporate financial reporting failures have raised questions concerning the financial reporting quality, and the effectiveness of corporate monitoring mechanisms on the management in the Malaysian setting (Johari et al., 2008).[footnoteRef:20]  [17:  Since 2007, i.e. Malaysian Code on Corporate Governance, 2007.]  [18:  Darus and Mohamad (2011) suggest that the corporate governance mechanisms reforms introduced may not be an effective measure in mitigating corporate failures.]  [19:  This evidence is provided based on hand-collected information from the audit opinion reports of Malaysian listed companies. ]  [20:  Darus and Mohamad (2011, P. 125) argue that the “implication of the suitability of the corporate governance monitoring mechanisms as recommended by MCCG which adopted some international principles. Such monitoring mechanisms may not be applicable for emerging markets such as Malaysia due to the different economic development and political culture".] 


In support of this phenomena, Zarinah and Kar (2003) document that Malaysia faces challenges in developing reliable and transparent corporate financial reporting. This might be because many boards of directors (Darus & Mohamad, 2011) and audit committees (Abdul Rahman & Mohamed Ali, 2006) are not effective overseeing mechanisms,[footnoteRef:21] and the enforcement systems are generally inadequate (Darus & Mohamad, 2011). In this respect, the probability of corporate financial reporting failure as a result of financial irregularities (that demonstrate the problems of the quality of financial reporting) leads to a modified audit opinion, which signals a lack of, or weak effectiveness of the internal corporate mechanisms in monitoring the management during the process of financial reporting arising from the poor corporate governance of companies, from which emerge the problems of the financial reporting quality (Sanchez-Ballesta & Garcia-Meca, 2005). [21:  Abdul Rahman and Mohamed Ali (2006) provide evidence that audit committees have been partially negligent in carrying out their duties in the Malaysian context.] 


This dents the confidence of the investors in the reliability of corporate financial reporting and raises doubts about the effectiveness of the internal corporate monitoring mechanisms (Johari et al., 2008; Mat Yasin & Nelson, 2012), which causes a company to incur higher capital and equity costs or inferior values of equity (Ho & Hutchinson, 2010). This circumstance is of importance to investors in making their decisions related to investment and finance. At the economic level, the absence of such quality may cause a less efficient capital market, costly capital and, ultimately, may negatively influence the attraction of foreign investment, and, in turn, may result in poor economic growth (Gwilliam & Macve, 1982; Elliot, 1995; Wallman, 1995, 1996; Saul, 1996; Chen et al., 2001; Sridharan et al., 2002).

Certainly, this circumstance has shed light on the crucial necessity for regulators and companies to enhance corporate governance practices (Fadzil et al., 2005; Johari et al., 2008; Md Ali et al., 2010; Mat Norwani et al., 2011; Mat Yasin & Nelson, 2012; Johl et al., 2013). Therefore, several proceedings have been implemented by regulators (i.e. the Malaysian Code on Corporate Governance (MCCG, 2007, 2012) and Bursa Malaysia’s corporate governance guide) to strengthen the quality corporate governance, including the internal corporate monitoring mechanisms such as the effectiveness of the board of directors, audit committee and internal audit function. This is because a company’s internal monitoring mechanisms have the primary role of making the supervision of the overall internal control system more effective as well as enhance the process of the financial reporting and improve its quality (Fama, 1980; Fama & Jensen, 1983; Watts & Zimmerman, 1986; Adams, 1994; Carcello & Neal, 2000; Chen et al., 2001; Kiel & Nicholson, 2003; Carcello et al., 2005; Yatim et al., 2006; Mat Zain & Subramaniam, 2007; Zhang et al., 2007; Che Haat et al., 2008; Sharma et al., 2008).

One important issue within the context of the board of directors and audit committee is the financial expertise of their members as a substantial influential characteristic on the quality of financial reporting.[footnoteRef:22] Thus, the board of directors and the members of the audit committee who have financial skills, knowledge and expertise  are more likely to devote a high degree of monitoring effectiveness in sustaining the quality of financial reporting which, in turn, increases the opportunity of receiving an unmodified audit opinion (Xie et al., 2003;  George, 2003;  Bédard et al., 2004; Park & Shin, 2004; Sanchez-Ballesta & Garcia-Meca, 2005; Pucheta-Martinez & de Fuentes, 2007; Firth et al., 2007; Rusmin et al., 2009; Farinha & Viana, 2009). In addition, it is argued that the characteristics of the board of directors and audit committee (independence, size, meetings and financial expertise) as a whole captures an aggregated effect on the prospect of receiving a modified audit opinion more than if they have been considered in an individual manner. Hence, it can be argued that these characteristics act better as a bundle in a complementary way that affects the prospect of receiving a modified audit opinion than isolating them from each other (Agrawal & Chadha, 2005; Cai et al., 2009; Ward et al., 2009; Farinha & Viana, 2009).  [22:  It is argued that independent Malaysian directors lack sufficient expertise, and skills as well as the knowledge needed to understand matters of financial reporting (Abdul Rahman & Mohamed Ali, 2006).] 


In terms of internal audit function as an internal corporate monitoring mechanism,[footnoteRef:23] it is argued that the internal audit sourcing arrangements and investing in the function of internal audit contribute to improving the process of financial reporting, internal control and quality of financial reporting (Mat Zain & Subramaniam, 2007; Speklé et al., 2007; Prawitt et al., 2009; Dickins & O’Reilly, 2009), which, in turn, might affect the prospect of receiving a modified audit opinion.  In particular, the aforementioned issues have called for numerous investigations to be carried out on the issue of whether the structure of board of directors, audit committee and the internal audit function as internal monitoring mechanisms are effective tools that influence the quality of financial reporting (Johari et al., 2008; Wan Hussin & Haji-Abdullah, 2009; Md Ali et al., 2010; Ku Ismail et al., 2011; Mat Norwani et al., 2011; Johl et al., 2013).  [23:  Bailey et al. (2003) noted that due to corporate scandals, numerous activities of internal audits are taken into consideration as an aspect of a solution to remedy ethical problems, perform control and report in respect of the corporate sector.] 


Therefore, the aim of this study is to offer theoretical and empirical evidence concerning the impact of the effectiveness of the internal monitoring mechanisms of corporate governance (board of directors’ characteristics, audit committee characteristics and internal audit function as factors that determine the effectiveness of the internal monitoring mechanisms of companies) on receiving a modified audit opinion in the context of Malaysia. A research framework has been developed in the current study to examine the association between the internal corporate monitoring mechanisms’ effectiveness and the propensity that Malaysian listed companies receive a modified audit opinion. Hence, this study tries to answer several specific questions, as shown in the next section.

1.3 Research Questions

In light of the foregoing discussion, this study develops the following general research question: 

“What are the factors that affect the prospect of receiving a modified audit opinion among Malaysian public listed companies?”

Based on the formulation of research problem and in addressing the main question, this study examines the following specific questions:

1. Do the board of directors’ characteristics in individual and aggregated tests (i.e. independence, size, meetings and financial expertise) affect the prospect of Malaysian public listed companies in receiving a modified audit opinion?

2. Do the audit committee characteristics in individual and aggregated tests (i.e. independence, size, meetings and financial expertise) affect the prospect of Malaysian listed companies in receiving a modified audit opinion?

3. Do the sourcing arrangements of the internal audit function affect the prospect of Malaysian public listed companies in receiving a modified audit opinion?

4. Does investment in internal audit function affect the prospect of Malaysian listed companies in receiving a modified audit opinion?

1.4 Research Objectives 

Based on the foregoing of research question, this study develops the following general research objective: 

“To investigate the effect of corporate monitoring mechanism effectiveness on the probability of receiving a modified audit opinion among Malaysian public listed companies.”

In addition, the following specific objectives are developed as a benchmark:

1. To identify the effect of board of directors’ characteristics in individual and aggregated tests (i.e. independence, size, meetings and financial expertise) in decreasing the prospect of Malaysian public listed companies receiving a modified audit opinion.

2. To determine the influence of the audit committee characteristics in individual and aggregated tests (i.e. independence, size, meetings and financial expertise) in decreasing the prospect of Malaysian listed companies receiving a modified audit opinion.

3. To examine the effect of sourcing arrangements of the internal audit function in decreasing the prospect of Malaysian public listed companies receiving a modified audit opinion. 

4. To analyse the influence of the investment in internal audit function in decreasing the prospect of Malaysian listed companies receiving a modified audit opinion.

1.5 Significance of the Study

Regardless of the increasing attention concerning the role of corporate governance, little research has been dedicated to examine its association with the propensity that a company receives a modified audit opinion (Farinha & Viana, 2009). Based on these deficiencies, it can be stated that modified audit opinion issues need further study. In addition, this study is motivated by the recent emphasis of the Malaysian government on the issues of how to achieve good practices of corporate governance that could contribute to enhancing the quality of the financial reporting of Malaysian companies. 

Specifically, little attention has been devoted to such studies in the context of Malaysia.[footnoteRef:24]  In the same vein, issues related to the role of the corporate monitoring mechanisms on the propensity that a company receives a modified audit opinion are also still unclear. In this respect, this study seeks to extend the work of prior literature in Asian-country economies (i.e. Sanchez-Ballesta & Garcia-Meca, 2005; Pucheta-Martinez & de Fuentes, 2007; Farinha & Viana, 2009), by investigating whether the internal corporate monitoring mechanisms (board of directors’ characteristics, audit committee characteristics and internal audit function) have an impact on decreasing the propensity that a company receives a modified audit opinion. Therefore, these determinants are included in the framework of this research.  [24:  To the researcher’s knowledge, particularly in Malaysia, there are a few studies that examined modified audit opinion issue in the past. For instance, (see, Che Ahmad et al., 2006; Johl et al., 2007) these only linked modified audit opinion with external auditors' characteristics in the context of Malaysia. Additionally, only one study in Malaysia, by Iskandar et al. (2011), linked the role of the board independent non-executive directors and going concern problems.] 


The significance of the current study stems from several aspects: 

1.5.1 Theoretical Contribution

The current research provides new insights into the impact of the internal corporate monitoring mechanisms, namely, board of directors’ characteristics, audit committee characteristics and internal audit function on the propensity that a company receives a modified audit opinion in the Malaysian context using the theoretical perspective of the agency theory. In particular, this study inserts new determinants that until now have not been empirically investigated with the modified audit opinion in the setting of Malaysia. Therefore, to some extent, some gaps in the literature have been filled. These determinants include the influence of board of directors’ financial expertise, audit committee financial expertise, board of directors’ effectiveness-score, audit committee effectiveness-score, the sourcing arrangements of the internal audit function and the investment in the internal audit function. 

More specifically, based on the suppositions of the agency theory (Jensen & Meckling, 1976; Fama & Jensen, 1983), this study examines the individual association of board characteristics (i.e. independence, size, meetings and financial expertise) with the modified audit opinion, through which it extends the prior modified audit opinion studies by testing for the first time the relationship between the board of directors’ financial expertise and the prospect of receiving a modified audit opinion. The board of directors’ financial expertise has an important impact on its effectiveness in the monitoring role and how this can affect the financial reporting quality (Lin et al., 2003; George, 2003; Xie et al., 2003; Bédard et al., 2004; Park & Shin, 2004; Agrawal & Chadha, 2005). This is because an increase in the expertise of the members of the board of directors in financial matters leads to an increase in their capability of rectifying potential financial problems before they become bigger or grow, because they have a greater understanding of accounting numbers and are able to both ask the correct and appropriate questions, and appreciate and comprehend the answers. Accordingly, this enhances their effectiveness in overseeing the company’s financial reporting process to improve its quality and increase the opportunity of a company receiving an unmodified audit opinion, and, thereby, contributes to protecting the interests of all shareholders. More interestingly, this study extends previous studies on the modified audit opinion that examine the effect of the characteristics of the board of directors in isolation from each other through considering the combined effect of these characteristics (board effectiveness score) using an aggregate test. 

The same also applies to the audit committee effectiveness; this study, by examining the individual relationship of audit committee characteristics (i.e. independence, size, meetings and financial expertise) with modified audit opinion, extends the modified audit opinion studies by examining the relationship between the modified audit opinion and audit committee financial expertise (specifically in accounting and auditing knowledge). Arguably, audit committee members with more expertise in financial details would place more emphasis on the quality of the company’s financial reporting (Hashim & Abdul Rahman, 2011). It is therefore logical to think that the members of the audit committees with greater expertise and knowledge of the accounting and auditing process are more able to understand the financial reporting matters. Therefore, it becomes more effective in overseeing and supervising management in the process of financial reporting and ensuring the reliability of financial reports, and, consequently, increasing the opportunity of receiving an unmodified audit opinion. Accordingly, mitigating the agency problems and reducing its cost, in turn, contributes to safeguarding the shareholders’ interests.

In addition, through adopting the idea that governance mechanisms are better considered as an overall bundle of governance mechanisms rather than in isolation, the current study seeks to investigate audit committee characteristics (i.e. independence, size, meetings and financial expertise) in their entirety to determine the overall-impact of these characteristics on the tendency of receiving a modified audit opinion. As the optimal combination of characteristics of the audit committee might contribute to increasing its effectiveness in its monitoring role, especially in the issues relating to the process of financial reporting, it will result in improved financial reporting quality. Hence, it can be considered to help solve the agency problems and associated costs, which, in turn, will contribute to protecting the interests of all shareholders. This is because the effectiveness of one individual mechanism hinges on the effectiveness of other mechanisms (Rediker & Seth, 1995; Davis & Useem, 2002; Ward et al., 2009). Hence, this study extends the modified audit opinion studies by examining the association between the effectiveness score of the audit committee and a modified audit opinion. 

More importantly, many international and national bodies have pointed out the basic role of the internal audit function in the process of financial reporting, in view of the fact that its effectiveness enables (enable to obtain) a higher quality of financial reports. Prior studies relating to the impact of the internal audit function on the quality of financial reporting have indicated the increasingly significant role of the internal audit function in supporting the audit committee and ensuring the integrity and quality of financial reporting (e.g. Schneider & Wilner, 1990; Barua et al., 2010; Gras-Gil et al., 2012). Therefore, based on the assumption of Adams (1994), using the agency theory, this study intends to examine whether the sourcing arrangements of the internal audit and the investment in internal audit function are associated with the likelihood of receiving modified audit opinion as a measure of the quality of companies external financial reporting. Hence, this study extends existing internal corporate mechanisms and modified audit opinion literature by introducing the effectiveness of alternative internal mechanisms in Malaysian public listed companies, i.e. the internal audit sourcing arrangements and investment in internal audit function, as new variables that have not been previously linked empirically with the incidence of receiving a modified audit opinion.

To the best of the researcher’s knowledge, no previous study has empirically investigated how the internal corporate governance mechanisms have impacted on the propensity that a company receives a modified audit opinion in the Malaysian context. Therefore, the related issues are still largely unknown. This is the first study to examine corporate governance mechanisms along with modified audit opinion in Malaysia. In doing so, the results from this study may reinforce our understanding and our insights into the importance of the agency theory in explicating the governance practices as well as how the practices of financial reporting in the environment of Malaysia. 

1.5.2 Implications for Policymakers Bodies and Regulatory Agencies

The current study highlights issues regarding the relationship between internal corporate governance mechanisms (such as the characteristics of the board of directors and audit committee as well as internal audit function) with the propensity that a company receives a modified audit opinion. Generally, the results of this study will provide a basis for the regulators and policymakers to determine whether internal corporate monitoring mechanisms protect the shareholders’ interest. Moreover, the present study will contribute in aiding the regulators and policymakers of the Malaysian corporate governance (e.g. Securities Commission, MCCG and Bursa Malaysia) to assess the current Listing Requirements and evaluate the scope to which laws, regulations and resolutions are enforced by auditees. Additionally, the results of this study will be very worthwhile and practical to regulators and policymakers by helping them to develop policies and guidelines that support their efforts in improving the effectiveness of internal corporate governance mechanisms and their monitoring role on the financial reporting processes. Therefore, the empirical study’s results are expected to be invaluable in the deliberation of regulators concerning policies or corporate governance issues and the quality of financial reporting for Malaysian corporations in the future.

1.5.3 Implications to Academic Practices

The study’s findings are expected to assist researchers and the academic community in garnering sufficient information regarding the issue of corporate governance in the Malaysian marketplace as there is an absence of a formal research body that addresses such issues of modified audit opinion in the Malaysian context. The findings will also contribute to the body of literature concerning financial report quality, auditing and empirical studies dedicated to the field. Moreover, it provides a stepping-stone for other researchers to further study the association between corporate governance mechanisms and the propensity that a company receives a modified audit opinion.

The current study contributes to the literature in the field of studies that deal with the association between internal corporate governance mechanisms and modified audit opinion. This is achieved by examining new variables of corporate governance (i.e. the board of directors’ financial expertise, audit committee financial expertise, the internal audit sourcing arrangements and investment in internal audit function) that have not been previously linked empirically with the incidence of receiving a modified audit opinion, and with the use of representative measurements for previously used variables (i.e. the combined-score of the board of directors’ characteristics and the combined-score of the audit committee characteristics). Further, the results of this study will be helpful to researchers as it empirically provides worthwhile evidence concerning agency conflicts in Malaysia as a developing country.

1.5.4 Implications for Business Practices

In this study, more light will be shed on how the effectiveness of internal corporate governance mechanisms reinforce the process of financial reporting and improve its quality in the Malaysian setting, through reducing the prospect of Malaysian public listing companies receiving a modified audit opinion. The study’s results are expected to help the users of financial reporting in garnering sufficient information, which can be used in their decision-making.

The results of this study will be worthwhile for the management (e.g. who are concerned about the practices of corporate governance and the quality of the financial reporting in their companies), shareholders (e.g. to protect of their interests), auditors (e.g. to determine the level of reliance on the internal audit function when auditor's assess the inherent risks when they plan the audit task), creditors (e.g. in assessing the creditworthiness of companies when the credit decisions are made) and investors (e.g. in their decisions concerning interest rate, bond rating and other decisions related to their investments in the Malaysian market), because the outcome will highlight factors that impact on a modified audit opinion and assist them to evaluate the financial reports effectively. Therefore, the results of this study might provide a basis for them to evaluate the current company’s financial position for the sake of predicting a company’s future prospects, which will help them to improve their strategies and policies.

1.6 Scope of the Study

This study primarily examines the monitoring of the board of directors, the audit committee and the internal audit function application to ascertain how these mechanisms can enhance the financial reporting process and increase the quality of financial reports, and, ultimately, protect companies from receiving a modified audit opinion.

This study focuses on the above study themes (the internal corporate governance mechanisms) since they are directly responsible for overseeing companies’ financial reports and have sufficient experience and authority to provide reliable information. Further, they may have less propensity for the practice of financial irregularities than the companies’ managers.

However, this study does not examine the issue of a modified audit opinion and the effectiveness of the internal corporate monitoring mechanisms in non-public companies, government organisations, financial institutions, or regulated companies. This is because it is not mandatory for them to adopt some of the corporate governance requirements imposed on public companies, and, as most are regulated by different regulations and standards, they require a separate study.

1.7 Structure of this Study

To be familiarised with this work, the study’s outline is provided. This study consists of seven chapters. Each chapter deals with the presentation of different issues crucial to the study in order to facilitate easy understanding and familiarise the reader. Table 1.1 provides the descriptions of each chapter. 

Table 1.1

 Study Outline

		Chapter

		Description



		Chapter 1

		Discusses the background, problem statement, research questions and objectives, and significance of the current study.



		Chapter 2

		Discusses the literature review on the modified audit opinion. The classification of the results of previous studies is done in line with the variables investigated in this study, namely, board of directors’ characteristics, audit committee characteristics and internal audit function. The agency theory is the underpinning theory.



		Chapter 3



		Discusses the research framework of this study and hypotheses to be tested according to the variables examined in this study.



		Chapter 4



		Discusses and explains the population of sampling and the sampling method, sources of data collection, study models and measurement of the variables, and the statistical analysis methods.



		Chapter 5



		Discusses the descriptive statistics of modified audit opinion framework in this study as follows; presents a description of the sample selection in this study, descriptive statistics and univariate tests of the dichotomous and continuous variables used in the regression analyses, the post regression diagnostics tests are conducted to examine the assumptions guiding logistic regressions in order to prevent misleading results, and presents a summary of this chapter.



		Chapter 6



		Discusses the logistic regression results for the hypotheses tests of modified audit opinion framework.



		Chapter 7



		Discusses the overview of this study as a summary of the key results in relation to the research questions and discusses the contribution and implications of the study as well as limitations; finally, suggestions for future study are also presented.





1.8 Summary

In this chapter, an introduction has been provided for the study problem by focusing on the issue relating to the effectiveness of the internal corporate monitoring mechanisms on modified audit opinion in Malaysia. The research question, objectives and the study’s contributions are also explained in this chapter. In order to clarify the significance of this study, the motivation for the study is also provided. Finally, this study also provides the outline of this work to give an overview regarding its structure.

































CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

The existing evidence concerning the relationship between modified audit opinion and board of directors, on the one hand, and between modified audit opinion and audit committee, on the other, is scarce in spite of the merits and downsides of modified audit opinion in the agency relationship reported by several related empirical studies. Moreover, most studies that have examined the relationship between corporate governance and modified audit opinion have been carried out in various regulatory business environments.  For the assessment and better understanding of the role of the governance mechanisms on modified audit opinion, a review of the mechanisms’ effectiveness is conducted on the basis of other dimensions of financial reporting that have not been previously addressed in the literature. 

This review starts with the modified audit opinion. Next, the classification of the results of previous studies is done in line with the variables investigated in this study. These variables include the characteristics of board of directors, audit committee characteristics and internal audit function.[footnoteRef:25] In addition, the agency theory, which explains modified audit opinion, is discussed, and, ultimately, the research framework for this study is developed. Finally, a summary of the chapter contents is provided. [25:  The literature review is almost comprehensive and appropriate discussion was made in this thesis concerning the available documents (both published and unpublished) on the topic, which contain information, ideas, data and evidence.] 


2.2 Modified Audit Opinion

The audit report is considered to be the major visible outcome of the external audit process. Following the auditors’ collection and evaluation of audit evidence, they should express their opinions regarding whether the audited financial statements give a true and fair view, based on the framework of financial reporting. Therefore, the report of the auditors is the ultimate outcome of the external audit examination, which the external auditors utilise to communicate and inform the users of the financial statements of the company (Porter et al., 2003). Therefore, it has a major role in informing financial statement users of the impending problems with the company’s financial reporting or controls of internal processes (Hope & Langli, 2010). The auditor's report may be classified into two types: unmodified and modified audit opinions (including qualified,[footnoteRef:26] disclaimed, and adverse opinions), as mentioned in the International Standards on Auditing (ISA, 700). [26:  It refers to two generic grounds for qualification. The first one has to do with the circumstances causing a scope limitation to the work of the auditor while the second one involves circumstances causing a disagreement with the management. Based on both the situations, the opinion of the auditor refers to the financial statement, which reflect a real and fair perspective of the situation of the company with the exception of issues causing the qualification.] 


Similar to other countries, in Malaysia, company law mandates that the external auditor examines the financial statement of companies and provides an opinion as to whether or not it is materially prepared in accordance with an identified framework of financial reporting, and complies with the Malaysian Companies Act enacted in 1965. The auditor’s report contains the opinion of the auditor stated in terse (short) and standard form and this opinion is issued sans modification in cases where auditors have enough evidence to support the disclosures and numbers within the financial statements.[footnoteRef:27] Otherwise, a modified audit report is issued (Farrugia & Baldacchino, 2005). [27:  An unmodified opinion is issued by the auditor in cases wherein he or she concludes that the financial statements are prepared on the basis of the applicable framework of financial reporting as well as prepared in all material aspects.] 


The possibilities of modifying the auditors’ opinion (refers to the lower financial reporting quality) based on ISA 705 only arises if the auditors have done the following: firstly, they have obtained enough appropriate and proper audit evidence to draw a conclusion that the whole financial statement contains material misstatements (either wholly or individually). In this instance,[footnoteRef:28] the auditor expresses a qualified opinion when the possible material misstatement does not diffuse to the financial statements  (i.e. are not pervasive, in which case it is said to depart from the applicable framework of financial reporting), or the auditor expresses an adverse opinion in cases where the possible misstatements (individually or in aggregate) in the financial statement are prevailing (in which case the financial statements are not fairly presented or are not prepared in all necessary material respects in accordance with the applicable financial reporting framework when reporting in accordance with a compliance framework). [28:  Thereon, the external auditor expresses a modified opinion (qualified opinion or an adverse opinion) as a result of a disagreement with management.] 


Secondly, the auditors are unable to obtain adequate suitable audit evidence, or unable to implement appropriate audit proceedings in order to obtain appropriate and sufficient audit evidence to ascertain the numbers of the financial statements or to ascertain that the company’s financial statements for the financial period are prepared appropriately in conformity with GAAP and in accordance with the applicable framework of financial reporting.[footnoteRef:29] This is due to the lack of documentary evidence made available to the auditor during the audit (which is referred to as a limitation on the audit’s scope), but the auditor deduces that the likely impact of undetected misstatements on the financial statements, if any, are not widespread (pervasive). In this regard, the auditor expresses a qualified opinion, or a disclaimer of opinion, which is when the auditor draws the conclusion that the likely effect on the financial statement of undetected misstatements due to a scope limitation, if any, or has to be both material and pervasive.  [29:  In these circumstances, the external auditor expresses a modified opinion (qualified opinion or a disclaimer of opinion) as a result of a limitation in the scope of the audit.] 


Also, the “auditor shall disclaim an opinion when, in extremely rare circumstances involving multiple uncertainties, the auditor concludes that, notwithstanding having obtained sufficient appropriate audit evidence regarding each of the individual uncertainties, it is not possible to form an opinion on the financial statements due to the potential interaction of the uncertainties and their possible cumulative effect on the financial statements” (ISA 705, 2009, P. 4).

According to Sundgren (2009), the modified audit report involves a statement concerning the quality and financial statements and its presentation. This is because the audit opinion is designed to inform of material misstatements revealed in the audited financial statement (Elfouzi & Zarai, 2009; Stanley et al., 2009; Adiloğlu & Vuran, 2011). This is because the material misstatements are one of the underlying reasons for auditors to modify opinions in audited financial statements (Chen et al., 2001; Rusmin et al., 2009). Hence, the audit opinion appears through the agency theory to give indicators about the quality of the company’s financial reports to users of the financial statements (e.g. Jensen & Mecking, 1976; Carcello & Neal, 2000; Hope & Langli, 2010; Ismail & Mustapha, 2013).  

Therefore, a modified audit opinion is considered as true proof of the financial statements being of low quality (Chen et al., 2001). According to Wan Hussin and Haji-Abdullah (2009), the quality of financial reporting is low when the company receives a modified audit opinion (disclaimer) because the auditors are not able to ascertain the accuracy of the financial statements; or the auditors have sufficient evidence to ascertain the inaccuracy of the financial statements. In this respect, Farinha and Viana (2009) contend that the issuance by the auditor of a modified audit opinion is a reflection of low reporting quality. Accordingly, modified audit opinion is widely utilised as a proxy for the quality of companies’ external financial reporting (Chen et al., 2001; Pucheta-Martínez & de Fuentes, 2007; Farinha & Viana, 2009).

Based on hand-collected information from the audit opinion reports of Malaysian listed companies, most of the Malaysian public listed companies that received modified audit opinions in our sample for the period ranging from 2009 to 2011 correspond to lower financial reporting quality. This is because the majority of these companies failed to provide sufficient or appropriate audit evidence, which indicates the lower quality of their financial reporting. In view of that, most of the modified audit opinions in our sample correspond to the insufficiency of the audit appropriate evidence (constitutes a part of limitation of scope) to determine the financial reporting quality, thereby enabling the researcher to observe a direct measure of the quality of financial reporting.

Consistent with the above discussion, this study is in line with the extant studies (Sanchez-Ballesta & Garcia-Meca, 2005; Pucheta-Martínez & de Fuentes, 2007) that used the audit opinion as an appropriate proxy for the quality of companies external financial reporting. In tandem, the modified audit opinion in this study includes qualified, disclaimed, and adverse opinions, inasmuch as these types of modification can be important because they may convey different warning signals to the users of the financial statements (Chen et al., 2001; Lam & Mensah, 2006; Johl et al., 2007; Farinha & Viana, 2009). However, this study does not attempt to discriminate between different types of audit modification.

The majority of studies are based on the annual reports as a source of data. In the audit literature, researchers have formulated many models to explicate modification in the audit reports. These studies used different financial and non-financial determinants in different models that were identified as explanatory factors that influence the decision of modified audit opinion, such as company's characteristics, market variables, auditor characteristics and corporate governance (e.g. Baskin, 1972; Firth, 1978; Ball et al., 1979; Dodd et al., 1984; Gul, 1990; Ameen et al., 1994; Chan & Walter, 1996; Carcello & Neal, 2000;  Soltani, 2000; Chen et al., 2000; Bartov et al., 2001; Chen et al., 2001; Lin et al., 2003; Ireland, 2003; Spathis et al., 2003; Guillamon, 2003; Butler et al., 2004; Geiger et al., 2005; Sanchez-Ballesta & Garcia-Meca, 2005; Caramanis & Spathis, 2006; Meyer et al., 2007; Johl et al., 2007; Firth et al., 2007; Pucheta-Martínez & de Fuentes, 2007; Rusmin et al., 2009; Farinha & Viana, 2009; Tsipouridou & Spathis, 2014).

Previous studies utilised discrete choice models in which the dependent variable is dichotomous. These studies used a dummy value as a measurement to audit opinion, which may be unmodified or modified. In accordance with the dummy value the dependent variable takes the value of 1 if the opinion is modified and 0 otherwise (e.g. Keasey et al., 1988; Chan & Walter, 1996; Sanchez-Ballesta & Garcia-Meca, 2005; Caramanis & Spathis, 2006; Firth et al., 2007; Kirkos et al., 2007; Johl et al., 2007; Pucheta-Martínez & de Fuentes, 2007; Rusmin et al., 2009; Farinha & Viana, 2009; Tsipouridou & Spathis, 2014). Consistent with the previous studies on modified audit opinion this study extends previous literature by using a dummy value as a measurement of the modified audit opinion (MAO), which will take the value of 1 if the opinion is a modified, and otherwise 0.

2.3 Corporate Governance Mechanisms

The role of governance in disciplining management has been the topic of an active debate among regulators, corporate governance reformists and academics. Corporate governance is viewed as effectively delineating the rights and responsibilities of each group of stakeholders in the company (Ho & Wan, 2001). Cadbury (1997) suggests that strong governance occurs if there is an appropriate level of monitoring in the company. Thus, the responsibility of corporate governance is to safeguard the shareholders’ interest by overseeing and monitoring managers via several mechanisms of the corporate governance. In this regard, Tsui and Gul (2000) argue that corporate governance mechanisms are systems involving the standards of accounting and auditing that are set up to both keep track of managers and enhance the transparency of corporate information. Davis et al. (1997), Shleifer and Vishny (1997), and Chen et al. (2012) refer to corporate governance mechanisms as significant methods designed to force the management to act to ensure and protect the interests of the shareholders, which, in turn, leads to resolving the agency problem and minimising its costs.

Hence, “strong corporate governance mechanisms are likely to lead to better quality accounting information” (Johl et al., 2012, p. 306). In this respect, corporate governance mechanisms perform a crucial role in improving the practices of the financial reporting and ensuring the quality of the reported financial information (e.g. Sanchez-Ballesta & Garcia-Meca, 2005; Firth et al., 2007; Farinha & Viana, 2009). In short, it could be argued that, when the companies adopt good corporate-governance systems, they will influence the type of audit opinion.[footnoteRef:30] [30:  In this study, the focus is on the monitoring functions as these responsibilities are highly recommended  in  Malaysia,  as  stated  in  the  Companies  Act  1965  and  other directives,  such as the Malaysian Code on Corporate Governance (Finance Committee on Corporate Governance, 2001) (Kamardin & Haron, 2011). Therefore, in Malaysian public listed companies, the practice of effective monitoring roles is required to protect the shareholders’ interests by ensuring the quality of companies’ financial reporting practices and enhancing the quality of the reported financial information, and, ultimately, avoiding receiving a modified audit opinion.  ] 


Many researchers posit that a company’s internal governance mechanisms play an important role in shaping the effective operation of its internal control system and enhancing the quality of the financial reporting process (e.g. Fama, 1980; Fama & Jensen, 1983; Carcello & Neal, 2000; Chen et al., 2001; Kiel & Nicholson, 2003; Agrawal & Chadha, 2005; Sharma et al., 2008; Goh, 2009; Farinha & Viana, 2009; Lorca et al., 2011).[footnoteRef:31] The board of directors, audit committee and internal audit function are the fundamental internal corporate governance mechanisms that are well-regarded and responsible for the effective oversight of the overall control environment (Adams, 1994; Carcello et al., 2005; Yatim et al., 2006; Mat Zain & Subramaniam, 2007; Zhang et al., 2007; Che Haat et al., 2008; Sharma et al., 2008), and monitoring the management and the integrity of the process of financial reporting, which leads to increasing the quality of financial reporting, and, ultimately, enhancing the reliability of the financial information (Watts & Zimmerman, 1986). In so doing, the prospect of receiving a modified audit opinion would be reduced (Sanchez-Ballesta & Garcia-Meca, 2005; Firth et al., 2007; Farinha & Viana, 2009)[footnoteRef:32]. [31:  The systems of internal corporate governance have a significant responsibility in the corporate governance of emerging marketplaces (Lei & Song, 2004). Internal corporate governance mechanisms are deemed to have an impact on the managers’ decisions (Lemmon & Lins, 2003) cited in (Kamardin & Haron, 2011, p 120). Thereon, a company’s internal corporate governance mechanisms (board of directors, audit committee and internal audit function) are deemed to be the major factors determining the extent of agency problems among management and shareholders (which are also known as agent and principal, respectively).
]  [32:  Regarding the ownership structure, although auditors need to report to the shareholders as their primary audit report users, the ISAs are silent in terms of the nature of such reporting. However, the auditors should be professionally indifferent towards majority shareholders or minority shareholders.  Nevertheless, there is a possibility that the auditors would be pressured by the majority shareholders if their report becomes self-fulfilling, which leads to, for instance, lower share price or denial of borrowings. This issue has been largely ignored in audit opinion settings (e.g. Vanstraelen, 2002; Carey & Simnett, 2006). Nevertheless, a lower share price may happen even earlier than the audit report as shareholders have other means (e.g. analyst’s report) to evaluate the company’s performance. Thus, pressure from shareholders to influence the audit report may be dissipated unless the report is a surprise even to the market. If such were the situation, then it would be an isolated case and could not be treated as a market-wide phenomena. Even more recent studies in other audit settings, such as audit fees (Abdul Wahab & Mat Zain, 2013), ignore such an effect. However, an earlier study by Abdul Wahab et al. (2011), documented that institutional ownership is statistically significant and positive albeit the effect is economically miniscule. Taken together, there is little evidence that audit opinion is influenced by ownership structure.   ] 


Comparable to other countries, Malaysia stimulates listed companies to engage in the best corporate governance practices. The important internal mechanisms for corporate governance debated in the MCCG (2000, 2007, 2012)[footnoteRef:33] and Bursa Malaysia’s Corporate Governance Guide (2007, 2009) are board of directors, audit committee, and internal audit function, according to their essential function in monitoring the process of financial reporting (Yatim et al., 2006; Mat Zain & Subramaniam, 2007; Che Haat et al., 2008). In this study, internal corporate governance mechanisms are divided into three as follows: (1) board of directors’ characteristics; (2) audit committee characteristics; and (3) internal audit function. The definition and description of each mechanism is offered in subsections 2.3.1 until 2.3.3. [33:  The recommendations of the MCCG are classified into four major aspects (Abdul Wahab et al., 2011): the first aspect has to do with the principles of corporate governance while the second has to do with best practice in corporate governance. The third aspect is about the principles as well as better practices for the other participants of corporate while the last aspect is about explanatory notes (Abdul Wahab et al., 2011).] 


2.3.1 Board of Directors’ Characteristics

The board of directors acts as one of the essential and important internal monitoring mechanisms in the corporate governance process (Darus & Mohamad, 2011). The board is required to guarantee that the company’s financial statements reflect a true and fair state of affairs of the company and that they have been drawn up based on relevant approved accounting standards (Mohamad-Nor et al., 2010). Hence, the main function of assuring the practices of financial reporting quality is vested in the hands of the board of directors. This is because a board of directors serves as a vital part of the mechanism of internal corporate governance, which should offer effective monitoring and overseeing of the management in the process of financial reporting (Lin & Hwang, 2010; Darus & Mohamad, 2011).[footnoteRef:34] Recently, the Malaysian Code on Corporate Governance 2012 (MCCG 2012) laid down a strong foundation for improving the practices of the board of directors to carry out their roles effectively to, amongst others, safeguard the integrity of financial reporting. [34:  The monitoring role is defined as the board’s responsibility to oversee the behaviour of the management on behalf of the shareholders (Marlin & Geiger, 2011), because the board of directors acts as an internal control mechanism in the corporate governance process (Darus & Mohamad, 2011). In other words, among others, a primary function of the board of directors is to implement a monitoring role on the executive management in the interests of shareholders as well as on behalf of them (Fama, 1980; Marlin & Geiger, 2011). This ensures that executive managers re carry out their responsibilities to protect the interests of all stakeholders (Fama & Jensen, 1983). In doing so, it is foreseeable to have a direct effect in guaranteeing the quality of the company’s financial reporting, and, in turn, the probability of a company receiving an unmodified audit opinion would be increased  (Firth et al., 2007; Farinha & Viana, 2009).] 


Nevertheless, varying board characteristics may impact on the quality of its supervision of the process of financial reporting (Farinha & Viana, 2009). These characteristics determine the board’s monitoring effectiveness and improvement of financial reporting quality. In this respect, Farinha and Viana (2009), Firth et al. (2007), and Kiel and Nicholson (2003) suggest that enhancement of the board of directors, in terms of board characteristics, could improve board effectiveness and its capacity to monitor the management and enhance the financial reporting quality. Consequently, reducing the prospect of receiving a modified audit opinion (Firth et al., 2007; Farinha & Viana, 2009). In other words, evidence suggests that numerous characteristics of the board of directors may influence the board’s effectiveness in its monitoring role. These characteristics are independent non-executive directors, size, frequency of meetings and financial expertise. 

The board is generally seen as a team of individuals with the fiduciary accountabilities of leading and administrating a company, with the main purpose of protecting the corporate shareholders' interests (Abdullah, 2004). An agency problem occurs when managers are incentivised to pursue their own self-interests at the expense of shareholders, as a result of the ownership’s separation from control; thus, shareholders are unable to engage in management and it may be difficult and expensive for shareholders to keep track and oversee the management’s actions (Ittonen, 2009; Darus & Mohamad, 2011). To deal with the agency-problem, the board of directors is supposed to have a vital role to represent the shareholder’s interests, because it receives authority from the company’s stakeholders (Rizzotti & Angela, 2013). Fama (1980), and Fama and Jensen (1983) theorise that the board of directors is the best internal corporate monitoring mechanism for monitoring the actions of management in order to reduce the asymmetry of information to mitigate the agency conflict among management and shareholders,[footnoteRef:35]  which, in turn, decreases the prospect of receiving a modified audit opinion (Firth et al., 2007; Farinha & Viana, 2009). In applying its monitoring function use its characteristics, which determine the effectiveness of its monitoring role. These characteristics interact in either a complementary or substitutable function related to the issues of modified audit opinion.  [35:  This is because they possess the ultimate power to compensate over the top management-decisions.  ] 


Specifically, this study examines the board of directors, inasmuch as it has the primary responsibility of overseeing both the adequacy and integrity the system of financial reporting as well as being accountable to the stakeholders of the company.[footnoteRef:36] Therefore, the characteristics of the board of directors (as an individual and aggregate) are included in this research’s framework under the group of board of directors’ characteristics. Based on the previous literature, the characteristics of the board of directors can be divided into five as follows: (1) board independent non-executive directors; (2) board of directors’ size; (3) board of directors’ meetings; (4) board of directors’ financial expertise; and (5) board of directors’ effectiveness score. Subsections 2.3.1.1 until 2.3.1.5 will discuss these characteristics in detail. [36:  This is because the board of directors has the task of reviewing the process of financial reporting of the company in order to ensure effective accounting practices and evaluate the reliability and credibility of the company’s corporate governance system. In particular, the board of directors remains a vital part in ensuring relevant and credible financial statements (Yatim et al., 2006).] 






2.3.1.1 Board Independent Non-executive Directors

Lipton and Lorsch (1992) define an independent director as a director who has no association with the company, either as management, customer or supplier of goods or services. According to Farinha and Viana (2009), and Zhang et al. (2007), the presence of independent non-executive directors may impact on the effectiveness of the supervising quality of the company’s financial reporting process.[footnoteRef:37] Board independence depends on the appointment as well as on the active participation of the independent non-executive directors. Independent non-executive directors are generally believed to monitor management and enhance financial reporting quality more effectively than non- independent non-executive board members (He et al., 2009; Cassell et al., 2012). The main aim of appointing independent non-executive directors on the board is to enhance the board’s effectiveness, which, in turn, results in independent judgment over the board’s decisions and more knowledge. Consequently, more effective monitoring would be practiced by the board members, which increases the level of transparency, and, in turn, enhances the financial reporting quality (Abdullah et al., 2010). Hence, the prospect of receiving a modified audit opinion would reduce (Farinha & Viana, 2009). [37:  Independent non-executive directors are used in this present study because outside directors are not necessarily independent.] 


Moreover, it is theoretically possible that a board dominated by independent non-executive directors would help in mitigating the agency problem by monitoring and controlling the opportunistic behaviour of management, and, in turn, assist in evaluating the management more objectively (Jensen & Meckling, 1976; Fama & Jensen, 1983; Abidin et al., 2009). Hence, Fama and Jensen (1983) suggest that a higher number of independent board directors would lead to more effective monitoring and control of a company’s management activities. By this means, a company with a high percentage of independent non-executive directors on the board can effectively monitor the activities of the management by decreasing the exploitative behaviour of managers, which enhances the financial reporting quality, and, in turn, reduces the prospect of receiving a modified audit opinion (Firth et al., 2007; Farinha & Viana, 2009). 

In a similar vein, the MCCG (2000, 2007) emphasises the necessity of board independence in order to encourage both accountability and transparency of management. Therefore, the MCCG (2000, 2007)[footnoteRef:38] suggests that independent non-executive directors should consist of a minimum of one-third of the membership of the board. In this respect, a listed company should make sure that independent directors are made up of a minimum of two directors or one-third of its board (whichever is the higher) (Paragraph 15.02 of the Listing Requirements). Chapter one of the Listing Requirements of Bursa Malaysia describe the independency of the directors as directors who are free from any interference in their relationships or business with the company or its management and are also independent from the influence of management, which may have an influence on their independency of judgment or the capability to work on the shareholders’ behalf in the best interests of a listed company. Thereon, currently, the new Malaysian Code on Corporate Governance 2012 (MCCG 2012) recommends that the board undertakes an annual evaluation of its independent directors “The board should undertake an assessment of its independent directors annually” (Principle 3, Recommendation 3.1)[footnoteRef:39]. This is consistent with the Blue Ribbon Committee (1999) that states that independent directors and an audit committee of independent directors will enhance the quality of the financial process. [38:  Non-executive directors ought to be credible persons with a high calibre of needed skills and experience to judge independently on issues pertaining to strategy as well as on issues relating to performance, resources, standards of conduct and main appointments. The independent non-executive directors should be made up of a minimum of one-third of the membership of the board to ensure their effectiveness (MCCG, Revised 2007).]  [39:  Part of the commentary note on recommendation 3.1 of the Malaysian Code on Corporate Governance 2012 (MCCG 2012) stressed the fact that, in itself, the existence of independent directors on the board does not simply mean that this type of director would exercise independent and objective judgment, as this could be compromised due to their familiarity or close relationship with other board members. To prevent or mitigate this risk, the code suggests that the board should undertake an annual assessment of the independence of its independent directors. For instance, in addition to the assessment of independent directors’ background, family relationships and economics, the nominating committee should develop criteria that would enhance the efficacy of independent directors to exercise independent and objective judgment during board deliberations. This should be applied upon admission, annually and when there is any new interest or relationship.] 


Most of the prior empirical findings argue that insufficient independence of the board of directors from the management is likely to have a negative impact on the quality of financial reporting. For example, Goh (2009) finds that a more independent board is related to timelier remediation of material weaknesses. In another case, Klein (2002a) shows that the board independence has a negative relationship with abnormal accruals (as a proxy for the quality of financial reports). In Malaysia, Johari et al. (2008) report that the percentage of independent non-executive directors on the board is related to earnings management. Similarly, Hashim (2011) uncovers a positive relationship between board independence and earnings management for family firms. Mohamad-Nor et al. (2010) show that the percentage of independent directors on the board has a positive association with the lag of the audit report. 

Conversely, Iskandar et al. (2011) show that independent non-executive directors are not significantly related to going concern opinion. In another area, Hashim and Abdul Rahman (2012) show that the association between the board independence and audit report lag is negatively insignificant. Similarly, Abdullah (2006) uncovers that board independence is not related to the status of financial distressed. In a similar vein, Abdullah et al. (2010) also document a similar finding, albeit financial restatements, were not found to be associated with board independence. Likewise, Saleh et al. (2005) find that a high percentage of independent board directors does not decrease earnings management. Abdul Rahman and Mohamed Ali (2006) did not find any significant evidence between earnings management among Malaysian companies and board independence. Similarly, Buniamin et al. (2012) uncover a negative insignificant relationship between the percentage of independent non-executive directors and discretionary accruals. 

Empirically, studies on audit opinion provide some support for the notion that independent non-executive directors will do a better job on the oversight financial reporting process and reduce the prospect of a company receiving a modified audit report. Farinha and Viana (2009) uncover a significant and negative association between independent non-executive directors and modified audit opinion. This is consistent with the evidence from prior studies, such as Firth et al. (2007), who suggest that the percentage of independent non-executive directors has an impact on the frequency of modified audit opinion. They find evidence that the percentage of independent directors is effective in carrying out its financial reporting oversight. On the other hand, Rusmin et al. (2009) report a negative but insignificant association between the independent non-executive directors and a modified audit opinion. This leads to the conclusion that independent non-executive directors on the board seem to have more effective monitoring activities and influence the financial reporting process oversight, which reduces the prospect of a company receiving a modified audit opinion.

Based on the above arguments, it can be argued that a board of directors with more independent non-executive members will be more likely to improve the monitoring of corporate financial reporting and internal control, which reduces the prospect of receiving a modified audit report (Firth et al., 2007). Thus, it can be proposed that based on the agency theory, as the number of the independent non-executive directors increases on the board of directors, a more effective monitoring and control of the company financial reporting process can be established. This would lead to better internal control and financial report quality in the company, and, consequently, the prospect of receiving a modified audit opinion will be reduced (Farinha & Viana, 2009).

Little is known regarding the extent of how independent non-executive directors on the board contribute to the govern-effectiveness of the board of directors in the Malaysian environment to a reduction in the prospect of receiving a modified audit opinion. Therefore, the characteristic of the board of independent non-executive directors is included in this research’s framework under the group of the board of directors’ characteristics.

2.3.1.2   Board of Directors’ Size

Board of directors’ size has been argued to be an effective characteristic for monitoring and controlling management behaviour (Mak & Roush, 2000; Nam & Nam, 2004; Lorca et al., 2011). Hence, the size of the board of directors is considered another essential board characteristic that could affect the effectiveness of the board of directors in overseeing the activities of the financial reporting process and internal control, which, in turn, enhances the quality of the financial reports (Bradbury et al., 2006; Abdul Rahman & Mohamed Ali, 2006; Zhang et al., 2007; Firth et al., 2007; Rusmin et al., 2009), and reduces the prospect of receiving a modified audit opinion (Sanchez-Ballesta & Garcia-Meca, 2005; Firth et al., 2007; Rusmin et al., 2009). In this regard, the revised MCCG Code (2000, 2007) requires the appropriate determination of the number of board members to be done by the whole board in order to make sure a sufficient number of members are present to perform the various responsibilities and functions. Arguably, based on the conjuncture of the agency theory, Kiel and Nicholson (2003) argue that a larger number of board members may be more vigilant concerning agency problems, as they can provide more effective oversight over the behaviour of the company’s management (Fama & Jensen, 1983; Harris & Raviv, 2004; Miller, 2009; Marlin & Geiger, 2011).[footnoteRef:40] [40:  That a larger board of directors is more able to expend more effort in overseeing the management than a smaller board (Lipton & Lorsch, 1992; Monks & Minow, 1995).] 


Additionally, Klein (2002b) argues that a larger board may be beneficial because it increases the pool of expertise and resources available to the company. Similarly, Xie et al. (2003) suggest that fewer board members could be more burdened with problems of bureaucracy, and be less practical and less capable of offering better oversight of the financial reporting process. Zhang et al. (2007) find that a large board size is important for improving its effectiveness, which leads to enhancing the quality of internal controls. Likewise, Al-Najjar (2011) suggests that a large board provides better internal monitoring activities. Conversely, Beasley (1996) uncovers that the probability of fraud relating to financial statement reduces with a decrease in board size, indicating that a small board size performs better in monitoring management. Lorca et al. (2011) uncover a non-linear association between the cost of debt and board size, which implies that, at certain levels, the advantages of a large board could be surpassed by the cost involved in poor communication and the increase in time spent in making decisions. 

In Malaysia, Abdul Rahman and Mohamed Ali (2006) examine the degree to which the monitoring function of board of directors is effective in reducing earnings management among 97 listed companies on the Malaysian main board during the period 2002-2003. They uncover that earnings management has a positive association with the board of directors’ size. This is consistent with the perspective that a large board appears to be relatively less effective in their monitoring responsibilities than a small board. Conversely, Bradbury et al. (2006) suggest that the board of directors’ size is effective in the process of financial reporting by decreasing the abnormal accruals level. In another area, Mohamad-Nor et al. (2010) fail to find evidence that board of directors’ size is associated with the timeliness of the audit report. This finding reinforces those of Chaghadari (2011) who finds that the number of members of the board of directors has a negative insignificant relationship with company performance. Further, this finding is in line with Hashim and Devi (2008), and Hashim (2011) who find that the size of the board of directors is unrelated to earnings management. Likewise, Buniamin et al. (2012) find that the number of directors on the board is unrelated to discretionary accruals.

Regarding the influence of the size of board of directors on audit opinion, Farina and Viana (2009) observe that the size of board members has no significant association with the likelihood of a modified opinion being issued. Board directors’ size insignificantly influences the likelihood of receiving an audit qualification (Sanchez-Ballesta & Garcia-Meca, 2005). Similarly, Firth et al. (2007) uncover that board of directors’ size is unrelated to the propensity that a company will receive a modified audit opinion. However, these results contrast with Rusmin et al. (2009) who find a negative and significant association between board of directors’ size and modified audit opinion. Implicit in this finding is that a large number of members on the board enables the board to function effectively and leads to a high quality of financial reporting, and, consequently, receive a clean audit opinion. Therefore, it can be proposed that an increase in the number of directors increases the effectiveness of monitoring and controlling of company’s corporate financial reporting process and internal control, and, hence, reduces the prospect of obtaining a modified audit opinion.

The extent to which a board’s size contributes to a board’s governing effectiveness to reduce the prospect of receiving a modified audit opinion is still unknown in the Malaysian context. Therefore, the determinant of board of directors’ size is included in the research framework of this study under the group of the board of directors’ characteristics.

2.3.1.3 Board of Directors’ Meetings 

Carcello et al. (2002) state that the board’s diligence comprises elements involving the number of board of directors’ meetings, the individual board members’ behaviour, preparation prior to the meetings, attentiveness and participation of its members and the follow up of the meeting outcome. The number of board of directors’ meetings is the only factor that is publicly observable from among these (Carcello et al., 2002). Thus, the board of directors’ meetings is deemed to be a resource that leads to board diligence, which, in turn, enhances board effectiveness in its monitoring role (Conger et al., 1998; Vafeas, 1999; Xie et al., 2003; Garcı´a Lara et al., 2009). In fact, usually the board members meet to debate the diverse matters facing a company (Vafeas, 1999; Carcello et al., 2002; Letendre, 2004). 

Therefore, those directors on the board who attend more meetings frequently have more time to devote to monitoring issues, such as the monitoring role of the financial reporting process. Conversely, a board of directors that rarely meets may not have time to deal with such issues and probably only has time to discuss strategy and legal issues. Overall, the density of board activities most likely contributes to the effectiveness of the monitoring role, particularly regarding the internal control system and process of financial reporting, which results in improved financial reporting quality (Xie et al., 2003; Yatim et al., 2006; Firth et al., 2007). In line with these arguments, the latest Guide on Corporate Governance by Bursa Malaysia highlights that a typical board of directors would hold a minimum of 6 to 8 board meetings annually.

