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Abstract
This research studies the influence of the Audit Firms Supervision Act on the use of earnings management for Dutch stock exchange quoted companies. The objective of the Audit Firms Supervision Act is to improve audit quality and is introduced in October 2006. 

The aim of this research is to examine whether the improvement in audit quality through the Audit Firms Supervision Act have lowered the use of earnings management. The period from 2002 until 2010 is used to examine the influence of the Audit Firms Supervision Act on the use of earnings management. The use of earnings management is measured by discretionary accruals, according to the Modified Jones model. 

The first part of the empirical research shows the effect of the Audit Firms Supervision Act on the use of earnings management for 74 Dutch stock exchange quoted companies. Since the Audit Firms Supervision Act is introduced to improve audit quality, a decrease in the use of earnings management after the year 2006 is expected. The results are not convinced to provide a sufficient evidence of the effect on the use of earnings management. 

The second part, the Dutch stock exchange quoted companies are divided under one of the Big-Four audit firms in the Netherlands. The test examines whether the choice of a Big-Four audit firm influenced the use of earnings management after the introduction of the Audit Firms Supervision Act. The Big-Four audit firms of the Netherlands are Deloitte, Ernst & Young, KPMG, and PricewaterhouseCoopers (PwC). The companies did not switch from their Big-Four audit firm during the research period. The results do not show evidence that a difference exists between one of the Big-Four audit firms after the introduction of the Audit Firms Supervision Act on the use of earnings management.
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Chapter 1: Introduction

1.1 Background

The use of earnings management is one of the ways in which firms can manipulate their financial accounts. Earnings management occurs when companies influence their reported earnings. Managers manipulate the financial statements to act in their best interest. To reduce the use of earnings management by firms high quality accounting standards are necessary. 

In the scientific economic literature, several definitions exist of the term earnings management (Healy & Whalen, 1999; Schipper, 1989). Chapter 2 provides several definitions of the term earnings management and comment which definition is suitable for this research. 

Since the beginning of March 2002, in the Netherlands the Authority for the Financial markets (AFM) is responsible for supporting the financial market. Financial scandals during the past decade have affected the trust in the auditor (Jager, 2010). A notorious example was the accounting scandal in 2003 at Ahold. The authorities decided that faith in the auditor needed to restore and the auditing supervision need to improve. 

In October 2006, in the Netherlands a new law has introduced on the supervision of audit firms: Audit Firms Supervision Act (in Dutch: ‘Wet toezicht accountantsorganisaties’ (Wta)) (Kok et al, 2008). Under the law, individual auditors and audit organizations need to have an audit certificate (license), provided by the AFM, to carry out legal controls on the financial statements. Without such a license, the auditors are not permitted to perform legally mandatory audits (Wietsma, 2008). In the remaining of this research, the term Wta will be used for the Audit Firms Supervision Act. 

The Wta effects the audit quality of the audit organizations and of the auditors. The introduction of the Wta, with its new auditing standards, should limit the opportunities by managers to manipulate financial reports. These new auditing standards need to have an effect on the quality of the financial reports. Consequently, the assumption exists that the introduction of the Wta influences the use of earnings management by firms.

1.2 Relevance of the research

It is interesting to investigate if the use of earnings management by firms has decreased after the introduction of the Wta. No recent scientific economic literature exists about the Wta and its relation with the use of earnings management by firms. However, more than four years have passed since the introduction of the Wta in 2006. Consequently, it should be possible to obtain sufficient data to draw a conclusion on the impact of the law.

1.3 Research question

This research intends to discover whether the introduction of the Wta is having an effect on the use of earnings management by Dutch firms. Claimed is that the Wta will have an effect on the audit quality and that for the management fewer opportunities exist to influence the financial statements. 

The question to answer by the research is: 

 “Has the use of earnings management reduced by the introduction of the Audit Firms Supervision Act?”
The following sub questions will examine: 
1. What is the content of the term earnings management? 

2. In which way can the use of earnings management detect? 

3. What is the task of the AFM?

4. What is the objective of the use of the Audit Firms Supervision Act? 

5. What is the relation between audit quality and the use of earnings management?

6. Exist international regulatory systems, or do in other countries, similar types of regulation exist as the Audit Firms Supervision Act? In addition, in which way relates these regulations to the use of earnings management? 

1.4 Methodology 

The use of earnings management is hard to measure. However, since the use of earnings management can qualify as subjective, a proxy needs to use for the use of earnings management. In the research design, several methods and proxies for the use of earnings management will present. 

A popular proxy for earnings management is the accruals method. The modified Jones model might be the strongest expectation model for discretionary accruals, available in the current scientific economic literature (Dechow et al., 1995; Kothari et al., 2005; Barton, 2001). Total accruals are the non-discretional accruals and the discretional accruals. Non-discretional accruals are proportional to changes in activity levels and the level of fixed assets. Discretionary accruals are the portion of accruals that identify management choices (Keefe). Separation of discretionary accruals from the total accruals reflects accruals that are due to management's choices. Consequently, for these discretionary accruals no business occasion can observe (Keefe).

To examine if the introduction of the Wta has an effect on the use of earnings management by firms, empirical research will conduct. The empirical research uses in this research is a field study. Before testing the empirical model, several terms need to define such as the content of the use of earnings management. Moreover, to realize a theoretical framework for the use of earnings management, the underlying theories need to describe.   

1.5 Demarcation and limitations 

The use of the Wta applies to audit organizations and audit firms that perform legally mandatory audits on firms in the Netherlands. This research focuses on the use of earnings management by firms in the Netherlands due to the introduction of the Wta. Consequently, this research is limited to Dutch stock market quoted firms.

The research period will be from 2002 until 2010, covering four years before and four years after the introduction of the Wta in October 2006. The sample period for the effect of the introduction of the Wta is restricted to four years, the years 2007 until 2010. To test the use of earnings management before the introduction of the Wta, the period from 2002 until 2005 will examine. Because the Wta has established in October 2006, the year 2006 in this research will exclude.
1.6 Structure 

This research contains the following chapters: 

Chapter 2 provides the content of the term earnings management, which will answer sub question 1. In addition, to define the use of earnings management this chapter provides the theoretical framework that consists of the agency theory, the positive accounting theory (PAT) and the legitimacy theory.

In chapter 3, sub question 2 will comment. Several models exist to detect the use of earnings management. The most popular models will be comment. 

Next, chapter 4 describes the function of the AFM and the Wta. The focus is on the introduction of the AFM and the Wta and their respectively objectives and functions. Furthermore, the requirements of obtaining an audit certificate (license) in this chapter will present. In this chapter, sub questions 3 and 4 will answer. 

Chapter 5 consists of prior literature on the use of earnings management and the relation with audit quality. Moreover, this chapter focuses on the regulatory systems in other countries. An overview will provide of several international regulatory systems that have the same effect (or goal) as the Wta. Previous research has examined the impact of a regulatory system on the use of earnings management. Sub questions 5 and 6 will answer.  

Chapter 6 concentrates on the research design. In chapter 3, several methods to calculate the level of the use of earnings management will comment. In this chapter the most sufficient method will use (for example the Modified Jones Model) for testing the hypotheses. In addition, a regression model will use to investigate the effect of the introduction of the Wta on the use of earnings management by firms. 

Chapter 7 presents the results and the analyses of the empirical tests. 

Finally, chapter 8 presents the conclusion, the limitations, and the suggestions for further research. 

Chapter 2: Earnings Management

In the first part of this chapter (paragraph 2.1), the content of the term earnings management will define. Several incentives for managers to manipulate the financial statement will comment. In the second part of this chapter (paragraph 2.2), a theoretical framework for the use of earnings management will describe. The theories that will comment are the agency theory, the positive accounting theory (PAT), and finally the legitimacy theory. These theories provide a theoretical background for the use of earnings management. The three theories have a relation with the use of earnings management and qualify as underlying motives for the use of earnings management. 

2.1 Content of the term earnings management

The financial report shows the performance of the firm to the shareholders and other related users. Accounting standards are the guidelines for preparing the financial statements and these accountings standards, rules or principles differ for every country (Yaping, 2005). Managers could influence accounting choices to manipulate the reported earnings and achieve maximum utility (Palliam et al., 2003).

In prior literature, the definition of the use of earnings management has not been clear (Yaping, 2005). The use of earnings management is a broad concept and can interpreted in different ways. This results in the inconsistency of defining the concept of the term ‘earnings management’. 

The paper by Ronen & Yaari (2008) compares several definitions of the term earnings management and divides these definitions into three categories. The first category is called “white” that defines the term earnings management as boosting the transparency of the financial statements. The next category is labeled “black” and this involves total misrepresentation. The final category is labeled “gray” that defines the term earnings management as influencing the financial statements within the limitations of compliance. 

Healy & Whalen (1999) and Schipper (1989) offer two common definitions of the term earnings management. Both definitions in the introduction of this research have signaled. 

	“When managers use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholders about the underlying economic performance of the company or to influence contractual outcomes that depend on reported accounting numbers.” 

(Healy & Whalen 1999, p. 368)

“Purposeful intervention in the external financial reporting process, with the intent of obtaining some private gain.” 

(Schipper, 1989, p. 92)


Healy & Whalen (1999) communicate several motives and incentives for manipulating financial statements, such as influencing stock market perceptions, boosting management compensation (in contracts), and avoiding regulation. Schipper (1989) argues that in order to reach personal goals managers use earnings management to manipulate the external financial statements.

Both definitions can classify in the category “black”. For example, the definition by Healy & Whalen (1999) involves the use of earnings management by influencing contractual outcomes and misleading stakeholders. The managers are responsible for these decisions (Ronen & Yaari, 2008). These definitions will use for the purpose of this research. 

2.1.1 Incentives

Healy & Whalen (1999) provide three main factors that could create incentives for the use of earnings management. The first factor is the capital market perceptions and valuation. Managers are motivated to manipulate the reported earnings to influence the short-term performance of the stock (Healy & Whalen, 1999, p. 371). When managers have more information than the related parties of a firm do, this strategy could be successful. 

The authors communicate a second factor that could create incentives for the use of earnings management, are contracting motivations. The following incentives for managers in the paper have provided; boosting bonuses, developing job security and decreasing the possible violation of the debt covenants. Managers’ compensation and job security often relate to the reported earnings. For example, managers might receive bonus compensation if they achieve specific profit goals (Healy et al., 2010). 

The final factor that Healy & Whalen (1999) provide is government regulations. Managers have motives to manipulate earnings to come out less profitable. For example, if a company requests a government subsidy or protection. Similar, managers could prevent breach of competitions laws and tax policies (Healy et al., 2010). 

2.2 Theoretical framework 
In the next paragraphs, a theoretical framework for the use of earnings management will define. An overview of several existing theories in the scientific economic literature of earnings management will provide. Three different theories will describe. First, the agency theory will comment. In the second paragraph, the positive accountancy theory (PAT) will explain and finally the legitimacy theory will comment.

2.2.1 Agency theory

The agency theory extends the risk-sharing literature that has been investigated by economists in the 1960’s and in the 1970’s. The risk-sharing theory explains that groups, which cooperate with each other, have diverse approaches towards risks. The agency theory extends this risk-sharing theory to the agency problem (Eisenhardt, 1989). An agency relationship is described as “one in which one or more persons (the principle) engages another person (the agent) to perform some service on their behalf which involves delegating some decision-making authority to the agent” (Hill et al., 1992, p.132).

2.2.1.1 Conflict of interests
The agency problem means that cooperating parties, the principal versus the agent, diverge in their objectives and goals. For example, the shareholders (the principal) of a company have different interests from the managers (the agent). Besides different interests, between the principal and the agent, the attitude towards risk diverges as well (Eisenhardt, 1989). The shareholders of a firm are most of the time risk-neutral. However, because the income of the managers is directly connected with the firm’s performance, consequently the managers are more risk-averse. From the shareholders perspective, managers should operate to maximize the value of the shareholders returns (Palliam et al., 2003).

2.2.1.2 Information asymmetry 

Besides the conflict of interests between the managers and the shareholders, the agency theory deals with the role of information. Information asymmetry implies that managers have more information about the firm than the shareholders do. This is because managers deal with the day-to-day operations of the company (Bulan et al., 2010). Consequently, managers have the opportunity to act in their own best interests instead of the shareholders’ interests. Because of the information asymmetry, the shareholders are not able to monitor the actions of the managers completely (Lobo et al., 2001). In this way, managers are able to manipulate the reported earnings. 

2.2.1.3 Earnings management 

The task of the managers is to manage earnings, but the way they operate might not be in the best interest of the shareholders. For example, managers could purposefully influence accounting choices to affect the earnings (Palliam et al., 2003). Consequently, the earnings of the firm might not replicate the actual economic situation of the firm. It is hard to draw a line between legitimacy and committing fraud by managers. Manipulation of earnings replicates the desire of management instead of the actual financial situation of the firm (Palliam et al., 2003). Managers operate to achieve maximum utility instead of acting in the best interest of the shareholders. Moreover, managers have more information and can manipulate earnings without notice of the shareholders. 

2.2.2 Positive Accounting Theory 

The second theory that defines the use of earnings management is the positive accounting theory (PAT). The research by Watts & Zimmerman (1986) has contributed to the scientific accounting literature by developing the PAT. The research by Watts & Zimmerman (1986) defines PAT as a theory that tries to explain and signal the actual accounting practices. The PAT is contradictory to the normative theory that is prescriptive (Whittington, 1987).

The PAT deals with a similar relationship as the agency theory, the relationship between individuals who are involved with the decision-making activities of firms. This applies for example, to the delegation of the choices of a shareholder to the manager. The PAT is “based on proposition that managers, shareholders, and regulators/politicians are rational and that they attempt to maximize their utility, which is directly related to their compensation and, hence, to their wealth” (Riahi-Belkaoui, 2004, p. 446). Management will operate on its own self-interest and use accounting standards to achieve the maximum utility. The PAT is a theory that predicts management decision concerning their motive of choosing accounting practices (Watts & Zimmerman, 1978).

2.2.2.1 Hypotheses PAT

According to Watts & Zimmerman (1990), the PAT is based on three key hypotheses that are often used in the scientific accounting literature. The three hypotheses stand for the managers’ motivation to choose accounting methods. The assumption for the three hypotheses is that managers behave opportunistically (Watts & Zimmerman, 1990). These hypotheses are the bonus plan hypothesis, the debt/equity hypothesis, and the political cost hypothesis. Next, the three hypotheses will comment shortly. 

The bonus plan hypothesis

Managers of firms with a bonus plan “are more likely to use accounting methods that increase current period reported income” (Watts & Zimmerman, 1990, p. 138). Managers can use accounting methods that move reported earnings from future periods to the present. To maximize compensation, managers increase their wealth by earnings manipulation (Bartov, 1993).
The debt/equity hypothesis

This hypothesis predicts, “the higher the firm’s debt/equity ratio, the more likely managers’ uses accounting methods that increase income” (Watts & Zimmerman, 1990, p. 139). Similar to the bonus plan hypothesis, managers will reallocate earnings from the future to the present. For example, if a firm has high debt/equity ratio, managers choose a way of reporting if an optimal return has achieved (Bartov, 1993).

