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CHAIR_CEO > BOARD_INDEP ~ MSHARE F1 BOARD_AUDIT W Z BN -

e > BATES WIS 55 FTHFE  BIG4 R F 55 ML » W1 5 55 7 g [ b U K
fit > BIG4BWUE N 1 > N0 o F55FrAl AR » A 1T AT BB (DeAngelo,
1981) » WB AT GE R IR0 55 4k o5 th BB K2 3 22455 « SPECIALISTHR /N $55 AT
WL T MERREE > TRAE S Zeff and Fossum (1967) BITA M H0ERET & 8B
W FES AT AR s AT % K TR @ & P A 0 555 i (Dunn and
Mayhew, 2004) > AR A K A (Carcello and Nagy, 2004) - ML - FAIHIE BIG4
5SPECIALISTH) ZEUN T o IMPORTE A% I EZEM KT > AR E LT AT
TG RS B AR PR T o TR P EEE S

6 X THLX A& > FAT1Z M Taylor and Simon (1999) ML » PLATER JE AT b = Kl 43 54N
X > GIA4AHXHEAS &« Q2R B AR B~ bR s R )& > WL - REGION, BUE
N1 N0 s R BT AR FARE - TLIR ~ IR ~ LT REGION, BUE N 1> &0 ;
TSR B AR R ~ FHAK - B - MR WAL REGION,; BUE N 1> FNO0 5
R EWAFRM TSN ~ il H - TERBKER - REGION, BUE N 1 - HWIH O »

7 TRATRARY RS > EERR | L 2 AN EEEAS B YEAR 90, F1 YEAR 995 °

8 N TFATAS B > ARYE P ERIE N2 2001 SEMUAT B ETTA BT 24851 > REAMSRE T 12
A=Al s3> UL ERATEE T 1AM AR & -
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TR IR RIFEATE B — B 458 (Reynolds and Francis, 2001; Craswell et al., 2002;
Gaver and Paterson, 2007; Ghosh et al., 2009 5 Chen, Sun, and Wu, 2010) > 7EIHFA]
AT R 0 77 ) o

(D) FITERER

KIET AW (DeFond et al., 1999 5 Chen et al., 2001 5 /MRS KR
2007) > AT AT 0N TR Wk SRAR RS » DIAS I8 B AT 37 00 Wt 45 vk B 46 2 1Y)
R Y M5 B XU B TA D -

OPIN = B, + B\RESTATE/RESTATE_ORDER + B,PREOPIN + B,LNASSET
+ BLEVERAGE + BsROA + BAR_IN + B.LOSS + B,AGE
+ B,SALE_GROWTH + B, OWNERSHIP + B, BOARD_SIZE
+ BL,BOARD_CONFER + B,,CHAIR_CEO + B,,BOARD_INDEP
+ BsMSHARE + B,;BOARD_AUDIT + B,,FOREIGN + B,,BIG4
+ BWSPECIALIST + BIMPOR + By YEAR 0 + B YEAR 005

4 11

+ By + i > REGION, + fy + j > INDUSTRY, + € )
i=1 J=1

OPIN = B, + B\RESTATE/RESTATE_ORDER + B,MISSTATE/MISSTATE_ORDER
+ DA + B,PREOPIN + BsLNASSET + B,LEVERAGE + B,ROA
+ BLOSS + BoAR_IN + B GROWTH + B, AGE + B,,OWNERSHIP
+ B, BOARD_SIZE + B BOARD_CONFER + B,;CHAIR_CEO
+ B\ FOREIGN + B,BOARD_INDEP + B\,MSHARE + B, BOARD_AUDIT
+ ByBIG4 + By SPECIALIST + BuIMPOR + By YEAR s + BoYEAR 05

4 11

+ B+ 12 REGION; + By + j 2 INDUSTRY; + € 3)

7Y 2 FIAETY 3 A5G AL B R REAN T -

1. EEXE

OPIN NFERD A 3 (RS & » B RANT I E W™ R - WA S -
A0SR T B AEARERT TR > OPINBEE N 1 > WIN o -

2. RETE

MR 2 b K S0 AR BN RESTATE 5 RESTATE _ORDER > 43 5l il T 3 3E AR 3% 2a
F2b o Hog SRR H ) — 2 o QSRR 2a R 2b BT » AR 4 FRATTHHEE RESTATE S
RESTATE_ORDER W) Z .3 NIE o fEMRI 3 » RESTATE 5 RESTATE_ORDER 7]
FENAR I AE & > 430 T 50 AR 1% 3a M1 3b o W1 SRR % 3a M1 3b AT - AR 2 FRAT 128
RESTATE 5 RESTATE_ORDER W REAEF AT X EAFEE -



B PR £ R

3. BHXE

AR D R AY 3 v A1 & — RGN il A8 & o PREOPIN N FIAATIHE W, » F I
TR ELARARHEST TR LA > BUE N 1 BN 0 > AR_IN NAEST 5 NSO & & %
PR L] o FOREIGN NWEAS & > A1 A "l HT R IBAR PAFAESNR AR » BUE N1 >
TR0 o FERLHY 3 > FRAT3AGI N MISSTATE ~ MISSTATE_ORDER H1 DA DA il #:
AN TS BN o Hrb > MISSTATE 5 MISSTATE_ORDER B X [FIAERL 1 Ffl—
5 DANA AV T RS VE R R » FRATR A 2048 B2 73047 1 i Jones B 2 153 4K
15 o 0 Z FrLABI DA R E BB AOKR B F 2 mldE AN THEN] > [[If A Ay
AESR B 48 AIFE S T2 THAE U SE Bl A B2 35 H 4545 © 5548 > Hribar and Nichols
(2007) FEAEAUE R B > 71 145 PR S M RO TR AE TH R B AR R BT AR A
SeiOk: St AR I NI

R 2 Y 3 vl s o A R S AR 1 R B FEILAR TR - BT E
H W5 (DeFond et al., 1999; Chen et al., 2001) > A 1FiIPREOPIN ~ LEVERAGE -
LOSS > AR_IN ~ AGE ~ BOARD_SIZE ~ MISSTATE ~ MISSTATE_ORDERFI DAY
[FHARBEE NIE > LNASSET > ROA~ SALE_GROWTH > BOARD_CONFER ~
CHAIR_CEO ~ FOREIGN ~ BOARD_INDEP >~ MSHARE ~ BOARD_AUDIT ~ BIG4
SPECIALIST /) A0 N o BT IAUCE TS % S M0 T 13 WA 34T 5%
il 1 A TE W — B 2518 > R IRA AT OWNERSHIP F1 IMPOR W) 77 0] o

(Z) AREEBELE
RULE T LR R T A A B0 3 o 74 » FIREI SCRE R A BRIl -
FESSUESE AR > BATRAT AL~ MDA Ml 0 A% 5 (9 Sk &5

&1  BEEX

HEE

MISSTATE WEAS & > QSR mY A S5 H R AR AR R 2 i A
BUEN 1> RO -

MISSTATE_ORDER AR L2WaRAa s WRAFR MM AFEAEER2IE
B> BUENO 5 WY I E R 2 E AR B THENIANE
NAESEY > BUAN T s R Y E RS TR R A A
DA B TR B 3 S5y > (B D 2 5 AR Y I E R 2 i 2
R EMERRENGTE > BUANS -

OPIN WEAR & > SRR U B AR AR R R > BUE N &

Mo -

O TEXHATAL ARSI > ATE IR B e R 22 2001 AR AYCE T RIAT LR AR 51D o Horh il i g
TRATA S HARAT A — AT ALY - FFHIBRANE 30 DEA A TAL o
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RESTATE

RESTATE_ORDER

WA & > WSRO w2 AT 55 Bk > BUE N 1 > /I
0-°

A2 KA R WER A RS WA AT I 55 B
B 0 5 0 SR 24 30900 55 S5 B A A9 2 o 2 TR DU AN 7
PES B RTIAZEES - BUEDN 1 5 Q2RI 55 Bk B IEAY
J2 H 2w DO AR S 1 e B S BOR AT 22 A > IUE D 2 5 R
24 J I 5 o ik B OE 02 A BRE R AR IR NS B HIT I %
o BUEN3 -

BHTE

PREOPIN WEAR > b HAdT T 2 AR AR S TR L BUE D
B0 e

DA RS B R RO RN > FRATTR 4 A B ATk
Jones IR {1 BH ARG

LNASSET STV B SR X E -

LEVERAGE R BB PR R o

ROA NCIR ARG TR

REVRATIO 7 AT T R R Y B -

STORATIO ESe 5 R~ -

AR_IN NSO 5 A7 B R B H A -

LOSS WEAS & > QA ARIRT—4F K78 BUE N1 » BIHO

AGE o] TR -

MERGER WA & > AR ARG R AR > BE N1 > N
0 o

FINANCING WpAR o QAR AR Y ERA KA WEH > BHFERKE
Bog b EAERE N 10% DL | > BE A RV R A IR I E
4> HERKHEIEIM200% A > WIBYER 1 > FH
0 o

AFFILIATE N EE IR BT R F AR BT AR o

SEGMENT NEGE T B E

SALE_GROWTH O] EEAN SR B K o

OWNERSHIP A RIS PRES N  qn R T F) i A A
MBER 1> FHO -

BOARD_SIZE NEEFRLSPERHANL -

BOARD_CONFER WA E RS 2WHIREL -

CHAIR_CEO HHKGELHNPEEHN > RESEK S ELHH

BOARD_INDEP
MSHARE

— AFAE > BUEON 1 BISESH K - HERAE RS BE N
2> EREMEHMTE R ERENS

My G O A S LA

EAR N ) AR U BN BOIT R 9 IR BB BRR
e -
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BOARD_AUDIT FHZEASHIZERL  MRAFREEFITERS > W
EHH1> EWHO -

FOREIGN WEAS & > QR FIET B KRR P AETESM SRR - THUE
R B -

BIG4 WEAR & > A2 T 55 BT O ] RS UK BREON T
BWHO -

SPECIALIST FHEPATW LT IR > FATE % Zeff and Fossum
(1967) T A M HIEFE T F P A E AR S 55017l
B -

IMPOR PR E B AR AR E BT AR &R S
ST 55 BT B A BTN R B ) LB A T A o

YEAR; FEREI AL B o

REGION; b DX WA o

INDUSTRY, AL AR & o

CRREERRERSEZHEMERIVAE
(=) AT

XA > FATTRA CSMAR H ] | T 28 R W 554 3R B8 e Hh 31 7R 19 2004 % 2006
ERTRAR BT AR N HIGEAEAS o EVI IR FEA R BRA b o 5 BR 4 RIS DL AR 1 v
N — AR B BT A AR ERE - AR 3661 N BT A REIREA o #2 Tk FATE
WER AR EIEAS » F T4 2004 £ 20064 F EFE LS 224500 i
Al > R E NS ER AR 5 AR B ST BORAS B A TS ~ BN R
FH A B/ TV 8 1 B HE R L A B I BN DA R 2 A 45 ik -

BEfE > FRATE B AR b1 2w B OE 2 TR A8 4 2005 2 2009 4 HEAT IV 55 A Y
A AR P R 1 AR B A IR A R AR A AE 2004 2 2006 1 LA ] > R HR
ENERESTFEMFEAR « FEMINER K AN AT RE 2B 8] — SRR G DL o X FAE
W 55 FE R N 4 v VA BRI R 2 T 2R BRIV TR 2 T > A B A e 2 R
W55 4R FRAFAE LT A 0INETE » BA PR 22 8 R A 4 B A e i EE R e i) — M o
B > Qs A FIAE 2006 4 14 0 55 5 R 28 R R AR 2004 4 I 2 BTAE ARy
A R A BA P 245 R AT E N 2004 4F o AT AEM 55 Bk A 45 B B 7R 2
TZERW RZ A L2 R RETE » A PRI K n) 2 1HE I Z 5 R A&
1 o

PR TR 2 T AR AR » FATRI > AR SR AN TR LR
MR AR R G — Ik o T R 5 2 T i) ) B R T 22 A A
HY AT REMERE/N o JEA > B 2009 4F SR A5 A $R I 192004 25 2006 FF /- AE B R 23 1 2556
() BT 2 AR A AAXE 14 ~ 4D FI 6 o RYELA LS > IATAN - DA
2004 £ 2006 M R 2 T R AE 2009 4F LR B SR M1 00 - B » MIX e B
Kidt o FATLA2005 2 2009 4F B 55 FE ik A 1518 4 2004 £ 2006 F I R 2 1F ZERAEA



W55 Eik - 5B XS T AR

JEBNA LN o 248K » BRATAHEBRA D 8 2004 % 2006 4F 1 F A2 T 2545 & 7E 2009
SEDL G BEE R A B o R TR A TR AR VR SR BRI R A HEAT IR o S5 Ah > RATIE A A
CSMAR H ] 1 777 &) i HLA BB 52 300 e A FR 38— 2o b Bt > DA DEFRAT T B0 44
LT WA RE o B RIZHIEE - FATKIN 2004 2011 450 - 72 E T THIAL
A 5 % 2004 %2006 4 W1 0 7R 76 K T 254800 i A AL E I 654 -
WA > XL I S FERA TN E R S E M A Z o axiE— 100 73841
BARAS S  0 A RUE -

B > 7E Bk 2004 % 2006 4F 3661 MEAMLEAA T IA T 461 N0 55 R A AR
410NE RS TFEFFEAR o TEMILRL > FRA1THIBR B A FIA B AE R BT A
MEME > FIAR 36520 EHARIFEA > HA 45460 MW 55 Bk FEAH 409 EE K22 it
FREREAR o S > BAVHIBR BRI S5 BT AE 0 b T A WIERME - feZ4953599 1 1
A FIREA > HAP L E 450 M55 EIRFEAFN 404 D K2 TFEEAEA o

XFFARA 2 5 FRATTAIRE LA CSMAR A ] | 724 F) I 55 4R 38 200k e A 51 11 2004 2
2006 A F AR BT A R NRIIGEFEA o FERIAEREAR I IEAE E > SR S fiE BT A w
WLE (B A AR 2 o B O W] — MRS AE ~ /A W3R BRARAE AN 8 55 TR AiE A B 7l 2 w0
S > I RT3 3828 MIEAR o 1E 3828 MAEAMERE T > AT LA Bk ik miIN T
470 M55 R AEATN 420 DE K ST ZEFEFEAR o BRI 3 FFRFEARGRIR 2 — 5 -

(Z) MEERSERSITEHMRAE

% Graham et al. (2008) 55 Plumlee and Yohn (2010) A9 > FoAT@ IS 404 5
BN S P 55 R AE R R E ORI 55 Bk X 0 =28 > BV R P B
RGN~ N ) DA S T BB R 2 - U AR5 R o 10

G QSR S5 E AR A Hh B R 1Y) R 3 B A 2 AR B A RE I BRI T
R R o BB FRA PR 2 T R E N B RS I B AR R o LA B F bk A oA
TLAL (1) WSS ER A AR BRBE” ~ R A 1TE 5 (2) MRS 2 BB ST ML
3 EVE R W HT I ZE B AT TARTT 5 (3) EIWR % - B ~ HItR e - T E RS
ST B = 5 0 R I A A B B AR > BT R IR 5 (4) FELEAT 0] T ) 4
RN ER WA ZER S B ARBIA K o TGP B —RbriE > RATEREILHA
WS o YR s AR S5 EE R N4 b B R O N A R B R  2E AR B TR OE BTt
B R BRI P A I % 5 T FIAT 9 v R s BB 4 S 1 R s
RN EL Y N RS B FE o JX Se R BE AERGE R > T H IR H B FATE 24
S0 S5 R 2 THE N © Befi > A0SRV 55 Bk 28 4 v B 5 1 TR 75 3 P I 400 22 Al
T4l & E 24 m S B THEE = AR - SR T2 THEN A S8R

19 Plumlee and Yohn (2010) Kb 55 B3R AP SR 20y DU > RV BRIZ A B AR ~ D dR s il e
A 5 B9 S A PE RN 2 THUE NI BB IE o FRATHE HIEAN bl 55 52 2 PR 2 3 UE ORI M & 0 D 2
PHEI A ASIE RIVE » PRI 2L 55 2k 2 ph T 22 THEN S 20 150 55 ARG N B -



