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Abstract

The recent financial crises 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, | 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. | describe a set of auditing principles by comparing
common and civil corporate laws. First, by using multiple correspondence analysis on six countries
and twenty-seven dummy variables on auditing rules, | identify the main variables that form the
auditing index. Second, | test the hypothesis that a suitable rule structure can improve the capability
of financial markets to estimate the fair value of firms. In particular, 1 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 governance
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 et 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, iii) 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

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); iii)
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 et 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
explanation: both shareholders and creditors (with
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
transaction cost theory (Williamson 1981) and
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
defined incentive structure for managers to behave in
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
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 watch 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.

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

®

NTERPRESS
VIRTUS,



Corporate Ownership & Control / Volume 4, Issue 1, Fall 2006 (continued)

financial and economic statements1'. The lack of
information and of inefficient control of auditors on
managers’ behaviours is the issue of my analysis. |
focus my attention on differences of theoretical and
legal aspects of internal and external constituencies
of control in US, UK and some EU members such as
France, Germany, Italy and Spain. | show that the
US law system lacks regulating breath and power in
several aspects of auditing procedures. For this
reason, the US congress has issued strict rules
(Sarbanes Oxley Act of July 2002) on auditing and
on the new role and powers of auditing supervisory
authority. Considering as benchmark the recent US
Act, I have defined a bundle of principles to describe
both  managers and internal and external
constituencies’ relationship and rights along with
duties of an auditing supervisory authority. | have
compared legislation of the two Common Law
Countries (US and UK) with the four Civil Law
Countries (France, Germany, Italy and Spain)
defining dummies variables from the main principles
on internal and external auditing and powers of
supervisory authority of US Sarbanes-Oxley Act.
Subsequently, | trace out the same principles in other
company laws.

Using multiple correspondence analysis, |
identify the principal components of the auditing
issue. Subsequently, the main aspects of the auditing
are used to verify the influence on Tobin’s g as
proxy of shareholders value. The findings confirm a
negative relation between Tobin’s g and auditing
variables in common law countries while civil law
countries show a positive one. This suggests that the
dichotomy common law countries/civil law countries
corresponds to real differences with respect to the
issues examined. Moreover, common law countries
consider stringent rules as increasing firm’ costs,
while in civil law countries the truthfulness and the
correctness of balance statements are validated only
by behaviour in accordance with rules.

The paper is organised as follows In Section 2, |
briefly delineate some theoretical literature on
auditing and measuring corporate governance.
Section 3 outlines the empirical model used. In
Section 4, | discuss the key-principles of auditing
and the main principles as outcomes of multiple
correspondence analysis. In Section 5, | describe the
variables used in my empirical analysis and my
econometrics findings using both La Porta et al.
(1998) method and multiple correspondence factor
analysis. Finally, in the last section we conclude our
analysis.

! 1n 2002, Bank of International Settlement published a report in
which it emphasized how information distortions, mishehaviourof
auditing professionals and firms and, finally, uncertainty and high
variance of share values can be considered important causes of
recent financial scandals.

2. Theoretical literature on auditing and
measuring corporate governance

According to Sridharan and Caine (2002), the Enron-
Andersen scandal highlights the importance of
financial transparency for the good functioning of
capital markets. Thus, if information turns out to be
hidden or incorrect on the part of the firm, the
financial statements lack transparency and investors
lose their confidence. For this reason, auditors
should be independent to provide credibility to the
information disclosed in a firm’s financial
statements. In an audit report, auditors provide
evidence and assure investors that financial
statements follow generally accepted accounting
principles. Watts and Zimmerman (1983) underline
that independence from the party being audited has
always been a key-feature of effective auditing.
Moreover, the Enron case underlines the conflict of
interest between firm and auditor when the latter
provides non-audit services. In this case, the
auditors’ fees increase dramatically when the same
auditing 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 is practical and
cost effective, but needs to manage expectations”
(Percy, 1997, p. 5), which means auditing has to
avoid a fall in investors’ confidence. Thus, corporate
governance issues should include auditing matters
besides issues on shareholders’ and creditors’ rights
or independent directors’. For this reason, | try to
combine the literature on the measurement of join
corporate governance with the auditing literature to
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
occurs in two circumstances: (i) when generally
accepted accounting principles are not enforced by
the auditor (GAAP failure); and (ii) when an auditor
fails to issue an audit report. On the other extreme,
high “audit quality” could be defined as the legal
and professional requirements. Thus, audit quality is
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,
1984; Simunic, 1984; Magee and Tseng, 1990;
Mitchell et al., 1993 and Matsumura et al., 1997).
Moreover, the provision of non audit services may
strengthen or may not be correlated with auditor’s
independence (DeFond et 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 fees’. Chung and Narasimhan, 2002 and
Carson et 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 et 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 et al., 2003; Chung and Kallapur,
2003; Larcker and Richardson, 2004; Reynolds et
al., 2004. Moreover, DeFond et 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 committee
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 et
al. (2001) find a positive relationship between non-
audit and audit fees.

Another issue on auditing is the mandatory
audit rotation. Recent studies examine auditor’s

2 For a more recent survey on “for or against” issues on the
provision of non-audit services and non-audit fees see Beattie and
Fearnley (2002) and Canning and Gwilliam (2003).
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tenure and audit quality issues. Meyers et al. (2003)
find no evidence that a long term relation harms
audit quality, while Johnson et 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 audit quality on new engagements. A
theoretical paper by Gietzmann et 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
effect associated with potential loss of future
business is sufficiently strong to deter implicit
collusion, and mandatory rotation could lead to
additional unnecessary costs.

A recent 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 a country’s legal system. Auditors treat their
clients more conservatively in countries having a
legal system that gives investors greater protection,
including the ability to sue auditors. These results are
consistent with Seetharaman et al. (2002), who
report 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 Company
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. In particular, following the
corporate 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 generations of research on international
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corporate governance. The first generation studies
examine individual governance 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, Bshren and
@degaard (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, international, 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 et 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 better 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
constructing 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 (Durnev and Kim, 2003; Black et al., 2003
and Gompers, Ishii and Metrick, 2003) have used

® For a comprehensive survey on corporate governance issues see
Shleifer and Vishny (1997) and Denis and McConnell (2003).
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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 Practice.
Thus, they could be able to develop broad corporate
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 et 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 | propose to o test
is that audit rules affect firm performance. To
achieve this result, following the lead of Levine and
Schmukler (2005), | combine firm-specific and
country level variables.

