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Abstract

Earnings management is one of the controversial issues in the current business environment. The value
relevance of earnings is adversely influenced by earnings management. The objective of this study is to
analyze the association between audit quality and earnings management for non-financial firms quoted on
Borsa Istanbul. Ordinary least square regression analysis is employed in this study in analyzing the association
between earnings management and audit quality. Three different proxies for audit quality (auditor
independence, audit industry specialization and auditor tenure) were analyzed based on a sample of 97 non-
financial firms quoted on Borsa Istanbul from 2013 to 2018. Empirical analysis indicates that auditor
independence and audit industry specialization are significantly negatively related with likelihood of earnings
management and long-term auditor and client relationship enables the management of firms to more actively
engage in earnings management. This paper finds support for the notion that the high-quality audit is one of
the prominent factors that can mitigate earnings management practices.
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DENETIM KALITESi VE KAZANG YONETIMi: TURKIYE’YE iLiSKiN BULGULAR

Oz

Kazang yonetimi is dlnyasinda en fazla tartisilan konular arasindadir. Kazanglarin deger ilgililigi kazang
yoénetiminden olumsuz olarak etkilenmektedir. Bu galismanin amaci, denetim kalitesi ve kazang yonetimi
arasindaki iliskiyi Borsa istanbul’a kote olan sirketler agisindan analiz etmektir. Denetim kalitesi ve kazang
yonetimi arasindaki iliski siradan en kiiglk kareler yontemi kullanilarak analiz edilmektedir. 2013-2018 yillarini
kapsayan ve Borsa istanbul’a kote olan 97 reel sektér firmasinin verilerinden yararlanarak denetim kalitesinin
Ug gostergesi (denetgi bagimsizhigl, denetginin sektérel uzmanhgi ve denetim firmasinin masteri firmaya
hizmet siresi) siradan en kiiglik kareler yontemi kullanilarak analiz edilmektedir. Siradan en klgtk kareler
yonteminin sonuglarina gére; denetgi bagimsizligi ve denetginin sektérel uzmanligi kazang yonetimini onemli
derecede azaltmaktadir ve denetim firmasi ile misteri firma arasindaki uzun sureli iliski, mUsteri firmanin daha
yogun bir sekilde kazang yonetimini uygulamasina yol agmaktadir. Bunlara ek olarak, bagimsiz denetiminin
kalitesinin yuksek olmasi firmalarin kazang yonetimi uygulamalarini 6nemli derecede azaltmaktadir.
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1. Introduction

Investors, creditors and stockholders pay close attention to earnings. Financial statements that
show the firms’ financial position and performance are regarded as a prominent source of
information to firms’ stakeholders. In the financial reporting process, the audit firm is considered
an important third party that can effectively decrease asymmetric information between firm
management and stockholders (Mansi et al., 2004).

The relationship between earnings management and audit quality has significantly grabbed
the attention of creditors, investors and government authorities following high-profile corporate
frauds. DeFond and Francis (2005) state that adverse impacts of corporate frauds have revealed
the importance of independent audits in the business environment. Auditors are tasked with
protecting the stakeholders’ interest.

The audit quality can be described as the joint probability that the auditor uncovers financial
statement frauds and then disclose them to the stakeholders of the firm (DeAngelo, 1981). High-
profile corporate frauds have raised important questions about audit quality. A growing number
of financial market participants claim that audit firms themselves are to blame for their audit
quality problems. The effectiveness of auditing in constraining earnings management strongly
depends on the quality of auditing process. High-quality auditors are more likely to uncover
earnings management practiced by firms than low-quality auditors (Becker et al., 1998). It is also
worth mentioning that high-quality auditors tend to play more active roles in the deterrence of
earnings management since the reputation of high- quality audit firms can be severely damaged if
financial misreporting is detected. Audit quality strongly depends on independence and experience
of auditors. Such extensive knowledge and experience enable auditors to detect accounting
irregularities in highly complex cases (Habbash and Alghamdi, 2017). A well-regulated financial
system and higher level of auditor independence significantly contribute to decreasing earnings
management practices. Additionally, higher level of transparency requirements in financial
reporting process considerably reduces the earnings management practices (Hunton et al., 2006).

