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Abstract

This study investigates whether auditor’s characteristics such as its independence and professional quality act as a
deterrent to earnings management in India. The existing evidence on the relationship of auditor’s independence and
quality with earnings management is not conclusive. The said relationship has not been examined in the context of
Indian companies. The study uses a panel data of 1,600 firm years. The study provides evidence on the presence of
knowledge spillover hypothesis as negative relationship is found between fees for non-audit services and earnings
management. The study does not find any significant relationship of earnings management with industry
specialization of the auditor and size of the auditor. The results are consistent under various robustness checks.
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1. Introduction

Earnings management (EM) may be defined as the practice of altering the earnings, by using management discretion
or judgment and flexibility provided by accounting principles, in order to achieve a desired objective. It has been
argued that EM reduces the quality and information content of earnings (Wang et al., 1993; Ali and Pope, 1995).
Prior literature has also argued that reported earnings are related to stock returns (Das and Lev, 1994; Liu and
Thomas, 2000).

Considering that the opportunistic behavior of managers impacts the quality of financial reporting and thereby the
decision making process of stakeholders, accounting earnings will be more reliable if the opportunistic behavior of
the managers is controlled (Dechow et al., 1996). Fama and Jensen (1983) and Williamson (1988) argue that
measures of corporate governance can constrain the covetous behavior of management. This study focuses on the
effectiveness of auditor, an external mechanism of corporate governance, in constraining the practices of EM.

The audit of financial statement is a form of external governance where an ‘independent’ auditor audits the internal
controls and financial statement of the firm, and presents his opinion to the owners of the company. The threat that
any misstatement in the financial statement will be reported by the auditor to the shareholder works as the governing
measure for the management of the firm. Therefore it is expected that an external audit will act as a deterrent for the
management to manage the earnings. The deterrent of external audit, however, is dependent on two major
characteristics of auditor viz. the independence and the professional quality. The objective of this study is to
investigate the effect of such characteristics of the auditor on EM in India.

We measure EM using aggregate accrual model, specifically performance matched discretionary accrual model
proposed by Kothari et al. (2005) is used. This model has been extensively used in prior research related to EM. For
auditor’s characteristics, three variables have been identified from the previous literature viz. non-audit fees paid to
auditor (NAF), industry specialization of the auditor (INDSAUD), and size of the auditor (BIG4). The study tests the
effect of these three variables on EM using a panel data of 1,600 firm years selected by stratified random sampling.
A battery of robustness tests is also conducted in order to establish the efficacy of the results.

The study finds a negative relationship between NAF and EM. The results points towards the knowledge spillover
effect from non-audit services provided by the auditor to its auditing function. The study does not find any
significant relationship of EM with INDSAUD or BIGA4.

2. Literature Review and Hypotheses Development

Auditor independence is critical to the audit quality as any impairment in the auditor’s independence may lead to
biased opinion in the financial statement. Tepalagul and Lin (2015) argue that if auditors do not remain independent
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they will be less likely to report irregularities, thereby impairing audit quality. The Guidance note issued by the
Institute of Chartered Accountant of India (ICAI) discusses the potential threats to auditor independence. One of the
threats is a self-interest threat that there is an undue dependence on client’s fees. In this regard it is important to note
that the economic dependence on client may increase if the auditor provides non-audit services such as taxation
consultancy or consultancy for company law related matters, to the client (Becker et al., 1998).

Prior research, however, also provides factors that counter the above argument. These factors include reputation
concerns (DeFond et al., 2002), litigation threat (Palmrose, 1988) and knowledge spillover (Simunic, 1984). Simunic
(1984) argues that providing both auditing as well as management advisory services may give the auditor better
understanding of the business model, risk associated etc. of the client and therefore will help in performing the audit
function more effectively. Palmrose (1986) also investigate the effect of non-audit services on pricing of audit
services and found a positive relationship between the two, similar to Simunic (1984). However, in the context of
Australian companies, Barkess and Simnett (1994) fails to find any significant relationship between fees for
non-audit services and audit opinion decision. Dechow et al. (1996) argue that the probability of earnings
manipulation being detected and excluded from financial statements depends of the independence and quality of
auditor. DeFond et al. (2002) find no evidence of a significant association between auditor’s propensity to issue a
going concern opinion and NAF. On the other hand, Beeler and Hunton (2002) find that there is more biasedness in
decision making of audit partners when the audit firm provides non-audit services. Lim and Tan (2008) demonstrate
that for industry specialized auditors the audit quality increases with the level of non-audit services provided.

