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ABSTRACT

This study investigated the effect of auditor's type and expertise on real
activities manipulation and compared it with accrual-based earnings
management within the framework of fraud triangle concepts (opportunity,
pressure, and rationalization). The research statistical population consists of
all companies listed on Tehran Stock Exchange during 2001-2015.
According to the literature review, the earnings manipulation is conducted
through methods such as offering sales discounts, facilitation of credit sales
opportunities, overproduction, and reduced discretionary expenditure.

Based on the theoretical literature, companies with a low return (first level
after zero earnings) were selected as the companies exposed to earnings
manipulation, and accordingly, the levels of accrual and real earnings
manipulation in this group of companies were measured. The estimation
results indicated high levels of abnormal accrual and real activities in
companies exposed to the earnings management. Having employed the
earnings manipulation proxies, we examined the impact of auditor's type and
expertise on reducing the level of real activities and discretionary accruals at
two levels, including all companies listed on stock exchange and companies
exposed to earnings manipulation. The results of hypothesis testing indicated
a significant and positive relationship between auditor's type and earnings
manipulation level through real activities.
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Introduction

The level of Fraud has increased at a hectic and steady pace in recent
years. The financial crisis of 2001 has witnessed an unprecedented scale of
corporate accounting frauds and involved some of America’s largest
corporations (Lokanan, 2015). Stakeholders rely greatly on auditors to serve
in a “‘public watchdog’’ role and help manage fraud risk and protect the
investors (McEnroe and Martens, 2001; Abdel-Khalik, 2002; Arel et al.,
2012). The scope of accounting fraud literature focuses heavily on the fraud
triangle (Cressey, 1973) as a theoretical framework for understanding why
fraud occurs and evaluating the impact of fraud risk factors on the financial
reporting (Boyle, DeZoort and Hermanson,2015).

The literature on the relationship between audit expertise, size and the
level of earnings manipulation is vast and considerable. Managers have a
great incentive to conduct earnings manipulation in line with their own
interests. These incentives stem from earnings-related covenants. Albrecht
et al. (2009) argued that a suitable accounting system could be considered as
a supporting tool for audit practice and fraud detection.

The accounting earnings are important for shareholders from both
"value" and "contract” aspects and are considered as the best tool for solving
the problem of "information asymmetry”. However, accounting standards
are flexible in determining earnings in many cases and assigning corporate
managers to the accounting judgments and estimates. It is assumed that the
process of information transfer is facilitated and the quality of financial
statements is enhanced by delegating these authorities.

Given the above-mentioned discussions, there are three factors namely,
opportunity, pressure [motivation] and rationalization, which are known as
three corner points of fraud triangle in the manipulation of accounting
earnings, so that the pressure by the capital market and by the company
stakeholders, managers' opportunities and authorities and, ultimately, the
benefits of earnings manipulation for corporate managers provide the
infrastructure required for this phenomenon in the firms.

Earnings management refers to managers' intentional acts to make the
reported earnings closer to their desired threshold and it is generally
classified into three categories of earnings management, earnings fraud, and
accounting creativity. "Earnings management™” means earnings manipulation
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within the framework of accounting standards and rules (paper
management) or modifying the structure of corporate activities in a way that
it exerts no negative effect on the firm value (real activity management).
"Earnings fraud" is a kind of earnings manipulation, which violates the
accounting standards and laws or reduces the firm value by changing the
structure of an activity. Finally, "creative accounting™ is a kind of earnings
manipulation, which is caused by a shortcoming or lack of any standard or
particular law, and accordingly, it does not violate the accounting standards
and the corporate regulations.

In terms of method, the earnings manipulation can be conducted as an
"accrual-based earnings management " and "real earnings management ".
Real earnings management is conducted by one of the sales increase
methods through sales discount, or credit sales, overproduction and a
reduced discretionary expenditure.

