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ABSTRACT

This study examines the impact of audit firm size on financial reporting
quality of listed insurance companies in Nigeria. Data were collected from
the annual reports and accounts of thirteen sampled insurance companies out
of thirty-three listed insurance companies on Nigerian Stock Exchange for
the period of eight years (2008 to 2015). Empirical analyses were carried out
using descriptive statistics, Pearson correlation and multiple regressions
(Ordinary Least Square). The study found that audit firm size has a positive
and significant impact on financial reporting quality. The study recommends
that non-big4 accounting firm should invest more resources in technology
and staff training, especially in specialized businesses (Insurance), so as to
enable them to compete with other accounting firms in auditing.

Keywords: Audit firm size, Financial reporting quality, insurance
companies

Introduction

The quality of financial reporting has been an issue of interest among
regulatory bodies, shareholders, researchers and the accounting profession
itself (Hassan and Bello, 2013). This is due to the fact that financial
reporting has always been a principal means of communicating financial
information to outside users who serve as the basis for assessing the
economic performance and financial health of a firm in the quest to monitor
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management’s actions and in making informed judgments and decisions.

As a response to the need of quality financial reporting frameworks of
International Accounting Standard Board (IASB) and Financial Accounting
Standard Board (FASB), IASB issued in 2008 an exposure draft entitled
“An improved conceptual framework for financial reporting”. According to
the IASB’s conceptual framework, a key prerequisite for quality in financial
reporting is the adherence to the objective and the qualitative characteristics
of financial reporting information which are comprised of relevance, faithful
representation, understandability, comparability, verifiability, and timeliness
(IASB 2008).

Many kinds of literature focus on two principal forces that motivate
auditors to deliver the quality-a litigation/insurance incentive and a
reputation incentive. Under the first motive, if auditors are legally liable for
audit failures to an economically significant degree, they have an incentive
to deliver quality to avoid the adverse consequences of litigation. Under the
second, auditors have reputational incentives to avoid audit failures because
audit quality is valuable to clients and so priced in the market for the audit
services. Auditors are statutorily required by law to audit the financial
statements to enhance the reliability. This is necessary to minimize the
conflict of interest between managers on one side, and shareholders and
other stakeholders on the other side as observed by Watts and Zimmerman
(1983) and Craswell and Taylor (1992).

Regulators in several important jurisdictions, including Europe and the
U.S., are considering rules that limit auditors’ liability because of the
concerns about how the audit market would respond as the major firms went
out of business after the collapse of Enron. However, the delayed disclosure
of an auditor's opinion on the true and fair view of financial information
prepared by the management and increased the information unevenness and
uncertainty in investment decisions (Mohamad & Nassir 2010). The
principal-audit relationship between shareholders and management is one of
the many adduced reasons for engaging the services of external auditors.

The conflict of interest is minimized, and confidence and reliability are
maximized when a company is audited by a large and reputable audit firm.
Al-Shammari et.al (2007), Jensen and Meckling (1976) and Watts and
Zimmerman (1983) argued that big audit firms serve as a mechanism in
reducing the agency cost and exert more of a monitoring role by limiting the
opportunistic behavior of managers, thus exerting more of desirable
behavior. This is consistent with the argument by De Angelo (1981) who
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posited that in an attempt by large audit firms to avoid potential damage to
their reputation, they pressurized their clients to disclose the maximum
information required, thus enhancing compliance among their clients. An
audit firm is large if it is among the Big4 Audit Firms consisting of Akintola
Williams Deloitte & Touche, Ernst and Young, KPMG and Price Water
House Coopers.

Badejo (1998) argues that the insurance industry “mitigates the impacts
of risks and positively correlates to growth as entrepreneurs cover their
exposures, otherwise risk-taking abilities are hampered”. Insurance
companies indemnify the ones who suffer a loss and stabilize the financial
position of individuals and firms with the possibility of transfer of different
kinds of risks to insurance companies (Richard & Victor, 2013). This means
that without pooling and transferring risk which insurance companies
provide, part of the economic activities would not take place and positive
effects on social welfare would fail. In other words, by creating an
environment of greater security, insurance fosters investment and innovation
or economic growth.

Insurance companies in Nigeria have contributed to the development of
economic growth through managing the risks of firms as well as the
households. However, Nigerians have a negative attitude toward insurance
companies, this accounted largely for the low patronage of insurance
companies in Nigeria. These attitudes can prevail either because of Standard
of living, religion and other demographic factors as people living below
poverty line are high and per capital income is low, insurance penetration is
bound to be low. Thus, the foregoing suggests that there might be disparity
between the common behavioural response to insurance offerings and
strategies, and what obtains in Nigerian business environment. This coupled
with recapitalization in 2005/2006 which leads to the merger and acquisition
of insurance companies aimed at increasing the efficiency of the sector and
this affects the number of insurance companies from 104 to 29 as in 2009
and later increased to 32 in 2015.

