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Abstract

Previous literature shows mixed evidence on the effect of discretionary accruals and auditing on the cost of debt. We
hypothesize that, in the SMEs setting, auditing can act as a substitute for accruals quality, and thus audits may mitigate the
effect of discretionary accruals on the cost of debt. Using a sample of Spanish SMEs, we find that auditing is negatively related
with the cost of debt, while higher discretionary accruals are related with a lower cost of debt. Nonetheless, this effect is
lower than that one observed for audits. When considering the combined effect of both variables, the effect of discretionary
accruals is replaced by that of auditing. These results suggest that, among SMEs, discretionary accruals do not have a relevant
effect on the cost of debt when companies are audited, supporting the hypothesis that there exists a substitution effect
between discretionary accruals and auditing.
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Introduction Closely related with accounting quality is the role of
financial audits. Financial audits have the purpose of exam-
ining and assessing a company’s financial statements in
order to guarantee that they are a fair representation of the
company’s actual situation and performance. For this reason,
audits are considered to improve their clients’ accounting
quality, and audited financial statements are considered as
more reliable and credible than the unaudited ones (Cassar,
2011). Indeed, prior literature has examined the relationship
between auditing and the cost of debt, but it also shows
mixed evidence: while some papers find that voluntary audits
help companies to get upgrades in their financial ratings
2009; Carmo et al., 2016; Shen & Huang, 2013; Vander (Lennox & Pittman, 2011) and to reduce their financing costs

Bauwhede etal., 2015). . . (Kim et al., 2011), other studies do not find significant differ-
Nevertheless, some papers find that discretionary accruals ences (Cassar et al., 2015; Huguet & Gandia, 2014).
are negatively related with the cost of debt (Aldamen & ’ ’ ’
Duncan, 2013; Orazalin & Akhmetzhanov, 2019), what
authors attribute to either a signalling role of discretionary
accruals for performance information (Guay et al., 1996), or
effective earnings management activities with opportunistic
purposes (Orazalin & Akhmetzhanov, 2019). On the other
hand, part of the previous research does not find a significant
association between discretionary accruals and the financing
cost (Gill de Albornoz Noguer & Illueca, 2007; Gray et al., ~ Corresponding Author: i )
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Previous literature shows that there exists a theoretical dis-
cussion about the effect of accounting quality on the cost of
debt, which relies on the potential association between discre-
tionary accruals and information risk, and the empirical evi-
dence is mixed. In that sense, most of previous literature
shows that companies reporting lower discretionary accruals
have lower financing costs, what is theoretically supported by
the hypothesis that discretionary accruals are associated with
earnings management with opportunistic purposes and thus
the information risk is increased (Bhojraj & Swaminathan,

In spite of the close association among auditing, account-
ing quality and the cost of debt, the empirical research exam-
ining how financial audits affect the association between
discretionary accruals and the financing cost is rather scarce.
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To date, only Carmo et al. (2016) have examined if the effect
of earnings quality on the cost of debt is different when com-
panies are audited, and their results show that the effect of
earning quality on the cost of debt is higher among audited
companies, supporting the idea that financial audits increase
the credibility of earnings quality, acting as complementary
goods (Cassar, 2011; Kothari et al., 2010; Minnis, 2011).
Nevertheless, we have to note that they assume the general
view that discretionary accruals increase the information risk
and are associated with a higher cost of debt. However, when
discretionary accruals are associated with a lower cost of
debt (Aldamen & Duncan, 2013; Orazalin & Akhmetzhanov,
2019), the effect of audits on the association between
accounting quality and the cost of debt is an open question.

In that sense, we have to note that differences between the
public and the private setting with regard to the motivation
for earnings management activities, their risk structure or
their financing opportunities, may affect the users’ percep-
tion of discretionary accruals and their effect on the cost of
debt. In the Small and Medium Enterprises (SMEs) setting,
we assume that companies use discretionary accruals with
opportunistic purposes and they have a negative effect on the
cost of debt because earnings management is effective in this
setting. Under this view, and considering that the role of
audits is guaranteeing the reliability of accounting informa-
tion and lenders rely on their work, we hypothesize that
audits and discretionary accruals may act as substitute goods,
because lenders place more weight to the assurance role of
auditors than to the information provided by the financial
statements, and thus the effect of discretionary accruals is
moderated by the effect of auditing. Therefore, the aim of
this paper is to test whether audits affect the relationship
between discretionary accruals and the cost of debt in the
SMEs setting.

To do so, we use a sample of Spanish SMEs. The data
have been collected from Orbis, and the sample is composed
of 156,144 observations of audited and unaudited companies
for the period 2013 to 2019. Controlling for other character-
istics that affect the cost of debt, we perform a fixed-effects
regression analysis in which we examine the effect of audits
and discretionary accruals on the cost of debt. An interaction
term between audits and discretionary accruals is also
included to test whether audits have an effect on the associa-
tion between discretionary accruals and the cost of debt.
Several alternative measures of discretionary accruals are
used to test the robustness of the results, and additional anal-
yses are carried out to test differences based on the audit
characteristics.

SMEs provide a unique setting to test the role of audits,
because part of them are not required to be audited, so it lets
us compare unaudited observations with audited ones
(Huguet & Gandia, 2016; Kim et al., 2011), as well as the
comparison of mandatory and voluntary audits. Moreover,
the Spanish case is an interesting setting to examine the
effect of audits and accruals quality on the private setting.

Firstly, because of the relevance of SMEs in Spain (Huguet
& Gandia, 2014); secondly, because of the relatively short
tradition in the use of financial information and auditing
(Carrera & Carmona, 2013), resulting in audits often not
being demanded, but considered a legal obligation (Navarro
& Martinez, 2004). For this reason, the role of audits in the
Spanish SMEs setting is unclear, and more research is
needed.

We find that auditing is negatively related with the cost of
debt; results show that, in line with Aldamen and Duncan
(2013), the association between discretionary accruals and
the cost of debt is negative and thus companies with higher
discretionary accruals have a lower cost of debt. These
results support the hypothesis that SMEs use discretionary
accruals with opportunistic purposes and these earnings
management activities are effective, contributing to the
reduction of the cost of debt. We also observe that audits
have a negative effect on the cost of debt, and this effect has
a more ecconomically significant impact than that one
observed for discretionary accruals. When we consider the
combined effect of both variables, the effect of discretionary
accruals is compensated by auditing, what suggests that, in
the SMEs setting, discretionary accruals do not have a rele-
vant effect on the cost of debt when companies are audited.
These results suggest that, in the Spanish SMEs setting,
auditing may act as a substitute good for discretionary accru-
als. Therefore, audits limit the use of discretionary accruals
with opportunistic purposes in two ways: first, because
audits restrict earnings management activities (Huguet &
Gandia, 2016), and secondly, because the effect of earnings
management on the cost of debt is not significant when
SME:s are audited.

The paper contributes to the existing literature about the
effects of auditing and earnings quality on the cost of debt in
the following ways: first, the paper supports recent literature
which questions the common view that higher discretionary
accruals increase the firms’ cost of debt (Aldamen & Duncan,
2013; Orazalin & Akhmetzhanov, 2019). Secondly, it also
extends the rather scarce evidence about the effect of auditing
on the association between discretionary accruals and cost of
debt (Carmo et al., 2016; Orazalin & Akhmetzhanov, 2019). In
that sense, although Orazalin and Akhmetzhanov (2019)
examine if the effect of earnings management on the cost of
debt is affected by audit quality, they do not examine if there
are differences among audited and unaudited companies. On
the other hand, results complement those of Carmo et al.
(2016) and contribute to the discussion about the role of audits
on the credibility of accounting information, showing that
auditing has a moderating effect on discretionary accruals
when they have a negative association with the cost of debt. In
that sense, this paper is the first one that provides insights into
audits and accounting quality acting as substitute goods, rather
than complementary goods, as they have been commonly
treated in previous literature (Cassar, 2011; Kothari et al.,
2010; Minnis, 2011). Finally, it extends previous research on
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auditing among private firms, and specifically among SMEs
(Gandia & Huguet, 2018a; Sundgren & Svanstrom, 2013).