B PR £ R

=5

SO b T2 RIANE 24 N 2 THHER > B8 2 FoA 1R 12 28 3k o M Dy 2 T UE DU ) AN 3
Moot

T — T 55 B R S o A 0 AL AR 2 O g 55 T RO 2 R
BT o =38 Z 110 IV 55 Bk M S0 AT A [] P B A 28 0 i — 26 i 118 > IRl i —
BB o 2MENAE NGRS ER S AR HSNRAAK > ELZHRRE
BRI 5% B 2 ot PHE DU 2 6 10 A 0 BT 52 35 o 10 A P8 2 o 5k B 15 ) 0 55 ik
RN A BLRE T R o A BIR SRR R 190 55 T3k TR R W 24 ®] i S AE 1]
Lo RIME o A THAEII A ASE RIVESI 28 B AR B b - 38 B A BRI
b 55 TR ) W SRR 7

FIRER > B2 22 E IR Bl T DL g =25 > FIM ke 5 W 55 E ik
PR BRE— 20 > B AN TR 09 2 JA 0 94 S0 V) AN [ - 0 55 S5 P i 19 40 Bk 30 i T 2
W > SRE ROV AT 226 SRS o T E R 2 T 2R I e S R 2 R R AR

T BRAMRITSRIES
(=) WA ST

2 MR~ R o FIAR Y 3 A AR B O AR M AR o 2T > FE SR
SEARMEART » MISSTATES OPINWI (B 90.09 > T AEW 55 IR FEAS HF MISSTATE
5 oPINBI¥IE N3 0.24 F10.25 o 3 Ui BAE A% B8 HAb i R RS LT > =ik
O\ F 55 4R 26 PR FEORAE IR AY AT RE M B K o T LA U B 8 e T A% 2 F A
FeDT AL o 340 > W55 FEiR N R RS E RO FINE (DA) s T 3R 0 55 Bk
7 o

TEN Rl — AR L > B2 AT > ARAS T AR 45 Bk A8 ] - 45 Bk 48 R AE T
AT a] el B B AEAR HETT 153 WL (PREOPIN) » AR (LNASSET) B/ > = i fit
#(LEVERAGE) FI Rk 5 B 7= 89 L] (REVRATIO) 5 » %=t % (ROA)
BAL Mi—FERRARAETH(LOSS) » nE ETHFER (4GE) BK > RAESRIFEA
(MERGER) By AT REMEEEK > A% (FINANCING) FIRTREMER /N » AN G FHFTEHA T
WENBNAFFILIATE) B2 > AR HEIRA MK (SALE_GROWTH) %18 -

O T I G R O PR R N AR AT EE 2 BT R A S B E A R R

AU ] A5 B AT AP Joie 5 by 7™ B (14 i 300 25 i 0 A LM I o ol T 2 SR T 5 9 LU 9 R
1% > A B 1 -4 R 1 -5 U 55 AR A AR 192,206 - MBI 22 FVBERY 3204 45 B VR REAR A 2.5% > i L
737 5 AT A G R M T e O )™ S 01 S R T 2 AR R XS o R > FRATR A X R A O IR
ORI G G5 J 7 RN o B Ak > R TIZ IS E R > FRATT SR A T 25 A 0 i i £ B S )
DX VR e > BRI LA XS AT 300 A i 55 M s R 198 T 00 2 68 A 7 O 55 SRR A P 0 > e 20 S I 5 SR
R fa P o T 17 3 25 5 00 e e i A0 S X 43 WA 45 R O PR FR o 3R EEDB AR S T 55 Bk
RS E RS TFERMOCR » DTG B M 55 Ek i S A i WG R » Al 14~ 15
i@%gé@?ﬁéﬁ%#&ﬁﬁiﬂ%%%{t o JX UL IRATT RO BIF R A5 SRR AR > R LSRR
YIF R L5 -
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*2 ARG AR
RESTATE-=1 RESTATE=0 EL ok

A BE PO bAEE BE PO AEZE BE P

MISSTATE 024 000 043  0.09 000 029  691%* 902
OPIN 025 0.00 043  0.09 000 028  7.84%* 10.53***
DA 0.00 001 014 000 001 015  174%* 255
PREOPIN 0.19 000 040  0.08 000 027 6257 826
LNASSET 21.19 2115 096 21.28 2121 100 -1.72 -1.24

LEVERAGE 0.68  0.62 040 053 052 027  7.63%% 9220
ROA 20.02 001 012 001 003 010 -6.38%* 9730
REVRATIO 018 014 013 014 011 011  6.62°% 694
STORATIO 016 013 013 016 013 014 -076 -0.48

LOSS 025  0.00 043 0.2  0.00 033 6139 7530
AGE 293 300 056 279 283  0.64 475 420%*
MERGER 064 100 048 060 100 049  1.75* 1.72*
FINANCING 0.12 000 033 016 000 037  -2.53%* 23]
AFFILIATE 251 245 134 241 224 138 146  2.22%
SEGMENT 1.89 200 053 1.8 173 054 014 037

SALE_GROWTH 012 009 050 022 016 049  -3.67%* -5.28%
OWNERSHIP 070 100 046 068 100  0.46 0.5 049

BOARD_SIZE 645 600 1.63 628 600 152 2.10% 1.96**
BOARD_CONFER  8.10  7.00 322 7.2  7.00 296  3.03%* 325
CHAIR_CEO 278 300 060 278 300  0.60 -0.09 -0.29

BOARD_INDEP 052 050 010 053 050 0.0  -3.05%* -2.16**
MSHARE 0.00 000 000 0.0l 000 006 -10.107* -0.6

BOARD_AUDIT 052 100 050  0.51 100 050 056  0.56

FOREIGN 0.06 000 024 007 000 026 -0.85  -0.81

BIG4 0.01 000 010 007 000 026  -9.13%* 497
SPECIALIST 0.00 000 007 003 000 018  -6.28%* -331*
IMPOR 0.05 004 005 005 004 005 012 025

TE - AR XLAR T » R hip REAL T Ry

=1

SCHE

FLRARFEA N 3599 D BT A FPRERME -

O 55 BORREAR 450 5 oA 9 BB 2 ANBEAN 3 [ AN FERTRY 1 AR L RVRREAR
3828 B AFIMGHHE - Horpf 55 R AEA 470D ol TRIRNER - F2 A 9R i 4F

FEAS i~ HuXAS S AAT AL

TN FNR AR b > S5 55 Eak 2 mIAHHL > W 55 29k 8 | 3 35 o AR
(BOARD_SIZE) 'K » HHE R WINIRE (BOARD_CONFER) 8% » #H o
M7 S B (BOARD_INDEP) VA K = R L L5 (MSHARE) 8K » TESH 55 e
fE L > M5 ER AR ATRER AR DU K (BIG4) 2 IR 45 BT it > i HLAF I 45 &
AR A2 TR 55 BT AT & 1 1R KT (SPECIALIST) A% » BL4h > ARVt 55
FR A FFE TR A 7 — BAFAE ~ 28 536 BRAFAE AN T AT 19 25 55 I A - A7 7 — 8
(225 > 1T 0 W BT BRFRA 1A B 7 0 AS [ 1 o ok 55 ik 2 i) A DR A S 118 ok 1 4

4
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(Z) BEREIHER

B BATERMSERGERSIEBN KR > HLogicMIHARLR &5 £5R
T3 o fRIBR -1y BIH LR AT FEESH T AR —RFFIESG » RESTATES
MISSTATE .3 FAE (P<0.01) » 7ER 3R 1-2F11-3 7 FATTGEA I A FA
FRESAE AN 2 55 BT ARAE A 20 > 25 R RILRESTATE [ R BUSRAE 19% KT I 835K
Fo o XS EMSEEAFMEL » ERA AWM SMEPEARAEREAST 2
o SRR 1a o

*®3 W55 R SR 2 1H 225 Logic M 455R

B 1-1 Bifd 12 Bl 1-3

A AR ZfH A VAL A Z{H
Intercept -3.61*  -2.50 -3.05**  -2.00 -4.26**  -2.69
RESTATE 0.84***  6.29 0.81***  6.04 0.77% 570
LNASSET 0.01 0.11 -0.05 -0.70 0.01 0.08
LEVERAGE 0.41** 2.10 0.40** 2.02 0.40** 2.01
ROA -1.06* -1.81 -1.16**  -1.96 -1.19**  -1.99
REVRATIO 0.01 0.02 0.06 0.12 0.04 0.08
STORATIO 0.50 1.05 0.53 1.11 0.46 0.96
LOSS 0.34** 2.13 0.35** 2.20 0.36** 2.25
AGE 0.28***  2.66 0.26** 2.39 0.26** 2.37
MERGER 0.15 1.10 0.19 1.36 0.17 1.25
FINANCING 0.16 0.86 0.19 1.01 0.16 0.86
AFFILIATE 0.02 0.46 0.04 0.81 0.05 1.01
SEGMENT 0.16 1.48 0.16 1.52 0.13 1.23
SALE_GROWTH -0.13 -1.05 -0.12 -0.99 -0.12 -0.96
OWNERSHIP 0.05 0.38 0.05 0.42
BOARD_SIZE 0.11***  2.94 0.12***  3.09
BOARD_CONFER -0.03 -1.49 -0.03 -1.54
CHAIR_CEO 0.04 0.40 0.04 0.41
BOARD_INDEP -0.17 -0.27 -0.09 -0.14
MSHARE -3.07 -1.31 -3.02 -1.30
BOARD_AUDIT 0.15 1.31 0.16 1.47
BIG4 -0.94** 2,47
SPECIALIST -1.01* -1.66
IMPOR 0.91 0.93
N 3661 3652 3599

Pseudo R? 0.14 0.14 0.16

T AEE IR > o RRTE 1% BKF B B2 5 = RRTE 5% /KT LR 2 > ~RRIE10%
HIKF b2 o 323 WP 101 2 1-3 W RAR B0 MISSTATE - HFRERTRR » 323 ik
FHIR AR« XA R AS R A [E 45 R -
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B Fe > FRATIAH e St I 55 B 3 T 2 5 1) B R 24 A 5 XU fctE — 25 1) 43 2 it
o FHRMSUELE IR T 3£ 4 o R4 141 B HE5 R AT A > RESTATE_ORDER
5 MISSTATE# 1% WKV _EIEA O o FEFR4AERL 155 > FRATT AR 00 8 K2 2%
AT s B8R I > RESTATE_ORDER 5 MISSTATE_ORDER RIFEAE 1% A 7KF-
R IEADC o JX I > WF S5 R P OB 5 2N R SS HR AR R R AR KRR Y
AR AR > B AR A PR T ™ B > SZRRBRIX 1D o

x4 ot 55 E R M 5T B EE R THZE B - Logic A1 Ologic 2] ) 45

TR 1-4 RS 1-5
AR R VA E 4 Z1H
Intercept 4,347 -2.74
RESTATE_ORDER 0.34*** 5.47 0.34*** 5.56
LNASSET 0.01 0.16 0.02 0.25
LEVERAGE 0.42** 2.11 0.40** 2.04
ROA -1.16** -1.94 -1.08* -1.81
REVRATIO 0.04 0.07 0.17 0.33
STORATIO 0.43 0.90 0.46 0.96
LOSS 0.36** 2.25 0.36** 2.31
AGE 0.25*%* 2.31 0.27** 2.46
MERGER 0.18 1.31 0.18 1.32
FINANCING 0.17 0.88 0.16 0.87
AFFILIATE 0.05 0.99 0.04 0.83
SEGMENT 0.12 1.13 0.14 1.27
SALE_GROWTH -0.12 -0.98 -0.11 -0.91
OWNERSHIP 0.05 0.41 0.06 0.45
BOARD_SIZE 0.12%** 3.09 0.12%** 3.15
BOARD_CONFER -0.03 -1.49 -0.03* -1.64
CHAIR_CEO 0.04 0.41 0.04 0.39
BOARD_INDEP -0.09 -0.15 -0.21 -0.35
MSHARE -3.10 -1.33 -3.06 -1.31
BOARD_AUDIT 0.17 1.49 0.17 1.51
BIG4 -0.95%** -2.50 -0.94*** -2.47
SPECIALIST -1.02* -1.68 -1.03* -1.70
IMPOR 0.94 0.97 1.01 1.05
N 3599 3599
Pseudo R? 0.16 0.12

T AR IR o RIRTE 1% MK LB+ FIRFE 5% K L 53 >~ £RTE
10% B9 7K F R o R4PRIR 14 HAZ B MISSTATE » 34 PR 1-5 (1 AR &0
MISSTATE_ORDER > B TR HTRE » 2% 4 F%&A FI/R AR BEAS & ~ HbIX AR BERAT L AR &
A ] I 5 R o



B PROOC £ R

ROk > BAIEREUSEARGFIERMNRER - H Logic SLUEAR R 45 IR T £
5o RSB 2-1 a] LIFH > RESTATE S OPIN .3 1EM 5% (P<0.01) © X I > & it
Wi B A i) 0 O 55 B AR N LR R DT A L 14 R SRR % 2a 0 Y FRATKHE
25 TR W M R HOlE— 2543 2t > R SR 22 9 [B] I 45 SR B R 5 RESTATE_ORDER
5 OPINTE 1% WK1 b W3 TEADE o SX U0 » W45 Fik i M o ™ 5 > D 30
EL I A T L R RE R » 1% AR SRR 2D o

&S W 55 Bk 5 TR L ¢ Logie 1] H 45 2R

R 2-1 FR 22

A AR VAL A Z1H
Intercept -0.38 -0.19 -0.36 -0.18
RESTATE 0.71%** 3.97

RESTATE_ORDER 0.36*** 4.55
PREOPIN 2.49%** 13.36 2.50%** 13.39
LNASSET -0.22%x* -2.51 -0.22%** -2.52
LEVERAGE 3.25%* 9.69 3.24%** 9.66
ROA -0.80*** -6.44 -0.82%** -6.56
AR_IN 0.34 0.75 0.32 0.69
LOSS 0.39** 2.01 0.37** 1.94
AGE 0.12 0.84 0.11 0.77
SALE_GROWTH -0.88*** -5.41 -0.87%** -5.39
OWNERSHIP -0.47%** -3.01 -0.47%** -3.03
BOARD_SIZE 0.02 0.29 0.01 0.27
BOARD_CONFER -0.01 -0.38 -0.01 -0.33
CHAIR_CEO -0.12 -1.08 -0.12 -1.10
BOARD_INDEP 0.07 0.09 0.10 0.13
MSHARE -1.20 -0.54 -1.23 -0.55
BOARD_AUDIT -0.04 -0.25 -0.04 -0.25
FOREIGN 0.41 1.60 0.40 1.54
BIG4 0.87*** 2.78 0.88*** 2.82
SPECIALIST -0.45 -0.80 -0.45 -0.79
IMPOR -1.60 -0.84 -1.52 -0.80
N 3828 3828
Pseudo R? 0.46 0.46

T BEENWERL > RN 1% KF L3 » » FRIRTE 5% MK L2 > *RRTE10%
WP i35 o 5 HpgiRl 2.1 F 2-2 KIS B3N OPIN » fH TRMRIIBR » 2% 5 a5l
TR AR BEAR I~ M XA S AT AR Y [ ] 4



W55 Eik - 5B XS T AR

BfE o BATERAELES THALFMGEENKEMSERSHITELWXER
Logit LHEAR R 45 RIN/R T 3R 6 o TR OB 3.1 » JATLL MISSTATE 5 DA ZEHIAEA
ANREIE BN > R RIMRESTATE W REAE 1% WK F LB E KT 0 o XUl
T A R RAE BXUBE F5 o A T UATY SR R 1) X 45 g A wD B I R T
W AR 3a © TER 6BLHY 32 > FATIA MISSTATE_ORDER 5 DAY MR A
A B XS > 455 K I RESTATE_ORDER W 2 EHE 1% BI/KF L EERTF 0 X
B Bt T A RS B fG  B AT SR S ) X ™ B 0 U 45 ER 8 D
B s W AR 3b

