[image: image1.jpg]2afnd

«” ERASMUS UNIVERSITEIT ROTTERDAM





MASTER THESIS 
SECTION AUDITING, ACCOUNTING AND CONTROL
AUDIT FIRM TENURE AND AUDIT QUALITY
An assessment of the merits and demerits of audit firm tenure policies and an empirical investigation into the relation between audit quality and audit firm tenure length in the Netherlands.
August, 2009
Author:

Frank Duijm 

Student number: 271219

Supervisor:

K. Achterberg

PREFACE

In the spring of 2008 I started the process of writing this thesis. What began as an effort intended to take at most three months, ended up costing me a lot more time than that. Not only did it take a considerable amount of time to come up with a well-defined, somewhat original and practically actually relevant subject, it also cost me a lot of time to gather and check the data required to actually perform the research I intended to do. Adding to the difficulties I was already faced with, I moved from Leiden to Rotterdam, started working at a Big 4 audit firm, started the post-Master courses at the Erasmus School for Auditing and Assurance and, last but not least, started to finally take driving lessons. 
Roughly a month short of a year and a half after I started working on this thesis, I was able to finish it, and with that, my Master in Accounting, Auditing and Control at the Erasmus University in Rotterdam. In the past few months, the continued postponements must have asked a lot of my thesis supervisor, Mr. Achterberg, but probably even more so from my parents, which, from time to time, already had to financially and mentally support me during the extended time I spent in college. For that, I owe the both of them my eternal gratitude and I hope I will to be able to repay their wonderful support in the future. Thank you so much!
Frank.
ABSTRACT
This thesis investigates the relation between audit firm tenure length and audit quality for Dutch listed firms in an attempt to assess the need for tenure length policies in the Netherlands. Similar to prior studies, earnings quality is used as a proxy for audit quality. Research findings, acquired using modified Jones model discretionary accruals as a measure for earnings quality, do not show the non linear relation found by some of the earlier studies, as a quadratic OLS regression model did not yield significant results for scale tenure length variables. However, significant results were found using a model with dichotomous tenure length variables: These results indicate that short audit firm tenure is not significantly associated with lower audit quality, as tenure length equal to or shorter than three years is negatively associated with discretionary accruals. Additionally, results indicate that audit firm tenure equal to or above nine years of tenure is positively associated with discretionary accruals and thus negatively associated with audit quality. However, most of the associations found were rather weak. Therefore, these results would have to be confirmed by future research in order to make any relevant recommendations for the use of tenure length policies in the Netherlands, especially as these policies will have a significant effect on the costs associated with increased audit firm switching. 
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1 INTRODUCTION

1.1 Background

The role of Arthur Andersen auditors in the Enron scandal of 2001 was a clear-cut example of violation of some of the most important ethical principles that auditors have to comply with. In a quick response to the public outrage caused by the Enron affair, the U.S. government passed the Sarbanes Oxley Act (SOx) in 2002. One of the Act’s provisions to address threats to the compliance with these ethical principles was mandatory partner rotation: To mitigate threats posed by extended partner tenure, the responsible audit partners were restricted from auditing clients longer than five years. 

In addition to above mentioned partner rotation, mandatory rotation of audit firms was considered as well: A policy which prohibits the entire audit firm from auditing clients more than a specific number of years. However, after opposition from - among others - the American Institute for Certified Public Accountants (AICPA), a rotation requirement was eventually not included in SOx. The AICPA - as well as several accounting academics which were consulted by the U.S. General Accounting Office (GAO) - were concerned that mandatory rotation could negatively affect audit quality due to an unnecessary loss of client specific knowledge resulting from increased audit firm switching.  

In Europe, an audit firm rotation policy was originally suggested in the European Commission’s 8th Directive on Company Law dating back from 1984 (EC, 1984) and subsequently in the proposal for a revised directive in 2004 (EC, 2004). Similar to AICPA in the U.S., the Fédération des Experts Comptables Européens (FEE) opposed mandatory rotation policies. The FEE shared the AICPA’s concerns regarding the possible negative effects of increased audit firm switching and additionally argued that promoting the option of mandatory rotation would not be beneficial to the harmonization of auditing standards across Europe (FEE, 2004). As a result, references to audit firm rotation requirements were omitted from the New Directive on Statutory Audits (EC, 2006).
Another example of the worldwide regulatory responses to increased worries regarding the credibility of financial reporting is the recently revised International Federation of Accountants’ (IFAC) Code of Ethics. Apart from listing a number of fundamental principles which auditors have to comply with, this Code - although being a conceptual framework - extensively identifies threats to the compliance with these principles, circumstances which may produce these threats as well as possible safeguards to eliminate or reduce these threats. However, the possibility to rotate audit firms is not one of the safeguards mentioned.

In summary, mandatory audit firm rotation is not part of today’s most important international standards and the application of an audit firm rotation policy is therefore relatively uncommon. In Europe, Italy is the only European country with a rotation requirement for audit firms. After a period of nine years, Italian listed companies are required to switch audit firms. In recent history, Spain also had a flirtation with a rotation requirement. In 1989, Spanish regulators set the maximum length of audit firm tenure at nine years - similar to Italy. However, as soon as 1995 the rotation requirement was abandoned. Outside of Europe, Singapore (four years), Brazil and India (five years) and South Korea (nine years) are other examples of countries that have adopted an audit firm rotation requirement. In some of the countries that have adopted a rotation policy, a mandatory retention rule also exists. This rule prohibits listed firms from switching audit firm for a specific number of years in order to ensure that the audit firm is able to gain client specific knowledge in the first years of the engagement, thereby enhancing audit quality. Such a dual application of audit firm tenure regulation (both a rotation and a retention requirement) is present in for example Italy and South Korea. Both require the length of audit firm tenure to be at least three years and at most nine years. Alternatively, several European countries (e.g. Belgium, France and Spain) have adopted a single mandatory retention policy. For example, in France the audit firm is appointed for a minimum of six years after which the firm can opt to keep the audit firm for as long as deemed desirable. In Belgium and Spain, regulators - similarly to Italy and South Korea - require a minimal period of audit firm tenure of three years. 
1.2 Relevance
Considering the fact that several (European) countries still opt to regulate the length of audit firm tenure - either by implementing a rotation requirement, a retention requirement or both - while the use of such requirements has never been actively encouraged by regulators and standards setters, it is interesting to assess the merits and demerits of rotation and retention requirements in an attempt to ascertain the desirability of these audit firm tenure policies in a country in which no such policies yet exists: The Netherlands. 

Apart from the fact that no audit firm tenure regulation exists in the Netherlands, there has also been relatively little debate on the subject. The Dutch auditor independence guidelines (‘Nadere voorschriften inzake onafhankelijkheid van de openbaar accountant’) do not mention audit firm tenure policies (although it should be noted that - similar to provisions in SOx, the EC directive and the IFAC Code of Ethics - after seven years of tenure, audit partner rotation is required by these guidelines). The same applies to the Dutch corporate governance Code (‘Code Tabaksblat’) - which in part also concerns auditing - and the Dutch ethics code (‘Verordening Gedragscode’). 

In some (mostly opinion based) articles in the ‘De Accountant’ - a monthly journal of the Dutch institute for officially recognized accountants (NIVRA) - the possibility to mandate rotation or retention of audit firms has been sporadically mentioned as a possible option to increase overall compliance with ethical principles and restore investor confidence in financial reporting. However, several important subtleties with respect to the potential effects of audit firm tenure regulation on audit quality and switching costs have been largely ignored. An opinion based article that recently appeared in the web based version of ‘de Accountant’ (van Achten, 2008) briefly discusses the possibility to implement a mandatory rotation policy and refers to a Spanish study of the effects of such a policy, but neglects several intricacies that have to be taken into consideration when seriously assessing the need for and use of audit firm tenure policies.
The general lack of current attention for issues relating to the length of audit firm tenure makes this thesis’ investigation into the Dutch auditing environment and it’s assessment of the desirability of audit firm tenure regulation all the more interesting for Dutch regulators and practitioners. Additionally, this thesis can prove to be a small first step towards an increase in academic attention for the effects of the length of audit firm tenure on audit quality in the Netherlands - and therefore prove to be interesting for accounting academics as well. 

1.3 Goals 
The central problem of this thesis is whether a need to regulate the length of audit firm tenure exists in the Netherlands. Additionally, with respect to widespread concerns on the potential negative effects of audit firm tenure policies, a secondary problem is how rotation or retention requirements might affect overall audit quality and switching (costs) in the Netherlands. The two main goals of this thesis are to address above stated problems. The first of these main goals - identifying the potential need to regulate tenure length - will be addressed by examining the relation between audit quality and audit firm tenure length for Dutch listed firms over a twenty year period between 1989 and 2008. Consistent with several prior empirical studies on audit firm tenure and audit quality, this relation will be examined by means OLS regression analysis on the length of audit firm tenure and discretionary accruals as a measure for earnings quality, which in turn serves as a proxy for audit quality. As will be explained later in this thesis, alternative proxies for audit quality exist, but are not suitable when examining the Dutch market for financial statement audits due to its relatively small size. Accrual based models do not have this problem and are widely used in similar studies, which enhances comparability as well. However, accrual based models do have other significant drawbacks. These will be elaborated on when this thesis’ research design is discussed. Further, this thesis will build on existing literature - which mostly focuses on the relation between audit firm tenure length and audit quality in the U.S. - by examining this relation in the Netherlands and thus by providing evidence on the effect of audit firm tenure length on audit quality in a European country. Additionally, existing literature that allowed for a non linear relation between audit firm tenure length and audit quality found results contradicting the more common findings of literature that assumed a linear relation between tenure length and audit quality. Therefore, this thesis will also adopt a quadratic regression model to allow for such a non linear relation and attempt to replicate findings contradicting the general consensus that a linear relation between tenure length and audit quality exists. The second main goal concerns an assessment of the potential consequences of mandatory rotation and retention for audit firm switching (costs) and audit quality and involves analysis of several descriptive statistics of the Dutch listed firms and their auditors between 1989 and 2008. The above mentioned main goals of this thesis can be summarized in the following two research questions which will be answered at the end of this thesis:
· How is audit quality related with the length of audit firm tenure for Dutch listed firms between 1989 and 2008?
· How will audit firm tenure policies affect audit firm switching (costs) and audit quality in the Netherlands? 
1.4 Outline 
To provide a thorough understanding of the importance of above mentioned goals and the means by which this thesis will try to achieve those goals, the following questions will be answered as well:

1) Why is the quality of financial statement audits important?

2) What determines the quality of financial statement audits?

3) How can the length of the audit firm’s tenure influence audit quality?

4) How can mandatory rotation of audit firms be beneficial to audit quality?
5) What are the potential disadvantages of mandatory rotation? 

6) How can mandatory retention of audit firms be beneficial to audit quality?

7) What are the potential disadvantages of mandatory retention?

8) How can audit quality be measured?

9) What are the findings of prior empirical studies regarding the association between audit firm tenure length and audit quality?

10) What are the findings of other empirical studies of importance to audit firm tenure policies?
The remainder of this thesis is organized as follows. Chapter two provides a broad theoretical introduction to the central problem of this thesis and will answer the first seven questions. In doing so, this chapter will provide a framework (see figure 1) for discussions on the audit firm tenure length, audit quality and the possibility to implement tenure length policies. Part of this framework is a number of issues which are important to a discussion on the need for and use of audit firm tenure policies but which are not included in this thesis’ empirical research. Therefore, these issues may prove to be useful opportunities for future research on audit quality in the Netherlands. Extant empirical research on these issues as well as on the relation between tenure length and audit quality is reviewed in chapter three. In effect, chapter three answer questions eight, nine and ten. In order to answer the earlier stated research questions, chapter four will discuss this thesis’ research design and develop and test research hypotheses regarding the association between tenure length and audit quality. More specifically, this chapter will discuss considerations regarding model construction and sample selection methods, will reflect on the findings and limitations of the conducted research and will also make several recommendations regarding future research opportunities and regulatory courses of actions. Finally, chapter five will provide a brief overview of this thesis’ most important points. 
2 THEORETICAL FRAMEWORK
2.1 Introduction

This chapter will provide a theoretical background for the empirical research discussed in the next two chapters. First, the nature of auditing will be briefly elaborated on, in order to convey the importance of auditing and audit regulation to capital market efficiency and the economy as a whole. Second, this chapter will explain that the auditor’s compliance with ethical principles is very important to audit quality. Third, several views on auditor independence and audit quality will be discussed. Fourth, the possible consequences of two different types of audit firm tenure policies will be discussed, as the need for, and use of such policies in the Netherlands, is the subject of this thesis’ research in chapter four. Finally, a brief summary of the discussions in this chapter will provided at the end of this chapter.
2.2 Auditing 
Arens et al. (2006, p. 4) define auditing as “the accumulation and evaluation of evidence about information to determine and report on the degree of correspondence between the information and established criteria”. This thesis focuses on financial statement audits. Therefore, in above stated quote, ‘information’ refers to the accounting information in the financial statements and the ‘established criteria’ refer to the accounting standards that the reporting firm should adhere to. Rephrased: Financial statements audits determine whether the accounting information they contain is stated in accordance with accounting standards.

Auditing falls within the broader definition of an assurance service. According to Arens et al. (2006, p. 8) such a service is a “professional service that improves the quality of information for decision makers.” In the case of financial statement audits, the ‘decision makers’ are users of financial statements. The most important users of financial statements are the reporting firm’s providers of debt and equity capital (or investors and creditors). These parties provide the firm with the financial means to achieve its business objectives and expect a future return on their investment - in the form of dividends or rent - for doing so. Therefore, they will be concerned with the risk that the firm does not achieve these objectives (‘business risk’) as they could suffer a loss on their investments or loans as a result of that. Additionally, providers of debt and equity capital will also be concerned with the risk that the firm’s managers will not truthfully report on their success in achieving the firm’s objectives. This follows from agency theory (Jensen and Meckling, 1976) and positive accounting theory (Watts and Zimmerman, 1986), which predict that managers will always pursue their self interests and act opportunistically. To mitigate the conflict of interests between managers (agents) and owners (principals), the interests of managers can be aligned with those of the owners by implementing an equity based managerial reward structure. However, it is hypothesized that such equity based reward structures - as well as managerial ownership - may cause the manager to intentionally distort accounting information in order to be able to influence stock market prices and meet or beat financial intermediaries’ expectations as this may increase the level of their equity based financial compensation or the value of shares and options owned. In essence, aligning manager and owner interest through reward structures and ownership may have effects detrimental to the reliability of financial reporting. Financial statement audits are therefore implemented as a monitoring mechanism (Deegan and Unerman, 2006) that reduces the manager’s inclination to bias information. 
The distorted accounting information that results from intentionally biased reports renders the decision making process of investors and creditors more difficult as the information becomes unreliable. Furthermore, the use of unreliable information in the decision making process can lead to sub optimal decisions being taken on the part of investors and creditors (‘information risk’). This risk causes investors and creditors to demand a premium on their investment (dividends) and loan (interest) returns. Therefore, the higher the information risk, the higher the costs of capital (financing costs) for the reporting firms. Financial statement audits support the decision making process of investors and creditors by improving the reliability of the accounting information used in this process. When users of financial statements regard financial statements to be reliable, they will base their expectations - regarding future economic benefits from investment or lending activities - on the accounting information in these statements and use this information to its full extent in their decision making process (‘capital market efficiency’). Additionally, when users of financial statements regard financial statements to be reliable, risk premiums will also be reduced. In summary, financial statement audits are necessary to increase capital market efficiency and decrease the cost of capital.
2.3 Auditor independence 
To be able to effectively add to the reliability of accounting information, auditors have to comply with several ethical principles. Section 100 of the IFAC Code of Ethics lists the following fundamental principles that auditors have to comply with: integrity, objectivity, professional competence and due care, confidentiality and professional behavior. However, probably the most well known and most important requirement for auditors is their obligation to be independent from the audit client. Section 290 of the IFAC Code of Ethics states: “For financial statement audit clients, the members of the assurance team are required to be independent of the financial statement audit client. Such independence requirements include prohibitions regarding certain relationships between members of the assurance team and directors, officers and employees of the client in a position to exert direct and significant influence over the financial statements.” The practical prohibitions to which the IFAC refers - which, apart from prohibitions regarding personal relationships, also include prohibitions with respect to direct or indirect material financial interests in the client firm - are intended to ensure that during the audit, the auditor possesses a “state of mind that permits the expression of a conclusion without being affected by influences that compromise professional judgment, allowing an individual to act with integrity, and exercise objectivity and professional skepticism.” From the above stated quotes follows that independence is the mental attitude required for the auditor to be able to adhere to fundamental principles as objectivity, integrity and professional skepticism - and - that independence requirements are the prohibitions (with respect to any personal or financial interest in the audit client) that induce the required mental attitude.
Following the definition used by the IFAC, an auditor is more likely to be integer, objective and more likely to display a high level of professional skepticism when he strictly adheres to independence requirements and therefore restrains himself from developing personal or financial interests in the audit client. Following the same line of reasoning, if the auditor does not strictly adhere to the independence requirements, there is a bigger chance that the auditor will fail to comply with earlier mentioned fundamental principles. However, even when the auditor adheres to independence requirements and possesses the mental attitude required to comply with the fundamental principles such as professional skepticism and objectivity, he will not necessarily comply with these principles at all times. This maybe seems trivial, but with respect to the elaboration on threats to audit quality later in this chapter, this is a very important subtlety and often overlooked by academics and regulators. In advance of that elaboration: An auditor that adheres to all the recently increased independence requirements might, in some circumstances, still impair his objectivity and professional skepticism without even himself being aware that this is so. The essence is that unintentional failure to comply with the fundamental principles can have equally serious consequences as the intentional violations of independence requirements, which - ever since the Enron scandal - have proven to be a very popular subject of study for academics and subject of concern for regulators. 
Besides neglecting the possible unintentional failure to comply with ethical principles and the undeserved exclusive focus on independence requirements, many studies interchangeably use concepts as ‘independence’ and ‘objectivity’ as well as ‘auditor independence requirements’ and ‘ethical requirements’ without making clear to which specific phenomenon they are actually referring. In order to prevent adding to this lack of clarity, this thesis will make careful use of above mentioned concepts. Whenever the phrase ‘auditor independence’ is used, the mental attitude that enables the auditor to comply with the fundamental principles is meant. When this thesis mentions ‘auditor independence requirements’, it refers to the many prohibitions regarding the personal and financial interests that an auditor could have in their clients. 
2.4 Audit quality

According to DeAngelo (1981), audit quality depends on the chance that breaches with sound accounting policies are both detected and reported. The chance that accounting irregularities and possibly resulting financial statement misstatements are detected by the audit firm is influenced by many different variables, of which the most intuitive are probably the competence of individual auditors and the general level with which professional (technical) standards are met by the audit firm’s employees. In contrast, auditor independence - through its effect on the auditor’s inclination to comply with the fundamental principles of objectivity, professional skepticism and integrity - is likely to affect both the chance of detection (objectivity and professional skepticism) and reporting (integrity) of accounting irregularities. Consequently, it can be reasoned that auditor independence is the most important determinant of audit quality. For instance, Arens et al. (2006, p. 5) state: “The competence of those performing the audit is of little value if the (auditors) are biased in the accumulation and evaluation of evidence.” In other words, although the auditor’s individual competence is of considerable importance to the quality of the audit, the auditor’s independent attitude (and thus his compliance with ethical principles) provides auditing with its ‘raison d’être’: Without compliance with objectivity, integrity and professional skepticism, there would be no reason for audits to even exist. 
Apart from the independent attitude that auditors need to have when performing audits, auditors also have to be ‘independent in appearance’
 to the users of financial statements. Similar to the way that auditor independence is important to audit quality, investor and creditor perceptions of auditor independence are of importance to the perceived quality of audits and therefore to the perceived reliability of the financial statements. As explained above, this reliability is of considerable importance to capital market efficiency. Therefore, perceptions of audit quality are important to capital market efficiency as well. As long as actual audit quality is uncompromised, nothing is wrong. However, when it is not, an ‘expectations gap’ emerges. Such a gap between actual and perceived audit quality can result in the fact that investors or creditors will invest in or grant loans to firms whose upbeat financial reports wrongfully indicated financial prosperity. Whenever investors and creditors are confronted with this gap (possibly by sudden bankruptcies after accounting hidden malpractices) they are not only likely to lose their money, but - more importantly - also their confidence in financial reporting and auditing. (This was the case at the turn of the century when accounting scandals such as the one at Enron followed each other in quick succession.) As explained earlier, the loss of confidence in financial statement reliability will cause investors and creditors to demand higher risk premiums. Eventually, this can lead to a structural increase in the cost of capital which negatively affects the economy as a whole. The fact that in the past few years, governments and regulatory bodies all over the world have significantly increased the amount of financial disclosure and independence requirements to respectively increase accounting and auditing quality illustrates that above mentioned threat is real.
2.5 Views on auditor independence and audit quality
Several opinion based papers - such as Moore et al. (2006) and Kaplan (2004), which adopt a behavioral approach to auditing, and O’Conner (2002) which has a legal perspective on auditing - argue that the increase in independence requirements and auditor oversight were necessary to increase compliance with ethical principles - and therefore to increase audit quality - but not sufficient. In general, they perceive auditors to be incapable of performing audits while being truly independent and in continued compliance with all ethical principles. Therefore, they perceive auditors to be structurally jeopardizing audit quality and financial statement credibility. Consequently, they argue that the auditing profession is in need of either a total structural reform (O’Conner) or at least in need of additional regulatory scrutiny (Kaplan and Moore) to protect against the intentional (O’Conner) and unintentional (Kaplan and Moore) failures to comply with ethical principles. Moore argues that unintentionally compromised objectivity increases the likelihood that fraudulent financial reporting remains undetected, which could ultimately have severe consequences for public confidence in financial reporting and auditing. Additionally, Moore posits that the auditing industry itself is responsible for the fact that conflict of interests and impaired audit quality continues to exist because of their repeated successful political lobbying activities that beneficially influences regulatory interventions. Kaplan argues that a combination of pressures on both junior and senior audit personnel - resulting form audit firm policies - leads them to display ethical unsound behavior that is detrimental to the quality of the performed audit. Furthermore, Kaplan argues that threats to compliance with the professional skepticism requirement will continue to exist despite recently introduced regulatory measures such as partner rotation. Finally, O’Conner quite controversially advocates a complete structural reform of the auditing profession to safeguard sufficient compliance with ethical standards. He argues that the current lack of confidence in financial reporting and auditing profession is due to the fact that underlying principles of the current auditing system result in audit firms neglecting their responsibility to comply with ethical principles such as objectivity and integrity. O’Conner refers to the ‘fact’ that audit firms are hired and paid by the firm they audit. According to O’Conner, auditors are therefore prone to be more concerned with pleasing the client’s management than with serving the interests of investors and creditors. O’Conner explains that - despite the role of the audit committee and the general meeting of shareholders in the selection and remuneration of audit firms - the client’s management has considerable influence in the acceptance of future audit and non audit engagements. Therefore, O’Conner concludes that pleasing the client’s management is more in line with the audit firm’s financial interests than serving public interest. In summary, O’Conner concludes that the inherently flawed auditing system cannot be repaired by increasing regulation as this would be a short term solution to a structural problem. 
Although some of the above mentioned views on the policies of audit firms, tendencies of audit team members and the adequacy with which independence requirements affect compliance with ethical principles, are quite interesting and worth mentioning, an extensive review of these views falls outside the scope of this thesis. After Enron and the introduction of SOx, possibly thousands of papers on auditor independence have been written. In that respect, the views of Moore, Kaplan and O’Conner on auditor independence are nothing out of the ordinary and will therefore not be discussed more extensively. The interesting aspect of their views - and the reason for their inclusion in and importance to this thesis - is the fact that they share the concern that a long period of audit firm tenure could have a negative effect on audit quality. 
According to Moore, this effect is thought to be brought about by the intrusion of unconscious bias, escalating affiliation with the client and an increasing acquiescent attitude towards the client that ultimately impair objectivity. Similarly, Kaplan - who discusses the effects of long audit firm tenure in more detail - argues that, after several years of auditing the same client, complacency (the unquestioned reliance on previous years’ findings) and the lack of a fresh look on the client’s accounting policies could possibly harm professional skepticism. However, despite the individual nature of these independence requirement violations, Kaplan rejects the assumption that partner rotation is an adequate measure to counter these threats and therefore advocates rotation of the entire firm. For example, he explains that when audit staff below the responsible partner is promoted, a lack of a fresh look on accounting and financial disclosure decisions will remain and that this will effectively nullify the intended effects of a partner rotation requirement. Additionally, Kaplan argues that when a partner is assigned to a new client, he or she is likely to rely on the audit work previously performed by the staff below the previous partner and that the tendency to defer to their explanations will be substantial. Kaplan also asks himself whether it is likely that a new audit partner within the same audit firm will challenge conclusions of his or her predecessor and challenge financial reporting practices that were condoned by the same audit firm in the past. Finally, Kaplan explains that when a new partner (assigned to an important client with whom a long relationship has been maintained in the past) proves to be ‘difficult’ by asking tedious questions regarding previously condoned financial reporting practices, he is likely to be reassigned to another client. According to Kaplan, the audit firm’s management will not let such a ‘difficult’ partner jeopardize the economic benefits of important long term client relationships. In summary, Kaplan - as well as O’Conner and Moore - plead for mandatory rotation of audit firms. According to them, an entire new team of auditors with a fresh look on the client’s practices and procedures as well as a new responsible audit partner that feels comfortable when challenging these practices and procedures will safeguard auditor independence and therefore improve overall audit quality. 

