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This paper mvestlgates how personal ties of polltlcally connected boards
affect auditors' assessments of audit risk as reflected in audit feesin ngena
The study. sought:information .on board ! of directors -from companies'
portable: document format:(PDF) annual. reports.and accounts, Nigerian
Securities and Exchange Commission (N SE) and Nigerian Stock Exchange

. (NSE)filings froma ccmprehens:ve data set of 1893 firm—year observations -
obtained from 116 companies across 24 sectors between 2001 and 2009 Our
finding suggests that auditors charge hlgher fees to polmcally ‘connected
firms compared to others Wealso find that thls mcremental effect ofa firm's

" board political ccnnectlons on ‘audit fees'is. stronger among firms with
weakercorporate govcrnance andmore comphcated “operating striictuires.
This finding is an indication that audltors percelve politically connected
firms as riskier. Accordingly, they exercise greater effort and charge higher
fees to these firms. Our evidence is sturdy to a battery of econometric
endogeneity remedies and to exogenous events such as presidential and mid- -
term elections and the intense financial crisis of 2008-2009.0ur ﬁndmgs is
robust in the presence of political influence, including campaign
contributions and lobbying expenditures affecting auditors' perceived
business risk in politically connected boards and the implications for audit

pricing. : —
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1. Introduction ;. .....- l- Bt b apimibi & SO s oy 1
_Thrs study examrneshow cllents pohtlcal connecttons mﬂuence audltor
, assessment of audlt rlskas reﬂected inaudit fees inNigeria.There is evidence
(Ramanna & :Roychowdhury,; 2010; Yu s & <Yu,:2011). ‘that firms' WIth
_connections: acqulred through polltlcal contributions "afé moré llkely to
: manage earnings. These ﬁndmgs suggest that chent’s pollttcal connect:ons
influence auditors' assessmierit of audtt rlsk due to their dlfferentlal reportlng

..........

“behaviour, an issue that has’ recelved mcreasmg attentlon frorn practlttoncrs ,

' (Deloltte 2012) ThIS ténﬂécessary for 1mpr’oI\‘red tr'anspaféﬁcy‘ bh é'orporate

'.u-.. o

- W0
'thts regard an examrnatlon;of how board s, pohtlcal connectlon aﬂ'ects .
audltors afssessment of' audlt nsk and mturn, aud1tf‘ees becomesrmmment

~41(1 it Ji azidiiay

Pohtrcal .connectiofis::may :help:limprove ‘thi¢ “findncial performance ‘of,
connected firms through their receipt of economlc'rents;ﬂmcludmg lower
costs of capital and more ,goyernment procurement contracts (i:).;Such
political benefits may reduce management incentives to mlsreport the
earnings of connected firms ():Moréover; pohtrcal]y connected firms may
face a lower failure risk because they are more likely to be bailed out by their
'govcmment when dlstressed () Thls mltlgates potentlal class -action
lawsiiits by shareholders due to corporate fallure As such audltors may
'charge lower fees to cltents wnth polmcal connecttons 1915 5231

.!r-..-- o -

_However the covert nature of corporate rcnt-seekmg actmttes can mcrease
the opaqueness of finaricial ‘stateménts prepared by polmcally connected
firms. The executives of such firms have incentives to obscure thetr fi nanclal
statements to protect political favors, which are often dubious in nature (): )
). These problems’ suggest: that Aaccounting | qualtty could be: poorer ln
politically connected firms, This is confirmed by prlor research ()RR

Also, politically connected firms ¢ould be riskier because therr perf‘ormance
can change significantly due to changes in poltttcal power( ). For'instance
in the United States, the market values of polltlcally connected ﬁrms are
influenced by election outcomes (). Furthermore,  politically connccted
firms tend to commit more accounting fraud and have a higher chance of
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collapse due to their riskier business models as stated by Enron and
WorldCom (). :

The aforementioned arguments indicate higher audit risks' for polltlcally

connected clients. This perspective predicts that auditors will exercise more

effort in auditing politically connected firms and thus charge such firms
higher audit fees.-We also expect that the phenomenon of higher audit fees
charged 1o connected firms be more prominent in Nigeria“due to the

dominance of the Big N firms among quoted companies. Thus, our empirical

evidence is betweenZOOI and 2009 and it is aimed at assessing the effect of
political connect:on on professional aud:t fees. We use personal tie-based
polltloal connections. The study. describes a firm as politically connected if
one or more of its diréctors held a polltlcal position at any time prior to
appointment on the board. Our ﬁndmgs suggest that audltors charge
SIgnlﬁcantly higher audlt f‘ees toﬁrms w1th dlrectorswho have polltlcal
measures for _political connectlons mcludmg campalgn contrlbuttons and
lobbying expenditures. s ¥ PrEY

