UNIVERSITY OF AMSTERDAM
X

UvA-DARE (Digital Academic Repository)

Three essays on institutional conditions that enable audit quality

Bosman, T.

Publication date
2024

Link to publication

Citation for published version (APA):
Bosman, T. (2024). Three essays on institutional conditions that enable audit quality. [Thesis,
fully internal, Universiteit van Amsterdam].

General rights

It is not permitted to download or to forward/distribute the text or part of it without the consent of the author(s)
and/or copyright holder(s), other than for strictly personal, individual use, unless the work is under an open
content license (like Creative Commons).

Disclaimer/Complaints regulations

If you believe that digital publication of certain material infringes any of your rights or (privacy) interests, please
let the Library know, stating your reasons. In case of a legitimate complaint, the Library will make the material
inaccessible and/or remove it from the website. Please Ask the Library: https://uba.uva.nl/en/contact, or a letter
to: Library of the University of Amsterdam, Secretariat, P.O. Box 19185, 1000 GD Amsterdam, The Netherlands.
You will be contacted as soon as possible.

UVA-DARE is a service provided by the library of the University of Amsterdam (https://dare.uva.nl)

Download date:05 Sept 2026


https://handle.uba.uva.nl/personal/pure/en/publications/three-essays-on-institutional-conditions-that-enable-audit-quality(4a15b582-56bc-416d-8369-58b69b0878ab).html

Chapter 2

Skin in the Game: The Consequences of Audit
Partner Clawback Provisions

2.1 Introduction

Clawbacks reclaim previously rewarded compensation in case of a contingent negative
future outcome. Since humans are loss averse (Kahneman and Tversky 1979), clawbacks may
deter unwanted behavior, such as shirking or fraud. Recently, PwC US announced that it was
implementing clawbacks to tie its senior leadership’s pay to audit quality and that it was
considering extending the clawback system to other partners (Icacone 2023). Much research
has focused on the consequences of clawbacks in hierarchies, but their consequences in (audit)
partnerships are unknown.

I study the staggered introduction of audit partner clawbacks in the Netherlands, where the
first clawbacks were implemented under high political pressure in 2014. While clawbacks were
not legally required, the Ministry of Finance threatened to intervene directly with legislation if
the audit profession did not reform itself and set up a monitoring committee. Under the Dutch
arrangement, a partner must repay up to a full year of compensation to the audit firm if societal
damage is done due to the partner’s negligence in the six years after the compensation was
awarded. This can come into effect when, for example, an unqualified audit opinion is restated,
the disciplinary court convicts an auditor, or a client bankruptcy follows an unqualified audit
opinion. The audit firms’ independent supervisory boards, where audit partners have no say,
independently enforce clawbacks. Clawbacks have been executed several times since being
introduced and credibly threaten the compensation of negligent audit partners.

The audit market has important positive size and network effects, making large audit firms

more efficient (DeAngelo 1981; Carson 2009). However, the corresponding risk sharing and
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distribution of rewards between partners introduces moral hazard. At the same time, peer
monitoring of partners becomes more complicated as partnerships grow. Audit partnerships
have substantial agency costs, as partner effort and the residual risk from an audit are mostly
unobservable, inviting shirking and free riding. Consequently, audit quality and peer monitoring
can suffer (Huddart and Liang 2005). Any damage from low-quality audits is borne by the entire
audit firm, including nonnegligent partners, the profession, and society, while the benefits
accrue to a few shirking auditors (Pruijssers, Heugens, and van Oosterhout 2020, 154). An
important example of this phenomenon is the collapse of the Big Five audit firm Arthur
Andersen in 2002, which has been attributed to overly commercial incentives, dysfunctional
peer monitoring, and other control deficiencies (Wyatt 2004; Gendron and Spira 2009).
Moreover, audit failures, such as the Wirecard fraud, manifest themselves in the long run (Rddl
& Partner 2021). And while it is hard to observe the quality provided by auditors in the short
term, it is easy to monitor, control, and incentivize their commercial success. Indeed research
documents significant commercial incentives for audit partners (Knechel, Niemi, and Zerni
2013; Vandenhaute, Hardies, and Breesch 2020; Dekeyser, Gaeremynck, Knechel, and
Willekens 2021; Che, Langli, and Svanstrdm 2021). Partners under clawbacks have more skin
in the game, which could reduce the likelihood of shirking, grabbing, and leaving (Gilson and
Mnookin 1985). Clawbacks thus may discourage low-quality audits and may overcome the
auditor free-rider problem (AFM 2018, 42; MCA 2020, 15).

It is an empirical question of whether clawbacks impact audit quality. The question matters
because the clawback arrangement does not result from interactions between independent
market participants but, in the Netherlands, was imposed on the profession under high political
pressure. If clawbacks were an efficient market solution in audit partnerships, why have more
audit firms not already adopted them? Partners depend on each other for their future earnings

and are subject to firm-internal re-assignments or fines for low-quality audits (Bik, Bouwens,
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Knechel, and Zou 2020; Gipper, Hail, and Leuz 2022). If partners seriously err, they will likely
be expelled from the partnership, losing all future cash flows. Thus clawbacks might only make
the consequences of low-quality audits worse but might not change the underlying incentive
structure of the partnership. Indeed analytical work suggests that firing poor performers in
multiple period settings is more efficient than penalizing through lower compensation (Stiglitz
and Weiss 1983).

I hypothesize that audit partners with more skin in the game (clawbacks) reduce risk by
accepting fewer and less risky clients, providing higher quality audits, and auditing longer than
those not (yet) under clawback provisions. When an audit opinion is modified (qualified,
disclaimer, or adverse), it is less likely that an errant opinion (unjustly unqualified) will cause
societal damage, which is the trigger for clawback enforcement. Therefore, I also predict that
partners will reduce risk by issuing more modified audit opinions. In return, I expect that they
will demand additional compensation in the form of higher audit fees and higher partner
income.

I test these hypotheses by exploiting the quasi-exogenous variation in the staggered
introduction of audit partner clawback provisions for 469 partners at eight public interest entity
(PIE) audit firms in the Netherlands.? The first Dutch audit firm adopted a clawback in October
2014, and the last firm in January 2018; other firms refused to adopt clawbacks. Salaried
partners are usually excluded from clawbacks but sign audit opinions before being promoted to
equity partner.’ I exploit the staggered introduction between audit firms and partners via a

stacked difference-in-differences research design to test the effects of clawback introductions.

2 PIE audit firms are in the highest EU-level of audit regulation and oversight and are allowed to audit listed
entities, banks, insurers, and other entities deemed to be of high public importance.

3 Before audit partners are promoted to the partnership as equity partners in the Netherlands, they work as salary
partners. Salary partners are also called associate partners or directors. They have the same responsibilities as
equity partners for their audit client portfolio but do not own equity or voting rights in the audit partnership. The
audit partner clawback was not the only measure introduced following public criticism but the only measure that
treats equity partners differently than salaried partners (NBA 2014). Therefore, I can empirically isolate the
effect of clawback introduction from the effects of other measures.
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The results show that partners with more skin in the game (clawbacks) reduce risk by
accepting fewer and less risky audit clients. Partners audit on average 2.7 fewer clients per year,
reduce the assets they audit yearly by 16 percent, and significantly reduce risk in their audit
portfolio following clawback introduction. These effects intensify if more of the partners’
money is at risk. Partners further reduce risk by initially auditing 7.3 days longer and issuing
more modified audit opinions (a 43 percent increase in likelihood) following clawback
adoption. However, partners do not experience fewer restatements, are not more accurate or
strict in going concern reporting, and do not curtail more earnings management following
clawback introduction.

