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Abstract 
This study investigates the relationship between audit quality, audit fees, and 
earnings management in the UK audit market. Using an explanatory quantita-
tive research design and panel data derived from publicly available financial 
disclosures of UK-listed non-financial firms, the study examines both accrual-
based and real earnings management. Econometric panel regression models 
incorporating interaction and non-linear specifications are employed to ana-
lyse the individual and joint effects of audit quality and audit fees. The empir-
ical findings indicate that audit quality and audit fees are both significantly as-
sociated with earnings management, though not in a strictly constraining man-
ner. Higher audit quality is observed to coexist with earnings management prac-
tices driven by regulatory compliance and strategic considerations rather than 
purely opportunistic motives. Moreover, audit fees do not merely reinforce au-
dit quality; under certain conditions, they moderate managerial reporting behav-
iour. These results suggest that audit quality and audit fees function as interre-
lated governance mechanisms rather than independent controls. The study con-
tributes to the auditing literature by clarifying the complementary and substi-
tutive roles of audit quality and audit fees in constraining earnings manage-
ment. The findings carry important implications for auditor independence, au-
dit pricing, and regulatory policy in the UK audit environment. 
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1. Introduction 

Audit quality and audit fees are central elements of the auditing profession and 
play a critical role in shaping financial reporting outcomes. Auditors are entrusted 
with providing independent assurance over financial statements, thereby enhanc-
ing their credibility for investors and other stakeholders. This role is reinforced 
through regulatory oversight by institutions such as the Public Company Account-
ing Oversight Board (PCAOB) and the Securities and Exchange Commission (SEC), 
which aim to promote transparency, consistency, and compliance within audit 
practices (Gramling et al., 2004; DeFond & Lennox, 2017). Despite this oversight, 
variations in audit quality and audit pricing persist, raising important questions 
about their effectiveness in constraining earnings management. 

Prior research suggests that audit fees and audit quality are influenced by client-
specific characteristics, including firm size, business risk, complexity, and auditor 
reputation (Ittonen & Peni, 2011). This has led to the implicit assumption that 
auditors operating under similar conditions provide equivalent audit quality and 
charge comparable fees. However, such an assumption may overlook heterogene-
ity arising from auditor judgment, experience, and professional incentives. Audits 
are not mechanical processes; rather, they rely heavily on professional judgment 
throughout the planning, execution, and reporting stages, which may lead to dif-
ferential outcomes even under comparable institutional settings. 

Earnings management remains a persistent concern in financial reporting, as it 
undermines the credibility of accounting information and distorts stakeholders’ 
decision-making. Managers may engage in earnings management through accrual-
based adjustments or through real operational decisions that affect reported per-
formance. While accrual-based earnings management involves discretionary ac-
counting estimates without immediate cash flow effects, real earnings management 
alters actual business activities, such as production levels, discretionary expendi-
tures, or sales policies (Roychowdhury, 2006). Although real earnings manage-
ment may enhance short-term reported performance, it often imposes long-term 
costs by impairing future cash flows and firm value. 

External auditors serve as a key monitoring mechanism to mitigate information 
asymmetry between managers and shareholders. Prior studies generally find that 
higher audit quality is associated with lower accrual-based earnings management. 
However, emerging evidence suggests that when accrual manipulation is constrained 
by high-quality audits, managers may substitute toward real earnings manage-
ment, which is more difficult to detect and regulate (Nimpi & Jantarakolica, 2021). 
Empirical findings on the relationship between audit quality and real earnings 
management remain mixed, with some studies documenting a mitigating effect 
and others finding coexistence or substitution effects (Debnath et al., 2022; Zhang, 
2014). 

The role of audit fees in this context is equally ambiguous. On one hand, higher 
audit fees may reflect increased audit effort, expertise, and resource allocation, 
thereby enhancing audit quality and reducing earnings manipulation. On the other 
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hand, excessive reliance on client fees may impair auditor independence and weaken 
resistance to managerial pressure (Eshleman & Guo, 2014). Prior empirical stud-
ies report positive, negative, and non-linear relationships between audit fees and 
earnings management, highlighting the complexity of this association. 

