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The Effect of Audit Committee on Audit Opinion Through Earmng
Management as Mediation Variable

Abstract : This study aims to examine whether earnings management can mediate the influence of the audit
committee on audit opinion. This research is quantitative by using company data in the sectors of
infrastructure, utilities, and transportation contained in the IDX in 2011-2017. The sectors of infrastructure,
utilities, and transportation have the highest qualified audit opinion in the study period compared to other
sectors. The independent variable is the audit committee, the dependent variable is the audit opinion, and the
intervening variable is earnings management. This study adds control variables, namely firm size and
leverage. The data of this study were processed using SPSS 20. This study was tested in two stages. The first
test is the ==t committee with scoring and the second test is each of the audit committee attributes. The
results of the study show that earming management cannot mediate the influence of the audit committee on
audit opinion. The role of the audit committee cannot prevent the existence of earnings management, but can
monitoring auditor through the issuance of opinion.

Keywords : Audit Committee, Earning Management, Audit Opinion

1.
INTRODUCTION

Financial report scandals in several companies have triggered a crisis of trust and have a detrimental
effect on stakeholders (Zgarni, Hlioui, & Zehri, 2016). In addition, audit quality has become a concern and
among these scandals, the Enron case is a concern because of the collapse of Arthur Andersen (Chen, Lin, &
Zhou, 2005). According to Nogler (2008), After Enron's bankruptcy, followed by another bankruptcy on large
companies, namely WorldCom, Global Crossing, and Ual Crop where the company has received an
unqualified opinion from Arthur Andersen. The case in Indonesia in 2018, the Otoritas Jasa Keuangan (OJK)
gave Deloitte's sanctions to Public Accountants and Auditors for failing to conduct financial statement audits
(OJK, 2018). PT Sunprima Nusantara's previous financial statements received unqualified opinions. However,
as a result of the OJK's examination, the company has presented financial statements that are not in
accordance with the actual financial conditions which have caused losses to many parties. The case raises
concerns about how the Public Accounting Office practices in developing countries in accordance with the
code of ethics.

The presence of external auditors can oversee the fairness in the financial statements through audit
opinions that will be issued. However, there are conflicts between management and external auditors because
of differences of opinion relating to accounting estimates, interpretations of accounting standards, and
disclosure problems (Salleh & Stewart, 2012). The auditor is appointed by the company and can be dismissed
if the opinion is different and consequently the financial statements are often negotiated between the auditor
and the company manager (Mohd Saleh, Mohd Iskandar, & Mohid Rahmat, 2007). This causes the published
audit opinion to be biased.

Audit committees are appointed to act independently in resolving conflicts between managers and
auditors (Klein, 2002; Salleh & Stewart, 2012). In addition, the audit committee monitors the independence
and objectivity of external auditors through the audit process (Wu, Hsu, & Haslam, 2014). T— -esults of
previous audit committee studies have a positive effect on audit opinions (Bronson, Carcello, HC..ingsworth,
& Neal, 2009; Carcello & Neal, 2000, 2003; Hoitash & Hoitash, 2009; Pomeroy & Thornton, 2008).
According to Hoitash & Hoitash (2009) states that the role of an effective audit committee makes auditors




more independent in conducting audits so that opinions issued are in accordance with the conditions of the
company. In addition, Hoitash & Hoitash (2009) explained that the dismissal of auditors can occur because
the auditor publishes qualified opinions which are not in accordance with the wishes of management. This
causes the company to look for other auditors with audit opinions that are profitable for the company.

Earning management is a deliberate intervention in the process of financial reporting to external
parties for personal gain (Healy & Palepu, 1990; Messod D. Beneish, 2001; Skinner & Dechow, 2000).
Managers can use judgment on financial reporting and transaction structure so that later the information
presented can be misleading for stakeholders and influence financial reporting quality (Bratten, Causholli, &
Sulcaj, 2019; Healy & Wahlen, 1999). Earning management opportunities can be narrowed by the existence
of an audit committee. This is evidenced by the results of previous studies stating that audit committees can
reduce earnings management (Bradbury, Mak, & S.M.Tan, 2006; Inaam & Khamoussi, 2016; Mohd Saleh et
al., 2007; Zgarni et al., 2016). But there are studies that state that audit committees have no effect on earnings
management (Rahman & Mohamed Ali, 2006).

When a company manages profits, it will affect the audit opinion issued (Suryanto & Grima, 2018).
According to Johl, Jubb, & Houghton (2007) states that when managers manage earnings, the auditor will
issue a qualified opinion. Francis & Krishnan (1999) conducted a research on accrual level on audit opinion.
From the results of his research stating that the company's accrual level is high, the auditor will issue a
qualified opinion. Accrual levels are related to high abnormal (discretionary) accruals (S. Johl et al., 2007).

Giving an audit opinion is the responsibility of the external auditor to see the fairness in the financial
statements. The audit committee is responsible for overseeing the financial reporting process so that opinion
results are issued in accordance with the conditions of the company. Although many studies directly examine,
research that involves earning management as a mediating variable has not been done much. The author wants
to develop research by adding earnings management mediation variables so that the results of new research
become more comprehensive and become a reference in opening a new paradigm of the factors that influence
audit opinion. Therefore, researchers are interested in conducting more in-depth research on the Effect of the
Audit Committee on Earning Audit Opinion through Earning Management as a Mediation variable in Non-
Financial Sector Companies Registered on the Stock Exchange for the 2011-2017 Period.

LITERATURE REVIEW
2.1. Agency Theory

Tz—=zency theory, the motivation of a rational agent is to act on behalf of the principal, but the
interests = tne agent are contrary to the interests of the principal (Scott, 2015). The agent's responsibility is to
maximize the benefit of the principal, but the agent has other interests to maximize his welfare. This is called
conflict of interest (Jensen & Meckling, 1976). Manager's opportunistic behavior can be minimized through
the audit committee. The audit committee can reduce this agency problem so that it can improve the quality of
financial reporting and maintain information that will be conveyed to stakeholders (Islam, Islam,
Bhattacharjee, & Islam, 2014). This agency problem is a lack of companies, such as lack of internal control
effectiveness, lack of independent auditors, and others.

2.2 Effectiveness of The Audit Committee

Beasley, Carcello, Hermanson, & Lapides (2000) stated that audit committees oversee the financial
reporting process and ensure financial reporting correctly and fairly. The effectiveness of the audit committee
is closely related to supervisory activities. This monitoring area includes three things, namely monitoring the
financial reporting process, monitoring internal controls and risks, and monitoring the activities of external
auditors (Beasley, Carcello, Hermanson, & Neal, 2009; Kusnadi, Leong, Suwardy, & Wang, 2016).
Monitoring the financial reporting process includes monitoring accounting policies, compliance with
regulations, and investigating problematic accounting practices (Beasley et al., 2009).

2.3 Earning Management

Earning management is one indicator of financial reporting quality. Low earnings management
represents higher financial reporting quality. Pzo=ous research using earnings management as one of the
indicators of financial reporting quality is C=:dar, Chang, & Zheng (2012); S. K. Johl, Kaur Johl,
Subramaniam, & Cooper (2013); Krishnan, Wen, & Zhao (2011); Toms (2017). Quality financial reporting
can help interested parties in decision making. Based on IFRS (2018), information is said to be useful or
quality, if the information is relevant and provides a representation of what is faithful representation.



According to Bellovary, Giacomino, & Akers, (2005), profits managed by management do not reflect actual
company performance.

2.4 Audit Opinion

__'itor reporting as a communication tool used by auditors to inform outside parties about the results
of their Zadits (Habib, 2013). According to Moalla (2017), external audit is an external governance
mechanism in reducing information asymmetry and conflicts of interest between managers and shareholders.
This can increase investor confidence and ensure that the information presented by the manager is not in its
own interest. External auditors are parties contracted by companies, but must work independently from
managers so that the formulation of their opinions is more objective (Moalla, 2017). According to Arens,
Elder, & Beasley (2015), there are 4 types of audit opinions in audit reports based on the findings of auditors:
Ungqualified Opinion (unqualified), Qualified Opinion (reasonable with exceptions), Adverse Opinion,
Opinion Disclaimer (refusing to give opinion )

Agency theory explains the contractual relationship between agents and principals where the principal
wants to maximize the performance of the company through publishing opinions. As an agent, the auditor is
an independent party appointed by the company to audit the financial statements. Auditors find it difficult to
issue qualified opinions because they are vulnerable to management pressure (Ballesta & Meca, 2005).
According to Carcello & Neal (2000) stated that auditor difficulties in issuing qualified opinions can be
minimized when the role of the audit committee is more effective in overseeing the auditor when the financial
statements have been audited. The role of the audit committee becomes effective when the size of the audit
committee is large, the more independent the audit committee, there is the expertise of the audit committee,
and the high audit committee meetings (Abbott, 2000; DeFond & Francis, 2005; Hichem & Samaha, 2016;
Mohd Saleh et al., 2007). The large number of audit committees will increase the monitoring of audit
committees in conducting supervision (DeFond & Francis, 2005). Then Abbott (2000) explains that
independent audit committees and holding meetings will improve audit quality for auditors. Audit quality is
defined as the possibility of detecting and reporting material misstatements (DeAngelo, 1981). Recides the
audit committee that has expertise and independence, can understand the tenure of the audit proces = it can
protect the auditor when qualified opinions are issued (Carcello & Neal, 2003).