In the aftermath of corporate frauds such as Enron, Parmalat and WorldCom, regulatory
agencies have mounted pressure on audit firms to increase the audit quality. Higher audit quality
significantly increases the integrity of the firms’ financial reporting system. Higher audit quality
contributes to the monitoring mechanisms that can promote the quality of firms’ financial
reporting process. In the competitive economic environment, auditors should effectively cope with
earnings management that distorts the true financial position and performance of the firm.

Since the firm value is positively influenced by reported earnings, it may put pressure on the
firm management to engage in earnings management (Lin et al., 2006). Earnings management does
not necessarily mean financial statement fraud. Dechow and Skinner (2000) state that a firm’s
management can use aggressive and conservative accounting choices allowed by International
Financial Reporting Standards (IFRS) to engage in earnings management. On the contrary, financial
statement fraud is the use of accounting choices that do not conform to IFRS. Firms may engage in
earnings management by the exercise of accounting choices with an objective to achieve a specific
purpose. Earnings management can cause significant asymmetric information between
stockholders and firm management. The investigation of audit firms’ impact in the detection of
earnings management can provide vital implications to regulatory agencies and standard setting
bodies.

The ultimate objective of this paper is to contribute to the previous literature by analyzing
whether audit quality improves the quality of firms’ financial statements. The sample used in the
empirical analysis consists of non-financial firms listed on Borsa Istanbul during the period 2013-
2018. Ordinary least squares regression analysis is used to analyze the association between audit
quality and earnings management. Consistent with my hypothesis, empirical results indicate that
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a high audit quality can decrease the likelihood that the management of firms engage in earnings
management.

The rest of this study is structured as follows. The next section presents the previous literature
and hypothesis development. The third section puts forward the research design. Section 4 reports
the empirical analysis results. The last section presents the conclusion and recommends future
studies that can shed more light on the effects of audit quality on earnings management.

2. Literature Review and Hypothesis Development

The previous literature on the effect of audit quality on earnings management and research
hypotheses are provided in this section. Literature reviews enable us to have a deep understanding
of dynamics of earnings management. The present paper focuses on analyzing and discussing the
impacts of audit quality on earnings management practices. Therefore, several hypotheses that
can determine and relate important aspects of audit quality to earnings management practices are
developed. Past experiences have demonstrated that audit quality is one of the multidimensional
issues in the ever-changing business world.

Agency theory should be meticulously considered in analyzing the impacts of earnings
management practices. Investors, creditors, stockholders and firm management have different
interests. Therefore, conflict of interest can emerge among investors, creditors, stockholders and
firm management. Earnings management causes an agency cost that adversely influences the
functioning of financial markets. Agency costs occur when creditors, stockholders and investors
make irrational investment decisions. The management of firms can artificially increase or
decrease earnings to maximize its interest. Firms should establish control mechanisms that can
decrease agency costs.

Auditor independency is one of the keystones of auditing process (Gill and Cosserat, 1996).
High degree of auditor independence ensures better financial reporting process. If auditors are not
independent, it is more likely that they will fail to produce high-quality audits. It is predominantly
undisputed that high degree of auditor independence enhances the credibility of firms’ financial
statements (Houghton and Jubb, 2003; Antle, 1984). Regulatory agencies use mandatory auditor
rotation to increase auditor independence. Mandatory auditor rotation is also expected to bring a
fresh look at the firm’s financial statements. Davis et al. (2000) state that a long term auditor and
client firm relationship has adverse impacts on auditor independence and enables the
management of firms to engage more actively in earnings management. Broadly speaking, there is
an inverse relationship between earnings management and auditor independence.

The lack of auditor independence significantly mitigates the quality of audit service (Sweeney,
1994). The strong economic relationship between auditor and client jeopardizes the auditor
independence (Magee and Tseng, 1990; Beck et al., 1988). Audit market competition, auditor
tenure, corporate governance mechanisms and regulatory framework have prominent impacts on
the degree of auditor independency (Beattie et al., 1999; Tepalagul and Lin, 2015). The provision
of non-audit services is likely to strengthen the economic relationship between audit firm and its
client. Litigation risk is one of important factors that influence auditor independence. When an
audit firm fails to detect earnings management practices, it may be subject to serious legal actions
initiated by government authorities that may harm its reputation. Hence, high litigation risk is
regarded as a vital incentive for audit firms to independently conduct the audit process. Chi et al.
(2012) and Hunt and Lulseged (2007) state that Big 4 auditors are more concerned than non-Big 4
auditors about independence. Consistent with Gerayli et al. (2011) and Hodge (2003), it is expected
that high degree of auditor independence mitigates the occurrence of earnings management.
Thus, the first hypothesis is constructed as follows;