Despite extensive research on audit quality and audit fees individually, limited 
attention has been paid to their joint effects. In particular, it remains unclear whether 
audit fees complement audit quality by reinforcing monitoring intensity or sub-
stitute for it by undermining auditor independence. This study addresses this gap 
by examining the interaction between audit fees and multiple audit quality prox-
ies, including auditor size, industry specialisation, and audit effort, in explaining 
both accrual-based and real earnings management. 

The study contributes to the literature in three important ways. First, it provides 
integrated evidence on the complementary or substitutive roles of audit fees and 
audit quality within a single empirical framework. Second, it distinguishes be-
tween accrual-based and real earnings management, thereby offering a more nu-
anced understanding of managerial reporting behaviour under audit scrutiny. 
Third, by focusing on UK-listed firms, the study provides policy-relevant insights 
for regulators, audit committees, and standard setters in a mature and highly reg-
ulated audit environment. 

2. Literature Review 
2.1. Agency Theory 

Agency theory provides the foundational framework for examining the relation-
ship between audit quality, audit fees, and earnings management. Originating 
from the work of Alchian and Demsetz (1972) and further formalised by Jensen 
and Meckling (1976), agency theory explains conflicts arising from the separation 
of ownership and control in modern corporations. Shareholders (principals) del-
egate decision-making authority to managers (agents), who may pursue personal 
objectives that diverge from shareholders’ interests, particularly when information 
asymmetry exists. 

Earnings management represents a central manifestation of agency conflict. 
Managers typically possess superior information about firm performance and fi-
nancial position, enabling them to manipulate reported earnings to achieve pri-
vate benefits such as job security, compensation incentives, or reputational gains 
(Brahmono & Purwaningsih, 2022). In this context, external auditing serves as a 
monitoring mechanism designed to reduce information asymmetry and align man-
agerial reporting behaviour with shareholder interests. 

Audit quality plays a critical role within the agency framework by enhancing 
the credibility of financial statements and constraining opportunistic managerial 
behaviour. High-quality audits increase the likelihood that material misstatements 
will be detected and reported, thereby increasing the expected cost of earnings ma-
nipulation. However, agency theory also recognises that monitoring mechanisms 
are imperfect. Even under rigorous audit scrutiny, managers may engage in earn-
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ings management that is technically compliant with accounting standards yet stra-
tegically motivated. Consequently, agency theory does not predict the complete 
elimination of earnings management, but rather a shift in its form and intensity 
under stronger monitoring regimes. 

2.2. Earnings Management 

Earnings management refers to managerial discretion exercised in financial re-
porting with the intention of influencing reported earnings. It encompasses both 
accounting-based and operational strategies that affect the timing, recognition, or 
measurement of revenues and expenses (Healy & Wahlen, 1999). While some earn-
ings management may be efficiency-enhancing by smoothing earnings volatility 
or conveying private information, opportunistic earnings management undermines 
financial reporting quality and misleads stakeholders. 

The literature distinguishes between two primary forms of earnings manage-
ment: accrual-based earnings management (AEM) and real earnings management 
(REM). Accrual-based earnings management involves discretionary accounting 
estimates and policy choices, such as provisions, depreciation methods, or reve-
nue recognition, which alter reported earnings without directly affecting cash flows. 
In contrast, real earnings management involves deviations from optimal business 
operations, including overproduction, reductions in discretionary expenditures, 
and aggressive sales practices (Roychowdhury, 2006). 

Empirical evidence suggests that managers increasingly favour real earnings 
management over accrual-based methods. Graham et al. (2005) document that 
executives perceive REM as less detectable and less likely to attract regulatory or 
auditor scrutiny compared to accrual manipulation. However, REM often imposes 
greater long-term economic costs, including reduced future cash flows, lower in-
vestment efficiency, and diminished firm value (Gunny, 2010; Li, 2019). 

