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Introduction
In recent times, the call for reliable financial reporting has gained 

prominence in Nigeria and global economy at large. The capability or 
incapability of banks to effectively fulfill intermediate mandate has 
been the crux of many financial crises. Mediating between the surplus 
and deficit units within the economy expedites distribution of national 
savings, thereby improving investments and national output. In 2005, 
the Central Bank of Nigeria mandated every Nigerian bank to increase 
capital base from 2 billion naira to 25 Billion Naira in order to enhance 
competitiveness in the international market. Noteworthy capital market 
expectations were raised and banks were under pressure to achieve 
survival and generate higher returns to shareholders. This pressure 
from the Central Bank of Nigeria has occasioned banks falsifying 
accounts, inflating earnings and capital. The need for reliable reports 
has led to statutory audit that provides independent authentication of 
financial statements prepared by banks’ directors. 

Auditors are instructed to report financial misdemeanors in 
company’s accounts to increase transparency and accountability 
through fraud detection. Earnings are made up of accruals and cash 
items and accruals are basically controlled by company’s stewards. 
Management can bloat performance of company and future earnings 
predictions through manipulation of accruals resulting in earnings 
management. Financial reports contain accounting information which 
different users use to appraise firm’s performance. Investors use cash 
flow statement to make investment decisions thereby creating room for 
highly motivated and intelligent management teams to manipulate the 
real economic operations to influence the true picture of a company’s 
cash flow from operations. Since accrual accounting measures the 
performance of company by recognizing economic events irrespective 
of when transactions occur. Earnings management is therefore, 
discovered by conducting tests on the components of accrual assumed 

to be at the managerial discretionary accruals thereby revealing 
information asymmetries. Accounting scandals experienced in the last 
few years have affected the regulators’ trust of financial statements. This 
scandal and its consequent results are reasons for drawing attention 
to quality and reliability of financial statements in the banking sector. 
Therefore, the absence of investors’ confidence in the reported earnings 
influence the financial market because investors are major players in 
ensuring availability of capital to support the economic system. Given 
the above state, this study seeks to assess the effect of audit quality 
on earnings management in Nigerian listed deposit money banks. 
The broad objective of this study is to identify relationship between 
audit quality and earnings management of Nigerian listed money 
deposit banks while to assess relationship among joint audit, auditor 
specialization, auditor independence and audit tenure on the earnings 
management in the listed deposit money banks in Nigeria would need 
to established. 

Literature Review
Concept of earnings management and quality

Earnings management and earnings quality are closely related 
concepts and researchers generally agree that highly managed earnings 
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Abstract
The incessant failure of Nigerian deposit money banks has raised queries on audit quality in the Nigerian banking 

sector. Hence, the study examined relationship between Audit Quality and Earnings Management in Nigerian listed 
deposit money banks. The study adopted a longitudinal research design and secondary data covering a period 
of 2005-2014 were collected. The population of the study comprised fifteen (15) deposit money banks listed on 
Nigerian Stock Exchange as at 2016, out of which six (6) banks were randomly selected resulting in 60 observations. 
Panel data technique was employed, while fixed and random effects model were used for estimation. Descriptive 
Statistics, Pearson correlation coefficient and simple pooled OLS regression analysis were used for analysis to 
determine possible link between the variables identified. The results of the study showed that a significant positive 
relationship existed between joint audit and earnings management (β1=1.054533; t=2.34; and p=0.0023<0.05), 
which implies that a change to joint audit from single audit increases earnings management. Also, a significant 
negative relationship existed between audit specialization and earnings management (β2=-0.0302366; t=-2.07; 
and p=0.043<0.05), which implies that every unit increase in audit specialization decreases earnings management. 
Furthermore, a significant positive relationship existed between audit independence and earnings management 
(β4=is 0.6010025; t=4.96; p-value at 0.008<0.05). However, there was an insignificant negative relationship between 
audit tenure and earnings management (β2=-0.0078915; t=-0.12; p=0.906>0.05). The study concluded that lengthy 
audit tenures were mechanisms adopted by banks’ managers to influence auditors’ objectivity in the course of audit 
assignment. Therefore, the study recommended that lengthy audit tenure be discouraged. 
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indicate poor audit quality [1,2]. Many factors contribute to earnings 
quality, hence the absence of earnings management is lacking to 
assume earnings quality [1]. Earnings quality is a broader term that 
scientists interpret differently, depending on the specific situation 
is applied. McNichols [3] described earnings quality as elusive in 
the sense that extant literature only identifies diverse characteristics 
associated with it [4]. Dechow et al. [5] believed that earnings quality 
provide more information about the features of a firm’s financial 
performance that are relevant to specific decisions made in the 
organizations. Simply put, whether an earnings quality is regarded as 
of high or low quality depends on the extent of information presented 
about a firm’s financial performance. High earnings quality implies 
less information asymmetry, and investors and other stakeholders 
make more appropriate decisions, based on a more realistic view of 
the company performance. Low earnings quality implies the presence 
of earnings management and investors and other stakeholders become 
misinformed and misguided. 

