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ABSTRACT 

Recent financial crises and accounting scandals resulting from perceived audit 

failures have given rise to increase criticism in the manner which accountants and 

auditors respect their professional code of ethics. As a consequence, the SEC rules in 

2000 limits the services auditors are allowed to provide to their clients and also set 

limits on fees for internal audit services. In addition to this, they called upon all firms 

to disclose all fees paid to auditors for both audit and non-audit services.  

This thesis investigates whether the provision of Non-Audit Services is associated 

with auditor’s independence evidence from the earnings management perspective 

proxy by discretionary accruals. I began this study by examining the relevant 

textbooks and related articles of accounting and auditing. Furthermore, the 

hypotheses and research model are proposed based upon related accounting and 

auditing theories. The data for this thesis were manually collected from the NASDAQ 

OMX website from the annual financial reports of 107 Swedish public listed firms in 

the Stockholm Stock Exchange. The selection of these companies was based on their 

capitalization i.e., Large, Medium and Small size firms. In this study, quantitative 

research method has been used to explore the relationship between provision of NAS 

and auditor’s independence with the help of statistical soft wares (SPSS and Excel) 

for data analysis.  

My research outcome provides evidence that the amount of non-audit services 

rendered by a firm’s external auditors is not associated with earnings management; 

therefore, the auditor’s independence is not compromised for providing NAS to their 

clients. This no association is an indication that, the auditor’s independence is 

strengthened during the provision of non-audit services a result consistent with that 

of prior researches (e.g., DeFond et al. (2002); Crabtree et al. (2004); Chung & 

Kallapur (2003)). I also found out that, the provision of audit services is not 

associated with earnings management, an indication of no management discretionary 

accruals. Therefore, the auditor’s independence is not compromised when providing 

a joint audit and non-audit services. These results provide an insight concerning the 

perceptions of auditor independence and also afford empirical evidence regarding 

the role that non-audit and audit services fees plays in establishing confidence among 

the users of firms’ annual financial report.  

 
 

Keywords: Audit Fees; Non-Audit Fees; Auditor’s Independence; Discretionary 

Accruals;   Earnings Management. 
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CHAPTER ONE 

 

1.0 INTRODUCTION 

 

The aftermath of the global financial crisis in 2008 gave rise to the collapse of some giant 

companies and impacted the businesses of those who succeeded to escape the crisis. As a 

consequence, the demand for audit and non-audit services (NAS) has witnesses an increased and 

has ignited debate amongst investors, regulator; Securities and Exchange Commission (SEC) and 

the accounting professionals in recent time. The debate is concern about whether auditors can 

perform both the audit and NAS to audit clients without impairing their independence. The 

Sarbanes–Oxley Act (2002) restrictions placed on audit firms provision of NAS and to firms’ 

management involvement in earnings management is seen as evidence of impairing independence 

which have forced the SEC to create the Public Company Accounting Oversight Board (PCAOB), 

charged with the responsibility to inspect, regulate, discipline and oversee auditing firms in their 

roles as auditors of public companies. Opponents of these restrictions says that, NAS do not 

impaired auditors independence; instead the provision of non-audit services strengthens the 

auditor’s independence leading to an increase in reputation and sales of other services that the 

auditor cannot afford to lose for wanting to satisfy its clients (Arrunada, 1999). Proponents of these 

restrictions argued that, provision of NAS strengthens the auditor's economic bonding with its 

clients, and the auditor’s incentive to succumb to the client pressure increases. As a result of this 

pressure, the auditor might; allow firm’s accountant to manipulate their earnings (earnings 

management), lower the proportion of modified/qualified audit reports issued especially for going 

concern opinion, assist management in overriding the boundaries of Generally Accepted 

Accounting Principles (GAAP). Therefore, leading to the auditors’ independence been 

compromised.  

The serious issue here is the problem of information asymmetry that is, making available less 

reliable information to decision makers. Also, from the earning management perspective, disclosure 

of NAS fees paid by firms to their auditors is a signal to investors about audit and financial 

reporting quality. If investors find out from the annual report of the company that, the company paid 

high fees on NAS to its auditor, the investors will bid down the company’s share prices since they 

think the provision of non-audit services with increase fees will impair auditors’ objectivity and 

independence. On the other hand, investors will bid up share values of the firms disclosing high 

NAS fees if they find out that, provision of NAS do not compromise the auditors’ independence but 

instead increases the audit firm reputation, thereby increasing the credibility of the audit and 

financial reporting of the firm.  

The recent regulations restricting audit firms’ capability from providing NAS to their clients by the 

SEC is a move to uphold the independence of the auditing profession. Nevertheless, the SEC’s 

interests in restricting auditing firms from providing NAS have not been accepted by all. There is 

still debate amongst the members of the auditing profession and also among investors on the 

outcome of NAS on auditors’ independence. Apart from the increasing debate on the provision of 

NAS and the SEC demand for research to be conducted on auditor independence, additional studies 

needs to be carried out in this domain. Accordingly, I investigate how the provision of NAS is 

related to auditors’ independence looking from the earning management perspective using data 
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from annual reports of large, medium and small public listed firms in the Stockholm stock 

exchange.  

1.1 BACKGROUND OF STUDIES 

The impact of non-audit services fees on auditor’s independence has been a debate for years now. 

While auditors enriched themselves by providing these services to their clients, regulators consider 

it as an act that impairs auditor’s independence. It is for this reason that the SEC came out with 

detailed rules in 2000 limiting the services auditors are allowed to provide to their clients. These 

rules limit the circumstances in which an audit firm can provide Financial Information System 

Design and Implementation (FISDI) services and set limits on fees for internal audit services. In 

addition to this, they call upon all firms to disclose all the fees paid to auditors for both audit and 

non-audit services. The reasons for this disclosure is to enable third parties (investors, researchers, 

regulators etc.) determine the amount of fees auditors receive for both audit and non-audit services 

so that they can perceive the audit firm level of independence. In addition to this, firms disclosing 

their audit fee information, ease the work of researchers who seek to find out the correlation 

between these fees and auditor´s independence. Some of the services audit firms are prohibited to 

provide includes; bookkeeping, appraisal, valuation services, actuarial services, investment banking 

etc. According to the SEC, these relationships may impair investors’ confidence in auditor 

independence and lead to declining confidence in public capital markets. The Enron demise and the 

collapse of other big corporations such as WorldCom made the SEC to have a great concern about 

auditor’s independence. This is because the collapses of these corporations were linked to lack of 

independence between the audit firms and their clients (e.g., Arthur Andersen and Enron) (Beasley 

et al., (2006); Healy & Palepu, (2003)). Similarly, the Parmalat (an Italian dairy company) saga was 

as a result of the financial fraud linking the audit firm Grant Thornton. This lack of independence 

came as a result of the audit firm providing different services to the client hence receiving high 

amount of fees. 

The NAS provided by auditors to their audit clients such as management advisory services, tax 

services, accounting services, corporate finance services and assurance services have been regarded 

by regulatory authorities in the United State, the United Kingdom, Australia and several other 

countries in the world, as hindrance to auditors’ independence (Craswell, 1999, p.29). This 

independence is considered to have been threatened ever since auditors started providing non-audit 

services to their clients. For example, the Metcalf Committee Staff Study (Metcalf Committee, 

1976, p. 50–52) suggested that the supply of management advisory services and other non-audit 

services to audit clients could lead to a conflict of interest (Craswell, 1999, p.30). 

As some researchers (Simunic, 1984 and Ashbaugh et al. 2003) proposed that, when audit firms 

provide non-audit services to their clients; it can lead to economic bonding between the audit firm 

and the client. This economic bonding will give the audit firm lower incentives to stop management 

from adjusting the accounts (earnings management) due to fear of losing audit fees. As a matter of 

fact, Defond et al. (2002) found out that, by providing non-audit services such as management 

advisory services to their clients, puts the auditor in a management position, hence clouding their 

judgments. On the other hand, other researchers (Kinney et al. 2004, p.585) postulated that, by 

providing different services to their clients, there is a knowledge spillover that will be acquired 

hence saving the cost incurred by the audit firm. The knowledge from the client´s information 

system (IT) will be transferred on to the audit firm. In addition to this, Arrunada (1999) stated that, 

the provision of non-audit services by an audit firm will not only lead to knowledge spillover but 
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will also increase the auditor´s investment in reputational capital. This reputational capital that he 

strongly believed took the auditor so many years to build, will not be impaired just only to satisfy 

the demands of any one client who is willing to pay high. In relation to this, Hope & Langli (2010) 

while carrying out a research on private companies whether auditors are likely to impair their 

independence in a low litigation environment found out a negative correlation to this. From that, 

they concluded that auditors are not likely to impair their independence no matter the type of 

environment in which they find themselves. What they learned from this was that auditors act in a 

very professional way (according to the code of professional conduct), hence are not likely to 

impair their independence for anything in the world. 

Just like these researchers (Simunic, (1984), Arrunada (1999), Ashbaugh et al. (2003) and Kinney et 

al. (2004)) have diverse opinions about auditors providing non-audit services and the impact on 

their independence, so do investors. Some investors argued that, when auditors provide non-audit 

services to their clients and received high amount of fees, it will reduce the quality of financial 

reporting, due to the likely economic bonding that exist between the auditor and the client. Because 

of this, a negative signal will be sent to the market which might cause the share price of the firm in 

question to fall (Simunic, 1984; Firth, 1990; Feroz et al. 1991). On the other hand, some investors 

see it as an investment in reputational capital (just like Arrunada, 1999 proposed). From this 

perspective, the quality of financial reporting will be improved hence sending a positive signal to 

the market. This will raise the price per share of the firm in question. 

According to Gunny (2010, p.855), earnings management can be classified in two categories; 

accruals management and real activities manipulation (RM). Accruals management entails 

management overriding the boundaries of GAAP by making accounting choices that try to mask 

true economic performance while RM occurs when managers undertake actions that change the 

timing or structuring of an operation, investment or financing transaction in order to meet earnings 

benchmarks (or analysts’ forecasts) by influencing the output of accounting systems. Similar to the 

assumptions made by Ashbaugh et al. (2003, p.615), discretionary accruals and earnings 

benchmarks can be used as violations of auditor independence for three reasons; 

 Discretionary accruals provide a measure of the degree of bias inserted in to the financial 

statements by management and permitted by the auditor. 

 Meeting or beating earnings benchmarks such as prior year’s earnings or current analyst 

forecasts does not occur by chance. This is a clear indication that management adjusts 

financial statements to meet analysts’ forecasts or earnings targets. 

 Lastly, expecting an independent auditor to require his client to file objective financial 

statements. 

By taking a sample of some firms in the Stockholm stock exchange, I hope to analyse the impact of 

non-audit service fees on auditor´s independence. Also, I will review auditor´s independence from 

the earnings management (discretionary accruals and earnings benchmark) perspective. 

1.2 PROBLEM STATEMENT 

A lot of researchers (Simunic, (1984), Seethraraman et al. (2001), Frankel et al. (2002), Defond et 

al. (2002), Ashbaugh et al. (2003) & Crabtree et al. (2004) etc.) have written on auditor´s 

independence in relation to audit fees paid for non-audit services. Though these researchers have 

carefully carried out these studies, most of them have focus mostly in the American market where 

companies are required to prepare their accounts following the US GAAP. None of these 
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researchers have looked at discretionary accruals in terms of management overriding the boundaries 

of the International Financial Reporting Standards (IFRS) by making accounting choices that try to 

mask true economic performance with the assistant of auditor provision of non-audit services. It 

will be of particular importance to write a research which can fill this gap by finding how 

management engages in earnings management through overriding the weaknesses of the 

International Financial Reporting Standards aided by their external auditors. By carrying out a 

research on Swedish companies, I hope to fill in this gap and provide readers with updated 

information in other markets. This is because in Sweden, companies are expected to prepare their 

accounts according to the IFRS. The major difference between my study and that carried out by 

Hope & Langli (2010) is that; my study is focused on the relationship between non-audit service 

fees and auditor´s independence on public companies in a low litigation environment while that of 

Hope & Langli (2010) was conducted on private companies in a low litigation environment 

In addition to this, most studies have reviewed earnings management on one dimension, many 

researchers have focused on real activities manipulation (earnings benchmarks) while a handful of 

them have looked at earnings management in terms of discretionary accruals. In this thesis, I hope 

to explore both aspects. This is because it is only by exploring both aspects of earnings management 

that I can truly ascertain if auditors allowed management to engage in this fraudulent action. 

1.3 RESEARCH QUESTION AND OBJECTIVE 

After mentioning some of the important issues in the preceding sections, I will proceed here by 

presenting my research questions and the objective of this thesis. Investigating how non-audit 

services and auditor´s independence are related looking at evidence from the earnings management 

perspective, I will provide answers to the following questions so that readers can adequately and 

clearly understand this relationship. 

 Is auditor’s independence compromised due to the provision of non-audit services? 

 

 Is there a relationship between provision of non-audit services and earnings 

management? 

My principal objective for undertaking this study is to contribute to the much heated debate 

amongst; professionals, regulators, researchers and investors regarding provision of non-audit 

services and auditors’ independence and also adding to the solutions to uphold the auditing 

profession. Moreover, this topic is a very sensitive topic in the field of auditing since many 

researchers (e.g., Frankel et al. (2002), Hope & Langli (2010)) conducted similar studies on this 

topic on private firms and in areas where the rules and regulations are been governed by GAAP. 

None have researched this topic on public companies and in an area where IFRS is applicable. 

Looking at the evidence from the global financial meltdown of 2008, it’s reveals that, some 

companies were greatly affected during the crisis because auditors connived with management to 

manage earnings (Demyanyk & Hasan, 2010). As a matter of fact, the lack of concrete knowledge 

as to whether auditors in providing their routine audit and non-audit services truly connived with 

management to by-pass the guidelines of accounting principles, I considered my thesis very 

important researching whether auditors can compromise their independence by taken side with 

management to override the IFRS. 

Furthermore, from prior studies as mentioned above, the correlation between the impairment of 

auditors’ independence and provision of non-audit services has presented a mixed outcome. Some 
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researchers investigated a positive correlation while others found a negative correlation. Whatever 

my research findings will be, I will provide investors, regulators, creditors, management, auditors 

and government with important information that they can use to make some amendments in the 

already existing information used to uphold the auditing profession. The outcome of my study will 

be very instrumental in the development of this profession because my research is conducted on 

companies applying the IFRS, a standard which is preferable in many countries over GAAP due to 

its flexible nature in recognizing accounting entries and its fair value valuation techniques. The 

disadvantage of GAAP is that, it’s a rule-based standard that is applicable only in fewer countries 

and has been used in majority of previous researches. Also, the inclusion of financial firms in my 

sample which in several prior studies has been excluded from their sample (e.g., Frankel et al. 

