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Abstract

This paper aims to assess the relationship between management ability and audit fees by
considering firm credit and auditor’s dependency during the financial crisis. Despite the presence
of extensive studies on determining factors in audit fees, most of the studies have been
concentrated on determining factors at the firm level, and little evidence is available to auditors
on the information content of special managerial features. This paper aims to examine the
relationship between managerial abilities and audit fees by considering firms' financial crisis
conditions.

In this paper, management abilities are considered to form three firm size indices, the firm's
sales share in the market and cash. Moreover, the standard deviation of 3-year sales is used for
firm credit, and an abnormal audit fee is employed for calculating auditor dependency. For this
purpose, a total number of 91 listed firms on the Tehran Stock Exchange is evaluated for 6 years
between 2014 and 2019. The panel regression model is used for hypothesis testing, and Chow and
Hausman's tests are used for selecting the appropriate model-fitting method. The VIF test is used
for analyzing linearity among explanatory variables. The obtained results indicate that financial
crisis conditions contribute to the relationship between management abilities (based on firm size
measurement) and audit fees. Further, the results indicate the negative impact of firm credit on
the relationship between audit fee and management ability (based on cash). According to the
results, audit fee dependency on the relationship between management ability (based on
measurement, the firm's sales share, and cash) and audit fee is positive. Moreover, the results
suggest that financial crisis conditions contribute to firm credit effectiveness in the relationship
between management ability and audit fees.

In past research, some factors affecting the auditor fee are debts, management ability, and
auditor independence. In this paper, we contribute to the financial crisis as a variable that
influences some of these relationships. And we show that relationships make sense by considering
this variable.
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1. Introduction

Studying the contributing factors to audit fees is important in terms of their effect on
audit quality and auditor dependency. Carcello et al. (2002) declare that audit fee reflects
the economic costs of efficient auditors and also claim that from auditors’ point of view,
they attempt to minimize total costs by balancing the costs of their resources (costs for
performing more audit) and the future losses derived from legal liabilities. More audit
attempts to lower the risk of auditors' debt losses, and the auditor presents that proportion
of the audit process that minimizes total costs. Audit fee contributes to sound planning
and implementation of financial auditing. Bozorg-asl (2009) believes that the audit fee is
reflective of audit quality for financial statement users. Independent auditing is a
significant proportion of the financial reporting system. The report of independent
auditors can elucidate the fulfillment of management commitments to investors. Audit
fees can be considered a fee incurred by the employer for fulfilling the commitments.
Audit fee relies on different factors, the amount of significance of which is different in
different countries. One of the audit profession's major challenges is determining the
lowest range and rate drop of some audit firms. Considering auditing, however, as
homogeneous goods and its non-competitive pricing will jeopardize the independence
and quality of audit services. Furthermore, it is worth mentioning that independent
auditing is the cornerstone of economic transparency, people's trust in the capital market,
and government responsiveness to the people, so it should not be considered a product or
general service (Bozorg-asl, 2009). Low audit quality causes the decline of trust of
financial statement users, and this will not only lead to failure in achieving audit goals,
but to the decline of the credibility of the audit process at larger scales, prevents the
optimum allocation of capital in the Securities market, and increase the capital cost and
financial supply. Auditing business units' financial statements aim to voice a technical
opinion about financial statements' desirability from all significant aspects. Such an
opinion is a professional judgment that always deals with audit risk (Hnifeh and
Mahmoodi, 2009). According to credibility assumption, the audit profession may claim
irresponsibility about financial statements' information content. Still, investors believe
that if they suffer a loss due to using deviated financial statements, auditors are
responsible and should compensate (Simonic, 1980). In this regard, the amount of
receivable fee and the adjustment of audit report due to ambiguity in the continuity of an
employer’s activity can be among the strategies for covering audit operation risk
(Krishnan & Wang, 2015). Auditors should be informed about the approach and executive
management method when evaluating the audit risk according to audit standards. To
identify and estimate the audit risk, appropriate evaluation of the firm's overall condition
is a matter of great importance (COSO, 2013). Auditors should collect more evidence for
lowering the risk of failure in exploring significant distortions, leading to an increase in
audit costs (Krishnan et al., 2012). Moreover, senior managers' characteristics will be
considered for audit admission and planning (Kizirian et al., 2005; Johnson et al., 2013;
Krishnan & Wang, 2015, Gerakos et al., 2015). Santanu et al. (2018) declare that firms
with more powerful management incur lower audit services costs. Firm management by
leaving a direct effect on the general policies plays an important role in the quality and
credit of presented information in financial reports and case of the weak performance of
the management, the continuity of firm activities may face uncertainty, and this would
lead to the adjustment of the audit opinion. Besides, more competent managers are
expected to act more wisely in selecting auditors and determining the audit fee and causes
the decline of this factor. Previous studies show that more competent management has a
positive impact on the results of financial reports (Bamber, Jiang, & Wang, 2010; Dyreng,
Hanlon, & Maydew, 2010; Mutsoma & Zhang, 2011). Higher management abilities can
increase financial information quality (Demerjian, Lev, Lewis, & McVay, 2013). Further,
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a higher management ability can lower the audit fee since it declines the audit risk and
leads to a high quality of financial information (Krishnan & Wang, 2015). In the
accounting literature, managers' ability is one of the dimensions of firms' human capital
classified as intangible assets. For example, Demerjian et al. (2012) define management
ability as managers' efficiency, compared to rivals, in converting firm resources to
income. Such income generation resources include inventory price, office, distribution,
sales costs, fixed assets, operational rents, research and development costs, and the firm's
intangible assets (Demerjian et al., 2012).

