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Abstract

Purpose

Prior literature on accounting cons-
ervatism examines the effect of audit
quality on conservatism show mixed
results about this relationship, in this
study, researchers extend previous stud-
ies by investigating the impact of the
audit quality which is measured by au-
dit firm size and auditor tenure on the
enhancement of the level of accounting
conservatism in the financial reports of
the most active 50 non-financial com-
panies listed in the Egyptian stock ex-
change across nine years of period from
2007 to 2015.

Design/methodology/approach

This study has used on non-prob-
ability— purposive sample as it focuses
on the most actively traded Egyptian
non-financial companies listed in the E-
gyptian Stock Exchange, according to
disclosure book -50 most active compa-
nies,over the period 2007-2015.Rese-
arch data used to measure accounting
conservatism,auditqualityandother var-
iables collected mainly from Thomson
Reuters Eikon database and disclosures
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books issued by the Egyptian Stock Ex-
change Authority.Intensive analysis of
the results obtained was conducted, st-
arting withthedescriptive analysis for
the data, and followed by thecorrelation
analysis of variables. After that testing
the research hypotheses by utilizing the
regression analysis to identify whether
these hypotheses will be accepted or re-
jected.

Findings

After excluding outliers from the st-
udy data set, the regression analysis sh-
ows that audit firm size, firm leverage
and firm profitability play a major role
in affecting accounting conservatism in
the Egyptian firms whereas audit firm
size has a positive significant relation-
ship with accounting conservatism wh-
ich enhances the rule of big audit firms
in the quality of financial reports, firm
leverage has a positive significant rela-
tionship with accounting conservatism,
and firm profitability has a negative si-
gnificant relationshipwith accounting
conservatism, while firm size and audi-
tor tenure have a weak role whereas fi-
rm size has a positive insignificant re-
lationship with accounting conservatis-
m, and auditor tenure has a negative in-
significant relationship with accounting
conservatism.Based on these results,
the study provided recommendations to
the interested parties.

Research limitations/ implica-
teons

This study advances the literature as
it examines this relationship for some
selected companies in a developing co-
untry, Egypt, along with examining the
impact of some moderating variables on
this relationship. However, a more lon-
gitudinal and qualitative research is re-

quired to investigate whether the finan-
cial crisis and Arab Spring had any ef-
fect on this relationship especially that
the period of study was between 2007
and 2015. In addition, the R square of
the study model is only(.120), which
means thatonly12%variation in the de-
pendent variable (accounting conservat-
ism)is explained by the independent and
moderating variables(Audit firm size,
Auditor Tenure,Leverage,Firm Size and
Profitability); therefore,this study miss-
es some other variables that might af-
fect accounting conservatism. A guant-
itative study should be conducted on a
larger sample to generalize findings to
all industry sectors.

Practical implications

The financial information reported
by a firm is of great importance to the
stakeholders as it directs their decisions.
Stakeholders take several decisions in-
cluding investing decisions by investors
and institutions and providing loans de-
cisions by banks and other lenders, and
many other decisions are based on the
information provided by firms. Theref-
ore, in order to avoid the risk of losing
the financial information credibility and
the trust of the financial information us-
ers and in order not to face problems
with the auditing firms, firms must have
an accounting conservatism to provide
credible and reliable information.

Social implications

Professional associations in Egypt
and the government should work to im-
prove the auditing quality in Egypt, as
thecharacteristics of auditing quality
have impacted the enhancement of the
level of conservatism, through enhanc-
ing laws and regulations that enforce
companies to adopt accounting conse-
rvatism principle in their financial sys-
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tem, also encourage audit firms to incr-
ease audit quality and focus on auditing
companies accounting conservatism pr-
actices. This has a very high influence
on the community and civil society,
both now and in the future.

Originality/value

Limited research addressed the rela-
tionship between audit quality charac-
teristics and Accounting conservatism
in developing countries. Therefore, the
importance of this study emerges from
two main aspects; firstly, the literature
review that provides a meaningful dis-
cussion of the audit quality and its ef-
fect on financial reporting quality. Sec-
ondly, an analysis of the existence of
audit quality in different firms that is
provided to show the consistency and
divergence of the results across firms.

Key words: Audit Quality Character-
istics, Accounting Conservatism, Stock-
Listed Companies, Developing Coun-
tries, Empirical Study.

Paper category:Research paper
1. Introduction

The adoption of International Fina-
ncial Reporting Standards (IFRS) rep-
resents one of the most significant regu-
latory changes in financial reporting.

The International Accounting Sta-
ndards Board (IASB) has succeeded in
establishing IFRS as the accepted set of
financial reporting standards in more
than100countries, with the primary ob-
jective of developing a single set of
high quality, understandable, enforcea-
ble and globally accepted financial re-
porting standards (IASCF Constitution,
part 2).These standards should help in-
vestors and other market participants to

make informed resource allocation and
other economic decisions (IFRS Foun-
dation,2011; Cutillas-Gomariz el al.,
2016).

Conservatism principle is one of the
most significant and longstanding prin-
ciples in Accounting, Watts (2003) de-
scribed conservatism principle as the
general concept of recognizing expens-
es and liabilities as soon as probable
when there is an uncertainty about the
outcome in order to only recognize rev-
enues and assets when they are assured
of being received.This tends to yield
more conservative reporting of profi-
ts and losses. So under the conservati-
sm principle, if there is an uncertainty
about incurring a loss, you should tend
to take it into consideration by making
allowances and reserves. Conversely, if
there is an un-certainty about recording
a gain, you should not record the gain,
till it is recognized.

There are many definitions for con-
servatism in accounting literature, for
example Basu (1997) defined conserva-
tism as having a high degree of confir-
mation to recognize good news such as
profit, against recognition of bad news
such as loss.This definition describes
conservatism from its profit and loss
view. Another definition is the balance
sheet view, according to this view, wh-
en there is a doubt about selection of
several reporting methods, the method
selected should have the least desirable
effect on rights of stockholders (Felth-
am and Ohlson, 1995). The third defini-
tion is the combinational view of bal-
ance sheet besides profit and loss, thus,
conservatism is an accounting concept
that causes decrement of reported accu-
mulated profit by late recognition of


http://www.accountingtools.com/profit-definition
http://www.accountingtools.com/profit-definition
http://www.accountingtools.com/definition-loss

Dr. Amr Youssef, Yasmine Abdel Hamid

The Effect of Auditing Quality Characteristics ...

income and early recognition of cost
(Givoly and Hayn, 2000).

In recent years, there have been
many critical changes in the business
environment; mainly these changes re-
sulted from the collapse of accounting
scandals, e.g. Enron 2001, WorldCom
2002,and Adelphia 2002.These scan-
dals brought a question about the effec-
tiveness of the management in compa-
nies, and whether companies work for
the best interest of shareholders or not.
These events have led to increasing ca-
lIs for an increase of the quality and ef-
fectiveness of the auditing process
(Farinha, 2003).

The growing issues regarding the
guality of audit and accounting con-
servatism have long been regarded and
seemed as a hot debate since both could
impact the capital market efficiency.
This study tried to answer whether au-
dit quality of firms listed in Egypt St-
ock Exchange could have a significant
effect on accounting conservatism in
financial reporting quality. This study
aimed to investigate the effect of sever-
al attributes of audit quality such as au-
dit firm size and auditor tenure on ac-
counting conservatism, taking into con-
sideration three moderating variables
which are firm size, profitability and le-
verage.

An independent and skillful audit
firm is able to recognize misrepresenta-
tion of addressed financial statements,
and can be effective on its correct pres-
entation to its employer so that the reli-
able financial information is reported.
To achieve this, the desired objective
completely depends upon the attributes
of audit institutions which can positive-
ly or negatively be associated with au-
dit quality. According to Titman and

Truman (1989), audit with more quality
improves the credibility of the provided
information and let investorsobtain more
accurate estimation from the company’
s value, and its effect on accounting co-
nservatism should be tracked explicitly
(PourKarim, 2009, p.3).This study hi-
ghlights whether the audit quality af-
fects companies accounting conserva-
tism practices that are listed on the Egy-
ptian Stock Exchange, and the relation-
ship between audit quality and account-
ing conservatism is analyzed empirical-
ly through correlation and regression
analysis. Therefore, the study will con-
tribute to the clarification of the rela-
tionship between audit quality and ac-
counting conservatism in the Egyptian
firms by collecting data over the period
2007-2015 of 50 companies, the most
active companies in the Egyptian stock
exchange.

2. Literature Review
2.1 Audit Quality

Recent financial conditions have hi-
ghlighted the critical importance of qu-
alitative characteristics of useful finan-
cialinformation which are relevance and
faithful representation, so audit quality
is frequently used to enhancing co-
mparability, verifiability, timeliness and
understandability of financial informa-
tion.