The basic econometric test performed aims at
falsifying the following hypothesis: Hypothesis:
(Tobin’s g and legal rule system). Since firm
performance is influenced by the legal structure of
the market, financial operators can be more inclined
to 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:

Ing, =0+ § + BEPS, +a,GPC +; [nDPS, +, SDPE, +alliV_EMP +a,CGINDEY +¢,

where

i=L..f6

j=L....1830

enliilivied
firms
1=1940,..,2002 vears (1)
In (1), Ingijt is the Tobin’s q; INEPSijt is earning
per share value; GPCit is per capita national growth
rate; InDPSijt is dividend per share; SDPEijt is
standard deviation of price earning ratio; InN_EMPijt
is total number of employees; «; represents country
fixed effects; By is year effects; and, finally,
CGINDEX]t 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. | examine the two subsamples
because | want to falsify the hypothesis that auditing
rules influence in different ways firms’ performance.
In particular, because common law countries provide
for one tier corporate board 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
method used to identify the main
auditing
variables

The aim of my analysis is to 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 concentrating the
analysis on seven countries.

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

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

* The method to obtain the main auditing principle in all years is
described in section
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The value 1 is assigned to each period where the
legal rule is present, while the value 0 is assigned in
each period in which the legal rule is absent. Using
these dummy variables, we compare the La Porta et
al. (1998) method with the multiple correspondence
analysis”.

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

After comparing all the different country
legislations and after constructing dummy variables
for 22 years, | have performed the tests using both
the methods suggested by La Porta et 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 1. 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. In particular,
variables that are extracted in the majority of years
are: i) Independence Standards and Rules; ii)
Inspections of Registered Public Accounting Firms;
iii) Quality Control Standards; iv) Auditing
Standards; v) Oversight of Supervision Authority; vi)
Audit

Partner Rotation; vii) Public Accounting Firm.
Furthermore, each variable is distributed along a
unique 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 factor analysis provides us auditing
main principles, which could be summarized as the
role of who controls and the ability of supervisory
authority to monitor inspectors. In the following
paragraphs, | proceed to test the effect of corporate
governance variables on Tobin’s g , comparing the
above two methods of construction and using as
financial and accounting variables the ones related to
the discount cash flow model (DCF).

® See 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, | proceed to test the
effect of auditing as an instrument of corporate
governance on firm performance. In order to do this,
following Levine and Schmukler (2005), I 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 g. 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. | have chosen 1830 firms
from several sectors for data collected yearly from
1980 to 2002. The database is composed of: i) 500
observations from United States market; ii) 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 earnings ratio (SDPE), and 5) total number of
employees (N_EMP). Following Levine and
Schmukler (2005), | 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, | 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 variable, |1 use the market to the book
value ratio as a proxy of the Tobin’s g ratio.
Consequently, I 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 to improve its financial markets and thus, the

”

revenues of the both public and non-public
companies.

Among firm-specific independent variables, |
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 future
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. As a
measure of systematic risk, | 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, |
introduce auditing as a variable representing a
particular aspect of corporate governance. In
particular, | hypothesize that corporate governance
increases the confidence of financial agents 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 et al. (1998) and the Multiple
Correspondence Analysis (MCA). | 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 earning 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
accounting 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 et 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 g and balance sheet variables (EPS,
DPS and N_EMP) are extremely low (i.e. less than
0.043) for the civil law countries. Even the market-
oriented countries show a low correlation between
market to book values and earnings 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 g and
the variables for auditing principles constructed
according to La Porta et al. (1998). The linear
correlation is not significant for both common law
and civil law case. The same occurs for the auditing
variables created using the multiple correspondence
factor analysis as shown from Table 8 to Table 10. In
all cases, the coefficients of correlation are very low.
The higher correlation between auditing variables
using multiple correspondence factor analysis
permits a reduction to only four variables instead of
seven in the following empirical estimations. In
particular, since the last three variables such as
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, | decided to use only these four variables
in the estimations. For example, the absence
(presence) of Independence Standards and Rules
(ISR) is linearly and positively correlated with the
absence (presence) Auditing Partner Rotation (p =1
in all three cases). The last two auditing variables
show a linear and positive correlation with Auditing
Standards in all three samples. Moreover, the last
three variables both in the absence and presence
aspects show high correlations with the first four
variables of auditing, so that their influence can be
indirectly accounted for through the others variables.

5.2. Estimation method and econometric
findings

To study how several auditing rules influence firm
performance, | estimate the equation (1) as described
above. Moreover, | compare the MCA method with
the method applied by La Porta et al. (1998).
Through the MCA method, | 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
to test whether is more important and significant the
absence or the presence of the main auditing
variables. In particular, 1 want to 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 civil
law countries.

Before estimating our hypothesis, we test for
unit root and cointegration. These issues are frequent
in panel data with long time series. Only recently,
some tests have been developed for panel data. In
particular, Im et al. (2003) have extended the
Dickey-Fuller t-statistics to heterogeneous panel.
The test is based on the mean of the individual
Dickey-Fuller t-statistics of each unit in the panel
and assumes that all series are non-stationary under
the null hypothesis (HO: p = 1) against the alternative
heterogeneous hypothesis (H1: p; < 1 for each i=1
,..., Ny and p; =1 for each i = N;+1 ,..., N for some
N,)°. Table 11 shows the test statistics t-bar and W-
bar under the alternative hypotheses that the errors
are not or are serially correlated. We perform the test
for both a “fixed effects only” structure in the upper
block-rows and a “fixed effects and time trends”
structure in the lower block-rows’. The results
confirm the presence of unit root in both the “only
fixed effects” structure and the “fixed effects and
time trends” structure. Only for SDPE (standard
deviation of price earning ratio), the test is 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 are cointegrated (i.e. share a
common stochastic trend) in order to obtain
meaningful regression results. To this aim, I used the
Nyblom-Harvey (2000) test. This test may be
considered as a generalization of the Nyblom and
Makelainen (1983) and Kwiatkowski et al. (1992)
univariate tests for stationary of a series. The null
hypothesis of those tests is that the series is
stationary, or stationary around a deterministic trend,
against the alternative of the presence of a random
walk component. Their advantage over alternative
families of tests | is 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 trends, this implies the
presence of cointegration and vice-versa. If the rank
is equal to zero, as in the null hypothesis, then there
are no common trends among the variables. Thus, a
failure to reject the null hypothesis of zero common
trends is also an indication that the variables do not

® The homogeneous hypothesis is that Hi: p; = p < 1 implying that
variables are generated by a stationary process, identical across
countries.

