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INTRODUCTION 

Considering the development of companies and industries as well as the 

ownership of the stocks of economic units by all the interested parties, the role of 

reportage and providing correct information devoid of distortion has been 

highlighted. The status quo of stock market and world economy as well as some 

falsifications or deceptions such as Enron, made supervising systems emphasize 

the growing necessity of there being a supervising section in every organizational 

institutions, and promote as much as possible the quality of these organizations. 

Abstract: This study investigated the relationship between auditor quality and the management 

of discretionary accruals. For the purpose of measuring the management of discretionary accruals, 

Jones Model has been utilized, and for measuring auditor quality four indexes have been 

considered: the accreditation of quality ranking, auditor tenure, auditor size, and auditor expertise. 

The novelty of this research stems from its difference with previously conducted researches, in 

which auditor quality ranking accreditation has not been used as an index for measuring audit 

quality. Also, in the previous researches, auditor expertise, size, and tenure as well as auditor 

quality ranking accreditation have not been considered together as indexes of measuring audit 

quality. For this purpose, the information of the companies which were in Tehran Stock Exchange 

from 2001 to 2011 has been investigated by hypothesizing five hypotheses. The results of 

investigating these hypotheses showed that, contrary to expectations, there was no relationship 

between the accreditation of quality ranking as well as auditor size and the management of 

discretionary accruals. However, there was a positive relationship between auditor tenure and the 

management of discretionary accruals. Finally, the relationship between auditor expertise and the 

management of discretionary accruals, as expected, was negative. 

Key words: Audit Quality, Earnings Management, Auditor Quality Ranking Accreditation, Auditor 

Size, The Management of Discretionary Accruals. 
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The supervising systems try to gain the users’ confidence in the correctness of 

these reports by conducting more meticulous auditing. As not all shareholders 

have access to the financial-information minister’s documents, the auditor always 

plays an important role in preserving shareholders’ interests and helping them to 

make the correct decisions. 

For the purpose of preserving the shareholders’ interests, the existence of an 

independent supervising institution is necessary. In this light, auditors aim at 

preserving the shareholders’ and other users’ interests by auditing and providing 

auditing reports. Auditors play an important role in logically verifying that the 

provided reports are important and devoid of distortion. In this line, it is incumbent 

upon auditors to increase the quality of the provided services and also to show the 

important role of the quality of their own services to the users of financial 

statements. On the other hand, managers have enough motives for distorting the 

provided financial statements and reports because their interests contradict with 

shareholders’ interests, inter alia, shareholders’ job satisfaction and receiving more 

bonuses. The matter of Corporate Governance and the contradiction between 

managers’ interests and those of the shareholders, as well as managers’ motives 

for deception which is analogous with earnings management and income 

smoothing, are not unknown to ordinary shareholders. 

Accrual accounting has resulted in the formation of discretionary accruals in 

financial statements, and this paves the way for opportunistic earnings 

management, and this kind of management by itself can result in distortion and 

deception in financial statements. 

In this study, by showing the relationship between audit quality and the 

management of discretionary accruals, we have aimed at introducing the role of 

high quality auditing as a deterrent to the kind of management which stems from 

deception in discretionary accruals. This can be investigated by showing whether 

there is a relationship between audit quality and the management of discretionary 

accruals . 

 

Review of the related literature 

In a study which investigated detecting earnings management, Dechow et al., 
1 drew the conclusion that Jones modified model is a better measurement for 

examining earnings management. Myers et al., 2 in a study which examined the 

relationship between auditor’s customers and the quality of interests, showed that 

high audit tenure results in auditor expertise in the industry of the related 

employer, and that the higher auditor tenure, the higher the quality of interest  . 

Chen et al., 3in their study ‘Audit quality and earnings management for Taiwan 

IPO firms” investigated the relationship between audit quality and earnings 

management before and after public selling of shares by selecting the Big4 auditing 

firms as high quality auditors and by comparing the earnings of the companies that 

were audited by the Big4 auditing firms with the earnings of other companies. They 
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came to this conclusion that earnings management took place in the companies 

that were not audited by the Big4 firms. Also, they found a significant relationship 

between earnings management and audit quality in a way that higher audit quality 

resulted in the decrease of earnings management in these companies . 

Similarly, Tendello and Vanstraelen 4 in a study under the title of “earnings 

management and audit quality in Europe: From the Private. Client Segment” by 

considering the Big4 auditing firms as high quality auditors and by comparing the 

earnings management of the companies audited by the Big4 auditing firms with 

the earnings management of other companies which were not audited by the Big4  

auditing firms, came to this conclusion that there is a meaningful significant 

relationship between earnings management and audit quality, and that high audit 

quality in the companies which have had similar tax laws resulted in the decrease 

of earnings managements . 

