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Abstract

This study investigates whether auditors compromise their independence when they provide audit and non-audit services jointly to their clients. The relationship between the level of non-audit services fees and two independence-related measures: (i) the level of earnings management and (ii) the type of audit opinion issued, is examined. The results indicate that for Big 6 audited companies purchasing higher levels of non-audit services engage in higher levels of earnings management compared to companies purchasing a lower level of non-audit services from their incumbent auditor. However, the study finds that high level purchasers of non-audit services are not more likely to receive a clean opinion compared to low level purchasers of non-audit services. In order to explain the conflicting results, further tests are conducted to determine whether companies that purchase concurrently a high level of non-audit services and indulge in high levels of earnings management are more likely to receive a clean audit opinion. This is important since auditors will only be perceived as compromising their independence if they fail to issue qualifications when the level of earnings management is high. The findings indicate that no relationship exists between the type of audit opinion issued and the interaction between the level of non-audit service fees and the level of earnings management. Hence, it is concluded that auditors do not impair their independence in terms of willingness to issue deserved qualifications when providing joint services.
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I
Introduction

The provision of joint services (audit and non-audit services
) by audit firms is frequently said to have a negative effect on auditor independence (Dingell Committee 1985, European Commission 1996, Public Oversight Board 1994; SEC 2000), an allegation that has serious implications for the profession. Several studies (eg Chow and Rice 1982, Schwartz and Menon 1988) find support for the contention that auditees tend to change to another auditor subsequent to receipt of a qualified opinion. This implies that these companies may be more likely also to change the provider of their NAS.

This study investigates the relationship between the provision of joint services and auditor independence. It does this by examining the relationship between non-audit service (NAS) purchase (when joint services are provided) and both (i) the level of discretionary accruals and (ii) the type of audit opinion issued. 

Although several studies have examined auditor quality in association with the level of earnings management (Becker, Defond, Jiambalvo and Subramanyam 1998, Francis, Maydew and Sparks 1999, Defond and Jiambalvo 1991), no studies have examined the relationship between audit quality and the level of earnings management when joint services are provided. It is important to address this issue as auditor independence is a component of audit quality and if the provision of NAS affects auditor independence, implications exist with respect to the quality of audit.

In addition, although the relationship between audit qualification and provision of joint services has been investigated (Barkess and Simnett 1994; Wines 1994), these studies report conflicting results
 and fail to control fully for relevant factors. Barkess and Simnett (1994) attempts to address the independence issue in two ways: (i) by identifying whether the incidence of audit qualification is related to the level of NAS purchased and (ii) by investigating whether there is a relationship between auditor tenure and the level of NAS purchased. They find no significant positive relationship between fees paid for NAS and either the type of audit report issued or auditor tenure. However, their analysis with respect to opinion type consists only of a simple univariate test. On the other hand, Wines (1994) finds a negative relationship between the level of NAS fees and audit qualification. The result indicates that companies receiving clean opinions purchase a higher level NAS from their incumbent auditor compared to companies receiving qualified opinions. However, athough Wines’ (1994) includes limited control variables (eg auditee size, industry and auditor size), market variables as well as some crucial financial variables (eg profitability) are omitted. 

Well-established models of audit opinion type determinants (eg Dopuch et al. 1987; Monroe and Teh 1993; Mutchler 1985; Levitan and Knoblett 1985, Bell and Tabor, 1991) provide a more robust framework within which to investigate any effect of NAS fees on audit opinion type when joint services are provided.  This study examines the significance of the level of NAS fees relative to audit fees when included in a modified version of Dopuch et al. (1987) audit qualification prediction model. Such a research design controls for a greater number of variables than either Barkess and Simnett (1994) or Wines (1994) and enables a more complete examination of the relationship between NAS fees and the type of audit opinion issued.

The remainder of this paper is organized as follows. Section II outlines the necessary background information and prior literature relevant to developing the hypotheses. Section III details the research design as well as the variables and their operationalization.  The analysis and implications arising from the results are discussed in Section IV. Concluding remarks and suggestions for future research are presented in Section V.

II :  Relevant Prior Literature 

1.0 Auditor Independence and NAS

The theoretical basis, which proposes a potential impairment of auditor independence when incumbent auditors provide joint services, stems from the possibility of incremental economic bonding between the auditor and the client. Simunic (1984) and Beck, Frecka and Solomon (1988a,b) demonstrate analytically that certain types of NAS can increase the economic bond between auditor and auditee. The economic rents that accrue to the auditor create incentives for the auditor to resolve disputes in the client’s favor (Davis, Ricchiute and Trompeter, 1993).

While the argument put forth by Beck et al. (1988a,b) implies the auditor’s risk-return relationship can be altered by concurrent provision of NAS, they acknowledge that in practice other factors can influence the auditor-auditee relationship i.e. the audit’s signaling value to capital markets. That is, if market participants are aware of the incentive effects associated with joint provision of services, the signaling value of the audit is attenuated. In order to avoid this, managers will restrict the auditor’s NAS involvement to reduce the agency costs that would otherwise be imposed on the auditee (Beck et al. 1988, Parkash and Venable 1993). 

There have also been other more intuitive explanations put forth to suggest impairment of auditor independence when joint services are provided. Auditors may compromise their independence to obtain or retain NAS contracts that are claimed to have higher profit margins than audit contracts (Berton 1989, Solomon 1990).  Impairment of auditor independence may occur because the audit firm is unwilling to criticise the work done by its consultancy personnel in order to continue to provide the more lucrative and profitable NAS (Craig 1997)
. The audit firm’s unwillingness to lose its consultancy services thus results in a reluctance of the auditor to disagree with management’s interpretation of accounting matters (Firth, 1997). 

Empirical studies of the relationship between auditor independence and the provision of NAS can be classified into two types (Parkash and Venable 1993). The first category approaches this issue by analyzing audit-pricing decisions to determine whether auditors earn economic rents when providing joint services (Palmrose 1986, Simunic 1984, Turpen 1990). The second category examines the relationship between NAS and various auditor independence-related measures.

Simunic (1984) tested whether NAS provides externalities to the audit by comparing the audit fees charged by auditors who performed both services against the audit fees charged by auditors providing only auditing services to their clients. He pointed out that the interdependencies found between the cost functions of NAS and audit suggest that public accounting firms can provide audit (NAS) more efficiently for NAS (audit) purchasers, thereby earning economic rents. If these economic rents are not passed on to the audit client but instead accrue to the audit firm, it is argued to create incentives for auditors to compromise their independence. However, Abdel Khalik (1990) characterized this positive relation to be counterintuitive, arguing difficulty in rationalizing why a client would pay more for the joint acquisition of two products than for the sum of acquiring them separately. Abdel Khalik’s (1990) result indicates that purchasing NAS from the incumbent auditor does not have a bearing on audit fees. 

The interdependencies between audit fees and NAS fees found by Simunic (1984) is further challenged by Palmrose
 (1986) and Davis, Ricchiute and Trompeter (1993). Davis et al. (1993) reports that the increase in audit fees accompanying joint provision is associated with an increase in audit effort. This is inconsistent with the interpretation that the provision of NAS for audit clients provides the auditor with incentives to compromise objectivity. It can be said that studies examining audit-pricing decisions in the presence of concurrent NAS purchase have not produced consistent results
. 

The second category of studies attempts to overcome limitations of the audit-pricing studies by examining the relationship between NAS and various independence-related measures (eg DeBerg et al. 1991, Scheiner 1984, Beck et al. 1988). It is with these studies that this study is most related. However, to date, most studies have focused on the association between NAS and the perception of auditor independence by external parties as a proxy for auditor independence (e.g. Briloff 1966, Hartley & Ross 1972, Lowe & Pany 1995, Pany & Reckers 1984, Parkash and Venable 1993). 
Besides studying the perception of financial statement users, some studies have examined other aspects of NAS provision and auditor independence. For example, Parkash and Venable (1993) adopted an agency theory framework in order to test whether auditees vary NAS purchase according to the potential agency costs arising from having the incumbent auditor as NAS supplier. The findings indicate variables related to expected agency costs significantly explain cross-sectional differences in the demand for recurring NAS but not for nonrecurring NAS, implying auditees have incentive to monitor the level of recurring NAS in association with the level of agency costs.

