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Nurul Nazlia Jamil
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The effects of politically connected audit committees on audit fees and the audit process: Evidence in Malaysia
[bookmark: _Toc463965958]Abstract

This study aims to contribute to an understanding of politically connected audit committees on audit fees and the audit process in an emerging market, using the case of Malaysia. Malaysia offers an interesting and important setting as Malaysian companies are highly concentrated and politically sensitive. In particular, the study seeks to: (i) examine the level of political connections represented in the audit committees associated with the level of audit fees incurred by Malaysian public listed companies; and (ii) examine whether politically connected audit committees have an impact on the audit process. Currently, there is scant evidence on the influence of politically connected audit committees on audit fees and the audit process. The study draws upon agency and resource dependence theories, which suggest that politically connected audit committees serve two important functions: monitoring on behalf of the shareholders, and providing resources to the companies. 
For the purpose of this study, a mixed method approach (archival data analysis and interviews) has been adopted. Four hypotheses are tested: (1) There is a positive relationship between the proportion of audit committee members who are senior government officers (SGO) and audit fees; (2) There is a positive relationship between the proportions of audit committee members who are politicians and audit fees; (3) There is a positive relationship between the percentage of government shares and audit fees; and (4) There is a positive relationship between audit committee characteristics (independence, size, meeting and financial expertise) and audit fees. In addition, the knowledge obtained from the interviews with Big 4 auditors and members of audit committees from the selected companies provide further insights on the influence of political connections on the audit process.
[bookmark: _GoBack] The results of the study indicate that politically connected audit committees (identified by members who are either senior government officers or politicians) have a significant association with the incidence of higher audit fees. This suggests that politically connected audit committees are able to capitalise on their connections to influence companies and create direct demand for the auditors to increase their audit effort, as measured by audit fees. Contrary to expectations, this study did not find a significant relationship between government shares and audit fees. This result may be explained by the fact that government shares are managed by a variety of institutions on behalf of the government, and differences in the objectives and characteristics of the institutions that administer the shares can weaken the demand for higher efforts from auditors. An in-depth analysis of the interviews further reveals that political connections do affect the audit process. It appears that the existence of political connections leads to an increase in audit work such in a variety of ways, such as auditor-client negotiations, private meetings with audit committees and re-engineering the scope and planning of the actual audit work. One of the issues that emerges from these findings is that companies highly value political connections to obtain external resources given the uncertainties in the business environment. Also, the findings highlight the need for stronger corporate governance to mitigate the higher inherent audit risks in politically connected companies. 

[bookmark: _Toc463965959]Acknowledgement

Praise to Almighty Allah who gave me the strength, patience and ability for the successful completion of this thesis. In the process of achieving this doctoral thesis, I am indebted to numerous individuals to whom I would like to express my gratitude.
This research journey has been an amazing one and I owe great appreciation to my main supervisor, Professor Mahbub Zaman for his kind guidance, attention, encouragement and patience that make this journey of my life a most memorable one. His support from near when he was in Manchester and now from distance, Brisbane on the academic matters has made this seemingly tough journey much smoother than I expected. Similarly, I would like to thank to Dr Javed Siddiqui, the second supervisor for his consultation and support. The support and comments by the academicians and PhD students in my program at Alliances Manchester Business School are valuable and precious to me. 
I offer my special thanks and sincere appreciation to Dr Sherliza Puat Nelson from International Islamic University Malaysia for her support and encouragement at the beginning to pursue this PhD journey. I am also extremely grateful to my PhD Committee Chair, Professor Stuart Turley for all his support and helpful feedback. I extend sincere thanks to all other Committee members for their encouragement, support, feedback, and suggestions, namely Professor Chris Humphrey, Dr Anna Samsanova, Professor Pam Stapleton and Dr Anne Stafford. I am also very grateful to have been able to learn from great scholars including Professor Sven Modell, Professor Robert Scapen and Professor Martin Walker.
I am fortunate to have fellow PhD students whom I always turned to whenever I felt I had reached the lowest point. Thank you Fareesa Malik, Wardah Azimah, Tamanna Khan, Agoos Munalis, Shahifol Arbi, Ersa Sri Wahyuni, Nur Dayana Nisbar and Nazahiyah Ahmad Rodzli. Thank you also to my dearest friend, Charika for surviving together this PhD journey since our first year with the consistent support and making this journey more meaningful for me. My deep appreciation also goes to my wonderful friends in Malaysia who have given endless moral support, concern and kindness namely Sal, Nini, Aimi, Dina, Asiah, Huda, Maya, Nad, Pya, Salmi, Shida and Shekin. They are friends who could always put a smile on my face.
I would like to convey my highest appreciation to my beloved mother, who guided me and the siblings since my father’s passing with her prayers and perseverance. My prayer goes to my father’s spirit without whom I would never have had the courage or ability to achieve this stage of learning. My sincere appreciation also goes to my brothers and sister for giving me their sincere love and prayers. 

Very special thanks also to the Ministry of Higher Education, Malaysia for their financial support and I would also like to acknowledge the support that I received from my employer, University Science Islam Malaysia (USIM). Finally, if this modest effort is successful, it is by Allah’s grace and guidance and if it is falls short of the readers’ expectations, we can only pray and hope that Allah will forgive me.


[bookmark: _Toc463965960]: Overview of the Research
[bookmark: _Toc436299087][bookmark: _Toc437266707][bookmark: _Toc444595771][bookmark: _Toc463965961]1.1	Introduction
This chapter is the introductory chapter for the study. The chapter comprises the background of the study, followed by the definition of political connections. Further, it explains on audit fees and the audit process followed by Malaysia as the institutional setting, research motivations, questions and objectives. In the following section, the synopsis of the key findings, the organisations of the study and chapter summary are provided.
[bookmark: _Toc436299088][bookmark: _Toc437266708][bookmark: _Toc444595772][bookmark: _Toc463965962]1.2	Background of the Study
A recent strand of the auditing and accounting literature has investigated a number of studies which investigate how political connections of the client companies affect their performance, the audit pricing, the quality of accounting information and the director’s remuneration. Various studies examine corporate political connections within a country, Fisman (2001) for the case of Indonesia, Johnson and Mitton (2003) for the case of Malaysia, Ferguson and Voth (2008) and Niessen and Ruenzi (2010) for the case of Germany, and Agrawal and Knoeber (2000) for a sample of outside directors in the United States. Their investigations are shaped by the institutional structure of the country including the country’s legal/judicial system, social and political economy. 
Furthermore, a review of the literature reveals that a number of prior studies that have examined the relationship between political connections and their impact on the development of a companies’ performance have extended to examination of the quality of accounting information (Ball et al. 2003;Chaney et al. 2011), of corporate bailouts for politically-connected firms (Faccio et al. 2006a), of the performance of connected firms (Johnson and Mitton 2003;Leuz and Oberholzergee 2006), of political favouritism in relation to access to finance (Faccio et al. 2006a;Mian and Khwaja 2004) and of the value of such connections (Fisman 2001). Some studies examine the impact on corporate and financial disclosure (Bushman et al. 2004), capital structure (Fraser et al. 2006) and director remuneration (Wahab et al. 2009). However, these studies, with some exceptions, have been criticised for using a wide sample, such as cross-country level data, and for including a small sample size (Miller 2004).
With regards to the above, this thesis focuses on Malaysia and considers the impact of political connections of client companies on their audit pricing and audit process. More specifically, this study examines the response of auditors in terms of audit fees and audit process of politically connected firms using politically connected individual on audit committees. This is due to the polemical debates about the rationale behind the appointments of connected individuals in the existing literature, especially in emerging economies, as there is much evidence which has been extensively documented with regards to the appointment of well-connected individuals to directorships (Faccio et al. 2006a;Gomez and Jomo 1997) have been subject to controversy. 

Of particular interest related to politically connected firms, other than having the traditional agency cost, they also have to bear the costs of catering to the interests of the political party/entity they are affiliated with (Micco et al., 2007). The risk in preserving and serving this political relationship, members of the management who produce financial reports may manage earnings to serve the interests of their political allies at the expense of other stakeholders, such as the shareholders and creditors. This consideration is likely to affect an auditor’s perception of a connected firm’s business risk. Hence, the suggestion by Gul (2006) that political connections affect audit fees: politically connected companies seemed to be associated with higher audit risks and consequently, were charged higher audit fees.
In expanding the operational definition used by Faccio et al. (2006a), a politically connected board has at least one director who is a former politician, including being a Member of Parliament, a minister or any other senior government appointee, or an officer in a state-owned enterprise’, the study considered audit committee members who are senior government officer (SGO) and politician (POL) as main variables to test on audit fees and audit process. Audit committees are now a common feature of corporate governance in many countries. Widely promoted since the publication of the Cadbury Report (1992), audit committees are now expected, and in some cases required, to exercise oversight over financial reporting and auditing. Research on audit committees suggests that independence, expertise and meeting frequency are the important determinants of their effectiveness and that their connections with management and stakeholders can affect their monitoring role. A potentially important aspect that can affect audit committee monitoring behaviour is the inclusion of members on audit committees who are politicians or senior government officers.
While prior studies have recognised political connections and corporate governance as part of the contributing factors to the issue of reducing financial reporting quality, to date there is no specific research that has examined the individual audit committee along with political connections, corporate governance and the level of audit fees and the audit process as a single study. Therefore, an empirical study is needed to examine those variables, and the factors that may influence politically connected audit committees, especially in emerging[footnoteRef:1] economies like Malaysia. [1: An emerging market is a country that has some characteristics of a developed market, but does not meet standards to be a developed market, as mentioned by "MSCI Market Classification Framework", (World Bank, 2006).] 

[bookmark: _Toc437266709][bookmark: _Toc463965963][bookmark: _Toc444595773][bookmark: _Toc436299089]1.3	Political Connections Defined
Prior studies such as Gomez and Jomo (1999), Johnson and Mitton (2003) and Abdul Wahab et al. (2009) defined political connections as the firms having an influential individual with the key government officials. On the other hand, Faccio et al. (2006a) identified a firm as connected through a minister or head of state when the politician or a close relative (son or daughter) holds the office and is a large shareholder or senior officer. Similarly, political connections are also defined as connections with individuals who have power in the government (Belkaoui, 2004), through state ownership of enterprises (Bushman et al.2004 and Nee et al. 2007) and through golden (special) shares held by the government (Hanousek et al, 2007).
In relation to the Malaysian setting, political ties or connections between a company and politicians are difficult to identify because the ties or connections are mostly informal and are not disclosed in company annual reports. A previous study conducted in the Malaysia’s setting by Gomez and Jomo (1997) released a list of companies with political ties or connections in Malaysia, however, the list potentially is out-dated because the politicians referred to are no longer in positions of political power in the government. In addition, Abdul Wahab et al. (2007) have conducted a study and classified political connection as those companies that had been associated with certain politicians (as identified by other researchers) and companies that are under Khazanah Berhad (the government’s investment company).
The present study extends the operational definition of political connections in studies by Abdul Wahab et al. (2009), Johnson and Mitton (2003), Faccio et al. (2006a) and Gul (2006) through looking at individuals who are on the audit committees. It deals mainly with the proportion of the audit committees who are politicians (ACPOL) and senior government officers (ACSGO) to reflect the political connections in public listed companies. Previous studies, meanwhile, use a different measure of political connections, such as government ownership and golden shares giving special rights to the government (Salleh 2012; Gul 2006; Faccio et al. 2006a). Moreover, prior studies (Faccio et al. 2006a;Gomez and Jomo 1997;Fisman 2001;Johnson and Mitton 2003) are based on the list of companies with political connections released by Gomez and Jomo (1997) in recognising politically connected firms. Specifically, Johnson and Mitton (2003) rely on the analysis of Gomez and Jomo (1997) in coding political connections by identifying major shareholders in the firms who have close relationships with key government officials, primarily Tun Dr Mahathir Mohammad, Tun Daim Zainuddin and Anwar Ibrahim at that particular time. However, the limitation of this measurement is that the connections could have disappeared prior to the crisis and might not be relevant in the current situation. For the current study, it is decided that the best measurement to adopt for the investigation by using political influence at audit committee level. This is because Salleh (2012) has indicated that the level of political influence is different as political influence by the government mostly occurs at a policy level and not at the operational level. In order to further investigate the issue, the present study uses recent publicly available online information to discover the backgrounds and political positions of audit committee members, based on board of director profiles in annual reports. Thus, the list has been updated with disclosures from annual reports showing who has been formally appointed, which means the present study provides more fresh insights to the political connections literature. 
[bookmark: _Toc436299096][bookmark: _Toc437266711][bookmark: _Toc463965964][bookmark: _Toc444595776]1.4	Audit Fees and Auditor’s Risk
[bookmark: _Toc463965965]1.4.1	Audit fees: Supply and Demand Perspectives
Audit fees may be examined from the supply or demand perspective. In the supply perspective posits that external auditors are able to reduce the external audit testing and therefore resulted to a lower audit fees provided that the internal governance mechanism serves as a substitutes to the external auditors in the monitoring the management. While on the other hand, the demand perspective holds that if the internal governance mechanism complements the work performed by the external auditors, higher audit fees will be charged to the audited clients because the internal governance mechanism will demand more audit procedures from the external auditor in order to avoid material misstatement in the financial reporting.
A number of works have examined political connections and audit fees in the Malaysian setting (Gul; 2006, Bliss et al. 2011; Abdul Wahab et al. 2011). These studies adopt a supply side perspective and there is less evidence in terms of the demand side perspective on audit fees. In this thesis, the present study tries to overcome the limitations of supply side perspectives on audit fees by applying a demand side perspective. In this present study, a demand side perspective argues that stronger corporate governance practices and strong political influences may demand a higher quality of audit, lead to a greater audit effort and higher audit fees. These demand side theories contend that there is a positive relationship between corporate governance and audit fees (Goodwin-Stewart and Kent 2006). Audit committees consist of politicians and or senior government officers as members are likely to be associated with higher audit fees. First, the demand for higher audit effort is likely to stem from the audit committee members being keen to protect their reputation and demonstrate their oversight of financial reporting and auditing. Members of audit committees who are politicians or senior government officers may raise issues with external auditors during their meetings, which may, in turn, affect the audit scope and this is reflected in higher audit fees. Second, audit fees are also affected by the assessment of audit risk (Choi et al., 2008; Gul, 2006; Simunic et al., 2008). From the perspective of auditors, corporate governance guidelines and auditing standards require auditors to assess the tone at the top as part of the audit planning process. Auditors’ evaluation of risk is likely to take into consideration the strength of corporate governance in a firm as well as any political connections of members, and in turn, auditors may exert more effort and hence charge more fees if they perceive the risk as high. Auditors are expected to exercise more audit effort to investigate any accounting irregularities if management incentive to misreport are perceived to be high. This additional effort is likely to be reflected in higher audit fees. This is consistent with the view that auditors may charge extra fees to clients with a higher risk (Dye 1993; Bedard and Johnstone, 2004).  Therefore, in the thesis, it will be hypothesised based on the demand perspectives that politically connected audit committee through senior government officer (SGO) and politician (POL) are positive and significant with the level of audit fees.
[bookmark: _Toc463965966]1.4.2 The audit process
The audit process can be defined as the activities of auditors who typically assess the risk of material misstatement in the client’s financial statements during audit engagement planning.  Based on this understanding, the study tries to gain an insight into the influence of political connections on auditor planning and the factors that have been the focal variables for a stream of research, predominantly experimental in nature, investigating their effect on auditors’ decisions to assess their clients. 
In particular, the current study focuses on auditors’ experiences with the current governance structure which is in line with an effective monitoring approach, as highlighted by Neal et al. (2009) and Cohen et al. (2010). Moreover, the present study incorporates elements of political connections to capture auditors’ experiences with respect to the audit process and corporate governance in the Malaysian setting. Prior studies provide strong evidence on audit committee effectiveness, with improved financial reporting quality (Abbott et al. 2004;Klein 2002;Bedard and Johnstone 2004). The present study, however, extends the prior research on these important issues in two ways. First, the review of the literature on audit committees notes that audit committee independence enhances their effectiveness and is associated with improved reporting (Norziaton et al. 2015;Johl et al. 2012;Abbott et al. 2004;Collier and Gregory 1996). However, the audit committee or board of directors are not fully independent if they are politically connected, as viewed from the experiences of the auditor, which is the focus of the present study. Further, there is a lack of evidence on other significant dimensions, such as the audit process and auditor’s integrity in conducting audits with these types of connections. The impact of politically connected audit committees /boards on the audit process is a potentially fruitful area to investigate. This is because, if the auditors only focus on the monitoring function and neglect the influence of political connections on the board, then they may be compromising their effectiveness, as there are risks associated with the role of political connections. Auditors’ experiences in this kind of political setting potentially provide a conceptual link to the impact corporate governance has on the audit process, as there is limited evidence in documenting this link.
[bookmark: _Toc463965967]1.4.3 Politically Connected Audit Committees, Audit Fees and the Audit   Process
The aim of the present study is to contribute to the literature on the influence of political connections on audit fees and the audit process in the context of one emerging market, which is Malaysia. As little research has been done on incorporating audit fees and audit process in emerging markets, a research design employing mixed methods (sequential explanatory design)[footnoteRef:2] was used to explore the issues. The current study extends the boundary of the current literature by focusing mostly on quantitative analysis supported by qualitative analysis. In the first phase, in which the quantitative analysis focused on the relationship between political connections and audit fees, financial and non-financial data were collected from databases and annual reports. The influence of agency conflict and external resources on audit fees was examined through quantitative strategies and analyzed with regression models. The second, qualitative analysis phase focused on the relationship between political connections and the audit process. Interviews were conducted with key players in organizations, such as the audit committees and external auditors, with the purposes of complementing the quantitative findings and understanding in depth the influence of political connections on the audit process. The present study integrates the two theories underlying board monitoring (agency theory) and board advice (resource dependence theory) following the intuition in work by (Hillman and Dalziel 2003). In this study, a politically connected board or audit committee highlights the need to move beyond traditional agency theory as boards are expected to perform tasks which monitor managers and firm performance and provide advice and access to resources (Hillman and Dalziel 2003). Building on these perspectives, this study seeks to empirically assess whether a politically connected audit committee affects the board monitoring and advice tasks. [2:  According to Creswell et al. (2003), this design “is characterised by the collection and analysis of quantitative data followed by the collection and analysis of qualitative data. Priority is typically given to the quantitative data, and the two methods are integrated during the interpretation phase of the study.”] 

Based on observation, there is a limited study that examines the effects of individual, politically connected audit committees on audit fees and the audit process in Malaysia, a country which significantly value relationship, and may cause a greater audit risk. During late 1969, a new economy policy (NEP) has been implemented which initiated the government to increase their participation in the corporate sector. The policy was implemented by the government to develop ties with politically connected individual in order to advance their business interests (Bowie, 1991). These connections thus developed inevitably as by the mid-1990s, the corporate sector was dominated by politically linked companies and businesses. The issues that need to be figured out here is to what extent, political connections may influence the external monitoring by the auditor corresponding to the audit risk resulted from the connections. The audit risk arises since in normal practice, companies controlled by politicians are less transparent and therefore, it increases the risk of the financial statements being materially misstated. For the quantitative analysis, the arguments indicate that there are higher audit risks for politically connected firms. This prediction assumes there is demand by the management for the auditor to exercise more effort in order to collect sufficient evidence to render an appropriate audit opinion and thus charge such firms higher audit fees. Any adverse effects of political connections on audit risk and audit fees should be mitigated if managers are closely monitored by directors and outside institutional shareholders. 
Meanwhile, for the qualitative analysis, the purpose of the interviews was to complement and reinforce the results of the quantitative data analysis. In the quantitative analysis, the results have indicated that audit committees that are politically connected have a positive and significant relationship with audit fees. Ideally, the interview method allows an explanation or interpretation of the results from the statistical output and intends to capture auditors’ experiences with respect to the audit process and corporate governance in a Malaysian setting. The aim for the interview has therefore been to try and establish additional evidence by incorporating the elements of political connections into the audit process. The study seeks to obtain fresh insights on how the auditors cope with the additional risk sand incorporate them into their audit planning. On the basis of prior literature (Cohen et al. 2002;Cohen et al. 2010), far too little attention has been paid to issues that arise regarding the extent to which auditors consider political connections in planning an audit engagement and how it potentially affects the audit process. Based on this understanding, the study tries to gain an insight into the influence of political connections on auditor planning and this factor has been the focal variable for a stream of research, predominantly experimental in nature, investigating their effect on auditor’s decisions in assessing their clients. All of the above arguments justify further investigation of the issues of the influence of political connections on audit fees and the audit process in emerging markets like Malaysia.
[bookmark: _Toc463965968]1.5	Institutional Setting: Malaysia
There is unambiguous evidence that political connections bring in benefits and costs to firms. However, a major problem with influence through political connections, as highlighted by Johnson and Mitton (2003),is that politically connected firms are perceived by the market to be inefficient which causes a lack of support for this type of firm from government. Following from this issue, Malaysia introduced a Code of Corporate Governance (MCCG) in 2000, revised in 2007 and 2012. The impacts of these efforts on audit committee effectiveness and political connections have not been examined in prior studies, as these studies on politically connected individuals are still very scarce in the literature. The research to date has tended to focus solely on audit committee effectiveness (Abbott et al. 2004;Haniffa et al. 2006c;Vafeas 2005) and has neglected the impact of political influence in the unique economic setting of Malaysia, since political connections play a very important role in the corporate sector. There is increasing concern about politically connected firms being perceived to exhibit poor corporate governance, greater agency problems and higher business risk (Wahab et al. 2009;Gul 2006). The key problem that needs to be highlighted is that Malaysia itself is a country that is based on a relationship based economy which businessman tend to develop ties with political individual (Bliss and Gul 2012b;Fraser et al. 2006). According to Gomez and Sundaram (1999), these types of firms create personal business relationships with government personnel and have the ability to access major government contracts. Interestingly, not many countries have this type of business environment in their listed companies. Other than that, many listed companies in Malaysia are family owned or controlled by the government which, as mentioned by Claessens et al. (2000),portrays different cultures and traditions in the setting. In fact, other than achieving economic objectives, these companies were initially set up to achieve social objectives, and thus the issue is becoming more politically sensitive (Mohd Ghazali 2007). This is evidenced by Jusoh and Parnell (2008), who show that Malaysian companies are strongly influenced by government incentives, support and subsidies. Due to this, the MCCG has been introduced to enhance governance of listed companies, including a requirement to form an audit committee comprising at least three independent directors, in order to strengthen the capital market, restore investor confidence and increase the accountability of the financial statements produced by the listed companies. However, prior studies tend to neglect other external factors such as political connections that have potentially influenced or impaired audit committee independence. Meanwhile, several studies have found that companies that have business connections with government tend to include on their boards outside directors with a politics background, or who are government representatives (Goldman et al. 2008;Fan et al. 2007;Agrawal and Knoeber 2000). This kind of corporate culture is significantly distinctive as compared to that in other countries, and has become important as the nation’s tradition is instilled in its people. In essence, by examining the influence of political connections, the effectiveness of audit committees can be further evaluated and improved by the regulators. The examination of individual, politically connected audit committees in the Malaysian setting contributes to existing knowledge about different levels of political connections and about audit committee effectiveness.
Furthermore, there are broad similarities in governance requirements between Malaysia and western countries such as the UK and US. However, there are significant institutional differences that need to be recognised. While political connections in Malaysia have a strong influence in the corporate sector, there are notable factors that need to be given greater attention, such as economic factors, regulatory factors, social factors and cultural factors. According to Haniffa and Hudaib (2006), in economic terms, Malaysia is a country that has greater share ownership and cross shareholdings, so it is a very important part of governance that the role of audit committees is to protect minority shareholders from domination by large shareholders. Meanwhile, regarding regulatory factors, it is important to note that it is essential for Malaysia, as a developing country, to have a high standard of financial reporting, as Malaysian public companies had full convergence with the IFRS by 1st January 2012, and in order to restore investor confidence all companies, under the Malaysian Companies Act of 1965, are required to be audited in accordance with the Malaysian Approved Standards on Auditing (MASA). This is because, asBall et al. (2003) have reported, even though Malaysia complies with the IFRS, which is claimed to be of a high quality, the report exhibit slow financial reporting quality. This potentially influences the role of audit committees in reviewing financial statements in terms of accounting policy changes and significant audit adjustments, and in discussing audit issues with the external auditors. The third type of factor, social factors, may also have an impact on the role of the audit committees. As mentioned by Hofstede (1980), Malaysia is generally recognised as a high power distance society. There is unequally distributed power, which is concentrated at the higher levels of an organisation. The practice in this type of society is to use mediation as one of the instruments to resolve conflicts or disputes, as studied by Wall et al. (2001). Thus, the role of audit committees is to be a monitoring mechanism, while their political connections in different jurisdictions and cultural settings may provide a significant contribution to the literature on audit committees. In addition, the politically connected audit committees may have greater influence in its mediator role in resolving conflicts and disputes, especially in auditor and client negotiations. Due to political power and pressure, audited financial statements can be compromised through the negotiations between auditors and management. To date, there is very limited evidence in the literature on individual audit committees with political influence involved in this negotiation process, and thus it is very important to see the behavioural aspect of governance in audit committees reacting to political connections and playing the role of monitoring mechanism. The influence of political connections on audit committees in Malaysia is a relatively ‘understudied’ area of research, even though political connections have been widely recognised in the literature. Thus, the study potentially leads to audit committees having more extensive involvement with a political role, and functioning independently between serving business interests and political interests. Whilst, from a cultural point of view, Malaysia has a soft culture, in which people’s views will hardly differ from the views of those who are respected and have influential personalities. Similarly to Japan, Malaysia is categorised as empathetic, cooperative and long term relationship oriented. This is supported by Hilb (2012), who also proposes comparative strengths of board members in different national cultures (soft and hard). This would cause audit committee members to compromise their independence in aligning political   business interests. These factors, at various points, have a major influence on the role of audit committees in the governance process. 
Thus, Malaysia presents an ideal setting for studying the relationship of audit committees with political connections because of its unique corporate environment (Johl et al. 2012). Additionally, the perceived independence of audit committees is more likely to be influenced by the strong influence of political connections among government linked companies, family owned firms and managed firms (Gul 2006). The present study contends that the auditors are more likely to assess a higher risk for companies dominated by political influence, because when an individual, politically connected audit committee is present, they have a poorer reputation with respect to business management. The underlying arguments tend to suggest that audit committees that are politically connected may compromise their independence due to their political position, being a mediator in resolving conflicts and disputes, and when it comes to the matter of external audit, they are potentially involved in greater negotiations with the external auditor on audit issues such as accounting policies and estimates. The strong political and cultural factors may provide an avenue for the present research and these new insights on other measures of audit committee attributes may contribute to the existing literature.
[bookmark: _Toc436299100][bookmark: _Toc463965969][bookmark: _Toc437266720][bookmark: _Toc444595780]1.6	Research Motivations, Objectives and Research Questions
[bookmark: _Toc463965970][bookmark: _Toc436299098][bookmark: _Toc437266712][bookmark: _Toc444595777]1.6.1	Research Motivations
The motivation for the present study is based on two considerations. Firstly, there have been several studies concerning audit committee effectiveness and the literatures are well established but there can be diversity in their composition and attitude towards monitoring. Although political connections are recognised in the literature, however there are limited studies on extending the individual audit committee that is politically connected. Many prior studies have highlighted the issues concerning audit committees and corporate governance to improve financial reporting and audit quality (Neal et al. 2009;Cohen et al. 2004;Krishnan and Visvanathan 2007;Peasnell et al. 2000;Turley and Zaman 2007;De Vlaminck and Sarens 2015) however, with the connections that audit committee have politically through their positions as senior government officers and politicians will affect their attitude towards monitoring and communications with the external auditors. Therefore, this has becoming a gap in the literatures to further explore the relationship of politically connected audit committee with audit fees and the audit process that has been neglected before.
Secondly, the measurement of political connections might require a different way of recognizing the relationship. The present study highlights the issues of identification of firms with government officials. Prior studies (Gomez and Jomo 1997;Johnson and Mitton 2003) had recognised the connections through the informal ties that exist between leading politicians and firms. In these studies, the Prime Minister at that particular time was Tun Dr Mahathir Mohammad, during whose tenure other government officials, Tun Daim Zainudin who was the finance minister, and Anwar Ibrahim who was the Deputy Prime Minister, were among the dominant figures with whom businessmen and firms actively used to establish personal connections. These cases have similarities in Indonesia, where Fisman (2001) identified political connections through close relationships between firms and former President Suharto, and in Italy where the Fiat Chairman, Giovanni Angelli, happened to be a member of parliament (Faccio et al. 2006a). The implementation of the New Economic Policy (NEP) in 1970 had opened the door to a greater political involvement in terms of financing firms in Malaysia. The prior literature illustrates that firms were identified as politically connected from their close relationship or informal ties with key government officials. However, the present study provides distinctive identification of politically connected firms by extending definition used by Faccio et al. (2006a),who defined politically connected to mean that at least one of a firm’s senior officers (defined as the company’s chief executive officer or chairman), president, vice-president, large shareholders(defined as anyone controlling at least 10% of the company’s voting shares) was a head of state (such as prime minister), a government minister or a member of the national parliament by to include audit committee who are senior government officer and politician as main variables. This helps to ensure that political connections are considered, rather than some unobservable characteristic of firms that could drive their present results due to their official appointments. Thus, the present study identifies political connections through the members of audit committees who currently hold a position as a politician at federal or state level, or who had previously been in a political party at state or federal level, or who were senior government officers with a previous higher rank or length of service (more than 10 years) in a government department or ministry. This fresh classification of political connections is stronger as it depends on formal appointments rather than informal ties as previously documented in prior studies. Consequently, the present study adds to the evolving literature on political connections as the findings have important theoretical implications for the role of politically connected audit committees in different institutional contexts and with different levels of government intervention.
[bookmark: _Toc463965971]1.6.2	Research Questions
Research Question One (1)
The study examines the level of political connections represented in the audit committee associated with the level of audit fees incurred by Malaysian public listed companies. Extant studies on politically connected firms and audit fees have focused on the measurement of political connections using various measurement such as government shares and key influential individual have close connections with government officials (Johnson and Mitton 2003).However, thus far no study has examined the audit fees phenomenon using politically connected individual on audit committees. It is important to investigate whether the influence of politically connected audit committees on audit fees have impacted differently than has previously been documented. Moreover, the study takes the demand perspective that increased monitoring of the audit committee will lead to a demand for greater audit effort and thus higher audit fees (Hay et al. 2008). Regarding this, the examination of clients ’political connections affects the audit process, and in turn the audit fee, is warranted.
RQ1: Is the level of political connection represented in the audit committee associated with the level of audit fees incurred by Malaysian public listed companies?
Research Question Two (2)
The study enhances our understanding of the obscure side of the work of auditors – the leeway they have in performing their duties. This aspect remains almost unexplored by researchers, because it is difficult to have access to both external auditors and internal auditors, and because their work remains confidential for strategic reasons (Neu et al. 2013). The study enhances the quantitative result by exploring in depth the practice and perceptions of the external auditor on their experiences and their way of coping with the political connections issue. This is necessary because role conflicts are at the core of their practices in planning the scope and plan of an audit (Vinten and Van Peursem 2005;Norman et al. 2010) and may have an impact on the roles that they ultimately play within the organisation (Roussy 2013). The study tries to further explore to what extent political connections may influence the audit process and what they are confronted with in their practice throughout the process. Nor do we know how they manage themselves when such conflicts happen. Accordingly, this study contributes to the specific literature on the relationship of political connections with audit committees and the audited managers, because conflicts arise between all of these organisational actors. This study illustrates whether political connections may influence an auditor’s coping behaviour and may affect their ability to perform their governance duty. Hence, the research question is as follows:
RQ2: Do politically connected audit committees have an impact on the audit process?

The study contributes to the literature on political connections and to the corporate governance literature by showing the influences of political connections on audit committees in an economy in which the government has coercive power[footnoteRef:3]over firms. Most prior research examines the impact of the direct political connections of shareholders themselves. However, by demonstrating that public companies have benefited from the political connections of their audit committees, this study suggests that political connections play a greater role in audit fees and the audit process than previously documented. This study adds some new points to the emerging literature by examining how political connections affect audit committee effectiveness and corporate governance as a whole. This is supported by Lennox (1999) and Menon and Williams (1994), who mention that, while networking may bring economic benefits to firms, it may, however, adversely affect audit quality. [3:  Coercive power is authority or power that is dependent on fear, suppression of free will, and/or use of punishment or threat, for its existence (French et al. 1959).
] 

[bookmark: _Toc463964578]Table 1.1: Summary of Research Motivations, Objectives and Questions.
	Motivation
	Research Objectives
	Research Questions

	Unclear definition
Limited studies on extending the individual audit committee which is politically connected

Appropriate measures
The measurement of political connections might require a different way of recognizing the relationship

Political connections and the audit process
Limited number of studies examining the individual, politically connected audit committee and the audit process
	

To examine the level of political connection represented in the audit committee associated with the level of audit fees incurred by Malaysian public listed companies



To examine do politically connected audit committees have an impact on the audit process


	

Is the level of political connection represented in the audit committee associated with the level of audit fees incurred by Malaysian public listed companies?




Do politically connected audit committees have an impact on the audit process?




[bookmark: _Toc444595778][bookmark: _Toc463965972]1.6.3	Research Design
The framework for the current study and the analysis of the findings is based on the role of audit committees to act as a monitoring mechanism and to provider resources to firms. The questions set out in the present study are in line with an effective monitoring approach within the agency theory perspective (Neal et al. 2009), and are also consistent with resource dependence theory (Hillman et al. 2009;Pfeffer and Salancik 2003). The present study provides an original contribution to the theoretical framework by integrating both agency and resource dependence theory (Hillman and Dalziel 2003) to explain the relationship of politically connected audit committees / boards with the audit process.Hillman and Dalziel (2003) suggest the board of directors serves two important functions for organisations: monitoring management on behalf of the shareholders and providing resources. In their study they argued that board capital affects both monitoring and the provision of resources and that board incentives moderate these relationships. This could be explained by agency theory, which holds that effective monitoring is a function of a board’s incentives, whereas resource dependence theory contends that the provision of resources is a function of board capital. For this study, central to the agency perspectives is that the politically connected audit committee/board is independent of management influence and has expertise in monitoring and control. Simultaneously, by having political influence, politically connected audit committees /boards provide resources (knowledge, skills and network) between firms and their external environments, such as in terms of political strategy (Hillman 2005). Thus, in Malaysia’s corporate setting it is a political strategy to appoint politicians to join a company board in order to gain benefits. These benefits should in turn improve the firm’s performance, given the importance of the government for business.
This research is based on a mixed method combining the quantitative analysis of 746 sample firms from among Malaysia’s public listed companies for the year 2012, and analysis of semi-structured interviews with nine external auditors and four audit committee members. The quantitative analysis was conducted first, based on the financial data, and was followed up with the semi-structured interviews conducted in Malaysia.
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[bookmark: _Toc436299238][bookmark: _Toc436989697][bookmark: _Toc436989747][bookmark: _Toc438571636][bookmark: _Toc444595916][bookmark: _Toc463964579]Table 1.2: Justification and Formulation of Research Questions.
	Main Research Questions
	Theoretical Basis
	Some Previous Studies Associated with the Research Questions
	Why is this Study Being Conducted?

	RQ 1: 
Is the level of political connection represented in the audit committee associated with the level of audit fees incurred by Malaysian public listed companies?

	Main:

Agency Theory

Resource Dependence Theory
	Beattie et al. (2001), Johnson and Mitton (2003), Faccio et al. (2006a), Boubakri et al. (2012),Neu et al. (2013).
	Analysis within the framework of political connections that explicitly incorporates the underlying activities, strategies or practices and their interplays, such as the explicit analysis of individual politicians on the audit committees in the domain of governance and financial reporting quality (to the knowledge of researcher) has not been attempted in Malaysia.

	RQ2: 
Do politically connected audit committees have an impact on the audit process?

	
	
	Malaysia presents an interesting and important institutional context to examine the research questions in a situation where the evidence of close links between corporations and politics is pervasive and well documented (for instance, in Gomez and Jomo (1997);Faccio et al. (2006a);Gomez and Sundaram (1999).

Focusing on individual audit committees is a promising area for governance related study.





[bookmark: _Toc463965973]1.7	Synopsis of the Key Findings
Taken together, in reviewing the literature no data were found on the association of politically connected audit committees with audit fees. The findings of the present study have implications for developing the intuition that individual audit committees that are politically connected have a positive and significant association with audit fees. These findings further support the idea in Wang et al. (2008), who mentioned that politicians on the board could influence managerial decisions so as to achieve their political agenda. This is because a politically connected audit committee, which is actively, involved in monitoring demands a higher audit fee and portrays a good reputation in the eyes of investors. This will strengthen their position, as there are mutual benefits, which can be gained for both firms and politic interests. It is encouraging to compare this finding with Gul (2006) because he contends that there is a greater increase in audit fees for firms with political connections as a result of the Asian financial crisis. However, due to the capital controls imposed in September 1998, there is a decline in audit fees. A possible explanation for these results maybe that, since politically connected companies are subsidised financially, there is less incentive to misstate financial statements and less motivation for the board to demand greater monitoring by the external auditors. On the other hand, the findings of the present study are somewhat surprising because it is interesting to note that the details of political connections really matter to audit committees in playing their role as a monitoring mechanism and providing resources to firms. The major implication of the finding is that it can be used as a tool for the external auditors or audit firms, in order to take their auditee’s political background, if any, into consideration when making pricing and opinion decisions.
On a different note, the approach in the present study is close to the study by Bliss et al. (2011) in examining the relationship between political connections and audit fees. Nevertheless, there is a significance difference as Bliss et al. (2011) find that the independence of audit committees is weaker for politically connected firms. On the contrary, the present study indicates that audit committee independence is significant and has a positive association with the audit fees.Bliss et al. (2011) contend that, from the evidence, it appears that the independence of directors on audit committees maybe compromised when their firm is politically connected. The authors speculate that it is possible that the higher risk assessed by the audit firms of politically connected firms may be mitigated when the firms have a higher degree of independence in their audit committees. However, the findings of the current study do not support the previous research as the current findings indicate that audit committee independence is positively and significantly associated with audit fees. From a regulatory perspective, Bursa Malaysia has raised the bar with respect to the requirements for audit committee independence, through Paragraph 15.10 of the listing requirements, so that audit committees should consist of non-executive directors, of whom the majority are independent. This requirement potentially explains the strong impact on audit pricing. This finding also corroborates the idea that politically connected audit committees need to maintain their independence at the highest level, as external auditors perceive a higher risk for politically connected companies. This supports the demand side perspective on audit fees, that the stronger the corporate governance, the higher the demand for external monitoring and thus the higher the audit fees (Guedhami et al. 2014).
Similarly, Abdul Wahab et al. (2011) had examined the relationship between corporate governance and audit fees during the period before and after the enactment of the Malaysian Code of Corporate Governance (MCCG). Their study followed the demand side perspective and included political connections as an attribute that is unique to the Malaysian setting (Gul 2006). The study proposed that auditors perceived greater inherent risk in politically connected firms, thus leading to greater auditing effort and higher fees. In their study, the findings revealed that the coefficient for politically connected firms is positive and significant. This indicates that the result is consistent with Gul’s (2006) suggestion that politically connected firms present more audit risk and supports the demand side arguments. This interpretation supports the current findings that politically connected audit committees have a positive and significant association with audit fees. However, the set of sample firms used by Abdul Wahab et al. (2011) was from 1999 to 2002 and the definition of political connections followed (Johnson and Mitton 2003), which is now not fully relevant for use in the current study. The present study, however, tries to provide support for the conceptual premise that politically connected individual on audit committees have an impact on audit fees and the audit process for which there is limited evidence in prior literature, and thus the force of greater monitoring could well come directly from individual political influences.
Another instrument used in the present study to measure political connections is government ownership, as variations of political influence may provide a variety of evidence. The current study includes the nature of the influence of government ownership on audit fees, as there is very little evidence from investigation of the type of agency conflict that occurs between controlling shareholders and minority shareholders in relation to audit fees (Fan and Wong 2005;Khalil et al. 2008;Ben Ali and Lesage 2013;Hay et al. 2006). Malaysia presents an interesting context in which to include government ownership in measuring political connections due to public listed firms having various ownership structures (Porta et al. 1999) with a proportion of firms being controlled by the government, state and families (Ben Ali and Lesage 2013). The current findings show that government ownership is positive, but the result is not very encouraging as it shows an insignificant relationship with audit fees. A possible explanation for this result is that government ownership could be an alternative tool for monitoring but with the presence of audit committees that are politically connected; their role dominates the monitoring activities within companies. In the Malaysian setting, government shares are held by proxy by a number of statutory bodies that control the government shares in public listed companies. The shares are usually administered by these types of government organisations and, due to the different objectives and control structures, this causes an insignificant impact in relation to the audit fees for their portfolio companies. The results are somewhat surprising as regards to the presence of politically connected audit committees in firms, with the demand for monitoring being weakened by government ownership. This result provides fresh insights and additional evidence for prior findings, as government ownership is not the only ‘helping hand’ to provide political support and to have both the motives and expertise to monitor managers of public listed companies by providing strategic advice, as evidenced by Fan and Wong (2005) and Hay et al. (2006). The present study reports that individual audit committees that are politically connected tend to have greater effect in demanding external monitoring than is the case with government ownership, as previously documented in the literature. 
In supporting the quantitative results, the present study used evidence from conducting semi-structured interviews to investigate the extent to which political connections may affect the audit process. The present study focuses in particular on the interaction of boards and audit committees with the external auditors during the audit process in a politically connected environment. The present study closely follows Cohen et al. (2002),who captured the auditor’s experiences with respect to corporate governance and the audit process, but included in the investigation are elements of political connections within companies that potentially affect the audit process. The evidence from the interviews shows that political connections do affect the audit process through promoting an increase in audit work such in a variety of ways, such as auditor client negotiations, private meetings with audit committees and re-engineer the audit scope and plan. In consequence, the external auditor will increase their auditing efforts because the force for greater monitoring could well come directly from the political influences within these companies. These results are largely congruent with prior studies by Cohen et al. (2002), Cohen et al. (2010) and Neal et al. (2009) reporting that audit committees have increased monitoring and are in a strong position after the enforcement of the Sarbanes Oxley Act (2002). The major differences in the current findings relate to the role of political connections inside companies (politically connected directors) that influence the audit process through their position resulting in a variety of auditor client negotiation processes, client bargaining power and limiting revealed information due to the political implications, which leads to an auditor’s assessment of increased inherent risk and control risk.Cohen et al. (2010) do not address political influence as an important factor in the governance structure of a firm.Neal et al. (2009) revealed that audit committees have greater effectiveness in the post-SOX environment through frequent and meaningful interactions with the central parties in the corporate governance mosaic, such as the external auditor, management and board. One explanation for this difference is that, in the present study the increased monitoring demanded by a politically connected audit committee is mainly to avoid failure and loss of reputation. This is because, in the Malaysian corporate setting, there is a climate that encourages political connections and the appointment of politically connected directors in order to gain mutual benefits from these connections. Thus, this could be the force to improve interaction between the governance parties. Finally, from a theoretical perspective, while most of the prior studies of auditors’ experiences have reported that audit committees appear to be committed to substantive monitoring, the present interview findings reveal a wide range of factors which could influence audit committee practices and behaviour and which could potentially affect the audit process. It appears that the integration of agency theory and resource dependence theory can potentially explain the results and overcome the weakness of prior studies (Cohen et al. 2010;Kalbers and Fogarty 1993).
Figure 1.1 below provides an overview of the background of the study, of gaps in the literature, of the integration of theory and of the research design that has made this research possible to be explored.
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[bookmark: _Toc463965974]1.8	Chapter Organisation
This thesis has seven chapters including this one. Chapter 2 focuses on the institutional setting in Malaysia. The chapter highlights the Malaysian political economy after Malaysia achieved its independence in 1957, its introduction of a public policy dimension to address the socio-economic imbalance between ethnic groups in the country and the subsequent effects of this on the business environment. This chapter also discusses the political scenario in Malaysia, followed by recommendations for corporate governance reforms that are needed in the corporate sector, especially related to politically connected companies. Chapter 3 provides evidence from extant studies and identifies gaps in the empirical literature. The objective of the chapter is to review and examine the existing theoretical and empirical evidence on audit committee effectiveness, political connections, audit fees, and the audit process. This chapter also discusses the concepts of corporate governance and presents a review of prior studies of the association of political connections with audit fees and the audit process. The whole section provides a brief explanation of the evidence for the applicability of the literature reviewed to the current study, and thus indicates where there are gaps to be filled. Chapter 4 proposes the theoretical framework and research design for both quantitative and qualitative analyses. This chapter explains agency theory and resource dependence theory and their relation to this study. This chapter also includes the theoretical framework for how the hypotheses were developed; the assumptions from prior studies are also included in this chapter in order to support the hypotheses development. This chapter also discusses the expected relationships between all independent and control variables and audit fees among public listed companies in Malaysia. The validity of any research findings rests on the use of appropriate methodological procedures. Hence, this chapter explains the research methodology undertaken and the rationale and reasons for the choice of statistical methods used. The chapter also describes the samples, data collection process including the plan of data analyses for both quantitative and qualitative method. Chapter 5 discusses the quantitative findings, focusing on the issues of political connections and audit fees. This chapter discusses the results for the association between corporate governance mechanisms and audit fees for the different types of political connections, namely audit committee senior government officer, audit committee politicians and the percentage of government shares by focusing on public listed companies in the Malaysian setting. Further, the association between political connections and alternative dependent variables (earnings management) are also discussed in this chapter. Chapter 6 presents the interview findings on the issues of political connections and the audit process. This chapter illustrates the second focus of the study; do politically connected audit committees have an impact on the audit process? The chapter explains the interview findings and discusses them, based on four sections, which are: 1) board participation during financial audit, 2) auditor experiences in politically connected companies, 3) do political connections potentially affect the audit process and 4) auditors ‘perceptions of benefits and costs of political connections. This chapter then concludes with a summary of the interview findings and conclusions. Chapter 7 concludes the thesis and provides some of the limitations of the study. In addition, this chapter provides some future research suggestions in pursuing the limitations faced during the study.
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The study extends the literature on the influence of political connections on audit committees and corporate governance in relation to audit fees and the audit process, and complements prior studies on political connections. The objectives are twofold: firstly, to define political connections by drawing on appropriate alternative theories and providing a theoretical model to examine the hypotheses; secondly, to investigate the association of political connections and corporate governance with audit fees and the audit process as the main proxies. The next chapter, Chapter 2, will explain further the institutional background of Malaysia, the evolution of political connections and corporate governance mechanisms in the setting of Malaysia.
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[bookmark: _Toc436299103][bookmark: _Toc437266723][bookmark: _Toc444595783][bookmark: _Toc463965977]2.1	Introduction
This chapter discusses the institutional background, the scenario of political connections, and corporate governance reforms in Malaysia. Section 2.2 outlines the institutional background in Malaysia, section 2.3 describes political connections in the Malaysian environment and section 2.4 covers corporate governance reforms in Malaysia.
[bookmark: _Toc436299104][bookmark: _Toc437266724][bookmark: _Toc444595784][bookmark: _Toc463965978]2.2	Institutional Background
One of the most important events in 1963 was the merger of the states of Malaya, Sabah, Sarawak and Singapore that formed a country called Malaysia (Hooker 2003). However, due to the inefficiency of this political entity, on 9 August 1965, Singapore exited from Malaysia and became an independent country (Saw 1999). Today Malaysia is a multicultural society, with considerable divisions based on ethnicity, religion and language. It is estimated that in 2016, Malaysia will have about 30,661,000 people (Department of Statistics, 2015).Bumiputera[footnoteRef:4]accounted for nearly 60% of the population, followed by Chinese (22.6%) and Indians (11.8%),with the remainder comprising other ethnic groups, including non-Malaysian citizen. Each ethnic group maintains their separate ethnic identities and has continued practising their culture, behaviours and economics. The past decade has seen the diversity of the ethnic are relatively tolerant of each other and create stability for the country as studied by Guan (2000). Previous studies have reported that since pre independence each ethnic group has played an important role in the development of the Malaysian economy (Tan and Sendjaya 2007). Since the nineteenth century, Chinese people in Malaysia dominated the business field particularly in the wholesale trade, retail and tin mining. The report from Economic Planning Unit (2000) indicated that at the time of independence in 1957, Chinese business dominated almost 30 per cent of the ownership shares of limited companies. A possible explanation for this because the businesses were largely family owned and the family members were heavily involved in all major aspects of business operations. On the other hand, the Indian business communities and Bumiputera were not as established as the Chinese communities. This is evidenced by the Economic Planning Unit (2000), which reports that in 1957 Bumiputera, even though comprising a majority of the population, accounted for less than 3% of Malaysian economics, while the equity held by the Indian communities was far behind. [4:  Bumiputera is a Malaysian term to describe the Malay race and other indigenous peoples of Southeast Asia, and is used particularly in Malaysia. The term comes from the Sanskrit word bhumiputra (भूमिपुत्र), which can be translated literally as “son of the land”“son of the soil” (bhumi= earth or land, putra=son).] 

There was a socio-economic imbalance between the ethnic groups in Malaysia immediately after independence in 1957 and the issue has been continually debated. In order to prevent this issue becoming rigid, the New Economic Policy (NEP), from 1970 to 1990, and the National Development Policy (NDP), from 1991 to 2000, were established to overcome this situation. Both aimed to increase rights in terms of the economic participation of Bumiputera in Malaysian corporate ownership and capital markets. Along with the implementation of these policies, there was a series of privatisation and corporatisation of some government departments leading to the formation of many public listed companies (PLC). According to Singham (2003), the majority of Malaysian companies have become more politically connected to the government following these initiatives. In addition, in Malaysia’s corporate culture, ‘knowing who’ is becoming as important as ‘knowing how’, as informal ties with politicians are valued added for companies (Singham 2003). For instance, when somebody is appointed it is as a means to gain priority for government contracts, increased access to capital and other subsidies (Gomez and Sundaram 1999). According to Afzan and Rashidah (2011), the government and key politicians can exercise their position as the representatives of the shareholder in making major decisions like those concerning financing, restructuring and investment. This shows that the existence of firms that are subject to a great degree of political connection is an important institutional difference between Malaysia and western developed countries such as the USA and UK.
At the time of independence in 1957, Malaysia was a pluralistic society divided by race, occupational and income classifications. A previous study by Goh (2008) reported that two thirds of the population were living below the poverty line, with the majority of these being Malays or Bumiputera. Historically, the Malays relied on the farming industry in the less developed areas, such as Pahang, Terengganu, Perlis and Kedah, and on political power; the government had urged the Bumiputera convention in 1965 to be more aggressive in favouring the Bumiputera community. Following that, the government had given much attention to the development of other industries, such as agriculture, industrial development, and infrastructure, with projects in the form of public enterprises (PEs). This PEs largely supported the two major policies, namely the New Economic Policy (NEP) and the Privatisation Policy.
[bookmark: _Toc436299105][bookmark: _Toc437266725][bookmark: _Toc444595785][bookmark: _Toc463965979]2.2.1	The New Economic Policy (NEP)
The New Economic Policy (NEP) was launched in 1971 as an affirmative policy with the objective to reduce gaps in employment, wealth and income between the economically disadvantaged Bumiputera and other ethnic groups (Salleh et al. 2005). Dixon (1991) has previously documented that the NEP had two main objectives: firstly, to eradicate poverty and secondly, to increase Bumiputera ownership of economic assets from 2.4% in 1970 to 30% by 1990. Furthermore, new statutory bodies and government linked companies (GLCs) were formed to assist the policy, and this is the establishing the widespread growth of political connections in the Malaysian setting.
Initially, GLCs were defined as entities in which the government owned the shares (Feng et al. 2004). There are numerous institutions that have a similar concept to GLCs; for instance, Singapore’s Department of Statistics defines GLCs as companies in which the government’s effective ownership of voting shares is 20% or more (Ramirez and Tan 2004).However, according to the US State Department, in their March 2001 report, the aforementioned definition excludes a number of second and third tier GLC subsidiaries due to the effective ownership prerequisite (Ramirez and Tan 2004). Thus, the US State Department decided that GLCs are ‘entities in which a holding company wholly-owned by the government has a controlling share, as well as second, third and fourth tier subsidiaries of those entities in which the first, second or third tier entity, respectively, has an equity interest of at least 20 per cent’ (US Embassy, 2001, March:1). A similar definition as given by the US Embassy has also been used by Feng et al. (2004) in their study but they restrict it to only first and second-tier subsidiaries.
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During the 1980s, Malaysia experienced severe recessionary conditions as the earlier PEs caused financial and administrative burdens on the government. This was due to the fact that major significant projects were incurring losses leading to large public sector budgetary deficits. According to Gomez and Sundaram (1999), the situation worsened as it was aggravated by mismanagement, economic inefficiency and the incompetence of boards, and these led to a change in the government’s attitude towards PEs. The Privatisation Policy launched in 1983, was designed to make privatised entities a mechanism for achieving the 30% target of Bumiputera participation in the economy (EPU, 1991). Due to this, the government divested state enterprises, largely to Bumiputera, in various key sectors, such as utilities, power, transportation and telecommunications(Bruton et al. 1997).
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The Asian financial crisis (AFC) of 1997-1998 proved that Malaysia suffered from agency conflicts which demonstrated the need for monitoring mechanisms even in a high ownership environment. There were a few examples of high profile cases of unethical practices and misconduct during the crisis such as Renong, Perwaja Steel, Technology Resources Industries and Malaysia Airlines System. Thus the government introduced governance reforms to regain investor confidence, such as the Malaysian Code of Corporate Governance (MCCG), derived from Cadbury (1992) in the UK. According to Zhang (2009), Malaysian capital markets have not converged with the Anglo-American model and have instead diverged significantly from the model of financial liberalism due to political influence. As suggested by Ball et al. (2003), the extent of political connections may be a factor contributing to the low quality of financial reporting in Malaysia. 
According to Gomez and Jomo (1997), the informal ties between firms and politicians facilitate the implementation of public policies. However, it would be difficult for them to be sustained long enough to take on political significance and be documented. For instance, the situation at Heavy Industries Corporation of Malaysia (listed as Hicom in the Bursa Malaysia[footnoteRef:5]) is a good illustration of political connections. Tun Dr. Mahathir Mohamad, former Prime Minister of Malaysia from 1981 to 2003, personally helped set up Hicom (a Bumiputera controlled firm and one of the largest manufacturing firms in Malaysia) when he was the finance minister in 1980. The Department of Finance of Malaysia provided significant resources to finance Hicom. Tun Dr. Mahathir, who had remained close to Hicom, was also President of UMNO (United Malays National Organisation)[footnoteRef:6], a powerful advocate of Bumiputera capitalism and a dominant member of Barisan Nasional[footnoteRef:7], the ruling coalition in Malaysia for the last 30 years. [5:  Bursa Malaysia is an exchange holding company approved under Section 15 of the Capital Markets and Services Act 2007. It operates a fully integrated exchange, offering the complete range of exchange-related services including trading, clearing, settlement and depository services.]  [6: The United Malays National Organisation (UMNO) is Malaysia's largest political party. It is a founding member of the Barisan Nasional coalition which, with its predecessor the Alliance, have dominated Malaysian politics since independence (Liow and Leifer 2014).]  [7:  Barisan Nasional (BN) is a right-wing political party in Malaysia, originally founded in 1973 as a coalition of right-wing and centre parties (Liow and Leifer 2014).] 
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Previous research by Ab Razak et al. (2008) reported that Malaysian GLCs, which are essentially privatised public sector enterprises, were established to meet social and economic needs and could not be appropriately handled within the traditional structure of the government. Essentially, Malaysian GLCs are defined as ‘companies that have a primary commercial objective and in which the Malaysian Government through Government-linked investment companies (GLICs) have a direct controlling stake’ (Putrajaya Committee on GLC High Performance, 2014). This is more specifically defined by the Ministry of Finance in Malaysia as follows:
‘What constitutes a GLC is defined by control rather than by percentage ownership. Essentially, a GLC is where control of a company is exerted by a GLIC. Control is defined by the ability to exercise and influence major decisions such as appointment of board members and senior management, award of tenders and contracts by the board’ (Minister of Finance, 2014).

According to the Ministry of Finance (2014), GLICs are defined as ‘Federal Government Linked Investment Companies that allocate some or all their funds to meet GLC investment’. GLICs are also defined by the influence of the Federal government in appointing and approving board members and senior management, in having these individuals report directly to the government and in providing funds for operations and/or guaranteeing capital. The Malaysian GLCs fall into three categories as shown in Figure 2.1 below, based on the extent of the government’s shareholdings and its degree of control.
[bookmark: _Toc436989735][bookmark: _Toc438571624]
[bookmark: _Toc463964678]Figure 2.1: Degree of Government Control
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Historically, Malaysia is effectively being controlled by one party that holds long-term control of government namely the United Malays National Organization (UMNO) which was founded by the elites of the Malays administrator, supported by the majority of Malays. After the  Malaysia’s independence in 1957, an alliance was established between the three major factions dominant political parties UMNO, the Malaysian Chinese Association (MCA), and the Malaysian Indian Congress (MIC); representing the Malays, the Chinese and the Indians, respectively. Upon that, the Alliances formed the government of Malaysia with UMNO as the dominant party.
Despite being independent, the Malays still found it is difficult to prosper economically as the Chinese people largely controlled the economy and the Malays continued to be marginalised. Although the Bumiputera’s special rights are set out in the Constitution, there was not much effort done to pursue the Bumiputera’s interest. In addition, the country was practising laissez-faire with little state interference. Due to that, in the mid-1960s, the businessman started to exert pressures on the government through their connections with the political and administrative elites especially the members of the ruling party. Following up to that, the initiatives were then made through the convening of the First and Second Bumiputera economic congresses in 1965 and 1968, respectively to kick off the efforts to pursue Bumiputera’s economic interest. 
Following to that, the NEP implicitly initiate that one of the policy’s objectives to have more Bumiputera involvement in top level management as a way to reduce imbalance of economic activities. This includes their involvement at board level. Prior to NEP, the Bumiputera involvement in corporate board was not that significant as it was monopolised by foreigners. According to Linderberg (1973), the appointment of boards were political and concentrated in the hand of very few influential Malays, 60% of them were former politicians. Their presence was politically significant to secure contracts, tenders and licenses from the state. During that time, Lim (1981) shows that 50% of the Malay directors were with the title and politician civil servant and for the Chinese was about 15%. Thus, by having influential directors on their boards, companies were able to exert influence over the government concerning their economic politicise (Lim, 1981). 
Resulting to this, one of the important aspects of corporate governance in Malaysia is the existence of political network among the respective actors. This specific Malaysian context has affected the design of the study by looking at how these political ties are used to reinforce power as well as the determinants of the ties on the auditing context. In filling the gap in the literatures, this unique Malaysia economic setting provide avenue to conduct research  on politically connected individual on audit committees has on audit fees and the audit process.
[bookmark: _Toc463965985]2.3.2	Political Intervention in the Malaysian Corporate Sector
It is very clear that the business environment in Malaysia is heavily influenced by political interference and, as discussed above, this has implications for the development of corporate governance in Malaysia. It has become very challenging for the regulators to reform and promote good corporate governance due to the complexity of the political patronage network. There have been cases in which corporations do not abide by the law and it seems difficult for corporate governance to be fully carried out due to political interference and politically influential businessmen, as Porta et al. (1999) comment:
what the reformers see as protection of investors, the founding families call “expropriation of entrepreneurs”. No wonder, then that in all countries, the families have opposed legal reform (p.21).
In Malaysia, though regulatory bodies, such as the Securities Commission (SC), are given sufficient power, vested in the Malaysian Securities Act 1993, to act upon errant companies or directors. As mentioned above, law enforcement is still lacking, as suggested by Low (2004) in his comments on the performance of corporate governance practices among East Asian nations.
….given the perception of a dichotomy between the “rules on the books” and the extent of enforcement by regulators of capital markets…While Malaysia scored the highest amongst the ten countries surveyed in both 2002 and 2003 for the rules and regulations it has implemented, the perception of its enforcement of the same was abysmal. (p.193-194)
Low’s comments are shared by Gunasegaram (2007), who opines that law enforcement is critical if laws are to be implemented effectively, and in this area Malaysian regulatory bodies fail miserably, the cause of the failure being significantly related to political interference. The Malaysian regulatory environment is found to be the ‘weakest factor’ in the overall corporate governance framework in Malaysia according to a report released by the Institute of International Finance (IIF) in August 2007 (Tat 2007).
In a nutshell, the controlling shareholders who have close political connections may have a greater tendency to expropriate minority shareholders because political protection can shield them from the risk of any serious legal punishment from the regulators (Berkman et al. 2010). Moreover, Morck et al. (1998) and Qian et al. (2011) have mentioned that politicians also want to seize the benefits that their connections bring to firms to at least cover the costs of building the connections. The relevance of considering the political structure and norms in Malaysia and their impact on the governance of listed firms, is substantiated by the fact that ‘the very strength of resistance to many of the changes needed significantly to enhance the protection of minority shareholders’ rights and to improve corporate governance often exerts itself most strongly through relationship based systems of political governance’(Yeoh 2010).
Thus, political preconditions must be taken into consideration in the first place in order for effective reforms to take root. The key concern in many Asian countries, including Malaysia, is that reform seems something extraordinary on paper, but not in spirit. Moreover, even though there is no major distinction in the rules and regulations of corporate governance among the Asian countries, there is a significant difference in relation to market and investor perceptions of their governance practices (Roche 2005).
According to Gomez and Jomo (1997), there are a few forms of political connections in Malaysia of which the first refers to Bumiputera as the official status awarded to firms that are run by ethnic Malays, and the second consists of much more informal ties between leading politicians and firms that are run by Malay and Chinese people. The Bumiputera started back in the 1950s when Malaya gained independence from Westminster in 1957 and the United Malays National Organisation (UMNO), the Malayan Chinese Association (MCA)[footnoteRef:8] and the Malayan Indian Congress (MIC)[footnoteRef:9] took over the government. UMNO claims to represent the interest of Malays, the majority ethnic community in the nation, and among whom the Bumiputera status started. [8: The Malaysian Chinese Association (MCA) is a uni-racial political party in Malaysia that represents the Malaysian Chinese ethnicity; it is one of the three major component parties of the ruling coalition in Malaysia called Barisan Nasional (BN) in Malay, or National Front in English (Liow and Leifer 2014).]  [9: The Malaysian Indian Congress (MIC) is a Malaysian political party representing Malaysian Indian ethnicity and is one of the founding members of the ruling coalition, Barisan Nasional, previously known as the Alliance,which has been in power since the country achieved independence in 1957 (Liow and Leifer 2014).] 

