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The purpose of this study was to evaluate the effect of income
smoothing on the amount of fees paid for auditing services in
companies listed on the Tehran Stock Exchange. In this study, the
criteria of net income volatilities and accruals were used as indicators
of income smoothing in companies. For this purpose, the financial
information of 118 companies in the years 2011 to 2020 were
extracted and reviewed by systematic elimination method as a
statistical sample of the research. Multiple linear regression method
was used to test the hypotheses. Findings showed that income
smoothing based on both criteria of net income volatilities and
accruals had a significant effect on audit fees in companies. In other
words, profit with less volatilities (higher quality of income) and
accruals with less volatilities in companies (higher quality of accruals)
led to a reduction in the amount of fees received by auditors.
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EXTENDED ABSTRACT

Introduction

Income smoothing is generally defined as a reduction in the level of volatilities of a
company's profit in successive periods of time. Previous research has represented two
different and contradictory perspectives on whether profit smoothing is harmful or
beneficial for the participants in finance markets or shareholders. The first approach
considered as the information advantage perspective argues that managers use profit
smoothing to reveal their private information about the future performance of firms,
information that can increase the value of the company and information related to profit.
On the other hand, the opportunistic perspective focuses on the possibility that managers
engage in profit smoothing as opportunistic behavior. This point of view indicates that profit
smoothing is employed to obfuscate information related to the real economic performance
of companies and can lead to a decrease in the level of profit transparency and ultimately to
a decrease in the value of the company.

The significance of the present study considered the importance of the profit
management as well as the evidence obtained from the surveys conducted in the research
of Graham et al. (2005). The empirical evidence obtained from this study revealed that the
managers were mostly in favor of a smooth and uniform trend of the company's profit over
consecutive years and accordingly were willing to sacrifice the real economic value of the
company. The findings showed that almost 97% of the managers participating in the survey
preferred a smooth trend in profits and 78% agreed that they are ready to risk the
company's value to achieve a smooth profit. Surprisingly, based on this survey, most
managers (67%) believed that less volatile profits may lead to more favorable terms of
exchange with external stakeholders other than investors such as suppliers and customers.
The above-mentioned survey also indicated that profit smoothing seems desirable from the
point of view of foreign stakeholders. The aim of the present research was to scrutinize the
effect of income smoothing on the amount of audit fees in companies admitted to the Tehran
Stock Exchange.

Methodology

This research, in terms of correlation and research methodology was of a quasi-
experimental and post-event type in the field of accounting proof research carried out using
real information. This research was applied since it can be used in the process of using the
information, (this research is applied in terms of its nature and goals).

In the present research, to experimentally measure income smoothing to determine its
relationship with audit fees, two different criteria were used. Following Leos et al. (2003)
and Francis et al. (2004), the first criterion of income smoothing was based on net income
fluctuations (standard deviation) and compared to operating cash flow for the last three to
five years. In addition, the second measure of income smoothing was also based on Long et
al. (2012) assuming that managers use accruals to smooth income fluctuations, which is
based on the negative correlation coefficient between cash flows from operations and total
accruals calculated. For this purpose, the financial information of 118 companies was
extracted and analyzed in the years 2010 to 2019 through systematic elimination method
as a statistical sample of the research. Multiple linear regression method was used to test
the hypotheses.
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Results and discussion
The test model of the research hypotheses using research is written as follows:

LAUDIT;; = By + B1SMTH;, + B,SIZE; + B3LEVy + ByBM; + BsROA; + BsLOSS; + B7SG + fgOPLEV,
+ ByCFO; + &

The result of the analysis of the variables based on linear regression showed that,
according to the t-test statistic, income smoothing based on income fluctuations and income
smoothing based on accruals criteria had a significant effect on the audit fee (the t-statistic
corresponding to this variable was -4.173 and -181.3 respectively). Therefore, the research
hypotheses were accepted for the model when income smoothing was evaluated using the
net income volatility and accruals measures.

Conclusion

The conceptual frameworks and conducted studies in the field of audit effort pricing for
determining the audit fee was mainly divided into the following sub-categories: (1)
characteristics of the auditor or audit clients as determining factors of the audit fee and (2)
the effect of profit quality on decisions pertinent to the determination of the audit fee.

In response to the opportunistic behaviors of corporate managers in engaging in
earnings management behaviors, auditors may charge a higher audit fee to cover the
increased litigation risk resulting from the use of income smoothing as an opportunistic
reporting behavior. These two arguments show that the effect of income smoothing on audit
fees is ultimately a question that should be investigated and answered by examining
empirical evidence.

The findings of the research showed that profit smoothing based on both the criteria of
earning volatility and accruals had a significant effect on audit fees in companies. In other
words, profits with lower fluctuations (higher quality of profits) and low volatility of
accruals in companies (higher quality of accruals) led to a decrease in the amount of fees
received by auditors.
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