Gore et al. (2001) argue that non-audit services impact the independence of auditors leading to lower quality of
financial reporting. Their study provides evidence that non-audit services are positively related to discretionary
accruals (DA). However, such relationship is stronger in case on non-big five auditors. Frankel et al. (2002)
demonstrate that firms purchasing more non-audit services are more likely to just meet analyst expectations and have
higher absolute DA.

Chung and Kallapur (2003) do not find that NAF is significantly related to abnormal accruals. Their findings are
contradictory to the findings of Gore et al. (2001) and Frankel et al. (2002). Ashbaugh et al. (2003) also find no
significant association between NAF and performance matched DA.

Larcker and Richardson (2004) they find that the ratio of total fee to total revenue and NAF to total revenue are
negatively associated with absolute DA, signifying that firms making larger payments to the auditors have smaller
accruals. Antle et al. (2006) find that the knowledge spillover hypothesis prevail between audit services and
non-audit services as the level of abnormal accruals reduces with increase in non-audit services. Gerayli et al. (2011)
find that log of audit fee is negatively related to EM suggesting that higher auditor fee leads to lower level of DA.
Krishnan and Visvanathan (2011) argue that cost savings and knowledge spillover are the main benefits where the
auditor also provides other services such as services on tax matters. Their findings suggest that the due to knowledge
spillover, when the auditor provides tax services the level of earnings management reduces as the auditor is better
acquainted with the firm’s operations.

In the context of New Zealand, Sharma et al. (2011) demonstrates that a NAF is positively associated with EM. The
study also demonstrates that the positive association becomes more pronounced when the audit committee does not
meet the best practices. Ghosh (2011) find that firms having high DA are less likely to be audited by domestic
auditors. Secondly, audit fee is higher for firms with high earnings opacity. Lisic (2014) finds that where the tax
services provided by the auditor are approved by an effective audit committee, knowledge spillover hypothesis is
prominent. Abdullahi and Ibrahim (2017) find no impact of auditor independence on EM.

In India, the Companies Act, 2013 prohibits certain services, including accounting and book keeping, internal audit,
design and implementation of financial information system etc., to be provided by the auditors. There was no such
provision in the erstwhile Companies Act, 1956.

The above discussion of literature provides contradictory arguments and empirical evidence of the effect of non-audit
services on audit independence and audit quality, and thereby on EM. In light of this, the following hypothesis is
proposed:

H1: There is a significant relationship between fees paid for non-audit services and EM.

Solomon et al. (1999) argue that industry specialist auditor acquire greater knowledge of that industry than the
non-specialist auditors and, therefore, they are able perform their audit function more effectively than others. Prior
studies have also shown that industry specialized auditors have higher capabilities to reveal accounting irregularities
(Owhoso et. al., 2001). Carcello and Nagy (2004) find a that firms audited by industry specialized auditor have lower
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probability for an SEC enforcement action. Balsam et al. (2003) investigates the association between earnings quality
and auditor industry specialization. The multivariate test results suggest negative and significant relationship
between DA and auditor industry specialization. Krishnan (2003) shows that the firms audited by non-specialist
auditors tend to have higher DA.

In the context of Singaporean companies, Rusmin (2010) argues that probability of detecting EM is higher if the firm
is audited by a high quality auditor. The results confirms the argument by considering big 4 firm as the proxy for
quality of auditor. Chi et al. (2011) find that auditor industry specialization at a city level is associated with higher
real EM, particularly for income-increasing EM. National level industry specialization, however, does not have any
significant impact. In the context of Iranian companies, Gerayli et al. (2011) find that auditor industry specialization
is negatively related to EM. Burnett et al. (2012) find that when the financial reports are audited by high quality
auditor, the managers tend to swap the accrual based EM with real EM. Similarly, Inaam et al. (2012) demonstrate
that auditor industry specialization negatively effects accrual based EM. Sun and Liu (2013) suggest that the auditor
industry specialization complements board independence in the governance process. Huang and Liang (2014) find
negative relationship of industry specialized auditor and income increasing DA.

The above discussed literature provides that with auditor industry specialization the level of EM is expected to
reduce, although the evidence is missing for Indian companies. Therefore, the study has the following hypothesis:

H2: There is a negative relationship between auditor industry specialization and EM.

The response to the question whether the size of the auditor (i.e. Big4 versus non-big 4) enhances the audit quality
has also remained largely inconclusive. DeAngelo (1981) argues that audit firm size is a proxy for the audit quality
as no single client is economically highly significant for a large audit firm. Therefore, large accounting firms are less
likely to compromise on the quality of the audit. Dopuch and Simuic (1980) propose the reputation hypothesis for
large audit firms. They argue that large audit firms provide better quality of audit as they have higher reputation to
protect. They further argue that large firms can afford better trainings and resources that may enhance the audit
quality. Contrary to this view, Louis (2005) argues that small or non-big4 auditors have better understanding of the
local markets and therefore they are able to better detect financial irregularities than big 4 auditors.

