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Abstract
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impact on audit fees. Using U.S. data from 20032608, we find that asset
securitization risks (retained interests) are aassed with audit fees after, but not
before, the global financial crisis (GFC). This gegts auditors neglected
securitization risks before the GFC. The resules @msistent with auditors treating

securitizations as asset sales rather than sebarealvings.
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Asset Securitizations and Audit Fees

1 Introduction

Auditors have been criticized in relation to assturitizations following recent
bank failures and in relation to the global finahairisis. Perceived audit failures
include not taking appropriate actions in respotsesecuritization fraud (e.qg.,
National Century Financial Enterprises Lawsuitsigfaex-auditors 2007), helping
companies violate GAAP (e.g., New Century case R0@@ppropriate opinions on
securitizations and overall insolvency (e.g., LehmBrothers case 2007) and
inadequate audit processes (e.g., Fannie Mae dca0d&). These perceived audit
failures undermine the financial reporting credipilof the reporting entities and
harm domestic and global economies (Pearson 2009).

Prior studies investigate the economic substancesset securitization risk
transfers (Kane 1997; Niu and Richardson 2006; Gitesl. 2008; Landsman et al.
2008; Shipper and Yohn 2007; Barth et al. 2009, déRtent of risk transfers with
recourse (Gorton and Souleles 2005; Chen et al3;28@gins and Mason 2004),
information asymmetry (Cheng et al. 2008), and iegshand capital management in
asset securitizations (Karaoglu 2005; Rosenblatt. &005; Dechow and Shakespeare
2009; Dechow, Myers and Shakespeare 2009; Ambtade 2004). However, despite
the attendant criticisms of auditors, there igelitir no prior research testing the link
between asset securitizations and auditor behaviour

The complexity of asset securitizations and the agament’s flexibility to

choose sale or borrowing accounting treatments €Kl&97; Shipper and Yohn 2007)



make it difficult for auditors to understand theigreconomic substance of the
instruments, the financial risk status of the araging bank, and the discretionary
earnings and capital management opportunitiesentday securitization transactions
(Healy and Wahlen 1999; Matsumoto 2002; Karaogl0520The challenges and

auditors’ limitations in this regard also affecetauditors’ risk considerations in audit
planning and pricing (Houston 1999; Phillips 198&aulieu 2001). If auditors are

focussed on audit quality or their risk exposurghér securitization risk should

induce increased audit effort to maintain an aataptaudit risk level. Self-interested
auditors who recognize their risk exposure butcarestrained from increasing effort
may price-protect themselves by charging an aedifgremium. Both increased effort
and fee premia will result in higher audit fees.

The analysis of audit fees is a basic tool in redeato the audit market and
auditors’ behaviour. Extant studies extensively estigate cross-sectional
determination and inter-temporal variation in addéds for indications of variation in
audit effort and fee premia (Simunic 1980, 1984nfrase 1986; Francis and Simon
1987; Simon and Francis 1988; Ettredge and Gregnt®90; Pratt and Stice 1994;
Craswell et al. 1995; Bell et al. 2001; Ghosh aasvlewicz 2009). However, most
such studies specifically exclude financial ingittins from their analyses because of
the attendant accounting and risk differences coetptp other sectors. Consequently,
there is relatively little research on audit effand pricing in the banking industry.

By applying the established methodology of audit $eudies to investigate how
asset securitization and other financial riskscffee behaviour of the banks’ auditors,
we advance our general understanding of auditoawetr and audit pricing, and

reduce the current knowledge gap concerning afidisset securitization disclosures.



The audit risk in asset securitizations that isoeisded with transaction
complexity, sale or borrowing accounting choicexitdity, and management
manipulation risk, is represented in the amounseduritized assets (Kane 1997;
Shipper and Yohn 2007; Landsman et al. 2008; Kduna2@05; Minton et al. 2004;
Matsumoto 2002). Explicit recourse against theipatpr is significant in securitized
assets; this is represented in retained interesish is also sensitive to the reliability
of fair value estimation conditioned on the ecoronenvironment. Therefore,
following Barth et al. (2009), we use the amounse€uritized assets and the amount
of retained interests to represent asset secuigtizéactors and incorporate these in
the audit fee model extended for financial insiig in Fields et al. (2004).
Estimating this using publicly available data orsUbank holding companies (BHCS)
from 2003 to 2008, we find that audit fees increagh retained interests (RI) in the
post-GFC period, but not earlier. This suggestsdhditors did not recognize the risk
of asset securitizations prior to the GFC.

Asset securitizations are an important source dafitatisk and economic
significance, as revealed by the current financrais and bank failures. Therefore,
the cross-sectional and intertemporal views ofabsociation between auditor effort
or pricing and asset securitizations in this stady important contributions to the
literatures concerning asset securitization risét anditor behaviour. The study also
contributes to the emerging literature on bank tsudihis is a growing area of policy
interest since Basel (2008) called for “more regdeayn bank audits, especially in
areas that are of particular interest to bank mEgtd and important to financial
markets”.

The remainder of this paper is organized as folloWse relevant literature is



reviewed in Section 2 and hypotheses are develwp8dction 3. Section 4 describes
the research design and Section 5 reports the raauits. Further testing is reported

in Section 6. Section 7 concludes the study.

2 Literature Review

2.1 Asset Securitizations

Figure 1 displays the procedures of a typical seezation transaction in banks.
An asset securitization transaction begins withahginating bank transferring a pool
of financial assets, such as mortgages, loans eask$, to a special purpose entity
(SPE). The SPE legally isolates the loans beyordr¢lach of the originating bank
and its creditors under FAS 140 (formerly FAS 12BJt remains part of the
originating bank’s consolidated entity. To avoicc@enting consolidation, the SPE
becomes a qualifying special purpose entity (QSi*Eansfers the loans to a QSPE.
The loans are then securitized in ranked tranchesthe absence of credit
enhancements, the most junior securities tranctieifirst to bear credit losses on the
securitized assets. When the first tranche is estedythe remaining liability passes
to the second junior tranche, and so on until eddit losses are absorbed. Credit
enhancements insulate senior securities from tHaullerisk on the underlying
financial assets. Enhancements are provided byotiginators, or a third-party
guarantor, in the form of cash collateral accoungserve funds, commitments to
purchase assets in default, credit derivativeseoourse provisions. Rating agencies
are involved in this step to assign ratings totthaches. Strategically, the most senior
tranche is usually made as large as possible wslilleobtaining an AAA rating and

the first (most junior) tranche is usually unratedi made as small as possible while



still allowing the second tranche to obtain an staeent grade rating (Ryan 2008).
The most junior tranche(s) is retained by the sgzer for credit enhancement
purpose and the investment-grade tranches are teolidvestors: Proceeds are
transferred through the SPE to the originator. SR& distributes cash generated by
the securitized financial assets to the investmger the security contracts.

< Figure 1>

2.2 Accounting Standards and Accounting Benefits on Asset Securitization

For 2003 to 2008, accounting for asset securibpais subject to FAS 140
Accounting for Transfers and Servicing of Finandalsets and Extinguishments of
Liabilities and FIN 46(R) (an FASB interpretatiohARB 51 relating to consolidation
of SPEsY. For securitization to qualify as an asset sale,tthnsferor must transfer
the financial assets to a bankruptcy-remote erditgd surrender controls of the
transferred assets. To avoid consolidation, thetyemiust be a qualifying-SPE
satisfying conditions specified in FIN 46(R). Ifetlasset transfer qualifies as a sale,
the illiquid loans are written back and originatecognizes any retained interests and
servicing assets on its balance sheet; unrealigeotef cash flows are treated as a
gains or loss in current income statement.

FAS 157 imposes a three-level measurement hierdahifair value based on
whether the inputs are “observable” or “unobsemabMarket-priced observable
inputs are ranked higher and more prioritized diver-supplied unobservable inputs

in fair value measurements. When the market psceot observable, firm-supplied

! We don’t consider the situation that the retained junior tranche(s) may be re-securitized to CDO with more
complex securitization and credit enhancement procedures. Basically, the effect of such re-securitization is to
upgrade the formerly un-investable securities to investment-grade securities sold to investors. The balance sheet
impact is similar to our simple model.

% From 2009, FAS 166 and FAS 167 largely limited the scope of accounting for asset securitization as sales.
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fair value, usually established with internal maedeased on assumptions set by the
firm itself, could be used to fair value measureteeRAS 157 provides support for
the discretionary use of internal models in the fallue measurements associated
with asset securitization transactions, especialhen the market inputs are not
reliable and of poor quality signals (e.g., durorgsis period), or when the assets or
liabilities are distinct from the assets or liai@s with available inputs in the market
(e.g., the assets and liabilities incurred durmgjuidual securitizations).

Appendix 1 Panel A presents a typical accountingc@dure for an asset
securitization transaction under FAS 140, FAS 168 BAS 166> The basic sale
accounting treatment on asset securitizations uRA& 140 and FAS 156 is to (1)
remove the securitization assets from the balaheets(2) record cash proceeds in
the amount received and recognize non-cash proecadds value; (3) recognize the
book value of the retained sub-securities as t@gstion of the sub-securities’ fair
value to the fair value of the securitized assgt¥y;recognize the retained interests
other than sub-securities (e.g. servicing asseis)the same way as retained
sub-securities before FAS 156 or at fair valueraRAS 156; and (5) gains on
securitizations is recorded as the difference betweet cash proceeds and the value
(fair value or carrying amount depends on the tfpie assets) of the components of
assets sold. The sale accounting and non-condohdat the SPE as allowed by FAS

140 /156 and FIN 46R bring the following accountbenefits to the originating bank

3 Although the changes in accounting standards from FAS 140 to FAS 156 are significant in some aspects of asset
securitizations, to the extent of the scope studied in this paper, the change has very limited impact on the sale or
borrowing accounting issue. The requirement changes of fair value measurement to servicing assets in FAS 156
also limitedly affect our study as servicing assets are not a focus of this study and only represent small portion of
retained interests.

The application of FAS 166 and FAS 167 has almost excluded the opportunity of sale accounting and
non-consolidation of asset securitization. However, they are implemented at the end of 2009 and irrelevant to
our study period.



as displayed in Appendix 1 Panel B, including: AL)ower leverage ratio, mainly

because the loan liability has been removed froen lihlance sheet. (2) A better
liquidity ratio. (3) A higher profitability. (4) Avossibly more flexible and favourable
risk-based capital ratio. Meanwhile, due to the imalation opportunities created to
easily hide changes in credit policy, subjective faalue evaluation on retained
interests and gains on sales recorded in the incetagement (Scism 1998),
securitization accounting may have a negative immac true and fair financial

reporting.

< Appendix 1>

2.3 Empirical research topics on asset securitization

The following empirical topics have been extensiwatludied by prior literature.

2.3.1 Sale or borrowing: the economic substance of asset securitization on risk
transfer

Regulators, rating agencies and capital market h@yeosite views on the
economic substance of asset securitization. Att |émsore the reformation of
securitization regulations and rules in responsthéofinancial crisis (FAS 166 and
FAS 167), standard setters and regulators vieva$iset securitization as a sale and a
transfer of risks to the extent of the componeifitassets transferred (FAS 140; FIN
46R). Although rating agencies explicitly documtrdt they treat asset securitization
as a secured borrowing (S&P Corporate Rating @ait2001 &2008), the empirical
evidence gives an opposite answer (Barth et al9;2B@senkranz 2009; Cheng and
Neamtiu 2009). Differently, the equity market andnt market tend to view
securitization as an incomplete transfer of contmdl risk, and treat it as a secured

borrowing in relation to its risk and value relegar(Mian & Smith 1994; Kane 1997;
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Ryan 1997; Treacy and Carey 1998; Niu and RichardXa06; Shipper and Yohn
2007; Hansel & Krahnen 2007; Chen et al. 2008; kamah et al. 2008; Barth et al.

2009).