*®6 WA S5 R S TR L - R 5 XU G B Logie 155 25 5%

B 3.1 Bl 32

A AR Z{H A Z{H
Intercept -0.72 -0.36 -0.71 -0.36
RESTATE 0.63*** 3.46

RESTATE_ORDER 0.33*** 4.04
MISSTATE 0.66*** 3.47

MISSTATE_ORDER 0.327** 3.86
DA 1.41%* 1.74 1.39* 1.71
PREOPIN 2.51%* 13.42 2.53%** 13.49
LNASSET -0.21** -2.36 -0.21** -2.37
LEVERAGE 3.12%* 9.11 3.12%* 9.11
ROA -0.79*** -6.28 -0.80*** -6.39
AR_IN 0.37 0.79 0.31 0.68
LOSS 0.34* 1.79 0.33* 1.71
AGE 0.11 0.77 0.10 0.67
SALE_GROWTH -0.85%** -5.30 -0.84*** -5.24
OWNERSHIP -0.47%** -3.00 -0.48*** -3.04
BOARD_SIZE 0.00 0.06 0.00 -0.02
BOARD_CONFER 0.00 -0.19 0.00 -0.09
CHAIR_CEO -0.11 -1.01 -0.11 -1.00
BOARD_INDEP 0.08 0.10 0.13 0.17
MSHARE -1.02 -0.46 -1.07 -0.48
BOARD_AUDIT -0.03 -0.22 -0.04 -0.26
FOREIGN 0.43* 1.64 0.41 1.54
BIG4 0.90** 2.82 0.91%** 2.89
SPECIALIST -0.38 -0.68 -0.37 -0.65
IMPOR -1.72 -0.90 -1.71 -0.89
N 3828 3828
Pseudo R? 0.47 0.47

o ARENIHE > o FIRIE 1% MK E B3 = FRTE 5% MK L E3E > *FRTE10%
BIKF E R o K6 PR 3.1 FI 32 (I RIAR /N OPIN - I TREIEITFR » % 6 A5
TN AR AR B~ b XS B AT D AR B Y [a] ) £



B PR £ R

PR 1 S HIAS BT > R34 AT A > A RIS AR (LEVERAGE) »
P EE # (ROA) A% > BI—4FERAETHI A REME (LOSS) 8K » EHT4EIR (4 GE)
K > HBESMAE (BOARD_SIZE) B » it T I AU F R 4700 & Ko
T T2 R 55 403 AR A B K 2 T 22 5 Y T REME MR o BN 2 AR 3 i AL
JrE > RS R GATE > AR TR B IEARET 1HE N (PREOPIN) 1t 385 4%
(LOSS) By AT REMERR > W7 015 % (LEVERAGE) #55 » S i) 1 PO A 4 il
FE T MR T A ) T B DA TR o T WA (LNASSET)
K> GRS (ROA) TR EURAIE KR (SALE_GROWTH) i » #2428 B
(OWNERSHIP) > B T HL ™ g i 2 LA P RE MR/ o ARTRN 1 F SR 3 45
il A8 T SR 25 RS AT U A — 2> miH s A A A g E M

ARE T2k
(—) MSERH A E M RE B

A AR PEG TG SR T A > WSS B R AN FITE — LB F) — MARAE 2 IR BRARAE A
H 55 B RRAE 10 5 JE WA 45 ER N RIAFAE o 25 5 > (RIS ) oV 55 B ok 2 ) A
O3S El—ERFAE ~ A FIR BRFAE AN BT AT 1) 55 BT ARAE AR — I E R o R
55 55 B v T 2 S B EE R 2 M5 BOXURE IR o S T S A 45 R AT BEAEAE A A A )
B AR T Heckman P [ B[] AR 7 o

B> A E BB 4ER (RESTATE) IR 45 Bk M i (RESTATE _
ORDER) BB > PAMETY ip 1 & 51K 23 TF R AR BT A A R A T H AR & o
Lennox, Francis, and Wang(ZOIZ) W WY E AEA 2 Selection Models Fsf v B B 0t 55
THRARR > Frife i) TR SO0V 5 —Hr BOi AR & & BEAE DG » i 5 AL IR 22 5
AR o BATINEREMNE - LHAREERAGT —FHNELMSERKETRE
B (V) > MRKAZEIEN 1 > B0 o 5 A T HARS F & 8k g — 4 )
FHEFRERAERE (Tv2) » MFRAEBEREN 1 - S0 5 kb B8 B F 5 57
AEPEALE BT > A E A AR TR E SR IE BB - B
TR P B K DR AR 08 5 55 T T T 4 U 5 R O RS o E IR T R
R FF L IE B A 5 4R AR AR R TR 2 A o T LIV S5 E R T R
A9 J6 2 B B K DA SR AT 9 5 55 i R B B AE i A E R 2 T 22 AR Y R REPE
FEK o — [ B 45 B vk AR 5 0 55 B o e oA R A [ ) 5 SRA R B > X S TR AR
=55 ER (RESTATE) 53 HI7E 5% 1 1% A9 /K - 2 IEAHDS » [R5 0 45 dEk
i (RESTATE_ORDER) .53 57 5% F1 19% A9 7K b i 3 IEAHDC o 1 HLiX 4> THAS
5T SMEAS B E R T LR [ H AR 2= AR AFE R E MR R - B
B> FETFIX T HAS 8 (1) Heckman W B BE 8] F AR AR 2 AR X AT SE 69 -

HR oK ATEAEEE — B0 B 55 B AR 1] 5 43 B 1 AR5 A9 IMR (Inverse Mills
Ratio) ZNASE W Be B K 2 T 25 A AN 1-1 2 1-3 > 4558 — [ B 55 F 3k 1 oy A 28 ]
40 M A AR A3 A9 IMR (Inverse Mills Ratio) 955 [ BEEE K 2 1 2545458 1-4 1
1-5 ° 5 By S5 R IR F3R7 o HR7ATA > PR BL R A 25 5130 3%h K AR W%
S Y » ARIRSCHFR I 1a F 1D o



W55k - 5B XS T IR

=7 4R 5 E ARSI 2 Heckman T B[] 4%

fA 11 1 12 1 1-3 T 1-4 1 15
A A oz FB Oz R Oz F¥ oz FH @
Intercept 2339 2232 -291% -1.89 4200 262 -4.50%** -2.83
RESTATE 128 288 112 239  0.88* 183
RESTATE_ORDER 022 175 025 216
LNASSET 0.00 001 -005 -074 000 006 002 024 002 033
LEVERAGE 032 152 033 155 037° 172 046™ 227 043 213
ROA AL13% <191 -121%% 2203 <121 200 -1.12* 188 -1.06* -1.77
REVRATIO 0.14 026 -0.04 -007 000 001 013 024 024 045
STORATIO 051 107 054 112 046 096 047 098 050  1.04
LOSS 030 180 032 195  035% 211 039 240 039 241
AGE 027 2.58 025" 233 026%™ 235 026" 238  0.27°* 251
MERGER 015 107 019 136 017 125 018 130 018 134
FINANCING 016 086 019 101 016 087 016 08 016 085
AFFILIATE 0.02 037 004 075 005 098 005 102 004 084
SEGMENT 016 149 016 153 013 124 012 114 014 127
SALE_GROWTH -0.11 088 -0.11 -086 -0.11 -091 -0.13 -1.07 -0.12 -0.97
OWNERSHIP 0.04 032 005 040 005 041 006 043
BOARD_SIZE 0.11%% 287 0.12%* 3.05  0.12%** 3.14  0.12°* 3.18
BOARD_CONFER 2003 -158  -0.03 -155 -003 -139 -0.03 -157
CHAIR_CEO 0.0 039 004 041 004 045 004 042
BOARD_INDEP 011 -018 -0.07 -0.11 -0.15 -024 -026 -0.42
MSHARE 313 -133 304 <131 300 -129 298 -1.27
BOARD_AUDIT 014 129 016 145 017 149 017 151
BIG4 093 244 096" 253 -0.94** -2.48
SPECIALIST 0.99% 164 -1.03* -170 104 -1.72
IMPOR 092 094 -0.08 -0.05 004 0.03
IMR 021 -105 014 069 -005 -025 013 089 009 0.3
VIF
RESTATE 6.98 7.41 7.53
RESTATE_ORDER 6.13 6.13
IMR 6.61 6.99 7.07 5.76 5.76
N 3661 3652 3599 3599 3599
Pseudo R 0.14 0.14 0.16 0.16 0.12

o ARRE IR > o FRIRIE 1% KT F 83 > FRIRIE 5% MKV ER3E > *FRRE10%
WK 2 o 7 PR 1.1 32 1-4 19 AR FE 34 N MISSTATE » 327 B 1-5 1) R A8 &
MISSTATE_ORDER ° B TRiMETIR » 27 P¥A SR MR - XA g7 AR &
B[] ] 45 5 o



B PR £ R

T Selection Models ) 25 5 X AR RS i BAKIE 22 AR 80U Y > Lennox, Francis, and
Wang (2012) B > B0 E N AR R g BRI 20 > DUS SR BF 73 25 SR i Ra vk -
W > FATIHE — Wit B 55 3 3k LR A 0F 55 o ik M SRR rh A B iR 2 T 2 AR
28 Al — AR A A T HAS & PHT B e g R W] - AR A M AR RA
M ASCR)SEUELE IR o 81 » FATHE — W BV 55 H i AL 28 00 U 55 o it A oo A 2 A
B EE R ERMBA P A A — AR & - ARNABAHERMNAD THEA R > W
W B S 25 SR W - BERLIE R A A AT SR AT 52 M A SCHY SEEZE SR » TR » AR SCHY
SUELE A2 Z BRI BARTE A0 W35 5 ) o

H T Selection Models [ &5 525 %) % 8| 2 F MR I > Lennox, Francis, and
Wang (2012) W > PF7E NAER X RG22 EILA MRS W g R - it - JATHE
F7 s TRRL 121 21-5 1 RESTATE ~ RESTATE_ORDER I IMR W) 75 ZE I JIK IH 1
(Variance Inflation Factor » VIF) ° Z55 RN » #%Y 1-1 2 1-5H RESTATE ~ RESTATE_
ORDERM IMR W) J7 2K T34/ T 10 o iX Ui AT E Y Selection Models H1IF A~
FEAE ™ B 2 B L v o

FTLLER AT - BRI » FATTH R Selection Models2AHXT AR >
(] INF R — 25 R A AR SO S UE 25 SRR A Y o B T IMR IR BAE ST X FIFAR R
F o X ULV 55 Bk ] REASAEAE W S0 DA 2 A ) o

(2) EERKRNEER

TEAG S 0F 55 B 3k i 24 5 1) B3R 24 WA B XU IS » FRATT R R T R 2 i 2
RO F AR BB o T AE AR I o VX I 55 Bk iy 40 F) o 2 A R XU B TA D
I o FRATT ST A5 (4 82 7 ]k — 2B P AR A B A5 S XUR: o B 2
W 55 Bk 2% RLR A AT B A AR AR A B 2 5% T 0 — [ A 25K A R AT
HE— 25 B IV 55 T 3R BT 26 0 AR Y A EUXURG: o Bt - FRATIAE Francis and Wang
(2008) F) S At 1) £ 4 R RERY > DLtk — 45 5 200 55 d ok BT 4 10 EE R 2 SRR

A

DA = B, + PRESTATE/RESTATE_ORDER + B,LNSALE + B,CFO
+ BLEVERAGE + B;LOSS + BSALE_GROWTH
+ B,PPE_GROWTH + B,OWNERSHIP + B,BOARD_SIZE
+ BWBOARD_CONFER + B,,CHAIR_CEO + B,,BOARD_INDEP
+ BuMSHARE + B,,BOARD_AUDIT + B,;BIG4 + B,,SPECIALIST

4

+ B IMPOR + BsYEARy s + B1sYEARys + i 2, REGION,
11 i=1

+ B +j >, INDUSTRY, + € (4)
j=1

Hrp > DA NREA T » LR BB R RRE > R R SR 3 R Ry —
o RESTATES RESTATE_ORDER NI AL & » Hog SR 1 g —3 - 74b »
FER A — RS T AS & o LNSALE NN FS AR5 B R HARXEL s CFON



W55k - 5B XS T IR

KFFENLEREHE > HEN G FLEASRERT LFERNER™ : PPE_
GROWTH [ 2 987 8 KA > S84 RN AR 1 8] 52 98> G (EAR X T B — 4R BE A4 K
o HAbESHAS B SR 1 h—B FEWAH Rk

%8 WA 55 B R 5 PR P N RS - OLS 1] ) 45

A 4-1 PR 4-2 PR 4-3

A EYe T{H 3 T{H X/ T{H
Intercept 0.239**  7.41 0.252***  7.00 0.273**  7.33
RESTATE 0.082%**  4.47 0.075%*  3.96 0.071%*  3.73
LNSALE -0.010"*  -6.57  -0.010* -5.88  -0.011*** -6.19
CFO 20266 -7.87  -0.266"* -7.86  -0.267*** -7.87
LEVERAGE 0.106*** 12.62 0.105%* 12.42 0.105%* 12.43
LOSS 0.011* 1.76 0.011* 1.71 0.010 1.59
SALE_GROWTH 0.003 0.81 0.003 0.79 0.004 0.93
PPE_GROWTH 0.001 0.37 0.001 0.38 0.001 0.41
OWNERSHIP 0.002 0.45 0.002 0.42
BOARD_SIZE -0.002 -1.60  -0.002*  -1.72
BOARD_CONFER 0.000 -0.42 0.000 -0.46
CHAIR_CEO -0.003 -0.89  -0.003 -0.90
BOARD_INDEP 0.003 0.15 0.001 0.07
MSHARE 0.015 0.40 0.015 0.40
BOARD_AUDIT -0.007*  -1.81  -0.007*  -1.90
BIG4 -0.017%%  -2.15
SPECIALIST 0.004 0.31
IMPOR -0.024 -0.63
N 3898 3889 3828

Adjusted R? 0.21 0.21 0.21

TE - ASRE XLER T > » FORTE 1% /K- LR >+ FRIRTE 5% KT LR > ~FIRTE10%
WK B8 o R TR 41 E43WMFLRIY N DA - TRIEATIR - &8 HRA IR
AR AR B~ M DCAR AT Ml AR Y ] ) 250

W0 55 H 3k 5 B ME N TR B OLS [l H 25 JRS1/R T3 8 o 8 n[ Kl » RESTATE
(1 2R BUAE 19% I 7KF- B3R T 0 o JX B » 055 Bk 20w HL A 50 e i 48 s 1k L 1
FlE - 2 A BRI B o 7ESLFEAE b > FATTAR IR M 5wt I 55 B R kA7 4 S F
R ERIRT R - HERIAIH > RESTATE_ORDER W) 2 HHE 5% E’J7J@Ftrajc
F0 o 3 15 B I 55 R )M TR N ARSI N TR R R BT 4R AR B
R o dX SERF 5T 45 S — 2 SR TR 1a F 1b ©



W PRI E R
*9 WA 55 B M o S P M N RIS 0 OLS (] I 4%

PR 4-4 P 4-5 B 4-6
A Y4 T{E /¢ TIH A T{H
Intercept 0.245**  7.57  0.255%* 7.08  0.279** 7.47
RESTATE_ORDER 0.015%* 2554  0.013** 217  0.012**  2.03
LNSALE -0.010%*  -6.69  -0.010* -5.88  -0.011*** -6.27
CFO -0.265%**  -7.83  -0.266"* -7.84  -0.267*** -7.86
LEVERAGE 0.098*** 12.05 0.098*** 11.94  0.098** 12.01
LOSS 0.007 1.17  0.007 1.17  0.007 1.07
SALE_GROWTH 0.005 120 0.005 1.15  0.005 1.28
PPE_GROWTH 0.002 0.46  0.002 0.46  0.002 0.49
OWNERSHIP 0.001 0.31 0.001 0.29
BOARD_SIZE -0.002*** -1.76  -0.003*  -1.90
BOARD_CONFER -0.001 0.82  -0.001 -0.85
CHAIR_CEO -0.003 -0.92  -0.003 -0.92
BOARD_INDEP 0.009 0.44  0.007 0.33
MSHARE 0.015 0.40  0.015 0.41
BOARD_AUDIT -0.007*  -1.91  -0.007**  -2.00
BIG4 -0.019%  -2.34
SPECIALIST 0.005 0.47
IMPOR -0.022 -0.57
N 3898 3889 3828
Adjusted R 0.20 0.21 0.21

