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Abstract

Purpose — The present study’s goal is to analyze the impact of audit quality (AQ) on earnings quality (EQ) using
different audit attributes. The study shows empirical evidence from India, considered an emerging market.
Design/methodology/approach — The sample selected represents the 376 non-financial firms listed on the
Bombay Stock Exchange (BSE). With a 20-year time frame, the authors used the absolute value of discretionary
accruals (McNichols, 2002) (DA) as a proxy for EM, which is inversely related to EQ. The authors analyzed data
using OLS, fixed effect (FE), 2SLS and Panel-IV estimators.

Findings — The authors found that most audit attributes positively affect EQ. In the Indian context, joint auditor
(JA), auditor size (A_SIZE), auditor fee (A_FEE) and auditor tenure (A_TENURE) have a negative association with
EM indicating high EQ. In contrast, auditor rotation (A_ROTATON) positively affects EM confirming low EQ.
Research limitations/implications — The present study uses Big-4 and its member firms as a proxy of
auditor size (A_SIZE); instead, other bases may be taken for it, like the dominant audit firms in a particular
industry in sample data, etc. The authors have started audit tenure from the base year, i.e. 2001, which may
ignore the association of auditor and auditee just before 2001.

Practical implications — The study findings would enhance policymakers’ willingness to prepare
appropriate regulations regarding JAs and auditor rotation, which might improve financial market efficiency
and reduce financial fraud among Indian corporates.
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Originality/value — To the best of the authors’ knowledge, this is the first study to incorporate “Joint Auditor”
(JA) as a proxy for audit quality in the Indian context, which might significantly contribute to the literature.
Keywords Accruals, Earnings quality, Auditor size, Joint auditor, Audit fee, Auditor tenure, Auditor rotation,
India

Paper type Research paper

1. Introduction

The truthfulness of financial statements is frequently contested because they were created by
the organization’s management, which agency theory claims are subject to manipulation.
Market competition and intense development have pushed managers to indulge in accounting
manipulation activities, which dilute the purpose of financial statements and hide the accurate
picture of corporates’ financial performance and position (Abu Afifa et al, 2021; Alzoubi, 2016).
Allocation of firms’ resources is harmed due to a lack of accurate financial information quality
from reported accounting numbers (Awuye, 2022; Gaio and Raposo, 2011).

Reported earnings quality (EQ) is a multidimensional concept and can be measured and
evaluated through various factors, including discretionary accruals (DA) quality, earnings
smoothness, earnings predictability, earnings persistence, earnings timeliness and value relevance
(Duarte et al., 2022; Gaio and Raposo, 2011). Literature on EQ supports that most of the studies on
EQ used DA as an inverse proxy which is related to earnings management (EM) practices.

The external audit also helps decrease information asymmetry and conflict of interest
between stakeholders and managers (Alzoubi, 2016). As in the present time, several corporate
financial frauds have disappointed various stakeholders and attracted the attention of policy-
makers and researchers to multiple domains to highlight some unobservable facts and
relationships that may be useful to control managerial EM practices. Further, such financial
scandals also challenged the quality and independence of the external auditor (Abu Afifa
et al., 2021; Al-Hiyari et al., 2022; Houge et al., 2017).

Contemporary high-profile (Big<4) audit firms failed to play their role sufficiently, which
attracted all to their quality regarding audit work (Al-Hiyari ef al., 2022; Alzoubi, 2016; Awuye,
2022; Houqe et al., 2017). Joint auditors (JAs) expand the reliability of financial reporting, reduce
information asymmetry and lower the cost of capital (Barghathi ef al., 2020, Garcia-Blandon et al,
2021). In India, as per section 139(3) of The Companies Act 2013, the external audit may be
conducted by more than one auditor jointly. This provision is not mandatory at present, but the
Institute of Chartered Accountants of India (ICAI), formed under the Chartered Accountants Act,
1949, has agreed on the proposal of joint audits for large Indian corporate initially (Srivats, 2022).