(2002) and Whisenant et al. (2003)) makes my research outcome useful to the development of the 

auditing profession since financial institutions were those that were greatly hit by the crises in 2008 

and also, they estimates their discretionary accruals following a unique procedure. Therefore, an 

auditor can easily identify when their management are involved in earnings management checking 

if the standard procedures for calculating earnings accruals is violated. If an external auditor notices 

this violation of procedure and allows it, he/she is not independent. And if the market perception 

about the auditors’ independence is negative, the financial report of the company will lose it value 

in the eyes of the public and this will give a bad signal to the market participants regarding the 

credibility of the company and it share prices will decrease (Firth, 1990). Since one of my target 

populations is management, it is imperative for me to sensitize company’s management about the 

adverse effects discretionary accruals have on the company such as creating agency problems, 

information asymmetry etc. With management being aware of these adverse effects discretionary 

accruals have on the company, this will help solve some of these problems and the company’s 

shares might experience a high demand in the market.  

Finally, based on whatever correlation my research findings will be, I will be overwhelmed to 

contribute my view to the much heated debate among researchers as to whether non-audit service 

fees can compromise auditors’ independence.  

1.4 LIMITATIONS OF THE STUDY 

I have limited this study to the relationship between the provision of non-audit services and 

auditors’ independence looking from the earnings management point of view. Apart from 

examining the provision of non-audit services, I will also investigate how other variables can affect 

auditors’ independence. Due to inadequate resources it could have been really interesting for me to 

extend the study to the whole of Scandinavia and not limiting it only to Sweden. My sample size is 

quite small as I have planned to use 100-200 companies, in comparison with the total number of 

companies listed in the Stockholm stock exchange (more than 300). Irrespective of this, the method 

I used for data collection is cluster and convenience sampling which cannot result in a 

representative sampling; this limit me with my study only to Sweden and makes it difficult for me 

to generalize my result findings. As a result of limited financial resources, it was not possible for 

me to use data sources that are demanding fee from researchers before collecting information on the 

annual report of listed companies. That is why the Stockholm stock exchange was used as my only 

data source because it was free of charge.  

1.5 DISPOSITION OF THE STUDY 

In this section, I will vividly present the rest of the other four chapters.  The vivid presentation of 

what the other chapters seek to examine can be seen below. 
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Chapter 2 (Review of Literature): In this chapter, the prior researches in this field of auditing are 

examined and discussed. In this chapter, my main interest will be to analyze previous studies on the 

relationship between the provision of NAS and auditors’ independent viewing from the earnings 

management perspective. 

Chapter 3 (Methodology): In this chapter, I will describe the types of research methodology,  

research philosophies, research design, data collection technique use, research strategy, and the 

truth criteria applied in this thesis. 

Chapter 4 (Data Analysis and Results): In this chapter, I concentrated particularly on the 

presentation and analysis of my research results obtain from the findings. Similarly, I also did a 

comparison between my result and those of prior researches. 

Chapter 5 (Conclusions and Recommendations): The discussion and evaluation of my research 

findings is done in this chapter. Recommendations for further studies are also presented in this 

chapter.  
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CHAPTER TWO 

 

2.0 LITERATURE REVIEW 

In this section, I am going to review past researches on non-audit services and its relationship to 

auditor’s independence going by the earnings management perspective. In addition to this, to 

carefully portray the factors that impair auditor’s independence, I am going to consider other studies 

on audit quality and its relationship to auditor´s independence. My primary concern for doing this is 

to provide the reader with an in-depth understanding on how these concepts are related. I also want 

them to understand the different viewpoints of different researchers taking in to consideration the 

different ways in which they carried out their research. 

2.1 AN OVERVIEW OF AUDITOR´S INDEPENDENCE 

Recent financial scandals and audit failures in Europe and the USA have reinforced concerns about 

auditor´s independence and the risk of auditors compromising their objectivity to serve others 

interest. Regulators have worked very hard at ensuring that investors and other interested parties 

have confidence in auditor´s independence. Despite this constant struggle, auditors independence 

has been considered the most complicated and controversial aspect of auditor´s professional code of 

ethics. This is because there are many professional bodies setting different independent rules for 

auditors to follow whereas auditors face different challenging situations in the market. To combat 

this issue, both the regulators and the professionals (auditors) are striving for a more articulated 

professional framework for resolving issues of independence (Eilifsen et al. 2006, p.577). It is 

because of this that the International Federation of Accountants (IFAC) came out with detailed 

pronouncement in 2001 limiting the activities auditors are allowed to perform and safeguards in 

which auditors are supposed to use when they discover that their independence can be impaired etc. 

(framework approach to independence). 

According to the IFAC Code of Ethics,” to achieve independence, auditors should be and appear to 

be free of any interest which may be regarded, whatever its actual effect, as being incompatible with 

integrity, objectivity and independence”. For auditors to be completely independent, they have to be 

both independent in mind and appearance. According to independence of mind, the auditor has to 

behave without having objectively being affected by others interests while independence of 

appearance relates to perceptions of independence i.e. if third parties perceive that auditor interests 

that may impair objectivity do not exist (Eilifsen et al, 2006, p.578). However, independence of 

mind is normally difficult to prove for auditors and difficult to observe for other parties. For 

example providing non-audit services to the auditee may or may not endanger the auditor’s 

independence of mind. 

Based on the IFAC conceptual framework approach to independence, complete independence can 

never be attained because the client pays the audit fees. What is most important is discovering the 

independence risk (i.e. the risk that the auditor´s independence would be or would appear to be 

compromised). According to the code, the auditor should establish in each engagement an 

acceptable level of independent risk. If not, he/she should take the following actions according to 

the framework: 

 Identify threats to independence 

 Evaluate the significance of the threats 
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 Identify and evaluate the effectiveness of existing and potential safeguards against the 

threats 

 Apply appropriate safeguards to bring independence risk to an acceptable low level 

           (Eilifsen et al. 2006, p.578). 

Threats to auditors independence falls under the following categories; self-interest threat, self-

review threat, advocacy threat, familiarity threat and intimidation threat. According to Eilifsen 

(2006, p.580), self- interest threats arise from the auditors favouring their self-interest over their 

interest in performing an unbiased audit. For example if an audit firm generates most of its revenue 

from a particular client (by provision of both non-audit and audit services), this might create a self-

interest threat because the auditor will always work in close collaboration for fear of losing the 

client. Another self-interest threat will be the auditor´s family relationship with management of an 

auditee. 

Self-review threat is a situation in which the auditor finds it difficult to evaluate without bias of 

one´s own work or that of one´s own firm. Such threats occur in situations where the auditor 

assisted an auditee in preparing accounting records or a member of the audit team was previously a 

director of the auditee. Advocacy threats arise when auditors act with bias in promoting or 

advocating for or against the auditee. Familiarity threat arises in situations where the auditor 

compromised objectivity because they are influenced by a close relationship with the auditee. 

Intimidation threats occur in situations where auditors deter from acting objectively because they 

are being, overtly or covertly coerced by auditees or by other interested parties. For example such 

threat may arise if an audit firm is been threatened with replacement over a disagreement about an 

auditee´s application of an accounting principle 

To overcome these threats, the accounting profession, the business community and regulators have 

developed safeguards to protect and maintain independence of auditors and audit firms. Some of the 

safeguards include; audit firms using different partners and teams for provision of non-audit 

services to audit clients and audit firm´s own quality control of audits (These are safeguards created 

by the audit firm), compulsory rotation of audit firm etc. 

From the literature, I have realised that independence is an arbitrary concept which cannot be 

measured numerically. This therefore means conceptions of lack of independence which can be 

sometimes judgmental based on the individual exercising the verdict. In other to avoid this 

situation, auditors are advice to restrain from any activity that may cloud their professional 

judgment. By doing so, they do not only provide credits to their profession but also add credibility 

to the financial statements they are auditing. In figure one below, I have portrayed that there are 

four major threats to auditor’s independence represented by the blue lines (familiarity threats, self-

interest threats, self-review threats and intimidation threats). From the black arrows, I believe that 

these threats are interrelated and one threat leads to another. For example if an auditor having a long 

standing relationship with an auditee, it will create familiarity threats. Because of familiarity threat, 

the auditor will turn to be biased thus favouring personal interest over their interest in performing an 

unbiased audit. In addition to this, close relationship with the auditee will favour the auditing firm 

in winning more consultancy jobs in the auditee (self-interest threat). These two threats combined 

might create serious self-review threats in the future because the auditor´s propensity to criticize his 

work will be minimized. As a matter of facts, even if the auditor noticed a misapplication of an 
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accounting principle, he will be very reluctant to disclose it for fear of intimidation threat (threat of 

dismissal or replacement). 

 

Figure I: Relationship Between the four Major Threats to Auditors Independence 

 

 

Source: Authors Analysis 

 

2.2 Non-Audit Services (NAS) 

Firth (1997, p.9) defines management consultancy services (non-audit services) as “the hiring of an 

outside firm (or individual) that makes recommendations to a company´s executives and /or is 

charged with the task of planning and implementing some course of action for corporate 

management”. He emphasized that though an individual is hired to perform these services, it can be 

done in-house as well. According to him, hiring external consultants as opposed to internal 

employees is a cost benefit analysis often employed by management. He cited different situations 

that are worthwhile hiring an external consultant. Such situations include; one-off assignments, 

urgent problems that have arisen unexpectedly, requirements for very specialised skills, resolution 

of internal conflicts within the organisation and when a degree of independence is needed. 

Nowadays, many of the accounting firms especially the big 4 firms provide different range of 

consultancy services. He instigated that, some countries hire the auditing firm to provide these 

consulting services. The benefits of this include; improvement in efficiency and reduction in total 

cost for a given service. However, he regrets that this close collaboration between the auditing firm 

and the client will impair the independence of the auditors. In addition to this, Crabtree et al. (2004) 

classified non-audit fees as “all fees not directly charged to the audit including systems 

implementation, systems modification, tax preparation, consultation and internal audit fees”. For the 
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sake of this research, I shall go with the definition of Crabtree et al. (2004) because it has clearly 

listed the categories of non-audit services. 

Eilifsen et al. (2006) in their book titled “auditing and assurance services”, clearly outlined some of 

the non-audit services (Consultancy services) provided by auditors and how these services have 

been regarded as moves which impair their independence (Eilifsen et al. 2006, p.26). According to 

them, during the economic boom of 1990s and 2000s, most auditing firms generated large revenues 

from consultancy services. This revenue sometimes exceeds the revenue obtained from their audit 

engagements (See table 1). Because of this, regulators raised concerns about increasingly 

management of earnings (see 2.2.2 earnings management) by management of companies. The 

million dollar question is how is it possible that companies engage in earnings management and go 

free when their accounts are been audited by independent auditors. These issues raised a lot of 

concerns which gave room to a lot of research. Many researchers found out that auditors assist 

management in pushing the boundaries of accounting standards because they provide non-audit 

services to these companies (Frankel et al. 2002; Simunic; 1984; Firth, 1997). The auditors are 

scared of losing some of their economic rents (Fees) by imposing management actions. Therefore, 

auditor’s objectivity is questioned in case where they depend on clients for their audit firm 

revenues. 

Table I: Type of fees paid to Auditing Firms (£ millions) 

Company Auditor Statutory Audit Non-Audit 

Barclays PricewaterhouseCoopers 8 52 

BP Ernst and Young 24 59 

HBOS KPMG 11 36 

Shell KPMG/PricewaterhouseCoopers 18 32 

Vodafone Deloitte  6 34 

Unilever PricewaterhouseCoopers 16 76 

Source: Eilifsen et al. (2006, p.26) 

The failure of Enron in 2001 and other giant companies such as Parmalat, WorldCom, Ahold, 

Xerox, Scandia etc. raised additional concerns about the quality of corporate governance, financial 

reporting and auditors of a large number of corporations (Eilifsen et al. 2006, p.27). This increased 

the public doubts on the independence and credibility of auditors. It is because of these auditing 

failures that the SEC came out with serious pronouncements in 2001 prohibiting the provision of 

non-audit services by auditing companies to their clients. For example, the proposals highlights that 

it is impossible for an accounting firm to provide valuation and appraisal services to its clients and 

remain independent. They noted that some accounting firms provide these services to their clients. 

What is most surprising is the possibility of auditors to independently question the value of the 

appraised asset in the clients’ financial statements in which they were part of its formulation. It is 

very difficult to challenge those same numbers during the audit. In this dual role as auditor and 

consultant, the accountant both oversees and answerable to management. This raises serious 

questions on conflict of interest. The very interesting question raised was if the auditor will be 
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clearly diligent and objective from management looking at the situation at stake. Another interesting 

concern raised was if during the audit of financial statements the auditor identifies that, the 

appraisal or valuation of the accruals are not consistent with the procedure, will he notify 

management´s about this inconsistency?  The last and most important point is whether investors 

will believe that the auditor had been objective even when he makes unbiased decisions 

(www.sec.gov/rules/proposed/34-42994.htm). 

In addition to prohibiting auditing firms from providing valuation and appraisal services, the SEC 

commission compelled all companies to disclose in their annual proxy statements the amount of 

fees paid to auditors for both NAS and audit services. This is to provide enough evidence to 

investors necessary to evaluate the independence of a company´s auditor. 

Despite the strict regulation placed on NAS, some researchers like Cahan et al. (2008), Simunic 

(1984) found significant advantages of auditing firms providing these NAS to their clients. 

According to Cahan et al. (2008, p.184-5), there are four ways in which NAS differ from audit 

services. According to him, these differences account for the advantages of these services to be 

provided by an auditing firm. Firstly, he cited that companies are not required by law to buy non-

audit services from their clients. Secondly, NAS expenditure is discretionary and at the discretion of 

management alone. This means management can decide to increase the expenditure on these 

services in good times and cut it back in bad times. Thirdly, these services are often purchased in 

unrelated bundles (e.g. a client might engage the auditor for tax advice, modify its information 

system software etc.). Lastly, unlike the audit market which is dominated by the big 4 firms, the 

market for NAS is more competitive. Therefore, they postulated that these NAS are more like 

consumer goods and because of this, customer´s satisfaction is of great importance in retaining 

clients of these services than auditing services. According to them, because auditors have extensive 

knowledge about their clients, the knowledge spillover obtained might put the auditing firm in a 

better position in providing these services cheaper than other firms. Furthermore, the incumbent 

auditor is in a position to identify opportunities by observing weaknesses in the clients systems or 

procedures. As a matter of facts, incumbent auditors also have the ability to add another unique 

feature that providers cannot offer which is a less rigorous audit. 