TE 0 ARRE XA > »o FIRTE 1% /R B >+ RIRTE 5% IR 3% > ~FIRTE 10%
B B8R o ROTPBIE 44 E 46 NIRRT N DA « M TRMEITER » %9 hRA IR
WA AR R~ 3t XA H AN AT Ml A e Y [ ) 25 2R o

(Z) FIHEAHZmM o E

TERTR B > FRATOO T 18 WHEAT 30402 > VA 2% 58 e b v i1 &
DL 2 16 7™ 5 FE BE I 25 5 o AEIL » FRATTHE— 25 5 A 3 L0 B AT 2 T4 2
(OPIN_ORDER) » VNS WEAN Y AR SCHE B % o 76 B SC b > o 10 H ELbr o
TR 1 W OPIN_ORDERWUE N 0 » s A FH I B 1) L AR B B WHUE 1 > fRE
L IE N 2 o i U S 00 B AR O T ) R B LU N 3 > TR R B LA
ERMBUEN 4



W55k - 5B XS T IR

£10 W5 EE SN IR : Ologic 44 R

1R -1 Ep) 13- EED)
A % oz F¥ oz FH oz Rz
RESTATE 0.60* 3.8 0.52°* 334
RESTATE_ORDER 032" 4.60 0.28%* 3.9
MISSTATE 0.68**  4.10
MISSTATE ORDER 0.33** 453
DA 215 330 216" 334
PREOPIN 216 1319 216" 13.16 2207 1340 220 1341
LNASSET 0.0  -128  -0.10  -130 009 -1l -0.08  -1.08
LEVERAGE 1.66*** 10.49 167 10.51 150 9.27 150 9.30
ROA 0437 465 0447 481 -046™* 495 047" -5.06
AR_IN 0.89* 234 0.86™ 226 091%™ 237 088 229
LOSS 0.58** 357 058" 357 0517 312 052%* 320
AGE 006 049 005 039 006 043 004 028
SALE_GROWTH 097 701 -L09™* 7.00  -LO3™* 673 -LOA™* 677
OWNERSHIP 0497 361 0507 365 -049%* 360 -0.50%*  -3.64
BOARD_SIZE 002 034 002 035 002 051 003  -059
BOARD_CONFER 0.01 040 0.1 040 0.1 057 001 0.62
CHAIR_CEO 011 <113 <011 -L11 -0.08 083  -0.07  -0.76
BOARD_INDEP 030 043 034 049 028 041 035 051
MSHARE 186 085 -190 087  -1.65 076  -170  -0.78
BOARD_AUDIT 0.00  -0.01 000 004 000 002 000  0.00
FOREIGN 0.24 1.01 023 097 026 1.08 024 099
BIG4 0.76** 257 077 261 0.82%% 275 083 278
SPECIALIST 041 077 041 076 -036 066 034  -0.63
IMPOR 148 -088 142 085  -1.69  -1.00  -1.70  -1.01
N 3828 3828 3828 3828
Pseudo R? 0.32 0.32 0.33 0.33

H o AEE IR > o RIRTE 1% BKF L B3 > = RIRTES% /KT EEE > ~RRTE10%
WK B3 o R 10 B 2-1 ~ 2-2 ~ 3-1 f13-2 N AE &3y OPIN_ORDER ° BT 55
FIFBR > 22 10 AT B AR AR B ~ i X AR B AT Al AR B A 0] 45 57 ©

KI105R THIE N Ologit MIHEER o 3L 1088 2-1 M 2-2 ] K1 > RESTATE
5 RESTATE_ORDER W ZBIIHE 1% /KT E R E KT 0 o X A7 1Hi A s
I A U TR LN T T 55 3k T 285 0 5 Y A XU > [ B T 55 E ik
JH EE AR B RS R TR R RS M R L O T X — 2 SRR
B 2aF12b o R 10BER) 3.1 F1 3-2 0] 0 > R8I T ARIME RN G » RESTATES
RESTATE_ORDERW ZEARE1% 1) /KT £ K T0 > 3X RIFEAR SRR % 32aF3b o



B PR £ R

(M) Hpis e

B ERARE A > FATERAT T a0 T Uit -

(1) BATR B RAFEARE W55 EIR A > H BB 14 ~ 1-5 > 2-2F13-2915]
N 4N SRl 55 ER AR ~ Dy~ W R T L K B B B
W > DAE—25 B uE R 1b ~ 2bFA3b o FoHf > ABRATIO KRR S ER TR > (B4
Palmrose and Scholz (2004) AL » LAV 55 Fik T Air 303 B8 77 0 it 49 22 152 Wi A B3k LA
FR AR R = AT IR DIRECT R RS EIR R 1) > W52 VKT A & R i
Hik > BUEN 1 N0 o COREFRRIM S Hik ¥ K2 HEI - R TR 02
WHTERBUE N1 > B0 o 12 NUMERIS Bk 5 H R > R ERTE
KFSEET 3 > BUE N1 > N0 o SSUELE R RFE SRR % 16 70 2b > 11 A L RRER
1% 3b °

(2) BEAL L GRERI ) AL RIZFEAR ZZ R FEFE FHRALPEE TARLENH
HWEABE(SEGMENT) o N T — ¥ WAL LR 00 - FRATERLA 1 5B
SEGMENT > il 1 54080 2 Jo i R1 3 I RE A T — 3 » FR B » BIR 1.1 2 1519
SHELERAR KA REWAAL o F35h > RATDEAERERY 2 FEAY 3 h 5| N SEGMENT > fifi
BEAY 1 SR 2 SRR 3 (R A T — 8 o PR R » B 2-1 ~ 2.2~ 3-1 FI3-2 95K
HE £ Al R K AR B AR L -

(3) N T 3k — 248 1l W0 55 Tk ] REAFAE 0 9 A il o JRAT T ZE AR 56 B 0 X6 o
55 B R 1 XU S RERS > [AIRESR B T Heckman P8 [ B ] AR o HoH8 0 i Sk
Heckman W B EIH—2 « AN LHEAS G5 W55 HiA (RESTATE) KW 55 ik P it
(RESTATE_ORDER) &3 EAHK » 15615 Pr A A AE AR & 1987 1HE WYY [a] H 5%
ERIFAE D EW AR o L > FE T8 T HAS B A Heckman 9 [ B[] AR R A1
SERTEERY o PR BRI 25 SRR SRR 2a F 2b > AN SZHF3aF13b o T H > IMR Y
RPAEGE N EHARERE > 3 — 251 A0 55 5 7R A A7 78 WS 04 A A e e

(4) N TEHIBCOHER TR o FA AR 1 ~ R 2 FIBRL 3 o T 3 8248 B I
19 A BOE AT (Winsorize) > RIS T b 19% 735 B FE A 1 19 20 BUUE
TRT N 1% LB AR FL T 1% 70 AL BRI 5 AR (B 59 R X S IE 45 SR %A 7= A8
ER o

(5) FATTAIBEAY 1-1 Z1-5 ~ A 2-1 > 2.2~ 3-1 > 32 HHEAT Probic AT ©
Logit 1 Probic % 2 X AITE TR 19 73 A bR BORR] - R (R i BEATLAS 52 ik A2 45 E
RO > T & B BEHLAE &R IEZASS R o R Probic %G MIHZ R BERA K
A i E AR o

+ - IRLR

Wt 55 AR B 22 i R — BRI U AN 22 R R OGN T R M o H2 - W55
ARG R — R BRI T T4 X6 W 5 B i 2 ) ok 2 5 R XU 9 B

12 5 Palmrose and Scholz (2004) F5E X —20 » %O 92 SONP BN ~ F 80 55 BoA BE 3
R E > HAMNY N EZ O R o
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l. Introduction

In capital markets, financial restatement is an important and increasingly common
corporate event. According to the statistical analysis of Scholz (2008), from 1997 to
2006, the number of restatements grew 18-fold and the size of restatement companies
grew 8.5-fold. Financial restatement is also becoming increasingly frequent in China.
Cao (2010) finds that 11.68 per cent of all listed companies restated previously issued
financial statements between 2003 and 2006 and that the proportion of major financial
restatements increased from 5.8 per cent in 2003 to 15.79 per cent in 2006. Against this
background, regulatory agencies and researchers pay more attention to the economic
consequences of financial restatement. A comparatively rich literature based on the
perspectives of investors, creditors, and securities analysts can be found in this field of
research (GAO, 2002; Palmrose et al., 2004; Scholz, 2008; Graham et al., 2008).

Why then would financial restatement cause a series of economic consequences?
According to the extant theory, financial restatement not only suggests that the company
has a higher information risk in the misstatement period but also shakes investors’
confidence in the company’s financial reporting system. Thus, the capital market’s
cognition of the information risk of financial restatement also increases significantly
in the restatement period (Hribar and Jenkins, 2004; Wilson, 2008; Kravet and
Shevlin, 2010). However, is the capital market’s cognition of the information risk of
(a) restatement and (b) restatements of different nature based on rational judgment or
pure irrational perception or both? Do systematic cognitive biases exist in the market?
Currently, there is no research on these questions. Therefore, using the data of Chinese
listed companies between 2004 and 2006, this paper investigates the relationship between
financial restatement and material misstatement and then examines the effect of financial
restatement on audit reporting decisions.

We select the auditors’ perspective mainly for two reasons. First, auditors are
important participants and information intermediaries in the capital market, and they
have a greater advantage in terms of professional knowledge, skills, and information
compared with other market participants. Moreover, auditors adopt a more cautious and
objective attitude in order to meet professional requirements. Auditors’ cognition of
the information risk of financial restatement is a good measure of the market’s level of
cognition about restatement. Therefore, examining how auditors evaluate the information
risk of financial restatement could help us to understand the market’s level of cognitive
bias against the information risk of restatement. Second, the objective of auditors is to
issue an audit opinion on the fairness and legitimacy of a client’s financial reporting.
They focus on the quality of financial reporting, and their audit reporting decisions are
not affected by the company’s future cash flow. Therefore, we can eliminate interference

from the wealth effect of financial restatement® by selecting the auditors’ perspective

2 The wealth effect of restatement is the phenomenon that because a company’s historical financial data
are amended by restatements, information users will change their expectations for future cash flow
(Graham et al., 2008).
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and provide more direct empirical evidence for understanding the market’s cognition of
the information risk of financial restatement.

First, we find that restatement companies are more likely to have material
misstatements in their financial reporting than other companies. The more serious the
nature of the restatement is, the more likely it is that the company’s financial reporting
contains material misstatements. Meanwhile, the severity of the material misstatements
is also higher. This result suggests that restatement companies have a higher information
risk and that the nature of a restatement is an important determinant of the severity of
the information risk. Second, auditors are more likely to issue strict audit opinions for
restatement companies, and the more serious the nature of the restatement, the more
likely it is that the auditor will issue a strict audit opinion. The auditor can make a
risk response to a restatement and make a different risk response depending on the
nature of the restatement. At the very least, this result suggests that the auditor can, in
part, rationally identify the information risk of a restatement in the restatement period.
Finally, after controlling for information risk, the risk response of auditors to restatement
companies does not change significantly. This result suggests that auditors’ cognition of
the information risk of financial restatement is partly irrational. Given all of the above,
we reach the following conclusion: The capital market’s cognition of the information risk
of financial restatement is based on both rational judgments and irrational perceptions.

This paper makes certain contributions to the accounting and auditing literature.
First, the extant literature attributes the economic consequences of restatement to the
market’s cognitive adjustment to the information risk of restatement companies in the
restatement period. However, there is no research examining whether this cognitive
adjustment is based on rational judgment or irrational perception. From the perspective
of auditors, this paper further clarifies the mechanism of the economic consequences
of restatement and fills a gap in the theoretical research. Second, although the extant
literature has examined the economic consequences of financial restatement from the
perspective of investors, creditors, and other market participants, researchers have
neglected auditors’ risk response to restatement. This paper investigates how auditors
evaluate the information risk of restatement and whether and how auditors transfer
valuable signals to the market through their audit reporting behaviour. This paper expands
the scope of the research on the economic consequences of restatement, and the research
conclusion could help to improve the capital market’s efficiency. Finally, in the extant
audit literature, researchers focus on the reputation of auditors and mainly examine
the effect of auditors’ reputation on audit pricing and audit quality. This paper further
expands the research on audit risk assessment and management by examining auditors’
risk response to client reputation, which is measured by restatement.

In addition, the conclusions of this paper have certain implications for regulatory
agencies, audit firms, and researchers. To effectively govern financial restatement,

regulators should de-emphasise the role of the “restatement prompter”, strengthen the
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supervision of information risk in the restatement period, and change the regulation
direction from prompting restatement to preventing restatement. As far as regulatory
strategies are concerned, regulatory agencies should understand thoroughly the underlying
causes of restatement and develop pertinent measures. With regard to regulatory methods,
they should issue clear guidelines on the information disclosure of restatement; further
standardise the time, content, and format of restatement announcements; and enhance
the transparency of restatement. Audit firms should further improve their ability to
evaluate risk in order to play the external governance role well. Specific measures
include strengthening the implementation of risk-oriented auditing standards, encouraging
innovations in internal quality control, strictly limiting the adverse effects of economic
ties and personal relationships between the audit firm and the client on audit quality, and
actively constructing mechanisms for monitoring (a) the reputation of certified public
accountants (CPAs) and (b) cultural constraints. As for researchers, they should be more
cautious when they use restatement as a surrogate variable for earnings manipulation or
the quality of financial reporting.

The remainder of the paper proceeds as follows. Section II provides a literature
review and discusses our hypotheses, Section III describes our research design, and
Section IV presents the sample selection and the criteria regarding the nature of
restatement and misstatement. The descriptive statistics and empirical results are
described in Section V. We check the robustness of our findings in Section VI. Finally,

we summarise and discuss our findings in Section VII.

Il. Literature Review and Hypothesis Development

2.1 Literature Review on Economic Consequences of Restatement

Western researchers have provided preliminary empirical evidence on the economic
consequences of restatement from the perspectives of different market participants. First,
researchers have focused on the consequences of restatement from the perspective of
equity holders. GAO (2002), Palmrose et al. (2004), and Scholz (2008) investigate the
reaction of investors to restatement in a short time window or long time window, and they
all find significantly negative cumulative abnormal returns. Moreover, the extant literature
further suggests that restatement increases companies’ cost of equity capital (Hribar
and Jenkins, 2004) and decreases the market’s reaction to earnings announcements
(Wilson, 2008). Second, researchers have paid attention to the reaction of debt holders
to restatement. Graham et al. (2008) examine the effect of restatement on bank loan
contracting. They find that compared with loans initiated before restatement, loans
initiated after restatement have significantly higher spreads, shorter maturities, a higher
likelihood of being secured, and more covenant restrictions. Finally, researchers have
focused on analysts’ reactions to restatement. Palmrose et al. (2004) find a significant

downward revision in earnings forecasts and a significant increase in the forecast
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dispersion after a restatement is disclosed.

Researchers have also examined the market’s reaction to restatements of different
nature. Palmrose ef al. (2004) document an average abnormal return of -9.2 per cent for
all restatement companies and an average abnormal return of -20.0 per cent for companies
suspected of fraud restatement over a two-day announcement window. Hirschey et al.
(2005) find similar results. Scholz (2008) also examines the market’s reaction to financial
restatement using 3,310 US listed companies between 1997 and 2006. She finds that
over a two-day announcement window, the average abnormal return is -3.0 per cent for
restatement companies and -13.0 per cent for companies making a restatement for the
purpose of earnings manipulation.

In China, the literature on the economic consequences of restatement is very limited
and focuses on reviewing Western literature (Wang and Wei, 2008; He, 2010; Chen,
Hu, and Zhou, 2010). Only a few empirical studies exist. Wang and Zhang (2005) find
that audit opinions are affected by the magnitude of the restatement and the number of
items restated. Chen (2006) finds that amendment announcements initiated by regulatory
agencies trigger negative market reactions. Zhou and Li (2007) find that the market
reacts negatively to amendment announcements concerning downward adjustments to
reported income, capital appropriation or guarantees. Wei, Li, and Wang (2009) conduct
a relatively systematic study on market reactions to the amendment announcements
of Chinese listed companies and find that there are negative reactions to restatements
involving a decrease in reported income. However, it should be pointed out that in China,
some of the amendment announcements are not financial restatements in a strict sense
because the reported earnings are not corrected.