There were many attempts to define
the concept of audit quality either on
professional organizations level, or ac-
ademic level. On the professional orga-
nizations level:for example, Internation-
al Federation of Accountants (IFAC)
pointed to the concept of auditing quali-
ty in the international standard on quali-
ty control. It stated that “the objective
of the audit firm is to establish and ma-
intain a system of quality control to pr-
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ovide it with reasonable assurance that:
() The firm and its personnel comply
with professional standards and appli-
cable legal and regulatory requirements;
and(b)Reports issued by the firm or
engagement partners are appropriate in
thecircumstances” (IFAC, 2009).This
means that the concept of quality from
the perspective of (IFAC) lies in the
compliance with professional standards
and legal and regulatory requirements.

In the field of academic studies, it is
clear that these studies did not agree on
one definition of the concept auditing
quality. For instance, DeAngelo (1981)
has defined the auditing quality as “the
market-assessed joint probability that a
given auditor will both (a) discover a
breach in the client’s accounting sys-
tem, and (b) report the breach” (De-
Angelo, 1981, p.186).

This means that audit quality is about
the possibility of the auditor detecting
and honestly reporting the fundamental
errors and misrepresentations in the fi-
nancial statements of the client.So, this
ability to detect fundamental errors and
misrepresentations in the financial sta-
tements of the client depends on the ef-
ficiencyandeligibility of the auditor and
technical capability while the possibil-
ity of the auditor reporting fundamen-
tal errors and misrepresentations in the
financial statements of the client depe-
nds on the degree of the auditor inde-
pendence.

Several researchers such as Knapp
(1991), Flint (1988), Moizer (1997), and
Lennox (2005) followed DeAngelo's id-
ea about the concept of auditing quality,
for example Lennox claimed that audit-
ing quality is measured by the possibil-
ity to detect problems or the possibility
of the auditor reporting the existing pr-

oblems. Additionally Chaneyet al.(2003)
clarified that the auditing quality lies in
the efficiency or the possibility of dete-
cting violations, independence and the
possibility of the auditor honestly repo-
rting the detected violations.

On the other hand, Lee et al. (1999)
investigated the concept of audit quality
from another point of view; he defined
auditing quality as the failure of the au-
ditor to issue a clean or non-conserva-
tive report for the financial statements
that contain substantial errors and mis-
representations.Also, Davidson and Neu
(19-93) adopted a concept of auditing
quality based on the validity and accu-
racy of the information given by the au-
ditor as they showed that the high le-
vels of auditing quality lie in the high
likelihood of detecting and getting rid
of the fundamental errors and misrepre-
sentations that exist in the financial st-
atements of the client, resulting in ob-
taining accurate information by the au-
ditor. Moreover, Mujahid (2001) claim-
ed that auditing quality can be defined
as the audit facility executing an effici-
ent and effective auditing to serve the
user's goals and requirements in acco-
rdance with the conventional professi-
onal standards.

Furthermore,Copley and Doucet
(1993) have adopted a different concept
in this area as it explained that the con-
cept of auditing quality is limited to the
compliance with all field work and re-
porting standards.

Depending on what has been previ-
ously mentioned, researchers conclude
that the concept of auditing quality is
about:

e The possibility of the auditor detect-
ing and honestly reporting the fun-
damental errors and misrepresentati-
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ons in the financial statements of the
client.

e The application of professional stan-
dards including the code of conduct
of the auditing profession.

o The fact that auditor doesn’t issue a
clean or non-conservative report for
the financial statements that contain
substantial errors and misrepresenta-
tions.

e The auditor achieving high levels of
quality in many areas, such as the cl-
ear demonstration of audit reports,
objectivity and fairness of the basis
of the given estimates and opinions,
the authenticity and reliability of the
views or results, and finally the effe-
ctiveness of auditing planning and
execution.

Researchers assert that auditing qua-
lity can be defined as the auditor effici-
ently and effectively engagement in all
stages of the auditing process (plann-
ing,implementing and reporting), with
commitment to professional standards
and code of ethics in order to serve the
objectives as well as requirements of
the beneficiaries of the auditing results.

Since Fama (1980) introduced the
concept of agency problems which aose
in companies as a result of the conflict
of interest between shareholders and the
company management, this conflict em-
erged when managers had incentives to
pursue their own interests at sharehold-
er's expense(Agrawal and Knoeber, 19-
96); as a result, there were many atte-
mpts to solve this problem.

In the light of that, external audit is
considered one of the important gover-
nance mechanisms through which sha-
reholders can monitor management as it
carries out the inspection and verifica-
tion of the financial statements prepared

by management and shows the neces-
sary reports on the quality of these sta-
tements to the shareholders. Therefore,
the significance of auditing quality lies
in the reduction and mitigation of the
agency conflicts, providing confidence
and credibility in the information incl-
uded in the audited financial stateme-
nts (Sullivan, 2000).

Besides that, auditing quality contrib-
utes to the reduction of earnings man-
agement, for instance,Hsieh and Tsai
(2004) showed that there is a negative
impact of the aggregate audit adjust-
ments®, which were used as a measure
of auditing quality, on earnings man-
agement®. They found that more quali-
fied auditors are not just connected with
low levels of discretionary accruals, but
they can also reduce the large amount
of unjustified errors in client revenues
before inspection and auditing.

Once a misstatement occurs, the au-
ditor should be motivated to discover it
promptly because of the reputational da-
mage associated with restatements (e.g.,
Skinner and Srinivasan, 2012; Mande
and Son, 2013; Hennes et al., 2014; Ir-
ani et al., 20-15). A longer lasting mis-
statement is evidence of less timely dis-
covery of material misreporting, and is
thus an indicator of lower audit quality.
The timely discovery of misstatements
by an auditor is of great importance to
firms and to market investors as well,
because not only does it prevent missta-

' Which is defined as the difference between the
amount of revenue before the inspection and
auditing and the amount of revenue after the
inspection and auditing. This represents an ob-
jective measure of the ability of the auditor to
detect errors and misrepresentations in the fi-
nancial statements and make the necessary ad-
justments.

2 Measured using the discretionary accruals.
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tements from exacerbating, but it also
helps investors to promptly adjust fir-
ms’ valuation, resulting in a lower li-
kelihood of extreme stock price volatili-
ty and crashes.

On the other hand, auditing quality
is important to the auditor; this arises
from the non-exposure to the judicial
proceedings, to which the auditor might
be exposed as a result of the decline of
the performance level from the required
guality level. Khurana and Raman (20-
04) examined that whether the big four
auditors® provide audit services at a hi-
gher quality compared to other small
auditors in both United States (which is
known for high risk of litigation) and
other Anglo-American countries (char-
acterized by low risk of litigation), such
as Canada, Australia and the United Ki-
ngdom. The results showed that the
costs of equity capital of the big four
auditors’ clients are lower than small
auditors’ clients only in the United St-
ates, which means that big four auditors
provide services of higher quality, and
that is only in the United States. This
explains that the non- exposure to law-
suits is the reason for the high quality
of audit services provided by big four
auditors and the high credibility of the
financial reports.

Some studies have found that audit
quality is the main feature in changing
the auditor.Wooand Koh (2001) sho-
wed that the quality of the auditing pro-
cess is one cause of changing the audi-
tor.The study found that the rates of
changing the auditor in the companies
contracting with small auditors are high
because the small auditors have few re-
sources and capabilities in general, and

> Pricewaterhouse Coopers, Deloitte Touche
Tohmatsu, KPMG and Ernst and Young

it provides services of low quality since
audit quality is positively related to the
size of the auditors. The-refore, this is
reflected on the rates of changing audi-
tors.

Depending on what has been previ-
ously mentioned, researchers conclude
that the importance of audit quality lies
in the reduction and mitigation of agen-
cy conflicts, providing confidence and
credibility in the information included
in the financial statements that have be-
en audited, the non-exposure to judicial
proceedings to which the auditor might
be exposed as a result of the decline of
performancelevelsfromtherequired qu-
ality,as well as its contribution to the
reduction of earnings management thro-
ugh the low levels of discretionary ac-
cruals. Audit quality is also considered
a basic feature in auditors’ changing
and one of the criteria of choosing audi-
tors.

2.2 Accounting Conservatism

Accounting conservatism concept is
one of debatable issues in accounting
literature as a result of different views
among researchers about the advantages
and disadvantages of implementing this
concept. For instance,Givoly and Hayn
(2000), Watts (2003) and Lafond and
Watts (2008) have shown that con-
servatism has increased overtime and
attributed the existence and the contin-
uous increase of conservatism mainly to
contracting, litigation, tax-ation and
regulation that enhance the demand for
conservatism.

The importance of the principle as
an ingredient of commercial law was
also recognized through its incorpora-
tion into the laws of other European
countries. So, there were many denota-
tions and names for accounting conser-
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vatism, for example, Abdel Malek (20-
10) and Al Hyaly (2008) pointed out
that some consider the accounting con-
servatism a principle; others call it a
determinant such as Hussain (2007);
moreover, some call it a method like Al
Azama (1986), and others call it a limit
(El Shirazy, 1990).0On the other side,
so-metimes accounting conservatism is
called prudence; for example, the Inter-
national Accounting Standards Board
(IASB) uses the term of prudence to re-
fer to accounting conservatism (Pothof,
2011).Depending on that,Rashed (2010)
pointed out that there is no way to sepa-
rate between the conservatism and the
prudence terms because the differentia-
tion between them is just a linguistic te-
rminological differentiation in the fram-
ework of drafting the texts of the vari-
ous accounting publications.