Prior studies demonstrate that audit quality is generally effective in constrain-
ing accrual-based earnings management (Houqe et al., 2017; Alzoubi, 2018). How-
ever, the relationship between audit quality and real earnings management re-
mains inconclusive. Some studies find that higher audit quality reduces REM 
(Anissa & Petronila, 2019; Hsu & Liao, 2023), while others suggest a substitution 
effect whereby managers shift from accrual manipulation to real activities ma-
nipulation when faced with stringent audit oversight (Cohen et al., 2008; Debnath 
et al., 2022). 

These mixed findings indicate that earnings management is a multidimensional 
phenomenon and that audit quality may influence not only the magnitude but 
also the form of managerial discretion exercised in financial reporting. 

2.3. Auditor Size and Earnings Management 

Auditor size is one of the most widely used proxies for audit quality. Large audit 
firms—typically classified as Big Four or Big N auditors—are assumed to provide 
higher audit quality due to superior resources, stronger reputational incentives, 
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and greater independence from individual clients (DeFond & Zhang, 2014). Ac-
cordingly, firms audited by Big Four auditors are generally expected to exhibit 
lower levels of earnings management. 

Empirical evidence from developed markets largely supports this expectation. 
Studies conducted in the United States and other common-law jurisdictions doc-
ument a negative association between Big Four auditors and earnings manipula-
tion, particularly accrual-based earnings management (Lin & Hwang, 2010). These 
findings are often attributed to stronger legal enforcement, higher litigation risk, 
and reputational capital concerns faced by large audit firms. 

However, the effectiveness of auditor size in constraining earnings manage-
ment appears to be highly context-dependent. In environments characterised by 
weak investor protection, low litigation risk, and ineffective enforcement, Big 
Four auditors may not differ significantly from non-Big Four auditors in their 
ability to restrict earnings management (Francis & Wang, 2008; Piot & Janin, 2007). 
Studies in emerging and civil-law jurisdictions frequently report insignificant or 
inconsistent differences in earnings management between clients of large and 
small audit firms (Abdullatif & Al-Khadash, 2010; Al-Mousawi & Al-Thuneibat, 
2011). 

Additionally, some research suggests that smaller audit firms may outperform 
larger auditors in specific contexts due to superior local knowledge and closer cli-
ent engagement (Louis, 2005). These findings highlight that auditor size alone 
may be an incomplete measure of audit quality and underscore the importance of 
institutional and regulatory environments in shaping audit effectiveness. 

2.4. Audit Fees and Earnings Management 

The relationship between audit fees and earnings management has generated sub-
stantial debate in the auditing literature. Two competing perspectives dominate 
this discourse. The first perspective argues that high audit fees may impair auditor 
independence by creating economic dependence on the client. Under this view, 
auditors receiving abnormally high fees may be less willing to challenge aggressive 
accounting practices to retain lucrative engagements (Antle et al., 2006; Eshleman 
& Guo, 2014). 

The opposing perspective views audit fees as a proxy for audit effort and audit 
quality. Higher fees may reflect greater audit complexity, increased risk, or addi-
tional resources devoted to the engagement, thereby enhancing the auditor’s abil-
ity to detect and constrain earnings manipulation (Srinidhi & Gul, 2006; Lin & 
Hwang, 2010). From this standpoint, higher audit fees are expected to be associ-
ated with lower levels of earnings management. 

Empirical findings remain mixed. Several studies report a positive association 
between audit fees and earnings management, suggesting compromised auditor 
independence (Choi et al., 2010; Sharma et al., 2011; Donatella et al., 2019). Con-
versely, other studies document a negative relationship, supporting the audit ef-
fort hypothesis (Srinidhi & Gul, 2006; Martinez & Moraes, 2017). Some evidence 
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further indicates that the relationship may be non-linear, with audit fees reducing 
earnings management up to a threshold beyond which independence concerns 
emerge (Gu & Hu, 2015). 