The concept of fraud triangle introduced for the first time by the
Statement of Auditing No. (82) of the United States in 1997 (AICPA,
1997). Romney and Steinbart (2003) considered the pressure or motivation,
opportunity for violation, and rationalization as prerequisites for the
occurrence of fraud in any business enterprise. According to fraud triangle,
fraud can be prevented by controlling and removing one of the mentioned
factors.

Opportunity refers to a situation, where one believes that one can commit
a fraud and conceal it. Buckhoff (2001) considered the individual
opportunity as the first and the most important factor for committing fraud.
Albrecht et al. (2009) introduced the growth factors of fraud as the
weakness of internal controls, failure of accounting system to evaluate firm
performance, inability to punish fraudster, lack of access to information,
unawareness, indifference and incompetence, and finally lack of audited
financial statements.

Pressure (motivation) refers to a situation, where one believes that there
is no other alternative for him/her except for participating in a fraudulent
activity. The pressure exerted on corporate managers arises from various
sources such as shareholders (to increase the stock price) and the creditors
(to prevent the violation of contracts and maintain job security and
managers' compensation).

Rezaee and Riley (2009) introduced the last fraud factor as fraud
rationalization, which refers to measures trying to consider the earnings
manipulation as an ethical and legal measure.
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Dechow and Skinner (2000) put forward some issues such as speeding up
the sales of goods, modifying the schedule for delivering the products,
delaying in recording the research and development (R&D) costs, and
savings in maintenance costs as parts of an earnings manipulation process.
Furthermore, Thomas and Zhang (2002) reported the evidence of
overproduction and Chapman (2011) provided the evidence of sales
discounts in the final quarter of a financial year as signs of earnings
manipulation.

Gunny (2010) classified the earnings manipulation methods through real
activities into five groups of (1) saving money in R&D costs, (2) saving in
administrative and public costs, (3) changes in the schedule of long-term
asset sales and investment, (4) sales discount, and (5) overproduction.

Literature Review

The role of the fraud triangle in fraud detection

Professional audit standards and related regulatory guidelines have
evolved over the past decades, which refer to the fraud triangle as a
guideline. For instance, SAS No.(99) is based on the fraud triangle and
Appendix A of the standard provides examples of types of fraud risk factors
that are related to the external auditors. Similarly, ISA 240 (IFAC, 2010)
describes the fraud risk factors as consistent with the fraud triangle. Beyond
these authoritative standards, the Center for Audit Quality (2010),
Committee of Sponsoring Organizations (COSO) (Beasley et al., 2010), and
the Public Company Accounting Oversight Board (PCAOB, 2007) provide
an additional fraud-related guidance or insight based on the fraud triangle.

Although a number of studies provide general support for the fraud
triangle and its use in auditing standards, the literature (e.g., Wilks and
Zimbelman, 2004; Hogan et al., 2008; Johnson et al., 2013; Trompeter et al.,
2013) emphasizes that more comprehensive study of the fraud triangle is
needed. The literature also lacks some on rationalizations, which Wilks and
Zimbelman (2004) found to be the most important component of the fraud
triangle. Other studies asserted that rationalization is difficult to observe and
incomplete when evaluating individual characteristics needed for fraud to
occur (Dorminey et al., 2012). For instance, SAS No. (99) details the use of
the fraud triangle and extends the rationalization component required for
formal assessment of management attitudes, which may be more observable
than rationalization.
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Real and Accrual Earnings Management based on Fraud Triangle Concepts

Janin and Piot (2005) argued that on the one hand, auditing is one of the
ways to reduce and prevent earnings manipulation and on the other hand,
the audited earnings are of higher quality and information content. Francis,
Maydew and Sparks (1999) have first attributed the audit quality to earnings
manipulation and stated that the big four audit firms have been more
successful in preventing the firm earnings manipulation and their clients
reported less discretionary accruals. These results are consistent with those
reported by DeAngelo (1981), who considered a correlation between firm
size and audit quality.