Most of the studies on financial reporting quality have focused on
corporate governance components such as board composition, CEO duality,
institutional shareholding and audit committee’s impact on the quality of
financial report by Dabor and Adeyemi (2009), Tijjani and Dabor (2010),
Hassan (2011)and Hassan and Bello(2013) other studies like Kantudu and
Samaila (2015), Hassan (2013), Dabor, and Dabor (2015), and Adamu and
Kantudu (2015) studied the impact of other variables on financial reporting
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quality other than Audit quality (audit firm size), even though audit quality
enhances confidence of users on the financial statement. This study is aimed
at examining the impact of audit firm size on financial reporting quality of
insurance companies in Nigeria based on the qualitative characteristics of
financial reporting information.

Theoretical Framework

Auditor with big scale can provide a better audit quality compared to
auditor with small-scale, including giving their opinion ongoing concern.
On the hand, Schauer, (2002) examined the association between auditor size
and audit quality for a sample of not-for-profit entities. Their audit quality
measure was based on the entity’s compliance with GAAP reporting
requirements. Auditors were divided into three classes: Big four, large non-
Big four and small non-Big four. They found that compliance increased as
one moved from the small non-Big four to large non-Big four and from the
large non-Big four to Big Four. They also tested the auditor size—audit
quality relationship with a more continuous measure of audit firm size: the
number of professionals employed by the audit firm. This test further
confirmed their findings.

DeFond et al. (2002) find the evidence that Big Four auditors are more
often to report audit problems in a going-concern opinion rather than Non-
Big Four auditors. Geiger & Rama (2006) tested the different audit quality
between Big Four auditors and Non-Big Four auditors. The results show
that the error rates type 1 and 2 which are made by Big Four auditor are
lower than Non-Big Four auditors. Francis and Yu (2009) find that big
auditors more likely give a going-concern opinion on audited reports and the
clients of big 4 auditors are proved to have less aggressive profit
management. However, Tasios and Bekiaris (2012) assessed the quality of
financial reporting of Greek companies according to each qualitative
characteristic of financial reporting information. Results indicate that
auditors perceive the qualitative characteristics of financial reporting
information as important quality elements of the financial reports. As far as
the quality of financial reports of Greek companies is concerned auditors
perceive it to be of moderate quality attributed mainly to earnings
management, poor corporate governance, family ownership and deviation
from accounting principles. Consequently, Skinner and Srinivasan (2012)
found that "Firms with a reputation for credible financial reporting are likely
to change auditors when their audit quality is questioned to avoid the capital
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market consequences of potentially unreliable financial reporting™. In such
sense, a firm with a good reputation is more likely motivated to maintain
skilled auditors to further maintain reputation.

Hassan (2013) examined the monitoring characteristics and financial
reporting quality of the Nigerian listed manufacturing firms. Financial
reporting quality is represented by earnings management using the modified
Dechow et al.,, (1996) model. The result shows a significant positive
relationship between monitoring characteristics and financial reporting
quality. The control variables both returns on assets and return on equity are
significant. Leverage, independent directors, audit committee, institutional,
block and managerial shareholdings are all significant and imply that
monitoring characteristics are influencing financial reporting quality of
quoted manufacturing firms in Nigeria.

Nyor (2013) assessed the quality of annual reports and accounts of
Nigerian firms from the perspective of users of such accounting
information. The study administered questionnaires to respondents and
taking the qualities of accounting information as understandability,
relevance, consistency, comparability, reliability, objectivity and
completeness. Likert scale and Chi-Square was used to test the hypothesis,
the study provides evidence that the quality of annual reports and accounts
of Nigerian firms is only moderate. Consequently, the study recommends
that Nigerian firms should strive to achieve higher financial reporting
quality

Sunghwan, Pae and Kim, (2014) studied the effects of auditors’
reputation and default risks on the unethical usage of expenses in Korea,
between 2007 and 2011. The study found that the catering expenses do not
have any statistically significant relationship with the reputation of auditors,
proxied by big 4 auditing firms, which are the biggest in size and primarily
associated with the global auditing and consulting firms like Ernest Young,
so, they increase with bad audit opinions, implying firms try hard to
improve the results of audit using catering expenses, so; the predicted
default risks increase the expenditure of the expense while the defaults
actually incurred decrease such spending and that the expenses increase
with new auditors imply that firms cater their auditors for better audit
opinions. Thus, it is recommended that firms in Korea might have used
unethically expenses more when in distress.

Kantudu and Samaila (2015) study examine the impact of monitoring
characteristics on financial reporting quality of the Nigerian listed oil
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marketing firms. Financial reporting quality is represented by the qualitative
characteristics of the financial statement. The study uses data obtained from
an audited annual report and accounts of the sampled oil marketing
companies for twelve years covering 2000 to 2011. Multiple regression was
used to analyze the data using Stata version 12.0. It is discovered that Power
separation, independent directors, managerial shareholdings, and
independent audit committee are all significant and imply that monitoring
characteristics are influencing financial reporting quality of quoted oil
marketing firms in Nigeria.