The close links between politicians and the corporate sector in Malaysia is well documented (Faccio et al. 2006a;Fraser et al. 2006;Emmanuel 2008). In Malaysia, politically connected companies are not necessarily owned by the state but are identified as ‘favoured’ companies by the ruling government (Gul 2006), and the Malaysian government plays the role of political patron. It exerts a significant influence over the corporate sector through listing restrictions, direct equity ownership of listed companies, control of the banking sector and through government sponsored institutional investors (Khan and Sundaram 2000).
Given this unique environment, it is worthwhile to further extend the literature on political connections and audit committees in Malaysia. In addition, most East Asian economies, including Malaysia’s, are characterised by a relationship based system, as opposed to the market based system (Rajan and Zingales 1996). The market based system relies on explicit contracts to protect the interests of capital suppliers and to facilitate the allocation of resources. In this system, the market becomes an important medium for governing contractual relationships and transparency is a necessary condition for contract enforcement. On the other hand, the relationship based system has its root in cultural and political forces, rather than explicit contracts, leading to the self-governing network of close connections between banks, politicians, the government and other stakeholders, such as auditors and shareholders. Specifically in Malaysia, being politically connected gives the company an added advantage in relation to financial support and minimal adherence to rules and regulations. Malaysia, as a multi-racial country, could be seen as a unique set up for political connections since the fundamental aspect of its capital market is that it is based on racial grounds.
The evolution and development of the close relationship between the government and business have become the symbol of the Malaysian economy. It is widely acknowledged that the government has played a significant role in the Malaysian economy (Amsden 1992;Deyo 1987;Ragayah 2008;White 2004). The government created a holding company whose main purpose is to identify, invest in and manage projects in heavy industries such as basic metals, automobiles, petrochemicals, machinery and equipment (Jomo and Tan 1999). Basically, the investment incentives were also introduced in an attempt to increase foreign direct investment and to stimulate private enterprise.
It is generally accepted that the existence of politically connected firms in Malaysia flows from the Malaysian government’s intervention to increase Malay equity ownership in the country. In Malaysia, corporate governance began almost 100 years ago. Most companies are dominated by large shareholders who exercise controlling rights, while corporate governance is the framework for overseeing the general separation of management and control and for monitoring board activities (Claessens et al. 2000). In the wake of the financial crisis, the Malaysian government has begun to improve the situation with a reform programme to enhance board efficiency and the fulfilment of stakeholders’ interests. This is due to the fact that there has been much debate since the crisis about the factors and weaknesses in corporate governance structure that led to the downturn in the economy (Harvey and Roper 1999).Malaysia is no exception and, according to Piei and Tan (1999), the primary factor that contributed to the 1997economic crisis in Malaysia was poor corporate governance. Johnson and Mitton (2003) pointed out that political connections were found to be an additional contributing factor to the financial crisis. Political intervention by the government resulted in unproductive and unviable investment and ventures, since firms enjoyed such relationships and took advantage of them. Figure 2.2 below presents the timeline for political intervention in Malaysia’s firms as explained earlier.
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[bookmark: _Toc463965986]2.4	Corporate Governance Reforms: Malaysia
One of the countries that was most affected by the Asian financial crisis was Malaysia. The crisis saw the stock market and currency values drop by more than 40%. A major factor recognised as a cause of the crisis was poor corporate governance in the private sector (Johnson et al. 2000). As a result, the Malaysian government appointed a high level finance committee in March 1998 to develop a framework for improved corporate governance. This resulted in the Malaysia Code of Corporate Governance (MCCG) being introduced. The MCCG required listed companies to have audit committees meeting the following conditions: (1) to comprise no fewer than three members, (2) the majority of the members to be independent, (3) the Chair of the audit committee to be an independent director, and (4) at least one member of the audit committee to be either: (a) a member of the Malaysian Institute of Accountants, or (b) to have three years working experience as an accountant, to have passed the examinations prescribed by the Accountants Act 1967, and to be a member of one of the accounting associations specified by the Act.  From the financial year ending 30 June 2001, listed companies were required to state in their annual reports the degree to which they had complied with the MCCG. This prescriptive approach to improving corporate governance adopted by Malaysia provides an interesting environment in which to investigate the role of audit committees in improving corporate governance, when compared to many jurisdictions that have mandated fully independent audit committee membership.
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	Year
	Initiatives and Reforms

	1965
	The true and fair certification by directors of financial statements was introduced.

	1993
	The audit committee requirement was introduced.

	1997
	An independent accounting standards setting base was introduced

	1998
	The formation of the high level finance committee to conduct a detailed study on corporate governance and to make recommendations for improvements.

	1998
	Amendments were made to the Security Industry Central Depository Act (SICDA) with a view to enhancing transparency in share ownership amidst other improvements.

	1998
	The Malaysian Institute of Corporate Governance was established.

	1998
	The regulations for directors and CEOs to disclose interest in publicly listed companies were introduced.

	1999
	Quarterly reporting was introduced.

	1999
	A revamp of takeovers and the merger code was carried out.

	2000
	The Malaysian Code on Corporate Governance was introduced.

	2000
	Amendments were made to the Securities Commission Act 1993 by making the Securities Commission the sole regulator for fund raising activities and the corporate bond market.

	2001
	The audit committee must have a member who is financially trained.

	2001
	The Malaysian capital market master plan was launched to further streamline and regulate the capital market and to chart the course of the capital market for the next ten years.

	2001
	The financial sector master plan was launched to chart the future direction of the financial system over the next ten years. It outlined the strategies to achieve a diversified, effective, efficient and resilient financial system.

	2001
	The mandatory disclosure of corporate governance code compliance was introduced.

	2001
	The establishment of a minority shareholders watchdog group.

	2001
	The mandatory accreditation programme for directors was introduced.

	2002
	The internal audit guidelines for PLCs were introduced.

	2003
	Guidance notes on share splits, guidance for companies to meet compliance and internal control requirements were introduced.

	2004
	Amendments to the security laws and takeover codes for better investor protection were made.

	2005
	A review in respect of accounting for minority interests in companies’ financial statements and guidelines on compliance functions for fund managers to further strengthen investor protection were introduced.

	2006
	Revised guidelines on securities borrowing and lending were introduced and the enhanced guidelines for placement of securities for greater shareholder and investor protection were issued.

	2007
	The Malaysian Code on Corporate Governance was revised. Amendments in relation to corporate governance to Companies Act 1965 were made.

	2012
	Malaysia Code of Corporate Governance 2012 to be deliverable through the Corporate Governance Blueprint 2012.


Source: Compiled by author.
Among the initiatives taken by the government due to the financial crisis is the introduction of the Malaysian Code of Corporate Governance in 2000, which can be seen as one of the most significant initiatives. It was initiated following the Cadbury Report (1992) and the Hampel Report in the United Kingdom (FCCG, 2000). Bursa Malaysia, formerly known as Kuala Lumpur Stock Exchange (KLSE), revised the listing requirements in 2001 and made it obligatory for publicly listed companies to comply with the regulations in order to directly enhance corporate governance.
The noticeable effort to improve and strengthen the corporate governance framework can be seen with the 2007 revision of the Malaysian Code of Corporate Governance and amendments to the Companies Act 1965.This code was specifically revised to strengthen boards of directors and audit committees and accordingly to ensure that both effectively perform their roles and responsibilities. Simultaneously, various statutory requirements have been issued and various efforts have been implemented by statutory bodies to ensure higher audit and reporting quality within the Malaysian corporate governance environment. Additionally, the Securities Commission Malaysia (SC) released the Corporate Governance Blueprint 2011 (Blueprint), an attempt to advance corporate governance in the Malaysian setting. The Blueprint 2011 is the key to deliver the Malaysian Code on Corporate Governance 2012 (MCCG 2012), which focuses on strengthening board structure and composition by recognising the role of directors as active and responsible fiduciaries. The essence of the Blueprint is to achieve excellence in corporate governance through good compliance and a corporate governance culture. 
Thus, the best practices of corporate governance allow some specific tasks to be delegated to committees. One of these is the audit committee, which assists the board in monitoring the firm’s financial position. The formation of an audit committee has been made mandatory for all listed companies since 1993. Zulkarnain et al. (2001) found that from companies sampled in 1994, only 56% of main board companies and 24% of second board companies complied with the requirement. Further, compliance by all sampled firms was only achieved in 1998. Since the creation of the MCCG, corporate governance standards in Malaysia are perceived to have improved following the outcome of the MCCG Survey in 2002 (Simon Shim 2006). In addition, Vichitsarawong et al. (2010) noted that corporate governance reforms in Hong Kong, Malaysia, Singapore and Thailand might have contributed to higher conservatism in these countries after the 1997 financial crisis relative to the pre-crisis period. The perception that corporate governance in Malaysia is ineffective in reducing agency problems led to suggestions that the system is: merely a ceremonial rubber stamp (Mallette and Fowler 1992), form over substance (Pascoe and Rachagan 2005), window dressing (Simon Shim 2006) and box ticking (Hassan Che Haat et al. 2008).
[bookmark: _Toc436299112][bookmark: _Toc437266732][bookmark: _Toc444595792][bookmark: _Toc463965987]2.4.1	Corporate Governance and Political Connections in Malaysia
Malaysia is well known as a synonym for the relationship based market system, which was set up due to the multicultural state of the community. Therefore, one control instrument is needed to ensure that this political role does not overly control corporate business affairs. There have been various corporate governance recoveries since the Asian financial crisis (AFC) in 1997-1998, including the implementation of the MCCG as part of the Bursa Malaysia listing rules. Various studies conducted in Malaysia have shown quite consistent results. For instance, Wahab et al. (2007) find that performance of firms has been significantly higher after the incorporation of the MCCG in 2001. In addition,Haniffa and Hudaib (2006) find various corporate governance mechanisms that have positive effects on firms’ performances. Thus, it has been shown that corporate governance matters in order to mitigate agency problems and thus improve firms’ performance.
The strong government intervention in the Malaysian economy is due to the political necessity of accommodating the aspirations or needs of the Malays. Political connections have become a source of much benefit for firms, as has been confirmed by prior studies, in gaining access to credit, obtaining government contracts, and acquiring extra information about regulatory control. This environment of the mixture of business and politics creates many problems for corporate governance. In addition to this, the quality of reported accounting information is also systematically poorer for politically connected firms (Chaney et al. 2011). Political connections have thus had a negative impact on the quality of corporate governance because outside directors have had limited leverage over company officers and directors.
In Malaysia, firms are typically controlled by the government and families with the extensive use of cross shareholding and interlocking directorates to maintain their influence over the management of these firms. However, this leads to lower transparency, inadequate disclosure and majority shareholders being in a position to maximise their private benefits. Much research, which has provided evidence that Asian firms have improved their governance since the financial crisis, also suggests that those with concentrated ownership are least likely to have improved. 
Corporate governance reforms and stronger mechanisms are much needed since; in particular, high levels of government intervention in the economy are deeply embedded in the local business culture. The government’s involvement in corporate governance is an important aspect of the business government relationship, but it has received limited attention in the literature. It is very interesting to know that both corporate governance and political connections have attracted considerable attention in current practices. These concepts significantly affect various issues related to individual firms, such as long term performance, bailout events and financing behaviour. However, the relationship between corporate governance and political connections has not been extensively discussed.
[bookmark: _Toc436299113][bookmark: _Toc437266733][bookmark: _Toc444595793][bookmark: _Toc463965988]2.5	Chapter Summary
This chapter has discussed the institutional setting of the study, which shows clearly the relationship between business, politics and corporate governance in the Malaysian setting. The intervention of politics and the distinctive ethnic make-up of the country are well documented. The ethnic divisions into their key sectors caused inter-ethnic tension and competition for economic resources and political power. Due to this, it seems hard in the Malaysian context to separate business and politics. Thus, it is very important for Malaysian companies to implement improved corporate governance to support the idea of corporate transparency. Following the Asian financial crisis, better corporate governance has been emphasised in order to bring the standards up to the highest level, but the nature of political connections is still seen as an issue in Malaysia’s corporate sector. According to Gomez and Sundaram (1999), the lack of monitoring and control by the authorities is among the reasons why the disease of ‘cronyism’[footnoteRef:10]has continued to spread up to the present day. This phenomenon is among the causes of the economic downturn in 1997. There is much evidence from prior studies suggesting that further improvements are needed in the Malaysian corporate sector, especially to address the issue of the political environment in Malaysia. Therefore, it is very important to recognise, and to look in depth into, the relationship currently, when many recommendations have been implemented, including clarifying the relationship between these political connections and auditors’ capability in planning the audit process. [10:   Cronyism is the practice of appointing friends to high positions, especially political posts, regardless of their suitability (Garza, 2012)] 

To this end, the next chapter provides a review of literature that forms a basis and framework to examine the link between politically connected audit committees, audit fees and the audit process.
[bookmark: _Toc436299114][bookmark: _Toc437266734][bookmark: _Toc444595794][bookmark: _Toc463965989]: Literature Review
[bookmark: _Toc436299115][bookmark: _Toc437266735][bookmark: _Toc444595795][bookmark: _Toc463965990]3.1	Introduction
This chapter reviews existing literature on political connections, audit committees, corporate governance and audit fees, and identifies the gap in the literature which the researcher is motivated to fill in through the current study. Following the introductory section, Section 3.2 discusses audit committee literature. Section 3.3 discusses the issues of audit committee effectiveness and concepts of political connections are introduced in Section 3.4. The prior research on political connections is reviewed in Section 3.5. An elaborated review on political connections and audit fees is provided in Section 3.6, followed in Section 3.7 by the review of the prior literature on audit committees, political connections and the audit process. The chapter concludes with a summary, provided in Section 3.8.
[bookmark: _Toc436299116][bookmark: _Toc437266736][bookmark: _Toc444595796][bookmark: _Toc463965991]3.2	Audit Committee Review
The aim of audit committees is to improve organisational governance in all types of organisations, whether they are public listed companies or private companies. Audit committees are known as one type of monitoring mechanism, which aim to provide assurance on financial and compliance issues through increased accountability and the efficient use of resources. Over the past decade, the role of audit committees has become increasingly significant as high profile corporate scandals, such as Enron and WorldCom, have caused chaotic problems for the credibility of corporate governance. The need for more audit committees has been given attention through the combination of legislation and support through best practice guidelines, while in the post-Sarbanes Oxley Act (SOX) era, the key responsibilities of audit committees have the potential to influence operations, strategy and firm performance (Karim et al. 2015). The issues concerning audit committees and corporate governance have been highlighted in many prior studies to improve financial reporting and audit quality (Neal et al. 2009;Cohen et al. 2004;Krishnan and Visvanathan 2007;Peasnell et al. 2000;Turley and Zaman 2007;De Vlaminck and Sarens 2015).
The audit committee plays an important role in monitoring the company’s operations and internal control system with the aim of protecting the interests of the shareholders. The audit committee contributes to the development of the strategic plan of the company and is expected to provide recommendations to the board with regards to all matters within the organisation. According to Charan (1998) and Cravens and Wallace (2001), it is recognised that an effective audit committee should focus on improving company performance and competitiveness. Consistent with this, Wild (1996) analysed US firms and found that the stock market reaction to earnings reports was significantly higher prior to the formation of audit committees. This suggests that shareholders or investors recognise the governance role of audit committees in protecting shareholders’ interests. In the same vein, Bolton (2014) found that audit committee share ownership has a positive and significant impact on firm performance. It is also suggested that investors seems to value the governance improvements made by the regulators.
The delegation of some of the board of directors’ oversight role to the audit committee has broadened the function of the audit committee to cover wider areas, including the monitoring of senior management and the control system, and approving corporate strategy (DeZoort et al. 2002;Committee 1999). The lack of competency among audit committee members may contribute to a company’s financial distress (Simpson and Gleason 1999) and hence, the effectiveness of the audit committee is among the key issues in companies in financial distress. In addition, audit committee independence is argued to be negatively associated with the going concern of financially distressed firms (Neal et al. 2009). It is expected, therefore, that good characteristics of audit committees are associated with good company financial performance, which in turn is negatively associated with financial distress. Financial distress can normally be related with those companies which have government guarantees to support them financially. However, research on the effectiveness of audit committees in relation to the connections with government and politicians is lacking in the literature. Thus, it is warranted to further investigate these issues in the current study.
[bookmark: _Toc436299117][bookmark: _Toc437266737][bookmark: _Toc444595797][bookmark: _Toc463965992]3.2.1	Audit Committees and Corporate Governance
The audit committee is one of the internal mechanisms of corporate governance. Conceptually, an audit committee is defined as a subcommittee of the main or supervisory board that is comprised mainly or wholly of non-executive or independent directors, with responsibility for the oversight of financial reporting and auditing activities (Spira 1999;Collier and Zaman 2005). The presence of an audit committee is associated with the oversight function of the board of directors. As suggested by agency theory, the board of directors has an oversight role that usually involves monitoring the CEO and other senior executives, approving the corporation’s strategy and monitoring the control system (DeZoort et al. 2002). As these are complex responsibilities, the board of directors delegates its oversight duties to the audit committee, so it is very important to review the literature related to audit committees and corporate governance.
Moreover, there has been a trend to improve the roles and responsibilities of the audit committees of public listed companies. Significant efforts widely discussed in the literature include the Blue Ribbon Committee (BRC) recommendations on improving the effectiveness of corporate audit committees (1999) and the enactment of SOX (2002). The BRC was sponsored by the NYSE and the National Association of Securities Dealers (NASD) in the late 1990s with the aim of making recommendations for improving the effectiveness of audit committees (Carcello et al. 2002;Fichtner 2010). These recommendations focused on strengthening the independence of the audit committee, improving audit committee effectiveness, and improving the mechanisms for discussion and accountability among the audit committee, outside auditors, and management (Joshi and Wakil 2004;Fichtner 2010). The recommendations were subsequently adopted as listing requirements by exchanges in the US, including the American Stock Exchange, the NYSE, and NASDAQ. The trend of adopting the BRC’s recommendations as listing requirements spread to exchanges outside the US, including the Hong Kong Stock Exchange, the Thailand Stock Exchange and the Jakarta Stock Exchange (Fichtner 2010).
Further significant reform saw the enactment of the Sarbanes Oxley Act (SOX) in 2002 in response to a series of corporate scandals in the US involving Enron, WorldCom, Adelphia Communications, Qwest, and Global Crossing. These scandals led to the US public questioning the roles and responsibilities of an audit committee in the oversight of a company’s overall financial reporting process (Myers and Ziegenfuss 2006). As a result, the roles and responsibilities of audit committees were intensified enormously with the enactment of the SOX. Among other things, the SOX required the auditor of a company to report directly to the audit committee concerning certain critical matters relating to the company’s financial reporting process. For example, the audit committee shall be directly responsible for the appointment, compensation, and oversight of the work of the external auditor (Section 301 of the SOX, 2002). The audit committee must pre-approve non-audit services, establish fraud reporting and whistle-blowing procedures, and has the authority to engage independent counsel and other advisors as may be deemed necessary to perform its oversight duties.
According to Cohen et al. (2004) and Rezaee (2003) audit committee members are among the parties that are involved with corporate governance. Cohen et al. (2004) add that the interactions between audit committees and other stakeholders are crucial to effective governance, highlighting the function of the audit committee and showing clearly that the audit committee is becoming more essential. It can be see that the discussion of corporate governance has gained popularity due to the incidents of corporate collapse that have contributed to the development of the role of the audit committee in the arena of corporate governance (Turley and Zaman 2007).
The audit committee, on the other hand, has important oversight roles, whereby they act as an independent check on management, but do not replace the management’s role. The audit committees rely on internal and external auditors to develop and communicate objective information needed by the audit committee to effectively perform its oversight function. Alzeban and Sawan (2015) highlight that it is very significant for the audit committee to communicate with the internal auditor. They provide empirical findings that greater perceptions of the implementation of internal audit recommendations are strongly related to the presence of audit committee members and are influenced by frequent meetings between the audit committee members and chief internal auditor. Thus, an audit committee that acts as the representative of the board of directors facilitates the efficient and effective functioning of the board in overseeing the auditors. According to Rezaee (2007),an audit committee is required under the listing standards to implement and support the oversight functions of the board, specifically in areas related to internal control, risk management, financial reporting and audit activities. Therefore, the audit committee has to balance its functions between advising management and overseeing their performance in the areas of financial reporting, risk management and internal control.
In different contexts, there is various evidence showing a significant increase and harmonisation in the use of audit committees globally, including the European Commission’s requirement that all public interest organisations in the European Union have an audit committee (Collier and Zaman 2005). On the other hand, in the US the SOX (2002) was enacted, which requires, among other things, that companies use audit committees and disclose the composition of their audit committees in their annual reports. In Australia there is no legal mandate requiring the formal establishment of an audit committee. However the ASX[footnoteRef:11] (2010b) provides corporate governance principles and recommendations as listing guidelines, designed to enhance governance performance and stakeholder accountability. The ASX guidelines regarding the safeguarding of financial reporting integrity provide that the board establish an audit committee and that the audit committee be structured to: consist only of non-executive directors, consist of a majority of independent directors, be chaired by an independent chair that is not the chair of the board and have at least three members (ASX, 2010b). [11: ASX is the merger of the Australian Stock Exchange and the Sydney Futures Exchange in July 2006 and is today one of the world’s top ten listed exchange groups measured by market capitalisation as mentioned by ASX news.23 May 2014. Retrieved 26 May 2014.] 

The next section specifically discusses the audit committee in the Malaysian setting, in response to the harmonisation of audit committee functions in the global context.
[bookmark: _Toc436299118][bookmark: _Toc437266738][bookmark: _Toc444595798][bookmark: _Toc463965993]3.2.2	Audit Committees in the Malaysian Setting
In Malaysia, the formation of audit committees has been a main focus of the government since the early 1990s. However, during this time, the formation of audit committees was only on a voluntary basis. Their formation was made mandatory for all companies listed in Bursa Malaysia in 1994. Bursa Malaysia outlined one of its listing requirements as the formation of audit committees, which has been recognised as complementary to government initiatives to strengthen corporate governance in all listed companies in Malaysia. 
The establishment of the Finance Committee on Corporate Governance in 2000, which was headed by the Secretary General of the Ministry of Finance of Malaysia, further strengthened the role of audit committee, with their main focus being to strengthen transparency, promote effective enforcement and identify training and education needs for directors and key players of an organisation. In March 2000, the Finance Committee developed the Code of Best Practice in Corporate Governance, which provides guidelines on the formation of audit committees, particularly with respect to size, independence, frequency of meetings and financial literacy of members, to ensure good practice incorporate governance. For instance, regarding audit committee independence, Section 344A (2) of the Bursa Malaysia listing requirements requires audit committees to consist of a minimum of three members, a majority of which must be non-executive directors. While in terms of size, the Malaysian Code on Corporate Governance (MCCG) follows the listing requirements of Bursa Malaysia that audit committees shall comprise at least three directors. In addition, audit committees are required to meet at least four times annually, as recommended by Bursa Malaysia. An audit committee should meet regularly, with due notice of issues to be discussed, and should record its conclusions in discharging its duties and responsibilities. On the other hand, the MCCG also states that members of audit committees should have a sufficient understanding of financial reporting issues. The listing requirements of Bursa Malaysia suggest that audit committees should have at least one member registered under the local professional accounting body, the Malaysian Institute of Accountants (MIA)[footnoteRef:12], or having at least three years’ experience after passing a professional examination and being a member of one of a number of specified accounting associations (Zulkarnain et al. 2001). According to Ainuddin and Abdullah (2001), all listed companies are required to comply with the recommendations in terms of audit committee characteristics, and in cases of non-compliance, justifications must be properly disclosed in the annual report. [12: The Malaysian Institute of Accountants (MIA) is the umbrella body for the accountancy profession in Malaysia. It was established under the Accountants Act, 1967 to regulate and develop the accountancy profession in the country. About MIA. Retrieved 15 January 2014.
] 

Following the MCCG (revised again in 2012 and now known as MCCG 2012), all of the stakeholders (firms, regulator, directors) need to pay greater attention to the composition and structure of the board, in which the director’s role is recognised as being an active and responsible fiduciary. The directors should ensure that the governance structure is effective in order to minimise risk and carry out internal control of management.
[bookmark: _Toc436299119][bookmark: _Toc437266739][bookmark: _Toc444595799][bookmark: _Toc463965994]3.3	Audit Committee Effectiveness
[bookmark: _Toc436299120][bookmark: _Toc437266740][bookmark: _Toc444595800][bookmark: _Toc463965995]3.3.1	Audit Committee Size
In order to make an audit committee effective in controlling and monitoring senior management activities, the committee must have enough members to carry out the responsibilities (Vinten and Lee 1993). Results of prior research on the association of audit committee size and company performance are not conclusive. Dalton et al. (1999) find that audit committees become ineffective if their size is either too small or too large. An audit committee with a large number of members tends to lose focus and be less participative compared to those of a smaller size. On the other hand, an audit committee with a small number of members lacks diversity of skills and knowledge, and hence becomes ineffective. An audit committee with the recommended size would allow members to use their experience and expertise for the best interests of stakeholders. However, there is other research (Menon and Williams 1994) that finds a weak association between the size of the audit committee and a company’s performance. Although results do not provide strong support for the monitoring function of an audit committee, the positive relationship between size of an audit committee and company financial performance is supported by the arguments of resource dependence theory (Pearce and Zahra 1992). Under resource dependence theory, the effectiveness of an audit committee increases when the size of the audit committee increases, because it has more resources to be devoted to addressing issues faced by the company. Following resource dependence theory, the current study assumes that the more members there are in an audit committee, the more resources it can bring to the firm, such as experience and expertise (financial and non-financial), which can contribute to the audit committee’s effectiveness in monitoring.
[bookmark: _Toc436299121][bookmark: _Toc437266741][bookmark: _Toc444595801][bookmark: _Toc463965996]3.3.2	Audit Committee Meetings
Prior research uses frequency of meetings to measure audit committee activeness (Menon and Williams 1994;Collier and Gregory 1996). Based on their findings, they suggest that an audit committee that meets more frequently provides a more effective oversight and monitoring mechanism on financial activities, which includes the preparation and reporting of company financial information. According to McMullen and Raghunandan (1996), audit committees of companies in financial difficulties do not hold meetings as frequently as those without financial difficulties. Thus, it can be said that the frequency of meetings has a significant positive relationship with audit committee effectiveness (Collier and Gregory 1996). On the other hand, the effectiveness of an audit committee in carrying out its monitoring role of the financial reporting process and of internal control requires regular meetings (Vafeas 1999). Frequent and manageable meetings would assist audit committees in examining the accounting and related internal control system, and in keeping senior management informed of the committee’s actions (McMullen and Raghunandan 1996).The frequency of meetings is a reflection of effectiveness and the directors’ experience and expertise can enhance internal monitoring functions (Zaman et al. 2011).
[bookmark: _Toc436299122][bookmark: _Toc437266742][bookmark: _Toc444595802][bookmark: _Toc463965997]3.3.3	Audit Committee Independence
Furthermore, director independence can be considered as a significant concept in the context of good corporate governance. Independent directors are considered to be better equipped to maintain the integrity of external financial statements as they do not have personal or economic ties with the executive management and are regarded as professional people to oversee and monitor the company’s executive management (Bradbury 1990). Therefore, according to Klein (2002), ACs with independent directors can be regarded as better equipped to maintain the integrity of company financial statements.
On the other hand, Abbott et al. (2003b) and Carcello et al. (2002) find that the more independent ACs demand a higher quality audit service, where audit fees represent the quality of the audit. Based on their findings,Abbott et al. (2000) suggest that more independent AC’s are more likely to select an industry specialist as an external auditor as the integrity of the external financial statements is better maintained by such services. Furthermore, DeZoort and Salterio (2001) find that independent directors are more likely to support external auditors over executive management in external auditor-management conflict situations.
[bookmark: _Toc436299123][bookmark: _Toc437266743][bookmark: _Toc444595803][bookmark: _Toc463965998]3.3.4	Audit Committee Expertise
Accounting and financial knowledge may provide a good basis for audit committee members to examine and analyse financial information. Educational background becomes an important characteristic to ensure audit committees perform their role effectively. According to Hambrick and Mason (1984), audit committee members who are financially literate are more professional in their approach and more adaptable to changes. Thus, audit committees with members who are financially literate are expected to adopt a high standard of accountability and level of achievement, and strive for excellent corporate image and performance. There is evidence that audit committees perform poorly when financial literacy is lacking (Kalbers and Fogarty 1993). This is supported by Abdullah and Al-Murisi (1997), who agree that audit committees become more effective when members are financially literate. These results provide empirical evidence to support the MCCG, which requires the appointment of at least one member with financial literacy to audit committees (MCCG, 2002). Thus, an audit committee must have at least one member who is a member of the Malaysian Institute of Accountants (MIA) or must have experience of not less than three years and have passed the professional examination. It can therefore be concluded that financially literate members of audit committees are those with knowledge in accounting and finance, and with the relevant years of experience in practice.  
[bookmark: _Toc436299124][bookmark: _Toc437266744][bookmark: _Toc444595804][bookmark: _Toc463965999]3.3.5	The Gap in the Audit Committee Literature
The presences of audit committees is purposely to help companies to alleviate any agency problems associated with moral hazards and adverse problems (Rainsbury et al. 2008), as the function of audit committee is to monitor and provide oversight functions in reporting and auditing (Collier and Zaman 2005). Summarising all of the characteristics of audit committees mentioned in prior literature, audit committee performance centres on their independence. This is because audit committee independence is highlighted by the nature of their work ,and their expected role of enhancing public confidence with regards to their transparency and providing sufficient safeguards against fraudulent financial reporting (Rezaee and Lander 1993), as well as their involvement in enhancing the relationship between the external auditor and the internal audit function. With additional characteristics, such as size, expertise, background and meeting frequency, it is expected that an audit committee will enhance its role as a monitoring mechanism. However, the issue at the centre of the current study is the appointment of audit committees that are independent in nature, but are simultaneously politically connected. The audit committee has become an instrument to acquire external resources through the appointment of members with political connections. This is what has been lacking in the literature, and the investigation of audit committees which are politically connected is motivated by this idea.
The gap that can be clearly seen here is that, in practice an independent audit committee may not actually have independence if there are political connections. According to Faccio et al. (2006a), a politically connected board or audit committee has at least one director who was a former politician, including a member of parliament, a minister, or any other senior government appointed bureaucrat or officer in a state owned company. Thus, the case of politically connected directors or audit committees specifically fits well with resource dependence theory, as Goldman et al. (2013) found evidence for the hypothesis that the appointment of politically connected directors affects shareholder value by improving the chances of securing procurement contracts. Chizema et al. (2015) found that, at a specific level, the behaviour and political ideology of politically connected directors influence decisions related to senior executive compensation. 
The impact of politically connected audit committees may cause investors to believe that politically connected firms can be protected by the government and that, through these connections, firms may be helped to gain a competitive advantage when competitors face difficulties. Yu et al. (2015) investigated directors who are politically connected with respect to corporate governance, scandals and intra-industry effects. They found evidence that political connections help to mitigate the negative influence of scandals for non-political firms. It is suggested that other incorporated components of corporate governance, such as the quality of auditors and the ownership structure, are also important in mitigating costs. However, the impact of political connections on audit committees is ambiguous. Rather than supporting resource dependence theory, according to which, in the current study, it is expected that politically connected audit committees may bring in external resources to firms through their expertise, skills, experience and connections with members of parliament and ministries; it is simultaneously believed that the independence of an audit committee can be compromised through these types of connections. Therefore, the existence of audit committees which are politically connected is still an empirical issue that provides a fruitful area to be explored.
Thus, it is very important to expand the audit committee literature by further investigating the relationship between politics and business, and how the additional audit committee attributes (politically connected) may affect the firm in important decisions specifically in the Malaysian setting. Given the motive and capability of politically connected audit committees to influence their effectiveness, the study fills the gap in the audit committee literature by further investigating this relationship. The next section will further explain the concept of political connections and the influence of audit committees which are politically connected on audit fees and the audit process.
[bookmark: _Toc436299125][bookmark: _Toc437266745][bookmark: _Toc444595805][bookmark: _Toc463966000]3.4	The Political Connections (PCON) Concept
There are many debates over government involvement in having political connections with firms and this wide spread government intervention is due to many factors. One significant factor contributing to this issue followed the recent financial crisis (Borisova et al. 2012). Political connections or, to be precise, government intervention, have been claimed to be highly exposed to personal relationships with politicians, either directly or indirectly. The influence of political connections has caused positive and negative impacts, depending on how the management of companies has been conducted. A recent study in the US, Houston et al. (2014), find that the cost of bank loans is significantly lower for companies that have board members with political ties. In certain countries, political connections seem very important and play a significant role in improving national economic growth, such as with government guarantees, which can attract foreign direct investment (Fisman 2001).In addition, by having political connections, the government seems to own, and have coercive power towards, firms which, in general, will lead to better monitoring. Furthermore, a study by Amore and Bennedsen (2013) shows that political connections establish the effect of changes in political power on the profitability of firms that have family ties with local politicians. Thus, the issue of political connections seems critical and should be addressed accordingly so that it remains significant in playing its role of expanding economic growth. Based on the prior literature, important objectives of government intervention include rent seeking[footnoteRef:13], extraction[footnoteRef:14], and social welfare and harmony[footnoteRef:15](Shleifer and Vishny 1994;Chong and Gradstein 2007). Although there are some companies which have had advantages and benefited from having political connections, but such influence also brings negative impacts to companies, such as poor performance, inefficiency in corporate governance, lowering earning quality and lower financial reporting quality. One possible explanation for the negative effects of political connections is that the channelling resources by politicians towards favoured firms can lead to a distortion of incentives[footnoteRef:16], misallocation of investment, and an increase in corrupt activities (Shleifer and Vishny 1994). Prior study has found a negative association between political connections and firms’ profitability (Chaney et al. 2011). On the contrary, a number of studies have given support to political connections, as firms have enjoyed benefits from different types of relationship (Agrawal and Knoeber 2000;Backman 2001;Blau et al. 2013;Claessens et al. 2008;Faccio et al. 2006a;Goldman et al. 2013;Houston et al. 2014;Johnson and Mitton 2003;Mian and Khwaja 2004;Yeh et al. 2013). [13: Rentseeking involves seeking to increase one’s share of existing wealth without creating new wealth. Rentseeking results in reduced economic efficiency through poor allocation of resources, reduced actual wealth creation, lost government revenue, increased income inequality, and (potentially) national decline (Krueger1974).
]  [14: Extraction is a concept from economics that refers to a nation that derives most of its productivity from non-renewable resources, with the implication that elites are skimming a certain percentage off the top, and instead of investing that money in productive enterprises, spend it on non-productive activities instead (Acemoglu and  Robinson 2012).
]  [15:  Social welfare and harmony is defined as all social interventions intended to enhance or maintain the social functioning of human beings (Dolgoff,, Feldstein and Stolnik 1997).]  [16: Distortion of incentives is the act of moving away from a fiscally neutral stance that does not affect incentives; for instance in the case of tax, the relatively rich are discouraged from declaring income and from earning marginal (extra) income, because they know that any additional money that they earn and declare will be taxed at the higher marginal tax rates. At the same time the poor have an incentive to conceal their own taxable income (and usually their assets) so as to increase the likelihood of their receiving state assistance. (Dolgoff,, Feldstein and Stolnik 1997).] 

Despite a number of prior studies relating to the influence of political connections, to date our evidence about political connections in term of their relationship within a company itself is still relatively scarce. There is very little information available on how direct relationships of political influence affect the decisions related to accounting, reporting and corporate governance, since most of the prior research considers indirect relationships in which political connections act as proxies. Based on prior literature, a network or relationship involving government, or so called ‘political connections’, is a valuable asset for firms (Fisman 2001;Faccio et al. 2006a;Chaney et al. 2011). This is because firms seem to enjoy economic interests or benefits from various political advantages, such as low tax rates and access to debt finance (Faccio et al. 2006b), thus explaining why companies may maintain political connections as a way to improve their performance. 
A growing body of research examines the role of political and economic institutions and the evidence for the effects of political connections on the results are mixed. Political connections, based on prior studies, have provided two different impacts on institutional settings, such as whether the connection brings value and benefits to a firm, particularly in countries with a higher level of corruption (Ang et al. 2013). On the other hand, there is also evidence that the value of such connections is zero, and firms exhibit poor accounting performance compared to non-political firms (Ang et al. 2013). The diversity in institutional features among different countries and among different ownership structures could result in mixed findings (Chaney et al. 2011;Guedhami et al. 2009).There have been a few studies referring to political connections with a nation’s leadership, for example in the US (Goldman et al. 2008) and Malaysia (Gul 2006;Bliss et al. 2011). Meanwhile, for China, Nee (1992) finds that political connections bring value added to a firm’s performance, a result which is consistent with Peng and Luo (2000).On the other hand, Chaney et al. (2011) provide evidence that politically connected firms have a lower quality of earnings, since earnings have been guaranteed and there is less pressure to improve the quality of accounting information. 
[bookmark: _Toc436299126][bookmark: _Toc437266746][bookmark: _Toc444595806][bookmark: _Toc463966001]3.5	Research on Political Connections
[bookmark: _Toc436299127][bookmark: _Toc437266747][bookmark: _Toc444595807][bookmark: _Toc463966002]3.5.1	Political Connections in Developed Economies
Different institutional settings lead to various impacts of political connections indifferent types of economy. A recent study from the US by Kim and Zhang (2014) found that political connections have a positive relationship with tax aggressiveness for the period 1999 to 2009 as firms employed former politicians as directors, corporate campaign contributors and lobbying tools. Among the justifications for these findings are that due to politically connected activities, firms have better information regarding tax regulation and enforcement, lower capital market pressure for transparency and lower political costs of aggressive tax planning. Other evidence from the US suggests that by having political connections firms exhibit lower earnings quality (Chaney et al. 2011) as compared to other non-politically connected firms. In a similar case in the US, Correia (2009) examines whether politically connected firms have lower accounting quality and a higher incidence of misreporting. A prior study in the US, which is most closely related to the current study, found that outside directors with backgrounds in politics are more prevalent in terms of playing their roles in firms (Agrawal and Knoeber 2000). In addition, the study utilised similar measures of political connections by looking at those outside directors with backgrounds in politics or government institutions. The study found that some firms may appoint politically connected directors for their knowledge and experience of government procedures, their insights into government actions, and their ability to enlist the government for the firm’s interests, and have thus benefited from the relationship.
Moreover, a study using Singaporean samples shows that government owned companies have a significant presence in Singapore’s corporate sector. Ang et al. (2013) try to investigate the effect of political connections on company value in an environment where a low level of political connections is due to better institutions and is not confounded by favourable factors as in some other institutional settings. The study defines political connections by 1) a former cabinet minister of the Singapore government, 2) a serving or ex-member of parliament (MP) or (3) a current or former senior civil servant of the Singapore government. They find that in Singapore, where political corruption is relatively low, political connections add little to the value or performance of a company. The case of Singapore can be closely related to the current study as both Malaysia and Singapore derive from a varied ethnic background and the equity of firms is firmly commanded by government linked companies. Typically, both countries have GLCs in which the boards are populated by senior civil servants and political appointees, making board appointment an oblique method for monitoring or controlling corporate activities. These unique factors allow for more exploration into how different institutional settings may limit the role of political influence in business.
In France, meanwhile,Boubakri et al. (2008) measuring political connections according to at least one member of a firm’s board of directors or its supervisory board being or having been a politician, that is, a member of parliament, a minister or any other senior appointed bureaucrat. The study tracks politicians on boards over a period of three years after privatisation and found that, due to the ties with politicians and government bureaucrats, politically connected firms have easy access to long term debt and easily obtain important government contracts and hence improve their performance. Due to this, the government will want to obtain political benefits by recommending over-employment to win the votes of employees and their relatives. The study actually highlights the consideration of different measures of political ties between firms and government which can be implemented in the current study.
In Germany, Niessen and Ruenzi (2010) investigated political connections and stock performance in the market. The findings show that politically connected firms are larger, less risky and have lower market valuations than unconnected firms. On the other hand, politically connected firms are slightly outperformed in the stock market. The study measured political connections by looking at the relationships that exist between members of firms and delegates of the German parliament (Bundestag), delegates of state parliaments or other political parties.
[bookmark: _Toc436299128][bookmark: _Toc437266748][bookmark: _Toc444595808][bookmark: _Toc463966003]3.5.2	Political Connections in Emerging/ Developing Economies
Political intervention in more developed economies can clearly improve efficiency in many aspects while, on the other hand, in underdeveloped or developing economies political connections clearly seem to lead to high transaction costs which does not help to improve economic growth. Although there are similarities in the accounting and regulatory environments in various countries such as in Australia, the United Kingdom, the United States, Singapore and Germany, there is, however, an important institutional difference. This relates to the fact that in Asian countries or emerging countries corporate firms are based on favoured firms. The crucial characteristic of firms in many emerging economies is the highly concentrated ownership structure and there are a number of studies which examine the influence of political connections in such a system.
In Thailand, Polsiri and Jiraporn (2012) investigated the effects of ownership concentration on the likelihood of business failure, rather than on performance, as is the norm with such examination, because the impacts of ownership should be more pronounced when firms are in serious trouble and at risk of collapsing. Political connections in the study were measured by looking at the connections of firms with Thailand’s Crown Property Bureau (CPB) and the study was divided into two types of connections, which are state connections and controlling families with political connections. The findings show that the firms having connections with the CPB are less likely to fail during a crisis. Among the reasons for business failure are the political powers of the CPB, which may influence the pressure for closure, so it is important to take into account ownership structure as well as political connections in predicting failure.
On the other hand, in Indonesia, Fisman (2001) measured political connections by looking at the Suharto Dependency Index (1995) developed by the Castle Group, a leading economic consulting firm in Indonesia. The index outlines relationships among foreigners and local business partners and provides information about their holdings and government connections. The study tries to look inside the role of political connections in driving investment opportunities due to the effects on the Indonesian economy, which went into decline around 1997.Based on his findings, political connections apparently matter a lot in providing value creation for Indonesian firms.
Meanwhile, in Malaysia, politically connected firms seem to gain a significant impact, since government has played an important role in mediating intervention to increase Malay equity ownership in the country since May 1969 (Gomez and Jomo 1997;Gul 2006). Basically, there are many measures that have been used in prior studies to define political connections and different countries have different institutional settings. For Malaysian cases, Fraser et al. (2006) use three proxies in measuring political connections: 1) the percentage of direct government equity ownership; 2) the percentage of equity owned by ‘institutional’ investors and 3) firms that have informal ties with each of the three most powerful politicians in Malaysia in the 1990s.The criteria used to identify political connections followed prior studies by Johnson and Mitton (2003) and Faccio et al. (2006b). However, the current study explores a different measure of political connections, as it is not known whether these political ties continue over time and whether they can be relevant to data collected at the current time.
In Taiwan, Yu (2010) examines the relationship between the level of political connections of boards and chief executive officer (CEO) equity based compensation. The study defines a director with political connections as one who has served, or is currently serving, as a government bureaucrat or officer in a state owned enterprise. The study measured political connections by the ratio of the number of directors with political connections to the total number of directors. The findings show that political intervention can reduce the proportion of equity based compensation and thereby, can have negative consequences for the alignment between the interests of CEOs and shareholders in firms. For emerging economies, the study obtained useful findings to guide policy makers in this kind of setting, where there is a wide scope for political intervention.
In the EU, meanwhile, Borisova et al. (2012) measured political connections using ‘state presence’ termed as the percentage of government ownership and voting rights through golden shares owned by the government in a firm’s ownership structure. Political connections in EU cases seem to bring a greater impact, as it has been discovered that governments tend to have financial guarantees, and thus can leverage themselves to secure debt financing for firms. Thus, firms which have such a relationship seem to benefit from the connection in maintaining their operations. However, such relationships cause agency problems by discouraging monitoring (Borisova and Megginson 2011).
China is well known as one of the developing economies and the economy itself has provided a unique institutional setting, as the Chinese market is monopolised by family owned companies. There have been a few studies related to how politically connected firms are associated in the Chinese market, such as Yang et al. (2001) and Chan et al. (2006), which examine whether a close relationship between auditor and government may compromise auditor independence. The results find that, due to the connections, Chinese listed firms are even successful in shopping unqualified opinion. On the other hand, China is well known as a large economy, in which much activity is controlled by the government and even the private sector has political connections with the government. In fact, the commercial banking system in China is also dominated by the state owned bank, which is direct proof that it provides much more required capital, which leads to greater benefit to institutions that have such connections.
Overall, political connections appear to play by slightly different rules within a given institutional context. The value of political connections depends on how the various institutional settings maintain them. Prior studies on the value of political connections have covered economies from developed ones, like the US (Kim and Zhang 2014;Chaney et al. 2011), to emerging ones, like Indonesia (Fisman 2001), Malaysia (Gomez and Jomo 1997) and Thailand (Polsiri and Jiraporn 2012).Despite many varied studies in the literature, there are only a few that estimate a numerically explicit value for political connections, which tends to be measured in terms of how sensitive the market capitalisation of firms is unprepared for changes in the status of political connections. For instance, in Indonesia, Suharto[footnoteRef:17] was worth about 25% of the market capitalisation (Fisman 2001). In Italy, meanwhile, one of the members of parliament who happened to be the Fiat Chairman, Giovanni Angelli, was worth 3.4% of market capitalisation (Faccio et al. 2006b). On the other hand, in quite surprising results, a UK member of parliament and a vice-president of the US (Sir John Moore and Vice-President Cheney) were both worth 0% approximately in market capitalisation. [17: Suharto was the second President of Indonesia, holding the office for 31 years from the ousting of Sukarno in 1967 until his resignation in 1998 (Marilyn, 2008).] 

However, there are reasons why the current study focuses on emerging economies like Malaysia. It is significance to make a link between political connections and business, as the context is more specific. Prior research notes that the emerging economies represent an institutional context that is characterised by: 1) the existence of state owned companies and non-state owned companies or government linked companies and non-government linked companies (Li and Zhang 2007); and 2) national differences in the level of institutional development (Chan et al. 2010). These institutional attributes may impact on how political connections diversify their resources to firms and thus, the impact in the emerging economies is very valuable. So far, there is very little evidence in the literature addressing this issue.
[bookmark: _Toc436299129][bookmark: _Toc437266749][bookmark: _Toc444595809][bookmark: _Toc463966004]3.5.3	Political Connections: the Benefits and Costs
As has been discussed in the prior chapters, prior literature has mentioned both benefits and costs of political connections, and this section will also discuss further the benefits as well as the costs of political connections.
3.5.3.1	The Benefits of Political Connections
There is a wide spread belief that political connections bring benefits to a firm in term of its performance and value. This is specific to those countries with a big corruption issue and weak legal institutions. There is evidence from prior literature that shows when firms are politically connected their value increases, and in Indonesia Fisman (2001) showed that a close relationship between President Suharto and Indonesian listed companies has a positive impact. This was very clearly shown when news regarding the health problems of the president led to the prices or value of firm decreasing automatically. In a similar case in China, Danglun and Xiaolong (2009) found political connections to have positive impacts on Chinese private companies. Political connections can be seen as a supporting hand for firms as investors can obtain a higher return over a long period if firm’s values are positive. 
There are strong reasons to assume that political connections may affect a firm’s performance. This is due to the fact that the board’s connections, including information sharing, agreement on market preferences and social ties, can enhance the firm’s performance. Information sharing happens when cross directorship allows board members to share their knowledge or skills or background gained from other firms. For example, Stuart and Yim (2010) show that board connections reflect shared experiences and information among connected firms in the context of acquisition deals.
Political connections can also be seen as one obvious way in which firms can benefit from a government’s official support. Such government support may involve obtaining government contracts, imposing tariffs on competitors and changing the regulatory requirements (Goldman et al. 2008). For instance, Mian and Khwaja (2004) discuss the role of former politicians in providing government loans to politically connected firms. Similarly to Faccio et al. (2006b), they reported that governments are more likely to bail out politically connected firms rather than non-politically connected firms. In a similar situation, Chaney et al. (2011) report that by having such connections, taxes will be lower and thus operating costs as well as debt will be lower.
3.5.3.2	The Cost of Political Connections
On the other hand, due to agency problems, management may decrease the firm’s value by having such connections, as there will be a problem of controlling interest, as the government has the power to intervene in company affairs, leading to pressure on the connected senior management (Pan et al. 2000). This pressure leads to the inefficiency of firms as a result of the politicians who control such firms. Some other costs that need to be borne are that politicians may urge: 1) excess employment; 2) production of goods desired by politicians rather than fulfilling customers’ interests; 3) pricing below costs aiming to deliver benefits to a political party or other group. For Chaney et al. (2011), politically connected firms report lower quality of earnings, which leads to low motivation and concern about the firm’s managers and expropriation activities.
[bookmark: _Toc436299130][bookmark: _Toc437266750][bookmark: _Toc444595810][bookmark: _Toc463966005]3.5.4	Political Connections at Difference Levels: Firms, Boards/ Audit Committees
3.5.4.1	Political Connections and a Firm’s Performance
Analysing the relation between political connections and a firm’s performance throws light on the importance of considering political ties with the government when studying aspects of performance. The literature on the relationship between politics and business performance is abundant. According to Shleifer and Vishny (1994), politicians try to influence firms through subsidies and firms try to influence politicians through bribes. On the other hand, businessmen run for political office in order to be in a position to play on the weaknesses of the institutional environment and gain private benefits from their political power (Bartels and Brady 2003).Political connections and corporate governance have a direct impact on a firm’s value. This is supported by prior studies (Hillman et al. 1999;Chung 2006;Dinc 2005;Faccio et al. 2006b). Business owners and executives have incentives to invest in political connections because such relationships may enable their firms to gain access to key information not available to competitors. Firms are inspired to become politically connected because such network connections are presumed to be valuable. The enhancement of a firm’s value may come from several sources, such as preferential tax treatment, favoured resource allocation, bank loans and many others. In supporting this notion, studies by Fisman (2001) and Johnson and Mitton (2003) find that firms with close ties to governments gain from political connections. The link between political connections and firm performance has been investigated in a number of studies. Some studies find political connections positively related to firm performance or firm value (Nee 1992;Fisman 2001), while others come to a different conclusion (Fan et al. 2007).However, other studies have contradictory findings related to political connections and performance. For instance,Faccio et al. (2010) finds that, in spite of the advantages they obtain, politically connected firms show a poorer accounting performance than non-connected ones.Bertrand et al. (2006) find that, in France, politically connected firms show lower profits due to higher wage bills. Their analysis reveals a negative correlation between a firm’s performance and its CEO’s connections with political leaders. In addition, politically connected banks (especially government controlled banks) increase their lending and charge lower interest rates, which could have negative effects on their performance (Sapienza 2004).
3.5.4.2	Political Connections and Boards of Directors
The board of directors is a corporate governance instrument in charge of monitoring and advising the management in both private and public enterprises. Prior literature shows that politically connected firms, whose board members have a relationship with someone in government, may gain access from the government to the award of licenses, government contracts and bailouts for distressed firms (Faccio et al. 2006b;Fisman 2001;Johnson and Mitton 2003;Mian and Khwaja 2004). This is because hiring a board which is politically connected is a feasible and effective way for private firms to overcome market and state level disadvantages and obtain favourable treatment from the government. According to resource dependence theory, the need for environmental linkages is a function of the levels and types of dependence facing the firm (Pfeffer and Salancik 2003).This is supported by Mahon and Murray (1981), in that an important source of external dependency is government and one of the possibilities to reduce uncertainty is appointing politicians to the board of directors. Prior studies have shown that political connections can have an impact on corporate governance in terms of the appointment of boards.Agrawal and Knoeber (2000) found that firms tend to appoint directors who have a political background to their boards as they will benefit most from such a relationship. In the Malaysian context, Wahab et al. (2007) found that political connections have a significantly negative relationship with corporate governance. However, Wahab et al.’s (2007) study utilised the board as a whole in representing the corporate governance mechanism to be associated with the political connections and classified political connections as those that had been associated with certain politicians during the time.
In addition, politically experienced boards were found to be prevalent in larger firms, where politics was more important, or in companies affected by political mechanisms through government purchases, trade policy, environmental regulation and where lobbying was normally exerted. Faccio et al. (2006b), using a large sample of 20,000 firms in 47 countries, showed that corporate value increased after a senior officer (CEO, director or large shareholder) entered politics. Firms that invite politicians to join their boards presumably see benefits by having such a relationship and it has been agreed that adding politicians to a board may provide: 1) unique information about the public policy process which, due to its complexity, is often very expensive or difficult for a firm to obtain (Hillman et al. 1999); 2) a channel of communication or access to existing politicians and other political decision makers with whom the board is aligned; 3) potential access to political decision makers that may result in influence over political decisions (Pfeffer 1972).
3.5.4.3	Political Connections and Audit Committees
Prior studies have found that political connections can arise through connection with individuals who have power in the government (Riahi-Belkaoui 2004;Faccio et al. 2006b;Fisman 2001;Johnson and Mitton 2003) and the presence of a politician or politicians among board members (Faccio et al. 2006b). There is still a lack of studies investigating audit committees which are also politically connected, since the connections between firms and politician are difficult to identify as most of these relationships are informal and not disclosed in the annual reports.Gomez and Sundaram (1999) used a list of companies with political connections in Malaysia. However, for the current study it does not seem relevant to utilise similar companies since the list is out-dated, as the politicians referred to are no longer in government positions or in any political party. To the best of my knowledge, the current study is the first to test the empirical question of whether politically connected audit committees may have an impact on audit fees, corporate governance and the audit process. 
While prior studies have examined the relationship between other measures of corporate governance and political connections, the current study aims to carry out an interesting investigation on how audit committee effectiveness is influenced by such connections. Looking at prior studies related to audit committee effectiveness, Cohen et al. (2004) have mentioned that audit committees are significant in measuring the effectiveness of corporate governance and the relationships between audit committees and other stakeholders are very crucial, which clearly shows that audit committees are becoming more important. The growing literature on audit committee is subsequent to corporate failures, and due to this, had sparked an interest in good governance in the United Kingdom and the United States. The Cadbury Report, introduced in the United Kingdom (UK), highlights the establishment of audit committees that comprise at least three non-executive directors, and was introduced as a response of the growing number of business failures due to creative accounting and manipulation of financial statements (Keasey et al. 2005).Similarly, in the United States (US), the Blue Ribbon Committee (BRC) was introduced in 1999 and provides ten recommendations for audit committee effectiveness. This issuing of a framework was considered as a starting point for the development of audit committee guidelines, as audit committees are responsible for governance and oversight of the process of financial reporting (BRC, 1999). Complementing other studies on the effectiveness of audit committees in different settings, such as Zaman et al. (2011), the current study examines audit committee effectiveness by looking at the influence of having political connections on their oversight duties.
The current study provides additional evidence on audit committees in relation to how political connections influence their roles in performing their functions. An examination of the relationships should provide an understanding of how political connections may influence the effectiveness of audit committees in carrying out their roles and responsibility, and lead to a better corporate governance environment. The study contributes to the literature on both political connections and corporate governance by showing the influence of political connections on audit committees in an economy, in which the government has coercive power over firms. Most prior research examines the impact of the direct political connections of shareholders themselves. However, by demonstrating that public companies have benefited from the political connections of their audit committees, this study suggests that political connections play a greater role in audit quality than previously documented. Although this study focuses on audit committees in Malaysia, its findings and implications can be generalised to other institutional settings.



[bookmark: _Toc436299240][bookmark: _Toc436989699][bookmark: _Toc436989749][bookmark: _Toc438571638][bookmark: _Toc444595919][bookmark: _Toc463964581]Table 3.1: Prior Studies on Measuring Political Connections with Performance, Governance and Auditing (based on different levels)
	
	Author and Title
	Country
	Focus
	PCON Measure
	Key Findings

	
	Boubakri et al. (2008):
Political connections of newly privatized firms
	Cross country
	Political connections and newly privatised firms
	At least one member of the board of directors (BOD) or its supervisory board is or was a politician, that is, a member of parliament, a minister or any other senior appointed bureaucrat.
	Politically connected firms exhibit a poor accounting performance compared to their non-connected counterparts.

	FIRM LEVEL
	Riahi-Belkaoui (2004):
Politically connected Firms: Are they connected to Earning Capacity

	Cross country
	Earnings opacity and political order
	Large shareholder (holding at least 10% of the votes) or senior director (CEO, president, vice-president or secretary) is a member of parliament, a minister (including the PM) or the head of state (dictator, president, king) or is closely related to a senior politician (Faccio et al. 2006b).
	The political context, rather than the technical context, explicates better the level of accounting quality in general, and the level of earnings opacity in particular, in a given country.

	
	Polsiri and Jiraporn (2012): Political Connections, Ownership Structure and Financial Institution Failure
	Thailand
	Political connections and financial crisis
	A member of the senior management’s (CEO, chairman of the board, president, vice-president, general manager, managing director or executive board member) family or the largest shareholder’s family is related to the Prime Minister.
	Foreign owned financial institutions are less likely to fail.

	
	Faccio et al. (2006b): Political Connections and Corporate Bailouts
	Cross country
	Government bailouts
	If at least one of the senior officers (defined as the company’s chief executive officer, chairman of the board (COB), president, vice-president, or secretary of the board) or a large shareholder (defined as anyone controlling at least 10% of the company’s voting shares) was head of state (i.e., president, king, or prime minister), a government minister (as defined below), or a member of the national parliament, as of the beginning of 1997.
	Politically connected firms are significantly more likely to be bailed out than similar non-connected firms.

	
	Niessen and Ruenzi (2010): Political Connectedness and Firm Performance: Evidence from Germany

	 Germany
	Political connections in the post-World War II era
	Members of apolitical party.
	[bookmark: _Toc436299132]Politicians are often outsiders to the corporate world and might be beneficial to firms by providing an independent view on the organisation.

[bookmark: _Toc436299133]PCONS bring competitive advantages such as easier debt finance, lower taxation, awards of government contracts or reduced regulatory requirements.


	
	Johnson and Mitton (2003): Cronyism and Capital Controls: evidence from Malaysia

	Malaysia
	Capital control and political connections
	Having officers or major shareholders with close relationships with key government officials.
	Firms connected to the Prime Minister were expected to gain subsidies when capital controls were imposed in September 1998.

	
	Gul (2006): Auditor’s Response to Political Connections and Cronyism in Malaysia

	Malaysia
	Political connections and audit fees
	Identified as favoured firms by the ruling government.
	Greater increase in audit fees for firms with political connections than for non-politically connected firms. There is a decline in audit fees for politically connected firms after capital controls are implemented.

	
	Faccio et al. (2010): Differences between Politically Connected and non-Connected Firms: A cross Country Analysis.
	Cross Country
	Political connections and distressed companies
	At least one of the firm’s largest shareholders or one of its senior officers is a member of parliament, a minister, a head of state or closely related to a senior official.
	Politically connected firms exhibit a poor accounting performance compared to their non-connected counterparts.

	BOARD LEVEL
	Bliss et al. (2011): Does PCON affect the role of independent audit committee and CEO Duality? Some evidence from Malaysian audit pricing
	Malaysia
	Audit committee independence and  political connections
	The percentage of direct government equity ownership.

The percentage of equity owned by institutional investors.

Firms that have informal ties with each of the three most powerful politicians in Malaysia in the 1990s.
	The findings show that there is a positive association between audit committee independence and audit fees. However, this relationship is weaker for politically connected firms, suggesting that the independence of audit committees in Malaysian PCON firms may be compromised.