Despite these concerns raised by Cahan et al. (2008), I strongly believe that because he cited that 

the market for NAS is competitive, only the good players survive. By subduing to management 

pressures to manage earnings, these auditing firms will stay competitive as long as possible. This 

means impairing their independence can be a competitive advantage for these firms. In this light, I 

claim that NAS impairs auditor’s independence. 

2.3 AUDIT QUALITY 

By definition, audit quality is when an audit firm issues a non-modified or appropriate audit report 

with the client’s compliance with the prescribed accounting principles in the auditing standard 

(Francis & Michas, 2011). According to Palmrose (1988, p.62), audit quality is the assurance 

getting from audit. This researcher specifically described the degree to which users (investors, 

researchers, government, creditors etc.) of company’s financial statements relied and believed on 

this company’s financial statements. DeAngelo (1981, p. 185), also defined audit quality as the 

competence of an auditor to discover frauds in the financial statements reports and accounting 

system of their client and issue an audit report with material misstatements. According to this 

researcher, an auditor needs to be independent and competent to uncover frauds in the financial 

reports of their client. 

http://www.sec.gov/rules/proposed/34-42994.htm
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 Looking at the audit quality definition, one can easily comprehend what audit quality is. The 

difficulties researchers encountered with audit quality are the measurement of audit quality. Since 

audit quality can only be measured from the audited financial statements issued in a standardized 

format this makes it difficult for researchers to get a correct measurement for audit quality as 

greater number of the audit reports issued are ‘‘Standard Clean Opinions’’, hence, there is the 

necessity for creating a representative standard in measuring audit quality (Francis, 2004, p.352).   

As a result of this, the size of an accounting firm is presented by Francis & Yu (2009, p. 1522) as a 

proxy in measuring audit quality in their study with abnormal accruals and earnings benchmark 

tests. The reason for this is due to the fact that, big accounting firms most often issue going-concern 

reports, and their going-concern reports are usually more accurate in terms of anticipating 

bankruptcy (Francis, 2004). Furthermore, companies audited by big accounting firms are usually 

not too aggressive in their earnings management procedures which can be seen from their small 

abnormal accruals and a lower possibility of reaching earnings benchmark such as small earnings 

increases and small profits (Becker et al., 1998; Francis et al., 1999). Bailey (1982) uses economic 

consequences of audit results on audit clients and external users as a proxy to measure audit quality 

he found out that, audits quality is high in debt and equity markets when firms are audited by one of 

the big 4 accounting firms.  

However, many researchers have carried out research on the relationship existing between auditors’ 

independence, non-audit services and audit quality. For example, Chan et al. (1993, p.770) in their 

study looking at the relationship from the agency theory point of view, they found out that, in the 

absence of rules and regulations, the ability for a company to want to be audited timely by an 

external auditor, is as a result from the separation of ownership and control of the company. 

Therefore, the amount of audit and non-audit services needed would be related to the ownership and 

control variables. As a consequence, for companies to meet the minimum requirements, diverse 

ownership structure companies will demand high audit quality than companies without diverse 

ownership. According to AICPA (1997) and Panel on Audit Effectiveness (2000, p.127-132), 

auditors are been paid more by their clients for audits and this makes the auditors spend much effort 

when performing NAS. Therefore, the higher the fees received by auditors, the more effort expend 

in providing their routine audit and non-audit services the higher-quality of their audit. Also, the 

empirical evidence supporting the profession claims that the provision of NAS may actually 

improve audit quality (Francis, 2006).  

2.4 OVERVIEW OF GAAP AND IFRS 

International trade and finance in recent times have experienced an increase in their numbers than 

ever which have led to the demand for the creation of a harmonized international accounting 

standard that is flexible and can be applicable in a similar manner across countries border. 

According to these researchers; Stephen & Norbert (2009), the Global Accounting Standards will 

improve the functioning of the global capital markets by providing better information to investors 

and other users of company’s financial statements. This is why the International Financial 

Reporting Standards (IFRS) created by the International Accounting Standards Board (IASB) has 

been generally accepted and adopted by many countries to become the global standard for the 

preparation of public companies financial statements (http://www.fasb.org). I quote, Robert Herz 

Chairman of the Financial Accounting Standard Board (FASB) says, 

“If you were to look back from the year 2020 to the year 2001 you would say ‘What chaos!’ and 

‘What inefficient capital markets!’ People will look back and say, ‘How did those people get along 
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then?’ It will be like we now say, ‘How did people get along without cell phones?’ When you are in 

the middle of it, it is always difficult. It is important just to keep on towards that end goal.” (KPMG, 

2006, P.23) 

 Presently, 110 countries have adopted the standard and some other countries have declared their 

interest to adopt the standard in future. However, the IFRS is a principle-based accounting standard 

which issue broader rules and lays more emphasis on interpretation and the use of judgment rather 

than to depend on particular bright lines in the standard. According to Stephen & Norbert (2009), 

some of the benefits from the IFRS are; reduction in the costs of preparing and interpreting financial 

statements and also reduction in the cost of capital. Worth mentioning Michael Hughes KPMG 

Global Head of Audit, I quote;  

‘‘IFRS brings more discipline and more rigors. Companies say that if IFRS continue to base 

themselves on economic realities then they look at their own businesses differently and it helps them 

manage themselves better. Companies need to feel that their figures are equally relevant for 

decision-making.” (KPMG, 2006, p.26) 

The inception of IFRS was as a result of the pitfalls of the Generally Accepted Accounting 

Principles which is also an accounting standard used for preparation of financial statements by US 

companies. It is considered as a rule based standard because of the absence of flexibility in 

accounting choices and when companies doing international trade confronted accounting standards 

and other market forces that are different from that of the parent company they tend to be confused 

and frustrated and that makes it difficult for the company’s  accountants and auditors to function 

properly. In comparison, it is ascertain that IFRS provides more information and is flexible than the 

US GAAP. Also, users of company’s financial statements believed that because the US GAAP lack 

flexibility, it makes it easier for management to override the boundaries of this standard by 

manipulating earnings to suit their market expectations. As a consequence, regulators have 

demanded that US companies should voluntarily replace their US GAAP-standard with IFRS-

standard reports to allow for an easy and appropriate comparison with foreign companies. 

Reviewing the literature of prior researches, I noticed that most researchers have carried out their 

studies on earnings management in companies which are using but the US GAAP. Very few have 

looked at it in companies using the IFRS. For instance, Covrig et al. (2007) in their studies stated 

that firms who voluntarily adopt IFRS attract more investors and hence improving on their capital 

allocation efficiency. Ashbaugh & Pincus (2001) supported this finding by saying that the accuracy 

of analysts’ forecasts increases in firms adopting IFRS. Also, Carey & Simnett (2006) assessed the 

quality of financial statements prepared by companies who have adopted IFRS and those who 

adopted US GAAP concentrating on the company’s restatements as a measure of earnings 

management. Thus, they postulated that, the quality of financial reporting is not affected by the use 

of either IFRS or US GAAP but rather by the quality of law enforcement and rules for the country´s 

capital markets of the reporting firm.  

In this thesis, in order for me to measure the degree of which management are involved in creative 

accounting and trying to override the limit of IFRS, I used a sample of some public listed 

companies in Sweden who have adopted the IFRS.   
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2.5 OVERVIEW OF EARNINGS MANAGEMENT 

It is not a surprise that earnings are very important to a company and also it is not unusual that 

company’s management has an important interest in how the company earnings are reported. In this 

light, the effects of the accounting choices have to be understood by all companies’ management in 

order for them to make the best decisions possible for the company, to rightly put it learn earnings 

management (Lev, 1989, p. 153). The independence of auditors over the years is questionable and 

under heavy criticisms from among other users of companies financial statements. Investors, 

regulators, creditors and governments have witnessed increased in earnings management in the 

financial statements report of companies audited by external auditors. The definition of earnings 

management according to Lev (1989) is the reasonable and legal management decision making and 

reporting intended to achieve stable and foreseeable financial results. Also, according to Schipper 

(1989, p.92) earnings management is the deliberate intervention by management on the external 

financial reporting process with the objective of obtaining some private gains. Worth noting is, that 

earnings management should not be disconcerted with unlawful activities by management to 

manipulate  companies’ financial  statements  and  report  results  that  do  not  mirror  economic 

reality. Any activity by management that misrepresents the company’s financial statement is known 

as cooking the books which is illegal (Lev, 1989, p.153l). 

Earnings are considered as a signal that helps a company to direct the allocation of its resources in 

the capital markets and it is regarded as the one most key item in companies’ financial statements 

which is often referred to as the “net income,” or “bottom line”. Earnings show the extent to which 

a company is involved in the value-creation or value-added activities. In short, the present value of 

a company’s future earnings is the theoretical value of its stocks. Therefore, an increase in a 

company’s earnings signal an increase in its value,  while a decrease in the company’s  earnings  

indicate  a  decrease  in  its value. 

Earnings management can be accruals management or the manipulation of real activities which are 

all purposeful actions taken by management to disguise the true financial situation of a company. 

Accruals management is the accounting method used to represent those activities that can be used to 

step up the company’s current earnings while real activities manipulation is when management 

changes the firm’s main operations with the intention to step up the earnings in the current fiscal 

year (Gunny, 2010, p.855-856). An example of real activities manipulations can be seen when 

management decreases their expenditure on discretionary research and development (R&D). To 

decrease the discretionary expense on R&D, management sells their fixed assets at a favorable time 

when prices are high in order to make gains and also, they increase production in order to reduce 

average cost and slash prices down. Because accruals management can be used even after the fiscal 

year, some managers still prefer accruals over real activities manipulations despite the advantages 

associated with real activities manipulation. 

According to many researchers, the earnings management concept is pervasive, research carried out 

on earnings management revealed that earnings management is being used by so many companies 

as a means of avoiding reporting red ink or maintaining steadily their earnings growth 

(www.romeassoc.com). To explain the pervasive nature of earnings management, one study 

presented in the Economic Focus (2001, p.§72) on Standard & Poor’s 500 stocks indicates that, the 

use of earning management techniques such as; one-time write-offs and other accounting tricks 

enable the company to inflate its operating profit by at least ten percent each year for the last 20-

years. However, it is generally acceptable fact that, operating profits and stock prices are positively 

http://www.romeassoc.com/
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correlated in a long term period and therefore, Standard & Poor’s 500 stocks succeeded and 

constantly increases the stock prices of companies over two decades (www.economist.com). 

Furthermore, the study carried out by Cheng et al. (2008) revealed that, managers equity incentives 

and earnings management are not significantly correlated in the banking industry but in the non-

regulated industries, there is a correlation between managers equity incentives and earnings 

management.  

Finally, from above one can understand that earnings management is a very complex and pervasive 

practice that is difficult to eradicate from companies. Even though it is a risky practice, shareholders 

still benefit from certain advantages of earnings management such as, when earnings is been 

managed to meet analysts’ forecasts, it can increase the share prices of the firm, it is 

disadvantageous because if noticed by the Securities and Exchange Commission (SEC), the 

repercussion on the firm can be alarming since the market will immediately be notified about this 

fraudulent act that will paint a negative picture of the firm and  a drastic fall in the share prices.  As 

a solution to this, I envisaged that if auditors are very objective and diligence in carrying their audit 

assignment on the financial statements of their clients, this can help to mitigate the earnings 

management practices in firms and also increased auditors’ reputation and independence by 

escaping litigation charges.  

2.6 RELATIONSHIP BETWEEN AUDITOR´S INDEPENDENCE, NON-AUDIT SERVICES AND 

EARNINGS MANAGEMENT 

The relationship between these three concepts is very critical to examine. Most of the researchers 

did not find any significantly positive relationship whereas some did. Others conducted the same 

research like others did but controlled for different factors that were not controlled for by their 

predecessors. For example Frankel et al. (2002) carried out a study on whether auditor fees are 

associated with earnings management and the market reaction to the disclosure of audit fees. In 

order to carefully carry out this experiment, they collected data from 3,074 proxy statements filed 

with the SEC. In addition to this, three specifications of auditor fees was developed; the first one 

was based on FEE ratio which is the ratio of non-audit fees to total fees as proposed by the SEC. 

Secondly, they disaggregated auditor fees in to non-audit (RANKNON) and audit (RANKAUD) 

components which they measured as a percentile rank for each client of a given auditor. Lastly, they 

took the percentile rank of total auditor fees for each client of a given auditor (RANKTOT) which is 

consistent with claims that audit and non-audit fees create similar incentive effects (Frankel et al., 

2002, p.72). Earnings surprise was measured as the difference between actual earnings per share 

and the last available consensus median forecast prior to the announcement of annual earnings. 

Their results provide evidence that auditor independence is compromised when clients pay high 

non-audit fees relative to total fees. 

 However, Ashbaugh et al. (2003) conducted the same research by using different research designs. 

Instead of FEE ratio, they used total fees i.e. sum of audit and non-audit fees to measure the 

economic dependence of the auditor on a client. To measure evidence of biased financial 

statements, they used the magnitude of discretionary accruals and the likelihood of meeting 

earnings benchmarks (Ashbaugh et al. 2003, p.614). Consistent with Frankel et al. (2002) earnings 

benchmarks, they found no association between fee ratio and the likelihood of firms reporting small 

earnings increases. In addition to this, they showed a negative association between total fees and the 

likelihood of firms reporting small earnings surprises. However, unlike Frankel et al. (2002), they 

found no statistical significant association between either the fee ratio or total fees and firms 

http://www.economist.com/
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meeting analysts’ forecasts. Based on these results, they concluded that auditors are not likely to 

impair their independence when clients pay high fees or having high fee ratios. Hence, they agreed 

that the results of Frankel et al. (2002) are sensitive to choices in research designs.  

