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1 
Introduction

1.1 Background

At the start of the new millennium, a number of fraud cases shocked the economic markets. These cases were spread out over the whole world and were not limited to the United States of America only. One of the well know fraud cases, is about the case of Enron. The Enron Company lost over $70 billion in market capitalization when the fraud was discovered. Public and government were surprised by this happening. The whole story was recently told in a television documentary. The Enron case was not the only case, which was connected to fraud; many others, like WorldCom, Tyco, Ahold and Quest were also accused of fraud during the same period. All these cases had drawn attention from both scientist and public. They started to ask questions like; how could this happen? Why did the auditor not do his job? What made the managers act like this? The governments of various countries also worked on this subject. So did the International Auditing and Assurance Standards Board (IAASB) in their International Standards on Auditing (ISA). 

To minimize the risk on financial statement fraud, the governments of various countries have introduced a variety of rules. In addition, to limit the risk on the approval of financial statements that contains fraud, the financial auditing bodies in the various countries have introduced statements to limit the risk on the approval of financial statements that contain fraud. Nevertheless, what is fraud and what are the risk factors? What rules do exists for the financial auditor? The difficulty with fraud is that its purpose is to remain hidden and the expectation the public has from the auditor. The public expects from the financial auditor to prevent fraud and to assure that the financial statements are correct. Fraud can cause incorrect financial statements, which could be material. Since the profession of auditing is based on trust, it is essential to minimize such risk and to execute those actions to prevent financial statement fraud. However, the auditor does not control all actions of the company. Managers tend to deceive when they face monetary incentives like large bonuses. This fact, combined with the risk on fraud and the expectations from the public to an auditor it is essential to consider financial statement fraud. However, if the auditor always considers fraud, the fraud cases from the past should not have occurred. It can be concluded that auditors did not act strictly enough on risks for fraudulent financial statements.

In an attempt to improve the auditors focus on fraud, the United States of America introduced in 2002 the Statement on Auditing Standards (SAS) rule number 99; Consideration of Fraud. This statement requires the auditor to execute a number of actions during the audit. The International Auditing and Assurance Standards Board soon followed with an improved version of the ISA 240; the auditor’s responsibility to consider fraud and error in an audit of financial statements. 

“The purpose of the International Standard on Auditing (ISA) is to establish basic principles and essential procedures and to provide guidance on the auditor’s responsibility to consider fraud in an audit of financial statements
 and expand on how the standards and guidance in ISA 315 “Understanding the Entity and its Environment and Assessing the Risk of Material Misstatement” and ISA 330, “The Auditor’s Procedures in Response to Assessed Risks” are to be applied in relation to the risks of material misstatement due to fraud. The standards and guidance in this ISA are intended to be integrated into the overall audit process.” (NIVRA 2005, p. 356)

The Dutch government did also add to this discussion by introducing the law on the supervision of auditing firms. This law in June 2005 by the Dutch government was accepted and concerning auditors contains in relation with fraud a legal responsibility.

It may be clear that in every company there is a risk on fraud. This fact is recognized by both governments and regulating authorities on the area of financial reporting. In addition, this same risk is found in literature approached in different ways. In an attempt to regain the public trust and limit this risk, a number of rules have been changed or added. Of course, the goal of all these changes in rules and regulations is a decrease of fraud in companies. 

1.2 Accruals

In every system, different ways exist to interpret the rules. In some cases more possibility to act in conformity with the rules as in other cases. These accounting choices are made by a manager and are audited by an auditor. This can create some tension when the auditor does not want the manager to use certain systems; especially changing the system in order to gain different profits can be suspicious. Committing fraud by altering financial statements can be realized in several ways. In general, a manager will use a method that is within the rules and consequently in the first place is legal. Watts (Watts & Ross, 1977) and Zimmerman (Watts, Ross, & Zimmerman, 1978) find that bonus schemes can create incentives for managers to use particular accounting procedures and accruals to increase the present value of their current bonus. Measuring accounting accruals can be a method to measure how strict the rules are applied. The International Standard on Auditing (ISA) added new rules in which the auditor is required to conduct actions to limit the fraud risk. This should influence the (height of) accruals allowed by the auditor.
1.3 Research Question

Based on the previous information, a lead exists that auditors are more anxious to detect fraud to comply with the recently introduced ISA and the Dutch Wta (Wet Toezicht Accountantskantoren = Act on the supervision of audit firms). The problem setting of this research will be therefore: 

“What is the impact on auditors of the introduction of the International Standards on Auditing in respect on the indication concerning financial statement fraud for firms that use monetary incentives?”

 To answer this question, the next sub-questions have been formulated:

· What is fraud? What is the content of the term fraud, and what are reasons to use fraud?

· What is the increased risk of fraud concerning firms using monetary incentives?

· What is the content of the International Standard on Auditing 240 and related standards focusing on decreasing the risk of the use of fraud within companies?

· In which way can fraud be detected? Which indicators are found by previous research?
· What is the responsibility of the public auditor to detect and to communicate fraud and the suspicion of fraud?

1.4 Demarcation

The scope of this research limits to companies which have monetary incentives for their top managers and which have a stock exchange listing. In this research will be examined what impact is of the ISA on the financial statements concerning the years before and the years after the introduction of the ISA statements in 2002. Data will range from 2000 to 2007. In the Netherlands, Dutch stock listed firms need to comply with the Dutch laws and regulations. This research uses the changes in these Dutch regulations as a starting point. The data set will be therefore limited to Dutch firms. The data availability from all firms is not available. The stock listed firms are required to publish an annual report. Thus, the data is from Dutch, stock listed firms.
1.5 Methodology

In order to obtain a problem setting in which the research can be performed, different leads are needed. First, what is fraud? First, a theoretical definition of fraud will be defined. After this, it will be explained why a legal method of altering financial statements can become fraud in a later stage. This is needed to explain why the focus of the auditor needs not only to be on the actual fraud, but to all signals, which can lead to fraud. In relation to fraud, monetary incentives are introduced to narrow the focus for the auditor. By using theory and papers, the possible relation between fraud and monetary incentives are shown. Next, the International Standards on Auditing are presented, especially the ISA 240 “The auditor’s responsibility to consider fraud and error in an audit of financial statements”. Based on this information concerning the research a theoretical framework exists. A reason exists to believe that a higher risk on fraud is present, and the auditor has an increased responsibility to detect fraud. The methodology used in this research, is a field study. Data will be collected from before and after the introduction of the International Standards on Auditing and then compared. The accruals are part of the annual report that can be explained by accounting choices. These accruals contain an indication concerning the use of fraud along with some other methods found in literature. In order to detect an indication concerning the use of fraud, in the past several methods have been used. A couple of methods will be tested concerning changes during years. Since the introduction of more severe accounting rules should decrease the possibility of the use of fraud, the indication for fraud is expected to lower during these years.
1.6 Structure

The thesis will be structured as following; the subject will be introduced in the first chapter. The second chapter is concerning the content of fraud, what is fraud? What concerning people actually is need to commit fraud. Some fraud risks will be examined in more detail, on which the next chapter will continue.

Chapter three explains the combination of monetary incentives and the risk of the use of fraud. It will explain why monetary incentives create an increasing risk for fraud. 

Chapter four will emphasize on the rules for the auditor. It will be about the ISA 240, and NV COS 240, the SAS 99 and the Dutch act on the supervision of auditing firms. In addition, the requirements, which are the result of this new standard, will pass by and why these requirements are influencing the view of an auditor on the result of a company.

Chapter five will focus on indicating fraud. Several ways of detecting fraud is possible. This chapter shows what prior research has used and what the results were. 

Chapter six is focusing on in which way to measure and the theoretical expectations. In this chapter, by using information in the previous chapters and results on fraud research by previous research the hypotheses will be formulated. 

In chapter seven, the research design is explained. In this chapter, the way of measuring fraud indication in this study is explained. In addition, the data set is named.

The results of the empirical tests are shown in chapter 8. 

The last chapter, chapter nine, concludes the previous chapters and gives the conclusion of the empirical research. The chapter will address weaknesses in this research and contain recommendations for the reader for future research.
2 Fraud

2.1 Introduction

Every time a new ‘mistake’ is discovered in the annual reports of companies, people immediately think of fraud. If the annual report needs to be corrected, the stock prices of that company fall down massively and need a long time to recover. A very large recent fraud case is the Enron case. Enron was a utility company, which provided cities with electricity; this electricity was generated by some power plants of Enron. 

The Enron fraud has already been started in the nineties of the last century but was not detected until 2001. After the fraud was discovered, the value of a share dropped from $90 a piece to $0,50. The auditing firm involved in the Enron story was Arthur Andersen, which in the aftermath of the scandal went down with Enron. What did Enron do? In addition, what did Arthur Andersen not do to prevent this fraud and caused the end for the auditing firm? Enron’s profit was the result of deals with special purpose entities, which were controlled by Enron but not included in the annual reports. These profits drove the stock price to high levels, and the executives began to work with insider information to trade Enron stock. Jeffrey Skinning, the chief executive of Enron, sold at minimum 450,000 shares of Enron and gained around $33 million for this.
 He left the company just after six months for a ‘significant’ reason. On October 22, 2001, the Securities and Exchange Commission announced its investigation in several suspicious deals by Enron, pronouncing “some of the most opaque transactions with insiders ever seen”.
 The auditing firm, Arthur Andersen was also accused. The allegations against Arthur Andersen included charges of obstruction of justice related to Enron. Arthur Andersen shredded documents related to the audit of Enron. The United States Securities and Exchange Commission does not allow convicted felons to audit stock listed companies. This was the end of Arthur Andersen as one of the Big Five firms. Nowadays, only four of them are still doing business.

Despite efforts of auditors, the Enron fraud was not the only one, which caught a lot of attention. In the Netherlands, the Royal Dutch Ahold Company became news in relation to a bookkeeping scandal. The Ahold case rests in two parts, one part are the side letters that the management received in respect to the consolidation of an entity in which Ahold participated. The second part was about discounts Ahold received. Ahold recorded the discounts as profits before the discounts where actually received. Aholds top executives and auditor have been sued for the financial damage to investors after the fraud was discovered.

“Amsterdam, 22 February. Auditing firm Deloitte and four former Ahold executives are sued by the Company Information Foundation. The foundation holds Deloitte and the executives responsible for the financial statement fraud and the financial damage stockholders faced. Representing about 500 traders, the foundation claims millions of euros of Deloitte and the executives.”

The foundation accuses Ahold and Deloitte of presenting misleading information about the financial position of Ahold. The fraud covered an amount of 800 million euro’s, mainly caused by the US Foodservice entity, which Ahold controlled in 2003.

These are just two examples, many more can be found in the recent history. In almost all the examples, the stockholders are the ones who lose the most money. The stock prices of companies in which fraud has been detected generally plumed down significantly. This shows how important it is, that an auditor considers and limits the risk of fraud. Nevertheless, what is fraud? What is needed for people to commit fraud? In the next paragraph, the content of the term fraud will be defined.

2.2 Definition of Fraud

The term fraud, as a legal concept, describes any intentional deceit meant to deprive another person or party of their property or rights. (Arens et al. 2008, p. 338) This definition means that all intentional deceiving of other people belongs to the term fraud. Especially, the intention is what makes fraud, fraud. When no intention exists, it can be either an error or something, which in advance is not foreseen. The definition in the context of auditing financial statements, fraud is defined as an intentional misstatement of financial statements. (Arens et al. 2008, p. 338)

Fraudulent financial reporting is an intentional misstatement or omission of amounts or disclosures with the intent to deceive users. (Arens et al. 2008, p. 338) Again, the word intentional makes fraud different from errors. Because expenses were capitalized while it should have been reported as expenses, in the WorldCom fraud, for example, the reported fixed assets were incorrect. Omissions of amounts do not occur as often as an intentional misstatement, but companies might overstate income by omitting accounts payable.

To create a reserve for the future, companies might lower their current income, also called “a cookie jar reserve”. Other practices are earnings management, which involves actions to either increase or decrease current reported income, and income smoothing, which results in a more constant income over time.

Another technique, which can cause incorrect financial statements, is inadequate disclosure. Rules ,which communicate when to consolidate, can be bent in this manner. More about these techniques will be commented in the next paragraphs.

The last reason why the financial statements can be incorrect is the misappropriation of assets as because of theft of entity’s assets. In many cases, these amounts are not material to the financial statements. Still, because the thefts could increase over time it can be of a managements’ concern.

Gladly, not everyone will actually commit fraud. In the introduction, already something was written about this topic. The next paragraph will into more detail explain and show what the risks are.

2.3 Conditions concerning the use of fraud

In the Statement on Auditing Standards (SAS) 99 and in the International Standards on Auditing (ISA) 240, three conditions concerning the use of for fraud are stated. These conditions are referred to as the fraud triangle. The conditions needed are 

(1) an incentive or pressure, 

(2) opportunity, and 

(3) attitudes or rationalization. (See figure 1, next page)

2.3.1 Incentives / Pressures

A common incentive / pressure for companies to manipulate financial statements are a decline in the company’s financial prospects. When a company needs a loan to continue operations, but the financial prospects are not good at all, the management might try to manipulate the earnings in such way that the reported earnings are higher that it should be. Another incentive for 
[image: image1]management to manipulate earnings could be to inflate stock prices. When management has high financial interest in the company in terms of options and / or stocks, it may try to increase artificially the stock price. Employees with major financial obligations, for example with a drug addiction or gamble addiction, to increase their income may face pressure to either steal or manipulate their bonus. 

