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Abstract

News on the collapse of business organization in Nigeria and by extension across globe particularly in
the western economies that ought to have gotten to the awareness of the stakeholders are usually cover
up or distorted through the manipulation of accounting figures. External auditors that are expected to
discovervarious accounting manipulation also seems not be effective. This scenario motivates this study
to investigate the effect of audit quality on earnings management of listed manufacturing companies in
Nigeria. This study was achieved by examining the effect of audit firm size, joint audit service and
auditor's experience on earnings management of the listed manufacturing company in Nigeria. Ex-post
facto research design was employed with the population consisting of seventy-six (76) listed
manufacturing companies, and sixty-four (64) out of the companies were chosen as the sample size using
Krejcie and Morgan (1970) sample size determination table and fifty-five (55) was used due to the
availability of data. Descriptive and inferential statistics (random effect regression analysis with OLS
; techniques) were employed in the analysis of the secondary data collected from the annual reports and
] accounts of the chosen sample companies for the period of five years (2013-2017). The study found out
that audit firm size and joint audit service has a significant negative effect on the level of earnings
management practice of listed manufacturing companies in Nigeria at 5% significant level (t-value of -
0.3238 and -1.1757 with p-value of 0.002 and 0.000 respectively). This audit firm size and joint audit
restrict and veduce the level of earnings management in listed manufacturing companies. However,
auditor experience has no significant relationship with earnings management (t-value of -0.0021 with p-
value 0,063). The study thereby concluded that audit firm size and joint audit service has a significant
negative impact with earnings management practice of listed manufacturing companies in Nigeria,
while quditor's experience has no significani effect. Therefore, the study recommends that management
should make use of large audit firms to audit their financial statement and the audit firms should
emphasize more on high professional standards.
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Introduction :

In the last two decades several accounting scandals have been witnessed mainly because of the
manipulation of the accounting figures provided in the financial statements. This could have been due to
the managers having motives to mislead the users of financial statements through the use of different
accounting choices or methods in financial reporting as they can have the opportunity to exercise
judgment in financial reporting. Stakeholders sometimes doubt the functions of auditors for failing to
detect and report the manipulations found in the financial statement which often lead to financial loss
and damage of reputation of the victim organization. '

A series of high profile accounting scandals have occurred across the world such as Cendant
(1998), Rank Xerox (2000), Enron (2001), WorldCom (2002), Adelphia (2002), Global Crossing
(2002),Waste Management Inc. (2002), Sunbeam (2002), American International Group (2005),
Lehman Brothers (2010), Theranos Inc. (2018) in US and in Europe fraudulent financial scandals
occurred from a number of companies, such as, Ahold and Tyco International (2002), Parmalat (2003)
and Adecco (2008) has lefi the economy with much of skepticismand a handful of globally known audit

wal of Administration and Management (GJAM)

Gombe Jouri

R P T A S S A e R TSI S PR Y SO o S
. ey e M AT po e LTk T, B B T SR L BT S T B el s



Mubm"aq Seanni', Abdulrasag Mt;stapha—f’ & Adeoluwa Victoria Adekanye’

firms are available to perform their audits on large complex institutions. All those cases were generally
attributed to earnings management and clearly show the importance of audit quality 1n constraining
accounts manipulation, it failed when it engaged in accounting scandals (Demaki, 2011; Norwani,
Mohamad & Chek, 2011).

In Nigeria, the presence and negative effects of earnings management on credibility of financial
reporting and corporate failure has also been experienced. For example, a report of creative accountlrg
scandal in 2006, with the case of Cadbury Plc and Akintola Williams Delloite (AWD).Furthermore, in
2009, the Nigerian banks which are the Afribank Nigeria Plc, Intercontinental Bank Plc, Finbank, UBA
and Oceanic bank were also found in fraudulent financial reporting which also demonstrates the
relationship between audit quality and account manipulation. The financial statements of African
Petroleum Plc. (2010), Oando Ple. (2017), Lever Brothers Nigeria Plc (2018) and Sky Bank Ple. (2018)
showed that the company did not fairly present the its financial position (Oyejide & Soyibo, 2001). In the
above fraudulent cases, Administrative Proceedings Committee (APC) found the parties were guiity of
preparation of fraudulent financial statements, outright fraud and grossnegligence.

Inrecent times, the manipulation of financial statement may be due to the size of the audit firm. It
is believed that the Big 4 audit firms have large number of staff which will make it easier for the
management to penetrate through one of their staff. For instance, Arthur Andersen was formally one of

. the big five auditing firms along with PricewaterhouseCoopers, Deloitte, Emst & Young and KPMG. In

2002, the firm voluntarily surrendered its licenses after being found guilty of criminal charges relating to
the firm's auditing of Enron (Brown & Dugan, 2002). Furthermore, Cadbury and Akintola Williams

Delloite's (AWD) case of fraudulent financial reporting also demonstrates the relatlonshlp between audit
. qwhly and account mampulatlon (Enable & Dabor, 2017). - Lo AR =

. Joint.audit-service which is.the audit of.the financial statements b)r more than one audltor may
-}'aavg‘m_mpact oneamingsamanipulation: When two big audit firms audit & comipany, which'may give rise

.o, free ride:since the two firms are independent of their one another and management may penetrate
‘through one of the firms when it is only one'audit firm that will be a signatory to the audit report. Attribute

ef auditor that could affect the audit quality. posxtlvcly and:increase the chances of discovering and