2.6 Mandatory audit firm rotation

An audit firm rotation policy can potentially be beneficial in two ways. One way is by enhancing investor perceptions of audit quality as investors could perceive extended relationships with audit clients to be impairing ethical conduct and thus to be negatively affecting the quality of the performed audit, with all possible consequences for the credibility of the financial statements: In an experimental study, Daniels and Booker (2006) show that a rotation requirement is likely to increase perceptions of audit firm independence among bank loan officers and investment analysts. Because improving capital market efficiency is one of the most important motivations for recent increases in accounting and audit regulation, requiring audit firms to rotate might prove to be useful when it significantly increases investor confidence in financial reporting and when such a requirement is not associated with unreasonable high switching costs (the effect of mandatory rotation on switching costs will be discussed in the second subsection of this paragraph). Several recent empirical studies (e.g. Mansi et al., 2004; Ghosh and Moon, 2005; Boone and Khurana, 2007) examine the association between various measures for the perceived credibility of financial reports and the length of audit firm tenure. Some of these studies will be briefly discussed at the end of the next chapter. However, it should be noted that this thesis does not include similar research and therefore does not provide insights with respect to the relation between the length of audit firm tenure and the perceived credibility of financial statements in the Netherlands. One important reason for this omission is the difficulty with which the relevant data can be obtained for Dutch firms; another is the general lack of consensus on how to measure the perceptions of investors and debtors. Still, the effects of audit firm tenure policies on the general public’s perceptions of audit quality constitute an interesting avenue for future research in the Netherlands.
Another way in which mandatory rotation of audit firms could potentially safeguard audit quality is by directly mitigating the earlier discussed threats to professional skepticism, objectivity, integrity and otherwise sound ethical conduct: In an experimental study, Dopusch et al. (2001) show that in a setting with mandatory rotation or a setting with both mandatory rotation and retention (which will be discussed later in this chapter), individual auditors are less likely to be biased. Similarly, Arel et al. (2005) show in another experimental study that audit firms are more likely to modify their audit opinion after the discovery of material misstatements or violations of generally accepted accounting principles in a rotation scenario. Furthermore, the required rotation of audit firms could mitigate the hazardous consequences of a phenomenon called ‘low balling’, which - because of its intricacies - deserves some careful attention and will be discussed in the first subsection of this paragraph. As stated above, the required rotation of audit firms might safeguard the independent mental attitude of individual auditors and thus mitigate threats to the compliance with ethical principles. 
More specifically, rotation of firms could eliminate the familiarity threats
 that Moore and Kaplan identified: Promoted personnel would no longer be able to extend an already cozy relationship with the client and internally rotated personnel would no longer be able to rely on work done by colleagues in previous years of the engagement. Additionally, rotation of firms could also mitigate the self review
 and self interest
 threats: Rotated personnel would no longer have to hesitate to question previous audits as they would have been performed by a different audit firm altogether - and - the audit firm’s management would have no reason to reassign ‘difficult’ new partners that ‘jeopardize’ the audit firm’s economic benefits from long term client relationships, as the audit firm wouldn’t be able to build or continue such lasting relationships anyway. As above mentioned failures to comply with several ethical principles are argued by Kaplan and Moore to increase with the length of audit firm tenure, they are argued to result in a decline of audit quality (and thus in a decline in audit firm scrutiny on client accounting and reporting practices) as the length of the audit firm’s tenure increases. Several recent empirical studies (e.g. Johnson et al., 2002; Geiger and Raghunandan, 2002; Myers et al., 2003; Carcello et al., 2004; Davis et al., 2007) have attempted to ascertain whether and how audit quality is associated with audit firm tenure. These studies will be discussed in the next chapter, after which this thesis will conduct a similar investigation into the relation between audit quality and audit firm tenure in chapter four.
2.6.1 Low balling 

As stated above, an important potential benefit of mandatory rotation of audit firms is its potential ability to address a phenomenon called low balling. DeAngelo (1981) notes that audit firms that are able to retain their audit clients enjoy the prospect of earning future economic benefits (referred to as ‘earning quasi rents’) and enjoy a competitive advantage over other outside audit firms because switching audit firms is involved with significant start up costs for the new audit firm (gaining client specific knowledge) and significant transactions costs for the audit client. To overcome this disadvantage and to be able to secure potential future economic benefits, outside audit firms engage in a price competition strategy known as low balling. Low balling is a pricing strategy used by audit firms to acquire clients by offering their audit services at low initial fees. These low initial audit fees generally do not reflect the expected time and effort required to perform a thorough audit (acquiring all the audit evidence required by professional standards). Firms adopting a low balling strategy could therefore be faced with economic pressure to retain the client in order to make sure that the initial investment (the high startup costs are not equalled by the initial audit fees) pays dividends in the future (this pressure constitutes the earlier explained self interest threat). This pressure could hamper the overall independent attitude of the audit firm towards the audit client and may lead to decline in audit firm scrutiny over client financial reporting. In essence, low balling could significantly impair auditor independence (and thus audit quality) in the first years of the engagement. For this reason, several academics (e.g. Geiger and Raghunandan, 2002) argue that shortening the length of auditor - client relationships by means of an audit firm rotation policy may harm overall audit quality rather than improve it (as there are more start up periods with presumed reduced independence due to the effects of low balling price competition). However, a rotation policy faces the audit firm with the fact that it has a limited period of tenure. This could restrict the audit firm’s incentives to engage in low balling practices in the first place, as the firm would not be able to offset the incurred startup costs and make a significant profit later during the engagement. Carcello et al. (2004) point out that in 2003, the U.S Commission on Public Trust and Private Enterprise acknowledge this potential of a mandatory rotation requirement: “Rotation of auditors would also reduce any financial incentives for external auditors to compromise their judgment on borderline accounting issues. In disagreeing with management, auditors would no longer be risking a stream of revenues that they believed would continue in ‘perpetuity,’ since the audit engagement would no longer be perceived as permanent.” (U.S Commission on Public Trust and Private Enterprise 2003, p. 34) The ‘stream of revenues’ that is believed to ‘continue in perpetuity’ is referred to by Carcello et al. (2004) as the audit firm’s inclination to view existing client relationships as sources of a perpetual annuity which could significantly impair their independent attitude towards clients and therefore may significantly impair audit quality. Johnson et al. (2002) also acknowledge the possibility that a rotation requirement may mitigate the negative effects of low balling. They conclude their study with the remark “To the extent that the decline [in audit quality] is due to an audit firm's incentives to capture future revenue streams from the client, mandatory rotation, by shortening the future revenue stream, could mitigate the decline documented in this study.” (Johnson et al., 2002, p. 656)
Apart from the direct economic pressure that audit firms apply to themselves when they adopt a low balling pricing strategy, there could be another worrying consequence of such a pricing strategy. For example, Kaplan (2004) is considerably concerned with the effects of low balling on the construction of time budgets, and, through these time budgets, on audit quality. Kaplan explains that completing the tasks as set out by the audit program within the specified time budget is a critical requirement to members of the audit team. Exceeding these time budgets might get the audit to run behind schedule and therefore bust the engagement’s cost budget which was formulated when the audit fee was determined. Whenever audit fees are agreed upon that do not reflect the amount of work necessary to perform the audit in compliance with generally accepted auditing standards - as is the case when audit firms adopt a low balling pricing strategy - their low nature is likely to be reflected by equally tight time budgets. In other words, low balling strategies could result in tight time budgets that in turn could increase pressure on audit firm personnel. According to Kaplan, this increase of pressure results in the fact that members of the audit team shy away from further investigation of possible accounting irregularities out of fear from busting their time budget and subsequent negative evaluations from their managers. Kaplan further identifies two possible options for the auditor to deal with this pressure. The first is that the auditor chooses to work the additional hours to resolve the potential issue but doesn’t record the time spent in order to prevent exceeding his time budget. Kaplan refers to this as ‘ghosting’ and explains that it has two adverse effects. The first - as argued by Kaplan - is that ghosting translates to the time budgets of the following year as these will be based on the previous year’s significantly understated records of time spent. In essence, the following year’s audit team members would face similar time pressures, because last years audit team members were ‘apparently’ able to complete all the tasks as set out by the audit program, without exceeding the time budget. The second by Kaplan predicted effect of ghosting could have more immediate consequences. He argues that the auditor’s choice not to record the actual time spend means that the auditor will also not be financially rewarded for his efforts. Kaplan argues that this is not a long term strategy many auditors are likely to adopt. According to Kaplan, this will cause especially the junior auditors to opt to ignore possible low level irregularities and attribute any risen doubts with respect to the client’s accounting practices to their own inexperience or ignorance. Kaplan refers to his phenomenon as ‘selective perception’. Kaplan subsequently explains that when accounting problems are missed or ignored at the lowest level, they can’t be resolved by more experienced auditors later during the audit either. Although the above briefly discussed views of Kaplan regarding the effects of time budgets on the effort of individual auditors (and therefore on audit quality) are not by definition a correct reflection of common audit practices in the Netherlands, it is not difficult to see that existence of low balling pricing strategies may increase the probability that the effects predicted by Kaplan materialize.
In summary, audit firms adopt low balling pricing strategies because they expect to develop a long lasting client relationship that face them with contingent economic rents. Therefore, implementing a rotation requirement could deprive the audit firm of the prospect of these future rents, potentially rendering a low balling pricing strategy useless (less useful) and thereby safeguarding overall audit quality. In that respect, low balling is of considerable importance when discussing the possible use of a mandatory rotation policy. With the introduction of the Dutch ethics code (‘Verordening Gedragscode’) code in 2006, the low balling phenomenon has - to limited extent - been addressed: Section B1 240.1 (NIVRA, 2006, p. 19) warns that low balling practices may hamper a conscientious audit that meets professional standards. A mandatory rotation policy could therefore prove to be useful as it could reduce the low balling and its possible negative effect on compliance with ethical principles, while avoiding the legal impossibility to prohibit price competition. Therefore, when assessing the need to further address the potential negative effects of low balling in the Netherlands, insights in the audit fee negotiation tactics and fee settlement trends of Dutch audit firms - as well as insights in the way Dutch audit firms handle time budgets and supervise compliance with professional standards - are essential, as low balling pricing strategies are not measurable from outside these firms. Because this thesis does not provide above mentioned insights, it can only posit that mandatory rotation of audit firms could be useful in the Netherlands, when Dutch fee negotiation tactics do show low balling characteristics, and when Kaplan’s scenario does accurately reflect the effect that the time budgets of Dutch audit firms have on audit team members. Therefore, further investigation into above mention affairs will be needed to assess whether they actually warrant the introduction of a firm rotation policy. In order to suggest potential avenues for such investigations, existing empirical research (e.g. Sankaraguruswamy and Whisenant, 2005; Jensen and Payne, 2003; Craswell and Francis, 1999) on the effects of low balling on audit quality will be briefly discussed in the last section of chapter three.
2.6.2 Switching costs 
As mentioned in this thesis’ introduction, there is considerable concern that an audit firm rotation policy will result in increased audit firm switching costs. These concerns are based on the following rationale: During the first years of the audit, the audit firm is assumed to have to familiarize itself with the audit client. This process of familiarization (which is also referred to as ‘gaining client specific knowledge’ or ‘learning’) is assumed to require a significant investment from the audit firm. Therefore, it is reasoned that when audit firm switching increases as a result of a rotation requirement, the frequency of these initial investments - or switching costs - will also increase. Another feature of the learning hypothesis is that it predicts that audit quality will be positively associated with audit firm tenure during the first years of the engagement. Conversely, it predicts that audit quality is lower during the first years (the audit startup) than during later years of the engagement. Opponents of mandatory rotation of audit firms use this prediction of the learning hypothesis to reason that increased switching will lead to increased audit startups and therefore to an increase in periods where audit quality is lower. In essence, they argue that overall audit quality will decline as a result of a mandatory rotation policy. 
2.7 Mandatory audit firm retention

The above discussed negative effects of mandatory rotation (increased audit firm switching) can potentially be mitigated by requiring the firms that will not be affected by a rotation requirement - because they (on average) retain their audit firm for a shorter period of time than the maximum period allowed by the rotation requirement - to retain their audit firm for a longer period of time. Such a requirement will reduce audit firm switching among these firms, thereby reducing both the switching costs and loss of client specific knowledge associated with audit firm switching among these firms. Thus, such a requirement could create an effect opposite to the effect of a rotation requirement. Furthermore, a mandatory retention policy could potentially mitigate the intimidation threat
 that is constituted by a phenomenon called ‘opinion shopping’. 
2.7.1 Opinion shopping

‘Opinion shopping’ refers to the client management’s tendency to consult audit firms with a more acquiescent attitude when the current audit firm is likely to issue an unfavorable audit opinion or when disagreements regarding specific accounting issues exist. Subsequent to successful opinion shopping activities, the client firm’s management can dismiss their current audit firm - thereby preventing the likely issuance of an unfavorable audit opinion - and appoint the more acquiescent audit firm. In a mandatory retention setting, audit firms no longer have to worry about disagreeing with client management on specific accounting issues as they are guaranteed tenure for a specific number of years. Therefore, a required period of retention could potentially mitigate the client firm’s ability to threaten the current audit firm with their dismissal. Opinion shopping will only pose an intimidation threat to those parties that are concerned with losing the client. One could argue that it is questionable whether the big audit firms of today are concerned with the loss of one client because of their large number of clients. Therefore, one might conclude that opinion shopping does not pose a threat to today’s big audit firms. However, an important consideration is the level on which engagement related decisions are being made and the relative importance of the client engagement to the decision makers - not to the entire audit firm. In other words, the possibility that the responsible office or audit partner is concerned with losing his client is considerably more probable. The partner only has few clients. Therefore, the loss of one of them - especially when it concerns a big client - is likely to affect his career. As decisions regarding the treatment of accounting issues are taken by the responsible partner, the intimidation threat could still materialize when the client engages in opinion shopping activities - even when the audit firm in itself won’t be bothered with the loss of one client. Other important considerations with respect to the possibility that the client firm will dismiss its audit firm are that fact that recent increases in audit committee requirements have decreased client management’s discretion over the audit firm’s tenure, and the fact that an audit firm dismissal could be attracting significant negative media and shareholder attention, especially when a credible and logical explanation for the dismissal is lacking. Several studies (e.g. Chow and Rice, 1982; Krishnan, 1994; Lennox, 2000; Lennox, 2002) on audit firm switching elaborate on these considerations. Although it should be noted that most of these studies fall outside the scope of this thesis - as they are more concerned with corporate governance than with financial statement audits - some of these studies will be briefly discussed in the last section of next chapter’s review of empirical literature.
2.7.2 Moral hazards and reputational capital 
In a mandatory retention scenario, the client firm would not be able to switch audit firms. Therefore, a free market for financial statement audits would effectively be non existent for the period of the mandated retention. In today’s fast paced business world - in which firms may experience significant growth or shifts in the nature of their operations in relatively short periods of time - firms would not be able to switch audit firms even if their demand for (audit) services has significantly changed since the beginning of the engagement. Apart from not being able to meet changing client needs, audit firms might also lack incentives to sufficiently meet existing client service needs, as the audit firm is guaranteed tenure for a specific number of years anyway (a moral hazard problem). However, audit firms are not likely to be inclined to shirk on their obligation to provide a good quality services if such behavior could render them vulnerable to litigation threats. Additionally, today’s audit firms operate in a highly consolidated business characterized by fierce competition, any involvement with investor lawsuits or feuds with clients may seriously harm their reputation and competitive position. Furthermore, audit firms will generally look beyond the period of required retention and aim to extent their relationship with the client in order to further invest in their reputational capital: Considering the incentives audit firms have to keep clients after having incurred significant startup costs, being ‘fired’ soon after the retention period due materializing moral hazards with respect to the quality of services provided may be interpreted by the market as a problem with the audit firm rather than with the client firm (Geiger and Raghunandan, 2002). In essence, the audit firms’ interest in extending the engagement beyond the mandated period of retention and concern not to impair their reputational capital could restrict the likelihood that a period of guaranteed tenure will impair audit quality. Finally, returning to the potential drawbacks of a rotation requirement, such a requirement may restrict the audit firm’s attempt to invest in their reputational capital as they will not be able to extend existing engagements beyond the period that is allowed by a rotation requirement. Thus, from the viewpoint of the audit firm, a rotation requirement may limit their options to differentiate themselves from other audit firms.

2.8 Summary
In the introduction of this thesis, several questions were formulated by means of which a better understanding of this thesis’ research was to be provided. This chapter has answered the first seven of these questions. A brief summary of the answers is provided below.
1) Why are good quality audits important? 

The credibility of financial statements is of considerable influence on capital market efficiency and has a significant effect on the cost of capital.  This credibility can be impaired by an existence of a possible conflict of interest between the reporting entity’s management and its owners. This conflict of interests may lead to an unfair reflection of the firm’s financial position and performance in the financial statements. Good quality financial statement audits are therefore necessary to safeguard the credibility of financial reporting.
2) What determines the quality of audits? 
Intuitively, professional standards (e.g. professional competence) are of great importance to the audit firm’s ability to detect material misstatements in the financial statement. However, the auditor’s level of compliance with ethical principles - for an important part influenced an independent mental attitude that follows from strict adherence with independence requirements - is arguably even more important to audit quality as it influences both the chance that accounting irregularities which could possibly lead to financial statement misstatements are both detected and reported.

3) How can the length of the audit firm’s tenure influence audit quality?
Several threats to the compliance with ethical principles exist. These threats include the familiarity threat, self interest threat, self review threat and the intimidation threat. It is argued that some of these threats, in particular the familiarity threat, increases as the length of audit firm tenure increases. Accordingly, it can be reasoned that the increase in these threats could impair the level of compliance with ethical principles and that as a result of that, audit quality could decrease as well.
4) How can mandatory rotation of audit firms be beneficial to audit quality?

Mandatory rotation could reduce the chance that familiarity, self interest, self review and intimidation threats materialize as a result of extended audit firm tenure. Mandatory rotation could potentially also enhance perceptions of audit quality, thereby enhancing capital market efficiency. The need for such a measure therefore depends on the relation between (perceptions of) audit quality and audit firm tenure length. Additionally, mandatory rotation could reduce the tendency of audit firms to engage in low balling pricing strategies. These strategies may harm audit quality as a result of increased dependence on future economic benefits associated with a long term client relationship. Additionally, these strategies may lead to overly tight time budgets that cause insufficient adherence to professional standards (another important determinant of audit quality).
5) What are the potential disadvantages of mandatory rotation? 
The most important potential disadvantage of mandatory rotation is the increase in audit firm switching. A higher switching frequency of audit firms implies that audit firms have to invest more often in acquiring firm specific knowledge. These initial investments constitute the switching costs. Thus, a rotation requirement could lead to higher switching costs. Furthermore, the fact that audit firms need to acquire firm specific knowledge during the startup period of the engagement implies that audit quality is lower during the startup period that after that period. Therefore, an increase in switching could mean an overall decrease in audit quality. 
6) How can mandatory retention of audit firms be beneficial to audit quality? 

Mandatory retention of audit firms could have an opposite - and therefore positive - effect on switching costs and audit quality in comparison with mandatory rotation. In essence, client firms that have a short average period of audit firm retention could be required to retain their audit firm for a longer period of time, thereby possibly increasing audit quality and reducing switching costs. Because of this possible opposite effect on switching costs and audit quality, a retention requirement can potentially mitigate the negative effects of a rotation requirement when that requirement is deemed necessary to address the threats to audit quality posed by long term audit firm tenure. Another potential beneficial effect of a retention requirement is the fact that it could reduce the intimidation threat posed by successful opinion shopping activities by the client firm: If the client firm has found an audit firm with a more acquiescent attitude towards specific accounting matters than the current audit firm, it could opt to dismiss the current audit firm in order to prevent differences of opinion leading to the issuance of an unfavorable audit opinion. Because the intimidation threat (of dismissal) could impair the audit firm’s overall independent attitude towards the client, mandatory retention of the audit firm could prove to be useful.
7) What are the potential disadvantages of mandatory retention?