2.3.2 Opportunities

Manipulation of financial statements can happen in every company. However, the risks are higher for companies in which many judgments and estimates are involved. When a certain asset leaves more room for discussion, a manager has a great opportunity to gain the maximum (or minimum) profit for it. Turnover in accounting personnel can increase this risk; an incomplete internal control system increases the risk for incorrect financial statements. The absence of or ineffective audit committee can also create opportunities. Misappropriation of assets can happen in every company, opportunities for theft can be found in every company. The risk concerning theft increases when a company has small, but high valued, objects in their inventory. Cash handling can also increase the risk for theft. In this respect, inadequate separation of duties is a major risk. A potential risk occurs when the same person keeps the money in custody and maintains the accounting records. How important a correct separation of duties is, was recently revealed when the French bank Société Général faced a large fraud by just one employee. Because there is simply not enough work for everyone, in smaller companies it is even more difficult to maintain a good separation of duties system.

2.3.3 Attitudes / Rationalization

Just the opportunity and the pressure or incentive is not enough for people to commit actually fraud. People need to have the right (or wrong) attitude or rationalization. This attitude can be influenced by the top management’s attitude towards financial reporting. When top executives show disregard to the financial reporting process, like contiguously issuing optimistic forecasts, this can give people the impression they should do also. In addition, the (top) management can be qualified as an example for the rest of the company. If someone in the (top) management steals from the inventory, it is more likely that lower employees also will steal from the inventory. Certain people have fewer problems with stealing or lying as other people have, consequently, those people are a greater risk. In the end, when the incentive is large enough, everyone can become a fraud perpetrator. 

2.4 Ways of influencing the financial statements

2.4.1 Income smoothing

Income smoothing is referred as a technique, in order to report a constant income, to flatten out the reported income over the years. Gordon (1964) prepared a framework based on the assumptions that 

(i)  managers act to maximize their utility, 

(ii)  fluctuations in income and the unpredictability of earnings are causal determinants of market risk measures, 

(iii)  the dividend payout ratio is a causal determinant of share values, and 

(iv)  managers’ utility depends on the firm’s share value (Beattie et al, 1994, p. 793 & Beidleman, 1973 & Watts and Zimmerman, 1986, p. 134).

A theory concerning the use of income smoothing can be based on these four items. In order to obtain a higher share price, the goal of income smoothing is to report a steady income during the years.

2.4.2 Earnings management

Because of its goal, income smoothing differs from earnings management. Earnings management by a manager is used to maximize his bonus. In addition, two other reasons exist concerning the use of earnings management. Decreasing the current income can be based on political reasons, for example, when a big company reports high profit, politics may consider higher taxes. Another reason can be the public. When the public feels they are paying excessively much and the company reports very high profits it could be that the public bans the company. This could be, for example, the case concerning oil companies. Because the public already feels they are paying too much, they should not report very high profits. This research focuses on the managers’ perspective. 

2.4.3 Big bath accounting

When companies need to report bad news, some companies will try to make the bad news even worse in such way that they can report the next year positive news. In order the clean the ‘closet’ the company will try to accumulate all badly – and possible badly – news at once. These phenomena can for example be recognized in the days after 9/11. 

2.4.4 Cookie Jar reserve

In good times concerning the company, managers may want to keep some financial reserves for periods that are more difficult. This can be realized by creating some reserves. Most reserves are not allowed anymore and the rules are leaving less space concerning the interpretation than it did in the recent history. Now, these reserves are eventually presented in the accruals. The revaluation of assets can be a method of increasing the profit and book values in years that are more difficult. Especially, the revaluation of real estate concerning this purpose is useful.

2.4.5 Other methods

In the economic scientific literature, more methods are available. For example, window dressing is a term related to timing the book year at a way it is the best for the company. This can especially be found in takeovers and with acquisitions. Inadequate disclose is another method used by the management of companies to represent the financial statements in a more positive manner. By just ‘forgetting’ important contracts which (may) result in a significant liability in the future, which may influence the decision of a shareholder whether to or not to invest in this company. With this method, the executives are able to show quite different statements to the public, without actually changing in the books. Auditors however might want to include such liabilities in the financial statements to present a better view to the public; executives are able to prevent this.

2.5 Summary
Use fraud, people need three items, (1) the opportunity, (2) an incentive, and (3) the attitude/rationalization. Often, fraud starts with just minor adjustments or legal accounting choices. If these minor adjustments are not detected, people tend to increase the amounts related. Consequently, even when the fraud is not material, the problems in the future can become material. Therefore, concerning an auditor it is important to consider fraud in the financial statements. Concerning managers, various ways of altering or just adjusting the books exist. This includes earnings management, income smoothing, big bath accounting, cookie jar reserve, window dressing and inadequate disclosure. This list however, is not exhausting, more ways are possible and people will try to find loopholes in the system to bypass the rules and to increase their own wealth. To increase their own wealth, monetary incentives are convenient. As will be presents in the next chapter, concerning companies these incentives are risky. .

3 Monetary Incentives
3.1 Introduction

To stimulate managers, companies at an increasing rate use monetary incentives like bonuses.. These bonuses vary in amounts in companies but can reach amounts of several annual salaries. Politician in the Netherlands are trying to limit the income. They demanded, for example, that the annual income of the executives is noted in the annual report. This, however, had an adverse effect. Concerning their salary, by the executives the annual reports of similar companies were compared . Instead of lowering the high salaries, the low salaries have been increased. To stay competitive in the personnel market for companies the bonus structures became more and more important . The use of bonuses limits not simply to the top management. As in the United States of America, the bonus systems are becoming more important. One of the reasons is that using a bonus structure, a part of the cost of personnel is related to the results of the company. Bad years will result in lower costs for personnel of the company. The other way around, if the company has realized a very good year with high profits, the personnel can also profit from this good period. However, it seems that monetary incentives increase risk for the use of fraud. 

Recently, in 2008, the news was about the latest fraud case in France. All headlines of newspapers, television stations and financial programs wrote about the $7,14 billion crimes performed by just one employee of the Société Générale bank in France. This was a massive $5,8 billion more that the Nick Lesson case with the Barings bank in 1995, which went bankrupt at that time. Soon, rumors about the causes of this fraud began and newspapers speculated about the cause. One rumor was the expected €300,000 bonus for this employee, when he was not caught. Others suggested that he just wanted to be the best trader, or even that he just was used to put up a smoke screen to cover other losses by the bank. 

Because bonuses are more commonly used in organizations, this bonus suggestion is interesting. Firms use equity-based compensation contracts to presents executives incentives to increase the stock price. These contracts however can create greater incentives to commit fraud by producing fraudulent misstatements or actions that mislead analysts and investors. Of course, some executives will have morals or ethics that will prevent them from committing fraud. Several theoretical papers develop models that predict these actions. (Bar-Gill & Bebchuk, 2003a; Bar-Gill & Bebchuk, 2003b; Bebchuk & Fried, 2003; Goldman & Slezak, 2006; Robinson & Santore, 2004; Chesney & Gibson-Asner, 2004) In the study of Goldman and Slezak (Goldman & Slezak, 2003) they show that, performance-based compensation can induce managers to misreport performance. Jensen (Jensen, 2003) finds the nonlinearity in performance payout systems induces managers to lie. Erickson et al. (Erickson, Hanlon, & Maydew, 2005) find that managers only undertake fraud if they perceive positive benefits of the fraud. Managers are believed to use option grants for their own benefits. (Aboody & Kasznik, 2000; Yermack, 1995) According to Cools, CEO’s from fraud companies had on average eight times more options and shares as those in the control group. (Cools, 2006)

Alan Greenspan pointed in a testimony before the Senate Banking Committee that compensation structures can create incentives for misleading reporting. He communicates; “… the highly desirable spread of shareholding and options among business managers perversely created incentives to artificially inflate reported earnings in order to keep stock prices high and rising. This out suggests that the options were poorly structured, and, consequently, they failed to properly align the long-term interests of shareholders and managers, the paradigm so essential for effective corporate governance.” (Greenspan, 2002) Others used more direct words, Michael Jensen noted that “Equity based compensation is like throwing gasoline on the fire”.
 Arthur Levitt remarked a similar note. He communicates that it increases the desire of executives to increase stock value presented them an incentive to manipulate. (Levitt, 1998) Arthur Levitt was chair of the SEC at that time.

The theory underlying the use of incentives is the Agency Theory; this theory assumes information asymmetry between the principal (in case of the CEO; the shareholders) and the agent (the CEO) and a self-interest perspective in the agent.

According the 2005 Crime Survey of PricewaterhouseCoopers (Mikkers, 2007), a stunning 37 percent of the participating companies faced among employees in the past two years a form of fraud. The to answer question is whether the fraud is caused by the fact that employees face an incentive or do concerning employees the incentives not influence the behavior in a negative manner. This increased risk according to the agency theory result in more monitoring by the principal to increase the chance of catching the bad employee.

According the research performed by the SEC concerning recent fraud cases, the large amounts of stock options is concerning the executives, one of the causes to commit fraud. The conclusion of Johnson et al. is that executives at fraud firms, than executives at industry- and size-matched control firms do, face greater financial incentives to commit fraud. (Johnson, Reay, & Tian, 2005) According to their research, operating performance measures are related to the executives committing fraud. This relation between the performance rewards and the fraud is also recognized by the Statements on Accounting Standards (SAS) rule 99 and by the International Standards on Auditing (ISA) rule 240. In the SAS rule, concerning the auditor professional skepticism is required. They do not distinguish between executives and lower level in the organization. Especially, when executives commit fraud, this can also be expected from lower level managers. This ‘tone at the top’ has worked its way through the organization and encouraged lower managers to commit a form of fraud as well. In addition, lower level managers can face financial incentives as well as executives. The ability to conceal the fraud is more difficult for lower level managers, but as the Société Générale example showed, people are inventive to overcome this problem. Alternatively, as a Dutch proverb says: “if you want, there is a way.”

3.2 Agency theory

The theory behind paying the use of incentives can be found in the agency theory. During the 1960s and the early 70s, economics started to explore for risk sharing among individuals or groups. (Eisenhardt, 1989) Between the agent and principal exists a relation in which the principal delegates work to the agent, who performs the work. The agency theory tries to explain this relation through a contract. (Jensen & Meckling, 1976) The agency theory structure is applicable in a variety of settings, ranging from macro level issues such as regulatory policy to micro level dyad phenomena such as blame, impression management, lying and other expressions of self-interest. (Eisenhardt, 1989, p. 60) Moreover, the agency is used to explain organizational phenomena as compensation. (Conlon & Parks, 1988; Eisenhardt, 1985) It predicts that by pay to perform, employees are more motivated to increase effort. (Homström, 1979) The agency theory is used to create goal congruence between the agent and the principal. This can be done by compensation methods such as bonuses, and CEO compensation contracts. Nevertheless, as Eisenhardt remarks, the agency theory can also result in a more negative association. Self-interest problems arise in every relation; it is a natural side of human beings, which already is marked in the Theory X – Theory Y by McGregor. This theory describes two extreme faces of humans, at one side the people do what is expected from them and co-operate with each other. In this theory, there is no room for self-interest, nor there is for performance incentive systems, it is simply not improving the outcome. In theory X, it is exactly the opposite. People are lazy human beings, which continuously need to be motivated. Employees have no ambitions and need to be punished when not acting in a desired way. However, as Simons signaled: “Although we can find examples of these behaviors in many circumstances, oftentimes people do not act like this in businesses that we know.” (Simons, 1995) The truth is somewhere in between, but, they have some level of self-interest which is different from person to person. Since this self-interest is the basis for fraud risks, it an important assumption for the fraud triangle. This is also motivated by Becker (1968) in the theory of a crime framework. Agents do commit crime if the expected payoff has a positive utility. Consequently, the chance of being caught and prosecuted has a lower disutility than the positive utility from the crime.

3.3 Positive Accounting Theory

Positive accounting theory tries to predict and explain accounting choices. This theory is developed by Watts and Zimmerman back in 1986. The positive accounting theory focuses on the relation between different individuals and on how accounting methods can be used to assist in these relations. Examples of such relations are shareholders and managers or managers and other equity providing parties. The underlying assumption of the positive accounting theory is that people are self-interested; they only undertake certain actions when they improve their own utility. Therefore, they expect individuals not to have any notion of loyalty nor moral (Deegan & Unerman, 2004). 

Bonus plan hypothesis

The positive accounting theory consists of three hypotheses. The first hypothesis is the ‘bonus plan hypothesis’. This hypothesis suggests that it is more likely that managers of a company, who are subjected to a bonus plan, will use accounting methods that increase the income for the current period. When a manager is subjected to a bonus plan, he or she receives a basis income and a variable income, which is related to the performance of the company. Managers will be more likely to increase the reported income in order to obtain a higher bonus. According to Healy (1985), this is correct, but the dependent variable for the bonus had to achieve a certain minimum level, otherwise, managers will try to shift the income to the next period.

Debt hypothesis

The second hypothesis of the positive accounting theory is the ‘debt hypothesis’. This hypothesis suggests the following: when the ratio of debt and equity is high, this increases the chance that managers use accounting methods that increase the current income. Capital suppliers expect the company to pay back the debts and interest. When the capital suppliers do not receive satisfying guarantees, they will increase the costs for the capital. Cotter (1998) researched the existence of such contracts in Australia and found proof for such activities.