The present study has two significant contributions; first, we found studies (André et al.,
2016; Barghathi et al., 2020; Garcia-Blandon et al., 2021; Nurunnabi et al., 2020; Ratzinger-
Sakel et al., 2013) on JAs related to developed economies like France, where joint audit is
mandatory, and the USA and the UK, where there is no such compulsion; such studies are
unsuitable for developing economies like India due to different economic structure. As per our
knowledge, studies have not been done using a JA attribute for the Indian context; the present
study attempts to fill this research gap. The second, auditor tenure, has been studied in
international studies (Ghosh and Moon, 2005; Gul et al., 2009; Lim and Tan, 2009; Manry et al.,
2008) but cannot be accepted in Indian legal and economic structures further recent studies
conducted in the Indian context by (Jadiyappa et al., 2021; Mohapatra et al., 2021) used DA an
iverse proxy for audit quality (AQ). Auditor tenure is negatively related to AQ (Jadiyappa
et al., 2021), whereas (Mohapatra et al.,, 2021) found that auditor rotation does not impact AQ.
Including auditor tenure and rotation, we found auditor rotation is statistically significant in
relation to EQ, proving the study’s contribution in the Indian context.

The results of the study have many folds; explaining the relationship between AQ and EQ
with a sample of 376 non-financial Indian firms, we used five different types of proxies to
capture a comprehensive AQ framework like auditor size (A_SIZE), audit fee (A_FEE), JA,



auditor tenure (A_TENURE) and auditor rotation (A_ROTATION). We found that all audit
attributes show the direction of the effect, consistent with previous studies. JA, A_TENURE
and A_ROTATION have a statistically significant impact on EQ.

2. Review of literature and hypotheses development

2.1 Underlying theories

Agency theory suggests opportunistic behavior, which means that individuals aim to raise their
likely interests, and thus, managers and other stakeholders will have conflicts of interest.
Managers are eager to inflate reported earnings to get more compensation; on the other hand,
the principals want to reduce agency costs to have more earnings for them. As a result, control
techniques, ie. external audits suggested by agency theory, eliminate these conflicts and
monitor managers’ activities and performance through governance (Brickley and James, 1987).
The information asymmetry theory suggests that the state of information irregularity occurs
when one party has more or improved information than the other in a relationship. Managers
have more insider information regarding firms’ performance and economic activities and may
manipulate accounting information while preparing financial statements to be presented to
principals (shareholders). The theory of information asymmetry encourages control
mechanisms (external audit) to reduce EM activities and increase a corporate’s performance.
Finally, agency and information asymmetry theory emphasize a control mechanism (external
audit) to reduce conflict between agents and principals and increase transparency. EM harms
the quality of earnings as it misrepresents the information in a less suitable way for forecasting
cash flows, indicating that EM negatively impacts EQ (Cug and Cugova, 2021).

2.2 Audit quality and earnings management

The external audit is a significant indicator of the reliability of the company’s financial
statements (Alzoubi, 2016; Jadiyappa et al., 2021). The absence of independence of the auditor
will root for unreliable and doubtful financial reporting. Existing literature confirms the
association between AQ attributes and EM practices, which motivated the present study to
enlighten the Indian context further.

2.2.1 Auditor size and EM. In the majority of research related to AQ, auditor size (A_SIZE)
has been taken as a proxy for AQ (Abu Afifa et al.,, 2021; Alzoubi, 2016; DeAngelo, 1981; Houge
et al., 2017). Most researchers have studied AQ with auditor size by distinguishing between
Big-4[1]and non-Big-4 audit firms. Big-4 auditors would be more inspired to depict managerial
dishonesty as they may be able to exercise much more active oversight over companies. They
would incur a massive loss if an audit disaster occurred (DeAngelo, 1981). Additionally,
because Big-4 has more clientele to care for, Big-4 auditors have strong motivations to develop
and preserve a high-quality audit process, increasing the possibility of dedicating energetic
resources to auditing to guard their clients’ market reputation. As a result, they will be more
effective in reducing EM practices to protect their reputations by avoiding legal risk (Alzoubi,
2016). Some past studies gave the opposite opinion, argued that Big-4 audit firms charge more
than other audit firms and found a positive association between audit fees and EM. The same
argument was also supported by (Alali, 2011; Li and Lin, 2005). Other studies (Maijoor and
Vanstraelen, 2006; Sun et al., 2011) found no significant impact of Big-4 audit firms on EM
practices. Hence, the first hypothesis of this study is as follows.