H1: There is a negative relationship between auditor independence and earnings management
practices.
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In the highly competitive audit market, audit firms should possess specific industry knowledge
to satisfy their clients. Krishnan (2003), Balsam et al. (2003) and Chen et al. (2005) state that having
specific industry specialization is likely to enhance the quality of auditing process. Using a sample
that consists of 1484 publicly traded Australian firms, Craswell et al. (1995) found that industry
specialist auditors gain important fee premium and fee premium is positively influenced by audit
quality. DeAngelo (1981) stated that specific industry specialization is an important reason for the
choosing of Big 5 auditors.

Dunn and Mayhew (2004) reported that auditors with a high level of industry expertise help
client firms to enhance the quality of financial statement disclosures. Having industry-specific
expertise enables audit firms to constrain client firms’ earning management practices and decrease
audit risks. Firms having complex business processes demand auditors who have a deep
understanding of the characteristics of industry in which firms operate. Audit firms that specialize
in the specific industries invest in more information technology, training and development of their
employees. Consistent with Zhou and Elder (2001), it is expected that audit industry specialization
can constrain the earnings management practices. This discussion enables us to formulate the
second hypothesis.

H2: There is a negative relationship between audit industry specialization and earnings
management practices.

There is a massive debate in the literature whether long audit tenure is related with low or high
audit quality. Long audit tenure may enable audit firms to have a very close relationship with their
clients. Carcello and Neal (2000) assert that a close relationship between an audit firm and its client
may undermine auditor independence and skepticism. Auditor skepticism and independence are
inevitable parts of audit quality. Additionally, long audit tenure causes some audit firms to be over-
reliant on their clients. Mandatory audit rotation is proposed as a solution for low audit quality
resulting from long audit tenure.

On the other hand, long audit tenure may enable audit firms to familiarize with financial
reporting process and operations of client firms, resulting in increased audit quality. Davis et al.
(2002) state that high audit tenure plays a pivotal role in identifying audit risks and conducting
high-quality audit process. The long audit tenure allows auditors to get more client specific
information about internal control structure, financial reporting process and operational structure
(Ghosh and Moon, 2005). It is expected that the long audit tenure enables auditors to effectively
detect client firms’ earnings management practices. The above discussion leads to the below
hypothesis.

H3: There is a negative relationship between audit tenure and earnings management practices.
3. Research Design
3.1. Measurement of Earnings Management

Discretionary accruals are employed to measure sample firms’ earnings management practices.
Discretionary accruals are non-obligatory accruals determined by the firm management. In the
accrual based accounting system, accruals play an important role in the financial reporting system.
The structure of total accruals should be examined to capture effects of accounting choices. Non-
discretionary accruals are subtracted from total accruals to compute discretionary accruals.
Following Chen et al. (2005), Habbash and Alghamdi (2017) and Gerayli et al. (2011), this study
employed Modified Jones Model to detect earnings management. Modified Jones Model vastly
outperforms other models in the detection of earnings management practices. Modified Jones
Model presumes that any change in credit sales transactions is caused by earnings management
practices.

DeFond and Park (1997) and Gul et al. (2003) posit that negative and positive discretionary
accruals can be employed by firms’ management to hide operating losses or save corporate
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earnings for future periods. The amount of non-discretionary accruals are prominently affected by
accounting choices of firms’ management. In the Modified Jones Model, non-discretionary accruals
are calculated during the accounting period as follows. Research variables used in the Modified
Jones Model are deflated by prior year's total assets to eliminate the problems of
heteroscedasticity.