; ;'eportmg material intentional errors and misstatements inthe financial statements is when atditor has no
experience.. ’h&n audit: ﬁl‘ms are.fo audit a co-nplex firm thf- lack of expenence may affect then‘
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Az Based@q this p:e’mse, the smdy mvest;gated onthe aud:t quahty on gamings management amohg

the listed manufacturing companies in Nigeria. in order to achieve-this, the' following ‘research

hypotheses were stated in null (Ho) form will be tested.
Hieo Avidit firh sizerhas noisignificant effect onthe:earhings managemenitof listed manufabturing

companies in Nigeria.
H,;:  Thereisnosignificantinfluence between ]omt audlt service and eammcrs manage:ﬁenf oflistéd !
IS "-'f-'malmfacmrmgsampamesIHN’igErla ok i sunnng finiorss asbesal e 1esl odi i
H,o b Auditor experierice has no 31gmf cant mnpac‘r on éammgb management of lrstéd manufacmrmg
waszet] ’-compamesmNigeha IS : et
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The word audit comes from the Latin word audire meaning 'to hear'. An audit is 4 snnple form
developed with the organized system of accounting (Mark-2019). In early period person appointed to
check the accounts used to hear from the bookkeeper matter relating to the transaction of the business,
the spread of double-entry bookkeeping was first described by Luca pacioli in 1494. In course of time the
mode of audit changed according to accounting System of different types of business. Auditing is a
specialized function having complex, legal, economic implications. Batliboi (2015) defined audit as an
intelligent and critical scrutiny books of accounts with the vouchers for which the auditors relied upon
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for the purpose of ascertaining whether the working result for 2 particular period as shown by the profit
and loss account and also the exact financial condition of the business asreflected in the balancs sheet are
truly determine and presented by those responsbe e for their compilations, - :

According to Mautz (1964), auditing is concemed with the verific ation of accounhng data <with
determining the accuracy and reliability of accounting statements and reports. The auditing of financial
statements refers to conducting an objective evaluation of the finencial statements of a company by an
independent auditor. The limited hability companies' annual accounts are by law required to be audited,
in order to ensure that the financial statements give a true and fair view to the users of these statements
(European Commission, 2010). Although it is acknowledged that it is not reasonable to expect that the
audited accounts are entirely free of misstatements, the European Commission (2010) argues that the
goal of auditors is to minimize the risk that financizal information is misstated. By performing the audit of
companies' financial statements, the auditor will provide stakeholders such as investors and
shareholders with an opinion on the extent to which the company's ﬁnanczal statements are accurately
presented.

-An audit is an independent examination of the ﬁnanmal statements ofan cnterpnse as prepared
by the management of that enterprise by an appointed person calied the auditor in order to express a
professional opinion whether or not those financia! statements show a true and fair view of the position
of the enterprise as at the finangial period in accordance with the relevant statutory and professional
regulation (Okolie e ¢/,,2000). According to Knechel & Vanstraelen (2007) audit quality consists of
two components; audit competence and auditor independent, deterioration inaudit ina short tenure audit
may be due to either lack competence or loss mdependence while alossin quahty ina !ang femlre audit
1smost likely due toa loss of independence.

Watkins, Hillison, & Morecroft (20]4) defined audit quahty ﬁ'om two vi ewpomts ﬁamely
2uditor reputation and auditor menitoring competence on a financial statement. Auditer reputation is an
\assessment by others, particularly by the users of financial statement: . Reputation is measured by the

‘users' perceptions on the auditor competence and independénce. Those auditors wha are perceived as

high in both competence and independence are considered 5 produce trustworthy financial statements.
The second meaning -of-audit quality;is from the vzewpom -0f an auditor monitoring: conipetence oh
f'manma] statements; The “monitoring competance is detunmned by-an’ audifor competence. and
independence, measurad by the andited financial statement information quality: Morgover, a financial
statement information gualityis reflected by information 2GCUTACY, O 10 theextent of which iriformaticn
reflects the.real condition (Watlin. et-al. 20]4} -ar abzhty 0. ehmmate the biaslgfkthﬁ mfmmatmn
provided (Wallace, 1980; Watkins ezal. 2014) & auanne eidl Sliest 8 oA esEns e
Hope & Langli (2008) view audit quahty as when the auchtor carries out his work with:bi ghgr
degree of independence and objectivity onthe one hand and define auditor independence;s. the auditor
abjectivity and ability toawithstand client -pressure on the other hand. This pressure agggrdmg o, them
includes monetary and non-monetary issues that makﬁ audxtor comply with menagement: desxrﬁ rather
than his pIOfeSS]OﬂﬂlJUdgmeﬂt e :_‘_: BiE iiﬁ-ff X ,\,-'[g&.ﬂ"_. srodmgnoriRaucean baticne:
-Auditors i the:capital market provide th 1r services foria-yvaluablg: ﬁ;nctlon -0f lending theu'
credlhmty over the-financial - statements of publuz listed .companies! in-an; ﬁttf;m;zt 10 reduce-the
information isk- - The fairness and credibility of the gudit depe nds upon the fature.of: the attestation
pryvnded by the. audltors (Lu.&- Swaramalmslman 2009) FQr audlt quahty the SIZQ of the c;ty—ba sed

Ievel auth ﬁfm due to the fact that the cxty-based fo" ces of audlt—ﬁ:ms sewe tﬂ he samj autenomous
with their own client base. Thus, it is the local audit office which gets into direct engagement with-the
client-firm with their direct administration and implementation of aLdli o;:ei &tiOIlS with the dehveran.,e
of audit services and audit opinions (Choi, Kim & Zang, 2010,) ¥4 >

-~ Ajointiaudit can be dﬂfmed asan audit in thch ﬁmnczal stathents are aud1ted by two or more
'mdependent auditors (Ratzinger-Sakel & Kettunen, 2013). In a joint audit, two different audit firms form
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an opinion about a client's financial statements, Jt follows that both audit firms are liable for their
opinion. Joint audits are conducted in the same manner as single audits. However, the monitoring
process between the two auditors as well as the discussion of audit findings are of particular importance
as they will ordinarily result into higher audit quality (Julia & Rudolf, 2012). The concept of joint audit
refers to the participation of two or more separate and independent audit firms in the audit process of the
financial statements for a single client (Zgarni, Hlioui & Zehri, (2012). In a joint audit, the planning
process and audit procedures and audit work are Jointly organized and divided between the two auditors
to ensure there is no repetition of audit duties. A joint audit results in the issuance of a single report signed
by both auditors with joint coliateral responsibility for the opinion issued in that report (Zgami et al.,
2012).

