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A COMPARATIVE ANALYSIS OF AUDITING PROBLEMS

Sabrina Auci*
Abstract

The recent financial erises have created a new debate about comparison and convergence of different
systems of corporate governance. In particular, they have underlined poor efficiency of rule
structures to achieve a good relationship between different stakeholder's rights. In line with many
studies of corporate governance that emphasize the manager-stakeholders relationship as explained
by agency theory, in this paper, I analyse the role of auditing as an incentive device to reduce
contractual or transaction costs related to asymmetric information.Considering as a benchmark the
recent US Sarbanes Oxley Act of July 2002. I describe a set of anditing principles by comparing
common and c¢ivil corporate laws. First, by using multiple correspondence analysis on six countries
and twenty-seven dummy variables on auditing rules, I identify the main variables that form the
auditing index. Second, I test the hypothesis that a suitable rule structure can improve the capability

of financial markets to estimate the fair value of fi

rms. In particular, I analyse the problem of the

effects of direct and indirect monitoring rules for managers on the market value of public companies.
The results obtained highlight a different relationship between -auditing principles and firm
performance from that expected on the basis of the legal framework.
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1. Introduction

Recent financial corporate crises have opened to a
new debate about the comparison and the
convergence of different corporate govemance
systems. The crises have highlighted poor efficiency
of rule structures that should achieve a good
relationship between different stakeholders' rights.

In a comprehensive survey on the corporate
governance literature, Becht er al. (2002) have
emphasized several reasons about why corporate
governance has been so prominent in recent decades.
These reasons include: i) the privatisation process of
the past two decades, ii) the pension fund reforms
and the growth of private savings, ii) the importance
of takeovers in financial markets during 1980s, iv)
the process of deregulation and integration of capital
markets, v) the 1998 East Asia crisis and,
consequently, the greater attention of economists to
corporate governance in emerging markets, vi) a
series of recent US scandals and corporate failures
during the bull market of the late 1990s. The
growing importance of globalization implies that
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financial markets could be exposed to new and
greater financial risks and that these new kinds of
risks are able to spread out within the international
financial system faster than before.

Three main strands of literature are relevant for
our purposes: i) the literature on corporate
governance systems based on manager-stakeholders
relationships explained by agency theory (Jensen and
Meckling 1976) and the concept of firm as a bundle
of contracts (Coase 1937, 1960 and Williamson
1975, 1979, 1987, 1996); ii) the literature on
efficiency of auditing as an instrument to monitor
managers’ actions (DeAngelo, 1981; Watts and
Zimmerman 1983; Palmrose, 2000, 1997; Palmrose
et al., 2001; Craswell 1999 and Francis, 2004); iti)
the literature on the measurement of corporate
governance mechanisms (La Porta et al., 1997, 1998,
2000; Black et al., 2003; Drobetz et al., 2004 and
Beiner ef al., 2004).

According to Gale (2000), the common aspect
of the recent corporate crises is the fragility of the
financial system. This means that a financial crisis in
one market can propagate through the economic
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system, causing larger damage after the initial small
shock. In the recent financial crises of the United
States (i.e. Enron, Arthur Andersen, WorldCom,
Tyco, Citigroup, Merrill Lynch, Goldman Sachs), the
causes of fragility stem from a problem of the
managers’ actions control in public companies, The
common aspect of US public company scandals is a
lack of good corporate governance mechanisms (e.g.
auditing mechanisms), capable to prevent corporate
misconduct and deep distortions between social and
private costs. Different reasons for top managers’
misconduct can be summarized in one important

different interests) have insufficient incentives to
control managers’ actions.

According to Coase’s theorem, if transaction
costs are zero, agents will sign a contract to
maximize their aggregate surplus, independently
from who owns the property rights. On the contrary,
when transaction costs are positive, it is necessary to
define the structure of property rights. Thus, firms
could be considered as a bundle of contracts with
several stakeholders such as managers, employees,
shareholders and auditors. In particular, both

(Williamson—1
agency theory (Jensen and Meckling 1976) explain
the existence of the firm from the contractual point
of view. This means that a long run incomplete
contract is the major feature of a firm.

The difference between the two theories is
based on two main reasons. The first theory focuses
on positive transaction costs, which could be
regarded as obstacles to sign several short run
contracts. The agency theory, instead, considers
asymmetric information as the main reason to sign
an incomplete contract. This means that counterparts
have to design an incentive scheme to reveal hidden
information and to behave in accordance to contract
objectives.

Williamson (1981) underlines that transaction
costs stem from two subjective characteristics:
limited rationality and opportunism. Since managers
are both limitedly rational and opportunistic, it is
necessary to control them, in order to avoid these
behaviours. However, this monitoring action is
costly both before (ex ante) and after (ex post) the
conclusion of the contract. Thus, one party has the
right to establish which actions have to be
undertaken in circumstances not explicitly defined in
the contract because of imperfect information on
future events.

