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1. Introduction

Shareholder participation in general meetings
(SPGM) is an important part of corporate governance
in publicly-traded companies (e.g., Apostolides, 2010;
Bebchuk, 2005; Krishnan & Ye, 2005). Theoretically,
higher SPGM is desirable, as it serves the interests of
shareholders by giving them a stronger voice regarding
important governance issues (Holland et al., 2021;
Institutional Shareholder Services (ISS), 2016; SEC,
2018a; SEC, 2018b) and leads to a broader reflection of
shareholders’ interests in the corporate governance processes
(e.g., ISS, 2016; Stratling, 2003). Furthermore, higher
SPGM provides shareholders with a better opportunity to
hold management accountable and may prevent managers
from engaging in opportunistic behaviors (e.g., Mayhew
& Dike, 2004). For these reasons, regulators and securities
commissions usually encourage higher SPGM (European
Union, 2020; Institutional Shareholder Services, 2012;
Krishnan & Ye, 2005; U.S. Department of the Treasury,
2008). Nevertheless, several theoretical studies question
the value of this higher SPGM (e.g., Jong, Mertens &
Roosenboom, 2006; Sjostrom, 2006). Moreover, the
empirical research does not provide a lot of evidence on
the beneficial effect of higher SPGM.

In this research, we focus on one of the potential
consequences of higher SPGM: audit quality. Specifically,
we examine how SPGM affects audit quality, defined as
higher assurance that corporate reports reliably reflect
the company’s undetlying economics (Defond & Zhang,
2014). Theoretically, SPGM may reduce the influence of
managers in the auditor selection and auditing processes
(e.g., Advisory Committee on the Auditing Profession,
2008; ISS, 2016) and may therefore change the potential
focus of the auditors from the managers’ reporting
preferences to the investors” reporting preferences (e.g.,
DoT, 2008; Hermanson, Krishnan, & Ye, 2009; Lev,
2002; Tanyi & Roland, 2017), resulting in higher audit
quality. Moreover, SPGM serves as a monitoring device
that influences auditors and their work (ISS, 2016;
Krishnan & Ye, 2005; Tanyi & Roland, 2017) and may
ensure that the choice of auditor meets the company’s
specific needs (e.g., ACAP, 2008; DoT, 2008; Federal
Trade Commission - FRC, 2003), resulting in higher
audit quality.

The motivation for this focus is based on the
following facts. First, audit quality plays an important
role in reducing agency conflicts between shareholders
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and managers and has substantial effects on a significant
portion of subsequent discussions, decisions, and
shareholder interests (e.g., Dao, Raghunandan, & Rama,
2012; Defond & Zhang, 2014). Hence, the concept is
fundamental in itself.

Second, regulators are considering issuing
recommendations to require all public companies
to have a shareholder vote on auditor selection (e.g.,
Cunningham, 2017; Institutional Shareholder Services,
2015). To clarify, some professional bodies such as the
UK Financial Reporting Council and the US Advisory
Committee on the Auditing Profession argue that to
ensure the auditors are suitable for the companies and
corporate reporting needs, shareholder engagement in
the selection and ratification of auditors through the
general meeting should be considered (e.g., DoT, 2008;
FRC, 2007). In this regard, the need for related empirical
evidence is highlighted by calls for further research (e.g.,
Mayhew, 2017).

Third, there are international debates on the
beneficial effect of shareholder engagement in auditor
appointments and re-appointments (e.g., Cunningham,
2017; Dao et al., 2012). To clarify, on the one hand,
shareholder engagement may lead to a broader reflection
of shareholders’ interests in audit quality and play an
important role in reducing agency conflicts between
investors and managers (e.g., Cohen, Krishnamoorthy,
& Write, 2010; Dao et al. 2012; Krishnan & Ye, 2005).
This is because in many companies the boards of directors
(and audit committees) are dominated by management
(e.g., Mayhew & Pike, 2004) and, therefore, auditors’
natural response is to be more likely to go along with
managements’ preferred accounting choices (Cohen etal.,
2010; KPMG, 2004). On the other hand, the majority
of voters may not have sufficient knowledge about the
quality of the auditors and therefore the majority of
votes may be reflective of factors (such as stock returns
achieved in the period leading up to the vote) that are
outside the auditor’s scope (e.g., Cunningham, 2017;
Liu, Raghunandan, & Rama, 2009). This is particularly
relevant when many audit characteristics are only partially
observable (Fontaine, Leteifa, & Herda, 2013).

Fourth, while there is theoretical and experimental
evidence indicating that SPGM may influence audit quality
(e.g., Dao et al. 2012; Lev, 2002; Stewart & Munro,
2007), empirical evidence on the association between
SPGM and audit quality is rare, especially in emerging
capital markets. For example, while prior experimental
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research indicates that SPGM may influence auditor
selection and therefore SPGM may lead to higher audit
quality, such research significantly simplifies the research
setting (Mayhew & Pike, 2004), and thus the experimental
methodology may deviate from realism (e.g., Swieringa
& Weick, 1982). Moreover, the studies usually focus on
developed capital markets, where, on the one hand, there
are various information channels that may provide more
extensive information besides audited reports (Su, Peng,
Tan, & Cheung, 2014), and therefore the importance of
auditing is lower. On the other hand, there are various
institutional settings that help shareholders to prevent
manager influence in the auditing process and to monitor
and control the audit quality. This is particularly relevant,
as managerial discretion in emerging markets is relatively
higher than in developed capital markets (e.g., Hesarzadeh,
2019; 2020). For these reasons, the related literature (e.g.,
Krishnan & Ye, 2005) mentions the need for research
outside developed countries.

Our sample includes listed companies in Iran’s
capital market. As we will discuss in the “Sample and data”
section, this is an appropriate research setting, particularly
because in Iran, consistently with the research question,
all listed companies must conduct an annual selection
of the external auditor through the annual meeting and
proxy process (e.g., Sajadi, Farazmand, & Gorbani, 2012).
To clarify, consistently with Iran’s Commercial Law and
Regulations Governing the Trusted Auditing Firms
of the Securities and Exchange Organization (Islamic
Consultative Assembly, 1979; Securities and Exchange
Organization, 2007a), in general meetings, sharcholders
elect and appoint the auditors through a voting process.

Our findings show that, in general, there is
an insignificant association between SPGM and audit
quality. However, we find that (a) there is a positive and
significant association between the presence of institutional
shareholders in general meetings and audit quality, and
(b) for the companies with a high presence of institutional
shareholders in their general meetings, there is a significant
and positive relationship between the participation of other
shareholders in the general meetings and audit quality.
Thus, collectively, the findings propose that the impact
of SPGM on audit quality is conditional to the presence
of institutional shareholders in general meetings.

The findings contribute to the literature on both
SPGM and audit quality in several ways. To clarify, first,
this study reveals evidence on the beneficial effect of higher
SPGM in an emerging capital market. Second, the study

introduces SPGM as a positive determinant of audit
quality, when the presence of institutional shareholders
in general meetings is high. More broadly, the study adds
to the international debate over whether SPGM enhances
corporate governance (e.g., Cunningham, 2017; Sjostrom,
2006; Strand, 2013).