2 therature Rev:ew and Hypotheses Developm ent

24 Pol:ttcal Connectton andAud:tR:sk

Audit risk is a ma_|or consuderatlon for audit fees, whlch is, m turn affected
by managers' incentives to mlsreport and by the probabll:ty of corporate
failure (: : :). When managers incentive to mlsreport is stronger audltors
exercise greater effort to detect potentlal accounting lrregularltles This
often serves as a platform for charging higher professional fees. Similarly,
auditors may charge a premium to clients with higher risk of shareholder
litigation is often triggered by corporate failure (). Extant political economy
literature shows that political connections add value to connected firmis. Ina
cross-country study, ) finds that stock prices rise upon the news of firms' top
officers entering politics. ) show that U.S. firms accumulate abnormal stock
returns upon the nomination announcement of politicians to their boards.

Consistent with this con Jecture other studies show that political connections
benefit connected firms in various forms, such as preferential treatment from
banks in countries as Brazil (), China (), India (), Pakistan (), Thailand (), and
the United States (); financial subsidies from the government (: );
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government procurement contracts (), lighter taxat!on (), and relaxed
regulatory oversnghtO A : :

Prior studies also evidenced that polltlcally connected firms have better
access to bank finance. However, such connected firms suffer higher default
rates in the future (,’,, ). argue that U.S. banks considerpotential political
favors in their lending decisions by showing bankers making loans at lower
interest rates to companies .with political connections. Regarding
government subSIdles, document that in 35 countries polltlcally connected
firms_are more likely to be balled out by thelr governments in case of
financial distress. - find that the allocatlon of government funds under the
U.S. Troubled Asset Relief Program (TARP) in response fo the subpnme
mortgage crisishas bias toward pohtlclan-favored firms: For empirical
evidence of government procurement .contracts,show that U.S. firms
connected -with_-the winning  party in.the . I994 mld term . and 2000
presidential electlons obtained -signifi cant]y . more govemment contracts
after the eleetlons With respect to hghter taxatlon,prowdes ewdence that

.....

To the extent that poht:ca] eonnectlons can help improve the fi nanmal
performance *of connected -firms via preferentlal treatment - from
banks—thereby obtammg lower costs of private debt,direct subsidies from
the government,more’ government procurement - contracts, and lighter
taxation—such connections may reduce managemient incentives for
misreporting. If so, auditors should face lower risks in auditing clients with
political connections. In the same vein, politically connected [irmshave
better access to government intervention in case of financial distress. Since
corporate failure more often trigger shareholder lawsuits against auditors, a
lower bankruptcy risk of ,politically connected firms should reflect
favourably in auditors' assessments of risk). This perspective suggests that
auditors should charge lower audit fees to politically connected clients.

Although, political connections may attract lucrative benefits, it is by no
means costless for firms to build and maintain such connections. Politicians
seek rents from connected firms in various forms, including political
donations, lobbying expenses, and directorships. In Nigeria, there no
statutory or regulatory requirements exist on “hard money” expenditures on
political activity disclosures including political contributions via political
action committees (PACs) and lobbying expenditures. Hence, the true
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amount of corporate political spending, including “soft money,”
extremely difficult to track. Such donations are not visible to outside
shareholders and there is_no evidence of monitoring by outside directors.
The secret nature of corporate political expenditures and their rent-seeking
activities increase the opaqueness of ﬁnan(:lal statements in politically
connected firms). -

Exccutwes of polltlcally connected firms tend to make’ the:r financial
statements less transparent to ‘protect’ the political favours they obtain,
because such favours are often of dubious legality 0. show that politically
connected firms in Indonesia are often reluctant to issue forclgn securities,
since they wish to avoid the more strmgent disclosure requirements imposed
by foreign rcgulators argue that the earnings quality reported by politically
connected firms is lowerthanthat reported by their non-connected

counterparts, for'two potential réasons. First, insiders have.incentives to - .

divert benefits brought about throughout political connections and thus
intentionally make their accounting’ information more opaque to avoid
outside monitoring. Second, politically connected firms have preferential
access to external financing, such as state ‘bank loans and government
subsidies, which may render accounting quality less important to these
firms. Thus, their managers may pay less attention to accrual quality, thereby
resulting in a lower quality of accruals. show that politically connected ﬁrms
around the world have lower accrual quality than non-connected firms.

Some researchers argue that politically connected firms are more likely to
manage earnings than their non-connected countérparts (). )also show that
politically connected companies are associated with higher incidences of
accounting fraud. Companies such as Enron and WorldCom that committed

massive accounting fraud and subsequently collapsed in the early .

2000swere politically connected. Such connections helped these firms avoid
fraud detection by regulators and thus continue their misconduct for longer
period, which may have partly contributed to their eventual collapse.

examine how political forces can affect financial reporting quality in a
somewhat different setting. They show that incumbent governors tend to
manipulate their state government's accounting numbers to present a strong
financial picture in election years. The above findings suggest that political
factors adversely affect accounting quality.