Despite partners doing less audits and taking on less risky clients, I find evidence of higher
audit fees (13.1 percent) and higher partner compensation (143,515 euros yearly) after clawback
adoption. In effect, partners self-insure against the uninsurable clawback risk. Finally, clients
are 4.1 percentage points more likely to switch to less competent audit partners following
clawback introduction, an increase of 47 (38) percent, compared to the unconditional
probability of switching to a less competent partner who is never (not yet) confronted with a
clawback.

In robustness analyses, I restrict the sample to the Big Four, to partners who are comparable
and competent, and replace audit partner fixed effects with auditee-fixed effects and continue
to find similar results. I find that Big Four auditors primarily respond to clawbacks by reducing
the number and risk of audited clients. Moreover, the increase in audit fees and reduction of
portfolios is concentrated among high risk-taking partners. Overall this evidence raises
questions about whether clawbacks reduce agency costs in audit partnerships.

The contributions of this paper are threefold. First, this is, to my knowledge, the first paper
to examine the effects of clawbacks in the partnership setting, where I extend the literature from

hierarchies to partnerships. Second, I contribute to the literature on audit partner compensation,
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exploring the impact of a specific intervention currently being considered in the United States.
Third, I document that clawback introduction can lead to increases in partner compensation,
de-risking of audit portfolios, and clients switching to less competent auditors. These are
unintended consequences and potentially leave auditees that need a strict auditor unable to find
one. Indeed, in the Netherlands in January 2021, 12 listed companies could not find an auditor
willing to accept their risk profile as a client and, as a result, might be delisted from the
Amsterdam stock exchange (VEB 2021). Moreover, where audit regulators, such as the FRC,
are concerned about large firms ditching clients (FRC 2023), this study documents that audit
partner clawbacks do result in de-risking by the most competent auditors. Due to my findings
of significant unintended consequences of clawbacks, this study should inform policymakers,
regulators, and audit professionals worldwide. The structure of this paper is as follows. First, I
will discuss the institutional setting in the Netherlands and the literature and develop
hypotheses. In section 3, I explain the research design and sample. I present the results in section

4 and discusses the conclusions and limitations in section 5.

2.2 Background and Hypotheses Development
2.2.1 Institutional Setting

In the Netherlands, an audit is required by law for mid-sized* and large private companies
and for Public Interest Entities (PIEs), such as listed companies and financial institutions. The
corresponding audit opinions are publicly filed at the trade registry, including the name of the
signing audit partner and office location. The Dutch auditing profession performs
approximately 20,000 statutory audits annually, and PIE-licensed audit firms perform roughly
61 percent of these audits (NBA 2019). The independent oversight body AFM performs

triennial inspections at the PIE-audit firms and collaborates with the PCAOB on the joint

4“Midsized” is defined as revenues above €12 million, assets above €6 million and an average of 50 employees
or more. When organizations satisfy two of the three conditions on two subsequent balance sheet dates, they
qualify as midsized.
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inspection of Dutch audit firms with a PCAOB license. Auditors’ legal liability is not capped
by law; extensive claims and disciplinary proceedings against auditors are not uncommon
(Bosman 2021). Therefore, the Dutch institutional setting is characterized by independent
oversight and high liability risks for auditors.
2.2.2 Audit Partner Incentives and Income

Professional partnerships, such as audit firms, differ from other organizations in several
ways. First, partners own the firm and deliver the service themselves. Second, national office
(corporate) roles are usually only temporary, and traditionally firms have emphasized
collegiality, autonomy, and peer evaluation (Greenwood, Hinnings, and Brown 1990). Third,
the notion of a professional partnership entails a more informal (control) structure. Fourth,
claims and protecting the partners’ assets against these claims are a key element of the
partnership structure (Firth, Mo, and Wong 2012; Lennox and Li 2012). Partners want to share
risks with other partners to reap benefits from diversification (Gilson and Mnookin 1985).
However, this sharing invites an undersupply of effort (Huddart and Liang 2003, 410).
Partnership agreements thus trade off risk spreading and moral hazard (Gaynor and Gertler
1995).

Several studies have examined audit firms’ different forms of profit sharing and the
corresponding incentives for audit partners. Based on Swedish data from audit partner’ tax
returns, Knechel et al. (2013) find that partner compensation is positively associated with
obtaining new clients and negatively with errors in going concern reports. In trade register
filings of Belgian audit partners, Dekeyser et al. (2021) see a negative association between fee-
based compensation and audit quality. Indeed Vandenhaute et al. (2020, 521) find that Belgian
partner compensation is strongly associated with commercial performance and professional
performance only plays a minor role. Consistent with this notion, Che et al. (2021) find that in

Norway the income of audit partners positively relates to their non-audit revenues. In a study
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on the career consequences of restatements, Chen, Chen, Han, and Yuan (2021) find that
Chinese auditors with restating clients will likely lose their privilege of signing audit opinions.
However, Chen et al. (2021) do not observe an impact of restatements on auditors’ income, and
only 27 percent of the auditors in their sample are partners in the firm. Moreover, market
incentives might reward auditors for providing low-quality audits. Studies show that audit
offices that issue more adverse internal control opinions experience lower growth (Cowle and
Rowe 2021). Furthermore, lenient audit offices in the insurance and banking industry are
associated with subsequent positive changes in market share if publicized audit failures can be
avoided (Ege and Stuber 2021). In summary, most studies document relatively strong economic
incentives but weak quality incentives for audit partners.

Based on transparency report disclosures of German audit firms, Ernstberger, Koch,
Schreiber, and Trompeter (2020) find a negative association between high variable
compensation and audit quality. In addition, the authors also find a negative association between
a small profit pool and audit quality that is more pronounced for mid-sized firms. This result is
consistent with prior evidence that auditors in small profit pool firms depend more on their
clients (Trompeter 1994; Carcello, Hermanson, and Huss 2000) and that either large or small
partnerships are likely to dominate the audit market (Huddart and Liang 2005). However, small
profit pool audit firms are generally associated with less risky client portfolios (Hay,
Baskerville, and Qiu 2007).

A key feature of partnerships is the ability for partners to monitor each other. It is, however,
impossible to eliminate free riding within a partnership. Various audit firm profit-sharing
models have been suggested to overcome shirking by audit partners. The literature distinguishes
equal-sharing, performance-based profit sharing, or a hybrid scheme (Bik et al. 2020).

Clawback adoption would substantially change partner profit sharing, moving it closer to a
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performance-based sharing scheme. Furthermore, clawbacks expand the time horizon of audit
partners from a single year to the end of the clawback period.
2.2.3 Auditor Liability

Auditors are incentivized to provide sufficient effort and to avoid colluding with
management if they are held liable for the results of their actions (Acemoglu and Gietzmann
1997). Legal liability does, however, increase the costs of auditing. Acemoglu and Gietzmann
(1997) point out that there is an optimum level of auditor liability. In their analytical analyses,
Moore and Scott (1989) show that a high level of auditor liability is socially desirable but only
when the marginal costs of auditing are not excessive. The optimal amount of auditor liability
remains unclear.

Clawbacks can amplify the effects of auditor liability. If the negligence of a partner is proven
in litigation, this might lead to a clawback of a full year’s compensation of the partner. Like the
optimal amount of auditor liability, clawing back a full year salary may be either too lenient, as
argued by investors’ representatives (VEB 2014), or too harsh, thereby causing a socially
suboptimal level of auditing (e.g., avoiding all risky audits, overauditing, and overcharging).