According to Jensen and Meckling (1976),

" managers are agents mandated by shareholders to

run firms. For this reason, they should pursue
shareholders’ interests; in particular, they should
maximize shareholders’ wealth. However,
shareholders have the right to control managers’
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actions, but because of high information and control
costs, they are not able to monitor managers who
pursue their own interests. The agency theory
explains the conflict between managers and
shareholders in term of interests’ divergence. The
lack of control over management implies that
managers’ incentives are not aligned with
shareholders’ objectives and consequently, they can
perform actions to increase their power inside and
outside the firm. However, shareholders can protect
themselves from managers’ opportunistic behaviour.
They can write an ex-ante contract specifying a well

n——

the principal’s interests.

Campbell (1985) applies agency theory to the
relationship between managers and  public
accounting firms. Shareholders’ high costs for
monitoring management behaviour could be one of
the reasons for the development of auditing devices.
Moreover, managers need to certify balance sheets to
reduce the possibility of distortion of information.
This  potential  opportunity could increase
shareholders’ monitoring costs. A possible solution
can be found by having a third person (auditing

981)—and—professional or firm) whose purpose is to control the "~

truthfulness and the correctness of financial and
economic statements. Managers as well as
shareholders have incentives to have balance sheets
certificated because these can increase their own
credibility and reputation. As consequence of their
improved reputation, they can obtain a higher
remuneration and a higher value in financial markets
for firms that have been successfully audited relative
to firms that have not been audited or have not
passed the judgement of the auditors.

An efficient solution to these conflicts of
interests is not easy to find. More than two centuries
ago, Adam Smith underlined this governance
problem in “The Wealth of Nations” 1776: “Since
the directors of companies are the managers of other
people’s money rather than their own, it cannot be
expected that they should waich over it with the same
anxious vigilance as owners. Negligence and
profusion  therefore always prevail in the
management of affairs of such a company”. From the
time of Adam Smith’s insight to recent financial
scandals, the monitoring systems for management
have become more complex and efficient. Both
internal and external auditing structures have
developed during these last decades. Moreover, audit
opinions by public accounting firms are becoming as
important as financial markets and intermediaries’
approval. i

In the real world, firms provide less than perfect
information to financial markets and in some cases
certified firms reach an agreement with public
accounting firms about insufficient control of
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2. Theoretical literature on auditing and
measuring corporate governance

firm conducts both internal and external
audits and when it provides consulting services to the
client.

Auditing is a central and critical issue of
corporate governance. This means that the role of
auditing is to preserve a high confidence for financial
investors. However, a new challenge is rising in
these recent years; auditors have to be a watchdog of
firm behaviours. Auditing, actually, needs “not only
to deliver in the public interest what js practical and
cost effective, but need
(Percy, 1997, p. 5), whi
avoid a fall in investors’
governance issues shoul
besides issues on shareho
or independent directors’
combine the literature on
corporate governance wi
find out if the different legal system and the level of
auditing quality influence firm performance.

According to Francis’s survey (2004), audit
quality can be defined as a theoretical continuum
ranging from very low to very high audit quality.
Audit failures obviously occur on the lower end of
the quality continuum, Moreover, an audit failure

(i) when generally

are not enforced by

(ii) when an auditor

rt. On the other extreme,

be defined as the legal

and professional requirements, Thus, audit quality js
inversely related to audit failures: the higher the
failure rate, the lower the quality of auditing. The
empirical evidence (Palmrose, 2000 and 1997 and
Francis 2004) suggests that the number of lawsuits
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against auditors is small in United States, This seems
to imply a very low audit failure rate and the fact that
changes on auditing practices or on regulatory
environment are unnecessary. Previous studies on
auditing have focused on the relationship between
non-audit services and auditor’s independence, on
the amount of audit and non-audit fees and on the
length of the auditorclient relationship and the
possibility of mandatory audit rotation,

The provision of non-audit services  is
considered as an increase of management power over
the auditor and his audit report with the reduction of
auditor’s independence (DeAngelo, 1981: Antle
FOB4— St d; Magee and seng, 1990,

R

Mitchell e al., 1993 and Matsumura et gl., 1997).
Moreover, the provision of non audit services may
strengthen or may not be correlated with auditor's
independence (DeFond ef al., 2002; Craswell, 1999).
Further, it has been argued that the provision of non-
audit services by audit firms can be beneficial, It can
increase the auditor’s knowledge about the client and
allow him to perform a better audit (Canning and
Gwilliam 1999 and Messori et al., 2002),