" We are interested in testing for the presence of unit root in a
stochastic process xit generated by the first-order

autoregressive model including fixed effects and time trends:

N = PNy T T T U, where Uit is a stationary process.
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form a cointegrated combination. We report test
statistics for both the IID (NH-t) and the serially
correlated residual (NH adj-t) 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 earning 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, | 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 (Al) 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.

”

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) earnings per share
(InEPS): as indicators of firm opportunities, they
may forecast the market assessment of future 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 q 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 variables, the earning 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 q 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. As shown by the F-statistics,
reported in Table 17, the null 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 efficiency of rule structures to
achieve a good relationship between different
stakeholders’ rights. My analysis considers the
recent financial crises as a systemic crises of
capitalism, due to lack of transparency and corporate
governance structures. | focused my attention on the
differences of theoretical and legal aspects of
internal and external constituencies of control in US,
UK and EU members (France, Germany, Italy and
Spain).

Considering as benchmark the recent US Act
(Sarbanes-Oxley Act 2002), | define a bundle of
principles to describe both managers and internal and
external constituencies’ relationship and rights and
duties of auditing  supervisory  authority.
Subsequently, | find the same auditing principles in
the other countries company laws. Using multiple
correspondence analysis, | identify the main auditing
variables and test the influence on Tobin’s . | test
the hypothesis that a suitable rule structure can
improve the capability of financial markets to
estimate the fair value of firms. In particular, we
compare the La Porta et al. (1998) method with the
method of multiple

correspondence analysis. Using the first
method, the auditing variables turn out to have a
quite significant effect in the overall sample. Instead,
the signs of auditing variables are mixed in both the
common and civil law sample estimation. When |
use the MCA method, in the overall case, | find no
evidence that Tobin’s g rises with an increase of
auditing variables. For the common law (civil law)
sample, auditing rules influence negatively
(positively) the Tobin’s g variable.

My results highlight a relationship between
auditing principles and firm performance in
accordance with the expectations that can be
formulated on the basis of different legal systems.
Common law countries consider the presence of
rules as an obstacle to the firm expansion; civil law
firms prefer instead tighter rules for managers’ and
auditors’ behaviour to be sure of the truthfulness of
market information. Therefore, for firms of common
law countries, rules are costly, so that it is possible to
speculate that companies prefer not to be constrained
by rules. In conclusion, common law countries prefer
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less numerous and less stringent rules to 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
- -
DEFINITION | SUPERVISORY AUTHORITY . ALDH:OR% C ORP.QRATE .
INDICATOR INDICATOR INDEPENDENCE RESPONSIBILITY
- N INDICATOR INDICATOR
Audit Committees
Audit Juridical nature of authority Prohibited Activities responsibility and
independence
Corporate
Supervisory Responsibility for
P u Duties of the Board Audit Partner Rotation Financial Reports of
Authority
- National and Foreign
Firms
I c " Conflicts of Interest Improper influence on
ssuers omposition onflicts of Interest Conduct of Audits
CEO and CFO
Public Accounting reimburse the Issuer due
= Members Independence
Fim to non-compliance of
financial reports
Audit Committee Vacancies
Powers and Rules of Authority
Registration with the Authority
Auditing Standards
Quality Control Standards
Independence Standards and Rules
Inspections of Registered Public
Accounting Firms
Authority Review
Investigations and Disciplinary
Proceedings
Applicability to Foreign Public
Accounting Firms
Owersight of Supervision
Authority
Source: our elaboration
Table 2. Descriptive analysis: common law country case
mean se p50 sd Kurtosis Skewness max min N pl pS plo p25 P75 po0 pos poo
Q 8166.10 1497.09 191 186221 782.04 26.72 -594.29 7415316 4 273 039 073 110 328 580 878 2637
EPS 805 017 1.72 23.02 64626 1930 4] 96168 17372 000 0.00 0.06 0352 7.89 2277 3387 66.42
GPC 0.01 0.0004 0.02 0.03 35.63 -3.37 -0.33 0.06 23100 -033 -0.02 -0.01 0.01 0.03 0.04 0.04 0.06
DPS EAD | 0.08 0.79 1043 25299 12.92 0 280.00 17517 0 0 Q 0.13 3.77 1023 15.14 3250
SDPE 266.12 237 8118 446.00 10.83 285 1139 201971 24150 1139 2032 3598 5761 24214 87074 96308 201971
N_ENMP 2758020 507.27 9200.00 38063.79 95.28 730 0 1383000 13102 22 183 327 2460 29431 70318 110000 293000
AS0 -10.11 0.08 -3.17 13.00 4.70 -1.68 -0.65 24150 -4480 4320 4213 -1788 -2.19 -1.16 -0.69 -0.63
AS1 1677 0.09 13.08 1358 204 0.68 4361 24150 230 230 326 442 3064 3390 4320 4361
0SA0 -7.04 003 -286 723 191 -0.86 -0.65 24150 -2176 -1852 -1824 -1608 -2.02 -1.16 -0.69 -0.65
0sAl 16.21 0.08 13.08 12.7% 1.78 0.56 3934 24150 230 230 326 398 3064 3590 3648 3934
APRO -1121 0.10 317 1532 367 -194 -0.65 24150 -5556 5520 -4448 1788 219 -1.16 -0.69 -0.65
APR1 1484 008 13.08 11.86 188 0.59 3 3590 24150 230 230 264 347 2607 3331 3551 3390
PAF0 -3.38 0.04 -2.86 6.73 5.86 -2.01 -24.96 -0.46 24150 -2496 -23.04 -2269 710 -0.90 -0.65 -0.46 -0.46
PAF1 16.95 0.09 13.08 13.95 235 0.78 230 48. 24150 230 230 319 4.50 29.13 3551 45.60 4833
ISRO -11.21 0.10 -317 1532 567 -184 -53.36 -0 24130 -5336 -3320 4448 -1788 229 -1.16 -0.69 -0.63
ISR1 1484 0.08 13.08 11.86 188 0.59 230 3590 24150 230 230 164 347 26.07 35351 3551 3390
IRPAFO -10.11 0.08 -3.17 13.00 4.70 -1.68 -44.80 -0.65 24150 -4480 4320 4213 -17388 2.29 -1.16 -0.69 -0.63
IRPAF1 16.77 0.08 13.08 1358 204 0.68 230 4361 24150 230 230 326 442 3064 3590 4320 4361
QCso0 -10.11 008 317 13.00 470 -168 -44.80 -0.65 24150 4480 4320 4213 -17388 229 -1.16 -0.69 -0.65
QCs1 1677 009 13.08 1358 204 0.68 230 4361 24150 230 230 326 442 3064 3590 4320 4361
DEF 0.901 0.007 1 1.02 5904 135 0 5 24150 0 0 0 0 2 2 2 5
SA 2246 0.019 ] 297 743 165 0 15 24150 0 0 0 0 5 3 5 15
Al 0.381 0.004 ] 0.60 7.98 190 0 3 24150 0 0 1} 0 1 1 1 3
CR 0.994 0.000 0 1.33 2.04 0.87 0 4 24130 0 0 0 0 3 3 3 4

