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Abstract

Even a decade after the enactment of IFRS IRair ValueMeasurementuestions
remain about faithful representation and usefulnessisavis the perceived
informativeness of fair values, especially those with unobservable inputs (i.e., Level
3 estimates). Prior studies show that fair value adjustments reflect private mmf@ation
and improve the relevance of the asset valuation if managers adopt efficient
accounting choices. However, the permitted discretion also allows managers to act
opportunistically and hinder faithful representation. Contracting incentives can
exacerbae the opportunistic exercise of the fair value measurement discretion, and
effective monitoring can mitigate it. Firms may also signal the quality of fair values
by providing exended measurementrelated disclosures.

This thesis investigates the factomfecting the perceived informativeness of
the changes in fair value estimates of investment properties, specifically focusing on
three areasthe borrowing covenant violation concernsof investors, the fair value
expertise of auditors, and supplementaryair value disclosures in times of market
uncertainty. The investigation is conducted in three separate but related empirical
studies in the context of fair value accounting for investment properties under IAS 40
in the Australian real estate sector.

The first study investigates the influence of closeness time violation of
borrowing covenans on investor® valuation of Level 3 fair value adjustments.
Utilising the high-levered nature of the real estate sector, | reason that the concern of
managerial bias in fair value estimation is greater for firms that are closer to violating
or have violated borrowing covenants than those that are far from violation. Results

indicate that while fair value adjustments are priced positively, investors



incrementally apply a discount for real estate firms closer to violation or in technical
default of their borrowing covenats. Breakng down borrowings by maturity and
security shows that investoi@pricing of fair value adjustments is significantly lower
among firms with higher secured borrowing and higher lonterm borrowing but
greater for firms with higher longterm unseared borrowing.

The second study examines the influence of auditor fair value expertise,
gained through engagement tenure and industry specialisation, on the perceived
reporting quality of the changes in Level 3 fair values. | capture auditor fair value
expertise both at the audit firm and partner level. Findings suggest that investors
valuation of fair value adjustments is higher for mediusenure audit firms, whereas
longertenure firms have no significant influence. However,when upward
adjustmentsare examined ®paately, resultsshow that the benefits of firm tenure
accrue even fothe longerengagements. Further, the perceived reporting quality of
fair value adjustments is higher when partners have more than two years of
experience. Contrary to expeetion, | find no incremental valuation implication in
engaging industry specialists, either at the firm level (city or national) or at the partner
level.

The third study examines the relevance of supplementary disclosures during
the uncertain market of 20R. | develop a disclosure index based on the
supplementary disclosures about Level 3 fair values and ascertain their effects on
audit fees andthe market value of fair value adjustments. Results suggest that
managers considered the potential negative impgaaf the market uncertainty during
the COVID-19 pandemic on the representational faithfulness of fair values and
enhanced fair value disclosures. The finding thétie audit fee is negatively associated
with the supplementary disclosures indicates the rekavce of additional disclosures

in alleviating the perceived audit risk. Further, | find that supplementary disclosise



increaseal the value relevance of fair value adjustments during 2020 but the pre-
uncertainty period,they had no significant valuation implication.

Overall, this thesis contributes to the growing body of literature on the value
relevance of fair value measurements by adding closeness to borrowing covenant
violation as a potential driver of perceived managerial & and discount on fair
values. Addressing the recent discussion around the deficiencieghe auditing of
Level 3 fair value estimates even by Big audit firms, the findings of this thesis
highlight the importance of auditor fair value expertise obtairtethrough engagement
tenure in mitigating faithful representation concerns. Furthermore, the results
contribute to the ongoing debate about the usefulness of additional fair value
disclosures by providing evidence that supplementary disclosures can redtloe
audit risk effect by signalling higher transparency and ensug more reliable fair
value reporting, particularly in volatile times. These results are, therefore, of interest
to standard setters, regulators, managers of real estate firmad other financial

reporting stakeholders.

Keywords: Fair value measurement investment properties, value relevance,
borrowing covenant violation, corporate governance, auditor tenure, industry

specialisation, supplementary fair value disclosure, audit fee, marketagrtainty.
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CHAPTER ONE :

INTRODUCTION

1.1 Motivations and Research Questions
The focus of this thesis on fair value adjustmertdo investment properties is
motivated by the provisionof IAS 40 Investment Property recognise investment
properties at fair value$(IAS 40.30) andthe reporting of changes in values through
earnings (IAS 40.35). Gains and losses on investment properties flow through net
income not only when they are realised but also whemanagersreport any changes
in an asseds value, i.e., unrealisedjains/losses which is permitted for only a few
asset classédy theInternational Financial Reporting StandardsIFRS). This section
providesa brief overview of the challengesof fair value reporting especiallyfor the
unobservableestimates it then identifies the research problemghat needattention
to extend understanding of informativenes®f fair valuesbut remain underexplored
in fair value accounting literature and, finally, it discusses theesearch context
utilised to investigate thequestions.

The nature of fair value is such that even weithtentioned experts can disagree
on adjustments,and more sowhen a property& value is not observable in the market

(Bratten et al., 2013)For example, considering the lack of comparable market prices,

! Throughout this thesis, | use the terdfair value adjustmen@séhanges in fair value estimabesnd
Aunrealised gains and loséagerchangeably.

2 Effective since 2005, IAS 40 requires that investment properties initially be measured at cost (IAS 40.20)
and subsequently recognised at fair values (IAS 40.30). The use of cost is permitted after initial recognition
if the fair value is notneasurableeliably (IAS 40:53). Howeveffirms can usenly one method for the

entire array of investment property.

3 For most cases, changiesfair valueestimatesare included in other comprehensive incomigch as
unrealised gains and losses tre fair value of derivative contractdpreign currency translation
adjustmentsunrealised gains and lossasthe fair value ofavailable for salénvestment securities, and
pension liability adjustmentd-urthermore, anyevaluation gain arising on account arfi increase in
property, plant and equipment value is also shown under comprehensive income (AASB 116: 39).

1



Aspen Group appointed two independent valuers to estimate the fair value of a
property in 2016. The first valuer estimatedAUD 12 million valuation, and the
second valuer estimatedUD 17 million. The sensitivity analysis in the notes to the
financial statements shows that this significant difference in the valuation was simply
due to a slight variation in model assumptionsuch asoccupancy rate, capitalisation
rate, and average cost margin thidhe valuers usedAspen Group, 2016, p. 52)

The International Accounting Standards Board (IASB) states that the use of
the fair value model to report investment properties is necessary for reporting
financial performance in a meaningful way(IASB 2003, para BC44). As per
Bandyopadhyay et al. (2017)if managers adopt efficient accounting choices, fair
value adjustments reflect their private information and improve the relevance of the
estimation. But if managers are opportunistic, they might ugbe permitted discretion
to manipulate adjustments and imder the faithful representation of the reported
amounts (Dietrich et al., 2000) This means fair value adjustments can include both
information and noninformation component (Kanagaretnam et al., 2009)

IFRS 13 Fair Value Measuremgmbvides a thredevel hierarchy toapply to
the measurenent of fair valuesbased on the nature of the inputs used in estimation:
Level 1 inputs are observable quoted prices in active markets; Level 2 inputs are
indirectly observable from similar items in active markets; and.evel 3 are
unobservable inputs developed internally based on manag&ssessment of the best
information available (IASB, 2011). Information risk is lower for Level 1 and Level
2 fair values, and investors consider them relevant and reliable for pricidgcisions
(Goh et al., 2015; Kolev, 2019; Song et al., 201.0However, Level 3 fair value
estimates involve high measurement uncertainty because they rely on managerial

discretion, use subjective and forwarboking assumptions and are difficult to verify



(Bratten et al., 2013) They may also include measurement errors and induce
managerial biagLandsman, 2007; Penman, 2007)

Evidence on the informativeness of Level 3 fair value estimatess
inconclusive (Ayres, 2016; Kolev, 2019)and focuses exclusively on financial assets
from the United States (US) banking sector. Whil&ong et al. (2010focument that
financial assets measured at Level 3 are priced at a discount relative to Level 1 and
Level 2 valuations during the global finanial crisis (GFC) of 2008,Goh et al. (2015)
show that the discount is no longer significant when the market conditisrstabilise.

Lin et al. (2017)suggest that the use of Level 3 fair value reduces financial reporting
quality.

In contrast to the majority of fair value accounting studies that focus on the
financial assetgBarth, 1994; Barth et al., 1995; Eccher et al., 1996; Song et al., 20Q10)
this thesis focuses on the fair value of investment properties of real estate firms, due
to some of its unique éatures. First, investment properties constitute a relatively
significant proportion of real estate firm8 total assets, and the prices ofmost
properties are not directly observable. On averagsuch propertiesrepresent 72
percent of the total assets ithe sample of this study, mostly valued using Level 3
estimates Second, adjustments made to the valuations per annum are sigrant; on
average,they constitute 33 percent of the earnings before taxes of the sample firms
and arereported directly throughthe net income rather than comprehensive income.
This means that fair value adjustments are highly important to capital market
participants in the real estate industry and the economic consequences of estimation
errors are likelyto be substantial. Third, unlike the banking sector, real estate is not

heavily regulated and monitored, thus providing a setting where measurement

4 The termsdair value§ &air value estimatésand dair value measuremeidshave been used
interchangeallthroughout the thesis



uncertainty for Level 3 properties is expected to be even higher. Finally, this setting
permits the control of nondiscretionary compments of the reported fair value
adjustments becauseof the readly accesi#le marketwide capital appreciation
measures for investment propertié¢Dietrich et al., 2000)

Moreover, Australia provides a strong settinglue to the significance of the
real estateindustry in the overalleconomy. The industry revenue is set to rise at an
annualised 2percentover the five years through 20222, to $33 billion (IBISWorld
database) Despite the turbulent economic conditions during 202Q incentives
provided by the Australian Government and falling interest rates have aceehted
growth in this sectorover the peiod. The market size of the industryis increasng
faster than the economy overalindicating the importance of this sectorThis setting
is ideal for conducting fair value research because of ttnsparent institutional
environment for accounting that ensures that IFR%re complied with (Kabir &
Rahman, 2016) Furthermore, access to some of the variables of interest (e.g., audit
partner tenure, upward adjustments) is possibie Australia, while it is not available
in many other settings (e.g.in the US).

In the context of investment properties, existing research, predominantly
based onUnited Kingdom (UK) and European real estate firms, indicates that fair
value amounts are relevant for futurariancial outcomes, and investors place positive
valuation weights on fair value estimate@Bandyopadhyay et al., 2017; Israeli, 2015;
Miuller et al., 2015) The Australian context is different from any other setting because
revaluations of properties were allowetbng before the adoption of IFRS, indicating

that the measurement errorgre less likely due to thdong managerial experience

5 For example, the Property Council of Australia periodically publish@srformancendex of property
returns, and hence the separation of the discretionary part of the fair value adjustmesgthldo some
extent.
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with property valuations. Considering the absence of markebased evidence for

Australia, this thesis begins with the following research question:

RQ1: Are fair value adjustments to investment properties value relevant?

A distinguishing feature of real estateirins is that they tend to be highly
levered (Barclay et al., 2013; Doan & Nguyen, 2018; Muller 11l et al., 2011)and
interest charges constitute a significant portion of their total expendituré3oi et al.,
2010) For the Australian real estate sector, | observed an average debt to asset ratio
of 33 percent with a maximum ratio of 99 percent for the sample firm&uch high
levels ofdebt in real estatdirms provides an appropriate setting in whiclo capture
perceived managerial bias arising out of concesnabout borrowing covenant
violations. Thus, in relation to the extant fair value studies covering banks that
document closeness tthe minimum capital adequacy ratio requirement as a reason
for market discount an Level 3 fair values(Goh et al., 2015; Robinson et al., 2018)
this thesis examinescloseness to borrowing covenant violationas an added
explanation of the discount

Prior studies report that fair value reporting influences the financial covenants
used in borrowing contracts(Demerjian et al., 2016) However, extant literature
remains silent as to how investors react to the changes in the fair values when a firm
is athigh risk of violating (or has violated)a borrowing covenant. This is interesting
because, on the one hand, managers act as if the violation of the borrowing covenant
is costly (Beneish & Press, 1993and use accounting discretion to avoid violation
(Watts & Zimmerman, 1986) On the other hand, debt contracting can be efficient,
with lenders acting as disciplining devices against managerial bias and forcthg
efficient exercise of accounting discretiofAbuGhazaleh et al., 2011; Rajan &
Winton, 1995). Few prior studies have indicated that the association between fixed

asset revaluation amounts and future performance, prices, and returns is weaker for
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highly levered firms(Aboody et al., 1999; Easton et al., 1993However, studies have
also shown no inflience of high leverage on managéidecisions(DeAngelo et al.,
1994; Healy & Palepu, 199Q) These conflicting arguments motivate the second

research question in this thesis:

RQ2: Do investors perceive a higher risk of managerial bias on fair value adjustments
when real estate firmsare closea to a violation or are in technical default of their

borrowing covenan®

One way to address the faithful representational concern of Level 3 fair values
is to have an effective monitoring system. The role of governance is critical because
it monitors the exercise of accounting discretiorifBowen et al., 2008; Kabir &
Rahman, 20%6) and limits opportunism(Nazir & Afza, 2018). Previous studies show
that stronger governance mitigates information asymmetry and increases the value
relevance of Level 3 asse{$luang et al., 2016; Siekkinen, 2017; Song et al., 2010)
Regardingthe role of auditors, past research provides evidence of Bigand industry
specialist auditors ensuring higher audit qualityBalsam et al., 2003; Becker et al.,
1998) and contributing towards the higher value relevance offair value
measurements (Kanagaretnam et al., 2009; Lee & Park, 2013Jowever, the
acquisition of specialised competencéacesa dearning curved which means that
auditorsdexpertise and work quality improve as tenure increas€eAngelo, 1981,
Myers et al., 2003) That is, auditor®experience gained through interaction with the
client over time (referred to as engagement tenure) can affect audit quality. Also, it is
possible that beyond some length of tenure, auditor independence and objectivity
areimpaired dueto &losenes8with the client (Davis et al., 2007) This indicates that

auditor tenure caninfluence the perceived reporting quality noHdinearly.



A recent survey shows that the audit reports of almost every real estate firm
contain the valuation of investment property as a key audit mattgErnst & Young
[EY], 2019, p. 22) Auditing fair value estimatess challenging(Bratten et al., 2013)
Valuation models vary across different property classes, lack verifiable data, and are
inherently complex, requiring the auditors to evaluate numerous cues for each
estimate within uncertain environmental factor§Cannon & Bedard, 2017) The
ability to effectively audit these models andheir assumptions requires expertise
related to accounting, finare, and economicyBratten et al., 2013) This means that
the expertise related to fair value verification can provide auditors with a competitive
advantage and impact the quality of audit servicethe reliability of disclosures, and
the information risk associated withfair values(Ahn et al., 2020; Boone et al., 2008;
Bratten et al., 2013) The relevance of auditor fair value expertise can be more
prominent for the illiquid non-current asset group. Thus, the third research question
of this thesisasks
RQ3: Does thefair value expertiseof auditors obtained through engagement tenure
and industry specialisation influence theperceived reporting qualityof fair value

adjustments to investment properties?

Volatile economic circumstances, such akose prevailingin 2020 due to the
COVID -19 pandemic, increase the estimation risk ofhe Level 3 fair value of
properties, for at least two reasonsFirst, fewer transactions are observable in the
market, and it is difficult for real estate managers to precisely forecakevel 3
valuation inputs. Second, the potential that the estimated asset valuation would
change materially and unexpectedly is highAuditor task complexity increases with
market volatility, which affects their audit fees. The increased estimation risk also
likely enhances investor@faithful representational concerns, which subsequently can

be reflected through a discount on Level 3 fa values(Goh et al., 2015; Song et al.,
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2010) The disclosure literature shows that supplementary disclosures on fair value
measurements can reduce estimation risk by enhancing the quality of existing
disclosures and their reliability (Bagnoli & Watts, 2007; Bryan, 1997; Chung et al.,
2017; Francis et al., 2002)and can help restore the confidence of auditor&hen et
al., 2019; Hong & Hwang, 2018; Yao et al., 2019nd investors(Francis et al., 2008;
Healy & Palepu, 2001; Verrecchia, 2001; Weiss & ShpR017)

Prior studies(Ettredge et al., 2014; Goncharov et al., 2014; Sangchan et al.,
2020)argue thata greater exposure to Level 3 fair value assets increases monitoring
costs due to an increase in audit efforts and exposure to litigation risk. Theselges
examine the fair value exposure and the changes in fair values as determinants of
audit fees, leaving the level of disclosures on them out of the scenarithe
consideration of supplementary disclosures on fair value is important because, on the
one hand, they facilitate audit risk assessmerand, on the other hand, they expose
auditors to additional effort and reputational riskHong & Hwang, 2018; Yao et al.,
2019) Chen et al. (2019)xhow that auditors charge higher audit fees fgmms with
more goodwill-related fair value disclosures due to a greater litigation risk associated
with such discretionary disclosures. However, when information asymmetry is
higher, auditors perceive such disclosures as a signal of truthful reporting. Extending
argumens by Chen et al. (2019)o the Level 3 fair value of properties anditilising
the market uncertainty of 2020, this thesis posits its fourth research question:

RQ4: Are supplementary fair value disclosures associated with autges, and is this

association more pronounced during the market uncertainty of 2020?

Several studies focus on the informational role of additional disclosures on
fair values. Chung et al. (2017)find that additional disclosures increase Level 3
financial assetd market pricing and reduce the information risk. On the contrary,

Sundgren et al. (20183how that additional disclosure on investment properties has
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no positive influence on analyst coverage and market liquidityAlthough the
informational role of disclosure onfair value estimates is expected to be prominent
during periods of market volatility (Boone et al., 2020; Kim & Park, 2009)studies
that coverthe 2008 GFC period fail to provide evidence supporting this notion. For
example,Weiss and Shon (2017and Vergauwe and GaeremyncK2018 show that
extended fair value disclosures do not unambiguously decrease information
asymmetriesduring the 2008 GFC.

In the wake of COVID in 2020, there were severe concerns from preparers,
managers and auditors that the asset valuation estimated during distressed market
conditions might be questioned by the users later ofChartered Accountants
Australia and New Zealand [CAANZ ], 2020, p. 7) The Australian Securities and
Investments Commission (ASIC) declared that the risk of being found deceptive is
minimal if preparers provide sufficient disclosureCAANZ, 2020). A relevant
question that arises next is whether the additional disclosures mitigdtthe concern
with the faithful representation of fair value adjustments at this uncertain time.
Hence, the final research question of this thesasks
RQ5: Do supplementary fair value disclosures influence investdrpricing of fair
value adjustments differently during the uncertainty of 2020 relative to the pre

uncertainty period?

This thesis addresses these five research questions in tesgaratebut related
empirical studies conducted in the context of accoumiyy for investment properties

postlAS 40 adoption. Figure 11 depicts a summary of the three empirical studies.



Figure 1.1: Summary of the empirical studies of the thesis
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1.2 Summary of Main Research Findings
This thesis addresses théive research questionsn three separate but related
empirical studies, which are presented ithree chaptersThe studies are carried out
in the context of accounting for investment properties po$AS 40 adoption and
using a sample of Australian real estate firm3able 1.1depictsan overview of the
thesis structure with research questions, empirically tested hypeties, andhe key
findings.

ChapterThreeg, entitled 0CovenantViolation Concernsand Investor$Pricing
of Fair Value Adjustments), documents theresearch conducted in regard to thigrst
two research questions of the thesis. | use a valtedevance test based on the stock
return model and report a significant positive association between fair value
adjustments and stock returns, implying that investors place valuation weights on fair
value adjustments. However, an incremental discount is served for firms closer to
the violation or in technical default of their borrowing covenants. This is consistent
with investorsdfaithful representation concersaround Level 3 fair values arising out
of closeness t@ borrowing covenant violation Resuls show that this discount effect
varies across different borrowing categories. The market valuation of fair value
adjustments is significantly lower for firms with higher secured borrowing and higher
long-term borrowing. A further breakdown of longterm borowing based on its
secured nature reveals that the valuation discount happens only for firms with higher
long-term secured borrowingsBy contrast investors think fair value adjustments are
more informative if firms hold higher longterm unsecured borraving. Additional
analysis shows that the decremental valuation implication due to high ge&
significant in the weaker governance suflample but not in the stronger governance
subsample, indicating that concerns overcloseness toa borrowing covenant
violation can be contingent upon the strength of the governance mechanism.
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Chapter Four, entitled oDoes Auditor Fair Value Expertise Affect the
Perceived Reporting Quality of Fair Value Adjustments®, addresses the third
research question. This study captures auditor fair value expertise in two dimensions:
(i) experience gained through engagement tenurand (ii) knowledge obtained
through industry specialisation, at audit firmlevel and audit partnerevel. Findings
based on the stock return model indicate thator both audit firm and audit partner,
investors value fair value expertise gained through engagement years. Investors
perceive the reporting quality of fair value adjustments is higher fordhmedium
tenure audit firm than the shortenure firm but, for longertenure auditors, the
moderating influence is not significant. Although this result partially supports the
non-linear associationbetweenaudit firm tenure and reporting quality, a focuson
upward fair value adjustments shows that the benefits of firm tenure accrue even for
the longer engagements. Partnelevel analysis documents that the investdis
valuation of fair value adjustments is significantly higher after the first two years of
partner appointment. Contrary to prior studies, the results on engaging industry
specialist auditors indicate no incremental valuation effect at the firm level (city or
national) and partner level.

Chapter Five, entitled 0Relevance ofSupplementary Fair Value Disclosures
under M arketUncertainty: Effects onAudit Fees and nvestor$Pricing0 investigates
the fourth and fifth research questions of the thesis. | develaglisclosure index based
on the supplementary disclosures of IFRS 13avel 3 fair value and measure the levels
of disclosure of Australian real estate firms for the years 2018 to 2020. | find that
managers increased supplementary disclosures during the market uncertainty of
2020. The disclosure of quantitative sensitivity atysis experienced the largest jump,
from 6 percent in 2019 to 51 percent in 2020. Results basedtba audit fee model

indicate a negative association between audit fees and supplementary disclosures,
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implying that additional disclosures reduce the audiisk effect by signalling higher
transparency. Using the share price model, | further find that invest@icing of fair
value adjustments increases with the increase in disclosures in the uncertainty period,
while in the pre-uncertainty period, the pricing influence is not significant. Iterwise
analysis of the supplementy disclosure index reveals a sigficant demand for
disclosure about the independent valuer entity involved in the valuation process from
both auditors and investors.

In sum, this thesis reports that the fair value adjustments to investment
properties are informative. However, the perceiekinformativeness diminishes if
firms are closer to the violation or in technical default of borrowing covenants. A
stronger governance system can mitigate faithful representation conceamd the
discounting effect on fair value adjustments arising due togher likelihood of debt
covenant violations. The results also show thathe fair value expertise of the audit
firms and audit partners obtained through engagement tenure inasethe perceived
reporting quality of fair value adjustments. Neverthelesshlike the banking sector,
in a real estate settinghe role ofindustry specialist auditors in addressing reliability
issues can be limited Finally, findings suggest an informational benefit of
supplementary disclosures on Level 3 fair value estimates rohg the market
uncertainty of 2020, both in terms of lower audit fees arttle higher market valuation

of fair value adjustments.

1.3 Contribution to the Literature

This thesis adds to the growing body of literature on the value relevance of fair value
measurementgAyres, 2016; Bagna et al., 2015; Goh et al., 2015; Song et al., 2010)
Not only are there few studies that investigate the informativeness of the fair val

adjustments to noncurrent assets(Aboody et al., 1999; Goncalves et al., 2017;
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Huffman, 2018), the findings presented in this thesis extend the existing
understanding on the impact ofcloseness to borrowing covenant violatioon the
perceived managerib bias and the role of auditor fair value expertise and
supplementary disclosures in mitigating the faithful representation concerns
associated with Level 3 fair value estimates.

The resultobtained in regard tothe first research questionthat fair value
adjustments are positively associated with stock returreonfirms that the Australian
real estate market considers the changes reported in Level 3 fair values as informative,
consistent withBandyopadhyay et al. (2017and Israeli (2015) However, analysis of
the second research question indicates that investors incrementally apply a discount
for firms closer to the violation or in technical default of their borrowing covenants.
This is in line with the debt covenant hypothesi§Watts & Zimmerman, 1986)and
supports the notion that contracting reasons can laecrucial consideration for the
pricing of Level 3 fair value estimate¢Christensen & Nikolaev, 2013; Israeli, 2015)
While extant studies provide evidence adnincremental discounton fair value in the
presence of lower capital adequacy ratigrobinson et al., 2018) liquidity concerns
(Bagna et al., 2015)and earnings management concerr(€hong et al., 2012) this
study extends the investigation t@loseness to borrowing covenanti®lation as an
added explanationof market discounton Level 3 fair values

The research conducted in regard to thilird research question examines the
role of auditor tenure and industry specialisatiowith the lens of learning experience
and fair valueexpertise in mitigating faithful representation concerns, in contrast to
prior studies that predominantly concentrate on the role of board characteristics
(Huang et al., 2016; Siekkinen, 2017; Song et al., 201@nd Big 4 auditors
(Kanagaretnam et al., 200; Lee & Park, 2013) The finding that the information

quality of fair value adjustments increases during the migears of tenure and is not
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affected significantly beyondlO years of firm tenure provides an indication that the
non-linear effect of firm terure on reporting quality (Boone et al., 2008; Ghosh &
Moon, 2005; Hohenfels, 2016)may persist for fair value estimates. However, the
findings that the benefits of audit firm tenure continue to accrue in longer tengr®r
upward adjustments suggest thatohger tenure can be beneficia(Geiger &
Raghunandan, 2002; Myers et al., 2003; Stanley & DeZoort, 200if) cases where
concerrs aboutmanagerial biasare high. The findings that investors account for the
time it takes for a new partner to develop clierdpecific knowledge emphasise the
importance ofoexpertise at the partner level. Contrary to expectatio(Bratten et al.,
2020; Kanagaretnam et al., 2009)esults showthe limited influence of industry
specialist auditors in a real estate setting. Therefore, tiiredings obtained in response
to the third research question add to the literature on the role of audit firm tenure,
partner tenure (Boone et al., 2008; Ghosh & Moon 2005; Hohenfels, 2016and
industry specialist auditos (Balsam et al., 2003; Bratten et al., 2020)

Prior research examines the exposure to fair values as a determinant of audit
fees(Ettredge et al., 2014; Hong & Hwang, 2018; Yao et al., 2015The research
carried out in response to théourth research question contributgto this literature by
examining the role of supplemental fair value disclosures as a determinant of audit
fees The finding of a negative association between audit fees and supplentaen
disclosures indicates that providing additional disclosures on Level 3 fair values can
reduce the audit risk perceivedby auditors. Furthermore, the resultobtained in
regard to the fifth research question contribute to the ongoing debate on the
uselllness of additional disclosures on Level 3 fair value estimatéShung et al.,
2017; Vergauwe & Gaeremynck, 2018; Weiss & Shon, 201 Qontrary to Vergauwe
and Gaeremyncld €018)study, which concludes investors did not incorporate the

extended measurementelated disclosures on fair values into their decision during
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the 2008 GFC, | provide evidence that supplemental disclosures increase the
informativeness of fair value information during themarket uncertainty of 2020.
Moreover, item-wise analysis of the supplemental disclosure index revealdemand

for disclosure about the independent valuers involved in the valuation process from
both auditors and investors. Perhaps, disclosure about thetemxal entity is
interpreted as an additional layetin the monitoring and creates a higher sense of
credibility on Level 3 estimates. Interestingly, prior studies on the relevance of
supplemental fair value disclosures did not consider this be a potentially critical
item.

For investment properties, the issue ofthe relevance and faithful
representation of fair value is an ongoing debate. While the IASB mandates
disclosure of the fair value of investment properties, US Generally Accepted
Accounting Principles (GAAP) recommend the use of the cost model and restrict any
upward adjustments fearing that mandating fair value would make financial
statements subject ta high degree ofnanagerial discretion and limittheir relevance
for decisionrmaking. This thess provides evidence that not onlyare changes in fair
value of investment properties value relevant, but the markatso recognises the
differences in reliability, when the potential for bias in managerial discretion is high
due to thecloseness to borrowmg covenant violation or when the auditors involved
are experienced and hold superioclient-specific knowledge. The evidence that
supplementary disclosures can increase the perceived informativeness of fair value
adjustments in volatile times indicatesa demand for expanded fair value disclosures
to mitigate the faithful representation concernsThe findings documentedin this
thesis support the move toward fair value reporting for necurrent assets, whictyet

remainsan open question for the Financial Accounting Standards Board (FASB).
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1.4 Thesis Structure

The remainder of this thesis is organised as follows. Chapt&wo presents the
institutional background on accounting for investment properties under IAS 40 and
disclosure on fair values under IFRS 13. It reviews the fair value accounting literature
covering both financial and norfinancial assets and develops the theoretical
framework of the thesis.

Chapters Three to Five present three empirical studies. Chaptefhree
examines the influence of the closeness to borrowing covenant violation on investors
pricing of fair value adjustments. ChapteFour investigates the impact of auditoi®
fair value expertise on the perceived reporting quality of fair value adjustments
Chapter Five reportsthe extentto which market uncertainty during 2020 increased
supplementary disclosures on Level 3 fair values and whether the effect of disclosures
on audit fees and market valuation of fair value adjustments vad between pre
uncertainty and uncertainty periocs. Each empirical study develops hypotheses
theorising the relations between the variables of interest, details empirical models,
defines the sample selection process and presents descriptive statistics, followed by
regressiorresults and additional analyses.

Chapter Six concludes. The chapter summarises the findings frorthe
previous chapters and discusses the potential implications of the three empirical
studies. Study limitations are identified, and directions for future reaech are

provided.
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Table 1.1: Thesis structure

|

Chapter Two: Institutional Background, Literature Review & Research Framework

Chapter Three: CovenantViolation Concerrns and Investor$Pricing of Fair Value Adjustments

Hypotheses

( g: The fair value adjustments to the investmen
properties are positively associated with stocl
returns.

( g: The closeness to borrowing covenant
violations does notmoderatethe value relevance
of fair value adjustments.

( g: The longer maturity period and securec
nature of borrowing contracts do notnoderatethe
value relevance ofair value adjustments.

Research Design

Sample: All ASX real estate
firms

Period: 2007 to 2019

Model: Return model

Dep var: Stock return

Indep var: Fair value
adjustments, firms at high
risk of violation & firms
currently in violation of
borrowing covenants

Key Findings

Fair value adjustments are significantly positively
associated with stock returns, indicating thatnvestors
place positive valuation weights orfair value adjustments.

Investors apply a discount orfair value adjustments when
real estate firms are closer to a violation or have violate
borrowing covenants.

The discount effect orfair value adjustments varies acros:
different borrowing categories. Investoprice fair value
adjustments lower among firms with higher secured an
higher longterm borrowing. However, pricing is higher
for firms with higher long-term unsecured borrowing.

Chapter Four: DoesAuditor Fair Value ExpertiseAffect the Perceived ReportingQuality of Fair Value Adjustments?

Hypotheses

‘Og : The difference in the length of the audif
firm-client relationship does not moderate the
stock market valuation offair value adjustments
to investment properties

‘Og : The difference in the length of theaudit

partnerclient relationship does not moderate the
stock market valuation offair value adjustments
to investment properties.

Research Design

Sample: All ASX real estate
firms

Period: 2007 to 2019

Model: Return model

Dep var: Stock return

18

Key Findings

Investors perceive the reporting quality offair value
adjustmentsis higher for the mediumtenure audit firm
than the shorttenure audit firm. For longer tenure audit
firms, the moderating influence is not significant.

Investorsd valuation of fair value adjustments is
significantly higher after the first two years of partner
appointment.



"Og: Industry specialist auditors do not moderate
the positive association between fair valu
adjustments toinvestment propertiesand stock
returns.

Indep var: Fair value

adjustments, auditor tenure,

industry specialist auditor

There is no incremental valuation effect of engaging
industry leaders at the firm or at the partner level.

Chapter Five: Relevance ofSupplementary Fair Value Disclosuresunder M arket Uncertainty: Effects onAudit Fees andinvestor®$

Pricing

Hypotheses

( g: Firms are likely to provide more
supplementary disclosures for Level 3 investmer
properties during the market uncertainty perioc
relative to the preuncertainty period.

"Og : Supplementary Level 3 fair value
disclosures for investment properties are
negatively associated with audit fees.

( ¢ : The negative association betweel
supplementary fair value disclosures and audit
fees is more pronounced during the marke
uncertainty period.

( g:Supplementary Level Jair value disclosures
are positively associated with the investor pricing
of fair value adjustmentsto investment properties
during the market uncertainty period

Research Design

Sample: All ASX real
estate firms

Period: 2018 to 2020
Disclosure index

Model: Audit fee model

Dep var: Audit fee

Indep var: Supplementary
disclosures on Level 3 fair
values

Model: Price model
Dep var: Share price

Indep var: Supplementary
disclosures on Level 3 fair
values

Key Findings

Supplementary disclosures on the Level 3 investmel
properties increased significantly duringhe uncertainty of
2020 relative to 2019 and 2018.

Audit fees are negatively associated with the level «
supplementary disclosures, indicating a lower perceive
audit risk and stronger signalling effect.

The uncertainty of 2020 had no incremental influence ol
the audit fee and supplementalfair value disclosure
association.

Investorgdpricing of fair value adjustmentsincreases with
the increase in supplementary disclosures during 202
while during pre-uncertainty, the pricing influence of
disclosure is not significant

Chapter Six:: Conclusion
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CHAPTER TWO :
INSTITUTIONAL BACKGROUND, LITERATURE

REVIEW & RESEARCH FRAMEWORK

2.1 Introduction

This chapter provides an overview of the institutional background to the research
investigations, focusing on IAS 40Investment Propergnd IFRS 13 Fair Value
Measurementt further draws on the fair value accounting literature tgermit the
development of the research framework for this thesiater in thesecond sectionThe
literature review briefly summarises the longunning controversy on the use of fair
value over historical ost (Section 2.3.1), discusses the development of value
relevance studies on fair value accounting in response to the initiatives by standard
setters (Section 2.3.2), identifies the factors driving the faithful representational
concerns on Level 3 fair vale estimates (Section 2.3.3) and discusses the potential
role of monitoring systems (Section 2.3.4) and additional disclosures (Section 2.3.5)
in restoring the credibility of fair value reporting. Building on these discussions,
Section 2.4sets outthe reearch framework of the thesis. Specific hypotheses for the

guestionsinvestigated in this thesigre presented in their respective chapters.

2.2 Institutional Background

This section reviews the standards regulating the reporting tfe fair value of
investment properties, highlighting the permitted discretionary choices and
disclosure framework. Specifically, it discusses the IFRSs on the measurement and
disclosure of investment properties, i.e., IAS 40 (adopted Asistralian Accounting

Standards Board AASB) 140) and fair values, i.e., IFRS 13 (adopted as AASB 113).
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This focus is chosen because of theature of research setting and to portray the

current financial reporting landscape in the Australian context.

2.2.1 Reporting of fair value ofvestmenproperties under IAS 40

Effective since 2005, IAS 40 (adopted as AASB 140 in Australia) requires investment
properties to be measurenhitially at cost (IAS 40.20) and subsequently at fair value,
known as the recognition regime (IAS 40.30). Under therecognition regime, fair
values of investment propertiesare reported on the balance sheet, and changes in
values are incorporated in earnings (IAS 40.35). That means gains and losses flow
through net income not only when they are realised but also eveime ma nager s 0
report changes in property value, i.e., unrealiseghins/losses Several commentators
suggested recognising fair value adjustments in equity, alternatively, upward
adjustments in equity and downward adjustments to net incom@\SB, 2000, para.

BC 63-64). Neverthelessthe IASB states thathe reporting of fair value adjustments

in the income statement provides the most relevant and transparent view thé
financial performance of investment property (IASB, 2000, para. BC 65) Such
reporting of unrealised gains and losses in earnings is permitted for only a few items
by the IFRS. In most cases, fair value changes are incorporated in other
comprehensive income (OCI).

IAS 40 allows substantial discretion in the investment property veadtion
process. First, an entity can choose eithéne fair value model orthe cost model to
report the valuation (IAS 40:30)But the cost model can be chosen if fair value is not
measurablereliably (IAS 40: 53), with the provision of disclosing fair valas in the
notes to the financial statements (IAS 40: 79.e). As observed, above 90 percent of real
estate firms in Australia adoptedthe fair value model to recognise investment

properties during the sample period. Second, changes in fair values can be mgpgo
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in either direction, upward or downward. For 69 percent (27 percentf firm-year
observations, i.e., 307 (121) out of 444 firrpear observations, the sample real estate
firms reported unrealised gains (unrealised losses), and 4 percent of the-fysars do

not show any adjustments. Third, despite concesmegarding biased estimation, there

is no concrete rule regarding who estimates the valuation. Typically, valuation by an
independent valuer with relevant professional qualifications is encouraged @A
40:33), but firms can appoint managers tcarry out therevaluation. The majority of
sample real estate firms use a combination of directors and independgatuers
where independent valuers appraise the value periodicallwith the period not
exceedingthree years. Moreover, in terms afhe frequency of adjustments, firms can
adjust the valuation as and when they deem necessary, which raises questions
regarding the timeliness and relevance of measurements. As noted, the sample firms
reported fair valuechanges on investment properties almost every year.

Unlike IFRS, the US GAAP does not permit the use offair values for
investment properties. US GAAPrecommends using the cost model and restricts any
upward adjustments fearing that mandating fair value would make the financial
statements subject ta high degree ofmnanagerial discretion and limittheir relevance
for decisionrmaking. Therefore, the discretionary choices permitted by IAS 40 ftme
fair value reporting of investment properties and the unique features of the
Australian real estate sectorallow research opportunities which are not available in

the US GAAP and many other settings.

2.2.2 Fair value hierarchy and disclosures under IFRS 13
Fair value accouring has been a part of financial reporting practices since the 1990s
(Barth, 1994; Barth et al. 1996; Landsman, 2007; Robinson et al., 2018)owever,

the guidance for its application was instrumerdpecific (e.g., IFRS 7Financial
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Instruments: Disclosgr(Lawrence et al., 2015)D emand formorerelevant and timely
financial information from market participantsmotivated the FASB and the IASB to
develop a unified framework on fair value measurements.

The IASB issued IFRS 13-air value measuremen2011 (effective since 2013),
with three primary objectives: (i)to definefair value; (ii) to establish a framewadk for
measuringfair value, i.e., the threetier hierarchy; and (iii) to set out the disclosure
requirements(IASB, 2011, para.l).

First, putting an end to the controversy regarding the use of entry price, exit
price or replacement cost, IFRS 13 providessngle coherent definition of thedair
valued As per IFRS 13 fair value isothe price that would be received to sell an asset
or paidto transfer a liability in an orderly transaction between market participants at
the measurementiated (IASB, 2011, para.9).

Second, IFRS 13 provides implementation guidance for fair value
measurements through a hierarchical framewortASB, 2011, para. 76-90): Level 1
inputs are quoted prices in active markets for identical assets; Level 2 inputs are
observable inputs other than quoted prices included within Level 1; and Level 3 are
unobservable inputs developed internally based on manag&Essessents of the best
information available. The complexity and subjectivity inherent in fair value
estimates increase monotonically from Level 1 to Level 3Hence, he standard
requires preparers to prioritise Level 1 inputsas they are verifiableand give the
lowest priority to Level 3 inputs(IASB, 2011, para.72).