Paugam & Casta (2015) define joint audit as an audit in which two or more independent auditors,
from separate audit firms, are appointed to audit financial statements of an audit client, in such a way that
involves developing the audit plan jointly; performing the audit work Jointly; making periodic cross
reviews and mutual quality controls; issuing and signing a single audit report; and bearing joint liability
in case of audit failure. Chung & Monroe (2015) considered audit experience as the auditor's unique
knowledge, competencies and capabilities that exist from job practices in auditing profession which lead
to the enhancement of auditor's abilities to process relevant information, make a metal comparisons of
alternative way out, initiate subsequent actions and also provide decision making efficiency and
effectiveness through a good memory of information necessary and an accurate judgment of audit
works. Musig and Ussahawanitchakit (2014) view audit experience as the skills which are obtained from
audit tasks concerning relevant audit standards and accounting guidance and error specific experiences
(i-e. financial misstatements), which affect audit task and audit performance. Also Carpenter, Durtschi &
Gaynor, (2015) point out that experience is the act practice and feedback and can lead to knowledge
acquisition. :

Earning is one of the major items of the financial statements that attract the attention of users of
financial statements to it Investors, creditors, analysts, governments and other users of financial
statements, use eaming as a basis for investment decisions making, lending, performance evaluation,
etc. (Mahdavi, Hosseini & Raiesi, 2013). The main objective of firms is to maximize sharcholders' value
by exploiting the assets that were acquired by equity capital and debt. To raise capital, shareholders
should be incentivized to invest, which only occurs if they expect positive future firm performance. It is
therefore in the firm's interest to report positive earnings, positive earnings growth and to meet analysts'
forecasts in order to acquire capital (Degeorge, Patel & Zackhauser, 1999). However, it is unlikely that
firms are able to meet these expectations all the time, though they are unwilling to suffer stock price
decreases. As a result, firms might manage eamnings in order to meet shareholders' expectations and to
hold equity. ' _

Eamnings management occurs when managers use judgment in financial reporting and in
structuring transactions to alter financial reports to either mislead some stalceholders about the
underlying economic performance of the company or to influence contractual outcomes that depend on
reported accounting numbers (Healy & Wahlen, 2011).

According to Malla & Karimi, (2007) earning management is defined as intentionally taking
steps under generally accepted accounting principles (GAAP) to achieve from the reported earnings to
the desired earnings. The converging of the reported earning to the desired earning is done through
accounting manipulation (Malla e ol 2007). Today, earnings management is one of the most debatable
and interesting issues in accounting research since investors put lots of emphasis on the profit digit as
one of the most important factors in the decision-making. Researchers suggest that low earnings
variation and its persistency indicate the quality of earnings. However, investors can invest with more
confidence in the firms with more persistent earning trend. Bello (2010) defined earnings management
as any attempt to cook/doctor or tailor financial accounting reports to a given desired level. According to
him earnings management is paradoxical of accountants and relates it to the recent times corporate
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failures and loss of investors" confidence on both financial reports and auditors. In this study earnings

management refers to both intentional and unintentional actions that managers take which affect
reported earnings and mislead accounting information users.

Ronen & Yaari (2011) defined earnings management as a set of managerial decisions that result
in not reporting the true short-term, value-maximizing earnings as known to management. In their
opinion, earmnings management can be: Beneficial - it signals long-term value; Pernicious - it conceals
short- or long-term value and Neutral - it reveals the short-term true performance. The managed earnings
follow as the consequence of taking production/investment actions earlier than earnings are realized.
Discretionary accruals are adjustments to cash flows selected by the manager to affectreported income.
They are also accruals that are reported by managers of a business enterprise voluntarily and not as
stipulated by law or as regulated by standards. Managerial manipulation can influence financial
statements not only through accounting rules, but also by discretionary accruals, more so earnings
manipulations can be introduced through the acceleration of sales, the acceleration of sales can be
achieved through the use of price discounts and lenient credit terms, with the intension of persuading
more customers. By introducing price discounts, firms can accelerate their sales from the nextyear to the
current year (Rowchowdhury 2006). A firm can alter the level of aceruals to obtain the desired level of
earnings.

This study was guided by the agency theory and signaling theory. Agency theory was
propounded by Jensen and Meckling in 1976; it tends to address the issue of information asymmetry
which leads to conflicts and dissimilar interests between the principals (shareholders) and the agent
(manager) which makes managers to take opportunistic behavior of manipulating the financial
statement. A gency theory posits that, to prevent the managers from manipulating the accounting figures
in order to mislead the stakeholders, there is need for an independent party to attest to the financial
statement prepared by the management. To achieve this, high quality of audit service is required.