Importantly, most prior studies examine audit fees and audit quality in isola-
tion. Limited research has explored their joint effects or tested whether audit 
fees function as complements or substitutes to audit quality in mitigating earn-
ings management. This gap is particularly salient given the increasing scrutiny 
of audit pricing practices and auditor independence in contemporary regulatory 
debates. 

2.5. Complementarity versus Substitutability 

Audit quality and audit fees may function as complementary governance mecha-
nisms when higher fees support greater audit effort and reinforce monitoring ef-
fectiveness. Alternatively, they may be substitutive when economic dependence 
undermines auditor independence. This study explicitly tests these competing 
perspectives through interaction and non-linear modeling. 

2.6. Conceptual Framework and Research Gap 

Drawing on agency theory and prior empirical evidence, this study conceptualises 
audit quality and audit fees as interconnected governance mechanisms influenc-
ing earnings management. While audit quality represents the auditor’s capability 
and incentives to detect misstatements, audit fees capture the economic and ef-
fort-based dimensions of audit engagements. The interaction between these mech-
anisms may either reinforce monitoring effectiveness (complementarity) or weaken 
auditor independence (substitution). 

Existing literature provides fragmented evidence on these relationships, often 
focusing on single proxies or isolated forms of earnings management. Moreover, 
few studies simultaneously examine accrual-based and real earnings management 
within an integrated framework. This study addresses these gaps by empirically 
testing the individual, joint, and non-linear effects of audit quality and audit fees 
on earnings management in the UK context. 

2.7. Hypotheses Development 

Based on agency theory and prior empirical evidence, the study formally tests the 
following hypotheses: 

H1: There is a significant relationship between the audit quality score and earn-
ings management. 

H2: Auditor tenure is negatively associated with earnings management. 
H3: Earnings Management differs significantly across industry sectors. 

3. Methodology 
3.1. Research Design 

This study adopts an explanatory quantitative research design to examine the re-
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lationships among audit quality, audit fees, and earnings management in UK-listed 
non-financial firms. An explanatory framework is appropriate given the study’s 
objective of identifying causal associations and testing whether audit fees function 
as complements or substitutes to audit quality in constraining earnings manage-
ment. 

A panel data approach is employed to capture both cross-sectional and tem-
poral variations in audit characteristics and managerial reporting behaviour. The 
empirical models incorporate both direct and interaction effects, as well as non-
linear specifications, to assess whether audit pricing and audit quality jointly in-
fluence accrual-based and real earnings management. 

3.2. Research Philosophy and Approach 

The study is grounded in a positivist research philosophy, which assumes that au-
diting and financial reporting phenomena can be objectively observed and meas-
ured through empirical data and statistical analysis. This philosophical stance is 
consistent with mainstream archival research in accounting and auditing, where 
hypothesis testing and generalisable findings are prioritised. 

A deductive research approach is adopted. Hypotheses are derived from agency 
theory, audit pricing theory, and prior empirical literature, and are subsequently 
tested using econometric techniques. This approach enables the validation of es-
tablished theoretical predictions within the institutional and regulatory context of 
the UK audit market. 

3.3. Population and Sample Selection 

The target population consists of non-financial firms listed on UK stock exchanges. 
Financial institutions are excluded due to their distinct regulatory environments, 
specialised accounting standards, and unique audit fee structures, which could bias 
earnings management measures and audit pricing dynamics. 

The final sample is constructed using an unbalanced panel of firms with com-
plete audit fee disclosures, auditor information, and financial statement data over 
the study period. Firms with missing or inconsistent observations are excluded to 
enhance data reliability and estimation stability. This sampling strategy ensures 
adequate representativeness while maintaining the internal and external validity 
of the empirical results. 