_ 1 (ASALE;;—AREC;¢) PPE;; .
NDAy = By (57— ) + B, A0 4 g (D) 1 gy 6

in which;

NDA;; = non-discretionary accruals for sample firm i for year t
TA;;_, = total assets for sample firm i for year t

ASALE;; = change in sales revenue for sample firm i for year t
AREC;; = change in accounts receivable for sample firm i for year t
PPE;; = property, plant and equipment for sample firm i for year t
&;¢ = error term for sample firm j for year t

Having evaluated non-discretionary accruals (Equation 1), the amount of discretionary accruals
for firmiinyear tis computed as the residual value. Following previous research studies, this paper
employs the absolute value of discretionary accruals as a measure for the degree of earnings
management practices.

DAC;; = TAC;; — NDAC;;
3.2. Empirical Model

In this section, the empirical model is presented. Independent variables are derived from
previous literature (Gerayli et al., 2011; Krishnan, 2003; Dunn and Mayhew, 2004; Carcello and
Neal, 2000; Davis et al., 2002). The primary rationale behind the choosing of research variables is
that there is substantial agreement in the previous literature that the selected variables are very
useful in analyzing the dynamics of earnings management practices. The use of appropriate
research method prominently enhances the reliability of empirical analysis. Control variables (size,
leverage and return on assets) are included in the empirical model. This study employs the
following ordinary least regression model to test research hypotheses.

DAC;, = By + BLAUDINDEP;, + B,AUDSPEC;, + BsAUDTEN;, + B,FIRMSIZE;,
+ BsFIRMLEV;, + B¢ FIRMROA;,

Table 1 presents the definition of variables used in the empirical model.

Table 1: Variable Definition

DAC;: Discretionary accruals of firm i for year t
AUDINDEP;; Auditor independence, a dummy variable takes the value of 1 if the firm is audited by
one of the Big- 4 auditors; otherwise 0.

AUDSPEC;; Audit specialization, a dummy variable takes the value of 1 if the industry market share
of the audit firm is greater than 20%,; otherwise 0.

AUDTEN;; Audit tenure, a dummy variable takes 1 if the audit firm has audited the client firm’s
financial statements for at least 3 years, otherwise 0.

FIRMSIZEit Firm size, the natural logarithm of the total assets of sample firm i at the end of year t

FIRMLEV; Leverage ratio of sample firm i as ratio of total debts to total assets at the end of year
t

FIRMROA Return on assets of sample firm i defined as the ratio of net income to total assets.
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3.3. Control Variables

This paper incorporates several control variables, which are suggested by past research studies,
that have prominent impacts on earnings management practices. The empirical model that
includes control variables enables us to effectively test research hypotheses. In this study, size,
leverage and return on assets are used as control variables.

Large firms are less likely to manage corporate earnings. This is because large firms draw more
scrutiny from investors, creditors and stockholders (Chen et al., 2005; Zhou and Elder, 2001). Firm
size can surrogate for some omitted variables. Ghosh and Moon (2010) and Gul et al. (2009) claim
that firm size is negatively related with earnings management since large firms have well-
established control systems that can effectively deter earnings management practices.

The degree of leverage influences earnings management practices. Sweeney (1994) and
DeFond and lJiambalvo (1994) state that the highly leveraged firms’ management can use
discretionary accruals to meet debt covenant requirements. Firms heavily indebted may adopt
income-increasing accounting practices in order to mitigate leverage ratio when negotiating with
creditors.

Return on assets is included to control differences in sample firms’ financial performance. The
level of profitability plays vital role in firms’ accounting choice. Habbash (2010) and Ashbaugh et
al. (2003) state that return on assets is negatively correlated with earnings management. On the
contrary, Ahn and Choi (2009) found no significant relationship between return on assets and
earnings management.

4. Empirical Results

The results of empirical analysis are reported in this section. The sample consists of non-
financial 97 firms listed on Borsa Istanbul. This study covers the accounting period between January
2013 and January 2018. Financial firms are not included in the sample due to the accounting rules
that these firms follow in the preparation of financial statements are different. The empirical data
is collected from the website of public disclosure platform that contains the financial statements
of firms listed on Borsa Istanbul. Table 2 shows the industrial classifications of sample firms. The
sample includes seven different industries, implying a broad distribution of industries. Food
industry has the highest concentration with more than 21% of sample firms. In the sample, basic
metal is the least represented industry (8.2%). The sample contains 3395 firm-year observations.