The next section presents the background and
develops the research hypotheses. This is followed by the
presentation of the research method, the empirical results,
and, finally, the conclusions.

2 Background and hypotheses
development

2.1 Shareholder participation in general
meetings

Modern companies are characterized by the
separation of ownership from management. This separation
leads to a further need for the practical mechanisms of
corporate governance to ensure that resources are efficiently
and effectively used (Velury, Reisch, & O’Reilly, 2003).
In this regard, SPGM is a basic and an essential part of
corporate governance (Bebchuk, 2005; Proctor & Miles,
2003).

To clarify, annual general meetings are an
appropriate platform that enables shareholders to hold
managers accountable and, thus, annual general meetings
constrain the possibility of sharcholder expropriation by
managers (Stratling, 2003). Apostolides and Boden (2005)
stress the importance of general meetings as a corporate
governance mechanism. This is because, first, general
meetings are forums where shareholders are informed about
substantial company matters and they consequently have
an opportunity to exercise their control over managers and
to participate in the diverse decision-making processes.
Second, general meetings provide rare occasions in which
diverse stakeholders in a company come together in one
place to have their discussions about firm governance
and other important matters (Apostolides, 2010). Third,
the meetings also provide an instrument of checks and
balances, where managers have to explain themselves to
shareholders and where the latter may take corrective
actions by exercising their ownership rights (Beuthel,
2006; Daniel, 2010; Seratling, 2003).

Related empirical research, while relatively rare,
generally reveals that general meetings provide effective
means for shareholders to communicate with managers,
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and managers usually take corrective actions in response to
shareholder votes (Yermack, 2010). For instance, Bebchuk
and Cohen (2005), Faleye (2007), and Gompers, Ishii, and
Metrick (2009) highlight the effects of voting restrictions
on firm performance and firm value, and suggest that
firms perform worse when the shareholder franchise
is curtailed due to structures such as a classified board.
Cai, Garner, and Waking (2009) and Fischer, Gramlic,
Mille, and White (2009) document that meaningful votes
against the election of certain directors are followed by
changes in the management or corporate actions within
the next year. Particularly, Cai et al. (2009) find that votes
against the reelection of independent directors increase
the probability of CEO turnover in the next year, holding
constant the effects of corporate performance and other
variables.

General meetings are probably more important
in emerging capital markets. This is because, on the
one hand, there is considerable information asymmetry
between shareholders and managers (Bhattacharya, Desai,
& Venkataraman, 2013; Hesarzadeh, 2019). On the other
hand, the diversity of information channels/resources are not
comparable to developed capital markets (Su etal., 2014);
and as a result of relatively weak supervisory mechanisms,
the managerial discretion in emerging markets is relatively
higher than in developed capital markets (Hesarzadeh,
2019). In this regard, Sjostrom (2000) states that executive
managers may be less inclined to engage in opportunistic
behavior or shirk responsibilities if they know that they
have to explain themselves to shareholders face-to-face
and suffer the resulting embarrassment.

Theoretically, higher SPGM is desirable for
stakeholders, especially shareholders (e.g., Krishnan & Ye,
2005). This is because higher SPGM leads to a broader
reflection of shareholders’ interests in the corporate
governance processes. To clarify, higher SPGM is equivalent
to the situation in political democracies, as a higher rate of
voter participation leads to a better reflection of citizens’
views in the governance of the country (Seeger, 2002).
Furthermore, a higher rate prevents a specific interest
group — that only constitutes a small portion of the
population — from hijacking the democratic process
to its advantage (Latham, 2003). Similar reasoning may
be applied to the process of decision-making at general
meetings (Beuthel, 2006). If only a small portion of
sharcholders participates in a general meeting, then a
group that only holds a small portion of ownerships
will have significant influence in the governance of the
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company, resulting in the possibility of expropriation of
the company and major shareholders by a small group
of shareholders.

For the reasons mentioned above, regulators
and securities commissions are now looking for ways
to encourage more shareholders to participate in their
general meetings (Institutional Shareholder Services,
2012; Krishnan & Ye, 2005; U.S. Department of the
Treasury, 2008).

In contrast with the discussions above, several
studies question the importance and value of general
meetings (e.g., Jong etal., 2006; Sjostrom, 2006; Stratling,
2003). Moreover, they call for the requirements for general
meetings to be phased out (Stratling, 2003; Sjostrom,
20006). For example, based on a study of annual general
meetings in the Netherlands, Jong etal. (2006) conclude
that general meetings do not provide shareholders with a
significant beneficial effect. Furthermore, Sjostrom (2006)
suggests that general meetings are both worthless and costly
and should therefore not be mandated annually. In this
regard, the literature (e.g., Jong et al., 2006; Sjostrom,
20006; Strand, 2013; Stratling, 2003) argues that annual
general meetings are an outdated practice, which made
more sense when ownership was less dispersed, shareholders
were more concentrated in a local geographic area, the
practice of proxy voting had not yet been developed,
and communication technology was primitive. Under
those circumstances, attendance was likely to be higher,
providing shareholders with the opportunity to nominate
competing proposals —an opportunity that is non-existent
today as no shareholder body exists due to low attendance
rates (Stratling, 2003). Sjostrom (2006) also criticizes
general meetings for being overly controlled by executive
managers. Furthermore, Strand (2013) argues that general
meetings are altogether redundant in the effective exercise
of agency relationships, and that the meetings often fail
to achieve their legitimate purposes due to minority
shareholders turning the meetings into a chaotic shambles
(Saxon, 1966). In addition, the existence of issues such
as staggered boards, or plurality voting/the difficulty of
proxy fights, not paying attention to the concerns of
small shareholders, the absence of directors, and also low
shareholder participation in general meetings, may serve to
decrease the importance and value of such meetings (e.g.,
Banko, Frye, Wang & Whyte, 2013; Gonzélez, Guzmadn,
Prada, & Trujillo, 2013; Strand, 2013). Particularly, votes
cast by uninformed shareholders probably constrain the

ability of proxy voting to work as an effective governance
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tool. In this regard, Lund (2019) advocates for the issuance
of non-voting shares as a mechanism to encourage voters
who do not wish to incur the costs of becoming informed
to opt out of the voting process.

The competing perspectives indicated above
highlight the need to provide further empirical evidence
on the beneficial effect of higher SPGM.

2.2 Audit quality

Auditing provides independent assurance of the
reliability of corporate information, which enhances both
the allocation of corporate resources and the eficiency of
corporate contracts (Chen, He, Ma, & Stice, 2012). The
increasing complexity of business and reporting standards
extends the potential of auditing to add value. That is why
audit quality is crucial in the business context (Defond
& Zhang, 2014).

While some studies define audit quality as some
variation of “the market-assessed joint probability that
a given auditor will both detect a breach in the client’s
accounting system, and report the breach” (DeAngelo,
1981, p. 115), Defond and Zhang (2014) argue that this
definition understates the benefits of high audit quality,
which extend well beyond the simple detection and
reporting of GAAP violations. Thus, they define audit
quality as the higher assurance that the corporate reports
reliably reflect the company’s underlying economics
(Defond & Zhang, 2014). The notion that the auditor’s
responsibility extends to assuring financial reporting
quality is consistent with generally accepted auditing
standards, which require auditors to evaluate financial
reporting quality (PCAOB, 2010). Furthermore, the
aforementioned assurance reduces information risk, which
ultimately improves resource allocation and contracting
efficiency (e.g., Liu, Cullinan, & Zhang, 2018).