From a review of the literature, we can see that the Western literature suggests that
restatement can lead to a series of serious economic consequences. Although there is a
remarkable gap between Chinese and Western research in terms of the breadth and depth
of study, the former also finds that restatement can cause negative market reactions.
Financial restatement is an amendment to the reported financial statements and suggests
that the quality of the reported financial statements is low. Why then does restatement
lead to negative market reactions in the restatement period? Why do restatements of
different nature lead to differential market reactions?

The extant interpretation is that restatement not only suggests that a company has a
higher information risk in the misstatement period but also shakes investors’ confidence
in the company’s financial reporting system. Thus, the capital market’s cognition of
the information risk of restatement also increases significantly in the restatement period
(Kravet and Shevlin, 2010). Moreover, the confidence of information users decreases and
the market’s cognition of the information risk of restatement increases when the nature
of a restatement becomes more serious. However, is the capital market’s cognition of
the information risk of (a) restatement and (b) restatements of different nature based on

rational judgment or a purely irrational perception or both? Does a systematic cognitive



Financial Restatement, Information Risk, and Market Perception

bias exist in the market? Currently, there is no research on these issues.

2.2 Financial Restatement and Information Risk

In order to fill the gap found in the theoretical studies above, we examine four
questions. The first question is whether financial restatement means that a company has
a higher information risk in a restatement period. To answer this question, we need to
discuss the relationship between company reputation and information risk.> The extant
literature (Wilson, 1985; Weigelt and Camerer, 1988) posits that companies with higher
reputations emphasise accountability, credibility, and trustworthiness and build these
values into their cultures so that they are reflected not only through formal rules and
structures but also through unwritten rules and traditions. When contracts cannot specify
all possible outcomes, corporate culture can act as a substitute for costly communication
and contracting by inducing employees to take appropriate actions (Hermalin, 2001).

Company reputation can affect the financial reporting system through a variety of
channels. Specifically, where company reputation is high, (1) there may be an atmosphere
that encourages employees to be responsible and trustworthy in the performance of their
job functions, and in the accounting department, this means producing reliable financial
reports; (2) the board of directors may be more willing to make investments that enhance
financial reporting quality, including adopting advanced technologies and hiring higher
quality staff in the company’s accounting, finance, and internal audit divisions; and (3)
the board of directors and the chief executive officer (CEO) may be more willing to
hire financial executives who have specific expertise but who are also known for their
high degree of integrity. Thus, we know that company reputation is negatively related
to information risk theoretically. Cao, Myers, and Omer (2012) provide corresponding
empirical evidence for this; they find that company reputation is negatively correlated
with the possibility of material misstatement.

Financial restatement suggests that reported financial statements contain material
misstatements. This means that the reputation level of a restatement company, and
especially the reputation of its financial reporting system, is low. According to the
negative relationship between company reputation and information risk, we can infer that
financial restatement companies have a higher information risk. The financial reports of
these companies are more likely to contain material misstatements. Therefore, we propose

the following hypothesis:

3 Company reputation and corporate governance are related but are fundamentally different. Both

are means to reduce agency problems and both are examined and supported by analytical models
characterised by information asymmetry and moral hazards. However, the reputation effect requires no
formal contracts because it relies on self-disciplining, and reputation research emphasises the dynamics
of repeated interactions between players. In contrast, the principal-agent models that underlie corporate
governance mechanisms rely on formal contracts and external monitoring, and many corporate
governance models are built in a single-period setting. We choose the reputation mechanism as the
theoretical basis for this study because the information risk of restatement can be better explained
by this mechanism.
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Hla: Compared with other companies, material misstatements are more likely

to exist in the financial reports of the restatement company.

The second question is whether an increase in the information risk of restatement
companies is accompanied by an increase in the severity of the nature of the
restatements. Since regulatory agencies and researchers have been focusing on the
earnings manipulation motivation of restatement (Zhang and Wang, 2004; Callen et al.,
2008; Kedia and Philippon, 2009), the motivations behind restatement are generally
classified into earnings manipulation and non-earnings manipulation. However, through
a deep analysis of restatement announcements, Plumlee and Yohn (2010) find that the
main cause of financial restatements is internal control deficiency rather than earnings
manipulation. In addition, restatements are also caused by the inadaptability of accounting
standards.

Restatements caused by the inadaptability of accounting standards are not related
to the company itself; they just suggest that the corresponding accounting standards
are not clear and perfect. Restatements caused by internal control deficiencies suggest
that the company is deficient in management ability. Restatements caused by earnings
manipulation indicate that the company’s morality is very weak. Therefore, the severity
of the nature of the restatement increases as the cause changes from the inadaptability of
accounting standards to internal control deficiencies and then to earnings manipulation.
This also means that the reputation of a restatement company, especially the reputation
of its financial reporting system, gets worse and worse. As mentioned above, company
reputation is negatively correlated to information risk. Therefore, we propose the

following hypothesis:

H1b: The more serious the nature of restatement, the more likely it is that

material misstatements exist in the financial reports of the restatement company.

2.3 Financial Restatement and Audit Opinion

If Hypotheses la and 1b are true, our next question is whether the market can
identify the information risk of restatement in the restatement period rationally.
We choose the perspective of auditors for our research. As important information
intermediaries in the capital market, auditors’ cognition of the information risk of
financial restatement is a good measure of the market’s level of cognition about
restatement. Meanwhile, auditors focus on the quality of financial reporting, and so their
audit reporting decisions are not affected by a company’s future cash flow. Therefore,
we can eliminate interference from the wealth effect of restatement and provide more
direct empirical evidence for understanding the market’s cognition of the information
risk of restatement.

If the auditor can identify the information risk of restatement rationally in the



Financial Restatement, Information Risk, and Market Perception

restatement period, he/she will take measures to deal with it in order to keep the audit
risk within an acceptable level. The most direct and effective risk management strategy
may be to issue a strict audit opinion (Kim et al., 2006). Moreover, if the auditor can
identify the difference in information risk between restatements of different nature, the
possibility of issuing a strict opinion would be differential.* Xin and Huang (2009) find
that auditors adopt differential audit reporting strategies for different ways of earnings
management. Their result also provides indirect evidence for our following hypotheses.

We therefore propose Hypotheses 2a and 2b:

H2a: Compared with non-restatement companies, auditors are more likely to

issue a strict audit opinion to restatement companies.

H2b: The more serious the nature of restatement, the more likely it is that an

auditor will issue a strict audit opinion.

If the above hypotheses are true, our last question is whether the market’s cognition
of the information risk of restatement is based on total rationality or limited rationality.’
We choose the perspective of auditors for our research. If an auditor’s cognition of the
information risk of restatement is based on total rationality, the possibility of an auditor
issuing a strict opinion should be the same for restatement companies and non-restatement
companies after we control for information risk. Meanwhile, the possibility of an auditor
issuing a strict opinion should also be the same among restatements of different nature

after we control for information risk. Therefore, we propose the following hypotheses:

H3a: After controlling for risk information, the possibility of an auditor
issuing a strict opinion is the same for restatement companies and non-restatement

companies.

H3b: After controlling for risk information, the possibility of an auditor issuing

a strict opinion is the same among restatements of different nature.

lll. Research Design

3.1 Material Misstatement Model

We set up the material misstatement model according to Cao, Myers, and Omer
(2012) in order to examine the information risk of restatement. The full regression model

is as follows:

4 The China Securities Regulatory Commission (CSRC) issued a notice on 6 January 2004 that auditors

should pay more attention to the treatment, disclosure, and nature of restatement and issue appropriate
audit opinions.

The extant literature suggests that investors’ cognitive resources are restricted due to emotional and
psychological factors. This leads to irrational bias against earnings information (Li and Zhang, 2011).
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Where:

MISSTATE = 1 if the company misstates its annual financial statement for the given
period and 0 otherwise;

MISSTATE_ORDER = 1 if the misstatement is caused by the inadaptability of
accounting standards, 2 if the misstatement is caused by internal control deficiencies, 3 if
the misstatement is caused by earnings manipulation, and 0 if there are no misstatements
in the financial statement;

RESTATE = 1 if the financial statement is restated and 0 otherwise;

RESTATE _ORDER = 1 if the financial statement is restated due to previous
inadaptability of accounting standards, 2 if the financial statement is restated due to
previous internal control deficiencies, 3 if the financial statement is restated due to
previous earnings manipulation, and 0 if the financial statement is not restated;

and all other variables are defined as in Table 1.

3.1.1 Dependent Variables

MISSTATE and MISSTATE_ORDER are the dependent variables of Model 1.

3.1.2 Experimental Variables

RESTATE and RESTATE_ORDER are the experimental variables of Model 1.
If Hypotheses la and 1b are true, we expect that the coefficients of RESTATE and
RESTATE_ORDER will be significantly greater than 0.
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Table 1 Variable Definitions

Dependent variables

MISSTATE = 1 if the company misstates its annual financial statement for a given
period and O otherwise;

MISSTATE_ORDER = 1 if misstatements are caused by the inadaptability of
accounting standards, 2 if misstatements are caused by internal control deficiencies, 3 if
misstatements are caused by earnings manipulation, and 0 if there are no misstatements
in the financial statement;

OPIN =1 if the auditor issues a modified audit opinion and 0O otherwise.

Experimental Variables

RESTATE = 1 if the financial restatement is restated and 0 otherwise;
RESTATE_ORDER =1 if the financial statement is restated due to previous
inadaptability of accounting standards, 2 if the financial statement is restated due to
previous internal control deficiencies, 3 if the financial statement is restated due to
previous earnings manipulation, and 0 if the financial statement is not restated.

Control Variables

PREOPIN = 1 if the auditor issues a modified audit opinion in the previous year and
0 otherwise;

DA = the signed value of discretionary accruals calculated by the modified Jones model;
LNASSET = the natural logarithm of the company’s total assets;

LEVERAGE = long-term debt plus short-term debt divided by total assets;

ROA = net income divided by total assets at the end of the year;

REVRATIO = receivables divided by total assets;

STORATIO = inventory divided by total assets;

AR_IN = receivables and inventory divided by total assets;

LOSS =1 if the company reported a loss in the previous year and 0 otherwise;

AGE = the square root of the number of years a company has been listed;

MERGER = 1 if the company engages in a merger or acquisition during the year and
0 otherwise;

FINANCING = 1 if MERGER 1is not equal to 1 and if the number of shares outstanding
increases by at least 10 per cent during the year or if MERGER is not equal to 1 and
if long-term debt increases by at least 20 per cent during the year and 0 otherwise;
AFFILIATE = square root of the number of subsidiaries;

SEGMENT = the number of business segments;

SALE_GROWTH = the ratio of prime operating revenue growth;

OWNERSHIP = 1 if the company is state owned and 0 otherwise;

BOARD_SIZE = the number of board members;

BOARD_CONFER = the number of board meetings;

CHAIR_CEO = 1 if the chairman and CEO is the same person, 2 if the CEO is the
vice-chairman or a director, and 3 if the CEO is not a director;

BOARD_INDEP = the percentage of the company’s independent directors;

MSHARE = the percentage of shares owned by executives;

BOARD_AUDIT = 1 if the company sets up an audit commission and 0 otherwise;
FOREIGN =1 if there are foreign investors among the top 10 investors and 0 otherwise;
BIG4 =1 if the company is audited by a Big Four CPA firm and 0 otherwise;
SPECIALIST = the level of industry specialisation measured according to client revenue;
IMPOR = the natural logarithm of a client’s assets divided by the natural logarithm of
total assets of the audit firm that issues the audit report;

YEAR, = year indicators;

REGION;, = region indicators;

INDUSTRY. = industry indicators.
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3.1.3 Control Variables

First, we consider the effect of companies’ general characteristics. Although
most prior studies find no relation between size and fraud, we control for company
size (LNASSET). We also control for leverage (LEVERAGE) following the literature,
motivated by the debt covenant hypothesis (Watts and Zimmerman, 1986) that examines
the relation between earnings quality and debt covenants. We control for return on assets
(ROA) because prior studies have found associations between financial performance
and misstatement or fraud. We control for the proportion of receivables in total assets
(REVRATIO) and the proportion of inventory in total assets (STORATIO) because fraud
is more likely to happen when these proportions are at a higher level (Feroz et al., 1991;
Summers and Sweeney, 1998). We control for previous loss (LOSS) because losses for
consecutive years lead to special treatment against the listed company. We control for
the years of listing because Chinese firms are more susceptible to financial distress than
their overseas counterparts once they have exhausted the capital raised from initial public
offerings (IPOs).

We control for mergers and acquisitions (MERGER) following Kinney et al. (2004)
and for new financing (FINANCING) following Dechow et al. (1996) and Erickson et al.
(2006). We include two measures of business complexity — square root of subsidiaries
(AFFILIATE) and the number of business segments (SEGMENT) — because the prior
literature suggests that business complexity is associated with low quality accounting
information (Ashbaugh-Skaife er al., 2008). We control for the growth of a company
(SALE_GROWTH) because the better a company’s growth, the weaker the internal
control is. In addition, we include 4 district dummy variables (REGION,),® 2 year
dummy variables (YEAR,),” and 11 industry dummy variables (/INDUSTRY))® because
misstatement may vary across districts, years, and industries due to changes in business
and legal environments or because of macroeconomic conditions. Owing to the lack of
consistent interpretation and empirical evidence, we do not make predictions for these
control variables.

Second, we consider the effect of corporate governance characteristics. We control
for the type of ultimate ownership (OWNERSHIP) because a company will have serious
agency problems if it is state owned. We control for the size of the board (BOARD_SIZE)

because Yermack (1996) finds that smaller boards are more effective. We control for

¢ In Taylor and Simon (1999), China is divided into five regions according to the level of economic
development, and four regional dummies are introduced: REGION, is an indicator variable set to 1 if
the listed company is located in Shanghai, Beijing, Tianjin, Guangdong, and Zhejiang and 0 otherwise;
REGION, is an indicator variable set to 1 if the listed company is located in Fujian, Jiangsu, Shandong,
and Liaoning and 0 otherwise; REGION;, is an indicator variable set to 1 if the listed company is
located in Heilongjiang, Jilin, Xinjiang, Hainan, Hubei, and Hebei and 0 otherwise; REGION, is an
indicator variable set to 1 if the listed company is located in Guizhou, Qinghai, Gansu, Ningxia, and
Shaanxi, and 0 otherwise.

7 Because our sample involves three fiscal years, Model 1 contains two dummy variables (YEAR,,
and YEAR, ;).

8 Our sample is divided into 12 industries according to the Classification Guidance for Chinese Listed
Companies issued by the CSRC. So, Model 1 contains 11 industry dummy variables.
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board diligence, measured as the number of board meetings (BOARD_CONFER), because
the more diligent a board is, the more likely it is that it can find misstatements. We
control for the position allocation of the chairman and CEO (CHAIR_CEO) because clear
position allocation is helpful for improving the efficiency of the board. We control for
board independence (BOARD_INDEP) because Beasley (1996) finds a lower probability
of financial statement fraud in companies with more independent boards and Klein (2002)
finds that board independence is positively related to accruals quality. We control for
manager ownership (MSHARE) because Warfield et al. (1995) find that greater manager
ownership is associated with greater earnings informativeness and better accruals
quality. We also control for the establishment of an audit commission (BOARD_AUDIT)
because DeFond and Jiambalvo (1991) find that an audit commission can decrease the
possibility of overvaluing earnings and Dechow et al. (1996) find that companies that
have established audit commissions are less likely to have fraud. Therefore, we expect
that the coefficients of OWNERSHIP and BOARD_SIZE will be positive and those of
BOARD_CONFER, CHAIR_CEO, BOARD_INDEP, MSHARE, and BOARD_AUDIT will
be negative.

Finally, we consider the effect of audit firm characteristics. We control for audit firm
size because large auditors are more competent or more concerned about their reputation
(DeAngelo, 1981) and more likely to find misstatements. We control for the degree
of specialisation of the auditor industry (SPECIALIST), which may increase disclosure
quality (Dunn and Mayhew, 2004) and reduce the incidence of fraud (Carcello and Nagy,
2004). Therefore, we expect that the coefficients of industry expertise and auditor size
variables should be positive. We also control for client importance (/MPOR). Because
the relationship between client importance and audit quality is not clear (Reynolds and
Francis, 2001; Craswell et al., 2002; Gaver and Paterson, 2007; Ghosh er al., 2009;
Chen, Sun, and Wu, 2010), we do not predict the sign of the coefficient of IMPOR.