Polltlcally connectcd firms could also be inherently riskier because their
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‘performance “might vary dramatically over time depending on the political
fortunes of their backers” and “political connections can lose their value
overni ght when the government fails to win'an electlon” (pp 2-3]). ).shows
that the stock prices of Indonesian fi irms connected to then- pres:dent Suharto
moved up and down accordmg to a string of rumors concerning his health.
Stmllar evxdencc exists in the United States.” ‘find “that after the 2000
pre31dcnt|al clectlon, ﬁrms connected W|th the Republican Party gatned
positive stock’ rcturns, whereas those connected with the Dcmocratlc Party
lost value. Corroboratmg these ﬁndmgs ) show that after the 1994 mid-term
elcctton and the 2000 preS|dcnt|al electlon (both clecttons leading to power
shifts frorn the Democrattc to the chubllcan Party), companlcs connected
Wlththc Republtcan Party | obtained. significantly. more pr ocurement
contracts than before, whlle those connected wnththe Democratlc Party Iost
such contracts :

It is probable that polmcally connected boards in Nigeria have N0 im pqct on
audit risk or audit fees. thcna is commonly believed to be chamcterlscd by
weak institutions, suchas a dependent Jtlrlsdtctlonal system and very llmlted
media networks for momtormg both biisinéss elites and politicians, even
after the promulgatlon of the (Freedom of Iriformation) FOI Act. Thus, these
institutions-are not éffective in curbing rcntsccl\m'l through personal ties
with politicians. As a result, political connections may generate significant
valueto connécted f'rms Public firms employing pollttcmns may simply be
harnessmgthe expertise and knowledge their business requ:res support this
view by providing evidencethat ‘connections with then-vice president
Cheney did notadd valueto the companies concerned. also document similar
evidence that politicians in France, an industrialised and democratic country
much like the United States, deliver only very limited favours to thelr
connected firms.

2.2 Hypothes:s Developmem

The foregoing d:scussnon suggests that the way political connections affect
audit risks and consequently audit fees is ultimately an empirical issue.
However, we argue that audit fees increase with firms' political connections,
contrary to Gul's [2006] finding of the negative relation between political
connections and audit fees, for the following two major reasons. First, argue

that a country with strong institutlons, such, has a much lower probability of

FL”‘.* sk

CamScanner

CRE ka1
Loga o>



https://v3.camscanner.com/user/download

kY et e

PSR S FET SR

T
eIy

Entreprerieuridi Journal of Management Sciences Volume 4 Number 1

bailouts until recently. This suggests thatany reductlons in audit risk for
politically connected firms in devcloped markets arising from potential
government bailouts may not have greater implications compared totheir
counterparts in developing countrieslikeNigeria. Second, auditors may
exert more effort in auditing politically connected clients, which are usually
more visible and riskier. The value of the htlgatlon index, used to measure
auditors' country-lcvel litigation risks (), is 15 for the U. S., 3.67 for
Malaysia but only 1.67 for ngena ‘This suggests that the lltlgatlon risk
facing auditors is much higher in the United States and Malaysia compared
to ngerla also provide eévidence that the threat ‘of shareholder lawsuits
encourages auditors to be more conscrvatwe in audltmg rclatwely risky
clients such as large pubhc ‘companies. We ‘focus ‘on 'the - local office
subsidiaries of the Big-N firms namely KPMG, PwC, Ernst & Young, and
Deloitte. Thus, we state our first hypothesxs as follows. ‘

HI: Auditors charge hlgher audlt feesito polltlcally connected
firms thanto non-connected ones, ceter:.s' parzbus

Well-governed firms mltlgate the problem of insiders' agency problems If
directors and outside institutional shareholders closely monitor corporate
managers, this would mitigate any perverse effects of political connections
on audit risk and audit fees. The strength of such monitoring is in turn,
affected by the monitors' incentives and ability. Numerous theoretical and
empirical studies ‘show that the incentives.and abllltres of directors or
institutional investors to monitor company managers increases with their
equity ownership (e.g., ,, ). However, their ability to monitor is reduced if
firm operations are more compllcatcd due to extensive geographic or
product-line diversification (). These dlsctlSSlOl‘lS lead to the following two
collaborating hypotheses. -

H2a: Director and/or institutional shareholding structures mitigate the
adverse effect of political connections on audit fees.

H2b: Firms with more complicated structures have politically
connected boards and experience higher audit fees.