2.3.2 Implicit or explicit recourse: the extent of risk transfer in asset securitization

The issue of implicit or explicit recourse is maabout the extent of risks
transferred. Measured with explicit recourse, whichccepted in the legal form, the
extent of risk retained by the originator is explyc limited to the extent of its
retained interests, and the gap between total ieedr assets and the retained
interests are deemed fully transferred to the itoreswith all the risks and rewards. If
adopting the implicit recourse argument, whichetdhoy the market participants and
academics (Gorton and Souleles 2005; Cheng eD@8)2the originators actually do
not have effective risk transfer on the securitiassets, and the extent of risk retained
is simultaneously correspondent to the credit osthe underlying assets and limited
to the total amount of securitized assets (Higgind Mason 2004; Calomiris and

Mason 2004; Gorton and Souleles 2005).

2.3.3 Information quality in asset securitization: information asymmetry

Despite several early theoretical arguments thatrgezations can in fact reduce
information uncertaint}; recent empirical evidence and analyses hold #saet
securitizations increase information uncertaintgd asymmetry. (1) The complexity

and flexibility in structuring and accounting treents lead to information

* Before the crisis, people believe that securitization can in fact reduce information uncertainty. (1) Securitization
requires disclosure of more information than non-securitized assets, e.g. the types of securitized assets, basic
quality measures of the loans (Foley et al. 1999; Schwarcz 2004). The increased transparency with regard to the
underlying loans mitigates info asymmetry. (2) Rating agencies published ratings on securities periodically and
provide 3rd party monitoring on securitized assets. (3) The underlying assets are subject to stricter disclosure
requirements under securitization (Foley et al. 1999).

8



uncertainty and asymmetry (Modigliani-Miller 1958arth et al. 2003). The financial
reporting choices in asset securitization (e.de saborrowing, QSPE) simplify the
underlying economics behind securitization and oarially describe the complex
securitization transactions (Schwzrcz 2004; Rya@72Qhereby leave further space
for information uncertainty and asymmetry. (2) Ho®nomic and accounting benefits
are gained at the expense of information asymn{étnyihud and Mendelson 1986;
Chordia et al. 2001; Easley and O’Hara 2002; Chenngl. 2008). Using various
information asymmetry measurgdsto investigate information asymmetry in
securitizations, Cheng et al. (2008) find that sitization leads to greater information
asymmetry measured by forecast dispersion, askgsghd, and stock return volatility.
Information uncertainty and asymmetry in asset stzations particularly exists in
three important areas. (1) The true risk statut@fsecuritized assets is veiled behind
the securitization transactions (Minton et al. 200@2) The creation of retained
interests may have mitigated information asymmetny asset quality as retained
interests provide protections against losses (Reahnal988). However, it creates
another information asymmetry on the private infation about expected cash flows
with regard to the retained tranches and the uwiderl assets, discount rate
assumptions, and other assumptions for the fairevastimation (as most of the RI do
not have a market price). (3) The earnings numbegseasily manipulated via the

asymmetric information of securitization gains.

® (1) Bid-ask spreads, (2) analyst forecast dispersion, (3) stock return volatility. —FD is a more reliable and
acceptable measure.
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2.3.4 Earnings and capital management in asset securitization: an effective tool of
information manipulation and creative accounting

The basic earnings numbers are important indicatorsbank stakeholders
especially non-sophisticated stakeholders and tatfifieccontracting conditions of the
banks with their stakeholders. Additionally, banlkmagers’ explicit compensation
and/or implicit rewards may rely heavily on earrandisclosed. Prior literature
supports that earnings numbers are discretionarayipulated for various reasons
(Degeorge, Patel, and Zeckhauser 1999; Matsumo@®)2dn addition, capital
management is another type of opportunistic maatmn on financial statements,
which can be achieved via earnings management (M3@0). There are four ways
in which bank managers use securitization for éismnary purposes: (1) timing
(Rosenblatt et al. 2005; Dechow and Shakespear®)2®) classification of sales
versus borrowings (Karaoglu 2005); (3) selectionoaihs to be securitized (Pavel &
Phillis 1987; Ambrose et al. 2004; Minton et al02) and (4) valuation of retained

interests (see Appendix 1. FAS 157; Dechow, Myas $hakespeare 2009).

3 Hypotheses Development

3.1 Securitized Assets and Audit Fees

The purpose of an audit is to provide assurancanoentity’s financial reports to
be free from material omissions or misstatementsinoother words, audits are
designed to reduce the audit risk to certain Iéieimon et al. 1993). Audit risk is the
risk that the auditor expresses an inappropriadi apinion when the financial report
is materially misstated (SAS No. 47), which is adtion of inherent risk, control risk

and detection risk. Higher inherent risk and/ortoarrisk leads to greater resources
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(efforts) auditors allocated in order to maintdie total audit risk under an acceptable
level (Felix et al. 2001; Hackenbrack and Knecl#97, O’Keefe et al. 1994; Pratt
and stice 1994; O’ Sullivan 2000; Bell et al. 200@hnstone and Bedard 2001; Lyon
and Maher 2005; Hay et al. 2006). In summary, aeffitrts is associated with audit
risk and audit efforts via inherent and/or contrsks.

The association of the amount of securitization exerent risk is reflected in
three aspects. First, even a simplified asset gzation transaction involves multiple
participants from the originator, SPE, QSPE, thargntor, the rating agency, to the
investors and hence complex procedures between, thigached with sophisticated
documents. For parties except for the securitinatspecialists, the transaction
procedures are complex and the documents are taussicated to be understood.
Therefore, although the initial purpose of asseugBzation is to reduce lender’s
credit risk via packaging the loans into sellaldeuwsities, the higher complexity and
lack of transparency in asset securitization tretn@as require more audit efforts.

Second, the sale accounting and non-consolidatgatinhent under FAS No. 140
and FIN 46R veils the true economic substance amahdial risk status of the
originating banks and thereby increases inherskt Empirical evidence universally
views the “control” of the securitized assets igddy still with the originators (Kane
1997; Shipper and Yohn 2007). With regard to trsksiand rewards, abundant
research from 1990s till now reveals that theraasactual credit risk transfer from
originators in asset securitizations (Mian & Srmii#94; Barth et al. 2009; Ryan 1997,
Niu and Richardson 2006; Hansel & Krahnan 2007adyeand Carey 1998; Chen et
al. 2008, Landsman et al. 2008). However, accogrdtandards (FAS 140; FIN 46R)

and regulations (BASEL 1) allow for sale accountangd non-consolidation of QSPE
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from originators instead of secured borrowing actimg. Compared with secured
borrowing accounting, sale accounting plus non-chdation treatment dresses up
leverage, liquidity, earnings numbers, and capa#b. As illustrated in Appendix 1,
for a hypothetical bank with 12.5% total assetsisgzed and about 10% ROI before
the securitization, after a securitization withesatcounting, its leverage (10) is 3.06
lower than the leverage (13.06) under secured bamgp accounting treatment; the
liquidity ratio also gets an immediate improvemethe ROE doubles from 10% to
21.7% after the securitization with sale accounteangd the regulatory capital ratio is
accordingly improved with a reduction in risk-wetiglh assets and an increase in the
earnings numbers. These accounting treatmentdthemistort the true risk status as
well as the financial performance of the origingtibanks, and hence lead to the
inherent risk of misstatement of going concern mma and financial performance in
financial reporting.

Third, securitization transactions create discretrg opportunities for earnings
and capital management, which are an indispensahlece of inherent risk. Due to
its complexity and flexibility in structuring ancc@ounting treatments, securitization
transactions lead to great information asymmetryween the originators and
subsequent investors as suggested by ModigliaeMi1958) capital structure
irrelevance theorem, and as evidenced in a sefieesearch (Pennacchi 1998;
Minton et al. 2004; Schwzrcz 2004; Ryan 2007). Mgama of the originating banks
have incentives to make earnings management (HealyWahlen 1999; Degeorge,
Patel, and Zeckhauser 1999; Matsumoto 2002) anthtapanagement (Moyer 1990;
Karaoglu 2005). They utilize the discretionary ogipoity created by the information

imbalance between the originators and investorsnamipulation purposes (Karaoglu
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2005; Rosenblatt et al. 2005; Dechow and Shakes@G09; Pavel & Phillis 1987,
Ambrose et al. 2004). The risk of earnings manageéra@d aggressive financial
reporting is considered by auditors in audit plagnand pricing as experimentally
(Houston 1999; Phillips 1999; Beaulieu 2001) angieically evidenced (Gul et al.
2003; Bedard and Johnstone 2004; Lyon and Mahés)200

In conclusion, asset securitization is more com@ed lack of transparency
than ordinary banking transactions; sale accourdimdj non-consolidation treatments
distort the overall risk status and financial perfance of originating banks;
moreover, the originating banks have incentives apgortunities to use asset
securitization for earnings and capital manageme&hese activities lead to great
inherent risk to auditors, and hence attract aglati audit efforts accordingly. To
investigate whether or not auditors are able tdwapthe asset securitization risks
reflected in the amount of the securitized assets, establish the directional

prediction on the association between audit feestlad securitized assets:

H1: Audit fees are positively associated with theoant of securitized assets.

3.2 Retained Interests and Audit Fees

Alternative to Hypothesis 1, auditors’ risk consatéon to asset securitizations
may be associated with another important assetrieation factor, the retained
interests. Empirical evidence indicates two opgosiews on the economic and risk
substance of asset securitizations. Regulators staddard setters treat asset
securitizations as sales of assets and believethbatisk retained by the originator

restricted to the extent of retained interests (BFA®; FIN 46R). Oppositely, the
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financial market holds asset securitizations asureec borrowings, and the risk
retained should be extended to the total amounh@fsecuritized assets, especially
under unfavourable market conditions (Mian & Snii894; Kane 1997; Ryan 1997,
Treacy and Carey 1998; Niu and Richardson 200 #&hiand Yohn 2007; Hansel &
Krahnen 2007; Chen et al. 2008; Landsman et al8;2Bérth et al. 2009).

If auditors take the market participants’ pointvadw (secured borrowing), their
audit risk consideration rests with the total anmtafrthe securitized assets, especially
under unfavourable situations, and retained intesady represent the components
that bear the first risk of losses on the secwutiasset which are designed to be
sufficient enough to cover credit risks of undertyiassets only under predictable
circumstances. Therefore, the audit fees are maisdpciated with the total amount
of the securitized assets, as predicted in Hypathkes On the other hand, when
auditors adopt the regulators and standard sepienst of view (sale of assets), their
audit risk consideration is restricted to the congds of retained interests, in the
forms of interest-only stripes, servicing assetsl aatained junior tranche(s) of
securities. In this case, a positive associatidwéen audit fees and retained interests
rather than audit fees and total securitized assetgpected. Therefore, we make a
directional prediction on the association betweaditafees and retained interests,

which is in response to and comparable with H1:

H2: Audit fees are positively associated with theoant of retained interests.

It is notable that two other issues may also affeclitors’ risk assessment on the

information provided by retained interests. Fitbie value of retained interests is
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based on the fair value estimation on the secatitm components (FAS 140; FAS
157), and due to the lack of market consensus ,ptice fair value estimation to
components usually relies on certain subjectiveuragsions of default rates,
prepayment rates and discount rates (FAS 157).efdrey, the reliability of fair value
estimation is sensitive to the economic environmand is also subject to
management manipulation (Dechow, Myers and Shakesp009). Second,
empirical research evidences the existence of anpkcourse to subsidize the SPE
investors for any default losses related to thesfiexred assets (Higgins and mason
2004; Calomiris and Mason 2004; Chen et al. 2008itdh & Souleles 2005). It
implies that the actual guarantee provided by ftiggr@tor is not limited to the extent
of retained interests, but cover the overall credk of the underlying assets limited
to the total amount of securitized assets in cdssconomic difficulties. If it is the
case, although retained interests represent eix@mourse of originators to investors,
due to the subjective fair value estimation andekistence of implicit recourse, the
retained interests should be no more important dthar components in judging the

true risk association between the originator ardsecuritized assets for auditors.

