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INTRODUCTION 

The financial scandals that rocked the UK and the 

USA towards the end of the 1990s and the 

beginning of the 21st century have brought about 

a major awareness on the need for more 

transparency and credibility in order to protect 

shareholders and stakeholders alike. Earnings 

management, which has always been the 

phenomenon at the core of these scandals, has 

received considerable attention in accounting 

literature because it has been a consistent cause 

of concern among practitioners and regulators, 

and has become one of the most important 

challenges confronting corporate governance 

mechanisms in trying to resolve the negative 

impact of earnings management on financial 

reporting. 

The practice of earnings management involves 

altering the earnings figures being reported, 

through the use of the judgmental discretions as 

allowed by the generally accepted accounting 
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principles (GAAP), so as to 

either mislead the users into 

believing what is actually not 

true in respect of the 

earnings. figures, and hence 

secure favorable response 

(like increased demand for 

the firm.s shares); or to 

influence contractual 

outcomes which depend on 

the reported earnings 

(Okolie, 2014)(b). From this, 

it is evident that the practice 

of earnings management 

can only be carried out by 

the managers, on whose 

shoulders lies the 

responsibility of reporting 

the firm’s earnings figures. 

Also, looking at agency 

theory relations, especially 

the part that explained how 

managers. interests are at 

conflict with that of the 

shareholder, it is clear that 

managers will always try to 

influence the contractual 

outcomes in their favor. This 

is so because managers are 

employees of the 

shareholders and their 

performance is usually 

measured using the earnings 

they reported, and based on 

management was proxied by 

discretionary accruals obtained using 

performance matched discretionary 

accruals model by Kothari, Leone and 

Wasley (2005). The population consists 

of the thirty eight (38) listed 

manufacturing firms as at 31st 

December, 2020. A sample of twenty 

eight firms was used based on 

availability of data. Secondary source of 

data collection was used and the data 

were extracted from the annual reports 

and accounts of the firms. Multiple 

regression technique was used and 

Stata 13 was employed as the tool of 

data analysis. The findings revealed that 

auditor size, auditor independence, 

auditor tenure and auditor industry 

specialization has significant effects on 

earnings management of listed 

manufacturing firms in Nigeria. The 

study recommended amongst others 

that, manufacturing firms should 

continue to engage the services of the 

Big4 auditors for continued earnings 

quality in a joint audit with the non-Big4 

firm in order to avoid the Big4 

monopoly. Also audit fee should be 

increased to guarantee the 

independence of the auditors in order to 

carry out their audit function without 

undue influence which may be 

detrimental to the quality of earnings, 

however, audit fees must be a function 

of balance sheet size and turnover. 
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it, they receive their rewards. 

In Nigeria, the Security and Exchange Commission (SEC) has made it 

mandatory for public companies to publish and make available their 

audited financial statements annually which must conform with 

guidelines, formats, and regulations issued by the apex accounting 

institution and other regulatory and supervisory agencies. Yet, 

management of corporate organizations often embark on earnings 

management in order to increase market value and thus maximize 

shareholders wealth (Ekoja, 2002). The regulatory inconsistency and the 

choice available in accounting policies have often called for the exercise 

of judgments in preparing financial statements. The implication of 

exercising such judgments is that information provided by management 

which invariably arouses a certain decision by different users may make 

them to take wrong decision when preparers decide to convey self-

serving information (Farouk, 2014). 

The demand for audit of companies. accounts is created by the agency 

problems which are related to the separation of corporate ownership 

from control (Gerayli, Yanesari&Ma.atoofi, 2011). The agency problem 

arises from the existence of asymmetric information in the principal . 

agent contracts (Jenson& Messier, 2000). Some studies (Trueman& 

Titman, 1988; Dye, 1988; Schipper, 1989; Warfield, Wild & Wild, 1995) 

have shown that the existence of information asymmetry between 

corporate management and shareholders is a necessary condition for 

the perpetration of earnings management practice. The audit of a 

company’s accounts is a monitoring and control mechanism that 

diminishes information asymmetry and protects the interests of the 

principal. 

Auditing, as an external monitoring mechanism, has become a 

fundamental requirement in the business environment and has been 

established as a regulated activity in most industrialized countries (Piot, 

2001) due to its important role in offering more confidence and 

transparency in financial reporting. Recent financial scandals have 

increased the question of whether an external audit is effective in 

constraining earnings management and the wave of audit failure in the 
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capital market has also increased concerns about audit quality (Velury, 

2005). 

The link between audit quality attributes and earnings management 

stems from a general belief which exists among the public that creative 

accounting is employed opportunistically by managers for their own 

selfish gains rather than the interest of the shareholders and other 

stakeholders. External audit therefore became an important instrument 

for shareholders, to ensure the transparency and credibility of financial 

reporting. External auditors are responsible for verifying that the 

financial statements are fairly stated in conformity with GAAP and that 

these statements reflect the true economic condition and operating 

results of the entity, thus, the external auditor’s verification adds 

credibility to the company’s financial statements, therefore, a quality 

audit is expected to constrain opportunistic earnings management. 

Audit services may not ensure that falsified materials have been 

detected; but the amount of manipulation discovered depends on the 

quality of audit services. The quality of audit services in turn depends on 

the experience of the auditors, their knowledge of the industry (industry 

specialization), their size, and their independence, amongst others. Such 

knowledge and experience will help the auditor to diagnose the complex 

issues in specific industries. According to agency theory, Gul, Kim and Qui 

(2009), state that higher quality audits can restrain insiders from abusing 

accounting-based contractual constraints and manipulating earnings as 

a result of the separation of ownership and control. 