HI. Auditor size (A_SIZE) negatively affects EM practices and improves EQ

2.2.2 Joint auditor and EM. Joint audits may enhance AQ and strengthen the reliability of
financial statements. By choosing two different audit firms, the client firm avoids the potential
drawback of auditor rotation and discontinuity of competence while still allowing audit firms
torotate, protecting auditor independence and maintaining the remaining auditor’s knowledge
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and understanding of the client’s business operations (Barghathi et al, 2020; Carcello and
Nagy, 2004). Further, the risk of independence in auditing due to monetary connection is
possibly a less critical matter with the joint audit than the single auditor approach since lesser
fees are at stake for each auditor. Accordingly, the two audit firms may take a robust stand in
contradiction of pressure from the managers or/and controlling groups and report their
opinions on the clients’ accounts more independently (Garcia-Blandon ef al, 2021; Ratzinger-
Sakel et al., 2013). With these discussions, the following hypothesis is framed.

H2. A joint auditor (JAUDIT) negatively affects EM practices and improves EQ.

2.2.3 Audit fee and EM. Past studies found a significantly negative impact of audit fees on
EM (Alzoubi, 2016). Some researchers revealed the positive linkages between audit fees and
EM (Alali, 2011). The following hypothesis is framed for audit fees.

H3. Audit fees (A_FEE) negatively affect EM practices and improves EQ.

2.2.4 Audit tenure and EM. Many nations, including the USA’s Sarbanes-Oxley Act of 2002
(SOX) and India’s Companies Act. 2013, have suggested or adopted regulations requiring the
rotation of external auditors. Prominent business failures, like Satyam Computer in India and
Enron Corporation in the USA, frequently impacted the development of these regulations.
Therefore, the motivation behind introducing these rules restricting audit tenure is the
assumption that a long relationship with a firm will tend to impair an auditor’s impartiality
(Ghosh and Moon, 2005; Jadiyappa et al., 2021).

Conversely, the literature gave two reasons why audit tenure may be positively linked to
AQ. First, an auditor has a long relationship with a particular company; the more information
the auditor acquires about the client firm’s operations, leading to expertise that is beneficial
for auditing financial statements. Second, this developed expertise motivates auditors to
shape and protect their reputations as experts in the area to attract upcoming clients
(DeAngelo, 1981). Past studies find a positive association between auditor tenure and AQ that
reduces EM and improves EQ (Ghosh and Moon, 2005; Gul et al., 2009).

In India, as per section 139 (2) of the Companies Act, 2013 in the case of a listed company,
an individual as auditor shall have a term not more than five consecutive years, and an audit
firm as auditor shall have a term not more than two terms of five consecutive years (Saxena,
2014). In light of the above discussion, the following hypothesis is formed.

H4. Audit tenure (A_TENURE) negatively affects EM practices and improves EQ.

2.2.5 Auditor rotation and EM. As discussed in section 2.2.4, auditor tenure reduces EM
practices, so auditors’ rotation may allow managers to indulge in more EM practices in the
year the auditor is changed. Hence, the process of an auditor rotation may decline EQ by
increasing EM. The following hypothesis is framed for auditor rotation.

Hb5. Auditor rotation (A_ROTATION) positively affects EM practices and reduces EQ.

All five hypotheses are summarized in Figure 1 (available in supplementary material to the
article) to provide an overall study picture.

3. Research methodology

3.1 The sample, data collection and study period

The present study is related to Indian firms listed on the Bombay Stock Exchange (BSE).
An initial sample consisted of 408 non-financial firms from 39 industries, but the non-availability
of data restricted the number to 376 firms for empirical analysis. The present study uses the
period from 2001 to 2020 because it gives an overall image and long-term development of the
Indian economy. During the COVID-19 pandemic, there was an unexpected change in every



business environment and government policy, which may lead to biased results in the present
study. The present study chose a period before the COVID-19 break in India and restricted it till
2020. The data source is CMIE-ProwesslQ), an authenticated database for Indian firms.