3.3 The Changes of the Association between Audit Fees and Asset Securitizations

after GFC

The year 2007 saw great downward changes in theeto environment due to
the GFC, especially for the banking industry. Asssturitizations are identified to be
partially responsible for the economic downturn. Miestigate if auditors’ response
to asset securitization factors has changed aftéC.G-or an audit, the changing
economic environment relates to the variation oflitauisk factors including:

constraints on the availability of capital and ¢tregoing concern and liquidity issues,
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the discretion and complexity in using off-balasteet financings, SPEs, and other
complex financing arrangements, significant estiomatand valuation uncertainty
resulted from market volatility. It also relatesth@ client’s overall business risk and
whether the client could achieve their strategigadives (AICPA 2009). Both risk
consideration should be addressed by auditors tteeremodify the audit efforts
adequately or charge a fee premium for the adjustguected legal liabilities.
Therefore, we expect that auditors would pay mdtention to asset securitization

risks after the GFC.

H3: Audit fees are higher relative to asset séieation risks after GFC.
H3-1: Audit fees are higher relative to SA after@GF

H3-2: Audit fees are higher relative to RI afterGF

The asset securitization risks could be represeyetthe amount of securitized
assets (like H1) or by the amount of the retaimgdrests (like H2), depending on
auditors’ understanding of the economic substandéoa the extent of risk transfer of

asset securitizations.

3.4 Theimpact of asset securitizations on audit pricing to credit risks

Fields et al. (2004) suggest a positive associdiemveen audit fees and bank
credit risks. Specifically, banks with higher lee¢lcommercial loans, mortgage loans
and intangible assets are charged higher audit bgeguditors; banks with higher
level of problematic assets (proxied by non-perfamoe loan ratio and the charge-off
ratio) are charged higher audit fees by auditors.

Asset securitizations have effects of dressingnibalance-sheet credit risks by

16



removing on-balance-sheet financial assets offblance sheet. We argue that the
awareness of the risks embedded in asset sectiotigawill trigger auditors’
suspicion on auditees’ on-balance-sheet credis réskd more audit efforts on credit
risk evaluation and assurance, leading to highdit &es. Measuring the credit risks
with asset structure proxies (commercial loan ratioortgage loan ratio, and
intangible asset ratio) and problematic asset psokihe non-performance loan ratio

and the charge-off ratio):

H4: As asset securitization risks increase, awedis fincrease relative to credit risks.
H4-1: As SA increases, audit fees increase relativeeedit risks.

H4-2: As Rl increases, audit fees increase reldatweedit risks.

The asset securitization risks could be represelnyetthe amount of securitized
assets or by the amount of the retained interdstgending on auditors’ understanding

of the economic substance and/or the extent oftrésisfer of asset securitizations.

4 Research Design

4.1 Model

The basic model is adapted from the Fields et28l04) bank audit fee model.
Fields et al. (2004) paper uses SENSITIVE, thentetest sensitive assets divided by
total assets, to measure the bank’s interest satysit SENSITIVE is not a significant
variable in the Fields et al. (2004) model eithar the 2000 bank sample or for the
2003-2008 BHC samples. The importance of interessisive assets should be linked

with the magnitude and the direction of interett ihhanges. Therefore, we modify this
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variable to SENSITIVEAINT in our tests by multiplying the annual changedhe
official interest rates of Federal Reserve Banke ad INTDERIV, the notional
amount of interest rate derivatives divided by ltassets, into the model to capture
off-balance-sheet interest rate risks. The efféatterest rate derivatives to audit fees
is in two folds. First, the interest rate risk framn-balance-sheet assets and liabilities
could be hedged by off-balance-sheet interest datévatives, leading to reduced
business risk and reduced audit fees. On the btrat, interest rate derivatives can be
used for speculation purposes, hence exaggerdtengnterest rate risk and increase

audit fees. In addition, the complexity of derivas leads to increased audit fees.

LNAF =g+ B,LNTA+ 3,BIG4+ 3,LOSS + 3, STDRET + B, TRANSACCT
+ B, SECURITIES + 3, EFFICIENCY + 8,COMMLOAN + 3, NONPERFORM
+ B,,CHGOFF + 8, MTGLOAN + 3,,CAPRATIO + 3,,INTANG + /3, SAVING
+ B, SENSITIVE * AINT + B,,INTDERIV + i 1)

Where:

LNAF: the natural logarithm of audit fee;

LNTA: the natural logarithm of total assets;

BIG4: =1 when the incumbent auditor belongs to Big 4tH&wise;

LOSS. = 1 when the net income reports a negative nunBbatherwise;
STDRET: the corresponding one-year standard deviatiaady stock returns;
SAVING: =1 when the BHC is a savings institution, O otheewyi

® The appropriateness of using INTDERIV to measure interest rate risk needs discussion.

Banks could use interest rate derivatives to hedge on-balance-sheet interest rate risks.

Supposing the only purpose that banks use interest rate derivatives is to hedge their on-balance-sheet interest
rate risks, a higher proportion of interest rate derivatives leading to lower risks and lower audit fees. However, the
notional amount of the derivatives and the amount of the on-balance-sheet position hedged might not be the
same. (Under the derivative mechanism, the derivative amount is affected by both the amount of the hedged
position and the date to maturity of the derivative and the hedged position.)

Overall, the effect of INTDERIV to interest rate risk is not clear. However, it is still a good measure of
off-balance-sheet risk even if it is not connected with on-balance-sheet interest rate risks.
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TRANSACCT: transaction accounts, including Non-interest-eayrdemand deposit
accounts (DDAs), interest-bearing checking accoumtBlOW accounts, automatic
transfer from savings (ATS) accounts, and MoneyKdiadeposit accounts (MMDAS,
divided by total deposit;
SECURITIES investment security accounts divided by total a&sset
EFFICIENCY: the efficiency ratio, defined as the ratio of tabglerating expense to
total revenue (net interest income plus non-intaremme);
COMMLOAN: the proportion of commercial loans to gross loamnmercial loans
involve commercial and industrial loans, loans épasitory institutions, acceptances
issued by other banks, and obligations (other seuurities) of states and political
subdivision; we also include commercial mortgagel agricultural loans in the
commercial loan category;
NONPERFORM: non-performing loans/gross loans;
CHGOFF: net charge-offs/loan loss reserve;
MTGLOAN: residential mortgage loans/gross loans;
CAPRATIO: risk-adjusted capital ratio, defined as total antooinbank regulatory
capital divided by risk-weighted assets;
INTANG: intangible assets/total assets;
SENSTIVE* 4INT: on-balance-sheet interest rate risk measure, defase(interest
rate-sensitive assets - interest rate-sensitinmlitias)/total assets, all multiplied by
interest rate change in the current year,
INTDERIV: the notional amount of interest rate derivativasddid by total assets.
SA: total outstanding securitized assets, deflatedta} aissets (Barth, Ormazabal,
and Taylor 2009);
RI: total retained interests, including retained inderenly strips, retained credit
enhancements, and Unused commitments to providéliiy (service advances),
deflated by total assets (Barth, Ormazabal, antbT2p09);
GOS the amount of gains on securitization, definedhasnet income (loss) from

securitizations deflated by securitized assetstfB&rmazabal, and Taylor 2009).

The two test variables, the amount of securitizesets (SA) and the amount of

retained interests (RI), represent asset securitizaisk factors as identified in Barth
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et al. (2009). SA/RI measures the misstatement m@skociated with asset
securitizations based on the borrowing/sale acaogirgssumption. If auditors view
asset securitizations as sales, the misstatensntaiated is based on the retained
interest amount; if auditors view asset securiitiret as borrowings, the misstatement
risk is based on the total securitized asset amdung measure also relates to the
bank’s overall credit risk and the misstatemenk ris auditors’ going concern
reporting. As the core financial risk of banks,diteisk have direct impacts on bank’s
going concern status. Thereby, in auditors’ peroapt whether credit risk is
associated with total securitization amount or amith the retained interests is crucial
for auditors in making their judgment on going cemc status. GOS measures the
misstatement risk related to earnings reportingprResearch has demonstrated that
manipulating gains on securitizations could be dfeceve tool in earnings
management and capital management (Degeorge, Ratdl, Zeckhauser 1999;
Matsumoto 2002; Rosenblatt et al. 2005; Dechow Sinakespeare 2009). GOS is a

control variable only when the BHC is a securitizer

4.2 Data Source and Criteria
Bank audit data are collected from Audit-Analyti¢llowing prior research

(e.g., Barth, Ormazabal, and Taylor 2009; Chen,drid Ryan2008; Karaoglu 2004),
we extract the financial statement data plus assairitization and derivative details
from Y9C quarterly reports filed with Bank Regulatdy BHCs that have total assets
exceeding $150 million. The lower limit of $150 hah does not affect our result as
the majority of banks performing asset securit@atactivities are in the size larger
than this limit. Securitization details are dis@dsin Schedule HC-S, <Servicing,

Securitization and Asset Sale Activities> of Y9(ads, first introduced in YOC

20



reports from the second quarter of 2001. One-y&ardard deviation of daily stock
return is an independent variable in the auditrfemel, which is calculated from
daily stock prices and dividend information colettfrom CRSP database. Interest
rate information is obtained from U.S. Treasury &RB official disclosures. The
economic condition indicator, NYSE Financial Sedtatex is extracted from NYSE
official website.

We first match bank financial statement data withSP/Compustat merged data
via CRSP-FRB link provided by Federal Reserve BahiNew York. The linked
dataset has identification items such as CIK (SE@istrant header code), CUSIP
(Committee on Uniform Security ldentification Prdoees code) and LPERMCO
(Company permanent name). We match the linked elatath CRSP via LPERMCO,

and Audit-Analytics via CIK (in Audit-Analytics, fers to Company_FKEY).

43 Sample

We restrict our sample to the BHCs. First, in firpsrforming securitization
activities, BHCs represent a relatively large amdn®mically important sample
(Barth, Ormazabal, and Taylor 2009). Niu and Ridean (2006) indicate the
intensity of securitization related transactionstle traditional financial sector is
stronger than in other sectors. Dechow, Myers, 8hdkespeare (2009) report that
BHCs are the primary securitizers of assets. Secaadstated in Chen, Liu and
Ryan(2008), restricting to bank sample could redheeexternal validity of studying
a multi-industry sample, increase the power of mrior factors other than interested
variables, and obtain greater ability to obsene dffect of the securitization risks.

Third, Bank Regulatory Database provides sufficegiia on financial statement and

’ http://www.newyorkfed.org/research/banking_research/datasets.html
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securitization activities of BHCs since the secapdrter of 2001 based on Y9C
reports to Federal Reserve. As securitization da¢aonly available on YOC Bank
Regulatory reports after the second quarter of 2@@dl Rl information is available
after 2003, the study covers the period from 2@03008.

After matching audit fees, bank financial numbersy CRSP one-year standard
deviation of stock returns, the sample consist2X88 firm-year observations. We
delete two observations that report extreme CAPRA[Fisk-adjusted capital ratio) as
at 0.16% (IBERIABank, 2008) and 1155% (Fidelity 8wun Corp, 2007) as input
errors. We further winsorize all the explanatoryiafales at their 1 and 99 percentiles.

The above procedures leave us with 2,136 firm-pbaervations for the period
from 2003 to 2008, belonging to 452 U.S. BHCs, las final sample. It can be
partitioned into two subsamples—the securitizersAMl) and the non-securitizers
(N=1,862). Further partitioning the securitizer saimple into securitizers with RI>0
and securitizers with RI=0, there are 178 firm-yelservations with more than zero
retained interest balances.