Jensen (1993) argues that the board should be comparatively active, and that the board is required to become more active in the presence of problems and conducting meetings on a frequent basis. The board of directors’ meetings appear to influence financial reporting quality because of their ability to reduce information asymmetry and agency costs (Lorca et al., 2011). In this context, board diligence, as a proxy for meetings frequency, results in a more effective monitoring function, and a greater level of oversight of the internal control system and financial reporting process (Zhang et al., 2007; Yatim et al., 2006). In turn, it minimises agency problems and reduces its costs resulting in lower information asymmetry (Foo & Mat Zain, 2010). All this leads to financial reporting quality and reduces the prospect of receiving a modified audit opinion (Farinha & Viana, 2009).

Goh (2009) uncovers that the relationship between material weakness being remedied on a timely basis and board of directors’ meetings is insignificant. Furthermore, Zhang et al. (2007) note that companies that have weaknesses of internal control have a greater possibility of holding additional board meetings to deal with the problems concerning their internal control. Conversely, Carcello et al. (2002) report evidence that the frequency of the board of directors’ meetings is positively related to the quality of audit work. Likewise, in the local context, Hashim and Abdul Rahman (2012) show a negative significant association between the number of board of directors’ meetings and the audit report lag. However, Hashim (2011) finds a positive significant association between the board of directors’ meetings and earnings management for family companies in the Malaysian setting. This leads to the conclusion that the frequency of the board of directors’ meetings seems to influence the financial reporting overseeing process.

Previous empirical studies provide unclear results to support the theoretical argument that board of directors’ meetings enhances its effectiveness to oversee and reduce the prospect of a company receiving a modified audit report. For example, Farinha and Viana (2009) report that the increase of the board of directors’ meetings increases the quality of financial reporting and reduces the prospect of receiving a modified audit opinion. However, this result is contrary to Firth et al. (2007) who suggest that the relationship between board diligence (proxied by the board of directors’ meetings) and the issuance of a modified audit opinion is not statistically significant. Therefore, it can be concluded that an increase in the board of directors’ meetings will likely improve the monitoring process of internal control and corporate financial reporting; thereby, increasing the opportunity for an unmodified audit opinion (Farinha & Viana, 2009).

It is still not known how the number of board meetings contributes to the govern-effectiveness of board of directors in the Malaysian environment to reduce the prospect of receiving a modified audit opinion. Therefore, the factor of board of directors’ meetings is included in the research framework of this study under the group of the board of directors’ characteristics.

 2.3.1.4 Board of Directors’ Financial Expertise

To monitor the process of financial reporting, board members should know about accounting for the sake to output the high quality financial reports in terms of limiting manipulation and increasing transparency (Yunos, 2011). In this regard, Cohen et al. (2008) suggest that a primary characteristic of a board member from the agency viewpoint is expertise in monitoring and control. Hsu (2007) argues that the quality of board of directors can be seen through their background, such as academic and business backgrounds (skills, knowledge, and expertise). According to Carcello et al. (2002), board members expertise is significant in confirming that the monitoring responsibility of the board is carried out properly. Financial expertise is a crucial aspect in board structure, impacting board effectiveness and the monitoring function it performs (Lin et al., 2003). 

Thus, it could be thought that the increase of the financial expertise of the board members will increase its ability to monitor the management (Lin et al., 2003; Xie et al., 2003; Park & Shin, 2004; Lorca et al., 2011). Directors on the board that have sufficient knowledge and expertise in financial matters are more capable of rectifying potential financial problems before they become bigger or grow, because they have a greater understanding of the accounting numbers and are able to both ask the correct and appropriate questions, and appreciate and comprehend the answers. This enhances their effectiveness in their overseeing of the company’s financial reporting process to improve its quality and increase the opportunity of a company receiving an unmodified audit opinion. 

George (2003) suggests that a high quality of financial reporting is related to the great technical expertise of the board members. This is supported by Agrawal and Chadha (2005) who find that directors with financial expertise are valuable in providing oversight of a company’s financial reporting practices. Supporting this, Bursa Malaysia and the Corporate Governance Guide emphasise the need for companies to have directors with accounting and finance-related professional qualifications. This is to enable the board to be more effective in understanding and interpreting financial statements and carry out its monitoring role on company’s internal control systems and financial reporting process. This leads to the argument that board of directors’ financial expertise seems to produce more effective monitoring activities and influence the financial reporting overseeing process. In turn, all these reduce the prospect of a company receiving a modified audit opinion.

Most of the empirical studies indicate that board of directors’ financial expertise contributes to its effectiveness, especially concerning the oversight of internal control and the financial reporting process. Kaplan and Minoton (1994) indicate that there is a positive relationship between directors' expertise and corporation performance. Consistent with this argument, Erikson et al. (2005) uncover that directors from financial institutions with accounting and financial knowledge have a positive impact on firm value. Agrawal and Chadha (2005) find that independent directors with financial expertise are negatively related to the probability of restatement. Xie et al. (2003) argue that independent directors that are financially literate are likely to comprehend and properly interpret financial information effectively, hence decreasing the activities of earnings management and increasing financial reporting quality. 

In the auditing context, Carcello et al. (2002) uncover a significant positive association between the number of board members who have financial expertise with the quality of audit work. Contradictorily, Lee et al. (2004) report that financial expertise of the board members (directors) is not related to either auditor resignations or dismissals. It can be argued that a board of directors that has more financial expertise is more likely to discharge its oversight responsibility effectively in the internal control and financial reporting process; thus, sustaining the quality of financial reporting, and, in turn, reducing the prospect of receiving a modified audit opinion.

The researcher has no knowledge of any empirical study that has examined the association of board of directors’ financial expertise with modified audit opinion. Previous studies highlight the importance of addressing different characteristics of the board of directors as the crucial factors in increasing board of directors’ effectiveness and the monitoring role it plays (Xie et al., 2003; Lin et al., 2003; Agrawal & Chadha, 2005; Goh, 2009). As such, further empirical investigation becomes necessary. In turn, board of directors’ financial expertise is included in the research framework of this study under the group of the board of directors’ characteristics.

2.3.1.5 Board of Directors’ Effectiveness Score

Previous studies that examine the relationship between the individual characteristics of board of directors and modified audit opinion are small in number and provide unclear results. This is because these studies are narrow in their focus (ignoring the combined impact of all characteristics of the board of directors in order to determine its effectiveness concerning their monitoring role) and they omit several variables that could influence the effectiveness of the board of directors. For example, some studies examine the characteristic of the board of directors independence (e.g. Iskandar et al., 2011), but ignore the importance of the other characteristics, such as board of directors’ size, board of directors’ meetings and board of directors’ financial expertise. Furthermore, other studies examine the characteristics of the independent non-executive directors, board of directors’ size and board of directors’ meetings (e.g. Firth et al., 2007; Farinha &Viana, 2009), but disregard the importance of other characteristics, such as board of directors’ financial expertise. Based on the study of Ward et al. (2009), it is better to view corporate monitoring mechanisms as a part (unit) of the mechanism as opposed to independently for the protection of the shareholders’ interests as these mechanisms are complementary to each other.

In this respect, Agrawal and Chadha (2005) argue that independent directors who are knowledgeable in finance are important as they oversee the financial reporting. Further, Goh (2009) suggests that independence, size, and frequency of the meetings are the key variables that determine the board’s effectiveness and enhance the financial reporting quality. Hence, board independent non-executive directors, size of board of directors, board of directors’ meetings and board of directors’ financial expertise all affect the board’s effectiveness. These characteristics are related to the internal controls quality and the financial reporting process (Zhang et al., 2007; Lorca et al., 2011), thus sustaining the quality of financial reporting and reducing the prospect of receiving a modified audit opinion.

It can be construed from the above argument that the ability of the independent non-executive directors on the board to improve the financial reporting quality is dependent on their number, frequency of meetings and knowledge about accounting and finance. Thus examining the characteristics of board of directors in isolation from each other may explain why previous studies provide unclear results (Vafeas & Theodorou, 1998; Ward et al., 2009). The narrow focus and omitted variables, which is a limitation of previous studies, provides the motivation to examine the association between board of directors’ effectiveness as one score and modified audit opinion. 

Therefore, it may be misleading to show the impact of individual characteristics on the modified audit opinion on the basis of the arguments of the prior studies in other disciplines (e.g. Rediker & Seth, 1995; Agrawal & Knoeber, 1996; Davis & Useem, 2002; Agrawal & Chadha, 2005; Cai et al., 2009; Ward et al., 2009). Hence, the optimal combination of characteristics of the board of directors has the possibility of contributing to the improvement of its monitoring effectiveness role, especially for issues relating to the process of financial reporting. This results in improved financial reporting quality through which it can help address the agency problems and reduce its cost, which, in turn, contribute to protect the interests of all shareholders, this is because the effectiveness of one individual mechanism hinges on the effectiveness of other mechanisms (e.g. Rediker & Seth, 1995; Davis & Useem, 2002; Ward et al., 2009). As such, further empirical examination becomes necessary and board of directors’ effectiveness (as an aggregate test) is included in the framework of this research under the group of board of directors’ characteristics.

2.3.2 Audit Committee Characteristics

The effectiveness of the audit committee remains one of the important subjects in corporate governance issues (Gendron & Bédard, 2006).[footnoteRef:41] According to Ruzaidah and Takiah (2004), Sharma and Subramaniam (2005), and Ismail et al. (2008), the audit committee is one of the principal and important components in the structure of corporate governance, and assists in monitoring and controlling the management. Hence, the audit committee performs a significant monitoring role to assure the financial reporting quality and maintain the system of company’s internal control with the aim of safeguarding the shareholders’ interests (Carcello & Neal, 2000; Krishnan, 2005; Rahmat et al., 2009; Bédard & Gendron, 2010; Mat Yasin & Nelson, 2012; Ghafran & O’Sullivan, 2013). [41:  Mohiuddin and Karbhari (2010) point out that the audit committee’s effectiveness is measured through its capacity to carry out and fulfil its specific responsibilities and oversight role. Thus, the characteristics of the audit committee appear to be important determinants to audit committee effectiveness.] 


The purpose of setting up an audit committee is to overhaul and refurbish the financial system in order to uphold the reliability of the financial statements to reflect the true and fair view of the substance of economic transactions (Ojo, 2006; Okpala, 2012).[footnoteRef:42] Audit committees are viewed as a crucial internal mechanism of the corporate governance system with the major responsibility of providing oversight of the process of financial reporting, including the assessment of the overall sufficiency and propriety of the internal controls as well as the reporting mechanisms (Johl et al., 2012).[footnoteRef:43] The audit committee adds significance to the practice of corporate governance practice, especially with regard to financial reports (Pucheta-Martinez & de Fuentes, 2007). In this respect, Sanchez-Ballesta and Garcia-Meca (2005) argue that the audit committee is the best mechanism of corporate governance for improving the credibility and reliability of the reported financial information by listed companies and reducing the prospect of receiving a modified audit opinion.  [42:  The financial process and ensuring reliable financial information stands out as being the most important responsibility of the audit committee (Rezaee & Farmer, 1994; Mohiuddin & Karbhari, 2010).]  [43:  The audit committee improves the board of directors’ ability to oversee and monitor management in the process of financial reporting through its thorough understanding and detailed knowledge of financial statements, as well as the other financial disclosures issued by the company (Lin & Hwang, 2010).] 


In this regard, the Malaysian Code on Corporate Governance (2007) and the Bursa Malaysia Corporate Governance Guide stipulate that, among others, the roles of an audit committee in the process of financial reporting are as follows: (1) They discuss with the external auditor about the character and capacity of the audit prior to the commencement of audit in helping to make sure that audit firms are well coordinated when they are in multiple form, and (2) they discuss the difficulties and issues concerning the audit while reviewing financial statements and focusing attention on whether accounting standards, audit adjustments, assumption relating to going concern, unusual transactions, accounting estimates, and related party transactions are complied with. In addition, the recent Malaysian Code on Corporate Governance 2012 (MCCG 2012) stipulates that, among others, “The Audit Committee should ensure financial statements comply with applicable financial reporting standards" (Principle 5, Recommendation 5.1)[footnoteRef:44]. Similarly, regulatory bodies and the public have stressed the significance of audit committees overseeing the internal controls, auditing, financial reporting, and corporate governance in general (Treadway Commission 1987; NYSE 1992). Therefore, it could be said that the audit committee is considered as a sub-committee of the board of directors that has the responsibility for overseeing the process of the company’s financial reporting. It is established to increase the quality of the audited financial statements (Bradbury et al., 2006). [44:  As stated in the commentary note on recommendation 5.1 of the Malaysian Code on Corporate Governance 2012 (MCCG 2012), emphasis was given to the fact that the board of directors must recognise the value of an effective audit committee in ensuring the reliability and credibility of the financial statement of a company. The audit committee ensures that the company’s financial statements are prepared in accordance with the financial reporting standards as an essential prerequisite to the integrity of the reliability and credibility of the financial statements.] 


Overall, prior studies provide some evidence supporting the agency theory whereby the characteristics of the audit committee have the capacity to improve corporate reporting (Hashim & Abdul Rahman, 2011). The strong monitoring function of an audit committee could lead to better internal control and enhancement of financial information quality (e.g. Fama & Jensen, 1983; Ho & Wong, 2001; Krishnan, 2005; Pucheta-Martinez & de Fuentes, 2007), as the existence of an audit committee is related to a decreased incidence of reporting irregularities and material misstatements (Carcello & Neal, 2003). Hence, the audit committee has been associated with increased financial reporting quality (McMullen, 1996), and, ultimately, reducing the prospect of receiving a modified audit opinion (Pucheta-Martinez & de Fuentes, 2007; Firth et al., 2007). 

This study examines the audit committee because, among others, it is deemed to be a mainstay of accountability since it supports the function of the board in monitoring the process of financial reporting. An audit committee affords the board the guarantee and assurance that the financial information utilised by the board and published by the company will be credible and reliable (Bursa Malaysia Listing Requirements). Thus, it is an important element of the monitoring mechanism of company management (Ismail et al., 2008).

Bédard and Gendron (2010), and Lin and Hwang (2010) indicate that the audit committee independence, size, meetings and financial expertise have the greatest impact on financial reporting quality. It is presumed that audit committee characteristics are complementary to each other or have a substitute function related to the issue of modified audit opinion. Therefore, the elements of the characteristics of the audit committee (an individual and an aggregate) are included in the research framework of this study under the group of audit committee characteristics. Based on the previous literature, the composition and characteristics of the audit committee can be divided into five determinants as follows: (1) audit committee independence, (2) audit committee size, (3) audit committee meetings, (4) audit committee financial expertise, and (5) audit committee effectiveness score. Subsections 2.3.2.1 until 2.3.2.5 will discuss these characteristics in detail.



2.3.2.1 Audit Committee Independence

According to Kalbers and Forgarty (1993), an audit committee is effective when overseeing responsibilities are competently executed. From an agency perspective, the effectiveness of an audit committee is based on its characteristics (Ho & Wong, 2001; Bédard et al., 2004; Saleh et al., 2007; Lin et al., 2009; Akhtaruddin et al., 2009), which include the independence of the audit committee (Ruiz-Barbadillo et al., 2007; Turley & Zaman, 2007). For example, in order for an audit committee to fulfil its duties, it should have independent members of management (Carcello et al., 2006; Saleh et al., 2007; Lin et al., 2009). Erickson et al. (2005) conclude that the independence of audit committees is likely to lessen the agency problem. The important role and responsibilities of the independent directors who are members of the audit committee in respect of lessening the agency conflict have been stated by Fama and Jensen (1983), and McMullen and Raghunandan (1996). 

An independent audit committee is required to oversee the process of a company’s financial reporting (Klein, 2002a). Hence, the independence of the audit committee improves the quality of the financial reports (e.g. Pucheta-Martínez & de Fuentes, 2007). The independence of the audit committee members is deemed to be one of the important necessary determinants in terms of its effectiveness (DeZoort et al., 2002; Pomeroy & Thornton, 2008). One objective of the audit committee is the unprejudiced review of financial data, for which the independence of an audit committee helps (Kirk, 2000). The independence of the audit committee allows it to monitor managers better because it has no personal relationship with the company’s management. Their independence allows the auditors to audit financial information more objectively (Darus & Mohamad, 2011). This is because an independent audit committee provides greater support for auditors in their reporting decisions (Carcello & Neal, 2000). 

Therefore, it could be argued that the financial reporting quality and credibility could be badly affected with insufficient independence of the audit committee members. The presence of an independent audit committee is an indication of the company’s commitment to practice of corporate governance (Sommer, 1991). The argument points out the significance of examining the independence of the audit committee as a determinant of the effectiveness of the audit committee. It also suggests that audit committees that do not have non-executive directors can obstruct or hamper the best practice of corporate governance (Ruiz-Barbadillo et al., 2007; Al-Najjar, 2011). Therefore, the independence of the audit committee is important as an effective monitoring mechanism to prevent companies obtaining a modified audit opinion. 

Both the Cohen Commission (AICPA, 1978) and the Ribbon Report (BRC, 1999) stress that audit committee members should be independent in order for them to offer an effective control mechanism of corporate governance. The Blue Ribbon Committee (BRC, 1999) and the National Association of Corporate Directors (NACD, 1999) point out that audit committees are liable to safeguard the credibility of the financial reporting of a company more effectively if the committee members are independent of executive management. The Sarbanes-Oxley Act of 2002 directs that the audit committees of listed companies should be entirely composed of directors who are independent. According to the Ribbon Report (1999), for the audit committee to work as an effective corporate governance control mechanism, its members should be independent of the management. This is consistent with the specified principles in the Revised Malaysian Code on Corporate Governance 2007. Audit committee independence is enhanced as a result of excluding executive-directors from membership.[footnoteRef:45] This is in compliance with the current Listing Requirements of Bursa Malaysia, which suggest that the audit committee should comprise a majority of independent directors and that all members of the committee must be non-executive directors (As prescribed by Chapter 2, Paragraphs 15.10, 15.11).  [45:  “The board should establish an audit committee comprising at least three members, a majority of whom are independent. All members of the audit committee should be non-executive directors” (the revised MCCG, 2007).] 


Many prior studies support the view that independent members enhance the effectiveness of an audit committee to oversee the financial reports. Lorca et al. (2011) argue that the effectiveness of a committee is dependent on the degree of its independence. This is because an audit committee with more outside directors indicates less interference from management to exercise their independent and better quality of financial reporting (Akhtaruddin & Haron, 2010). This is further supported by research demonstrating a positive association between higher-quality financial reporting and audit committee independence (McMullen & Raghundan, 1996; Carcello & Neal, 2000; Davidson et al., 2005). 

In Malaysia, Saleh et al. (2007) uncover a negative association between earnings management and the percentage of independent members on the audit committee. Hashim and Abdul Rahman (2011, 2012) indicate that the association between audit report lag and audit committee independence is negative in the Malaysian context. In addition, Abdullah et al. (2010) find that an independent audit committee is significantly related to a higher probability of financial restatement. In another area, this finding is consistent with the current findings in Malaysia in that Md Yusof (2010) uncovers that audit committee independence is positively associated with larger discretionary accruals, which is contradictory to the prediction of the agency theory. Moreover, Abdul Rahman and Mohamed Ali (2006) fail to provide sufficient evidence to support the relationship between earnings management and the percentage of independent directors on the audit committee among Malaysian companies. However, Rahmat et al. (2009) argue that financially distressed companies are not associated with audit committee independence, while Mohamad-Nor et al. (2010) suggest that audit committee independence is not related to audit lag in the Malaysian context. 

More particularly, a review on the audit committee and modified opinion audit literature by Rusmin et al. (2009) investigates how the audit committee, as one of the governance monitoring mechanisms, affects the prospect of receiving a modified audit report. They find a negative but statistically insignificant association between audit committee independence and modified audit opinion. Contrary evidence has been provided by Pucheta-MartInez and de Fuentes (2007), who assume that an independent audit committee with a high percentage of members who act on behalf of more shareholders will have more ability to improve the financial-information quality. Thus, independent audit committees are more likely to be more effective in overseeing how the financial statements are prepared as well as prevent disagreements of the management with the auditor, and reduce the probability of modifications. Hence, an independent audit committee seems to have more effective monitoring activities and influence on the oversight of the financial reporting process, which reduces the prospect of a company receiving a modified audit opinion.

Therefore, it can be concluded that, based on the agency theory, an audit committee with a higher number of independent members reinforces the internal control in the company, which will be stronger, and, hence, the likelihood of obtaining a modified audit opinion will be decreased. The extent to which audit committee independence contributes to the govern-effectiveness of audit committees in the Malaysian environment to reduce the prospect of receiving a modified audit opinion is still not known.[footnoteRef:46] Therefore, the factor of audit committee independence is included in the research framework of this study under the group of audit committee characteristics. [46:  The members of the audit committee who are independent of the executive management will be more liable to improve the monitoring of corporate financial reporting as well as the internal control, which reduces the probability of receiving a modified audit report (Pucheta-Martínez & de Fuentes, 2007).

] 


2.3.2.2 Audit Committee Size

Audit committee size is an indicator of the amount of resources the company utilises to improve enhancing the quality of its financial reporting (DeFond & Francis, 2005). The composition of members of the audit committee in terms of number is often considered to be a reflection of the available knowledge and skills acquisition by the committee for the supervision and overseeing of the process of financial reporting (Lin & Hwang, 2010). Kalbers and Fogarty (1993) argue that the audit committee’s size is considered to be a measure of its effectiveness. Vafeas and Waegelein (2007) offer evidence that the size of audit committee is a significant factor determining the effectiveness of the audit committee. In this respect, Yatim et al. (2006) and Mohamad-Nor et al. (2010) argue that the number of audit committee members is desirable in enhancing the quality of financial reporting. In this regard, the Revised MCCG (2007) and the Bursa Malaysia Listing Requirements (Chapter 2, Paragraph, 15.10) recommends that at least three directors should be members of the audit committee (an audit committee should be composed of at least three directors).

From the agency perspective, it can be argued that a larger audit committee has a greater tendency to resolve the agency problems and reduce its costs. This is because a larger number of audit committee members has more ability to uncover and resolve possible problems that are encountered during the process of financial reporting, as it is more likely to provide the needed strength, diverse views and expertise in order to ensure effective monitoring (Bédard et al., 2004; Nelson & Jamil, 2012). Thus, a larger audit committee means more knowledge is available to the audit committee, making it more effective in monitoring the process of financial accounting and ensuring the credibility and reliability of the financial information reported (Anderson et al., 2004; Ghosh et al., 2010; Bahar Moghaddam & Salehi, 2011; Hassanein & Wahsh, 2013). Overall, an audit committee with more members will provide a more effective monitoring mechanism to avert the companies from obtaining a modified audit opinion.

Most empirical findings support the argument that a larger number of audit committee members would enhance the quality of financial reporting. With a larger audit committee, latent difficulties in the process of financial reporting can easily be detected and resolved (Wan Hussin & Haji-Abdullah, 2009). This could arise if a larger committee size increases its effectiveness to improve the quality of oversight (Felo et al., 2003). The status and power of the audit committee in a company tend to increase with a large audit committee (Kalbers & Fogarty, 1993). In this case, Felo et al. (2003) document evidence of a positive association between financial reporting quality and the size of the audit committee. Likewise, Ghosh et al. (2010) suggest that the larger the size of the audit committee with a greater breadth of knowledge is more effective in monitoring and ensuring the reliability of the financial reports. On average, an audit committee with more members has more time, knowledge and skills to monitor the process of financial reporting compared to those counterparts with fewer members (Anderson et al., 2004). Meanwhile, Abbott et al. (2004) do not uncover any significant impact among audit committee size and financial reporting quality. 

In Malaysia, companies with a larger number of audit committee members are more likely to have high-quality financial reporting (Wan Hussin & Haji-Abdullah, 2009). In another area, this result is supported by Mohamad-Nor et al. (2010) who uncover that a large and active audit committee enhances the quality of financial reporting. This is consistent with the evidence of a recent study by Shukeri and Islam (2012), which points out that the lag in audit report can likely be reduced with an adequate number of audit committee members. However, Rahmat et al. (2009) show that the size of the audit committee does not play an important role in determining its effectiveness and finds that between financial distress and the number of audit committee members there is no significant relationship. Likewise, Saleh et al. (2007) uncover that earnings management practices have no association with audit committee size.

Regarding the influence of the number of audit committee members on audit opinion, Archambeault and DeZoort (2001) find that audit committee size and auditor switch are negatively significant. This implies that larger audit committees have a greater tendency to defend and protect auditors in the course of reporting decisions more than audit committees with fewer members. In addition, Pucheta-Martinez and de Fuentes (2007) posit that the size of audit committees influences the improvement in the quality of financial information. Thus, a larger number of audit committee members will more effectively oversee the financial statements preparation as well as inhibit disagreements between management and auditor, thereby reducing the probability of modifications. This leads to the conclusion that a higher number of audit committee members seems to have more effective monitoring activities and influence on the financial reporting process oversight, which, ultimately, reduces the prospect of a company receiving a modified audit opinion. 

It is still not known how the size of the audit committee contributes to govern-effectiveness of audit committees in the Malaysian setting to decrease the prospect of a company receiving a modified audit opinion. Therefore, the element of the audit committee size is included in the research framework of this study under the group of the audit committee characteristics. 

2.3.2.3 Audit Committee Meetings

The effective functioning of an audit committee's oversight role requires a substantial amount of time, effort, attention, and preparation from its members. Thus, the degree of an audit committee’s diligence constitutes an additional significant factor influencing its effective functioning. In this respect, Lin and Hwang (2010) argue that it is important that the audit committee provides adequate time to the members to carry out their responsibility in overseeing the process of financial reporting of their company. Whereby, the effectiveness of an audit committee in performing its overseeing function of the process of internal control and financial reporting necessitates regular meetings (Vafeas, 1999). Hence, the number of meetings of the audit committee may provide a measure for audit committee activity (Song & Windram, 2004; Raghunandan & Rama, 2007).[footnoteRef:47]  [47:  Diligence indicates the readiness of the members of audit committee to preserve a high degree of activity in acting in tandem with relevant stakeholders (DeZoort et al., 2002; Raghunandan & Rama, 2007; Rizzotti & Angela, 2013).] 


Chen and Zhou (2007) suggest that the number of audit committee meetings is a significant mechanism of corporate governance. The frequency of audit committee meetings is deemed to be a significant characteristic of monitoring effectiveness (Lin et al., 2006; Nelson & Jamil, 2012). Arguably, the frequency of audit committee meetings leads to fewer financial reporting problems (Menon & William, 1994; Nelson & Jamil, 2012). In this aspect, Nik Salleh et al. (2012) point out that when the audit committee meets from time to time (more frequently) they become more capable of monitoring and overseeing the financial activities effectively because it will have a high-level of activity and sufficient time to work jointly. It will also enable them to prepare, ask questions and inquire as well as follow up answers in the course of dealing with internal auditors, external auditors, management, as well as the other necessary duties for monitoring the financial reporting process (DeZoort et al., 2002; Lin & Hwang, 2010). 

As such, a meeting that is regulated and well controlled would help the audit committee in their examination of the internal control and accounting system in order to inform the upper management of the committee’s effective role (McMullen & Raghunandan, 1996). Meaningful and substantive meetings are consistent with the agency perspective (Beasley et al., 2009); therefore, an active audit committee can mitigate the agency conflict and reduce its cost by monitoring the financial reporting process to improve corporate financial reporting and internal control monitoring, which reduces the information asymmetry (Menon & Williams, 1994; Collier & Gregory, 1999; Saleh et al., 2007; Engel et al., 2010), through improving the quality of the financial reporting (Lin & Hwang, 2010; Nelson & Jamil, 2012; Nik Salleh et al., 2012). As a result, the prospect of receiving a modified audit opinion is reduced (Pucheta-MartInez & de Fuentes, 2007).

Based on the aforementioned arguments, and, in tandem with the laid down rules and guidelines proposed by Cadbury (1992) in the United Kingdom (BRC, 1999), in the United States of America and the Best Practice Code (MCCG, 2000) in Malaysia, an audit committee is required to have a minimum of three meetings yearly. When a meeting is properly planned and scheduled, it enables the audit committee to arrive at decisions as quickly as possible in meeting up with the audit cycle as well as with the issuance of financial statements. Currently, the Bursa Malaysia Listing Requirements (Chapter 2, Paragraph, 15.15) suggest that the audit committee should hold a minimum of four meetings yearly. Such meetings should be on a quarterly basis in order to ensure that the duties are well done and that the responsibilities are fulfilled effectively. All this leads to the conclusion that audit committee meetings seem to be an effective monitoring activity and influence the financial reporting process oversight, which reduces the prospect of a company receiving a modified audit opinion.

Various empirical evidence supports the view that a more active audit committee is more likely to be an effective overseer in the financial reporting process. McMullen and Raghunandan (1996) report that companies without problems in financial reporting are more likely to have an active audit committee compared to their counterparts with financial reporting problems. The audit committees of companies that are having problems in financial reporting often have less tendency to hold frequent and regular meetings. Bédard et al. (2004) suggest that a lower occurrence of financial restatement is significantly related to a higher-level of audit committee activity. This is consistent with arguments of Bédard and Gendron (2010) who document that most studies on the financial reporting quality and audit committee meetings show that a higher number of meetings leads to higher quality.

In Malaysia, Ruzaidah and Takiah (2004) uncover that the audit committees of companies that provide good reporting conduct meetings more frequently than companies whose reporting is poor. More frequent audit committee meetings lead to higher quality financial reporting, because management activities are monitored straight away and more effectively in meetings (Ruzaidah & Takiah, 2004). Mohamad-Nor et al. (2010) argue that in order to promote the quality of financial reporting a higher number of active audit committee meetings is required. 

This is consistent with the evidence of a recent study by Shukeri and Islam (2012) who show that the lag in audit report can be limited by the audit committee holding frequent meetings. In contrast with the evidence of other local studies, Hashim and Abdul Rahman (2011, 2012) find that there is no significant relationship between the number of audit committee meetings and the lag in audit report in the Malaysian context. In another area, Abdul Rahman and Mohamed Ali (2006) find an insignificant relationship between the number of audit committee meetings and earnings management. Likewise, Saleh et al. (2007) uncover that earnings management practices have no association with the audit committee meetings. Ismail et al. (2008) uncover no significant relationship between the activeness of the committee and the quality of reporting. Rahmat et al. (2009) show that the relationship of financial distress with the frequency of meetings of an audit committee is insignificant. Wan Hussin and Haji-Abdullah (2009) find that the frequency of audit committee meetings is not significantly related to the quality of financial reporting.

Archambeault and DeZoort (2001) show that companies without suspicious auditor switches meet frequently and regularly compared to their counterpart companies with suspicious auditor switches. This implies that an audit committee that holds more meetings each year is better able to safeguard auditors when reporting decisions than committees that meet infrequently. Regarding the influences of the frequency of audit committee meetings on audit opinion, Pucheta-MartInez and de Fuentes (2007) posit that an active audit committee will be more responsible in carrying out its responsibilities compared to committees that hold meetings occasionally or do not meet. Accordingly, an audit committee that holds frequent meetings will be more capable of spotting inconsistencies in accounting and financial issues as well as be better able to resolve differences between the auditors and management, than committees that meet infrequently, thereby reducing the probability of modification. However, they find that the frequency of meetings of the audit committee is not significantly associated with the modified audit opinion. 

The extent to which the frequency of audit committee meetings contributes to the govern-effectiveness of audit committees in the context of Malaysia to reduce the prospect of receiving a modified audit opinion is still not known. Therefore, the variable of audit committee meetings frequency is included in the research framework of this study under the group of audit committee characteristics.

2.3.2.4 Audit Committee Financial Expertise

According to Saleh et al. (2007), financial expertise is a key determinant of audit committee effectiveness. In view of the fact that the key responsibility of the audit committee is to oversee the process of financial reporting, controls and auditing processes (Beasley et al., 2009; Mohiuddin & Karbhari, 2010; Nelson & Jamil, 2012), financial expertise is essential to its effectiveness (Blue Ribbon Committee, 1999; PricewaterhouseCoopers, 2005). Such financial expertise has been proven to be essential and significant in order to deal with the intricacies of financial reporting (Kalbers & Fogarty, 1993). Because the issue of financial reporting contains the highest level of technical detail (Kalbers & Fogarty, 1993; Green, 1994; Dhaliwal et al., 2010), it requires audit committee members who have sufficient expertise and knowledge of accounting concepts and the auditing process to understand the issues to be investigated or discussed with both management and the auditors (Bull & Sharp, 1989; Libby & Luft, 1993; Scarpati, 2003; Lipman, 2004; Lin et al., 2008; Lin & Hwang, 2010;  Dhaliwal et al., 2010).[footnoteRef:48] [48:  Audit committees with a greater breadth of knowledge are able to monitor the process of financial accounting more effectively and ensure the credibility and reliability of reported financial information Anderson et al., 2004; Ghosh et al., 2010; Bahar Moghaddam & Salehi, 2011; Hassanein & Wahsh, 2013).] 


Therefore, knowledge of accounting and auditing offers a better base for the members of the audit committee to review as well as analyse the financial information (DeZoort & Salterio, 2001; Rahmat et al., 2009). This is to provide greater monitoring of the financial reporting process, and, in turn, lead to improvements in the corporate governance process, and, ultimately, higher quality financial reports. In this aspect, Beasley et al. (2009) argue that the effective oversight by the audit committee requires its members to have sufficient knowledge of accounting concepts and the process of auditing to improve their understanding regarding the process of financial reporting. The reason for this is that the issues often reported to audit committees are usually technical in nature and thus require sufficient accounting and auditing knowledge for effective oversight (Bull & Sharp, 1989).

The recommendation by the Blue Ribbon Committee on how to make corporate audit committees more effective (BRC) (1999) states that every audit committee ought to have a minimum of one member who has financial expertise. The US Congress (2002) has introduced extensive requirements to address the perceived deficiencies relating to the composition of the audit committees. Section 407 of SOX requires the Securities and Exchange Commission (SEC) to accept and adopt rules mandating that the audit committees of a public company reveal whether or not they have financial experts on the audit committees (and, if not, why not). This requirement reflects the belief of congress that “[. . .] the effectiveness of the audit committees depends in part on its members’ knowledge of and experience in auditing and financial matters” (US Senate, 2002, p. 32). It was stated further that the financial expert should be involved a follows: firstly, they should have an insight into the comprehension of financial statements as well as GAAP; secondly, experience in the preparation of financial statements or should be knowledgeable in the auditing of financial statements; thirdly, experience related to internal accounting controls; and fourthly, understanding of the roles and duties of the audit committee.

In Malaysia, the revised MCCG Code 2007 requires all the audit committee members to be financially literate. In addition, at least one should be a member of an accounting body or accounting association. Additionally, the Code requires that all members of the audit committee should be capable of reading, analysing and interpreting financial statements in order to discharge their responsibilities effectively. Arguably, the revised MCCG Code 2007 requires the audit committee members to have an adequate understanding of accounting matters and issues relating to financial reporting. In tandem, the Listing Requirements of Bursa Malaysia recently incorporated the above suggestion and suggest that a minimum of one audit committee member must fulfil the requisite for financial expertise (a minimum of one member should be a member of Malaysian Institute of Accountants (MIA) or should possess a minimum of three years experience after passing a professional examination).

DeFond et al. (2005) suggest that the appointment of an accounting expert is likely to improve corporate governance due to increased monitoring. In particular, appointing audit committee members with sufficient expertise in financial matters enables them to assess whether accounting procedures correctly reflect the economic essence of transactions and whether the estimates and inferences are realistic, thereby allowing the resolution of difficult accounting matters and higher quality financial reporting (Cohen et al., 2008). Therefore, an audit committee having financial skills and knowledge in financial reporting often has a greater tendency to lessen the prospect of receiving a modified audit opinion.

Empirical research supports the view that audit committee expertise enhances the effectiveness of the audit committee to oversee the financial reporting process. Knapp (1987) indicates that some audit failures occur because the audit committee members lack adequate sensitivity to management’s pressure on the auditor. This may result from the absence or deficiency of the necessary knowledge for their overseeing role. In other words, the lack of necessary knowledge and proper training in financial reporting and internal control results in the ineffective functioning of an audit committee's overseeing role. McMullen and Raghunandan (1996) find that companies having financial problems are unlikely to have financial expertise among the audit committee members. Felo et al. (2003) uncover that the increase in the percentage of financial expertise among the audit committee members is related to the higher quality of financial reporting. Hoitash et al. (2009) find that the percentage of financial experts among the audit committee members has positive a relationship with the quality of financial reporting. Their findings emphasise the essence and significance of financial expertise as a means of reinforcing the overseeing and monitoring role of the audit committee in the process of financial reporting. 

Additionally, DeZoort (1998) examines whether the internal control evaluation of experienced audit committee members in auditing and internal controls differs from inexperienced members, and uncovers the existence of differences between the two groups. DeZoort and Salterio (2001) suggest that the financial expertise of the members of the audit committee, particularly knowledge of auditing, leads to an increase in the possibility of revealing material misstatements or errors and subsequent correction. Goh (2009) examines the relationship between audit effectiveness and the timelier remediation of material weaknesses.  He finds that financial expertise is positively related to the timelier remediation of material weaknesses. Along the same line, Zhang et al. (2007) note that companies are liable to be identified as having an internal control problem if the financial expertise of their audit committees is very low. Krishnan (2005) reports that audit committees that have financial expertise are less likely to experience problems with internal control. 

In the Malaysian context, Rahmat et al. (2009) argue that adequate knowledge of finance and accounting among the audit committee members enables them to oversee and review the operational and financial reporting of the company more effectively. In another area, Hashim and Abdul Rahman (2011, 2012) uncover a negative significant association between the financial expertise of the audit committee members and audit report lag in the Malaysian context. However, Mohamad-Nor et al. (2010) do not uncover any evidence in support of the association of audit committee expertise with the lag in audit report. Wan Hussin and Haji-Abdullah (2009) find that the financial expertise of the audit committee members is not significantly related to the quality of financial reporting. Ismail et al. (2008) also uncover an insignificant relationship between audit committee financial expertise and the quality of reporting. Similarly, Abdul Rahman and Mohamed Ali (2006) find a negative insignificant association between earnings management and audit committee financial expertise. In addition, Saleh et al. (2007) report that earnings management practices has a negative insignificant relationship with the financial expertise of the audit committee. The results illustrate that the relationship between audit committee financial expertise and financial reporting quality in Malaysia is mixed.

Regarding the influence of the audit committee members’ financial experts on audit opinion, Archambeault and DeZoort (2001) note that companies without suspicious auditor switches have a higher number of members on the audit committee who are experienced in auditing, accounting or finance compared to their counterpart companies with suspicious auditor switches. Carcello and Neal (2003) examine the effects of audit committee characteristics on the likelihood of auditor dismissals following a going-concern opinion. They state that protecting the auditors from dismissal in the wake of the issuance of a going-concern opinion can be achieved with the existence of financial experts on the audit committees. Based on a sample of 374 companies, they do not find evidence that financial experts on the audit committees can safeguard auditors from dismissal as a result of auditor opinion. In short, it could be proposed that the increase in the percentage of financial expertise of audit committee members will increase the audit committee’s ability to monitor the management, which will lead to better internal control in the company, and, consequently, will lead to better financial report quality and reduce the prospect of receiving a modified audit opinion. 

Based on a review of the available literature, (as far as the researcher’s knowledge), there is a paucity of research linking audit committee financial expertise with modified audit opinion. Prior studies highlight the importance of addressing various characteristics of the audit committee as the crucial factors in increasing audit committee effectiveness and the monitoring role it plays (Bédard et al., 2004; Abbott et al., 2004; He et al., 2009). In this respect, audit committee financial expertise seems to produce more effective monitoring activities and influence on overseeing the financial reporting process. In turn, all these reduce the prospect of a company receiving a modified audit opinion. As such further empirical investigation becomes necessary. Therefore, audit committee financial expertise is included in the research framework of this study under the group of audit committee characteristics.

2.3.2.5 Audit Committee Effectiveness Score

Previous studies that examine the relationship between the individual characteristics of audit committee and modified audit opinion are small in number and provide unclear results. From the findings of the previous studies, it could be argued that the reason explaining why those studies provide unclear results is because of the narrow focus and omitted variables that could influence the effectiveness of audit committee. For instance, some studies only examined independent members of the audit committee (e.g. Rusmin et al., 2009); and they did not take into account other characteristics that could influence the effectiveness of the audit committee like their meetings and knowledge about accounting concepts and auditing process. Furthermore, other studies examined the characteristics of the audit committee independence – audit committee size and audit committee meetings (e.g. Pucheta-Martinez & de Fuentes, 2007) – but ignored the importance of the other characteristics, such as audit committee financial expertise. The effectiveness of corporate governance requires grouped characteristics, inasmuch as the effectiveness of one mechanism relies on the effectiveness of others. These mechanisms act complementary to each other in protecting the shareholders’ interests (Rediker & Seth, 1995; Davis & Useem, 2002; Cai et al., 2009). 

DeZoort et al. (2002) also argue that the framework of the audit committee effectiveness could be studied to enhance the understanding through the study of the audit committee’s elements as a whole. Bédard et al. (2004) suggest that the characteristic of the outside members with financial background is an important determinant that enables an audit committee to effectively monitor the financial reporting.  Ghafran and O’Sullivan (2013) argue that there appears to be unanimity that an increase in the audit committees’ independence and those having greater financial and accounting expertise positively influences the quality of financial statements. Similarly, Xie et al. (2003) argue that audit committees that have members with financial backgrounds and have frequent meetings can operationalise internal control mechanisms better and enhance oversight of the financial reporting. Moreover, Bédard and Gendron (2010) uncover that the independence, size, meetings and financial expertise of the audit committee have the greatest impact on financial reporting quality. Likewise, Ika and Ghazali (2012) argue that the effectiveness of the audit committee depends on certain characteristics, such as its independence, frequency of meetings, and its size.  In the local context, Saleh et al. (2007) argue that independent members who have financial expertise but do not have frequent meetings will not be able to enhance the effectiveness of the audit committee and overseeing process of financial reporting. Shukeri and Islam (2012) suggest that adequate members of the audit committee and holding frequent meetings as well as regularly attending meetings are capable of improving the quality of financial reporting. 

It is well established from the above arguments that the ability of independent audit committee members to improve the financial reporting quality is dependent on their knowledge about accounting concepts, the auditing process and frequent meetings. Prior studies produced mixed results because the governance mechanisms were studied individually and not as a whole (Ward et al., 2009). In other words, examining the characteristics of audit committees in isolation from each other may be the reason that explains why previous studies provide unclear results. In support of this, Agrawal and Knoeber (1996) indicate that the findings concerning the impact of individual mechanisms may be ambiguous as measuring the corporate governance mechanisms as a whole provides a more effective result as opposed to measuring them individually (O’Sullivan et al., 2008).  Accordingly, this gives the current study two motivations that justify studying the audit committee effectiveness score. 

First, this study extends modified audit opinion studies by examining through individual investigation the relationship between independent audit committee members, the number of audit committee members, audit committee meetings and financial expertise of independent audit committee members and modified audit opinion. Second, this study investigates the association between audit committee characteristics as an aggregated measure producing their effectiveness score with modified audit opinion. As such, further empirical investigation becomes necessary. In turn, the audit committee effectiveness score (as an aggregate test) is included in the research framework of this study under the group of audit committee characteristics.

2.3.3 Internal Audit Function 

Internal audit function (IAF) is one of the key internal corporate governance mechanisms (Mat Zain & Subramaniam, 2007). The importance of an internal auditing in overall governance has been the focus of much attention in recent years (Carcello et al., 2005; Archambeault et al., 2008), given the critical function of internal control on financial reporting (New York Stock Exchange [NYSE], 2004). Internal auditors provide a variety of services within their host companies, including the audit of financial records and processes (Prawitt et al., 2009).[footnoteRef:49] Coram et al. (2008) state that companies that are facing higher-risk should increase organisational oversight through internal audit. In this respect, Herdman (2002) asserts that in order to stem the fraud and abuse by the company successfully, and to be able to prepare accurate financial statements, an effective internal audit is essential.[footnoteRef:50] Schneider and Wilner (1990) suggest that internal auditing deters financial reporting irregularities. Prawitt et al. (2009) confirm that the quality of the internal audit function is associated with the financial reporting quality. Ho and Hutchinson (2010) refer to the importance of having an effective internal audit to ensure the reliability and credibility of financial reporting. Thus, greater participation by the internal audit in evaluating and reviewing the financial reporting leads to an improvement in the quality of such a report (Gras-Gil et al., 2012). [49:  Usually, apart from evaluating the internal controls as well as reviewing the effectiveness, efficiency and economy of operations, the activities of the internal audit also include reviewing and analysing operational and financial information. This may involve a comprehensive examination of the procedures, financial transactions and account balances (Ho & Hutchinson, 2010).]  [50:  The internal audit function contributes to the audit of the financial statement through the help of external auditors by carrying out pertinent work throughout the audit year (Ho & Hutchinson, 2010).
] 


Coram et al. (2008) highlight the significance of an internal audit role as an effective aspect of the structure of corporate governance. Likewise, Ho and Hutchinson (2010), Mat Yasin and Nelson (2012), Mohamed et al. (2012), and Mohamed (2013) confirm that the role of the internal audit as part of the company’s internal corporate monitoring mechanism is very important to ensure the reliability of financial reporting. In addition, Ruud (2003) state that in the recent business environment, the role of the internal audit is considered a principal support function for the board of directors, the audit committee, management as well as other stakeholders. The function of a company’s internal audit may reinforce good corporate governance by helping and upholding the board as well as the audit committee by offering relevant information and advice, providing assurance and expertise (DeZoort et al., 2002; Gramling et al., 2004; Gramling & Hermanson, 2006). In short, it could be alleged that in the system of corporate governance, the internal audit is considered a critical resource because it offers services to the rest of the corporate governance components.[footnoteRef:51] [51:  The Institute of Internal Auditors (IIA) underlines that internal auditing is able to deliver a systematic and disciplined method for the assessment and enhancement of risk management, and effectively monitor, the processes of the corporate governance system (IIA, 2005a).] 


The above scenarios have been supported by regulators and research practitioners. According to the Institute of Internal Auditors (IIA, 1999), internal audit is essentially an independent and objective activity that is designed in order to assure and assist the company to provide added value and enhance its operations. In addition, the SEC (2002, 2004) stresses the significant role of the internal audit function in the corporate governance system as well as in monitoring the processes. The Institute of Internal Auditors (IIA) has issued guidance for evaluating the optimal sourcing structure for the internal audit function alternatives (IIA, 2009; de Zwaan et al., 2011). In Malaysia, the Corporate Governance Code’s (2007) Listing Rules have strongly emphasised the significance of good corporate governance. In this regard, presently, the new Malaysian Code on Corporate Governance 2012 (MCCG 2012) stipulates that, among others, “The board should establish an internal audit function which reports directly to the Audit Committee” (Principle 6, Recommendation 6.2)[footnoteRef:52]. Hence, the internal audit is essentially considered as an important part of good corporate governance, and its role in the Malaysian financial reporting process is critical. [52:  As stated in the commentary on recommendation 6.2 of the Malaysian Code on Corporate Governance 2012 (MCCG 2012), the board should institute a function for the internal audit activities as well as determine a head of the internal audit function who has a full responsibility to lift up the reports to the audit committee directly.] 


Previous studies relating to the impact of the internal audit function on the quality of financial reporting indicate the increasingly significant role of the internal audit in assisting and backing the audit committee in order to ensure the integrity of financial reporting as well as its quality  (Barua et al., 2010). Effective internal audits support the audit committee as follows: (1) affirmation regarding controls, (2) independent assessment of accounting processes and practices, (3) risk analysis, and (4) fraud analysis and special investigation (Hermanson & Rittenberg, 2003). Recently, Prawitt et al. (2012) offered insight concerning how high interaction between the various elements included in corporate governance could influence the quality of financial reporting. Therefore, it can be argued that the effective functioning of internal audit leads to an increase in the quality of financial reporting, which, in turn, increases the opportunity of receiving an unmodified audit opinion.

Based on the agency theory, the internal audit function is viewed as an important monitoring mechanism that reduces the asymmetries of information among managers and shareholders (Rizzotti & Angela, 2013). Therefore, the effectiveness of the internal audit function would improve the monitoring processes of companies to reduce the agency problem and reduce the costs that stem from weak management. Ultimately, this will result in better financial outcomes, which, in turn enhances the quality of the financial reports and reduces the incidence of modifications (Sanchez-Ballesta & Garcia-Meca, 2005). In this regard, an effective internal audit function can relieve the agency problem and reduce its cost in several ways:

1. The agency theory proposes that the internal audit function is an internal monitoring mechanism for reducing the monitoring costs of the statutory external auditor (Adams, 1994; Ho & Hutchinson, 2010).  In this regard, external auditors may find particular aspects of the internal audit function worthwhile and related, and, therefore, are able to decrease their monitoring efforts and thus reduce the external audit fees (Carey et al., 2000).

2. An increase in the effectiveness of the internal audit function may be achieved through increasing its monitoring strength, due to greater overseeing of the company management. Thus, the effectiveness of the internal audit function plays an important role in preventing fraudulent or misleading financial reporting and reducing the agency costs that arise from such situations (Church et al., 1998; Prawitt et al., 2012), as a result of enhancing greater transparency and justice in financial reporting.

Despite the increasing focus in the profession as well as academia on the internal audit role as an aspect of the internal monitoring mechanisms in corporate governance system, there have been limited studies on the importance of this function for ensuring the reliability of financial reporting. Specifically, there are only a few studies that investigate the relationship between the effectiveness of the internal audit function and financial reporting quality (Coram et al., 2008; Prawitt et al., 2009; Ho & Hutchinson, 2010; Johl et al., 2013). This motivates the researcher to investigate the relationship between the internal audit function variables and a modified audit opinion. Based on the previous studies that investigated the relationship between the internal audit function and financial reporting quality for the two perspectives examined – internal audit sourcing arrangements and investment in internal audit function – the researcher builds an association between the internal audit function and a modified audit opinion. Therefore, the variables of internal audit sourcing arrangements and investment in internal audit function are included in the research framework of this study under the group of internal audit function. Subsections 2.3.3.1 until 2.3.3.2 will discuss these elements in detail. 

2.3.3.1 Internal Audit Sourcing Arrangements

The internal audit function can be undertaken in-house by the internal audit department in the company or outsourced to another professional company. Outsourcing of the internal audit function refers to the internal audit activities that are undertaken by independent accounting companies (Carcello et al., 2005; Desai et al., 2011). In recent years, the outsourcing of the internal audit function has become more commonplace (Caplan & Kirschenheiter, 2000; Ernst & Young, 2006). Nevertheless, it is not acceptable for the external auditors of clients to offer the services of the internal audit (Sarbanes-Oxley Act, SOX, 2002). Hence, the outsourcing of internal audit services should be offered by the public accounting companies to non-audit companies and by specialist companies of internal audit services (Ernst & Young, 2006). According to the Bursa Malaysia Corporate Governance Guide (2009), listed companies are required to disclose whether their internal audit function is performed in-house or is out-sourced (Chapter 9 Appendix 9C Part A (Paragraph 30))[footnoteRef:53]. Despite various internal audit sourcing arrangements, recent guidance from the Institute of Internal Auditors (IIA, 2009), and the Bursa Malaysia Corporate Governance Guide (2009), does not recommend any single sourcing arrangement as being preferable to the others. Moreover, the institute of Internal Auditors (IIA, 2009), and the Bursa Malaysia Corporate Governance Guide (2009) do not specifically prohibit the provision of internal auditing services by the clients external auditors.[footnoteRef:54] [53:  Bursa Malaysia reserves its right to penalize non-compliance with the listing requirements. However, so far, no cases of penalties to PLCs with regard to the disclosure of the internal audit function have been reported. ]  [54:  Do not prohibit external auditors rendering the services of an internal audit to their audit clients.] 


There are several merits and shortcomings associated with the sourcing arrangements for the function of the internal audit, in respect of business knowledge, costs and independence (Desai et al., 2011). In this case, the rationale for keeping the internal audit function in-house or outsourcing to an external provider is a matter of much debate nowadays. It has been argued on the one hand that keeping the internal audit function in-house leads to effective control over the operations of audit. This safeguards clandestine information, provides a better understanding of the process of business as well as protects in respect of related risks from outsiders and non-employees, and promotes and gives more chance to learning and training for the company’s employees than an outsourced internal audit function (Rittenberg et al., 1999; Del Vecchio & Clinton, 2003). Numerous researchers have stated the usefulness of in-house providers to the internal audit function. This is because they have thorough knowledge, faithfulness and the ability to handle crisis circumstances, such as those that may involve fraud, mislead, or other accounting risks (Chadwick, 2000; Speklé et al., 2007; Coram et al., 2008; Prawitt et al., 2012).