A third classification of studies uses experimental market studies to examine this issue. One of the seminal papers is by Dopuch and King (1991) who conduct an experimental markets study to examine interactions between NAS and auditing under two different institutions; a restricted and nonrestricted market
. Their result indicates auditors engaged to provide both services ‘shirk’ more often than if two different auditors are engaged
. This result provides experimental market evidence that auditors providing joint services compromise their independence. Kleinman, Palmon and Anandarajan (1998) provide a review of these three types of literature.

Earnings Management and the Independent Auditor

Regardless whether management uses discretionary accruals efficiently or opportunistically, there may be a material or immaterial distortion of earnings as a consequence
. This distortion in earnings, if material, should be detected and/or constrained by the auditor. An independent auditor is expected to either report the distortion in the audit opinion or require management to correct the distortion, resulting in a lower level of earnings management than would occur otherwise. In addition, managers may exercise self-restraint in the level of earnings management in the knowledge that the auditor may challenge it. Therefore, it is expected that the clients of independent auditors are more constrained from engaging in earnings management compared to situations where auditors are not independent.

Several studies examine the relationship between auditing and earnings management
 (Becker et al. 1998, Francis, Maydew and Sparks 1999, Defond and Jiambalvo 1991, DeFond and Subramanyam 1998). Becker et al. (1998) find clients of non-Big 6 auditors report discretionary accruals that increase income relatively more than that reported by clients of Big 6 auditors. Francis et al. (1999) documents similar results where it is found companies with Big 6 auditors report a lower level of discretionary accruals compared to companies with non-Big auditors, even though the level of total accruals for companies with Big 6 auditors is higher. Defond and Jiambalvo (1991) consider errors and irregularities as earnings management and hypothesize that clients of Big 6 firms are less likely to have errors and irregularities compared to clients of non-Big 6 firms. They find support for their hypothesis when fraudulent firms are excluded from the sample. Therefore, it can be said that most studies find consistent results, ie the Big 6 has superior ability in detecting and constraining earnings management compared to non-Big 6. 

No previous study examines the relationship between earnings management and auditor quality in the specific circumstance when joint services are provided. This paper attempts to develop an understanding of the relationship between auditor quality as a function of auditor independence and the level of earnings management (captured through discretionary accruals) and then examines auditor quality in terms of administering deserved qualifications.

III
Hypotheses

Earnings Management and the Provision of Joint Services

As the earnings number is not directly observable and is inherently uncertain, the role of auditing is to provide credibility to management’s reported financial statements. This notion provides the linkage between earnings management and auditor independence when joint services are provided. That is, auditors whose role it is to increase the credibility of management’s version of the financial report may be more inclined to compromise independence when providing joint services by allowing higher levels of earnings management by the auditee than would occur with provision of audit alone.

In this study, the level of discretionary accruals is used to proxy for the level of earnings management ‘allowed’ by the auditor. It is posited that if there is impairment of auditor independence when joint services are provided, the level of discretionary accruals should be positively related to the magnitude of NAS fees. The argument is based on the premise that if the audit firm reaps a high level of NAS fees from its clients, that firm is likely to permit a higher level of earnings management (proxied by the absolute level
 of discretionary accruals).  This is done in order to maximize the potential to retain the client (due to the higher incremental economic bonding as well as the potential loss of lucrative revenue from NAS). Therefore the first hypothesis is as follows:

H1: The absolute level of discretionary accruals is significantly and positively related to the magnitude of NAS fees relative to audit fees  (ie NAS fees/Audit fees) paid to the incumbent auditor, after controlling for auditor quality.

Audit Qualification and the Provision of Joint Services

A second aim of this study is to examine whether a relationship exists between the audit opinion type issued and the level of NAS fees received by the auditor. Specifically, it examines whether companies purchasing higher (lower) levels of NAS from their auditor have a higher likelihood of receiving a clean (qualified) opinion compared to companies purchasing lower (higher) levels.

Given the inadequacy of control variables in similar previous studies (Barkess and Simnett 1994, Wines 1994), this study examines the relationship between audit qualification and the level of NAS fees after controlling for several additional factors. This is achieved by adopting a modified version of the audit qualification model developed initially by Dopuch et al. (1987). Using the audit qualification model and controlling for audit quality, the following hypotheses is tested:

H2: The magnitude of NAS fees relative to audit fees (i.e. NAS fees/Audit Fees) is significantly and negatively related to the incidence of audit qualification.

III
Methodology: Models and Variables

This study investigates the relationship between the magnitude of NAS fees attributable to an incumbent auditor and (i) the level of earnings management and (ii) the audit opinion issued by the auditor. Consistent with prior research (Firth 1997), the magnitude of NAS fees is deflated by audit fees (NAS fees/Audit fees) in order to adjust for the size of the company and is labelled NASAF. The operationalization of this variable is intuitive, as auditors are likely to compare the magnitude of NAS fees relative to audit fees when evaluating potential compromise to their independence. 

Hypothesis One: Modelling Discretionary Accruals (ABSDA) 

Many previous studies of earnings management use discretionary and/or total accruals
 (Healy 1985, DeAngelo 1986, Defond and Jiambalvo 1994, Francis et al. 1998, Jones 1991, Lys and Watts 1994) to proxy for earnings management. This study proxies for earnings management using the absolute level of discretionary accruals. Discretionary accruals is viewed as a better measure of earnings management compared to total accruals as it is more easily subject to manipulation (Guay, Kothari and Watts, 1996). Jones (1991) argues that by definition, it is only discretionary accruals that can be managed. Furthermore, Jones (1991) comments that the discretionary component of total accruals is more appropriate as the measure of earnings management rather than the discretionary component of a single accrual. This is because managers are more likely to use several components of accruals to manage earnings. Therefore, this study uses the level of discretionary accruals within total accruals as the measure of earnings management. 

Another concern in using discretionary accruals as a proxy is whether to consider only income-decreasing, income-increasing, or both, types of accruals. Previous studies have presented different views as to whether income-increasing
 and income-decreasing accruals should be considered separately. This study views both income-increasing and income-decreasing accruals to be crucial when examining earnings management. This is because management may have different incentives or motivation to manage earnings in either direction. For example, management may use income-increasing accruals in order to increase bonuses; or earnings could be managed to reduce earnings in order to reduce political costs. Hence, it is argued that both income-increasing and decreasing accruals should be considered when attempting to capture earnings management. 

Becker et al. (1998) finds no evidence of differential qualification rates resulting from income-increasing as opposed to income-decreasing discretionary accruals. Francis and Krishnan (1999) report no systematic difference between positive and negative accruals, concluding that the overall magnitude of accruals is important rather than the direction.  Lys and Watts’ (1994) univariate results do not support their hypothesis that overstatement of income and assets is positively related to the likelihood of litigation against auditors. It is on these grounds that this study examines the absolute level of discretionary accruals and any association with NAS fees when the auditor provides joint services. 

Modified Jones (1991) Model

There exist several alternative discretionary accrual-based models for detecting earnings management (DeAngelo 1986, Healy 1985, Jones 1991). DeChow, Sloan and Sweeney (1995) find the modified version of the Jones (1991)
 model exhibits the most power in detecting earnings management and hence is used here
. The approach used to test H1 partitions the sample into estimation and holdout sub-samples
. The estimation sample is used to obtain coefficient estimates for the total accruals equation. The estimated coefficients are then used to calculate the absolute discretionary accruals (ABSDA) for the companies in the holdout sample. The prediction error represents the level of discretionary accruals (Jones, 1991, p.212)
. 

