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Abstract This study aimed to identify the effect of audit quality in reducing manage-
ment’s opportunistic behavior. Management’s opportunistic behavior was measured
by the level of earnings management. The study relied on secondary data for a sample
of (40) companies listed on the Amman Stock Exchange during the period (2019-
2022). The study found that higher audit quality is linked to a lower level of earnings
management. Specifically, both audit fees and non-audit services had an impact on
earnings management. While there was no effect of the size of the audit. The study
focuses on the need to pay sufficient attention when selecting auditors and comparing
them, and that the choice between auditors should not be based on personal consid-
erations and low fees, but rather that the choice be made by focusing on the auditor’s
competence and quality.
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2 L. Hussien et al.

1 Introduction

Providing high-quality annual financial reports is critical to various stakeholders
due to its critical influence on credit decisions and resource allocation to enhance
companies’ market values [25, 30]. The companies’ management prepares these
reports in accordance with the requirements of international accounting and financial
reporting standards, which allows them to choose the appropriate accounting policies
for them [2, 29]. This may allow managers to abuse discretion to achieve their
preferred level of profits [14]. In this case, managers either postpone recognition
of expenses or recognize revenues early [16, 20]. The late nineties and early first
decade of the twenty-first century witnessed a set of accounting scandals, which
were in essence revolving around the phenomenon of earnings management [3, 19]
(Goncharov 2005), which led to great concern among practitioners and regulators
about the phenomenon of earnings management, which led to an increase in interest in
itin the accounting literature [9] (Loomis 1999), because the accounting numbers are
considered relevant due to their great relationship to the market values of companies
[6, 14] (Barth et al. 2001).

The appointment of an external auditor is one of the tools that helps in monitoring
the opportunistic behavior of managers [7]. According to agency theory, appointing
an external auditor alleviates the agency problem by reducing information asymmetry
[24]. In order for the auditor to be an effective tool in monitoring management
behavior, audit operations must be of high quality [5, 21]. Audit quality is related to
the auditor’s ability to detect violations committed by managers, including earnings
management [18, 22].

Many researchers explain the reasons for the failure of companies due to the weak
corporate governance of these companies, as well as the weak protection by the regu-
latory authorities [11], and the inability of the regulatory authorities to monitor the
performance of the administration due to the obstruction of obtain accurate and trust-
worthy information about the several situations of the management’s performance
(Jensen and Meckling 1976). Hence, a number of theories have emerged on the scene
to try to solve these problems, such as the agency theory that explains the interrela-
tionships between corporate management and shareholders and explains the causes
of problems that may arise as a result of conflict of interests [13] (Dalton et al. 2007),
and tries to reach appropriate solutions to mitigate the unwanted effects out for the
problem of information inconsistency. According to the agency theory, solving these
problems requires the presence of the external auditor as a third party who expresses
an impartial opinion regarding the fairness of the data provided by management [18].
To fill the gap in the relevant literature in the Jordanian environment, this study came
to explore the effect of audit quality on earnings management in Jordanian companies
listed on the ASE.
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The Impact of Audit Quality on Reducing Earnings Management ... 3

2 Literature Review and Development of Hypothesis

Researchers have conducted many empirical studies worldwide to understand the role
of audit quality and their impact on earnings management. However, the existing liter-
ature presented contradictory results. Previous studies have used a number of factors
that determine the quality of financial reports, and corporate control mechanisms
have been among the factors most discussed in previous studies.

The quality of the external auditor is an important factor affecting the quality of
financial reporting [31]. The quality of financial reporting is related to the quality
of auditing [17]. An auditor with a good reputation is keen to exercise sufficient
care before issuing the audit report, as stakeholders trust the financial reports that
are audited by an auditor with a good reputation [20]. This is due to the fact that
the probability of discovery of doubtful accounting practices by third parties may
to some extent lead to the administration being obliged to follow the accounting
practices set forth in the accounting standards [1, 17]. However, previous studies
failed to demonstrate this. Alsaeed [8] did not find a correlation between quality of
auditing measured by the brand of large audit firms and discretionary accruals, and
similarly found no significant relationship between the quality of external audit and
the level of voluntary disclosures. Duong [17] found that audit quality not associated
with reduced earnings management. The literature on auditing assumes that auditors
are determinants of earnings quality or quality of financial reporting because they
reduce errors that may occur during the preparation of financial reports [16]. Some
studies, such as [26], have predicted that the auditor’s capability to reveal errors is
one of the characteristics and characteristics of a good auditor. DeAngelo [15] argues
that the risk of litigation and the costs associated with a loss of reputation will prompt
auditors to report misstatements that may occur during financial reporting. Many of
the theories presented by the experts indicated that the auditor’s independence affects
the quality of the financial reports by enhancing the quality of the audit. Where Watts
and Zimmerman [27] says: “To create demand for audit services, markets must be
convinced that auditors have some efficiency and that they have an acceptable level
of independence from the client”. Arens et al. [10] says: “The value of the audit
depends heavily on the public’s perception of the auditor’s independence”, which
means that audit quality correlates with enhancing the dependability of the users of
the financial reports with audited reports from an independent auditor.