Several empirical papers have studied the issue of auditors’ legal liability. In jurisdictions
where investors can more easily sue auditors, reported earnings are more conservative (Francis
and Wang 2008). Several other studies have exploited changes to the liability level of auditors.
In 1995, the United States enacted the Private Securities Litigation Reform Act, which reduced
the liability of auditors. Consistent with the prediction that auditors are less diligent when they
have less wealth at risk, research finds that Big-N auditors are less likely to curtail earnings
management and issue going concern opinions clients after the act (Lee and Mande 2003;
Geiger, Raghunandan, and Rama 2006). Gassen and Skaife (2009) studied the increase in the
legal auditor liability cap from €240.000 to €4 million in Germany and found that this change

is associated with improved audit quality.
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On the other hand, Lennox and Li (2012) find that the shift to limited liability partnerships,
which provides more protection to the partners’ personal assets (less liability), is associated
with a riskier audit client portfolios. However, they do not find that audit quality decreases
following this shift. In summary, the literature suggests that audit quality improves when
auditors have more skin in the game, but that there is a societal optimal amount of auditor
liability.

2.2.4 Clawbacks’ effect on reporting quality

The effects of voluntary and mandatory clawbacks for executives of US-listed corporations
have been widely studied. The presence of clawbacks increased from just 3 percent of Fortune
100 companies in 2005 to 82 percent in 2010, following the mandatory adoption of clawbacks
for US-listed companies by the Dodd-Frank Act (DeHaan, Hodge, and Shevlin 2013). There is
evidence that clawback adoption improves financial reporting quality (Chen, Green, and Owers
2015; Erkens, Gan, and Yurtoglu 2018), reduces the fraud risk (Fung, Raman, Sun, and Xu
2015), and improves investor perceptions of the quality of mergers and acquisitions (Brown,
Davis-Friday, Guler, and Marquardt 2015).

A general finding is that restatements decline after clawback adoption. Furthermore,
investors value the improved financial reporting quality, as evidenced by higher earnings
response coefficients (Chan, Chen, Chen, and Yu 2012; DeHaan et al. 2013) and higher stock
valuations and lower bid-ask spreads (Iskandar-Datta and Jia 2013). Chan et al. (2012) also find
that auditors of clawback-adopting listed companies are less likely to report material internal
control weaknesses, have shorter audit lags, and charge lower audit fees. Consistent with the
notion that clawbacks reduce information uncertainty, DeHaan et al. (2013) find a decrease in
analyst forecast dispersion after adoption. Moreover, banks issues loans with higher maturities
to clawback adopters and require less collateral (Chan, Chen, and Chen 2013). However,

experimental research finds that CFOs under clawback contracts are less inclined to restate the
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financial statements and this effect is more pronounced when facing a low-quality auditor
(Pyzoha 2015). This finding suggests that financial reporting quality could still suffer, even if
restatements might be lower after clawback adoption. Nevertheless, the literature on clawbacks
in hierarchies mainly suggests that clawbacks are associated with higher reporting quality.
2.2.5 Unintended consequences

Clawbacks do have downsides and potential unintended consequences. Due to the more
severe consequences of low-quality financial reporting after clawback adoption, companies are
more likely to manage real earnings, such as by reducing research and development spending
(Chan, Chen, Chen, and Yu 2015). Voluntary adopters’ increased use of real earnings
management is associated with a higher stock price crash risk (Bao, Fung, and Su 2018).
Another way earnings management shifts after clawback adoption is the opportunistic use of
non-GAAP reporting (Kyung, Lee, and Marquardt 2019). Furthermore, companies are more
likely to engage in tax planning after clawback adoption (Kubick, Omer, and Wiebe 2020). Yet
another significant consequence of adoption is less risk-taking, evidenced by the more
conservative investment strategies and capital structures (Liu, Gan, and Karim 2019). Clawback
adopters are also more careful about research and development and shift their efforts toward
exploratory innovations, instead of exploitative ones, to meet market expectations (Deng, Hung,
Lee, and Qiao 2021).

Researchers also have studied the effects of clawback provisions on the broader incentive
plans of firm executives. DeHaan et al. (2013) and Chen et al. (2015) find that clawback
adoption is associated with higher CEO compensation and higher pay-for-performance
sensitivity to compensate CEOs for the additional risk they assume. In a study on the effects of
voluntary clawback provisions on CFO bonus plans, Kroos, Schabus, and Verbeeten (2018) find
that adoption is associated with higher CFO bonus incentives and this effect is stronger for

CFOs relative to other executives. The strength of the clawback provisions also influences the
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behavioral effects of a clawback plan. Erkens et al. (2018) find that strong clawback adopters
experience less CEO turnover, but, contrary to Chen et al. (2015), lower CEO pay. DeHaan et
al. (2013) also report stronger results for clawback provisions that require repayment, regardless
of the cause of the restatement.
2.2.6 Hypothesis development

An audit partner clawback aims to deal with the complex tensions that audit firms face as
they operate for-profit partnerships in a regulated profession that acts in the public interest
(Spence and Carter 2014). Additional complexity arises from the important positive size and
network effects in the audit market. These effects make large audit firms more efficient
(DeAngelo 1981; Carson 2009), but the corresponding sharing of risks and rewards between
partners also introduces moral hazard. Peer monitoring of partners becomes more complicated
as partnerships increase in size. Consequently, partners are more likely to shirk, thereby
reducing quality and peer monitoring (Huddart and Liang 2005). The corresponding damage
from low-quality audits is borne by the entire audit firm, including the nonnegligent partners,
the profession, and society, where the benefits accrue to a few shirking auditors (Pruijssers,
Heugens, and van Oosterhout 2020, 154). An important example of this phenomenon is the
collapse of the Big Five audit firm Arthur Andersen in 2002, which has been attributed to overly
commercial incentives, a malfunctioning of peer monitoring, and other quality control
deficiencies (Zeff 2003a; 2003b; Wyatt 2004; Gendron and Spira 2009).

Audit quality’s controllability is problematic because assessing quality is even challenging
for audit partners themselves (Power 2003). Controlling the audit quality provided by partners
is a complex and socially relevant problem. Introducing clawbacks might be an efficient
intervention to incentivize audit quality over short-term commercial interests.

A partnership compensates partners for the disutility of their effort and the uncertainty in

their compensation. In partnerships, partners are agents who produce output, and, at the same
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time, they are principals with a claim to the residuals of the partnership. Since ownership is
diffused among many partners, moral hazard is likely (Huddart and Liang 2005, 410). The effort
provided by the partner to perform high-quality audits (low residual audit risk) and peer
monitoring is personally costly to the partner and not directly observable to the rest of the
partners. Moreover, the consequences of low-quality audits and poor peer monitoring are only
observed in the long run, while the partner in the short term experiences the disutility of effort.
I assume that the quality control systems of audit firms (monitoring) remained fixed during the
study period and that assurance is only a function of effort, e.g., audit technology is constant.

In the audit risk model, audit risk is a function of inherent, internal control, and detection
risk. Its measurement typically entails a nonzero residual risk, which is naturally unobservable
(Knechel 2016, 217). The audit partner can decide whether to accept an auditee, given its
inherent risk level and internal controls quality. Moreover, the partner can provide costly effort
to decrease the detection risk, thereby providing a higher quality audit. Production theory
predicts that striving for higher quality has diminishing returns (Shephard and Fare 1974). The
first units of partner effort are expected to significantly improve audit quality by providing
powerful audit procedures. However, the more effort is provided, the less utility (e.g., quality)
is expected from each additional unit of partner effort.