3.2 Measurement of variables

3.2.1 Measurement of earnings management (EM): (dependent variable). Numerous analyses
of EM, including the valuation of changes in accounting policy, specific accounting
transactions and accruals (Dechow and Dichev, 2002; McNichols, 2002) have been used in the
literature, but DA were used significantly as a proxy for EM measurement (Alzoubi, 2016).

According to (Jones, 1991), “abnormal accruals” or “DA” in total accruals are indicators of
EM, which can be quantified as [DA;; = TACC;; — NDA;]. With the argument that estimation
errors (Dechow and Dichev, 2002), introduced a new indicator for the quality of working
capital accruals by linking mapping importance of accruals in cash flow realization.
McNichols (2002) further improved the (Dechow and Dichev, 2002) model and studied the
mapping ability of cash flows for accruals after controlling for the accruals due to changes in
credit sales and depreciation accruals on PPE. In the present study, we have used the
McNichols model (2002) as suggested in past studies (Duarte ef al., 2022).

Total Accruals (TACC) are calculated using the cash flow approach (Hribar and Collins,
2002). For estimating non-discretionary accruals (NDA), we used (McNichols, 2002) model
(equation 1) cross-sectionally for each industry, which gives better estimates than the time-
series model for identifying EM (Alzoubi, 2016).

TACC”"; o CFO{JJ_1 CFOz'j,t CFOz‘j,tH AREV{N
Asselts;j -1 =Poith; Assets;j 1 +hy Assets;j 1 +hs Assets;ji1 4 Assets; i1
PPE;;
My Eijt @

+ . L
P Assets; ;1

Where for each ¢ (firm), j (industry) and t (year). TACC represents total accruals; CFO
represents cash from operation; AREC represents operating revenue, and PPE represents
depreciation accruals. All variables are divided by total assets (Assets;;;_1) at the beginning
of the year to control heteroscedasticity. We found the magnitude of discretionary accruals
(DA;;) as a remaining part of TACC;;, after deducting NDA\; ;. In the consistency of previous
studies, the absolute value of DA would be a measure of the level of EM (Alzoubi, 2016; Houge
et al., 2017; Jadiyappa et al., 2021) since it keeps a consistent description and is free from any
direction as EM may go in any direction (Ma and Ma, 2017).

3.2.2 Measurement of auditor size (A_SIZE): (independent variable). In the auditing
literature, auditor size (Abu Afifa et al., 2021; Alzoubi, 2016; Houqe ef al., 2017) is taken as an
indicator of AQ. We used a binary variable assigning “1” if Big-4 firm audits a sample firm in
a particular year; otherwise, “0”.

3.2.3 Measurement of joint auditor (JA): (independent variable). We have created a binary
variable having a value of “1” if more than one auditor audits the firm for a specific year;
otherwise, “0” (André et al., 2016; Garcia-Blandon ef al., 2021; Ratzinger-Sakel et al., 2013).

3.2.4 Measurement of audit fee (A_FEE): (independent variable). The engagement of an
independent auditor has empirical and theoretical support to cut agency cost strategy. Audit
fees, 1.e. the auditor charges, show auditor independence (Alali, 2011; Gul ef al., 2003). Auditor
fee divided by total assets is a proxy for audit independence.

3.2.5 Measurement of auditor tenure (A_TENURE): (independent variable). The term
“Auditor Tenure” describes how long a firm has been an auditor’s client. As suggested by
(Ghosh and Moon, 2005; Lim and Tan, 2009), the variable is created by calculating the
cumulative number of years that a specific audit firm has continuously examined the
financial statements of a particular client over time in our sample period.
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3.2.6 Measurement of auditor rotation (A_ROTATION): (independent variable). This
variable is a binary variable signifying a particular year in which a new auditor is appointed,
L.e. the existing auditor is rotated or changed. “1” is assigned for a particular year in which a
new auditor is selected for a specific firm; otherwise, “0”.