Accounting conservatism can be de-
fined as accounting policies or tenden-
cies that result in the downward bias of
accounting net asset value relative to
economic net asset value. It is one of
the most fundamental features of ac-
counting information, dating back cen-
turies (Basu, 1997; Watts, 2003a; Ruch
and Taylor, 2015).

Based on that, there are many at-
tempts at accounting professional bod-
ies’ level to define accounting conserva-
tism concept,for instance, Financial Ac-
counting Standards Board (FASB) has
defined accounting conservatism as “a
prudent reaction to uncertainty to try to
ensure that uncertainty and risks inher-
ent in business situations are adequate-
ly considered” (FASB 1980, SFAC No.
2). Also, International Accounting Sta-
ndards Board (IASB) stated that ac-
counting conservatism, or as it is called
prudence, is “the inclusion of a degree
of caution in the exercise of the judg-

ments needed in making the estimates
required under conditions of uncertain-
ty so that assets or income are not
overstated, and liabilities or expenses
are not understated” (IASC, 1988).

Furthermore, Riahi-Belkaoui(1985)
and El Allali (2010) defined accounting
conservatism as the disclosure of the hi-
ghest values of obligations and expens-
es besides the disclosure of the least va-
lues of assets and revenues, while Bea-
ver and Ryan (2005) and Abdel Malek
(2010) stated that conservatism is the
reduction amount of the book value of
company net assets from its market va-
lue. In addition, Balachandran and Mo-
hanram (2011) followed Beaver and
Ryan (2005) and Abdel Malek (2010)
approach in defining accounting con-
servatism, so they claimed that account-
ing conservatism is the accounting se-
lection of (by organizational authorities,
standards creator or companies) the po-
tential processing to reduce the net as-
sets and accumulative income, and they
implied that the previous studies meas-
ure conservatism as the reduction of the
book values in relation to market val-
ues.

Additionally, Abdel Malek (20-10)
stated that conservatism is the consider-
ation of potential losses apart from po-
tential profits in all accounting factors,
which lead to a reduction of the book
values of assets from market values.
Moreover,Chan et al. (2009) implied
that accounting is conservative if the
percentage of the book value of operat-
ing assets to the assets market value is
less than one. Also, Lara et al. (2010)
pointed out that conservatism is the ti-
mely recognition of losses in the in-
come statement.
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In addition, Salama (2012) defined
accounting conservatism as a condi-
tional conservatism, which is practiced
through the disclosure and measure-
ment of potential losses and postpone-
ment of disclosure of potential profits,
and an unconditional conservatism due
to the desire and ability of the manage-
ment to choose among accounting poli-
cies and select the conservative meth-
ods and policies in order to avoid infl-
ating assets and income or reducing the
obligations and expenses, which pr-
omotes and supports the quality of fi-
nancial reports.

Depending on what has been previ-
ously mentioned, researchers conclude
that there is a multiplicity of names and
definitions given to accounting conse-
rvatism, and the presence of argument
about the survival of the conservatism
as a part of the conceptual framework
or not, especially among international
professional organizations in some of
the criteria on one side, and between
them and some academic studies on the
other side. Besides, the previous studies
differ among themselves about defining
the concept of accounting conservatism.
Researchers agree with the concept ad-
opted by Rashed (2010) since he de-
pended on several previous studies and
reached the definition of the conserva-
tism that is consistent with the intellec-
tual framework and does not contradict
with the international standards as mu-
ch as possible, which states that acco-
unting conservatism is the entry or the
conventional orientation to be followed
by accountants while preparing the fi-
nancial statements to reflect the effect
of the uncertainties surrounding and in-
herent in the practice of the company's
economic activity on the information
content of the financial statements so as

to achieve the non-dis-closure of inflat-
ed values of assets and income or low
values of the obligations and expenses
under uncertainty, provided that the
accounting conservatism does not lead
to the intentional disclosure of low val-
ues of the assets and income or inflated
values for obligations and expenses.

According to the increasing interest
of accounting conservatism concept, as
mentioned above, many researchers tri-
ed to find an accurate measure for this
concept; after investigating these mea-
sures, researchers will utilize the meas-
ure of Givoly and Hayn (2000) that us-
ed the Cumulative Negative Non-ope-
rating Accruals as the most convenient
measure of accounting conservatism for
this study because other measures have
critical disadvantages. Givoly and Hayn
(2000) argued that conservative ac-
counting results in persistently negative
accruals; more negative average accru-
als reflect more conservative account-
ing. Accruals are expected to reverse
over time; therefore, persistence in the
level of cumulative negative accruals
should reflect a conservatism bias with-
in the firm's accounting system rather
than the transitory nature of accruals.

A number of issues arise when im-
plementing this measure. The first issue
is related to what the appropriate accu-
mulation period should be, however,
Lara et al. (2009) besides Ahmed and
Duellman (2007) have adopted a 3-year
period from t-1 to t+1. A further criti-
cism is that the exclusion of deprecia-
tion from the accruals measure is likely
to introduce an error given the impo-
rtance of depreciation within the accru-
al accounting although the extent and
direction of the resulting bias are un-
known (Wang et al., 2009). However,
although these criticism, the measure of
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Givoly and Hayn (2000) is still the mo-
st commonly used measure that aims to
reduce the effect of temporary large ac-
cruals which tend to reverse in one or
two years (Richardson et al., 2005), and
many researchers used Givoly and Ha-
yn (2000) measure like Lara et al. (20-
09), Ahmed and Duellman (2007) and
Soliman (2014).

2.3 Relationships between A-
udit Quality and Accoun-
tingConservatismand Hy-
potheses Development

The relationship between audit qual-
ity and accounting conservatism has
become the subject of an active field of
empirical research in accounting (Soli-
man, 2014). There is a claim that there
is a appositive relationship between
audit quality and accounting conserva-
tism (Hamdan et al., 2012); this claim
based on the idea that audit role is rep-
resented in reducing the degree of in-
formation asymmetry between manag-
ers and the stakeholder parties in the
project. Therefore, the high-quality au-
dit will encourage the accounting poli-
cies that lead to the reduction of infor-
mation asymmetry and restrict the poli-
cies that lead to increased information
asymmetry (Cano, 2010). Reviewing
this relationship will depend on how the
audit quality is being measured. Many
researchers have measured audit quality
by using audit firm size and auditor
tenure such as DeAngelo (1981), De-
Fond and Subramanyam (1998), Fr-
ancis et al.(1999), Sori et al.(2006), Fa-
rgher et al.(2008), Choi et al.(2010),
and Lennox et al. (2012).

2.3.1 Audit Firm Size

Becker et al. (1998) showed that co-
mpanies audited by larger audit firms
have lower levels of opportunistic beha-
vior, and also Piot and Janin (2005),
based on a sample of French company-
es, presented results that corroborated
the findings of Becker et al. (1998). In
the same context, Cano (2010) found
that the level of conditional accounting
conservatism and accounting informa-
tion quality rises in the companies that
are audited by large auditing firms co-
mpared to the companies that are audit-
ed by small auditing firms. Basu et al.
(2001) found that big auditors have in-
centives to determine earnings more
conservativelythan non-big auditors be-
cause of their greater legal liability ex-
posure; also Chung et al. (2003) suppo-
rted this finding.

Furthermore, Francis and Wang
(2008) examined whether earnings con-
servatism is jointly affected by the in-
vestor’s protection environment where
a firm is located, and the firm’s choice
is a big4versus non-big 4auditors. Th-
eir finding confirmed the existence of a
positive relation between conditional
conservatism and big auditors for those
countries with a high level of investor
protection.

In addition, based on the financial
reports of the most active 50 non-fi-
nancial companies listed at the Egypti-
an stock exchange across four years,
Soliman (2014) showed that auditor fi-
rm size had significant positive relation
with accounting conservatism.

Thus, according to the literature, au-
dit quality positively affects the quality
of accounting information.With respect
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to conservatism, it is expected that ac-
counting conservatism is greater in the
financial statements of companies that
use the big four auditing services.

Hj:It is expected that conservatism lev-
el of the companies audited by larg-
er audit companies will be greater.

2.3.2 Auditor Tenure

Ghosh and Moon (2005),Jenkins
and Velury (2008) and Azevedoand C-
osta (2012) claimed that when the rela-
tionship between an auditor and its cli-
ent is longer, this allows the auditor to
obtain more knowledge about the cli-
ent’s activities, leading to better servi-
ce. Thus, in case of longer relationships
between an auditor and a client, the qu-
ality of audit services should be higher,
and the quality of the accounting in-
formation reported is supposed to be
better.