Third, IFRS 13 enhances the disclosure requirements for Level 3
measurements and mandates firms to discloggormation such as: (i) quantitative
information about the significant unobservable inputs; (ii) a description of valuation
techniques, any changes to those and reasdos the changes; (iii) a description of
unobservable inputs; (iv) a reconciliation from the opening balances to the closing

23



balances; (v)a description of the valuation processes; (vi) narrative sensitivity
analysis of unobservable inputs; and (vii) transfers between Levels within the
hierarchy (IASB, 2011, para.93). Extended disclosure aims to enhance the faithful

representation and transarency of Level 3 fair valuedor users.

Given there werecontroversial views regarding the disclosure requirements,
the IASB initiated a postimplementation review (PIR) of IFRS 13 in 2017 On the
one hand, PIR respondentsof IFRS 13 indicate that disclosures on fair value
measurements under IFRS 13 are usefllRnSB Staff, 2018) The majority agreed that
the most useful disclosures include categorisation by hierarchy, the Level 3 valuation
process description, techniques and inputs, and quantitativemformation on
significant unobservable input$lASB Staff, 2018, paral4). The threetier hierarchy
is useful to gauge the extent of risks and the inherent subjectivity of the estimates
(IASB Staff, 2018, para.l7); discussion on Level 3 valuation techiques and inputs
gives an understanding of how the measurement is derived or assumptions are used,
the reasonableness of techniqgues and assumptions, and potential impact on the
valuation during periods of stress(IASB Staff, 2018, para.20), and quantitative
disclosure on unobservable inputs clarifies managerial judgements used in the
valuation (IASB Staff, 2018, para23). However, many argue that several disclosure
requirements are unnecessary, generic, and aggreggié®B Staff, 2018, para.36).

For example, quantitative disclosures on significant unobservable inputs and
sensitivity analysisprovide only limited information due to their aggregated nature,
making disclosure noncomparable between entities for nchomogeneous assets
(IASB Staff, 2018, @mra. 32 and 49) Respondents state that the discussion on Level
3 valuation techniques, processes, and inputs is too gendtisSB Staff, 2018, para.

21 and 36)and does not describe how it relates to asset valuation. Further, disclosure
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on Level 3 fair vdue reconciliationis provided solely for compliance purposes and
of minimal use to the management or external use(lASB Staff, 2018, para4l).

The IASB completed itsPIR of IFRS 13 in December 2018 and issued the
Board® feedbaclstatement. Acknowledging that there is still room for improvement,
the Board announced adding a project to perform a targeted standateigel review
of disclosure requirementglASB Staff, 2018) The Board concluded that although
the information required by IFRS 13 is useful to users of financial statements,
implementation challenges exist that may result in inconsistent applicatidry and

unexpected cost$or mandating firms (IASB Staff, 2018)

2.3 Literature Review

The literature review begins with a brief discussioof the controversy on the use of
fair value accounting over historical cost accounting in Section 2.3.1. It proceeds with
an overview of the studies investigating the market valtian of fair value
information in Section 2.3.2, focusing on both financial and nofinancial assets.
Section 2.3.3 identifies the possible reasons behind the perceived lower reporting
guality of Level 3 fair value estimates. Section 2.3.4 and Section A3Jighlight the
role of monitoring systems such as governance (including auditors) and additional
disclosures in restoring the credibility of fair value reportingzach section reviews
related studies carried ouin the context of investment properties anddentifies
potential research areas yet to be addressed, leading to the research quegtiosed

by this thesis.

2.3.1 The fair value controversy
The increasing convergence of accounting practices towardair-value-based

reporting by the IASB and the FASB hasincreased the use dlir value accounting
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Starting from the valuation of financial assetsand progressingto impairment
calculation or measuement of investment propertiesand biological assets, the
standard setters haveincreasingly considered fair value to be a potential
measuremenbasisin a majority of standards (Barth, 2006)° Both the FASB and the
IASB emphasise the capacity of fair values to incorporate, in an efficient and
objective manner, market participant® expectations about future cash flowgHitz,
2007; Hodder et al., 2014) This involves consideringthe changes in the amount
timing or risk of expected future cash flows, the price of riskinterest rates and
liquidity premiums. The gradual shift in the measurement paradignraised
controversy among regulatorsstandard setterstesearchers, practitionersand other
capital market stakeholdergChristensen & Nikolaev, 2013; Laux & Leuz, 201Q)

One group of researchers argues thatair value information provides
improved timeliness and transparency of reported financiallkyan, 2008) has
greater relevancgand enablesbetter decisioamaking (Barth, 2006; Barth et al.,
2001) Studies show that if managerstilise the permitted discretion to reflect their
private information, fair value adjusted earnings are better able to predict future
earnings (Bandyopadhyay et al., 2017; Bratten et al., 201@&vans et al., 2014)
Studies alsodocumentthat the volatility of incremental fair value adjusted income
captures risk elements that the capital markets price, i.e., fair value income is +isk
relevant(Hodder et al., 2006) Additionally, extensive literature provides evidencef
the incremental power of fair value relative to historical cost in explaining equity
values(Barth, 1994; Barth et al., 1996; Venkatachalam, 1996)

Another group of researcherscontends that fair values areprone to

manipulation by management subject to higher estimation errorand less verifiable

6 For example,up to 2016 the IASB had enacted18 reporting standards that containddir value
measuremest
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by investors The use of fair valueincreasesreliability concernsand createsihoised

around decisionmaking (Barth & Landsman, 2010; Landsman, 2007; Laux & Leuz,
2010; Penman, 2007)For example,Barth et al. (1995)document thatbanks report
more volatile earnings under faivalue accounting relative to historical cosaind show

a higher likelihood of violating regulatory capital requirementsBarth (1994)finds

that fair value gains and losses osecuritiesinclude more measurement error than
historical costs.As per Valencia et al. (2013)fair values can lowerbanks capital

ratios andmake themappear less capitalised than they fundamentally af€hurana

and Kim (2003) show thatfair values arevalue relevant only when objective market
driven inputs are available. Studies such aBccher et al. (1996)and Petroni and

Wahlen (1995)indicate that capital market participantsdeem valuations to have a
lower reliability for illiquid financial instruments when they are measured at fair
value.

Thus, while there has been a movement to increase the use of fair value
reporting in the preceding decades, any proposed changes to increase \falue
reporting have met with opposition based on concerns about faithful representation.
Standard setters strived to balance the trad# between relevance and faithful
representation, as well as the preferences of all stakeholders affected by each
proposed regulatory change. In the next section, | discuss the evolution of the value
relevance studies on fair value accountingn response to regulatory initiativesfor

both financial and nonfinancial assets.
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2.3.2 Market pricing of fair value estimates

Financial assets

Studies focusing on investosvaluation of fair value estimateshave developed
momentum since 1992 after the issue of SFA307 Disclosures about Fair Value of
Financial Instrumentsy the FASB, requiring the disclosure of financial instruments

at fair values. A majority of the fair value accounting studies focus on the banking
and insurance industry,(e.g., Barth et al., 1996; Nelson, 1996pecause financial
institutions report financial assets and liabilitie®f a significant sizeat fair values.
Previous studies examining the decision usefulness of fair value information provide
inconclusive evidence.

Three contemporaeous studies, Barth et al. (1996) Nelson (1996) and
Eccher et al. (1996)investigate the incremental value relevance tie fair value of
financial instruments for US banks under SFAS No. 107 around a similar sample
period 19921993, with different sets of control variabledNelson (1996)finds that
fair value measurements floinvestment securities, loans, deposits, lortgrm debt and
off-balance sheet financial instruments have no incremental valuation implicati&n
relative to book values.By contrast Barth et al. (1996) document a greater
explanatory power for fair value l@ans and longterm debts but a weaker association
for deposits and offbalance sheet itemsEccher et al. (1996)show mixed results,
reporting that the fair value of investment securitiesand off-balancesheet
instruments are valuerelevant in limited settngs, and the association of fair value
and return is weaker with net loans and not significant for deposits.

Since the adoption of SFAS No0.107, the FASB has made several changes to

the standards regulating financial and derivative instrumentsuch as the issue of

7 Effective since 2009, the SFAS have been superseded by the FASB Accounting Standards Codification
(ASC). Howeverwhen discussing prior researdhreferred to 'SFAS' becau®sestudies used this term.
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SFAS 115Accounting for Certain Investments in Debt and Equity Sétdvidigd 993,
SFAS 119Disclosure about Derivative Financial Instruments and Fair Value of Financial
Instrumentsn October 1994 andSFAS 133Accounting for Derivative hashents and
Hedging Activitiga June 1998. These regulatory initiatives motivated researchers to
examine the usefulness of each of the changes by testing the differential explanatory
power of fair value estimates(e.g., Ahmed et al., 2006;Khurana & Kim, 2003;
Venkatachalam, 1996)For example,Venkatachalam (1996lses evidence on SFAS
119 from US banks and finds that fair value for derivatives has incremental
explanatory power over the notional amounts. Contrary to thisKhurana and Kim
(2003)fail to documentany significant difference in the informativeness of fair values
relative to historical costs in explaining share prices. However, each of these
standards wasnstrument specific None of them established any unified framework
for fair value reporting, which led to differentiaffair value reporting practices for each
separate asset class.

The FASB responded to the demand for a coherent reporting framework to
report fair value measurementsby issuing ASC 820 Fair Value Measurement
(previously known as FAS 157Fair Value Measurementn September 2006 The
measurement and disclosure based on the thyer hierarchy received much
attention from academics.The focus of the fair value accounting research shifted
towards the value relevance of the ASC 820 hierarchy for financial instruments.

Using a large sample of US banksSong et al. (2010)examine the value
relevance ofthe FAS 157 threelevel hierarchy over the first three quarters of 2008
The authors find that, while the fair values of financial assetsare value relevantat all
Levels Level 3 fair valuesare priced much less thanthe Level 1 and Level 2fair
values Authors interpret thisevidence as investorsyiting lower weight on Level 3
assets and liabilitieglue to the underlying estimation uncertainty angbotential for
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managerialbias. Kolev (2019)reports similar findingsfrom examining the FAS 157
disclosures for US financial firms for the first two quarters of 2008 he author
document that the valuation multiples on Level 3 fair values are lower than Level 1
fair values.

By contrast Goh et al. (2015)show that the discount on Level 3 dsnates
documented bySong et al. (2010is no longer significant when the market conditios
stabilise. Lawrence et al. (2015) using a sample of closeénd funds, find minor
differences in value relevance across the hierarchy, i.e., Level 1, Levedi2d Level 3
fair values are pricedon the dollarat 95 cents, 91 cents, and 97 cents, respectivéty
contrast Song et al. (2010focumented Level 3 fair values pricingt 68 cents on the
dollar. Lawrence et al. (2015)also show less timeliness ofLevel 3 fair values
comparedto Level 1 and Level 2 fair valus, althoughthe differences are relatively
small. Moreover, theseauthors reportthat, across all thredevels,the ability of closed
end fund premia to predict future stock returns is reasonably similar. In a similar vein,
Altamuro and Zhang (2013)examine the mortgage servicing rights andlocument
that Level 3 inputs are as value relevant as Level 2 inputs.

Only a few studies use no#JS contexisto examine the value relevance dhe
fair value hierarchy. For European banksBagna et al. (2015)ind that Level 3
financial instruments reported under IFRS 7Financial Instruments: Disclosuaes
priced at a discount byinvestors The documented discount is 10 percent lower than
that outlined in the USbased studies, probably because of the diffecea in
enforcementlevel and the dynamics ofthe adoption period betweenEuropean and
US samples. In a similar setting, Bosch (2012)reports that investors perceive
significantly lower reliability for Level 3 fair valuesthan Level 1 fair values.Liao et
al. (2021)document thatthe fair values of assets and liabilitie®f European financial

institutions are relatively more value relevant than historical costduring the GFC
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but not before However, both measures are incrementally value relevant to each
other before and during theynancial crisis.

Thus, it is evident that the measurement uncertainty increaseerementally
across the fair value hierarchy, with Level 3 inputbeing the most uncertain and
prone to managerial bias. Yet, it is difficult to draw a generalisable conclusion about
their relative value relevance since it may vary among the different classes of financial
assets. The next section reviews the fair value accounting studies concerning-non

financial assets.

Nonfinancial assets
The extant studieson the value relevance ofair value estimates for norfinancial
assetspredominantly focuson Australia and UK samples because these countries
historically have allowed both upward and downward revaluation ofnon-financial
assets, whereas US GAAP permits downward revaluations only (Aboodst al.,
1999). After the adoption of IFRS, researchers anticipated a significant shift towards
the use of fair valuedor non-financial assets However, Christensen and Nikolaev
(2013)find no evidence consistent with this expectationThese aithors report that
managers of UK and German firms prefer the cost model for a broad range of Ron
financial assetsincluding plant and equipment and intangible asset&air value is
used for propety valuation only. Moreover, companies are equally likely to use cost
and fair valuesas measuement bags for investment properties Hence, the authors
conclude that fair value is less likely to be the primary valuation basis for illiquitbn-
financial assets.

Early studies testing the association between fixed assetaluations and
stock market prices and returns find that revalued amounts are vakelevant. For a
sample of Australian firms,Easton and Eddey (1997j)est the associatiorbetween

market returns and net increments/decrements to the asset revaluation reserve in
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both inflationary (198161990) and recessionary (1991993) periods and document
that asset revaluations are valueelevant over the entire economic cycléBarth and
Clinch (1998)examine the relevance, reliabilityand timeliness of revalued assets for
Australian firms, andfind that revalued financial, tangible, and intangible assets are
value relevant.Barth and Clinch (1998)report a few associations that most of the
later studies have failed to prove. For exampléheseauthors document a stronger
value relevance for plant and equipment than for propertythough later studies
observe an opposite scenarife.g., Christensen & Nikolaev, 2013) Further, Barth
and Clinch (1998)find a consistent and significant value relevancir intangible
assetscontradicting the view that such estimates are unreliable. Most of the recent
studies have failed to prove this relationship due to the stricter requirement of IFRS
to revalueintangibles in the absence of an active market and the fact tlzat active
market for intangibles israrely found (Cairns et al., 2011)In a similar vein, Aboody

et al. (1999)ake the context of UK firms and conduct markebased tests t@xamine
the association betweenasset revaluation balance and share pricesand the
association between currergear upward revaluations and returnsThe authors find

a significant positive association in both testsuggesting thafixed assetevaluations
refled at least a jart of asset value changes on a timely basis.

After the implementation of IFRS in 2007, most of the fair value studies
concentrated on the impact of individual IFRSs (e.g., IAS 1®roperty, Plant and
EquipmentlAS 40 Investment Properand IAS 41 Agriculturgrelating to specific non
financial assets. For exampleGoncalves et al. (2017ktudy the market valuation
implication of biological assets under IAS 41 and find that biological assets are value
relevant at fair values, and this association is even strongeifor firms with higher
disclosure levels Huffman (2018) examines the influence of asset use on the

relevance of fair value measurements and repsthat investors significantly discount
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the fair value of inuse biological asset and their associated unrealised gains and
losses relative to irexchange biological assets. Contrary {8oncalves et ald €£017)
findings, He et al. (2018)document thatthe fair value of biological assets reporteas
perIAS 41 does not provide incremetal forecasting power for future operating cash
flows. This isin line with the view that fair value accountingonly suits assets traded
in highly liquid markets (Barth et al., 1995; Hitz, 2007; Hodder et al., 2006 recent
study byHe et al. (2020)finds that managers of agricultural firms in Australia report
larger fair value gains when the earnings target is not met. This is consistent with the

opportunistic use of discretion permitted under IAS 41.

Investment properties

For investment propeties, most of the prior studies examine the drivers of
measurement choice, i.e.the fair value model versughe historical cost model and
their relative value relevancélsraeli, 2015; Muller et al., 2015)One possible reason
may be that IAS 40 permitghe use otthe cost model ifthe fair value of the investment
property cannot be reliably measured. This provision of choice encourages
researchers to focus more on the incremental value relevance of fair value relative to
historical cost and what drives managerg&choice of the measurement basis, leaving
the implication of the hierarchy underexplored.

Regarding the drivers of measurement choicddble 21, Panel A), extant
studies identify two factorsthat predominantly impact the choice of fair value for
investment properties: contractual incentives and asset pricing incentives
(Christensen &Nikolaev, 2013; Israeli, 2015) Investigating contractual incentives,
Israeli (2015) documents that firms with higher leverage and more dispersed
ownership have a higher probability of adopting the fair value modeChristensen
and Nikolaev (2013)find a positive association betweea reliance on debt financing

and the use of fair valuesHowever, Quagli and Avallone (2010)fail to support the
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debt contracting hypothesisMéki et al. (2016)document that companies with more
concentrated ownership are lesgkkly to apply the fair value model. Regarding asset
pricing incentives,lsraeli (2015)finds that firms with less smoothoperating income
relative to cash flows from operations prior to the transition to IFRS andith larger
potential for gains oninvestmentpropertieshave a higher probability ousingthe fair
value model.Quagli and Avallone (2010)show that largersize firms and firms with
lower marketto-book ratio are more likely to use fair valueslaplin et al. (2014)find
that Chinese firmswith an international influence and firms with above average
volatility in earnings are more likely to use fair values.

Studies that examine whether fair value or cost amounts of investment
properties are valued differently by investorsTable 21, Panel B) find that even
though both measurements are equally relevant for future financial outcomes, equity
investors place smaller valuation weights on codtdn on fair value amounts. For a
sample of Canadian real estate firm&andyopadhyay et al. (2017yeport fair value
adjustments are more predictive of future cash flows and more highly correlated with
the concurrent stock pricelsraeli (2015) using a Euopean sample, shows that fair
value amounts are significantly positively associated with changes in net rental
income one and two years aheads well as cash flow from operationdsraeli (2015)
further documents a positive association between fair valaenounts and share price,
stock return, and a higher market valuation othe fair value model thanthe cost
model. Measuring the reliability of fair value estimates in terms of bias and accuracy
of appraiserdestimates,Dietrich et al. (2000)find that, for UK real estate firms,fair
values are less biased and more accurate measures of selling petaive to the
historical cost amountsDanbolt and Rees (20083how that fair value income is more
value relevant than historial cost income. Similar findngs are reported byuller et

al. (2015) Nellessen and Zuelch (201 1fpr European real estate firms, and b8o and
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Smith (2009)for Hong Kong real estate firms. Even though the positive fair value
return association is well established, extant studies marily focus on the UK and
European contextsTo confirm that the prior findings holdfor Australian setting,the
first research question set out ithis thesis examineawhether investors in Australian
real estate firms incorporate the changes in the Le&fair value estimates into their
pricing decisions(RQL).

In summary, fair value measurements are value relevant for both financial and
non-financial assets. Level 3 fair values are valued at a discount, and the magnitude
of the discount varies aass different asset classes and in the presence of incentives
for managerial bias due to the varying degree of faithful representational concerns
about underlying information. The next section reviews prior studies investigating
the factors influencing investor®perceptions of the faithful representation of reported

fair values estimates.

2.3.3 Whydoes thenarket discount Level 3 fair value estimates?

Many of the fair value studies indicate that managers use Level 3 fair values as a tool
to achieve sekserving motives. For a sample of US bank&arth et al. (2017)ind the

use of realised availabl¢or-sale securities gains and losses to smooth earnings and
increase low regulatory capitalRobinson et al. (2018)show that banks near key
capital ratios report higher unrealised gains on Level 3 assets. In a similar setting,
Chong et al. (2012)find that large banks and poor performing banks with lower
returns on assets, lower cash flows, and higher amounts of provision for loan losses
are more likely tovalue assets and liabilities usingtevel 3 inputs. In a similar vein,
Dechow et al. (2010)show that financial institutions use fair value gains or losses
from asset securitisation to smooth earning&iechter and Meyer (2011document

that poor-performing banks are more likely to have managed down the unrealised
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losses from Level 3 measurements in the periobefore positive earnings.
Furthermore, Livne et al. (2011)find that fair values of trading assets and available
for-sale securities are positively related to cash bonuses and that compensation
committees make selective use of fair value adjustment outcesnin determining
compensation.Yao et al. (2018)provide evidence that there is greater use of Level 3
valuation by banks with lower profitability, smaller size, lower Tier 1 capital
adequacy ratio and the employment of Big 4 audit firms.

Regarding the manager® motives behind fixed asset revaluation, earlier
papers such a8rown et al. (1992)and Whittred and Chan (1992)provide evidence
on Australian firms. Whittred and Chan (1992) show thatevaluation is positively
related to growth opportunities, firancial leverage and the presence of borrowing
limitations; and negatively related to a firnd® ability to finance growth internally.
Further, Brown et al. (1992)find that revaluing firms are highly levered, closer to
violating their debt covenant constraints, larger, had relatively higher property
holdings and lower taxfree reserveskor biological assetsHe et al. (2020)find that
managers of Australian firms repor@ larger agrcultural fair value gain when the
earnings target is not met.

Using the context of investment properties, a stream of studies examines
whether the discretion permitted bythe fair value regime is utilised to exercise bias
or to provide private information (Table 21, Panel D). On the one hand,
Bandyopadhyay et al. (2017and Sikalidis and Leventis (2017provide evidence that
fair value adjustments are informative and persistent, i.ehey reliably predict future
income. On the other hand, studies also documenthe opportunistic use of
managerial discretion undethe fair value regime. For exampleChen et al. (2020)
show that fair valueadopters in China use the unrealised gains and losses to smooth

earnings and meet or beat earnings benchmarks. For property companies in Hong
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Kong, Chen and Tang (2017)find that fair value adjustmentshave beena
determinant of executive compensatiorsince the IFRS adoption in 2005. These
authors provide evidence on the sensitivity of CE@ompensation to fair value gains
but not to lossesjndicating that compensation committeeguard againstthe decline
in the fair value of investment properties.

A relevant question that arisest this point is: do investors recognise such
opportunistic bias and penalise the fair value estimates while pricinBagna et al.
(2015)examine three potential reasontr the differences between the balance sheet
and market value of assets: (i) earnings managemefit) lack of liquidity , and (iii)
disclosure opacity These authorsdocument that thefirst two reasonsco-exist, and
find that the market appiesa liquidity discount when banks transfer small net assets
from Level 1 and 2 to Level 3. When transfers are bigger, the market applies a higher
discount, suspecting that managers avoid current and future losses througlamye
transfer.Robinson et al. (2018and Goh et al. (2015)provide evidence that investors
apply an incremental discount on Level 3 assets for firms closer to their capital
adequacy targetRiedl and Serafeim (20113how that banks with greater exposure to
the Level 3 assets exhibit higher betas and th#te information risk is more
pronounced for barks with ex-ante lower quality information environments. As per
Kolev (2019), the discount on Level 3 fair value estimates greaterfor banks with
lower equity capital and fewer financial experts on the audit committeeand for
companies that develop Leve3 estimates internally.

The high risk of violating borrowing covenants is yet another reason that
might cause a capital market discount (Aboody et al., 1999) but it remains
underexplored inthe fair value accounting literature.The violation of a borrowing
covenant is costlyBeneish & Press, 1993and managers are likely to use accounting

discretion to avoid sucha violation (Watts & Zimmerman, 1986) Studies show that
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the association between sset revaluation amounts and future performance, prices,
and returns is weaker for highly levered firmgAboody et al., 1999; Easton et al.,
1993) However, studies have also evidenced no influence of high leverage on
manager® decisiors (DeAngelo et al., 1994; Healy & Palepu, 199Q) Due to the
limited access to machingeadable data on debt contracts and borrowing covenants,
extant studies remain silent regarding the impact ofoseness to borrowing covenant
violation on the value relevance of fair valueraounts. The highly gearednature of
the real estate sector and extensive reliance on Level 3 fair values for measuring
investment properties provide an interesting setting to address tigsue. Thereby,
the second research questioposed in this thesis Inks the Level 3 fair value
controversy with debt contracting theory andasks whetherinvestors perceive
potential for opportunistic bias in Level 3 fair value adjustmentshenfirms areclose

to violating or are in violation of borrowing covenants(RQ2).

Overall, research suggests that although Level 3 fair values are generally value
relevant, investors raise questions when th@grceive any managerial bias or suspect
that the fair value information lacks faithful representation. The next section
discusses to what extent a strong monitoring mechanism mitigates faithful

representational concerns about the Level 3 fair values.

2.3.4Role of monitoring

Prior studies suggest that effective monitoring mechanisms, internal (e.g., corporate
governance) or external (e.g., auditor, regulatory enforcement), can remedy the
faithful representational concers about Level 3 fair values. The roleof monitoring

is critical because it refines the exercise of accounting discreti@owen et al., 2008;
Kabir & Rahman, 2016) and limits opportunism (Nazir & Afza, 2018). Habib and

Azim (2008) show that efficient monitoring constrairs opportunistic behavour by
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management, producing more reliable and relevant accounting information for
stakeholders. In factthe role of monitoring does not end with ensuring the accuracy

of accounting numbers but extenslto high-quality disclosures(Bhat, 2013)

Internal monitoring: Role of corporate governance

Bhat (2013)states thathe monitoring role of corporate governance affects the quality
of fair value measurements in three waygi) minimising the managerial bias; (ii)
implementing sound riskmanagement process; and (iii) ensuring higiguality
disclosures.Simply put, stronger governance mitigates information asymmetry and
increases the value relevance of Level 3 fair value as¢8i@ng et al., 2010)Siekkinen
(2017) reports that board characteristics st as board independence and gender
diversity are positively associated with the information quality of Level 3 fair value
estimates.Huang et al. (2016)document the effectivenessof board independence,
auditor specialists, audit committee financial exp&s, and strong internal control in
weakening the positive association between Level 3 fair value assets and the cost of
equity capital. Chen et al. (2020find that fair value gain and loss is a determinant of
executive compensation for Hong Kong companiewith a weak governance
structure. Song et al. (2010)find that governance characteristics such as board
independence, audit committee expertisea more active audit committee,
institutional investors, and largerssized auditor increase the reliability of Level Jair
values. Furthermore Bhat (2013)documents that corporate governance is positively
associated withfair value disclosure and that the association between stock returns
and fair value gains and loss increasewith the level of disclosure and with the level
of corporate governance through the mediurof disclosure, not by itself. FoiChinese
companies,Hsu and Wu (2019)find that firms that recognise investment property at
fair value experience an increase irrash risk, but this association is weaker if firms

have strong corporate governance.
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External monitor: Auditor

Regardingthe auditor role, past research provides evidence that Bignd industry
specialist auditors ensure higher audit qualityBalsam etal., 2003; Becker et al.,
1998) and contribute towards higher value relevance &dir value measurements
(Kanagaretnam et al., 2009)High-quality auditors (proxied by Big N auditos and
industry specialist auditos), as competent monitors, cameduce themeasurement
uncertainties of fair value estimates at leasfor two reasons. First, highquality
auditors possessare better ableto detect errors and misstatemens due to better
monitoring ability (Watts & Zimmerman, 1981) Since auditing fair \alue estimates
requires evaluating a widearray of areas, including liquidity analysis, product mix,
statistical models macroeconomicfactors and market conditions, and performing
complex tasks such asevaluating model inputs, justification of methods, and
reasonableness of the conclusioriBratten et al., 2013)the involvement of auditors
with superior competency and experience with the cliemind industry can reduce the
faithful representation concerns. Second, highuality auditors, for reasons such as
preserving their reputation and lowerinditigation liability, have a greater incentive
to deter opportunistic fair value reportingoy manages as they haveomore to lose
if they fail to detectclients breach(DeAngelo, 1981)

Previous empirical research shows that Bij auditors minimise information
risk and contribute towardsa higher value relevance ofair values. Kanagaretnam et
al. (2009)examine the impact of auditor reputation on the market valuation of baidk
discretionary loan loss provision, and_ee and Park (2013)examine whether the
pricing of other comprehensive income reflects the differences in audit quality,
measured by Bj 4 versus norBig 4 audit firm engagement. Both studies usihe
banking context and find superior informativeness of discretionary amounts in the
presence of higher audit quality.
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However, more recent evidence suggests ththe involvement of Big 4 audit
firms may not necessarily mean higlguality audit services in practice.In an
experimental setting,Griffith et al. (2015) reveal confessions by the Big 6 auditors
that they often fail to adequately understand the assumptions in the estimation and
overook conflicting evidence that contradicts management assumpti@nThese
authors document an overreliance by auditors on assumptions and test models
generated by managers and raise concerns that management can lead audiforsn
the garden patld This is consistent with the concerns raised by tHeublic Company
Accounting Oversight Board PCAOB, 2014)and ASIC (2019). ASIC (2019Yyeports
that Big 4 audit firms fail to perform sufficient verification in support of their opinion.
Evidence suggeststhe advere findings for KPMG, Deloitte, EY and
PricewaterhouseCoopers RwC) are 33 percent, 32 percent, 22 percent and 18
percent respectively (ASIG 2019, p 7).

Ahn et al. (2020)highlight the importance of auditorétask-specific experience
by showing that greater fair value expertise enhances auditor performance and
ensures audit quality. This is consistent with the argument [Bratten et al. (2013)
that the efficient verification of fair values requires training ath practice, instruction,
experience, and feedback, which can be obtained only through work experience. For
non-financial assets, the role of auditor fair value expertise can be more pronounced
because otheir illiquid tangible nature and the need to compmhend asset use and
industry norms to evaluate the quality of disclosures. Being the most controversial
asset group adopting the fair value regin{€hristensen & Nikolaev, 2013)andgiven
there arerelatively few studies addressing auditofsole as monitors, noncurrent
assets hae been a context of interest to academics, practitioners and regulators. This

motivates the third research question of this thesis, whicskswhether investors
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consider auditor$fair value expertise relevant whil@valuating the reporting quality

of Level 3 fair value adjustmentgRQ?3).

2.3.5 Potential effect of supplementary fair value disctosure

Audit fees

Prior studies(Ettredge et al., 2014; Goncharov et al., 2014; Sangchan et al., 2020)
argue that greater exposure to Level 3 fair value assets increases monitoring costs due
to an increase in audit efforts and exposure to litigation riskléble 21 Panel F).
These studies examine the exposute and the changes in fair values as determinants
of audit fees, leaving the level of disclosures on them out ofethscenario.The
consideration of supplementary disclosures ofair value is important. On the one
hand, auditors maychargehigher audit fees to compensate for the extra time and
human resourceghey need to spend on auditing the additional information or the
possible reputational and litigation losses thepredict for potentially misleading
disclosures (i.e.the audit risk effect)(Gillan & Panasian, 2014; Seetharaman et al.,
2002) Consistent wth this view, Chen et al. (2019xhow that auditors charge higher
audit fees foryrms with goodwill-related fair value disclosures due to a greater
litigation risk associated with such disclosureddong and Hwang (2018)provide
evidence that expanded disasure requirements on the fair value of pension assets
add to the auditor workload and audit efforts because of exposure to higher litigation
risk andthis leadsto higher audit fees.

On the other hand, supplemental disclosure may signle strength ofinternal
controls, management integrity and increased firm transparency, alleviating the
auditorsdconcerns about the opacity of the fair value measurements and the potential
for seltserving motives (i.e.the signalling effect)(Yao et al., 2019) Auditors are less

concerned about the earnings manipulation using fair value adjustments because an
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additional disclosure lends vetjiability to the breakdown of the numbers in the
ynancial statementsincreasing the cost of opportunismChen et al. (2019%how that
when information asymmetry or investor scrutiny is higher, auditors perceive
goodwill-related fair value disclosures as a signal of truthful reporting. Téeauthors
provide evidence thatunder an uncertain environment, the signalling effect offsets
the audit risk effect.

A recent study bySangchan et al. (2020gxamines the impact othe fair values
of investment properties on audit fees using the Australian real estate context. They
report that exposure to Level 3 fair values has no association with audit fees and
argue that using Level 3 inputs is more of an industry norm, and auditors do not
percave them as possessing marginal risk. One limitation of the study is that it
overlooks the impact of fair value disclosures. In other words, the authors test the
audit risk effect without controlling for disclosures. Given the high estimation risk on
Level 3 properties, enhanced disclosure by real estate firmssithe potential to
mitigate the audit risk effec{Chen et al., 2019; Yao et al., 2019Jesulting in reduced
audit fees. These arguments motivate the fourth research question of this thesis
which askswhether supplementary disclosures on Level 3 fair values are associated
with audit fees and to what extent market uncertainty during 2020 impacted this

association(R4).

Market valuation of fair value adjustments

Economic theory suggests two critical insights on disclosure. First, an increased level
of disclosures lowers the cost of capital as it reduces the potential for information
asymmetry between the firm andhvestors(Diamond & Verrecchia, 1991; Francis et
al., 2008; Leuz & Verrecchia, 2000)Seconddisclosurereduces the noise in disclosed
information (Holthausen & Verrecchia, 1988and generates a better pricing response

(Healy & Palepu, 2001) Firms that disclose lessire prone toa @ownward cash flow

43



adjustment effecd (Song et al., 201Q)which means that whenmarket participants
cannot distinguish firms with more reliable estirates from the less reliable ones, out
of the concern that Level 3 estimates are overstajeithey adjust their valuation
downward.

The role of disclosures on the fair value of assetsdiaeen examined at two
levels in the prior literature: (i) mandatory dsclosures as per SFAS 157 or IFRS 13;
and (ii) voluntary or supplementary measurementelated disclosures. Studies that
examine the impact of mandatory disclosure provide evidence that firms with high
quality SFAS 15%related disclosureseducethe information gap across thehree
levels inthe fair value hierarchy (Riedl & Serafeim, 2011) Robinson et al. (2018)
show that the transparency under the SFAS 157 disclosure regime lsmtanagerial
bias and diminishes the pcing discount on Level 3 estimatesBagna et al. (2015)
suggest that discourston Level 3 measurements for European banks disappear if
complete disclosures are made as per IFRS 7. MoreovBhat (2013)shows thatthe
association between stock returns arttie fair value gains and losses increases with
the level of disclosure.

Two contemporaneousstudies examine the informational role of voluntary
measurementrelated disclosures on financial assets using the US banking context.
Chung et al. (2017)find that banks and insurance companies voluntarily provide
supplementary disclosures for more opaque financial assets to enhance credibility.
These aithors further report that reliability disclosuresmprove market pricing and
decreasethe information risk of Level 3 estimatesBy contrast Weiss and Shon
(2017) show that voluntary fair value disclosures do not unambiguously decrease
information asymmetries.They find no evidence that positive or negative disclosures
reduce information asymmetry, suggesting that market participants view such

disclosures as lacking credibility. Furthermore, their evidence suggests that complex
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fair value disclosures and disclosures in uncertain and litigious tones increase
information asymmetry.

A few sudies that focus on the role of disclosures on investment property fair
values provide evidence that investors do not use additional disclosures on property
valuation (Table 21 Panel E). For instance Sundgren et al. (2018%how that, post
IFRS 13 adoption, real estate firms in Europe disclose more on property valuatspn
but additional disclosure has no positive influence on analyst coverage and market
liquidity. For European real estate firmsVergauwe and Gaeremynck (2018)nd no
impact of supplementary disclosures on the proportion of zero return days and the
price, indicating that disclosures lack informativenes§&hosh et al. (2020)ind that
the benefits of increased disclosure quality under IAS 4be greateifor larger firms
than smaller firms.

Although the informational role of disclosure onfair value estimates is
expected to be prominent during market volatilitf{Boone et al., 2020; Kim & Park,
2009), studies that cover the 2008 GFC period fail to provide evidence supporting
this notion (e.g., Vergauwe & Gaeremynck, 2018; Weiss & Shon, 2017/puring the
2020 COVID pandemic, the market uncertainty is avery different experience,
especially for the real estate sectdoecause this is not any market bubble bursting
through the property market as in the 2008 GFC. The fifth research questigoposed
in this thesis utilises the market uncertainty of 2020 and examines whether
supplementary disclosures on Level 3 propertiesfiuence investorépricing of fair
value adjustments differently during the uncertainty of 2020 relative to the pre
uncertainty period (RQ5).

To sum up, the value redvance of fair value information has been and
continues to be a fruitful area of academic research. The classic faithful

representational concers which comefrom investors perspectives predominantly
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motivate this stream of studies. Due to the lack of mhme-readable data in this area,
several avenues of research are still underexplored. This thesis attempts to address
some of these unresolved research problerspgecifically focusing on three areashe
borrowing covenant violation concernsof investors, the fair value expertise of
auditors, and supplementary fair value disclosures in times of market uncertainty.
The findings will be of interest to regulators, policymakers, investors, managers of

real estate firms or other financial markettakeholders.

2.4 Research Framework
The insights drawn from the institutional settings and fair value accounting literature
and the theoretical perspectives used to identify the research problems are
summarised inFigure 21.

The joint conceptual framework for financial reporting developed by the
FASB and the IASB characteses financial information as decisionuseful if it is
relevant and faithfully represents what it purports to represeftASB, 2018). A
common way to investigatewhether financial information is useful to investors is to
estimate its incremental association with share prices or share returnafter
controlling for other accountingand market information (Ball & Brown, 1968; Barth,
2007; Barth et al., 1996; Landsman, 200;7}his is known as the value relevance
research As perBarth et al. (2001) information isvalue relevant if it has a predicted
association withthe market valueof equity. This is based on capital market theory,
which posits that market participants use all available relevant information when
making investment decisions Therefore, in a osemistrongd form of market
efficiency, share priceson averagereflect all publicly available information(Beaver,

1981; Fama, 1970, 1991)
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| adopt this charactersation of valuerelevant financial reporting information
in empirical tests,explicitly focusng on the value relevance ofair value information
(RQ1). Motivated by the agency cost and contracting theory, then argue thatfor
firms approachingthe violation of borrowing covenant, the perceived managerial
bias in Level 3 fair value estimation is greateand thus the value relevance of fair
value adjustments is lowe(RQ2). Drawing on agency theory, ext, | contend that
investors perceive auditors with fair value expertise aBigh-quality monitors and
reflect this while pricing fair value adjustments(RQ3). Finally, drawing on the
disclosure literature, |examine the role of discretionary disclosure insignalling
transparency toauditors (RQ4), and enhancing thedecisionusefulnessof fair value

adjustmentsto investors(RQ5).
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Figure 2.1: Research framework

Context
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investment
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Value relevance
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Debt contracting reasons
(Christensen & Nikolaev,
2013; Demerjian et al., 2016;

RQ2: Do investors perceive a
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on fair value adjustments when
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Reliance on
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choices and
judgements by
managers

RQL1: Are fair value
adjustmentsto investment
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(Bandyopadhyay et al., 2017;

Israeli, 2015)

theory Israeli, 2015; Watts & violation or are in technical
Zimmerman, 1986) default of their borrowing
covenant?
RQ3: Does the fair value
Agency theory, expertise of auditors obtained

Organisation
theory and high
quality audit

Monitoring and
certification

(Kanagaretnam et al., 2009;

Lee & Park, 2013)

through engagement tenure and
industry specialisation influence
the perceived reporting quality
of fair value adjustments to
investment properties?

Significant
size of the
Level 3 fair
value
adjustments
reported
through net
income

Signaling theory

High audit risk versus

signaling transparency
(Chen et al.,2019; Hong &
Hwang, 2018; Yao et al.,

2019)

R®4: Are supplementary fair
value disclosures associatet
with audit fees, and is this
association more pronounced
during the market uncertainty of
20207

Agency theory

Reduced information
asymmetry through
additional disclosures

(Chung et al.,2017;

Vergauwe& Gaeremynck,

2018)

RQ5: Do supplementary fair
value disclosures influence
i nvestorsodo pricji
adjustments differently during
the uncertainty of 2020 relative
to the pre uncertainty period?
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Table 2.1 Studies on fair value of investment properties

Authors (Year) Focus of study Sample Period g::g‘?‘mh Main Findings

Panel A: Drivers of choice: fair valueversus cost model

Christensen & Determinants of UK & 2005 Logistic Fair value choice is positively associated with real estate

Nikolaev (2013) fair value for German 2007 regression being a primary activity.
investment The reliance on debfinancing is positively associated with
property the use of fair valus.

Dietrich et al. Reliability of fair UK 1988 Rank regression Managers are more likely to select fair valusmodel to report

(2000) value estimates  property 1996 higher earnings, time asset sales to smooth reported earning

industry changes, smooth reported net asset changes and boost fair
values prior to raising new debt.