Gore et al (2001) find that big five auditors are more effective in constraining EM than non-big five auditors.
However, Frankel et al. (2002) and Davidson et al. (2005) do not find any significant relationship between the size of
the auditor and absolute DA or EM. Jordan et al. (2010) investigates whether the auditor size, assuming it a proxy for
auditor quality, reduces EM related to EPS rounding-off tendency. They find that the tendency of income increasing
EM is significant for clients of non-big 4 auditors. In Chinese context, Chen et al. (2011) demonstrate that absolute
DA for firms audited by top 8 auditors is significantly lower than of the firms audited by other auditors. Chi et al.
(2011) find that for companies that have income-increasing EM, auditor size is significantly associated with higher
real EM. Huang and Hsiao (2011), for a sample from U.S. based SMEs, prove that SMEs engage in income
increasing EM when they face zero or negative earnings. The empirical results of their study also suggest that SMEs
that indulge in EM tend to appoint low quality auditors. Gerayli et al. (2011) find that there is a significant negative
impact of auditor size on EM. Haw et al. (2011) hypothesize that misclassification decreases if the company is
audited by a big 4 auditor. Their results, however, fail to demonstrate any significant reduction in misclassification
when the firm is audited by a big 4 auditor as compared to when the firm is audited by non-big4 auditor, perhaps due
to weak legal enforcement in East Asian countries. Inaam et al. (2012) find that when the company is audited by a
Big 4 auditor, the accrual based EM reduces and the real EM increases. Memis and Cetenak (2012) demonstrate no
significant relationship in the sample of eight countries. While investigating the effect of various corporate
governance attributes on EM for French companies, Ajina et al. (2013) do not find a significant relationship between
size of the auditor and EM. In Tunisian context, Charfeddine et al. (2013) report an insignificant relationship
between EM and auditor size. Hunag and Liang (2014) find that big five auditors do not constrain EM more than the
non-big five auditors. Chunghuey and Hung-Kang (2014) find that big 5 auditors are not more capable than non-big
5 auditors to constrain EM. Garven and Taylor (2015) find a negative relationship between auditors in larger big 4
offices and EM.

The above literature although provides mixed evidence on the association of auditor size with EM, broadly it
suggests that the big four auditors are more capable than non-big four auditor in constraining EM. Therefore, the
following hypothesis is proposed:

H3: There is a negative relationship between auditor size and EM.
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3. Data and Research Methodology
3.1 Measurement of Variables
3.1.1 Dependent Variable - EM

EM is measured using performance-matched discretionary accruals model proposed by Kothari et al (2005).
Discretionary Accruals (DA) estimated using the said model are considered proxy for EM. Since managers can have
motivations to do either income increasing EM or income decreasing EM, the study considers the magnitude of EM
and not the sign. Therefore, we consider absolute value of DA as the measure for EM. The model is estimated
using the following regression for each industry:

TAlAi1 = ao + a1i (VA1) + Bii [(AREVi/Air1)-(ARECi/Air1)] + P2 (PPEw/Airs) + BsiROA L + &it 1)
Where TA;, is total accruals for firm i in year t, A, is lagged total assets, 4REV}; is change in revenue in year t for
firm i, AREC;, is change in receivables for firm i in year t, PPE;; is property plant and equipment and ROA;..; lagged
return on assets for firm i. Total accruals are computed using the balance sheet approach as the difference between

change in non-cash current assets less change in current liabilities (except current portion of long term debt) less
depreciation. In the next step, the NDA are computed using the following model:

NDAi/Ait1 = ag + a1i (L/Aie1) + fri [(AREVidAitr)-(ARECidAir1)] + Pai (PPEi/Ait) + S3iROA (2)

The DA is then the difference between total accruals and NDA. Jones (1991) Model and Modified Jones (1995)
model are used for testing the robustness of the results. Under Jones model (1991), the following equation for each
industry that has at least 10 firms in year t is estimated:

TAAit1 = ai (VA1) + pai (AREVidAia) + Boi (PPE/Aiy) + it (3)
Using the parameters of eq. 3, NDA is calculated using eq.4.
NDA/Air1 = 0i (L/Air1) + fri (AREVil A1) + B2i (PPE/ A1) 4

DA as computed as the difference between TA and NDA. The following equation is used for estimating NDA under
Modified Jones (1995) model:

NDA/Ai.1 = 0 (L/Air1) + pri [((AREVilAit1)-(ARECi/Ai1)] + Boi (PPEi/Ait1) ®)
DA is again computed as the difference between TA and NDA.
3.1.2 Independent Variables