Nevertheless, regarding auditors responsibilities
and audit quality, prior literature (e.g., European
Commission, 2010; Porter, O hOgartaigh, & Baskerville,
2012; Ruhnke & Schmidt, 2014; Vanstraelen, Schelleman,
Meuwissen, & Hofmann, 2012) argues that there is a big
expectation gap among different stakeholders, especially
between shareholders and management. For example,
Ruhnke and Schmidt (2014) suggest that, in contrast to
shareholders, supervisory board members and executive
managers disagree that evaluating the propriety of the
management’s adoption of the going concern assumption

is auditors’ current responsibility. More importantly,

they state that, in contrast to shareholders, supervisory
board members and executive managers disagree that
audit reports should have stronger information content.
Relatedly, Vanstraelen etal. (2012) find that shareholders
are interested in providing more information about audit
findings, including those relating to critical accounting
estimates and management judgments.

In addition to these expectation gaps between
shareholders and management, managers may have strong
incentives to influence the audit process (e.g., O’Connor,
2002; Stewart & Munro, 2007), especially if they seek
personal benefits (Beck & Mauldin, 2014).

For these reasons, in recent decades, regulators
have made audit committees formally responsible for
the selection and compensation of external auditors
(e.g., Mayhew & Pike, 2004; Turley & Zaman, 2004).
However, evidence (e.g., Mayhew & Pike, 2004; Stewart
& Munro, 2007) indicates that even in the presence of
audit committees, managers continue to exert significant
control over the hiring and firing of auditors. Particularly,
prior studies using surveys and interviews (e.g., Beattie,
Fearnley, & Brandt, 2000; Cohen, Krishnamoorthy, &
Wright, 2002; Gibbins, McCracken, & Salterio, 2005) all
suggest that the audit committee is not being used to its
full potential in auditor-management negotiations and,
hence, there is a need for a new system where shareholders

have further power over the hiring and firing of auditors.

2.3 SPGM and audit quality

Professional bodies such as the UK Financial
Reporting Council and the US Advisory Committee
on the Auditing Profession strongly suggest that SPGM
enhances audit quality (e.g., DoT, 2008; FRC, 2007). This
is because, generally, the traditional view of professional
bodies is that SPGM reduces the influence of managers
in the auditor selection and auditing processes, and
therefore SPGM leads to higher audit quality (Advisory
Committee on the Auditing Profession, 2008; European
Union, 2006; Federal Trade Commission, 2003; ISS 2016).
For example, the Advisory Committee on the Auditing
Profession states that if executive managers have major
influences on auditors, the auditors will more probably
follow the preferences of the executive managers (DoT,
2008). Moreover, the Reputation Institute (2015) reports
that higher SPGM indicates that the active eyes of public
monitors evaluate audit performance to a greater extent.

In fact, higher SPGM leads to a broader reflection of

85

R. Bras. Gest. Neg., Sdo Paulo, v.23, n.1, p.81-103, jan/mar. 2021

(oMo


https://creativecommons.org/licenses/by/4.0/

Ameneh Bazrafshan / Akram Banaiy / Vajiheh Bazrafshan

shareholders’ interests in the auditor selection processes
(Krishnan & Ye, 2005). This is probably because, by
exerting voting rights, on the one hand shareholders have
the power to influence the characteristics of the audit, and
on the other hand auditors receive significant feedback
concerning the shareholders’ views on the auditor and the
service provided (Tanyi & Roland, 2017). In this respect,
Hermanson, Krishnan, and Ye (2009) argue that votes are
an appropriate way for shareholders to signal their views
on the audit quality provided by the incumbent auditors.

In the academic literature, there is little archival
empirical evidence on the association between SPGM
and audit quality. However, theoretical, survey, and
experimental research provides some insights into this issue.
For example, Kahneman and Tversky (1979) theoretically
discuss the idea that SPGM changes the focus of auditors
from the managers’ reporting preferences to the investors’
reporting preferences. To clarify, in the client (firm)-supplier
(auditors) relationship, on the one hand, auditors are
obligated to serve their clients’ needs — possibly allowing
aggressive reporting practices. In this regard, Cohen et al.
(2010) find that auditors perceive executive managers as
the “key driver” of auditor selection. Furthermore, recent
archival empirical literature (e.g., Dhaliwal, Lamoreaux,
Lennox, & Mauler, 2015; Park, 2018; Tanyi & Cathey,
2020) concludes that management has continued to
have a significant impact on auditor selection during the
post-SOX period. For example, Dhaliwal et al. (2015)
suggest that management affiliation (defined as a prior
working relationship between a management member
and a Big4 auditing firm) significantly affects auditor
selection. For example, they show that Ernst & Young
(EY) is appointed 29 percent of the time when there is no
affiliation between the company’s management and EY.
In contrast, EY is appointed 61 percent of the time when
there is a management affiliation with EY. Furthermore,
Tanyi and Cathey (2020) highlight that the CEO’s myriad
of personal connections and influence with members of the
audit committee circumvent the independence of auditors.
In a pessimistic view, auditors “tend to kowtow instead
to the managers who choose them and dole out their
pay” (Hilzenrath, 2001, p. 2). On the other hand, audit
committees, who have responsibilities for the selection and
oversight of external auditors, have incentives to support
management’s preferences that outweigh liability-related
incentives (Abbott & Parker, 2000). The popular press can
provide examples of auditors being fired for disagreeing
with clients or issuing modified opinions (Mayhew & Pike,
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2004). That is why nearly every independence debate has
centered on the concern that auditors may evolve into
client advocates (Mayhew & Pike, 2004). Others have
cited the relationship between auditors and their clients
as a core independence problem, calling for a change from
client management choosing auditors to a system where
investors make the decision (e.g., Lev, 2002).

Relatedly, survey literature (e.g., Cohen et al.,
2002; Gibbins, Salterio, & Webb, 2001; Stewart &
Munro, 2007) argues that audit committees play a less
important role in the audit process than senior management.
Particularly, the literature suggests that audit committees
are largely ceremonial (Beasley, Carcello, Hermanson, &
Neal, 2009; Cohen et al., 2002; Cohen et al., 2010). For
example, based on structured interviews with auditors,
Cohen et al. (2002) find that audit committees have no
significant role in the audit process. Particularly, audit
committees are ineffective and lack sufficient power to
withstand pressure from management. Similarly, both
Gibbins et al. (2001) and Gibbins et al. (2005) find that
audit committees only occasionally play an important
role in the auditor-client negotiation process; while, after
conducting in-depth interviews with auditors, Beattie et al.
(2000) report that auditors do not experience significant
support from audit committees.