Huddart and Liang (2005) show that auditors in this setting select second-best actions,
leading to a loss for the partnership. The partner will likely shirk audit quality and peer
monitoring, exposing all partners to legal liability claims. Introducing a clawback may reduce
these agency costs, as it reduces this second-best action loss. Audit partner clawbacks are, in
essence, a contractual arrangement that entails a penalty, where the partner needs to repay
previously granted compensation when an imputable act of the auditor has led to the issuance

of a wrong audit opinion, which resulted in societal damage (Measure 3.5, NBA 2014).
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Confronted with clawbacks, I expect audit partners to reduce their risk exposure. I expect
that they do so by accepting fewer auditees with higher inherent risk and internal control risk
(de-risking). I also expect them to audit fewer clients since every audit could trigger a clawback.
Moreover, audit partners under clawback provisions likely reduce their residual audit risk by
striving to reduce the detection risk, improving audit quality. More audit effort requires more
time; therefore, I expect longer audit lags. Additional effort is costly to the partner and has
diminishing returns on quality. When the audit opinion is modified (qualified, disclaimer, or
adverse), it is less likely that a “wrong opinion” (unjustly unqualified) causes societal damage,
which is the trigger for clawback enforcement. Partners can avoid clawback consequences by
issuing more modified audit opinions. Overall I therefore expect that the clawback introduction

reduces partner risk-taking.

HI: Adopting clawbacks reduces audit partner risk-taking.

The specific clawback provision in the Netherlands relates to six years after the audit
opinion is issued and introduces more uncertainty for audit partner compensation. Economic
theory suggests that partners should receive compensation for the increased risk they assume.
To the extent partners can reduce uncertainty by working harder, they also want to be
compensated for that additional effort. When audit partners demand higher income and provide

more effort, their clients will see this reflected in higher fees.

H?2: Adopting audit partner clawbacks increases auditors’ rewards.

2.3Research Method

2.3.1 Clawback Introduction

The Dutch auditing profession was under high political pressure in 2014 following several

financial scandals and critical reports by the audit oversight body, Authority Financial Markets
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(AFM). In an attempt to avoid more legislation, the Dutch auditing profession issued a report
with 53 proposed measures to improve audit quality (NBA 2014). One of the measures was the
adoption of audit partner clawbacks. While clawbacks were not legally required, the Ministry
of Finance threatened to intervene directly with legislation if the audit profession did not reform
itself and set up a monitoring committee. The monitoring committee and the AFM considered
the clawback a cornerstone of reform, as it would cause audit partners to have more skin in the
game regarding audit quality (AFM 2018, 42; MCA 2020, 15). From discussions with the Dutch
professional organization of auditors, NBA, and with current and former audit partners under
the clawback regime, I understand that the clawback has been enforced several times since
introduction and is a credible threat to audit partners. Examples of clawback triggers include
restatements where an unqualified audit opinion was issued, a conviction by the disciplinary
court for auditors, and a bankruptcy following an unqualified audit opinion. I use adoption of
the clawback policy, not actual enforcement, as identification to study the consequences of audit
partner clawbacks.

Eight Dutch PIE audit firms introduced audit partner clawbacks after the publication of the
NBA report “In the Public Interest” in September 2014 (NBA 2014). Dutch PIE audit firms
must report on their compliance and progress with implementing the 53 measures from the
report, including clawbacks and the installation of independent supervisory boards at audit
firms. The NBA publicly tracked implementation progress on each measure, and I reviewed
that information. Moreover, Dutch auditing firms with a PIE audit license must prepare a yearly
public transparency report. Based on EU Regulation 537/2014, audit firms specifically report
on the basis for partners’ remuneration. I downloaded, read, and reviewed all transparency
reports of Dutch PIE audit firms between 2013 and 2020, coded the clawback implementation
dates, and included this in the timeline of Figure 1. Finally, I provided the coding schedule to

the audit firms and senior officials of the NBA and incorporated their feedback.
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The clawback is effective for audit opinions signed off after the implementation of
clawbacks by the audit firm. The clawback period is six years after the audit opinion is signed,
consistent with the maximum term for starting a legal procedure against an auditor at the
disciplinary court for auditors. The money at risk for audit partners under the clawback
provision is equal to the average yearly income of the audit partner over the last six years. The
money at risk accrues from the introduction of the clawback over six years to a full year of
partner income. Money is clawed back if a partner negligently issued a wrong audit opinion,
from which societal damage accrues. The clawed-back amount is used for quality improvement
measures. The audit firms’ independent supervisory boards decide whether to claw back money.

Based on this structure of the clawback introduction, I identified two variables of interest.
The first, Clawback, is coded one when an audit opinion is subject to a clawback and zero
otherwise. The second variable of interest, Money at risk, ranges from zero, i.e., no money at
risk from a clawback, to one, i.e, a full year of partner income at risk.

2.3.2 Sample Selection

Clawbacks at audit firms were introduced between October 2014 and January 2018. Mazars
and the other smaller audit firms refused to adopt the scheme. Moreover, salaried partners, who
do not own equity in their firms, were excluded at most firms. I therefore observe a staggered
introduction of a policy that changes the economic incentives of audit partners. The variation
in adoption is quasi-exogenous, as the independent supervisory board of the audit firm, where
the audit partners have no say, decided on the implementation date. KPMG, Accon AVM, and
PwC directly implemented the clawback for their next audit cycle and fiscal year. BDO,
Deloitte, and EY adopted the clawback one audit cycle later. GT and BT were the last audit
firms to implement the clawback in January 2018.

Audit firms must obtain an audit license from the AFM to perform statutory audits. Only

auditors registered with the NBA can sign statutory audit opinions on behalf of a licensed audit
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firm. The AFM publishes a public online register with all licensed audit firms, their
policymakers, salaried partners, and equity partners. By the combination of the firm
implementation date and AFM registry information on the partners’ status, I can observe
whether a particular audit is signed under the clawback regime. Dutch equity partners are not
employees in the firms but are employed by their own legal entity. Dutch partners bill the audit
firm from their legal entity, in which they also accrue their retirement savings. This situation is
comparable to the Belgian situation, described by Dekeyser et al. (2021). I hand-collected data
on whether and from which date onward an individual audit partner became subject to the
clawback.

I collected data on 1,579 individual audit partners, of which 469 become subject to the
clawback provision between 2014 and 2019. Five-hundred and eleven salaried partners are
never treated at clawback-adopting firms, and 599 partners are never treated at nonclawback-
adopting firms. This data provides a strong identification of the audit partner clawback on the
level of the individual partner and that person’s audit engagements. Moreover, I manually
identified the equity partner entities from the trade registry and can publicly observe equity
partner income. I have included variable definitions in Appendix A.

The Dutch audit oversight body, AFM, publishes yearly data on the number of statutory
audits performed in the Netherlands. Furthermore, Dutch audit firms with a PIE license must,
under Dutch practice guidance 1135 (NBA 2016), disclose the percentage of engagement
quality reviews as part of all statutory audits. This disclosure allows estimation of the number
of statutory audits performed based on the transparency reports. I include this estimation in
Table 1 Panel A. Next I identify as many audits as possible based on Audit Analytics Europe
and Company.info. Panel B of Table 1 presents the identified audits. I estimate in Panel C that
I identified approximately 77 percent of the audits from 2010 to 2019 and therefore have a

powerful dataset to test the hypotheses.
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2.3.3 Research Design

Risk-taking

I predict that audit partners reduce risk following clawback adoption by accepting fewer
and less risky clients. I identified audit partner portfolios based on Audit Analytics Europe and
the signing auditors’ name in the filed audit opinion. For the filed audit opinions, I applied a
combination of hand-collection and a regular expressions programming script to obtain data for
private companies, as this data is not structurally available in the Netherlands (Bosman 2021).
I identify the total number of audits performed in a particular year (Portfolio Number), the sum
of the size of these clients (Portfolio Size), and the highest audit risk in this portfolio during a
particular year (Portfolio Risk). I measure audit risk through principal component extraction
of the audit risk factors: size, ROA, leverage, the relative amount of receivables and inventory
on the balance sheet, and the number of subsidiaries with more than 10 employees. Research
documents that these factors are among the essential variables in explaining audit risk, and these
variables are widely available in my Dutch dataset (Choi, Doogar, and Ganguly 2004; Johnstone
and Bedard 2004; Hay et al. 2007; Hogan and Martin 2009).