Israeli (2015) Factors European 2009 Crosssectional Contractual incentives (i.e., higher leverage and more
associated with  Union 2010 probit model dispersed ownership) and asseticing incentives (i.e., less
the choice of fair (EU): smooth operating income relative to cash flows from
value versus cost France, operations and larger investment propertyelated gains)
model Germany, explain thefair value versuscost modelchoice.

Italy, &

Spain
Maki et al. Ownership EU real 200 Logistic Companies with afinancial company as the largest owner are
(2016) structure and the estate firms 2013 regression more likely to choose the fair valuenodel.

choice of fair
value versus cost
model
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Quagli & Drivers of choice: EU real 2005 ManndWhitney Information asymmetry, contractual efficiency and
Avallone (2010) fair value versus estate: 2007 two-sample managerial opportunism explain the fair value choice.
cost model Finland, rank-sum test Political costs (proxied by size) reduce the likelihood of using
France, fair value.
Germany, Multinomial Market-to-book ratio is negatively associated with the fair
Greece, logistic value choice.
Italy, Spain regression Managerial opportunism (proxied by earnings smoothing) is
and negatively related to fair valuechoice.
Sweden Contracting costs (proxied by leverage) and litigation costs d
not influence thechoice.
Taplin et al. Fair value versus Randomly 2008 Logistic Half of the companies use fair valuavhile half use historical
(2014) historical cost selected regression cost, suggesting the lowest possible levelaimparability
Chinese when there are two choices of method.
listed Companies with an international influence (listed on
companies international stock exchanges) and companies with above
average volatility in earnings are more likely to use fair value
Panel B: Relevance and relihility of fair values
Bandyopadhyay Predictive ability Canadian 20116 Ohlson price Fair value adjustments are positivelyassociated with future
et al. (2017) of fair value real estate 2014 model cumulative cash flows and concurrent stock price.
adjustments firms Firms that practice high levels of accounting conservatism in
Doyle cash flow the prelFRS period exhibit higher levels of relevance on the
Role of model property revaluations in the postFRS regime.
accounting The marketassigns higher values to fair valuadjustments of
conservatism more conservative firms.
Danbolt & Rees Historic cost British real 1993 Basu reverse Fair value income isconsiderably more value relevant than
(2008) versus fair value estate & 2002 regression historic cost income.
model investment model In the presence of changes in fair valuedjustments balance
fund sheet values, income measures become largely irrelevant.
industries
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Dietrich et al.
(2000)

Israeli (2015)

Miuller et al.
(2015)

Nellessen &
Zuelch (2011)

Owusu-Ansah
& Yeoh (2006)

Sangchan et al.
(2020)

Reliability of fair UK

value estimates  property
industry

Value relevance EU:

of fair value France,

versus cost model Germany,

amounts Italy, &
Spain

Reliability of fair EU real
value versus cost estate firms
model

Reliability of EU listed
fair values property
companies

Relative value NZX firms
relevance of with
alternative investment
methods properties
Fair value Australian
measuremert real estate

related disclosure industry
for debtholders

1988
1996

20059
2010

2003
2012

20059
2007

1990
1999

20070
2015

Rank regression

Ohlson price
model

Easton returns
model

Bivariate probit
estimation

Net asset value
(NAV)
deviations
model

Likelihood -ratio
test, the Ftest,
Ohlson price
model

Cost of debt
model

Panel regression
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Fair value estimates are less biased and more accurate
measures of selling price than respective historical costs.
Reliability of appraisal estimates increases when monitored
by external appraisers and Big 6 auidirs.

Investorsplace smaller valuation weights on disclosed
amounts.

Recognised and disclosed amounts are equally relevant for
future financial outcomes.

The market applies a discount to disclosed fair value.

The discount is attenuated when reliability is high, proxied
via use of an external appraiser.

The discount is attenuated when information processing cos
are low, proxiedvia high analyst following.

Net asset value departs from the market capitalisation.

The deviations are caused bsufficient reliability of fair
values because of the limitations of appraisals, the diversity ¢
applied approaches and the reliability problem for Level 3
estimates.

Recognition of unrealised gains in the income statement is
not superior to or significantly different from recognition of
unrealised gains in revaluation reserve int@s of their value
relevance.

Changes in fair valueof investment property arénformative
about the firmds future cas
The use of Level 3 and Level 2 inputs makes no difference ir
impacts on the cost of debt.

Employing the directors solely in valuation may lead to a
higher cost of debt.

An extensive fair valuedisclosure appears to offer no
additional value in the debt decision.



So & Smith
(2009)

Value relevance
of presenting
changes in fair
value in the

Listed 20049
property 2006
companies

in Hong

income statement Kong

Return model
and abnormal
return model

Presenting fair valuegains or loss in the income statement he
higher valuerelevance relative to presenting them in the
revaluation reserve.

Panel C: Influence of fair value amounts on information asymmetry

Ghosh et al.
(2020)

Hsu & Wu
(2019)

Liang & Riedl
(2013)

Adoption of IAS
40, information
asymmetry,
valuation
uncertainty &
liquidity.

Fair value and
stock price crash
risk

Fair value versus
historical cost
model & analyst
forecast accuracy

Real estate 20020
companies 2017
listedin

Europe

Firms listed 20070
on Chi 2011
A-shares

market

UK and US 20020
investment 2010

property

Random effects
model

Logit regression
of stock price
crash risk

Multivariate
analysis of NAV
and EPS
forecast error
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Adoption of IAS 40 reduces information asymmetryfor
investors and increases pricing efficiency and liquidity.
Larger firms benefit more than smaller firms from the
increased quality of disclosure.

Fair value disclosure exacerbates net asset value deviation
and illiquidity during the crisis period.

Firms that recognise investment property at fair value
experience an increase in crash risk, suggesting that fair val
reporting does not convey private managexi information
regarding firm value and could be a channel for concealing
information.

The association between fair valueeporting and increased
crash risk is mitigated in firms with strong corporate
governance.

Net asset value forecasts for UK firms are more accurate
relative to those for US firms, consistent with té fair value
revealing private information that is incorporated into
analystsd balance sheet for
The greater accuracy is attenuated during the financial crisis
of 200792008, consistent with convergence of the fair value
and historical cost models dting this period.

US firms have greater EPS forecast accuracy relative to UK
firms, when the latter report under IFRS.



Muller et al. External UK 199 Bid-ask spread Market makers perceive lower information asymmetry for

(2002) monitoring of investment 199 model of firms employing external appraisers versus those employing
property property information internal appraisers. This suggests that reliability differences
appraisal firms asymmetry attributable to differential monitoring by appraisers can affect
estimates and information asymmetry, and therefore cost of capital.
information
asymmetry

Miiller et al. Mandatory fair EU real 2005 Bid-askspread Mandatory adoption of fair value means firms exhibit a largel

(2011) value and estate firms 2009 model of decline in information asymmetry. However, they continue to
information information have higher information asymmetry than voluntary adoption
asymmetry asymmetry firms. That is, a mandatory reportingregime can reduce, but

not necessarily eliminate, information asymmetry differences
across firms.

Vergauwe & Measurement EU real 2007 Bid-askspread Provide some evidence that measuremerglatedfair value

Gaeremynck relatedfair value estate firms 2010 model of disclosures reduce information asymmetry. Authors find a

(2018) disclosures and information negative association between the extent f&ir value
information asymmetry disclosures and the bigisk spread but no assaafion with
asymmetry zero returns and price impact.

Panel D: Use of managerial discretion

Chen & Tang Fair value Property 200 Pooled Fair value adjustmentis a determinant of executive

(2017) adjustments, firms listed 2009 regression compensation after IFRS adoption in 2005.
executive in Hong model Fair value adjustment®icompensation association is driven by
compensation Kong Stock firms with relatively weak corporate governance structure.
and governance Exchange

Chen et al. Opportunistic use China 20070 Jones Fair value reporting is driven by managerial opportunism.

(2020) of discretion to 2015 discretionary Fair value model is more likely be chosen by firms with

manage
performance

accruals model

Logistic
models

53

greater needs for ecounting discretion.

Fair value adopters use the unrealised gains and losses to
smooth earnings and meet or beat earnings benchmarks afte
IFRS adoption.



Pinto (2013) Asset value Portuguese 2003 NAV model Fund managers manage asset valuations to avoid net asset
management real estate 2009 value declines, particularly in a period of financial distress.
investment Funds with a higher level of past unconditional conservatism
funds are more likely to manage asset values.
Audit quality reduces managerial écretion and the conflicts
that may arise between fund management company
shareholders and fund participants.
Sikalidis & Unrealised fair Firms listed 20063 Earnings Fair value adjustments are persistent, i.e., they reliably predi
Leventis (2017) value on the 2008 persistence future income.
adjustments and Athens Companies that revalue investment properties tend to
dividend policy Stock increase dividend payouts.

Exchange Less optimistic managers, firms with a higher borrowing
capacity, and fims with higher levels of insider ownership are
more likely to increase dividend payouts coming from
property adjustments, with insider ownership exerting the
strongest effect.

Panel E: Influence of disclosure
Ghosh et al. Adoption of IAS  Real estate 20020 Random effects Larger firms benefit more than smaller firms from the
(2020) 40 companies 2017 model increased quality of disclosure.
listed in EU
Sundgren et al. Analyst coverage, EU real 2009 Disclosure index Disclosure quality on fair values is significantly higher under
(2018) market liquidity ~ estate 2014 IFRS 13 than under IAS 40.
and disclosure companies Logistic The disclosure quality is positively associated with analyst
quality regression following and bid-ask spreads.
The improved disclosures following the adoption of IFRS 13
are not associated with significant positive economic
consequences.
Vergauwe & Measurement European 20070 Disclosure index Fail to find evidence that firms using Level 3 estimates benet
Gaeremynck relatedfair value real estate 2010 from additional disclosure.
(2018) disclosures and firms Bid-ask spread
information model of
asymmetry information
asymmetry
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Panel F: Fair value and audit fee

Goncharov et Fair value and
al. (2013) audit fees

Sangchan et al. Fair value and

(2020) audit fees
Yao et al. Fair value and
(2015) audit fee

EU real
estate
industry

Australian
real estate
industry

ASX 300
companies

20016
2008

2007
2015

2003
2007

Difference-in-
differences
design

Audit fee model

Audit fee model

Audit fees are lower for firms reporting property assets at fair
value relative to those reporting at depreciated cost.

Audit fees are lower for firms with aboveaverage exposure to
fair-valued assts and higher for multiplesector property
portfolios.

There is a negative (positive) association between audit fees ¢
fair value exposure (changes in fair valge

The use of Level 3 inputs desnot significantly increase audit
risk and audit fees.

Audit fees are higher for firms with fair values estimated by
external and mixed valuer$) compared to firms with fair values
estimated ly directors alone.

There is a significant increase in the audit fees paid when ron
financial assets (PPEs, investment properties and intangible
assets) are measured fir values.

An independent valuer or appraiser significantly weakens the
positive association between asset revaluations and audit fees
Companies whose norcurrent assets are revalued upwards an
those that revalue their norcurrent assets upwardsvery year
have significantly higher audit fees.

The strength of corporate governance has a moderating effect
on the level of audit fees.
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CHAPTER THREE :

COVENANT VIOLATION CONCERN  S& INVESTORSO

PRICING OF FAIR VALUE ADJUSTMENTS

3.1 Introduction

The valuation of Level 3 fair value estimates has attracted extensive attentioom
academics, policymakers, practitioners and investors because of its complex nature
and increasing prevalence in finanal reporting (Bratten et al., 2013) The
unavailability of market data, the selection ofa valuation model from multiple
techniques, the use of forwardlooking assumptions anda heavy reliance on
managerial discretion all contribute to the high measuremenncertainty of Level 3
fair value estimates.Song et al. (2010)and Goh et al. (2015)find that the value
relevance of Level Jair value estimates is lower than Level 1 and Levelfair values
due to the perceived managerial bias or measurement errohieh add to the faithful
representational concerasfrom investorperspective. Prior studies show that lower
market valuations of Level 3 fair valuesoccur when the capital adequacy ratios of
banks are closer to the minimum required by regulato(&oh et al., 2015; Robinson
et al., 2018) when the corporate governance mechanisnase weaker(Huang et al.,
2016; Song et al., 201Q)and when there are earings management incentives or
concerns of less liquidity and disclosure opacif8agna et al., 2015)The high risk of
violating borrowing covenants is yet another reason that might cause the capital
market discount(Aboody et al., 1999) but it remains urderexplored infair value

accounting literature.
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The violation of a borrowing covenant is costlyBeneish & Press, 1993and
managers are likely to use accounting discretion to avoid sualviolation (Watts &
Zimmerman, 1986) Demerjian et al. (2016)find that fair value reporting has an
impact on the financial covenants used in the borrowing contracts. Extant research
provides evidence thathe debt contracting incentive, measured by leverage ratios,
influences manager@decision to choosdair value over the cost model(Christensen
& Nikolaev, 2013; Israeli, 2015)and subjects changes irfair value to greater
managerial biagCotter & Zimmer, 1995). Therefore, one might argue that investors
perceive the extent of opportunistic bias to increase when managers have incestive
to influence debt contracting capacityConsistent with this view, sudies (Aboody et
al., 1999; Easton et al., 19933how that the association between asset revaluation
amounts and future performance, prices, and returns is weaker for highly levered
firms. However, dudies have also documented no influence of high leverage on
manager@decisions(DeAngelo et al., 1994; Healy & Palepu, 1990)n this study, |
link the Level 3 fair value controversy with debt contracting theory.l utilise a
research settingn which the fair value assets are more tangible and illiquid, the
changes infair values directly impact reported earnings, and the reliance on debt
financing issubstantial | reseach the real estatéirms listed in Australiaand examine
whether investorgpricing of Level 3fair value adjustments is different for firms closer
to violating or in technical default of borrowing covenants thaior firms that are far
from violation.

The unique features of tle real estatesetting allow me to test hypotheses and
draw conclusions unreachable in previously analysed sectors, ethe US banking
and insurance industry. First, the real estate sector tends to be highly leveiigarclay
et al.,, 2013; Doan & Nguyen, 2018; Muller 1l et al., 2011) and interest charges

constitute a significant portion of total expenditur€Ooi et al., 2010) Australian real
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estate firms, on average, hold a debt to asset ratio of 33 percent with a maximum
ratio of 99 percent, indicatinga higher likelihood of debt covenant violations
Second, Level 3 investment properties constitute a significant proportiontoe total
assets (on averag&?2 percent of total assets in the sample), adjustments made to the
valuations per annum are material and directly affect net income (on averadair
value adjustments constitute 33 percent of the earnings before tax in taenple). This
means thaffair value adjustments are highly important for capital market participants
in the real estate setting, and the economic consequences of estimation errors are
likely to be substantial. Third, unlike the banking sector, real estate not heavily
regulated and monitored and thus provides a setting where measurement uncertainty
for Level 3 properties is expected to be higher. Moreover, this setting permits the
control of non-discretionary components of the reportedair value adjustmerts
because markewide capital appreciation measures are readily available for
investment propertiesFor example, the Property Council of Australia periodically
publishesa performanceindex of property returns, and hence the separation of the
discretionary part of the fair value adjustmentsis possibleto some extent.

Using a sample of 444 firmyear observations from 2007 to 2019, find that
fair value adjustments are significantly positively associated with stock returns,
implying that investors place valuation weights offair value adjustments. However,
investors incrementally discount thefair value adjustments for firms closer to the
violation or in technical default of their borrowing covenants. This is consistent with
investordfaithful representation concersaround Level 3fair value adjustments due
to higher likelihood of borrowing covenantviolations and supports the notion that
perceived mangerial intention is a crucial consideration for the pricing of Level 3

fair value estimates.
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Next, | classify the borrowings to analyse whether the discount effect changes
across different borrowing categories because lenders exercise varying dsgrée
monitoring based on the maturity and security of the loans, and managérs
motivations may vary accordingly. | find that the pricing discount on fair value
adjustments is significant for firms with higher secured borrowings and higher long
term borrowings. This supports the notion that investors suspect managerial bias and
lower reliability of fair value adjustments when firms hold a high level of secured or
long-term borrowing. This also extends the prior findings thatto enhance
creditworthiness,managers in firms with high secured borrowings are more likely to
use discretion to boost the valuation of nowurrent assets pledged as collateral
(Cotter & Zimmer, 1995) and shows that investors perhaps account for any such
possibility. | further interpretthe findings as indicatinghat investors may translate a
high level of longterm borrowing as managers having greater incentives to make
discretionary use ofair value adjustments, fearing a stricter penalty by the lender on
breach of covenant.

Since morethan 80 percent of the borrowing contractsf real estate firms are
classified as longerm, around 70 percent of which are secured,break down the
long-term borrowings as longterm secured and longerm unsecured borrowings to
disentangle the effect omaturity and security. | find the valuation discount onfair
value adjustments holds only for the firms with higher longerm secured borrowings.

In contrast, investors thinkfair value adjustments are more informative for firms with
higher longterm unsecured borrowing. Thefinding of lower perceived information
risk isin line with the reasoning thataccess to unsecured borrowing (especially with
longer terms) is often exclusive to high credit quality firméLuk & Zheng, 2021)
Lenders tend to imposestricter scrutiny on the financial reporting process of

unsecured borrowers due to the risk dhe debtbeing uncollectablein the event of
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default, and managers have very low incentives to boost collateral values. All these
may lead toreducedconcerrs about managerial bias andhe incremental pricing of
fair value adjustments

In additional tests, | extend the analysis by considering whether the discount
on fair value adjustmentsfor real estatefirms at high risk of covenant violaton is
contingent upon the strength of the corporate governance mechanism. | find that the
decremental valuation implication due to high gear is significant only in the weaker
governance suksample. More specifically, investor® discounts on fair value
adjustments for firms with higher secured borrowing and higher lontgrm
borrowing, and incremental valuatiors for firms with higher long-term unsecured
borrowing, hold in the weaker governance subample but not in the stronger
governance suksample.

This study contributes in several ways to prior research examining the
informativeness offair value information. | build upon the works of Song et al.
(2010) Demerjian et al. (2016)and Israeli (2015)in further developing the existing
understanding of the impactof closeness to borrowing covenant violatioron the
investorgvaluation of fair value estimates. First, while prior studies provide evidence
of an incremental discount onfair values by investors in the presence & lower
capital adequacy ratiqRobinson et al., 2018)liquidity concerns(Bagna et al., 2015)
and earnings management concerr{€hong et al., 2012) | extend the investigation
to concans aboutcovenant violation as an added explanatiorof discount | show
that investors consider Level 3air value estimates of firms close tohe violation or
in technical default of borrowing covenant less trustworthy. This suggests that
managers of real estate firms should be more careful while reporting changes in
property fair values, as investors are aware of such opportunism and factor thatan
their pricing decisions.
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Second, the result that the negative influence of high gear may not hold
consistentlyfor all borrowing types suggests the level of monitoring and flexibility by
lending authoritiesdue to the distinct nature othe borrowing can have a differential
impact on the perceived measurement bias. Investors appear to be more concerned
about bias in measurindair value estimates for higher secured borrowing and higher
long-term borrowing firms, while they perceive a substantially lowenformation risk
for firms with higher long-term unsecured borrowing.

Third, the findings thatthe faithful representation concersaboutLevel 3fair
value adjustmentsare significant in the context ofweaker governance mechanissn
but not in the contextof stronger governance mechanisspsuggest that governance
strength can mitigate concerns arouniair value adjustments arising due t@loseness
to borrowing covenant violation in a real estate setting. Even though few studies
document lower information asymmetry of Level 3fair values for firms with stronger
governance(Mechelli & Cimini, 2019; Siekkinen, 2017; Song et al., 2010none of
them examines this association in the presence of high debt contractietated
incentives. This study extends the assiption of a positive association between
corporate governance and accounting quality into the area tife value relevance of
fair value information and debt contracting reasons.

The remainder of this study proceeds as follows. Section 3.2 discusses the
institutional background. Section 3.3 reviews the literature and provides the
theoretical basis forthe empirical predictions of the study. Section 3.4 describes the
research design and empirical models. Section 3.5 presents the data and results, and

Section 3.6 offersconcluding remarks.
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3.2 Institutional Background

3.2.1 Reporting of fair value adjustments under IAS 40 and use of managerial discretion
The focus on thefair value adjustments to investment properties is motivated by the
provision of IAS 40 Investment Properfadopted as AASB 140) to recognise
investment properties at fair values (IAS 40.30) artble reporting of changes in values
through earnings (IAS 40.35). Gainsnd losses flow through net income not only
when they are realised but also when managers recognise any changemiasseds
value, i.e., unrealisedjains/losses which is permitted for only a few asset classes by
the IFRS. The IASB states that such accoting treatment is necessary for reporting
the financial performance of investment properties in a meaningful walASB, 2003,
para. BC44). If managers adopt efficient accounting choice&ir value adjustments
reflect their private information and improve the relevance of the estimation
(Bandyopadhyay et al., 2017)But if managers are opportunistic, they might usthe
permitted discretion to manipulate adjustments and hind¢ine faithful representation
of reported amounts(Chen et al., 2020; Dietrich et al., 2000)

Real estate managersire likely to face motivations to usethe discretion
permitted in Level 3 valuations to avoidthe violation of borrowing covenants for at
least two reasons. First, following the violation of covenants, shareholders face
substantial costs such as higher interest rates, tighter covenants, or new covenants
and reduced access to cred{Beneish & Press, 1993; HassabElnaby, 2006; Nini et
al., 2012) The use of managerial discretion to improve borrowing capacity could be
beneficial to shareholders when the firm is at high risk of violation. Second, since the
majority of investment properties are valued at Level 8Sundgren et al., 2018)a
relatively small change in a single assumption or model input (e.g., capitalisation
rate, growth rate, future rent, occupancy rate) could materially impact the earnings,

asset values and equity, which turn affecisthe calculation of covenant ratios. The
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commonly used &counting ratios in borrowing contracts othe sample firms (i.e.,
gearing, interest coverage and loan to value) could be influenced eabdyya small
tweak in the inputs to the Level 3 valuation method. Although firms involve external
valuers (periodically) and auditors to verify the model inputs, challenging the
estimation is complex because the nature @ir value is such thatoften well-trained
valuers disagree on the adjustmen(Bratten et al., 2013)Hence, investoréconcerrs
about managers abusingthe discretion permitted in the fair value reporting of
investment propertyfor firms at highrisk of borrowing covenant violationis valid in
this setting.

Alternatively, in the Australian real estate setting, efficiency might dominate
incentives in financial reporting because of the transparent and stronger institutional
governance mechanism. As per the Australian Corporate Governance Transparency
Index (ACGTI) 2020 the real estate sector ranks dise leader amongl0 sectorsof
the Australian Securities Exchangg/ASX) 300 in terms of corporate governance
disclosure transparency Australian real estate firms tend to have superior business
ethics policiesand limited involvement in incidents (Sustainalytics, 2020) Further,
the measurementelated disclosures for investment propertjlave beenextensive
since the adoption of IFRS 13n 2013, and most ofthe real estate firms use external
valuers in the valuation process along with the managers’ Prior studies indicate
that investors perceivea lower measurement uncertaintyin Level 3 fair values for
firms with stronger governance(Song et al., 201Q) firms that make detailed
measurementrelated disclosuregLaux & Leuz, 2009) and firms that use external

valuation servicegKolev, 2019) Thus, this setting permits me to investigate whether

8 28 individual disclosure aspects were considaremnstruding the index.

% While the managers update the valuation on a regular basis, independent valuers appraise the value
periodically, with the periochot exceeding three years (source: observation in notes to financial statements
of Australian real estate firms).
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the vduation of fair value adjustments is conditional onthe concerns about
borrowing covenant violation when there is strong institutional governance,
measurementrelated disclosures are detailed, and valuers involved in the valuation

processare independent

3.2.2 Nature of borrowing arrangemedsustralianrealestate sector
In Australia, real estate firms typically use bank borrowings, commercial notes,
commercial mortgagebacked securities, lease liabilities, domestic/foreign medium
term notes, loans payhle to related parties, and miscellaneous credit facilitieffered
by banks (e.g., overdra$)) for financing. Borrowings are classified based on maturity
(i.e., long term and current) and security (i.e., secured and unsecure@able 31
shows the proportion of the different borrowing categories relative to the total
borrowing (Panel A), provides the descriptive statistics of each borrowing type (Panel
B) and summarises covenarntlated information disclosed by the real estate firms in
notes to the financial statements by year (Panel C). Panel A shows that, on average,
long-term borrowings constitute above 80 percent of the total borrowing, of which 70
percent are backed by the securitye.g., tangible assets or investment properties
owned by the frms. A large proportion of the total borrowings, around 71 percent,
are ofasecured nature, indicating that managers have the motivation to maintain the
property values used as securities at a certain ley€btter & Zimmer, 1995). Panel
B showsthat, on average, the borrowing to asset ratiliGEAR) is 3250 percent, with
a maximum ratio of 99 percent. The mean (median) interest covera@@OVERAGH
is 5.78 times.

Panel C reports a yearly summary of borrowing covenant information
disclosed in the notes to financial statements. Borrowing covenants are set by the
banks/lenders, a breach of which might lead to the renegotiation, cancellation, or

reclassification of borowings, incurring additional cost to the firm. Two widely used
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covenant$® are (i) gearing; and (i) interest coverage. Out of 444 fimyear
observations, covenantelated information was disclosed by 300 observations, which
is 68 percent of the sample. hough the number of covenants disclosed in the notes
ranges fromone to six, the median number istwo. Of the two major covenants,
interest coverage is thenore commonly used covenantobserved in 229 firmyears,
whereas gearinganks secondin terms ofthe frequency of useteported in 162 firm
years. In most cases, coverage is paired with either gearing or loan to value ratio. The
median coverageis 2:1 (minimum ratio), and the median gearingis 50 percent
(maximum percentage)or the sample firms. | use thse medians as the benchmark

to identify firms that are at high risk of covenant violation.

Table 3.1 about here

3.3 Prior Research and Development of Hypothe®s

3.3.1 Level 3 fair value controversy and market pricing

The debate on the relevance and reliability ofir value measurements is long
standing in fair value research(Landsman, 2007) If managers are efficient and
convey private information, fair value information has greater relevance, more
accurately reflects volatility, and enhances financial reporting transparen(arth,
2006; Barth et al., 2001)However, the inaeasing prevalence ofair value reporting
has the potential to decrease the usefulness of accounting information for contracting
(Holthausen & Watts, 2001; Kothari et al., 2010)and increase the volatility of
earnings (Barth et al., 1995) While most previous studies indicate thaffair value

information is decisionuseful (Barth, 1994; Barth et al., 1996; Barth & Clinch, 1998)

10 Other covenants include loan to value ratio, gearing tmok-through basis, credit rating, dividend
payout restriction, capital adequacgtio of het cash inflodito gross interest, ratio of debt éarnings
before interest, taxeslepreciation and amortisatiopriority indebtedness ratio, weighted average lease
expiry and so on.
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more recent studies show that the perceived informativeness may vary acrosddire
value hierarchy.

Three previous studies examme the value relevance ofair value hierarchy
information (Goh et al., 2015; Kolev, 2019; Song et al.,, 2010)These studies
document that investors consider Level 1 and Levelfair value assets relevant and
reliable because the market prices are obserlaleither directly or indirectly), and
the information risk is lower. However, the evidence on Level 3fair value market
valuation is inconclusive. WhileSong et al. (2010plocument that Level 3fair value
estimates are priced at a discount relative to lzel 1 and Level 2fair values during
the financial crisis of 2008,Goh et al. (2015)show that the discount is no longer
significant when the market conditiors stabilise. Nonetheless, both studies report that
Level 3fair values are positively priced.

Measurement uncertainty is high for Level 3air value estimates because they
rely heavily on managerial discretion, use subjective and forwalooking
assumptionsand are difficult to verify (Bratten et al., 2013) Many of the fair value
studies indicate that managers use Levelf@ir value to achieve selserving motives,
such asattaining capital adequacy targetéRobinson et al., 2018)managng earnings
(Barth et al., 2017; Chong et al., 2012enhanang compensation(Livne et al., 2011)
and improving borrowing capacity (Christensen & Nikolaev, 2013) However,
findings also show investors recognise such opportunistic bias and penalise the Level
3 estimates whilepricing. For instance,Robinson et al. (2018and Goh et al. (2015)
find evidence consistent with investors applying an incremental discount on Level 3
assets for firms closer to their capital adequacy targBagna et al. (2015pbserve that
the market negatively judges transfers from Levell and 2 to Level 3 if they are larger.
Riedl and Serafeim (2011yhow that banks with greater exposure tbevel 3 assets

exhibit higher betas and that information risk is more pronounced for banks with ex
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ante lower quality information environments. Song et al. (2010document a lower
valuation discount for Level 3 assets for firms with stronger corporate governance
mechanisns. Thus, research suggests that although Levefdr values are generally
value relevant,the incentivesfor managerial biascan raise questions regarding their
informativeness.

Notably, most of these Level JFair value studies have been carried out on
financial assets usinghe banking context, predominantly in the US settingwhich is
characterised by a unique financial reporting environment. A little attention is given
to the other asset classes, such as investment properties, biological assets ornyppe
plant and equipment. The majorityof studies usdahe investment property context to
test the drivers othe fair value model versusthe cost model choice(Dietrich et al.,
2000; Mé&ki et al., 2016)r the relative value relevance undeihe two options (Israeli,
2015; Midller et al., 2015) but they remain silent as to whether and to what extent
perceived information risk could influence investo@roperty valuations. This study

attempts to address this issue empirically.

3.3.2 Value relevance of fairlwad investment properties

In the context of investment properties, existing research suggests tfat value
amounts (i.e., revaluation gains andair valued investment properties) are relevant
for future financial outcomes, and investors place a positive valuation weight on the
fair value estimates Bandyopadhyay et al. (2017)ind that fair value adjustmentsare
positively associated with future cumulative ash flows and concurrent stock price.
Israeli (2015)shows thatfair value amounts are significantly positively associated
with changes in net rental incom®ne and two years aheadys well as cash flow from

operations.lsraeli (2015)further documents a psitive association betweefair value
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amounts and share price, stock return, and a higher market valuationtbé fair value
model thanthe cost model. Similar findings are also reported lylller et al. (2015)
Even though the positivefair valuedreturn association is well established,
most of these studies are carried out UK and European contexts. The Australian
setting is different from any other setting because revaluations of properties were
allowed long before the adoption of IFRS, indicating thameasurement errorsare
less likely due to thelong managerial experience with property valuationgdence,
following the previous findings, Ibegin with the prediction that the positive market
valuation of fair value adjustments holds for the real estate market in Australia.
3 8- The fair value adjustments to the investment pr@perpesitively associated with

stock returns.

3.3.3 Contracting theory and impact of covenant violation camremarket pricing

The contracting theory framework predicts a associationbetween the existence of
debt covenants and the use of accounting discretion. The underlying premise of this
prediction is that violation of covenants is costly to the shareholde(Beneish &
Press, 1993, 1995)The violation of covenants gives rise to substantial direct and
indirect costs like higher interest ratesstricter covenants, or new covenants and
reduced access to cred{Beneish & Press, 1993; HassabElnaby, 2006; Nini et al.,
2012) Following technical default, lenders use their control rights in ways that
increase theplausibility of loan repayment but impose costen shareholders, for
example, forcing firms to reduce capital expenditures, net debt issuance or the
number of acquisitons, which can further reduce the equity valugChava & Roberts,
2008; Demiroglu & James, 2010; Denis & Wang, 2014; Dyreng et al., 2020)
Therefore, aswith everycostly activity, managers have incentives to avoid covenant

violations.
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According to the débt covenant hypothesis, managers of firms at high risk of
covenant violation use accounting choices to avoid violatiofWatts & Zimmerman,
1986) Numerous studies provide evidence supporting this hypotheglranz et al.,
2014; Sweeney, 1994)DeFond and Jambalvo (1994) document that managers
adjustabnormal accruals upward tanflate the reported income in the year before the
covenant violation and, to a lesser extent, in the year of the covenant violation. Doing
so could also be in the shareholdegiest interest because studies show that
shareholders are strictly better off when firms successfully avortblations using
discretionary accruals(Dyreng et al., 2020) Riedl (2004) and Beatty and Weber
(2006)show thatthe likelihood of recording goodwll impairment losses idower for
highly gearedfirms due tothe incentivesto avoid costly breactesof debt covenants.
Kallapur and Kwan (2004)documentsignificant differences in the extent of bias or
error in intangible asset valuations of firmsvith differing levels of contracting and
provide evidence consistent with the negative influence of contracting incentives on
the reliability of the asset values.

Evidence in the fair value accounting literature indicates the influence of
closeness to boowing covenant violation on manager$ choice of the fair value
model versusthe cost model (Israeli, 2015) on the direction (i.e., upward versus
downward) and the timing ofthe reporting of change(Brown et al., 1992; Duh et al.,
2009; Whittred & Chan, 192), and on the magnitude of changéallapur & Kwan,
2004) For investment properties, consistent with debtontracting theory, Israel
(2015) and Christensen and Nikolaev (2013Wocument that real estate firms with
higher leverage have a significantly gher probability of adopting thefair value
model. Although the highly leveraged nature athe real estate sectameansconcerrs
about borrowing covenant violatiors are significant, the extant literature has yet to

address how closeness to the borrowing covenant violation or the violation itself
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affects the way investors perceive managerial bias ifair value adjustments
estimation.

Fair value adjustments to investment properties caimpact the accounting
ratios used in borrowing contracts because tfeir direct impact on real estate asset
value and reported earnings. For instance, reportirfgir value adjustments upward
increases the book value of total assets and equity, therelgcikasing the gearing
ratio. An increase in net income improves the interest expense coverage (net income
being the numerator inthe coverage ratio) and indicates a higher margin of safety for
borrowing repayment. Also, becausa property could be used asollateral in support
of borrowing, an increase in propert§s book value affects lende@assessmeniCotter
& Zimmer, 1995) and the loan to value ratio.

Theory suggests information risk impacts the pricing of assetSasley &
Odhara, 2004; Lambert etl., 2007) If managers have incentives to bias and enhance
estimation error, lack of verifiability is likely to affect the reliability and the value
relevance of the accounting numbergHolthausen & Watts, 2001) While Level 3
assets already involve a cw&in degree of measurement uncertaintygloseness to
borrowing covenant violationaddsan additional layer to the information risk. Given
the prior findings that the probability of adoptingthe fair value model is higher for
highly leveraged real estaterfins (Israeli, 2015) | expect that managers would use
the discretion permitted within that choice to adjust reported amoun{€hen et al.,
2020)with an effort to improve borrowing capacity, resulting in higher concerns from
investordperspectivas regarding the faithful representation ofair value adjustments.
Thus, | expect an incremental discount offiair value adjustments for firms at high
risk of violation and for violating firms.

However, several reasons open up theossibility of covenant violation

concerrs having no measurable negative impact on invest@waluation of fair value
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adjustments in this setting. First, lenders have superior monitoring abilities relative
to other investors and may act as a disciplining device against managerial bias and
force the efficient exercise of accounting discretiofAbuGhazaleh et al., 2011;
Beneish & Press, 1993)Specifically, a large proportion of the borrowings in the
Australian real estate sectaarefinanced by commercial banks, insurance companies
or finance companies, which are traditionally viewed as efficient monitors because
of their superior access to inside informatio (Fama, 1985) Banks have scale
economies and comparative cost advantages in informatiagatheiing that allow
them to take up superior debtrelated monitoring (Diamond, 1984, 1991) Second,
above 80 percent of the sample real estate firbtstal borrowings are long term, of
which 30 percent are unsecured®Rajan and Winton (1995)indicate that monitoring
incentives are high for lenders of unsecured and lotgrm loans because of the high
risk of losingthe payoff if they arenot scrutinised properly. Third,the dominance of
incentives could be less intense in the Australian real estate market because of a more
transparent and stronger governance mechanistAGQGTI, 2020). Finally, bias in
reporting fair value adjustments of investment properties can result in more costly
scrutiny by auditors andregulators andenhance the probability of shareholder
litigation. The probability of triggering unexpected costs mightestrain managers
from engaging insuch behaviou. Thus, if investors are convinced that firms at high
risk of violation or firms facing technical default are subject to higher scrutiny on
their financial reporting process, then negative valuation implicatiamay not be
observed.

These differing reasos suggest that the covenant violation concern may either
negatively affect the investovaluation of fair value adjustments or simply have a
small and/or unmeasurable impact. Given themplications of agency theory,the

inconclusive findings of prior stulies andthe absence of anylirect evidence on the
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influence of concerrs aboutborrowing covenant violatiors in the real estate setting,

| state the second hypothesis in null form:

3 s Thecloseness to borrowing coveiatiors does notoderatéhe value relevance of

fair value adjustments.

The flexibility of, risk to and monitoring by lenders may vary depending on
the (i) maturity of, and (ii) security pledged against the borrowings. Tis, the nature
of the contract in place can define the extent dfie managerial incentive to usehe
permitted discretion infair value adjustments.

Unsecured borrowing is sanctioned against the overallitiook of the balance
sheet rather than againgparticular assets, while secured borrowing is secured by a
mortgage or other forms of prior charge over the assets of the firm. Typically,
unsecured borrowing is morecostly due tothe greater risk to lendes in the absence
of collateral. In contrast, secured borrowing offers better terms and costs less.
Unsecured borrowers are subject to higher scrutiny, possibly due to the worry that
the lender may not recover anything in the event of default. However, tetaccess
to unsecured borrowing, the firm has to be of high credit qualit_uk & Zheng,
2021) Sanders (2014¥shows that unsecured borrowers have a small debt ratio, an
enlarged Altman® Z score, consistent positive retained earnings apdofitability,
good turnover ratios and abundant working capital. Thefere, investors may be less
concerned about the managerial bias fair value adjustments estimation if real estate
firms hold high unsecured borrowing. However, firms with higher seced
borrowings are more likely to make an upward revaluation of neaurrent assets to
enhance the value of assets pledged as collaté¢ftter & Zimmer, 1995). Sincethe
real estate firms in this study heavily rely on secured borrowing with investment

properties pledged as collateral, managers may ubeir discretion to make upward
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(downward) fair value adjustments in a period of downward (upward) earnings to
improve (smooth) contracting capacity. Alternatively, enhanced monitoring by the
lenders on the poperty pledged as collateral may limit this possibility.

Further, interestbearing longterm borrowings are riskier, and the interest
rates are higher, while current borrowings are shetérm in nature and allow more
flexibility for the lender. Longterm borrowing generally faces tighter monitoring and
stricter covenants, possibly inducing less concern from investors. However, a higher
penalty on the breach of the existing covenants on contracts can provide managers
with a greater motivation to utilisetheir discretion. The closer the firm is to breaching
the covenant, the highearethe concerrs of investors. However, reliability concers
may be minimal for firms with high current borrowing because, in this setting, the
use of current borrowing is thdeastfrequently used option(only 18 percent of the
total borrowing).

Given the competing arguments in the extant literature about howhe
managers of real estate firms may utilise the discretionary choices around different
borrowing categories, | set the faiwing null hypothesis:

3 s The longer maturity period and secured nature of borrowing contravisdéoatet

the value relevance of fair value adjustments.

3.4 Sample and Research Design

3.4.1 Sample

The sample comprises all real estatems listed in the ASX from 2007 to 2019. The
investment property-related data, details on borrowing and covenants, and part of
the governance dataare handcollected. Because this study focuses dair value
adjustments, | restrict the sample to only theefirms that adoptthe fair value model

for investment property. The following dateare manually collected from the financial
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statements: (i) fair value of investment properties as reported in the statement of
financial position, (ii) fair value adjustmens to investment properties as reported in
the income statement; (iii) information on total borrowings and borrowing types.e.,
secured, unsecured, lonterm and current; (iv) borrowing covenantelated
information; (v) governance variables® such as the number of female board
members, frequency of audit committee meetings, whether at least one audit
committee member is a professional accountant, whether the firm has a risk
committee, what percentage of independent board memiséras real estaé expertise,
and what percentage of audit committee membeihas real estate expertise. Market
and accounting data itemsre obtained from the Eikon database.