On the other hand, many authors, for
instance DeFond and Subramanyam
(1998), Geiger and Raghunandan (20-
02), Arel et al. (2005), Chi et al. (2009)
and Li (2010) asserted that long auditor
rotation has a negative impact on audit
quality, as demonstrated by Enron sc-
andal which is unraveled and filed for
Chapter 11 bankruptcy on Dec. 2, 2001.

Based on that, researchers agree
with the idea that the long relationship
between auditor and company causes
the auditor to have greater proximity to
his/her client, which might negatively
affect the quality of services provided,
so if the relationship is longer, the qual-
ity of audit services should be lower,
and the quality of the accounting in-
formation reported will be worse.

H,: It is expected that conservatism le-
vel of the companies having a lo-
nger relationship between the audi-
tor and the client will be lower.

2.3.3 Firm Size

Many studies focused on the rela-
tionship between accounting conserva-
tism as a dependent variable and other
factors, and they used the company’s
size as the other variable. This is all
based on the claim that there is a nega-
tive association between company’s si-
ze and accounting conservation (Ar-
abahmadi et al., 2013). In the same con-
text, Hamdan et al. (2012) found that
big companies adopt conservative ac-
counting policies, and the study expl-
ained that depending on big companies
will apply conservative accounting pol-
icies to avoid political costs; also Soli-
man (2014) found that there is a posi-
tive relationship between companies’
size and accounting conservatism.

Hs: It is expected that there is a signifi-
cant relationship between conserva-
tism level and the company’s size.

2.3.4 Firm’sFinancial Leverage

According to Chartered Institute of
Management Accountants (CIMA) Of-
ficial Terminology, financial leverage is
defined as “amount of debt in relation
to equity in the capital structure of an
entity or debt interest in relation to
profit”(CIMA 2005).Also,financial lev-
erage is sometimes called Debt ratio
which is a solvency ratio that measures
a firm's total liabilities as a percentage
of its total assets, so companies with hi-
gher levels of liabilities compared with
assets are considered highly leveraged
and more risky for lenders; as a result,
financial leverage re-presentsother cr-
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editors' claims on the assets of the com-
pany. Based on that, many authors, for
example Kim and Jung (2007), Scott
(2012) and Soliman (2014) asserted that
these claims may lead creditors to force
company’s management to apply m-ore
conservatism practices.

H,: It is expected that there is a signifi-
cant relationship between conserva-
tism level and the company’s finan-
cial leverage.

2.3.5 Firm’s Profitability

Profitability is a class of financial
metrics that are used to assess a busi-
ness's ability to generate earnings as co-
mpared to its expenses and other rele-
vant costs incurred during a specific
period of time (Ahmed et al., 2002, In-
vestopedia 2015, online).There are ma-
ny measures of profitability such as pr-
ofit margin ration, return on assets and
return on equity, residual income and
Tobin's Q.

Many studies explained the relation
between company’s profitability and
conservative accounting, for example,
according to Ahmed et al. (2002), com-
panies with higher profitability are ex-
pected to use more conservative acco-
unting because the cost of making a
conservative accounting choice is lower
for low-profitability companies (Soli-
man, 2014, p.356).

Hs: It is expected that there is a signifi-
cant relationship between conserva-
tism level and the company’s profit-
ability.

3. Research Methodology

The research problem is determined
according to the research aim and ob-
jectives which is whether the audit qu-

ality has a significant effect on account-
ing conservatism for the most active
firms listed in the Egyptian stock ex-
change. The hypotheses previously de-
veloped are required to test the relation-
ship between audit quality variables
which are audit firm size and audit ten-
ure and other moderating ones with the
accounting conservatism of the listed
companies in Egypt. Applied research
will be used in this paper as it is an ap-
propriate strategy when there are testa-
ble hypotheses. Afterwards, statistical
tools and techniques are implemented
to test these hypotheses using quantifi-
able data which are stemmed from the
financial statements of the companies
listed on the Egyptian stock market.

3.1 Sample Selection and Da-
ta Collection

This study has used on non-pro-
bability — purposive sample, so so-me
units in the population have had a high-
er chance of being selected (Greener,
2008). Besides that, purposive sample
(also known as a judgmental sample),
which is one type of non-probability
sampling, was used because the main
goal of purposive sampling is to focus
on particular characteristics of a popu-
lation that are of interest, which will
best enable to test the research hypothe-
ses (Greener, 2008). In this context, the
study focuses on the most actively trad-
ed Egyptian non-financial companies
listed in the Egyptian Stock Exchange,
according to disclosure book - 50 most
active companies, over the period 2007-
2015. The most active listed companies
are specifically chosen due to the data
availability and reliability in contrast to
non-listed companies or those that are
not the most active ones.
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These disclosure books include fi-
nancial information about the most 50
active-traded companies listed in the
Egyptian Stock exchange from different
industrial sectors, so financial compa-
nies are eliminated from these compa-
nies because of their special nature in
terms of the differences in the regulato-
ry tax requirements and the characteris-
tics of the financial reports from those
of the non-financial companies (Alsa-
eed, 2006). According to Mehran et al.
(2011), there is a main dissimilarity in
governance of the financial and non-
financial sectors. The complexity of the
financial sectors, particularly the bank-
ing sector causes a difficulty of imple-
menting formal regulations. Due to the
differences in regulations between ban-
ks and non-financial firms, this study
excludes the financial firms (Wilson et
al., 2010). An analysis was made to ch-
oose the companies with repetitive ap-
pearance during this period, and then
the highest 50 companies, after exclud-
ing financial services companies and
banks, were chosen for the period from
2007 to 2015 which are shown in Ap-
pendix (1), these companies represent
13 different sectors stated in Appendix
(2), resulting in 450 observations, but
for statistical analysis researchers excl-
ude 7 uncompleted observations, so on-
ly 443 observations were included in
the statistical analysis and any missing
data were completed from other sources
such as companies’ websites and/or Th-
omson Reuters Eikon database in order
to be consistent regarding these compa-
nies that construct the sample. In addi-
tion, these observations will be tested
against outliers to improve inferences
that could be drawn in different anal-
yses.

Thus, data which was used to me-
asure accounting conservatism, audit
quality andother variablescollected ma-
inly from Thomson Reuters Eikon da-
tabase, which is a set of software pr-
oducts provided by Thomson Reuters
for financial professionals to monitor
and analyze financial information. It pr-
ovides access to real time market data,
news, fundamental data, analytics, trad-
ing and messaging tools.

3.2 Variables Identification
and Measurements

There are 6 variables included in
this research which are accounting con-
servatism, audit firm size, audit tenure,
company size, company’s profitability
and company’s leverage. In agreement
with multiple regression models, these
variables can be classified into depend-
ent, independent and moderating varia-
bles,so figure (1) shows the relationship
among these variables which represents
the conceptual framework of the study;
hence, the following part will discuss
this issue.

3.2.1 Dependent variable

There are many measures for ac-
counting conservatism, which represe-
nts the dependent variable in this study,
such as asymmetric timeliness measure
developed by Basu's (1997), market-to-
book ratio by Be-aver and Ryan (2000),
and too hidden-reserves measure by
Penman and Zhang’s (2002). However,
these methods have many disadvant-
ages related to the implementation and
validity of them; consequently, the stu-
dy will rely on cumulative negative
non-operating accruals measurement
developed by Givoly and Hayn (2000)
as well as many authors like Lara et al.
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(2009), Ahmed and Duellman (2007),
Xia and Zhu (2009), Soliman (2014),
and Al-Sraheen et al. (2014).

According to Givoly and Hayn
(2000), conservatism leads to persis-
tently negative accruals. More conse-
rvative accounting is reflected by more

Independent Variable
Audit Quality
Audit Firm Size

Audit Firm Tenure

Moderating Variables

Firm Size
Profitability

Leveraae

negative average accruals. Averaging
over a number of years will mitigate the
effects of any temporary large accruals
since accruals will likely reverse within
one to two years (Richardson et al., 20-
05; and Ahmed and Duellman, 2007).

Dependent Variable

Accounting

Conservatism

Figure (1)

Conceptual Framework

Conservatism is expressed as the
choice of accounting principles that le-
ads to a minimization of reported ea-
rnings as it leads to consistently lower
cumulative earnings relative to operat-
ing cash flows, and higher accounting
conservatism results in more negative
total accruals; it is suggested that the
sign and magnitude of accumulated ac-
cruals over time are measures of con-
servatism. Conservative accounting le-
ads to negative accruals, and the more

negative are accruals, the more conser-
vative are financial reports (Givoly and
Hayn, 2000, p.292).

According to Givoly and Hayn
(2000), accounting conservatism can
be calculated as:

CONSV, = -1 x (1/n) x £"=; (NOACCy/TA;) (1)

Where:

i is the firm identifier; j is the select-
ed accumulation period.
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CONSV;: is the accruals-based con-
servatism proxy for firm i.

NOACC;;: is the non-operating ac-
cruals.

