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ABSTRACT

The study appraised the effectiveness of auditor independence regulations in Nigeria;
examined the trend of earnings quality and analysed the factors influencing auditor
independence. It also investigated the influence of audit fees on earnings quality and analysed
the influence of audit committee characteristics on earnings quality of listed companies in
Nigeria. These were with a view to providing information on the impact of auditor independence

on the earnings quality of listed companies in Nigeria.

The study employed both primary and secondary data. The population for the study
consisted of 194 firms; Finance Director/Chief Accounting Officers of quoted firms; Statutory
Auditors and Financial Analysts. Purposive sampling technique was used to select 65 financial
and non-financial firms quoted on the Nigerian Stock Exchange (NSE). These comprised 15
financial firms and 50 non-financial firms selected on the basis of continuity in transaction and
availability of complete data during the study period. Primary data, with the aid of structured
questionnaire, were sourced from Finance Director/Chief Accounting Officers of quoted firms
(150); Statutory Auditors (110) and Financial Analysts (90) on the effectiveness of auditor
independence regulations and factors influencing auditor independence in Nigeria. The
respondents were purposefully selected on the basis of their professionalism in corporate and
financial matters. Secondary data on control variables, auditor independence, audit committee
characteristics and earnings quality were sourced from the audited Annual Reports and Accounts
of the sampled firms and from the NSE factbooks. Data were analysed using content analysis,
mean, relative importance index, mean index score, percentages, graphs, tables and Generalised

Methods of Moments.
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The results of the effectiveness of auditor independence regulations showed that;
restriction on advertising with mean index score (MIS) of 4.08; the number of statutory auditors
performing the audit (MIS = 3.78); installation of audit committee (MIS = 3.78); restrictions on
the unsolicited offering of service (MIS = 3.57); restrictions on the length of audit mandate
(MIS = 3.56); approval of the appointment of a statutory auditor by any party other than the
appointing party (MIS = 3.54); and limiting auditors from becoming financially dependent on
an individual client (MIS = 3.53) were considered effective. The trend analysis results showed
that earnings quality improved between 2006 and 2007 (42.15%) but declined in 2008 (46.47%).
However, there was consistent improvement in the earnings quality in year 2009, 2010 and 2012
(37.46%, 79% and 97.28%), with a decline in 2013.
The results of the factors influencing auditor independence revealed that BIG4 (t=-1.981, p<0.05);
audit tenure (t=-1.78, p<0.05); profitability (t=-2.26, p<0.05); leverage (t=-1.49, p<0.05); and
inventory with account receivable (t=-2.10, p<0.05) had negative significant influence on auditor
independence, while size of the firms (t=2.36, p<0.05); and loss (t=2.45, p<0.05) had positive
influence on auditor independence in Nigeria. Furthermore, the results of the effect of audit fees on
earnings quality showed that, audit fees (t=-3.25, p<0.05) had negative significant impact on
earnings quality, while previous year earning quality (t=-5.62, p<0.05); size of the firm (t=3.58,
p<0.05); and growth of the firm (t=13.62, p<0.05) had positive significant impact on earnings
quality, unlike leverage (capital structure) with negative significant impact (t=-8.23, p<0.05).
Finally, the results showed that audit committee meeting had a negative significant impact on
earnings (t=-6.19, p<0.05), while audit committee size (t=0.175, p>0.05) and management

ownership (t=0.055, p>0.05) had positive but insignificant impact on earnings quality. Also, audit
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committee independence (t=-0.86, p>0.05) and board size (t=-1.06, p>0.05) were found to be
negatively related to earnings quality but not significant.

The study concluded that auditor independence and audit committee characteristics were
major factors to be considered in the determination of earnings quality among listed companies

in Nigeria.
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CHAPTER ONE
INTRODUCTION
1.1 Background to the Study

The financial scandals around the world and the collapse of major corporate companies
at the end of the 1990s and the beginning of the 21% century, in the USA, South East Asia,
Europe and Nigeria have shaken investors’ faith in the capital markets and also put in doubt, the
efficacy of audited financial statement in promoting transparency and accountability (Salawu,
2011). The collapse of companies like Enron, Adelphia, Tyco and Xerox and particularly
Worldcom in 2002 has been linked with audit failure as the audit firms failed to take proper step
in detecting significant accounting irregularities.