The political cost hypothesis

The political cost hypothesis predicts, “That large firms rather than small firms are more likely to use accounting choices that reduce reported profits” (Watts & Zimmerman, 1990, p. 139). This is because a relation exists between the firm’s size and the political attention. Firms with high earnings will expose to legislation and regulations. Consequently, managers in the present will lower the reported earnings (Cahan, 1992).

The PAT theory describes in which way managers decide to use specific accounting practices to reach the desired accounting numbers. Investigating the three hypotheses of the PAT, different incentives exist for managers to manipulate the reported earnings and achieve the desired result. Consequently, the PAT can qualify as a framework for defining the use of earnings management. 

2.2.3 The legitimacy theory
The last theory, as a theoretical framework for the use of earnings management, is the legitimacy theory. The legitimacy theory is based on the view that a social contract exists between social institutions and the public. The legitimacy theory poses that institutions should operate within the bounds of society (Guthrie et al., 2006). The goals of the institutions should match the objectives of society (Ahmad et al., 2004).

The legitimacy theory will often use for explaining social and environmental disclosures. Ahmad et al. (2004) elaborates on this framework and comments why institutions often highlight positive, instead of negative, information about the institution. This study shows the motivations of managers for disclosing environmental responsibility in financial reports.  

2.2.3.1 Social contract 

The social contract is a proxy for the way an institution should perform its activities. Because it can be either explicit or implicit, it is hard to describe the content of the term social contract. Since these terms cannot define perfectly, managers might have diverse perceptions about several terms of the social contract (Guthrie et al., 2006).

When the expectation of society and the institutions diverge, a “legitimacy gap” occurs. This happens when the way institutions should act; differ from in which way the institutions act. These varieties in expectations could create a risk to the institutions legitimacy (Guthrie et al., 2006). Consequently, the survival of the institution may depend on operating within the norms of society. Since this is crucial for the survival of the firm, managers should maintain a positive relationship with the relevant society (shareholders). 

2.2.3.2 Legitimacy strategies 

Samkin et al. (2007) provide several legitimacy strategies that can use when managers operates outside the terms of the social contract. These strategies will use to maintain organizational legitimacy with no changes in the institutional methods of operation. Institutions can execute these strategies by disclosing information to the public. The following three strategies in the paper by Samkin et al. (2007) have presented:

· Change the perceptions of the relevant society, instead of changing the behavior of the firm

· Alter the external expectations of its performance 

· Influence the perceptions of the relevant society

2.3 Summary 

In the first part of this chapter, the content of the term earnings management has defined. The definitions of the term earnings management by Healy & Whalen (1999) and Schipper (1989) in this research will use. Next, three incentives for managers to manipulate financial statements are provide. The first incentive is the capital market incentive, the second incentive is the contracting motivation, and the final factor is government regulations. 

In the second part of this chapter, several theories have comment to define the term earnings management. As signaled in paragraph 2.2.1.3, when investigating the performance of a firm it is hard to draw a line between legitimacy and the committing of fraud by managers. Managers manipulate earning to maximize their own utility instead of operating in the best interest of the firm. Several reasons and motivations exist why managers manipulate earnings. The agency theory, the PAT and the legitimacy theory are the underlying framework for the use of earnings management by firms. 

The first theory is the agency theory that deals with the principal-agency problem. The manager of a firm has different incentives than the shareholders of the firm have. Moreover, the manager has an advantage over the shareholder, with respect to the day-to-day information of the firm. This conflict of interest and the information asymmetry, is a basis for the use of earnings management. Managers act in self-interest, and to achieve the maximum utility they manipulate the financial reports.

The second theory described is the positive accounting theory. This theory explains and predicts motivations for choosing specific accounting methods. To investigate the motivations for the use of accounting methods by managers’ three different hypotheses have formulated; the bonus plan hypothesis, the debt/equity hypothesis, and finally the political cost hypothesis. According to these three hypotheses, managers who want to maximize their utility have numerous incentives to manipulate earnings. 

The final theory is the legitimacy theory that attempts to ensure that the institutions act within the restrictions of the relevant society. The social contract of the firm presents the expectations of the firm and the society. To reduce the probability of a “legitimacy gap”, the incentives of the firms and society should match. Since legitimacy can qualify as a resource for the continuity of a firm, to maintain organizational legitimacy several legitimacy strategies can use (Samkin et al., 2007). These strategies have described in paragraph 2.2.3.2.

To measure the use of earnings management is hard. Researchers have only access to external financial reports but not so much to internal information. Moreover, is it difficult to determine whether earnings are influenced by the firms’ structure, by the management decisions, or by the economic performance of the firm (Lam, 2005). In the next chapter, several models to detect the use of earnings management will explain.

Chapter 3: Detecting the use of earnings management

Several ways exist to detect earnings management. The use of earnings management is difficult to detect. Researchers have only access to the external financial reports but not to the internal statements. Consequently, it is hard to determine the source of the earnings of the company. Since the use of earnings management can detect in different ways, a number of methods to detect the use of earnings management need to present. In this chapter, several methods to detect the use of earnings management will comment. 
The most popular method to detect the use of earnings management is the discretionary-accruals method. Many authors (e.g. Becker et al., 1998; Bartov et al., 2001; Keefe; Dechow et al., 1995) argue that discretionary accruals are a valid proxy for measuring the use of earnings management. Total accruals can split in non-discretional accruals and discretional accruals. In the accruals models, the discretionary accruals measure the use of earnings management. 

According to Bartov et al. (2001) to measure discretionary accruals by researchers, six accepted models exist. The six models are; the DeAngelo model, the Healy model, the Jones (1991) model, the Modified Jones model, the Industry Model, and the cross-sectional Jones model. In the next paragraphs, the different models will comment. In this way, the different measures create a clear representation of detecting the use of earnings management. In the research design, the most applicable method to detect the use of earnings management will use. 

3.1 The DeAngelo Model

In the DeAngelo model, non-discretionary accruals are estimate as the total accruals of the previous period (TAt-1) divided by the lagged total assets (At-2) (Bartov et al., 2001). The outcome of this model measures the non-discretionary accruals (NDAt). To measure the discretionary accruals, the result is the difference between the total accruals (TA t-1) in year t divided by total assets and the NDAt (Bartov et al., 2001). The DeAngelo model is as follows: 


NDAt = TA t-1 / A t-2


The null hypothesis (H0) expects no evidence exists of the use of earnings management. The model assumes that the first difference has an estimated amount of zero under the H0 (Dechow et al., 1995). In the most current period, the model assumes that no evidence exists of the use of earnings management. However, the DeAngelo model is only a valid model if the non-discretionary accruals are stable over time. If the non-discretionary accruals are not stable over time, because of the changes in economic developments, the estimation of the model is inaccurate (Dechow et al., 1995).

3.2 The Healy Model

The Healy model estimates the non-discretional accruals as the mean of the total assets. The total accruals serve as a proxy for the non-discretionary accruals:

NDAt = ∑ TA t / At-1

The discretionary accruals are the difference between the total accruals amount and the non-discretionary accruals. The Healy model is only applicable if the non-discretionary accruals are stable over time. The difference with the DeAngelo model is that the Healy model is not limited to the last year’s value of the accruals (Bartov et al., 2001). Moreover, the Healy model uses the average of the total accruals and the DeAngelo model uses only the previous year’s observation of the total accruals. 

3.3 The Jones Model

Compared with the DeAngelo and the Healy model, the Jones model does not assume that the non-discretionary accruals are stable over time. The Jones model assumes the economic development of the company influencing the non-discretionary accruals (Bartov et al., 2001):

NDAt = α1 (1/At-1) + α2 (Δ REVt / At-1) + α3 (PPEt / At-1)

Where: 

	At-1: Total assets at the end of year t-1

Δ REVt : The change in revenues of year t and year t-1 

PPEt: Gross property plant and equipment in year t

α1, α2, α3: Company-specific parameters


The estimates of the company-specific parameters α1, α2, and α3 can obtained using the following model: 

TAt / At-1 = a1 (1/At-1) + a2 (Δ REVt / At-1) + a3 (PPEt / At-1) + εt

The variable TAt is the total accruals of the company. Total accruals are the difference between net income and net cash flows from operating activities (Keefe). The parameters a1, a2, and a3 indicate the ordinary least squares (OLS)-estimates of the parameters α1, α2, and α3. The εt indicates the residuals that denote the discretionary accruals of the company (Bartov et al., 2001). 

Because the non-discretionary accruals change with the economic development of the company, the Jones model is a better estimation model of the discretionary accruals than the DeAngelo and the Healy model. However, the Jones model assumes that the revenues are non-discretionary (Dechow et al., 1995). If the manager can influence the revenues, this can create a wrong estimation of the discretionary accruals. The manager might increase its revenues while the revenues have not earned yet (Dechow et al., 1995). 

3.4 The Modified Jones Model

To eliminate the error estimation in the Jones model, Dechow et al. (1995) developed the modified Jones model: 

NDAt = α1 (1/At-1) + α2 (Δ REVt – Δ RECt / At-1) + α3 (PPEt / At-1)

RECt is the change in net receivables of year t and year t-1. The estimates of α1, α2, and α3 are measured by the original Jones model. The single difference with the original Jones model is that in the modified Jones model the change in revenues is correct with the change in the net receivables (Dechow et al., 1995). The difference between total accruals and non-discretionary accruals are the discretionary accruals. For cross-sectional series, the parameters are used to see the difference between the industries. 
The modified Jones model might be the strongest expectation model for discretionary accruals, available in prior scientific economic literature. Like many other researchers, (Dechow et al., 1995; Kothari et al., 2005; Bartov et al., 2001), Barton (2001) agrees with this statement. However, Barton (2001, p. 21) argues that, “the modified Jones model misclassifies as discretionary accruals otherwise normal (and presumably non-discretionary) accruals related, for example, to changes in the firm's business fundamentals, life-cycle stage, and non-operating activities.” The paper by Kothari et al. (2005) found evidence that the modified Jones model is the best measure of discretionary accruals across a wide range of circumstances. 

3.5 The Industry Model

The same as the Jones model and the modified Jones model, the industry model assumes that the non-discretionary accruals vary over time. The difference of the industry model is that “instead of attempting to directly model the determinants of non-discretionary accruals; the industry model assumes that variation in the determinants of the non-discretionary accruals is common across firms in the same industry” (Dechow et al., 1995, p. 199): 

NDAt = γ1 + γ2 medianj (TAt / At-1)

Where:
	γ1 and γ2 : The company-specific parameters estimated using OLS

Medianj (TAt /At-1): The median value of total accruals for all non-sample companies with a similar two-digit standard industrial classification (SIC) industry 


Two drawbacks exist for applying the industry model. First, the industry model only controls for the change in non-discretionary accruals that is the same for the companies in a specific industry. The industry model does not control for the changes that correspond to the changes in the company itself (Dechow et al., 1995). Consequently, the industry model is not an applicable estimation model if the economic condition for a specific company changes. Another drawback of the industry model is that the industry model only investigate the correlation the between non-discretionary accruals in a specific industry. 

3.6 Cross-sectional vs. time-series Jones model

Researches can use cross-sectional or time-series for the (modified) Jones model. Several drawbacks and advantages exist between cross-sectional models and time-series model. Ronen & Yaari (2008) argues some drawbacks of using cross-sectional models. The first argument is that the cross-sectional model could not observe all the “negative” discretionary accruals. These “negative” discretionary accruals arise when the companies’ smooth earnings and the discretionary accruals will become negative. This occurs if an industry enjoys positive economic situations (Ronen & Yaari, 2008).

Second, firms in the same industry do not enjoy the same economic development stage. Consequently, the firms do not have the same accruals for the given level of the development stage. To categorize firms into two digit standard industrial classification (SIC) code, this disadvantage of the cross-sectional model can be reduced (Ronen & Yaari, 2008). Several authors (e.g. Dechow et al., 2002; Barton, 2001; Becker et al., 1998) are using the SIC-code to divide companies into different industries. 

Time-series model have its drawbacks as well. Keefe argues that the sample size might not be large enough when using the time-series models. This problem is less applicable when using the cross-sectional model since then the outcome is for only one time-event. Moreover, independent variables such as sales or property, plant and equipment, change over time (Keefe). The cross-sectional model has the advantage to examine firms with a short history, like start-ups. Furthermore, this approach is less sensible for long time bias (Bartov et al., 2001). 
3.7 Summary

In this chapter several models to detect the use of earnings management is discussed. The most popular models in the literature are the DeAngelo model, the Healy model, the Jones (1991) model, the Modified Jones model, the Industry Model, and the cross-sectional Jones model. Different advantages and disadvantages exist for each model. However, according to prior scientific economic research, the Modified Jones model is the strongest model used for research. 

In the next chapter, the role of the AFM and the use of the Wta will explain. To carry out legal audits on financial statements, the audit organizations need to have a license provided by the AFM. First, the background of the AFM, the tasks of the AFM, and the actions by the AFM will describe. After this explanation, the content of the Wta will comment. 

Chapter 4: The AFM and the Audit Firms Supervision Act 

In this chapter, the Netherlands Authority for Financial Markets (AFM) and the content of the Wta will describe. Paragraph 4.1 provides the background, the tasks, and the powers of the AFM. In paragraph 4.2, the reason for the introduction of the Wta and the function of the Wta will explain. In addition, the requirements to obtain an audit certificate are describe. The Wta requires that audit organization and auditors need to have an audit certificate to carry out controls on the financial statements. Finally, paragraph 4.3 present the summary of this chapter. 

4.1 The AFM

The Authority for Financial Markets (AFM) is an independent authority that seeks to strength the confidence of consumers and firms in the financial market (AFM, 2010). Even though the AFM is an independent authority, the powers are establish by the Minister of finance (Dijk, 2007). 

4.1.1 Background AFM

Until 2002, in the Netherlands the “Stichting Toezicht Effectenverkeer” (STE) was responsible for monitoring the financial market (Dijk, 2007). However, the STE focused on the stock exchange only. Consequently, the supervision of the STE on the financial market was inadequate. In March 2002, in the Netherlands the Authority for Financial Markets (AFM) is established. The AFM is the successor of the STE. The AFM monitors and observes the financial sector that includes savings, loans, investments, and insurance (Dijk, 2007). Consequently, the major difference between the STE and the AFM is that the latter supervises the entire financial market instead of only the stock exchange market. 

The Dutch economy should have an efficient financial and capital market. The AFM takes care of both markets and consequently, investors can rely on the efficiency of the capital market. For example, the AFM monitors the auditor who controls the financial statements. The market need to rely on the auditors’ performance of controlling the financial statements (AFM, 2010). 

The AFM cooperates with De Nederlandsche Bank (DNB). Both authorities supervise the financial market. However, different ways of financial monitoring exists. One way is the prudential supervision that protects the client from insolvency of financial firms (NIVRA, 2009). This is the task of the DNB. The DNB monitors whether the corporations can fulfill their financial requirements (AFM, 2008). Another way of monitoring is behavioral supervision that protects consumers from intolerable performance by financial firms (NIVRA, 2009). The AFM performs this form of supervision. 