- Non-operating accruals = total ac-
cruals before depreciation - operat-
ing accruals, Where:

Total accruals before depreciation
(TACC) = Net income before de-
preciation - cash flow from opera-
tions (CFO)

Operating accruals = A accounts
receivables + A inventory + A pre-
paid expenses - A accounts payable -
A taxes payable - A accrued expens-
es

Accounting conservatism (ACCON) =

e TA;: is total assets for firm i in a
time period j.

As a result of the complexity of the
above equation, many authors tried to
simplify it, for instance Givoly and
Hayn (2000), Ahmed and Duellman
(2007), and Qiang (2007), so respec-
tively conservatism is computed as an
operational profit or income before ex-
traordinary items and discontinued op-
erations plus depreciation expenses mi-
nus operating cash flows and divided
by the total asset at the beginning of the
period, then multiplying the whole
equation by -1.Thus, the larger is the
value of this measure, the larger is ac-
counting conservatism, so the simple
form is shown as follows:

Cash flow of the operation - (Depreciation cost + Operational profit)

(2)

Total assets at the beginning of the period

Based on that, the study will use the
simple form of Givoly and Hayn’s
measurement which is in line with So-
liman (2014) and many other authors.

3.2.2 Independent variable

The quality of an audit is an impo-
rtant but still a controversial issue in
both practice and theory. Thus, research
on audit area has recently focused heav-
ily on audit quality (Knechel el al.,
2012; Laitinen and Laitinen, 2015).

According to figure (1) which ex-
plained the conceptual framework, au-
dit quality represents the independent
variable in this study, audit quality usu-
ally measured by two measures, name-
ly, audit firm size and auditor tenure.

3.2.2.1 Audit Firm Size

Many authors, for instance DeAnge-
lo (1981), DeFond and Subramanyam
(1998), Francis et al. (1999), Sori et al.
(2006), Fargher et al. (2008), Choi et al.
(2010), and Lennox et al. (2012), used
audit firm’s size as a measure for audit
quality because of their belief that if the
audit firm's size is greater, the audit
quality will be enhanced more greatly
as big audit firms have the ability to
perform their job more efficiently and
effectively than small audit firms, as a
result of having capability to hire more
talented employees, use superior tech-
nology, and own the best financial re-
sources to undertake audit process than
smaller audit firms. Therefore, the like-
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lihood to discover errors and manipula-
tion in client’s financial statements in-
creases.

Hussein and MohdHanefah (2013)
summarized the link between audit
firm’s size and audit quality “There is
no doubt that the big audit firms have
the ability, potential qualification, qual-
ified auditors, competent elements, use
of technical information, and use of
sophisticated and effective methods, so
the result is high-quality audits and
developed audit profession”.

Based on that, the study will use au-
dit firm’s size as a measure of audit
quality, so if the company’s audit is
performed by one of the big firms (Pr-
icewaterhouse Coopers, Deloitte Tou-
che Tohmatsu, KPMG and Ernst and
Young), the (ASIZ) variable assumes
value 1, otherwise 0, whereas a dummy
variable is the most common measure
for the firm's audit quality as a value of
1 is given to the firm if its audited by
one of the big 4 firms while it's given 0
if otherwise. (Chen et al., 2005, Soliman
and Ragab, 2014; Soliman, 2013; Klein,
2002; Piot and Janin, 2007; Peasnell et
al., 2005 and Metawee, 2013).

3.2.2.2 Auditor Tenure

Auditor Tenure represents the length
of the relationship between auditors and
their clients; generally there is a debate
among authors about the reliability of
auditor tenure as audit quality meas-
ures. For example, (Arelet al., 2005; Ja-
cksonet al., 2008; Chi et al., 2009; Ge-
orge, 2004; Ghosh and Moon’s, 2005;
Knechel and Vanstraelen, 2007 and Ja-
ckson et al., 2008) who asserted that
there is a strong relationship between
audit quality and auditor tenure so that

long auditor rotation has a positive im-
pact on audit quality. That can be ex-
plained by a new engagement that in-
volves a higher risk as auditors lack the
customer-specific knowledge essential
to effectively conduct auditing, and this
knowledge of the customer and the
business environment is something ob-
tained by experience with the client
over time.

Furthermore, other authors, e.g.,
Geiger and Raghunandan (2002) who
asserted that long auditor rotation has a
negative impact on audit quality, and
they demonstrated that by Enron scan-
dal which was unraveled and filed for
Chapter 11 bankruptcy on Dec. 2, 2001.

Consistent with the work of Jenkins
and Velury (2008), Li (2010) and Chin
et al. (2012), this study used, as a proxy
for the time of service to the client
(ATEN), the number of consecutive ye-
ars in which the audit is performed by
the same firm.

3.2.3 Moderating variables

A moderating variable is one that
has a supposedly strong contingent ef-
fect on the independent variable-de-pe-
ndent variable relationship. Thus, three
moderating variables were chosen in
this study which are firm size, firm fi-
nancial leverage and firm profitability.

3.2.3.1 Firm Size

According to many authors, for in-
stance Klien (2002), Hillman et al.
(2007), Piot and Janin (2007), Meek et
al. (2007), Johari et al. (2008), Khan
and Watts (2009), Rusmin (2010),Al
shubiri et al. (2012) and Soliman (20-
13), firm size is generally measured as
the natural log of total assets. Based on
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that, this study will depend on the natu-
ral logarithm of total assets as a proxy
for firm size.

3.2.3.2 Firm's Financial Leverage

There are several different specific
ratios that can be used as measures of
firm’s financial leverage, for example
Watts and Zimmerman (1986) used
debt to equity ratio which is total debt
divided by total equity; also, Al shubiri
et al. (2012), Waweru and Riro (2013)
and Habbash (2010) used a long term
portion only of the debt in calculating
debt to equity ratio. Other authors, such
as Peasnell et al. (2005), Weber (2006),
Rusmin (2010), Warrad et al. (2012),
Abed et al. (2012), and Soliman (2013)
and Uwuigbe et al. (2015) used total
debt ratio which is calculated by divid-
ing total debt by total assets of the firm,
so total debt ratio will be used in this
study as a measure of firm’s financial
leverage.

3.2.3.3 Firm’s Profitability

Firm profitability is about firm's ab-
ility to generate earnings as compared
to its expenses and other relevant costs
incurred during a specific period of ti-
me, so there are many financial metrics
that used to measure firm’s ability to
achieve that, for example, profit mar-
gin, return on assets (ROA), return on
capital employed and return on equity
(ROE), residual income and Tobin's Q.
Each ratio assesses a different aspect of
profitability, for instance, return on as-

sets is an indicator of how profitable a
company is relative to its total assets.

By reviewing literature by, such as
Dittmar et al. (2003), Ferreira and Vile-
la (2004), Kusnadi et al. (2015), Sad-
dour (2006), Harford et al. (2012) and
Flipse (2012) that studied factors affect-
ing accounting conservatism, they gen-
erally depended on Tobin's Q as a me-
asure of firm profitability, so this study
will use Tobin's Q as a metric of firm
profitability which calculates by divid-
ing total market value over total book
value.

The Tobin's Q ratio is a ratio de-
vised by James Tobin of Yale Universi-
ty, Nobel laureate in economics, who
hypothesized that the combined market
value of all the companies on the stock
market should be about equal to their
replacement costs. The Q ratio is calcu-
lated as the market value of a company
divided by the replacement value of the
firm's assets (Brainard and Tobin, 19-
68). For example, a low Q (between 0
and 1) means that the cost to replace a
firm's assets is greater than the value of
its stock. This implies that the stock is
undervalued. Conversely, a high Q (gr-
eater than 1) implies that a firm's stock
is more expensive than the replacement
cost of its assets, which implies that the
stock is overvalued. This measure of
stock valuation is the driving factor be-
hind investment decisions in Tobin's
model (Tobin, 1969). Correspondingly,
the following table (1) summarizes the
variables applied in this study and the
methods used to measure each of them.


http://www.investopedia.com/terms/m/marketvalue.asp
http://www.investopedia.com/terms/m/marketvalue.asp
http://www.investopedia.com/terms/s/stockmarket.asp
http://www.investopedia.com/terms/s/stockmarket.asp
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Table (1)
Study Variables and its Measurements

Variable ‘ Code |

Measurement

Independent Variables

Audit Eirm Size ASIZ Qummy vaIL_Je_ (1 = if the a_udlt flrm_ among the
big four auditing firms; 0 = otherwise).

Auditor Tenure ATEN Cor!tlnuqus \(arlable: length of years the auditor
audit their client.

Dependent Variable

Accounting Conservatism ACCON

Givoly and Hayn (2000)

Moderating Variables

Firm Size FSI1Z Natural logarithm of total assets
Total debt ratio
Firm Financial Leverage LEV
(Total debt/ Total Assets)
Tobin’s Q Ratio
Firm Profitability Q
(Total market value/ Total book value)

3.3 Research Model

To test the casual relationship be-
tween audit quality, audit firm size and
auditor tenure which represent inde-
pendent variables and accounting con-
servatism which represents dependent
variable, a multiple regression model is
used, so the following regression model
tests this causal relationship.

