Contents

Contents

LSt OF TADIES ....eeeeeiieiee ettt et e e e et e e v
LSt Of FIGUIES ....eeieeeie et ettt e VII
SUNMIMATY ..eeeiiee ittt e ettt e e e e ettt e e e e es st bteeeeeessaabbbaeeaeesessnnssseaeessensnnnsnens 1
ZUSAMIMENTASSUING .....eeeeeitiieeeiitiee et ee e e et eee ettt e e e seete e e beeeeeenneeeeeanneeeeeenneeeeeannee 7

1 Audit Market Regulation and Earnings Characteristics: Cross-Country

Evidence on the Role of the Audit Market Structure ............c.ccoccveeeevernnnene 15
I.1 INtrOAUCHON. ...ceiiiiiiiiiiitee ettt et 15
1.2 Back@round.......cocc.eeiiiiiiiiiiiiiei it 19
1.2.1 Restricted Auditor Liability .........ccooeiiiiivniiiiiiiii e, 20
1.2.2  The Joint Provision of Audit and Non-Audit Services.............. 21
1.2.3 The Disclosure of Auditor Fees ..........cccoceerviiiniiiiiiiniicnnnnen. 22
1.2.4  FE@ Caps.....ceeiiiiiieiiiieee ettt ettt et 24
1.2.5  JOINE AUAIES ceoiiiiiieiiiiiiee ettt 24
1.2.6 The Mandatory Rotation of the Audit Firm.............................. 25
1.2.7 The Mandatory Rotation of the Audit Partner.......................... 27
1.2.8  The Market StruCture........ccceeerriieiriiiiiieeiiieee et 27
1.3 Earnings CharacteriStiCs ......ocuueeeeiiiieeeiiieeeeeiiee et e e eiiee e eeee e 29
1.3.1 Discretionary ACCruals ..........coocueereiiiieereieee et 30
1.3.2  Lo0SS AVOIANCE....ccovuiiiiiiiiiiiiiieieeicce e 31
1.3.3  Asymmetric Timeliness.........cooccueereriieiinniieeiiniiieeniieee e 32
1.4 Data and Research Design...........cccceeviiiiiiiiiiieiiieee e 33
1.4.1 Research Design........cccoeeiiiiiiiiiiiiiiiieeeeee e 33
1.4.2 Sample Selection and Descriptive StatiStiCs.........cccovveeeernuneee. 38
L5 RESULLS weeeeeiiiiiee ettt ettt 45
1.5.1 Unconditional Analysis .......ccceeeieireiiiieeinieee e 45
1.5.2  Analysis in Changes .........cccceeeiiieeeeiiiiee et 48
1.5.3  Placebo Test..cccuueiiiiniiiiiiiiiieeiteee et 50
1.6 Analysis conditional on the market Structure ..............occceeeeveereenneen.. 52
1.7 Robustness ChecKs......cccveiriiiiiiiiiiiiniicereec e 59
1.8 CONCIUSION ...iiiiiiieie ettt et 63



Essays on the Quality of Audited Financial Statements

RETCIEINCES ..ottt e et e et e e tee s et e et e vaeees 65

2 What are the Drivers of Audit Quality after an Auditor Change? European

Evidence from Voluntary and Mandatory Auditor Switches ........................ 73
2.1 INErOAUCHION. c...eeeiiieiiieceiie ettt 73
2.2 Background and Hypotheses Development.............cccovviieeenniieennnnnee.. 76
2.2.1 The Relation between Auditor Changes and Audit Quality ...... 76
2.2.2 Hypotheses Development............ceovvuieeiniiiierniiieeenniieeeeeee. 79
2.3 Research Design and Sample Description............cccceeeveiieeeeiieeeeenenenn. 82
2.3.1 Estimation of Discretionary Accruals ..........ccoecoveeeeiiereennnee.. 82
2.3.2 Empirical MoOdels ..........cocoiiiiiiiiiiiiie e 83
2.3.3  Sample DeSCription .........cccceeeeruieieeiiiie et 89
2.4 Empirical ReSults ........ccccoeiiiiiiiiiiiiiiiicce e 95
2.5 Robustness Checks..........coocuiiiiiiiiiiiiiiiiiiiiiii e 100
2.0 CONCIUSION ...teiiiiitieeiiiteee ettt ettt ettt e 104
RELEIENCES ... ettt e 106
3 Fool’s Gold or Value for Money? The Link between Abnormal Audit
Fees, Audit Firm Size, Fair Value Disclosures, and Market Valuation ........ 113
3.1 INtrOAUCHON. ..eeiiiiiieiiiiiee ettt ettt 113
3.2 Background and Hypotheses Development.............cccccoeevviiieieeerennnnnns 117
3.2.1 The Fair Value Hierarchy and its Relation to Auditing ........... 117
3.2.2 Hypotheses Development..........ccuueeeieeeiiiiiiiiiieieiininiiieeeeeenn, 119
3.3 Empirical Method .........coooiiiiiiiiiiieee e 124
3.3.1 Research Design.......cocccuiiiiiiiiiiiiiiiiieee e 124
3.3.2  Sample DeSCription .......ccueeeeeuiieeeiiieieeeiiee e 132
3.4 Empirical RESUIS ....cocueiiiiiiiiiiiiiiiiiiiceec e 134
3.4.1 Descriptive StatiStiCs ....ccuvveeerriiieeiiiieeeniiiieeeiieeeeeieee e 134