There are many theories which attempted to explain the reasons for the
demand for audit services but the theory used to underpin this study is the
lending credibility theory, which suggests that the primary function of audit
is to add credibility to the financial statements. In this view, the auditor’s
service selling point to the clients is credibility. Audited financial statements
are seen to have elements that increase the financial statements users’
confidence in the figures presented by the management. Furthermore, by
adopting the theory it will aid the study in determining the impact of
auditor’s reputation on the quality of financial reporting.

Literature Review

This chapter reviews the prior literature on audit firm size and financial
reporting quality which is the significant focus of this research. The
following specific areas were addressed: the conceptual, empirical
framework as well as relevant theories.

External auditing plays an important role in bridging the effectiveness
and efficient functioning of business environment by adding credibility to
financial statements Such assurance is needed for stakeholders of the
company, usually including not only shareholders but other parties as well
(tax authorities, banks, regulators, suppliers, customers and employees). Lee
& Ali, 2008 posit that the objective and techniques of auditors have changed
significantly over time and can be divided into several phases. However,
Mansouri, Pirayesh & Salehi (2009) suggested that audit quality is
positively related to audit independence. But he also points out if there is
lack of competence, the auditors must rely on the management of the clients,
and there is no way of independence in existence. Hence audit quality,
auditor independence, and auditor competence are positively related.
Furthermore, from the perspective of reporting direction and information
risk, Chen and Zhou (2009) as cited from Becker et al. (1998) said that
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“auditing is a form of monitoring that constrains managerial reporting
discretion and therefore reduces information risk.” Hence, the quality of
auditing is the quality of reporting direction and information risk reduction.

The need for audit began from the monitoring role of the auditor in the
relationship between agents and principals. It is defined that audit quality as
"the quality of the firm's auditor is one factor that restricts the extent to
which managers can manage earnings. The role of the auditor is expected to
suppress conflicting interests in moral hazard issues. When there is a
conflict of interest between the principal and the agent where the agent is
unable to perform as desired by the principal, then to avoid or minimize
differences from the agent’s interest the principal would establish a
monitoring system. One of the monitoring mechanisms is audit quality,
which fosters the decrease of information asymmetry and protects the
investment of the principal, especially shareholders and potential
shareholders, by providing assurance under the reasoning that the financial
reports presented by the management are free from material misstatement
(Watts and Zimmerman, 1983).

In the not-for-profit organizations, Tate and Feng (2013) find that audit
firm specialization is an essential consideration in the decision to request
proposals from audit firms. Seyyed, Mahdi, and Mohsen (2013) provide a
further explanation that audit quality could be a function of the auditor’s
ability to detect material misstatements and report the errors. Together with
other similar definitions, they all emphasize on two of the most critical
aspects of audit quality, namely auditor ability or auditor effort, and auditor
independence. Therefore, this stream of definitions is mainly about the
auditors’ quality.

It is commonly suggested that audit quality is positively related to firm
size and specialization. De Angelo (1981) once stated that “larger auditors,
as captured by membership among the Big N, tend to provide higher quality
audits. In later theoretical and empirical research studies, it is confirmed that
firm size is closely associated with audit quality. Further, Li, Stokes, Taylor,
and Wong (2009) suggest that "large and/or specialized auditors are seen as
being likely to have greater insurance coverage in the event of financial
statement fraud and/or other forms of proven audit failure”.

A firm brand is another key firm characteristic that improves the audit
value. Audit is usually regarded as high quality when conducted by those
Big 4 firms, because of a higher level of available resources and a greater
degree of personnel training and expertise. According to Hennes et al. (2011
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cited in Skinner & Srinivasan 2012), "firms with a reputation for credible
financial reporting are likely to change auditors when their audit quality is
questioned to avoid the capital market consequences of potentially
unreliable financial reporting”. In such a sense, a firm with a good
reputation is more likely motivated to maintain skilled auditors to further
maintain reputation. Ultimately “auditors develop a brand name reputation
for providing higher quality assurance, with a resulting increase in the
quality of audited financial statements”

Several researchers found that the size of the audit firm affects the audit
quality. Khalil (2011) found that the clients of the big four accounting firms
reported materials and systematical weaknesses significantly lower than the
clients of non-big four accounting firms, especially in the years 2005 and
2006. De Angelo (1981) and Carlin, Finch & Laili (2009) argues that big
accounting firms not only possess technical and processing skills, but they
also have higher brand equity and tend to concentrate on their protection. A
big client portfolio will enable them to withstand client pressure. The size of
an accounting firm is the most important factor that affects the
independence of an auditor; followed by audit tenure, competition, audit
committee, the providers of the consulting services for the company
management, and the size of fees.

Some factors such as professional competence, auditor’s qualification
and supporting technical information undoubtedly can be found in large
audit firm’s system. Such factors can be taken into consideration when
assessing the influence of audit firm’s size on audit quality to facilitate the
detection of the possible errors (Hussein & Hanefah, 2013). The higher
degree of specialization of large audit firm’s employees, the technological
knowledge of audit groups in large firms would be higher than in small
auditors. In other words, continuing professional education is more
considerable in large audit firms than in small ones (O’Keefe & Westort,
1992). Larger audit firms support higher quality audits (Francis, 2004).