	
	Yu (2010): Politically connected Boards and the Structure of CEO Compensation Packages in Taiwanese Firms

	Taiwan
	CEO’s compensation and political connections
	[bookmark: _Toc436299138]Directors or CEOs appointed with political backgrounds, having served or currently serving as a government officer in state owned enterprises.
	Directors with a PCON background are less professional, which jeopardises the independence of the board.

	
	Aswadi Abdul Wahab et al. (2011): Political connections, corporate governance and audit fees in Malaysia.

	Malaysia
	Institutional investors, political connections and audit fee
	The percentage of direct government equity ownership.

The percentage of equity owned by institutional investors.

[bookmark: _Toc436299139]Firms that have informal ties with each of the three most powerful politicians in Malaysia in the 1990s.
	Positive relationship between institutional ownership and audit fees is found, although the economic impact is minimal. Audit fees are higher for politically connected firms.

	
	Okhmatovskiy (2010): Performance Implications of Ties to the Government and SOEs: A political Embeddedness Perspective

	Russia
	Performances of board and ownership that are tied to the government
	Directors or CEOs appointed have a political background, having served or currently serving as a government officer in state owned enterprises.
	PCON will experience significant costs associated with government officials’ involvement in the CG process.

[bookmark: _Toc436299140]PCON provide opportunities to affect regulatory policies, enhancing a firm’s legitimacy and facilitating access to valuable resources controlled by the state.

	AC LEVEL
	Bliss and Gul (2012a):
Political connection and cost of debt: Some Malaysian evidence.
	Malaysia
	Audit committee independence and political connections
	[bookmark: _Toc436299142]The percentage of direct government equity ownership.

[bookmark: _Toc436299143][bookmark: _Toc436299144]The percentage of equity owned by institutional investors.

Firms that have informal ties with   each of the three most powerful politicians in Malaysia in the 1990s.
	Positive association between audit committee independence and audit fees.


Source: Compiled by author.

[bookmark: _Toc436299145][bookmark: _Toc463966006][bookmark: _Toc437266751][bookmark: _Toc444595811]3.6	Definition of audit quality
There are various definitions of audit quality that have been explained in the literature. DeAngelo (1981) defines audit quality as ‘the market assessed joint probability that a given auditor will both a) detect a breach in the client’s accounting system and b) report the breach. The definition is assessed by the market as the ability of an auditor to detect accounting misstatements and then to express them in appropriate audit opinion. On the other hand, Palmrose (1988) describes audit quality in terms of levels of assurances. The higher level of assurance which is the possibility that financial statements contain fewer errors is associated with higher audit quality and vice versa. While from the regulator’s perspective, ICAEW (2002:8) suggests a definition for audit quality by stating that, ‘Audit quality is about delivering an appropriate professional opinion supported by the necessary evidence and objective judgements.’ 
The regulators assume that the auditors have performed a quality auditing service when the auditors provide an independent audit opinion that is supported by adequate audit evidence. Despite that, an auditor’s ability to detect and report errors, have been argued as the defining aspects of audit quality as Duff (2004) suggests that audit quality is made up of both technical quality and service quality whilst achieving the levels of clients’ satisfaction and expectations. Technical quality comprises of reputational capital, expertise and independence scales while service quality is defined by responsiveness, empathy and client services.
Following DeAngelo’s definition, this thesis defines audit quality as the competence of the auditors to detect errors and the objectivity (in fact and appearance) of the auditors in reporting such errors. According to FRC (2008) suggest few key drivers for audit quality: 1) the audit firm culture, 2) skills and personal qualities of audit partners and staff, 3) the audit process, 4) usefulness of the audit reporting and 5) factors that are outside the control of the auditors. 
To conclude, audit quality can be described as the ability of an auditor to provide an independent audit which results in a financial statement that is free from misstatement, error and fraud. Since an audit’s quality in influenced by three main parties (audit firm, audit’s client and regulators), the attributes or factors that are associated with each group can be used as indicators for audit quality.
[bookmark: _Toc463966007]3.6.1 A possible approach to measuring audit quality.
As mentioned by Wooten (2003) and Niemi (2004), the measurement of audit quality is complex and problematic; however, Bailey and Grambling (2005), Francis (2004) and PCOB (2008) have identified several potential measures for audit quality in the literature.
Bailey and Grambling (2005) and PCOB (2008) discuss potential measures of audit quality based on the audit process that is adhered to, in completing an audit engagement. These measures are associated with the audit procedures, the compliance with auditing standards and the documentation of the audit evidence. Bailey and Grambling (2005) suggest the inputs of audit processes are relevant to the quality control system of an audit firm which includes 1) how audit firms put an effort into promoting and emphasising desirable qualities. 2) internal control, 3) human resources and 4) audit methodologies.
In addition to the suggestions by Bailey and Grambling (2005), PCOB (2008) defines the measures of audit quality as the things and procedures that auditors have taken into account in forming an audit opinion. However, these factors of audit quality are beyond the audit process itself. Khurana and Raman (2006) claim that a user’s perception of audit quality is important because it reflects public trust and confidence in a firm’s reported financial information. Recognising the importance of these, in this thesis, the audit quality measures will be based on the user’s perception.
Although there are various measures of audit quality that have been used in the existing studies, the present study recognised the limitation of these measures. For instance, the information on the key drivers of audit quality, such as education, experience and competency of the auditors is not publicly available and difficult to obtain. The measures such as audit firm size, which reflect an auditor’s reputation, may not be an essentially accurate measure of audit quality. The existing studies also recognised that at a certain extent, some measures like industry specialist auditors have demonstrated a strong relationship with higher audit quality. Though there are lacks of empirical evidence to support some measure of audit quality, it does not mean these measures are insignificant as they may complement qualitative research on audit quality.
In this thesis, one measure of audit quality will be employed based on auditor reputation and auditor independence points of view, namely audit fees. This measure has been extensively used in prior auditing research and is now reviewed.
[bookmark: _Toc436299146][bookmark: _Toc437266752][bookmark: _Toc444595812][bookmark: _Toc463966008]3.6.2	Audit Fees and Audit Effort
	Audit effort is one of the alternatives for measuring audit quality, which is known as something unobservable and intangible. Due to its complex nature, prior researchers have tried to find various measurements  to represent audit quality, such as audit opinion (Fan and Wong 2001;DeFond et al. 2000;Chen et al. 2001), auditor size (DeAngelo 1981); Big Eight/ non Big Eight firms (Palmrose 1986) and also audit fees (O’Sullivan 2000). The Big Four audit firms are among the identifiable brand names of audit firms, which imply brand reputation and better audit quality. This has been elaborated further by Clarkson and Simunic (1994), explaining that audit quality and auditor quality become synonymous. However, with contradictory findings,Balsam et al. (2003) argue that auditor quality is inherently unobservable and no single auditor characteristic can be a proxy for it. Meanwhile the current study emphasises audit quality in terms of audit effort to be consistent with Caramanis and Lennox (2008), who noted that audit effort affects the probability that the auditor will detect an existing problem.
It is understandable that the auditor potentially detects any material error that is directly linked to audit effort through amount of time, scope, coverage and resources.Caramanis and Lennox (2008) tested the effect of audit effort in terms of hours worked on audits in Greece. However, this approach is difficult to apply due to the unavailability of large datasets of audit hours. A more common proxy for audit effort is linked to the amount of audit fees paid. If the level of conflict is high between management and owners, then there may be greater demand for audits to be of high quality (Watkins et al. 2004). Consequently, this suggests that more effort may be expended and more costs (audit fees) may be incurred by the firm in ensuring this high quality audit (Simunic 1980;Craswell et al. 1995;Ferguson and Stokes 2002). Moreover, O’Sullivan (2000) found an association between audit fees and audit quality, whereby low audit fees must cause low quality, and Palmrose (1986) provided evidence that high quality auditors charge high audit fees. Therefore, it is more accurate to study audit quality through audit effort, which is indicated by audit fees that may provide a very useful and comprehensive understanding of audit quality.
There are several arguments for the use of audit fees as proxy to measure audit effort. Prior studies suggest that higher audit fees are associated with greater audit effort (Simunic 1980;Palmrose 1986;Craswell et al. 1995;Ferguson and Stokes 2002). According to Craswell et al. (1995), the development of the reputation of an auditor’s brand name and industry specialisation consumes a higher cost and thus results in higher audit fees. The evidence shows that clients are willing to pay a premium fee on these auditors’ reputations in order to have a better quality of service. In the same vein, Palmrose (1986) noted that the Big Eight auditors charged higher audit fees for two reasons: they indicate (1) higher audit quality or (2) monopoly pricing. The finding suggested that the Big Eight auditors were consistent as providers of higher quality of audit after the audit fees variable was substituted by audit hours. Craswell et al. (1995) and Ferguson and Stokes (2002) claim that the brand name of industry specialist auditors earns additional fee premiums over non-specialist brand name auditors, which indicates a higher audit quality differentiation among them.
Conversely, Wolinsky (1983) argues that price may signal a differentiation in levels of quality. Although sellers are potentially capable of producing the preferred level of quality as well as various other levels of quality, the higher quality products are more costly to produce. Similarly, DeAngelo (1981) claims that larger sized auditors, or auditors that earn higher fees, have more resources to invest when compared with smaller sized auditors. Hence, they contribute more to improving the quality of their work. On the other hand, Elitzur and Falk (1996) suggest that audit fees have a positive relationship with planned audit quality. They examine planned audit quality and audit fees in a multi-period model. Logically, higher audit fees might inspire auditors to increase the audit quality.Hoitash et al. (2007) also agree that higher audit fees will increase auditors’ efforts and result in a higher audit quality.
However, there are also studies related to corporate governance, that show evidence that lower audit fees could also be associated with a perceived higher audit quality. This is because the auditor might take into consideration that firms bound by a strong internal control environment will probably have a lower audit risk, thus reducing the audit effort and audit fees by means of an effective internal corporate governance mechanism (Tsui et al. 2001;Boo and Sharma 2008;Griffin et al. 2008;Krishnan and Visvanathan 2009). One possible explanation is that an auditor and the internal corporate governance mechanisms share an identical common factor that contributes to a higher quality audit (Yeoh and Jubb 2001). It is believed that an effective internal corporate governance mechanism may potentially contribute to a higher audit quality by lessening audit testing and enhancing the integrity of financial statements (Cohen et al. 2002).
Other than empirical results on the relationship between audit fees and audit quality, there are also reports from regulators that concern the importance of audit fee setting and how it may affect the quality of auditing work, such as the Cohen Commission, AICPA (1978), the Treadway Commission (1987), the Cadbury Report (1992) and the Advisory Panel on Auditor Independence (1994). For instance, the Cohen Commission, AICPA (1978), suggests that audit firms need to identify and manage audit fees and other issues related to the audit resources (staff, time and partners’ participation) as these factors are likely to devalue audit quality due to higher competition in the audit market. 
However, the present study notes the limitation that audit fees are an imperfect measure of audit quality. Audit fees are also not necessarily an accurate indicator for audit effort as the appropriate measure for audit effort is the number of audit hours. However, Deis and Giroux (1996) provide some empirical evidence that audit fees and audit hours are significantly related to audit quality in their analysis of three important attributes: audit fees, audit hours and audit quality. Hence, throughout the thesis it seems reasonable to highlight that more audit hours will lead to higher audit fees and promote a higher audit quality. 
[bookmark: _Toc436299147][bookmark: _Toc437266753][bookmark: _Toc444595813][bookmark: _Toc463966009]3.7	The Role of Audit Committees in Maintaining Audit Quality
Audit quality is not something that can be directly examined and it is difficult to measure. There are many prior studies that have used different measures in quantifying audit quality. High quality auditors are more likely to be able to detect issues that arise within firms, such as accounting irregularities and financial misstatements, and will issue opinions in a relevant manner. The current study uses audit fees as the determinant of audit quality. This is because one of the current motivations is for research to largely investigate the roles of boards and audit committees in their financial oversight responsibilities. This has also been emphasised through regulatory bodies, as in July 2002 following the securities commission (SEC) requiring audit committees to be responsible for the audit fees paid to the auditors. Thus, the current study is distinctive from prior literature by investigating politically connected audit committees and how this may influence the level of audit fees.
There are numerous studies relating to audit fees and how they tend to vary with complexity, size, governance and riskiness (Gul and Tsui 2001;Hay et al. 2008). Haniffa et al. (2006c) and Tsui et al. (2001) assumed that better corporate governance would reduce audit effort since there would be less need for inherent control. Audit effort refers to the audit fee which, in the current literature on auditing, is supported by the theory of supply and demand. Audit fees are a significant part of monitoring costs, since the auditor needs to ensure that the board of directors is fulfilling the shareholders’ interests (Haniffa et al. 2006c). In other words, a strict control and governance environment will reduce the audit process and the extent of audit procedures, which will reduce the audit fees. In contrast, the demand for better corporate governance will require the auditor to play its role efficiently by better auditing and internal control. This will demand good governance by higher quality of audit services and higher audit costs. This is supported by Carcello et al. (2002), Abbott et al. (2003b), Fan and Wong (2005) and Goodwin‐Stewart and Kent (2006). Prior literature has investigated in relation to independent boards, including audit committees, and has found that they demand greater audit effort (Carcello et al. 2002;Zalailah et al. 2006). Furthermore, independent directors need to protect their reputation by improving the level of monitoring, thus leading to better financial performance. Empirical evidence in Abbott et al. (2003b) refers to audit committee effectiveness by assuming that audit committee independence and expertise has a positive association with audit fees. A review of literature has found relationships between corporate governance and audit fees (Ayoib 2001;Haniffa et al. 2006c;Gul 2006). However, the current study seeks the relationship between politically connected audit committees and the level of audit fees. Given the significant value of the relationship between politics and business, it is important to examine how audit fees are influenced by audit committee characteristics. To date, there is no study which has directly assessed the political connections with audit fees in relation to audit committee effectiveness and corporate governance mechanisms.

[bookmark: _Toc436299241][bookmark: _Toc436989700][bookmark: _Toc436989750][bookmark: _Toc438571639][bookmark: _Toc444595920][bookmark: _Toc463964582]Table 3.2: Literature Review on Audit Committees and Audit Fees
	Author(s) (Year)
	Objectives
	Sample and Data Collection
	Method
	Main Findings

	Goodwin‐Stewart and Kent (2006)
	To examine, in the Australian setting, the existence of audit committees, audit committee characteristics and the use of internal audits  which are associated with a higher level of audit fees.
	Questionnaire to all listed companies for the year 2000 and data from annual reports.
	Testing of hypotheses using ordinary least squares (OLS) regression models, extending the traditional audit fee model.
	The existence of audit committees is associated with a higher level of audit fees.

AC meetings are associated with higher audit fees.

AC independence and AC expertise are not significantly associated with audit fees.

The use of internal auditing is associated with higher external audit fees.

	Singh and Newby (2010)
	To examine the direction of the relationship between a firm’s internal audit function and external audit fees.
	Data are gathered from the annual reports of top 300 publicly listed companies in Australia during the year 2005.
	Hypotheses tested using ordinary least squares regression model.
	The existence of an internal audit function in a firm has a significantly positive relationship with audit fees.

	Collier and Gregory (1996)
	To examine whether audit committees are effective in ensuring audit quality by protecting the auditors from cuts in fees which might affect the quality of audit.
	Questionnaires to all audit committee members in 315 firms.
	Developing a regression model for audit fees.
	The relationship between size of audit fees and the presence of an audit committee is positive and statistically significant.

	Goddard and Masters (2000)
	An analysis of the relationship between the size of audit fees and the existence of audit committees.
	Data is collected from annual reports from years ending 1994 and 1995.
	Data is analysed using two multiple regression models.
	Due to improvement in internal controls, there is a reduction in audit fees.

There is evidence that size is the main determinant of the presence of an audit committee.

	Zaman et al. (2011)
	To examine the relationship between governance quality and audit remuneration.
	The population of the study is the UK FTSE-350, which represents a good mix of large and relatively small UK companies during the period 2001-2004
	Use of a number of ordinary least squares regression models to help to explore further the various relationships between audit committee effectiveness and audit fees, and also non-audit fees.
	There is a significant positive association between audit committee effectiveness and audit fees only for larger clients.

Indication that effective audit committees undertake more monitoring, which results in wider audit scope and higher audit fees.

	Rainsbury et al. (2009)
	To examine firms that voluntarily adopt high quality audit committees in the New Zealand environment, prior to 2003.
	Final sample consists of 87 firms and the population of interest is all NZ companies listed on the NZX main trading board in 2001.
	Measurement of audit committee quality based on the quality of the membership using guidelines that were issued by the New Zealand Securities Commission in 2004.
	No significant association between the quality of an audit committee and the quality of financial reporting.

The qualities of audit committees have little impact on the level of fees paid to external auditors.

	Carcello et al. (2002)
	To examine the relations between boards(independence, diligence and expertise) and audit fees for the Fortune 1000 companies.
	A questionnaire sent to the controllers of all Fortune 1000 companies, asking them to provide the amount of their external audit fee for the fiscal year ended between April 1992 and March 1993.
	Use of the single equation approach to test hypotheses.
	There is a significant positive relation between audit fees and board independence, diligence and expertise.

	Abbott et al. (2003b)
	To examine the association between certain audit committee characteristics (independence, financial expertise and meeting frequency) and one economic aspect of the auditor management relationship, audit fees.
	Examination of a sample of 492 non-regulated, Big Five audited firms that filed proxy statements with the SEC.
	Use of cross sectional regression model to examine the association between audit committee characteristics and audit fees.
	Audit committee independence and financial expertise are significantly, positively associated with audit fees.

Meeting frequency, for audit committees that meet at least four times per year, is not associated with higher audit fees at conventional levels.

	Haniffa et al. (2006c)
	To examine the association between external audit fees and board and audit committee characteristics of 736 Malaysian listed firms.
	The sample comprises the Bursa Malaysia non-financial public listed companies in 2003.
	Multiple regression analysis is used to estimate the relationships proposed in the hypotheses.
	External audit fees are positively and significantly related to board independence, audit committee expertise and the frequency of audit committee meetings.


Source: Compiled by the author.
[bookmark: _Toc436299149][bookmark: _Toc437266755][bookmark: _Toc444595814][bookmark: _Toc463966010]3.7.1	Political Connections, Audit Risk and Audit Fees
Political connections can potentially produce audit risks. According to Chaney et al. (2011), political connections can increase audit risk for at least two reasons. The first reason is that politically connected clients produce more opaque financial information because they gain protection from the regulators and politicians and are likely to be more successful at petitioning for favourable accounting rules. This has caused greater obstacles for auditors to detect fraud in the financial information. In addition, prior study has linked political connections to poorer corporate governance due to increased agency problems (Agrawal and Knoeber 2012). The logic behind this is that increased agency problems are more likely to increase the control risk. Moreover, Jones et al. (2008) find that lower earnings quality is associated with a greater incidence of both fraud and non-fraudulent statements, which further indicates that connected firms, which are associated with poorer earnings quality, are likely to be associated with greater fraud risk. This should cause the auditors to increase the audit process and thus the charging of higher audit fees is warranted.
In conducting audits for politically connected companies, auditors need to increase their control risk. Many of the control risk factors that auditors must consider, such as personnel policies and procedures, are related to the corporate governance structure of the firm (Messier Jr and Austen 2000). Prior work by Agrawal and Knoeber (2012) provides evidence that higher political donations are associated with poorer corporate governance and the authors assert that donations are indicative of agency problems. Thus, a client’s political donations potentially lead to a greater audit process.
Concerning the Malaysian setting, it seems that political connections in Malaysia have a strong impact on audit risk and audit fees. Malaysia is commonly believed to have something like a relationship based market system, which causes weak institutions and biased media networks for monitoring both business and politicians. As a result, political connections may add significant value to the connected firms. This study is using demand side perspective and argues that stronger corporate governance practices and strong political influences and audit fees may be positively related. Thus, more independent directors on the board or audit committee with stronger political connections may demand higher quality audits that lead to greater audit effort and higher audit fees. 
Prior literature has investigated the association between audit committees and audit fees mainly outside of Asian countries, predominantly in the US, the UK and Australia. An investigation of the emerging market in Malaysia provides an opportunity to ascertain the effectiveness of audit committees under the influence of political connections. Though not as extensively investigated as the US, the UK or Australia, Hong Kong and Singapore have been the subject of more studies than other emerging capital markets in the Asian region. The study of the effects of political connections on firms in Malaysia usefully complements the studies on Singapore and Hong Kong. Historically, Malaysia was one of the Asian countries most affected by the Asian economic crisis and subsequently revamped its corporate governance structures, including the mandatory requirement for all listed companies to have an audit committee as a monitoring mechanism. According to Tsui et al. (2001), this is considered important, given the concern regarding transparency and poor corporate governance in Asian markets following the 1998-1999 financial crisis.
In the next section, the present study explains in depth whether politically connected audit committees or board members are related to the audit process.
[bookmark: _Toc436299151][bookmark: _Toc437266757][bookmark: _Toc444595816][bookmark: _Toc463966011]3.8	Politically Connected Audit Committees /Boards and the Audit Process
Prior studies have looked at the factors that users and preparers of accounts use to attribute quality to the way the audit is processed. There is research from users of accounts, like audit committee chairmen and investment managers, which indicates various attributes seem to contribute to the way audits are conducted. Schroeder et al. (1986) highlighted the involvement of audit partners and managers were also seen as important to the quality of the audit. In addition to that, there are two factors that may affect audit quality. Firstly, the auditors may fail to detect a material error or misstatement and therefore carryout a substandard audit; thus the auditors are incompetent. The second factor is that auditors may identify a material error and fail to report it and persuade the directors to do things right, thus implying that the auditors lack independence. The vital problem is that the audit process itself is unobservable and only the participants during the process of the audit, such as the external auditors and the company management, know how decisions are reached.
There has been a lack of academic research on how politically connected companies may affect audit quality or the audit process. The political connections of firms may potentially lead to an increase in complexity of the audit process. There are many factors that auditors must consider, such as personnel policies and procedures, the board’s profile and background, and corporate governance information of the firm (Messier Jr and Austen 2000). Prior research by Agrawal and Knoeber (2012) has shown that larger political donations are associated with poorer corporate governance and that donations are indicative of agency problems within a firm. The study specifically found that firms with larger boards, and CEOs who also chair the board, are associated with larger donations. Thus, these political donations may potentially increase the audit process.
Auditors are required to make independent judgements about financial statements from an ethical perspective. Given the complexities of human nature and the involvement of political connections, it can be ethically difficult for the auditor to conduct the audit process. A review of the audit literature has revealed that there are not many studies that have examined how auditors conduct their audit process when political connections are involved. The audit process may potentially involve the audit plan, audit scope and procedures, ethical action or aspects of behaviour in how the auditor responds to ethical situations. For instance, Falk et al. (2000), using an experimental approach, found that when auditors were faced with the prospect of losing a client, they were more likely to compromise their independent judgement. Similarly, Ponemon and Gabhart (1990) found that auditors with low moral development appeared to be more willing to underreport time. These studies therefore show that contextual factors (client pressure) may influence auditors’ ethical actions. There are also studies on the factors that may influence auditors in conducting the audit process for such instances (Shafer et al. 2001;DeZoort and Lord 1997;Thorne and Hartwick 2001;Trompeter 1994). The factors that are mentioned in these studies are individual characteristics, internal factors in firms, client company factors and regulatory factors. The present study thus tries to establish if political connections can be among the contextual factors that may influence the audit process. Table 3.3 shows a summary of studies that have investigated the audit process.




[bookmark: _Toc436299242][bookmark: _Toc436989701][bookmark: _Toc436989751][bookmark: _Toc438571640][bookmark: _Toc444595921][bookmark: _Toc463964583]Table 3.3: Summary of Studies Investigating the Audit Process

	Authors
	Respondents
	Methodology
	Main Findings

	Ponemon and Gabhart (1990)
	119 audit practitioners
	Scenario approach with an independence dilemma (whether the auditor should be involved in the client’s search and recruitment process).
	Auditors with high levels of moral development were less likely to compromise independent judgements, compared to those with low levels of moral reasoning.

	Foundation et al. (1993)
	235 auditors
	Scenario approach covering situations of audit budget pressure.
	Auditors with low levels of moral development tended to be willing to underreport time and prematurely sign off, when they may be penalised for poor performance.

	Windsor and Ashkanasy (1995)
	186 auditors in Australia
	Independence dilemma highlighting client bargaining power (financial conditions, size of fees and threats to change auditors).
	Auditors with high moral development and high beliefs in a just world were more likely to withstand client bargaining power.

	Shafer et al. (2001)
	323 auditors
	Involving independence dilemma, with auditors acceding to client request.
	Magnitude of consequences and probability of harm significantly influence auditors’ intentions.

	Lord and DeZoort (2001)
	171 auditors
	Testing the likelihood of audit seniors signing off on a client’s account balance that is materially misstated.
	A positive relationship exists between obedience pressure and auditors’ intentions to sign off on the incorrect account balance.

	Cohen and Bennie (2006)
	37 Australian auditors
	Survey
	Moral intensity influenced auditors’ ethical intentions.


Source: Compiled by author.


[bookmark: _Toc436299153][bookmark: _Toc437266759][bookmark: _Toc444595818][bookmark: _Toc463966012]3.8.1	Political Connections and the Audit Process
Auditors and their politically connected clients often encounter situations in which professional standards allow for different judgements related to accounting matters. For instance, it may be argued that both parties generally benefit from a strong, long term relationship with the other, in which auditors might gain valuable client specific knowledge that may aid them to conduct their audit effectively, and clients avoid the costs associated with switching auditors. Therefore, it is in both parties’ interests to resolve, through discussion and negotiation, whenever possible, when they have a dispute. According to Johnstone and Muzatko (2002), it is very important for both the auditor and the client’s management to have negotiations in order to present a representationally faithful view of the client’s financial status. Due to political power and pressure, it can be assumed that in the process of expressing an opinion on the client’s financial statements, a certain amount of conflict between the auditor and the client’s management could possibly arise. According to Gibbins et al. (2000), during the resolution process, the client’s management is likely to attempt to persuade the auditor to accept its own position.
The book, Behind Closed Doors: What Company Audit is Really About (Beattie et al. 2001),used a detailed case study covering audit interactions between finance directors and audit engagement partners (AEP). The study aimed to develop a grounded theory to explain what key factors influence the decision making process when an auditor is confronted with difficult and contentious accounting issues. The case studies were identified from a previous questionnaire conducted by Beattie et al. (2001), in which respondents were asked whether they were willing to be interviewed. The basis of the present study can be viewed as similar to Beattie et al. (2001),where the difference is that it takes a more pronounced look at the influence of political connections in the relationship based market system in Malaysia, compared to the UK which has a less litigious environment, and thus makes research of this nature still possible.
The influence of political connections may have an effect on the audit process, as it builds upon the basis of the client’s sources of power. Thus, Murnighan and Bazerman (1990) point out when negotiating with the client, the auditor is faced with incentives to cooperate and incentives to compete. Strong corporate governance is needed in a company’s   structure in order to assist the auditor to resist the political power that can pressure them in planning their audit. A corporate governance structure is an institutional mechanism applied at the level of every company to provide assurance to third parties that an auditor’s integrity and independence are being preserved. This includes board of directors and audit committee involvement in establishing and maintaining the auditor client relationship in overseeing the conduct of an audit. Appropriately, a stronger governance mechanism should provide a neutral and a well-informed buffer to the auditor and management, even though political connections exist. The interactions investigated in the present study show how political connections have become a contextual factor affecting the audit process through audit disputes, audit negotiations, the ability of the auditor to withstand political pressure and the strategy of re-engineer the audit scope and plan.
Political connections may derive, such as the ability to negotiate the auditor or client contract in a market or the ability to drive companies’ directions, and this may cause disputes between the auditor and the client’s management. According to Goldman and Barlev (1974), auditors are in a relatively weak position in disputes with their clients because they usually operate in a very competitive market and produce a product (audit opinion) that is perceived as being basically homogenous. Thus, the existence of competing audit firms who are ready to replace them provides a major source of the client’s power (threat), supported by the ability to replace auditors with a competitor if a disagreement occurs over a professional matter (Goldman and Barlev 1974;Gul 1991;Knapp 1985).
[bookmark: _Toc436299155][bookmark: _Toc437266761][bookmark: _Toc444595819]Despite the vast amount of research (Awadallah 2006;Knapp 1985;Lindsay 1990;Shockley 1981) that is concerned with the theoretical identification and empirical testing of variables affecting auditors’ ability to withstand pressure from client management, few studies (Beattie et al. 2004;Gibbins et al. 2000) have focused on the negotiation process that takes place between the auditor and the client’s management in order to reach an outcome. These negotiation processes use a variety of methods and have investigated interactions between staff at different levels. The review of previous relevant literature has revealed a lack of studies addressing the effect of political connections on the audit process. Most of the previous studies were concerned with how political connections may have effects on audit fees and financial reporting quality, so there is much room for the notion that more research needs to be carried out on how the audit process may be potentially adversely affected by such connections. Thus, additional evidence can be provided on this issue in order to reduce the frequency of conflicts in the audit context as well as to manage the phenomenon in a constructive manner which, in turn, could benefit all parties with a stake in ensuring effective corporate governance.
[bookmark: _Toc463966013]3.9	Chapter Summary
This chapter has reviewed prior studies that have provided an understanding of the concept of audit committees, political connections, audit fees and the audit process. Audit committees have been widely studied but there is still limited evidence on the concept of audit committees which are politically connected and the measurement of political connections has been recognised in prior studies through: 1) political ties or connections between the company and politicians or individuals who have power in government agencies or ministries; 2) the presence of politicians on boards; 3) government ownership of shares in the company.
From the earlier discussion, it can be seen that much work has investigated the relationship between audit committees and external auditors. The current study explores the impact of politically connected audit committees on audit fees, while from prior literature on audit committees and audit fees, the findings are mixed. The prior findings show both positive and negative impacts, depending on both the jurisdiction and the time period being studied. Thus, the present study focuses on the elements of political connections to see what impacts they have on audit fees, as this can give a fresh contribution to the literature on auditing.
On the other hand, it is importance to review prior literature on how auditors conduct the audit process, and it is believed that political connections may potentially affect the way audits are conducted. It is very important to see the role of corporate governance as a control mechanism and look at how auditors can maintain their credibility in conducting an audit. The next chapter provides a discussion on the expectations from the relationship, the theoretical framework that the study is based on, and how the hypotheses of the relationships between the variables are developed.


[bookmark: _Toc463966014]: Theoretical Framework and Research Design
[bookmark: _Toc436299157][bookmark: _Toc437266763][bookmark: _Toc444595821][bookmark: _Toc463966015]4.1	Introduction
[bookmark: _Toc436299158][bookmark: _Toc437266764][bookmark: _Toc444595822]This chapter provides explanations and understanding of agency theory and resource dependence theory, which forms the framework for relating political connections, with audit fees and the audit process. Next, the chapter outlines the research methods employed in the current study. The chapter then discusses sample selection and the selection process. The measurement and measure of variables involved are discussed in Section 4.7.  While in Section 4.8, the chapter discusses the data analysis, which cover both quantitative and qualitative analyses. Finally, section 4.9 provides a summary of the chapter.
[bookmark: _Toc463966016]4.2	Agency Theory (AT)
This study examines the link between political connections, audit fees and the audit process. Although there are literatures which relates political connections to audit fees (Gul 2006), there is no specific theory that directly links political connections to audit fees and the audit process. This study uses agency theory and resource dependence theory to explain the relationship with the variables.
Agency theory explains the origin of conflict and ways to minimise the conflicts that can occur between parties in a contract (Jensen and Meckling 1976). In a company, the parties involved are owners (the principals) and managers (the agents). As stated by Jensen and Meckling (1976), a company is a ‘set of formal and informal contracts under which one or more principals engage another person as their agent to perform some service on their behalf, the performance of which requires the delegation of some decision making authority to the agent. In this regard, agency theories recognise the existence of a contract or relationship between managers and owners. In addition to individual shareholders, the owners may include financial institutions and government shareholders (Hill and Jones 1992). Based on the theory, conflicts between managers and owners occur when they have dissimilar and contrary interests, such that the acts of the managers do not meet the interests of the owners. Jensen and Meckling (1976) point out that an agent (manager in a company) is assumed to make decisions that maximise their own interests and that do not satisfy the interests of principals (the owners of the company). This conflict involves a cost to the principals and this cost is known as agency or conflict cost (Watts and Zimmerman 1990).
For companies in which the government holds some of the ownership, more severe agency problems may occur (Shleifer and Vishny 1994). In such companies, the principal agent relationship is divided into two other agency relationships as the government acts simultaneously as principal and agent. In relation to the managers of such a company, the government is a principal, hence it must assign goals (Rodríguez et al. 2007). Furthermore, Ernst (2004) reported that the government is also the agent in its relationship with the public, the ultimate owners of the resources invested in by the government company. In this study, the government is deemed to have controls on, or to monitor managers and managerial actions through the appointment of politicians and senior government officers to the board of directors in the companies in which the government owns shares.
The government may use its political power to interfere with companies’ operational decisions (Chen et al. 2013). For instance, the government can potentially put pressure on managers to stabilise employment or provide other benefits to its supporters (for political interests) and induce them to drift beyond profit maximisation goals (Brumby et al. 1997;Roe 2003). Wong (2004) highlighted government influence can also be seen in various ways, such as board and management appointments, the pricing of good and investment planning. However, there is increasing concern that government influence becomes more complicated when it extends to distributional concerns. A study by Briggs (1961) shows that governments can enact a ‘welfare state’[footnoteRef:18] by using state intervention in the market economy to modify the actions of the market. [18: Welfare state is a concept of government in which the state plays a key role in the protection and promotion of the economic and social well-being of its citizens. It is based on the principles of equality of opportunity, equitable distribution of wealth, and public responsibility for those unable to avail themselves of the minimal provisions for a good life.(Source: Welfare state, Britannica Online Encyclopedia)
] 

[bookmark: _Toc436299159][bookmark: _Toc437266765][bookmark: _Toc444595823]With regards to corporate governance and within the framework of agency theory, corporate governance provisions appear as a result of the agency conflict between the different parties in a company. Because of the differences between the interests and incentives of managers, shareholders and other resource providers, corporate governance mechanisms are put in place to reduce agency conflicts (Beasley 1996;Fama and Jensen 1983) in that they can be used as mechanisms to monitor management’s behaviour (Botica Redmayne 2004).
[bookmark: _Toc463966017]4.3	Resource Dependence Theory (RDT)
Resource dependence theory focuses on the interdependence between organisations and the external environment that controls important resources. Pfeffer (1972) claims that board members provide resources and that board composition is related directly to the ability of the board to bring resources to the firm. This theory is premised on a view of an organisation as an open system that is dependent on external resources for survival, and that the resulting uncertainties pose significant challenges and costs to these organisations (Pfeffer 1972). In the context of corporate governance, the organisation is likely to be more successful in attracting resources to the extent that the board is composed in such a way that it represents the social context in which the organisation is embedded (Hillman and Dalziel 2003;Hillman et al. 2009). It is posited that an organisation is likely to be more successful in obtaining resources to the extent that it enjoys the support of the community in which it operates (Pfeffer 1973;Arthurs et al. 2009;Hillman et al. 2009).
RDT recognises the influence of external factors on organisational behaviour and, although constrained by their context, managers can act to reduce environmental uncertainty and dependence (Hillman et al. 2009). As mentioned by Lückerath-Rovers (2009), RDT focuses on players outside the company and considers the board of directors as a device for dealing with uncertainties and external interdependence subsequent to the exchange of resources with external organisation (Pfeffer 1972). Numerous studies  have adopted RDT, such as in the area of organisational life cycle (Bonn and Pettigrew 2009), directors and environmental change (Hillman et al. 2000), directors’ gender (Lückerath-Rovers 2009) and directors and performance (Dalton et al. 1999;Hillman and Dalziel 2003).
Similarly, political connections can occur in any company besides government owned companies. Pfeffer (1972) demonstrated that managers of these companies see the importance of linking their companies to the government and aligning with the assumptions of resource dependence theory. This is supported by Hillman (2005),in that resource dependence theory contends the importance of the link between companies and external contingencies creates uncertainty and interdependence. In the same vein, other authors point out that government policy, regulations and enforcement are the major forces in the external environment of business (Hillman et al. 1999;Mahon and Murray 1981;Shaffer 1995).
Despite various forces to lower trade barriers, deregulation and privatisation, government policy still has a significant impact on firms’ operations. Deregulation provides opportunities for the government to make more decisions with more opposition from interest groups than ever before. Therefore,Selznick (1949) conjectures that many firms have chosen to ‘co-opt’ the government in order to provide linkages between firms and politicians. It is believed that such co-optation potentially reduces uncertainties and provides external resources for firms, as suggested by Pfeffer (1972) and Boyd (1990).
In addition, Pfeffer and Salancik (2003) and others have argued for four primary benefits that come from boards: (a) advice and counsel, (b) channels of communication and information between the firm and external organisations, (c) preferential access to commitments or support from important elements outside the firm, and (d) legitimacy. On the other hand, previous research finds the provision of these important resources by the board to be significantly related to the firm’s performance. For example, Westphal (1999) found that advice and counsel provided by boards improves firm performance, as does the legitimacy that boards often bring to firms (Bazerman and Schoorman 1983;Selznick 1949). Similarly, the information that boards provide in their role as conduits between firms is linked to improved firm performance (Haunschild and Beckman 1998;Rosenstein and Wyatt 1994). One of the basic tenets of resource dependency theory is that the need for linkages to the environment, such as those facilitated by the board, is a function of the levels and types of dependence facing the firm (Boyd 1990;Hillman et al. 2009). A considerable amount of literature has mentioned that resource dependence provides a rationale for the creation of linkages between the firm and its external environment through its board.


[bookmark: _Toc436299160][bookmark: _Toc437266766][bookmark: _Toc444595824][bookmark: _Toc463966018]4.4	Theoretical Framework for this Thesis
	This study argues that political connections can occur through the presence of politicians or senior government officials sitting on the boards of companies and through government ownership. In this regard, the study examines political connections in Malaysian companies. These companies include those in which the government has shares and politicians sit on the board, non-government owned companies but with politicians appointed to the board, and other public listed companies. It is argued in the study that the government has influence on or control over a company through the ownership of shares and through politicians appointed by the government as its representatives on company boards. 
	Within the frameworks of agency theory and resource dependence theory discussed earlier, it is argued in the current study that in government owned companies, agency conflict can occur between: (1) the government (the principal and also the agent of the people) and the managers (the agents); (2) the government (the principal) and politicians as the government’s representatives on the board (the agent); (3) a politician (the principal) and the managers (the agents) and (4) the managers (the agents) and other shareholders (the principals). Government can have a direct influence on or control over companies in which it owns shares by imposing its policies, rules and regulations in order to achieve national and political agendas. The actions by a manager that have been influenced by the government may conflict with the manager’s economic interests.
	Moreover, the government can monitor or have control over a manager’s actions and decisions by appointing politicians as its representatives on the board. A politician is a true agent for the government when he or she is acting in the government’s interests. On the other hand, a politician as the government’s representative can also use her or his personal interests. These personal interests may challenge the government’s policies and possibly managers’ economic objectives. The study argues that the influence of politicians on the board can also occur in a company which is not owned or controlled by the government, but is one in which a politician has been appointed to the board to create linkages with the government. 
	Therefore, it is expected that there is a link between political connections and the outcomes of a manager’s actions and decisions. In this study, political connections are proxies for government ownership, and audit committee which are politically connected and their outcomes in terms of both increases and decreases in the amount of audit fees are examined. Figure 4.1 summarises the framework of the study. The relationship between political connections and audit fees is examined to achieve the research objectives. As shown in the figure, political connections are proxies for government ownership and the presence of politicians or senior government officers on audit committees. Audit fees are used to measure audit quality in this study.
	This shows the basic framework of the study. An audit committee acts as a monitoring mechanism and is rooted into agency theory as suggested by Fama and Jensen (1983). The expectation here is that audit committees are expected to monitor activities and decisions in order to ensure that shareholders’ interests are met. Meanwhile, resource dependence is related to audit committees which are politically connected, and in agency theory, directors or audit committees act as a monitoring mechanism on the preparers of financial statements (Shapiro 2005). Resource dependence theory proposes that directors act as a link between the firm and external resources, and function as the providers of resources (Pfeffer 1972). Hillman et al. (2009) have added that the board is also known as board capital, with directors, as human capital, providing expertise, experience and reputation to the organisation (Hillman and Dalziel 2003). In addition, board capital is also known as relational capital (networks of ties to other firms and external contingencies). Thus, the focus on audit committees which are politically connected is stipulated by both these theories.
	One of the basic propositions of resource dependence theory is that the need for environmental linkages, such as those provided by directors, is a function of the levels and types of dependences facing organisations (Boyd 1990). That is, each company’s board of directors ideally includes ties specific to their environment. The ties that a politician creates, therefore, should be positively associated with the firm’s performance, given the importance of government to business. However, some firms, such as those in heavily regulated industries, are more critically affected by public policies than others (Lang and Lockhart 1990;Mahon and Murray 1981). This suggests that, although politicians on the board may be beneficial for all firms, these linkages will be even more important for some. This study applies to the association of audit committees that are politically connected and how this may have an impact on audit fee variables. Given the importance of government, resource dependence logic suggests that firms with politicians on the board will outperform those without. Research to date has not examined board environment and its relationship to performance with much specificity; however, those studies that have explored specific forms of board environment alignment do not incorporate the effects on audit fees. Thus, this study turns to one form of environmental dependency, that between firms and government, to facilitate such an effort.
	This theoretical framework enhances understanding of how a board or audit committee operates by providing evidence on the effects of political connections on a board’s monitoring and advice tasks, whereas most existing literature is concerned with the effects of board effectiveness on a firm’s performance. The two tasks of audit committees that are politically connected stem from different theoretical traditions, suggesting a model of what boards (should) do, and how to enhance monitoring and advice respectively. As demonstrated by Sundaramurthy and Lewis (2003), this integration of theories affects both the researcher’s understanding of boards and a firm’s search for good directors, as board monitoring emphasises the individual audit committee, and board capital is a key factor in enhancing advice and resource provision. There is very limited empirical evidence to show the relations among advice from boards, monitoring and audit fees. According to Geletkanycz and Boyd (2011), when firms experience impaired performance, the board will search for organisationally relevant gains from operating both inside and outside the board and will revisit the firm’s strategic direction. It is apparent from prior work conducted by Carpenter and Westphal (2001) that, through the advice task, the board supports the CEO and the management in making informed choices about future directions and investment.
	Ideally, the integration of monitoring and provision of resources reflects reality in the robust political environment and moves beyond traditional existing theories. In practice, audit committees that are politically connected, both monitor and provide resources, so theoretically this study, in trying to gain insight into this relationship and to integrate the agency and resource dependence perspectives, is important. In combining the two theoretical frameworks, the study argues that audit committees that are politically connected affect both the monitoring and the provision of resources. Agency theory has focused on incentives to monitor and resource dependence theory has focused on a board’s capital while excluding consideration of incentives that might act to encourage the provision of resources to firms. The integration of both functions is important for practitioners, because directors engage in both functions, which indicates that service on the board is actually the combination of both (Korn and Ferry 1999). Thus, the assumption here is that the presence of an audit committee that is politically connected will result in provision of resources to the firm, irrespective of the board’s incentives. Both monitoring of and provision of resources (political connections) are likely to affect behaviour within organisations, suggesting that examining one without the other in this study would be insufficient. 
	By using this framework, the study provides an important contribution, as it is a more fully specified and richer model of the relationship between boards as a whole and firms’ performance. The study suggests a more parsimonious view of an audit committee’s function and of how political connections may have an effect on best practice for each board function, whether they complement or contradict each other. Hence, it is very significant to turn our attention to audit committees which are politically connected and their effects on both monitoring and the provision of resources in order to facilitate this integration.
[bookmark: _Toc436989737][bookmark: _Toc438571626][bookmark: _Toc463964680]Figure 4.1: Integrated Model of Agency Theory and Resource Dependence Theory.
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4.5	Hypotheses Development
Prior academic literature presents two conflicting views on the relationship between corporate governance and audit fees. Tsui et al. (2001) and Haniffa et al. (2006c) argue that better corporate governance reduces control and inherent risk, and thus will reduce audit effort. This argument is based on the ‘supply side theory’. According to Knechel and Willekens (2006), whose findings are consistent with a ‘supply-side’ perspective, good corporate governance should improve the overall control environment and reduce the need for extensive external audit effort, thus leading to a reduction in audit fees. In addition, this ‘supply side theory’ is further supported by Adams et al. (1997), who argue that firms’ audit fees will be (at least partially) determined by the monitoring costs of the auditor, which in turn reflect the internal governance mechanisms, and board structure of the auditee. Audit fees are an important part of these monitoring costs because auditors are obligated to inspect accounts and to ensure that managers behave according to the shareholders’ interests (Nikkinen and Sahlström 2004).
However, in different findings, Hay et al. (2008) suggest that a ‘demand side’ effect may result in a positive relationship between corporate governance and audit fees. They argue that audit demand is a function of the set of risks faced by an organisation’s individual stakeholders and of the set of control mechanisms available for mitigating these risks. Because individual decisions about control processes and procedures may shift benefits and costs across groups of stakeholders, the net investment in auditing may increase when multiple stakeholders become involved in corporate governance decisions. For example, the audit cost is more likely to be borne by equity shareholders who may have little say in determining the extent of audit work undertaken (Carcello et al. 2002;Hay et al. 2008). Hay et al. (2008) also explain that, while the presence of a major shareholder in a firm could result in higher audit fees, an increase in audit fees could also result from the demand by minority shareholders for more audit effort as a protection against exploitation by the major shareholder.
Similarly, Carcello et al. (2002), Abbott et al. (2003b) and Fan and Wong (2005) argue that the demand for stronger corporate governance induces the auditee to seek out better auditing and internal control. Thus, because the firm’s stakeholders value good governance, it chooses to purchase higher quality audit services and thus is charged higher audit fees. Under these circumstances, stakeholders will demand a better audit. These ‘demand side theories’ all clearly suggest a positive relationship between corporate governance and audit fees. The study contends that the demand side arguments are theoretically stronger and more convincing than the supply side arguments. Furthermore, previous research results provide stronger support for a positive relationship. Recognising strong justifications on the demand perspectives, this thesis is applying demand-based view in formulating the hypotheses for the study. It is because from a demand side perspective, if audit committees complement the work performed by the external auditors, higher audit fees will be charged to the audit client because the audit committee may demand more audit procedures from the external auditor in order to avoid material misstatement in financial reporting. 
In relation to the influence of political connections, the uniqueness of Malaysia’s setting, which is a relationship based system, is more exposed to control by politicians who have connections with firms. The linkages between changes in the system, such as a financial crisis, and how auditors respond to these changes can be demonstrated through a firm’s financial reporting practices. Poor performances by politically connected firms are due to operating inefficiencies, and the inability of the government to provide support is posited to result in an increased risk of financial statements being materially misstated, ceteris paribus. Auditors are expected in this situation to use more audit effort in order to collect sufficient evidence to render an appropriate opinion. As a consequence, the auditor will charge higher audit fees as a result of the perceived higher risk. Given the nature of mixed findings in the prior research, the study tries to confirm the main hypotheses as proposed in the next section.
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Audit Committees with Senior Government Officers and Politicians
Firms that invite politicians to join their boards presumably see benefits from such an action. Consistent with the general arguments in resource dependence theory, adding politicians to a board may provide value added regarding the public policy process which, due to its complexity, is often very expensive or difficult for a firm to obtain (Hillman et al. 1999). This benefit should in turn improve the audit performance off firms and thus improve the audit quality. 
In Malaysia’s setting, many senior government officers (SGO) and politicians (POL) are appointed as members of the board and some of them hold positions as audit committee member as well. Ideally, their appointments can serve as a communication bridge between the management and the government in relation to matters of policy and related issues. This would indeed save the firm on the cost of getting external resources. In addition, in the context of Malaysia, current politicians and ex-politicians are appointed as directors to facilitate the relationship between firms and the government. The notable policy implemented by the Malaysian government that have given a rise to the need of political acquaintances is the NEP (1971). Under the NEP, there are specific requirements needed to engage in any manufacturing activity or to obtain the license. This is where politicians as directors play their roles in mitigating the situation with the government. The presence of clearly identifiable politically connected individuals in Malaysian listed companies is likely to provide evidence of monitoring differences that may exist in these firms. These differences are also likely to influence auditors ‘risk assessments, which in turn may cause variations in audit fees. Johnson and Mitton (2003) and Gomez and Jomo (1997) argue that Bumiputera controlled firms and politically connected firms are perceived to have poor corporate governance practices and greater agency problems. A study by Gul (2006) provides empirical evidence to support the proposition that auditors perceive greater inherent risk in politically connected firms, leading to them expending greater audit effort. This in turn, leads to these firms being charged with higher fees. This is because these firms have a higher probability of financial business failure, and are more likely to misstate their financial health in their financial statements to avoid covenant violations. Collectively, these studies indicate that an element of political connections can be considered as another dimension of inherent risk. This study provides recent evidence on firms with politically connected audit committees paying higher audit fees than those without politically connected members on their audit committees. 
Since the federal government and state agencies are the biggest shareholders in many public listed companies, scores of senior government officers (SGO) have been appointed as directors and managers. They are either retired or are currently serving as senior officers of government departments and have subsequently been seconded to the helms government linked companies (GLCs). The presence of SGOs as directors could bring resources, in line with resource dependence theory, such as contracts and business opportunities, into firms. In addition, appointing audit committee members with backgrounds as politicians (POL) as directors in GLCs and non-GLCs is significant, as politicians are seen to be ‘door openers’ in many business transactions. Many POL have been appointed as the government wanted to align the lawmakers with government policies and agendas (Shleifer and Vishny 1994;Claessens and Fan 2002). This variable is of interest because the presence of politician directors might have a positive impact on audit quality, and thus have an impact on audit fees. Auditors are expected in this situation to use more audit effort in order to collect sufficient evidence to render an appropriate opinion. As a consequence, higher audit fees will be charged as a result of the higher risk perceived by the auditor. Based on the arguments presented above, the study proposes the following hypotheses: 
H1: There is a positive relationship between the proportion of audit committee members who are senior government officers (SGO) and audit fees.
H2: There is a positive relationship between the proportion of audit committee members who are politicians (POL) and audit fees.
Government Shares
The relationship between government shares and audit fees is among the causes of agency problems which normally exist between managers and shareholders. Claessens et al. (2000) show that Asian firms are mainly controlled by conglomerates and family owned companies. Thus, from this observation, the presence of government share ownership as a monitoring role is one alternative in reducing agency problems in Malaysian companies. Hay et al. (2008), in their arguments, mention various demands by stakeholders for the variation of audit fees, and in this situation, the current study’s inclusion of government share ownership seems relevant to the Malaysian setting.
This is due to the government shares are represented by the institutional organisations appointed by the government to administer the shares and the structures of each institution depend on their objectives and policies. The assumption is that government investors are expected to monitor and demand better audits of the firms since they have all of the resources needed (Shleifer and Vishny 1994). Prior to the study, for instance, O’Sullivan (2000) has documented findings of a positive relationship between institutional shareholdings and audit fees. In another study conducted by Velury et al. (2003), it is also found that firms having greater levels of institutional ownership tend to employ industry specialist audit firms. This reflects that these firms emphasise higher quality audits due to demand from those types of investors which act as monitoring tools for companies. Thus, this, in turn, leads to higher audit fees, resulting in the following hypothesis:
H3: There is a positive relationship between the percentage of government shares and audit fees.
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Prior research indicates that key board and audit committee characteristics affect audit fees (Abbott and Parker 2000;Beasley et al. 2000;Carcello and Neal 2000;Raghunandan et al. 2001). For audit committees, their independence, size, financial expertise and meeting frequency may mean they demand audits of varying quality compared to that which the large audit firms normally provide, primarily to protect the board’s own interests. The board may seek to protect its reputational capital and to avoid legal liability (Gilson 1990). To maintain reputation they promote shareholder interests by purchasing a higher quality audit.Krishnan and Visvanathan (2007) observe that auditors price the effectiveness of the audit committee because this relates to control risk, and thus the overall audit risk. The results observed in Malaysia may not be the same in other settings due to institutional and governance difference in the setting, specifically in GLCs and non-GLCs. 
Audit Committee Independence
Some prior literature (Gul 1989;Teoh and Lim 1996;Salehi 2009;Bakar and Ahmad 2009) has documented that the audit committee is perceived as a factor that can influence auditor independence and the audit process. Boo and Sharma (2008) suggest that independent audit committees have the incentive to protect their reputation and avoid any litigation risk that could harm their reputation and are likely to demand a different quality of audit. The assurance provided by the auditor requires extensive audit coverage and significantly increases the audit fees charged.
In Malaysia, Bursa Malaysia stipulates that all listed companies must have an audit committee comprising three members of whom the majority are independent. This is to support the idea that an independent audit committee also exhibits the strength of corporate governance practice in the firm (Chen et al. 2009). Thus, Gul (1989) suggests that the concept of audit committees was originally perceived as a way to maintain auditor independence. This notion motivates the auditor to carry the audit work in a diligent manner with the tendency and to tend to reduce risk assessment because an independent audit committee strictly focuses on good monitoring of the internal control system and the quality of financial reporting. The relationship is investigated through the following hypothesis:
H4: There is a positive relationship between the degree of audit committee independence and audit fees.
Audit Committee Size
The study includes examination of additional characteristics of audit committees. Audit committee size is viewed to be important to the overall strength of audit committees. Consistent with this view, the Blue Ribbon Committee on Improving the Effectiveness of Financial Reporting (BRC, 1999) asserted that audit committees ‘responsibilities, and the complex nature of accounting and financial matters, suggest that audit committees should consist of at least three directors. Furthermore, larger audit committees tend to have more power (Kalbers and Fogarty 1993), receive more resources (Pincus et al. 1990), be associated with lower cost of capital (Anderson et al. 2004) and experience a positive association with financial reporting quality (Felo et al. 2003). In the context of Malaysia setting, the MCCG follows the Listing Requirement of Bursa Malaysia that audit committee shall comprise of at least three directors. It is expected that as audit committee size increases, there will be more resources available to the audit committee and the quality of oversight improves. It is assumed that with more members, more diverse skills and knowledge are employed by the committee to enhance monitoring, hence improving the quality of financial reporting. Hence, the study expects that large audit committees will be associated with higher audit fees:
H5: There is a positive relationship between audit committee size and audit fees.
Audit Committee Meeting Frequency
Prior research documents that the frequency of audit committee meetings is a good measure for diligence (Menon and Williams 1994), and that frequent audit committee meetings are associated with less fraud (Beasley et al. 2000). With respect to audit fees, Carcello et al. (2002) do not find a significant association between the frequency of meetings and audit fees, while Abbott et al. (2003a) observe a positive association. However, Hoitash et al. (2009) find that audit committees meet more frequently around the disclosure of material weaknesses in internal controls. Their interpretation implies that increased audit committee activity in the current environment might signal an effort to resolve financial irregularities.  Specifically, in Malaysia setting the audit committee is required to meet at least once in a year as recommended by the Bursa Malaysia. The audit committee should meet regularly, to effectively perform their oversight duties. Thus, the study predicts the frequency of audit committee meetings will be positively associated with higher audit fees:
H6: There is a positive relationship between the frequency of audit committee meetings and audit fees. 
Audit Committee Financial Expertise
Financial expertise on the audit committee has been generally found to contribute to the level of audit fees. Financial experts might seek to purchase additional services in order to protect themselves. Abbott and Parker (2000) argue that better audit committees will demand higher audit quality in order to avoid personal monetary or reputational losses. This study uses the definition of financial expertise provided by Bursa Malaysia, in which an audit committee member is deemed to be a financial expert if that member has: (a) accounting expertise from work experience as a certified public accountant, auditor, chief financial officer, financial controller or accounting officer; (b) financial expertise from work experience as an investment banker, financial analyst or any other financial management role; or (c) supervisory expertise from supervising the preparation of financial statements (chief executive officer or company president). Hence, financial experts might seek to preserve their reputation as experts and protect shareholders by acquiring more audit services. Evidence from prior studies suggests that audit committees with financial expertise is positively associated with audit fees (Carcello et al. 2002;Abbott et al. 2003a).  Consistent with previous research, the study expects that a higher proportion of experts on the audit committee will be positively associated with audit fees:
H7: There is a positive relationship between the proportion of financial experts on audit committees and audit fees.
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As the current study involves mainly quantitative methods, in gathering the types of data required, the selection of samples and data sources was determined for each method of data collection. However, in an effort to shed light on the relationship between political connections and audit fees, a supporting qualitative method is appropriate for meeting the aims and objectives of the current study. Within this design, quantitative and qualitative methods are combined and the results from one method can be used to elaborate on results from the other method, each method helping to develop or inform the other (Hanson et al. 2005). According to the researchers, the combination of the two methods can also recast results from one method to those from the other method (initiation) and extend the inquiry range by using different methods for different inquiry components (expansion).
The current study employs the sequential explanatory design of inquiry, where quantitative data are collected and analysed to test formal hypotheses and then qualitative interviews are conducted to provide further insights into the findings. Specifically, companies’ financial data and other published corporate data are gathered from companies’ annual reports and databases (quantitative data) are collected and analysed, while the political connections that are associated with corporate governance and audit fees is also identified. In this regard, priority or relative emphasis given to the two types of data would be unequal, in that quantitative data as the major component of the study is emphasised more than the qualitative data. By employing this design, the two forms of data are analysed separately and an integration of the quantitative and qualitative results occurs in the discussion (Hanson et al. 2005). This sequential explanatory design is appropriate to the current study as it allows explanation and interpretation of relationships and study findings to be made (Creswell 2013), especially when unexpected results arise from a quantitative method (Hanson et al. 2005). The strategy of inquiry employed in the current study is shown in Figure 4.2.
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The main objective of this study is to examine what and how is the relationship of political connections of the audit committee on audit fees and the audit process. Access to political connections issues in Malaysia corporate sector is not always easy, and it becomes even more difficult when the issue is company governance related to the current issues (political connections). The interview stage was conducted after the statistical analyses because the interview help to improve the explanation of the quantitative findings through i) providing an in-depth understanding of corporate governance phenomena (Haniffa and Hudaib 2007;Liew 2007;Johl et al. 2012;Piesse et al. 2012;Bailey and Peck 2013), ii) previous studies demonstrate a connection between the corporate governance regime and other systems, such as political, economic and legal systems (La Porta et al. 1997;Aguilera and Cuervo-Cazurra 2009). Moreover, if the statistical analyses method alone is used, it would not answer the research questions on do political connections influence the audit process. The study has therefore used the qualitative method (interview analyses) aimed at complementing the findings of the quantitative method (statistical analyses) in order to make the findings more robust. In addition, in the context of the research questions of the study, the interview method remains as an obvious option in order to capture an in-depth understanding of the current state of political connections influences prevailing in Malaysia. Considering the overall context of this study, conducting statistical analyses followed by confirmation from the interview method have been considered to be very useful and this also facilitated the study in ensuring the study findings more robust and reliable. These two instruments of data collections are discussed in more detail in the next section.
[bookmark: _Toc463966023]4.6.1	Sample
The sample consists of 810 companies listed on the Main Board of Bursa Malaysia for 2012. However, the present study excludes 51 firms that operate in the financial sectors, due to their unique characteristics and to specific regulation which may affect the results. The sample size has also been reduced by a further 13 firms as a result of missing information in DataStream and annual reports which were unavailable (Craswell et al. 1995;Chung and Kallapur 2003). After these eliminations, the remaining sample is 746 firms. The data for that particular year is taken since the proxy for political connections used in prior studies might not be accurate or relevant to the current situation. For instance, it is possible that, over time, some firms should perhaps have been identified but remains unrecognized, while other firms identified may have become ‘less connected’. The sample selection procedure is summarized in Table 4.1 below.
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Table 4.1: Sample Selection Procedures
	[bookmark: _Toc436299245][bookmark: _Toc438571643][bookmark: _Toc444595924]Sample Selection Procedures

	Description
	Year 2012

	Main board firms
	810

	Excluded:
	

	Financial Firms
	(51)

	Missing data from DataStream and unavailable annual reports
	(13)

	Final samples
	746



[bookmark: _Toc463966024]4.6.2	Data Collection
4.6.2.1	Quantitative Data Collection
In addressing the hypotheses in this study, data was obtained from multiple sources. Companies’ financial data and other published corporate data was gathered from companies’ annual reports, databases (quantitative data) were collected and analyzed, and the political factors that are associated with corporate governance and audit fees were identified. The data for politically connected audit committees or boards were hand collected by manually examining the annual reports during the sample period and identifying the background of each board or audit committee member. The audit fees and non-audit fees data were hand collected from the companies’ respective annual reports. The population for this study is active companies for the year 2012, chosen as this was the year in which the pilot testing was conducted, and as it was also a year before the 13th Malaysian general election. The study assumes that the year chosen may provide valid input on the effect of political connections in the companies as the politicians may have been involved in the companies’ strategy and decision making processes since the day of their appointment as board members during the 12th Malaysian general election. Malaysian general elections are basically organized in quadrennial periods, or every fourth year. Therefore, this reflects a period of political stability as there were no by elections during the period and there was a smooth transition of power from Tun Abdullah Badawi[footnoteRef:19]to Dato' Sri Haji Mohammad Najib bin Tun Haji Abdul Razak[footnoteRef:20]. The annual reports are available from Bursa Malaysia (www.bursamalaysia.com). For the purpose of this study a substantial amount of time and effort was invested to identify, extract and cross check political connections and audit committee variables. For example, the information on senior government officers and politicians on audit committees, and on audit committee size, independence and meeting frequency were collected by hand using the corporate governance sections of the annual reports of each company. The biographical data disclosed in the annual reports for members of the audit committees was perused to identify those serving as senior government officers or politicians. This information was then cross checked with the election and parliament website databases to make sure that all the information was complete, accurate and up to date. The DataStream, Thomson One Banker and Bloomberg databases were used to collect the various financial statement data items. [19: Tun Dato' Sri Haji Abdullah bin Haji Ahmad Badawi is a Malaysian politician who served as Prime Minister of Malaysia from 2003 to 2009 (Ismail, 2003).]  [20: Dato' Sri Haji Mohammad Najib bin Tun Haji Abdul Razak is the sixth and current Prime Minister of Malaysia. He was sworn into the position on 3 April 2009 to succeed Abdullah Ahmad Badawi (Thomas, 2009).] 