On the other hand, advocates of outsourcing the internal audit function argue that outsourced internal auditors are more independent than in-house internal auditors, because of the difficulty of company’s employees being truly independent of their management (James, 2003). This is because the outsourced internal audit auditors are less likely to acquiesce to management pressure than the in-house internal auditors who are not independent of the company management (Del Vecchio & Clinton, 2003). Along with this argument, Ahlawat and Lowe (2004) suggest that the function of an in-house internal audit is less likely to be objectively compared with the function of an outsourced internal audit. Likewise, external auditors do not consider internal auditors to be more objective and independent if they are employees in the company (Gramling & Vandervelde, 2006).[footnoteRef:55] [55:  DeZoort et al. (2001) refer that the external auditors is considered the in-house internal auditors to be less objective as they perceive the in-house internal auditors when obtain incentive in form of compensation or undertake consulting work.] 


Additionally, outsourcing the internal audit function to an external independent company also provides the following benefits: (1) obtain specialised knowledge of an independent company that specialises in providing audit services; (2) greater geographic coverage of internal audit activities; (3) greater flexibility in planning of internal audit activities because the company does not have to hire new employees when a temporary need for expert knowledge arises; (4) relatively lower probability that outside internal audit personnel would exert pressure on the management (give way to pressure from the management?); (5)  enhance the coverage of risk; (6) prevent or avert investment in an operation that is not core; and, as a result, (7) improve the performance of the company (Crawford et al., 1996; Shapoff, 1999; Del Vecchio & Clinton, 2003; Desai et al., 2011). Numerous researchers suggest that outsourcing the internal audit function provides a cost-effective service, flexibility as well as expertise (Caplan & Kirschenheiter, 2000). In addition, outsourced internal auditors often take larger legal liability into account than in-house internal auditors, which might influence their incentives with regard to audit issues, and which impact on the external financial reporting quality (Ahlawat & Lowe, 2004).[footnoteRef:56] [56:  The penalty that may be imposed on an in-house internal audit as a result of an audit failure is limited. The spirit of the relationship between the employer and employee provides in-house internal audit actual limited liability. In contrast, accounting firms possess large resources and have the capacity to pay damages to clients in a case where there is an audit failure in relation to the services of internal audit outsourcing (Caplan & Kirschenheiter, 2000).] 


In this regard, Carey et al. (2006) uncover that the internal audit outsourcing is related to the expected cost savings and the technical efficiency of the external provider. They additionally highlight that the most commonly outsourced internal audit activities were conventional services, such as statement and compliance auditing.[footnoteRef:57] Along of the same line, this result is somewhat similar to the results of Caplan and Kirschenheiter (2000), James (2003), and Desai et al. (2011) who find that the services of internal audit function provided by external providers are considered to be higher quality compared to those provided by in-house providers. Furthermore, Carcello et al. (2005) find that the outsourcing of internal audit activities has a negative effect associated with the total investment in the internal audit function (i.e. spending for in-house plus outsourced internal audit services), and suggest that the outsourcing internal audit function (i.e. percentage of outsourcing) leads to reduced monitoring costs. In addition, Sharma and Subramaniam (2005) uncover that the level of environmental uncertainty in companies has a negative significant association with the levels of outsourcing the internal audit function.[footnoteRef:58] However, in the Malaysian setting, Mat Yasin and Nelson (2012) find that the internal audit sourcing arrangements (outsourced vs. in-house) do not have any significant relationship with external audit fees, even though they uncover a negative sign. [57:  One potential motivation for outsourcing any noncore function is to reduce costs, to increase quality or to focus on core activities (Carcello et al., 2005).]  [58:  “With increasing uncertainty, it follows that companies will experience greater exceptions in transaction processing and increased risk of non-compliance with organizational policies and procedures. Consequently, the level of environmental dynamism will also affect the nature and extent of internal audit activities” (Sharma & Subramaniam, 2005, P. 37).] 


In particular, to the best of the researcher’s knowledge, there are few studies that have examined the relationship between sourcing arrangements of the internal audit function and the quality of financial reporting. Prawitt et al. (2012) uncover that the outsourced internal audit function (outsourced internal audit work to their external auditor pre-SOX) is associated with lower accounting risk.[footnoteRef:59] However, Kinney et al. (2004) do not find any association between restatements and outsourcing the work of the internal audit function to an external provider (external auditor). Further, Dickins and O’Reilly (2009) find a positive significant relation between the percentage of outsourced internal audit work and the frequency of material weaknesses in internal control. Likewise, in the local context, Johl et al. (2013) find that outsourcing the internal audit is positively associated with earnings management. [59:  Prawitt et al. (2012) investigate whether a greater risk of fraudulent or misleading external financial reporting (often classified as accounting risk) is associated with companies whose internal audit function is outsourced to their external auditor (pre-SOX). Their findings show that companies that outsourced a minimum of some part of their function of internal audit to their external auditor (pre-SOX) have less accounting risk compared to those companies that contract out to other Big N providers of service, or contract out to third-party non-Big N providers of service, or companies that kept their internal audit function completely in-house. The results of their study also suggest that companies that contract out to a Big N provider of service different from their external auditor or to another non-Big N provider of service, record significant greater accounting risk compared to companies that keep their internal audit function completely in-house.] 


This leads to the conclusion that outsourcing seems to have more effective monitoring activities and influence on the financial reporting process oversight, which, in turn, reduces the prospect of a company receiving a modified audit opinion. However, to date, there is no study that highlights the importance of this issue by connecting the impact of the internal audit sourcing arrangements with modified audit opinion (To the knowledge of the researcher). This has the tendency of providing a worthwhile track for empirical investigation in this study.[footnoteRef:60] [60:  One of the important motives (reasons) as to why studies have not been conducted in this area is that data concerning the internal audit sourcing arrangements is not publicised; thus, making researchers rely on surveys for data collection (Barua et al., 2010).] 


Although the internal audit sourcing arrangements determine its effectiveness, it is still not known how the internal audit sourcing arrangements contribute to the effectiveness of the internal audit function in the Malaysian environment to improve the monitoring process of internal control and corporate financial reporting to enhance the quality of financial reports. Likewise, there has been no research until now (to the best knowledge of the researcher), which directly compared the relative effectiveness of outsourcing vs. in-house with the modified audit opinion. This motivates the researcher to investigate the relationship between the internal audit sourcing arrangements and modified audit opinion. In this respect, this study seeks to extend the work of Prawitt et al. (2012) in an Asian country’s economy, by investigating whether outsourcing the function of the internal auditor to an external provider has an effect on the type of audit opinion. Hence, further empirical examination becomes necessary. In turn, internal audit sourcing arrangements are included in the research framework of this study under the group of internal audit function.

 2.3.3.2 Investment in Internal Audit Function

Financial reporting problems reflect greater financial reporting risk or complexity and thus require internal monitoring (Carcello et al., 2005). An effective internal audit  function is one of the foundation stones of internal corporate governance monitoring mechanisms, along with the board of directors and the audit committee,  which contribute towards the quality of corporate governance, through its oversight role (IIA 2005b; Coram et al., 2008; Prawitt et al., 2009; Soh & Martinov-Bennie, 2011). In order for the function of the internal audit function to be considered an important resource, internal auditors must possess a suitable degree of effectiveness, which includes technical ability, the perspective of broad governance, and communication competence (Gramling & Hermanson, 2006). The Institute of Internal Auditors Attribute Standards stipulates that internal auditors should have skills, knowledge, as well as other competencies considered necessary to effectively fulfil their duties (IIA, 2005a; IIA, 2008). It is critical for the internal audit function to be sophisticated enough to carry out its monitoring role and contributions in the area of corporate governance. Hence, for the internal audit function to be sophisticated it should have greater resources to enhance the competence and cognitive abilities for the internal auditors; and increase the ability to access specialised knowledge of the independent firm that specialises in providing audit services. All these highlight the need for investment in the internal audit function to improve its effective monitoring role, as an integral part of high-quality corporate monitoring mechanisms.

The costs incurred (investment) for the internal audit function typically comprise manpower, training, out-sourced service provider and travelling (Exhibit 11, Sample Statement on Internal Audit Function, Bursa Malaysia, Corporate Governance Guide, (2009) mandates that listed companies disclose the incurred costs for the function of the internal audit over the financial year (Chapter 9 Appendix 9C Part A (Paragraph 30).[footnoteRef:61] In short, it could be argued that the financial resources are crucial for enabling an effective internal audit function.  [61:   The costs incurred for in-house plus the costs incurred for outsourcing, in respect of the financial year.] 


The investment in the internal audit function enhances the competence of the personnel in the internal audit function, which, in turn, helps companies to establish stronger control over financial reporting and improve the effectiveness of the internal audit activities, and, thus, reduce the existence of the control problems (Lin et al., 2011).[footnoteRef:62] In related research, Ge and McVay (2005) suggest that the strength of internal control is usually related to sufficient resources being allocated to accounting control. Thus, internal audit resources and capabilities make it possible for internal auditors to acquire a better understanding of their roles in corporate governance; and assist top management in their corporate governance roles (Schneider, 2008). Likewise, Carcello et al. (2005) suggest that a company that faces significant risks will increase the effectiveness of the internal audit monitoring through greater investment in the internal audit function. In such a case, the company would have the need for internal audit monitoring, and would have the financial resources available to invest in such monitoring (Carcello et al., 2005). [62:  To increase the ability of the internal auditors to prevent and detect internal control irregularities, the internal auditors must have the capability to understand financial reporting matters, which influences the quality of the financial reporting and thereby determines the probability of Malaysian public listed companies obtaining a modified audit opinion.] 


Research in the area of investment in the internal audit function is very limited.[footnoteRef:63] For example, some studies focus on dealing with the factors that determine the extent of investment in the function of the internal audit, and investigate the factors related to the level of investment in the function of internal audit. Barua et al. (2010) state that investment in the function of internal audit (the budget of internal audit) has a negative association with the average tenure of audit committee members, the existence of auditing experts among the committee and the percentage of internal auditing outsourced, although that is positively associated with the meetings of the audit committee (which is used to measure the diligence of the audit committee). In addition, Carcello et al. (2005)[footnoteRef:64] uncover that the investment in the function of the internal audit is positively associated with the external audit fee and negatively related to the structure of the internal audit function (i.e. percentage of outsourcing).  [63:  “One reason for the lack of studies is that data on internal auditing is not publicly available and empirical researchers have to resort to surveys as a means of collecting data” (Barua et al., 2010, P. 504).]  [64:  Carcello et al. (2005) uncover that the budgets of the internal audit (in-house portion plus outsourced portion) is positively associated with the size of the company, inventory intensity, leverage, industry type, operating cash flows, ability to pay for monitoring, and audit characteristics. They also show that higher budgets are devoted to the internal audit while the audit committee reviews such budgets.
] 


In contrast, some studies examine the effect of investment in the internal audit function on the financial reporting process. For example, Prawitt et al. (2009) argue that the quality of internal audit function improves by increasing the resources allocated to the internal audit function; through the relative increase in the resources for the internal audit function, which enables the company to improve the effectiveness of the internal audit monitoring to detect and deter material misstatements. They do not test the direct influence of investment in internal audit function per se. Instead, they use the amount of dollars the company expended on the internal auditing (divided by total assets of company) relative to the amount expended on industry’s internal auditing as one of the six composite measurements of the quality of the internal audit function. It is found that the overall composite measurement of quality of the internal audit function decreases the extent of earnings management. In the same way, Prawitt et al. (2012) uncover that the relationship between lower accounting risk and investment in internal audit function (as one of the six composite measures of internal audit function quality) is positively significant. This indicates that an increase in the investment in the internal audit function increases the quality and effectiveness of the internal audit function. In turn, the financial reporting quality improves due to the greater investment in the internal audit function and enables the company to improve the effectiveness of the internal audit monitoring to detect and deter material misstatements. However, Lin et al. (2011) test the amount invested in internal audit function and the likelihood that the company reveals material weaknesses in the internal controls over financial reporting and find an insignificant association between material weaknesses disclosure and the internal audit function investment. 

Moreover, in the local context, although it shows a negative relationship, Apadore and Mohd Noor (2013) find no significant relationship between internal audit investment and audit report lag. Nevertheless, Mat Yasin and Nelson (2012) uncover that the incurred costs for the function of internal audit (as a proxy for internal audit function size) has a positive significant relation with the fees of the external audit. Likewise, Johl et al. (2013) find that the internal audit investment has a negative relationship with abnormal accruals at the 0.05 level of significance. 

The above discussions lead to the conclusion that investment in the internal audit function seems to have a more effective monitoring activity and influence on the financial reporting overseeing process, which, in turn, reduces the prospect of a company receiving a modified audit opinion. Hence, a well-funded internal audit function enables it to improve its monitoring role[footnoteRef:65]. Despite the importance of the internal audit function on internal control over financial reporting; only a few researchers have empirically investigated the investment in the internal audit function’s role in the financial reporting process. It is not clear ex ante how investment in internal audit functions will affect the internal control and enhance the quality of financial reporting (Lin et al., 2011) and thus reduce the prospect of receiving modified audit opinion. Yet, as far as the researcher’s knowledge, no study has linked this issue through determining the effect of the investment in the internal audit function with modified audit opinion. This has the tendency of providing a unique consideration for empirical investigation in this study. [65:  Given that investment in the internal audit function enhances effective monitoring activity and influences the financial reporting overseeing process, the investment in the internal audit function seems to increase the effectiveness of the internal audit function, which would improve the monitoring process of companies to reduce the agency problem as well as the costs that stem from weak management. Therefore, a well-funded internal audit function enables it to improve its monitoring role.] 


Although the financial resources available to the internal audit function are crucial to enable the internal audit function to improve its effectiveness in the monitoring role, the extent to which the investment in the internal audit function contributes to the internal audit function effectiveness in the Malaysian setting to improve the monitoring process of internal control and corporate financial reporting, which, in turn, enhances the quality of financial reports, is still not known. Likewise, so far, there has been no research (to the best knowledge of the researcher) that highlights the influence of the investment in the internal audit function on the modified audit opinion. This motivates the researcher to investigate the relationship between the investment in the internal audit function and a modified audit opinion. In this respect, this study seeks to extend the work of prior literature in Asian country economies, by investigating whether the investment in the internal audit function has an effect on the type of audit opinion. Therefore, further empirical investigation becomes necessary. In turn, the investment in internal audit function is included in the research framework of this study under the group of internal audit function.

2.4 Underpinning Theory

This study extends the previous literature that explains the association between modified audit opinion and internal corporate governance mechanisms, by using the agency theory as the main theory. The agency theory provides an extensive explanation of the rationale in light of the varying variables of the company’s internal corporate monitoring mechanisms. The definition and description of the agency theory is offered in the following subsection 2.4.1.  

2.4.1 Agency Theory 

An agency problem arises due to the conflict of interests of the principal (owners) and those of the agent (management) as a result of the separation of ownership and management, which creates difficulties or costs for the shareholders in order to monitor the action of management (Jensen & Meckling, 1976; Ittonen, 2009; Darus & Mohamad, 2011; Nelson & Jamil, 2012).[footnoteRef:66] Hence, this environment may lead to problems arising from the hidden action (moral hazard) and concealed information (asymmetry of information). (Arrow, 1985; Beaver, 1989; Ittonen, 2010).[footnoteRef:67] In other words, this environment may lead to different motivations and information asymmetry for each group of stakeholders in the company, which may also cause concern about the credibility of the information, which impacts on the extent of trust of the shareholders in their management.[footnoteRef:68]  [66:  Jenson and Meckling (1976) defined the agency relationship as a contract through which an individual(s) (either the owners or the shareholders) engages someone else (known as the agent) to carry out some services (such as managing the daily operations of the company) on their behalf, in the form of a contractual process in which case the owners (the principal) delegate certain authority and duties to the agent to perform for them (the management), and anticipate them acting in the best way for the successful operation of the company (McKnight & Weir, 2009; Mohiuddin & Karbhari, 2010).]  [67:  Berle and Means (1932) note that when the shareholders are unable to oversee and monitor the management properly, the asset of the company might be used by the management/s for their own welfare rather than for maximising shareholders’ wealth.]  [68:  In particular, this theory is based on the premise that shareholders have less information than management. This information asymmetry negatively effects shareholders’ effectiveness to oversee and monitor the management activities as well as their ability to determine whether the management is served for the sake of their interests duly and properly (Adams, 1994).] 


One consequence of the agency problem is the agency costs associated with mitigating these conflicts of interests by resolving information asymmetry (Arrow, 1985; Beaver, 1989; Farrer & Ramsay, 1998; Chrisman et al., 2004; Cohen et al., 2008; McKnight & Weir, 2009; Ittonen, 2010; Mustapha & Che Ahmad, 2011).[footnoteRef:69] It can be argued that information asymmetry can be reduced primarily by increasing the quality of the financial reports (Verrecchia, 2001; Brown et al., 2004). Similarly, Ball and Shivakumar (2005) show that higher-quality financial reporting is a substitute for decreased information asymmetry. In addition, Francis et al. (2008) suggest that a high quality of financial reporting must decrease the information-asymmetry. Healy and Palepu (2001) argue that the existence of the asymmetry of information and conflicts of interest among managers and shareholders lead to the need to necessity to presence the financial reporting and disclosure. [69:  Agency costs are the expenditure incurred through the process of contracting (Adams 1994). In general, although the principal is able to decrease agency costs through monitoring functions, the monitoring function itself might also involve costs (Ittonen, 2009). Fama et al. (1983) determine agency costs as the expenses of monitoring, bonding and structuring a set of contracts among management and shareholders with conflicting interests. Agency costs may also be included as a set of costs because it may not be possible to completely monitor and oversee all contracts (Jensen, 1983). Adams (1994) indicates that for the sake of ensuring the most favourable level of interest and asymmetry of information; the contracting costs will be incurred by the principals and agents. For instance, shareholders (principals) will incur the costs of monitoring that arise from external audit of the company’s financial statements. Alongside this, the management (agents) incurs costs as a result of the overseeing process on the internal controls and external financial reporting (Adams, 1994).] 


Audit opinion is widely utilised as a measurement of the quality of financial reporting (Chen et al., 2001; Pucheta-Martínez & de Fuentes, 2007; Farinha & Viana, 2009). Arguably, the type of audit opinion can enhance or decrease the reliability and credibility of the financial information as well as the integrity of the process of financial reporting (Watts & Zimmerman, 1986; Adiloğlu & Vuran, 2011). In this respect, the audit opinion expressed on the financial statements prepared by management must help reduce the asymmetry of information among management and shareholders, which, in turn, reduces the divergent interests between shareholders and managers (Elfouzi & Zarai, 2009; Stanley et al., 2009).[footnoteRef:70] This is because the opinion of the external auditor is designed to inform material misstatements discovered in the audited financial statements (Elfouzi & Zarai, 2009; Stanley et al., 2009; Adiloğlu & Vuran, 2011). Therefore, the audit opinion appears through the agency theory to give indicators about the quality of the company’s financial reports to users of the financial statements (e.g. Jensen & Mecking, 1976; Carcello & Neal, 2000; Hope & Langli, 2010).[footnoteRef:71] [70:  The audit opinion is contagious to lessen asymmetry through communicating the assessment of the auditor concerning whether the financial statements are devoid of material misstatement and whether they are fairly presented in line with the commonly accepted principles of accounting (Elfouzi & Zarai, 2009; Stanley et al., 2009). Audit reports complement the information of accounting derived from the financial statements. This information offers a means of improving the reliability of management disclosures because it provides a sign of the managers’ performance, and, consequently, a reduction in the agency problem and its costs (Elfouzi & Zarai, 2009; Stanley et al., 2009; Maggina & Tsaklanganos, 2011). The type of audit opinion issued by the external auditor provides information to the financial statements’ users. These users depend on this report, which provides assurance concerning the financial statements issued by the company (Arens et al., 2006; Adiloğlu & Vuran, 2011).]  [71:  The auditor’s opinion plays a key role in cautioning financial statement users in advance of the impending problems with the company’s financial reporting (Hope & Langli, 2010; Ismail & Mustapha, 2013).  
] 


Specifically, the decision to receive or avoid a modified audit opinion is considered prima facie evidence of the quality of the financial statements (Chen et al., 2001; Pucheta-Martínez & de Fuentes, 2007; Farinha & Viana, 2009), whereby the modified audit report involves a statement concerning the quality of financial statements and its presentation (Sundgren, 2009). Therefore, some argue that the occurrence of audit modification is directly related to the financial reporting quality (Pucheta-Martinez & de Fuentes, 2007; Farinha & Viana, 2009). Thus, it can be argued that the modified audit opinion can be explained to imply a remark of low quality of financial reporting (Farinha & Viana, 2009), and may indicate the presence of an agency problem, a concern that is central to the users of financial statements (Sanchez-Ballesta & Garcia-Meca, 2005).

Consequently, the existence of a modified opinion may impose on shareholders the need to institute some form of control (Firth et al., 2007; Pucheta-Martinez & de Fuentes, 2007; Farinha & Viana, 2009). Several contractual structures including corporate governance are suggested to mitigate an agency problem between the shareholders and management as well as reduce its costs (Walsh & Seward, 1990; Davis et al., 1997; Cohen et al., 2008; McKnight & Weir, 2009; Mustapha & Che Ahmad, 2011; Johl et al., 2012; Chen et al., 2012; Rizzotti & Angela, 2013; Johl et al., 2013). From the perspective of the agency theory, corporate governance mechanisms influence the type of audit opinion. Rusmin et al. (2009) state that governance monitoring mechanisms affect the prospect of receiving a modified audit opinion. This argument is consistent with numerous prior empirical studies on modified audits, which suggest that the absence of a modified audit opinion is associated with the effectiveness of monitoring corporate governance mechanism variables (Sanchez-Ballesta & Garcia-Meca, 2005; Firth et al., 2007; Pucheta-Martinez & de Fuentes, 2007; Farinha & Viana, 2009). 

To protect shareholder interests, by mitigating the agency problem between shareholders and management and reduce its costs, agency theorists prescribe various governance mechanisms (Walsh & Seward, 1990; Davis et al., 1997). Hill and Jones (2001) note that corporate governance may involve the mechanisms utilised to oversee and control the managers to make sure that their activities are in line with all stakeholders’ interests. Therefore, Maijoor (2000) suggests that the issue of the corporate monitoring mechanisms are very much related to the agency theory. This is because corporate governance focuses its attention on dealing with the quandary brought about by the issue of ownership separation from the control of business (Okpala, 2012).[footnoteRef:72] Hence, corporate governance is arguably an important mechanism to oblige the management to work in order to shareholders interests and solve agency problems (Shleifer & Vishny, 1997; Chen et al., 2012).  [72:  To some extent, the mechanisms of corporate governance ought to be deemed a crucial means of reducing agency conflict, particularly when it accommodates all shareholders’ interests. In this respect, the enhancement of internal monitoring mechanisms could be attributed to solve the agency problem. According to the agency theory, the board of directors’ role focuses on monitoring the instrument of management to safeguard the interests of shareholders (Fama & Jensen, 1983).  ] 


In this respect, the responsibility of the corporate governance mechanisms of a company’s financial statements is ensuring the compliance with GAAP and to preserve the integrity and credibility of a company’s financial reports (Lin & Hwang, 2010). Strong corporate governance mechanisms are more capable of enhancing and increasing the quality of accounting information (Johl et al., 2012). Hence, well-structured mechanisms of corporate governance are expected to improve and increase the quality of financial reporting because it provides effective overseeing and monitoring of management in the process of financial reporting (Lin & Hwang, 2010). As a result, the opportunity of receiving an unmodified audit opinion increase, which, in turn, leads to mitigating the agency problem and reducing its costs.

The current advances in the corporate governance literature indicate the importance of internal corporate governance mechanisms in solving the agency problem and reducing the costs inherent in managing any company during its monitoring role, to enhance the quality of the financial reporting process, and, eventually, reduce the prospect of receiving a modified audit opinion (Firth et al., 2007; Farinha & Viana, 2009). In so doing, the board of directors, audit committee, and internal audit function are the principal internal mechanisms of corporate governance that have the effective responsibility of overseeing  the overall  control environment (Adams, 1994; Carcello et al., 2005; Zhang et al., 2007; Sharma et al., 2008; Johl et al., 2013), monitoring and overseeing the management to ensure the integrity of the process of financial reporting and improve the reliability as well as credibility of the financial information (Watts & Zimmerman, 1986; Mat Yasin & Nelson, 2012), which, ultimately, increases the quality of financial reporting. Therefore, the prospect of receiving a modified audit opinion decreases (Sanchez-Ballesta & Garcia-Meca, 2005; Firth et al., 2007; Farinha & Viana, 2009). 

Regarding the board of directors’ effectiveness and modified audit opinion from the agency theory perspective, the board of directors has been considered to be one of the important internal monitoring mechanisms utilised in corporate governance to solve the agency problems inherent in managing companies (Che Haat et al., 2008; Darus & Mohamad, 2011; Kamardin & Haron, 2011) through its responsibility to monitor managerial behaviour for the interests of shareholders as well as on behalf of them (Marlin & Geiger, 2011; Kamardin & Haron, 2011). The board provides effective monitoring of management in the process of financial reporting (Lin & Hwang, 2010; Darus & Mohamad, 2011). 

Hence, the board of directors’ effectiveness plays a vital role in guaranteeing the quality of financial reporting. In this respect, varying board characteristics may impact on the quality of its supervision of the process of financial reporting (Farinha & Viana, 2009). These characteristics determine the board’s monitoring effectiveness and its ability to improve the financial reporting quality (Kiel & Nicholson, 2003; Firth et al., 2007; Farinha & Viana, 2009), which, in turn, affect the presence or absence of a modified audit opinion, and, consequently, influence its ability to mitigate the agency problem and reduce its costs.

Based on the extant literature, the characteristics of the board of directors – independent non-executive directors, board size, board meetings, and board financial expertise – are the key characteristics of a board that determine its effectiveness in monitoring management during the process of financial reporting to enhance the quality of financial reporting (Goh, 2009; Farinha & Viana, 2009; Al-Najjar, 2011; Lorca et al., 2011; Johl et al.,013), and, as a result, the prospect of receiving a modified audit opinion is reduced (Sanchez-Ballesta & Garcia-Meca, 2005; Firth et al., 2007; Farinha & Viana, 2009). 

Specifically, a board with a high percentage of independent non-executive directors can bring an independent judgment by exercising control over top managers’ decision-making because they can provide independent assessments and checks and balances for the board and reduce the probability of top management colluding to expropriate shareholders’ wealth (Mace, 1972; Fama & Jensen, 1983; Agrawal & Chadha, 2005; Zhang et al., 2007; Johari et al., 2008; Goh, 2009); a board with a sufficient number of members discharges responsibilities and performs various functions (the revised MCCG Code, 2007); a board with frequent meetings are more active in monitoring (Xie et al., 2003; Garcı´a Lara et al., 2009; Lorca et al., 2011); and an increase in financial experts on the board enhances understanding of the financial matters and accounting numbers, enabling them to both ask the correct and appropriate questions as well as appreciate and comprehend the answers (Xie et al., 2003; Lin et al., 2003; Park & Shin, 2004; Agrawal & Chadha, 2005). 

Therefore, the increase in the effectiveness of these characteristics increases the controlling and monitoring of the activities as well as the opportunistic behaviour of management. It also assists in assessing management more objectively (Fama & Jensen, 1983; Mak & Roush, 2000; Kiel & Nicholson, 2003; Nam & Nam, 2004; Cohen et al., 2008; Abidin et al., 2009; He et al., 2009; Marlin & Geiger, 2011; Cassell et al., 2012), resulting from the enhancement of the integrity of the process of financial reporting (Watts & Zimmerman, 1986; Bradbury et al., 2006; Zhang et al., 2007), as well as the credibility and reliability of financial statements (Xie et al., 2003; Yatim et al., 2006), which may lead to an increase in the opportunity of receiving an unmodified audit opinion.  Consequently, the agency problem and its costs would be mitigated (Jensen & Meckling, 1976; Fama & Jensen, 1983; Kiel & Nicholson, 2003; Che Haat et al., 2008; Darus & Mohamad, 2011; Kamardin & Haron, 2011; Lorca et al., 2011). Empirically, several studies in the context of modified audit opinion support the suggestion of the agency theory. For instance, Firth et al. (2007) and Farinha and Viana (2009) report a negative association between the percentage of independent non-executive directors and modified audit opinion. Further, Rusmin et al. (2009) find that board size is related to modified audit opinion. Moreover, Farinha and Viana (2009) find a negative relationship between board meetings and modified audit opinion. It is expected that the characteristics of board of directors act in complementary or substitutable functions related to the issues of modified audit opinion.

With respect to the audit committee and modified audit opinion forming the agency theory viewpoint, the audit committee is considered as one of the vital internal monitoring mechanisms used in corporate governance to deter management from manipulating financial results as well as to uphold the reliability of the financial statements to reflect the substance of economic transactions in a true and fair perspective (Ojo, 2006; Mohiuddin & Karbhari, 2010; Okpala, 2012; Mat Yasin & Nelson, 2012). By mitigating the agency problem and reducing its inherent costs in managing companies (Piot, 2004; Erickson et al., 2005; Cohen et al., 2008; Nelson & Jamil, 2012), they mitigate the conflict between the financial statement users and protecting the interests of shareholders (Carcello & Neal, 2000; Krishnan, 2005; Rahmat et al., 2009; Bédard & Gendron, 2010). 

Monitoring the process of financial reporting and ensuring its quality is one of the most important functions of the audit committee (Rezaee & Farmer, 1994; Mohiuddin & Karbhari, 2010; Johl et al., 2012; Mat Yasin & Nelson, 2012). In this respect, the effectiveness of the audit committee depends on its ability to carry out or fulfil its specific oversight responsibilities or duties (Mohiuddin & Karbhari, 2010). Hence, it is argued that audit committee independence, size, meetings, and financial expertise determine audit committee monitoring effectiveness (Bédard & Gendron, 2010; Lin & Hwang, 2010). Thus, the characteristics of the audit committee appear to be important determinants of audit committee effectiveness.

From the context of agency perspective, the effectiveness of the audit committee is based on its characteristics (Ho & Wong, 2001; Bédard et al., 2004; Saleh et al., 2007; Lin et al., 2009; Akhtaruddin et al., 2009). For instance, the higher the number of independent members of the audit committee, the larger the number of members of the audit committee, the more frequently the audit committee meets, and the more expertise in financial matters the audit committee has, the better they can resolve the agency problem and reduce its costs. This is because these characteristics enhance the effectiveness of the audit committee in its responsibility to monitor managers and protect shareholders’ interests through overseeing the corporate financial reporting (Hashim & Abdul Rahman, 2011), as well as upholding the reliability of the financial statements in order to reflect the true and fair view of the substance of economic transactions (Ojo, 2006; Mohiuddin & Karbhari, 2010; Okpala, 2012; Mat Yasin & Nelson, 2012).

In particular, the context of the modified audit opinion supports the standpoint of the agency theory that the audit committee is the best internal corporate governance mechanism that enhances the quality of the reported financial information by listed companies and reduces the prospect of receiving a modified audit opinion (Sanchez-Ballesta & Garcia-Meca, 2005; Pucheta-Martinez & de Fuentes, 2007). In this respect, the previous studies on a modified audit opinion highlight that the likelihood of a company receiving a modified audit opinion decreases with the increase in the number of independent members on the audit committee, a larger audit committee, and more frequent meetings (Pucheta-Martínez & de Fuentes, 2007). More importantly, it is argued that audit committee characteristics act in a complementary or substitutable function related to the issues of modified audit opinion. 

In tandem with the board of directors and the audit committee, the internal audit function is one of the key internal corporate governance mechanisms (Caplan & Kirschenheiter, 2000; Carcello et al., 2005; Mat Zain & Subramaniam, 2007; Archambeault et al., 2008; Coram et al., 2008; Ho & Hutchinson, 2010; Gras-Gil et al., 2012) used as an internal monitoring mechanism to review internal controls (Ho & Hutchinson, 2010) and deter financial reporting irregularities (Schneider & Wilner, 1990), which leads to improved quality of financial reporting (Coram et al., 2008; Prawitt et al., 2009; Ho & Hutchinson, 2010; Mat Yasin & Nelson, 2012; Gras-Gil et al., 2012; Prawitt et al., 2012; Johl et al., 013). Thus, the effectiveness of the internal audit function supports the audit committee for ensuring the integrity of financial reporting as well as its quality (Barua et al., 2010). This, in turn, reduces the information asymmetries between the shareholders and managers (Rizzotti & Angela, 2013), and relieves the agency problem and its costs.[footnoteRef:73]  [73:  The use of the agency framework to investigate the internal audit function effectiveness is important because an internal audit function is viewed as a monitoring response to the agency costs (DeFond, 1992; Anderson et al., 1993; Adams, 1994; Ettredge et al., 2000; Sarens & Abdolmohammadi, 2011).
] 


In this regard, internal audit sourcing arrangements and investment in the internal audit function are among the most important determinants of the effectiveness of the internal audit function to carry out its responsibilities in overseeing the process of financial reporting and enhancing the financial reporting quality (Ge & McVay, 2005; Carcello et al., 2005; Ernst & Young, 2006; Coram et al., 2008; Lin et al., 2011; Prawitt et al., 2012; Johl et al., 2013). Hence, based on the agency theory, an increase in the effectiveness of the internal audit function would improve a company’s monitoring process to mitigate the agency problem and reduce the costs resulting from poor management, and would lead to better financial results (Adams, 1994; Ho & Hutchinson, 2010; Prawitt et al., 2012; Rizzotti & Angela, 2013).[footnoteRef:74] In turn, this enhances the quality of financial information, and, consequently, influences the incidence of modifications. Potentially, internal audit sourcing arrangements and investment in the internal audit function act in a complementary or substitute function related to the issues of modified audit opinion. [74:  The use of the agency framework to investigate the impact of sourcing arrangements of the internal audit function and the investment in the internal audit function as important variables to determine the effectiveness of the internal audit function in performing its responsibilities in the oversight of the financial reporting process is important, because an internal audit function is viewed as a monitoring reaction to agency costs.
] 


Thus, the mechanisms of corporate governance are capable of reducing agency costs and protecting the shareholders’ interests through the monitoring and overseeing of the management activities, and, therefore, align management’s interest with those of the shareholders (Fama & Jensen, 1983; Shleifer & Vishny, 1997; Davis et al., 1997; Carcello & Neal, 2000; Ho & Wan, 2001; Chen et al., 2001; Kiel & Nicholson, 2003; Agrawal & Chadha, 2005; Darus & Mohamad, 2011; Chen et al., 2012; Johl et al., 2012). In applying their monitoring function, it is expected that the impact of internal governance mechanisms on the issues of modified audit opinion may be complementary or substitutive. In this regard, the role of corporate governance in this study is viewed as protecting shareholders by monitoring managers to improve the quality of financial reporting and increasing the opportunity of Malaysian publicly listed companies receiving an unmodified audit opinion through several internal mechanisms of corporate governance. This is supported and reinforced by the view of the Malaysian Code on Corporate Governance (2000, 2007 and 2012).

Thus, it can be argued from the background of the agency theory, that the board of directors, audit committee and internal audit function as internal corporate mechanisms should enhance internal monitoring and control of the company, which, should translate into reduced agency costs, including the costs of auditing and related services. To reiterate, this research framework can be explained by the agency theory[footnoteRef:75]. This is evident from the inclusion of the board of directors, audit committee and internal audit function in the framework as they are critical in aligning the interests of management with those of shareholders. [75:  This study focuses on the issue of the monitoring responsibilities of the board of directors, audit committee and internal audit function as fundamental internal corporate governance mechanisms (internal monitoring mechanisms of the corporate governance), which are very much related to the agency theory. Hence, the use of the agency framework to investigate the internal monitoring mechanisms of corporate governance is important because internal corporate monitoring mechanisms are viewed as monitoring responses to the agency costs (Anderson et al., 1993; Adams, 1994). Therefore, the agency theory is considered appropriate for explaining the relationship between the internal corporate monitoring mechanisms and a modified audit opinion, and, hence, suitable to cover the current study issues. 
] 


2.5 Summary

This chapter presents a detailed review of relevant literature concerning the modified audit opinion. In doing so, the related prior studies are critically discussed and reviewed. The variables that are predicted to influence the prospect of receiving modified audit opinion, namely, board of directors’ characteristics, audit committee characteristics and internal audit function are thoroughly defined and described. In addition, the underpinning theory that explains the association between modified audit opinion and internal corporate governance mechanisms is discussed. Finally, a summary of the chapter contents is also provided.

CHAPTER THREE

RESEARCH FRAMEWORK AND DEVELOPMENT OF HYPOTHESES 

3.1.     Introduction

In this chapter, the research’s framework and the hypotheses to be tested are presented. Twelve hypotheses are tested with regard to the associated impact of the characteristics of the board of directors and characteristics of the audit committee, on the one hand, and the internal audit function, on the other, on modified audit opinion. In section 3.2, the research framework is explained. Section 3.3 demonstrates the highlighted hypotheses developed with respect to the explanatory variables, as shown in the theoretical research framework. Section 3.4 displays the summary of the issues dealt with in this chapter. 

3.2 Research Framework

Based on the previous literature, there are three groups of factors that can be linked with modified audit opinion, namely, board of directors’ characteristics, audit committee characteristics and internal audit function. Additionally, previous literature has identified audit firm size, audit report lag, loss in previous years, operating cash flow and external audit fees as control variables. All these would then serve as control variables in this study. Figure 3.1 shows the proposed research framework that shows the relationship between the internal corporate governance mechanisms variables, control variables and modified audit opinion. 
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3.3 Hypotheses Development

In this study, there are three components of internal corporate governance mechanisms, namely, the board of directors’ characteristics, audit committee characteristics and internal audit function. The hypotheses of these three components are offered in subsections 3.3.1 until 3.3.3.

3.3.1 Board of Directors’ Characteristics

The underpinning theory, the agency theory, as well as past empirical results make obvious and demonstrate that the characteristics of the board of directors can help in controlling agency problems and reducing the costs by enhancing the effectiveness of the oversight on the process of corporate financial reporting, resulting in maintaining a higher quality of financial reporting (e.g. Beasley, 1996; Klein, 2002b; Kiel & Nicholson, 2003; Xie et al., 2003; Barton et al., 2004;  Abdullah, 2004; Agrawal & Chadha, 2005; Zhang et al., 2007; Goh, 2009; Mohamad-Nor et al., 2010; Lorca et al., 2011). As a consequence, the prospect of receiving a modified audit opinion would be decreased (Firth et al., 2007; Farinha & Viana, 2009).

The motivation for examining the issue of the board of directors’ characteristics and modified audit opinion is that the board of directors is vested with the principal responsibility of monitoring the process of a company’s financial reporting to ensure effective accounting practices and evaluation of corporate governance quality within the company. In particular, the board of directors is potentially viewed as a significant internal monitoring mechanism in offering reliable, relevant and necessary financial statements (Yatim et al., 2006). 

In sum, board of directors is expected to perform several duties leading to financial reporting integrity. Their main tasks include accounting and auditing matters, internal control, auditor independence and the overseeing of the process of financial reporting, which, in turn, could help increase the confidence of the public in the credible and objective financial reports by enhancing the quality of the monitoring process and reducing the prospect that a company receives a modified audit opinion. Based on the previous literature, the hypotheses of the board of directors’ characteristics can be divided into five characteristics as follows: (1) independent non-executive directors; (2) board of directors’ size; (3) board of directors’ meetings; (4) board of directors’ financial expertise; and (5) board of directors’ effectiveness score. Subsections 3.3.1.1 until 3.3.1.5 will discuss the hypotheses in detail.

3.3.1.1	Board Independent Non-executive Directors

The primary characteristic for a board member from the agency perspective is independence from management in monitoring and controlling (Cohen et al., 2008). As suggested previously, Fama and Jensen (1983) propose that a higher number of independent non-executive members on the board of directors would provide effective monitoring and control of a company’s management activities.[footnoteRef:76] In this regard, a board of directors that intend to prevent or mitigate agency conflict would have a high percentage of independent non-executive directors and demand more improvement in the monitoring of the financial reporting process, to increase the opportunity of receiving an unmodified audit opinion, as this provides a signal about the quality of the financial reports to the financial statement users (e.g. Carcello & Neal, 2000; Hope & Langli, 2010).[footnoteRef:77] [76:  Essentially, the independence of directors is considered important where there is a divergence of interests between the company management and shareholders, particularly when this divergence is related to the performance and remuneration of the executive, party transactions and audit (Bursa Malaysia Listing Requirements).]  [77:  Appointing non-executive directors on the board who are independent will assist in controlling and monitoring the managerial opportunistic-behaviour and help evaluate the management objectively (Abidin et al., 2009).] 


Empirical evidence on the effect of independent directors on the board and audit report is limited. Firth et al. (2007) uncover that the independent non-executive directors of the board in the Chinese setting has a negative association with a modified audit opinion. Likewise, Farinha and Viana (2009) argue that a high percentage of independent non-executive directors of board members improve the quality of financial reporting, in that they uncover that the percentage of Portuguese independent non-executive directors is negatively significantly related to a modified audit opinion. 

In Malaysia, although the MCCG (2007) requirement mandates that independent non-executive directors should compose one third of the board members and the Listing Requirements of Bursa Malaysia stipulate that one third of the board or a minimum of two directors should be independent (paragraph 15.02 Listing Requirements), the relationship between independent non-executive board directors and a modified audit opinion is still not clear. One possible explanation for this situation is the limited empirical evidence.

Empirically, there is only one study in Malaysia (Iskandar et al., 2011) that links the role of the board independent non-executive directors and going concern problems, using data for 2004. This study reports a positive insignificant association. It does not seem sensible to develop the hypothesis of the present study depending on one study that has used somewhat old data because after 2004 many changes have taken place in the MCCG (Revised MCCG, 2007) and Bursa Malaysia Listing Requirements, which focused on showing greater clarity of the role of the board of directors in the monitoring processes (among others). This study, however, uses recent data from 2009-2011 to examine the impact of the percentage of independent non-executive directors on the board on the modified audit opinion. Therefore, this study develops its hypotheses based on the conjuncture of the agency theory and the direction of the study that is consistent with the theory to add one more debate of the proposed association. Thus, the following hypothesis is proposed: 

H1: There is a negative association between the independence non-executive directors on the board and the prospect that a company receives a modified audit opinion, all else constant.

3.3.1.2   Board of Directors’ Size

From the agency perspective,[footnoteRef:78] arguably, a larger board may be more vigilant regarding agency problems (Kiel & Nicholson, 2003).[footnoteRef:79] This is because a larger number of directors on the board members implies the presence of a wider-set of individual specialists and competences. This means that there will be more expertise with various required skills and knowledge in accounting training to deal with the issues facing the company and giving strong and considerable support to the monitoring role of the board of directors. This might therefore lead to a better quality of financial information (DeZoort et al., 2002; Xie et al., 2003; Saleh et al., 2005; Zhang et al., 2007; Rahmat et al., 2009; Farinha & Viana, 2009), thereby reducing the prospect of receiving a modified audit opinion (Pucheta-Martinez & de Fuentes, 2007; Farinha & Viana, 2009).  [78:   In this study, from the descriptive statistics, the mean (median) of the number of the board of directors members, BSIZE, in the modified audit opinion sample is 6.32 (6), which is considered low compared with the mean and (median) the unmodified audit opinion (the matched-pair sample) 7.36 (7) and the total group of sample 6.833 (7), as shown in the descriptive results chapter. This indicates that the size of the board of directors in Malaysian public listed companies that receive an unmodified audit opinion is higher compared to the board size in the companies receiving a modified audit opinion, which leads the researcher to conclude that a large board will be more effective in executing their oversight responsibility in monitoring the financial reporting process, and thus maintaining the quality of financial reporting. In turn, the probabilities of receiving an unmodified audit opinion increase. Thereby, resolving the agency problem   and reducing the agency cost.]  [79:  A larger board size could strengthen the oversight role of the board of directors, because it improves the monitoring of the company’s management effectively (Pearce & Zahra, 1992; Borokhovich et al., 2005; Miller, 2009; Marlin & Geiger, 2011).] 


In the audit opinion context, empirical evidence concerning the impact of the board of directors’ size on a modified audit opinion is limited. Rusmin et al. (2009) uncover a negative and significant association between board of directors’ size and modified audit opinion. Implicit in this result is that a large number of members on the board enables the board to function effectively and lead to a high quality of financial reporting, and, consequently, less likelihood of receiving a modified audit opinion. In addition, this result indicates that a larger board provides greater and stronger support than a smaller board for auditors’ decision-making in their reporting. Therefore, large boards are more likely to execute their oversight responsibility effectively in monitoring the preparation of the financial reporting process and internal control, thus maintaining the quality of financial reporting. In turn, the probabilities of receiving a modified audit opinion reduce.

In Malaysia, the relationship between the size of the board of directors and modified audit opinion is still not clear. The MCCG (2000, 2007)[footnoteRef:80] suggests that public listed companies should establish an appropriate board size, by the whole board (should determine) in order to make sure that there is an adequate number of board members to execute their various roles and responsibilities.[footnoteRef:81] Due to this rule and the limited evidence, this study suggests that such a variable should be tested with the context of modification. In this aspect, this study attempts to examine the impact of the board of directors’ size on a modified audit opinion. Therefore, the study develops its hypothesis based on the suggestion of the agency theory and the direction of the studies that are consistent with the theory to add one more debate to the proposed relationship. Thus, the following hypothesis is proposed:  [80:  In other words, “every board should examine its size, with a view to determining the impact of the number upon its effectiveness” (revised MCCG, P, 12, 2007).]  [81:  In this study, from the descriptive statistics, the average board size in both companies that receive a modified and an unmodified audit opinion in Malaysia is six to seven directors, respectively. This size complies with the range suggested for board effectiveness by Jensen (1993), who recommends around eight directors. ] 


H2: There is a negative association between the board of directors’ size and the prospect that a company receives a modified audit opinion, all else constant.

3.3.1.3 Board of Directors’ Meetings

According to the agency theory, the diligence of the board of directors would reflect the board’s commitment in discharging its role as an agent in the company (Jensen & Meckling, 1976; Jensen, 1993).[footnoteRef:82] The board of directors is expected to have a grip on the company’s internal control process and increase its watchfulness in determining, managing and addressing the risks that may have a material impact on the operations as well as the financial statement of the company (Corporate Governance Guide p.10, Bursa Malaysia). Hence, the meetings of the board of directors appear to have the capability to minimise the agency problems and reduce its cost, as a result of lower information asymmetry (Foo & Mat Zain, 2010; Lorca et al., 2011). [82:  Based on the standpoint of the agency theory, a board of directors that meets regularly is more diligent in performing its roles and responsibilities because it enhances the effective oversight of the board of the company’s financial reporting process to improve its quality and decrease the probability of a company receiving a modified audit opinion. This is because they have more time to carry out their responsibility and duties to monitor issues in accordance with the interests of the shareholders (Habbash, 2010).
] 


Empirical evidence concerning the impact of the board of directors’ meetings on a modified audit opinion is still small in number. Farinha and Viana (2009) uncover that the relationship between board diligence and the prospect of receiving a modified audit opinion is both significant and negative. Overall, the intensity of board activities most likely contributes to the effectiveness of overseeing functions, essentially in issues regarding an internal control system and process of financial reporting, resulting in improved financial reporting quality (Xie et al., 2003; Yatim et al., 2006; Firth et al., 2007). Thereby, the opportunity of receiving an unmodified audit opinion will increase (Farinha & Viana, 2009). This leads to the conclusion that the frequency of the board of directors’ meetings seems to have an impact on the overseeing process of the financial reporting, and the type of audit opinion.

In line with the above arguments, the latest Guide on Corporate Governance by Bursa Malaysia highlights that a typical board of directors holds a minimum of 6 to 8 board meetings annually. However, there are few studies that provided evidence regarding the role of the board of directors’ meetings and a modified audit opinion. Thus, the researcher suggests that such a variable should be included in this study. Hence, this study attempts to examine the impact of the board of directors’ meetings on the modified audit opinion. Therefore, the hypothesis is developed based on the proposition of the agency theory and the direction of the studies that are in line with the theory to add one more debate of the proposed relation. Thus, the following hypothesis is proposed:

H3: There is a negative association between the board of directors’ meetings and the prospect that a company receives a modified audit opinion, all else constant.

3.3.1.4 Board of Directors’ Financial Expertise

Cohen et al. (2008) argue that the primary characteristic of a board member from the agency standpoint is expertise in monitoring and control. The increase in board financial expertise increases its effectiveness to monitor the management and enhances corporation performance (Kaplan & Minoton, 1994). This suggestion is supported by Erickson et al. (2005) who report that directors from financial institutions with financial and accounting knowledge have a positive effect on firm value. Agrawal and Chadha (2005) find a positive significant association between independent directors with financial expertise and the oversight of a company’s financial reporting practices. Thus, technical expertise is important for the board members in order to carry out their monitoring responsibility more efficiently and effectively, particularly regarding financial reporting issues (Xie et al., 2003). In an audit study, Carcello et al. (2002) conclude that audit quality work has a positive association with the board’s financial expertise. 

To date, there is no empirical study (to the best knowledge of the researcher) that has linked the association between board of directors’ financial expertise and modified audit opinion. Previous literature highlights the significance of addressing various board of directors’ characteristics as the crucial factors in increasing the board of directors’ effectiveness and the monitoring role it performs (Xie et al., 2003; Lin et al., 2003; Agrawal & Chadha, 2005; Goh, 2009). Therefore, it is logical to think that the increase in expertise of the board of directors in financial matters leads to an increase in its ability to rectify potential financial problems before they become bigger. This is because they have a greater understanding of the accounting numbers and are more able to both ask the correct and appropriate questions and appreciate and comprehend the answers. In addition, it enhances their effectiveness in their overseeing of the company’s financial reporting process to improve its quality and increase the opportunity of a company to receive an unmodified audit opinion.

In support of this, the Bursa Malaysia Corporate Governance Listing Requirements emphasise the need for companies to have directors with accounting and finance related professional qualifications. This is to enable them to understand and explicate financial statements and to effectively perform their functions as regards monitoring the internal control system and company’s financial reporting.

To summarise, it could be proposed that the increase in the percentage of board of directors with financial expertise will increase the board’s capability to monitor the management. This results in better internal control and financial report quality, and, consequently, reduces the prospect of receiving a modified audit opinion. Hence, this study attempts to examine the impact of the board of directors’ financial expertise on the modified audit opinion. Therefore, this study develops its hypothesis based on the suggestion of the agency theory and the direction of the studies that are consistent with the theory to add one more debate of the proposed association. Thus, the following hypothesis is proposed: 

H4: There is a negative association between the board of directors’ expertise and the prospect that a company receives a modified audit opinion, all else constant.

3.3.1.5 Board of Directors’ Effectiveness Score

In the context of corporate governance, four characteristics, namely, board independent non-executive directors, board of directors’ size, board of directors’ meetings and board of directors’ financial expertise are widely considered to be important characteristics of the board that influence the effectiveness of the board in monitoring the management and  thus enhancing the quality of financial reporting (e.g. Xie et al., 2003; Lin et al., 2003; Kiel & Nicholson, 2003; Nam & Nam, 2004; Park & Shin, 2004; Agrawal & Chadha, 2005; Zhang et al., 2007; Cohen et al., 2008; Goh, 2009; Garcı´a Lara et al., 2009; Lorca et al., 2011). Jensen (1993) argues that these determinants influence the board’s effectiveness in monitoring managers.[footnoteRef:83] Many researchers have used strong governance as an aggregate measure for a monitoring mechanism of corporate governance. Thus, the aggregate measure influences the effectiveness of the whole governance of the board of directors employed in the companies (Lanfranconi & Robertson, 2002; Lara et al., 2007; Khanchel, 2007).   [83:  The effectiveness of the board of directors in monitoring and improving the financial reporting quality is determined through their characteristics.] 


Farinha and Viana (2009) stressed the impact of varying board characteristics upon the quality of the board’s supervisory oversight and the process of financial reporting. The characteristics of the board of directors determine its effectiveness in overseeing and improving the financial reporting quality, thereby, reducing the prospect of receiving a modified audit opinion. In other words, ambiguity may result in the presentation of some characteristics individually on modified audit opinion and ignoring the others, or while ignoring the combined effect of all characteristics of the board of directors on the basis of the recommendations of previous research in other disciplines (Vafeas & Theodorou, 1998; Agrawal & Chadha, 2005; Cai et al., 2009; Ward et al., 2009).