Jerry et al., 5 in a meta-analysis and by examining the results of 48 prior 

studies, investigated the relationship between audit quality, Corporate 

Governance, and earnings management. Their study showed that concerning 

Corporate Governance, there was a negative relationship between the 

independence of the board of directors as well as its expertise with earnings 

management. There were similar negative relationships between earnings 

management and the independence of the auditing committee, its size and 

expertise as well as the number of sessions it was held. It is also found that the 

audit committee’s share ownership has a positive effect on earnings management 

(that is, it reduces earnings management). However, concerning audit quality, 

there was a negative relationship between audit tenure, size and expertise and 

earnings management. In this same study, auditor independence, which was 

measured by fee ratio and total fee, has been found to be a deterrent to earnings 

management. 

Mehmet et al., 6 by examining 1507 private companies in eight different 

developing countries investigated two relationships, the one between earnings 

management and audit quality, and the one between earnings management and 

legal system quality. Audit quality was measured by differentiation between the 

Big 4 and non-Big 4 audit firms, and for measuring earnings management, 

discretionary accruals were considered. The results showed that for only Brazilian 

and Mexican companies, but not other countries, there was a significant 

relationship between discretionary accruals and audit quality. Moreover, efficiency 

of the legal system helps to decrease earnings management incentives. Also, it was 

found that the Big 4 auditors did not constrain the earnings management 

incentives in every emerging country but effective legal system did. 

Shiri doich 7 in a study under the title of “ The relationship between auditor 

characteristics and cost of  financing in the capital market of Iran” Reached the 

conclusion that The specialization and auditor tenure is an inverse relation 

between the cost of financing and Cannot be claimed that the quality of the audit 

led to a reduction the cost of financing in capital market of Iran. 
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MATERIALS AND METHODS 

The method of this study, from one respect, is quasi-experimental, and its 

data are drawn from authentic information, including audited financial statements 

and their accompanying reports. Also, as this information can be used in the 

process of the utilization of information, the study is applied in both its essential 

characteristics and its aims. Moreover, since the study is investigating the types of 

relationships, it has a correlational design. 

The participants of this study were all the industrial groups and organizations 

which had been active in Tehran Stock Exchange from 2001 to 2011. The 

participants (or companies) were selected based on purposive sampling in a way 

that they possessed the following characteristics. 

1. The end of the company’s fiscal year had to be Esfand (the last month of 

Farsi calendar corresponding to 20th of February to 20th of March). 

2. The companies had not changed their fiscal year in the time span of 2001 

to 2011. 

3. The companies had to be accepted in Tehran Stock Exchange since the end 

of the year 2000 (upward).  

4. The companies had to have reported their financial statements and the 

information related to their audit. In other words, the companies had to be audited 

in the aforesaid time span. 

5. The auditing institutions of these companies in the determined time span 

had to be examined by the quality control committee of Iranian Association of 

Certified Public Accountants  . 

In the end, 114 companies were investigated over a time span of 10 years, 

yielding the 1140 company-year index. The necessary data for testing the 

hypotheses of the study were gathered directly from Tadbir Pardaz and The 

Rahavard Novin databases as well as Securities and Exchange Organization. After 

the selection of the participants and categorizing them based on their type of 

industry, Excel software was used for some calculations, and for analyzing the 

gathered data, SPSS software was used.  

 

Research variables and the way of measuring them 

In this study, based on the standpoints of Becker et al., 8 and Reynolds and 

Francis 9 we hypothesized that the magnitude of the discretionary accruals is a 

repercussion which is stemmed from earnings management. In order to measure 

earnings management, Jones modified model, presented by Dechow et al.,1 has 

been used . 

 

1) TACCit / TAit-1 = α1 (1 / Tait-1) + α2 ΔREVit / Tait-1 + α3 PPEit / Tait-1 + εit  

TACC = total accruals (calculated as net income before extraordinary items 

less cash flow from operations) 

TA = total assets 
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ΔREV = change in revenue 

PPE = gross property, plant and equipment 

εi= sum of regression error, which is assumed to be temporarily uncorrelated  

with normal distribution with a mean of zero. 

In this study, first the formula number 1 is estimated for every industry and 

for every year. Then by using the estimates of α1, α2, and α3 in the formula number 

1, DACC is estimated by the use of the following formula. 