Audit committee plays the pivot role of monitoring to ensure the quality 

of financial reporting and corporate accountability. It serves as a liaison 

and bridge the information asymmetry between the external auditor and 

the board, facilitates the monitoring process, and enhances the 

independence of an auditor from management. A properly functioning 

audit committee is therefore essential in enhancing effective oversight 

of the financial reporting process and achieving high quality financial 

controls. Abbott, Parker & Peters (2004) reported that an effective audit 

committee is negatively associated with the occurrence of earnings 

management. 
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The decision to focus on manufacturing firms stems from the fact that 

these firms play a very significant role towards the economic 

development of Nigeria. The variety of firms in the sector gives room to 

study different firms that are into different lines of operations within the 

sample. Some of the monumental fraud and remarkable earnings 

management scandals in Nigeria were carried out by manufacturing 

giants such as Cadbury Nigeria plc. 

 

Statement of the problem 

Despite the existence of codes of best practice for corporate governance 

in Nigeria, corporate financial scandals continue to evolve in the business 

environment. These scandals have cast doubt on the quality of reported 

earnings and the ability of the audit process to effectively constrain 

earnings management. As a result, earnings management has received 

considerable attention from business strategists and academic 

researchers. Though earnings management does not violate accounting 

rules, its practice by managers is highly unethical and negates the 

principles of agency relationship. Hence the need to assess this assertion 

in listed Manufacturing firms in Nigeria 

A large number of studies have been conducted on audit quality and 

earnings management (such as Salim, 2012; Khrishnan, 2003; Balsam, 

Khrishnan&Yand, 2003; DeFond, Raghunandan & Subramanyam, 2002; 

Abbott & Parker, 2000; Craswell, 1999) most of which recognized the 

audit quality mechanisms as effective factors that restrain excessive 

opportunistic behavior among managers. However, these studies were 

conducted in developed economies, hence it is uncertain if such evidence 

on audit quality can be generalized to the developing countries like 

Nigeria that have different litigation environment. 

Some studies have been conducted in Nigeria (such as Okoh, 2015; Jibril, 

2014; Okolie, 2014; Okolie, 2013). However, most of these studies have 

ignored the use of auditors. industry specialization as an attribute of 

audit quality. Okolie (2013) used only one variable (audit firm size). 

Similarly, Okolie (2014)(b) used only two variables (auditor tenure & 

auditor independence), while Jibril (2014) used three variables (audit fee, 

audit firm tenure& auditor type). The importance of industry specialized 
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auditors is attributable to the foreign research findings that auditor 

industry expertise is associated with better auditor performance and 

higher audit quality. Therefore, this study includes auditor industry 

specialization as a variable to establish its influence on earnings 

management of listed manufacturing firms in Nigeria. 

Okoh (2015) employed the modified jones model for capturing earnings 

management which has been criticized for ignoring manipulations of 

sales because it assumes that all sales in the period are non-discretionary 

and estimates are stationary and, overtime, may generate a survivorship 

bias. Consequently, this study adopt performance matched discretionary 

accruals model developed by Kothari, Leone and Wasley (2005). 

Also, most sighted literatureson the effect of audit quality attributes on 

earnings management (such as Okoh, 2015; Jibril, 2014; Okolie, 2014; 

Okolie, 2013) only looked at their direct relationship without considering 

the use of a moderator or mediator variables. Thus, this study make 

attempt to examine the moderating effect of audit committee on the 

relationship between audit quality attributes on earnings management 

in listed Manufacturing firms in Nigeria. 

Additionally, the period covered by most of the previous studies leaves a 

gap. For instance, the works of Okolie (2014) covered a period of 2006-

2012, Jibril (2014) covered 2006-2012, Okoh (2015) covered 2006-2011, 

Bala (2014) covered the period from 2006 to 2012. These studies can be 

said to be not too recent as some of the findings have been overtaken 

by events such as the FRCN.s newly released national code of corporate 

governance 2016. Furthermore, most studies in this area were focused 

on the banking and other sectors of the economy, and none has 

specifically covered the listed manufacturing firms in Nigeria despite the 

diversity of the firms in this sector and the role they play in the economic 

development of Nigeria. 

In view of the above, it is needful to conduct a study with a vision of filling 

these gaps identified in the literature. Therefore, this study examines the 

moderating effectof audit committee on the relationship betweenaudit 

quality attributes and earnings management of listed manufacturing 

firms in Nigeria. 
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Objectives of the Study 

The main aim of the study is to investigate the effect of audit quality on 

earnings management of listed manufacturing firms in Nigeria. The 

specific objectives are to; 

i. Examine the effect of auditor size on earnings management of listed 

manufacturing firms in Nigeria; 

ii. Determine the effect of auditor independence on earnings 

management of listed manufacturing firms in Nigeria; 

iii. Examine the moderating effect of audit committee on the relationship 

between audit quality attributes and earnings management of listed 

manufacturing firms in Nigeria. 

 

LITERATURE REVIEW 

Concept of Earnings Management 

Earnings in Accounting are the excess of revenue over expenses. 

Earnings are also referred to as Income or profit. Income is regarded as 

an indicator of management's effectiveness in utilizing the resources 

belonging to the external users. Income tends to provide the basic 

standard by which success is measured. Thus, income is a measure to 

evaluate the quality of management's policy making, decision making 

and controlling activities (Farouk, 2014). 

Earnings management has been considered as one of the most crucial 

ethical financial reporting issues, which accountants confront in 

everyday practices around the world (Armstrong, 1993). In general, since 

earnings management is a difficult concept to define and measure, it 

seems that there is no universally-accepted definition. However, 

earnings management is generally attributed to the process by which 

financial information is manipulated to provide a firm’s financial stance 

and performance. This may involve numerous accounting treatments 

that are not accommodated within Generally Accepted Accounting 

Principles (GAAP) and are considered as either aggressive or 

conservative accounting treatments which mislead users of financial 

reporting (Xiong, 2006). 