Client firms will not be able to switch audit firms for the period of required retention. This implies that when their service needs due to market or business developments, they will not be able to switch audit firms. Additionally, as audit firms are guaranteed tenure for the period that retention is mandatory, they might lack incentives to render services that meet client expectation. However, the audit firm’s reputational capital and the threat of lawsuits are likely to safeguard audit quality under mandatory retention.
3 PRIOR EMPIRICAL STUDIES
3.1 Introduction

This chapter will discuss the findings of empirical studies on the association between audit firm tenure and audit quality in order to assess to what extent the hypothesized effects of audit firm tenure length on audit quality (which were discussed in the previous chapter) have thus far been confirmed in a real world setting. In order to provide a better understanding of the research methods used by above mentioned studies, this chapter will start with discussing the methods used to assess audit quality. At the end of this chapter, several studies on topics related to audit quality and audit firm tenure, which were covered in the previous chapter (e.g. perceptions of audit quality, low balling and opinion shopping), will be briefly discussed as well. Because the research discussed in chapter four is only indirectly related to these studies, their brief discussion is included to provide a more comprehensive review of research opportunities when assessing the need for and use of audit firm tenure policies. 
3.2 Audit quality proxies
DeAngelo (1980) defines audit quality as the chance that accounting irregularities are detected and reported. In the previous chapter, this thesis already explained that compliance with both professional (technical) standards and ethical principles are of great importance to the probability that these irregularities are detected and reported and that they therefore determine the quality of the audit. However, the level of compliance with these standards and principles is not directly observable by outsiders. Thus, audit quality cannot be measured directly and has to be approximated. To do this, several ‘proxies’ for audit quality exist. The most common is the one used in this thesis’ research design and discussed in this paragraph’s first subsection: earnings quality. Other proxies are the frequency with which earnings have to be restated, the frequency with which other than unqualified auditor’s opinions are issued, and the frequency with which bankruptcies occur after the issuance of an unqualified auditor’s opinion. These will be briefly discussed in a subsequent subsection.

3.2.1 Earnings quality 

Although a public firm’s ultimate goal is to generate cash inflows in excess of cash outflows, cash flows - in contrast to earnings - are not the most commonly used measure for financial performance. In an empirical study, Dechow (1994) discusses the differences in usefulness of cash flows and earnings as a performance measure. She argues that an important problem of using cash flows as a performance measure on short time intervals is the fact that such a measure will contain noise resulting from the timing and matching differences between cash outflows and cash inflows: Cash inflows for a specific performance do not always occur in the accounting period in which that performance was completed, and, cash outflows for a specific performance do not always occur in the accounting period in which the cash inflow for the same performance occurred. Dechow also shows that a long production cycle and volatile operating, financing and investment activities increase the timing and matching problems inherent to the usage of cash flows as a measure for performance. Dechow explains that the development of generally accepted accounting principles enhanced performance measurement by promoting the usage of accrual of revenues and deferral of expenses (hereafter accruals) to alter the timing of cash flow recognition in earnings: Under accrual accounting, revenues (expenses) are reflected in earnings figures when they are generated (incurred), regardless of the moment of cash inflow (outflow) which is the basis for cash accounting. Dechow empirically shows that the accrual process’s ability to mitigate the timing and matching problems of cash flows increase the ability of earnings - relative to cash flows - to explain stock price changes. However, Dechow also identifies a potential problem with the accrual process: accruals are partly subject to management discretion. As the semi strong efficient market hypothesis - which underlies all capital market research - predicts that market participants are only able to consider information made public in their investment decisions, managerial discretion over accruals allows the firm’s management to reflect private information regarding the firm’s cash generating ability in reported earnings. This further enhances the ability of earnings to measure firm performance. But, it also allows management to opportunistically manipulate earnings which reduces the reliability of reported earnings. This process - which was briefly introduced early in the previous chapter - is known as earnings management. Although different definitions of earnings management exist, it can be summarized as the aggregate of opportunistic transactions and opportunistic use of flexibility in accounting standards to influence accounting information (not limited to earnings alone) in such a way that the desired level of financial performance or position can be conveyed to users of financial statements. Depending on the definition used, earnings management may also encompass conservative accounting policies (which are income decreasing instead of income increasing reporting choices and activities). Although - in a worst case scenario - earnings management can be used to mislead investors and creditors, the general consensus is that earnings management is within the confines of generally accepted accounting principles (i.e. earnings management does not include fraud). Still, earnings management has been a cause for considerable concern: In his famous speech ‘The Numbers Game’ (Levitt, 1998), former U.S. SEC chairman Levitt warned for an undue managerial focus on meeting earnings expectations and an increasing inclination among audit firms to condone the management’s attempts to exercise their financial reporting discretion to increase earnings figures. 
Concluding the discussion on accruals, Dechow states that there is a tradeoff between the relevance and reliability of performance measures as determinants of earnings quality: Accrual accounting mitigates the timing and matching problems of cash accounting, which increases the ability of earnings to reflect the firm’s true economic performance on relatively short time intervals. On the other hand, managerial discretion over accruals can be misused which may potentially distort accounting figures to the point that investors and creditors make suboptimal decisions and eventually lose confidence in financial reporting.
With respect to the suitability of earnings quality as a proxy for audit quality, DeFond and Francis (2005) remark that whether audit quality is positively associated with earnings quality (a central assumption of this thesis’ research) depends upon the definition of both audit quality and earnings quality: This thesis uses DeAngelo’s (1981) definition of audit quality (the chance that material misstatements are both detected and reported) and follows Arens et al.’s (2005) definition of the goal of auditing (improving credibility of accounting information). Additionally, this thesis follows Dechow’s (1995) definition of earnings quality (a tradeoff between relevance and reliability). Therefore, this thesis posits that audit quality (the chance that material misstatement are detected and reported) is positively associated with the credibility of earnings. 
The credibility (quality) of earnings is often measured by the discretionary part of above discussed accruals. Over the last decades, several models have been developed that use discretionary accruals to detect earnings management (i.e. measure earnings quality). One of the most familiar and widely used of these accrual based earnings management models is the (modified) Jones (1991) model. This basic model will serve as a starting point for this thesis’ research design which is covered in the next chapter. 
Underlying most accrual based models is the fact that they separate discretionary from nondiscretionary accruals. This process - which involves regressing several variables that drive nondiscretionary accruals on total accruals and interpreting the  residuals as discretionary accruals - is argued by many (see e.g. McNichols, 2000; McNichols, 2002; Hribar and Collins, 2002; Kothari et al., 2005 and Ball and Shivakumar, 2005) to be error prone: It is argued that numerous circumstances may lead nondiscretionary accruals to be interpreted as discretionary accruals, which obviously has significant unwanted effects for inferences drawn on associations between discretionary accruals and the variable of interest (tenure length in the case of this thesis). Although several research design choices (discussed in the next chapter) proved to be more or less successful in addressing above mentioned problems, accrual based models continue to be criticized for their ability to accurately estimate the residuals (discretionary accruals). Nevertheless, many studies have continued to use discretionary accruals - or more specifically the modified Jones model - as a starting point for assessing earnings or audit quality. For as far discretionary accruals can be argued to be an unreliable measure for earnings quality (audit quality), comparability with previous studies that examine a possible association between tenure length and discretionary accruals will justify this thesis’ use of discretionary accruals (earnings quality) as proxy for audit quality.
3.2.2 Other proxies for audit quality

Apart from earnings quality, several other proxies for audit quality exist as well. One of these proxies is the amount of earnings restatements. The frequency of earnings restatements constitutes direct evidence that the audit firm earlier failed to detect or report the misstatement. In that respect - and considering the earlier mentioned definition of audit quality - the frequency of earnings restatements is very suitable approach to assess audit quality. However, in their review of audit quality research, DeFond and Francis (2005) remark that earnings restatements are relatively rare and they do not identify undetected or unreported misstatements that were not restated. Additionally restatements do not always indicate problems with audit quality. For instance, they can be the result of changes in accounting policies. For these reasons, this thesis will not adopt earnings restatements as a proxy for audit quality. Another measure for audit quality is the frequency with which other than unqualified (modified) audit opinions are issued by the audit firm. It is hypothesized that the tendency of audit firms to issue other modified opinions is direct evidence of the level of audit firm scrutiny on client reporting and therefore an indicator for audit quality. However, similar to earnings restatements, modified audit opinions are relatively scarce - especially so in the Netherlands, as will be shown in the next chapter - and therefore not very suitable when the available sample size is relatively small. Furthermore, both Francis and Krishnan (1999) and Bartov et al. (2000) report that auditors are more likely to issue modified audit opinions for firms with large discretionary accruals than for similar firms with smaller discretionary accruals, which implies that the frequency of modified audit opinions is related to earnings quality (audit quality). In essence, when modified audit opinions are relatively scarce, discretionary accruals are arguably a better ‘measure’ for audit quality.

The amount of audit failures that precede bankruptcies can also be an indicator of audit quality. This approach is similar to above mentioned approach of earnings restatements in the sense that the unobservable failure to detect or report misstatements precedes a specific observable event (earnings restatement or bankruptcy). In comparison with earnings restatements, bankruptcies (following the issuance of financial reports accompanied with unqualified audit opinions) indicate more serious audit failures. However, bankruptcies are even more uncommon than earnings restatements. When the sample size is relatively small - like in the Netherlands - using the frequency of bankruptcies that were preceded by unqualified audit opinions as an indicator for audit quality can be problematic. Therefore, this thesis will not use this proxy for audit quality.
3.3 Audit quality studies
Recent empirical studies that adopt above discussed proxies for audit quality for a large part find similar results: Most studies find lower audit quality for short audit tenures, but find no significant association between long audit firm tenure and audit quality (Johnson et al., 2002; Geiger and Raghunandan, 2002; Carcello and Nagy, 2004;). Therefore, these studies generally confirm the learning hypothesis (which was discussed in the previous chapter) and find that audit quality is positively associated for the first years of the audit engagement. These studies are inconsistent with (the in the previous chapter reflected) concerns that extended audit firm tenure may decrease objectivity and professional skepticism. Myers et al. (2003) find that long audit firm tenure is also significantly associated with audit quality. They find a positive linear association between audit firm tenure length and audit quality. Therefore, their findings contradict earlier mentioned concerns for the consequences of long audit firm tenure on audit quality. In contrast, Davis et al. (2007) find a non linear association between tenure length and audit quality: They argue that audit quality is low early in the engagement period, increases due to learning effects and declines again after a period of at least twelve years of audit firm tenure. To provide more insight in - and possible reasons for - the differences in the findings of above mentioned studies, an overview of the type and measurement of the audit quality proxy as well as the measurement of tenure length will be provided below. Detailed considerations with respect to sample selection and model construction will be discussed in the next chapter where this thesis’ research design is presented.
3.3.1 Audit quality proxy and measurement

Johnson et al. (2002), Myers et al. (2003) and Davis et al. (2007) adopt earnings quality as an audit quality proxy in their studies on a relation between tenure length and audit quality. To measure earnings quality, Johnson et al. use absolute discretionary accruals. In contrast, Davis et al. use signed discretionary accruals. Apart from the intuitive income increasing accruals, Johnson et al. also take income decreasing accruals into consideration in their measure for earnings quality. Johnson et al. argue that the decision to use signed or discretionary accruals depends on the nature of the study, or, whether there is an a priori expectation regarding the firm’s management’s incentives. They state that in the case of such an a priori expectation, signed discretionary accruals represent a more powerful test. However, Johnson et al. remark that over longer periods of time, incentives to manage earnings may differ as they are dependent on year specific situations. Additionally, they argue that the magnitude of absolute discretionary accruals serves to measure the extent to which managers intervene in reporting accounting earnings numbers rather than only measuring the firm’s success in managing earnings up or downwards. Davis et al. focus on the extent to which signed (positive - or - income increasing) discretionary accruals allow the reporting firm to meet or beat analyst’s earnings forecasts. Effectively, their research design implicates an a priori expectation on the firm’s management’s incentives: They are concerned with the firm’s management’s incentives to overstate earnings in order to meet the earning benchmarks as they are aware that failure to meet those benchmarks is often severely penalized by the capital market. Thus, Davis et al. use signed discretionary accruals. 
Geiger and Raghunandan (2002) and Carcello et al. (2004) use alternative proxies for audit quality. Geiger and Raghunandan point out that the general public views not signaling any concern regarding the client firm’s ability to continue as a going concern prior to their bankruptcy as an audit failure by the audit firm. For this reason, they use the frequency with which unmodified audit opinions are issued in the year prior to bankruptcies as a proxy for audit quality. Although it is highly likely that firms that eventually file for bankruptcy show signs for concern regarding the going concern assumption prior to their demise (e.g. lawsuits, poor liquidity and solvency ratio’s, large asset write downs that impair the firms ability to generate future income), it is not unimaginable that developments that ultimately lead to bankruptcy take place within a limited amount of time and fall outside the scope of the auditor’s radar. Additionally, the failure to issue modified audit reports prior to bankruptcy can also be a result from the client firm’s ability to keep fraudulent accounting matters deliberately off the audit firm’s radar until it’s too late. Whether this is a result from insufficient audit quality or not is not an obvious matter. Geiger and Raghunandan argue that the general public will nonetheless view such situations as an audit failure and use this argument to justify their choice for modified audit opinions prior to bankruptcies as a measure for audit quality. Additionally, they argue that when audit firm tenure length is indeed negatively associated with the frequency with which modified reports are issued prior to bankruptcies, calls for a rotation requirement will be justified. However, one could argue that is quite possible that a larger number of instances exist in which breaches with sound accounting practices are not detected or reported by the audit firm but do not lead to bankruptcy either. These instances may still have lead to financial losses on the part of investors and creditors and to a subsequent loss in the credibility of financial reporting and thus to an increase in the cost of capital. Essentially, these instances - ignored by Geiger and Raghunandan - may still warrant a rotation requirement for audit firms.
Carcello and Nagy use yet another alternative and indirect measure for audit quality: They identify instances of actual fraudulent reporting behavior by examining the U.S. Securities and Exchange Accounting and Auditing Enforcement Releases. By adopting such a measure for audit quality, Carcello and Nagy - like Geiger and Raghunandan - implicitly assume that detecting fraudulent financial reporting falls within the scope audit firm responsibilities, or at least, that detecting and reporting fraudulent reporting practice partly constitutes audit quality. As a justification for their research method, Carcello and Nagy argue that is at least unclear whether a rotation requirement is needed to reduce non fraudulent instances of earnings management. That is, they argue that the use of (income increasing) discretionary accruals mostly falls within the confines of generally accepted accounting principles and therefore, that - even if they are positively associated with audit firm tenure length - do not necessarily warrant such a drastic measure as mandatory rotation of audit firms. Additionally, they point out that discretionary accruals have several limitations regarding comparability and inferences made with respect to management’s incentives. Notwithstanding such limitations, exclusively focusing on fraudulent reporting might still leave important indications for impaired audit quality out of considerations. Studying the audit firms’ ability to constrain managerial earnings management attempts (the relation between income increasing discretionary accruals and audit firm tenure length) on the other hand might ignore fraudulent accounting practices that do not involve accruals. 
3.3.2 Tenure measurement and findings
Johnson et al., Geiger and Raghunandan and Carcello and Nagy all use dichotomous variables indicating whether tenure is long or short. One potential problem of using such variables is the arbitrary cut offs that depend on the definitions used for short, medium and long tenure. Above mentioned studies define tenure as short when it is equal to or shorter than three years. They define tenure as long when it is equal to or longer than nine years. All of the above studies expect that audit quality is lower in the start up period of the engagement (due to a lack of client specific knowledge), and consequently reflect this expectation in their hypotheses. As their findings corroborate their expectations (in all three of above mentioned studies short tenure is found to be positively associated with audit quality, despite of differences in audit quality measures), it is fair to assume that a their definition for short tenure is fairly accurate. However, for long tenure, one might argue that the long tenure cut off at nine years could be more problematic. For instance, when relatively many observations exist with nine and ten years of tenure and relatively few with fifteen years or more, it may prove difficult for the model to yield significant findings, especially when the hypothesized effects of long tenure on audit quality occur after a longer period of time than the arbitrary cut off of nine years. Johnson et al., try to mitigate this problem by using alternative cut offs at eight and ten years, however this does not influence results. As Davis et al. find that audit quality declines not before a period of twelve years and most likely after fifteen years, the alternative cut off used by Johnson et al. of ten years may be inappropriate as well. 
In their univariate model, Myers et al. divide their sample into tenure deciles to mitigate the problem that the scarcity of long tenure observations hampers the precision of the model used. In a multivariate model, Myers et al. use an ordinal variable for audit firm tenure length. Contrary to Carcello and Nagy and Geiger and Raghunandan, they are able to find significant results for long tenure: Results from both their univariate and multivariate models indicate that long audit firm tenure is associated with higher audit quality than short or medium tenure length. These findings are in contrast with the findings of Davis et al. which use both ordinal and dichotomous variables for audit firm tenure length. To control for the hypothesized non linearity in the relation between audit quality and tenure length, Davis et al. estimate a model which includes two ordinal measures for tenure: tenure length in years and the square of tenure length in years. By doing so, Davis et al. construct a quadratic model which would allow for a concave (inverted U shape) relation between audit quality and tenure length. Davis et al. explain that different coefficient signs for tenure and tenure squared might corroborate their expectation regarding a nonlinear relation between tenure length and audit quality. Additionally, for reasons of comparability with earlier mentioned studies, Davis et al. construct a secondary model with both absolute and signed discretionary accruals as measure for audit quality and dichotomous variables with cut offs at three years (short) and fourteen years (long) as measures for tenure length. Short tenure length is found to be significantly positively associated with negative discretionary accruals and long tenure length is found to be positively associated with absolute and positive discretionary accruals and negatively associated with negative discretionary accruals. With respect to the arbitrary nature of dichotomous variables, Davis et al. also use alternative cut offs at four and five years for short tenure length and eighteen and twenty years for long tenure length. These alternative cut offs do not influence the significance of the associations found. Davis et al. point out that these results indicate that as tenure length increases, income increasing discretionary accruals increase as well and that during the startup period of the audit engagement, income decreasing accruals are less common. When compared with the findings of Johnson et al., Davis et al.’s findings provide reasons to believe that a long term indicator variable with a cut off at eight, nine or ten years may be inappropriate to catch the effects of long term audit firm tenure of audit quality. As a potential cause for the fact that their findings differ from those of Myers et al., Davis et al. point out that models used by Myers et al. don’t allow for non linearity. Additionally, they suggest that the different source of their sample (IBES) compared to that of Johnson et al. and Myers et al. (COMPUSTAT) might imply a difference in the firms’ incentives to engage in earnings management, as IBES firms on average face more pressure to meet analyst earnings forecasts than COMPUSTAT firms. However, Davis et al. remark that firms reporting under the scrutiny of financial intermediaries are exactly the firms of concern for regulators considering audit firm tenure policies. Furthermore, Davis et al. provide a potentially even more convincing argument for the use of the IBES database: IBES firms represent over 80% of the assets of the entire COMPUSTAT database although IBES firm year observations constitute only a fraction of total COMPUSTAT observations. In other words, IBES firm year observations are arguably more relevant, as they - on average - concern bigger firms with more analyst following. This might increase the power of the regression models used by Davis et al. in comparison with Myers et al. and Johnson et al. which also use accruals based models but fail to find comparable results.
Above discussed considerations regarding audit quality and tenure length measures are key to this thesis research design which is discussed in the next chapter. Apart from the direct relation between tenure length and discretionary accruals, other issues are also of importance when considering audit firm tenure policies. These issues were identified and discussed in the previous chapter but are not part of research in the next chapter. Below, several empirical studies that address these issues are briefly reviewed to provide a more comprehensive review of research opportunities which could prove to be beneficial when assessing the need for and use of audit firm tenure policies.