Table 32 presents the sample selection procedure. | laagwith an initial list
of 78 firms listed asdReal Estat&in ASX as of Junel6, 2019 (obtained from the
Eikon databasg. | excluded firms that did not report investment property or did not
adopt thefair value model during the sample period. This resu#td in a sample of 54
publicly traded real estate firms with 496 firryear observations. | then excluded 52
observations vith missing data on key variables. This res@t in a sample of 444
firm-year observations for the period 20@2019.

Table 3.2 about here

3.4.2 Firms at high risk of cemant violation and violatinfirmsdsubsamples

Surveys on Australian firm debt contracts suggest that gearing ratio, interest
coverage, total/secured liabilities to tangible asset ratio and current ratio are thest
frequently used borrowing covenants in public contrac{€otter, 1998; Mather, 1999;
Mather & Peirson, 2006) Based on hanetollected data on the borrowing structure

and covenants from the annual reports of the sample real estate firms, | identif

1 Two governance variables, the ratio of total independent directors to total directors and Big 4 information
are obtained from Eikon.
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gearingratio (GEAR) and interest coverage ratioGOVERAGH as the most widely
used covenants. Likewise, | usGeEARand COVERAGEO measure the proximity to
borrowing covenant violation (e.g., Aboody et al., 1999; Israeli, 2015; Kallapur &
Kwan, 2004).

The sampleof real estate firms is divided into three sufamples(e.g., Franz
et al., 2014) (i) firms at high risk of violation (CLOSE) if (a) GEAR exceeds 50
percent or (b) COVERAGEfalls below two times of earnings before interest, taxes,
depreciation, amortisation and fair value adjustments (EBITDAFVA) (i) firms that
have violated borrowing covenants (DEFAULT),*? and (iii) firms that are far from
violation (FAR). GEARis measured as the total borrowings divided by total assets
exclusive of fair value adjustments to the investment properties ateart. | classify
firms with GEAR exceeding 50 percent as close the violation of gearing covenant
(CLOSE_GEAR=]1 | calculate interest coverageQOVERAGE as EBITDAFVA
divided by gross interest expense at the end of peribdf the COVERAGEOof a firm
is less than twotimes EBITDAFVA, | identify th at firm as close to violation of
coveragecovenant and the variableCLOSE_COV=1otherwise Q

Firms in the FAR subsample ae well below the industry covenant thresholds,
and investors are less concernadboutbias in the use of managerial discretion fdair
value adjustments. The CLOSE group comprises firms where managers are likely to
face strong incentives to ustir value adjustments to avoid violation of covenants.
The DEFAULT sub -sample facilitates testing whether and to what extent investors
valuation of fair value adjustments varies while the firm is in technical default. The

FAR sub-sample serves as a control gup for testing the implications of concers

12To find out whether any of the real estate firms violated borrowing covenants during the sample period,
I manually searched each annual report using a series of keywordgdefguld, fiviolationo, fibreaclo,
firenegotiation) likely to identify technicbdefault. | identifed eightfirm-year observations which mention
borrowing covenant violation and renegotiation of contract. | identify thissaoiple asDEFAULTa
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related to proximity to covenant violation. Together, these three stdamples enable
the devising of robust tests of the influence otloseness to violation of borrowing
covenantson investor$valuation of fair value adjustments.

To examine the impact of different borrowing typs | categorise the total
borrowing based on security, i.e., secured SECURED and unsecured
(UNSECURED), and maturity, i.e., longterm (LONG) and current CURRENT), and
divide each by tle total assets exclusive dair value adjustments to the investment
properties att. Since the sample real estate firms predominantly use secured
borrowing (71 percent) and longerm borrowing (82 percent), the analyses
concentrate on these two types. Tfacilitate the tests, | then use dummy variables for
each borrowing type.HIGH _SECUREDIs an indicator variable that equals 1 if a
firm-years SECUREDIs above its sample median, otherwise BIGH_ LONGis an
indicator variable that equals 1 if a firryear® LONG is above its sample median,
otherwise 0. To disentangle the effect of secureborrowing from long-term
borrowing, | further break the sample down into long-term secured
(LONG_SECURED and longterm unsecured LONG_UNSECURELD borrowings,
and create dummy variables HIGH_LONG_SEC (equals 1 if a firmyear®s
LONG_SECUREDs above its sample median) andIGH_LONG_UNSEC(equals 1

if a firm-year LONG_UNSECUREDSs above its sample median).

3.4.3Modelspecifications

Following prior studies (Aboody et al., 1999; Barth & Clinch, 1998; Easton et al.,
1993; Israeli, 2015)1 capture the value relevance dhir value adjustments using the
following stock return model:

YOYY¥) T + T 0©® | o) O T Owd+ | w00 0+T 0Y6+] "YOOO
+1 00 YR 00 O0KI "00 Y6 U % @ QMQUOROQR® O i (3.1)
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RETURN is the stock market return ofyrm i at yeart, measured fromthree
months after yearend for yeart-1 to three months after yearend for yeart. NI is
earnings beforefair value adjustments in periodt, w 0 ® the annual change in
earnings beforefair value adjustments in periodt, and FVA is fair value adjustments
recognised in earnings, all deated by the beginning market value of equitfBarth &
Clinch, 1998; Nelson, 1996) The variable of interest forOg isT . A statistically
significant positive value for the coefficient would suggest that investors place
valuation weights onfair value adjustments to investment properties

| control for several variables that prior research has documented are
associated with stock returnVOLAT is the volatility of returns, calculated as the
standard deviation of monthly returns in period-1;, MTB is the ratio between the
beginning market value of equity and the book value of equitBIZE is the natural
log of the beginning market value of equityt OSSis a dummy variable coded 1 if
firm reported negative net income for fiscal year, and O otherwise. In addition, |
control for the property price movements and macroeconomic trend®.g.,Chen &
Tang, 2017) by including INDEX. INDEX representsthe annual percentage of
property return during the fiscal year based on all assets determinedby the
Property Council/IPD Australian property index obtained from MSCI& index
database.GVSCOREis the factor score based on eight governance characteristics
namely: board independencgINDDIR ); independent board members with real estate
expertise(REXP_INDDIR), audit committee real estate expertiggREXP_AUD), and
audit committee accounting expertise (ACEXP); frequency of annual audit
committee meetings (ACTIVITY); gender diversity (GENDER); risk committee
(RISK); and Big 4 audit firm (BIG4). More details on GVSCOREare provided in

section 3.5.2.
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To test whether investors differentially price Level fair value adjustments of
firms at high risk of violating borrowing covenants and firms that violated covenants
relative to firms that are far from violation 'Og), | use the following regression
model:

YOYYY] +f 0® ) Of Owo+l 600 MY T 600 3O 'Y
OO+ 600D w T 600 WD w "Owoé+] 0006 YO T 00006 YO Y
Owo+T w0 0 0+T 0 "Yo6+T "YOOKT 00 "Y¥% "O0004€F "™Ow"Yé 01 'YO

+ O QMUY QARFD O | (3.2)

The primary variables of interest for'Og are the interaction terms,
CLOSE_GEARFVA, CLOSE_COVFVA, and DEFAULT FVA. Negative
coefficient estimatsont ,T and{ would suggest that investodpricing of Level
3 fair value adjustmentsis lower among firmsat high risk of violating borrowing
covenants and firms that violated covenants, relative to the firms that are far from
violation, and vice vera. Finally, | include the interaction terms
HIGH_SECUREDxFVAand HIGH_LONGxFVA in model (3.2) to test whether long
maturity and security against borrowings condition investodgpricing of fair value
adjustments 'Og). To disentangle the effect of maturity and security, | then divide
the longterm borrowings by secured and unsecured type and add the interaction
terms HIGH_LONG_SECxFVAand HIGH_LONG_UNSECxFVAin model (3.2). |

make no directional predictions.
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3.5 Empirical Results

3.5.1 Descriptive statistics

Table 33 provides descriptive statistics for the variablEsn the regression analysis.
Panel A reports that the mean and median values &ETURN (mean= 0.09 and
median=0.11) show that on averagefirms experience positive busand-hold returns
during the sample period. While the mean value of p#air value adjusted earnings
(NI) is positive (mean=0.03), the change in p#air value adjusted earningsNI) on
average is negative (mean.03). | also observe that the meaRVA is -0.30 percent
of the market value of equity. Panel B reports that, in 12 percent of the fiyears,
the gearing is above 50 percenELOSE_GEAR and in 27 percent of the firryears,
the interest coverage igess than2 times EBITDAFVA (CLOSE_COY. Panel C
presents Pearson correlation coefficients for the test variables. As expeckdA is
positively correlated with RETURN, providing an initial indication of the
informativeness offair value adjustments('Og . Overall, | find that the correlations
among the remaining variables are moderate to lowFurthermore, the variance
inflation factor (VIF) for each explanatory variable is less than 1@vhich indicates
that multicollinearity does not pose a problenfor the analysis(Hair et al., 1995)

Table 3.3 about here

3.5.2 Governanocariables

The governance measures used in this study focus primarily dhe board
characteristics. This choice is justifiable because the literature recognises the board as
the primary governance agentwith monitoring roles over the entitys financial
reporting process(Cadbury, 1992; DeZoort & Salterio, 2001; Francis et al., 1999

Kabir & Rahman, 2016) and influence on the decision usefulness ofair value

13 All continuous variables are winsorisatithe 1 percent and the 99 percent levels.
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information (Huang et al., 2016; Siekkinen, 2017; Song et al., 201Becausethe
industry expertise of independent directors contributes to board monitoring
effectiveness due to a better understanding of the fi@noperations, financial
conditions, and unique characteristic§Wang et al., 2015) | focus on board
characteristics, including expertisé in the property industry.

| develop a governance score based the principal component factor analysis
of eight major board variablesnamely: (i) Board independencelN\DDIR ), measured
by the percentage of independent board members on the board; (ii) Board real estate
expertise REXP_INDDIR), measured by the percgage of the members on the board
that are independent and hold experience in real estate sector; (iii) audit committee
real estate expertise REXP_AUD), measured by the percentage of the audit
committee members that hold experience in real estate sector; (iv) audit committee
accounting expertise ACEXP), an indicator variable that take a value of 1 if at least
one audit committee member is a professionaccountant;(v) ACTIVITY, measurel
as the number of audit committee meetings taking place during the fiscal year; (vi)
gender diversity GENDER), measured by the percentage of female board members
on the board; (vii) RISK, a dummy variable that equals 1 ithe firm has a risk
committee; and (viii) BIG4, a dummy variable that takes a value of 1 if the auditor is
a Big4 firm.

Descriptive statistics about the board variables are presented in Panel A of
Table 34. The average board independence is 0.56, suggesting that 56 percent of the
board members in the sample are independent members. On average, 21 percent of
the independent board members and 32 perceot the audit committee members

have expertise in the property sector, respectively. For 91 percent of the fiyears,

141 read the directofsprofiles section in the annual repart identify directors as real estate experts if they
(i) have substantial governance experiencehimproperty sectorpr (i) have been aellow o the
Australian Property Institute (FAPIy (iii) are a registered valuer or real estate agent.
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the audit committee includes at least one professional accountant member. Roughly
14 percent of the board members are female, and 86 marcare male. A total of 18
firms (33 percent) in the sample do not appoint at least one female board member
during the sample period(not tabulated). The firm$ audit committee meets on
averagefour times per year,with the range beingfrom 0 to 17 times. 61 percent of
the firms have a risk committee. Finally, around 76 percent of the real estate firms
are audited by Big 4 auditors.

The correlation matrix presented in Panel B of Table 3.4 shows that firms with
more independent boards ted to have higher board diversity, have a more active
audit committee, have property experts and accounting experts, form a risk
committee and appoint Big 4 auditors. The audit committe®e seal estate expertise is
positively related toit being a more actve committee andthe appointment of arisk
committee. The gender variable is positively correlated with a highly active audit
committee, the appointment ofa risk committee and engaging Bigd auditors.
Furthermore, firms with more frequent audit committeaneetings are more likely to
have a risk committee, an accounting expert within the audit committee and engage
Big 4 auditors. Overall, the board variables in this study are highly correlated.

| develop a governance scorg5VSCORE based on the principal conponent
factor analysis of the eight board variables to mitigate the measurement error of
individual variables and to avoid potential multicollinearity problems(e.g., Huang
et al., 2016; Siekkinen, 2017; Song et al., 201®anel Cdocumentsthe factor bading
coefficients of the eighgovernancevariables based on varimax orthogonal rotation.
| find an eigenvalueof 2.08. The reported governance factor score explaiB4 percent
of variations in the eight variables. The Kais@MeyerdOlkin value is about 0.68,
suggestinghat the governance scorstatistically capturesthe common characteristics

of the eight governance variableStewart, 1981) Panel D shows the distrintion of
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GVSCORE The median value of GVSCORESs 0.18. | use theGVSCOREas one of
the control variables in this study.

Table 3.4 about here

3.5.3 Regression results: Value relevance of fair value adjustments and influence of
covenant violation concern

The resulsfrom estimatingmodel (3.1) andmodel (3.2) are presentgin Table 35%.
The result for the entire sample of real estate firms in column (1) illustrates a positive
association betweerrVA and RETURN (coefficient=0.168, tstat=3.274), indicating
that fair value adjustments to investment properties are value relevant. This is in line
with the findings of Israeli (2015)and Bandyopadhyay et al. (2017)The coefficient
for FVA of 0.17 is higher than the coefficients fdll, meaning that stock returs are
more extensively driven byfair value adjustments than by earnings.

Columns (2) to (4) present the regression results fonodel (3.2). The
coefficients of FVA remain significantly positiveat p<0.01 across all the regression
specifications, suggesting iofmativeness of the fair value adjustments The
coefficients for CLOSE_GEARXFVA (coefficient=-0.233, t-stat=-2.165 and
CLOSE_COVxFVAcoefficient=-0.225 t-stat=-1.835) in column (2) are negative and
significant. This implies that investors perceivegreater faithful representation
concernsfor firms that are CLOSE to violation of covenants than for firms that are
FAR from violation. Column (3) shows a significant negative associationdiween
DEFAULT firms and RETURN (coefficient=-0.266,t-stat=-2.489), indicating that the
investorgvaluation of fair value adjustmentss significantly lower for the DEFAULT

subsample than the FAR suksample. The coefficient of DEFAULTXFVA (-0.977)

15 To minimise the impact of outliers, |1 winsorised all the continuous variables at the first and 99th
percentiles. However, the descriptive statistieggesthatthereare stillsome influential outlieswithin
the data. To show that the results are robustruimehe tests using an alternative level of winsorising, i.e.,
at the second and 98th percentiles. | continue to find similar results.
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being higher than the coefficient of CLOSE_GEARXFVA (-0.223) and
CLOSE_COVxFVA-0.285) in column (4) indicates that firms in technical default are
the biggest concern for investors.
Table 3.5 about here

Table 36 presents the influence of security and maturity of borrowing
contracts on the market valuation ofair value adjustments. | find that the coefficierd
of HIGH_SECUREDxFVA (coefficient=-.348, t-stat=-2.987) in column (1) and
HIGH_LONGXxFVA (coefficient=-0.243, t-stat=-2.565) in column (2) are significant
and negative. This suggests that investors prifzar value adjustmentslower for firms
with higher secured borrowing and higher longerm borrowing. Dividing the long-
term borrowing into long-term secured and longerm unsecured borrowing, | find
that while investors discountfair value adjustmentsfor firms with a higher level of
long-term secured borrowing (HIGH_LONG_SECUREBFVA=-0.231, t-stat=-
2.237) they put a positive valuation weight on the sulsample of higher longterm-
unsecured borrowing(HIGH_LONG_UNSECUREDxFVA0.523 t-stat=3.191).

Table 3.6 about here

Thus, | provide evidence that, in contrast to FAR firms, investofoncerrs
about the opportunistic use of managerial discretion is higher for CLOSE and
DEFAULT firms. The results also indicate thatbasedon the nature of borrowing
and its level, investors may perceive differential informativenesa fair value

adjustments.

3.5.4 Robustneghecks

Price model

To ensure the robustness of the results, | use the modifi@tison (1995)model and
examine the value relevance dair value adjustments(Aboody et al., 1999; Barth et

al., 1996; Song et al., 2010Jn model (3.3), 0 Y '08i&the closing share price on the
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announcement date of firng annual report. | decompose the earnings into current
period fair value adjustments FVA_P) and earnings befordair value adjustments
(NI_P), and the yearend total assets intdair value of investment propertiesgVIP_P)
and total assets excluding investment property valueeA_P) (e.g., Bandyopadhyay

et al.,, 2017; Israeli, 2015) TL_P is the yearend total liabilities. The dependent
variables are deflated by the number of shares outstanding. Thus, | estimate the
following model:

0 'YO8( +f 0@ ++1 'O0® +f "YOO +1 "Ow'@ +f "Y)0 +1 "O0 OO

+ "Ow"Y6 0 ¥Yar fixed effects (3.3)

To test whether investors differentially price Level &ir value adjustments
among firms at high risk of violation or that have violated borrowing covenants
relative to firms far away from violation,| use the following regression model:
0YO6(¢ +1 6@ + Owd +f 600 Xd'YT 6006 MO 'Y Owd
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fixed effects- (3.4)

Table 37 reports the regression results. Results show th&VA P is
significantly positively associated witlPRICE, confirming the value relevance ofair
value adjustments (Column 1). | document that investodspricing of fair value
adjustments is significantly lower for CLOSE firms and DEFAULT firms relative to
FAR firms, confirming the previous results (Column 2) Although | do not find a
significant negative influence of higher secured borrowing (Column 3), | observe a
valuation discount for firms with higher longterm borrowing (Column 4).
Furthermore, column (5) shows that while higher level of longerm secured

borrowing negatively moderates the FVA_PAPRICE association, the firms with
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higher longterm unsecured borrowingshow a positive influence on the market
valuation of FVA_P. Thus, the findings are consistenacrossthe price model and
return model.

Table 3.7 about here

An alternative measure of the CLOSE firms
To test the robustness othe results for CLOSE firms, following previous studies
(Aboody et al., 1999; Christensen & Nikolaev, 2013Kallapur & Kwan, 2004), |
divide the firms based orthe sampléd median GEARand medianCOVERAGFEratios.
HIGH_GEAR s an indicator variable equal to 1 if theGEAR is abovethe sample
median, otherwise Q and LOW_COV s an indicator variable equal to 1 if the
COVERAGEis below sample median, otherwise Ol'able 38 reports the regression
results. | find that investosdpricing of fair value adjustments is significantly lower
among real estate firms with aboweedian gearing ratio HIGH_GEARXFVA=
-0.421, t-stat=-3.993 and firms with below-median coverage for interest expenses
(LOW_COVxFVA=0.410;t-stat=-2.068). This is consistent with the previous results
and provides further support for the discount offiair value adjustments of CLOSE
firms.
Table 3.8 about here

| also rerun the value relevance tests using continuo@&EARvariables.Table
3.9 presents the regression results. To correct for the correlated residuals, standard
errors are clustered by firmd.report similar findings.

Table 3.9 about here

85



3.5.5 Additionalanalysis

Fair valueadjustments around the violation year

To find if any of the real estate firms violated borrowing covenants during the sample
period, | searchedeach annual reportoy manually using a series of keywords, e.g.,
odefaultd, oviolation6, oObreachd, orenegotiationd. | identify eight firm-year
observations vhich mention borrowing covenant violation and renegotiation of the
contract. Next, | try to observe if there is any patterm the reporting of fair value
adjustments for DEFAULT firms before the year of violation and in the year
immediately following violation. | find that, out of the eightfirms, in the year before
the violation, six firms (75 percent) and after violation, four firms (50 pecent),
reported fair value adjustments upward. Interestingly, 75 percent of the violation
firms either made no adjstments (4 out of 8) or made downward adjustments (2 out
of 8) in the year of violation. Although this indicates managerare prone to avoidng
covenant violation in the previolation year and takng a big bathin the violation
year,’® due to very small number of observations, it is difficult to any draw
conclusion.

Table 3.10 about here

Influence ofjovernancenechanism

The role of corporate governance is critical because it monitors the exercise of
accounting discretion (Bowen et al.,, 2008; Kabir & Rahman, 2016) limits
opportunistic behaviour by managerdNazir & Afza, 2018), and increases the
reliability of fair value estimates(Habib & Azim, 2008; Siekkinen, 2017; Song et al.,
2010) The measurement uncertainty (i.e., intrinsic estimation error and

managementinduced error) involved in Level 3fair value estimates oftenleads to

16 Five out of eightfirms repored anet loss in the year of violation.
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investors raisng questions about its fahful representation. The monitoring by the
board of directors and audit committee is expected testrain managers from making
biased decisions in difficult situations and reduce measurement uncertainty, initiating
increased trust in Level 3fair value estimates and higher value relevance. For
example, Song et al. (2010)find that as the strength of governance increases,
investorgvaluations of Level 3fair value assets go upSiekkinen (2017Yyeports board
characteristics such as board independence awg@nder diversity are positively
associated with the information quality of Level 3 estimates. In a similar veikluang
et al. (2016)show that stronger corporate governance (i.e., board independence,
specialistauditors, audit committee financial experts,and strong internal control)
mitigates the positive relationship between Level fair value assets and the cost of
equity capital. As perKanagaretnam et al. (2009and Lee and Park (2013) the
discretionary items of Big 4 clients haveore information content in explaining stock
returns relative to nonBig 4 clients.For Chinese companiesiHsu and Wu (2019)find
that firms that recognse investment property afair value experience an increase in
crash risk, but this association is weaker if firms have strong corporate governance.
| extend the finding of a positive association between corporate governance
andthe informativeness of Level Jair value into the area of debtontracting reasons
and examine whether the discount on Level &ir value adjustments among firms
closer to violating borrowing covenants is contingent upon thgovernancestrength
of the real estate firm. Following prior studies, | focus on board charegistics (e.g.,
independence, real estate expertise, gender diversity, risk committee), audit
committee characteristics (e.g., real estate expertise, accounting expertise, number of
meetings) and auditor independence (Big 4) to construct the governancaex (CGI).
| take the governance scoréVSCORE developed based on the principal component
factor analysis of eight major board variables in sectidh5.2 and divide the entire
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sample based on the media@VSCORE Thus, CGlis a dummy variable that equals

1 if the GVSCOREis above the median score of 0.18 (stronger governance -sub
sample) and 0 otherwise (weaker governance ssdmple). | then separately test
model (3.2) for each subsample.

Table 311 Panel A shows the results of univariate analysis. | find that firms
with stronger governance have a less volatile stock retuand larger market to book
ratio and market value of equity. The weaker governance firms, on average, are more
levered and havdess coverage for interest expenses. Panel B presents the results of
the regression. Model (1) shows thdair value adjustmentsare positively associated
with the stock return, regardless of the strength of the governance, although the
coefficient ofthe fair value adjustments from the stronger governance sislample is
higher than the weaker governance stgample. Model (2) indicates that the
implications of a decremental valuation due to high geaare significant only in the
weaker governance subample hut not in the stronger governance subample.
However, neither of the subsamples shows a significant influence of lower coverage.
In model (3ymodel (5), | observe that the investo@sdiscount on fair value
adjustments for firms with higher secured borroimg and higher longterm
borrowing, and incremental valuation for firms with higher longterm-unsecured
borrowing, hold in the weaker governance subample, but not in the stronger
governance suisample.

Table 3.11 about here

Overall, the results suggest that faithful representation concemisout Level

3 fair value adjustments due tacloseness to borrowing covenantiolation are more

prominent in weakermonitoring environments.
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3.6 Conclusion
This study examines the influence of concerns relating to borrowing covenant
violationson the informativeness of Level 3air value adjustments using a sample of
the Australian real estatdirms from 2007 to 2019. | argue that investotgoncerrs
about managerial bias in Level JFair value estimation is greater for firms that are
closer to violating or hare violated borrowing covenants than firms that are far from
violation. Consistent with this, | find that although the fair value adjustments are
priced positivelyoverall, investors incrementally apply a valuation discount for firms
closer to a violation or in technical default of their borrowing covenants. | also find
that the discount effect canges across different borrowing categories, perhaps due to
varying degres of scrutiny by lending authorities. Investors appear to be more
concerned about managerial bias in measuring Levefdr value estimates for higher
secured borrowing and longerm borrowing subsamples, while for firms with higher
long-term unsecured borrowing, they perceive substantially lower information risk.

| also consider whether the discount ofair value adjustments due taloseness
to a borrowing covenant violation is cortingent upon the strength of corporate
governance. Results evidence that the decremental valuation due to high gesar
significant only in the weaker governance subample. Furthermore, the investo®
discount on fair value adjustments for firms with highe secured borrowing and
higher longterm borrowing, andincreasedvaluation for firms with higher long-term
unsecured borrowing hold in the weaker governance sglample, but not in the
stronger governance subample. Consistent with prior studiegHuang etal., 2016;
Siekkinen, 2017; Song et al., 2010}his suggests that governance strength can
mitigate concerns aroundfair value adjustments arising due tothe closeness to

borrowing covenant violationsin a real estate setting.
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For investment properties, the issue of relevance and faithful representation
of fair value is an ongoing debate. While the IASB mandates disclosure of tifer
value of investment properties, US GAAP recommends the use of the cost model and
restrict any ypward adjustments fearing that mandatindair value would make
financial statements subject ta high degree ofmanagerial discretion and limittheir
relevance for decisiormaking. In this study, | provide evidence not onlythat changes
in fair value of investment properties are value relevant, but aldoat the market can
see through the differences in reliability and are not misled by the bias in managerial
discretion. Findings in this study support the move toward thiir value reporting of
the non-current assetlass, which isas y& an open question for the FASB.

The results of this study are subject to the following limitations, indicating a
need for future research. First, | concentrate on only two of the many possible
borrowing covenants i.e., geaing ratio and coverage ratio, to identify the firms at
high risk of violation. | do not consider the loan to value ratio, use of which is almost
as common as gearing. However, considering the extensive use of gearing and
coverage ratio by prior research itestingthe debt covenant hypothesigDeFond &
Jiambalvo, 1994; Duh et al., 2009; Shivakumar, 2012)nd the non-availability of a
clear definition of loan to value and other ratios, | limit the analysis to gearing and
coverage. Second, to separatait firms that areclose to covenant violation, while |
apply the median of the industry thresholds for gearing ancbverage ratio to the
entire sample, | acknowledge that using actual covenant ratio thresholds ath
proximity to violation of each firm would provide a more accurate division of sub
samples. However, limited disclosure on borrowingovenantrelated information by
the sample real estate firms prevented me from doing that. Future studies may
consider exploring thisin other settings Third, because firms are not required to

report a covenant violation if it has beecureddby the filing date whereby thelender
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has agreed to waive the violation or the lender and firm have renegotiated the
agreement(Dyreng et al., 2020) the close to covenant violation and far from
covenant violation subsamples may include some violation observatiorfer firms
that did not report violation in their annual reports. Fourth, this study only addresses
investors as financial statement users. It would be worthwhile for future research to
focus on other stakeholdersuch ascreditors or financial analysts. Finally, the results
are based on an Australian real estate sample and might only be valid for this single

industry and its regulatory environment.
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Chapter 3 Tables

Table 3.1: Nature of borrowing arrangements in Australiarreal estate sector

Panel A: Borrowing types

SecuredBorrowing (%) UnsecuredBorrowing (%)  Total (%)

Long-term Borrowing (%) 70 30 82
Current Borrowing (%) 69 31 18
Total (%) 71 29 100

Panel B: Descriptive statistics forborrowing types and interest coverage

N Mean SD 25th 50th 75th Max

GEAR 444 0.325 0.165 0.230 0.315 0425 0.989
SECURED 444 0.239 0.203 0.010 0.253 0.391 0.759
UNSECURED 444 0.083 0.125 0.000 0.000 0.193 0.434
LONG 444 0.263 0.152 0.157 0.262 0.358 0.654
CURRENT 444 0.060 0.129 0.000 0.004 0.049 0.687

LONG_SECURED 444 0.187 0.179 0.000 0.159 0.331 0.596
LONG_UNSECURED 444 0.075 0.115 0.000 0.000 0.172 0.404
COVERAGE 444 5782 11.469 1579 3.641 6.423 74.527

Panel C. Summary statistics for two major borrowing covenants disclosed in notdsy year

No. of firms Median no. of Gearing ratio Interest coverage
Year disclosing covenants . .

covenant info disclosed n Median n Median
2007 3 2 2 40% 0 -
2008 11 2 9 42.5% 5 2times
2009 13 2 8 45% 10 1.75 times
2010 19 2 12 45% 16 1.75 times
2011 20 2 11 50% 15 1.75 times
2012 22 2 12 52.50% 18 1.75 times
2013 23 2 11 50% 17 1.85 times
2014 27 2 15 50% 21 2 times
2015 30 2 15 50% 24 2 times
2016 33 2 17 50% 28 2times
2017 33 2 17 50% 25 2 times
2018 34 2 19 50% 28 2 times
2019 32 2 14 52.50% 22 2 times
Total 300 2 162 50% 229 2times

Note: Table 3.1 illustrates the nature dborrowing contracts inthe Australian real estate sector. Panel A reports theercentage
of the different borrowing categories relative to the total borrowing. Panel B provides the descriptive statistics of eactoling
type. Panel C summarises statistics for two major borrowing covenants, i.e., gearing ratio and interest cover@gdisclosed in
the notes tothe financial statement by year. Variables are defined in Appendix A.
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Table 3.2: Sampleselectionprocess

Number of firms Percenageof firms
Less Remaining Less Remaining
(%) (%)
ASX-listed real estate firms in Thomson Reuters 78 100%
Eikon as of 16 June 2019
Excluding the firms:
That did not adopt the recognition regime during 4 74 5% 95%
the sample period
With no investment property assetfom 2007 to 20 54 26% 69%
2019
Final sample
Firms 54 69%
Firm-years (for 2007 to 2019) 444
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Table 3.3: Descriptive statistics Return model

Panel A: Continuous variables

Variables N Mean SD Min 25th 50th 75th Max
RETURN 444 0.091 0.299 -0.725 -0.034 0.111 0.246 1.107
NI 444 0.033 0.274 -1.327 0.010 0.058 0.083 1.614
QNI 444 -0.032 0.527 -3.807 -0.026 0.001 0.035 1.831
FVA 444 -0.003 0.279 -1.761 -0.001 0.028 0.070 0.664
VOLAT 444 0.073 0.076 0.000 0.034 0.049 0.073 0.445
MTB 444 1.344 1691 -0.142 0.810 1.030 1.276 12.558
SIZE 444 19.904 2178 11.149 18.875 20.084 21.281 25.235
INDEX 444 0.095 0.043 -0.023 0.092 0.103 0.118 0.166
Panel B: Dichotomous variables

Variables Yes=1 No=0

N n % n
CLOSE_GEAR 444 54 12% 390
CLOSE _Cov 444 118 27% 326
HIGH_SECURED 444 223 50% 221
HIGH_UNSEC 444 222 50% 222
HIGH_LONG 444 224 50% 220
HIGH_CURRENT 444 225 51% 219
HIGH_LONG_SEC 444 223 50% 221
HIGH_LONG_UNSEC 444 207 47% 237
DEFAULT 444 8 2% 436
LOSS 444 77 17% 367
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Panel C: Pearsoncorrelation

Variables D @ ©® @& 6 ©6 O 6 © @ @ @ @) a @)
(1) RETURN 1

@) NI 0.184* 1

(3)NI 0.086 0.292* 1

(4) FVA 0.236* -0.035 0.080 1

(5) VOLAT 0.121* -0.213¢  0.040 -0.174* 1

(6) MTB 0.009 -0.043 0.013 0.149* -0.071 1

(7) SIZE 0.040 0.033 0.180* 0.264* -0.381* 0.145* 1

(8) LOSS 10.292* -0.356* -0.210* -0.402* 0.174* -0.052 -0.299* 1

(9) INDEX 0.351* 0.109* 0.078 0.238* -0.198* 0.089 0.035 -0.310* 1

(10) CLOSE_GEAR -0-139* -0.116* -0.078 -0.151* 0.216* 0.043 -0.339* 0.175* -0.097* 1

(11) CLOSE_COv  -0.164* -0.271* -0.215* -0.163* 0.181* -0.135* -0.415* 0.465* -0.203* 0.291* 1

(12) HIGH_SECUREL -0-089 -0.143* -0.085 -0.028 0.176* 0.097* -0.478* 0.123* -0.065 0.329* 0.222* 1

(13)HIGH LONG 0025 0.022 -0.008 0.122* -0.032 0.156* 0.124* 0002 0038 0.162* 0.117* 0.527" 1

(14) DEFAULT 0.139* -0.054 -0.064 -0.067 0.132* -0.015 -0.133* 0.162* -0.136* -0.050 -0.081 0.033 -0.103* 1

(15) GVSCORE 0.042 0.083 0.050 0.024 -0.274* 0.124* 0.600* -0.108* 0.039 -0.162* -0.195* -0.373* -0.009 -0.170* 1
VIF 154 125 146 196 117 3.10 1.90 822 130 174 235 177 116 187

Note: * represents significance level at <0.0¥ariables are defined in Appendix A.
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Table 3.4: Descriptive statistics of corporate governance variables

Panel A: Descriptive statistics

Variable N Mean SD
INDDIR 444 0.56 0.24
REXP_INDDIR 444 0.21 0.18
REXP_AUD 444 0.32 0.26
ACEXP 444 0.71 0.46
ACTIVITY 444 3.99 2.45
GENDER 444 0.14 0.14
RISK 444 0.61 0.49
BIG4 444 0.76 0.43

Panel B: Correlations

Variables 1) ) ©) @) (5) (6) @) ©)
(1) INDDIR 1

(2)REXP_INDDIR  0.307* 1

(3)REXP_AUD 0.101* 0.563* 1

(4) ACEXP 0.132* 0.062 0.089 1

(5) ACTIVITY 0.322* 0.282* 0.384* 0.243* 1

(6)GENDER 0.253* 0.046 0.012 0.087 0.321* 1

(7) RISK 0.322* 0.139* 0.147* 0.311* 0.474* 0.559* 1
(8)BIG4 0.359* 0.125* 0.076 0.193* 0.236* 0.154* 0.341* 1

Panel C: Governance factor sore analysis and sample adequacy

. Factor Loading Kaiser-Meyer-Olkin Measure of

Variables - .
Coefficients Sampling Adequacy

INDDIR 0.17 0.71
REXP_INDDIR 0.17 0.59
REXP_AUD 0.16 0.56
ACEXP 0.08 0.73
ACTIVITY 0.23 0.79
GENDER 0.14 0.64
RISK 0.34 0.69
BIG4 0.12 0.76
Variation Explained 81% Mean KMO= 0.68
Eigenvalue 2.08

Panel D: Descriptive statistics of governance factor score

GVSCORE
N 444
Median 0.18
SD 0.88
Min -2.07
750 0.66
Max 2.51

Note: Table 3.4 reports the descriptive statistics for the governance variables and governance factor score. Panel A reports the
descriptive statistics for eight board variables. Panel B reports the correlation mattixepresents significance level at <0.05.
Panel C reports the factor loading coefficients of the governance variables based on varimax orthogonal rotation. Panebl@sh

the distribution of GVSCORE Variables are defined in Appendix A
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Table 3.5: Influence of investor&concerrs aboutborrowing covenant violations on

the market valuation offair value adjustments

(1) 2 (3) 4)
DEP=RETURN Pred. Full Sample CLOSE DEFAULT Extended
(t-stat) (t-stat) (t-stat) (t-stat)
Intercept 0.364* 0.473** 0.365* 0.502**
(1.948) (2.392) (1.963) (2.554)
NI 0.098* 0.172%** 0.101* 0.178***
(1.838) (2.941) (1.913) (3.066)
NI 0.006 0.006 0.005 0.005
(0.236) (0.239) (0.204) (0.211)
FVA + 0.168*** 0.461*** 0.174%** 0.515%**
(3.274) (4.245) (3.412) (4.575)
CLOSE_GEAR -0.058 -0.061
(-1.407) (-1.503)
CLOSE _GEARx FVA + - -0.233** -0.223**
(-2.165) (-2.086)
CLOSE _CoVv -0.008 -0.015
(-0.222) (-0.420)
CLOSE _COVx FVA + - -0.225* -0.285**
(-1.835) (-2.244)
DEFAULT -0.266** -0.275**
(-2.489) (-2.556)
DEFAULTx FVA + - -0.703* -0.977***
(-1.963) (-2.664)
VOLAT -0.261 -0.301 -0.230 -0.273
(-1.200) (-1.392) (-1.062) (-1.271)
MTB -0.001 -0.000 -0.001 0.000
(-0.182) (-0.044) (-0.101) (0.019)
SIZE -0.015* -0.020** -0.014* -0.020**
(-1.808) (-2.287) (-1.696) (-2.337)
LOSS -0.147%*= -0.132%** -0.139*** -0.122%**
(-3.543) (-3.088) (-3.353) (-2.844)
INDEX 1.298 1.232 1.137 1.051
(1.625) (1.548) (1.428) (1.328)
GVSCORE 0.018 0.023 0.010 0.016
(1.001) (1.272) (0.566) (0.874)
Year fixed effects Yes Yes Yes Yes
N 444 444 444 444
Adjusted’Y 0.277 0.294 0.286 0.306
F-stat 9.493 8.675 9.051 8.521

Note: Column (1) reflectsmodel (3.1). Column (2) includes an indicator variable representing firms at high risk of violating
borrowing covenants and Column (3) includesanindicator variable representing firms that violated covenantelative to firms
that are far from violation. Column (4) reflectsmodel (3.2). *, ** and *** represent significance levels of 0.10, 0.05 and 0.01,
respectively. Variables are defed in Appendix A.
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Table 3.6: Influence of securechature and maturityterm of borrowing contracts on

the market valuation offair value adjustments

_ (1) (2) 3)
DEP=RETURN Pred. (t-stat) (t-stat) (t-stat)
Intercept 0.668*** 0.575*** 0.431*

(3.215) (2.888) (2.066)
NI 0.176%** 0.123* 0.098*
(3.087) (2.188) (1.680)
NI 0.010 -0.001 -0.005
(0.410) (-0.049) (-0.198)
FVA 0.616*** 0.536*** 0.385***
(5.269) (4.737) (3.278)
HIGH_SECURED -0.049*
(-1.721)
HIGH_SECUREDx FVA + - -0.348%**
(-2.987)
HIGH_LONG -0.027
(-1.050)
HIGH_LONGxFVA +/ - -0.243**
(-2.565)
HIGH_LONG_SECURED -0.015
(-0.550)
HIGH_LONG_SECUREDxFVA + - -0.231**
(-2.237)
HIGH_LONG_UNSEC -0.027
(-0.882)
HIGH_LONG_UNSECxFVA +/ - 0.523***
(3.191)
CLOSE _Cov -0.015 -0.020 -0.027
(-0.442) (-0.578) (-0.795)
CLOSE _COVxFVA -0.221* -0.295** -0.163
(-1.674) (-2.362) (-1.225)
DEFAULT -0.279*** -0.290%** -0.282***
(-2.616) (-2.704) (-2.649)
DEFAULTxFVA -0.839** -1.056*** -0.867**
(-2.247) (-2.878) (-2.370)
VOLAT -0.295 -0.248 -0.273
(-1.390) (-1.159) (-1.282)
MTB 0.003 -0.000 -0.000
(0.388) (-0.061) (-0.045)
SIZE -0.027*** -0.024*** -0.013
(-2.944) (-2.691) (-1.401)
LOSS -0.132%** -0.137%** -0.126***
(-3.116) (-3.194) (-2.952)
INDEX 0.823 1.164 0.457
(1.051) (1.474) (0.574)
GVSCORE 0.015 0.022 0.015
(0.847) (1.195) (0.824)
Year fixe@ffects Yes Yes Yes
N 444 444 444
Adjusted’Y 0.317 0.309 0.325
F-stat 8.899 8.611 8.606