Based on the hypotheses presented in the previous chapter, the following independent variables related to corporate
governance are used in this study.

i. Non-Audit Fees (NAF): Following previous studies (Frankel et al., 2002; Larcker and Richardson, 2004;
Sharma et al. 2011) the NAF is measured by the proportion of non-audit fees paid (taxation matters, and
company law and other matters) to the total fees paid to the auditor.

ii. Auditor industry specialization (INDSAUD): We use two alternate measures of INDSAUD:

a. INDSAUD-I: Following Balsam et al. (2003), the first measure is a binary variable which has a
value of 1 if the auditor of the firm audits maximum number of firms in the same industry,
otherwise 0.

b. INDSAUD-II: The second measure is also a binary variable which has a value of 1 if the auditor of

the firm audits highest proportion of revenue in the same industry, otherwise 0. Following
Krishnan (2003) proportion of revenues of industry audited by an auditor is computed using the

following formula:
=1 Sij/
YL Si

Where, S;; is the revenues of a firm i audited by auditor j
n is the number of firms audited by auditor j
N is the number of firms in the industry

iii. Auditor size (BIG4): Consistent with the extant literature, auditor size is measured using a binary variable
which has a value of 1 if the auditor is a Big 4 auditor, otherwise 0.
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3.1.3 Control Variables

Six variables have been identified from the previous literature, which are known to influence the dependent variable
i.e. DA. These variables are:

i Firm Size (FSIZE): measured by natural log of total assets of the company.
ii. Leverage (LEV): measured by the ratio of total borrowing to total assets.
iii.  Firm Performance (PERF): measured using ‘return on assets’.

iv.  Absolute change in earnings (ABSEC): measured by taking the difference between the EPS of the
current period and the previous period.

V. Cash flow from operations (CFO): measured by cash flow from operations scaled by total assets at
the beginning of the period.

vi.  Prior negative earnings (NEGEARN): measured by a categorical variable that takes the value of 1 if
the firm had negative earnings in previous two years; else it takes the value of 0.

3.2 Sample and Data

The study takes a panel data sample of 200 companies listed on Bombay Stock Exchange (BSE) over eight years viz.
from financial year 2006-07 to 2013-14. The study considers panel data as it controls for individual heterogeneity, is
more informative, and is better to study dynamics of adjustments. Stratified random sampling is used for sampling.
Market capitalization and industry classification were used to create strata. This is, perhaps, the first study
investigating relationship between auditor’s characteristics and EM that takes a stratified random sampling approach
for sample selection. The steps followed to select the sample are as below:

i) All listed companies on BSE were taken from Prowess database. There were total 5,496 companies
listed on BSE.

ii)From the above, 97 Government owned companies and 1,002 companies belonging to financial
sector were eliminated. Government owned companies were eliminated because such companies are
not expected to have incentives to manage the earnings. Financial companies were eliminated because
these companies have different accrual generation process. These eliminations are in line with previous
studies such as Sarkar et al (2008); Jaiswall and Banerjee (2012).

iii) Thereafter, 840 companies which started trading after March 31, 2006 were eliminated as the
market capitalization information as on March 31, 2006 was not available.

iv) Then 1,869 firms for which financial data was not available eliminated.

v)Following Sarkar et al. (2008) 106 companies that belonged to industries which had less than 10
companies were eliminated.

vi) After performing the above steps, 1582 companies were left in the population as below:
Table 1. Description of the population

No. of
Particulars firms
All BSE Listed Companies 5,496
Less: Government Companies 97
Less: Financial industry companies 1,002
4,397
Less: Companies that started trading after Mar 31 2006 840
3,557
Less: Companies for which financial data not available for at least one year 1,869
1,688
Industry less than 10 companies 106
Total Population 1,582
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vii)

These 1,582 companies were then classified based on the market capitalization as on March 31, 2006
and the industry classification. The distribution of companies in the population based on market

capitalization is as follows:

Table 2. Distribution of companies in population based on size and industry groups

viii)

Industry Market Cap
Large Mid Small Grand Total

Accommodation and Food Service Activities 1 4 24 29
Administrative and support service activities - - 15 15
Agriculture, forestry and fishing - 14 15
Aurts, entertainment and recreation - 1 12 13
Construction 2 12 51 65
Diversified 2 4 31 37
Human Health and social work activities - 10 11
Information and Communication 6 9 96 111
Manufacturing 31 113 967 1,111
Mining and Quarrying - - 13 13
Real Estate Activities - 3 14 17
Transportation and Storage - 3 10 13
Wholesale and Retail Trade 1 3 128 132
Grand Total 43 154 1,386 1,582

In this step, 200 companies were randomly selected, using random numbers, from 39 strata in a manner
ensuring balanced stratified random sampling. The distribution of the final sample is given in Table 3.