ACCON= B0 + 1 ASIZ + 2 ATEN +
B3 FSIZ + P4 LEV +B5Q +¢

Where:

_ Accounting conservatism
ACCON = index
ASIZ The audit firm’s size

Auditor tenure

ATEN

FSIZz Firm’s size

LEV Firm’s financial leverage
Q Firm’s profitability

g The error term

4. Research Analysis and Fi-
ndings

4.1 Descriptive Statistics

This section provides simple sum-
maries about the sample (50 most ac-
tive companies, over the period 2007-
2015) and about the observations that
have been made (443 observations), so
analysis of the results of the sample will
be discussed in terms of mean, maxi-
mum, minimum and standard deviation
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which used to quantify the amount of
variation or dispersion of a set of data
values. Table (2) provides summary of
descriptive analysis of study variables
(accounting conservatism, audit firm

size, auditor tenure, firm profitability,
firm size and firm leverage).

Table (2)
Descriptive analysis of study variables
variables Min. — Max. Mean +SD
Accounting conservatism -0.35-2.41 0.03 0.16
Audit firm size 0.0-1.0 0.45 0.50
Auditor Tenure 1.0-9.0 4.12 2.46
Firm Size 7.14 -10.98 9.13 0.72
Firm Leverage 0.02 - 3.18 0.48 0.32
Firm Profitability -0.70 — 3.65 0.33 0.44

According to table (2), accounting
conservatism mean is 0.03, a maximum
is 2.41, a minimum is -0.35 and a stan-
dard deviation is 0.16, which is the lo-
west standard deviation among study
variables. So that indicates that the data
points for accounting conservatism tend
to be close to the mean.

The second variable is audit firm
size mean is 0.45, a maximum is 1, a
minimum is 0 and a standard deviation
is 0.50.

Descriptive analysis for the third va-
riable which is auditor tenure (meas-
ured by the number of consecutive

years in which the audit is performed
by the same firm) shows that minimum
number of consecutive years in which
the audit is performed by the same firm
is one year and maximum consecutive
years are 9 years, with mean 4.12 and
2.46 standard deviation which is the

largest standard deviation among study
variables. So the data points are spread
out over a wider range of values.

The fourth variable is the firm’s size
that is represented by logarithm of total
assets. The mean for this variable is
9.13 with a standard deviation 0.72.
Logarithms of total assets for the sam-
ple are ranged from 7.14 to 10.98. Also,
table (2) showed that firm financial lev-
erage which is calculated as total debts
divided by total assets, mean is 0.48, a
maximum is 3.18, minimum is 0.02,
and a standard deviation is 0.32. Final-
ly, firm profitability mean is 0.33,a m-
aximum is 3.65, a minimum is-0.70
and a standard deviation is 0.44.

4.2 Removing Outliers

Data were checked against outliers
as the outlier is a value that is very dif-
ferent from the other data in data set
that causes a kind of noise that might




Dr. Amr Youssef, Yasmine Abdel Hamid

The Effect of Auditing Quality Characteristics ...

affect the analysis and the study results
because it can skew results. Therefore,
researchers used and utilizes box plot
diagram to identify outliers for the de-
pendent and independent variables to
exclude them from the study data set to
fined the effect on regression results.

Box plot diagram was used on four
phases to identify the outliers’ observa-
tions so they can be removed.This re-
sulted in removing 37 observations fr-
om the 443 study observations so that
study data set will contain 406 observa-
tions.

4.3 Correlation Analysis af-
ter Removing Outliers

To show the strength and direction
between variables, this section provides
the correlation results using the Pear-
son’s correlation coefficients among all
study variables in table (3).Table(4) pr-
ovides a summary of the results of Pe-
arson’s correlation coefficients between
the dependent variable (accounting con-
servatism) and independent and moder-
ating variables (audit firm size, firm le-
verage, firm profitability, firm size and
auditor tenure) which is the main focus
of this study.

The correlation matrix in table (3)
and the summary in table (4) show firm
leverage, firm profitability, and audit fi-
rm size have strong significant relation-
ship with accounting conservatism. For
instance, firm profitability has negative
significant relationship with accounting
conservatism; also audit firm size and
firm leverage have significant positive
relationship with accounting conserva-
tism, further after removing outliers fr-
om study data set, auditor tenure has
insignificant relationship with account-

ing conservatism, instated of having ne-
gative significant relationship before re-
moving outliers, on the other hand, firm
size has a positive significant relation-
ship with accounting conservatism, in-
stead of having insignificant relation-
ship before removing outliers, based on
that the following part will show the
effect of removing outliers on the result
of regression analysis.

4.4 Regression Analysis after
Removing Outliers

After finding that there is correlation
between accounting conservatism with
other independent and moderating vari-
ables except firm size in the previous
part, the next step is to determine the
casual effect between accounting con-
servatism and other variables (audit fi-
rm size, auditor tenure, firm leverage
and firm profitability) and determined
which of study hypotheses will be sup-
ported and which will be rejected, so
researchers will utilize ordinary least
squared method (OLS).

Table (5), table (6) and table (7) sh-
ow the results of regression analysis
after removing outliers, for instance R
square of the model as shown in table
(5) amount is (.120) which means that
12% variation of the dependent variable
(accounting conservatism) is explained
by the independent and moderating var-
iables (audit firm size, auditor tenure,
firm leverage, firm size and firm profit-
ability), and comparing R square value
before (is .069) and after (is .120) re-
moving outliers, it is found that R sg-
uare value almost double, which means
that the regression model after remov-
ing outliers explains more the behavior
of accounting conservatism, also the
value of the multiple correlation coeffi-
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cient (R) of this model is (.347) as sh-
own in table (5), is closer to the value
of 0.5 than its value before removing
outliers (0.262), and the higher this val-
ue the better, therefore the sample of
this study represents the population.

Moreover, in table (6), the signifi-
cance level of the model is shown wh-
ich is equal to (0.000) and that’s an in-
dication that this model is highly signif-
icant as the criteria for the significance
level is 0.05, and F value is 10. 947. The
Durbin Watson statistics is 1.712 which
is still near to 2, which means that error
terms are uncorrelated, and thus there is
no autocorrelation problem.

Table (7) shows that audit firm size
has a positive significant relationship
with accounting conservatism with st-
andardized coefficients 0.216, so H; is
accepted: It is expected that the con-
servatism level of the companies audit-
ed by a larger audit companies will be

greater. On the contrary to the result of
regression analysis before removing ou-
tliers, table (7) shows that auditor ten-
ure has a negative insignificant relati-
onship with accounting conservatism,
based on that H, is rejected: It is ex-
pected that conservatism level of the
companies having a longer relationship
between the auditor and the client will
be lower. On the other hand, firm size
has a positive insignificant relationship
with accounting conservatism and the-
refore, Hs is rejected. Additionally, firm
leverage has a positive significant rela-
tionship with accounting conservatism
so H, is also accepted. And finally, firm
profitability has a negative significant
relationship with accounting conserva-
tism which is consistent with the as-
sumption made that there is a signifi-
cant relationship between accounting
conservatism and firm profitability, th-
erefore, Hs is accepted as well. Table
(8) summarizes hypotheses test results.

Table (3)
Correlations after removing outliers
Firm Tobin’s |Conservatism. A!"d't Auditor
. Leverage . Firm
Size Q index . Tenure
Size
Pearson Corre- | 376~ | .095 145™ 353 | 207"
Firm Size lation
Sig. (2-tailed) .000 .056 .003 .000 .000
N 406 406 406 406 406 406
. Pearson Corre- | 76| 4 066 173" 2477 | 063
Firm Lever- lation
age Sig. (2-tailed) | .000 183 .000 .000 209
N 406 406 406 406 406 406
Pearson Corre- *x *
Firm Profita \ation .095 .066 1 -.186 124 .090
bility Sig. (2-tailed) | .056 .183 .000 012 .069
N 406 406 406 406 406 406
_ PearsonCorre- | g joer | g3 | _1g6™ 1 235" | -.027
Conservatism lation
index Sig. (2-tailed) | .003 .000 .000 .000 590
N 406 406 406 406 406 406
AuditFirm  Pearson Corre- | aoaes | op7m | g9y 235™ 1 -011
Size lation

AR



Dr. Amr Youssef, Yasmine Abdel Hamid The Effect of Auditing Quality Characteristics ..