De Angelo (1981) connects the link between auditor size and auditor’s
reputation through the economic theory of quasi-rents which states that
there are two conflicting forces that affect auditor’s behavior. On the one
hand, client-specific quasi-rent raises auditor’s dependence on the client; on
the other hand, the quasi-rent specific to the rest of the clients also
discourages the auditor to misbehave (De Angelo 1981). He argues that the
greater the size of an audit firm, the higher is the perceived audit quality due
to a large amount of collateral (De Angelo 1981).
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Audit firm size is supposed to be one of the issues that could affect
auditor’s reputation because it is assumed that the larger audit firms are
considered to be more independent for at least two reasons as outlined. First,
because of the firms’ size, the audit fee generated from a particular client
constitutes a smaller percentage of the audit firm’s total revenue. Second,
larger audit firms usually have many divisions to provide the services
needed by clients, and therefore the person who audits the client would be
different from the person who provided non-audit services.

On the contrary, the situation in a small audit firm differs as an auditor
handles more varied duties and also the audit fee generated from a particular
client constitutes a more significant percentage of audit firm total revenue.
From this situation, there is a proposition that auditors from a larger audit
firm would act more independently than auditors from a smaller audit firm.
Some audit firms have grown into large international audit firms, frequently
called the big-four audit firms. These audit firms are linked worldwide. On
the other hand, local audit firms, ranging from one to several partners still
exist.

In Nigeria, though corporate financial reporting is primarily guided by
the provisions of accounting standards issued by the Nigerian Accounting
Standards Board-NASB, now the Financial Reporting Council of Nigeria-
FRCN (Dandago, 2009), pronouncements by professional accounting bodies
(ICAN and ANAN) and requirements of statutes such as CAMA, SEC,
CBN, BOFIA, NDIC among others are largely expected to be complied with
the financial reporting (ldighe, 2007; Asada, 2010 and Fowokan, 2011).
Reporting is one way of demonstrating the accountability and transparency
of a company. The annual report is the means of communication between
companies and outside parties, particularly on current activities to the user
of financial information in making decision. According to Barde (2009),
financial reporting entails disseminating accounting information to furnish
current and potential users to enable them to assess financial position and
cash flow potentials of the firm. Information that is decision-useful to
capital providers may also be useful to other users of financial reporting
who are not capital providers, as a result, the information that is considered
as high-quality can decrease the agency cost problem by means of closing
the information asymmetry gap that occurs between shareholders and
management (. The primary objective of financial reporting is to provide
high-quality financial reporting information concerning the economic
entities, primarily financial in nature, useful for economic decision-making
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(IASB, 2008; & FASB, 1999). Therefore, providing high-quality financial
reporting information is important because it will positively influence
capital providers and other stakeholders in making investment, credit and
similar resource allocation decision and enhance the overall efficiency
(IASB 2008, Beest, Braam and Boelens, 2009).

According to the Framework, providing decision-useful information is
the primary objective of the financial reporting. Decision-useful information
Is defined as “information about the reporting entity that is useful to present
and potential equity investors, lenders, and other creditors in making
decisions in their capacity as capital providers” (IASB, 2008). In line with
the Framework and recent literature, we define financial reporting quality in
terms of decision usefulness (Beuselinck & Manigart, 2007; Jonas &
Blanchet, 2000). Jonas and Blanchet (2000) describe two general
perspectives that are widely used in the assessment of financial reporting
quality. The first perspective relies on the needs of users. Under this
perspective, the quality of financial reporting is determined on the basis of
the usefulness of the financial information to its users, (Baxter 2007). The
second perspective of financial reporting quality is focused on the notion of
shareholder/investor protection.

Cohen et al. (2004) explain that the notion of financial reporting quality
remains a vague concept. Financial reporting is another term for financial
accounting (Anthony, Hawkins and Merchant 2011). In order to achieve a
high quality of financial reporting, the acceptable accounting methods, the
amount and types of information to disclose, and the format in which to
present it are chosen depending on which alternative provides the most
useful information for decision-making purposes (decision-usefulness)
(Kieso, Weygandt & Warfield (2014). Regardless of the classification, each
qualitative characteristic contributes to the decision-usefulness of financial
reporting information (Kieso et al., 2014). Characteristics that make
information useful are relevance, reliability, completeness, timeliness,
understandability, and verifiability (Azmi & Mulyani 2015).

Mackenzie Coetsee, Njikizama, Chamboko Colyvas and Hanekom
(2012) state that qualitative characteristics consist of fundamental and
enhancing characteristics, where fundamental qualities encompass relevance
and faithful representation while enhancing qualities encompass
comparability, verifiability, timeliness, and understandability. Beyersdoffet
al., (2013) also explain that fundamental and enhancing qualities are the
most valuable information for capital providers. The qualities that make
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accounting information useful have been designated its “qualitative
characteristics”. These characteristics are the attributes that make
information useful to users (Gaffikin, 2008). Subramanyam and Wild (2009)
call these characteristics as desirable qualities of accounting information.
Information on criteria such as relevant, reliable, completeness, timelines,
understandable, verifiable, and accessible is classified as high-quality
information (Mulyani, 2009). The usefulness of this high-quality
information depends on the user (Mulyani, 2009). To assess the quality of
financial reporting, various measurement methods have been used in prior
literature among which we could refer to accrual models, value relevance
models, research focusing on specific elements in the annual report, and
methods operationalizing the qualitative characteristics.