3.2.7 Control variables. The corporate and its financial environment are affected by
numerous factors. To control such impact, various corporate attributes, as suggested in the
literature, including liquidity; firm size; firm age; leverage; return; growth; applicability of Ind-AS
have been covered in the present research, as shown in Table 1 (available online at: https://drive.
google.com/file/d/1v_o01cO42cPM-3amDRmHS8_IHsY 1kpD1U9/view?usp=share_link).

4. Data analysis and findings

4.1 Descriptive analysis

Descriptive statistics Table 2 (available in supplementary material to the article) gives an idea
regarding the overall composition of different variables used in the study. The number of
observations is unequal due to missing data for some firm years in the data set.

4.2 Pairwise corrvelations, VIF and tolerance

Further pairwise correlation is calculated with a significance level VIF and Tolerance are also
reported Table 3 (available in supplementary material to the article). If the variance inflation
factor (VIF) value for a variable is more than “10”, then it is a severe concern indicating a
multicollinearity problem (Damodar Gujarati, 2008). VIF is less than 10 for all variables.

4.3 Models specification and regression analysis
The impact of AQ on EQ with control variables has been analyzed using equations (2) and (3).
Empirical Model: 1

DAy = By + By JAy + By AFEE; + p, A SIZE; + s A_TENURE; + B, WCAP;
+ B; NPR; + 3 DEBT + g PBRATIO; + g FSSIZE; + py FAGE;,
+ pr2 ROA; + p13 INDAS;;: + € @

As discussed in section 2.2.4, extended auditor tenure reduces EM practices, as supported by
(Ghosh and Moon, 2005; Gul ef al., 2009; Manry ef al., 2008), motivated us to introduce a new
variable auditor rotation (A_ROTATION) in the model in place of auditor tenure
(A_TENURE). In empirical model: 2 (equation 3), we believe the new auditor needs time to
understand the accounting practices and management’s actions, giving more space for
managers that could be involved in EM practices. So the coefficient of A_ROTATION ideally
should show a positive impact on DA.
Empirical Model: 2

DAy=py+ By JAy+ By AFEE,+p, ASIZE;+p; AROTATION; +p; WCAP,
+B. NPRy+ s DEBTy+fo PBRATIO +pyy FSSIZEy+ By, FAGE;
+ P12 ROA;+ pr3 INDAS;; + & (6)]

Apart from the pooled OLS, we also used the panel fixed effect (FE) estimator, suggested by the
Hausman test, as shown in Table 4 (available in supplementary material to the article).

The FE model also removes the effect of that time-invariant unobserved heterogeneity of the
factors (which are not in our model explicitly), which impact the dependent variable. After
estimating equations (2 and 3) using the FEs estimator, we checked groupwise heteroscedasticity


https://drive.google.com/file/d/1v_o1cO42cPM-3amDRmH8_lHsY1kpD1U9/view?usp=share_link
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using the modified Wald test (HO: sigma(i)*2 = sigma”2 for all 1) (P-value = 0.0000 for each
model). Statistics rejected HO, confirming groupwise heteroscedasticity in the data. In literature, in
this situation, it is strongly advised to calculate robust standard errors (SE), which will not change
the values of f coefficients but will address the problem of groupwise heteroscedasticity by
adjusting estimates’ values of SE (Wooldridge, 2015). Hence, we have used robust SE for OLS and
FE estimators. Regression (with robust SE) results for empirical models are given in Table 5
(available in supplementary material to the article).

4.3.1 Robustness checks. To check the robustness of the empirical models, we have used
different control variables, for liquidity: CASH; for profitability: NOPR; for firm size: FA_SIZE
have been used. Table 6 (available in supplementary material to the article) shows the results
with changed variables that are consistent with the previous result shown in Table 5.