Sig. (2-tailed) [ .000 | .000 012 1000 825
N 406 406 406 406 406 406
_ Pearson Corre- | ;7= | (63 090 -.027 -.011 1
Auditor Ten- lation
ure Sig. (2-tailed) | .000 | .209 069 590 825
N 406 406 406 406 406 406

**_Correlation is significant at the 0.01 level (2-tailed).
*. Correlation is significant at the 0.05 level (2-tailed).

Table (4)

Correlation between accounting conservatism with other independ-
ent variables after removing outliers

. Accounting conservatism
Variables
r p
Audit Firm Size 0.235" 0.000"
Auditor Tenure -0.027 0.590
Firm Size 0.145" 0.003"
Firm Leverage 0.173" 0.000"
Firm Profitability -0.186" 0.000

r: Pearson coefficient
*: Statistically significant at p < 0.05

Table (5)
Model Summary ° (after removing outliers)

Adjusted R | Std. Error of Durbin-

Model R [RSquare |~ gy e the Estimate |  Watson

1 347° 120 .109 .06992 1.712

a. Predictors: (Constant), auditor tenure, audit firm size, firm profitability, firm leverage, firm size
b. Dependent Variable: Conservatism index

Table (6)
ANOVA ? (after removing outliers)

Model Sum of Squares | df | Mean Square F Sig.
Regression 268 5 .054 10.947 |.000°
Residual 1.956 400 .005
Total 2.223 405

a. Dependent Variable: Conservatism index
b. Predictors: (Constant), auditor tenure, audit firm size, firm profitability, firm leverage, firm size

Yy
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Table (7)

Coefficients ® (after removing outliers)

Unstandardized Coef- [Standardized
Model ficients Coefficients t Sig.
B Std. Error Beta
(Constant) -.043 .050 -.870 .385
Firm Size .005 .006 .051 939 348
Firm Leverage .037 .016 116 2.281 .023
Firm Profitability| -.045 .010 -.223 -4.698 | .000
Audit Firm Size .032 .008 216 4.230 .000
Auditor Tenure -.001 .001 -.022 -.458 647
a. Dependent Variable: Conservatism index
Table (8)
Hypotheses Test Results after removing Outliers
Hypothesis Support-
yp ed/Rejected
H1: It is expected that the conservatism level of the com-
panies audited by a larger audit companies will be Supported
greater.
H2: It is expected that conservatism level of the compa-
nies having a longer relationship between the auditor Rejected
and the client will be lower.
H3: It is expected that there is a significant relationship Rei
. S ejected
between conservatism level and the company’s size.
H4: It is expected that there is a significant relationship
between conservatism level and the company’s finan- Supported
cial leverage.
H5: It is expected that there is a significant relationship
between conservatism level and the company’s profit- Supported

ability.

Yy
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5. Research Conclusion and
Recommendations

Audit quality and accounting con-
servatism implementation is considered
from the relatively newly established
areas of special interest for academia
and practitioners in developed and de-
veloping countries. Although the audit
quality has been in the center of this
attention, of course, knowing current
approaches towards the application of
audit quality could be useful to regula-
tory authorities and professional associ-
ations as they develop their own poli-
cies, standards and educational progr-
amms regarding this matter.

Even though many studies have be-
en conducted on audit quality recently,
an obvious lack of research in the field
is evident in Egypt. This study aims to
fill the gap in Egypt by analyzing the
effect of audit quality on accounting
conservatism for the most active firms
listed on the Egyptian stock market. Al-
so, this study investigates how an ef-
fective audit quality system is able to
provide sound and well-performing ac-
counting conservatism within Egyptian
firms by studying audit firm size, audi-
tor tenure, firm size, firm leverage, and
firm probability.

The primary objective of this study
is to explore the effect of audit quality
on accounting conservatism of firms
listed on the Egyptian stock market. Th-
is objective has been achieved through
detailed literature review and empirical
analysis. Additionally, the empirical ex-
amination of the hypotheses developed
from the conceptual framework prese-
nted in this study is used to explore the
effects of audit quality on accounting
conservatism.

Y¢

Consistent with prior research the
study uses audit firm size and auditor
tenure as measurements of audit quality
(Hamdan et al., 2012; Choi et al., 2010;
Lennox et al., 2012; Jackson et al,.
2008, and Chi et al., 2009). The study
computes accounting conservatism in
terms of Givoly and Hayn (2000) meas-
ure of conservatism as previously com-
puted in various studies (Ho, 2009; Be-
hrghani and Pajoohi, 2013).

This study selected the Egyptian
companies of the top 50 most active co-
mpanies listed in the Egyptian Stock
Exchange over the period 2007-2015.
The financial sectors were not included
in this study as the characteristics of
these firms are different from the firms
in other industrial sectors in terms of
financial statement, profitability measu-
res and liquidity assessment. Also, they
were specialized in nature and were
subject to different regulations, tax and
accounting rules (Wilson et al., 2010).
Five hypotheses are derived to consider
whether audit quality affect firms' ac-
counting conservatism.

The research results, findings and
detailed analyses of the empirical study
were presented in the following man-
ner: The descriptive statistics were used
to describe the data and then correlation
analysis was conducted to show the di-
rection and strength between audit qual-
ity and accounting conservatism. Af-
terwards, regression analysis was car-
ried out using ordinary least square (O-
LS) regression and results after exclud-
ing outliers from the study data set the
regression analysis show that audit firm
size, firm leverage and firm profitabil-
ity play a major role in effect on acco-
unting conservatism in Egyptian firms
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whereas audit firm size has a positive
significant relationship with accounting
conservatism, firm leverage has a posi-
tive significant relationship with acco-
unting conservatism, and firm profita-
bility has a negative significant relati-
onship with accounting conservatism,
while firm size and auditor tenure have
a weak role whereas firm size has a
positive insignificant relationship with
accounting conservatism, and auditor
tenure has a negative insignificant rela-
tionship with accounting conservatism.

To sum up, this paper fills the gap in
research on audit quality in Egypt and
highlights the importance of audit qu-
ality and each of its components on ac-
counting conservatism.The following
section presents recommendations for
future research on audit quality in light
of the results above.

This study examined whether the ch-
aracteristics (or attributes) of audit qual-
ity which are characterized by audit fi-
rm size and auditor tenure have effect
on the quality of financial reporting, sp-
ecifically accounting conservatism of
the most active 50 non-financial com-
panies listed at Egyptian stock exch-
ange across nine years of period from
2007 to 2015. Therefore, the following
points could be summarized:

One of the research hypotheses is
about the size of the audit firm and the
level of conservatism. Based on the
evidence presented, this study can con-
firm that the level of accounting con-
servatism is greater in the numbers re-
ported by companies audited by major
independent big auditing firms than sm-
aller ones.Thus, the largest indepe-
ndent accounting firms, now called Big
Four, have higher audit quality, which

positively affects the level of conserva-
tism. The evidence presented in this pa-
per indicates that auditor tenure did not
influence the conservatism of account-
ing numbers.

Based on these results, the study
recommends that the professional asso-
ciations in Egypt and the government
work to improve the auditing quality in
Egypt, as the characteristics of auditing
quality have impact on the enhanceme-
nt the level of conservatism, through
enhancing law and regulations that en-
force companies to adopt accounting
conservatism principle in their financial
system, also encourage audit firms to
increase audit quality and focus on au-
diting companies accounting conserva-
tism practices. On the other hand, aca-
demics need to investigate other factors
that affect financial information quality
in general, also the determinations and
motivations of accounting conservatism
practices, as well as audit quality in Eg-
yptians business environment, especial-
ly in the light of this study results wh-
ich indicate that not all audit quality
attributes affecting the level of account-
ing conservatism in Egypt.

6. Research Limitations

In this study, several of limitations
and obstacles were encountered; due to
Egypt as a developing country, the elec-
tronic databases are unavailable. This
leads to limitations in the data availabil-
ity, which made this research more im-
portant and vital to shed light on coun-
try-related deficiencies that should not
exist in order for Egypt to be able to be-
come a developed country.

o Generalizing the results for all firms
(other than the sampled firms) be-
comes limited due to the nature of
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empirical model used and study sa-
mple.

The quality of the study depends
entirely upon the accuracy, consis-
tency, reliability and quality of sec-
ondary data. However, collecting fi-
nancial data in Egypt was a chal-
lenge, due to its unavailability, for
instance there are many measures of
audit quality other than audit firm
size, auditor tenure, but according to
data unavailability we used these
two measures.

e According to statistical analysis re-
sults R square of the study model is
(.120), which means that only 12%
variation in the dependent variable
(accounting conservatism) is expla-
inned by the independent variables
(Audit firm size, Auditor Tenure,
Leverage, Firm Size and Profitabil-
ity) so there are many other variabl-
es affecting accounting conservatism
didn’t include in this study.

The research is based on the period
from 2007 until 2015; this period in-
cludes financial crisis and Egyptian
revolution which may have negative
effect on financial statements, result-
ing in misleading findings.

. Suggestions for Future Re-
search

The results of this study show a di-
versity of results in audit quality and
therefore, create a strong trend between
audit quality and accounting conserva-
tism, which increases the research gap
further and proves that audit quality is
applied efficiently in Egypt.

Another path for further research is
to test additional audit quality charac-
teristics that may influence firm per-

A\l

formance. Examples for such additional
characteristics are; specialization of the
audit firm, also provision of non-aud-
iting services to the client, type of cli-
ent, importance of the client, delay in
issuing the audit report and may be oth-
er attributes.