Consistent with these findings, Chung & Kallapor (2003) after exploring four different subsets of 

firms where they expect firms to have greater incentives to manage earnings (i.e. firms with high 

market-to-book ratios, high leverage, low audit-firm industry specialization and high insider 

influence on the board of directors), found no association between audit or non-audit fees and 

earnings manipulation. Similarly, Defond et al. (2002) examined the association between non-audit 

fees paid to incumbent auditors and auditor independence (Defond et al. 2002, p.1248). Unlike 

other studies which measure auditor’s independence by their ability to engage in earnings 

management, they used auditor´s propensity to issue going concern audit opinions. This is because 

they consider auditor’s propensity to issue going concern reports as less noisy and direct. They went 

further to argue that the auditor´s influence on client´s earnings characteristics is likely to be 

indirect and that there are potential problems in measuring discretionary accruals. By performing an 

analysis on 1,158 distressed firms with proxy statistics that include audit fee disclosures, including 

96 firms receiving first time going concern audit reports, they found no evidence that non-audit 

service fees adversely affect the auditor´s opinion formulation process. Because of this, they 

concluded that, market based institutional incentives such as reputation loss and litigation costs 

promote auditor independence and outweighs the economic dependency created by higher fees. 

Their focus on distress firms was because it was evident that the going concern of these firms is 

questionable. Crabtree et al., (2004, p.2) investigated the effects that non-audit services provided by 

a firm´s external auditors have on the perception of auditor independence in the bond market. By 

using data from all unsecured corporate bonds issued by non-financial companies from February 

2001 through December 2002 rated by Moody’s, they found a negative relationship between non-

audit services and auditor´s independence. 

Craswell et al. (2002) examined whether auditor´s independence in the formulation of the audit 

opinion is affected by the proportion of audit fees that a client contributes to the total fees earned by 

the auditor. Qualified audit opinion was used as proxy for auditor´s independence. In their 

perspective, it was very important to examine fee dependence at both the national and the local 

office level affecting an auditor´s propensity to issue a qualified audit opinion (Craswell et al. 2002, 

p.255). By analysing data based on 2 years post the 1989 mergers, they found out that, auditors are 

willing to issue modified or qualified opinions irrespective of the economic importance of the client 

to the auditor. Hence they concluded that, audit firms use mechanisms such as partner and peer 

reviews to protect their audit independence from threats of audit fee dependence and that they 

operate in competitive markets in which audit and non-audit fees are replaceable. A similar research 

carried out by Craswell (1999) by using publicly available information from Australian listed 

companies for many years came out with the findings that auditor´s decisions to qualify their 

opinions are not affected by the provision of non-audit services. 

Firth (1997) looked at this relationship differently. He conducted a survey on a sample of 500 

largest British industrial listed companies to test his model. The aim of this was to provide some 

evidence on the provision of non-audit services to audit clients in the UK. In this study, he 

hypothesised that, companies with smaller agency costs purchased smaller levels of consultancy 

services from their auditors. According to him, auditor´s independence will be at risk if the client 

faces high agency costs and if the auditor has strong economic bond to the client (Firth, 1997, p.5). 
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Because of this, it is believed that such companies will demand high quality audits and restrict the 

purchase of other services from their auditors. Their findings indicate that, companies that have 

higher agency cost proxies are associated with smaller purchase of non-audit services from their 

auditors. 

Lastly, Bloomfield & Shackman (2008) researched on whether firms that restate their financial 

statements have higher levels of total service fees or higher levels of NAS fees than non-restatement 

firms. In this study, restatement is use as a variable to measure earnings management rather than 

discretionary accruals or other methods. They are one of the first to use the General Accounting 

Office (GAO 2003) database of restatement firms as the test population. Instead of using matched 

pairs, they used a random sample because of the inherent limitations of matched pairs (match pair 

produces large biases and inconsistencies). Their findings showed no evidence that firms with 

higher NAS fees were more likely to restate earnings. However, they found some evidence that the 

amount of total fees paid to the audit firm is significant in predicting restatements. Hence they 

concluded that, auditor characteristics have much stronger explanatory power than auditor fees 

when it comes to predicting restatements. 

Figure II: Relationship between NAS, Earnings management and Auditors Independent

  

Source: Authors Analysis 

From figure 2 above, I have shown that non-audit services such as systems implementation, tax 

preparation services etc. might lead to economic bonding between the auditor and the auditee due to 

high fees receive from these services. This economic bonding will propel the auditor from 

questioning wrong accounting choices made by management (i.e. the professional skepticism of the 

auditor will be questionable). Because of these two forces, the auditor will lack objectivity which 

shows a lack of both independence of mind and independence of appearance. Due to this lack of 

independence, the possibility of accruals management, real earnings manipulation and financial 

statement restatements will increase leading to earnings management. Therefore, I assumed that, 
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there is a positive relationship between earnings management, non-audit services and auditors’ 

independence. 

2.7 OVERVIEW OF THEORIES RELATED TO AUDITOR’S INDEPENDENCE 

In this section, I am going to review theories in auditing which are important to my study 

specifically those related to auditor’s independence and the provision of non-audit services by audit 

firms to their audit clients. I choose four main theories; agency theory, information asymmetry 

theory, institutional theory and the police man theory.  

2.7.1 AGENCY THEORY 

One of the most renowned theories in auditing is the agency theory. This is about the agent and the 

principal of a company, whereby the agent is the management and the principal is the owner. The 

principal provides the finance but lack the expertise knowledge to manage the business and 

therefore, hires the manager who has the expertise knowledge to run the day to day activities of the 

business. There is always a problem between these two known as the agency problem which may 

occur when the principal (investors) do not intend to play an active role in the management of the 

company and also when the manager have the incentives to maximise its own interest instead of 

maximising the wealth of the shareholders (Jensen & Meckling, 1976; Chow, 1982). When an 

investment in a company is made by an external investor, managers have theoretically an incentive 

to expropriate wealth thereby creating an agency problem (Healy & Palepu, 2001). Agency conflict 

can also be applicable on the management-creditor relationship. Management will expropriate 

wealth from the creditors to maximize the wealth of the shareholders (Eilifsen et al. (2010), p.5-7 & 

Collis et al. (2004)). Many researchers have made enormous contributions to the understanding of 

this theory. 

According to the study carried out by Scott (2003b, p.305), agency theory studies the design of 

contracts to motivate a rational agent to act on the behalf of the principal when the agent’s interest 

would otherwise conflict with those of the principal. Another study by Eisenhardt (1989) described 

agency theory as a theory which is concerned with resolving the problems in a relationship with 

conflict of interests and risk sharing when attitudes toward risk diverge.  However, there are costs 

associated with this relationship such as; cost of monitoring expenditures by the principal, bonding 

expenditures by the agent, residual loss etc. 

Due to the increasing research on this theory, different strategies have been developed by several 

researchers in order to coordinate the principals’- agents’ problem such as; 

Healy & Palepu (2001) presented that, optimal contracts between managers and investors, such as, 

compensation agreements, debt contracts and regulation usually require managers to disclose 

information that enables investors to monitor compliance with contractual agreements and to 

evaluate whether the manager has managed the firm's resources in the interest of external investors 

or owners. Another researcher Chow (1982) stated that, effective controls have to be carried out on 

the manager’s reporting procedures and employ a third independent party that is a professional 

auditor to audit the manager. Managers have the incentives to manipulate the financial statements 

information in their own favour if their performance is measured using accounting information. So, 

if their actions are not controlled, when noticed by the external shareholders, the financial report 

will be discounted by these shareholders. An independent external auditor is employed in the 

interest of management and also the interest of the third parties.  
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According to the agency theory, the essence of audit service can bring about the maximum benefit 

to both the agent and the principals (Ross, 1973, p.134). This audit will lead to; 

 A cost-effective monitoring device,  

 Reduces information asymmetries by adding credibility to financial statements 

 Has an important role in a setting were ownership and management of the firm is separated 

& in the relationship between managers and creditors. 

 Reduces risk for investors. Auditing gives a positive signal effect. 

 

As a matter of facts, the agent has a greater advantage over the principals (shareholders) regarding 

company’s information (See figure 4 below). This theory can also be used to explain the 

independence of auditors based on their audit reports to third parties. If an auditor is able to identify 

material misstatement or other irregularities such as violation of the accounting standard (illegal 

acts) or fraud in the financial statements of the company and willing to report this to qualify its 

audit reports against the wish of the audit client, therefore the auditor has maintained its 

independence in this conflict between the auditor (principal) and the audit client (agent). 

Figure III: An Overview of the Principal-Agent Relationship 

 

 

 

 

 

 

 

 

 

Nevertheless, the Agency theory literature from researchers such as Fama and Jensen (1983a, 

1983b); Jensen and Meckling (1976); Watts and Zimmerman (1983) described that, credible 

auditors may not want to compromise their independence by reducing the agency conflict and their 

audit clients are very much aware of this. To be more specific, agency theory states that, the need 

for independent auditors by audit clients occurs because managers (audit clients) want that their 

financial statements and verification of their actions should be certified by the independent auditor. 

In the absent of an independent monitoring, the audit client will incur some agency costs. Since a 
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perceived loss of independence reduces the anticipated monitoring value of an audit, audit clients 

are motivated to avoid such situations and to manage the level of economic bonding between the 

auditor and the audit clients by controlling the percentage of joint audit and non-audit services 

received. 

 

2.7.2 INFORMATION ASYMMETRY THEORY 

In recent times, the demand for an independent auditor by companies has increased due to the 

problem of information asymmetry. The management (agent) has superior knowledge of the 

company, for example regarding the actual profit of the company. Management has incentive to 

take actions that maximize their own interests rather than the interest of the investor, which creates 

an agency problem. There is a risk that management expropriates capital. Both management and 

owners strive for profit maximization. Management may have incentives to manipulate earnings to 

mislead outside owners (investors), the fact that creditors or investors cannot distinguish between 

good and bad business information, they are bound to misevaluate value information based on what 

they are presented by management and therefore, good information will be undervalued and bad 

information overvalued; and resources are not optimally allocated. 

Moreover, many researchers explained the information asymmetry theory from an agency 

perspective since it is the best approach to explain this theory.  According to Akerlof & George 

(1970), a principal (owner) appoints an agent (manager) to run the business. The problem is then 

that the owner knows more about the company and its future opportunities than the outside investor,  

as well as the manager have better information on the company than the shareholder which lead to 

information asymmetries. The agent and the principal are assumed to have different goals and to be 

interested in maximizing their self- interest. Conflicts of interest may then occur and the owner may 

be concerned that the manager takes actions that will not be in his or her best interest, for example 

spend funds on excessive personal benefits. One problem is also that the manager may have 

incentives to manipulate the financial information that is presented. 

In this situation auditing plays an important role in reducing information asymmetries. The owner 

may also demand the service of an independent auditor, since the owner may otherwise reduce his 

or her compensation. Auditing is one form of additional monitoring, which is considered to be a 

cost-effective monitoring device (more expensive if investors have to gather this information 

themselves). To reduce the information problem independent auditor audits the financial statements. 

This procedure increases the reliability of the financial statement presented by management and 

reduces the risk for investors. An unmodified audit report adds credibility to the financial statement 

presented by the company. 

With respect to this theory, I can state that, the information asymmetry conflict between the 

manager and the owner can be mitigated by an independent external auditor because it is only when 

an auditor is independent and fear for loss of reputation will be forced to issue an unmodified audit 

reports which gives investors confident to rely upon the information presented in the financial 

statement of the audit client. Conversely, if the investors believed that the auditor is not 

independent, they will not rely upon the information presented in the financial statement.  
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2.7.3 INSTITUTIONAL THEORY 

Institutional theory is preoccupied with the irrepressible issues related to social structure. It takes 

into account the development which certain structures have undergone, including rules, norms, 

schemas and routines, which have been established as authoritative guidelines for social behavior. It 

study how these components are formed, put together, adopted and fitted across territories and time; 

and how they decline and cannot be applicable to the environment. According to Scott (2004, p.2), 

institutional theory can be dated far back from the creation of social sciences, engaged and 

incorporated in the creative insights of scholars in the likes of, Cooley & Mead, Veblen & 

Commons, Marx & Weber. The nineteenth and the early years of the twentieth centuries, majority 

study of institutional theory was carried out. Institutional theory has been greatly revived in recent 

times as this have attracted the concerned of many scholars over the world in the social science 

field, in the past it was deluged in the neoclassical theories of behaviorism in political science, 

economics and positivism in sociology. 

The increasing studies of institutions by scholars were based on the different ways in which 

organizational structures have been affected by norms, share beliefs and rules. This has made it 

easier to understand the essence of institutions and the ways they influence organizations. However, 

majority of the researchers speak a common language of “institutional effects,” According to the 

studies carried out by scholars like, Meyer & Rowan (1977); Meyer et al., (1978); Meyer et al. 

(1981); Meyer & Scott (1983); Meyer et al. (1988), an organization is generally recognized as a 

rationalized system for which a set of roles and related activities are made to reflect ends and means 

relationships arranged to pursue specific objectives (Scott, 2004).  

Contemporary, institutions are dominated by systems which can encompass rationality leading to 

the creation of many organizations nowadays. Meyer and Rowan (1977), presented that, the 

rationality norms in institutions leads to the formation of many formal organizations. Any 

organization operating in particular institutions has to respect the institutional requirements and is 

backed by authoritative agents or by effective surveillance systems and sanctions. For example, 

according to the European Economic Community (EEC) Eighth Company Law Directive, member 

states have the discretionary power to determine the conditions of independence for a statutory 

auditor. While in the U.S. the Securities and Exchange Commission requires that, auditors of 

publicly held U.S. parent companies must adhere to the regulations set by SEC to ensure auditor’s 

independence.  

Certainly, research has shown that complying with regulations depends on the resources dedicated 

to enforce this regulation (Mezias, 1995).  A study carried out by Zucker (1988) supported this 

argument that, the continuance of an institution is based on the exception not the rule. Since all 

institutions are subjected to certain decay factors and needed the constant input of resources and 

energy to prevent the fall and collapse of this institution. The key insight, however, is that numerous 

types of institutional systems have come and gone over time with each providing different 

regulatory frame work to guide social behavior whereby majority of this were to sanction defaulters 

to correct their actions. Therefore, the changes in the international standard rules and regulations 

governing the accounting and auditing professions are to maintain the persistence and uphold the 

integrity of acting independently in order to prevent decline or decay of these professions. These 

standards have been implemented differently in different organizations and institutions across 

territorial boundaries to meet the social and behavioral norms of each particular entity which 

thereby influences the auditor’s way of carrying audit in a particular institution or environment. For 
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example, the Code of Ethics of the American Institute of Certified Public Accountants (AICPA) 

was modified to maintain auditors’ independence in the auditing profession with respect to the 

provision of NAS like tax-related services to their audit clients (Francis, 2004). 