Political cost hypothesis

The third hypothesis is the ‘political cost hypothesis’. This hypothesis suggests that big companies will use accounting methods that decreases the current reported profit. The company size is the proxy for the political attention it receives. Large companies generally have big influence on the society. Besides the delivery of services or goods, large companies also provide work for the society. Because large companies have such influence, they are closely watched by politics. High profits might result in higher taxes, increasing demands and banns from public.
3.4 Previous research on the relation between fraud and monetary incentives

Fraud has been the subject of interest for both researchers and public. A broad audient, the public, government, shareholders, and stakeholders, would like to rule out any form of fraud. The government wants the company to pay taxes investors want true information. For example, Burns and Kedia (2006) examined the effect of CEO compensation contracts on misreporting. They find that ‘the sensitivity of the CEO’s option portfolio to stock price is significantly positively related to the propensity to misreport’ (Burns & Kedia, 2006, p. 35). The convexity in CEO wealth introduced by stock options limits the downside risk on detection of the misreporting. (Burns & Kedia, 2006, p. 36) Bolton et al. (2006) argue that aggressive accounting methods are more commonly used in speculative periods when the market is high valuation. Bergstresser and Philippon (2006) argue that managers may take advantage of the information asymmetry and exercise stock options for liquidity reasons. This is also the conclusion by Burns & Kedia. They find that the incentives to misreport are stronger with stock options relative to other components because 

(i)  Convexity in CEO wealth introduced by stock options limits the downside risk on the discovery of misreporting, and 

(ii) Stock options allow CEOs to pool with other executives that exercise for liquidity and diversification reasons, i.e., options facilitate easy exit strategies for CEOs. 

(Burns & Kedia, 2006, p. 63) Richardson et al. (2003) and Dechow et al. (1996) find a relation between misreporting and accruals. 

The income of the executives of the fraud firms in terms of cash compensation is higher than the income of executives of non-fraud firms. (Erricson et al., 2005) The sample size used by Burns and Kedia was not compiled from actually accused fraud firms but from firms who restated their annual reports. This resulted in a sample size of 1500 firms. The reasons for the restatements are not given, but it is possible that potentially fraud was detected, however, it was arranged between four walls and therefore not revealed nor accused. Executives committing the fraud may not want to attract extra attention by realizing their options more often that executives. 

Johnson et al. find that executives at fraud firms than executives at industry- and size-matched control firms do face greater financial incentives to commit fraud (Johnson, Ryan & Tian, 2005). The executives of fraud firms exercise larger parts of their stock and receive a higher total income than executives of control firms receive. The median in financial incentives are 50% greater for the fraud firms than for the control firms. For the unrestricted stock, the difference is 115% according Johnson et al. In terms of dollars, selling larger parts of vested options during the fraud years, the executives earn $965,412 dollar more than the control firms on average do. The results of Johnson et al. do support the claim of Bar-Gill and Bebchuk (2003a, 2003b) that the ability to sell stock provides an incentive to commit fraud. Johnson et al. searched SEC Accounting and Auditing Enforcement Releases (AAERs) for the word “fraud” during the years 1996-2003. (Johnson, Ryan & Tian, 2005, p. 14) They identified 287 instances for which this was the case. For their research, they required adequate disclosure about the executive compensation. Then, they split the data by industry and by year. For the industry, they use a two digit Standard Industry Code (SIC). They find that the absolute number of fraud cases and allegations for the business services is the largest. Business service firms (SIC 73) as the average firms are over twice as likely to be accused of fraud (Johnson, Ryan & Tian, 2005, p. 15). Other risk sectors are the communications (SIC 48) and fabricated metal (SIC 34). The overall data does not suggest that fraud is specific to any particular industry (Johnson, Ryan & Tian, 2005, p. 15). Their research was a comparison of companies within the same industry and about the same size.

Denis et al. find a significant positive association between the likelihood of securities fraud allegations and a measure of executive stock option incentives. (Denis, Hanouna & Sarin, 2006, p. 467) They also find a relation between the type of ownership and the fraudulent activities. They examine the likelihood of fraud allegations in relation to the sensitivity of the value of executives’ stock options to changes in the firms’ stock price. Their sample consists 358 companies for the period between 1993 and 2002. They also matched their sample with companies in the same industry and size but not alleged for fraud. Just like Johnson et al., they find that Chief Executives Officers face greater option-based compensation than the control firms do. The ownership type seems to have influence on fraud too, Denis et al. find a significant positive relation between the ownership type and fraud for firms with higher block holder and institutional ownership. (Denis, Hanouna & Sarin, 2006, p. 469) No evidence is found that the risk on fraud depends on the fraction of independent outsiders in the board of directors (Denis, Hanouna & Sarin, 2006, p. 469). The measure used in the research of Denis et al. is the option sensitivity, they argue that options that are more sensitive can create a greater incentive to fraud. It could be that this sensitivity is a reason for investors to accuse the firm of fraud because they have a higher payoff. To control for this, Denis et al. compared their data with a sample of the General Accounting Office with a set of firms that restated their financial results. From these results, Denis et al. conclude that their set of alleged fraud cases is not simply a ‘wild guess’ from investors.

The overall tenure in literature on the use of monetary incentives is quite the same. Most papers find evidence that particularly options can give executives incentives to commit fraud. Options give a high upward profit when stock prices increase but protect for downward losses because it cannot get any lower than zero. Other incentives, like bonuses and stock, are less obvious to research. The risk for fraud still exists, as long the expected utility is positive (Becker, 1968) 
3.5 Summary

This chapter was about monetary incentives and fraud. Is the existence of monetary incentives for a manager enough to assume an increased risk on fraud? Using basic theories, the agency and the political cost theory, conclusions can be drawn on this topic. Both theories expect people to behave in a self-interest manner, which result in accounting methods that increase current income. The researchers looking into this topic find that this behavior can lead to fraudulent activities by the executives. Especially the use of stock options is a factor that, according to this research, increases the risk significantly for fraudulent reporting. However, this does not mean that everyone who is subjected to monetary incentives will commit fraud. There is a risk, and therefore, the auditor needs to consider this when auditing the financial statements. Since 2002, the International Standards on Auditing have been introduced which also include this responsibility. The next chapter will focus in more detail on this standard.

4 The International Standards on Auditing

4.1 Introduction
Users of financial statements are contiguously looking for ways to gain more information on the area they are looking into. This information is used to make decisions and to monitor the company for their purpose, which can vary from financial information for the shareholders to environmental information for environmentalists. They both have one common interest in the presented information; it needs to be correctly and a fair view. History has shown however, that not always a correct and fair view is presented. In early history of bookkeeping, the majority of the companies were owned by the same person who could access all information. A minority of the cases showed companies owned by others, or a part of the company was owned by others, than the ones who actually run the company. Since the amount of shareholders increases, governments and other regulating bodies tried to improve the rules for reporting. In 2001, this resulted in International Financial Reporting Standards (IFRS). The International Federation of Accountants (IFAC) issued the International Standards on Auditing (ISA) in 2002. The purpose of these standards should be clear, the standards should help the users of financial statements. 

One of the goals of the IFAC is that the statements show a true and fair view of the company. Financial statement fraud can cause material ‘errors’ in the financial statements of a company, this happened already for centuries but caught a lot of attention during ending nineties and beginning of 2000. Some large fraud cases have shocked the public with stunning amounts of money. In 2002, the IFAC issued the International Standards on Auditing, which also includes standards on the area of fraud. Especially, ISA 240 “The Auditor’s responsibility to consider fraud and error in an audit of financial statements”. The new standards are mandatory for audits starting after 14th of December 2004.

4.2 The Standard Basis, ISA 240
The purpose of the International Standard on Auditing (ISA) is to establish basic principles and essential procedures and to provide guidance on the auditor’s responsibility to consider fraud in an audit of financial statements
. It expands on how the standards and guidance in ISA 315 “Understanding the Entity and its Environment and Assessing the Risk of Material Misstatement” and ISA 330, “The Auditor’s Procedures in Response to Assessed Risks” are to be applied in relation to the risks of material misstatement due to fraud. The standards and guidance in this ISA are intended to be integrated into the overall audit process.
 The standard does distinguish between fraud and errors. It recognizes two types of fraud that is relevant for the auditor. These are misstatements as a result from misappropriation of assets and misstatements resulting from fraudulent financial reporting. The standard sets out the responsibilities of the auditor for detecting material misstatements from fraud.

The standard requires the auditor to keep an attitude of professional skepticism recognizing the possibility that a material misstatement due to fraud could arise. Members of the engagement team need to discuss the possibility that the financial statements could be subject to fraud. The standard includes an extensive list of what should be performing it requires the auditor to:

· Perform procedures to obtain information that is used to identify the risks of material misstatement due to fraud.

· Identify and assess the risks of material misstatement due to fraud at the financial statement level and the assertion level; and for those assessed risks that could result in a material misstatement due to fraud, evaluate the design of the entity’s related controls, including relevant control activities, and to determine whether they have been implemented.

· Determine overall responses to address the risks of material misstatement due to fraud at the financial statement level and consider the assignment and supervision of personnel; consider the accounting policies used by the entity and incorporate an element of unpredictability in the selection of the nature, timing and extent of the audit procedures to be performed.

· Design and perform audit procedures to respond to the risk of management override of controls.

· Determine responses to address the assessed risk of material misstatement due to fraud.

· Consider whether an identified misstatement may be indicative of fraud

· Obtain written representations from management relating to fraud.

· Communicate with management and those charged with governance.

To be short, the standard requires the auditor to reduce the risk to an acceptably low level by planning and performing and audit which also considers the risk of material misstatements in financial statements due to fraud.

4.3 Responsibility according to ISA 240

The primary responsibility for prevention and detection of fraud rests with both those charged with governance of the entity and with the management (ISA 240.13). It is important that management place strong emphasis on fraud prevention, which may reduce opportunities for fraud to take place, and fraud deterrence, which could persuade individuals not to commit fraud because of the likelihood of detection and punishment. It is the responsibility of those charged with governance of the entity to ensure, through oversight of management, that the entity establishes and maintains internal control to provide reasonable assurance with regard to reliability of financial reporting, effectiveness and efficiency of operations and compliance with applicable laws and regulations. (ISA 240.14 & ISA 240.15) 

ISA 240.18 recognizes the difficulty faced by an auditor in relation to fraud; the risk of not detection a material misstatement resulting from fraud is higher than the risk of not detecting a material misstatement resulting from error. Fraud may involve sophisticated and carefully organized schemes designed to conceal it, such as forgery, deliberate failure to record transactions, or intentional misrepresentations being made to the auditor. Such attempts at concealment may be even more difficult to detect when accompanied by collusion. Collusion may cause the auditor to believe that audit evidence is persuasive when it is, in fact, false. In addition, risk of not detecting a material misstatement resulting from management fraud is greater than for employee fraud (ISA 240.19). Certain levels of management may be in a position to override control procedures designed to prevent similar frauds by other employees. Until 2002, the auditor had no responsibilities on the area of fraud. ISA 240.21 states that an auditor conducting an audit in accordance with ISAs obtains reasonable assurance that the financial statements taken as a whole are free from material misstatement, whether caused by fraud or error. From ISA 240.23 and next paragraphs, a guidance on considering the risks of fraud in an audit and designing procedures to detect material misstatements due to fraud.

4.4 In which way based on the content of ISA 240, frauds needs to be detected
Some basic principles are already signaled in ISA 240.1. This chapter will go into more detail on what actions are required. These actions, if done, should reduce the risk of fraud and thus increase the value of the audit. The first two important points are signaled before; the auditor should keep professional skepticism and members of the engagement team should discuss about the possibility that the financial statements are subjected to fraud. The auditor is required to obtain an understanding of the entity and its environment, including its internal control. The auditor should make inquires with the management. When obtaining this understanding, the auditor should consider whether this information indicate one or more fraud risk factors, examples of fraud risk factors are in table 1. 

Generally, the ISA recognizes the fraud triangle, which acknowledges three conditions to present; an incentive or pressure, a perceived opportunity and the ability to rationalize. Because of different circumstances, not all the factors are relevant and the list is not extensive. The size, complexity, and ownership characteristics have major influence on the relevant fraud risk factors. When performing the analytical procedures to obtain an understanding of the entity and its environment, including its internal control, the auditor should consider unusual or unexpected relationships that may indicate risks of material misstatements due to fraud (ISA 240.53). The auditor should not limit to information gathered by the analytical procedures to obtain an understanding of the entity but also whether other information obtained indicates risks of material misstatements. When identifying risks, the auditor should evaluate the design of the entity’s related controls, including relevant control activities, and determine whether they have been implemented. (ISA 240.57) The auditor should respond to the identified risks. In determining overall responses to address the risks of material misstatement due to fraud in the financial statement the auditor should: 

a. consider the assignment and supervision of personnel, 

b. consider the accounting policies used by the entity, and 

c. incorporate an element of unpredictability in the selection of the nature, timing and extent of audit procedures.

One of the greater risks is that management is able to override the internal controls, since an auditor uses the internal controls to assure the provided information is correct. This problem is also recognize in ISA 240.76 and presents the auditor the responsibility to design and perform audit procedures to 

(a) test the appropriateness of journal entries recorded in the general ledger and other adjustments made in the preparation of financial statements, 

(b) review accounting estimates for biases that could result in material misstatement due to fraud, and 

(c) obtain an understanding of the business rationale of significant transactions that the auditor becomes aware of that are outside of the normal course of business for the entity, or that otherwise appear to be unusual given the auditor’s understanding of the entity and its environment.