In line with the concerns above, Mayhew and
Pike (2004) state that higher shareholder involvement in
auditor selection strengthens the power of the auditor in any
negotiations with management and increases the “pressure
to perform” on the auditor. Furthermore, if auditors are
likely to be more careful to avoid the possibility of any
criticism by shareholders who are involved in the auditor
selection and ratification process, then it is likely that
auditors would make extra effort and be more cautious in
negotiations with the client, both of which would likely
lead to higher audit quality (Dao et al., 2012).

The positive effects of shareholder involvement in
auditor selection are also supported by some experimental
studies. For example, Barua, Raghunandan, and Rama
(2017) show that more votes on the auditor reduce the
probability of subsequent auditor dismissals. Furthermore,
in an experimental setting, Mayhew and Pike (2004) show
that investor involvement in auditor selection may lead to
higher audit fees and audit quality. Relatedly, Dao et al.
(2012) highlight that higher shareholder involvement in
the selection of auditors may improve the accountability
and governance dynamics between shareholders, auditors,
and mangers, and thus the higher involvement may lead
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to higher audit quality. Furthermore, Liu et al. (2009)
reveal that higher SPGM is more probably associated
with auditor dismissal following poor corporate reporting.

Thus, based on the discussions above, our first
research hypothesis is as follows:

Hla: 'There is a positive relationship between SPGM
and audit quality.

In contrast to our discussions above, if shareholders
cannot understand audit quality, then we expect to observe
an insignificant (or even negative) association between
SPGM and audit quality. Specifically, the majority of voters
may not have sufficient knowledge about the quality of
the auditors (e.g., Kaniel, Saar, & Titman, 2008), and
therefore the majority of votes may be reflective of factors
(such as stock returns achieved in the period leading up
to the vote) that are outside the auditor’s scope (e.g.,
Cunningham, 2017; Liu, Raghunandan, & Rama, 2009).
Several past studies (Brown & Cliff, 2004; Cunningham,
2017; Kaniel et al. 2008) provide support for investors
having such a myopic focus. Hence, in contrast to H1a,
our research hypothesis H16 is as follows:

H1b: ‘There is no relationship between SPGM and

audit quality.

Consistent with the concern above, past literature
(e.g., Aggarwal, Saffli, & Sturgess, 2015; Cassell et al.,
2019) indicates that institutional shareholders strongly
consider, understand, and therefore demand higher audit
quality. This is because institutional shareholders tend to
facilitate their monitoring activities (Velury etal., 2003).
Particularly, auditing literature suggests that audit quality
is different across audit firms (e.g., Schauer, 2001), and
the demand for a high quality audit is a function of the
company’s ownership base, in the sense that firms with
sophisticated investors will probably hire audit firms
that are providers of higher audit quality. Particularly,
Velury et al. (2003) suggest that companies with higher
active institutional ownership more probably employ
industry specialist audit firms. Therefore, in companies
with a higher presence of institutional shareholders in general
meetings (PISGM), the quality of the auditor selection
process in general meetings is higher.

Nonetheless, the increasing role of institutional
shareholders has raised concerns about their investment
strategies. This is because institutional shareholders have
strategic alliances and strategic connections with management,
meaning high-quality audits are not considered a priority.
In this regard, Adeyemi and Fagbemi (2010) find that

there may be a negative relationship between institutional
ownership and audit quality.

Considering the discussion above, we state our
second hypothesis as follows:

H2:  Thereisasignificant relationship between PISGM
and audit quality.

Based on prior literature (e.g., Attig, Ghoul, &
Guedhami, 2009; Attig, Ghoul, Guedhami, & Rizeanu,
2013; Attig, Guedhami, & Mishra, 2008; Bennedsen
& Wolfenzon, 2000; Boubaker, Nguyen, & Rouatbi,
2016), large management shareholders could influence
general meetings to extract private benefits of control at
the expense of other shareholders. This is particularly
relevant for emerging markets in which there is a large
ownership concentration (e.g., Barontini & Caprio,
2006; Hu & Izumida, 2008; Villalonga, Amit, Trujillo, &
Guzmadn, 2015) and agency conflicts between the largest
shareholders and others are high (e.g., Chrisman, Chua,
& Liz, 2004). For example, the controlling shareholder
and management in such an environment are likely to
expropriate the minority shareholders and inflate earnings
to gain private benefits (Bae et al. 2002).

In this regard, corporate governance literature
(e.g., Rossi, Barth, & Cebula, 2018; Cassell et al., 2019)
reveals that PISGM may heavily reduce agency costs.
This is because PISGM causes shareholder activism
when non-controlling sharcholders are not very satisfied
with some features of governance (Shleifer & Vishny,
1986). To clarify, institutional shareholders may reduce
the dispersion of control from minority shareholders by
forming coalitions among non-controlling shareholders
(e.g., Basu, Paeglis, & Rahnamaei, 2016). Bloch and Hege
(2003) formulate a theoretical model to argue that the
coalitions decrease agency costs. Furthermore, Rossi et al.
(2018) empirically show that coalitions among shareholders
significantly contribute to a reduction of agency costs
as the coalitions probably give shareholders a stronger
voice regarding important governance issues and could
lead to a broader reflection of their interests in corporate
governance processes. In these conditions, the influence
of managers in auditor selection is reduced and therefore
audit quality is improved (Gotti, Han, Higgs, & Kang,
2012). For this reason, we expect PISGM to strengthen
the impact of the participation of ozher shareholders in
general meetings (hereafter, POSGM) on audit quality.

Based on the discussion above, we state our third

hypothesis as follows:
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H3:  PISGM moderates the relationship between
POSGM and audit quality.

3 Method

3.1 Empirical models

Consistently with the first hypotheses, our main
independent variable is SPGM. This study measures SPGM
as the percentage of shareholder attendance at annual
general meetings. Specifically, SPGM is the percentage
of the ownership represented by the shareholders who
attend the general meeting. Furthermore, consistently with
the second and third hypotheses, our main independent
variables are PISGM and POSGM. Similarly to SPGM,
we measure PISGM as the percentage of the ownership
represented by the institutional shareholders who attend
the general meeting. We define POSGM as SPGM minus
PISGM.

Moreover, in all hypotheses, our dependent
variable is audit quality. The most common approach to
measuring audit quality is to focus on the inputs of the
audit processes, including auditor industry specialization,
size, and fees (e.g., Defond & Zhang, 2014). These inputs
are very appealing, especially in our research. This is
because sharcholders usually choose audit quality according
to the observable inputs. Furthermore, in the financial
literature, the research studying the effects of demand-
side variables usually employs input-based measures of
audit quality (e.g., Defond & Zhang, 2014). Thus, we
measure audit quality by auditor industry specialization,
audit firm size, and audit fees.

To test the first hypothesis (including H1zand H10b),
we follow past research (i.e., Bebchuk, 2005; Chen et al.,
2012; Defond & Zhang, 2014) and use multivariate
regression analyses. Specifically, to test the first research
hypothesis, i.c., the relationship between SPGM (SPGM)
and audit quality, we rely on the multivariate estimations
of equations (1) to (3), where we use as a proxy for audit
quality auditor industry specialization (AudindSpc), audit
firm size (AFSize), and audit fees (AFees).