H1: Audit committee has a positive influence on audit opinion

Based on agency theory, it requires a supervisory mechanism in the relationship between agents and
principals. This oversight mechanism is to monitor agent behavior so that it can minimize opportunistic
behavior and non-compliance from the agent. According to Martinez & Fuentes (2011) states that the role of
the audit committee can oversee the preparation of financial statements and prevent discrepancies between
auditors and management. This can reduce management errors and non-compliance in preparing financial
statements. Previous research examined the characteristics of the audit committee for earnings management.
f==:cording to DeFond & Francis, (2005) states that the size of a large audit committee can provide effective
1= ntoring of the audit committee so that it can encourage management to improve the quality of financial
reporting. In addition, audit committees that are independent and active in meetings can reduce accounting
irregularities (Dechow, Sloan, & Sweeney, 1996; Nor, Shafie, & Hussin, 2010). Then DeZoort & Salterio
(2001) states that the expertise of the audit committee in the field of accounting and finance can understand
well the auditor's assessment and can support the auditor in the conflict between management and the auditor.
Then Klein (2002) study states that an independent audit committee can reduce earning management because
it provides clear responsibilities in overseeing the accounting, financial reporting, and audit processes so as to
reduce earnings management.

H2: The audit committee has a negative influence on earnings management.

Earning management occurs when managers use judgment in financial reporting that affects the
accounting numbers to be reported (Healy & Wahlen, 1999). This will affect the audit opinion that will be
issued. Audit opinion communicates whether financial statements are free of material misstatement and are in
accordance with accounting standards. According to Johl et al (2007) states that the higher the earning
management, the auditor will issue opinions other than unqualified. This means that earnings management can
be detected through an audit opinion. This is supported by research by Butler, Leone, & Willenborg (2004)
which states that companies that conduct earnings management will receive a qualified opinion.



H3: Earning Management has a negative influence on Audit Opinion

According to Kassem (2018) stated that management's motivation in committing fraud was to get
bonuses = :ied to the company's performance or other financial targets. According to Suryanto & Grima
(2018) When a company fails to achieve profit, management will take advantage of the flexibility of
accounting standards to modify profits to be reported. This profit modification will affect the audit process
and audit opinion. Suryanto & Grima (2018) explained that audit opinions are very important in enhancing the
company's reputation and increasing investor interest in investing. Modification of earnings can be prevented
through the role of the audit committee so that the opinions issued describe the condition of the company. The
role of the audit committee becomes less effective, if it has a small number of members and lack of skills and
knowledge (Rahmat, Iskandar, & Saleh, 2009). A~2ording to (Bilal, Chen, & Komal, (2018) stated that audit
committees that have expertise can monitor m:= gement activities. An independent audit committee can
minimize conflicts between auditors and management (Kusnadi et al., 2016). In addition, the high frequency
of audit committee meetings will make the governance mechanism more transparent. This is because the audit
committee will discuss financial reporting issues to find solutions and take corrective actions (Hichem &
Samaha, 2016).

H4: Earning Management mediates the influence of the audit committee on Audit Opinion

3. METHOD

Thiz research will be tested using SPSS 20 because SPSS facilitates logistic regression and multiple
linear reg = sion. Tha.~bject of this research will be to use public companies listed on the Indonesia Stock
Exchange in 2011-2=" in the non-financial sector and have met the sampling criteria. The criteria used are:
(1) The business entity that presents the financial statements for the year ended December 31 and has been
audited. (2) The business entity presents a complete annual report during the study period and has financial
data supporting the existing research variables. (3) The business entity sector that presents audit reports with
the highest qualified opinion in the research period. Then the research model is explained in figure 1:

F oy

Eaming
Manangement H3

Audit \ Audit Opinion
Committee
H1

Figure 1. Reraazch Model

Two independent variables will be measured on the audit committee, the first using scoring using 4
indicators based on Baxter, (2010). Thz=-lIculation is that the audit committee size (SIZEAC) will be worth 1
if the audit committee consists of = than 3 people, while worth 0 if the number of audit cc = ittee
members is 3 or less than 3 Then the independent audit committee (ACIND) will be worth 1 if the proportion
exceeds 50 %, while worth O if the proposal is 50% or less than 50% (Baxter, 2010). The audit committee that
has expertise (ACEXPERT) will be worth 1 if the proportion exceeds 50%, while it is worth 0 if the
proportion is 50% or less than 50%. In the audit committee meeting (ACMEET) more than three times will be
1, while worth 0 if the meeting is less than 3 times in 1 year. The value of the audit committee is calculated by
summing the scores obtained from the 4 indicators of the characteristics of the audit committee (KA). The
higher the score on the effectiveness of the audit committee, the more effective the role of the audit committee
in conducting supervision. The second calculation on the audit committee will test each of the audit committee
attributes. This second calculation is an additional test to see each of the attributes of a significant audit
committee. The size of the audit committee (SIZ=1.C) uses the number of audit committee members, the
proportion of independent commissioners in the &.ii committee (ACIND), the proportion of audit committee
expertise in accounting and finance (ACEXPERT), and number of meeting audit committee for one year
(ACMEET).

Thoodependent variable is audit opinion (OA) using a variable dummy. If the company gets an
unqualific= iudit opinion it will be worth 1. But if the company gets a qualified audit opinion, it will be worth



0 (Johl et al., 2007). C==nediating variables, namely earnings management (EM) using Discretionary
accruals. The calculatlor ~_2s modified Jones by (Dechow, Sloan, & Sweeney, 1995). Then the abnormal

accrual calculation results will be absolute to see how much the company manages its ¢=—.ngs. How to
calculate it as follows:
TAi, t AREVi,t PPEi,t .
Altl B (Altl) Bz(Altl) Ba(At1)+£l't (1)
TAi,t 5 AREVi,t-AREC,t A PPEi,t
AA= [Bl (Altl) [32( Ait-1 ) (Alt 1)] @)

Where TAi,t is the total accruals at company i for year t, which is defined as net income minus
operating cash flows; AA is abnormal accruals; AREV;; is the change in revenue for company i for year t;
AREC;; is a change in receivable for company i for year t; Ai, t-1 is the total assets of the company at the
beginning of the year t; PPEi,t is a fixed asset at company i for year t; 1, B2, and 3 are estimates of regression
of the coefficients B1, B2, and B3; and € i, t is an error or residual regression

The control variable in this study uses firm size (FSIZE) measured using Natural Logarithm of Total
Assets and leverage (LEV) usinodebt ratios divided by assets

Based on the explanat = above, the research regression model is as follows:

04, = ap+eskAiy+aFSIZE, o+ aslEV.,, +5, G1)
EMip1= Pyt PuKAje g+ 5 FSIZE;, o + BLEV,, s+, (32
04 = Yot viEMi—y Ty FSIZE; oy +y3LEV; -y 33)

04y = 6y +6KA;y+0) EM, y +63FSIZE,, o+ 6,LEV. ., +5,, (39)

4. RESULT
Table 1. Statistic Deskriptive

N Min Max Mean SDev
KA 11| 0 4 188 0,703
SIZEAC 17| 1 7 324 707
%ACIND 247| 20% | 100% | 368498% | 1346841%
%ACEXPERT [247| 20% | 100% | 75.2448% | 2307785%
ACMEET 247| 1 57 8,17 5,173
EM 247)| 00000| 18811 | 0086311 | 01615361
FSIZE 247| 09586 | 142677 | 12548438 | 08432104
LEV 247] 00038 | 71700 | 0485561 | 06668880

Descriptive statistical results in Table 1 can be seen that the KA variable has an average of 1.88. This
shows that the average company that has an audit committee has not been effective in conducting supervision.
The SIZEAC variable has an average number of audit committee members of 3.24. This shows that the
average number of audit committee members has met the requirements in the formation of an audit
committee. Then the ACIND variable has an average of this variable at 36.8498%. This means that overall the
independent audit committee has fulfilled the requirements in establishing an audit committee. In the
ACEXPERT variable it has an average of 75.2448%. This shows the overall average expertise of the audit
committee has met the requirements in the formation of an audit committee. In addition, the ACEMEET
variable has an average of 8.17. This shows that the overall audit committee has fulfilled the requirements in
holding regular meetings within 1 year.

EM variable is earnings management. The average value in this variable is equal to 0.086311. This
means that overall the company has good financial reporting quality or little managing its profits. The FSIZE
variable is a control variable that measures the size of a company. Overall, the average size of the company is
12,548438. Then, the LEV variable has a company average of 0.485561, which means that the average
company is 48.561% of its assets funded by debt.

This research uses 247 companies in the infrastructure, utilities and transportation sectors which have
unqualified opinions of 210 companies or 85% of the total companies in the infrastructure, utilities and
transportation sectors, the remaining 15% are companies that have qualified opinions. This means that the
company has presented financial statements fairly and in accordance with applicable accounting standards.