Table 1: Examples of fraud risk factors relating to misstatements from fraudulent financial reporting (this list is not extensive, a more extensive list can be found in the ISA guideline)

	Incentives/Pressures

	1. Financial stability or profitability is threaded by economic, industry, entity operating conditions, such as:

	
	Recurring negative cash flows from operations or an inability to generate cash flows from operations while reporting earnings and earnings growth

	
	Rapid growth or unusual profitability especially compared to that of other companies in the same industry

	2. Excessive pressure exists for management to meet the requirements or expectations of third parties due to the following:

	
	Profitability or trend level expectations of investment analysts, institutional investors, significant creditors, or other external parties (particularly expectations that are unduly aggressive or unrealistic), including expectations created by management in, for example, overly optimistic press releases, or annual report messages.

	
	Perceived effects of reporting poor financial results on significant pending transactions, such as business combinations or contract awards.

	3. Information available indicates that the personal financial situation of management or those charged with governance is threatened by the entity’s financial performance arising from the following:

	
	Significant financial interests in the entity

	
	Significant portions of their compensation (for example, bonuses, stock options, and earn-out arrangements) being contingent upon achieving aggressive targets for stock price, operating results, financial position, or cash flow. (Management incentive plans may be contingent upon achieving targets relating only to certain accounts or selected activities of the entity, even though the related accounts or activities may not be material to the entity as a whole)

	4. There is excessive pressure on management or operating personnel to meet financial targets established by those charged with governance, including sales or profitability incentive goals.



	Opportunities
	

	1. The nature of the industry or the entity’s operations provides opportunities to engage in fraudulent financial reporting that can arise from the following:

	
	Significant related-party transactions not in the ordinary course of business or with related entities not audited or audited by another firm.

	
	Assets, liabilities, revenues, or expenses based on significant estimates that involve subjective judgments or uncertainties that are difficult to corroborate

	2. There is ineffective monitoring of management as a result of the following:

	
	Domination of management by a single person or small group without compensating controls

	
	Ineffective oversight by those charged with governance over the financial reporting process and internal control

	3. There is a complex or unstable organizational structure, as evidenced by the following:

	
	Difficulty in determining the organization or individuals that have controlling interest in the entity

	
	High turnover of senior management, legal counsel, or those charged with governance

	4. Internal control components are deficient as a result of the following:

	
	Inadequate monitoring of controls, including automated controls and controls over interim financial reporting

	
	High turnover rates or employment of ineffective accounting, internal audit, or information technology staff.

	Attitudes / Rationalizations

	
	Excessive interest by management in maintaining or increasing the entity’s stock price or earnings trend.

	
	Known history of violations of securities laws or other laws and regulations, or claims against the entity, its senior management, or those charged with governance alleging fraud or violations of laws and regulations

	
	A practice by management of committing to analysts, creditors, and other third parties to achieve aggressive or unrealistic forecasts


4.5 Audit conclusion

After all procedures have been followed, and the tests have taken place, the results need to be evaluated. First, the auditor should consider whether analytical procedures that are performed at or near the end of the audit when forming an overall conclusion as to whether the financial statement as a whole is consistent with the auditor’s knowledge. (ISA 240.85) The auditor needs to determine if any particular trends and relationships exist, that may indicate a risk of material misstatement due to fraud. ISA 240.86 states that when an auditor identifies a misstatement, the auditor should consider whether such a misstatement might be indicative of fraud. If there is such an indication, the auditor should consider the implications of the misstatement in relation to other aspects of the audit, particularly the reliability of management representations. If an auditor confirms that, or is unable to conclude whether, the financial statements are materially misstated because of fraud, the auditor should consider the implications for the audit. (ISA 240.89) An auditor should obtain written representation from management that the management acknowledges its responsibility for the design and implementation of internal control to prevent and detect fraud. In addition, management has to disclose to the auditor the results of its assessment of the risk that the financial statements may be materially misstated because of fraud. The management has to disclose to the auditor its knowledge of fraud or suspected fraud affecting the entity involving 

1.  Management, 

2.  Employees who have significant roles in the internal control, or 

3.  Others where the fraud could have a material effect on the financial statements. 

Last, the auditor should obtain a written representation from that management that it has disclosed to the auditor its knowledge of any allegations of fraud, or suspected fraud, affecting the entity’s financial statements. (ISA 240.90) If fraud has been detected by the auditor, he or she needs to communicate these matters as soon as possible to the management. 

4.6 Statements on Auditing Standards rule 99

In the United States, a similar framework has been created for detecting fraud. This framework is a part of the Statements on Auditing Standards (SAS) 99, and provides a guideline of assessing the risk for fraud. SAS 99 emphasizes consideration of a client’s susceptibility to fraud, regardless of the auditor’s beliefs about the likelihood of fraud and management’s honesty and integrity (Arens et al. 2008, p. 343).  The engagement team must during the engagement question the possibility for fraud in the financial statements. When there is a discovery of fraud, the auditor must consider the implication of the fraud, accumulate additional evidence, and consult with other team members. SAS 99 requires the audit team to engage brainstorm sessions that address the following: (Arens et al. 2008, p. 344)

1. How and where they believe the entity’s financial statements might be susceptible to material misstatement due to fraud. This should include consideration of known external and internal factors affecting the entity that might:

a. Create an incentive or pressure for management to commit fraud.

b. Provide the opportunity for fraud to be perpetrated.

c. Indicate a culture or environment that enables management to rationalize fraudulent acts.

2. How management could perpetrate and conceal fraudulent financial reporting.

3. How anyone might misappropriate assets of the entity.

4. How the auditor might respond to the susceptibility of material misstatements due to fraud.

SAS 99 also requires the auditor the conduct inquiries of the management, these inquiries often reveal information on the chance of fraud. The auditor should ask the management whether they have any information about any fraud or suspicion for fraud. SAS 99 requires the auditor to evaluate whether fraud risk factors indicate incentives or pressures to perpetrate fraud, opportunities to carry out fraud, or attitudes or rationalizations used to justify a fraudulent action (Arens et al. 2008, p. 545) 

Analytical procedures must be performed and when the outcomes of those procedures differ from what was expected, the differences need to be analyzed by the auditor. Any other information obtained by the auditor in relation to the audit needs to be assed for fraud risks. The auditor should have reasons to support the conclusion that there is not a significant risk of material improper revenue recognition. The fraud risks need to be identified and documented. All these actions and procedures need to be assessed in order to comply with SAS 99. The requirements do correspond with the requirements from the ISA 240 and the Dutch NV COS 240. 

4.7 Dutch administration of justice 

In 2001, the discipline counsel in Amsterdam did administer justice in relation to the activities of an external auditing with the suspicion of fraud.
 The bank, the claimer in this case, poses that the auditor did not undertake any action when the auditor did find out about the fraud. In addition, the auditor did not undertake additional research in this respect. The discipline counsel concluded that the auditor did undertake action, by demanding additional conditions. In addition, the auditor did advise the chair to inform the bank about the fraud committed by him. The claimer has brought forward regarding the second complain that the auditor should have done additional checks in an earlier stadium on basis of results in previous audits. The auditor did convince the counsel that this was not the case. The council did judge the complaint as unfounded.

A different case, in 2002, had a different outcome. In this case, an internal accountant commits fraud concerning Fl 5,5 million (€ 2,5 million). Despite this, the auditor did approve the annual report. The complainer suggested that this would not have happened when the auditor did comply with the ISA 240, dealing with fraud and incorrectness. The counsel concluded that the auditor did not perform enough tests. However, the council did not agree with the complainer that the auditor did not comply with the guideline. This verdict seems the result of the fact that the auditor did not notice the fraud at all and therefore did not figured that the ISA 240 should be applied.
 

4.8 Act on the supervision of audit firms

On the 28th of June 2005, the Act on the supervision of audit firms (in Dutch: WTA; Wet Toezicht Accountantskantoren) has passed the Dutch parliament. This act links the rules set by the audit bodies to civil court. The appliance of the WTA is in hands of the Authority on Financial Markets. The act sets requirements to auditors, such as a permit in case of a legal audit. Without this permit, an auditor is no longer allowed to commit legal audits. The Act on supervision of audit firms includes requirements on the area of craftsmanship, independence, objectivity and integrity, secrecy and notion of reasonable suspicion of fraud. This act is introduced to put more emphasis on auditors to comply with the rules. Prosecution is now one of the possibilities for the Authority on Financial Markets if an auditor does not comply. 

4.9 Summary

The SAS and ISA rules are set to give the auditor a set of working tools in order to limit the fraud risk. The rules have been updated over time in order to align the expectations of the public with the audit. The rules have set minimum requirements for the auditor to perform in an audit. This cannot rule out fraud, but give more awareness in the area. The legal side of these new rules is applied by judges who do require an auditor to perform this work. Because this legal consequence more pressure exists to actually comply with the rules. This should lower risks for fraud; however, ruling out all forms of fraud will not be possible. In 2005, the Dutch parliament accepted the Act on the supervision of audit firms, which change the rules into an act. The changes are expected to affect the financial statements of a company. The next chapter will explain how these financial statements can be used in order to indicate fraud.
5 Fraud indication

5.1 Introduction

The definition of fraud is given, the risks for fraud are found and the guideline is introduced. This combination indicates that there should be differences before and after introduction. Measuring fraud however, is not very easy to do. The fraud have already have been committed, consequently the detection of fraud is retrospective. . The purpose of the guidelines is to prevent fraud in the financial statements. This does not necessarily lower the number of cases in which fraud is involved but should reduce the risk that the financial statements are fraudulent. The bases for the detection of fraud are the financial statements. Several studies used accruals in order to detect this type of fraud. The advantage of accruals is that it does not involve opinions or subjective information. In addition, this information can be derived from financial statements, which are publicly available.
5.2 The use of accruals 

Dechow et al. (1996) investigated firms, which have been alleged on violations of the Generally Accepted Accounting Principles by the Securities and Exchange Commission. One aspect of their research was aiming on accruals. According Dechow et al. the accruals gradually increased over time until the firm was alleged for violations. The accruals experienced a sharp decline at that point. They found that the accruals where significant different for the control firms as they were for the accused firms. The increase of accruals is consistent with earnings manipulation. 

Figure 1: (Dechow et al. (1996), p. 18)
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Another research from Richardson et al. (2003) found similar results. They examined the use of accounting information in predicting earnings management. Their sample consists of U.S. firms, which restated their financial reports. The sample represents a set of firms on which it is reasonable to expect a form of earnings management. This sample is much larger than the sample of Dechow et al. because they only limited their research on SEC accused firms. As Dechow, Sloan and Sweeney (1996) and Feroz et al. (1991) already pointed out, the SEC have limited resources and will only pursue the extreme examples. Richardson et al. (2003) conclude that restated firms have larger total accruals than non-restated firms do. In figure 2, the relative total accruals are shown. Here, it is also clear that the accruals are usable as a measure for fraudulent statements.

Figure 2: (Richardson et al. (2003), p. 39)
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In the research of Jones et al. (2006), different versions of accrual models are tested for relation with fraudulent and restated earnings. The sample in this research consists of 71 firms that were alleged by the SEC. The amount of restated earnings for 60 of those firms is $5.8 billion. The other 11 firms did not restate for various reasons. They find that it is possible to detect fraud with discretionary accruals. 

These results show that it is possible to detect fraud with accrual models. The accruals can be detected in a various number of ways. The next sub-chapter will go into more detail about what models exists.

5.3 Methods to measure accruals
Accruals exists because differences between actually earned money and reported earnings. Cash flow and the total earnings should be the same at the long run. In the short run however, they differ because of accounting choices. From literature, different ways of measuring accruals are suggested. A few possibilities will be mention in this thesis; this list is not exhausting but lists the most common methods.

One of the first researches attempting to use accruals is a research of Healy in 1985. The starting point for this research is bonus schemes for managers. Healy assumes that the accruals over time will sum to zero (Healy, 1985, p. 89). The total accruals are used as a proxy for discretionary accruals. Only the total accruals are measured by the Healy model, which include both discretionary and non-discretionary accruals. 

Healy (1985) used total accruals in the previous accounting period to estimate the non-discretionary accruals. He assumes that the non-discretionary accruals are constant over time. The non-discretionary accruals are influenced by the economic circumstances of a company. Changes in those circumstances do affect the total accruals. The Jones model (1991) attempts to control for exogenous changes on the effect on non-discretionary accruals. The following model is used by Jones:

TAit/Ait-1 = α[1/Ait-1] + β1i[ΔREVit/Ait-1] + β2i[PPEit/Ait-1] + εit 

Where:

	TAit
	=
	Total accruals in year t for firm i

	ΔREVit
	=
	Revenues in year t less revenues in year t  - 1 for firm i

	PPEit
	=
	Gross property, plant, and equipment in year t for firm i

	Ait - 1
	=
	Total assets in year t – 1 for firm i

	εit
	=
	Error term in year t for firm 

	i
	=
	1, ….. , N firm index

	t
	= 
	1, ….. , Ti year index


TAit is estimated by the following formula:

TAit  = [ΔCurrent Assets – ΔCash] – [ΔCurrent liabilities] – Depreciation and Amortization Expense

Changes for current assets, cash and current liabilities are the differences between t and t – 1. The prediction error is used as a measure for the discretionary accruals. The equation is scaled by the lagged total assets to control for size differences. 

Several researchers used this model and tried to improve it. Dechow et al. (1995) presented their version of the Jones model. One of the limitations for the Jones model, is that the model is unable to distinct the revenues from a discretionary and non-discretionary part. The revenues based on credit sales can be influenced by the manager. Because the original Jones model does not consider this effect, Dechow et al. added this part. The modified Jones model by Dechow et al. is the following:

TAit/Ait-1 = α[1/Ait-1] + β1i[(ΔREVit - ΔRECit)/Ait-1] + β2i[PPEit/Ait-1] + εit 

In this model, the ΔRECit is the changes in net receivables between year t and year t – 1. All other variables remain the same as in the original Jones model.