Generally, the distinctions of the definitions provided by prior studies 

rely on their own assumptions, the motivations behind earnings 
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management and their perceptions in respect of behaviors, which can 

vary from one researcher to another depending on numerous factors 

including culture. For example, Louis and Sun (2008) support the theory 

that cultural differences play a vital role in defining types of earnings 

management and motivations. Similarly, Geiger, O,Connell, Clikeman, 

Ochai, Witkowski and Basioudis (2006) argue that motivation for and 

practice of earnings management is not perceived similarly in all 

countries due to a numbers of factors, one of the most important being 

culture.  

A study conducted by Noronha, Zeng and Vinten (2008) shows that 

another factor, the nature of earnings management motivations or 

techniques, might be affected by the size and ownership of companies; 

in China, for example public ownership companies have a strong motive 

for manipulating earnings management. For the above reasons, 

accounting literature cannot accomplish consensus on the definition of 

earnings management; however, numerous attempts have been made 

by studies to understand earnings management practices. 

 

Concept of Audit Quality Attributes 

Audit quality is perceived as the probability of detecting and reporting 

material misstatements, financial errors or lower quality accounting 

numbers (DeAngelo, 1981). This definition is interpreted as the ability of 

an auditor to detect accounting misstatements and then to express 

them in appropriate audit opinion. The audit provides assurance to the 

owners and management of companies and to investors and 

stakeholders. Audit, along with financial reporting, regulation and other 

corporate governance mechanisms, supports confidence in capital 

markets. 

Watts and Zimmerman (1986) simplifies DeAngel’s definition. They 

indicated that the first part refers to auditor’s competence and the 

quantity of inputs devoted to the audit, while the second part refers to 

auditor’s independence. In other words, according to Watts and 

Zimmerman, any factors that are associated with a lack of auditor 

competence or a lack of auditor independence are able to compromise 

the quality of audit. In view of DeAngelo’s definition and the additional 
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explanation offered by Watts and Zimmerman, audit quality may be 

described as the competence of the auditors to detect errors and the 

objectivity (in fact and in appearance) of the auditors in reporting such 

errors. 

Palmrose (1988) describes audit quality in terms of levels of assurances. 

Higher levels of assurances (i.e. possibility that financial statements 

contain fewer errors or misstatements) are associated with a higher 

audit quality and vice-versa. According to Francis (2004), audit failure can 

be classified as extremely low audit quality (end quality) that can result 

in several outcomes such as regulatory sanctions, litigation rates, and 

business failure and earnings restatement. From the regulators 

perspective, as long as the auditors provide an independent audit 

opinion that is supported by adequate audit evidence, the regulator 

assumes that such auditors have performed a quality auditing service. 

 

Despite the fact that technical qualities, such as an auditor’s ability to 

detect and report errors, have been argued as the defining aspects of 

audit quality; Duff and Mayhew (2004) suggest that audit quality is made 

up of both technical quality and service quality (the levels of clients. 

satisfaction and expectations). Technical quality consists of reputation, 

capital, capability, expertise, experience and independence scales. 

Service quality is defined by responsiveness, empathy and the provision 

of non-audit services (NAS) and audit services. 

Auditor size 

Audit firm size signifies various types of qualities. It is assumed that size 

of audit firms suggest reputation, international affiliation, and integrity 

which are reflected in the audit report on the accounts of their clients. 

DeAngelo (1981) argues that Big4 auditors provide better quality audits 

than non-Big4 auditors, which is supported by extensive subsequent 

empirical research. Teohand Wong (1993) find higher Earnings Response 

Coefficients (ERCs) for clients audited by Big4 firms compared to those 

audited by non-Big4 firms. Similarly, Francis and Yu (2009) and Choi, 

Kim, Kim and Zang (2010) have shown that audit office size is a primary 

determinant of audit quality. The two studies show that audit quality is 

higher for clients of large audit offices of Big4 firms than for clients of 
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smaller offices. DeAngelo (1981) and Datar, Felthamand Laughton (1991) 

claim that large and more prestigious public accounting firms concerned 

about protecting their investment in reputation capital have more 

incentive than do other auditors to supply a high-quality audit. Further, 

Craswell, Francis and Taylor (1995), and Francis and Reynolds (2000) find 

that the large audit firms have brand-name reputation, charge higher 

audit fees, and/or behave qualitatively differently from smaller audit 

firms. Therefore, with regards to auditor size, this study suggests large 

firms to be the Big4 auditors while non-Big4 auditors are regarded as 

small firms. 

 

Auditor independence 

Independence according to United State Securities and Exchange 

Commission (2000) refers to a mental state of objectivity and lack of bias. 

Auditor’s independence may be defined as an auditor’s unbiased mental 

attitude in making decisions throughout the audit and financial reporting 

process. An auditor’s lack of independence increases the possibility of 

being perceived as not being objective (Okolie, 2014). This means that 

the auditor will not likely report a discovered breach (DeAngelo, 1981). 

Hope andLangli (2007) see auditor independence as the auditor 

objectivity and ability to withstand client pressure.  

 

Concept of Audit Committee 

The Bank of Britain defined audit committee as a sub-committee of the 

board of directors that is responsible to follow-up financial matters in the 

company and to assist the board in making financial decisions, in which 

the board may not have the time and expertise to know its details.  

The definition of audit committee varies according to the objectives, 

functions and responsibilities assigned to them. Arens, Elder and Besaly 

(2009) define audit committee as "a group of persons selected from 

members of the board of directors who are responsible for retraining 

independence of auditors". AL-Thuneibut (2006) defines audit 

committee as "that which is composed of non-executive directors in the 

establishment". The second definition may be defective as audit 

committee does constitute only non-executive directors, most audit 
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committees consist of executive and non-executive directors. Therefore, 

the primary objective behind the establishment of audit committee is to 

improve quality of audit and check the board of directors thereby 

increasing the quality of financial reporting. 