Higher managerial abilities can bring about more efficient management of daily firm
operations, especially in critical periods of operation, when managerial decisions can
contribute greatly to firm performance. Besides, in critical periods, more efficient
managers require more appropriate decisions for supplying resources (Andreou et al.,
2016). A more worthwhile investment in more valuable projects and efficient
management of the staff is also among competent managers' characteristics. Hence, in the
short run, the management is expected to generate more income using a certain level of
resources or earn a certain level of income using lower resources (Demerjian et al., 2012).
In contrast, weak decisions and lower management expertise in leadership can direct the
firm toward bankruptcy. Moreover, more competent managers enjoy more knowledge
and awareness about customers and macroeconomic conditions. They can better
understand more complicated standards and implement them correctly (Demerjian et al.,
2012). Yuan et al. (2019) claim that when managerial ownership level conforms with the
interests of shareholders (e.g., “alignment of interests”), the relationship between
managerial ownership and audit firm size and audit costs is negative. On the other hand,
when managerial ownership level is in contrast to shareholders' interests (conflict of
interests), the relationship is positive. Huang and Sun (2017) posit that high competent
Managers lower real earnings management and managers with higher abilities will
remarkably reduce real earnings management's effect on firm performance. Most of the
opinion leaders (Greening & Johnson, 1996; Gitman, 1998; Lensberg et al., 2006;
Newton, 2010) also believe that management weakness and inability are among the major
contributing factors to the financial crisis of firms.

Related literature to bankruptcy prediction and financial distress is about a series of
related studies, wherein financial distress has little difference. In some studies, the final
limit in financial distress means bankruptcy, and, in some studies, other criteria are
considered for some paragraphs of the audit report.

Those factors that lead to a firm's bankruptcy do not emerge in a flash, and the financial
crisis signs appear earlier than the final bankruptcy. A financial crisis is when the firm is
in trouble acquiring sufficient financial resources for continuing the operation and daily
affairs (Beaver, 1966; Pastena & Ruland, 1986). In this situation, the firm cannot generate
sufficient cash for meeting the needs, including paying back the creditors (Jantadej,
2006). The financial literature emphasizes that firms enter the financial crisis cycle years
before the emergence of bankruptcy, and different economic events occur before the
bankruptcy.

2. Literature Review and Hypothesis Development

Recent studies show that the audit fee is associated with compensation plans for
managers. These plans cause a change in risk-taking (Kannan et al., 2014; Kim et al.,
2014). Topical literature reveals that a positive relationship exists between some of the
risk concepts and audit fees. Hence, auditors consider their employers' risk features when
determining the audit fee and compensate for the related risks via a higher audit fee.
Moreover, the results suggest that auditors should not focus only on risk related to
financial statements but should have a wider overview of the employer's commercial



behavior (Bedard & Johnson, 2001). The growing literature related to determining factors
in audit pricing proved that audit fee is associated with risk factors related to employer’s
characteristics, including size and complication of the employer (Simunic, 1980; Francis,
1984; Palmrose, 1986), internal control quality (Hoag & Hollingsworth, 2011),
commercial risk (Bentley et al., 2013), and corporate governance (Xingze, 2012). A
bunch of evidence also demonstrates that the audit fee is more sensitive to risk factors
after providing the Sarbanes-Oxley Act. Few studies, however, carried out on how
auditors respond to risk factors related to senior management of their employers. Chen et
al. (2013) argue that auditors ask for higher fees from firms with risk-taking managers.
Krishnan and Wang (2015) develop the previous studies and assess whether auditors
respond to risk factors related to employer managers or not and conclude that managers’
ability significantly affects audit services pricing. The audit fee is determined based on
the auditor's estimated risk from the employer, competition in the audit market, and
negotiations between auditor and employer.

Krishnan and Wang (2015) analyze the effect of management ability on audit fees and
notice that firms with more competent managers pay lower audit fees. The study of Bills
et al. (2015) indicates that an audit firm size has a negative and significant impact on the
relationship between management ability and audit fee. Moreover, their study results
show that management uncertainty has a positive and significant effect on audit fees.
Chen et al. (2015) conclude that auditors estimate higher risks when the managers are
highly motivated to keep or increase the stock price. In other words, auditors ask for
higher payments from firms with executive managers who are more sensitive to stock
return fluctuations. Duellman et al. (2015) illustrate that firms with overconfident
managers pay lower audit fees. They also figure out that overconfident managers are less
likely to hire industry specialized auditors. Lauck et al. (2014) argue that the new CEO
often makes major changes, in the beginning, to change the outlook and strategy of the
firm and have an influence in financial and operational reporting and decision-making.
They declare that the firm CEO contributes significantly to the audit fee. Johnson et al.
(2013) observe a positive and significant relationship between overconfidence of
management and audit risk estimation, so in case the auditor detects this personality
characteristic of managers and overestimates financial reporting risk due to
overconfidence of managers, he can ask for higher payment to be able to pursue his audit
measures which are decreasing the risk of detection and significant distortion. Andreou
et al. (2013) assess the relationship between management ability and firm performance
during the financial crisis in 2008. By evaluating the data related to 2344 firms during
2008-2011, they conclude that management ability is directly associated with firm
performance, and during the crisis in 2008, more competent managers, compared with
those with lower competency, have managed the firm resources, liabilities, and capital
expenditures more efficiently. Garcia et al. (2014) reveal that the less the volatility of firm
profit and the smoother with predictability, the higher the commercial credit. In other
words, an increase in earnings quality would lead to an increase in credit. Fernando and
Molir (2012) show that commercial credit utilization is higher in less-developed
countries.

Several conducted studies show a significant relationship between management
abilities and the amount of audit fees (Krishnan & Wang, 2015; Duellman et al., 2015).
By considering the previous studies on internal setting and credit of the firm and their
impact on the relationship between management abilities and audit fee, critical conditions
and firm reputation probably contribute to management and auditors’ abilities in
determining audit fee, so the first three hypotheses of the study are as follows:

H1: financial crisis conditions contribute to the relationship between management
ability and audit fee.
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H2: firm credit contributes to the relationship between management ability and audit
fee.

H3: financial crisis conditions contribute to firm credit on the relationship between
management ability and audit fee.