3. Research Design S ‘ o
3.1 ° Definition of Politically Connected Firms
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We sought biographic information about board directors from filings,
including individual portable document format (PDF) reports generated
from websites, the Nigerian Securities and Exchange Commission (SEC) as.
well as NSE filings. Inour opinion a firm with one or more directors holding
a political position before sitting on the board is politically connected. As in,
we definepolitical positions asfollows (Incimbent and former): President,
presidential candidate, Senator, member of the House of Representatives,
(assistant) secretary, deputy secretary, deputy assistant secretary,
undersecretary, governor, director, deputy director, commissioner,other
representatives, ambassador, chairman of a party caucus, chairman or staff
of a presidential election campaign, and chairman or member of the
presidential commlttee/counml o -

In addition to using a binary variable (PC Dummy) to indicate that a firm is
politically connected, we apply several other measures that indicate notonly
the presence of politi¢al connections but also theirstrength. The basic idea is
that, if political connections matter to audit risk, then their effect should
increase with theirstrength. The additional imeasures are the number of
pollttcal directors on the board (PC Directors),the niutber of elapsed years
since the most recent political position held by thepolitical directors(PC
Freshness),number of years the political directors served in the government
(PC Tenure) and the political power associated with political positions held
by connected directors(PC Rank). For these additional measures, a greater
value corresponds to the greater strength of a firm's polltlcal connections.
The assigned value for these variables in non-connected firms is zero.

3.2 Audit Fee Model

Building on Simunic's[1980] work, various researchers have modeled audit
fees based on audit complexity and risk.Client characteristics such as size,
leverage, asset liquidity, growth, profitability, and business and geographic
diversifications are related to audit complexity and risk and are thus found to
influence audit fees (e.g., ,Choi et al.[2008,2009],Gul [2006],). Accordingly,
we include a number of variables related to these firm characteristics. We
also control for the peak pricing of audit services by including an indicator
variable that equals one for firms with a December fiscal year-end and zero
otherwise (Gul and Goodwin [2010]). Prior auditing research (e.g., ,,, Gul

and Goodwin [2010]) suggests that Big N auditing firms or auditors that are v
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national or city-specific industry. leaders may provide higher-quality audits
and thus charge fee premiums, . - -

Following these studies, we control for dummy vanables that indicate Blg
4 auditors, national industry leaders, or-city-specific industry leaders. -
Year and industry effects are also included. We-use the following baseline
audit fee model to test the audit fee effects of political connections:

A
F

E

E

AFEE =
PCON =
SIZE =
LEV =
INVREC =
ouIcK =
CURRENT =
ROA =
LOSS =
NGS .=
NBS =
FOREIGN =
YE =
OPINION =
BIGY - =
NLEADER =

CLEADER = =

VOLATILITY =

B o=
YEAR =
INDUSTRY =

__f"

L

-

= a+ pPCON } BaSIZE + p,-, LEV + B4 INVREC + £5QUICK + pscunﬁsm + f7ROA + BgLO.

natural logarithm of audit fees;

one of the political connection measures, including PC Dummy, PC Directors, PC
thnm PC Tenure, and PC Rank,

natural luganlhm of total assels;

ratio of lotal liabilities lo lofal assets;

nmo of the sum of i mvcn!nry and receivables to total assels
ratio of current assets minus inventory (o lotal assets;

ratio to cun-c‘nl assels to lotal asscts;

ratio of net income to lotal assets;

1 for firms with negative net income and 0 otherwise;
number of geographic segments;

number of business segments;

ratio of foreign sales to total sales;

1 for firms with fiscal year-end December and 0 otherwise;
1 for firms receiving a going-concern opinion and 0 otherwise;
I for firms audited by Big 4 auditors and 0 othenwise;

1 if the audit firm is the national leader for the client’s industry (two digit Standard
Industrial Classification code) that year and 0 otherwise;

1 if the audit firm is the cily -specific industry leader for the city where the client’s
headquarters are located that year and 0 otherwise;

standard deviation of daily stock returns that year;

natural logarithm of the ratio of market equity to book equity;
year dummies; ‘ ; i
industry dummis.
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4. Empirical Results
4.1  Sample and Data

The sample period starts in 2001 and ends in 2009. Data availability
predicate our study period, leading to 1,893 firm-years in the tinal sample
after excluding entities with incomplete data elements for analyses and
control variables in the audit fee model.

Table 1 reports the descriptive statistics for the firms' political connections
and financial characteristics that may affect audit fees. This table shows that
about 38% of our sample firm—year observations have political connections,
as opposed to less than 3% of firms in Faccio's [2006] study. Politically
connected firms have, on average, 1.3 pol:tlcmns on their boards. The
median number of years in government service for political directors is five
and the median political rank is three. The distributions values for firm
characteristicsare roughly similar to those reported by Gul and Goodwin
[2010]. Thus, we donotdiscuss this in detail for the sake of brevity.

[Insert Table 1 aboﬁthiere] '

The Pearson correlations between various political connection measures
show that these measures are-highly correlated:-Politically connected firms
are significantly larger, and are more profitable than non-connected ones.:
These findings are consistent with the findings of .