3.4 Related studies
3.4.1 Perceptions of audit quality

Earlier in this thesis, it was explained that investor perceptions of audit quality affect financial report credibility and that perceptions of financial reporting credibility affects the cost of both debt and equity capital. Several studies have been conducted on the effects of audit firm tenure length on investor and creditor perceptions of financial report credibility by measuring the cost of capital (e.g. Mansi et al., 2004; Boone and Khurana, 2007) and the capital market responses to the release of new earnings information (e.g. Ghosh and Moon, 2005). However results of these studies contradict each other. Mansi et al. find that providers of debt capital view long audit firm tenure to improve credibility of financial reports. They find that tenure is negatively associated with the cost of debt capital which suggests that bondholders perceive long tenure to be improving with extended audit firm tenure. Accordingly, Ghosh and Moon find that the magnitude of earnings response coefficients is positively related with audit firm tenure. These results confirm the intuition that financial reporting by quick audit firm turnover is perceived to be less credible. However, an alternative explanation to their findings is that extended audit firm tenure length is associated with higher levels of earnings management (as found by Davis et al., 2007) and that bondholders simply reward the firm for their ability to show upbeat financial reports which are in fact due to impaired audit firm scrutiny on financial reporting. Furthermore, research designs of above mentioned studies use a single ordinal variable measuring the length of audit firm tenure in years and thus do not allow for a nonlinear relation between tenure length and perceptions of financial reporting credibility. Therefore, these studies are not able to detect a potential reverse effect on audit quality occurring later in the engagement period. Similar to the earlier discussed study by Davis et al. (2007), Boone and Khurana (2007) use both tenure and tenure squared variables to allow for a non linear relation between tenure length and equity risk premiums. Remarkably similar to Davis et al., they find the lowest point (highest point) of equity risk premiums (financial report credibility) to be around thirteen years, after which an inverse effect of tenure length materializes. In summary, effects of tenure length on perceptions of financial report credibility are clearly positive for at least the startup period of the engagement. For longer tenure lengths, indications exist that the relation initially found to be positive may prove to be nonlinear and become negative after at least ten years of tenure. Further research that allows for such a nonlinear relation between will have to point out whether perceptions of financial report credibility warrant the required rotation of audit firms.
3.4.2 Low balling

Such a rotation requirement, as explained earlier, might also mitigate the effects of low balling. As initially predicted by DeAngelo (1981), low balling can occur as a result of price competition. In an event study, Jensen and Payne (2003) confirm this prediction for the audit market in Florida (USA) as they find that the introduction of price competition led to low balling practices which further led to the elimination of fee premiums for specialization, significant market share gains for low cost audit firms and an overall loss of industry level expertise. These results suggest that low balling may pair overall audit quality. Additionally, Sankaraguruswamy and Whisenant (2005) find that initial audit prices are discounted and the level of discount partially depends on the tenure length of the previous audit firm which suggests that the new audit firm uses the low initial fees to overcome the competitive disadvantage of not having the client specific knowledge that the incumbent audit firm has. With respect to the direct effects of low balling on audit quality, Beeler and Hunton (2000) survey seventy three audit partners from big audit firms and find indications that the “presence of contingent economic rents will increase the auditors’ search for supportive information, cognitive distortion of audit evidence and pre-decisional self-justification behavior.” Additionally, they find indications that these processes will be positively associated with the likelihood of positive going concern assessments and negatively associated with initial time budget revisions. Above mentioned indications for the presence and effects of low balling might promote research on this subject for the Dutch audit market, as it may add to the discussion regarding the need and use of a rotation policy. However, actual empirical evidence requires proprietary data on audit costs and profit margins which is generally not that easily available and render future research opportunities more difficult.
3.4.3 Opinion shopping

Earlier in this thesis, it was explained that a retention policy might mitigate the negative effects of a rotation policy on audit firm switching. Additionally, it was posited that a retention policy might mitigate opinion shopping activities that may potentially harm audit firm independence and thus audit quality by creating an intimidation threat. Several empirical studies (e.g. Chow and Rice, 1982; Krishnan, 1994; Lennox 2000, 2002) on audit firm switching exist. Despite the use of different methodologies, consensus exists on the fact that the frequency of modified audit opinions is positively associated with audit firm switching, suggesting that companies that receive modified opinions are more likely to switch audit firms. Therefore, audit firms might hesitate to issue modified reports as clients that are confronted with unfavorable opinions dismiss their audit firms more often. However, Lennox (2000) points out that little direct empirical evidence exists on the presence of such threats. Therefore, an alternative approach to assess whether opinion shopping might impair audit quality is examining the successfulness with which companies engage in opinion shopping. Chow and Rice (1982) and Krishnan (1994) fail to find evidence that post switch opinions are less likely to be modified (i.e. subsequent opinions do not improve). In other words, these studies indicate that companies do not successfully engage in opinion shopping because post switch opinions are not modified less often than pre switch opinions. Lennox (2000) points out that these studies ignore the possibility that switching companies would have received modified opinions more often had they not switched. In addition, Lennox states that these studies only consider the successive reports of switching companies and therefore ignore the possibility that non switching companies also engage in opinion shopping. Furthermore, Lennox (2000) finds that the reports U.K. firms would have received under opposite switch decisions are predicted to be significantly less favorable. Additionally, Lennox (2000) states that the general lack of communication between incoming and outgoing auditors in the U.K. may increase the scope for opinion shopping behavior. These findings are supported by Lennox’ U.S. based study (2002) which further finds that about 17% of U.S. audit firm dismissals are motivated by opinion shopping and 15% of the U.S. audit committees do not participate in audit firm dismissal decisions. In summary, Lennox’ findings suggests that companies do successfully engage in opinion shopping, which may increase reporting firms’ propensity to engage in opinion shopping and possibly maintain an intimidation threat to auditor independence. As stated above, a retention policy might mitigate such a threat and increase auditor independence (and thus audit quality) as the audit firm is guaranteed tenure for a specific period of time. More specifically, a retention policy might increase audit firm scrutiny on the reporting firm’s accounting choices as well as reduce the frequency with which firms receive unmodified audit opinions when they actually deserve a modified opinion - which, as Lennox (2000) points out, could have significant negative effects for investors and creditors. Therefore, future research on opinion shopping and its effect on audit quality in the Netherlands will be needed to assess whether implementation of a retention policy is warranted.
3.5 Summary 
In the introduction of this thesis, several questions were formulated by means of which a better understanding of this thesis’ research was to be provided. This chapter has answered the last three of these questions which concern prior research on the relation between audit firm tenure and audit quality as well as research otherwise related to audit firm tenure policies. A brief summary of the answers is provided below. 
8) 
How can audit quality be measured?


Audit quality cannot be measured as it is not directly observable. However, different proxies for audit quality are common. These proxies include, among others, earnings quality, the frequency of earnings restatements, the frequency of modified audit opinions and the frequency of bankruptcies that follow unmodified audit opinions and the frequency of audit failures. As all but the first of these proxies are unsuitable for research on a relatively small market such as the Netherlands, this thesis will adopt earnings quality as a proxy for audit quality. Earnings quality can be measured by examining the discretionary component of accounting accruals. It is hypothesized that larger (i.e. more positive or more negative) discretionary accruals are used to manage earnings in order to either meet or beat the expectations of financial intermediaries or create reserves that enable the reporting firm to show greater profitability later. Audit firms are expected to constrain the client firm’s inclination to manage earnings either up or downwards. Therefore, audit quality is hypothesized to be greater when discretionary accruals are smaller.
9)
What are the findings of prior empirical studies regarding the association between audit firm tenure length and audit quality?

Several recent studies find that audit quality is positively associated with audit firm tenure length for short tenure but find no significant results for long tenure: Johnson et al. (2002) finds that absolute discretionary accruals are only significantly positively associated with audit firm tenure for short tenure length which confirms the audit firm learning hypothesis. Geiger and Raghunandan (2002) and Carcello and Nagy (2004) respectively find similar results for unmodified audit opinions prior to bankruptcies and instances of fraudulent financial reporting. These studies do not find that long tenure is associated with decreasing audit quality. Myers et al. (2003) even find a significant positive association between long audit firm tenure and signed discretionary accruals. However, their model does not allow for potential non linearity in the relation between audit quality and tenure length that might warrant a rotation policy. Davis et al. (2007) use a second variable (the square of tenure length) in their model, which indicates that signed discretionary accruals increase as tenure length exceeds twelve years. Studies by Johnson et al., Geiger and Raghunandan and Carcello and Nagy fail to find such results as they define long tenure at most at ten years.
10) What are the findings of other empirical studies of importance to audit firm tenure policies?

Recent empirical studies by Mansi et al. (2004) and Ghosh and Moon (2005) respectively show that the cost of debt capital and earnings response coefficients are positively associated with audit firm tenure, suggesting that perceptions of audit quality increase with tenure length. However, similar to Davis et al. (2007), Boone and Khurana (2007) allow for a non linear relation between perceptions of audit quality and tenure length. They find that the cost of equity capital increases after thirteen years. Furthermore, as Davis et al. points out, an alternative explanation for the findings of Mansi et al. and Ghosh and Moon is that investors and creditors simply reward reporting firms for their ability to meet or beat expectations which is in fact due to their increased ability to manage earnings upwards as a result from decreased audit firm scrutiny after a long period of tenure. Thus, research into the effects of long audit firm tenure on investors’ and creditors’ perceptions of audit quality will have to allow for non linearity in order to be able to add to the discussion on whether a rotation policy is needed.

In a theoretical study, DeAngelo (1981) predicted that price competition will lead to low balling pricing strategies. U.S. based studies by Jensen and Payne (2003) and Sankaraguruswamy and Whisenant (2005) showed that low balling occurred after the introduction of price competition in the market for financial statements. Furthermore, the findings of these studies suggest that low balling may lead to the elimination of specialization in favor of low cost audits and therefore may harm audit quality. In support of such a hypothesis, Beeler and Hunton (2000) find that in the presence of contingent economic rents (which are associated with low balling pricing strategies), U.S. audit partners are inclined to bias reports, distort evidence and look for supportive information to backup their actions. Additionally, they find that these processes are positively associated with increased unmodified audit opinions and negatively associated with time budget revisions intended to investigate potential accounting irregularities. Therefore their findings indicate that low balling does indeed impair quality. A rotation policy might reduce incentives for low balling as it deprives audit firms of the prospect of future economic rents.

With respect to the potential use of a retention policy, several studies (e.g. Chow and Rice, 1982; Krishnan, 1994; Lennox, 2000, 2002) have found that audit firm switches are positively associated with modified audit reports, which suggest that the presence of an intimidation threat to audit firms. However, little direct evidence in support of the existence of such threats exists. Still, Lennox (2000, 2002) - in contrast to Chow and Rice and Krishnan - finds that companies successfully engage in opinion shopping. He finds for both the U.K (2000) and U.S (2002) that audit opinions prior to audit firm switches would have been less favorable, than post switch opinions. If companies do indeed successfully engage in opinion shopping, they might continue to do so, which may preserve an existing intimidation threat. Furthermore, such intimidation threats may lead to insufficient scrutiny on client accounting choices as well as to unmodified audit opinions being issued when a modified opinion would have been justified. As especially the latter can have significant negative effects for investors and creditors.
3.6 Conclusions

There does not exist one undisputed way to ‘measure’ audit quality, nor is there definite consensus regarding a possible relation between tenure length and audit quality. However, there are several straightforward rationalizations for the use of audit firm tenure policies to regulate audit firm tenure length (see chapter 2). Some of these rationalizations have ‘proved’ to be correct by either 1) empirical studies that adopt models that allow for the predicted non linear relation between (perceptions of) audit quality and tenure length or 2) studies that investigate phenomena indirectly related to audit quality. Results of the second category of studies seem to indicate that the overly strict time budgets resulting from low balling pricing strategies, and the auditor dismissal threat posed by client opinion shopping, are not only common but detrimental to audit quality as well. Therefore, in order to seriously add to the discussion on the audit firm tenure policies, it seems worthwhile to pursue such avenues of research in the Netherlands as well. However, these research approaches require proprietary information and/or insights into the views and actions of senior audit firm personnel, and may therefore be somewhat less feasible than studies of the fist category. These studies suggested that (perception of) audit quality may indeed decline after a period of extended tenure. In the next chapter, this thesis will try and reproduce such findings for the Dutch audit market using discretionary accruals as a measure for earnings quality which in turn is used as a proxy for audit quality. Although this approach seems to be stretching it a bit at first and is relatively error prone as well (details will be discussed in the next chapter), it is the most commonly used approach and therefore the most comparable. Furthermore, studies using different, more direct proxies for audit quality are of little academic or practical use in the Netherlands: Earnings restatements, other than unqualified audit opinions or even bankruptcies after unqualified audit opinions are to scarce in the Netherlands to be used in any meaningful statistical analysis. On the other hand, studies investigating perceptions of audit quality in the Netherlands may prove to be worthwhile as investor and creditor reactions to extended tenure are more directly observable and more readily available. However, such studies will have to allow for a non linear relation between the variables of interest and will also have to have a significant amount of firm year data at their disposal: Financial reporting credibility is unlikely to decrease before nine or ten years of audit firm tenure. Finally, if future studies adopting accrual based methods to investigate the relation between audit quality and audit firm tenure are able to produce results similar to the studies discussed in this chapter, the obvious limitations of the accrual based research approach could be cancelled out to some extent.

4 RESEARCH DESIGN AND EMPIRICAL ANALYSIS
4.1 Introduction

This chapter will discuss this thesis’ investigation of the relation between the length of audit firm tenure and audit quality in the Netherlands. Additionally, it will attempt to assess the effects that audit firm tenure policies may have on audit firm switching and audit quality in the Netherlands. The rest of this chapter is organized as follows. First, the statistical model used to identify a potential relation between audit quality and audit firm tenure length - including control variables used - will be discussed extensively. Second, the research hypotheses - which have effectively already been developed in the previous two chapters - will be formulated. Third, the sample selection method will be discussed. Fourth, research findings will be presented and several limitations will be pointed out. Finally, a brief summary is provided at the end of this chapter by answering the research questions stated in the introduction of this thesis.
4.2 Model construction

Dechow et al. (1995) discuss several accrual based models that discern discretionary accruals (as an indicator for earnings management) from nondiscretionary accruals. Dechow et al. evaluate these models for specificity (the model’s ability to prevent Type I errors, i.e. its ability to prevent falsely rejecting the null hypothesis) and power (the model’s ability to prevent Type II errors, i.e. its ability to prevent falsely accepting the null hypothesis). They note that early models by Healy (1985) and DeAngelo (1986) only measure nondiscretionary accruals correctly if they are constant over time and if discretionary accruals have a mean of zero in the estimation period. They also point out that nondiscretionary accruals are unlikely to be constant over time due to changing economic circumstances, for this reason, the power of above mentioned models is impaired. The Jones (1991) model relaxes the assumption that nondiscretionary accruals remain constant over time and includes revenues to proxy for the effect of changing economic circumstances. Additionally, it includes gross property plant and equipment (fixed assets) to better discern nondiscretionary accruals from total accruals. However, the Jones model does assume that all revenues are nondiscretionary. Dechow et al. argue that if earnings are managed through revenue recognition, the Jones model will display low power in detecting earnings management. For this reason, Dechow et al develop a modified version of the Jones model that addresses this limitation by subtracting a change in receivables from a change in revenues. This way, the opportunistic recognition of revenues - reporting receivables of which the generation of revenue is questionable at that point in time - is correctly identified as earnings management. However, the modified model also implicitly assumes that all changes in credited sales (receivables) are due to earnings management. According to McNichols (2000), this assumption is incorrect and therefore results in overstated estimates for discretionary accruals for firms with growing revenues. For instance, McNichols notes that relaxed credit terms result in the earlier recognition of revenues and thus to an increase in receivables relative to sales. In Dechow’s modified Jones model, such an increase in receivables would indicate earnings management, although it remains to be seen to what extent managers use credit policies to accelerate revenue recognition in order to portray higher earnings numbers.
Another important limitation identified by Dechow et al. is that ‘economically plausible magnitudes’ of earnings management (i.e. smaller than 5% of total assets) are unlikely to be detected. This might significantly impair the power of accrual based models such as the modified Jones model when applied to samples of firms where earnings average a similar percentage of total assets. In that scenario, ‘economically plausible magnitudes’ of earnings management would significantly increase earnings without being detected (McNichols, 2000). Despite these limitations, Dechow et al. find their modified Jones model to be exhibiting the most power in detecting earnings management and it has been the basis for many empirical studies investigating earnings quality in the past decade. Therefore, it will serve as a starting point for this thesis’ research as well. The modified Jones model for firm i in year t is:
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(1)
Where:
ACCi,t

= accruals for firm i in year t;

Ai,t-1

= total assets for firm i in year t-1;
ΔREVi,t
= change in revenues in for firm i;
ΔRECi,t   
= change in receivables for firm i;
PPEi,t 
= gross property plant and equipment (or gross fixed assets); 

β1i, β2i, β3i 
= firm specific OLS regression estimates; and

εi,t  

= the error term (or residuals) for firm i in year t. 

Accruals in above stated equation (1) can be obtained either directly using the cash flow method (earnings less net cash flows for total accruals or operating earnings less cash from operations for operating accruals) or indirectly using the balance sheet method. The latter approach is known to be a less precise approach due to non-articulation issues: Changes in balance sheet items are not always reflected in the income statement or cash flow statement. (See e.g. Hribar and Collins, 2002) But, as cash flow information is not always available or reliable, the balance sheet method is the most widely used. Despite its restriction on sample size, this thesis will still adopt the more direct cash flow method in order to be able to more accurately estimate discretionary accruals. 
When using the cash flow statement to calculate accruals, another consideration is whether to use total or operating accruals as input for the above stated modified Jones model. Total accruals would amount to the difference of net earnings and the sum of cash flows from operating activities, investing activities and financing activities. However, the last two amounts are generally more concerned with differences in balance sheet accounts such as fixed assets, equity and debt, than they are with reported earnings. (Untabulated regression results show that, with a coefficient of roughly .5 for net earnings and .8 for operating earnings, cash flows from operating activities are significantly associated with earnings, explaining about 50% of the variance in net earnings and above 80% in the variance of operating earnings. On the other hand, cash flows from investing and financing activities are not significantly associated with any of the two earnings figures.) Therefore, this thesis will use the operating component of accruals.
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Where:

OAi,t

= operating accruals for firm i in year t;

NOEi,t

= net operating earnings for firm i in year t;

CFOi,t

= net cash flow from operating activities for firm i in year t.

The earlier stated modified Jones model (1) can be estimated by using either a time-series or cross sectional approach. In a time-series approach, subsequent observations of individual firms are used to estimate firm specific coefficients for the variables that control for changing economic circumstances (revenues less receivables) and production capacity (gross property, plant and equipment) when explaining nondiscretionary accruals. A disadvantage of a time series approach - especially over large time intervals - is that it implies that the firm specific coefficients are stable across years. Additionally, a firm specific approach requires reasonable availability of subsequent observations for each firm. After reviewing over twenty earnings management studies, McNichols (2000) concludes most studies require firms to have at least ten years of data when adopting a time series approach. As a time-series approach to the modified Jones model would severely limit the sample size when conducting an accrual based study in the Netherlands, this thesis will adopt a cross sectional approach to estimate discretionary accruals. This approach implies using firm observations within a specific industry to estimate industry coefficients in model (3). A common and more specific approach would be to estimate coefficients for each industry year. However, it should be noted that the limited amount of available data for the Netherlands did not allow for industry-year analysis which would require at least ten observations per industry per year. Therefore, the cross-sectional analysis in this thesis shares the disadvantage of stable industry coefficients associated with a time-series approach. 
Recognizing this limitation of this thesis’ research design, another potential drawback of cross-sectional studies should be pointed out as well: McNichols (2000) refers studies which find that firms are more likely to manage earnings if they expect competitor firms to manage earnings. Therefore, according to McNichols, “researchers estimating discretionary accruals by industry […] may well overstate the magnitude of nondiscretionary accruals and understate the magnitude of discretionary accruals because industry level controls include the average level of discretion exercised by the industry.” (McNichols, 2000, p. 324) In essence, it can be argued that cross-sectional estimations of the modified Jones model may suffer from impaired power. Finally, Dechow et al. (1995) argue that, like other accrual based models, the specificity of the (modified) Jones model (1) becomes severely impaired in cases of extreme financial performance (either negative or positive) as that may significantly influence accruals (in subsequent years). Therefore, Dechow et al. emphasize the importance to control for performance when using accrual based models in an attempt to detect earnings management (i.e. measure earnings quality), as failure to do so would increase the possibility that it is concluded that earnings are managed where they are not. This concern is shared by Kothari et al. (2005). They find a modified Jones model, with lagged return on assets as an added regressor that controls for firm performance, to be the second most effective (i.e. least misspecified) option to estimate discretionary accruals. For this reason, this thesis will add ROA to model (1). Additionally, net cash flow from operating activities (CFO) will be added to model (1) as well: While extreme (relatively high or low) performance may increase absolute accruals, relatively large operating cash flows should have an opposing effect on accruals. To take this relation into account when studying discretionary accruals, several research papers (e.g. Subramanyam, 1996) have added CFO to the modified Jones model and this paper will do so accordingly. Finally, to reduce heteroscedasticity, all variables in model (1) are scaled by average total assets and a constant β0 is inserted as well. Above discussed adjustments to model (1) result in the following version of the modified Jones model:
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(3)
Where

ATAi,t

= average total assets for firm i in year t;

OAi,t  

= net operating accruals for firm i in year t;
ΔREVi,t
= change in revenues in for firm i in year t;

ΔRECi,t   
= change in receivables for firm i in year t;

PPEi,t 
= gross property plant and equipment (or gross fixed assets) for firm i in year t; 

CFOi,t

= net cash flow from operating activities for firm i in year t.

ROAi,t-1
= earnings before interest divided by total assets for firm i in year t-1;

β1, β2, β3, etc
= (countrywide or industry specific) OLS regression estimates; 

εi,t  

= model residuals for firm i in year t

As stated earlier, residuals from (3) constitute the firm’s discretionary accruals. Restating (3) gives:
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(4)
In constructing a model that studies the effects of audit firm tenure on discretionary accruals, several variables should be added to control for the possibility that the estimated discretionary accruals are driven by other factors: Firstly, previous research (e.g. Dechow, 1994; Dechow and Dichev, 2002) shows that larger firms have more stable operations (less fluctuating accruals) and therefore display a lower level of discretionary accruals. Therefore, a control for firm size is included using the natural log of total assets which is expected to be negatively associated with discretionary accruals. Second, a dummy variable is included to control for the possibility that earnings management incentives differ between firms incurring losses and profits: Firms which were likely to incur a loss could be inclined to manage earnings upward in order to show a small profit. (Therefore, firms which do not report a loss could be associated with higher discretionary accruals.) Alternatively, firms which do have to report a loss might manage earnings further downward (earlier referred to as ‘big bath accounting’) in order to be able to portray a rosier picture of financial performance in a subsequent reporting period. Therefore, the dummy variable loss is expected to be negatively associated with discretionary accruals. Third, firms with high leverage may face incentives to bias earnings upwards due to debt covenant restrictions. Therefore, leverage is also included as a control variable and expected to be positively associated with discretionary accruals. In summary, the following models are used to determine whether an association between discretionary accruals and tenure length exists:
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Where:

DAi,t

= discretionary accruals for firm i in year t;

Tenurei,t
= audit firm tenure length in years for firm i in year t;

SqTenurei,t
= squared audit firm tenure length in years for firm i in year t;

Shorti,t 
= dummy variable indicating whether audit firm tenure in year t for firm i was equal to or shorter than 3 years;

Longi,t
= dummy variable indicating whether audit firm tenure in year t for firm i was longer than 9 years;

Sizei,t

= natural log of total assets for firm i in year t;
Lossi,t

= dummy variable indicating whether firm i incurred a loss in year t;

Leveragei,t
= total debt to total assets for firm i in year t; and
β0, β1, β2, etc.
= OLS regression estimates.

4.3 Hypothesis development

Similar to the studies on audit firm tenure and audit quality (Johnson et al., 2002; Geiger and Raghunandan, 2002; Myers et al., 2003; Carcello and Nagy, 2004; Davis et al., 2007) discussed in the previous chapter, this thesis expects that audit firm learning (i.e. gaining client specific knowledge) implies increasing audit quality in the start up period of the engagement. Furthermore, in accordance with worries (among others expressed by O’Conner, 2002; Kaplan, 2004; Moore et al. 2006 - see chapter two) that extended audit firm tenure may decrease auditor independence and the audit firm’s adherence to ethical principles such as professional skepticism and objectivity on long term engagements, this thesis posits that audit quality will decline after long audit firm tenure. Therefore, this thesis expects a non linear relation between audit firm tenure length and audit quality.

As explained above, this thesis uses earnings quality as a proxy for audit quality and adopts an accrual based earnings management model to measure earnings quality. In the previous chapter it was also explained that when an a priori expectation regarding management incentives exist, the usage of signed discretionary accruals form a more powerful test for earnings management when compared to the usage of absolute discretionary accruals. Furthermore, it was explained that income increasing managerial interventions in earnings reporting are more worrisome for investors and creditors than conservative or income decreasing managerial reporting choices. Similarly, Becker et al. (1998) argue that auditors are more concerned with positive discretionary (i.e. income increasing) accruals and that therefore signed discretionary accruals are a more appropriate measure for earnings quality when earnings quality serves as a proxy for audit quality. Put differently, they suggest that audit risk is not symmetric between positive and negative discretionary accruals, and that absolute accruals can obscure the effectiveness of accruals as a proxy for audit quality. In that respect, this thesis will adopt signed discretionary accruals as a primary ‘measure’ for audit quality. 