Audit partners may reduce their risk by providing higher quality audits. Higher audit quality
results in lower residual audit risk, according to the audit risk model. Audit quality is hard to
observe and is indicated by multiple proxies (DeFond and Zhang 2014). Restatements are the
best direct evidence of a lack of quality (Rajgopal, Srinivasan, and Zheng 2021). I define
restatements as instances where audited financial statements must be restated due to a material
error or fraud and do not include clerical errors. Restatements are rare events that do not reflect
the continuous nature of the concept of audit quality (Francis 2011). Therefore, I also use both
the likelihood of issuing a going concern opinion (GCO) to a distressed client and the absolute
level of total accruals as quality proxies. I expect partners to reduce detection risk by providing

more effort, and therefore I also expect longer audit lags. I identify the audit lag as the time
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between the audit opinion sign-off date and the corresponding balance sheet date. Moreover, I
predict that audit partners issue more MAOs following the clawback adoption to avoid
triggering the clawback, because it is less likely that a modified (qualified, disclaimer, or
adverse) opinion will cause societal damage. If the audit opinion is modified, the variable MAO

is coded as one and zero otherwise.

Reward

I hand-collected data from the audit partner entities to observe partner income following the
work of DeKeyser et al. (2021). For the Dutch setting, this includes the personal pension
account in the partner entity, as this is part of the fee equity partners receive from the audit firm.
The audit fee data is obtained from a combination of Audit Analytics Europe and hand-

collection from the Dutch trade registry.

Empirical Research Design

The staggered introduction of clawbacks in the eight largest audit firms in the Netherlands
between October 2014 and January 2018, the presence of nonclawback adopting firms, and
unaffected salaried partners allow me to empirically test the introduction of the clawback via a
staggered difference-in-differences research design. Recent advances in econometrics
document the benefits of stacked regressions to address the issues with negative weighting and
heterogeneous effects associated with traditional two-way fixed effects regressions with
varying timing (Gormley and Matsa 2011; Baker, Larcker, and Wang 2022; Roth, Sant’ Anna,
Bilinski, and Poe 2022). Moreover, the use of multiple treatment groups reduces the concern
that other trends drive the estimated results. I use each group of partners newly subject to the
clawback in a year (cohort) as a distinct dataset. The partners who have not yet or never been
subject to the clawback are the control group for that dataset. These distinct datasets are
combined (stacked) before estimating the regressions. The text below Figure 1 illustrates the

stacking of the datasets based on the timing of clawback introduction for the individual partner.
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In this stacked difference-in-difference research design, not-yet or never clawback observations
are used multiple times to ensure clean comparisons when estimating the effect of clawback
introduction.

Like the archival auditing literature, I analyze audit quality and audit fees (equation 1) at
the audit engagement level, e.g., the level of the partners’ work. In my primary analyses, I apply
audit firm, audit partner, and year fixed effects and interact a cohort identifier for each of these.
These fixed effects reflect the persistent audit firm and audit partner characteristics (many of
which are unobservable), in addition to unique effects in any single year. With audit partner
fixed effects, I effectively use each audit partner as his or her own control. In alternative
specifications, I replace audit partner fixed effects with auditee fixed effects to rule out that
time-invariant unobservable auditee characteristics drive my results. Still, audit partner fixed
effects are the most appropriate specification for my tests, as the clawback is implemented at
the audit partner level and partner effects explain most of the variation in quality between audits
(Cameran, Campa, and Francis 2021). Moreover, auditees can switch from a partner under a
clawback to one who is not under a clawback, where a partner can only get rid of the clawback
by switching audit firms, which is arguably more complicated and costlier. Finally, auditee fixed
effects are unsuitable for dealing with extreme events (likely singletons), such as big
restatements, and ignore variation that I try to explain in the analyses (DeHaan 2021).

I estimate portfolio- and partner compensation (equation 2) at the partner-year level, like
prior (audit partner) compensation research. Another difference between the levels of
aggregation is the potential for reversal. An auditee can fire an auditor under a clawback
provision and hire a new one without a clawback provision, e.g., reversal. However, an equity
partner at a clawback-adopting audit firm cannot reverse the clawback provision. Therefore, I
will estimate the effect of clawback provisions on partner income by the Callaway and

Sant’Anna (2021) estimation, since introduction at the partner-audit firm combination cannot
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be reversed. Note that partner income and partner portfolios are lagged measures, since client
switching decisions and the effect on partner income and portfolios are expected in the next
audit cycle following clawback adoption.

The allocation of audit clients to partners is likely nonrandom. More experienced equity
partners generally audit more complex and larger clients than salaried partners. At the same
time, equity partners are more likely to be under clawback provisions. Therefore, I control for
experience as a licensed auditor (Auditor Experience), client size (Size), the number of
subsidiaries with more than 10 employees (SUBS_ECON), leverage, the return on assets

(ROA), and whether an entity is a PIE at the audit engagement-level.

(1) AQ;,; / AF;,¢/ Audit_Lag ;s = oy + BoClawback;,./Money_at_Risk;,.+

B1Audit_Partner_FE + [,Audit_Firm_FE; + ;Year_FE; + ,Controls;,; + €;,;

(2) Incomej,;q / Portfolio;,q = oy + BoClawback;,./Money_at_Risk;,, +

piAudit_Partner_FE + f,Audit_Firm_FE; + 3Year_FE, + f,Controls;,; + €;,;

This difference-in-differences research design relies on the parallel trends assumption. This
design assumes that, without the implementation of the clawback, the outcomes of the clawback
and not (yet) clawback partners would have been similar. This assumption is untestable, but I
perform various sensitivity tests. First, I perform placebo testing and repeat the analysis on pre-
event years. Second, I visually graph outcomes changes throughout the sample period. If the
change in the clawback group is around clawback implementation, this is evidence of an effect.
Third, I extend the research period to several years before the first audit firm adopted the

clawback and several years after the last firm did so to ensure robust results.
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2.4 Results

Table 2 presents the descriptive statistics and Table 3 the correlations. From the 159,009
observations in the dataset (Table 1 Panel B), I observe for 47,246 whether the audit opinion is
subject to the clawback. The missing observations are mainly due to missing data in databases,
such as ORBIS and Audit Analytics. In the last column of Table 2, I present the two-sample t-
test for the period before and after clawback adoption for the subsample of clawback adopting
partners. In this simple comparison, I observe in Panel A that, after the clawback adoption,
restatement likelihood is higher, absolute value of accruals is lower, audit lag is longer, and the
likelihood of issuing a modified audit opinion is lower. Furthermore, audit fees are significantly
higher. Moreover, I observe that, after clawback adoption, the clients audited are on average
larger, have more subsidiaries, less leverage, are not more profitable, and are more likely to be
audited by a Big Four firm, while auditors have more professional experience (p=0.000) and
are likelier to audit a PIE client.