The qualitative characteristics methods aim at assessing the quality of
different dimensions of information simultaneously to determine the
decision usefulness of financial reporting information. Jonas and Blanchet
(2000), Lee Strong, Kahn and Wang (2002) and McDaniel, Martin and
Maines (2002) develop questions referring to the separate qualitative
characteristics in order to assess information quality. Although their
research indicates that qualitative characteristics can be made operational,
their operations are based on the current frameworks of the FASB (1980)
and the IASB (1989) rather than on the new reporting Framework (2008).
Therefore, some inconsistencies compared to the framework may exist. In
addition, some of these operations are not complete and focus solely on
relevance and faithful representation (McDaniel et al., 2002). Although
understandability, comparability, and timeliness are perceived to be less
important than relevance and faithful representation, for a comprehensive
assessment it remains important to include them in the analysis Beest et al
(2009). In addition, the complete annual report has to be taken into account
since financial reporting refers to both financial and non-financial
information.

This study uses the last approach by operationalizing qualitative
characteristics both fundamental and enhancing qualities in line with the
principles of Beest, Braam and Boelens, 2009. The fundamental qualitative
characteristics (i.e. relevance and faithful representation) are most important
and determine the content of financial reporting information (Beest et al.,
2009). The enhancing qualitative characteristics (i.e. understandability,
comparability, verifiability, and timeliness) can improve decision usefulness
when the fundamental qualitative which include characteristics are
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established (Beest et al., 2009). The measurement of financial reporting
quality in terms of qualitative characteristics is important because the
qualitative characteristics are those attributes that make the information in
the financial statements useful to users. The conceptual framework
developed by the Financial Accounting Standards Boards (FASB) and in the
U.S. IASB has listed several qualitative characteristics of useful financial
information. These include relevance, reliability, timeliness, verifiability,
faithful representation, neutrality, consistency, and comparability.

Hence, financial statement is considered as having a good quality if it
fulfils the qualitative characteristics as mentioned previously. To
operationalize the qualitative characteristics, the study used the IASB (2008)
and IFRS (2010) frameworks which define the financial reporting quality in
terms of fundamental and advance enhancing qualitative characteristics
underlying decision usefulness. The fundamental qualitative characteristics
which are relevance and faithful representation are most important and
determine the content of financial reporting information. The enhancing
qualitative characteristic of understandability, comparability, verifiability,
and timeliness also improve decision usefulness when the fundamental
qualitative characteristics are established. The informative content
associated with an auditor’s reputation resides in the content of promising
outcomes that have been delivered (Stajkovic & Luthans 2001). The content
desired by users of audited financial statements is that an independent,
objective auditor has issued the correct opinion on the client’s financial
statements after conducting a high-quality audit in conformity with
generally accepted auditing standards.

According to Skinner and Srinivasan (2012), "firms with a reputation for
credible financial reporting are likely to change auditors when their audit
quality is questioned to avoid the capital market consequences of potentially
unreliable financial reporting”. In such sense, a firm with a good reputation
is more likely motivated to maintain skilled auditors to further maintain
reputation. Ultimately “auditors develop a brand name reputation for
providing higher quality assurance, with a resulting increase in the quality
of audited financial statements” Cohen et al. (2004) highlight the
relationship between corporate governance mechanisms and financial
reporting quality. However, research that focuses on a specific element in
the annual report has a partial focus and thus does not provide a
comprehensive overview of total financial reporting quality

Sloan (2001) opines that financial report is the first source of independent
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information that communicates the activities of a company to stakeholders.
Base on this some scholars liken financial report to a report card that is used
to assess management’s activities for an accounting year. However other
scholars argued that it is unrealistic to assess managers’ performance base
on the content of financial reports because they have great input in the
preparation these reports. . Titman & Trueman (1986); Schauer (2002)
assumed that a highly reputational audit firm is seen as an audit that
improves the reliability of financial statement information and allows
investors to make a more precise estimate of the firm's value.

Audit quality is a component of the quality of accounting information
disclosed and higher disclosure quality leads to a lower information
asymmetry between traders Clinch et al. (2012). A high-quality audit is one
performed “in accordance with generally accepted auditing standards
(GAAS) to provide reasonable assurance that the audited financial
statements and related disclosures are (1) presented in accordance with
generally accepted accounting principles (GAAP) and (2) are not materially
misstated whether due to errors or fraud.” Government Accountability
Office (2003)

According to Francis et al. (2011), audit quality has a positive
relationship with the quality of financial reporting, which can be proxied by
earnings quality. If the quality of earnings is high, the informativeness and
usefulness of earnings would be correspondingly high, hence the accuracy
of the information. Therefore, recent stream of literature argues that audit
quality is the quality of the audited earnings (Francis et al. 2011).