According to a research conducted by Janin and Piot (2005), the "tenure”
has a significant effect on auditor's objectivity and awareness in the initial
years of auditor's activity, but it has negative effects in subsequent years. Yu
(2008) also examined the relationship between auditor's expertise and type
of earnings manipulation and discovered that companies with audit services
are less prone to accrual-based management, but, by contrast, they are more
prone to real activities manipulation.

Boone, Khurana and Raman (2004) compared the audit quality in BIG4
audit firms with other institutions. According to preliminary results of their
study, the clients of BIG4 audit firms had (1) lower levels of accrual-based
earnings management, (2) higher levels of real activities manipulation, and
(3) higher quality according to investors' views. The results of a research
conducted by Boone, Khurana, and Raman (2004) were used as one of the
hypotheses of this research in companies listed on the Tehran Stock
Exchange.

Boyle, DeZoort and Hermanson (2015) evaluated how the use of
alternative fraud model practices affects external auditors’ fraud risk
judgments. The results indicated a significant fraud model type effect;
through which auditors evaluate the fraud risk factors based on a fraud
diamond practice more efficiently than (more conservatively) the fraud risk
factors based on a fraud triangle practice. Lokanan (2015) explored the
concept of the fraud triangle as a useful practitioner framework employed to
cope with fraud. This study was inspired by Fairclough’s critical discourse
theory and is supported by evidence from three accounting fraud cases.
Lokanan (2015) indicated that the Association of Certified Fraud
Examiner’s (ACFE, 2008) perpetuates a discourse that presents a restricted
version of fraud. Fraud is a multifaceted phenomenon, whose contextual
factors may not fit into a particular framework. Consequently, the fraud
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triangle should not be seen as a sufficiently reliable model for antifraud
professionals.

Numerous studies have been conducted on the impact of audit type, size,
and reputation on earnings management In Iran. These studies are
concentrated on accrual-based earnings management (not real earnings
management) and have been done by different methodologies. In most of
the cases, the level of accruals has been considered as a proxy for earnings
quality and the audit firm has been classified as a big and small ones.
According to Aghaei and Kouchaki (1995), the size, history, reputation, and
type of audit firms can be considered as criteria, which distinguish the audit
quality. Ebrahimi-Kordlou and Seyyedi (2009) studied the effect of auditor's
opinion and firm size on discretionary accruals and concluded that among
all research variables only the audit firm size is associated with the
discretionary accruals.

Etemadi, Mohammadi, and Nazemi-Ardakani (2010) examined the
relationship between auditor's expertise and the quality of earnings during
2002-2007 and concluded that firms, which have industrial specialist
auditors have lower discretionary accruals and higher earnings response
coefficient (ERC). Namazi, Bayazdi and Jabbarzadeh-Kangarloei, (2010)
studied the relationship between audit quality and earnings management.
They measured the audit quality and earnings management as auditor's size
and tenure and modified Jones’ model. The research results indicated a
significant and positive association between earnings manipulation and
auditor's tenure.

Research hypotheses

In this research, we posit 5 hypotheses to examine the relationship
between real and accrual-based earnings management and auditor's type and
expertise in our statistical sample as follows:

Hi: The accrual-based earnings management is lower in firms whose
financial statements are audited as compared to their counterparts.

H2: The real earnings management is higher in firms whose financial
statements are audited in comparison with their counterparts.

Hs: The accrual-based earnings management is lower in firms whose
financial statements are audited by industry specialized auditors as
compared to their counterparts.

Ha: The real earnings management is higher in firms whose financial
statements are audited by industry specialized auditors as compared to their
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counterparts.
Hs: There is a significant and negative relationship between accruals-
based earnings management and real earnings management.

Research Methodology

There is no concern regarding the sampling bias as we collected our
required data from the entire population. The spatial domain of this research
consists of companies listed on the Tehran Stock Exchange and its time
domain covers 2001-2014. Firms operating in financial and banking
industries are excluded from our initial statistical sample, primarily due to
their different reporting requirements that could influence the figures
associated with dependent variables. Since the market value of a firm is one
of the main factors of this model, we limit our statistical sample to firms
whose shares are actively traded on the Tehran Stock Exchange.