Note: Table 3.6 presents theegression results for the influence of higlevel secured andigh-level long-term borrowings on
the market valuation offair value adjustments.Columns (1)-(3) include dummy variables for firms with above-median secured
borrowings, abovemedian longterm borrowings and abovemedian longterm securedand unsecured borrowingsrespectively.
*, ** and *** represent significance levels of 0.10, 0.05 and 0.01, respectively. Variables are defined in Appendix A
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Table 3.7: Price model: Influence of investor§concerrs aboutborrowing covenant

violations on the market valuation offair value adjustments

_ 1) (2) (3) (4) (5)
DEP= PRICE (t-stat) (t-stat) (t-stat) (t-stat) (t-stat)
Intercept -0.228 0.674 0.610 0.291 0.389

(-0.256) (0.887) (0.776) (0.373) (0.489)
NI_P 0.250 -0.114 -0.082 -0.215 -0.261
(1.005) (-0.527) (-0.374) (-0.935) (-1.145)
FVA P 0.281*** 2.899%** 1.794*** 1.058*** 1.018***
(3.443) (6.378) (3.089) (10.816) (10.512)
CLOSE GEAR -0.831**
(-2.266)
CLOSE_GEAR¥VA P -1.901***
(-4.172)
CLOSE _Cov -1.037%*  -1.237%*  -1.333**  -1.225%**
(-3.784) (-4.465) (-4.829) (-4.478)
CLOSE _COVEkVA P -0.986***  -1.016***  -0.632***  -0.662***
(-10.558)  (-10.641) (-2.895) (-3.073)
DEFAULT -1.167 -1.090 -1.112 -1.059
(-1.325) (-1.209) (-1.232) (-1.192)
DEFAULTxFVA P -2.869***  -1.016***  -1.025%** -0.666***
(-6.153) (-8.817) (-8.912) (-3.014)
HIGH_SECURED -0.157
(-0.642)
HIGH_SECURED»X*VA P -0.740
(-1.275)
HIGH_LONG 0.061
(0.265)
HIGH_LONGxFVA P -0.386**
(-1.993)
HIGH_LONG_SEC 0.251
(1.041)
HIGH_LONG_SEC¥VA P -0.329*
(-1.724)
HIGH_LONG_UNSEC 0.657**
(2.562)
HIGH_LONG_UNSEC¥VA P 1.305**
(2.450)
TA_P 0.444*** 0.514*** 0.513*** 0.510*** 0.512***
(14.093) (18.553) (18.022) (17.433) (18.069)
FVIP_P 0.045%** 0.029%** 0.030*** 0.031*** 0.030***
(4.408) (3.246) (3.247) (3.331) (3.313)
TL_P 0.026*** 0.009 0.008 0.011 0.010
(2.717) (1.018) (0.874) (1.243) (1.158)
INDEX 33.149***  24.320%**  26.975**  30.665***  24.241***
(3.985) (3.385) (3.669) (4.232) (3.300)
GVSCORE 0.743%** 0.608*** 0.598*** 0.652%** 0.526***
(5.098) (4.760) (4.323) (5.023) (3.845)
Year fixed effects Yes Yes Yes Yes Yes
N 444 444 444 444 444
Adjusted’Y 0.905 0.933 0.930 0.930 0.932
F-stat 236.4 257.9 2445 245.6 2345

Note: Table 3.7 reports the regression results usitige price model. Column (1) reflects the baseline model as presented in
model (3.3). Columns (2)-(5) reflectsmodel (3.4). *, ** and *** represent significance levels of 0.10, 0.05 and 0.0espectively.
Variables are defined in Appendix A.
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Table 3.8: Alternative measure of CLOSE firms: Above (below) median gearing

(interest coverage)

_ (1)
DEP=RETURN (tstat)
Intercept 0.590***

(2.967)
NI 0.180***
(3.258)
QNI 0.007
(0.278)
FVA 0.863***
(4.627)
HIGH_GEAR -0.036
(-1.270)
HIGH_GEARXxFVA -0.421%**
(-3.993)
LOW_CoV -0.015
(-0.484)
LOW_COVx FVA -0.410**
(-2.068)
VOLAT -0.271
(-1.275)
MTB 0.004
(0.513)
SIZE -0.025***
(-2.876)
LOSS -0.127***
(-3.105)
INDEX 1.154
(1.480)
GVSCORE 0.028
(1.615)
Year fixed effects
N 444
Adjusted Y 0.322
F-stat 9.776

Note: Table 3.8 reports the regression results based an alternative measure of CLOSE firms. *, **and *** represent
significance levels of 0.10, 0.05 and 0.01, respectively. Variables are defined in Appendix A.
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Table 3.9: Alternative measures: Influence ofborrowing levels (as continuous

variables) on the market valuation ofair value adjustments

_ 1 2 3) @
DEP=RETURN (t—gt;t) (t—gt;t) (t—(stat) (tstat)
Intercept 0.533*** 0.518** 0.615** 0.541**
(2.747) (2.544) (2.644) (2.546)
NI 0.199 0.064 0.165 0.061
(1.608) (0.564) 1.277) (0.544)
NI 0.017 -0.003 0.012 -0.001
(0.346) (-0.062) (0.244) (-0.030)
FVA 0.607*** 0.313*** 0.522%** 0.299%**
(2.818) (3.516) (2.865) (3.418)
GEAR -0.181
(-1.566)
GEARXFVA -0.878***
(-3.126)
LONG -0.103
(-1.093)
LONGxFVA -0.587***
(-3.565)
SECURED -0.160
(-1.539)
SECUREDxFVA -0.748***
(-2.849)
LONG_SECURED -0.109
(-1.201)
LONG_SECUREDxFVA -0.612***
(-3.530)
LONG_UNSECURED -0.096
(-0.703)
LONG_UNSECUREDxFVA 1.232
(1.020)
COVERAGE 0.000 0.001 0.001 0.001
(0.152) (0.998) (0.871) (1.246)
VOLAT -0.292 -0.272 -0.329 -0.290
(-0.924) (-0.834) (-1.010) (-0.882)
MTB 0.004 0.000 0.005 0.002
(0.593) (0.062) (0.675) (0.372)
SIZE -0.021** -0.022** -0.026** -0.022**
(-2.640) (-2.504) (-2.562) (-2.415)
LOSS -0.128** -0.160** -0.136** -0.157**
(-2.206) (-2.604) (-2.261) (-2.543)
INDEX 1.300** 1.486** 1.139* 1.001**
(2.247) (2.432) (1.945) (2.090)
GVSCORE 0.022 0.030* 0.016 0.026
(1.529) (1.718) (1.152) (1.480)
Year fixed effects Yes Yes Yes Yes
N 444 444 444 444
Adjusted’Y 0.317 0.288 0.305 0.291
F-stat 8.410 9.396 8.256 9.134

Note: Table 3.9 reports the regression resulté continuous GEAR variables. To correct for the correlated residuals, standard
errors are clustered by firms, ** and *** represent significance levels of 0.10, 0.05 and 0.01, respectively. Variables are defined

in Appendix A.
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Table 3.10: Table showing the direction offair value adjustments(FVA) around the

violation year

Year prior Year of Year after
to violation Violation violation
Firms reporting net income 7 3 6
Upward FVA 6 1 3
Downward FVA 1 0 2
No FVA 0 2 1
Firms reporting net loss 1 5 2
Upward FVA 0 1 1
Downward FVA 1 2 0
No FVA 0 2 1
Total 8 8 8
Upward FVA 6 75% 2 25% 4 50%
Downward FVA 2 25% 2 25% 2 25%
No FVA 0 4  50% 2 25%

Note: Table 3.10 shows the direction dfair value adjustments(FVA) around the violation year foreight firm-year observations
that mention a borrowing covenant violation during the sample period.

102



Table 3.11: Influence of corporate governance

Panel A: Univariate analysis

Two sample ttest

Variables CGI=0 CGI=1 Mean (CGI=0)-Mean
(CGI=1)

N Mean SD N Mean SD Diff. tstat p-value
RETURN 221 0.09 035 223 009 0.24 0.00 -0.08 0.94
NI 221 0.02 035 223 004 016 -0.02 -0.82 0.41
NI 221  -0.06 0.71 223 000 0.23| -0.06 -1.27 0.21
FVA 221 -0.02 036 223 001 0.16| -0.03 -0.96 0.34
VOLAT 221 0.09 0.09 223 0.06 0.05 0.03 4.60 0.00
MTB 221 1.19 1.21 223 1.50 2.05 -0.31 -1.94 0.05
SIZE 221 18.65 197 223 21.15 1.58 -2.50 -14.71 0.00
GEAR 221 0.36 0.18 223 0.29 0.14 0.06 4.02 0.00
COVERAGE 221 4.93 10.74 223 6.63 12.12 -1.70 -1.57 0.12
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Panel B: Results of regression analysis based on ssdimple ofreal estate firms withstronger versus weaker governance

Model (1) Model (2) Model (3) Model (4) Model (5)
DEP=RETURN CGI=F1 CGI=0 CGIF1 CGI=0 CGI=1 CGIF1 CGI=F1 CGI=0 CGIF1 CGI=0
(t-stat) (t-stat) (t-stat) (t-stat) (t-stat) (t-stat) (t-stat) (t-stat) (t-stat) (t-stat)
Intercept 0.172 0.295 0.211 0.691** 0.209 0.736** 0.162 0.566* 0.093 0.394
(0.923) (0.943) (1.044) (2.063) (0.918) (2.173) (0.790) (1.693) (0.389) (1.188)
NI 0.902%** 0.017 0.829*** 0.138*  0.812*** 0.126 0.855*** 0.047 0.855*** 0.007
(6.199) (0.240) (4.938) (1.727) (4.759) (1.517) (5.189) (0.637) (5.073) (0.095)
NI -0.364*** 0.029 -0.363*** 0.034  -0.365*** 0.026 -0.367*** 0.009 -0.37 1%+ 0.008
(-5.152) (0.865) (-4.933) (0.997) (-4.949) (0.754) (-4.956) (0.259) (-4.993) (0.244)
FVA 0.480*** 0.157* 0.429 0.902%** 0.378 0.943*** 0.387 0.842*** 0.461 0.328
(3.390) (2.271) (1.629) (3.204) (1.440) (3.288) (1.442) (2.948) (1.357) (1.054)
HIGH_GEAR -0.022 -0.038
(-0.735)  (-0.784)
HIGH _GEARXxFVA -0.256  -0.484***
(-1.345)  (-3.066)
LOW _CoVv 0.004 -0.043 -0.006 -0.050 -0.009 -0.057 -0.012 -0.088*
(0.143) (-0.782)  (-0.193) (-0.937) (-0.290) (-1.019) (-0.385) (-1.657)
LOW _COVxFVA 0.200 -0.425 0.231 -0.501* 0.179 -0.623** 0.200 -0.109
(0.752) (-1.417) (0.858) (-1.692) (0.677) (-2.105) (0.742) (-0.347)
HIGH_SECURED -0.000 -0.055
(-0.011) (-1.152)
HIGH_SECUREDxFVA -0.256 -0.436**
(-1.314)  (-2.581)
HIGH_LONG 0.012 -0.020
(0.436) (-0.444)
HIGH_LONGxFVA -0.155 -0.209*
(-0.859) (-1.672)
HIGH_LONG_SEC 0.033 -0.009
(0.996) (-0.214)
HIGH_LONG_SECxFVA -0.258 -0.279**
(-0.967)  (-2.367)
HIGH_LONG_SEC 0.006 -0.090*
(0.177) (-1.654)
HIGH_LONG_UNSECxFVA -0.135 1.167***
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(0.493)  (3.632)

VOLAT -0.456 -0.294 -0.579 -0.286 -0.599 -0.293 -0.528 -0.245 -0.483 -0.250
(-1.192) (-0.959) (-1.448) (-0.965) (-1.486) (-0.989) (-1.318) (-0.815) (-1.177) (-0.849)
MTB 0.003 -0.010 0.003 -0.002 0.003 0.000 0.002 -0.006 0.001 -0.010
(0.484) (-0.556) (0.534) (-0.101) (0.421) (0.014) (0.351) (-0.343) (0.209) (-0.582)
SIZE -0.003 -0.016 -0.005 -0.033** -0.004 -0.035** -0.003 -0.028* -0.000 -0.010
(-0.422) (-1.138) (-0.622) (-2.230) (-0.456) (-2.333) (-0.332) (-1.880) (-0.043) (-0.666)
LOSS 0.074 -0.266*** 0.068 -0.245%** 0.065 -0.258*** 0.072 -0.245*** 0.078 -0.236***
(1.394) (-4.002) (1.260) (-3.670) (1.188) (-3.813) (1.340) (-3.580) (1.393) (-3.553)
INDEX 0.283 2.076 0.573 1.526 0.328 1.511 0.384 1.852 0.460 0.292
(0.378) (1.482) (0.742) (1.125) (0.432) (1.109) (0.501) (1.344) (0.591) (0.211)
Year fixed effects Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
N 223 221 223 221 223 221 223 221 223 221
Adjusted’Y 0.514 0.218 0.511 0.275 0.509 0.271 0.507 0.250 0.504 0.301
F-stat 13.35 4,221 11.09 4.632 11.00 4,549 10.91 4,186 10.02 4,796

Note: Table 3.11 reports the test results fohe role of the strength ofthe governance system. Panel A shows the univariate analysisd Panel B presents the results of the regressidon** and ***
represent significance levels of 0.10, 0.05 and 0.01, respectively. Variables are defined in Appendix A.
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CHAPTER FOUR :
DOES AUDITOR FAIR VALUE EXPERTISE AFFECT
THE PERCEIVED REPORTING QUALITY OF FAIR

VALUE ADJUSTMENTS?

4.1 Introduction

In this chapter, | examine whether auditoréfair value expertise affects investods
perceptiors of the reporting quality offair value adjustmentsto Level 3 investment
properties. The ongoing concerns about the deficiencies in the auditing processiof
values(Cannon & Bedard, 2017)the recent claims thathe engagement of Bigt firms
does notnecessarilyindicate high-quality fair value disclosures(ASIC, 2019; Griffith
et al., 2015) and the growing discussion on themportance of auditor&task-specific
experience(Ahn et al., 2020)motivated the research question. | specificalfpcus on
the changes in investment property valuations becaus&S 40 allows managers to
report unrealised gains and losses through net income (IAS 40.35), which is permitted
for only a few asset classes by the IFRS.

Level 3 fair value estimates are subject to high measurement uncertainty
because they largely rely on amager®forward-looking assumptions(Song et al.,
2010) which are complex and difficult for auditors to verify. The estimation risk is
even higher for changes to Level 3 estimates, as they likely reflect the impact of
changing economic conditions and maager®private information (Linsmeier, 2011)
The auditing of Level 3fair value estimates is challenging asinvolvesthe evaluation
of multiple models with numerous subjective inputslacks adefinite task structure

and takes placeunder uncertain environmental factors (e.g., market volatility)
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(Bratten et al., 2013) Inspection reports by thePCAOB (2014) repeatedly identify
the auditing of fair value estimates as one of the highsk areas and indicate several
deficiencies in the aditing process.

Previous empirical research provides evidence that Bdgauditors minimise
information risk and contribute towardsthe higher value relevance ofair values
(Kanagaretnam et al., 2009; Lee & Park, 2013). However, in @axperimental settimg,
Griffith et al. (2015) reveal confession by the Big 6 auditors that they often fail to
adequately understand the assumptions in the estimation and oweak conflicting
evidence that contradics managemengs assumptios. ASIC (2019) also reports
failures by the Big 4 audit firms to perform sufficient verification in support of their
opinion.*” In this study, | argue that engaging Big audit firms may no longer be a
sufficient criterion to assurehe information quality of fair value estimates rather, it
is the taskspecific expertise of the auditors that enhances reporting credibilityfafr
value information.

A recent study byAhn et al. (2020)ighlights the importance of auditorétask-
specific experience by showing that greatdair value expertise enhances auditor
performance and ensures audit quality. Not surprisingly, efficient verification dir
values requires training andpractice, instruction, experience, and feedback, which
can be obtained only through work experiencéBratten et al., 2013) For non-
financial assets, the role of auditofair value expertise could be more pronounced
because ofhe illiquid tangible nature of the asset&nd the need to comprehend asset
use and industry normsin evaluaing the quality of disclosures. Being the most
controversial asset group adopting th&ir value regime (Christensen & Nikolaev,

2013) and because there areelatively few studies addressing audito&role as

17 Adverse findingsare:for KPMG, 33 percentfor Deloitte, 32 percentfor EY, 22 percentandfor PwC,
18 percent (ASIC 2019, 7).
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monitors, the context of Gon-current assetS has been of interest to academics,
practitioners and regulators. Thereby, this study examines: do investors consider
auditors0 fair value expertise relevant while evaluating b reporting quality of
changes in thefair value estimates of investment properties? | use two established
proxies of audit quality to capture auditorfair value expertise (i) experience gained
through engagement tenure and (ii) knowledge obtained through industry
specialisation.Fair value expertise is measured dioth the firm level andthe partner
level.

| use the context of Australian real estate firms to examine the research
question. The real estate setting is uni@ because Level 3 investment properties
constitute a significant proportion of the total assets, adjustments made to the
valuations per annum are material and directly affect net income, and property
valuation appears as a key audit matter in the auditperts every year. This means
that fair value adjustments are highly important to capital market participants in a
real estate setting. The Australian setting is perhaps more interesting because more
than 75 percent of real estate firms are audited by thegB! auditors, implying that
engagingone of the Big 4 is less likely to generate any competitive advantage.
Another distinguishing feature is that Australia allowedhe revaluation of properties
long before the adoption of IFRS, indicating that measureméermrrorsare less likely
due tolong managerial experience with property valuations. Thereby, it is unclear
how the auditor expertise could contribute further to the relevance and
representational faithfulness offair value estimates. Furthermore, the statitory

requirement of revealing botfthe signing partner§and thefirm & namesin the audit
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report in Australia'® allows the audit partner tenureto be identified which is not
available in many other settings.

This study extendsAhn et al.6 €£020)findings in two ways. First,Ahn et al.
(2020) measure auditorfair value expertise in terms of exposure to auditing Level 2
and Level 3fair value assets and liabilities at the city level and nationdétvel and
documentthe increasedvalue relevance ofair value disclosure for the city level audit
experts on Level 3fair values. In this study, | argue that expertise on Level tair
values can be gained not only through industry exposure but also by maintaining a
sustainable engagement with the client fir (i.e., tenure). Second, | consider that
partnerincentives and expertise may differ from those of the firm€hen et al.,
2008) andthus| develop the measures of auditor tenure and industry specialisation
using data at the firm level and partner leveFinally, the setting researched bghn
et al. (2020)differs considerably from this setting. Since US GAAP does not permit
upward adjustments to nodAinancial assets, their findings provide no indication of
the implication of auditor expertise for assetlasses other than financial assets. In
contrast, | focus on fair value estimates of the norcurrent asset group, i.e.,
investment properties.

The findings indicate that for both audit firms and audit partners, investors
value fair value expertise gainedthrough engagement years. | document that
investors perceive the reporting quality ofair value adjustments is higher for the
medium-tenure audit firm than the shoritenure firm, andfor longertenure firms the
moderating influence is not significant, which partially evidence a nonlinear
association betweenaudit firm tenure and reporting quality (Hohenfels, 2016;

Johnson et al., 2002)However, in additional analysis, focusing specifically on the

18 There has been a statutory requirement for the auditor of listed Australian companies to sign the audit
report in their name and the name of the audit firm since the 197@®ris&24(10) ofthe Australian
Corporation Act)
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upward fair value adjustments, | find that both medium and long tenure positively
influence investor® evaluation of unrealised gains. This suggests thaudit firm
tenure is beneficial in settings where faithful representation concsrare high and
client-specific knowledge is of great importance. At the partner level, results show
that investor$valuation of fair value adjustments is significantly higler after the first
two years of partner appointment. This further supports th@&xpertisé&notion that
the information quality of fair value adjustments is lower at the initial stage because
of the lack of clientspecific knowledge and increases as the p@er gains more
experiencein verifying fair values. When | jointly incorporate both tenure levels into
the model, | find that the moderating role of the mediumtenured firm is stronger
than the abovemedian partner tenure. Additional analysis showthat the rotation of
audit partners within the same firm decrasesthe information value of fair value
adjustments. Thus, contrary taChi and Huangd €005)argument thatthe learning
experience effectively ends when there is a change in auftin but not when the
audit partners rotate, | show thathe switching of partners matters andhe limited
client-specific fair value expertise due to partner change negatively influerse
investorHevaluation of fair value adjustments.

However, | do not find an incremental valuation effectin engaging industry
leaders at the firm and partner level. Contrary tBhn et al. (2020) I find that neither
the audit firm specialist at the office level nor the specialist at the national level
influences investorperceptiors of the quality of fair value adjustments significantly
in a real estate setting. | interpret this as an indication that, for namurrent assets,
client-specific knowledge is perhaps morémportant in enhandng the reporting
credibility of fair value adjugments. Audit firms having medium-to-long tenure and

partners engaging for a relatively longaerm are likely to havefair value expertise
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and clientspecific knowledge, while industry specialists haviair value expertise but
may not necessarily have cliertpecific knowledge.

These findings have implications for researchers, practitioners, regulators and
investors. First, | add to the growng body of literature on the value relevance of Level
3 fair value measurementgAyres, 2016; Bagna et al., 2015; Goh et al., 2015; Song
et al., 2010) specifically for noncurrent asset¢Aboody et al., 1999; Goncalves et al.,
2017; Huffman, 2018) and the literature on how auditor taskspecific expertise
influences the perceivedfair value reporting quality (Ahn et al., 2020; Bratten et al.,
2013; Kanagaretnam et al., 2009Despite the growing use of Level 3air values to
report non-current asset§Christensen & Nikolaev, 2013)and evidence suggesting
that managerial motives often drive discretionary choice@Brown et al.,, 1992;
Whittred & Chan, 1992), little is known about what features of monitoring might be
relevant to investorédecisionrmaking. Whil e extantfair value studies predominantly
concentrate on the role of board characteristi¢sluang et al., 2016; Siekkinen, 2017;
Song et al., 2010and the engagement oBig 4 auditors(Kanagaretnam et al., 2009;
Lee & Park, 2013) | examine auditor tenureand industry specialisatiorthrough the
lens of learning experience and expertise development.

Second, | extend the literature on the role of auditor tenur@Boone et al.,
2008; Ghosh & Moon, 2005; Hohenfels, 2016)The primary findings that the non
linear effect of firm tenure on reporting quality persists fofair value estimates
indicate a practical value ofLO-year restrictionimposedby EU regulation. However,
with more complex upward adjustments, | show that such a policy initiative could
generate mintended market consequences. Since unrealised gains are prone to
managerial bias butare reported frequently, investors may think that tenurenables

audit firms to gatherthe requisite expertise tocarry out high-quality audits. Thus, |
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suggest that audit firm tenure could be beneficial in cases where reliability conesern
are high.

Third, the results emphasise the importance oéxpertise at the partner level
in the verification of fair value measurements § showing that investors account for
the time it takes for a new partner to develop cliersipecific knowledge. There is an
ongoing policy debate on mandating the partn& signature in the audit report. The
new PCAOB rule requires disclosure of the engagemt partnes identity, on the
basis that it would provide useful information to investors and other users.
Supporting this, | provide evidence thathe disclosure of auditor signature might
facilitate the inference oftheir industry expertise by capital rarket participants and
the redudion of agency costs.

Finally, 1 document that, unlike the banking sector(Bratten et al., 2020;
Kanagaretnam et al., 2009)in a real estate setting, industry specialist audit@®le
can havelimited impact in addressing reliability concerns associated witlair value
measurements. The findings in additional analysis that engaging Bigaudit firms
has no incremental valuation effect support the argument that investors in the real
estate sector in Australiadok beyond the mere appointment of Bigt auditorsin
judging the informational value of Level 3fair value changes toproperties,and rely
on an auditor@ client-specific knowledge and expertise obtained through sustained
engagement.

The remainder of thisstudy proceeds as follows. Section 4.2 discusses the
sample justification of the study. Section 4.3 reviews the literature and provides the
basis forthe empirical predictions of the study. Section 4.4 describes the research
design and empirical models. &ction 4.5 presents the data and results, and Section

4.6 makes concluding remarks.
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4.2 Sample Justification

Due to some of its distinctive features,hie real estate industry provides a unique
context in which to study the role of auditor expertise on the perceived reporting
quality of fair value adjustments. First, investment properties constitute a relatively
significant proportion of total assets, and the prices of the properties are not directly
observableite., Level 3fair values). On averageinvestment propertiegepresents 72
percent of the total assets in this sample, mostly valued using Level 3 estimates
Adjustments made to the valuations per annum are sigidant, on average
constituting 33 percent & the earnings before tax. Given the complexity of the
measurement environment, the materiadize of the underlying assets, and reporting
through net income,fair value adjustmentsare expected to be highly important to
capital market participants in thissetting.

Second,the valuation of investment property is a key audit matter, i.e., an
area where there might be a higher risk of material misstatement in the audit reports
of almost every real estate firn{EY, 2019, p. 22) Auditing fair value estimates is
challenging (Bratten et al., 2013) Valuation models vary across different property
classes, lack verifiable data, and are inherently complex, requiring the auditors to
evaluate numerous cues for each estimate within uncertain environmental factors
(Cannon & Bedard, 2017)EY (2019) shows that 60 percent of the real estate firms
use more than one valuation techniqu&and discloseup to seven different types of
model inputs.® The ability to effectively audit these models and assumptions requires
expertise related to accounting, finance and economid®8ratten et al., 2013)

Therefore, thefair value expertise of the audit firm might provide a competitive

19 The dscounted cashflow metkl is applied by most entities (81%), followed by income capitalisation
andthedirect market comparison method (EY, 2019, p. 7).

20 Most widely used model inputs for real estate firms include discount rate (74%), net rentpemstye
(53%), exit yield(49%), rental income (42%), rent growth (42%) and so on (EY, 2019, p. 8).
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advantage and impact te quality of audit services, the extent d&ir valuedisclosures,
and the information risk associated with ittAhn et al., 2020; Boone et al., 2008;
Bratten et al., 2013)

Third, prior studies provide evidence that investors considefair value
estimatesto be more reliable when the firm makes extensive disclosurgsaux &
Leuz, 2009)and uses external valuation servicg&olev, 2019) The measurement
related disclosures for investment propertyave beerextensivesince the adoption of
IFRS 13 in 2013, andthe majority of real estate firms use external valuers in the
valuation process along with th managers® Thus, this setting permits me to
investigate to what extent auditor expertise is relevartb pricing decisions of
accounting estimates when measementrelated disclosures aredetailed, and

independent valuers are involved in the valuation process.

4.3 Prior Research and Development of Hypotheses

4.3.1 Informativeness of Level 3 fair valuesthedole of monitoring

IFRS 13 provides a thredevel hierarchy (i.e., Level 1, Level 2 and Level 3pr the
measuranent of fair valuesand requires management to disclose the valuation levels
of fair value assets and liabilities within that hierarchylASB, 2011). The information
risk is lower for Level 1 and Level Zair values, and investors consider them relevant
and reliable for pricing decisiongGoh et al., 2015; Kolev, 2019; Song et al., 2010)
However, Level 3fair value estimates involve high measurement uncertainty dsey
rely on managerial discretion, use subjective and forwatdoking assumptions and

are difficult to verify (Bratten et al., 2013) They may also contain measurement

21 While the managers update the valuation on a regular basis, independent valuers appraise the value
periodically, with the periochot exceeding three years (source: observatiooties to financial statements
of Australian real estate firms).
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errors and induce managerial biad.andsman, 2007; Penman, 2007)Evidence on
the informativeness of Level 3fair value estimates is inconclusivgAyres, 2016;
Kolev, 2019) While Song et al. (20105locument that Level 3 estimatesvere priced
at a discount relative to Level 1 and Level fair values during the financial crisis of
2008, Goh et al. (2015)show that the discount is no longer significant when the
market conditions stabilise.

Studies show that faithful representational concesmaboutLevel 3fair values
can be remedied by effective monitoring mechanisms (i.e., internal or extebnd he
role of governance is critical because it monitors the exercise of accounting discretion
(Bowen et al., 2008; Kabir & Rahman, 2016and limits opportunism (Nazir & Afza,
2018) Extant studies document that stronger governance mitigates information
asymmetry and increases the value relevance of Levdh8 value asset{Song et al.,
2010) Siekkinen (2017Yyeport board characteristics such as board independence and
gender diversity are positively associated with the information quality of Level 3
edimates. Huang et al. (2016)document the effective role of board independence,
auditor specialists, audit committee financial experts, and strong internal control in
weakening the positive association between Levelf8ir value assets and the cost of
equity capital.

Regarding the auditorsdrole, past research provides evidence of Biyand
industry specialist auditors ensuring higher audit qualitfBalsam et al., 2003; Becker
et al., 1998) and contributing towardsthe higher value relevance offair value
measurements. Kanagaretnam et al. (2008Jamine the impact of auditor reputation
on the market valuation of bank8&loan loss provisiors, and Lee and Park (2013)
examine whether the pricing of other comprehensive income reflects the differences

in audit quality, measured by Big 4 versus neBig 4 audit firm engagement. Both
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studies usethe banking context and find superior informativeness of discretionary
amounts in the presence of higher audit quality.

In a real estate setting, effective monitoring and higher quality audit service
are crucial tomaintaining systemic confidence in the credibility of earnings due to
the material size of complex Level 3 estimates arfdir value adjustments reported
through income. Despite the critical influence ofthe auditord wskspecific expertise
on the audit quality of fair value measurementgAhn et al., 2020) there has been
little attempt to examine the extent to which such expertise affects investdis
perceptiors of the quality of fair value information, especially for noncurrent assets
and in a setting where the measurement uncertainty is extensive, task complexity is
high, and clientspecific expertise and experience are likely to provide a competitive

edge to the audito services.

4.3.2 Auditor tenure andhemarkets assessment of the quality of fair value adjustments
Organisation theory posits that the length ofassociation between two entities
indicatesthe extent of relationshipspecific investments in the knowledgeecessary

to maintain a sustainedelationship (Seabright et al., 1992)Every audit engagement
requires audit firms to make clientspecific investments, e.g., developing human
capital, skills, and resources, enhancing expertise by training, formalising procedures
or knowledge bases to facilitate the audit process and improve the quality of work
(Levinthal & Fichman, 1988). If the task complexity is high, audit firms make more
investments over time tacomprehendthe industry andgatherknowledge about the
clients (Bratten et al., 2019) Past research on audit expertise suggests that audifors
performance is related to the yars of experiencéFrederick & Libby, 1986)and that
their expertise is strongljinked to the deep knowledge of clientebtained through

the ongoing client or industry-specific experience(Arrunada & Paz-Ares, 1997;
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Bonner & Lewis, 1990) A longer tenurenot only reduces information asymmetry
between clients and auditorgAlmutairi et al., 2009) but also enhances the ability to
detect fraudulent ynancial reporting (Carcello & Nagy, 2004; Geiger &
Raghunandan, 2002) Motivated by organisation theory, | argie that auditorfair
value expertise increases as the audit@rslient-specific knowledge grows over time
through theinteractions with the client in a sustained relationship.

Audit quality literature suggests that reporting quality is lower during the early
years of tenure due to the limited familiarity with clientspecific issuesand that
quality enhances with audit tenure(Geiger & Raghunandan, 2002; Myers et al.,
2003; Stamey & DeZoort, 2007). For example,Chu et al. (2018)feature downward
biases in reported earnings as a measure of reporting quality and document a positive
association between audit tenure and reporting quality. However, the positive
association between agitor tenure and audit quality does not remain linear
indefinitely. Over an extended period, auditors develop learned confidence in the
client, leading to a reduced scepticisrabout accounting estimates, which threatens
auditor independence and lowers thaudit quality (Johnson et al., 2002) More
recent studies consider the possibility of the ndmearity of the auditor tenure and
reporting quality association (Booneet al., 2008) and provide evidence of lower
reporting quality in the initial and later yars of engagemen{Dauvis et al., 2007) For
example, Johnson et al. (2002)find lower-quality financial reports during short
tenures relative to mediurtenures and no significant influence of longer tenures.

Empirical studies that consider the not#inear association are limited and fall
to provide consistent findings as to the length of the tenure after which users perceive
impaired auditor independence.Boone et al. (2008)find that the cost of equity
decreases in the early years of tenure but increasethwaidditional years pastL3years

of tenure. In an experimental settingKnapp (1991)finds that experienced audit
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committee members perceivehat the likelihood of detecting errorsis higher for
auditors with a five-year tenure than auditors in the first years or with a tenure of
20 years.Hohenfels (2016)documents that investors perceive lower earnings quality
during the early and later years of an auditéclient relationship, with earnings
quality being highest when auditor tenure igight to nine years and lower during the
first threeyears of an engagement and when auditor tenure is longer than 10 years.
Yet, it is unclear whether the perceived ncfinear influence of audit firm
tenure on reporting quality generalises to the real estate secto a real estate setting,
auditors0 client-specific knowledge is critical since the auditing process involves
verifying largesized Level 3 properties and questioning the validity of the
assumptions applied in the models used to drive thodair values. In particular,
evaluating the capitalisation rates and discount rates for multiple properties is
problematic, given the market evidence is limited and property valuations are highly
sensitive to even small movements. Auditors are required to develop arvadced
understanding of valuation models and awareness of the industry practice for specific
asseiclasses to compare the alternatives and justify why an approach is preferable
over another.The assessment of the external valugrsompetency and capabilits,
ensuringthe consistency of the valuation inputs anthe integrity of the software used
to perform internal tolerance checks, and an understanding of changing
environmental conditions are also essential, among other things, to achieve audit
effectivenessBratten et al. (2019argue that audit firm tenure is beeficial in settings
where clientspecific knowledge ishighly important and these authorsprovide
evidence that longer tenure improves the quality of financial reporting. Thus, one
plausible argument is that a longenured auditor would be better positiong to
understand, analyse, and plan the audit considering the environmental conditions

and real estate performance changeBy contrast the potential for independence
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impairment and diminishing objectivity might come to dominate investors
perceptiors and result in a declining or insignificant role of engagement tenure
beyond an extended term.

Given the conflicting theoretical arguments,the lack of marketbased
evidence in settings involving Level &ir values, andthe lack of reliable guidance on
the length of tenure up to which the perceived quality increases and then begins to

impair, | present the hypothesis in null form:

7 s 4 Thedifference in tiength of thaudit firmdclient relationshigoes not moderate the

stockmarket valuation of fair value adjustments to the investment properties.

Since audit partner8incentives and expertise differ from those of the firms
(Chen et al., 2008and investor®perceptiors of fair value adjustments quality could
vary between firm and partner, | extend the level of analysis to the partner level to
get a better understandingDeFond & Francis, 2005) Goodwin and Wu (2014)
suggest that industry expertise is quite individuglpecific as it takes time for partners
to gain knowledge and build expertise from othe-job experience. A new
engagement partner possesses a lower level of clispécific knowledge and is likely
to rely overly on information provided by managemeni{Knapp, 1991) Singh et al.
(2019) and Chen et al. (2008)show a negative association between the length of
partner tenure and earnings management, indicating that earnings quality increases
with audit partner tenure.Chen et al. (2016)rovide evidence that firms witha long
auditor tenure have a lower incidence of internal control problems. Thus, audit
partner exertise and audit quality might be tiedo the length of experience with
individual clients.

On the other hand a new audit partner could be more independent, bring a

fresh perspective and help identify issues overlooked in previous aud@augherty
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et al, 2012; Francis, 2004)Based on a sample of Australian firmsiargher et al.
(2008)find that audit partner rotation increases audit quality by better limiting client
manager®accounting discretion. Similarly,Carey and Simnett (2006document a
deterioration in audit quality with long audit partner tenure.In Australia, thereis a
statutory requirement foraudit partner rotation after every five yearseffective since
2006. The belief is that a sufficiently high level of audit quality is achieved up tioe
recommended rotation, and beyond that a continued engagement would impede the
partner® independence and capacity for critical evaluatigiCarey & Simnett, 2006)
Although the client-specific experience of audit partners in verifyiniir value
estimates is crucial to develop expertise, there is a paucity of marketsed evidence
on whether and to what extent engagement tenure moderates the perceptioranf
value quality. Hence, | do not predict any specific association and test the following
hypothess:
7 s 4 The difference in thegth of thaudit partnedclient relationshigoes not moderate

the stocknarket valuation of fair value adjustments to the investment properties.

4.3.3 Auditor industry specialisation atite markets assessment of the quality of fair
value adjustments

Previous research on auditor expertise has predominantly focused on auditor
specialisation within the industry and concludes that industry specialistuditors
deliver high-quality audits due to greater competencies and-aepth understanding

of financial reporting issues(Dunn & Mayhew, 2004; Reichelt & Wang, 2010)
Authors typically argue that experience from auditing multiple clients in the same
industry leads to the development of personnel with the requisite training and the
accumulation of industry knowledge databases that auditors can accésgrovide

better judgmentgSolomon et al., 1999) Also, auditors can betterdetect errors when
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they work within their industry specialisation(Owhoso et al., 2002) Consistent with

this view, Gramling and Stone (2001show that the earnings of clients of specialist
auditors predict future cash flows more accurately than those of ngpecialist
auditors. Dunn and Mayhew (2004)find that firms audited by industryspecialists are
ranked higher in disclosure quality by financial analysts than clients of nen
specialists. Thus, the engagement of industry specialists ensures higher audit quality.

A growing literature provides evidence that investors value audit@rs
competencies and expertisand think that audit quality is higher if industry specialist
auditors are involved. The majority of these studies focus on earnings as a proxy to
capture reporting qality and document that industry specialisation is associated with
greater audit assurance and higher value relevance of earnii@alsam et al., 2003;
Krishnan, 2003; Teoh & Wong, 1993) Only a few studies consider the moderating
role of auditor specialigition in the context offair value estimates.Kanagaretham et
al. (2009)separate the Big N auditors and industry specialigtiditors, andshow that
only industry expertise has a significant impact on the market valuation of
discretionary loan loss provisin. Ahn et al. (2020)provide evidence that auditotask-
specificfair value expertise contributes to higher audit qualityand thecredibility and
usefulness ofair value disclosures.

However, the involvement of industry leader audit firms may not necessarily
mean highquality audit services in practice. Regardless of the measures, the industry
specialist auditors in this study belongo the Big 4 group, and recent experimental
studiesdocument that the audit process dhir value estimates by Big 4 audit firms is
deficient. Based on interviews at Bi@ audit firms, Griffith et al. (2015) reveal an
overreliance by auditors on assumptions and test models generated by managers and
raise cacerns that management can lead auditoown the garden patld This is

consistent with the concerns raised by the PCAOR014)and ASIC (2019). Auditors
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further admit that often theyofail to adequately test assumptions and data underlying
the estimation model, fail to consider controls over management process and the
data, and fail to fully understand the mode (p. 835). To overcome the expertise
auditors lack, audit firms can involve valuation specialists in the audit process.
However, instead of usingspecialist®insights, auditors often try to fit specialist
work to their view, edit their work and ignore specialistdentified issues(Griffith,
2020)

Two other factors may further work against finding a differential impact of
industry experise. First, real estate firms make extensive measurementated
disclosures for investment property since adopting IFRS 13 in 2013. Comprehensive
measurementrelated disclosures are likely to decrease information asymmetry and
moral hazard problems betweefirm insiders and outsidergHealy et al., 1999; Leuz
& Verrecchia, 2000; Verrecchia, 20015econd, even though IAS 40 allows valuation
by managers or independent valuers (IAS 40:33), most real estate firms use a
combination of directors and independent valus (EY, 2019).Dietrich et al. (2000)
find that appraisals of investment properies by external valuers ensure a
comparatively higher reliability of accounting estimats, i.e., less conservative bias,
greater accuracy, and less manageriahanipulation. Thus, given the detailed
disclosures on fair values along with the engagement of external values in the
valuation process, one can argue that auditor industry specialisation is at best of
secondorder importance to the investors and may ndtave a significant moderating
influence on themarket valuation offair value adjustments.