AudIndSpc= f, + f;PSGM + f,Ach+ B;Size + f,Lev+
PsLoss + Bslnst + B,Gov + fgMan + BoINB + (1)
L1oROA+ B ;BTM + 3, Alt + ¥ Industry + 3. Year

AFSize= ) + B;PSGM + B, Ach+ f;Size + f,;Lev+
PBsLoss + BsInst + B,Gov + ByMan + ByINB + 2)
B1oROA+ B,,Gro+ B;,EDR + 3. Industry + 3. Year
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AFees = ) + ;PSGM + B, Ach + f;Size + f,Lev +
PsLoss + Pglnst + B,Gov + BeMan + Sy INB + (3)
L1oROA+ B FS + f5;,Seg + X Industry + 3. Year

In the equations above, AudIndSpc is the auditor’s
expertise in the industry and is measured by the market
share of the audit firms. Specifically, if the market share
of the audit firm is higher (lower) than 1.2 x (1 + the
number of companies in the industry-year), we coded
the variable as one (zero). The market share is the total
assets of all clients of each audit firm in an industry-year
divided by the total assets of all companies in the same
industry-year. AFSize is a dichotomous variable coded as
one if the company is audited by a big audit firm, and
zero otherwise. Finally, AFees is the natural logarithm of
audit fees.

Based on past literature (e.g., Amir, Guan, &
Livne, 2018; Bae et al., 2019; Bebchuk, 2005; Chen et al.,
2012; Defond & Zhang, 2014; Engel, Hayes, & Wang,
2010; Minutti-Meza, 2013; Patterson et al., 2019), the
equations above also include diverse control variables which
affect the dependent variables. These control variables are
defined as follows. Ach is a dichotomous variable coded
as one if the auditor is changed, and zero otherwise. Size
is the size of the company and is equal to the logarithm
of total assets. Lew is the total liabilities divided by total
assets. [nst is the percentage of institutional ownership
(i.e., the percentage of shares held by banks, insurance
companies, pension funds, and investment companies).
Gov is the percentage of shares held by the government.
Man is the percentage of shares held by the managers.
Loss is a dichotomous variable coded as one if net income
is negative, and zero otherwise. /NB is the independence
of the board of directors, calculated as the number of
non-executive directors divided by the total number of
directors. ROA is the net income divided by total assets.
BTM is the book value of equity divided by the market
value of equity. A/t is the Altman (1983) financial distress
score. The score is coded as one if it is greater than the
median and zero otherwise. Gro is the percentage of
sales growth. FIN is a dichotomous variable coded as
one if there is equity/debt issuance. FS is the foreign
sales divided by total assets. Seg is the natural logarithm
of the number of segments. Y ndustry reflects industry
fixed effects. J, Year reflects year fixed effects (Appendix
A presets the definitions of all variables).

Furthermore, to test the second research hypothesis,

i.e., there is a significant relationship between PISGM
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and audit quality, we use equations 1 to 3 above, after
replacing SPGM with PISGM.

Finally, to test the third research hypothesis, i.e.,
PISGM moderates the relationship between POSGM
and audit quality measures, we divided our sample into
two sub-samples: (a) firm-years with high PISGM and
(b) firm-years with low PISGM. To clarify, for example,
we classify a firm-year into sub-sample (a) when the
PISGM in each year is greater than the median. Then,
we re-estimate equations 1 to 3 in both sub-samples (a)
and (b), after replacing SPGM with POSGM (measured
as SPGM minus PISGM). In the “Additional analyses”
section, we rerun this analysis using regressions with an

interaction term.
3.2 Sample and data

Our sample consists of all firms in Iran’s capital
market, namely, the Tehran Stock Exchange (TSE), from
2012 t0 2018. The TSE is an appropriate research setting,
because, first, and consistently with the research question,
all companies listed on the TSE must carry out an annual
selection of the external auditor through the annual
meeting and proxy process (e.g., Sajadi et al., 2012). In
this respect, consistently with Iran’s Commercial Law
and Regulations Governing the Trusted Auditing Firms
of the Securities and Exchange Organization (Islamic
Consultative Assembly, 1979; Securities and Exchange
Organization, 2007a), shareholders elect, appoint, and
dismiss the auditors through a voting process. It is worth
stating that shareholders can vote on a variety of different
auditors, including an auditor that was proposed by the
audit committee or other auditors that were not previously
proposed by the audit committee. Furthermore, listed
companies are required to publish content and decisions of
general meetings (including decisions on auditor selection)
online following their annual general meetings (Securities
and Exchange Organization, 2007b).

Second, consistently with the research motivation,
the TSE is an emerging market. In this regard, the TSE
is comparable to most large developing capital markets
in terms of basic market infrastructure (Hesarzadeh &
Bazrafshan, 2019; Hesarzadeh & Rajabalizadeh, 2020).
For example, in recent decades, Iran has used international
accounting/auditing standards as a foundation for setting
its national standards (Mashayekhi & Mashayekh, 2008).
Furthermore, past research (e.g., Paytakhti Oskooe, 2011)
shows that the TSE is efficient in a weak form.

This paper obtains the SPGM and PISGM
data from CODAL, the Comprehensive Database of
All Listed Companies in Iran. The paper obtains other
data from Rahavard-e-Novin, the most comprehensive
database in Iran’s capital market (Hesarzadeh, 2019).
We exclude firm-years with insufficient data to measure
our variables. Furthermore, for more consistency among
companies, particularly consistency in the timing of
general meetings, we exclude firm-years with a non-
Esfand (April) fiscal year-end. Our final sample consists
of 574 firm-year observations, including 82 firms over

the seven years.

4. Results

4..1 Descriptive statistics

Descriptive statistics for the variables are presented
in Table 1. To minimize the impact of extreme data on the
findings, the variables are winsorized at the extreme one
percent. In this regard, the mean value for SPGM is about
82%, indicating that, on average, 82% of sharcholders
attended the annual general meetings. More specifically, the
percentage of the ownership represented by the shareholders
who attend the general meeting is 82%. Moreover, PISGM
is about 23%, indicating that the percentage of the
ownership represented by the institutional shareholders
who attend the general meeting is 23%. In addition,
the mean value for the audit quality measures, including
audit industry specialization (AudIndSpc), audit firm size
(AFSize), and audit fees (AFees), are 0.660, 0.712, 3.843,
and 2.869, which are comparable to prior research (e.g.,
Louis, 2005; Mansi, Maxwell, & Miller, 2004; Mayhew
& Pike, 2004; Venkataraman et al., 2008). Moreover, the
measures indicate that the audit quality in our sample is
similar to in large developing capital markets, but relatively
lower than in developed capital markets (see for example,
Chen, Su, & Wu, 2010; Engel et al., 2010; Chen et al,,
2012). In addition, the table shows that the average for
institutional ownership (/ns#) is approximately 0.316,
indicating that about 31% of ownership in our sample
belongs to banks, insurance companies, pension funds,
and investment companies, which is comparable to large
capital markets (e.g., Bebchuk, Cohen, & Hirst, 2017).
An untabulated analysis indicates that the average variance
inflation factor (VIF) for the variables is approximately
1.5, and none of the VIFs are higher than 3.
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Table 1
Descriptive statistics