Variable Legend: Q: is the Tobin’s q ratio; EPS: earning per share value; GPC: per capita national growth rate; DPS: dividend per share;
SDPE: standard deviation of price earning ratio; N_EMP: total number of employees; ASO: absence of Auditing Standars ; AS1: presence

of Auditing Standars; OSAO: absence of Oversight of Supervision Authority; OSA1: presence of Oversight of Supervision Authority;

APRO: absence of Audit Partner Rotation; APR1: presence of Audit Partner Rotation; PAFO0: absence of Public Accounting Firm; PAF1:
presence of Public Accounting Firm; ISRO: absence of Independence Standards and Rules; ISR1: presence of Independence Standards and
Rules; IRPAFO: absence of Inspections of Registered Public Accounting Firms; IRPAF1: presence of Inspections of Registered Public
Accounting Firms; QCSO0: absence of Quality Control Standards; QCS1: presence of Quality Control Standards; DEF: Definition; SA:

Supervisory Authority; Al: Auditor Independence; CR: Corporate Responsibility.
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Table 3. Descriptive analysis: civil law country case

mean se ps0 sd kurtosis skewness max min N pl p3 pl0 p25 p73 po0 P93
Q 862.62 69405 169 6130951 817 8334 -88.43 5318500 7834 024 057 073 111 278 474 725
[EPS 9.07 129 128 116.05 593417 7304 0 9666.7 8138 0 o 0 023 98 18 259
IGPC 0.02 0.0001 002 001 361 -037 -0.02 0.03 17160 -0.02 -001 0.00 001 003 004
[DPS 102 0.07 027 662 1038 64 2980 0 276.29 9391 0 0 0 01 0.7 37
[SDPE 266.12 333 8118 446.01 1083 285 1139 201971 17940 11.39 5 57.61 24214 963.08
[N_EMP 20748.99 509.96 3919.50 48341.28 2647 441 0 330000 8986 1 1064 14995 10662
A SO -11.74 0.09 -4.56 -0.94 46.48 0 -46.48 2034 =243 -0.13
AS1 421 0.40 199 0 17454 0 480 40.02 173.09
OSAD -1033 0.09 4.07 -1.03 35.07 0 -35.07 2034 -1.97 -0.13
OSA1 3308 0.40 8.84 199 0 17454 0 4.80 40.02 173.08
APRO -12.18 0.09 4.56 -0.84 -46.15 0 -46.15 3494 2034 -2.69 -0.13
APR1 3333 041 8.36 199 0 17454 0 462 40.02 173.08
[PAFO -1.79 0.08 2.86 -1.79 -35.07 0 -35.07 -8.15 -1.01 -0.13
[PAF1 413 040 9.05 2.00 0 17454 0 480 39.10 173.0%
[ISR0O -12.18 0.09 4.56 . -0.84 -46.13 0 -46.15  -3494 2034 -2.69 -0.13
[ISR1 3333 041 836 54 536 199 0 17454 0 0.65 462 40.02 173.08
TRPAFO -11.74 0.09 456 12 269 0.94 4648 0 -4648 3494 2054 -243 -0.13
IRPAF1 M2 040 9.05 54 337 199 0 17454 0 0.65 480 40.02 173.08
1QCSs0 -11.74 0.09 4.56 12. 2.69 0.94 46.48 0 -46.48 3494 2034 -2.43 -0.13
QCs1 M2 0.40 9.05 4. 337 199 0 17454 0 0.65 480 40.02 173.08
[DEF 192 001 1 1 209 083 0 5 0 0 1 3 5
[SA 8.05 0.03 7 4 179 -0.35 0 14 0 0 5 12 12
AT 189 001 2 1 170 -0.64 0 3 0 0 0 3 3 3