4.6.2.2 Qualitative Data Collection
According to Corbin and Strauss (2008), data collection using theoretical sampling can help the researcher to identify concepts and themes pertinent to the research problem. In this study, theoretical sampling was used to select the interviewees using two sequential phases. In the first phase, targeted groups of interviewees were identified (practitioners). The interviews targeted: (i) external auditors (ii) audit committee members. These targeted people are beneficial to the study as the objective is currently to understand how political connections may potentially affect the audit process. The insights gained from the interviews with a sample of auditors from Big four firms are used to further examine the impact of political connections on the auditing of financial statements. Auditors were selected because they play a very important role in assessing a company’s financial statement and they act as a mechanism for limiting agents’ opportunistic behaviour (Haniffa and Cooke 2005). For this study, among other interviewees, were the selected audit partner or audit managers of Big Four firms in Malaysia. These individuals were chosen because they are considered to be responsible for monitoring audits of financial statements, and have been directly involved in auditing processes based on their assigned auditors. 
It is, however, acknowledged that a methodological shortcoming of this empirical phase is that, the interview participants may be tempted to favourably position themselves by providing ‘the right answer’. The interviewee’s responses may not therefore necessarily reflect the actual situation on the ground, but merely position that the participants wish to advance. Conceding this methodological shortcoming, the analysis and the description of the interviewees’ responses in this thesis phase maintains the anonymity of interview participants to reduce the impact of possible participant bias. In this regard, the interview participants were not identified in which organisation they are currently attached with. The manner in which the data have been recorded and analysed is not intended to definitely quantify political connections influences in the corporate sector. Instead, it is considered more important to gain deeper insights into the how political connections affecting the audit process and to validate the result of the quantitative analyses.
In the second phase, after the targeted groups were identified, the researcher communicated with the targeted candidates to check their availability. The researcher used telephone and email to communicate with them, and provided an offer letter explaining: (i) the objective of the study, (ii) the purpose of the interview; (iii) information about the researcher and the university; (iv) the time required for the interview and (v) how confidentiality would be ensured. Furthermore, a copy of the interview questions was provided. These procedures aimed to increase credibility and encourage willingness from the practitioners to participate in the study (Bailey and Peck 2013).
Face to face semi-structured interviews were employed in the current study,  following (Horton et al. 2004) in order to allow the interviewees to explain their thoughts and to highlight any areas of particular interest they might have, as well as to enable certain responses to be explored in greater depth. A semi-structured interview is preferred as it gives the researcher more control over the timing, content and sequencing of questions. In addition, having the researcher as the interviewer allowed the improvisation of suitable follow up questions and the interviewees a degree of freedom to explain their views. Structured and unstructured interview approaches are not considered in the study. This is because, in structured interviews, interviewees are not free to provide additional information and to express their thoughts. Unstructured interviews are unsuitable and impracticable because they can be time consuming and would not suit the time constraints of interviewees with busy working lives. Although an unstructured interview may provide more interesting and expanded information, unfocused information would not be helpful at the data analysis stage. As Cavana et al. (2001) point out, unstructured interviews can provide more interesting information but are very time consuming and can lose the focus on the research objectives.
The interviews were recorded on tape (with the permission of the participants – the participants are first informed that their answers would be recorded, are assured of confidentiality and are given a summary in note form). The notes are used to recall comments that are unclear on the tape. Taping the interviews helped ensure accurate data and reduced mistakes in transcribing the interviews (Louise Barriball and While 1994). The interviews conducted took approximately two months: from February 1, 2015 to March 31, 2015. Face to face interviews were conducted and the interviews lasted between 40 minutes and 90 minutes.
Ethical Issues
As the interviews involve investigation into the attitudes and beliefs of human subjects, ethical issues are considered in relation to privacy and other rights of the subjects (Kimmel 2009). Prior to the collection of interview data, approval from Ethical Declaration, Manchester Business School was obtained. The approval is granted based on the consideration of any potential risks to the human subjects, and the existence of procedures to obtain informed consent and to ensure privacy and confidentiality. During the interviews, informed consent is obtained by giving a brief description of the purpose of the study and the procedure involved, along with an information sheet that detailed approach taken by the study. The participants are also informed that their participation is completely voluntary and are assured of the confidentiality of their responses, as the results of the study are to be used only in aggregated form. This is to ensure that there would not be any risk to the interviewees in their workplace or personal environment.
[bookmark: _Toc436299168][bookmark: _Toc437266774][bookmark: _Toc444595832][bookmark: _Toc463966025]4.7	Measurement and Measures Variables
As the nature of the current study is mainly hypothesis testing, careful measurement of the variables related to the hypotheses is important (Cavana et al. 2001). The key variables used were audit fees (as the dependent variable), audit committee senior government officers (ACSGO) and audit committee politicians (ACPOL), acting as independent variables for political connections, and corporate governance variables (as independent variables). The measurement of these and control variables are discussed in the sections that follow.
[bookmark: _Toc436299169][bookmark: _Toc437266775][bookmark: _Toc444595833][bookmark: _Toc463966026]4.7.1	Political Connections
A firm’s political ties can result from the movement of politicians from the political setting to the business setting (revolving door)[footnoteRef:21] or vice versa (reverse revolving door). This study focuses on revolving door cases. More specifically, following earlier literature (Boubakri et al. 2012;Chaney et al. 2011;Duchin and Sosyura 2012;Faccio et al. 2006b;Goldman et al. 2008), the study considers the presence of politicians or senior government officers on firms’ audit committees as a proxy for the existence of political connections. The study extends Faccio et al.’s (2006a) measurement of political connections, as she explains that a firm is considered politically connected if ‘at least one of its large shareholders (anyone controlling at least 10% of voting shares) or one of its top officers (CEO, president, vice president, chairman, or secretary) is a member of parliament, a minister, or is closely related to a top politician or party.’ An important upside of this research is its considerable detail on the type of connection (i.e., connection with members of parliament, a minister or the head of state, and close relationship to a senior official). Faccio et al. (2006a) identified a firm as connected through a minister or head of state when the politician or a close relative (son or daughter) holds the office and is a large shareholder or senior officer. The analysis shows that a firm is connected with a member of parliament when a large shareholder or senior director is a member of parliament. Relatives are not included in this classification. Close connections in the form of well-known friendships and connections are identified by several sources (The Economics, Forbes or Fortune) and prior studies (Backman 2001;Agrawal and Knoeber 2000;Fisman 2001). In the current study, the names of senior officers and shareholders are drawn manually from annual reports and company websites. Applying these definitions, the study reconciled manually the names of the politicians listed in the election and parliament websites with the information given in the annual reports. The study defined political connections by identifying the members of audit committees who are senior government officers or politicians, based on the ‘board profile’ of the members of the board from the annual reports published by the companies and from the election or parliament websites, which are all publicly available. [21: Revolving door is a movement of personnel between roles as legislators and regulators, and the industries affected by the legislation and regulations(Timothy J. Burger, "The Lobbying Game: Why the Revolving Door Won't Close" Time (February 16, 2006),retrieved May 12, 2011)] 

Identification of Audit Committee Politicians (ACPOL)
In summary, a politician was defined as any politician who held a position at state or federal level, or who had previously been in a political party committee at state or federal level. In order to identify whether the board members were politician/s, the following procedures were carried out:
1) Review of information about the background of each member, available in each company’s annual report.
2) Review of a list of cabinet members at federal or state level.
3) Review of a list of committee members of each political party, available on party websites.
4) Confirmation of the list of politicians identified in the above three procedures by an updated list on the election or parliamentary websites.
Identification of Audit Committee Senior Government Officer (ACSGO)
A senior government officer was defined as any individual who has, or previously had, a high rank or lengthy service (more than 10 years) in a government department or ministry. In addition, a senior government officer is also someone involved in public administration or government through election, appointment, selection, or employment. In order to identify whether board members are senior government officers, or had previously been in the position, the following procedures were carried out:
1) Review of information about the background of each member, available in             each company’s annual report.
2) Recognition of senior government officer position in the director’s profile            background based on the description available, for instance appointed as a             municipal councillor for a district for the state government (state level).
3) Confirmation of the list of board members identified as senior government             officers with their state, government department or ministry websites.
In addition to that, the current study uses check list and tick box methods to count the proportion of politically connected members to the total number of members in recognising if aboard or audit committee is politically connected to politicians or senior government officers. Table 4.2 below shows the template for the check list and tick box for this identification process.
[bookmark: _Toc463964585]Table 4.2: Template Check List and Tick Box for Identification of Political Connections
	Position
	AC 1
	Tick

	Board members
	Audit Committee
	√

	Senior government officer
	Municipal councillor in state government (name of the state)
	√

	Politician
	State assemblyman for any political party
	√


Source: Created by author.
 
In the context of Malaysia setting, an individual who holds a position as top level management in the civil department is not allowed to be a member of a politician at the same time; however, it is permissible for the low-grade civil officer to join politics with the permission of the director general of their department. As a civil servant, an individual has first call upon their duties and do not do anything that can affect their duties as a civil servant and its code of ethics. Thus, an individual at low grade can be very involved in politics, as an individual, however his opinions are considered personal and does not constitute or form as the reigning government’s opinion. This regulation is stated under Malaysian Civil Service constitution.

Interestingly, the highlight of the study is to include the variables of interest, ACSGO and ACPOL, as attributes that are unique to Malaysia (Gul 2006). Gul provides empirical evidence to support the proposition that auditors perceive greater inherent risk in politically connected firms. This perception leads to greater audit effort, and greater audit effort leads to higher fees. Gul suggests that this greater inherent risk exists because these firms have a higher probability of their business failing and because they are more likely to misstate their financial health in their financial statements to avoid covenant violations. Gul documents evidence of ‘crony capitalism’ in Malaysia by demonstrating that there was a comparatively greater increase in audit fees for politically connected firms following the government’s introduction of capital controls to help its preferred firms. On the basis of the arguments presented above, the study posits a positive relationship between ACSGO and ACPOL, and audit fees.
[bookmark: _Toc436299170][bookmark: _Toc437266776][bookmark: _Toc444595834][bookmark: _Toc463966027]4.7.2	Dependent Variables (Audit Fees)
Following testing for normality, the dependent variable, audit fees, is measured by taking the natural log of audit fees paid by the entity for performing audit services during the year. This is disclosed by the entity in the financial statements in the ‘Notes to the Financial Statements’ section in its annual report. The natural log is used to control for the skewed nature of audit fees. This is consistent with prior studies by DeFond et al. (2002) and Francis and Ke (2006), which used various auditor fee variables in its empirical analyses. The study uses audit fees because it is interesting to know the effect of political connections on the extent of auditor investigation. It is reasonable to assume that more investigation will require more audit hours and/or the use of more specialized audit staff, resulting in higher audit fees (O’Sullivan 2000). Furthermore, the use of audit fees as a proxy for audit quality would be appropriate because audit quality is unobservable (O’Sullivan 2000). The auditor or the auditee can initiate more (or less) audit effort and higher (or lower) fees.
The provision of a higher quality audit adds additional costs for audit firms and consequently these costs are passed on to the client. The signalling hypothesis provides the linkage between political connections and audit fees. Numerous prior studies relate higher audit fees with better audit quality as this compensates for the increased audit effort or audit coverage (Simunic 1980;Craswell et al. 1995;Collier and Gregory 1996;O’Sullivan 2000;Bliss et al. 2011). In addition, Krishnan and Visvanathan (2009), while investigating US firms, Zaman et al. (2011), while analyzing UK firms and Chan et al. (2012), in an analysis of Australian firms, have also utilized audit fee as a surrogate for audit quality. Consequently, this study extracts the audit fee amount from the companies’ annual financial statements and utilizes it as the dependent variable of the study.
4.7.2.1 Alternative Dependent Variables (Earnings Management)
Anecdotal evidence shows that there was an economic downturn in Malaysia in 1997. When such an adverse situation appears throughout the whole economy, when even the government could not help itself out, politically connected firms will have to find a way to make themselves seemingly go through the ‘same level’ of suffering as others do. Information asymmetry in the principal-agent relationship, and the impossibility of writing a complete contract without incurring costs, have together provided chances for managers to manage earnings. There are many ways that managers can exercise judgment in financial reporting and this wider range of choices brings more opportunities to the management team to manipulate earnings for their own advantage. According to Healy and Wahlen (1999), judgment creates opportunities for managers to manage earnings by choosing reporting methods and estimates that do not accurately reflect a firm’s underlying economics. Therefore, managers also tend to manage earnings when it comes to influencing the action of regulators or government officials. Jackson and Pitman (2001) observe that managers may influence the actions of regulators or government officials by managing the results of operations, thereby minimizing political scrutiny and the effects of regulation on their companies. Thus, the current study also conducts a supplementary test using an alternative dependent variable, namely earnings management. This test is to investigate the consistency and robustness of the primary analysis. Therefore, the assumption in this test is that the existence of an audit committee which is politically connected provides incentives to reduce or create agency costs in the Malaysian context.
Accrual based earnings solve the potential timing and matching problems associated with the use of cash flows as a short term performance measure. However, as accrual based earnings include measures that are subject to estimation, the earnings figure is able to be manipulated. This may result in a lower quality of reported earnings, indicated by a higher level of abnormal or discretionary accruals. This is based on the view that such accruals are not well explained by accounting fundamentals (Francis and Ke 2006). The study estimates discretionary accruals using a cross sectional model, the modified Jones (1991) model. The accruals method has been used extensively in earnings management research as it not only captures the effects of accruals management, but also the effect of some of the earnings management techniques, such as changes in accounting estimates and manipulation of recognition timing, as mentioned above.
The vast majority of recent earnings management literature relies primarily on discretionary accruals as a proxy for earnings management and it applies various models to isolate discretionary accruals within the total accruals (Dechow et al. 1995). This study uses the discretionary accruals portion as a proxy for earnings management. Discretionary accruals are defined as the difference between actual and expected accruals. This study illustrates the development of discretionary accruals as a measure for earnings management by examining previous key studies that suggest and develop this measure and more recently suggested amendments to the measure. 
Why does the Current Study Fit the Model?
Firstly, Modified Jones is for the data on several companies for one particular year (cross sectional) which applies to the current study as it uses only one year, 2012.The advantages of the cross sectional accruals model are that it helps to avoid the survivorship bias problems inherent in the time series approach (Bartov et al. 2000;Peasnell et al. 2005) and it allow the inclusion of firms with short histories (Bartov et al. 2000). Secondly, it requires at least eight firms in any one industry classification to calculate the industry parameter (Davidson et al. 2005;Klein 2002;Hashim and Devi 2008). Cross sectional coefficients calculated along with specific firms’ data can be used to estimate the individual firms’ non-discretionary accrual for 2012. Lastly, the advantage of the cross sectional approach is that the specific year changes in economic conditions affecting expected accruals are filtered out. This is vital, since the period of examination covers changes in both company and microeconomic conditions (Teoh et al. 1998).Further details on calculation of discretionary accruals will be explained in the data analysis section. The next section explains the development of hypotheses and measurement of the independent variables.
[bookmark: _Toc436299171][bookmark: _Toc437266777][bookmark: _Toc444595835][bookmark: _Toc463966028]4.7.3	Measurement of Independent Variables
The following section provides detailed information about the measurement of each independent variable.
4.7.3.1	Audit Committee Senior Government Officer (ACSGO)
In Malaysia, many SGOs were appointed mainly as directors or audit committee members in government linked companies (GLCs) and also in non-government linked companies (non-GLCs). GLCs were established as a result of the privatisation and corporatisation exercises with government entities that were carried out in the early 1980s. As a result, many government enterprises were eventually listed on the Bursa Malaysia. Inadvertently, boards of directors of GLCs are considered as being situated between the government and other external stakeholders on one side, and between the company management and the state on the other side. In this context, as the majority of shares are held by the government, it is difficult for the board to exercise their decisions and judgments on corporate matters without consulting the government (Ramirez and Tan 2004). However, the good part is, the board can serve as a communication bridge between the management and the government in terms of matters of policy and related issues. This would indeed save the firm the costs of obtaining external resources. 
	Williamson (1984) demonstrates that having a director who possesses regulatory expertise may not only reduce uncertainty, but may also reduce transaction costs. This is because information supplied by these directors about the bidding processes for government contracts or their influence over proposed regulation may actually reduce the costs of transactions between regulators and the firm. Firms with experienced SGOs as directors would obviously gain more benefits from this knowledge of government procedures and insights into predicting government actions (Agrawal and Knoeber 2000).
As discussed in much of the literature, government regulation creates uncertainty and many firms have sought to ‘co-opt’ government by creating linkages (Hillman 2005). This co-optation often comes in the form of politicians and other individuals appointed to a firm’s board of directors. Watts and Zimmerman (1983) state that corporate political strategies recognise the interdependence between business and government, in which business is partly dependent on government for the environment in which it operates its business for taxes and employment. Politicians are often the bridge linking the government with business entities.
4.7.3.2	Audit Committee Politician (ACPOL)
	Watts and Zimmerman (1983) argue that larger firms face more intensive political oversight and so politics is important to these firms. They suggest that firms with politicians as directors will have more advantages than firms without such directors. This is because their prior participation in government and association with important decision makers enables them to make a significant contribution to firms. Schuler et al. (2002), in their study of political connections of firms to policymakers, find that politically active firms combine tactics to create connections with the government. This phenomenon could be linked to resource dependence theory, in which the appointment of directors is based on their valuable contacts with policymakers.
In the context of Malaysia, politicians in office and ex-politicians are appointed as directors to facilitate the relationship between firms and the government. The two most notable policies implemented by the Malaysian government that have given rise to a need for political acquaintances are the NEP (1971) and the Industrial Coordination Act (1975). The ICA (1975) requires a company engaging in any manufacturing activity to obtain a manufacturing license. However, to secure a license, specific requirements had to be fulfilled under the National Economic Policy (NEP). This is where politicians as directors would play their roles in mitigating the situation with the government. As there were more politicians appointed as directors in Malaysian GLCs compared to non-GLCs, observably their corporate governance structures might differ. However, the degree of dissimilarity is yet to be investigated. 
4.7.3.3	Government Shares (GOVSHARES)
As described in the literature review chapter, government shares in a company can be of critical importance to the quality and comprehensiveness of the oversight administered in that company (Pergola 2005;Song and Windram 2004). The variable, government shares, represents the government’s part in ownership structures, and how political connections may be created between these companies and government officials.
Agency theory suggests that a higher percentage government shares implies higher firm value, since the goals of management and other shareholders are more closely aligned (Jensen and Meckling 1976).Jensen and Meckling (1976) also use agency theory to argue that managers with a high level of ownership are less likely to alter earnings for short term private gains at the expense of other shareholders. Shareholders are likely to perceive that managers ‘interests are aligned with their own interests when managers become shareholders by acquiring equity shares. Thus, managers with a high level of ownership in the firm are more likely to report reliable earnings that reflect the underlying economic value of the firm (Warfield et al. 1995).
On the other hand, resource dependence theory explains how ownership by government allows the government to exert control over management appointments, incentives and major economic decision making (Pfeffer and Salancik 2003).Government share ownership is considered to be an essential monitoring device that can control managers more than small shareholders can (Black 1992). A government with a substantial stake has the power, resources and ability to monitor, as well as stronger incentives to discipline and influence, managers’ behavior (Coffee 1991). In Malaysia, the government ownership percentage is based on the identity of the 30 largest shareholders. Government shareholdings are proxied by Khazanah National, Employee Provident Funds, Lembaga Tabung Haji (LTH), Lembaga Tabung Angkatan Tentera (LTAT), Permodalan Nasional Berhad (PNB), State Economic Corporation Development, Ministry of Finance Incorporated, The Federal Land Development Authority (FELDA), The Board of the Federal Land Consolidation and Rehabilitation Authority (FELCRA), Pertubuhan Keselamatan Sosial (PERKESO) and other government agencies.
4.7.3.4	Audit Committee Composition
The use of an audit committee is an important part of the decision control system for internal monitoring by a board of directors (Fama and Jensen 1983). Monitoring is performed by external audit (Anderson et al. 2004) and the audit committee (Pincus et al. 1990;Bradbury et al. 2006). The audit committee plays a significant role in the monitoring process carried out by the directors of the firm and auditing is used by firms to reduce agency costs (Jensen and Meckling 1976;Watts and Zimmerman 1983). Kesner and Johnson (1990) and Vance (1983) maintain that most essential board decisions originate at the committee level, and this includes the audit committee. This study has examined audit committee characteristics as set out by the recommendations on audit risk and financial reporting quality, namely audit committee independence, expertise, size and meeting frequency.


Audit committee independence 
An audit committee should be independent from management in order to be able to conduct effective monitoring, resulting in less opportunistic behavior by management. The quality and credibility of financial reporting can be badly affected when the audit committee has little or no independence. Choi et al. (2004) find that, when members of the audit committee hold shares in the firm, they are less effective in mitigating any financial risk in the company. Similarly, Vicknair et al. (1993) argue that, in order to function effectively, audit committees must be independent of the management, as this allows both the internal and external auditors to remain free of undue influences and interference from corporate executives. In this study, audit committee independence (ACINDEP) is calculated as the number of independent non-executive directors on the audit committee compared to the total number of committee members. Due to the varying size of audit committees, the proportionate method of measurement is used to provide a significant result.
Audit committee size
Some studies, such as those by Lipton and Lorsch (1992), Jensen (1993) and Yermak (1996), suggest that the number of members on an audit committee affects its decisions. Bedard and Johnstone (2004) argue that the larger the audit committee, the more likely it is to uncover and resolve potential problems in the financial reporting process, because it is likely to provide the necessary strength and diversity of views and expertise to ensure effective monitoring. Moreover, Vinten et al. (2005) find that firms with a larger audit committee are more concerned about the auditor’s reputation and tend to assign one of the Big Four auditors. Empirical evidence shows that the Big Four auditors are assigned as higher quality suppliers of auditing services.Braiotta Jr and Zhou (2006) explain that the audit committee should be large enough to have members with a range of professional judgment and experience, but not so large as to be unwieldy. The audit committee needs considerable director resources to deal with the complexity of accounting and financial matters. Small audit committees that have only one or two members are seen as weak; it is easy for management to put pressure on a small committee to gain its support in any dispute with the auditor. However, convincing a larger number of people with different backgrounds may be a more difficult task. This study expects firms that commit more directorial resources to their audit committee (in the form of a sizeable audit committee) are less prone to opportunistic behavior by management. In this study, audit committee size (ACSIZE) is calculated simply as the number of members reported by the company’s corporate governance report.
Audit committee expertise
One of the measures to evaluate an audit committee’s competence is its expertise; this merges independence and expertise using the proportion of independent directors with financial expertise sitting on the audit committee. This study defines a financial expert as an independent director who holds a professional financial qualification such as CPA, CMA or ACCA. These experts can be used by the other independent members of the board to help them make judgments on professional issues; an independent director with no financial background may be a well-intentioned monitor, but financial sophistication is often required to identify financial irregularities such as earnings management. Xie et al. (2003) support this argument by arguing that an independent director with a corporate or financial background is likely to be more familiar with the different forms of earnings manipulation.
In this study, the personal details provided in the corporate governance report section of company annual reports are scrutinized o establish which, if any, of the audit committee members qualify as an expert. Marrakchi Chtourou et al. (2001),Choi et al. (2004), Abbott et al. (2004) and Bedard and Johnstone (2004) find that the presence of at least one member with financial expertise sitting on the audit committee is negatively related to financial reporting quality. This study measures audit committee competence (ACEXPERT) using a proportionate variable.
Audit committee meeting frequency
The establishment of an audit committee is meant to ensure continuous communication between external auditors, internal auditors and the board, where the committee meets regularly with the auditors to review the financial statements and audit processes as well as the internal accounting systems and controls. The frequency of meetings indicates an active audit committee that devotes time to rectifying any immediate issues and offering a better review and oversight environment, which, in turn, may assist in detecting earnings management. Earlier studies consider the frequency of audit committee meetings as an indicator of the level of diligence exercised by the audit committee members. Diligent audit committees enhance the level of oversight, resulting in improved financial reporting quality. Klein (2000) supports this argument by stating the audit committee’s primary function is to oversee the financial reporting process. It achieves this goal by meeting regularly with the firm’s outside auditors and internal financial managers to review the corporation’s financial statements, audit process, and internal accounting controls.
	Xie et al. (2003) argue that audit committee meeting frequency is associated with reduced levels of discretionary current accruals and expect that a more active audit committee will be more effective monitors.Beasley et al. (2000) find that firms with records of fraud had fewer audit committee meetings than those without fraud records. However, Spira (1999) concludes that audit committee meetings are largely ceremonial and ineffective in improving financial reporting. As with earlier research this study uses the number of audit committee meetings (ACMEET) to indicate the level of diligence exercised by the members. Company corporate governance reports disclose the number of meetings held each year by the audit committee.
4.7.3.5	Control Variables.

The current study controlled for variables that have been recognised in previous literature to have an effect on audit fees, earnings management and political connections. The control variables are as follows:
1. Firm size, measured by the natural log of the total assets of the company.
2. Subsidiaries, measured by natural log of number of subsidiaries.
3. Ratio of inventory, the ratio of inventory to total assets.
4. Ratio of receivables, the ratio of receivables to total assets.
5. Leverage, the ratio of debt to total assets.
6. Liquidity, the ratio of current assets divided by current liabilities.
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As stated in the above section the current study involves quantitative data and thus the analysis of the data is also carried out quantitatively.
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For quantitative data analysis, descriptive, univariate and regression analyses were carried out. A descriptive analysis is used to represent the characteristics of a phenomenon. A univariate analysis is used to establish similarities and differences between the characteristics of a phenomenon or to describe patterns or connections between such characteristics (Blaikie 2003). In the current study, a descriptive analysis was used to ascertain and describe the characteristics of the variable of interest (such as political connections or audit committee attributes) by calculating measures of central tendency, such as mean and median, minimum, maximum and standard deviation. The univariate analysis was performed to establish differences in the means of tested variables between different categories of the sample companies and to establish the strength of correlation between variables.
A multiple regression analysis was employed to test the hypotheses. The following multiple regressions were estimated to investigate the relative contribution of each attribute of political connections in affecting the audit risk and financial reporting quality of a company, after controlling for factors that are likely to affect the association. The regression equations are as follows:
Main model (Audit Fees)
Ln(AF)i,t = ß0 + ß1(ACSGO)i,t + ß2(ACPOL)i,t + ß3(GOVSHARE)i,t + ß4(ACINDEP)i,t, + ß5(ACSIZE)i,t,+ ß6(ACMEETING)i,t + ß7(ACEXPERT)i,t, + ß8(BIG 4)i,t +ß9(AUDITOPINION)i,t + ß10(AUDITTENURE)i,t + ß11(YEAREND)i,t+ ß12(LOGNAS)i,t  + ß13 (LOGSUB)i,t + ß14 (LOGASSET)i,t+  ß15(RATIOINV)i,t +ß16(RATIOREC)i,t + ß17(LEVERAGE)i,t.
The regression equations use audit fees as the dependent variable and the set of three political connections attributes (government share ownership, audit committee with politician and audit committee with senior government officer) as independent variables.
Meanwhile, for the supplementary analysis, the alternative regression model was developed to test political connections and earnings management. Below are the steps, based on the modified Jones model, in calculating the discretionary accrual (DACC), which is the proxy for earnings management, because the study included them in the regression model.
Step 1
Under the modified Jones (1991) model, total accruals are estimated, based on a cross sectional regression of the prior year’s annual change in revenue by the change in receivables and gross PPE on total accruals for firm i at times t. 


TCAjt               = α0j + α1j(1/A)+ α2j(∆REV-∆REC)/TA+ α3jPPE/TA  (1)
where:
TCAjt	             = Firm j’s total current accruals in year t, 
                         = (α0j + α1j(1/TA)+ α2j(∆REV-∆RECjt)/TAjt - α3j∆PPE/TAjt);
∆REVjt             = Firm j’s change in revenue between year t-1 and year t;
∆PPEjt             = Firm j’s change in gross property, plant and equipment between year   
t-1 and year t;
∆RECjt             = Firm j’s change in net receivables between year t-1 and year t;
AverageTAjt     = Firm j’s average total assets in year t and t-1.
In the regression model, the total current accruals (TCA), change in revenue (∆REV), change in receivables (∆REC) and gross property, plant and equipment (PPE) are each scaled by lagged total assets (TA). The use of assets as the deflator is intended to mitigate heteroscedasticity in residuals (Kothari et al. 2005). For the model, the regressions are performed for each industry, based on the Global Industry Classification Standard (GISC),cross-sectionally to estimate the discretionary accruals (DACC) values for each firm. The regression is performed in each industry portfolio to minimize the effect of variation in accrual behavior in different industries. The discretionary accruals of each company are represented by their residual or error term. 
Step 2
Next, the estimates of the firm-specific parameters are obtained by using the following model in the estimation period:
TCAt/TAit-1 	=   α1(1/TAit-1) + β1 (ΔREVit/TAit-1) + β2 (PPEit/TAit-1) +ε	(2)
where:
TAit-1		= 	total asset for firm i at the end of quarter t-1;
ΔREVit	= 	revenue for firm i in quarter t less revenues in quarter t-1;
PPEit		= 	gross property, plant and equipment for firm i at the end 
			of quarter t;
α1, β1, β2 	= 	represent the OLS estimates of α1, β1, β2;
ε 	            =         	residual.


Step 3
The fitted value (denoting the estimated parameters α1, β1, β2) obtained from the above regression measures nondiscretionary accruals. In the modified model, nondiscretionary accruals are estimated during the event year (i.e. the year in which earnings management is hypothesised) as: 
NDAt = α1(1/At - 1) + α2[(∆REVt - ∆RECt)/At - 1]+ α3(PPEt/At - 1)
Step 4
Alternatively, the discretionary accruals can be calculated by using fitted values of regression coefficients to measure non-discretionary accruals (NDA). The non-discretionary accruals are then deducted from total current accruals to estimate discretionary accruals using the following equation:
DACC=TCA-NDA.
where: 
NDAit 		= 	non-discretionary accruals for firm i in quarter t;
DACCit                 =	discretionary accruals for firm i in quarter t.
Supplementary model (Earnings management)
DACCi,t = ß0 + ß1(ACSGO)i,t + ß2(ACPOL)i,t + ß3(GOVSHARE)i,t + ß4(ACINDEP)i,t, + ß5(ACSIZE)i,t,+ ß6(ACMEETING)i,t + ß7(ACEXPERT)i,t + ß8(BIG 4)i,t +ß9(AUDITOPINION)i,t + ß10(AUDITTENURE)i,t + ß11(YEAREND)i,t+ ß12(LOGNAS)i,t  + ß13(LOGSUB)i,t + ß14(LOGASSET)i,t+  ß15(RATIOINV)i,t +ß16(RATIOREC)i,t + ß17(LEVERAGE)i,t.
The regression equations use discretionary accruals as the dependent variable and the set of three political connections attributes (government share ownership, audit committee with politicians and audit committee with senior government officers) as the independent variables. The discretionary accruals model follows that of Klein (2002) and Bedard et al. (2004), who examine the effects of audit committee characteristic and auditor quality on opportunistic earnings. In testing the discretionary accruals, one of the models also include audit fee as one of the independent variables. This is because from prior literature (Ashbaugh et al. 2003, Frankel et al. 2002 and Chung and Kallapur, 2003) test on the relationship between corporate governance characteristics and auditor variables resulted in mixed findings. Failure to control auditor variables in a single model may explain the conflicting results as being due to incomplete analyses of earnings quality determinants and the monitoring role of auditors, which vary depending on the strength of client’s corporate governance (Larcker and Richardson, 2004). Therefore, in this thesis, the investigation on the audit committee, political connections and earnings management also incorporate audit fee in order to avoid misspecification.



[bookmark: _Toc436989702][bookmark: _Toc436989752][bookmark: _Toc438571641][bookmark: _Toc444595922][bookmark: _Toc463964586][bookmark: _Toc436299174]Table 4.3: Summary of Variable Measurement
	 Variable
	Data Sources
	Variable Measurement
	Prior Literature

	Dependent:
	
	
	

	Log Audit Fees (AF)
	Annual report in Notes to the Accounts section or Statement on Corporate Governance section
	Natural logarithm of audit fees for financial year end 2012 (RM)
	Mohamed et al. (2012); Hay et al. (2006);Haniffa et al. (2006c);Zaman et al. (2011);Simunic (1980);Johl et al. (2012); ;Goodwin‐Stewart and Kent (2006)


	Audit Fees (AF)
	Annual report in Notes to the Accounts section or Statement on Corporate Governance section
	Total amount of audit fees for financial year end 2012 (RM)
	Mohamed et al. (2012); Hay et al. (2006);Haniffa et al. (2006c);Zaman et al. (2011);Simunic (1980);Johl et al. (2012);Goodwin‐Stewart and Kent (2006)


	Independent :
	
	
	

	Non-Audit Services (NAS)
	Annual report in Additional Compliance Information

	Total amount of non-audit services for financial year end 2012 (RM)
	Zaman et al. (2011), Abbott et al. (2003b);Abdul Wahab and Mat Zain (2013); Goodwin‐Stewart and Kent (2006)


	Non-Audit Services (LOGNAS)
	Annual report in Additional Compliance Information

	Natural logarithm of total non-audit fees for financial year ended 2012
	Zaman et al. (2011), Abbott et al. (2003b);Abdul Wahab and Mat Zain (2013); Goodwin‐Stewart and Kent (2006)


	AC Senior Government Officer (ACSGO)
	Annual report in Director’s Profile section and Malaysian election website
	The proportion of audit committee who are current /retired senior government officers to the number of AC members

	Gomez and Sundaram (1999);Gul (2006);Johnson and Mitton (2003);Johl et al. (2012);Bliss et al. (2011)


	AC Politician (ACPOL)
	Annual report in Director’s Profile section and Malaysian election website
	The proportion of audit committee who are current /retired politicians to the number of AC members

	Gomez and Sundaram (1999); Gul (2006);Johnson and Mitton (2003);Johl et al. (2012);Bliss et al. (2011)


	Percentage of Government Shares (GOVSHARE)

	Annual report in Notes to the Financial Statement
	The percentage of government shareholding

	Bushman et al. (2004)




	AC Independence (ACINDEP)
	Annual report in Director’s Profile section and AC Report section
	The proportion of independent non-executive directors to the size of AC

	Haniffa et al. (2006b);Johl et al. (2012)



	AC Size (ACSIZE)
	Annual report in AC Report section
	Total number of AC members
	Abbott et al. (2003b); Zaman et al. (2011);Johl et al. (2012)


	AC Meeting (ACMEET)
	Annual report in AC Report section
	Total number of AC meetings in an accounting year
	Beasley et al. (2000);Menon and Williams (1994);Zaman et al. (2011);Johl et al. (2012)


	AC Expert (ACEXPERT)
	Annual report in Director’s Profile section
	The proportion of audit committee who possess professional accounting qualifications, such as (ACCA,CIMA,ICAEW,CPA,AICPA,MIA,MICPA) and at least three years’ experience in the accounting field, as mentioned by the Malaysian Institute of Accountants (MIA)

	Zaman et al. (2011);Johl et al. (2012)









	PwC Big Four (PwC)
	Annual report in Auditor’s Report section
	Dichotomous variable, if the type of auditor is PwC the value is 1 or 0 if otherwise
	Mohamed et al. (2012);Carcello et al. (2002);Johl et al. (2012)



	Big Four firms (BIG4)
	Annual report in Auditor’s Report section
	Dichotomous variable, if the type of auditor is Big Four the value is 1 or 0 if otherwise

	Mohamed et al. (2012);Carcello et al. (2002);Johl et al. (2012)

	Audit Opinion
	Annual report in Auditor’s Report section
	1 if going concern modified opinion and 0 if otherwise

	

	AUDIT Tenure (AUDITTENURE)

	Bloomberg database
	The durations of current auditor appointed up to the year end of 2012

	Johl et al. (2012);Mohamed et al. (2012)

	Year End
	Annual Report and DataStream databases
	Financial year end in December=1, or 0 otherwise

	Zaman et al. (2011), Abbott et al. (2003b);Abdul Wahab and Mat Zain (2013); Goodwin‐Stewart and Kent (2006)


	Subsidiaries (SUB)
	Annual Report in Notes to the Financial Statement; List of Subsidiaries

	The total number of subsidiaries for the year ended 2012
	Zaman et al. (2011), Abbott et al. (2003b);Abdul Wahab and Mat Zain (2013); Goodwin‐Stewart and Kent (2006)


	Log Subsidiaries (LOGSUB)
	Annual Report in Notes to the Financial Statement; List of Subsidiaries

	Natural logarithm number of subsidiaries for the year ended 2012
	Mohamed et al. (2012); Simunic (1980);Hay et al. (2006)


	Total assets (TASSETS)
	Annual Report in Financial Statement section and Bloomberg database
	Total asset (current assets and non-current assets) as at 31st December 2012
	Zaman et al. (2011), Abbott et al. (2003b);Abdul Wahab and Mat Zain (2013); Goodwin‐Stewart and Kent (2006)


	Log Total Asset (LOGTOTALASSET)
	Annual Report in Financial Statement section and Bloomberg database
	Natural logarithm of total asset (current and non-current) as at 31st December 2012
	Zaman et al. (2011), Abbott et al. (2003b);Abdul Wahab and Mat Zain (2013); Goodwin‐Stewart and Kent (2006)


	Ratio of Inventory to Total Assets (RATIOIVT)
	Annual Report in Financial Statement section and Bloomberg database
	The ratio of inventory to total assets

	Bliss et al. (2011);Hay et al. (2006)




	Ratio of Receivables to Total Assets (RATIOREC)

	Annual Report in Financial Statement section and Bloomberg database
	The ratio of receivables to total assets 

	Bliss et al. (2011);Hay et al. (2006)

	Leverage (LEV)
	Annual Report in Financial Statement section and Bloomberg database

	The ratio of debt to total assets
	Bliss et al. (2011);Hay et al. (2006)
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[bookmark: _Toc436989703][bookmark: _Toc436989753][bookmark: _Toc438571642][bookmark: _Toc444595923][bookmark: _Toc463964587]Table 4.4: Summary of Variable Measurement – Earnings Management (Modified Jones Model)
	Variable
	Data Sources
	Variable Measurement
	Prior Literature

	TCAjt
	Equation:
(α0j + α1j(1/TA)+ α2j(∆REV-∆RECjt)/TAjt - α3j∆PPE/TAjt)

	Firm j’s total current accruals in year t

	Dechow et al. (1995);Becker et al. (1998);Davidson et al. (2005)

	NDAit
	Equation:
α1(1/At - 1) + α2[(∆REVt - ∆RECt) /At - 1]+ α3(PPEt/At - 1)

	Non discretionary accruals for firm i in quarter t
	Dechow et al. (1995); Becker et al. (1998); Davidson et al. (2005)

	DACCit
	Equation:
DACC=TCA-NDA
	discretionary accruals for firm i in quarter t

	Dechow et al. (1995); Becker et al. (1998); Davidson et al. (2005)

	∆REVjt  
	Annual Report in Financial Statement section and Bloomberg database
	Firm j’s change in revenue between year t-1 and year t

	Dechow et al. (1995); Becker et al. (1998); Davidson et al. (2005)

	∆PPEjt  
	Annual Report in Financial Statement section and Bloomberg database
	Firm j’s change in gross property, plant and equipment between year t-1
and year  t

	Dechow et al. (1995); Becker et al. (1998); Davidson et al. (2005)

	∆RECjt 
	Annual Report in Financial Statement section and Bloomberg database
	Firm j’s change in net receivables between year t-1 and year t

	Dechow et al. (1995); Becker et al. (1998); Davidson et al. (2005)

	TAssetsjt      
	Annual Report in Financial Statement section and Bloomberg database
	Firm j’s average total assets in year t and t-1
	Dechow et al. (1995); Becker et al. (1998); Davidson et al. (2005)



[bookmark: _Toc463966031][bookmark: _Toc437266780][bookmark: _Toc444595838]4.8.2	Qualitative Data Analysis
The analysis of interview data involves a description of the interviewees and the firms, to which they are attached, follow by an analysis of the interviewees’ views on relevant themes. The steps involved in the analysis of the interview data are summarised as follows:
[bookmark: _Toc436989745][bookmark: _Toc438571634][bookmark: _Toc463964682]Figure 4.3: The Steps in the Analysis of Interview Data
Transcription of interview data
Description of backgrounds of the interviewees
Coding process
1.0 Generating initial themes
2.0 Coding data according to the initial themes
3.0 Development of key themes based on research questions
4.0 Coding data according to the key themes
5.0 Transcript uploaded into Nvivo
Interpretation of themes
Integration of the interpretation of themes with findings in the statistical output

















              Source: Created by author.
In the transcription process, the interview records were transcribed word for word. The description process involved a detailed rendering of information about the backgrounds of the interviewees, such as their age, education background, current position, number of years in the position and the company, and their past experience.
In the coding process, initial themes or categories were first generated, based on the conceptual framework from the earlier part of the thesis, the interview schedule, and on initial reading of the interview transcripts. Data from the interview transcripts was then classified and coded according to the initial themes and categories. This is to allow the researcher to become familiar with the data to gather a general idea of the interviewees’ perceptions of political connections. The initial themes or categories are related to the key issues that were investigated in relation to the political connections of firms. Any statements that the researcher considered as indicating the existence of political connections in a company’s management and operations are classified into one of the initial themes or categories and coded accordingly.
After the manual coding was complete, all of the transcripts were uploaded into Nvivo (a computer software package for qualitative data analysis) and codes were applied electronically to the transcripts. The use of the qualitative software package provides advantages to the research as it reduces researcher and reporting bias (Abernethy et al. 2005) and adds validity to the research (Westermann et al. 2014). This is due to the package’s ability to ensure that all data are coded and are easily retrievable, which reduces the amount of time spent and potential omissions. In addition, it also provides ease of data comparison and movement between different levels of analysis (Abernethy et al. 2005;Miles and Huberman 1994). However, the programme was not used to automatically generate the analyses.
In the interpretation stage, data under each key theme is re-read carefully to extract meaningful summaries of issues. In the integration process, results from the interpretation of themes are compared with the quantitative findings to identify new insights and extensions.
4.8.2.1		Research Evaluation

Validity
According to Spector (1994), it is very important to validate the research instrument. One aspect of validity is content validity. Content validity is an instrument to check the extent to which the instrument provides adequate coverage of the topic studied. In this present study, the content validity of this instrument was established through the pilot study. Furthermore, the duration estimated for the interview process was checked and timed to ensure that the participants did not take longer than estimated and managed to answer the questions constructed by the interviewer. The questions covered all-important aspects as identified in the section above. The researcher then incorporated the comments received from the supervisor before finally using the interview questions in the main study. The second validity test is construct validity. The interview questions used in this study contained very clear and direct questions, as was reflected in the pilot study, indicating the construct validity was acceptable. In addition, the researcher included feedback and responses from audit committee members from the sample companies, which contributed positively to construct validity. Furthermore, the researcher also had informal and casual conversations with colleagues that currently work as external (not associated with this study) for further confirmation and independent evaluation of the questions for clarity, completeness and relevance.
Investigating Self-Selection Bias
	Whitehead (1991) mentioned one of the sources of bias in survey type studies is self-selection bias. This bias might arise because people only tend to answer only what is of interest to them, and they probably respond extra well to these questions (Eysenbach and Wyatt 2002). In this present study, effort was given to detecting the existence of self-selection bias because political issues can be very sensitive to certain individuals. The current study engaged with the practices of external auditors and audit committee members, and to some extent their expertise and corporate experience is required to respond to the questions. McMullen and Raghunandan (1996) and Pomeroy (2010)emphasise that expertise should be  included with experience, even though the current study has included educational background and experience to explain expertise in interviewee educational background. Hence, the researcher believes that people with more experience in the relevant area might be more interested in participating in the interview sessions, as the researcher had included an overview of the research and the objectives of the interview, while approaching the participants by email. Therefore, experience has been chosen as a criterion to overcome self-selection bias issues.
[bookmark: _Toc463966032]4.9	Chapter Summary
Selecting the appropriate research methodology and data collection technique is a very critical stage in conducting any research project, because they ensure that the research goals will be achieved. This chapter has provided a detailed description of the steps taken to prepare for the analysis phase of this study. These steps include the measurement of the independent and control variables, the sampling process and data collection, the research design, and the selection of the appropriate methods.
In this chapter, the quantitative method, which is considered the significant part of the study, has involved quantitative data collection through the use of secondary data and quantitative data analysis, both descriptive and regression analyses. This chapter has also discussed how political connections, audit fees and control variables were measured. For political connections, three proxies have mainly been used: audit committee with senior government officer, audit committee with politician and government shares. 

Meanwhile for the qualitative method, it is considered as supplementary to the quantitative method, the research design, which involves a number of interviews, and the analysis, which is conducted through data transcription analysis. The chapter discusses how politically connected audit committees may influence the audit process. The interviews involved external auditors from Big Four firms and audit committee members. Overall, the research design discussed in this chapter was used to structure the current study. The following chapters report and discuss the findings of the study.



[bookmark: _Toc463966033]: The Effects of Politically Connected Audit Committees on Audit Fees
[bookmark: _Toc436299176][bookmark: _Toc437266782][bookmark: _Toc444595840][bookmark: _Toc463966034]5.1	Introduction 
The previous chapter reported on the methods used to gather and analyse the data related to political connections, audit committees and corporate governance, focusing on the findings from three main measures of political connections which are audit committee senior government officers, audit committee politicians and government shares. This chapter reports the findings obtained from quantitative data analysis. Before reporting the findings, Section 5.1 provides a descriptive analysis of the characteristics of the sample companies. The findings from correlation analysis are presented in Section 5.2. The method of analysis is discussed in Section 5.3 and the findings obtained from regression analysis are provided in Section 5.4. In order to further describe the relationship between the tested variables, additional analyses related to political connections variables were performed and the results are reported in Section 5.5. Section 5.6 presents a supplementary analysis by using the models with different tests. Section 5.7 provides analyses for controlling endogeneity issues and is followed in section 5.8 with discussion and the conclusion of the findings. Section 5.9 provides a chapter summary.
[bookmark: _Toc436299177][bookmark: _Toc437266783][bookmark: _Toc444595841][bookmark: _Toc463966035]5.2	Descriptive Analysis
[bookmark: _Toc436299179][bookmark: _Toc437266785][bookmark: _Toc444595843][bookmark: _Toc463966036]5.2.1	Sample Characteristic Based on Industry
The sample companies represent nine major industrial sectors for the year 2012. The largest sector in the sample is industrial production, 32% of the sample companies, while the trading services industry is 23% of the total sample and the consumer industry represents 18%. In addition, the property industry contributed around 11%, the construction industry 6%, the plantation industry 5%, and the technology industry 4%. 
[bookmark: _Toc463964683][bookmark: _Toc438571628]Figure 5.1: The percentages based on the industry

[bookmark: _Toc436299180][bookmark: _Toc437266786][bookmark: _Toc444595844][bookmark: _Toc463966037]5.2.2	Politically Connected Audit Committees
For the whole year of 2012, 59% (442 companies) of the sample companies contained audit committees which were politically connected either through senior government officers, who were then currently serving in a government department or were retired, or through politicians who, at the time, were currently serving or retired. Meanwhile, 41% (304 companies) of the sample companies in 2012 did not have a politically connected audit committee.
[bookmark: _Toc438571629][bookmark: _Toc463964684]Figure 5.2: The Percentage of Politically Connected Audit Committees in the Sample

[bookmark: _Toc436299181][bookmark: _Toc437266787][bookmark: _Toc444595845][bookmark: _Toc463966038]5.2.3	Descriptive Statistic
Table 5.1 provides descriptive statistics, consisting of mean, median, maximum, minimum and standard deviation for the dependent and independent variables. In the model used in this study, the natural logarithm of audit fees (LOGAF) is the dependent variable. In general, the distributions are similar to previous studies undertaken in the Malaysian market (Eichenseher 1995;Haniffa et al. 2006a). Some of the results are also comparable with international settings, such as the US (Abbott et al. 2003a), the UK (Zaman et al. 2011), Australia (Davidson et al. 2005) and Taiwan (Chi and Huang 2005). From the descriptive statistics reported in Table 5.2, the average log audit fee is 12.234 (RM445, 000) and ranges from 8.006 (RM3, 000) to 17.223 (RM30.2 million). The results are consistent with prior studies conducted in a similar setting by  Abdul Wahab and Mat Zain (2013), which reported that mean log audit fee is 12.612 (RM424,000) and ranges from 9.547 (RM14,000) to16.056 (RM9.4 million) and used 379 companies from 2001 to 2003. The audit fee model used in this study includes several control variables that were used in prior studies (Carcello et al. 2002;Hay et al. 2006;Simunic 1980) and that are unique to the Malaysian setting (Gul 2006;Haniffa et al. 2006c). Besides, for the alternatives dependent variables, earnings management proxied by discretionary accruals (DACC), the mean (median) is 0.056 (0.037).  This is supported by Furgeson et al. (2004) which used modified Jones model; found the mean and median of the sample firm’s discretionary accruals to be 0.062 and 0.048, which considerably more or less similar with those documented in this study. These variables include political connections variables (audit committee senior government officer, ACSGO, and audit committee politician, ACPOL), audit committee variables (ACINDEP, ACSIZE, ACMEET, ACEXPERT) and auditor’s characteristics (BIG 4, AUDITOPINION, AUDITTENURE) and control variables (YEAR END, SUBSIDIARIES, TOTAL ASSETS, INVENTORY, RECEIVABLES and LEVERAGES). 
Turning to the variable of interest, a unique institutional factor in Malaysia, which is the presence in audit committees of members holding positions as senior government officers consisted of 22%, and politicians, 8.8%. So basically, the overall average level of political connection among audit committees is around 30.8%. The results are quite similar to a study by Abdul Wahab and Mat Zain (2013), who find on average that 23% of firms are politically connected, using an indicator 1 for politically connected firms and 0 if otherwise. In terms of audit committee characteristics, on average 77.1% of audit committees in the sample companies are independent. This is slightly lower than the finding by Madi et al. (2014), who reported the mean for audit committee independence to be 84%, using a sample of 149 companies for the year 2009. Meanwhile,Abbott et al. (2003a) reported that in the US, 75% of their sample consisted of audit committees with solely independent non-executive directors, and 80% of them with at least have one financial expert. This suggests that the proportions of Malaysian firms with independent audit committee members are comparable with the US sample. In addition, the mean size of audit committees is 3.61 members, so the recommended requirement for a minimum of three members for listing in Bursa Malaysia (2011) seems largely to be followed. This is consistent with findings by Al-Rassas and Kamardin (2015) that the mean audit committee size is 3.237,from a sample of508 companies for the years 2009 to 2012. The result reported is higher than in Australia where Davidson et al. (2005) found that the average audit committee size for 434 firms listed on the ASX for the financial year ending 2000 is 2.56. On the other hand, the mean percentage of audit committee members with accounting and financial expertise is 66.1% which is slightly higher than the 60% that Krishnan and Visvanathan (2009) report for US companies. This study uses the definition of financial expertise provided by Bursa Malaysia, in which an audit committee member is deemed to be a financial expert if that member has: (a) accounting expertise from work experience as a certified public accountant, auditor, chief financial officer, financial controller or accounting officer; (b) financial expertise from work experience as an investment banker, financial analyst or any other financial management role; or (c) supervisory expertise from supervising the preparation of financial statements (chief executive officer or company president). This level of audit committee expertise is relatively similar to that reported by Zaman et al. (2011) from UK evidence that 70% of audit committee had financial expertise. With regards to audit committee meetings, the number of meeting held in the year ranges  from 3 to 10 with a mean of 5.48 meetings in the year, which is consistent with a recent study by Norziaton et al. (2015), which reported that the firms sampled had a level of diligence among audit committee members of 5.63meetings per year. In similar vein, Zaman et al. (2011) investigated data for UK firms from 2001 to 2004 and reported that around 21% of audit committees had at least three meetings during the year. This is due to the significant increase in diligence since the enactment of the Smith Report (2003). Moreover, the Malaysia Code of Corporate Governance (revised 2007) recommends that audit committees should meet regularly with due notice as discussed in Part 2, and it has also been emphasized in Bursa Malaysia’s Corporate Governance Guide (2009) that at a minimum, audit committees should meet at least four times a year (Para 2.6.2). 
In addition to the typical variables in audit fees models, recent studies have also included corporate governance variables such as the Big Four firms, audit opinion, audit tenure, year end, non-audit services and number of subsidiaries. As shown in Table 5.1, the Big Four firms comprise 70% of the Malaysian audit market. This result is comparable with a UK study conducted by O’Sullivan (2000), in which 86% of audits were assessed by Big Six auditors. Another possible explanation is that the audit market in Malaysia is highly concentrated as it features major domination by Big Four accounting firms. In terms of auditor client relationship, the average period is five years during which audit firms serve the same company, which is slightly lower than reported by Malek and Saidin (2013), who find the average audit tenure is 7.637 years. This result is higher compared to the finding reported by Chi and Huang (2005) for Taiwan companies, in which the average tenure reported is 5.652 years. The authors justified this shorter tenure as being due to newly listed companies being prone to choose Big Five auditors as signal at the time of initial public offering. Nearly 57% of the sample firms ended their fiscal year in December. The mean log total assets for the sample is 19.841(RM1,717,091 million) and ranges from 15.470 (RM5,231 million) to 24.907 (RM65,615,298 million) which is consistent with prior findings by Abdul Wahab et al. (2011), who reported the average total assets to be 20.387 (RM1,876,000 million),ranging from 15.353 (RM465 million) to24.847 (RM61,770,000 million), using 379 companies from 1999 to 2002. 
[bookmark: _Toc436299182][bookmark: _Toc437266788]The sample firms have an average ratio of inventories of 0.080 and ratio of receivables of 0.141,which are quite consistent with Johl et al. (2012), who find a mean ratio of inventories of 0.090 and ratio of receivables of 0.169, using 559 sample Malaysian companies for the year 2005. The results can also viewed relative to evidence from 648 listed Australian companies, for which the reported mean for the ratio of inventories was 0.071 and for the ratio of receivables was 0.068 (Gul et al. 2003). The sample firms have an average leverage of 0.260,ranging between 0 and 0.701, which is higher than in the study conducted by Haniffa et al. (2006c),which reported the average leverage to be 0.12, with a range between 0 and 0.570, and which used leverage to indicate the risk of a client failing and how this might potentially affect auditors’ losses (Simunic 1980). The leverage reported is relatively lower than in Australia as reported by Chen et al. (2005), as the mean leverage is around 0.480. A possible reason to explain this is that Australian firms potentially have higher levels of risk than firms in Malaysia. 












[bookmark: _Toc438571644][bookmark: _Toc444595925][bookmark: _Toc463964588]Table 5.1: Descriptive Statistics
	Panel
	Mean
	Median
	Max
	Min
	SD
	Skewness
	Kurtosis

	Panel A: Auditors Fee
	
	
	
	
	
	
	

	LOGAF
	12.234
	12.139
	17.223
	8.006
	1.008
	0.203
	2.606

	LNAF
	6.901
	9.210
	16.082
	0
	5.115
	1.309
	6.406

	Panel B: Political Connections
	
	
	
	
	
	
	

	ACSGO (P)
	0.222
	0.250
	1
	0
	0.239
	0.529
	2.959

	ACPOL (P)
	0.088
	0
	1
	0
	0.175
	0.117
	1.231

	GOVSHARE
	0.048
	0.024
	0.523
	0.0001
	0.063
	1.172
	2.281

	Panel C: AC
	
	
	
	
	
	
	

	ACINDEP
	0.771
	0.800
	1
	0.250
	0.277
	-0.992
	1.888

	ACSIZE
	3.610
	3
	8
	3
	0.742
	1.528
	6.015

	ACMEETING
	5.480
	5
	10
	3
	1.547
	1.483
	6.562

	ACEXPERT
	0.661
	0.750
	1
	0.167
	0.301
	1.089
	7.123

	Panel D: Firm’s measures
	
	
	
	
	
	
	

	BIG 4
	0.700
	1
	1
	0
	0.459
	-0.812
	1.701

	AUDITOPINION
	0.080
	0
	1
	0
	0.266
	1.022
	1.105

	AUDITTENURE
	5.050
	5
	9
	2
	1.744
	1.532
	6.532

	YEAR END
	0.570
	1
	1
	0
	0.495
	-0.337
	4.214

	SUBSIDIARIES
	14.520
	10
	378
	1
	18.822
	1.189
	6.434

	LOGSUB
	2.300
	2
	6
	0
	0.909
	0.203 
	2.606

	LOGASSETS
	19.841
	19.633
	24.907
	15.470
	1.428
	0.533 
	3.334

	RATIORECEIVABLES
	0.141
	0.107
	0.650
	0.000
	0.137
	1.105 
	4.295

	RATIOINVENTORY
	0.080
	0.060
	0.400
	0.000
	0.101
	1.089 
	8.109

	LEVERAGE
	0.260
	0.189
	0.701
	0
	0.240
	0.773 
	7.215

	Panel D: Ringgit Malaysia measures
	
	
	
	
	
	
	

	AF (‘000)
	445
	187
	30,200
	3
	1,490
	3.320
	18.201

	NAF (‘000)
	116
	10
	9,643
	0
	595
	4.579
	37.131

	TASSETS (‘000)
	1,717,091
	335,991
	65,615,298
	5,231
	5,667,399
	3.279
	17.411

	RECEIVABLES(‘000)
	39,822
	33,205
	1,968,458
	156
	170,021
	2.810
	10.212

	INVENTORY (‘000)
	139,676
	28,940
	7,256,200
	575
	503,890
	2.712
	11.402

	Panel D: Earnings Management
	
	
	
	
	
	
	

	Discretionary accruals
(DACC)
	0.056
	0.037
	0.851
	0.000
	0.072
	0.018
	0.069


Note: Variables are as defined in Table I in the Appendices section.



[bookmark: _Toc444595846][bookmark: _Toc463966039][bookmark: OLE_LINK2][bookmark: OLE_LINK3]5.2.5	Descriptive Statistics (industry wise)
Table 5.2 contains industry level descriptive statistics. These follow Zaman et al. (2011), who used the London Stock Exchange classification list of industries that were consolidated and six industries were derived. The results show that the property industry pays quite higher audit and non-audit fees as compared to the other five sectors. The mean value of audit and non-audit fees for the property industry is RM722,000 and RM200,000 respectively, an amount which is estimated to be three times higher than the average audit and non-audit fees paid by the consumer sector, with an audit fee value of RM258,150 and non-audit fee of RM63,281. The difference in audit fee levels is possibly due to the difference in audit complexity in these sectors. This is also supported by Craswell et al.’s(1995)finding that the demand for and supply of non-audit services can differ by industry and with the effects of specialized auditors.
In terms of the variable of interest, audit committee with senior government officer, the highest mean value is 32.4% in the trading sector, followed by 26% in the property sector, while the lowest is 19% in industrial production. Similarly, for audit committee members who are politicians, the trading sector has the highest average for ACPOL, 24%, while the statistics show that industrial production had the lowest figure for audit committee members who are politicians, 5.9%.
Moreover, for audit committee characteristics, independence has a mean value of %in the consumer industry, followed by the plantation sector with a mean value of 78%, which shows that these two industries are among those with the highest levels of compliance with the best practice guidelines, as compared to the 68% figure in the trading industry. For audit committee size, the mean value is over three members for all industries and the highest number of audit committee members in the trading industry and the lowest in industrial production. Overall, audit committee size in all of the industries adheres to the recommended best practices. The average numbers of audit meetings are above four meetings held in a year and all of the industries have shown full compliance to the audit committee meetings requirement. On average, over 60% of audit committee members in every industry are considered as accounting and financial experts, as in the definition derived from MCCG, in which an audit committee must have at least one member who is a member of the Malaysian Institute of Accountants (MIA), or must have experience of not less than three years and must have passed the professional examination. Consumer industries, general industries, construction, plantations and industrial production have at least one financial expert on their audit committees, followed by the trading industry in which, on average, 56% of the audit committees follow the best practice guidelines.
For the Big Four accounting firms, on average 76%  of the property sector uses them for external auditing, compared to the trading industry in which the average 73%. For modified audit opinion, the consumer industry showed the highest average, which is 12%. This is followed by the trading industry and industrial production which each have an average of 9%. With regard to audit tenure, on average all industries show a tendency for auditors to serve an estimated five years with the same company. For total assets, the trading industry has the highest mean, which is RM6.1 million, followed by the property sector, industrial production, plantations and others. For the ratio of inventories, the highest mean value is represented by the plantation sector, 0.160, followed by industrial production, 0.157, and the consumer industry, 0.151. Meanwhile, for the ratio of receivables, the plantation industry resulted in the highest mean, which is 0.180, while the lowest mean is in the trading industry, which is 0.027. Lastly, for leverage, construction shows the highest average, 0.220, while the consumer sector on average is among the lowest, with 0.150.