The supervision on financial markets in Europe have enhanced as well. In 1998, in Europe the Committee on Auditing was established. The Committee on Auditing is established to achieve several targets, such as transparency and functioning of the auditing market (Pouw, 2008, p. 13).

4.1.2 Tasks AFM

Since the public, the firms, and the government depend on financial products that are offered on the market, it is crucial that the market work in an efficient way. The AFM has three main objectives to promote an efficient market (Dijk, 2007). These are the three main objectives of the AFM:

· Promote transparency to the financial market

· Develop the cooperation of the financial market

· Increase the trust in the financial market

If the AFM operate too strictly in its function as a supervisory authority, supervision can have its disadvantages. The AFM has to circumvent circumstances where professionals disregard their own tasks. 

The AFM can apply several forms of supervising for the financial market. The AFM website provides several forms of in which way the AFM regulate
. One way is to make sure that the public obey with the laws and regulations in the financial market. It is crucial that every person knows the ‘standards and values’ and know which rules and regulations apply. Another way is imposing sanctions to firms or persons who do not comply with the law. In addition, the AFM staff visit firms to check whether they are complying with the law and rules
. 

When the AFM supervises the financial and capital market, the AFM uses five core values
. The following five core value are listed in the AFM Jaarverslag (2010, pp. 14-15). The first value is responsibility. The AFM assumes that the firms are responsible for the quality of the products and services. In addition, the citizens should deepen into the financial products in which they are interested. Consequently, the firms and the citizens are responsible for the trust in the financial market. Thoroughness is the second core value of the AFM. The AFM uses all their instruments to achieve that those firms and persons comply with the law. The third value is that the AFM should be careful when taking actions. The fourth value of the AFM is that they want to be an orientation point for the financial market. The final core value is efficiency. The AFM should perform in an efficient way.

4.1.3 Actions by the AFM

When firms do not follow the rules and regulations, the AFM can take some actions. The following actions in the book of Dijk (2007, p. 27) have signaled:

· The AFM communicates a warn

· Revoke the license of the firm

· Refuse the registration of a firm

· Impose fines 

The AFM Jaarverslag (2010, pp. 28-29) provides the number of penalties distributed by the AFM for 2010. For example, the AFM imposed 53 fines, revoked 29 licenses of firms, and three public warnings have produced. The AFM was doing research at specific organizations for 1.329 times.  

Under the law, the AFM can impose penalty payments if there is a violation of the regulation of the Wta
. Paragraph 5.2 in the Wta contains the enforcement by the AFM. The AFM can impose penalty payments or impose an administrative fine when there is violation of the regulation under the law. The amount of the administrative fine has decided by the judgment of the violation. The violations will classify into three categories. Every category consists of a basis amount, a minimum amount, and a maximum amount. Several circumstances exist that qualifies for determine the type of category, for example, the repetition of the violation, the decree of violation, and the disturbance of the market. 

Table 1 presents the three categories with the corresponding amounts
:
Table 1: Violation classification 
	Category
	   Basis amount
	     Minimum amount
	       Maximum amount

	1
	     € 10.000,–
	             € 0,–
	              € 10.000,–

	2
	     € 500.000,–
	             € 0,–
	              € 1.000.000,–

	3
	     € 2.000.000,–
	             € 0,–
	              € 4.000.000,–


4.2 The Audit Firms Supervision Act

In this paragraph, the Wta will discuss. The background of the Wta will comment, followed by the objective of the Wta, and the requirements of obtaining a license. 

4.2.1 Background of the Audit Firms Supervision Act

After the bookkeeping affairs, like Enron and WorldCom, the world raised remarks about the role and the credibility of the auditor (Homan, 2007). As an example, the financial scandals led to better supervision on the audit-organizations and the auditors. In the U.S.A., Enron emphasized that self-regulation is not sufficient. The increase in supervision on the auditors is to boost the confidence in the financial market (Ojo, 2006). 

The Netherlands acted to the bookkeeping affairs as well. Besides the situation of Enron and WorldCom, the Netherlands also reacted after the financial scandals of the Dutch companies Ahold and KPN-Qwest (Homan, 2007). For a stable economy, it is important to receive an objective judgment of the auditor. The financial scandals created a negative image towards the auditor profession. That is not desirable for a profession that not only should present confidence, but in order to function well need to receive the trust of others (Homan, 2007). 

The next example shows why the confidence in the auditor has decreased. A research of the commission of the construction industry in the Netherlands shows how the construction fraud damaged the image of the auditor (Enquête Bouwnijverheid, 2002)
. The research provides issues
that are important when it comes to explain the irregularities in the construction industry. The confidence in the auditor was broken because of the diverse expectations between society and the auditor. Society required and expected more responsibility of the auditor. In addition, society was suspicious whether the auditor performed in accordance with the rules. 

According to the financial scandals, bookkeeping affairs, and consequently the decrease in trust in the auditor the minister of finance proposed a supervision law for auditors and audit organizations, known as the Wta that has introduced in October 2006 (Kok et al., 2008). The Wta ensures quality of the audit-organizations and the auditor and thereby improve public confidence and if necessary re-establish the confidence (Homan, 2007). 

The regulations of the International Federation of Accountants (IFAC) serve as a frame of reference for the Wta (Wietsma, 2008). The IFAC consists of 163 member bodies in 119 countries (Schockaert & Houyoux, 2008). In particular, the Wta connects to the International Standard on Quality Control 1 (ISQCI). The ISQC-1 implies that: “Quality control for firms that perform audits and reviews of historical financial information and other assurance and related services engagement” (Schockaert & Houyoux, 2008, p. 516).  

4.2.2 Objective of the Audit Firms Supervision Act

The Wta regulates the supervision on audit-organizations and auditors. This implies that audit-organizations and auditors, that perform legal audit on the financial statements, should have a license. Without this license, audit-organizations and auditors are not obligated to perform legal controls on the financial reports (Wietsma, 2008).    

The AFM provide the license to auditors and audit organizations if they meet the conditions of obtaining the Wta license. The Wta is established to improve audit quality by supervising the auditors and audit organizations (AFM, 2005, pp. 81). The goal of the Wta is to improve the confidence in the auditors. To boost the confidence in the auditor, it is crucial that the license is of high quality. Since the introduction of the Wta, the AFM plays a more active role in supervising and monitoring the auditors (AFM, 2005, pp. 28).  

Referring back to the example of the construction fraud, through the introduction of the Wta the decrease in confidence in the auditor could have prevented. If the auditor had a Wta license to perform legal controls on the financial statements, the confidence in the auditor should have been higher. This is because the auditor would have performed control on the financial reports according to the regulations of the Wta. Consequently, the control on the financial statements would be of higher quality. 

4.2.3 Requirements of obtaining a license 

To obtain a license provided by the AFM, for audit organizations and auditors several requirements exist. Audit organizations and the auditor could only obtain a license if they fulfill all the requirements regulated under the Wta. Under the law, legal performance implies performing legal audits on the financial statements (Vergunningwijzer Wta, 2008, chapter 1, p. 3).

Chapter 1 of the Vergunningwijzer Wta (2008) describes the rules and requirements of obtaining a license. Under the law, will distinguish between public interest entities (in Dutch: organisaties van openbaar belang; OOB’s) and non public interest entities (in Dutch: niet-OOB’s). If audit organizations and auditors request for a license, they need to indicate whether they perform legal audits on the financial statements for public interest entities or non-public interest entities. Under the law, the requirements and the regulations to obtain a license for audit organizations and auditors that perform legal audits for public interest entities are stricter. 

To obtain a license, the audit organizations and auditors are required to prove that they fulfill all the requirements. There are several steps that chapter 1 of the Vergunningwijzer Wta (2008) provide to show that audit organizations and auditors fulfill the requirements. First, the audit organizations and the auditor have to fill in a license application form that can obtain electronically. The application form provides the requirements of how audit organizations and auditors should act. When the audit organization signs the application form, they confirm that they can accomplish the requirements. The next step is to send the form and the related documents to the AFM. 

The AFM evaluate whether the audit organizations is able to accomplish the requirements. The AFM can take several steps to evaluate the request of a license. They can ask for ancillary information or examination on the spot. For performing legal controls at public interest entities, the AFM always examine on the spot (Vergunningwijzer Wta, 2008, chapter 1). 

Chapter 2 of the Vergunningwijzer Wta (2006) describes the characteristics of the audit organization. The audit organization has to operate independent and need to register in the AFM register with a unique name. Under the law, no specific requirements exist for the type of the audit organization. For example, the audit organization could be a private company, a public limited liability company, or a single-member company. In addition, a separate department of an audit organization is not required to obtain a license. One reason for this is that a separate department does not have a unique name. 

The requirements to qualify for an external auditor are describe in chapter 5 in the Vergunningwijzer Wta (2006). An audit organization has to subscribe which person can act on behalf of the organization as an external auditor. The person needs to fulfill the following requirements: 

The external auditor:

· is a register auditor or auditor consultant with certification authority

· should be employed or affiliated at the specific audit organization

· comply with the rules of the Koninklijk Nederlands Instituut van Registeraccountants (NIVRA) and the Nederlandse Orde van Accountants Administratieconsulenten (NOvAA)

· comply with the special requirements laid down under the Wta 

4.3 Summary 

The AFM supervises the financial market and can perform several actions when firms violate the regulations. Since the AFM provide the license of the Wta to audit organizations and the auditors, the background, the tasks, and the actions of the AFM in this chapter have described. Consequently, a clear representation has presented with respect to the objectives of the AFM. 

In the past, several financial scandals have damaged the image of the audit profession. The Wta is established to boost the confidence in the audit profession by society. An audit is a major support for users of the information of the financial statements. Consequently, the quality of the auditor should be with no doubt. In addition, through the Wta license an audit firm can show its independence. 

At the end of this chapter, the requirements of obtaining a license is describe. Moreover, several characteristics exist that audit organizations and auditors need to qualify before they can request a license. 

The next chapter provides prior research. Prior research on the audit quality on the use of earnings management will comment. Moreover, an overview will provide of international regulatory systems that have the same effect as the Wta. Finally, the hypotheses of this research will be presented and explained. At the end, a summary of prior research is given and an overview of the prior research can be found in table 1 of Appendix 1. 
Chapter 5: Prior research 

The first paragraph of this chapter provides prior research of the relationship between the audit quality and the use of earnings management. The second part comments on international regulatory systems that affect the use of earnings management. The third paragraph provides the hypotheses of the research and the final paragraph provides a summary of this chapter.

5.1 Impact audit quality on the use of earnings management

Several authors have examined the impact of the audit quality on the use of earnings management. In this paragraph, an overview of prior research on the impact of audit quality on the use of earnings management will provide. 

5.1.1 Becker et al. (1998)

The research of Becker et al. (1998) studies the impact of audit quality on the use of earnings management by calculating discretionary accruals. The discretionary accruals are the part of the accruals that recognize managements’ choice. The authors argue that the motives of managers to manipulate the financial statements will control by the company’s internal corporate governance, by the accounting decisions in the past performed by the company, and the expenses of exposing the use of earnings management. The internal corporate governance is established “to maintain the credibility of firms' financial statements and safeguard against such behavior as earnings manipulation” (Dechow et al., 1996, p. 4). When internal governance is weak, for managers more space exist to manipulate the financial statements. The company’s decision of accounting choices in the past, have an effect on the use of earnings management as well. Since more restrictions on the use of discretionary accruals have an effect on manipulating the financial statements. These three incentives have an effect on the use of earnings management. The study by Becker et al. (1998) focuses on the quality of the external auditor on the use of earnings management. 
Becker et al. (1998) use a distinction between low-quality auditors and high-quality auditors. They refer to the information asymmetry between managers and the shareholders of the firm. Since high quality audits decreases the information asymmetry, the use of earnings management will be lowered. When the manipulation of the financial statement by managers is detect, management’s reputation will harm, and the company’s value will decrease. The authors expect that companies with high-quality auditors have less opportunities to manipulate the financial statements because “high-quality auditors are more likely to detect questionable accounting practices and, when detected, to object to their use and/or to qualify the audit report” (Becker et al., 1998, p. 6).

The hypothesis that Becker et al. (1998, p. 6) has examine states that “non-Big Six auditors allow more income-increasing earnings management, via discretionary accruals, than Big Six auditors.” The Big Six auditors are the six largest audit organizations in the United States of America. Size is used as a variable for audit quality, and consequently, they assume that the Big Six auditors are of higher quality than the non-Big Six auditors are. Large auditor organizations are more independent and offer better quality. 

To test whether the Big Six auditors permit less income-increasing earnings management, a sample of 2,179 non-Big Six and 10,379 with Big Six auditors’ year observations has use. The research uses the assumption that firms are not able to switch from non-Big Six auditors to Big Six auditors or the other way around. Consequently, the research is restricted to the period of 1989 until 1992 and the data are from the 1993 Compustat database. 

The cross-sectional Jones 1991 model is use for the research method. In chapter 3 of this chapter, the different models of estimating discretionary accruals have presented. By means of finding the discretionary accruals, earnings management can be detect. After estimating the discretionary accruals, a multivariate regression model is use. In the multivariate regression model, the estimated discretionary accruals are the dependent variable and the main independent variable is the dummy variable equal to one if auditor is non-Big Six audit firm. Besides the main independent variable (audit quality), control variables are added to the regression such as; operating cash flows, logarithm of total assets, and the level of leverage (Becker et al., 1998). The outcome of the research of Becker et al. (1998) is that discretionary accruals of firms with non-Big Six auditors are higher than the discretionary accruals of firms with Big Six auditors. 

5.1.2 Ebrahim (2001)

Another research that shows the influence of the audit quality on the use of earnings management is the research by Ebrahim (2001). The author expects that if the audit quality is increases, the use of earnings management will decrease because “the auditing process is supposed to serve as a monitoring device that will reduce managers’ incentives to manipulate reported earnings” (Ebrahim, p. 3). 

The main goal of the research is to find out whether high quality audits lowers the use of earnings management when controlling for two other variables. The first variable is the length of the relationship between the auditor and the client. The second control variable is the client importance for the auditor. For the same reason as Becker et al. (1998), the size of the auditor will use as a variable for the audit quality. When the size of the audit organization is large, the audit quality will be high. 

The use of earnings management will measure by the time-series of the Modified Jones model. With this model, the discretionary accruals are estimate. Consequently, to examine the use of earnings management the discretionary accruals have measured. The sample of the research consists of all U.S.A. firms listed in NYSE, AMEX, and NASDAQ in the period 1988 until 1999. Financial organizations and utility firms are not included in the research. The sample counts 1938 companies with 5077 companies’ year observations. 

The conclusion of the research is the same as the outcome of the research by Becker et al. (1998). He found that if the audit quality is higher, the use of earnings management is lower. Moreover, the length of the client-auditor relationship has a reverse relation with the use of discretionary accruals because “auditors become more familiar with clients operations and financial reporting environment with the time and this enables them to detect and prevent any opportunistic usage of accruals” (Ebrahim, 2001, p. 14). However, no significant relation has found between the client value for the auditor and the use of earnings management. 