3.2 Audit Opinion Model

In accordance with the extant literature (DeFond et al., 1999; Chen et al., 2001,
Chen and Zhang, 2007), we set up an audit opinion model in order to examine the
market’s cognition of the information risk of restatement in the restatement period. The

full regression model is as follows:

OPIN=f3, + B,RESTATE/RESTATE_ORDER + f,PREOPIN + 3, LNASSET
+ BLEVERAGE + B.ROA + BAR_IN + B,LOSS + BAGE
+ B,SALE_GROWTH + B,,OWNERSHIP + B, BOARD_SIZE
+ B,,BOARD_CONFER + f,,CHAIR_CEO + f8,,BOARD_INDEP
+ B,;MSHARE + f8,;BOARD_AUDIT + f8,,FOREIGN + f,,BIG4
+ B\oSPECIALIST + B, [MPOR + [, YEAR,y, + B, YEAR, s
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Where:
OPIN =1 if the auditor issues a modified audit opinion, and 0 otherwise

and all other variables are defined as in Table 1.

3.2.1 Dependent Variable

OPIN is the dependent variable of Models 2 and 3.

3.2.2 Experimental Variables

RESTATE and RESTATE_ORDER are the experimental variables of Models 2 and
3. If Hypotheses 2a and 2b are true, we expect that the coefficients of RESTATE and
RESTATE _ORDER in Model 2 will be significantly greater than 0. If Hypotheses 3a
and 3b are true, we expect that the coefficients of RESTATE and RESTATE_ORDER in
Model 3 will not be significantly greater than 0.

3.2.3 Control Variables

Models 2 and 3 also contain a series of control variables. We control for audit
opinions in the previous year (PREOPIN) because audit opinions tend to persist. We
control for client complexity (AR_IN) because material misstatement is more likely
to happen when the company’s business is very complicated. FOREIGN captures
the possible influence of foreign shareholders. Model 3 also contains MISSTATE,
MISSTATE_ORDER, and DA to control for information risk. The definitions of
MISSTATE and MISSTATE_ORDER are the same as in Model 1. DA is the measure
of discretionary accruals calculated by the modified Jones model.” We use it to control
for information risk without violating the Generally Accepted Accounting Principles
(GAAP). In addition, Hribar and Nichols (2007) find that it is better to use the signed
value of discretionary accruals rather than the absolute value for measuring earnings

quality.

° In order to calculate DA, we also divide our sample into different industries according to the
CSRC industry classification. The manufacturing industry is categorised at two levels while other
industries are categorised at one level only. Moreover, we eliminate industries that have less than 30
observations.
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The other control variables in Models 2 and 3 are the same as those in Model
1. In accordance with the extant literature, we expect the coefficients of PREOPIN,
LEVERAGE, LOSS, AR_IN, AGE, BOARD_SIZE, MISSTATE, MISSTATE_ORDER, and
DA in Model 3 to be significantly positive and the coefficients of LNASSET, ROA, SALE_
GROWTH, BOARD_CONFER, CHAIR_CEO, FOREIGN, BOARD_INDEP, MSHARE,
BOARD_AUDIT, BIG4, and SPECIALIST to be significantly negative. Because the effect
of ultimate ownership and client importance on audit reporting decisions is not clear,
we do not predict the sign of the coefficients of OWNERSHIP and IMPOR.

IV. Sample Selection and Nature Judgment

4.1 Sample Selection

For Model 1, we include all listed companies of the Chinese A-share market
between 2004 and 2006 in the Chinese Stock Market Analysis and Research (CSMAR)
database developed by Shenzhen GTA IT Co., Ltd. After omitting financial observations
and observations lacking data on companies’ general characteristics, we obtain 3,661
company-year observations. Then, we search for companies that restate reported
earnings through amendment announcements between 2004 and 2006 and define them
as restatement companies. If a company only announces changes in accounting policy
and accounting estimates, the use of new accounting standards, vocabulary, or printing
errors, we do not consider it to be a restatement company.

Subsequently, we search for restatement companies through amendment
announcements between 2005 and 2009. Then, among the identified companies, we
search for companies that made misstatements between 2004 and 2006 and define them
as misstatement companies. When we try to confirm the misstatement periods, some
special cases are found. If the company does not disclose the misstatement period
and only suggests that there are misstatements prior to a certain year, we consider the
misstatement period to be the nearest year prior to the restatement year. For example,
if, in 2006, a company discloses misstatements made prior to 2005, we consider the
misstatement period to be 2004. If the company clearly discloses misstatements involving
several fiscal years, we define all of them as misstatement periods.

When we collect misstatement samples, we find that a misstatement is more likely
to be restated in the following year. The longer the time gap between the restatement
period and the misstatement period, the less likely it is that prior misstatements are
restated. In addition, after searching among the restatement announcements made in
2009, we only find 11 observations that restate misstatements made between 2004 and
2006. Based on the above findings, we believe that there are few misstatements made
between 2004 and 2006 that are restated after 2009. It is effective for us to search
misstatement samples between 2004 and 2006 by using restatement announcements made

between 2005 and 2009. Of course, we do not exclude the special cases. We describe
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this limitation in Section VII. Moreover, we also use the CSMAR database to search for
punishment announcements of listed companies in order to verify the effectiveness of
our sample collection method. We find 65 companies that restated prior misstatements
between 2004 and 2006 through punishment announcements made between 2004 and
2011. They are all included in our sample. This further illustrates the effectiveness of
our sample collection method.

Thus, our sample collection method yields 461 restatement samples and 410
misstatement samples from the 3,661 observations. We eliminate nine observations that
lack corporate governance data; this yields 3,652 observations containing 460 restatement
samples and 409 misstatement samples. Finally, we eliminate 53 observations that
lack data on audit firm characteristics; this yields 3,599 observations containing 450
restatement samples and 404 misstatement samples.

For Model 2, we also include all listed companies of the Chinese A-share market
between 2004 and 2006 in the CSMAR database. After eliminating financial observations
and observations that lack data on companies’ general characteristics, corporate
governance characteristics, and audit firm characteristics, we finally obtain 3,828
company-year observations containing 470 restatement samples and 420 misstatement

samples. The sample of Model 3 is the same as that of Model 2.

4.2 Nature Judgment

Using the approach of Graham et al. (2008) and Plumlee and Yohn (2010), the
nature of restatements can be divided into three types by analysing the amendment
announcements: earnings manipulation by the management, internal control deficiency,
and the inadaptability of accounting standards.'

First, if restatement announcements suggest that prior misstatements were caused by
the management’s manipulation of earnings, we define the nature of these restatements
as earnings manipulation by the management. The specific criteria are as follows:
(1) “fraud”, “manipulation”, and other homologous words are found in restatement
announcements; (2) the CSRC enforces actions or the tax authorities impose punishments
related to the prior misstatements of restatement companies; (3) the prior misstatements
of restatement companies are questioned or investigated by the State-owned Assets
Supervision and Administration Commission (SASAC) of the State Council, the Ministry
of Finance, the company’s audit committee, independent directors, and other independent
third parties; and (4) any news articles suggest that the prior misstatements of restatement
companies were associated with earnings manipulation. If the restatement meets any one

of the above criteria, it is classified as being a restatement caused by the management’s

10 Plumlee and Yohn (2010) divide the nature of restatements into four types, namely earnings
manipulation of the management, internal control deficiency, business complexity, and the fuzziness
of accounting standards. We combine business complexity and fuzziness of accounting standards
into the inadaptability of accounting standards because all of these restatements are the result of the
inadaptability between accounting standards and accounting practice.
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manipulation of earnings.

Second, the nature of the restatement is classified as internal control deficiency if
the disclosure suggests that a prior misstatement of the restatement company was due
to “book or record deficiency” or to a simple misapplication of an accounting standard
and the company’s disclosure does not suggest that the error was intentional or due to
any notable characteristic of the accounting standard or the transaction.

Finally, the nature of the restatement is classified as the inadaptability of accounting
standards if the disclosure suggests that the prior misstatement of the restatement
company was related to the complexity of transactions and the vagueness of the
accounting standards.!!

Every restatement is analysed separately by the authors and by two auditors from
a local audit firm. If there is any difference of opinion with regard to the nature of a
restatement, we discuss it further until a consensus is reached. A financial restatement
caused by the inadaptability of accounting standards is not related to the company; it
just suggests that the corresponding accounting standards are not clear and perfect. A
financial restatement caused by internal control deficiencies suggests that the company
lacks management ability. A financial restatement caused by earnings manipulation
indicates that the company’s morality is very weak. Therefore, the severity of the nature
of the restatement increases from the inadaptability of accounting standards to internal
control deficiencies and reaches its highest when the reason is earnings manipulation.

Similarly, the nature of a misstatement is categorised into three types. The criteria
are the same as those for restatement. The only difference is in how the misstatement

period is judged.

V. Descriptive Statistics and Empirical Results

5.1 Descriptive Statistics

Table 2 provides the descriptive statistics of the variables of Models 1, 2, and 3.
During the sample period, 25 per cent (9 per cent) of the restatement companies (non-
restatement companies) are issued modified audit opinions and 24 per cent (9 per cent)

of the restatement companies (non-restatement companies) made material misstatements.

"' If a restatement announcement suggests there are many prior misstatements and the nature of these

prior misstatements is different, we choose the most serious nature. The percentage of this type of
restatements is very low. Overall, 2.2 per cent of the restatements are attributed to this type in Models
1-4 and 1-5, while 2.5 per cent of the restatements are attributed to this type in Models 2-2 and 3-2.
Moreover, the market pays more attention to the restatements that are of the most serious nature.
Therefore, this method does not have a significant effect on our results. In addition, we apply the
effect of prior misstatement on prior earnings to determine the nature of the restatement. Specially,
we use the prior misstatement that affects prior earnings maximally to determine the nature of the
restatement. Using this substitutive method, we re-examine the relationship between the nature of the
restatement and material misstatement and the effect of the nature of restatement on audit opinions
after controlling for information risk. The results of Models 1-4, 1-5, 2-2, and 3-2 do not change
significantly. This suggests that our results are robust.
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The result suggests that restatement companies are more likely to have material
misstatements and to be issued with strict audit opinions. Meanwhile, the discretionary

accruals of restatement companies are higher than those of non-restatement companies.

Table 2 Descriptive Statistics

RESTATE =1 RESTATE =0 Difference Test
Variables Mean Media Std. Mean Media Std. Mean Media
MISSTATE 0.24 0.00 0.43 0.09 0.00 0.29 0.91%*%% 9 (2%**
OPIN 0.25 0.00 0.43 0.09 0.00 0.28 7.84%Kk% 10.53%**
DA 0.00 0.01 0.14 0.00 0.01 0.15 1.74%*%  2.55%*
PREOPIN 0.19 0.00 0.40 0.08 0.00 0.27 6.25%*%  R26%**
LNASSET 21.19 2115 096 2128 2121 1.00 -1L72%% -1.24
LEVERAGE 0.68 0.62 0.40 0.53 0.52 0.27 7.63%*k% 9 20kHk
ROA -0.02 0.01 0.12 0.01 0.03 0.10 -0.38%*k* .0 T3x¥*
REVRATIO 0.18 0.14 0.13 0.14 0.11 0.11 0.62%%*  .94%%*
STORATIO 0.16 0.13 0.13 0.16 0.13 0.14 -0.76 -0.48
LOSS 0.25 0.00 0.43 0.12 0.00 0.33 6.13%%% 7 53k
AGE 2.93 3.00 0.56 2.79 2.83 0.64 475%%% 4 20%**
MERGER 0.64 1.00 0.48 0.60 1.00 0.49 L75%%  1.72%
FINANCING 0.12 0.00 0.33 0.16 0.00 0.37 S2.53%k% D3R
AFFILIATE 251 245 1.34 241 2.24 1.38 1.46%  222%*
SEGMENT 1.89 2.00 0.53 1.89 1.73 0.54 0.14 0.37
SALE_GROWTH 0.12 0.09 0.50 0.22 0.16 0.49 S3.67FFE 528K
OWNERSHIP 0.70 1.00 0.46 0.68 1.00 0.46 0.5 0.49
BOARD_SIZE 0.45 6.00 1.63 6.28 6.00 1.52 2.10%%  1.96%*
BOARD_CONFER 8.10 7.00 322 7.62 7.00 2.96 3.03%*k% 3 5%k
CHAIR_CEO 2.78 3.00 0.60 278 3.00 0.60 -0.09 -0.29
BOARD_INDEP 0.52 0.50 0.10 0.53 0.50 0.10 S3.05%kF D 16%*
MSHARE 0.00 0.00 0.00 0.01 0.00 0.06  -10.10%** -0.6
BOARD_AUDIT 0.52 1.00 0.50 0.51 1.00 0.50 0.56 0.56
FOREIGN 0.06 0.00 0.24 0.07 0.00 0.26 -0.85 -0.81
BIG4 0.01 0.00 0.10 0.07 0.00 0.26 20.13%*k% L4 TRk
SPECIALIST 0.00 0.00 0.07 0.03 0.00 0.18 -0.28%** L3 3Rk
IMPOR 0.05 0.04 0.05 0.05 0.04 0.05 0.12 0.25

Note: Variable definitions are shown in Table 1. For the variables involved in Model 1, the
overall number of observations is 3,599, which contain 450 restatement samples and
404 misstatement samples. For the variables only involved in Models 2 and 3, the
overall number of observations is 3,828, which contain 470 restatement samples and 420
misstatement samples. To save space, we do not show the descriptive statistics results of
YEAR, REGION, and INDUSTRY.
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Table 3 Financial Restatement and Material Misstatement: The Results of Logit

Regression
Model 1-1 Model 1-2 Model 1-3

Variables Coef. Z-stat. Coef. Z-stat. Coef. Z-stat.
Intercept S3.61%F% 2250 -3.05%* -2.00 S4.20%%% 22,69
RESTATE 0.84%** 6.29 0.81%** 6.04 0.77%%* 5.70
LNASSET 0.01 0.11 -0.05 -0.70 0.01 0.08
LEVERAGE 0.41%* 2.10 0.40%* 2.02 0.40%* 2.01
ROA -1.06* -1.81 -1.16%* -1.96 -1.19%* -1.99
REVRATIO 0.01 0.02 0.06 0.12 0.04 0.08
STORATIO 0.50 1.05 0.53 1.11 0.46 0.96
LOSS 0.34%* 2.13 0.35%* 2.20 0.36%* 2.25
AGE 0.28%** 2.66 0.26%* 2.39 0.26%* 2.37
MERGER 0.15 1.10 0.19 1.36 0.17 1.25
FINANCING 0.16 0.86 0.19 1.01 0.16 0.86
AFFILIATE 0.02 0.46 0.04 0.81 0.05 1.01
SEGMENT 0.16 1.48 0.16 1.52 0.13 1.23
SALE_GROWTH -0.13 -1.05 -0.12 -0.99 -0.12 -0.96
OWNERSHIP 0.05 0.38 0.05 0.42
BOARD_SIZE 0.11%%* 2.94 0.12%** 3.09
BOARD_CONFER -0.03 -1.49 -0.03 -1.54
CHAIR_CEO 0.04 0.40 0.04 0.41
BOARD_INDEP -0.17 -0.27 -0.09 -0.14
MSHARE -3.07 -1.31 -3.02 -1.30
BOARD_AUDIT 0.15 1.31 0.16 1.47
BIG4 -0.94%**% 247
SPECIALIST -1.01* -1.66
IMPOR 0.91 0.93
N 3661 3652 3599

Pseudo R? 0.14 0.14 0.16

Note: Variable definitions are shown in Table 1. *** ** and * represent significance at less than
1%, 5%, and 10%, respectively. The dependent variable of Models 1-1, 1-2, and 1-3 is
MISSTATE. To save space, we do not show the results of YEAR, REGION, and INDUSTRY.
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Table 2 also shows that compared with non-restatement companies, restatement
companies have higher PREOPIN, LEVERAGE, REVRATIO, LOSS, AGE, MERGER,
AFFILIATE, BOARD_SIZE, and BOARD_CONFER. Meanwhile, restatement companies
have lower LNASSET, ROA, FINANCING, SALE_GROWTH, BOARD_INDEP, MSHARE,
BIG4, and SPECIALIST than non-restatement companies. In addition, certain differences
exist in the companies’ general characteristics, corporate governance characteristics, and
audit firm characteristics for restatements of different nature. To save space, we do not

describe the descriptive statistics of related variables.