Table 2: Industrial Classifications of Sample Firms

Industry Number of Firms Percentage
Food 21 0.216
Chemicals 18 0.185
Textiles 16 0.164
Electronics 14 0.144
Transportation 11 0.113
Constructions 9 0.092
Basic Metal 8 0.082
Total 97 100%

The descriptive statistics of research variables employed in the sample are displayed in Table
3. As shown in Table 3, the absolute value of discretionary accruals of sample firms has a small
mean value of 0.989 whereas the minimum value reaches 0.009. These findings are consistent with
Habbash and Alghamdi (2017) and Kao and Chen (2004). Generally speaking, Big-4 auditors charge
higher audit fees. This is one of the reasons why only 24.5 % of sample firms select Big-4 auditors.
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24.1% of sample firms select industry specialist auditors. More firms should select industry
specialist auditors to improve the quality of financial reporting process. The mean value of auditor
tenure is 0.439, implying that 43.9% of sample firms are willing to be audited by the same auditor
for at least 3 years.

Table 3 indicates that average firm size measured by the logarithm of total assets is 6.50. The
firm leverage, on average, is 59.6 %, suggesting that sample firms rely more on debt financing than
equity financing. In other words, some of sample firms may face difficulties in paying their long
term debts. Finally, table 3 shows that average return on assets of sample firms is 0.028.

Table 3: Descriptive Statistics

Variable Obs. Mean Std. Dev. Min. Max.
DAC 485 0.989 0.680 0.009 2.87
AUDINDEP 485 0.245 0.430 0 1
AUDSPEC 485 0.241 0.428 0 1
AUDTEN 485 0.439 0.496 0 1
FIRMSIZE 485 6.506 2.331 3.18 12.98
FIRMLEV 485 0.596 1.324 0.001 0.78
FIRMROA 485 0.028 0.042 0.0015 0.332

Notes: See table 1 for the definition of variables.

The Pearson correlation coefficients are presented for research variables in Table 4. The
Pearson correlation coefficients enable us to elaborately analyze the association between
independent and dependent variables. Table 4 indicates that discretionary accruals (DAC) is
negatively associated with auditor independence, audit industry specialization and audit tenure.
Audit quality measurements are moderately inter-correlated. Firm size is found to be positively
and significantly correlated with all audit quality measurements.

Audit specialization and audit tenure are positively correlated at p<0.05 with auditor
independence. Their correlation coefficients are 77% and 14% respectively. Return on assets is
negatively correlated at p<0.10 with discretionary accruals, indicating that firms with higher return
on assets are less likely to manage corporate earnings. Multicollinearity may threaten the reliability
of regression results if the Pearson correlations exceed 0.80 (Gujarati, 2003). As can be seen from
Table 4, correlations are lower than 0.80. It is worth mentioning that all of these correlations are
created from univariate analysis, we should rely on the results of regression analysis that yields
more reliable conclusions.

Table 4: Correlation Matrix

1 2 3 4 5 6 7
DAC (1) 1.00
AUDINDEP (2)  -0.65*  1.00
AUDSPEC (3) -0.63*  0.77**  1.00
AUDTEN (4) -0.17*  0.14**  0.16* 1.00
FIRMSIZE (5) -0.70*  0.59* 0.55* 0.32* 1.00
FIRMLEV (6) 0.02 0.03 0.04 0.03 0.02 1.00
FIRMROA (7) -0.58*  0.72* 0.64* 0.15* 0.56* 0.06 1.00

Notes: *** ** and * indicate significance at the 1,5, and 10 percent levels, see Table 1 for the definition of
variables.

Table 5 displays the results of ordinary least regression. As indicated in Table 5, there is a
significant negative relationship between discretionary accruals and auditor independency,
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confirming the findings of Gerayli et al. (2011) and Hodge (2003). It can be inferred that an increase
in auditor independency decreases the likelihood of earnings management. This result also
indicates that regulatory agencies should take necessary actions to enhance auditor independency
to improve the reliability of financial statements. Hypothesis 1 that there is a negative relationship
between auditor independence and earnings management practices is accepted.