5.1.3 Janin & Piot (2005)

The research by Janin & Piot (2005) investigates the audit quality on the use of earnings management in France. Because the French regulations related to the audit quality is strong, this research is interesting. The authors argue that “the strong legal protection of auditor independence (i.e., a six-year audit engagement, mandatory joint-auditing) suggests a greater ability of auditors to resist managerial pressure, and thus to keep earnings management practices in check” (Janin & Piot, 2005, p. 2). 

The sample of the research includes 255 companies’ year observations from the Société des Bourses Françaises (SBF) 120 Index during the years 1999 until 2001. The use of earnings management has measured by the discretionary accruals. The authors provide two models to determine the discretionary accruals. The first model is the Jones cross-sectional Model and the second model is the Jones Model controlling for cash flows. These models are explained in chapter 3. 

A multivariate regression analyses determines the effect of audit quality on the use of earnings management. The dependent variable is the discretionary accruals. The independent variable is the audit quality. One proxy for measuring the audit quality is the Big-Five audit firm. Control variables have added to the regression, such as leverage and total assets. The results of the Big-Five audit firms do not lower the use of earnings management. 

5.1.4 Chen et al. (2005)

Many researchers examine the effect of the Big Five auditors and the industry specialist auditors on the use of earnings management for initial public offering (IPO) firms in the U.S.A. The incentive of this research is not to use the IPO firms in the U.S.A. but in Taiwan. Differences exist in going public between U.S.A. companies and Taiwan companies. For example, the regulations for a company to list in the Taiwan Stock Exchange (TSE) are more complicated than for companies in the U.S.A. In addition, the capital market of U.S.A. is more developed than in Taiwan. Consequently, the quality of the auditor might be of higher importance in Taiwan. 

The research examines two hypotheses. First, the research examines whether Big Five auditors limit the use of earnings management in the IPO procedure. Second, they study whether industry specialist auditors offer higher audit quality in the IPO procedure, and consequently lower the use of earnings management. 

The sample of the research consists of 367 IPO companies’ year observations during the years 1999 until 2002. The authors are using the Modified Jones model to detect the use of earnings management. A multivariate regression model tests the two hypotheses. The dependent variable is the discretionary accrual, and the two explanatory variables are whether the auditor is a Big Five member and whether the auditor is an industry specialist. To control for other influences on discretionary accruals, to the multivariate regression model several control variables have added. Some of the control variables are; total assets, operating cash flow and leverage. 

In contrast with the research of Janin & Piot (2005), the authors found that Big Five auditors reduce the use of earnings management. Nevertheless, there is no evidence that industry specialist auditors reduce the use of earnings management.

5.1.5 Tendeloo & Vanstraelen (2008)

In contrast with the research of Becker et al. (1998), Ebrahim (2001), Janin & Piot (2005), and Chen et al. (2005), the research of Tendeloo & Vanstraelen (2008) only focuses on the audit quality of non-listed companies. Compared with stock exchange quoted companies the financial reports of non-listed companies, by investors, by analysts, and by authorities are less inspected. Consequently, the chance to identify if an audit is not correct is less than in listed companies. In addition, the risk of litigation is lower as well for non-listed companies. The objective of the research is to detect whether Big Four audit companies lowers the use of earnings management in non-listed companies. Moreover, the research examines the audit quality for non-listed companies between countries. 

The authors describe the audit quality in non-listed companies compared with stock exchange quoted companies. Since the managers and the owners of the company are not as much separated, the principle-agent problem in non-listed companies is expected to be lower than for stock exchange companies. This might result in less supervision of the financial reports or a lower requirement for a high quality audit. However, concerning non-listed companies high audit quality is needed as well. For example, a Big Four auditor shows high financial reporting quality to the public. In addition, if the non-listed company has a high audit quality, the users of the financial reports are more convinced in the reliability of the reports (Tendeloo & Vanstraelen, 2008). 

The authors compare low tax alignment countries with high tax alignment countries. Because the financial reports are the foundation for taxation, in countries with high tax alignment the financial reports will inspected better than in countries with low tax alignment. In low tax alignment countries, the auditor is only in charge for the financial reports. Consequently, the authors expect that Big Four auditors have lower motives to offer high audit quality to non-listed companies in low tax alignment countries. 

The sample of the research includes all non-listed companies in Belgium, Finland, France, Spain, The Netherlands, and the UK. Concerning the research period 1998-2002 the Amadeus database has used. The first four countries are high tax alignment countries and the last two countries are low tax alignment countries. Tendeloo & Vanstraelen (2008) find evidence that Big Four audit companies have an effect on the use of earnings management in high tax alignment countries. 

In the used research method by Tendeloo & Vanstraelen (2008), the use of earnings management is not measure by discretionary accruals. They argue that the use of discretionary accruals is not a sufficient measure for the use of earnings management. They argue that “especially in cross-country studies, accruals models exhibit considerable variation in performance, caused by the international variation in model misspecification problems as well as sample size” (Tendeloo & Vanstraelen, 2008, p. 453). 

Consequently, the use of earnings management has measured by using four variables. These four proxies indicate management actions that engage in the use of earnings management. The four proxies that the authors use are (p. 453): 

· The scale of total accruals
· The tendency of companies to circumvent losses that are small
· Smoothness of earnings comparative to cash flows
· The relationship of accounting accruals and cash flow from operations (CFO)
The dependent variable of the multivariate regression is the earnings management variable calculated according to the four proxies. The explanatory variables consist of whether the firms have a Big Four auditor and whether a high tax alignment exists or not. Several control variables are added to the regression, such as total assets, leverage, growth, and return on assets. The control variables that affect the use of earnings management in the regression are included. 

The research found that non-listed firms with a Big Four auditor lower the level on the use of earnings management, instead of non-Big Four auditors of firms. This is only truth for the high tax alignment countries. This is based on that fact that the financial reports are more checked. This results in a higher change of identifying audit failures. 

5.1.6 Gerayli et al. (2011)

The research examines the effect of audit quality on the use of earnings management in Iranian listed firms. Since this research is recent literature, it is interesting to comment. Moreover, developed countries such as the U.S.A. and Europe are use in previous researches. Consequently, it is interesting to examine the effect of audit quality on the use of earnings management in an emerging country like Iran. 

The research uses a sample of all listed companies in the Tehran Stock Exchange (TSE) with a period of the years 2004 until 2009. This results in 540 companies’ year observations. To determine the level of discretionary accruals, the research uses the Modified Jones model. A multivariate regression model shows the influence between the audit quality and the discretionary accruals. 

Discretionary accruals have used to measure the use of earnings management. Audit quality as the explanatory variable has calculated by three different variables. The first proxy is auditor size that is positive correlated with the audit quality. The second proxy is auditor industry specialization. The authors expect that possibility for the use of earnings management by firms with industry specialist auditors is low. The last proxy, auditor independence, is difficult to measure. This research uses audit fees as a measurement for auditor independence. They assume that if the audit fees are high, the auditor independence is low. Control variables are added to the regression, for example operating cash flows, growth, and leverage. 

The outcome of the research is comparable with previous researches in this chapter. All three proxies for audit quality (the auditor size, the industry specific auditor, and the auditor independence) have a negative effect on the use of earnings management. The evidence of the effect of industry specific auditor on the use of earnings management is in contrast with the research of Chen et al. (2005). 

5.2 International regulations audit quality 

In this paragraph, prior literature will present about regulations of audit firms in other countries. After the corporate scandals, countries moved away from self-regulation to accounting standards boards (Gunny & Zhang, 2009). Both the U.S.A. and Europe have abandoned self-regulation. The U.S.A. introduced the Sarbanes-Oxley Act in 2002 and Europe established the new Directive on Statutory Audit in 2006. The first country that will comment is the U.S.A. that established the Public Company Accounting Oversight Board. The second country is the United Kingdom (UK) that introduced the Audit Inspection Unit (AIU). 

5.2.1 Public Company Accounting Oversight Board 

The U.S.A. has a similar oversight body as the Netherlands. The Sarbanes-Oxley (SOX) Act, established in 2002, created the Public Company Accounting Oversight Board (PCAOB) (Jain & Rezaee, 2005). The PCAOB is established after the corporate governance scandals (Coates, 2007). The PCAOB supervise the audits of stock exchange quoted firms. The objective of the PCAOB is to protect investors and users of the financial statements to encourage correct and independent audit reports (PCAOB, 2007). Moreover, “the PCAOB inspections are aimed at improving audit quality”   (Gunny & Zhang, 2009, p. 2). Consequently, since 2002 in the U.S.A., auditors of stock exchange quoted firms since 2002 are subject to an external and independent oversight body
. After the introduction of the PCAOB, the external auditors engage more in internal control checking, account balance checking, and comply with fair presentation of the financial reports according with GAAP. 

Audit organizations that perform an audit for an SEC-reporting firm must register with the PCAOB (Gunny & Zhang, 2009). Requirements exist for an audit organization before they can register with the PCAOB. The board of the PCAOB will check if the application for registration is in line with the objectives of the PCAOB, which is protecting investors and the public (PCAOB, 2009). 

Since the audit organizations need to fulfill requirements to register with the PCAOB, link exists to the introduction of the Wta. To perform legal audits on the financial statements, audit organizations need to fulfill the requirements in the Wta. For both the Netherlands and the U.S.A., audit organizations are obligated to accomplish several requirements and consequently, this will boost the quality of the audit. 

5.2.2 UK’s Audit Inspection Unit

After the corporate scandals, the UK established the Audit Inspection Unit (AIU). The AIU monitors all the audits of all stock exchange quoted and public companies in the UK (FRC, 2009). The AIU is an element of the Professional Oversight Board (POB) of accountancy. The POB of accountancy in the UK is similar to the AFM in the Netherlands. Besides the Big Four audit companies, other companies that provide audits are issued to a complete range of AIU inspections (FRC, 2009). The objective of the AIU is to focus on the quality of the audit. The UK’s Companies Act 2006 set standards and requirements to qualify as an auditor. Before they can quality as auditor, persons need to fulfill these requirements (Companies Act, 2011). The inspections by the AIU have positively developed the audit quality in the UK (FRC, 2009). In addition, after the financial scandals in the UK, measures have taken to improve the audit quality.

5.3 Hypotheses

This research focuses on the impact of the introduction of the Audit Firms Supervision Act on the use of earnings management. In prior research, the effect of audit quality on the use of earnings management is comment. The evidence of prior research shows that if the audit quality improves, the use of earnings management reduces. In most of the researches, several proxies exist for determine audit quality and the use of earnings management. The reason for introducing the Audit Firms Supervision Act is to improve the audit quality and to boost the confidence in the auditor. In this research, the introduction of the Audit Firms Supervision Act serves as a proxy for audit quality.

Two different hypotheses will tested in this research. The two hypotheses used for this research are: 
Hypothesis 1:

The introduction of the Audit Firms Supervision Act reduces the use of earnings management by Dutch stock exchange quoted firms 

If the introduction of the Audit Firms Supervision Act improves the audit quality, the expected outcome will be that the use of earnings management will reduce. This is because through the introduction of the Audit Firms Supervision Act, managers have fewer opportunities to manipulate financial reports. The use of earnings management before the introduction of the Audit Firms Supervision Act and after will compared for Dutch stock exchange quoted firms.

Hypothesis 2:
The use of earnings management by Dutch stock exchange quoted firms has influenced by the choice of one of the Big-Four audit firms
In prior research, the Big auditor firms are used as a proxy to test whether audit quality reduces the use of earnings management. The expected outcome is that when firms are audit by a Big-Four audit firm, the use of earnings management is lower. When the audit quality of the audit firm is higher, managers have fewer changes to influence financial reports. The Big-Four audit firms in the Netherlands are Deloitte, Ernst & Young, KPMG, and PricewaterhouseCoopers. This second hypothesis tests whether it makes a difference for the use of earnings management by choosing one of the Big-Four audit firms. 
5.4 Summary

In the first paragraph of this chapter, the impact of audit quality on the use of earnings management is examined. The second paragraph comments the regulatory systems of the USA and the UK that are comparable with the AFM and the Wta. Finally, the two hypotheses that will be test in this research are developed. Next, a short overview of prior research in this chapter will provide. 

The first research by Becker et al. (1998) examines the impact of audit quality on the use of by means of high-quality auditors. They argue that high-quality auditors decrease the use of earnings management more than firms that do not have high-quality auditors. The research uses Big-Six auditors as a proxy for audit quality. The outcome of the research is that the use of earnings management is higher for firms with non-Big Six auditors. 

The objective of the research by Ebrahim (2001) is to check whether high audit quality lowers the use of earnings management. This study provides the same outcome as Becker et al. (1998) and argues that if the audit quality is higher, the discretionary accruals are lower. Discretionary accruals are used as a measurement for the use of earnings management. In addition, the length of the client-auditor relationship has a reverse relation with the use of discretionary accruals. 

The third study that is comment is the research by Janin & Piot (2005). They investigate the audit quality on the use of earnings management in France. Similar to the previous two studies, the Big-Five audit firms are used as a proxy for audit quality. However, they found no relation between audit quality and a decrease in the level of the use of earnings management. 

In the previous researches, the audit quality in developed countries (USA and Europe) has examined. However, in addition it is interesting to investigate in which way the audit quality affect the use of earnings management in less developed countries. The research by Chen et al. (2005) examines the relation of audit quality on the use of earnings management in Taiwan. The outcome is similar as the ones of Becker et al. (1998) and Ebrahim (2001). 

The research objective of Tendeloo & Vanstraelen (2008) is to detect whether Big-Four audit firms lowers the use of earnings management in non-listed firms. They focus on the countries Belgium, France, Finland, Spain, the Netherlands, and the UK. The methodology of this research is different from the other four researches that are described. The first four researches have used discretionary accruals as a proxy for the use of earnings management. Tendeloo & Vanstraelen (2008) are using four proxies to detect the use of earnings management. The scale of total accruals, the tendency of companies to circumvent losses that are small, smoothness of earnings comparative to cash flows, and the relationship of accruals and CFO. They found that the use of earnings management is lower for firms with Big-Four auditors. 

The final research of Gerayli et al. (2011) examines the effect of audit quality on the use of earnings management in Iranian listed firms. All three proxies for audit quality (the auditor size, the industry specific auditor, and the auditor independence) have a negative influence on the use of earnings management.

In table 1 of appendix 1, an overview of the prior literature has provided. In the next chapter, the research design will provided. The models to test the hypotheses and the data sample of the research will present. Consequently, the empirical part of the research will examine.

Chapter 6: Research design 

In this chapter, the research methodology used for the empirical part is presented. Paragraph 6.1 will introduce several approaches to research methods and types of research. In the second paragraph, the research model is explained. Paragraph 6.3 provides a regression model and in paragraph 6.4, the sample used in this research will describe. 

6.1 Research type

Several methods of research approaches exist. The book by Fraenkel & Wallen (1993) provides the nature of the study. Scientific research is of high importance because it is more reliable than the judgment and insights by experts. Research methodology is to test hypotheses and look how these hypotheses hold up (Fraenkel & Wallen, 1993). In the next paragraphs, four approaches to research models are comment. Moreover, two major types of research are described. 