3.4.2 The Differences between the Big 4 and the non-Big 4 Audit
Firms in the Association between Fair Value Assets and
TODIN S Q ettt e e e eaeaaaa s 137

3.4.3 The Differences between the Big 4 and the non-Big 4 Audit
Firms in the Association between Abnormal Audit Fees and
TObIN'S Q..o 141

II



Contents

3.4.4 The Effect of Abnormal Audit Fees on the Association
between the Level 3 Assets and the Market Value, given

Audit FIrm Size......oocveeiiiiiiiiiiiiiiice e 144

3.4.5 Differentiation between Positive and Negative Abnormal
AUIt FEES ...coiiiiiiiiiiiiiiiii e 146
3.5 Sensitivity ANALYSES ......eeerriiiiiriiieeiiiiiee ettt 148
3.5.1 The Definition of the Abnormal Audit Fees.............ccccccccuee. 148
3.5.2 Analysis for the Fair Value Liabilities ...........cccccceviieinnnneeen. 149
3.5.3 The Effect of the 2008 US Banking CrisiS.......ccccceeevuvvverernnnn. 150
3.6 CONCIUSION ...ttt ettt et e e ee e e e 150
RETEIENICES ... eiieiiie et et 152

The Link between Level 3 Assets of Banks and their Default Risk and
Default COSES .. ceiiiiiiiiiiiiittei ettt ettt et 159
4.1 INErOAUCHION. ....eeiiiiiiit ittt et e e 159
4.2 Background and Hypotheses Development..............cccovuieeeiniieeennnnne. 163
4.2.1 Fair Value Accounting and Related Literature......................... 163
4.2.2 Hypotheses Development ...........cceeeviriiiiiiiiieeiiiiiiiiieieeeeennes 164
4.3 Research Design and Sample Description.............ccceeerniieeiiniieeennnnne. 167
4.3.1 Determinants of the Share of Level 3 Assets........cccccceeeeeeennnns 167
4.3.2 The Link between Level 3 Assets and Default Risk ................ 169

4.3.3 The Link between Level 3 Assets and Default Risk over
TN ..ttt et 172
4.3.4 The Level 3 Assets and the Costs of Default.......................... 172
4.3.5 The Sample COMPOSIION ....eeverreeireriiiieeeeiiiee e e 174
44 RESUILS ceeieee e 179
4.4.1 Determinants of the Share of Level 3 Assets........cccccceeveeeennnns 179
4.4.2 The Link between Level 3 Assets and Default Risk............... 181

443 The Link between Level 3 Assets and Default Risk over
THMC ..ttt e 184
4.4.4 The Level 3 Assets and Costs of Default ............ccccoeeeieeennee. 186
4.5 Endogeneity and Analysis in Changes ...........ccccceeeieieereiieeeeniieeeenee, 189
4.6 CONCIUSION c..ueiiieiiiiie ettt et et e e e 192

I



Essays on the Quality of Audited Financial Statements

REfEreNCes. .. .ooiiiiiiiiiiiiic 194
Complete RefErences. ......c.ueiiiiiiiiieie e 199
Appendix Chapter 1 ......ooouiiiiiii et 219
APPENdix ChAPLET 2 ....eiiieiiiiiiiiiiee e eiiiieee e ee ettt e e e s ettt e e e e s e saanreeeeeseesnees 241
APPendix ChapLer 3 ......cooiiiiiiiiiiee ettt e e e e ettt e e e e s e saeereaeees e snees 247
APPendixX Chapter 4 .......cc.uiiiiiiiie ettt e et e 269
PN 074 1<) 17201 1L U TSP PSRRI 285

v