Table 3. Distribution of companies in sample based on size and industry groups

Large Mid Small
Industry Cap Cap Cap Total
Accommodation and Food Service Activities 0 1 3 4
Administrative and support service activities 0 0 2 2
Agriculture, forestry and fishing 0 0 2 2
Arts, entertainment and recreation 0 0 2 2
Construction 0 2 6 8
Diversified 0 1 4 5
Human Health and social work activities 0 0 1 1
Information and Communication 1 1 12 14
Manufacturing 5 14 122 141
Mining and Quarrying 0 0 2 2
Real Estate Activities 0 0 2 2
Transportation and Storage 0 0 1 1
Wholesale and Retail Trade 0 0 16 16
Total 6 19 175 200
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3.2.4 Data Collection

The data has been obtained from the Prowess database maintained by Center for Monitoring Indian Economy
(CMIE). This database is widely used for obtaining financial data of Indian companies.

3.3 Analytical Procedures

We use following three models to test the hypotheses. The first model (AUD Model 1) considers the first measure of
auditor industry specialization (INDSAUD-I), the second model (AUD Model 2) considers the second measure of
auditor industry specialization (INDSAUD-II) and the third model (AUD Model 3) utilizes both the measures
together.

AUD Model 1:

ABSDAK = o4 + 0oNAF + a3INDSAUD-I+ a4BIG4 + asFSIZE + aglLEV + a7;PERF + agABSEC + a9oCFO +
010NEGEARN + ayIndustry Dummy + agpYear Dummy + & (6)
AUD Model 2:

ABSDAK = a1 + asNAF + o3INDSAUD-II+ a4BIG4 + osFSIZE + ogLEV + o7;PERF + 0gABSEC + a9oCFO +
010NEGEARN + ayIndustry Dummy + agpYear Dummy + & @)
AUD Model 3:

ABSDAK = o4 + 0oNAF + 03INDSAUD-I + auINDSAUD-II+ asBIG4 + 0gFSIZE + o7LEV + agPERF + agABSEC +
010CFO + ayNEGEARN + aypIndustry Dummy + oi3Year Dummy + & (8)

The study uses random effect Generalized Least Square (GLS) regression as GLS regression is preferred over OLS
regression in case of absent homoscedasticity (Greene, 2003; Berry, 1993; Schroeder et al., 1986). Also GLS
overcomes the problem of serial correlation (Berry, 1993; Schroeder et al., 1986). Gujarati and Sangeetha (2007)
provide that Hausman (1978) test can be applied to choose between fixed effect model and random effect model.
Accordingly, random effect model has been chosen

4. Results
4.1 Descriptive Statistics

Table 4 presents the descriptive statistics of the variables under the study. The mean of absolute value of DA is
0.1030 with a median at 0.0703 indicating that some companies have relatively high values of DA. The minimum
value of absolute DA is close to zero. These values are comparable to the values reported in previous studies on EM
in Indian context. Sarkar et al. (2008) report the mean absolute DA of 0.0863. Their sample has total 964 firm-year
observations from the years 2003 and 2004. Jaiswall and Banerjee (2012) take a sample of 948 firm-years and report
average absolute DA of 0.16. Rajpal (2012) report average absolute DA of 0.097 with a median of 0.0741 from a
sample of 572 firm-year observations spanning over three years from 2009 to 2011.

Table 4. Descriptive Statistics

N Mean Median Minimum Maximum SDt:\/.iation
ABSDAK 1600  0.1030 0.0703 0.0000 0.4809 0.1018
NAF 1600  0.2356 0.2249 0.0000 0.6667 0.1872
INDSAUD-I 1600  0.1413 0.0000 0.0000 1.0000 0.3484
INDSAUD-II 1600  0.0869 0.0000 0.0000 1.0000 0.2817
BIG4 1600  0.2850 0.0000 0.0000 1.0000 0.4516
FSIZE 1600 22.2008 22.2963 17.7275 26.3027 1.6954
LEV 1600 0.2861 0.2564 0.0000 1.1856 0.2423
PERF 1600 5.9721 5.2250 -25.9100 32.5500 8.8888
ABSEC 1600  8.3971 3.1950 0.0100 83.5400 13.8029
CFO 1600  0.0815 0.0811 -0.3855 0.4697 0.1250
NEGEARN 1600  0.0875 0.0000 0.0000 1.0000 0.2827
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On average, in the sample companies 23.56% of the total auditor’s remuneration comes from non-audit services.
14.13% companies in the sample are audited by industry specialized auditor, i.e. by auditors who audits maximum
number of companies in the industry. Similarly, 8.69% of the companies in the sample are audited by auditors who
audits maximum amount of revenue in the industry. Big 4 firms and their associates audits 28.50% of companies
under the sample.