This version of the modified Jones model is extended by Kothari et al. in 2005. According Kothari et al. the original and modified Jones model is unable to detect the discretionary accruals properly over time because these models do not take into account growth. To add this variable, they add the return on assets variable into the equation. The model created by Kothari et al. is the following:

TAit = β0 + β1[1/Ait-1] + β2[ΔREVit - ΔARit] + β3[PPEit] + β4[ROAit] + εit

Where ROAit is the Return On Assets at moment t. Kothari argue that for the ROA both t as t – 1 could be used, but the results of ROA on moment t gives a better result. In all equations, the discretionary accruals are estimated in the error term of the equation. 

5.4 Summary

Several ways of detecting accruals are used in research. In this paragraph, three methods have been discussed. These are the original Jones model (1991), the modified Jones model (1995) and the modified Jones model with ROA (2005). The original Jones model is used in this study because this is the basis for studying accruals. The second model to be tested will be the modified Jones model with ROA. In this research, changes over time are compared. Therefore, growth of a company is an important value to take into account when estimating accruals. In addition, according Jones et al. (2006) this method is able to detect fraud as one of the only Jones models. 

6 Hypothesis development

6.1 Introduction

In the previous chapters, already some clues can be found in relation to fraud and fraud risks. There are rules for the auditor in such cases. These rules are of course developed for a reason, not because there is no risk. In this chapter, some prior research is referred and the hypothesis will be developed.

6.2 Prior research

Fraud is a serious risk when auditing the financial statements of companies. People tend to be self oriented and will always try to improve their own wealth. Monetary incentives, as used in many different companies increase this risk. A vast number of studies predict misstatements or actions from executives to mislead investors. (Bar-Gill & Bebchuk, 2003a; Bar-Gill & Bebchuk, 2003b; Bebchuk & Fried, 2003; Goldman & Slezak, 2006; Robinson & Santore, 2004; Chesney & Gibson-Asner, 2004) This type of rewarding is closely related to the agency theory (Eisenhardt, 1989). Combining the agency theory with the Theory X and Y from McGregor leads to a dangerous combination, which can tread a company. Burns and Kedia (2006) find that sensitive options are positively related to misreporting. From literature, more evidence can be found that there is a risk (see chapter 3.4) for (fraudulent) misreporting in combination with monetary incentives. In fact, this risk is also acknowledged by the auditing bodies. In the Netherlands, the first guideline in relation to fraud dates back to 1990. In 1997, this guideline is replaced by the RAC 240 ‘fraud and irregularities’ which is in line with the ISA 240 guideline. Meanwhile, these guidelines, and the improvement was apparently not enough because in 2002, the United States of America replaced SAS 82 (which corresponds with the ISA guideline) with SAS 99. This was due fraud cases from which a few are listed in this thesis. During the same period, the ISA 240 is also adjusted. The term error was removed and the auditor has been given some hands to guide their audit. (Diekman, 2005, p. 14) A major change in the ISA 240 is the introduction of the fraud triangle (page 12 of the thesis). In addition, skepticism that is more professional is expected from the auditor. A list of possible questions is added to the guideline in order to give the auditor as much guideline as possible. These changes where proposed in 2002 and became active in 2003. At the same time, in the Netherlands a law was introduced. 

The effectiveness of this law is put to a test by MARC (MARC, 2005). The MARC report concludes that in a substantive amount of cases the auditor not acts conform law and regulations.  (MARC, 2005, p. 6) Another conclusion of the report has to do with materiality of the fraud. From interviews with auditors, a limit from fraud should set on a certain amount instead of percentage. Materiality is irrelevant in relation to fraud (MARC, 2005, p. 25). Fraud with material influence and external is more commonly committed by the top-management  while lower management and employees are more common responsible for internal fraud and immaterial fraud (MARC, 2005, p. 34). 

The law links the guideline from the ISA 240 to what actually needs to be done. Therefore, the MARC research is relevant in determining whether changes in rules actually work. Other research, which is interesting, is about how an auditor is able to estimate fraud risks. From research on this topic appears that auditors are able to assess different kind of risks in the risk model (Reimers, Wheeler, Dusenbury, 1993).

On the fraud topic itself, several studies have used different ways to study this. Some researchers used actual fraud cases in their study. However, these actual (and convicted) cases are just the tip of the iceberg. As the MARC study already identified, many cases are arranged between the auditor and the company. Other researchers used suspected fraud cases, which gives more cases to work with. Still, this will not include all cases because the nature goal of fraud is to remain undetected. Lys and Watts (1994) find that clients are more likely to be sued when total accruals are relatively income increasing, others found similar results. Overall, auditors will be less likely sued when income statements are understated. Both Dechow et al. (1996) and Richardson et al. (2003) find that the accruals of firms reporting false financial statements are higher than firms, which did not report false financial statements. The use of accruals is introduced by Jones (1991). By using accruals, actual fraud data is not necessary anymore. This research used the total accruals as an indicator for fraud.

6.3 Hypothesis

This research focuses on the effects of the rules on detecting fraud. The regulating authorities have tried to limit fraud risk by extending the rules. Auditors are required to look actively for fraud within companies. Prior research shows that accounting data can be used to detect fraud, and accruals can be used as a measure. In the period between 2002 and 2006, the rules on this area have changed. Because there are different moments in which a difference can be expected, different hypotheses will be set. The first moment is in 2002, in this year, the SAS rule is introduced. During that same year, the IFAC changed their ISA 240 to align with the SAS rule. However, it is not until December 2004 this rule is officially in place. The next moment in this timeline is 2006, from this year and on, the ISA rule is in the Netherlands in use as a law. The Act on the supervision of audit firms was accepted in June 2005 and had to be applied for clients in 2006. Even so, changes might be expected the year before the rules are applied. DeFond and Subramanyam (1998) find that an auditor change affects the discretionary accruals in the last year of the previous auditor. This is especially the case when there is a litigation risk. In general, all this additional attention during the years should make a difference between 2001 and 2007. A decreasing amount of accruals is expected. Consequently, the first hypothesis will be:

The indication for fraud will decline during the 2001-2007 period.

As signaled before, several moments exist on which changes can be expected. One important change that according literature might influence the accruals is the introduction of IFRS. The changes of IFRS should increase the discretionary accruals. To control for this event, several timelines are created in which the change will be tested. All of these moments are put to a test. This gives several extra hypotheses.

The indication for fraud will decrease during 2001-2002.

The indication for fraud will decrease during 2002-2004.

The indication for fraud will decrease during 2005-2007.

All of the changes by the government targeted a decline of fraud risk. The goal is to find out whether these changes had the desired result.
6.4 Summary

Several moments in time can be found on which the accruals might change. The first moment will be in 2003, a decline is expected because of changes in the ISA. The next moment is 2005; this is caused by the adoption of IFRS. The third moment is 2006, at this moment the act on Supervision of Auditing firms is in used. All these moments are interesting for the effects on accruals.

7 Research design

7.1 Introduction
This chapter will explain how this research is done and what models are used. In any research, choices for the type of research are made. Various ways are possible. Prior research can give some indication on what the best way is. In addition, some options are more time consuming as other options.
7.2 Research design
In prior research on fraud, several ways of researching the topic has been used. Some studies tried to link accounting data to cases of fraud. Both Dechow and Richardson (1996 and 2003) find that accruals from which reported false financial statements are higher than firms, which did not report false statements. Two ways of research is possible, quantitative research and qualitative research. Fraud is something everyone has an opinion about and no one will admit doing the wrong things. As the MARC (2003) research showed, in about 300 of the 1.000 cases in the research the auditors should have informed the management on paper while they did it verbal. Since qualitative research is more relied on opinions, concepts, definitions and descriptions, it is more subjective. Quantitative research is based on data deceived from sources. This type of research can be used for statistical analysis. The main difference between the two types of research is objectivity. While qualitative research is subjective, quantitative research is objective. 

For a qualitative study, broadly two approaches are possible. An extensive literature review could be performed. The other possibility is a case study. The case study gives however only a few cases and the choice of case are difficult as well. A study on the building contracts and the connected fraud would be an option. In addition, the Ahold or Enron case could be very interesting. The problem is that these cases already showed that there was still fraud possible while the aim of this study lies more in the area of a general idea. Literature does not give a straight answer either. The reason to change the rules is based on the public opinion rather than actual studies.

Quantitative research is based on gathering of a large amount of data rather than just a small part like in qualitative research. Two methods of gathering data can be found. These are surveys and experiments. Surveys generate data from actual events. Types of surveys include cross-sectional and longitudinal studies, panel studies and time series research. The use of large amount of data is needed to rule out the chance factor. Another option for quantitative research is an experiment. The major advantage of an experiment is that other factors like changing economic circumstances can be controlled. Because this is not a real live happening, people participating in the experiment might not act rational. An audit, in this case, will be done according the books and thus give the desired results. In addition, it would be very difficult to get senior auditors to cooperate.

This study attempts to measure accruals over time. Thus, a time series is used. The goal is to measure a trend in the accruals during the period 2001-2007. The gathering of the data is done by using public sources. Because no interviews are done, no prejudgment or colored information is in this research. A cross-sectional study only measures one moment in time and is therefore not suited to discover differences over time. A panel study is not possible either because there is no starting point; all differences lay in the past and asking the auditors before the changes and after the changes are not possible anymore. The changes in rules are in the past, this panel research is not an option. By using data from public sources and compare them over time, some limitations do occur. However, this is the best and most time efficient way to conduct this research.

7.3 Research methodology

It may be clear by now what the aim of this study is. A quantitative survey provides the data for the accrual measure. The accruals are according Dechow et al. (1996) and Richardson et al. (2003) higher for firms that had to change their annual reports. By using the study, for every year an accrual measure can be created. The basis for measuring accruals can be found by Jones (1991), who started using accruals to detect earnings management. Since accruals are considered the difference between the accounting income and the actual income, this is logical. It will measure all differences created by accounting choices, while very high accruals may indication fraudulent reporting. McNichols (2000) compared studies, which used accruals. According her, the vast majority used the Jones model. In 1995, Dechow et al. (1995) introduced a modified version of the Jones model to improve the measurement of accruals. Bartov et al. (2001) concluded that cross-sectional accrual measures are stronger in detecting earnings management. This study aims to discover a trend over time instead of earnings management at one particular moment, and therefore this method is not suitable. A disadvantage of a time series study is the availability of data. For this study, during the whole period, the companies should provide their annual report. This study is limited to the Dutch act and consequently the amount of data is limited.

For every year, a measure for accruals is calculated using both the Jones as the modified Jones model. Every year, an average is calculated and the differences between years are compared. In this way, it is possible to compare a year before changes with the year of the change and even the year after. The general tenure from the accruals is also visible in this way, are the accruals increasing or decreasing. The conclusion for this increase or decrease can be linked to an indication of misreporting, as Dechow et al. (1996) and Richardson et al. (2003) concluded.

7.4 Measuring accruals

For this research, a method derived from previous research is used. In a study of Jones (1991) a method of detecting earnings management is developed. Jones tested the earnings management during import relief investigations. The indicator used by Jones is the discretionary accruals. Nondiscretionary accruals are assumed constant over time.
 The equation used is: 

TAit/Ait-1 = α[1/Ait-1] + β1i[ΔREVit/Ait-1] + β2i[PPEit/Ait-1] + εit 
(1)

Where:

	TAit
	=
	Total accruals in year t for firm i

	ΔREVit
	=
	Revenues in year t less revenues in year t  - 1 for firm i

	PPEit
	=
	Gross property, plant, and equipment in year t for firm i

	Ait - 1
	=
	Total assets in year t – 1 for firm i

	εit
	=
	Error term in year t for firm 

	i
	=
	1, ….. , N firm index

	t
	= 
	1, ….. , Ti year index


In the equation the TAt are measured as [ΔCurrent Assets – ΔCash] – [ΔCurrent liabilities] - Depreciation and Amortization Expense where the Δ is the difference between time t and t - 1. The equation is scaled by the totals assets in year t – 1. The expected outcome of this model is a decline in value. Because the accruals caused by choices of the accountant, they should lower over time. The auditor will look into more detail when the accruals are high. This could in the case of the Jones model indicate earnings management.

The second method tested will be a Modified Jones model, introduced by Kothari et al. in 2005. Kothari et al. (2005) tried to control for performance in two ways. Therefore, they added a performance variable, to add in the discretionary accrual regression. The ROA is included in the equation. They argue that the current year ROA would be better that previous year ROA. In addition, they added changes in accounts receivables in their equation in order to improve the changes in revenues. The accounts receivables are subtracted from the revenues because this gives a better estimation what is actually earned in that year. The equation derived from Kothari et al. (2005) is very similar to the original Jones (1991) model:

TAit = β0 + β1[1/Ait-1] + β2[ΔREVit - ΔARit] + β3[PPEit] + β4[ROAit] + εit

(2)

where ΔARit is the change in accounts receivable from year t – 1 to t and ROA is return on assets. All other variables are the same as in the original Jones Model.  This model is the interpretation by Jones et al. (2006) The original model by Kothari et al. (2005) is 

TAit = δ 0 + δ 1[1/ASSETSit-1] + δ 2[ΔSALESit] + δ 3[PPEit] + δ 4[ROAit(or it-1)] + εit

(3)

As can be noticed, the ROA is added for both T as T-1, which will give to different results. The modified Jones model by Dechow et al. (1995) will likely give a large estimated accrual when a firm experiences extreme growth. The model from Kothari controls for this extreme growth by adding the ROA measure. 