However, there is a need for further
research to consider more factors that
might affect conservatism as environ-
mental and cultural factors and industry
type. Such investigation can be carried
out using data of a large sample of lis-
ted firms to test the relationship be-
tween auditing quality and accounting
conservatism on wide spectrum of vari-
ables as earning’s quality, stock prices,
firm valuation, cost of capital, and cor-
porate governance mechanisms and m-
ost importantly earning management.

Finally, further research can be con-
ducted as comparative studies between
Egypt and a developed country for the
same period of time in order to be able
to compare the results and conclude br-
oader conclusions. Also future study
should increase the length of the rese-
arch period of the study to ensure that
there is no biasness in drawing conclu-
sions. Perhaps by covering a longer ti-
me period, it will be more meaningful
in explaining dependent variable.

Hope this study will contribute to a
better understanding of the various fac-
tors that affect accounting conservatism
in the financial statements, and the rela-
tionship of these with the presence of
audit quality. In addition, hope this wo-
rk will encourage the development of
new studies on the characteristics of the
financial information and quality of
auditing in Egypt.
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Appendix (1)
Study Sample

1 | Asec Co For Mining (ASCM.CA)

2 | Al Ezz Dekheila Steel Company Alexandria (IRAX.CA)

3 | Egptian Iron And Steel Co (IRON.CA)

4 | Ezz Steel Co (ESRS.CA)

5 | Abu Qir Fertilizers And Chamical Industries (ABUK.CA)

6 | Egyptian Financial And Industrial (EFIC.CA)

7 | Misr Chemical Industries (MICH.CA)

8 | Sidi Kerir Petrochemicals (SKPC.CA)

9 | Giza General Contracting And Real Estate Investment (GGCC.CA)
10 | Lecico Egypt (LCSW.CA)

11 | Misr Refrigeration And Air Conditioning Manufacturing (MRCO.CA)
12 | Orascom Construction Industrues (OCIC.CA)

13 | South Valley Cement (SVCE.CA)

14 | Egyptian Company For Condtruction Development (EDBM.CA)
15 | El Saeed Contracting And Real Estate Invesment Co (UEGC.CA)
16 | Delta Sugar (SUGR.CA)

17 | Extracted Qil And Derivatives (ZEOT.CA)

18 | International Co For Agricultural Corps (IFAP.CA)

19 | National Co For Maize Products (NCMP.CA)

20 | North Cairo Flour Mills (MILS.CA)

21 | Sharkia National Company For Food Security (SNFC.CA)

22 | Upper Egypt Flour Mills (UEFM.CA)

23 | Electro Cable Egypt (ELEC.CA)

24 | Egyption Transport And Commercial Services (ETRS.CA)

25 | El Sewedy Electric Co (SWDY.CA)

26 | Industrial Engineering Co For Construction And Development (ENGC.CO)
27 | United Arab Stevedoring Co (UASG.CA)

28 | Egyptian Media Production City Co (MPRC.CA)

29 | Alexandria Mineral Qils Co (AMOC.CA)

30 | Alexandria Spinning & Weaving Co (SPIN.CA)

31 | Arabia Cotton Ginning Co (ACGC.CA)

32 | Unirab Polvara Spinning And Weaving Co (APSW.CA)

Yv
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33

Eastern Co (EAST.CA)

34

El Nasr Clothing And Textiles Co (KABO.CA)

35

Nile Cotton Ginning (NCGC.CA)

36

Egyptian For Tourism Resorts (EGTS.CA)

37

Oriental Weavers Carpet Co (ORWE.CA)

38

Egyptians For Housing Development And Reconstruction Co (EHDR.CA)

39

Cairo For Housing And Development Co (ELKA.CA)

40

El Shams Housing And Urbanization Co (ELSH.CA)

41

Medinet Nasr For Housing And Development (MNHD.CA)

42

United Company For Housing And Development (UNIT.CA)

43

Raya Holding Company For Technology And Telecommunication (RAYA.CA)

44

Orange Egypt For Telecommunications (OREG.CA)

45

Telecom Egypt Co (ETEL.CA)

46

Egypt Gas (EGAS.CA)

47

Gb Auto (AUTO.CA)

48

Heliopolis Co For Housing And Development (HELI.CA)

49

Palm Hills Development Company (PHDC.CA)

50

Sixth Of October Development And Investment (OCDI.CA)

Appendix (2)
Sample Sector Classification

No. Sector No. of Companies in %
the Sector
1 | Basic Resources 4 8%
2 | Chemicals 4 8%
3 | Construction and Materials 7 14%
4 | Food and Beverage 7 14 %
5 | Industrial Goods, Services and Automobiles 6 12%
6 | Media 1 2%
7 | Oil and Gas 1 2%
8 | Personal and Household Products 7 14%
9 | Real Estate 8 16%
10 | Technology 1 2%
11 | Telecommunication 2 4%
12 | Utilities 1 2%
13 | Travel and Leisure 1 2%
Total 50 100%

YA
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Modifications Report

The following paragraphs and references have been reported to be the reason of the
relatively high similarity percentage and therefore they were removed and conse-

quently the similarity percentage has dropped to be 15%:

Paragraph and References Removed

Page
Number

The need for conservatism is suggested with agency theory, through
which problems between managers and stakeholders about the separation
of management and ownerships can be solved. This issue was discussed
by Watts (2003) with the assumption that the financial reports published
by managers were conservative, and shareholders may reduce salary of
managers to compensate the difference by their attention to their personal
interests. To prevent this situation, managers may provide more conserva-
tive volume as a sign of their lack of attention to their own personal inter-
ests (Pashaki and Kheradyar, 2015)

P.3

Many of the accounting scandals and breakdowns in financial markets
have emerged in recent years, but the most important results, which were
not expected for these events, increased awareness of the importance of
the role of auditing, and many of the parties realized the crucial role
played by the audit in the performance of financial markets (Abu-ljela and
Hamdan, 2010). On the other hand, the number of audit failures declared,
as evidenced by the lawsuits and penalties imposed by the Stock and Ex-
change Commission (SEC) are very small, having an annual failure rate
close to zero (DeFond and Francis, 2005).

However, there is no agreement on the concept of the auditing quality.
Both of the International Federation of Accountants (IFAC) and American
Institute of Certified Public Accountants (AICPA) failed to introduce an
explicit concept of the auditing quality. However, there are several at-
tempts (iefpedia.com) to define the quality of the auditing, including the
concept of auditing quality being defined as the external auditor which
detects an anomaly in financial statements and then reveals it to the users
of these statements (DeAngelo, 1981).

Issa (2008) defined audit quality as (iefpedia.com) the ability of (iefpe-
dia.com) audit process to detect and report important falsification of fi-
nancial statements as well as to reduce asymmetry of information between
managers and stakeholders that are relevant to the level of quality of in-
formation (www.scipress.com) in financial statements. Also, Deis and
Giroux (1992) argued that the auditing quality is the auditor's ability to
detect weaknesses and gaps in the accounting system for the client and the
reporting. However, Copley and Doucet (1993) went in another direction
by defining the auditing quality as the application of professional stand-
ards related to field work and reporting standards. The audit quality is a
set of methods and techniques that work to reduce errors and fraud, and it

P.3and P.4

YA
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is supported through access to sufficient and convincing evidence in order
to protect the interests of relevant parties (Abu ljela and Hamdan, 2010).
The probability of detection is a matter of competence, whereas the prob-
ability of revelation depends on the independence of the auditor, i.e.
his/her willingness to face the pressure exerted by the producers of finan-
cial statements (Piot and Janin, 2005)

Audits can be considered a type of assurance service. However, audits
are only designed to test the validity of the financial statements, and are
subject to regulation under International Standards on Auditing. Assur-
ance engagements designed to test historical financial information are re-
ferred to as assurance reviews (these are regulated by International Stand-
ard on Review Engagements (ISRE 2400), but assurance reports can be
obtained over many other subject matters and will then be subject to ISAE
3000 or other individual Standards on Assurance Engagements
(en.wikipedia.org) (Copley et al., 2009)

P.4

The financial information reported by a firm is of great importance to
the stakeholders as based on the provided information, stakeholders take
several decisions including investing decisions by investors and institu-
tions and providing loans decisions by banks and other lenders, and many
other decisions are based on the information provided by firms. Therefore,
in order to avoid the risk of losing the financial information credibility and
the trust of the financial information users and in order not to face prob-
lems with the auditing firms, firms must have an accounting conservatism
to provide credible and reliable information.

P.23

- Abu ljela, 1., and Hamdan, A. (2010). “Auditing quality effect on ban
earnings management: Evidence from Jordan”. Arab Journal of Admin-
istrative Sciences, 17(2), 277-319.

- Copley, P. A., Douthett, J. R., Edward, B. (2009). “Are Assurance Ser-
vices Provided by Auditors on Initial Public Offerings Influenced by
Market Conditions?”. Contemporary Accounting Research Sum-
mer2009, 26(2), p453-476. 24p.

- DeFond, M., and Francis, J. (2005). “Audit research after Sarbanes-
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- Deis, D., and Giroux, G. (1992). “Determinants of audit quality in the
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