 

2) DACCit = TACCit/ Tait-1- {α1(1/Tait-1)+ α2(∆REVit-∆RECit)/Tait-1+ 

α3PPEit/Tait-1} 

DACC = absolute value of performance-adjusted discretionary accruals, which 

is equal to the sum of discretionary accruals (for firm i in year t ) 

∆REC = change in receivables  

 

Measuring audit quality 

In this study, the variables used for the purpose of measuring audit quality 

are audit quality ranking accreditation, auditor size, auditor expertise, and auditor 

tenure. For measuring auditor size, it is considered that if a company’s auditor has 

been ‘Audit Organization’ as a big institution, then the audit size has been 

considered as 1, but if the audit institute is a member of Iran Official Auditor Society 

(which in comparison to Audit Organization is smaller), then the audit size has been 

considered as 0.  

In order to measure audit quality ranking accreditation ordinal scales has 

been used (by considering the quality ranking of companies as A, B, C, or D).  

In order to measure the variable ‘audit tenure’ ordinal scale has been used 

too, and the auditor with the experience of auditing employers for at least four 

years  has been considered as auditing with the highest quality.   

In order to measure the variable ‘audit expertise’ the market share has been 

used in a way that, the more the auditor’s market share, the higher the auditor 

expertise in comparison to other rivals. The market share, following Palm Rose is 

calculated in the following manner:  

The proportion of the sum of the properties of all the employers of a special 

auditing institute in an industry to the total properties of employers in that 

industry, in a way that if the marker share of employers of a special auditing 

institute exceeds half of all the shares of the existing companies in an industry (that 

is more than ½ ), then the employers of that special auditing institute are 

considered as specialist in that industry. 

 

The Research Hypotheses 

This research formulates one major hypothesis and four minor ones.  

The major hypothesis: There is a negative relationship between audit quality 

and the management of discretionary accruals. 

The minor hypotheses: 
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1- There is a negative relationship between audit quality accreditation of 

ranking and the management of discretionary accruals. 

2- There is a negative relationship between audit size and the management 

of discretionary accruals. 

3- There is a negative relationship between audit expertise and the 

management of discretionary accruals. 

4- There is a negative relationship between audit tenure and the management 

of discretionary accruals. 

 

Data analysis and testing the hypotheses 

First and before testing the hypotheses, descriptive statistics of the 

considered variables was examined and for examining the normal distribution of 

the variables Kolmogorov–Smirnov test was used. The results showed that the 

dependent variable had a normal distribution with the confidence interval of 0.95. 

It is necessary to point that the employer size was considered as the control 

variable. After determining the level of the coefficient of correlation, the 

meaningfulness of the model was examined by using the analysis of variance 

(ANOVA). The results for every hypothesis showed that the model was meaningful 

with the confidence interval of 0.95. 

For the test of autocorrelation in the Vit component of the error term, Durbin-

Watson test was used.  If the value of statistics of DW is between 1.5 to 2.5, there 

is almost no autocorrelation in the Vit component of the error term and therefore 

the regression can be confirmed. In this case, the results of testing each hypothesis 

indicate that regression can be used. 

 

1. Testing the first hypothesis of the research 

Hypothesis 1 stated that there is a negative relationship between audit quality 

accreditation of ranking and the management of discretionary accruals. The 

modified R2 for this hypothesis equals 6.7. This shows that the accreditation of 

audit institute together with control variable explains about 6.7 percent of the 

variance of the amounts of discretionary accruals.  

1.1. The results of testing the first hypothesis 

The results of testing the first hypothesis showed that the value of t of the 

accreditation of audit institute was 0.049, which is less than the critical value and 

therefore the existence of a relationship between company’s accreditation and the 

amount of discretionary accruals in the 0.05 significance level is rejected. The 

results of testing this hypothesis contrast with the results found by Palmrose’s 

study.    

 

2. Testing the second hypothesis of the research 

The second hypothesis stated that there is a negative relationship between 

audit size and the management of discretionary accruals. The modified R2 for this 
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hypothesis equals 4.4. This shows that the size of the audit institute together with 

control variable explains about 4.6 percent of the variance of the amounts of 

discretionary accruals.   

2.1. The results of testing the second hypothesis 

The results of testing the second hypothesis showed that the value of t of the 

size of the audit institute was -0.795, which is less than the critical value and 

therefore the existence of a relationship between the size of the audit institute and 

the amount of discretionary accruals in the 0.05 significance level is rejected. The 

results of testing this hypothesis contrast with the results found by Tendello and 

Vanstraelen 4 and Jerry W. Lin et al. (2010). 