In addition to obtaining the absolute level of discretionary accruals, each observation in the sample is categorised as a high or low purchaser of NAS relative to audit fees split at the median NASAF purchased.  The term HIGHLOW is used when referring to this dichotomous measure of the level of NASAF with values greater than the median coded 1 and those less than the mean coded 0.

As evidence exists that Big 6 (now Big 5) audit firms have superior ability in detecting and constraining earnings management compared to non-Big 6 firms (eg Francis et al. 1999), auditor quality is controlled for. This is achieved for the purposes of testing H1 by partitioning the holdout sample into two sub-samples consisting of companies with and without Big 6 auditors and conducting separate tests for each sub-sample.

Hypothesis Two: Modelling Audit Qualifications

There have been several attempts to model audit qualification (Dopuch et al. 1987; Monroe and Teh 1993; Mutchler 1985; Levitan and Knoblett 1985, Bell and Tabor, 1991). This study adopts a version of the Dopuch et al. (1987)
 model as modified by Monroe and Teh (1993) in testing H2. Both models use publicly available financial and market variables to predict audit qualification with reasonable accuracy. 

The modified Dopuch et al. (1987)’s model is believed to be appropriate because it is based on actual qualified and unqualified opinions. Further, other models (eg Bell and Tabor 1991, Mutchler 1985) omit stock market variables. Market variables are important for two reasons: they capture information above and beyond that reported in the financial statements and the variability market measures reflect the risk of lawsuits against auditors (Dopuch et al. 1987, p. 437).  Other models also tend to focus on going concern opinions and use small samples within a matched pair design whereas this study does not attempt to convenience sample from amongst qualified companies.

Audit Qualification Model

The audit qualification model (using logistic regression) is:

QUAL1 = (0 + (1QUAL0i + (2BIG6i + (3BETAi + (4STDDEVi + (5CYLi +(6RETi (7TIMELi + (8LOGTAi + (9RECTAi + (10INVTAi + (11TLTAi  +(12NASAFi + (t

Where:

QUAL1i                
=
a dummy variable set equal to 1 if a qualification is given in the current year for companyi, 0 otherwise.



QUAL0i 
=
dummy variable set equal to 1 if a qualification is given in the prior year audit report for companyi, 0 otherwise.



BIG6i
=
dummy variable set equal to 1 if the auditor for companyi is a Big 6 auditor, 0 otherwise.



BETAi
=
slope of the coefficient of the Scholes-William model regression for companyi’s share price.



STDDEVi
=
residual standard deviation of share price for companyi from the market model regression.



CYLi
=
dummy variable set equal to 1 if a loss is experienced in the current year and 0 otherwise.



RETi
=
common stock returns (including dividends) adjusted for market returns.



TIMELi
=
a dummy variable set equal to 1 if companyi has been listed on the Australian Stock Exchange (ASX) for more than 5 years, and 0 otherwise



LOGTAi
=
natural logarithm of the book value of total assets for companyi.



RECTAi
=
ratio of receivables to total assets for companyi.



INVTAi
=
ratio of inventory to total assets for companyi.



TLTAi             
=
ratio of total liabilities to total assets for companyi.



NASAFi              
=
The hypothesis variable - NAS Fees/Audit fees

The dependent variable (QUAL1) indicates whether or not companyi receives a qualification of any type in the current year. This variable is dichotomous taking the value 1 if the audit report is qualified and 0 otherwise. 

Independent Variables

Because this study adopts an existing audit qualification model, most of its variables are obtained from previous literature and are explained briefly below. 

Financial Statement Variables

The financial statement variables are: total liabilities/total assets (TLTA); receivables/total assets (RECTA); inventory/total assets (INVTA); loss (CYL); audit firm size (BIG6); previous year’s audit opinion (QUAL0); and company size (LOGTA). These variables are expected to proxy for the financial condition of the firm, asset composition, profitability and the potential costs associated with inappropriate audit opinions respectively (Monroe and Teh 1993, p.86). 

Total liabilities to total assets TLTA, current year loss CYL and company size LOGTA have been found to be important in predicting audit qualifications (Mutchler 1984, Levitan and Knoblett 1985). These variables are proxies for the leverage, long-term solvency and size of the company.  Qualification is less likely if leverage is lower as debt covenants are less likely to be breached. CYL is expected to be positively associated with QUAL1, as a company with poorer financial health is more likely to receive a qualification. The size of the company  (LOGTA) is included as larger companies are less likely to be in financial difficulty and a given uncertainty is more likely to be immaterial to the company. The ratio of receivables to total assets RECTA and inventories to total assets INVTA are included as a high frequency of lawsuits against auditors is found to involve inventories and receivables (St. Pierre and Anderson, 1984). In addition, Simunic (1980) reports evidence that receivables and inventories are difficult and costly items to audit.

The size of the audit firm BIG6 is included because several studies argue for and find evidence that the ability to detect problems and willingness to issue a qualified opinion is a function of audit firm size (Monroe and Teh 1993, DeAngelo 1981). In addition, it is crucial to control for audit quality in the analysis of impairment of independence (when joint services are provided). In this study, audit firm size is defined as whether the auditor is a Big 6 or non-Big 6 firm
.  A positive coefficient is expected for this variable (Monroe and Teh, 1993, p. 87).

Finally, previous year’s audit opinion (QUAL0) is included, as there is evidence of its relationship with the current year’s audit opinion (Mutchler 1985). A company receiving a qualification in the previous year is likely to receive a qualification in the current year (Lennox 1999). Hence, the expected coefficient is predicted to be positive.

Market Variables

Dopuch et al. (1987) suggests that variability of stock returns reflect the risk of lawsuits against auditors. Lawsuits against auditors take place usually after the value of the equity falls precipitously. Therefore, the variability of returns is expected to be positively related to QUAL1. Monroe and Teh (1993) and Dopuch et al. (1987) use the residual standard deviation of returns STDDEV and systematic risk BETA to capture variability of stock returns. These measures are expected to be positively related to audit qualification.

RET is defined as the company’s return minus the market adjusted return. Although Dopuch et al. (1987) used return adjusted for the industry in their main analysis, they note that alternative return variables such as market adjusted return yielded similar results (fn 12). It is expected that when the company’s return is below the market return (RET<0), a higher level of uncertainty exists and thus a higher likelihood of qualification exists.

Time listed TIMEL, defined as the time the company has been publicly listed, is included as younger companies are more likely to experience financial distress (Mutchler 1985). This study defines TIMEL as a dichotomous variable taking the value of 1 if the firm has been listed on the Australian Stock Exchange (ASX) for more than 5 years and 0 if less. 

IV  Sample

The initial data set is made up of companies listed on the ASX as at 30th June 1994. As of this date, there were approximately 1110 privately audited domestic listed companies. The market variables required in the audit qualification prediction model (BETA, RET and STDDEV) are purchased from the Australian Graduate School of Management’s (AGSM) Risk Measurement Service. Data related to the auditing function are obtained from Who Audits Australia? (Craswell, 1995). Financial statement variables for companies for which the market variables required in the audit qualification model exist are hand collected from ASX Datadisc.
  

As a result of the extensive data requirements of this study, the final sample consisted of 606 companies. All companies that meet the minimum data requirements are included in the sample. The final sample represents approximately 55% of the total population of companies for 1994. However, the final sample of 607 companies is further partitioned into holdout and estimation samples to test the first hypothesis. The holdout and estimation samples consist of approximately 300 companies each. The same holdout sample used to test the first hypothesis is used to test the second.

A comparison was undertaken for audit fees and NAS fees in order to determine whether the sample is significantly different from the population of companies. The results (Table 1) indicate no significant difference between the level of audit fees for companies included in the sample and the population of companies (p<0.2). Similarly, there is no significant difference between the mean level of NAS fees paid by sample companies compared to the population. The proportion of companies purchasing at least some NAS from their incumbent auditor in the sample is 80%, which is comparable to the 79% in the population. Analysis (not reported) shows the proportion of companies from each industry in the sample closely mirrors that of the population. 