Based on the available literature review, to date, none of the previous studies have provided empirical evidence linking the characteristics of the board of directors (i.e. independence, size, meetings and financial expertise) as a whole in order to select the strength of their impact on the prospect that a company receives a modified audit opinion (to the best knowledge of researcher). It is suggested that it is even better to study the characteristics of the board of directors together and not separately from each other, as it is considered that these characteristics have a complementary function in the role of monitoring. (Rediker & Seth, 1995; Agrawal & Knoeber, 1996; Davis & Useem, 2002; O’Sullivan et al., 2008; Cai et al., 2009; Ward et al., 2009). Importantly, the board of directors’ characteristics should work in unity to study the strength of their impact on the prospect that a company receives a modified audit opinion. The study of the integrated board’s characteristics has been stressed as opposed to an individual study of them as these characteristics have been shown to complement each other in monitoring activities. 

Thus, the optimal combination of the characteristics of the board of directors is  potentially to increase the effectiveness of its monitoring function, especially on issues related to the financial reporting process, resulting in improved financial reporting quality. Hence, it can be considered that it is better to solve the agency problems and reduce its cost, as, in turn, this contributes to protecting the interests of all the shareholders. This is because the effectiveness of one individual mechanism hinges on the effectiveness of other mechanisms (Rediker & Seth, 1995; Davis & Useem, 2002; Ward et al., 2009). This leads the researcher to conclude that more comprehensive characteristics of the board of directors seem to have more effective monitoring activities and influence on the financial reporting overseeing process, which, in turn, reduces the prospect of a company receiving a modified audit opinion. Hence, this study attempts to examine the impact of the board of directors’ effectiveness score on the modified audit opinion. Therefore, this study develops it hypothesis based on the underpinning of the agency theory and the direction of the studies that are consistent with the theory to add one more debate to the proposed relationship. Thus, the following hypothesis is proposed:  

H5: There is a negative association between the board of directors’ effectiveness score and the prospect that a company receives a modified audit opinion, all else constant.

3.3.2 Audit Committee Characteristics

According to the conjunctures of the agency theory (e.g. Jensen & Meckling, 1976; Fama, 1980; Fama & Jensen, 1983; Ho & Wong, 2001; Krishnan, 2005; Pucheta-Martinez & de Fuentes, 2007), the audit committee is deemed to be a significant aspect of the system for decisions and control for internal corporate monitoring through the board of directors, because it has the capability to decrease information asymmetry by enhancing both the transparency and fairness in financial reporting (Cohen et al., 2008), thereby mitigating the agency problems and reducing agency costs.  In particular, the audit committee is expected to increase the quality of financial reporting, because it provides effective monitoring of management in the financial reporting process (Lin & Hwang, 2010; Mat Yasin & Nelson, 2012). Arguably, varying characteristics of the audit committee will eventually result in different levels of strength for monitoring effectiveness. 

Previous studies also demonstrate that the characteristics of the audit committees can help enhance the effectiveness of the audit committees in overseeing the corporate financial reporting process, which sustains the quality of financial reporting (e.g. Kalbers & Fogarty, 1993; Beasley, 1996; Carcello & Neal, 2000; DeZoort et al., 2002; Carcello & Neal, 2003; Bradbury et al., 2006; Gendron & Bédard, 2006; Zhang et al., 2007; Saleh et al., 2007; Ismail et al., 2008; Goh, 2009; Mohamad-Nor et al., 2010; Engel et al., 2010; Lorca et al., 2011; Ghafran & O’Sullivan, 2013), and thus decreases the prospect of receiving a modified audit opinion (Carcello & Neal, 2000; Carcello & Neal, 2003; Sanchez-Ballesta & Garcia-Meca, 2005; Firth et al., 2007; Pucheta-Martinez & de Fuentes, 2007).

Based on the extant literature, the hypotheses of the audit committee in this study are divided into five hypotheses as follows: (1) audit committee independence, (2) audit committee size, (3) audit committee meetings, (4) audit committee financial expertise; and (5) audit committee effectiveness score. Subsections 3.3.2.1 until 3.3.2.5 discuss these hypotheses in detail.

3.3.2.1 Audit Committee Independence

From the standpoint of the agency theory, an independent audit committee can resolve the agency problem and reduce its costs (Erickson et al., 2005; Cohen et al., 2008).[footnoteRef:84] According to Lorca et al. (2011), the effectiveness of the audit committee hinges on the level of its independence. This contention is supported by the extant research demonstrating the relation between the superior quality of financial reporting and audit committee independence (McMullen & Raghundan, 1996; Carcello & Neal, 2000; Klein, 2002b; Davidson et al., 2005; Saleh et al., 2007; Ghafran & O’Sullivan, 2013). Arguably, an audit committee’s independence is the keystone of the audit committee effectiveness (The current Listing Requirements of Bursa Malaysia, Chapter 2). [84:  This implies that an independent audit committee as a monitoring mechanism can mitigate the agency problems by reducing the asymmetry of information existing between the management and the shareholders (Klein, 2002b; Al-Najjar, 2011).] 


In the context of audit opinion, Carcello and Neal (2000), Carcello and Neal (2003), Pomeroy and Thornton (2008), and Bronson et al. (2009) uncover that the greater the independence of the audit committee, the greater the support provided to the auditors in their decision-making regarding the audit opinion. Furthermore, the evidence uncovered by Pucheta-Martínez and de Fuentes (2007) supports the argument that the greater the independence of the audit committee, the more it can contribute to the financial reporting process in a positive way. They suggest that an audit committee that has a higher percentage of independent members that represent a large number of shareholders will have greater ability to improve the financial-information quality. Hence, independent audit committees are more likely to monitor the preparation process of financial statements effectively and avoid disagreements among the management and auditor, thus decreasing the probability of modifications. Pucheta-Martínez & de Fuentes (2007) uncover that audit committee independence has a negative statistically significant association at the 10 per cent level with the modifications of audit opinion for non-conformity with GAAP, on the one hand, and material error in the financial statements, on the other. Therefore, it can be argued that based on the agency theory, as the number of the independent members increases the internal control is strengthened, which may lead to an increase in the opportunity of receiving an unmodified audit opinion. 

However, in Malaysia, the relationship between audit committee independence and modified audit opinion is still not clear. The Malaysian Code on Corporate Governance (revised 2007) reinforces the importance of audit committee independence by its exclusion of the executive directors from its membership.  Hence, the audit committee should comprise a majority of independent directors and all members of the committee must be non-executive directors, as prescribed by Chapter two, Paragraphs 15.10, 15.11 of the current Bursa Malaysia Listing Requirements. It is expected that independent members of the audit committee fulfil their responsibility to avoid the prospect of Malaysian public listed companies receiving a modified audit opinion. The study attempts to test the effect of the independent non-executive directors in the audit committee on the modified audit opinion. Therefore, this study develops its hypothesis based on the suggestion of the agency theory and the direction of the studies in line with the theory to add one more debate of the proposed relationship. Thus, the following hypothesis is proposed:

H6: There is a negative association between audit committee independence and the prospect that a company receives a modified audit opinion, all else constant.

3.3.2.2 Audit Committee Size

Based on the standpoint of the agency theory, it can be argued that a larger audit committee is more likely to resolve the agency problems and reduce its costs. This is because a larger audit committee has greater ability to uncover and resolve probable problems that are encountered during the process of financial reporting, because it has a greater possibility of providing the needed strength and variety of views as well as skills and expertise in order to ensure the effectiveness of the monitoring (Bédard et al., 2004; Nelson & Jamil, 2012). Hence, an audit committee with more members will act better and more effectively as a monitoring mechanism and in preventing the companies from obtaining a modified audit opinion.

The extant research highlights that audit committee size has a positive impact on audit committee effectiveness to oversee the financial reporting (Felo et al., 2003; Anderson et al., 2004; Wan Hussin & Haji-Abdullah, 2009; Mohamad-Nor et al., 2010; Shukeri & Islam, 2012). This is due to the possibility that the audit committee has an adequate number of members with better sources compared to their smaller counterparts (DeZoort et al., 2002). This enables them to provide better support to the monitoring function of the audit committee, which, in turn, will lead to better internal control and enhancement of financial information quality and prevent auditor’s disagreements with the management, which, in turn, reduces the prospect of receiving a modified audit opinion (DeZoort et al., 2002; Pucheta-Martinez & de Fuentes, 2007; Rahmat et al., 2009).

However, the benefit of having a large audit committee is still not clear because of the uncertain results in the previous empirical evidence. A significant negative relation exists between audit committee size and auditor switch (Archambeault & DeZoort, 2001). This indicates that a larger audit committee has more ability to safeguard auditors when report decisions are made than a smaller audit committee. Pucheta-Martinez and de Fuentes (2007) posit that audit committee size affects the enhancement of financial information quality. Thus, a larger number of audit committee members will be more likely to be effective in the preparation of the financial statements as well as be better able to resolve differences between the auditor and management, and reduce the prospect of modifications. Therefore, it can be suggested that a large audit committee can execute its monitoring role effectively in overseeing the process of financial reporting and internal control, thus maintaining financial reporting quality that, accordingly, decreases the prospect of receiving a modified audit opinion.

In Malaysia, the relationship between audit committee size and modified audit opinion is still not clear. The Revised Malaysian Code on Corporate Governance 2007 and Bursa Malaysia Listing Requirements stipulate that for a company’s appointment of an audit committee, they should choose not less than three of the company’s directors as its members (Chapter 2, Paragraph 15.10). On the basis of this rule and the limited evidence available, this study includes such a variable in its research framework. In other words, this study attempts to examine the impact of audit committee size on the modified audit opinion. Therefore, this study develops it hypothesis based on the conjuncture of the agency theory and the direction of the studies that are consistent with the theory to add one more debate of the proposed association. Thus, the following hypothesis is proposed:

 H7: There is a negative association between the number of audit committee members and the prospect that a company receives a modified audit opinion, all else constant.

3.3.2.3 Audit Committee Meetings

Previous studies support the view that the increase in the frequency of audit committee meetings can decrease agency conflict and reduce its cost (Beasley et al., 2009; Engel et al., 2010). This is because the frequent meetings enhance the effectiveness of the audit committee to oversee and monitor corporate financial reporting (Menon & Williams, 1994; McMullen & Raghunandan, 1996; Collier & Gregory, 1999; Abbott et al., 2004; Bédard et al., 2004; Lin et al., 2006; Saleh et al., 2007; Engel et al., 2010; Bédard & Gendron, 2010; Mohamad-Nor et al., 2010; Nik Salleh et al., 2012; Shukeri & Islam, 2012; Nelson & Jamil, 2012). Therefore, the prospect of receiving a modified audit opinion will be decreased (Pucheta-MartInez & de Fuentes, 2007).

Empirical evidence concerning the effect of audit committee meetings frequency on modified audit opinion is still at the surface level. Archambeault and DeZoort (2001) find a negative significant relationship between auditor switch and frequency of audit committee meetings. This implies that an audit committee that holds more meetings each year is better able to safeguard auditors when reporting their decision than a committee that meets infrequently. Pucheta-MartInez and de Fuentes (2007) posit that an audit committee that holds several meetings each year is able to improve the financial information quality. This is because it can monitor the preparation of the financial statement as well as be better able to avoid disagreements among the management and auditor more effectively, thereby reducing the prospect of receiving a modified audit opinion. This implies that an active audit committee is more able to discharge its overseeing responsibility effectively in the process of financial reporting, thus sustaining the quality of financial reporting, and, ultimately, reducing the prospect of receiving a modified audit opinion.

In Malaysia, the relationship between audit committee meetings and modified audit opinion is still ambiguous. Audit committees that never meet or only meet just the once have the possibility of becoming ineffective financial monitors (The Malaysian Code on Corporate Governance, 2000). Currently, the Bursa Malaysia Listing Requirements (Chapter 2, Paragraph, 15.15) provide that companies should have their audit committee meetings at least four times a year.  According to this rule and the limited research to date, this study introduces audit committee meetings in its research framework. Thus, this study attempts to examine the impact of the audit committee meetings on the modified audit opinion. The hypothesis of this determinant is based on the suggestion of the agency theory and the direction of the studies that are consistent with the theory to add one more debate of the proposed relationship. Thus, the following hypothesis is proposed: 

H8: There is a negative association between the frequency of audit committee meetings and the prospect that a company receives a modified audit opinion, all else constant.

3.3.2.4 Audit Committee Financial Expertise

According to the agency theory, the increase in the audit committee effectiveness is a consequence of the increase in its members who are experts (have expertise) in financial reporting and auditing. This is because audit committee members with sufficient expertise in financial matters have enough knowledge to evaluate whether accounting proceedings correctly reflect the economic essence of the transactions and whether the estimates and inferences are realistic. This leads to the resolution of difficult accounting matters and higher quality of the financial reporting (Cohen et al., 2008), and, thereby, decreasing the prospect of receiving a modified audit opinion[footnoteRef:85]. [85:  It is acknowledged that an audit committee with greater expertise and knowledge of the accounting and auditing process has greater ability to fulfil its monitoring responsibility effectively in the internal control and financial reporting process, thus sustaining the quality of financial reporting and thereby mitigating the agency problems and reducing its cost in order to safeguard the shareholders’ interests.] 


Previous studies indicate that audit committee members’ financial expertise contributes to its effectiveness, especially with regards to the oversight of the internal control and financial reporting process (McMullen & Raghunandan, 1996; DeZoort, 1998; Felo et al., 2003; Abbott et al., 2004; Krishnan, 2005; Zhang et al., 2007; Rahmat et al., 2009; Ghafran & O’Sullivan, 2013). Additionally, according to DeZoort and Salterio (2001), audit committee members having extensive knowledge regarding financial reporting and auditing are more likely to understand the auditor’s decisions and judgments and are more inclined to give auditors support in cases of auditor-management disputes compared to their less-knowledgeable counterparts. 

Companies that conduct suspicious auditor switches are characterised as having less experienced audit committee members in accounting and auditing or finance (Archambeault & DeZoort, 2001). Further, Carcello and Neal (2003) examine the effects of audit committee characteristics on the likelihood of auditor dismissals following auditor opinion. They document that financial experts among the audit committee members have the responsibility to protect the auditors from dismissal after they issue a going-concern report. It is generally accepted that an audit committee that has more experts is more likely to discharge its overseeing responsibility effectively in the internal control and financial reporting process, thus sustaining the quality of financial reporting, and, eventually, reducing the prospect of receiving a modified audit opinion.

It appears that no empirical study on the association between audit committee financial expertise and modified audit opinion has been published (to the best knowledge of researcher). Previous studies have highlighted the significance of dealing with various characteristics of the audit committee as the crucial factors in increasing audit committee effectiveness in its monitoring role in order to ensure the quality of financial reports and corporate accountability (Bédard et al., 2004; Abbott et al., 2004; He et al., 2009; Ghafran & O’Sullivan, 2013). This leads to the conclusion that audit committee financial expertise seems to undertake more effective monitoring activities and has more influence on the financial report overseeing process, which, in turn, reduces the prospect of a company receiving a modified audit opinion. 

In Malaysia, the revised MCCG Code 2007 requires that all audit committee members ought to be educated financially (financially literate) and a minimum of one member ought to be an accounting association/body member. Additionally, the Code requires that all members of the audit committee have reading and analysing ability to interpret financial statements in order to discharge their functions effectively. Arguably, the revised MCCG Code 2007 requires audit committee members to adequately understand accounting matters and issues of financial reporting. The Listing Requirements of Bursa Malaysia recently incorporated the suggestion that the effectiveness of the audit committee depends on the wider business experience of its members, competency and knowledge in business issues, internal controls, financial reporting, and internal auditing. Therefore, an audit committee should have a minimum of one member who is a member of the Malaysian Institute of Accountants (MIA) or a minimum of three years’ experience with a pass in the professional examination. 

Therefore, it could be said that the increase in the members with financial expertise will increase the audit committee’s ability to monitor the management, which, accordingly, would lead to better internal control in the company and better financial report quality.[footnoteRef:86] As a result, there would be a decrease in the incidence of receiving a modified audit opinion. On the basis of this rule and the limited evidence available, this study attempts to examine the impact of audit committee financial expertise on the modified audit opinion. Therefore, this study develops it hypothesis based on the underpinning of the agency theory proposition and the direction of the studies that are consistent with the theory to add one more debate of the proposed relation. Thus, the following hypothesis is proposed: [86:  This would be because the audit committee is responsible for the auditing and financial reporting oversight functions of the board; therefore, more experts on the audit committee should have bolstered the monitoring and oversight functions of the committee in terms of the quality of financial reporting.] 


H9: There is a negative association between the audit committee expertise and the prospect that a company receives a modified audit opinion, all else constant.

3.3.2.5 Audit Committee Effectiveness Score

According to the agency theory, different characteristics of the audit committee could improve audit committee effectiveness in overseeing the corporate financial reporting process, sustaining the quality of financial reporting, and, ultimately, decreasing the prospect of receiving a modified audit opinion (e.g. Rezaee, 2003; Firth et al., 2007; Pucheta-Martinez & de Fuentes, 2007; Zhang et al., 2007; Saleh et al., 2007; Ismail et al.,  2008; Goh, 2009; Engel et al., 2010; Hashim & Abdul Rahman, 2011; Lorca et al., 2011). Xie et al. (2003) argue that audit committees that have financial expertise and have frequent meetings can undertake internal control and the financial reporting overseeing process more effectively. Similarly, Mustafa and Youssef (2010) report that the effectiveness of an independent audit committee may not be realised unless the independent directors are financial experts. There appears to be agreement that an increase in the audit committees’ independence and those who have greater financial and accounting expertise will positively affect the quality of the financial statements (Ghafran & O’Sullivan, 2013). Furthermore, Bédard and Gendron (2010) suggest that the audit committee independence, size, meetings and financial expertise have the greatest effect on the quality of financial reports. In local studies, Saleh et al. (2007) argue that independent members who have financial expertise but do not have frequent meetings will not be able to enhance the effectiveness of the audit committee and overseeing process of financial reporting. Likewise, Shukeri and Islam (2012) uncover that an adequate number of audit committee members and frequency of meetings attended is able to enhance the quality of financial reporting. 

The mechanisms of governance operate in an interdependent way to produce the overall effectiveness wherein the level of effectiveness depends on the particular combinations (Jensen, 1993). Therefore, the optimal aggregation of mechanisms can be deemed better in reducing agency costs, because the effectiveness of specific mechanisms relies on the effectiveness of other mechanisms (Davis & Useem, 2002; Rediker & Seth, 1995). In many studies, strong governance has been utilised as a composite measure of the governance mechanism (Yunos, 2011). Therefore,  the  effectiveness  of  the whole governance audit committee employed  in  the  companies  is impacted by the  aggregate  measure (Cohen et al., 2004; Saleh et al., 2007; Lara et al., 2007; Khanchel, 2007). According to DeZoort et al. (2002), the framework of audit committee effectiveness can be understood and improved on the condition that those characteristics of audit committee are addressed together, because the effectiveness of the monitoring role of the audit committee can be identified as the audit committee characteristics act in an aggregate approach.

To the best knowledge of the researcher, there is no empirical evidence linking audit committee characteristics (i.e. independence, size, meetings and financial expertise) as an aggregated measure with the propensity that a company receives a modified audit opinion. It is argued that it is recommended to study the characteristics of the audit committee as a whole rather than isolate them individually. This is because the characteristics act in a complementary manner (e.g. Rediker & Seth, 1995; Agrawal & Knoeber, 1996; Davis & Useem, 2002; DeZoort et al., 2002; Xie et al., 2003; Saleh et al., 2007). In turn, it could be said that the comprehensive of the audit committee characteristics seems to deliver more effective monitoring activities and influence on the financial reporting overseeing process, which, in turn, reduces the prospect of a company receiving a modified audit opinion. Hence, this study attempts to examine the impact of the audit committee effectiveness score on the modified audit opinion. This study develops its hypothesis based on the agency theory suggestion and the direction of the studies that are consistent with the theory to add one more debate of the proposed relationship. Thus, the following hypothesis is proposed:  

H10: There is a negative association between the audit committee effectiveness score and the prospect that a company receives a modified audit opinion, all else constant.

3.3.3 Internal Audit Function 

From the agency perspective, the internal audit function can be considered as an example of bonding cost that managers (agents) incur to show the owners (principals) that they, the managers, are accountable and that their actions are monitored (Sherer & Kent, 1983). It can also be considered as an example of the monitoring cost owners incur to monitor the manager’s behaviour (Adams, 1994). Based on this view, it can be stated that an increase in the effectiveness of the internal audit function will result in an improvement of the company’s monitoring processes, which, in turn, will lead to more reliable financial reporting, consequently, reducing the information asymmetries between the shareholders and managers (Rizzotti & Angela, 2013). In turn, this will assist in relieving the agency problem and decreasing the agency cost resulting from ineffective management (e.g. Caplan & Kirschenheiter, 2000; Gramling et al., 2004; Kinney et al., 2004; Sanchez-Ballesta & Garcia-Meca, 2005; Coram et al., 2008; Prawitt et al., 2009; Dickins & O’Reilly, 2009; Stewart & Subramaniam, 2010; Ho & Hutchinson, 2010; Prawitt et al., 2012). Furthermore, it will reduce the incidence of audit modifications (Sanchez-Ballesta & Garcia-Meca, 2005). 

Numerous international and national bodies have commented on the basic role of the internal audit in the process of financial reporting, inasmuch as its effectiveness enables a higher quality of financial reports. However, a few earlier studies examined the association between the internal audit function and the quality of companies external financial reporting (Gramling et al., 2004; Coram et al., 2008; Prawitt et al., 2009). Accordingly, this study intends to examine whether the sourcing arrangements of the internal audit and the investment in internal audit function are associated with the prospect of receiving modified audit opinion as a measure of the quality of companies external financial reporting. Therefore, two hypotheses can be developed to investigate the relationship between the effectiveness of the internal audit function and a modified audit opinion, which are as follows: (1) the internal audit sourcing arrangements, and (2) the investment in internal audit function. Subsections 3.3.3.1 until 3.3.3.2 will discuss these hypotheses in detail.

3.3.3.1 Internal Audit Sourcing Arrangements

It can be argued that the outsourced internal audit function has a greater ability to increase the internal audit function effectiveness, and, in turn, improve a company’s monitoring processes of the management to assist in reducing the agency problem, and, ultimately, reduce its costs than when undertaken in-house by the internal audit department in the company (Carcello et al., 2005). This is because the external auditors seem to be more competent and more credible in performing internal audit services than in-house internal auditors (Carey et al., 2006). This might be due to the independence and expertise of the external auditors and also because they are more objective, flexible and cost-effective in their service provision (Caplan & Kirschenheiter, 2000). In addition, outsourced internal auditors often take high legal liability into consideration than in-house internal auditors, which might influence their incentive concerning audit matters, and also impact on the quality of external financial reporting (Ahlawat & Lowe, 2004).

Furthermore, the outsourcing of the internal audit function has often been argued as being a less expensive (more cost-effective for the service provided) alternative to using in-house facilities (Caplan & Kirschenheiter, 2000). This is because external providers will capitalise on the economies of scale when combining the work of numerous clients, through the evolution of time and cost saving in carrying out the internal audit services. These economies of scale lead to a reduction of such costs for external providers, which, in turn, provide greater chances for more investment in developing and improving the necessary technological efficiency (Lowe et al., 1999; Klass et al., 1999; Klass et al., 2001; Sharma & Subramaniam, 2005; Carey et al., 2006). Accordingly, it is expected that the external providers have greater ability to provide services at more competitive prices than in-house providers (Carey et al., 2006).  It is therefore logical to infer that the outsourced internal audit function is more likely to reduce the overall monitoring costs, and, as a result, the agency cost will be reduced (Carcello et al., 2005).

Prior research reveals that the comparative effectiveness of the in-house internal audit function compared to outsourcing is somewhat controversial. The findings for the relationship between the sourcing arrangements of the internal audit functions and the quality of financial reporting are limited and provide somewhat mixed results (Stewart & Subramaniam, 2010). With particular reference to financial reporting, Prawitt et al. (2012) find evidence that companies have lower accounting risk if they outsource the internal audit function to their external auditor rather than keep their internal audit function in-house or outsource to other service providers. However, in the Malaysian context, Johl et al. (2013) uncover that the outsourced internal audit has a positive association with earnings management[footnoteRef:87].  [87:  It is evident that the outsourced activity carried out in the USA is quite different from the outsourced activity in Malaysia. This contrast is perhaps due to the existence of different levels of monitoring by the internal audit function in the USA compared to Malaysia arising from the different levels of legal liability.] 


In line with this argument the latest Guide on Corporate Governance by Bursa Malaysia (2009) highlights that it is mandatory to disclose whether or not the internal audit function is carried out in house (Chapter 9, Appendix 9C, Part A (Para 30)). It might therefore be concluded that internal audit sourcing seems to result in more effective monitoring activities and influence on the financial reporting overseeing process, which, in turn, reduces the prospect of a company receiving a modified audit opinion. Nevertheless, to the best of the researcher’s knowledge, despite the discussion above, no research has been carried out that directly compares the relative effectiveness of outsourcing to in-house internal audit function on the modified audit opinion. Therefore, the researcher believes that the relative effectiveness of outsourcing of internal audit against in-house is an issue worth investigating further (Coram et al., 2008). This study seeks to extend this by investigating whether outsourcing the internal audit (to an external provider) affects the prospect of Malaysian public listed companies receiving a modified audit opinion.

From the aforementioned discussion, it is argued that an effective internal audit function enables overseeing responsibility and monitoring of the financial reporting process and internal control to be undertaken effectively. In turn, this maintains the quality of financial reporting, and, consequently, the prospect of receiving a modified audit opinion will be reduced. Due to the above rule and limited evidence, this study attempts to examine the impact of internal audit sourcing on the modified audit opinion. Therefore, this study develops its hypothesis based on the aforementioned arguments of theory, and the direction of the studies that are consistent with the arguments to add one more debate of the proposed relation. Thus, the following hypothesis is proposed:

H11: There is a negative association between the outsourcing of the internal audit function and the prospect that a company receives a modified audit opinion, all else constant.

3.3.3.2 Investment in Internal Audit Function

Arguably, investment in the internal audit function leads to an increase in the effectiveness of the internal audit function in the monitoring activities of the financial reporting process (Johl et al., 2013). In turn, this increases the opportunity of receiving an unmodified audit opinion; and, eventually, relieving the agency problem and its costs. This is because the internal audit function with more funding will have a greater capability of monitoring company activities, and, therefore, is capable of detecting, deterring and eliminating management bias and constraining their opportunistic behaviour (Prawitt et al., 2009; Johl et al., 2013). Therefore, investment in the internal audit function is deemed to be a valuable resource for the internal audit function to improve its effectiveness due to the increased ability to effectively carry out its responsibilities (Gramling & Hermanson, 2006; IIA, 2008).

Prior studies related to the influence of investment in internal audit function on quality of financial reporting are limited and yield mixed results. For instance, Prawitt et al. (2009) argue that the quality of the internal audit function can be improved by increasing the resources devoted to them because greater investment in the function of internal audit enables the company to improve the effectiveness of the internal audit monitoring to detect and deter material misstatements. They provide evidence that investment in the internal audit function can enhance its quality, which, in turn, improves the financial reporting quality through reducing earnings management.[footnoteRef:88] In a similar vein, Prawitt et al. (2012) find that investment in the internal audit function (as one of the six composite measures of internal audit function quality) is positively associated with lower accounting risk. This indicates that financial reporting quality improves when there is increased investment in the internal audit function. Furthermore, in the local perspective, Johl et al. (2013) uncover that investment in the internal audit function has a negative relationship with abnormal accruals at the 0.05 level of significance in the Malaysian setting.   [88:  Prawitt et al. (2009) note that a well-funded internal audit function has more overseeing ability to reveal and prevent material misstatements. This is because more resources make it possible for the internal audit function to employ and keep hold of more knowledgeable, experienced and skilled personnel.] 


The Bursa Malaysian Guide on Corporate Governance (2009) makes the disclosure of the costs incurred for the internal audit function as mandatory (Chapter 9 Appendix 9C Part A (Paragraph 30)). Thus, it might be concluded that investment in the internal audit function seems to have more effective monitoring activities and influence on the financial reporting overseeing process, which, in turn, reduces the prospect of a company receiving a modified audit opinion. Nevertheless, the researcher has no knowledge of any prior study that has linked the influence of the investment in the internal audit functions to modified audit opinion. In this respect, this study seeks to extend the work of prior literature by investigating whether the investment in the internal audit function has an effect on the type of audit opinion.

In summary, although there are no prior studies that examine the association between investment in the internal audit function and modified audit opinion, it is conceivable that greater investment in the internal audit function leads to unmodified audit opinion. Therefore, this study develops its hypothesis based on the underpinning of the theory and the direction of the studies that are consistent with the theory to add one more debate of the proposed association, because investment in the internal audit function is highly recommended by the Bursa Malaysian Guide on Corporate Governance (2009). Hence, the following hypothesis is proposed:

H12: There is a negative association between the investment in the internal audit function and the prospect that a company receives a modified audit opinion, all else constant.

3.4 Summary

In this chapter, the research’s framework is displayed.  The study identifies three major groups of explanatory variables. These are characteristics of board of directors, characteristics of audit committee and internal audit function. The study provides explanation of the predictive variables on the modified audit opinion. These are discussed under the hypotheses developed. The hypotheses are twelve in number and ten of the hypotheses were tested individually to determine the association of independent variables with the modified audit opinion. The other two hypotheses made aggregately are to test the relationship of the effectiveness score of board of directors with the modified audit opinion, on the one hand, and the effectiveness score of audit committee with the modified audit opinion, on the other. Finally, a summary of the chapter contents is also provided.











CHAPTER FOUR

RESEARCH METHODOLOGY 

4.1 Introduction

In this chapter, the methodology of this study is explained. In the first instance, the definition and justification of the selected research philosophy are presented. Secondly, it explains the targeted population of the study and the sample drawn from the population. In addition, the sampling method is discussed. Thirdly, the sources of the data collection are explained. The models used and the measures of each variable are discussed. Finally, the method of statistical analysis is presented. 

4.2 Research Philosophy 

A necessary step in social science research is to define and justify the chosen philosophy guiding the study as adopted by the researcher. In this study, the researcher adopt in determining the research philosophy on the positivistic paradigms as one of the research philosophy paradigms (paradigmatic) (Patton, 1990; Hussey & Hussey, 1997).[footnoteRef:89] This positivistic paradigm illustrates the links between the assumptions of the paradigm concerning the nature of reality (which has to do with the assumption of ontology), the role of the researcher (which has to do with the assumption of epistemology) and the process of research (which is the assumption of methodology). The positivistic paradigm is generally known to be tangible facts due to the adoption of an investigation technique (just like a natural scientist), which follows the research questions’ expression in the form of hypotheses and equations to test the validity of the phenomena hypothesised (Bryman & Bell, 2003).  [89:  The research philosophy is broadly categorised into three paradigms (i.e. positivistic paradigms, interpretative paradigms and realism paradigms) on the basis of the philosophical opinion of the researcher (Patton, 1990; Hussey & Hussey, 1997; Saunders et al., 2007). The present study utilises the positivist paradigm, with the agency theory as the key theoretical framework, since it is considered as the most suitable. In addition, the nature of the study’s topic itself makes it relevant.] 


In this respect, the positivistic paradigm is explained through the quantitative or scientific techniques based on the deductive orientation method to explain and analyse the hypotheses tested concerning the relationship between the measurable variables. This is because it presumes that reality is `objective' or not dependent on the observers. Hence, the quantitative approach gives room to establish the causal association between variables. It also provides a significant understanding, or, better still, improves our understanding of how many variables of interest are interrelated with one another. This approach utilises scientific techniques to identify the research questions and method of sampling based on the research framework. The research questions constructed under this approach are represented in the form of hypotheses and mathematical equations. This is followed by the use of statistical analyses and econometric measures for hypotheses testing, and providing answers to the research questions, as well as for making the necessary inferences and forecasts. It allows for generalisation and duplication of the results, which could enhance the validity and originality of the study. Essentially, a quantitative method is intuitive and reasonably driven. 

According to Robson (2002), as cited in Adelopo (2010, P. 172), a quantitative approach has five steps: (1) subtracting hypothesis alienated from the theory; (2) in operational terms, articulate these hypotheses; (3) these operational hypotheses are tested; (4) interpret particular result of the enquiry; and (5) based on the results, the theory upon which the hypotheses were formed is either supported or not. In doing so, the researcher determines the data collection, results analyses and interpretations.

The quantitative approach is a method of collecting and analysing data. In accordance with the reality surrounding the nature of this study, secondary data are utilised to address the study’s research questions. Secondary data are used for the following reasons.[footnoteRef:90] In the first instance, it is profoundly economical and its use is suitable and justifiable in econometric analyses. Secondary data have societal and statutory legitimacy, particularly those legally required, such as annual reports (Stanton & Stanton, 2002; Gray et al., 1995), and those that appear to be valuable in terms of reputation (Hooghiemstra, 2000) and considered highly neutral (Lebar, 1982). Constrained by resources, such as time and finance, which assists the researchers to be more focused, enables maximum use of available scarce resources and impacts positively on the achievement of the study objectives (Saunders et al., 2007). These associated features of secondary data make them free of too much error and thus reliable. Therefore, the current study depends on and uses secondary data obtained from the annual reports of the listed companies on Bursa Malaysia to address the main research questions of the study. More justification for these decisions will be explained in the following sections. [90:  Data are collected via different instruments in the quantitative research (For example, this involves semi-structured questionnaires on the basis of secondary data or the publicly available primary and secondary data in the analyses in other cases).
] 




4.3 The Population of the Sampling Frame

The population of this study constitutes all public listed companies[footnoteRef:91] on Bursa Malaysia[footnoteRef:92] that received a modified audit opinion over the period 2009-2011 as a test sample. Each firm-year observation of the test sample is matched with a company receiving an unmodified audit opinion as a control test (matched-pair sample) in the event year, with complete data for modified audit opinion, board of directors’ characteristics, the audit committee characteristics and the internal audit function variables.  [91:  This study focuses on the modified audit opinion in listed companies since it might affect several stakeholders with substantial market capitalisation.]  [92:  Similar to that of Hashim and Abdul Rahman (2011), this study selected listed companies on Bursa Malaysia since the rules and regulations imposed by MCCG and Bursa Malaysia Listing Requirements governs these companies. The selected companies include consumer, industrial products, trading and services, construction, infrastructure, hotel, property, technology and plantation.] 


4.4 Sample Selection 

The sample of companies is selected from the population based on publicly available information – mainly annual reports of public non-financial companies listed on Bursa Malaysia (into the  main-market and ACE-market) that received a modified audit opinion in the period ranging from 2009 to 2011[footnoteRef:93]. This target group is considered as a test sample that was matched with companies that received an unmodified audit opinion for the same period as a control sample (control group). In this study, the control sample selection (the matched-pair sample design)[footnoteRef:94] considers several criteria – fiscal year, industry, same market and nearest total asset amount[footnoteRef:95]. In the previous studies of auditing and accounting, the method of matched-pair sample design has been adopted by Farrell and Whidbee (2002), Sanchez-Ballesta and Garcia-Meca (2005), Abidin (2006), Schiehll (2006) and Johl et al. (2007).[footnoteRef:96] [93:  Based on the screening process of the independent auditors’ report section in the annual reports, the types of audit modification are classified as qualified, disclaimer or adverse.]  [94:  Empirically, Stone and Rasp (1991) provide evidence for the significant differences between the error rate of the overall logit model test using chi-square and the true error rate for different control group sample sizes due to the use of a balanced sample. In addition, they pointed out that the match-paired sample technique is specifically important when dealing with a small sample size.]  [95:  The nearest amount of total assets refers to the total amount of the assets in a company that received an unmodified audit opinion (control sample) rounded to the nearest amount of the total assets in a company that received a modified audit opinion (test sample) at the close of the fiscal year. For instance, the total amount of assets in a company that received an unmodified audit opinion (control sample) is, for example, RM 18,000,000, which may not be perfectly equivalent to the total amount of assets in a company that received a modified audit opinion (test sample) that is, for example, RM 20,000,000 and vice-versa when matched between the company that received a modified audit opinion and the company that received an unmodified audit opinion for the same period as the control sample in the same industry and  market.]  [96:  The match-paired sample technique is able to reduce any tendency of biasness related to a specific matched dimension. For instance, it could be possible that companies in a specific industry are more or less likely to receive a modified audit opinion. If that happens, matching on the industry dimension has the potential to take control. The same is also applicable to the market dimension.] 


Basically, a modified audit opinion is not as common as an unmodified audit report. To examine the factors that affect on determining the prospect of companies receiving a modified audit opinion, Sanchez-Ballesta and Garcia-Meca (2005) use 32 firm-year observations that received a modified audit opinion for the period of 1999-2002, with the same number of companies (observations) that received an unmodified audit opinion for the same period. Likewise, in the local context, Johl et al. (2007) find from the preliminary 1,512 firm-year observations that only 298 Malaysian firm-year observations were recipients of a modified audit report through the datasets for years 1994 to 1999. Building on these local and international previous studies, in a modified audit opinion, there is more justification to utilise the usual matched-pair design sampling procedure (method). Similarly, the study adopts this approach[footnoteRef:97] since the focus is to study recipients of modified audit opinion throughout this three-year series.[footnoteRef:98] [97:  Some previous research removed non-first time recipients of modified audit opinion commonly done to control for the impact of stock reaction when an event study approach is conducted or at the time special and particular focus is driven on first time modified audit opinion (Anandarajan & Kleinman, 2000; Soltani, 2000; Meyer et al., 2007; Al-Thuneibat et al., 2008).]  [98:  This study examines the audit opinion for three consecutive audit years.  ] 


Essentially, in this study, the identified population is based on the publicised information made available on the annual reports of public companies listed on Bursa Malaysia and which received a modified audit opinion in the years 2009-2011. Audit opinions issued by the auditor include a qualified, disclaimer and adverse opinion. Hence, in this study, these types of audit opinions are taken into account because both concern the matters of adequate or inadequate disclosure of appropriate audit evidence. Additionally, the population is screened from the unavailability of annual reports. The screening is important because some of these companies may have replaced their original names with other names for different reasons and therefore be considered as the same if its original listing status is still assumed[footnoteRef:99].  [99:  Some of the sample companies were undergoing an internal restructuring plan as well as a change of the reporting date.  However, irrespective of whether some companies in the sample were undergoing internal restructuring or a change of the reporting date (two problematic events), auditors issued their opinions based on the financial year-end.] 


The final usable sample of this study is composed exclusively of public non-financial companies listed on Bursa Malaysia. Other companies are also excluded from the study sample for various reasons, for instance, this study excludes non-listed companies due to the lack of publicly available data, and also finance-related-companies because they are overseen by a specific legal environment (Peasnell et al., 2000). Specifically, the financial companies fall under the Banking and Financial Institutions Act of 1989, which has distinctive and unique attributes, and carries out its operation in a different regulatory environment as well as different compliance (Yatim et al., 2006; Chu & Cheah, 2006). In other words, in the present study, the financial companies are not included for the reason of the specificities of their regulatory and accounting practices.[footnoteRef:100] For example, their financial ratios cannot be interpreted similar to those in the other sectors (Ruiz-Barbadillo et al., 2004).   [100:  Financial companies are not included due to their particular accounting practices. For example, there are various (different) practices of recognising income as well as the differences in the market value of mining companies and other companies, which includes other main factors like the value of any options of real operating (Brennan & Schwartz, 1985; Peasnell et al., 2000).] 


Moreover, the corporate governance mechanisms in the finance companies are stricter with risk management considered as the main priority of the company, and, hence, their mechanisms of governance are entirely different from other companies (Peasnell et al., 2000; Farinha & Viana, 2009). Likewise, in this study the regulated and government-related companies are excluded because they possess unique characteristics. Furthermore, they are not required to adopt some of the corporate governance requirements imposed on public companies in that most are regulated by different regulations and standards that may affect the results and thus require a separate study (Sanchez-Ballesta & Garcia-Meca, 2005; Chu & Cheah, 2006; Yatim et al., 2006; Farinha & Viana, 2009). In addition, companies whose annual reports are not completed online in any period from 2009 to 2011 are excluded. Furthermore, companies with extreme outliers are excluded from the final sample because regression is sensitive to them.



4.5 Data Collection

Data are collected from two separate sources: DataStream[footnoteRef:101] and annual reports.[footnoteRef:102] The historical financial information is acquired from DataStream, while the data relevant to the corporate governance variables are manually collected from published publicly available annual reports.[footnoteRef:103] Any unavailable financial information from DataStream is obtained from the annual reports of the individual companies. The annual reports can be obtained from the website of Bursa Malaysia: www.bursamalaysia.com.my. All relevant data are collected for the period 2009 to 2011.  [101:  The list of companies was obtained from the Bursa Malaysia website and printed out and used as a reference for the extraction of historical financial information of companies from DataStream.]  [102:  According to Stanton and Stanton (2002), and Beest et al. (2009), the annual report provides an overview of the financial and non-financial information regarding the company’s economic picture to all the stakeholders of the company. In the modern business environment, this is considered as a widely credible and reliable manner of communication (Holland & Foo, 2003). To a large extent, most of the government, stakeholders, and creditors rely on this. A certain standard is prescribed for report preparation and the auditor is required for the certification of the genuineness and fairness of the information given in such a report. An advantage of the annual reports is that they are better able to outrun challenge of the argument that the annual report information is merely “boiler plate”, which merely portrays what the management wants it to reflect.]  [103:  In the usual, the data for all variables have been available.] 


Three years of annual reporting are covered in the current study from 2009 to 2011. The choice of covering a three-year period is because the Bursa Malaysia Corporate Governance Guide (2009) as a directory of some corporate-governance variables, and which has been effective since 2009, is used and provides a guide on the selection of corporate governance variables. Another reason is connected to the large number of data for the corporate governance variables, which are collected by hand. These are the two main reasons that limit the choice of the study period to three years and make the task a viable one.

In light of the nature of this study, to get answers regarding the study questions the secondary data approach is used (archival data approach) using data obtained from the publicised information made available on the annual reports[footnoteRef:104] by Bursa Malaysia. This is consistent with the extant previous studies (Chen et al., 2001; Sanchez-Ballesta & Garcia-Meca, 2005; Caramanis & Spathis, 2006; Firth et al., 2007; Pucheta-Martínez & de Fuentes, 2007; Rusmin et al., 2009; Farinha & Viana, 2009). This is a conventional approach (mainstream approach or commonly approach) for studying modified audit opinion, especially if the purpose of the study is to investigate factors influencing the modified audit opinion. This is because it establishes the causal association between variables. By doing so it also offers a significant understanding of how numerous variables are interrelated with one another (interrelationships that could exist among numerous variables) and facilitates a deep understanding of their connections. The importance of this is that the research could provide proof (cross-validation with others may be done) concerning the implementation of new policies, such as new standards for auditing.  The usefulness of this approach is evident due to its ability to allow for large data collection, which is appropriate for the generalisation of results, as well as to provide an unobtrusive approach towards the issue. All the data are collected from two separate sources, namely, DataStream and annual reports that are hand-collected[footnoteRef:105].  [104:  The annual report makes available a substantial amount of information from which the researcher can highlight the company’s activities. Statutory requirements and criteria for companies to provide particular information enable researchers in that field to obtain credible data for research. For instance, in Malaysia, listed companies are required to follow the corporate governance Code (2007) and the Bursa Malaysia corporate governance Guide (2009) to disclose whether they perform their internal audit function in-house or whether it is out-sourced, as well as to disclose the incurred costs for the function of internal audit over the financial year (See the Chapter 9, Appendix 9C, Part a (Paragraph 30)). This and other sensitive information about their governance structures are to be disclosed (published) and made publicly available in their annual reports. Thus, using publicly available data (i.e. from the annual report of Malaysian companies or through private providers such as DataStream), saves the researcher’s time and enables them to focus more on the preparation and analysis of data. In addition, the availability of data ensures maximum utilisation of such scarce resources, which may likely influence the realisation of the study objectives positively (Saunders et al., 2007).]  [105:  The researcher conducted a thorough check of the consistency of the data provided by means of DataStream with the data available in the annual reports. The researcher depended on manually collecting the publicly available annual reports as a final choice in cases where there were differences in some of the data provided in the DataStream compared to the annual reports (i.e. when the financial data of some variables provided by DataStream were not consistent with the financial data for these variables published in the annual reports).] 


The archival or secondary data that depend on annual reports are noted for their strengths. The data collected from the annual report of public listed companies appear to be consistent. This is because once such information is issued in the annual audited accounts it does not change unless restatements are made.  In addition, the data collected from the annual report are reliable because they have been audited by accounting firms as well as subjected to public scrutiny. Time and finance are very important in that they can constrain the effort of researchers. It may take a longer time to negotiate for the conduct of interviews or to persuade respondents to fill the questionnaires for data collection. Since the public listed companies are required to publish their annual reports on an annual basis, the information of the companies is easily made available for access without much time wasted. Furthermore, when data are available, such as public listed companies, then it becomes possible to carry out tests using a larger sample or entire population where necessary. In the case of modified audit opinion, the data are compiled from real economic transactions and its process is not based on perceptions or hypotheses. However, perfection does not exist in social science approaches. Therefore, any merit received from the conclusion reached in this study is best appraised by the selected approach of the study (Md Yusof, 2009).

4. 6 Research Models and Measurement of Variables

4. 6.1 Research Models:

To test the study hypotheses, the researcher uses the following cross-sectional logistic regression models[footnoteRef:106]: [106:  In light of the nature of this study, two models are used to examine the relationship between the independent variables and modified audit opinion in individual and aggregate tests, in order to avoid the problems (statistically) that may arise as a result of integrating the study’s variables in one model. Due to the increased likelihood of the multicollinearity problem among the explanatory variables in the model, two or more explanatory variables within a model should not be perfectly linearly correlated.] 


In the first model, the researcher examines the relationship between the independent variables and modified audit opinion in an individual test:

MAO = β0 + β1 BINEDR + β2 BSIZE + β3 BMEET + β4 BEXPERTdmy + β5 ACINED + β6 ACSIZE + β7 ACMEET + β8 ACEXPERT + β9 IAFSOURCING + β10 logIAFINVone + β11 AUDSIZE + β12 logAUDLAG + β13 LOSS + β14 NCFGOAR + β15 LogEAF + e 

In the second model, the researcher examines the relationship between the independent variables and modified audit opinion in an aggregate test:

MAO = β0 + β1 BDEScoreM + β2 ACEScoreM + β3 IAFSOURCING + β4 logIAFINVone + β5 AUDSIZE + β6 logAUDLAG + β7 LOSS + β8 NCFGOAR + β9 LogEAF + e

4.6.2 Research Measurement of Variables

4.6.2.1 Measurement of Dependent Variable

This study extends the previous literature on modified audit opinion by using the modified audit opinion as a dimension (measure) for financial reporting quality. Modified audit opinion will take the dummy value of 1 if the opinion is a modified, i.e. when a qualified, disclaimed, and adverse opinion has been issued by the external auditor, and otherwise 0 (Chen et al., 2001; Pucheta-Martínez & de Fuentes, 2007; Rusmin et al., 2009; Farinha & Viana, 2009; Tsipouridou & Spathis, 2014).

4.6.2.2 Measurement of Independent Variables

In this section, the study provides the operational definitions of all the independent (explanatory) variables that are investigated in this study (one by one). The independent variables include characteristics of the board of directors, characteristics of audit committee, internal audit function, and control variables. Table 4.1 presents a summary of the measurements employed in this study.

4.6.2.2.1 Board of Directors’ Characteristics

4.6.2.2.1.1 Board Independent Non-Executive Directors

Board independence is the percentage (proportion) of independent non-executive directors on the board. Bursa Malaysia refers to the independence of the directors as directors who are free from any interference in the relationships or business with the company or its management and are also independent from the influence of management that may affect their independent judgment or capacity to discharge their responsibility on behalf of the shareholders. This is calculated by taking the ratio of the total number of independent non-executive directors on the board to the total number of board members (Klein, 2002a; Yatim et al., 2006; Bliss et al., 2007; Hashim & Devi, 2008 Wan Abdullah et al., 2008; Farinha & Viana, 2009; Abdullah et al., 2010).

4.6.2.2.1.2 Board of Directors’ Size

Board size is the number of board members at the fiscal year-end[footnoteRef:107]. A similar measurement is utilised by previous studies including Beasley (1996), Sanchez-Ballesta and Garcia-Meca (2005), Firth et al. (2007), Hashim and Devi (2008), Rusmin et al. (2009), Farinha and Viana (2009) and Mohamad-Nor et al. (2010). [107:  Information related to the board, independent non-executive directors, number of directors and financial expertise, as well as independent non-executive directors on audit committees, number of audit committee members and financial expertise were collected carefully from the portion allocated for directors’ profile information in company annual reports. In most cases, where there were changes of directors during the financial year, the study took into consideration these changes because this would affect the number of independent non-executive directors, and the number of directors and financial expertise. However, directors that were nominated after the financial year were not considered for that particular financial year (even though their information was available in the directors’ profiles of the current companies’ annual reports), as well as directors that stayed less than six months on the board of companies in the particular financial year. In keeping with the requirements of the Bursa Malaysia Listing Requirements, where directors must attend at least 50% of the board meetings, this study decided to use a cut-off period of at least six months tenure for the directors in the financial year. Hence, directors that stayed less than six months on the board of the companies examined in this study were excluded (irrespective of whether the directors were nominated during the financial year or former directors), while the former directors were included if they stayed more than six months on the board in the particular financial year even though their information was not available in the director’s profiles of the current companies’ annual reports (their  information was acquired from the directors’ profiles available from the companies’ annual reports in the last year).] 


4.6.2.2.1.3 Board of Directors’ Meetings

The number of meetings conducted by the board of directors yearly is used to measure board meetings. Previous studies have used this measure as an actual measure for the meetings of the board of directors (Abdul Rahman & Mohamed Ali, 2006; Yatim et al., 2006; Firth et al., 2007; Hashim & Devi, 2008; Goh, 2009; Farinha & Viana, 2009).

4.6.2.2.1.4 Board of Directors’ Financial Expertise

The board of directors’ financial expertise is measured by the dummy variable, which will take the value of “1” if a company has at least one director who has financial expertise, otherwise 0. Accounting and financial expertise make financial statements clearer and more understandable to the board members, which enables the board members to evaluate the effectiveness of the accounting policies offered by the management. Accounting and financial experience, knowledge and qualifications have to do with the type of formal education (e.g. Bachelor in Accounting) and professional qualification (e.g. members of accounting professional association or bodies), as well as work experience (e.g. directors who have acted as the chief financial officers or accountants or financial controller previously or currently). The forgoing definition of the variable follows those offered by Johari et al. (2008), Krishnan and Visvanathan (2008), and Johl et al. (2013). Board financial expertise is computed as the dummy variable, which will take the value of “1” if a company has at least one director who has financial expertise, otherwise 0.



4.6.2.2.1.5 Board of Directors’ Effectiveness Score 

Following DeFond et al. (2005), Lara et al. (2007), Krishnan and Visvanathan (2008), and Johl et al. (2013), this study captures the strength of each sample company's board of directors’ characteristics using a summary measure that combines four characteristics of board of directors into a single dichotomous variable. If strong board of directors on multiple dimensions reflects a relatively stronger board of directors’ effectiveness, this measure will appropriately cover the whole strength of a company's board of directors’ characteristics more than the individual measures. In order to construct this summary variable, an attempt was made to create dichotomous measures of all four characteristics of board of directors for every single sample-observation. This is done such that a value of “1” implies strong board of directors’ effectiveness and a value of “0” indicates weak board of directors’ effectiveness. The following describes how this study dichotomises each of the four characteristics:

1. This study codes companies as “1” if 60% or more of the directors are independent non-executive and “0” otherwise (DeFond et al., 2005; Krishnan & Visvanathan, 2008)[footnoteRef:108]. [108:  Following prior studies, the researcher chose a cut-off point of 60% in order to be consistent with the independent non-executive directors-dominated board (Weisbach, 1988; Denis et al., 1997; DeFond et al., 2005; Krishnan & Visvanathan, 2008).
] 


2. The agency theory suggests that the effectiveness of a board of directors increases when the size of the board of directors increases (Kiel & Nicholson, 2003). Therefore, this study code companies “1” if the appointing company’s board size is equal to or more than the sample median, and “0” otherwise (DeFond et al., 2005; Krishnan & Visvanathan, 2008)[footnoteRef:109]. [109:  As a measure of the central tendency, the median may be a better indicator of the most typical value if a set of scores has an outlier (extreme value that differs greatly from others) (Petrie & Sabin, 2009). An outlier is an extreme value that differs greatly from other values (Pedhazur, 1997; Hair et al., 2006). Based on the descriptive statistics of this study, the minimum number of members on the board of directors (the board size) is 3, and the maximum number is 13. This refers to the existence of the outlier values from the rest of the values. Therefore, a sample median is used as a cut off to determine the effectiveness of the board size to avoid significant misrepresentation of the results.  ] 


3. Following the latest Guide on Corporate Governance from Bursa Malaysia[footnoteRef:110], a typical board of directors would hold a minimum of 6 to 8 board meetings annually. This study codes companies as “1” if the company’s board meetings is equal to or more than six meetings in a fiscal year, and “0” otherwise. [110:  In Malaysia, the board of listed companies commonly meets on a quarterly basis, that is, four (4) times a year and a maximum of two extraordinary meetings may be held when the financial year starts as well as when the financial year ends. Hence, six board meetings was chosen as the minimum number of typical board meetings to be held annually (The typical minimum number of board meetings held annually was six).] 