 

3. Testing the third hypothesis of the research 

The third hypothesis stated that there is a negative relationship between 

audit expertise and the management of discretionary accruals. The modified R2 for 

this hypothesis equals 5.7. This shows that the expertise of the audit institute 

together with the control variable explains about 5.8 percent of the variance of the 

amounts of discretionary accruals. 

3.1. The results of testing the third hypothesis 

The results of testing the third hypothesis showed that the value of t of the 

size of the expertise of the audit institute was -3.976, which is more than the critical 

value and therefore the existence of a relationship between the expertise of the 

audit institute and the amount of discretionary accruals in the 0.05 significance 

level is confirmed. The results of testing this hypothesis are similar to the results 

found by Jerry et al5.  

 

4.Testing the fourth hypothesis of the research 

The fourth hypothesis stated that there is a negative relationship between 

audit tenure and the management of discretionary accruals. The modified R2 for 

this hypothesis equals 0.050. This shows that audit tenure together with control 

variable explains about 5 percent of the variance of the amounts of discretionary 

accruals. 

4.1. The results of testing the fourth hypothesis 

The results of testing the fourth hypothesis showed that the value of t of the 

audit tenure the audit institute was 2.808, which is more than the critical value and 

therefore the existence of a positive relationship between audit tenure and the 

amount of discretionary accruals at the 0.05 significance level is confirmed. The 

results of testing this hypothesis contrast the results found by Jerry et al.,5 and 

Myers 2. 

 

5.Simultaneous estimation of the three variables: audit accreditation, 

audit size, and audit expertise. 

Table 1 shows estimates of coefficients for the research variables. As can be 

seen in table 1, distinctively and similarly to every model, audit tenure, audit 
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expertise, and the size of the employer unit have a meaningful and significant 

relationship with the amount of discretionary accruals.  

 
Table 1. estimates of coefficients for the research variables 

Model Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. Collinearity 

Statistics 

 B Std. 

Error 

Beta   Tolerance VIF 

(constant) 6.979 0.832  8.390 0.000   

tenure 0.209 0.080 0.078 2.597 0.010 0.924 1.083 

asset 0.457 0.068 0.207 6.757 0.000 0.880 1.136 

audit site -0.011 0.209 -0.002 -.050 0.960 0.915 1.093 

audit 

expertise 

-1.041 0.281 -0.113 -3.699 0.000 0.888 1.126 

Dependent Variable: the amount of discretionary accruals 

 

Overall evaluation of the results of testing the hypotheses 

The overall conclusion of the research based on the analysis of the 

hypotheses is as follows. 

The first hypothesis stated that there is a negative relationship between audit 

quality accreditation of ranking and the management of discretionary accruals, 

and the results of testing this hypothesis showed that, contrary to expectations, 

concerning Tehran Stock Exchange, the hypothesis is rejected at 0.95 confidence 

interval. In other words, the hypothesis of there being a relationship between audit 

accreditation of ranking and the amount of discretionary accruals is rejected. There 

can both optimistic and pessimistic reasons for justifying this result. From an 

optimistic standpoint, because the quality control accreditation of audit institutes 

includes controlling the situation and quality of the institute, there was no 

meaningful relationship between the variables of this first hypothesis. From a 

pessimistic standpoint, examination as well as formative accreditation of audit 

institutes, and not merely the examination of the quality of the issued audit 

reports, can be the reasons for the rejection of the hypothesis. 

The second hypothesis stated that there is a negative relationship between 

audit size and the management of discretionary accruals, and the results showed 

that, contrary to expectations, concerning Tehran Stock Exchange, the hypothesis 

is rejected at 0.95 confidence interval. In other words, the assumption that there is 

a relationship between audit size and the management of discretionary accruals is 

rejected. Reasons justifying this can be said to be that various other and stronger 

factors can influence earnings management, and the quality of auditing institutes 

is not necessarily related to their magnitude, suggesting that small auditing 

institutes or organizations can gain higher quality in comparison to bigger auditing 

institutes or organizations . 
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The third hypothesis stated that there is a negative relationship between 

audit expertise and the management of discretionary accruals, and the results 

showed that, as expected, concerning Tehran Stock Exchange, the hypothesis is 

confirmed at 0.95 confidence interval. In other words, the hypothesis that there is 

a negative relationship between audit expertise and the management of 

discretionary accruals is confirmed. Reason justifying this can be the fact that, 

because of the skill or mastery in auditing and in the relevant industry, the 

companies which are audited by specialist audit institutes can better detect 

opportunistic earnings management in comparison to audit institutes which are 

not specialist in that industry, and therefore in the companies audited by these 

specialist audit institutes, there is a negative relationship between auditor’s 

expertise and the management of discretionary accruals  . 