At the partner-portfolio-year level, I observe that, in this simple comparison, on average the
audit portfolios consist of larger, less risky clients. However, these are just descriptive statistics
without any controls. Therefore, these results do not necessarily reliably reflect the impact of
clawback introduction.

In Table 3, I observe that the likelihood of an audit when subject to clawback provisions is
significantly associated with larger clients (0.331), experience as an audit professional (0.198),
more subsidiaries (0.088), higher leverage (0.019), lower profitability (-0.054), and are more
likely to be audited by a Big Four firm (0.364). For audit outcomes, I observe on a bivariate
level that clawbacks are significantly associated with a higher likelihood of restatements
(0.010), higher accruals (0.128), longer audit lags (0.050), a lower likelihood of issuing a
modified audit opinion (MAO, -0.121), and higher audit fees (0.330). On the audit partner level

(Table 3 Panel B), I observe that the adoption of clawbacks is significantly associated with more
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audited clients (0.087), larger ones (0.170), less risky clients (-0.215), more experienced
auditors (0.227), and auditors working for a Big Four firm (0.288). Note that audit quality is a
multivariate problem, and control variables are required to perform reliable analyses.

2.4.1 Auditor Risk-Taking

H1 poses that audit partners reduce risk following clawback adoption. First, I analyze
whether clawback introduction is associated with smaller and less risky lagged audit portfolios.
In untabulated trend analyses, I observe that the different treatment groups overlap and appear
to move in parallel trends and the parallel trend assumption does not seem to be violated. Figure
2 presents the event graph from the difference-in-differences estimation, where the pre-
treatment year is the baseline (dashed vertical line). The solid red line represents the difference-
in-differences coefficient estimate. All event graphs show an evident decline after clawback
introduction in period t on the x-axis, where the decline increases in later periods, suggesting
that the effects increase if more money is at risk. Moreover, the three pre-treatment (placebo)
estimates on the left of the vertical dashed red line do not suggest that they significantly differ
from zero. The regression results in Table 4 support these results. Consistent with the
recommendations of Baker et al. (2020), I estimate the first model for each dependent variable
without time-varying control variables. The results remain consistent after the inclusion of
auditor experience in the analysis.

The event graphs for restatements (Panel D), issuing a going concern opinion to a distressed
client (Panel E), and the total accruals (Panel F) show results that differ insignificantly from
zero. The large confidence intervals in the period minus four are due to relatively fewer
observations for this estimate. The null results in the event graphs are consistent with the
estimates in Table 5.

The insignificant result for restatements in Panel D might be due to the relative scarcity of

restatements in the Netherlands (just 0.3 percent of audits performed). Nevertheless, I observe
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155 restatements in this sample, partly with critical societal consequences. This sample includes
high-profile restatements from accounting scandals at Accon avm, Steinhoff, Pels Rijcken,
Imtech, and Esperite. These scandals helped drive the public debate about audit quality in the
Netherlands, but I do not observe an effect from the introduction of clawbacks on the likelihood
of such restatements. Indeed the audit of the fraudulent Steinhoff balance sheet was signed
under the clawback regime. The regression model without additional control variables (Table 5
Model 1) even suggests significantly more restatements, following clawback introduction.
However, the significant result becomes insignificant when adding control variables.

I do not observe significant effects of the introduction of clawbacks on auditors’ likelihood
to issue a GCO to loss-making clients (Panel E). In untabulated analyses, I expand the
regressions to Type I and II misclassifications and still find insignificant results. Moreover, I
extend the analyses for issuing a GCO to all audits, not just those of loss-making clients, and
continue to find insignificant results.

For total accruals, I observe a significantly positive coefficient in the model without control
variables. However, the results for total accruals are insignificant when adding control
observations. Given the sample size, the number of controls, a significance level of 0.05, and a
power of 0.8, these tests should identify effect sizes as small as 0.0003 for restatements, 0.002
for going concern opinions, and 0.0006 for total accruals. Therefore, the lack of results is
unlikely due to a lack of power. I find no evidence that partners respond to clawbacks by
reducing risk via higher-quality audits.

Next I test whether partners reduce risk by auditing longer and issuing more modified audit
opinions after clawback introduction. In the event graphs, I observe a small increase in audit
lag following clawback introduction. However, the t minus four placebo period, though with
large confidence intervals, also tends to show a significantly higher audit lag. Nevertheless,

there is an increase in audit lag following clawback introduction in the first period after
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introduction. This is consistent with the regression results in Table 6. Nevertheless, it seems
that the longer audit lag following the introduction is a novelty effect, as the money at risk is
insignificant and the event graph suggests a relatively quick reversal of the effect.

In Panel F of Figure 2, I also observe a clear increased likelihood of issuing an MAO, which
tends to increase in later years, suggesting that partners are increasingly more likely to issue
more MAOs when more money is at risk. These results are consistent with the regressions in
Table 6. These results suggest that partners avoid clawback consequences by issuing more
MAUO:s.

2.4.2 Auditor Rewards

When estimating the effects of the clawback introduction on partner income using the
Callaway and Sant’Anna (2021) estimates, I observe a sharp increase in the audit partners’
income (Figure 3 Panel A). In this analysis, I compare treated units to not yet treated units, as I
only have one PIE audit firm on which I have partner income data (Mazars) that remains never
treated. I interpret the more precise Callaway and Sant’Anna (2021) estimate as evidence for
higher audit partner income after clawback introduction. The lack of significant results in period
two might be due to noise in the dependent variable with a corresponding reduction in power.
Where the filings of the audit partners’ personal holdings provide the best publicly available
proxy for their income, there might be noise due to postponed dividends, also discussed and
tested by Dekeyser et al. (2021).

For audit fees, there is an evident increase after clawback introduction in the event graph,
where the regression estimate suggests a 13.1 percent increase in fees following clawback
introduction. The results also suggest that the effect of the clawback enlarges significantly when
more money is at risk for the audit partner (later years). Overall the results suggest that clients

are confronted by more expensive audits following clawback.

48



2.4.3 Client Switching

Clawbacks might also influence clients’ decision to hire a high-quality auditor. When
partners become more selective in accepting clients and more diligent in auditing them, issuing
more modified opinions, they will charge higher fees, and longer audit lags will lengthen. So
clients will have incentives to switch to less competent auditors.

Iidentified whether a client is switching away from the Big Four (LowQ B4 Switch), away
from a PIE-licensed audit firm (LowQ PIE Switch), away from a competent audit partner
(LowQ PTNR_Switch), or a combination of these. I expect the most competent auditors to
reach the level of equity partner. Therefore, I operationalize competence as whether the partner
(eventually) reaches the level of equity partner in 2022, which I observe in the public AFM
registry. I explore how the audit partner clawback impacts client switching in Table 8. When
more money is at risk of clawback, clients are significantly more likely to switch away from a
Big Four auditor. I do not observe significant results for switching away from a PIE-licensed
auditor. However, clients are significantly more likely to switch away from a more competent
auditor following the clawback introduction, and this effect increases when more money is at
risk. These results suggest that clients respond to clawbacks by avoiding high-quality auditors.
2.4.4 Robustness Analyses

I perform several robustness analyses. For clarity purposes, I explain all the following
robustness tests in the note to Figure 1. Despite including audit firm fixed effects, I want to test
the analyses for a Big Four only sample. Therefore, I restrict the sample to the Big Four
(untabulated analyses). The effect size of clawback introduction on the number (-3.4, p<0.000),
size (-30.2, p=.024), and risk (-0.35, p<0.000) of clients audited becomes grows. The
insignificant results for the audit quality proxies hold. However, the effects of audit lags and
MAOs also become insignificant. Moreover, the result for audit fees becomes insignificant

(p=-592), which might relate to the smaller hand-collected sample.
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I also want to address the concern that the results might be driven by differences between
salaried and equity partners, for example, due to differences in competence. I therefore perform
the analyses on a sample of partners that achieve the equity partner level in the sample period
and continue to find consistent results on all metrics.