The book describes several methods of research. The first method is experimental research. In this research, several types of treatments, which are the explanatory variables, are tried to look at the influence on the dependent variable. Experimental research is used when “the experimenter’s interest in the effect of environmental change, referred to as “treatments,” demanded designs using standardized procedures to hold all conditions constant except the independent (experimental) variable” (Morrison & Ross, 1996, p. 1021). 
Another research approach is the survey research. In this approach, characteristics of a group are described and established and these descriptions are quantitative. Collecting information is gained by writing or by interviews (Fraenkel & Wallen, 1996). However, there are some drawbacks when using the survey approach. For example, it is hard to draw conclusions on the truthfulness of the respondents. 

A third method of research is the ethnography approach. This is an approach “to learning about the social and cultural life of communities, institutions, and other settings” (LeCompte & Schensul, 1999, p. 1). An important characteristic of the ethnography approach is that research does not control the variables. In the other research methods, researchers control aspects of the model and expect to obtain similar outcomes if the research is replicated (LeCompte & Schensul, 1999). 

The book by Fraenkel & Wallen (1993) provides historical research as a fourth method of research. Based on historically documents, reports, or with interviews the research examines to reconstruct what occurred in past events. In this way, an understanding of what happened in the past can be examined. 

There are two types of research, namely quantitative and qualitative research models. The four research methods that are mentioned are using either quantitative type of research or qualitative type of research. 

The book by Thomas (2003) explains the quantitative and qualitative type of research. A major difference between qualitative and quantitative is that the first type of research describes types of characteristics of the population and events, and these events are not evaluated as measurements (Thomas, 2003). In addition, quantitative research pays notice on measurements and the sum of the characteristics of the research events. Experimental is an example of the quantitative research type. The ethnography and historical research are examples of the qualitative research type. Surveys can be either qualitative or quantitative (Thomas, 2003). 

In this research, the quantitative type of research is used. This is because the use of earnings management is evaluated as measurements and amounts. 
6.2 Research model

In chapter 3 of this research several models to detect the use of earnings management is described. The modified Jones model is the strongest model to detect the use of earnings management. Consequently, in this research the modified Jones model will use. First, the total accruals of the firms should determine: 

TAt / At-1 = a1 (1/At-1) + a2 (Δ REVt / At-1) + a3 (PPEt / At-1) + εt 
(1)

	TAt = Total accruals of firm i in year t (difference between net income and net cash flows from  operating activities) 
At-1 = Total assets of firm i at end of year t-1
Δ Revenuet = Change in revenue of firm i between years t and t-1
PPEt = level of property, plant and equipment of firm i in year t


Total accruals in the regression (1) are calculated as the difference between net income and net cash flow from operating activities. Several authors argue (Keefe; Ebrahim, 2001) that measuring total accruals using the cash flow statement is more exact than using the balance sheet. This is because the net income can be taken directly from the report (Keefe). In addition, Ebrahim (2001) argues that it limits probable errors when measuring total accruals. Because when the balance sheet calculates the total accruals, it will be measured indirectly. 

The independent variables of regression (1) control for other influences of the firm. All the variables of the regression are scaled by total assets. This is to reduce heteroscedasticity in the residuals (Kothari et al., 2005). Keefe argues that the accounts receivables and the PP&E can be described as operational accruals. These variables can be named as “operating” accruals because they are linked with the primary industrial activities of the company. Moreover, these accruals can be characterized as short-term variables. When managers influence these accruals then it can be traced in a short-term, comparable to others items on the financial statements (Keefe). 
The next step is to determine the level of non-discretionary accruals (NDA): 
NDAt = α1 (1/At-1) + α2 (Δ REVt – Δ RECt / At-1) + α3 (PPEt / At-1) 
   (2)

The change in accounts receivable (Δ RECt) is deducted from change in revenues. This is because for the estimation of the parameter of normal accruals (Ronen & Yaari, 2008). 
The estimates of α1, α2 and α3 are obtained from the regression (1) are then used to estimate non-discretionary accruals. However, in this research there is no cross-sectional series used for calculating the discretionary accruals. Consequently, the estimates of α1, α2, and α3 are set to 1. This indicates that the total accruals are measured by the difference between net income and net cash flows from operating activities. The non-discretionary accruals are calculated as shown in equation 2 with the parameters set equal to 1. The final step is to measure the discretionary accruals (DA) as follows: 

DAt = TAt - NDAt
 (3)
The discretionary accruals before the introduction of the Audit Firms Supervision Act will be compared with the discretionary accruals after the introduction of the Audit Firms Supervision Act. For the first hypotheses, the level of discretionary accruals is expected to be lower after the introduction of the Audit Firms Supervision Act. This implicates that the introduction of the Audit Firms Supervision Act lowers the use of earnings management. 

6.3 Regression model

To test whether the Wta and a Big-Four audit firm have an influence on the discretionary accruals of a company, several control variables need to add in a regression model. This regression model will be used to test for the first and second hypotheses:

DAt = β0 +β1 * Wta + β2* Growth t + β3* Assets t + β4* Lev t + ε t     (4)

	DAt:
Obtained from equation (3) 

Wta: 

Wta = 1 if there is no Wta, and Wta = 2 if there is Wta  
Growtht: 
Change in sales in year t 

Assetst: 
Logarithm of total assets in year t

Lev: 
             Total debt end of year t  / total assets end of year t 



Hypothesis 1 will not distinguish between Big-Four audit firms since all the firms that are included in the sample are involved with the introduction of the Audit Firms Supervision Act, whether the firms have a Big-Four audit firms or not. For the second hypothesis, there are made a separation between the Big-Four audit firms.

The names of the Big-Four firms are as follows:

1) Deloitte

2) Ernst &Young
3) KPMG

4) PricewaterhouseCoopers
6.3.1 Control variables 

Besides the main test variable (Wta), control variables are added to the regression to correct for differences in the sample. First, the variable growth is added to the regression. Dechow et al. (2002) find that the level of sales growth affects the accrual ratio. Consequently, growth is defined as percentage change in sales. 

The size of a firm is related to the disclosure of information. Larger firms’ disclose more information and consequently they observe less discretionary accrual (Lang et al., 1993). Moreover, large firms have more constant and expected operations. The natural logarithm of total assets can be used as an alternative for the size of a company (Lanis & Richardson, 2007; Reilly et al., 2004). 
According to the debt/equity hypothesis, managers are using methods that increase income when the debt/equity ratio is higher. Managers will shift earnings from the future to the present. This shows that debt has an influence on the discretionary accruals of a company. Consequently, the final control variable that is added to the regression is leverage (debt). The amount of debt is divided by total assets. 

6.4 Sample data
This research will consist of all Dutch stock exchange quoted firms. The sample period will be from 2002 till 2010. For both hypotheses, the use of earnings management will be tested before the introduction of the Audit Firms Supervision Act and after the introduction of Audit Firms Supervision Act. 

The sample year 2006 will not be included in this research sample, because the introduction of the Audit Firms Supervision act is established on the October 1st 2006. All the variables in the models are obtained at the end of the fiscal year. In this way, the year 2006 cannot be used since the introduction of the Audit Firms Supervision Act is introduced in October. Consequently, the data at the end of the year 2006 consists of either the introduction of the Audit Firms Supervision act and when there was no Audit Firms Supervision Act yet. 

To test the use of earnings management before the introduction of the Audit Firms Supervision Act, the sample period runs from 2002 till 2005. Testing the use of earnings management after the introduction of the Audit Firms Supervision Act, the sample period consists of the years 2007 till 2010. This holds for both hypotheses. 

All the data is taken from Thomson One Banker (Worldscope). Several requirements are made for the firms that are included in the research. The firms need to have data available from 2002 till 2010. All the firms that do not have data for all these years are excluded from the sample. 

6.4.1 Sample data hypothesis 1

To test the first hypothesis, all Dutch stock exchange quoted firms are used. The data will run from 2002 till 2010. The Dutch firms should been active from 2002 till 2010 on the stock exchange market in the Netherlands. If data is not available for a particular firm during this period, the firm will be deleted from the sample. 

Consistent with prior studies, the firms that have the SIC-code between 4000-4999 and 6000-6999 are not included in this research (Lin & Paananen, 2005; Calegari, 2010; Boone et al, 2011). This is because these firms with SIC-code 4000-4999 are included in the regulated industry and firms with SIC-code 6000-6999 are in the financial industry, which may have unique accounting standards and might have different incentives to manage earnings (Lin & Paananen, 2005; Boone et al., 2011). Consequently, it is hard to draw conclusions on the discretionary accruals.
Firms that have switched from audit firms during this period are also included. Consequently, the firms that are included in the sample have either switched or not switched from an audit firm during the period 2002 till 2010. The reason for this is that all Dutch stock exchange quoted firms during the period 2002 until 2010 have been audit by an audit firm that required a license to audit after the introduction of the Audit Firms Supervision Act. 

The objective of the first hypothesis is to test the use of earnings management before the introduction of the Audit Firms Supervision Act and after. Since the audit firms of the selected firms in the sample do not have a license before the introduction of the Audit Firms Supervision Act but they do have a license after the introduction of the Audit Firms Supervision Act, there is no reason to exclude firms that have switched audit firms during the period 2002-2010. After excluding the firms that do not fulfill the requirements described, the sample includes 74 firms (table 2).
Table 2: Number of firms hypothesis 1

	Data 2002-2010
	Number of firms
	Firms years observations

	Dutch exchange quoted firms 
	118
	944

	- Inactive 
	   -/-    7 
	-/- 56

	- Data not available 
	   -/-    13
	-/- 104

	- SIC-code 4000-4900 and 6000-6900
	   -/-   24
	-/- 192

	Total: 
	74 
	592


Table 2 in appendix 1 shows the sample of 74 firms included in this research. The primary SIC-code of the firm is provided in this table. 

6.4.2 Sample data hypothesis 2

For the second hypothesis, all Dutch stock exchange quoted firms are chosen to test. The data will run from 2002 till 2010. The same as for the first hypothesis, if data is not available for a particular firm during this period, the firm will be excluded from the sample. Moreover, the firms with SIC-code 4000-4900 and 6000-6900 are excluded from the sample. 

Firms that have switched audit firms during the period 2002-2010 are excluded from the sample. This is different from the sample for the first hypothesis. From the sample of 74 firms (obtained from the number of firms of the first hypothesis), there are 25 firms that have switched from one audit firm to another during the sample period. This leaves the sample with 49 firms. Since only firms that are audited by a Big-Four audit firm are tested in this second hypothesis, there are 3 firms excluded from the sample that do not have a Big-Four audit firm. This means that 46 firms during the period 2002-2010 are included in the sample (table 3). 

Table 3: Number of firms hypothesis 2

	Data 2002-2010
	Number of firms
	Firms years’ observations

	Dutch exchange quoted firms 
	118
	944

	- Inactive 
	   -/-     7 
	-/- 56

	- Data not available 
	   -/-     13
	-/- 104

	- SIC-code 4000-4900 and 6000-6900
	   -/-   24
	-/- 192

	- Firms that switched audit firm
	   -/-   25 
	-/- 200

	- Firms with a non Big-Four audit firm 
	   -/-     3
	-/- 24

	Total: 
	46
	368


In the appendix 1, table 3 shows the sample of 46 firms that are included in this research. The primary SIC-code of the firm is provided in this table. Table 4 of appendix 1 shows the firms that are divided under the Big-Four audit firms. 

6.5 Summary 

In this chapter, the research design is explained. To measure the use of earnings management by discretionary accruals, the modified Jones model will used. All Dutch stock exchange quoted firms that are active during the periods 2002 until 2010 are used for this research. Dutch stock exchange quoted firms that have missing data variables and have SIC-code 4000-4900 and 6000-6900 are excluded from the sample as well. 

For the first hypothesis, the use of earnings management will compared before the introduction of the Audit Firms Supervision Act and after the introduction of the Audit Firms Supervision Act. The sample period before the introduction of the Audit Firms Supervision Act runs from 2002 till 2005 for all Dutch stock exchange quoted firms. The sample period of 2007-2010 is used to see the use of earnings management after the introduction of the Audit Firms Supervision Act. The fiscal year 2006 is excluded from the sample. A sample of 74 will used for this hypothesis. 

The sample of the second hypothesis excludes in addition, firms that have switched from one audit firm to another audit firm in the period 2002 until 2010. This results in a sample of 46 firms. This hypothesis tests whether the choice of one of the Big-Four audit firms has influenced the use of earnings management. A regression model will test this second hypothesis. The Big-Four audit firms that are used for this research are; Deloitte, Ernst & Young, KPMG, and PricewaterhouseCoopers (PwC). 

In the next chapter, the results and the analyses of the tests will present. The models will explained and the outcomes will present. Moreover, the outliers will be removed from the sample. To test the models and to find the outcomes, the program SPSS is used.

Chapter 7: Results and analyses

In this chapter, the results and analyses will provide. First, descriptive statistics of the variables are shown. Second, the discretionary accruals will measured by using the Modified Jones model. Then the outliers of the discretionary accruals will be removed from the sample. Third, the hypotheses are tested and, finally a summary of this chapter will provide. 

7.1 Descriptive Statistics 

In table 4, the descriptive statistics of the mean of the dependent and independent variables of the Modified Jones model of each year are provided. These are scaled by lagged total assets. The other descriptive statistics of the years 2002 till 2010 such as the minimum, maximum, and std. deviation are provided in table 1 (a-h) of Appendix 2.
Table 4: Descriptive statistics mean of variables Modified Jones Model (N=74)

	Year
	TAt / At-1
	1/At-1
	Δ REVt  - Δ RECt  / At-1
	PPEt / At-1

	2002
	-0,06829
	0,02277
	-0,00810
	0,27159

	2003
	-0,08412
	0,22683
	-0,03101
	0,24665

	2004
	-0,05757
	0,02808
	0,02969
	0,24339

	2005
	 0,23026
	0,03904
	-0,00582
	0,25472

	2007
	-0,03780
	0,01641
	0,08939
	0,23330

	2008
	-0,08175
	0,01824
	0,06611
	0,22318

	2009
	-0,08435
	0,01379
	-0,08687
	0,19315

	2010
	-0,06926
	0,01445
	0,25376
	0,28559


7.2 Discretionary accruals

In this part the discretionary accruals will measured. To see a pattern between the four years before the introduction of the Audit Firms Supervision Act in 2006 and the four years after 2006, the discretionary accruals will measured for each individual year. 