There have been several studies on audit and
non-audit feesz._ Chung and Narasimhan, 2002 and
Carson er al., 2004 analyse cross-sectional variation
in audit fees, finding that developed country firms
pay higher audit fees than developing country firms
and that the audit market is characterized by
segmentation based on client size. Positive price
premiums to large auditors are present in the small
auditee market segment, while there is no evidence
of a fee premium to large auditors in the large
auditee segment. With regard to non-audit fees,
Frankel er al. (2002) show evidence that firms which
pay high non-audit fees, are treated by auditors more
mildly. This result is denied by several recent studies
such as Ashbaugh er al., 2003; Chung and Kailapur,
2003; Larcker and Richardson, 2004; Reynolds er
al., 2004. Moreover, DeFond er al. (2002) find no
evidence that the level of non-audit fees affects
auditor-reporting  decisions, Carcello and Neal
(2000) suggest that a strong internal audit commitlee
could support external auditors; Thus, external
auditors may have greater fee bargaining power that
may lead to signing audit contracts with higher audit
fees. Contrary to the general view, that considers
lowering audit fees as an incentive by auditors to
obtain more lucrative non-audit contracts, Abbot er
al. (2001) find a positive relationship between non-
audit and audit fees,

Another issue on auditing is the mandatory
aydit rotation, Recent studies examine auditor's
E

* For n more recent survey on “for or ugninst” issues on the
provision of non-uudit services and non-audit fees see Beattie and
Feamiey (2002) and Canning and Gwilliam (2003),
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tenure and audit quality issues, Meyers ef al. (2003)
find no evidence that a long term relation harms
nudit quality, while Johnson er al (2002) and
Johnson and Thomas (1990) find evidence of lower
audit quality in the first three years, following
auditor changes relative to ongoing engagements of
four or more years, which is consistent with lower
initial avdit quality on new engagements. A
theoretical paper by Gietzmann er al, (1997) shows
that rotation has a positive public policy role only if
audit markets are sufficiently thin. However, if the

audit market is sufficiently developed, the reputation
L EClL _ AssSo Med - wath - pole &1 Eaw LY HIUIe
business is sufficiently strong to deter implicit
collusion, and mandatory rotation could lead to
additional unnecessary costs.

A récent research has also begun investigating
how a country's legal system affects auditors’
behaviour. In other words, audit quality is affected
by rules that state auditors’ legal liability and other
punishment for negligence and misconduct. In
particular, Francis and Wang (2004) affirm that Big
4 auditing firms* behaviour is systematically related
to 4 country’s legal system. Auditors treat their
clients-more-conservatively i countrics having 2
legal system that gives investors greater protection,
including the ability to sue auditors. These results are
consistent with Seetharaman er al. (2002), who
teport that audit fees are higher for UK companies
that cross-list in US markets, a finding, which is
interpreted as a risk-premium for the auditors due to
increased litigation risk exposure in the US legal
system,

The recent debate on the capacity of public
accounting firms to promote fair financial reporting
has led US legislator to adopt several reforms,
including the creation of the Public Compiny
Accounting Oversight Board, which together with
the Securities and Exchange Commission will
monitor auditors’ behaviour. A recent paper by
Gunther and Moore (2002) concludes that market
forces have tended, over time, to shape the role of
auditors to match the needs of investors in
monitoring individual companies' performance.
Thus, policymakers’ intervention could be
considered unnecessary since it would increase audit
costs. Several auditing issues and specially the
importance of auditors’ independence and of legal
systems are considered as elements to measure
auditing performance. Tn particular, following the
corporale  governance measurement literature |
calculate an index that incorporates the legal level of
audit quality to test the degree to which much
financial markets are influenced by auditing quality,
Following the classification of Denis and McConnell
(2003) in their survey, I distinguish between first and
second penerations of research on international
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corporate governance, The first generation studies
examine individual govemance mechanisms —
particularly board composition and equity ownership
in individual countries, while the second
generation ones consider the possible impact of
different legal systems on structure and effectiveness
of corporate governance,

Within the first generation’ group, Bghren and
@Bdegaard (2003) consider different types of
measures of ownership characteristics, which include
a wider set of mechanisms, such as the identity of
outside owners (e.g., institutional, inu?mational, and
individual), the use of voting and non-voting shares,
board size, and dividend policy. They find that
corporate  governance matters for economic
performance. However, they do not consider the
effects of the more general underlying systems of
corporate laws and regulations of corporate
governance on firm value. In the second generation,
instead, legal and regulatory issues play a relevant
role on international corporate governance research,
This” kind of research begins with La Porta e al,
(1998), who hypothesize that the extent to which
country laws protect investor rights — and the extent
to which those laws are enforced - are fundamental
determinants of the ways in which corporate finance
and corporate governance evolve in each country.
They calculate two composite indexes: shareholders’
rights and creditors’ rights. The indicator of
shareholders’ rights is divided into two parts, First, it
is considered the one-share one-vote principle,
because investors are befter protected if dividend
rights are linked to voting rights during the annual
shareholders’ meeting at the end of the year. The
second aspect refers to the anti-director's rights,
which is a combination of six characteristics
measuring how strongly the legal system favours
minority  shareholders against managers and
dominant shareholders in the corporate decision
process.