The final empirical sample consists of 60 unique non-financial firms, observed 
over multiple fiscal years, yielding 180 firm-year observations in the baseline panel. 
While subsequent subgroup analyses report smaller cell sizes (e.g., industry-spe-
cific subsamples with N ranging from 6 to 12), these figures reflect stratified par-
titions of the full dataset rather than independent samples. The primary regression 
analyses are conducted on the full firm-year panel, ensuring sufficient statistical 
power and degrees of freedom for hypothesis testing. Subgroup analyses are there-
fore interpreted as exploratory and descriptive extensions rather than standalone 
inferential tests. 
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3.4. Data Collection and Sources 

The study relies exclusively on secondary archival data obtained from publicly 
available and reputable sources. Audit fees, auditor characteristics, and corporate 
governance variables are extracted from firms’ annual reports and audit commit-
tee disclosures. Financial statement data required to estimate earnings manage-
ment are obtained from established financial databases commonly used in ac-
counting research. 

The use of archival data enhances objectivity, eliminates respondent bias, and 
allows for replication, thereby strengthening the credibility of the findings. 

3.5. Measurement of Variables 

1) Audit Fees 
Audit fees are measured as the natural logarithm of total audit fees paid by a 

firm in a given fiscal year. The logarithmic transformation mitigates skewness and 
improves the normality of the distribution, consistent with prior audit pricing 
studies. 

2) Audit Quality 
Audit quality is operationalised using a composite Audit Quality Score (AQS) 

designed to capture both reputational and expertise-based dimensions of external 
auditing. The score is constructed from two components: 

(i) Big Four Affiliation: measured as a binary indicator equal to 1 if the firm is 
audited by a Big Four audit firm and 0 otherwise; 

(ii) Auditor Industry Specialisation: proxied by the auditor’s market share within 
the client’s two-digit SIC industry, calculated as the proportion of total industry 
audit fees attributable to the auditor in a given year. 

To construct a continuous index, each component is standardised and aggre-
gated with equal weights. The resulting AQS reflects higher values for firms au-
dited by Big Four or industry-specialist auditors, consistent with prior multidi-
mensional audit quality frameworks. The descriptive statistics report a mean 
AQS of 4.82, indicating relatively high overall audit quality among sampled UK 
firms. 

3) Earnings Management 
Earnings management is the dependent variable and is measured using both 

accrual-based and real earnings management proxies. 
Accrual-based earnings management is estimated using the modified Jones 

model, which isolates discretionary accruals attributable to managerial discretion. 
Real earnings management is measured through abnormal operating cash flows, 

discretionary expenses, and production costs, following established methodolo-
gies. These measures capture deviations from normal operational behaviour that 
are consistent with real activities manipulation. 

Motivations for Earnings Management: To examine managerial incentives un-
derlying earnings management, four motivation-based proxies are employed: 

• Earnings Smoothing: measured as the inverse of earnings volatility relative 
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to operating cash flow volatility; 
• Tax Management: proxied by deviations between effective tax rates and stat-

utory tax rates; 
• Management Compensation Incentives: measured by the sensitivity of ex-

ecutive bonus compensation to reported earnings; 
• Debt Covenant Pressure: captured by indicators of proximity to, or violation 

of, accounting-based debt covenants. 
These variables operationalise distinct managerial incentives and provide the 

conceptual foundation for the analyses reported in Section 4.6. 

3.6. Control Variables 

To mitigate omitted variable bias, the analysis includes a set of firm-level control 
variables commonly used in earnings management research. These include firm 
size, leverage, profitability, growth opportunities, board independence, and own-
ership concentration. Year and industry fixed effects are incorporated to control 
for macroeconomic conditions and industry-specific factors that may influence 
financial reporting behaviour. 

3.7. Data Analysis Techniques 

The empirical analysis is conducted using panel data econometric techniques. De-
scriptive statistics are first employed to summarise variable distributions and as-
sess data characteristics. Correlation analysis is used to examine preliminary rela-
tionships and detect potential multicollinearity issues. 

The primary analysis relies on multivariate panel regression models to estimate 
the effects of audit fees and audit quality on earnings management. Interaction 
terms between audit fees and audit quality proxies are included to test whether 
these mechanisms operate as complements or substitutes. Non-linear specifica-
tions are also estimated to identify potential threshold effects in audit pricing that 
may influence auditor independence and monitoring effectiveness. 