In the light of this, accruals exhibit different kinds of problems since 
managers’ aim at making company appear desirable and attractive, 
they tempt to use discretions to handgrip accruals to signal private 
information or manipulate earnings. Various researchers claim that 
abnormal accruals measure the degree of earnings management, which 
is seen as a dimension of earnings quality. 

Review of empirical studies

The debate on the relationship between audit quality and earnings 
management is unending because of inconsistent empirical findings 
from singularity of interest. While some empirical studies have 
reported the abilities of audit quality to significantly constrain earnings 
management [6-8] others have reported otherwise. 

Joint Audit and audit quality: Holm and Thinggaard [9] 
examined whether joint audit impacts audit quality in the Danish 
setting. The sample comprises non-financial companies listed on 
the Copenhagen Stock Exchange (CSE) at the time of joint audit 
abolishment. They found insignificant coefficients on audit quality 
measures (abnormal accruals), suggesting that joint audit is not better 
able to constrain earnings management than single audits. Lesage et 
al. [10] also examined whether joint audit impacts audit quality in the 
Danish setting. Their findings showed insignificant coefficients on the 
abnormal accrual measures for either period. Hence, these confirm 
that joint audits do not have impact on audit quality, as measured 
by the level of abnormal accruals. In a study carried out in Denmark, 
Zerni et al. examine the impact of the voluntary joint audit on audit 
quality in the Swedish setting for the 2001-2007 period. The authors 
considered a sample of listed non-financial Swedish companies and 
a sample of privately held firm Swedish. The findings suggested that 
companies opting voluntarily for joint audits have a higher degree of 
earnings conservatism, lower abnormal accruals (both are proxies for 
audit quality), better credit ratings and lower risk forecasts of becoming 
insolvent within the next few years than other firms (both are proxy 
measures for perceived audit quality). Thus, the joint audit decision 
might be driven by minority shareholders who prefer a higher degree 
of conservatism in the firm’s accounting decisions.

Also in Swedish context, Zerni et al. examine whether corporate 
governance devices including joint audit can effectively mitigate 
‘entrenchment discounts. Zerni et al. defined the entrenchment 
problem as the possibility that large shareholders opt to use their power 
to expropriate minority shareholders by taking actions and investment 
decisions serving their own interests, leading to suboptimal outcome 

for minority shareholders. Consequently, entrenchment discounts 
arise when the non-controlling shareholders expect to face a potential 
expropriation by the controlling shareholders and discount the share 
price accordingly. 

In a study conducted by Pouraghajan et al. [11] audit firm size was 
used to measure audit quality and the absolute value of discretionary 
accruals was used as an indicator of earnings management. Also, the 
modified Jones model proposed by Dechow et al. [12] was used to 
calculate discretionary accrual. The results indicate that auditing the 
financial statements of companies by large audit firms (high audit 
quality) is not effective in reducing the manipulation of discretionary 
accruals by managers and cannot control the opportunistic behaviours 
of managers. The obtained results are consistent with the research 
results of Jeong and Rho [13] and Abdul and Ali [14], Memis and 
Cetenak [15] but, contrary to research results of Chen et al. [16], Becker 
et al. [17] and Zgarni et al. [18]. provide evidence that auditors’ industry 
specialization affects negatively the accruals earnings management, as 
documented in prior studies [17,19]. The results show a negative and 
significant influence of the auditor size on reducing accruals earnings 
management.

Auditor specialization and audit quality: The importance of 
industry specialized auditors is attributable to the research findings 
that auditor industry expertise is associated with better auditor 
performance and higher audit quality. Low [20] examines the effects 
of industry specialization on auditors’ risk assessment and audit-
planning decisions and finds that industry knowledge improves audit 
risk assessment and influences the perceived quality of audit-planning 
decisions. One stream of literature argues that auditor industry 
expertise will help constrain earnings management thereby increasing 
earnings quality. For example, Balsam et al. [21] find that clients of 
industry specialist auditors have lower discretionary accruals and 
higher earnings response coefficient than clients of non-specialist 
auditors, suggesting that auditor industry specialization improves 
earnings quality. Overall prior empirical evidence shows that auditor 
industry specialization seems to be positively associated with different 
proxies of audit quality. 