We employed Unbalanced Panel Data Analysis to estimate our regression
models. The need to allocate a distinct intercept for each section and period
iIs examined by using the Hausman and Chow tests. Furthermore, the
collinearity between variables is measured by a correlation matrix and also
the variance inflation factor (VIF). The correlation of error terms is also
measured by Durbin-Watson Statistic. Finally, the heterogeneity of the
regression models is examined by using the White Statistics.

Research models
Models for estimating the level of earnings manipulation

According to the related literature, companies conduct upward earnings
manipulation by accruals manipulation, overproduction, saving in costs,
giving discounts, and facilitation of credit sales conditions and these
measures lead to some effects such as too many accruals and production
costs and too low discretionary expenditure and operating cash flows. The
manipulation level is estimated by models of Table No (1).

Models 2 and 4 refer to overproduction and reduced discretionary
expenditure indices developed by Roychowdhury (2006) and based on the
model proposed by Dechow, Kothari and Watts (1998). Models 3 and 5
refer to Gunny's earnings management measure, which considers some
items such as size and growth opportunities (in both models) and cost
stickiness (in discretionary expenditure model). Abnormal level of indices is
expressed based on the error term (€). Model 6 indicates the modified Jones
model.
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Table 1. Applied models for the estimation of real and accrual-based earnings

management
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The dependent variables of models above are the cash flow from
operation (CFO), production costs (PROD), discretionary expenditure
(DISEXP), and total accruals (TACC) which are calculated as the difference
between operating earnings and cash flow from operations. The variables on
the right side of the equations are: the sales of current year (St), changes in
sales of current year (ASt), changes in sales of previous year (ASt-1),
Tobin's Q ratio (Qt), natural logarithm of market value (MV), internal funds
(INT) and cost stickiness DecDummy (DDt). Domestic fund (INT) refers to
the total earnings and amortization expense and a measure of managers'
funds for investment. Cost stickiness DecDummy (DDT) is a zero-one
variable, which takes the value of 1 if there is a drop in sales, otherwise
zero. According to the definition, at the time of increased sales, the
increased expense is more than the reduced expense during the same amount
of reduced sales. According to a usual theory on cost stickiness, the
managers keep a balance between the costs of maintaining the unproductive
resources in recession and the costs of alternative sources during the market
upturn (Anderson, Banker and Janakiraman. 2003). All variables are scaled
by total assets at the beginning of the year (At-1).

Boone, Khurana, and Raman's model

Boone, Khurana, and Raman's model (2004) is employed to test research
hypotheses according to Table 2 and it investigates the effects of type (size)
and expertise on reduced earnings manipulation through accruals and real
activities.
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Table 2. Boone, Khurana, and Raman's model for investigation of auditor's type and
expertise on level of earnings manipulation

M?de Description

NDACC = o +, SAZMAN + p,AUDTEN + f,AUDITSPEL + f,DMARKETSIZE
+ p,DMTB + B, DISTRESS + p_CFO + p,AS; + i, FINANCE
+ p,,LEVERAGE + B IMPLICIT + ,, SDSALE
+B,,SDROAP + B, SDCFO +2

AGGREM = a + p,SAZMAN + p,AUDTEN + p_AUDITSPEL + p, DMARKETSIZE
+ p,DMTE + p_DISTRESS + f_CFO + B AS, + p,FINANCE
+ B,,LEVERAGE + B, IMPLICIT + B, SDSALE
+ B, SDROAP + f,,SDCFO + 2

This model aims at investigating the coefficients of auditor's type and
expertise in the entire sample and those exposed to earnings manipulation. It
is expected that they be negative in the first model. Coefficients of model 2
can be positive or negative based on different theories. The variables used in
the above model are as follows:

The first and hundredth percentiles of data are known as the outlier data
and modified through trim plugin in Eviews software.