[bookmark: _Toc444595926][bookmark: _Toc463964589]Table 5.2: Descriptive Statistics by Industry – mean (median in parentheses)
	Panel
	INDUSTRIAL
N=237
	TRADING
N=170
	CONSUMER
N=133
	PROPERTY
N=82
	CONSTRUCTION
N=44
	PLANTATIONS
N=39

	Panel A: Auditors Fee
	
	
	
	
	
	

	LOGAF
	12.062 
(12.026)
	12.759 
(12.909)
	12.011 
(11.958)
	12.449
 (12.367)
	12.334
(11.278)
	12.078
(12.564)

	LNAF
	6.421
(8.854)
	9.181
(10.571)
	6.463 
(9.210)
	7.527
(9.473)
	6.582
(9.512)
	6.741
(9.104)

	Panel B: Political Connections
	
	
	
	
	
	

	ACSGO (P)
	0.190
(0.200)
	0.324
(0.250)
	0.202
(0.125)
	0.260
(0.250)
	0.230
(0.270)
	0.310
(0.260)

	ACPOL (P)
	0.059
(0.001)
	0.240
(0.001)
	0.073
(0.001)
	0.119
(0.001)
	0.214
(0.001)
	0.180
(0.001)

	Panel C: AC
	
	
	
	
	
	

	ACINDEP
	0.767
(0.800)
	0.681
(0.667)
	0.814
(1)
	0.760 
(0.800)
	0.650
(0.760)
	0.780
(0.820)

	ACSIZE
	3.520
(3)
	3.820
(4)
	3.680
(3)
	3.650
(4)
	3.750
(4)
	3.640
(3)

	ACMEETING
	5.430
 (5)
	5.450
(5)
	5.470 
(5)
	5.530 
(5)
	5.250
(5)
	5.430
(5)

	ACEXPERT
	0.661 
(0.750)
	0.567 
(0.667)
	0.689
 (0.750)
	0.652 
(0.750)
	0.580
(0.660)
	0.640
(0.720)

	Panel D: Firm’s measures
	
	
	
	
	
	

	BIG 4
	0.660
 (1)
	0.730
(1)
	0.650
 (1)
	0.760
 (1)
	0.680
(1)
	0.710
(1)

	AUDITOPINION
	0.090
(0)
	0.090
(0)
	0.120
(0)
	0.040
(0)
	0.030
(0)
	0.101
(0)

	AUDITTENURE
	5.030 
(5)
	4.910
 (4)
	5.180
(5)
	5.010
(5)
	5.120
(5)
	4.820
(4)

	YEAR END
	0.580
(1)
	0.640 
(1)
	0.500
(0)
	0.600 
(1)
	0.610
(1)
	0.570
(1)

	SUBSIDIARIES
	14.360
 (10)
	15.720 
(12)
	13.680 
(13)
	14.270 
(11)
	13.260
(10)
	14.270
(11)

	LOGSUB
	2.110
 (2)
	2.180
 (2)
	2.050 
(2)
	2.620
 (3)
	2.540
(3)
	2.610
(3)

	LOGASSETS
	19.536
 (19.309)
	21.234
(21.552)
	19.456
 (19.298)
	20.289
 (20.071)
	20.130
(20.051)
	21.232
(21.104)

	LEVERAGE
	0.210 
(0.170)
	0.170 
(0.020)
	0.150
 (0.080)
	0.180
(0.100)
	0.220
(0.170)
	0.170
(0.110)

	Panel D: Ringgit Malaysia measures
	
	
	
	
	
	

	AF (‘000)
	259
(167)
	615
(404)
	258
(156)
	722
(235)
	620
(442)
	370
(215)

	NAF (‘000)
	58
(7)
	131
(39)
	63
(10)
	200
(13)
	120
(42)
	52
(9)

	TASSETS (‘000)
	943,121
(243,166)
	6,139,763
(2,290,330)
	680,950
(240,503)
	2,850,636
(520,667)
	723,213
(123,240)
	870,230
(220,456)

	RECEIVABLES(‘000)
	38,663
(32,141)
	46,846
(48,415)
	36,701
(28,008)
	42,222
(34,477)
	37,280
(29,240)
	35,260
(26,240)

	INVENTORY (‘000)
	108,894
(28,570)
	646,794
(251,231)
	74,904
(27,172)
	197,794
(57,982)
	210,230
(32,450)
	123,450
(24,230)

	E: Additional tests
	
	
	
	
	
	

	GOVSHARE
	0.001
(0.001)
	0.001
(0.001)
	0.001
(0.125)
	0.010
(0.001)
	0.010
(0.001)
	0.001
(0.001)

	RATIOREC
	0.165
 (0.140)
	0.027 
(0.007)
	0.171 
(0.146)
	0.111 
(0.062)
	0.160
(0.135)
	0.180
(0.150)

	RATIOINVENT
	0.157 
(0.127)
	0.022
 (0.074)
	0.151
 (0.132)
	0.130 
(0.074)
	0.021
(0.064)
	0.160
(0.130)




[bookmark: _Toc436299184][bookmark: _Toc437266790][bookmark: _Toc444595847][bookmark: _Toc463966040]5.3	Correlation Analysis
A correlation analysis was performed for the test variables. Table 5.3 provides the Spearman correlation among all of the variables. Correlations are interesting in this type of study as they highlight the associations between audits and the explanatory variables, but they also identify the significant correlations among the independent variables. The triple, double and single asterisks in Table 5.3 signify statistically significant correlations at one per cent, five per cent and ten per cent levels respectively.
The correlations presented in the table generally suggest that audit fees are positively correlated with audit committee senior government officers (ACSGO), audit committee politicians (ACPOL), percentage of government shares (GOVSHARE), audit committee independence (ACINDEP), audit committee size (ACSIZE), Big Four firms (BIGFOUR), year end (YEAREND), natural total logarithm of non-audit services (LOGNAS), natural logarithm of total assets (LOGASSETS), natural logarithm of subsidiaries (LOGSUB), the ratio of inventory to total assets (RATIOINVENT), the ratio of receivables to total assets (RATIOASSETS) and leverage (LEVERAGE). The correlations among the independent variables are comparatively low. Audit committee senior government officers (ACSGO) and audit committee politicians (ACPOL) reported significant correlations at the one per cent level with respect to the LOGAF; this suggests how these variables are important in the fees paid to the auditor. In addition to that, the result is consistent with Johl et al. (2012), who reported a positive and significant relationship between politically connected companies and audit fees. The result supports the notion that auditors tend to rate the inherent risk faced by politically connected companies and thus charge higher audit fees. ACINDEP and ACSIZE (positive correlation with LOGAF) suggest that firms with a larger audit committee made up solely of independent members are correlated with higher audit fees. These correlations are consistent with the findings ofAbbott et al. (2003b);Johl et al. (2012).
The results from the correlations show that LOGASSET has a positive and significant relationship with LOGAF (r= 0.628), which is consistent with prior study conducted in the Malaysian setting, Johl et al. (2012), where the correlation for both variables is (r=0.631), significant at the one per cent level. Similarly, for RATIOREC, the current study shows a positive and significant relationship with LOGAF (r=0.073), which is consistent with Johl et al. (2012), who reported the correlation as positive and significant (r=0.073). For LOGSUB, the current study shows a positive and significant relationship with LOGAF where (r=0.454) and this is consistent with prior study conducted by Abdul Wahab et al. (2011), which reported the correlation result as (r=0.314), significant at the one per cent level. The result indicates that as the complexity and risk becomes higher, the audit fee also increases. For LOGNAS, meanwhile, the current study shows a positive and significant relationship with LOGAF (r=0.342) and this is consistent with a study conducted in Malaysia by Norziaton et al. (2015), in which they find the correlation is (r=0.315).
Based on the correlation analysis, the finding of negative relationships between audit committee meeting, audit committee expert, auditor’s opinion and audit tenure, however, is not as strong as the correlation that involves audit committee senior government officers and audit committee politicians on the board. ACEXPERT is found to be negatively correlated with LOGAF (at p<0.05), and this is consistent with the correlation reported by Krishnan and Visvanathan (2007). It can be noted that company size (measured by log of total assets) is significantly correlated with log of audit fees (LOGAF), audit committee senior government officers (ACSGO), audit committee politicians (ACPOL) and audit committee size (ACSIZE). It is expected that the bigger companies are, the broader their audit committees.
All values are well below (0.50), except for the correlation between ACEXPERT and ACINDEP (r=0.631), and between RATIOINVT and RATIOREC (r=0.655), while other governance variables are significantly correlated with each other. The correlation also suggests that no serious multicollinearity exists among the independent variables, since none exceeds 0.7 (Pallant and Manual 2007). To test for multicollinearity, a VIF value of 10 and above is cause for concern. The results indicate that for all estimations, the independent variable had VIF values of less than 10. Since other independent variables show some degree of correlation, multivariate analyses are more appropriate in interpreting the relationship between dependent and independent variables than interpreting the bivariate correlations. Multivariate analysis was employed to investigate the relative contribution of each political connections attribute in affecting the audit fees for the company, after controlling for factors that are likely to affect the association.




[bookmark: _Toc438571647][bookmark: _Toc444595927][bookmark: _Toc463964590]Table 5.3: Correlation Analysis (LOGAF)

	
	LOGAF
	ACSGO
	ACPOL
	GOVSHARE
	ACINDEP
	ACSIZE
	ACMEET
	ACEXPERT
	BIG4

	LOGAF
	    1
	
	
	
	
	
	
	
	

	ACSGO
	 0.258***
	    1
	
	
	
	
	
	
	

	ACPOL
	 0.253***
	 0.342***
	   1
	
	
	
	
	
	

	GOVSHARE
	 0.016
	 0.030
	-0.032
	  1
	
	
	
	
	

	ACINDEP
	 0.010**
	 0.023
	 0.081**
	 0.015
	  1
	
	
	
	

	ACSIZE
	 0.117***
	-0.091**
	 0.096***
	-0.052
	-0.130***
	   1
	
	
	

	ACMEET
	-0.027
	-0.009
	 0.057
	 0.021
	 0.295***
	-0.091**
	  1
	
	

	ACEXPERT
	-0.051
	-0.050
	 0.044
	 0.071
	 0.631***
	-0.119***
	 0.245***
	  1
	

	BIG 4
	 0.155***
	 0.086***
	 0.093**
	 0.042
	 0.144***
	 0.139***
	-0.079**
	-0.113***
	   1

	OPINION
	-0.094**
	-0.071
	-0.039
	-0.018
	-0.146***
	-0.085**
	 0.031
	 0.110***
	-0.064

	TENURE
	-0.066
	 0.008
	 0.078**
	-0.002
	 0.324***
	-0.046
	 0.170***
	 0.392***
	 0.093*

	YEAREND
	 0.021
	 0.027
	 0.029
	 0.055
	-0.086**
	 0.023
	-0.012
	-0.027
	 0.064

	LOGNAS
	 0.342***
	 0.152***
	 0.192***
	 0.026
	 0.141***
	 0.070
	 0.077**
	 0.079
	 0.096*

	LOGASSET
	 0.628***
	 0.373***
	 0.360***
	-0.015
	-0.046
	 0.145***
	-0.018
	-0.090**
	 0.215

	LOGSUB
	 0.454***
	 0.152***
	 0.238***
	 0.026
	-0.016
	 0.049
	 0.010
	-0.062
	 0.193**

	RATIOINVENT
	 0.025
	 0.030
	-0.015
	-0.009
	 0.032
	-0.008
	-0.045
	 0.046
	 0.025

	RATIONRECEIV
	 0.073**
	-0.037
	-0.045
	-0.003
	-0.127***
	-0.046
	-0.081**
	-0.080**
	 0.076*

	LEVERAGE
	 0.153***
	 0.112***
	-0.098***
	 0.085**
	-0.143***
	-0.047
	-0.062
	-0.107***
	-0.053***





Spearman Correlations. *Correlation is significant at the 0.01 (1%) ***, 0.05(5%) **, 0.10 (10%)* levels.
[bookmark: _Toc436299185]Note: Variables are as defined in Table I in the Appendices section.


	
	OPINION
	TENURE
	YEAREND
	LOGNAS
	LOGASSET
	LOGSUB
	RATIOINV
	RATIREC
	LEV

	LOGAF
	
	
	
	
	
	
	
	
	

	ACSGO
	
	
	
	
	
	
	
	
	

	ACPOL
	
	
	
	
	
	
	
	
	

	GOVSHARE
	
	
	
	
	
	
	
	
	

	ACINDEP
	
	
	
	
	
	
	
	
	

	ACSIZE
	
	
	
	
	
	
	
	
	

	ACMEET
	
	
	
	
	
	
	
	
	

	ACEXPERT
	
	
	
	
	
	
	
	
	

	BIG 4
	
	
	
	
	
	
	
	
	

	OPINION
	    1
	
	
	
	
	
	
	
	

	TENURE
	 0.018
	    1
	
	
	
	
	
	
	

	YEAREND
	-0.006
	-0.037
	    1
	
	
	
	
	
	

	LOGNAS
	-0.033
	 0.036
	 0.056
	    1
	
	
	
	
	

	LOGASSET
	 0.098***
	-0.092**
	 0.086**
	 0.368***
	    1
	
	
	
	

	LOGSUB
	-0.050
	-0.033
	-0.021
	 0.215**
	 0.464***
	    1
	
	
	

	RATIOINVENT
	-0.019
	-0.020
	-0.073**
	-0.014
	-0.153**
	-0.017
	    1
	
	

	RATIONRECEIV
	-0.035
	-0.084
	-0.041
	-0.035
	-0.199**
	 0.016
	 0.655***
	    1
	

	LEVERAGE
	-0.017
	-0.060
	-0.015
	-0.066
	-0.249**
	-0.017
	-0.052
	-0.214
	1







Spearman Correlations. *Correlation is significant at the 0.01 (1%) ***, 0.05(5%) **, 0.10 (10%)* levels.
Note: Variables are as defined in Table I in the Appendices section.






[bookmark: _Toc463964591]Table 5.4: Correlation Analysis (EM)

	
	DACC
	ACSGO
	ACPOL
	GOVSHARE
	ACINDEP
	ACSIZE
	ACMEET
	ACEXPERT
	BIG4

	DACC
	    1
	
	
	
	
	
	
	
	

	ACSGO
	-0.130***
	    1
	
	
	
	
	
	
	

	ACPOL
	-0.127***
	-0.102***
	   1
	
	
	
	
	
	

	GOVSHARE
	-0.010
	-0.023
	-0.021
	  1
	
	
	
	
	

	ACINDEP
	-0.009**
	-0.042**
	-0.051**
	-0.013
	  1
	
	
	
	

	ACSIZE
	-0.121***
	-0.021**
	-0.071***
	-0.041
	-0.129***
	   1
	
	
	

	ACMEET
	 0.031
	 0.010
	 0.042
	 0.030
	 0.310***
	-0.011**
	  1
	
	

	ACEXPERT
	-0.027
	 0.038
	 0.038
	 0.069
	 0.570***
	-0.117***
	 0.310***
	  1
	

	BIG 4
	-0.149***
	-0.023***
	-0.081**
	 0.038
	 0.138***
	 0.121***
	-0.060**
	-0.111***
	   1

	OPINION
	 0.021
	-0.051
	-0.041
	-0.011
	-0.140***
	-0.071**
	 0.021
	 0.101***
	-0.032

	TENURE
	-0.051
	-0.005
	-0.062**
	-0.002
	 0.320***
	-0.038
	 0.169***
	 0.280***
	 0.081*

	YEAREND
	 0.030
	 0.032
	 0.027
	 0.055
	-0.071**
	 0.021
	-0.012
	-0.030
	 0.054

	LOGNAS
	-0.218***
	-0.132***
	-0.180***
	 0.026
	 0.130***
	 0.069
	 0.064**
	 0.062
	 0.080*

	LOGASSET
	 0.210***
	 0.210***
	 0.321***
	-0.015
	-0.020
	 0.127***
	-0.011
	-0.081**
	 0.320

	LOGSUB
	-0.213***
	-0.152***
	-0.210***
	 0.026
	-0.015
	 0.046
	 0.009
	-0.058
	 0.180**

	RATIOINVENT
	-0.211
	-0.024
	-0.021
	-0.009
	 0.028
	-0.007
	-0.043
	 0.042
	 0.022

	RATIONRECEIV
	-0.045
	-0.034
	-0.032
	-0.003
	-0.124***
	-0.030
	-0.070**
	-0.070**
	 0.081*

	LEVERAGE
	-0.127***
	-0.104***
	-0.070***
	 0.085**
	-0.111***
	-0.036
	-0.061
	-0.111***
	-0.042***





Spearman Correlations. *Correlation is significant at the 0.01 (1%) ***, 0.05(5%) **, 0.10 (10%)* levels.
Note: Variables are as defined in Table I in the Appendices section.


	
	OPINION
	TENURE
	YEAREND
	LOGNAS
	LOGASSET
	LOGSUB
	RATIOINV
	RATIREC
	LEV

	LOGAF
	
	
	
	
	
	
	
	
	

	ACSGO
	
	
	
	
	
	
	
	
	

	ACPOL
	
	
	
	
	
	
	
	
	

	GOVSHARE
	
	
	
	
	
	
	
	
	

	ACINDEP
	
	
	
	
	
	
	
	
	

	ACSIZE
	
	
	
	
	
	
	
	
	

	ACMEET
	
	
	
	
	
	
	
	
	

	ACEXPERT
	
	
	
	
	
	
	
	
	

	BIG 4
	
	
	
	
	
	
	
	
	

	OPINION
	    1
	
	
	
	
	
	
	
	

	TENURE
	 0.018
	    1
	
	
	
	
	
	
	

	YEAREND
	-0.006
	-0.037
	    1
	
	
	
	
	
	

	LOGNAS
	-0.033
	 0.023
	 0.047
	    1
	
	
	
	
	

	LOGASSET
	 0.098***
	-0.021**
	 0.072**
	 0.310***
	    1
	
	
	
	

	LOGSUB
	-0.050
	-0.027
	-0.022
	 0.220**
	 0.270***
	    1
	
	
	

	RATIOINVENT
	 0.019
	-0.019
	-0.069**
	-0.013
	-0.114**
	-0.018
	    1
	
	

	RATIONRECEIV
	-0.027
	-0.070
	-0.038
	-0.027
	-0.180**
	 0.013
	 0.720***
	    1
	

	LEVERAGE
	-0.018
	-0.056
	-0.016
	-0.065
	-0.270**
	-0.016
	-0.048
	-0.310
	1







Spearman Correlations. *Correlation is significant at the 0.01 (1%) ***, 0.05(5%) **, 0.10 (10%)* levels.
Note: Variables are as defined in Table I in the Appendices section.


[bookmark: _Toc437266791][bookmark: _Toc444595848]
[bookmark: _Toc444595853][bookmark: _Toc463966041]5.4	Method of Analysis
This section further investigates method of analysis. The purpose is to provide reasonable assurance that the data are robust to the specification of various models. The results of normality, heteroscedasticity and multicollinearity tests are presented in Appendix II.
[bookmark: _Toc444595854][bookmark: _Toc463966042]5.4.1	Normality Test (Statistical Assumption)
The current study has conducted a normality test to find out if the dataset is normal or deviates from normality. With the assumption of normality, normality tests are used to detect real differences or variability in the data and increase the chances of significant results being found. The assumptions of normality, linearity and independence of residuals were checked for by inspecting the histogram, scatter plot and normal probability plot (P-P) of the standardized residuals of the regressions. It can be observed that the model shows that the residuals are quite normally distributed.
[bookmark: _Toc444595855][bookmark: _Toc463966043]5.4.2	Heteroscedasticity Test
To confirm whether or not heteroscedasticity exists, the present study uses the Glejser test. Heteroscedasticity is useful to examine if there is a difference in the residual variance of the observation period compared to another period of observation. A good regression model does not have a heteroscedasticity problem. The Glejser test is conducted by regressing absolute residual value of the independent variable with the regression equation. If the value Sig is >0.05, then there is no issue of heteroscedasticity, but if the value Sig is <0.05, then there is a problem. Based on the output in Table II (Panel A), the coefficients obtained for the value of significance for the independent variables are all p>0.05. It can be concluded that there is no heteroscedasticity problem.
[bookmark: _Toc444595856][bookmark: _Toc463966044]5.4.3	Multicollinearity Test
The present study calculates the variation inflation factor (VIF) and tolerance value. The results are presented in Table II (Panel B). If the variables have VIF values greater than 10 or tolerance values lower than 0.10, then they are considered to have multicollinearity problems (Gujarati 2012). Since all the variables have VIF values that are approximately 1.032 to 1.918 and tolerance values that are higher than 0.10 this suggests that no multicollinearity problem exists. 
[bookmark: _Toc463966045]5.5	Regression Analysis: Audit Fees
The study conducted regression analyses of political connections variables for audit committee senior government officers, audit committee politicians and government shares. It is assumed that these variables have different levels of influence and may potentially affect the level of audit fee differently. In addition to that, since each of the political connections has their own set of definitions and level of influence, separate regressions are needed to see the differences between the impacts (Mohd Fairuz Md 2012).
[bookmark: _Toc436299186][bookmark: _Toc437266792][bookmark: _Toc444595849][bookmark: _Toc463966046]5.5.1	Regression of Political Connections Variables with Audit Fees
Table 5.5 reports the multiple regression results for political connections, denoted by ACSGO and ACPOL, with audit fees and the alternative dependent variable, earnings management. For audit fee models, the ACSGO regressions results show that the model has explanatory power, with adjusted R-square of 44.5%, followed by 44.4%for ACPOL, and both models have a significance level of (p<0.000). This result is consistent with the prior study conducted in Malaysia by Abdul Wahab et al. (2011), which found the adjusted R-square, to be 44.8% when investigating political connections, corporate governance and audit fees. Similarly, Johl et al. (2012) showed an adjusted R-square of 52% when examining ethnicity, corporate governance attributes and audit fees, using data from 559 publicly listed companies in Malaysia in 2005. Although the adjusted R-square of the model is slightly lower than some of the prior studies in the US, the UK and Australia, it is comparable to other studies in Malaysia (Gul 2006;Haniffa et al. 2006c). However, the justification here is that this may be due to different components of control variables used in this study. The current study included ratio of inventory and ratio of receivables as control variables, while other studies used current ratio as their control variable.
As expected, the study finds the natural logarithm of audit fees (LOGAF) to be positive and significant (p<0.05, and p<0.01) in relation to audit committee senior government officers(ACSGO), audit committee politicians(ACPOL), audit committee independence (ACINDEP), audit committee size (ACSIZE), natural logarithm of non-audit services (LOGNAS), natural logarithm of total assets (LOGASSETS), natural logarithm of subsidiaries (LOGSUB), ratio of receivables to total assets (RATIORECEIVABLES) and ratio of total debt to total asset (LEVERAGE). On the other hand, there are negative relationships between audit fees and audit committee meetings (ACMEETING), auditor opinion (AUDITOPINION), auditor tenure (AUDITTENURE) and year end (YEAREND). Turning to the variables of interest, ACSGO and ACPOL have both positive and significant relationships with LOGAF when they are tested distinctly. The results show that ACSGO is significant with a positive coefficient of 0.136 (t-stats=3.216), and for ACPOL the coefficient is positive at 0.139 (t-stats=3.314). Both ACSGO and ACPOL are significant at the one per cent level with the natural logarithm of audit fees, LOGAF. The results are consistent with Gul’s findings and support hypotheses H1 and H2. According to Gul (2006), politically connected firms present more audit risk, and this supports the demand based argument. The stakeholders who acknowledge the firm’s political connections are willing to pay higher audit fees for such auditees so that more audit effort can be applied. In relation to this, the senior management comprehend the costs they need to tolerate and use the external audit mechanisms to compensate for the negative effects of political connections. 
Furthermore, ACINDEP is always positive and significant for each separate regression model at the one per cent level but it is interesting to know that in previous studies conducted in Malaysia, Haniffa et al. (2006c) and Bliss et al. (2011) did not find any such direct relationship. However, Bursa Malaysia has raised the bar for the requirement of audit committee independence through Paragraph 15.10 of the listing requirements, which states that the audit committee should comprise non-executive directors with a majority being independent. This result suggests that the requirement has had a strong impact on audit pricing. These results match those observed in earlier studies by Abbott et al. (2003a) and Carcello et al. (2002) that more independent audit committees demand a higher quality audit service, where audit fees represent the quality of audit.
In addition, for ACSIZE, all of the separate models show a positive and significant relationship with LOGAF at the one per cent level after controlling other corporate governance variables, implying that in ensuring higher audit quality, the scope of audit has become wider and in turn, audit fees have been increased. This finding is consistent with the US study by Abbott and Parker (2000), who note that active audit committees with greater size are more effective and therefore require higher audit quality in order to protect themselves from financial and reputational loss. However, Carcello et al. (2002) contradicts this result with findings that are insignificant with respect to audit committees because their data relates to the year 1992, when audit committees may not have had relatively significant oversight responsibility for financial reporting and auditing.
On the other hand, ACEXPERT shows a positive but insignificant relationship with the natural logarithm of audit fees. This suggests that companies with audit committees comprising a majority of independent non-executive directors have at least one member with financial expertise and have at least three members, tend to pay higher audit fees, probably due to the increase in the scope of audits demanded by such an audit committee to enhance audit quality. However, ACMEET shows a negative relationship with LOGAF which might be due to the number of meetings not indicating how many issues are being discussed in terms of audit planning and audit scope. The insignificant finding for this variable contradicts the findings of Abbott et al. (2003b) but is relatively similar to those of Carcello et al. (2002). The mixed findings may be due to variation in the nature of the sample selections. Carcello et al. (2002) examine a sample of Fortune 1000 firms which basically contains larger firms than are found in the sample population examined by Abbott et al. (2003b).
Meanwhile, for the Big Four firms, all of the separate regression models show consistent results as they have a positive relationship with the natural logarithm of audit fees. On the other hand, OPINION, AUDIT TENURE and YEAR END for all of the different models show negative relationships with the natural logarithm of audit fees. Interestingly, for all of the different models, LOGNAS shows a positive and significant relationship with audit fees at the one per cent level. This is supported by prior studies (Beattie et al. 2004;Ezzamel et al. 1996;Palmrose 1986) that there is a positive relationship between external audit fees and non-audit services. One possible reason may be that firm specific culture leads a client to make extensive use of outside consultants in preference to in-house expertise, which makes the external audit more difficult to undertake and therefore more costly. Another possibility is that events such as acquisitions, restructuring, and disposals, which give rise to a need for taxation and corporate finance, also result in a more costly audit.
For the control variables, LOGASSETS, LOGSUB, RATIOREC and LEVERAGE show positive and significant relationships with the natural logarithm of audit fees. Similarly, for RATIOINVENT, the result shows a positive but insignificant relationship with the natural logarithm of audit fees. The firm size (LOGASSETS) is positively and significantly related to audit fees at p<0.01. This may suggest that as a firm’s size increases, the auditors increase the scope of the audit and extend the audit hours, which in turn results in higher audit fees. This result is consistent with the results from Simunic (1980) and Abbott et al. (2003b). Firm complexity, represented by LOGSUB and external audit fees, are positively and significantly related as this finding indicates firms with a higher number of consolidated subsidiaries and foreign subsidiaries are likely to have higher audit fees, since the auditors need to put more audit effort and audit hours into dealing with complex operations, thus increasing audit fees. This result is similar to findings documented by other studies, including Mitra et al. (2007), Goddard and Masters (2000) and Collier and Gregory (1996). Collier and Gregory (1996) and Goddard and Masters (2000) are both UK studies which reported a significant positive relationships of measures of firm size (LOGASSETS) and of risk and complexity (LOGSUB, RATIORECEIVABLES, LEVERAGE) with fees paid to the external auditors. They explained that these factors continue to be the major determinants of external auditors’ fees. Specifically in this study, LEVERAGE is also a measure for agency cost. Agency theory suggests that managers have an incentive to transfer wealth from debt holders to shareholders using various ways (Jensen and Meckling 1976). Logically, the firms experiencing higher leverage are more likely to demand a higher quality of audit in order to verify the accounting numbers related to compliance. Thus, this explains the findings that LEVERAGE is positively and significantly related to the natural logarithm of audit fees. This result is consistent with Simunic (1980), Craswell (1999), Abbott et al. (2003a) and Carcello et al. (2002). Overall, the audit fee model appears to be well specified and this result suggests that ACSGO and ACPOL are associated with higher audit fees. These results agree with the findings of other studies, including Chizema et al. (2015), in which at the specific level the behaviour of politically connected directors influences decision making in companies.
For the earnings management model, the result shows that ACSGO and ACPOL are significantly and negatively related to the DACC measures. This suggests that the influence of politically connected audit committees is effective in constraining earnings management due to their reputation; hence, they are more active in their monitoring role. In addition to that, due to their reputational capital, audit committees which are politically connected are more stringent regarding accounting accruals and force managers to act with more discretion. These results are consistent with Braam et al. (2015),which imply that connected firms increase the constraints on accounting discretion to at least reduce the earnings management activities, possibly due to changing managers’ preferences for different earnings management activities. Moreover, earnings management models are also tested with LOGAF as one of the independent variables. Similar to the main findings, the results from this regression model show consistency as both audit committee senior government officers (ACSGO) and audit committee politicians (ACPOL) show a negative and significant relationship with discretionary accruals. The results report that LOGAF is significantly and negatively related to discretionary accruals for the ACSGO and ACPOL regression models. This suggests that firms with higher audit fees are more likely to constrain discretionary accruals activities. This is because there is a possibility that firms with higher audit fees, which are caused by higher audit efforts, will in turn reduce the likelihood of earnings management. This result seems to contradict that from the study reported by Chaney et al. (2011), which documents an association between political connectedness and poorer earnings quality. This is because their study classified a company as politically connected if at least one of its large shareholders was a member of parliament, a minister or related to a politician or party. The position of such shareholders is not best suited to closely monitor companies’ activities and to detect material misstatement, as compared to the position of individual audit committees.
Both regression models (ACSGO and ACPOL) also highlight that audit committee independence (ACINDEP) has a negative and significant relationship with the magnitude of earnings management, with a p value of (p<0.05). This is explained by fully independent audit committees being effective in reducing the level of earnings management, as they are concerned with their monitoring role and their integrity in maintaining their independence, even though some of the audit committee members are politically connected. This result is consistent with prior studies (Vafeas 2005;Yang and Krishnan 2005) and suggests that independent directors are more concerned about their reputation in the market and hence, are more objective in their monitoring role (Fama and Jensen 1983).
In addition to that, audit committee size (ACSIZE) shows a negative but insignificant relationship with DACC for all three regressions model. This suggests that more audit committee members lead to a lower level of earnings management, but the effect is not so significant as to constraint earnings management activities. This result is supported by Sun et al. (2014), which found no significant evidence for a relationship between real earnings management and audit committee size. Furthermore, audit committee meetings (ACMEETING) have a negative and significant relationship with discretionary accruals. It is implied that frequent meetings lead to a greater understanding of the problems that exist within companies and thus critical areas are recognized during the meetings, thus helping to constrain the activities of earnings management. The findings in relation to audit committees which are active in their meetings are consistent with prior research, such as Lo et al. (2010),Vafeas (2005),Xie et al. (2003) and Yang and Krishnan (2005),which found a negative and significant relationship with discretionary accruals. In addition, the results for audit committee expertise (ACEXPERT) show that ACEXPERT has a negative and significant relationship with the level of earnings management. This is supported by prior studies showing that ACEXPERT has a negative and significant association with discretionary accruals, as was documented in prior literature (Dellaportas et al. 2012;Lo et al. 2010).
For firms’ characteristics, BIG 4 shows a negative and significant relationship with discretionary accruals for all of the regression models. This suggests that higher quality auditors have a greater ability to constrain earnings management through their professional training, their direct exposure to and experience with auditing companies with various backgrounds, and their efficient facilities provided by their firms. This finding is consistent with Kouaib and Jarboui (2014), who reported that external auditor reputation (BIG 4) is negatively related with the absolute value of discretionary accruals, as having an auditor from the Big Four allows the restriction of downward earnings management. For OPINION, the regression models show a negative relationship with discretionary accruals, and similarly AUDITTENURE has a negative relationship with discretionary accruals. The justification is that the auditors do not alert investors to the potential future problems firms may experience with high discretionary accruals, because they do not incorporate information on accruals into their opinions (Bradshaw et al. 2001). Moreover, for audit tenure, this is consistent with Bamahros et al. (2015),who reported that audit firm tenure is negatively associated with discretionary accruals. This indicates that companies that engage with the auditor for a long time tend to have lower discretionary accruals. In addition to that, YEAREND shows a positive relationship with discretionary accruals. This is because, according to Degeorge et al. (1999), firms report abnormally high earnings just to meet or exceed the analyst’s forecasts. This is consistent with Kasznik (1996), who examined whether managers who issue annual earnings forecasts practice earnings management to meet their forecasts. The result reveals that positive discretionary accruals were used to manage earnings upwards when earnings were below the management forecast. For NAS, the results show a positive and insignificant relationship with discretionary accruals. This result is similar to the findings of Frankel et al. (2002) that there are positive associations of non-audit services with the likelihood of reporting a small earnings surprise and with the magnitude of absolute discretionary accruals. This suggests that the adding of NAS to the regression models has no effect on opportunistic earnings.
For the control variables, LOGASSETS shows a positive relationship with discretionary accruals. This suggests that companies with greater assets tend to be involved with a higher level of earnings management. This is supported by study conducted in Taiwan by Chen et al. (2011), which reported that firm size is found to be positively related to earnings management as large firms engage more in income increasing earnings management in the IPO year. LOGSUB, meanwhile, shows a negative relationship with discretionary accruals. Similarly, RATIOINVENT shows a negative relationship with discretionary accruals, but this is not the case for RATIOREC, which has a positive relationship with discretionary accruals. According to Roychowdhury (2004), the stock of inventory and receivables should be positively correlated with the ability of managers to engage in the manipulation of real activities, particularly those actions that lead to abnormally high production costs. Lastly, for LEVERAGE, the results show a negative and significant relationship with discretionary accruals. The negative relationship between leverage and earnings management is supported by Chen et al. (2011),who reported that firms do not use earnings management to satisfy debt covenant requirements, thus resulted in a negative relationship.
The effects of politically connected audit committee on earnings management has not been extensively studied in the prior research; however, their relationship can also be justified in relation to the current study. The assumption is that a politically connected audit committee demands greater audit effort due to its political reputation, and thus the increase in monitoring can lead to a lower level of discretionary accruals. In addition to that, the auditors, in maintaining the relationship with the client and protecting their reputation from audit failure, should direct more audit effort toward minimizing possible accounting irregularities in companies. Taken together, the results support the proposition of agency theory that the audit committee is important in constraining discretionary accrual activities, especially when they are politically connected as they also need to protect their political reputation.
Generally, the results from the model are largely consistent with the prior literature and lend strong support to the proposition that there is an important relationship between political connections, audit committee attributes and external audit fees. The result from the multivariate regression is consistent with the proposition of agency theory, which suggests that audit committees which are politically connected are associated with effective monitoring and they complement their monitoring function by demanding a higher quality of audit from an external auditor in terms of a more extensive audit effort and a higher number of audit hours, resulting in higher audit fees and a higher perceived audit quality. This is a demand side argument and is consistent with the findings of Carcello et al. (2002), O’Sullivan (2000), Hay et al. (2008) and another Malaysian study, Zalailah et al. (2006), but does not lend support to Haniffa et al. (2006c), Tsui et al. (2001) and Knechel and Willekens (2006). This study has shown that stakeholders are willing to pay higher external audit fees only if there are audit committee members who are politically connected on the boards, and they are in need of improved corporate governance, as evidenced by the positive relationship with the fees earned by the external auditors. Hence, it could conceivably be hypothesized that, in the case of an audit committee which is politically connected, it brings benefits and becomes a valuable asset for the firm, which is consistent withFisman (2001), Faccio et al. (2006a) and Kim and Zhang (2014).
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	Variables
	
	DV=AF
	DV=AF
	DV=EM
	DV=EM
	DV=EM with LOGAF
	DV=EM with LOGAF

	 
	 
	3.292
	3.206
	3.237
	3.689
	3.896
	3.811

	constant
	
	(5.153)***
	(4.955)***
	(1.809)***
	(1.603)***
	(2.073)***
	(1.856)***

	ACSGO (P)
	+/-
	0.136
	
	-0.125
	
	-0.128
	

	
	
	(3.216)***
	
	(-3.195)***
	
	(-3.708)***
	

	ACPOL (P)
	+/-
	
	0.139
	
	-0.113
	
	-0.112

	
	
	
	(3.314)***
	
	(-3.053)***
	
	(-3.307)***

	ACINDEP (P)
	+/-
	0.115
	0.117
	-0.116
	-0.113
	-0.115
	-0.112

	
	
	(3.419)***
	(3.470)***
	(-2.388)***
	(-2.333)***
	(-2.369)***
	(-2.311)***

	ACSIZE
	+/-
	0.128
	0.122
	-0.044
	-0.048
	-0.042
	-0.046

	
	
	(4.989)***
	(4.778)***
	(-1.179)
	(-1.279)
	(-1.122)
	(-1.236)

	ACMEETING
	+/-
	-0.033
	-0.034
	-0.007
	-0.007
	-0.005
	-0.005

	
	
	(-1.157)
	(-1.192)
	(-1.191)***
	(-1.871)***
	(-1.127)***
	(-1.123)***

	ACEXPERT (P)
	+/-
	0.011
	0.008
	-0.119
	-0.117
	-0.120
	-0.117

	
	
	(0.299)
	(0.209)
	(-2.434)***
	(-2.393)***
	(-2.456)***
	(-2.409)***

	BIG 4
	+/-
	0.007
	0.006
	-0.122
	-0.123
	-0.141
	-0.123

	
	
	(0.256)
	(0.224)
	(-3.582)***
	(-3.608)***
	(-3.569)***
	(-3.597)***

	OPINION
	+/-
	-0.032
	-0.033
	-0.043
	-0.042
	-0.041
	-0.040

	
	
	(-1.136)
	(-1.187)
	(-1.180)
	(-1.151)
	(-1.115)
	(-1.084)

	AUDIT TENURE
	+/-
	-0.016
	-0.015
	-0.012
	-0.014
	-0.010
	-0.013

	
	
	(-0.524)
	(-0.485)
	(-0.294)
	(-0.354)
	(-0.262)
	(-0.325)

	YEAR END
	+/-
	-0.025
	-0.025
	0.042
	0.042
	0.044
	0.044

	
	
	(-0.885)
	(-0.887)
	(1.153)
	(1.150)
	(1.205)
	(1.201)

	LOGNAS
	-/+
	0.114
	0.114
	0.008
	0.007
	0.001
	0.002

	
	
	(3.752)***
	(3.750)***
	(1.189)
	(1.165)
	(0.027)
	(0.046)

	LOGASSETS
	+/-
	0.578
	0.589
	0.096
	0.082
	0.052
	0.039

	
	
	(12.894)***
	(13.282)***
	(1.622)
	(1.407)
	(0.796)
	(0.594)

	LOGSUB
	+/-
	0.188
	0.185
	-0.021
	-0.021
	-0.035
	-0.034

	
	
	(5.953)***
	(5.863)***
	(-0.496)
	(-0.499)
	(-0.818)
	(-0.808)

	RATIONINVENT
	+/-
	0.037
	0.038
	-0.032
	-0.032
	-0.034
	-0.035

	
	
	(1.316)
	(1.340)
	(-0.842)
	(-0.845)
	(-0.916)
	(-0.919)

	RATIOREC
	+/-
	0.132
	0.131
	0.091
	0.092
	0.081
	0.082

	
	
	(3.504)***
	(3.476)***
	(1.846)
	(1.856)
	(1.632)
	(1.648)

	LEVERAGE
	+/-
	0.107
	0.106
	-0.161
	-0.161
	-0.163
	-0.162

	
	
	(3.232)***
	(3.210)***
	(-4.434)***
	(-4.406)***
	(-4.477)***
	(-4.449)***

	LOGAF
	+/-
	
	
	
	
	-0.176
(-2.548)***
	-0.174
(-2.153)***

	N 
	
	746
	746
	746
	746
	746
	746

	R
	
	0.675
	0.674
	0.319
	0.318
	0.326
	0.325

	R²
	
	0.456
	0.455
	0.251
	0.247
	0.251
	0.250

	Adjusted R²
	
	0.445
	0.444
	0.228
	0.228
	0.230
	0.229

	F-stat
	
	40.765
	40.597
	9.447
	9.426
	9.449
	9.422

	P-value
	 
	0
	0
	0
	0
	0
	0


Notes: Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)* level.
Note: Variables are as defined in Table I in Appendices section.
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Table 5.6 presents the interaction effects of political connections, denoted by ACSGO and ACPOL, on audit fees and earnings management (EM). Given that audit committees play an important internal monitoring role in a firm’s governance landscape, an audit committee composed entirely of senior government officers and politicians may increase demand for monitoring as they need to be seen as active in giving advice and fostering communication with the external auditor to protect their reputational capital. In other words, such audit committees are likely to demand greater effort from the auditor and to maintain the audit quality, as the external auditor is likely to assess the inherent risk of such firms as potentially high, which is reflected in higher audit fees and lower earnings management. As shown in Table 5.6, the current study finds that the variables of interest, ACSGO and ACPOL, have positive and significant relationships with the natural logarithm of audit fees (LOGAF). Both regression models are shown to be significant at the five per cent level. The interaction variables among (ACSGO*ACPOL), (ACSGO*ACINDEP, ACSGO*ACMEET, ACSGO*EXPERT) are positive and strongly significant at the one per cent level with audit fees. Similarly, the interaction variables for (ACPOL*ACINDEP, ACPOL*ACMEET, ACPOL*ACEXPERT) have positive and significant relationships with audit fees at the one per cent level. This study has shown that a strong association is found for independent, diligent and financially expert audit committee members who are politically connected with substantive external audit work and willingness to pay higher audit fees (Norziaton et al. 2015). For discretionary accruals, the interaction variables among (ACSGO*ACPOL), (ACSGO*ACINDEP, ACSGO*ACMEET, ACSGO*EXPERT) are negative and significant at the one per cent and five per cent levels. Likewise, the interaction variables for (ACPOL*ACINDEP, ACPOL*ACMEET, ACPOL*ACEXPERT) give similar findings, negative and significant at the one per cent and five per cent levels. Moreover, for the EM model, in which LOGAF is included as one of the independent variables, there are similar findings for both ACSGO and ACPOL. 
The results are consistent with Redmayne et al. (2011) that there is a positive association between audit committees and audit fees, indicating that audit committees have become an important monitoring mechanism and are more likely to reduce earnings management activities. One possible explanation is that, under the demand side perspective, audit committee members who meet frequently are more informed and have greater knowledge of the relevant accounting and auditing issues (Raghunandan et al. 2001;Goodwin-Stewart and Kent 2006).Moreover, this evidence is supported by DeZoort and Salterio (2001) who found that skilled audit committees have a better understanding of the risks faced by the auditor. Hence, independent, diligent and financially expert audit committees which are simultaneously politically connected demand substantive external audit effort and are willing to pay higher audit fees, potentially reducing the level of earnings management significantly.
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	DV=AF
ACSGO
	DV=AF
ACPOL
	DV=EM
ACSGO
	DV=EM
ACPOL
	DV=EM
ACSGO with LOGAF
	DV=EM
ACPOL with LOGAF

	 Constant
	 
	3.340
	3.211
	3.118
	3.701
	3.769
	3.761

	
	
	(5.251)***
	(4.865)***
	(1.710)***
	(1.560)***
	(2.172)***
	(1.752)***

	ACSGO (P)
	+/-
	0.127
	
	-0.140
	
	-0.126
	

	
	
	(3.160)***
	
	(-3.120)***
	
	(-3.650)***
	

	ACPOL (P)
	+/-
	
	0.146
	
	-0.115
	
	-0.110

	
	
	
	(3.320)***
	
	(-3.126)***
	
	(-3.261)***

	ACINDEP (P)
	+/-
	0.114
	0.118
	-0.115
	-0.117
	-0.114
	-0.104

	
	
	(3.370)***
	(3.380)***
	(-2.702)***
	(-2.420)***
	(-2.350)***
	(-2.402)***

	ACSIZE
	+/-
	0.130
	0.124
	-0.038
	-0.037
	-0.038
	-0.038

	
	
	(4.760)***
	(4.650)***
	(-1.160)
	(-1.380)
	(-1.140)
	(-1.247)

	ACMEETING
	+/-
	-0.028
	-0.032
	-0.005
	-0.008
	-0.006
	-0.004

	
	
	(-1.150)
	(-1.180)
	(-1.180)***
	(-1.760)***
	(-1.130)***
	(-1.140)***

	ACEXPERT (P)
	+/-
	0.009
	0.010
	-0.117
	-0.118
	-0.119
	-0.107

	
	
	(0.280)
	(0.212)
	(-2.250)***
	(-2.420)***
	(-2.307)***
	(-2.312)***

	BIG 4
	+/-
	0.009
	0.005
	-0.120
	-0.127
	-0.139
	-0.125

	
	
	(0.310)
	(0.230)
	(-3.470)***
	(-3.721)***
	(-3.510)***
	(-3.603)***

	OPINION
	+/-
	-0.028
	-0.037
	-0.038
	-0.039
	-0.035
	-0.050

	
	
	(-1.150)
	(-1.160)
	(-1.170)
	(-1.601)
	(-1.116)
	(-1.067)

	AUDIT TENURE
	+/-
	-0.018
	-0.014
	-0.013
	-0.011
	-0.017
	-0.015

	
	
	(-0.460)
	(-0.490)
	(-0.360)
	(-0.320)
	(-0.278)
	(-0.320)

	YEAR END
	+/-
	-0.028
	-0.026
	0.038
	0.027
	0.054
	0.042

	
	
	(-0.790)
	(-0.870)
	(1.148)
	(1.141)
	(1.219)
	(1.311)

	LOGNAS
	+/-
	0.117
	0.162
	0.009
	0.005
	0.004
	0.004

	
	
	(3.680)***
	(3.620)***
	(1.170)
	(1.162)
	(0.032)
	(0.052)

	LOGASSETS
	+/-
	0.640
	0.590
	0.094
	0.078
	0.048
	0.040

	
	
	(12.780)***
	(13.645)***
	(1.630)
	(1.380)
	(0.784)
	(0.672)

	LOGSUB
	+/-
	0.180
	0.190
	-0.030
	-0.027
	-0.026
	-0.037

	
	
	(5.856)***
	(5.960)***
	(-0.510)
	(-0.510)
	(-0.784)
	(-0.910)

	RATIONINVENT
	+/-
	0.026
	0.027
	-0.028
	-0.042
	-0.038
	-0.037

	
	
	(1.320)
	(1.360)
	(-0.740)
	(-0.910)
	(-0.914)
	(-0.919)

	RATIORECEIVAB
	+/-
	0.134
	0.132
	0.094
	0.090
	0.084
	0.081

	
	
	(3.602)***
	(3.476)***
	(1.870)
	(1.901)
	(1.650)
	(1.642)

	LEVERAGE
	+/-
	0.110
	0.120
	-0.172
	-0.173
	-0.172
	-0.157

	
	
	(3.122)***
	(3.648)***
	(-4.378)***
	(-4.504)***
	(-4.451)***
	(-4.780)***

	LOGAF
	+/-
	
	
	
	
	-0.165
	-0.170
(-2.153)***

	
	
	
	
	
	
	(2.489)***
	(-2.140)***

	ACSGO*ACPOL
	+/-
	0.521


(
	
	-0.123
	
	-0.142
	

	
	
	(2.410)***
	
	(-3.186)***
	
	(-3.206)***
	

	ACSGO*ACINDEP
	+/-
	0.126
	
	-0.140
	
	-0.128
	

	
	
	(3.640)***
	
	(-3.206)**
	
	(-3.114)**
	

	ACSGO*ACMEETING
	+/-
	0.107
	
	-0.070
	
	-0.012
	

	
	
	(2.280)**
	
	(-1.206)**
	
	(-1.190)**
	

	ACSGO*ACEXPERT
	+/-
	0.160
	
	-0.180
	
	-0.170
	

	
	
	(3.542)**
	
	(-3.640)**
	
	(-3.580)**
	

	ACPOL*ACINDEP
	+/-
	
	0.130
	
	-0.127
	
	-0.162

	
	
	
	(3.784)***
	
	(-3.640)***
	
	(-3.416)***

	ACPOL*ACMEETING
	+/-
	
	0.102
	
	-0.147
	
	-0.140


	
	
	
	(2.112)**
	
	(-3.140)**
	
	(-3.842)**

	ACPOL*AEXPERT
	+/-
	
	0.159
	
	-0.167
	
	-0.184

	
	
	
	(3.480)**
	
	(-3.510)**
	
	(-3.520)**

	N 
	
	746
	746
	746
	746
	746
	746

	R
	
	0.660
	0.649
	0.320
	0.330
	0.340
	0.330

	R²
	
	0.432
	0.442
	0.260
	0.250
	0.278
	0.278

	Adjusted R²
	
	0.420
	0.430
	0.246
	0.240
	0.260
	0.241


	F-stat
	
	39.654
	40.620
	9.487
	9.458
	9.448
	9.314

	P-value
	 
	0
	0
	0
	0
	0
	0


Notes: Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)* level.
[bookmark: _Toc444595851][bookmark: _Toc463966048]5.5.3	Effect of the Board of Directors’ Interaction with Audit Fees and Earnings Management
Furthermore, Table 5.7 shows the effect of boards with political connections, denoted by ACSGO and ACPOL, on audit fees and earnings management (EM). Prior studies, such as Carcello et al. (2002) and Klein (2002), confirm a significant coefficient for variables relating boards of directors with audit fees and earnings management, and thus the present study considers the board effect for testing to examine the relationship with political connections. For the audit fees model, both ACSGO and ACPOL give similar results to the main findings. The results also indicate that BODMEET and BODDUALITY have positive and significant relationships with LOGAF, while BODSIZE and BODINDEP have no significant association with LOGAF. Both BODMEET and BODDUALITY have positive and significant relationships with LOGAF at the five per cent level. This result is consistent with findings by Carcello et al. (2002) that board meetings demonstrate greater diligence in discharging responsibilities to enhance the level of oversight of the financial reporting process, and thus support the purchase of higher quality audit services, resulting in higher audit fees. For BODDUALITY, the result is in line with Bliss et al. (2011), who investigated CEO duality and audit pricing in Malaysian companies, and with Tsui et al. (2001) in the case of Hong Kong companies, that more audit effort and higher audit fees result when the CEO is the board chairperson. For EM models, meanwhile, similar results indicate that BODMEET and BODDUALITY have negative and significant associations with EM at the five per cent level, while other variables show no significant association with EM. This is consistent with Xie et al. (2003),who demonstrated that a board that meets more often should be able to devote more time to issues such as earnings management. Consistent results are found when the study includes LOGAF as one of the independent variables in the EM model.
	The results indicate that the inclusion of the BOD characteristic improves the models; however, the current study focuses on the nature of the interaction between external auditors and the audit committee as the main tests. This is due to there is prior study by Bliss et al. (2011) that have explored the nature of the board and external auditor, however, what is lacking in the literature is the nature of audit committee who are politically connected with the auditors. In this study, it is with the assumption that the nature of the interaction between the auditors and the audit committee, and interactions between the auditor and the BOD, may differ. A possible explanation to support this argument is that an audit committee is generally responsible in appointing the external auditor, meeting them frequently and have a specific agenda in relation to reviewing financial statements and related audit issues. It is also important to note that, during this process, politically connected audit committee, ACSGO and ACPOL members are also present. Due to their political influence, the study assumes these interactions will cause greater negotiations on many aspects such as audit plan, updates and recommendations and which in total, affect the overall audit risk. Thus, given the focus on politically connected audit committee, therefore; this study aims to answer the research question on what is the relationship between politically connected audit committee and audit fees.


















[bookmark: _Toc444595930][bookmark: _Toc463964594]Table 5.7: BOD Effect on AF and EM
	
	
	DV=AF
ACSGO
	DV=AF
ACPOL
	DV=EM
ACSGO
	DV=EM
ACPOL
	DV=EM
ACSGO with LOGAF
	DV=EM
ACPOL with LOGAF

	 constant
	 
	3.692
	3.410
	3.210
	3.283
	3.610
	3.690

	
	
	(5.213)***
	(5.230)***
	(1.620)***
	(1.602)***
	(2.162)***
	(1.850)***

	ACSGO (P)
	+/-
	0.164
	
	-0.138
	
	-0.124
	

	
	
	(3.173)***
	
	(-3.143)***
	
	(-3.471)***
	

	ACPOL (P)
	+/-
	
	0.150
	
	-0.117
	
	-0.120

	
	
	
	(3.480)***
	
	(-3.214)***
	
	(-3.330)***

	ACINDEP (P)
	+/-
	0.143
	0.120
	-0.113
	-0.115
	-0.114
	-0.111

	
	
	(3.222)***
	(3.721)***
	(-2.619)***
	(-2.380)***
	(-2.360)***
	(-2.510)***

	ACSIZE
	+/-
	0.127
	0.132
	-0.035
	-0.034
	-0.035
	-0.036

	
	
	(3.102)***
	(4.102)***
	(-1.152)
	(-1.120)
	(-1.123)
	(-1.320)

	ACMEETING
	+/-
	-0.005
	-0.028
	-0.003
	-0.004
	-0.005
	-0.003

	
	
	(-0.290)
	(-1.160)
	(-1.169)***
	(-1.650)***
	(-1.130)***
	(-1.129)***

	ACEXPERT (P)
	+/-
	0.014
	0.009
	-0.116
	-0.114
	-0.120
	-0.112

	
	
	(0.870)
	(0.102)
	(-2.220)***
	(-2.360)***
	(-2.412)***
	(-2.340)***

	BIG 4
	+/-
	0.010
	0.003
	-0.119
	-0.124
	-0.143
	-0.124

	
	
	(0.290)
	(0.101)
	(-3.423)***
	(-3.630)***
	(-3.620)***
	(-3.614)***

	OPINION
	+/-
	-0.021
	-0.028
	-0.027
	-0.040
	-0.037
	-0.061

	
	
	(-0.150)
	(-1.149)
	(-1.168)
	(-1.841)
	(-1.140)
	(-1.072)

	AUDIT TENURE
	+/-
	-0.079
	-0.011
	-0.012
	-0.011
	-0.016
	-0.014

	
	
	(-0.270)
	(-0.380)
	(-0.421)
	(-0.280)
	(-0.291)
	(-0.319)

	YEAR END
	+/-
	-0.007
	-0.021
	0.035
	0.041
	0.048
	0.045

	
	
	(-0.069)
	(-0.210)
	(1.150)
	(1.160)
	(1.180)
	(1.324)

	LOGNAS
	+/-
	0.140
	0.158
	0.008
	0.012
	0.007
	0.003

	
	
	(3.479)***
	(3.510)***
	(1.169)
	(1.170)
	(1.048)
	(0.048)

	LOGASSETS
	+/-
	0.652
	0.720
	0.087
	0.075
	0.052
	0.042

	
	
	(13.460)***
	(13.612)***
	(1.570)
	(1.210)
	(1.110)
	(0.651)

	LOGSUB
	+/-
	0.180
	0.187
	-0.029
	-0.028
	-0.020
	-0.034

	
	
	(5.760)***
	(5.850)***
	(-0.480)
	(-0.490)
	(-0.384)
	(-0.490)

	RATIONINVENT
	+/-
	0.018
	0.023
	-0.027
	-0.038
	-0.042
	-0.036

	
	
	(0.068)
	(1.410)
	(-0.650)
	(-0.870)
	(-0.940)
	(-0.917)

	RATIORECEIVAB
	+/-
	0.121
	0.129
	0.086
	0.091
	0.086
	0.084

	
	
	(3.702)***
	(3.610)***
	(1.720)
	(1.912)
	(1.701)
	(1.564)

	LEVERAGE
	+/-
	0.170
	0.119
	-0.169
	-0.172
	-0.168
	-0.154

	
	
	(3.948)***
	(3.632)***
	(-4.270)***
	(-4.414)***
	(-4.381)***
	(-4.812)***

	LOGAF
	+/-
	
	
	
	
	-0.150
	-0.169
(-2.153)***

	
	
	
	
	
	
	(2.432)***
	(-2.135)***

	BODSIZE
	+/-
	0.023
	0.031
	-0.024
	-0.031
	-0.027
	-0.029

	
	
	(0.290)
	(0.340)
	(-0.270)
	(-0.240)
	(-0.180)
	(-0.110)

	BODINDEP
	+/-
	0.013
	0.016
	-0.004
	-0.005
	-0.004
	-0.001

	
	
	(0.804)
	(0.912)
	(-0.210)
	(-0.110)
	(-0.090)
	(-0.060)

	BODMEET
	+/-
	0.123
	0.140
	-0.192
	-0.138
	-0.140
	-0.143

	
	
	(4.813)**
	(4.912)**
	-(2.310)**
	(-2.290)**
	(-2.230)**
	(-2.326)**

	BODDUALITY
	+/-
	0.097
	0.090
	-0.065
	-0.025
	-0.023
	-0.032

	
	
	(1.320)**
	(1.290)**
	(-1.200)**
	(-1.190)**
	(-1.116)**
	(-1.102)**

	N 
	
	746
	746
	746
	746
	746
	746

	R
	
	0.672
	0.663
	0.319
	0.318
	0.320
	0.338

	R²
	
	0.480
	0.475
	0.278
	0.274
	0.264
	0.288

	Adjusted R²
	
	0.464
	0.462
	0.250
	0.245
	0.241
	0.262

	F-stat
	
	38.562
	38.510
	9.490
	9.480
	9.438
	9.402

	P-value
	 
	0
	0
	0
	0
	0
	0


Notes: Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)* level.
Note: Variables are as defined in Table I in the Appendices section. BODSIZE= Total number of board directors; BODINDEP= Proportion of independent non-executive directors to the size of the Board; BODMEET= Total number of board meetingsin an accounting year; BODDUALITY= A dummy variable, coded 1 if a firm has BODDUALITY and 0 if otherwise.


[bookmark: _Toc444595852][bookmark: _Toc463966049]5.5.4	Effect of Government Share Ownership on Audit Fees and Earnings Management
In addition to politically connected audit committees, the study uses the percentage of government shares as one of the indicators of political connections. Table 5.8 indicates the regression results of GOVSHARE with LOGAF and EM. For the LOGAF model, the result shows that the GOVSHARE regression model has explanatory power with adjusted R-square of 44.4% and the model has a significance level of (p<0.000). GOVSHARE shows a positive association with the natural logarithm of audit fees, but the result is insignificant. This evidence indicates that when there are political connections present in firms, as measured by audit committee senior government officers and audit committee politicians, this significantly weakens the role of government shares in demanding greater effort from auditors. This is because government shares are managed by a variety of institutions on behalf of the government, and differences in the objectives and characteristics of the institutions that administer the shares can weaken the demand for higher efforts from auditors. While For the EM model, meanwhile, GOVSHARE has an insignificant relationship with discretionary accruals. It is conceivable that it may be offset by the effective monitoring characteristics of audit committees which are politically connected leading to an increase in audit quality. A similar result is found when the study includes LOGAF as one of the independent variables in the EM model. This result provides fresh insights and additional evidence for prior findings, as government ownership is not the only ‘helping hand’ to provide political support with both motives and expertise to monitor managers of public listed companies in providing strategic advice, as evidenced by (Fan and Wong 2005;Hay et al. 2006). 