The relationship between discretionary accruals and audit specialization is significantly
negative at the 0.01 level. This result supports the findings of Dunn and Mayhew (2004) and Zhou
and Elder (2001). Industry specialist auditors are more likely to reduce earnings management
practices and, thereby increasing the credibility of financial reporting process. Hypothesis 2 that
there is a negative relationship between audit industry specialization and earnings management
practices is accepted.

The regression results also show a positive association between discretionary accruals and
auditor tenure. The insignificant association between discretionary accruals and auditor tenure
purports that auditor tenure is not effective in mitigating earnings management practices. This
result is inconsistent with those found by Davis et al. (2002) and Ghosh and Moon (2005). Long
auditor tenure may cause broad familiarity between the auditor and client, which can decrease the
objectivity and independence of auditors. The result supports the assertion that longer audit
tenure may erode the quality of financial reporting process. Hypothesis 3 that there is a negative
relationship between audit tenure and earnings management practices is rejected.

Firm size is found to be negatively associated with discretionary accruals, implying that small-
sized firms are more likely to engage in earnings management. This may be because large-sized
firms have more effective internal control systems than those of small-sized firms. This is similar
to findings of Chen et al. (2005), Zhou and Elder (2001), Ghosh and Moon (2005) and Gul et al.
(2009). A positive relationship between firm leverage and discretionary accruals is found but it is
insignificant. This result supports the theory that highly leveraged firms are more likely to
artificially increase corporate earnings to enhance their bargaining power during the debt
settlement. This result is in line with the findings of Sweeney (1994) and DeFond and Jiambalvo
(1994). The regression results indicate that coefficient on return on assets is negative and
significant at the 0.10 level. This finding reveals that firms experiencing poor financial performance
have much more incentive to manage earnings. The management of a firm experiencing poor
financial performance can artificially inflate earnings to meet its financial obligations. This result is
inconsistent with the findings of Habbash (2010) and Ashbaugh et al. (2003). Adjusted R-squared
value reported in table 5 reveals that the empirical model explains the 59% of variation in
discretionary accruals.

Table 5: Regression Results

Variables Coefficient t-value
AUDINDEP -0.226 -2.29**
AUDSPEC -0.289 -3.24%**
AUDTEN 0.053 1.27
FIRMSIZE -0.138 -12.23%%*
FIRMLEV 0.015 1.07
FIRMROA -1.760 -2.52**
Constant 2.030 31.16%**
Adjusted R-Squared 0.59

p-value of F-test 0.00

Notes: *** ** and * indicate significance at the 1,5, and 10 percent levels, see table 1 for the definition of
variables.
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5. Concluding Remarks

In the current business climate, earnings management is a great concern for creditors,
stockholders, investors and government agencies. Earnings management seems to remain a highly
debated topic among financial market participants in the future. Low quality of earnings has been
masked by earnings management practices. Higher market expectations may drive firms to engage
in earnings management. In the competitive business environment firms should focus on
strengthening the abilities of audit committee that enhances the quality of financial reporting
process. Auditors have prominent functions in guaranteeing the credibility of firms’ financial
statements. Increasing audit quality concerns present new challenges and opportunities for audit
firms. It is also worth mentioning that an effective internal control system significantly boosts the
quality of financial statements disclosed to the public.

Using a sample that includes 97 non-financial firms listed on Borsa Istanbul from 2013 to 2018,
the results of empirical analysis indicate that industry specialist auditors are more likely to detect
earnings management practices and longer audit tenure is related with higher probability of
earnings management practices. Additionally, the results of empirical analysis reveal that a high-
level of auditor independence considerably constrains earnings management practices. Firm size,
leverage and return on assets are used as control variables to effectively test research hypotheses.
The negative coefficient on firm size indicates that large firms are less likely to engage in earnings
management. The results of empirical analysis are consistent with the notion that firms suffering
from liquidity problems have much more incentive to engage in earnings management. The
empirical model also suggests that firms which have lower financial performance are likely to adopt
accounting choices that can artificially corporate earnings.

Taken together, the results of empirical analysis demonstrate that discretionary accruals may
be used to manipulate financial statements and mislead creditors, investors and stockholders.
Deterioration in audit quality has adverse impacts on the economic environment. Regulatory
agencies should take actions that enhance audit quality. The results of empirical analysis provide
important implications to regulatory agencies, audit firms, investors and standard setting bodies.
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