New York Securities and Exchange Commission (2002) declares that in case the
payment of an auditor accounts for more than 15% of the total revenue of a firm, the
independence of that firm may be under question because it is probable that the
dependence of the audit firm on the employer or special employers becomes extremely
high. Auditor dependency means the audit firm should set the audit report following
employer management's opinion to survive in the market of audit services. Each audit
firm's portfolio comprises employers, each of which has a special but different
significance. Such a sign is more evident in today's competitive world, and auditors or
audit firms attempt to keep their employer. Heavy dependence on an employer threatens
personal benefit and can be seriously detrimental to auditor independence. Auditing
financial statements can create economic added value for the firm. By considering the
significance of audit services and the impossibility of direct observation of audit quality,
finding an effective method for controlling audit quality is vital (Ghosh et al., 2005).
Audit fees can be considered significant aspects of audit quality management and control
because the basic condition for ensuring the quality of audit services is the payment.
When auditors ask for a fee extremely higher than the presented services' final price,
society would doubt their work quality. From the investors’ point of view, there is a
negative and significant relationship between employer’s significance and auditor
independence. The employer's higher significance for the auditor lowers investors'
viewpoint about auditor independence (Ghosh et al., 2005). Choi et al. (2010)
demonstrate that abnormal positive audit fee is associated positively with discretionary
accruals. Creosol et al. (2002) posit that a dependent audit fee can contribute to auditor
independence. Kinney and Libby (2002) claim that abnormal audit fees, compared to
normal audit fees, can be better attributed to the employer in the form of rent or economic
bribes related to audit services or the auditor's economic dependency on the employer.
One of the issues affecting the audit fee and the audit quality is the auditor's economic
dependency. Asthana and Boone (2012) and Blankley (2014) declare that economic
dependency between auditor and employer leads to a condition where auditors’
willingness to exert professional care and unbiased judgment on collected evidence will
decline considerably. In the following, we assess auditor dependency on audit fees and
the effect on management ability and audit fee.

H4: auditor dependency on audit fees contributes to the relationship between
management ability and audit fee.

Several studies have assessed the motives of earnings management in accounting and
finance. Studies on the effect of financial motives of earnings management, including low
profitability and high leverage (Latridis & Latridis, 2009) have proved earnings
manipulation to avoid the decline or concealing losses in firms (Ayers et al., 2006) and
most of the similar topics have also been assessed on internal factors of a firm. In contrast
to the internal features that lead to earnings manipulation and management, numerous
events outside the firm can also be among financial reporting quality drop motives. In the
previous studies, the commercial cycle's effect (Strobl, 2013; Li et al., 2013) and periodic
economic volatilities (Li et al., 2013, Agarwal et al., 2007) are substantiated on the
earnings management. These studies show that earnings quality and financial reporting
quality are extremely sensitive to adverse economic conditions, and financial crises can
contribute to financial reporting policies. One of the factors outside the firm, the effect of
which is analyzed on financial reporting quality, is the financial crisis (Persakis &
Latdidis, 2015).



In critical conditions, firm managers are aware of financial reporting on users'
understanding of the firm's financial status and operational performance. Such an effect
has raised whether critical conditions strongly motivate the firm managers to improve
financial reporting quality to attract investors' trust (Arthur et al., 2015). The answer to
this question will explain firms' financial reporting strategies, recognize the behaviors and
motives during the crisis, and detect accounting policies used by the managers to survive.
Hence, it is probable that the financial crisis influences auditor dependency and
management ability, so the following hypothesis is formulated:

H5: financial crisis conditions contribute to auditor dependency on the relationship
between management ability and audit fee.

3. Research methodology

This paper is practical, in terms of objective, descriptive-correlational, method, and
longitudinal, in terms of time horizon. Since the data used are real and historical, the study
can be classified among the retrospective studies.

The study's statistical population includes listed firms on the Tehran Stock Exchange
from all industries during 2014-2019. The number of samples of this paper is 91 firms,
indicating the real statistical population.

To collect data related to the experimental section and to examine research hypotheses
of related data to dependent, independent, and control variables, the audited financial
statements of listed firms on Tehran Stock Exchange are gathered from
http://www.Codal.ir ~ (comprehensive information databased of publishers),
http://www.sahamyab.com, http://www.tse.ir, and other resources using the information
bank of Tehran Stock Exchange (Iran bourse, Tadbir Pardaz, and Rah Avard Novin
Software).

3.1. Descriptive statistics

The following table shows the obtained descriptive findings from this paper, including
mean, median, standard deviation, minimum and maximum observations. It is worth
mentioning that the total number of firms understudy is 91, collected during 6 consecutive
years.

According to the obtained results from reported descriptive statistics in Table 1 and 2,
the lowest payment to auditors is almost 4, and the highest payment is about 10. On
average, 4% of firm assets in the population of the study is cash. The highest amount of
debt for firms understudy is 1.8 times more than their assets. Moreover, 55% of firms
received conditional, rejected, or no opinion from their auditors. According to the
bankruptcy measurement function, 6% of the population is in critical condition.

3.2. Inferential statistics
3.2.1. Measuring the variable of auditor dependency (abnormal fee)

The abnormal audit fee is achieved from the residual of the following regression
model. To calculate audit fee residual, following Zigia and Zi (2017), the presented
regression model of Francis and Wang (2005) is used as follows:

Model (1)

LAF= o+ P1LTA + B2CATA + BsQUICK + P4LEV + BsROA + BeLAGOP + p7LOSS
+ BeSPECIALIST + BoBIG + B1oSWITCH + ¢
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Table 1. Descriptive statistics

The
Relationship Variables \;_ear— Sign Mean | Median | 59 | Minn. | Max
between : : il dev.
Management AU?\I/It fee Iogan:hm 546 Il_\;:éARF 6.788 | 6.771 | 0.904 | 3.784 | 9.903
Ability and anagemen
AudityFees by ability (firm size) 546 ABILITY1 13.713 | 13.690 | 1.528 | 9.250 | 19.190
Considering Management MGR
Firm Credit ability (sales 546 0.010 | 0.009 | 0.019 |>0.001 | 0.801
. . ABILITY?2
and Auditor’s | Portion of the firm)
Dependency Management MGR
during ability (cash) 546 ABILITY3 0.042 | 0.023 | 0.057 | 0.001 | 0.460
Firm credit 546 credit 11.665 | 11.739 | 1.811 | 0.347 | 17.196
25 Auditor 546 | dependent | 0.009 | 0.014 | 0.389 | -1.861 | 1.630
dependency
Inventory and
accounts receivable | 546 INVREC 0.530 | 0.525 | 0.200 | 0.010 | 0.900
to total assets
Return on assets 546 ROA 0.061 | 0.070 | 0.192 | -0.790 | 0.740
Financial leverage 546 LEV 0.671 | 0.660 | 0.305 | 0.070 | 1.880
Current assets
except inventory to 546 QUICK 0.901 | 0.760 | 0.767 | 0.010 | 8.390
current debts
Sales growth 546 SGROWTH | 0.165 0.110 | 0.522 | -1.000 | 4.420
Tenure 546 ATENURE | 3.298 | 2.000 | 3.623 | 1.000 | 23.000
Institutional 546 INSTO | 0311 | 0.220 | 0.302 | 0.000 | 0.960
ownership
Table 2. Frequency of the dummy variables
1 0 Total
Variable Sign | Frequ P IEEY Frequenc ELLEE) Frequenc ABEIE)
percentag percentag percentag
ency e y o y e
Firm loss LOSS 126 23 420 77 546 546
Audit BIG | 138 25 408 75 546 546
organization
Financial
crisis DIST 31 6 515 9 546 546
- RS
criterion
Unacceptabl | AOPI | 5 55 245 45 546 546
e opinion NION