The rest of the paper is structured as follows: in Section 2
we develop our theoretical framework and describe the insti-
tutional setting; Section 3 is devoted to the description of the
sample and research design; Section 4 reports the results of
our analyses; and in Section 5 we present the conclusions
and highlight the limitations of the study.

Theoretical Framework

Discretionary Accruals and the Cost of Debt:
Information Versus Opportunism

Previous literature about the relationship between discretion-
ary accruals and the cost of debt generally shows a positive
association between them (Bharath et al., 2008; Bhojraj &
Swaminathan, 2009; Shen & Huang, 2013; Vander Bauwhede
et al., 2015). Its explanation relies on the expected effects of
accounting quality on the cost of debt. In that sense, account-
ing quality is considered to reduce the information asymme-
tries and uncertainty for users (Arnedo et al., 2012; Minnis,
2011); therefore, increases in accounting quality reduce the
information risk and hence the cost of debt. Considering that
discretionary accruals have been commonly interpreted as a
sign of low earnings quality, because of opportunistic earn-
ings management, a positive association between discretion-
ary accruals and information risk is expected, and thus higher
discretionary accruals are associated with a higher cost of
debt.

Nevertheless, some authors argue that discretionary
accruals may have information content, and thus increase
accounting quality and reduce the information risk faced by
users (Francis et al., 2005; Guay et al., 1996). In that sense,
Aldamen and Duncan (2013) find a negative association
between discretionary accruals and the financing cost in a
sample of public Australian companies. These results sup-
port the arguments by Guay et al. (1996) that discretionary
accruals signal information about the performance and
reduce information risk, compensating the positive effect of
innate accruals.

In a more recent paper, Orazalin and Akhmetzhanov
(2019) also find that higher discretionary accruals are nega-
tively related to the cost of debt in a sample of listed compa-
nies from Kazakhstan. Their results are similar to those of
Aldamen and Duncan (2013), but their conclusions are dif-
ferent: they consider that discretionary accruals are a conse-
quence of earnings management activities, and thus their
negative association with the cost of debt may imply that
earnings management is effective.

Despite the empirical findings on the public setting, the
literature on the private setting is rather scarce, with mixed
evidence. Gill de Albornoz Noguer and Illueca (2007) do not
find a significant relationship between accruals quality and
the cost of debt in a sample of Spanish SMEs, results in line

with those of Gray et al. (2009). The authors suggest that the
lack of significance may be due to a matter of credibility of
the accounting information, and thus banks prefer the use of
alternative information sources. These results are different to
those of Vander Bauwhede et al. (2015), who find a signifi-
cantly negative association between accruals quality and the
cost of debt in a sample of Belgian SMEs. In a more recent
paper, Carmo et al. (2016) also find evidence of a negative
relationship between earnings quality and the cost of debt.

We have to note that differences between the public set-
ting and the private setting, which are more noticeable among
SMEs, may affect both the use of discretionary accruals and
the association between discretionary accruals and the cost
of debt. With regard to the use of discretionary accruals,
motivations for earnings management are different among
public and private companies (Coppens & Peek, 2005).
Among listed companies (Callao & Jarne, 2021), motiva-
tions for managing earnings upwards (executive compensa-
tion, capital market incentives purposes, debt covenants)
seem to be stronger than motivations for managing earnings
downward (political costs, taxation). Among private compa-
nies, however, agency conflicts between shareholders and
managers are less common; furthermore, SMEs are inher-
ently riskier and their financing opportunities are more lim-
ited, basically bank credit and supplier credit (Vander
Bauwhede et al., 2015), so their main motivation for manag-
ing earnings upwards would be linked to debt capital. If this
motivation is stronger than tax incentives for managing earn-
ings downwards will depend on the influence of tax regula-
tion on financial accounting (Coppens & Peek, 2005).

With regard to the association between discretionary
accruals and the cost of debt, there are also differences
among listed and private companies. While discretionary
accruals among public companies may have a signalling
value to reduce the information risk (Aldamen & Duncan,
2013; Cho et al., 2017), private companies would use them
mostly with opportunistic purposes. Since the assessment of
accounting quality is costly, private lenders prefer other
mechanisms to reduce their information risk, such as rela-
tional banking, or asset pledges as collateral (Gill de
Albornoz Noguer & Illueca, 2007). Under this view, discre-
tionary accruals may help SMEs to feign a better perfor-
mance and financial situation, thus contributing to a reduction
on the cost of debt. Therefore, we formulate the first hypoth-
esis as:

H1: There is a significantly negative association between
discretionary accruals and the cost of debt on SMEs.

Auditing and the Cost of Debt

Auditors are considered to have a basic role to ensure the
reliability and credibility of accounting information, because:
(i) the revision process performed by auditors enhances the
information reliability, reducing the information risk (Huguet
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& Gandia, 2016; Kausar et al., 2016) and (ii) the revision is
carried out by an independent professional, who accepts
responsibility for the verification of this information, and
thus the credibility of accounting information is improved.

With regard to the effects of auditing on the credibility of
accounting quality, that is, the “perceived” accounting qual-
ity, auditors assume an information role: audits, through the
revision of the accounting information and the issuance of
the audit opinion, ensure the reliability and integrity of the
financial statements (Cassar, 2011; Cho et al., 2017; Dedman
& Kausar, 2012; Kothari et al., 2010; Lou & Vasvari, 2013;
Mansi et al., 2004). Cassar (2011) states that audited finan-
cial information is considered more reliable and credible
than unaudited financial information, and Kothari et al.
(2010) argues that, due to the incentives to manage account-
ing information, it would not be credible without the safe-
guard of audits. Moreover, Minnis (2011) states that audits
help to “harden” the accounting information, which could be
considered rather subjective without the revision carried out
by auditors.

Considering this information role, previous literature has
tested whether audits help to reduce financing costs, and
results are mixed. Kim et al. (2011) and Minnis (2011) find
that voluntarily audited companies have a lower financing
cost of debt as compared to unaudited companies. On the
contrary, Allee and Yohn (2009) and Cassar et al. (2015) do
not find a significant association between audits and the
financing cost, while Huguet and Gandia (2014) only find a
significant effect for mandatory audits, suggesting that dif-
ferences in the financing cost between unaudited and audited
firms are associated with a “punishment” for those firms that
avoid the audit requirement, instead of a “reward” for those
firms that decide to be voluntarily audited. Since we expect
that audits, through their information role, help to reduce
information risk and the cost of debt, we formulate the sec-
ond hypothesis as:

H2: The cost of debt for audited SMEs is significantly
lower than the cost of debt for unaudited SMEs.

Combined Effect of Auditing and Discretionary
Accruals on the Cost of Debt: Strengthening
Versus Moderating Effect

Examining the combined effect of auditing and discretionary
accruals lets us the opportunity to test whether the associa-
tion between discretionary accruals and the cost of debt is
different for audited and unaudited companies. We can
expect either a strengthening or a moderating effect. On the
one hand, we have to note that auditors provide additional
credibility to financial statements, and thus lenders may
place more weight on accruals information when estimating
the interest rate. Therefore, considering that discretionary
accruals are negatively related with the cost of debt, the
effect of discretionary accruals on the cost of debt should be

more pronounced among audited companies, so discretion-
ary accruals and audits would act as complementary goods.

On the other hand, audits may have a moderating effect on
the association between discretionary accruals and the cost
of debt, rather than a strengthening one, to the extent that
auditing and discretionary accruals can be considered as sub-
stitute goods. In that regard, we have to note the differences
on the motivations and usefulness of discretionary accruals
among public and private companies that we have stated in
Section 2.1: since accounting quality is costly to assess, lend-
ers in the private setting place more weight on other alterna-
tive information sources that may reduce information risk
(Gill de Albornoz Noguer & Illueca, 2007), audits among
them.