Audit failure resulting from the failure of professional firms in exercising due care is a
global phenomenon that cuts across jurisdictions. The issue is a major concern among the policy
makers and investing public across the globe. The incidence of financial crisis witnessed by
many nations particularly the developing economy and the attendant loss of confidence by the
economic actors, has raised many questions about the expected roles of auditors in corporate
financial reporting. For instance, the cry of the investing public had invariably been “Where
were the Auditors?” (Akinjobi and Omowumi, 2010). Nigeria is not spared from incidences of
audit failure. Notable corporate scandals in the country include Cadbury Nigeria Plc in 2006,
African Petroleum Plc, Savannah Bank, African International Bank, Wema Bank, Nampak,
Spring Bank, Intercontinental Bank Plc in 2009, Afribank Plc, Bank PHB, Fin Bank, Union
Bank and Oceanic Bank all in 2009 etc (SEC 2006, Bakre 2007, Otusanya and Lauwo 2010,
Uwuigbe 2013). The case of the five banks that failed the Central Bank of Nigeria (CBN) stress

test carried out in 2009, revealed one thing in common; the banks were certified distressed
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barely few months after their auditors had given them a clean bill of health (Okoye, Okaro and
Okafor 2015).

In October 2006, the Board of Cadbury Nigeria Plc notified the world, its stockholders
and regulatory bodies of the discovery of “overstatements” in her accounts, which according to
it, has spanned many years. The financial scandals prove to show that the auditors have fallen
below expected standards. If a company fails within certain months after being audited, the
auditors should be blamed for their failure to alert stakeholders of an impending business failure.
Thus, the most commonly question asked whenever there has been a financial scandal is,
whether the auditors carried out their duties and obligations properly (Reilly, 2006). Audit
failures are costly to investors, the auditors themselves and the wider society as a whole.

External audit is an external governance mechanism that reviews and evaluates client’s
internal controls and audits the financial statements in order to prevent material mis-statements.
The major role of external auditors is to express an opinion on whether or not an entity’s
financial statements show a true and fair view and are free of material misstatements. The
external auditor’s report in corporate financial statements is seen as providing key assurance to
the shareholders’ interests (Gallegos (2004). Auditors of higher quality are less willing to accept
doubtful accounting methods and are more likely to report errors and irregularities revealed
during the audit work. Thus, the external auditor is considered to have an impact on the efficacy
of the firm’s monitoring function (Murya, 2010). Also, stakeholders rely upon external auditor to
provide some assurance that the financial statements of a firm are not misleading.

Prior to corporate governance reforms in many countries, the pressures mounted on the
external auditors by the directors in many organisations constituted the focus of several major

issues. Also, “creative accounting” practices were widespread. As a response to the devastating
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collapse of major corporations, the US passed the Sarbanes-Oxley Act (SOX), which aimed at
cleaning up the auditing process (The Economist, 2002). The SOX, for instance, prohibits the
offering of non-audit services to audit clients and requires rotation of the lead auditor or
coordination partner and the reviewing partner every five years to avoid becoming close to
management at a personal level and dependent on the company and the audit fees for
advancement within the firm.

The accounting and auditing regulatory bodies in Nigerian such as Stock Exchange Act
(1961), Institute of Chartered Accountants of Nigeria Act (1965), Nigerian Deposit Insurance
Corporation Act (1988), Companies and Allied Matters Act (1990), Banks and Other Financial
Institutions Act (1991), Association of National Accountants of Nigeria Act (1993), Investments
and Securities Act (1999), Securities and Exchange Commission Rules and Regulation (1999),
Nigerian Insurance Act (2003), and Nigerian Accounting Standards Board Act (2003) (now
Financial Reporting Council for Nigeria (FRCN, 2011), and other interested parties, such as
institutional shareholders, have taken steps to ensure that financial information is accurate and
free from management influence. Thus, as part of mechanisms to ensure sound and reliable
corporate reporting, the Companies and Allied Matters Act (1990) had made the audit
committee, a body whose function is to oversee the financial reporting process, as well as, the
audit of financial statements.

The Audit committee is expected to assist the board of directors in enhancing the transparency
and integrity of financial reporting. It is also expected to enhance financial reporting quality by
fulfilling its numerous responsibilities including, commenting on and approving accounting
policies, reviewing the financial statements and maintaining and reviewing the adequacy of

internal controls. Audit committees assumes responsibilities for the appointment and
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remuneration of external auditors, and discussing the scope of, and reviewing the auditors;

reviewing the financial reporting process and facilitating the flow of information

For more information, please contact ir-help@oauife.edu.ng
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