4.2 Econometric Results

Table 5 presents the results of random effect GLS regression of the three models. The results of the study present a
negative relationship between proportion of NAF and the level of EM. In other words, the results suggest that with
increase in the proportion of fees from non-audit services, the EM reduces. The results point towards knowledge
spillover from non-audit services as argued by Simunic (1984). He argues that providing both auditing as well as
management advisory services may give the auditor better understanding of the business model, risk associated etc.
of the client and therefore will help in performing the audit function more effectively. The results are also consistent
with Beck et al. (1988), for the U.S. companies, and Barkess and Simnett (1994), for Australian companies, who do
not find any evidence that non-audit services reduces auditor independence.

Another explanation of a negative relationship between NAF and EM is the reputation concern of the auditor.
DeFond et al. (2002) argues that auditors will maintain the independence even if they provide non-audit services due
to risk of loss of reputation and litigation costs.

Overall, these results are consistent with Larcker and Richardson (2004), Antle et al. (2006), Krishnan and
Visvanathan (2011). Based on the above results, the study accepts the hypothesis (H1) that there is a significant
relationship between NAF and EM.

To test the hypothesis on the relationship between auditor industry specialization and EM, this study uses two
alternate measures of auditor industry specialization as detailed out earlier. The results suggest that there is no
significant relationship between INDSAUD and EM. The results are consistent with Inaam et al. (2012) who
document that there is no significant relationship between EM and INDSAUD. Based on the results, the hypothesis
(H2) which predicts a negative relationship between INDSAUD and EM is not accepted.

The results of the study suggest that BIG4 is also not related to the level of EM. These results are consistent with
Frankel et al. (2002) who find no significant association between auditor size and EM for a sample of 1,537 firm
years for the U.S. companies. Similarly, in the context of Australian companies, Davidson et al. (2005) also do not
find any significant effect of auditor size on EM. In the context of East Asian companies, Haw et al. (2011) also fails
to find any significant association between auditor size and EM. They argue that ineffective role of big 4 auditor in
preventing misclassification (proxy for EM) reflects the low litigation risk associated with auditors in East Asian
countries, which are generally characterized with poor legal protection. Charfeddine et al. (2013) and Hunag and
Liang (2014), in the context of Tunisia and Taiwan respectively, also report insignificant results with respect to the
relationship between auditor size and EM. Based on the above results, this study does not accept the hypothesis (H3)
that auditor size is negatively related to EM.
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Table 5. Results of Auditor’s Model (AUD Model)

AUD Model 1 AUD Model 2 AUD Model 3
Variable Coeff. std. error  t-ratio Sign. Coeff. std. error  t-ratio Sign. Coeff. std. error  t-ratio Sign.
Constant 0.3290 0.0484 6.7908 il 0.3273 0.0485 6.7503 HHx 0.3287 0.0488 6.7415 il
NAF -0.0427 0.0156 -2.7374  *x* -0.0430 0.0156 -2.7638  *** -0.0427 0.0156 -2.7377  *x*
INDSAUD-1 -0.0032 0.0104 -0.3069 -0.0031 0.0104 -0.3013
INDSAUD-I1I -0.0012 0.0122 -0.0972 -0.0009 0.0123 -0.0725
BIG4 0.0021 0.0089 0.2378 0.0011 0.0084 0.1306 0.0023 0.0093 0.2500
FSIZE -0.0083 0.0023 -3.6182  *** -0.0082 0.0023 -3.5705  *** -0.0083 0.0023 -3.5781  ***
LEV -0.0072 0.0160 -0.4492 -0.0071 0.0160 -0.4419 -0.0073 0.0161 -0.4533
PERF 0.0011 0.0004 2.8196 0.0011 0.0004 2.8202  *** 0.0011 0.0004 28176 *x*
ABSEC 0.0004 0.0002 23023  ** 0.0004 0.0002 2.2856  ** 0.0004 0.0002 22976  **
CFO -0.0672 0.0224 -2.9983  *** -0.0674 0.0224 -3.0108  *** -0.0671 0.0224 -2.9951  *x*
NEGEARN 0.0019 0.0104 0.1831 0.0021 0.0104 0.1992 0.0019 0.0104 0.1846
Industry Fixed Effects Included Included Included
Year Fixed Effects Included Included Included

Test Test Test

Statistic p-value Sign. Statistic p-value Sign. Statistic p-value Sign.
Wald Test (Chi-square) ~ 108.4260  0.0000 ok 108.3070  0.0000 x 108.2420  0.0000 el
Breusch-Pagan test 68.9618 0.0000 ok 68.9296 0.0000 x 68.7471 0.0000 ekl
Hausman test 10.5373 0.83711 9.9314 0.870185 11.0666 0.853079
Adj. R-Square 8.64% 8.65% 8.63%

ckERe Rk land “* denote significance at 1%, 5% and 10% respectively.
4.3 Robustness and Additional Tests

This section presents and discusses number of robustness tests of the results and further analysis of the relationship
between corporate governance and EM.