R 0.34 001 0 0. 4.10 175 0 2 0 0 0 0 2 2
Variable Legend: see Table 2
Table 4. Descriptive analysis: overall case

mean se P50 sd kurtosis skewness max  min N pl p3 plo
Q 570023 102143 182 155873.80 1117.16 3200 -59420 7415316 23288 -0.6 058 0.73
[EPS 043 161 68.24 1584289 11512 0 9666.7 25517 0 0 0.02
IGPC 0.0002 0.02 0.04 57.73 -6.97 -0.33 0.06 40260 -0.33 -0.02 0.001
IDPS 0.06 0.49 937 34533 1542 0 280 26908 0 0 0
ISDPE 217 8118 446.00 10.83 285 1139 2019.71 42000 11.39 2032 3508
IN_EMP 24801.08 366.18 6838.50 3442121 80.66 6.33 0 1383000 22088 9 125 375
|ASO -1080 0.06 -400 383 -138 -46.48 o 42000 448 432 -3485
|AS1 2420 018 1134 1265 316 0 17454 42000 0 174 230
IOSAD 8.44 0.05 -286 358 -1.26 -35.07 0 42000 3404 3380 2054
OSA1 2378 018 1134 1288 320 0 17454 42000 0 174 230
IAPRO -11.62 0.07 -4.00 501 -1.64 -55.56 0 42000 5556 -46.15 3485
IAPR1 2272 0.18 10.78 13.15 3.26 0 17454 42090 0 1.57 2.30
IPAFO -6.41 0.04 -286 6.60 =214 -35.07 1] 42000 -3404 3380 2304
[PAF1 2427 018 1134 1262 316 0 17454 42000 0 1.86 230
[ISRO -11.62 0.07 -4.00 501 -1.64 -55.56 0 42000 5556 4615 3485
[ISR1 272 018 10.78 1315 3.26 0 17454 42000 0 1.57 230
IRPAFO -10.80 0.06 -4.00 383 -1.38 -46.48 0 42000 448 -43.2 -34.85
IRPAF1 2420 0.18 1134 1265 316 0 17454 42090 0 174 2.30
QCso -10 80 006 -4.00 1272 383  -138 4648 0 42090 -448 432 3485 17388
QCs1 2420 018 1134 3781 1265 316 0 1745442090 0 174 230 480 .
IDEF 133 001 1 125 399 1.06 0 5 42000 o 0 o o 2 3 3
ISA 472 0.02 5 4358 216 0.62 0 15 12090 0 0 0 0 7 12 12
|AL 1.03 0.01 1 1.2 184 0.68 0 3 42000 o 0 o o 2 3 3
ICR 0.72 0.01 0 116 312 1.30 0 4 42090 0 0 0 0 1 3 3

Variable Legend: see Table 2

Table 5. Partial correlations between Tobin’s g and selected variables based

on La Porta et al. (1998) method: common law case

Q EPS GPC DPS SDPE N_EMP DEF SA Al CR
Q 1
EPS -0.004 1
GPC 0.005 0.079 1
DPS -0.005 0.697 0.092 1
SDPE -0.006 -0.025 0.097 -0.012 1
N_EMP -0.003 -0.052 -0.062 -0.043 -0.012 1
DEF 0.008 0214 -0.645 0.270 -0.041 -0.097 1
SA 0.006 0.202 -0.703 0.253 -0.091 -0.089 0.979 1
AL 0.007 0.185 -0.722 0.238 -0.054 -0.079 0.962 0962 1
CR 0.012 0.287 -0.350 0.364 0.031 -0.143 0.934 0.865 0.862 1
Variable Legend: see Table 2
Table 6. Partial correlations between Tobin’s q and selected variables based
on La Porta et al. (1998) method: civil law case
Q EPS GPC DPS SDPE N EMP DEF SA Al CR

Q 1

EPS -0.002 1

GPC 0.036 -0.032 1

DPS 0.043 0.066 -0.044 1

SDPE -0.020 0.030 -0.015 0.017 1

N_EMP -0.038 0.015 -0.018 -0.031 -0.017 1

DEF 0.097 -0.153 0.011 -0.010 -0.023 0.001 1

SA 0.083 -0.235 0.048 -0.057 0.002 -0.049 0.822 1

Al 0.115 0.021 0.014 0.118 -0.029 0.052 0.615 0.559 1

CR -0.006 -0129 0.185 -0.123 -0.016 -0.171 0329 0529 0272 1
Variable Legend: see Table 2
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Table 7. Partial correlations between Tobin’s g and selected variables based
on La Porta et al. (1998) method: overall case

Q EPS GPC DPS SDPE N_EMP DEE SA Al CR
Q 1
EPS -0.003 1
GPC 0.004 0.057 1
DPS -0.004 0.584 0.071 1
SDPE -0.005 -0.011 0079 -0.016 1
N_EMP -0.003 -0.032 -0.037 -0.032 -0014 1
DEF 0.004 0.067 -0.464 0.121 -0.019 -0.077 1
SA 0.0004 0.005 -0390 0013 -0.023 -0.079 0.899 1
Al 0.0001 0037 -0332 -0.003 -0.009 -0.043 0815 0.880 1
CR 0.012 0.209 -0.321 0.356 0.012 -0.137 0.632 0.429 0.328