Model residual is calculated by placing the obtained regression coefficients from

model fitting reported in the above table in the model.

LAF= 0.304 + 0.439*LTA + 0.453*CATA + 0.054*QUICK + 0.045*LEV + 0.419-
*ROA + 0.001*LAGOP + 0.016*LOSS + 0.095*SPECIALIST + 0.203*BIG +

0.014*SWITCH + ¢

It is worth mentioning that the above equation will be calculated for each year-
company to have 546 observations.
Given the above-fitted model, the regression model residual from the above equation
indicates auditor dependency on audit fees. The following related models to hypothesis
testing will be analyzed.




Table 3. Results of model fitting for the variable of auditor dependency

. . Regression Std. T-
Variables <l coe%ficients dev. statistic p-value
Fixed value S 0.304 0.365 0.835 0.404
Total assets logarithm LTA 0.439 0.025 17.896 >0.001%*
Currentassets tototal | o5 0.453 0120 | 3787 | >0.001%*
assets ratio
Current assets except
for inventory to QUICK 0.054 0.035 1.572 0.117
current debts
Financial leverage LEV 0.045 0.079 0.571 0.568
Return on assets ROA -0.419 0.098 -4.281 >0.001**
Conditional opinion LAGOP 0.001 0.022 0.059 0.953
Loss LOSS 0.016 0.034 0.466 0.641
Rank A audit firms | SPECIALIST 0.095 0.029 3.334 0.001
Audit organization BIG 0.203 0.049 4.153 >0.001**
Auditor change SWITCH 0.014 0.020 0.728 0.467
Coeff|c_|ent_ of 0.878 F statistic of the model 27.023
determination
The a_td_justed The significance level
coefficient of 0.847 . fgregression 0.000
determination

3.3. Hypothesis testing

The regression model of Ferdinand et al. (2018) is used for hypothesis testing as
follows:

Ln AF= Bo+p1 MGR ABILITY + B DISTRS +Bs MGRABILITY*DISTRS +f4
credit+Ps dependent +Bs MGRABILITY*credit +7 MGRABILITY *dependent +f3g
MGRABILITY*DISTRS* credit +fg MGRABILITY*DISTRS* dependent +f10 LNSIZE
+ B11 INVREC + B12 ROA + P13 LOSS + B1aLEV +B1s QUICK + B16SGROWTH + P17
BIG + B1sATENURE + B1gAOPINION +B20INSTO + ¢

Since three measurement methods are considered for the variable of management
ability, to better show the regression results due to an excessive number of related
variables, each measurement method is put in the model separately, and the model has
fitted three times.

Regarding the reported results in Table 4, the variables of management ability, auditor
dependency, comparing management ability with the financial crisis, financial crisis, and
firm credit, inventory and accounts receivable to total assets, loss, financial leverage,
current assets except for inventory to current debts, and audit organization have a positive
and significant association with the audit fee. On the other hand, the financial crisis
variables, comparing management ability in financial crisis and return on assets,
negatively and significantly affect the audit fee. Other fitted variables in the model have
no relationship with the dependent variable of the model.

Given the reported results in Table 5, the variables of auditor dependency and
comparing management ability and audit dependency have a positive and significant
association with the audit fee. On the other hand, the financial crisis variable has a
negative and significant relationship with the audit fee.
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Table 4. Results of model fitting related to research hypotheses (management ability criterion:

firm size
g g Regression | Std. T
Variables gl coefficients | dev. | statistic | P~value
Fixed value B 1.328 0.182 7.317 | >0.001**
Management
ability (firm MGRABILITY1 0.380 0.013 | 28.252 | >0.001**
size)
Financial crisis DISTRS -0.301 0.134 | -2.249 0.025
Comparing
management ) )
ability with the MGRABILITYDISTRS 0.046 0.016 2.901 0.004
financial crisis
Firm credit CREDIT -0.031 0.015 | -2.035 0.143
Audit o
dependency DEPENDENT 1.001 0.003 | 28.787 | >0.001
Comparing
management MGRABILITYCREDIT 0.002 | 0002 | 1.903 | 0.058
ability with
firm credit
Comparing
management
ability with MGRABILITYDEPENDENT 0.001 0.001 1.259 0.209
auditor
dependency
Comparing
management
ability,
financial crisis, MGRABILITYDISTRSCREDIT 0.002 0.001 3.173 0.002
with firm
credit
Comparing
management
ability,
financial crisis, MGRABILITYDISTRSDEPENDE 0.002 0.002 1.309 0.192
with auditor
dependency
Inventory and
accounts s
receivable to INVREC 0.173 0.014 | 12.220 | >0.001
total assets
Return on ) o
assets ROA 0.338- 0.017 | -20.151 | >0.001
Loss LOSS 0.017 0.005 3.660 | >0.001**
Financial %
leverage LEV 0.122 0.014 9.005 | >0.001
Current assets
except for ok
inventory to QUICK 0.080 0.005 | 16.367 | >0.001
current debts
Sales growth SGROWTH 0.001 0.004 0.163 0.870
Audit e
organization BIG 0.114 0.007 | 16.199 | >0.001
Tenure ATENURE 0.001 0.001 1.043 0.298
Unacceptable
opinion AOPINION 0.003 0.004 0.755 0.451
Institutional
ownership INSTO -0.008 0.015 | -0.504 0.615
Coefficient of F statistic of the
determination 0.71 model 62.305
The adjusted .
coefficient of 0.68 The significance 0.000

determination

level of regression




Table 5. Results of model fitting related to research hypotheses (management ability criterion:

sales share of the firm from the total market)

Variables

Sign

Regressio
n
coefficient
S

Std.
dev.