With regard to the expected non linear relation between tenure length and audit quality, this thesis follows the research methodology used by Davis et al. (2007) and hypothesizes that discretionary accruals are negatively associated with audit firm tenure length and positively associated with the square of audit firm tenure length. Formulated in null form:

h10: audit firm tenure length is not significantly negatively associated with discretionary accruals

h20: the square of audit firm tenure length is not significantly positively associated with discretionary accruals

As follows from model (6), this thesis, like Davis et al. (2007), will use an alternative measure of tenure length as well. As explained above, audit quality is hypothesized to be non-linear, or, lower both in the first years and last years of the engagement period. Therefore, both dummy variables Short and Long are expected to be positively associated with discretionary accruals. Formulated in null form:
h30: firm year observations with audit firm tenure lengths equal to or lower than 3 years are not significantly negatively associated with discretionary accruals

h40: firm year observations with audit firm tenure lengths equal to or higher than nine years are not significantly positively associated with discretionary accruals

4.4 Sample selection
Research was conducted using two sets of data obtained from COMPUSTAT WRDS and Thomson One Banker. Auditor tenure data for the Netherlands was only available in the (legacy) COMPUSTAT Global Industrial database but financial data availability for Dutch listed firms was slightly better for Thomson One Banker. Therefore, Thomson One Banker firm year observations were complemented with auditor data from the COMPUSTAT database, and models (3), (5) and (6) were estimated using both sets. 

Initially, data for both sets was collected between 1989 and 2008. The first limitation regarding data availability concerned auditor data. Often auditor data was unavailable in the legacy COMPUSTAT Global Industrial database. In these cases, auditor data was retrieved via the databank available at www.company.info. Firm year observations for which auditor data was not available (often years prior to 1993), were deleted from both datasets. The second and most important limitation encountered in sample selection activities was the limited years for which cash flow data was available. More than twenty-five percent of the firm year observations for which auditor data was available, cash flow or other important financial data items were missing and thus deleted from the datasets. After eliminating observations which could potentially be incomparable (because of primary listings on stock exchanges other than the Amsterdam Stock Exchange, different reporting currencies or different accounting standards), the resulting datasets consisted of 1.522 and 1.401 firm year observations for the Thomson and COMPUSTAT dataset respectively. Before using both datasets to cross-sectionally estimate discretionary accruals using model (3) country wide, recorded firm year observations with extreme operating accruals (2) were deleted, which resulted in final datasets of 1.480 and 1349 for Thomson and COMPUSTAT respectively (see figure 1).
From these datasets, several subsets were constructed to be able to estimate model (3) coefficients and calculate its residuals in different ways, comparing results for these differently calculated residuals in models (5) and (6). First, from both COMPUSTAT and Thomson datasets, all firm year observations after 2004 were eliminated. This is done because the changes in accounting standards that were brought about by the introduction of International Financial Reporting Standards in 2005 may impair comparability of model (3) variables for firm year observations before and after 2005 and therefore reduce reliability of estimated model (3) coefficients. Second, firm year observations on both the original and the newly constructed pre-IFRS datasets were grouped using both two digit SIC codes and grouped SIC codes (see figure 5). Cross-sectional analysis on industry level (instead of countrywide) requires a certain minimum number of observations per industry. Although some earlier mentioned studies use a minimum of ten observations, this thesis uses a minimum of twenty-five observations per industry (or two digit SIC code). This is done to increase reliability of the estimated model (3) coefficients, as the model’s residuals are more likely to be homoscedastic and display a normal distribution when using more observations. Above mentioned adjustments of the original COMPUSTAT and Thomson datasets resulted in a total of six datasets that discriminated data in two dimensions: 1) all available firm years versus firm years prior to IFRS and 2) country wide versus industry wide versus the more specific two digit industry code. These six datasets were used to estimate model (3) coefficients, calculate its residuals (the discretionary accruals which are a measure for earnings management) and use models (5) and (6) to identify a possible relation between audit firm tenure length and earnings management (which is a proxy for audit quality). Essentially, these six datasets will be employed to answer the first of this thesis main research questions as posited in the introduction. The original two datasets (for composition details, see figures 3 to 6) will be used to investigate the second of the main research questions. 
4.5 Findings
4.5.1 Audit firm switching 
Earlier in this thesis, audit firm tenure length policies were discussed in relation to audit firm switching, as well as the costs associated with audit firm switching. As was explained in chapter 2, a retention requirement could be effective to safeguard overall audit quality by decreasing overall audit firm switching and thus decreasing the amount of audit startups and mitigating several threats to auditor independence and adherence to ethical principles (posed by the opinion shopping phenomenon for example). A retention policy of three years, like in other European countries such as Italy and Belgium, would imply that only firms that record tenure lengths shorter than three years are affected. However, using the above described samples for Dutch firms, only 9 of the recorded tenure periods were two years or shorter. The fact that tenure periods shorter than three years hardly ever seem to occur in the Netherlands and that the firms that did record such short tenure periods were all relatively small (with average total assets below the one hundred million Euro’s mark) might indicate that the positive effects on overall (perceptions of) audit quality of a 3 year retention rule in the Netherlands would be not significant. Investigating the positive effects that a retention policy requiring 6 years of tenure (like in France) might have on audit firm switching in the Netherlands could be worthwhile. However, serious investigation of tenure periods requires a significant amount of firm year observations with at least two recorded audit firm switches: The first to mark the beginning of the first period and subsequent switches to mark the ending and beginning of subsequent periods. However, the used samples only yielded 25 reported cases that recorded more than two audit firm switches in the sample period. As this is clearly insufficient, exploring the potential benefits of audit firm retention requirements in the Netherlands would probably be more fruitful when adopting a different avenue of research, which will be recapped in chapter 5.
As far as the costs of audit firm switching are concerned, audit firm retention requirements are of less importance, because audit firm switching - and thus the costs associated with such switches - is subject to the client firm’s management’s discretion: If client firms do not want to switch auditors out of cost considerations, they won’t be obliged to do so, and a retention requirement wouldn’t change anything in that matter. Obviously the same does not apply to a rotation requirement. If the average audit firm tenure length of the audited firm is higher than the proposed maximum tenure length, such a requirement will result in more frequent audit firm switching. More frequent audit firm switches implies more audit startups in which firms have to go through the process of client/auditor familiarization. As this process is relatively more time consuming and costly in comparison with later years of the engagement, it is argued that increased audit firm switching due to an audit firm rotation policy will increase switching costs. Additionally, this thesis posits that bigger firms are more likely to keep their audit firms for long periods of time than smaller firms, because the process of client familiarization is more complicated and thus relatively more costly for them than it is for smaller firms. Hence, if firm size is positively associated with audit firm switching frequency, bigger firms will be more likely to have to increase their audit firm switching frequency due to a rotation requirement than smaller firms, while at the same time, an increase in switching frequency has a greater negative effect for bigger firms than for smaller firms. This can be substantiated by analyzing the earlier discussed datasets to determine if and how firm size and audit firm switching are related. 

First, for both the original datasets, an ordinal variable ‘size category’ was constructed by using the 25th and 75th percentiles of total assets: Below the 25th percentile (or roughly 75 million euro’s in total assets) for ‘small’, between the 25th and 75th percentiles for ‘average’ and above the 75th percentile (or roughly 1,25 billion euro’s in total assets) for ‘large’. Second, the number of recorded audit firm switches was divided by the number of recorded observations for each firm to create a variable which captures the tendency of firms to switch audit firms (or ‘switch rate’). The closer to 0, the less often the firm switches audit firms. It should be pointed out that smaller firms generally have less data available (see note 11). Therefore, the chance to record an audit firm switch for smaller firms is likely to be smaller than for bigger firms. In other words, the switch rate for firm size category ‘small’ may be understated if the average number of firm year observations for ‘small’ firms are significantly lower than for ‘average’ or ‘large’ firms. Figure 7 shows that with an average of 9,91 observations for the original COMPUSTAT dataset, and an average of 10,97 for the original Thomson dataset, ‘small’ firms have significantly less observations available than ‘average’ firms (respectively 11,10 and 12,07) and ‘large’ firm  (respectively 12,46 and 12,59). Although switching frequency for small firms may be understated due to a limited number of available observations, figure 8 shows that the percentage of firms that recorded an audit firm switch is still significantly larger for smaller firms (48% for COMPUSTAT, 57% for Thomson) than it is for bigger firms (respectively 36% and 45% for ‘average’ firms and 30% and 45% for ‘large’ firms). Additionally, figure 9 shows that, for firms that did record an audit firm switch, the average audit firm switching rate is significantly higher for ‘small’ firms (0,130) than it is for ‘average’ (0,86) and ‘large’ firms (0,83). When these numbers are inversed, it appears that average tenure length for ‘small’ firms in the COMPUSTAT dataset was 7,6 years and average tenure length for ‘large’ firms was slightly above 12 years. This implies that on average, an audit firm rotation policy of 9 years would only affect ‘average’ and ‘large’ firms. When both factors are taken into consideration (whether or not a firm switched audit firm and how often it did if it did), figure 10 shows that ‘large’ firms (where 90,9% and 91,1% of firm year observations have a switch rate lower than 1/9 or 0,111)) will suffer more from a 9 year rotation policy than ‘small’ firms (82,9% and 81,1%). In untabulated results, it appears that when only firms that did record an audit firm switch are taken into consideration, 64,5% (COMPUSTAT) and 67,9% (Thomson) of ‘small’ firms are affected by a 9 year rotation policy, in comparison to an average of 76% and 77%  for both ‘average’ and ‘large’ firms. 
Although these results may be fairly straightforward or may even be considered to be trivial, they serve to emphasize the point that an auditor tenure rotation policy would significantly increase audit firm switching among the larger firms, which are associated with the highest switching costs. Therefore, such a policy would only be warranted if long audit firm tenure is significantly and strongly associated with lower audit quality (lower earnings quality, high discretionary accruals) and if short audit firm tenure is not significantly associated with lower audit quality. (As was explained earlier, if audit startups - or short audit firm tenure - is associated with lower audit quality, more audit startups, due to a rotation policy, would imply overall lower audit quality.) The next subsection will discuss findings concerning the relation between audit firm tenure length and discretionary accruals.
4.5.2 Audit firm tenure and audit quality
In paragraph four of this chapter, it was explained that a total of six datasets were constructed to estimate model (3) coefficients, calculate the residuals (discretionary accruals) and use the residuals to estimate models (5) and (6) in an attempt to assess whether and how audit firm tenure length is associated with audit quality (discretionary accruals are a measure for earnings quality which in turn serves as a proxy for audit quality). Figures 11, 12 and 13 each show the cross-sectional model (3) results for these sets. The same applies to figures 14, 15 and 16 for model (6) results. Each figure first displays results for the complete and pre-IFRS COMPUSTAT dataset, after that for the complete and pre-IFRS Thomson datasets. Figures 11 and 14 display cross-sectional results for the entire sets of observations. Figures 12 and 15 display cross-sectional results where firm year observations are grouped per industry. These industry groups are constructed by grouping together the 2 digit SIC codes in accordance with figure 5. Finally, figures 13 and 16 display cross-sectional results per 2 digit industry code. 
4.5.2.1 Accrual model results

Before estimating model (3) coefficients, the regression variables were checked for multicollinearity. In untabulated results, Pearson correlations scores for both COMPUSTAT and Thomson datasets do not exceed an absolute value of .5. After entering each set’s firm year observations, distributions of the residuals (scaled discretionary accruals) were checked for normality and homoscedasticity using P-P and scatter plots. In cases where first attempts to estimate model (3) coefficients did not yield a normal distribution of homoscedastic residuals, cases with standardized residual values above an absolute value of 3 were removed from the sample, until coefficients could be successfully estimated, residuals were homoscedastic and showed a normal distribution, and the model itself was significant at the .05 level. Then, earlier eliminated cases were added back to the original set and the estimated coefficients were used to calculate the models residuals (scaled discretionary accruals). In some cases, the elimination of residual outliers resulted in very high values for R2 (as high as .8 or higher). This is predominantly the result of the model becoming heavily dependent on the regression variable CFO as other variables become increasingly less able to explain total accruals. 

Country wide cross-sectional regression results (figure 11) show an R2 of about .75 for both COMPUSTAT samples and about .67 for both the Thomson samples. Coefficient signs for the variable ‘scaled_dREVdREC’ are significant and positive as expected, and range from .026 to .035. Coefficient signs for the variable ‘scaled_PPEG’ are all significant as well, negative as expected and range from about -.011 to -.023. As noted earlier, coefficients signs for the variable ‘scaled_CFO’ are also significant and negative as expected and are considerably higher than any of the other variables, ranging from about -.646 to -.807. The signs of the variable ‘laggedROA’ are significant and positive as expected, but the coefficient is very weak at about .007 for all datasets. The only variable that shows no consistent sign or size across both datasets is the variable ‘scale’. Although ‘scale’ is stable and significant at the .05 level at around .170 for the COMPUSTAT sample, estimating model (3) with the Thomson samples does not produce any significant values at the .05 level.
Industry wide cross-sectional regression results (figure 12) show R2‘s ranging from .571 to .907 for the COMPUSTAT samples and .509 to .886 for the Thomson samples. Differences between R2’s can be explained by the number of firm year observations within each industry set. Fewer observations mean a bigger chance of residual outliers, which have to be left out in order to be able to reliably estimate the model’s coefficients. This results in an even smaller number of relatively comparable observations. As a result, the industry model’s R2 is very high, but variable coefficients other than that for ‘scaled_CFO’ are generally smaller or in some cases insignificant. Overall, and similar to the country wide cross sectional regression discussed above, the variable ‘scale’ is found to be the least significant and least consistent. The variables ‘scaled_dREVdREC’ and ‘scaled_CFO’ are found to be significant in all industries and range from .011 to .093 and from -.522 to -1.054 respectively. The variable ‘laggedROA’, like in the country wide results, was significant and positive as expected but very small with an average of about .005.
Cross-sectionally estimating model (3) using firm observations within 2 digit SIC codes (figure 13) produced similar but more extreme results in comparison to results from the grouped industries cross sectional analysis. The variable ‘scale’ and ‘scaled_PPEG’ were found insignificant most of the time. Overall, the variable ‘scaled_dREVdREC’ was positive and significant but varied greatly between .012 and .450. Again, ‘scaled_CFO’ was negative as expected and between -.299 and -1.053. Finally, ‘laggedROA’ did not surprise with significant positive values at around .005.
4.5.2.2 Tenure model results

As noted before, the estimated model (3) coefficients were used to calculate model (3) residuals, and thus, discretionary accruals: this thesis’ measure for earnings quality which in its turn serves as a proxy for audit quality. Model (5) and (6) provide ways to examine a possible relation between audit firm tenure length and audit quality by using OLS regression analysis to estimate coefficients for several tenure length and control variables, and explain discretionary accrual variance.
Similar to the procedure followed when model (3) was estimated, regression variables for models (5) and (6) were checked for multicollinearity. In untabulated results, Pearson correlations scores for ‘Tenure’ and ‘TenureSQ’ as well as for ‘Long’, ‘Tenure’ and ‘TenureSQ’ exceed an absolute value of .8. Therefore, two models were constructed instead of one. However, the variables ‘Tenure’ and ‘TenureSQ’ proved to be insignificant in every attempt to estimate a valid model. This implies that discretionary accruals do not significantly increase or decrease with increasing audit firm tenure. And thus, that audit quality does not increase or decrease on par with tenure length. This could be the result because of limited data availability: Audit firm tenure lengths above ten years are rare in the samples used, which could impair the quadratic model’s ability to separate the effects of tenure length and squared tenure length. Thus, significant associations can at best be found between dichotomous variables for either short or long audit firm tenure and discretionary accruals like in model (6). 
As the quadratic model (5) did not yield any significant results, figures 14, 15 and 16 in the appendix will only display model (6) results, which are obtained using model (3) residuals (discretionary accruals), which in turn were calculated with country wide estimated coefficients (figure 14), cross sectionally estimated coefficients per grouped industry (figure 15) or cross sectionally estimated coefficients per 2 digit SIC code (figure 16). As noted before, figure 14 to 16 each report on total and pre-IFRS COMPUSTAT results first, before reporting on model (6) results with Thomson One Banker samples. 

As the R2 of all models was below .15, it is obvious that the explanatory power of the variables used in model (6) is very limited, with an extreme low of 4% and a high of 14%. As was the case with model (3) results, residual outliers with absolute values above 3 were eliminated to be able estimate a model from which the inferences drawn would be valid. However, similar to results for model (3), with a decreasing sample size and decreased variance of the discretionary accruals due to outlier elimination, the size of the estimated model (6) coefficients decreases as well. In other words, a higher R2 was not so much the result of higher explanatory power of the independent variables, but due to relatively low variance in the dependent variable due to outlier elimination. 

At any rate, across all results for model (6), one variable stand out: ‘Loss’ was found to be significant at the .05 level and negative (as expected - see the paragraph model construction) for all attempts to estimate a valid model. Still, like other variables found to be significant, it was not very strong with coefficients ranging from -.016 to -.030. In a negative sense, the variable ‘Leverage’ stands out as well. The variable was never associated with significant coefficients higher than .000. This may have been caused by erroneous data regarding debt figures: Often debt was reported to be zero, which could well be incorrect considering the amount of erroneous data found for several other variables in the different datasets that were obtained. With respect to the last variable not related to audit firm tenure length, ‘Size’, not much can be concluded. For model (6) results estimated with residuals (discretionary accruals) calculated with 2 digit SIC code coefficients for model (3), values were significantly negative as expected but small at around -.005. For model (6) results estimated with residuals calculated with country wide or grouped industry coefficients for model (3), values for ‘Size’ were all either insignificant or .000. Apparently, firm size is not significantly related with scaled discretionary accruals for Dutch listed firms.
Moving to the variables of interest, whether ‘Short’ was found significant at the .05 level or not, it was always negative ranging from -.005 to about -.015. Although the coefficient was not always significant and generally very small, the sign contradicted expectations as it was hypothesized that short audit firm tenure would be associated with lower audit quality or lower earnings quality and thus higher discretionary accruals. As far as any inferences may be drawn from these results, whatever little evidence there is points in the opposite direction: short audit firm tenure looks to be associated with lower discretionary accruals rather than higher discretionary accruals. In the most optimistic scenario, this would imply that increased audit firm switching would not decrease audit quality if earnings quality is used as proxy. In theory, this could maybe be explained by increased auditor conservatism early in the engagement. However, given the fragility of the results, it would be somewhat presumptuous to such explanations. Instead, simply concluding that short audit firm tenure is not associated with lower audit quality suits the results better. 

With respect to long audit firm tenure, results are somewhat more robust. In about half of the attempts to estimate model (6) ‘Long’ was found to significantly and positively associated with discretionary accruals. This confirms expectations that longer audit firm tenure is associated with decreased audit quality (decreased earnings quality). Still, ranging from about .010 to .020 the association is rather weak and a similar scenario as previously found for ‘Short’ presents itself: Indications of reduced audit quality for long audit firm tenure may be there, but caution is needed when drawing any conclusions from these results. 
4.6 Summary

In the introduction of this thesis, two main research questions were formulated which would help assess the need to regulate audit firm tenure in the Netherlands and which would help assess the effects such regulations would have on the costs associated with audit firm switching. This chapter has answered these questions and a brief summary of the answers as well as reflections on the earlier stated research hypotheses are provided below:
· How is audit quality related with the length of audit firm tenure for Dutch listed firms between 1989 and 2008?
Discretionary accruals serve as a measure for earnings quality, which in turn serves as a proxy for audit quality. Tenure length is measured using both scale and dichotomous variables. Regarding a possible relation between the two, four research hypotheses were stated which follow rationale discussed in chapters two and three: 
h10: audit firm tenure length is not significantly negatively associated with discretionary accruals

h20: the square of audit firm tenure length is not significantly positively associated with discretionary accruals

h30: firm year observations with audit firm tenure lengths equal to or lower than 3 years are not significantly negatively associated with discretionary accruals

h40: firm year observations with audit firm tenure lengths equal to or higher than nine years are not significantly positively associated with discretionary accruals

Discretionary accruals, calculated using different cross sectionally estimated modified Jones model coefficients, were not found to be significantly associated with tenure length as scale variables. Presumably, discretionary accruals do not significantly increase or decrease as tenure length increases. Which implies that audit quality does not increase or decrease on par with tenure. These findings are most likely the results of the relative lack of data availability for longer audit firm tenure. Nevertheless, the first and second research hypotheses can not be rejected. 
For dichotomous variables - indicating whether audit firm tenure was either short or long - significant results were found: Tenure equal to or shorter than 3 years was found to be significantly associated with lower discretionary accruals. Assuming that audit risk is not symmetric between positive and negative discretionary accruals and that accounting conservatism (negative discretionary accruals) from an investor or auditor perspective is more acceptable then earnings overstatement, the negative association between short tenure and discretionary accruals would imply better audit quality for short tenure. However, the association between the variable for short tenure and discretionary accruals was rather weak. Therefore, a more conservative conclusion would be that there is no evidence to suggest lower audit quality during the first years of audit firm tenure. Hence, the third hypothesis can not be rejected. Tenure equal to or longer than 9 years was found to be significantly associated with higher discretionary accruals. Following earlier explained rationale, this would imply lower audit quality for long audit firm tenure. Although the association was weak and not significant in every test, there is evidence to suggest that longer audit firm tenure may in fact be associated with lower audit quality. Therefore, the fourth hypothesis is rejected.
· How will audit firm tenure policies affect audit firm switching (costs) and audit quality in the Netherlands?
Several tests have pointed out that for the recorded firm year observations, small firms (firms with total assets below the 25th percentile of total assets of all firm year observations) are more likely to switch auditors than large firms (firms with total assets above the 75th percentile). Also, for firms that did record an audit firm switch, small firms switched auditor more frequently than large firms. With an average of 7,6 years of audit firm tenure, small firms would, on average, not be affected by a 9 year audit firm rotation policy. Large firms, with an average of around 12 years of tenure, would be affected by such a rule, increasing the switch rate, and thus switching costs, with 33%. 
Earlier discussed results were not able to confirm concerns that the increased number of audit startups caused by increased audit firm switching (more years of ‘short’ audit firm tenure) would impair audit quality. Therefore, it seems that although a 9 year mandatory rotation rule would increase switching (costs) significantly, audit quality is less likely to be affected. With respect to an audit firm retention rule, samples with observations for Dutch listed firms between 1989 and 2008 yield a very limited amount of recorded tenure periods equal to or shorter than three years. Additionally, relatively small firms were responsible for these short tenure periods. Therefore, it seems unlikely that a retention period of three years of tenure would significantly improve overall audit quality due to a reduction in audit firm switching. 
4.7 Conclusions and recommendations
Research results indicating that audit quality is not lower for short audit firm tenure but is lower for longer audit firm tenure, can be interpreted to be supporting calls for the introduction of mandatory rotation of audit firms in the Netherlands. However, apart from the relative frailty of the associations found, other research results, which indicate that a rotation requirement would significantly increase audit firm switching costs, have to be taken into account as well: Large Dutch firms retain their auditor on average for twelve years. Imposing a maximum of nine years of tenure would imply a thirty-three percent increase in audit firm switching for the largest of Dutch listed firms.
Such a significant increase in costs would only be justified if more robust research results in support of a rotation policy in the Netherlands can be produced in the future. These may come from investigations using similar research methods: As more data becomes available with the progress of years, future studies may be able to find more reliable results, particularly for quadratic models that could potentially find a direct and nonlinear relation between tenure length and audit quality. But, considering the inherent limitations of accrual based models, other avenues of research may be worth exploring as well: As yet, no studies that analyze investor or creditor perceptions of audit quality exist in the Netherlands. The same applies to studies that investigate low balling pricing strategies. Although such alternative approaches may be costly as they would require propriety data from audit firms (low balling) or data obtained via extensive interviews with investors and creditors (perceptions of audit quality), they may provide more evidence to support or object to calls for an audit firm rotation policy in the Netherlands. Research adopting alternative proxies for audit quality, such as the frequency of earnings restatements, the frequency of other than unqualified audit opinions or the amount of bankruptcies after unqualified opinions will not be feasible, as the Dutch audit market is too small to provide such studies with enough data.