5.2 Empirical Results

Table 3 reports the results of the relationship between restatement and material
misstatement. The result of Model 1-1 shows that after controlling for companies’
general characteristics, RESTATE 1is positively related to MISSTATE (P<0.01), as shown
in Table 3. In Models 1-2 and 1-3, we control for the effect of corporate governance
characteristics and audit firm characteristics step by step. The coefficient of RESTATE
remains significantly positive at less than 1 per cent, suggesting that compared with
non-restatement companies, restatement companies are more likely to make material
misstatements. The results support Hypothesis la.

Subsequently, we further examine the relationship between the nature of restatement
and material misstatement, and the empirical results are reported in Table 4. The result
of Model 1-4 shows that RESTATE_ORDER is positively related to MISSTATE at less
than 1 per cent, as shown in Table 4. In Model 1-5, material misstatements are classified
into three types based on their nature. We find that RESTATE_ORDER remains positively
correlated with MISSTATE_ORDER. The results suggest that the more serious the nature
of the restatement, the more likely it is that the restatement companies make material
misstatements and the more serious the nature of the material misstatements is. The
results in Table 4 support Hypothesis 1b.

Next, we examine the relationship between financial restatement and audit opinions,
and the Logit results are shown in Table 5. The result of Model 2-1 in Table 5 shows
that RESTATE is positively related to OPIN (P<0.01). This result suggests that compared
with non-restatement companies, an auditor is more likely to issue a strict audit opinion
to restatement companies; this supports Hypothesis 2a. In Model 2-2 in Table 5,
restatements are classified into three types based on their nature. We find that RESTATE _
ORDER remains positively correlated with OPIN, suggesting that the more serious the
nature of the restatement is, the more likely it is that the auditor will issue a strict audit

opinion. The result supports Hypothesis 2b.
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Table 4 Nature of Restatement and Misstatement: The Results of Logit and Ologit

Regressions
Model 1-4 Model 1-5

Variables Coef. Z-stat. Coef. Z-stat.
Intercept -4 34%%* -2.74

RESTATE_ORDER 0.34%*%* 5.47 0.34%** 5.56
LNASSET 0.01 0.16 0.02 0.25
LEVERAGE 0.42%* 2.11 0.40%* 2.04
ROA -1.16%* -1.94 -1.08* -1.81
REVRATIO 0.04 0.07 0.17 0.33
STORATIO 0.43 0.90 0.46 0.96
LOSS 0.36%* 2.25 0.36%* 2.31
AGE 0.25%* 2.31 0.27%* 2.46
MERGER 0.18 1.31 0.18 1.32
FINANCING 0.17 0.88 0.16 0.87
AFFILIATE 0.05 0.99 0.04 0.83
SEGMENT 0.12 1.13 0.14 1.27
SALE_GROWTH -0.12 -0.98 -0.11 -0.91
OWNERSHIP 0.05 0.41 0.06 0.45
BOARD_SIZE 0.12%*%* 3.09 0.12%** 3.15
BOARD_CONFER -0.03 -1.49 -0.03* -1.64
CHAIR_CEO 0.04 0.41 0.04 0.39
BOARD_INDEP -0.09 -0.15 -0.21 -0.35
MSHARE -3.10 -1.33 -3.06 -1.31
BOARD_AUDIT 0.17 1.49 0.17 1.51
BIG4 -0.95%%* -2.50 -0.94%** -2.47
SPECIALIST -1.02* -1.68 -1.03* -1.70
IMPOR 0.94 0.97 1.01 1.05
N 3599 3599

Pseudo R? 0.16 0.12

Note: Variable definitions are shown in Table 1. *** ** and * represent significance at less
than 1%, 5%, and 10%, respectively. The dependent variables of Models 1-4 and 1-5 are
MISSTATE and MISSTATE_ORDER, respectively in Table 4. To save space, we do not
show the results of YEAR, REGION, and INDUSTRY.
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Table 5 Financial Restatement and Audit Opinions: The Results of Logit Regression

Model 2-1 Model 2-2

Variables Coef. Z-stat. Coef. Z-stat.
Intercept -0.38 -0.19 -0.36 -0.18
RESTATE 0.71%** 3.97

RESTATE_ORDER 0.36%** 4.55
PREOPIN 2.49% % 13.36 2.50%** 13.39
LNASSET —0.22%** -2.51 —0.22%** -2.52
LEVERAGE 3.25%** 9.69 3.24%%% 9.66
ROA —0.80%** —6.44 —0.82%** —6.56
AR_IN 0.34 0.75 0.32 0.69
LOSS 0.39%* 2.01 0.37%* 1.94
AGE 0.12 0.84 0.11 0.77
SALE_GROWTH —0.88%** -5.41 —0.87%** -5.39
OWNERSHIP —0.47%** -3.01 —0.47%** -3.03
BOARD_SIZE 0.02 0.29 0.01 0.27
BOARD_CONFER —-0.01 —-0.38 —0.01 —0.33
CHAIR_CEO -0.12 —-1.08 -0.12 -1.10
BOARD_INDEP 0.07 0.09 0.10 0.13
MSHARE -1.20 —0.54 -1.23 —0.55
BOARD_AUDIT —0.04 -0.25 —-0.04 —0.25
FOREIGN 0.41 1.60 0.40 1.54
BIG4 0.87%** 2.78 0.88%** 2.82
SPECIALIST -0.45 —0.80 —0.45 -0.79
IMPOR —1.60 —0.84 —1.52 —-0.80
N 3828 3828

Pseudo R? 0.46 0.46

Note: Variable definitions are shown in Table 1. *** ** and * represent significance at less than
1%, 5%, and 10%, respectively. The dependent variable of Models 2-1 and 2-2 is OPIN in
Table 5. To save space, we do not show the results of YEAR, REGION, and INDUSTRY.

Finally, we examine the relationship between restatement and audit opinions after
controlling for the information risk of sample companies, and the Logit results are
shown in Table 6. In Model 3-1 in Table 6, we use MISSTATE and DA to control for
the information risk of sample companies and find that the coefficient of RESTATE is
significantly positive at less than 1 per cent, suggesting that after controlling for the
information risk of sample companies, the auditor is still more likely to issue a strict audit
opinion to restatement companies. The results do not support Hypothesis 3a. In Model
3-2 in Table 6, we use MISSTATE_ORDER and DA to control for the information risk
of sample companies and find that the coefficient of RESTATE_ORDER is significantly



Financial Restatement, Information Risk, and Market Perception

positive at less than 1 per cent, suggesting that after controlling for the information

risk of sample companies, the auditor is still more likely to issue a strict audit opinion

against restatements that are of a serious nature. The results do not support Hypothesis

3b.

Table 6 Financial Restatement and Audit Opinions: The Logit Regression Results after

Controlling for Information Risk

Model 3-1 Model 3-2

Variables Coef. Z-stat. Coef. Z-stat.
Intercept -0.72 -0.36 -0.71 -0.36
RESTATE 0.63%** 3.46

RESTATE_ORDER 0.33%** 4.04
MISSTATE 0.66%** 3.47

MISSTATE ORDER 0.32%** 3.86
DA 1.41%* 1.74 1.39% 1.71
PREOPIN 2.51%*%* 13.42 2.53%** 13.49
LNASSET -0.21%* -2.36 -0.21%* -2.37
LEVERAGE 3.12%** 9.11 3.12%** 9.11
ROA -0.79%** -6.28 -0.80%** -6.39
AR_IN 0.37 0.79 0.31 0.68
LOSS 0.34%* 1.79 0.33% 1.71
AGE 0.11 0.77 0.10 0.67
SALE_GROWTH -0.85%** -5.30 -0.84%%* -5.24
OWNERSHIP -0.47%%* -3.00 -0.48%** -3.04
BOARD_SIZE 0.00 0.06 0.00 -0.02
BOARD_CONFER 0.00 -0.19 0.00 -0.09
CHAIR_CEO -0.11 -1.01 -0.11 -1.00
BOARD_INDEP 0.08 0.10 0.13 0.17
MSHARE -1.02 -0.46 -1.07 -0.48
BOARD_AUDIT -0.03 -0.22 -0.04 -0.26
FOREIGN 0.43* 1.64 0.41 1.54
BIG4 0.90%* 2.82 0.91%** 2.89
SPECIALIST -0.38 -0.68 -0.37 -0.65
IMPOR -1.72 -0.90 -1.71 -0.89
N 3828 3828

Pseudo R? 0.47 0.47

Note: Variable definitions are shown in Table 1. *** ** and * represent significance at less than
1%, 5%, and 10%, respectively. The dependent variable of Models 3-1 and 3-2 is OPIN in
Table 6. To save space, we do not show the results of YEAR, REGION, and INDUSTRY.
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Regarding the control variables of Model 1, as shown in Tables 3 and 4, the
coefficients of LEVERAGE, LOSS AGE, and BOARD_SIZE are significantly positive and
the coefficients of ROA, BIG4, and SPECIALIST are significantly negative. As for the
control variables of Models 2 and 3, as shown in Tables 5 and 6, the coefficients of
PREOPIN, LOSS, LEVERAGE, and BIG4 are significantly positive and the coefficients
of LNASSET, ROA, SALE_GROWTH, and OWNERSHIP are significantly negative. The
results support our expectations for these control variables; the coefficients of the other

control variables are not statistically significant.

VI. Additional Tests

6.1 The Endogenous Nature of Restatement

As shown in the descriptive statistics, significant differences exist between
restatement companies and non-restatement companies in terms of companies’ general
characteristics, corporate governance characteristics, and audit firm characteristics. There
are also significant differences between restatements of different nature in terms of these
factors. For our misstatement test, we conduct our analyses using the Heckman two-
stage approach in order to control for the endogenous nature of restatement.

In the first stage regression, we construct a restatement model and a restatement
nature model using all of the variables in the misstatement model and two instrumental
variables. Lennox, Francis, and Wang (2012) suggest that researchers should choose
instrumental variables carefully when constructing selection models. These selected
instrumental variables must be highly correlated with the dependent variables of the
first stage regression and, at the same time, should be insignificantly associated with the
residual from a regression of the first stage on all exogenous variables. In this study, the
first instrumental variable is /V1, which is an indicator variable set to 1 if the chairman
or the CEO changes in the year prior to the restatement announcement and 0 otherwise.
The second instrumental variable is /V2, which is an indicator variable set to 1 if the
audit firm changes in the year prior to the restatement announcement and O otherwise.
The change of audit firms includes both voluntary and mandatory changes. The new CEO,
chairman of the board, and audit firm are more independent in respect of prior financial
statements and are more likely to detect and correct misstatements made in prior periods.
Moreover, the more serious the nature of the restatement is, the more likely it is that
they will detect and correct misstatements made in prior periods. The result of the first-
stage regressions suggests that these two instrumental variables are positively related to
RESTATE and RESTATE_ORDER at less than 1 per cent and 5 per cent, respectively.
Meanwhile, these two instrumental variables are insignificantly associated with the
residual from the regression of the misstatement model on all exogenous variables.
Therefore, our Heckman two-stage regression models are relatively reliable based on

these instrumental variables.
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Table 7 Restatement and Material Misstatement: Heckman Two-stage Regression

Results
Model 1-1 Model 1-2 Model 1-3 Model 1-4 Model 1-5

Variables Coef. Z-stat.  Coef. Z-stat. Coef. Z-stat. Coef. Z-stat. Coef. Z-stat.
Intercept -3.39%% 232 291 -1.89  420%¥**-2.62 -4.50%**-2.83
RESTATE 1.28%%% 288 L12¥* 239  0.88* 1.83
RESTATE_ORDER 022% 175 0.25% 216
LNASSET 0.00 000 -0.05 -074 000 006 002 024 002 033
LEVERAGE 032 152 033 155 037* 172 046% 227 043 213
ROA -L13% 191 —121%*% 2,03 -121%* 22.00 -1.12* -1.88 -1.06* -1.77
REVRATIO -0.14 026 -0.04 -007 000 001 013 024 024 045
STORATIO 051 107 054 112 046 096 047 098 050 104
LOSS 0.30%  1.80  0.32%* 195  035%* 211  039** 240  039% 241
AGE 0.27#%% 258 0.25%* 233 026% 235 0.26%% 238  0.27%%* 251
MERGER 015 107 019 136 017 125 018 130 018 134
FINANCING 016 08 019 100 016 087 016 08 016 085
AFFILIATE 002 037 004 075 005 098 005 102 004 084
SEGMENT 016 149 016 153 013 124 012  L14 014 127
SALE_GROWTH -0.11 -088 011 -086 0.1 -091 -0.13 -107 -0.12 097
OWNERSHIP 004 032 005 040 005 041 006 043
BOARD_SIZE 0.11%%% 2,87 0.12%%*% 3,05  0.12%%* 314 0.12%%* 3.18
BOARD_CONFER -0.03 -1.58 003 -155 003 -139 =003 -157
CHAIR_CEO 004 039 004 041 004 045 004 042
BOARD_INDEP -0.11 =018 007 -0.11 -0.15 024 -026 042
MSHARE 313 -133 304 -131 300 -129 298 127
BOARD_AUDIT 014 129 016 145 017 149 017 151
BIG4 -0.93%* 244 096%¥**-2.53  —0.94***-2.48
SPECIALIST -0.99% -1.64 -1.03* -1.70 -1.04* -1.72
IMPOR 092 094 -0.08 -005 004 0.03
IMR -021 -1.05 -0.14 -069 005 -025 013 089 009 063
VIF
RESTATE 6.98 741 7.53
RESTATE_ORDER 6.13 6.13
IMR 6.61 6.99 7.07 5.76 5.76
N 3661 3652 3599 3599 3599
Pseudo R? 0.14 0.14 0.16 0.16 0.12

Note: Variable definitions are shown in Table 1. *** ** and * represent significance at less than
1%, 5%, and 10%, respectively. The dependent variables of Models 1-1 to 1-4 and Model
1-5 are respectively MISSTATE and MISSTATE ORDER in Table 7. To save space, we do
not show the results of YEAR, REGION, and INDUSTRY.
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In the second stage, we estimate Models 1-1 to 1-3 and include the inverse Mills
ratio (IMR) obtained from the restatement model. Meanwhile, we estimate Models 1-4
and 1-5 and include the IMR obtained from the restatement nature model. We report
the second-stage results in Table 7. The results do not change significantly, and they
support Hypotheses la and 1b.

Because the results of selection models are very sensitive to the particular
specialisations of the model, Lennox, Francis, and Wang (2012) suggest that researchers
should change the specialisations of the model and test the robustness of the results.
Therefore, in the restatement model and the restatement nature model, we only include
the general characteristics of companies used in the misstatement model. The change
in model specialisations does not affect the empirical results significantly. In addition,
we only include the companies’ general characteristics and corporate governance
characteristics of the misstatement model in the restatement model and restatement nature
model. This change in model specialisations also does not affect the empirical results
significantly.

Because the results of selection models are vulnerable to multicollinearity,
Lennox, Francis, and Wang (2012) suggest that researchers should report a diagnosis
of multicollinearity. Thus, we report the variance inflation factor (VIF) of RESTATE,
RESTATE_ORDER, and IMR in Models 1-1 to 1-5. We find that the VIFs of RESTATE,
RESTATE_ORDER, and IMR are less than 10 in Models 1-1 to 1-5. The result suggests
that multicollinearity does not exist in our selection models.

According to the above analysis, our selection models are relatively effective. In
addition, the results of the selection models further support our hypotheses. Because the
coefficients of the IMRs are not significantly negative or positive, endogenous problems
may not exist in financial restatements.

