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Audit quality and labour investment efficiency

Abstract

This paper investigates the effect of audit quality on firm labour investment efficiency for 122
Tehran Stock Exchange-listed companies over 2008-2020. Since audit quality affects both the
agency problem, information environment and monitoring environment, it would expect the
efficiency of labour investment to vary with the particular auditor a firm choice. The methodology
of this study is a quantitative and ex-post and labour investment efficiency was measured using
the Pinnuck and Lillis model. The results of research regression analysis showed that there is a
positive and significant relationship between audit quality and firms’ labour investment
efficiency. Also, the evidence showed that the relationship between audit quality and over- or
under-investment in labour is negative and significant. These findings have important political
implications for businesses and employment policymakers and also auditing profession.

Keywords: Auditor size, labour, audit quality, over-investment in labour, under-investment in
labour.
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Extended Abstract

Introduction:

This study investigates the relationship between audit quality and labour investment
efficiency. Prior study suggests that financial reporting plays an important role in mitigating
information asymmetries between managers and shareholders (e.g., Bushman and Smith, 2001).
Hence, financial reporting is important for not only informing shareholders about a company's
past operations but also for future investment decisions in labour. Consistent with this argument,
a developing stream of research provides empirical evidence that higher quality of financial
reporting is associated with increased labour and non-labour investment efficiency (e.g., Modares
and Hesarzadeh, 2008; Biddle et al., 2009; Chenet al., 2011; Hashemi et al., 2013; Garcia-Lara et
al., 2016; Aflatoni and Khazaie, 2016). This paper extends this line of research by examining the
effect of audit quality on the labour investment efficiency in Iran. Prior studies showed that audit
quality is associated with higher financial reporting quality for client firms (e.g., Balsam,
Krishnan, & Yang, 2003; Dunn & Mayhew, 2004; Reichelt & Wang, 2010; Lennox et al., 2016)
and enhances the monitoring role. It also reduces information asymmetries between managers and
shareholders, which, in turn, mitigates moral hazard problems and reduces adverse selection costs.
However, auditors may also play an important role in firms' labour investment efficiency, in
addition to and independent of their direct influence on financial reporting quality. For example,
an industry expert auditor has knowledge of not only specific client operations but also extensive
knowledge about the operations of other companies in the same industry. This cross-firm
knowledge can enable auditors to transfer industry information within their client base, which
could help managers make better labour investment decisions owing to increased knowledge
about their industry. Accordingly, in this paper, the role of one of the key important factor, audit
quality, on the labour investment efficiency was investigated.

Hypothesis:

Prior audit studies document an association between external auditing and information
production. Some of researcher argue that an auditor’s main tasks are to monitor the client’s
activities by evaluating the operating, investment, and financing risks (Cohen et al., 2002; Bedard
and Johnstone, 2004). These risks are also used to plan and implement necessary audit procedures.
Therefore, this increased supervision of managers’ activities limits their incentives to make sub-
optimal labour investment decisions. Consistent with these argument, managers who know that
auditor has profound knowledge of their company operations are expected to refrain from
diverting firm resources for labour hiring or firing, to less over-invest in negative NPV labour
projects, and stop delaying the abandonment of losing projects about labour investment decisions.
These actions should increase the overall level of labour investment efficiency of a firm.

Also, by alleviating information asymmetry between firms and investors, audit helps attract
investors, lowering firms’ cost of capital, and thus, mitigating their under-investment in labour
problems. Overall, it is likely that external auditors affect firm-level labour investment efficiency.
This effect could work through the auditor’s direct influence on the client firm’s financial
reporting quality or through other value-added services provided by the auditor, such as informal
advice, knowledge sharing, information production, and assurance and insurance values
(Boubaker et al., 2018; Langberg and Rothenberg, 2021). This leads our paper to formulate the
following hypothesis:

H1: Better audit quality improves the labour investment of firms.

Method:

The research methodology is quantitative research that adopts the scientific method and
empirical evidence, based on hypotheses and ex-post research design. This type of research is
utilized when criteria data quantitative are used. In this research, data from 122 firms listed on
Tehran Stock Exchange from 2008 to 2020 was gathered through the financial statements and
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Rahavard Novin software. Statistical analysis was carry out by multi-variable regression in panel
data structure with Eviwes and SPSS software.

Our proxies for labour investment efficiency are constructed based on the Pinnuck and Lillis’
(2007) model. The model takes the following form:

Net-Hiringi: = o + B1Sales_Growth; + B.Sales_Growthit1 + BsROAi: + BsAROA,; + BsAROA 11
+ PeReturni: + prSizeir1 + PsQuickizs + PoAQuickiy + PioAQuickizi + Pulevier +
¥ &, 8kLoss_Bin;.* + Industry Dummies + &g (1)

Where Net_Hiring -denoting a firm's net hiring- measures labour investments and is calculated
as the percentage change in the number of employees. To estimate expected labour investment,
the model includes a series of firm-specific characteristics, including sales growth
(Sales_Growth), return on assets (ROA), annual stock return (Return), firm size (Size), quick ratio
(Quick), leverage ratio (Lev), loss interval indicators (Loss_Bin), and industry dummies.

Results:

The results of research regression analysis showed that there is a positive and significant
relationship between audit quality and firms’ labour investment efficiency. Also, the evidence
showed that the relationship between audit quality and over- or under-investment in labour is
negative and significant. It means that high quality auditors can reduce false decisions to hiring
and firing. Because, audit quality affects both the agency problem, information environment and
monitoring environment, it would the efficiency of labour investment to better with high quality
auditor a firm.

Discussion and Conclusion:

The evidence obtained from the research results showed that audit quality shifts the labour
investment efficiency toward desirable level. These findings have important political implications
for businesses and employment policymakers and also auditing profession.
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