The theory of signal was developed by Ross (1977). Signaling theory does not actually require
higher audit quality, it merely needs send signal to the market for the investors to believe that the
financial statement is free from misstatement and misrepresentation. Signaling is a reaction to
informational asymmetry in markets; in this case, companies have information that investors do not.
Asymmetries can be reduced if the party with more information signals to others. Furthermore, when
companies engaged in joint audit service, it sends signal to the market which is believe that when
companies made use of joint audit service it likely to reduce the level of earnings management practice.
Therefore, the higher the auditor's quality and independence, the more they detect management's
manipulations in the financial statements.

Empirical Review 3 :

Kim, Liu & Rhee (2014) investigated on the impact of audit firm size on eamings management.
The study examines the effect of firm size on corporate earnings management. The study made use of all
companies whose financial statement data are available from Compustat database for the 18-year period
from 1983 to 2000. To examine the effect of firm size, all the available observations are grouped into
large-, medium-, and small-sized firm groups. Documented is empirical evidence that both large and
small sized firms manage eamnings to avoid reporting small negative earnings or small earnings
decreases. However, it was observed that firm size played differing roles in earnings management. The
result of the findings was that small firms engage in more earnings management than large or medium
sized firms to avoid reporting losses. On the other hand, large and medium sized firms exhibit more
aggressive-earnings management to avoid reporting earnings decreases than small sized firms.

Aliyu, Musa & Zachariah (2015) studied the impact of audit quality on earnings management of
listed deposit money banks in Nigeria, with the objective to examine the impact of audit quality on
Eamings Management of listed deposit money banks in Nigeria. The correlational research design is
employed in a sample of ten (10) listed deposit money banks for a period of eight (8) years (2006-2013),
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using secondary data. The study used the Ordinary Least Squares (OLS) regression technique of data
analysis. The study found that audit quality has significant impact on the Earnings Management of listed
deposit money banks in Nigeria during the period of the study. It is being found that audit firm size and
joint audit services have significant negative impact on the Eamnings Management of listed deposit
money banks in Nigeria. Similarly, and also that auditor financial dependence has significant positive
impact on Earnings Management of listed deposit money banks in Nigeria. It was recommended that
listed deposit money banks should emphasize the use of big 4 audit firm and joint audit services. Moreso,
the Central Bank of Nigeria (CBN) should increase its surveillance in the areas of auditor remunerations.

' Xiaoke, Yanyan, Lisheng, Yuping & Zhenyu (2015) researched on engagement audit partner
experience and audit quality in China. Chinese market data was explored to examine the relationship
between the experience of the engagement audit partner and audit quality. It was found that a negative
association between absolute/income-increasing abnormal accruals and the audit partner experience. In
addition, it was discovered that investors do care about the experience of the engagement audit partner.
The earnings response co-efficient is higher for 7rms audited by more experienced auditors. These
results are robust even after controlling for audit 2rm characteristics. The ? ndings were congistent with
the notion that audit partner experience increases audit quality.

Marco & Roberto (2016) studied voluntary joint audit and earnings quality: evidence from
Italian SMES. The purpose of the study was to analyze the effect of a joint audit system on the quality of
a firm's financial statements. The study used a sample of Italian industrial non-listed SMEs, stratified in
order to fulfill certain requirements (in terms of asset value, turnover and number of employees) that
make it mandatory to appoint at least one audit body (the statutory board) according to the Italian law.
Logistic regression models have been used to test the research hypotheses. The main finding was the
confirmation that a joint audit system does positively affect earnings quality and the reliability of firms'
financial statements regarding the decision to be audited by two different auditors.

Lukman, Edi & Yusri (2016) carried out a research on the effect of audit quality on earning
management within manufacturing companies listed on Indonesian stock exchange with the objective to
determine the effect of audit quality and earnings management. The researcher made of secondary data.
Audit quality was measured by two different proxies; i.e., audit firm size and industry specialist auditors,
while earnings management was measured by discretionary accruals. Meanwhile, leverage, firm size,
and operating cash flow served as control variables. The sample involved in this study comprises of
manufacturing companies listed on the Indonesia Stock Exchange; covering 420 firm-year observations
from the fiscal years 2010 to 2013. This study applied a multiple regression analysis in estimating the
relationship between the audit quality and earnin g management. As hypothesized in the study, results
showed that audit quality and earning management are negatively related.

Laleh & Alireza (2016) investigated on the effect of audit size on earnings management in Tehran
stock exchange, which was carried out in Iran. The purpose of the study was to Investigation the effect of
audit size and on earnings management in the 116 companies listed in Tehran Stock Exchange for the
period 1387 to 1392 that using multiple regressions with controllin g determinants earning management
hasbeen tested. The study has been applied in terms of purpose and terms of the nature after event. And a
sample of 5 companies listed on the Stock Exchange for the systematic removal. It was concluded that
there is a negative correlation between the size of audit firm and audit opinion with the earnings
management in the companies listed in the Tehran Stock Exchange, that is, the size of audit firm and
audit opinion have significantly negative impacts on the earnings management in the above mentioned
companies. In other words, increasing the size of audit firm and qualifying audit opinions result in
reduced earnings management in the companies listed in the Tehran Stock Exchange.

Tareq-& Abdullah (2017) established a content analysis of the impact of audit quality on the
earnings management: evidence from manufacturing firms in Amman stock exchange. The study aimed
toinvestigate the audit quality on the earnings management of industrial companies listed on the Amman
Stock Exchange (ASE). The study used the modified Jones model (1991) by Dechow, Saloan and
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Sweeny, (1995) for measuring the discretionary accruals as proxy of earnings Management. The study
applied audit fees and audit firm size as proxies in measuring audit quality. A sample of (50) firms was
selected, and data covering the period 2011-2015 was collected from these companies, where (225)
observations were used in the analysis. The study found that there was no significant relationship
between audit fees and eamings management, but there is a significant association between big4 audit
firms and earnings management, which approves that audit quality has a significant effect in interpreting
earnings management.