Yu's model (2008)

Yu's model (2008) is employed to further investigate the research
hypotheses. Unlike Boone, Khurana and Raman's model [10], it is
impossible to measure directly the effects of auditor's expertise on real
earnings management and it can be indirectly estimated by the identification
of a correlation between accruals and real earnings management. Yu's model
(2008) is utilized at two stages as follows:

In the model of the second stage, the dependent variable is one of the
four variables, namely the aggregate real earnings management
(AGGREM), abnormal cash flow from operations (ABCFO), abnormal
discretionary expenditure (ABEXP), and abnormal production costs
(ABPROD). Yu's model (Yu, 2008) is different as compared to the former
model because of the following features:
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NDACC abnormal accruals which is calculated by modified Jones model
(Jones,1991)

Real earnings management, which is the sum of accumulation of three
variables namely the abnormal and negative production costs,

AGGREM abnormal and negative operating cash flow, and abnormal discretionary
expenditure.
SAZMAN 1 If the audit of financial statements is the Iran Auditing Organization,

otherwise zero.

AUDTEN "Tenure" indicates the number of audit engagement.

It is a dummy variable, which is calculated based on auditor
contribution to market value of any industry and is measured based on
two criteria. (1) Liz and Water considered the audit, which has the
AUDITSPEL highest share of industrial market value, equal to 1 [10] and (2) Don
and Mayhew considered the audit with more than 20% of industrial
market value equal to one, otherwise zero (Boone, Kurana and Raman,
2004).

Deviation of natural logarithm of firm size from natural logarithm of

DMARKETSIZE . .
the same industry size.

Market to book value variable: It is a measure of firm growth

DMTB L
opportunities.
DISTRESS A measure of financial conditions Idetermmed based on Zmijewski and
Altman's models.
CFO Cash flow from operation. The predicted sign of this variable is
negative.
ASt Measures sales changes as a proxy for the firm growth. The sign of this

variable is expected to be positive.

FINANCE It takes the value of 1 in the case of increased capital (over 10%) or
debt growth (over 20%), otherwise zero.

Company debt ratio: The firms with higher financial leverage have a

LEVERAGE . . . .
greater incentive to manipulate earnings.
Dependence on human resources: It is measured based on Matsumoto's
IMPLICIT model and refers to one minus ratio of implicit assets to total firm
asset.
SD of sales, earnings and cash flows from operations are included in
SDSALE : : o
SDCEO model as control varlable§. Fluctuations of accruals and real activities
can depend on the operating features of company. These features are
SDROA L : .
measured by fluctuations in sales, profit, and operating cash flow.
It takes the value of if the firm is among the companies with earnings
Bench near to zero or the earnings change is almost zero compared to the

previous year (firms exposed to earnings manipulation), otherwise
zero.
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Table 3. Yu's models used for examining the effect of auditor's expertise on level of
earnings manipulation

Mode | NDACC, = B, + B, DMARKETSIZE, + B, DMTOB,+ B,DROAT, + B, Mkishare,

H e

First (1) 4 B Mkishare,” + =
stage '\I/I&d)e MDACC, = B, + B,DMARKETSIZE, + B, DMTOB , + B,DROAT, + B, AUDITSPEL,
Secon Mode

d 1 (3) Y, =By + B, DMARKETSIZE, + B.DMTOE ; + B;DROAT, + B,NDACC,
stage

+:

e "Auditor's expertise in industry” proxy is both zero and one (model 1)
and continuous (model 2) in model. "Auditor's expertise” continuous
variable is calculated by the ratio of client's total sales in a specific
industry to its total sales. Since there is a nonlinear correlation between
audit expertise continuous variable and discretionary accruals, the audit
expertise square is also added to model (Balsam, Krishnan, and Yang,
2003). This means that the expertise advantage creates in the industry
only when the auditor reaches a certain level of knowledge and
expertise in each industry.

e Despite using Boone, Khurana and Raman's model (2004) for testing all
research firms, the above model will be used only for firms exposed to
earnings manipulation.