T
statist
c

i | p-value

Fixed value

1.072

0.104

10.331

>0.001*
*

Management
ability (sales
share)

MGRABILITY?2

-0.427

0.938

-0.455

0.649

Financial
crisis

DISTRS

-0.019

0.020

-0.949

0.034

Comparing
management
ability with
the financial
crisis

MGRABILITYDISTRS

-68.268

0.140

-1.238

0.216

Firm credit

CREDIT

-0.003

0.003

-1.045

0.296

Audit
dependency

DEPENDENT

0.996

0.005

19.536

>0.001*

k

Comparing
management
ability with
firm credit

MGRABILITYCREDIT

0.043

0.075

0.581

0.562

Comparing
management
ability with
auditor
dependency

MGRABILITYDEPENDENT

0.317

0.080

3.958

>0.001*

k

Comparing
management
ability,
financial
crisis, with
firm credit

MGRABILITYDISTRSCREDI
T

3.677

4.642

0.792

0.428

Comparing
management
ability,
financial
crisis, with
auditor
dependency

MGRABILITYDISTRSDEPEN
DE

11.589

41.15

0.282

0.778

Coefficient
of
determinatio
n

0.41

F statistic of the

model

13.632

The adjusted

coefficient of

determinatio
n

0.32

The significance
level of regression

0.000
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Table 6. Results of model fitting related to research hypotheses (management ability criterion:

The
Relationship cash) .
between Regressio
Management Variables Sign n Std. dev. | T statistic | p-value
Ability and coefficient
Audit Fees by : :
Considering Fixed value B 0.975 0.063 15.507 | >0.001%**
Firm Credit |~ Management MGRABILITY3 1.216 0.307 3.961 | >0.001**
and Auditor’s _ ability (cash)
Dependency | Financial crisis DISTRS -0.043 0.015 -2.968 0.003
during Comparing
management |\ e ABILITYDISTRS | 1.559 1.176 1.326 0.186
29 ability with the
= financial crisis
Firm credit CREDIT -0.002 0.002 0.943 0.346
Audit dependency DEPENDENT 0.998 0.003 31.288 >0.001%*
Comparing
management | \;GRABILITYCREDIT | -0.088 | 0027 | -3314 0.001
ability with firm
credit
Comparing
management
ability with MGRABEI)LEIJ.\I.(DEPEN 0.095 0.045 2.123 0.034
auditor
dependency
Comparing
management
ability, financial | O ASEITYDISTRS | 0066 | 0083 | -0.803 0.422
crisis, with firm
credit
Comparing
management
ability, financial | Mo CIYOISTRS 1 0060 | 0316 | 0107 0.844
crisis, with auditor
dependency
((j:oefflc_lent_ of 0.31 F statistic of the model 51.93
etermination
The adjusted A
coefficiJent of 0.29 The significance level 0.000

determination

of regression

Given the reported results in Table 6, the variables of management ability, auditor
dependency, and comparing management ability with auditor dependency have a positive
and significant relationship with the audit fee. On the other hand, the financial crisis
variables, comparing management ability, and firm credit have a negative and significant
relationship with the audit fee.

4. Conclusion and discussion

Three criteria are used and examined for calculating the variable of management
ability. The statistical results show that the financial crisis has a negative impact on the
relationship between management ability (criterion for computing firm size) and audit
fee. Given the obtained results from statistical analyses, the financial crisis has a reduction
effect on the relationship between audit fee and firm size. This means larger firms benefit




from a more reduction effect on the financial crisis. Besides, results indicate that the
financial crisis does not affect the relationship between cash and sales share and audit fee.
Further, the financial crisis directly correlates with firm credit on the relationship between
management ability and audit fees.

Auditors determine their payment by estimating the employer's amount of risk and
asking for a higher audit fee from employers with risk-taking managers (Chen et al.,
2015). The present study results show that the audit fee will enhance by increasing the
management ability and that such a result conforms with Krishnan and Wang's (2015)
study. They declare that there is a significant relationship between management ability
and audit fees. The study results indicate the declining effect of the financial crisis on this
relationship, reducing managers' risk-taking power in critical conditions. Among other
reasons, we can refer to management weakness as one of the principal reasons for the
financial crisis (Grinin and Johnson, 1996; Gitman, 1998; Lessenberg et al., 2006;
Newton, 2010), underestimation of auditors, and suggesting lower fees. According to this
paper's results, we recommend the investors and other users of financial statements to
mind the amount of audit fee since this figure indicates some of the estimations and
behavioral recognitions of managers of that firm. In this paper, the results indicate the
negative effect of firm credit on the relationship between management ability (criterion
for cash calculation) and audit fee. The obtained results suggest that firm credit has a
reduction effect on the relationship between cash and audit fee: the more renowned the
firm, the less the relationship between these two variables. However, the relationship
between firm size and sales share and audit fee is independent of firm credit. One of the
factors that have the highest risk for firms is the cash holding by firms. Firms that hold
more cash, on the one hand, have the chance of optimal investments for increasing the
interests of shareholders and, on the other hand, pave the way for the opportunistic
behavior of managers. Hence, auditors make more attempts to prevent probable lawsuit
damages and consequently ask for higher fees. The results of this paper are indicative of
a positive and significant association between cash and audit fee. Firms with sufficient
credit are expected to hold less cash and not exploit the firm credit as a tool in their deals,
so the amount of auditor attempt will be lower, and less audit fee would be inquired.

The statistical analysis results also show that auditor dependency directly impacts the
relationship between management ability (criterion for calculating sales share and cash)
and audit fee. Auditor dependency has a positive effect on audit fees, which means the
more the auditor's dependency on audit fees, the stronger the relationship between cash
and firm sales and vice versa. Firm size and audit fee have a relationship independent of
auditor dependency and audit fee. On the other hand, results show that financial crisis
conditions have no role in auditor dependency on the relationship between management
ability and audit fee.