The accounting profession, audits play an important role in serving the
public interest by increasing the accountability of managers and reinforcing
trust and confidence in financial reporting. Therefore, audit quality is to
assess whether or not audits have served the public interest through
increasing the accountability of managers and reinforcing trust and
confidence in financial reporting.

Methodology

This study employs a non-survey design because the data required for the
study was obtained from published annual reports and accounts of the
sample companies with respect to audit firm size and the qualitative
characteristics of financial reporting (relevance, faithful representation,
understandability, comparability and timeliness). The study covers thirty
two insurance companies listed on the Nigerian Stock Exchange (NSE) as of
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December 31%, 2015 (see appendix 1) after applying purposive sampling
technique as the company must be quoted on NSE prior to the period of this
study, which resulted in the emergence of thirteen companies as the working
population for the study depicted in Table 1. The data generated from the
study were analysed using different statistical techniques including Pearson
Correlation and Multiple Regression. The dependent variable is the
qualitative characteristics of financial reporting quality proxied by
relevance, faithful representation, understandability, comparability and
timeliness (see appendix 2) while the independent variable is audit firm size
measured by big4 (Pricewaterhousecoopers, KPMG, Akintola Williams
Deloite & Touch and Ernst and Young) and the non-big 4 (SIAO & Co,
BDO professionals, Doyin Owolabi et al., Beker Tilly Nig., Aboyomi
Dosunmu et al., Messrs Muhktari Dangana et al., and Balagun and Badejo
& Co. audit firm).

Table 1. Sample Size

SIN Companies Type_ of \_(ear

service listed

1 AIICO Insurance Plc Composite | 1990

2 Guinea Insurance Plc General 2007

3 IG Insurance Plc Composite | 2005

4 LASACO Assurance Plc | Composite | 1991

5 Law Union and Rock General 1990
Insurance Plc

6 Linkage Assurance Plc General | 2003

7 Mutual Bens}‘lct Assurance General 2002

8 NEM Insurance Plc General 1990

9 Niger Insurance Plc Composite | 1993

10 Prestige AFs)?grance Co. General | 1990

1 Royal Exchange Life 1990
Assurance Plc

12 Standard Alliance General 2003
Insurance Plc

13 WAPIC Insurance Plc General 2005

Source: Generated by the Researcher from NSE Daily Official Listing, 2016.
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Model Specification
FRQ =f(RFRJU,CT)..ciniiiiiii e (1)
FRQ =1(AFS) «oii (i1)
FRQ = Bo + BrAFSit+ Citenveneeiiiiiiiieiee (111)

Where: FRQ = Financial reporting quality
AFS = audit firm size
R = Relevance
FR = Faithful representation
U = Understandability
C = Comparability
T = Timeliness
Bo = Regression intercept;
1= Parameters to be estimated,
e = Error term
it = company i in year t

Results and Discussion

The study conducted some tests in order to ascertain the validity and
reliability of the results. From the study, this includes heteroskedasticity and
Hausman specification. The result of the heteroskedasticity test, with respect
to the study model, shows the presence of heteroskedasticity as the
probability (p-value) of the chi-square is 0.0085 (see Appendix 3) which is
significant. Since heteroskedasticity which is not the ideal condition was
found in the model it was corrected through the Ordinary Least Square
(OLS) robust test. However, considering the result of the Hausman
specification test (Appendix 3) which shows the chi-square probability (p-
value) of 0.0058 which is significant the study result should be interpreted
based on the Fixed Effect (FE) model. From the results of the tests
conducted above, it is obvious that the data are free from any regression
errors capable of invalidating the underlining regression assumption of the
study and the regression estimates obtained can be relied upon.

Table 2. Descriptive Statistics of the Dependent and Independent Variable
VARIABLE | Mean | Standard Deviation | Minimum | Maximum
FRQ 2.75 0.40 1.84 3.67
AFS 3.89 1.25 2.5 5.00
Source: Generated by the Researcher from Annual Reports and Accounts of Sampled
insurance companies using Stata 12.0
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The descriptive statistics of the variables in Table 2 above shows the
results for the mean, standard deviation, minimum and maximum scores of
the variables. The mean financial reporting quality (FRQ) score for the
sampled insurance companies in Nigeria shows a mean in relation to the
reporting quality of about 2.75. This shows the elements of less quality with
regard to financial reporting of the company. The minimum computed value
of financial reporting quality is 1.84 and the maximum is 3.67 and as shown
by the standard deviation of 0.40, there is significant variation in the
financial reporting quality among the sampled insurance companies during
the period reviewed. On the other hand, the mean proportion of audit firm
size shows that the average value of 3.89 means most of the financial
statements are audited by big 4 accounting firms, the minimum value of 2.5
shows the number of companies financial statements audited by non big4
accounting firm while the maximum value of 5 shows the number of
companies financial statements audited by big4 accounting firm over the
period reviewed. The computed standard deviation is 1.25 which shows the
presence of dispersion in the audit firm size among the sampled insurance
companies.