Ana (2017) examined audit quality and earnings management: evidence from Portugal and with
the objective to examine if there is a relationship between the manipulation of results and the quality of
the audit, based on the study of the behavior of discretionary accruals in Portuguese non-listed
companies. The means of data Collection was on the SABI (Iberian Balance sheet Analysis System)
database, the sample is composed of 4723 companies from 2013 to 2015. The empirical model of the
study consists of a multiple linear regression in order to explain the relationship between the
discretionary accruals and the audit firm size, debt, volume business and profitability, based on the
Modified Jones Model. The results suggest that there was a positive relationship between audit quality
and earnings manipulation. The level of earnings management is significantly lower among companies
contracting a Big 4 audit firm, as compared to companies using anon-Big 4 audit firm.

Alzoubi & Ebraheem (2017) investigated on audit quality, debt ?nancing, and earnings
management: Evidence from Jordan. The study used the cross-sectional version of the modified Jones
model, in which discretionary accruals were employed as a proxy for earnings management.
Generalized least squares regression was employed to examine the influence of audit quality and debt
financing on earnings management using a sample comprising 72 industrial companies during the
selected period from 2006 to 2012. The results suggested that audit quality (auditor tenure, audit firm
size, specialisation, and independence) had a negative relationship with earnings management.

Olabisi, Agbatogun, & Akinrinlola (2017) examined audit quality and earnings management
among Nigerian listed deposit money banks. The study examined relationship between Audit Quality
and Earnings Management in Nigerian listed deposit money banks. The study adopted a longitudinal
research design and secondary data covering a period of 2005-2014 were collected. The population of
the study comprised fifteen (15) deposit money banks listed on Nigerian Stock Exchange as at 2016, out
of which six (6) banks were randomly selected resulting in 60 observations. Panel data technique was
employed, while fixed and random effects model were used for estimation. Descriptive Statistics,
Pearson correlation coefficient and simple pooled OLS regression analysis were used for analysis to
determine possible link between the variables identified. The results of the study showed that a
significant positive relationship existed between joint audit and earnings management, which implies
that a change to joint audit from single audit increases earnings management, Also, a significant negative
relationship existed between audit specialization and earnings management, which implies that every
unit increase in audit specialization decreases earnings management. However, there was an
insignificant negative relationship between audit tenure and earnings management.

Jamel (2018) studied joint audit and financial scandal: the case of the French context. The
objective of the study was to investigate the stock market reaction of SBF 250 after the disclosure of the
financial scandal in presence of joint audit. The study sample is composed of 140 French listed
enterprises. The study made use of OLS regression analysis. The empirical results demonstrated that the
stock market of Non Big-Four clients does not significantly react compared to the firms audited by at
least one Big Four in France. Contrary to this finding, the stock market reaction of the firms audited by
two Big Four was significantly reacted compared to the enterprises audited by one Big at least in France.
Those results demonstrate that joint audit with at least one Non-Big encouraged and especially in the
Financial scandal periods and resolve the problem associated with the audit market concentration.

Mohamed, Ali & Ekramy (2018) carried out a research on examining the effect of joint and dual
audits on earnings management practices, a research being carried out in Egypt with the objective to
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determine the impact of the voluntary adoption of the joint external audit approach in reducing earnings
management practices through accruals and real operations compared with the adoption of the dual
external audit approach. The research follows a quantitative approach to collect and analyze data from
companies listed on the Egyptian Stock Exchange during the period 2010-2014. 104 firm-year
observations are tested in the sample. And a multiply regression analysis made used of. The findings of
the empirical study show evidence that there are consistent eamings management practices in the studied
sample regardless of the type of audit (joint or dual). There is 2 negative association between joint audit.
and discretionary accruals compared to dual audit. This means that firms with Joint audit are s
engaged in accrual earnings management practices. In addition, large firms that adopt joint audit 872 ;=
engaged in accrual eamings management. However, there is no effect of joint audit on real eamu
management practices compared to dual audit. Results are consistent for firm size, profitabilis; jcerx
leverage. Both firm profitability and leverage show positive association with earnings manageziany
practices while size did not have a significant effect on either type of practice. Finally, it is being founa-
that firms with high (low) profitability that adopt joint audits are less (more) likely to engage in .
earnings management practices. Results are of use to regulators, external auditors and investors. VL
The empirical review showed that there are still remained unanswered questions. Therefore, this

study provides further evidence to fill the gaps identified in the literature. Theoretically, the body of
literature reviewed on the impact of audit quality on earnin gs management showed that studies such as
(Aliyueral, 2015; Olabisi, Agbatogun & Akinrinlola, 2017; Sarahet al., 2018) employed a single theory
of agency as their theoretical underpinning. This study combines agency theory and signaling theory to
explain the relationship between audit quality and earnings management. More so, on the institutional
gap, most previous studies on audit quality and earnings management focused on the banking sector and
insurance firms (Mahdi et al., 2011; llaboye et al., 2014; Aliyu ez al., 2011 and Eriabie etal.,2017), while
the few studies on manufacturing industry were based on single sector (such as Ibrahim, 2017;
Mohammedetal., 2018).

Furthermore, Conceptually, due to scanty literature available on the mvestigation of audit quality
and earnings management, this study used audit experience as a proxy in determining audit quality on
earnings management in Nigeria. Therefore, this research fills the identified gap.