This study also fulfilled the feasibility test requirements for logistic regression models (Overall model fit,
Nagelkerkel R Square, and Hosmer and Lemeshow) and classical assumption tests (normality,
heteroscedasticity, multicollinearity, and autocracy). The results of hypothesis testing will be explained
through the model image (Figure 2) of the study to explain the hypothesis received in this study

Esiniig f=-5i66
Management Sig=0,000

Audit
Opinion

Audit
Committee

B =0,735
Sig=0,017

Figure 2. The Result of Research Model

In Figure 2, it shows that the audit committee has a positive influence on audit opinion so that
hypothesis 1 (H1) is accepted. But when tested by each of the audit committee attributes, only audit
committee meetings have a positive influence on opinion. The audit committee on earnings management does
not have a significant effect on earnings management so hypothesis 2 (H2) is rejected. When the attributes of
the audit committee are tested, it turns out that the number of audit committees, independent audit committees,
expertise, and meetings do not have a significant effect on audit opinions. In hypothesis 3 (H3) is accepted,
namely earnings management has a negative influence on audit opinion. Furthermore, in hypothesis 4 (H4)
will include earnings management as a mediating variable to see how the audit committee influences the audit
opinion which can be seen in the table 2 below:

Table 2. Hypothesis Testing Results (H4)

B Sig.
KA 0,835 0,018
E!‘l‘f:';_l —8;'169 DJJDI
FSIZE;; 4 -0.026 0.93§
LEV;: 4 -1,513 0.001

This result can be seen that the audit committee has a coefficient value of 0.225 a significance of
more than 0.018. This means that overall the audit committee has a positive influence o = ..dit opinion. Then
the earning management of the audit opinion has a coefficient value of -8,649 with a significance of 0.001.
This means that the higher the company conducts earnings management, the opinions issued by qualified
opinion. Furthermore, the significance of this mediation test will be proven by the sobel test. The results of the
sobel test calculation have a z-value of -1.5475 or smaller 1.96 which indicates that earning management
cannot significantly mediate the influence of the audit committee on audit opinion. Then when the audit
committee attributes are tested each, they have the same results. This means that overall earnings management
cannot mediate the influence of the audit committee on audit opinion.

5. DISCUSSION

Overall the audit committee has a positive influence on opinion so that hypothesis 1 (H1) is accepted.
Then the results of testing on the audit committee are tested respectively, only the audit committee meeting
has a positive influence on the audit opinion. Auditors' independence and objectivity can be overseen by audit
committees (Carcello & Neal, 2000; Wu et al., 2014). Independent audit committees and holding meetings can
increase the auditor's ability to detect and report material misstatements (Abbott, 2000; DeAngelo, 1981). This
is contrary to Choi, Jeon, & Park (2004) which explains that although the audit committee is independent and
has expertise but does not hold meetings, the role of the audit committee has not been effective. The audit
committee meeting shows the activities of the audit committee in conducting oversight. This oversight will
make the auditor more independent when conducting the audit process so that the opinions issued reflect the
true condition of the company (Hoitash & Hoitash, 2009). Therefore, a transparent governance mechanism
occurs when an audit committee can oversee management actions when the auditor conducts an audit process.
The size of the audit committee has no significant effect on the audit opinion. This means that the size of the
audit committee has no influence on the issuance of opinion. According to Haji (2015) states that the number
of large audit committees is difficult to make decisions because it has a variety of opinions. Other opinions



such as DeFond & Francis (2005) state that the size of the audit committee is small, so monitoring the audit
committee becomes less effective. The size of the audit committee is not a significant factor in conducting
supervision (Alkdai & Hanefah, 2012). Bédard, Chtourou, & Courteau (2004) propose that the size of the
audit committee is not so large, but large enough to ensure effective monitoring. The issuance of opinion by
the auditor can be monitored by the audit committee if the number of audit committees is large enough to
carry out monitoring.

The results of the hypothesis study (H2) show that the audit committee does not have a significant
effect on earnings management. Then when each audit committee component is tested, it does not have a
significant effect on earnings management. The number of audit committees is small, so the role of the audit
committee becomes less effective in carrying out supervision. But if the number of audit committees is large,
it tends to be easy to follow the opinions of other members so that the audit committee becomes less
independent. Therefore, the number of audit committees needs to be adjusted to the needs of the company
(Kipkoech, Kenyatta, & Rono, 2016). Then the independent audit committee, audit committee expertise, and
audit committee meetings do not have a significant effect on earnings management so that overall hypothesis
2 (H2) is rejected. This is supported by several studies which state that independent audit committees, audit
committee expertise, and audit committee meetings do not have a significant influence on earnings
management (Bédard et al., 2004; Peasnell, Pope, & Young, 2000; Rahman & Mohamed Ali, 2006).
According to Rahman & Mohamed Ali (2006) explained that the role of the audit committee cannot prevent
earnings management so that the formation of an audit committee within the company has not yet achieved its
objectives. The establishment of an audit committee is only based on compliance with regulations that require
that the company must have an audit committee.

Earning management has a negative influence on audit opinion so hypothesis 3 (H3) is accepted.
According to Bellovary et al (2005) stated that the profit managed, does not reflect the condition of the
company so it does not describe the real condition of the company. This managed profit will affect the audit
process and audit opinion (Suryanto & Grima, 2018). This research is supported by Butler et al (2004) and
Johl et al (2007) which state that the higher the earning management, the auditor issues opinions other than
unqualified. This means earnings management can be detected through an audit opinion. The published audit
opinion is more objective or in accordance with the condition of the company if the auditor works
independently without being intervened by the manager (Moalla, 2017).

Then in hypothesis 4 (H4) overall earnings management cannot mediate the influence of the audit
committee on audit opinion. However, when the audit committee component is tested each turns out that
earning management insignificantly mediates the effect of audit committee meetings on audit opinion.
Reasons for earnings management cannot mediate because the existence of an audit committee cannot detect
the presence of earnings management. The role of the audit committee needs to be improved in overseeing the
financial reporting process so that it can improve the quality of financial reporting. On the influence of the
audit committee on audit opinion, it can be seen that the audit committee meeting has a major contribution in
overseeing the opinions issued by the auditor. The audit committee meeting shows the activities of the audit
committee in fulfilling its responsibilities in conducting oversight (Abbott, 2000). Monitoring mechanisms are
more effective when audit committees hold meetings and meetings more often (Rahmat et al., 2009). Then the
earnings management can be detected through an audit opinion. This means that the auditor has worked
effectively in detecting material errors and misstatements in the financial statements. The auditor needs to be
independent so that the formulation of opinions is more objective and unbiased (Moalla, 2017). Auditors'
independence and objectivity need to be monitored by the audit committee (Wu et al., 2014). All fraud and
illegal actions discovered by the auditor, can be reported to the audit committee regardless of materiality
(Arens et al., 2015).

6. CONCLUSION

This study aims to analyze the influence of the audit committee on audit opinion by earning
management of mediating variables. This test have several stages. The first tests the audit committee as a
whole on audit opinion through earnings management as a mediating variable. The second tests in detail each
audit committee (audit committee size, independent audit committee, audit committee expertise, and audit
committee meeting) on audit opinion through earnings management as a mediating variable. The conclusion
obtained in this study is that overall the audit committee has a positive influence on audit opinion. Then on
each component of the audit committee, it only audit committee meetings have a significant positive effect on
audit opinion. But the size of the audit committee, the independent audit committee, and the expertise of the



audit committee have no influence on the audit opinion. In the overall hypothesis 2 the audit committee does
not have a significant effect on earnings management. However, the components of the audit committee tested
each also did not have a significant effect on earnings management. Furthermore, hypothesis 3, namely
earnings management has a significant negative effect on audit opinion. In hypothesis 4, it is rejected, which
shows that overall earnings management cannot mediate the influence of the audit committee on audit
opinion.

Managerial implications based on the results of this study are that companies need to pay attention to
and empower audit committee meetings effectively. The meeting shows the activities of the audit committee
in fulfilling its responsibilities. The number of large audit committees, independence, and expertise is indeed
needed, but if there is no meeting, there is no activity of the audit committee and not enough in conducting
supervision. Then, the existence of an audit committee can oversee between auditors and management so that
problems and conflicts between auditors can be overcome by the existence of an audit committee. The
auditor's role can capture the existence of eaning management through the issuance of opinion because the
financial statements presented have not yet described the actual performance conditions.

Limitations and constraints faced are this research using the Infrastructure, Utilities, and
Transportation sectors for the period 2011-2017. This is because the number of opinions in the sector can only
be used in this study compared to other sectors that have a small number of qualified opinions. Therefore,
further research can use the business entity sector in other countries that have the same conditions or
conditions as Indonesia. Then earning management is only one indicator in measuring financial reporting
quality. Although there are other indicators that can measure the quality of financial reporting, the data are not
available in full. Future research is expected to be able to use other indicators so that the results of the study
are more comprehensive.
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This paper is a revised and expanded version of a paper entitled [title]
presented at [name, location and date of conference]

1 Introduction

Financial report scandals in several companies have triggered a crisis of trust and have a
detrimental effect on stakeholders (Zgarni et al., 2016). Audit quality has been
highlighted in these scandals. One of the notable scandals is the Enron case because it has
to lead the collapse of Arthur Andersen (Chen et al., 2005). According to Nogler (2008),
some large companies, such as WorldCom, Global Crossing, and Ual Crop followed the
Enron case, even, these companies have received an unqualified opinion, previously.
Indonesia also experienced similar scandals. In 2018, the Otoritas Jasa Keuangan (OJK,
2018) gave sanctions to Deloitte’s Public Accountants for failing to conduct financial
statement audits. Its client, PT Sunprima Nusantara received unqualified opinions,
however, as the result of the OJK’s examination, the financial of the company is not
presented as the actual financial conditions. The case raises concerns about how the
Public Accounting Office practices in developing countries following the code of ethics.