There have been some challenges and obstacles, out of control of the researcher, in
conducting the study. The followings are some of the limitations of the study:

As for the payable fees to the auditor, all firms do not disclose separately, and this
problem would lead to the reduction of the number of sample firms,

Auditors’ fees are disclosed entirely by the firms, so the presented audit fees in this
paper include the sum of paid fees to auditors, involving accommodation, hosting, etc.

References

Agarwal, S. Chomsisengphet, S. Liu, C. and Rhee, S. G. (2007). Earnings management
behaviors under different economic environments: evidence from Japanese banks.
International Review of Economics and Finance, 16 (3), 429-443.
https://doi.org/10.1016/j.iref.2005.08.003

Andreou, P. Ehrlich, D. and Louca, C. (2016). The Impact of Managerial Ability on Crisis

Iranian
Journal of

Accounting,
Auditing &

Finance

30


https://doi.org/10.1016/j.iref.2005.08.003

The
Relationship
between
Management
Ability and
Audit Fees by
Considering
Firm Credit
and Auditor’s
Dependency
during

31

Period Corporate Investment. Journal of Business Research, 79,107-122.
https://doi.org/10.1016/j.jbusres.2017.05.022

Andreou, P. Ehrlich, D. and Louca, C. (2013). Managerial ability and Firm performance.

Evidence from the global financial crisis. SSRN Electronic Journal, DOI:
10.2139/ssrn.2633216

Asthana, S. and Boone, J. (2012). Abnormal audit fee and audit quality. Auditing: A
Journal of Practice & Theory, 31 (3), 1-22. https://doi.org/10.2308/ajpt-10294

Ayers, B.C. Jiang, J.X. and Yeung, P.E. (2006). Discretionary accruals and earnings
management: an analysis of pseudo earnings targets. Accounting Review. 81 (3),
617-652. https://doi.org/10.2308/accr.2006.81.3.617

Bamber, L. Jiang, J. and Wang, 1. (2010). What’s my style? The influence of top managers
on voluntary corporate financial disclosure. The Accounting Review, 85 (4),1131-
1162. Doi:10.2308/accr.2010.85.4.1131

Beaver, W.H. (1966). Financial ratios as predictors of failure. Journal of Accounting
Research, 4, 71-111. https://doi.org/10.2307/2490171

Bedard, J.C. and Johnstone, K.M. (2001). Earnings manipulation risk, corporate
governance risk, and auditors’ planning and pricing decisions. The Accounting
Review 79 (2), 277-304. https://www.jstor.org/stable/3203245

Bentley, K.A. Omer, T.C. and Sharp, N.Y. (2013). Business strategy, financial reporting
irregularities, and audit effort. Contemporary Accounting Research, 30(2), 780-
817. https://doi.org/10.1111/j.1911-3846.2012.01174.x

Bills, K.L. Lisic, L.L. and Seidel, T.A. (2015). Do auditors respond to management
uncertainty? Evidence from audit fees. http://www.ssrn.com.

Blankley, A.l. Hurtt, D.N. and MacGregor, J.E. (2012). Abnormal audit fees and
restatements Auditing. A Journal of Practice & Theory, 31 (1), 79-96.
https://doi.org/10.2308/ajpt-10210

Carcello, J. Hermanson, T. Neal, L. and Riley, R. (2002). Board characteristics and audit
fees. Contemporary  Accounting Research, 19 (3), 365-384.
https://doi.org/10.1506/CHWK-GMQO0-MLKE-K03V

Chen, Y. Gul, F. Veeraraghavan, M. and Zolotoy, L. (2015). Executive equity risk-taking
incentives and audit service pricing. The Accounting Review, 90(6), 2205-2234.
https://doi.org/10.2308/accr-51046

Choi, J.H. Kim, J.B. and Zang, Y. (2010). Do Abnormally High Audit Fees Impair Audit
Quality?. Auditing A Journal of Practice & Theory, 29 (2), 73-97.
https://papers.ssrn.com/sol3/papers.cfm?abstract id=1586306

COSO. (2013). Internal Control — Integrated Framework. Executive summary.
WWW.C0S0.0rg.

Demerjian, P. Lev, B. Lewis, M. and MacVay, S. (2012). Quantifying managerial ability:
A new measure and validity test. Management Science, 58(7), 7884-7892.
https://doi.org/10.1287/mnsc.1110.1487

Demerjian, P. Lev, B. Lewis, M. and MacVay, S. (2013). Managerial ability and Earnings
quality. The Accounting Review, 88(2), 463-498.
https://www.jstor.org/stable/23525943

Duellman, S. Hurwitz, H. and Sun, Y. (2015). Managerial Overconfidence and Audit
Fees. Journal of Contemporary Accounting & Economics, 11(2), 148-165.
https://doi.org/10.1016/j.jcae.2015.05.001

Dyreng, S. Hanlon, M. and Maydew, E. (2010). The effects of executives on corporate
tax avoidance. The  Accounting Review, 85 (4), 1163-1189.
doi:10.2308/accr.2010.85.4.1163

Ferdinand, A.G. Khedmati, M. Edwin, K. Yang, L. and Navissi, F. (2018). Managerial



https://www.sciencedirect.com/science/journal/01482963
https://doi.org/10.1016/j.jbusres.2017.05.022
https://www.researchgate.net/deref/http%3A%2F%2Fdx.doi.org%2F10.2139%2Fssrn.2633216?_sg%5B0%5D=XksdaM1FyiMOwtLg0CRwgx9kfDdKUn3bg0047eXuHUpat8TKW2p5nkpxD7KxAeTNmyLpuNye0-AjNHnmU658IOdggQ.ielMTncEY2nylbOsI7K7-ccq77GArMdPlNFLBBaZsNqIAKOT5R4yoz60WiSK8_R_j_ATVF_i864iEjOIOJW6lw
https://doi.org/10.2308/ajpt-10294
https://doi.org/10.2308/accr.2006.81.3.617
https://doi.org/10.2307/2490171
https://doi.org/10.1111/j.1911-3846.2012.01174.x
http://www.ssrn.com/
https://doi.org/10.2308/ajpt-10210
https://doi.org/10.1506/CHWK-GMQ0-MLKE-K03V
https://doi.org/10.2308/accr-51046
https://doi.org/10.1287/mnsc.1110.1487
https://doi.org/10.1016/j.jcae.2015.05.001

Ability, Financial Distress, and Audit Fees. ACCOUNTING HORIZONSAmerican
Accounting Association, 32(1), DOI: 10.2308/acch-51888. pp. 29-51.