In this line, lenders may consider audits as a guarantee,
being more relevant than the information provided by the
financial statements, and the effect of discretionary accruals
is moderated, if not replaced, but the effect auditing.
Consequently, audits would act as a substitute good for dis-
cretionary accruals in the SMEs setting. If this is true, SMEs
could reduce their cost of debt choosing between two clash-
ing accounting decisions: (i) using discretionary accruals
with opportunistic purposes or (ii) opting to be audited, what
both limits the SMEs’ ability to manage earnings because of
the audit work (Huguet & Gandia, 2016) and the effect of
earnings management on the cost of debt.

Therefore, since we expect that they are substitute goods,
and thus audits have a moderating effect on the association
between discretionary accruals and the cost of debt, we for-
mulate our third hypothesis as:

H3: The effect of discretionary accruals on the cost of
debt for audited SMEs is lower than the effect of discre-
tionary accruals on the cost of debt for unaudited SMEs.

Institutional Context: Accounting and Auditing in
Spain

The hypotheses we have formulated in the previous Sections
depend on the institutional context that affect the role of both
accounting and auditing. In that regard, the SMEs setting
provides a unique setting to test the role of audits, because
part of them are not required to be audited, a comparison that
is not possible when examining listed companies or large pri-
vate companies (Huguet & Gandia, 2016; Kim et al., 2011).
Furthermore, the Spanish case provides an interesting to
examine the effect of audits and accruals on the private set-
ting. Besides the relevance of SMEs in the Spanish economy,
we have to note the institutional features that affect the use of
accounting information. First, Spain is a code-law country
characterized by a less-developed stock market, more con-
centrated structures and a bank-oriented financial system
(Garcia-Teruel et al., 2014a). These characteristics involve
that the main agency conflict is that between shareholders
and creditors; given the preference for other alternative
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information sources by lenders, the role of accounting infor-
mation seems to have less relevance (Gill de Albornoz
Noguer & Illueca, 2007).

With regard to accounting in Spain, the promulgation of
the Decree 1514/2007 that approved the 2007 General
Accounting Plan involved an in-depth reform of Spanish
General Accepted Accounting Principles (GAAP), whose
purpose was the convergence towards the International
Financial Reporting Standards (IFRS) in the preparation of
the individual financial statements, although significant dif-
ferences exist between them yet (Gandia & Huguet, 2018b).
If this reform has involved a higher relevance of accounting
information is an open question: although several authors
have examined the effect of accruals quality on the financing
structure (Garcia-Teruel et al., 2010, 2014a, 2014b) and the
cost of debt (Gill de Albornoz Noguer & Illueca, 2007)
among Spanish SMEs, these studies use samples from the
years previous to the accounting reform.

Regarding the Spanish auditing environment, and simi-
larly to the rest of the European Union (EU), private compa-
nies have to be audited when they exceed a certain size for
two consecutive years. In that sense, The Directive 2013/34/
EU states that small companies (i.e., companies which on
their balance sheet dates do not exceed at least two out of the
following thresholds: €4,000,000 for the total assets;
€8,000,000 for the net turnover; and 50 employees) are not
required to be audited. However, Spain, like most EU coun-
tries, applies lower Statutory Audit Thresholds (SAT): com-
panies are mandatorily audited by size when they meet two
out of the following criteria: €2,850,000 for total assets;
€5,700,000 for net turnover; and 50 employees. Therefore,
an important number of Spanish SMEs, which are consid-
ered small companies under the Directive, are required to be
audited.

It is worth noting that Spain does have a relatively short
tradition in the use of financial information and auditing
(Carrera & Carmona, 2013), resulting in audits often not
being demanded, but considered a legal obligation (Navarro
& Martinez, 2004). Therefore, the role of audits in the
Spanish SMEs setting is unclear, and more research is
needed.

Empirical Study

Sample and Descriptive Statistics

Financial data have been gathered from ORBIS, while audit-
ing data have been collected from SABI. The sample period
runs from 2011 to 2019. First, we select private Spanish
companies which are below at least two out of the three fol-
lowing thresholds: €20 million in total assets, €40 million in
turnover and 250 employees. These limits coincide with
those established by the Directive 2013/34/EU to consider a
company is medium-sized. We use this restriction to reduce

differences in the company size and thus to get a more homo-
geneous sample than if we had included larger companies.

Moreover, in order to get a more homogeneous sample
with more comparable accounting numbers, we exclude the
observations of micro-firms as defined by Directive 2013/34/
EU (companies that do not meet two of the following thresh-
olds: (1) €350,000 in total assets; (ii) €700,000 in net turnover;
and (iii) less than 10 employees). We also exclude observa-
tions from companies having unlimited liability, firms from
the financial and insurance industries, and companies with
share participation by public entities. After these exclusions,
the original sample is composed of 442,260 observations
from 44,226 companies. Observations that have no informa-
tion to calculate the cost of debt as explained in Section 3.2
are eliminated, so the sample is reduced to 285,465 observa-
tions. The calculation of discretionary accruals and the rest of
control variables, which are one period lagged with regard to
the cost of debt, reduces the sample to 227,766 observations.
Finally, after trimming the continuous variables, the final
sample is composed of 156,144 observations from 33,310
companies for the period 2013 to 2019.

We have to note that, as explained in Section 2.4, Spanish
SAT are lower than those established by the Directive
2013/34/EU. Since the Spanish SAT are lower than our
selection sample criteria, the sample includes companies
above SAT (which have the audit requirement) and compa-
nies below SAT (which does not have the audit requirement
because of size) and companies above Spanish SAT (i.e.,
required to be audited).

Panel A of Table 1 shows that the final sample has 156,144
firm-year observations from 33,310 companies, with 29,259
observations from audited companies (3,775 below SAT and
24,704 above SAT and thus mandatorily audited because of
size), and 126,885 observations from unaudited companies
(123,525 of them are from observations below SAT and 864
are observations from companies that breach the audit
requirement). Given that firms must meet the SAT for two
consecutive years, 3,276 observations (780 from audited
companies and 2,496 from unaudited companies) are not
classified in either range.

Table 2 shows the descriptive statistics of the continuous
variables, which are defined in Section 3.2. We can see that
audited companies have on average a lower cost of debt than
the unaudited ones; they also report higher absolute discre-
tionary accruals, are larger and more profitable, have more
leverage and less liquidity and tangibility, have a lower
growth and a lower solvency ratio, but they have a higher
interest coverage and are older.

Research Design

In order to test our hypotheses, we use the following regres-
sion model:
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Table 1. Sample Distribution by Audit Status.

2013 2014 2015 2016 2017 2018 2019 Total
Panel A: Voluntary audit status
No Audit 16,812 17,376 17,694 18,055 18,141 17,933 17,514 123,525
Audit 413 535 569 600 561 576 521 3,775
Total 17,225 17,911 18,263 18,655 18,702 18,509 18,035 127,300
Panel B: Mandatory audit status
No Audit 88 152 151 131 135 99 108 864
Audit 2914 3,058 3,192 3,501 3,824 4,009 4,206 24,704
Total 3,002 3,210 3,343 3,632 3,959 4,108 4,314 25,568
Panel C: Unknown audit status
No audit 598 304 288 292 312 323 379 2,496
Audit 292 85 98 85 65 83 72 780
Total 890 389 386 377 377 406 451 3,276
Panel D: Total
No audit 17,498 17,832 18,133 18,478 18,588 18,355 18,001 126,885
Audit 3,619 3,678 3,859 4,186 4,450 4,668 4,799 29,259
Total 21,117 21,510 21,992 22,664 23,038 23,023 22,800 156,144
Table 2. Descriptive Statistics of Continuous Variables.
Panel A: Distributional properties of continuous variables (156,144 observations)
Variable Mean sb Skewness  Kurtosis 10% 25% 50% 75% 90% 95%
COST_D 0.0465 0.0332 1.8133 6.9846 0.0125 0.0156 0.0236 0.0374 0.0584 0.0887 0.1155
+ DA 0.0008 0.1005 0.1003 46105 -0.1644 -0.1166 -0.0529 0.0008 0.0526 0.1170 0.1693
|DA| 0.0733  0.0688 1.6405 5.9613 0.0046 0.0092 0.0235 0.0527 0.1011 0.1667 0.2175
LNASS 14.6383  0.8551 0.2579 23615 13.3288 13.5449  13.9913 14.5707 15.2374 15.8671 16.1669
ROBA 0.0666 0.0798 1.3693 7.9278 -0.0234 0.0057 0.0240 0.0489 0.0931 0.1607 0.2185
LEV 0.2621  0.1793 0.6199 2.6873 0.0246 0.0461 0.1143 0.2350 0.3837 0.5187 0.5969
LIQ 1.9702  1.4986 3.0020 15.9807 0.6487 0.8426 1.1241 1.5264 2.2806 3.5588 4.7415
TAN 0.3055 0.2225 0.6273 2.5416 0.0200 0.0413 0.1177  0.2677 0.4558 0.6335 0.7342
GROWTH  0.0548 0.1792 0.9000 56640 -0.2111 -0.1402 -0.0453 0.0378 0.1343 0.2639 0.3755
SOLv 22029 1.4776 3.4556 20.4550 1.1149 1.1813 1.3615 1.7245 2.4481 3.7131 4.9236
Ccov 18.9929 79.7130 143829 2893917 —1.8954 1.0223 1.5884 3.7543 12.2145 36.5083  72.1496
AGE 21.6192  9.4683 0.5712 3.2964 8.0000 10.0000  15.0000 21.0000 28.0000 34.0000 38.0000