<Figure 2>

4.4 Descriptive Satistics

Descriptive statistics are presented in Table In&gelected variables are also
plotted in Figure 3. The average (median) audis fé@ the sampled BHCs are
$1,210,067 ($268,447). The average audit fees gxdmbupward trend from 2003 to
2008. In terms of auditor choice, Fields et al.0@0report more than 70% of BHCs
audited by Big N auditors in 2000. Our sample iaths a decreasing proportion of
BHCs audited by Big N auditors since then, from3%7.BHCs audited by Big N

auditors in 2003 to 42.8% in 2008. Simunic andr5(&P96) and Fields et al. (2004)
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explain the lower ratio of Big-N audits than in ethindustries as that increased
litigation risk in the banking industry results anshift from larger to smaller audit
firms. Ettredge et al. (2009) state that the desran Big N audits in BHCs reflects
client migration to small auditors after SOX 404&@me effective. In addition, the
average audit fees and total assets values amauah lower in Non-Big N audits than
in Big N audits, implying that large BHCs still abge Big N audit firms as their
auditors, while small BHCs are more likely to shiftNon-Big N auditors.

The average total assets follow a similar increppiattern. The mean values are
more than 10 times larger than the median valueghéopool data and the yearly data,
indicating the sample is highly right-skewed. Theghly right skewed sample pattern
iIs common in banking research, e.g., Fields €2804), Karaoglu (2005), Chen et al.
(2008) and Ettredge et al. (2009). Fields et 04 attribute it to several very large
BHCs in the sample.

Although the average LOSS is stable before GFCetisea sharp increase in the
proportion of BHCs experiencing loss after GFC. r€gpondingly, with the
consideration that the asset composition is gelyessble during the period (e.g.
TRANSACCT, COMMLOAN, MTGLOAN etc.), asset qualityxpgerience an
unfavourable change after GFC, as reflected in rtba-performing loan ratio
(NONPERFORM) and the charge-off ratio (CHGOFF).

The average interest rate sensitivity of the padhds 9.5%, comparable with
Fields et al. (2004). As the interest rate risk Imige sensitive to the interest rate
fluctuation, we multiply the interest rate sensiyiwvith the annual changes in the
official interest rates (SENSITIVEXINT) to capture the movement of

on-balance-sheet interest rate sensitivity in raspdo the changes of interest rate of
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the concurrent years. To complete the picture, lwe mclude an off-balance-sheet
interest rate risk measure-the ratio of interest ceerivatives (INTDERIV) into this
study, with the mean value of 0.269 for the poddda

<Table 1>

<Figure 3>

The amounts of securitization activities are widelywersified and highly

right-skewed. Table 2 indicate that most BHCs dat nndertake securitization
activities. Of the 2,136 sampled firm-year obseaoret, 1,862 (87.17%) observations
did not have outstanding securitized assets; a96B81(91.67%) observations had no
retained interests. Securitizations are clustendtie largest BHCs. There are 99.62%
($9,983,352 million) outstanding securitized asswtkl by 178 of the 300 largest
firm-year observations measured by total assetomgthe Top 50 BHC securitizers
ranked by the amount of securitized assets duhegperiod 2003 to 2008, the four
largest BHCs, saying Bank of America, Citigroup, Id/d~argo & Co., and J. P.
Morgan Chase & Co. are listed in the Top 5 seaan. Countrywide Financial and
MBNA were purchased by Bank of America, in 2005 2008 respectively. Bank
One merged with JP Morgan Chase & Co. in 2004;\&fadhovia was purchased by
Wells Fargo at the end of 2008.

<Table 2>

45 Correlations

Table 3 shows Pearson correlations between theessign variables and
p-values from the two-tailed tests. The logarithinaadit fees (LNAF) is highly
correlated with most of the control variables exckpy SECURITIES. The asset

securitization measures, namely SA and RI are higbirelated with each other (Corr.
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Coef. 0.277, p<0.0001), and they are both sigmfigacorrelated with LNAF
(p<0.0001). SA and RI are also correlated with enloer of control variables. The
positive correlation between asset securitizati@asares and LNTA support the view
that asset securitizations are more likely to odoufarge BHCs. We explain the
positive correlation between asset securitizati@asares and Big N auditors as that
the complexity of asset securitization transactifamses BHCs to go to Big N audit
firms rather than small audit firms. The signifidgnpositive correlations between
loan quality measures (NONPERFORM and CHGOFF) assktasecuritization
measures suggest that BHCs with greater loan guyaldblems are more likely to
undertake asset securitization transactions.

The derivative measure INTDERIV is positively cdated with LNAF,
implying auditors charge higher audit fees for BH®#h larger proportions of
interest rate derivative positions. Derivative gactions are higher for BHCs with
larger size and Big N clients. The positive cotielss of INTDERIV with
COMMLOAN, CHGOFF, NONPERFORM, and INTANG indicatleat interest rate
derivatives are used as an active risk managemehtrt BHCs. On the other hand,
derivative positions are lower for BHCs with higherarket volatility, higher
proportion of investment securities, and higherpprdon of mortgage loans. In
addition, SA and RI are both positively correlatath INTDERIV.

<Table 3>

5 Results

5.1 The Validity of Modified BHC Audit Fee Model

The comparison of the validity of Fields et al. 29 model and the modified
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audit fee model used in this study is shown in @ablFields et al. (2004) model still
fits well for the pooled sample. LNTA, BIGN, SECURES®, EFFICIENCY,
NONPERFORM, CAPRATIO and INTANGIBLE are still sidiant determinants
for the pooled data and report the same signseddsret al. (2004). In particular, Big
N auditors charge a significant fee premium for lbaients. SECURITIES is
significantly negative in our sample while sign#itly positive in Fields et al. (2004).
As SECURITIES is defined as 1 minus investment sges/total assets in Fields et
al. (2004) but defined as investment securitiealtassets in this study, this result is
consistent with Fields et al. (2004). STDRET and®ILDAN are also significant but
report opposite signs to Fields et al. (2004).

Fields et al. (2004) paper uses SENSITIVE, the intdrest sensitive assets
divided by total assets, to measure the bank’'sastesensitivity. SENSITIVE is not
a significant variable in the Fields et al. (20@#)del either for the 2000 bank sample
or for the 2003-2008 BHC data. The increase (deedeaf interest-rate generally
benefits banks with more net interest-sensitiveetas@iabilities). During periods of
increasing interest rates, banks with higher negtr@st-sensitive asset gap would have
higher net interest income and less risk, and thelke charged a lower audit fees,
ceteris paribus; The US experienced 17 consecirtteeest-rate increases from June
2004 to June 2006 due to inflation concerns, howetlee interest rate was
continuously decreasing afterwards. Therefore itldde clearer to investigate the
association between SENSITIVE and audit fees ifoeasider the changes in the
interest rate in this measure.

We modify the BHC audit fee model by measuring reairisk with two interest
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rate variables. SENSITIVERINT represents on-balance-sheet interest ratewitk
an adding consideration on the impact of changmerest rate to market sensitivity.
INTDERIV measures off-balance-sheet interest rasgk; rit also indicates the
involvement of the BHC into derivative activitieds presented in Table 4, the
modified model explains more variations of audésf¢han Fields et al. (2004) model.
Additionally, both SENSITIVEAINT and INTDERIV are significantly and
positively associated with LNAF (p<0.01) for the gbed sample. The positive
significance of SENSITIVEAINT and INTDERIV for the pooled sample holds
robust when we add asset securitization factorst @¢-C dummy variable, or the
changes in financial index into the model, indiegtthat auditors charge higher audit
fees on both on-balance-sheet and off-balance-simetest rate risks. Further
estimating on the yearly samples, the modified taiiegi model fits well for the yearly
samples, showing stable and consistent resultsNoFAL BIGN, EFFICIENCY, and
INTDERIV with the pooled sample.

We apply Chow tests to signal the structural changfethe audit fee model
before and after GFC. Taking the post-GFC indica®the breaking point, both the
Fields et al. (2004) model and the modified aueksf exhibit a significant change (all
the p-values <0.001).

<Table 4>

5.2 Audit Feesand Asset Securitizations

To capture the association between audit fees aset @ecuritizations, we add
three asset securitization variables into the nedliudit fee model. Among them,
SA and RI are the two test variables on hypothiesng. To analyse the changes in

the audit pricing to asset securitizations, wehfeirtadd a GFC indicator—PGFC, and
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two interaction terms—SA*PGFC and RI*PGFC into timedel. The association
between audit fees and asset securitizations ®ptoled sample, before and after
GFC, and for the yearly samples are reported iteTab

Contrary to the predictions in H1 and H2, the pdaliata result does not show
direct associations between audit fees and assetitsgation factors for the period
from 2003 to 2008, indicating that asset secutibbrarisks are not significantly
noticed by BHC auditors in this period.

H3 predicts an increase in audit pricing on assetigtization items before and
after the GFC. Taking the year 2007 as the separgipint, before GFC, asset
securitizations are commonly recognized as an ®ffe¢ool to facilitate liquidity,
manage risks and improve the bank performance dok$ although there are some
different voices from academics. The GFC remindedmarkets about the risks and
potential impacts of asset securitizations to baarkd to the economy. The pooled
sample shows a significant increase in overall tafiedis after GFC (p<0.0001). The
interaction term RI*PGFC is positively associatathi.NAF, suggesting that there is
an increase in audit pricing to the retained irgeyafter GFC, consistent with the
prediction in H3-2.

Splitting the pooled sample into pre-GFC and pods€EGubsamples, SA and GOS
are associated with LNAF neither before nor aftéCGscontrary to the prediction of
H1. The pre-GFC RI is not significant to LNAF, whiés contrary to H2; however
after GFC, RI has been positively associated wiNAE (Coef. 7.70, p=0.017),
supporting H2. The results imply a great increaseaudit pricing on asset
securitization risks after the financial crisiscéiging on the retained interest part.

Specifically, auditors do not price asset secwiton risks before GFC. In the years
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after 2007 (inclusive), perhaps due to the expimjpact of GFC on the economy and
the banking industry, auditors gave more considerain asset securitization risks as
reflected in the audit pricing. However, auditordyofocused on RI instead of SA,
indicating that auditors still believed the riskasfset securitization were restricted to
the retained interest component, and support tlesv vihat asset securitization
transactions are sales of assets rather than seboreowings. Therefore, auditors’
perception of asset securitization risks is simitarstandard setters and regulators
understanding to asset securitization risks, bytospe to the market participants’
point of view even during the period after GFC.

<Table 5>

5.3 Thelmpact of Asset Securitizations on Audit Pricing to Credit Risks

We report the effects of asset securitizationsuahtgricing to credit risk factors
in Table 6. We select the ratio of commercial lgansrtgage loans and intangible
assets to proxy for the credit risks in terms a&eastructure and the non-performing
loan ratio and charge-off ratio as the proxiestii@ asset quality. The effects of asset
securitizations to audit pricing to specific credgk factors are represented by the
interactions between asset securitization measanes credit risk measures. The
changes in these effects after GFC are reflectenhlnyiplying the interaction terms
with the PGFC indicator.

Setting the significance criteria at p=0.05, we radnfind evidence that asset
securitizations have impacts on the associatiohwdsn asset-structural-credit risks
and audit fees for the pooled sample. Howeverhé&urinteractions with the PGFC

indicator suggest that auditors increase theiringicto commercial loans and
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intangible assets when the BHC shows a higher ptiopoof retained interests
Similarly, on the impacts of asset securitizationspricing to asset quality measures,
auditors also increase their pricing to credit siskpresented by problematic asset
qguality when the BHCs have a higher level of regdiinterests. The overall results
are consistent with the expectation of H4-2 and al®ss-support the views of H2
and H3-2.

<Table 6>

6 Additional Analyses

6.1 Controlling for Changesin Macroeconomic Conditions

The year 2007 might not be an appropriate divigiomt of pre- and post-GFC,
as some signals of banking distress and finanasischave already been reflected in
2006 although auditors may or may not notice théfa.also want to clarify if the
audit fee determination changes with the macro-@con conditions other than the
great GFC. Therefore, we introduce DFININDEX, tHeawges in NYSE financial
sector index as a measure of the macro-economalitcamof the banking industry in
the model.