The presence of external auditors aims to oversee fairness in the financial statements.
However, there are conflicts between management and external auditors because of
differences of opinion related to accounting estimates, interpretations of accounting
standards, and disclosure problems (Salleh and Stewart, 2012). The auditor is appointed
by the company and can be dismissed if the opinion does not match the manager’s
expectations. This often lead manager and auditor enter into negotiation of some
conditions of its financial statements (Mohd Saleh et al., 2007). As a consequence, the
published audit opinion is biased and misleads interested parties.

Audit committees are appointed to act independently in resolving conflicts between
managers and auditors (Klein, 2002; Salleh and Stewart, 2012). They monitor the
independence and objectivity of external auditors through the audit process (Wu et al.,
2014). Prior studies suggested that there is a positive effect of the audit committee and
audit opinion (Bronson et al., 2009; Carcello and Neal, 2000, 2003; Hoitash and Hoitash,
2009; Pomeroy and Thornton, 2008). According to Hoitash and Hoitash (2009), the role
of an effective audit committee makes auditors more independent in conducting audits so
that the opinions issued are under the conditions of the company. Hoitash and Hoitash
(2009) explained that the dismissal of auditors can occur because the auditor publishes
qualified opinions that are not under the expectation of management. This causes the
company to look for other auditors to obtain audit opinions as the manager’s expected.

Earning management is a deliberate intervention in the process of financial reporting
to external parties for personal gain (Healy and Palepu, 1990; Beneish, 2001; Skinner and
Dechow, 2000). Managers can use judgment on financial reporting and transaction

Commented [Y5]: Author: If a previous version of your paper
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structure so that the information presented can be misleading for stakeholders and
influence financial reporting quality (Bratten et al., 2019; Healy and Wahlen, 1999).
Earning management opportunities can be narrowed by the existence of an audit
committee. Some previous studies support that audit committees can reduce earnings
management (Bradbury et al., 2006; Inaam and Khamoussi, 2016; Mohd Saleh et al.,
2007; Zgarni et al., 2016). However, other studies found the opposite, that audit
committees do not affect earnings management (Rahman and Mohamed Ali, 2006).

When a company manages profits, it will affect the audit opinion issued (Suryanto
and Grima, 2018). It is also in line with the finding of Johl et al. (2007) when managers
manage earnings, the auditor will issue a qualified opinion. Francis and Krishnan (1999)
researched accrual level on audit opinion. The result showed that when the company’s
accrual level is high, the auditor will issue a qualified opinion. Accrual levels are related
to high abnormal (discretionary) accruals (Johl et al., 2007).

Issuing audit opinion is the responsibility of the external auditor. On the other hand,
the audit committee is responsible for overseeing the financial reporting process and the
audit process, so that the company obtains an audit opinion following the conditions of
the company. Many prior studies directly examine the relationship between the audit
committee and earning management or earnings management and audit opinion. This
study will develop a comprehensive model, by proposing earnings management as the
mediating variable in the relationship of the audit committee and audit opinion. We argue
that the role of the audit committee in obtaining proper audit opinion should be indirect.
It is due to the role of committee audit is first to oversee the management so that
managers will be limited to manage earnings as they want, but as the real condition of the
companies. Many prior studies supported that the audit committee limits earning
management opportunities (Bradbury et al., 2006; Inaam and Khamoussi, 2016;
Mohd Saleh et al., 2007; Zgarni et al., 2016). Then, the audit committee will drive a
proper audit opinion through limiting of earnings management opportunity. The study of
the partial relationship among variables will mislead the role of the audit committee. The
existence of an audit committee is required by good corporate governance mechanism, to
help the Board of Commissioner to monitor managers. Therefore, the comprehensive
evaluation of the performance of the audit committee should be conducted
comprehensively. This study also will provide evidence of the effectiveness of audit
committees, whether they carry out its role as required.

2 Literature review

2.1 Agency theory

In agency theory, the motivation of a rational agent is to act on behalf of the principal,
but the interests of the agent are contrary to the interests of the principal (Scott, 2015).
The agent has the responsibility to maximise the benefit of the principal, but the agent has
other interests to maximise his welfare. This is called a conflict of interest (Jensen and
Meckling, 1976). Manager’s opportunistic behaviour can be minimised through the audit
committee. The audit committee can reduce this agency problem so that it can improve
the quality of financial reporting and maintain information that will be conveyed to
stakeholders (Islam et al., 2014). This agency problem is a lack of companies, such as
lack of internal control effectiveness, lack of independent auditors, and others.
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2.2 Effectiveness of the audit committee

Audit committees oversee the financial reporting process and ensure financial reporting is
presented correctly and fairly (Beasley et al., 2000). The effectiveness of the audit
committee is closely related to supervisory activities. This monitoring area includes
monitoring of the financial reporting process, monitoring internal controls and risks, and
monitoring the activities of external auditors (Beasley et al., 2009; Kusnadi et al., 2016).
Monitoring the financial reporting process includes monitoring accounting policies,
compliance with regulations, and investigating problematic accounting practices (Beasley
etal., 2009).

2.3 Earning management

Earning management is one of the indicators of financial reporting quality. Low earnings
management represents a higher financial reporting quality. Much previous research
using earnings management as an indicator of financial reporting quality, among others
are Chandar et al. (2012), Johl et al. (2013), Krishnan et al. (2011) and Al Shaer (2017).
Qualified financial reporting leads to better decision-making of interested parties. Based
on IFRS (2018), information is useful, if it is relevant and provides a representation of
what is a faithful representation. Thus, the profits managed by management do not reflect
actual company performance (Bellovary et al., 2005).

2.4 Audit opinion

An audit is one of the governance mechanisms which aim to reduce information
asymmetry and conflicts of interest between managers and shareholders (Moalla, 2017).
The audit opinion is the result of audit processes. There are four types of audit opinions,
which are unqualified, qualified, or reasonable with exceptions, adverse, and disclaimer
or refuse to give an opinion (Arens et al., 2015). An audit can increase investor
confidence and ensure that the information presented by the manager is not in its interest.
External auditors are parties contracted by companies, but they must work independently
from managers so that they can produce an objective opinion. Often, this situation makes
auditors face difficulties, especially when issuing qualified opinions because they are
vulnerable to management pressure (Ballesta and Meca, 2005). Qualified opinion is an
opinion that is not desired by the manager because it shows the poor quality of the
financial statements. This can be minimised when the role of the audit committee is more
effective. An effective audit committee can keep audit quality (Carcello and Neal, 2000).
Prior studies identified the following characteristics of the effective audit committee:

has a large size
has enough independent committee

has an expertise and experience in his tasks

A W N P

has high committee meetings (Abbott, 2000; DeFond and Francis, 2005; Hichem and
Samaha, 2016; Mohd Saleh et al., 2007).
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An effective audit committee will monitor and supervise tightly during the audit
processes to ensure the audit (DeFond and Francis, 2005; Abbott, 2000). The auditor will
be protected from manager pressure and can publish opinions according to the facts.

H1 Audit committee has a positive influence on the audit opinion.

Agency theory requires a supervisory mechanism in the relationship between agents and
principals. This mechanism is to monitor agent behaviour so that it can minimise
opportunistic behaviour and non-compliance from the agent. The role of the audit
committee is to oversee the preparation of financial statements and to prevent
discrepancies between auditors and management (Martinez and Fuentes, 2011). This can
reduce management errors and non-compliance in preparing financial statements.
Previous research examined the characteristics of the audit committee for earnings
management. According to DeFond and Francis (2005), the size of a large audit
committee can provide effective monitoring so that it encourages management to
improve the quality of financial reporting. Independent audit committees and audit
committees that frequently meeting can reduce accounting irregularities (Dechow et al.,
1996; Nor et al., 2010). DeZoort and Salterio (2001) also found that the expertise of the
audit committees in the field of accounting and finance enables them to understand well
the auditor’s assessment and will mediate the conflict between management and the
auditor. An independent audit committee limits earning management because it provides
clear responsibilities in overseeing the accounting, financial reporting, and audit
processes to reduce earnings management. Then Klein (2002) study states that:

H2 The audit committee has a negative influence on earnings management.

Earning management occurs when managers use judgment in financial reporting that
affects the accounting numbers to be reported (Healy and Wahlen, 1999). The higher the
earning management, the more likely the auditors’ issue opinions other than unqualified
(Johl et al., 2007). Audit opinion communicates whether financial statements are free of
material misstatement and are following accounting standards. The qualified auditors can
detect the existence of earning management practices, then they will communicate it
through their opinion. The previous study supported that companies that conducted
earnings management, received a qualified opinion (Butler et al., 2004)

H3 Earning management has a negative influence on audit opinion.