The first stage of the Modified Jones model is to find the parameters (a1, a2, and a3) of the original Jones model. However, since there is no cross-sectional series used in this research and the parameters are firm specific, the parameters will be set to 1 and the total accruals will be calculated as follows shown in equation 1. Again, this will be measured for each individual year. 
TAt / At-1 = Net income – Operating cash flow from operating activities    (1)
The next step is to find the non-discretionary accruals (equation 2).
NDAt = (1/At-1) + (Δ REVt – Δ RECt / At-1) + (PPEt / At-1)                             (2)

So far, the total accruals and the non-discretionary accruals are measured for each individual year. Finally, to find the discretionary accruals the non-discretionary accruals are deducted from the total accruals shown in equation 3. 
DAt = TAt - NDAt
 
(3)
Table 5 shows the output of SPSS to find the discretionary accruals according to equation 3 for the year 2002. The mean is used to find the discretionary accruals. Again, this will performed for all the years 2002 till 2010 but excluding the year 2006. In addition, in table 6 the movement of the discretionary accruals from 2002 until 2010 is shown. 
Table 5: Output discretionary accruals 2002 (N=74)
	Descriptive Statistics discretionary accruals (DA) 2002

	
	N
	Minimum
	Maximum
	Mean
	Std. Deviation

	DA
	74
	-3.112644000
	2.085367000
	-.35455994886
	.558144121637

	Valid N (listwise)
	74
	
	
	
	


Table 6: Pattern discretionary accruals 2002 -2010

	  2002
	-0,35456
	2007
	-0,37692

	2003
	-0,32244
	2008
	-0,38927

	2004
	-0,35874
	2009
	
-0,20443

	2005
	-0,05768
	2010
	-0,62307


Looking at table 6, no obvious development of the discretionary accruals exists. There is no evidence of discretionary accruals and consequently earnings management, when they are equal to zero. Negative discretionary accruals are inclined to be evidence of “downward earnings management”, which are income-decreasing accruals (Monem, 2003). Although the discretionary accruals in 2010 seem more income decreasing than for 2002, no observable trend exists between the discretionary accruals before the year 2006 and after the year 2006. The trend of the discretionary accruals is better to show in a graph. Graph 1 of Appendix 2 shows the movement of the discretionary accruals in a graph. There are two notable movements. The first movement was in 2005 where the discretionary accruals show an income-increasing movement, and the other movement was in 2010. However, no clear development exists of the discretionary accruals before 2006 and the discretionary accruals after the introduction of the Audit Firms Supervision Act. 
7.2.1 Outliers

Before the data can be measured and analyzed, outliers should be removed from the sample. A box plot is used to show the division of a variable by means of the median and the first and third quartile. Inside the box plot, 50 % of the variables are included and the upper and lower bound of the box plot show the first and last quartile. The length of the box plot is called inter quartile range (IQR). Data that have a distance of 1,5 of IQR to 3 of IQR are called outliers (de Vocht, 2010). These outliers are removed from the sample. The discretionary accruals that are outside the 1,5 and 3 of IQR are removed from the sample. Graph 2 of Appendix 2 shows the box plot of discretionary accruals for the years 2002 until 2010. There are 16 outliers and 4 extreme outliers that are signed with an asterisk. All the outliers are removed before the hypotheses are tested. 
7.2.2 Normal distribution

Many statistical tests assume that the data is “normal”. Several ways exists to examine whether the discretionary accruals are normally distributed. One way is with the illustration of a histogram, another way is with a normal probability plot. Graph 1 illustrates a histogram with the distribution of the discretionary accruals. 

Graph 1: Histogram discretionary accruals 2002-2010
[image: image1.emf]
The histogram does present a symmetrical distribution and consequently it seems that the variable is normal distributed. Another way to look at normal distribution, is by performing a normal probability plot, such as the Normal Q-Q plot. With this normal probability plot, the cumulative distribution of the discretionary accruals (observed) is compared with the cumulative distribution when the discretionary accruals are expected to be normal distributed (expected) (de Vocht, 2010). The normal distribution plot can be found in graph 3 of appendix 2. The points in the normal probability plot are on (or around) the straight line and this gives an indication that the discretionary accruals are normally distributed. 

7.3 Hypothesis 1 testing 

From now on, the dependent variable, discretionary accruals, will be measured in absolute values. Before the regression analyses are performed, a paired samples test is executed. With this technique, the means of the discretionary accruals before the introduction of the Audit Firms Supervision Act in 2006 and after are compared. This test is often used for “before-after” studies. However, the impact of the Audit Firms Supervision Act and other factors (control variables) that influence the discretionary accruals should be performed by running a regression. Consequently, a regression will execute in the paragraph 7.3.2. 

7.3.1 Paired samples test

The paired sample test is used to compare the means of 2 groups that are related to each other. For both hypotheses, the sample group consists of the same companies and consequently the groups are related to each other. With the paired samples test, the mean of the discretionary accruals “before” the introduction of the Audit Firms Supervision Act is compared with the mean of the discretionary accruals “after” the introduction of the Audit Firms Supervision Act. The paired sample test is based on the null hypothesis that the mean of the difference before and after the introduction of the Audit Firms Supervision Act are equal (de Vocht, 2010). The confidence level is 95 %. 
H0= The mean of the discretionary accruals of the two groups are equal

H1= The mean of the discretionary accruals of the two groups are not equal 
Table 7: Paired Samples test 

	Table 7a: Paired Samples Statistics

	
	Mean
	N
	Std. Deviation
	Std. Error Mean

	Pair 1
	ABS_DA02-05
	.419373
	286
	.3045486
	.0180083

	
	ABS_DA07-10
	.459336
	286
	1.0381258
	.0613857


	Table 7b: Paired Samples Correlations

	
	N
	Correlation
	Sig.

	Pair 1
	ABS_DA02-05 & ABS_DA07-10
	286
	-.003
	.960


	Table 7c: Paired Samples Test

	
	Paired Differences
	t
	df
	Sig. (2-tailed)

	
	Mean
	Std. Deviation
	Std. Error Mean
	95% Confidence Interval of the Difference
	
	
	

	
	
	
	
	Lower
	Upper
	
	
	

	Pair 1
	ABS_DA02-05 - ABS_DA07-10
	-.0399635
	1.0827356
	.0640235
	-.1659824
	.0860554
	-.624
	285
	.533


Table 7a shows the descriptive statistics of the absolute discretionary accruals before the introduction of Audit Firms Supervision Act and after. The discretionary accruals before the 2006 is labeled “ABS_DA02-05” and the discretionary accruals after 2006 are labeled “ABS_DA07-10”. Table 7b shows the correlation coefficient (-0,003) which is in this case very low. Table 7c shows the values whether the null hypothesis should be rejected or not. The 2-tailed significance value of (0,533) is higher than the significance level of 0,05, and consequently the null hypothesis cannot be rejected. This indicates that the mean of the discretionary accruals of the period from 2002-2005 does not statistically significantly differ from the period 2007-2010. 
7.3.2 Regression analyses hypothesis 1

In this section a regression for hypothesis 1 will be performed. The dependent variable is the absolute discretionary accruals. The main independent variable is the Wta. The Wta will have a value of 1 before the introduction of the Wta and will have a value of 2 after the introduction of the Wta. This means that the impact of the Wta, before and after, on the use of earnings management (measured by absolute discretionary accruals) will be tested on its significance. Control variables are added to the regression as well. The control variable growth is the percentage change in sales. Assets are the logarithm of assets at the end of year t. The final control variable leverage is divided by total assets at the end of year t. The following regression will be performed to see the effect of the Wta on the discretionary accruals controlled by other variables. 

ABS_DAt = β0 +β1 * Wta + β2* Growth t + β3* Assets t + β4* Lev t + ε t
Hypothesis 1: : 
The introduction of the Audit Firms Supervision Act reduces the use of earnings management by Dutch stock exchange quoted firms 
Table 8 shows the outcome of the multiple regression performed for the first hypothesis. The confidence level is 95 %. 

Table 8: Regression hypothesis 1
	Table 8a: Model Summary

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	.373a
	.139
	.133
	.2907872

	a. Predictors: (Constant), Ratio Lev, Growth , L(Assets), Wta




	Table 8b: ANOVAb

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	7.657
	4
	1.914
	22.639
	.000a

	
	Residual
	47.521
	562
	.085
	
	

	
	Total
	55.178
	566
	
	
	

	a. Predictors: (Constant), Ratio Lev, Growth , L(Assets), Wta

b. Dependent Variable: ABS_DA




	Table 8c: Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	.469
	.049
	
	9.631
	.000

	
	Wta
	-.057
	.025
	-.092
	-2.319
	.021*

	
	Growth 
	.003
	.000
	.356
	9.080
	.000**

	
	L(Assets)
	-.008
	.012
	-.027
	-.697
	.486

	
	Ratio Lev
	.066
	.032
	.081
	2.069
	.039*

	a. Dependent Variable: ABS_DA

 * significant at 5 % 

** significant at 1 %


The R2 and adjusted R2 are given in table 8a. The R2 can have a value between 0 (0%) and 1 (100%). If the value of R2 is more close to 100 %, the better the fit. An R2 of 1 implies that the data perfectly fits the regression. The R2 is important to examine the degree of linear-correlation of the variables that is called “goodness of fit”. The R2 for this regression model is (0,139) which indicate that 13,9 % of the total variance in discretionary accruals is “explained” by the regression model. The adjusted R2 takes the number of explanatory variables of the regression model into account. The adjusted R2 of this regression model is (0,133). 

In table 8b, the ANOVA is showed. The ANOVA model shows whether the total regression model is significant (de Vocht, 2010). This illustrates whether the explanatory 13,9 % differs significantly from zero. The F value is (22,639) and the significance value is (0,000). Consequently, the 13,9 % is significantly greater than zero and this means that the explanatory variables partly explain the discretionary accruals.  

Finally, table 8c describes the regression equation. First, the control variables will be analyzed before analyzing the main independent variable Wta. Growth has a significant positive effect on discretionary accruals, since the coefficient of growth is (0,003). This implies that if the sales of a company increase, the discretionary accruals increases as well. However, the value of (0,003) is very small. This is in line with the research of Dechow et al. (1995) and Dechow et al. (2002), where they find a positive relation between discretionary accruals and sales growth. Sales growth influences management’s working capital choices and consequently the discretionary accruals. This is because management can influence these discretionary accruals. 

The next control variable is het logarithm of assets. Assets are a proxy for the size of a company. If a company has many assets, the size of the company is expected to be large. Assets have an insignificant negative influence on the discretionary accruals (-0,008). This indicates that larger companies have lower earnings management. This is in line with the research of Lang et al. (1993). Even though this value is very small, the value is not significant (0,486). If the size of a company is large, it might be that management has fewer incentives to manipulate earnings. There is more information available about the company and the management has fewer opportunities to manipulate earnings. A reason for the insignificant value of the assets might be that the companies of the sample are on the Dutch stock exchange. This indicates that all the companies of the sample are relatively large and the difference between the sizes of the companies (amount of assets) of the sample is very small.

The last control variable is leverage which have a positively influence on the discretionary accruals with a value of (0,066). This means that the effect is significant, since the significance value is (0,039). This positive influence is similar to the debt/equity hypothesis of Watts & Zimmerman (1990). This hypothesis predicts, “the higher the firm’s debt/equity ratio, the more likely managers’ uses accounting methods that increase income” (Watts & Zimmerman, 1990, p. 139). A company with high debt/equity, management might find a way of reporting until an optimal return has achieved.

The main independent variable, the Wta, significant influences the discretionary accruals negatively. This indicates that after the introduction of the Wta, the discretionary accruals will reduce (-0.057). The significance value of (0,021) is lower than the significance level of (0,05) and consequently the variable Wta is significant. However, the value of (-0,057) is very small and this might be explained according to the paired sample test. 

The paired samples test showed that there was no difference between the 2 means of the discretionary accruals of the 2 periods tested. An explanation for this can be that other factors that influence the 2 periods on the level of the use of earnings management exists, such as the change of management or the adoption of IFRS in these periods. Consequently, the Wta only contributes to a small decrease in the use of earnings management. However, this change in the level of the use of earnings management is too small to find a difference of the discretionary accruals between the 2 periods, which the paired samples test showed. On the other hand, since the value of Wta is significant, a small decrease in the use of earnings management can be found. This means that the first hypothesis can be accepted. 
7.3.3 Multicollinearity 
In the regression model, the variables need to be checked for multicollinearity. This means that two or more independent variables are highly correlated (de Vocht, 2010). If evidence of multicollinearity is found, the independent variable should be removed from the regression. As a check for multicollinearity, the values of “tolerance” and Variance Inflation Factor (VIF) help to recognize multicollinearity (Mansfield & Helms, 1982). 
Table 9: Multicollinearity 
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Table 9 shows the values of tolerance and VIF for the multiple regression model. If the value of tolerance is very small for a specific variable, most of the times this involves perfect linear combination of the independent variables (Farrar & Glauber, 1967). In table 9, the value of tolerance for all the independent variables are large and consequently no further look for multicollinearity is necessary. Moreover, the values of VIF for all the independent variables are smaller than 10. Values of VIF that are higher than 10 are most of the times recognized as multicollinearity. As a result, in the regression analyses no evidence of multicollinearity exists.  
7.4 Hypothesis 2 testing 

Hypothesis 2: 

The use of earnings management by Dutch stock exchange quoted firms has influenced by the choice of one of the Big-Four audit firms
The second hypothesis will be performed in the same way as the first hypothesis. This means that the same regression model is used for this hypothesis. 

ABS_DAt = β0 +β1 * Wta + β2* Growth t + β3* Assets t + β4* Lev t + ε t
However, the sample will be divided into 4 different groups. Each group represents one of the Big-Four audit firms. Consequently, four different regressions of the impact of the Wta on the use of earnings management will be performed. The results will be given for each Big-Four audit firms separately. 

The objective of this hypothesis is to check whether the choice of a Big-Four audit firm influenced the use of earnings management. This means that the hypothesis will be tested for each Big-Four audit firm. The output of the four regressions can be found in Appendix 3 “output hypothesis 2”. The focus of the outcome will be on the regression coefficient of the Wta. The confidence level is 95%. 

7.4.1 Deloitte

Seven firms on the Dutch stock exchange have Deloitte as an audit firm during the years 2002 and 2010. These seven firms did not switch from audit firms during these years. The seven firms that have Deloitte as an audit firms are listed in table 4 of Appendix 1. The regression output is showed in table 1 of in Appendix 3. The R2 has a value of (0,373) which means that 37,3 % is explained by the independent variables. 

The Wta has a coefficient of (0,006) which indicates that the introduction of the Wta has increased the use of earnings management. However, the value is not significant since the significant value is (0,900) and consequently the outcome is insignificant. Moreover, the value of (0,006) is too small to draw conclusions on that. A reason for the insignificant influence of the Wta on the use of earnings management might be the sample size. A sample size of seven firms might be too small. Another possible explanation would be that the value of (0,006) is too small to be significant. As a result, there can be no conclusions drawn on the introduction of the Wta for the Big-Four audit firm Deloitte. 

7.4.2 Ernst & Young

Ernst & Young have a sample of eleven firms listed in table 4 of Appendix 1. The regression output of Ernst & Young is showed in table 2 of Appendix 3. The R2 of the regression output is (0,209) which indicate that 20,9 % of the discretionary accruals are explained by the explanatory variables. This is less compared to the R2 of the regression outcome of Deloitte. The Wta has a coefficient of (-0,051) and this illustrates that the introduction of the Wta has a negative influence on the discretionary accruals. Consequently, the use of earnings management decreases after the introduction of the Wta. However, the value is not significant since the significance value is (0,293) and again there is no significant influence of the Big-Four audit firm (Ernst & Young) on the use of earnings management. 

7.4.3 KPMG

For KPMG a sample of twenty firms are selected. The regression output of KPMG is showed in table 3 of Appendix 3. The same as for the other Big-Four audit firms samples, these firms did not switch from audit firms during the years 2002 till 2010. Only 13,1 % of the use of earnings management is explained by the independent variables. The significance value is (0,288) and again, the influence of the Wta on the use of earnings management is insignificant. Consequently, no influence of the Wta with a value of (-0,042) exists for firms with KPMG as a Big-Four audit firm. 