Several authors have followed this way of
construcling a compound index to measure the
corporate governance mechanisms both within the
country and in comparison with the other countries,
For example, Hyytinen et al, (2003) have analysed
Finnish corporate governance by constructing 18
variables, developed by La Porta et al. (1998) and
extended by Pistor (2000) and Glaeser, Johnson and
Shleifer (2001), measuring  shareholders'  and
creditors' protection for the period 1980-2000, Other
studies (Dumev and Kim, 2003; Black er al., 2003
und Gompers, Ishii and Metrick, 2003) have used

’ For a comprehensive survey on corporate governance issues see
Shlcifer and Vishny (1997) and Denis and McConnell (2003).

datasets collected by financial institutions, whose
method of generating variables is completely
different from the one adopted by La Porta et al,
(1998). In particular, they get data of corporate
governance mechanisms at firm-level and not at
country-level. Several authors are not satisfied with
the existing datasets both because of the lack of data
collection for some specific countries and some
specific kind of firms and because of the possibility
of biases in the way they are collected. For these
reasons, Drobetz et al. (2004) have sent out to all
firms in the four principal segments of the German
stock exchange a detailed questionnaire with a
variety of different governance practices and
attitudes based on the German Code of Best P;;‘clice.
Thus, they could be able to develop broad c(')'rporate
governance rating (CGR) as a proxy for firmlevel
governance quality. Following the same method of
constructing a corporate governance index is the
analysis of Beiner ef al, (2004) that have sent out to
all Swiss firms quoted at the Swiss Stock Exchange
(SWX), with the exception of investment companies
a detailed questionnaire, which is mainly based on
the suggestions and recommendations of the Swiss
Code of Best Practice.

3. The empirical model

The fundamental hypothesis that I propose to o test
is that audit rules affect firm performance. To
achieve this result, following the lead of Levine and
Schmukler (2005), 1 combine firm-specific and
country level variables,

The basic econometric test performed aims at
falsifying the following hypothesis: Hypothesis:
(Tobin's q and legal rule system). Since firm
performance is influenced by the tegal structure of
the markes, financial operators can be more inclined
fo invest in a market that protect more effectively
stakeholders in general and shareholders in
particular. Thus, the auditing aspect is very
important in the protection of shareholders against
management misconduct.

This hypothesis is tested by using the following
equation:

hﬁ=qfﬁ7qh9§+q€?§0qhﬂ?§,awP§oa,hV_Z.lQm,CGhDEJu,

where

izt 6 coumiries

fh 80

£ VR0 ey (1)

In (1), Ingijt is the Tobin's g; InEPSijt is earning
per share value; GPCit is per capita national growth
rate; InDPSijt is dividend per share; SDPEijr is
standard deviation of price earning ratio; InN_EMPijt
is total number of employees; o represents country
fixed effects; B, is year effects: and, finally,
CGINDEXjt represents the fundamental variables of
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auditing issue, describing the auditing rules of a
country”.

The hypothesis is tested for overall, common
and civil law samples, Texamine the two subsamples
because I want to falsify the hypothesis that auditing
rules influence in different wiys firms' performance,
In particular, because common law countries provide
for one tier corporate bourd their need for external
control should be higher than t civil law countries,
characterized by two tier board rules.

4. Key-principles of auditing and the

The value | is assigned (o each period where the
legal rule is present, while the value 0 s nssigned in
cich period in which the legal rle is absent, Using
these dummy variables, we compare the La Porta er
al (1998) method with the multiple correspondence
anilysis®

Table 1 reports 27 variables used to describe the
relation between companies | public accounting
firms and audit supervisory authority. Furthermore, T
have classified all the keyvariables into four macro-
groups: i} Definition; ii) Supervisory Authority; iii)
Auditor Independence; iv) Corporate Responsibility.

Afle 3 ¥ Ty

method  vsed  to identify the main
A L
variables

The aim of my analysis is (0 establish if legal rules
on auditing supervisory authority and on the specific
conflicts of interest between managers and internal
and external auditors are significantly different
between the countries considered. Moreover, as
explained above, | want to analyse whether the
existence of these differences and of the differences
in legal systems affects corporate value on financial
markets, This purpose is pursued concentrting the
analysis on seven countries.

The countries examined belong 1o two main
legal traditions: civil law and common law. The
former is represented by United States and United
Kingdom, the lutter includes France, Germany, Spain
and Italy. According to La Porta ef al. (1998), within
the civil law countries we could distinguish different
sub-legal-families that stem from Roman legislation,
but since | consider only Tour countries, 1 have
preferred to overlook this issue,

My analysis considers a large sample of public
companies of each countries, because this kind of
lirms are obliged to certificate their financial and
economic statements by u public accounting firm,
which is controlled by u supervisory authority. 1 have
only examined company. laws to find duties and
responsibilities  of . managers, auditing firms and
supervisory authority, To define these auditing
principles, T have studied the recent Sarbanes-Oxley
Act issued on July 2002, Based on this law, T have
identified the key-variables of the auditing, which
assumes the role of benchmark with respect (o the
other countries of the sample. The comparison is
based on company laws that are issued during the
sumple period analysed (from 1980 1o 2002). Each
variable is characterised by two modalitics: presence
(1) or ubsence (0) of legal principles about anditing,