As shown in Figure 3, NYSE Financial Index has kaptincreasing from 5148
in the year 2003 to the peak of 10745 in the y&&72 Afterwards, NYSE Financial
Index has been on a downward trend and decreasé&836 in the year 2008.
Accordingly, the annual changes of NYSE Financiadleix are positive for the

pre-GFC years from 2003 to 2006, but negative ler post-GFC period 2007 and

® The results can basically evidence the consistent pattern on the impacts of asset securitizations on audit pricing
to credit risks. However, maybe due to the high multicollinearity existed among the interaction terms, some
results are mixed and hard to explain.
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2008.

Table 7 demonstrates that audit fees are sengditbe changes in economic
conditions. Other things being equal, LNAF is negdy associated with
DFININDEX (p<.0001). Stated differently, audit fedecrease in booming years but
increase in recession periods. The associationdegtvaudit fees and securitization
factors holds robust after adding DFININDEX int@ tinodel. Specifically, SA and RI
are still not associated with LNAF for the period03-2008. Additionally,
RI*DFININDEX is negatively related to LNAF (p=0.032indicating that with the
decrease of NYSE Financial Sector Index, the goulting to the retained interests
increases significantly.

Partitioning the all BHC sample into pre- and pG$t€ subsamples, SA and RI
are not significant to LNAF in the pre-GFC perioglhile audit pricing to Rl is
positively significant after GFC (Coef. 7.39, p=R0). It is interesting to notice that
LNAF is negatively associated with DFININDEX befd&d-C (Coef. -2.30, p<.0001)
but positively associated with DFININDEX after GF(Coef. 0.20, p=0.022).
Although audit fees are lower in booming years efGFC, after GFC, auditors
make more audit efforts and charge higher feesH&€8even though the industry
index shows some booming signals.

<Table 7>

6.2 Controlling for Auditor Change or Auditor Independence

The addition of auditor change indicator or auditatependence measure into
the regression does not affect the main test essfiecifically, AUDITORCHANGE
is not a significant factor for BHC audit fee det@mation, both before and after GFC.

For the full test period 2003-2008, none of theus#ization factors is associated with
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LNAF. There is a great increase in audit fees a®EC (p<0.0001) and audit pricing
to retained interests has also significantly inseebafter GFC (RI*PGFC: Coef. 9.23,
p=0.030). By partitioning pre- and post-GFC subdasip although RI is not
associated with LNAF during the pre-GFC years, LNARositively associated with
RI'in the post-GFC period (Coef. 7.53, p=0.019)stent with the main test results.

The auditor independence measure, LNNAF, is p@aitigssociated with LNAF,
indicating that non-audit service fees are incraasvith the increase of audit fees. In
accordance with Hay et al. (2006), we explain tlositpre association between
LNNAF and LNAF as non-audit services may lead tteegive changes in BHCs and
therefore require additional audit efforts and lighaudit fees. Controlling for
non-audit service fees does not affect the matrréssilts.

<Table 8>

6.3 Matched Pair Samples and the Securitizer Subsample
We match a control group of 248 BHCs without asgeuritization activities to

the group of 248 BHCs having asset securitizataivities from 2003 to 2008, based
on the total asset (LNTA) and year (YEAR) measufé® matching procedure is: (1)
For each study case, control cases are matchetN®A (the BHC size measure) and
Year (the year measure); and (2) If more than @mtral cases match the study case,
one control case is randomly selected. The fingthe pair sample consists of 496
firm-year observations from 2003 to 2008. As showiTable 9 Panel A, the results
are qualitatively similar to the main analysis fesuAlthough asset securitization
factors are not associated with LNAF for the stpayiod from 2003 through 2008,
the interaction term RI*PGFC is positively signdit, indicating that audit pricing to

the retained interests is increased after GFC.
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The securitizer subsample has 274 BHC-year obsensat Unreported
descriptive statistics indicate that the secunitésample has much higher audit fees
(LNAF) and larger BHC size (LNTA). They are moreddad by Big N auditors (Big
N), have lower stock price volatility (STDRET), hier level of loan-charge-off
(CHGOFF), and higher level of intangible assetsTBANG). Securitizers are more
involved in on-balance-sheet and off-balance-sheieterest rate risks
(SENSITIVE*AINT and INTDERIV). Not strangely, the securitizeabsample is
more actively involved into asset securitizatiaangactions than the all-BHC sample.
Table 9 Panel B report the regression results erséturitizer subsample. Consistent
with the main test results, the audit pricing to lRis a great increase after GFC
(R*PGFC Coef.9.04, p-value 0.043). Inconsistenthwhe main results, none of the
asset securitization factors is significantly assted with LNAF, either before or
after GFC. We attribute the insignificant resutistiie limited securitizer subsample
size (N=274, compared with a large audit fee madigh around 20 independent
variables and interaction terms) and the very smpadit-GFC securitizer subsample
size (N=73).

<Table 9>

6.4 Excluding the Year 2006

It might be inappropriate to include the year 2@86 pre-GFC year, as this year
may have seen some signals of banking distres$irzanttial crisis and auditors may
have been affected by them in audit pricing accwmyigi Therefore we exclude the
year 2006 from the pooled sample and rerun theessgns. As shown in Table 10,
the exclusion of 2006 data does not affect the resthresults.

<Table 10>
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6.5 Audit Feesand Asset Securitizations by Auditor Sze and by BHC Sze

The main tests suggest that auditor choice is goitant factor affecting audit
fee determination. Untabulated descriptive stasstndicate that audit fees and total
asset values are much higher for Big 4 Clients tfwanNon-Big 4 clients. Big 4
clients also have higher securitization amountsn@aring the financial risk factors,
Big 4 clients have lower possibility of incurringa@ss (LOSS) and lower market risk
(STDRET), implying that Big 4 clients are usuallyder lower business risks. We test
whether THE auditors’ pricing to asset securitatiactors differentiate between Big
N auditors and non-Big N auditors. Table 11 Pangldicates that Big N and non-Big
N auditors both increase audit fees after GFC;dnly Big N auditors marginally
increase their audit pricing to one of the assetus&zation risks after GFC
(R*PGFC Coef. 7.60, p-value 0.079), which is suped by a marginally significant
association between LNAF and RI for the Big-N amdgubsample (RI; coef. 6.28,
p-value 0.056). The results from the analysis bglitau choice suggest that Big N
auditors probably have better awareness of aseetiseation risks, even though Big
N auditors’ attention to asset securitizations| dig#s in the retained interest
components, and only after GFC.

We also test whether the association between LNAd-asset securitizations is
different for large BHCs and small BHCs. Table #igates that asset securitization
activities are clustered in large BHCs. Untabulatddscriptive comparison
demonstrates that large BHCs have higher audit #@elsmore asset securitization
activities. Large BHCs are more likely to employgB\ auditors, incur a loss, and
have a higher charge-off rate, a higher intangibkset ratio and a higher

interest-sensitive asset ratio than small BHCsleTab Panel B suggests that the main
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test results hold consistent for the large BHCsweleer, for the non-Big N subsample,
as all the RIs are 0 in the post-GFC years, we @agine out a comparable result on
RI from the non-Big N subsample. On the other hahd, high multicollinearity
existed among asset securitization variables aiedaiction terms veils the true effect
of BHC size on the association between LNAF anétasscuritizations.

<Table 11>

7 Conclusion

This study presents a cross-sectional and intexeshpicture of the association
between audit fees and asset securitization fragnpticing perspective. Although
asset securitization has been studied in diffeispéects, no prior study has focused on
the auditor’s role in asset securitization. Therentr financial crisis reveals the
economic materiality and the impact of asset sg@zation on the economy, financial
markets and individual firms. For auditors, as®susitization is an important audit
area with great audit risk and economic materiality

The main tests and additional analyses are consigtethe association between
audit fees and asset securitization factors inrsédmensions. First, pooled for the
period from 2003 to 2008, no asset securitizatiactdrs are priced in audit fees.
Second, intertemporally comparing the before atet &FC results, SA, Rl and GOS
are not related to AF before GFC; after GFC, asseuritization risks have been
priced by auditors in audit fees but only focusadie retained interest portion.

The results well explain the central question thatere were the auditors in
asset securitization” under the lens of audit pgciFor the study period, auditors

only focused on the risks associated with the methportion of the securitized assets
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(RI) in their audits and only after GFC. Auditorglibved that the risk of asset
securitization rested with the retained portiorthef securitized assets, supporting the
sale of assets treatment, and consistent with ixwsvof regulators and standard
setters. However, a series of bank distresses aigrels across the GFC have
demonstrated that it would be more conservative @utdnal to fully consider the
risks associated with total securitized assets t@hke securitization activities as
secured borrowings. Therefore the risks associaiéul the total securitized assets
(SA) had been largely neglected by auditors for shely period. In addition, the
before-and-after comparison indicates that, eventtie risks associated with the
retained interest portion, auditors did not captitireefore the GFC but only after
2006 when the impact and risks of asset secuittizato the GFC has been
universally disclosed and recognized.

A series of additional analyses and sensitivitystassipport the main test results
on the association between asset securitizatiodsaadit fees. In addition, we find
that off-balance-sheet risks are also priced initaiggs; and the macroeconomic
condition and non-audit service fees are importeterminants of audit fees. By
comparing the audit pricing to asset securitizatisks for BHCs audited by Big N
and non-Big N auditors, we find inconclusive signtlat Big N auditors are superior
in capturing asset securitization risks to non-Riguditors. By splitting the pooled
sample into large and small BHC subsamples, theessgn results on large BHCs
also support the main test results.

This overall study contributes to the limitedly ééped bank audit literature.
With the lens of audit pricing, it provides insighin auditors’ behaviours around the

financial crisis, particularly focusing on assetigd#ization. The relatively stable
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regulatory and accounting standard environmentndutine study period creates an
ideal situation to examine the inter-temporal g of any association between
audit fees and asset securitization under a chgngaonomic environment from
prosperity to recession. By addressing bank awgdimd asset securitization, it relates
to several points mentioned in Basel (2008) inelgdconsolidation, fair value
estimation and disclosures of off-balance-sheeiclesh The findings that auditors
cannot capture asset securitization risks befa&3RC and auditors could only focus
on risks associated with the retained portion ef skcuritized assets after the GFC
well explain the audit failures on asset secutitiraarea in recent years, and might
be theoretically and practically useful for regatat standard setters and the audit
profession.

The study has several limitations. First, due t® data availability, our study
only covers the years from 2003 to 2008. In the prel post-GFC comparison, there
are only 4 years’ pre-GFC data and 2 years’ post-@&ta. The short time span and
the unbalanced data structure might be one reaswosoime insignificant results in
this study. Second, due to the limitation of enwaifiresearch methods, we cannot
further analyse the reasons behind the lack ofsamu asset securitization risks by
auditors, especially before the GFC. We hope erpmrtal and behavioural research
could further precede this topic. Third, this stuahly analyses the cost-side of the
association between audit pricing and asset seratiidn. Whether and how this fee
premium in asset securitization is beneficial, exgeporting quality and audit quality,

is still pending further research.