2.7.4 POLICEMAN THEORY 

Until 1940s, the policeman theory has been widely considered by researchers as the most guarded 

theory on auditing. In the earlier years of the 20
th

 century, the policeman theory claims that, the 

duty of an auditor was to investigate, detect and prevent fraud in a company. Therefore, the 

auditor’s competence for fraud detection and prevention depends solely upon the arithmetic 

accuracy of the financial data presented by a company’s management. Consequently, from the 

earnings management view point, the inability of auditors to verify the truth and fairness of the 

financial statements’ figures presented by their audit clients’ managers, has led to important 

changes in the auditor’s responsibility in recent times; in the provision of NAS, verification of truth 

and fairness of the financial statement. The auditor  if then verify and identify that the audit client 

financial statement is materially misstated or fraudulent, he/she have to issue a disclaimer of the 

financial statement and this prevent management from the act of creative accounting (earnings 

management) and therefore enhancing the quality and independence of the auditor.  

Similar to the agency theory, an independent auditor would take an active part in mitigating the 

agency conflict between the managers and the shareholders. When managers’ do not have majority 

of the company’s shares, they might have the incentives to maximize their own wealth rather than 

maximizing the interest of the shareholders (Watts & Zimmerman, 1983). Furthermore, the current 

development taking place in the theory of the firm presented the importance of mandatory 

monitoring the performance of the actors involves in running the firm. According to the study 

carried out by Jansen & Meckling (1976), auditing is one kind of monitoring activities that 

increases the firm value (Watts & Zimmerman, 1983, p.613). However, if Jansen & Meckling 

(1976) proposition is correct, therefore, independent auditors were needed to have audited managers 

in the old firms since they did not provide all of the share capital. 

Contrary to Jansen & Meckling (1976) proposition, a popular audit text recommended that, the 

introduction of independent audit is a recent issue which is as a result of government dictate; ‘‘the 

legislation of the Registered Companies Act of 1862 in England can be seen as one of the first steps 

in recognizing the demand for independent audit. The Act requires that the financial statements of 

public companies be audited by a person independent of management, and thereby strengthened the 

growth of the profession  as well as the status of professional auditors.’’ (Watts & Zimmerman, 

1983, p.613)          

2.8 HYPOTHESIS 

The disclosures of auditors' fees for non-audit services can be used as a proxy by investors to 

determine whether a firm is engaged in earnings management and also the fees can be used as a 

signal to investors about the quality of a firm’s reported financial statements. As a matter of fact, 

since earnings management is negatively or positively correlated with the provision of non-audit 

services in previous researches as mentioned above, in this study, I have developed and tested two 

hypotheses; H1 and H2 as stated below in their null forms to investigate the relationship between 

provision of non-audit services and earnings management to see if auditors’ independence is 

threatened. From prior studies there are controversial views among researchers, regarding the 

relationship between NAS and auditor’s independence (Frankel et al. 2002, p.72). According to 
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these researchers; Simunic (1984); Beck et al. (1988a); Craswell (1999); Beeler & Hunton (2001) 

whose findings are all the same that; the provision of non-audit services can strengthen the 

economic bond between the auditor and the client, thereby increasing the auditor's incentive to 

adhere to the client demand, by allowing earnings management which in other words impairing the 

auditor’s objectivity and independence. 

To examine the unobservable manipulations by earnings management, I will base my study on the 

formal or conventional measurement of earnings management. Specifically, I will evaluate the 

extent of discretionary accruals and the propensity just to reach or exceed earnings bench marks to 

investigate whether the provision of non-audit services is associated with earnings management. 

The hypotheses to be tested in this study are: 

H1: There is no association between non-audit services (NAS) and Earnings Management 

(EM). 

Previous literatures by Magee and Tseng (1990), Wines (1994), Reynolds & Francis (2000) and 

Frankel et al. (2002), postulated a positive association between NAS and earnings management 

while another study conducted by Corless & Parker (1987), reported that the provision of NAS have 

a negative correlation with earnings management. If there is truly an association between non-audits 

services (NAS) and earnings management it should be either positive or negative, as presented by 

the differences reported in the findings of prior studies. To present an explanation of these 

relationships; a positive correlation between NAS and earnings management revealed that auditors’ 

independence is been impaired while a negative correlation between NAS and earnings 

management indicates that auditors’ independence is not influenced in any way when providing 

NAS. As a result of these differences in the findings presented by previous researchers on this 

relationship, I want to investigate which of the findings mind will be similar to whatever my 

research finding will turn out to be I will present it objectively without taking side.     

H2: There is no association between Audit Services and Earnings Management (EM).  

This hypothesis is used to investigate the relationship between the provisions of audit services with 

earnings management. The finding will either be positive or negative; a positive association implies 

auditor’s independence can be influenced when providing their routine audit services and the 

reverse is true. Early studies conducted on a similar topic by Hansen and Watts (1997); Reynolds & 

Francis (2000) supported this assertion. Thus, in this thesis I will examine how audit services are 

associated with earnings management. 
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CHAPTER THREE 

 

3.0 METHODOLOGY 

In this chapter, I will describe the method on which my research will be based. I will start by 

selecting a subject area and the preconceptions I had regarding this study area. Secondly, the 

research philosophies and research design will be discussed in this chapter. And also, the 

assumptions and strategy used in this research, the data collection procedures, distribution of 

observed sample, definition of variables and the criteria of truth are issues that are going to be 

highlighted in this methodological chapter. 

3.1 SELECTION OF SUBJECT AREA AND PRECONCEPTIONS 

Bryman & Bell (2007) described preconceptions as the previous knowledge a researcher got on a 

particular area of study which affected his/her judgments of the; research area to choose, research 

questions and design, research methods employed, results and even the analysis (Bryman & Bell, 

2007, p. 30). According to Bryman & Bell (2007), there are so many factors that can affect the 

nature of a business research such as the authors’ personal values on the research topic. Bryman & 

Bell (2007, p. 29) further states that, a research must be free from the researcher’s subjectivity and 

personal values and also must be valid before it can be considered scientific, therefore, it is 

necessary for a researcher to be value free and unbiased at the same time in order to be objective in 

the research.  

My main concern and interest to select a thesis topic from this study area emanated from my 

bachelor studies carried out in the fields of financial management and accounting from the 

University of Buea. Pursuing a master degree program at Umea School of Business and Economics 

(USBE) in the same study area went that far only to increase my interest to choose this thesis topic.   

My primary objective was to write on an area in auditing that many researchers have not yet 

research on. Auditing has so many interesting subject areas that are researchable. Faced with this 

situation of making a decision as to which topic I will write my thesis on was a difficult decision to 

make. Thanks to some facets which have inspired me to come up with this topic such as; my fourth 

module course; ‘‘Advanced Auditing’’, the maiden thesis meeting I attended chaired by my 

supervisor who is well-grounded in this study area and have published numerous articles on 

accounting and auditing, in the meeting he suggested some hints on how I can identify the different 

variables I can use in my study and some techniques on how I could collect my data when I 

presented my thesis proposal, and the review of different articles from other authors and taking 

many things into consideration, I finally concluded to write my thesis on; the Relationship between 

Provision of NAS and Auditors’ Independence on companies listed in the Stockholm stock 

exchange. 

Understanding what preconception is all about, I am strong and certain about some personal norms, 

beliefs, and values that can influence or alter a research result. As a matter of fact, to ensure that I 
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am free from any such values, beliefs, norms that can have an impact on my result, I have took an 

objective position and have an open mind set throughout this thesis. 

 3.2 RESEARCH PHILOSOPHY 

According to Saunders et al. (2012), research philosophy is the development that takes place in the 

research background, nature of the research and research knowledge. Therefore, my research 

philosophy is based upon the manner in which I am knowledgeable in regards to my topic. Haven 

mastered what research philosophy is all about, it enables me to identify which research strategy or 

approach can be suitable to my thesis topic. That is, how to use the strategies and approaches with 

little or no experiences and how to interpret my results. Research philosophy can be categorized 

into three categories; Ontology, Epistemology, and Methodology (Bryman & Bell 2007; Saunders 

et al., 2012). These research philosophies are the most used philosophies by researchers in business 

research. Since researcher’s objectivity can be influenced by being bias or by their personal values, 

it is very essential for them to mention their research philosophy because they are some of the 

things that researchers took in considerations when carrying out their research (Bryman & Bell, 

2007, p. 32). These philosophies can be described thus; 

Epistemology is concerns with knowing what knowledge to be considered, how to create an 

acceptable knowledge and how the knowledge is been derived. This went further to explain the 

human behaviour and the real world. Bryman & Bell (2007) states “The central issue in this context 

is the question of whether the social world can and should be studied according to the same 

principles, procedures and ethos as the natural sciences”. Meanwhile, according to Joseph (2005), 

epistemology is the relationship between the research participant having the knowledge and the 

researcher who is seeking for the knowledge. Epistemology can be divided into two; positivism and 

interpretivism.  

Positivism can be defined as the epistemological position that advocates the application of the 

methods of the natural sciences to the study of social reality and beyond (Bryman & Bell 2007, 

p.15). This social reality can be measured scientifically based on tangible facts. Also from a 

deductive perspective, positivism is the testing of hypotheses in order to study social phenomenon 

and discover the truth in the real world and social actions are obtained objectively (Bryman & Bell, 

2007). Contrary to positivism, interpretivism explains that social science is different from natural 

science and considers social reality as more of phenomenon oriented and that reality cannot be 

measured directly. According to Bryman & Bell (2007), social actions are obtained under subjective 

understanding and emotional understanding. 

Ontology is concerned with the way we view the reality of nature. According to Bryman & Bell 

(2007, p.20),  “The central point of orientation here is the question of whether social entities can 

and should be considered objective entities that have a reality external to social actors, or whether 

they can and should be considered social constructions built up from the perceptions and actions of 

social actors”. 

However, ontology is trying to answer these questions: What is the real world and what can we 

know about the reality that exists in the real world? Ontological issue can be divided into two 

categories objectivism and constructionism. Objectivism is an ontological position that looks at 

social phenomenon and their meanings independently from their social actors. In the other hand, 

constructionism looks at the world as a socially constructed entity where by the social phenomena 

are subjective to their social actors. This therefore implies that, social phenomena and their 
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meanings are constantly being accomplished and revised by social actors through social interaction 

(Bryman & Bell, 2007, p.22). 

Finally, methodology in business research is simply the process and practices in the research. In 

methodology, knowledge is been generated when specific process is been classified. The selection 

of a specific method is dependent on practical issue instead of being committed to particular 

paradigm that accompany particular phenomenon (Joseph, 2005). 

In accordance with the above mentioned philosophies, in this study, I have adopted the 

epistemological consideration of positivism since I consider it more appropriate to this study. 

According to Bryman & Bell (2007), positivism in social sciences is more suitable in quantitative 

research. Since I am writing a quantitative thesis, my research findings and hypotheses have been 

quantified and tested respectively to investigate the relationship between NAS and auditor’s 

independence using scientific procedures. In this thesis, my attempt of creating knowledge and 

derive knowledge is going to be objective and free from personal values making me to apply the 

objectivism position from the ontological stand point. 

3.3 RESEARCH DESIGN 

A research design is the general plan of a research which enables a researcher to turn the research 

questions into research project in order to make the study to be coherent. Research design can either 

be a single research method (mono method) quantitative or qualitative or multiple methods research 

design (Saunders et al. 2012, p.159-161). A research design provides the tool with which data are 

collected and analyse. Depending upon researchers’ requirements or preferences attached to the 

research process such as: generalizing the study to the population rather than the actual sample used 

in their investigation, and how the researcher wants to express the relationship between variables 

etc. This will enable the researcher to make a choice on which research design to use in the research 

(Bryman & Bell, 2011, p.40). Based upon the research approach, research philosophy, research 

characteristics and research strategies, one can make a distinction between the two most used types 

of research design; quantitative and qualitative research designs. 

Quantitative research is a research method associated with the application of deductive approach to 

test theories and to narrow down the research questions by using numbers to support stated 

hypotheses while inductive approach can be incorporated in this method when data are used instead 

to develop theories (Saunders et al. 2012, p.162-163; Bryman & Bell 2007, p.154). Quantitative 

research method is famous for its outstanding characteristics of a standardized data collection 

procedure and the investigation of the relationships that exists between variables that can be 

quantified using statistical tools to analyse the collected data (Saunders et al. 2012, p.162-163). 

Furthermore, probability sampling techniques are used in quantitative research to make sure that the 

result can be generalizable and researchers be seen as independent from the respondents (Saunders 

et al. 2012). Validity of the result shows whether the study can be trusted whereas reliability implies 

coherency in the study and also a research is reliable when the research results or findings does not 

change if the method or measurement tool changes (Bryman & Bell 2007, p.162-165).  

However, quantitative research is mostly related to the positivism philosophy especially when the 

data collection techniques are predetermined and highly structured (Saunders et al. 2012). 

Principally, in a quantitative research, experimental research strategy is used when you are studying 

the changes that occur in the dependent variables as a result of the changes in one of the 

independent variables (Hakim, 2000). Also, in an experimental strategy researchers anticipate if 
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there is going to be a relationship between variables and therefore hypotheses are been developed to 

predict the outcome of the relationship (Saunders et al. 2012, p.174). 

My choice of using a quantitative research design is because; it will give me a clear view of my 

research outcome and also I am interested in numbers not words. Base on the fact that, my study 

objective meets the deductive approach where existing theories are tested and the research question 

is narrow down with numbers used to support stated hypotheses, I am going to test hypotheses to 

investigate the relationship between the independent and dependent variables. I am going to conduct 

an experiment where by two hypotheses will be developed concerning the association between 

provision of NAS and earnings management and the provision of audit service and earnings 

management based upon the review of literature to test if auditors’ independence is being impaired 

comparing with the agency and information asymmetry theories. 