* The method to obtain the main auditing principle in all years is
described in section
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legislations and after constructing dummy variables
for 22 years, | have performed the tests using both
the methods suggested by La Porta ef al. (1998) and
multiple correspondence factor analysis. On the basis
of the first method, the variables are reduced to only
four, by summing up the “ones” present in the four
categories of Table |. See Hoffman and Leeuw
(1992), Trivellato and Giraldo (2003) and Prencipe
(2004)

According to the second method, the 27
variables identified can be reduced to those, which
are-the most correlated with the others and which
describe the differences between countries on the
absent and present side. With this method, | identify
the “key” aspects of audit regulation, In each period,
the most significant variables correspond principally
to the Supervisory Authority category, I particular,
variables that are extracted in the majority of years
wer i) Independence  Standards and  Rules: ii)
Inspections of Registered Public Accounting Firms;
i) Quality Control  Standards: iv)  Awuditing
Standards; v) Oversight of Supervision Authority; vi)
Audit

Pariner Rotation; vii) Public Accounting Firm.
Furthermore, each variable is distributed along a
unigue significant axis where the extreme left is
characterized by the absence of rules while the
extreme right is blessed with the full presence of the
juridical  principles.  Thus,  the multiple
correspondence faclor analysis provides us auditing
main principles, which could be summarized as the
role of who controls and (he ability of supervisory
authority to monitor inspectors, In the following
paragraphs, 1 proceed to test the effect of corporite
governunce variables on Tobin's g , comparing the
above two methods of construction and using as
financial and accounting varinbles the ones related to
the discount cash flow model (DCF),

¥ Sce Hoffman and Leeuw (1992), Trivellato and Giraldo (2003)
and Prencipe (2004)
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5. Empirical analysis: La Porta et al.
(1998) method vs. multiple
correspondence factor analysis

5.1. Market to Book value and auditing
main variables: a descriptive analysis

As a second step of my analysis, I proceed to test the
cffect of auditing as an instrument of corporate
governance on firm performance. In order to do this,
following Levine and Schmukler (2005), T match (i)
the firm-level data on a range of firm attributes, both
for common and civil law countries, and (ii) the
country-specific data on macroeconomic,
institutional, and auditing conditions.

To measure firm performance, I use the market
to book value ratio: the Tobin’s q. I select the sample
by drawing values from stocks belonging to NYSE
for the US and to the market stock exchanges for the
EU countries, The data are pulled out by the
DATASTREAM database. T have chosen 1830 firms
from several sectors for datu collected yearly from
1980 1o 2002. The database js composed of: i) 500
observations from United States market; if) 550 from
United Kingdom market; iii) 250 from French
market; iv) 250 from German market; v) 120 from
Spanish market; and finally vi) 160 from Italian
market, The database provides information about the
following firm-level variables: 1) market to book
value ratio (MVB); 2) earnings per share (EPS); 3)
dividend per share (DPS); 4) standard deviation of
price eamings ratio (SDPE), and 5) total number of
employees  (N_EMP). Following Levine and
Schmukler (2005), I select and control for country
level information, in particular, per capita national
growth rate (GPC), drawn from the data base of the
World Development Indicators of the World Bank.
This growth rate is calculated using per capita GDP
at constant 1995 US dollars. This variable represents
the ratio of the gross domestic product divided by the
midyear population. The GDP variable is the sum of
the gross value added by all resident producers in the
economy plus any product taxes and minus any
subsidies not included in the value of the products.

In order to control for the country’s institutional
quality and the legal origin, T introduce the auditing
main principle- variables obtained through the MCA
method and then divide the database into the two
samples of common law and civil law countries. As
dependent varjable, T use the market (o the book
value ratio as a proxy of the Tobin’s q ratio.
Consequently, T assume that the performance of a
firm is linked both to some specific book value
variables and to the institutional structure of the
country. For this reason, the national growth and the
rules on auditing could capture the ability of the
country Lo improve its financial markets and thus, the

VIRTUS:
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revenues of the both public and non-public
companies.

Among firm-specific independent variables, T
use earnings per share and dividends per share as the
two main balance sheet indexes. These two variables
could be wuseful mechanisms for conveying
information about firm future projects. In particular,
dividends per share should embody the [uture
capability of less successful firms to reach the high
dividends of more successful firms (Bhattacharaya,
1979 and Cho, 1994). The total number of
employees represents the size of the firm and so its
capability of influencing financial markets. Ag a
measure of systematic risk, I use as a very crude
proxy, the measure of the ex-post return variance.
All these financial and economic aspects, describing
the trend of the firm, could influence market equity
value, but they are not sufficient, For this reason, 1
introduce auditing as a variable representing 4
particular aspect of corporate governance. In
particular, T hypothesize that corporate governance
increnses-the confidence of financiil ugents on audit
reports about the truthfulness and the correctness of
the company balance sheets.