Auditor independence and audit quality: Aderibigbe [22] 
viewed independence as an emotive word serving as a banner for 
freedom, integrity and all that is good. Louwers et al. [23] expressed 
independence as a mental attitude and physical appearance which 
portrays the auditor as being uninfluenced by others in judgment 
and decision. This can be sustained by avoiding financial connection 
that makes it appear that the wealth of the auditor depends on the 
outcome of the audit and management connections that makes the 
auditor appear as if he is involved in management decisions. As a key 
ingredients of audit quality. Gray and Manson [24] and Hayes et al. 
[25] described independence as a position required in other to take 
an unbiased viewpoint in the performance of audit tests, analysis of 
results and attestation in the audit report. Despite all the definitions, 
and descriptions of auditor independence, Whittington and Pany [26] 
concluded that auditor independence is relative and not absolute. 
Adeyemi and Olookere suggested in their study that audit and non-
audit fees threatened auditors’ independence in Nigeria.

Auditor tenure and audit quality: The question of whether audit 
firm tenure impacts audit quality has long been one of the major issues 
concerning auditing regulations. Some believe that lengthy auditor 
tenure undermines independence and objectivity, while others believe 
that long tenure increases auditor knowledge and competence. Mgbame 
et al. [27] revealed a negative relationship between auditor tenure and 
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audit quality; though the relationship was not significant. Siregar et al. 
[28] carried out their research in the Indonesian environment where 
regulators had made it compulsory to rotate the appointments of 
public accountants every three years and the appointment of public 
accounting firms every five years. Their results showed that mandatory 
auditor rotation did not increase audit quality; and that shorter audit 
tenure (both partner and firm level) did not also increase audit quality.

In a high tax alignment countries financial statements are taken 
to be the basis for taxation and in fact part of the tax statement, tax 
authorities are expected to rigorously examine financial statements. 
Myers et al. [29] studied the relation between auditor tenure and 
earnings quality, using the dispersion and the magnitude of both raw 
and absolute abnormal accruals and current accruals as proxies for 
earnings quality. Their conclusions suggest that higher earnings quality 
is correlated with longer auditor tenure. Their interpretation of these 
results is that, under the research environment, the longer-tenure 
auditors tend to place greater constraints on extreme management 
decisions in the reporting of earnings. 

Methodology 
This study employed a longitudinal research design to assess the 

relationship between Audit Quality and Earnings Management in 
listed deposit money banks in Nigeria. The population for the study 
comprised fifteen deposit money banks listed on the Nigerian stock 
exchange as at 31st of December, 2016. This study covered a period of 
ten years (2005-2014) as it collides with events significant to this study 
which include the mandatory increase in the capital base of banks, 
Nigerian banking consolidation and global economic meltdown, events 
which could necessitate competition for fresh capital by companies 
listed on the Nigerian Stock Exchange which could have encouraged 
banks to participate in earnings management. Random sampling is 
the technique employed in selecting six of the deposit money banks 
listed on the Nigerian Stock Exchange as it involves examination of a 
permanent sample from which information would be collected several 
times over a period of time. The six banks selected include First Bank, 
Guaranty Trust Bank, Zenith Bank, Stanbic IBTC Bank, Diamond 
Bank and First City Monument Bank. The study used secondary data 
extracted from published annual reports and accounts of the sampled 
banks and the Nigerian Stock Exchange fact book for the relevant years. 
Beaver and Engel developed a model for measuring allowance for loan 
loss. They estimated the non-discretionary component of the allowance 
for loan loss by using a set of information variables, including non-
performing loans and net loan charge-offs, that reflect probable loan 
losses. The discretionary component is then estimated as the difference 
between the total provision and the estimated nondiscretionary 
components. Beaver and Engel suggest that this reflects the amount of 
additional adjustments to the allowance account based on a variety of 
discretionary motives. The Beaver and Engel (1996) model was adopted 
in this research. The model is as stated in 3.1 below:

 0 1 2 3 4 1it it it it it itLLP CO LOAN NPL NPLβ β β β β ε+= + + + + +

Where: 