Table 3. Correlation Matrix of the Dependent and Independent Variable
Variables | FRQ AFS
FRQ 1 1

AFS 0.3091* | 1.000
Source: Generated by the Researcher from the annual Reports and Accounts of Sampled
Insurance companies

The results of the correlation between the dependent variable (financial
reporting quality) and the independent variable (audit firm size) of the study,
as presented in Table 3, show that accounting firm size has a positive and
significant relationship with financial reporting quality as shown by the
correlation matrix result of 0.3091 which is consistent with the study of
Pujilestari and Herusetya, (2013).

Table 4. Summary of Fixed Effect Result

Variables Coefficient | Std Error z p>/z/
CONSTANT 2.35904 0.1083 | 21.77 | 0.000
AFS 0.10012 0.0294 3.41 | 0.001
R Square: Within 0.1392
Between 0.5508
Overall 0.3556
P Value 0.0002

Source: Generated by the Researcher from the annual Reports and Accounts of Sampled
Insurance companies using stata version 12.0
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The Fixed Effect (FE) regression results presented in Table 4 reveal the
cumulative R? of 0.3556 which implies that about 35.56% of total variation
in financial reporting quality of listed insurance companies in Nigeria is
considered by audit firm size auditing the company’s financial statements.
This shows that the model is fit and the variables are properly selected,
combined and used and the findings of the study can be relied upon.

The FE result presented in Table 4.3 shows that the accounting firm size
(bigd and non big4) has a positive and significant impact on financial
reporting quality as shown by the coefficient of 0.10012 and p-value of
0.001, which is positive and significant. This means that a 1% increase in
accounting firm size other variables held constants will lead to a 10%
increase in the quality of financial reporting of the sampled insurance
companies. This finding is in support of the notion that when a company’s
financial statement is being audited by big/large audit firm the financial
reporting of such firm should be of high quality and it is also in agreement
with prior studies like Herusetya, (2012), Mayangsari, (2004), Herusetya,
(2009), (Pujilestari & Herusetya, (2013), Siregar et al., (2011) and Francis
and Yu (2009) found that big auditors more likely give going concern
opinion on audited reports, and the clients of big4 auditors are proved to
have less aggressive profit management.

Conclusion and Recommendations

Financial reporting quality is fundamental to the decision making process
of users especially the investor group who relied basically on financial
statement audited by an external auditor. From the discussion of results and
findings, the study concludes that accounting firm size plays a vital role in
achieving a high quality of financial reporting as it is found that the
companies under review engage mostly the Big4 audit firm in auditing their
financial statement than the non-Big4 which impacted positively on the
quality of financial reporting. Based on the above conclusions, the study
recommends that other audit firms (non big4) should invest more resources
in technology and staff training especially in specialized businesses like
insurance so as to strengthen auditors’ work and improve the financial
reporting quality of the companies.
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Appendix 1
Table 5. Population of the Study
SIN Companies Type of service | Year listed
1 African Alliance insurance Plc Life 2009
2 AIICO Insurance Plc Plc Composite 1990
3 Baico Insurance Plc Life 2007
4 | Consolidated Hallmark Insurance Plc General 2008
5 Cornerstone Insurance Plc Composite 2007
6 Custodian and Allied Insurance Plc Life 2007
7 Equity Assurance Plc General 2007
8 Goldlink Insurance Plc Composite 2008
9 Great Nigeria Insurance Plc Composite 2005
10 Guaranty Trust Insurance Plc Life 2009
11 Guinea Insurance Plc General 2003
12 IG Insurance Plc Composite 2005
13 International Energy Insurance Plc General 2007
14 Investment and Allied Insurance Plc General 2008
15 LASACO Assurance Plc Composite 1991
16 Law Union and Rock Insurance Plc General 1990
17 Linkage Assurance Plc General 2003
18 Mansard Insurance Plc Composite 2009
19 Mutual Benefit Assurance Plc General 2002
20 NEM Insurance Plc General 1990
21 Niger Insurance Plc Composite 1993
22 Oasis Insurance Plc General 2007
23 Prestige Assurance Co. Plc General 1990
24 Regency Alliance Insurance Plc General 2008
25 Royal Exchange Assurance Plc Life 1990
26 Sovereign Trust Insurance Plc General 2006
27 Standard Alliance Insurance Plc General 2003
28 Standard Trust Assurance Plc General 2007
29 UNIC Insurance Plc Life 2007
30 Unity Kapital Assurance Plc General 2009
31 Universal Insurance Co. Plc General 2008
32 WAPIC Insurance Plc General 2005

Source: Generated by the Researcher from NSE Daily Official Listing, 2016.
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Appendix 2

Table 6. Measures to be used to Operationalize the Fundamental and Enhancing

Qualitative Characteristics (including the Measurement Scales)
Relevance

Q.

No Question

Operationalization

R1

To what extent does the presence of the forward
-looking statement help forming expectations
and predictions concerning the future of the

company?