With regard to retention policies, a three year retention requirement, as is in effect in Belgium and Italy, is unlikely to significantly increase overall audit quality in the Netherlands. Tenure periods shorter than or equal to three years are extremely scarce in the Netherlands and recorded exclusively by very small firms. In essence, a policy requiring a minimum of three years of tenure would have had a negligible effect on overall audit quality as far as such is affected by the amount of audit firm switching. However, a retention requirement might also be applied for a longer period of time, such as the six year retention scheme applied in France. Such a retention scheme may quite possibly yield greater effects on audit quality, especially because it is more likely to eliminate potential opinion shopping threats. However, data availability for the Netherlands restricts the possibility to be able to reliably investigate such a scenario using accrual based models. Therefore, focusing on other ways to assess the merits of a retention requirement in the Netherlands might prove to be more successful: Due to the intricacies of the effects of opinion shopping on audit quality and the limited available data in the Netherlands, research methods using qualitative information would most likely be the best option: An example would be to interview senior audit personnel on their perceptions of intimidation threats and the effect of such threats on issued audit opinions, on the handling of the audit differences found, or on the outcomes of the discussions on specific accounting matters.
5 SUMMARY
Good quality financial statement audits are necessary to safeguard financial reporting credibility and maximize capital market efficiency. Regarding its possible effect on audit quality, audit firm tenure length has received considerable attention by both theoretical and empirical research papers: Long audit firm tenure length is often theorized to reduce audit quality due to the potential threats to auditor independence, professional skepticism and adherence to other ethical principles such as due diligence. A potential tool to mitigate such threats is mandatory audit firm rotation. Limiting tenure length would mitigate the possible negative effects of extended audit firm tenure on audit quality in at least two ways: Fist, it would directly reduce threats to auditor independence and professional skepticism as client familiarity is restrained. Second, it would also eliminate the low balling pricing strategies, which are predicted to negatively affect due diligence.

Despite its potential benefits, a rotation rule is argued to have drawbacks as well. Some of the more pressing concerns about a mandatory rotation rule are a potential negative effect on audit quality and increasing costs, both as a result of increased audit firm switching. Increased audit firm switching implies increased audit startup periods which are characterized by limited client specific knowledge. Critics of mandatory rotation worry that such a rule might impair overall audit quality: Additionally, as audit startups are characterized by higher costs because of the need to invest in client specific knowledge, the critics warn that a rotation rule would also imply increased ‘switching’ costs. 

Opposite to a rotation requirement, mandatory retention of audit firms would restrict client firms from switching audit firms for a specific number of years. Proponents of such a rule argue that this would safeguard the quality of audits for firms that often switch auditors. Additionally, they argue that audit quality might be increased because a retention rule might reduce the threat of opinion shopping. 
In order to be able to make any relevant recommendations on the subject of audit firm tenure policies, several studies have tried to ascertain how auditor tenure length audit quality is related to audit quality in actual practice. To do so, many of these studies use earnings quality as a proxy for audit quality as the latter cannot be measured easily. To measure earnings quality, most of these studies adopt a modified Jones model to calculate the discretionary part of accounting accruals which are commonly understood to be the capturing instances of earnings management. Several of these empirical studies found a significant and non linear relation between discretionary accruals and tenure length: For the first nine or ten years of tenure, a positive relation between tenure length and audit quality is found. After ten years, a negative relation between tenure length and audit quality is found.

Using two datasets with observations for Dutch listed firms between 1989 and 2008 and models similar to the ones employed by above mentioned empirical studies, this thesis was unable to reproduce the predicted non linear relation between tenure length and discretionary accruals, as a model with tenure and squared tenure variables did not yield any significant associations. However, adopting a different model using two dummy variables for short tenure length (defined as equal to or lower than three years of tenure) and long tenure length (defined as equal to or higher than nine years of tenure), significant results were found. These results suggested that short tenure lengths were negatively associated and long tenure lengths were positively associated with discretionary accruals. Thus, there is no evidence to suggest that audit quality is lower in the first years of the audit engagement, but results do indicate that audit quality is impaired after nine years of tenure. 
Although these findings are in support of a rotation rule, the impact of such a rule on audit firm switching costs is significant. Therefore, future research on the relation between audit quality and tenure lengths is needed to confirm the negative effects of extended audit firm tenure. Such research could be conducted using similar accrual based models, but different avenues of research exist as well:  Studies investigating perceptions of audit quality, low balling pricing strategies or client firm opinion shopping activities could work around the inherent shortcomings of accruals based models and significantly add to the discussion on the possibility of audit firm tenure policies in the Netherlands.
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Figure 1 - Thesis overview
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Figure 2 - Sample selection
	
	
	
	
	

	
	
	Thomson One Banker
	
	COMPUSTAT

	
	
	
	
	

	Dutch listed firmyear observations between 1989 and 2008 1
	
	2375
	
	2567

	observations with missing auditor data 2
	
	213
	
	209

	
	
	2162
	
	2358

	observations with missing financial data 3
	
	520
	
	569

	
	
	1642
	
	1789

	observations with a primary listing other than the AEX 
	
	120
	
	158

	  
	
	1522
	
	1631

	incomparable observations 4
	
	0
	
	230

	useable firmyear observations 5
	
	1522
	
	1401

	
	
	
	
	

	
	
	
	
	

	1) Firm year observations for which general financial information was available
	
	

	2) Observations for which auditor information was also not available at the Company.info databank
	

	3) Mostly cashflow data or gross property, plant & equipment
	
	
	
	

	4) Observations with accounting standards or reporting currency other than Dutch GAAP/IAS/IFRS and Dutch Guilder or Euro

	5) Different datasets for analytical purposes regarding auditor tenure length and discretionary accruals were constructed 

	from these sets. The top and bottom 2,5% of operating accruals were eliminated in both sets, amounting to about 50 

	observations in each set. Observations with known auditor tenure length (observations of firms that have recorded an audit

	firm switch) account for approximately 30% of the available sets, for tenure length analysis, the other 70% was eliminated. 

	Observations prior to the introduction of IFRS - account for approximately 80% of the available sets. All in all, datasets used for

	tenure length and discretionary accruals analysis varied from approximately 200 to 400 firmyear observations with known 

	tenure length and estimated discretionary accruals.
	
	
	
	


Figure 3 - Sample composition (firms)

COMPUSTAT SAMPLE

	AALBERTS INDUSTRIES
	12
	BLYDENSTEIN-WILLINK
	7
	FORNIX BIOSCIENCES N
	8

	ACCELL GROUP NV
	9
	BOSKALIS WESTMINSTER
	15
	FRANS MAAS GROEP 
	9

	AFC AJAX NV
	10
	BRILL NV (KONINKLIJKE)
	6
	FUGRO NV
	12

	AHOLD NV (KONINKLIJKE)
	15
	BROCACEF HOLDING NV
	6
	GAMMA HOLDING NV
	13

	AHREND (KONINKLIJKE)
	6
	BRUNEL INTERNATIONAL
	12
	GELDERSE PAPIERGROEP
	6

	AIRSPRAY NV
	7
	CAP GEMINI NV
	5
	GETRONICS NV
	13

	AKZO NOBEL NV
	13
	CONTENT BEHEER NV
	5
	GEVEKE NV
	8

	ALANHERI NV
	10
	COPACO NV
	6
	GOUDA VUURVAST
	11

	AM NV
	10
	CORPORATE EXPRESS NV
	14
	GROLSCH (KONINKLIJKE)
	14

	AMSTERDAM COMMODITIES.
	11
	CROWN VAN GELDER NV
	13
	GRONTMIJ NV
	14

	AND INTL PUBLISHERS
	11
	CSM NV
	14
	GTI NV
	7

	ARCADIS NV
	11
	CTAC NV
	10
	HAGEMEYER NV
	14

	ASM INTERNATIONAL NV
	5
	DELFT INSTRUMENTS NV
	9
	HEIJMANS NV
	11

	ASML HOLDING NV
	8
	DICO INTERNATIONAL N
	12
	HEINEKEN NV
	15

	ATAG GROUP NV
	6
	DNC NV
	9
	HES BEHEER NV
	14

	ATHLON HOLDING NV
	12
	DOCDATA NV
	11
	HITT NV
	9

	BALLAST-NEDAM GROEP
	14
	DPA FLEX GROUP NV
	8
	HOEK LOOS NV
	6

	BAM GROEP 
	13
	DRAKA HOLDING NV
	10
	HOLLAND COLOURS NV
	11

	BATENBURG BEHEER NV
	11
	DSM NV (KONINKLIJKE)
	15
	HOLLANDSCHE BETON 
	7

	BEERS NV
	6
	ECONOSTO (KONINKLIJKE)
	14
	HUNTER DOUGLAS NV
	11

	BE SEMICONDUCTORS
	7
	ERIKS GROUP NV
	11
	ICT AUTOMATISERING NV
	11

	BETER BED HOLDING NV
	12
	PETROPLUS INTL NV
	5
	TELE ATLAS NV
	7

	BLUE FOX ENTERPRISES
	9
	PHARMING GROUP NV
	7
	TELE2 NETHERLANDS
	6

	KENDRION NV
	11
	PHILIPS ELECTRONICS
	8
	TELEGRAAF NV
	13

	KLM
	8
	PINKROCCADE NV
	6
	TEN CATE (KONINKLIJKE)
	14

	KPN NV (KONINKLIJKE)
	15
	POLYNORM NV
	7
	TIE HOLDING NV
	8

	KUHNE & HEITZ NV
	7
	PORCELEYNE FLES NV
	11
	TKH GROUP NV
	13

	LCI TECHNOLOGY GROUP
	6
	PUNCH GRAPHIX NV
	6
	TNT NV
	11

	MACINTOSH NV
	15
	QURIUS NV
	9
	UNILEVER NV
	12

	MEDIQ NV
	16
	RANDSTAD HOLDINGS 
	12
	UNIT 4 AGRESSO NV
	10

	NEDAP NV
	14
	ROOD TESTHOUSE INTL
	12
	USG PEOPLE NV
	12

	NEDCON GROEP NV
	10
	ROYAL P&O NEDLLOYD 
	7
	VALUE8 NV
	11

	NEDFIELD NV
	13
	ROYAL REESINK
	10
	VAN HEEK-TWEKA NV
	8

	NEDSCHROEF 
	12
	RSDB NV
	12
	VEDIOR NV
	10

	NEWAYS ELECTRONICS 
	12
	SAMAS NV
	11
	VENDEX (KONINKLIJKE)
	11

	NKF HOLDING NV
	5
	SBM OFFSHORE NV
	9
	VILENZO INTERNATIONAL
	7

	NORIT NV
	6
	SCHUITEMA NV
	12
	VNU NV
	12

	NUMICO (KONINKLIJKE)
	13
	SIMAC TECHNIEK NV
	9
	VODAFONE LIBERTEL NV
	5

	NUTRECO HOLDING NV
	13
	SLIGRO FOOD GROUP NV
	12
	VOLKER WESSELS 
	7

	NYLOPLAST NV
	11
	SMIT INTERNATIONAL NV
	11
	VOPAK (KONINKLIJKE)
	15

	OCE NV
	14
	SPHINX GUSTAVSBERG 
	5
	VREDESTEIN NV
	6

	ORANJEWOUD NV
	11
	STERN GROEP NV
	14
	WEGENER (KONINKLIJKE)
	14

	ORDINA NV
	11
	IMTECH NV
	15
	WESSANEN (KONINKLIJKE)
	15

	OTRA NV
	5
	INNOCONCEPTS NV
	9
	WEWELER NV
	5

	EVC INTERNATIONAL NV
	8
	STORK NV
	14
	WOLTERS KLUWER NV
	15

	EXACT HOLDINGS NV
	10
	SUPER DE BOER NV
	11
	Total
	1.401


THOMSON SAMPLE
	AALBERTS INDUSTIES NV
	12
	COPORATE EXPRESS NV
	13
	HES BEHEER NV
	15

	ACCELL GROUP NV
	7
	CROWN VAN GELDER NV
	13
	HITT NM NV
	6

	AFC AJAX NV
	9
	CRUCELL NV
	10
	HOLLAND COLOURS NV
	16

	AHOLD NV (KONINKLIJKE) 
	15
	CSM NV
	14
	HOLLANDSCHE BETON 
	7

	AHREND NV (KONINKLIJKE)
	6
	CTAC NV
	10
	HOOGOVENS 
	4

	AIRSPRAY NV
	7
	DE VRIES ROBBE GROEP
	5
	HUNTER DOUGLAS NV
	13

	AKZO NOBEL NV
	14
	DELFT INSTRUMENTS
	10
	ICT AUTOMATISERING NV
	12

	ALANHERI NV
	15
	DICO INTERNATIONAL
	11
	IMTECH NV
	15

	AM NV
	11
	DOCDATA NV
	12
	INNOCONCEPTS NV
	9

	AMSTERDAM COMMODITIES
	13
	DPA FLEX GROUP NV
	10
	JETIX EUROPE NV
	10

	AND INTL PUBLISHERS
	7
	DRAKA HOLDING NV
	11
	KENDRION NV
	13

	ARCADIS NV
	16
	DSM (KONINKLIJKE)
	13
	KLM ROYAL DUTCH 
	10

	ASM INTERNATIONAL NV
	15
	ECONOSTO (KONINKLIJKE)
	14
	KPN NV (KONINKLIJKE)
	14

	ASML HOLDING NV
	16
	ENDEMOL NV
	4
	LCI TECHNOLOGY GROUP
	4

	ATAG GROUP NV
	5
	ERIKS GROUP NV
	14
	MANAGEMENT SHARE NV
	1

	ATHLON HOLDING NV
	12
	EVC INTERNATIONAL NV
	11
	MCGREGOR FASHION 
	3

	AXXICON GROUP NV
	4
	EXACT HOLDING NV
	10
	MEDIQ NV
	13

	BAAN COMPANY NV
	5
	FLEXOVIT INTERNATIONAL 
	4
	NAEFF NV
	2

	BALLAST NEDAM NV
	16
	FORNIX BIOSCIENCES NV
	8
	NEDCON GROEP
	9

	BAM GROEP (KONINKLIJKE)
	15
	FRANS MAAS GROEP 
	9
	NEDFIELD NV
	13

	BATENBURG BEHEER NV
	13
	FREE RECORD SHOP  NV
	5
	NEDSCHROEF 
	15

	BE SEMICONDUCTORS
	14
	FUGRO NV
	14
	NEWAYS ELECTRONICS 
	15

	BEER NV
	6
	GAMMA HOLDING NV
	13
	NKF HOLDING NV
	5

	BETER BED HOLDING NV
	12
	GELDERSE PAPIERGROEP
	6
	NUMICO (KONINKLIJKE)
	12

	BLUE FOX ENTERPRISES
	8
	GETRONICS NV
	12
	NUTRECO NV
	14

	BLYDENSTEIN WILLINK
	12
	GEVEKE NV
	8
	BIJENKORF BEHEER NV 
	5

	BREEVAST NV
	6
	GIST-BROCADES 
	3
	NYLOPLAST NV
	9

	BRILL NV (KONINKLIJKE)
	9
	GOUDA VUURVAST 
	14
	OCE NV
	14

	BROCACEF HOLDING NV
	5
	GROLSCH (KONINKLIJKE)
	14
	ORANJEWOUD NV
	14

	BRUNEL INTERNATIONAL
	13
	GRONTMIJ NV
	14
	ORDINA NV
	16

	CAP GEMINI NV
	6
	HAGEMEYER NV
	13
	OTRA NV
	5

	CINDU INTERNATIONAL
	3
	HEIJMANS NV
	16
	P&C GROEP NV
	4

	CONTENT BEHEER NV
	4
	HEINEKEN HOLDING NV
	13
	P&O NEDLLOYD 
	7

	COPACO NV
	4
	HEINEKEN NV
	14
	PHARMING GROUP NV
	9

	PHILIPS (KONINKLIJKE)
	14
	SIMAC TECHNIEK NV
	15
	TOM TOM
	6

	PINKROCCADE NV
	5
	SLIGRO FOOD GROUP NV
	16
	UNILEVER NV
	13

	POLYGRAM NV
	3
	SMIT INTERNATIONAL
	14
	UNIT 4 AGRESSO NV
	10

	PORCELEYNE GROEP
	12
	SNT GROUP NV
	5
	USG PEOPLE NV
	13

	PUNCH GRAPHIX NV
	8
	SPYKER CARS NV
	7
	VALUE8 NV
	12

	QURIUS NV
	9
	STERN GROEP NV
	15
	VAN MELLE (KONINKLIJKE)
	6

	RANDSTAD HOLDING NV
	14
	STORK NV
	13
	VAN OMMEREN 
	4

	ROOD TESTHOUSE INTL
	15
	SUPER DE BOER NV
	12
	VEDIOR NV
	10

	BOSKALIS WESTMINSTER
	14
	TELE ATLAS NV
	8
	VOLKER WESSELS 
	9

	ROYAL DUTCH PETROLEUM
	8
	TELE2 NETHERLANDS
	9
	VOPAK (KONINKLIJKE)
	10

	ROYALREESINK
	14
	TELEGRAAF (DE) NV
	13
	VREDESTEIN NV
	8

	SAMAS NV
	14
	TEN CATE (KONINKLIJKE)
	15
	WAVIN NV
	4

	SBM OFFSHORE NV
	15
	TIE HOLDING NV
	6
	WEGENER (KONINKLIJKE)
	15

	SCHUITEMA NV
	15
	TKH GROUP NV
	15
	WESSANEN (KONINKLIJKE)
	14

	SEAGULL HOLDING NV
	6
	TNT NV
	12
	WOLTERS KLUWER NV
	14

	
	
	
	
	Total
	1.522


Figure 4 - Sample composition (auditors)
	Audit firm
	COMPUSTAT
	THOMSON

	Arthur Andersen
	11
	24

	Non Big-5
	107
	117

	Deloitte
	158
	193

	Ernst & Young
	301
	294

	PWC
	411
	425

	KPMG
	413
	469

	Total
	1.401
	1.522


Figure 5 - Sample composition (industries)
	2 digit SIC
	industry
	COMPUSTAT
	THOMSON

	01
	Agriculture
	0
	13

	13
	Mining
	9
	0

	15
	Construction
	41
	33

	16
	Construction
	36
	72

	17
	Construction
	18
	13

	20
	Manufacturing
	96
	104

	22
	Manufacturing
	29
	0

	23
	Manufacturing
	20
	43

	25
	Manufacturing
	40
	54

	26
	Manufacturing
	28
	19

	27
	Manufacturing
	66
	49

	28
	Manufacturing
	68
	75

	29
	Manufacturing
	5
	8

	30
	Manufacturing
	6
	22

	32
	Manufacturing
	27
	30

	33
	Manufacturing
	28
	35

	34
	Manufacturing
	46
	27

	35
	Manufacturing
	34
	77

	36
	Manufacturing
	96
	70

	37
	Manufacturing
	9
	27

	38
	Manufacturing
	32
	36

	39
	Manufacturing
	7
	0

	42
	Transportation, Communications, Utilities
	35
	27

	44
	Transportation, Communications, Utilities
	32
	25

	45
	Transportation, Communications, Utilities
	8
	10

	47
	Transportation, Communications, Utilities
	0
	9

	48
	Transportation, Communications, Utilities
	26
	33

	50
	Wholesale Trade
	87
	140

	51
	Wholesale Trade
	88
	67

	53
	Retail Trade
	11
	0

	54
	Retail Trade
	26
	30

	55
	Retail Trade
	14
	15

	56
	Retail Trade
	0
	9

	57
	Retail Trade
	12
	5

	59
	Retail Trade
	15
	0

	65
	Financial services
	0
	6

	67
	Financial services
	0
	18

	73
	Services
	209
	194

	75
	Services
	12
	12

	78
	Services
	0
	4

	79
	Services
	10
	9

	80
	Services
	0
	19

	87
	Services
	75
	83

	Total
	
	1.401
	1522


Figure 6 - Sample composition (years)
	 
	COMPUSTAT
	THOMSON

	1992
	0
	2

	1993
	3
	8

	1994
	51
	42

	1995
	66
	82

	1996
	75
	101

	1997
	110
	111

	1998
	121
	112

	1999
	124
	113

	2000
	120
	110

	2001
	116
	113

	2002
	109
	112

	2003
	105
	116

	2004
	100
	112

	2005
	96
	105

	2006
	86
	101

	2007
	82
	97

	2008
	37
	85

	Total
	1.401
	1.522


Figure 7 - Sample description (firm size and firm observations)
COMPUSTAT SAMPLE

	Descriptives

	number of observations 

	 
	N
	Mean
	Std. Deviation
	Std. Error
	95% Confidence Interval for Mean
	Minimum
	Maximum

	
	
	
	
	
	Lower Bound
	Upper Bound
	
	

	small
	350
	9,91
	2,073
	0,111
	9,69
	10,13
	5
	14

	average
	701
	11,10
	3,063
	0,116
	10,87
	11,32
	5
	16

	large
	350
	12,46
	2,517
	0,135
	12,20
	12,73
	5
	15

	Total
	1.401
	11,14
	2,856
	0,076
	10,99
	11,29
	5
	16


	ANOVA

	number of observations 

	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	Between Groups
	1.144,522
	2
	572,261
	77,857
	0,000

	Within Groups
	10.275,495
	1.398
	7,350
	 
	 

	Total
	11.420,017
	1.400
	 
	 
	 


	Multiple Comparisons

	Dependent Variable: number of observations 

	Bonferroni 

	(I) size category
	(J) size category
	Mean Difference (I-J)
	Std. Error
	Sig.
	95% Confidence Interval

	
	
	
	
	
	Upper Bound
	Lower Bound

	small
	average
	-1,188(*)
	0,177
	0,000
	-1,61
	-0,76

	
	large
	-2,554(*)
	0,205
	0,000
	-3,05
	-2,06

	average
	small
	1,188(*)
	0,177
	0,000
	0,76
	1,61

	
	large
	-1,366(*)
	0,177
	0,000
	-1,79
	-0,94

	large
	small
	2,554(*)
	0,205
	0,000
	2,06
	3,05

	
	average
	1,366(*)
	0,177
	0,000
	0,94
	1,79

	*. The mean difference is significant at the .05 level.