The fourth hypothesis stated that there is a negative relationship between 

audit tenure and the management of discretionary accruals, and the results 

showed that, contrary to expectations, concerning Tehran Stock Exchange, the 

hypothesis is rejected at 0.95 confidence interval. In other words, the hypothesis 

that there is a negative relationship between audit tenure and the management of 

discretionary accruals is rejected because the results of the research showed a 

significant positive relationship between audit tenure and the management of 

discretionary accruals. Reasons justifying this can be two-dimensional. The 

optimistic view is that with the increase of the auditor tenure, auditor’s trust or 

confidence in the employer increases. Therefore, it is probable that earnings 

management can be hard to be detected by the auditor. The pessimistic or cynical 

view is that, as mentioned, because with the increase of the auditor tenure, 

auditor’s trust or confidence in the employer increases, close relationship (in the 

form of collusion) between auditor and employer can form (and increase), which 

can result in auditor’s condoning of distortions as well as earnings managements, 

and this can also lead to auditor’ loss of independence . 

 

 Research Suggestions  

1. Analysts and investors, by the use of auditor’s information, can consider 

the probability of real earnings and earnings management, and therefore, can 

analyses and invest with more confidence. 

2. Regarding the confirmation of the high rank of audit quality of the audit 

experts well-versed in an industry, which is shown in this research, audit experts 

well-versed in an industry can ask for higher payments, in comparison to other 

inexpert auditors . 

3. The Stock Exchange can use this research to clarify market information and 

achieve more precision in selecting reliable stock audit institutes. 

 

Suggestions for further research  

1. As earnings management has vide and diverse aspects, other aspects of 

the relationship between earnings management and audit quality can be 

investigated. 
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2. In this study, for the purpose of measuring audit expertise, the approach 

of considering market share has been utilized. In the light of this and with regard 

to the literature of this research, the approach of considering portfolio shares for 

measuring audit expertise is suggested. 

3. With regard to the accreditation and ranking of auditing organizations in 

Iran and in recent years, which are conducted by Tehran Stock Exchange, a 

research project is suggested in which this accreditation and ranking are 

considered as the criteria or indexes of evaluating the auditor quality, and then this 

can be compared with the accreditation and ranking considered by other 

organizations such as Iranian Association of Certified Public Accountants. 

 

REFERENCES 

1. Dechow, P.M., Sloan, R.G. & Sweeney, A.P. (1995). Detecting Earnings 

Management, Accounting Review, Vol.70, pp193–225 . 

2. Myers, J.N., Myers, L.A. & Omer, T.C. (2003).Exploring the Term of the Auditor–

client Relationship and the Quality of Earnings: A Case for Mandatory Auditor 

Rotation?, Accounting Review, 78:779−800 

3. Chen, K.; Lin L. K. & Zhou, J. (2005)Audit Quality and Earnings Management for 

Taiwan IPO Firms, Managerial Accounting Journal, Vol. 20, No. 1,pp 86-104 . 

4. Tendello, B. & Vanstraelen, A. (2008). Earnings Management and Audit Quality 

in Europe: from the Private Client Segment, European Accounting Review, 17(3): 

447-469. 

5. Lin, W.J. & Mark, I.H.(2010). Audit Quality, Corporate Governance, and Earnings 

Management: A Meta-Analysis ، International Journal of Auditing ، Int. J. Audit. 

14:pp 57–77 

6. Memiş, M.Ü. & Emin, H.Ç. (2012).Earnings Management, Audit Quality and Legal 

Environment: An International Comparison ، International Journal of Economics 

and Financial Issues, 2( 4):460-469،ISSN: 2146-4138 

7. Shiri doich, T. (2013). The relationship between auditor characteristics and cost 

of  financing in the capital market of Iran ، MS Thesis Accounting،Department of 

Accountancy, Damavand Branch of Azad University, Damavand, Iran. 

8. Becker, C.L., DeFond, M.L., Jiambalvo, J. & Subramanyam, K.R. (1998). The Effect 

of Audit Quality on Earning Management, Contemporary Accounting Research, 

Vol. 15:1–24. 

9. Francis, J.R., Maydew, E.L. & Sparks, H.C. (1999). The Role of Big Six Auditors in 

the Credible Reporting of Accruals, Auditing: A Journal of Practice and Theory, 

Vol. 18: 17–35 

 