4.2  MainAnalyses

Table 2, reports the results for testing H,, that auditors charge higher audit
fees to politically connected firms than to non-connected clients. The
coefficient of PCON is 0.114 and significant at the 1% level when we.
measure political connections by PC Dummy. This suggests that audit fees
charged to politically connected firms are 12% higher than others not
politically connected. In addition to examining the existence of corporate
political connections, we investigate the audit fee effects of the differential
strength of political connections. We report the results in columns 2-5 of
Table 2. The coefficient of PCON is 0.087 and significant at the 1% level
when PC Directors are considered. This suggests 9% extra audit fees for
politically connected firms with | political director and 18% for those with 2

: pohtlcal directors. The coefTicients of PCON are 0. 042 0 007, and 0.064.
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When PC Rank, PC Tenure, measures the strength of polltlcal conncctlons
and PC Freshness, all variables become significant at the 1%level.

These ﬁndmgs imply that ‘auditors charge hlghcr fees to firms with
politically connected directors who have served more powerful positions
and longer years in public service. The results reported in columns 25 are in
line with the notion that audit fees increase with the strength of political
connections. These fi n‘dings‘supportH that auditors charge higher audit fees
to politically connected firms. The coefficients of the control variables are
generally comparable to the statistics reported in prior.audit pricing research
in terms of significance levels and coefficient magmtudes (e.g., Gul and
Goodwin [2010]). Accordln gly, we do not dlscuss them in detail for the sake
of brewty r e .

[Insert Table 2 about here]
4.3 Dzsn‘ess Rrsk Poimcal Connect:ons, and Aud:tF ee.s

Prior literature shows that  politically’ connected firms in developing
countries are more likely to be rescued by the government in case of distress
0. In Sectlon 2, however, we argue that this type of benefit tends to be small

“in Ni gerla, because the size and frequency of bailouts there have been minor

except during the last financial crisis. One way to evaluate this argument is to
examine the effect of political connections on the audit fees for firms close to
distress. We assume that firms showing a financial loss are close to distress
and we modify the baseline model by adding the interaction term
LOSS*PCON. If political connections significantly increase the probability
of being bailed out by the government in case of financial distress, then the
coefficients of the interaction term LOSS*PCON should be negative. The

,results' reported in Table 3, however, show that the coefficients of the
‘interaction term LOSS*PCON are not significant. This supports our

hypothesis that the net effect of political connéctions on audit fees should be
positive, because political connections do not bring much benefit in the form
of bailouts to politically connected firms in the United States.

[Insert Table 3around here]
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4.4  Audit Opinion Analysis

We have shown that auditors charge higher fees to politically connected
clients, 1mplymg that such clients are riskier. In addition, we test:whether
auditors tend to issue going-concern opinions more frequently to connected
firms. Prior studies (e.g., ) show that auditors are more conservative toward
clients that may impose higher audit risks (e.g., relatively Ialge chents) ‘The
audttors, therefore tend to lower “their threshold for issuing modified
opinions on such firms. Prior reséarch suggests that auditors should be more
likely to issue. going-concern optnlons ‘to politically connected clients,
ceteris paribus, if they indeed perce:ve such cI:ents to be I‘ISklf:r Th:s
discussion motivates curﬁnal analysm ‘ il :

For our last test, we fun an aud:t cpm:on model w:th a dummy varlable that
indicates the receptlon ofa gom g-concern Op:nlon as the de pendent varlable
Following', we ccntrcl for fi nancnal characterlstlcs that proxy for aud:t risk,
- variables that measure audltor mdependence and indicator vanables for
audit quality (such as Big 1 N, natlcnal Ieadet and c:ty-specuﬁc leader) We
run this audit’ 0pmlcn model for both the whole sample and the sub-sample
consisting of firms in fi nanctal dlstress Table 4 revea!s the results.The
results show that in'both thé whole sample and the dlstressed sub-sample,
auditors are more likely to issue going-concern opmlcns to polltlcally
connected - clients. The ‘coeffi cients .of PCON, based ‘on most political
connection measures, ‘are significantly positive. "These tesults stiggest I:hat
auditors are more conservative toward politically connected cllents

[Insert Table 4 around here]

4, 5 Pre- andPost—F inancial Crisis Pe: mds

Table 5 prcsents the audit fee etfects of corponate polltlcal connectlons for
one year prior to the financial crisis of October 2008 and for thie
corresponding post-financial crisis year. Audltors charge higher audit feesto-
connected firms than to non-connected ones in both the pre- and post-
financial crisis. periods, evidenced by the significant and positive
coefficients of the political:connection variables for both periods. Table 5
also tests the difference in the adverse audit fee effects of political
connections between the Pre- and Post-financial crisis periods and finds the
difference to be statistically insignificant. These results do not lcnd credit to