7.4.4 PwC
The final Big-Four audit firm is PwC with a sample of eight firms. The regression output of PwC is exemplified in table 4 of Appendix 4. A high percentage of 65,4 % (R2 = 0,654) explains the discretionary accruals by the independent variables. The influence of the Wta on the use of earnings management is negative (-0,090). This indicates that after the introduction of the Wta, the use of earnings management decreased for firms that have PwC as a Big-Four audit firm. This value is significant since the significance value of (0,024) is lower than the significance level of 5 %. 
For the first three Big-Four audit firms Deloitte, Ernst & Young, and KPMG no significant influence exists on the use of earnings management after the introduction of the Wta. Only the Big-Four audit firm PwC has a significant influence on the use of earnings management after the introduction of the Wta. As a result, an indication that no difference in the use of earnings management after the introduction of the Wta exists between the Big-Four audit firms, except for PwC. 

Even though PwC does have a significant influence on the use of earnings management, several limitations arises according to explaining the results of the other three Big-Four audit firms. One possible explanation could be that the sample size is too small for each individual Big-Four audit firm. Another reason could be that other problems have arisen in the years of the research such as management change. Finally, it could be that the introduction of the Wta did not create any difference in auditing the financial statements for the Big-Four audit firms. This would mean that the Big-Four audit firms managed to audit the financial statements before the introduction of the Wta with the same quality as after the introduction of the Wta. Consequently, the Wta did not have an influence on the use of earnings management and the second hypothesis cannot be accepted. 

7.5 Summary

In this chapter, the results and analyses have provided. First, the discretionary accruals were measured. These discretionary accruals are a proxy for the use of earnings management. According to the Modified Jones model, the discretionary accruals are the difference between the total accruals and the non-discretionary accruals. The discretionary accruals are measured for each specific year in the research period to see whether there is a pattern during the years. However, no clear pattern is showed in graph 1 of Appendix 2. 

Second, the outliers are removed from the sample and the model is checked whether it is normally distributed. In addition, a paired samples test is performed to see whether the mean of the discretionary accruals before the introduction of the Wta (2002-2005) is different from the discretionary accruals after the introduction of the Wta (2007-2010). However, no significant difference exists between the 2 periods. 

Third, the first hypothesis is tested through the regression model. The main independent variable, Wta, has a significant negative influence on the discretionary accruals. This indicates that the first hypothesis is accepted. However, the influence of the Wta on the use of earnings management is very small (-0,057). This is contradictory to the paired samples test. The paired samples test shows that no difference between the means of the discretionary accruals exist between the 2 periods. However, other factors could have influenced the discretionary accruals during the years observed. Moreover, in the regression model control variables are added to control for other influences. Consequently, a significant value of the Wta on the use of earnings management shows that hypothesis 1 can be accepted, even though the effect is very small. However, the evidence is not sufficient to provide an adequate conclusion. 

Finally, the second hypothesis is tested with the same regression model. However, this time the sample is divided into 4 different groups where each group represents a Big-Four audit firm. For the years 2002-2010 the firms did not switch from audit firm and a sample of 46 firms is created. For the Big-Four audit firms Deloitte, Ernst & Young, and KPMG no significance influence of the Wta on the use of earnings management exists. Only for the Big-Four audit firm PwC a negative influence (-0,090) of the Wta on the use of earnings management can be found. Several limitations according to this hypothesis might explain the difference in significance between the Big-Four audit firms. One limitation could be the sample size. According to the insignificant influence of the Wta on the use of earnings management, the use of earnings management is not influenced by the Big-Four audit firms, expect for PwC. A reason for this result could be that the quality of the Big-Four audit firms before the introduction of the Wta did not change after the introduction of the Wta. Hypothesis 2 cannot be accepted. 

In the next chapter, the conclusion of this research is presented. First, an overall conclusion of the results is provided. Second, the limitations of the research are described and explained. Finally, according to the limitations, implications for further research are commented. 

Chapter 8: Conclusion

8.1 Summary 
The use of earnings management arises when managers manipulate their reported earnings. The reason for this is that the managers behave in their best interest. High quality accounting standards are needed to lower the use of earnings management. The introduction of the Audit Firms Supervision Act should limit the opportunities by managers to influence the financial reports.  

After several bookkeeping scandals such as Enron and WorldCom, the confidence about the credibility of the auditor decreased. The auditor should represent confidence and need to receive trust of others. Consequently, these scandals have contributed to the introduction of the Audit Firms Supervision Act that is introduced in 2006. The Audit Firms Supervision Act ensures quality of the audit-organizations and the auditor. This would re-establish the confidence and quality of the auditor. Through the Audit Firms Supervision Act, an audit firm can show its quality of the audit. Consequently, the Audit Firms Supervision Act can be seen as a proxy for audit quality. 

In prior literature, the term earnings management is a wide concept and several definitions have been formulated. The definition of the use of earnings management for this research is defined by Healy & Whalen (1999) and Schipper (1989). These definitions involve the use of earnings management by influencing contractual outcomes and misleading stakeholders. 

The theoretical framework of the use of earnings management is provided in chapter 2. The agency theory, the PAT, and the legitimacy theory are the underlying framework for the use of earnings management. 

After providing the theoretical background of the concept earnings management, a method needs to be provided to detect the use of earnings management. Several models exist to detect the use of earnings management. The accruals method is the most popular method to detect the use of earnings management. The most popular methods are DeAngelo model, the Healy model, the Jones (1991) model, the Modified Jones model, the Industry model, and the cross-sectional Jones model. The Modified Jones model is the strongest model in prior literature and consequently, the model is used in this research to detect the use of earnings management. 

Prior literature examined the effect of audit quality on the use of earnings management. The research by Becker et al. (1998) studies the effect of audit quality on the use of earnings management. They found that the use of earnings management is lower for firms with a Big-Six audit firm. The research by Ebrahim (2001) agrees with this outcome. Another research is provided by Chen et al. (2005) which studies the use of earnings management and its relation to audit quality in Taiwan. Different from the previous two studies is that this time the use of earnings management is observed from a less developed country. The studies by Becker et al. (1998) and Ebrahim (2001) examined the use of earnings management in developed countries (USA and Europe). Tendeloo & Vanstraelen (2008) focuses on the use of earnings management in non-listed firms. Again, they found a decrease in the use of earnings management when the audit quality increases. 

Contradictory to the previous four studies, the research by Janin & Piot (2005) concluded not a decrease in the use of earnings management by high audit quality. Similar to the previous two studies, the Big-Five audit firms are used as a proxy for audit quality. Finally, the research by Gerayli et al. (2011) provides the results that audit quality is negatively related to the use of earnings management.

8.2 Conclusion 

According to prior literature, the hypotheses are formulated. Previous research have found that when the audit quality improves the use of earnings management declines, the expected outcome should be the same for the introduction of the Audit Firms Supervision Act on the use of earnings management. 

This research focuses on two periods and the sample consists of all Dutch stock exchange quoted firms. The first period is before the introduction of the Audit Firms Supervision Act (2002-2005) and the second period is after the introduction of the Audit Firms Supervision Act (2007-2010). The discretionary accruals are a proxy for the use of earnings management and consequently, the discretionary accruals are the dependent variable. The year 2006 is excluded from the sample since the establishment of the Audit Firms Supervision Act was in October 2006. 

The first hypothesis tests whether the Audit Firms Supervision Act lowered the use of earnings management when controlling for other variables such as the growth of sales, the size of the company, and the leverage. A significant influence of the Audit Firms Supervision Act on the discretionary accruals is found. This influence is negative which indicates that the Audit Firms Supervision Act lowered the use of earnings management. However, the impact is very small and further research is advised. Moreover, the paired samples test showed an insignificant difference between the mean of the discretionary accruals in 2002-2005 and the period 2007-2010. 

The second hypothesis test whether a difference exist between choosing one of the Big-Four audit firms. For the Big-Four audit firms Deloitte, Ernst & Young, and KPMG no significant influence of the introduction of the Audit Firms Supervision act on the use of earnings management can be obtained. However, only for the Big-Four audit firm PwC a significant negative influence is observed. This value is quite small and consequently, it is hard to draw a conclusion on the second hypothesis. Overall, the hypothesis cannot be accepted which means that no difference between the Big-Four audit firms is observed, except for PwC. However, according to these results several limitations arise. The next paragraph provides the limitations of the research. 

With these outcomes, an answer can be formulated with respect to the research question: 

“Has the use of earnings management reduced by the introduction of the Audit Firms Supervision Act?”
The Audit Firms Supervision Act negatively influenced the use of earnings management, which means that the use of earnings management reduces after the introduction of the Audit Firms Supervision Act. However, since the significant value is very small and limitations to the research model exist, an adequate conclusion is hard to provide. Especially with regard to the second hypothesis, no significant influence exists of the Audit Firms Supervision Act on the use of earnings management. However, PwC could be an exception. Overall, an indication exists that the Audit Firms Supervision Act does influence the use of earnings management but further research and improvement of the model should provide more sufficient evidence. 

8.3 Limitations research

Several limitations arise during the research. In this paragraph, these limitations are explained and further research can be used to control for these limitations.

First, the cross-sectional approach is not used in this research. The parameters of the Modified Jones model are firm specific. To find the non-discretionary accruals, the parameters of the Modified Jones model were set to 1. This decision was because the companies are not divided into different industries. However, since the companies used in this research are not divided under different industries, the parameters could not be found since the firm-specific characteristics are too diverse. Consequently, the parameters were set to 1 to control for the firms-specific characteristics of the different industries. 

Second, the sample period runs from 2002 till 2005 and from 2007-2010. For the time-series approach of the Modified Jones model, a sample period of ten years is preferred to find an accurate results. Instead of using the time-series approach, the cross-sectional approach was not an option since dividing the sample into several industries the sample would have been too small. Consequently, the time-series approach is used instead of the cross-sectional approach. 

Moreover, the pattern of the discretionary accruals measured for each specific year could have been influenced by other factors besides the introduction of the Audit Firms Supervision Act. For example, the adoption of IFRS in 2005 could have influenced the use of earnings management. Another influence could be the chief execute officer (CEO) changes during these years. Moreover, the changes of the economic situation during the years are not accounted for. In a period with economic prosperity, management might have other incentives to manage earnings then in a situation with economic low activity. In situations with economic low activities, managers might choose for increasing profits. However, these factors are not included in this research. 

Fourth, the sample of this research is limited to Dutch stock exchange quoted companies. However, the model does not have to representative for all authorized audited companies. Moreover, no distinction is made between Big-Four audit firms and non-Big Four audit firms in the first hypothesis. Consequently, the results cannot be compared with other research such as Becker et al. (1998) and Ebrahim (2001). In addition, the sample size for the second hypothesis might be too small. Consequently, the result might not be adequate. However, since the research investigates all the Dutch stock exchange quoted companies no more companies could be added to the sample. 

Fifth, to use discretionary accruals as proxy for the use of earnings management might give insignificant results. It might be that not all discretionary accruals are identified or that the discretionary accruals are not used for the use of earnings management. In addition, prior studies use other proxies for the use of earnings management that might be more sufficient. However, since the accruals method is the most used method in prior literature, this method is used for the research. 

Finally, problems might arise with regard to the introduction of the Audit Firms Supervision Act in October 2006. To limit this problem, the year 2006 is excluded from the sample. However, to measure the non-discretionary accruals and total accruals, lagged total assets of 1 year are needed. This could mean that in the year 2007, problems arise when taking assets from the year 2006. This is because the year 2006 is not fully audited with the Wta license, since the audit firms have a license since October 2006. 

8.4 Recommendation further research 
With regard to the limitations, several suggestions for further research arise. First, the sample of the research could be expanded with firms that are not only listed on the Dutch stock exchange. This would give a better estimation of the model. Moreover, if the sample is expanded the firms could be divided into different industries and the cross-sectional Modified Jones model can be used. This would lead to more firms specific characteristics with respect to the use of earnings management. If a time-series approach is used, the period should be enlarged to at least ten years.

A second suggestion for further research would be that other factors that influence the use of earnings management are added to the regression model. Changes such as adoption of IFRS in 2005 and changes in CEO could be a good suggestion to see the effect on the use of earnings management. In addition, with regard to the economic situation of a country, the sample could be divided into a low economic activity period and a period with economic prosperity. Consequently, the difference in the use of earnings management can be detected with respect to different economic situations.

Another suggestion would be to make a distinction between non-Big Four audit firms and Big-Four audit firms with respect to the introduction of the Audit Firms Supervision Act. In prior literature, many researchers used the (non) Big-Four audit firm as a proxy for audit quality. Further research could divide the non-Big Four audit firms from the Big-Four audit firms and see the influence on the use of earnings management after the introduction of the Audit Firms Supervision Act. 