All equations are put to a test by performing an Ordinary Least Squares regression for each year and each equation. First, year the β0-4 is calculated which results in a total estimation of the accruals for that specific year. All models estimate total accruals with the input of the non-discretionary accruals. The error term in the equations is the discretionary accrual, which is the interesting part. The discretionary accruals represent the choices of the manager in influencing the financial statements. To calculation this part of the accruals, the following formula is used:

DAt = TAt – NDAt

In this equation the DA represent the discretionary accruals, TA are the total accruals and the NDA the non-discretionary accruals. The model is scaled by the Total Assets in order to control for size differences within the sample. For T, the values from 2001 until 2007 are used, so for each year a measure for discretionary accruals is formed. The differences between the years are compared for significant changes 

7.5 Control variables

The regression model measures the differences in discretionary accruals over the years. Some other factors than manipulation the financial statements may cause the discretionary accruals to change. Theoretically, there is a change for manipulation earnings, especially when there are monetary incentives used. There are several researches pointing in that direction (see chapter 3.4). From literature, some factors influencing the accruals can be found. For those variables, a control is set up.

Auditor changes

The research of DeFond et al. looks into the effect on accruals after auditor changes. In the Jones and modified Jones models, the auditor change is not included. Auditors need to look into the accruals in more detail and change them when necessary. In addition, auditors might change them over time and create a downward line in accruals. DeFond et al. (1998, p. 41) suggest that auditors respond to litigation risk and insist that their clients make conservative accounting choices. Income reducing accounting choices will reduce the litigation risk for an auditor. Auditor changes may influence accruals, but do not increase fraud. So a factor auditor change is added to the research.

Size

The size of a firm is often correlated to lower accruals. Large firms face higher taxes when they report high profits, as already signaled in the positive accounting theory. Therefore, these firms have an incentive to report lower earnings. Many studies studied the effect of size on earnings management and found a negative relation. The companies in this research are all Dutch stock listed, and thus receive a lot of political attention. Despite this negative relation, based on the in bigger companies governments change rules, so even here the accruals should lower, no reason exists to add this control variable in this research.
Growth
Already signaled, growth might influence the level of the total accruals. While the model of Kothari et al. (2005) tries to control for growth, the Jones model does not control for growth. Because both models are used in this research, the factor growth can explain the difference between the two models. No control variable is therefore added to the research.

IFRS
One of the potential changes in accruals can be caused by IFRS. These rule changes officially started at 2005, which is stated in the annual reports. The companies changed in that year also the number for the previous year. This makes clear that changes exist in the way values are created. The changes effect the comparability between 2004 and 2005. At that year, no changes by the Dutch regulating authorities are made. Those changes are expected in 2006. Still, for every year a control variable is added for IFRS, in case the change is before 2005. This can be important when companies adopted IFRS in the years before 2005 and thus the effect changes.

7.6  Sample selection

This research sets its focus on Dutch listed stock firms. The sample consists of firms listed in the AEX or Midkap index in Amsterdam. From these companies, the annual reports are available on the internet. The time span over which the research is done is 2000 until 2007. Because firms change over time from AEX to Midkap or Midkap to AEX or vanish from the index, a limited number of firms are used in this research. All of these firms did grand options for their management during the year (chapter 3). This creates a higher risk for fraud. All firms needed to comply with the NV COS. For some firms some data is missing, this is only the case when the annual report was not to be found. In most of those cases, it was possible to get the desired data from the following annual report. In the list, all financial companies where removed because those are not standard for determining accruals. All the adjustments in the data resulted in a list of 24 companies. All these companies during the period 2001 – 2007 were either AEX or Midkap quoted. Concerning the Jones model, the scaling for year 2001 performed by the annual statement of 2000 and consequently, an additional data point was needed. The data is directly derived from the annual reports and put into an Excel sheet. This Excel sheet is used for the data analysis. 

. 

Table 1: Used firms in the sample

	1
	Ahold
	13
	Nutreco

	2
	Akzo- Nobel
	14
	Océ

	3
	ASMI International
	15
	Philips

	4
	ASML
	16
	Randstad

	5
	Corporate Express / Buhrmann
	17
	Reed Elsevier

	6
	Corus
	18
	Shell

	7
	CSM
	19
	Tnt

	8
	DSM
	20
	Unilever

	9
	Getronics
	21
	Vedior

	10
	Hagemeyer
	22
	Vopak

	11
	Heineken
	23
	Wessanen

	12
	KPN
	24
	Wolters Kluwer


7.7 Summary

The accruals are estimated by a simple Ordinary Least Squares regression. The total accruals can be divided in a discretionary part and a non-discretionary part. For this study, the discretionary part is the most interesting part, because this is about the choices made by managers. Because this study aims at Dutch act, the data is from Dutch stock listed firms. Per year, the accruals will be estimated after which they are compared.
8 Results for empirical tests
8.1 Introduction

In this chapter, the two proposed methods are tested. The data used for this research is derived from the annual reports of the company. From these annual reports, several items are collected. The items needed are Assets, Currents Assets, Cash, Current liabilities, Depreciation and Amortization Expense, Revenues, Property, Plant and Equipment (PPE) and Accounts Receivable. An overview of the data used in this research can be found in appendix A. Because in the research changes between year t and year t -1 are calculated, the oldest year in the dataset is 2000. The accruals for this year cannot be calculated because this would require data from 1999. 
8.2 Test of models

The first model is the Jones model. For this model, the total accruals are estimated by the following formula:
TAit  = [ΔCurrent Assets – ΔCash] – [ΔCurrent liabilities] – Depreciation and Amortization Expense

The correlations between the various aspects of the total accruals are shown in correlations table on the next page. From this table, it is clearly visible that the various parts of the Total Accruals are correlated. The Current Assets are correlated with cash, current liabilities, depreciation, and amortization. From these values, the total accruals are estimated for the year 2001 until 2007. The total accruals are scaled by the total assets on t – 1.  The estimation of this line is displayed in graph 1. In this graph, it is clearly visible that the overall estimation of the accruals is constant and negative. This negative value can be explained by the auditors’ conservative view. As DeFond et al. (1998) already said, auditors try to avoid positive accruals because of the litigation risk against the auditor increases.
	Correlations

	
	
	Current Assets
	Cash
	Current Liabilities
	Depreciation & Amortization

	Current Assets
	Pearson Correlation
	1,000
	,914**
	,893**
	,876**

	
	Sig. (2-tailed)
	
	,000
	,000
	,000

	
	N
	189,000
	189
	189
	189

	Cash
	Pearson Correlation
	,914**
	1,000
	,977**
	,838**

	
	Sig. (2-tailed)
	,000
	
	,000
	,000

	
	N
	189
	189,000
	189
	189

	Current Liabilities
	Pearson Correlation
	,893**
	,977**
	1,000
	,897**

	
	Sig. (2-tailed)
	,000
	,000
	
	,000

	
	N
	189
	189
	189,000
	189

	Depreciation & Amortization
	Pearson Correlation
	,876**
	,838**
	,897**
	1,000

	
	Sig. (2-tailed)
	,000
	,000
	,000
	

	
	N
	189
	189
	189
	189,000

	**. Correlation is significant at the 0.01 level (2-tailed).
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From the total accruals, the non-discretionary accruals need to be subtracted to estimate the discretionary accruals. This done following Jones’ (1991) accrual estimation model. The model estimates the accruals by the revenues and the PPE. From every year, the discretionary accrual is estimated. These values are shown in the following graph.
Graph 2:
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The Standard Estimation Error is used as estimation for the discretionary accruals. The statistics show that there is no clear direction for the graph. The increasing amount of discretionary accruals in this graph are not statistical significant. The R square is 0,093 and therefore does not have a predictive value. From the graph however, it is striking that the discretionary accruals – unlike the total accruals – vary much from year to year. Notice that due SPSS limitations, the actual standard error has to be divided by 100.

Next is the modified Jones model by Kothari et al. (2005). This model has the Jones model modified by Dechow et al (1995) as a starting point. From the original Jones model, a measure for account receivables and return on investments is added. The total accruals are estimated by the same method as Jones, and consequently remains the same as is stated on page 50. The standard error does change and should give a better view of the discretionary accruals. All values are scaled by total assets to control for size differences in firms. Again, from every year the discretionary accruals are estimated. The graph showing the estimated discretionary accruals for year 2001 until 2007 is show next. (Graph 3) 
Graph 3:
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The results are even less significant as in the previous test. The R square is 0,015 while in the previous test this value was still 0,019. Both are low. One of the differences can be found in the changes of the discretionary accruals. For the original Jones model, the total sum of changes is 8,99 while for the modified Jones model, the sum of changes is 6,78. This difference is caused by both adding Return on Investments and Account Receivables. Both models show a high change in discretionary accruals over the years. Three years are much higher as the other four. Leaving the years 2003, 2005 and 2007 out of the analysis, the results are improving significant, as is shown in the coefficients table. (next page) Another method for better results is leaving out extreme cases. From graph 1, it is already visible that there are some extreme cases. To gain a better spread of cases, all cases in which the total accruals exceeded + or – 0,30 are removed. The result of the clearing is shown in graph 4. The results for the Jones and modified Jones model by Kothari are shown in graph 5 (Jones) & 6 (modified Jones).
Graph 4:
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Graph 5 & 6:
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Table 2:

	Coefficients

	
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	Year
	-,878
	,297
	-,902
	-2,957
	,098

	(Constant)
	1766,441
	594,855
	
	2,970
	,097


While the original Jones model still does not give an interesting result, the modified model does give interesting results. While this second model still does not give a significant result (p =  0,283, R2 = 0,224), this is a great improvement comparing the previous results. The general line is decreasing accruals. Note that for these models, all models are multiplied by 100 due SPSS restrictions. To achieve this result, from the following companies data has been deleted;
ASML – 2005 & 2007 (no special information is found in the annual report, the 2005 report might be affected by IFRS)
Hagemeijer – 2003 & 2004 (the company was according the annual reports in a critical financial situation in 2003)
KPN – 2001 (according the annual report, this was one of the most difficult years for KPN, they got a loan of 2,5 billion)
Océ – 2003 & 2005 (in 2003, according the annual report there was a declining improvement of the results, in 2005 no significant information can be found)
Tnt – 2007 (no special information is found in the annual report)
From previous research, the modified Jones model by Kothari is the best model to predict the discretionary accruals in relation with fraud. A reason for the accruals to change can be found in the change of auditor. Therefore, the formula of Kothari is improved by adding the change of auditors. From the modified dataset, only six times the auditor has changed for a company. In 177 cases, the auditor has not changed and remained the same. This change affected five companies, for Vedior, there were two changes of auditor. None of the cases, which are removed, reported auditor changes. Hagemeijer changed auditor in 2002, just a year before the removed 2003 and 2004 cases. Again, for all years the discretionary accruals are calculated. The results are shown in the next graph:
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The results are less significant. The original result was p = 0,283 with a R² of 0,224, the new result is p = 0,398 with a R² of 0,146. Still, the overall figure remains the same. From 2002 until 2004 the discretionary accruals decline, in 2005 there is an increase after which there is a decline in 2006. In 2007, the discretionary accruals remain pretty much the same as in 2006. Therefore, even after controlling for auditor changes the discretionary accruals are moving downwards over the years.
The year 2005 is strongly affected by IFRS. Removing this year and the year 2001 (before any changes) will give a strong declining curve. The decline is significant for the 10% level (p = 0,093) and the R² is 0,665 (Table 2). After controlling for auditor changes, the significance level is even more improved (0,086) and the R² is 0,680.
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8.3 Summary
In this chapter, the data is analyzed and tested. Two models to measure discretionary accruals are used, the Jones model (1991) and the modified Jones model by Kothari (2006). The first results do not point the accruals in any particular direction. Instead, the accruals are extremely volatile. Every other year, the accruals increase a lot and the decrease. This was caused by a few outliers. After removing some outliers in the total accruals, the model of Kothari et al. (2006) is the best model to estimate discretionary accruals.
9 Conclusion
9.1 Introduction