Variable Obs Mean Median Min Max Std. Dev.
SPGM 574 82.347 84.100 0.083 1.000 13.758
PISGM 574 23.069 25.983 0.000 68.015 4.051
Aud]ndSpc 574 0.660 1.000 0.000 1.000 0.627
AFSize 574 0.712 1.000 0.000 1.000 0.681
AFees 574 2.869 2.826 1.379 3.982 0.360
Ach 574 0.212 0.000 0.000 1.000 0.254
Size 574 5.992 5.927 4.452 7.852 0.625
Lev 574 0.372 0.376 0.098 2.165 0.213
Loss 574 0.091 0.000 0.000 1.000 0.265
Inst 574 0.316 0.346 0.000 0.731 0.301
Gov 574 0.084 0.013 0.000 0.765 0.141
Man 574 0.118 0.172 0.000 0.185 0.150
INB 574 0.623 0.600 0.000 1.000 0.239
ROA 574 0.185 0.158 -0.017 0.296 0.216
BTM 574 0.231 0.293 0.0101 0.871 0.381
Alt 574 0.519 1.000 0.000 1.000 0.491
GRO 574 0.211 0.178 0.015 0.412 0.312
FIN 574 0.295 0.000 0.000 1.000 0.198
FS 574 0.057 0.041 0.000 0.710 0.451
Seg 574 2.602 2.302 0.000 2.944 1.003

Table 2

The association between SPGM and audit quality

Variable AudIndSpc AFSize APFees
Coefhicient Prob. Coefhicient Prob. Coefficient Prob.
Intercept -10.651*** 0.000 -3.504* 0.064 -0.064 0.659
SPGM -0.016 0.289 0.007 0.376 0.008 0.342
Ach -0.542%** 0.008 -0.412%* 0.035 -0.136* 0.087
Size 1.995* 0.004 0.714*** 0.000 0.562*** 0.000
Lev -0.872 0.212 -0.350 0.783 0.079 0.254
Loss -0.374 0.351 0.678** 0.014 0.098** 0.036
Inst -0.419 0.461 -0.078 0.943 -0.016 0.894
Gov -8.741%* 0.000 -0.098* 0.604 -0.324** 0.000
Man -0.521 0.337 0.563* 0.097 0.042 0.423
INB 0.108 0.664 -0.491 0.188 -0.089* 0.072
ROA -0.029* 0.081 0.019 0.223 -0.009* 0.083
BTM 0.074 0.426 - - - -
Alt 0.167 0.100 - - - -
GRO - - -0.042** 0.045 - -
FIN - - 0.056 0.387 - -
FS - - - - 0.326** 0.037
Seg - - - - 0.620%** 0.008
2 Industry Yes Yes Yes
D Year Yes Yes Yes
Pseudo (adjusted) R? 0.433 0.682 0.829
LR/F (Prob.) 798.432 (0.000) 714.105 (0.000) 79.465 (0.000)
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4.2 Inferential Statistics

Table 2 presents the results regarding the statistical
test of H1 (including Hla and H1b). HI generally focuses
on the relationship between SPGM (as measured by
SPGM) and audit quality (as measured by AudindSpc,
AFSize, AFees). Based on the results, the coeflicients of
SPGM are not statistically significant at the 0.1 level
(p-value = 0.289, 0.376, 0.342). This suggests that, (in)
consistently with (H1a) H1b, there is no meaningful
relationship between SPGM and audit quality. This
is consistent with prior literature (e.g., Cunningham,
2017; Liu et al., 2009) that indicates that the majority
of voters may not have suflicient knowledge about the
quality of the auditors, and therefore the majority of
votes may be reflective of factors that are outside the
auditor’s scope. The coeflicients of some of the common
control variables, including Ach, Size, and Gov, are
statistically significant. In this regard, the results suggest
that audit quality is lower when the auditor is changed.
Furthermore, the audit quality is lower for companies
with a smaller size and higher levels of governmental
ownership. In addition, the coefficients of some of
the specific control variables, including GRO, FS, and
Seg, are statistically significant. Specifically, the results
indicate that audit firm size is lower when sales growth
is higher. Moreover, the level of audit fees is higher for
companies with equity or debt issuances and companies
with higher numbers of segments.

Table 3 presents the results regarding the statistical
test of H2. H2 predicts that there is a significant association
between PISGM (as measured by PISGM) and audit quality
(as measured by AudIndSpc, AFSize, AFees). Based on the
results, the coefficients (Coef. = 0.058, 0.012, 0.063) of
SPGM are positive and statistically significant at the 0.1

Table 3
The association of PISGM and audit quality

level (p-value = 0.289, 0.376, 0.342). This suggests that
there is a positive association between PISGM and audit
quality. As a result, the second hypothesis is confirmed.
This is consistent with prior literature (e.g., Velury et al.
2003) that suggests that companies with higher active
institutional ownership are more likely to employ high-
quality audit firms.

Table 4 shows the results regarding the statistical
test of H3. H3 predicts that the PISGM (as operationalized
by PISGM) moderates the relationship between POSGM
(as measured by SPGM minus PISGM) and audit quality
(as measured by AudIndSpc, AFSize, AFees). As shown in
the table, the results are presented separately for firm-years
with a high PISGM (Panel A) versus firm-years with a
low PISGM (Panel B), consistently with the discussions
presented in section 3.1 (i.e., “Empirical models”). In
both panels, we separately present the results for our
three measures of audit quality, including audit industry
specialization (AudindSpc), audit firm size (AFSize), and
audit fees (AFees), respectively. According to the results
presented in Panel A, interestingly, the coeflicients of
POSGM (Coef. = 0.451, 0.398, 0.308) are positive and
statistically significant at the 0.1 level (p-values = 0.007,
0.049, 0.071). This indicates that, for the firm-years
with a high PISGM, the POSGM and audit quality are
positively statistically associated. In other words, when
there is high PISGM, the POSGM leads to higher audit
quality — this is reflected in higher audit industry
specialization, higher audit fees, and a larger audit firm.
In contrast, in Panel B, the coefficients of POSGM are
not statistically significant at the 0.1 level (p-values =
0.341,0.752, 0.533). This suggests that, for the firm-years
with low PISGM, the POSGM and audit quality are not
statistically associated. An untabulated F test suggests that

Variable AudIndSpc AFSize AFees

Coefficient Prob. Coefhicient Prob. Coefhicient Prob.