Third, I want to explore whether there are heterogeneous treatment effects between higher
and lower risk-taking partners. Where all the previous tests focus on average treatment effects,
audit firms and society are worried about the extremes, such as risk-seeking partners, and
clawbacks aim to deter such behavior. In untabulated analyses, I interact whether the partner is
arisk seeker, based on the size of total accruals before clawback introduction, with the variables
of interest and perform cross-sectional analyses. In these tests, I observe that the reduction in
the number of audited clients and reduction in audit risk is indeed concentrated among the risk-
seeking partners. But I do not observe significantly different results for high-risk partners
compared to low-risk partners for the audit quality proxies. Furthermore, risk seekers respond
more strongly when more money is at risk when issuing MAOs (0.049, p<0.05). Moreover, the
effect of clawback introduction on audit fees is only significant for high-risk partners.

Finally, I replace audit partner fixed effects with auditee fixed effects to rule out that time-
invariant unobservable auditee characteristics rather than auditor characteristics drive the
results. The results for restatements and total accruals remain insignificant. However, I find a
marginal significant negative effect of clawback introduction on issuing a going concern
opinion to a distressed client. When replacing audit partner with auditee fixed effects, I find
more positive significant results for the effect on audit lag (0.025, p<0.001) and slightly less
significant results for issuing a modified audit opinion (0.01, p<0.10). Moreover, the estimated

effect of clawback introduction on audit fees is consistent with partner fixed effects.

2.5 Conclusions and Limitations
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Against my hypothesis, I find little evidence that partners respond to clawbacks by lowering
risk by increasing quality. Instead they audit fewer and less risky clients (de-risking), initially
take more time to issue their opinion and issue more MAQOs. Nevertheless, partners under
clawback provisions do not experience fewer restatements, are not better in curtailing earnings
management, and are not more accurate or strict in going concern reporting. However, partner
income is higher and audit fees tend to be higher following clawback adoption. Moreover,
confronted with partners under clawback provisions, clients switch to less competent auditors,
i.e., those who did not make equity partner in this sample period. Overall the evidence raises
questions about whether audit partner clawbacks reduce agency costs in audit partnerships.

This study has limitations. Audit firms’ audit technology and internal quality controls
(monitoring) are unobservable. I assume that these remain fixed in this setting and control for
audit firm and year fixed effects. Still, there might be essential changes in technology and
internal quality controls that I cannot observe. The results can be interpreted, against the
backdrop of the theory of Milgrom and Roberts (1992), as audit firms putting more weight on
incentives (the clawback) but being so far unsuccessful in improving their measurement of
performance and monitoring. Monitoring audit quality remains a thorny issue due to the
credence nature of the service (Causholli and Knechel 2012). Without improvements in the
measurement of quality, clawbacks transfer unnecessary risk to the individual audit partner and
results in risk premiums. Without data on the actual quality of monitoring, I cannot confidently
attribute the findings to a lack of monitoring, and more research is therefore needed.

I assume that the implementation of the clawback is plausibly exogenous and as-if randomly
implemented over time and unrelated to variables influencing audit quality. This seems a
reasonable assumption, as the independent supervisory board of the audit firms, where the audit
partners have no say, decided on the implementation date. However, the timing of clawback

introduction at KPMG might raise questions about this assumption. KPMG was the first firm

51



to implement the clawback, with the most public audit failures prompting its introduction as a
quality measure. The presence of a nine-year test period and multiple treated and control firms
might reduce this issue. Moreover, GT and Baker Tilly also received severe public critiques
from the AFM and were the last to implement the clawback provision. Finally, when excluding
the equity partners from the sample who were partners at the time of the introduction I still find
a significant reduction in the number and risk of audits performed by partners. This finding is
relevant since regulators, such as the FRC, recently expressed concern about de-risking and
auditor resignations. Overall the results provide important insights to policymakers, regulators,

and audit firm executives on the unintended consequences of audit partner clawbacks.
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Appendix A: Variable Definitions

Dependent Variables

Restatement: Coded 1 if audited financial statements had to be restated according to the Dutch trade register
(Art 2:362 sub 6 — financial statements were fundamentally wrong or misleading) and/or based on the
Restatements Module of Audit Analytics Europe, excluding clerical errors.

Going_Concern: Coded 1 when the auditor issues a Going Concern Opinion (GCO). GCO’s are defined as the
instances where the auditor includes a separate section in the audit opinion to stress the material uncertainty
about the entity’s ability to continue as a going concern (ISA 570).

TCA: total accruals indirectly calculated, due to the lack if a cashflow statement for most Dutch private
companies, based on the following formula: (ACA;,,— ACASH;,; ) — (ACL;,;— ASTD,;) - DEPR;,;
Audit_Lag: (Audit Opinion Sign-off Date -/- Balance Sheet Date) / 365.25

MAO: Coded 1 when the audit opinion is either qualified, a disclaimer of opinion or an adverse opinion and 0
otherwise.

Audit_Fee: The natural log of the audit engagement fee.

LowQ_B4_Switch: Coded 1 if the client changes from a big4 audit firm to a non-big4 audit firm and 0
otherwise.

LowQ_PIE_Switch: Coded 1 if the client changes from a PIE audit firm to a non-PIE audit firm and 0
otherwise.

LowQ_PTNR_Switch: Coded 1 if the client changes from a partner that eventually reaches the level of equity
partner (high competence) to a partner that does not reach the level of equity partner (lower competence) and 0
otherwise.

Variables of Interest:

Clawback: Coded 1 if the audit opinion was signed by a partner under clawback provision after the clawback
became effective and 0 otherwise.

Money_at_Risk: Increases linearly in six years from 0 at the time of clawback introduction to a maximum value
of 1, which reflects a year of compensation at risk, and stays 0 for non-clawback adopting partners.

Control Variables:

Size: Natural log of total assets at year-end in absolute EUR.

Auditor_Experience: (Sign-off date -/- date auditor obtained auditors license) / 365.25.

SUBS_ECON: The number of subsidiaries with more than ten employees based on the trade register.
Leverage: Total liabilities divided by total assets.

ROA: Net income after taxes divided by lagged total assets.

PIE: Coded 1 if the entity is a public interest entity according to the transparency report module of Audit
Analytics and 0 otherwise.

Big4: Coded 1 if audited by EY, Deloitte, KPMG or PwC and 0 otherwise.

Income: The delta in the equity and personal pension provision of an equity partner between t and t-1.
Number_Clients: Total number of audits performed by a partner in a year.

Size_Clients: Sum of the Size of clients audited by a partner in a year.