Methodology

In other to achieve the objectives of the study, ex-post facto research design was utilized to
examine the investigation of audit quality on earnings management. The population ofthe study consists
of all the seventy-six (76) listed manufacturing firms on the Nigeria Stock Exchange (NSE Fact book,
2017). The sample size used in the study is sixty-four (64) based on the Krejcie and Morgan (1970)
sample table. Krejcie and Morgan sampling technique was adopted in this study Due to the
unavailability of data, the study excluded nine manufacturing firms from the sample size which
eventually made the total of 55 companies that was used as the sample size. The companies exempted
from the sample size as a result of unavailability of data are as follows: Transactional Corporation of
Nigeria Plc (TRANSCORP), 11 Ple (MOBIL), Anino International Plc (ANINO), Dn Tyre & Rubber Ple
(DUNLOP), Road Nigeria Ple (ROADS), Smart Products Nigeria Plc (SMURFIT), Uacn Property
Development Company Plec (UAC-PROP), Union Homes Real Estate Tnvestment Trust (REIT), Upde
Real Estate Investment Trust (UPDCREIT). In selecting the sample of the study, stratified sampling
method was used coupled with random sampling techniques because the population is being divided into
stratum (sector) and companies from each sector were selected randomly.

Secondary data were used for the study. The data used in this research were obtained from annual
financial reports of the sampled companies covering a period of five (5) years ranging from 2013 to
2017. The study made use of panel regression method to analyze the data and the techniques of
estimation is random effect model with Ordinary Least Square (OLS) regression analysis of the
secondary data collected from the annual financial reports. The STATA software was used ata 5% level
of significance to test the acceptance or rejection of all the hypotheses stated.
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The proxy used for independent variable (audit quality) are audit firm size which was measured
using the Big and Non Big audit firms, joint audit service was as well measured using dichotomous
variable and auditor's experience was measured by age of the audit firm. The proxy for dependent
variable is discretionary accrual which is measured by modified Jones model. To achieve the objectives
of the study, the model of Tareq & Abdullah (2017), was adopted and modified. The model was modified
and improved on for the use of this study, where two of their variables (Company Size and Financial
leverage) were replaced (with Joint Audit Service, Auditor's Experience and Audit tenure) because they

-~notrelevant in achieving the objectives ofthe study.
_—=ndel of the study is written as;

-#model of the study is written as;

T8t a + ByAFSIZE;; + BoJAie +Balog A.Fir + BeAEi: + PsATir 4 S veever v v 3.2
. #1= abbreviations of the terms in the model are as follows:
w”’ r= Eamings Management of firm i in year t

~“onstant term

H*ZE; ¢ = Audit firm size of firm 1 in year t
JAiz = Joint audit of firm i in year t
Log A.Fir =Log of Audit Fee of firm i in year t
AE¢r = Auditors Experience of firm i in year t
AT:r = Audit Tenure of firm i in year t
B1-5= Slope value of independent variable
€i,r = error term
a priori expectation
The a priori expectation of the study is that P15zPab¢ and f5 <0

Results and Discussion of Findings
Descriptive Statistics of Variables

This section shows the descriptive analysis and summary of the data collected through mean,
standard deviation, as well as minimum and maximum values to give a snapshot of the data analyzed.
Table 1 shows that eamings management measured through discretionary accrual manipulation has an
average value of 0.4334 with the minimum and maximum of -1.6 and 4.88 respectively, and standard
deviation of 0.4247 which implies that the variable (discretionary accrual) invested is more connected
around the mean. More s0, the result of the table shows that audit firm size (AFS) depict an average value

.01 0.6400: which implies that the average of 64% of the listed manufacturing companies make use of the
Big 4 firms as their auditor, with the minimum and maximum of 0 and 1 respectively, then the standard
deviation of 0.4809 which means that there is a widely dispersion from the mean value.

Furthermore, the mean of joint audit (JA) investigated had an average value 0f0.0182 lmplymg
that about 1.82% of Ilsted manufacturmg companies made use of a joint audit service while minimum
and maximum of joint audit service as measured by dichotomous variable are 0 and 1 respectively. The
standard deviation of 0.1339 which implies that joint audit service does not exhibit a consideration
clustering around themean.

Similarly, auditor's experience (AE) had a mean of 46.1460 with minimum and maximum 7 and
67 respectively, and a standard deviation of 21.3092 which is lower than the mean; this suggests that the
auditor's experience investigated exhibits a considerable elustering around the mean.
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Table1: Descriptive Statistics

Variables Mean Standard Minimum Maximum | Observation
deviation Value Value
Accrual 0.4334 0.4247 -1.6 4,88 275
AFS 0.6400 0.4809 0 1 275
JA 0.0182 0.1339 0 1 275
AE 46.1460 21.3092 7 67 275

Source: Auditors' Computation (2019)

Preliminary Analyses
Normality Distribution Test

The skewness and Kurtosis test in table 2 below shows the extent of departure from normality in
the series. The recommended skewness and kurtosis value for a normal distribution in a series is between
0 and 3 respectively. (Wooldridge, 2000).The rule of thumb is that any value of skewness and kurtosis
that falls outside

Table 2
Variables Accrual AFS JA AE
Skewness 2.057 -0.587 1.252 -0.390
Kurtosis 1.910 -1.668 0.962 -1.400
Jarque-Bera | 21793.92 540.33 18238.89 270.06
Probability 0.0000 0.0000 0.0000 0.0000

Source: Auditors' Computation (2019)

Test for Multicollinearly

The Variance Inflation Factor (VIF) test was used to test for multicollinearity in the variables
used in the models. The multicollinearity test shows the relationship between two or more independent
variables. The presence of multicollinearity among the exogenous constructs tend to increase the size of
standard errors which often leads to confusing and misleading results as it distorts the estimates of
regression coefficients as well as their statistical significance test (Hair, Black, Babin & Anderson,
2010).