37



Appendix 1: Accounting Treatments on Asset

Securitiations

Panel A: Accounting treatments under FAS 140, FAS36 and FAS 166

Fair Values
Cash proceeds 1,000
Servicing asset 40
Interest-only strip 60
FAS 140 before Revision FAS 156 FAS 166
Carrying amounts based on the relative fair values Carrying amounts based on the relative fair value et Rroceeds
Fair  Pctoftotal Allocated carrying Fair  Pctoftotal Allocated carrying
Loans sold 1000 A91% 510 Loans soldd”i040 9455 d945.5 Cash proceeds 1000
Servicing asset 40 3.6 36 servicing assets 40
Interest-only strip 60 5.4 54 Interest-only strip 60 5.45 54.5 Interest-only strip 60
T ol 1100 100 1000 T Total 1100 100 1000 Net proceeds 1100
Gains on sale Gains on sale Gains on sale
Net proceeds $ 1000 Net proceeds $ 1040 Neepdsc 1100
Carrying amount of 910 Carrying amount of 945.5 less: carrying 1000
Gains on sale 90 Gains on sale 94.5 T Gairsmien 100
Journal entry: Journal entry: Journal entry:
Cash 1000 Cash 1000 Cash 1000
Loan sold 910 Interest-only strip 545 Interest-only strip 60
Gains on sale 20 serwuﬁg ésset 40 SagEsset 40
Loans sold 1000 Loan sold 1000
Servicing asset 36 Gains on sale 94.5 SCainsale 100
Interest-only strip 54
Loans sold 90 Interest-only stip 5.5
Interest-only strip* 6 N . O_tlﬁlle-r 55
Equity 6

Note: as required in FAS 166 and FAS 167, the qunocBQSPE was deleted. In most situations, the fRcial report should be consolidated with ttensferor's report. Therefore, there is no effécate
accounting to the consolidated reports. * Accordm§AS 115, interest-only strip receivables afessguently classified as available-for-sale sdesrénd its changes in fair values should be aatjusnd reported

as other comprehensive income in the income stateme
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Panel B: Comparison of Sale accounting and Borrowig Accounting

(1) We assume that Bank A initially has loan asseisf $4,000, consisting of (3) Bank A securitizes 25% of the loans via a QSPEafter FAS 156),
half of its total assets. As a bank meeting the cégl requirements, Its owner's equity qualifying a sale accounting according to FAS140 ahFAS 156.
is $640, 8% of total assets. Its ROl before the sattization is 10% (the example case
is established based on the statistics from our 26@BHC data).

Initial Balance Sheet leverage(D/E ratio): 11.5 The balance sheet after the securitization
$4, $7, $1, $7
Other assets 000 Liabilities 360 Cash 000 Liabilities ,360
$4, Owner's $64 $3,
Loans 000 equity 0 Loans 000
$8, Liabilities & $8,
total assets 000 Equity 000 servicing asset $40
Interest-only strip $60
(2) Bank A securitizes 25% of the loans via a QSPBefore FAS 156); the $4, $7
transaction is qualified as a sale according to FA$40. Other assets 000 equity 40
$8, Liabilities & $8
The balance sheet after the securitizatewerage: 10 Total assets 100 Equity ,100
$1, $7,
Cash 000 Liabilities 360 The income statement after the securitization
$3, net income other
Loans 000 than securitization $64
Gains on
servicing asset $36 securitization $95
other
Interest-only strip $60 comprehensive income __$%$6
$4, $73 $16
Other assets 000 equity 6 4
$8, Liabilities & $8,
Total assets 096 Equity 096 (4) The transaction in (2) and (3) are recorded aa secured borrowing.
The income statement after the securitization The balance sheet after the securitizatewerage: 13.06
net income other than $ $1, liabiliti
securitization 64 cash 000 es $8,360
$ $3,
Gains on securitization 90 loans 000
other comprehensive 3$ securities pledged to $1,
income 6 creditors 000 equity $640
$ $4,
160 other assets 000
$9, liabiliti
total assets 000 es & equity $9,000

And there is no effect of a secured borrowing anititome statement.
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Figure 1 The Securitization Mechanism
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Figure 2 The Overview of the Sample
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Figure 3 The Plots of Selected Variables
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Table 1 Descriptive Statistics

Pooled 2003 2004 2005 2006 2007 2008
Dependent Variable
AUDIT_FEES $ Mean 1,210,067.74 685,440.01 1,050965 1,198,512.37 1,441,411.00 1,511,708.32 1,65042
Median 268,446.50 144,500.00 247,080.00 280,000.00 332,000.00 353,301.00 380,000.00
Control Variables
TA$ Mean 25,316,446,010 16,549,493,540 19,311(azp, 21,337,121,080 29,351,957,690 34,610,684,810,083226,760
Median 1,584,543,500 1,093,238,000 1,223,803,000,4521287,000 1,971,753,000 2,109,270,000 2,2710883,
BIGN Mean 0.499 0.573 0.531 0.483 0.486 0.450 0.428
Median 0 1 1 0 0 0 0
LOSS Mean 0.059 0.009 0.024 0.018 0.012 0.060 0.289
Median 0 0 0 0 0 0 0
STDRET Mean 0.326 0.337 0.362 0.371 0.281 0.265 130.3
Median 0.041 0.029 0.035 0.028 0.021 0.026 0.067
TRANSACCT Mean 0.570 0.596 0.600 0.578 0.552 0.548 0.516
Median 0.573 0.609 0.611 0.581 0.551 0.543 0.517
SECURITIES Mean 0.206 0.244 0.227 0.207 0.190 0.173 0.174
Median 0.184 0.228 0.210 0.190 0.168 0.157 0.156
EFFICIENCY Mean 0.656 0.637 0.644 0.630 0.632 0.659 0.766
Median 0.636 0.630 0.633 0.619 0.625 0.647 0.673
COMMLOAN Mean 0.168 0.175 0.167 0.160 0.166 0.169 .168
Median 0.150 0.158 0.148 0.141 0.150 0.154 0.150
NONPERFORM Mean 0.010 0.009 0.007 0.006 0.007 0.012 0.028
Median 0.006 0.006 0.005 0.004 0.005 0.008 0.020
CHGOFF Mean 0.277 0.272 0.236 0.211 0.215 0.281 050.5
Median 0.200 0.216 0.174 0.141 0.156 0.219 0.409
MTGLOAN Mean 0.734 0.715 0.731 0.745 0.373 0.741 740.
Median 0.758 0.739 0.752 0.765 0.767 0.767 0.775
CAPRATIO Mean 13.534 14.062 13.801 13.586 13.393 .68 13.353
Median 12.710 13.225 12.910 12.660 12.510 11.785 3.070
INTANG Mean 0.018 0.013 0.016 0.018 0.022 0.024 20.0
Median 0.011 0.007 0.009 0.011 0.016 0.018 0.014
SAVING Mean 0.056 0.071 0.064 0.064 0.046 0.040 39.0
Median 0 0 0 0 0 0 0
SENSITIVE Mean 0.095 0.086 0.137 0.118 0.079 0.072 0.056
Median 0.090 0.089 0.135 0.114 0.073 0.067 0.047
AINT Mean 0.006 -0.250 1.250 2.000 1.000 -1.000 5@.2
Median - - - - - - -
INTDERIV Mean 0.269 0.259 0.227 0.238 0.302 0.319 .298
Median 0.001 0 0 0 0.003 0.005 0.008
Pooled 2003 2004 2005 2006 2007 2008
Asset Securitization Variables
SA AMOUNT Mean 4,691,652,460 2,347,636,000 2,958,910 3,791,364,130 5,846,183,690 5,585,318,500 649%68,200
Median 0 0 0 0 0 0 0
RI AMOUNT Mean 89,764,370 73,426,240 67,016,150 296,080 107,100,610 113,798,700 128,384,770
Median 0 0 0 0 0 0 0
GOS AMOUNT  Mean 45,741,650 38,488,640 46,294,460 2738510 58,240,880 56,914,200 42,516,240
Median 0 0 0 0 0 0 0
SA (RATIO) Mean 0.023 0.040 0.022 0.019 0.024 0.013 0.015
Median 0 0 0 0 0 0 0
RI Mean 0.001 0.001 0.001 0.003 0.000 0.000 0.001
Median 0 0 0 0 0 0 0
GOSs Mean -0.012 0.013 0.017 0.010 0.015 0.014 80.17
Median 0 0 0 0 0 0 0
Additional Information
Interest Rate 2.910 (Mean) 1.240 0.890 3.620 4,940 4.530 1.830
NYSE Fin Index 8,157.60 (Mean) 5,148.45 6,874.44 ,889.40 8,893.39 10,745.00 9,394.92
DFININDEX 0.063(Mean) 0.335 0.154 0.105 0.202 101 -0.515
N 2136 424 409 391 329 300 283
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Table 2 the distribution of Asset Securitization Vaiables

Panel A:
(1) In the pooled sample (n=2,136, Number of BHCs=452)
Frequency Frequenc Frequency
SA % RI % GOS %
15
<0 (0.70%)
1,862 1,958 2,001
0 (87.17%) 0 (91.67%) 0 (94.38%)
274 178 120
>0 (12.83%) >0 (8.33%) >0 (4.92%)
Total Amount ($, 000)
10,021,36 191,736,7
9,648 00 97,704,166
(2) In the largest BHC sample (n=300, Total assets ;8R8DLMillion)
Frequenc Frequenc Frequency
SA % RI % GOS %
<0 9(3.00%)
122 163(54.33 200
0 (40.67%) 0 %) 0 (66.67%)
178 139 91
>0 (59.33%) >0 (45.67%) >0 (30.33%)
Total Amount ($, 000)
9,983,352 189,543,4
,258 83 97,637,827
Panel B. Top 50 Securitizers during the Period 2003008
BHC Name Frequency of Being Listed in Top 50
BANK OF AMERICA CORP 6
CITIGROUP INC. 6
J.P. MORGAN CHASE & CO. 6
WELLS FARGO & COMPANY 6
SUNTRUST BANKS, INC. 6
CAPITAL ONE FINANCIAL CORP 5
WACHOVIA CORPORATION* 5
COUNTRYWIDE FINANCIAL CORP* 4
FIRST HORIZON NATIONAL CORPORATION 3
MBNA CORPORATION* 2
BANK ONE CORP* 1

* Wachovia Corporation was purchased by Wells Fartgithe end of 2008 in a government-forced sadevtid the failure of Wachovia.
* Countrywide Financial was purchased by Bank ofefita in 2008.

* Bank One merged with JPMorgan Chase & Co. on JuB004

* MBNA was acquired by Bank of America at the ed@005.(* Sources: WiKipedia)
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Table 3: Correlations

LNTA

BIGN

LOSS

STDRET

TRANSACCT

SECURITIES

EFFICIENCY

COMMLOAN

NONPERFORM

CHGOFF

MTGLOAN

CAPRATIO

INTANG

SAVING

SENSITIVE

SENSITIVE*AINT

INTDERIV

DFININDEX

SA

RI

GOS

LNAF
0.911
<.0001
0.585
<.0001
0.070
0.001
-0.616
<.0001
0.111
<.0001
-0.000
0.993
-0.041
0.061
0.172
<.0001
0.131
<.0001
0.272
<.0001
-0.428
<.0001
-0.111
<.0001
0.452
<.0001
-0.086
<.0001
0.227
<.0001
-0.043
0.045
0.504
<.0001
-0.178
<.0001
0.164
<.0001
0.222
<.0001
-0.021
0.325

LNTA
1

0.540
<.0001
0.016
0.451
-0.656
<.0001
0.119
<.0001
0.026
0.231
-0.144
<.0001
0.161
<.0001
0.078
0.000
0.239
<.0001
-0.426
<.0001
-0.142
<.0001
0.444
<.0001
-0.089
<.0001
0.242
<.0001
-0.053
0.014
0.507
<.0001
-0.112
<.0001
0.163
<.0001
0.225
<.0001
-0.030
0.172

-0.033
0.125
-0.448
<.0001
0.205
<.0001
0.194
<.0001
-0.102
<.0001
0.194
<.0001
-0.043
0.047
0.072
0.001
-0.335
<.0001
-0.008
0.699
0.233
<.0001
-0.038
0.078
0.185
<.0001
-0.027
0.215
0.177
<.0001
0.083
0.000
0.053
0.015
0.120
<.0001
-0.012
0.595

LOSS

-0.040
0.0629
-0.190
<.0001
-0.121
<.0001
0.532
<.0001
-0.056
0.010
0.484
<.0001
0.370
<.0001
0.078
0.000
-0.044
0.044
-0.030
0.160
0.000
0.988
-0.051
0.018
-0.130
<.0001
-0.001
0.840
-0.363
<.0001
0.007
0.745
0.052
0.017
-0.090
<.0001