One of the motivations of management in committing fraud is to get bonuses related to
the company’s performance or other financial targets (Kassem, 2018). When a company
fails to achieve profit, management will take advantage of the flexibility of accounting
standards to modify profits to be reported (Suryanto and Grima, 2018). This profit
modification will affect the audit process and audit opinion. Suryanto and Grima (2018)
explained that audit opinions are very important in enhancing the company’s reputation
and increasing investor interest in investing. Modification of earnings can be prevented
through the role of the audit committee so that the opinions issued describe the condition
of the company. The role of the audit committee becomes less effective if it has a small
number of members and lack of skills and knowledge (Rahmat et al., 2009). The audit
committees that have expertise can monitor management activities (Bilal et al., 2018). An
independent audit committee can minimise conflicts between auditors and management
(Kusnadi et al., 2016). Besides that, the activity of monitoring through the high frequency
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of audit committee meetings will make the governance mechanism more effective. This
is because the audit committee will discuss financial reporting issues to find solutions and
take corrective actions (Hichem and Samaha, 2016).

H4 Earning management mediates the influence of the audit committee on audit opinion.

3 Methodology

The sample of this research is public companies listed in the Indonesia Stock Exchange
from 2011-2017, excluded the non-financial sector. Companies have a book year ending
December 31, with the highest qualified opinion in the research period.

The research model is explained in Figure 1.

Figure 1 Research model

7N
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Manangement

S~
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Audit
Committee

Audit Opinion
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We measure the audit committee, using two approaches. The first one is the total score of
each component of audit committees including size, independence, expertise, and
meeting (Baxter, 2010). If the audit committee’s size consists of more than three people,
it will be scored 1, otherwise, 0. If the audit committee has independent audit members
equal to or more than 50%, it will be scored 1, otherwise, 0. If the audit committee has
members with expertise in accounting or finance or both, it will be scored 1, otherwise, 0.
The last is the meeting frequency, if the audit committee meeting is more than three times
a year, will be scored 1, otherwise, 0. The score of the audit committee (KA) is obtained
by summing the score of each component. The higher the total score means the more
effective the role of the audit committee. The second approach is using the partial score
of each attribute of the audit committee, size (SIZEAC) calculated by a number of audit
committee members, independent audit committee (ACIND) is the proportion of
independent commissioners in the audit committee (ACIND), audit committee expertise
is the proportion of audit committee expertise in accounting and finance (ACEXPERT),
audit committee meeting (ACMEET) is the number of meeting audit committee for one
year.

The dependent variable is audit opinion (OA) measured using a dummy variable. If
the company receives an unqualified audit opinion, it will be scored 1, otherwise, 0 (Johl
et al., 2007). Earnings management (EM) is measured using the modified Jones model
(Dechow et al., 1995). The steps to measure earnings management using John modified is
as follow:
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where TA,; is the total accruals at the company i for year t, which is defined as net income
minus operating cash flows; AA is abnormal accruals; AREVi; is the change in revenue
for the company i for year t, ARECi; is a change in receivable for the company i for year
t; Aira is the total assets of the company at the beginning of the year t; PPE;; is a fixed
asset at the company i for year t; B, B, and f; are estimates of regression of the
coefficients £, £, and S; and iy is a residual.

The control variables in this study are firm size (FSIZE) measured by natural
logarithm of total assets and leverage (LEV) measured by debt divided by assets.

The research model in this study is as follows:

OA =00+ alKA‘t—l + o FS'ZE| t1tas LE\/i‘t—l +é&it (31)

EMita = fo + KA1+ BFSIZE 1 + BLEV 11 +eéiy (3.2

OAy =0 + WEMi 1 + 92 FSIZE; 1 + 93 LEV; 14 (3-3)

OA =60 +O KA+ 1 +O2EMiy 1 +O3FSIZE; 1 +O4 LEV ¢ 1 + &1y (3.4)
4 Result

The profile of the research variables is presented in Table 1.
Tablel  Statistic descriptive

N Min Max Mean S Dev
KA 247 0 4 1.88 0,703
SIZEAC 247 1 7 3.24 707
2 ACIND 247 20% 100% 36.8408% | 13.46841%
MACEXPERT |247| 20% 100% 75.2448% | 2307783%
ACMEET 247 1 37 217 0.173
EM 247 00000 | 18811 0086311 0.1615361
FSIZE 247| 99586 | 143077 | 12548438 | 08432104
LEV 247100038 ] 7.1700 0.485561 06668880

KA has an average of 1.88. This means that on average, the effectiveness of the audit
committee is quite low. Using the second approach measurement of the audit committee,
the score of each attribute is as follows, on average companies have 3.24 mean of
SIZEAC, this shows that the average number of audit committee members meet the
requirements; then the ACIND variable has an average of 36.8498%. This means that
overall, companies can fulfil the minimum requirement of the independent audit
committee. The third attribute is ACEXPERT variable it has an average of 75.2448%

|
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means that the expertise of the audit committee meets the requirements. Besides, the
ACEMEET variable has an average of 8.17. This shows that the overall audit committee
have fulfilled the requirements in holding regular meetings within 1 year.

EM variable has an average value in this variable is equal to 0.086311. This means
that overall the company has good financial reporting quality or little managing its
profits. The FSIZE variable is a control variable that measures the size of a company.
Overall, the average size of the company is 12,548438. Then, the LEV variable has a
company average of 0.485561, which means that the average company is 48.561% of its
assets funded by debt.

Two hundred forty-seven companies qualify the sample criteria, as 85% of the
companies have unqualified opinions and the remaining 15% are companies that have
qualified opinions. This means that the company has presented financial statements fairly
and following applicable accounting standards. This study also fulfilled the feasibility test
requirements for logistic regression models (overall model fit, Nagelkerkel R square, and
Hosmer and Lemeshow) and classical assumption tests (normality, heteroscedasticity,
multicollinearity, and autocracy). The results of hypothesis testing will be explained
through the model image (Figure 2) of the study to explain the hypothesis received in this
study.

Figure 2 The result of research model

B =0,162 Eaming B = —8,666

Sig=0.162 Management

Sig=0.000

Audit
Opinion

Audit
Committee

B =0,735
Sig=0.017

Figure 2 shows that the audit committee has a positive influence on audit opinion so that
Hypothesis 1 (H1) is accepted. But when tested by each of the audit committee attributes,
only audit committee meetings have a positive influence on opinion. The audit committee
on earnings management does not have a significant effect on earnings management so
Hypothesis 2 (H2) is rejected. When the attributes of the audit committee are tested, it
turns out that the number of audit committees, independent audit committees, expertise,
and meetings do not have a significant effect on audit opinions. In Hypothesis 3 (H3) is
accepted, namely earnings management has a negative influence on audit opinion.
Furthermore, Hypothesis 4 (H4) will include earnings management as a mediating
variable to see how the audit committee influences the audit opinion which can be seen in
Table 2.

This result can be seen that the audit committee has a coefficient value of 0.835, at
significance level 0.018. This means that overall the audit committee has a positive
influence on audit opinion. Then the earning management of the audit opinion has a
coefficient value of —8.649 with a significance of 0.001. Therefore, if a company
manages its earnings according to the management interest, it will lead to having an
opinion other than unqualified. Furthermore, the significance of this mediation test will
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be proven by the Sobel test. The results of the Sobel test calculation have a z-value of
—1.5475 or smaller 1.96 which indicates that earning management cannot significantly
mediate the relationship of the audit committee and audit opinion. Then when the audit
committee attributes are tested each, they have the same results. This means that overall
earnings management cannot mediate the influence of the audit committee on audit
opinion.

Table2  Hypothesis testing results (H4)

£ Sig.
KAj—q 0,835 0.01
EM;,_4 -8.469 0,001
FSIZE;, 4 -0.026 0.938
LEV;s—q -1.513 0,001

5 Discussion

This study finds that the audit committee has a positive influence on opinion. From the
partial approach of the audit committee, we find that only the audit committee meeting
has a positive influence on the audit opinion. This finding is supported by Choi et al.
(2004) which explain that although the audit committee is independent and has expertise
but does not hold meetings, the role of the audit committee has not been effective. The
audit committee meeting shows the activities of the audit committee in conducting
oversight. Previous studies found that auditors’ independence and objectivity can be
monitored by audit committees (Carcello and Neal, 2000; Wu et al., 2014). Independent
audit committees and holding meetings can increase the auditor’s ability to detect and
report material misstatements (Abbott, 2000; DeAngelo, 1981). This oversight will make
the auditor more independent when conducting the audit process so that the opinions
issued reflect the true condition of the company (Hoitash and Hoitash, 2009). The size of
the audit committee has no significant effect on the audit opinion. This means that the
size of the audit committee does not influence the issuance of the opinion. According to
Haji (2015) the number of large audit committees is difficult to make decisions because it
has a variety of opinions. Other opinions such as DeFond and Francis (2005) stated that
the size of the audit committee is small, therefore, the monitoring of the audit committee
becomes less effective. The size of the audit committee is not a significant factor in
conducting supervision (Alkdai and Hanefah, 2012). Bédard et al. (2004) proposed that
the size of the audit committee is not so large, but large enough to ensure effective
monitoring. The issuance of an opinion by the auditor can be monitored by the audit
committee if the number of audit committees is large enough to carry out monitoring.