[bookmark: _Toc444595931][bookmark: _Toc463964595]Table 5.8: GOVSHARE Effect on AF and EM
	
	Sign
	DV=LOGAF
	DV=EM
	DV=EM

	Variables
	+/-
	Coefficients (t-stats)
	Coefficients (t-stats)
	Coefficients (t-stats)

	
Constant
	
	 3.148
(4.998)***
	3.716
(1.710)***
	3.836
(1.966)***

	GOVSHARE
	+/-
	 0.025
(0.891)
	-0.012
(-0.336)
	-0.014
(-0.386)

	ACINDEP (P)
	+/-
	 0.120
(3.531)***
	-0.113
(-2.332)***
	-0.112
(-2.306)***

	ACSIZE
	+/-
	 0.124
(4.841)***
	-0.048
(-1.282)
	-0.046
(-1.235)

	ACMEETING
	+/-
	 -0.035
(-1.199)
	-0.007
(-1.872)***
	-0.004
(-1.107)**

	ACEXPERT (P)
	+/-
	 0.004
(0.119)
	-0.115
(-2.349)***
	-0.115
(-2.360)**

	BIG 4
	+/-
	 0.007
(0.259)
	-0.122
(-3.588)***
	-0.122
(-3.574)***

	OPINION
	+/-
	 -0.032
(-1.166)
	-0.043
(-1.163)
	-0.040
(-1.097)

	AUDIT TENURE
	+/-
	 -0.013
(-0.438)
	-0.013
(-0.336)
	-0.012
(-0.310)

	YEAR END
	+/-
	 -0.026
(-0.930)
	0.043
(1.169)
	0.045
(1.223)

	LOGNAS
	+/-
	 0.114
(3.768)***
	0.007
(1.174)
	-0.002
(-0.040)

	LOGASSETS
	+/-
	 0.593
(13.661)***
	0.085
(1.497)
	0.041
(0.643)

	LOGSUB
	+/-
	 0.185
(5.874)***
	-0.019
(-0.458)
	-0.033
(-0.773)

	RATIONINVENT
	+/-
	 0.039
(1.366)
	-0.033
(-0.866)
	-0.035
(-0.943)

	RATIORECEIVAB
	+/-
	 0.131
(3.490)***
	0.092
(1.857)
	0.082
(1.646)

	LEVERAGE
	+/-
	 0.104
(3.139)***
	-0.161
(-4.438)***
	-0.163
(-4.480)***

	LOGAF
	+/-
	
	
	-0.075
(-1.529)

	N	
	
	746
	746
	746

	R
	
	0.675
	0.318
	0.325

	R²
	
	0.455
	0.247
	0.251

	Adjusted R²
	
	0.444
	0.228
	0.230

	F-stat
	
	40.681
	9.427
	9.425

	P-value
	
	0.000
	0.000
	0.000





Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)* levels.
Note: Variables are as defined in Table I in the Appendices section.






[bookmark: _Toc444595857][bookmark: _Toc463966050]5.6	The Additional Analyses
[bookmark: _Toc444595858][bookmark: _Toc463966051]5.6.1	ACPCON Dummy t-Test
Table 5.9 shows descriptive t-tests and chi-square analysis for politically connected companies and non-politically connected companies. Politically connected firms are coded as 1 if the audit committee has a member who is either a senior government officer or a politician, and is coded as 0 otherwise. The results generally show significant differences for the group except for ACSIZE, ACMEETING, OPINION, AUDIT TENURE, YEAR END and RATIOINVENTORY. There is a statistically significant difference at the p<0.05 level in LOGAF scores for the groups (t=11.398). The t-tests indicate that the mean score for LOGAF for politically connected firms (mean=12.296, SD=1.016) is significantly different from that for non-politically connected firms (mean=12.191, SD=1.002). Thus, this shows that politically connected firms pay higher audit fees as compared to the non-politically connected companies. This indicates that politically connected firms demand substantive audit testing and an improved audit quality from the external auditors, and are willing to pay higher audit fees. This is consistent with prior studies conducted by Norziaton et al. (2015), which find that politically connected firms pay higher audit fees in comparison with non-politically connected firms, and for other variables the results are also consistent with prior studies (Abdul Wahab et al. 2011;Chan et al. 1993;Collier and Gregory 1996;O'Sullivan 1999),which document higher audit fees for firms with improved governance. This is in line with the demand side explanation. 
[bookmark: _Toc444595859][bookmark: _Toc463966052]5.6.2	PCON Bliss and Gul t-Test
Similarly, Table 5.10 indicates the comparative descriptive statistics when the sample is split into ACPCON firms and non-ACPCON based on the Bliss-Gul list[footnoteRef:22]. The study compared firms in the sample against the Bliss-Gul list of firms (Gul 2006, pp. 960-961; Bliss et al. 2011, pp. 96-97) and codes a firm in the sample as PCON if it is listed as a politically connected firm in Bliss/Gul (Gul 2006;Bliss et al. 2011). The results generally show significant differences for the group except for ACSIZE, ACMEETING, OPINION, AUDIT TENURE, YEAR END and RATIOINVENTORY. There is a statistically significant difference at the p<0.05 level in LOGAF scores for the groups (t=11.814). The t-tests indicate that the mean score for LOGAF for politically connected firms (mean=12.387, SD=1.052) is significantly different from that for non-politically connected firms (mean=11.494, SD=0.758). Thus, this shows that politically connected firms pay higher audit fees as compared to non-politically connected companies. [22:  Bliss and Gul are among the prior researchers who have conducted a political connections study in the Malaysian setting, and they used a list of firms recognised by earlier researchers, Johnson and Mitton (2003),as politically connected firms by having officers or major shareholders with a close relationship with key government officials such as Mahathir, Daim and Anwar.They determine political connections based solely on these informal connections. Meanwhile, the current study uses individual audit committee ACSGO and ACPOL, based on formal appointment, as the measurement of politically connectedness among firms.] 

[bookmark: _Toc444595860][bookmark: _Toc463966053]5.6.3	ACPCON effects on audit fees and earnings management
Table 5.11 presents the regression result for politically connected firms, with the natural logarithm of audit fees and earnings management as the dependent variables. A firm is represented as politically connected if it has an audit committee member who is either a senior government officer or a politician, and is coded as 1, otherwise it is coded as 0. The main result in the LOGAF model indicates that political connectedness has a positive and significant association with the natural logarithm of audit fees; the result shows (0.153, t=3.104, with p<0.01). Therefore, this suggests that politically connected companies are associated with higher audit fees, indicating that they also demand more audit effort (Haniffa et al. 2006c; Abdul Wahab et al. 2011;Johl et al. 2012). The study then extends the model by testing it with earnings management as the dependent variable as predicted, finding that the coefficient for political connections (PCON) is negative and significant (-0.179,t=-4.980, p<0.01).This indicates that, on average, politically connected companies are associated with a lower level of earnings management, which is due to these audit committee members having to maintain their political reputation, while the company has to maintain the confidence and trust given by the investors. Similar to the previous table, the results are inclusive of LOGAF in the model, which indicates that political connections (PCON) are negatively and significantly related with earnings management. On the other hand, LOGAF is also significantly and negatively related to earnings management as the result shows (-0.175,t=-2.562, with p<0.01). This indicates that firms with higher audit fees are more likely to constrain earnings management due to the great effort conducted by the external auditors.
[bookmark: _Toc444595861][bookmark: _Toc463966054]5.6.4	PCON Dummy Bliss and Gul Effect on Audit Fees and Earnings Management
Table 5.12 presents the regression result for politically connected firms, with the natural logarithm of audit fees and earnings management as the dependent variables, where political connections are denoted by dummy 1 if a firm is politically connected (included on Bliss/Gul’s list of firms) and by 0 if otherwise. The LOGAF model reported similar findings as Table 5.12 in which the PCON BLISS/GUL regression model has a positive and significant association with LOGAF at the one per cent level. Therefore, this suggests that politically connected companies, which appear in the sample and in prior studies by Bliss et al. (2011) and Gul (2006), are associated with higher audit fees indicating that they also demand more audit effort. The study then conducted a similar test with earnings management as the dependent variable and, as predicted, the study finds that the coefficient for political connections (PCON) is negative and significance (-0.127,t=-3.014, p<0.01), thus indicating that politically connected companies are associated with lower levels of earnings management as, due to their political reputation, they have to maintain the confidence and trust given by the investors. A similar result is found when the EM model includes LOGAF as one of the independent variables. LOGAF has a negative and significant association with EM as the result shows (-0.134, t=-2.316, with p<0.01).

[bookmark: _Toc444595932][bookmark: _Toc463964596]Table 5.9: ACPCON (Dummy) t-Tests
	
	PCON
	(N=442)
	Non PCON
	(N=304)
	

	Panel
	Mean
	Std Dev
	Mean 
	Std Dev
	T-test /Chi-square

	Panel A: Auditors’Fees
	
	
	
	
	

	LOGAF
	12.296
	1.016
	12.191
	1.002
	11.398**

	LNAF
	7.052
	5.093
	6.797
	5.133
	9.671**

	Panel B: AC
	
	
	
	
	

	ACINDEP
	0.788
	0.264
	0.760
	0.285
	5.365**

	ACSIZE
	3.620
	0.707
	3.590
	0.791
	0.521

	ACMEETING
	5.490
	1.527
	5.470
	1.577
	0.139

	ACEXPERT
	0.687
	0.286
	0.643
	0.310
	4.929**

	Panel C: Firm Measures
	
	
	
	
	

	PwC BIG 4
	0.320
	0.467
	0.300
	0.460
	2.538**

	BIG 4
	0.700
	0.460
	0.700
	0.467
	2.050

	AUDITOPINION
	0.080
	0.274
	0.070
	0.254
	0.624

	AUDITTENURE
	4.970
	1.748
	5.160
	1.734
	1.486

	YEAR END
	0.600
	0.491
	0.550
	0.498
	1.204

	LOGSUB
	2.330
	0.915
	2.270
	0.906
	3.863**

	LOGASSETS
	19.973
	1.493
	19.750
	1.376
	12.096**

	RATIORECEIVABLES
	0.146
	0.134
	0.132
	0.134
	2.300**

	RATIOINVENTORY
	0.148
	0.135
	0.145
	0.144
	1.391

	LEVERAGE
	0.270
	0.180
	0.130
	0.110
	2.165**


**p < 0.05:  Chi-square tests for dichotomous variables; t-tests for other variables
Note: Variables are as defined in Table I in the Appendices section.
Note: This table reports the comparative descriptive statistics when the study split the sample into ACPCON firms and non-ACPCON firms. The researcher codes a firm as ACPCON if the audit committee is either ACSGO or ACPOL.

[bookmark: _Toc444595933][bookmark: _Toc463964597]
Table 5.10:PCON (Bliss/Gul) t-tests
	
	PCON
	(N=66)
	Non- PCON
	(N=680)
	

	Panel
	Mean
	Std Dev
	Mean 
	Std Dev
	T-test /Chi-square

	Panel A: Auditors’Fees
	
	
	
	
	

	LOGAF
	12.387
	1.052
	11.494
	0.758
	11.814**

	LNAF
	7.121
	8.017
	4.207
	9.208
	9.203**

	Panel B: AC
	
	
	
	
	

	ACINDEP
	0.765
	0.270
	0.739
	0.220
	5.360**

	ACSIZE
	3.610
	0.815
	3.520
	0.697
	0.580

	ACMEETING
	5.370
	1.308
	5.311
	1.309
	0.137

	ACEXPERT
	0.700
	0.271
	0.610
	0.269
	4.822**

	Panel C: Firm Measures
	
	
	
	
	

	PwC BIG 4
	0.311
	0.461
	0.280
	0.427
	2.590**

	BIG 4
	0.690
	0.380
	0.680
	0.379
	2.111**

	AUDITOPINION
	0.069
	0.259
	0.058
	0.260
	0.654

	AUDITTENURE
	4.890
	1.763
	4.700
	1.730
	1.506

	YEAR END
	0.610
	0.501
	0.530
	0.410
	1.304

	LOGSUB
	2.440
	0.927
	2.237
	0.910
	3.910**

	LOGASSETS
	19.960
	1.510
	19.810
	1.472
	12.160**

	RATIORECEIVABLES
	0.150
	0.132
	0.141
	0.127
	2.350**

	RATIOINVENTORY
	0.146
	0.133
	0.143
	0.121
	1.420

	LEVERAGE
	0.280
	0.190
	0.150
	0.130
	2.170**


**p < 0.05:  Chi-square tests for dichotomous variables; t-tests for other variables
Note: Variables are as defined in Table I in the Appendices section.
Note: This table reports the comparative descriptive statistics when the study split the sample into ACPCON firms and non-ACPCON based on the BLISS-GUL list. The study compares firms in the sample against the Bliss-Gul list of firms (Gul 2006, pp. 960-961;Bliss et al. 2011, pp. 96-97) and codes a firm as PCON if the firm in the sample is listed as a politically connected firm in Bliss/Gul (Gul 2006;Bliss et al. 2011).



[bookmark: _Toc444595934][bookmark: _Toc463964598]Table 5.11:ACPCON (either ACSGO or ACPOL=1) Effect on AF and EM

	
	
	DV=LOGAF
	DV=EM
	DV=EM
(with LOGAF)

	
	
	3.188
	3.969
	3.091

	constant
	
	(5.104)***
	(2.339)***
	(2.590)***

	PCON
	+/-
	0.153
	-0.179
	-0.179

	
	
	(3.104)***
	(-4.980)***
	(-4.991)***

	ACINDEP (P)
	+/-
	0.116
	-0.116
	-0.115

	
	
	(3.439)***
	(-2.430)***
	(-2.407)***

	ACSIZE
	+/-
	0.123
	-0.044
	-0.042

	
	
	(4.809)***
	(-1.209)
	(-1.162)

	ACMEETING
	+/-
	-0.033
	-0.011
	-0.109

	
	
	(-1.142)
	(-1.305)***
	(-1.239)***

	ACEXPERT (P)
	+/-
	0.009
	-0.104
	-0.105

	
	
	(0.246)
	(-2.169)***
	(-2.185)***

	BIG 4
	+/-
	0.006
	-0.124
	-0.124

	
	
	(0.203)
	(-3.653)***
	(-3.642)***

	OPINION
	+/-
	-0.033
	-0.047
	-0.044

	
	
	(-1.195)
	(-1.297)
	(-1.228)

	AUDIT TENURE
	+/-
	-0.015
	-0.007
	-0.005

	
	
	(-0.501)
	(-0.169)
	(-0.140)

	YEAR END
	+/-
	-0.025
	0.050
	0.051

	
	
	(-0.898)
	(0.119)
	(1.428)

	LOGNAS
	+/-
	0.114
	-0.020
	-0.004

	
	
	(3.794)***
	(-0.492)
	(-0.100)

	LOGASSETS
	+/-
	0.590
	0.103
	0.059

	
	
	(13.664)***
	(0.841)
	(0.939)

	LOGSUB
	+/-
	0.186
	-0.020
	-0.034

	
	
	(5.911)***
	(-0.492)
	(-0.815)

	RATIOINVENT
	+/-
	0.037
	-0.032
	-0.034

	
	
	(1.318)
	(-0.854)
	(-0.930)

	RATIORECEIVAB
	+/-
	0.131
	0.094
	0.084

	
	
	(3.497)***
	(1.931)
	(1.717)

	LEVERAGE
	+/-
	0.109
	-0.148
	-0.149

	
	
	(3.692)***
	(-4.122)***
	(-4.165)***

	LOG AF
	+/-
	
	
	-0.175

	
	
	
	
	(-2.562)***

	N 
	
	746
	746
	746

	R
	
	0.675
	0.380
	0.386

	R²
	
	0.455
	0.279
	0.282

	Adjusted R²
	
	0.444
	0.260
	0.262

	F-stat
	
	40.64
	9.155
	10.055

	P-value
	 
	0
	0
	0


Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)* levels.
[bookmark: _Toc444595935]Note: Variables are as defined in Table I in the Appendices section.

[bookmark: _Toc463964599]Table 5.12:PCON (Dummy-Bliss/Gul) Effect on AF and EM

	Variables
	DV=AF
	       DV=EM                  DV=EM with     
LOGAF

	 
	 
	3.381
	3.350
	3.120

	constant
	
	(5.364)***
	(2.165)***
	(2.402)***

	PCONFIRM BLISS/GUL
	+/-
	0.117
	-0.127
	-0.165

	
	
	(3.008)***
	(-3.014)***
	(-4.218)***

	ACINDEP (P)
	+/-
	0.108
	-0.117
	-0.113

	
	
	(3.406)***
	(-2.387)***
	(-2.394)***

	ACSIZE
	+/-
	0.112
	-0.034
	-0.038

	
	
	(3.337)***
	(-1.172)
	(-1.108)

	ACMEETING
	+/-
	-0.032
	-0.004
	-0.101

	
	
	(-1.104)
	(-1.341)**
	(-1.311)***

	ACEXPERT (P)
	+/-
	0.009
	-0.118
	-0.174

	
	
	(0.248)
	(-3.516)***
	(-2.254)***

	BIG 4
	+/-
	0.003
	-0.158
	-0.126

	
	
	(0.196)
	(-3.319)***
	(-3.719)***

	OPINION
	+/-
	-0.028
	-0.055
	-0.037

	
	
	(-1.003)
	(-1.167)
	(-1.516)

	AUDIT TENURE
	+/-
	-0.018
	-0.018
	-0.004

	
	
	(-0.584)
	(-0.274)
	(-0.174)

	YEAR END
	+/-
	-0.025
	0.387
	0.049

	
	
	(-0.887)
	(1.271)
	(-1.307)

	LOGNAS
	+/-
	0.110
	0.006
	-0.003

	
	
	(3.820)***
	(1.845)
	(-0.119)

	LOGASSETS
	+/-
	0.571
	0.074
	0.048

	
	
	(13.072)***
	(1.654)
	(0.841)

	LOGSUB
	+/-
	0.143
	-0.011
	-0.029

	
	
	(4.084)***
	(-0.784)
	(-0.769)

	RATIOINVENT
	+/-
	0.029
	-0.023
	-0.049

	
	
	(1.020)
	(-0.816)
	(-0.891)

	RATIORECEIVAB
	+/-
	0.120
	0.086
	0.081

	
	
	(3.218)***
	(1.628)
	(1.691)

	LEVERAGE
	 +/-
	0.101
	-0.123
	-0.134

	
	
	(3.313)***
	(-4.014)***
	(-4.071)***

	LOGAF
	
	
	
	-0.168

	
	
	
	
	(-2.316)**

	N
	
	746
	746
	746

	R
	
	0.674
	0.334
	0.371

	R²
	
	0.454
	0.280
	0.279

	Adjusted R²
	
	0.442
	0.271
	0.26

	F-stat
	
	37.896
	10.651
	10.491

	P-value
	 
	0
	0
	0


Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)* levels.
Note: Variables are as defined in Table I in the Appendices section and PCONFIRM BLISS/GUL= Dummy 1 if politically connected (included inBLISS/GUL’s firms) and 0 if otherwise.
[bookmark: _Toc436299191][bookmark: _Toc437266797][bookmark: _Toc444595862][bookmark: _Toc463966055]5.7	Supplementary Analyses
[bookmark: _Toc444595863][bookmark: _Toc463966056]5.7.1	Industry Effects on Audit Fees and Earnings Management
The study includes industry analysis as an alternative to test how the individual industry can potentially affect the proxy for audit effort, audit fees, and the proxy for earnings management, discretionary accruals. This follows prior studies (Hay et al. 2006;Causholli et al. 2010),which consider client industry as one of the client attributes. In addition, there are also a number of studies that include dummy variables for a variety of individual industry sectors (Bhushan 1989;O'Brien and Bhushan 1990;Moyer et al. 1989). The industry analyses are conducted to investigate if there are any potential issues that can change the results, based on the industry analysis. In a different study, Moyer et al. (1989) argue that some industries are affected by legal regulations and constraint by regulatory bodies.. For instance, financial services firms are more regulated, especially in Malaysia, where they are regulated under the Banking and Financial Institution Act 1989 (BAFIA). When an industry is regulated, it may require fewer audit hours, which may thus result in lower audit fees. The regulatory body which oversees these sectors or industries may reduce investors’ demand for external financial analysis by acting as a substitute to monitoring. This argument is supported by prior studies, including Stein et al. (1994) and Hackenbrack and Knechel (1997). Another example is that industrial production firms are considered more sophisticated and more complex, and thus require more effort to audit. Thus, this potentially increases the audit fee. 
The current study controls six main industries which all represent at least 5% of the total sample. The six main industries are INDUSTRIAL PRODUCTION (31%), TRADING/SERVICES (22%), CONSUMER (18%), PROPERTY (11%), CONSTRUCTION (6%) and PLANTATIONS(5%). These industries are included among the control variables in the industry analysis regression model. The study does not control for TECHNOLOGY(4%), HOTELS (2%) and CLOSED FUNDS (1%) because their percentages of the total samples are less than 5%. In this study, the measurement used for the industry analysis is a dummy variable for each one of the six main industries mentioned above, in order to control the level of variation.
The results of the study, shown in Table 5.13, after controlling the industry differences, indicate that all the experimental data remain consistent with the main findings reported earlier. For the natural logarithm of audit fees regression models, INDUSTRIAL PRODUCTION and TRADING/ SERVICES show positive but insignificant results with audit fees. This is because INDUSTRIAL PRODUCTION is a highly complex industry and may need greater efforts from the auditor to assess a company’s financial statement, while for TRADING/SERVICES, as referred to in Table 5.2 (descriptive statistics), the percentages for audit committee senior government officers (32%) and audit committee politicians (24%) are higher as compared to the other industries. They potentially demand higher audit fees and greater effort from the external auditor in ensuring a higher quality of audit. For CONSUMER, PROPERTY, CONSTRUCTION and PLANTATIONS, meanwhile, the results show negative and insignificant associations with audit fees. These findings suggest that regulatory oversight partially substitutes for the external audit as a monitoring mechanism and results in lower audit fees. 
On the other hand, for the earnings management model in Table 5.14, the industry effect does not have any significant association with discretionary accruals and the results are all in predicted directions except for TRADING/SERVICES, PROPERTY and CONSTRUCTION. This is possibly because there is potentially more motivation to manage earnings when a firm has a complicated structure and accounting issues arise, for instance fair value treatment, revenue recognition and other accounting standards. This is because the external auditors hardly detect earnings activities, which leads to a positive association with discretionary accruals. These findings are consistent with Beasley et al. (2000) who suggest the nature of fraud depends on certain industries as it relies on the nature of the industries themselves. The industry analyses results do not reveal any significant industry effects and thus show that industry types do not drive the study result.
[bookmark: _Toc444595864][bookmark: _Toc463966057]5.7.2	Additional Control for Audit Fees and Earnings Management
There are several other variables that are argued to have an effect on the determinants of audit fees other than those variables included in the main models. Thus, new additional control variables included in the current study are liquidity ratio (LIQ) and return on assets (ROA). The current study includes these two variables in the main model to find out if there are any changes in the results. Following Hay et al. (2006), LIQ is defined as the ratio of current assets to current liabilities, while ROA is return on assets. In order to relate these two variables, both LIQ and ROA are expected to have a positive relationship with audit fees, as both are among the sources of risk sharing factors.
	Table 5.15 includes additional control variables to check if there are any changes in the results. Both LIQ and ROA are expected to have positive relationships with audit fees as both are among the sources of risk sharing factors. The results presented show that ACSGO and ACPOL are both positive and significantly related to audit fees. On the other hand, for the earnings management model, the results presented in Table 5.16 are similar to the main findings; ACSGO and ACPOL are negatively and significantly related to discretionary accruals. In summary, even when the new control variables are included in the regression models, the results remain consistent with the primary findings.
[bookmark: _Toc444595865][bookmark: _Toc463966058]5.7.3	Measurement of the New Variables for Audit Fees and Earnings Management
In order to test the robustness of the results further, the study conducted additional analyses by using new definitions of variables to check if the new measurements would affect the primary findings. This follows Abbott et al. (2003b), so the present study provides new definitions for audit committee variables to check whether the alternative measurements affect the main results. The new definitions are as follows:
1.	ACINDEP is defined so as to be coded as 1 if it is more than the median value, and 0 if otherwise.
2.	ACMEET is defined so as to be coded as 1 if it is more than the median value, and 0 if otherwise.
3.	ACEXPERT is defined so as to be coded as 1 if at least one member of the audit committee is equipped with accounting and financial expertise, and 0 if otherwise.
Based on the new definitions of audit committee variables, the current study follows Defond et al. (2005),who specified new measurements of the variables mentioned above, with the other variables remaining the same.
In addition, Table 5.17 presents new definitions of the variables, ACINDEP, ACMEET, ACEXPERT which, if more than the median value, are denoted by dummy 1, and zero if otherwise, in order to check if the new measurements have affected the primary findings. This follows Abbott et al. (2003b), so the present study provides new definitions for audit committee variables to check whether the alternative measurements will affect the main results. The results indicate that nothing changed and they remain consistent with the primary findings. The results show that the variables of interest, ACSGO and ACPOL, are both consistent with the main findings, and are positively and significantly related to audit fees. ACINDEP remains significant even though it has been measured by 1 if its value is more than the median, and 0 if otherwise. For ACMEET, the results are consistent with the main findings, as it shows a negative relationship with the natural logarithm of audit fees. Similarly, ACEXPERT shows consistent findings, as the result shows it has a positive but insignificant relationship with the natural logarithm of audit fees. The control variables, LOGASSETS, LOGSUB, RATIOREC and LEVERAGE remain significant across all regression models. In summary, the primary findings are all robust to the alternative definitions of the audit committee variables.
Similar to the definitions used in Table 5.17, the results in Table 5.18 indicate the findings testing the new variables with earnings management. The results indicate that nothing changed and they remain consistent with the primary findings. The results show that the variables of interest, ACSGO and ACPOL, are all consistent with the main findings, that they are negatively and significantly related to earnings management. ACINDEP remains significant even when it is measured by 1 if its value is more than the median value, and 0 if otherwise. For ACMEET, the results are consistent with the main findings, as it shows a negative relationship with earnings management. Similarly, ACEXPERT shows a consistent finding, as the results show it has a negative and significant relationship with earnings management. The control variables, LOGASSETS, LOGSUB, RATIOINVT, RATIOREC and LEVERAGE remain the same across all regression models. In summary, the primary findings are all robust to the alternative definitions of the audit committee variables.
[bookmark: _Toc444595866][bookmark: _Toc463966059]5.7.4	Firm Size Effects on Audit Fees and Earnings Management
There is a possibility that this result is driven by client size. Thus, several tests are performed to examine the influence of firm size on ACSGO and ACPOL. Similarly, prior study by Carcello et al. (2002), splits the pooled sample into two subsets of data at the median of LOGASSET (a proxy for firm size). The first data set is comprised of the firms that have LOGASSET below the median, and this group is identified as ‘small firms’. The second data set is comprised of the firms that have LOGASSET above the median and this group is identified as ‘large firms’. The regressions are re-run separately on these two subsets of firms.
Table 5.19 compares the firm size effect on audit fees across all political connections variables. There is a possibility that this result is driven by client size. Similarly, prior study by Carcello et al. (2002) splits the pooled sample into two subsets of data at the median of LOGASSET (a proxy for firm size). The first data set is comprised of the firms that have LOGASSET below the median, and this group is identified as ‘small firms’. The second data set is comprised of the firms that have LOGASSET above the median, and this group is identified as ‘large firms’. As expected, the current study finds that the variables of interest, ACSGO and ACPOL, have positive and significant relationships with the natural logarithm of audit fees (LOGAF), except for GOVSHARE, which has a positive and insignificant relationship with audit fees. The regression models show that the models are significant at the one per cent level. This is consistent with the main findings presented in the earlier table. This suggests that the results for ACSGO, ACPOL and GOVSHARE with respect to audit fees are not influenced by client size.
Table 5.20 compares the firm size effect on earnings management across all political connections variables. Consistently, the current study finds that the variables of interest, ACSGO and ACPOL, have a negative and significant relationship with earnings management, except for GOVSHARE, which has a negative and insignificant relationship with earnings management. The regression models show that the models are significant at the one per cent level. This is consistent with the main findings presented in the earlier table. This suggests that the results for ACSGO, ACPOL and GOVSHARE with respect to earnings management are not influenced by client size.
[bookmark: _Toc444595867][bookmark: _Toc463966060]5.7.5	High and Low level of ACSGO and ACPOL
Table 5.21 indicates the results for the level of political connections following Boubakri et al. (2012),who studied different levels of institutional environment, such as level of democracy, level of corruption and level of freedom of the press. The current study, however, focuses on high and low levels of politically connectedness of audit committees. The study codes a firm as high ACSGO with a dummy variable coded as 1 if the firm has an ACSGO score at the 75th percentile and above, and 0 if otherwise. The table shows that 294 companies have a high level of ACSGO and 124 companies have a low level of ACSGO. The results indicate that for audit committees with senior government officers, a higher audit fee is charged for firms with a high level of this variable. Consistent with demand side arguments, this indicates that firms with a higher level of political influence are willing to pay higher audit fees in order that they are seen as actively involved with the external auditor through their monitoring activities and in order to protect their reputational capital in the eyes of investors (Gul 2006). Hence, direct demand from an audit committee that is able to capitalize its position as having a senior government officer among its members enhances audit effort from the external auditor, more so than for  audit committees containing a senior government officer but with a lower level of political connectedness.
Similar to the test conducted in Table 5.21, the results in Table 5.22 indicate the level of political connections of audit committees with politicians. The table shows that 108 companies have a high level of ACPOL and 80 companies have a low level of ACPOL. The firms that have a higher level of this variable are willing to pay higher audit fees, as compared to firms with a lower level. Similar to the arguments above, a high level of political connectedness on the part of audit committees with politicians among their members can result in greater demand for external monitoring by the external auditor; hence, more audit effort is applied which leads to a higher level of audit fees.
Table 5.23 presents the regression results for the effects of high and low levels of ACSGO and ACPOL, with the natural logarithm of audit fees and earnings management as the dependent variables. The present study coded a firm with high ACSGO/ACPOL as a dummy variable of 1 if a firm’s ACSGO/ACPOL is at the 75th percentile and above, and 0 if otherwise. The main result in the LOGAF model indicates that high ACSGO and high ACPOL have positive and significant associations with the natural logarithm of audit fees, as the result shows (0.181, t=5.480, with p<0.01, and 0.116,t=2.086, with p<0.01, respectively). Therefore, it is suggested that high levels of ACSGO and ACPOL are associated with higher audit fees, indicating that these firms also demand more audit effort. The study then extends the model by testing it with earnings management as the dependent variable. As predicted, the study finds that the coefficients for high level ACSGO and high level ACPOL are negative and significant (-0.180,t=-4.207, p<0.01 and -0.100, t=-3.214,p<0.01), thus indicating that high ACSGO and high ACPOL are associated with lower levels of earnings management, as political reputation and the confidence and trust given by investors have to be maintained. Thus, these firms demand greater monitoring. Similar to the previous table, the results are inclusive of LOGAF in the model, indicating that high ACSGO and high ACPOL are negatively and significantly related with earnings management. The results indicate that, for ACSGO and ACPOL, LOGAF is significantly and negatively related to earnings management, as the results show (-0.181,t=-4.007, with p<0.01, and -0.161, t=-2.223, with p<0.01, respectively). This indicates that firms with higher audit fees are more likely to constrain earnings management, due to the great efforts on the part of the external auditors. 

[bookmark: _Toc444595936][bookmark: _Toc463964600]Table 5.13:Industry Effect on Audit Fees

	Variables
	
	ACSGO
	ACPOL
	GOVSHARE

	
	
	3.369
	3.297
	3.232

	constant
	
	(5.247)***
	(5.081)***
	(5.105)***

	ACSGO (P)
	+
	0.137
	
	

	
	
	(3.078)***
	
	

	ACPOL (P)
	+
	
	0.110
	

	
	
	
	(3.328)***
	

	GOVSHARE
	+
	
	
	0.026

	
	
	
	
	(0.937)

	ACINDEP (P)
	+
	0.118
	0.119
	0.112

	
	
	(3.474)***
	(3.515)***
	(3.587)***

	ACSIZE
	+
	0.129
	0.124
	0.126

	
	
	(4.026)***
	(4.843)***
	(4.911)***

	ACMEETING
	+
	-0.036
	-0.037
	-0.037

	
	
	(-1.227)
	(-1.260)
	(-1.273)

	ACEXPERT (P)
	+
	0.011
	0.008
	0.004

	
	
	(0.287)
	(0.210)
	(0.117)

	BIG 4
	+
	0.009
	0.009
	0.010

	
	
	(0.325)
	(0.300)
	(0.335)

	OPINION
	+
	-0.029
	-0.030
	-0.030

	
	
	(-1.055)
	(-1.097)
	(-1.073)

	AUDIT TENURE
	+
	-0.016
	-0.015
	-0.013

	
	
	(-0.520)
	(-0.490)
	(-0.441)

	YEAR END
	+
	-0.022
	-0.022
	-0.023

	
	
	(-0.798)
	(-0.801)
	(-0.842)

	LOGNAS
	+
	0.112
	0.112
	0.113

	
	
	(3.724)***
	(3.724)***
	(3.746)***

	LOGASSETS
	+
	0.581
	0.590
	0.595

	
	
	(12.988)***
	(13.359)***
	(13.755)***

	LOGSUB
	+
	0.189
	0.187
	0.186

	
	
	(5.982)***
	(5.894)***
	(5.903)***

	RATIOINVENT
	+
	0.036
	0.036
	0.037

	
	
	(1.257)
	(1.280)
	(1.309)

	RATIORECEIVAB
	+
	0.133
	0.132
	0.133

	
	
	(3.530)***
	(3.503)***
	(3.512)***

	LEVERAGE
	+
	0.115
	0.116
	0.116

	
	
	(3.546)***
	(3.587)***
	(3.557)***

	INDUSTRIAL
	+
	0.073
	0.075
	0.077

	
	
	(1.237)
	(1.256)
	(1.292)

	TRADING
	+
	0.026
	0.026
	0.028

	
	
	(0.477)
	(0.478)
	(0.500)

	CONSUMER
	+
	-0.043
	-0.043
	-0.043

	
	
	(-0.829)
	(-0.842)
	(-0.839)

	PROPERTY
	+
	-0.067
	-0.068
	-0.068

	
	
	(-1.474)
	(-1.489)
	(-1.494)

	CONSTRUCTION
	+
	-0.005
	-0.003
	-0.003

	
	
	(-0.122)
	(-0.088)
	(-0.086)

	PLANTATIONS
	+
	-0.025
	-0.024
	-0.024

	
	
	(-0.658)
	(-0.627)
	(-0.642)

	N 
	
	746
	746
	746

	R
	
	0.678
	0.677
	0.678

	R²
	
	0.460
	0.459
	0.459

	Adjusted R²
	
	0.444
	0.443
	0.444

	F-stat
	
	29.322
	29.229
	29.297

	P-value
	 
	0
	0
	0


Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)*  levels.
Note: Variables are as defined in Table I in the Appendices section.
[bookmark: _Toc444595937][bookmark: _Toc463964601]
Table 5.14:Industry Effect on Earnings Management

	Variables 
	
	ACSGO
	ACPOL
	GOVSHARE

	
	
	3.763
	3.672
	3.704

	constant
	
	(1.774)***
	(1.548)***
	(1.661)***

	ACSGO (P)
	+/-
	-0.129
	
	

	
	
	(-3.733)***
	
	

	ACPOL (P)
	+/-
	
	-0.115
	

	
	
	
	(-3.382)***
	

	GOVSHARE
	+/-
	
	
	-0.012

	
	
	
	
	(-0.334)

	ACINDEP (P)
	+/-
	-0.122
	-0.118
	-0.119

	
	
	(-2.508)***
	(-2.443)***
	(-2.448)***

	ACSIZE
	+/-
	-0.053
	-0.056
	-0.057

	
	
	(-1.409)
	(-1.521)
	(-1.527)

	ACMEETING
	+/-
	-0.010
	-0.010
	-0.009

	
	
	(-1.264)***
	(-1.253)***
	(-1.238)***

	ACEXPERT (P)
	+/-
	-0.121
	-0.119
	-0.117

	
	
	(-2.496)***
	(-2.449)***
	(-2.404)***

	BIG 4
	+/-
	-0.120
	-0.121
	-0.020

	
	
	(-3.533)***
	(-3.561)***
	(-3.539)***

	OPINION
	+/-
	-0.039
	-0.038
	-0.039

	
	
	(-1.079)
	(-1.046)
	(-1.058)

	AUDIT TENURE
	+/-
	-0.014
	-0.017
	-0.016

	
	
	(-0.363)
	(-0.431)
	(-0.409)

	YEAR END
	+/-
	0.042
	0.042
	0.043

	
	
	(1.157)
	(1.149)
	(1.171)

	LOGNAS
	+/-
	0.010
	0.009
	0.009

	
	
	(0.253)
	(0.229)
	(0.240)

	LOGASSETS
	+/-
	0.097
	0.081
	0.085

	
	
	(1.652)
	(1.402)
	(1.502)

	LOGSUB
	+/-
	-0.024
	-0.024
	-0.022

	
	
	(-0.580)
	(-0.584)
	(-0.539)

	RATIOINVENT
	+/-
	-0.030
	-0.030
	-0.031

	
	
	(-0.800)
	(-0.801)
	(-0.824)

	RATIORECEIVAB
	+/-
	0.089
	0.090
	0.090

	
	
	(1.802)
	(1.816)
	(1.805)

	LEVERAGE
	+/-
	-0.158
	-0.158
	-0.159

	
	
	(-4.337)***
	(-4.307)***
	(-4.446)***

	INDUSTRIAL
	+/-
	-0.067
	-0.064
	-0.064

	
	
	(-0.859)
	(-0.826)
	(-0.829)

	TRADING
	+/-
	0.057
	0.059
	0.058

	
	
	(0.794)
	(0.810)
	(0.805)

	CONSUMER
	+/-
	-0.095
	-0.095
	-0.095

	
	
	(-1.407)
	(-1.405)
	(-1.400)

	PROPERTY
	+/-
	0.009
	0.010
	0.010

	
	
	(0.158)
	(0.176)
	(0.171)

	CONSTRUCTION
	+/-
	0.028
	0.027
	0.027

	
	
	(0.550)
	(0.529)
	(0.527)

	PLANTATIONS
	+/-
	-0.050
	-0.050
	-0.051

	
	
	(-1.022)
	(-1.099)
	(-1.031)

	N 
	
	746
	746
	746

	R
	
	0.364
	0.363
	0.363

	R²
	
	0.270
	0.269
	0.269

	Adjusted R²
	
	0.243
	0.242
	0.242

	F-stat
	
	9.577
	9.557
	9.555

	P-value
	 
	0
	0
	0


Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)*  levels.Note: variables are as defined in Table I in the Appendices section.
[bookmark: _Toc444595938]
[bookmark: _Toc463964602]Table 5.15:Additional Control for Audit Fees


	VARIABLES
	
	ACSGO
	ACPOL
	GOVSHARE

	 
	 
	2.870
	2.734
	2.751

	constant
	
	(4.525)***
	(4.285)***
	(4.454)***

	ACSGO (P)
	+
	0.125
	
	

	
	
	(3.851)***
	
	

	ACPOL (P)
	+
	
	0.171
	

	
	
	
	(3.234)***
	

	GOVSHARE
	+
	
	
	0.027

	
	
	
	
	(0.982)

	ACINDEP (P)
	+
	0.144
	0.146
	0.148

	
	
	(3.188)***
	(3.255)***
	(3.301)***

	ACSIZE
	+
	0.113
	0.109
	0.110

	
	
	(4.458)***
	(4.329)***
	(4.330)***

	ACMEETING
	+
	-0.031
	-0.032
	-0.032

	
	
	(-1.100)
	(-1.107)
	(-1.134)

	ACEXPERT (P)
	+
	0.020
	0.018
	0.015

	
	
	(0.555)
	(0.500)
	(0.398)

	BIG 4
	+
	0.016
	0.015
	0.017

	
	
	(0.566)
	(0.536)
	(0.585)

	OPINION
	+
	-0.026
	-0.027
	-0.026

	
	
	(-0.950)
	(-0.983)
	(-0.955)

	AUDIT TENURE
	+
	-0.005
	-0.003
	-0.003

	
	
	(-0.178)
	(-0.108)
	(-0.103)

	YEAR END
	+
	-0.020
	-0.020
	-0.021

	
	
	(-0.721)
	(-0.718)
	(-0.769)

	LOGNAS
	+
	0.104
	0.105
	0.105

	
	
	(3.530)***
	(3.545)***
	(3.552)***

	LOGASSETS
	+
	0.604
	0.616
	0.615

	
	
	(13.666)***
	(14.080)***
	(14.431)***

	LOGSUB
	+
	0.182
	0.182
	0.180

	
	
	(5.864)***
	(5.832)***
	(5.789)***

	RATIOINVENT
	+
	0.031
	0.031
	0.032

	
	
	(1.064)
	(1.082)
	(1.116)

	RATIORECEIVAB
	+
	0.110
	0.109
	0.109

	
	
	(2.976)***
	(2.950)***
	(2.958)***

	LEVERAGE
	+
	0.125
	0.124
	0.125

	
	
	(3.908)***
	(3.904)***
	(3.911)***

	LIQUIDITY
	+
	0.021
	0.023
	0.022

	
	
	(0.744)
	(0.801)
	(0.756)

	ROA
	+
	0.157
	0.159
	0.159

	
	
	(5.384)***
	(5.444)***
	(5.466)***

	N 
	
	746
	746
	746

	R
	
	0.691
	0.690
	0.691

	R²
	
	0.477
	0.477
	0.477

	Adjusted R²
	
	0.465
	0.464
	0.465

	F-stat
	
	39.071
	38.995
	39.098

	P-value
	 
	0
	0
	0


Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)*  levels.
Note: variables are as defined in Table I in the Appendices section.

[bookmark: _Toc444595939][bookmark: _Toc463964603]
Table 5.16:Additional Control for Earnings Management

	VARIABLES
	
	ACSGO
	ACPOL
	GOVSHARE

	 
	 
	3.230
	3.490
	3.600

	constant
	
	(1.790)***
	(1.530)***
	(1.612)***

	ACSGO (P)
	-
	-0.123
	
	

	
	
	(-3.194)***
	
	

	ACPOL (P)
	-
	
	-0.119
	

	
	
	
	(-3.053)***
	

	GOVSHARE
	-
	
	
	-0.013

	
	
	
	
	(-0.037)

	ACINDEP (P)
	-
	-0.113
(-2.388)***
	-0.113
(-2.333)***
	-0.114

	
	
	(-2.311)***
	(-2.333)***
	(-2.341)***

	ACSIZE
	-
	-0.042
	-0.044
	-0.046

	
	
	(-1.174)
	(-1.279)
	(-1.274)

	ACMEETING
	-
	-0.005
	-0.007
	-0.006

	
	
	(-1.189)***
	(-1.871)***
	(-1.873)***

	ACEXPERT (P)
	-
	-0.113
	-0.117
	-0.116

	
	
	(-2.410)***
	(-2.493)***
	(-2.410)***

	BIG 4
	-
	-0.122
	-0.123
	-0.122

	
	
	(-3.570)***
	(-3.608)***
	(-3.591)***

	OPINION
	-
	-0.041
	-0.042
	-0.041

	
	
	(-1.164)
	(-1.171)
	(-1.160)

	AUDIT TENURE
	-
	-0.011
	-0.014
	-0.012

	
	
	(-0.310)
	(-0.354)
	(0.331)

	YEAR END
	-
	0.041
	0.042
	0.041

	
	
	(1.149)
	(1.150)
	(1.124)

	LOGNAS
	+
	0.007
	0.007
	0.008

	
	
	(1.170)
	(1.165)
	(1.174)

	LOGASSETS
	-
	0.080
	0.082
	0.085

	
	
	(1.570)
	(1.607)
	(1.497)

	LOGSUB
	-
	-0.022
	-0.021
	-0.019

	
	
	(-0.450)
	(-0.499)
	(-0.451)

	RATIOINVENT
	-
	-0.033
	-0.032
	-0.033

	
	
	(-0.784)
	(-0.845)
	(-0.871)

	RATIORECEIVAB
	-
	0.080
	0.092
	0.091

	
	
	(1.842)
	(1.856)
	(1.864)

	LEVERAGE
	-
	-0.171
	-0.161
	-0.159

	
	
	(-4.510)***
	(-4.406)***
	(-4.400)***

	LIQUIDITY
	-
	-0.041
	-0.040
	-0.022

	
	
	(-1.620)
	(-1.701)
	(-0.756)

	ROA
	-
	-0.114
	-0.119
	-0.119

	
	
	(-2.384)***
	(-2.210)***
	(-2.219)***

	N 
	
	746
	746
	746

	R
	
	0.319
	0.318
	0.318

	R²
	
	0.251
	0.247
	0.247

	Adjusted R²
	
	0.228
	0.228
	0.227

	F-stat
	
	9.447
	9.426
	9.427

	P-value
	 
	0
	0
	0


Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)*  levels.
Note: variables are as defined in Table I in the Appendices section.


[bookmark: _Toc444595940][bookmark: _Toc463964604]Table 5.17:Measurement of New Variables for Audit Fees

	VARIABLES
	
	ACSGO
	ACPOL
	GOVSHARE

	 
	 
	3.290
	3.205
	3.186

	constant
	
	(5.301)***
	(5.117)***
	(5.083)***

	ACSGO (P)
	+
	0.137
	
	

	
	
	(3.292)***
	
	

	ACPOL (P)
	+
	
	0.110
	

	
	
	
	(3.352)***
	

	GOVSHARE
	+
	
	
	0.024

	
	
	
	
	(0.861)

	ACINDEP median
	+
	0.127
	0.129
	0.028

	
	
	(3.923)***
	(3.986)***
	(3.964)***

	ACSIZE
	+
	0.131
	0.125
	0.126

	
	
	(4.107)***
	(4.897)***
	(4.942)***

	ACMEETING median
	+
	0.043
	0.042
	0.042

	
	
	(1.540)
	(1.488)
	(1.486)

	ACEXPERT 1
	+
	-0.020
	-0.020
	 -0.019

	
	
	(-0.699)
	(-0.675)
	(-0.659)

	BIG 4
	+
	0.006
	0.005
	0.006

	
	
	(0.214)
	(0.177)
	(0.214)

	OPINION
	+
	-0.029
	-0.031
	-0.030

	
	
	(-1.036)
	(-1.104)
	(-1.082)

	AUDIT TENURE
	+
	-0.014
	-0.013
	-0.013

	
	
	(-0.491)
	(-0.477)
	(-0.481)

	YEAR END
	+
	-0.028
	-0.028
	-0.029

	
	
	(-1.008)
	(-1.016)
	(-1.061)

	LOGNAS
	+
	0.115
	0.116
	0.116

	
	
	(3.903)***
	(3.898)***
	(3.902)***

	LOGASSETS
	+
	0.573
	0.584
	0.585

	
	
	(12.890)***
	(13.287)***
	(13.303)***

	LOGSUB
	+
	0.185
	0.183
	0.182

	
	
	(5.894)***
	(5.800)***
	(5.758)***

	RATIOINVENT
	+
	0.038
	0.038
	0.039

	
	
	(1.322)
	(1.355)
	(1.388)

	RATIORECEIVAB
	+
	0.130
	0.129
	0.129

	
	
	(3.477)***
	(3.446)***
	(3.447)***

	LEVERAGE
	+
	0.121
	0.122
	0.122

	
	
	(3.757)***
	(3.798)***
	(3.799)***

	N 
	
	746
	746
	746

	R
	
	0.677
	0.676
	0.676

	R²
	
	0.458
	0.457
	0.457

	Adjusted R²
	
	0.447
	0.446
	0.445

	F-stat
	
	41.078
	40.908
	38.384

	P-value
	 
	0
	0
	0


Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)*  levels.
Note: variables are as defined in Table I in the Appendices section.



[bookmark: _Toc444595941][bookmark: _Toc463964605]Table 5.18:Measurement of New Variables for EM

	VARIABLES
	
	DV=EM
ACSGO
	
DV=EM
ACPOL
	DV=EM
ACSGO
with logAF
	DV=EM
ACPOL
with logAF

	constant 
	 
	3.203
(
	3.737
	3.914
	3.534

	
	
	(1.340)**
	(2.554)***
	(2.731)***
	(2.951)***

	ACSGO (P)
	+/-
	-0.165
	
	-0.123
(-3.088)***
	

	
	
	(-3.649)***
	
	
	

	ACPOL (P)
	+/-
	
	-0.108
(-3.180)***
	

	-0.111

	
	
	
	(3.180)***
	
	(-3.410)***

	ACINDEP median
	+/-
	-0.110
	-0.118
	-0.112
	-0.110

	
	
	(-3.245)***
	(-3.378)***
	(-2.299)***
	(2.263)***

	ACSIZE
	+/-
	-0.061
	-0.051
	-0.059
	-0.049

	
	
	(-1.631)
	(-1.378)
	(-1.571)
	(-1.335)

	ACMEETING median
	+/-
	-0.174
	-0.172
	-0.166
	-0.164

	
	
	(-3.958)***
	(-3.903)***
	(-3.765)***
	(-3.685)***

	ACEXPERT 1
	+/-
	-0.140
	-0.137
	-0.136
	-0.133

	
	
	(-2.953)***
	(-3.870)***
	(-3.863)***
	(-3.779)***

	BIG 4
	+/-
	-0.118
	-0.139
	-0.139
	-0.141

	
	
	(-3.482)***
	(-3.404)***
	(-3.302)***
	(-3.285)***

	OPINION
	+/-
	-0.018
	-0.015
	-0.021
	-0.019

	
	
	(-1.482)
	(-1.416)
	(-1.575)
	(-1.516)

	AUDIT TENURE
	+/-
	-0.008
	-0.005
	-0.007
	-0.004

	
	
	(-0.191)
	(-0.113)
	(-0.174)
	(-1.215)

	YEAR END
	+/-
	0.042
	0.042
	0.044
	0.044

	
	
	(1.159)
	(1.158)
	(1.214)
	(1.215)

	LOGNAS
	+/-
	-0.057
	-0.056
	-0.069
	-0.069

	
	
	(-1.452)
	(-1.429)
	(-1.742)
	(-1.727)

	LOGASSETS
	+/-
	0.252
	0.271
	0.230
030
	0.212

	
	
	(1.819)
	(1.202)
	(1.209)
	(1.777)

	LOGSUB
	+/-
	-0.059
	-0.054
	-0.056
	-0.539

	
	
	(-0.515)
	(-0.503)
	(-0.524)
	(-0.525)

	RATIOINVENT
	+/-
	-0.060
	-0.061
	-0.056
	-0.057

	
	
	(-1.612)
	(-1.632)
	(-1.510)
	(-1.524)

	RATIORECEIVAB
	+/-
	0.028
	0.026
	0.025
	0.033

	
	
	(1.853)
	(1.536)
	(1.582)
	(1.560)

	LEVERAGE
	+/-
	-0.121
	-0.104
	-0.106
	-0.118

	
	
	(-2.476)***
	(-2.804)***
	(-2.560)***
	(-2.607)***

	LOGAF
	
	
	
	-0.103
	-0.106

	
	
	
	
	(-2.088)**
	(-2.152)**

	N 
	
	746
	746
	746
	746

	R
	
	0.335
	0.327
	0.346
	0.340

	R²
	
	0.250
	0.251
	0.261
	0.257

	Adjusted R²
	
	0.230
	0.232
	0.240
	0.237

	F-stat
	
	7.833
	7.265
	7.235
	7.247

	P-value
	 
	0
	0
	0
	0


Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)*  levels.
Note: variables are as defined in Table I in the Appendices section.




[bookmark: _Toc444595942][bookmark: _Toc463964606]Table 5.19: Effect of Firm Size on Audit Fees
	
	
	
	ACSGO
	
	
	
	ACPOL
	
	
	
	GOVSHARE
	

	 
	Sign
	ALL
	SMALL
	LARGE
	 
	ALL
	SMALL
	LARGE
	 
	ALL
	SMALL
	LARGE

	constant
	
	3.292
	6.937
	0.152
	
	3.206
	6.911
	0.259
	
	3.148
	6.927
	0.308

	
	
	(5.153)***
	(5.295)***
	(0.129)***
	
	(4.955)***
	(5.273)***
	(0.218)***
	
	(4.998)***
	(5.282)***
	(0.267)***

	ACSGO
	
	0.136
	0.132
	0.133
	
	
	
	
	
	
	
	

	
	
	(3.216)***
	(3.632)***
	(3.763)***
	
	
	
	
	
	
	
	

	ACPOL
	
	
	
	
	
	0.139
	0.128
	0.104
	
	
	
	

	
	
	
	
	
	
	(3.314)***
	(3.548)***
	(3.190)***
	
	
	
	

	GOVSHARE
	+
	
	
	
	
	
	
	
	
	0.025
	0.003
	0.053

	
	
	
	
	
	
	
	
	
	
	(0.891)
	(0.055)
	(1.352)

	ACINDEP (P)
	+
	0.115
	0.104
	0.122
	
	0.117
	0.102
	0.126
	
	0.120
	0.105
	0.130

	
	
	(3.419)***
	(3.062)***
	(3.430)***
	
	(3.470)***
	(3.025)***
	(3.511)***
	
	(3.531)***
	(3.073)***
	(3.575)***

	ACSIZE
	+
	0.128
	0.150
	0.187
	
	0.122
	0.155
	0.181
	
	0.124
	0.151
	0.184

	
	
	(4.989)***
	(4.985)***
	(4.067)***
	
	(4.778)***
	(4.079)***
	(4.946)***
	
	(4.841)***
	(4.051)***
	(4.032)***

	ACMEETING
	+
	-0.033
	-0.074
	-0.012
	
	-0.034
	-0.075
	-0.012
	
	-0.035
	-0.075
	-0.012

	
	
	(-1.157)
	(-1.390)
	(-0.297)
	
	(-1.192)
	(-1.414)
	(-0.280)
	
	(-1.199)
	(-1.419)
	(-0.297)

	ACEXPERT (P)
	+
	0.011
	0.028
	0.011
	
	0.008
	0.022
	0.007
	
	0.004
	0.027
	0.001

	
	
	(0.299)
	(0.408)
	(0.209)
	
	(0.209)
	(0.322)
	(0.137)
	
	(0.119)
	(0.387)
	(0.998)

	BIG 4
	+
	0.007
	0.052
	0.051
	
	0.006
	0.054
	0.051
	
	0.007
	0.054
	0.054

	
	
	(0.256)
	(1.022)
	(1.250)
	
	(0.224)
	(1.067)
	(1.233)
	
	(0.259)
	(1.061)
	(1.311)

	OPINION
	+
	-0.032
	-0.087
	-0.023
	
	-0.033
	-0.088
	-0.021
	
	-0.032
	-0.088
	-0.023

	
	
	(-1.136)
	(-1.723)
	(-0.577)
	
	(-1.187)
	(-1.738)
	(-0.532)
	
	(-1.166)
	(-1.701)
	(-0.568)

	AUDIT TENURE
	+
	-0.016
	-0.087
	-0.006
	
	-0.015
	-0.032
	-0.005
	
	-0.013
	-0.036
	-0.003

	
	
	(-0.524)
	(-1.723)
	(-0.129)
	
	(-0.485)
	(-0.585)
	(-0.110)
	
	(-0.438)
	(-0.659)
	(-0.061)

	YEAR END
	+
	-0.025
	-0.088
	-0.010
	
	-0.025
	-0.086
	-0.008
	
	-0.026
	-0.086
	-0.005

	
	
	(-0.885)
	(-1.741)
	(-0.240)
	
	(-0.887)
	(-1.700)
	(-0.204)
	
	(-0.930)
	(-1.701)
	(-0.115)

	LOGNAS
	+
	0.114
	0.109
	0.124
	
	0.114
	0.109
	0.125
	
	0.114
	0.111
	0.128

	
	
	(3.752)***
	(2.088)***
	(2.899)***
	
	(3.750)***
	(2.096)***
	(2.906)***
	
	(3.768)***
	(2.120)***
	(2.976)***

	LOGASSETS
	+
	0.578
	0.213
	0.584
	
	0.589
	0.216
	0.598
	
	0.593
	0.215
	0.600

	
	
	(12.894)***
	(3.677)***
	(9.810)***
	
	(13.282)***
	(3.722)***
	(10.181)***
	
	(13.661)***
	(3.706)***
	(10.525)***

	LOGSUB
	+
	0.188
	0.172
	0.217
	
	0.185
	0.176
	0.215
	
	0.185
	0.172
	0.214

	
	
	(5.953)***
	(3.411)***
	(9.857)***
	
	(5.863)***
	(3.422)***
	(4.904)***
	
	(5.874)***
	(3.392)***
	(0.488)***

	RATIOINVENT
	+
	0.037
	0.073
	0.032
	
	0.038
	0.067
	0.029
	
	0.039
	0.069
	0.031

	
	
	(1.316)
	(1.274)
	(1.798)
	
	(1.340)
	(1.180)
	(0.734)
	
	(1.366)
	(1.218)
	(0.770)

	RATIORECEIVAB
	+
	0.132
	0.154
	0.181
	
	0.131
	0.156
	0.181
	
	0.131
	0.155
	0.181

	
	
	(3.504)***
	(3.018)***
	(3.469)***
	
	(3.476)***
	(3.045)***
	(3.465)***
	
	(3.490)***
	(3.024)***
	(3.473)***

	LEVERAGE
	+
	0.107
	0.136
	0.130
	
	0.106
	0.136
	0.129
	
	0.104
	0.138
	0.130

	
	
	(3.232)***
	(3.733)***
	(3.746)***
	
	(3.210)***
	(3.721)***
	(3.734)***
	
	(3.139)***
	(3.754)***
	(3.757)***

	N 
	
	746
	367
	379
	
	746
	367
	379
	
	746
	367
	379

	R
	
	0.675
	0.576
	0.669
	
	0.674
	0.586
	0.668
	
	0.675
	0.585
	0.670

	R²
	
	0.456
	0.449
	0.447
	
	0.455
	0.349
	0.447
	
	0.455
	0.448
	0.449

	Adjusted R²
	
	0.445
	0.411
	0.425
	
	0.444
	0.412
	0.424
	
	0.444
	0.412
	0.427

	F-stat
	
	40.765
	38.100
	19.592
	
	40.597
	40.903
	19.523
	
	40.681
	38.07
	19.742

	P-value
	 
	0
	0
	0
	 
	0
	0
	0
	 
	0
	0
	0


Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)*  levels.
[bookmark: _Toc444595943]Note: variables are as defined in Table I in the Appendices section.