4.3.1 Alternate Specification of EM

Alternate measures of EM estimated by Jones (1991) model and Modified Jones (1995) model are used for testing
the robustness of the results. The dependent variables, alternately, are ABSDAJ using Jones (1991) model and
ABSDAMJ using Modified Jones (1995) model. Table 6 presents the results.

The results on the relationship between NAF and EM remain consistent under alternate specifications of EM,
suggesting that higher level of NAF is associated with lower level of EM. This provides further evidence to the
‘knowledge-spillover’ hypothesis. The coefficients of other characteristics viz. INDSAUD-I, INDSAUD-II and
BIG4 remain insignificant. The above findings suggest that the results of this study are robust to different
specifications of DA.

4.3.2 Working Capital Accruals

This study has used DA to proxy for EM. Total accruals (i.e. after considering the effect of depreciation) are
considered for this purpose. However, it has been argued that working capital accruals tend to be more opaque than
the total accruals because they include judgmental items such as provision for doubtful debts, warranties etc.
(Peasnell et al., 2000). Depreciation, they argue, has limited potential to be managed because of its visibility. They
also argue that “working capital accrual management is not directly observable.” For testing the robustness of the
previous results, this study also test the relationship of corporate governance variables with discretionary working
capital accruals (ABSDWCAK). For this purpose, following Peasnell et al. (2000) firstly the working capital
accruals are computed using the below equation:

WCAit :ACAit—ACLit—AC(lShit +ASTD|t (9)
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Where, WCA,; = working capital accruals in period t for firm i

ACA|; = Change in current assets in period t from period t-1

ACL;; = Change in current liabilities in period t from period t-1

ACash;; = Change in cash and cash equivalents in period t from period t-1

ASTDit = Change in short term debt in period t from period t-1

In the next step, using equation 10 the working capital accruals are regressed using Kothari et al. (2005) model.
WCA/Ai1 = a; (LAi1) + Bii [(AREVil A1) — (ARECi/Ai1)] + Bai (PPEw/Airy) +B3iROA . + it (10)

Where, WCA;; = Working capital accrual for company i period t

In the third step, the non-discretionary working capital accruals are estimated using the coefficients of equation 10
above. The following equation is used to estimate non-discretionary working capital accruals:

NDWCAi/Air1 = ai (L/Ai1) + Bii [(AREVidAir1) — (ARECilAir1)] + Bai (PPEi/Ait) +B3iROA1 + &it (11)
The last step is to estimate the discretionary portion of the working capital accruals, which is computed as below:
DWCAK;, = WCA;; — NDWCA;, (12)

Like previously, the study considers the absolute value of the discretionary working capital accruals. Hence, the
dependent variable is the absolute value of discretionary working capital accruals (ABSDWCAK). The results are
presented in Table 7.

Table 6. Alternative specification of EM

ABSDAJ ABSDAMJ
Variable Coeff. t-ratio Sign. Coeff. t-ratio Sign.
constant 0.3206 7.6108  *** 0.3336 7.6703 ok
NAF -0.0450 -2.7889  *** -0.0403 -2.3926 fala
INDSAUD-I 0.0017 0.1442 -0.0018 -0.1501
INDSAUD-II -0.0042 -0.3646 -0.0052 -0.4269
BIG4 -0.0023 -0.2627 -0.0018 -0.1941
FSIZE -0.0086 -4.0639  *** -0.0086 -3.9592 falaied
LEV 0.0044 0.2682 -0.0013 -0.0777
PERF 0.0015 2.947 ok 0.0014 2.5750 fala
ABSEC 0.0002 0.9862 0.0003 1.0639
CFO -0.0716 -2.0393  ** -0.0873 -2.4996 fala
NEGEARN 0.0100 0.9025 0.0129 1.0507
Industry Fixed Effects Included Included
Year Fixed Effects Included Included
Test
Test Statistic  p-value  Sign. Statistic p-value Sign.
Wald Test (Chi-square) 23.745 0.0013  *** 25.281 0.0007 falele
Breusch-Pagan test 57.158 0.0000  *** 51.763 0.0000 falaied
Hausman test 10.761 0.3765 12.130 0.2764
Adj. R-Square 6.10% 6.26%
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Table 7. AUD Model using working capital accruals