Audit_Risk: Principal component extraction of size, roa, leverage, the relative amount of receivables and
inventory on the balance sheet and number of subsidiaries with more than 10 employees.
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TABLE 6 —Effects of Clawback Provisions on Audit Lag and Modified Audit Opinions

Dep. Variable Audit Lag Modified Audit Opinions
(1) 2 3 ) () (6)
Clawback L045%** .020%* L015%* .023**
(011) (.008) (.006) (.009)
Money_at_Risk .029 .036%*
(.023) (.018)

Size L013%** L013%** -.019%** -.019%**

(.003) (.003) (.004) (.004)
Auditor_Experience 280%** 280%** L066%** L066%**

(.035) (.035) (.017) (017)
SUBS_ECON -.006%** -.006%** -.004%** -.004%**

(.001) (.001) (.001) (.001)
Leverage .030* .030* -.016 -.016

(.016) (.016) (.018) (.018)
ROA -.268%** -.268%** - 128 - 128%%*

(.027) (.028) (.043) (.043)
PIE -.210%** -210%%% 018 .018

(021) (.021) (.013) (013)
Observations 143,049 122,003 122,003 235,374 122,003 122,003
Cohort * Partner FE YES YES YES YES YES YES
Cohort * Year FE YES YES YES YES YES YES
Cohort * Audit Firm FE YES YES YES YES YES YES
R2 214 295 295 219 269 269

Table 6 presents the results from stacked difference-in-difference OLS regressions of clawback provisions on audit lag in models 1 and 2,
and modified audit opinions in models 3 and 4. Each group of partners newly subject to the clawback each year (cohort) is treated as a
distinct dataset. The partners who have not yet or never been subject to the clawback are the control group for that dataset. These distinct
datasets are combined ("stacked") before estimating the regressions. Clawback takes the value 1 if the audit opinion was signed by a
partner under clawback provisions after the clawback became effective and 0 otherwise. Money_at_Risk increases linearly in six years
from 0 at the time of clawback introduction to a maximum value of 1, which reflects a year of compensation at risk. ***, ** and *
indicate statistical significance at the 1%, 5%, and 10% levels (two-tailed). Robust standard errors are clustered at the office-level.

66




TABLE 7 — Effects of Clawback Provisions on Audit Fees

Dep. Variable Audit Fees
@ (2 3)
Clawback 213%%% 131 213%%*
(.043) (.060) (.043)
Money_at Risk 236%*
(.095)

Number_Clients
Auditor Experience .076 .076

(.063) (.063)
Size 387*** 387H**

(.038) (.038)
SUBS_ECON 041 %** 041 %**

(.011) (.011)
Leverage 316*** 31 5%**

(.110) (.110)
ROA =397 -.399%**

(.188) (.187)
PIE 200%** 201%**

(.107) (.108)
Observations 23,306 17,623 17,623
Cohort * Partner FE YES YES YES
Cohort * Year FE YES YES YES
Cohort * Audit Firm FE YES YES YES
R2 .605 728 728

Table 7 presents the results from stacked difference-in-difference OLS regressions of clawback provisions on audit fees. Each group of
partners newly subject to the clawback in a year (cohort) is treated as a distinct dataset. The partners who have not yet or never been subject
to the clawback are the control group for that dataset. These distinct datasets are combined ("stacked") before estimating the regressions.
Clawback takes the value 1 if the audit opinion was signed by a partner under clawback provisions after the clawback became effective and 0
otherwise. Money_at_Risk increases linearly in six years from 0 at the time of clawback introduction to a maximum value of 1, which
reflects a year of compensation at risk. ***, ** ‘and * indicate statistical significance at the 1%, 5%, and 10% levels (two-tailed). Robust
standard errors are clustered at the office-level.
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Figures

FIGURE 1: Timeline and Identification Strategy for Clawback Provisions

1-6-2016 Deloirte

1-7-2016 EY
Implementation Date: 1.7-2015 PwC and Accon aym
14 Clawback announcement -
14 KPMG
]
(] [ ] »
v v v

Client fiscal year-end: 31-12-2012  31-12-2013 31-12-2014 31-12-2015 31-12-2016 31-12-2017 31-12-2018 31-12-2019 31-12-2020
Audit opinion sign-off: 31-3-2013  31-3-2014  31-3-2015  31-3-2016  31-3-2017  31-3-2018  31-3-2019  31-3-2020 31-3-2021
Partner #1 KPMG: Equity partner since 2010, KPMG adopts clawback for equity partners for opinions signed after October 1, 2014
Clawback 0 0
Money._at_Risk 0 0
Partner #2 KPMG: Salary partner since 2012, equity partner since October 2016 and therefore subject to clawback from that date
Clawback 0 0
Money_at_Risk 0 0
Partner #3 KPMG: Salary partner since 2010, not promoted to equity partner
Clawback 0 0 0 0 0 0 0 0 0
Money_at_Risk 0 0 0 0 0 0 0 0 0 Smm—
Partner # EY: Equity partner since 2010, EY adopts clawback for equity partners for opinions signed after July 1. 2016
Clawback 0 0 0 0
Money_at_Risk 0 0 0 0
Partner #5 EY: Salary partner sinee 2012, equity partner since July 2018 and therefore subject to clawback from that date
Clawback o 0 0 o
Money_at Risk 0 0 0 0
Partmer # EY: Salary partner since 2010, not promoted to equity partner
Clawback 0 0 0 0
Money._at_Risk 0 0 0 0

Partner #7 Accon AVM:  Salary partner since 2010, Accon avm adopts clawbacks for all partners for audit opinions signed after July 1, 2013

Clawback 0 0 0

Money_at_Risk 0 0 0

Partner #8 Mazars: Equity partner since 2010, Mazars does not adept the clawback

Clawback 0 0 0 0 0 0 0 0 0
Money_at_Risk 0 0 0 0 0 0 0 0 0 ¢

Lttt 11111

) Year fixe-d effects ) ) ) )

Fig. 1. Illustrating the identification strategy for the variables of interest Clawback and Money_at_Risk at the annual report-level, inspired by
Christensen, Hail, and Leuz (2013). Clawback takes the value 1 if the audit opinion was signed by a partner under clawback provisions after
the clawback became effective and 0 otherwise. Money_at_Risk increases linearly in six years from 0 at the time of clawback introduction to
a maximum value of 1, which reflects a year of partner compensation at risk. In the example, Partner #1 of KPMG became subject to
clawback from October 1, 2014 onward, the date of firm-wide implementation. Partner #2 of KPMG was affected by the clawback following
the promotion to equity partner in October 2016. Partner #3 of KPMG remains a salary partner unaffected by the clawback. At Accon avm
(Partner #7), all salary partners were affected by the clawback from July 2015 onward. At Mazars (Partner #8), the clawback affected none of
the partners. The resulting variation in Clawback and Money_at_Risk (across auditees and over time) allows me to introduce fixed effects for
each audit firm (and partner) and every year in the sample period.

In this illustrative example, Partner #1 is in one cohort data set with all other not-yet or never-clawback partners as a control group for the
stacked difference-in-differences regressions. Partner #7 is in a cohort dataset with all partners except for Partner #1. Partner #2 is in a cohort
dataset with the not-yet or never clawback partners #3, #4, #5, #6, and #8. For the robustness analyses, I restrict the sample to big-4 only
(excluding partners #7 and #8 in the above example), partners promoted to equity partner only (excluding partners #3, #6 and #7 in the above
example), and replace partner-fixed effects with auditee-fixed effects.
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FIGURE 3: Impact of Clawback Introduction on Auditor Compensation

Panel A: Partner Compensation and Clawback Introduction

'

DiD coeff = 143,515 (s.e.=28,159)
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Relative time to period of clawback introduction (t=0)

Panel A reflects the Callaway and Sant’Anna (2021) estimates of clawback on Partner Income with not yet treated as a control group using
the doubly robust inverse probability weighting and robust standard errors clustered at the office-level. Panel B reflects the difference-in-
differences estimation of Clawback Introduction on Audit Fees, where the pre-clawback year is treated as the baseline (dashed red vertical
line). The solid red line represents the DiD coefficient estimate from Table 7 model 2.
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