The International Auditing and Assurance Standards Board and the Dutch government tried to limit the risk for fraud in the financial statements by adding rules and regulations. Whether these changes worked was investigated by MARC in 2003. In 2006, the Dutch act for Supervision of Auditing firms was in place as a response. The awareness of an auditor for fraud in the financial statements should improve. 
In order to detect fraud in the financial statements, this study used information from public available annual reports. These reports are used to estimate the accruals, the differences between the cash flows and the reported profit. The accruals can be divided into a discretionary part and a non-discretionary part. The discretionary accruals are the part of the total accruals subject to the choices of a manager. This part of the total accruals could indicate fraud. Because the fraud in the financial statements is the focus of the changes in rules and regulations, three moments in time are; 

i. 2003, the moment for introducing the update version of International Standards on Auditing; 
ii. 2005, as a moment for the use of IFRS; and
iii.     2006, the first year of the Dutch act on Supervision of Auditing firms.
9.2 Summary of results
For all years, the total accruals are calculated after which, by using the Jones and the modified Jones model by Kothari, the discretionary accruals are calculated. The first results were not satisfying because there was no clear direction in accruals. To achieve better results, the outliers in the total accruals are removed. Values greater or less than +/- 0,30 from the dataset will be removed. This affected five companies and eight data points. After removing these outliers, the discretionary accruals are again estimated using the two models. Both models showed declining accruals, but the modified Jones model by Kothari was much more in line with expectations. After controlling this model for auditor changes, a clear graph is created. This graph shows the three moments mentioned earlier. In the graph, it is visible that after 2002 the discretionary accruals declined. In 2005, a large increase of discretionary accruals is visible. After 2005, a rapid decline can be found which remains low in 2007.
The three moments in time are visible in the graph showing the discretionary accruals over the investigated years.
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In 2002, there is a peak in discretionary accruals. After this, there is a rapid decrease in 2003 (introduction) which continues in 2004. Over these two years, the decrease is 44%. This decrease is in line with the theoretical expectations. Since the use of the ISA is not enforced by law, there is room for interpretation. High accruals are more of a problem for firms as low accruals when it comes to lawsuits (Lys and Watts, 1994). In 2005, IFRS is introduced. IFRS is known as an increasing factor for accruals. This research finds similar results. The discretionary accruals increase a lot in 2005 compared to 2004. The change is +3,5 (divided by 100, due SPSS limitations). In 2006, the law is introduced and this is visible in the graph. After 2005, the discretionary accruals changed with -3,9. This is a change of -46% in discretionary accruals. A significant change in discretionary accruals is detected at this point. The change in accruals for the 2002-2004 periods is significant negative. The same conclusion is for 2005-2007. Fraud indications are declined during both periods, which are in line with expectations. This conclusion is based on the modified Jones model by Kothari et al. (2005). This model was also according Jones et al. (2006) the best model based on Jones (1991) to detect fraud. The original Jones model does not seem to have consistent results on discretionary accruals. In this model, the discretionary accruals are very volatile and inconsistent. The control variables IFRS and auditor changes are added. IFRS is for all companies officially used in 2005, no differences are detected. Auditor changes only affect 5 companies. Adding this effect to the research improves the p-value. 
9.3 Conclusion
The total accruals are slightly negative overall, which is according expectations. Positive accruals increase the chance for litigations against the auditor (DeFond et al.,1998). From the two models, the Jones model does not have consistent results. The changes over the years are inconsistent, and no conclusions can be drawn from the model. For the modified Jones model with ROA, the conclusion is the same before removing outliers. After the values in which the total accruals exceeding +/- 0,30 are removed, the results improve. There is an increase of discretionary accruals between 2001 and 2002, which means that unlike predicted, the auditor does not start changing their behavior before the official introduction of ISA 240. Instead, the discretionary accruals increased. Between 2002 and 2004, the discretionary accruals lower from almost 0,09 to 0,05. This is a decrease of over 44%. In this period, the fraud indication decrease significant. As expected, 2005 is heavily influenced by IFRS, increasing the discretionary accruals to almost the same level as in 2002. In 2006, the Dutch Act on Supervision of Auditing firms is introduced. In this same year, the discretionary accruals drop from 0,086 to 0,046, a decrease of 46% in just one year. In 2007 it seems to stabilize around the 0,05 level. Again, the indication of fraud is dropped significantly between 2005 and 2006. The overall indication of fraud in the 2002-2007 period, leaving out the year 2005, is decreased significant (P=0,086, R²=0,680).
9.4 Limitations
As in any research, this research also has its limitations. The first limitation is the use of the estimation models for discretionary accruals. The models are used in a variety of researches, but are still indirect methods. Measuring discretionary accruals is influenced by a range of factors, like economic circumstances. Several researchers improved the original Jones model in an attempt to control for factors other than the manager. Still, the models are unable to detect only the choices of the manager. Previous research using discretionary accruals models do find indications that (some of) these models do have predictive power on fraudulent reporting. However, other methods do have other limitations in prediction power. Unfortunately, no method exists that is able to detect financial statement fraud.
The second limitation of this research is the data set. The data is limited to 24 companies because the target is the Dutch law and regulations. This limitation is also caused by the timeline. All these companies need to be stock listed in either the AEX or Midkap over the 2001 until 2007 period. Using all companies listed should improve the amount of companies in the data set but makes comparing over the years more difficult. Other factors are getting involved when the companies are not the same over the years. Using companies in other countries is also not an option since these companies are not subjected to the Dutch rules and regulations.

The third limitation is that in this research, no control for changes over years is used. The introduction of the ISA 240 could have been tested by comparing it with countries, which did not introduce the ISA. Same for the introduction of the Dutch Act on Supervision of Auditing Firms, this act could be compared with changes in other countries. It could be that other changing circumstances overlooked at in this research might have affected the discretionary accruals. While this tries to control for economic circumstances and used other researches to determine whether the use of accruals is good enough to detect indications of fraud, it still can overlook other changing circumstances.  
9.5 Suggestions for future research

This research is based on the assumption that discretionary accruals are able to indicate financial statement fraud. Over time, different models have been created by different people. Some models are better in detecting discretionary accruals. This research tests only two models, but many others could be used, for example the cross-sectional models by Dechow and Dichev (2002). The results of the different models could lead to a stronger conclusion on whether the changes in law and regulations actually worked.  

Another interesting result of this research is the change in discretionary accruals between 2005 and 2006. This change of -46% is the largest change over the years tested in this research. It is almost twice the change as it is in 2003. While in 2003 there was no law for the auditor, there is in 2006. It seems that this Act on Supervision of Auditing Firms did influence the total accruals more than the change in ISA 240. Nevertheless, it is unlikely that this is the only cause for the sudden drop. Future research might look into this drop and compare this drop with other countries in which no such law is accepted. This could determine whether this drop is consistent in other countries and to what extent it is caused by the Act on Supervision of Auditing Firms. By comparing other countries the accruals models can be tested cross-sectional instead of time-series.
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Appendix A
	Item
	Company
	Year
	Total Assets
	Current Assets
	Property, plant & Equipment
	Account Receivables
	Cash
	Revenues
	Depreciation & Amortization Expense

	1
	Ahold
	2000
	25461
	11044
	1755
	3426
	1336
	51542
	1181

	2
	Ahold
	2001
	32236
	8862
	12730
	4005
	1972
	66593
	1680

	3
	Ahold
	2002
	24738
	7776
	11043
	2231
	1002
	62683
	1287

	4
	Ahold
	2003
	23662
	9265
	9283
	2632
	3340
	56068
	72

	5
	Ahold
	2004
	20705
	8353
	8175
	2334
	3270
	52000
	25

	6
	Ahold
	2005
	19958
	7396
	6925
	2303
	2228
	43979
	126

	7
	Ahold
	2006
	18442
	6656
	7403
	1938
	1844
	44872
	131

	8
	Ahold
	2007
	13944
	5827
	5390
	941
	3263
	28152
	161

	9
	Akzo Nobel
	2000
	12707
	5818
	4501
	3135
	416
	14003
	664

	10
	Akzo Nobel
	2001
	12925
	5954
	4568
	3229
	455
	14110
	674

	11
	Akzo Nobel
	2002
	12789
	5541
	4402
	2815
	520
	14002
	681

	12
	Akzo Nobel
	2003
	11954
	5531
	3967
	2671
	727
	13051
	652

	13
	Akzo Nobel
	2004
	12405
	6556
	3535
	2797
	1811
	12688
	593

	14
	Akzo Nobel
	2005
	12425
	6705
	3432
	2773
	1486
	13000
	569

	15
	Akzo Nobel
	2006
	12785
	7051
	3346
	2810
	1871
	13737
	552

	16
	Akzo Nobel
	2007
	19243
	14969
	2203
	2139
	11628
	10217
	335

	17
	ASMI
	2000
	777940
	557259
	152168
	238620
	106805
	935212
	52223

	18
	ASMI
	2001
	757065
	475437
	191081
	136615
	107577
	561064
	42763

	19
	ASMI
	2002
	653841
	412041
	160501
	132818
	70991
	518802
	40091

	20
	ASMI
	2003
	661978
	467407
	130235
	144900
	154857
	581868
	35924

	21
	ASMI
	2004
	823834
	575870
	142696
	171996
	218614
	754245
	38382

	22
	ASMI
	2005
	812308
	560813
	163343
	209314
	135000
	724698
	37754

	23
	ASMI
	2006
	832297
	616518
	151265
	198359
	193872
	877491
	37506

	24
	ASMI
	2007
	840333
	633552
	149642
	229160
	167923
	955239
	34641

	25
	ASML
	2000
	3432972
	2861544
	498017
	926525
	863081
	3062644
	124590

	26
	ASML
	2001
	3643840
	2596766
	673347
	570118
	910678
	1844361
	158798

	27
	ASML
	2002
	3301688
	2415344
	495723
	556664
	668760
	1958672
	166035

	28
	ASML
	2003
	2868282
	2149827
	347883
	314495
	1027806
	1542737
	144800

	29
	ASML
	2004
	3243766
	2682012
	303691
	503153
	1228130
	2465377
	90215

	30
	ASML
	2005
	3756023
	3205819
	278581
	302572
	1904609
	2528967
	90531

	31
	ASML
	2006
	3951035
	3426038
	270890
	672762
	1655857
	3597104
	87092

	32
	ASML
	2007
	4067752
	319369
	380894
	637975
	1271636
	3808679
	126344

	33
	Corp. Express
	2000
	6418
	3051
	628
	399
	57
	9603
	168

	34
	Corp. Express
	2001
	7117
	2986
	713
	404
	99
	10408
	176

	35
	Corp. Express
	2002
	5409
	2511
	592
	321
	37
	9948
	184

	36
	Corp. Express
	2003
	3677
	1505
	208
	201
	145
	8053
	156

	37
	Corp. Express
	2004
	3481
	1504
	190
	197
	154
	5539
	129

	38
	Corp. Express
	2005
	4042
	1645
	207
	188
	114
	5890
	89

	Item
	Company
	Year
	Total Assets
	Current Assets
	Property, plant & Equipment
	Account Receivables
	Cash
	Revenues
	Depreciation & Amortization Expense

	39
	Corp. Express
	2006
	4178
	1674
	216
	200
	73
	6306
	99

	40
	Corp. Express
	2007
	3799
	1443
	196
	183
	50
	5631
	97

	41
	Corus
	2000
	6564
	4255
	3763
	2263
	231
	9851
	1046

	42
	Corus
	2001
	5389
	3368
	3064
	1864
	173
	7924
	376

	43
	Corus
	2002
	4795
	3305
	2871
	1879
	230
	7407
	445

	44
	Corus
	2003
	4796
	3395
	2729
	1826
	242
	8203
	364

	45
	Corus
	2004
	5386
	4210
	2811
	2153
	383
	9625
	308

	46
	Corus
	2005
	7942
	4446
	2820
	1597
	871
	9155
	274

	47
	Corus
	2006
	8080
	4412
	2758
	1683
	823
	9733
	269

	48
	Corus
	2007
	N/A
	N/A
	N/A
	N/A
	N/A
	N/A
	N/A

	49
	CSM
	2000
	1532
	855
	648
	408
	86
	2725
	79

	50
	CSM
	2001
	2371
	995
	764
	560
	63
	3619
	126

	51
	CSM
	2002
	2418
	1007
	762
	572
	71
	3418
	127

	52
	CSM
	2003
	N/A
	N/A
	N/A
	N/A
	N/A
	N/A
	N/A

	53
	CSM
	2004
	2612
	1054
	806
	485
	76
	3475
	144

	54
	CSM
	2005
	2183
	856
	618
	344
	78
	2391
	68

	55
	CSM
	2006
	2225
	869
	585
	312
	80
	2421
	69

	56
	CSM
	2007
	2048
	699
	519
	325
	37
	2485
	66

	57
	DSM
	2000
	7847
	3316
	3130
	1888
	204
	8090
	751

	58
	DSM
	2001
	8575
	4133
	3607
	1814
	1148
	7970
	521

	59
	DSM
	2002
	8996
	5357
	2885
	1439
	960
	6665
	442

	60
	DSM
	2003
	9400
	4436
	4188
	1746
	1212
	6050
	516

	61
	DSM
	2004
	8936
	4267
	3809
	1669
	1247
	7752
	632

	62
	DSM
	2005
	10114
	4075
	3750
	1597
	902
	8195
	567

	63
	DSM
	2006
	10091
	3888
	3655
	1739
	552
	8380
	451

	64
	DSM
	2007
	9828
	3690
	3440
	1687
	369
	8757
	574

	65
	Getronics
	2000
	4474
	1882
	223
	1408
	290
	4127
	69

	66
	Getronics
	2001
	3263
	1752
	185
	1243
	385
	4149
	78

	67
	Getronics
	2002
	2176
	1287
	144
	901
	295
	3595
	132

	68
	Getronics
	2003
	1953
	1087
	83
	464
	409
	2671
	97

	69
	Getronics
	2004
	1721
	914
	72
	413
	236
	2380
	83

	70
	Getronics
	2005
	2393
	1088
	113
	536
	251
	2525
	127

	71
	Getronics
	2006
	1940
	883
	95
	478
	174
	2627
	152

	72
	Getronics
	2007
	N/A
	N/A
	N/A
	N/A
	N/A
	N/A
	N/A

	73
	Hagemeyer
	2000
	3566
	2583
	328
	1362
	69
	8212
	68

	74
	Hagemeyer
	2001
	3719
	2538
	380
	1388
	55
	8835
	97

	75
	Hagemeyer
	2002
	3302
	2256
	261
	1257
	44
	8343
	96

	76
	Hagemeyer
	2003
	2603
	1722
	185
	836
	198
	6337
	83

	77
	Hagemeyer
	2004
	2320
	1611
	147
	838
	113
	5426
	113

	78
	Hagemeyer
	2005
	2540
	1726
	210
	935
	85
	5594
	46

	79
	Hagemeyer
	2006
	2631
	1799
	207
	1012
	80
	6228
	45

	Item
	Company
	Year
	Total Assets
	Current Assets
	Property, plant & Equipment
	Account Receivables
	Cash
	Revenues
	Depreciation & Amortization Expense