The audit committee plays a critical role in providing oversight and 

serving as a check and balance on a company’s financial reporting 

system. The committee provides independent review and oversight of a 

company’s financial reporting processes, internal controls, and external 

auditors. It provides a forum separate from management in which 

auditors and other interested parties can candidly discuss concerns. By 

effectively carrying out its functions and responsibilities, the audit 

committee helps to ensure that management properly develops and 

adheres to a sound system of internal controls, that procedures are in 

place to objectively assess management’s practices and internal 

controls, and that external auditors, through their own review, 

objectively assess the company’s financial reporting practices. 

 

Auditor Independence and Earnings Management 

Audit Independence is an auditor’s unbiased mental attitude in making 

decisions throughout the audit and financial reporting process. 

Independence refers to the quality of being free from influence, 

persuasion or bias, the absence of which will greatly impair the value of 

the audit service and the audit report (Sweeney, 1994). An auditor’s lack 

of independence increases the possibility of being perceived as not being 

objective. This means that the auditor will not likely report a discovered 

breach (DeAngelo, 1981). Prior studies assert that high fees paid by a 

company to its external auditor increase the economic bond between 

the auditor and the client and thus, the fees may impair the auditor’s 

independence (Frankel et al, 2002; Li & Lin, 2005). The impaired 

independence may result in poor audit quality and allows for greater 

earnings management and lower earnings quality (Okolie, 2013). 

However, empirical studies on the relationship between auditor 

independence and earnings management provide contradictory results. 
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Okolie (2014) examine the impact of auditor independence- measured by 

the quantum of audit fees received, on accrual-based earnings 

management- measured as a residual of the modified Jones model 

(1995), using a sample of 57 quoted companies in Nigeria between 2011-

2016. Based on the results of the various tests conducted on the OLS 

multiple regression models, Okolie (2014) find that the effect of audit 

fees on the level of discretionary accruals was positive and significant. 

This suggests that higher audit fees may result in impairment of auditor 

independence and hence create greater opportunities for accruals 

manipulation. 

A study conducted by Jibril (2014) to investigate the effect of auditor 

independence on earnings management, based on a sample of 15 deposit 

money banks in Nigeria over a period between 2006-2012 using the 

ordinary least square, finds that auditor independence is compromised 

via total audit fees, that is, excessive total audit fees and/or non-audit 

fees have significant positive effect on earnings management. Haribar, 

Kravet and Wilson (2010) provide evidence of positive association 

between unexplained audit fees and low earnings quality from a sample 

of US firms. This implied higher earnings management and lack of 

independence. They conclude that auditors increase audit hours and 

audit fees in cases where they perceived client’s accounting quality to be 

poor and this improves accounting quality.  

Contrary to the above results, Defond, Raghunandan and Subramanyam 

(2002) find no association between non-audit fees and impaired auditor 

independence in a study of non-audit fees and the issuance of a going 

concern audit opinion in the US. They conclude that auditor’s concern 

over the loss of reputation and litigation costs is responsible for the 

reported result. They add that the costs of loss of reputation and 

litigation outweigh the expected benefits from compromising 

independence. 

In Craswel, Stokes and Laughton (2002), it was shown that auditor 

independence may be related to audit fee dependence. Using the 

propensity of auditors to issue qualified audit reports measured by the 

ratio of audit fee to total national fee of the audit firm, Craswelet al, 

(2002) argue that in a situation where public disclosure of audit fee and 
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non-audit fee is mandatory, auditors may be willing to issue qualified 

audit opinions irrespective of the economic importance of the client to 

the auditor and issue unqualified opinion if otherwise. 

 

Auditor size and earnings management 

There is a growing body of research that has provided evidence for the 

use of auditor size as a proxy for audit quality including DeAngelo (1981), 

Hoitash, Markelerich and Baragato(2007), Chen, Lin and Zhou (2005) and 

Dye (1993). More evidence has recently been revealed that big audit 

firms constitute a constraint on earnings management. Okolie (2014) 

examines and document evidences that are consistent with the 

association and effects which audit firm size exerts on earnings 

management of companies quoted on the Nigerian Stock Exchange. 

Based on a sample of 342 companies-year observations for the fiscal 

years 2006-2011, the results showed that audit firm size exerts significant 

negative relationship with real cash-based earnings manipulation by 

quoted companies in Nigeria. Even though there’s no agreed matrix for 

the measurement of audit quality, it is widely agreed that the quality 

audit is a combination of different elements; therefore, the use of 

auditor size alone as proxy for audit quality may be insufficient to 

generalize findings of the study. 

Lin and Hwang (2010) using various factors for audit quality (auditor size, 

industry specialist auditor, audit fees, auditor tenure), find that only Big4 

auditors and industry specialist auditors have a significant negative 

relationship with earnings management. However, this research did not 

mention the techniques and tools adopted for the research to ascertain 

the appropriateness of the findings. Charles, Stanley& Charlotte (2010) 

investigate whether audit quality, as proxied by auditor size, can 

constrain earnings management practices in the US. Using a total sample 

size of 1,251 companies listed on the American stock exchange, they 

stressed that the manipulation of earnings is less likely to be managed 

with firms audited by Big4 auditors while clients with non-Big4 auditors 

show signs of manipulation. However the study did not indicate the 

period covered. 
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Audit Committee and Earnings Management 

Audit committee plays a vital role in monitoring management with the 

aim of ensuring the quality of financial reporting and corporate 

accountability, and protecting the interest of the shareholders. The 

effectiveness of audit committee is dependent on a number of 

components including the audit committee composition, authority, 

resource and diligence. Many professional and regulatory bodies 

worldwide have recommended that members of audit committee should 

have specific qualification and expertise to discharge their responsibility. 