From the Table 3, the Variance Inflation Factor (VIF) indicates the impact of other independent
variables on the standard error of the regression coefficient. The result showed that there is absence of
multi-collinearity problem because it was revealed by the VIF as all values were less than the threshold
of 10, and the average VIF also exceeds the value of 0.05. This follows the assumptions that there exists
absence of multi-collinearity problem when VIF is less than 10 (Studenmund, 2000) as multicollinearity
problem arises when VIF is greater than 10 (Woodridge, 2004). The table for multicollinearity is shown
in the Table 3 below.

Table 3 Test for Multicollinearity

Variable VIF (1/VIF)
AFS 1.17 0.854701
JA 1.15 0.869565
AE 1.04 0.961538

Source: Authors' Computation, 2019
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Test for Serial Heteroscedasticity

Table 4 shows the constant residual error test (heteroscedasticity test). The study emnloyed the Breusch-
Pagan-Godfrey. The result in Table 4 revealed the absence of heteroscedasticity in all models of the

study. The result shows that the p-value (0.7600) is greater than 5% significant level, the null hypothesis
wasrejected. Therefore, thismodel does not face any heteroscedasticity problem.

Table4 Test for Heteroscedasticity

Variable Chi® P-value
Model 18.35 0.7600

Source: Authors' Computation, 2019

Hausman Test _

The hausman test is a test for model specification. In panel data analysis, the hausman test helps to
choose between fixed effect model or a random effect model at 5% level of significance. If less than 5%
the researcher rejects the null hypothesis and accept the alternative hypothesis, while if it is greater than
5% the researcher accepts the null hypothesis and reject the alternative hypothesis. The null hypothesis
means that the preferred model is random effects while the alternative hypothesis means that the model
is fixed effects. Fromthe result of Husman test shown in table 5, the p-value (0.0603) is greater than 5%,
therefore, the null hypothesis will be accepted which means that the random effect model is most
appropriate.

Table 5 Hausman Test
Variable Chi? P-value
Model 571 0.0603

Source: Authors' Computation, 2019

Restatement and Test of Hypotheses

Table 6 was used to provide answers to the research questions raised and also to test the hypotheses
formulated in chapter one. The result in table 6 shows the linear relationship between audit quality
(proxied by audit firm size, joint audit, auditor financial dependent, auditors' experience and audit
tenure) and earnings management (proxied by discretionary accrual) of the listed manufacturing firms in
Nigeria for the periods of 2013 to 2017, with the use of panel regression analysis. The table 4.6 shows
that the model is fitted as evidenced by the F-Statistics of 5.81 which is significant at 1% level of
significance as indicated by p-value of 0.0032, The results also reveals that the independent variables of
the model explained around 41% of the variations in the dependent variable of listed manufacturing
companies in Nigeria, from the coefficient of determinations (Ry) value 0£0.4095) while the remaining
59% are caused by other independent variable not included in the model.
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Variables Coefficient Std error t-value p-value
AFS -0.3238 0.0726 -4.46 0.002%**
JA -1.1757 0.2773 -4.24 0.000%**
AE -0.0021 0.0015 -1.40 0.063*
_Cons -0.5337 0.1788 -2.98 0.000%*#
F-stat 5.81 0.0032%%*
R? 0.4095
AdjustedR* 0.321

* % k% - denotes Significantat 10%, 5% and 1% level respectively.
() : denotes P-value, while the value denotes Coefficients
Source: Authors' Computation, (2019)

Restatement and Test of Hypothesis

Restatement and Test of Hypothesis one

H,,: Audit firm size has no significant effect on the earnings management of the listed manufacturing
companies in Nigeria.

The result in Table 6 reveals that audit firm size (AFS) has a negative effect on eamings
management (discretionary accrual) of the selected manufacturing companies in Nigeria as indicated by
coefficient (-0.3238) which is significant at 5% level of significance with p-value (0.002). The null
hypothesis was rejected, which states that: audit firm size has no significant effect on the earnings
management of the listed manufacturing companies in Nigeria. Therefore, alternative hypothesis which
state that audit firm size has significant effect on the earnings management of the listed manufacturing
companies in Nigeria was accepted which implies that the larger the audit firms the lower the earnings
manipulation. This shows that over 32% of the sample listed manufacturing companies in Nigeria were
audited by large audit firm (Big 4) during the period of the study. it reduces the earnings manipulation
practice by 32% in the listed manufacturing firms in Nigeria.

Restatement and Test of Hypothesis two
H,: There is no significant relationship between joint audit service and earnings management of the

listed manufacturing companies in Nigeria.

Based on the result shown in Table 6 above, the findings reveal that joint audit service exhibita
negative significant influence on earnings management practices of listed manufacturing companies in
Nigeria as indicated by the coefficient of (-1.1757) and p-value of (0.000) at 5% level of significant.
Thereby, providing basis to rejecting the null hypothesis which state that here is no significant
relationship between joint audit service and earnings management of the listed manufacturing
companies in Nigeria because the p-value is less than the level of significant and accept the alternative
hypothesis which also state that there is significant relationship between joint audit service and earnings
management of the listed manufacturing companies in Nigeria. The result implies that a joint audit
service is an influential determinant of earnings management in the selected listed manufacturing
companies in Nigeria. That s, if a company engage in a joint audit service it reduces the level of earnings
manipulation.