	80
	Hagemeyer
	2007
	2731
	1841
	217
	1007
	141
	6443
	50

	81
	Heineken
	2000
	6289
	2398
	3276
	1024
	801
	8107
	468

	82
	Heineken
	2001
	7217
	3059
	3614
	1192
	1146
	9163
	476

	83
	Heineken
	2002
	7781
	2813
	4096
	1270
	680
	10293
	529

	84
	Heineken
	2003
	10897
	3629
	4995
	1379
	1340
	9255
	644

	85
	Heineken
	2004
	10418
	2792
	5127
	1309
	628
	10005
	773

	86
	Heineken
	2005
	11829
	3279
	5067
	1787
	585
	10796
	768

	87
	Heineken
	2006
	12997
	4237
	4944
	1917
	1374
	11829
	786

	88
	Heineken
	2007
	12968
	3844
	5362
	1873
	715
	12564
	764

	89
	KPN
	2000
	53465
	8486
	11876
	2184
	3583
	10554
	3039

	90
	KPN
	2001
	41122
	10868
	11136
	2292
	7343
	11734
	17817

	91
	KPN
	2002
	25161
	5234
	9861
	1601
	2657
	11788
	10252

	92
	KPN
	2003
	24125
	4105
	9119
	1452
	1839
	11870
	2535

	93
	KPN
	2004
	22736
	4102
	8806
	1672
	1573
	11731
	2397

	94
	KPN
	2005
	22702
	3347
	8338
	2179
	1033
	11811
	2376

	95
	KPN
	2006
	21258
	3058
	7965
	2138
	803
	11941
	2614

	96
	KPN
	2007
	24797
	4060
	7866
	2759
	1148
	12461
	2400

	97
	Nutreco
	2000
	1690
	873
	443
	523
	31
	3125
	67

	98
	Nutreco
	2001
	1997
	986
	576
	561
	40
	3835
	100

	99
	Nutreco
	2002
	2009
	1018
	552
	579
	31
	3809
	116

	100
	Nutreco
	2003
	1703
	962
	514
	532
	31
	3674
	115

	101
	Nutreco
	2004
	1759
	1064
	473
	508
	136
	3857
	102

	102
	Nutreco
	2005
	1785
	865
	287
	407
	90
	2773
	63

	103
	Nutreco
	2006
	1799
	1344
	281
	436
	578
	3009
	44

	104
	Nutreco
	2007
	1992
	1149
	428
	585
	207
	4021
	48

	105
	Océ
	2000
	3215
	1737
	445
	1246
	21
	3044
	194

	106
	Océ
	2001
	3127
	1695
	458
	1260
	40
	3108
	194

	107
	Océ
	2002
	2851
	1506
	458
	1093
	37
	3176
	197

	108
	Océ
	2003
	2421
	1317
	430
	927
	55
	2769
	173

	109
	Océ
	2004
	2233
	1355
	423
	707
	313
	2652
	147

	110
	Océ
	2005
	2847
	1355
	455
	790
	142
	2677
	143

	111
	Océ
	2006
	2605
	1197
	428
	729
	84
	3110
	203

	112
	Océ
	2007
	2491
	1199
	373
	684
	167
	3098
	199

	113
	Philips
	2000
	25256
	13285
	9041
	6806
	1089
	37862
	2320

	114
	Philips
	2001
	26990
	11464
	7718
	6154
	890
	32339
	2797

	115
	Philips
	2002
	32289
	11051
	6137
	219
	1858
	31820
	2184

	116
	Philips
	2003
	29411
	11914
	4879
	4628
	3072
	29037
	2015

	117
	Philips
	2004
	30723
	13323
	4997
	4528
	4349
	30319
	2293

	118
	Philips
	2005
	33905
	15084
	3019
	4638
	5293
	25775
	740

	119
	Philips
	2006
	38497
	14962
	3099
	4773
	6023
	26976
	834

	120
	Philips
	2007
	36343
	17831
	3180
	4670
	8769
	26793
	851

	Item
	Company
	Year
	Total Assets
	Current Assets
	Property, plant & Equipment
	Account Receivables
	Cash
	Revenues
	Depreciation & Amortization Expense

	121
	Randstad
	2000
	1958
	1362
	253
	1309
	53
	6168
	53

	122
	Randstad
	2001
	1974
	1283
	264
	1077
	206
	5818
	63

	123
	Randstad
	2002
	1743
	1228
	142
	1019
	208
	5443
	66

	124
	Randstad
	2003
	1674
	1176
	113
	990
	185
	5257
	55

	125
	Randstad
	2004
	1939
	1443
	110
	1073
	369
	5764
	46

	126
	Randstad
	2005
	2301
	1746
	99
	1289
	453
	6638
	43

	127
	Randstad
	2006
	2577
	1795
	117
	1443
	346
	8186
	58

	128
	Randstad
	2007
	3317
	1974
	135
	1570
	384
	9197
	65

	129
	Reed Elsevier
	2000
	12027
	4466
	670
	1385
	2566
	6291
	956

	130
	Reed Elsevier
	2001
	16134
	3911
	802
	1638
	713
	7449
	1015

	131
	Reed Elsevier
	2002
	13390
	3540
	741
	1412
	872
	8099
	1049

	132
	Reed Elsevier
	2003
	13078
	3489
	684
	1483
	906
	7141
	835

	133
	Reed Elsevier
	2004
	12676
	2965
	732
	1548
	317
	7074
	779

	134
	Reed Elsevier
	2005
	9127
	2363
	314
	1437
	296
	5166
	420

	135
	Reed Elsevier
	2006
	8532
	2595
	298
	1443
	519
	5398
	459

	136
	Reed Elsevier
	2007
	9778
	4096
	239
	1148
	2467
	4584
	367

	137
	Shell
	2000
	115660
	45930
	47314
	26611
	11431
	149146
	7885

	138
	Shell
	2001
	103827
	30478
	51370
	17467
	6670
	135211
	6117

	139
	Shell
	2002
	152691
	40546
	79390
	28687
	1556
	179431
	8454

	140
	Shell
	2003
	169270
	43611
	87088
	28969
	1952
	198362
	11878

	141
	Shell
	2004
	192265
	61848
	88451
	37998
	8459
	265190
	12929

	142
	Shell
	2005
	219516
	97892
	87558
	66386
	11730
	306731
	11981

	143
	Shell
	2006
	235276
	91885
	100988
	59668
	9002
	318845
	12615

	144
	Shell
	2007
	269470
	115397
	101521
	74238
	9656
	355782
	13180

	145
	TNT
	2000
	7596
	2380
	2000
	1880
	250
	9810
	343

	146
	TNT
	2001
	8454
	2867
	2157
	2074
	451
	10979
	437

	147
	TNT
	2002
	8266
	2693
	2130
	1922
	357
	11662
	490

	148
	TNT
	2003
	7915
	2858
	2009
	1977
	470
	11785
	711

	149
	TNT
	2004
	8282
	3199
	1924
	2129
	663
	12585
	533

	150
	TNT
	2005
	8396
	3663
	1552
	1471
	559
	9274
	303

	151
	TNT
	2006
	6308
	3777
	1678
	1561
	297
	9948
	318

	152
	TNT
	2007
	7085
	2252
	1785
	1656
	295
	10885
	349

	153
	Unilever
	2000
	57640
	20177
	9839
	9817
	2613
	47582
	435

	154
	Unilever
	2001
	52959
	17738
	9240
	10094
	1862
	51514
	1387

	155
	Unilever
	2002
	44598
	16209
	7436
	8231
	2252
	48760
	2598

	156
	Unilever
	2003
	37968
	13401
	6655
	5881
	1854
	42693
	2038

	157
	Unilever
	2004
	33875
	12064
	6271
	5703
	1587
	40169
	2082

	158
	Unilever
	2005
	38500
	11142
	6492
	4830
	1529
	38401
	1274

	159
	Unilever
	2006
	37072
	9501
	6276
	4290
	1039
	39642
	982

	160
	Unilever
	2007
	37302
	9928
	6284
	4194
	1089
	40187
	943

	161
	Vedior
	2000
	3309
	1585
	163
	1529
	56
	6584
	553

	Item
	Company
	Year
	Total Assets
	Current Assets
	Property, plant & Equipment
	Account Receivables
	Cash
	Revenues
	Depreciation & Amortization Expense

	162
	Vedior
	2001
	2986
	1480
	164
	1395
	85
	6766
	582

	163
	Vedior
	2002
	2654
	1393
	134
	1328
	65
	6154
	322

	164
	Vedior
	2003
	2448
	1468
	116
	1331
	137
	5970
	318

	165
	Vedior
	2004
	1869
	1546
	98
	1427
	119
	6467
	320

	166
	Vedior
	2005
	2849
	1706
	70
	1528
	154
	6851
	42

	167
	Vedior
	2006
	3205
	1905
	82
	1678
	187
	7660
	36

	168
	Vedior
	2007
	3480
	2058
	91
	1819
	208
	8432
	39

	169
	Vopak
	2000
	3718
	1436
	1681
	865
	115
	4150
	139

	170
	Vopak
	2001
	4337
	1749
	1740
	1047
	152
	5639
	186

	171
	Vopak
	2002
	1993
	485
	1107
	272
	172
	796
	108

	172
	Vopak
	2003
	1747
	408
	994
	232
	152
	749
	115

	173
	Vopak
	2004
	1559
	335
	890
	195
	116
	642
	88

	174
	Vopak
	2005
	1765
	397
	982
	163
	177
	683
	85

	175
	Vopak
	2006
	1820
	359
	1090
	184
	117
	778
	93

	176
	Vopak
	2007
	2133
	352
	1385
	189
	136
	853
	107

	177
	Wessanen
	2000
	1747
	1013
	442
	589
	6
	3933
	58

	178
	Wessanen
	2001
	1386
	862
	326
	445
	40
	3967
	62

	179
	Wessanen
	2002
	1193
	731
	244
	342
	55
	2829
	49

	180
	Wessanen
	2003
	1087
	653
	213
	334
	38
	2413
	47

	181
	Wessanen
	2004
	964
	563
	191
	306
	41
	2119
	42

	182
	Wessanen
	2005
	981
	549
	179
	270
	27
	1691
	19

	183
	Wessanen
	2006
	950
	576
	124
	216
	34
	1590
	17

	184
	Wessanen
	2007
	912
	515
	126
	233
	69
	1579
	18

	185
	Wolter Kluwer
	2000
	5792
	1189
	296
	895
	79
	3664
	364

	186
	Wolter Kluwer
	2001
	6520
	1444
	326
	999
	239
	3837
	382

	187
	Wolter Kluwer
	2002
	6109
	2002
	296
	1538
	293
	2895
	533

	188
	Wolter Kluwer
	2003
	5044
	1745
	243
	1195
	404
	3436
	423

	189
	Wolter Kluwer
	2004
	4796
	1852
	208
	1031
	687
	3261
	238

	190
	Wolter Kluwer
	2005
	6440
	1635
	205
	1029
	428
	3374
	172

	191
	Wolter Kluwer
	2006
	5653
	1265
	186
	973
	138
	3693
	208

	192
	Wolter Kluwer
	2007
	4286
	1281
	140
	1021
	152
	3413
	201

	
	
	
	
	
	
	
	
	
	


Figure 1: The Fraud Triangle (Arens et al. 2008, p. 340)
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� The auditor’s responsibility to consider laws and regulations in an audit of financial statements is established in ISA 250, “Consideration of Laws and Regulations”


� Oppel, Richard A., and Alex Berenson. “Enron’s chief executive quits after only 6 months in job. (Jeffrey Skilling).” The New York Times (July 13, 2001, page 12)


� Norris, Floyd. “Where did the value go at Enron? (sharp drop in stock price)” The New York Times (Oct 23, 2001, page 1)


� Translated from the NRC Newspaper of the 22nd February 2008


� Source: “Boom gives execs and unnatural high.” Chicago Tribune, Section 3, page 11, November 4, 2003.


� From the IFAC website, direct link: http://www.ifac.org/IAASB/ProjectHistory.php?ProjID=0006


� The auditor’s responsibility to consider laws and regulations in an audit of financial statements is  established in ISA 250, “Consideration of Laws and Regulations”


� This is the text of standard 240.1


� List is summarized from the appendix 1 of the ISA standard 240, page 426 of the NIVRA ‘Richtlijnen voor de Accountantscontrole, editie 2005 (NIVRA, 2005)


� Raad van Tucht Amsterdam – JT 2002-1


� Hans Blokdijk, Annotatie JT 2003-19


� Jones proves this assumption in page 18 & 19. In the equation, gross property, plant, and equipment and change in revenues are included in the expectations model to control for changes in nondiscretionary accruals caused by changing conditions. (Jones, 1991, p. 19)


� The Jones model is used: TAit/Ait-1 = α[1/Ait-1] + β1i[ΔREVit/Ait-1] + β2i[PPEit/Ait-1] + εit


� The modified Jones model with ROA: TAit = β0 + β1[1/Ait-1] + β2[ΔREVit - ΔARit] + β3[PPEit] + β4[ROAit] + εit
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