Panel B: Mean and standard deviation of continuous variables by audit status

Unaudited (126,885 obs.)

Audited (29,259 obs.)

Test for mean differences

Variable Mean SD Mean SD Diff t
COST_D 0.0481 0.0339 0.0394 0.0290 0.0087 40.56%++*
+ DA 0.0008 0.1001 0.0006 0.1026 0.0002 0.34
|DA] 0.0729 0.0685 0.0753 0.0698 —-0.0024 —5.29%%k
LNASS 14.3938 0.7131 15.6986 0.5595 -1.3049 —292.90%**
ROBA 0.0656 0.0784 0.0711 0.0856 —-0.0055 —10.58%**
LEV 0.2604 0.1783 0.2698 0.1831 —-0.0094 —8. | |k
LIQ 2.0120 1.5465 1.7886 1.2544 0.2234 23.03%F*
TAN 0.3150 0.2250 0.2644 0.2059 0.0507 35.25%%*
GROWTH 0.0552 0.1811 0.0532 0.1707 0.0020 |.74%*
SOLv 22136 1.5037 2.1564 1.3580 0.0572 5.97%%k
Cov 17.2717 72.0432 26.4567 106.4592 -9.1850 —17.79%%*
AGE 20.9274 9.0541 24.6189 10.5761 -3.6915 —60.83%+*




Gandia and Huguet

COST D,

.0 =0+ P, AUDIT, +B,DA+
B3 AUDIT, * DA, + (1)
yCONTROL +¢,,

The dependent variable is the cost of debt (COST D). Given
that the cost of debt is not directly observable, we use the ratio
of interests paid to the average financing debt between the
beginning and the end of the period. Although this definition
is commonly used in the literature, its use involves several
limitations (Cassar, 2011; Huguet & Gandia, 2014). Firstly,
this definition is a noisy proxy because it considers the aver-
age debt instead of specific loans. Although this limitation is
hardly avoidable because of the lack of information, it can be
mitigated by the elimination of outliers, thus we trim the vari-
able in percentiles 5 to 95 (Vander Bauwhede et al., 2015).

On the other hand, we have to note that part of the
observed interest rate is due to past contracts. In order to
mitigate this problem some authors include the same vari-
able lagged one period as a control variable (Cano Rodriguez
etal., 2016; Huguet & Gandia, 2016), but problems with this
inclusion may arise when using fixed-effects estimations
(Angrist & Pischke, 2009; Nickell, 1981). For this reason,
we do an additional analysis by including the cost of debt
lagged one period.

Model (1) includes DA as our measure of discretionary
accruals, which we use to test Hypothesis 1, that is, the effect
of discretionary accruals on the cost of debt. Considering the
hypothesis that discretionary accruals are used with opportu-
nistic purposes and are effective to reduce the cost of debt,
we expect a negative coefficient for DA. The discretionary
accruals models assume that accruals that are not explained
by innate factors are a measure of the level of earnings man-
agement. We estimate discretionary accruals using the Jones
Model (1991), which is one of the most common measure
used in previous literature.

As we can see in equation (2), Jones (1991) classify
accruals into non-discretionary accruals (NDA) and discre-
tionary accruals (DA). NDA depends on two components
(equation 3): (i) the growth of the sales (ARev), which con-
trols for short-term accruals and (ii) the amount of Property,
Plant and Equipment (PPE), which controls for the long-term
accruals. Discretionary accruals are calculated as the differ-
ence between total accruals and non-discretionary accruals
(equation 4). Although previous literature has commonly
employed the absolute value of this measure (|DAJ), some
studies (Dedman & Kausar, 2012; De Fuentes & Porcuna,
2019; Francis & Wang, 2008; Tsipouridou & Spathis, 2012)
use the signed discretionary accruals. In that sense, we have
to note that auditors have preference for accounting choice
that decrease earnings over those choices that increase earn-
ings (Choi et al., 2010; Gandia & Huguet, 2020), so we
regress the model using both the absolute and the signed
measure. Moreover, we also regress the model separately for

positive and negative accruals. On the other hand, in order to
test if results are sensitive to the discretionary accruals mea-
sure, we do an additional analysis using for alternative mea-
sures, whose results are reported in Section 4.3

TA. : ARev . .
L=k, K, A
TAss;, TAss;, TAss;, @
PPE
Ky ————+¢€;,
TAss;,
1 ARev;, PPE,,
NDA4;, =1, +K; —tK; ’ A3)
TAss;, TAss;, TASS;,
T4;,
DA;, =———-NDA4,, 4)
’ TAssj’,_1 ’

Model (1) also includes AUDIT, a dummy which equals 1
when companies are audited and 0 otherwise. This variable is
used to test Hypothesis 2. We expect a negative association
between AUDIT and COST D. We have to remark that
SABI may present some problems with the identification of
audited companies (Huguet & Gandia, 2014): blank data
may be either unaudited observations or missing values, and
thus some audited observations may be erroneously consid-
ered unaudited. To overcome this limitation, we replace
some of these “blank data” observations to “audited” obser-
vations with the following procedure (Huguet & Gandia,
2014, 2016): considering that the shortest auditor tenure in
Spain is 3 years, if: (a) a company is audited in 7—1 and ¢ + 1
and (b) is above the statutory audit thresholds in t, we con-
sider the company is audited in t. After the implementation of
this procedure, 926 “blank data” observations were replaced
by “audited” observations.

Finally, in order to test Hypothesis 3, we also include the
interaction term between AUDIT and DA. According to the
theoretical framework from Section 2.3, two effects can be
expected from this interaction: a strengthening effect of
auditing on the association between the cost of debt and
accruals, and a moderating one. With regard to the strength-
ening effect, we should expect the coefficient of the interac-
tion to have the same sign as DA, to the extent that the effect
of discretionary accruals on the cost of debt should be more
pronounced when companies are audited.