[bookmark: _Toc463964607]Table 5.20:Effect of Firm Size on Earnings Management
	 
	Sign
	ALL
	SMALL
	LARGE
	 
	ALL
	SMALL
	LARGE
	 
	ALL
	SMALL
	LARGE

	constant
	
	3.237
	6.342
	0.148
	
	3.689
	6.302
	0.144
	
	3.716
	6.302
	0.137

	
	
	(1.809)***
	(5.310)***
	(0.270)***
	
	(1.603)***
	(5.241)***
	(0.241)***
	
	(1.710)***
	(5.241)***
	(0.360)***

	ACSGO
	-
	-0.125
	-0.127
	-0.187
	
	
	
	
	
	
	
	

	
	
	(-3.195)***
	(-3.180)***
	(-3.940)***
	
	
	
	
	
	
	
	

	ACPOL
	-
	
	
	
	
	-0.113
	-0.126
	-0.194
	
	
	
	

	
	
	
	
	
	
	(-3.053)***
	(-3.167)***
	(-3.960)***
	
	
	
	

	GOVSHARE
	-
	
	
	
	
	
	
	
	
	-0.012
	-0.010
	-0.005

	
	
	
	
	
	
	
	
	
	
	(-0.336)
	(-0.416)
	(-0.162)

	ACINDEP (P)
	-
	-0.116
	-0.127
	-0.130
	
	-0.113
	-0.125
	-0.129
	
	-0.113
	-0.122
	-0.130

	
	
	(-2.388)***
	(-2.801)***
	(-3.201)***
	
	(-2.333)***
	(-2.179)***
	(-2.187)***
	
	(-2.332)***
	(-2.150)***
	(-2.160)***

	ACSIZE
	-
	-0.044
	-0.048
	-0.084
	
	-0.048
	-0.045
	-0.086
	
	-0.048
	-0.057
	-0.090

	
	
	(-1.179)
	(-1.160)
	(-1.189)
	
	(-1.279)
	(-1.159)
	(-1.192)
	
	(-1.282)
	(-1.647)
	(-1.186)

	ACMEETING
	-
	-0.007
	-0.011
	-0.012
	
	-0.007
	-0.010
	-0.011
	
	-0.007
	-0.016
	-0.010

	
	
	(-1.191)***
	(-1.164)***
	(-1.297)***
	
	(-1.871)***
	(-1.165)***
	(-1.310)***
	
	(-1.872)***
	(-1.170)***
	(-1.297)***

	ACEXPERT (P)
	-
	-0.119
	-0.127
	-0.184
	
	-0.117
	-0.129
	-0.185
	
	-0.115
	-0.137
	-0.180

	
	
	(-2.434)***
	(-2.360)***
	(-2.645)***
	
	(-2.393)***
	(-2.359)***
	(-2.650)***
	
	(-2.349)***
	(-2.471)***
	(-2.555)***

	BIG 4
	-
	-0.122
	-0.135
	-0.153
	
	-0.123
	-0.130
	-0.162
	
	-0.122
	-0.127
	-0.160

	
	
	(-3.582)***
	(-3.604)***
	(-3.250)***
	
	(-3.608)***
	(-3.581)***
	(-3.470)***
	
	(-3.588)***
	(-3.603)***
	(-3.450)***

	OPINION
	-
	-0.043
	-0.062
	-0.021
	
	-0.042
	-0.063
	-0.032
	
	-0.043
	-0.072
	-0.028

	
	
	(-1.180)
	(-1.603)
	(-1.407)
	
	(-1.151)
	(-1.604)
	(-1.580)
	
	(-1.163)
	(-1.610)
	(-1.560)

	AUDIT TENURE
	-
	-0.012
	-0.017
	-0.005
	
	-0.014
	-0.019
	-0.004
	
	-0.013
	-0.018
	-0.003

	
	
	(-0.294)
	(-0.223)
	(-0.118)
	
	(-0.354)
	(-0.225)
	(-0.120)
	
	(-0.336)
	(-0.260)
	(-0.119)

	YEAR END
	-
	0.042
	0.037
	0.013
	
	0.042
	0.034
	0.017
	
	0.043
	0.030
	0.016

	
	
	(1.153)
	(1.112)
	(0.320)
	
	(1.150)
	(1.108)
	(0.324)
	
	(1.169)
	(1.112)
	(1.210)

	LOGNAS
	+
	-0.008
	-0.004
	-0.007
	
	-0.007
	-0.006
	-0.006
	
	-0.007
	-0.005
	-0.010

	
	
	(-1.189)
	(-1.179)
	(-1.160)
	
	(-1.165)
	(-1.181)
	(-1.159)
	
	(-1.174)
	(-1.190)
	(-1.178)

	LOGASSETS
	-
-
	-0.096
	-0.087
	-0.074
	
	-0.082
	-0.085
	-0.072
	
	0.085
	0.072
	0.076

	
	
	(-1.622)
	(-1.504)
	(-1.784)
	
	(-1.407)
	(-1.492)
	(-1.764)
	
	(1.497)
	(1.512)
	(1.780)

	LOGSUB
	-
	-0.021
	-0.031
	-0.047
	
	-0.021
	-0.031
	-0.048
	
	-0.019
	-0.030
	-0.049

	
	
	(-0.496)
	(-0.357)
	(-0.420)
	
	(-0.499)
	(-0.356)
	(-0.460)
	
	(-0.458)
	(-0.370)
	(-0.461)

	RATIOINVENT
	-
	0.032
	0.051
	0.032
	
	0.032
	0.055
	0.028
	
	0.033
	0.060
	0.024

	
	
	(0.842)
	(0.702)
	(0.798)
	
	(0.845)
	(0.690)
	(0.786)
	
	(0.866)
	(0.720)
	(0.746)

	RATIORECEIVAB
	-
	0.091
	0.087
	-0.097
	
	-0.092
	-0.085
	-0.085
	
	-0.092
	-0.090
	-0.080

	
	
	(-1.846)
	(-1.706)
	(-1.802)
	
	(-1.856)
	(-1.701)
	(-1.814)
	
	(-1.857)
	(-1.694)
	(-1.801)

	LEVERAGE
	-
	-0.161
	-0.197
	-0.189
	
	-0.161
	-0.194
	-0.194
	
	-0.161
	-0.197
	-0.190

	
	
	(-4.434)***
	(-4.278)***
	(-4.105)***
	
	(-4.406)***
	(-4.281)***
	(-4.110)***
	
	(-4.438)***
	(-4.301)***
	(-4.220)***

	N 
	
	746
	367
	379
	
	746
	367
	379
	
	746
	367
	379

	R
	
	0.319
	0.330
	0.269
	
	0.318
	0.333
	0.299
	
	0.318
	0.321
	0.280

	R²
	
	0.251
	0.270
	0.247
	
	0.247
	0.280
	0.250
	
	0.247
	0.279
	0.262

	Adjusted R²
	
	0.228
	0.211
	0.225
	
	0.228
	0.223
	0.230
	
	0.228
	0.240
	0.234

	F-stat
	
	9.447
	9.412
	9.592
	
	9.426
	9.378
	9.841
	
	9.427
	9.540
	9.725

	P-value
	 
	0
	0
	0
	 
	0
	0
	0
	 
	0
	0
	0


Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)*  level.Note: Variables are as defined in Table I in the Appendices section.


[bookmark: _Toc444595944][bookmark: _Toc463964608]Table 5.21:High and Low ACSGO (N=418)
	
	High
	(N=294)
	Low
	(N=124)
	

	Panel
	Mean
	Std Dev
	Mean 
	Std Dev
	T-test /Chi-square

	Panel A: Auditors Fee
	
	
	
	
	

	LOGAF
	12.284
	1.016
	12.180
	1.012
	11.207**

	LNAF
	7.048
	5.082
	6.801
	5.201
	9.807*

	Panel B: AC
	
	
	
	
	

	ACINDEP
	0.790
	0.250
	0.749
	0.230
	5.470**

	ACSIZE
	3.560
	0.717
	3.470
	0.710
	0.310

	ACMEETING
	5.500
	1.408
	5.470
	1.390
	0.230

	ACEXPERT
	0.691
	0.273
	0.658
	0.264
	4.807**

	Panel C: Firmmeasures
	
	
	
	
	

	BIG 4
	0.710
	0.472
	0.700
	0.445
	2.001**

	AUDITOPINION
	0.079
	0.320
	0.068
	0.301
	0.580

	AUDITTENURE
	4.850
	1.632
	4.790
	1.580
	1.370

	YEAR END
	0.580
	0.482
	0.560
	0.472
	1.210

	LOGSUB
	2.480
	0.870
	2.320
	0.864
	3.270**

	LOGASSETS
	19.870
	1.520
	19.630
	1.420
	12.110**

	RATIORECEIVABLES
	0.141
	0.129
	0.134
	0.117
	2.287**

	RATIOINVENTORY
	0.142
	0.132
	0.138
	0.123
	1.244

	LEVERAGE
	0.310
	0.190
	0.290
	0.111
	2.114**


**p < 0.05: © Chi-square tests for dichotomous variables; t-tests for other variables.

Note: This table reports the comparative descriptive statistics when the study splits the ACSGO sample into high and low levels of political connections. The researcher codes a firm as high ACSGO= a dummy variable, coded 1 if a firm’s ACSGO is the 75th percentile and above, 0 if otherwise.







[bookmark: _Toc444595945][bookmark: _Toc463964609]Table 5.22:High and Low ACPOL (N=188)
	
	High
	(N=108)
	Low
	(N=80)
	

	Panel
	Mean
	Std Dev
	Mean 
	Std Dev
	T-test /Chi-square

	Panel A: Auditors Fee
	12.290
	1.014
	12.170
	1.040
	11.310**

	LOGAF
	7.052
	5.100
	6.720
	5.210
	9.704*

	LNAF
	
	
	
	
	

	Panel B: AC
	
	
	
	
	

	ACINDEP
	0.787
	0.247
	0.750
	0.220
	5.440**

	ACSIZE
	3.551
	0.704
	3.469
	0.720
	0.390**

	ACMEETING
	5.460
	1.380
	5.410
	1.350
	0.229

	ACEXPERT
	0.710
	0.274
	0.640
	0.270
	4.760**

	Panel C: Firm measures
	
	
	
	
	

	BIG 4
	0.690
	0.460
	0.681
	0.430
	2.112**

	AUDITOPINION
	0.080
	0.330
	0.072
	0.210
	0.567

	AUDITTENURE
	4.910
	1.710
	4.690
	1.420
	1.290

	YEAR END
	0.570
	0.490
	0.540
	0.460
	1.310

	LOGSUB
	2.490
	0.880
	2.280
	0.870
	3.290**

	LOGASSETS
	19.860
	1.480
	19.580
	1.370
	12.240**

	RATIORECEIVABLES
	0.139
	0.128
	0.132
	0.114
	2.279**

	RATIOINVENTORY
	0.141
	0.130
	0.140
	0.127
	1.251

	LEVERAGE
	0.290
	0.180
	0.281
	0.104
	2.140**


**p < 0.05: © Chi-square tests for dichotomous variables; t-tests for other variables.

Note: This table reports the comparative descriptive statistics when the study splits the ACPOL sample into high and low levels of political connections. The researcher codes a firm as high ACPOL= a dummy variable, coded 1 if a firm’s ACPOL is at the 75th percentile and above, 0 if otherwise.









[bookmark: _Toc444595946][bookmark: _Toc463964610]Table 5.23:Effect of High and Low ACSGO and ACPOL on AF and EM

	Variables
	
	DV=AF
	DV=AF
	DV=EM
	DV=EM
	DV=EM with LOGAF
	DV=EM with LOGAF

	 
	 
	3.004
	2.332
	3.239
	3.189
	3.645
	3.211

	constant
	
	(3.451)***
	(3.242)***
	(1.211)**
	(1.103)***
	(2.001)***
	(1.710)***

	HIGH ACSGO DUMMY
	+/-
	0.181
	
	-0.180
	
	-0.181
	

	
	
	(5.480)***
	
	(-4.207)***
	
	(-4.007)***
	

	HIGH ACPOL DUMMY
	+/-
	
	0.116
	
	-0.121
	
	-0.103

	
	
	
	(2.086)***
	
	(-3.214)***
	
	(-3.214)***

	ACINDEP (P)
	+/-
	0.127
	0.110
	-0.106
	-0.100
	-0.116
	-0.113

	
	
	(3.510)***
	(3.215)***
	(-2.471)***
	(-2.333)***
	(-2.465)***
	(-2.320)***

	ACSIZE
	+/-
	0.132
	0.101
	-0.038
	-0.030
	-0.048
	-0.044

	
	
	(3.103)***
	(2.941)***
	(-1.161)
	(-1.154)
	(-1.304)
	(-1.290)

	ACMEETING
	+/-
	-0.031
	-0.016
	-0.008
	-0.007
	-0.010
	-0.004

	
	
	(-1.107)
	(-1.041)
	(-1.702)***
	(-1.671)***
	(-1.310)***
	(-1.124)***

	ACEXPERT (P)
	+/-
	0.012
	0.001
	-0.122
	-0.117
	-0.121
	-0.114

	
	
	(0.310)
	(0.152)
	(-3.304)***
	(-2.121)***
	(-3.300)***
	(-2.115)***

	BIG 4
	+/-
	0.010
	0.001
	-0.165
	-0.123
	-0.140
	-0.122

	
	
	(0.274)
	(0.141)
	(-2.701)***
	(-3.608)***
	(-3.600)***
	(-3.610)***

	OPINION
	+/-
	-0.030
	-0.027
	-0.041
	-0.039
	-0.039
	-0.028

	
	
	(-0.825)
	(-1.114)
	(-0.380)
	(-0.412)
	(-1.374)
	(-1.004)

	AUDIT TENURE
	+/-
	-0.011
	-0.012
	-0.003
	-0.001
	-0.004
	-0.001

	
	
	(-0.266)
	(-0.321)
	(-0.214)
	(-0.154)
	(-0.292)
	(-0.155)

	YEAR END
	+/-
	-0.043
	-0.020
	0.010
	0.009
	0.014
	0.008

	
	
	(-1.187)
	(-0.620)
	(1.751)
	(1.150)
	(1.890)
	(1.149)

	LOGNAS
	-/+
	0.139
	0.111
	0.010
	0.007
	0.007
	0.005

	
	
	(3.522)***
	(3.210)***
	(1.850)
	(1.129)
	(1.277)
	(1.100)

	LOGASSETS
	+/-
	0.623
	0.232
	0.016
	0.013
	0.027
	0.014

	
	
	(10.675)***
	(9.282)***
	(1.969)
	(1.131)
	(1.277)
	(1.129)

	LOGSUB
	+/-
	0.162
	0.121
	-0.023
	-0.020
	-0.035
	-0.022

	
	
	(3.895)***
	(3.412)***
	(-0.724)
	(-0.851)
	(-0.718)
	(-0.810)

	RATIOINVENT
	+/-
	0.088
	0.038
	-0.010
	-0.009
	-0.039
	-0.024

	
	
	(1.783)
	(1.340)
	(-1.021)
	(-0.730)
	(-1.002)
	(-0.844)

	RATIOREC
	+/-
	0.117
	0.104
	0.087
	0.081
	0.089
	0.079

	
	
	(3.207)***
	(3.150)***
	(1.245)
	(1.242)
	(1.580)
	(1.240)

	LEVERAGE
	+/-
	0.164
	0.105
	-0.107
	-0.103
	-0.118
	-0.100

	
	
	(3.817)***
	(3.210)***
	(-2.512)***
	(-2.302)***
	(-3.266)***
	(-2.416)***

	LOGAF
	+/-
	
	
	
	
	-0.182
(-2.666)***
	-0.161
(-2.223)***

	N 
	
	418
	188
	418
	188
	418
	188

	R
	
	0.708
	0.712
	0.395
	0.386
	0.395
	0.386

	R²
	
	0.501
	0.481
	0.291
	0.281
	0.291
	0.282

	Adjusted R²
	
	0.485
	0.445
	0.290
	0.279
	0.290
	0.279

	F-stat
	
	31.219
	25.926
	9.281
	9.255
	9.293
	9.263

	P-value
	 
	0
	0
	0
	0
	0
	0


Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)* levels. Note: variables are as defined in Table I in the Appendices section.
[bookmark: _Toc444595868][bookmark: _Toc463966061]5.8	Controlling for Endogeneity Issues
There are limitations to the audit fee regression analysis in that political connection and audit fees are potentially endogenously determined. This can be explained as the possibility that some unobserved determinants of audit fees might explain political connections, leading to biased ordinary least square (OLS) estimates. The current study tries to overcome endogeneity issues by using an instrumental variable approach (two stage test).
The instrumental variables approach requires the study to specify at least one exogenous variable (i.e. instrument) that determines political connections but is generally unrelated to audit fees. The study utilizes one instrumental variable, which is the location of the company’s headquarters. This method is follows Houston et al. (2014),with the assumption that the company’s geographic location affects its ability to attract politically connected members for its audit committee, but does not have a direct influence on the audit fees charged by the auditor. The study uses a measure of 1 if the company’s headquarters is located in Kuala Lumpur, and 0 if otherwise. The choice of this instrument is justified by companies located in Kuala Lumpur having more opportunities to approach politicians and, in addition to that, politicians are likely to prefer working in a city where they have already built up major social and political networks. Secondly, the study argues that this instrument should not be conceptually related to the audit fees. The main insight here is that the geographic locations of the headquarters of companies are predetermined and are unlikely to affect the audit fees charged. In summary, the identification assumption is that audit fees are not directly related to companies’ geographic locations.
Firstly, the study conducts a two-stage instrumental variables test. The study estimates a first stage regression, in which the dependent variable is one of the audit committee political connections measures and the independent variables include the instrument variable that the study selected earlier (LOCATION), as well as the control variables from the main equation, the audit fee model. Then, in the second stage, the audit fee model, the study uses the predicted coefficients for the political connections variables from the first stage regression to measure political connections.
Table 5.24reports the results of the endogeneity test using first-stage F-tests to detect the presence of weak instrument problems and further reports over-identification tests along with Hausman tests, because this test ‘is not valid if the over-identifying restrictions test rejects the appropriateness of the instruments’. The results of the Hausman tests are all significant at the one per cent level, verifying the existence of an endogeneity problem and the appropriateness of the instrumental variables estimations (Larcker and Rusticus 2010). In the first stage of this test the study identifies one instrumental variable, namely LOCATION (a measure of 1 if the company’s headquarters is located in Kuala Lumpur, and 0 if otherwise). The results from the first-stage model show that the coefficient of the instrumental variables is significant at the conventional level of 1%. The coefficient for LOCATION is significantly positive, suggesting that the likelihood of having political connections is increased for firms whose headquarters are located in Kuala Lumpur, Malaysia.
Furthermore, Table 5.25 reports the second stage results of this instrumental variable test for audit fees. Both of the measures of predicted political connections, ACSGO and ACPOL, remain significantly positive associated with audit fees at the one per cent level. The other variables remained unchanged. Thus, after taking into consideration the endogeneity of audit fees and political connections, the study continues to find evidence that, when there is a politically connected audit committee in a company, it tends to pay higher audit fees. Similarly, Table 5.26 illustrates the second stage results of the instrumental variables test for earnings management. The results of the second-stage show that the effect of political connections on earnings management remains significantly negative across all of the different measures of corporate political connectedness, namely ACSGO and ACPOL, while GOVSHARE remains insignificant, similar to the main findings. This suggests that the results are robust to the potential issue of endogeneity.


[bookmark: _Toc444595947][bookmark: _Toc463964611]Table 5.24:First Stage (1SLS) – Probability of Establishing Political Connections, Test for Endogeneity (DV=PCON)



	VARIABLES
	
	ACSGO
	ACPOL
	GOVSHARE

	 
	 
	3.120
	3.845
	3.619

	Constant
	
	(5.282)***
	(5.082)***
	(5.471)***

	LOCATION
	+
	0.846
	0.781
	0.163

	
	
	(7.840)***
	(6.920)***
	(4.990)**

	ACINDEP (P)
	+
	0.117
	0.114
	0.149

	
	
	(3.419)***
	(3.201)***
	(3.924)***

	ACSIZE
	+
	0.126
	0.114
	0.152

	
	
	(4.214)***
	(4.441)***
	(4.810)***

	ACMEETING
	+
	-0.037
	-0.034
	-0.045

	
	
	(-1.131)
	(-1.301)
	(-1.190)

	ACEXPERT (P)
	+
	0.014
	0.012
	0.048

	
	
	(0.318)
	(0.271)
	(0.710)

	BIG 4
	+
	0.004
	0.007
	0.028

	
	
	(0.254)
	(0.261)
	(0.670)

	OPINION
	+
	-0.037
	-0.029
	-0.018

	
	
	(-1.132)
	(-1.148)
	(-0.550)

	AUDIT TENURE
	+
	-0.018
	-0.026
	-0.003

	
	
	(-0.480)
	(-0.764)
	(-0.031)

	YEAR END
	+
	-0.022
	-0.031
	-0.034

	
	
	(-0.790)
	(-0.871)
	(-1.154)

	LOGNAS
	+
	0.112
	0.124
	0.132

	
	
	(3.813)***
	(3.490)***
	(3.390)***

	LOGASSETS
	+
	0.601
	0.550
	0.624

	
	
	(12.842)***
	(9.720)***
	(11.260)***

	LOGSUB
	+
	0.171
	0.174
	0.157

	
	
	(5.845)***
	(5.214)***
	(3.810)***

	RATIOINVENT
	+
	0.042
	0.051
	0.062

	
	
	(1.395)
	(1.490)
	(1.570)

	RATIORECEIVAB
	+
	0.131
	0.142
	0.133

	
	
	(3.489)***
	(3.537)***
	(3.120)***

	LEVERAGE
	+
	0.117
	0.197
	0.117

	
	
	(3.760)***
	(3.410)***
	(3.425)***

	N 
	
	746
	746
	746


	Adjusted R² 

	
	0.230
	0.240
	0.230


[bookmark: OLE_LINK4][bookmark: OLE_LINK5]Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)* levels.
Note: variables are as defined in Table I in the Appendices section.




[bookmark: _Toc444595948][bookmark: _Toc463964612]Table 5.25: Second Stage (2SLS) – Political Connections and Audit Fees, Test for Endogeneity (DV=AF)



	VARIABLES
	
	ACSGO
	ACPOL
	GOVSHARE

	 
	 
	3.313
	3.856
	2.819

	Constant
	
	(5.266)***
	(4.531)***
	(3.418)***

	ACSGO (P)
	+
	0.136
	
	

	
	
	(3.204)***
	
	

	ACPOL (P)
	+
	
	0.139
	

	
	
	
	(3.176)***
	

	GOVSHARE
	+
	
	
	0.460

	
	
	
	
	(0.887)

	ACINDEP (P)
	+
	0.114
	0.117
	0.151

	
	
	(3.372)***
	(3.174)***
	(3.879)***

	ACSIZE
	+
	0.128
	0.115
	0.146

	
	
	(4.995)***
	(4.509)***
	(4.799)***

	ACMEETING
	+
	-0.032
	-0.037
	-0.041

	
	
	(-1.121)
	(-1.251)
	(-1.187)

	ACEXPERT (P)
	+
	0.012
	0.010
	0.052

	
	
	(0.338)
	(0.258)
	(0.640)

	BIG 4
	+
	0.007
	0.008
	0.027

	
	
	(0.242)
	(0.275)
	(0.656)

	OPINION
	+
	-0.032
	-0.032
	-0.019

	
	
	(-1.146)
	(-1.152)
	(-0.546)

	AUDIT TENURE
	+
	-0.017
	-0.027
	-0.001

	
	
	(-0.560)
	(-0.842)
	(-0.029)

	YEAR END
	+
	-0.025
	-0.026
	-0.049

	
	
	(-0.895)
	(-0.925)
	(-1.163)

	LOGNAS
	+
	0.113
	0.109
	0.119

	
	
	(3.766)***
	(3.530)***
	(3.380)***

	LOGASSETS
	+
	0.577
	0.548
	0.614

	
	
	(12.939)***
	(9.653)***
	(10.896)***

	LOGSUB
	+
	0.187
	0.173
	0.164

	
	
	(5.956)***
	(5.169)***
	(3.721)***

	RATIOINVENT
	+
	0.037
	0.040
	0.057

	
	
	(1.299)
	(1.403)
	(1.441)

	RATIORECEIVAB
	+
	0.132
	0.130
	0.134

	
	
	(3.525)***
	(3.415)***
	(3.088)***

	LEVERAGE
	+
	0.119
	0.190
	0.114

	
	
	(3.687)***
	(3.322)***
	(3.445)***

	N 
	
	746
	746
	746

	Adjusted R²
	
	0.445
	0.438
	0.372

	Overidentifcations test (p-value)
	
	0.235
	0.261
	0.243

	Hausman test
	
	0
	0
	0

	1ststage P-value
	 
	0
	0
	0


Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)*  levels.
Note: variables are as defined in Table I in the Appendices section.




[bookmark: _Toc444595949][bookmark: _Toc463964613]Table 5.26:Second Stage (2SLS) – Political Connections and Earnings Management, Test for Endogeneity (DV=EM)


	VARIABLES
	
	ACSGO
	ACPOL
	GOVSHARE

	 
	 
	4.114
	3.946
	3.480

	Constant
	
	(5.293)**
	(4.201)***
	(4.610)***

	ACSGO (P)
	-
	-0.164
	
	

	
	
	(-3.629)***
	
	

	ACPOL (P)
	-
	
	-0.206
	

	
	
	
	(-4.350)***
	

	GOVSHARE
	-
	
	
	-0.021

	
	
	
	
	(-0.830)

	ACINDEP (P)
	-
	-0.117
	-0.129
	-0.143

	
	
	(-3.167)***
	(-3.012)***
	(-3.701)***

	ACSIZE
	-
	-0.006
	-0.034
	-0.012

	
	
	(-1.767)
	(-0.619)
	(-0.450)

	ACMEETING
	-
	-0.130
	-0.148
	-0.126

	
	
	(-3.250)***
	(-3.815)***
	(-3.216)***

	ACEXPERT (P)
	-
	-0.1640
	-0.150
	-0.170

	
	
	(-3.267)**
	(-1.819)***
	(-1.480)***

	BIG 4
	-
	-0.156
	-0.142
	-0.145

	
	
	(-3.464)***
	(-3.330)***
	(-3.187)***

	OPINION
	-
	-0.057
	-0.022
	-0.026

	
	
	(-1.282)
	(-1.290)
	(-1.130)

	AUDIT TENURE
	-
	-0.003
	-0.005
	-0.015

	
	
	(-0.083)
	(-0.062)
	(-0.320)

	YEAR END
	-
	0.035
	0.047
	0.031

	
	
	(0.644)
	(0.894)
	(0.790)

	LOGNAS
	+
	0.051
	0.063
	0.071

	
	
	(1.282)
	(0.820)
	(0.690)

	LOGASSETS
	-
	0.050
	0.041
	0.090

	
	
	(1.845
)
	(1.974)
	(1.648)

	LOGSUB
	-
	-0.061
	-0.059
	-0.063

	
	
	(-1.607)
	(-1.106)
	(-1.151)

	RATIOINVENT
	-
	-0.050
	-0.032
	-0.048

	
	
	(-1.502)
	(-1.480)
	(-2.101)

	RATIORECEIVAB
	-
	0.021
	0.019
	0.015

	
	
	(1.503)
	(1.170)
	(1.145)

	LEVERAGE
	-
	-0.121
	-0.182
	-0.193

	
	
	(-2.449)***
	(-3.480)***
	(-3.560)***

	N 
	
	746
	746
	746

	Adjusted R²
	
	0.230
	   0.232
	0.222

	Overidentifcations test (p-value)
	
	0.353
	0.708
	0.332

	Hausman test
	
	0
	0
	0

	1ststage P-value
	 
	0
	0
	0


Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)*  level. Note: variables are as defined in Table I in the Appendices section.



[bookmark: _Toc436299201][bookmark: _Toc437266807][bookmark: _Toc444595869][bookmark: _Toc463966062]5.9	Discussion and Conclusions
The findings in general support agency theory and resource dependence theory, as discussed in Chapter Four of the thesis. The findings report that audit committees play a significant monitoring role in reducing agency problems, and having reputational capital leads them to be extra vigilant and to demand greater effort from external auditors. This is because this research uses both theoretical frameworks to examine the impact of political connections on independence, diligence, and financial expertise of individual audit committees as monitoring tools and in providing external resources to firms. Prior studies on the relationship between audit fees and earnings management for politically connected companies have been inconclusive and provide conflicting results. This study examines the relationship between audit committees which are politically connected (via senior government officers and politicians), corporate governance and audit fees. The findings support the first hypothesis (H1), that there is a positive relationship between audit committees with senior government officers and audit fees, and the second hypothesis (H2), that there is a positive relationship between audit committees with politicians and audit fees. Meanwhile, for the third hypothesis (H3), the findings show no evidence of a relationship linking government shares with audit fees and earnings management. The other characteristics of audit committees somehow provide inconsistent results with audit fees, except for audit committee independence and audit committee size. The control variables are significant in the predicted directions, except for ratio of inventory, which has a positive and insignificant relation with audit fees. The audit fees and earnings management models are robust to the various model specifications including the effect of client size, new measurements of the variables and additional control variables. 
For the primary findings, audit committees with senior government officers and audit committees with politicians have positive and significant relationships with audit fees. The justification is that audit committees which are politically connected (with senior government officers or politicians) may have greater incentives to obscure financial statements in order to hide politically activities or in order to protect their political benefits. This may lead to an auditor perspective that predicts a higher risk associated with auditing politically connected clients. Audit risk determines audit effort through audit fees. Thus, this determines that higher audit fees are charged to politically connected clients, as they are willing to pay higher fees in demanding greater effort (Gul 2006). Moreover, the study includes earnings management as one of the alternatives for dependent variables and has tested this on regression models. The findings show that audit committees with senior government officers and politicians are negatively related with discretionary accruals, which is consistent with the primary findings. This is consistent with the arguments, supported by resource dependence theory that politically connected audit committees provide external resources and reduce uncertainty which help connected firms to improve their financial performances and reduce their incentives to misreport earnings. Another justification is that politically connected companies are less likely to fail as they have higher chances of guarantees and of being rescued by the government in case of any financial distress. Thus, an audit committee with a senior government officer or a politician plays a greater monitoring role due to their reputation capital, which will help to reduce earnings management activities. The earnings management result is consistent with prior studies, as firms paying higher audit fees are likely to be associated with greater audit effort, therefore minimising earnings management activities due to their concerns that such actions may be discovered by the extensive auditor effort. This proposition is consistent with the prior evidence documented by Caramanis and Lennox (2008), who suggest a negative relationship between audit hours (audit effort) and earnings management.
Unlike politically connected audit committees, the result for government share ownership is somewhat surprising, as the findings show no evidence of a relationship between government shares and audit fees and earnings management. This result provides fresh insights and additional evidence for prior findings, as government share ownership is not the only ‘helping hand’ that provides political support and that has both motives and expertise to monitor managers of public listed companies in providing strategic advice, as evidenced by Fan and Wong (2005) and Hay et al. (2006). The nature of government shares is that they are controlled by other government institutions, which possibly have different objectives and structures, and this may be among the factors indicating why the result is insignificant. The present study reports that individual audit committees which are politically connected tend to have a greater effect in demanding external monitoring than does government ownership, as previously documented in the literature. 
Moreover, it is a common phenomenon that politically connected companies are affected by the presence of conflicting interest and objectives. Thus, it is very clear that strong corporate governance is needed. Even though reforms have been introduced to improve performance, the effects could be neutralised by the presence of political connections. The study has documented that good corporate governance needs to be in place, as shareholders acknowledge the value of politically connected directors, suggesting that political connections and corporate governance tend to be complementary. The insignificant role of some corporate governance mechanism indicates there is a need to promote corporate governance best practices among listed firms in Malaysia, as good corporate governance is essential for building an attractive investment climate, especially for politically connected firms. These findings are in agreement with Shen et al. (2015), who suggested that corporate governance and political connections may become complementary so as to ensure smooth business operation for companies.
Given these facts, the use of agency theory on its own is not enough to explain the relationship of politically connected audit committees with audit fees and earnings management. The study complements the theory by drawing on resource dependence perspectives to recognise the unique relationship based institutional context in Malaysia. This is evidenced by the findings that, in the Malaysian setting, political connections could be viewed as one way of gaining access to resources, since firms strongly value their political connections, which supports resource dependence theory. Resource dependence theory provides logic for the positive association of politically connected audit committees with audit fees, and their negative association with earnings management. Firms create linkages to this important source of interdependency, which can reduce uncertainty and gain access, information and resources through the connections created (Hillman and Dalziel 2003).
Furthermore, the research highlights the idea of having audit committees, which are politically connected as an alternative strategy for boards to gain the confidence of shareholders or investors. This is corroborated by Hillman’s (2005) notion that firms which invite politicians to join their boards presumably obtain benefits, such as unique information about the policy process, and in turn should improve their performance. Their ability, connections, network, skills and resources will be able to facilitate the government resources and secure investment. Due to this, they can demand greater audit effort from the auditor, improving audit quality, as investors rely on the perception that, if audit quality is raised, this is an indicator that a company is performing well and, in return, they are benefiting from the investment they have made.
Overall, the findings obtained from these quantitative analyses have answered the research questions and achieved the objectives of the study which are related to whether political connections  do influence auditors ‘assessment of audit risk, as reflected in audit fees in Malaysian public listed companies.


[bookmark: _Toc463964614]Table 5.27: The summary of the hypothesis and the findings- the relationship between politically connected audit committees and audit fees.
	[bookmark: _Toc436299202][bookmark: _Toc437266808][bookmark: _Toc444595870]The summary of the hypothesis and the findings- the relationship between politically connected audit committees and audit fees.

	Hypotheses 
	Findings

	H1: There is a positive relationship between the proportion of audit committee members who are senior government officers (SGO) and audit fees.

	Supported

	H2: There is a positive relationship between the proportion of audit committee members who are politicians (POL) and audit fees.

	Supported

	H3: There is a positive relationship between the percentage of government shares and audit fees.

	Not supported

	H4: There is a positive relationship between the degree of audit committee independence and audit fees.

	Supported

	H5: There is a positive relationship between audit committee size and audit fees.

	Supported

	H6: There is a positive relationship between the frequency of audit committee meetings and audit fees. 

	Not supported

	H7: There is a positive relationship between the proportion of financial experts on audit committees and audit fees.

	Not supported





[bookmark: _Toc463964615]Table 5.28: The summary of the hypothesis and the findings- the relationship between politically connected audit committees and discretionary accruals
	The summary of the hypothesis and the findings- the relationship between politically connected audit committees and discretionary accruals

	Hypotheses 
	Findings

	H1: There is a negative relationship between the proportion of audit committee members who are senior government officers (SGO) and the level of discretionary accruals.

	Supported

	H2: There is a negative relationship between the proportion of audit committee members who are politicians (POL) and the level of discretionary accruals.

	Supported

	H3: There is a negative relationship between the percentage of government shares and the level of discretionary accruals.


	Not supported

	H4: There is a negative relationship between the degree of audit committee independence and the level of discretionary accruals.


	Supported

	H5: There is a negative relationship between audit committee size and the level of discretionary accruals.


	Not supported

	H6: There is a negative relationship between the frequency of audit committee meetings and the level of discretionary accruals.


	Supported

	H7: There is a negative relationship between the proportion of financial experts on audit committees and the level of discretionary accruals.

	Supported



[bookmark: _Toc463966063]5.10	Chapter Summary
This chapter has provided findings from quantitative data analyses, through the conduct of descriptive analysis, correlation analysis, regression analysis and additional analyses. The findings reported in this chapter document whether political connections may influence auditors’ assessment of audit risk through the audit fees charged to Malaysian public listed companies. The results provide empirical evidence that audit committees with senior government officers and politicians are significantly and positively associated with audit fees. Politically connected audit committees normally will leverage their network, expertise, knowledge and experiences throughout their firms, showing that the specific measures of political connections variables have meaningful effects and implications. This finding, especially in relation to political connections, was clarified further by interviews with external auditors regarding the extent to which political connections may have affected their audit process and audit plan. The findings from the interviews are a supplementary analysis to understand the response from the auditors when political connections are involved. The next chapter discusses the findings from the interviews in supporting the quantitative analyses.



[bookmark: _Toc463966064]: The Effects of Politically Connected Audit Committees / Boards on the Audit Process
[bookmark: _Toc436299214][bookmark: _Toc437266820][bookmark: _Toc444595882][bookmark: _Toc463966065]6.1	Introduction
This chapter presents an analysis of the data gathered from the interviews, which targeted two different groups of respondents, external auditors from the Big Four firms and audit committee members from public listed companies. These respondents from public listed companies are chosen from the list of companies used in the sample for the quantitative data analyses. Specifically, the chapter attempts to achieve an understanding of how political connections may have an impact on the audit process. In particular, the analysis explores boards’ participation in the financial statement audit because the indicator for measuring political connections in this study is an audit committee member who is senior government officers or politicians, along with the percentage of government owned shares. This analysis then explores the interviewees’ experiences in conducting audits in politically connected companies. This is very significant, as auditors need to acknowledge that different types of companies may have differences in audit scope and process. The main objective of the study is then explored, which is how political connections may potentially have impacts on the audit process. Next, the analysis discusses the perceptions of auditors on the benefits and costs of political connections in Malaysia’s corporate culture. This chapter seeks to gain insights in confirming the results from the quantitative findings and this will provide a richer understanding of the relationship between politics in corporate culture and how it may relate to the area of auditing.
[bookmark: _Toc463966066]6.2	Background Information of the Interviewees and Companies
A summary of interviewees’ backgrounds, including age, education, current and previous positions, and years of employment in their companies is shown in Table 6.1 for external auditors and Table 6.2 for audit committee members. From these tables, it can be seen that the majority of the interviewees are aged 33 years old and above, from which it can be inferred that they are relatively experienced individuals. Nearly all have a degree at bachelor’s level or higher, with a few of them having professional qualifications. For this group, based on information about their previous positions, their professional experience implies their personal values, knowledge and skill base have been completely shaped by their educational background. About one third of the interviewees have been in their positions for five years or more and the majority of them have worked for the same company for more than five years. Positions held by the interviewees prior to joining their respective companies, along with the other background information just discussed, indicate that the interviewees have a significant amount of knowledge of and experience with the issues examined in this study.
The companies the interviewees were working for or had worked for are public listed companies and the auditors are from the Big Four firms. The majority of the companies have politicians or senior government officials or have government ownership of shares. The following sections present the results of the interviews.
[bookmark: _Toc436299259][bookmark: _Toc436989718][bookmark: _Toc436989768][bookmark: _Toc438571657][bookmark: _Toc444595950][bookmark: _Toc463964616]Table 6.1: Summary of the Final Sample of Semi-structured Interviews (Audit Partners and External Auditors)
	No
	Name
	Interviewee Designations
	Age
	Working Experience
	Academic Qualifications

	1
	AP 1
	Audit Partner
	39 years old
	16 years
	ACCA[footnoteRef:23],MIA[footnoteRef:24] [23:  ACCA is the Association of Chartered Certified Accountants and the global professional accounting body offering the Chartered Certified Accountant qualification.]  [24: Malaysian Institute of Accountants (MIA) is the umbrella body for the accountancy profession in Malaysia. It was established under the Accountants Act, 1967, to regulate and develop the accountancy profession in this country.] 


	2
	AP 2
	Audit Partner
	43 years old
	19 years
	ACCA,CPA[footnoteRef:25] [25: Certified Public Accountant (CPA) is the title of qualified accountants in numerous countries in the English-speaking world.] 


	3
	AP 3
	Audit Partner
	38 years old
	16 years
	ACCA,MIA

	4
	AP 4
	Audit Partner
	47 years old
	18 years
	ACCA,MIA

	5
	EA 1
	Audit Supervisor
	30 years old
	7 years
	ACCA,MIA

	6
	EA 2
	Senior Manager Auditor
	28 years old
	6 years
	ACCA

	7
	EA 3
	Manager
	28 years old
	6 years
	ACCA

	8
	EA 4
	Senior Auditor
	32 years
	7 years
	ACCA,ICAEW[footnoteRef:26] [26: The Institute of Chartered Accountants in England and Wales (ICAEW) was established by Royal Charter in 1880.] 


	9
	EA 5
	Senior Auditor
	31 years
	5 years
	ACCA


 Notes: AP = Audit Partner; EA = External Auditor.
[bookmark: _Toc436299261][bookmark: _Toc436989720][bookmark: _Toc436989770][bookmark: _Toc438571659][bookmark: _Toc444595952][bookmark: _Toc463964617]
Table 6.2: Summary of the Final Sample of Semi-structured Interviews (Audit Committee Members from Listed Companies)

	No
	Interviewee Designations
	Age
	Working Experience
	Academic Qualifications


	1
	AC  1
	58
	30 years’ experience in banking, financial management and accounting.
	Bachelor of Finance, ICAEW

	2
	AC 2
	45
	18 years’ experience in a Big Four firm.
	Bachelor of Commerce, ICAEW

	3
	AC 3
	59
	Director in a few public listed companies and several other private limited companies.
	ACCA, MICPA[footnoteRef:27] [27: The Malaysian Institute of Certified Public Accountants (MICPA) has been developing the accounting profession in Malaysia by providing accounting graduates with an avenue to become Certified Public Accountants, better known as CPA, since 1958.] 


	4
	AC 4
	48
	15 years’ experience in the oil and gas industry.
	Bachelor of Science degree in Management (majoring in Finance and Economics), alumnus of Stanford Executive Program, alumnus of
Corporate Finance Evening Program.



 Note: AC= Audit Committee


[bookmark: _Toc436299215][bookmark: _Toc437266821][bookmark: _Toc444595883][bookmark: _Toc463966067]6.3	Discussion
The findings from the interviews confirmed the presence of political connections through the appointment of politicians and senior government officials to the boards of companies and through companies in which the government owns the shares. In addition, it was found from the interviews that political connections exist in numerous ways. For instance, government projects are among the helping hands allowing companies to survive in the corporate sector. This is evidenced by prior studies (Faccio et al. 2006b;Fraser et al. 2006;Gomez and Jomo 1997) that there is a close link between business and politics in Malaysia. In various cases, political connections with the government normally occur at the policy level and rarely involve the operational level. The findings from the interviews demonstrate that management freedom at the operational level is diminished when there are politicians present on the board of directors. It is encouraging to note that the findings also show that political connections potentially affect accounting and reporting decisions, due to reputational capital, which significantly impacts the audit process. Therefore, political connections could be a contributing factor to an increase in audit fees due to the interferences from the influential individual during the audit process. In the next section, the findings from the interviews are further discussed according to the sections and themes that have been recognised during the data analysis.
[bookmark: _Toc436299216][bookmark: _Toc437266822][bookmark: _Toc444595884][bookmark: _Toc463966068]6.3.1	Board Participation in Auditing the Financial Report
The focus was to obtain the interviewees’ experiences on political connections in companies and on the extent to which these may influence the audit plan. Thus, the first question asked with regards to this was about the participation of board members in terms of the audit of the financial report. This question was asked because the measurement used in the study to indicate political connections is related to the presence of politicians on company boards. It is important to note that the audit committee or board of directors play a significant oversight and monitoring role; hence, it is important for them to have meetings with and to communicate with the external auditor (Klein 2000). An examination of senior management backgrounds (such as CEOs, audit committee and board of directors) shows that the majority of companies have politicians on their boards of directors. This will contribute to such problems and play a vital role in this study, especially when a company is exposed to political connections.



Active Participation by the Board of Directors
The interview results revealed that boards of directors actively participate in ensuring the financial statement is fairly presented at all levels. According to AP2[footnoteRef:28], the boards were involved in terms of many aspects, such as ensuring the appointment of auditors, hiring the auditor and monitoring the corporate governance activities within companies. Similar to this view, EA2[footnoteRef:29] points out that it is very important for auditors to gather sufficient evidence to support audit findings. In this respect, the ability of auditors to obtain auditee participation and access to information is important. Without sufficient information and evidence, auditors would be unable to express objective opinions on the companies that they audit. As to the issue of cooperation from management for access to information, which is important for a successful audit, the auditors were of the opinion that they have reasonable access to information. The findings corroborate the results of Hoitash and Hoitash (2009) that, following the enactment of SOX, the roles of the audit committee and oversight over the external auditor have been expanded, which could lead to a stronger association with the quality of audit. [28: Interview with Audit Partner (AP2), 18th February 2015.]  [29: Interview with External Auditor (EA2),10th March 2015.] 

In order to perform their work efficiently and effectively, the auditors need to have unfettered access to the necessary information, people and records across the organisation. EA5[footnoteRef:30]agrees that the auditor should have direct access to every manager, including the executive director, the senior directors and the audit committee. McHugh and Raghunandan (1994) have suggested that internal auditors would be effective if they had unrestricted access to all aspects of activity in the organisation. Therefore, another important factor in this study that may impact on the desired level of independence is the ease of unrestricted access to documentation and people, and unfettered powers of enquiry. The findings show, the boards of directors involved have given full cooperation. [30:  Interview with External Auditor (EA5),18th March 2015.] 

As one audit partner (AP1)[footnoteRef:31] from one of the Big four firms has said: [31:  Interview with Audit Partner (AP1), 9th February 2015.] 

They are involved very much at all levels. The board of directors play an important role. They have the responsibility to prepare and ensure the financial statement being presented is a true and fair view for the shareholders. This includes involvement in the preparation of the financial statements, appropriate control being implemented to ensure the financial statements are free from misstatements, as well as to ensure the independence of the auditors in terms of fees, appointment and retirement of auditors. (AP1)
An external auditor (EA3)[footnoteRef:32] shared this view: [32:  Interview with External Auditor (EA3),12th February 2015.] 

	Normally we easily get access to all information and cooperate with the team. We communicate with the audit committee as they will develop a good understanding of the business, but they will focus on the matters that are brought to their attention, as opposed to maybe searching out other issues. Audit committees will support us to give permission for us to get access to the company’s documents and properties by all means, if needed to collect evidence or to conduct any audit procedures. (EA3)
Strong Relationship between Auditors and Clients
Organisational support is high because the interviewees see the whole process of maintaining a strong relationship as vital for a high quality of audit. Strong working relationships develop trust, respect and confidence in the audit process, which are viewed as crucial in order to extract information from auditees, to understand the business and audit area, and to provide the best result for the business. Without board participation, great difficulty can be perceived for the auditor to conduct a high quality audit, as there will be a lack support from management or the auditee, and it will be difficult to align with management on audit objectives. Taken together, these results support the idea of Krishnamoorthy et al. (2002) that it is important to foster frank and open communication between the external auditor and the audit committee in promoting the effective  role of management.
The study also provides evidence about audit committees’ views on how they communicate with the auditor and management. One member of an audit committee (AC1)[footnoteRef:33] stated: [33:  Interview with Audit Committee member (AC1),25th March 2015.] 

I asked the auditor what was the major risk within the organisation that he thought the board should be on top of. We had frequent meetings to discuss the issues, during some of which there was candid engagement, so it can be challenging at some points to reach a tolerable agreement. This is how we actually communicate and work within the organisation. (AC1)
Another audit committee member (AC2)[footnoteRef:34] supported this view: [34:  Interview with Audit Committee member (AC2),31st March 2015.] 

We asked the external auditor about what their view was on our internal audit; are they supporting the external audit team? And we talked to the head of the business unit. The CEO and the head of internal audit normally give us frequent reports on their current progress and year plan. This is how we keep up with the whole audit process. (AC2)
Tone and Culture of the Senior Management in Perceiving a High Quality of Audit
In addition, the tone and culture in the organisation should also be taken into consideration as, when the senior management perceives that a high quality of audit is significant for companies, this will indirectly affect the audit process through participation from the board. The majority of audit partners and external auditors agreed that the tone from the top plays a significant role in terms of how companies perceive a high quality of audit. Previous research by Cohen et al. (2002) highlighted that the senior management could function as the ‘tone at the top’ as the CEO helps to set the ‘ethical spines’ that promote the value of a high quality of audit and other corporate governance mechanisms.
As one of the audit partners (AP4)[footnoteRef:35] mentioned: [35:  Interview with Audit Partner (AP4), 5th March 2015.] 

Based on my experiences, it always sounds clichéd that way. The tone has to be set from the top. If the AC really holds the audit at a higher level they know it is very important to share information with the auditor. If they have a strong culture of corporate governance we don’t have any problem with that. Because they know that in doing business this is very important, as it may have an impact on the bottom line, and ensures sustainability of the company itself by good CG, strong directors and AC, a good relationship with the auditor to carry on the engagement and good communication with the AC in highlighting the outcome of the audit. They carry out their responsibility by having a professional engagement with the auditors. (AP4)
Empowered by the Act
The interviewees justified the idea that they are empowered to gain access in obtaining information under the Audit Act. In addition, auditors need to maintain the adoption of the Audit Act and the ethical code, as this act is important in guiding them in conducting the audit process, in determining what is right and what is wrong, and in making them accountable for their actions. One audit partner (AP4) expressed his view:
As far as I am concerned, we can assess all the information that we want. We are highly empowered by the Audit Act. The auditor never complains about this. So, I assume they do not have problems with any department. (AP4)
Similarly, another external auditor (EA1)[footnoteRef:36] supports the view: [36:  Interview with External Auditor (EA1),7th March 2015.] 

We get full cooperation from departments. We can call and obtain information easily from other departments and, if needed, to some extent we can write in the audit report if there are issues or difficulties in getting access to certain information. It is quite clear cut that the existing legislation is an important factor for auditors to enhance corporate governance practices. (EA1)
Thus, auditors are bound by the Audit Act and the majority of auditees are in agreement as to the issues around which auditors conduct their audit process. This is based on auditors’ honesty and integrity, and the presence of the Act and the code of ethics are reasons for supporting their beliefs. Gupta (1987) highlights the right of a company’s auditor to have access to the books and vouchers of the company a power that auditors derive from the Act. Thus, to enable the auditor to discharge their duties effectively, the board may participate extensively in assisting the auditor to gain access to all of the information they need.     
The above examples illustrate the active participation of boards of directors when involved in decision making in companies. When conducting an audit with a high level of organisational support, which is attributed to a company’s culture (open door policy), they are encouraged to be involved in the auditor’s audit plan during board meetings. On the other hand, it is a key point to have active participation and a strong relationship, as poor relationships create tension, which then leads to management and auditees becoming defensive or uncooperative. 
This point of view is supported by an audit committee member (AC2)[footnoteRef:37], who mentioned that: [37:  Interview with Audit Committee member (AC2),31st March 2015.] 

The internal auditor is always going to, at some point, put some constraints on what other people do. But not everyone likes what the auditor does. So you are always going to have an amount of tension, no matter how collaborative you are, especially in political matters. For me, the auditor needs to have a strong personality to be able to cope with or live with the tension. You need somebody with a mature personality and wide experience to handle the different attitudes of people. (AC 2)
[bookmark: _Toc436299217][bookmark: _Toc437266823][bookmark: _Toc444595885][bookmark: _Toc463966069]6.3.2	Auditor Experiences in Politically Connected Companies
Following the question related to board participation, the interviewees were asked, based on their experiences, if they have ever audited politically connected companies. The current study uses the presence of any politicians or senior government officers with positions on a company’s audit committee or board, as an indicator that the company is considered as politically connected. The interviewees were asked how they potentially recognise the existence of political connections in the companies that they have audited, based on their experiences. 
As one respondent (EA1)[footnoteRef:38] said: [38:  Interview with External Auditor (EA1),7th March 2015.] 

I think yes. I mean, when I went through the whole auditing process, finally I realised, yes, I can say they are kind of politically connected companies. I can give you a few examples of how I probably recognised that. This one is obvious; as sometimes I can see that the relationship among them in the companies is based on their personal connections. They choose their own men, a supporters, to be part of their team in these companies. For example, when someone influential is appointed to the company (politicians), we can confirm their appointment as CEO or BOD, and we can see or check from the date of appointment with the Malaysian Registrar of Business. After this date, there are a number of people who have close connections with the person being appointed soon after the date of appointment of the politician at the company. This means when there is someone influential in the company, they have power. (EA1)
As auditors, they need to preserve the integrity of their profession. However, it appears to fuel the satisfaction of management who hired them, to just follow what they are being asked for. The auditors were willing to just agree in order to uphold the integrity of the profession and of the audit firm, and to maintain their independence. This may support Kant and Paton’s (1964) deontological view that there are issues that are inherently right or wrong, since one has a duty to do what is right. Thus, the strong power connection may cause unwillingness on the part of these respondents to report questionable acts within such companies. What happens is that they might feel insecure, which was particularly more noticeable among junior staff and less experienced managers and practitioners.
One of the audit partners (AP4)[footnoteRef:39] explained: [39:  Interview with Audit Partner (AP4), 5th March 2015.] 

In different cases, there are subsidiaries which were not creating a profit. After further investigation, the companies were forced to continue the operations by the state government through its representative in their companies, as they said people need jobs, so that is why the company needs to retain it. (AP4)
The Auditor Client Negotiation Process 
Some audit partners reveal a variety of auditor client negotiation positions when it comes to political connections and dealing with influential individuals during the audit engagement. In a much stronger position, political connections may have an influence upon negotiations and may take the lead in deciding what to expose, which audit scope to embark on and also become involved in risk management decisions.Gibbins et al. (2000) discusses the auditor client negotiation as an important part of the process of producing the client’s accounting information for the use of third parties.
As one audit partner (AP3)[footnoteRef:40] mentioned: [40:  Interview with Audit Partner (AP3), 13th February 2015.] 

I got involved with this one particular government entity which, during that time, was highly problematic, as we had to have some extra negotiations among the partners and the board. As the company was also funded by the government, we thus had to deal with many people. We need to look at our testing procedure, control process or a similar percentage within the strategy. So we have to look at everything, like their customers, clients, and suppliers. So the negotiations process involving someone or companies that are influential in the government reflects public sector practices and these negotiations somehow give complexity to the team but this does not affect our credibility as an auditor. (AP3)
In the presence of political connections, the board or AC are likely to be candid with the engagement of auditors, and with sharing and discussing significant matters related to the audit and the financial statement. Thus, the  auditor client negotiation process provides an open door in which Rennie et al. (2010) find that the openness of communication by the client’s management representative is essential for the efficient and effective conduct of an audit. In a similar vein, the auditor’s trust in the audit committee members, who are socially connected with them, would enable the auditor to obtain the audit committee’s insight and information about important transactions and managers ‘incentives, leading to a higher audit quality.
The above findings revealed reluctance to report anything, due to practitioners ‘years of experience and sound understanding of company culture. This reluctance to report seems to be influenced by the impact of the report, the individual and the reputation that they have. Sometimes they assumed that there was nothing wrong as there was nothing significant enough to warrant a report or investigation. The interview findings suggest that political pressure can be resolved through forthright communication, political astuteness and sensitivity to the organisation’s culture. However, since political pressure is part of the challenge that needs to be faced by the auditor, in some situations there are no easy solutions. The auditor is faced with judgement calls and when the pressure is on, it can be easy to rationalise through independence. Moreover, from the interview findings, it is suggested that the outcome of political connections is to make auditors choose to compromise as a solution. Consistent with prior research in the US, it appears that auditors are willing to compromise when any conflict arises within the organisation (Nelson et al. 2002).
Culture and Mentality that Set the Tone of Corporate Governance
Previous research finds that contextual factors outside the control of the auditor, such as firm culture (Krishnamoorthy and Maletta 2012;Lampe and Sutton 1994;Margheim and Label 1990), affect the audit process and subsequent external auditor reliance on the internal audit function. Management’s attitude sets the tone for governance (Cohen et al. 2002) and the findings of this study indicate that the tone at the top, if it is the culture of a politically connected individual, will filter down through the layers of the organisation. The interviewees identified a few elements originating within organisations and from the external business environment that reflect the existence of political connections. From the interviews, evidence shows that the two most commonly discussed elements are culture and mentality in this kind of environment. The mentality associated with political connections includes respect from the board, audit committee and senior management, which filters down and affects the mentality relating to the audit process shown by the management and auditees, the status of the audit within the organisation, the importance and value of the audit as part of an organisation’s corporate governance and the organisation’s culture in embracing improvement and change.
The mentality aspect of an organisation is seen by the interviewees to be driven by the tone at the top with respect to the audit process. The following supports this: 
I have audited one government-linked entity, and the CFO, he basically understands the whole audit plan that I have presented to them. During the first year, he joined the meetings and he seemed ambitious to change the world and mentioned that I could do it differently. But now, they don’t seem to care. I think, because of the mentality in this environment, cost accounting has become like the cost centre, so you don’t need an extra budget to invest in computerising the system. And you can see the senior management does not see the significance of that and the accounting function is not important in their agenda. So, since the government has always allocated an amount of budget or funds to them, they have not been concerned about any other material issue that may arise from their current practices. Probably, the government sector does have different goals compared to the private sector, so there is less effort for them to cut costs. (AP4)
One external auditor expressed a similar view, indicating that the ‘human’ mind-set, in fulfilling the individual’s interests and priorities, is being diverted due to the mentality and culture embedded within the organisation. Thus, auditing politically connected companies should establish any potential conflict of interest that may threaten the independence of auditors, as follows:
I definitely have experience of audit committees not necessarily taking all these issues responsibly. I think the boards of directors aren’t active and their independence, in practice, isn't applied efficiently. The reason behind that is a majority of shareholder companies are managed by families. Although these companies are pioneers in their industry and their performance is successful, the problematic issue is that the board’s first priority is to fulfil the family’s interests in terms of profitability and increasing their wealth (EA3)[footnoteRef:41] [41:  Interview with External Auditor (EA3),12th February 2015.] 

Another external auditor (EA4)[footnoteRef:42]stated: [42:  Interview with External Auditor (EA4),21st March 2015.] 

I did a piece of work on an audit committee a few months ago. I tried to review how effective they are. I reviewed all the documents, all the publicly available information; all seemed to be very sensible. I sat in meetings with two audit committee members and an audit committee chairman. Whereas the audit committee chairman had a good dialogue with the auditors and management, the two AC members did not say a word. Then I realised that the audit committee chairman is one of the most powerful politicians in the country. Fundamentally, that just seems wrong to me. And you can’t measure or regulate for people not seemingly being alert, not asking the right questions and pushing the right buttons. (EA4)
From cultural point of view, auditors also must acknowledge that Malaysian political culture is a ‘soft’ culture, where someone will hardly have a different view from those who are respected and have influential personalities (bosses and senior management). This is supported by Barr (1999), who states that Malaysia’s mainly consisting of Malays, was compounded by the continuing socio economic problems, reflected by their cultural defects, as they had grown up in a ‘soft culture’ which did not encourage enterprise and hard work, only the following of leaders without saying ‘no’. This culture is embedded in both public and corporate culture; therefore, auditors must acknowledge it, despite being independent. The ability of one individual to influence the power relationship between the board, AC members and the external auditor is a function of the standing, quality and experience of that particular individual. Thus, it is becoming crucial, suggesting that the political connections element in companies is a critical factor influencing governance outcomes. 
The auditors interviewed acknowledged that audit conflicts may arise in politically connected companies and they were more prevalent than is commonly known. Drawing on the issue of culture, Chan et al. (2003) point out that centralization of power in a few individuals is an important attribute of the large power distance that contributes to large errors, and it is important for the auditor to take note of the likelihood of material errors from a cultural perspective. Some of them agreed that conflicts with politically connected companies may result from materiality judgements which led to disclosure of sensitive transactions that might affect their reputation; however, the influence of individual politicians may offset these weaknesses and enhance their value to companies. Thus, it always goes back to the auditor in deciding upon whether the actual materiality in a given situation requires a professional judgement.
Under the influence of political connections, the organisational senior management and auditors would rather stay passive and compliant to the will of ‘politicians’ in order to be assured of their on-going appointment. The above findings clearly show that the presence of a politician on a company’s board of directors contributes to the elements where strong corporate governance is needed to ensure less difficulty with managers ‘economic decision making. On the other hand, political connections, where an act is perceived as being material, serious, or morally wrong and has the potential to harm others, may be potentially trapped by the culture and practices that are embedded in organisations.
[bookmark: _Toc436299218][bookmark: _Toc437266824][bookmark: _Toc444595886][bookmark: _Toc463966070]6.3.3	Do Political Connections Potentially Affect the Audit Process?
In relation to the audit process, the interviewees were asked if the existence of political connections might affect the audit process. They were asked if there are any obstacles or issues regarding political connections that may impair their effectiveness in during the audit engagement. The auditors were asked to provide information on their experiences and perceptions regarding those parties that have greatest influence on the audit process. This question was asked because Cohen et al. (2010) give evidence showing that during the planning and testing phases, 97% and 50% of auditors have changed the process over the last five years with respect to the corporate governance information received by them. It is important to note how auditors respond to the risk of political connections and incorporates them into their audit planning. In addition, during this part of the interview questions, the researcher kept reminding the interviewees that the measurement used to define political connections is through politically connected audit committee in guiding them to answer objectively.
 One of the audit partners (AP1)[footnoteRef:43] replied: [43:  Interview with Audit Partner (AP1), 9th February 2015.] 

Anyhow, I can see there are some obstacles that we are facing in terms of getting further information. I still remember when I audited one GLC; it is like the information given depends on how the BOD perceive its implications. I mean, they tend not to disclose more information if it is not necessary because, I think, they think once they say more, they will be facing political implications from it. Most companies are making efforts to manage any political risk, but most are not doing it as well as they think they should. Moreover, political risk is often perceived to be outside of management’s control, thus making it difficult for us to define, and align the objectives. (AP1)
However, another audit partner (AP2)[footnoteRef:44] had a different view and gave a different reason: [44:  Interview with Audit Partner (AP2),18th February 2015.] 

Regarding the serious issue related to political connections, we hardly go to that level. By the time you meet the AC it shows serious issues are going on. Any issues, you have to address to four parties, the CFO, AC, board, as well as shareholders. Usually the first level we need to manage is the CFOs, until you exert or exercise your means and the person is aware of the limitations, the person maybe asks you to present to the board; before the meeting you can have a pre-discussion with the AC to meet their expectations. This is the thing you need to manage. Under rare circumstances, you deal with limited scope, modified opinions; normally we have a few meetings beforehand to discuss the issues. (AP2)
Compromise as a Solution to Conflict
The question of whether politically connected audit committee may affect the audit audit process was posed to the interviewed partners. Most of the partners suggested that compromise was a way to deal with politically connected individual in the companies. Some of the interviewed partners suggested that compromise with the client’s management was a reasonable way to resolve any political issues or audit conflict. The definition of compromise in this situation is explained further as involving a variety of negotiation processes, with the partners preferring to view the situation on a case by case basis. However,McNair (1991) found that audit quality and integrity declined. The researcher found that ethical ambivalence existed in audit firms where auditors learnt to compromise truthful reporting and integrity, thus trading off audit quality for business considerations. Although the interviews revealed serious abuse of auditors due to political connections, auditors ‘careers rely on their ability to maintain their clients. 
An audit partner (AP3)[footnoteRef:45] claimed: [45:  Interview with Audit Partner (AP3), 13th February 2015.] 

Anyhow, when companies appoint a politician as CEO or to the board of directors, however such appointments work twofold: they may increase the reputation of companies for less governance and may decrease the board’s independence. We used to receive letters from politicians and government officers instructing us what to do with the audit report. Usually this happens. They ask us not to disclose such information. It all depends on our senior management. Usually we did not disclose to the public reports like that. (AP3)
Non-routine Audit (Private Meetings)
Private or personal meetings are held between audit partners and external auditors and the audit committee, usually by the latter’s initiative, which help to encourage more compromise and provide a comfortable environment to raise any concerns. Similarly, Gendron et al. (2004) provide insights into practices that audit committee carry out in meetings, including parts of meetings in which members meet privately with the auditor. Their results highlighted that audit committees are generally perceived as effective by the individual who attends meetings, since during the meetings they discuss crucial issues, such as accuracy of financial statements, effectiveness of internal control, and quality of work performed by the auditors. In practice, it seems that during private meetings the external auditors only really tackle issues they plan to raise during the official meetings. The external auditors are simply giving their message in advance in such situations, although more directly; the messages are more easily understandable. These meetings are thus a means for them to prepare their questions for the following official meetings. It is also interesting to underline that, even when the external auditors do not choose to play a discrepant role, the simple fact is that politically connected individuals may influence the discussions. This suggests that the auditors have to involve non-routine audit when it comes to political connections, as the private meeting and auditor client negotiations process becomes a tool for compromise. 
An audit partner (AP4)[footnoteRef:46] stressed that: [46:  Interview with Audit Partner (AP4),5th March 2015.] 