In this context, Salehi et al. [23] concluded that there is no correlation between
the quality of the audit and the quality of data in the financial reports that companies
disclose. The study of Yasser and Soliman [28] aimed to explore the impact of audit
quality on the quality of financial reports as measured by earnings management in
companies listed in Egypt. Quality of the audit was measured by the “size of the audit
company, audit industry specialized”. The results showed that the quality of auditors
has a significant positive relationship with earnings management. Bala et al. [12]
aimed to test the effect of the auditor’s brand name as measured by the names of Big
4 companies on earnings management. Interestingly, the study found that auditors
outside the Big Four companies have a greater ability to reduce earnings management.
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4 L. Hussien et al.

Alhadab [4] found that the abnormal audit fees were negatively associated with profit
management, as higher audit fees reduced managers’ ability to manipulate reported
profits.

Based on the literature discussion, the following hypotheses are proposed:

Ho: There is no impact of audit quality on the earnings management practices in
Jordanian industrial companies.

Hol: There is no impact of audit firm size on earnings management practices in
Jordanian industrial companies.

Ho2: There is no impact of audit fees on earnings management practices in Jordanian
industrial companies.

Ho3: There is no impact of non-audit services on earnings management practices in
Jordanian industrial companies.

3 Methodology of the Study

3.1 Population and Sample

The study population consists of all Jordanian industrial companies listed on the
ASE during the period from 2019 to 2022. The study sample consisted of companies
whose financial reports are available for all study periods, which numbered (40)
companies.

3.2 Measurement of Study Variables

Dependent Variable (earnings management)

There are many models used to measure earnings management. In this study, the
modified Jones (1995) model was relied on. This model is based on a discretionary
accrual measure. Where it is resorted to calculating the total receivables through the
difference between the operating cash flow and the operating net profit.

Independent Variables (Audit quality)

Audit firm size (ASZ): “dummy variable that has value (1) if a company is audited
by a Big 4 and takes a value (0) otherwise”.

Audit fees (AFE): “Natural logarithm of audit fees”.

Non-audit services (NAS): “dummy variable that has value (1) if a company has
non-audit services by the audit firm and takes a value (0) otherwise”.
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The Impact of Audit Quality on Reducing Earnings Management ... 5

4 Hypothesis Testing

4.1 Results of First Sub-Hypothesis Test

Hol: There is no impact of audit firm size on earnings management practices in
Jordanian industrial companies.

The results in the above Table 1 indicate that the significance level (probability
= 0.235), which means that the size of the audit firm has no effect on the earnings
management practices. This finding is in line with the results of Alsaeed [8] who did
not find a correlation between audit qualities measured by the brand of large audit
firms and discretionary accrual. However, this result was different from what he
had reached Yasser and Soliman [28] study which found that the quality of auditors
measured by size of the audit company has a significant positive correlation with
earnings management.

4.2 Results of Second Sub-Hypothesis Test

Ho2: There is no impact of audit fees on earnings management practices in Jordanian
industrial companies.

The results in the table above indicate that the significance level (probability
= 0.000), which means that audit fees have an impact on earnings management
practices. This result can be explained by the fact that large audit fees may create
an economic link between the auditor and the client, which leads to affecting the
independence of the auditor and leads to a decrease in the quality of financial reports.
Also, the audit client increases audit fees as a bribe until it affects the independence
of the auditor and pushes him not to report on fraudulent management practices.
This finding is consistent with the findings of Blankley et al. (2012), which found
that higher audit fees lead to an increase in the quality of reports, as well as what
Choi et al. (2010) found that higher audit fees are positively related to the level of
non-discretionary accruals, which indicates a lower quality of financial reporting.

4.3 Results of Third Sub-Hypothesis Test

Ho3: There is no impact of non-audit services on earnings management practices in
Jordanian industrial companies.

The results in the table above indicate that the significance level (probability =
0.000), which means that non-audit services have an impact on earnings management
practices.