STDR TRAN SECU EFFI COMM NONP CHGO MTGL CAPR
1
-0.157 1
<.0001
0.007 0.131 1
0.749 <.0001
0.200 -0.064 -0.043 1
<.0001 0.003 0.046
-0.168 0.261 -0.036 -0.029 1
<.0001 <.0001 0.093 18®.
-0.020 -0.295 -0.122 0.266 .01 1
0.353 <.0001 <.0001 0610 0.569
-0.131 -0.139 -0.096 0.205 0.088 0.497 1
<.0001 <.0001 <.0001 .00G1 <.0001 <.0001
0.259 -0.234 -0.124 0.016 .67 0.035 -0.265 1
<.0001 <.0001 <.0001 .450 <.0001 0.105 <.0001
0.141 0.024 0.437 -0.017 .12 -0.024 0.030 -0.037 1
<.0001 0.271 <.0001 30.4 <.0001 0.262 0.172 0.091
-0.343 0.136 -0.124 -0.062 0.039 0.013 0.109 -0.123 -0.112
<.0001 <.0001 <.0001 048.0 0.072 0.539 <.0001 <.0001 <.0001
0.115 -0.029 30.0 0.030 -0.132 -0.008 -0.046 0.187 0.064
<.0001 0.175 0.084 0.160 <.0001 0.726 0.035 <.0001 0.003
-0.191 0.331 156. -0.098 0.265 -0.097 -0.011 -0.254 -0.051
<.0001 <.0001 <.0001 0610 <.0001 <.0001 0.608 <.0001 0.020
0.023 0.021 -0.009 8D.0  -0.046 -0.198 -0.138 0.039 -0.045
0.296 0.322 0.684 0.000 0340. <.0001 <.0001 0.075 0.037
-0.149 -0.013  08® -0.019 0.056 0.100 0.176 -0.206 -0.046
<.0001 0.556 <.0001 70.3 0.010 <.0001 <.0001 <.0001 0.033
0.034 0.161 17 -0.205 0.009 -0.461 -0.281 -0.046 0.104
0.117 <.0001 <.0001 0610 0.673 <.0001 <.0001 0.033 <.0001
-0.055 -0.010 -0.041 00D. -0.070 0.078 0.117 -0.018 0.082
0.011 0.660 0.060 0.938 0.001 0.000 <.0001 0.395 0.000
-0.095 -0.071 0.013 -0.052 -0.044 0.118 0.173 -0.126 0.101
<.0001 0.001 0.543 1.0 0.043 <.0001 <.0001 <.0001 <.0001
0.006 -0.003 -0.006 0.005 -0.004 -0.004 -0.033 0.043 -0.021
0.779 0.874 0.790 0.834 0.844 0.870 0.129 0.045 0.332

INTA SAVI SENS  S*AINT
1

0.064 1

0.003

0.068-0.067 1

0.002 0.002

-0.012 -0.005 0.089 1
0.569 0.812 <.0001

0.203 .00D 0.095 -0.016
<.0001 0.962 0064 0.466
-0.101 0.041 0.095 0.269
<.0001 0.056 .004 <.0001
0.174 0.062 540.0 -0.008
<.0001 0.004 0.012 0.700
0.105 -0.009 0.041 -0.013
<.0001 0.694 .05D 0.549
-0.046 1®.0 -0.001 0.036
0.034 0.536 0.961 970.0

0.001
0.974
0.238
<.0001
0.206
<.0001

0.033

0.128

0.032
0.144
0.021
0.329
0.050
0.022

0.277
<.0001
0.022

0.307

-0.009
0.684
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Table 4 the Validity of the Basic Model, Based orhe Pooled Sample and Yearly Sample

Fields et al. (2004)

Variable Sign
Intercept +
LNTA +
BIGN +
LOSS +
STDRET +
TRANSACCT +
SECURITIES +
EFFICIENCY +
COMMLOAN +
NONPERFORM +
CHGOFF +
MTGLOAN +
CAPRATIO +
INTANG +
SAVING +
SENSITIVE -
SENS*AINT
INTDERIV
CHOW TEST
N 277
Adj. R-square  0.877

p-value
<0.01
<0.01
<0.01
>0.10
>0.10
<0.05
<0.01
<0.01
<0.01
<0.01
<0.10
<0.05
<0.05
<0.01
<0.05
>0.10

Coef.
-4.10
0.64
0.37
-0.08
-0.09
-0.06
-0.59
0.78
-0.21
5.08
0.05
-0.38
0.02
3.85
-0.06
0.02

F-Stat
4.19
2136

0.859

p-value
<.0001
<.0001
<.0001
0.087
0.007
0.214
<.0001
<.0001
0.097
<.0001
0.180
0.001
0.000
<.0001
0.092
0.403

p-value
<.0001

Pooled 2003
Coef. p-value oeC  p-value Coef.
415 <0001  -345  <.0001 “4.64"*
0.64  <.0001 059  <.0001 0.59"*
0.37  <.0001 039  <.0001 0-35"*
-0.08 0.102  -0.05 0.215 -0.47*
-0.09 0007 -0.16 <0001 002
-0.05 0243 -004 982 026
059 <0001  -0.49<.0001 -0.68"*
0.78  <.0001 075 o0ep L1z
-0.18 0.124  -0.20 @o9 007
547  <.0001 519 010 522
0.05 0.163 0.04 0.2160-39"
-0.38 0.001  -0.39 0.000 -0.13
0.02 0.000 0.01 0.001 003"
383  <.0001 398 <0001 344"
-0.06 0.096  -0.07 0.065 001
0.09 0.003 0.08 0.005 0.02
015 <0001 0.14*

F-Stat p-value F-Stat p-value

6.43  <.0001 7.38  <.0001
2136 2136 424
0.860 0.863 0.861

2004
Coef.
-3.02%**
0.54%**
0.52%**
-0.25*
-0.47%x*
0.19
-0.40**
1.15%*
-0.17
5.75**
0.10
-0.31*
0.02**
4.20%+*
-0.06

-0.03
0.16***

409
0.892

2005
Coef.
-2.84%*
0.55%**
0.51***
-0.15
-0.31%x*
0.03
-0.23
1.01%**
-0.40
11.12%%*
0.08
-0.41*
0.01
3.47%xx
-0.14*

0.06
0.16***

391
0.890

2006 2007 2008
Coef. Coef. Coef.
-2.96%** -1.41* -2.25%* *
0554 (.51 0.54%+*
0.42%%  (.4D%k 0.41%
-0.16 0.18* -0.02
-0.31%x* -0.20** -0.12
-0.05 -0.28* -0.14
-0.14 0.47* 0.12
0.87**  0.61*** 0.31*
-0.20 -0.45 -0.40
2.85 -0.32 5.68***
0.16 0.20* -0.00
-0.43* -0.70** -0.64**
0.03*** -0.01 0.02**
1.33 1.95* 0.40
0.04 0.05 0.06
0.20* -0.34** -0.04
0.21%*  0.24*** 0.25%**
329 300 283
0.890 0.882 0.880

Due to directional predictions, all the resultsarted in this paper are one tailed.
The Chow Tests indicate the difference of the metteicture before and after GFC with the break tp@sn2007.
* *% **x denote significance at the 0.10, 0.05&0.01 levels, respectively (One-tailed test).
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Table 5: Audit Fees and Asset Securitizations, fahe Pooled Sample, Pre-GFC and Post-GFC Samples,dathe Yearly Samples

LNAF =g + B,LNTA + 3,BIG 4 + 8,LOSS + B,STDRET + B.TRANSACCT + B,SECURITIES + B,EFFICIENCY + B,COMMLOAN
+ B,,CHGOFF + 8,,MTGLOAN + f3,,CAPRATIO + B, INTANG + B,,SAVING + B, ,SENSITIVE * AINT + S3,,INTDERIV

+ B SA + BRl + B,,GOS + B,,PGFC + f3,,SA* PGFC + 3,,Rl * PGFC + y

+ B, NONPERFORM

@)

Pooled Before GFC After GFC 2003 2004 2005 2006 0720 2008
Variable ~ Coef.  p-value Coef.  p-value Coef.  p-value Coef.  p-value Coef.  p-value Coef Coef Coef Coef Coef Coef
SENS*AINT 0.08 0.005 0.14 <.0001 0.13 <.0001 0.36 <.0001 -0.06 0.099 0.02 -0.03 0.05 0.20 -0.35** -0.04
INTDERIV 0.15 <.0001 0.16 <.0001 0.17 <.0001 0.14 .0001 0.26 <.0001 0.14**  0.16*™* 0.16**  0.21** @5%*  0.27%*
SA -0.03 0.294 0.01 0.455 -0.01 0.411 -0.30 0.154 -0.02 0.05 0.16 0.05 -0.74* -0.30
RI 111 0.317 -0.98 0.362 -0.32 0.459 7.70 0.017 5.22 1.06 4.43 2.53 3.62 8.35**
GOS 0.00 0.319 0.01 0.283 -0.02 0.440 0.00 0.295 -0.20 -0.01 -0.21 0.02 0.19 0.00
PGFC 0.16 <.0001 0.16 <.0001
SA*PGFC -0.34 0.129
RI*PGFC 9.22 0.030
CHOW TEST F-Stat p-value F-Stat p-value F-Stat Iea
6.45 <.0001 5.01 <.0001 4.12 <.0001
N 2136 1553 583 424 409 391 329 300 283
Adj. R-square  0.863 0.865 0.865 0.862 0.880 0.860 0.891 .89 0.889 0.882 0.880
Due to directional predictions, all the resultsared in this paper are one tailed.

The Chow Tests indicate the difference of the matteicture before and after GFC with the break tpasn2007.
*, x xk denote significance at the 0.10, 0.056&0.01 levels, respectively (One-tailed test).
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Table 6: The Impact of Asset Securitization on AudiPricing to Credit Risks and Market Risks

Variable
SA
RI
GOS
PGFC
SA*COMMLOAN
RI*COMMLOAN
SA*COMM*PGFC
RI*COMM*PGFC
SA*MTGLOAN!
RIFMTGLOAN
SA*MTGLOAN*PGFC
RIMTGLOAN*PGFC
SA*INTANG?
RIFINTANG
SA*INTANG*PGFC
RIFINTANG*PGFC
SA*NONPERFORM
RINONPERFORM
SA*NONP*PGFC
RI*NONP*PGFC
SA*CHGOFF
RI*CHGOFF
SA*CHGOFF*PGFC
RI*CHGOFF*PGFC

Coef.
0.00

-0.59
0.00

-1.61
19.74

p-value
0.477

0.444
0.327

0.073
0.254

Coef.

0.01
0.48
0.01

0.16
-0.81

-13.06
-0.78
60.10

Asset Structure

p-value Coef. p-value Coef. p-value Coef p-value Coef p-value Coef.
0.411 -0.73 0.082 -0.05 0.466 .10-0 0.358 0.31 0.149 -0.03
0.454 1451 0.079 2.39 0.424 931. 0.333 -3.99 0.210 -3.71
0.263 0.00 0.333 0.00 0.302 0 0.00.320 0.01 0.175 0.00
<.0001 0.17 <.0001 0.16 <.0001
0.288
0.352
0.341
0.036
0.77 0.090 0.07 0.462
-18.37 0.099 -4.57 0.388
-0.63 0.129
12.52 0.083
1.08 0.394 -4.37 0.153
-19.46 0.438 32.75 0.396
-13.28 0.036
533.46 0.003
0.07
166.77

p-value
0.365

0.249
0.323

0.494
0.169

Asset Quality

Avidit Drinina ta Anant Cheiat

Coef. p-value Coef p-value Coef.