Given the arguments on both sides antthe lack of marketbased evidence in
a real estate setting, the industry expedsffect on investor8perceptiors of fair value

adjustments is not immediately clear. Hence, | state the next hypothesis in null form:
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3 s- Industry specialist auditors do not modbefeositive association betfeseralue

adjustments to the investment properties and stock returns.

Pastresearch on industry specialisation shows that auditors can specialise at
the national level or office level(Craswell et al., 1995; Fung et al., 2012; Li et al.,
2010) National level expertise could be highly important because firms auditing a
larger number of clients with dynamicfair value estimation needs are likely to invest
in advanced training and audit technologygrow greaterfair value expertise, and
enjoy more benefits from economies of scale fair value measurement verification.
However, it is plausible that there is very little or no difference in audit quality at the
national level, given most audit firms have multiple clients witlfiair value assets and
make investments in similar resource@hn et al., 2020) More recent studies argue
thatindustry expertise is an officdevel phenomenonAudoussetCoulier et al., 2016)
since the opportunity to gain orthe-job experience infair value auditing is higher.
Alternatively, it is also possible that expertise ateither the national level nor the
office level makes a significant difference infair value reporting quality since most
auditors use valuation specialistéGlover et al., 2019) and the quality offair value
estimates could be completely determined by the work of these specialists.

Studies comparing nationallevel and office-level industry specialist8
influence on the quality offair value measurement is limited and inconclusive. Using
US-based dataAhn et al. (2020)document that Level 3fair value audit quality is
greater when thefair value expertise is measured at the office level but find no
significant association at the national level. Since there is no clear evidence
suggesting whethefair value expertise is best captured at the office level or national
level in a real esta# setting, | use both measures to identify industry specialists. |

further extend the analysis to the partner element of industry expertis®sed on the
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argument of Goodwin and Wu (2014) that industry expertise israther individual -

specific, and there idittle excharge of expertise across partners within the office.

4.4 Sampleand Research Design

4.4.1 Sample composition
The sample comprises all real estate firms listed in the ASX from 2007 to 2019.
Market and accounting data items are obtained frorthe Thomson Reuters Eikon
databaseAll the investmentproperty-related data, details on auditas, audit fees and
corporate governance data are harntbllected. Becauséhe focus of thisstudy is fair
value adjustments, | restrict the sample to only thoséhat adopted thefair value
model for investment property valuation. | hanecollect the following information
from the financial statements: (ifair value of investment properies, as reported in
the statement of financial position, (ii) fair value adjustments to investment
properties,as reported in the income statement; (iii) name of the audit firm; (iv) name
of the audit partner who signed the audit report; (iv) total remuneration of the
auditor, as reported in the notes to the financial statementmnd (v) data on corporate
governance variables.
Table 4.1 about here

Table 41 presents the sample selection procedure. | laagwith an initial list
of 78 firms listed agiReal Estatéin ASX as of 16 June 2019 (obtained from the Eikon
databasg. | excluded firms that did not report investment property or did not adopt
the fair value model during the sample period? This resulied in a sample of 54

publicly traded real estate firms with 496 firryear observations. | then excluded 52

22| exclude firms that adophe cost model becausender the cost model, the firm recoggs revaluation
losses but not gains, while under the fafue model, the firm recogss revaluatin gains and losses.
Thus,thecost model allows less room for managerial bias and the auditor task complexity is lower.
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observations with missing data on key variables. This resedtin a sample of 444
firm-year observations for the period 20@2019.

To identify audit firm tenure, | obtain Gudit firm nameddata from Eikon for
the selected 54 real estate firms, which is availalfler 1998 onwards® and then |
identify if there has beera change in audit firm since then. If a change of audit firm
is observed before 20Q | consider the year of change as the first year of tenure, and
if not, | consider 1998 as the first year of audit firm tenure. This means thafiven
any real estate firm retains an audit firm from 1998 to 2019, | could observe a
maximum audit firm tenure of 22 years. For signing partner tenure identification, |
hand-collect data from the annual reportgoing backwardin time for each firm up to

the year the partner signed the audit repofor the first time.

4.4.2Modelspecificatios

Auditor fair value expertise gained through engagement tenurthandhrkets
assessment of fair value adjustments

| examine whether the market valuation ofair value adjustments is conditioned on
auditor fair value expertise gained through years of experience anddustry
specialisation. Since auditor changes are often associated with other confounding
events that can ipuence stock prices, making clean inferencesytitilt (Mansi et al.,
2004), | rely on the stock eturn model. Themodel (4.1) specycation resembles those
estimated bylsraeli (2015) Easton et al. (1993Kanagaretnam et al. (2009)Barth
and Clinch (1998) and Hohenfels (2016) RETURN is the stock market return ofyrm

I yeart, measured fromthree months after yearend for yeart-1 to three months after

23 No firm-year observation is available prior to the year 1998éftikon databaséor this sample. | also
checledon the ASX websitéannouncemeftsection for annual reports. Market announceseieased

from November 1, 2002 onwards are available on ASX website in PDF format. Earlier announcements are
availablein edited text version
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yearend for yeart. NI is earnings befordair value adjustments in period, w 0 i©the
annual change in arnings beforefair value adjustments in periodt, and FVA is fair
value adjustments reognised in earnings, all deated by the beginning market value
of equity. I include several control variables following previous studie¥'OLAT is the
volatility of returns, calculated as the standard deviation of monthly returns ithe
period t-1; MTB is the ratio of the beginning market value of equity and the book
value of equity;SIZE s thenatural log of the beginning market value of equity;OSS
isa dummy variable coded 1 if firmi reportsnegative net income for fiscal year, and

0 otherwise Given the findings from Chapter 3 that higher gearing moderates the
association betweerair value adjustments and stock return, | includ&SEARING as

a control variable and calculatat asthe sum of longterm and shortterm borrowing
divided by beginning total assetsl control for the property price movements and
macroeconomic trends,(e.g., Chen & Tang, 2017)by including INDEX. INDEX
representghe annual percentage of property return during the fiscal year based on all
assetsas determined by the Property Council/IPD Australian property index
obtained from MSCI& index database. To control for better corporate governance, |
include four governancevariables: (i) natural log of thetotal number of board
members BDSIZE), (ii) the proportion of independent directorsINDDIR), (iii) CEO
duality (CEODUAL), a dummy variable, with a value assigned as 1 if the CEO and
chairpersonare the same individual and 0 otherwise and (iv) CEO_FY a dummy
variable, with a value assigned as 1 in the first year of CEO change and O otherwise.
Year fixed effectsntrol for the differences across years.
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I 0 'O00W+ Year fixed effects (4.1)
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Auditor tenure is the length of the auditodclient relationship in years(Chen
et al., 2008) The audit literature has long recognised thatuditorsdfamiliarity with
client-specific issues and the quality of services increase with the years of experience
with that client (Frederick & Libby, 1986; Geiger & Raghunandan, 2002; Myers et
al., 2003) Tenure can be linked to the audit firm"Qg ) and audt partner (Og ). |
define audit firm tenure as the number of consecutive years of the audit fiolient
relationship, and partner tenure as the number of consecutive years the audit report
is signed by the audit partner.

Given the prior findings of anon-linear association between perceived audit
quality and audit firm tenure (Boone et al., 2008)I divide firm tenure asfollows: (i)
FT_SHORT, which takes a value of 1 if the length of the auditéclient relationship
is less than or equal tdour years,and 0 otherwise; (i))FT_MEDIUM, which takes a
value of 1 if the length of the auditodclient relationship is between &nd 10 years,
and 0 otherwise; and (iii)FT_LONG, which takes a value of 1 if the length of the
auditordclient relationship is longer than 10 years, and 0 otherwise. | use binary
variables instead of the quadratic model (i.e., tenure and squared tenure) to test the
differential influence of firm tenurefollowing Hohenfels5(2016) argument thatthe
use of birary variables mitigates multicollinearity problems. In line with the EU
regulation requirement of a maximum audit firm engagement of 10 years, | usea-
off point of 10 years to categorise lontgenure audit firms.

For audit partners, | divide partner tenre based orthe sample median otwo
years, wherePT>2 takes a value of 1 if the engagement of signing partner is more
than two years, and O otherwis¢Carey & Simnett, 2006; Singh et al., 2019Yhus, |

estimatethe following regression of stock returns oRVAto testOg andOg .
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In model (4.2), a positive and significant coefficient of' O"Y) ‘OO "07YD
"Ow o (OY 0 U "O "Ow 0) would indicate that investors evaluate the reporting
quality of fair value adjustmentsto investment properties contained in the medium
(long) tenure auditor group as higher compared to the reporting quality fzir value
adjustmentscontained in the shoritenure auditor group and vice versa. Similarly, a
negative (positive) and significant coefficient of the interaction term 0 Y
¢ "Ow 0 would indicate a perceived higher information quality offair value
adjustmentsin the later years of audit partner engagement and vice versald not

predict the sign of coefficients.

Auditor industry expertise artlemarkefs assessment of fair value adjustments

The second proxyusedto measurefair value expertise relates to the audit@ industry
specialisation. A long line of literature establishes that industgxpert auditors are
associated with enhanced reporting qualitiBalsam et al., 2003; Bratten et al., 2020)
Several market sharbased measuré$ are used to capture audit@d industry
specialisation, such as auditofamarket share in terms of client sales, client assets,
audit fees, or the number of industry clientGAudoussetCoulier et al., 2016; Dunn &
Mayhew, 2004) Following Ahn et al. (2020)and Cannon et al. (2014) | use the

accountrelated or taskspecific exgertise of the auditor, i.e.the relative proportion

2AudoussetCoulier et al. 2016) caried out a review of the papers involvingeasurement of auditor
industry specialisation artiey note thata large majority of the papers use market stmsed measures,
while only a few use portfolio approach (i.ethreepapers) and weighted market share approachdne.,
paper). However, the selection of the measure depends on the research setting, questions investigated and
data availability.
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of Level 3 investment properties audited by an audit firm during a year in the real
estate sector. The underlying argument is that auditors who frequently deal with
specific account categories can bettégverage that set of knowledge to carry out
auditing procedures. | capture this aboth (a) the city level and (b)the national level
(Ferguson et al., 2003; Francis et al., 2009)also examine thefair value expertise at
the audit partner level. | idenify an audit partner as thefair value expert if they sign
more than one audit reporin respectof the sample firms in a year.

In model (4.3), the first variable of interestC_FVSR is an indicator variable
that takes a value of 1 if a real estafgm is audited by the firm that ranks top within
the city industry market in terms of the Level 3 investment property audited, and 0
otherwise. The second variable of interedt FVSPis an indicator variable that takes
avalue of 1 if a real estatgrm is audited by the firm that ranks top withirthe national
industry market in terms of the Level 3 investment property audited, and 0 otherwise.
Further, P_ISPis a dummy variable that takes a vale of 1 if an audit partnersigns
more than one audit report of the sample firms in a yeaand 0 otherwise. Thusto
test Og, | estimate the following regressions of stock returns orair value

adjustments:
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I 'O0 OO€f" 6 OO0 O°Y81 6 000K+ Year fixed effects (4.3)

If the perceived quality offair value adjustmentsaudited by industry experts
at the city level and national level are higher than that of noimdustry experts, in

model (4.3) | would observe a positive and significant coefficieraf 1 and |
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respectively. Further, if investors value théair value expertise at the audit partner

level, | would observe a positive and significant coefficient { *.

4.5 Empirical Results

4.5.1 Descriptivaatistics

Table 42 provides descriptive statistics for the variabl&sused in the regression
analysis. The mean and median values ®ETURN (mean=0.09 and median®.11)
show that firms, on average, experience positive btnd-hold returns during the
sample period. While the mean value of pr&air value adjustmentearnings (I) is
positive (mean=0.03), the change in prir value adjustmentearnings ¢(NI) on
average is negative (meanf.03). | also observe that the meaRVA is -0.30 percent
of the market value of equity’® The median audit firm tenure issevenyears, with a
maximum value of 22 years. This indicates that while audit firm changes are not
uncommon, some firms engage the same audit firm for a longer tenure. Further, the
median audit partner tenure idwo years, ranging fromone to sevenyears, which is
comparable with prior Australian studies(e.g., Singh et al., 2019) Panel Bshows
that the auditordclient relationship lasts§rom 5 to 10 years for 41 percent of the firm
yearobservations, whereas 29 percefitm-yearshave an auditoBclient relationship
for more than 10 years. 52 percent of the sample firm observations show a partner
tenure of two years or less. Around 30 percent and 25 percent of fiyear
observations are audited by citfevel and nationatlevel industry specialist aditors,

respectively.

25 All continuous variables amginsorised atthe 1 per cent and the 99 per cent levels.

26 The percentage dhir valueadjustments tohe market value of equity is quite low becadai value
adjustments include both upward (positive) and downward (negative) adjustments, generating an average
of asmall value.
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Figure 4.1indicates the industry specialist audit firms ithe Australian real
estate sector in terms of the relative market share of investment properties audited.
Considering the experience of auditing Level 3 properties, Pw@®as the industry
expertuntil 2015 and in 2019, while EYs audit experience gaw gradually over time
and ranked highestin the years2016 to 2018. Unlikethe banking industry, where
previous studies report KPMG as the clear industry leader over the entire sample
years(e.g., Bratten et al., 2020; Kanagaretnam et al., 2009)do not find any single
audit firm industry expert.

Panel C presents Pearson correlation coefficients for both the continuous and
dichotomous variables. The modest bivariate correlations among independent
variables suggest a low potential for collinearity in the multivariateegression. The
VIF s of the independent variables confirm this.

Table 4.2 about here

Figure 4.1 about here

4.5.2 Tests diypothesis 1: The influenceanfditor tenure on the association between
return and fair value adjustments

Table 43 presents the results of thfair value adjustmentgreturn associaibn model
using firm tenure and partner tenure as interaction variables. Colun{fh) confirms a
significant positive association betweeRVA and RETURN at p<0.01, indicating that
investors positively price the reported adjustments. Colum(R) shows that the
coefficient of FT_MEDIUM xFVA is positive and significant ¢oefficient=0.279, t-
stat=2.478, indicating that the perceived quality ofair value adjustments is higher
for the mediumtenure auditor group (910 years) as compared tthe short-tenure
auditor group (04 years) However, the insignificant interaction ofFT_LONGxFVA

reveals that beyonda certain point (i.e., 10 years)firm tenure ceases to matter.
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Overall, results provide some evidence of a ndimear influence of audit firm tenure
on the perceived reporting quality ofair value adjustments.

Regarding audit partner tenure, results in the thirdolumn shows that the
coefficient of PT>2xFVA is significantly positive (coefficient=0.210, t-stat=2.264),
implying that investors evaluatefair value adjustments to be of higher quality after
two years of partner engagement relative to initial years of service. Consistent with
the @Gexpertis®argument, this implies that the longer the partner tenure, the greater
the clientspecific knowledge acquired, the more likely the auditor will detect and
reveal misstatements, and the higher the perceived information quality fafr value
adjustments.

The expanded model ircolumn (4) reports the results when both firm tenure
and partner tenure measures are included in the same model. The coefficierff\6A
and interaction terms FT_MEDIUMXxFVA and PT>2xFVA remain significantly
positive at p<0.05, confirming the previous results. | also observe that the coefficient
of FT_MEDIUM xFVA (0.251) is higher than the coefficient dPT>2xFVA (0.194),
indicating that audit firm tenure is considered more important to the quality dir
value adjustments than partner teare.

Overall, the findings suggest that the differences in the duration of audit firm
tenure and partner tenure moderate thair value adjustment®return association and
that the moderating role of audit firm tenure is more prominent than audit partner
tenure.

Table 4.3 about here
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4.5.3 Tests diiypothesis 2: The influence of auditor industry specialisation on the
association between return and fair value adjustments
In Table 44, | examine whether the information quality offair value adjustments
differs depending on the engagement of industgxpert auditors. | find that the
coefficients of FVA remain significantly positive at p<0.01 across all the regression
specifications, suggesting value relevancefair value adjustments However, neither
the coefficient of the city-level measure of specialist auditer(C_FVSKFVA) in
column (1) nor the coefficient of the national-level measure of specialist auditors
(N_FVSPFVA) in column (2) are statistically significant. Industry expertise at the
partner level P_ISP<FVA) in column (3) also does not exhibit any significant
influence across the modelsThis implies noincremental valuation implicationson
fair value adjustmentsfor engaging industry leaders in a real estate setting, which is
consistent with theOg.

Further, column (5) reports the results with all the measures of auditéeiir
value expertise The results are qubt atively similar to those of the earlier test results.

Table 4.4 about here

4.5.4 Robustneshecks

Analysis of sulsampledased on auditor tenure

To test the robustness of the resultisestimate the regression of stock returns ¢iVA,
i.e., model (4.1), for the subsamples.| test the moderating role of auditor tenure by
examining the differences in thecVAGRETURN association for subsamples of (i)
shortterm, medium-term and longterm audit firm tenure; and (ii) above median and
less than or equal to industry median partnégenure. Because the audit firm of each

firm is sticky over the years and desnot change much each year, the residuals of
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each firm may be correlated over the years. To correct for the correlated residuals, |
estimatemodel (4.1) using standard errors clustered by firms.

Table 45 shows the results of regression for the ssamples with different
ranges for the tenure of adit firms and signing partners. Regarding audit firm tenure,
while the FVAGRETURN association is not significant forthe short-tenure auditor
group (Column 1), I find a significant association ap<0.01 for both medium-tenure
(FVA= 0.464, t-stat=2.985 (Column 2) and longtenure FVA=0.894, t-stat=3.737)
(Column 3) subsamples. Regarding audit partners, | find thdair value adjustments
arevalue relevant beyondwo years of tenure FVA=0.304, t-stat=2.472) (Column 4)
and does not show atatistically significant association withRETURN for the below
median tenure group Column 5).

Overall, robustnessanalysis results based on stsamples are consistent with
the previously reported results and indicate that auditofair value expertise
developed over the years of engagement matters in investwauations of fair value
adjustments.

Table 4.5 about here

Two-stage regression controlling for-seléction bias

Prior research(Chaney et al., 2004; Lawrence et al., 201%uggests that the choice of
an audit firm is endogenous, i.e., certain firm characteristics might motivate real
estate firmsto seltselect their auditors and vice versa. For instance, real estate firms
with high-quality fair value reporting may systematally choose industryexpert
auditors, and industryexpert auditors may likewise prefer to engage with firms
exercising highquality reporting practices. Studies also show that the choice of
auditor tenure is subject to sekelection biagLi, 2010; Read& Yezegel, 2016) For
instance, firms with lower reporting quality may dismiss audit firms more often, or

auditors may be inclined to resign from engagements when they perceive that the risk
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of litigation against them is high. Although | control for variots characteristics
related to such risks, there might be other factors that bias the resutsch are not
captured bythe models.

To control for possible endogeneity, | useHeckmand §1979) two-step
estimation procedure which generates consistent estimaein the presence of
attrition by eliminating the bias that could arise from omitted variables when the
sample is not random(Lennox et al., 2012) In the first stage, | obtain consistent
estimates from a probit regression that evaluates whether audit firtenure
(AUDITOR_TENURE) is related to certain firm characteristicanfodel (4.4)). Table
4.6 column (1) reports the firststage regression results. From the results of this first
stage regression, | calculate an inversnills ratio (IMR) and subsequently include
this ratio in the secad stage regression to control sedkelection bias. A significant
value for the coefficient onIMR in the second stage would indicate an endogeneity
issue.

Since previous studies specifically do not suggest an auditor tenure model for
real estate firms, | estimate the following probit model in the first stage.g.,Li, 2010;

Singh et al., 2019)

AUDITOR_TENURE = "QROA LIQUIDITY CFO AUD_FEE BIG4 VOLAT MTB SIZE LOSS

GEARING BDSIZE INDDIR CEODUAL CEO_FYear fixed effects (4.4)

Here, AUDITOR_TENURE s coded asl for the medium or long audit firm
tenure group in comparison with shortenure group (coded a); ROAIs returns on
as®ts, measured as net income atdeflated by beginning total asset]QUIDITY is
the current ratio, calculated ascurrent assets divided by current liabilities at CFOis
operating cash flows divided by beginning total assetdUD_FEE is the natural

logarithm of the total remuneration of the auditor BIG4is an indicator variable that
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takes a value of 1 if the auditor i®ne of theBig 4, and 0 otherwise Other variables
as defined previously.

Table 46 reports the results from the second stage regressions, includM&
as an additional control. | find that the coefficient onIMR is not significant,
suggesting that selfelection bias doesat pose a problem in this study. As presented
in Table 4.6, the coefficient offFT_MEDIUM xFVA and PT>2xFVA is positive and
significant at p<0.05. Together, these results are consistent with those previously
reported, even after controlling for potential sékelection bias.

Table 4.6 about here

Alternative measure of audit firm industry specialisation

One of the shortcomings of auditor industry specialisation studies is that the results
are highly sensitive to the measuressed because different measures can result in
different rankings of auditor expertise(AudoussetCoulier et al., 2016) To test
whether the results hold across other specialisation measures, | apghyaudit fee-
based measurg, i.e., audit firmsofees duing a year from the industry relative to that
industryé total feeqWang et al., 2017) The selection is motivated by the findings of
the AudoussetCoulier et al.d $2016) study, where the authors in examining the
validity of different measures suggest that researchers should prioritise audit fee
based measured. re-run model (4.3), including C HIGHFEE and N_HIGHFEE as
interaction variables.C_HIGHFEE is an indicator variable that takes a value of 1 if a
real estateyrm hires the topranked auditor within a city industry market in termsof
market share based on audit fees, and 0 otherwise; addHIGHFEE is an indicator

variable that takes a value of 1 if eeal estateyrm hires the topranked auditor within

27 Audit feebased measusgypically lead tatheselection of the largest players on the market theBig

4) as specialists, while tleeasure based on thember of clierg allows identifying some smaller auditors
as specialists. Hence, | also rank audit firms based amutinéer of clientsHowever, for my samplehe
measure based on thember of clierg generates the same ranking as the audibésed measure.
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the national industry market in termsof market share based on audit fees, and 0
otherwise.

Figure 42 plots the relative market share of audit fees and identifies KPMG
astheindustry leaderuntil 2014 and in 2019 irthe Australian real estate sector, while
PwC was the expert during this period on the tasspecific measure. | further observe
that KPMG & relative audit fee share reached its peak in 2009 and experienced a
gradual decline since thenP w C duslit fee remainedrelatively steadyat the average
level, with some fluctuations and it was the industry specialist for 2015. E% market
share of audit feesncrease slowly and ranked top in 201632018. Table 4.7 shows
the regression resultgConsistent with previous results, | find no significant influence
of C_HIGHFEEand N_HIGHFEE on the FVAGRETURN association.

Figure 4.2 about here

Table 4.7 about here

Analysis excluding financial crisis period

To test whether the volatility in capital markets duringhe 2008 GFC is influencing
the results, | rerun model (4.2) after excluding 2008 firmyear observations.Table
4.8 shows that the results are consistent with those reportedTiable 43. Therefore,
the market volatility of 2008 does not change #findings.

Table 4.8 about here

4.5.5 Additionalanalysis

Moderating role of audit firm rotation and partner rotation

Chi and Huang (2005)argue that thedearning experiencéwithin an audit firm might
not be influenced by the change of audit partner as the cliesgecific information is
transmitted betweerauditors, buta change in audit firm effectively ends the learning

experience due to the nottransmission of knowledge. Tis suggests that change in
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audit partner may have no significant influence on the quality ofair value
adjustments if the audit firm remains the same. To examine this, | includ€r@wPT
and WFTwPT in model (4.1) as interaction variables, wher€TwPT is an indicator
variable that takes a value of 1 if there is a rotation of the signing partner with no
change in audit firm, and O otherwise(FTwPT is an indicator variable that takes a
value of 1 if there & a rotation of both the signing partner and audit firm, and 0
otherwise; andFTPT is an indicator variable that takes a value of 1 if neither the
signing partner nor the audit firm changes, and O otherwis&able 49 presents the
results. | find that while FToPT negativelymoderateFVASRETURN association the
interaction term FTWPTXFVA is not significant. This meansaudit partner rotation
has a significant negative influence on the perception d¢dir value adjustments

quality, indicating that auditor fair value expertise athe partnerlevel matters.

Table 4.9 about here

Influence of auditor tenure on the percerepdrting quality of unrealised gains

In the main analysis, this study uses both upward and downward adjustments
recognised for investment propertiesThe reporting of unrealised gainss more
frequent i.e., around 70 per centof adjustments to investment properties in this
sample are upwardand are of greater concern to investors and auditors. Scholars
such as Burgstahler and Dichev (1997)provide evidence that managers use
accounting discretion to avoid small earnings declines. Managers of publicly listed
firms haveincentives to report a pattern of increasing earning¢Beatty et al., 2002)
because of the stock price penalties for falling short of prior earnin@arth et al.,
1999) Using Australian data,He et al. (2020)document thatmanager&report larger
unrealised agricultural gainswhen they fail to meetearningstarget The monitoring

role of the auditor and theirfair value expertise is perhaps more important to assure
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the reliability of unrealised gains on investmenproperties Thus, | run the model
(4.5) to examine whether auditorfair value expertise obtained through engagement
tenure mitigatesthe faithful representation concerns associated with unrealised gains.
YOYYY¥G +1 0'YO 00001 o) 'O-1 "Ogy0d 061 "OY 000V
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I 0 OU0W+ Year fixed effects (4.5)
The regression results are reported rable 410. In column (1), the coefficient
of FV_GAIN is significantly positive at p<0.10, consistent with prior findings that
investors perceive unrealised gains as informative. tolumn (2), the coefficients of
FT_MEDIUMXFV_GAIN (coefficient=0.620, t-stat=2.088) and FT_LONGx
FV_GAIN (coefficient=0.798 t-stat=1.792) are positive and significant, indicating
that the market valuation of unrealised gains is higher for botthe medium-tenure
and longtenure auditor grougs relative to the shorttenure auditor group. In the
primary analysis, the longeitenure auditor had no significant influence on the
perceived reporting quality ofair value adjustments.However, focusing onfair value
gains show that the expertise benefitrising from audit firm tenure continues in the
later years. Further, confirmingthe incremental influence of partner tenurepn
column (3), | find that the coefficient of PT>2xFV_GAIN (coefficient=1.076 t-stat
=4.117) is significant and positive.

Table 4.10 about here

Influence of engagiregBig 4 auditor
A large body of empirical research supports the notion that By audit firms are
linked to superior financial reporting outcomes. Clients of Big audit firms exhibit

higher earnings quality(Becker et al., 1998; Francis et al., 1999ss likelihood of
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subsequently issuing an accounting restatemegishleman & Guo, 2014)and a lower
probability of fraudulent reporting (Lennox & Pittman, 2010) relative to the clients
of non-Big 4 audit firms. The base argument is that larger auditors have larger client
portfolios and higher incentives to protect their brand name reputation than smaller
auditor firms (DeAngelo, 1981) The larger size andyreaterresources enable Big
auditors to invest in highquality training and audit technology, resulting in better
trained auditors(Albersmann & Quick, 2020; Boone et al., 2010)

However, more recentstudies cast doubt on the superiority of Big 4 auditors
based on the argument that a fin@® choice of an auditor is endogenol’ Using a
propensity-score matching model to match each neBig 4 client with a Big 4 client,
Lawrence et al. (2011show that clients of Big 4 auditors do not exhibit higher audit
quality than clients of nonBig 4 auditors. In a similar vein,Boone et al.(2010)find
that there is little difference in actual audit qualitypetweenBig 4 and midHtier audit
firm clients.

Only a few studies consider the moderating role of B#jin the context offair
value estimates(e.g., Lee & Park, 2013) Kanagaretnam et al (2009)ynd that the
market valuation of discretionary loan loss provisiosis greater for banks audited by
Big 4 auditors and industry specialist auditors. However, once the auditor type and
industry experts are separateout, only industry expertise has significant impact on
thediscretionary loan lossThis means the reason that possibly drives the incremental
influence of Big 4 auditos on fair value reporting quality is that the industry experts
typically comefrom the Big 4 group.

In this study, | argue that, inthe Australian real estate settingthe mere

involvement of Big 4 auditors may not be a sufficient indicator ofthe high-quality

28 That is firms with better performance and higher quality earnings are more likely to choose Big 4
auditors. Similarly, Big 4 auditors will prefer less risky clients with higher earnings quality.
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reporting of fair value information from an investor®point of view for at least three
reasons. First, more than 75 per cent of Australian real estate firms are audited by the
Big 4 auditors, implying that engaginga Big 4 auditor is less likely to generate
competitive advantage. Secondthe audit inspection report of 2019 byhe ASIC
revealsfailure by the Big 4 audit firms to perform sufficient verification in support of
their opinionsaround the key audit areagASIC, 2019), raising questions around the
quality of their services in the verification of critical accounting estimates. This is
consistent with the findings byGriffith et al. (2015) that Big 6 auditors relyoverly on
the assumptions and test models generated by nagers and often fail to adequately
test the assumptions and data of the estimation modelThird, the governance
mechanism of real estate firms in Australia is quite strong and transparent
(Sustainalytics, 2020)easing the reliance of investors on Big 4udit firms.

In Table 411, | examine the moderating role of Bigt auditors on the market
valuation of fair value adjustments. | find that the coefficient oBig 4&FVA is positive
but not significantat p<0.10. This is consistent with the argument thathe market
perceives no difference in the information content and quality ofair value
adjustmentsfor real estate firms audited by Big 4 auditors relative to the firms audited
by non-Big 4 auditors.

Table 4.11 about here

4.6 Conclusion

Motivated by the continued concerns around the subjectivity of Levelfair values,

numerous deficiencies in its audit process and dowbbver the perceived superior
quality of fair value disclosures audited by Big} auditors, this study investigates
whether auditorsd fair value expertise plag a key role in moderating investorg

evaluations of fair value reporting quality. | posit that auditors develop fair value
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expertise over the length of their engagement tenure with the client and/or through
industry spedalisation, and such expertise can contribute towards enhanced
information quality of fair value reporting. | examine this using a sample of
Australian real estate firms. Thdair value expertise variables are constructed using
data at the firm level and he partner level.

The results provide an indication that the relation between audit firm tenure
and perceived reporting quality offair value adjustments can be notlinear, (e.g.,
Boone et al., 2008; Hohenfels, 2016%pecifically, the finding that the valie relevance
of fair value adjustments is increases during the migkears (5 to 10 years) relative to
the initial years andis not affected significantly beyond 10 years of firm tenure
suggests that al0-year limitation imposed by EU regulation for EU companies
probably has practical value and is well accepted fromhe investors viewpoint.
However, focusing on upwardfair value adjustments, | find a positive influence of
both medium and long tenure on investo®evaluations, suggesting that audit firm
tenure is beneficial in settings where faithful representation concearemore severe,
and clientspecific knowledge is ohigh importance. This is also consistent with the
@expertis@notion that investors value auditor experiere and familiarity with firm -
specific issues, and the longeenure effect is more prominentor more questionable
upward fair value adjustments.

At the partner level, | find that the value relevance dair value adjustments
is significantly higher aftertwo years of audit partner appointment. Consistent with
the expertise argument, this indicates that investors probably relate skHertured
partnersto higher dependence on manageisstimates and lower ability to verify the
reasonableness dhir value assimptions, and that the market valuation ofair value

adjustments increases as partnéexpertise grows with experience.
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Theoretically, superiorindustry-specific knowledge seems critical for auditing
Level 3 properties in a real estate setting. Yet, | do not find evidence supporting
incremental valuation implications for engaging industry experts. | considerdustry-
specific fair value expertise at both the firm level (i.e., city market and national
market) andthe partner level. None of the measures showsignificant influence on
the market valuation offair value adjustments. The lack of results might be due to
several reasons. First, the majay of the prior studies (Bratten et al., 2020;
Kanagaretnam et al., 2009)hat report higher informativeness ofair value amounts
as a result of engaging industry experts use the financial institution context, which is
highly regulated, and involvesthe auditing of complex transactions and reporting
rules in a dynamic regulatory environment(PwC, 2013) Due to the higher
complexity, the demand for specialised auditors might be greater the financial
sector than in any other secto(Bratten et al., 2019) Second, unlike the banking
industry, where previous studies report KPMG as the clear industry leader ot
the sample yeargBratten et al., 2020; Kanagaretnam et al., 2009 the real estate
setting | could not identify a single audit firm as an idustry expert. The three biggest
audit firms are so close in terms of audit fee shares, the number of clients and
proportion of Level 3 properties audited that the separation of industry experts can
be problematic from an investas perspective. Third, sine auditors rely on valuation
specialist®work (Glover et al., 2019) the quality of fair value measurements can be
completely determined by the work of these specialists and the expertise at the
national or at the office level may not make a significardbservable difference in the
quality of fair value reporting (Ahn et al., 2020)

Overall, | provide evidence thatfair value expertise developed through
sustained engagements with clients over time is crucial in retaining investor

confidence in complex acounting estimates,even thoughthe firm makes detailed
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disclosures or involves external valuers in the asset valuation. Findings are robust
after controlling for selfselection bias. This study is one of the few examining the role
of both audit firm and audit partner fair value expertise in ensuring the reporting
qguality of Level 3 fair value estimates in real estate sector. Givevlergauwe and
Gaeremyncld $2018) finding that investors do not use additional measurement
related fair value disclosures for investment properties, | suggest that investors
perceptiors of the quality of fair value adjustments might be driven by the audit@r s
fair value expertise. Thus, the finthgs highlight the role of auditor expertise in
mitigating faithful representation concerns associated wittair value estimates and
are relevantfor policymakers worldwide.