4. This study codes companies as “1” if the appointed directors have financial expertise and “0” otherwise. This code for the variable is relatively similar to DeFond et al. (2005), and Johl et al. (2013).

Consistent with DeFond et al. (2005), and Johl et al. (2013), this study constructs a summary for the board of directors’ effectiveness, which is measured by combining the four dichotomous measures for each single sample-observation. Then a dichotomous variable on the basis of the median of the added values is created. Therefore, from an equally weighted summative of the four characteristics of the board of directors, a summary measure is constructed. This takes control of many characteristics of the board of directors upon which an individual company is categorised as having strong board of directors’ effectiveness.[footnoteRef:111] [111:  For example, the median of the four dichotomous variables collected in this study sample is three. This summary measure categorises companies that have effectiveness of strong board of directors into three or more (less three) of each of the four characteristics as possessing a strong (weak) board of directors’ effectiveness.] 


4.6.2.2.2 Audit Committee Characteristics

4.6.2.2.2.1 Audit Committee Independence  

Audit committee independence is one entirely composed of independent non-executive directors. In the revised MCCG 2007, the main amendments involve the establishment of an Auditing Oversight Board, which should act with the backing and support of the Securities Commission (under the patronage of the Securities Commission), and prevent executive directors from becoming members of the audit committee. In the auditor reporting setting, Bronson et al. (2009) indicate that the audit committee must be completely independent in order to enhance the effectiveness of the audit committee. The current study extends the previous literature on modified audit opinion. In particular, it refines the definition of the audit committee who are independent to include all members who are independent instead of a majority of independent members using a dummy variable (McMullen & Raghunandan, 1996; Goh, 2009; Barua et al., 2010; Abdullah et al., 2010; Md Yusof, 2010).





4.6.2.2.2.2 Audit Committee Size 

Audit committee size is the number of audit committee members at fiscal year-end. A similar measure is utilised by previous studies (Pucheta-Martínez & de Fuentes, 2007; Firth et al., 2007; Goh, 2009; Rahmat et al., 2009; Mohamad-Nor et al., 2010). 

 4.6.2.2.2.3 Audit Committee Meetings 

Audit committee meetings are measured as the number of audit committee meetings during the fiscal year-end. Previous studies have utilised a similar measure as an actual measure for audit committee meetings (Yatim et al., 2006; Pucheta-Martínez & de Fuentes, 2007; Goh, 2009; Rahmat et al., 2009; Barua et al., 2010; Hashim & Abdul Rahman, 2011).

4.6.2.2.2.4 Audit Committee Financial Expertise[footnoteRef:112]  [112:  Nik Salleh et al. (2012) note that the financial expertise of the audit committee can be classified into three main groups. These are accounting and finance expertise, auditing expertise and business expertise.  Accounting and finance expertise is a member of the audit committee who possesses, before or presently, work experience as a financial controller, vice president of finance, certified public accountant, or chief financial officer, or any work experience in another main field of accounting or financial management (Dhaliwal et al., 2006). Auditing expertise on the other hand, is a member of an audit committee who possesses, before or presently, work experience as an audit firm’s auditor. Lastly, business-specific expertise is a member of an audit committee who possesses, before or presently, work experience as a chief executive officer or within the same industry he/she has experience of as a director in a company. ] 


 Audit committee financial expertise is the number of expert members in the audit committee that have knowledge and experience of auditing and accounting.[footnoteRef:113] This study considers the financial expertise definition of financial expertise as implying only members of the audit committee who are or have been chief financial officers, accountants or internal auditors, and financial controllers, or who are also formerly audit managers/partners, instead of just being a Malaysian Institute of Accountant (MIA) member, or simply having any necessary experience. Audit committee financial expertise is calculated by dividing the total number of audit committee members with financial expertise by the total number of the audit committee (Md Yusof, 2010). [113:  This measure is used because directors with greater expertise and knowledge of the accounting and auditing process have more ability to effectively monitor the process of financial reporting than other directors as they have a better understanding of the issues of financial reporting (Bull & Sharp, 1989; Johari et al., 2008; Beasley et al., 2009).] 


4.6.2.2.2.5 Audit Committee Effectiveness Score 

Following  DeFond et al. (2005), Lara et al. (2007), and Krishnan and Visvanathan (2008), this study seeks to capture the force of each company’s audit committee characteristics sample as a result of the use of a summary measure that combines the four characteristics of the audit committee into one dichotomous variable. If a strong audit committee on multiple dimensions reflects relatively stronger audit committee effectiveness, this measure will appropriately cover the whole strength of a company's audit committee’s characteristics more than the individual measures. In order to construct this summary variable, an attempt was made to create dichotomous measures of all four audit committee characteristics for each sample observation. This is done such that the value of “1” implies strong audit committee effectiveness and the value of “0” indicates weak audit committee effectiveness. The following describes how this study dichotomises each of the four characteristics:

1. This study codes firms as “1” if the audit committee is composed exclusively of   independent non-executive directors’ members and “0” if otherwise (DeFond et al., 2005; Lara et al., 2007; Krishnan & Visvanathan, 2008).

2. The Revised MCCG 2007 and the Listing Requirements of Bursa Malaysia suggest that at least three directors should be members of the audit committee (the audit committee is composed of at least three directors). Therefore, by following the revised MCCG 2007 and the Listing Requirements of Bursa Malaysia, this study codes a company as “1” if the audit committee size is equal to or more than the three numbers and “0” otherwise. This code for the variable is relatively similar to Lara et al. (2007).

3. Currently, the Listing Requirements of Bursa Malaysia suggest that audit committees should hold a minimum of four meetings yearly (i.e. a quarterly basis meeting) to be able to fulfil its duties or responsibilities properly and effectively. Therefore, following the Bursa Malaysia Listing Requirements, this study codes a company as “1” if the company’s audit committee meetings equals or more is than the four meetings in a fiscal year and “0” otherwise. This measure of the variable is relatively similar to Mohamad-Nor et al. (2010).

4. This study codes companies as “1” if the audit committee has at least one financial expert and “0” otherwise. This code of the variable is relatively similar to that of other research (DeFond et al., 2005; Krishnan & Visvanathan, 2008; Dhaliwal et al., 2010).

Consistent with DeFond et al. (2005), this study constructs a summary for audit committee effectiveness measured by combining the four dichotomous measures for each sample-observation.  Then a dichotomous variable on the basis of the median of the added values is created. Therefore, from an equally weighted summative of the four characteristics of the audit committee, a summary measure is constructed. This covers many characteristics of the audit committee upon which an individual company is categorised as having strong audit committee effectiveness.[footnoteRef:114] [114:  For example, the median of the four dichotomous variables collected in this study sample is three. This summary measure categorises companies having strong audit committee effectiveness as having three or more (less three) of the four characteristics as possessing strong (weak) audit committee effectiveness.] 


4.6.2.2.3 Internal Audit Function 

4.6.2.2.3.1 Internal Audit Sourcing Arrangements 

According to the Bursa Malaysia Guide on Corporate Governance (2009), listed companies are required to disclose whether they perform their function of the internal audit in-house or whether it is out-sourced (Chapter 9 Appendix 9C Part A (Paragraph 30)). In this study, the internal audit sourcing arrangements will take the dummy value representing whether some work or all work of the internal audit is performed by a third-party provider, outsourced (Sourcing = 1), or in-house (Sourcing = 0) (Carey  et al., 2006; Glover et al., 2008).

4.6.2.2.3.2 Investment in Internal Audit Function 

The Bursa Malaysia Guide on Corporate Governance (2009) mandates that listed companies disclose the costs expended (investment) as an incurred cost on the function of the internal audit during the financial year (Chapter 9 Appendix 9C Part A (Paragraph 30)). In this study the investment in the internal audit function or cost incurred by the internal audit function is measured as the natural log of costs borne by the internal audit function in the fiscal year (the costs incurred of in-house plus the costs incurred of outsourced). The relatively similar measurement has been used by previous studies as a proxy for the investment in the internal audit function (Carcello et al., 2005; Barua et al., 2010).

4.6.2.3 Control Variables

There are many factors that affect modified audit opinion. Those factors that are not the focus of this study serve as controlling variables. Among others, they are audit firm size, audit report lag, loss in previous years, operating cash flow and external audit fees. These control variables are included in the study’s models because they were found by previous studies to have a real effect on the modified audit opinion (e.g. Sanchez-Ballesta & Garcia-Meca, 2005; Pucheta-Martinez & de Fuentes, 2007; Firth et al., 2007; Rusmin et al., 2009; Farinha & Viana, 2009). Therefore, if these variables are not controlled, it would probably lead to bias in the ultimate outcome of the models that test the association between the internal corporate monitoring mechanisms with the modified audit opinion. This is the basis used to determine the control variables. The discussions on other controlled variables are offered in the following subsections.

4.6.2.3.1 Audit Firm Size 

There is evidence that the agency problems are reduced with increases in the quality of audit services (Jensen & Meckling, 1976; Watts & Zimmerman, 1986). When a Big-4 auditor performs audit, it indicates that a high quality audit is produced by this auditor (Abdullah et al., 2010). This is because audit procedures in the Big-4-firms are well structured and organised in a systematic way with a greater chance of uncovering accounting errors relative to a non-Big-4-firm (DeFond & Jiambalvo, 1991). Their evidence shows that the relationship between Big-4 and overstatement errors is negatively related. Therefore, auditors with high quality have a greater tendency of detecting accounting options that are questionable and are likely to communicate their presence by offering a modified opinion if managers fail to make the necessary accounting adjustments (Farinha & Viana, 2009).

Binary variables are employed to measure the size of audit firm. In this case, a dummy with a value equal to 1 is assigned if Big-4 audit firms audit the companies and a value equal to 0 otherwise. The same measurement has been utilised by prior studies as a proxy for the audit firm size, since audit quality is able to reduce the possibility of failing to report a modified opinion as and when necessary (Pucheta-Martínez & de Fuentes, 2007; Firth et al., 2007; Goh, 2009; De Fuentes & Pucheta-Martínez, 2009; Farinha & Viana, 2009; Rahmat et al., 2009; Mohamad-Nor et al., 2010).  

4.6.2.3.2 Audit Report Lag 

Usually, auditors take a longer time before issuing a modified audit opinion for many reasons. The auditors may have difficulty in obtaining audit evidence and auditors may have to wait a little longer to examine the financial statement. In this regard, the literature shows that the time between the company’s financial year-end and the date of offering the audit report is referred to as the audit report lag,[footnoteRef:115] which is associated with the type of audit opinion (Francis, 1984; Chen & Church, 1992; Behn et al., 2001; DeFond et al., 2002; Malek & Che Ahmad, 2011; Kaplan & Williams, 2013). Therefore, this study includes audit report lag as a control variable to examine the relationship of the corporate monitoring mechanism with a modified audit opinion[footnoteRef:116]. In particular, Geiger and Raghunandan (2001), DeFond et al. (2002), Basioudis et al. (2008) are among those who uncover that audit reporting lag has a positive significant relationship with modified audit opinion. Likewise, in the local context, Malek and Che Ahmad (2011) find that the unqualified audit opinion has a negative significant association with audit report lag.[footnoteRef:117] Contrastingly, Geiger and Rama (2003) find an insignificant relationship between reporting lag and modified audit opinion. [115:  Audit report lag is considered as a measure of audit efficiency and not effectiveness. Hence, audit report lag does not indicate that an audit is ineffective (Kaplan & Williams, 2013).]  [116:  In the case of the association between a modified audit opinion and the audit report lag, there is a question of; does a modified audit opinion affect the audit report lag or vice-versa?. Both directions have been tested in the audit literature. Theoretically and empirically, a modified opinion provides prima facie evidence to cause a reporting lag. In some audit opinion studies (e.g. Vanstraelen, 2002), the inclusion of reporting lag is well observed although the explanation might introduce the endogeneity issue. Even with such an issue, the results of the majority variables are according to the expected directions. The endogeneity problem, at its worst, produces counter-intuitive results (Wooldridge, 2012). Based on the main results, such threats are apparently not the case here. However, the majority of audit opinion studies exclude reporting lag. In order to take the middle ground, this study provides the results without reporting the lag in the appendices.]  [117:  This variable is measured by using the logarithmic transformation of the number of days from the accounting year-end date to the date of audit report issued to capture the audit time. Log is used in order to reduce the effect of extremely high and low data values in order to improve the goodness fit of the model.] 


Bearing the above findings in mind, this study argues that the audit report lag is expected to have a positive association with the prospect of a company receiving a modified audit opinion. Consistent with prior studies, in this study, the audit report lag is measured as continuous (represents the number of days elapsing between the end of the fiscal year of the company to the completion of the audit for the current year and the audit report date).





4.6.2.3.3 Loss 

Companies that have consecutive losses may indicate poor financial health (Monroe & Teh, 1993). Given that consecutive losses are a factor of poor financial health, the prospect of a company receiving a modified audit opinion is increasing (Pucheta-Martínez & de Fuentes, 2007; Firth et al., 2007; Johl et al., 2007; Farinha & Viana, 2009; Tsipouridou & Spathis, 2014).  Mutchler (1984) finds that three years of substantial losses are rated as important cues by auditors in their determination of company problems. 

Pucheta-Martínez and de Fuentes (2007) find that the losses reported in the previous two years financial report have a positive effect on the likelihood of receiving error or non-compliance qualifications. Firth et al. (2007) show that the losses have a positive significant effect on the likelihood of receiving a modified audit opinion. Farinha and Viana (2009) uncover evidence that there is a positive association between the existence of consecutive losses and the possibility of receiving a modified audit opinion. In Malaysia, Johl et al. (2007) find a positive relationship between companies’ loss making and the likelihood of receiving a modified audit opinion. This result is opposite to Malek and Che Ahmad (2011) who uncover that the unqualified audit opinion has a negatively insignificant relationship with the loss.[footnoteRef:118] It is expected that a positive relationship between prior year losses and the prospect that a company receives a modified audit opinion can be obtained in the practical setting. [118:  A dummy variable coded 1, if the focal company reports losses in previous and current fiscal year and 0, if otherwise will be used to measure loss.
] 


To summarise, in this study, a company’s consecutive loss is used as a control variable and included to examine the association of corporate monitoring mechanism with a modified audit opinion. Based on previous studies, a dummy variable is used to measure whether the company is in loss before the issuance of the audit report (1 if the company reported a negative net income in either or both of the two previous years; 0 otherwise). 

4.6.2.3.4 The Operating Cash Flow

The current study investigated the importance of the net cash flow generated from operating activities as an indicator for the operations performance (Mutchler, 1984). Previous studies suggest that this factor is significantly related to the quality of financial reporting as a proxy of earnings management (Klein, 2002a; Davidson et al., 2005; Peasnell et al., 2005; Abdul Rahman & Mohamed Ali, 2006; Firth et al., 2007; Johari et al., 2008). In audit opinion literature, a few studies have examined the influence of the operating cash flow on the auditor’s opinion. In this aspect, Kaplan and Williams (2013) find a negative association between the operating cash flow with the issue of a going concern report. Bearing the above discussions in mind, we anticipate a negative association between the operating cash flow with the prospect of a company receiving a modified audit opinion. Consistent with prior studies (Johari et al., 2008; Kaplan & Williams, 2013), in this study, the operating cash flow is measured as a percentage of the net cash flow obtained from operating activities. This is calculated by dividing the net cash flow generated from operating activities by the total assets.



 4.6.2.3.5 External Audit Fees

Audit fees refer to the audit services fee paid by the company to its statutory external auditor on audit engagement (Basioudis et al., 2008; Malek & Che Ahmad, 2011). In this regard, usually, the extent of quality accounting information in the audited company appears to be an important determinant in the assessment of overall audit risk by the auditor (inherent risks assessment by auditor), and, subsequently, can affect the nature, procedure and extent of audit testing, which, ultimately, affects the audit effort and audit fees (Abdul Wahab et al., 2011; Johl et al., 2012). Therefore, higher audit fees leads to more effort in audit engagement to uncover accounting options that are questionable and their existence are reported by giving a modified opinion if managers refuse to adjust the necessary accounting options. In audit opinion, numerous empirical studies suggest that the audit fees are significantly related to the audit report modifications (Bell et al., 2001; Geiger & Rama, 2003; Basioudis et al., 2008; Johl et al., 2012). Accordingly, the audit fees are expected to have a positive association with the prospect of a company receiving a modified audit opinion. Based on prior studies, the audit fees are measured by the logarithmic of the audit services fee paid by the company to its auditor (De Fuentes & Pucheta-Martínez, 2009; Malek & Che Ahmad, 2011).

Table 4.1

 Measurement of Variables 

		Variable

		Explanation

		Measurement

		Previous Studies



		Dependent Variable: MAO

		Modified audit opinion

		Dummy variable will take the value of 1 if the opinion is a modified one, i.e. when qualified, disclaimed, or adverse opinion has been issued by the auditor, and otherwise 0.



		Chen et al. (2001), Pucheta-Martínez & de Fuentes (2007), Rusmin et al. (2009), Farinha & Viana (2009) and Tsipouridou & Spathis (2014).



		Independent  (
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)Variables :

		

		

		



		BINEDR

		Board Independent Non-Executive Directors

		Percentage (proportion) of independent non-executive directors on the board (Directors).

		Yatim et al. (2006), Bliss et al. (2007), Hashim & Devi (2008), Wan Abdullah et al. (2008), Farinha & Viana (2009) and Abdullah et al. (2010).



		BSIZE

		Board of Directors’ Size

		Number of board members at fiscal year-end.

		Beasley  (1996), Sanchez-Ballesta & Garcia-Meca (2005), Firth, et al. (2007), Hashim & Devi (2008), Rusmin et al. (2009),  Farinha & Viana (2009) and Mohamad-Nor et al. (2010).



		BMEET

		Board of Directors’ Meetings

		Number of board meetings during the fiscal year-end.

		Abdul Rahman & Mohamed Ali (2006), Yatim et al. (2006), Firth et al. (2007), Hashim & Devi (2008), Goh (2009) and Farinha & Viana (2009).



		BEXPERTdmy

		Board of Directors’ Financial Expertise

		A dummy variable will take the value of “1” if a company has at least 1 director who has financial expertise, otherwise 0. (In this study the definition of financial expertise of the board of directors members is based on whether at least one member has knowledge and a qualification of finance or accounting (e.g. Bachelor in Accounting), professional qualification (e.g. a member of MIA or other professional bodies) and experience (as directors who are previously or currently chief financial officers, accountants or financial controller, for example)).

		DeFond et al. (2005), Krishnan & Visvanathan (2008), Johari et al. (2008) and Johl et al. (2013).



		 (
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Measurement of Variables
)BDEScoreM

		Board of Directors’ Effectiveness Score

		

A dummy variable will take the value of “1” if the company’s board of directors’ effectiveness score is equal to or more than the score of the sample median, and “0” otherwise.





		DeFond et al. (2005), Lara et al. (2007), Krishnan &Visvanathan (2008) and Johl et al. (2013).



		ACINED

		Audit Committee Independence

		Dummy variable will take the value of 1 if audit committee with all (composed fully) independent non-executive directors’ members, and otherwise 0.

		McMullen & Raghunandan (1996), Goh (2009), Barua et al. (2010), Abdullah et al. (2010) and Md Yusof (2010).



		ACSIZE

		Audit Committee Size

		Number of audit committee members at fiscal year-end.

		

Pucheta-Martínez & de Fuentes (2007), Firth et al. (2007), Rahmat et al. (2009),  (
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)Goh (2009) and Mohamad-Nor et al. (2010).



		ACMEET

		Audit Committee Meetings

		Number of Audit Committee Meetings during the fiscal year-end.

		

Yatim et al. ( 2006), Pucheta-Martínez & de Fuentes (2007), Goh (2009), Rahmat et al. (2009), Barua et al. (2010) and Hashim &Abdul Rahman (2011).



		ACEXPERT

		Audit Committee Financial Expertise

		Percentage of audit committee members with knowledge and experience of auditing and accounting. (This study treats the financial expertise definition of financial expertise to imply only members of audit committee who are chief financial officers, accountants or internal auditors and financial controller in the past, or also who are formerly audit managers/partners, instead of just being a Malaysian Institute of Accountant (MIA) member, or simply having any necessary experience).



		Md Yusof (2010).



		ACEScoreM

		Audit Committee Effectiveness Score

		A dummy variable will take the value of “1” if the company’s audit committee effectiveness score is equal to or more than the score of the sample median, and “0” otherwise.

		DeFond et al. (2005), Lara et al. (2007) and Krishnan &Visvanathan (2008).



		IAFSOURCING

		Internal Audit Sourcing Arrangements

		Dummy variable representing whether the some or all work of the IAF is performed by outsourced to a third-party provider (Sourcing = 1) or in-house (Sourcing = 0).

		Carey et al. (2006) and Glover et al. (2008).



		logIAFINVone

		Investment in Internal Audit Function

		Natural log of cost borne by the IAF in fiscal year.

		Carcello et al. (2005) and Barua et al. (2010).



		AUDSIZE

		Audit Firm Size

		Dummy variable will take the value of 1 if company was audited by a Big 4 audit firm, 0 otherwise.

		DeAngelo (1981), Becker et al. (1998), Francis et al. (1999), Gul and Tsui  (2001), Ireland (2003), Yatim et al. (2006), Caramanis & Spathis (2006), Bliss et al. (2007), Johl et al. (2007), BasIoudis et al. (2008), Rusmin et al. (2009), De Fuentes & Pucheta-Martínez (2009), Farinha & Viana (2009), Abdullah et al. (2010), Md Yusof (2010), Hashim & Abdul Rahman (2011), Johl et al. (2012) and Rizzotti &  (
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		logAUDLAG

		Audit Report Lag

		Represents the natural log of the number of days elapsing between the end of the fiscal year of the company to the completion of the audit for the current year for each individual company (the audit report date).

		Geiger & Raghunandan (2001), Ireland (2003), Basioudis et al. (2008), Mohamad-Nor et al. (2010) and Tsipouridou and Spathis (2014).



		LOSS

		Loss

		Dummy variable will take the value of 1 if the company reported a negative net income in either or both of the two previous years; 0 otherwise.

		Ireland (2003), Johl et al. (2007), Pucheta-Martínez & de Fuentes (2007), De Fuentes & Pucheta-Martínez (2009), Farinha & Viana (2009), Johl et al. (2012) and Rizzotti & Angela, (2013).



		NCFGOAR

		The Operating Cash Flow

		A percentage of net cash flow realised from the operating activities (This is computed by dividing the net cash flow obtained from operating activities by the total assets). 

		Peasnell et al. (2005), Johari et al. (2008),  Hashim & Devi (2008),  Lin et al. (2011) and Firth et al. (2007).



		LogEAF

		External Audit Fees

		The logarithmic of external audit fees

		De Fuentes & Pucheta-Martínez (2009), Malek & Che Ahmad (2011).







4.7 Statistical Analysis Procedures (Methods)

In this section, the statistical method for analysis of the data is discussed. This study utilises a quantitative approach to analyse the relationship between modified audit opinion and a set of independent variables, such as board of directors’ characteristics, audit committee characteristics and internal audit function, as well as an inclusive set of control variables. In this respect, the logistic regression model is adopted because it is an important technique in studying modified audit opinion and many auditing and accounting studies (e.g. Sanchez-Ballesta & Garcia-Meca, 2005; Johl et al., 2007) in the past have adopted this technique.   

The adoption of the logistic regression model is not unusual in view of the fact that the study’s dependent variable (a modified audit opinion or an unmodified audit opinion) is categorical in nature. This is because logistic regression is utilised to test the model, which expects classifiable outcomes with two categories or more (Pallant, 2007). Therefore, this study uses the logistic regression method to investigate the influence of the hypothesised variables (explanatory variables) as well as the control variables as a comprehensive set on the modified audit opinion.[footnoteRef:119] [119:  The explanatory variables and the control variables, which serve as variable predictors can either be categorical or continuous variables, or a mixture of these in a model (Pallant, 2007).] 


4.7.1 Diagnostic Tests

In this study, to successfully conduct the logistic regression analyses, there are several assumptions to be fulfilled in order for the logistic regression analyses to be valid and to avoid misleading results. According to Menard (2002), Pallant (2007), and Hair et al. (2010), for the logistic regression diagnostics four assumptions are applied in the logistic regression model as listed below:

1) Sample size assumption (pre-estimation procedure). Pallant (2007) suggests that the proportion of the sample size is deemed adequate to run the test as a minimum of 10 observations are needed for each explanatory variable (independent variable).

2) Test for outliers or influential observations (the tests of pre-estimation). The presence of some of the outliers in the dataset among the independent variables may mislead the results significantly through the logistic regression, and, thus, must be considered for treatment (Menard, 2002).

3) Multicollinearity tests (post-estimation procedures).  Multicollinearity occurs when there is inter-correlation among the explanatory variables. For the estimation to be free of bias, two or more explanatory variables must not be perfectly linearly related. To achieve this, many approaches, such as the correlation matrix, variance inflation factor (VIF) and tolerance (1/VIF), have been used to examine the presence of multicollinearity. 

4) Test of model specification (post-estimation procedures). To achieve the assumption that the error-term is not correlated to the explanatory variables in the model, it is important to test for omitted variables bias and link function in logistic regression. Where there is specification error in a model, it means the model has been incorrectly estimated. 

4.7.2 Statistics and Univariate Analysis  

Four types of univariate test are carried out in this study. Firstly, for all variables measured as continuous metrics, the mean, median, minimum, maximum and standard deviation are calculated to describe the characteristics of the total sample. Secondly, for all the continuous variables, summary statistics of the mean, median and standard deviation for all groups of the sample, modified audit opinion group (test sample) and unmodified audit opinion group (the matched-pair sample) as a control test sample will be analysed separately to describe the characteristics of all the groups in the sample. Thirdly, the match-paired t-test is used to identify the significant differences in the mean and median of the continuous variables between the companies in the modified audit opinion group and the companies in the unmodified audit opinion group. The application of a match-paired sample t-test is considered when one group of companies’ data is gathered under two distinct conditions (Pallant, 2007). Fourthly, in a similar style, this study conducted a Mann-Whitney U-test to examine whether there are differences in the proportion of the dichotomous variables between both groups of audit opinion.

4.7.3 Multivariate Analysis

To estimate the study models, logistic regression is utilised for the multivariate analysis since the model has a binary dependent variable. Multivariate logistic regression analysis is utilised to test the effect of the explanatory variables (hypothesised variables) and a set of control variables on the modified audit opinion. In general, data analysis is done with the use of STATA software, which offers a basis for univariate and multivariate logistic regression analysis and can be applied to the research design utilised by this study, as it is suitable for the logistic regression model. More details of these statistical analyses will be provided in the following chapters of this study.

4.8 Summary

This chapter discusses the study methodology utilised in this study. The first section determines and justifies the chosen research philosophy. The second section explains and justifies the population and the sample companies selected, and the time period during which the investigation is carried out. Thirdly, data for accounting and corporate governance are obtained from the companies’ annual reports and DataStream. This is to enable the achievement of the study’s objectives. Fourthly, the chapter then outlines the definitions and describes the study models and measurements of the hypothesized variables. Fifthly, the method of statistical analysis is also discussed. Finally, a summary of the chapter contents is provided.

CHAPTER FIVE

DESCRIPTIVE RESULTS OF MODIFIED AUDIT OPINION FRAMEWORK 

(MODELS 1 & 2)

5.1 Introduction

This chapter provides descriptive statistics for the modified audit opinion framework of this study. In section 5.2, a description of the sample selection in this study is presented. Section 5.3 presents descriptive statistics and the analysis of the continuous and dichotomous variables (univariate analysis). Section 5.4 provides the diagnostic tests of the estimations to check whether or not the assumptions associated with logistic regressions are violated. Section 5.5 summarises this chapter.

5.2 Sample Selection and Sample Description

The sample companies are extracted from the population based on publicly available information mainly from the annual reports[footnoteRef:120] of public listed companies on Bursa Malaysia[footnoteRef:121] that received a modified audit opinion in the period from 2009 to 2011.[footnoteRef:122] This target group is considered as a test sample that has been matched with companies that received an unmodified audit opinion for the same period as the control test. Criteria such as fiscal year, type of industry, similar market, and nearest to the amount of total assets are followed in the selection of the control sample (the matched-pair sample). Prior studies (e.g. Sanchez-Ballesta & Garcia-Meca, 2005; & Johl et al., 2007) in audit opinion have used the control group (the matched-pair sample) approach.  [120:   Where the data for all the variables are available.]  [121:  Only non-financial companies are included. In line with a number of prior studies, the current study excludes financial companies from the sample since differences in the format and content of financial statements are likely to impact on the accounting ratios.  ]  [122:  This study examines the audit opinion for three consecutive audit years.  ] 


After the screening process, 68 firm-year observations relating to 48 companies that received a modified audit opinion are eligible to be included in the analysis as a test sample group. The type of audit opinion received by these companies is classified into qualified (53%), disclaimer (46%) and adverse (1%), as shown in Table 5.1. 

Table 5.1

Type of Audit Opinion

		Type audit opinion

		2009

		2010

		2011

		Total

		percentage



		Qualified

		9

		16

		11

		36

		53%



		Disclaimer

		13

		12

		6

		31

		46%



		Adverse

		-

		1

		-

		1

		1%



		Total

		22

		29

		17

		68

		100%





In particular, the reasons why the auditors issued a modified audit opinion (i.e. qualified, disclaimer or adverse) in our sample are shown in Table 5.2. These reasons are classified into three categories: (1) Insufficiency of the appropriate audit evidence (which is referred to as a limitation of the audit scope). In our sample, a total of 32 firm-year-observations received a modified audit opinion because of insufficient evidence; (2) Going concern opinion. A total of five firm-year-observations, in our sample received a modified audit opinion because of going concern; and (3) a combination of reasons 1 and 2. In our sample, a total of 31 firm-year-observations received a modified audit opinion because of both insufficient evidence and going concern. These statistics illustrate that the majority of Malaysian listed companies received a modified audit opinion for the period from 2009 to 2011 because of the insufficiency of the appropriate audit evidence provided by these companies, which, in turn, indicates the lower quality of the companies’ financial reporting. Accordingly, a modified audit opinion could be a direct proxy for the financial reporting quality.  

		Table 5.2

Reasons for Modified Audit Opinions



		

		Qualified

		Disclaimer

		Adverse

		Total



		

		2009

		2010

		2011

		2009

		2010

		2011

		2009

		2010

		2011

		



		Insufficiency

		9

		11

		10

		1

		-

		-

		-

		1

		-

		32



		Going concern opinion

		-

		3

		1

		-

		-

		1

		-

		-

		-

		5



		Both

		-

		2

		-

		12

		12

		5

		-

		-

		-

		31



		Total

		9

		16

		11

		13

		12

		6

		-

		1

		-

		68





The test sample group of companies are matched with the same number of companies that received an unmodified audit opinion, resulting in a final sample of 136 firm-year observations relating to 96 companies. Specifically, the process of matching commenced by grouping the unmodified audit opinion companies on the basis of particular groups of industries (based on 7 sectors),[footnoteRef:123] into the same market (main market or ACE market),[footnoteRef:124] and, further, the nearest total asset amount. In order to maintain independence, in that matching an unmodified audit opinion company has been done in a specific year to its equivalent company in the modified audit opinion group, this study, disallows its matching with another company again in another year (Sanchez-Ballesta & Garcia-Meca, 2005). The last step is to filter the selection on the basis of the fiscal year criterion, as depicted by Table 5.3 and Table 5.4. [123:  According to Bursa Malaysia, companies are grouped into 13 different sectors. These consist of construction, industrial products, exchange traded funds, consumer products, trading/services, plantation, finance, hotels, IPC, properties, REITS, technology and structured warrants others (Ishak, 2010).]  [124:  A possible matching for a modified audit opinion company ought to belong to a similar market and industry in order to reduce any probable bias.] 




Table 5.3

Sample Industry Description

		

Type of Industry



		Frequency in modified audit opinion group

		Frequency in unmodified audit opinion group

		Total of Frequency in all groups



		Trading/Services

		19

		19

		38



		Construction

		10

		10

		20



		Technology

		9

		9

		18



		Industrial Products

		21

		21

		42



		Consumer Products

		7

		7

		14



		Hotel

		1

		1

		2



		Property

		1

		1

		2



		Total

		68

		68

		136







In the matching process, Table 5.4 summarises the percentage of matching companies that met each selection criterion. The matching criterion was based on four matching processes.[footnoteRef:125] The first matching was industry matching, where companies were categorized based on their industry. In this matching process, companies based on the matching criteria were 100% identical. Followed by matching from the same market (e.g. Main market with Main market or ACE market with ACE market). As this was not exactly available, a company from a different market (e.g. Main market with ACE market or vice-versa, but in the same industry) was chosen. The matching criteria were 94% identical. The third matching process was based on total assets. Although the matching company from the amount of total assets was not exactly available, a company from the nearest amount of total assets (rounded to the nearest amount of the total assets in a company that received a modified audit opinion (test sample) at the close of the fiscal year, but in the same industry and market) was chosen and thus were 78% identical. Lastly, the fourth matching criterion was the fiscal year. However, this was not exactly available and resulted in the fiscal year criterion being 33% identical.  [125:  The matching is performed first on the same industry, second on the same market, third on the nearest amount of total assets, and, fourth, on the year.  ] 


Table 5.4

 Description the Percentage of Criterion of Control Sample Group

		Years

		No. of the matched-pair sample companies

		Industry (%)

		Market (%)

		Total asset (%)

		Fiscal year (%)



		2009 - 2011

		68

		100

		94

		78

		33







5.3 Descriptive Statistics and Univariate Analyses

The univariate test conducted indicates many variables that could be useful in explaining audit opinion (Rusmin et al., 2009). In the modified audit opinion framework (Model 1), ten main independent variables and five control variables are included and classified by modified audit opinion versus unmodified audit opinion.  In addition, in the modified audit opinion framework (Model 2), four main independent variables and five control variables are included and classified by modified audit opinion versus unmodified audit opinion. Tables 5.5 and 5.6 present the descriptive statistics as well as the results of the univariate test of variables. These variables are measured as continuous metrics and dichotomous variables, respectively. In each of the tables presented, a separate column is used to contain summary statistics for the total groups of the sample, modified audit opinion (test sample) and unmodified audit opinion (the matched-pair sample) as a control test sample.

In respect of the continuous variables, the current study calculated their minimum, maximum, means and median, as well as the standard deviation of the variables. In the case of the dummy variables, the study determines the difference in the proportion of the variables. The essence is to identify any significant differences across groups, if any, using the tests of statistics. To determine whether the continuous variables differ significantly between the modified audit opinion and unmodified audit opinion a t-test is used.[footnoteRef:126] Similarly, the difference in the proportions of the dichotomous variables among the groups of both audit opinion are tested using the Mann-Whitney U-test approach.[footnoteRef:127]  [126:  A match-paired sample t-test is utilised when only one group of companies’ data is gathered under two distinct conditions (Pallant, 2007). A match-paired t-test is used to evaluate the difference in the mean and median between the companies that receive a modified audit opinion with the companies that received an unmodified audit opinion.]  [127:  Despite the importance of the descriptive analysis, it does not deal with the interrelationships between independent variables; therefore, the analysis is considered to be somewhat limited.] 


Panel A of Table 5.5; firstly, enlists three board of directors variables (Model 1): board independent non-executive directors, BINEDR, board of directors’ size, BSIZE, and board of directors’ meetings, BMEET. The mean (median) of BINEDR is .467 (.435); with a minimum of .29 and a maximum of .80, suggesting that the independent non-executive directors on the board are very much closer to half of the board of directors members in the total groups of the sample. This composition is in line with the suggested requirement of MCCG, which requires that independent non-executives make up a minimum of one-third (1/3) of the board members. On average, our sample has .47 independent non-executive directors on the board. This finding is in line with Abdullah et al. (2010) who uncover that the average for the independent members on the board is .43. This result is similar to Mohamad-Nor et al. (2010) who report that the mean for board independence in their study is 40%. In audit opinion studies, these results are similar to the mean  (median)  of  .36  (.40)  reported  in  Portugal  for  2002-2005 by Farinha  and Viana (2009). The mean (median) of BINEDR in modified audit opinion sample is .497 (.50), which is higher compared to the mean (median) .436 (.43) for the unmodified audit opinion (the matched-pair sample) and the total groups of sample .467 (.435). In comparing the BINEDR in the two groups of audit opinion (modified audit opinion with that of unmodified audit opinion) there is a statistically significant higher difference (t = 2.775; p = .006). There is a significant difference between the mean of BINEDR in the two groups of audit opinion. Malaysian companies that received a modified audit opinion have a significantly higher BINEDR than the control test sample. This result perhaps suggests that the BINEDR indeed relates to the prospect of Malaysian public listed companies receiving a modified audit opinion. This initial finding provides directional support for the relationship between board independent non-executive directors and modified audit opinion. 

One can observe that the mean (median) board of directors’ size BSIZE is 6.833 (7) members; with a minimum of 3 and maximum of 13, in the total groups of the sample.[footnoteRef:128] These values are similar to those obtained from Bradbury et al. (2006) as they uncover that the mean (median) is 7.3 (7) with a minimum of 4 and maximum of 14 members. In comparative terms with audit opinion studies, Farinha and Viana (2009) uncover that the mean (median) for board of directors’ size BSIZE in their study is 7.51 (7). On the other hand, Firth et al. (2007) uncover that the mean (median) is 10.38 (9). The mean (median) of BSIZE in the modified audit opinion sample is 6.32 (6), which is considered lower compared with the mean and (median) of unmodified audit opinion (the matched-pair sample) 7.36 (7) and the total groups of sample 6.833 (7).[footnoteRef:129] Comparing the BSIZE in the two groups of audit opinion (modified audit opinion with that of unmodified audit opinion) shows a statistically significant higher difference in the two groups (t = - 3.580; p = .000).  [128:  Wan Abdullah et al. (2008) and Wan Hussin (2009) and Yatim (2011) uncover that the mean size of board of directors range from seven to eight members.]  [129:  The average board size in both companies that receive a modified and an unmodified audit opinion in Malaysia is six to seven directors, respectively. This size complies with the range suggested for board effectiveness by Jensen (1993).] 


In this study the mean (median) number of board of directors’ meetings BMEET is 6.061 (5) (minimum of 3 and maximum of 25), in the total groups of the sample. This result is very  similar  to  the  mean  (median)  of  6.49  (6)  reported  in  China  for  1998 to 2003  by  Firth et al. (2007). In contrast, Farinha and Viana (2009) uncover that the mean (median) number of board of directors’ meetings is 13.78 (12) (minimum of 3 and maximum of 58).  The mean (median) of BMEET in the modified audit opinion sample is 7.26 (6), which is higher compared with the mean (median) of unmodified audit opinion (the matched-pair sample) 4.86 (5) and the total groups of sample 6.061 (5). Comparing the BMEET in the two groups of audit opinion (modified audit opinion with that of unmodified audit opinion) shows a statistical significance (t = 4.806; p = .000). There is a significant difference between the mean of the board of directors’ meetings, BMEET, in the two groups. Malaysian companies that received a modified audit opinion have a significantly higher number of board of directors’ meetings, BMEET, than the control test sample. This implies that the BMEET indeed relates to the prospect of Malaysian public listed companies receiving a modified audit opinion.

Panel A of Table 5.5; secondly, enlists three audit committee variables (Model 1), namely; audit committee size, ACSIZE, audit committee meetings, ACMEET, and audit committee financial expertise, ACEXPER. It is notable that the mean (median) of audit committee size, ACSIZE, is 3.129 (3) members; with a minimum of 2 and maximum of 4, in the total groups of the sample. On average, our sample has 3.29 audit committee members. This result follows the suggestion made by the Revised MCCG (2007) and the Bursa Malaysia Listing Requirements, which requires that at least three directors should be members of the audit committee (the audit committee composed of at least three directors). The findings on the average audit committee size is somewhat similar to the results reported by Mohamad-Nor et al. (2010) as they uncover that the mean of audit committee size is 3.51 with a minimum of 1 and maximum of 6 members. This result is also comparable to Saleh et al. (2007) who uncover that the mean (median) of audit committee size is 3.67 (3) members. The mean (median) of ACSIZE in modified audit opinion sample is 3.08 (3), which is quite similar to the mean (median) for the unmodified audit opinion (the matched-pair sample) 3.18 (3) and the total groups of sample 3.29 (3). Comparing the ACSIZE in the two groups of audit opinion (modified audit opinion with that of unmodified audit opinion) shows a statistically insignificant difference between the mean of audit committee size, ACSIZE, in the two groups (t = -1.537; p =.127). This initial finding does not provide directional support for the relationship between audit committee size and modified audit opinion.

The mean (median) of the audit committee meetings, ACMEET, is 5.197 (5); with a minimum of 2 and a maximum of 16, in total groups of sample. This result is similar to the mean (median) of 4.84 (5) with a minimum of 1 and maximum of 12, found by Binti Hashim and Abdul Rahman (2011) in the Malaysian context. This result is also consistent with the current guidelines proposed by the Bursa Malaysia Listing Requirements that the minimum number of meetings to be held by the audit committee should be four times yearly, which implies that the meetings should be held on a quarterly basis. This requirement is regulated in order for the audit committee to properly perform its responsibilities and ensure that it effectively fulfils its duties. In comparative terms with audit opinion studies, Pucheta-MartInez and de Fuentes (2007) find that the mean (median) of audit committee meetings, ACMEET, in their study is 4.88 (3). The mean (median) of ACMEET in the modified audit opinion sample 5.66 (5) is higher (but quite similar to the median) compared to the mean (median) for the unmodified audit opinion (the matched-pair sample) 4.74 (5) and the total groups of sample 5.197 (5). Comparing the ACMEET in the two groups of audit opinion (modified audit opinion with that of unmodified audit opinion) reveals a statistically significant difference between the mean of audit committee meetings, ACMEET, in the two groups, indicating that Malaysian companies that received a modified audit opinion hold a significantly higher number of audit committee meetings, ACMEET, than the control test sample (t = 3.452; p = .001). Therefore, this initial result provides support for the relationship between audit committee meetings, ACMEET, and modified audit opinion.

In this study, the mean (median) of audit committee financial expertise ACEXPER is .340 (.33) (minimum of 0 and maximum of 1), in the total groups of the sample. In comparative terms, these values are very similar to those obtained from Binti Hashim and Abdul Rahman (2011) as they uncover that the mean (median) is 0.40 (.33) with a minimum of 0 and maximum of 1 member. This finding is in line with Mohamad-Nor et al. (2010) who report that the mean of audit committee financial expertise, ACEXPER, is .38; with a minimum of 0 and maximum of 1 member. The mean (median) of ACEXPER in the modified audit opinion sample .307 (.33) is slightly lower (but quite similar for the median) compared with the mean (median) of unmodified audit opinion (the matched-pair sample) .373 (.33) and the total groups of sample .340 (.33). Comparing the ACEXPER in the two groups of audit opinion (modified audit opinion with that of unmodified audit opinion) indicates a statistically significant difference between the mean of audit committee financial expertise, ACEXPER, in the two groups (t = -1.746; p = .083), revealing that Malaysian companies that received a modified audit opinion have a significantly lower number of members with financial expertise, ACEXPER, than the control test sample. Hence, this initial finding provides directional support for the relationship between audit committee financial expertise and modified audit opinion. 

Thirdly, Panel A and Panel B of Table 5.5 enlist the first internal audit function (IAF) variable, namely, the log of investment in internal audit function, logIAFINVone, which has been included in both Models 1 & 2. The means (median) for investment in the internal audit function, logIAFINVone, for Model 1 and Model 2 are 8.001 (10.284) and 8.021 (10.265), respectively, with a minimum of 0 and maximum of 13.82, for the total groups of the sample for both models. The means (median) of logIAFINVone in the modified audit opinion sample for Model 1 and Model 2 are 6.468 (9.677) and 6.518 (9.738), respectively, which are lower compared to the mean (median) of unmodified audit opinion (the matched-pair sample), for Model 1 and Model 2, which are 9.534 (10.691) and 9.525 (10.660), respectively, and the total groups of sample, which are 8.001 (10.284) and 8.021 (10.265), for Model 1 and Model 2, respectively. Comparing the logIAFINVone in the two groups of audit opinion (modified audit opinion with that of unmodified audit opinion) for both models displays a statistically significant difference between the mean of investment in the internal audit function logIAFINVone in the two groups (Model 1: t = -3.767; p =.000, Model 2: t = -3.744; p =.000), showing that Malaysian companies that received an unmodified audit opinion have a significantly higher investment in the internal audit function, logIAFINVone, than the modified audit opinion sample. Hence, this initial result provides directional support for the relationship between investment in the internal audit function, logIAFINVone, and modified audit opinion. 

Finally, Panel A and Panel B of Table 5.5 enlist three control variables, namely, the log of audit report lag, logAUDLAG, operating cash flow (a percentage of net cash flow generated from operating activities divided by total assets), NCFGOAR, and the log of external audit fees, LogEAF, that have been included in both Models 1 & 2. The mean (median) of audit report lag, logAUDLAG, for Model 1 and Model 2 are 4.655 (4.754) and 4.656 (4.754), respectively, with a minimum of 3.912 and maximum of 4.942, in total groups of sample for both models. The means (median) of logAUDLAG in modified audit opinion sample for Model 1 and Model 2 are 4.762 (4.779) and 4.763 (4.779), respectively, which are higher compared to the means (median) of unmodified audit opinion (the matched-pair sample) for Model 1 and Model 4.548 (4.635), and 4.550 (4.635), respectively, and the total groups of sample 4.655 (4.754) and 4.656 (4.754), for Model 1 and Model 2, respectively. Comparing the logAUDLAG in the two groups of audit opinion (modified audit opinion with that of unmodified audit opinion) for both the models displays a statistically significant difference between the mean of audit report lag, logAUDLAG, in the two groups (Model 1: t = 6.771; p =.000, Model 2: t = 6.802; p =.000). There is a significant difference between the means of the audit report lag, logAUDLAG, in the two groups. Malaysian companies that received a modified audit opinion have a significantly stronger audit report lag, logAUDLAG, than the control test sample. Thus, this initial finding provides directional support for the relationship between audit report lag, logAUDLAG, and modified audit opinion. Consistent with prior audit reporting research, Malaysian companies that received a modified audit opinion are more likely to have a longer reporting lag than the control sample (companies receiving unmodified audit opinion).

The mean (median) of operating cash flow (a percentage of net cash flow generated from operating activities), NCFGOAR, for Model 1 and Model 2 are .484 (.035) and .476 (.035), respectively, with a minimum of -12.341 and maximum of 36.696, for the total groups of sample for both the models, respectively. The means (median) of NCFGOAR in the modified audit opinion sample for Model 1 and Model 2 are -.214 (.003) and -.214 (.002), respectively, which are lower compared to the means (median) of unmodified audit opinion (the matched-pair sample) for Model 1 and Model 2 are 1.182 (.084), and 1.165 (.084), respectively, and the total groups of sample .484 (.035) and .476 (.035), for Model 1 and Model 2, respectively.  Comparing the NCFGOAR in the two groups of audit opinion (modified audit opinion with that of unmodified audit opinion) for both the models displays a statistically significant difference between the mean of a percentage operating cash flow, NCFGOAR, in the two groups (Model 1: -1.780; p = .077, Model 2: t = -1.784; p = .077). Therefore, this initial result provides directional support for the relationship between the percentage of operating cash flow, NCFGOAR, and modified audit opinion. 

In this study the mean (median) of external audit fees, LogEAF, for Model 1 and Model 2 are 4.983 (4.963) and 4.979 (4.960), respectively, with a (minimum of 3.903 and maximum of 6.418), for the total groups of the sample for both the models, respectively. The means (median) of LogEAF in the modified audit opinion sample for Model 1 and Model 2 are 4.959 (4.977) and 4.967 (4.976), respectively, which are lower compared to the means (median) of the unmodified audit opinion (the matched-pair sample) for Model 1 and Model 2, which are 4.997 (4.937) and 4.991 (4.929), respectively, and the total groups of sample 4.983 (4.963) and 4.979 (4.960), for Model 1 and Model 2, respectively. Comparing the LogEAF in the two groups of audit opinion (modified audit opinion with that of unmodified audit opinion) for both the models reveals a statistically insignificant difference between the means of external audit fees LogEAF in the two groups (Model 1: -.392; p = .696, Model 2: t = -.347; p = .729). However, the initial finding does not provide directional support for the relationship between the external audit fees LogEAF and modified audit opinion.













		Table 5.5
Descriptive Statistics and Univariate Test Results of Continuous Variables Categorized by Modified Audit Opinion /Unmodified Audit Opinion



		Total Groups of Sample

		Test sample (the recipients of Modified. AO)

		Control test sample (the recipients of Unmodified. AO)

		Modified. AO Vs. Unmodified. AO



		

		

		

		t-test



		Variables

		Mean

		Median

		Min

		Max.

		Std. Deviation

		 

		 

		Std. Deviation

		Mean

		 

		Std. Deviation

		t-stat

		P value Sig.



		Panel A Model 1

		

		

		

		

		

		Mean

		Median

		

		

		Median

		

		

		(2-tailed)



		BINEDR

		0.467

		0.435

		0.29

		0.8

		0.1293

		0.497

		0.5

		0.132

		0.436

		0.43

		0.12

		2.775

		0.006



		BSIZE

		6.833

		7

		3

		13

		1.726

		6.32

		6

		1.427

		7.35

		7

		1.852

		-3.58

		0



		BMEET

		6.061

		5

		3

		25

		3.093

		7.26

		6

		3.816

		4.86

		5

		1.346

		4.806

		0



		ACSIZE

		3.129

		3

		2

		4

		0.399

		3.08

		3

		0.404

		3.18

		3

		0.389

		-1.537

		0.127



		ACMEET

		5.197

		5

		2

		16

		1.575

		5.65

		5

		1.981

		4.74

		5

		0.81

		3.452

		0.001



		ACEXPERT

		0.34

		0.33

		0

		1

		0.22

		0.307

		0.33

		0.207

		0.373

		0.33

		0.228

		-1.746

		0.083



		logIAFINVone

		8.001

		10.284

		0

		13.816

		4.904

		6.468

		9.677

		5.302

		9.534

		10.691

		3.949

		-3.767

		0



		logAUDLAG

		4.655

		4.754

		3.912

		4.942

		0.211

		4.762

		4.779

		0.069

		4.548

		4.635

		0.248

		6.771

		0



		NCFGOAR

		0.484

		0.035

		-12.341

		36.696

		4.545

		-0.214

		0.003

		1.534

		1.182

		0.084

		6.188

		-1.78

		0.077



		LogEAF

		4.983

		4.963

		3.903

		6.418

		0.406

		4.959

		4.977

		0.395

		4.997

		4.937

		0.42

		-0.392

		0.696



		Panel B Model 2

		 

		 

		 

		 

		 

		 

		 

		 

		 

		 

		 

		 

		 



		logIAFINVone

		8.021

		10.265

		0

		13.816

		4.87

		6.518

		9.738

		5.277

		9.525

		10.66

		3.92

		-3.744

		0



		logAUDLAG

		4.656

		4.754

		3.912

		4.942

		0.21

		4.763

		4.779

		0.069

		4.55

		4.635

		0.247

		6.802

		0



		NCFGOAR

		0.476

		0.035

		-12.341

		36.696

		4.511

		-0.214

		0.002

		1.522

		1.165

		0.084

		6.142

		-1.784

		0.077



		LogEAF

		4.979

		4.96

		3.903

		6.418

		0.405

		4.967

		4.976

		0.393

		4.991

		4.929

		0.419

		-0.347

		0.729



		*The difference in the means between some of the variables in Panel A (Model 1) and Panel B (Model 2) due to the difference of the final sample observations as a result of the identify outliers test into all Model individually, this can be more pronounced as will be shown later.







Table 5.6 provides the results of the descriptive statistics and univariate test carried out for the audit opinion (dummy) variables.  Similar to the previous t-test, the results presented in this table concern the association of the modified audit opinion with the unmodified audit opinion so as to comply with the multivariate models. The Mann-Whitney U-test results for the differences in distribution among the modified audit opinion and unmodified audit opinion reveals that audit committee independence ACINED and board of directors’ financial expertise BEXPERTdummy, for Model 1, board of directors’ effectiveness score BDEScoreM, audit committee effectiveness score ACEScoreM, for Model 2, internal audit sourcing arrangements IAFSOURCING, for Model 1 and Model 2, and audit firm size AUDSIZE, for Model 1 and Model 2, are statistically insignificant. 