Nevertheless, a moderating effect may be observed
instead of a strengthening one, since auditing would act as a
substitute good for discretionary accruals and thus the effect
of discretionary accruals on the cost of debt may be miti-
gated when companies are audited. Therefore, the coefficient
of the interaction should have the opposite sign of DA: if the
coefficient of DA was negative, the interaction term would
mitigate its effect, thus auditing would replace the effect of
DA.
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The Model includes a set of control variables used in pre-
vious empirical research. In line with previous literature
(Huguet & Gandia, 2014; Kim et al., 2011), the test and con-
trol variables are lagged one period with regard to COST D.
Firstly, as larger firms are considered to bear a lower risk
than the smaller ones, reducing the cost of debt (Gill de
Albornoz Noguer & Illueca, 2007; Vander Bauwhede et al.,
2015), company size (LNASS) is included. Also, more prof-
itable firms are expected to have a lower cost of debt (Kim
etal., 2011), so we include ROBA in order to control for firm
profitability. With regard to the leverage, Huguet and Gandia
(2014) document a non-linear effect on the cost of debt, so
we also include leverage (LEV) and its squared term (LEV
SQ). More liquid companies are expected to have a lower
information risk, so we include the liquidity ratio (LIQ) to
control for its negative association with the cost of debt
(Cano Rodriguez & Sanchez Alegria, 2012; Lennox &
Pittman, 2011). Moreover, a higher level of PP&E is expected
to be negatively related with COST D (Kim et al., 2011),
thus we include TAN, which we defined as the ratio of
Property, Plant, and Equipment (PP&E) to total assets.

We include company growth (GROWTH) to control for
its potential effects on the financing cost (Cano Rodriguez &
Sanchez Alegria, 2012). We also include the solvency ratio
(SOLV) to control for financial problems affecting the cost
of debt. The interest coverage ratio (COV) is included to
control for its negative association with COST D (Francis
et al., 2005; Lennox & Pittman, 2011). Additionally, since
older companies are considered less risky, we include the age
of the company (AGE) (Lennox & Pittman, 2011; Pittman &
Fortin, 2004; Vander Bauwhede et al., 2015). Finally, year
dummies are included to control for unobserved and time-
specific effects common to all the companies.

In line with other audit-based studies, we have to note the
potential endogeneity problems related with OLS estima-
tions (Huguet & Gandia, 2014). Although previous literature
has used the Heckman approach (Cano Rodriguez et al.,
2016; Pittman & Fortin, 2004), recent papers show that its
results lack on robustness, and they are even more unreliable
than OLS estimations (Clatworthy et al., 2009; Larcker &
Rusticus, 2010; Lennox et al., 2012). For this reason, we use
a (firm) fixed-effects estimation (FE), which has been sug-
gested by Francis (2011), Lennox et al. (2012), and Wintoki
et al. (2012), and it has been used in previous literature
(Huguet & Gandia, 2014, 2016; Karjalainen, 2011; Kim
et al., 2011). On the other hand, the fact that test and control
variables are lagged on period can also mitigate endogeneity
problems (Wintoki et al., 2012).

Empirical Results

Main Results

In this Section we present the results of the main analysis.
First, Table 3 shows the correlation matrix in order to

examine potential multicollinearity problems. A high value
is also observed for the correlation between AUDIT and
LNASS (.5955), which is due to the fact that most of the
audited observations belong to the mandatory setting, that is,
they are mandatorily audited because of size. High correla-
tions are also present between LIQ and SOLV (.6692) and
between ROBA and COV (.3042), which are partially
explained by the estimation of these variables, with common
components. Nevertheless, the correlations are below .80;
following Firth (1997), we do not expect collinearity
problems.

We then run the regression model. Table 4 reports the
results obtained. Column 1 reports the results when using
IDA|, whereas Column 2 shows the results using signed DA;
Columns 3 and 4 shows the separate regressions for positive
and negative DA (+DA and —DA). Although the R? seem
somewhat lower, we have to note that we have used a FE
estimation, and thus they correspond to the within-R?. On the
other hand, regarding the significance of the control vari-
ables, with the exception of TAN when using +DA, and
COV in the —DA regression, all the control variables are
highly significant.

With regard to Hypothesis 1, we can observe in Column 1
that the coefficient of DA is significantly negative; the coef-
ficient remains significantly negative when using signed DA.
Although results are contrary to those of Vander Bauwhede
et al. (2015), results are in line with Aldamen and Duncan
(2013) and Orazalin and Akhmetzhanov (2019), who find a
significantly negative association between discretionary
accruals and the cost of debt in a sample of public compa-
nies. When we separate positive and negative accruals, we
can observe that the coefficient of +DA is significantly neg-
ative, while become insignificant for —DA. Results support
Hypothesis 1 and suggest that users consider that the use of
discretionary accruals with opportunistic purposes is effec-
tive when companies use them to manage earnings upwards,
that is, they achieve to feign a better performance and finan-
cial position. The lack of a significant effect of —DA may be
due to the use by lenders of other mechanisms to reduce their
information risk, such as relational banking, or asset pledges
as collateral (Gill de Albornoz Noguer & Illueca, 2007),
which compensate the potentially negative signal of —DA.

Regarding Hypothesis 2, we can see that AUDIT is sig-
nificantly negative in the four regressions, the sign of the
coefficient being in line with previous studies (Huguet &
Gandia, 2014; Kim et al., 2011). These results support our
Hypothesis and suggest that audits help to reduce the infor-
mation risk faced by users. Nevertheless, examining whether
this effect is homogeneous among audits, regardless the audit
characteristics (voluntary/mandatory audit, auditor size,
audit fees, audit opinion) is an open question, which we
examine in Section 4.6.

Finally, with regard to Hypothesis 3, results show that the
interaction term between AUDIT and |DA] is significantly
positive; results remain significant when using +DA but are
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Table 4. Fixed-Effects Regression Results.

|DA| + DA + DA - DA

Coeff. t Coeff. Coeff. t Coeff. t
AUDIT -0.0016 —3.99%k* -0.0013 —3.27%k* -0.0016 —2.67%F* -0.0016 —2.39%*
DA -0.0045 —4 45%%x -0.0035 —5.94%%x -0.0089 —5.78%%* 0.0017 0.99
INTER 0.0053 2.37%* 0.0012 0.58 0.0047 2.29%* 0.0045 1.20
LNASS -0.0079 —23.42%F* -0.0079 —23.32%k* -0.0075 —14.37%F* -0.0083 —15.30%**
ROBA —-0.0040 —3.75%k¢ -0.0031 —2.95%%k 0.0026 I.51 —-0.0045 —2.66%*F*
LEV -0.1363 —66.07%F* -0.1348 —64.86%F* -0.1295 —39.26%F* -0.1309 —39.64%F*
LEV_SQ 0.1193 43 .87%+F* 0.1187 43.65%F* 0.1138 26.90%+* 0.1145 26.02%%*
LIQ -0.0011 =1 .77%%* -0.0011 =1 1.43%¥* -0.0010 —6.68%* -0.0014 —8.6|**+*
TAN -0.0015 -1.58 -0.0018 -1.89* -0.0024 -1.63 -0.0037 —2.53%*
GROWTH 0.0020 6. | 2%k 0.0019 5.83%k* 0.0019 3.64%F* 0.0019 3.40%k*
SOLV 0.0004 3.45%%% 0.0005 3.87%%* 0.0012 6.26%F* 0.0000 -0.06
cov 0.0000 4.7 3%k 0.0000 4.7 | Fwx 0.0000 3.83%k* 0.0000 2.33%*
AGE -0.0040 —106. | 3%*+* -0.0040 —106.05%*+* —-0.0041 —69.54%F* —-0.0040 —67.33%FF*
Intercept 0.2758 58.76%*** 0.2744 58.43*#* 0.2684 37.02%%* 0.2841 37.59%%k
Year dummies Yes Yes Yes Yes
N 156,144 156,144 78,660 77,484
F 2,093.97 2,095.09 959.03 778.24
R within 23.48% 23.49% 25.95% 22.42%

Note. Table 4 reports the FE regression results of the main analysis. Coefficients of year dummies are not included for parsimony. *¥*, *¥ and * denote

statistical significance at 1%, 5%, and 10% level.

not significant for signed DA and —DA. Considering that
results for signed DA may be affected by those for —DA, it
seems that the potential effect of using discretionary accruals
with opportunistic purposes (managing earnings upward in
order to reduce the cost of debt) is mitigated by its interaction
with AUDIT. This suggests that, in the SMEs setting, the
benefits of managing earnings on the cost of debt are limited
by audits. Considering that, as shown by previous literature,
audits restrain earnings management activities among SMEs
(Huguet & Gandia, 2016), these companies can reduce their
cost of debt choosing between two clashing accounting deci-
sions: using discretionary accruals (which impair accounting
quality) or opting to be audited (that limits their ability to
manage earnings and improves accounting quality). We
explore in more detail how differences between audited and
unaudited SMEs affect the impact of discretionary accruals
on the cost of debt in Section 4.5.