However, the results are subject to the following limitations, suggesting a need
for future research. First, specialisation is an unobservable construct, so the archival
measures used in this study may not fully capture audit@isdustry knowledge and
experience. Second, | collected data on audit firm tenure since 1998, i.e., if anyhaf
sample firms appointed the auditors before 1998, | have not been able to take that
tenure into account. But this might be a possible case for only 10 firms in this sample,
as only 14 firms of the sample were listed before 1998ur of which show audior
change after 1998 but before 2007, making it possible to track the actual audit firm
tenure since 2007. Third, the study only addresses investors as financial statement
users. It would be worthwhile for future research to focus on other stakeholdergh
ascreditors or financial analysts. Finally, the results are based on an Australian real
estate sample and might only be valid for this single industry and its regulatory

environment.
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Chapter 4 Tables

Table 4.1: Sampleselectionprocess

Number of firms Percentgeof firms

Less Remaining Less Remaining

(%) (%)
ASX-listed real estate firms in Thomson Reuters 78 100%
Eikon as of 16 June 2019
Excluding the firms:
That did not adopt therecognition regime 4 74 5% 95%
during the sample period
With no investment property assets from 2007 20 54 26% 69%
to 2019
Final sample
Firms 54 69%
Firm-years (for 2007 to 2019) 444
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Table 4.2: Descriptive Statistics

Panel A: Continuous variables

Variables N Mean SD Min 25th 50th 75th Max
RETURN 444  0.091 0.299 -0.034 -3.449 0.111 0.245 1.107
NI 444  0.033 0.274 -1.327 0.010 0.058 0.083 1.614
NI 444 -0.032 0.527 -3.807 -0.026 0.001 0.035 1.831
FVA 444 -0.003 0.279 -1.761 -0.001 0.028 0.070 0.664
VOLAT 444  0.073 0.076 0 0.034 0.049 0.073 0.445
MTB 444 1344 1691 -0.142 0.810 1.030 1.276 12.558
SIZE 444 19.904 2.178 11.149 18.875 20.084 21.281 25.235
GEARING 444 0.328 0.182 0.000 0.223 0.309 0.432 1.041
INDEX 444  0.095 0.043 -0.023 0.092 0.103 0.118 0.166
BDSIZE 444 1.749 0350 0.693 1609 1.792 2.079 2.565
INDDIR 444 0558 0.243 0.000 0.414 0.600 0.750 1
Firm Tenure 444  8.056  5.045 1 4 7 11 22
Partner Tenure 444  2.671 1.447 0 1 2 4 7
Panel B: Dichotomous variables
Variables Yes=1 No=0
N n % n %
FT_SHORT 444 132 30% 312 70%
FT_MEDIUM 444 183 41% 261 59%
FT_LONG 444 129 29% 315 71%
PTO 2 444 230 52% 214 48%
PT>2 444 214 48% 230 52%
C_FVSP 444 133 30% 311 70%
N_FVSP 444 104 23% 340 7%
C_HIGHFEE 444 145 33% 299 67%
N_ HIGHFEE 444 122 27% 322 73%
P_ISP 444 114 26% 330 74%
LOSS 444 77 17% 367 83%
CEODUAL 444 42 9% 402 91%
CEO_FY 444 42 9% 402 91%
BIG4 444 337 76% 107 24%
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Figure 4.1: Industry specialist auditorsoy Level 3 investment properties audited by

year

Industry Specialist Auditors, by Investment Properties Audited
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Panel C: Pearsoncorrelation

Variables o @ 6 @ G (6) () (8 (O (10 @11) (12) @13 (14 @15 (16) (17) (18) (19) (20)
(1) RETURN 1

() NI 0.18* 1

(3)uNI 0.09 0.29* 1

(4) FVA 0.23* -0.04 0.08 1.00

(5) VOLAT -0.12* -0.21* 0.04 -0.17* 1

(6) MTB 0.0l -004 001 0.15* -0.07 1

(7) SIZE 0.04 0.03 0.18* 0.26* -0.381* 0.14* 1

(8) LOSS -0.29* -0.36* -0.21* -0.40+ 0.17* -0.05 -0.30* 1

(9) GEARING -0.11* -0.20* -0.04 -0.10+ 0.30* 0.13* -0.39* -0.29* 1

(10) INDEX 0.35* 0.11* 0.08 0.24* -0.20+ 0.09 004 -0.31* -0.05 1

(11) BDSIZE 0.05 0.04 0.12* 0.22* -0.29* 0.05 0.72* -0.27* -0.40* -0.06 1

(12) INDDIR 0.07 -0.15* 0.01 -002 -0.09 0.05 0.44* -0.09 -0.07 -0.01 0.31* 1

(13) CEODUAL  -0.10% -0.14* -0.12* -0.18* 0.28* -0.06 -0.38* 0.24* 0.20* -0.04 -0.35* -0.28* 1

(14) CEO_FY -0.12* -0.12* 001 -008 004 -0.07 -0.02 0.14* 004 -0.08 -0.05 0.03 0.00 1

(15) FT_MEDIUM 0.06 -0.04 0.00 0.09 007 001 -008 005 006 007 -005 -0.03 007 0.06 1

(16) FT_LONG 0.04 003 003 006 -0.09 -0.10+ 0.28* -0.20*+ -0.23* 0.00 0.26* 0.09 -0.12* 0.0 -0.54* 1

(17)PT>2 0.04 -0.05 -0.00 -0.02 -0.02 -009 0.03 -002 -0.07 007 003 005 -0.00 -0.04 002 0.11* 1

(18)C_FVSP 01 00 00 00 -01 -0.09% 031* -0.10+ -0.10* -0.08 0.26* 0.11* -0.21* 0.09 -0.05 0.12* -0.05 1

(19) N_FVSP 001 000 000 002 -0.06 003 029% -0.10* -0.13* 0.00 0.20* 0.17* -0.18* 0.09* -0.07 0.13* -0.05 0.57* 1

(20) P_ISP 0.05 0.01 0.02 003 -0.09%* -005 0.14* -0.09 -0.04 0.07 -0.00 0.17* -0.14* 0.11* 0.06 003 -0.07 008 0.11* 1
VIF 161 125 146 197 124 345 189 149 847 256 145 135 1.09 154 1.74 110 181 1.85 1.18

Note: * represents significance level at <0.05. Variables are defined in Appendix A.
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Table 4.3: Impact of audit firm tenure and audit partner tenure on the market

valuation of fair value adjustments

@) @) @®) 0)
DEP=RETURN Pred. Full Sample  Firm Tenure Partner Tenure  Expanded
(t-sta) (t-sta) (t-stat) (t-stat)
Intercept 0.470** 0.405** 0.519*** 0.451**
(2.563) (2.187) (2.817) (2.419)
NI 0.105* 0.106* 0.102* 0.101*
(1.908) (1.918) (1.857) (1.831)
NI 0.011 -0.006 0.001 -0.015
(0.425) (-0.218) (0.022) (-0.554)
FVA + 0.177%** 0.094 0.051 -0.017
(3.435) (1.568) (0.682) (-0.212)
FT_MEDIUM 0.027 0.028
(0.903) (0.948)
FT_MEDIUMx FVA +/ - 0.279** 0.251**
(2.478) (2.221)
FT_LONG 0.011 0.010
(0.302) (0.285)
FT_LONGx FVA + - 0.297 0.328
(1.254) (1.384)
PT>2 -0.008 -0.009
(-0.335) (-0.373)
PT>2 x FVA +/ - 0.210** 0.194**
(2.264) (2.075)
VOLAT -0.266 -0.316 -0.263 -0.310
(-1.203) (-1.426) (-1.198) (-1.405)
MTB 0.001 0.000 0.001 0.001
(0.089) (0.022) (0.178) (0.116)
SIZE -0.024** -0.020** -0.028*** -0.023**
(-2.558) (-2.054) (-2.924) (-2.389)
LOSS -0.134%**=* -0.120*** -0.142%* -0.130%**
(-3.159) (-2.790) (-3.356) (-3.004)
GEARING -0.119 -0.127 -0.127 -0.135*
(-1.487) (-1.587) (-1.601) (-1.696)
INDEX 1.366* 1.251 1.488* 1.374*
(1.713) (1.552) (1.860) (1.699)
BDSIZE 0.017 0.010 0.031 0.023
(0.318) (0.182) (0.582) (0.422)
INDDIR 0.150** 0.128** 0.148** 0.127**
(2.560) (2.150) (2.531) (2.144)
CEODUAL 0.002 -0.022 -0.006 -0.028
(0.048) (-0.455) (-0.134) (-0.589)
CEO_FY -0.061 -0.059 -0.062 -0.061
(-1.455) (-1.404) (-1.483) (-1.449)
Year fixed effects Yes Yes Yes Yes
N 444 444 444 444
Adjusted'Y 0.287 0.293 0.293 0.297
F-stat 8.432 7.546 8.045 7.232

Note: Column (1) reflectsmodel (4.1). Column (2) includes the interaction terms for firm tenureand Column (3) includes the
interaction terms for partner tenureColumn (4) reflectsmodel (4.2). *, ** and *** represent significance levels of 0.10, 0.05
and 0.01, respectively (twdailed). Variables are defined in Appendix A.
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Table 4.4. Regression estimates on the association between returns &aid value

adjustments conditionedon the industry-specific expertise andhe tenure of auditor

Industry Specialisation %)

Tenure &

DEP=RETURN pred. (D) (2) ) (4) Industry

City National Partner  Expanded Specialisation

(t-stat) (t-stat) (t-stat) (t-stat) (t-stat)

Intercept 0.421* 0.466** 0.458** 0.426** 0.404**
(2.271) (2.507) (2.493) (2.282) (2.139)

NI 0.101* 0.103* 0.102* 0.098* 0.096*
(1.832) (1.876) (1.849) (1.783) (1.741)

NI 0.009 0.010 0.007 0.008 -0.015
(0.362) (0.378) (0.285) (0.327) (-0.553)

FVA 0.172%** 0.174%** 0.166*** 0.167*** -0.020
(3.288) (3.339) (3.173) (3.169) (-0.243)

C_FVSP -0.048* -0.057 -0.064*
(-1.651) (-1.595) (-1.778)

C_FVSKFVA + - -0.023 -0.117 -0.053
(-0.125) (-0.352) (-0.160)

N_FVSP -0.003 0.030 0.034
(-0.114) (0.803) (0.908)

N_FVSPFVA + - 0.048 0.008 -0.014
(0.234) (0.021) (-0.038)

P_ISP 0.009 0.007 0.016
(0.297) (0.233) (0.547)

P_ISPFVA +/ - 0.196 0.216 0.001
(1.134) (1.053) (0.004)

FT_MEDIUM 0.027
(0.905)

FT_MEDIUM xFVA + - 0.269**
(2.207)

FT_LONG 0.009
(0.241)

FT_LONGxFVA + - 0.358
(1.342)

PT>2 -0.008
(-0.327)

PT>2xFVA + - 0.189**
(2.004)

VOLAT -0.266 -0.262 -0.270 -0.292 -0.333
(-1.205) (-1.180) (-1.223) (-1.315) (-1.497)

MTB -0.001 0.001 0.001 -0.002 -0.001
(-0.134) (0.081) (0.105) (-0.204) (-0.160)

SIZE -0.021** -0.024** -0.024** -0.022** -0.022**
(-2.155) (-2.459) (-2.504) (-2.253) (-2.137)
LOSS -0.139***  -0.134**  -0.129**  -0.133*** -0.133***
(-3.283) (-3.152) (-3.032) (-3.102) (-3.037)

GEARING -0.111 -0.119 -0.117 -0.101 -0.123
(-1.392) (-1.493) (-1.460) (-1.252) (-1.513)

INDEX 1.384* 1.353* 1.414* 1.475* 1.448*
(1.729) (1.690) (1.764) (1.827) (1.762)

BDSIZE 0.018 0.017 0.018 0.022 0.031
(0.340) (0.314) (0.334) (0.412) (0.564)

INDDIR 0.143** 0.150** 0.147** 0.139** 0.112*
(2.422) (2.538) (2.490) (2.330) (1.857)

CEODUAL -0.007 0.001 0.007 0.001 -0.035
(-0.150) (0.025) (0.149) (0.018) (-0.704)

CEO_FY -0.055 -0.061 -0.066 -0.063 -0.060
(-1.301) (-1.426) (-1.553) (-1.480) (-1.392)
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Year fixeeffects Yes Yes Yes Yes Yes

N 444 444 444 444 444
Adjusted’Y 0.288 0.284 0.286 0.285 0.294
F-stat 7.908 7.750 7.826 6.894 6.117

Note: Column (1) and (2) include interaction terms for industry specialist audit firms athe city level and national leve]
respectively.Column (3) addsan interaction term for audit partner industry specialisationColumn (4) presents the expanded
version reflectingmodel (4.3). Column (4) includes both auditor tenure and industry specialisation measures. *, ** and ***
represent significance levels of 0.10, 0.05 and 0.01, respectively ¢taited). Variables are defined in Appendix A.
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Table 4.5: Additional analysis based on sulsamples: Role of audit firm tenure and

audit partner tenure

Firm tenure Partner tenure
DEP=RETURN 1) 2) (3) 4) (5)
FTOA4 4<FTO1 FT>11 PTO2 PT>2
(t-stat) (t-stat) (t-stat) (t-stat) (t-stat)
Intercept -0.036 0.782* -0.297 0.483 0.590**
(-0.107) (2.002) (-0.869) (1.566) (2.575)
NI 0.067 0.336*** 0.809* 0.047 0.177
(0.444) (3.066) (2.021) (0.483) (1.291)
aNI -0.020 0.060 -0.376** 0.112* -0.109
(-0.167) (1.025) (-2.622) (1.753) (-1.316)
FVA 0.098 0.464*** 0.894*** 0.126 0.304**
(1.460) (2.985) (3.737) (1.203) (2.472)
VOLAT -0.473 0.076 0.419 -0.185 -0.329
(-0.956) (0.173) (0.646) (-0.645) (-0.579)
MTB -0.006 0.002 -0.007 0.003 -0.001
(-0.510) (0.287) (-0.064) (0.420) (-0.070)
SIZE 0.001 -0.038 0.008 -0.021 -0.035**
(0.046) (-1.519) (0.655) (-1.439) (-2.288)
LOSS -0.073 -0.083 0.261 -0.087 -0.197**
(-0.875) (-1.059) (0.798) (-1.211) (-2.647)
GEARING 0.203 -0.238* 0.003 -0.166 -0.048
(1.541) (-1.968) (0.018) (-1.354) (-0.464)
INDEX 2.264* 0.158 2.601 1.566* 0.490
(2.707) (0.207) (0.858) (1.769) (0.687)
BDSIZE -0.121 0.103 0.013 -0.009 0.065
(-1.176) (1.029) (0.186) (-0.137) (0.827)
INDDIR 0.138 0.071 0.017 0.116 0.223***
(1.055) (2.151) (0.186) (1.594) (2.906)
CEODUAL -0.025 -0.068 -0.061 0.005 0.021
(-0.161) (-1.094) (-0.725) (0.043) (0.235)
CEO_FY -0.190* -0.015 0.018 -0.119* -0.009
(-1.904) (-0.335) (0.198) (-1.770) (-0.161)
Year fixed effects Yes Yes Yes Yes Yes
N 132 204 108 230 214
Adjusted"Y 0.191 0.428 0.238 0.273 0.337

Note: Table 4.5 reports theegression results for the subamples of shortColumn 1), medium (Column 2), and long (Column

3) tenured audit firms and belowmedian (Column 4) and abovemedian (Column 5) tenure of audit partners separately, based
on model (4.1). To correct for the correlated residuals, standard errors are clustered by firms. *, ** and *** represent significance
levels of 0.10, 0.05 and 0.0Xespectively (twotailed). Variables are defined in Appendix A.
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Table 4.6: Heckmantwo-stage regressions controlling for seffelection of auditors

First stage Second stage
Variables DEP=AUDITOR_TENURE DEP=RETURN
(t-stat) (t-stat)
Intercept -2.922%** 0.304
(-2.833) (1.262)
ROA -0.120
(-0.132)
LIQUIDITY 0.018
(0.551)
CFO 0.407
(0.588)
AUD_FEE 0.128*
(1.957)
BIG4 -0.213
(-1.114)
NI 0.100*
(1.816)
NI -0.014
(-0.541)
FVA 0.171**
(2.355)
FT_MEDIUM 0.030
(1.014)
FT_MEDIUMxFVA 0.256**
(2.263)
FT_LONG 0.014
(0.382)
FT_LONGxFVA 0.324
(1.368)
PT>2 -0.008
(0.313)
PT>2xFVA 0.190**
(2.026)
VOLAT 1.943* -0.184
(1.920) (-0.701)
MTB -0.081** -0.004
(-2.119) (-0.398)
SIZE 0.034 -0.020*
(0.548) (-1.817)
LOSS -0.385 -0.147x**
(-1.613) (-3.102)
GEARING -0.450 -0.165*
(-1.073) (-1.906)
INDEX 0.979
(1.061)
BDSIZE 0.607** 0.057
(2.142) (0.861)
INDDIR -0.135 0.116*
(-0.425) (1.930)
CEODUAL 0.168 -0.017
(0.630) (-0.347)
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CEO_FY 0.263 -0.047

(1.110) (-1.038)
IMR 0.107
(0.890)
Year fixed effects Yes Yes
N 444 444
Adjusted Y 0.296
F-stat 7.021

Note: Table 4.5 reports theesults for Heckman twestage regression. First stage results are reported in Column (1) and second
stage results are reported in Columns (2). *, ** and *** represent significance levels of 0.10, 0.05 and 0.01, respectivaly (
tailed). Variables are defied in Appendix A.

Figure 4.2: Industry specialist auditordoy market share of audit fees by year

Industry Specialist Auditors, by Audit Fee Share

0.7

0.6
]
= 0.5
=
=}
©
s 0.4
o /
] —
% 0.3 \ —— —
6 /\ / “~
=< \
[
< 0.2

0.1

0

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
Year
= KPMG ———PWC EY DTT Non-Big 4

154



Table 4.7: Alternative measure of audit firm industry specialisation

(1) (2)
DEP=RETURN City National
(t-stat) (t-stat)
Intercept 0.436** 0.451**
(2.313) (2.435)
NI 0.103* 0.090
(1.778) (1.586)
NI 0.010 -0.000
(0.392) (-0.015)
FVA 0.1871*** 0.206***
(3.354) (3.796)
C_HIGHFEE -0.025
(-0.915)
C_HIGHFEEx FVA -0.033
(-0.276)
N_HIGHFEE -0.047*
(-1.680)
N_HIGHFEE x FVA -0.193
(-1.618)
VOLAT -0.260 -0.266
(-1.176) (-1.206)
MTB 0.002 0.003
(0.216) (0.344)
SIZE -0.022** -0.024**
(-2.237) -2.499
LOSS -0.130*** -0.140%**
(-2.993) (-3.254)
GEARING -0.117 -0.119
(-1.455) (-1.487)
INDEX 1.379* 1.419*
(1.726) (1.786)
BDSIZE 0.013 0.024
(0.245) (0.452)
INDDIR 0.151** 0.157***
(2.563) (2.682)
CEODUAL 0.000 -0.004
(0.006) (-0.095)
CEO_FY -0.060 -0.049
(-1.410) (-1.158)
Yearfixed effects Yes Yes
N 444 444
AdjustedY 0.285 0.293
F-stat 7.798 8.057

Note: Table 4.7 reports the results for the audit fdgased (alternative) measure of audit firm industry specialisation at city level
(Column 1) and at national level Column 2). *, ** and *** represent significance levels of 0.10, 0.05 and 0.01, respectively
(two-tailed). Variables are defined in Appendix A.
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Table 4.8: Analysis excluding 2008 financial crisis period

1) (2)
DEP=RETURN Firm Tenure Partner Tenure
(t-stat) (t-stat)
Intercept 0.482*** 0.580***
(2.687) (3.256)
NI 0.107** 0.106**
(2.018) (2.022)
NI 0.039 0.046*
(1.453) (1.782)
FVA 0.034 -0.035
(0.563) (-0.436)
wFVA 0.219*** 0.254x**
(3.559) (4.134)
FT_MEDIUM 0.035
(1.200)
FT_MEDIUM xFVA 0.198*
(1.853)
FT_LONG 0.012
(0.366)
FT_LONGxFVA 0.194
(0.861)
PT>2 -0.011
(-0.453)
PT>2 xFVA 0.193*
(2.161)
VOLAT -0.580** -0.548**
(-2.382) (-2.270)
MTB 0.005 0.006
(0.654) (0.779)
SIZE -0.020** -0.026***
(-2.115) (-2.851)
LOSS -0.147%** -0.162***
(-3.497) (-3.952)
GEARING -0.173** -0.179**
(-2.231) (-2.328)
INDEX 1.362* 1.579**
(1.786) (2.094)
BDSIZE -0.016 0.006
(-0.300) (0.110)
INDDIR 0.115** 0.126**
(2.019) (2.231)
CEODUAL -0.065 -0.057
(-1.396) (-1.232)
CEO_FY -0.059 -0.063
(-1.433) (-1.537)
Year fixed effects Yes Yes
N 419 419
Adjusted Y 0.237 0.240
F-stat 5.635 6.086

Note: Table 4.8 reports the regression results based model (4.2) excluding the 2008 financial crisis period. *, ** and ***
represent significance levels of 0.10, 0.05 and 0.01, respectively (taited). Variables are defined in Appendix A.
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Table 4.9: Moderating roles of audit firm rotation and partner rotation

DEP=RETURN @
(t-sta)
Intercept 0.488***
(2.661)
NI 0.109**
(1.996)
aNI 0.010
(0.400)
FVA 0.200***
(3.662)
FTwPT 0.036
(1.211)
FTPTXFVA -0.275**
(-2.109)
WFTWPT 0.114*
(1.901)
WFTWPTXFVA 0.340
(1.536)
VOLAT -0.255
(-1.164)
MTB 0.000
(0.020)
SIZE -0.028***
(-2.932)
LOSS -0.126***
(-2.988)
GEARING -0.126
(-1.593)
INDEX 1.566*
(1.939)
BDSIZE 0.031
(0.585)
INDDIR 0.177***
(2.978)
CEODUAL 0.010
(0.203)
CEO_FY -0.059
(-1.407)
Year fixed effects Yes
N 444
Adjusted'Y 0.298
F-stat 7.703

Note: Table 4.9 reports the regression results showing the impacttoé audit firm and audit partner rotation on
the perceived reporting quality ofair value adjustments. *, ** and *** represent significance levels of 0.10, 0.05
and 0.01, respectively (twdailed). Variables are defined in Appendix A.
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Table 4.10: Market valuation of upward fair value adjustmentsand the influence of

audit firm tenure and audit partner tenure

1) (2) (3)
DEP=RETURN FV Gain Firm Tenure Partner Tenure
(t-stat) (t-stat) (t-stat)
Intercept 0.372* 0.405** 0.409**
(2.055) (2.215) (2.291)
PREGAIN_NI 0.155*** 0.158*** 0.177***
(3.174) (3.235) (3.656)
NI -0.004 -0.013 -0.033
(-0.162) (-0.487) (-1.205)
FV_GAIN 0.274* -0.187 -0.207
(1.944) (-0.762) (-1.139)
FT_MEDIUM -0.010
(-0.288)
FT_MEDIUMxFV_GAIN 0.620**
(2.088)
FT_LONG -0.025
(-0.618)
FT_LONGxFV_GAIN 0.798*
(1.792)
PT>2 -0.070**
(-2.454)
PT>2xFV_GAIN 1.076%**
(4.117)
VOLAT -0.214 -0.282 -0.228
(-0.973) (-1.268) (-1.053)
MTB 0.001 -0.000 0.003
(0.116) (-0.045) (0.347)
SIZE -0.019** -0.019** -0.021**
(-1.984) (-2.002) (-2.265)
LOSS -0.119%** -0.118*** -0.105**
(-2.802) (-2.741) (-2.502)
GEARING -0.112 -0.125 -0.134*
(-1.412) (-1.568) (-1.712)
INDEX 1.227 1.261 1.636**
(1.525) (1.553) (2.043)
BDSIZE 0.016 0.014 0.022
(0.292) (0.269) (0.423)
INDDIR 0.145** 0.134*= 0.139**
(2.464) (2.256) (2.401)
CEODUAL -0.001 -0.015 -0.011
(-0.030) (-0.319) (-0.237)
CEO_FY -0.057 -0.054 -0.050
(-1.356) (-1.273) (-1.220)
Year fixed effects Yes Yes Yes
N 444 444 444
Adjusted Y 0.290 0.294 0.315
F-stat 8.541 7.583 8.826

Note: Table 4.10 reports the regression results showing the impact of auditor tenure on the perceived reporting quality of upward

fair value adjustments. *, ** and *** represent significance levels of 0.10, 0.05 and 0.01, respectively ¢taited). Variables are

defined in Appendix A.
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Table 4.11: Impact of engaging Big 4 auditors

Big4
DEP=RETURN (t-s?ab
Intercept 0.443**
(2.327)
NI 0.110**
(1.992)
NI 0.012
(0.452)
FVA 0.145*
(2.421)
BIG 4 -0.005
(-0.143)
BIG 4xFVA 0.104
(1.038)
VOLAT -0.254
(-1.147)
MTB 0.001
(0.084)
SIZE -0.022**
(-2.129)
LOSS -0.127**=
(-2.957)
GEARING -0.117
(-1.460)
INDEX 1.288
(1.603)
BDSIZE 0.015
(0.274)
INDDIR 0.144*
(2.424)
CEODUAL 0.000
(0.007)
CEO_FY -0.059
(-1.401)
Year fixed effects Yes
N 444
Adjusted Y 0.286
F-stat 7.808

Note: Table 4.11 reports the regression results showing the impact of Big 4 auditors on the perceived reporting qualfigirof
value adjustments. *, ** and *** represent significance levels of 0.10, 0.05 and 0.01, respectively (taited). Variables are
defined in Appendix A.
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CHAPTER FIVE :

RELEVANCE OF SUPPLEMENTARY FAIR VALUE

DISCLOSURES UNDER MARKET UNCERTAINTY:

EFFECTS ON AUDIT FEES & INVESTORS 0OPRICING

5.1 Introduction
The measurement uncertainty related to Level 3 fair value estimates has been a cause
of concern for investors, auditors, regulators, and other financial reporting
stakeholders. Market uncertainty exacerbates this measurement uncertainty. The
IFRS Conceptual Framework views measurement uncertainty as impacting
negatively both representatioal faithfulness and relevance of information and
considers disclosures as a way to mitigate the uncertainty and enhance
representational faithfulness and relevanc@ASB, 2018, para. 2.22) Regulators
echoed similar concerns regarding the measurement uncertainty associated with asset
valuations during the COVID-19 pandemic. For examplethe ASIC emphasised that
supplementary disclosures would demonstrate the reasonableness ofatbeet vales
at the estimation point. ASICCommissioner Cathie Armouris quoted as sayinghat
othe quality of financial reports and related disclosures is more important than ever
for investors and to maintain confident and informed markeés(ASIC, 2020).

The disclosure literature also highlights the role of discretionary disclosure in
mitigating the dlemon problemd and restoring the confidence of auditoréChen et
al., 2019; Hong & Hwang, 2018; Yao et al., 2019nd investors(Francis et al., 2008;

Healy & Palepu, 2001; Verrecchia, 2001; Weiss & Shon, 2017lhe demand for
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discretionary disclosures is greater when measurement uncertainties are involved,
such as in the case of the Levelfair value estimates.

In this study, | examine the impacts ofsupplementary Level 3fair value
disclosures by Australian real estate firms on audit fees and investor pricingfaif
value adjustments on investment properties during the COVIR9 pandemic in 2020.
The COVID-19 pandemic provides an ideal setting for eraning the role of
supplementary disclosures in mitigating concesnabout measurement uncertainty
and the consequent concerrabout representational faithfulness anthe relevance of
Level 3fair value measurement during periods of economic uncertainty.

The Australian economy shrank during the 2020 COVID pandemic. People
lost their jobs and businesses closed down. Economic outlook was uncertain. Real
estate transactions slumpéti and the market was décted negatively. Job losses
resulted in reduced demands for rental property and increased the number of vacant
rental properties(Reserve Bank of Australia, 2020)Job losses and business closures
also created uncertainty about the collectability of restfrom existing tenants? All
these developments resulted in a decline in market transaction data that are used as
inputs to thefair value measurement of investment properties. The uncertainty is also
likely to accentuate the estimation difficulties of He discount rate and the
capitalisation rate, which are inputs to thdair value measurement of investment
properties. Thus, thefair value measurement in 2020 was likely to be set with more

uncertainty than in a period of normal economic activity. Likewis, | expect that the

2 For example, in the metropolitan area of Melbourne, around 7,221 houses were sold in 2020, a significant
drop from 2019 when around 49,777 houses were(Stddista 2020) Other sources also reveaimilarly
significant drop in sales across Austrgkag., CoreLogic2020)

30 Responding to the unprecedented impact of the Ce@MDutbreak on the global real estate valuations,

Australian states announced on April 2020 that the tenants of commercial and residential properties could

effectively default a their rent without fear of landlords taking action to terminate leases (Martin, 2021).
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role of supplementary disclosures in mitigatingair value measurement uncertainty
would be more pronounced during the pandemic than in other normal periods.

The measurement uncertainty is highest for Levelfair values because these
estimates rely on managerial discretion, use forwatdoking assumptions and are
complex to verify (Bratten et al., 2013) In particular, the reported changes ifair
value estimaes are highly subjective, as they likely reflect the impact of changing
economic conditions and manage@private information (Linsmeier, 2011) Volatile
economic circumstances due to an exogenous shock such as the COVID pandemic
(Danielsson et al., 202G} add an extra layer to the estimation risk dir values, for
at least two reasonsFirst, fewer transactions are observable in the market, making it
difficult for the managers to precisely forecast valuation inputs. Second, the potential
for the estimated asset valuatioio change materially and unexpectedly is high.
Accordingly, the fair value adjustments onLevel 3 investment properties are highly
subjective,and wereespeciallyso during the COVID-19 pandemic when real estate
transactions plummeted.

Auditor task complexity increases with market uncertainty, as their service
involves evaluating numerous subjective inputs, which may affect their audit fees.
Prior studies(Ettredge et al., 2014; Goncharov et al., 2014; Sangchan et al., 2020)
provide evidence that audit fees are an increasing function of Levdia® value assets
but do not consider the role of supplementarfair value disclosures in audit fees.
Consideration of supplementaryfair value disclosures is important because, on the
one hand, they facilitate audit risk assessment; on the other hand, they expose
auditors to additional effort and reputational risk (audit risk effectjHong & Hwang,

2018; Yao et al., 2019)Chen et al. (2019)show that when the information risk is

31 Danielssoret al.(2020) describe COVIEL9 as exogenous to the economic sysasnit wascause by
an external shock.
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high, supplementaryfair value disclosures serve as a signaf truthful reporting
(signalling effect), mitigating the audit risk effect on audit fees. Extending this
argument, | posit that auditors perceive a lower risk of verifying complex Level 3
properties when managers provide more supplemany fair value disclosures, and
market uncertinty during 2020 heighterd this perception.

The increased estimation risk also enhancethe likelihood of private
information (Vanza et al., 2018)and investor$ faithful representational concerns,
which may lead to a pricing discount on Level Jair value estimates(Goh et al.,
2015; Song et al., 2010Managers make supplementary disclosures to enhance the
quality of existing disclosure and their reliability, wih the ultimate objective of
increasing investor8confidence infair value measurementgBagnoli & Watts, 2007,
Bryan, 1997; Chung et al., 2017; Francis et al., 20023hung et al. (2017)find that
additional disclosures increase Level 3 financial ass@tsarket pricing and reduce the
information risk. The informational role of disclosure onfair value estimates is
expected to be prominent during market volatilitf{Boone et al., 2020; Kim & Park,
2009)

In this study, | utilise the market uncertainty of 2@0 arising due to the
COVID pandemic and the Level 3fair value measuremens of investment properties
to investigate three research questions. First, do firms provide more supplementary
fair value disclosure$® for Level 3 investment properties during themarket
uncertainty of 2020? Second, are audit fees negatively associated with supplementary
fair value disclosures and is this association more pronounced during 2020? Third,

do supplementaryfair value disclosures influence investor pricing ofair value

32 For Level 3fair values, whilelIFRS13 sets out the minimum disclosure requirements, it leaves room for
managerial discretioim decidng on the details and additional disclosures (p28& Managers often make
disclosures beyond the minimum specified, expecting that this would mitigated daétsgul
representational concerns abdait valueestimates (Chung et al., 2017). | refer to thesasurement
related disclosurebeyondthe minimum requiredon Level 3fair value estimates agsupplementary
disclosures .

163



adjustments on investment properties differently during the uncertainty of 2020
relative to the pre uncertainty period (20182019)?

This study focuses on the real estate sector in Australia to investigate the
research questions because, as noted above,fiievalue adjustment on investment
property is a Level 3 measuremer(Sundgren et al., 2018)and the pandemic made
the representtionally faithful estimation of fair value inputs more difficult than
during normal economic periods. Also, Level 3 investment properties constitute a
substantial proportion of the total assets (e.g., on average 70 percent of total assets),
and yearlyfair value adjustments on these properties are material and directly affect
net income (e.g., on averagefair value adjustments constitute 33 percent of the
earnings before tax). The economic consequences of the estimation errors are likely
to be significant. Hence, the disclosures relating tdair value measurements are
critical to the auditors and the capital market participants in the real estate setting.
Moreover, the Australian setting is interesting because anecdotal evidence indicates
that disclosures o fair value of investment properties might have increased in
Australia during 2020(CAANZ , 2020)*

Based on a sample of 153 firmears,| first document that the supplementary
disclosures on the Level 3 investment properties increased significantly during the
uncertainty of 2020 relative to 2019 and 2018. Content analysis reveals that the
additional disclosures primarily relate to the sensrity analysis of fair value
measurements, the name of the independent valuer and the valuation date. Second,
| find that the supplementary disclosures are negatively associated with audit fees.
This indicates that supplementaryfair value disclosures oninvestment properties

have a signalling effect and lower perceived audit risk, leading to lower audit fees.

33 The recent emphasis on enhanced disclosures by the ASi@nfiplex @counting estimates titigate
estimation riskn the rapidly changing mark6éCAANZ, 2020) motivates this expectation
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An interesting additional finding is that auditors perceive the disclosure of the
independent value name to be most relevant to audit pricing. Catrary to
expectation,| find no incremental signalling effect during the uncertainty of 2020.

Finally, | provide evidence that the supplementary disclosure increased the
value relevance offair value adjustments during 2020, but in the prencertainty
period it had no significant valuation implication. Additional analysis reveals that
one disclosure item accounts for the enhanced value relevance of these disclosures
during 2020: the name of the independent valuer.

In the wake of COVID in 2020, there weresevere concerns from preparers,
managers and auditors that the asset valuation estimated during distressed market
conditions might be questioned by users later CAANZ, 2020, p.7). Responding
to this, ASIC declared that the risk of being found deceptivie minimal if preparers
provide sufficient disclosureCAANZ, 2020). The results suggest that real estate
firms considered the potential negative impact of the acute market uncertainty during
the COVID-19 pandemic on the representational faithfulness and relevancefaif
valueadjustments and enhancefair value disclosureswhich mitigated the perceived
audit risk and investor® concerns about the representational faithfulness and
relevance offair value adjustments. The results are, therefore, of interest to standard
setters, regulators, and other financial reporting stakelders.

Prior research examines the exposure fair values as a determinant of audit
fees(Ettredge et al., 2014; Hong & Hwang, 2018; Yao et al., 2015)he findings of
this study extend this literature by examining the role of supplementa fair value
disclosures as a determinant of audit feeghe finding that audit fees are negatively
associated with supplementary Level 3air value disclosures indicates that these
disclosures #enuate perceived audit risk. The results also contribute to the ongoing

debate on the usefulness of additional disclosures on Levefar value estimates
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(Chung et al., 2017; Vergauwe & Gaeremynck, 2018; Weiss & Shon, 201Cpntrary

to Vergauwe and Gaeemynckd &018)study, which concludes that investors did not
incorporate the extended measurememnglated disclosures orfair values into their
decision during the 2008 GFC,|I provide evidence of incremental informational
bengyt to investors stemming from the availability of supplements fair value
disclosures during the market uncertainty of 2020. Moreover, itemise analysis of
the supplemental disclosure index reveals deménfor disclosure about the
independent valuers involved in the valuation process from both auditors and
investors. Interestingly, prior studies on the relevance of supplememtdair value
disclosures did not consider this potentially critical item.

This sudy proceeds as follows. In the next section, | discuss hdahe market
uncertainty of 2020 during COVID pandemic is likely to have increasa the
estimation risk of Level 3 investment propertiesSection 5.3 discusses the related
literature onfair value disclosures, audit fees and market valuation &ir values and
develops the hypotheses. Sectidn4 addresses sample selection, the construction of
the disclosure index and the empirical models. Sectidn5 presents the main results

and additional analyses. Sectiorb.6 concludes.

5.2 Background

5.2.1 Market uncertaintyof 2020 and estimation risk on Level 3 investment property
Fair valuerepresents the present value of expected future cash flows, and the changes
in fair values reflect the impact © changing economic conditions on a firm
(Linsmeier, 2011) Managers estimate Level 3air values based on assumptions that
market participants would use, reflecting market conditions as of the measurement

date. Since property values can fluctuate signitantly in the short term, especially
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when the economy experiences an unexpected shock, it becomes challenging for
managers to ensure that the recognised amount representsfeievalue faithfully.

Typically, the fair value of Level 3 investment properties is calculated using
() the discounted cash flow method (i.e., discounting nominal future cashflows to
estimatefair value), and (ii) the capitalisation approach (i.e., estimating the expected
income projections of the prperty and applying a capitalisation rate into perpetuity)
(EY, 2019, p. 22)** The riskier the cashflows, the higher the discount rates/yields,
resulting in lower property values. Even small shifts in these key metrics have a
material impact onthe valuation.

While these estimates are subjective, the pandemic accentuates the estimation
difficulty and creates concerns about the representational faithfulnessfair value
measurements.PwC (2020) report three key reasons explaining why the market
volatility during the COVID -19 crisis affected the core valuation inputs:)(uncertain
net cash flows due to the delays and neeollection of rental income, unexpected
vacancy and challenges regarding lease contract extensions;dii)adverse shift in
real estate market liquidity and volatile property values; (iii) disruption ipacts due
to industry-wide issues (e.g., structural changes in the market, changes in lessor and
lessee rights during pandemic, etc.).

To enhance the credibility of financial reporting amid the uncertain
environment, ASIC identified five focus area$® the fair value of assets being one of
them, and emphasised documentation and disclosure on unobservable inputs. The

Royal Institution of Chartered Surveyors (RICS) issued &aluation Practice Alert

34TheEY (2019) IFRS real estate survey reports that the discdeaghflow method is applied by most
entities (81 percent), followed by the income capitalisation method (72 percent) and the direct method (37
percent).

35 For reporting periods ending 30 June 2021 under COGMDconditions, ASIC expects directors,
prepares of financial reports and auditors to pay attention to the following key areas: (i) asset values; (ii)
provisions; (iii) solvency and going concern assessments; (iv) events occurring after year end and before
the completon of the financial reportand (v) disclosures in the financial report atite @erating and
financialreview (ASIC, 2020).
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providing expert guidance on declaringmaterial valuation uncertaintydby valuers
(RICS, 2020) The expectation is that the supplementary disclosure and the
disclaimer would make users of financial statements consider the market conditions
and assess whether managers are acting upon the latest and most accurate
information. The main purpose is to limit the perceived estimation risk and sustain
trust among investors. However, it is an open empirical question whether these
disclosures mitigate concernsabout the representational faithfulness and the

consequent redvance offair value measures.

5.2.2 Direction of changes in fair valu808GFC versus 2020 uncertainty
Observation of the direction of adjustments made tthe fair value of investment
properties overthe period 2007692020 provides evidence that the impact of market
uncertainty during 2020due to COVID is a different experience for the real estate
sector from 2008 GFCFigure 5.1 depicts that while in 2007, the mean of unrealised
gains and losses on investment properti@gas around 7 percent of the pradjusted
total asset values, in 2008, the ratio drged sharply to 0.40 percent. During 2009,
on average, real estate firms rep@d unrealised losses of 5.42 percent on investment
properties. However, compared to 2019, there is a drop (increase)noérely 0.22
percent in the reporting of unrealised gains (losses) in 2020, i.e., from 1.19 percent to
0.97 percent.

One potential reasa for this reducedeffect on the property market ishat the
GFC was endogenous to the economic system, i.e., created from within the economic
system due to poor economic managemenivhile COVID -19 is exogenous to the
economic systemi.e., causa by an exernal shock(Danielsson et al., 202Q) This
meansthat, in contrast tothe GFC, under COVID -19, the economic system was not

flawed and could absorb the shockAnother reasonmay bethat the implementation
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of timely initiatives in 2020 to stabilise theAustralian property sector, such ashe
COVID-19 Commercial Leasi@pde of CondiEtthe interest deferral option®’ the
Australian Governmenis financial stimulus packagesetc., none of which were
offered during the GFC crisis(Properties & Pathways P&P], n.d.b). Furthermore,
the interest rate environmentwas materially more conducive to property investment
in 2020 compared to the 2008 crisi®wC, 2020)

Figure 5.1 about here

5.3 Literature Review and Hypothesis D evelopment

5.3.1 Effect of market uncertainty on supplementary disclosures

Macroeconomic events in recent times have fuelled research on theoamnt of market
uncertainty on a firm@ disclosure behavior (Kim & Park, 2009; Krause et al., 2017)
Disclosure models predict at least two potential benefits of supplemerya
disclosures. First, it mitigates the adverse selection problem by reducing information
asymmetry, triggers greater liquidity, and lowers the cost of capitéDiamond &
Verrecchia, 1991; Francis et al., 2008; Glosten & Milgrom, 1985%econd, it helps
correct firm mis-valuation (Healy et al., 1999) Economic theory suggests that
managers provide supplements disclosures to avoid the discounting of firm value
resulting from information asymmetries (Akerlof, 1970; Grossman, 1981) The
underlying assumption s that rational market participants interpret nostisclosure as
unfavourable news and discount the asset value of the firm. Consistent with this view,
recent works find that during periods of uncertainty, managers tend to make more

discretionary disclosurs (Adelopo et al., 2021; Amore, 2020; Nagar et al., 2019)

% Formal guidelines for how tenants and landlords should behave during the pandemic peeod
COVID19Impact onCommercialPropertyLeasegP& P, n.d.a)

7 Property owners can defer mortgage repayments for up to six months.
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In the case of Australian real estate firms,| expect that supplementary
disclosures by the managerare likely to increase due to the emphasis on enhanced
disclosure by regulatory bodies during the uncertainty of 2020. ASIC encouraged
enhanced disclosures onomplex accounting estimates taeduce estimation riskin
the rapidly changing marke{CAANZ, 2020). It declared that the risk of being found
deceptive is minimal if preparers disclose what information is available at the time of
the estimate, demonstrate why it is a reasonable estimate and comply with
continuous disclosure obligationg CAANZ, 2020, p. 7). Other regulatory bodies
specific to the real estate sector in Australia further emphasised this. For example,
RICS issued a statement advising adding@naterial uncertainty clauséto valuation
reports to alert users about the market circumstances at the valoatdate (RICS,
2020) The continuous emphasis from the regulatory authorities is likely to motivate
managers to disclose additional information, not only to reduce measurement
uncertainty or increase investo&confidence but also to avoid any unintended
consequences arising due to nedisclosure. These reasonings leads the first
hypothesis:

3 s. Firms are likely to provide meupplementary disclosures for Level 3 investment

properties during the market uncertainty period relatiygreartbertainty period.

5.3.2Supplementary disclosures and audit fees

The riskinherentin an audit engagement is a critical driver of audit fedS€harles et
al., 2010; Hay et al., 2006) Prior studies also document a positive relatiahip
between earnings management risk and audit fe@edard & Johnstone, 2004; Gul
et al., 2003) The underlying argument is that a higher inherent risk exposes the

auditor to a higher risk of material misstatement and requires the auditor to perform
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additional audit procedures to reduce the audit risk to an acceptable level, resulting
in higher audit fees.

In the context of thefair value of investment properties, the extant literature
examines the association between exposure to Levelfdér values and auditfees.
Goncharov et al. (2014xhow that although auditors charge lower fees fdair value
properties than properties valued at historical costs, audit fees increase with the
increase in exposure to Level 3air value estimates. This is consistent with #n
enhanced audit effort due to the complexity in verifying asset valudsttredge et al.
(2014)report similar findings for thefair value of financial assets

In contrast to studies that have examined the exposure to Levelar values
as a potential determinant of audit feeghis study considers auditor8responss to
yrmsdsupplementary FV disclosures. On the one hand, auditors may increase audit
fees to conpensate for the additional time they spend on auditing the extended
information or the possible reputational and litigation losses they assume for
potentially misleading disclosuresknown asthe audit risk effect(Gillan & Panasian,
2014; Seetharaman etla 2002). Consistent with this view,Hong and Hwang (2018)
provide evidence that expanded disclosure requirements on flag value of pension
assets add to the auditor workload and audit efforts becauselu exposure to higher
litigation risk and lead to higher audit feesChen et al. (2019)show that auditors
charge higher audit fees foyrms with goodwill-related fair value disclosures due to
the greater litigation risk associated with such disclosures.