Our second finding is the audit committee does not have a significant effect on
earnings management. The number of audit committees is small so that the role of the
audit committee becomes less effective in carrying out supervision. But if the number of
audit committees is large, it tends to be easy to follow the opinions of other members so
that the audit committee becomes less independent. Therefore, the number of audit
committees needs to be adjusted to the needs of the company (Kipkoech et al., 2016).
Several prior studies found that independent audit committees, audit committee
expertise, and audit committee meetings do not have a significant influence on earnings
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management (Bédard et al., 2004; Peasnell et al., 2000; Rahman and Mohamed Ali,
2006). According to Rahman and Mohamed Ali (2006), the role of the audit committee
cannot prevent earnings management. It seems that the formation of an audit committee
within the company has not yet achieved its objectives.

This study also proves that earning management has a negative influence on audit
opinion. According to Bellovary et al. (2005), the profit managed does not reflect the
condition of the company, it does not represent the real condition of the company. The
managed profit will affect the audit process and audit opinion (Suryanto and Grima,
2018). This finding is also supported by Butler et al. (2004) and Johl et al. (2007) which
stated that the higher the earning management, the auditor issues opinions other than
unqualified. This means that earnings management can be detected through an audit
process and resulting opinions other than unqualified. The published audit opinions
reveal the condition of the company, where the auditor works independently without
being intervened by the manager (Moalla, 2017).

Further, we find that earnings management cannot mediate the influence of the audit
committee on audit opinion. The existence of an audit committee cannot detect the
presence of earnings management. The role of the audit committee needs to be improved
in overseeing the financial reporting process so that it can improve the quality of financial
reporting. On the influence of the audit committee on audit opinion, it can be seen that
the audit committee meeting has a major contribution in overseeing the opinions issued
by the auditor. The audit committee meeting shows the activities of the audit committee
in fulfilling its responsibilities in conducting oversight (Abbott, 2000). Monitoring
mechanisms are more effective when audit committees hold meetings more often
(Rahmat et al., 2009). Then the earnings management can be detected through an audit
opinion. This means that the auditor has worked effectively in detecting material errors
and misstatements in the financial statements. The auditor needs to be independent so that
the formulation of opinions is more objective and unbiased (Moalla, 2017). Auditors’
independence and objectivity need to be monitored by the audit committee (Wu et al.,
2014). All fraud and illegal actions discovered by the auditor can be reported to the audit
committee regardless of materiality (Arens et al., 2015).

6 Conclusions

This study aims to search the mediating effect of earning management on the influence of
the audit committee on audit opinion. The research models are tested in two stages. The
first test is using the audit committee a whole on audit opinion through earnings
management as a mediating variable. The second is tested the partial attributes of the
audit committee such as the audit committee’s size, independent audit committee, audit
committee expertise, and audit committee meeting. This study finds that the audit
committee has a positive influence on audit opinion. The meeting activities of the audit
committee are an important attribute that effectively influences the audit opinion.
However, the existence of the audit committee does not have a significant effect on
earnings management. Furthermore, this study shows that earnings management has a
significant negative effect on audit opinion. This study cannot prove the mediating effect
of earnings management in the influence of the audit committee toward audit opinion.
Managerial implications based on the results of this study are that companies need to
pay attention to and empower audit committee meetings effectively. The meeting shows
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the activities of the audit committee in fulfilling its responsibilities. The number of large
audit committees, independence, and expertise is indeed needed, but if there is no
meeting, there is no activity of the audit committee and not enough in conducting
supervision. Then, the existence of an audit committee can oversee between auditors and
management so that problems and conflicts between auditors can be overcome by the
existence of an audit committee. The auditor’s role can capture the existence of earning
management through the issuance of opinion because the financial statements presented
have not yet described the actual performance conditions.

This study has some limitations including a sample that are restricted only certain
sectors so that the result cannot generalised in other sectors. The reason to restrict the
industrial sectors is based on the number of qualified opinions received in the sectors.
Further research can be applied in the similar sample characteristic but in different study
period in order to get the robust results. This study also uses a single proxy to measure
financial reporting quality that is earning management Future study is expected to use
other indicators so that the results of the study are more comprehensive.
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1 Introduction

Financial report scandals in several companies have triggered a crisis of trust and have a
detrimental effect on stakeholders (Zgarni et al., 2016). Audit quality has been
highlighted in these scandals. One of the notable scandals is the Enron case because it has
to lead the collapse of Arthur Andersen (Chen et al., 2005). According to Nogler (2008),
some large companies, such as WorldCom, Global Crossing, and Ual Crop followed the
Enron case, even, these companies have received an unqualified opinion, previously.
Indonesia also experienced similar scandals. In 2018, the Otoritas Jasa Keuangan (OJK,
2018) gave sanctions to Deloitte’s Public Accountants for failing to conduct financial
statement audits. Its client, PT Sunprima Nusantara received unqualified opinions,
however, as the result of the OJK’s examination, the financial of the company is not
presented as the actual financial conditions. The case raises concerns about how the
Public Accounting Office practices in developing countries following the code of ethics.

The presence of external auditors aims to oversee fairness in the financial statements.
However, there are conflicts between management and external auditors because of
differences of opinion related to accounting estimates, interpretations of accounting
standards, and disclosure problems (Salleh and Stewart, 2012). The auditor is appointed
by the company and can be dismissed if the opinion does not match the manager’s
expectations. This often lead manager and auditor enter into negotiation of some
conditions of its financial statements (Mohd Saleh et al., 2007). As a consequence, the
published audit opinion is biased and misleads interested parties.

Audit committees are appointed to act independently in resolving conflicts between
managers and auditors (Klein, 2002; Salleh and Stewart, 2012). They monitor the
independence and objectivity of external auditors through the audit process (Wu et al.,
2014). Prior studies suggested that there is a positive effect of the audit committee and
audit opinion (Bronson et al., 2009; Carcello and Neal, 2000, 2003; Hoitash and Hoitash,
2009; Pomeroy and Thornton, 2008). According to Hoitash and Hoitash (2009), the role
of an effective audit committee makes auditors more independent in conducting audits so
that the opinions issued are under the conditions of the company. Hoitash and Hoitash
(2009) explained that the dismissal of auditors can occur because the auditor publishes
qualified opinions that are not under the expectation of management. This causes the
company to look for other auditors to obtain audit opinions as the manager’s expected.

Earning management is a deliberate intervention in the process of financial reporting
to external parties for personal gain (Healy and Palepu, 1990; Beneish, 2001; Skinner and
Dechow, 2000). Managers can use judgment on financial reporting and transaction
structure so that the information presented can be misleading for stakeholders and
influence financial reporting quality (Bratten et al., 2019; Healy and Wahlen, 1999).
Earning management opportunities can be narrowed by the existence of an audit
committee. Some previous studies support that audit committees can reduce earnings
management (Bradbury et al., 2006; Inaam and Khamoussi, 2016; Mohd Saleh et al.,
2007; Zgarni et al., 2016). However, other studies found the opposite, that audit
committees do not affect earnings management (Rahman and Mohamed Ali, 2006).

When a company manages profits, it will affect the audit opinion issued (Suryanto
and Grima, 2018). It is also in line with the finding of Johl et al. (2007) when managers
manage earnings, the auditor will issue a qualified opinion. Francis and Krishnan (1999)
researched accrual level on audit opinion. The result showed that when the company’s
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accrual level is high, the auditor will issue a qualified opinion. Accrual levels are related
to high abnormal (discretionary) accruals (Johl et al., 2007).

Issuing audit opinion is the responsibility of the external auditor. On the other hand,
the audit committee is responsible for overseeing the financial reporting process and the
audit process, so that the company obtains an audit opinion following the conditions of
the company. Many prior studies directly examine the relationship between the audit
committee and earning management or earnings management and audit opinion. This
study will develop a comprehensive model, by proposing earnings management as the
mediating variable in the relationship of the audit committee and audit opinion. We argue
that the role of the audit committee in obtaining proper audit opinion should be indirect.
It is due to the role of committee audit is first to oversee the management so that
managers will be limited to manage earnings as they want, but as the real condition of the
companies. Many prior studies supported that the audit committee limits earning
management opportunities (Bradbury et al., 2006; Inaam and Khamoussi, 2016;
Mohd Saleh et al., 2007; Zgarni et al., 2016). Then, the audit committee will drive a
proper audit opinion through limiting of earnings management opportunity. The study of
the partial relationship among variables will mislead the role of the audit committee. The
existence of an audit committee is required by good corporate governance mechanism, to
help the Board of Commissioner to monitor managers. Therefore, the comprehensive
evaluation of the performance of the audit committee should be conducted
comprehensively. This study also will provide evidence of the effectiveness of audit
committees, whether they carry out its role as required.