PISGM 0.058** 0.044 0.012* 0.062 0.063*** 0.008

Intercept Yes Yes

Control variables Yes Yes

2 Industry Yes Yes

D Year Yes Yes

Pseudo (adjusted) R? 0.453 0.694 0.846

LR/F (Prob.) 799.932 (0.000) 718.842 (0.000) 81.567 (0.000)
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Table 4

The moderating role of PISGM in the association between POSGM and audit quality

Panel A: High PISGM

Variable AudIndSpc AFSize AFees
Coeflicient Prob. Coefhicient Prob. Coefhicient Prob.
POSGM 0.451*** 0.007 0.398** 0.049 0.308* 0.071
Intercept Yes Yes Yes
Control variables Yes Yes Yes
2 Industry Yes Yes Yes
DYear Yes Yes Yes
Adj./ Pseudo R* 0.447 0.708 0.889
F stat/ LR (prob.) 781.084 (0.000) 765.011 (0.000) 80.984 (0.000)
Panel B: Low PISGM
AudIndSpc AFSize APFees
Coeflicient Prob. Coefhicient Prob. Coefhicient Prob.
POSGM -0.081 0.341 0.010 0.752 0.005 0.533
Intercept Yes Yes Yes
Control variables Yes Yes Yes
2 Industry Yes Yes Yes
D Year Yes Yes Yes
Adj./ Pseudo R? 0.302 0.666 0.811
F stat/ LR (prob.) 68.356 (0.000) 700.776 (0.000) 76.400 (0.000)

the association between POSGM and the audit quality
measures in Panels A and B is significantly different at the
0.05 level. Collectively, the results show that, consistently
with A3, PISGM moderates the relationship between
POSGM and audit quality.

4.3 Additional analyses

4..3.1 Endogeneity Analysis

SPGM, PISGM, and POSGM are probably
associated with other variables that influence audit quality.
To clarify, it could be expected that the size of companies
simultaneously affects SPGM/PISGM/POSGM and
audit quality. Under this condition, our findings — i.c.,
the impact of SPGM/PISGM/POSGM on audit quality
— may stem from variables other than SPGM/PISGM/
POSGM. For this reason, the results may be potentially
subject to endogeneity concerns.

To deal with the potential endogeneity, we use
the propensity score matching methodology, following
Shipman, Swanquist, and Whited (2017). In this regard,
we regress the SPGM/PISGM/POSGM against the possible
measurable determinants of SPGM/PISGM/POSGM,

including size, the percentage of foreign ownership, the
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percentage of free float, the percentage of controlling
shareholder ownership, and managerial ownership (see,
for example, Beuthel, 2006; Schieber, 2002; Van der
Elst, 2004). Using the predicted values of the regression,
we match each company-year to a company-year with a
similar/the closest predicted value in the same year-industry,
consistently with past work (Hoi, Wu, & Zhang, 2013).
Finally, by providing a matched SPGM/PISGM/POSGM
index, namely SPGM, . /PISGM . /POSGM

matched’
we re-examine the association between SPGM  /

matche
P[SGMmalclaeﬁ/ POSGMmatched
Table 5 presents the findings of the endogeneity

and audit quality.

analysis. Panel A of the table shows the association between
SPGM, . /PISGM,

match matched

quality. Furthermore, Panels B1 and B2 represent the

and the three measures of audit

association between POSGM and the three measures

matched
of audit quality in sub-samples with high versus low

PISGM. The results show that, consistently with previous
analyses, there is no significant (significant) association
between SPGM (PISGM,

matched atrhed)
measures. In this regard, the following results reveal that

the association between POSGM

matched

and the audit quality

and audit quality
is significant only when the presence of PISGM is high.
Taken together, the results show that our main findings

are robust in relation to endogeneity concerns.

Jomon

R. Bras. Gest. Neg., Sao Paulo, v.23, n.1, p.81-103, jan/mar. 2021


https://creativecommons.org/licenses/by/4.0/

The beneficial effect of shareholder participation in general meetings: Evidence in the context of audit quality

Table 5

Endogeneity analysis: Re-examination of H1 to H3

Panel A: Re-examination of HI [H2]

Variable AudIndSpc AFSize APFees
Coefhicient Prob. Coefhicient Prob. Coefficient Prob.

SPGM  [PISGM ] 0.019 [0.041*]  0.243[0.051] -0.005[0.011*]  0.501[0.067] 0.006 [0.052**] 0.462 [0.013]
Intercept Yes Yes Yes

Control variables Yes Yes Yes

2 Industry Yes Yes Yes

DYear Yes Yes Yes

Pseudo (adjusted) R* 0.387 [0.400] 0.600 [0.661] 0.829 [0.838]

LR/F (Prob.) 609.880 (0.000) [700.032 (0.000] 582.7163 (0.000) [697.963 (0.000)]  76.400 (0.000) [0.781 (0.000)]

Panel B: Re-examination of A3

Panel B1: High PISGM

Variable AudIndSpc AFSize AFees
Coefhicient Prob. Coefhicient Prob. Coefficient Prob.
POSGM 0.361°* 0.011 0.408"* 0.042 0.284* 0.076
Intercept Yes Yes Yes
Control variables Yes Yes Yes
2ndustry Yes Yes Yes
D Year Yes Yes Yes
Adj./ Pseudo R* 0.507 0.719 0.851
F stat/ LR (prob.) 794.098 895.275 79.863 (0.000)
(0.000) (0.000)
Panel B2: Low PISGM
AudIndSpce AFSize AFees
Coefhicient Prob. Coefhicient Prob. Coefficient Prob.
POSGM -0.086 0.333 0.013 0.673 0.008 0.438
Intercept Yes Yes Yes
Control variables Yes Yes Yes
2 Industry Yes Yes Yes
D Year Yes Yes Yes
Adj./ Pseudo R* 0.285 0.689 0.891
F stat/ LR (prob.) 69.073 (0.000) 705.112 79.920 (0.000)
(0.000)

4..3.2 Regression with interactions analysis

In the main analysis, to analyze how PISGM affects
the association between POSGM and audit quality, we
regressed the audit quality against POSGM in two sub-
samples, one with high and the other with low PISGM.
In this section, we rerun the analysis by employing a
regression with an interaction term. Specifically, we assess
the association between the audit quality measures and the
interaction of POSGM and PISGM. For more consistency
between this analysis and the previous analysis, we use

a dummy version of PISGM (PISGM dmm}). Technically,

PISGM ey is coded as one (zero) for firm-years with
PISGM greater than the median.

Table 6 reports the results. As shown in the
table, the coefficients of “POSGM x PISGM dmmy” are
significant for all of the four audit quality measures.
Hence, consistently with the previous analysis, PISGM
moderates the relationship between POSGM and audit

quality measures.
4.3.3 Untabulated analysis

We also conduct three additional analyses to

ascertain the robustness of our main results. First, since

SPGM/PISGM/POSGM and audit quality are changing
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Table 6
Re-examination of H3: Regressions with interaction term
Variable AudIndSpc AFSize APFees
Coefficient Prob. Coefficient Prob. Coeflicient Prob.

POSGM x P[SGMdmmy 0.198*** 0.000 0.391** 0.004 0.0491** 0.013
Intercept Yes Yes Yes

Base /Control variables Yes Yes Yes

2 Industry Yes Yes Yes

D Year Yes Yes Yes

Pseudo (adjusted) R? 0.455 0.691 0.831

LR/F (Prob.) 800.482 (0.000) 719.732 (0.000) 80.348 (0.000)

over time (see, for example, Beuthel, 2006; Defond &
Zhang, 2014), our main findings may be driven by a time
trend. To control this concern, we use a Fama-MacBeth
regression, and re-estimate all of the main regressions.
Second, to assure that persistent omitted variables do not
affect the relationship between SPGM/PISGM/POSGM
and audit quality, we re-run the main regressions, after
adding firm fixed effects to the regressions. Third, since
each quality measure may contain some measurement
errors and may reflect a specific dimension of audit quality,
we develop an aggregate audit quality measure through
aggregation of dichotomous versions of our three audit
quality measures. Then, we re-estimate all of the main
regressions using this aggregate audit quality measure. In
sum, untabulated findings reveal that our main results
are not significantly sensitive to the similar time trend
in SPGM/PISGM/POSGM and audit quality, persistent
omitted variables, and aggregation of the audit quality

measures.