TABLE 1 HERE

V: Results

Hypothesis One

The first hypothesis tests whether auditees purchasing a higher rather than lower level of NAS from their incumbent auditor have a higher level of absolute discretionary accruals ABSDA compared to low level purchasers of NAS. 

Descriptive Statistics for Holdout and Estimation Samples

As the first hypothesis requires estimation and holdout samples, independent samples t-tests are carried out to ensure the estimation sample is not significantly different from the holdout sample. It is crucial that the holdout and estimation samples do not differ as the estimation sample is used to obtain the estimated coefficients required in the modified Jones (1991) model used to derive ABSDA for the holdout sample.  The results are presented in Table 2 revealing none of these variables is significantly different between the two samples for ABSDA or other variables. 

TABLE 2 HERE

Total Accruals Model

Table 3 presents the results obtained from the regression of the modified Jones (1991) model. Because the modified Jones model is so well-established in the literature it is not presented her but rather is explained in footnote 14. The estimated coefficient ((1) for the deflated change in revenue CREVRE is negative (-0.097) and highly significant (p<0.000). According to Jones (1991, p. 213) the expected sign for this variable is not obvious as a given change in revenue can cause income-increasing changes in some working capital accounts (eg accounts receivable) and income-decreasing changes in others (eg accounts payable). The negative coefficient found in this study indicates total accruals decrease as non-discretionary revenues increase.

The estimated coefficient for deflated property, plant and equipment PPELAG is negative at –0.097 but insignificant at p<0.316. The negative estimated coefficient is consistent with expectations, as gross property, plant and equipment is a proxy for depreciation expense, which is a non-discretionary income-decreasing accrual. The lack of significance for this variable may cast some doubt on the validity of the model; however, the purpose of this study is not to model total accruals. The examination of the modified Jones (1991) model is for the sole purpose of obtaining the predicted errors required to test H1. Furthermore, the validity of the model is evidenced, as it is significant statistically with a moderately high adjusted R-square of 0.103
.

TABLE 3 HERE

Univariate tests

In order to test H1 univariately, an independent sample t-test is undertaken to determine whether the mean ABSDA between high level and low level purchasers of NAS in the holdout sample differ significantly. The results are presented in Table 3. Panel A provides the result when audit quality (BIG6) is not controlled for. The results indicate that mean absolute discretionary accruals ABSDA for high level purchasers of NAS is significantly higher (0.341) than mean ABSDA for low level purchasers of NAS (0.190). This relationship is significant (2-tail) at p<0.06.  Therefore, without controlling for audit quality, H1 is supported, albeit somewhat weakly, implying higher level purchasers of NAS engage in higher levels of earnings management compared to lower level purchasers of NAS.

Table 4, Panels B and C provide results for the independent samples t-test of mean ABSDA between high and low level purchasers of NAS when the holdout sample is partitioned into sub-samples of Big 6 and non-Big 6 audited companies. Similar results to the non-auditor-partitioned analysis are obtained for the sub-sample of Big 6 audited companies where mean ABSDA for high level purchasers is significantly higher at 0.399 compared to mean ABSDA for low level purchasers (0.189).  This difference is significant (p<0.05).  However, for the sub-sample of companies audited by non-Big 6 auditors, there is no significant difference in mean ABSDA between high and low purchasers of NAS (0.181 compared to 0.197 respectively).  

TABLE 4 HERE

As the univariate results for ABSDA for the two sub-samples are conflicting (but not unexpected), a partial correlation between the two variables (HIGHLOW and ABSDA) controlling for auditor quality (BIG6) is calculated. The partial correlation matrix in Table 3, Panel D indicates that a weakly significant positive relationship exists between ABSDA and NAS purchased (p<0.08). This provides further evidence to support H1.

These results indicate that the absolute level of discretionary accruals (ABSDA) is positively related to the level of NAS purchased only for companies audited by Big 6 auditors. A possible explanation for this is that companies audited by Big 6 auditors tend to be larger and hence may be more likely to purchase a higher level of NAS
 from their auditor
. Therefore, it is possible that Big 6 audited companies categorised as high level purchasers of NAS consist of the more extreme, upper end of high level purchasers of NAS. High level purchasers for non-Big 6 audited companies may consist only of companies purchasing marginally more than the median NAS from their incumbent auditor. Given this, there would be a greater incentive for Big 6 auditors to compromise their independence compared to non-Big 6 auditors. 

To test whether this phenomenon is driving the results, the mean level of NASAF between Big 6 and non-Big 6 audited companies is compared using an independent sample t-test. The results indicate that the mean NASAF of Big 6 audited companies is significantly higher than then mean NASAF of non-Big 6 audited companies (p<0.000) (refer to Table 3). This suggests the univariate finding that only Big 6 auditors potentially impair independence by allowing a higher level of earnings management to high level purchasers of NAS is driven by Big 6 auditors supplying a higher level of NAS to their clients compared to non-Big 6 auditors. Hence, they potentially have a greater incentive to compromise independence.

Hypothesis Two

The second hypothesis examines whether auditees purchasing a higher level of NAS from their incumbent auditor are more likely to receive a clean opinion compared to auditees purchasing a lower level of NAS from their auditors. The second hypothesis predicts a negative relationship between the relative magnitude of NAS purchased and the likelihood of audit qualification.

Univariate Results

Table 5 represents the Pearson correlation matrix for all variables in the audit qualification model. The highest level of correlation between the independent variables is between the standard deviation STDEV and company size LOGTA (-0.582); followed by a 0.571 correlation between INVTA and RECTA. These correlations are to be expected. Other correlations are unlikely to pose a problem. Furthermore, previous studies have found similar levels of collinearity without author or editorial doubt regarding the validity of the results.

TABLE 5 HERE

Table 6 reports the descriptive statistics for all variables included in the audit qualification model. From the frequencies presented in Panel B, the proportion of qualified companies in the total sample is 15.6%; this is representative of the population where the proportion of qualified companies is 14.5%. Even though the proportion of qualified companies in the sample is comparable to that in the population, the incidence of qualification is small compared to the total number of observations. 

The mean BETA of the sample is 1.156, indicating that sample companies are (on average) more risky than the market. This higher risk is reflected in the positive mean market adjusted returns (RET) of 21.863. However, the RET variable has an extremely large standard deviation (82.404) - implying that the returns for the samples are highly variable. Other variables in the model show little dispersion around the mean.

TABLE 6 HERE

The results of the independent sample t-test between qualified and unqualified companies are shown in Table 7. The mean BETA, STDDEV, RET, LOGTA, RECTA and TLTA are significantly different for companies in receipt of a qualification compared to those receiving an unqualified opinion. The mean differences for these variables are all in the predicted direction. 

In order to examine the univariate relationship between the type of audit opinion issued and the dichotomous variables, chi-square tests of independence is undertaken. The results reported in Table 6 Panel B, indicate significant differences between the proportions of prior year qualifications QUAL0 (p<0.000), companies audited by Big 6 auditors (p<0.000) and current year loss companies CYL (p<0.000), for qualified and unqualified companies. However, there is no significant difference in the proportion of companies listed for more than 5 years TIMEL (p<0.581).

The t-test indicates that a significant difference in mean NASAF for qualified and unqualified companies. The mean NASAF for unqualified companies is significantly lower at 0.776 than that for companies in receipt of a qualified opinion at 1.221 (p<0.002). This result implies companies purchasing more NAS relative to audit from their incumbent auditors are more likely to receive a qualified opinion, hence suggesting auditors do not compromise their independence. Therefore, the univariate tests using the continuous NAS fees measure (NASAF) indicate a rejection of H2. 

To further test H2, the dichotomous measure of the level of NAS fees  (HIGHLOW) is used. The result obtained using this dichotomous measure indicates no significant difference exists between high or low level purchasers in qualified compared to unqualified companies (p<0.355). This result does not support H2 but is consistent with Barkess and Simnett (1994). 

TABLE 7 HERE

Multivariate Results

Table 8 displays the coefficients, their predicted signs and the goodness of fit statistics for the audit qualification model. The estimated coefficient for NASAF, the hypothesis variable. is positive but insignificant (p<0.4). 