- - ) b, -I.-.
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the view that the recent past financial crisis mﬂuence audllors perce:ved r:sk
for firms with political connections. S R
- [Insert Table Sarou:)d Biipg] oz grind G U 2

X Conclusxon g vl STETURI N

R |

Polmcal connectlons sngmf' cantly affect accountmg quallty and ‘busifiess
risk. They. may. help, connected firms- lmprove finaricial performance and
reduce - firms'- incentives .to ‘misreport - earnings:Moreover, politically
connected fi irms are less likely go into extinction because they havea higher
chance of obtaining government assistance in case of financial ‘distress.
These arguments suggest that auditors should expect lower risks in audltmg
clients with political connections than those without::However; managers
inside_politically .connected firms. have . greater. incentives.to -obscure
financial ‘statements to hlde polltlc:ans rcnt-seqkmg actmtlcs and/or to
'protcct thelr polltlcal benefits from publlc exposures, Volatllc perfon‘nance
is commion'in polltlcally connected firms and often results in ‘occasional
changes within the political Iandscape This’ perspectwe predtcts a hlgher
nsk assoclated w:th audmng such cllents Audlt nsk determmes the level of

,,,,,,,,,

pohtlcal connectlons aﬂ'cct audit rlsk

This i 1ssue is also 1mportant because pohtlcal connectlon is common among
pubhc firms in Nigeria. We find that about 38% of firms have politically

.connected members on their boards. Focusing on the period from 2001 to
2009, we find that auditors charged higher fees to clients with political
connections. This finding suggests that, overall, political connections
increase audit risk and, consequently, audit fees in Nigeria. We attribute this
result to two major factors. One of the important benefits brought about by
political connections is greater likelihood of government bailout. These
institutional factors enable political connections to have positive effects on
audit fees and diminish any negative effect.

Our findings show that auditors charge higher fees to pohucally connected
firms than to others. We contend that this relation is common among firms
with weakercorporate governance and more complicated structures
including, multi-segment firms and multinational corporations. -
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However, our findings are also subject toendogeneity problems common in
the auditing literature. The firstconcern is the reverse causality problem, that
is, firms thathave more opaque external reporting and/or are riskier in their
businessare highly likely to establish political connections. The other
concern is the omitted correlated variable problem, that is, the audit fee
model fails to .control for unobservable firm characterlstlcs that may
snmultaneously increase audit risk and political connectlons

Our findings have two alternative explanations. First, one can argue that
political directors may lack expertise and incentives to monitor managers.
Thus, the managers of such firms may have more opportunltles to mis report
earnings. In this regard, auditors may have to exercise greater efforts in
auditing firms with political directors. Second, since political directors
receive greater publicity they requirehigh-quality audit from. auditors to
protect their -political - reputations. - To ! evaluate ‘these -alternative
interpretations, we partition our sampleof connected firms based on polmcgl
directors sittingon audit committee, If our findings are consistent with thie
view that polltlcal directors lack’ moentwos and cxpcrtlse or excesswely
demand higher audlt quallty to protect thelr reputatlons, these audit fee
effects of political connections should be more pronounced among fi firms
with political directors s:ttmg on their audltcommlttees However, we fail to
find a significant difference in audit fces between firms with and without
political directors sitting on the audit committeé. Therefore, this evidence
provides little support forthese alternative cxplanattons

Our study contributes to extant Iltcraturc in sevcral aspects. Flrst to the best
of our knowledge, to the knowlcdgc of the author our paper is the first to
investigate how firms' personal ties with politicians on corporate
boardsinfluence auditors' assessments of audit riskin Nigeria. We conduct
our empirical studyusing a large data set of 1,893 firm-year observations
from 116 listed firms between 2001 and 2009. The sample of ) contains only
740 firm-year observations because the author focuses on an abnormal
period, such as the Asian financial crisis of 1997 and 1998 in Malaysm
Furthermore, we make use of more comprehensive data by incorporating
larger proportion (approximately 39%) of all listed firm filing, unlike ) and),
whose studies include only Standard & Poor's (S&P) 500 firms. Following ),
we provide country-specific evidence that overcomes the interpretation
problems of cross-country studies due to differenices in Iebnlljudiclal
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- .systems and &rltural factors

......