This result can be explained by the fact that non-audit services weaken the inde-
pendence of the external auditor, which is the main factor that contributes to the low
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6 L. Hussien et al.

quality of auditing, and thus the low quality of financial reports, as the auditor may be
subject to management pressures in order to maintain the revenues of these services
and thus hide bad news or not management compliance with financial reporting
requirements, which reduces the quality of information that companies report. This
finding is consistent with the study by Frankel et al. (2002) which found that the
existence of an economic relationship between the audit firm and the client other
than the audit process will weaken the independence of the auditor, which reduces
his resistance to the audit client’s desire to manipulate the accounting regulations,
which weakens the quality of financial reports, as this result is consistent with what
Hay indicated (2017) that non-audit services are linked to the auditor’s loss of inde-
pendence, which is indicated by the low quality of audit, due to the possibility of
the auditor being subject to management pressures, which reduces the quality of
financial reports.

However, this result does not agree with the findings of the study of Chung and
Kallapur (2003), where the study concluded that there is no relationship between
the fees for non-audit services and the voluntary accruals of companies, and it also
differs from what was found in the study of Ashbaugh et al. (2003) and the study of
Kinney et al. (2004) in terms of the absence of a relationship between the fees for
non-audit services and the optional dues of the auditors, and this difference may be
due to the asymmetry of the study application environment.

4.4 Results of Main Hypothesis Test

Ho: There is no impact of audit quality on the earnings management practices in
Jordanian industrial companies.

The results of testing this main hypothesis indicate that earnings management
is related to audit quality. The results in the above table show that the independent
study variables explain (79.9%) of the variance in profit management, while other
factors remain constant. This result can be explained theoretically by the fact that a
high-quality auditor will be able to proactively correct any distortions resulting from
the opportunistic behavior of management, which is consistent with what Fama has
argued and Jensen (1983) that the credibility and transparency of the company’s
financial reports depend on the effectiveness of the company’s own control mecha-
nisms, and accordingly the researcher can say that the audit of financial reports by
a third party, the external auditor, can improve the quality of the financial informa-
tion that the management discloses, This is because the possibility of discovering
suspicious accounting practices by the third party may lead to some extent obli-
gating the management to follow the accounting practices stipulated in the accounting
standards.

This result is consistent with the theoretical assumption that using high-quality
auditors sends a message to stakeholders that the financial reports do not contain
material errors, given that they have been approved by auditors who seek to preserve
their reputation and avoid the risks associated with litigation. Therefore, they are less
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The Impact of Audit Quality on Reducing Earnings Management ... 7

subject to pressure from audit clients. This result is consistent with the findings of the
study by Dechow et al. [16], which indicated the role of external auditors in mitigating
intentional and unintentional errors, and also agrees with what Persakisa and George
(2016) indicated that increasing audit quality reduces profit management, and also
agrees with the findings of Yasser and Soliman study [28], which indicated that the
quality of auditors has a significant positive relationship with earnings management.

5 Conclusion

The main objective of the study was to measure the impact of audit quality on the
earnings management. The study relied on secondary data extracted from the annual
reports of the study sample companies during the period (2019-2022). This study
shows that the practice of earnings management is not acommon phenomenon among
Jordanian industrial companies, which confirms the different motives of departments
towards profit management practices and thus the quality of financial reports. The
results of the data analysis indicate that there is a significant impact of audit quality on
earnings management practices in the Jordanian industrial companies, where there
was an impact of both audit fees and non-audit services at the level of earnings
management practices in the Jordanian industrial companies, while there was no
impact of audit firm size.

Based on the results that have been reached, the study recommends the need
to give sufficient attention when choosing auditors and to compare among them,
and that personal considerations and low fees should not be based on the selection
between auditors, but that the selection be through focusing on the efficiency of the
auditor and the quality of the services he provides, and that The auditor is sufficiently
familiar with the principles and standards of international auditing and accounting,
with the need to focus on keeping pace with modern developments in the profession,
which plays an important role in reducing the role of competition between audit
offices in determining fees. The study also recommends the need to pay attention and
encourage the association of audit offices with international companies that adhere to
strict quality standards, and the audit team possesses sufficient skills and is properly
qualified in the application of international accounting standards and international
auditing standards, which leads to a higher quality of auditing, which in turn will
lead to an increase in the confidence of users of financial reports in companies.
Audit place. As well as educating users of financial reports in general and investors
in particular of the importance of audit quality and making it the appropriate basis
when choosing an auditor, through the issuance of professional bulletins to educate
the parties benefiting from the financial statements.
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Table 1 Results of the test of the study model based on the fixed effects model

Dependent Independent variables | Regression Calculated t value Prob

variable coefficient

Earnings Audit firm size (ASZ) | —0.071 —1.192 0.235

management Audit fees (AFE) —0.001 —4.684 0.000
Non-audit services 0.005 2.354 0.020
(NAS)

R? 0.799

Adj R? 0.727

F 11.114

Prob 0.000
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