THOMSON SAMPLE

	Descriptives

	number of observations 

	 
	N
	Mean
	Std. Deviation
	Std. Error
	95% Confidence Interval for Mean
	Minimum
	Maximum

	
	
	
	
	
	Lower Bound
	Upper Bound
	
	

	small
	380
	10,97
	3,526
	0,181
	10,62
	11,33
	1
	16

	average
	762
	12,07
	3,501
	0,127
	11,82
	12,32
	3
	16

	large
	380
	12,59
	2,564
	0,132
	12,33
	12,85
	3
	16

	Total
	1.522
	11,93
	3,349
	0,086
	11,76
	12,09
	1
	16


	ANOVA

	number of observations 

	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	Between Groups
	526,857
	2
	263,428
	24,203
	0,000

	Within Groups
	16.532,901
	1.519
	10,884
	 
	 

	Total
	17.059,758
	1.521
	 
	 
	 


	Multiple Comparisons

	Dependent Variable: number of observations 

	Bonferroni 

	(I) firmsize category
	(J) firmsize category
	Mean Difference (I-J)
	Std. Error
	Sig.
	95% Confidence Interval

	
	
	
	
	
	Upper Bound
	Lower Bound

	small
	average
	-1,098(*)
	0,207
	0,000
	-1,60
	-0,60

	
	large
	-1,613(*)
	0,239
	0,000
	-2,19
	-1,04

	average
	small
	1,098(*)
	0,207
	0,000
	0,60
	1,60

	
	large
	-,515(*)
	0,207
	0,039
	-1,01
	-0,02

	large
	small
	1,613(*)
	0,239
	0,000
	1,04
	2,19

	
	average
	,515(*)
	0,207
	0,039
	0,02
	1,01

	*. The mean difference is significant at the .05 level.


Figure 8 - Sample description (firm size and audit firms switching)

COMPUSTAT SAMPLE

	size category * firm switched auditor in recorded firmyears Crosstabulation

	 
	firm switched auditor in recorded firmyears
	Total

	
	no
	yes
	

	size category
	small
	Count
	181
	169
	350

	
	
	Expected Count
	216,8
	133,2
	350,0

	
	average
	Count
	443
	258
	701

	
	
	Expected Count
	434,3
	266,7
	701,0

	
	large
	Count
	244
	106
	350

	
	
	Expected Count
	216,8
	133,2
	350,0

	Total
	Count
	868
	533
	1.401

	
	Expected Count
	868,0
	533,0
	1.401,0


	Chi-Square Tests

	 
	Value
	df
	Asymp. Sig. (2-sided)

	Pearson Chi-Square
	24,970(a)
	2
	0,000

	Likelihood Ratio
	24,850
	2
	0,000

	Linear-by-Linear Association
	24,038
	1
	0,000

	N of Valid Cases
	1.401
	 
	 

	a. 0 cells (,0%) have expected count less than 5. The minimum expected count is 133,15.


	Symmetric Measures

	 
	Value
	Approx. Sig.

	Nominal by Nominal
	Phi
	0,134
	0,000

	
	Cramer's V
	0,134
	0,000

	
	Contingency Coefficient
	0,132
	0,000

	N of Valid Cases
	1.401
	 

	a. Not assuming the null hypothesis.

	b. Using the asymptotic standard error assuming the null hypothesis.


THOMSON SAMPLE

	firmsize category * firm switched auditor in recorded firmyears Crosstabulation

	 
	firm switched auditor in recorded firmyears
	Total

	
	no
	yes
	

	firmsize category
	small
	Count
	162
	218
	380

	
	
	Expected Count
	204,7
	175,3
	380,0

	
	average
	Count
	415
	347
	762

	
	
	Expected Count
	410,5
	351,5
	762,0

	
	large
	Count
	243
	137
	380

	
	
	Expected Count
	204,7
	175,3
	380,0

	Total
	Count
	820
	702
	1.522

	
	Expected Count
	820,0
	702,0
	1.522,0


	Chi-Square Tests

	 
	Value
	df
	Asymp. Sig. (2-sided)

	Pearson Chi-Square
	34,951(a)
	2
	0,000

	Likelihood Ratio
	35,166
	2
	0,000

	Linear-by-Linear Association
	34,718
	1
	0,000

	N of Valid Cases
	1.522
	 
	 

	a. 0 cells (,0%) have expected count less than 5. The minimum expected count is 175,27.


Figure 9 - Sample description (firm size and audit firm switch frequency)

COMPUSTAT SAMPLE

	Descriptives

	recorded number of auditor switches per recorded firmyear 

	 
	N
	Mean
	Std. Deviation
	Std. Error
	95% Confidence Interval for Mean
	Minimum
	Maximum

	
	
	
	
	
	Lower Bound
	Upper Bound
	
	

	small
	169
	0,12979
	0,070046
	0,005388
	0,11915
	0,14042
	0,071
	0,300

	average
	258
	0,08698
	0,050165
	0,003123
	0,08083
	0,09313
	0,050
	0,286

	large
	106
	0,08361
	0,048705
	0,004731
	0,07423
	0,09299
	0,050
	0,182

	Total
	533
	0,09988
	0,060422
	0,002617
	0,09474
	0,10502
	0,050
	0,300


	ANOVA

	recorded number of auditor switches per recorded firmyear 

	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	Between Groups
	0,222
	2
	0,111
	34,227
	0,000

	Within Groups
	1,720
	530
	0,003
	 
	 

	Total
	1,942
	532
	 
	 
	 


	Multiple Comparisons

	Dependent Variable: recorded number of auditor switches per recorded firmyear 

	Bonferroni 

	(I) size category
	(J) size category
	Mean Difference (I-J)
	Std. Error
	Sig.
	95% Confidence Interval

	
	
	
	
	
	Upper Bound
	Lower Bound

	small
	average
	,042810(*)
	0,005638
	0,000
	0,02927
	0,05635

	
	large
	,046174(*)
	0,007058
	0,000
	0,02922
	0,06313

	average
	small
	-,042810(*)
	0,005638
	0,000
	-0,05635
	-0,02927

	
	large
	0,003364
	0,006572
	1,000
	-0,01242
	0,01915

	large
	small
	-,046174(*)
	0,007058
	0,000
	-0,06313
	-0,02922

	
	average
	-0,003364
	0,006572
	1,000
	-0,01915
	0,01242

	*. The mean difference is significant at the .05 level.


THOMSON SAMPLE

	Descriptives

	recorded number of auditor switches per recorded firmyear 

	 
	N
	Mean
	Std. Deviation
	Std. Error
	95% Confidence Interval for Mean
	Minimum
	Maximum

	
	
	
	
	
	Lower Bound
	Upper Bound
	
	

	small
	218
	0,10711
	0,071252
	0,004826
	0,09759
	0,11662
	0,050
	0,333

	average
	347
	0,08379
	0,044282
	0,002377
	0,07912
	0,08847
	0,050
	0,211

	large
	137
	0,08872
	0,061644
	0,005267
	0,07830
	0,09913
	0,050
	0,250

	Total
	702
	0,09199
	0,058165
	0,002195
	0,08768
	0,09630
	0,050
	0,333


	ANOVA

	recorded number of auditor switches per recorded firmyear 

	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	Between Groups
	0,075
	2
	0,037
	11,350
	0,000

	Within Groups
	2,297
	699
	0,003
	 
	 

	Total
	2,372
	701
	 
	 
	 


	Multiple Comparisons

	Dependent Variable: recorded number of auditor switches per recorded firmyear 

	Bonferroni 

	(I) firmsize category
	(J) firmsize category
	Mean Difference (I-J)
	Std. Error
	Sig.
	95% Confidence Interval

	
	
	
	
	
	Upper Bound
	Lower Bound

	small
	average
	,023313(*)
	0,004954
	0,000
	0,01142
	0,03520

	
	large
	,018390(*)
	0,006250
	0,010
	0,00339
	0,03339

	average
	small
	-,023313(*)
	0,004954
	0,000
	-0,03520
	-0,01142

	
	large
	-0,004923
	0,005784
	1,000
	-0,01880
	0,00896

	large
	small
	-,018390(*)
	0,006250
	0,010
	-0,03339
	-0,00339

	
	average
	0,004923
	0,005784
	1,000
	-0,00896
	0,01880

	*. The mean difference is significant at the .05 level.


Figure 10 - Sample description (firm size and 9 year rotation policy effect)

COMPUSTAT SAMPLE

	size category * increased switching Crosstabulation

	 
	increased switching
	Total

	
	no
	yes
	

	size category
	small
	Count
	60
	290
	350

	
	
	Expected Count
	37,0
	313,0
	350,0

	
	
	% within size category
	17,1%
	82,9%
	100,0%

	
	average
	Count
	56
	645
	701

	
	
	Expected Count
	74,1
	626,9
	701,0

	
	
	% within size category
	8,0%
	92,0%
	100,0%

	
	large
	Count
	32
	318
	350

	
	
	Expected Count
	37,0
	313,0
	350,0

	
	
	% within size category
	9,1%
	90,9%
	100,0%

	Total
	Count
	148
	1.253
	1.401

	
	Expected Count
	148,0
	1.253,0
	1.401,0

	
	% within size category
	10,6%
	89,4%
	100,0%


	Chi-Square Tests

	 
	Value
	df
	Asymp. Sig. (2-sided)

	Pearson Chi-Square
	21,703(a)
	2
	0,000

	Likelihood Ratio
	19,886
	2
	0,000

	Linear-by-Linear Association
	11,846
	1
	0,001

	N of Valid Cases
	1.401
	 
	 

	a. 0 cells (,0%) have expected count less than 5. The minimum expected count is 36,97.


	Symmetric Measures

	 
	Value
	Approx. Sig.

	Nominal by Nominal
	Phi
	0,124
	0,000

	
	Cramer's V
	0,124
	0,000

	
	Contingency Coefficient
	0,124
	0,000

	N of Valid Cases
	1.401
	 

	a. Not assuming the null hypothesis.

	b. Using the asymptotic standard error assuming the null hypothesis.


THOMSON SAMPLE

	firmsize category * increased switching Crosstabulation

	 
	increased switching
	Total

	
	no
	yes
	

	firmsize category
	small
	Count
	72
	308
	380

	
	
	Expected Count
	46,2
	333,8
	380,0

	
	
	% within firmsize category
	18,9%
	81,1%
	100,0%

	
	average
	Count
	79
	683
	762

	
	
	Expected Count
	92,6
	669,4
	762,0

	
	
	% within firmsize category
	10,4%
	89,6%
	100,0%

	
	large
	Count
	34
	346
	380

	
	
	Expected Count
	46,2
	333,8
	380,0

	
	
	% within firmsize category
	8,9%
	91,1%
	100,0%

	Total
	Count
	185
	1.337
	1.522

	
	Expected Count
	185,0
	1.337,0
	1.522,0

	
	% within firmsize category
	12,2%
	87,8%
	100,0%


	Chi-Square Tests

	 
	Value
	df
	Asymp. Sig. (2-sided)

	Pearson Chi-Square
	22,361(a)
	2
	0,000

	Likelihood Ratio
	20,721
	2
	0,000

	Linear-by-Linear Association
	17,783
	1
	0,000

	N of Valid Cases
	1.522
	 
	 

	a. 0 cells (,0%) have expected count less than 5. The minimum expected count is 46,19.


	Symmetric Measures

	 
	Value
	Approx. Sig.

	Nominal by Nominal
	Phi
	0,121
	0,000

	
	Cramer's V
	0,121
	0,000

	
	Contingency Coefficient
	0,120
	0,000

	N of Valid Cases
	1.522
	 

	a. Not assuming the null hypothesis.

	b. Using the asymptotic standard error assuming the null hypothesis.


Figure 11 - Results model (3) (total)
COMPUSTAT SAMPLE

	Model Summary(b)

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

	1
	,865(a)
	0,748
	0,747
	0,03781083

	a. Predictors: (Constant), laggedROA, scale, scaled_PPEG, scaled_dREVdREC, scaled_CFO

	b. Dependent Variable: scaled_OA


	ANOVA(b)

	Model
	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	4,804
	5
	0,961
	961,724
	,000(a)

	
	Residual
	1,238
	1.239
	0,001
	 
	 

	
	Total
	6,041
	1.244
	 
	 
	 

	a. Predictors: (Constant), laggedROA, scale, scaled_PPEG, scaled_dREVdREC, scaled_CFO

	b. Dependent Variable: scaled_OA


	Coefficients(a)

	Model
	 
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	0,016
	0,002
	 
	7,071
	0,000

	
	scale
	0,180
	0,037
	0,068
	4,907
	0,000

	
	scaled_dREVdREC
	0,035
	0,003
	0,182
	12,822
	0,000

	
	scaled_PPEG
	-0,011
	0,002
	-0,069
	-4,729
	0,000

	
	scaled_CFO
	-0,784
	0,015
	-0,910
	-53,272
	0,000

	
	laggedROA
	0,007
	0,000
	0,770
	45,750
	0,000

	a. Dependent Variable: scaled_OA


COMPUSTAT SAMPLE pre-IFRS
	Model Summary(b)

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

	1
	,872(a)
	0,761
	0,760
	0,03828896

	a. Predictors: (Constant), laggedROA, scale, scaled_PPEG, scaled_dREVdREC, scaled_CFO

	b. Dependent Variable: scaled_OA


	ANOVA(b)

	Model
	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	4,746
	5
	0,949
	647,483
	,000(a)

	
	Residual
	1,492
	1.018
	0,001
	 
	 

	
	Total
	6,239
	1.023
	 
	 
	 

	a. Predictors: (Constant), laggedROA, scale, scaled_PPEG, scaled_dREVdREC, scaled_CFO

	b. Dependent Variable: scaled_OA


	Coefficients(a)

	Model
	 
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	0,013
	0,003
	 
	4,996
	0,000

	
	scale
	0,176
	0,041
	0,063
	4,312
	0,000

	
	scaled_dREVdREC
	0,032
	0,003
	0,163
	10,989
	0,000

	
	scaled_PPEG
	-0,008
	0,003
	-0,045
	-2,993
	0,003

	
	scaled_CFO
	-0,807
	0,015
	-0,935
	-53,504
	0,000

	
	laggedROA
	0,007
	0,000
	0,779
	44,732
	0,000

	a. Dependent Variable: scaled_OA


THOMSON SAMPLE

	Model Summary(b)

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

	1
	,818(a)
	0,669
	0,668
	0,03987168

	a. Predictors: (Constant), laggedROA, scale, scaled_PPEG, scaled_dREV_dREC, scaled_CFO

	b. Dependent Variable: scaled_OA


	ANOVA(b)

	Model
	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	4,217
	5
	0,843
	530,564
	,000(a)

	
	Residual
	2,084
	1.311
	0,002
	 
	 

	
	Total
	6,301
	1.316
	 
	 
	 

	a. Predictors: (Constant), laggedROA, scale, scaled_PPEG, scaled_dREV_dREC, scaled_CFO

	b. Dependent Variable: scaled_OA


	Coefficients(a)

	Model
	 
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	0,027
	0,002
	 
	11,937
	0,000

	
	scale
	-0,028
	0,038
	-0,012
	-0,739
	0,460

	
	scaled_dREV_dREC
	0,026
	0,003
	0,145
	8,913
	0,000

	
	scaled_PPEG
	-0,023
	0,002
	-0,148
	-9,091
	0,000

	
	scaled_CFO
	-0,646
	0,015
	-0,825
	-43,250
	0,000

	
	laggedROA
	0,006
	0,000
	0,710
	37,679
	0,000

	a. Dependent Variable: scaled_OA


THOMSON SAMPLE pre-IFRS
	Model Summary(b)

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

	1
	,820(a)
	0,673
	0,671
	0,04089904

	a. Predictors: (Constant), laggedROA, scale, scaled_PPEG, scaled_dREV_dREC, scaled_CFO

	b. Dependent Variable: scaled_OA


	ANOVA(b)

	Model
	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	3,315
	5
	0,663
	396,324
	,000(a)

	
	Residual
	1,611
	963
	0,002
	 
	 

	
	Total
	4,926
	968
	 
	 
	 

	a. Predictors: (Constant), laggedROA, scale, scaled_PPEG, scaled_dREV_dREC, scaled_CFO


	Coefficients(a)

	Model
	 
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	0,026
	0,003
	 
	8,754
	0,000

	
	scale
	0,052
	0,047
	0,020
	1,097
	0,273

	
	scaled_dREV_dREC
	0,027
	0,003
	0,151
	7,983
	0,000

	
	scaled_PPEG
	-0,021
	0,003
	-0,129
	-6,869
	0,000

	
	scaled_CFO
	-0,653
	0,017
	-0,816
	-37,688
	0,000

	
	laggedROA
	0,006
	0,000
	0,702
	32,487
	0,000

	a. Dependent Variable: scaled_OA


Figure 12 - Results model (3) (grouped industries)
COMPUSTAT SAMPLE

	 
	 
	Unstandardized Coefficients

	Industry
	R Square
	(Constant)
	scale
	scaled_dREVdREC
	scaled_PPEG
	scaled_CFO
	laggedROA

	Construction
	0,837
	0,022
	1,088
	0,022
	-0,007
	-0,994
	0,006

	Manufacturing
	0,690
	0,017
	0,098
	0,051
	-0,012
	-0,762
	0,006

	Transportation, Communication & Utilities
	0,648
	0,046
	2,424
	0,032
	-0,041
	-0,522
	0,002

	Wholesale Trade
	0,907
	0,012
	0,319
	0,027
	-0,007
	-0,886
	0,008

	Retail Trade
	0,571
	-0,018
	1,748
	0,013
	-0,009
	-0,538
	0,005

	Services
	0,669
	0,009
	0,292
	0,049
	-0,012
	-0,641
	0,006


COMPUSTAT SAMPLE pre-IFRS

	 
	 
	Unstandardized Coefficients

	Industry
	R Square
	(Constant)
	scale
	scaled_dREVdREC
	scaled_PPEG
	scaled_CFO
	laggedROA

	Construction
	0,871
	0,010
	0,015
	0,017
	-0,002
	-1,005
	0,009

	Manufacturing
	0,752
	0,009
	0,123
	0,056
	-0,003
	-0,772
	0,006

	Transportation, Communication & Utilities
	0,768
	0,043
	1,007
	0,024
	-0,029
	-0,525
	0,002

	Wholesale Trade
	0,828
	0,016
	0,104
	0,036
	-0,001
	-0,916
	0,007

	Retail Trade
	0,631
	-0,009
	0,937
	0,018
	-0,012
	-0,675
	0,006

	Services
	0,720
	0,004
	0,511
	0,056
	-0,007
	-0,659
	0,006


THOMSON SAMPLE

	 
	 
	Unstandardized Coefficients

	Industry
	R Square
	(Constant)
	scale
	scaled_dREVdREC
	scaled_PPEG
	scaled_CFO
	laggedROA

	Construction
	0,844
	0,017
	1,774
	0,011
	-0,002
	-1,027
	0,009

	Manufacturing
	0,509
	0,021
	0,020
	0,065
	-0,016
	-0,475
	0,004

	Transportation, Communication & Utilities
	0,667
	0,003
	-0,630
	0,054
	-0,033
	-0,317
	0,002

	Wholesale Trade
	0,858
	0,051
	-0,172
	0,020
	-0,020
	-0,807
	0,005

	Retail Trade
	0,569
	0,024
	-0,546
	0,020
	-0,002
	-0,577
	0,001

	Services
	0,510
	0,016
	0,110
	0,066
	-0,041
	-0,512
	0,005


THOMSON pre-IFRS SAMPLE

	 
	 
	Unstandardized Coefficients

	Industry
	R Square
	(Constant)
	scale
	scaled_dREVdREC
	scaled_PPEG
	scaled_CFO
	laggedROA

	Construction
	0,886
	0,055
	3,174
	0,013
	-0,003
	-1,054
	0,002

	Manufacturing
	0,507
	0,020
	0,049
	0,055
	-0,010
	-0,501
	0,004

	Transportation, Communication & Utilities
	0,533
	0,003
	-1,558
	0,093
	-0,019
	-0,406
	0,002

	Wholesale Trade
	0,701
	0,045
	-0,571
	0,018
	-0,030
	-0,675
	0,005

	Retail Trade
	0,627
	0,057
	-0,999
	0,018
	-0,024
	-0,579
	0,001

	Services
	0,559
	0,020
	0,035
	0,062
	-0,038
	-0,562
	0,006


Figure 13 - Results model (3) (industry)
COMPUSTAT SAMPLE

	 
	 
	unstandarized coefficients

	2dSIC
	R Square
	constant
	scale
	scaled dREV - dREC
	scaled PPEG
	scaled CFO
	lagged ROA