5 Conclusions

Professional bodies generally encourage higher
SPGM (e.g., U.S. Department of the Treasury, 2008;
Institutional Shareholder Services, 2012). However, several
theoretical studies (e.g., Jong, et al., 2006; Sjostrom,
20006; Stratling, 2003) question the value of this higher
SPGM. In this research, we aimed to focus on one of
the potential consequences of higher SPGM, i.e., higher
audit quality. One of the main motivations for this focus
comes from this fact that regulators are considering issuing
recommendations to increase shareholder involvement
in auditor selection and require all public companies to
have a sharcholder vote on it (e.g., Cunningham, 2017;
Institutional Shareholder Services, 2015), and there

is little empirical evidence on the beneficial effect of
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shareholder engagement on auditor appointments (e.g.,
Mayhew, 2017).

Theoretically, SPGM, as one of the corporate
governance mechanisms (ISS 2016; SEC 2018a; SEC
2018b), can lead to better selection and supervision
of external auditors (e.g., Tanyi & Roland, 2017), and
therefore higher audit quality. This is because higher
SPGM reduces the influence of executive managers in the
auditor selection and auditing processes, and therefore
enhances audit quality (e.g., Mayhew & Pike, 2004; Tanyi
& Roland, 2017). Furthermore, higher SPGM leads to
a wider reflection of shareholders interests in corporate
governance processes and audit work (e.g., ISS 2016).

We find that, in general, there is no significant
relationship between SPGM and audit quality. However,
we reveal that, first, there is a positive significant association
between PISGM and audit quality. Second, for companies
with high PISGM, there is a significant positive relationship
between POSGM and audit quality. This is consistent with
the theoretical notion that institutional shareholders form
a broad coalition that leads to more effective control of
the company (Dressler & Mugerman, 2021; Rossi et al.,
2018). Specifically, multiple blocks of shareholders can
coalesce around institutional shareholders to take more
effective control, monitor, and evaluate the company —
and thus force the company to protect its shareholders
(e.g., Bloch & Hege, 2003).

The results have important implications for
policymakers and regulators. For example, they may be
helpful in developing an understanding of the relevance of
higher SPGM for auditor behavior. Particularly, the results
recommend that policymakers and regulators increase the
beneficial effect of higher SPGM, by encouraging and
facilitating the participation of institutional shareholders
in general meetings. Furthermore, the findings provide

further insights among the mixed evidence on the
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beneficial effects of SPGM (see for example, Banko etal.,
2013) by revealing that the beneficial effects of SPGM
are conditional to the level of institutional shareholder
presence in general meetings.

We encourage readers to exercise some caution
when using the results of this paper. This is because our
results are based on an emerging market, where, on the
one hand, the diversity of information channels/resources
are not comparable to developed capital markets and
information asymmetry between shareholders and managers
is high (Hayaeian etal., 2021; Hesarzadeh, 2020; Su et al.,
2014), and therefore shareholders have a relatively strong
motivation for attending annual general meetings. On the
other hand, there are not strong institutional settings that
help shareholders to prevent the influences of managers
in the auditing process and to monitor and control the
audit quality; and thus the importance of shareholder
engagement in the selection and supervision of auditors is
high. Furthermore, the results must be interpreted in light
of the following limitation. Our measures of SPGM and
PISGM are based on shareholders’ physical attendance,
and therefore the measures may not fully reflect active
attendance (i.e., engagement). As an interesting research
question, we encourage future research to examine to
what extent shareholders” physical attendance may reflect

shareholders” active attendance.
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Appendix A
|Research instruments

In this study, the variables are defined (empirically
measured) as follows:

* Audit quality includes AudIndSpc, AFSize, and
AFees. These measures are calculated as follows.

* AudIndSpc is the auditor’s expertise in the
industry and measured by the market share of the audit
firms. Specifically, if the market share of the audit firm is
higher (lower) than 1.2 x (1 + the number of companies
in the industry-year), we coded the variable as one (zero).
The market share is the total assets of all clients of each
audit firm in an industry-year divided by the total assets
of all companies in the same industry-year (Source:
Rahavard-e-Novin).

e AFSize is a dichotomous variable coded as one
if the company is audited by a big audit firm, and zero

otherwise (Source: Rahavard-e-Novin).
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e AFees is the natural logarithm of audit fees
(Source: Rahavard-e-Novin).

* SPGM is the percentage of the ownership
represented by the shareholders who attend the general
meeting (Source: CODAL, Report on Summary of General
Meetings Decisions).

* PISGM is the percentage of the ownership
represented by the institutional shareholders who attend the
general meeting (Source: CODAL, Report on Summary
of General Meetings Decisions).

* POSGM is the percentage of the ownership
represented by the non-institutional sharcholders who
attend the general meeting

* Ach (as a control variable) is a dichotomous
variable coded as one if the auditor is changed and zero
otherwise (Source: Rahavard-e-Novin).

e Size (as a control variable) is the size of the
company and is equal to the logarithm of the total assets
(Source: Rahavard-e-Novin).

e Lev (as a control variable) is the total liabilities
divided by total assets (Source: Rahavard-e-Novin).

* Inst (as a control variable) is the percentage
of institutional ownership (i.e., the percentage of shares
held by banks, insurance companies, pension funds, and
investment companies) (Source: Rahavard-e-Novin).

* Gov (as a control variable) is the percentage of
shares held by the government (Source: Rahavard-e-Novin).

* Man (as a control variable) is the percentage of
shares held by the managers (Source: Rahavard-e-Novin).

e Loss (as a control variable) is a dichotomous
variable coded as one if net income is negative, and zero
otherwise (Source: Rahavard-e-Novin).

* INB (as a control variable) is the independence
of the board of directors, calculated as the number of
non-executive directors divided by the total number of
directors (Source: Rahavard-e-Novin).

* ROA (as a control variable) is the net income

divided by total assets (Source: Rahavard-e-Novin).
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* BTM (as a control variable) is the book value of equity divided by the market value of equity (Source: Rahavard-
e-Novin).

* Alt (as a control variable) is the Altman (1983) financial distress score. The score is coded as one if it is greater
than the median and zero otherwise (Source: Rahavard-e-Novin).

* Gro (as a control variable) is the percentage of sales growth (Source: Rahavard-e-Novin).

* FIN (as a control variable) is a dichotomous variable coded as one if there is an equity/debt issuance (Source:
Rahavard-e-Novin).

* ES (as a control variable) is the foreign sales divided by total assets (Source: Rahavard-e-Novin).

* Seg (as a control variable) is the natural logarithm of the number of segments (Source: Rahavard-e-Novin).

* > Industry reflects industry fixed effects (Source: Rahavard-e-Novin).

* > Year reflects year fixed effects (Source: Rahavard-e-Novin).
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