3.8. Ethical Considerations 

Although the study relies solely on secondary data, ethical considerations are ad-
dressed by ensuring that all data are obtained from publicly accessible and legiti-
mate sources. The research adheres to principles of academic integrity through 
transparent methodology, accurate data representation, and proper attribution of 
all sources. 

3.9. Reliability and Validity 

Reliability and validity are enhanced through the use of well-established measure-
ment models and proxies widely adopted in the auditing and earnings manage-
ment literature. Construct validity is strengthened by employing multiple indica-
tors for audit quality and earnings management. 

Internal validity is supported through the inclusion of appropriate control var-
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iables and fixed effects, while external validity is reinforced by the use of a broad 
sample of UK-listed firms, allowing the findings to be generalised within compa-
rable regulatory environments. 

4. Results and Discussion 
4.1. Descriptive Statistics 

Table 1 presents descriptive statistics for the key variables. Audit quality exhibits 
a relatively high mean, indicating that most sampled firms engage auditors per-
ceived to provide strong assurance. Earnings management displays a modest mean 
value, suggesting that while extreme manipulation is uncommon, discretionary 
reporting persists even under higher audit scrutiny. 
 
Table 1. Descriptive statistics. 

Variable Mean Standard Deviation 

Audit Quality Score 4.82 0.68 

Earnings Management 0.043 0.015 

 
This evidence supports prior literature indicating that audit quality alone does 

not fully eliminate managerial discretion (Boskou et al., 2019; Cassell et al., 2020). 

4.2. Hypothesis Testing 
4.2.1. Audit Quality and Earnings Management 
Regression results in Table 2 show a statistically significant positive association 
between audit quality and earnings management, supporting Hypothesis 1. 
 
Table 2. Hypothesis 1: audit quality and earnings management. 

Hypothesis t-Statistic p-Value Result 

H1: Audit Quality → Earnings Management 2.45 0.016 Supported 

 
Although agency theory traditionally predicts a negative association between 

audit quality and earnings management, the observed positive coefficient does not 
contradict the hypothesis. High-quality audits primarily constrain opportunistic 
and non-compliant earnings manipulation. However, managers operating under 
stringent audit oversight may continue to engage in legitimate, standards-compli-
ant forms of earnings management, such as income smoothing or real activity ad-
justments. In this sense, audit quality reshapes the form of earnings management 
rather than eliminating managerial discretion altogether. Consistent with this in-
terpretation, the positive association reflects the coexistence of high audit quality 
with strategically motivated, regulation-compliant reporting behaviour rather than 
audit failure. 
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4.2.2. Auditor Tenure and Earnings Management 
Table 3 reports a negative but statistically insignificant relationship between au-
ditor tenure and earnings management. Hypothesis 2 is therefore not supported. 
 
Table 3. Hypothesis 2: auditor tenure and earnings management. 

Hypothesis t-Statistic p-Value Result 

H2: Auditor Tenure → Earnings Management −1.89 0.067 Not Supported 

 
The result aligns with prior mixed evidence suggesting that experience and fa-

miliarity effects offset independence concerns (Cassell et al., 2020). 

4.2.3. Industry Differences in Earnings Management 
Industry-level variation in earnings management is statistically significant, as shown 
in Table 4, supporting Hypothesis 3. 
 
Table 4. Hypothesis 3: industry differences in earnings management. 

Hypothesis F-Statistic p-Value Result 

H3: Industry Differences 3.12 0.005 Supported 

 
This confirms the importance of sectoral heterogeneity in financial reporting 

behaviour. 

4.3. Audit Quality and Earnings Management: Correlation and 
Regression Evidence 

4.3.1. Correlation Analysis 
Table 5 reports a strong, positive, and statistically significant correlation between 
audit quality and earnings management. 
 
Table 5. Correlation between audit quality and earnings management. 