These results indicate that there is no evidence of the existence of significant differences among the two groups of audit opinion samples for Model 1, the audit committee independence, ACINED (modified audit opinion group: .52; unmodified audit opinion group: .48), and board of directors’ financial expertise, BEXPERTdummy (modified audit opinion group: .50; unmodified audit opinion group: .50)[footnoteRef:130]. For Model 2, the board of directors’ effectiveness score, BDEScoreM (modified audit opinion group: .50; unmodified audit opinion group: .50), and audit committee effectiveness score, ACEScoreM (modified audit opinion group: .43; unmodified audit opinion group: .57). For both Models (Model 1 and Model 2) internal audit sourcing arrangements, IAFSOURCING (modified audit opinion group: .43; unmodified audit opinion group: .57) and Big 4 audit firm (modified audit opinion group: .43; unmodified audit opinion group: .57).[footnoteRef:131] [130:  The brackets in table 5.6 refer to a summary of the percentages of the dummy variables in each group of the modified audit opinion group (a modified audit opinion group compared with an unmodified audit opinion group) resulting from the summaries tests in the descriptive statistics.
]  [131:  It is observed that most of the sample used in this study was audited by the Non-Big 4 audit firms’ size (63%). This contradicts prior studies, which noted that most of the listed companies were audited by big audit firms. The purpose is to make sure that there is effective reporting and monitoring by the audit firms (Johari et al., 2008).] 


Meanwhile, in both Models 1 and 2; the differences in loss in previous years LOSS samples are uncovered as being highly significant at p < .000. This result is consistent with prior audit reporting research (Johl et al., 2007; Firth et al., 2007; Pucheta-Martínez & de Fuentes, 2007; Farinha & Viana, 2009), in which the modified audit opinion group is more likely to experience loss and to have obtained a modified audit opinion than the unmodified audit opinion group.

Table 5.6

Descriptive Statistics (percentage) and Univariate Test Results for Dummy Variables for Modified Audit Opinion /Unmodified Audit Opinion

		Variables

		Model One

		Model Two

		Mann-Whitney  U-test



		

		MAO

		Un-MAO

		MAO

		Un-MAO

		Model One

		Model Two



		BEXPERTdummy

		BEXPERTdummy

		64 (.50)

		65 (.50)

		-

		-

		.561

		-



		

		UnBEXPERTdummy

		2 (.67)

		1 (.33)

		-

		-

		

		



		ACINED



		ACINED

		44 (.52)

		40 (.48)

		-

		-

		.471

		-



		

		ACUNINED

		22 (.46)

		26 (.54)

		-

		-

		

		



		BDESCOREM

		BDESCOREM

		-

		-

		61 (.50)

		61 (.50)

		-

		1



		

		UNBDESCOREM

		-

		-

		6 (.50)

		6 (.50)

		

		



		ACESCOREM

		ACESCOREM

		-

		-

		30 (.43)

		39 (.57)

		-

		.121



		

		UNACESCOREM

		-

		-

		37 (.57)

		28 (.43)

		

		



		IAFSOURCING

		OUTSOURCING

		28 (.43)

		37 (.57)

		29 (.43)

		38 (.57)

		.119

		.121



		

		IN-HOUSE

		38 (.57)

		28 (.43)

		38 (.57)

		29 (.43)

		

		



		AUDSIZE

		BIG 4

		21 (.43)

		28 (.57)

		21 (.43)

		28 (.57)

		.209

		,211



		

		Non-BIG 4

		45 (.54)

		38 (.46)

		46 (.54)

		39 (.46)

		

		



		LOSS

		LOSS

		58 (.75)

		19 (.25)

		58 (.75)

		19 (.25)

		.000

		.000



		

		UN LOSS

		8 (.15)

		47 (,85)

		9 (.16)

		48 (.84)

		

		







5.4 Diagnostic Tests

In order to check for the robustness of the results obtained from the logistic regression analyses and if the analyses were successfully conducted, tests of regression diagnostic are examined for the study’s variables for the sake of confirming that the assumptions of logistic regression are applied to avoid misleading outcomes. In this study, the diagnostic tests of the logistic regression include the test of assumption of sample size, outliers tests (tests of pre-estimation), multicollinearity tests, and finally, the test of model specification (tests of post-estimation) (Menard, 2002; Pallant, 2007; Hair et al., 2010).  

5.4.1 The Assumption of Sample Size

According to Pallant (2007), the assumption behind the logistic regression is that the sample size should be large in a case where there is a large number of explanatory variables in the model. She also suggests that the proportion of the sample size is deemed enough to conduct the test as a minimum of 10 observations are needed for each explanatory variable.  In this study, the sample size is 132 companies for Model 1 and 134 for Model 2, with closer to an average of 10 and 15 for each independent variable in both models, respectively.

5.4.2 Test for Detecting Outliers

An outlier is a data point distinct or deviant from the rest of the data (Pedhazur, 1997).  Hair et al. (2006) suggest that an unusually high or low value on a variable is an outlier. It was further noted that a unique combination of values across many variables could result in an outlier. These values are outliers because they will distort the statistics (Hair et al., 2006). In other words, the presence of outliers in the dataset amongst independent variables may significantly mislead the results obtained through the logistic regression and thus must be considered for treatment (Menard, 2002). In this respect, there are several ways to identify outliers. In this study, to determine whether there are an unusually sample of observations are driving the results, outliers are identified using the standardised residual values higher than +/− about 3.3 (Pallant, 2007; Tabachnick & Fidell, 2013).[footnoteRef:132] [132:  Pallant (2007), and Tabachnick and Fidell (2013) classify observations with a standardised residual of greater than 3.3 or lower than -3.3 as outliers.
] 


Accordingly, in this study (Model 1), one modified audit opinion observation has a standardised residual value of 3.32338 and one unmodified audit opinion observation has a standardised residual value of -418745; which are deemed adequate for the cut-off to justify further examination. Eliminating these observations as a whole with the unmodified audit opinion matched group and modified audit opinion group enhances the regression results as presented in the following chapter in Table 6.1.  In Model 1, the minimum standard residual is -2.247 and the maximum is 2.456, which indicate that no outliers after detecting multivariate outlier observation are reported. Table 5.7 presents the standard residual for Model 1 of this study. 

Table 5.7

 Residual Statistics – After Test of Multivariate Outliers

		

		Minimum

		Maximum

		Mean

		Std. Deviation

		N



		Predicted Value

		-.33

		1.30

		.50

		.381

		132



		Residual

		-.781

		.853

		.000

		.327

		132



		Std. Predicted Value

		-2.169

		2.096

		.000

		1.000

		132



		Std. Residual

		-2.247

		2.456

		.000

		.941

		132





However, in Model 2, one modified audit opinion observation has a standardised residual value of -422580; these are considered sufficient for the cut off in order to warrant more investigation. Excluding this case together with its unmodified audit opinion matched group enhances the regression results as presented in the following chapter in Table 6.1. The minimum standard residual is -2.425 and the maximum is 2.237, which indicates that no multivariate outliers have been found in Model 2. In other words, there is no evidence concerning whether an unusual sample of observations or multivariate outliers are driving the results, after detecting multivariate outlier observations. Table 5.8 presents the standard residual for model 2 in this study.

Table 5.8

 Residual Statistics – After Test of Multivariate Outliers

		

		Minimum

		Maximum

		Mean

		Std. Deviation

		N



		Predicted Value

		-.35

		1.19

		.50

		.358

		134



		Residual

		-.883

		.815

		.000

		.352

		134



		Std. Predicted Value

		-2.364

		1.934

		.000

		1.000

		134



		Std. Residual

		-2.425

		2.237

		.000

		.966

		134







5.4.3 Test of Multicollinearity

Multicollinearity occurs when two or more explanatory variables inter-correlate.  Two or more explanatory variables within a model should not be perfectly linearly correlated. Two effects of multicollinearity can be felt. The first effect is on the estimation while the second is on the explanation. In the former, the estimation effect, multicollinearity can have a considerable impact on the capability of regression model to predict, and can also affect the estimated regression coefficients and their tests of statistical significance. In the latter, the impact on explanation relate mainly to the capacity of the regression procedure and the investigator to represent and comprehend the impact of each explanatory variable in the regression variant (Hair et al., 2010). Many approaches, such as the correlation matrix, variance inflation factor (VIF) and tolerance (1/VIF) have been used, such as significance test for determining and verifying the probable presence of any multicollinearity.  

The test concerning the correlation matrix is deemed easiest and most clearly styles of identifying multicollinearity. In this approach, all the explanatory variables are scanned to ensure that no existence of two or more variables are highly correlated (with a value of 0.80 or higher than 0.80). This provides the first signal and indication of the presence of any potential collinearity problem between the independent variables (Hair et al., 1995; Greene, 1999; Cooper & Schindler, 2003). Judge et al. (1988) noted that correlations with a value of below 0.8 are less likely to pose any potential increase in multicollinearity. In this study, the correlation-matrixes emphasise that the values of correlation obtained for the variables in modified audit opinion models (1 & 2) are less than 0.80. This implies that there is an absence of multicollinearity among the explanatory variables in the models.  Among the independent variables, the highest-correlation is equal to 0.590 in modified audit opinion (Model 1) and 0.447 in modified audit opinion (Model 2). All the variables have a correlation below the critical limits of 0.80, as shown in Tables 5.9, and 5.10. This provides an indication that multicollinearity is not a problem in either of the model estimations. 





Table 5.9

 Correlation Matrix of Independent Variables for Model 1

		













		BINEDR

		BSIZE

		BMEET

		BEXPERTdmy

		ACINED

		ACSIZE

		ACMEET

		ACEXPERT

		IAFSOURCING

		logIAFINVone

		AUDSIZE

		logAUDLAG

		LOSS

		NCFGOAR

		LogEAF



		BINEDR

		1

		

		

		

		

		

		

		

		

		

		

		

		

		

		



		BSIZE

		-0.491

		1

		

		

		

		

		

		

		

		

		

		

		

		

		



		BMEET

		0.094

		-0.098

		1

		

		

		

		

		

		

		

		

		

		

		

		



		BEXPERTdmy

		0.036

		0.133

		0.069

		1

		

		

		

		

		

		

		

		

		

		

		



		ACINED

		0.445

		0.055

		-0.011

		-0.115

		1

		

		

		

		

		

		

		

		

		

		



		ACSIZE

		0.067

		0.375

		0.049

		0.306

		-0.112

		1

		

		

		

		

		

		

		

		

		



		ACMEET

		0.031

		0.141

		0.590

		0.181

		0.085

		0.154

		1

		

		

		

		

		

		

		

		



		ACEXPERT

		-0.081

		0.168

		-0.028

		0.160

		-0.015

		-0.010

		0.137

		1

		

		

		

		

		

		

		



		IAFSOURCING

		-0.089

		-0.098

		-0.020

		0.150

		-0.169

		-0.129

		-0.027

		0.021

		1

		

		

		

		

		

		



		logIAFINVone

		-0.058

		0.161

		0.040

		0.127

		0.074

		-0.008

		0.072

		0.196

		0.156

		1

		

		

		

		

		



		AUDSIZE

		-0.134

		0.230

		-0.097

		0.012

		-0.039

		0.146

		-0.057

		-0.093

		0.121

		0.147

		1

		

		

		

		



		logAUDLAG

		0.238

		-0.247

		0.221

		-0.073

		0.180

		-0.104

		0.252

		0.007

		0.001

		-0.142

		-0.295

		1

		

		

		



		LOSS

		0.183

		-0.207

		0.306

		-0.129

		0.192

		-0.190

		0.214

		-0.111

		-0.028

		-0.218

		-0.146

		0.386

		1

		

		



		NCFGOAR

		-0.154

		0.331

		-0.029

		0.012

		0.070

		0.275

		-0.029

		-0.085

		-0.093

		0.011

		0.180

		-0.383

		-0.047

		1

		



		LogEAF

		-0.194

		0.298

		0.064

		-0.016

		-0.006

		0.061

		0.181

		0.045

		-0.045

		0.343

		0.258

		-0.099

		-0.013

		0.448

		1







Table 5.10

 Correlation Matrix of Independent Variables for Model 2

		

		BDESCOREM

		ACESCOREM

		IAFSOURCING

		logIAFINVone

		AUDSIZE

		logAUDLAG

		LOSS

		NCFGOAR

		LogEAF



		BDESCOREM

		1

		

		

		

		

		

		

		

		



		ACESCOREM

		0.271

		1

		

		

		

		

		

		

		



		IAFSOURCING

		0.052

		0.045

		1

		

		

		

		

		

		



		logIAFINVone

		0.033

		0.237

		0.158

		1

		

		

		

		

		



		AUDSIZE

		0.075

		-0.069

		0.109

		0.143

		1

		

		

		

		



		logAUDLAG

		0.095

		0.136

		0.007

		-0.140

		-0.298

		1

		

		

		



		LOSS

		0.047

		0.011

		-0.045

		-0.221

		-0.130

		0.374

		1

		

		



		NCFGOAR

		0.026

		0.133

		-0.094

		0.010

		0.180

		-0.383

		-0.044

		1

		



		LogEAF

		0.156

		0.098

		-0.054

		0.339

		0.263

		-0.102

		-0.001

		0.447

		1





In terms of the variance inflation factors (VIF) and tolerance (1/VIF), they are the most commonly used measures to express the extent to which each explanatory variable is explained by another set of explanatory variables. They evaluate the pairwise as well as the collinearity of the multiple variables. Generally, the existence of multicollinearity problems is detected if the (VIF) value is greater than 10 and (1/VIF) value is lower than 0.10 (Hair et al., 2006; Pallant, 2007). Based on the analyses, the (VIF) and (1/VIF) for all models in this study are less (10) and (0.10), respectively, as shown in Tables 5.11, and 5.12. This indicates that there is no multicollinearity problem among the explanatory variables of the study’s models. 

Table 5.11

 Multicollinearity Statistics of Assessing VIF and Tolerance Values for Model 1

		

Independent Variables

		Collinearity Statistics



		

		Variance Inflation Factor

(VIF)

		Tolerance Value

(1/VIF)



		BSIZE

		2.54

		0.393793



		BINEDR

		2.47

		0.405094



		ACINED

		1.92

		0.520761



		ACMEET

		1.89

		0.530293



		ACSIZE

		1.85

		0.539821



		NCFGOAR

		1.85

		0.541126



		LogEAF

		1.76

		0.569624



		 (
Table 5.11
 (
continued)
Multicollinearity Statistics of Assessing VIF and Tolerance Values for Model 
1
)BMEET

		1.72

		0.582538



		logAUDLAG

		1.67

		0.598575



		LOSS

		1.43

		0.699332



		logIAFINVone

		1.39

		0.717641



		AUDSIZE

		1.26

		0.793656



		Bexpertdummy

		1.25

		0.798061



		IAFSOURCING

		1.17

		0.851264



		ACEXPERT

		1.15

		0.865925



		Mean VIF

		1.69

		







Table 5.12

 Multicollinearity Statistics of Assessing VIF and Tolerance Values for Model 2

		

Independent Variables

		Collinearity Statistics



		

		Variance Inflation Factor

(VIF)

		Tolerance Value

(1/VIF)



		NCFGOAR

		1.65

		0.605230



		LogEAF

		1.63

		0.613654



		logAUDLAG

		1.58

		0.633450



		logIAFINVone

		1.41

		0.709172



		ACEScoreM

		1.26

		0.794459



		LOSS

		1.22

		0.816780



		AUDSIZE

		1.20

		0.830684



		BDEScoreM

		1.13

		0.884425



		IAFSOURCING

		1.06

		0.940542



		Mean VIF

		1.35

		





5.4.4 Model Specification Test 

It is important to test for omitted variables bias as well as link function in logistic regression in order to satisfy the assumption that in a model, the error-term is not correlated with the independent variables.[footnoteRef:133]  Where there is evidence of a specification error in a model, such a model has been incorrectly estimated (Gujarati, 2003). The most common and normal error often committed in a model specification involves the exclusion of necessary variables in a model, and the addition of irrelevant variables in a model and link function (Hair et al., 2010). To ensure that the study’s models do not involve specification errors in terms of the omission of necessary variables and link function, a linktest command is then run using STATA package as a post estimation test (for Model 1 & Model 2). [133:  This matter concerns the assumption that the independent variables and the error-term are not correlated in the model.] 


Specifically, as the specification of the model is well done, it may not be possible to find additional statistically significant predictors unless by chance. In order to structure the model, the linktest employed as predictors the linear predicted value (denoted as variable_hat) and the linear predicted value squared (denoted as variable_hatsq). The p-value for the variable_hat predictor should be significantly different from zero because it is the model’s predicted value.  In the current study, the p-values for variable_hat for Model 1 and Model 2 of the modified audit opinion are found to be 0.000 and 0.000, respectively.  On the other hand, the variable_hatsq, which indicates the well specified model should have less power of prediction unless by chance its predictive power could be high. In the current study, the p-value for variable_hatsq for Model 1 and Model 2 of the modified audit opinion are found to be 0.706 and 0.180, respectively. Thus, the results indicate that there are no specification errors in terms of variables omission or link function in the study’s models.     









5.5 Summary and Conclusion

This chapter deals with the conduction of modified audit opinion framework (Models 1 & 2). Following the introduction of the chapter, the description of the sample selection is done in section two. In this section, a total of 68 firm-years observations relating to 48 companies is found to have received the modified audit opinion, which are included in the analysis as a test sample group while a total of 68 firm-year observations received unmodified audit, which are included in the analysis as a control sample (the matched-pair sample). Resulting in a final sample of 136 firm-years observations relating to 96 companies over the period of 2009 until 2011. The modified audit opinion received are categorised into qualified, disclaimer and adverse opinion from the auditor. The largest percentage of the audit opinion received to be qualified is 53% and disclaimer is 46%. The reasons attributed to these are limitation of audit scope and going concern opinion. In this regard, in our sample, the statistics illustrate that the majority of the companies receive a modified audit opinion in the study period because of the insufficiency of the appropriate audit evidence provided by these companies (limitation of audit scope), which, in turn, indicates the lower quality of the companies’ financial reporting. In view of this context, a modified audit opinion could be a direct proxy for the financial reporting quality.  

Section three draws attention to the analyses of descriptive and univariate statistics. The test highlighted those variables that are useful in explaining the audit opinion. The results of the descriptive and univariate statistics show that board size, board meetings, audit committee independence, meetings and financial expertise and internal audit function varies between the group of companies that received the modified audit opinion and the group of companies that received the unmodified audit opinion. In order to confirm whether the variation may have an effect on the audit opinion reports, an independent test statistic (t-test) is conducted. The results of the test, Mann-Whittney test does not indicate that audit committee independence and audit committee financial expertise are suitable to be included in the multivariate model. Other additional tests are conducted in section four to confirm the suitability of the variables for better regression. The section reports the results of diagnostic tests for checking outliers, multicollinearity and model specification. The results from this section show that the models fulfil all the diagnostic tests such as outliers, the multicollinearity test and models specification. The last chapter presents the summary of the study.















CHAPTER SIX

RESULTS AND DISCUSSION OF MODIFIED AUDIT OPINION FRAMEWORK (MODELS 1 & 2)

6.1 Introduction

This chapter presents and discusses the results of the hypotheses tests of the modified audit opinion framework (Model 1 and Model 2). The results of this study component are offered in sections 6.1 until 6.4. Section 6.1 presents the introduction of this chapter. Section 6.2 presents and discusses the logistic regression results for Model 1, which explains the multivariate logistic regression Model 1 and includes the independent variables presented in the research framework, according to an individual investigation. Section 6.3 reports and discusses the logistic regression results for Model 2, which explains the multivariate logistic regression Model 2 and includes the independent variables presented in the research framework, relating to the ‘as a whole’ examination. To provide reasonable credibility of the results obtained in the primary analysis, several alternative tests are carried out in section 6.4. The chapter ends with Section 6.5, which presents the empirical investigation and demonstrates new evidence with regard to the effects of monitoring mechanisms in the modified audit opinion.

6.2 Logistic Regression Results Model 1

6.2.1 Multivariate Logistic Regression Results 

Multivariate logistic regression is used to test the effect of the hypothesised variables on the modified audit opinion utilising STATA. In Table 6.1, the results of the estimated model are reported. The table presents the coefficients of the variables, the results of their respective significance test and the rates of holdout-accuracy for Model 1 (individual test). The p-value related to the chi-square has 15 degrees of freedom, and is statistically significantly different from zero at the 1 per cent level (p-value = 0.000) for Model 1. This indicates that the model has a good fit. Tabachnick and Fidell (2013) pointed out that the success of the model is evaluated by its ability to accurately predict the results of categorical cases for which the result is known. The classification accuracy of individual and overall preference (Modified audit opinion versus unmodified audit opinion) indicates the accurate percentage of preferences expected by the logistic regression. With a perfect model, the overall percentage of accuracy is 100%. 

Nonetheless, there is no recommendation that the table should be used to determine the goodness-of-fit. This is because it neglects the actual-predicted probabilities and employs dichotomized predictions on the basis of the benchmark (cut off), which results in a variation of outcome by the logistic model sample. In Model 1 of this study, the logit model accurately classifies 88.6% (i.e. 116.95) of the 132 sampled companies. There is consistency in the overall holdout-accuracy rate with the results reported in the prior empirical research in audit opinion (85.38% - 82.42%: Farinha & Viana, 2009; 91.31%: Rusmin et al., 2009; 93.9%: Adiloğlu & Vuran, 2011; 71.4%: Iskandar et al., 2011). As a result of the deficiency of the classification table, Pallant (2007) recommends the use of the Hosmer and Lemeshow goodness-of-fit test for the model goodness fit. 

Table 6.1 displays the results of the Hosmer-Lemeshow goodness of fit test. In this test, the correspondence of the predicted and actual values of the dependent variable are measured with the cases first divided into 10 approximately equal groups. This is followed by comparing the number of predicted and actual events in the individual group using the chi-square statistic. Specifically, a wide ranging measure of predictive accuracy is calculated by this test on the basis of the actual prediction of the endogenous variable (the dependent variable). Thus, if the classification of the observed and predicted events shows a smaller difference, it is an indication of a better model fit. For example, if the Hosmer-Lemeshow test of goodness-of-fit indicates a value smaller than .05 or equal to .05, then the null hypothesis (a null model) is rejected. This suggests that the observed and predicted classification do not differ (Hair et al., 2010; Pallant, 2007).  The results of the Hosmer-Lemeshow test conducted in the current study indicated a value (0.983) more than 0.05 in the case of Model 1. This indicates that the model fit is acceptable. This is similar to the previous empirical studies in audit opinion (0.224: Adiloğlu & Vuran, 2011).

In addition, many measures have been developed for the “R2-like” for the determination of the overall model fit. Just as the R2 value is used in the multiple regression analysis so also is the pseudo R2 value used in the logistic regression. These two values of R2 in both regressions range from 0.0 to 1.0 (Pallant, 2007; Hair et al., 2010). If the model fit increases, the –2LL decreases to a perfect value of 0.0 and the R2LOGIT increases to a perfect value of 1.0. Specifically, in STATA, the pseudo R2 is set to a default output based on McFadden’s R2 (Hair et al., 2010). The results of R2LOGIT indicate a value 0.6311 for Model 1. This implies that the explanatory model is reasonable and is comparable to the pseudo-R2 in other previous studies of audit opinion (0.49 - 0.34: Farinha & Viana, 2009; 30.889: Iskandar et al., 2011).

Similar to the pseudo R2, or generally categorised as pseudo R2 measures, are two other measures known as the Cox and Snell R2 and Nagelkerke R2. The Cox and Snell R2 shows that a higher value is an indication of the model fit. Nevertheless, this measure is constrained by its inability to attain the maximum value of 1. As a consequence, Nagelkerke developed a measure modifying the range from 0 to 1. Specifically, the value of 1 is an indication of a perfect model fit for both measures (Hair et al., 2010). In this study, the Cox and Snell R2 value for Model 1 is 0.583. This value is comparable to 0.386 (Rusmin et al., 2009), 0.270 (Adiloğlu & Vuran, 2011) and 0.241 (Iskandar et al., 2011). The Nagelkerke R2 value for the Model 1 is 0.778. This indicates that the independent variables in the model explain 77.8% of the change in the dependent variable. The Nagelkerke R2 value of this study is analogous to the Nagelkerke R2 value uncovered in the existing studies of audit opinion: 0.601 (Rusmin et al., 2009), 0.471 (Adiloğlu & Vuran, 2011) and 0.323 (Iskandar et al., 2011).

To sum up, the above measures indicate that Model 1 of audit opinion is able to differentiate the companies that receive a modified audit opinion from companies that receive an unmodified audit opinion in comparable comparisons. Suggesting that the individual explanatory variables that were included in Model 1 can explain the reasons for receiving a modified audit opinion.

Lastly, the significance test of the logistic model for the likelihood ratio produced in the logistic regression is determined using the chi-square (X2). This measures how the model fit has improved following the addition of explanatory variables in the model (Hair et al., 2010). A model is portrayed as been well-fitted if the X2 is significantly different from zero at the 5 per cent level. The results of the current study show the likelihood ratio to be (115.49) and the p-value of chi-square test is significant at the 1 per cent level for Model 1 suggesting a good fit of the model. This is consistent with earlier studies in modified audit opinion (see for example, Farinha & Viana, 2009; Rusmin et al., 2009). Furthermore, the z-Statistics and p-value are commonly used to determine the level of the significance of coefficient of each explanatory variable estimated. The probability that a specific z test statistic is as extreme as, or more so, than what is observed beneath the null hypothesis is determined by P>|z|.

From the modified audit opinion model (Model 1), one of the four board of directors’ characteristics, namely, board of directors’ meetings, BMEET (p-value = 0.091, significance of one-tailed). This implies that it is significantly related to the modified audit opinion, but the direction of influence is opposite to that proposed by the agency theory. This indicates that the number of the board of directors’ meetings is not influential on the effectiveness of the board of directors monitoring role of the financial reporting process, and, consequently, does not decrease the prospect of Malaysian public listed companies receiving a modified audit opinion. The remaining board of directors’ variables is insignificant in Model 1. These variables include board of independent non-executive directors, BINEDR, board of directors’ size, BSIZE, and board of directors’ financial expertise, BEXPERTdmy, which do not find any influence on the prospect of receiving modified audit opinion.

With respect to the audit committee characteristics, there are four variables out of which two – audit committee size, ACSIZE (having the p-value = 0.155, significance of one-tailed), and audit committee financial expertise, ACEXPER (with the p-value = 0.171, significance of one-tailed) – have a significant relationship to the incidence of modified audit opinion. The remaining audit committee variables are insignificant in Model 1. These variables include audit committee independence, ACINEDZE, and audit committee meetings, ACMEET, which do not find any influence on the prospect of receiving a modified audit opinion. This indicates that audit committee size, ACSIZE, and audit committee financial expertise, ACEXPER, have an important monitoring role that increases the financial reporting quality, and, consequently, reduces the prospect of Malaysian public listed companies receiving a modified audit opinion.

Just like the audit committee variables in Model 1, the internal audit function (IAF) variables, namely, internal audit sourcing arrangements, IAFSOURCING (p-value = 0.020, significance of one-tailed), and investment in internal audit function, logIAFINVone (p-value = 0.133, significance of one-tailed), have a significant relationship with the occurrence of modified audit opinion. This indicates that the internal audit function variables perform an important monitoring role that increases the financial reporting quality, and, accordingly, increases the opportunity of Malaysian public listed companies receiving an unmodified audit opinion.

Many factors affect modified audit opinion, and although these factors are not the main focus of the study, some of them are included in Model 1 to serve as control variables – log audit report lag logAUDLAG (p-value = 0.002, significance of one-tailed); loss in previous years LOSS (p-value = 0.003, significance of one-tailed) and net cash flow generated from operating activities NCFGOAR (p-value = 0.191, significance of one-tailed) – and are consistently significantly associated with the incidence of modified audit opinion. The remaining controlling variables are insignificant in Model 1. These variables include audit firm size, AUDSIZE, and external audit fees, LogEAF, neither of which were found to have any influence on the prospect of receiving modified audit opinion.

The largest z-statistics in Model 1 are log audit report lag 3.06 (p-value < .01), loss 3.01 (p-value < .01), internal audit sourcing arrangements -2.33 (p-value = .01), board of directors’ meetings 1.69 (p-value < .05), investment in internal audit function -1.50 (p-value < .10), audit committee size -1.42 (p-value < .10), audit committee financial expertise -1.37 (p-value < .10) and the percentage of net cash flow generated from operating activities -1.31 (p-value < .10), respectively. These variables are significant with audit opinion, which is consistent with the likelihood of Malaysian public listed companies receiving a modified audit opinion in reaction to the changes in these variables.

The significance of these variables in the modified audit opinion (Model 1) is in line with the Malaysian public listed companies tendency of receiving a modified audit opinion in expectation of changes in those variables. From this result, it can be said that the ten variables in Model 1 for modified audit opinion have a comparable degree of importance. Specifically, these variables contribute in explaining the occurrence of modified audit opinion. Thus, the null hypothesis of no significant impact of corporate monitoring mechanisms on the prospect of receiving a modified audit opinion is rejected while the alternative hypothesis stating the opposite occurrence is accepted (that there is a significant impact of corporate monitoring mechanisms on the prospect of receiving a modified audit opinion).

6.2.2 Corporate Governance Monitoring Mechanisms

This subsection presents and discusses the logistic regression analysis results Model 1 relating to an individual examination for independent variables presented in the research framework, namely, board of directors’ characteristics, audit committee characteristics, internal audit function variables and the control variables.

6.2.2.1 Board of Directors’ Characteristics

In Model 1, from the logistic regression analysis conducted, it is uncovered that one out of the four board of directors’ characteristics tested in the study is significantly related to modified audit opinion. The results displayed in Table 6.1 illustrate significant associations among the board of directors’ meetings, BMEE, and modified audit opinion. The remaining board of directors’ variables are insignificant in Model 1. These variables include board independent non-executive directors, BINEDR, board of directors’ size, BSIZE, and board of directors’ financial expertise, BEXPERTdmy, which do not have any influence on the prospect of Malaysian public listed companies receiving a modified audit opinion.



6.2.2.1.1 Board Independent Non-executive Directors

Even though the Malaysian Code on Corporate Governance (2000, 2007) emphasises the importance of independent non-executive directors on the board for delivering independent judgment for the board to enhance its effectiveness (Ponnu & Karthigeyan, 2010), in this study, the logistic regression results, as shown in Table 6.1, indicate that the percentage of independent non-executive directors, BINEDR, on the board is positive but not significant, even at the 10% level. The results imply that the independent non-executive directors are unable to solely ensure it acts as an effective monitoring mechanism (could not be adequate to solely ensure it acts as a monitoring mechanism effectively) (Darus & Mohamad, 2011) to avert companies from obtaining a modified audit opinion. This contradicts the theoretical model and the hypothesis put forward that the percentage of independent non-executive directors, BINEDR, is negatively associated with a modified audit opinion. Thus, one can conclude that hypothesis H1 is rejected. 

Empirically, the result is consistent with prior research on modified audit opinion. For example, Rusmin et al. (2009) report that there is no association between independent non-executive directors and modified audit opinion. Conversely, Farinha and Viana (2009), and Firth et al. (2007) uncover that the percentage of independent non-executive directors on the board have a discernable impact on a modified audit opinion. 

In the Malaysian setting, the above result is consistent with Iskandar et al. (2011) who find that independent non-executive directors are not significantly related to going concern opinion. In another area, Saleh et al. (2005), and Abdul Rahman and Mohamed Ali (2006) report that the percentage of independent non-executive directors does not have a significant relationship with earnings management. In a similar vein, Buniamin et al. (2012) find that the percentage of independent non-executive directors has no significant association with the discretionary accruals in the top 100 MCG Index companies.[footnoteRef:134] Abdullah (2006) uncovers that board independence is not associated with financial distress status. Similarly, Abdullah et al. (2010) also document that board independence is not associated with financial restatement. In another area, Hashim and Abdul Rahman (2012) also indicate that board independence has no significant association with audit report lag. Contrastingly, Johari et al. (2008) find that the percentage of independent non-executive directors on the board is associated with earnings management. Likewise, Hashim (2011) reports a positive association of board independence with earnings management for family firms. [134:  This is based on the data collected from the 2008 fiscal year annual reports of the companies listed on Bursa Malaysia.] 


The results of this study reveal that the percentage of independent non-executive directors did not result in any sort of improvement to the monitoring process, or decrease the prospect of receiving a modified audit opinion. Perhaps, these independent non-executive directors as a part of the board of directors might face a lack of time or insufficient effort to carry out their duties to monitor financial reporting quality, due to the board members holding more directorships (busy boards, staggered, multiple directors and interlocking directorates).[footnoteRef:135] In the local setting, Yatim (2011, P. 86) argues that the “directors who serve on multiple boards become so busy that they cannot monitor management adequately”.[footnoteRef:136] Specifically, directors with multiple directorships may have limited time on a company. Therefore, directors having multiple directorships might not have more time to properly inspect and examine the system of internal control, which results in the monitoring of the managers to be less effective (Kamardin et al., 2012). Hence, the directors’ busyness reduces the effectiveness of the monitoring duties of the executive and financial reporting quality (Song & Windram, 2004; Fich & Shivdasani, 2006; Chang, 2009).  [135:  Busy boards are associated with weak corporate governance (Fich & Shivdasani, 2006; Brown et al., 2011; Carcello et al., 2011; Berberich & Niu, 2011). Thus, directors’ busyness reduces the effectiveness of monitoring the executive, and gives management more opportunity to proceed self-dealing (Chang, 2009). In the context of Malaysia, Hashim and Abdul Rahman (2011) use the data collected from the listed companies on Bursa Malaysia board for the period 1998 to 2005 and find that above average of the board members (given as 54 per cent) have additional directorships in other companies.]  [136:  In Malaysia, based on the data collected from the initial public offering (IPO), from the companies that were on Bursa Malaysia’s list for the period 1999 to 2008, Yatim (2011) find that the average number of outside directorships held by outside directors at other companies is seven.  ] 


The failure to relate independent non-executive directors to modified audit opinion may be due to the paradox "that some directors seems to be independent non-executive but do not have an effective and complete role in controlling the opportunistic behaviour of management” (Chaghadari, 2011, P. 487).[footnoteRef:137] Hence, the effectiveness of the independent non-executive directors does not appear to exist. The reason being that the board is not able to uncover such unethical attitudinal behaviour and willingness (due to their ineffectiveness in their monitoring role) to report the behaviour. Thus, board independence could not play an effective monitoring role in influencing financial reporting quality, and, in turn, is not effective in resolving the agency problem (Buniamin et al., 2008).[footnoteRef:138] It is argued that the ability of Malaysian independent directors to perform their monitoring role is jeopardised once the board is also dominated and controlled by the management (Abdul Rahman & Mohamed Ali, 2006). The management constitutes an aspect of the governance framework, and, thus, plays an important function in determining how effective the other governance mechanisms will be. Hence, the management could have a significant impact on the person to be appointed as a member of the board and the audit committee (Cohen et al., 2008). This may explain the reason why the result of this study does not support the agency theory.  [137:  Chaghadari (2011) collected the data needed for his study from the annual reports of the companies listed on Bursa Malaysia for the 2007 fiscal year.]  [138:  Buniamin et al. (2008) indicate that board independence does not play an effective monitoring role in influencing financial reporting quality, and, thus, is not effective in resolving the agency problem.] 


Additionally, it is argued that Malaysian independent non-executive directors do not have adequate financial expertise,[footnoteRef:139] skilful ability or knowledge to comprehend the details of financial reporting (Abdul Rahman & Mohamed Ali, 2006). As a result, this leads to the reduced ability of the board of directors to assess the appropriateness of the accounting procedures and whether they truly reflect the economic essence of the transactions and whether the estimated values are genuine. This influences the quality of the financial reporting and determines the probability of Malaysian public listed companies obtaining a modified audit opinion. This explains the non-existence of an association between board independence non-executive directors and modified audit opinion. Arguably, this also explains the reason why the result of this study does not support the agency theory.   [139:  Financial expertise means the knowledge of accounting and finance, which enables the directors to gain insights into the process by which the financial reports are prepared and improve their capability to make appropriate decisions that could improve the quality of financial reports.] 


An alternative likely explanation is as given by Salleh et al. (2006) who state that independent directors encourage and reinforce other governance mechanisms.[footnoteRef:140] They argue that Malaysian directors are more related to the demand for a quality audit service. Wan Abdullah et al. (2008) conclude that board independence has the potential to increase the quality of audit for the companies. As illustrated by Pomeroy and Thornton (2008), having independent directors on the board is appropriate and effective for enhancing audit quality, but does not improve the quality of financial reporting. This explains the insignificant association between the percentage of independent non-executive directors on the board and the prospect of Malaysian public listed companies receiving a modified audit opinion. [140:  This is based on the data collected from the annual reports of the 2002 financial year for the companies (Industrial Products sector) listed on the board of Bursa Malaysia (previously called Kuala Lumpur Stock Exchange).] 


The lack of an association between independent non-executive directors and modified audit shows that independent directors have a problem of substance over form. It is argued that independent directors only perform a minor role in overseeing the board due to the absence of real independence (Buniamin et al., 2012). Yang et al. (2009, P. 8501) claim that “Malaysian outside directors may not fully independent in board and may be close friends of the non-independent directors or the people in board”. This is because the definition of independent directors, as recommend by the MCCG (Revised 2007) and Bursa Malaysia, might ignore the possible associations formed (consisted) in the boardroom over time.[footnoteRef:141] [footnoteRef:142]  [141:  This is not disclosed in the personal profile of a director.]  [142:  Based on the data collected about directors in the companies listed on the Main Market on Bursa Malaysia for the financial year end 2008; Kamardin et al. (2012) illustrate that the average of directors tenure, as measured by years of service on the board; is 9.32, with the minimum being 1 year and the maximum 46 years.] 


In a related case, it is suggested by behavioural economics that business decisions could be affected by psychological factors. With regards to directors, independent non-executive directors could be influenced over time, sooner or later, as the directors establish relationships with each other and with other managers. Therefore, directors could turn out to be less impartial and less able to effectively monitor executive behaviour (e.g. Byrd et al., 2010; Berberich & Niu, 2011). Arguably, when the outside directors serve for longer periods with the same executives and other directors, their independence could be compromised and their support or loyalty could shift away from the shareholders to the managers. This reduces monitoring and has a harmful effect on corporate governance that is detrimental to the interests of the shareholders (e.g. Vefeas, 2003; Byrd et al., 2010; Berberich & Niu, 2011).

This result may highlight the necessity in setting tenure limits for directors on the board in the Malaysian context. This is because directors with a lengthy tenure on the same board may reduce its effectiveness in monitoring the executive, and thus limit the ability of the independent non-executive directors on the board to monitor financial reporting quality, and, ultimately, increase the probability of Malaysian public listed companies obtaining a modified audit opinion. Such limits would enhance the effectiveness of the monitoring provided by the corporate board, which may eventually help the public regain confidence in the capital markets (Vefeas, 2003; Byrd et al., 2010; Berberich & Niu, 2011).[footnoteRef:143] This suggestion is in tandem with the new Malaysian Code on Corporate Governance 2012. [143:  Indicating that directors with lengthy tenure on the same board are more likely to encounter governance problems than directors who are appointed on the board with shorter terms of service (Berberich & Niu, 2011).] 


“As a general rule, the tenure of an independent director should not exceed a cumulative term of nine years. After tenure of nine years, the independent director may continue to serve in the company, but only as a non-independent director” (MCCG, 2012, principle 3, recommendation 3.2).

In sum, notwithstanding the changes in the Malaysian Code on Corporate Governance MCCG (Revised MCCG, 2007) and Bursa Malaysia corporate governance guide, the insignificant relationship between board independent non-executive directors and modified audit opinion indicates that independent non-executive directors are ineffective in monitoring financial reporting, and, in turn, do not constitute an important mechanism in determining the probability of Malaysian public listed companies obtaining a modified audit opinion.[footnoteRef:144] Thus, it can be concluded that the result of this study does not confirm the guideline that independent non-executive directors should consist of one third of the board members, as required by the MCCG (the revised MCCG 2007) or that one third of the board or a minimum of two directors, whichever is higher, should be independent as recommended by the Bursa Malaysia Listing Requirements (paragraph 15.02 Listing Requirements). Therefore, it can be inferred that there is a need to strengthen the independence of the non-executive directors on the board of directors. Therefore, the regulatory bodies should revise this requirement and implement practical guidelines to maintain the independence of non-executive directors, since the results of this study suggest that the independence of non-executive directors on the board does not prevent Malaysian public listed companies from receiving a modified audit opinion. [144:  That the percentage independence of directors as recommended by the MCCG (2000, Revised 2007) could be inadequate to restrain agency problems. In addition, independent directors could be deficient of the recommended skills and information for effective and efficient performance of their responsibilities (Darus & Mohamad, 2011).] 


However, in Malaysia, a more promising result for the independent non-executive directors on the board is expected in the near future as one of the characteristics of an effective board, following the recent amendment of the MCCG in 2012. The amendment recommends the execution of an annual evaluation of its independent directors and to make sure that the independent directors’ tenure never exceeds nine years. In addition, new recommendations were made to improve corporate governance among others.

Table 6.1

 Logistic Analysis Results Audit Opinion (Model 1)

		Variables

		Expected Sign

		Coef.

		z

		P > |z|



		BINEDR

		_

		.313

		0.07

		0.942



		BSIZE

		_

		-.422

		-1.24

		0.214



		BMEET

		_

		.387

		1.69

		0.091**



		BEXPERTdmy

		_

		1.249

		0.15

		0.878



		ACINED

		_

		-.986

		-0.93

		0.353



		ACSIZE

		_

		-1.673

		-1.42

		0.155*



		ACMEET

		_

		.456

		1.00

		0.316



		ACEXPERT

		_

		-2.503

		-1.37

		0.171*



		IAFSOURCING

		_

		-1.918

		-2.33

		0.020***



		logIAFINVone

		_

		-.140

		-1.50

		0.133*



		AUDSIZE

		+

		1.001

		1.18

		0.236



		logAUDLAG

		+

		12.890

		3.06

		0.002***



		LOSS

		+

		2.100

		3.01

		0.003***



		NCFGOAR

		_

		-4.572

		-1.31

		0.191*



		LogEAF

		+

		1.030

		1.02

		0.306



		Log Likelihood

		

		

		-33.751

		



		Hosmer-Lemeshow

		

		

		.983

		



		LR chi2 (15)

		

		

		115.49

		



		Prob > Chi2

		

		

		0.000

		



		Coxsnell R2

		

		

		.583

		



		Nagelkerke R2

		

		

		.778

		



		Pseudo R2

		

		

		0.631

		



		Correctly Classified (%)

		

		

		88.6

		



		No. of Observations



		

		

		132

		



		All p-values are one-tailed significance *** are significant at p<0.01, ** are significant at p<0.05 and *at p<0.10.[footnoteRef:145] [145:  The significance level 0.01 is interpreted as “strongly significant”, which refers to a very strong assumption versus the null hypothesis; the significance level 0.05 is interpreted as “traditionally significant”, which refers to a strong assumption versus the null hypothesis, while the significance level 0.10 is called “weak significant” (not strong), which refers to a low assumption against the null hypothesis.
] 






6.2.2.1.2 Board of Directors’ Size

Table 6.1 demonstrates that the coefficient for board of directors’ size, BSIZE, is insignificant even at the 10% level. This result indicates that the number of members on the board of directors does not help in reducing the prospect of Malaysian public listed companies receiving a modified audit opinion. This is in contrast to this study’s stated hypothesis that expects a negative significant relationship between board of directors’ size, BSIZE, and modified audit opinion. Thus, hypothesis H2 is not accepted and it can be concluded that no evidence is found in support of the claim that board of directors’ size, BSIZE, is related to modified audit opinion. This result is consistent with numerous prior empirical studies on modified audit opinion; for instance, Farina and Viana (2009), Sanchez-Ballesta and Garcia-Meca, (2005), and Firth et al. (2007), who fail to uncover any association between board of directors’ size and modified audit opinion. Conversely, this result is inconsistent with Rusmin et al. (2009) who find that board of directors’ size has a negative relationship with the probability of a company receiving a modified audit opinion.

In the Malaysian context, this result is consistent with the findings of prior local studies; for instance, Mohamad-Nor et al. (2010) uncover that the board of directors’ size has no association with the timeliness of the audit report. This result is somewhat similar to Chaghadari (2011) who finds that the number of the board of directors’ members has no relationship with the company’s performance. Further, this finding is in line with Hashim and Devi (2008), and Hashim (2011) who find that the size of the board of directors is unrelated to earnings management. Likewise, Buniamin et al. (2012) report that there is no relationship between the number of directors on the board and the discretionary accruals. However, compared to prior Malaysian studies, the result is contradictory to Abdul Rahman and Mohamed Ali (2006), and Haniffa and Hudaib (2006), and Bradbury et al. (2006) who report a significant association between the board of directors’ size and the accounting issues they examined.

The non-existence of a relationship between board of directors’ size and modified audit opinion in this study could likely be attributable to the fact that audit committee size is stronger in determining the probability of Malaysian public listed companies obtaining a modified audit opinion, hence reducing the effect of the size of the board of directors on a modified audit opinion. This is probably because the board has allocated some of the responsibilities on financial matters to the audit committee (as shown by a significant association between audit committee size and modified audit opinion). Hence, the members of the board of directors may have focused on other issues, such as company strategy and legal issues rather than financial reporting issues. This may also explain the reason why the result of this study does not support the agency theory. 

Malaysian directors also face problems with a lack of expertise, competency, skills and knowledge in the business environment (Abdul Rahman & Mohamed Ali, 2006; Darus & Mohamad, 2011). Thus, it could be concluded that several members of the board of directors may not have adequate knowledge to evaluate the business activities of the company and the risks involved. This leads to their incapability to assess the appropriateness of accounting proceedings and whether they truly reflect the economic essence of transactions, and whether the estimated values are genuine.  This influences the quality of the financial reporting and determines the probability of Malaysian public listed companies obtaining a modified audit opinion. Arguably, this explains the non-existence of an association between the board of directors’ size and modified audit opinion.

 In sum, it can be concluded that the size of the board of directors does not contribute towards its effective monitoring role, or, in turn, enhance the quality of financial reporting, and, thereby, it is not an important mechanism in determining the prospect of Malaysian public listed companies receiving a modified audit opinion. This result fails to support the laid down rules and guidance in the MCCG and Bursa Malaysia Listing Requirements, which highlight the need for a board to determine the appropriate size required for the performance of their duty effectively in various functions for the benefit of the company and its business. Hence, it could be inferred that more action is needed to strengthen the size of directors on the board of directors.

6.2.2.1.3 Board of Directors’ Meetings

The logistic regression results in Table 6.1 indicate that the board of directors’ meetings, BMEE, has a significant influence on modified audit opinion at the 5% level. However, the direction of influence is positive. This result implies that the increase in board of directors’ meetings, BMEE, increases the likelihood of Malaysian public listed companies receiving a modified audit opinion.  This result is in contrast with the theoretical model and the hypothesis put forward that the board of directors’ meetings, BMEE, has a negative impact on modified audit opinion. Hence, it can be inferred that hypothesis H3 is unsupported, and it can be argued that frequent meetings of the board of directors does not reduce the prospect of Malaysian public listed companies receiving a modified audit opinion.

This result is contradictory to the suggestion of empirical research on a modified audit opinion; for instance, Farinha and Viana (2009) report that the board of directors’ meetings has a negative impact on modified audit opinion. Further, this result is contrary to Firth et al. (2007) who suggest that the relationship between board diligence (proxy by the board of directors’ meetings) and the issuance of modified audit opinion is not statistically significant. In the Malaysian context, this result is consistent with the result of Hashim (2011) in which it is found that a positive relationship exists between the board of directors’ meetings and earnings management for family firms.  However, Hashim and Abdul Rahman (2012) find that the number of the board of directors’ meetings is negatively related to the audit report lag in the Malaysian setting.

Zhang et al. (2007) suggest that a company’s board whose internal control is weak seems to have extra meetings to deal with the problems relating to the company’s internal control. Thus, a probable explanation could be given for the moderate level of a positive significance of board of directors’ meetings with the modified audit opinion, inasmuch as the board of directors in the companies that receive a modified audit opinion hold frequent meetings (meet more) as to improve the financial reporting quality in order to receive an unmodified audit opinion compared to the board of directors in the companies that receive an unmodified audit opinion. 

Another plausible interpretation from this result may be that the increase in the board of directors’ meetings means that additional meetings are being held and more time is being spent on dealing with the company’s problems, and discussing strategy and legal issues. Hence, it does not mean that more time is being spent discussing the financial reporting issues or providing a better monitoring role of the financial reporting processes, and, as a result, there is a lower quality of financial reporting, and, increased prospect of Malaysian public listed companies receiving a modified audit opinion. In other words, frequent board of directors’ meetings (as an internal corporate governance mechanism) may not necessarily provide a better monitoring role to the financial reporting processes in companies. Thus, the company needs to ensure that the board of directors raises and resolves issues concerning the financial reporting with management during the meetings and improves the quality of reporting (Hashim & Abdul Rahman, 2011).[footnoteRef:146] [146:  This might be due to the number of meetings not reflecting the diligence of the board of directors. This means that the number of the meetings does not indicate that the activities of the directors on the board contribute to improving its monitoring of the financial reporting processes, but that the number of meetings attended by directors, and what the directors do during the meetings are important in determining whether the directors are working to achieve its monitoring role of the financial reporting processes.] 


The study’s result also contradicts the latest guide on corporate governance by Bursa Malaysia, which highlights that the “listed company would typically have a minimum of 6 to 8 board meetings (i.e. meetings to approve the quarterly financial statements for announcement to the exchange and to approve the annual financial statements of the company, etc.) annually”. In other words, it can be said that the frequency of board of directors’ meetings is not an important mechanism in determining the prospect of Malaysian public listed companies receiving a modified audit opinion. Hence, more action is needed to strengthen the role of frequent meetings of the board of directors in augmenting financial reporting quality.

6.2.2.1.4 Board of Directors’ Financial Expertise

The Bursa Malaysia Corporate Governance Listing Requirements emphasize the need for companies to have directors with accounting and finance related professional qualifications. However, unexpectedly, the results of the logistic regression analysis in Table 6.1 uncover that the coefficient for the board of directors’ financial expertise, BEXPERTdmy, is positively insignificant even at the 10% level. This result indicates that the board of directors’ financial expertise does not contribute towards improving the board’s effective monitoring role, or, in turn, augment the quality of financial reporting. Hence, it does not affect the opportunity of the companies receiving an unmodified audit opinion. This is in contrast to the theoretical model as well as the study’s proposition, that the board of directors’ financial expertise, BEXPERTdmy, has a negative association with the modified audit opinion. Thus, hypothesis H4 is rejected. In the Malaysian context, this result is similar to Johari et al. (2008), and Buniamin et al. (2012) who uncover that board of directors’ financial expertise is not associated with earnings management activities. These findings appear to be consistent with the evidence of Hashim and Devi (2008) who show that board of directors’ financial expertise has no relationship with earnings quality.

A possible explanation for this result is that the members of the directors on the board of directors of Malaysian companies may not have adequate knowledge concerning finance and accounting.[footnoteRef:147] Therefore, one can argue that Malaysian directors on the board without adequate knowledge of accounting and finance have relatively less ability to oversee and review the operational and financial reports of the company effectively (Darus & Mohamad, 2011).  Hence, Malaysian independent directors, with insufficient knowledge and expertise in financial matters, are unable to rectify potential financial problems before they become bigger. Thus, it can be argued that directors without sufficient understanding of accounting numbers are unable to put forward correct and appropriate questions or comprehend the right answers (Hashim, 2009), and, in turn, lead to the reduced capability of the board of directors being able to evaluate the appropriateness of accounting procedures in reflecting the substance of economic transactions, which impact on the quality of the financial reporting. This might possibly explain the insignificant findings of this study, which may also be the reason for the results of this study not supporting the agency theory. [147:  This study finds that the financial expertise on the audit committee leads to a decrease in the prospect of receiving a modified audit opinion, while financial expertise of the board of directors does not affect the modified audit opinion. This may mean that the financial expertise of the members of audit committee is essential relative to having it among the board of directors.] 