Results
Hypothesis testing by using Boone, Khurana and Raman's model:

The necessary statistical tests such as reliability of variables and Chow
and Hausman's test are conducted to determine the appropriate model for the
estimation of parameters before estimating the regression. Table No. (4)
indicates the correlation between some variables in Boone, Khurana, and
Raman's model.

The above table indicates a positive and strong correlation between the
auditor's type and expertise due to the experience and development of audit
firm activities as it has led to more contribution in audit market by
industries. The modified Boone, Khurana, and Raman's model is conducted
because of this co-linearity and in order to homogenize the sample
companies. First, this model is once conducted after the exclusion of audit
expertise variable from model (columns 1 and 2 of Table No. 5) and then
after the exclusion of audit type variable (columns 3 and 4 of Table 5). The
strong co-linearity of two variables is confirmed due to the lack of change in
the coefficient of determination after the exclusion of these variables
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(compared coefficients of determination in columns 3 and 4 with 1 and 2 of
Table No. 5). Second, the SAZMANXBENCH and AUDITSPELxXBENCH
variables are added to model for testing this model on a homogeneous group
of companies exposed to earnings manipulation.

Table 4. Correlation coefficients between independent variables of Boone, Khurana
and Raman's model

SAMA | AUDTE | AUDITSPE | CFO ASt FINAN | LEVERAG | IMPLICI
N N L T CE E T
SAZMAN 1 0.352 0.875 0.087 | 0.061 0.048 0.009 0.029
AUDTEN 0.352 1 0.314 0025 | 0.000 -0.085 -0.049 0.007
AUDII_TSPE 0.875 0.314 1 0.109 | 0.067 0.074 -0.016 0.012
CFOT 0.087 -0.025 0.109 1 0.184 -0.009 -0.294 -0.203
ASt 0.061 -0.009 0.067 0.184 1 0.155 -0.083 0.013
FINANCE 0.048 -0.085 0.074 0 609 0.155 1 -0.029 0.008
LEVERAG - -
E 0.009 -0.049 -0.016 0294 | 0.083 -0.029 1 0.067
IMPLIT 0.029 0.007 0.012 0 2_03 0.013 0.008 0.067 1

Table 5 is based on Boone, Khurana, and Raman's model for companies
listed on the stock exchange during 2001-2014 and it investigates the
correlation between earnings manipulation and variables such as auditor's
type, expertise, tenure, etc. The results of Redundant Fixed Effects Test
indicate the need for allocation of distinct intercepts for each period and
stage.

Adjusted t-statistic is used based on the heterogeneity to investigate the
significance of coefficients. The results reported in table No. (5) indicate a
significantly negative relationship between auditor's type and accruals
manipulation at the significance level of 10% in sample firms (t-statistic is -
1.71). Furthermore, there is a negative relationship between the audit
expertise and accruals manipulation. The previous studies have considered
this issue as the high quality of audit firm reports and auditors' expertise
compared to other audit firms.

The above table indicates a positive relationship between audit size,
accruals and real earnings management in firms exposed to earnings
manipulation. In other words, the level of earnings manipulation in firms,
which is examined by audit firm, is more than other firms and these firms
benefit from the real and accruals methods to manipulate earnings.
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Table 5. Hypothesis test for Boone, Khurana, and Raman's model

1 2 3 4
Dependent AGGREM_W | NDACC WI | AGGREM_ W | NDACC WI
Variable: INS NS INS NS

Variable t-Stat. | Prob. | t-Stat. | Prob. | t-Stat. | Prob. | t-Stat. | Prob.