'Second, our study extends the' growmg hterature on the relattons between 2

pohtrcal eonneettons and f'manclal reportmg by exammmg the effects of
such connections en audlt pricing. More speclﬁeally, our studycontributes to
the liferature on, "how pollttcal ‘and “institutional facto’rs affect auditor
behaviour (),: ). Our ﬁndmgs suggest ‘that’ aud1tors percewe pohtlcally
connected clients as riskier; To the extent that auditors exercise more effort
in response to higher audit risksand charge higher audit fees, our findings
provide indirectevidence that pohtlcal connections impose significant costs
on connected firms by increasing. mformatlon ‘opaqueness and business
risks.By doing so, this paper documents the additional cost associated with
corporate - political -activities:. .on .top ~of corporate expendltures for
establishing and maintaining;political connections. This is contrary. to the

conventional . pohttcal «connection literature, whlch documents ﬂrms

._ Pohtlcalbenef'ts ZIR TR AT o !'r.-.-:i’;:'-"-::"';-

Thtrd we extend prtor studies that examme ' the 1mpact of mdependent audit
comm:ttees on firm reportlng quallty ), 1. ), and ) documentmixed emptrtcal
results. Fourth, unhke prior research on political economy( : Gul 2006), we
carefully control for the endogen’eity issue of political connections in the
absence of requisite data. Our results are robust to econometric solutions and
exogenous events such as pres:dentlal and mid-térm elections. Our ﬁndmgs

arealso robust to the f nancial Cl‘lSIS perlod of 2008 and 2009

Finally, this study shows that polltlcal connectlons matter to audltors and
incorporates 'firm “political connectcdness in comparmg audit risk ‘of
connected and unconnected fi rms In this’ rcgard our study is in line with
those of ) and ). These authors maintain that auditors play governance role in
mitigating agency problems We' prov1de evidence that the govcrnance role
of auditors extend to politically connected firms. Our findings are also
consistent with those of the international studies of ) and ), who document
the corporate governance role of auditors.
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o

“Hof Mean Std P10 | P2§ Median P90

Obs. Dev .
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PC Directors 3327 1315 0.74] ,l.anq . 1L.ooo 1.000 1.000 2.000
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Table 2: Political Connections and Audit Fees -
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M @ 0 Q) ®
PC Dummy PC Directors  PC Rank  PC Tenure  PC Freshness

NLEADER + 0304t 0305***  0303°**  0306%**  0304***
' [11.60] [11.66] [1160]  [IL64] [11.60]
CLEADER + 0 0031%**  0030**  0031***  0030** 0030
[2.61] [2.58] 262  [253] [2.56]

VOLATILITY ~ +  0203***  0204*** 0203  0202%%% = 0202%%*
[4.20] [4.22] @091 . @I, ¢ a7,

B + 0 0002%%  0.002**  0.002**  0003**  0.002¢*
. [232] [2.29] . [232]  [249] [234]
FOREIGN + 0814*** 0800+  0807***  0819%**  (.18**+*
_ [6.45] [6.38] (639]  [650) [6.48]
QUICK < -0042PHE L00M2MHF 004 .0042%Rs 004208
15101 [-15.10] - [1507]  [1500]°  [-15.03]

CURRENT + 0 0AB2MY 04BIM* 0482 0482%%*  (481%**
| [11.63] (L6  [1L6] [159] [11.60]

Constant 1.904%%%  LII4*** [ 904*H% [ g98%*e | 905%*e

2582]  [25.90] [25.90] [25.66] [25.86]

Industry effects Yes | Yes Yes ‘_ Yes Yes
Year effects Yes Yes Yes _ Yes Yes
Observations 29,785 29,785 29,785 29,785 29,785
Adj. R? 0.82 0.82 . 0.82 0.82 0.82

All continuous variables are winsorized at the 1% and 99% levels, All f-statistics reported in brackets are
based on standard errors clustered at the firm level, The superscripts ***, **, and * denote two-tailed
significance levels of 0,01, 0.05, and 0. 10, respectively.
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Table 3: Political Connections and Audit Fees for Financially

t
1 -

Distressed Firms

(1)

@)

@)

PC Dummy  PC Directors  PC Rank

| -
PC Tenure  PC Freshness -

PCON
LOSS

PCON*LOSS

Control variables ;.

Industry effects

Ye_ar'éffects
Observations

Adj. R’

£ 0058%
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AT

9 0011
[0.32]

-Yes
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;{gs

29,785
0.73

0.048%#*
[3.15]

0.092+*+*

637

0,005
[022]

-Yes |
Yus
g
29,785

0.73

0015

[1.63]

'0.09 |45
[6.28]

0.002
017
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Ye§
29,785

0

20003, . . onl-
[1.64] 1.
00026 e
64  [64]
0000 0007
[009]  [039]

Yos Yes -
Yus Yes
Yes Yes "

29,785 29,785
0.73 0.73

Al continuous variables are winsorized at the 1% and 99% levels. All t-statistics reported in brackets are
based on standard errors clustered at t he firm level. The superscripts **¥, **, and * denote two -tailed
significance levels of 0.01, 0,05, and 0.10, respectively, |
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Panel A: Whole sample

(H (2) ) 4 (3

PC Dummy  PC Directors PC Rank  PC Tenure  PCF reshness

PCON + 0 0239%%*  O.[12**  0.085**¥ 00I5**  0.122%**
-3.22] . 2551, 23] [281] [2.97].
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[1.93] [1.94] (194  [1.93] [1.94]
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[033) (0.36] [0.33] [0.34] [0.30]