Variable Coeff. std. error t-ratio Sign.
constant 0.3254 0.0433 7.5122 Fkk
NAF -0.0432 0.0163 -2.6512 ek
INDSAUD-I -0.0028 0.0113 -0.2506
INDSAUD-II -0.0001 0.012 -0.0109
BIG4 0.0014 0.0088 0.1601
FSIZE -0.0081 0.002 -3.9056 kel
LEV -0.012 0.0155 -0.7742
PERF 0.0009 0.0005 1.7346 *
ABSEC 0.0004 0.0002 2.025 fala
CFO -0.0732 0.0343 -2.1367 fala
NEGEARN -0.0001 0.0095 -0.0173
Industry Fixed Effects Included
Year Fixed Effects Included

Test

Statistic p-value Sign.
Wald Test (Chi-square) 28.614 0.000 Fhx
Breusch-Pagan test 77.7216 0.000 il
Hausman test 11.8155 0.2976
Adj. R-Square 7.152%

e ek and “* denote significance at 1%, 5% and 10% respectively.
4.3.3 Change in NAF

A sharp growth in NAF may increase auditor’s economic dependence on a client thereby compromising the
independence of the auditor (Cahan et al., 2008). Therefore, this study examines the effect of the change in the ratio
of NAF to total fee from previous period to current period on EM. For this purpose, the model is analyzed by
replacing the variable ‘NAF’ with change in the non-audit fee ratio (CHNAF). The results are presented in table 8.

We find a negative and significant relationship between change in CHNAF and EM. This provides further evidence
of the ‘knowledge spillover’ hypothesis which suggests that non-audit services provides better understanding of the
business model, risk associated etc. of the client and therefore will help in performing the audit function more
effectively. All other relationships are similar to earlier results.
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Table 8. Effect of Change in non-audit fees

Variable Coeff. std. error  t-ratio Sign.
constant 0.3275 0.0523 6.2616 Fx
CHNAF -0.0453 0.0183 -2.4763 fala
INDSAUD-I 0.0027 0.0109 0.2553
INDSAUD-II -0.0002 0.0132 -0.0175
BIG4 -0.003 0.0095 -0.3235
FSIZE -0.0092 0.0023 -3.8835 falaled
LEV -0.0013 0.017 -0.0811
PERF 0.0012 0.0004 2.9995 ok
ABSEC 0.0006 0.0002 3.017 Hkk
CFO -0.0337 0.0243 -1.3897
NEGEARN 0.0026 0.0108 0.2404
Industry Fixed Effects Included
Year Fixed Effects Included

Test

Statistic p-value Sign.
Wald Test (Chi-square) 114.853 0.000 il
Breusch-Pagan test 55.6123 0.000 Frk
Hausman test 10.2263 421
Adj. R-Square 8.488%

ok Rk land “* denote significance at 1%, 5% and 10% respectively.
5. Conclusion

This study examines the effect of auditor’s characteristics on EM in India. Using prior literature, the study identified
three major factors related to auditor’s that may influence the level of EM. Firstly, the fees received for non-audit
services may reflect the level of economic dependence of auditor on the client and therefore, may influence his
independence of opinion. On the other hand, more services may equip the auditor to better understand the business
and operational risk and help in effectively executing the auditing responsibility. Secondly, if the auditor specializes
in a particular industry, he may be able to better audit the client from the same industry. Hence, the industry
specialization of auditor may influence his ability to detect EM. Lastly, the size of auditor may affect the ability to
detect EM. A large auditor may be equipped with better resources to detect EM or may be more vigilant due to
reputation effect. A small auditor, on the other hand, may have better understanding of local business practices and
therefore, may be more effective in constraining EM.

The study takes a panel data sample of 200 companies spread over eight years and measures EM using performance
matched discretionary accruals model proposed by Kothari et al. (2005). The study finds that there is a negative
relationship between EM and NAF. The negative relationship points towards the knowledge spillover effect of
auditor. The results, therefore, suggest that the with more non-audit services provided by the auditor, the level of EM
reduces. The study does not find any significant relationship between INDSAUD and EM, and BIG4 and EM.

This study is, perhaps, the first study which examines the relationship of EM with auditor’s characteristics in Indian
context. This study will be helpful to the regulators and auditing standard setting boards to improve on the auditing
standards and practices. The study can also help investors or potential investors understand the efficacy of audit
conducted for the firm. Lastly, this study adds to the existing literature on EM and measures to constrain the
practices of EM.
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