In this study, the definition of financial expertise of the board of directors members is based on whether at least one member has knowledge, an academic qualification, or a professional qualification (a member of MIA or other professional bodies) and experience in the finance and accounting field (to proxy (measure) the board of directors’ financial expertise variable). This study only focuses on the finance or accounting (including auditing) expertise among the board of directors’ members and not the different professional backgrounds,[footnoteRef:148] such as lawyers, bankers and industry specialists. Furthermore, the alternative analysis currently provides evidence that the proportion of the board of directors’ members with knowledge of finance and accounting is also unrelated to modified audit opinion. Perhaps this explains why the board of directors’ financial expertise does not contribute to improving the board’s effectiveness in its monitoring role. In turn, this enhances the quality of financial reporting and therefore does not impact on the opportunity of Malaysian public listed companies receiving an unmodified audit opinion. [148:  Furthermore, this study covers a wider scope by examining the financial expertise of the audit committee and its association with modified audit opinion by looking at the proportion of members of the audit committee who are formerly chief financial officers, audit managers/partners, accountants or auditors and financial controllers, instead of only considering those who a member of the Malaysian Institute of Accountant (MIA), or has any necessary experience (as shown by a significant association between audit committee financial expertise and modified audit opinion).] 


Additionally, another explanation for the non-existent relationship between the board of directors’ financial expertise and modified audit opinion is that the awareness of the financial reporting process is low among the directors on Malaysian boards. This is because most directors never participate in the preparation and assessment of accounts directly unless they are engaged in the audit committee within the board (Johari et al., 2008) (as shown by a significant association between audit committee financial expertise and modified audit opinion). Moreover, this result might indicate a lack of clarity in corporate governance guidelines on the definition of what constitutes a financial expert (accounting and finance related professional qualifications). More precise guidance on what criteria fulfil the definition of what constitutes a financial expert and how many years of financial experience are needed to qualify as being a financial expert is required.

In sum, it could be concluded that the board of directors’ financial expertise is not an important mechanism in determining the prospect of Malaysian public listed companies receiving a modified audit opinion. This result contradicts the guideline of the Bursa Malaysia Listing Requirements, which state that a company must appoint directors who have financial expertise as members of the board. Therefore, it could be inferred that more action is needed to strengthen the financial expertise of directors on the board to improve the quality of the financial reporting.

6.2.2.2 Audit Committee Characteristics

The MCCG (2007) and Bursa Malaysia Listing Requirements (2009) emphasize that the audit committee might institute stronger internal control and good monitoring of the financial reporting process in a company (Hashim & Abdul Rahman, 2012).  Across the modified audit opinion model (Model 1) from the logistic regression analyses conducted, it is uncovered that two out of the four characteristics of the audit committee test in the study are significantly associated with the modified audit opinion. The results presented in Table 6.1 show a significant association between audit committee size, ACSIZE, and audit committee financial expertise, ACEXPER, with the modified audit opinion. The remaining audit committee variables are not significant. These variables include audit committee independence, ACINEDE, and audit committee meetings, ACMEET, which do not have any influence on the prospect of Malaysian public listed companies receiving a modified audit opinion.

6.2.2.2.1 Audit Committee Independence

The 2007 revised Malaysian Code on Corporate Governance stresses the significance of the independence of the audit committee in which the executive directors are excluded from membership. However, in this study, the results of the logistic regression analysis in Table 6.1 depict that audit committee independence, ACINEDE, is insignificant even at the 10% level. Apparently, this finding indicates that independent audit committee does not contribute towards effective monitoring activities and does not influence the financial reporting process oversight, which, ultimately, does not affect the opportunity of Malaysian public listed companies receiving an unmodified audit opinion. This is in contrast to the stated study’s hypothesis that expects a negative significant relationship between audit committee independence, ACINEDE, and modified audit opinion. Thus, it can be inferred that hypothesis H6 is rejected. 

The above result is in line with previous empirical studies on modified audit opinion. For example, Rusmin et al. (2009) does not find any association between audit committee independence and modified audit opinion. Contrary evidence is uncovered by Pucheta-Martínez and de Fuentes (2007) who argue that greater independence of the directors on audit the committee can contribute to the financial reporting process in a positive way. In addition, they uncover that audit committee independence is negatively related to the propensity that a company will receive a modified audit opinion. Similarly, Bronson et al. (2009) find that an independent audit committee that is wholly independent has a positive relationship with the possibility of an external auditor issuing a going concern opinion to a company that is financially distressed.

The result of this study is consistent with the conclusion of prior local studies, such as Abdul Rahman and Mohamed Ali (2006), who state that there is no relationship between audit committee independence and earnings management. In addition, Rahmat et al. (2009) argue that a company that is financially distressed has no relationship to the independence of the audit committee. In another area, Mohamad-Nor et al. (2010) suggest that audit committee independence is not related with audit lag in the Malaysian context. 

However, compared to prior Malaysian studies, the result of this study is contradictory to Hashim and Abdul Rahman (2011, 2012) who indicate that the relationship between audit committee independence and audit report lag is negative in the Malaysian context. Furthermore, Saleh et al. (2007) suggest that the coefficient for independent members is negatively significant showing that the existence of all independent members among the audit committee is appropriate and effective in order to lessen earnings management substantially. In this aspect, Md Yusof (2010) uncovers that an independent audit committee has a positive relationship with substantial discretionary accruals, which is contradictory to the prediction of the agency theory. Likewise, in another area, Abdullah et al. (2010) uncover that audit committee independence is positively associated with financial restatement.

There are several possible reasons to explain the non-existent relationship between audit committee independence and modified audit opinion in this study. Firstly, Lipton and Lorsch (1992) state that the directors face the problem of inadequate time to perform their responsibilities. In this respect, independent directors among the audit committee may not have adequate time to oversee the process of the financial reporting to ensure its quality. This is because they hold more boards staggered. In the local setting, Yatim (2011) argues that the directors who take part in the activities of many boards’ become too busy to effectively monitor management. Thus, directors’ busyness reduces the effectiveness of monitoring the executive (Fich & Shivdasani, 2006; Chang, 2009; Sun et al., 2014). Specifically, the presence of busy directors could probably constrain the capability of the audit committee monitoring the process of the financial reporting in order to ensure its quality (Song & Windram, 2004; Sun et al., 2014).[footnoteRef:149] This might also explain the reason why the result of this study does not support the agency theory. [149:  Sun et al. (2014) point out that audit committees are less effective in restricting (constraining) earnings management for real when they hold many additional directorships.] 


Secondly, another plausible explanation is that although the directors appear to be independent of the non-executive they lack the ability to effectively control the management’s opportunistic behaviour due to management dominance over board matters (Chaghadari, 2011; Darus & Mohamad, 2011). This is because the audit committee members are not able to curb such unethical behaviour and willingness to report the behaviour (by virtue of being ineffective in their monitoring role). Thus, audit committee independence does not play an effective monitoring role in influencing financial reporting quality and does not affect the opportunity of Malaysian public listed companies receiving an unmodified audit opinion. The ability of Malaysian independent directors to perform their supervisory role is jeopardised once the board is dominated and controlled by the management (Abdul Rahman & Mohamed Ali, 2006).[footnoteRef:150] The management, as part of the governance framework, plays an important role in determining the effectiveness of other governance mechanisms. In addition, the management has a significant influence on who is going to be appointed to the board and audit committee (Cohen et al., 2008). This also explains the reason why the result of this study does not support the agency theory.  [150:  In other words, independent directors are ineffective due to their overseeing role, which is endangered by the interference of management (Abdullah, 2004; Abdul Rahman & Mohamed Ali, 2006).] 


Thirdly, another possible interpretation is as stated by Pomeroy and Thornton (2008) that independent directors are only effective in enhancing audit quality, and do not enhance the quality of financial reporting.  This appears to be consistent with the findings of Salleh et al. (2006) who reported that independent directors encourage and reinforce other governance mechanisms. The authors note that Malaysian directors are related to demanding quality from the audit service. Board independence has the potential to increase the quality of auditing for companies (Wan Abdullah et al., 2008). Hence, this might explain the non-existence of an association between independent non-executive directors in the audit committee and the prospect of Malaysian public listed companies receiving a modified audit opinion.

In sum, it can be concluded that audit committee independence is not an important mechanism in determining the prospect of Malaysian public listed companies receiving a modified audit opinion. Hence, this is not in tandem with the guideline of the MCCG (revised MCCG 2007) and Bursa Malaysia Listing Requirements that stipulate that, for every company, the board ought to establish an audit committee consisting exclusively of non-executive directors, as well as the majority of whom should be independent directors (As prescribed in Chapter 2, Paragraph 15.11). Thus, there is a need to introduce many enhancing measurements to make the independence of the audit committee stronger. 

6.2.2.2.2 Audit Committee Size

MCCG (2000, 2007) and Bursa Malaysia Listing Requirements suggest that the minimum number of audit committee members ought to be three directors. In this study, the results of the logistic regression analysis in Table 6.1 demonstrate that the coefficient for audit committee size, ACSIZE, is negative significant at the 10% level. Suggesting that there is a significant negative association between audit committee size and modified audit opinion. This suggests that the increase in audit committee size, ACSIZE, means a better exchange of skill and knowledge that can be shared among audit committee members and provide support in monitoring the financial reporting process. This is consistent with the theoretical model as well as the study’s proposition that predicts a negative relationship between audit committee size, ACSIZE, and modified audit opinion. Hence, it can be inferred that hypothesis H7 is accepted. 

Implicit in this finding is that a large number of members on the audit committee enables the audit committee to function effectively. This is because it has more ideas and skills that can be dedicated to solve a company’s problems and to provide support in the monitoring role and controlling of a company’s corporate financial reporting process, which, eventually, leads to a high quality of financial reporting (DeZoort et al., 2002; Pucheta-Martinez & de Fuentes, 2007; Rahmat et al., 2009). In other words, a large audit committee makes coordination and communications as well as decision-making more effective with a positive effect on enhancing the monitoring function, which, ultimately, decreases the probability of Malaysian public listed companies obtaining a modified audit opinion

This study’s result is consistent with the results obtained by Archambeault and DeZoort (2001) who reported a negative relationship between audit committee size and switch of auditor. This means that with larger audit committees, the auditors are better safeguarded when reporting decisions than when there are smaller audit committees. This result is somewhat similar to Pucheta-Martinez and de Fuentes (2007) who uncover that the audit committee size has a discernable impact on modified audit opinion. Likewise, in the Malaysian context, Mohamad Nor et al. (2010) uncover that the audit report lag has a significantly negative association with audit committee size. Shukeri and Islam (2012) suggest that with an adequate number of audit committee members, the lag in the audit report could be shortened. Nonetheless, Saleh et al. (2007) uncover that earnings management practices has no association with audit committee size. This is similar to that of Rahmat et al. (2009) who find no significant relationship between size of audit committee and company’s financial distress.

Arguably, audit committee size is an important mechanism in determining the prospect of Malaysian public listed companies receiving a modified audit opinion. Thus, this result is in line with the MCCG guideline (revised MCCG 2007) and Bursa Malaysia Listing Requirements (Paragraph, 15.10), which state that a company should appoint at least three members on its audit committee. However, based on the descriptive statistics, the maximum value for the audit committee sample is four. Therefore, it is suggested that the policymakers could encourage companies to appoint four members on the audit committee to be more effective. Nevertheless, the additional member should be somebody with related experience and expertise. 

 6.2.2.2.3 Audit Committee Meetings

Table 6.1 shows the results of the logistic regression analysis in this study, and that the coefficient of the audit committee meetings, ACMEET, is positive and insignificant even at the 10% level. This finding indicates that the audit committee meetings, ACMEET, does not contribute to improving its effective monitoring role, in turn, this does not enhance the financial reporting quality and does not impact on the opportunity of the Malaysian public listed companies receiving an unmodified audit opinion. This is in contrast to the theoretical model as well as the study’s hypothesis that expects a negative association between audit committee meetings, ACMEET, and the modified audit opinion. Therefore, one can deduce that hypothesis H8 is rejected. This result is consistent with Pucheta-Martinez and de Fuentes (2007) who uncover that audit committee meetings is not related to the propensity that a company receives a modified audit opinion. 

The result of this research is consistent with numerous previous empirical local studies in the Malaysian context. For instance, Rahmat et al. (2009) show that the relationship between a company’s financial distress and the frequency of audit committee meetings is positive and insignificant. In a similar vein, Abdul Rahman and Mohamed Ali (2006) uncover that audit committee meetings have no relationship with earnings management. Likewise, Saleh et al. (2007) uncover that earnings management practices have no association with the audit committee meetings. In another area, Hashim and Abdul Rahman (2011, 2012) show  that  the  number  of  audit  committee  meeting  held  is not  significantly associated  with  audit  report  lag in the Malaysian context. Nevertheless, Mohamad-Nor et al. (2010) uncover that the audit committee meetings has a negative association with audit report lag. Ruzaidah and Takiah (2004) report that an audit committee of a company whose reporting is good frequently hold meetings compared to their counterparts on audit committees of companies whose reporting is poor. 

This might be due to the number of meetings not reflecting a diligent audit committee. This means that the number of meetings does not indicate that the audit committee activities contribute to enhance its monitoring of the financial reporting process, but that the number of meetings attended by audit committee members and what the directors do during the meetings are more important in determining whether the directors are working towards achieving their monitoring role of the financial reporting processes and safeguard the shareholders interests. Thus, a company needs to ensure that the audit committee members raise and try to resolve the issues with management during the meetings, and, as a result, improve the quality of reporting (Hashim & Abdul Rahman, 2012). Therefore, the nature of measurement might explain why this study finds an insignificant relationship between audit committee meetings and modified audit opinion. 

The above result is not parallel with the current guidelines of the Bursa Malaysia Listing Requirements that stipulate that the audit committee of companies must hold a minimum of four meetings yearly (Chapter 2, Paragraph, 15.15).  In short, it can be concluded that audit committee meetings is not an important mechanism in determining the prospect of Malaysian public listed companies receiving a modified audit opinion. Hence, more action is needed to strengthen the role of frequent meetings of the audit committee to enhance the quality of financial reporting.

6.2.2.2.4 Audit Committee Financial Expertise

In Malaysia, members of the audit committee are required to have an adequate understanding of the issues concerning financial reporting (MCCG, 2000, 2007). In this study, the results of the logistic regression analysis in Table 6.1 illustrate that the coefficient for audit committee financial expertise, ACEXPER, is negatively significant at the 10% level. This suggests that there is a negative significant relationship between audit committee financial expertise and modified audit opinion, and that audit committee members with greater expertise and knowledge in the accounting and auditing process, ACEXPER, would be more able to rectify the potential financial problems before they become bigger. This is because of the increased ability of the audit committee members to ask probing questions of management and the auditor, as well as understand the answers (Bull & Sharp, 1989; Libby & Luft, 1993; Scarpati, 2003; Lipman, 2004; Dhaliwal et al., 2010). Furthermore, members of the audit committee with sufficient knowledge of accounting and the process of auditing are more able to assess the appropriateness of accounting proceedings, and whether they truly reflect the economic substance of transactions and whether the estimated values are genuine.  This leads to an increase in the quality of the financial reporting. Therefore, an audit committee with adequate knowledge and skills in financial reporting has a greater tendency for reducing the prospect of receiving a modified audit opinion.

This is consistent with the theoretical model as well as the study’s hypothesis put forward that the audit committee financial expertise, ACEXPER, has a negative relationship with a modified audit opinion. Hence, it can be inferred that hypothesis H9 is supported.  This finding indicates that audit committee financial expertise, ACEXPER, assists in creating its effective monitoring role. This is because more financial reporting knowledge and skills can be utilised to solve the company issues and to support the monitoring function of the audit committee, which would lead to better internal control and enhancement of the financial reporting quality (Klein, 2002b; Hillman & Dalziel, 2003; Barton et al., 2004). Ultimately, the opportunity for Malaysian public listed companies obtaining an unmodified audit opinion is increasing. This result is in line with the MCCG guideline and Bursa Malaysia Listing Requirements that companies should appoint directors with financial expertise to be members of the audit committee.

The above result is somewhat similar to the results of prior studies. For example, Rahmat et al. (2009) uncover that the financial expertise of audit committee members has a negative significant relationship with financial distress. In contrast, Abdul Rahman and Mohamed Ali (2006), and Saleh et al. (2007) report that audit committee financial expertise is not significantly related to earnings management. Ismail et al. (2008) also uncover an insignificant relationship between audit committee financial expertise and the quality of reporting. In another area, Hashim and Abdul Rahman (2011, 2012) uncover a negative significant association between the audit committee financial expertise and the lag of the audit report in the Malaysian context. However, Mohamad-Nor et al. (2010) state that the financial expertise of audit committee members is not related to the audit report lag. 

It can be concluded that the financial expertise of the audit committee members has an important role in determining the prospect of Malaysian public listed companies receiving a modified audit opinion, even when the financial expertise of the board of directors is not at a satisfactory level. This is because the expertise of audit committee members in the Malaysian setting is likely to be more practical and beneficial with regard to auditing and financial reporting (Yatim, 2009). As such, the result might be helpful for Malaysian regulators to improve the current MCCG code to include more experts on the audit committee. At the corporate level, the board of directors should appoint audit committee members with financial experience, especially former auditors to resolve difficult accounting matters.

On the whole, these findings clearly suggest that a larger number of audit committee members with wider accounting and auditing expertise makes it more effective to monitor the process of financial accounting and ensure the credibility and reliability of the financial reporting (Ghosh et al., 2010; Bahar Moghaddam & Salehi, 2011), and, ultimately, increase the opportunity of Malaysian public listed companies obtaining an unmodified audit opinion.

6.2.2.3 Internal Audit Function (IAF)

With respect to the internal audit function (IAF) variables in Model 1 of this study, it is uncovered that all variables of the internal audit function are significantly associated with the modified audit opinion. The results presented in Table 6.1 show a negative significant association between internal audit sourcing arrangements, IAFSOURCING, and investment in the internal audit function, logIAFINVone, and the modified audit opinion.

6.2.2.3.1 Internal Audit Sourcing Arrangements

In Model 1, from the logistic regression analysis, the results offered in Table 6.1 show that the coefficient for outsourcing internal audit function, IAFSOURCING, is negatively significant at the 1% level. This illustrates a negative relationship between the outsourced internal audit function, IAFSOURCING, and modified audit opinion. This suggests that an increase in the reliance of outsourcing the task or function of the internal audit to an external auditor seems to have more effective monitoring activities and influence on the financial reporting process oversight. In turn, this reduces the prospect of Malaysian public listed companies receiving a modified audit opinion. This is consistent with the theoretical model as well as the study’s hypothesis put forward, which expects a negative association between outsourcing the work of internal audit function to the external auditor, IAFSOURCING and modified audit opinion. Hence, it can be inferred that hypothesis H11 is accepted. 

This result reinforces the findings of prior studies. Prawitt et al. (2012) uncover that with an increase in the percentage of internal audit work contracted out to the external auditor (outsourced) the accounting risk tends to decrease. However, Johl et al. (2013) find that the relationship between outsourced internal audit and earnings management is both positive and significant in the Malaysian setting. Although they show a negative sign, Mat Yasin and Nelson (2012) find that the internal audit sourcing arrangements (outsourced vs. in-house) does not have any significant association with the fees of external auditors.

It can be argued that outsourcing the internal audit function increases the effectiveness of the internal audit function, which, in turn improves the monitoring process of the company of the management and helps reduce the agency problem, and, ultimately, reduce its cost than when undertaken in-house by the internal audit department in the company (Carcello et al., 2005). This is because the external auditors are more competent and credible when performing internal audit services than the in-house internal auditors (Carey et al., 2006), which might be due to the independence and expertise attribute of the external auditors and also because they are more objective, flexible and cost-effective in their service provision (Caplan & Kirschenheiter, 2000). In addition, outsourced internal auditors often take high legal liability into consideration compared with the in-house internal auditors and could influence their motivation and incentive about the matters of audit, which, in turn, affect the quality of external financial reporting (Ahlawat & Lowe, 2004).   

Moreover, outsourcing of the internal audit function has often been argued as being a less expensive (more cost-effective for the service provided) alternative to using in-house facilities (Caplan & Kirschenheiter, 2000).[footnoteRef:151] This is because external providers will gain from economies of scale when the works of numerous clients are combined via the time and cost-saving in carrying out internal audit services (Carey et al., 2006). This is due to the fact that economies of scale per se reduce the costs of the external provider, and, which, in turn, will provide greater chances for more investment in developing and improving the necessary technological efficiencies (Lowe et al., 1999; Klass et al., 1999; Klass et al., 2001; Sharma & Subramaniam, 2005; Carey et al., 2006). As a consequence, there is a greater possibility that the services will be provided by them at more competitive rates compared to in-house providers (Carey et al., 2006). It is therefore logical to suggest that the outsourced internal audit function is more likely to reduce the overall monitoring costs, and as a result, the agency costs (Carcello et al., 2005).  [151:  Carey et al. (2006) support the claim that a rise in cost of internal-resources is a major influence on the outsourcing decision.] 


 In sum, it can be concluded that the outsourced internal audit function is an important mechanism in determining the prospect of Malaysian public listed companies receiving a modified audit opinion.[footnoteRef:152]   [152:  Hence, this study concludes that the outsourced internal audit function is one of the most important determinants of a modified audit opinion in the Malaysian setting, comparing with the external audit. This refers to the substitution function of the outsourced internal audit function and external audit. These corporate governance mechanisms (outsourced internal audit function vs. external audit) are associated as a substitute for, instead of as a complementary response to modified audit opinion. This argument is consistent with Carey et al. (2000) who suggest that internal audit monitoring is a substitute for external auditing instead of a complement. Likewise, in the local context, Mohamed et al. (2012), and Mohamed (2013) suggest that internal audit has a substitution relationship to external audit.] 




6.2.2.3.2 Investment in Internal Audit Function

From the logistic regression analysis conducted in Model 1 of this study, the results presented in Table 6.1 depict that the coefficient for the investment in internal audit function, logIAFINVone, is negatively significant at the 10% level. This result indicates that a greater investment in the internal audit function improves the effectiveness of the monitoring activities, and which leads to cost reductions. In other words, the increase in the investment in internal audit function enhances its effectiveness in carrying out their responsibilities in financial reporting process oversight. In turn, this enhances the quality of financial reporting, and, ultimately, decreases the probability that Malaysian public listed companies obtain a modified audit opinion.

This is consistent with the theoretical model as well as the study’s hypothesis that expects a negative significant association between the investment in internal audit function, logIAFINVone, and modified audit opinion. Thus, hypothesis H12 is accepted. 

This result strengthens the findings of prior studies. Prawitt et al. (2009) point out that a well-funded internal audit function ought to have a higher capability of monitoring to reveal and prevent material misstatements. This is because more resources make it possible for the companies to employ and retain more knowledgeable, experienced and skilled personnel for the function of internal audit. Similarly, Prawitt et al. (2012) uncover that investment in the internal audit function (as one of the six composite measures of internal audit function quality) is positively related to lower accounting risk. Likewise, in the local perspective, Johl et al. (2013) find that investment in the function of the internal audit has a negative and significant relation to abnormal accruals in the Malaysian context at the 0.05 level of significance. Mat Yasin and Nelson (2012) uncover that the cost of the function of internal audit (as a proxy for size of internal audit function) has a positive relationship with external audit fees. However, even though they uncover the negative sign, Apadore and Mohd Noor (2013) find that internal audit investment does not have any significant association with the lag of audit report.

It can be argued that investment in the function of the internal audit leads to an increase in the effectiveness of the internal audit function in the monitoring activities of the financial reporting process (Johl et al., 2013). In turn, this increases the opportunity of receiving an unmodified audit opinion; and, ultimately, in relieving the agency problem and its cost, due to the fact that a well-funded internal audit function increases the ability of monitoring the activities of a company, and detecting and deterring management bias or constraining their opportunistic behaviour (Prawitt et al., 2009; Johl et al., 2013). 

The investment in the internal audit function is deemed to be a valuable resource for the internal audit function to improve its effectiveness and increase its ability to access specialised knowledge of the independent firm, which specialises in providing audit services or providing more chance for its personnel to enhance their technical ability, knowledge, communication skill and other competencies required in order to perform their duties effectively (Gramling & Hermanson, 2006; IIA, 2008). Therefore, investment in the function of the internal audit is considered to be a valuable resource that improves the effectiveness of the internal audit function.  In sum, it can be concluded that the investment in the internal audit function is an important mechanism in determining the prospect of Malaysian public listed companies receiving a modified audit opinion.[footnoteRef:153]  [153:  Hence, this study concludes that the investment in the internal audit function is one of the most important determinants of a modified audit opinion in the Malaysian context, in comparing with the external audit fees. This refers to the substitution function of the outsourced internal audit function and external audit. These corporate governance mechanisms (the investment in internal audit function vs. external audit fees) are associated as a substitute for, rather than as a complementary response to a modified audit opinion. This argument is similar to Carey et al. (2000) who suggest that the internal audit monitoring is a substitute for external auditing monitoring, rather than complementary. However, this argument is contradictory to Carcello et al. (2005) who indicate that the internal audit investment is higher when the external audit fee is larger, suggesting that the internal audit complements external audit monitoring rather than acts as a substitute. In the local setting, Mat Yasin and Nelson (2012) suggest that the internal audit function has a complementary association with the external audit concerning the issue of audit report lag.] 


In sum, from an agency theoretical background, the effectiveness of the internal audit function should enhance the internal monitoring and control of the company, which should translate into reduced agency costs, including the costs of external auditing. Ho and Hutchinson (2010, P. 123) argue that “reliance on the internal audit work can reduce the evidence collected directly by external auditors, which decreases external audit fees, thus reducing the overall monitoring costs”. 

6.2.3 Control Variables

From the logistic regression analysis conducted in Model 1 of this study, the results presented in Table 6.1 illustrate that all the control variables are significant in the predicted directions except for audit firm size, AUDSIZE, and external audit fees, LogEAF, which are insignificant with the modified audit opinion.





6.2.3.1 Audit Firm Size (AUDSIZE)

There is an insignificant positive relationship between audit firm size, AUDSIZE, and the modified audit opinion even at the 10% level.  As unpredicted, this finding reveals that the audit firm size does not bring any improvement to the monitoring process to enhance the quality of financial reporting, or, in turn, impact on the opportunity of Malaysian public listed companies receiving an unmodified audit opinion. 

Empirically, this result is consistent with numerous previous empirical studies on modified audit opinion. Farinha and Viana (2009) reveal that audit reports issued by Big-4 auditors are not associated with the audit opinion type. Likewise, Firth et al. (2007) and Pucheta-Martínez and de Fuentes (2007) do not find any relationship between audit firm size and modified audit opinion even at the 10% level. In the local context, Malek and Che Ahmad (2011) uncover that the size of audit firm are not related to unqualified audit opinion. However, Johl et al. (2007) find that the type of auditor is positively related to modified audit opinion in the Malaysia setting. Contrastingly, Rusmin et al. (2009) uncover a negative relationship between the type of audit firm and modified audit opinion in the Australian context.

In the Malaysian setting, Rahmat et al. (2009), and Mohamad-Nor et al. (2010) find a negative relationship between the type of audit firm and the accounting issues they investigate. However, compared to prior Malaysian studies, this result is contradictory to Abdul Rahman and Mohamed Ali (2006), and Johari et al. (2008) who do not find any association between type of audit firm and earnings management. In another area, Abdullah et al. (2010) also did not uncover any relationship between type of audit firm and financial restatement. This result is somewhat similar to that of Hashim and Abdul Rahman (2011, 2012) who find that the type of audit firm is not significant with audit report lag. 

The Audit Oversight Board (AOB) is an independent audit regulatory body in Malaysia that ensures a holistic regulatory framework for auditors. It was established under the auspices of the Securities Commission (SC). Due to the new regulatory power of the AOB, all audit firms are required to undertake a high quality of audit.[footnoteRef:154] In turn, there is no difference between work done by Big-4 audit firms and non-Big-4 audit firms.[footnoteRef:155] This may explain that the unexpected result between the type of audit firm and modified audit opinion stems from the role of the new regulatory power of the Audit Oversight Board (AOB) in the Malaysian context. [154:  The Audit Oversight Board (AOB) has taken on many functions including quality control, independence, ethics and the setting of the auditing, as well as other standards concerning the audited financial statements preparation, during the monitoring of auditors despite their independence in the examination of financial statements to promote confidence in the assurance work performed by auditors.]  [155:  In the Malaysian setting, the work done by non-Big-4 audit firms compared to Big-4 audit firms are non-diverging.] 


Another plausible interpretation for the above result may be based on the substitution theory that suggests that the increase in internal audit function effectiveness reduces the demand for higher quality external auditors because one type of governance mechanism will substitute for others. In comparing the relationship between external audits and the outsourced internal audit function of this study, it could be said that the outsourced internal audit function is a substitute rather than complementary to statutory external audits in the Malaysian context. This argument is consistent with Carey et al. (2000) who suggest that internal audit monitoring is a substitute for external auditing monitoring, rather than complementary. Likewise, Ho and Hutchinson (2010) argue that the contribution of the internal auditor could replace some important processes of external auditing, and, thus, reduce the costs of monitoring.

6.2.3.2 Audit Report Lag (logAUDLAG)

As expected, the audit report lag, logAUDLAG, has a positive and significant association with modified audit opinion at the 1% level. Implicit in this finding is that the long time between the end of the financial year of a company and the date of audit report increases the prospect of Malaysian public listed companies receiving a modified audit opinion.  This result is similar to DeFond et al. (2002), and Kaplan and Williams (2013) who uncover a positive relationship between audit report lag and the issuance of a going concern report. Likewise, in the local context, Malek and Che Ahmad (2011) find that the unqualified audit opinion has a negative association with the audit delay in the Malaysian setting.

6.2.3.3 Loss (LOSS)

As predicted, loss, LOSS, is positively associated with the modified audit opinion at the 1% level. This indicates that Malaysian companies that have a loss are inclined to obtain a modified audit opinion. This result is consistent with numerous empirical prior studies on modified audit opinion. For example, Farinha and Viana (2009) indicate that the presence of successive losses (LOSS) has the anticipated positive effect on the possibility of a modified audit opinion. This result is similar to Firth et al. (2007) who reveal a positive relationship between loss and modified audit opinion. Meanwhile in a local setting, Johl et al. (2007) uncover that loss is positively associated with the modified audit opinion in the Malaysian context. Nonetheless, Malek and Che Ahmad (2011) do not observe any association between unqualified audit opinion and loss in the Malaysian setting.

6.2.3.4 Operating Cash Flow (NCFGOAR) 

As predicted, the operating cash flow, NCFGOAR, has a negative relationship with the modified audit opinion at the 10% level. This finding indicates that the increase in the net operating cash flow, NCFGOAR, in Malaysian companies leads to a decrease in the prospect of Malaysian public listed companies receiving a modified audit opinion.   This result is somewhat similar to Kaplan and Williams (2013) who find a negative association between the operating cash flow with the issuance of going concern report. Likewise, Firth et al. (2007) uncover a negative relationship between cash flow from the operations and the absolute discretionary accruals at the 5% level. In the Malaysian context, Johari et al. (2008) uncover a negative association between the operating cash flows and earnings management. Nevertheless, in another local setting, Abdul Rahman and Mohamed Ali (2006) find no relationship between cash flow from the operations and earnings management. 

6.2.3.5 External Audit Fees (LogEAF)

Surprisingly (as unpredicted), in this study, there is an insignificant positive relationship between external audit fees, LogEAF, and the modified audit opinion even at the 10% level.  This finding reveals that external audit fees does not bring any improvement to the monitoring processes, enhancing the quality of financial reporting, and, in turn, affect the opportunity of the Malaysian public listed companies receiving an unmodified audit opinion. This result reinforces the findings of prior local studies. For instance, Johl et al. (2012) uncover that the qualified audit report has no relationship with the natural logarithm of audit fees. Likewise, Malek and Che Ahmad (2011) find that the external audit fee is not related to unqualified audit opinion.

In comparing the relationship between the statutory external audit fees with the investment in the internal audit function of this study, it could be inferred that the association among corporate governance mechanisms in modified audit opinion (investment in internal audit function vs. statutory external audits fees) is a substitute rather than a complementary response in the Malaysian context. This argument is consistent with Carey et al. (2000) who suggest that the internal audit monitoring is a substitute for external auditing, rather than complementary. Likewise, Ho and Hutchinson (2010) argue that the internal audit contribution could replace some external audit activities substantively and lessen the costs of monitoring. In contrast, Carcello et al. (2005) indicate that the internal audit investment is higher when the external audit fee is larger, suggesting that internal audit complements rather than acts as a substitute for the external audit.

In sum, based on the results of the individual test to the board of directors’ characteristics in this study (Model 1), a possible justification for this result is that the agency theory seems to fail to show a relationship between the board of directors’ characteristics as a monitoring mechanism with the modified audit opinion as a proxy of financial reporting quality in the Malaysian context. Perhaps other theories, such as the substitution hypothesis, will be able to explain the theoretical implication of the corporate monitoring mechanisms in Malaysian public listed companies. The substitution hypothesis performs an essential function in depicting the monitoring functioning of the corporate governance mechanisms.

The evidence may be connected to the fact that the corporate governance mechanisms substitute each other rather than complement in the Malaysian context. This is justified by the discharged responsibility of the board of directors’ characteristics and audit committee characteristics (audit committee independence and audit committee meetings) against the role played by the internal audit function in the monitoring role and control of the company corporate financial reporting process as a substitution for each other instead of being complementary. 

With regard to the results of the individual tests for the internal audit function variables and  audit committee characteristics (audit committee size and audit committee financial expertise), in this study (Model 1), as expected, they have a negative significant association with the modified audit opinion. This shows that the corporate governance mechanisms play both a substitution and a complementary role in the Malaysian context. 

More specifically, in the absence of good characteristics on the board of directors and audit committee as internal corporate governance mechanisms, there may be a lack of concentration and capability to assist companies in overcoming and resolving their difficulties and problems as well as for discussing the financial reporting issues. Hence, reflecting the weak role of the board of directors as an internal monitoring mechanism. In turn, it does not influence the propensity for receiving an unmodified audit opinion. 

Overall, Model 1 examines how the board of directors is associated with the audit committee characteristics and the incidence of receiving a modified audit opinion in an individual manner. The findings of this model compared with the previous studies are still mixed. One possible interpretation for the conflicting results could be attributed to the avoidance of the complementary and substitutable monitoring function of the board and audit committee characteristics with the prospect of receiving a modified audit opinion. To obtain more rigorous and robust results on this issue, the following model (Model 2) examines how the combined-scores of the board of directors’ characteristics and the audit committee characteristics (as a bundle) contribute to their effectiveness in reducing the prospect of receiving a modified audit opinion by the Malaysian public listed companies.

6.3 Logistic Regression Results Model 2

6.3.1 Multivariate Logistic Regression Results 

Multivariate logistic regression is used to test the effect of the hypothesised variables on the modified audit opinion employing STATA. In Table 6.2, the results of the estimated model are reported. The table presents the coefficients of the variables, the results of their respective significance test and the rates of holdout-accuracy for Model 2 (aggregate test). The p-value related to the chi-square having 9 as degrees of freedom, is statistically significantly different from zero at the 1 per cent level (p-value = 0.000) for Model 2. This indicates that the model has a good fit. Tabachnick and Fidell (20013) point out that the success of the model is evaluated by its ability to accurately predict the results of categorical cases for which the result is known. The classification accuracy of individual and overall preference (Modified audit opinion versus unmodified audit opinion) indicates the accurate percentage of preferences predicted by the logistic regression. With a perfect model, the overall percentage of accuracy is 100%. 

Nonetheless, there is no recommendation that the table should be used to determine the goodness-of-fit. This is because it neglects the actual expected probabilities and employs dichotomized predictions on the basis of the benchmark (cut off), which results in a variation of outcome by the logistic model sample. In Model 2 of this study, the logit model accurately classifies 86.6% (i.e. 116.044) of the 134 sampled companies. There is consistency in the overall holdout-accuracy rate with the results reported in the prior empirical research in audit opinion (85.38% - 82.42%: Farinha & Viana, 2009; 91.31%: Rusmin et al., 2009; 93.9%: Adiloğlu & Vuran, 2011; 71.4%: Iskandar et al., 2011). As a result of the deficiency of the classification table, Pallant (2007) recommends the use of the Hosmer and Lemeshow goodness-of-fit test for the model goodness fit. 

Table 6.1 displays the results of the Hosmer-Lemeshow goodness of fit test. In this test, the correspondence of the predicted and actual values of the dependent variable are measured with the cases first being divided into 10 approximately equal groups. This is followed by comparing the number of predicted and actual events in the individual group using the chi-square statistic. Specifically, a wide-ranging measure of predictive-accuracy is calculated by this test on the basis of the actual-prediction of the endogenous variable (the dependent variable). Thus, if the classification of the observed and predicted events shows a smaller difference, it is an indication of a better model fit. For example, if the Hosmer-Lemeshow test of goodness-of-fit indicates a value smaller than .05 or value equal to .05, then the null hypothesis (a null model) is rejected. This suggests that the observed and predicted classification do not differ (Hair et al., 2010; Pallant, 2007).  The results of Hosmer-Lemeshow test conducted in the current study indicated a value (0.567) more than 0.05 in the case of Model 2. This indicates that the model fit is acceptable, similar to the previous empirical studies in audit opinion to (0.224: Adiloğlu & Vuran, 2011).

Moreover, many measures have been developed for the “R2-like” for the determination of overall model fit. Just as the R2 value is used in the multiple regression analysis so also is the pseudo R2 value used in the logistic regression. These two values of R2 in both regressions range from 0.0 to 1.0 (Pallant, 2007; Hair et al., 2010). If the model fit increases, the –2LL decreases up to a perfect value of 0.0 and the R2 LOGIT increases up to a perfect value of 1.0. Specifically, in STATA, the pseudo R2 is set to a default output according to McFadden’s R2 (Hair et al., 2010). The results of R2 LOGIT indicate a value 0.5791 for Model 2. This implies that the explanatory model is reasonable and is comparable to pseudo-R2 in other previous studies of audit opinion (0.49 - 0.34: Farinha & Viana, 2009; 30.889: Iskandar et al., 2011). 

Similar to the pseudo R2, or generally categorised as pseudo R2 measures, are two other measures known as Cox and Snell R2 and Nagelkerke R2. The Cox and Snell R2 shows that a higher value is an indication of the model fit. Nevertheless, this measure is constrained by its inability to attain the maximum value of 1. As a consequence, Nagelkerke developed a measure modifying the range from 0 to 1. Specifically, the value of 1 is an indication of a perfect model fit for both measures (Hair et al., 2010). The value of Cox and Snell R2 is found to be 0.547 for Model 2 of this study. This value is comparable to 0.386 (Rusmin et al., 2009) and 0.270 (Adiloğlu & Vuran, 2011). The Nagelkerke R2 value for the Model 2 is 0.730.  This value is similar to the Nagelkerke R2 value found by the extant literature in the audit opinion 0.601 (Rusmin et al., 2009) and 0.471 (Adiloğlu & Vuran, 2011).

To sum up, the above measures indicate that Model 2 of audit opinion is able to differentiate the companies that receive a modified audit opinion from companies that receive an unmodified audit opinion in comparable comparisons. Suggesting that the explanatory variables included in Model 2 can explain the reasons for receiving a modified audit opinion.

Lastly, the significance test of the logistic model from the likelihood ratio produced in the logistic regression is determined using the chi-square (X2). This measures how the model fit has improved following the addition of explanatory variables in the model (Hair et al., 2010). A model is portrayed as been well-fitted if the X2 is significantly different from zero at the 5 per cent level.  The results of the current study show the likelihood ratio to be (106.24) and the p-value of chi-square test is significant at the 1 per cent level for Model 2 suggesting a good fit of the model. This is consistent with prior studies in modified audit opinion (see for example, Farinha & Viana, 2009; Rusmin et al., 2009). Furthermore, the z-Statistics and p-value are commonly used to determine the level of significance of coefficient of each explanatory variable estimated. The probability that a particular z test statistic is as extreme as, or more so, than what has been observed under the null hypothesis is defined by P>|z|.

Across the modified audit opinion model (Model 2), the board of directors’ effectiveness score, BDEScoreM (p-value = 0.090, one-tailed significance), is significantly related with modified audit opinion. This indicates that the board of directors’ effectiveness score is an important monitoring role that increases financial reporting quality, and, consequently, reduces the prospect of Malaysian public listed companies receiving a modified audit opinion.

With respect to the audit committee effectiveness score, ACEScoreM, (p-value = 0.157, one-tailed significance), it is significantly related to the occurrence of modified audit opinion. This indicates that the audit committee effectiveness score, ACEScoreM, provides an effective monitoring role, which results in the quality of financial reporting to be higher and accordingly decreases the prospect of Malaysian public listed companies receiving a modified audit opinion.  

Just like the audit committee effectiveness score variable in Model 2, the internal audit function (IAF) variables, namely, internal audit sourcing arrangements, IAFSOURCING (p-value = 0.200, one-tailed significance), and investment in internal audit function, logIAFINVone (p-value = 0.133, one-tailed significance), are significantly associated with the occurrence of modified audit opinion. This indicates that the effective functioning of the internal audit would improve a company’s monitoring process and leads to a higher quality of financial reporting, and, in turn, Malaysian public listed companies have a greater likelihood of receiving an unmodified audit opinion.

Many factors affect modified audit opinion that this study does not focus upon. However, some are inserted into Model 2, and serve as controlling variables, such as log audit report lag, logAUDLAG (p-value = 0.001, one-tailed significance); loss in previous years, LOSS (p-value = 0.000, one-tailed significance); and net cash flow realised from operating activities, NCFGOAR (p-value = 0.006, significance of one-tailed), and have a significant association with the incidence of modified audit opinion. The remaining controlling variables are insignificant in Model 2. These variables include audit firm size, AUDSIZE, and external audit fees, LogEAF, which are found to not have any influence on the prospect of receiving a modified audit opinion.

The largest z-statistics in Model 2 are 3.97 (p-value < .01), 3.27 (p-value < .01), -2.78 (p-value = .01), -1.69 (p-value < .05), -1.50 (p-value < .10), -1.42 (p-value < .10) and -1.28 (p-value < .10),  which are for loss, log audit report lag, the percentage of net cash flow obtained from operating activities, the board of directors’ effectiveness score, investment in internal audit function, audit committee effectiveness score and the internal audit sourcing arrangements, respectively. These variables are significant with audit opinion, which is consistent with the likelihood of Malaysian public listed companies receiving an unmodified or a modified audit opinion in reaction to changes in these variables.

These variables are significant in the modified audit opinion (Model 2), which is consistent with the likelihood of Malaysian public listed companies receiving an unmodified or modified audit opinion in expectation of changes in those variables. From this result, it can be said that the four variables in Model 2 of modified audit opinion have a comparable degree of importance. Specifically, these variables contribute uniquely in explaining the occurrence of modified audit opinion. Thus, the null hypothesis of no significant impact of corporate monitoring mechanisms on the prospect of receiving a modified audit opinion is rejected, while the alternative hypothesis stating the opposite occurrence is accepted (that there is a significant impact of corporate monitoring mechanisms on the prospect of receiving a modified audit opinion).

6.3.2 Corporate Governance Monitoring Mechanisms

This subsection presents and discusses the logistic regression analysis results for Model 2 according to an aggregate investigation of the independent variables presented in the research framework, namely, effectiveness-score of board of directors, effectiveness-score of audit committee, internal audit function variables and control variables.

6.3.2.1 Board of Directors’ Effectiveness Score

In this study, the result of the logistic regression analysis in Table 6.2 depicts that the board of directors’ effectiveness score, BDEScoreM, is negatively related with modified audit opinion at the 5% level. This suggests that an increase in board of directors’ effectiveness score will improve the board of directors’ ability to monitor the management that would enhance internal control in the company, enhance financial report quality, and, eventually, reduce the prospect of receiving a modified audit opinion. This result shows that the effectiveness of the board of directors is better when all the individual characteristics of the board of directors are aggregated simultaneously into a single score. This implies that boards with more independent non-executive directors, more members, more regular meetings and appointed directors with a financial expertise enhance its monitoring role on financial reporting processes in Malaysia. This is consistent with the theoretical model as well as the study’s hypothesis that expects a negative relationship between the board of directors’ effectiveness score, BDEScoreM, and a modified audit opinion. Therefore, it can be concluded that hypothesis H5 is accepted. 

From the above result, it could be argued that the combined effect of the board of directors’ characteristics determines its effectiveness in monitoring and enhancing the financial reporting quality; thereby, reducing the prospect of receiving a modified audit opinion. This mitigates the agency problems and decreases its cost, which, in turn, contributes to protecting the interests of all shareholders. Therefore, it is more feasible to investigate board characteristics as a whole rather than as individual factors, as they are believed to complement each other in the board’s monitoring role. Hence, it may be misleading to show the impact of individual characteristics on the modified audit opinion on the basis of the argument of the prior studies in other disciplines. This is because the effectiveness of one individual mechanism hinges on the effectiveness of other mechanisms (e.g. Rediker & Seth, 1995; Agrawal & Knoeber, 1996; Davis & Useem, 2002; Agrawal & Chadha, 2005; Cai et al., 2009; Ward et al., 2009).  

A possible reasoning for this interpretation of the result is that the measure of the combined effect shows a stronger impact comparable to the measure of individual influences (O’Sullivan et al., 2008). This is because, the effectiveness of the board of directors realised via different means, and the effectiveness of certain characteristics, relies on the effectiveness of other characteristics. Hence, it could be concluded that an increase in the effectiveness score of the board of directors relates to an increase in the characters that enhance its monitoring role on the financial reporting process. This result supports the agency theory, with the idea that the impact of the characteristics of board of directors as an internal governance mechanism on a modified audit opinion are complementary to each other and not substitutes. 

Table 6.2

 Logistic Analysis Results Audit Opinion (Model 2)

		Variables

		Expected Sign

		Coef.

		z

		P > |z|



		BDEScoreM

		_

		-2.601

		-1.69

		0.090**



		ACEScoreM

		_

		-1.003

		-1.42

		0.157*



		IAFSOURCING

		_

		-.755

		-1.28

		0.200*



		logIAFINVone

		_

		-.119

		-1.50

		0.133*



		AUDSIZE

		+

		.651

		0.97

		0.332



		logAUDLAG

		+

		15.284

		3.27

		0.001***



		LOSS

		+

		2.382

		3.97

		0.000***



		NCFGOAR

		_

		-9.975

		-2.78

		0.006***



		LogEAF

		+

		1.084

		1.25

		0.210



		Log Likelihood

		

		

		-39.762

		



		Hosmer-Lemeshow

		

		

		.567

		



		LR chi2 (9)

		

		

		106.24

		



		Prob > Chi2

		

		

		0.0000

		



		Coxsnell R2



		

		

		0.547

		



		Nagelkerke R2



		

		

		0.730

		



		Pseudo R2



		

		

		0.5719

		



		Correctly Classified (%)

		

		

		86.6

		



		No. of Observations



		

		

		134

		



		All p-values are one-tailed significance. *** are significant at p<0.01, ** are significant at p<0.05 and *at p<0.10.





6.3.2.2 Audit Committee Effectiveness Score

As expected, the result of the logistic regression analysis in Table 6.2 demonstrates that the audit committee effectiveness score, ACEScoreM, is negatively related to modified audit opinion at the 10% level. This finding indicates that an increase in the audit committee effectiveness score will improve the audit committees’ ability to monitor the management, enhance the quality of financial reporting, and, eventually, increase the opportunity of Malaysian public listed companies receiving an unmodified audit opinion. This result explains that the effectiveness of the audit committee is superior when all the individual characteristics of the audit committee are aggregated simultaneously into a single score. This implies that an audit committee in Malaysia is likely to enhance its monitoring role of the financial reporting processes when it is composed exclusively of independent non-executive members, holds more regular meetings, has more members, and has more experience and expertise in the accounting and auditing process. This is consistent with the theoretical model as well as the study’s hypothesis put forward that the audit committee effectiveness score ACEScoreM has a negative impact on modified audit opinion. Thus, hypothesis H10 is accepted. 

The above result also highlights that it is important to use a combined measure of the characteristics of audit committees as a whole and never single them out because these characteristics complement each other in the monitoring role, enhancing financial reporting quality and decreasing the prospect of receiving a modified audit opinion. Hence, it could be inferred that an increase in the effectiveness scores of the audit committee depends on an increase in the characteristics that enhance its monitoring role on the financial reporting process. Therefore, this result confirms that the audit committee functions as a good internal corporate monitoring mechanism to protect the interests of all shareholders in the Malaysia setting when examining the combined-score of the characteristics of the audit committee rather than in isolation from each other.

6.3.2.3 Internal Audit Function (IAF)

Regarding the internal audit function (IAF) variables in Model 2, it is uncovered that all the variables of the internal audit function are significantly associated with the modified audit opinion. The results presented in Table 6.2 show negative significant associations at the 10% level of confidence between internal audit sourcing arrangements (outsourcing internal audit function), IAFSOURCING, and investment in internal audit function, logIAFINVone, with modified audit opinion. Moreover, the results offered in Table 6.2 support the results that are shown in Table 6.1.

6.3.3 Control Variables

The results of the logistic regression analysis in Table 6.2 for all the control variables are significant in the predicted directions except for audit firm size, AUDSIZE, and external audit fees, LogEAF, which are not significant with the modified audit opinion across Model 2. Moreover, the results offered in Table 6.2 support the results that are shown in Table 6.1.

6.4 Alternative Analyses

This section investigates several substituted tests that are implemented to determine the credibility of the primary results obtained in the main analysis. Through the use of alternative measures to some variables, this substitutable analysis re-examines audit committee independence, board size and the board of directors’ financial expertise.



6.4.1 Board of Directors’ Independence and Audit Committee Independence 

In the fundamental model, the percentage of independent non-executive directors on the board and audit committee independence (threshold at 100%) have an insignificant relationship with the modified audit opinion. An attempt is made to repeat the analysis following the removal of audit committee independence from the regressed model to ascertain whether or not the percentage of independent non-executive directors of the board is a significant mechanism. The results of the alternative analysis, as reported in Table 6.3, suggest that the percentage of the independent non-executive directors of the board is negative but still unrelated to a modified audit opinion. Additionally, this study reinvestigates the effect of the audit committee independence (threshold at 100%) on a   modified audit opinion with alternative measures of independence, by using the percentage of independent non-executive directors on the audit committee. As shown in Table 6.3 the coefficients of the percentage of audit committee independent and the coefficients of the independence board of directors are negative but still also not significant with the modified audit opinion. Moreover, after removing the percentage of independent non-executive directors on the board from the logistic regression analysis, the coefficient of the percentage the audit committee independent is still negative and insignificant with the modified audit opinion. Specifically, the results shown in Table 6.3 uphold the preliminary results that independent non-executive directors on the board and on the audit committee have an insignificant association with the modified audit opinion.





Table 6.3

ACINED & BINEDR

		

		

		After exclude ACINED Model 3

		RACINED alternative  measures of ACINED Model 4

		After exclude BINEDR & use RACINED as alternative  measures of ACINED Model 5



		Variables

		Expected Sign

		Coefficient (p-value)

		Coefficient (p-value)

		Coefficient (p-value)



		Constant

		?

		-61.240

(0.006)

		-59.504

(0.006)

		-59.293

(0.006)



		BINEDR

		_

		-2.304

(0.473)

		-.231

(0.957)

		_



		BSIZE

		_

		-.573

(0.064)

		-.456

(0.178)

		-.443

(0.075)



		BMEET

		_

		.366

(0.119)

		.377

(0.101)

		.376

(0.101)



		Bexpertdummy

		_

		(1.833

(0.846)

		1.339

(0.871)

		1.299

(0.873)



		ACINED

		_

		_

		_

		_



		RACINED

		_

		_

		-2.419

(0.456)

		-2.534

(0.307)



		ACSIZE

		_

		-1.197

(0250)

		-1.471

(0.190)

		-1.498

(0.139)



		ACMEET

		_

		.4593

(0.320)

		.450

(0.325)

		.451

(0.324)



		ACEXPERT

		_

		-2.680

(0.146)

		-2.528

(0.167)

		-2.513

(0.165)



		IAFSOURCING

		_

		-1.862

(0.023)

		-1.913

(0.020)

		-1.907

(0.019)



		logIAFINVone

		_

		-.165

(0.073)

		-.146

(0.118)

		-.146

(0.117)



		AUDSIZE

		+

		.812

(0.315)

		.954

(0.254)

		.959

(0.249)



		logAUDLAG

		+

		12.597

(0.003)

		12.757

(0.002)

		12.724

(0.002)



		LOSS

		+

		1.996

(0.003)

		2.065

(0.003)

		2.064

(0.003)



		NCFGOAR

		_

		-4.959

(0.161)

		-4.686

(0.181)

		-4.671

(0.180)



		LogEAF

		+

		1.308

(0.172)

		1.094

(0.275)

		1.087

(0.274)



		Pseudo R2

		

		0.6262

		0.6293

		0.6293



		No. of Observations



		

		132

		132

		132



		All p-values are one-tailed significance. *** are significant at p<0.01, ** are significant at p<0.05 and *at p<0.10.