2 Literature review

2.1 Agency theory

In agency theory, the motivation of a rational agent is to act on behalf of the principal,
but the interests of the agent are contrary to the interests of the principal (Scott, 2015).
The agent has the responsibility to maximise the benefit of the principal, but the agent has
other interests to maximise his welfare. This is called a conflict of interest (Jensen and
Meckling, 1976). Manager’s opportunistic behaviour can be minimised through the audit
committee. The audit committee can reduce this agency problem so that it can improve
the quality of financial reporting and maintain information that will be conveyed to
stakeholders (Islam et al., 2014). This agency problem is a lack of companies, such as
lack of internal control effectiveness, lack of independent auditors, and others.

2.2 Effectiveness of the audit committee

Audit committees oversee the financial reporting process and ensure financial reporting is
presented correctly and fairly (Beasley et al., 2000). The effectiveness of the audit
committee is closely related to supervisory activities. This monitoring area includes
monitoring of the financial reporting process, monitoring internal controls and risks, and
monitoring the activities of external auditors (Beasley et al., 2009; Kusnadi et al., 2016).
Monitoring the financial reporting process includes monitoring accounting policies,
compliance with regulations, and investigating problematic accounting practices (Beasley
et al., 2009).
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2.3 Earning management

Earning management is one of the indicators of financial reporting quality. Low earnings
management represents a higher financial reporting quality. Much previous research
using earnings management as an indicator of financial reporting quality, among others
are Chandar et al. (2012), Johl et al. (2013), Krishnan et al. (2011) and Al Shaer (2017).
Qualified financial reporting leads to better decision-making of interested parties. Based
on [FRS (2018), information is useful, if it is relevant and provides a representation of
what is a faithful representation. Thus, the profits managed by management do not reflect
actual company performance (Bellovary et al., 2005).

2.4  Audit opinion

An audit is one of the governance mechanisms which aim to reduce information
asymmetry and conflicts of interest between managers and shareholders (Moalla, 2017).
The audit opinion is the result of audit processes. There are four types of audit opinions,
which are unqualified, qualified, or reasonable with exceptions, adverse, and disclaimer
or refuse to give an opinion (Arens et al., 2015). An audit can increase investor
confidence and ensure that the information presented by the manager is not in its interest.
External auditors are parties contracted by companies, but they must work independently
from managers so that they can produce an objective opinion. Often, this situation makes
auditors face difficulties, especially when issuing qualified opinions because they are
vulnerable to management pressure (Ballesta and Meca, 2005). Qualified opinion is an
opinion that is not desired by the manager because it shows the poor quality of the
financial statements. This can be minimised when the role of the audit committee is more
effective. An effective audit committee can keep audit quality (Carcello and Neal, 2000).
Prior studies identified the following characteristics of the effective audit committee:

1  has a large size
has enough independent committee

has an expertise and experience in his tasks

AW

has high committee meetings (Abbott, 2000; DeFond and Francis, 2005; Hichem and
Samaha, 2016; Mohd Saleh et al., 2007).

An effective audit committee will monitor and supervise tightly during the audit
processes to ensure the audit (DeFond and Francis, 2005; Abbott, 2000). The auditor will
be protected from manager pressure and can publish opinions according to the facts.

H1 Audit committee has a positive influence on the audit opinion.

Agency theory requires a supervisory mechanism in the relationship between agents and
principals. This mechanism is to monitor agent behaviour so that it can minimise
opportunistic behaviour and non-compliance from the agent. The role of the audit
committee is to oversee the preparation of financial statements and to prevent
discrepancies between auditors and management (Martinez and Fuentes, 2011). This can
reduce management errors and non-compliance in preparing financial statements.
Previous research examined the characteristics of the audit committee for earnings
management. According to DeFond and Francis (2005), the size of a large audit
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committee can provide effective monitoring so that it encourages management to
improve the quality of financial reporting. Independent audit committees and audit
committees that frequently meeting can reduce accounting irregularities (Dechow et al.,
1996; Nor et al., 2010). DeZoort and Salterio (2001) also found that the expertise of the
audit committees in the field of accounting and finance enables them to understand well
the auditor’s assessment and will mediate the conflict between management and the
auditor. An independent audit committee limits earning management because it provides
clear responsibilities in overseeing the accounting, financial reporting, and audit
processes to reduce earnings management. Then Klein (2002) study states that:

H2 The audit committee has a negative influence on earnings management.

Earning management occurs when managers use judgment in financial reporting that
affects the accounting numbers to be reported (Healy and Wahlen, 1999). The higher the
earning management, the more likely the auditors’ issue opinions other than unqualified
(Johl et al., 2007). Audit opinion communicates whether financial statements are free of
material misstatement and are following accounting standards. The qualified auditors can
detect the existence of earning management practices, then they will communicate it
through their opinion. The previous study supported that companies that conducted
earnings management, received a qualified opinion (Butler et al., 2004)

H3 Earning management has a negative influence on audit opinion.

One of the motivations of management in committing fraud is to get bonuses related to
the company’s performance or other financial targets (Kassem, 2018). When a company
fails to achieve profit, management will take advantage of the flexibility of accounting
standards to modify profits to be reported (Suryanto and Grima, 2018). This profit
modification will affect the audit process and audit opinion. Suryanto and Grima (2018)
explained that audit opinions are very important in enhancing the company’s reputation
and increasing investor interest in investing. Modification of earnings can be prevented
through the role of the audit committee so that the opinions issued describe the condition
of the company. The role of the audit committee becomes less effective if it has a small
number of members and lack of skills and knowledge (Rahmat et al., 2009). The audit
committees that have expertise can monitor management activities (Bilal et al., 2018). An
independent audit committee can minimise conflicts between auditors and management
(Kusnadi et al., 2016). Besides that, the activity of monitoring through the high frequency
of audit committee meetings will make the governance mechanism more effective. This
is because the audit committee will discuss financial reporting issues to find solutions and
take corrective actions (Hichem and Samaha, 2016).

H4 Earning management mediates the influence of the audit committee on audit opinion.

3 Methodology

The sample of this research is public companies listed in the Indonesia Stock Exchange
from 2011-2017, excluded the non-financial sector. Companies have a book year ending
December 31, with the highest qualified opinion in the research period.

The research model is explained in Figure 1.
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Figure 1 Research model
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We measure the audit committee, using two approaches. The first one is the total score of
each component of audit committees including size, independence, expertise, and
meeting (Baxter, 2010). If the audit committee’s size consists of more than three people,
it will be scored 1, otherwise, 0. If the audit committee has independent audit members
equal to or more than 50%, it will be scored 1, otherwise, 0. If the audit committee has
members with expertise in accounting or finance or both, it will be scored 1, otherwise, 0.
The last is the meeting frequency, if the audit committee meeting is more than three times
a year, will be scored 1, otherwise, 0. The score of the audit committee (KA) is obtained
by summing the score of each component. The higher the total score means the more
effective the role of the audit committee. The second approach is using the partial score
of each attribute of the audit committee, size (SIZEAC) calculated by a number of audit
committee members, independent audit committee (ACIND) is the proportion of
independent commissioners in the audit committee (ACIND), audit committee expertise
is the proportion of audit committee expertise in accounting and finance (ACEXPERT),
audit committee meeting (ACMEET) is the number of meeting audit committee for one
year.

The dependent variable is audit opinion (OA) measured using a dummy variable. If
the company receives an unqualified audit opinion, it will be scored 1, otherwise, 0 (Johl
et al., 2007). Earnings management (EM) is measured using the modified Jones model
(Dechow et al., 1995). The steps to measure earnings management using John modified is
as follow:

TA,'; 1 AREV” PPEit
L =f— |+ 5 ’ +ﬂ{ ’jw, (1)
A A A . ’
T4, [ A( 1 ~ (AREV;, —AREC;,\ » ( PPE;,
an=The [ p( 1, 5 (AREV, ’ +/f{ j @
Arpy { (A,,,_lj A A

where T4;, is the total accruals at the company 7 for year ¢, which is defined as net income
minus operating cash flows; 44 is abnormal accruals; AREV;, is the change in revenue
for the company i for year ¢, AREC;, is a change in receivable for the company i for year
t; A;r1 is the total assets of the company at the beginning of the year ¢; PPE;, is a fixed
asset at the company i for year t; B, f», and f; are estimates of regression of the
coefficients 3, /, and f3; and ¢, is a residual.

The control variables in this study are firm size (FSIZE) measured by natural
logarithm of total assets and leverage (LEV) measured by debt divided by assets.
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The research model in this study is as follows:

OA,'J =0y + aflKA,',,;_l + aszSIZE[J_l + 053LEV,-,[_1 +8,',,; (31)

EM; i = o+ BiKAi i+ BoFSIZE; ;o + B LEV, 1 + & (3.2)

OA,'J = y() + ylEMi,t—l + yzFSIZE[’t_l + y:‘,LEVl',[_l (33)

OA,',t = 9() +01KA1‘J,1 +92EM,‘J,1 +93FSIZE,',,,1 +94LEV,‘,,,] +8,',, (34)
4 Result

The profile of the research variables is presented in Table 1.