Of the significant variables, the signs of the coefficients are as predicted except for BIG6
. The negative coefficient for BIG6 indicates Big 6 auditors are less likely to issue a qualified audit opinion compared to non-Big 6 auditors, after controlling for other characteristics influencing qualification. A possible explanation is that as Big 6 auditors are presumed to be of higher quality, they are able to conduct a more efficient and effective audit in which the occurrence of Type I error
 is reduced. Another explanation is that companies hiring higher quality Big 6 auditors are more likely to voluntarily adhere to GAAP and accede to the auditor’s recommendations such that qualification is not necessary. Hence, the rate of qualification of Big 6 audited companies is lower than non-Big 6 audited companies, when other factors are controlled for.

TABLE 8 HERE

Other variables with coefficients significantly different from zero and in the predicted direction are QUAL0, CYL and TLTA at p<0.03. All three variables are positively related to a current year qualification. This result indicates that consistent with other studies (eg Lennox 1999) the previous year’s audit opinion is a good predictor of the current year’s opinion. In addition, the positive relationship between CYL and the current year audit opinion implies that a company reporting a loss is more likely to receive a qualified audit opinion compared to a company reporting a profit. The significance of these three variables is consistent with the findings of Dopuch et al. (1987). 

The significantly positive coefficient for TLTA implies companies with higher leverage are more likely to receive a qualification compared to their lower leveraged counterparts. However, RET, BETA, LOGTA and INVTA, significant in the univariate tests, are no longer significant. Despite this, the model is significant statistically with a pseudo-R square of 49.25%. The model has an overall accuracy rate of 76.72%
 with Types I and II success rates of 92.28% and 57.14% respectively.

The multivariate regression is also estimated using a dichotomous variable (HIGHLOW) to represent the level of NAS fees purchased. The estimated parameters for this regression are shown in Table 8 (Model 2).  Although the significance of the estimated coefficient for the NAS fee variable increases (p<0.22) when HIGHLOW is used, it remains insignificant. Hence, there is no support for H2 consistent with  Barkess and Simnett (1994). That is, based on these results, auditors who derive a higher level of NAS fees from their clients are not more likely to issue a clean opinion compared to auditors who derive a lower level of NAS.
Discussion 

It seems that results from the two hypotheses provide conflicting conclusions as to whether auditors compromise independence when joint services are provided. Testing the first hypothesis finds that high level purchasers of NAS exhibit a higher level of discretionary accruals compared to lower level purchaser of NAS, suggesting auditors impair their independence by allowing higher level NAS purchasers to engage in more earnings management compared to lower level purchasers of NAS. On the other hand, the results of testing the second hypothesis indicate high level purchasers of NAS are not more likely to receive a clean opinion compared to low level purchasers of NAS, after controlling for financial and market variables that may impact the audit opinion issued.

It is possible the conflicting implications with respect to the relationship between the provision of joint services and auditor independence can be explained by the audit signalling value hypothesis (Beck et al. 1988a, 1988b).  Market participants may be aware of the incentive effects associated with joint provision of services, resulting in reduction in the signalling value of the audit.  In order to avoid this, auditors may act to appear independent so as to increase their credibility. Hence, as the audit opinion issued is more directly observable to market participants than the level of discretionary accruals as an earnings management tool, auditors providing joint services may be more reluctant to choose this as a means by which to compromise independence. Consequently, they may permit alternative means of independence-impairment, such as tolerating a higher level of earnings management, since the level of earnings management is not as directly observable to the market participants.
Another possible explanation is that although high level purchasers of NAS seem to be able to engage in a higher level of earnings management compared to low level purchasers of NAS, auditors have to allow the higher earnings management without issuing a qualified opinion when warranted for there to be an impairment of auditor independence. In order to test if this is the case, the audit qualification model is estimated including an interaction term between NASAF and ABSDA. 

Table 7 (Model 3) reports the results from the estimation of the audit qualification model with the interaction term NAS*ABSDA, that is the interaction between the level of NASAF and the absolute level of discretionary accruals. The estimated coefficient for the interaction term is negative but insignificant (p<0.239)
. Therefore, it can be concluded that auditors do not impair their independence even though they allow a higher level of earnings management to clients purchasing more NAS relative to audit services as these auditors do not necessarily issue a clean opinion despite the higher level of earnings management.

VI:
Concluding Remarks

The ongoing controversy over the potential impairment of auditor independence when auditors provide joint services (audit and NAS) has important implications for the auditing profession. This study examines the relationship between auditor independence and NAS fees when the incumbent auditor provides joint services. The approach involves testing the relationship between NAS fees relative to audit fees and two independence-related measures: (i) the level of earnings management and (ii) the audit opinion issued by the incumbent auditor. A supplementary test examines the significance of any relationship between the interaction of the level of NAS fees relative to audit fees and earnings management, and the type of audit opinion issued.

It is hypothesised that if impairment of auditor independence occurs, companies purchasing joint services are more likely to be able to engage in a higher level of earnings management due to diminished auditor independence. The level of earnings management is proxied by estimating on a holdout sample the absolute level of discretionary accruals using the modified Jones (1991) model. The results suggest auditees purchasing a higher level of relative NAS from their incumbent auditors have a higher level of discretionary accruals compared to lower level purchasers of relative NAS.

In addition, it is hypothesised that an impairment of auditor independence can be seen to occur if high level purchasers of NAS are more likely to receive a clean opinion compared to low level purchasers of relative NAS from their incumbent auditor. Although this question has been examined by two prior studies (Barkess and Simnett 1994 and Wines 1994), these studies find conflicting results. This study replicates but refines these studies by adopting the audit qualification prediction model developed by Dopuch et al. (1987) and Monroe and Teh (1993). No significant association is found between the relative level of NAS fees and the type of audit opinion issued. 

The first and second hypotheses provide conflicting evidence on whether auditors potentially compromise their independence in the presence of joint NAS and audit provision. As such, further tests are carried out to examine whether there is a relationship between the type of audit opinion issued and the interaction between the level of NAS fees and earnings management. This is investigated because auditors can be said to compromise their independence only if they allow a higher level of earnings management without issuing a qualification when warranted. As the results do not support such a relationship, they suggest auditees purchasing a higher level of NAS and concurrently engaging in higher levels of earnings management are not more likely to receive a clean opinion. Hence, this provides evidence that auditors do not impair their independence. 

Limitations

Several limitations exist within this study. The cross-sectional design assumes any impairment in auditor independence when joint services are provided occurs in the same year as the year of purchase of services. However, a higher (lower) level of NAS fees may result in auditor independence impairment in subsequent years, which could be captured only through a longitudinal study. 

Furthermore, the analysis for the first hypothesis is heavily dependent on the validity of the estimated modified Jones (1991) model to obtain the level of absolute discretionary accruals for the holdout sample. This design assumes that after randomisation, the companies in the estimation sample are representative of the companies in the holdout sample. 

Another potential limitation of the study is the existence of outliers, which potentially bias the results of the measurement of discretionary accruals. None of the outliers was removed from the sample as these extreme values could provide important information content in examining the relationship between the provision of joint services and auditor independence. 
The sample in this study is also limited due to survivorship bias. As the availability of market variables such as BETA is one of the criteria for inclusion in the sample, this causes companies in the sample to consist predominantly of older and more financially healthy companies. However, survivorship bias is inherent in almost every study that uses such market variables.

Another limitation is the assumption that audit and NAS fees are correctly reported. Companies may not be able to separate accurately the fees paid for audit and NAS services. In addition, it is assumed that auditors bill auditees for their services within the correct time frame. It is possible some services conducted within the current year may be billed to the coming year. 

Future Research

Several avenues for future research emanate from this study. A replication using a time series approach to estimate the modified Jones (1991) model or other measures to proxy for earnings management could be valuable. The result of testing the first hypothesis can be replicated also by using a continuous rather than dichotomous measure of the level of NAS fees. Future research can determine whether this continuous measure of NAS fees is a significant determinant of the level of discretionary accruals.