Variable Legend: see Table 2

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

Q EPS GPC DPS SDPE N EMP  ASD AS1  OSAD 0SA1 APR0O APR1 PAF0 PAF1 ISR0O  ISR1 IRPAF0 IRPAF1 QCS0  QCS1
Q 1
EPS -0.004
GPC 0.005 1
DPS -0.005 0.092 1
SDPE -0.006 0097 -0.012 1
N 0.0 0.06 3
EMP -0.003 0062 0043 0012 1
ASD -0.020 0 0216 0.020 -0127
ASl 0.001 0 -0.384 0.054 0172
0sA0 0015 0 0313 0042 0.146 1
05A1 0.002 0 0392 0052 0929 1
APRO -0.015 0025 0210 0009 0.802 [ 1
APR1 -0.006 0166 -0404 0094 -0.830 -0.500 1
PAF0 0021 0076 0.188 0056 0.776 0083 .0428 1
PAF1 0.003 0.106 -0373 0.051 -0.924 -0814  0.896
ISR0 -0.015 0025 0210 0.009 0.802 1 -0.500
ISR1 -0.006 0166 -0.404 0094 -0.830 -0.500 1 1
IRPAED -0.020 0063 0216 0.0 0988 -0.331 0.531
IRPAE1 0.001 0116 -0.384 0054 -0.924 -0.781 0929 0.929 1
QCso -0.020 0063 0216 0.0 0.859 0988 0531 0.531 0.795 1
QCs1 0.001 0.116 0384 0.054 0924 -0.781  0.920 0.020 1 0.793 1
Variable Legend: see Table 2
Table 9. Partial correlations between Tobin’s q and selected variables: civil law case
DPS SDPE N EMP ASO AS1  OSAD 0SA1 APR0O APR1 PAF0 PAF1 ISR0 ISRl IRPAF0 IRPAF1 QCS0 QCs1
Q
EPS
GPC
DPS 1
SDPE 0.017 1
N 9
EMP <0031 -0.017 1
ASD -0.021 0039
Asl 0024 0102
0540 -0.028 0016 1
05A1 0025 0102 -0.862 1
APRO <0010 0037 0859 0712
APR1 0025 0097 0859 0999
PAF0 <0024 0123 0817 0927 1
PAF1 0024 0099 0856 0999 -0.938
ISR0 -0.010 0859 0712 0854 1
ISR1 0025 0097 0859 0999 -0.009 -0.687
IRPAFD -0021 0039 0917 0.76 0868 0768 0988 .0740 1
IRPAF1 1 0024 L0102 -0.862 000 <0932 1.000 0720 0993 -0.767
QCso 50 -0021 0039 0917 0.76 0868 -0.768 0988 0740 1 1
QCs1 1 0024 0102 -0.862 000 <0932 1000 -0.720 0998  -0.767 1 0.767 1
Variabl Table 2

Table 10. Partial correlations between Tobin’s g and selected variables

: overall case

Q EPS GPC DPS SDPE N EMP ASO AS1  0SA0 OSAl APR0O APR1 PAF0 PAF1 ISR0O ISR1 IRPAF0 IRPAF1 QCS0  QCs1

Q 1

EPS -0.003

GEC 0.004

DPS -0.004 1

SDPE 0.005 0.016 1

EXIP 0.003 0032 0014 1

As0 -0.018 0175 0.02 -0.111 1

Asl 0.0001 0219 -0.022 0.083

0sA0 0.012 0247 0023 -0.109

0541 0.0001 0215 0024 0.091 1

APRO 0.015 0170 0017 -0.110 0.5 1

APR1 0.00 0214 0007 0.081 0989 0401 1

PAFO 0.01 0.144 0078 -0.106 -0.696 0934 -0584 1

PAF1 0.00 0217 0021 0.097 0993 .0604 0968 -0.763

ISR0 0. 0170 0017 -0.110 <0522 1 <0401 0934 0604

ISR1 -0.004 0214 -0.007 0.081 0989 -0.401 1 -0.584 0968

IRPAF0 -0.018 0175 0.026 -0.111 <0381 0987 -D464 0947 0650 1

IRPAF1 0.0001 0219 0022 0.083 0998 -0 0979 0733 0998 0622 1

QCS0 0.018 0175 0.02 <0111 22 0581 098 -0464 0947 0650 1 -0.622 1

QCs1 0.001  -0.185 0218 0022 0.095 -0.622 1 -0835 0998 0571 0979 0733 0998 0.622 1 0.622 1

Variable Legend: see Table 2
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Table 11. Panel Unit Root Test by Im, Pesaran and Shin (2003)

InQ InEPS InGPC InDPS SDPE _ InN_EMP ASO AS1 0sAD 0SAl APRO APRI PAF0
t-bar -1.686 LT -4.372 -L137 . -1.234 -0.599 -0.874 -1.221 -1.317 -0.721 -0.858 -0.502
Crifical
Value -1.64 -164 -1.64 -1.64 -164 -1.64 -164 -1.64 -1.64 -164 -1.64 -1.64 -164
10%
Critical
. Value -1.67 -167 -1.67 -1.67 -167 -1.67 -167 -1.67 -167 -167 -1.67 -167 -167
Fixed 5,
effects 3%
Critical
Value -1.73 -173 -1.73 -1.73 -1.73 -1.73 -173 -1.73 -1.73 -1.73 -1.73
1%
W-bar -3345 -3322 -69.825 5.673 5.061 22012 6861 4522 24357 17.664
p-value  0.0001 0.0001 0.0001 1 1 1 1 1 1
NT) (33712) (20312) (59912 (27212) (599.12) (599.12) (59912 (599.12)  (599.12)
t-bar -2.356 -1436 -4.239 -1927 -1.854 -1853 -2.801 -1.808 -1.045
Crifical
Value -228 -228 -228 -228 -228 -228 -228 -2.28 -228 -228 -2.28 -228 -228
16%
Fixed Crifical
effects  Talie =231 =131 <231 -231 -231 =231 =231 -231 <231 -231 <231 -231 -231
and 3%
Time  Critical
trends  Value -237 =237 2237 2237 -237 <237 -237 -237 2237 -237 2237 -237 -237
1%
W-bar -7.199 -3.847 -5131 4.047 -0.142 7.817 7.266 -19.421 -15.667 6.511 12322 8945 3554
p-value  0.0001 0.0001 0.0001 1 0.443 1 1 0.0001 0.0001 1 1 1 1
N T (33712)  (203.12)  (599.12) (272.12) (358.12)  (599.12) (599.1%) (599.12) (599.12) (599.12) (599.12) (599.12) (599.12)

Variable Legend: see Table 2. The null hypothesis of the test is existence of unit root (HO: pi=1) against the alternative
no presence of unit root (H1: pi <1 for each i=1,..., N1 and pi =1 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. Panel Cointegration Test by Nyblom and Harvey (2000)

nQ___ WEPS _ WGPC__ WDPS _ SDPE_ N EMP__ AS0 Fg) OSAD__ OSAl __APR0_ APRI___ PAF0_ PATL
T 3958 T 1m@ 355 1 3058 0577 08162 0978 1013 0% 09B1  05%9 080
.;\;: 20972 lolg4 299722 11372 29972 03888 05726 07109 07289 0381 06303 0384 06078
Critical
Value CV-1836 CV-1836 CV-1836 CV-1836 CV-1836 CU-1836 CV-1836 CV-1836 CV-1836 CU-1836 CV-1836 CV-1836 CV-1836 CV-1836
10%
Fixed
effects €7