NLEADER + 0198 -0.201 0200 -0.196 -0.196
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n ' (2) (3) ) 5
PC Dunnmy  PC Directors PC Runk’ PC Tenure  PC Freshness
[-1.2%) 1-1.31] J-1.29) [-1.2%) [-1/2x%]
CLEADER + 0.044 0.042 0043 041 0.042
10,89 [0.K6] 10.87] 1083 [LHS]
TENURE o 0006 0,008 0.007 “n_.l;ti'; o 0.000
o) 10.15] 131 '"'J'?'.. .12
REPORTLACG +  Dongeee 0.004%2%  n004%e 0004004 RN L
16.83} 16.53) o831 (eda) 0531
an + 0,000 0,000 ooon | ooon ahon
L 0Aat) [-0.39) j<0.40} [-0.39) C|-nav)
VEUATILITY 4+ ORGE*A* . BROS*EA DRGNS DROARES 0 HO4TSE
_ . . 15.25) 1s.250 18200 19250 152 2 o, ‘
rricict 4+ L.74s% 174800 | 174300 1740000 1.14'_1\-'“5_ .
110.93] 119.97]  [19.04) 119.99) 119.94]
Consiant ' 00237 -3k .'rn'.::?'l"" Coszuse  Cnmi7e
e s 1-2.03] |-2.06] TN NN XY IREARRR R 11157 S L
5 ‘ ‘-. , ! 1R '_:-"‘.‘:' Lo o ".I"'
Industry offucts : Yos Yo Yo CVem et L Yk 1
Year gcrg.,;u . Yus Yuu 4 }I'us P R _“-“l‘- : v Yua g 3
Obscrvations 22,387 22387 . 2LIMT | 223M7 20347
Pscudo-R* 0,48 0.4% .48 n.4% 0.4%

Table 4 (Cont'd.): ﬁqlitical Connections and Alllt-li“t ’bpi'.;ii,__.'.'g ¢

Panel B: Financially distressed suh-silmjilc‘ N ; 4

(h €2) (3) (+) (5)

PC Dumy  PC Directors I'C Rank — PC Temme - PC Freshness

PCON + 0.270%*+* 0.130%r* 0.094%**  0.016*** 0 1>
[3.46] [2.63] [3.28] |2.83) [3.18]
Conlrol variables Yes Yes Yes Yes Yes
Industry effects Yes Yes, Yes  Yes Ves
Year effects Yes Yes Yes Yes Yes
Observalions 8,528 8.528 8,528 8,528 R.528
Pseudo-R? 037 0.37 0.37 037 (037
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~This table reports the results of the probit model, with an indicator variable
. for going-concern opinions as the dependent variable. Among independent
- variables; LIT SHU is firm-specific litigation risk, based on Shu [2000];
“OFFICESIZE is the log value of audit fee revenues for the city-based

practice office that provides audit services for the sample firm:
INFLUENCE is the percentage of total fees (mcludmg both audit i non-
audit fees) charged to the sample firm relative to the total revenue for the
city-based practice office that prowdes audit services for the ﬁrm, TENURE
equals one if auditor tenure is three years or shorter and-zero otherwise;
REPORTLAG equals the number of days between the fiscal year-end and the
earnings announcement date; VOLATILITY is the standard deviation of
monthly stock returns for 12 months of the current fiscal year; PRIORGC
equals one if the company received a gomg-conccrn audit opinion'in the last
year and zero otherwise; and DACC is unsigned discretionary accruals
estimated from the modified’ cross-sectional. Jones model. All other
variables are defined in Section 3.2. All continuous variables are winsorized
at the 1% and 99% levels. The analysis controls for industry and year fixed
effects. All statistics are adjusted by clusterin g within firms, that is, standard

errors are estimated by maximum likelihood under the assumption that
residuals are clustered within firms. The superscripts ***, ** and * denote

two-tailed ssgmﬁcance levelsof0.01, 0 05,and0.10, respectlvely

Table 5: Polltlcal Connections and Audit Fees (Before and After the
Financial Crisis)

£ Dunnay

e venr belons Ch.l.. 200K Chnu year aller Out 2008

-1 2 (LG22

12.30]

0072w
[2.79]

a.0lo
[0.25]
Casttbiasd vaonpal la o Yus
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Yer
Tocbustey ity - Yen
- EMamurviles s A JHR LT

H-Haguured (LRI LA

All continuous variables are winsorized at the 1% and 99% levels. All t-

statistics reported in brackets are based on standard errors clustered at the

firm level. The superscripts ***, ** and * denote two-tailed significance
levels 0f 0.01, 0.05, and 0.10, respectively.
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