ALLit=Allowance for loan losses 

COit =Net charge-offs 

LOANit=Loans outstanding 

∆NPLit+1=One-period-ahead change in nonperforming loans 

εit=Regression residual reflecting estimate of the discretionary 

portion of all the residual from this equation (εit) is taken to be an 
estimate of discretionary component of allowance for loan losses. 
Given the measure of Earnings Management from model one above, 
the model two (main model of the study) is expressed as follows: 

 
0 1 2 3 4it it it it it itEMG JA AUDITEN AUDSPEC AUDINDβ β β β β ε= + + + + +

Where: 

EMGit=Earnings Management 

JAit=Joint Audit 

AUDINDit=Auditor Independence 

AUDSPECit=Auditor Industry Specialization 

AUDTENit=Audit Firm Tenure 

Results and Discussion 
The Correlation matrix results for all the variables used in the study 

are presented in Table 1.

The results in Table 1 above shows Pearson correlation coefficient 
of the variables used in this study. The Table indicates a positive 
association between joint audit and earnings management, audit 
tenure and earnings management, audit specialisation and earnings 
management and auditor independence and earnings management, 
but insignificant in all situations.

The results in the Table 2 show the presence of Heteroscedasticity 
in the panel as indicated by the Bruch Pagan/Cook-Weisberg test for 
heteroscedasticity Chi of 7.02 with p-value of 0.0081. This is corrected 
using OLS (Heteroscedasticity corrected standard errors). The Table 
2 also indicates the absence of perfect multi-collinearity among the 
explanatory variables, as shown by the mean VIF of 9.60. The decision 
criteria for the Variance Inflation Factor is that a value of 10 and above 
according to Gujarati [30] and Wooldridge [31] implies the presence 
of perfect multi-collinearity. The results from Table 2 indicates that the 
independent variables of model one (beginning loan loss allowances, 
loan charge off, changes in non-performing loans, and total loans 
outstanding all scaled by total assets) explained around 93.29% of the 
variations in the total loan loss provision (LLP) of listed deposit money 
banks in Nigeria, from the coefficient of determinations (R2 value 
of 0.9329). Table 2 also shows that the model is fit as evident by the 
F-Statistic of 191.09 which is significant at 1% level of significance (as 
indicated by the P-value of 0.0000). Therefore, the study measured the 
earnings management from this regression model, which is the residual 
of the model (Discretionary Loan Loss Provision). 

The study also assesses the audit quality (through joint audit, audit 
tenure, auditor industry specialization, and auditor independence) in 

e(V) EMG JA TENURE AUDSPEC AUDIND 
EMG 1     
JA 0.1157 1    

-0.3785        
TENURE 0.0885 -0.1019 1   

-0.5012 -0.4384      
AUDSPEC 0.0151 0.0563 0.1543 1  

-0.9089 -0.6693 -0.239    
AUDIND 0.1181 -0.2532*  0.2693**  0.7229*** 1

-0.3688 -0.0509 -0.0375 0  

P-Values in parentheses *, **, *** denote significant at 10%, 5%, 1% levels, 
respectively).

Table 1: Coefficient of correlation.
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relation to earnings management. The regression results (for model 2) 
are presented and evaluated in Table 3:

Tests were performed as required to decide on which regression 
method best fits the model and data of the study. The Hausman [32] 
test results recommend the use of Random Effects Regression. The 
Bruch and Pagan Lagrangian Multiplier test for random effects indicate 
the absence of significant statistical variance in the panel. Table 3 also 
shows the absence of perfect multi-collinearity among the explanatory 
variables, as shown by the mean VIF of 1.31. The decision criteria for 
the Variance Inflation Factor are that a value of 10 and above implies 
the presence of perfect multi-collinearity.

The results in Table 3 show the absence of Heteroscedasticity in 
the panel as indicated by the Bruch Pagan/Cook-Weisberg test for 
heteroscedasticity Chi of 2.96 with p-value of 0.0854. This shows 
that there is no need for a robust OLS. Table 3 also shows that the 
independent variables explained around 16.32% of the variations 
in the earnings management (measured by discretionary loan loss 
provisions) of the listed deposit money banks in Nigeria. Table 3 also 
shows that the model is fit as evident by the F-Statistic of 2.68 which 
is significant at 5% level of significance (as indicated by the P-value of 
0.0409). Following the fitness of the model, the test of hypotheses is 
formulated. The coefficients of each of the independent variables in the 
study are also presented in Table 3. To formulate the regression model, 

𝛘1=Joint Audit (JA), 𝛘2=Audit Tenure (AUDTEN).

𝛘3=Auditor Industry Specialization (AUDSPEC, 𝛘4=Auditor 
Independence (AUDIND)

βo=Constant and Y=Earnings Management. 