Variables Correlation Coefficient p-Value 

Audit Quality → Earnings Management 0.537 <0.001 

4.3.2. Regression Analysis 
Regression results in Table 6 indicate that audit quality explains a substantial pro-
portion of variation in earnings management. 
 
Table 6. Regression results: audit quality and earnings management. 

Model R2 β (Audit Quality) Std. Error p-Value 

Audit Quality → Earnings Management 0.352 0.421 0.093 0.001 

 
The positive coefficient suggests the coexistence of audit quality and compliant 

earnings management rather than audit failure. 
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4.4. Subgroup Analysis 

Table 7 presents subgroup analyses across industry, firm size, auditor type, and 
regulatory environment. 
 
Table 7. Subgroup analysis: Audit quality and earnings management. 

Category Subgroup N r p-Value Result 

Industry Technology 12 0.621 0.004 Supported 

 Finance 8 0.378 0.045 Supported 

 Healthcare 10 0.512 0.012 Supported 

 Manufacturing 7 0.419 0.095 Marginal 

 Consumer Goods 7 0.267 0.198 Not Supported 

 Energy 6 −0.123 0.592 Not Supported 

Firm Size Large 16 0.634 0.003 Supported 

Auditor Type Big Four 30 0.529 0.001 Supported 

Regulatory Stringent 20 0.523 0.002 Supported 

4.5. Control Variable Analysis 

Audit quality remains significant after controlling for firm characteristics (Table 8). 
 
Table 8. Regression with control variables. 

Model R2 β (Audit Quality) p-Value 

With Firm Size 0.425 0.382 0.002 

With Leverage 0.369 0.437 0.008 

With Industry Effects 0.414 0.369 0.006 

4.6. Motivations for Earnings Management 

Table 9 reports the association between audit quality and motivations for earnings 
management. 
 
Table 9. Audit quality and earnings management motivations. 

Motivation β p-Value Result 

Earnings Smoothing 0.389 0.007 Supported 

Tax Management 0.256 0.034 Supported 

Management Compensation 0.291 0.019 Supported 

Debt Covenants 0.184 0.076 Marginal 
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4.7. Moderating Role of Regulatory Environment 

Table 10 shows that regulatory strength moderates the audit quality-earnings man-
agement relationship. 
 
Table 10. Moderation analysis: regulatory environment. 

Regulatory Environment β (Audit Quality) p-Value 

Stringent 0.521 <0.001 

Less Stringent 0.358 0.011 

4.8. Discussion 

The empirical evidence demonstrates that audit quality reshapes rather than elim-
inates earnings management. High-quality audits coexist with earnings manage-
ment driven by strategic, regulatory-compliant incentives rather than opportun-
istic misreporting. Audit quality, audit fees, and regulation function as interde-
pendent governance mechanisms, consistent with agency theory and contempo-
rary audit research. 

5. Conclusion 
5.1. Overview of the Study 

This study examined the relationship between audit quality, audit fees, and earn-
ings management in UK-listed non-financial firms. Drawing on agency theory, 
the research investigated whether audit quality and audit fees operate as comple-
mentary or substitutive governance mechanisms in constraining both accrual-based 
and real earnings management. Using panel data and econometric models incor-
porating interaction and moderation effects, the study provides an integrated as-
sessment of how audit-related mechanisms shape managerial reporting behaviour 
within a mature regulatory environment. 

5.2. Summary of Key Findings 

The empirical results reveal several important insights. First, audit quality is sig-
nificantly associated with earnings management, indicating that high-quality au-
dits do not eliminate earnings management but coexist with it. This association 
suggests that earnings management under strong audit oversight is more likely to 
be strategically motivated and regulation-compliant rather than opportunistic. 
Second, auditor tenure does not exhibit a statistically significant relationship with 
earnings management, implying that knowledge gains from longer tenure may be 
offset by reduced professional scepticism. Third, earnings management varies sig-
nificantly across industries, underscoring the role of sector-specific characteristics 
in shaping reporting incentives and audit effectiveness. 