Contrary to quantitative research, is qualitative research whereby majority of it are associated with 

an inductive approach where naturalistic and emergent research design is used to develop new 

theoretical perspective which have never existed in prior literatures. It is naturalistic because 

researchers need to function in a natural environment or research context in order to build trust, 

participation and access meanings and in-depth understanding (Saunders et al. 2012). Nevertheless, 

other qualitative research commence with a deductive approach in order to test existing theoretical 

perspective using qualitative procedures (Yin, 2009). Practically, abductive approach is used by 

most qualitative researchers because they can use inductive approach to develop theoretical 

perspective and deductive approach to test the theoretical perspective repeatedly in the same 

research (Saunders et al. 2012, p.163). According to Denzin & Lincoln (2005), qualitative research 

is related to the interpretive philosophy. Qualitative research is interpretive because researchers 

need to make sense of the subjective and socially constructed meanings presented about the 

phenomenon being studied. Some characteristics associated with qualitative research are that; it 

studies participants’ meanings and the relationship between them; data are collected using a variety 

of collection techniques and analytical procedures in order to build a conceptual framework, non-

probability sampling techniques are used and data collection is non-standardised unlike quantitative 

research where data collection is standardized and this makes the research questions and procedure 

to change and surface during a later period in a qualitative research process that makes it naturalistic 

and interactive (Saunders et al. 2012, p.163). However, several strategies can be used when 

conducting a qualitative research and the most fundamental strategies are; action research, case 

study research, Ethnography Grounded Theory and narrative research. (Saunders et al. 2012). 

3.4 DATA COLLECTION  

Data can be collected using two techniques; Primary and Secondary techniques (Blumberg et al. 

2011, p.235).  Primary data collection technique is one whereby information are gathered by 

researchers for the sake of conducting research, answering research questions and attaining research 

goal, while Secondary data technique is when the data has already been collected by someone else 

mostly for different reasons (Blumberg et al. 2011, p.235).   

In this thesis, secondary data collection techniques have been used. I used this data collection 

technique because it is more suitable and appropriate in my scope of research. Secondary data 

collection technique saves time and is cost effective with ready available data. In this study, data 

have been manually collected from the NASDAQ OMX website from the annual reports of 107 

listed firms in the Stockholm stock exchange. Also, I have used text books and have reviewed 

related articles from business source premiere and Umeå University library. My reason for using 
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multiple data sources was to compare and make sure that my research finding is in-line with those 

of other sources.    

Nevertheless, the secondary data collection technique has some aftermaths; the one outstanding 

pitfall of this technique that I encountered is that, the non-audit service fees found in the annual 

reports of the listed companies were not to determine how auditors’ compromises their independent 

by providing NAS which is what I am interested for but instead it is a requirement by the Federation 

of European Securities exchanges (FESE) for companies to disclose this amount.  

3.4 SELECTION OF SAMPLE 

A sample is an integral part of a target population that is selected with care to adequately represent 

every member in the population (Blumberg, et al. 2011, p.58). The selection of sample is very 

essential when conducting a quantitative or qualitative research and this selection decision is what 

all researchers must encounter. Selection of sample played an important role in here because it 

would have been a tedious task for me to study all the companies listed in the different European 

stock exchanges but with the help of sample I was able to choose but some companies in the 

Stockholm Stock exchange. The method by which data were collected from my target population 

was fascinated by the used of sampling techniques which makes it an important part in this thesis 

since it has an effect with the validity, randomness and reliability qualities of the thesis. The two 

most used sampling techniques are random probability and non-probability sampling techniques 

(Bryman & Bell, 2007, p. 176). The sample population is adequately represented when using the 

probability random sampling compared to when using the non-probability random sampling 

approach, because with non-probability sampling some variables may have more chances than 

others to be included in the sample. In this study, I have used the cluster sampling and convenience 

sampling approaches as my main sampling approaches. I have divided all the companies in the 

Stockholm stock exchange in clusters in terms of their capitalization (Small, Medium and Large).  

With the cluster sampling, all the companies listed in the Stockholm stock exchange have equal 

opportunity of featuring into one of the cluster sample representing the various industrial sector 

targeted. I have selected this approach because data can easily be collected since specific firms are 

selected into clusters and it maximizes time. I chose this approach because it is the most appropriate 

taken in consideration its heterogeneous representation of the target population. Furthermore, from 

the Global Industry Classification Standard (GICS) which is followed by the NASDAQ OMX to 

categorize industries, I have employed the cluster sampling technique to choose companies in the 

various categories as classified by GICS, since they will be represented fairly in the target 

population. The GICS classification of firms is based on their principal business activity carried out, 

they also provides guidelines on companies that do not clearly have any main activity that fits in the 

classification. By following this sampling technique, I am quite sure that all the listed companies in 

the Stockholm stock exchange are going to be fairly and independently represented in the 

population sample.  

According to the GICS categorization of industries, in the Nordic market, large companies are 

companies with a market capitalization of above one billion euros, medium companies with a 

market capital of 100 million to 1 billion euros and small companies are companies worth a market 

value below 100 million euros. This category of companies in the Stockholm stock exchange ranges 

from; industrials, information technology, financial, telecommunication, Health care, Consumer 

Goods, Utilities, Consumer Services, Oil & Gas and Basic Materials. Similar to the previous studies 

conducted on the provision of NAS and auditors’ independence in the likes of Frankel et al. (2002)., 
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Ashbaugh et al. (2003) and Crabtree et al. (2004), I manually collected my data presented in the 

annual report within one year span period (January 2010 to December 2010). My sample frame 

intended for this thesis was comprised of 120 listed firms. From this sample, large size firms were 

25, medium size firms were 45 and small size firms were 50. Interesting to note is that, from this 

sample, 5 firms were been excluded due to the fact that they presented a changed of auditors during 

this year because this change is only going to affect the amount of fees to be charged. Also, 6 firms 

were excluded from the sample because they did not disclose the require composition of their 

auditor fees. Finally, a further 2 other firms were excluded from the sample due to the fact that, the 

Federation of European Securities Exchanges (FESE) do not consider disclosures of auditor fees in 

annual reports which have no relation with the firm’s shareholders annual meeting, according to the 

FESE, firms must disclose their annual financial statements prior to their annual shareholders’ 

meeting usually held three to four months after the fiscal year. My final sample used after the 

exclusion process was 107 observations. The main reasons for this exclusion process was to 

eliminate those firms when included in the sample are going to influence my result. The description 

of sample is presented in table two below. 

 

Table II: Sample Development 

Selection processes and criteria of Sample Firms with Auditor Fee 

Disclosures 

Observations 

 Sample Population of Annual Reports filed between 02/12/10 and 

31/12/10 

120 

Less Firms that change auditor within this year (5) 

Less Firms that did not meet the requirement of auditor fees composition  (6) 

Less firms whose auditor’s fee disclosure is not related to shareholders 

annual meeting 

(2) 

Total Sample Observed 107 
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Table III: Distribution of Total observed Sample by Industry Size used in the study 

       

 Industry Description 

 

 Firm Size 

 

Observed  

Sample 

 

 

Percentage 

% 

 

Industrial 

Small 

Medium 

Large 

5 

5 

2 

4.67 

4.67 

1.87 

 

Oil and Gas 

Small 

Medium 

Large 

3 

2 

1 

2.80 

1.87 

 0.93 

 

Health Care 

Small 

Medium 

Large 

5 

4 

3 

4.67 

3.74 

2.80 

 

Consumer Services 

Small 

Medium 

Large 

6 

4 

5 

5.61 

3.74 

4.67 

 

Financial 

Small 

Medium 

Large 

7 

4 

3 

6.54 

3.74 

2.80 

 

Consumer Goods 

Small 

Medium 

Large 

6 

2 

1 

5.61 

1.87 

0.93 

 

Telecommunication 

Small 

Medium 

Large 

6 

3 

4 

5.61 

2.80 

3.74 

 

Information Technology 

Small 

Medium 

Large 

5 

2 

5 

4.67 

1.87 

4.67 

 

Utilities 

Small 

Medium 

Large 

3 

2 

3 

2.80 

1.87 

2.80 

 

Basic Materials 

Small 

Medium 

Large 

1 

4 

2 

0.93 

3.74 

1.87 

Total Observed Sample  107 100% 

 

From table three above, the distribution of the total observed sample by industry size is such that, 

out of the total (107) firms in the sample under observation after summing up their individual 

category figures, 46 firms are firms with small capital given a percentage of 43.1%, 32 firms are 
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medium capital firms with the proportion of 29.9% and 29 firms are firms having large capital 

given a percentage of 27% from the total of 100%. I conducted this study including financial firms 

listed in the Stockholm stock exchange in particular because financial institutions have their unique 

way of estimating discretionary accruals and also the fact that in prior researches (e.g., DeFond & 

Jiambalvo, 1994; Frankel et al., 2002) listed firms in the financial industry are been excluded from 

the sample frame and data are collected only on listed firms in other industries from the U.S stock 

market and the S&P 500 ratings index. Furthermore, there is no prior study that has been carried out 

in Sweden on this topic; instead prior researches have been limited to particular countries outside 

the Nordic region. I generalize this study to the whole of Sweden reasons why I used the Stockholm 

stock exchange (NASDAQ OMX), because it comprises of companies from each of the industrial 

sectors in the country which give a perfect representation of my sample. The Scandinavian culture 

of risk avoidance, individualistic life style and low-power distance with the Swedish population is 

unique and significantly different with the rest of the world. 

3.5 MULTIVARIATE REGRESSION ANALYSIS MODEL 

Due to the presence of many independent or better still explanatory variables, a natural logarithm 

cross-sectional regression of auditor fees and on some other variables including dummy variables 

have been used in this study. I have also designed multivariate regression models to estimates the 

absolute value of discretionary accruals (ABDACC) which includes some control variables to 

mitigate the possibility that the experimental variables measure for some other effect. In these 

models, I represented categorical variables as dummy variables. The reason for doing so is because 

those categorical variables are qualitative in nature and I am carrying out a quantitative research so 

they are been assigned numbers i.e. 0 or 1 to enable them to be easily quantified, evaluate their 

individual impact and control fees differences between the different industry when introduced in the 

models. Prior researches; Becker et al. (1998); Reynolds & Francis (2000), uses the absolute value 

of discretionary accruals as a proxy for the combined effect of income increasing and decreasing 

earnings management decisions. Similarly, I have used ABDACC to estimate earnings management 

decisions to increasing or decreasing income as shown in the model below; 

        0     1LOSS   2     3           4         5      6        
           8      9      10      11        _ _ _ ______ _ _  _ (1). 

This equation is to determine variables that are correlated with absolute value of discretionary 

earnings accruals and are also correlated with auditor’s independence. Identifying these variables is 

important in the sense that it will enable the proper evaluation of the relationship between earnings 

accruals and auditor’s fees. The research by Firth (1997) states that, auditor related fees are 

regarded as a function of a firm's auditor choice, audit risk, audit complexity, and the demand for 

consulting services. The definition of the individual variables and their reasons for being chosen in 

the equations will be highlighted in sections 3.6.1-3.6.3 below while a summary of the variable 

definition can be found in Table XV in appendix I. 

From equation 1, the cross-sectional modified Jones (1991) model has been used to estimate the 

discretionary accruals (DACC) like in prior researches e.g., (DeFond & Jiambalvo 1994; Bartov et 

al. 2000; Frankel et al. 2002, DeFond & Subramanyam, 1998). The formula for calculating DACC 

is: 

DACC = TACC - (  +   [ Sales -  REC] +   PPE) _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ __(2). 
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TACC is the total accruals calculated as earnings before interest and taxes (EBIT) less cash flow 

from operations as seen in equation three below; ∆REV stands for change in net revenues from year 

2009 to 2010, ∆REC stands for change in net receivables from year 2009 to 2010 and PPE is the 

total plants, property and equipment at year end 2010. All variables including the intercept ( ) are 

scaled by total assets at year-end 2009. The values of the parameters  ,    and    are derived from 

estimating the model at the industry level where industry membership is identified using the SIC 

codes while ω is the discretionary accruals. If the result is positive, then it is an income increasing 

accrual but if it is negative, it is an income decreasing accrual: 

TACC = EBIT- OpCash Flows_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ ___ _ _ _ _(3). 

 

        0     1LOSS   2     3          4         5      6        
 7      8               10       11      __ _ _ _ _ _ _ _ _ _ _ (4). 

 

        0     1LOSS   2     3           4         5      6        
 7      8               10       11      __ _ _ _ _ _ _ _ _ _ _ (5). 

Equations 4 & 5 above are used to determine the correlations between audit and non-audit fees with 

absolute value of discretionary accruals as well as auditor’s independence. Running a separate 

regression analysis on each of the auditor’s fees variables is essential that; it enable the proper 

evaluation of the relationship between earnings management and the individual auditor’s fees, it 

mitigate multi-collinearity problems because the fees variables are perfectly significant in 

determining each other given a high correlation coefficient between them when put together as 

presented in Table V below. The only difference between equations 1, 4 and 5 is the presence of 

LNFee, LAF1 and LAF2 respectively. 

3.6 DEFINITION OF VARIABLES 

Variable according to Bryman & Bell (2007, p.720), is an attribute in terms of which cases vary 

from one another. In this thesis, variables are separated into three categories; independent, 

dependent and control variables. The dependent variable in this study is concerned with accrued 

earnings while the independent variables are used to explain the differences that occurred in the 

dependent variable. The dummy variables applied in this study are been assigned the values 0 or 

1which indicates the absence or presence of some effects that are categorical and can alter the result 

of the test. The application of control variables in this study is to control for those factors that can 

directly affect the management discretionary accruals.  