	15
	0,937
	-0,003
	-0,558
	0,035
	-0,024
	-1,053
	0,009

	20
	0,638
	0,007
	-0,635
	0,012
	-0,003
	-0,687
	0,006

	22
	0,751
	0,030
	-0,016
	0,095
	-0,021
	-0,670
	0,005

	25
	0,561
	0,045
	-0,641
	0,043
	-0,061
	-0,190
	0,003

	26
	0,919
	0,062
	1,138
	0,019
	-0,036
	-0,859
	0,004

	27
	0,713
	0,004
	0,228
	0,047
	-0,010
	-0,762
	0,007

	28
	0,582
	0,039
	0,230
	0,007
	-0,050
	-0,315
	0,003

	33
	0,751
	0,057
	11,366
	0,078
	-0,038
	-1,002
	0,004

	34
	0,638
	-0,045
	0,057
	0,226
	-0,006
	-0,824
	0,003

	35
	0,586
	0,142
	-23,098
	0,159
	-0,157
	-0,508
	0,001

	36
	0,517
	0,041
	0,317
	0,044
	-0,027
	-0,597
	0,003

	38
	0,911
	-0,029
	0,995
	0,069
	-0,011
	-0,959
	0,003

	42
	0,776
	0,013
	-3,463
	0,013
	-0,003
	-0,851
	0,008

	44
	0,776
	0,006
	-0,772
	0,046
	0,001
	-0,885
	0,008

	48
	0,863
	0,088
	-12,274
	0,061
	-0,095
	-0,414
	0,001

	50
	0,697
	0,042
	-0,095
	0,042
	-0,005
	-0,622
	0,002

	51
	0,854
	0,014
	0,127
	0,022
	-0,010
	-0,906
	0,008

	73
	0,537
	0,010
	0,025
	0,055
	-0,004
	-0,634
	0,005

	87
	0,750
	-0,001
	-0,065
	0,016
	-0,039
	-0,678
	0,006


COMPUSTAT SAMPLE pre-IFRS

	 
	 
	unstandarized coefficients

	2dSIC
	R Square
	constant
	scale
	scaled dREV - dREC
	scaled PPEG
	scaled CFO
	lagged ROA

	15
	0,831
	-0,002
	-0,712
	0,036
	-0,023
	-1,045
	0,009

	20
	0,642
	-0,003
	0,090
	0,014
	-0,011
	-0,687
	0,006

	22
	0,749
	0,027
	0,044
	0,093
	-0,027
	-0,650
	0,004

	25
	0,828
	-0,051
	-0,022
	0,083
	-0,029
	-0,788
	0,010

	27
	0,676
	-0,035
	0,036
	0,142
	-0,001
	-0,704
	0,008

	28
	0,628
	0,007
	0,430
	0,074
	-0,009
	-0,647
	0,005

	33
	0,741
	0,045
	12,439
	0,078
	-0,031
	-0,981
	0,004

	34
	0,681
	-0,084
	0,594
	0,229
	-0,092
	-0,883
	0,003

	35
	0,639
	0,184
	-25,227
	0,163
	-0,198
	-0,554
	0,001

	36
	0,641
	0,018
	0,201
	0,058
	-0,006
	-0,762
	0,004

	38
	0,875
	-0,024
	0,944
	0,064
	-0,019
	-0,906
	0,002

	42
	0,777
	0,025
	-3,499
	0,015
	-0,015
	-0,922
	0,008

	44
	0,833
	0,012
	-2,901
	0,044
	-0,005
	-0,901
	0,005

	50
	0,898
	0,044
	1,351
	0,087
	-0,004
	-0,865
	0,002

	51
	0,892
	0,011
	0,079
	0,025
	-0,007
	-0,957
	0,009

	73
	0,647
	-0,003
	0,603
	0,056
	-0,017
	-0,698
	0,006

	87
	0,863
	0,012
	-0,359
	0,018
	-0,043
	-0,887
	0,006


THOMSON SAMPLE

	 
	 
	unstandarized coefficients

	2dSIC
	R Square
	constant
	scale
	scaled dREV - dREC
	scaled PPEG
	scaled CFO
	lagged ROA

	15
	0,865
	0,050
	4,385
	0,005
	-0,017
	-1,000
	0,001

	16
	0,882
	0,039
	5,588
	0,027
	0,001
	-0,983
	0,004

	20
	0,442
	0,033
	-4,256
	0,032
	-0,024
	-0,272
	0,002

	23
	0,560
	0,136
	-0,572
	0,020
	-0,058
	-0,865
	0,000

	25
	0,596
	-0,004
	1,027
	0,053
	-0,014
	-0,365
	0,006

	27
	0,306
	0,009
	-0,006
	0,105
	-0,020
	-0,372
	0,002

	28
	0,563
	0,046
	1,472
	0,015
	-0,063
	-0,184
	0,001

	32
	0,428
	0,002
	-0,304
	0,043
	-0,078
	-0,445
	0,002

	33
	0,726
	0,012
	11,443
	0,054
	-0,004
	-0,804
	0,004

	34
	0,753
	-0,041
	-2,405
	0,133
	-0,063
	-0,787
	0,005

	35
	0,679
	-0,011
	0,324
	0,135
	-0,062
	-0,409
	0,003

	36
	0,760
	0,041
	0,449
	0,013
	-0,004
	-0,861
	0,001

	37
	0,499
	0,097
	-2,999
	0,058
	-0,078
	-0,323
	0,002

	38
	0,822
	-0,047
	-0,016
	0,122
	-0,087
	-0,759
	0,007

	42
	0,770
	0,098
	1,897
	0,092
	-0,060
	-0,637
	0,001

	48
	0,531
	0,011
	-15,934
	0,118
	-0,052
	-0,271
	0,001

	50
	0,713
	0,038
	-2,662
	0,051
	-0,063
	-0,760
	0,002

	51
	0,633
	0,057
	-0,476
	0,011
	-0,043
	-0,626
	0,005

	54
	0,893
	-0,011
	9,485
	0,004
	-0,079
	-0,831
	0,002

	73
	0,483
	0,023
	-0,165
	0,054
	-0,041
	-0,396
	0,004

	87
	0,714
	0,002
	0,184
	0,081
	-0,015
	-0,811
	0,006


THOMSON pre-IFRS SAMPLE

	 
	 
	unstandarized coefficients

	2dSIC
	R Square
	constant
	scale
	scaled dREV - dREC
	scaled PPEG
	scaled CFO
	laggedROA

	15
	0,847
	0,050
	4,871
	0,005
	-0,017
	-1,000
	0,001

	16
	0,813
	0,062
	4,302
	0,016
	-0,018
	-1,032
	0,004

	20
	0,522
	0,026
	-3,742
	0,046
	-0,002
	-0,392
	0,002

	23
	0,603
	0,089
	-2,255
	0,069
	0,001
	-0,816
	0,003

	25
	0,533
	-0,033
	-0,634
	0,103
	-0,071
	-0,637
	0,006

	27
	0,727
	0,012
	21,299
	0,004
	-0,046
	-0,688
	0,007

	28
	0,612
	0,047
	1,280
	0,061
	-0,054
	-0,393
	0,002

	33
	0,731
	0,013
	11,007
	0,059
	-0,005
	-0,798
	0,004

	34
	0,827
	-0,121
	-3,452
	0,133
	-0,146
	-0,888
	0,005

	35
	0,816
	0,014
	1,100
	0,208
	-0,018
	-0,370
	0,002

	36
	0,741
	0,050
	0,435
	0,025
	-0,030
	-0,873
	0,002

	38
	0,863
	0,049
	-1,651
	0,023
	-0,006
	-0,848
	0,002

	48
	0,813
	-0,033
	-12,705
	0,450
	-0,004
	-0,299
	0,000

	50
	0,653
	0,037
	-2,566
	0,052
	-0,047
	-0,698
	0,002

	51
	0,664
	0,040
	-0,045
	0,010
	-0,002
	-0,681
	0,004

	73
	0,523
	0,021
	0,151
	0,054
	-0,024
	-0,559
	0,006

	87
	0,882
	0,015
	-0,446
	0,027
	-0,009
	-0,942
	0,008


Figure 14 - Results model (5) (total)
COMPUSTAT SAMPLE

	Model Summary(b)

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

	1
	,249(a)
	0,062
	0,047
	0,05372600

	a. Predictors: (Constant), Leverage, Loss, Short, Size, Long

	b. Dependent Variable: scaledDA


	ANOVA(b)

	Model
	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	0,058
	5
	0,012
	4,043
	,001(a)

	
	Residual
	0,880
	305
	0,003
	 
	 

	
	Total
	0,939
	310
	 
	 
	 

	a. Predictors: (Constant), Leverage, Loss, Short, Size, Long

	b. Dependent Variable: scaledDA


	Coefficients(a)

	Model
	 
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	-0,022
	0,013
	 
	-1,693
	0,091

	
	Short
	0,005
	0,007
	0,043
	0,656
	0,512

	
	Long
	0,019
	0,009
	0,145
	2,161
	0,031

	
	Loss
	-0,025
	0,009
	-0,162
	-2,873
	0,004

	
	Size
	0,005
	0,002
	0,137
	2,192
	0,029

	
	Leverage
	0,000
	0,000
	-0,100
	-1,645
	0,101

	a. Dependent Variable: scaledDA


COMPUSTAT SAMPLE pre-IFRS

	Model Summary(b)

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

	1
	,250(a)
	0,062
	0,038
	0,05218199

	a. Predictors: (Constant), Leverage, Short, Loss, Size, Long

	b. Dependent Variable: scaledDA


	ANOVA(b)

	Model
	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	0,035
	5
	0,007
	2,559
	,029(a)

	
	Residual
	0,523
	192
	0,003
	 
	 

	
	Total
	0,558
	197
	 
	 
	 

	a. Predictors: (Constant), Leverage, Short, Loss, Size, Long

	b. Dependent Variable: scaledDA


	Coefficients(a)

	Model
	 
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	-0,017
	0,017
	 
	-0,995
	0,321

	
	Short
	0,000
	0,009
	-0,003
	-0,035
	0,972

	
	Long
	0,017
	0,011
	0,134
	1,585
	0,015

	
	Loss
	-0,025
	0,011
	-0,171
	-2,357
	0,019

	
	Size
	0,003
	0,003
	0,102
	1,325
	0,187

	
	Leverage
	0,000
	0,000
	-0,077
	-1,006
	0,316

	a. Dependent Variable: scaledDA


THOMSON SAMPLE
	Model Summary(b)

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

	1
	,366(a)
	0,134
	0,123
	0,03759296

	a. Predictors: (Constant), Leverage, Loss, Short, Size, Long

	b. Dependent Variable: Unstandardized Residual


	ANOVA(b)

	Model
	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	0,119
	5
	0,024
	27,706
	,000(a)

	
	Residual
	0,307
	356
	0,001
	 
	 

	
	Total
	0,426
	361
	 
	 
	 

	a. Predictors: (Constant), Leverage, Loss, Short, Size, Long

	b. Dependent Variable: Unstandardized Residual


	Coefficients(a)

	Model
	 
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	0,002
	0,006
	 
	0,408
	0,684

	
	Short
	-0,011
	0,004
	-0,154
	-3,044
	0,003

	
	Long
	0,012
	0,004
	0,149
	2,892
	0,004

	
	Size
	0,002
	0,001
	0,104
	2,142
	0,033

	
	Loss
	-0,037
	0,004
	-0,408
	-9,023
	0,000

	
	Leverage
	0,000
	0,000
	-0,214
	-4,309
	0,000

	a. Dependent Variable: Unstandardized Residual


THOMSON pre-IFRS SAMPLE

	Model Summary(b)

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

	1
	,339(a)
	0,115
	0,096
	0,03843192

	a. Predictors: (Constant), Leverage, Short, Loss, Size, Long

	b. Dependent Variable: Unstandardized Residual


	ANOVA(b)

	Model
	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	0,046
	5
	0,009
	6,189
	,000(a)

	
	Residual
	0,353
	239
	0,001
	 
	 

	
	Total
	0,399
	244
	 
	 
	 

	a. Predictors: (Constant), Leverage, Short, Loss, Size, Long

	b. Dependent Variable: Unstandardized Residual


	Coefficients(a)

	Model
	 
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	0,014
	0,009
	 
	1,591
	0,113

	
	Short
	-0,014
	0,006
	-0,169
	-2,510
	0,013

	
	Long
	0,003
	0,007
	0,025
	0,369
	0,712

	
	Size
	0,000
	0,001
	-0,019
	-0,287
	0,775

	
	Loss
	-0,026
	0,006
	-0,254
	-4,147
	0,000

	
	Leverage
	0,000
	0,000
	-0,096
	-1,444
	0,150

	a. Dependent Variable: Unstandardized Residual


Figure 15 - Results model (5) (grouped industries)
COMPUSTAT SAMPLE

	Model Summary(b)

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

	1
	,206(a)
	0,042
	0,027
	0,05033729

	a. Predictors: (Constant), Leverage, Loss, Short, Size, Long

	b. Dependent Variable: scaled_DA


	ANOVA(b)

	Model
	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	0,035
	5
	0,007
	2,725
	,020(a)

	
	Residual
	0,778
	307
	0,003
	 
	 

	
	Total
	0,812
	312
	 
	 
	 

	a. Predictors: (Constant), Leverage, Loss, Short, Size, Long

	b. Dependent Variable: scaled_DA


	Coefficients(a)

	Model
	 
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	-0,010
	0,012
	 
	-0,858
	0,391

	
	Short
	-0,005
	0,007
	-0,051
	-0,781
	0,436

	
	Long
	0,018
	0,008
	0,152
	2,251
	0,025

	
	Loss
	-0,019
	0,008
	-0,130
	-2,287
	0,023

	
	Size
	0,002
	0,002
	0,064
	1,020
	0,309

	
	Leverage
	-0,001
	0,000
	-0,111
	-1,810
	0,071

	a. Dependent Variable: scaled_DA


COMPUSTAT SAMPLE pre-IFRS

	Model Summary(b)

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

	1
	,241(a)
	0,058
	0,034
	0,05428290

	a. Predictors: (Constant), Leverage, Short, Loss, Size, Long

	b. Dependent Variable: scaledDA


	ANOVA(b)

	Model
	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	0,036
	5
	0,007
	2,427
	,037(a)

	
	Residual
	0,580
	197
	0,003
	 
	 

	
	Total
	0,616
	202
	 
	 
	 

	a. Predictors: (Constant), Leverage, Short, Loss, Size, Long

	b. Dependent Variable: scaledDA


	Coefficients(a)

	Model
	 
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	0,000
	0,017
	 
	0,023
	0,982

	
	Short
	-0,004
	0,009
	-0,035
	-0,421
	0,674

	
	Long
	0,010
	0,011
	0,079
	1,544
	0,046

	
	Loss
	-0,030
	0,010
	-0,206
	-2,904
	0,004

	
	Size
	0,000
	0,003
	0,014
	0,177
	0,859

	
	Leverage
	0,000
	0,000
	-0,050
	-0,660
	0,510

	a. Dependent Variable: scaledDA


THOMSON SAMPLE

	Model Summary(b)

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

	1
	,342(a)
	0,117
	0,107
	0,05109675

	a. Predictors: (Constant), Leverage, Short, Loss, Size, Long

	b. Dependent Variable: scaledDA


	ANOVA(b)

	Model
	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	0,145
	5
	0,029
	11,089
	,000(a)

	
	Residual
	1,091
	418
	0,003
	 
	 

	
	Total
	1,236
	423
	 
	 
	 

	a. Predictors: (Constant), Leverage, Short, Loss, Size, Long

	b. Dependent Variable: scaledDA


	Coefficients(a)

	Model
	 
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	-0,037
	0,009
	 
	-3,997
	0,000

	
	Short
	0,004
	0,006
	0,034
	0,653
	0,514

	
	Long
	0,005
	0,007
	0,042
	0,783
	0,434

	
	Loss
	-0,028
	0,006
	-0,202
	-4,348
	0,000

	
	Size
	0,008
	0,002
	0,268
	5,324
	0,000

	
	Leverage
	-0,001
	0,000
	-0,204
	-3,970
	0,000

	a. Dependent Variable: scaledDA


THOMSON pre-IFRS SAMPLE

	Model Summary(b)

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

	1
	,288(a)
	0,083
	0,071
	0,04000482

	a. Predictors: (Constant), Leverage, Loss, Short, Size, Long

	b. Dependent Variable: Unstandardized Residual


	ANOVA(b)

	Model
	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	0,058
	5
	0,012
	7,186
	,000(a)

	
	Residual
	0,635
	397
	0,002
	 
	 

	
	Total
	0,693
	402
	 
	 
	 

	a. Predictors: (Constant), Leverage, Loss, Short, Size, Long

	b. Dependent Variable: Unstandardized Residual


	Coefficients(a)

	Model
	 
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	0,005
	0,007
	 
	0,737
	0,461

	
	Short
	-0,009
	0,005
	-0,108
	-1,966
	0,050

	
	Long
	0,008
	0,005
	0,089
	1,593
	0,112

	
	Loss
	-0,023
	0,005
	-0,218
	-4,506
	0,000

	
	Size
	0,003
	0,002
	0,102
	1,614
	0,108

	
	Leverage
	0,000
	0,000
	0,077
	1,435
	0,152

	a. Dependent Variable: Unstandardized Residual


Figure 16 - Results model (5) (industry)
COMPUSTAT SAMPLE

	Model Summary(b)

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

	1
	,309(a)
	0,096
	0,076
	0,02703247

	a. Predictors: (Constant), Leverage, Loss, Short, Size, Long

	b. Dependent Variable: Unstandardized Residual


	ANOVA(b)

	Model
	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	0,018
	5
	0,004
	4,963
	,000(a)

	
	Residual
	0,172
	235
	0,001
	 
	 

	
	Total
	0,190
	240
	 
	 
	 

	a. Predictors: (Constant), Leverage, Loss, Short, Size, Long

	b. Dependent Variable: Unstandardized Residual


	Coefficients(a)

	Model
	 
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	0,020
	0,008
	 
	2,627
	0,009

	
	Short
	-0,002
	0,004
	-0,044
	-0,597
	0,551

	
	Long
	0,004
	0,005
	0,054
	0,721
	0,472

	
	Size
	-0,003
	0,001
	-0,151
	-2,174
	0,031

	
	Loss
	-0,021
	0,005
	-0,252
	-3,934
	0,000

	
	Leverage
	0,000
	0,000
	0,031
	0,444
	0,657

	a. Dependent Variable: Unstandardized Residual


COMPUSTAT SAMPLE pre-IFRS

	Model Summary(b)

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

	1
	,314(a)
	0,099
	0,068
	0,02666999

	a. Predictors: (Constant), Long, Loss, Size, Leverage, Short

	b. Dependent Variable: Unstandardized Residual


	ANOVA(b)

	Model
	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	0,011
	5
	0,002
	3,197
	,009(a)

	
	Residual
	0,104
	146
	0,001
	 
	 

	
	Total
	0,115
	151
	 
	 
	 

	a. Predictors: (Constant), Long, Loss, Size, Leverage, Short

	b. Dependent Variable: Unstandardized Residual


	Coefficients(a)

	Model
	 
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	0,024
	0,010
	 
	2,296
	0,023

	
	Short
	0,000
	0,005
	-0,003
	-0,033
	0,973

	
	Size
	-0,004
	0,002
	-0,220
	-2,598
	0,010

	
	Loss
	-0,018
	0,006
	-0,243
	-2,922
	0,004

	
	Leverage
	0,000
	0,000
	0,163
	1,881
	0,062

	
	Long
	0,002
	0,006
	0,035
	0,364
	0,716

	a. Dependent Variable: Unstandardized Residual


THOMSON SAMPLE
	Model Summary(b)

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

	1
	,376(a)
	0,141
	0,129
	0,03701396

	a. Predictors: (Constant), Leverage, Short, Loss, Size, Long

	b. Dependent Variable: Unstandardized Residual


	ANOVA(b)

	Model
	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	0,078
	5
	0,016
	11,440
	,000(a)

	
	Residual
	0,477
	348
	0,001
	 
	 

	
	Total
	0,555
	353
	 
	 
	 

	a. Predictors: (Constant), Leverage, Short, Loss, Size, Long

	b. Dependent Variable: Unstandardized Residual


	Coefficients(a)

	Model
	 
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	0,027
	0,007
	 
	3,763
	0,000

	
	Short
	-0,013
	0,005
	-0,154
	-2,700
	0,007

	
	Long
	0,004
	0,005
	0,047
	0,800
	0,424

	
	Size
	-0,003
	0,001
	-0,121
	-2,247
	0,025

	
	Loss
	-0,028
	0,005
	-0,284
	-5,543
	0,000

	
	Leverage
	0,000
	0,000
	-0,060
	-1,066
	0,287

	a. Dependent Variable: Unstandardized Residual


THOMSON pre-IFRS SAMPLE

	Model Summary(b)

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

	1
	,296(a)
	0,088
	0,064
	0,03771708

	a. Predictors: (Constant), Leverage, Short, Loss, Size, Long

	b. Dependent Variable: Unstandardized Residual


	ANOVA(b)

	Model
	 
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	0,026
	5
	0,005
	3,648
	,004(a)

	
	Residual
	0,270
	190
	0,001
	 
	 

	
	Total
	0,296
	195
	 
	 
	 

	a. Predictors: (Constant), Leverage, Short, Loss, Size, Long

	b. Dependent Variable: Unstandardized Residual


	Coefficients(a)

	Model
	 
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	0,021
	0,011
	 
	1,884
	0,061

	
	Short
	-0,008
	0,006
	-0,105
	-1,342
	0,181

	
	Long
	0,011
	0,007
	0,117
	1,469
	0,143

	
	Size
	-0,004
	0,002
	-0,170
	-2,320
	0,021

	
	Loss
	-0,016
	0,007
	-0,162
	-2,280
	0,024

	
	Leverage
	0,000
	0,000
	0,111
	1,480
	0,141

	a. Dependent Variable: Unstandardized Residual
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Compliance with ethical principles, professional skepticism, due diligence
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Auditor independence








� Section 290 of the Code states: “The avoidance of facts and circumstances that are so significant that a reasonable and informed third party, having knowledge of all relevant information, including safeguards applied, would reasonably conclude a firm’s, or a member of the assurance team’s,  integrity, objectivity or professional skepticism had been compromised.”


� According to the IFAC Code of Ethics, “familiarity threats may occur when, because of a close relationship, a professional accountant becomes too sympathetic to the interests of others.” (IFAC, 2005, p.6) And: “Circumstances that may create familiarity threats include long association of senior personnel with the assurance client.” (IFAC, 2005, p. 17)


� According to the IFAC Code of Ethics, “self review threats may occur when a previous judgment needs to be reevaluated.” (IFAC, 2005, p.6)  And: “Circumstances that may create self-review threats include the discovery of a significant error during a re-evaluation.” (IFAC, 2005, p. 17)


� According to the IFAC Code of Ethics, “self interest threats occur as a result of the financial or other interests of a professional accountant.” And: “Circumstances that may create self-interest threats for a professional accountant in public practice include Concern about the possibility of losing a client and dependence on total fees from a client.” (IFAC, 2005, p. 16)


� According to the IFAC Code of Ethics “intimidation threats may occur when a professional accountant may be deterred from acting objectively by threats, actual or perceived.” (IFAC, 2005, p. 6) And: “circumstances that may create intimidation threats include being threatened with dismissal or replacement in relation to a client engagement.” (IFAC, 2005, p. 18)
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