The equation formula is given as EMG=βo+ β𝛘1+ β𝛘2+ β𝛘3 + β𝛘4+𝛆 (3.3)

EMG=-3.744818+1.054533𝛘1-0.0078915𝛘2-0.03302366𝛘3+ 
0.6010025 𝛘4 + 𝛆 					                (3.4)

Evaluation of Independent Variables.

The value of the intercept βo is -3.744818 from table above 
implies that discretionary accruals will be negative when there is no 
measure of audit quality to serve as an independent variable or when 
the independent variables are equal to zero. The coefficient of the 
independent variables is interpreted as follows: 

Joint Audit (β1=1.054533; t=2.34; and p=0.0023<0.05) β1 is given 
as the average difference in Y between the category for which joint audit 
is =0 and the category for which x=1. The positive coefficient indicates 
that there is a positive relationship between joint audit and earnings 
management. Since joint audit as one of the independent variables 
identified as a determinant is statistically significant to earnings 
management, we conclude that joint audit is a significant determinant 
of earnings management in Nigerian listed deposit money banks. 

Audit Specialization (β2=-0.0302366; t=-2.07; and 
p=0.043<0.05). β3 at -0.0302366 represents the mean change in the 
earnings management (discretionary accruals) for one unit change in 
audit specialization while holding all other predictor variables in the 
model constant. Therefore, for every increase in Auditor specialization, 
there is a decrease in earnings management. Since auditor industry 
specialization as one of the independent variables identified as a 
determinant is statistically significant to earnings management, this 
study holds that audit specialization has a significant relationship with 
earnings management in Nigerian listed deposit money banks. 

Auditor Independence (β4=0.6010025; z=4.96; p-value at 
0.008<0.01) β4 is 0.6010025 and shows that for every one unit 
increase in auditor independence, earnings management increases 
by 0.6010025. Since auditor independence as one of the independent 
variables identified as a determinant is statistically significant to 
earnings management, we conclude that auditor independence is a 
significant determinant of earnings management in Nigerian listed 
deposit money banks. 

Audit Tenure (β2=-0.0078915; t=-0.12; p=0.906>0.05) β2 at 
-0.00789533 shows the mean change in earnings management for an 
increase in audit tenure while holding all other independent variables 
constant. Therefore, for every unit increase in audit tenure, there 
is a decrease in earnings management. Since audit tenure as one of 
the independent variables identified as a determinant is statistically 
insignificant to earnings management, we conclude that audit tenure 
is an insignificant determinant of earnings management in Nigerian 
listed deposit money banks. 

Conclusion and Recommendation
This research concludes that joint audit has a positive influence 

on earnings management, which in turn means it has minimally 
detected earning management activities (discretionary accruals). 
Audit specialization would be instrumental in reducing earnings 
management in Nigerian listed deposit money banks based on their 
negative relationship discovered to be significant, as specialized audit 
firms are employed in banks, earnings management decrease. Even the 
reputation of the specialized audit firms discourages some managers 
from earnings management. Audit independence (measured by total 
audit and non-audit fees received) has a significant positive relationship 
with earnings management, as managers deliver “honorable” fees and 
engage auditors in non-audit services to increase familiarity and reduce 
objectivity in the audit process thereby creating room for earnings 
management. Shorter audit tenure could result to decreased earnings 
management. There are more qualitative factors that contribute to audit 
quality in Nigerian listed deposit money banks. This study concluded 
that listed deposit money banks in Nigeria. 

Variables Statistics P-values 
R- squared 0.9329  
Adj R-Squared 0.928  
F-Statistic 191.09 0
Root MSE 0.90683  
Hettest 7.02 0.0081
Mean VIF 9.6  
N (Observation) 60  

Table 2: Summary of regression results: Model One.

Variables Coefficients t P-values 
JA 1.054533 2.34** 0.023

AUDSPEC -0.0302366 -2.07** 0.043
AUDTEN -0.0078915 -0.12 0.906
AUDIND 0.6010025 2.76*** 0.008

CONSTANT -3.744818 #VALUE! `0.018
R Square 0.1632    

Adj. R Square 0.1024    
F-Statistic 2.68**   0.0409
Root MSE 0.82953    

Hettest: Chi 2.96*   0.0854
Mean VIF  1.31    

Ovtest 1.13   0.3466

(*, **, *** Denote significant 10%, 5%, 1% levels respectively).
Table 3: Summary of regression results: Model Two.
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