Value CV=1901 CV=1901 CV=1901 CV=19.01 CV=1901 CV=1901 CV=1901 CV=1901 CV=1901 CV=19.01 CV=1901 CV=1901 CV=1901 CV=19.01
5,

Critical

Talue CV=2023 CV=2023 CV=2023 CV=2023 CV=2023 CV=2023 /=2025 CV=2025 CV=2025 CV=2025 CV=2025 CV=2025 CV=20.23
1%
N N-100 N=100 N-100 N=100 N=-100 N=100 N
NH-t 34167 34167 34167 0.6816 0.83 [
:df‘ 288889 288889 288389 0512 06645 09843
Crifical

Fixed Talue CV=721 CV=721
effects  10%
and  Crifical

CV=721  CV=721 CV=721 CV=721 CV=721

Time  Talue CV v CV=737 CV=737 CV=737 CV=137 V=7
trends 5%
Criteal

Value CV=769 CV-=769 CV-769 CV-7609 CV-769 CV-760 CV-760 CV-760 CV-760 CV=768 CV=769 CV=-760 CV=769 CV=769

,‘.7 N=100 N=100 N=100 N-100 N=100 N=100 N=100 N-100 N=100 N-100 N-100 N-100 N-100 N=-100

Variable Legend: see Table 2. The null hypothesis of the test is no cointegration (HO: rank(var-cov)=K=0) against the
alternative hypothesis of cointegration (H1: rank(var-cov)=K # 0) NH-t: the test is performed under the hypothesis of iid
errors. NH adj-t: errors are allowed to be serially correlated and the test is performed using an estimate of the long-run
variance derived from the spectral density matrix at frequency zero.

Table 13. Fixed Effects Estimation Common and Civil Law Countries
using La Porta et al. (1998) estimation method plus auditing fundamental variables

nQ CML CVL OVERALL
IEPS 0.106°** 0.074%%* 0.033%% 0.029%* 0.090%** 0.066"**
t-statistic 9.64 6.85 2.64 234 10.62 7.89
InGPC 3.985%x= 3358%* 4308 2034 22547 0441
f-statistic 818 295 931 182 1047 186
InDPS 0.118%*= 0.034%* 0.077%=* 0.078*** 0.099%®* 0.049%%*
r-statistic 827 237 514 5.14 931 445
SDPE -0.000004 000001  -0.00006***  0.00013**  -0.00004**  0.00019"**
t-statistic 033 055 -5.05 29 419 3.66
InN_EMP  -0.027** 0.048%HF  LD028FFF 0.030%** -0.021%* -0.043%%%
t-statistic 254 -4.58 -3.07 -3.36 282 -5.89
DEF 0.343%% L125%%% 0.08%FF  0133F* 0.108%** -0.055%*
t-statistic 2.09 419 446 373 448 223
SA -0.010 -0.155*= 0.003 0018 0.042%w* 0.018*
f-statistic 025 284 031 -155 443 191
Ar 0.115%= 0.161%* 0.213%=* 0.304% %% 0.075%** 0026
r-statistic 289 282 378 47 405 128
CR -0.108 -0.596%* 0.002 0026 0.125%** 0.045%%*
t-statistic 141 -4.63 0.09 083 10.19 341
;"une . Yes Yes Yes
ummies
CONS 0.649%** 1.120%%* 0.510%+* 0.232* 0.575%+* 04784+
t-statistic 6.22 796 5.14 L.71 8.17 3.86
ﬁ,‘..“? 0.100 0.169 0.124 0.161 0.092 0.143
thin
R-sq < N
Borkeen 0017 0.005 0.004 0.003 0005 0.0002
Resq 0.009 0.013 0.049 0.051 0.001 0.006
Overall
Frest 102.35%4* 67.7%%* 5127+ 21.39%%* 130.82%*+ 66.31%%*
Frestui=0  20.41%** 21.13%4* 15.48%%% 15.95%*+ 19.14%4* 19.7%4%
Hansman 5 4 guns 65.36%== 125 42%%* 47 87" 314.65%%% 283 04%%
Test chi2
“a\;’"“' o ones 9096 3696 3696 12792 12792

Variable Legend: see Table 2. Legend: *** coefficient is significant at the level
of 1%; ** coefficient 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

nQ 1 2 3 1 5 6 7
InEPS 0188%=*  0182%*= 0105%==  0105%=  00o2==> 0070°*  0.060%*=
t-staristic 3823 36.33 1324 1324 10.66 520 712
InGPC 0117+ 0.224%%%  0223%= 0.166*= 03764+ 0.306%*
t-statistic 163 285 284 207 411 245
InDPS 0175%= 0175 (143= 0.108%**  0.062%*=
t-statistic 1934 1928 1398 10,51 569
SDPE 0.000001  -0.00002%* -0.00003%** 0.00018%**
t-staristic 0.08 254 53 288
InN_EMP 0.007 0031%F 00467
t-statistic 100 428 643
AS_0 0267+ 0041
t-statistic 253 -0.23
As1 0.132 0.132
t-stafistic 1.58 0.95
0540 02035 0.011
t-stafistic -2.40 0.08
054_1 01535 0,037
t-stafistic 2236 -0.38
APR_0 0.075%s= 0.035
t-stafistic -35 098
APR_1 0.038 0.073%
t-statistic -1.49 -1.74
PAF_0 0175+ 0.052
t-stafistic -2.18 039
PAF 1 0.020 0011
t-statistic 113 -0.37
Time ) Yes
dummies

Cons 0.527==%  530%s= 05665  0.566%== 0756+ 0055%=*  (.668%*=
t-statistic 101.21 99.41 6293 6032 1158 1462 478
B-sq 0.082 0.076 0.112 0.112 0.069 0.108 0.153
Within