Inclusion of the Cost of Debt Lagged One Period

Cassar (2011) states that the cost of debt measure suffers
from staleness, in the sense that part of the observed cost of
debt is due to past contracts. The inclusion of the variable
lagged one period as an additional control variable in the
regression model helps to mitigate this limitation (Cano
Rodriguez et al., 2016; Huguet & Gandia, 2014). Since the
use of lagged variables in fixed-effects estimations is not rec-
ommended (Angrist & Pischke, 2009; Nickell, 1981), we do
an additional analysis running OLS regressions which

include the cost of debt lagged one period. Results are
reported in Table 5. Results show that the R? is higher than
those shown in Table 4, what is due for two reasons: (i) the
use of OLS estimations rather than FE estimations and (ii)
the inclusion of COST_D lagged one period as a control
variable.

We can see that the variable is significantly positive and
has a high economic significance, suggesting the importance
of previous debt contracts on the cost of debt, as stated by
previous literature (Cano Rodriguez et al., 2016; Cassar,
2011). With regard to the test variables, the sign and signifi-
cance of their coefficients remain unchanged for |[DA| and
+DA; when using signed DA, the coefficient of AUDIT
remains significant at 10% level, and it only becomes insig-
nificant when using —DA. Considering results as a whole,
they are in line with those from Section 4.1: increasing dis-
cretionary accruals and audits are effective to reduce the
SMESs’ cost of debt, having a compensatory effect between
them; however, when discretionary accruals are negative,
neither accruals nor audit have an effect on the cost of debt,
what can be due to the use of other mechanisms by lenders.

Alternative Discretionary Accruals Measures

To test if results are sensitive to the measure of discretionary
accruals we used, we do an additional analysis using four
alternative measures. First, we use the Modified Jones Model
(Dechow et al., 1995). This model, which has been used in
recent literature (De Fuentes & Porcuna, 2019; Houge et al.,
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Table 5. OLS Regression Results (Inclusion of COST_D_LAG).

|DA] + DA + DA - DA

Coeff. t Coeff. t Coeff. t Coeff. t
COST_D_LAG 0.6846 207.62%%* 0.6866 208.73%%* 0.6674 |53.53%** 0.7068 146.5 |+
AUDIT -0.0005 —-2.08** -0.0003 -1.73* -0.0015 —4,97%%* 0.0003 0.87
DA —-0.0042 —4.20%%* -0.0102 —16.39%F* -0.0139 —10.68%** 0.0058 1.25
INTER 0.0050 2.35%* 0.0020 1.07 0.0068 2.50%* 0.0036 1.08
LNASS —-0.0024 —26.66%F* -0.0023 —26.30%F* -0.0022 —18.89%F* -0.0024 —18.78%**
ROBA -0.0070 =7. | 4Fk -0.0059 —6.05%** -0.0019 -1.43 -0.0083 —5.86%**
LEV -0.0313 =22, 9k -0.0298 —21.23%%k -0.0266 —13.49%F* -0.0315 —15.30%#*
LEV_SQ 0.0329 19.56%+* 0.0321 19.1 |k 0.0299 13.027%#* 0.0329 3.1 |5
LIQ -0.0007 —13.97%#* -0.0007 —|3.42%%* -0.0005 —8.05%#* -0.0009 =1 .29k
TAN -0.0044 —15.36%F* -0.0045 =171 | -0.0045 —=12.75%%* -0.0051 —13.05%**
GROWTH -0.0006 -1.59 -0.0006 -1.84* -0.0008 -1.62 -0.0005 -1.04
SOLV 0.0001 1.41 0.0002 2.28%* 0.0003 2.63%k* 0.0001 0.94
Ccov 0.0000 2.20%* 0.0000 2.27%* 0.0000 2.30%* 0.0000 0.57
AGE 0.0000 4.45%F¢ 0.0000 420w 0.0000 2.1 %% 0.0000 3.68%F*
Intercept 0.0600 37.35%®k 0.0579 43.78%F* 0.0565 31.80%%®* 0.0598 30.52%%*
Year dummies Yes Yes Yes Yes
Industry dummies Yes Yes Yes Yes
N 156,144 156,144 78,660 77,484
F 2,485 4,450 2,291 2,047
R? 57.49% 57.54% 58.60% 56.65%

Note. Table 5 reports the OLS regression results after including COST_D_LAG. Coefficients of year and industry dummies are not included for

parsimony. **¥ *¥ and * denote statistical significance at 1%, 5%, and 10% level.

2017; Orazalin & Akhmetzhanov, 2019), assumes that
changes in credit sales result from earnings management
activities (equation 5):

T4;, _ 1 ARev;, —ARec; ,
TAss;, : TAss;, TAss;,
PPE, ©)
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Secondly, we also use the model proposed by Dechow and
Dichev (2002) modified by McNichols (2002). In this model,
as shown in equation (6), accruals depend on cash flow from
operations in years t—1, ¢, and ¢ + 1, as well as the change in
sales, and PPE; therefore, this model is a combination of the
Jones Model and the Dechow-Dichev Model (Carmo et al.,
2016; Francis et al., 2005).

T4;, 1 CFO,_ CFO
L=, +1K, =gk, !
TAss;, TAss;, TAss;, TAss;,
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We also use two measuressss not based in the Jones Mode,
particularly those used by DeFond and Park (2001) and
Francis and Wang (2008). DeFond and Park (2001) use

a linear model in which abnormal short-term accruals are
calculated as the difference between short-term accruals and
predicted accruals, which depend on a firm’s prior year ratio
of current accruals to sales (equation 7). Francis and Wang
(2008) complement this model by including the long-term
component via the prior year’s ratio of depreciation to PPE
(equation 8).

ABWCA, =WCA, — WA Sales, 7)
ales,_,
WCA
—=L x Sales, +
Sales,_,
ABACC, =T4, - D o (8)
epreciation,_; x PPE,
PPE,_,

Table 6 shows the results for these alternative measures, and
results are qualitatively similar to those reported in Section
4.1.

Non-Discretionary Accruals and Cost of Debt

Although our main analysis is focused on the effect of discre-
tionary accruals on the cost of debt, we have to note that the
innate component of accruals may have also an effect. In order
to explore the association between accruals and the cost of
debt, we introduce the following modifications to Model (1):
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Table 6. Alternative Discretionary Accruals Measures.

Modified jones

Modified Dechow-

DeFond-park Francis-Wang

model Dichev model model model

Coeff. t Coeff. Coeff. t Coeff. t
AUDIT -0.0016 —3,92%%k -0.0012 =2.77%%% -0.0013 =347+ -0.0011 —2.9 |k
DA —-0.0050 —4,92%%k -0.0072 —1.75% -0.0015 —3.92%** -0.0009 —2.41%*
INTER 0.0051 2.29%* -0.0003 -0.06 0.0016 1.87* 0.0017 1.93*
LNASS -0.0079 —23.46%F* —-0.0070 —18.04%+* —-0.0070 —18.48%+* -0.0070 —18.38%**
ROBA -0.0040 —3.77%%k —-0.0044 —3.67%%* —-0.0045 —3.92%%* —-0.0048 —4,| 7HF*
LEV -0.1364 —66.24*%* -0.1318 —57.47%F* -0.1319 —58.84%** -0.1322 —58.60%**
LEV_SQ 0.1195 44,02%%* 0.1183 38.92%#* 0.1179 39.85%%* 0.1181 39.62%%*
LIQ -0.0011 =1 1.7 %% -0.0008 =7.57%F¢ -0.0009 —8.84+¥* -0.0009 —8.69%F*
TAN -0.0016 -1.71* -0.0016 -1.52 -0.0009 -0.89 -0.0007 -0.73
GROWTH 0.0020 6.0 | #¥* 0.0018 4,99%rk 0.0018 5.02%%* 0.0017 4,87k
SOLV 0.0004 3.30%%* 0.0004 2.69%F* 0.0004 2.78%k* 0.0004 2.65%F*
Cov 0.0000 4.8 | ¥k 0.0000 4 57%k* 0.0000 5.16%¥* 0.0000 5.06%%*
AGE —-0.0040 —106.18%** —-0.0044 —98.94%+* —-0.0044 —101.99%** —-0.0044 =101 .44%*+*
Intercept 0.2758 58.88%*** 0.2719 50.78%** 0.2715 51.9 |##% 0.2717 51,54k
Year dummies Yes Yes Yes Yes
N 156,227 125,120 132,369 131,258
F 2,097 1,507 1,588 1,568
R within 23.49% 21.28% 21.19% 21.13%