The code of corporate governance best practice in Nigeria requires that 

audit committee should be largely independent, highly competent, and 

possess high level of integrity.  

Bala (2014) examines the relationship between audit committee 

characteristics and earnings management using a sample of 8 listed food 

and beverages firms in Nigeria over a period of 6 years from 2007 to 2012. 

After running the OLS regression, the dependent variable was generated 

using 2 steps regression in order to determine the discretionary accruals 

of the sample. He employed the multiple regressions to run the data of 

the study using random model. The results from the analysis revealed 

significant association between audit committee characteristics and 

earnings management of the firms. The study concludes that; larger 

audit committee members are more effective in monitoring the activities 

of management and are also better at maintaining the financial reporting 

process; audit committee members with financial knowledge are better 

in detecting and reducing the likelihood of aggressive earnings 

management; audit committee independence might not guarantee that 

managers would not manipulate earnings; and more audit committee 

meetings will not result in more effective monitoring. However, the 

study is limited to just 8 out of the 21 listed food and beverages firms in 

Nigeria as at 31 December, 2012. 

Mohammed and Aiman (2014) examine the association between audit 

committee effectiveness, audit quality and earnings management 

practices of 40 most active companies listed on the Egyptian stock 

exchange between 2007 and 2010. The results of the univariate and 

multivariate analysis indicate that audit committee independence and 
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audit quality have significant negative association with discretionary 

accruals- as a proxy for earnings management. However, the sample of 

40 most active Egyptian listed companies may not be representative of 

the average activities of the Egyptian firms. 

Chandrasegaram et al (2013) study 153 Malaysian public listed companies 

to ascertain the impact of audit committee characteristics on earnings 

management. Using the modified Jones model (1995) to determine the 

discretionary accruals, the study focuses on cross sectional data for year 

2011, in line with the post 2007 Malaysian code on corporate governance 

but before amendments were made to the code in 2012. The study 

revealed that audit committee characteristics, that is, frequency of audit 

committee meetings, audit committee size, and independence of audit 

committee are not a sufficient deterrent to the practice of earnings 

management in Malaysian public listed companies. However, this study 

focuses on data of just one year (year 2011). Since it is not a study that is 

made up of several years, there might be lack of sufficient data to 

determine the categorical impact of audit committee on earnings 

management. Hence, a longitudinal study of this phenomenon would be 

more beneficial. 

Ku and Shamsul (2013) examine women representation on boards and 

audit committees in restricting earnings management based on data for 

the year 2008 from 639 companies listed on the Bursa Malaysia. The 

results from the regression analysis shows negative correlations 

between discretionary accruals and women in audit committee, this 

implies that audit committee with female representation are less likely 

to engage in earnings management. The study provide evidence that 

companies with women on audit committee would perform better in 

mitigating earnings management, this support the argument that 

women are more ethical and stricter than men when it comes to financial 

matters. 

Sharma and Kuang (2013) investigate on voluntary audit committee 

characteristics incentives and earnings management in New Zealand. 

The study used a sample of 194 Firms out of 393 Firms listed in New 

Zealand Stock Exchange Market for the period 2004. They adopted 

performance adjusted modified Jones model in measuring discretionary 
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accruals. Their finding showed a significant positive relationship 

between audit committee size and earnings management. This is 

consistent with the proposition by Jensen (1993) that streamlined 

boards can operate more effectively in maintaining management and 

can be extended to audit committee size. This indicates that smaller 

audit committee is more efficient in monitoring the financial reporting 

process, thereby reducing earnings management. 

In Contrast, Yang and Krishman (2005) who analyze the relationship 

between audit committees and earnings management in US using a 

sample of 896 firm-year observations for the period 1996-2000, found 

that audit committee size has negative significant relationship with 

earnings management. This is in consonance with the work of Lin et al. 

(2006) .This makes some researchers to posit that lager audit 

committees are better at maintaining the financial reporting process. For 

instance, Beasley and Salterio (2001) found that as audit committee size 

increases, Firms are more likely to include outside directors on the 

committee beyond the mandated minimum requirements, which 

enhances audit effectiveness. As such, it can be said that audit 

committee size constrains earnings management. 

 

Theoretical Framework 

Agency theory 

Essentially, agency theory justifies the key function of auditing as a 

mechanism for mitigating information asymmetries among related 

parties. The demand for audit of companies. accounts is created by the 

agency problems which are related with the separation of corporate 

ownership from control. The agency problem arises from the existence 

of asymmetric information in the principal . agent contracts (Jenson & 

Messier, 2000). Some studies (Trueman and Titman, 1988; Schipper, 

1989; Warfield, Wild & Wild, 1995) have shown that the existence of 

information asymmetry between corporate management and company 

shareholders is a necessary condition for earnings management and 

financial statements manipulations. The audit of a company’s accounts is 

a monitoring or control mechanism that diminishes information 

asymmetry and protects the interests of the principal. 
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According to the agency theory propounded by Jensen and Meckling 

(1976), different parties involved in a situation with same goals will have 

different motives; this means that there will always be partial goal 

conflict among parties. This conflict of interest between owners and 

managers give birth to the managers. opportunistic tendencies such as 

earnings management, as such, managers needs to be monitored. In as 

much as owners have more to lose should something bad happen as a 

result of managers opportunism, shareholders have every reason to 

monitor managers and limit divergences from the entity’s interest by 

establishing an appropriate monitoring mechanism, such as audit. 