Restatement and Test of Hypothesis three
H,: There is no significant relationship between audit experience and earnings management of the

listed manufacturing companies in Nigeria.
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Furthermore, the result of the random effect model regression in Table 6 above shows that
auditor's experience has an insignificant negative influence on earnings management among the listed
manufacturing companies in Nigeria. This was indicated by the coefficient of -0.0021 with a p-value of
0.063 at 5% level of significant, which implies that the null hypothesis which state that there is no
significant relationship between auditor's experience and earnings management of the listed
manufacturing companies in Nigeria will be accepted due to the fact that the p-value is greater than the
5% level of significant and then the alternative hypothesis which state that there is significant
relationship between audit experience and earnings management of the listed manufacturing companies
in Nigeria will be rejected. This implies that the auditors' age of establishment does not affect the level of
earnings management of the listed manufacturing companies in N igeria.

Discussion and Implications of Findings

From the empirical test and the resultin Table 6, the study revealed that audit firm size (measured
by the Big 4 firms and non-big 4) has a significant negative relationship with earnings management.
However, it provides support to the hypothesis one (H,,) on the effect of audit firm size on earning
management of the listed manufacturing companies. This implies that audit firm size provides a strong
negative effect on earnings management. A significant increase in audit firm size will lead to 2 reduction
in earnings management which is in line with the a-priori expectation that audit firm size should reduce
the level of earnings management practice in listed manufacturing companies in Nigeria. The results of
this study indicate that companies which are audited by Big 4 auditors generally engage in less earnings
management than firms audited by non-Big 4. It means that Big 4 auditors in Nigeria might provide high
audit quality than non-Big 4 auditors because the Big 4 audit firms in Nigeria is believed to adopt high
quality control system, such as audit guidelines, working papers and other technical resources, from
their mother companies which makes the chances of detecting earnings management easier. On the
contrary, if a company engages in the use of non-big 4 audit firm, it could increase the level of earnings
management because there might be a lack of financial resource to spend on the training of their staffs
and also the non-big 4 audit firms is believed not to have high technical competence compared to that of
the Big four which might increase the chances of earnings management.

he result is in line with the assumption of the agency theory as it suggests that large audit firms
would be more independent and objective in audit exercise and thereby, have higher chances of
discovering and reporting earnings management employed by the managers. Therefore, when financial
statement is audited by big four firms, it would reduce the level of earnings management practice in the
financial statement. The findings was predominantly consistent with the work of Mahmoud e7 al,
(2014); Augustine (2014); Ebrahem (2015); Aliyu et al,, (2015); Lukman ef al., (2016); Tareq et al.,
(2017); Alzoubi et al., (2017); Khanah et al., (2018) which found that audit firm size has negative
significant relationship to earnings management, which implies that the larger the audit firm, the lower
the earnings manipulation. However, the result contradicts the result of Kim ez al., (20 14); Ana (2017);
Ibrahim (2017) and Muhammed (2018) which shows that audit firm size has a significant positive
relationship, which implies that the larger the audit firm size, the greater the chances of earnings
management of the listed manufacturing companies.

From Table 6 also, the study found out that joint audit service has significant negative
relationship on level at which earnings management are being manipulated by the listed manufacturing
companies in Nigeria, as indicated by the coefficient of -1.1757 with the p-value 0f 0.000 which implies
that companies that engage in joint audit are less involved with earnings manipulation. The result also
corroborates the a-priori expectation as the researcher expects that a company involved in joint audit
service will engage in less earnings manipulation practice because the audit firms will have the
opportunity for mutual consultation, opportunity in sharing their experience with each other, also there
will be better audit quality which all have the chances of reducing earnings management practice of
manufacturing companies in Nigeria. The finding of this study corroborate the findings of Aliyu ef al.
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(2015); Jamel (2018); Mohamed (2018) where they found significant negative relationship between
Joint audit service and earnings management, However, contrarily, Marco (2016), and Olabisi et al,
(2018) found that joint audit service increases the level of eamings management. The result was
supported with the assumption of the signaling theory as it asserted by the passing of information to the
market that the financial statement is free from financial misrepresentation due to the fact that the
financial information was audited by two audit firms,

Finally, the Table 6 revealed an insignificant negative effect between audit experience and
earnings management practice, which means auditor's experience hasno relationship to do with the level

Management practice. Some prior studies such as Xiaoke et al, (2015); Herda & Martins (2016);
Nuraisya & Chariri (2016) also found no significant relationship between auditors' experience and
earnings management of manufacturing companies in Nj geria. In addition, previous researchers such as
Cahan et al., (2014); Ashiani e al.,, (2016) contradicts the result of this study, where they reveal that
auditors experience has a significant negative effect on earnings management of a manufacturing
company, that is, the more the age of an audit firm the less the chance of engaging in earnings
management practice.

Conclusion and Recommendations

Based on the empirical results from the analyses, the study concluded that audit firm size has a
significant negative relationship with earnings management which means the larger the audit firm size
the lesser the chance of earnings management practices. More s0, joint audit service has a si gnificant
negative relationship with eamings management, that is, if a company engaged in joint audit service it
reduces the chances of earnings management, Furthermore, auditor's experience has no significant
relationship with earnings management, which means, age of an audit firm does not have any
relationship with earnings management.

Based on the findings which shows that audit firm size has a negative significant influence on
earnings management of listed manufacturing companies, this study recommends that the management
should emphasize on making use of large audit firms (the big 4) to audit their financial statement to gain

greater trust between shareholders and creditors because it increases the chance of discovering earnings

More g0, it was found that joint audit service has a negative significant relationship with earnings
management, the study recommends that listed manufacturing companies in Ni geria should emphasize
on the use of joint audit services because, companies that engaged in joint audit service experience low
level of earnings management practice. Lastly, it was found that audit experience has no significant
influence on earnings management; the study recommends that the regulatory bodies should issue a
framework which will state the minimum age that an audit firm will be before it can audit the financial
statement of an organization. :
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