BE-sq 0.0003 0.0003 0.000001 0.000001 0.001 0.005 0.004
Between

R-sq 0.0003 0.0002 0.0002 0.0002 0.002 0.012 0.021
Overall

Frest 1461 3%+ G603+ 60078+ 450 36%%*  17242%=+ 107756 6320%4=
Frestui=0  2332%%%  2312%%=  2405%e 2403k 2033 108455+ 20g2es=
Hausman 593 3geex  4633%e=  3g554ve= 394057 287.35%%=  |5§.03se=
Test chi2

‘:;‘s”'b"" of 17883 17591 15618 15618 12792 12702 12792

Variable Legend: see Table 2. Legend: *** coefficient is significant at the level of 1%;

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

Table 15. Fixed Effects Estimation Common Law Countries: auditing main variables

mQ T 7 3 Fl 5 [ 7

InEPS 0227%%%  (220%*+* 0.128*++ 0 128%*= 0 112%=* 00813+ 0074%*=

t-staristic 30.63 37.62 12.68 1276 10.16 755 69

InGEC 0.062 0.148% 0129 0.063 1674% 6.624%Hs

t-staristic 0383 180 1.58 0.74 802 446

InDPS 0.186%¢*  0.182%** (. ]55%%* 0.079%%*  0.043%*=

t-stafistic 16.11 1575 1129 571 299

SDPE 0.00003 0.00001  -0.00005*=*  .0.003%**

t-stafistic 292 0.59 383 471

InN_EMP 0019 005245 OS5

t-stafistic -1.74 501

AS0 2.804%*

t-statistic 11.62

As1 2.080%*

t-stafistic 11.00

0SA_0 2.34g%%

t-stafistic -11.87

0sA_1 -1.642%=

t-stafistic -12.12

APR_0 0574w

t-statistic -12.08 -0.27

APR_1 0.649%%= L 300%%s

t-statistic -11.49 -2.97

PAF_0 204044+ 1.077+*

t-stafistic 2.2

PAF_1 0.153%*

t-stafistic 2.04

Time ) Yes

dummies

cons 0.504%%%  03520%** 0.488%%%  0479%*= 0 gI7=* 1825%%  T466%+>

t-statistic 71.26 70.66 4536 4293 838 1677 576

B-sq 0.116 0.108 0.136 0.136 0.079 0.148 0.185

Within

BE-sq 0.004 0.004 0.013 0.013 0.023 0.013 0.005

Between

B-sq 0.001 0.001 0.004 0.004 0.011 0.006 0.045

Overall

Ftest 1570.0%4%  TILI*+= 543524 410.07%%%  14226%=*  [11.54%%  §4.00%=

Ftestui=g  27.7%%* 27.28%= 2725 2701% 20547 21127 2161%

Hausman 531 5use gppgqees 47524055 461535 28D TSEE 265135 65395+

Test chi2

‘:;‘s”'b” of 1975 12713 11232 11232 9096 9096 0096

Variable Legend: see Table 2. Legend: *** coefficient is significant at the level

of 1%,; ** coefficient is significant at the level of 5%; *coefficient is significant at the level of 10%
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Table 16. Fixed Effects Estimation Civil Law Countries: auditing fundamental variables

InQ 1 2 3 4 5 [ 7
InEPS 0.068%* 0.070%** 0.033%%* 0.035%=*= 0.03gF*s 0.019 0.019
t-statistic 7.23 7.55 270 283 3.06 1.57 1.54
InGPC 4 go4%** 5.005%* 5.203%*= 5.078%% 4.625%=% -0.633
t-statistic 10.06 10.75 11.00 10.98 9.53 -0.38
InDPS D.141%%* 0.142%=*= 0.120%%* 0.093#=* 0.080%+=
t-statistic 10.25 10.39 9.16 6.59 5.37
SDPE -0.0001***  _00001%*=  _0.0001%** 0.0002=**
t-statistic -5.29 -5.92 -7.23 2.80
InN_EMP -0.003 -0.021%#* -0.026%**
t-statistic -032 241 -188
AS 0 -0.305%*= 0.533%*=
t-stafistic -3.01 266
As 1 -0.2553%== 0.578%*=
t-stafistic -2.63 3.00
05A_ 0 0.267*** -0.460%+=
t-stafistic 328 -2.83
05A1 0.062 -0.544 5%
t-stafistic 0.88 -3.89
APR_0 0.040 -0.067
t-staristic 145 -1.20
APR 1 0.162%=* -0.030
t-staristic 428 -0.38
PAF 0 0189+ -0.519=%*
t-statistic 2.50 -344
PAF 1 0.065%** -0.108=**
t-statistic 355 -3.14
Time -
dummies Yes
cons 0.500%=* 0.427%%* 0.584%%* 0.608**= 0.612%%* 0.795%%* (.350%%=
t-statistic 75 3924 28.15 2872 7.33 9.59 251
R-_.sq . 0.012 0.034 0.075 0.081 0.088 0.143 0.171
Within
R-sq 0.001 0.001 0.0001 0.00001 0.0001 0.002 0.001
Between
R-sq 0.006 0011 0.021 0.023 0018 0.017 0024
Overall
F test 52.24%%* 7 103.29%%* 6. 5%+ G2.54%%= 41.77%=% 20.17%*=
F test ni=0 14.35%== 14.76%** 15.55%%* 15.64%*= 16.5]1%*= 17.15%=* 17.18%*=
Hansman 16.37#== 16550 346305 2033k [2031%EE 1G04D%s
Test chil
Numberof 4908 4878 4336 14386 3696 3696 3606

Variable Legend: see Table 2. Legend: *** coefficient is significant at the level of 1%;
** coefficient is significant at the level of 5%; *coefficient is significant at the level of 10%

Table 17. Chow test or Structural test between overall and common and civil law countries

1 2 3 4 5 7
F-test 97.44 90.03 45.50 4273 23.59 12.84
VC al 3% 3.00 2.6 237 221 21 - -1.88
VCall% 4.63 3.8 3.34 3.04 2.82 =2.43 -2.43

Legend: HO: the coefficients in the two sub-samples (common and civil sample) are the same.
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