Agency theory clearly acknowledges the existence of incentive for 

managers to manage earnings. Since management performance is 

mostly measured based on the company’s performance which is in turn 

measured by earnings, management could use earnings to mislead 

shareholders and the public by showing a different image of the 

company’s earnings. Sun & Rath (2008) point out that the two 

fundamental conditions for the existence of earnings management are 

information asymmetry and agency cost. These conditions occur as a 

result of the separation of ownership and control and the fact that 

managers have a comparative information advantage over shareholders 

thereby creating conducive atmosphere for managers to use accounting 

discretions in order to promote their own interest at the expense of 

shareholders, and also communicate the company’s performance to 

investors. Because of these opportunistic behaviors of managers, it has 

however, become very important for companies to employ mechanisms 

that will serve as a watchdog on behalf of the shareholders. Corporate 

governance mechanisms, which auditing is an integral part, serve as an 

effective tool in achieving the expectation and needs of the 

shareholders, thereby providing better monitoring of management. 

Corporate governance has embraced agency theory for a long time as a 

framework. Thus, it seems to be a major theory in understanding the 

conflict of interest between principals and agents, particularly those 

resulting from possible issues of opportunism. The effect of agency 

theory on corporate governance studies can be observed in prior studies 

which provide contradictory results in the examination of the 
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relationship between earnings management and audit quality. 

Therefore, using agency theory as a framework to explain how external 

auditing reduces earnings management is an appropriate approach for 

the current study. 

 

METHODOLOGY 

This section presents details on the research design and methodology 

adopted in this study. The section describes the population of the study, 

the various sources and methods of data collection, the techniques 

employed in data analysis together with the justification for the method 

and techniques used.  

Research Design 

The study adopts the ex post facto design since the researcher has no 

direct control over the variables being studied. The ex post facto design 

helps in investigating possible causes and relationships by first 

identifying some existing consequences and then analyzing data to 

establish possible causal factors. Since the research is quantitative, it is 

based on the positivism paradigm. The design of the study is considered 

appropriate in determining the extent to which audit quality attributes 

constrains earnings management. 

 

Population, Sample Size and Sampling Technique 

The population of the study consists of the thirty eight (38) 

manufacturing firms in the Nigerian stock exchange as at 31 December, 

2016 which is not delisted as at 31 December, 2020. The justification for 

choosing the listed manufacturing firms in Nigeria is due to the strategic 

nature of the sector in the development of the Nigerian economy, and 

the fact that large scale multi-faceted earnings management in Nigeria is 

mostly associated with the manufacturing firms. As a result of the 

filtering criteria, 28 firms were qualified, the rest were filtered because 

they did not provide required information necessary for the study.  

 

Sources and Methods of Data Collection 

Data collected for this study comes solely from secondary source. Data 

was extracted from the Published Audited Annual Reports and Accounts 
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of the listed manufacturing firms in Nigeria from 2016-2020. Information 

regarding each of the variables was extracted specifically from the 

auditors. report, notes to accounts and five years financial summary. 

Secondary data are useful not only for finding out information to answer 

research questions, but also for providing a better understanding of and 

explaining research problems (Ghauri and Gronhaug, 2010). The data is 

quantitative and panel in nature. 

 

Techniques of Data Analysis 

The preliminary analysis involves descriptive statistics and correlation 

analysis of data. Two steps regression was used in determining the level 

of earnings management of listed manufacturing firms in Nigeria 

adopting the performance matched discretionary accruals by Kothari et 

al. (2005). The residuals for the Kothari model after inserting the sampled 

firms. data was used to represent earnings management in the second 

regression model specified for the study. However, the residual 

determines the accrual quality; the larger the residuals, the higher the 

earnings management and the lower the earnings quality. For 

robustness purposes, the regression analysis was conducted using the 

panel multiple regression technique. The analysis was conducted using 

Stata 13. 

 

Model Specification  

A linear multiple regression analysis was used to test the association 

between the dependent variable of discretionary accruals and the 

independent variables of audit quality as well as the moderating effect 

of audit committee on the relationship. The following model was 

estimated:  

EMit= β0 + β1ASit + β2AIit + β3ASit*ACCit + β4AIit*ACCit + β5TAit 

+β16LEVit+εit 

Where;  

EM = Earnings management AS = Auditor size AI = Auditor independence  

ACC = Audit committee = ACG + ACM  ACG = Audit committee gender 

ACM = Audit committee meetings  

TA = Firm size  LEV = Leverage  
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DISCUSSION OF RESULTS 

This paper covers the preliminary analysis of data using descriptive 

statistics and correlation analysis. This is followed by the presentation, 

interpretation, analysis and discussion of regression result for the 

purpose of testing the hypotheses formulated in paper.  

 

Descriptive Statistics  

The sample descriptive was first presented in Table 4.1 where the 

minimum, maximum, mean, standard deviation, Skewness and kurtosis 

of the data for the variables used in the study were described.  

 

Table 4.1: Descriptive Statistics  

Variables  Min              Max            Mean           Std. Dev.         Skewness          Kurtosis  

EM             0.0011          0.753           0.186            0.162               1.338                 4.741  

AS              0.000            1.000           0.757            0.429              -1.199                 2.438  

AI               0.015            2.459           0.297            0.515               2.808                 10.338  

ACG           0                   60                9.162           12.647              1.419                 4.830  

ACM          2                   6                  3.493            0.703                0.025                3.464  

 

Source: Descriptive Statistic from STATA 13 

Table 4.1 show that earnings management has mean a value of 0.186 for 

all the manufacturing firms within the study period implying that, 

majority of the firms have less than 20% earnings management in their 

organization. The minimum value for earnings management stood at 

0.0011 implying that there was a firm that the level of earnings 

management was at its lowest, while the maximum value stood at 0.753. 

Its standard deviation is lower than the mean which indicate that the 

mean do represents the true average for the firms. The skewness and 

kurtosis values were also out of range implying that the data is not 

normally distributed.  

Auditor size has a mean of 0.757 which is closer to one, and this implies 

that on average, most of the firms use one of the big four as their 

external auditors. The minimum value for Auditor size 6 is zero (0) which 

connotes that there are some firms that do not make use of the big four 

auditors. while the maximum value is one (1) which represent the value 
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assign to firms that engage the big 4 auditors. The lower value of 

standard deviation to mean implies that the average value for audit firm 

size represent the true mean. The skewness value and kurtosis values 

shows that the data is not normally distributed implying that it is far from 

being mesokurtic in nature.  