Table 1 Statistic descriptive

N Min Max Mean S. dev
KA 247 0 4 1.88 0.703
SIZEAC 247 1 7 3.24 0.707
%ACIND 247 20% 100% 36,85% 13,47%
%ACEXPERT 247 20% 100% 75.24% 23.98%
ACMEET 247 1 57 8.17 9.17
EM 247 0.000 1.881 0.086 0.162
FSIZE 247 9.96 14.30 12.55 0.84
LEV 247 0.004 7.170 0.486 0.667

KA has an average of 1.88. This means that on average, the effectiveness of the audit
committee is quite low. Using the second approach measurement of the audit committee,
the score of each attribute is as follows, on average companies have 3.24 mean of
SIZEAC, this shows that the average number of audit committee members meet the
requirements; then the ACIND variable has an average of 36.8498%. This means that
overall, companies can fulfil the minimum requirement of the independent audit
committee. The third attribute is ACEXPERT variable it has an average of 75.2448%
means that the expertise of the audit committee meets the requirements. Besides, the
ACEMEET variable has an average of 8.17. This shows that the overall audit committee
have fulfilled the requirements in holding regular meetings within 1 year.

EM variable has an average value in this variable is equal to 0.086311. This means
that overall the company has good financial reporting quality or little managing its
profits. The FSIZE variable is a control variable that measures the size of a company.
Overall, the average size of the company is 12,548438. Then, the LEV variable has a
company average of 0.485561, which means that the average company is 48.561% of its
assets funded by debt.

Two hundred forty-seven companies qualify the sample criteria, as 85% of the
companies have unqualified opinions and the remaining 15% are companies that have
qualified opinions. This means that the company has presented financial statements fairly
and following applicable accounting standards. This study also fulfilled the feasibility test
requirements for logistic regression models (overall model fit, Nagelkerkel R square, and
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Hosmer and Lemeshow) and classical assumption tests (normality, heteroscedasticity,
multicollinearity, and autocracy). The results of hypothesis testing will be explained
through the model image (Figure 2) of the study to explain the hypothesis received in this
study.

Figure 2 The result of research model
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Figure 2 shows that the audit committee has a positive influence on audit opinion so that
Hypothesis 1 (H1) is accepted. But when tested by each of the audit committee attributes,
only audit committee meetings have a positive influence on opinion. The audit committee
on earnings management does not have a significant effect on earnings management so
Hypothesis 2 (H2) is rejected. When the attributes of the audit committee are tested, it
turns out that the number of audit committees, independent audit committees, expertise,
and meetings do not have a significant effect on audit opinions. In Hypothesis 3 (H3) is
accepted, namely earnings management has a negative influence on audit opinion.
Furthermore, Hypothesis 4 (H4) will include earnings management as a mediating
variable to see how the audit committee influences the audit opinion which can be seen in
Table 2.

This result can be seen that the audit committee has a coefficient value of 0.835, at
significance level 0.018. This means that overall the audit committee has a positive
influence on audit opinion. Then the earning management of the audit opinion has a
coefficient value of —8.649 with a significance of 0.001. Therefore, if a company
manages its earnings according to the management interest, it will lead to having an
opinion other than unqualified. Furthermore, the significance of this mediation test will
be proven by the Sobel test. The results of the Sobel test calculation have a z-value of
—1.5475 or smaller 1.96 which indicates that earning management cannot significantly
mediate the relationship of the audit committee and audit opinion. Then when the audit
committee attributes are tested each, they have the same results. This means that overall
earnings management cannot mediate the influence of the audit committee on audit
opinion.

Table 2 Hypothesis testing results (H4)

B Sig
KA 0.835 0.018
EM;, | -8.469 0.001
FSIZE;, | -0.026 0.938

LEV;, ~1.513 0.001




The effect of audit committee on audit opinion through earnings management 9
5 Discussion

This study finds that the audit committee has a positive influence on opinion. From the
partial approach of the audit committee, we find that only the audit committee meeting
has a positive influence on the audit opinion. This finding is supported by Choi et al.
(2004) which explain that although the audit committee is independent and has expertise
but does not hold meetings, the role of the audit committee has not been effective. The
audit committee meeting shows the activities of the audit committee in conducting
oversight. Previous studies found that auditors’ independence and objectivity can be
monitored by audit committees (Carcello and Neal, 2000; Wu et al., 2014). Independent
audit committees and holding meetings can increase the auditor’s ability to detect and
report material misstatements (Abbott, 2000; DeAngelo, 1981). This oversight will make
the auditor more independent when conducting the audit process so that the opinions
issued reflect the true condition of the company (Hoitash and Hoitash, 2009). The size of
the audit committee has no significant effect on the audit opinion. This means that the
size of the audit committee does not influence the issuance of the opinion. According to
Haji (2015) the number of large audit committees is difficult to make decisions because it
has a variety of opinions. Other opinions such as DeFond and Francis (2005) stated that
the size of the audit committee is small, therefore, the monitoring of the audit committee
becomes less effective. The size of the audit committee is not a significant factor in
conducting supervision (Alkdai and Hanefah, 2012). Bédard et al. (2004) proposed that
the size of the audit committee is not so large, but large enough to ensure effective
monitoring. The issuance of an opinion by the auditor can be monitored by the audit
committee if the number of audit committees is large enough to carry out monitoring.

Our second finding is the audit committee does not have a significant effect on
earnings management. The number of audit committees is small so that the role of the
audit committee becomes less effective in carrying out supervision. But if the number of
audit committees is large, it tends to be easy to follow the opinions of other members so
that the audit committee becomes less independent. Therefore, the number of audit
committees needs to be adjusted to the needs of the company (Kipkoech et al., 2016).
Several prior studies found that independent audit committees, audit committee
expertise, and audit committee meetings do not have a significant influence on earnings
management (Bédard et al., 2004; Peasnell et al., 2000; Rahman and Mohamed Alj,
2006). According to Rahman and Mohamed Ali (2006), the role of the audit committee
cannot prevent earnings management. It seems that the formation of an audit committee
within the company has not yet achieved its objectives.

This study also proves that earning management has a negative influence on audit
opinion. According to Bellovary et al. (2005), the profit managed does not reflect the
condition of the company, it does not represent the real condition of the company. The
managed profit will affect the audit process and audit opinion (Suryanto and Grima,
2018). This finding is also supported by Butler et al. (2004) and Johl et al. (2007) which
stated that the higher the earning management, the auditor issues opinions other than
unqualified. This means that earnings management can be detected through an audit
process and resulting opinions other than unqualified. The published audit opinions
reveal the condition of the company, where the auditor works independently without
being intervened by the manager (Moalla, 2017).

Further, we find that earnings management cannot mediate the influence of the audit
committee on audit opinion. The existence of an audit committee cannot detect the
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presence of earnings management. The role of the audit committee needs to be improved
in overseeing the financial reporting process so that it can improve the quality of financial
reporting. On the influence of the audit committee on audit opinion, it can be seen that
the audit committee meeting has a major contribution in overseeing the opinions issued
by the auditor. The audit committee meeting shows the activities of the audit committee
in fulfilling its responsibilities in conducting oversight (Abbott, 2000). Monitoring
mechanisms are more effective when audit committees hold meetings more often
(Rahmat et al., 2009). Then the earnings management can be detected through an audit
opinion. This means that the auditor has worked effectively in detecting material errors
and misstatements in the financial statements. The auditor needs to be independent so that
the formulation of opinions is more objective and unbiased (Moalla, 2017). Auditors’
independence and objectivity need to be monitored by the audit committee (Wu et al.,
2014). All fraud and illegal actions discovered by the auditor can be reported to the audit
committee regardless of materiality (Arens et al., 2015).

6 Conclusions

This study aims to search the mediating effect of earning management on the influence of
the audit committee on audit opinion. The research models are tested in two stages. The
first test is using the audit committee a whole on audit opinion through earnings
management as a mediating variable. The second is tested the partial attributes of the
audit committee such as the audit committee’s size, independent audit committee, audit
committee expertise, and audit committee meeting. This study finds that the audit
committee has a positive influence on audit opinion. The meeting activities of the audit
committee are an important attribute that effectively influences the audit opinion.
However, the existence of the audit committee does not have a significant effect on
earnings management. Furthermore, this study shows that earnings management has a
significant negative effect on audit opinion. This study cannot prove the mediating effect
of earnings management in the influence of the audit committee toward audit opinion.

Managerial implications based on the results of this study are that companies need to
pay attention to and empower audit committee meetings effectively. The meeting shows
the activities of the audit committee in fulfilling its responsibilities. The number of large
audit committees, independence, and expertise is indeed needed, but if there is no
meeting, there is no activity of the audit committee and not enough in conducting
supervision. Then, the existence of an audit committee can oversee between auditors and
management so that problems and conflicts between auditors can be overcome by the
existence of an audit committee. The auditor’s role can capture the existence of earning
management through the issuance of opinion because the financial statements presented
have not yet described the actual performance conditions.

This study has some limitations including a sample that are restricted only certain
sectors so that the result cannot generalised in other sectors. The reason to restrict the
industrial sectors is based on the number of qualified opinions received in the sectors.
Further research can be applied in the similar sample characteristic but in different study
period in order to get the robust results. This study also uses a single proxy to measure
financial reporting quality that is earning management Future study is expected to use
other indicators so that the results of the study are more comprehensive.
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