Francis, J.R. (1984). The effect of audit firm size on audit prices: A study of the Australian
market. Journal of Accounting and Economics, 6(2), 133-151.
https://doi.org/10.1016/0165-4101(84)90010-7

Francis, J.R. Reichelt, K. and Wang, D. (2005). The pricing of national and city-specific
reputations for industry expertise in the U.S. audit market. The Accounting Review,
80(1), 113-136. https://www.jstor.org/stable/4093163

Ghosh, A. kallapur, S. and Moon, D. (2005). Audit and Non-Audit fees and Capital
Market perceptions of Auditor Independence. Journal of Accounting and Public
Policy, 28(5), 369-385. https://doi.org/10.1016/j.jaccpubpol.2009.07.001

Greening, D.W. and Johnson, R.A. (1996). Do managers and strategies matter? A study
in crisis. Journal of Management Studies, 33(2), 25-51.
https://doi.org/10.1111/.1467-6486.1996.tb00797.x

Hay, D.C. Knechel, W.R. and Wong, N. (2006). Audit Fees: A Meta-Analysis of the
Effect of Supply and Demand Attributes. Contemporary Accounting Research,
23(1), 141-191. https://doi.org/10.1506/4XR4-KT5V-E8CN-91GX

Hnifeh, M. and Mahmoodi, S. (2009). Audit risk and its components. The Auditor
Journal, 47, 54-59. (In Persian)

Hoag, M.L. Hollingsworth, C.W. (2011). An intertemporal analysis of audit fees and
section 404 material weaknesses. A Journal of Practice & Theory, 30(2), 173-200.
https://doi.org/10.2308/ajpt-50005

Huang X, and Sun L. (2017). Managerial ability and real earnings management. Adv
Account, 39, 91-104. https://doi.org/10.1016/j.adiac.2017.08.003

Jantadej, P. (2006). Using the combination of cash flow component to predict financial
distress. Summary of doctoral dissertation. Graduate college. The University of
Nebraska.

Johnson, E. Kuhn, J. Apostolou, B. and Hassell, J. (2013). Auditor Perceptions of Client
Narcissism as a Fraud Attitude Risk Factor. Auditing: A Journal of Practice &
Theory, 32(1), 203-219. https://doi.org/10.2308/ajpt-50329

Kannan, Y. Skantz, T.R. and Higgs, J.L. (2014). The Impact of CEO and CFO Equity
Incentives on Audit Scope and Perceived Risk as Revealed through Audit Fees.
Auditing: A Journal of Practice and Theory, 33 (2), 111-139. Doi: 10.2308/ajpt-
50666

Karim, W.A. (2010). Audit Pricing, Audit Concentration and BiG4 Premium in
Bangladesh. Available at SSRN: https://ssrn.com/abstract=1613454

Kim, Y. Li, H., and Li, S. (2014). CEO Equity Incentives and Audit Fees. Contemporary
Accounting Research, Forthcoming. Available at SSRN
https://papers.ssrn.com/sol3/papers.cfm?abstract id=2378477

Kinney, W.R. and Libby, R. (2002). Discussion of the Relation between Auditors’ Fees
for Non audit Services and Earnings Management. The Accounting Review, 77,
107-114. https://www.jstor.org/stable/3203327

Kizirian, T. Mayhew, B. and L. Sneathen. (2005). the Impact of Management Integrity
on Audit Planning and Evidence. Auditing: A Journal of Practice & Theory, 24(2),
49-67. https://doi.org/10.2308/aud.2005.24.2.49

Krishnan, V.G. and Wang, C. (2015). The Relation between Managerial Ability and Audit
Fees and Going Concern Opinions. Auditing: A Journal of Practice & Theory,
34(3), 139-160. https://doi.org/10.2308/ajpt-50985

Latridis, G. and Kadorinis, G. (2009). Earnings management and firm financial motives:
a financial investigation of UK listed firms. International Review of Financial
Analysis. 18 (4), pp.164-173. https://doi.org/10.1016/j.irfa.2009.06.001

Iranian
Journal of

Accounting,
Auditing &

Finance

32


https://doi.org/10.1016/0165-4101(84)90010-7
https://www.sciencedirect.com/science/journal/02784254
https://www.sciencedirect.com/science/journal/02784254
https://doi.org/10.1016/j.jaccpubpol.2009.07.001
https://doi.org/10.1111/j.1467-6486.1996.tb00797.x
https://doi.org/10.1506/4XR4-KT5V-E8CN-91GX
https://doi.org/10.2308/ajpt-50005
https://doi.org/10.1016/j.adiac.2017.08.003
https://doi.org/10.2308/ajpt-50329
https://www.researchgate.net/deref/http%3A%2F%2Fdx.doi.org%2F10.2308%2Fajpt-50666?_sg%5B0%5D=c9myOw8sJ4gIOcRNVRAH0QHSydR-MspsD0Tq43dkZ7w50CxNh0gvU3BAto5kEDqI6s2NNTfYOYTOWpwkYmhi2TxwhQ.oz6pSHqFbS0URr2grMuy-XuDZM1hyMi7CMTNEOphzLipogZP8WJ-75xT5H8QOFsu--PHyeaDNxSv1xalBAyvHg
https://www.researchgate.net/deref/http%3A%2F%2Fdx.doi.org%2F10.2308%2Fajpt-50666?_sg%5B0%5D=c9myOw8sJ4gIOcRNVRAH0QHSydR-MspsD0Tq43dkZ7w50CxNh0gvU3BAto5kEDqI6s2NNTfYOYTOWpwkYmhi2TxwhQ.oz6pSHqFbS0URr2grMuy-XuDZM1hyMi7CMTNEOphzLipogZP8WJ-75xT5H8QOFsu--PHyeaDNxSv1xalBAyvHg
https://ssrn.com/abstract=1613454
https://doi.org/10.2308/aud.2005.24.2.49
https://doi.org/10.2308/ajpt-50985
https://doi.org/10.1016/j.irfa.2009.06.001

The
Relationship
between
Management
Ability and
Audit Fees by
Considering
Firm Credit
and Auditor’s
Dependency
during

33

Lauck, J.R. Rakestraw, J.R. Stein, S.E. (2014). The effect of executives on the pricing of
audit services. Working Paper, Virginia Tech University.