Note. Table 6 reports the FE regression results of Model (1) using alternative discretionary accruals measures. Coefficients of year dummies are not
included for parsimony. *** ** and * denote statistical significance at 1%, 5%, and 10% level.
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COST _D,,,, =a+B,AUDIT, +B,NDA4, +
B, AUDIT, * DA, + (10)
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COST D,

1 = 0L+ B AUDIT, + B, NDA4, +B; DA, +
B,AUDIT, * NDA4, + (11)

B, AUDIT, * DA, +yCONTROL +¢,

Where TA refers to total accruals, and NDA refers to the esti-
mated non-discretionary accruals using the Jones Model. As
in Section 4.1, we use both signed DA and |DA|. Results are
reported in Table 7. With regard to TA, we can see in Column
1 that its coefficient is significantly negative, but the interac-
tion does not have a significant effect. With regard to NDA,
as we can see in Columns 2, 3, and 4, its coefficient is signifi-
cantly positive and has a higher impact than that of DA.
These results are consistent with previous literature (Francis
et al., 2005; Gray et al., 2009), and are consistent with the
hypothesis that higher innate accruals increase information
risk. In that sense, the negative coefficient of the interaction
between NDA and AUDIT balances out the effect of innate

accruals, suggesting that audits help to improve innate accru-
als credibility, and thus contribute to reduce the cost of debt.
Finally, with regard to DA and its interaction with AUDIT,
results remain qualitatively similar to those reported in
Section 4.1.

Audit Versus No Audit

In order to examine the differences among audited and
unaudited companies about the effect of discretionary accru-
als on the cost of debt, we exclude AUDIT and the interac-
tion terms from Models (1) and (11) regress them separately
for audited and unaudited companies, to assess if the effect
of discretionary accruals on the cost of debt is different
depending on the company is audited. Results are shown in
Table 8 Panel A. We can see that although both DA and
NDA are significant, the magnitude of their coefficients is
higher for the sample of unaudited companies, being the dif-
ference statistically significant. These results show that
audits have a moderating effect on the association between
accruals and the cost of debt, thus supporting results from
Section 4.1.

Audit Characteristics

As we explained in Section 4.1, the effect of audits on the
cost of debt may depend on the audit characteristics. In
order to assess how these audit characteristics may affect
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Table 7. Non-Discretionary Accruals and Cost of Debt.
TA NDA NDA and = DA NDA and |DA|

Coeff. t Coeff. t Coeff. t Coeff. t
AUDIT -0.0012 —3.4 1%k -0.0017 —3.89%¥* -0.0017 —3.80%** -0.0021 —4 7%k
TA -0.0035 —6.22%%*% — — — — — —
NDA — — 0.0262 3.95%k* 0.0235 3.4k 0.0251 3.73%k*
DA — — — — -0.0037 —5.53%%k -0.0043 —4, | gHwk
AUDIT X TA 0.0002 0.17 — — — — — —
AUDIT X NDA — — -0.0214 —1.83*% -0.0208 —-1.76* -0.0213 -1.80*
AUDIT X DA — — — — 0.0016 I.11 0.0048 2.1 2%*
LNASS —0.0079  —23.88%** -0.0078 —23.08%** -0.0078 —22.50%%* -0.0078 —22.58%#*
ROBA -0.0037 —3.48%¥* -0.0046 —4 33k -0.0030 —2.8| %k -0.0038 —3.56%**
LEV -0.1352  —66.16™F* -0.1376 —66.827%%* -0.1359 —64.5 |k -0.1372 —65.64%%*
LEV_SQ 0.1186 44 47+ 0.1202 44 5%k 0.1203 43 .48%+* 0.1208 43.66%F*
LIQ =0.0011  —1].23%** -0.001 1 =1 1.76%%* -0.001 1 =1 1.49%%% -0.0012 —11.83%%*
TAN -0.0019 =2.02%* 0.0007 0.63 -0.0001 -0.14 0.0002 0.22
GROWTH 0.0020 5.94%+* 0.0017 5.1 |k 0.0017 5.06%F* 0.0018 5.30%k*
SOLV 0.0005 3.66%F* 0.0004 3.06%F* 0.0005 3.62%k* 0.0004 3.25%k*
cov 0.0000 4 53%kk 0.0000 4.49%wk 0.0000 4.67%%* 0.0000 4,69k
AGE -0.0040 -—106.25%** —-0.0040 —102.5 | **+* —0.0040  —102.14%** —-0.0040 —102.28%**
Intercept 0.2744 59.64%+* 0.2749 58.45%#* 0.2739 57.12%%% 0.2751 57.42%%%
Year dummies Yes Yes Yes Yes
N 156,144 156,144 156,144 156,144
F 2,133 2,081 1,844 1,843
R within 23.56% 23.42% 23.39% 23.38%

Note. Table 7 shows the results of the FE regression considering the role of non-discretionary accruals. Coefficients of year dummies are not included
for parsimony. *** *¥ and * denote statistical significance at 1%, 5%, and 10% level.

the association between discretionary accruals and the cost
of debt, we do an additional analysis in which we include
audit variables to Model (1) and regress it on the subsample
of audited companies. The audit characteristics that we
include in the Model are the following: the auditor size
(Cano, 2007), auditor fees (Gandia & Huguet, 2021), the
audit opinion (Karjalainen, 2011, and the voluntary/manda-
tory character of the audit (Huguet & Gandia, 2014).

The auditor size is proxied by two variables (Gandia &
Huguet, 2018a; Sundgren & Svanstrom, 2013): LARGE,
which equals 1 when a company is audited by Middle-Tier
or Big 4 auditors; and BIG, a dummy which equals 1 when
a company is audited by a Big 4 auditor (Cabal-Garcia et al.,
2019). In line with previous research (Boone et al., 2010;
Sundgren & Svanstrom, 2013), we have considered BDO
and Grant Thornton as Middle-Tier auditors. LARGE cap-
tures the differences between large auditors, while BIG cap-
tures the differences between Big 4 and Middle-Tier
auditors. LNFEES is the natural logarithm of the audit fees
paid by the companies. The auditor opinion is proxied by
MOD, which equals 1 when the report has a modified opin-
ion and 0 otherwise. Finally, we include VOL as a proxy for
voluntary audits, which equals 1 when a company is below
SAT and thus a priori voluntarily audited, and 0 when is
above SAT and thus required to be audited by size.

We also include the interaction term of these variables
with DA in order to test if the association between DA and
COST _D is affected by the audit characteristics. We have to
note that the effect of these audit characteristics on the cost
of debt has been examined by Gandia and Huguet (2021), but
they do not take into account the interaction of these charac-
teristics with accruals information. Results are reported in
Table 9. We can see that the sample is reduced as compared
to the sub-sample of audited companies we use in Section
4.5, what is due to the availability of data regarding to audit
fees. As we can see, DA is not significant when we examine
the sample of audited companies, what is in line of auditing
acting as a substitute good for discretionary accruals.

With regard to the audit variables, we can see that only
LARGE and LNFEES are significantly negative, what is in
line with Gandia and Huguet (2021), showing that lenders
value both the auditor choice and the signalling effect of
audit fees to discriminate audit quality.