Finally, another proxy for the use of earnings management could be used to see the influence of the Audit Firms Supervision Act. For example, the research by Tendeloo & Vanstraelen (2008) uses different proxies for the use of earnings management instead of using discretionary accruals. 
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Appendix 1: Overview
Table 1: Overview prior literature 

	Year
	Author(s)
	Research Objective
	Sample/Data
	Methodology
	Results 

	1998
	Becker et al. 
	Test whether Big-Six auditors allow less earnings management 
	2,179 non-Big Six audit firms and 10,379 Big Six audit firms for the period 1989 until 1992
	Cross-sectional Jones (1992) model 
	Big-Six auditors lower the use of earnings management

	2001
	Ebrahim
	Examine whether high quality audits lower the use of earnings management 
	U.S.A. firms listed in NYSE, EMAX and NASDAQ in period 1988 till 1999
	Time-series Modified Jones model 
	Higher audit quality lowers the use of earnings management 

	2005
	Janin & Piot
	Audit quality impact on the use of earnings management in France
	255 companies’ year observations from Société des Bourses Françaises 120 Index during 1999 until 2001
	Jones cross-sectional model  and Jones model 
	Audit quality does not lower the use of earnings management

	2005
	Chen et al.
	Effect audit quality on the use of earnings management of  IPO firms in Taiwan
	367 IPO companies’ year observations during years 1999 until 2002
	Modified Jones model
	Big-Five auditors reduce the use of earnings management

	2008
	Tendeloo & Vanstraelen
	Impact of audit quality on the use of earnings management in non-listed companies 
	Non-listed companies in Belgium, Finland, France, Spain, the Netherlands, and UK for the period 1998-2002
	Four proxies for the use of earnings management 
	Non-listed firms with a Big-Four auditor lowers the level of earnings management 

	2011
	Gerayli et al. 
	Effect of audit quality on the use of earnings management in Iranian listed firms 
	All listed companies in the Tehran Stock Exchange (TSE) from 2004 till 2009
	Three proxies for the use of earnings management
	All three proxies have a negative relation with use of earnings management


Table 2: Sample Firms hypothesis 1: 74 firms

	Entity Name
	SIC-code
	Entity Name
	SIC-code

	Aalberts Industries NV
	3498
	Koninklijke Porceleyne Fles NV
	3262

	Accell Group NV
	3751
	Koninklijke Ten Cate NV
	2819

	Akzo Nobel NV
	2812
	Koninklijke Vopak NV
	8742

	Amsterdam Commodities NV
	5149
	Koninklijke Wegener NV
	2711

	And International Publishers
	7372
	Koninklijke Wessanen NV
	5149

	Arcadis NV
	8711
	Macintosh Retail Group NV
	5719

	ASM International NV
	3559
	Mediq NV
	5122

	Asml Holding NV
	3559
	Nederlands Apparanfabriek NV
	3822

	Ballast Nedam NV
	1611
	Nedsense Enterprises NV
	7372

	Batenburg Beheer NV
	1623
	Neways Electric International
	3672

	BE Semiconductor Industries
	3674
	Nutreco NV
	2048

	Beter Bed Holding NV
	5712
	Oce NV
	3861

	Brunel International NV
	7361
	Oranjewoud NV
	1542

	Crown Van Gelder NV
	2621
	Ordina NV
	7373

	CSM NV
	2051
	Pharming Group NV
	2834

	Ctac NM NV
	7371
	Punch Graphix NV
	2759

	Docdata NV
	7374
	Qurius NV
	7372

	DPA Group NV
	7361
	Randstad Holding NV
	7363

	Exact Holding NV
	7372
	Roodmicrotec NV
	8734

	Fornix Biosciences NV
	2836
	Roto Smeets Group NV
	2759

	Fugro NV
	8713
	Royal Boskalis Westminster NV
	1629

	Grontmij NV
	1623
	Royal Dutch Shell
	1311

	Heijmans NV
	1542
	Royalreesink
	5085

	Heineken Holding
	2082
	SBM Offshore NV
	3533

	Heineken NV
	2082
	Simac Techniek NV
	7373

	Hitt NM NV
	3812
	Sligro Food Group NV
	5141

	Holland Colours NV
	2865
	Stern Groep NV
	5511

	Hunter Douglas NV
	2591
	Swedish Automobile NV
	3711

	Hydratec Industries NV
	3679
	Telegraaf Media Groep
	2711

	ICT Automatisering NV
	7373
	Tie Holding NV
	7379

	Imtech NV
	7373
	TKH Group NV
	3357

	Kendrion NV
	3625
	Unilever NV
	2079

	Koninklijke Ahold NV
	5411
	Unit 4 NV
	7372

	Koninklijke BAM Groep NV
	1531
	USG People NV
	7363

	Koninklijke Brill NV
	2731
	Vivenda Media Groep NV
	2711

	Koninklijke DSM
	2821
	Witte Molen
	2048

	Koninklijke Philips Electronics Na
	3651
	Wolters Kluwer NV
	2721


Table 3: Sample firms hypothesis 2: 46 firms

	Entity Name
	SIC-code
	Entity Name 
	SIC-code

	Aalberts Industries NV
	3498
	Koninklijke DSM
	2821

	Accell Group NV
	3751
	Koninklijke Philips Electronics Na
	3651

	Akzo Nobel NV
	2812
	Koninklijke Porceleyne Fles NV
	3262

	Arcadis NV
	8711
	Koninklijke Ten Cate NV
	2819

	ASM International NV
	3559
	Koninklijke Wegener NV
	2711

	Asml Holding NV
	3559
	Macintosh Retail Group NV
	5719

	Ballast Nedam NV
	1611
	Nederlands Apparanfabriek NV
	3822

	Beter Bed Holding NV
	5712
	Nedsense Enterprises NV
	7372

	Brunel International NV
	7361
	Nutreco NV
	2048

	Crown Van Gelder NV
	2621
	Oce NV
	3861

	Docdata NV
	7374
	Ordina NV
	7373

	Exact Holding NV
	7372
	Roto Smeets Group NV
	2759

	Fornix Biosciences NV
	2836
	Royal Boskalis Westminster NV
	1629

	Fugro NV
	8713
	Royalreesink
	5085

	Heijmans NV
	1542
	SBM Offshore NV
	3533

	Heineken Holding
	2082
	Simac Techniek NV
	7373

	Heineken NV
	2082
	Sligro Food Group NV
	5141

	Holland Colours NV
	2865
	Tie Holding NV
	7379

	ICT Automatisering NV
	7373
	TKH Group NV
	3357

	Imtech NV
	7373
	Unilever NV
	2079

	Koninklijke Ahold NV
	5411
	Unit 4 NV
	7372

	Koninklijke BAM Groep NV
	1531
	USG People NV
	7363

	Koninklijke Brill NV
	2731
	Wolters Kluwer NV
	2721


Table 4: Firms that are divided under the Big-Four audit firms
	Deloitte: 7 firms
	Ernst & Young: 11 firms 
	KPMG: 20 firms
	PwC: 8 firms 

	Accell group nv
	Beter Bed Holding BV
	Akzo Nobel NV
	Aalberts Industries NV

	ASM Internaional NV
	Crown Van Gelder NV
	Arcadis NV
	Holland Colours NV

	Brunel International NV
	Exact Holding NV
	Ballast Nedam NV
	Koninklijke BAM Groep NV

	Koninklijke Ahold NV
	ICT Automatisering NV
	Docdata NV
	Koninklijke Porceleyne Fles NV

	Royalreeskink
	Koninklijke Brill NV
	Fornix Biosciences NV
	Oce NV

	TKH Group NV
	Koninklijke DSM
	Fugro NV
	Ordina NV

	Asml Holding NV
	Koninklijke Wegener NV
	Heijmans NV
	Unilever NV

	
	Macintosh Retail Group NV
	Heineken Holding 
	USG people NV

	
	Roto Smeets Group NV
	Heineken NV

	
	Tie Holding NV
	Imtech NV

	
	Unit 4 NV
	Koninklijke Philips Electronics Na

	Nedsense Enterprises NV

	Nutreco NV

	Royal Boskalis Westminster NV

	SBM Offshore NV

	Simac Techniek NV

	Sligro Food Group NV

	Wolters Kluwer NV

	Koninklijke Ten Cate NV

	Nederlandse Apparanfabriek NV


Appendix 2: Output 

Graph 1: Discretionary accruals 2002 -2010
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Graph 2: Box Plot outliers discretionary accruals 2002-2010 (excluding the year 2006)

[image: image4.emf]
Graph 3: Normal probability plot discretionary accruals
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Table 1 (a-h): Descriptive statistics 2002 -2010

	Table 1a: Descriptive Statistics 2002

	
	N
	Minimum
	Maximum
	Mean
	Std. Deviation

	Total accruals/At-1
	74
	-.3747594700
	.2571095800
	-.068293926362
	.1070441696984

	1/Total Assetst-1
	74
	.00000799215
	.25601637000
	.0227746515225
	.04506748719910

	(Revt-Rect)/At-1
	74
	-2.0046282000
	2.4420981000
	-.008104577662
	.4668662460340

	PPEt/At-1
	74
	.007501653
	1.051959500
	.27159594636
	.216406386912

	Valid N (listwise)
	74
	
	
	
	


	Table 1b: Descriptive Statistics 2003

	
	N
	Minimum
	Maximum
	Mean
	Std. Deviation

	Total accruals/At-1
	74
	-.9139087000
	.2063163200
	-.084118878049
	.1310310723218

	1/Total Assetst-1
	74
	.00000687938
	.19417475000
	.0226826559394
	.03853066717398

	(Revt-Rect)/At-1
	74
	-.8785942000
	1.1285139000
	-.031005137315
	.3354768059006

	PPEt/At-1
	74
	.0095508610
	.7016355000
	.246645744818
	.1879850638324

	Valid N (listwise)
	74
	
	
	
	


	Table 1c: Descriptive Statistics 2004

	
	N
	Minimum
	Maximum
	Mean
	Std. Deviation

	Total accruals/At-1
	74
	-.9716582300
	.5043540000
	-.057572999727
	.1635913130614

	1/Total Assetst-1
	74
	.00000748322
	.22347048000
	.0280760532571
	.05193310001182

	(Revt-Rect)/At-1
	74
	-.8046875000
	.5618430000
	.029699703304
	.2412525426949

	PPEt/At-1
	74
	.000000000
	.703574100
	.24338746247
	.181636951590

	Valid N (listwise)
	74
	
	
	
	


	Table 1d: Descriptive Statistics 2005

	
	N
	Minimum
	Maximum
	Mean
	Std. Deviation

	Total accruals/At-1
	74
	-.2488372500
	19.5937500000
	.230259368995
	2.2836343992505

	1/Total Assetst-1
	74
	.00000711079
	.97656250000
	.0390384044200
	.12264591442420

	(Revt-Rect)/At-1
	74
	-3.6953125000
	1.0135980000
	-.005818393275
	.5376284988523

	PPEt/At-1
	74
	.000000000
	.862014900
	.25472390323
	.204465135075

	Valid N (listwise)
	74
	
	
	
	


	Table 1e: Table Descriptive Statistics 2007

	
	N
	Minimum
	Maximum
	Mean
	Std. Deviation

	Total accruals/At-1
	74
	-.8388232600
	.3031327400
	-.037804253373
	.1286000798226

	1/Total Assetst-1
	74
	.0000056789
	.2147766400
	.016412415881
	.0354203370559

	(Revt-Rect)/At-1
	74
	-1.0656134000
	.9145571600
	.089398179919
	.3005193066882

	PPEt/At-1
	74
	.0010814319
	1.0324603000
	.233302028303
	.2181609857688

	Valid N (listwise)
	74
	
	
	
	


	Table 1f: Descriptive Statistics 2008

	
	N
	Minimum
	Maximum
	Mean
	Std. Deviation

	Total accruals/At-1
	74
	-.3923736500
	.1226014600
	-.081745009859
	.0950262234239

	1/Total Assetst-1
	74
	.0000054837
	.2256317700
	.018235731929
	.0449546422005

	(Revt-Rect)/At-1
	74
	-2.6823018000
	1.1754704000
	.066112020716
	.4368407743768

	PPEt/At-1
	74
	.0074342643
	.8069077000
	.223175618004
	.2073682048070

	Valid N (listwise)
	74
	
	
	
	


	Table 1g: Descriptive Statistics 2009

	
	N
	Minimum
	Maximum
	Mean
	Std. Deviation

	Total accruals/At-1
	74
	-.3797371000
	.0385016200
	-.084351796457
	.0692171400372

	1/Total Assetst-1
	74
	.0000049923
	.1813894400
	.013792486058
	.0282965656301

	(Revt-Rect)/At-1
	74
	-.9601786000
	.6918599000
	-.086872752799
	.1958429452024

	PPEt/At-1
	74
	.005322219
	.780416300
	.19315420870
	.174065949909

	Valid N (listwise)
	74
	
	
	
	


	Table 1h: Descriptive Statistics 2010

	
	N
	Minimum
	Maximum
	Mean
	Std. Deviation

	Total accruals/At-1
	74
	-1.3433775000
	.1545261300
	-.069264037427
	.1939532145731

	1/Total Assetst-1
	74
	.0000049806
	.1370614000
	.014454100610
	.0279542644143

	(Revt-Rect)/At-1
	74
	-.555810150
	11.109874000
	.25376310055
	1.332828283356

	PPEt/At-1
	74
	.0035331848
	4.3993583000
	.285592595072
	.5239806311737

	Valid N (listwise)
	74
	
	
	
	


Appendix 3: Regression output hypothesis 2

Table 1: Regression output Deloitte

	Table 1a: Model Summary

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	.611a
	.373
	.323
	.164295069564

	a. Predictors: (Constant), Ratio Lev, Growth , Wta, L(Assets)




	Table 1b: ANOVAb

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	.802
	4
	.201
	7.430
	.000a

	
	Residual
	1.350
	50
	.027
	
	

	
	Total
	2.152
	54
	
	
	

	a. Predictors: (Constant), Ratio Lev, Growth , Wta, L(Assets)

b. Dependent Variable: ABS_DA




	Table 1c: Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	.439
	.105
	
	4.168
	.000

	
	Wta
	.006
	.048
	.015
	.127
	.900

	
	Growth 
	.004
	.001
	.596
	5.270
	.000

	
	L(Assets)
	-.059
	.035
	-.224
	-1.697
	.096

	
	Ratio Lev
	.331
	.200
	.225
	1.654
	.104

	a. Dependent Variable: ABS_DA




Table 2: Regression output Ernst & Young
	Table 2a: Model Summary

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	.457a
	.209
	.170
	.2270504

	a. Predictors: (Constant), Ratio Lev, Wta, L(Assets), Growth 




	Table 2b: ANOVAb

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	1.128
	4
	.282
	5.468
	.001a

	
	Residual
	4.279
	83
	.052
	
	

	
	Total
	5.406
	87
	
	
	

	a. Predictors: (Constant), Ratio Lev, Wta, L(Assets), Growth 

b. Dependent Variable: ABS_DA




	Table 2c: Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	.308
	.104
	
	2.948
	.004

	
	Wta
	-.051
	.049
	-.104
	-1.059
	.293

	
	Growth 
	.005
	.002
	.264
	2.580
	.012

	
	L(Assets)
	.006
	.031
	.018
	.187
	.852

	
	Ratio Lev
	.613
	.140
	.449
	4.376
	.000

	a. Dependent Variable: ABS_DA




Table 3: Regression output KPMG
	Table 3a: Model Summary

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	.361a
	.131
	.108
	.2458144

	a. Predictors: (Constant), Ratio Lev, Wta, Growth , L(Assets)




	Table 3b: ANOVAb

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	1.398
	4
	.350
	5.785
	.000a

	
	Residual
	9.305
	154
	.060
	
	

	
	Total
	10.704
	158
	
	
	

	a. Predictors: (Constant), Ratio Lev, Wta, Growth , L(Assets)

b. Dependent Variable: ABS_DA




	Table 3c: Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	.598
	.086
	
	6.921
	.000

	
	Wta
	-.042
	.039
	-.081
	-1.066
	.288

	
	Growth 
	.005
	.001
	.351
	4.512
	.000

	
	L(Assets)
	-.051
	.024
	-.180
	-2.085
	.039

	
	Ratio Lev
	.105
	.170
	.052
	.616
	.539

	a. Dependent Variable: ABS_DA




Table 4: Regression output PwC

	Table 4a: Model Summary

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	.809a
	.654
	.629
	.1494864

	a. Predictors: (Constant), Ratio Lev, Wta, Growth , L(Assets)




	Table 4b: ANOVAb

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	2.366
	4
	.591
	26.467
	.000a

	
	Residual
	1.251
	56
	.022
	
	

	
	Total
	3.617
	60
	
	
	

	a. Predictors: (Constant), Ratio Lev, Wta, Growth , L(Assets)

b. Dependent Variable: ABS_DA




	Table 4c: Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	.684
	.081
	
	8.410
	.000

	
	Wta
	-.090
	.039
	-.184
	-2.325
	.024

	
	Growth 
	.005
	.001
	.477
	5.910
	.000

	
	L(Assets)
	-.120
	.019
	-.545
	-6.421
	.000

	
	Ratio Lev
	.528
	.174
	.257
	3.036
	.004

	a. Dependent Variable: ABS_DA
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