On the other hand, supplementey disclosure may signal strength of internal
controls, management integrity and increased firm transparency, alleviating the
auditorsdconcernsaround the opacity offair value measurements and the potential
for selfserving motives referred toas thesignalling effect(Yao et al., 2019) Auditors

are less concerned about the earnings manipulation usifgr value adjustments
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because an additional disclosure lends v@ability to the numberbreakdownin the
ynancial statements increasing the cost of opportunisi@hen et al. (2019show that
when information asymmetry or investor scrutiny is higher, auditors perceiviair
value disclosures as a signal of truthful reporting. They provide evidence that under
an uncertain environment, the signalling effect offsets the audit risk effect.

A recent study bySangchan et al. (20203xamines the impact of thdair value
of investment properties on audit fees using the Australian real estate context. They
report that exposure to Level Jair values has no association with audit fees and
argue that using Level 3 inputs is more of an industry norm, and auditors do not
percave them as possessing marginal risk. One limitation of their study is that it
ignores the impact offair value disclosures. In other words, they test the audit risk
effect without controlling for disclosures. In this study] argue that, given the high
edimation risk on Level 3 properties, enhanced disclosures by real estate firms would
mitigate the audit risk effec{Chen et al., 2019; Yao et al., 2019Auditors are likely
to reduce the audit fee to reflect the resultant reduction in audit riskfurther posit
that this negative association between the supplementalisclosures and audit fees
would be more pronounced during 2020 due to the volatile market condition and
uncertain information environment. This leadsne to the following hypotheses:
7 s+ Supplementary Levefddr valuedisclosures fmvestment properties are negatively
associated with audit fees.
7 s 4 The negative association between supplerfsntatyelisclosures and audit fees is

more pronounced during the market uncertainty period.

5.3.3 Supplementary disclosures and market pricing of Level 3 fair values
In the context of investment properties, existing research suggests tfat value

amounts (e.g, revaluation gains) are relevant for future financial outcomes, and
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investors place positive valuation weights on thiir value estimates. For a sample
of Canadian Real estate firmsBandyopadhyay et al. (2017)ind that fair value
adjustments are positively associated with future cumulative cash flows and
concurrent stock price. Israeli (2015) using a European real estate sample,
documents a positive association betwedair value amounts and share price, stock
return, and one and two yearsahead changes in net rental incomeMdller et al.
(2015)also report similar findings.

Regarding the informational role of additional measurementlated
disclosures orfair values, two recent studies examine disclosures on financial assets
using the US bankingcontext. Chung et al (2017)find that banks voluntarily provide
supplementary disclosures for more opaque financial assets to enhance credibility
and that the provision of supplementary disclosures increases market pricing and
reduces the information ri& of Level 3 estimates. On the contraryWeiss and Shon
(2017) show that voluntary fair value disclosures do not unambiguously decrease
information asymmetries. They find no evidence that positive or negative disclosures
reduce information asymmetry, suggeing that market participants view such
disclosures as lacking credibility. Their evidence further indicates that compltair
value disclosures and disclosures in uncertain and litigious tones increase
information asymmetry.

Studies that focus on the rie of disclosures on investment propertiair values
document investors do not use additional disclosures on property valuatioRor
instance,Sundgren et al. (2018show that postIFRS 13 adoption, real estate firms
in Europe disclose more on property valuation, but additional disclosure has no
positive influence on analyst coverage and market liquidity. For European real estate
firms, Vergauwe and Gaeremynck (2018j)eport a negative association between

disclosure and the bieask spread, providinglimited evidence that measurement
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related fair value disclosures reduce information asymmetry. Nonetheless, the
authors find no impact of supplementary disclosures on thegportion of zero return
days and the price, indicating that disclosures lack informativeness.

This study differs from Vergauwe and Gaeremynck (2018nd Sundgren et
al. (2018)in two respectsFirst, the former study focuses on the 2008 crisis when the
property market was overly illiquid, and IFRS 13 was yet to be implemented. The
latter covers the posGFC period from 2009 to 2014, comparing preand postIFRS
13 adoptionperiods In this study, | examine the valuation implication of disclosure
during 2020 and the preuncertainty period of 20182019 separately, arguing that,
because of investor demand and regulatory push, supplementary disclosures may
increase in times of market uncertainty, potentially resulting in more pronounced
price impacts of such disclosures. Secondpmpared to prior studes, | focus on a
different set offair valuerelated disclosures. Prior studies focus on the valuation
inputs (e.g., occupancy rate, rental growth, capitalisation rate, discount rate) in their
disclosure indices. In contrastthis studyfocuseson supplenentary valuation-related
disclosures deemed important by the regulatory bodies (e.g., ASIC, RICS) during the
2020 uncertainty, such as the date at which valuation took place, quantitative
analysis of sensitivity, and so on.

To the extent that supplementarylisclosures are informative and perceived as
credible evidence of the reasonableness of managerial assumptions in the distressed
market environment, these disclosures are likely to mitigatehe faithful
representation concerns of investors, leading to aegter valuation multiple. I,
therefore, predict:

3 s: Supplementary Levela® valuedisclosures are positively associated with the investor

pricing ofair valuedjustment® investment propertdesing the market uncertainty period
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5.4. Sample and Research Design

5.4.1 Sample
This study spans the period 2012020, covering all the real estate firms listed as
dReal Estatdin the ASX. | started (Table 51) with the 78 ASX real estate firms as of
16 June 2019. To focus the analysis on thir value disclosures for investment
properties,| excluded four firms that did not adopt thefair value model of IAS 40
during the sample period, twenty firms that had no investment property reported in
the statement of financial position, and three firms that were delisted during 2629
because annual reports were not available for 2020. This sampléesgon process
resultsin a final sample of 51 real estate firms with 153 firmears.

| collected market and accounting data from Eikon, and ownership and some
governance variables from Osirisl hand-collected all the investmentproperty-
related amounts fair value disclosures on investment properties, auditor
remuneration and the remaining governance variabfé$rom annual reports.

Table 5.1 about here

5.4.2Disclosure contendsl_evel 3 property valuation

| begin by capturing the shift in the word count of footnote disclosures on investment
properties from the annual reports of the sample firmd. observe a substantial
increase in disclosure length in 2020 laive to the preuncertainty period. The
average word count in the footnote increased by 20 percent, suggesting that
uncertainty during 2020 enhanced the quantity of overall disclosure on investment

properties(Table 52).

38 The hanecollected governance variables include the number of female board members, the frequency of
audit committee meetings, whether at least one audit committee member is a professional accountant,
whether the firm has a risk committee, what percentdgedependent board membkdrave real estate
expertise, and what percentage of audit committee merhbearreal estate expertise.
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Table 5.2 about here

| turn to content analysis inTable 53, which classifies the disclosure items
into three categories, and reports the average number of firms providing these by
year. IFRS 13 specifies disclosure objectives ftair value-related disclosures and
identifies a list of minimum items that the IASB béeves will achieve the objectives.
Panel A lists the six disclosure items specified by IFRS 13 for Levelfdr value
estimates. While IFRS 13 designates these #e minimum disclosures that firms
must make, managers have some discretion on whether tesclbse a specific item
and how much information to disclose. If managers consider an item immaterial,
they need not disclose that item. Further, IFRS 13 is not very prescriptive as to
exactly what information to disclose®® For example, IFRS 13.93(gyequires that a
description of the Level 3fair value valuation processes be provided but does not
specify any particular aspect of those processes. The majority of the sample firms (80
percent) disclose who the valuer is (e.g., manageos external or both) and at what
intervals they revalue. Around 55 percent of sample firms disclose what proportion
of valuation is done by the independent valuers. Few discussed whether there is any
specific authority within the firm to oversee the finalisation of valuationabout 8
percent) and the process of internal tolerance check (about 4 percent). For these six
IFRS disclosure items| observe no major change in the disclosure percentages across
201852020, except for one, i.e.the description of the sensitivity of thefair value
measurements to changes in unobservable inputdich is 71 percent in 2018 versus
88 percent in 2020.

On Panel B, identify four supplementary disclosure items that real estate

firms disclosed. IFRS 13 does not explicitly specify these itemh@bserve a significant

%9 |FRS 13 adopts this approach because it specifies disclosure objectifads\faluerelated disclosures
and requires mnagers to disclose items that tloeysider will achieve the objectives (IASB, 2011)
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increase in the percentage of firms that disclosed two of these four supplementary
items over the peria. For example, the percentage of firms disclosing a quantitative
sensitivity analysis increased from 6 percent in 2019 to 51 percent in 20R€nd a
similarly significant increase (i.e., from 37 percent in 2019 to 65 percent in 2020) in
the percentage bfirms disclosing the overall date/time frame of valuation. One
plausible reason for the increase in supplementary disclosures could be the emphasis
by regulators on the disclosure of this information in the wake of COVIQ9
uncertainty. Panel C shows thiawhile around 69 percent of the real estate firms
briefly mentioned COVID uncertainty in the investment property footnote in 2020,
about 39 percent provided more detail on the COVID considerations for property
valuations. Appendix B of the thesisprovidesillustrative examplesfrom notes to the
financial statementsfor each of thethree categories of disclosure itemmesentedn
Panel A, B and C

Table 5.3 about here

Overall, the evidencan Table 5.3suggests that the jump in disclosure quantity
during 2020was predominantly due to the supplementary disclosures made by the
real estate firms, pesumably because managers inteed to minimise the
measurement uncertainty of Level 3 properties and enhance investaanfidence at

this volatile time.

5.4.3 Construction of the composite disclosure score

| construct the disclosure index by focusing on the four supplementary disclosure
items: (i) quantitative sensitivity analysis SENSITIVITY); (i) name of the
independent valuer entity NDEPENDENT); (iii) date of valuation for individual
property/property class DATE); and (iv) quantitative disclosure of unobservable

input for each property (NPUT).
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| focused on supplementary disclosures because both ASIC and RICS
emphasised the need for additional disclosures on accounting estimates during the
2020 market uncertainty.l compiled the list of supplementary disclosures based on
the IASB constituent feedback, comments by an industry organisation ge.RICS),
survey of the academic literature and survey of annual reportBor example,
although IFRS 13 mandates the disclosuref narrative sensitivity information,
during the PIR of IFRS 13, several respondentstated that quantitative analysis
(SENSITIVITY) could be useful because it would provide a clear understanding of
the interrelationship between inputs(IASB Staff, 2018) Prior studies (Cotter &
Richardson, 2002; Dietrich et al., 2000¥how that external appraisals are important
in their effect on how the market perceives the valuation of ndmancial assets.
Disclosing the nameof the entity carrying out the valuaton INDEPENDENT) could
add an extra layer of credibility to the valuations.

Further, during the 2020 market uncertainty, the RICS emphasised disclosing
the property valuation date DATE) because the volatile market causes property
values to fluctuate sigtiicantly in the short term. The disclosure of valuation date
may alleviate uncertainty by indicating the market context under which the valuation
opinion is prepared(RICS, 2020)and justify the reasonableness of the assumptions
and inputs used. Moreover, although IFRS 13.93(d) requirethe disclosure of
guantitative information about significant unobservable inputs, the PlRf IFRS 13
highlighted that if these are o&n aggregatenature, they may not be very usef{lASB
Staff, 2018) The IASB constituents argued that property-specific inputs (NPUT)
disclosureis useful as it allowsusers to understand the judgements made by managers
for each property, whichare not publicly available.

| assignl point for a disclosure item if that item is disclosed in the annual
report andO otherwise.l then construct the disclosure index based on these four items
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using two measuresthe Saidinindex (SAIDIN) (Devalle et al., 2016 Hodgdon et al.,
2008)and the unweighted disclosure scoreQISC) (Mazzi et al., 2017)*° The Saidin
index is developed by assigning weight to items, not based on the importance
attributed by the researchers but by the importance attributed by the firfidevalle

et al., 2016) The underlying assumption is that the more a piece of information is
disclosed by firms, the less its weight must be in the index. | ube Saidin index for
two reasons.First, this measure is consistent with the concept of materialifiMazzi

et al, 2017) Preparers may dislose less when the disclosure is subject to higher
proprietary costs and vice versa. Hencgiving a higher weight to less frequently
disclosed itemsand a lower weight to more frequently disclosed itemis justified.
Second,the indextreats all sample firms as a homogenous group. Since the sample
firms are from the same sector and the same country, are listed the ASX, and
make disclosures as per RS requirements, they form a homogeneous grouphe
second measurepDISC, is the ratio of the total items disclosed to the maximum
possible score for each firm.

Table 54 Panel A showsthat the most frequently disclosed item in the
supplementary index is the valuation date for the individual property classes,
disclosed in 39 percent of firryears. The least frguently disclosed item is the
quantitative disclosure of unobservable inputs for individual properties, withe item
disclosed in20 percenbf firm-years. Panel Bshowsthat the disclosure of quantitative
sensitivity analysis experienced the largest irgase, from a mean of 0.06 in 2019 to
a mean of 0.51 in 2020. In contrast, the disclosuref unobservable inputs for

individual properties remaired static at a mean of 0.20 over 2082020. Panel C

40 To ensure the validity of the scorés;aried out a preliminary pilot study on eight randomly selected
sample firms by scoring each independently and then comparing the score with a peer researcher. Using a
Manri Whitney test, the difference in the compliance scores calculated independasiigt satistically
significant. This process enatllmeto ensure reliable scoring for all the firms in the sample.
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shows that the mean weighted disclosure scor8AIDIN) was gable during 201819
(0.22 in 2018 and 0.21 in 2019) but soared to 0.34 in 2020. The unweighted score
(DISC) reveals a similar pattern of change during the period

Table 5.4 about here

5.4.4 Model specifications
Test ofHs;
| test'Og using panel regressions based on the following model:
YO YO EFH O O meH YOOT 0&YO T ®O0OY 0DOw
I "00®B0 | 60 | 6 0°YOH )OO O0EY YOO 'YOH "O0 "Y'YO'WY'YO
I YOO®B 1 "O0YHD ® ©QMQO@QQD) 0 i (5.1)
Supl_DScores the supplementary disclosure score captured BAIDIN and
DISC. To test whether real estate managers increase supplementary disclosures due
to the uncertainty during 2020 O3 , | include an indicator market uncertainty
variable, i.e.,MU2020,as the test variablethus, the main coefficient of interesti§ 8
expect asignificantly positive coefficient,indicating that supplementay disclosure
increased during the2020 uncertanty.
| control for the factors that might influence the quantity of supplementary
disclosuregChung et al., 2017; Israeli, 2015; Sundgren et al., 2018} a control for
firm profitability, firm size, possible effects of risk, and gearing, | include the
following variables in model (5.1) respectively: ()ROE is the return on equity,
calculated as the net income before interest and taxes divided by ager@aommon
equity; (i) LnTA is the natural logarithm of firm& total asset@nd controls for firm
size (iii) VOLAT is the volatility of returns, calculated as the standard deviation of
monthly returns; (iv) LEV is the total debt to asset ratiolFVIP% is the fair value of

investment properties scaled by total assets and controls for the possible influence of
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the materiality of investment properties.To control for the impact of corporate
governance on disclosurd, incorporate five governance variables in the moddsiG4
is an indicator variable that takes a value of 1 if the auditor is a BigBDSIZE s the
natural logarithm of the number of board nembers;INDDIR is the ratio of total
independent directors to total directorsREXP_AUD is the ratio of audit committee
members with real estate expertise to total members in the committé@lso control
for the nature of the businesand investmentproperty types. REIT takes1 if the real
estate is a trust and0 otherwise; IP_TYPE represents thepercentage of each
investment property type to totafair value of investment properties of firm at period
t. | consider 10 categories of investment properties such as industrial, retail, office,
residential, hotels, logisticspropertiesunder development, agricultural, retirement

living and others.

Test ofHs

| use the standard audit fee modg|Chen et al., 2019;Craswell & Francis, 1999;
Simunic, 1980)with the inclusion of Supl_DScorm model (5.2)to test’'Og and the
interaction term, MU2020 “Yo nOScorejn model (5.3) to test'Og . | run panel
regressions using the following models:

0 YOOO'G! + YO jOAYDET ¢ 0 & 00K IYO O+ DEYD T DO

I 0°Y6 1 000 YOO'QYWYO™O)'OG T 0 & YYéF "O0 YOO

I 007YY 6@Q0 1 O0OYOHF D @O '0Of U 0006000

[ "O6 0007 YO'O'YBT "OUY®D ®OQMQUODOQQ® O i (5.2)

6 'YOOO G + "YOorYwél ¥ 0 memnl 0°¢mgm "YOWYDET Q
I 08 00KIYoO+T DEYOT 00w T 0°Y6 T 000 YOOOY®D

I "YO™0D 00T 0&°Y'Ysr "O0 'YO'O'O 0 0YYT 6 'Q0

I 00 "'0"YO§ D @06 0f 06000 00F 00 000T 'YOOY

BTl "O0Y®D ® OQRQO@ROQQ®M O i (5.3)
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The dependent variable in model¢5.2) and (5.3)is AUD_FEE, which is the
natural logarithm of total audit fees.The primary variable of interest for'Og
Supl_DScoren model (5.2) and for Og is MU2020 Supl_DScorm model (5.3) A
negative coefficient estimate on moddb.2) is consistent withthe prediction in "O
and suggests that auditors perceive a lower audit risk when managers make more
supplementary disclosures. Furthermord, expect the coefficient on mode(5.3) to
be significantly negative to support the notion that the negative association between
supplenmentary disclosures and audit fee is more pronounced during the pandemic
(Os

| control for audit fee determinants drawn from prior literaturgChen et al.,
2019; Craswell & Francis, 1999Dickins et al., 2008 Simunic, 1980: return on assets
(ROA), firm size (LnTA), debt to assetl(EV), marketto-book ratio (MTB), current
ratio (LIQUIDITY ), number of business segmentsSEGMENT), number of
subsidiaries (nSUB), the proportion of subsidiaries that are foreignFOREIGN),
incidence of lossesl(OSY, Big 4 auditor B1G4), changes in audityrm (INITIAL ),
the June yearend (YEND), and modified opinion (OPINION). | also include board
independence INDDIR), the nature of the businessREIT) and the type of

investment propertiesIP_TYPB. All variables are formally dgned in Appendix A.

Test ofHs 3

| use the modified Ohlson (1995) model to examine the pricing effect of
supplementary disclosurefAboody et al., 1999; Barth et al., 1996; Song et al., 2010)
In model (5.4), which is the base modeld Y "Ods@he closing share price on the
announcement date of firns annual report | decompose the earninginto current
periods fair value adjustments "Ow @ and earnings befordair value adjustments
(NI_P) and the yearend total assets intdair value of investment propertiesgVIP_P)

and total assets excluding investment property valueBA_P) (e.g., Bandyopadhyay
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et al., 2017; Israeli, 2015)TL_P is the yearend total liabilities. Following the value-
relevance literature, the independent variables are scaled by the number of shares
outstanding. INDEX representghe annual percentage of property return during the
fiscal year based on all assets determinedby the Property Council/IPD Australian
property index obtained from MSCEs index databaseGVSCOREs the factor score
based on eight governance characteristiceg., board independence INDDIR),
independent board members with real estate expertisREXP_INDDIR), audit
committee real estate expertisd(REXP_AUD), audit committee accounting expertise
(ACEXP), frequency of annual audit committee meetingsACTIVITY), gender
diversity (GENDER), risk committee RISK) and Big4 audit firm (BIG4), and controls
for the strength of monitoring mechanism.
0 YO&( +1 0@ ++1 00® + +1 "YOO +1 "0 @O+1T "YOO +1 "O0 OO
+1 00 "YS 0 ¥OQXQUODROQQ GO i (5.4)

| include the interaction term”Y6 nOBcore FVA_Pto capture the influence of
supplementary disclosures on the value relevance fHir value adjustmentsto
investment properties. To tes'Og, the observations are partitioned into two sub
samplesthe pre-uncertainty subsample of 2018 to 2019 consisting of 102 fiHyears
and the uncertainty subsample based on 2020 consisting of Sitm-years | then

estimatemodel (5.5) separately with the two suisamples.

0YO&( +f 0@ +f 'Ow®d +1 "YO fOIYWE 1 T "Yo fdYwé i Q

00 & I "Y80 +1 "Ow™@d+f "YOO +f OO0 OO "Ow"YS U ¥ O

O QN UOROQQ B O | (5.5)
The variable of interest is the coefficient on the interaction term,

YO OAYG € FVA P If supplementary disclosures enhance the perceived
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informativeness offair value adjustments during 2020) expect that the coefficient

T would be significant and positive for the 2020 sukample.

5.5 Empirical Results

5.5.1 Descriptivetatistics
Table 55 presents the descriptive statistics and univariate comparisons of fipears
reporting in 2020 MU202G=1) with those reporting in the preuncertainty period
(MU202G=0) across model variablesPanel A shows that the mearSAIDIN (DISC)
score is 0.254 (0.271) for the full sample, which translatesdae item (out of four)
for each firmyear. The difference in mearvalues between the pandemic and pre
pandemic periods is0.123 for SAIDIN and -0.130 for DISC, and the differences are
significant at p<0.01 This supports the hypothesisHs ) that firms tend to provide
more supplementaryfair value disclosures during periods of market uncertainty.
The mean audit fee AUD_FEE) is 12.721 and the mean share priceRICE)
is AUD 3.103. On averagethe fair value of investment properties accountor 70
percent of the total assets={VIP%), which indicates its importance in the balance
shees of real estate firns. The mean debt to asset ratioLEV) is about 30 percent,
indicating the highly levered nature of this industry. Furtherthe mean (median)air
value adjustment to investment propertiesRVA_P) is AUD 0.069 (0.045), indicating
that, on average, the property values have been adjusted upwards during 22020.
The mean values of none of the above variables are significantiffefent between
the periods at conventional levels, indicating that firayears between these two
periods are similar in most respects. Nonetheledsfind that, on average, the firm
yearsof the 2020 subsample havealower return on equity ROE), experienced higher
stock return volatility (VOLAT), and reported lower earningsNI) anda lower return

on assetsROA).
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Panel B reports that more than 75 percent of firms are audited by Big 4
auditors BIG4), implying that the Big 4 audit firms dominate theAustralian real
estate sector. Further, a large proportion, around 51 percent, of the firms are listed as
trusts REIT). On average,14 percentof firm-years reporteda loss (OSS; for 10
percent of firm-years audit firms are in their first two years ofengagements
(INITIAL ). 83 percent of firmyears have the June yeasnd (YEND) and 7 percent of
the firm-years received the modified audit opinion@PINION).

Figure 52 illustrates the composition of the investment property portfolios of
Australian real estate firms. The horizontal axis shows the property types, and the
vertical axis shows the average of each type measured as a percentage of thefaatal
value of invegment properties ovetthe period201832020. This documents that retail
is the largest investment category, comprising 32 percent of the property investments
on average, followed by investments in office (20 percent) and industrial (15 percent)
assets.

The Pearson correlation matcesin Panel C and Panel D show that the
disclosure scoresSAIDIN and DISC) are positively correlated with the uncertainty
period of 2020, providing an initial indication of the increase in supplementary
disclosures during COVID mandemic. The disclosure score is positively correlated
with firm size, size of thefair value of investment properties, engaging a Big 4 audit
firm, board independence, being listed as a trust. Further, the audit fee is negatively
correlated with the suppeémentary disclosure scores, setting initial support for the
signalling effect. Consistent with prior studie€Chen et al., 2019; Craswell & Francis,
1999; Simunic, 1980)the audit fee is positively correlated with firm size, number of
business segments,umber of subsidiaries, and Big 4 audit firm. The audit fee is
negatively correlated with real estate firms being trus8anel E shows thafair value
adjustments to investment properties is positively associated with share prices,
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indicating the potential for its value relevance. Overall, the correlations among the

test variables are moderate to low. Also, the VIF for each explanatory variable is less

than 10, which indicates that multicollinearity does not strongly impact the results.
Table 5.5 about here

Figure 5.2 about here

5.5.2Regressioresults
Table 56 reports the empirical results of the first hypothesi$he dependent variable
is the SAIDIN in columns (1) and (2) and theDISC in columns (3) and (4) The
coefficient on MU2020 is significantly positive under both disclosure indexes
(coefficient on SAIDIN=0.131, tstat=3.468; coefficient on DISC=0.137, tstat
=3.480), indicating that during the uncertainty of 2020, on average real estate
managers disclosed 0.131 (0.137) highen ¢the Level 3fair value of properties than
in the prepandemic years. The adjusted is 43.20 percent in column (2) and 44.30
percent in column (4)with an F-value signiycant at the 0.01 levelAmong the control
variables, the coefficient onFVIP% is significantly positive and INSTITUTE is
significantly negative across the columns, suggesting that the likelihood of providing
supplementay disclosure is higher for firms with larger sizéair value of investment
properties and lower for firms with more institutional investors.
Table 5.6 about here

Table 57 presents the regression results dime second set of hypotheses. The
research question investigates whether the audit fees are associated with
supplementary disclosures and whether this association is pronounced during the
pandemic year. Column (1) shows the baseline model and documents ttia audit

fee is higher for firms that are larger, have more business segments and engage Big 4

41 Hair et al. (1995) suggest that a \4€ore of 10 or above may suggest the presence of multicollinearity.
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audit firms. Although the audit pricing determinants explain a substantial portion of
the variation in audit fees, approximately 53.80 percent, it is not as high as (from 70
to 80 percent) captured by the extant literature (e.d:itredge et al. 2014;Goncharov
etal.,2014;Yao et al., 2019) One possible reasofor this could be limiting the sample
of this study to real estate firm®nly and focusng on an unstable pandemic period.

In columns (2) and (4),1 find that the audit fee is significantly negatively
associated with the level of supplementary disclosureSAIDIN=-1.341, tstat=
-2.350;DISC=-1.436, tstat=-2.445). Assessing the economic significance of the effect
of supplementary disclostes on audit fees,| find that a one standarddeviation
increase in theSAIDIN (DISC) score is associated with a decrease of 29 (3pgrcent
in audit fees when other independent variables are held constant. This highlights the
importance of supplementarydisclosure for audit feesl then interactthe indicator
variable MU2020with disclosure scores in columns (3) and (5)).find a negative but
insignificant moderating role of the MU2020 Overall, this indicates that
supplementary disclosures mitigate thauditor® concern about the opacity of Level
3 properties, but the uncertain market situation in 2020 had no incremental impact
on this association.

Table 5.7 about here

Table 58 presents the regression results on the moderating impact of
supplemantary disclosures on the market pricing of th&air value adjustments.| first
report the baseline regression results withounclusion of the supplementary
disclosurescores in column (1) for the entire sample. Consistent withsraeli (2015)
and Bandyopadhyay et al.(2017), the pricing coefficient forfair value adjustments

(FVA_P) is positive and significant. Columns (2) and (3) present the results whére

24 EADAGA RIA] AGAGOAKI® 68 p0® ¢ )
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interact the supplementary disclosure measut®AIDIN with FVA_P for the pre
uncertainty and 2020 sulsamples, respectivelyl. find that, while the supplementary
disclosures have no significant influence on the market pricing déir value
adjustments in the preuncertainty subsample (Supl_DScorexFVA #3.589; t-stat
=0.478), supplementary disclosures enhance the perceived informativenesdamf
value adjustments during the pandemic periodSupl_DScorexFVA PE5.694; tstat
=2.707). | interpret these results as implying that, in times of uncertainty,
supplementary disclosures have the potential to mitigate the invesibfaithful
representation concerns by limiting some of the information risk associated with
Level 3 fair values This is consistent wih "Og In suggestingthat supplementary
disclosure has a greater effect on enhancing the pricingfafr value adjustments
during uncertainty. The results based othe DISC score in columns (3) and (4)
provide similar evidence. TheSupl_DScorexFVA_R positive for both subsamples,
but is significant at p<0.05 for the 2020 subample only(pre-uncertainty subsample:
coefficient=1.544, tstat=0.217; 2020 suksample: coefftient=16.096; tstat=2.622).
The results for control variables across the models are similar in direction and
significance levels. The adjustedYy vary from 64.1 percent to 74.9 percent for
columns (1)6(5) with an F-value signiycant at the 0.01 level, which is comparable
with the prior value relevance ofair value studies **

Table 5.8 about here

5.5.3 Robustneskeck Two-stage regressions
The decision to provide supplementary disclosures may be endogen¢Géiung et

al., 2017) which can introduce errors ino the estimation of the models in this study.

43 For example, Israeli (2015) reports an adjustedf 68.6 percent, Robinsat al (2018) 59.8 percent
and Mulleret al (2015) 89.9 percent.
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The model includes year fixed effects to control for factors that correlate with the
time trend. | also cluster the standard errors by firms to mitigate the effect of
correlated residuals at the firm levell also rerun models (5.1)8(5.3) without
controlling for IP_TYPE As presented inTable 59, the results for the test variables
remain qualitatively similar.

Table 5.9 about here
At this point, | apply Heckmand 41979) two-stage approach to address the
endogeneity concernln the first stage,l estimate a logit regression of the likelihood
of providing supplementary disclosures using a modified versionmidel (5.1)* For
the instrumental variable,l choose institutional ownership INSTITUTE) because it
is negatively and significantly associated with supplementary disclosures but does not
affect audit fees directly’® From the results of this first stage regressiongalculate an
inverse mills ratio (MR) and include this ratio in the second stage regressito
control for selfselection bias. A significant value on the coefficient otMR in the
second stage would indicate an endogeneity issuéhe results inTable 510 Panel A
shows that the coefcient of Supl_DScoreemains negative and siggicant. Panel B
reports that the interaction terms betweenSupl DScoreand FVA P remain
significantly positive forthe 2020 subsample.Further, the IMR coefficients are not
statistically significant.l conclude that theresults are consistent with the main results
reported above, even after controlling for potential sedkelection bias.

Table 5.10 about here

44 1n model 6.1), the dependent variable is a continuous variable capturing the supplementary disclosure
score. In the modified version of modbl1), the dependent variable is an indicator \deidhat take4 if
the firm provides supplementaigir valuedisclosures an€l otherwise.

4 To verify the validity ofINSTITUTEas a good candidate for the instrument variabléclude
INSTITUTEINn audit fee model and find that the regression coefftoid INSTITUTEis not statistically
significant.
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5.5.4 Additionalanalysis

Analysis of individual supplementary index items

An interesting but relevant question that arises is which specific item from the
supplementary disclosure index is negatively associated with the audit fee and
moderates the value relevance @dir value adjustments more than the othersl'able
5.11tests each of the four supplememgadisclosure items separately. Panel A shows
the results ofthe audit fee model.l find that, among the four items, the disclosure of
the name of the independent valuer entityINDEPENDENT) is negative and
significant at p<0.05 (Columrs 2 and 5). The other three items are negative but
insignificant. This indicates that the disclosure of the namef the valuer drives the
audit fee result for supplementary disclosures.

Panel B shows the results of the value relevance modelfind that the
variablesINDEPENDENTxFVA_P (coefficient=12.110; tstat=3.590) and INPUTx
FVA_P (coefficient=9.114; tstat=2.004)are positive and significant (Columrs 2 and
4). However, whenl include all four supplementary disclosure items together in the
model in column 5, only one interaction variable INDEPENDENTXFVA_P, is
positive and significant (coefficiat=10.713; tstat=2.695) This implies that the
perceived information quality of fair value adjustments is higher for firms that
disclose the name of the external independent valuer entitfhe other two
supplementary disclosure itemsSENSITIVITY and DATE, have no individual
incremental valuation effect orfair value adjustments (Columns 1 and 3).

Taken together, the results suggest that, among the four supplementary items,
the disclosure of the name of the independent valuer entity has the most
informational value to auditors and investors.

Table 5.11 about here
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Impact of&COVID consideratiori&lisclosure

During the 2020 market uncertainty, RICS issued a statement advising adding a
dnaterial uncertainty clausé to valuation reports to alert users to the market
circumstances at the valuation datéRICS, 2020) Hand-collected datashows that
while most real estate firms briefly mentionthe impact of COVID on property
valuation (Brief COVID, some discuss significant valuation considerations
surrounding COVID uncertainty in detail (COVID_Considgr A discussion d the
COVID considerations can be beneficial because it maps the movements in property
valuation in the short term, explains the interrelations among inputs in the unstable
conditions and indicates how the uncertainty is factored into the valuation
calculaton. However, if real estate firms increase disclosure volume but not the
quality of the information, investors may regard them aécheap talld. In that case,

additional disclosure may not have any incremental informational role.

Table 512 shows that neither a brief mention of COVID nor providing more
details on the COVID considerations for valuation measurements impacts the value
relevance offair value adjustments. The lack of results could be due to the high
tendency of the managers of real estate firms to use generic disclosures relating to
COVID considerations rather than providing firmspecific information. One
plausible reason for generic discloses could be that the complex nature ¢&ir value-
related information renders it difficult for managers to make more specific
disclosures. Another reason could be the managéistention to avoid revealing

valuable information to competitors.

Table 5.12 about here
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5.6. Conclusion

The supplementary disclosures on Level fair value of investment properties can
have informational value for auditors and investors during uncertain times. Based on
a sample of Australian real estate firms ovehe period2018 to 2020, examine: (i)

the effect of the market uncertainty of 2020 on the spfgementary disclosures for
Level 3 properties, (ii) the association between these supplementary disclosures and
audit fees, and whether this association is moderated by the 2020 uncertainty, and
(i) the influence of supplementary disclosures on investdrgaluation of fair value
adjustments during 2020.

| provide evidence that supplementary disclosures increased during the
market uncertainty of 2020. The disclosure of quantitative sensitivity analysis
experienced the largest jump, from 6 percent in 201®%1 percent in 2020l find that
audit fees are negatively related to supplementary disclosures, consistent with the
notion that additional disclosure reduces the audit risk effect and acts as a signal of
more transparent Level Jair values. Additional analysisrevealsthat one disclosure
item drove this negative association: the disclosure of independent valuer name,
indicating that perceived audit risk is lower when the name of the independent valuer
is disclosed. Contrary to expectation| find no incremental influence of 2020
volatility on the disclosureaudit fee association.

Further, | document that investorgpricing of fair value adjustments increases
with the increase in supplementary disclosures during 2020, while durinige pre-
uncertainty period, the pricing influence of disclosure is not significant. This is
consistent with the argument that additional disclosure on Level 3 property reduces
faithful representation concerns in a distressed market environment, generating a
more prominent valuaton implication from investors) perspectives. In additional
analysis, | find that only one disclosure item enhanced the value relevance fair
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value adjustments duringthe 2020 uncertainty: the name of the independent valuer.
This implies that investors consider the disclosure of the valuBr name as an
additional layer in monitoring over the estimation. The results of this study are robust
to controls for the endogeneity of the provision of supplementary disclosures, such
as the inclusion of tte inverse mills ratio in the regression.

From a public policy perspectivethe yndings contribute to the debate about
the informativeness of expandedair value disclosures.l show that supplementary
fair value disclosures on Level 3 properties during uectain times can translate into
an improvement in the information environment of auditors and investors. Thus,
findings in this study support the move toward expandethir value disclosures,
consistent withChung et al., (2017)and Laux and Leuz (2010)

As is the case with all selfonstructed disclosure indicesyne limitation of the
study is that the content analysis of disclosure involves subjective decisions. The
manual coding approach inherently limits the feasible sample size. However, this
disadvantige is compensatetbr by the higher construct validity and precision of the
disclosure index. Future research could further study the role of additional disclosure
on market liquidity, the properties ofanalyst$forecass, andthe cost of debt. Surveys,
interviews, case studies and automated textual analysis methods that reliably
measure certain disclosure attributes for large datasets could shed light on aspects not
covered in this study. Also, whereas this study highlights the effect of extreme
uncertainty on the audit fees and informativeness of Level 3 property disclosures,
little is known about firmsd disclosure behaviour when uncertainty reduces as the

crisis subsides, and the potential impact of that reduction in uncertainty.
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Chapter 5 Tables

Figure 5.1: Fair value adjustments of investment propertig007-2020)

Fair value adjustments of investment properties by year
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Table 5.1: Sampleselectionprocess

Number of firms

Percentgeof firms

Less

Remaining

Less Remaining

(%) (%)
ASX listed real estate firms in Thomson Reuters
0,
Eikon as of 16 June 2019 8 100%
Excluding the firms:
That did not adppt the fair value model during 4 74 506 95%
the sample period
With no investment property assets during 2018 20 54 26% 69%
2019
Firms delisted during 20192020 3 51 4% 65%
Final sample
Firms 51 65%
Firm-years (for 2018 to 2020) 153
Table 5.2: Word count of investment property footnotes
Year N Mean Median SD Min Max
2018 49 1024.12 837.50 645.00 49 3660
No. of 2019 49 1007.18 884 529.42 158 2808
Words
2020 49 1209.37 1042 868.15 28 5162

Note: Table 5.2 reports the worecount of the disclosures made undénvestment property footnote. The sample covers 48m-
year observations each year out of 5firm-year observations. The two missing observations each year relates to two real estate

firms that did not disclose the investment properties on a separate note.
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Table 5.3: Content analysis of disclosure on Level Bwvestmentproperties on

footnote

No. Iltems

Panel A: Minimum disclosures on Level 3 fair value® IFRS 13

2018
N=51

2019
N=51

2020
N=51

IFRS
13.93(d)

2 IFRS
13.93(d)

3 IFRS
13.93(d)

4 IFRS
13.93(e)

5 IFRS
13.93(g)
5(a)

5(b)

5(c)
5(d)  IAS 40.75(e)

6 IFRS
13.93(h)(i)

A description of the valuation technique(s)

A description of the inputs used in the fair value
measurement (FVM)

Quantitative information about significant
unobservable inputs used in the FVM

- Disclose a weighted averagefange of
capitalisation rate/ discount rate/ terminal yield
(or other unobservable inputs ety for all
investment properties

A reconciliation from the opening balances to the
closingbalances, disclosing changes separately
(e.g., gains or losses, purchases, sales, issues an
settlements, transfers into or out of Level 3 during
the period)

A description of the valuation processes

- Disclose who is the valuer (e.g., managers or
external or both) and at what intervals normally
the valuation takes place

- Mention of if there is specific authority to
oversee the finalisation/process of valuation (e.g.,
valuation committee, audit committee, board etg

- Internal tolerance check process

- The extent to which the FVM is based on
valuation by the independent valuers (e.g., ratio o
independent anddirector& valuation)

A narrative description of the sensitivity of the
FVM to changes in unobservable inputs

59%

49%

84%

100%

80%

8%

4%

55%

71%

63%

49%

84%

100%

80%

8%

4%

55%

75%

69%

53%

84%

100%

80%

8%

4%

59%

88%

Panel B: Supplementary disclosures

9(a)
9(b)

10

Quantitative sensitivty analysis of the FVM to
changes in unobservable inputs

Name of the external valuer company

The date/time frame at which the Level 3
valuation took place

- Disclose an overall date/time frame of valuation
- Disclose valuation date for individual
property/property class

Disclose the capitalisation rate/discount rate and
the terminal yield (or other unobservable inputs
etc.) quantitatively for individual investment
properties

8%
27%

35%
37%

20%

6%
27%

37%
37%

20%

51%
31%

65%
41%

20%

Panel C: COVID commentary in 2020

11(a)

11(b)

- Mention the COVID -19 impact, with no specific
description

- A description of the impact of unobservable
inputs on FVM due to COVID-19

69%

39%

Note: Table 5.3 reports the content analysis of disclosures on Level 3 investment property measurement. Pargtlows the
minimum disclosure items defined by IFRS 13, Panel B shows the disclosures supplementary to the mininit@ms and Panel
C documents the COVD-related disclosures within the investment property footnote. In panel A, regarding item n®, IFRS
13.93 (g¥tates that an entity must disclosaéa description of the valuation processésThe analysis of footnotes reveals that real
estate firms in Australia normally disclose four items (i.e., a, b, ¢, d) while describing the valuation processes. Given ta
scope of the termfdescriptiondis broad, | categorise these @dse minimum disclosure items, and not supplementary
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