Table 2 to Table 10 present some descriptive
statistics on the variables specified, using both the
method of La Porta ef al. (1998) and the Multiple
Correspondence Analysis (MCA). 1 compare the
estimation on the overall sample to the estimation on
the civil and common law sub-samples.

Table 2 - Table 4 show the main statistics for
the three data sets considered. Both the per capita
national growth rate and the firm eamning per share
are more or less the same in the two categories of
countries (.001 and 8.05 and .002 and 9.07 for
common and civil law samples respectively). The
same can be said for corporate risk. What
distinguishes the two groups are the last two
dccounting variables, the dividend per share and the
number of employees. In common law countries, in
fact, these variables (mean DPS=3.71; mean
N_EMP=27580.2) have higher values than in the
case of civil law countries (mean DPS=1.02; mean
N_EMP=20748.99). Regarding  the auditing
principles, the civil law countries show a much
higher weight in the explanation of the auditing of
the presence vis a vis the absence aspect. The
common law countries instead contribute with the
same weight of presence and absence to the
description of the auditing, The last four variables, in
these two tables, represent the auditing aspect, using
the method of La Porta er al, (1998). The data
confirm the prevalence of auditing principles in civil
law countries (i.e. SA=8.05) rather than common law
countries (i.e. SA=2.25).

The next four tables report partial correlations
between all the variables used in the estimation
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hypothesis  (see section 4), Linear correlations
between Tobin’s ¢ and balance sheet variables (EPS,
DPS and N_EMP) are extremely low (ice. less than
0.043) for the ciyil law countries, Even the market-
oriented countries show a low correlation between
market to book values and eamings and dividends
per share, that are equal to -004 and -.005
respectively, while the size of the firm has not a high
correlation as in the civil law country case. Table 5-
Table 7 report correlations between Tobin’s ¢ and
the variables for auditing principles constructed

variables created using the multiple correspondence
factor analysis ag shown from Table § to Table 10. In
all cases, the coefficients of correlation are very low,

Independence Standards  and Rules  (ISR),
Inspections of Registered Public Accounting Firm
(IRPAF) and Quality Control Standards (QCS) are
highly  correlated with the first four auditing
variables, T decided 1o use only these four variables
in the estimations. For example, the absence
(presence) of Independence Standards and Rules
(ISR) is lincarly and positively correlated with the
absence (presence) Auditing Partner Rotation (p =1
in all threg cases). The last two auditing variables
show a linear and positive correlation with Auditing

variables of auditing, 5o that their influence can be
indirectly accounted for through the others variableg,

5-2. Estimation method and econometrie
findings

the method applied by La Porta er qf (1998),
Through the MCA method, I identify which are the
variables (or principles) that describe an index. Since
this index could take negative (in case of absence) or
positive (in case of presence) values, we can observe
negative and positive coordinates along the index-
axis. In the estimation, I control for both coordinates

" o test whether is more Important and significant the

absence or (he presence of the maip auditing
variables, In particular, T want 1o test whether few
auditing rules (i.e. the prevalence of the absence) are
more significant in common law countries rather
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than in civil law countries. Thus, in common law
countries commonly accepted rules prevail on rules
issued by political institutions and vice-versa in civi]
law countries,

particular, Tm er g/ (2003) have extended the
Dickey-Fuller I-statistics to heterogeneous panel.

EE—

The test is based on the mean of _the indiyidua
Dickey:Fuller-s-wasisrics—op-se T Onit in the panel
and assumes that all series are non-stationary under
the null hypothesis (HO: pj= 1) against the alternative
helerogeneous hypothesis (H1: P <1 for each i=|
ooy Npand py =1 for each i = N,+] wenr IV for some
NS Table 11 shows the test statistics r-bar and W.
bar under the allemnative hypotheses that the errors

for both a “fixed effects only” structure in the upper
block-rows and 4 “fixed effects and (ime trends™
structure in the lower block-rows”, The results
confirm the presence of ynjt oot in both the “only
fixed effects” strucrure and the “fixed effects and
time trends" strucure. Only for SDPE (standard
deviation of price eaming ratio), the test js not able
to establish the presence of unit root in both cases.
Since some variables present unit roots, we have to
test if these variables gre cointegrated (j.e. share g
tommon  stochastic trend) in order 1o obtain
meaningful regression results. To this aim, T used the
NyblomHmey (2000) test. This (est may be
considered as y generalization of the Nyblom and
Makelainen (1983) and Kwiatkowski er al. (1992)

walk component, Their advantage over alternative
families of tests T js that is that they do not need a
model to be estimated because are based on the rank
of covariance matrix of the disturbances driving the
multivariate random walk. If this rank is equal to a
certain number of common Irends, this implies the
Presence of cointegration and vice-versa, If the rank
is equal to zero, as in the null hypothesis, then there

“ The homogeneous hypothesis is that Hy: p, = p< L implying thu
o oot

ane g ¥ process, identical acrosg
countries.
We are intersted in festing for the presance of unit root in a
I xit 1 by the first-order
Bressive model includi g fixed effects ind time trends:

T ShSe k@ b, it is 0 stationary process,
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form a cointegrated combination. We report test
statistics for both the IID (NH-r) and the serially
correlated residual (NH adj-f) assumptions. As
before, the test is performed under the two different
model specifications (fixed effects only and fixed
effects plus time trends). The results of tests show
that for the majority of variables the null hypothesis
is accepted and this means the absence of
cointegration. For some firm-level variables, such as
the market to book value, the eamning per share, the
dividend per share and the number of employees, the
null hypothesis is rejected. In other words, these
variables present cointegration in both cases in
which the test is performed. Even though the absence
of cointegration cannot be excluded, I decided to
estimate the empirical model using level values,
since the majority of variables are cointegrated.
Table 13 shows the results of equation (1) under
La Porta et al. (1998) method for the three samples
and controlling for time effects using time dummies.
The firm-level variables are generally significant for
each regression. The per capita national growth
variable is strongly significant under no control for
time-effects, On the other hand, if time dummies are-
introduced, this significance falls dramatically.
Finally, the coefficients of the four variables of
auditing rules (DEF: definition; SA: supervisory
authority; AL: auditor independence; CR: corporate
responsibility),  representing the  macro-area
described in Table 1, are quite significant in all
cases. In particular, the overall case shows that all
four variables are significant even though the level of
significance is lower with control for time effects.
Moreover, in case of time dummies the coefficients
of all four auditing variables are significant in
common law countries while in civil law countries
are less significant. In this latest sample, what it is

important is only the “definitions of auditing” and _

the “independence of auditor” from the audited firm.
The signs of auditing variables are mixed. For both
common and civil law countries, an increase in the
Auditor’s Independence (AI) is associated to an
increase in the market to the book value of the firm,
as we expected. The sign of the Corporate
Responsibility variable is negative in the common
law case while is positive in the civil law and the
overall case. In the common law case, the higher the
responsibility of the management on the truthfulness
of the balance sheet, the higher appears to be the cost
for the firm to be managed. Supervisory Authority
(SA) seems to be considered as an additional cost for
firms in the common law markets while for the civil
law market it appears to be seen as an assurance of
the good control of financial markets. The coefficient
signs of the time effects show a prevailing positive
trend specially in the latest 10 years of the sample.
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Only for common law countries, there is a negative
trend between years 1985 and 1991.

All these differences respect the differences of
the legal structure and the political institutions. In
other words, the higher is the control by external
institutions, the higher the responsibility of rules that
is required in the civil law countries, while the
opposite holds for the common law countries, where
laws give some general rules on specific issues and
everyone has to respect them without a tight control
of institutions. Using our method to identify the
relevant auditing variables, Table 14 - Table 16
report the results of fixed effects estimation on
overall, common and civil samples. The first table
include all the firms of our sample. For sensitivity
analysis, the 1st to the 7th columns report the
following control variables: (i) eamnings per share
(InEPS): as indicators of firm opportunitiesvfthey
may forecast the market assessment of futute cash
flows; (ii) the per capita national growth (InGPC):
growth may influence the firm valuation and the
institutions; (iii) the dividend per share (InDPS), firm
risk (SDPE) and firm size (InN_EMP): firm intrinsic
characteristics may represent the capability of firm to
grow. As shown in Table 14, we find no evidence
that Tobin’s ¢ rises when auditing variables are
introduced. In the majority of cases, the sign is
negative for both presence and absence
characteristics, but controlling for time effects, the
prevailing signs of coefficients are negative if the
rule is present and positive if the rule is absent. This
suggests that auditing rules are costly for firms and
thus they prefer not to be obliged by rules.

Among firm-level varables, the eaming per
share and the dividend per share variables always
show positive and significant coefficients while the
firm risk and the firm size variables influence in a
‘negative way firm performance. When we introduce
auditing variables, the per capita growth rate
coefficient becomes negative due to the higher costs
for firms. Nevertheless, time dummies show the
existence of a positive trend and thus a constant
increase of the value of the market to book variable
in these last 20 years. In common law (civil law)
analysis, the auditing rules influence negatively
(positively) the Tobin’s ¢ variable. Moreover, the
time dummies are negatively (positively) related to
the dependent variable, This different result for
common law and civil law countries represent the
completely different views of the two legal systems,
While common law considers the presence of rules
as an impediment to the firm expansion, civil law
firms prefer more rules to be sure of the truthfulness
of the market information.

Finally, to test whether the two estimations
(common and civil law samples) are significant with
respect to the overall sample, we apply a Chow test
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to check if the results are significantly different in
the sub-sample, Ag shown by the F-statistics,
reported in Table 17, the nuil hypothesis that the
coefficients in the two sub-samples are the same can
be rejected.