1= No forward-looking
information

2= Forward-looking information
not a part of subsection

3= A part of subsection

4= Extensive Predictions

5= Extensive Predictions useful
for decision making

R2

To what extent does the presence of non-
financial information in terms of business
opportunities and risk compliment the financial
information?

1= No non-financial information

2= Little non-financial
information, no useful for forming
expectations

3= Useful non-financial
information

4= Useful non-financial
information, helpful for
developing expectations

5= Non-financial information
presents additional information
which helps
Developing expectations

R3

To what extent does the company use fair value
instead of historical cost?

1= Only historical cost

2= Most Historical cost

3= Balance fair value/Historical
cost

4= Most fair value

5= Only fair value

R4

To what extent do the reported results provide
feedback to users of the annual report as to how
various market events and significant
transactions affected the company?

1= No feedback

2= Little feedback on the past

3= Feedback is present

4= Feedback helps understanding
how events and transactions
influenced the company

5= Comprehensive feedback
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Faithful Representation

Q.

No Question

Operationalization

F1

To what extent are valid arguments
provide to support
The decision for certain assumptions and
estimates in the annual report?

1= Only describe estimations

2= general explanation

3= Specific explanation of estimation

4= Specific explanation, formulas
explained etc

5= Comprehensive argumentation

F2

To what extent does the company base its
choice for certain accounting principles
on valid arguments?

1= Changes not explained

2= Minimum explanation

3= Explained why

4= Explained why + consequences

5= No changes or comprehensive
explanation

F3

To what does the company, in the
discussion of the annual results, highlight
the positive events as well as the negative

events?

1= Negative events only mentioned in
the footnotes

2= Emphasize on positive events

3= Emphasize on positive events, but
negative events are mentioned; no
negative events occurred.

4= Balance positive and negative events

5= Impact of positive/negative events is
also explained

F4

Which type of auditors’ report is included
in the annual Report?

1= Adverse opinion

2= Disclaimer of opinion

3= Qualified Opinion

4= Unqualified opinion: Financial
figures

5= Unqualified Opinion: Figures +
internal control

F5

To what extent does the company provide
information On corporate governance

1=No description CG

2= Information on CG limited, not a
part of subsection

3= Apart of subsection

4= Extra attention paid to information
concerning CG

5= comprehensive description of CG
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Understandability

Q.

No Question

Operationalization

U1

To what extent is the annual report presented in

a well-organized manner?

Discretionary judgment based on:

1= Complete table of contents

2= Headings

3= Order of components

4= Summary/conclusion at the end
of each subsection

U2

To what extent are the notes to the balance

sheet and the
Income statement sufficiently clear

1= No graphs

2=1-2 graphs

3= 3-5 graphs

4= 6-10 graphs

5= > 10 graphs

U3

To what extent is the use of language and
technical jargon in the annual report easy to

follow?

1= Much jargon (industry), not
explained

2= Much jargon, minimal
explanation

3=Jargon is explained in
text/glossary

4= Not much jargons, or well
explained

5= No jargon, or extraordinary
explanation

U4

Which type of auditors’ report is included in

the annual Report?

1= Adverse opinion

2= Disclaimer of opinion

3= Qualified Opinion

4= Unqualified opinion: Financial
figures

5= Unqualified Opinion: Figures
+ internal control

us

What is the size of the Appendices and/or

glossary?

1= No Appendix/glossary

2= Less than one page

3= Approximately one page

4=110 2 page

5= Greater than 2 page
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Comparability
Q. No Question Operationalization
1= Changes not explained
To what extent do the notes to changes in 2= M_lnlmum_explanatlon
C1 | accounting policies explain the implication — 3._ Explained why
of the change? 4= Explained why + consequences
5= No changes or comprehensive
explanation
1= Revision without notes
To what extent do the notes to revisions in 2= Revision with few notes
C2 | accounting estimates and judgments explain 3= No revision/clear notes
the implications of the revision? 4= Clear notes + implications (past)
5= Comprehensive notes
To what extent did the company adjust 1= No adjustment
previous accounting period’s figures, for the 2= Described adjustments
C3 | effect of the implementation of a change in 3= Actual adjustments (one year)
accounting policy or revisions in accounting 4= 2 years
estimates? 5= > 2 years + notes
1= No comparison
To what extent does the company provide a 2= OnIX W'Th PTEVIOUS year
. 3= With 5 years
ca Comparison of the rgsults of current 4=5 years + description of
eriod with rglcigﬂl;n;::r(]:%untin eriods implications
P P gp 5 = 10 years + description of
implications
Judgment based on :
To what extent is the information in the - accounting policies
annual - structure
C5 | Report comparable to information provided - Explanation of events In other
by words: an overall conclusion of
Other organizations? comparability compared to annual
reports of other organizations
Timeliness
Q. No Question Operationalization
Natural logarithm of amount
of days
T How many days did it take for the auditor to sign the 1= 120 — 150days
annual report after book-year end? 2= 90 — 120days
3= 60 — 90days
4= 30 - 60 days
5=1 - 30days

Source: Adopted from Samaila (2014) and Adamu and Kantudu (2015)