6.2 The Measure of Information Risk

To test the information risk of restatement, we mainly use material misstatement
to measure the information risk of sample companies. However, in the test of auditors’
cognition of the information risk of restatement, we further control for the information
risk of sample companies by using discretionary accruals. Do restatement companies
have higher discretionary accruals than non-restatement companies? The answer to this
question will help us to further understand the information risk of restatement in the
restatement period. Following Francis and Wang (2008), we construct the following
model to test the information risk of restatement in the restatement period:

DA=f8, + B,RESTATE/RESTATE_ORDER + B,LNSALE + B,CFO
+ B,LEVERAGE + B,LOSS + B,SALE_GROWTH
+ B,PPE_GROWTH + B,OWNERSHIP + ,BOARD_SIZE
+ B,,BOARD_CONFER + f3,,CHAIR_CEO + B,,BOARD_INDEP
+ BsMSHARE + jB,,BOARD_AUDIT + B, ,BIG4 + f3,,SPECIALIST

4
+ B IMPOR + B\YEAR , + B, YEAR 5+ 5,5 + iZ:IREGIONi
11

+ B +j/211NDUSTRYj +e “
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Where:

LNSALE = the natural logarithm of the company’s total sales;

CFO = the company’s cash flow from operations divided by total assets

PPE_GROWTH = the ratio of fixed assets growth;

and all other variables are defined as in Model 1.

Table 8 Financial Restatement and Discretionary Accruals: The Results of OLS

>

Regression
Model 4-1 Model 4-2 Model 4-3

Variables Coef. T-stat. Coef. T-stat. Coef. T-stat.
Intercept 0.239%** 7.41 0.252%** 7.00 0.273%** 7.33
RESTATE 0.082%** 4.47 0.075%** 3.96 0.071%** 3.73
LNSALE -0.010%**  -6.57 -0.010%**  -5.88 -0.011%*%*  -6.19
CFO -0.266%*%*  -7.87 -0.266%*%*  -7.86 -0.267*%*%*  -7.87
LEVERAGE 0.106***  12.62 0.105%**  12.42 0.105***  12.43
LOSS 0.011% 1.76 0.011* 1.71 0.010 1.59
SALE_GROWTH 0.003 0.81 0.003 0.79 0.004 0.93
PPE_GROWTH 0.001 0.37 0.001 0.38 0.001 0.41
OWNERSHIP 0.002 0.45 0.002 0.42
BOARD_SIZE -0.002 -1.60 -0.002* -1.72
BOARD_CONFER 0.000 -0.42 0.000 -0.46
CHAIR_CEO -0.003 -0.89 -0.003 -0.90
BOARD_INDEP 0.003 0.15 0.001 0.07
MSHARE 0.015 0.40 0.015 0.40
BOARD_AUDIT -0.007* -1.81 -0.007* -1.90
BIG4 -0.017** -2.15
SPECIALIST 0.004 0.31
IMPOR -0.024 -0.63
N 3898 3889 3828

Adjusted R? 0.21 0.21 0.21

Note: Variable definitions are shown in Table 1. *** ** and * represent significance at less than
1%, 5%, and 10%, respectively. The dependent variable of Models 4-1 to 4-3 is DA in
Table 8. To save space, we do not show the results of YEAR, REGION, and INDUSTRY.
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The results of the relationship between restatement and discretionary accruals are
reported in Table 8. The coefficient of RESTATE is significantly positive at less than 1
per cent. The result suggests that restatement companies have higher information risk.
We further classify restatements into three types according to their nature, and the result
is reported in Table 9. The coefficient of RESTATE _ORDER is significantly positive at
less than 5 per cent. This result suggests that the more serious the nature of restatement,

the higher the information risk. These results further support Hypotheses la and 1b.

Table 9 Nature of Restatement and Discretionary Accruals: The Results of OLS

Regression
Model 4-4 Model 4-5 Model 4-6

Variables Coef. T-stat. Coef. T-stat. Coef. T-stat.
Intercept 0.245%** 7.57 0.255%** 7.08 0.279%** 7.47
RESTATE_ORDER 0.015%** 2.54 0.013%* 2.17 0.012%* 2.03
LNSALE —0.010%**  —6.69 —0.010%**  —5.88 —0.011%%*  —6.27
CFO —0.265%**  -7.83 —0.266%**  —7.84 —0.267%**  —7.86
LEVERAGE 0.098***  12.05 0.098***  11.94 0.098***  12.01
LOSS 0.007 1.17 0.007 1.17 0.007 1.07
SALE_GROWTH 0.005 1.20 0.005 1.15 0.005 1.28
PPE_GROWTH 0.002 0.46 0.002 0.46 0.002 0.49
OWNERSHIP 0.001 0.31 0.001 0.29
BOARD_SIZE —0.002*%**  —1.76 —0.003* -1.90
BOARD_CONFER -0.001 —0.82 —0.001 —0.85
CHAIR_CEO —0.003 -0.92 —0.003 -0.92
BOARD_INDEP 0.009 0.44 0.007 0.33
MSHARE 0.015 0.40 0.015 0.41
BOARD_AUDIT —0.007* -1.91 —0.007** -2.00
BIG4 —0.019** -2.34
SPECIALIST 0.005 0.47
IMPOR —0.022 —0.57
N 3898 3889 3828

Adjusted R? 0.20 0.21 0.21

Note: Variable definitions are shown in Table 1. ***, ** and * represent significance at less than
1%, 5%, and 10%, respectively. The dependent variable of Models 4-4 to 4-6 is DA in
Table 9. To save space, we do not show the results of YEAR, REGION, and INDUSTRY.
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6.3 The Classification of Audit Opinions

In the above examination, we only classify audit opinions into modified opinions
and unmodified opinions and do not consider the differences among different modified
opinions. Here, we further classify audit opinions into five types in order to validate and
extend our hypotheses. The dependent variable OPIN_ORDER is coded from 0 to 4 for
clean, unqualified with explanatory notes, qualified, qualified with explanatory notes, and

disclaimed/adverse opinions, respectively.

Table 10 Financial Restatement and Audit Opinions: The Results of Ologit Regression

Model 2-1 Model 2-2 Model 3-1 Model 3-2

Variables Coef.  Z-stat. Coef.  Z-stat. Coef.  Z-stat. Coef.  Z-stat.
RESTATE 0.60%** 3.88 0.52%*%* 334

RESTATE_ORDER 0.32%%* 4,60 0.28*** 3.99
MISSTATE 0.68*** 4.10

MISSTATE ORDER 0.33%*%* 453
DA 2.15%%% 330 2.16%%* 334
PREOPIN 2.16%*%* 13.19 2.16%** 13.16 2.20%** 13,40 2.20%%* 1341
LNASSET -0.10  -128  -0.10 -1.30 009  -1.11 —0.08 -1.08
LEVERAGE 1.66%** 10.49 1.67%%* 10.51 1.50%%* 927 1.50%%* 9.30
ROA —0.43%*F* 465 —0.44%**% 48] —0.46%** —4.95 —0.47%*% 5,06
AR_IN 0.89**  2.34 0.86%*  2.26 0.91** 237 0.88**  2.29
LOSS 0.58*** 3,57 0.58*** 3.57 0.51%%* 312 0.52%%* 320
AGE 0.06 0.49 0.05 0.39 0.06 0.43 0.04 0.28
SALE_GROWTH -1.09%*¥* 7,01 -1.09¥*¥* -7.00  -1.03*** —6.73 -1.04%** 677
OWNERSHIP —0.49%** 361 —0.50%*%*% 3,65  -0.49*%* 3,60  -0.50%** -3.64
BOARD_SIZE -0.02 -034 -002 -035 002 -051 -0.03 —0.59
BOARD_CONFER 0.01 0.40 0.01 0.40 0.01 0.57 0.01 0.62
CHAIR_CEO -0.11 -1.13 -0.11 -1.11 -0.08  -0.83 -0.07 076
BOARD_INDEP 0.30 0.43 0.34 0.49 0.28 0.41 0.35 0.51
MSHARE -1.86  -0.85 -1.90 087  -1.65 -0.76  -1.70  -0.78
BOARD_AUDIT 0.00  -0.01 0.00  -0.04 0.00 0.02 0.00 0.00
FOREIGN 0.24 1.01 0.23 0.97 0.26 1.08 0.24 0.99
BIG4 0.76*** 2.57 0.77%%* 2,61 0.82%** 275 0.83%** 2.78
SPECIALIST -0.41 -0.77  -041 -0.76 036  -0.66  -034  -0.63
IMPOR -148 088 -142 08  -1.69 -1.00 -1.70  -1.01
N 3828 3828 3828 3828
Pseudo R? 0.32 0.32 0.33 0.33

Note: Variable definitions are shown in Table 1. *** ** and * represent significance at less
than 1%, 5%, and 10%, respectively. The dependent variable of Models 2-1, 2-2, 3-1, and
3-2 is OPIN_ORDER in Table 10. To save space, we do not show the results of YEAR,
REGION, and INDUSTRY.
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Table 10 reports the Ologit regression results for audit opinions. In Table 10, the
results of Models 2-1 and 2-2 show that the coefficients of RESTATE and RESTATE _
ORDER are significantly positive at less than 1 per cent. These results suggest that
auditors will react to the information risk of restatement through modified audit opinions
and, meanwhile, will issue stricter modified audit opinions when the nature of the
restatement is more serious. These results further support Hypotheses 2a and 2b. The
results of Models 3-1 and 3-2 show that after controlling for information risk, the
coefficients of RESTATE and RESTATE_ORDER are still significantly positive at less
than 1 per cent and do not support Hypotheses 3a and 3b.

6.4 Other Robustness Checks

In addition to the above sensitivity test, we also perform the following robustness
checks:

(1) We limit our sample to restatement companies and introduce four variables into
Models 1-4, 1-5, 2-2, and 3-2 in order to control for the impact of financial restatement
on net income (ABRATIO), the direction of this impact on net income (DI/RECT), the
importance of accounting issues (CORE), and the number of transactions (NUM) involved
in the restatement. Following Palmrose and Scholz (2004), we compute 4BRATIO by
subtracting restated net income from originally reported income and scaling the absolute
value of the difference by the total assets reported at the year-end immediately prior to the
announcement of restatement. DIRECT is an indicator variable set to 1 if the restatement
decreases the reported earnings and 0 otherwise. CORE is an indicator variable set to 1
if the restatement involves core accounting issues and 0 otherwise.”> NUM is an indicator
variable set to 1 if the number of transactions involved in the restatement is more than
three and 0 otherwise. The results further support Hypotheses 1b and 2b and do not
support Hypothesis 3b.

(2) The difference in samples among the models originates from SEGMENT, which
is involved in Model 1. In order to control for the effect of sample on the empirical
results, we eliminate SEGMENT in Model 1. We find that the results of Models 1-1 to
1-5 do not change significantly. In addition, we introduce SEGMENT into Models 2 and
3. We find that the results of Models 2-1, 2-2, 3-1, and 3-2 do not change significantly
either.

(3) In order to further control for the endogeneity problem of restatement, we use
the Heckman two-stage model to test an auditor’s reaction to restatement. This method
is consistent with the above Heckman two-stage models. The two instrumental variables
are positively related to RESTATE and RESTATE_ORDER at less than 1 per cent and

5 per cent, respectively. Meanwhile, these two instrumental variables are insignificantly

2 According to Palmrose and Scholz (2004), core restatements are defined as restatements involving
prime operating revenue, prime operating cost, and operating expenses.
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associated with the residual from the regressions of the audit opinion model on all
exogenous variables. Therefore, our Heckman two-stage regression model is relatively
reliable based on these instrumental variables. The results of the Heckman two-stage
regression further support Hypotheses 2a and 2b and do not support Hypotheses 3a and
3b. Moreover, the coefficients of the IMRs are not significantly negative or positive.
This further suggests that endogenous problems may not exist in financial restatements.

(4) In order to mitigate the impact of extreme values, all of the continuous
independent variables in Models 1, 2, and 3 are winsorised at the 1st and 99th percentiles.
The results of Models 1, 2, and 3 do not change significantly.

(5) In order to control for the impact of regression method, we conduct Probit
regression analysis for Models 1, 2, and 3. The distribution functions are different
between Logit and Probit: the former assumes that random variables obey the
logic probability distribution; the latter assumes that random variables obey normal
distribution. The results do not change remarkably as a result of using the Probit

regression method.

VII. Conclusions

Regulatory agencies and academics have been focusing on the economic
consequences of financial restatement. However, there is currently no research that has
examined the issue of whether these economic consequences originate from the rational
judgment or the irrational perception of the market. Using the perspective of auditors, this
paper tries to answer this basic academic question and produces three main findings. First,
financial restatement companies are more likely to make material misstatements than
non-restatement companies, and the more serious the nature of the financial restatement
is, the more likely it is that the financial reporting contains material misstatements;
meanwhile, the severity of the material misstatements is also higher. Second, auditors
are more likely to issue a strict audit opinion for restatement companies, and the more
serious the nature of the restatement is, the more likely it is that the auditor will issue
a strict audit opinion. Third, after controlling for information risk, the risk response of
auditors to restatement companies does not change significantly. Our results are still
robust after we consider the effect of the endogenous nature of restatement, the measure
of information risk, the classification of audit opinions, sample selection, extreme values,
and the regression method.

These results suggest that (1) financial restatement does mean that a company has a
higher information risk, and the nature of the restatement is an important determinant of
the severity of the information risk; and (2) the auditor can, in part, rationally identify
the information risk of restatement in the restatement period, but his/her cognition of
the information risk of restatement is, in part, irrational. Given all of these findings, we
can reach the following conclusion: the capital market’s cognition of the information

risk of restatement is based on both rational judgments and irrational perceptions.
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This paper not only expands the research fields on the economic consequences of
restatement but also further clarifies the mechanism of the economic consequences of
restatement and fills the gap in the theoretical research. In addition, this paper further
expands the audit risk assessment and management research by examining auditors’ risk
response to client reputation, which is measured by restatement.

The conclusions of this paper also have certain implications for regulatory agencies,
audit firms, and researchers. With regard to regulatory agencies, first, restatement not
only suggests that the quality of reported financial statements is low but also means
that restatement companies have higher information risk in the restatement period. So,
with regard to the direction of regulation, regulators should de-emphasise the role of the
restatement prompter, strengthen the monitoring of information risk in the restatement
period, and change the regulatory direction from prompting restatement to preventing
restatement.

Second, the causes of financial restatement include earnings manipulation, internal
control deficiency, and the inadaptability of accounting standards. The severity of the
information risk depends on the cause of the restatement. So, with regard to regulatory
strategies, regulators should understand thoroughly the underlying causes of restatement
and develop pertinent measures.

Finally, the capital market’s cognition of the information risk of restatement is based
on both rational judgments and irrational perceptions, and the cognitive bias mainly
stems from the information asymmetry between restatement companies and other market
participants. Although the CSRC issued a disclosure rule of restatement in 2003, actual
disclosure quality is not very good. So, in respect of the regulation method, regulators
should issue clear guidelines on the information disclosure of restatement and further
standardise the time, content, and format of restatement announcements to enhance the
transparency of restatements.

With regard to audit firms, an auditor cannot fully rationally identify the information
risk of restatement in the restatement period. As important participants and information
intermediaries in the capital market, auditors cannot transfer valuable signals to the
market through audit-reporting behaviour as this may further increase the cognitive bias
of the market and have a negative effect on market efficiency. So, audit firms should
further improve auditors’ ability to evaluate risk in order to play the external governance
role well. Specific measures include strengthening the implementation of risk-oriented
auditing standards, encouraging innovations in internal quality control, strictly limiting
the adverse effect of economic ties and personal relationships between the audit firm
and the client on audit quality, and actively constructing CPA reputation and cultural
constraints mechanisms to enhance the ability of auditors to identify and respond to
information risk.

For audit firms, the causes of restatement are very complicated and the severity

of information risk depends on the nature of the restatement. So researchers should be
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more cautious when they use financial restatement as a surrogate variable for earnings
manipulation and the quality of financial reporting.

Although this paper makes certain academic contributions and has practical
implications, it also has some limitations. First, we mainly use publicly known
information to judge the nature of restatements and are unable to obtain private
information to examine its validity. Second, we search for our sample of material
misstatements made between 2004 and 2006 using restatement announcements made
between 2005 and 2009. This method cannot identify misstatement samples from between
2004 and 2006 that are restated after 2009. Third, following Lennox, Francis, and Wang
(2012), we analyse the validity of selection models and their results, but we still cannot
exclude the influence of subjective factors on the selection of instrumental variables and
model specifications. Finally, we examine auditors’ risk response to restatement in view
of their audit opinions and do not consider other possible risk management strategies.

These aspects need to be improved by further research.
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