C 3.701 | 0.000 |-0.790| 0.429 | 3.669 | 0.000 |-0.769 | 0.441
SAZMAN 0.258 | 0.796 |-1.714 | 0.086
SAZMAN*BENCH | 1.709 | 0.087 | 1.528 | 0.126

AUDTEN -0.803 | 0.421 | 0.200 | 0.841 | -1.307 | 0.191 |-0.180 | 0.856

AUDITSPEL 0.234 | 0.217 |-1.424| 0.154

AUDITSPEL*BEN

CH 0.938 | 0.348 | 2.068 | 0.038

DMA%ETSS'ZE— 6.202 | 0.000 | 3.810 | 0.000 | 6.196 | 0.000 | 3.834 | 0.000

DMTOB_WINS -0.039 | 0.968 | 2.276 | 0.022 | -0.007 | 0.994 | 2.272 | 0.023

ZSCORE_WINS 0.670 | 0.502 | 8.028 | 0.000 | 0.672 | 0.501 | 8.031 | 0.000

CFOT_WINS -27.772 | 0.000 28-166 0.000 | 27.723 | 0.000 |28.196| 0.000

ASt _WINS 4.595 | 0.000 |-9.170| 0.000 | 4.604 | 0.000 |-9.177 | 0.000

FINANCE_WINS | 3.604 | 0.000 |-0.127| 0.898 | 3.580 | 0.000 |-0.129 | 0.896

LEVERASGE—W'N 1.132 | 0.257 | 2.916 | 0.003 | 1.127 | 0.256 | 2.916 | 0.003

IMPLICIT_WINS | -0.746 | 0.080 |-2.974| 0.003 | -1.728 | 0.084 |-2.975| 0.003

SDSALE_WINS 2.107 | 0.035 | 1.455 | 0.145 | 2.060 | 0.039 | 1.457 | 0.145

SDROA_WINS -2.915 | 0.003 | 4.504 | 0.000 | -2.917 | 0.0038 | 4.502 | 0.000

SDCFO_WINS -2.032 | 0.042 |-0.154 | 0.877 0.041 |-0.138| 0.890
Adjusted R-squared 0.703 0.652 0.703 0.652
F-statistic 17.865 14.625 17.861 14.627
Durbin-Watson stat 2.074 1.973 2.074 1.972

These findings are consistent with those reported by Boone, Khurana,
and Raman (2004) who argued that the level of real earnings manipulation
is higher for clients audited by BIG4 audit firms.

Hypothesis testing by using Yu's model

Before conducting Yu's model (Yu, 2008), the fixed effect approach is
selected to estimate the coefficients of the model through the Hausman Test.
The significance test on intercept coefficients indicates the importance of
both sectional and periodic coefficients in the model. The results of the
model can be explained according to table No (6).

There is a significantly negative relationship between abnormal cash
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flows and accruals manipulation (t-statistic is equal to -49.64). Since the
accruals manipulation reduces the cash flows compared to its normal level, a
negative correlation indicates the simultaneous real earnings manipulation
lowering the cash flows with accruals manipulation of firms.

Table 6. Correlation between real and accrual earnings management

Dependent Var.: AGGREM_ WINS | ABPRODR WINS | ABCFO WINS | ABEXPR_WINS

Variable t-Stat. Prob. t-Stat. Prob. t-Stat. Prob. t-Stat. Prob.

C 1.737 0.0823 1.590 0.111 -0.757 0.448 -1.308 0.190

DMARKETSIZE_WINS 7.138 0.0000 1.786 0.074 -5.722 | 0.000 | -5.831 0.000

DMTOB_WINS 1.009 0.3126 -0.551 0.581 0.044 0.964 0.054 0.952

DROAT_WINS -14.827 0.0000 -11.232 0.000 15.784 0.000 5.022 0.000

NDACC_WINS 27.475 | 0.0000 4.6127 0.000 49 6 40 0.000 | -4.133 0.000
Adjusted R-squared 0.529 0.378 0.664 0.627
F-statistic 10.120 5.956 17.292 14.867
Durbin-Watson stat 1.803 1.960 1.817 1.806

There is a significantly positive relationship between overproduction and
accruals manipulation (t-statistic is 4.61). This positive relationship
indicates the simultaneous earnings manipulation through overproduction
and accruals manipulation. There is a significantly negative correlation
between the abnormal discretionary expenditure and accruals manipulation
(t-statistic is -4.13). Finally, there is a significantly positive correlation
between the manipulation of real and accruals manipulation (t-statistic is
27.47).