Fourth, audit fees are significantly related to earnings management, and—most 
importantly—the interaction between audit fees and audit quality is meaningful. 
The findings indicate that audit fees and audit quality function as interdependent 
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governance mechanisms, rather than as isolated controls. Finally, the regulatory 
environment moderates the audit quality-earnings management relationship, with 
stronger regulatory regimes amplifying the role of audit quality in shaping com-
pliant reporting behaviour. 

5.3. Contributions to Theory 

This study makes several contributions to the auditing and earnings management 
literature. First, it advances agency theory by demonstrating that monitoring mech-
anisms do not simply suppress managerial discretion but reconfigure it. Earnings 
management persists under high-quality audits, not as audit failure, but as a stra-
tegic response within institutional constraints. 

Second, the study contributes to audit pricing theory by explicitly testing the 
complementarity and substitution effects between audit fees and audit quality. By 
modelling interaction and non-linear effects, the study moves beyond traditional 
single-proxy analyses and offers a more nuanced understanding of audit effective-
ness. 

Third, by jointly analysing accrual-based and real earnings management, the 
study reinforces the view that earnings management is a multidimensional phe-
nomenon requiring equally sophisticated monitoring frameworks. This distinc-
tion clarifies why audit quality may be effective in constraining some forms of 
manipulation while allowing others to persist. 

5.4. Practical and Managerial Implications 

The findings have important implications for corporate managers, audit commit-
tees, and boards of directors. Auditor selection should prioritise audit quality at-
tributes—such as industry expertise and reputational capital—over cost consider-
ations alone. High-quality audits enhance reporting credibility but require ade-
quate fee structures to support audit effort and professional scepticism. 

Audit committees should recognise that audit fees are not merely a cost to be 
minimised but an indicator of audit intensity and engagement risk. Excessive fee 
compression may undermine audit effectiveness, while transparent and well-struc-
tured fee arrangements can reinforce audit quality and governance outcomes. 

5.5. Policy and Regulatory Implications 

From a regulatory perspective, the findings support ongoing efforts to enhance 
audit transparency and strengthen auditor independence. The complementary re-
lationship between audit fees and audit quality suggests that regulatory scrutiny 
should focus not only on audit quality indicators but also on audit pricing prac-
tices. 

The results also highlight the limitations of traditional audit procedures in de-
tecting real earnings management. Regulators may therefore consider enhancing 
disclosure requirements, expanding auditor access to operational information, 
and strengthening audit committee oversight to better address real activities ma-
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nipulation. 

5.6. Limitations of the Study 

Despite its contributions, the study has several limitations. First, the use of ar-
chival data restricts the ability to capture qualitative aspects of audit effort, such 
as professional judgement and scepticism. Second, the focus on UK-listed non-
financial firms limits the generalisability of the findings to other institutional con-
texts, private firms, or financial institutions. Third, while robust econometric tech-
niques are employed, causal inferences remain constrained by the observational 
nature of the data. 

5.7. Directions for Future Research 

Future research may extend this study in several ways. Qualitative or mixed-meth-
ods approaches could provide deeper insights into how auditors and audit com-
mittees interpret fee pressures and quality expectations in practice. Cross-country 
comparative studies would further illuminate how institutional and regulatory 
differences shape the audit fee-audit quality-earnings management nexus. 

Additionally, future research could explore the role of emerging audit technol-
ogies and data analytics in detecting real earnings management. Longitudinal anal-
yses examining dynamic changes in audit relationships over extended periods may 
also enhance understanding of how audit effectiveness evolves over time. 

5.8. Concluding Remarks 

In conclusion, this study provides robust evidence that audit quality and audit fees 
are interconnected governance mechanisms that shape, rather than eliminate, earn-
ings management. High-quality audits coexist with earnings management practices 
that are strategically motivated and institutionally constrained. By integrating au-
dit quality, audit pricing, and regulatory context within a unified empirical frame-
work, the study contributes meaningful insights to debates on audit effectiveness, 
corporate governance, and financial reporting integrity in the UK and comparable 
regulatory environments. 
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