And one thing is having a discussion in the privacy of the audit committee. But once you start putting that in the public domain, then people can challenge it and that makes AC members a lot more conscious about what they are saying. After all, we need to be careful about what we are doing and exposing to the public. (AP4)
Similarly, one audit committee member (AC1)[footnoteRef:47] was asked if there is any issue with regards to sentiments about the auditing of companies with political connections and, as the result, he claimed that: [47:  Interview with Audit Committee (AC1),25TH March 2015] 

It is not a major issue though, but more about what the auditor reports to us. Anyhow, I found there is a limited view on audit scope or process. Some ‘people’ may come in as a tool to compromise things, and this process is not really mentioned any in the report. (AC1)
The audit committee member (AC1) claimed that the individual politician may become a tool to compromise things, as he added:
It can be, yes; and it may not, but after all, we work for the companies in satisfying the shareholder, so doing our job right and ensuring that everything is done accordingly. It is very subjective to say it, because people come with many attributes, being someone influential, outstanding, but the company itself has the control to govern this issue.(AC1)
Auditors’ Voices on Highly Independent and Professional Judgment 
When auditors conduct the audit process, the formation of a highly professional judgment requires internal cognitive processes that are affected by external factors, such as client characteristics; for example, the effect of the item on the client’s earnings (Johnson et al. 1989). In this study, political connections may be one potential external factor that can affect professional judgment. Thus, one external auditor (EA1)[footnoteRef:48] warned that: [48:  Interview with External Auditor (EA1),7th March 2015.] 

Companies work to a tight reporting timetable and they announce the dates when the financial reporting statements are going to be published. What happens in practice is, management prepares financial statements and the effectiveness of audit committee members depends a lot on what stage in the process they are brought in. If it’s too late in the process, then there is a lot of pressure on boards, but particularly on ACs to just ‘pass’ and not necessarily challenge this deeply. So, when the board puts on the pressure, it may involve lots of hands in the process. There is a series of attributes we are looking for; obviously, things like being technically competent in your particular area of support, that’s one. Getting on well with clients, being able to sell work, getting work is critical, ability to win proposals, give presentations, get on well with people. (EA1)
This is supported by another external auditor (EA2)[footnoteRef:49]: [49:  Interview with External Auditor (EA2), 10th March 2015.] 

There is a little difference between us when dealing with this kind of issue, for example, from audit scope. We are more detailed and advanced and we need to carefully consider many things from the company’s background, board profile, their influences, their reputations, all activities in and out, so that what is there in the companies is publicly reported. We need to highly maintain our independence at the highest level to meet a client’s need, as well as our reputation as a high quality auditor. (EA2)
These interviews gave a voice to the auditors about political disclosure in their situation of maintaining independent judgment when dealing with a powerful client’s management. In dealing with highly politically connected companies, most of the interviewees agreed highly independent individuals need to have strong integrity and personality, regardless of where they work. This view is consistent with the factors reported by Flint (1988), who mentioned that independence depends on the auditor’s qualities, which include integrity, objectivity and strength of character.
Auditors are human. I think one of the criticisms of auditors is that they have been too accepting of their representation of management, whereby just a little probing would have demonstrated that people didn’t deserve our trust. And when we need to assess someone in a company, it takes lots of judgmental issues, but somehow, still we work within the guidelines; besides, we have a team to work together, to obtain support and professional advice in assessing companies. (EA4)[footnoteRef:50] [50:  Interview with External Auditor (EA4),21st March 2015.] 

The high degree of independence of an auditor is agreed in the interview of one of the audit committee members (AC1)[footnoteRef:51]: [51:  Interview with Audit Committee member (AC1),25th March 2015.] 

So it is a common issue for auditors and internal auditors. So, in other words, if you move towards management, it hurts because the board or the audit committee gives you a hard time due to political interests if any; if it goes the other way, management doesn't like you. It is not that wrong to have politicians in companies, so how this political influence may at a certain point become an obstacle to the auditor, it comes down to the independence of the individual and/or the firm. (AC1)
Based on the interview findings, the results show that auditing companies with greater interference from the influential individuals namely politically connected board or audit committee raises some differences, including auditor independence. Even though auditors apply the same audit rules and standards to all clients and there are no ‘special’ treatments for certain clients, a background of political connections within the companies does actually affect the scope of audit work and gives voice to auditors concerning the high degree of independence needed during the auditing process. This is because, if auditors tended to be steered by influential individuals in companies, such as in a politically connected board or audit committee, their independence would be impaired. This is supported by Beattie et al. (1999) related that the weak financial condition of a client was perceived by public accountants and financial directors as a factor that could enhance auditor independence.
Politically Connected Individuals Playing a Mediator Role
The interview findings strongly support the idea that having someone influential in the organisation may put them in a mediating role. According to Wall et al. (2001), the first defining element of mediation is the involvement of a third party who acts as a ‘middle person’ to help to resolve the disagreement. The second element in the mediation process is interaction or assistance (Wall et al. 2001). In addition, the majority of interviewees shared the view that politically connected board or audit committees may add value and reputation to companies. Specifically, through having someone influential that acts as a mediator, the organisation can gain much confidence from the investor side. Thus, politically connected individual presence in board, they will at least facilitate negotiation in order to arrive at a mutually satisfactory resolution. The following quote illustrates this perception:
Anyhow, in many ways, being an auditor you need to know how to handle such clients. You get to trust and have a level of rapport with some people. Having someone influential in their board may create a ‘third party’ situation in which, from their position, they act as mediator in fulfilling public interest, the company’s interest and the shareholder’s interest. We have to give them respect as well. (EA5)[footnoteRef:52] [52:  Interview with External Auditor(EA5),18TH March 2015] 

The evidence show that it appears the influence of politically connected individual may establish conditions in which the role of the audit committee becomes important and in which strong corporate governance needs to be put in place in order to deal with day to day and routine activities. Very little was found in the literature on the question of a firm with strong political connections requiring strong corporate governance to obtain even better terms. This finding is in agreement on some points with Shen et al. (2015) that corporate governance and political connections may become complementary when the focus of market players differs. For instance, companies may strengthen both their corporate governance and political connections to ensure smooth business operations, although engaging with both is costly; however conducting both increases the opportunity for a successful business. Thus, it is highlighted in this study that the corporate sector in the Malaysian setting is willing to strengthen corporate governance to increase their value and building political connections may be one of the considerations.
The findings also show that politically connected individual have an impact on power relationships within a company, influencing both relative power of particular functions and the way in which those functions operate. This interview finding suggests that auditors are aware that, with their political connections, politicians serve in powerful capacities on the board or committee, and thus auditors may potentially increase their effort in response to the political costs due to any such powerful politician. It is encouraging to compare the findings with Chizema et al. (2015), who reported that politically connected directors who are embedded in the Chinese institutional context are more likely to have control of power and act as intermediaries in aligning the interests of management and achieving the government’s expectations. The findings conceded that politically connected board or audit committees may cause problems to the audit process, and it has been agreed by a few interviewees that they have faced problems. High moral principles are needed as the audit plan may depend on whether the political connections protector damages the audit firm’s reputation. These perceptions were formed based on the consequences of reporting and the need to preserve the independence and integrity of the profession and the firm.
In addition, one audit partner (AP1)[footnoteRef:53] said: [53:  Interview with Audit Partner (AP1), 9th February 2015.] 

You’ve got to be sceptical and you've got to be professionally engaged but you've got to be able to read people. … And the ability to read people's behaviour isn't as strong as I'd like it to be. And I think that's critical because the art of auditing isn't just reviewing the document but it's the whole interaction with the business, discussing with the businesses and getting that real good assessment as to the culture. So to read those minds probably can be the cause that affects the audit process. (AP1)
The responses from the interviewees generally appear to have been driven by economic and political interests. In particular, those firms, which are politically connected, did not look at other stakeholder’s needs as a reason for publicly revealing extra information.
The findings from the interviews provide evidence on whether politically connected board or audit committees may potentially affect the audit process. In summary, the interviewees claimed that political risks are present in these companies and it is beyond management‘s control. Thus, in dealing with the issue of political connections, auditors seem to face a few challenges, such as having to be involved with non-routine audit, for instance personal meetings or private meetings. Audit partners have to step forward to solve issues, as there are varieties of auditor client negotiations taking place and one convenient way forward for both parties is through compromise. Normally, politically connected individuals become mediators in companies and the auditors also need to maintain a high degree of independent judgement in solving any issues. Realising that the audit risk seems higher in relation to politically connected companies, auditors need to put in greater effort in conducting the audit process, for instance checking a company’s background, an individual board’s profile, or connections a company potentially has with an industry player, in order to strategically plan the audit scope and process. On the other hand, from the perspective of a politically connected individual, they are willing to become mediators in companies because they can directly make demands of the auditor, and when they are actively involved in the process this somehow portrays a positive image for their political reputation. 
[bookmark: _Toc436299219][bookmark: _Toc437266825][bookmark: _Toc444595887][bookmark: _Toc463966071]6.3.4	Auditors’ Perceptions on the Benefits and Costs of Political Connections
In addition to examining auditors’ perceptions on political connections, the interviews were also carried out to investigate how such connections may bring costs and benefits to the firms, as well as how they affect corporate governance. Political connections occur in corporate governance and the findings from the interviews show that having very close connections may potentially be the main driver for companies. And almost all interviewees whose companies have politicians on their board agreed that a dominant figure does influence the company’s decision making.
The Role of Political Connections in Stabilising rather than Improving Performance
Some interviewees reported that how the board functions in politically connected firms may hinder growth due to slow decision making. However, the interviewees believe that the success of these companies is attributed to the fact that they almost always dominate their industry, like Petronas Gas Berhad, one of the largest local petrochemical companies in Malaysia. Similarly, the interviewees mentioned that no judgement can be made on these politically connected companies, as they may drive opportunities for companies to stabilise their reputations. The interesting point made here is that, though government ownership and having a politician in the firm are not conditions for improving performance, they possibly help to stabilise the board and improve their reputation.
One audit partner (AP1)[footnoteRef:54] said: [54:  Interview with Audit Partner (AP1),9th February 2015.] 

Generally politics are involved in determining how the company is supposed to be. That influence may come from the representative of the state government on the board. The state executives’ members want to get involved in businesses where the state has control. They become the chairman or go on the BOD and once they have positions in the company, what I can see is that they want to ‘drive’ the company, for example deciding how things should be done. As a result, I think the AC is in a situation in which it is difficult to act as a monitoring mechanism. And politics is a driver that creates both risk and opportunity. (AP1)
The interviews show evidence that gives the picture of a wide range of authority held by politically connected individuals over what is and what can be pursued by the auditor with regards to their organisations. Another audit partner (AP2)[footnoteRef:55] added:  [55:  Interview with Audit Partner (AP2),18th February 2015.] 

Of course, public perceptions help by virtue of helping to stabilise the company’s growth. Through connections it builds up the network eventually when each of us is a partner the concept is like we own the business. It is all about networking things and if the person has political connections it goes back to the contacts that he or she has as they influence the expansion of the business. (AP2)
Political Connections as External Resources for Companies	
The evidence shows that in the Malaysian setting, the government frequently turns to non-financial channels which are politically connected to add value to companies and obtain information to raise capital and financing, and make listing decisions. This is supported by Du (2011), who documents the importance of political connections for firms to gain access to public debt markets. One head of internal audit (Head IA2)[footnoteRef:56] mentioned: [56: ] 

When I have been asked whether political connections are good or not, it depends. It can be a yes or no situation. But in general, the people do add value to the board composition, but still there are a minority who just keep quiet during meetings. You have to understand the function of the AC; they don’t deal with operations, they provide the check and balance even if they wanted to do that, but they have to do that as part of the board role, rather than the AC role. The AC and board have different agendas ,so it depends on what they are focusing on, with the AC being normally related to the approval of something (governance). (Head IA2)
This view is shared by an external auditor (EA4)[footnoteRef:57]: [57:  Interview with External Auditor (EA4),21st March 2015.] 

Most of the time, for public listed or GLCs you don’t choose outside people. They need this to portray to the shareholders and also the other point is that if you make millions, but the auditee is somebody not known by the shareholder, they have doubts. You want your investors to have some level of confidence. The shareholder will question all actions taken by the board, but perceptions and image are among the important things that need to be considered. (EA4)
The evidence extends prior studies by Chidambaran et al. (2011) and Dey and Liu (2010), which addressed the extent to which professional connections influence board decision making. In this study, evidence shows that having politically connected individuals or influence may compromise the direction of companies. Thus, having such connections may offer potential benefits, since management and audit committee members may develop business relationships, leading to trust, confidence and a good working rapport (Bruynseels and Cardinaels 2013;Hoitash 2011). Politically connected individuals may have been chosen because they can also promote work related information sharing that can benefit the operating and strategic performance of the firm (Bruynseels and Cardinaels 2013). In addition, Bruynseels and Cardinaels (2013) found no negative association between ties through an ‘advice network’ and measures of financial reporting quality. Thus, boards or audit committees which have political connections may be perceived by investors as being appointed because of their professionalism and may be able objectively and effectively to continue to serve the board. In addition, political connections have the potential to enhance the board members’ knowledge of the responsibilities of serving on a board or of the business in which the company operates. This is supported by Cohen et al. (2013), who state that industry knowledge can be beneficial to the member’s ability to assess the quality of financial reporting. However, if there is weak governance and less independence, this connection may potentially lead to a negative impact. One explanation is that greater independence of boards or audit committees could help to alleviate management pressure by supporting the auditor’s position in proposing adjustments or issuing a going concern report (Carcello and Neal 2000).
Political Connections Culture and Corporate Governance Practices
The interview findings show that there may be a cultural distinction in an organization, which helps to explain why governance practice is different in politically connected companies. The present findings seem to be consistent with other research by Tessler and Altinoglu (2004),whose study on political culture in Turkey suggests that political attitudes are strongly influenced by social status and perceived self-interest, and thus practices are different  in non-connected companies. The following quote is from an external auditor (EA1)[footnoteRef:58]:  [58:  Interview with External Auditor (EA1),7th March 2015.] 

There is a growing focus by chairmen on the culture of the organization. You see a lot of company failings in the publicity recently. And you see that inappropriate actions and decisions have been taken, not because the rules weren’t there, but because the attitude of the people did not reflect what the chairmen or the shareholders wanted… Culture has a pervasive influence over people, management of finance, operation of controls and basically the way business is done. And that’s something that an audit committee can’t ignore. (EA1)
The interviewee also suggested that the culture in politically connected companies may be influenced by management’s and auditees’ willingness to work collaboratively with the auditor, such as providing necessary information, as noted in the following interviews. 
In addition, the culture that combines ethics, business and ‘yes’ people may create severe practices in governance. One external auditor (EA5)[footnoteRef:59] said: [59:  Interview with External Auditor (EA5),18th March 2015.] 

It was an agreement with the government to establish a subsidiary company to accomplish a vital project. The representation on the board of directors is a mix of government and company representation. As a result, the representatives of the government hinder the board’s performance due to their government background. Public duty is important but auditing is a business, not a science, and we have to make hard-nosed decisions. If ethics is mixed with business, profits and efficiency suffer. Auditors need to be aware of strong CEOs who surround themselves with ‘yes’ people. (EA5)
In a similar view, one external auditor saw how the existence of political connections may be one of the positive approaches taken by companies in gaining a reputation, but within certain limitations and boundaries. One external auditor (EA2)[footnoteRef:60] said: [60:  Interview with External Auditor (EA2),10th March 2015.] 

So, normally when there is someone influential in a company, they must be someone who has a strong image and reputation. This person normally has the ability to interpret what they are hearing to provide assistance and guidance to the other members. For me it is a positive approach for companies to be politically connected as it is very important to them to maintain such a reputation. (EA2)
	On a different note, the most important feature of being a politically connected company is that this sets the tone of corporate governance. These results match those observed in earlier studies by Cohen et al. (2002),who emphasise that the focus of senior management could be a function that sets the tone at the top and dominates the governance practices in companies. The general attribute of politically connected companies is the existence of management pressure. 
Political Connections Coexist with Good Corporate Governance
Almost all interviewees mentioned that having someone influential in companies may create a dominant figure himself or herself, which affects the audit process indirectly. Despite having political connections maybe adding value to companies, a few interviewees argued that the connection might potentially affect the auditor and client engagement. As one audit partner (AP4)[footnoteRef:61] mentioned: [61:  Interview with Audit Partner (AP4), 5th March 2015.] 

In addition, overall it goes back to the leadership at the top for each firm. At the working level respective engagement partner, all of us need to be aware we do not take an engagement basically more than a certain percentage of the firm’s revenue, because the reason being the clients may threaten us. We do not want to be in that position. Before we accept an engagement we need to be aware of the level of fee even though the fee is quite handsome. The partner will go and accommodate the initial engagement. On a long-term basis you will meet the same client all over again. If you can see at the recent election the competition is very close, as I can say it is a balanced vote, as half of the party won and half of the voters did not win. Within our firm we have our own risk management committee, we have meetings to discuss the issues, and basically table this proposition and come out together with the conclusion as a firm. If anything happens, be prepared to stand for our own decision as a firm. You do not need to shoulder whatever judgement alone, and you always have someone to share thoughts and deliberate with as a whole. (AP4)
One of the audit partners (AP2)[footnoteRef:62] stressed that: [62:  Interview with Audit Partner (AP2),18th February 2015.] 

And as a professional, we do have standards that we must abide by. I am not sure, as right now the mantra when you go for audit is you need to achieve audit quality, as you need to follow the standard up to professional standard, it does not really matter if the company is politically connected or not. There are certain things that you need to achieve. At the end of the day, when you sign off the financial statement during the audit, you can issue an unqualified opinion or report as you fulfil the requirement. So by having someone politically connected in the client, to me it does not change the way we plan the audit, because as a professional, we do have standards that we need to follow, and on top of that to ensure all these things are done, you have an accounting oversight board and you will not be able to escape them. (AP2)
Other than the external auditors, the interview also asked the audit committee members about their views on companies that have political elements in them. One audit committee member (AC1)[footnoteRef:63] responded: [63:  Interview with Audit Committee member (AC1),25th March 2015.] 

There has to be acceptance from the top. This is a really important function and not just a blessing. I think it needs the sort of enthusiastic support of the people at the top and that includes both the board and management. So, when the top accept it from the very beginning they have to be very responsible to reduce any component of risk which we are talking about as political risk. The internal control must be there, the support from the CEO, the governance is put into place. (AC1)
Moreover, another audit committee member (AC2)[footnoteRef:64] claimed: [64:  Interview with Audit Committee member (AC2),31st March 2015.] 

As long as the CEO, the CRO [Chief Risk Officer], they have got to be leading; they have to do a good job of communicating to their team, management and board. I would say no matter what political connections are there or not, the risk is always there. That is why most auditors use a risk based approach in detecting risk. (AC2)
It may never ever be fully known to what extent political connections may influence or affect the audit process, since gathering data is problematic. Politicians’ interventions in the reporting decisions of companies which have politicians on the board may potentially indicate severe agency conflicts or problems between the principal and the agents, as discussed in the theoretical framework of agency theory. The government, through politicians as their representatives on the board, controls managerial decisions (such as what to disclose or not disclose to the auditors), so that the decision is in line with its political agendas. This is consistent with Mahadeo and Soobaroyen (2012), who find that firms with a high degree of government ownership and which are politically connected in emerging economies, must make greater efforts in improving voluntary governance disclosure. The findings explain that good corporate governance practices appear to co-exist with a higher level of political connections in a complementary manner. This also accords with the earlier hypotheses by Shen et al. (2015) that firms are usually willing to strengthen corporate governance to increase their value and that building strong political connections may be one of the considerations to ensure smooth business operations for their companies. 
It is encouraging to note that the majority of the evidence supports the idea that the existence of politically connected board or audit committees may potentially have positive effects as a result of greater relevance of the connections, skills and experience of these individuals in their understanding and knowledge of board responsibilities, business risk and accounting issues, which indirectly adds value to companies. The study is supported by Cohen et al. (2013) on whether professional ties may potentially have effects on companies which are unique to the particular industry in question. The evidence from the interviews supports resource dependence theory, which suggests that at times these connections may be beneficial for the firm in enhancing members’ competence or knowledge. Resource dependence theory states that connections among board members may allow the firm to gain greater access to resources and competitive knowledge (Boyd 1990). This indicates that the stakeholders perceive political connections to add materially to the value of firms.
Although the individual politicians on boards or ACs may not have detailed knowledge, for example about what is ‘right’ or ‘wrong’ with respect to the audit plan, however, affect the decisions of relevant functional units like the internal auditor and external auditor. Thus, it is said that political connections may affect the ‘tone’ of governance in an organisation. A consistent sentiment among AC participants is that they observed the existence of political connections in companies which is exemplified in the following comment on their views:
Regarding political connections within the companies, we coexist for mutual benefits. We do not have competition for benefits, but only collaboration. Well, as an Audit Committee member, you don't see much about the way the audit is done. And the auditor, they have the right to get info. (AC1)[footnoteRef:65] [65:  Interview with Audit Committee member (AC1),25th March 2015.] 

From the interview findings, it is shown that politically connected board or audit committee could bring in value to firms in many ways, such as connections to develop networks, gaining the confidence of investors, leveraging their skills, expertise and knowledge for companies, but in realising the cost of political connections, a stronger corporate governance mechanism is needed to monitor the interventions of these influential individuals in companies’ decision making. In a similar vein, the presence of politically connected individual, however, is an alarm signal for audit firms to strategically plan in accepting these types of engagement, as it somehow potentially affects the audit scope and audit process. This could be an important signal to audit firms in assigning the audit task to the auditors: What kind of risk might they face? What level of assessment needs to be considered? And how do they respond to these types of clients?
[bookmark: _Toc436299220][bookmark: _Toc437266826][bookmark: _Toc444595888][bookmark: _Toc463966072]6.4	Conclusion
These interviews provide a rich source of support and new details on the complexity of the relationship between politically connected board or audit committees and auditors. First, the study reveals the views of external auditors and audit committee with regards to political connections. Political connections appear to have a strong influence in Malaysian companies. Second, the evidence from the interviews also revealed that, especially in companies which have politicians on their board, they are involved with a variety of auditor client negotiation processes, difference cultures and mentalities (combining ethics and business) and that the pressure on audit scope and audit process could well come directly from political connections. In addition to that, it is an alarming signal for audit firms as the client’s political background may potentially affect the audit process, demand differing audit requirements, and endanger auditor independence, while the findings constitute an indicator for auditors to strategically plan their audit scope before accepting any audit engagements.
The main finding from the interviews shows whether politically connected board or audit committees may potentially affect the audit process. Political connections become competing forces of audit risk, as they are much involved with variety of auditor client negotiation processes, client bargaining power and limited revelation of information due to political implications potentially increasing an auditor’s assessment of inherent risk and control risk. The interviews provide in depth evidence from a qualitative point of view on whether politically connected board or audit committees could affect the audit process and contribute to a higher audit fees. The findings have affirmed the purpose of the interviews to reinforce and confirm findings from the quantitative data analyses. In addition to that, the interviews also provided extra, valuable information that complements and strengthens the findings obtained quantitatively.
Furthermore, the interviews suggest that politically connected individual may have an influence in the corporate sector when the management and shareholders perceive that such connections bring value to the company. There is a climate encouraging this connection and this need to be monitored by functional units within companies, especially the internal audit and audit committee. The findings from the interviews revealed extra information and provided useful insight into the relationship between politically connected companies and the components of corporate governance. Political connections are found not to be riskier if companies have strong components of corporate governance. On the basis of the interview findings, there is evidence that governance effects complement and create value as a result of political connections. The board acknowledges the benefits of better corporate governance and thus the shareholder perceives political connections as tools to stabilise the company’s growth and maintain their reputation. This evidence suggests that political connections and good corporate governance can and do co-exist and they tend to be complementary. 
Hence, auditors are the most important resources in auditing politically connected companies. Whether an audit institution can finish its task with a high quality is largely dependent on the number, professional competence and independence of the auditors (Shuguang 2007;Li et al. 2013). Other things being equal, an audit institution with more independence and more experienced auditors tends to be more capable of detecting misbehaviour, making correct decisions and providing rectification suggestions.
On the other hand, there appears to be a set of local institutional factors that shape the ownership, cultural and business environment of Malaysia’s listed companies through the existence of political connections. The cultural factors at play in Malaysia, through government investment and representation on boards of directors, help to ‘keep the company honest’ by providing a disinterested voice in corporate deliberations. Thus, it is important to realise that political connections may actually ‘raise the tone’ of corporate culture in emerging economies such as Malaysia.
[bookmark: _Toc436299221][bookmark: _Toc437266827][bookmark: _Toc444595889][bookmark: _Toc463966073]6.5	Chapter Summary
This chapter has reported findings from the interviews that have achieved the final objective of the study, which to investigate whether politically connected board or audit committees, may affect the audit process. Generally, the interviews have confirmed that politically connected individual do potentially have an influence on the audit process. This is an alarming signal to audit firms, as the existence of politically connected individual could be riskier and needs to be well monitored via strong corporate governance, which appears complementary to political connections. The interview results support some of the quantitative findings reported in the previous chapter. The next chapter, which is the final chapter, provides a summary of the findings obtained from both the quantitative and qualitative analyses and also presents the conclusion of the study.


[bookmark: _Toc463966074]: Summary and Conclusions
[bookmark: _Toc436299223][bookmark: _Toc437266829][bookmark: _Toc444595891][bookmark: _Toc463966075]7.1	Introduction
The objectives of the current study are outlined in the first chapter and are generally to obtain a clear picture of the relationship of audit committees which are politically connected with audit fees and the audit process in Malaysian public listed companies. The study tries to fill in the gap in the literature by expanding the definitions of political connections, based on the relationship market system context. In order to achieve this, there are a few objectives, which were focused on:
1) To examine the level of political connection represented in the audit committee associated with the level of audit fees incurred by Malaysian public listed companies.
2) To examine do politically connected audit committees have an impact on the audit process.
Section 7.1 reviews the research approach that has been conducted in investigating the issues and Section 7.2 presents a summary of the findings. The contributions of the study are presented in the Section 7.3. Next is Section 7.4, which discusses the limitations of the study, while Section 7.5 explains a number of suggestions for future research. Finally, section 7.6 provides the overall conclusion of the study in this thesis.
[bookmark: _Toc436299224][bookmark: _Toc437266830][bookmark: _Toc444595892][bookmark: _Toc463966076]7.2	Summary of the Implementation of the Study
The study was conducted through both quantitative (statistical analyses) and qualitative (interview analyses) methods in order to answer the research questions as mentioned in Chapter One. Two theories, namely agency theory and resource dependence theory, are applied to examine and explain the relationship between the influences of politically connected audit committees on audit fees and the audit process. In order to achieve the first objective, a regression audit fee model was developed and tested on the statistical data collected from annual reports and databases to determine the influence of politically connected audit committees on audit fees in Malaysian public listed companies for the year 2012. In addition, the component of corporate governance and auditor variable were also included in the regression model of the relationship. The main measure of audit effort in the study is audit fees, measured by the natural logarithm of the audit fees. The natural logarithm of audit fees, audit committees which are politically connected, auditor variables and corporate governance were analysed descriptively. In the analyses, several tests were included, such as correlation analysis, regression analyses, the additional test and also a supplementary test (earnings management). Audit committees, which are politically connected, were identified in this study by the presence of a currently serving or retired senior government officer on the board, the presence of a currently serving or retired politician on the board, and government shares (ownership). There were three main hypotheses tested. The hypotheses are:
H1: There is a positive relationship between audit committees with a current / retired senior government officer and audit fees. 
H2: There is a positive relationship between audit committees with current / retired politicians and audit fees.   
H3: There is a positive relationship between government shares and audit fees.
The second objective was completed by conducting interviews with external auditors and audit committee members who were deemed to be involved with politically connected companies. These interviews were meant to gain further understanding of the relationship between political connections in companies and do these connections may potentially directly affect the audit process and indirectly influence the decision making process with regards to auditing and corporate governance. The results from both statistical analyses and interviews were discussed and reported in Chapters Five and Six. The next section summarises the primary findings.
[bookmark: _Toc436299225][bookmark: _Toc437266831][bookmark: _Toc444595893][bookmark: _Toc463966077]7.3	Summary of the Findings
[bookmark: _Toc444595894][bookmark: _Toc463966078]7.3.1	The Effects of Politically Connected Audit Committee on Audit Fees
The findings from the statistical analyses reported in Chapter Five revealed that, for the components of political connections, only audit committees with senior government officers and audit committees with politicians show a significant positive relationship with audit fees. However, for government shares the result is positive but less significant. Thus, the study finds that some types of connections, namely audit committees with senior government officers and audit committees with politicians, create more value than others. The specific measures for the political connections variables show some meaningful effects and implications. Overall, the results suggest that audit committees with senior government officers and audit committees with politicians are important political connections dimensions in relation to audit fees in emerging markets such as Malaysia. It appears that a higher proportion of politically connected audit committees are associated with higher audit fees. Political connections are likely to vary, based on whether the person is appointed (representing a closer network or connection within a party or agency) or is elected. The difference is because individual audit committees, which are politically connected, are more influential, in comparison to companies with government share ownership, and can directly demand the auditors to increase their audit effort in order to protect their reputation capital. The result suggests the existence of political individuals able to capitalise their connections to create influence in companies, and this could be because the relationship between business and politics is stronger in Malaysia as compared to other markets, such as in developing nations. In this way, politically connected audit committees normally potentially leverage their network, expertise, knowledge and experience throughout their firms. Moreover, government shares are managed by a variety of institutions on behalf of the government, and differences in the objectives and characteristics of the institutions that administer the shares can weaken the demand for higher efforts from auditors. This is important as, depending on the objectives and control structures, this potentially has different impacts on their portfolio companies.
This current study draws on agency theory and resource dependence theory. According to the agency theory, the separation of ownership and control between the owner and the manager of a firm subsequently leads to agency costs, such as audit fees. Meanwhile, resource dependence theory recognises the influence of external factors on organisational behaviour and that managers can act to reduce environmental uncertainty and dependence by bringing in external resources to firms. The importance of agency theory and resource dependence theory are further supported by the findings of this research, which applies the integration of both theories to propose that enhancing audit committee characteristics and politically connected attributes increases the demand for audit procedures resulting in higher audit fees. The findings support the argument of these theories that having politically connected individuals may influence decision making in firms. Political connections are one way that firms in emerging markets can add value. In prior research, political connections tend to be personal, financial and geographical, but when there are politicians sitting as audit committee members, this indirectly provides a long term personal association with the business. This suggests that these connections have an important role in political intervention, which can enhance the firm’s value and performance. One of the more significant findings to emerge from this study is a systematic exchange of favours between politicians and top management to gain various economic advantages (benefits).
However, there are also costs that need to be tolerated, as political connections can impose additional risk due to conflicts of interest between firms and politicians. The findings contended that the existence of political connections may weaken audit planning and scope; nevertheless, strong corporate governance is greatly needed in order to provide a higher quality of audit. Thus, effective corporate governance is needed to monitor this mechanism, especially for politically connected companies. From the findings, the effect of political connections on audit fees is constrained by the internal and external monitoring mechanisms. These findings confirm that auditors perceive having a politically connected audit committee in the firm tends to be riskier than is the case without such an audit committee. This result suggests strong corporate governance is needed to enhance the role of audit committee.
The findings obtained from the regression analysis (with controls for other variables, including the natural logarithm of total assets, ratio of inventory, ratio of receivables and leverages) suggest the following:
1) Political connections measured by audit committees with senior government officers have a significant and positive relationship with audit fees.
2) Political connections measured by audit committees with politicians have a significant and positive relationship with audit fees.
3) Political connections measured by government shares have no significant             association with audit fees.
The quantitative findings support the first two hypotheses as political connections are measured in terms of audit committees which are politically connected through senior government officers and politicians. The third hypothesis was not strongly supported, as the results show no significant association between government shares and audit fees.
[bookmark: _Toc444595895][bookmark: _Toc463966079]7.3.2	The Effects of Politically Connected Audit Committees / Boards on the Audit Process
The findings from the interviews have confirmed that politically connected board or audit committees do potentially influence the audit process and the influence does, to some extent, affect the auditor’s independence. From the interview findings, it is shown that politically connected individual force the auditors to increase their audit effort and the auditors have to be alert to greater risk, which potentially causes the auditor to charge higher audit fees, as they predict politically connected companies are riskier as compared to non-politically connected companies. The evidence from the interviews shows that political connections do affect the audit process through promoting an increase in audit work such in a variety of ways, such as auditor client negotiations, private meetings with audit committees and re-engineer the audit scope and plan. Thus, a different audit requirement might be needed and this becomes an alarm signal to the audit firm in consideration of accepting such an audit engagement. It is understandable that politically connected companies and non-politically connected companies can generate different scopes of work, complexities and audit plans. Politically connected clients could also influence the auditor’s professional judgment, even though the auditors need to perform audit tasks based on the same audit rules and standards for all clients. However, it is possible that, during the interviews, auditors could sound more normative than realistic. Auditors’ independence can be affected by influential individuals in companies, since political influences are normally stronger in Malaysian companies. Auditing politically connected companies may endanger auditor independence. However, if the auditors are following the rules and standards, they would be independent, or at least they could minimise auditor impairment due to dependence on political clients. Thus, their statements are not a guarantee that they must be independent in doing audit work; it could be true or it could be lip service only, because talking is easier than acting.
Interestingly, a different view is that politically connected board or audit committee may have an influence if the management and shareholders both perceive that such connections may bring in value to the company. The interview findings indicate that a politically connected board or audit committee seems to be more engaged in both monitoring and advice tasks through their position in the firm. This is a novel result in governance and board studies. The present investigation suggests that politically connected boards or audit committees pay more attention to their tasks, such as being active in advice, networking activities, communicating and strengthening links with the auditors, because they have to protect their reputational capital and thus exert greater monitoring. According to Hillman (2005), it is very important to have boards acting as advisors, trying to influence key actors and gaining access to superior information. The interviews also confirmed theoretically that politically connected audit committees both perform a monitoring function (agency theory) and provide resources (resource dependence theory), which indicates that service on the board is a combination of both. This evidence opens up new perspectives in interpreting the role of boards, with similar structural features having different level of engagement in both monitoring and advising tasks. This is coherent with the intuition of Hillman and Dalziel (2003)’s work in proposing an integration of agency theory and resource dependence theory.
[bookmark: _Toc463966080]7.3.3	The Integration of Quantitative and Qualitative Findings

The previous sections presented separate summaries of the findings from the quantitative and qualitative data. As discussed in Chapter Four, this study employs a mixed methods approach combining archival data analysis and interviews. The aim of the interviews is to explore the issues identified by the statistical analysis in further depth. This provides an opportunity to improve the ability to understand in depth and explain the statistical results. This section outlines the integration of the results from the quantitative and qualitative data. The findings from the quantitative analyses show the level of audit fees are positive and significant with audit committee senior government officers (ACSGO), audit committee politicians (ACPOL), audit committee independence (ACINDEP), audit committee size (ACSIZE), natural logarithm of non-audit services (LOGNAS), natural logarithm of total assets (LOGASSETS), natural logarithm of subsidiaries (LOGSUB), ratio of receivables to total assets (RATIORECEIVABLES) and ratio of total debt to total asset (LEVERAGE). An in-depth analysis of the interviews further reveals that political connections do affect the audit process. The interviewees claimed that inherent risks are present in these types of companies and it is beyond management‘s control. Thus, in dealing with the issue of political connections, auditors seem to face a few challenges, such as having to be involved with non-routine audit (private meetings). Sometimes, audit partners have to step forward to resolve issues, and a variety of auditor client negotiations take place. Interview evidence further suggests that in order to mitigate the audit risks arising from political connections, auditors need to put in greater effort in conducting the audit process. This involves detailed checking of company’s background, an individual board’s profile, or connections a company potentially has with the key government officials. Such detailed checks help the auditors strategically plan the audit scope and process. 

Overall, the integration of both quantitative and qualitative findings show that politically connected audit committee in Malaysia have an impact on the level of audit fees  and the audit process through the greater of audit work performed by the auditors during the audit engagements. The quantitative result reflects higher audit fees for the companies who have politically connected individuals in the forms of ACSGO and ACPOL. There are two potential reasons for higher audit fees in the case of politically connected audit committees; (1) increased audit risk due to possible reputational damage (Gul, 2006) and (2) greater demand of audit effort to mitigate that risk (Haniffa et al. 2006c; Abdul Wahab et al. 2011;Johl et al. 2012). As the result suggests, the external auditor has to increase their audit effort when conducting an audit in such companies as compared to companies without such political connections. The qualitative evidence from interviews suggests that greater audit effort arises because the external auditor needs to conduct audit in a variety of ways, such as auditor client negotiation processes, non-routine audit (private meetings) and re-engineer the audit scope and plan in order to maintain a high quality of audit. This is due to the auditor’s efforts to mitigate risks arising from political connections. It is highlighted that political connections are considered as an opportunity to good governance even though there are cost incurred for having such connections. This is because the investigation suggests that politically connected boards or audit committees pay more attention to their tasks such as; being active in advice, networking activities, communicating and strengthening links with the auditors in order to protect their reputational capital and thus exert greater monitoring. The results show that in the context of Malaysia, companies deem political connections to be important. In Malaysia, many listed companies are family owned or controlled by the government which portrays different cultures and tradition in the setting (Claessens et al., 2000). These types of companies tend to create personal business relationships with government personnel in achieving their economic objectives. In fact some of these companies were initially set up to achieve politically sensitive social projects, making such companies more exposed to audit risk (Mohd Ghazali, 2007). In responding to the inherent risk resulted from these connections, stronger corporate governance is needed to reduce concerns regarding possible misstatements due to the political connections. On the basis of the interview findings, good corporate governance is essential for building an attractive investment climate and successful business operation; therefore through effective monitoring activities by the board of director and audit committees it is potentially minimize agency problems between managers and shareholders to improve firms’ performance. The findings provide evidences that governance effects complement and create value as a result of political connections. This is consistent with Shen et al. (2015) who suggest that corporate governance and political connections might complement each other- although engaging with both is costly, the combination increases the opportunity for a successful business.

Importantly, in Malaysia’s context, various types of connection may exist and create a variety of impacts at different levels and, due to this setting, the country provides a natural experimental ground in studying these issues and this one can yield specific insights into how government influence and political connections affect auditing decisions. Overall, this is because there is a set of local institutional factors, shaped by the culture and business environment, that create a climate which encourages connections but needs to be highly monitored by strong components of corporate governance. Figure 7.1 below provides a summary of the politically connected audit committee that influences audit fees and the audit process in the Malaysian setting.




[bookmark: _Toc436989746][bookmark: _Toc438571635][bookmark: _Toc463964685]Figure 7.1: Summary of the Influence of Political Connections on Audit Fees and the Audit Process in the Malaysian Setting.Audit Committee Politician (ACPOL)
Audit Committee Senior Government Officer (ACSGO)
Government Shares (GOVSHARE)
 Weak Governance Mechanism
Issues in the Malaysian Setting
Strong Influence of Government Interventions
Types of Government Interventions

Audit Effort Increases due to:
Quantitative Results (Audit Fees):
· Auditors perceived higher risk for politically connected companies
· ACSGO and ACPOL demand more audit to protect reputational capital (positive and significant relationship with LOGAF)

Qualitative Analyses (Audit Process)
· Variety of auditor client negotiation processes
· Endangering of auditor’s independence
· Culture and mentality (mixed ethics and business)
· Private meetings with Audit Partners
Political Connections
Political Connections


[bookmark: _Toc436299090][bookmark: _Toc437266714][bookmark: _Toc444595896][bookmark: _Toc463966081][bookmark: _Toc436299226][bookmark: _Toc437266832]7.4	Contributions of the Study
[bookmark: _Toc436299092][bookmark: _Toc437266716][bookmark: _Toc444595897][bookmark: _Toc463966082]7.4.1	Contribution to Literature and Theoretical Development
The current study makes a significant contribution to the literature on corporate governance in various ways. Firstly,Molina-Azorin (2010) suggested that corporate governance studies are dominated by quantitative studies. There is evidence reported by Boyd et al. (2012) and Saunders et al. (2011) that corporate governance can benefit from the use of qualitative methods, and research investigating human behaviour has received much attention in social sciences. The possible explanations are that quantitative data alone do not provide explanations of findings, as their nature is in the form of statistical results. Some authors have speculated that quantitative findings are less likely to provide explanations of social phenomena (Cohen et al. 2002;Creswell 2013). The present study contributes to the corporate governance literature by providing evidence for the integration of quantitative and qualitative methods in examining corporate governance behaviour.
In a different context, this thesis contributes to the auditing literature by linking the corporate governance mechanism with external auditing within a highly political setting in one of the emerging markets. The present study provides various evidence of how auditors’ decisions on audit fees, audit planning and process and audit opinions are affected by a firm’s agency conflicts between the majority shareholder and the management, as well as by political connections that provide external resources to the firm. Analysing audit fees allows the researcher to use this quantifiable measure to capture the quality of corporate governance mechanisms in firms. In addition, further investigation of corporate governance and political behaviour using interview data provides in depth explanation for the researcher to interpret the results and confirm the quantitative findings.
Concerning the theoretical contributions, the study is able to interpret the relationship between political connections and audit fees and give an in depth understanding of corporate governance behaviour by using multiple theoretical frameworks. It has been argued that most prior studies (Zattoni et al. 2013;McNulty et al. 2013) focus solely on agency theory in explaining the corporate governance relationship, even though they also mention other theories. The present study is motivated by Zattoni et al.’s (2013) suggestion to complement traditional agency theory with other theories in understanding corporate governance behaviour. For the current study, political connections provide external resources, as explained through resource dependence theory, which complements traditional agency theory, as this study sheds light on politically connected boards or audit committees engaged in both monitoring and advice tasks. Political connections could exert greater monitoring through the position of such individuals on the board or audit committee and allow them be active in advice as well as networking activities with the auditors and other key players, as it is very important for them to protect their reputational capital. This provides empirical support for the Hillman and Dalziel (2003) proposition to integrate agency theory and resource dependence theory. Moreover, the multiple theoretical framework approach can interpret the empirical findings to understand corporate governance behaviour in depth.
Taken together, the findings of the present study add substantially to an understanding of the factors contributing to audit fees, monitoring by auditors, and audit quality as a whole, in one of the emerging markets with a unique institutional setting and heavily reliance on political connections in its corporate sector. This study highlights the significant impact of country specific factors, in terms of cultural and political values, on the auditing environment. Given various circumstances across countries, the unique Malaysian setting potentially represents the Asian region, as the countries within Asia are derived from various ethnic backgrounds and the equity of firms is mainly dominated by government linked companies and family owned companies. This is supported by Ang et al. (2013), who show that Singapore and Malaysia have shared similar characteristics, such as government linked companies with boards populated by senior civil servants and political appointees, and are thus obligated to monitor and control corporate activities. To the best of the researcher’s knowledge, no study has investigated politically connected individual on audit committee in emerging economies using an integrated framework. Therefore, the findings contribute new insights to the study of political connections and the integrated approach is pioneering in establishing evidence in the Malaysian setting.
[bookmark: _Toc436299093][bookmark: _Toc437266717][bookmark: _Toc444595898][bookmark: _Toc463966083]7.4.2	Contribution to Researchers
In addition, the present study offers further evidence to the political connections literature as the researcher extends the value and operational definition of political connections at audit committee level in the Malaysian setting. The prior literature examining political connections suggest the use of a list of politically connected companies initiated by Gomez and Jomo (1997).However, this list of firms can be seen as irrelevant as these companies are less connected nowadays. In mitigating this issue, the study contributes to the existing literature by extending the operational definition of political connections to include politically connected individual on audit committee and by updating the list of companies based on recent political appointments. This kind of new measurement of political connections has been supported by Mohd Fairuz Md (2012), who mentions that different levels of connections have various impacts on governance structure. In different manner, the study contributes to knowledge regarding whether direct participation of politicians and senior government officers on the boards of directors in public listed companies affects audit fees and the audit process. This information will be very useful, especially to shareholders, whom it helps in determining the appropriate composition of board membership in their companies as well as their leadership culture. Considering that the benefits gained from political connections are valuable in the corporate setting, improving the monitoring through better corporate governance mechanisms would also have an effect on the business sector as a whole.
[bookmark: _Toc436299094][bookmark: _Toc437266718][bookmark: _Toc444595899][bookmark: _Toc463966084]7.4.3	Contribution to Policy Making
The study provides insights and additional guidance for regulators and policy makers, for improving the design of corporate governance features, as well as deciding on the level of involvement of government and politicians in business. This contrasts with findings of earlier studies in developed economies, suggesting opportunities for future research to understand the sources of the differences. In addition, the study provides insights about auditors’ interactions, the behaviour of boards of directors, political influences and other stakeholders, regarding corporate governance and the involvement of political connections in the corporate sector. The findings suggest that there is a need to strengthen corporate governance practices in companies and it may additionally have practical importance for regulatory authorities and policymakers in controlling government interventions in corporate structure.
[bookmark: _Toc436299095][bookmark: _Toc437266719][bookmark: _Toc444595900][bookmark: _Toc463966085]7.4.4	Contribution to Practitioners
Various studies have been conducted on the relation between the auditing professions and corporate governance (Imhoff 2003). This research contributes not only to the previous academic literature but also presents possible solutions related to auditing challenges. The majority of studies focus on the independence of auditors in conducting audits with a high degree of professional judgement. This research has combined political connections factors and the audit process through the behaviour of auditors in coping with conflicts. Additionally, the levels of auditors are spread between audit partners and external auditors, and one major contribution is that their behaviour can be analysed in responding to the politically connected companies they are involved in. The results highlight challenges faced by the auditors and the audit firms themselves regarding interference from the influence of political connections. The research has indicated, analysed and linked audit effort and how it may affect audit planning as part of the analyses. A conceptual framework is explained through assessment of auditors’ behaviour and the potential effect on the audit process. The research can be used as a tool for auditors to identify certain weaknesses in their common practices.
[bookmark: _Toc444595901][bookmark: _Toc463966086]7.5	Limitations of the Study
The study is subject to several limitations, which are to be considered when interpreting the results.
[bookmark: _Toc436299227][bookmark: _Toc437266833][bookmark: _Toc444595902][bookmark: _Toc463966087]7.5.1	Measures of Political Connections
The study focuses on former politicians or retired politicians who sit on company boards and these people also potentially obtain positions in non-listed companies which are more worthy for further investigation. In addition to that, the current study limited the measurement of political connections to three different measures: audit committees with senior government officers, audit committee with politicians, and government shares, and in this case other measures of political connections have not been taken into account. Previously mentioned in the chapter is that the current study did not use the measurement in Gul (2006) and Gomez and Sundaram (1999), as their list of companies had connections which are no longer active in the political arena or had become less connected. It is possible that other measures, for instance based on connections at the state level or federal level, and their background expertise, may have a close link. Hence, the current measures may not reflect complete connections.
[bookmark: _Toc436299228][bookmark: _Toc437266834][bookmark: _Toc444595903][bookmark: _Toc463966088]7.5.2	Audit Quality Measures
Audit quality in this study has been measured by audit fee. However, there are other audit quality variables that can be used as proxies to construct tests. In this thesis, audit effort is driven by the audit fees charged by the auditor who perceives politically connected companies to be riskier and in need of extra audit effort for the audit process. The use of other audit quality measures, such as Big Four companies, may help to generalise the actual audit quality as political connections may develop the network through the auditor. In addition, audit firms need a delicate balance between independence and effective collaboration with the clients. Auditors rely on clients to provide open and transparent access to their information and systems, since without that, a quality audit is impossible. Only by balancing the need to both challenge clients and support them can auditors improve quality.
[bookmark: _Toc436299229][bookmark: _Toc437266835][bookmark: _Toc444595904][bookmark: _Toc463966089]7.5.3	Corporate Governance Variables
Thirdly, it is possible that the financial and corporate data employed in this study may not completely explain the link between governance variables, such as details of government shares (institutional organisations), level of connection (federal or state) and internal mechanisms (details of internal audit processes, human resources, techniques) which are likely to better explain the relationship.
[bookmark: _Toc436299230][bookmark: _Toc437266836][bookmark: _Toc444595905][bookmark: _Toc463966090]7.5.4	Interview Sample Bias
Lastly, the interview was open to bias and false memory as the interview sample could be an opportunistic sample, which could lead to bias in the interpretation of the findings. There is a tendency that the interviewee might speak about what other people want to hear, rather than give genuine opinions and their own experiences.
[bookmark: _Toc436299231][bookmark: _Toc437266837][bookmark: _Toc444595906][bookmark: _Toc463966091]7.6	Suggestions for Future Research
Given the evidence presented in this thesis, there are several avenues for future research.
[bookmark: _Toc436299232][bookmark: _Toc437266838][bookmark: _Toc444595907][bookmark: _Toc463966092]7.6.1	Insights Gained from Audit Committee Meetings
Firstly, as well as the political connections attributes, it is argued that there are potential insights to be gained through examining the nature of factors in political connections and their relation to audit fees; for instance, the effect on audit fees of activities carried out by audit committees and directors’ relationships with major shareholders, or the effects on audit quality of the discussion or output of private meetings between politically connected audit committees and the auditors. This is because future study may understand in depth auditors’ behaviour and these political factors that may influence the audit process. Subsequently, these may also potentially affect the audit fees charged by auditors, as there are impulsive changes which might occur during the auditing process, hence affecting audit quality. Thus, future research should consider whether the insights gained from the activities, meetings and discussions among the key participants may potentially increase monitoring activities by the audit committee and to what extent this is influenced by political connections. It should be recognised that this research would have to overcome significant obstacles regarding being allowed access to review documents or to attend meetings.
[bookmark: _Toc436299233][bookmark: _Toc437266839][bookmark: _Toc444595908][bookmark: _Toc463966093]7.6.2	Audit Committee/Board Individual Expertise Background
Secondly, as previously noted in the limitations, there are different measures of political connections which may be taken into account in measuring political connections. It is argued that having an audit committee which is politically connected may help to increase monitoring activities, due to their reputational capital, and therefore it is very important to also investigate individual audit committee members’ background expertise in their area and how this will affect audit quality. This is because an audit committee with varied political backgrounds and fields of expertise may potentially create resources, bring significant business knowledge and achieve a greater level of networking, which can contribute to the understanding of business risk. Thus, it may create economic value to the companies and hence, improve audit quality. Therefore, future studies should consider the political background and field of expertise of individual audit committee members for inclusion as measures of political connections.
[bookmark: _Toc436299234][bookmark: _Toc437266840][bookmark: _Toc444595909][bookmark: _Toc463966094]7.6.3	Investigate In-Depth Investigation of the Proxies of Government Share Ownership
The current study can be expanded through further analysis of the proxies of government share ownership. Since there are different types of proxies of government share ownership, consideration of looking into the different types of institutional organisation and the different influences that may affect how they exercise their control and play their role as one of the monitoring mechanisms, will potentially provide a unique contribution to our knowledge. This is a novel approach to a study concerning the effects of government share practices in public listed companies, in the context of an emerging market.
[bookmark: _Toc436299235][bookmark: _Toc437266841][bookmark: _Toc444595910][bookmark: _Toc463966095]7.6.4	Different Cultural Dimensions
Finally, due to the cultural difference, it is very important for this study to extend the literature on the examination of cultural variables as predictors of political connections, as for countries like Malaysia; a mixture of races can produce significant differences. As the study by Haniffa and Cooke (2005) on culture in Malaysia has found, it has a significant influence on the corporate reporting field. Thus, future research on the cultural variables may extend the findings of that study, and consequently may bring potential insights to the understanding of how this can be related to political connections issues and a broader view of audit quality. 
[bookmark: _Toc436299236][bookmark: _Toc437266842][bookmark: _Toc444595911][bookmark: _Toc463966096]7.7	Conclusion
Overall, the results of the study have shown that political connections may potentially influence audit committee effectiveness and the level of audit fees charged by auditors. The study suggests that political connections have a significant impact on audit fees, only if measured in terms of audit committees which are politically connected through senior government officers and politicians. In this study, the results have shown that different levels of definitions of political connections may produce different results, and that when there is an individual in the company who is politically connected, the results are more pronounced. The major and significant contributions of the study to the current literature on audit fees and audit committees are focuses on the influence of political connections. Ideally, the research extends our knowledge about the bringing in of external resources to firms, assisting them to stabilise their profit, but this connection is potentially riskier, as compared to those companies without these connections. Thus, the auditor perceives inherent risk tolerated by these types of firms, and increases their audit effort while, at the same time, they also demand it due to their reputational capital. Therefore, firms that are politically connected are willing to pay higher fees, which results in a positive relationship with audit fees.
The appointment by firms of audit committees that are politically connected is consistent with studies in Singapore by Eng and Mak (2003), who found that political connections play a strategic and important role in enhancing the economy. This similarly leads companies to tend to be concerned about their reputational capital and to be willing to pay higher audit fees as public evidence that they have a high quality of audit. Taken together, these results suggest that these connections are also an indicator of strong corporate governance needs to be in place as these connections could be riskier if there are no appropriate controls on them. This study has found that, generally, both political connections and strong corporate governance may become complementary.
The quantitative and qualitative findings of the current study have provided beneficial insights, which could be referred to as the basis for future studies. Prior studies have covered the quantitative aspect of political connections and very few cover the behavioural aspect of how, and to what extent, they may have an effect on audit fees. Hence, the insights from the interview analyses may extend the results of prior findings. Thus, the current study provides an in depth conceptual understanding of political connections, as these connections plays an important role in the business environment. As prior studies have conducted tests in various economic settings, such as in Australia, China, and the US, this study provides a specific emphasis on Malaysia, using the identification of audit committees which are politically connected. This study has proposed and tested a set of conceptual relationships among audit committees, political connections and corporate governance, and it has proved that these relationships are supported theoretically. 
[bookmark: _Toc436299237][bookmark: _Toc437266843][bookmark: _Toc444595912][bookmark: _Toc463966097]7.8	Chapter Summary
This chapter has summarised the research findings, overviewed the main limitations and noted some avenues for future research. The findings in this study have enriched our understanding of the influence of political connections on audit fees, on the audit process, and on the different levels of political connections which highlight different implications in the auditing and corporate governance arena.
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Table I: Variable Definitions 
	Variable
	Variable Measurement

	Dependent: 
LOGAF
	
Natural logarithm of audit fees for financial year end 2012 (RM)

	
Independent :
	

	LOGAF
	Natural log of total Audit fees for financial year ended 2012

	LOGNAS
	Natural log of total non-audit fees for financial year ended 2012

	ACSGO
	Proportion of audit committee who is currently/retired senior government officer to the number of AC members

	ACPOL
	Proportion of audit committee who is currently/retired politician to the number of AC members

	GOVSHARE
	Percentage of government shareholding


	ACINDEP
	Proportion of independent non-executive directors to the size of AC

	ACSIZE
	Total number of AC members

	ACMEET
	Total number of AC meeting in an accounting year

	ACEXPERT
	Proportion of audit committee who possess  professional accounting qualification and at least 3 years experiences in accounting field 

	PWC
	If the auditor is PwC =1, otherwise 0.

	BIG4
	If auditor is a Big 4=1, otherwise 0.
 

	OPINION
	If audit opinion is a going concern modification =1, otherwise 0.

	TENURE
	The durations of current auditor being appointed until the year end of 2012

	YEAREND
	Financial year end on December=1 or otherwise


	LOGSUB
	Natural log of number of subsidiaries for the year ended 2012

	LOGTA
	Natural logarithm of total asset as at 31st December 2012

	RRATIOIVT
	The ratio of  inventory to total assets


	RATIOREC
	The ratio of receivables to total assets 


	LEV
	The ratio of debt to total assets

	LIQ
	The ratio of current assets divided by current liabilities

	ROA
	Return on assets

	DACC measures
	

	TCA
	Firm total current accruals in year 2012

	NDA
	Non-discretionary accruals

	DACC
	Discretionary accruals for firm

	∆REV
	Firm change in revenue between year 2012 and  year 2011

	∆PPE
	Firm change in gross property ,plant and equipment between year 2012 and 2011

	∆REC
	Firm change in net receivables between year 2012 and year 2011

	TA
	Firm average total asset in year 2012











[bookmark: _Toc444595914][bookmark: _Toc447801454][bookmark: _Toc463966099]Appendices II

Normality Distributed Errors
[bookmark: _Toc449023139]Figure 2: Frequency of Standardized Residuals
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[bookmark: _Toc449023140]Figure 3: Scatter Plot (residuals vs predicted values)
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Table II :  Heteroscedasticity and Multicollinearity Tests
	Panel A: Test of Heteroscedasticity                                       

	
	
	Sig
	

	
	constant
	0.054
	

	PCON
	ACSGO (P)
	0.493
	

	
	ACPOL (P)
	0.372
	

	
	GOVSHARE
	0.796
	

	AUDIT COMMITTEE
	ACINDEP (P)
	0.989
	

	
	ACSIZE
	0.387
	

	
	ACMEETING
	0.790
	

	
	ACEXPERT (P)
	0.209
	

	FIRM CHARACTERISTIC
	BIG 4
	0.150
	

	
	OPINION
	0.199
	

	
	AUDIT TENURE
	0.569
	

	
	YEAR END
	0.082
	

	
	LOGNAS
	0.458
	

	
	LOGASSETS
	0.751
	

	
	LOGSUB
	0.718
	

	
	RATIONINVENT
	0.249
	

	
	RATIORECEIVAB
	0.056
	

	
	LEVERAGE
	0.651
	

	Panel B: Test on Multicollinearity

	
	
	Tolerance
	VIF

	PCON
	ACSGO (P)
	0.769
	1.298

	
	ACPOL (P)
	0.782
	1.274

	
	GOVSHARE
	0.960
	1.046

	AUDIT COMMITTEE
	ACINDEP (P)
	0.638
	1.855

	
	ACSIZE
	0.898
	1.110

	
	ACMEETING
	0.879
	1.129

	
	ACEXPERT (P)
	0.639
	1.844

	FIRM CHARACTERISTIC
	BIG 4
	0.830
	1.111

	
	OPINION
	0.969
	1.034

	
	AUDIT TENURE
	0.794
	1.260

	
	YEAR END
	0.970
	1.032

	
	LOGNAS
	0.826
	1.217

	
	LOGASSETS
	0.513
	1.861

	
	LOGSUB
	0.738
	1.340

	
	RATIONINVENT
	0.147
	1.814

	
	RATIORECEIVAB
	0.143
	1.918

	
	LEVERAGE
	0.157
	1.814



    *Correlation is significant at the 0.01 (1%)***, 0.05(5%)**,0.10 (10%)*  level.
Note: AF= Total amounts of audit fee; LOGAF=  Natural Log total amount of audit fee; NAS= Total amount of non audit services; LOGNAS= Natural Log of amount non audit services paid to the external auditors; ACSGO= The proportion of audit committee who is senior government officer; ACPOL=The proportion of audit committee who is politician; GOVSHARE= The total percentage of government share; ACINDEP= The proportion  of independent AC members to size of AC;  ACSIZE= Number of AC member; ACMEET= Number of meeting in an accounting year;  ACEXPERT= The proportion of audit committee who has financial professional qualifications (MIA,ACCA,CIMA and other accounting professional qualifications);BIG4= An indicator variable 1 for BIG 4 firms or 0 otherwise.; AUDITOPIN= 1 if modified opinion and 0 if otherwise; AUDITENURE= Duration of tenure for auditors ; YEAREND= Financial year end on 31st December=1 or otherwise; SUBSIDIARIES= Number of subsidiaries; LOGSUB= Log transformation of subsidiaries; LOGFIRM’S SIZE= Log firm’s total asset (current and non current); INVENTORY= The ratio of  inventory to total assets; RECEIVABLES= The ratio of receivables to total assets ; LEV= Long term debt to total assets
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Appendices III

Interview Questions

Background information
1. Firm’s name
1. What is your educational background?
1. What are your job title/ Position?
1. How many total months of experience do you have working for your field?

Opening questions
1. What is the approximate number of full time employees in your whole organization?
1. What kind of industries that you specialize in on your engagements (eg., manufacturing, high tech, financial institutions, health services, retail, not for profit etc.)

Political connections
1. How do you generally perceive the participation of the board of director in the firms in the audit financial reports?
1. Have you ever involved with the audit process (to any extent) for the auditing political connection companies?
1. In your view, what are the perceptions of auditors on the significance of ‘political connections’ involvement matters to their practice and also to their companies?
1. How do the companies’ political connections affect the audit process?
1. How do you deal with companies the issues of political influence?
1. How do you engage/plan audit scope in the audit process? 
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