Conclusions

Previous literature on earnings management and accounting
quality shows that there is a discussion on the effect of discre-
tionary accruals on the cost of debt, with mixed empirical evi-
dence. These mixed results are also present when examining
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Table 8. Audit Versus No Audit.

Model (1) Model (11)
Unaudited Audited Unaudited Audited
Coeff. t Coeff. t Coeff. t Coeff. t
NDA — — — — 0.1071 21| ek 0.0731 7.027%%*
DA -0.0038 —5.50%k* -0.0027 =2.19%* -0.0039 —5.65%** -0.0029 =2.3%*
LNASS -0.0085 =21.56%F* -0.0051 —6.89%%* -0.0093 —23.5|%kk —-0.0054 =7. 9%k
ROBA -0.0023 -1.82* -0.0072 —3.22%%% -0.0013 -1.04 —-0.0064 —2.85%%*
LEV -0.1362 —57.0|%¥* -0.1223 —27.58%F* -0.1361 —57.10%%* -0.1221 —27.56%F*
LEV_SQ 0.1193 38. | 3wk 0.1102 19.03%#* 0.1190 38. | 0F** 0.1096 18.94%+*
LIQ —-0.0011 —10.67%** -0.0010 —3.50%*k* -0.0011 —10.56%** -0.0010 —3.4 %k
TAN -0.0016 —-1.48 -0.0027 -1.19 0.0031 2.87%k* 0.0006 0.26
GROWTH 0.0018 4,85%#* 0.0024 3. | 4wk* 0.0020 5.3 %k 0.0024 3.26%%*
SOLV 0.0007 5. | -0.0006 -1.89* 0.0007 5.24* -0.0006 —-1.94*
Ccov 0.0000 1.18 0.0000 6.66FF* 0.0000 1.40 0.0000 6.88*+*
AGE -0.0039 =90.0 | ¥ -0.0044 —56.58%%* -0.0039 =9 | .44%+* -0.0045 —56.90%+*
Intercept 0.2778 51.43%%* 0.2563 22.92%%k 0.2920 53.77%%* 0.2611 23.33%*
Year dummies Yes Yes Yes Yes
N 126,885 29,259 126,885 29,259
F 1,713 527 1,646 500
R within 21.85% 27.75% 22.21% 27.92%

Note. Table 8 shows the results of separate regressions for unaudited and audited companies. Coefficients of year dummies are not included for
parsimony. *¥¥ ** and * denote statistical significance at 1%, 5%, and 10% level.

Table 9. Audit Characteristics.

Coeff. t
VOL -0.0015 —-0.64
LARGE —-0.0045 —2.45%*
BIG 0.0035 1.21
LNFEES -0.0038 -1.67*
MOD -0.0003 -0.30
DA 0.1216 1.41
INTER_VOL -0.0018 -0.12
INTER_LARGE 0.0067 0.71
INTER_BIG 0.0246 1.45
INTER_LNFEES -0.0135 -1.39
INTER_MOD 0.0004 0.06
LNASS -0.0038 —=2.927%k*
ROBA -0.0055 -1.52
LEV -0.1373 =19.1 | ¥
LEV_SQ 0.1288 |3.48%F*
LIQ -0.0008 -1.50
TAN 0.0030 0.77
GROWTH 0.0026 2.16%*
SOLV -0.0018 —=3.07%%*
cov 0.0000 3.07#k*
AGE -0.0050 —34.4 %k
Intercept 0.2861 1 1.06%+*
Year dummies Yes
N 10,829
F 121
R within 28.00%

Note. Table 9 shows the FE regression results of Model (1) after the
inclusion of audit characteristics, in a sample of audited SMEs. Coefficients
of year dummies are not included for parsimony. *** *¥ and * denote
statistical significance at 1%, 5%, and 10% level.

the effect of auditing on the cost of debt (Allee & Yohn, 2009;
Huguet & Gandia, 2014; Kim et al., 2011; Minnis, 2011). A
potential explanation for the mixed evidence about the effect
of earnings quality and auditing on the cost of debt is that few
studies have considered their combined effect (Carmo et al.,
2016). We have to note that differences between the public
and private setting, and specially SMEs, with regard to the
motivation for earnings management, their risk structure and
their financing opportunities may affect the association
between discretionary accruals and the cost of debt. In that
sense, we hypothesize that discretionary accruals are used
with opportunistic purposes in the SMEs setting, and auditing
can act as substitutive goods, so the effect of discretionary
accruals on the cost of debt is different among audited and
unaudited companies.

Using a sample of Spanish SMEs, we find that discre-
tionary accruals are negatively associated with the cost of
debt, suggesting that managing earnings upwards is effec-
tive to reduce the financing costs. We also find that audited
SMEs have a lower cost of debt than unaudited SMEs.
Moreover, the interaction term between auditing and discre-
tionary accruals shows a positive coefficient that compen-
sates the effect of discretionary accruals, suggesting that
audits and discretionary accruals may act as substitute goods
in the Spanish SMEs setting. When we decompose the sam-
ple into positive and negative discretionary accruals, we can
observe an asymmetric effect of discretionary accruals:
companies that report increasing discretionary accruals have
a lower cost of debt, while there is not a significant effect
when using negative discretionary accruals. The lack of a
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significant effect for discretionary accruals may be due to
the use by lenders of other mechanisms to reduce the infor-
mation risk, such as relational banking or assets pledges.
Results are robust to the use of other discretionary accruals
measures and the inclusion of the cost of debt lagged one
period as an additional control variable. Furthermore, an
additional analysis considering non-discretionary accruals
show that they have a positive effect on the cost of debt
while discretionary accruals remain significant, what is in
line with previous literature (Francis et al., 2005; Gray et al.,
2009).

On the other hand, in order to examine in more detail de
effect of auditing on the association between discretionary
accruals on the cost of debt, we carry out separate regres-
sions for audited and unaudited companies and find that the
effect of discretionary accruals on the cost of debt is higher
among unaudited companies, supporting our main analysis.
Finally, we examine if the audit characteristics have an effect
on the cost of debt, as well as if the effect of discretionary
accruals is affected. Although auditor size and audit fees
have a significant effect on the cost of debt, we do not find
that the audit characteristics influence the association
between accruals and the cost of debt.

The paper presents some limitations: first, audit-based
studies may be affected by endogeneity issues. We have
tackled them by using fixe-effects regressions, but these esti-
mations cannot completely solve the endogeneity problems
when the relationship between the dependent variable and
the test variables is bidirectional. We have partially solved
this concern using lagged values for the test and control vari-
ables, the dependent variable itself among them. Another
problem is related with the comparability between the
audited and unaudited companies, which we have tried to
mitigate by focusing on these defined as SMEs. A last prob-
lem is related with the estimation of the discretionary accru-
als measure, which may involve errors of measure. In order
to test the robustness of our results, we have used alternative
measures, and they show similar results.

The study involves several implications for regulators and
practitioners in the context of SMEs. For regulators, given
that audits show that have a moderating effect on discretion-
ary accruals with opportunistic purposes, and that previous
literature has shown that audits are effective to deter earnings
management activities (Huguet & Gandia, 2016), they
should consider if the definition of mandatory audits should
be revisited. With regard to the practitioners, given the con-
flict that may arise between auditing and the use of discre-
tionary accruals, not only on the own use of them, but also on
their effects, they should consider the other potential nega-
tive (positive) effects that discretionary accruals (auditing)
have on their performance.

The paper presents several opportunities for future
research. Firstly, the substitute effect of auditing on discre-
tionary accruals should be examined in other companies
belonging to the private setting, but larger than SMEs, to
study if this effect is not only applicable to small firms but

extensible to private companies. With regard to public com-
panies, since differences between audited and unaudited
companies cannot be examined, because all of them are
audited, the analysis should be focused on differences among
auditor characteristics other than the auditor size, in order to
analyze if these characteristics affect the impact of discre-
tionary accruals on the cost of debt.
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