3.6.1 INDEPENDENT VARIABLES 

My choice of the independent variables that affect the relationship between the provision of non-

audit services and earnings management in this study is motivated by the readily available 

information in the annual reports of my sampled firms, there by facilitating the data collection and 

analysis procedures and also the many variables stated in previous researches (e.g., Seethraraman et 

al. 2001, Frankel et al. 2002, Defond et al. 2002, Ashbaugh et al. 2003 & Crabtree et al. 2004). The 

independent variable of interest from the list below is the fee variables (LNFee).  
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LNFee: This stands for the natural logarithm of audit fees for a firm in that year which comprises of 

three fees specification derived from the auditor fee disclosures. The number one specification is 

the log transformation of audit fees (LAF1). Second is the log transformation of non-audit fees 

(LAF2). Thirdly is the natural logarithm of total auditor’s fees, which includes both the audit 

remuneration and fee for non-audit services (LNFee). According to the SEC (2000, Section III. C.5) 

and with prior research such as (Scheiner, 1984; Glezen & Millar 1985; Beck et al. 1988b; Parkash 

& Venable 1993; Barkess & Simnett 1994; Firth 1997), the proportion of non-audit services fees in 

the total audit fees is important to investors in evaluating auditor independence. However, the LAF1 

does not apprehend the financial essence of the client to the auditor because the ratio does not affect 

the amount of the fees which may have an effect on the perception of independence held by 

investors as well as regulators (Frankel et al. 2002).The second specification is to grab the client's 

financial essence to the auditor which is the amount of non-audit fees received by auditors, 

disclosed in the firm’s annual report. These specifications LAF1 and LAF2 directly scrutinize the 

effects that the total fees components have on the firm’s earnings management procedure.  By 

separating the auditor fees into non-audit and audit fees components, allows me to verify their 

individual incentive effects. In addition to DeFond et al. (2002) model of audit and non-audit fees, I 

include extra variables known to be related to total audit fees in order to mitigate the possibility of 

significant results being caused by correlated omitted variables. The third specification is the 

LNFee, referring to the amount of total auditor’s fees paid by individual firm to their auditor. This 

specification also measures the incentive effects of non-audit and audit fees which measure the 

extent of the economic bond that exists between the auditor and the firm, and its influence on the 

auditor’s independence. Following the Company Law in the UK, companies are required to disclose 

their auditor remuneration (Seethraraman et al. 2001, p.99) while Chan et al. (1993) instead stated 

that, disclosure can be an estimates for the current year with adjustment for over or under estimates 

for last year. Furthermore, the audit fees measures mentioned above (i.e., LNFee, LAF1 and LAF2) 

are added to the earnings benchmark model in several combinations to determine their impact on 

earnings management. Similar to (Seethraraman et al. 2001), I minimized the impact of any over or 

under estimates by estimating my models using cross-sectional data pooled over a year period. The 

natural logarithm of total audit fees (LNFee) helps to evaluate how robust my results are to 

inaccuracies during the allocation of auditor remuneration between audit and non-audit services. 

AudTen: This variable stands for the length of the auditor-client relationship calculated by the 

number of years that an auditor or audit-firm has audited single firm financial statements and is 

used to measure audit quality of an auditor. Prior research such as (Beck et al. 1988b; Lys & Watts 

1994), presented that auditors’ independence is decreasing in the length of auditor tenure. My 

interest of using this variable in the regression model is to examine the impact this variable has on 

auditor’s independence after an auditor have audited a particular firm for long period of time and its 

correlation with earnings management. 

ACQUISITION: Is the number of acquisitions made by the company during the year or in the 

previous one year, I used this variable because it captures the need for an extra consulting and audit 

services associated with raising capital and business combinations. Firth (1997), states that poor 

performance, merger and financing activities are additional factors that can determine non-audit 

fees.  

FIRMSIZE: This variable is used as a proxy for auditee size calculated as the natural logarithm of 

firm’s total asset generated that year which is expected to have a positive coefficient (Seethraraman 
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et al., 2001). Firm size is an important variable to control for because larger companies are more 

likely to purchase NAS, owing to their more complex systems and a wider range of activities 

(Palmrose, 1986; Barkess and Simnett, 1994). In addition to this, firm size is an essential 

determinant of financial strength as larger total assets is consistent with higher auditor’s 

remuneration. 

TACC: This variable is used as measures of firm performance scaled by the firm’s total assets. 

According to prior research (e.g., Dechow et al. 1995; DeFond & Subramanyam, 1998), 

discretionary accrual models do not completely extract non-discretionary accruals that are 

correlated with firm performance. Since the errors in estimating accruals using the balance-sheet 

method is related to a firm economic characteristics as indicated by Hribar & Collins (2002), I 

calculated the total accruals (TACC) of a firm using the cash-flow statement approach by 

subtracting the net operating cash flows from EBIT an approach used by Phillips et al. (2003). 

3.6.2 DEPENDENT VARIABLE 

The dependent variable in this study is the absolute value of discretionary earnings accruals as 

estimated in the fourth equation above. According to prior researches Frankel et al. (2002), and 

Ashbaugh et al. (2003), a significant coefficient of the LAF1 or LNFee indicates that provision of 

non-audit services to audit clients creates incentives for auditors to submit to client pressure to 

manage earnings, while insignificant coefficients suggest that the provision of non-audit services 

has no impact on earnings management. My thesis, like that of prior researches, examines whether 

the extent of client-auditor relationship is connected to evidence that the financial statements of a 

client is misstated and does not adequately reflect the client financial situation. Discretionary 

accruals are regarded as evidence of auditors’ independence being compromised (Frankel et al., 

2002). I used the absolute value of discretionary accruals and the possibility of firms meeting 

earnings benchmarks as evidence of misstated or biased financial statements in this study. 

According to Ashbaugh et al. (2003, p.614), the violations of auditor independence is rest upon 

three assumptions; Firstly, an independent auditor requires that his or her client to file an unbiased 

financial statements. Secondly, discretionary accruals are use as proxy for the degree of bias put 

into the financial statements by management that is allowed by the external auditor. Finally, just 

meeting or beating earnings benchmark.  

3.6.3 CONTROL VARIABLES 

Control variables are variables that can affect the relationship between the dependent variables and 

alternatives independent variables which are of prime interest. In this thesis, I have controlled for 

several factors that are associated with earnings bench mark that can affect the independence of 

auditors. Previous study by Matsumoto (2002), states that firms with high litigation risk, and growth 

prospects, are more likely to be concerned about missing earnings benchmarks, my first control 

variable is that of Litigation risk (LitRisk) which as an indicator variable, I assigned 1 if the firm 

operates in a high-risk industry and 0 otherwise. As defined by Ashbaugh et al. (2003) a high-

litigation industries are industries with SIC codes of 2833-2836, 3570-3577, 3600-3674, 5200-5961, 

and 7370-7370. GROWTH is also another indicator variable which I have controlled in this study; it 

is measured by the change in Dividends (%). This is a good indicator of the financial health of a 

company. I assigned 1 if the change in dividends (%) is positive and 0 otherwise. I have also 

included the indicator variable LOSS (Negative Income) in my regression model because firms 

which are making loss are less likely to report positive earnings (Frankel et al. 2002), and to control 

for this variable; I assigned 1 if the firm reported a loss in that fiscal year. In addition, firms with 
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high cash flow can easily surpass earnings bench marks and easily afford for external consulting 

services, which I saw the need to control for by using the absolute value of cash flow from 

operations (CFO) in the event year scaled by total assets from the beginning of the event year as in 

Frankel et al. (2002, p.84). According to Firth (1997), merger and acquisition and poor performance 

of a firm are marginal determinants of non-audit fees. I included the indicator variable Acquisition 

(ACQ) to control for firms that merge or acquire another firm that year (From company’s annual 

report). This is to capture the reason why firms needed additional audit and consulting services 

when they want to raise capital or acquire another firm. In my model, I assigned 1 to ACQ if the 

firm is engaged in a merger or acquisition and 0 otherwise. To control for firm performance, I 

included one indicator variable in my model; return on assets (ROA) which is gotten by dividing the 

firm net income by its annual total assets. I assigned 1 to ROA if the firm's ROA is negative and 0 

otherwise. Lastly, the indicator variable; leverage included in my model have been controlled using 

the variable Leverage (LVRG) which is used as a proxy for audit risk and firm performance. It is 

calculated as the firm’s book value of long-term debt divided by its book value of total assets. I 

used the 2010 company’s annual report to collect my data because 2010 is the year that many 

companies were recovering from the 2008 financial turmoil and those that could not survive the 

turmoil finally declared bankrupt.  

3.7 QUALITY CRITERIA 

Reliability and validity are considered to be the most important quality criteria in quantitative 

business research. A research that meets the criteria of reliability and validity is a quality research. 

According to researchers Abraham, (2005), Bryman & Bell, (2007) and Saunders et al., (2009), to 

improve on the quality of data used in a research, it is essential to test the research quality by testing 

its reliability and validity. 

3.7.1 RELIABILITY  

According to Bryman & Bell (2007, p.162), reliability means consistency. They further describe 

reliability as the criterion in business research which answers researchers’ question of whether the 

result of a study can be reproduced or whether it is consistent. Reliability is more concerned in 

estimating the degree to which a measurement result is void of unstable error (Blumberg et al. 2011, 

p. 350). Reliability is more appropriate in a quantitative research because it always reminds 

researchers to verify if the measurements produced are all consistent. When the results are 

inaccurate or inconsistent, the researcher has to verify where the problem arouses by using several 

techniques. One of the techniques used by researchers to test the reliability of their research is the 

test re-test technique. This technique involves using the same sample in different times in a test in 

order to determine the outcome. For example, when using coding method, data are tested several 

times to determine consistency in the result. If the same coder produces the same result when tested 

it means it is consistent.  

Reliability can also be measured internally which is commonly known as internal consistency. 

Bryman & Bell (2007) suggested that internal reliability can be tested using the Split-Half 

technique, while according to Abraham (2005), internal reliability in quantitative research usually 

adapt the Cronbach’s alpha. In this research, I have used reliable and authentic sources of data and 

references such as text books, accounting, finance and economics journals, and websites. However, 

I have achieved satisfactory reliability so far in this research since my data have been collected 

manually and effective scientific techniques has been applied in analysing the data.  
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3.7.2 VALIDITY 

Validity is concern with the extent to which the instrument used to measure a concept gives the 

actual measurement which it intended for (Bryman & Bell, 2007). The fact that no previous 

research has been written on this thesis topic, the selection of the independent and dependent 

variables used in this study are based on theories and articles related to this study area and the 

research is conducted fairly without bias. Furthermore, the annual reports of companies listed in the 

Stockholm Stock Exchange provided a greater portion of my data. Listed companies are companies 

that respect and abide to the laws enacted by the regulatory authorities and therefore, the quality of 

information gotten from their annual reports are up to standard and valid. Lastly, the statistical soft 

wares SPSS and Excel work sheets have been used to process and analyse the data collected in 

order to determine the relationship between provision of NAS and auditor’s independence. 

Therefore, this thesis reached the validity criterion. 
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CHAPTER FOUR 

4.0 DATA ANALYSIS AND RESULTS 

In this chapter, I presented the results and analysis of my findings. The presentation of these results 

and analysis is divided into two parts; descriptive and inferential statistics. In the descriptive 

statistic section, I used the measures of central tendencies to explain the distribution of data. In the 

inferential statistic section, I applied the multiple linear regressions model using the SPSS software 

and Excel work sheets in order to evaluate the propositions made in the previous chapters of this 

study by analysing the relationships between the dependent and independent variables.  

4.1 DESCRIPTIVE STATISTICS  

Here, the measures of central tendencies have been used to present the data distribution, that is; the 

means and standard deviations as presented in table IV below. Also, histogram have been used to 

further explain if the distribution of the dependent variables in the linear regression equations of 

ABDACC above are normally distributed as seen in figure IV below.  

 

From table IV above, 107 firms have been used as total sample (n) in this study. The mean amount 

firms paid to their auditors as total auditor’s fees (LNFees=17.8756) converted from the natural 

logarithm form to Swedish Kronor (Kr) is 57,979,496.65Kr. The same conversion is been done with 

the mean amounts of audit and non-audit fees firms paid to their auditors (LAF1=17.5552 and 

LAF2=16.5428) are 42,084,918.33 and 15,291,382.62 Swedish Kronor respectively. From the 

descriptive data also, the mean absolute value of discretionary accruals proportion (ABDACC) is 

0.176525 and the maximum and minimum discretionary proportions are 0.9637 and 0.006 

respectively. Furthermore, the mean length of time (AudTen) an auditor or audit firm can audit 

single firm financial statement is 2.60 years while the maximum is 5 years and minimum 1 year. 

The standard deviations of LAF1=0.87926, LAF2=0.91649 and LNFees=0.87650 in Swedish 

Kronor are 2.409, 2.500 and 2.402 respectively. While that of AudTen is 0.878 years and ABDACC 

is 0.2036465. In addition to the descriptive data, histogram diagram as shown in figure IV below 
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has been used to assess if the distribution of the absolute value of discretionary accruals data are 

normally distributed. 

 

 
 

Looking at figure IV, one can see that, the distribution of the ABDACC data are positively skewed 

that is skewed to the right and does not follow the normality assumptions of distribution. This 

distribution therefore indicates that a large number of the ABDACC data occurs at the left side of 

the curve while a small proportion of the firms ABDACC data are in the lower right side of the 

curve. This indicates that, the data are not evenly distributed because of the existence of extreme 

values as shown in figure IV above which I have removed from my data to meet the normality 

assumption. 

4.2 INFERENTIAL STATISTICS 

In this section, I have taken into consideration the assumptions applicable in generating observed 

data and similar data in a multivariate linear regression model which results are presented in the 

following tables below (V, VI, VII, VIII, IX, X, XI, XII, XIII and XIV). Table V is a presentation 

of the correlations between the individual variables in the regression model equations 1, 4 and 5. It 

is showing the Pearson Correlation between the variables and their level of significance at the 0.05 

and 0.01 levels using a 2-tailed test.  
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To investigate the two hypotheses stated in this study, I have examined the relationships between 

LNFee, LAF1 and LAF2 and also that with ABDACC. Looking at equation 1 regression results, the 

correlation coefficient (R) between the dependent variable (ABDACC) and the independent 

variables (LNFee, GROWTH, ROA, LVRG, AudTen, ACQ, LitRisk, Firmsize, LOSS, TACC, and 

CFO) is 0.705 (Table VI below) indicating a positive correlation between ABDACC and the 

explanatory variables. Also, the coefficient of determination (R
2
)
 
is 0.498 (table VI) indicating that, 

49.8% of the variation in ABDACC is explained by the independent variables which shows that the 

relationship is not too satisfactory when you look at the R
2  

presented in the Model Summary table 

VI below. This positive correlation between the dependent and the independent variables revealed 

that the independent variables do not have too high influence over the variation in the firm’s 

ABDACC.  

 
Also from equation 1, the Anova table VII below shows that, the regression model is highly 

significant with a significance value of 0.000, indicating that the absolute value of discretionary 

accruals is affected by the different independent variables.  