The auditor tenure has an average a mean value of 0.297, it recorded a 

minimum value of 0.015 and a maximum value of 2.459, this result is 

presented as a natural logarithm of audit fees. However before 

transformation of the data, the auditor independence, as represented by 

audit fees, has an average value of about twelve million. This shows that 

on average all the firms within the manufacturing sectors pay twelve 

million naira to their auditors. The minimum value of audit fee stood at 

one million naira and twenty eight thousand naira when converted from 

the natural logarithm. Meanwhile, the maximum fee paid to auditors 

within the manufacturing firms was twenty three million naira and eighty 

hundred and eight thousand, two hundred Naira. The high standard 

deviation of auditor independence over the mean is an indication that 

the mean is not good representative of the average. The skewness and 

kurtosis figures show that the data is not normally distributed.  

For audit committee gender, the minimum value is zero which means 

that within the audit committee there could be certain years in which 

there are no women on the committee, however, their maximum value 

stood at 0.60 which implies that in the audit committee within the 

manufacturing sector, women occupies about 60% of the population of 

the audit committee in a certain year. The mean value suggest that about 

9% of women are represented in the audit committee in manufacturing 

firms within the study period. Their standard deviation value still depict 

that the mean value for audit committee gender do not represent the 

true mean. The skewness and kurtosis value do imply higher than normal. 

This shows that the data are not normally distributed for audit 

committee gender.  

Consequently, audit committee meetings has a minimum value of two 

(2) and a maximum value of six (6), which implies that the lowest and 

highest numbers of times meetings were held is two times and six times 

respectively. While on average, the entire audit committee members in 
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the manufacturing sectors held meetings for at least four times within 

the year. The standard deviation value substantiate the fact that the 

average value as recorded above represent the true mean for the firms. 

The skewness and kurtosis conducted for normality indicate that the 

data is normal.  

 

Regression Results  

This section presents the regression result of the dependent variable and 

the independent variables of the study (auditor size, auditor 

independence, auditor tenure, and auditor specialization). Also, the 

moderated variables with audit committee are presented. The 

presentation was followed with the interpretation, analysis and the 

discussion of the results. The section also discusses the cumulative 

results. 

 

Table 4.3: Summary of Regression Result (Robust OLS)  

                             Before moderation                                After Moderation 
Variables           Coeff          T-Stat         Prob                  Coeff             T-Stat             Prob 
Constant             .285            4.54           0.000                  .276               4.69             0.000  

AS                 -.074          -2.57            0.011                   .128                1.32              0.190  

AI                   .059           1.94            0.054                    .384                3.91              0.000  

ACC                -.003          -4.32            0.000                  -.003               -4.32              0.000  

ASAC                                                                               -.064               -2.14              0.034  

AIAC                                                                                -.104               -4.01              0.000  

TA                     .011           0.59             0.555                   .006                 0.33              0.741  

LEV                 -.001          -1.71             0.089                  -.001                 1.31             0.193  

R2                                                                                    0.1516                                                               0.215  

F-Stat                                                         7.85                                                                 7.38  

F-Prob                                                    0.0000                                                             0.0000  

Source: Result output from STATA 13  

 
Findings and Implications 
The cumulative R2 of 0.1516 for un moderated model signified that only 
15.16% of the total variation in earnings management of listed 
manufacturing firms in Nigeria is accounted for by auditor size, auditor 
independence, auditor tenure and auditor industry specialization, total 
assets and leverage used in the study. While under the moderated 
model, it recorded an R2 of 0.2146 which implies that the earnings 
management of manufacturing firms is explained by their auditor size, 
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auditor independence, auditor tenure, auditor industry specialization, 
and moderated audit qualities with audit committee, total assets and 
leverage of firms. 
Upon comparison between R2 of unmoderated and moderated models, 
it indicates that the interaction between audit quality and audit 
committee accounted for significantly more variance than when they are 
used as single variables. This is because the R2 of unmoderated model 
increased by 6.3% after being moderated with audit committee. This 
implies that the moderated model explains the behavior of earnings 
management better in relation to the independent variables of the study 
when compared with the unmoderated model. On the other hand, the 
test for significance difference which recorded F- value of 5.60 and p-
value of 0.0000 (see Appendix) indicates that there was a significant 
difference found between the unmoderated and moderated model. 
Their F-statistics values of 7.85 and 7.38 for un-moderated and 
moderated models which are significant at 1% and 1%respectively. This 
indicates that audit quality, audit committee and earnings management 
model is fit. It implies that for any change in audit quality and audit 
committee of listed manufacturing firms in Nigeria; their earnings 
management is affected directly. The probability values of the F-statistics 
implies that there is a 99.9 percent probability that the relationship 
among the variables (dependent and independent) are not due to mere 
chance and as such the independent variables reliably predict the 
dependent variable of the study. 
 