6. Conclusions

The recent financial crises have been the topic of a
recent debate about comparison and convergence of
different corporate governance systems, They have
underlined poor e ficiency of rule structures to

AR

less numerous and less stringent rules o reduce
corporate costs, while civil law countries favour
more stringent rules to enhance the truthfulness of
the information received by the market,
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Appendices
Table 1. Key-variables to create an auditing index
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Source: our elaboration

Table 2. Descriptive analysis: common law country case
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Rulew; IRPAFO: absence of Inspections of Regi I Public A ing Firms; IRPAF1: P of Inspections of R i 1 Public
Avenunting Firms; QUSH: absence of Quality Control Standards; QCS1; presence of Quality Control Standurd i DEF: Definition; SA:
Supervisory Authority; AT: Auditor Independence; CR: Corpornate Responsibility,
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Table 3. Descriptive analysis: civil law couniry case
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Table 4, Descriptive analysis: overall cage
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Variuble Legond: sea Toble 2

Table 5. Partial correlations between Tobin's q and selected variableg based
on La Porta et al. (1998) method: common law case
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Virtuble Legond: see Table 2

Table 6. Partial correlations between Tobin’s q and selected variableg based
on La Porta et al. (1998) method: civil law case
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Table 7. Partial correlations between Tobin's q and selected variables based
on La Porta et al. (1998) method: overall case
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Viariable Legend: e Tuble 2

Table 8. Partial correlations between Tobin’s 4 and selected variables: common law case

Varlable Legend: see

Table 9. Partial correlations between Tobin’s q and selected variables: civil Jaw case

Table 10. Partial correlations between Tobin's 9 and selected variables; overal] case
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Table ll.Panelnoot Test b Im, Pesaran and Shin (2003 __
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Vaurishle Legend: see Table 2. The null hypothesis of the test Is existence of unit root (HU pi=1) agninst the alternative
no presence of unit root (H!1: pi <I for each i=1,..., NI and pii=| for each i=N1+1,..., N for some N1} N: total number of
countries; T: number of years; t-bar- the test is performed under the hypothesis of iid errors; W-bar: errors are allowed to
be serially correlated.

Table 12, Pal Cinte ation Tes by N hlm and Har
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Viriable Legend: soe Table 2, The null hypathesis of the test is no cointegration (HO: rank(var-covi=X=1) against the
I ive hypothesis of el (HE: rnk{var-covi=k ¢ 0) NH-r: the test ispcrfonnedundcrmchypomcsisnﬁid

errors, NH mﬂnl" crrons are allowed to be serinlly comeluted andd the rest is performed waing an estimate of the long-run
variance derived from the spectral density matrix wt frequency sem,

Table 13. Fixed Effects Estimation Common and Civil Law Countries
using La Porta et al. (1998) estimation method plus auditin fundamental variables
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Varishle Legend: see Tahle 2. Legend: *** coefliciont Ix significant at the level
of 1%; ** cocfficient is significant at the level of 5%; *coefficient is significant
at the level of 10%.
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Table 14, Fixed Effects Estimation Overall Countries: auditing main variables
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Variable Legend: see Table 2, Legend: *** coefficient 15 significant at the level of 19%;
** coefficient is significant at the level of 5%; ¥ coefficient s significant at the level of 10%

Table 15, Fixed Effects Estimation Common Law Countries: auditing main variables
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Variable Legerid: see Table 3. Legend: *** coefficient in significant at the level
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Table 16. Fixed Effects Estimation Cjvi] Law Countries: auditing fundamenta] variables

0435w 0
755 270 203 3.06 157 134
4867 sDg6ess sj03vms g grgees 462500n 061
10.06 073 1100 1098 o3 038
QAL 0taeer pagses pootes 0.08p*4s
1029 1039 916 659 337
DOBITS 00001 gagarees g gogpeee
539 -592 EP] 280
0003 0021%  _ggygeee
an 241 -188
0303es g s3yees
3.0 268
0153%%% g 57geee ——
-1 &3 -
— 3 dggea
32 -18s
0061 D344eee
038 139
0.040 0,067
L4s 120
0.162%0% 2030
42 038
018940 5jgenn
250 44
0063 g ypgeen
133 314
Yo
038405 060mves  pgizees  ggpgann 0359eem i
133 238 241 |
:;}‘. 0012 oou 0.075 00m oo 0443 01T i
e 0.001 0001 00T o a00n; 0.0001 0.002 0001 b
:":ﬂ 0.006 o1 2021 0023 oo1s 0017 0024 I
F ey S2Uem 7567000 josspens g gess 623457 4177ee 2p1qees
Frataloy  jagsess hggvee g ggaee ISE4EE UGS (7 gseee (g pgeee 4
:','::"';;' 16378 jg 5500 MO 03300 1203100 Jgpgzens ;
Mumberof  oe an a6 4386 1696 3636 3006 :
’ Vurishle Leyend: see Tnbie 2. Legend: *** coofficient s significant at the leve] of 1%, k

** coefficient is significant at the level of 5%; *coefficient is significant at the leve] of 10%