4.3.2 Endogeneity. Tables 5 and 6 reveal the results of the fixed-effects FE estimator,
which is assumed to take care of the endogeneity problem due to time-invariant unobserved
unit-specific heterogeneity (Alzoubi, 2016). The present paper also uses the instrumental
variable (OLS-2SLS and Panel-IV) approach for the endogeneity issue with regressors
(Alzoubi, 2016; Cameron and Trivedi, 2010; Gaio and Raposo, 2011). Independent variables
and lag values (Alzoubi, 2016; Wooldridge, 2015) of control variables are used as instruments
for A_FEE, which is supposed to be endogenous. After running 2SLS regression, we
performed a post-estimation test for endogeneity (Durbin (score) p-value (0.2442)
Wu-Hausman p-value (0.2447)) failed to reject the HO: Variables are exogenous, indicating
that A_FEE is not an endogenous variable. Regression results are shown in Table 7 (available
in supplementary material to the article).

Then we performed a test for overidentifying restrictions, test statistics y%(7) = 12.7111,
p-values 0.0795, which is more than 0.05. We could not reject the HO and concluded that the
model held valid overidentifying restrictions. We also applied panel IV regression with OLS-
2SLS regression; results shown in table 7 are primarily in line with tables 5 and 6 in direction
and significance, except for A_FEE, which gives a different sign supporting past studies
conducted by (Alali, 2011; Antle et al,, 2006; Gul et al., 2003).

5. Conclusion, contribution/implication and limitations

5.1 Conclusion

The present study showed evidence of a significant negative relationship between AQ and
EM through DA, which is an inverse proxy for EQ. It proposed that a JA, as recommended by
ICAI (Srivats, 2022), increases reported EQ with a reduction in EM practices. More than one
auditor together may take a robust reporting stand against EM practices in a client firm
(Ratzinger-Sakel et al., 2013).

Further, auditor size (A_SIZE) and EM is negative, although this variable is not found to
be significant in any model in the present study. However, its direction is the same throughout
the investigation, which supports some past studies (Maijoor and Vanstraelen, 2006; Sun
etal,, 2011). Audit fee (A_FEE) shows audit independence (Alzoubi, 2016) negatively impacts
DA, ensuring a high EQ; its relationship is statistically significant in OLS and FE estimators
but not substantial in 2SLS and IV regression. It suggested that cutting audit fees have a high
chance of diluting reported EQ. Audit tenure (A_TENURE) is negatively associated with EM
in the whole study and is statistically significant in OLS, 2SLS and IV regressions. It indicates
that a long association between the client and auditor may increase EQ as suggested in
literature (Ghosh and Moon, 2005; Gul et al., 2009; Manry et al., 2008).

The negative relationship between A_ TENURE and DA motivated us to make a new model
(model-2; equation 3), replacing A_ TENURE with A_ROTATION to investigate the impact of
AQon EQin the year in which the auditor is changed for a particular firm. Results show that the
coefficient of A_ROTATION is positive and statistically significant in OLS, FE, 25LS and IV
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regressions. This might be because the new auditor may have difficulty understanding the
client’s accounting practices followed by management to manage earnings.

5.2 Contribution/implications

The present study gives a progressive and significant intuition regarding AQ and its impact
on reported EQ to the policymakers to revisit the applicability of a JA, which is optional at
present to make it mandatory for a specific class of Indian firms. Another contribution of the
study is to suggest that corporates continue with the same auditor as long as possible under
the Companies Act 2013 to improve EQ as other stakeholders desire. One of the critical pieces
of advice for investors and other stakeholders is to take caution in the year the auditor is
rotated while using reported earnings.

5.3 Limitations

The present study uses a sample of non-financial Indian firms, which restricts its implication
on financial firms; at the same time, it also gives an idea for financial sector also. Big-4 audit
firms are taken as a proxy for auditor size, which may be one of the limitations that motivate
to explore other proxies for it, like the number of audit engagements, industry experts, audit
fee collected, the number of partners in an audit firm, etc. While calculating audit tenure, we
have ignored the relationship before 2001 of a particular auditor with a specific client.

Note

1. Big-4 audit firms include Deloitte Touche Tohmatsu India Private Limited, PwC India, KPMG India
Private Limited and Ernst & Young India with its member firms.
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