In general, the results of above table indicate that unlike the previous
studies, there is no negative and significant relationship between the real
earnings and accruals manipulation. However, there is a significantly
positive relationship between earnings manipulation through real activities
and accruals in Iran during the recent years and this indicates that companies
listed on the Tehran Stock Exchange have used two complementary
earnings manipulation methods to achieve the target earnings.

Since there is no relationship between audit expertise and accruals in the
sample consisting of all firms, our sample is limited to firms exposed to
earnings management (zero earnings level), and Yu's model is repeated, but
there is no relationship between accruals manipulation and audit expertise
once again. According to compared coefficients of determination, there is a
low explanatory power in the model and lack of necessary control on
variables to explain the correlation between variables.




The Effect of Auditor's Type and Expertise on Real and Accrual Earnings ... 33

Table 7. Role of audit expertise in reduction of earnings management by employing

Yu's model
Variable — Model 1 — Model 2
Coefficient | t-Stat | Prob | Coefficient | t-Stat | Prob
C 0.003 0.944 | 0.344 0.006 1.219 | 0.222
DMARKETSIZE_WINS 0.052 5.120 | 0.000 0.052 5.179 | 0.000
DMTOB_WINS 0.000 1.784 | 0.074 0.000 1.717 | 0.085
DROAT_WINS 0.196 8.726 | 0.000 0.194 8.671 | 0.000
AUDITSPEL -0.002 -0.293 | 0.768
AUDITSHAREYEAR 0.000 0.016 | 0.987
AUDITSHAREYEAR? -0.022 -0.506 | 0.612
Adjusted R-squared 0.116 0.117
F-statistic 2.089 2.091
Durbin-Watson stat 2.257 2.257
Conclusion

This study investigates the role of auditor's type and expertise as the
factors influencing the earnings manipulation. According to the prior
literature, the clients of BIG4 audit firms have less opportunity to
manipulate the accruals, and thus they tend to manipulate the real earnings.
However, according to results of this research, despite the fact that there is
no significant difference between the level of accruals in clients of the
Iranian Auditing Organization and the clients of other audit firms, the real
earnings manipulation is higher in former clients than the latter. According
to a positive relationship between the accruals and real earnings, the
earnings manipulation is increased in Iranian Auditing Organization clients
because of limited accruals manipulation opportunities in these firms as it
leads them to earnings manipulation.

Consistent with a large body of research, this research hypothesizes the
uniform effect of macroeconomic variables on all firms and stable market
flow during the research period. To reduce the effects of these limitations,
the employed models are estimated at each level of the year and most of the
variables are defined as a deviation from the median. This partially resolves
the above-mentioned limitation. Other research limitations can be explained
as follows:

e Determination of only a group of firms as those suspected of upward
earnings manipulation: This approach is also performed by
Roychowdhury (2006) and Gunny (2010); and the "insignificance of
earnings manipulation in other firm levels™ is its main problem.

¢ Integration or removal of some industries from research sample due to
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the insufficient data to conduct the earnings manipulation models in
every industry per year could be another problematic limitation.

Further to the study

1- Investigation of auditor's role in reducing the real earnings and accruals
manipulation opportunities in firms operating monetary and financial
industries: The proxies of this research are mainly applicable for
manufacturing companies, but the real earnings manipulation is
conducted by different ways in specialized holdings, investment firms
and banks. The proxies are proposed to measure each mentioned case,
and it can be suggested to conduct studies on the auditor's role in
reducing the earnings manipulation opportunities in this group of firms.

2- Conducting studies on negative consequences of accruals and real
earnings and the auditors' roles in preventing them.

3- Due to the rejected hypotheses of auditor's expertise, it can be
suggested to conduct a research on measuring the audit expertise
through other available proxies such as "contribution of industries in
portfolios of audit firms™ while excluding the audit firm employers
from research samples.
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