i. Auditor Size and Earnings Management 
From Table 4.3, it was observed that the t-value for audit firm size is -2.57 
before the moderation, while the coefficient is -0.074. The variable is 
statistically significant 1% level. After moderation audit firm size record a 
t-value of -2.14 and a coefficient of -.064 which is significant at 5%. This 
result signifies that audit firm size has significant negative effect on 
earnings management of listed manufacturing firms in Nigeria. The 
implication of this is that when big four auditor firm is used, the 
manufacturing firms earnings management decreases. 
This findings documented may be as a result of the fact that big 4 auditor 
firm have the resources, technical know-how and required expertise to 
detect any misstatement within an organization. This advantage the big 
four has over the non-big four is expected to enhance the quality of 
earnings in listed manufacturing firms in Nigeria. 
Following the result on auditor size indicating that the variable is 
significant in influencing the earnings management of firms, there is, 
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therefore, sufficient evidence of rejecting null hypothesis one of the 
study which presumes that auditor size has no significant effect on 
earnings management of listed manufacturing firms in Nigeria. This is in 
line with the findings of Okolie (2013) who documented that auditor size 
exerts significant negative relationship with earnings management. It is 
also consistent with Lin and Hwang (2010), Charles, Stanley & Charlotte 
(2010), Krishnan (2004), Krishnan (2003), DeAngelo (1981), and 
contradicts Kim, Chung & Firth (2003), who find Big4 auditors less 
effective than the non-Big4. 
 
ii. Auditor Independence and Earnings Management 
The regression results revealed that audit independence as shown in 
Table 4.3 has a t-value of 1.94 and a coefficient value of 0.059 which is 
significant at 5% in the model before moderation. 
However, for the moderated auditor independence, it recorded a t-value 
of -4.01 and a coefficient value of -0.104 which is also significant at 1% 
level. This indicates that auditor independence has significant but 
positive effect on earnings management of listed manufacturing firms in 
Nigeria. After moderation, auditor independence is found to have 
negative effect on earnings management of firms. 
This implies that for every increase in the level of auditors independence, 
their earnings management decreases significantly by the coefficient 
value if audit committee also increases. But without a commiserate 
increase in audit committee, an increase in the level of auditors 
independence also increases the level of earnings management. This 
finding is not surprising because an auditor whose independence is 
guaranteed is expected to carry out his/her audit function without fear 
or favor. This enables them to make sure that management do not 
engage in activities that are detrimental to the wealth of the 
shareholders and thus would mostly likely push management. 
The above result provides enough justification for rejecting the second 
null hypothesis of the study which states that auditor independence has 
no significant effect on earnings management of listed manufacturing 
firms in Nigeria. This contradicts the findings of Okolie (2014) and Jibril 
(2014) who showed that higher audit fees may result in impairment of 
auditor independence and hence create greater opportunities for 
accruals manipulation. 
 
iii. Audit Committee and Earnings Management 
From the Table above, it was observed that the t-value for audit 
committee before and after the moderation has negative and significant 
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effect on earnings management of listed manufacturing firms in Nigeria. 
This implies that a point increase in the level of audit committee in 
manufacturing firms bring about a point decrease in the level of earnings 
management. This is substantiated by the same figure produced under 
the moderated and moderated model where t-value is -4.32 and 
coefficient is -0.003 and significant at 1% for both. This is result 
corroborate the function expected of an audit committee in ensuring 
credibility and transparency of the financial reports devoid of 
misstatement. This is consistent with the results of Ku and Shamsul 
(2013) which shows a negative correlation between earnings 
management and audit committee. This result is also in line with 
Mohammed and Aiman (2014), Collier and Gregory (1999), and 
contradicts Bala (2014), Chandrasegaram et al (2013) who reveal that 
audit committee characteristics are not a sufficient deterrent to the 
practice of earnings management. 
Arguing based on the R2 from the model before moderation and the 
model after moderation. The differences between the two R2 is 6.3% 
which shows an increment from the model before moderation. This 
implies that the model after moderation explain the earnings 
management of the manufacturing firms better than the model before 
moderation. This also further indicates that audit committee serves as a 
good moderator on the relationship between audit quality and earnings 
management. In addition, to substantiate the significant role of the audit 
committee as a good moderator, the test of significance difference show 
that there is a significant difference between the un-moderated model 
and moderated models as shown by significance value of 1%. Following 
this, the study reject the null hypothesis which state that audit 
committee has no significant effect on the relationship between audit 
quality and earnings management of listed manufacturing firms in 
Nigeria. 
 
Conclusions 
As a result of the foregoing discussion and analysis in chapter four, this 
study concludes as follows; 
i. Firms that employ the service of the big4 audit firms engage less in 
earnings management because of their size and the reputation they have 
built over the years. 
ii. Every increase in the level of auditor independence leads to a decrease 
in the firms. earnings management if audit committee also increases. 
iii. An increase in the tenure of auditors in the listed manufacturing firms 
in Nigeria, results in increase in their level of earnings management. 
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Recommendations 
Base on the findings and conclusion, the study proffer the following 
recommendations to be implemented by the management of the 
manufacturing firms, owners and the regulators. They should ensure 
that: 
i. In order to enhance the quality of earnings, the listed manufacturing 
firms in Nigeria should engage the services of the big4 auditor, because 
they have the resources, technical know-how and required expertise to 
detect any misstatement within the organization. However, in order to 
avoid the Big4 monopoly, joint audit with non-Big4 firms is 
recommended as this will promote competition and also give the non-
Big4 firms a chance. 
ii. Audit fee should be increased to guarantee the independence of the 
auditors in order to carry out their audit function without undue 
influence. An auditor whose independence is guaranteed will most 
probably make sure that management does not engage in activities that 
are detrimental to the wealth of the shareholders. However, audit fees 
must be determined as a function of balance sheet size and turnover. 
iii. In order to avoid familiarity threat, auditor tenure should not be 

elongated, as long standing auditors may become more familiar with 

management and tend to compromise standard which may eventually 

lead to poor financial reporting quality. 

 

Suggestions for further studies 

This study has paved way for further researchers in these areas as 

follows. 

i. Other studies should consider the use of the entire companies listed on 

the Nigerian stock exchange and not just the listed manufacturing firms 

in Nigeria to make the findings more amenable to generalization. 

ii. Others researchers should consider the use of non-audit fees to proxy 

audit independence in addition to the audit fee used by this study. 

iii. Interested researchers should consider the inclusion of audit opinion 

and timeliness in their audit quality proxies. 
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