 

 
 

The regression results of equations 4 and 5 are presented in tables VIII, IX, X and XI below, with 

all producing a positive correlation and average coefficients of determinations values between the 

dependent and the independent variables which are statistically significant in determining 

ABDACC. The R of LAF1 is 0.706 different from those of LAF2 and LNFee which have the same 

R values of 0.705. The R
2
 of LAF2 is 49.7% different from those of LAF1 and LNFee which have 

the same proportions of 49.8%. Also, the Anova table XI result of LAF2 below shows that, the 

regression model is highly significant in determining the absolute value of discretionary accruals 

with a significance value of 0.000 same as LAF1 and LNFee.  
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According to hypothesis 1, there is no association between non-audit services (NAS) and earnings 

management. Testing for this hypothesis, I applied variables that can determine ABDACC into the 

regression equation 5, same variables that can likely affect auditor’s independent when providing 

non-audit services to their audit clients. The standardized and unstandardized coefficients results for 

the regression equation 5 are presented in table XIV below. Interpreting these coefficients results 

with α at the 95% confidence level are as follows; a P-value of 0.00 < 0.05 indicates that, a variable 

is significant while a P-value of 0.00 > 0.05 indicates that a variable is insignificant. From equation 
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5, only TACC variable is significant in determining ABDACC with a P-value of 0.000 less than 

0.05 while the rest of the other variables are not significant even though all have positive 

coefficients but higher than 0.05 which makes them not significant in determining the ABDACC. 

From these results therefore, it is evident that the auditor’s independence is not compromise when 

providing non-audit services, therefore, there is no association between non-audit services and 

earnings management as the non-audits service fees (LAF2) is highly insignificant in determining 

ABDACC with a P-value of 0.689 greater than 0.05 which therefore accept the null hypothesis of 

no correlation.  

 

To investigate hypothesis 2, which states, ‘‘there is no association between audit services and 

earnings management’’, I conducted the same regression analysis like that of hypothesis 1 on 

variables that can influence ABDACC as presented in the regression equation 4. The results of the 

regression equation 4 presented above, revealed that, a positive correlation exist between the 

dependent and independent variables. Despite this positive correlation, the P-value of LAF1 is 

0.548 higher than 0.05 as presented in table XIII below, indicating that the audit services fees 

(LAF1) is not significant in determining ABDACC. This result also supports the hypothesis that 

audit services are not correlated with earnings management consistent with the null hypothesis of no 

association between audit services and earnings management. Therefore, auditors independence is 

not jeopardize when providing audit services. In this case, there is no significant evidence when 

making predictions from the regression models to statistically test this hypothesis.   
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Analysing the effects on auditor’s independence for a joint provision of audit and non-audit services 

by the same auditor to audit clients, I conducted a regression analysis whereby, the total auditor’s 

fees (LNFee) is used as proxy for auditor’s independence as presented in equation. The result 

presented in table XIV below shows that, only the TACC variable is positively significant in 

determining ABDACC. Even though the other variables have positive coefficients, they are still not 

significant in determining ABDACC as a result of their high P-value which are greater than 0.05. 

This implies that, there is no correlation between the provision of a joint audit and non-audit 

services with earnings management, which just confirm the null hypothesis stated in hypotheses 1 

and 2. Therefore, the provision of both the audit and non-audit services does not compromise 

auditor’s independence since LNFee is not significant in determining ABDACC with a non-

significant positive coefficient of 0.653.  
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CHAPTER FIVE 

5.0 CONCLUSIONS AND RECOMMENDATIONS 

This chapter concludes the study by providing discussion on the research findings and its relations 

to prior researches. Furthermore, a summary of the theoretical and practical implications of the 

study and recommendations of future interested areas of research have been presented.  

5.1 DISCUSSION 

My interest of carrying out this study was motivated by the need to provide evidence on the 

association between NAS and earnings management and between auditor fees and auditors’ 

independence. In this thesis, I am also interested in bridging the research gap which existed and 

have been left untouched by prior researchers. Discussions on the policeman, institutional and the 

agency and information asymmetry theories have also been presented in the effort to bridge the 

research gap in explaining the relationship between NAS and earnings management. This also 

enables me to assess whether higher auditor’s fees can compromised auditor’s independence. 

However, it does not enable me to say whether the overall level of auditor’s independence can be 

compromised. This study also contributes to the increasing and ongoing research in the study area 

of auditor’s independence and the provision of non-audit services from the earnings management 

perspective.  

From my research findings, the result shows that, no association exists between the provision of 

non-audit services and the likelihood of earnings management. Despite significant and coherent 

statistical effect found with my regression analyses after a series of checks, I could not find any 

income increasing or decreasing discretionary accruals by firms when non-audit service fees are 

used as a proxy in the prediction model of ABDACC. Also, there is no correlation between audit 

services and earnings management. Such a result is rambunctious to other model specifications and 

variable definitions. In addition to the afore mentioned results, I found no correlations between total 

auditor’s fees (LNFee) and the absolute value of discretionary accrual indicating that, summing up 

the audit and non-audit fees into one amount do not make them to have a different incentive effects. 

Evidence from the ABDACC regressions analysis indicates that the results are not influenced by 

any particular auditor’s fees LAF1 and LAF2. Furthermore, I found evidence of no association 

between the provision of non-audit services and auditor’s independence. Statistically, these 

outcomes just accepted the null hypotheses of no correlation stated above which have created series 

of opportunities for further analysis. For instance, my tests revealed that non-audit and audit fees 

give rise to the same incentive effects to auditors in spite of the contrasting arguments in prior 

researches (e.g., Hansen & Watts 1997; Reynolds & Francis 2000). My findings also produced no 

correlation between non-audit services and earnings management with the likelihood of reporting a 

little increase in earnings consistent with the fact that, the total auditor’s fees are not associated with 

the determinant factors of ABDACC. 

The whole results presented in this thesis are coherent with the interpretation that the total amount 

of auditor’s fees paid by firm’s to external auditors are considered as an important factor in 

determining if the auditor independence is compromised, to be more particular, if the auditor assist 

company’s management to override the boundaries of accounting standards. The result also shows 

that, breaking down the total auditor fees, the most important component seem to be the non-audit 

service fees. My result is different from that of concurrent prior research on non-audit services (e.g., 

Parkash & Venable (1993); Firth (1997) and Frankel et al. (2002)). According to their findings, an 
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auditor providing both audit and non-audit services to their audit client may concur with 

management’s views on wrong accounting practices thereby compromising their independence 

because disputing these practices will likely results to the loss of not only the audit fee, but also 

consultancy and advisory assignments fees. This implies that firms buying non-audit services turn 

to manage earnings more than firms who do not buy non-audit services. The main similarities 

between my results and that of other researchers such as (e.g., DeFond et al. (2002); Crabtree et al. 

(2004); Chung & Kallapur (2003)) are as follows; Firstly, in the ABDACC regression analysis, I 

found no association between audit service fees and the probability that firms will involve in 

earnings management. Lastly, I also found no evidence that auditor independence is compromise to 

the amount of non-audit service fees relative to total auditor’s fees. The consequences of providing 

non-audit services to audit clients on the perception of earnings management and auditors’ 

independence have been highly debated by researchers, regulators and investors that it may lead to 

agency cost and information asymmetry. From the earnings management perspective, the 

availability of non-audit and audit fees data gave the reason to find out the effects of using non-

audit services as proxies for auditor independence. My research adds to the extant literature by 

providing evidence based on the relationship between non-audit services and earnings management.  

 

According to the Sarbanes-Oxley Act of 2002, external auditors are not required to perform to their 

client specific services. This recent legislation limits the services to nine non-audit services that 

should not be performed by incumbent auditors, such as; financial information systems design and 

implementation (except conclude that it will be subject to audit), valuation services, bookkeeping, 

actuarial services, management functions or human resources, internal audit, investment services, 

advocacy services, and expert services unrelated to the audit (i.e. legal services). In reaction to these 

requirements, majority firms have discarded their information technology consulting units (Fisher, 

2002). Even though the act restricts the type of services that can be provided, there are no 

limitations on the amount of auditor’s fees generated from other services that do not meet the act 

specific requirements. The reason may be that, non-audit service fees are considered not sufficient 

enough to compromise auditor’s independence. With the current evolution and changes orchestrated 

by firms in their ways of doing business, it is possible that the auditor’s fee components paid to 

audit firms might witness some changes. Therefore, it is imperative to observe and examine the 

consequences these changes have on auditor’s independence and the perception of audit quality. 

The results of this study should be able to achieve its objectives and provides a reference point from 

which future research findings can also be referenced as the evolution of the Sarbanes-Oxley Act 

matures in practice. 

5.2 THEORETICAL AND PRACTICAL CONTRIBUTIONS 

This thesis in general contributes to existing research in the field of auditing and control of 

companies and in particular to the increased debate on the provision of NAS by auditing firms to 

audit clients. Despite the work done so far by the SEC and the numerous studies carried out by 

researchers on how to uphold the auditing profession, the result of this study suggested that more 

work and research is still needed in this field of study. This also suggests that auditors, 

management, researchers and regulators should have a common goal in their quest for enhancing 

the development of this profession. For example MacErlean (1993) states, there have been 

increased pressure on audit fees due to increased competition in the audit services market and the 

relaxation of restrictions on advertising and lobbying for work and the selling of companies audit 

services out to tender. This pressure on audit fees has altered the development in audit work as a 

result of the many business opportunities available in the public sector auditing with the 
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classification of certain services yearly as nonrecurring services. Resulting to the mergers and 

acquisitions and other non-audit services classified as consultancy services which may be 

inappropriate. The result of this study is coming at a time when the auditing profession is faced with 

huge criticisms because some business owners blame their demise from the financial crisis in 2008 

on their auditors for not properly advised them on the future of their businesses. However, even 

though the act provided by the SEC to limits the type of services that auditing firm can provides, 

there are no limitation as to the amount of audit fees that auditors can received from services that do 

not meet the act specific requirements. It is therefore important that more efforts should be 

employed to come out with a range of different fees that auditors can charge their client for the 

other services that do not meet the specific requirement of the act. 

 

This study also serves as a reference to graduate students who are envisaging becoming an auditor, 

to company’s management to know the pros and cons on their company when managing earnings, 

to employers who are thinking to go global, to auditors currently in the profession, they should also 

know that their competence, integrity and reputation is very pivotal in the practice and finally, to all 

the users of company’s financial statements that they need to be sensitive about falsified 

information. Since most businesses today are going global this increases the challenges that auditors 

will face in businesses all over the world. It boils down to the point that, the ethics in the profession 

are not respected by auditors or firms’ management and mindful of the fact that most company’s 

external auditors have been graduate students from accounting program who have been trained on 

the importance of ethics as the key to success in any profession. Therefore, there is the great need to 

adjust the curriculum on the accounting and auditing theories taught to graduate students to meet up 

with the ever changing business environment. Moreover, the reputation of an auditor is very 

essential in the business so, auditors should try to maintain their reputation specifically their 

independence by respecting the ethics of the profession and be able to reject their client requests to 

assist them manage earnings.  

5.3 FURTHER RESEARCH 

This study has been based on the perception as to whether auditor’s independence is compromised 

when providing non-audit services looking from the earnings management stand point. In this 

thesis, I used a sample of 107 Swedish firms listed on the Stockholm stock exchange, these firms’ 

are capitalized as large, medium and small public listed firms. Data on auditor fees and other 

variables disclosed in these firms’ 2010 annual report were collected for analysis purposes. As years 

are passing by, these data are becoming readily available for researchers to conduct research on the 

changes that is taking place in the market for non-audit and audit services and the effect that these 

changes have on financial reporting quality and auditor incentives would be an interesting topic to 

research on. The analysis of the economic situation that might affect the incentives of auditors is 

also another interesting area of further research that is necessary to be examined. In this thesis, I 

included the financial industry in my sample because it was the sector that was greatly hit by the 

global crisis in the late 2000. This is to determine if the collapse of some of those financial 

companies were as a result of their auditor conniving with the management to manage earnings and 

were unable to detect and warned management about unforeseen financial distress. This study is 

very rigid because it is conducted only on Swedish companies and Swedish companies were not 

greatly affected by the crisis; also most of the companies in Sweden are applying the IFRS. I 
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suggest that research should also be conducted in countries that are applying the IFRS and which 

were greatly affected by the crisis with the inclusion of data from financial firms in their sample to 

determine the correlation between the provision of audit and non-audit services with earnings 

management. Since some public listed firms manage their earnings in order to beat analyst forecast 

to make their shares sell at a higher price in the market, I equally suggest that a study on the 

relationship between auditor’s independence and provision of NAS can be conducted only to 

private firms who do not have their shares in the stock markets and are not encountering too much 

challenges like that faced by public listed firms.  
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APPENDIX I 
 

Table XV: Summary Definitions of Variables 

Variables Definitions 

Total Fees Total fees paid by a firm to its auditor. 
LNFee Natural Logarithm of Total fees. 
Audit Fees Fees paid to a firm’s auditor for the audit of financial statements. 
LAF1 Natural Logarithm of Audit fees. 
Non-audit fees All fees paid to a firm’s auditor for services outside the audit. 
LAF2 Natural Logarithm of non-audit services fees. 
FirmSize This variable is used as a proxy for auditee size calculated as the 

natural logarithm of firm’s total asset generated that year. 
Cash Flows Firms cash flows from operations at the end of the event year. 
ABCFO Absolute value of the firm’s cash flow from operations scaled by total 

assets at the beginning of the event year. 
DACC  Discretionary accruals as of fiscal year end of the event year. 
ABDACC Absolute value of discretionary accruals as of fiscal year end of the 

event year. 
TACC Total accruals, defined as net income less cash flow from operations 

used as measures of firm performance. 
ABTACC Absolute value of total discretionary accruals used as measures of 

firm performance. 
AudTen Number of years that the firm’s auditor has audited the firm’s 

financial statements. 
LVRG Leverage, is the firm’s long-term debt-to-total asset ratio 
ACQ Indicator variable equal 1 if the firm acquired another firm during 

the event year and 0 otherwise. 
LOSS An indicator variable, assigned 1 if the firm reported a loss in the 

fiscal year and 0 otherwise. 
∆Sales The change in the firm’s net revenues for the event year and the 

prior year. 
∆REC The change in the firm’s net receivables for the event year and the 

prior year. 
PPE Gross of the firm’s property, plant, and equipment for the event year. 
ROA Return on assets, which is the firm’s operating income divided by 

total assets. 
GROWTH An indicator variable, assigned 1 if the change in dividends (%) is 

positive and 0 otherwise. 
LitRisk An indicator variable, assigned 1 if the firm operates in a high-risk 

industry and 0 otherwise. 
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