Li, Q. Wang, H. and Rong, X. (2013). Firm earnings persistence over the business cycle:
evidence from listed companies in China. China Accounting and Finance Review,
15 (4), 166-203. Doi: 10.7603/s40570-013-0011-x

Palmrose, Z.V. (1986). Audit fees and auditor size: Further evidence. Journal of
Accounting Research, 24(1), 97-110. https://doi.org/10.2307/2490806

Pastena, V. and Ruland, W. (1986).The Merger/ Bankruptcy Alternative. The Accounting
Review, 64(1), 288-301. https://doi.org/10.2307/253913

Persakis, A. and latdidis, G.E. (2015). Earnings quality under financial crisis: A global
empirical investigation. Journal of Multinational Financial Management, 30, 1-35.

Santanu M. Bikki, J. and Al-Hayale, T. (2018). Managerial overconfidence, ability, firm
governance and audit fees. Rev Quant Finance Acc.
https://doi.org/10.1007/s11156-018-0728-3.

Simunic, D. (1980). The Pricing of Audit Services: Theory and Evidence. Journal of
Accounting Research, 18(1), 161-190. https://doi.org/10.2307/2490397

Strobl, G. (2013). Earnings manipulation and the cost of capital. Journal of Accounting
Research. 51 (2), 449-473. https://doi.org/10.1111/1475-679X.12008

Xingze, W. (2012). Corporate governance and audit fees: Evidence from companies listed
on the Shanghai stock exchange. China Journal of Accounting Research, 5(4), 321-
342. https://doi.org/10.1016/j.cjar.2012.10.001

Yuan, G.S. Troshani, I. and Tarca, A. (2019). Managerial ownership, audit firm size, and
audit fees: Australian evidence. Journal of International Accounting, Auditing and
Taxation, 35, 18-36. https://doi.org/10.1016/j.intaccaudtax.2019.05.002



https://www.researchgate.net/deref/http%3A%2F%2Fdx.doi.org%2F10.7603%2Fs40570-013-0011-x?_sg%5B0%5D=jfx0lpJGDge8dt6a6jIePidXdan5AncXvntu8ik6PakpqRFeV3qqmZwp8cHt2Bcdp_vRKJgIfZsLiGzvzvOzrEhp7A._82g3WN-scM20dOCDFdyY1kkGkDghpnwgu7oDMZDVpPpA3hVMp2CotzpTIr8Xy01vpPXKcEQjpypfoj1HFiEkw
https://doi.org/10.2307/2490806
https://doi.org/10.2307/253913
https://doi.org/10.1007/s11156-018-0728-3
https://doi.org/10.2307/2490397
https://doi.org/10.1111/1475-679X.12008
https://doi.org/10.1016/j.cjar.2012.10.001
https://doi.org/10.1016/j.intaccaudtax.2019.05.002

Appendix:

The method for measuring the variables of the study:

LnAF: natural logarithm of audit fees

MGR ABILITY: several items assigned to this variable

Firm size, 2- market share of the firm, 3- firm cash

DISTRS: 0 and 1 Variable that according to the presented bankruptcy model of Ohelson et al.

(1980), the chance of bankruptcy of the firm is at least 50% 1, otherwise, 0.

Equation (1)

P'= (1/1+ e ™) *¥"=-1.32 - 0.407 * SIZE + 6.03 * TLTA — 1.43 * WCTA + 0.0757 * CLCA
—2.37 * NITA-1.83* FUTL + 0.285 * INTWO — 1.72 * OENEG - 0.521* CHIN

Credit: this variable is the firm credit index calculated by the firm's three-year sales standard
deviation.

DEPENDETN: auditor dependence on the employer, which is measured through abnormal
audit fees.

The abnormal audit fee is calculated from the residual of the following regression model. To
calculate the residual of the audit fees, following Zigia and Zi (2017), the presented
regression model of Francis and Wang (2005) is used as follows:

Model (2)

LAF= po + PLLTA + B2CATA + BsQUICK + BsLEV + PsROA + BsLAGOP + pLOSS +
BeSPECIALIST + BsBIG + B1oSWITCH + ¢

Ln SIZE: natural logarithm of total firm assets in the year understudy

INVREC: total inventory and accounts receivable to total assets

ROA: net profit to total assets

LOSS: if the firm is losing 1, otherwise, O

LEV: total liabilities to total assets

QUICK: current assets expect inventory to current debts

SGROWTH: percentage of changes in sales of the current year to that of the previous year
BIG: if the audit organization is the auditor of the firm 1 and if audit firms are the auditor 0
ATENURE: firm auditor tenure

AOPINION: if auditor opinion is not acceptable 1, otherwise, 0

INSTO: percentage of share held by institutional owners

SIZE: logarithm of total assets

TLTA: logarithm of total debts to total assets

WCTA: working capital divided by total assets

CLCA: current debts divided by current assets

NITA: net profit divided by total assets

FUTL.: operational cash divided by total assets

INTWO: if the firm is losing in two consecutive years 1, otherwise, O

OENEG: 1 if the total debts of the firm are more than total assets; otherwise, 0

CHIN: the difference between the net profit of the current year and that of the previous year
divided by the absolute value of this difference

LTA: natural logarithm of total assets in the year understudy

CATA: current assets to total assets ratio

LEV: total debts to total assets

ROA: net profit to total assets ratio

LAGORP: if the firm has received conditional opinion in the previous year 1 and the case
received acceptable report 0. Other types of audit reports are eliminated from the sample
SPECIALIST: 1 if the firm auditor in the year under study is among rank A firms; otherwise,
0

SWITCH: if the firm has changed the auditor in the year under study 1, otherwise, 0.
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