The findings indicate auditors potentially compromise their independence through allowing a higher level of earnings management, but not through issuing proportionately more clean opinions to high level purchasers of NAS. This finding is suggested to be due to the fact that the former practice is not as directly observable to market participants as the latter. As this notion was not tested directly, future research can expand on the possibility that impairment of auditor independence occurs only when the means of impairment is less visible to market participants. 

TABLE 1:
Comparison of Sample and Population Companies
PANEL A: DESCRIPTIVES STATISTICS FOR POPULATION AND SAMPLE


POP ULA TION OF COMPANIES (N = 1110)
COMPANIES IN THE TOTAL SAMPLE (N = 607)


T-TESTS OF MEAN DIFFERENCE (POPULATION AND SAMPLE GROUPS


Mean
Min.
Max.
Std. Dev
Mean
Min.
Max.
Std. Dev
Mean

Diff.
t-value
Sig.

Audit fees (000)
136.83
0
5401
473.96
168.09
0
5401
540.36
31.26
1. 43
0.213

(2 tail)

NAS fees (000)
109.10
0
5631
380.69
126.12
0
3600
405.78
17.02
0.97
0.334 

(2 tail)

NAS fees=dollar value of fees paid for non-audit services to incumbent auditor

Panel B: Frequencies of Companies Purchasing NAS from Incumbent Auditor




Sample
%
Population
%

NAS fees = 0
119
19.60
231
21.00

NAS fees > 0
448
80.40
880
79.00

Total
607
100.00
1100
100.00

TABLE 2:
ESTIMATION (0) AND HOLDOUT (1) SAMPLES 



Mean
Std. Dev.
t-value
p-value



Total Assets
0
1188.52
9271.58
0.713
0.476


1
727.78
6303.29



Total Liabilities
0
918.42
8455.40
0.654
0.513


1
531.52
5816.15



Audit Fees
0
181.59
547.59
0.612
0.514


1
154.68
534.99



NAS Fees
0
129.18
390.98
0.178
0.859


1
123.32
421.96



Property,  Plant & Equipment
0
211.44
1192.62
1.377
0.169


1
112.55
416.00



Systematic Risk (Beta)
0
1.16
1.16
-0.049
0.961


1
1.16
1.28



Return
0
21.86
82.40
0.726
0.468


1
17.94
17.94



Total Accruals
0
-7.16E-02
0.91
-1.233
0.218


1
7.29E-02
1.84



Change in Revenue
0
0.15
0.84
-0.790
0.430


1
0.39
5.49



Property, Plant & Equipment deflated by lagged total assets
0
0.30
0.38
-0.147
0.883


1
0.31
0.45



Where: 0 =holdout sample No = 311, 
1 = estimation sample
NI= 296
TABLE 3
OLS REGRESSION OF THE MODIFIED JONES (1991) MODEL
PANEL A: MODEL SUMMARY

Estimation Sample (N=296)
Variable
Unstandardised Coefficients
t-values
Sig.

Constant
0.194
1.516
0.130

CREVRE
-0.269
-4.392
0.000

PPELAG
-9.697E-02
-1.005
0.316

R

Adj R2

F

Sig.
0.642

0.103

17.92

0.000

Where 0 = Big 6 audited companies, 1 = Non-Big 6 audited companies, Where ABSDA is the absolute value of discretionary accruals estimated using:u it  = TAit /Ait-1 - ((1[1/A t-1] + ( it [((REVit - (RECit) / Ait-1] + ( it [PPE it,/ A it –1]where TA    Total Accruals at time t = [(Current Assetst - (Casht - [Current Liabilities]-Depreciation and Amortisation Expense t-1, (REV= the change in total revenue between t and t- 1 for companyI, (REC= the change in total receivables between t and t- 1 for companyI, A t-1 = Total assets for companyi for t-1, PPE = Gross property, plant and equipment, HIGHLOW= dummy variable set equal to 1 if companyi purchases more than the mean level of NAS and 0 otherwise.
TABLE 4
H1: T-TEST OF MEAN DIFFERENCES BETWEEN GROUPS - HIGH AND

LOW PURCHASERS OF NAS

PANEL A: RESULTS FOR THE WHOLE SAMPLE (Holdout Sample N=311)


HIGHLOW
N
%
Mean
Std. Dev.
t-value
p-value

ABSDA
0
143
46.0
0.1898
0.2446
-1.62
0.053


1
168
54.0
0.3410
1.1802





311
100





PANEL B: RESULTS FOR SUBSAMPLE OF BIG 6 AUDITED COMPANIES


HIGHLOW
N
%
Mean
Std. Dev.
t-value
p-value

ABSDA
0
90
42.2
0.1855
0.2663
-1.688
0.047


1
123
57.8
0.3996
0.3719





213
100





PANEL C: RESULTS FOR SUBSAMPLE OF NON- BIG 6 AUDITED COMPANIES


HIGHLOW
N
%
Mean
Std. Dev.
t-value
p-value

ABSDA
0
53
54.1
0.1971
0.2047
0.415
0.339


1
45
45.9
0.1808
0.1792





98
100






Panel D: Partial Correlation Matrix (Controlling for Big 6 or Non-Big 6 auditor)


ABSDA
HighLow

ABSDA
1 (p-value = 0.000)


HIGHLOW
0.079* (p-value = 0.0825)
1 (p-value = 0.000)

*significant at 0.1

Panel E: T-Test of Mean Difference in NASAF between Big 6 and Non-Big 6 Audited Companies


NASAF
N
%
Mean
Std. Dev.
t-value
p-value

BIG6
0
98
46.0
0.6408
0.0911
-1.8994
0.029


1
213
54.0
0.9259
0.0927





311
100





Where 0 = Big 6 audited companies, 1 = Non-Big 6 audited companies, Where ABSDA is the absolute value of discretionary accruals estimated using:u it  = TAit /Ait-1 - ((1[1/A t-1] + ( it [((REVit - (RECit) / Ait-1] + ( it [PPE it,/ A it –1]where TA    Total Accruals at time t = [(Current Assetst - (Casht - [Current Liabilities]-Depreciation and Amortisation Expense t-1, (REV= the change in total revenue between t and t- 1 for companyI, (REC= the change in total receivables between t and t- 1 for companyI, A t-1 = Total assets for companyi for t-1, PPE = Gross property, plant and equipment, HIGHLOW= dummy variable set equal to 1 if companyi purchases more than the mean level of NAS and 0 otherwise.

TABLE 5

CORRELATION MATRIX FOR AUDIT QUALIFICATION PREDICTION MODEL

PANEL A: CORRELATION MATRIX (USING A CONTINUOUS MEASURE OF LEVEL OF NAS PURCHASED)

(Holdout Sample N=311)


QUAL1
QUAL0
BIG6
BETA
STD.