6.4.2 Board of Directors’ Size

The insignificant association of board of directors’ size with the modified audit opinion in the primary results of this study could likely be because audit committee size has a stronger influence than the board of directors’ size in determining the probability of Malaysian public listed companies obtaining a modified audit opinion, and, thus, decreasing the effect of the size of the board of directors on a modified audit opinion. An attempt is made by removing the audit committee size from the model regressed and the analysis is repeated in order to examine whether the size of the board is a significant mechanism.

After the audit committee size is excluded from the logistic regression analysis (Model 1), as reported in Table 6.4, the results show that the sign of the coefficient of the board of directors’ size has changed to negative and significant. The observed change in result is not a reflection of the problem of multicollinearity, as Table 5.8 shows the results of the correlation of the size of the audit committee and those of the board to be less than 0.80.

The results indicate that the size of the audit committee has a stronger influence than the size of the board of directors in determining the probability of Malaysian public listed companies obtaining a modified audit opinion. Nonetheless, when audit committee size is not included in Model 1, the size of the board of directors turns out to improve the effectiveness in the monitoring function resulting in a better quality of financial reporting. Consequently, this decreases the probability of Malaysian public listed companies obtaining a modified audit opinion. The intention for the exclusion of the audit committee size from the Model 1 is to make it possible to observe the impact of the board of directors’ size on modified audit opinion. The implication of the findings is that the size of the audit committee and the board of directors are the two main essential mechanisms for effectively monitoring the financial reporting. However, the results also suggest that audit committee size is sufficient to improve the quality of the financial reports even when the size of the board of directors was not enough. Additionally, this study retests the impact of the size of the board of directors on a modified audit opinion with alternative measures of board of directors’ size, by using the natural logarithm of board size (logBsize). The results of the alternative analysis, as indicated in Table 6.4, suggests that the coefficient of the natural logarithm of the board size is negative but also still unrelated with the modified audit opinion. Therefore, these results support the main results of this study.

Table 6.4 

BSIZE & ACSIZE and BMEET & ACMEET

		

		

		After exclude ACSIZE Model 6

		logBsize alternative  measures of BSIZE Model 7

		After exclude BMEET Model 8



		Variables

		Expected Sign

		Coefficient (p-value)

		Coefficient (p-value)

		Coefficient (p-value)



		Constant

		?

		-62.565

(0.003)

		-58.655

(0.006)

		-55.776

(0.005)



		BINEDR

		_

		-2.756

(0.447)

		.993

(0.825)

		.3977

(0.925)



		BSIZE

		_

		-.617

(0.051)

		_

		-.502

(0.146)



		logBsize

		_

		_

		-2.097

(0.357)

		_



		BMEET

		_

		.317

(0.172)

		.406

(0.075)

		_



		Bexpertdummy

		_

		.980

(0.883)

		1.274

(0.876)

		.623

(0.929)



		ACINED

		_

		-.330

(0.716)

		-1.139

(0.286)

		-.707

(0.481)



		RACINED

		_

		_

		_

		_



		ACSIZE

		_

		_

		-1.761

(0.136)

		-1.139

(0.305)



		ACMEET

		_

		.389

 (
Table 6.
4
 (
continued)
BSIZE & ACSIZE and BMEET & ACMEET
)(0.388)

		.410

(0.358)

		.930

(0.014)



		ACEXPERT

		_

		-2.316

(0.200)

		-2.388

(0.186)

		-2.244

(0.195)



		IAFSOURCING

		_

		-1.625

(0.036)

		-1.840

(0.023)

		-1.681

(0.030)



		logIAFINVone

		_

		-.136

(0.142)

		-.139

(0.132)

		-.169

(0.066)



		AUDSIZE

		+

		.771

(0.328)

		.947

(0.257)

		.986

(0.234)



		logAUDLAG

		+

		12.459

(0.002)

		12.663

(0.002)

		11.368

(0.003)



		LOSS

		+

		2.150

(0.002)

		2.112

(0.002)

		2.141

(0.001)



		NCFGOAR

		_

		-4.857

(0.160)

		-4.588

(0.190)

		-5.828

(0.074)



		LogEAF

		+

		1.262

(0.195)

		.956

(0.343)

		1.191

(0.227)



		Pseudo R2

		

		0.6193

		0.6270

		0.6124



		No. of Observations



		

		132

		132

		132



		All p-values are one-tailed significance. *** are significant at p<0.01, ** are significant at p<0.05 and *at p<0.10.





6.4.3 Board of Directors’ Meetings and Audit Committee Meetings

To determine how credible the results are, the logistic regression analysis is repeated after removing the board of directors’ meetings from the Model 1. The sign of the coefficient obtained for audit committee meetings turns out to be positive and significant as illustrated in Table 6.4. The change in this finding is not a reflection of the problem of multicollinearity, as the results of correlation of the meetings of the board with those of the audit committee indicate a value less than 0.80, as indicated in Table 5.8.

The principal finding of the fundamental model suggests that board meetings are more significantly associated in determining the modified audit opinion than the meetings of the audit committee, but the direction of the relationship is opposite to what the agency theory proposes. Nonetheless, when board meetings are not included in Model 1, meetings of the audit committee turn out to be significantly associated with the modified audit opinion, but in the opposite direction to the agency theory. The intention to exclude the board meetings from Model 1 is to make it possible to observe the impact of audit committee meetings on modified audit opinion. Nevertheless, the implication of the findings is that the meetings of the board and audit committee are not the two main essential mechanisms to monitor the financial reporting effectively.  Hence, this result supports the major results of this study. The results, as illustrated in Table 6.4, reinforce the main results of this study in that board of directors’ meetings and audit committee meetings do not effectively improve their ability to fulfil or perform their responsibilities.  

6.4.4 Board of Directors’ Financial Expertise

With substitutable analyses, an alternative measure is considered by using the percentage of the board members financial expertise. Moreover, in Model 1 the financial expertise of the audit committee members is excluded and the analysis is repeated to examine and confirm whether the financial expertise of the board is a significant mechanism.

 In Table 6.5, the results of the alternative analysis suggest that the percentage of the board of directors’ financial expertise is negative but unrelated to a modified audit opinion[footnoteRef:156]. Moreover, when the audit committee financial expertise is excluded from the logistic regression Model 1, the results indicate that the coefficient sign of the board of directors’ financial expertise is positive but also insignificant, as indicated in Table 6.5. Arguably, the insignificant association of the board of directors’ financial expertise with the modified audit opinion in this study could likely be because the audit committee financial expertise has a stronger influence in determining the probability of Malaysian public listed companies obtaining a modified audit opinion. Hence, the other analysis done on the percentage of financial expertise on the board of directors uncovers that it may not be needed to appoint financial experts on the board of directors inasmuch as there is already enough financial expertise on the audit committee[footnoteRef:157].   [156:  The researcher used both measurements of the board of directors’ financial expertise (by the dummy variable and by the percentage). In the primary model, board of directors’ financial expertise (by the dummy variable) has an insignificant relationship with the modified audit opinion. The results of the alternative analysis suggest that the percentage of the board of directors’ financial expertise is insignificant with a modified audit opinion. Therefore, this result supports the major result of this study. Hence, there are no differences between the two measurements for the board of directors’ financial expertise.]  [157:  Because the board allocates some of the responsibilities for financial matters to the audit committee, most directors never participate in the preparation and assessment of accounts directly unless they are members of the audit committee (Johari et al., 2008). Hence, the audit committee has a direct responsibility for dealing with financial matters.] 


The implication of the results is that the audit committee financial expertise is a significant mechanism to monitor the financial reporting effectively compared to the board of directors’ financial expertise. Thus, this result also suggests that the audit committee financial expertise is sufficient to improve the quality of financial reports, even if the financial expertise of the board of directors is not enough. This is because the expertise of audit committee members in the Malaysian situation appears to be very useful in auditing and financial reporting issues (Yatim, 2009). Therefore, these results support the major results of this study.







Table 6.5  

BEXPERT & ACEXPERT

		

		

		After exclude ACEXPERT Model 9

		After exclude ACEXPERT &  use BEXPERT as an alternate  measures of Bexpertdummy Model 10



		Variables

		Expected Sign

		Coefficient (p-value)

		Coefficient (p-value)



		Constant

		?

		-60.721

(0.004)

		-56.625

(0.005)



		BINEDR

		_

		1.129

(0.786)

		2.417

(0.594)



		BSIZE

		_

		-.385

(0.250)

		-.417

(0.219)



		logBsize

		_

		_

		_



		BMEET

		_

		.365

(0.105)

		.392

(0.079)



		Bexpertdummy

		_

		.883

(0.897)

		_



		BEXPERT

		_

		_

		-2.664

(0.281)



		ACINED

		_

		-1.114

(0.294)

		-1.179

(0.280)



		RACINED

		_

		_

		_



		ACSIZE

		

		-1.524

(0.181)

		-1.579

(0.184)



		ACMEET

		_

		.335

(0.438)

		.324

(0.450)



		ACEXPERT

		_

		_

		_



		IAFSOURCING

		_

		-1.865

(0.020)

		-1.721

(0.032)



		logIAFINVone

		_

		-.160

(0.082)

		-.162

(0.076)



		AUDSIZE

		+

		.992

(0.227)

		1.031

(0.237)



		logAUDLAG

		+

		12.532

(0.003)

		11.878

(0.005)



		AUDLAG

		+

		_

		_



		LOSS

		+

		2.256

(0.001)

		2.221

(0.001)



		NCFGOAR

		_

		-4.730

(0.164)

		-5.561

(0.117)



		LogEAF

		+

		1.113

(0.262)

		1.196

(0.227)



		Pseudo R2

		

		0.6202

		0.6265



		No. of Observations



		

		132

		132



		All p-values are one-tailed significance. *** are significant at p<0.01, ** are significant at p<0.05 and *at p<0.10.









6.5 Summary and Conclusion

This chapter finalises the empirical investigation and demonstrates new evidence with regard to the effects of monitoring mechanisms, namely, the effectiveness of the board of directors and the effectiveness of the audit committee. Further, this chapter finalises the empirical investigation and demonstrates new evidence with regard to the internal audit function variables, namely, internal audit sourcing arrangements and investment in internal audit function with the modified audit opinion. A number of key points are summarised below. 

First, in Model 1, the empirical results support the associations between audit committee size and audit committee financial expertise with the modified audit opinion, however, they do not support the associations between four of the board of directors  characteristics, namely, board independent non-executive directors, board of directors’ size, board of directors’ meetings and board of directors’ financial expertise; and two of the audit committee characteristics, namely, audit committee independence and audit committee meetings with the modified audit opinion. 

Second, interestingly, in Model 2, a negative significant relationship between the score of effectiveness of board and the score of effectiveness of audit committee and modified audit opinion, indicates that the combined-scores (effectiveness-score) of the characteristics of the board of directors, as well as the audit committee characteristics, have effectively captured the relationship of the characteristics of the board and audit committee with modified audit opinion. One explanation of the negative significant results is that the characteristics of the board and audit committee in collective investigation to determine their combined impact on the propensity of a modified audit opinion is better than an individual investigation of these characteristics. This is because it is more feasible to consider the impact of these characteristics as a whole as opposed to individually on the modified audit opinion. As such, these characteristics are believed to complement each other in their impact on the board effectiveness and audit committee effectiveness and their monitoring role.

Third, in both the models (Models 1 & 2), the negative significant relationships between the internal audit function variables, namely, outsourcing the internal audit function and the investment in the internal audit function with the modified audit opinion indicates that it works as monitoring mechanisms in the Malaysian context. The findings suggest that outsourcing the work of the internal audit function to the external auditor and the higher investment in the internal audit function is associated with an increase in the opportunity of Malaysian public listed companies receiving an unmodified audit opinion. 

Interestingly, these results reveal that the association among corporate governance mechanisms in modified audit opinion (internal audit function variables vs. statutory external audit variables) substitute each other rather than being complementary responses in the Malaysian context.  This argument reinforces the suggestions of Carey et al. (2000) who suggest that the internal audit monitoring is a substitute for statutory external auditing monitoring, rather than complementary. In a similar view, Ho and Hutchinson (2010) point out that the internal audit contribution may replace some external auditing activities and lessen the costs of monitoring. Likewise, in the Malaysian context, Mohamed et al. (2012), and Mohamed (2013) suggest that the internal audit function has a substitute relationship with the external audit instead of being complementary. Therefore, this study concludes that the internal audit function variables, namely, outsourced internal audit function and investment in internal audit function are two of the most important determinants of a modified audit opinion in the Malaysian context, rather than the external audit variables, namely, external audit size and external audit fees.

More specifically, comparing the relationship between the corporate governance monitoring mechanisms in the modified audit opinion in the Malaysian context, based on the results of Model 1 relating to an individual test for independent variables in this study, it can be argued that the association between the internal audit function variables vs. audit committee characteristics is complementary to each other instead of being a substitute for one another. Furthermore, this association (internal audit function variables and audit committee characteristics vs. board of directors’ characteristics and statutory external audit variables) is associated as a substitute for one another rather than being complementary to each other with modified audit opinion. 

Meanwhile, based on the results of the logistic regression analysis in Model 2 relating to an aggregate test for independent variables, it can be concluded that the relationship among the mechanisms of corporate governance in modified audit opinion (internal audit function variables vs. the characteristics of board of directors and the characteristics of audit committee) is complementary to one another rather than being a substitute for each other.[footnoteRef:158] Furthermore, this association (board of directors’ characteristics, and audit committee characteristics and internal audit function variables vs. statutory external audit variables) is a substitute for each other instead of being complementary for one another [158:  Johl et al. (2013) notes the likelihood that quality of internal audit and board quality can substitute for each other in order to maintain the degree of quality of financial reporting.] 


Fourthly, in both models (Models 1 & 2), all the control variables are significant in the predicted directions except for audit firm size and external audit fees, which are insignificant with  the modified audit opinion across the two models (Model 1 and Model 2). The summary of the results of hypotheses testing is presented in Table 6.6.

Fifthly, the results obtained from the alternative analysis confirm the credibility of the initial analysis in the basic models. The next chapter provides a summary of the key findings in relation to the research questions. The implications and contributions of the study and limitations, avenues of future research are also presented. 















Table 6.6

 The Summary of Hypotheses Testing 

		NO

		Hypotheses

		Predicted the direction of the associated

		Results



		

		

		

		The directional

		The association

		Inferred



		1

		The percentage of independent non-executive directors on the board is inversely related to modified audit opinion.

		Inversely

		positively

		Insignificant

		Unsupported



		2

		The board size is inversely related to modified audit opinion.

		Inversely

		Inversely

		Insignificant

		Unsupported



		3

		The number of board meetings is inversely related to modified audit opinion.

		Inversely

		positively

		Significant

		Unsupported



		4

		The board of directors’ financial expertise is inversely related to modified audit opinion.

		Inversely

		positively

		Insignificant

		Unsupported



		5

		The board of directors’ effectiveness score is inversely related to modified audit opinion.

		Inversely

		Inversely

		Significant

		Supported



		6

		The independence of the audit committee is inversely related to modified audit opinion.

		Inversely

		Inversely

		Insignificant

		Unsupported



		7

		The audit committee size is inversely related to modified audit opinion.

		Inversely

		Inversely

		Significant

		Supported



		8

		The audit committee meetings is inversely related to modified audit opinion.

		Inversely

		positively

		Insignificant

		Unsupported



		9

		The audit committee financial expertise is inversely related to modified audit opinion.

		Inversely

		Inversely

		Significant

		Supported



		10

		The audit committee effectiveness score is inversely related to modified audit opinion.

		Inversely

		Inversely

		Significant

		Supported



		11

		The outsourced internal audit function is inversely related to modified audit opinion.

		Inversely

		Inversely

		Significant

		Supported



		12

		The investment in internal audit function is inversely related to modified audit opinion.

		Inversely

		Inversely

		Significant

		Supported





CHAPTER SEVEN

SUMMARY AND CONCLUSION

7.1 Introduction

This final chapter provides an overview as a summary of the key results in relation to the research questions and discusses the contribution and implications of the study as well as limitations; in addition, the suggestions for future study are also presented.

7.2 Overview of the Study

Issues relating to corporate monitoring mechanisms and the quality of financial reporting have been the focus of many previous studies and regulatory debates all around the world. Interestingly, the quality of financial reporting is invaluable to users of financial reports including potential investors, creditors etc. as they base their decisions upon such reports. To ensure the quality of the financial reporting, the users demand good systems of corporate governance. In Malaysia, as a developing economy, the quality of financial reporting is influenced by the level of implementing good corporate governance practices, which also impacts on the sustainability of economic development (The World Bank Report, 2005). Thus, the Malaysian government and corporations have to ensure a continual development of governance systems for the sake of enhancing the quality of financial reporting.

Implicitly, financial reporting quality can be judged by the users of the financial statements through the type of audit opinion issued by the external auditor (Cohen et al., 2004). In this respect, the present study seeks to extend the work of prior literature in Asian economies, especially in the Malaysian context by highlighting a specific dimension of quality of financial reports – the presence of modified audit opinion – because modified audit opinion can be observed as a direct measure of financial reporting quality. 

Specifically, the present study focuses explicitly on investigating the association between the modified audit opinion and internal corporate monitoring mechanisms,[footnoteRef:159] namely, board of directors’ characteristics (i.e. independence, size, meetings and financial expertise), the audit committee characteristics (i.e. independence, size, meetings and financial expertise) in the individual and aggregate tests, and, additionally, testing the internal audit function variables (sourcing arrangements of the internal audit functions and investment in internal audit function) individually in the context of Malaysia. This gives the ability to monitor the financial reporting process and thereby is directly linked with enhancing the quality of financial reporting and the effect on the prospect of receiving a modified audit report.  [159:  These characteristics are expected to signal to the financial reporting users how effective a given company is in monitoring financial reporting, therefore conveying the credibility of company financial statements.] 


To see how the impact of corporate monitoring mechanisms, namely, board of directors’ characteristics, the audit committee characteristics and the internal audit function variables, on the prospect of a company receiving a modified audit opinion in Asian economies, especially in the Malaysian setting. After the screening process, 68 firm-year observations that have received a modified audit opinion were eligible to be included in the analysis as a test sample group in the period ranging from 2009 to 2011. The test sample group companies were matched with the same number of companies that have received an unmodified audit opinion, resulting in a final sample of 136 listed non-financial companies on Bursa Malaysia for the period of 2009-2011, with the whole data for the modified audit opinion board of directors’ characteristics, the audit committee characteristics and the internal audit function variables are selected. The study utilised quantitative research on the basis of the content analysis method to address the twelve hypotheses developed. 

This study uses the logistic regression analyses to examine the association between the modified audit opinion and internal corporate monitoring mechanisms, namely, board of directors’ characteristics, the audit committee characteristics in individual and aggregate tests, and, additionally, test the internal audit function variables (sourcing arrangements of the internal audit functions and investment in internal audit function) individually. These characteristics of board of directors, the audit committee and the internal audit function variables are expected to signal to the users of financial statements, through the type of audit opinion issued by the external auditor concerning how effective a given company is in monitoring financial reporting, therefore conveying the credibility of the company’s financial statements. 

Based on the results of the logistic regression analysis in Model 1 relating to an individual test for independent variables, several important findings emerge. Firstly, from examining the association between the effective monitoring characteristics of the board of directors with a modified audit opinion it was found that one of the four characteristics of the board of directors, namely, board meetings is positive significantly associated with a modified audit opinion. The remaining characteristics of board of directors are insignificant. These variables include board of directors’ independence, board of directors’ size and board financial expertise, which are not related to the prospect of Malaysian public listed companies receiving a modified audit opinion. 

This study fails to find any significant evidence (a negative significant association) to show that the board of directors’ characteristics help to mitigate the agency problems and thereby protect the interest of all shareholders by decreasing the prospect of Malaysian public listed companies receiving a modified audit opinion. This could indicate an insufficient number of board members, lack of independent non-executive directors on the board and the lack of the required skill and knowledge. These are more valuable for the ability of the board of directors to fulfil its governance role, which involves dealing with different agency problems, exercising control and monitoring appropriately.

Specifically, the absence of good characteristics on the board of directors as an internal corporate governance mechanism may result in a lack of concentration or capability to assist companies overcome or resolve their problems and discuss the financial reporting issues. Hence, reflecting the weak role of the board of directors as an internal monitoring mechanism in determining the likelihood of Malaysian public listed companies obtaining a modified audit opinion. The results indicate the fact that considering the effectiveness of each individual characteristic of the board of directors as an internal monitoring mechanism in the context of Malaysian listed companies does not show the implementation of good corporate governance practices in mitigating agency conflicts and protecting the shareholders’ interests. Therefore, this result implies the inapplicability of the prediction of the agency theory in linking board of directors’ characteristics with modifications.   

Secondly, in terms of the relationship of the audit committee characteristics with a modified audit opinion, the results show that audit committee size and audit committee financial expertise have a negative and significant association with a modified audit opinion. However, this study fails to find any significant evidence to show that the audit committee independence and audit committee meetings have a relationship with a modified audit opinion. On the whole, these findings clearly suggest that a larger number of audit committee members with wider accounting and auditing expertise enable it to act more effectively in monitoring the process of financial accounting and ensuring the credibility and reliability of the financial reporting (Ghosh et al., 2010; Bahar Moghaddam & Salehi, 2011). The study uncovers significant evidence to show that the audit committee characteristics help to mitigate the agency problems and thereby protect the interest of all shareholders through decreasing the prospect of Malaysian public listed companies receiving a modified audit opinion, except the independence and the meetings of the audit committee. 

Hence, this study concludes that the audit committee size and audit committee financial expertise are two of the most important determinants of a modified audit opinion in the Malaysian setting. This refers to the substitution function of the audit committee characteristics and the board of directors’ characteristics. These corporate governance mechanisms (audit committee characteristics vs. board of directors’ characteristics) are associated as substitutes for each other rather than being complementary for one another in a modified audit opinion.

Thirdly, with regard to the relationship of the internal audit function variables, namely, internal audit sourcing arrangements and investment in internal audit function with a modified audit opinion, the results show that the outsourced internal audit function and the investment in the internal audit function have a negative and significant relationship with a modified audit opinion. Arguably, the internal audit function with more outsourcing and greater investment has greater ability to monitor the management and relieve the agency problem and thereby contribute to safeguard the interests of all shareholders in the Malaysian environment. 

These results suggest that the outsourced internal audit function leads to an increase in the effectiveness of the internal audit function in monitoring the financial accounting process and ensuring the reliability of financial reports, and, in turn, increases the opportunity of companies obtaining an unmodified audit opinion in the Malaysian environment than when undertaken in-house by the internal audit department in the company. This illustrates that the reliance on the outsourced internal audit function by Malaysian companies increases the effectiveness of monitoring activities dedicated to the quality of financial reporting, which, in turn, leads to a decrease in the prospect of receiving a modified audit opinion.

This is because the external auditors appear to be more competent and more credible in performing internal audit services than the in-house internal auditors. This might be due to the independence and expertise of the external auditors and also because of the fact that they are more objective, flexible and cost-effective in their service provision (Caplan & Kirschenheiter, 2000). Furthermore, outsourced internal auditors often take greater legal liability into account than the internal auditors in-house and could influence their motivation regarding audit matters, which, in turn, affect the external financial reporting quality (Ahlawat & Lowe, 2004).

Furthermore, the prospect of Malaysian public listed companies receiving a modified audit opinion decreases when the investment in the internal audit function increases. This is because the increase in the investment in the internal audit function enhances its efficiency to effectively carry out its responsibilities in the financial reporting process oversight, thereby effectively improving monitoring activities, cost reductions and enhancing the quality of financial reporting, and, consequently, reducing the prospect of Malaysian public listed companies receiving a modified audit opinion. Hence, protecting the shareholders’ interests in the Malaysian environment.  This might be because the financial resources are crucial in enabling and improving the effectiveness of the internal audit function providing more chances for its personnel to enhance the technical ability, the skills, communication, knowledge and other competencies required for the sake of fulfilling their responsibilities effectively (Gramling & Hermanson, 2006; IIA, 2008).

This result reveals that the association among corporate governance mechanisms in a modified audit opinion (internal audit function variables vs. audit committee   characteristics) complements each other and does not substitute each other. Moreover, this association (internal audit function variables vs. board of directors’ characteristics and external audit variables) substitutes for one another instead of being complementary to each other. Therefore, this study concludes that the internal audit function variables, namely, internal audit sourcing arrangements and investment in internal audit function, are two of the most important determinants of a modified audit opinion in the Malaysian context.

From the analysis conducted, several important findings emerge from the results of the logistic regression analysis in Model 2 relating to an aggregate test for independent variables. Firstly, with respect to the association between the board of directors’ effectiveness score and a modified audit opinion, the results show that the effectiveness score of board of directors’ characteristics has a negative and significant relationship with a modified audit opinion. This result suggests that certain of the board of directors’ characteristics complement each other to become more efficient monitors of the management. A combination (i.e. score) of the board characteristics can increase the negative association with a modified audit opinion. This study confirms that using a combined measure of board of directors’ characteristics is considered as a good internal monitoring mechanism in mitigating the agency conflicts and protecting the interests of shareholders among Malaysian companies.

Hence, this study concludes that, in Malaysia, a board of directors with more independent non-executive directors, more members, more regular meetings and appointed directors with financial expertise enhances its monitoring role of financial reporting processes. This result supports the agency theory with the idea that the impact of the characteristics of board of directors as an internal governance mechanism on a modified audit opinion are complementary to each other and do not substitute each other.

Secondly, just like the board of directors’ effectiveness in Model 2, the audit committee effectiveness score is consistently significantly associated with the incidence of modified audit opinion. The result shows that the effectiveness score of the audit committee has a negative significant relationship with a modified audit opinion. This result suggests that certain characteristics of the audit committee complement each other to become more efficient monitors of the management. A combination (i.e. score) of the audit committee characteristics can increase the negative association with the modified audit opinion. This result confirms that the audit committee works as a good mechanism to safeguard the interests of all shareholders in the Malaysian environment when examining the combined score of the characteristics of the audit committee rather than in isolation from each other.

Thus, this study concludes that, in Malaysia, an audit committee whose composition of members is exclusively independent non-executive, with more members, more regular meetings, and more experience and expertise in the accounting and auditing process enhances its monitoring role of the financial reporting process. This result supports the agency theory, with the idea that the impact of the characteristics of audit committee as an internal governance mechanism on a modified audit opinion is complementary to each other and does not substitute each other. In addition, this result reveals that the relationship among corporate governance mechanisms in the modified audit opinion (audit committee effectiveness score versus board of directors’ effectiveness score) complements each other instead of substitutes each other.

 In sum, drawing on the argument that corporate governance is a bunch of mechanisms that are not isolated from each other, this study extends previous research by simultaneously considering the monitoring mechanisms, namely, board of directors’ effectiveness and audit committee effectiveness. This study suggests that the prospect of Malaysian public listed companies receiving a modified audit opinion with a high score for effectiveness of board of directors and audit committee is more likely to decrease than for companies with a low score of effectiveness for board of directors and audit committee. In this regard, it can be argued that an increase in the effectiveness of the board of directors and the audit committee can enhance its monitoring role.[footnoteRef:160] Thereby, contributing to mitigating the agency problems and reducing its cost, and, in turn, protecting all the shareholders’ interests.  [160:  That the increase in effectiveness of board of directors and effectiveness of the audit committee relate to the increase in the characteristics that enhance the board’s monitoring and the audit committee’s monitoring.] 


Thirdly, regarding the association between the internal audit function variables, namely, internal audit sourcing arrangements and investment in internal audit function and a modified audit opinion, the results demonstrate a negative significant association between outsourced internal audit function and the investment in internal audit function with the modified audit opinion. Similarly, from the results presented in the logistic regression analysis in Model 1; these results suggest that the prospect of Malaysian public listed companies receiving a modified audit opinion increase when there is increased reliance for the internal audit function on work in-house by the internal audit department in the company, and, furthermore, when there is a decrease in the investment in the internal audit function. Therefore, this study offers evidence that for the internal audit function to be effective and have a greater ability to monitor, companies it should increase the reliance on the outsourced internal audit function and provide greater investment in the internal audit function.  

Therefore, consistent with the agency theory, this study provides a clear argument that the internal audit function works as a good mechanism to safeguard all the shareholders’ interests in the Malaysian market when a greater independence is devoted to the outsourcing of the work of the internal audit function and there is an increase in the investment in the internal audit function.  

Interestingly, this result reveals that the relationship among the internal corporate governance mechanisms in modified audit opinion (internal audit function variables vs. board of directors’ characteristics and audit committee characteristics) complements rather than substitutes one another. Furthermore, this association (internal audit function variables vs. external audit variables) substitutes rather than complements one another. Therefore, this study concludes that the internal audit function as a corporate governance mechanism is one of the most significant internal monitoring mechanisms in determining the quality of financial reporting in the Malaysian setting, which decreases the prospect of Malaysian public listed companies receiving a modified audit opinion. 

Lastly, for the association  between the control variables and a modified audit opinion, in both models (Models 1 & 2), all  the  control  variables  are  significant  in  the  expected directions except for audit firm size and external audit fees, which are insignificant with  the modified audit opinion across the two models (Model 1 and Model 2).

This study provides evidence that the corporate governance reforms in Malaysia reduces the propensity that Malaysian public listed companies obtained a modified audit opinion as a measure for the quality of financial reporting. In doing so, this study constitutes a further contribution to the modified audit opinion studies and narrows the gap in respect of the accountancy literature.

7.3 Implications of the Study

7.3.1 Implications for the Theory

The results of this study provide comprehensive evidence to support the agency theory:

Firstly, regarding individual tests for the independent variables, the results of this study show that the audit committee size and audit committee financial expertise are negatively related to a modified audit opinion. This indicates that the companies with large audit committee size and greater financial expertise of the audit committee are less likely to receive a modified audit opinion. As a result, the agency problems could be mitigated and thereby safeguard the shareholders’ interest. In this aspect, it can be argued that the significantly negative associations reported between the audit committee size and audit committee financial expertise with a modified audit opinion are proportionate to the suggestion of the agency theory. This refers to the fact that the association among internal corporate governance mechanisms with a modified audit opinion (audit committee characteristics vs. the board of directors’ characteristics) is a substitute for one another instead of complementing one another. 

Secondly, also in accordance with expectations, integrating the characteristics of the board of directors (board independent non-executive directors, board of directors’ size, board of directors’ meetings and board of directors’ financial expertise) leads to better effectiveness of the board of directors. The results of this study uncover that the prospect of Malaysian public listed companies receiving a modified audit opinion with a high score for the effectiveness of the board of directors is less than for companies with a low score for the effectiveness of the board of directors. This result supports the argument that the increase in the effectiveness of the board of directors enhances its monitoring role in the financial reporting process and thereby increases the opportunity of receiving an unmodified audit opinion. Therefore, this study shows that the individual characteristics of the board of directors need to be aggregated together into a single score to be effective in mitigating the agency problems and protecting the interests of all shareholders. It emerges in this study that the aggregated results demonstrate the importance of the application of the agency theory in the Malaysian setting.

Thirdly, in terms of the relationship of the combined effect of the characteristics of the audit committee with a modified audit opinion, the results show that the audit committee effectiveness score is consistently significantly related to the incidence of modified audit opinion. This result shows that the characteristics of the audit committee complement each other to become more effective monitors of the management and improve the quality of the financial reporting, and, thereby, decrease the prospect of a company receiving a modified audit opinion. Hence, a combination (i.e. score) of the audit committee characteristics (audit committee independent, audit committee size, audit committee meetings and audit committee financial expertise) can increase a negative association with the modified audit opinion. Based on this result, arguably, the individual characteristics of the audit committee should be combined into a single score to be more effective in mitigating the agency problems and safeguarding the interests of all shareholders. These aggregated results reveal the importance of the relevance of the agency theory conjuncture in the Malaysian environment.

Fourthly, this study extends existing internal corporate governance mechanisms modified audit opinion literature by introducing the effectiveness of an alternative internal mechanism in Malaysian public listed companies, i.e. the internal audit sourcing arrangements and investment in the internal audit function as new variables that have not been previously linked empirically with the incidence of receiving a modified audit opinion. The results show that the outsourced internal audit function and the investment in the internal audit function have a negative and significant association with a modified audit opinion.  This indicates that the increased reliance on the outsourced internal audit function leads to more effective monitoring activities and influence on the financial reporting process oversight, and, in turn, that the propensity of Malaysian public listed companies obtaining an unmodified audit opinion is increasing. This is because the outsourced auditors are more competent and credible in performing internal audit services than in-house internal auditors. 

Moreover, the prospect of Malaysian public listed companies receiving a modified audit opinion decreases when there is an increase in the investment in the internal audit function. This is because the increase in the investment in the internal audit function enhances its efficiency to effectively carry out its responsibilities in the financial reporting process oversight, thereby, effectively improving monitoring activities, cost reductions and the management plans, which enhances the quality of financial reporting, and, consequently, reduces the prospect of Malaysian public listed companies receiving a modified audit opinion.

Arguably, greater investment and outsourcing of the internal audit function has a greater ability to monitor the management and relieve the agency problem and thereby contribute to protect the shareholders’ interests in the Malaysian environment. In this study, it seems that the results concerning the roles of the internal audit functions, namely, the outsourced internal audit function and the investment in the internal audit function are more consistent with the view of the agency theory in supporting the control and monitoring activities of the internal audit function with modifications. To a certain extent, it appears that the agency theory’s suggestion of better practice is applicable.

Drawing on the idea that internal mechanisms of corporate governance is a bunch of mechanisms that are not isolated from each other, the results of this study reveal that the association among the internal mechanisms of corporate governance in modified audit opinion (internal audit function variables vs. effectiveness score of the board of directors and effectiveness score of the audit committee) complements one another instead of being a substitute for each other. Therefore, it can be concluded that the combined effect of the board of directors’ characteristics, the combined effect of the audit committee characteristics and the internal audit function play a vital role as important internal corporate monitoring mechanisms in determining the prospect of receiving a modified audit opinion by Malaysian public listed companies.

The negative significant association among internal corporate governance mechanisms and a modified audit opinion indicates that an increase in the effectiveness of the board of directors, audit committee effectiveness, outsourcing the internal audit function and increasing the investment in internal audit function enhances the quality of companies external financial reporting. In turn, this mitigates the agency problems between the financial statement users and safeguards the shareholders’ interests by decreasing the prospect of Malaysian public listed companies receiving a modified audit opinion.

7.3.2 Implications for Policymakers and Regulatory Agencies

By considering the significance of this study from the practical perspective, it offers new insights for the regulators and policymakers of the Malaysian corporate governance (e.g. MCCG, Securities Commission and Bursa Malaysia) to help in formulating policies and guidelines that could support the improvement of the characteristics, which, in turn enhances the effectiveness of the board of directors and audit committee in its role of overseeing and monitoring the process of financial reporting.

Specifically, the results of this study provide evidence that is likely to be particularly useful in terms of: 

Audit committee size – this study uncovers that a larger audit committee leads to a decrease in the probability of Malaysian public listed companies obtaining a modified audit opinion. Hence, this result supports the recommendations of the MCCG (revised MCCG 2007) and Bursa Malaysia Listing Requirements (Paragraph, 15.10) that a company must appoint a minimum of three members to its audit committee. Further, the evidence presented in the descriptive statistics of this study suggests that the maximum value for the audit committee sample is four. Arguably, for an audit committee to be more effective it must appoint four members. Therefore, the regulators and policymakers must consider inserting this requirement in future codes and guidelines.

Audit committee financial expertise – the results provide evidence that an increase in the expertise and knowledge process of accounting as well as auditing for the members of the audit committee leads to an increase in the opportunity of Malaysian publicly listed companies receiving an unmodified audit opinion. As such, the result might be helpful for Malaysian regulators and policymakers to improve the current MCCG Code and guidelines of Bursa Malaysia to include more experts on the audit committee. At the corporate level, the board of directors should appoint audit committee members with expertise and knowledge of the accounting and auditing process, especially for directors who are chief financial officers, accountants or internal auditors and financial controllers in the past or who were formerly audit managers/partners, to resolve difficult accounting matters. Based on the combined effect of the characteristics of the board of directors and the audit committee, the regulators, as well as policymakers, ought to consider the comprehensive characteristics to determine its effectiveness, due to the effectiveness of one single characteristic relying on the effectiveness of others. Arguably, the characteristics of the board of directors and the characteristics of the audit committee act in a complementary function in respect of the modified audit opinion. This is because the optimal combination of their characteristics seems to lead to more effective monitoring activities and influence the financial reporting overseeing process, which, in turn, reduces the prospect of a company receiving a modified audit opinion.

Internal audit function effectiveness – this study offers evidence that for the internal audit function to be effective as one of the important internal corporate monitoring mechanisms in determining the prospect of Malaysian public listed companies receiving a modified audit opinion, Malaysian companies ought to outsource the internal audit function to the external auditor. Meanwhile, the internal audit function should be funded relatively well. This is because greater investment in the internal audit function could be deemed as a valuable resource that enables the internal audit function to improve its effectiveness. This result reinforces the listing rules of the Malaysian Corporate Governance Code (2007) and the requirements of the Bursa Malaysia Corporate Governance Guide (2009), which consider the significance of the internal audit as an aspect of good corporate governance to its critical role in the Malaysian financial reporting process. Moreover, this result can draw the attention of the Institute of Internal Auditors Malaysia (IIAM) to the role of the internal audit (as an important internal monitoring mechanism of corporate governance) in the process of financial reporting.

However, some improvements should be made by the Malaysian regulators and policymakers to enhance the requirements of the current MCCG code and guidelines of Bursa Malaysia through necessitating more disclosure of the internal audit function components to include the competence of the internal audit function, such as professional experience, internal audit function experience (knowledge of company procedures, operations and processes), professional certifications, and training (hours spent on training by the internal auditors in a year).  In addition, details of the nature of the work done by the internal audit comprise Time Fin (the time spent by internal audit in performing financial audits), and the department’s size of the internal audit. 

In doing so, the results of this study will be beneficial to regulatory agencies and policymakers through deliberating policies concerning the internal corporate governance mechanisms and modified audit opinion as a suitable proxy for the quality of companies external financial reporting. 

7.3.3 Implications for Academic Practices

Due to the absence of a formal research body that addresses the association between corporate governance mechanisms and modified audit opinion in the Malaysian context, the results of this study contribute to the body of knowledge on such issues through providing important evidence using secondary data from the annual reports of Malaysian public listed companies. Specifically, this study offers evidence that the financial expertise of the audit committee should include members with financial expertise, such as directors who are chief financial officers, accountants or internal auditors and financial controllers in the past, or were formerly audit managers/partners, instead of just being a Malaysian Institute of Accountant (MIA) member, or simply having any necessary experience. This study provides evidence that financial expertise based on the abovementioned definition can lead to the enhanced effectiveness of the audit committee members in their monitoring role of the financial reporting processes, and, consequently, increasing the opportunity of Malaysian publicly listed companies receiving an unmodified audit opinion.

Furthermore, in  examining  the  mixed  results  of  previous  studies  (Sanchez-Ballesta & Garcia-Meca, 2005; Firth et al., 2007; Pucheta-Martinez & de Fuentes, 2007; Rusmin et al., 2009; Farinha & Viana, 2009), the results of this study provide interesting evidence to researchers and academia on whether integrating the characteristics of the board of directors and integrating the audit committee characteristics into aggregated measurements could influence the results from the examination of the modified audit opinion model. Accordingly, the board of directors’ effectiveness and the audit committee effectiveness are enhanced when examining the combined effect of their characteristics rather than in isolation to each other. Therefore, this study provides evidence confirming that an increase in the effectiveness score of the board of directors and effectiveness score of the audit committee relate to an increase in the characteristics that enhance its monitoring role of the financial reporting processes, as a result of decreasing the prospect of receiving a modified audit opinion.

 Moreover, researchers and the academic community should be aware that for the internal audit function to be effective and have greater ability to monitor, companies should increase the reliance on outsourcing the internal audit function and provide greater investment in the internal audit function.

7.3.4 Implications for Business Practices

The results of this study could be valuable to management, shareholders, auditors, creditors and investors who are concerned about improving the practices of corporate governance and the quality of financial reporting in the Malaysian market. This is because they have a better understanding of how internal corporate governance mechanisms impact on the prospect of companies receiving a modified audit opinion.

With an increase in the effectiveness of the internal corporate monitoring mechanisms (i.e. increase the effectiveness of the board of directors, audit committee effectiveness, the outsourced internal audit function and the increasing of the investment in internal audit function) better practices of corporate governance will be undertaken in improving the quality of the financial reporting and the opportunity of obtaining an unmodified audit opinion would be increased. In this environment, the agency conflict would be mitigated between management and shareholders, which, eventually, would protect the interests of all shareholders. Based on this fact, the effectiveness of the internal corporate monitoring mechanisms should translate into reduced agency monitoring costs, including the costs of external audits, through reducing the reliance of the management and shareholders on the external monitoring mechanisms.

The same also applies to external auditors, in fact, the effectiveness of the internal corporate monitoring mechanisms in the audited companies appear to be important determinants of the credibility and quality of the accounting information. Therefore, the reliance on the internal corporate monitoring mechanisms would be increased, through a decrease in the assessment of the overall audit risk by the external auditor (auditor's assessment of inherent risks). In addition, a reduction in the evidence gathered directly by the external auditors reduces the effort and fees of the external audit with the consequence of decreasing the overall costs of monitoring. Subsequently, this will lead to an increase in the competition between the external auditors in the Malaysian marketplace.

In this respect, the creditors and also investors could rely on the reported audited financial statements (when companies received an unmodified audit opinion) in their decisions concerning loans, bonds, bond rating, interest rate and other decisions related to credit and investments in the Malaysian market.

7. 4 Limitations of this Study

Similar to numerous empirical studies, this study is not ideal due to several potential limitations.[footnoteRef:161] Therefore, the results obtained from this study should be applied with caution given the inherent limitations listed below: [161:  In spite of the constraints of this study, an important effort is undertaken to ensure that the purposes of the study are achieved.] 


1. The study[footnoteRef:162] excluded non-listed companies,[footnoteRef:163] banks, financial institutions, regulated companies and government-related from the sample since these companies operate under specific regulations and their financial reports are unique and complicated. Thus, the results of this study are impossible to generalise to such companies, inasmuch as the study lacks a comprehensive view of internal corporate monitoring mechanisms and modified audit opinion issues in the Malaysian context as a whole. Nevertheless, in general, the results are in line with previous studies and with agency theory, particularly in relation to the monitoring role of the board of directors, audit committee and internal audit function with the modified audit opinion. [162:  This study paid attention to the modified audit opinion in listed companies because it could affect many stakeholders with substantial market capitalisation.]  [163:   Excluded non-listed companies because of the unavailability of published data.] 


2. The study sample is divided into two groups of firm-year observations. In the first group, the sample selection takes into consideration all companies that received a modified audit opinion over the period 2009-2011. This group is eligible as a test sample group and is considered appropriate for the analysis. In the second group, each company of the test sample is matched with a company that received an unmodified audit opinion as a control test (matched-pair sample) in the event year. However, the selection of the study sample (the test sample group and matched-pair sample group) is dependent on predetermined criteria by applying a non-random sampling to companies. Therefore, because the number of companies that have received a modified audit opinion in the study period is limited (due to there being a limited number of companies), the random sampling is not considered for selecting the companies’ sample for this study. In this case, it is complex and very difficult to study the modified audit opinion in Malaysia by selecting the companies randomly. Hence, the directional bias is not a problem for this study. 

In addition, despite the arguments that the power of statistical analysis of the test results depends on the sample size, the final sample of this study is small and might not represent the whole population. Hence, the findings are valid and only applicable to the degree to which the sample really represents the population. 

3. The relevant data used in this study only covers a three-year period from 2009 until 2011, because this period is related to some data of the variables (e.g. sourcing arrangements of the internal audit functions and investment in internal audit function). These are publicly available according to the Bursa Malaysia Guide (2009), which became effective in 2009, and serves as guide for the selection of some variables of corporate governance. Thus, these results could not be generalised for other periods like the periods before the reform of corporate governance due to data unavailability for some corporate governance variables. Generalisation of these results to other periods could be a cause for some concern.

4. This study utilised some of the data to measure some of the variables based on the available quantitative information collected from the annual reports. For instance, this study measures the independence of the board of directors and the audit committees members based on the (proportion or composed entirely, respectively) independent non-executive directors, while omitting the importance of qualitative information (e.g. the personal-social or business relationships between the members of the non-executive directors on board with the executives, other directors, management and shareholders). Thus, other measures that may affect a modified audit opinion are not examined. As such, based on the qualitative nature of the information, other proxies could be used to measure the independence of the board of directors and audit committees. Therefore, the use of a more refined measure might enhance the results.  

5. In this study, the Pseudo R2 of the multivariate logistic regression models was approximately 63% for the model 1 and 57% for the model 2, implying  that 37% of the dependent variable in the model 1and 43% of the dependent variable in model 2, could be explained through other variables. Hence, ignoring important potential variables (e.g. ownership structure, legal expertise, business knowledge (industry expertise) and ethnicity (indigenous vs. non-indigenous)), can result in models that are incomprehensive (unspecified), and, consequently, might limit the interpretation of the results. However, the limit of the independent variables number is due to the availability of a limited number of companies that have received a modified audit opinion in the study period. Even so, the similarity in the current results and those obtained for other countries appears to reflect a high level of generalisability.

Based on these limitations, the results and implications of the study should be interpreted with some care. Nevertheless, it should not detract from the value of this study because the results of this study have provided better insights into the influence of internal corporate monitoring mechanisms in determining the prospect of Malaysian public listed companies receiving a modified audit opinion. In addition, the study results deepened and reinforced our understanding of how the effectiveness of internal corporate monitoring mechanisms decrease the prospect of companies receiving a modified audit report in Asian economies, especially in the Malaysian context.

7. 5. Suggestions for Future Study

Despite the study limitations, the results of this study provide some preliminary evidence that a number of characteristics of the internal corporate mechanisms are significantly associated with the audit opinion modifications. Nonetheless, many aspects are not covered in this study but which might be relevant to corporate governance as well as to the incidence of the audit opinion modifications. Therefore, to uncover such aspects and overcome the limitations of this study, future studies should extend this study in several areas, as follows: 

1. This study uncovered that the number of the board of directors meetings lead to an increased likelihood of Malaysian public listed companies obtaining a modified audit opinion, In tandem, the number of the audit committee meetings does not impact on the opportunity of Malaysian public listed companies receiving an unmodified audit opinion. This might be because the number of meetings does not reflect the diligence of the board of directors or audit committee. This indicates that the diligence of the directors on the board and the audit committee cannot be measured just through the number of meetings. Hence, the attendance of meetings, agendas of the meeting, length of meetings, and participation in meetings are alternative measures of the diligence of the directors. This exceeds the scope of the present study. Thus, future studies are required to identify and point out whether these measurements have a significant positive influence on a modified audit opinion. Dealing with this issue through conducting a study to explore this matter may assist in answering the questions “why this frequency of meetings? Who is expected to call for strong governance?” which may lead to a higher opportunity of receiving an unmodified opinion.

2. In respect of board financial expertise, the study provides evidence that the academic qualification or professional qualification (a member of MIA or other professional body) in the finance and accounting field for the board of directors’ members does not influence the audit opinion modifications. Therefore, in respect of this unsatisfactory result, further examination is necessary to evaluate the effectiveness of the financial expertise of directors in the monitoring role. Based on the alternative measures of directors financial expertise, future studies could, perhaps, utilise a more refined measure to measure the board financial expertise, such as a directors who have experience of working in the accounting and auditing fields. This is because directors with greater expertise and knowledge of the accounting and auditing process are more able to understand the financial reporting matters. Thus, future studies should take into consideration whether expertise and knowledge in the accounting and auditing field make the board of directors more effective.

3. The study should be replicated in future by expanding the sample used in this study to cover a longer period of time. This will likely make it worthwhile to evaluate the generalisability of the study’s results. Moreover, it might be useful to include non-listed companies in the sample for studying the corporate governance and a modified audit opinion in order to gain a comprehensive understanding of the audit opinion modifications in the Malaysian context. Additionally, future studies could expand the population used to reflect different types of company (i.e. in other sectors). Future studies might design a specific test of the modification of audit opinion for banks, financial institutions, regulated-companies and government-related to compare the results with the results of this study, and provide evidence of in-depth investigation of a modified audit opinion. 

In addition, replication of this study in other countries would be valuable. Hence, investigation of the relationship among corporate governance and the modified audit opinion might be extended to other countries, particularly developing Asian countries, such as Brunei, Thailand, Indonesia, Philippines, and Vietnam, in order to provide worthwhile evidence of the audit opinion modifications and corporate governance across different economies.

4. The study could be repeated by employing different approaches (other study methods) to the present study using a quantitative approach, based on the available quantitative information collected from the annual reports. Probably a qualitative or mixed approach could be followed to provide reasonable empirical results of the association between the effectiveness of the internal corporate monitoring mechanisms (i.e. the effectiveness of the board of directors, audit committee and internal audit function) and a modified audit opinion. Future studies utilising the qualitative nature of the information (e.g. the personal-social or business aspects between the members of directors on board or sub-committees with other directors, management and shareholders) will possibly enable the provision of worthwhile empirical evidence concerning the importance of the characteristics internal corporate monitoring mechanisms and a modified audit opinion in the Malaysian setting.

5. To make the interpretation of the results of this study more complete, future studies could test the impact of additional characteristics of the board of directors and audit committees on decreasing the prospect of Malaysian public listed companies receiving a modified audit opinion (e.g. legal expertise, business knowledge (industry expertise) and ethnicity (indigenous vs. non-indigenous)). Likewise, another suggestion of possible opportunity for future study is examining other variables of the corporate governance mechanisms that might influence audit opinion modifications (e.g. ownership structure and the management risk). Therefore, these important variables of corporate governance should be considered in the models of future studies to obtain comprehensive (specified) results. What is more important in the Malaysian context is that the latest requirements of the Malaysian Code on Corporate Governance 2012 (MCCG 2012) focus and recommend that, amongst others, the board of directors undertake an annual evaluation of its independent directors as well as to make sure that the independent directors’ tenure never exceeds nine years. This guideline of the MCCG 2012 must be taken into account in future studies that examine the modified audit opinion. In addition, it would also be important to investigate the effect of the corporate governance variables uncovered to be effective in decreasing the probability of obtaining a modified audit opinion in the current study, and examine their influence on other aspects of financial reporting quality, such as audit report lag, accounting conservatism, restatements and fraud. Such relationships may warrant further consideration in the future. 

These areas for future study might contribute to the existing literature and might provide a worthwhile insight into corporate governance as internal corporate monitor mechanisms increase the avoidance of audit opinion modifications in emerging economies.

7.6 Conclusion

The current study investigates the relationship between the modified audit opinion and the internal corporate monitoring mechanisms, namely, board of directors’ characteristics (i.e. independence, size, meetings and financial expertise), the audit committee characteristics (i.e. independence, size, meetings and financial expertise) in individual and aggregate tests, and, additionally, tests the internal audit function variables, (sourcing arrangements of the internal audit functions and investment in internal audit function) individually in the context of Malaysian public listed companies, which, have the ability to monitor the financial reporting process and thereby are directly linked with enhancing the quality of financial reporting and the effect on the prospect of receiving a modified audit opinion.

The results of this study reveal that board of directors’ characteristics, namely, board independence, size, meetings and financial expertise, audit committee independence and meetings, are not significantly associated with the modified audit opinion. Nevertheless, this study finds evidence consistent with the role of the audit committee size, the financial expertise of the audit committee member in reducing the prospect of Malaysian public listed companies receiving a modified audit opinion. This indicates that the companies with large audit committee size and audit committee members with greater expertise and knowledge on process of accounting and auditing are more likely to receive an unmodified audit opinion.

[bookmark: _GoBack]Moreover, the study provides evidence confirming that an increase in the effectiveness score of the board of directors and the effectiveness score of the audit committee enhance its monitoring role on the financial reporting processes and decrease the prospect of receiving a modified audit opinion. This implies that the individual characteristics of the board of directors needs to be aggregated together into a single score to be effective in its monitoring role on the financial reporting process. The same also applies to the individual characteristics of the audit committee. This is because an increase in the effectiveness score of the board of directors and the effectiveness score of the audit committee relate to an increase in the characteristics that enhance its monitoring role on the financial reporting process. Therefore, the board of directors’ effectiveness and audit committee effectiveness are enhanced when examining the combined effect of their characteristics rather than in isolation from each other. In addition, perhaps, this study is the first to uncover that the internal audit function variables (i.e. outsourced internal audit function and the investment in the internal audit function) are significantly associated with the audit opinion modifications for Malaysian public listed companies.  

In doing so, the results of this study provide strong evidence to support the current debate on the effectiveness of internal corporate monitoring mechanisms in the context of Malaysia, and constitute a further contribution to modified audit opinion studies and narrow the gap in respect of the accountancy literature.
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