-0.06 0.231 0.05 .39D 0.02

4.57 0.268 -6.51 .13 -5.43

0.01 0.290 0.00 0.346.01

0.17 <.0001 0.16
4.86 0.156
-251.70 0.220
-7.87 0.190
304.69 0.073

-0.14 0.327 -0.04

10.94 0.090 6.45

-0.17

10.76

p-value
0.456

0.180
0.267
<.0001

0.454
0.225
0.361
0.047

1. High VIFs on SA, Rl and SA*MTGLOAN (over 20).
2. VIFs of SAand SA*INTANG are larger than 35.
3. High VIFs on SA, Rl and SA*CAPRATIO, RI*CAPRATIO (5).
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Table 7: Additional Analysis by Controlling for Changes in NYSE Financial Index

Pooled BEFORE GFC AFTER GFC
Variable ~ Coef.  t-Stat. p-value  Coef.  t-Stat. p-value Coef.  t-Stat. p-value Coef.  t-Stat. p-value Coef.  t-Stat. p-value Coef.  t-Stat. p-value
SENSITIVE* AINT 0.14 4.64 <.0001 0.14 4.62 <.0001 0.15 4.68 06810 0.12 3.66 0.000 0.02 0.34 0.369 -0.07 -1.55 610.0
INTDERIV 0.18 8.84 <.0001 0.18 8.59 <.0001 0.18 83.4 <.0001 0.18 8.70 <.0001 0.15 6.71 <.0001 0.26 56.9 <.0001
DFININDEX -0.47 -9.89 <.0001 -0.48 -9.96 <.0001 4D. -9.79 <.0001 -0.72 -8.74 <.0001 -2.30 -15.83 0810 0.20 2.01 0.022
SA 0.00 0.09 0.463 0.03 0.28 0.389 0.02 040 4®.3 0.02 0.42 0.336 -0.33 -1.13 0.130
RI 2.76 1.22 0.112 3.29 1.42 0.078 -0.00 -0.00 .500 0.81 0.28 0.391 7.39 2.05 0.020
GOS 0.01 0.69 0.245 0.01 0.93 0.176 0.01 0.76 223. -0.06 -0.53 0.298 0.00 0.48 0.316
SA*DFININDEX -0.07 -0.18 0.428
RI*DFININDEX -13.58 -1.85 0.032
PGFC -0.17 -3.65 0.000
SA*PGFC -0.30 -1.02 0.153
RIFPGFC 9.10 1.89 0.029
CHOW TEST F-Stat p-value F-Stat p-value F-Stat p-value F-Stat p-value
16.44 <.0001 14.21 <.0001 12.82 <.0001 12.03 <.0001
N 2136 1553 583
Adj. R-square  0.869 0.869 0.869 0.870 0.882 0.881
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Table 8 Additional Analysis by Controlling for Auditor Changes and Non-Audit Service Fees

Pooled Before GFC After GFC
Variable =~ Coef. p-value  Coef p-value Coef p-value Coef p-value Coef p-value
Panel A: Controlling for auditor changes
SENSITIVE*AINT 0.08 0.004 0.08 0.005 0.14  <.0001 0.36 <.00010.05 0.109
INTDERIV 0.15  <.0001 0.15  <.0001 0.17 <.0001 0.14 .0001 0.26 <.0001
AUDITORCHANGE -0.05 0.113 -0.05 0.113 -0.03 0.202 0.04 0.406 -0.12 0.066
SA -0.03 0.292 0.01 0.458 -0.01 0.409 -0.27 0.177
RI 1.06 0.323 -1.01 0.357 -0.34 0.457 7.53 0.019
GOS 0.00 0.317 0.01 0.281  -0.02 0.442  0.00 0.289
PGFC 0.16 <.0001
SA*PGFC -0.33 0.134
RI*PGFC 9.23 0.030
CHOW TEST  F-Stat  p-value F-Stat  p-value F-Stat loeva
7.00 <.0001 6.16 <.0001 4.05 <.0001
N 2136 1553 583
Adj. R-square  0.863 0.863 0.865 0.862 0.880
Panel B: Controlling for non-audit service fees
SENSITIVE* AINT 0.08 0.008 0.07 0.008 0.13  <.0001 0.36 <.00010.06 0.095
INTDERIV 0.14 <.0001 0.14 <.0001 0.16 <.0001 0.13 .0001 0.25 <.0001
LNNAF 0.02 0.003 0.02 0.003 0.03 0.000 0.03 0.008 .030 0.007
SA -0.03 0.305 0.01 0.427 -0.01 0433 -0.31 0.148
RI 0.80 0.364 -1.18 0.335  -0.52 0434 7.16 0.023
GOS 0.00 0.324 0.01 0.292  -0.02 0.443  0.00 0.310
PGFC 0.18 <.0001
SA*PGFC -0.35 0.115
RI*PGFC 8.85 0.035
CHOW TEST  F-Stat p-value F-Stat  p-value F-Stat loea
7.20 <.0001 6.32 <.0001 3.91 <.0001
N 2136 1553 583
Adj. R-square  0.864 0.863 0.866 0.863 0.881
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Table 9 Additional Tests: Matched Pair Sample andhe Securitizer Subsample

Before GFC After GFC
Variable Coef. p-value Coef. p-value Coef. p-value Coef.

p-value Coef.  p-value
Panel A Matched Pair Sample (hWno=248, Niwa,=248)
SENS*AINT 0.14 0.014 0.24 0.000 0.23 0.000

0.47  <.0001 090. 0.196
INTDERIV 0.14 <.0001 0.15 <.0001 0.15 <.0001

0.13 .0001 0.24 <.0001

SA -0.03 0.321 -0.01 0.416 0.00 0.486 -0.03 0.330 0.41- 0.114

RI -0.03 0.495 0.46 0.372 -2.08 0.263 0.79 0.417 296. 0.104

GOS 0.01 0.279 0.01 0.279 0.01 0.263 -0.00 0.489 01 0. 0.153
PGFC 0.19 0.001 0.19 0.001
SA*PGFC -0.33 0.155
RI*PGFC

11.05 0.037
CHOW TEST F-Stat p-value F-Stat p-value F-Stat lpea
296 <.0001 2.35 0.000 2.02 0.002

N 496

347 149
Adj. R-square  0.887 0.889 0.889

0.891 0.903
Panel B The Securitizer Subsample
SENS*AINT 0.28 0.001 0.38 <.0001 0.37 0.000

0.59 0.000 .080 0.328
INTDERIV 0.18 <.0001 0.19 <.0001 0.19 <.0001

0.16 .0001 0.28 <.0001

SA -0.03 0.300 -0.02 0.403 -0.00 0.495 -0.02 0.364 -0.27 0.228

RI -2.26 0.188 -1.61 0.262 -4.83 0.063 -1.92 0.289 2.37 0.287

GOS 0.01 0.123 0.01 0.123 0.01 0.139 -0.07 0.297 02 0. 0.070
PGFC 0.22 0.006 0.24 0.006
SA*PGFC -0.44 0.094
RI*PGFC 9.04 0.043

CHOW TEST F-Stat p-value F-Stat p-value F-Stat lpea
1.96 0.005 1.55 0.032 1.30 0.083

N 274

201 73
Adj. R-square  0.912 0.914 0.915

0.916 0.927
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Table 10 Robust Test: Excluding the Year 2006 frorthe Sample

Variable

Intercept
LNTA

BIGN

LOSS
STDRET
TRANSACCT
SECURITIES
EFFICIENCY
COMMLOAN
NONPERFORM
CHGOFF
MTGLOAN
CAPRATIO
INTANG
SAVING
SENS*AINT
INTDERIV

SA

RI

GOS

PGFC

SA*PGFC
RI*PGFC

CHOW TEST
PRE-GFC VS
POST-GFC

N
Adj. R-square

Coef.
-3.28
0.58
0.42
-0.06
0.14
0.06
-0.43
0.69
-0.27
3.75
0.04
-0.44
0.01
3.80
-0.05
0.15
0.17
0.00
-0.34
0.01
0.22
-0.31
8.52

1807
0.864

t-Stat.
-11.18
41.97
14.80
-0.99
-3.45
0.70
-3.65
7.36
-1.59
3.14
0.81
-3.53
291
5.56
-1.07
4.41
7.46
0.08
-0.11
0.57
7.41
-1.01
1.68

F-Stat.
4.32

ALL BHCs EXCLUDING
2006 DATA

p-value
<.0001

<.0001
<.0001
0.161
0.000
0.242
0.000
<.0001
0.056
0.001
0.209
0.000
0.002
<.0001
0.143
<.0001
<.0001
0.468
0.455
0.286
<.0001
0.156
0.046

p-value
<.0001

Coef.
-3.78
0.58
0.43
-0.18
-0.18
-0.01
-0.43
1.10
-0.30
4.39
0.14
-0.19
0.01
5.46
-0.09
0.42
0.14
-0.02
0.84
-0.02

1224
0.858

Pre-GFC

t-Stat.
-10.14

33.33
12.19

-1.36

-3.32
-0.11
-2.99
7.88
-1.40
2.15
1.80
-1.20
2.36
6.02
-1.46
7.17
4.81
-0.27
0.24
-0.13

p-value
<.0001

<.0001
<.0001
0.087
0.000
0.458
0.001
<.0001
0.081
0.016
0.036
0.114
0.009
<.0001
0.072
<.0001
<.0001
0.395
0.407
0.450

Post-GFC
Coef. t-Stat. p-value
-1.67 -3.540.000
0.53 2396 (400
0.40 9.00 <000
0.03 0.43 0.334
-0.16 -2.42 8.00
-0.14 -0.92 0.178
0.16 0.75 0.226
0.35 2.96 0.002
-0.47 -1.64 50.0
3.36 2.43 0.008
0.01 0.19 0.425
-0.78 -3.73  00.0
0.00 0.44 0.331
1.39 1.44 0.075
0.07 0.73 0.234
-0.06 -1.29 0.099
0.26 7.01 <.0001
-0.30 -1.02 0.154
7.70 2.14 0.017
0.00 0.54 0.295
583
0.880
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Table 11 Additional Analysis by Auditor Size and byBHC Size

Panel A by Auditor Size

Non-Big N Auditor Big N Auditor
Variable Pre-GEC Post-GFC Pre-GFC Post-GEC
Coef.  p-value  Coef p-value Coef.  p-value Coef. p-value  Coef p-value  Coef. p-value
SENS*AINT 0.05 0.124 0.19 0.007 -0.06 0.120 0.24 <.0001 0.4%.0001 -0.04 0.278
INTDERIV 0.34 0.151 0.50 0.111 -0.27 0.309 0.19 <.0001 0.1&.0001 0.27 <.0001
SA -0.00 0.476 -0.02 0.355 -1.47 0.087 0.09 0.216 0.040.371 -0.26 0.216
RI 152.01 0.082 -227.55 0.043 -4490.57 0.291 -0.91 89.3 045 0.446 6.28 0.056
PGFC 0.12 0.000 0.20 <.0001
SA*PGFC -1.32 0.140 -0.29 0.193
RI*PGFC -9581.24 0.145 7.60 0.079
CHOW TEST F-Stat.  p-value F-Stat. p-value
post(%?:g 2.47 0.000 6.48  <.0001
N 1071 744 327 1065 809 256
Adj. R-square 0.660 0.621 0.635 0.847 0.845 0.860
Panel B by BHC Size
Small BHCs Large BHCs
Variable Pre-GEC Post-GEC Pre-GEC Post-GEC
Coef.  p-value  Coef p-value Coef.  p-value Coef. p-value  Coef p-value Coef. p-value
SENS*AINT 0.05 0.128 0.17 0.008 -0.02 0.345 0.16 0.000 0.53.0064 -0.05 0.200
INTDERIV -0.01 0.486 0.10 0.416 -0.63 0.169 0.18 <.0001 0.1%.0001 0.25 <.0001
SA 0.00 0.475 -0.01 0.454 -18.48 0.040 0.10 0.183 0.030.386 -0.29 0.179
RI# 44.15 0.473 71.38 0.458 -1.64 0.306 1.18 0.363 097. 0.035
PGFC 0.17 <.0001 0.12 0.002
SA*PGFC -17.69 0.084 -0.22 0.244
RI*PGFC 9.79 0.033
CHOW TEST F-Stat.  p-value F-Stat. p-value
post(f](r;?:g 2.56 0.000 445 <0001
N 1068 830 238 1068 723 345
Adj. R-square 0.546 0.526 0.488 0.817 0.814 0.850
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