DEV
CYL
RET
TLTA
INVTA
RECTA
LOGTA

QUALO
0.584**











BIG6
-0.238**
-0.173**










BETA
0.095**
0.056
-0.069









STDDEV
0.280**
0.300**
-0.201**
0.325**








CYL
0.324**
0.188**
-0.130**
0.192**
0.433**







RET
-0.095*1
-0.039
0.086
-0.395**
0.199**
-0.122**






TLTA
0.345*
0.282**
-0.043
0.023
0.210**
0. 124**
-0.0641





INVTA
0.0401
-0.003
-0.018
0.009
0. 163**
0.093
0.049
0. 1 38**




RECTA
0.093**
0.055
-0.053
0.063
0.303**
0.216**
0. 1 29
0.220**
0. 571



LOGTA
-0. 147**
-0. 116**
0.264**
-0.085
-0.582**
-0.413**
-0. 158**
-0.098*
-0.299**
-0.376**


NASAF
0. 1 24**
0. 1 08*
0. 1 074*
0. 1 09*
0.061
0.013
0.008**
0. 104*
-0.0751
-0.097*
0.086

HIGHLOW
0.063
-0.006
0.110*
0.095*
0.053
-0.032
-0.006
0.007
-0.0401
-0.041
0.080

** significant at 0. 05, *significant at 0. 1

Note: QUALli= dummy variable set equal to 1 if a qualification was given in the current year for companyi, 0 otherwise, QUAL0i=a dummy variable set equal to 1 if a qualification was given in the prior year audit report for companyi, 0 otherwise, BIG6= a dummy variable set equal to 1 if the auditor for companyi is a Big 6 auditor, 0 otherwise, BETA= slope of the coefficient of the Scholes-William model regression for companyi's share price, STDDEVi= residual standard deviation of share price for companyi from the market model regression, CYLI = a dummy variable set equal to 1 if a loss was experienced in the current year and 0 otherwise, RETi= common stock returns (incl. dividends) adjusted for market returns, TIMELI = a dummy variable set equal to 1 if companyii has been listed on the ASX for more than 5 years, and 0 if less than 5 years, LOGTAi= natural logarithm of the book value of total assets for companyI, RECTAi= ratio of receivables to total assets for companyI, INVTAi= ratio of inventory to total assets for companyI, TLTAi=ratio of total liabilities to total assets for companyI, NASAFi=non-audit Services Fees/Audit fees .

TABLE 6

DESCRIPTIVE STATISTICS -AUDIT QUALIFICATION PREDICTION MODEL
PANEL A: DESCRIPTIVE STATISTICS (Holdout Sample N=311)


Mean


Minimum
Maximum
Std. Dev

QUALI
0.135
0
1
0.342

QUALO
0.186
0
1
0.390

BIG6
0.685
0
1
0.465

BETA
1.156
-6.7
8.15
1.281

STDDEV
17.127
2.5
63.2
10.681

CYL
0.347
0
1
0.477

RET
21.863
-70.69
1142.68
82.404

TIMEL
0.819
0
1
0.385

LOGTA
3.693
0
11.78
2.153

RECTA
0.220
0
1.3
0.201

INVTA
0.192
0
4.67
0.310

TLTA
0.525
0.03
7.0
0.665

NASAF
0.836
0
14.12
1.235

HIGHLOW
0.540
0
1
0.499

PANEL B: FREQUENCIES (Holdout Sample N=311)

Variable
Category
Frequencies

QUALI
0
269


1
42

QUALO
0
253


1
58

BIG6
0
98


1
213

TIMEL
0
56


1
255

CYL
0
203


1
108

HIGHLOW
0
143


1
168

Note: QUALli= dummy variable set equal to 1 if a qualification was given in the current year for companyi, 0 otherwise, QUAL0i=a dummy variable set equal to 1 if a qualification was given in the prior year audit report for companyi, 0 otherwise, BIG6= a dummy variable set equal to 1 if the auditor for companyi is a Big 6 auditor, 0 otherwise, BETA= slope of the coefficient of the Scholes-William model regression for companyi's share price, STDDEVi= residual standard deviation of share price for companyi from the market model regression, CYLI = a dummy variable set equal to 1 if a loss was experienced in the current year and 0 otherwise, RETi= common stock returns (incl. dividends) adjusted for market returns, TIMELI = a dummy variable set equal to 1 if companyii has been listed on the ASX for more than 5 years, and 0 if less than 5 years, LOGTAi= natural logarithm of the book value of total assets for companyI, RECTAi= ratio of receivables to total assets for companyI, INVTAi= ratio of inventory to total assets for companyI, TLTAi=ratio of total liabilities to total assets for companyI, NASAFi=non-audit Services Fees/Audit fees .

TABLE 7
HI: INDEPENDENT SAMPLE T-TEST: QUALIFIED AND UNQUALIFIED
COMPANIES
PANEL A: GROUP STATISTICS (N=311)


QUAL1
Mean
Std. Error
t-value
p-value

BETA
0
1.108
0.075
-1.673
0.048


1
1.463
0.234



STDDEV
0
15.946
0.604
-5.129
0.000


1
24.686
1.909



RET
0
24.962
5.266
1.68
-0.093


1
2.007
7.104



TLTA
0
0.434
0.021
-6.466
0.000


1
0.105
0.226



INVTA
0
0.187
0.020
-0.701
0.242


1
0.223
0.026



RECTA
0
0.213
0.012
-1.646
0.050


1
0.268
0.032



LOGTA
0
3.818
0.132
2.618
0.005


1
2.891
0.291



NASAF
0
0.776
0.058
-2.187
0.015


1
1.221
0.362



Where 0 = companies receiving a clean opinion, 1 = companies receiving a qualified opinion
No =269
N1= 42
PANEL B: CHI-SQUARED TEST OF INDEPENDENCE OF DICHOTMOUS

VARIABLES - QUALIFIED AND UNQUALIFIED COMPANIES (N=311)

Variables
QUAL0
Chi-Square
Asymp. Significance

QUALO
0
105.970a
0.000


1



BIG6
0
17.655 a
0.000


1



CYL
0
32.721a
0.000


1



TIMEL
0
1.225 a
0.268


1



HIGHLOW
0
1.216 a
0.270


1



a - 0 cells (0%) have expected frequencies of less than 5.

TABLE  8

H2: MULTIVARIATE TEST

AUDIT QUALIFICATION PREDICTION MODEL



MODEL 1
MODEL 2
MODEL 3



Coefficient
Z
Sig.
Coefficient
Z
Sig.
Coefficient
Z
Sig.

QUALO
+
3.208
6.004
-0.000
3.280
6.090
0.000
3.278
6.039
0.000

BIG6
+
-1.430
-2.736
0.006
-1.455
-2.780
0.005
-1.355
-2.541
0.011

BETA
+
0.076
0.385
0.700
0.81
0.403
0.687
0.080
0.414
0.679

STDDEV
+
-0.008
-0.306
0.760
-0.014
-0.465
0.642
-0.004
-0.166
0.868

CYL
+
1.989
3.376
0.001
2.012
3.389
0.001
2.033
3.384
0.001

RET
-
- 0.008
-1.176
0.240
-0.007
-1.006
0.315
-0.008
-1.142
0.254

TIMEL
-
0.126
0.180
0.857
0.058
0.082
0.935
0.171
0.243
0.808

LOGTA
+/-
0.079
0.503
0.615
0.055
0.344
0.731
0.104
0.660
0.509

RECTA
+
-0.611
-0.390
0.697
-0.781
-0.494
0.621
-0.34
-0.348
0.728

INVTA
+
0.258
0.180
.0.857
0.333
0.234
0.815
0.189
0.145
0.884

TLTA
+
1.024
2.231
0.026
1.060
2.226
0.026
.023
2.250
0.024

NASAF
-
0.170
0.865
0.387
-
-
-
0.387
1.275
0.202

HIGHLOW
-
-
-
-
0.633
1.228
0.220
-
-
-

ABSDA
+
-
-
-
-
-
-
1.081
1.241
0.215

NAS*ABSDA
-
-
-
-
-
-
-
-0.683
-1.177
0.239

Pseudo R2

49.3%
49.5%
49.9%

Note: QUALli= dummy variable set equal to 1 if a qualification was given in the current year for companyi, 0 otherwise, QUAL0i=a dummy variable set equal to 1 if a qualification was given in the prior year audit report for companyi, 0 otherwise, BIG6= a dummy variable set equal to 1 if the auditor for companyi is a Big 6 auditor, 0 otherwise, BETA= slope of the coefficient of the Scholes-William model regression for companyi's share price, STDDEVi= residual standard deviation of share price for companyi from the market model regression, CYLI = a dummy variable set equal to 1 if a loss was experienced in the current year and 0 otherwise, RETi= common stock returns (incl. dividends) adjusted for market returns, TIMELI = a dummy variable set equal to 1 if companyii has been listed on the ASX for more than 5 years, and 0 if less than 5 years, LOGTAi= natural logarithm of the book value of total assets for companyI, RECTAi= ratio of receivables to total assets for companyI, INVTAi= ratio of inventory to total assets for companyI, TLTAi=ratio of total liabilities to total assets for companyI, NASAFi=non-audit Services Fees/Audit fees, ABSDA=absolute value of discretionary accruals calculated using modified Jonies (1991) model.

Table 8 (Cont.)


Panel B: Model Summary

Model 1

Predicted Opinion
Observed

Opinion

Unqualified
Qualified
Per cent Correct


Unqualified
259
10
96.28%


Qualified
18
24
57.14%



277
34





Overall
76.71%

Model 2

Predicted Opinion
Observed

Opinion

Unqualified
Qualified
Per cent Correct


Unqualified
261
8
97.39%


Qualified
16
26
61.90%



277
34





Overall
79.65%

Model 3

Predicted
Opinion

Observed

Opinion

Unqualified
Qualified
Per cent Correct


Unqualified
260
9
96.65%


Qualified
17
25
59.52%



277
34





Overall
78.09%
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ENDNOTES







� The term ‘NAS’ is often used interchangeably with management advisory services or consulting. This paper does not attempt to make any distinctions between these terms with the term NAS being used for consistency. NAS is viewed as the hiring of an outside public accounting firm that makes recommendations to a company’s executives and/or is charged with the task of planning and implementing some course of action for corporate management (Firth 1997). Although companies can hire other parties besides the auditor as consultants, the analysis in this study does not incorporate NAS provided to the company by parties other than the audit firm, as only provision of NAS from the incumbent auditor is of interest.


� Barkess and Simnett (1994) finds no significant relationship between NAS fees and audit opinion where as Wines (1994) finds a significantly negative relationship between the level of NAS fees and audit qualification.


� As cited in Zeff (1998, p. 518).


� Palmrose (1986) finds a positive relationship between audit fees and NAS fees paid to non-incumbent auditors. This finding creates serious doubts as to the occurrence of knowledge spillovers.


� Parkash and Venable (1993) attributed this to the fact that the data used in these studies were collected from survey instruments resulting in response bias attributable to data sensitivity. In addition, there is also inconsistency in the definition of NAS in the studies.


� In the nonrestricted market, the auditor is able to provide joint services whereas in a restricted market, the auditor is unable to provide both services.


� Observations of the frequency of auditors being rehired after they shirked showed no systematic patterns either of auditors cutting back on their verification efforts in order to be rehired or of penalties imposed by sellers if the verification auditors performed their tests and disagreed with the seller’s disclosure (Dopuch and King 1991).


� An argument that earnings management can serve a useful purpose as a signalling mechanism is acknowledged here (eg Scott 1998).  However, the current literature with respect to auditor quality and aggressive reporting (eg Phillips 1999, Hansen and Watts 1997, DeFond and Subramanyam 1998) takes the view that constraint of earnings management through discretionary accruals is desirable.


� DeAngelo (1981) argues analytically that auditor quality is not independent of auditor size as auditors with a greater number of clients (larger in size) have more to lose by failing to report a breach in a particular client’s financial statements. In addition, Dopuch and Simunic (1980) argue that the dominance of the Big 8 now Big 5) audit firms is a form of product differentiation which implies that they are able to provide higher quality audits. 


� The absolute level of discretionary is used as this study does not attempt to look at specific circumstances for earnings management such as import relief investigations, debt covenant violations, bonus plans and political costs, where the direction of earnings management can be clearly specified.  By examining the absolute level of discretionary accruals,the study takes into account all incentives driving management to indulge in earnings management. 


� In examining factors that may potentially result in litigation against auditors, Lys and Watts (1994) argue that total accruals are a better proxy for earnings management compared to discretionary accruals because courts are unlikely to view the source of earnings manipulation as relevant. Krishnan and Krishnan (1997) also use total accruals as a proxy for earnings management in their study into litigation against auditors.  


� Becker et al (1998) argues that income-increasing accruals are more appropriate than discretionary accruals as a proxy for earnings management for two reasons Firstly, evidence suggests that managers are more likely to overstate than understate earnings (Defond and Jiambalvo 1991, Kinney and Martin 1994). Secondly, there has been evidence of auditors being routinely sued for allegedly allowing earnings management that overstates earnings but no such evidence exists for auditors who are sued for earnings management that understates earnings (St. Pierre and Anderson 1984). Lys and Watts concur with this view as they hypothesise a negative relationship between the accruals measure and the likelihood of litigation against the auditor. 


� For further information, see Dechow et al (1995).


� (TA()/(A(-1) = (1(1/A(-1) + (1((REV( - (REC()/(A(-1) + (2(PPE()/(A(-1) + ((                  


where TA = Total Accruals at time t = [(Current Assets(  - (Cash(] – [Current


           Liabilities] – Depreciation Expense(       


            (REV= the change in total revenue between t and t-1 for companyi


            (REC= the change in total receivables between t and t-1 for companyi	


	PPE = Gross property plant and equipment


	At-1 = Previous year’s total assets	


	(( = the error term


� This approach differs from Jones (1991) where time-series data was used to estimate the coefficients for equation (1). A time series approach to calculate discretionary accruals could not be adopted in this study due to the large sample size required in order to capture all levels of NAS purchasers. If a time-series approach had been used, a large amount of data collection would be required as Jones (1991, p. 206) noted that at least 14 years of data is required for estimation. A long time series of observations also would increase the likelihood of structural change occurring during the estimation period (Jones, 1991, p. 212) and the probability of serial correlation problems. The method used in this study is more consistent with the cross-sectional approached used by Defond and Jiambalvo (1994) even though their estimation and holdout sample were matched based on year and industry. A matched-pair approach was necessary for Defond and Jiambalvo (1994) because of their small sample size of 94 violation firms. As the sample size in this study is much larger, the estimation and holdout samples are obtained by random selection.


� � EMBED Equation.3  ��� Where the variables are as defined in the previous equation. 


� For further information, see Dopuch et al (1985).


� Monroe and Teh (1993) operationalised this variable by categorising an audit firm as medium or small.


� The requirement for market information is a serious impediment to sample size but the significance of these market proxies in prior studies justifies this data requirement. The limiting constraint relates to the need for 48 months of continuous data before the AGSM will calculate the beta and standard deviation.


� The average R-square for the regression in Jones (1991, p. 213) was 0.232  with a sample size of 23 firms.


� Although there are several factors determining the level of NAS purchased, there is no need to control for these factors in this study as the study is not interested in whether the level of discretionary accruals affects the level of NAS purchased but rather whether the level of NAS purchased affects the level of earnings management.


� This point relates to the fact that the NASAF of Big 6 audited companies may be higher than the NASAF of non-Big 6 audited companies because larger auditees may be more complex and hence require more NAS. In addition, auditees of Big 6 firms may also tend to buy more NAS from their incumbent auditors compared to non-Big 6 audited companies because Big 6 auditors may possibly have higher specialisation and a wider range of services compared to non- Big 6 auditors. This point is not saying that the level of NAS fees (without dividing by audit fees) is higher for larger auditees (who tend to be audited by Big 6 auditors) simply due to the fact that these companies are large. 


� A possible explanation for the negative coefficient is that as this ratio decreases, it can indicate that the level of sales in the company has decreased, increasing the probability of a qualification due to potential going concern problems.


� A Type I error occurs when the auditor issues a qualified opinion even though the ‘correct’ opinion should have been a clean opinion.





� The audit qualification model is also estimated  for the sub-sample of companies audited by Big 6 or non-Big 6 auditors. Consistent results were obtained where the interaction term is insignificant at 0.572 for Big 6 audited firms and 0.369 for non-Big 6 audited firms. In addition, the audit qualification model is estimated by including only NASAF and ABSDA but without including the interaction term between the two. The estimated coefficient for NASAF and ABSDA is insignificant with p-values of 0.399 and 0.693 respectively. The signs of the coefficients are positive, consistent with the signs obtain from the estimation of Model 3. 
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