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ABSTRACT 

 

 

 

 

The early twenty first century witnessed several accounting scandals that culminated 

in the collapse of many renown large organizations such as Enron and the bankruptcy 

filing of WorldCom. These scandals cast doubts on the quality of auditing. As part of 

the efforts of restoring quality of auditing and earnings reporting, several standards, 

guidelines, and codes have been imposed by International and Malaysian regulatory 

bodies. However, those regulatory authorities view audit quality as subjective, multi-

dimensional, vast and a complex issue (Financial Reporting Council, 2007; 

International Auditing and Assurance Standard board, 2011; Canadian Public 

Accountability Board, 2012), which makes it difficult to define and measure. In order 

to untangle this multi-dimensional and complex issue, this study conducted a 

systematic review, maps the audit quality literature and came up with an audit quality 

framework (AQF). AQF is a comprehensive framework with the inclusion of the 

International Standard on Quality Control 1 (ISQC 1). The AQF is further enhanced 

by inculcating qualities from an Islamic perspective. The AQF reveals that the 

outcome of a quality audit should be reflected in the financial reporting quality, which 

is proxied by diminished earnings management practices. There is strong evidence 

that earnings management practices during the abnormal time (financial crisis) 

differed in terms of magnitude and direction (Mohd-Saleh and Ahmed, 2005; Johl et 

al., 2007; Iatridis and Dimitras, 2013). Hence, whether earnings management practices 

in the context of Malaysian listed companies really differ during the recent financial 

crisis needs to be tested before determining whether audit quality determinants are 

able to alleviate it. Therefore, this study examines earnings management practices 

during the recent financial crisis and makes a comparison with the pre-crisis period. In 

addition, this study investigates the effect of different determinants of audit quality on 

earnings management practices. The hypotheses of this study were developed and 

examined based on the related literature, both agency and big bath theories. Data were 

collected from literature, databases, related regulations and standards (audit quality 

framework), annual reports (audit quality determinants), and the Bloomberg database 

(earnings management components). The AQF suggests that audit quality 

determinants can be categorized into two major dimensions of attributes (i.e. 

proficiency and morality). The proficiency attributes dimension is related to the ability 

of the auditor to detect the misstatement, whilst the morality attributes dimension is 

the willingness of the auditor to report the detected misstatement. The Islamic 

perspective shows that the two main categories of the AQF (proficiency, morality) are 

not new and are referred to in the Holy Qur’ān as strength and trustworthiness. 

Furthermore, Islam emphasizes more on the latter. As for the empirical findings of 

paired-sample T-tests analysis for 1,189 firm-years, it is revealed that there is a 

significant decrease of positive earnings management and a significant increase in 



 

iii 

downwards earnings management during the recent global financial crisis (2009; 

2008) compared to before crisis period (2006; 2005). These findings confirm that 

Malaysian managers apply the big bath strategy during the crisis period. However, the 

magnitude of earnings management of the Malaysian companies in the recent 

financial crisis was distinctly lower than those of prior studies (Johl et al., 2007; 

Iatridis and Dimitras, 2013). Considering this difference, the study tests whether audit 

quality determinants, as used by prior studies, similarly deterred earnings management 

practices in the recent crisis in Malaysia. The findings of the regression analysis for 

the 245 Malaysian listed companies revealed that five out of ten audit quality 

determinants (i.e. audit firm type, auditor industry specialist, board of directors’ size, 

board of directors’ independence, and audit committee independence) play a 

significant role in restricting earnings management practices. Therefore, the study 

shows that, by analysing the empirical findings and referring back to the AQF, audit 

quality determinants related to competent monitoring by expert auditors (proficiency 

attributes) and independent board of directors and audit committee (morality 

attributes) deter earnings management practices during the recent financial crisis. 

However, other audit quality determinants seem ineffective under these 

circumstances.  

 

 

 

 

 

 

 

 

 

 

 

 



 

iv 

 

 

 



 

v 



 

vi 

 

APPROVAL PAGE 
 

 

 

 

The thesis of Abdullah Mohammed Ahmed Ayedh has been approved by the 

following: 

 

 

________________________ 

Fatima Abdul Hamid 

Supervisor 

 

 

________________________ 

Muslim Har Sani Mohammad 

Supervisor 

 

 

________________________ 

Shamsul Nahar Abdullah 

Internal Examiner 

 

 

________________________ 

Norman Bin Mohd Saleh 

External Examiner 

 

 

_________________________ 



 

vii 

Sohirin Mohamad Solihin 

Chairman 

 

 

DECLARATION 
 

 

 

 

I hereby declare that this thesis is the result of my own investigations, except where 

otherwise stated. I also declare that it has not been previously or concurrently 

submitted as a whole for any other degrees at IIUM or other institutions. 

 

 

 

Abdullah Mohammed Ahmed Ayedh 

 

 

 

 

Signature ……………………………     Date …………………….. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

viii 

 

 

 

 

INTERNATIONAL ISLAMIC UNIVERSITY MALAYSIA 
 

 

DECLARATION OF COPYRIGHT AND AFFIRMATION 

OF FAIR USE OF UNPUBLISHED RESEARCH 
 

 
Copyright © 2013 by Abdullah Mohammed Ahmed Ayedh All rights reserved. 

 

AUDIT QUALITY DETERMINANTS AND THEIR 

EFFECT ON EARNINGS MANAGEMENT DURING 

THE GLOBAL FINANCIAL CRISIS 
 

 

No part of this unpublished research may be reproduced, stored in a 

retrieval system, or transmitted, in any form or by any means, electronic, 

mechanical, photocopying, recording or otherwise without prior written 

permission of the copyright holder except as provided below. 

 

1.  Any material contained in or derived from this unpublished     

research may only be used by others in their writing with due              

acknowledgement. 

 

2.  IIUM or its library will have the right to make and transmit               

copies (print or electronic) for institutional and academic               

purposes. 

 

3.   The IIUM library will have the right to make, store in a retrieval               

system and supply copies of this unpublished research if               

requested by other universities and research libraries. 

 

 

Affirmed by Abdullah Mohammed Ahmed Ayedh 

 

 

 

…………………………     ……………………………………. 



 

ix 

     
 
 

 

 

INTERNATIONAL ISLAMIC UNIVERSITY MALAYSIA 

 

 
DECLARATION OF COPYRIGHT AND AFFIRMATION 

OF FAIR USE OF UNPUBLISHED RESEARCH 
 
 

Copyright © 2013 by Abdullah Mohammed Ahmed Ayedh All rights reserved. 
 
 

AUDIT QUALITY DETERMINANTS AND THEIR 

EFFECT ON EARNINGS MANAGEMENT DURING 

THE GLOBAL FINANCIAL CRISIS 
 
 

No part of this unpublished research may be reproduced, stored in a retrieval 

system, or transmitted, in any form or by any means, electronic, mechanical, 

photocopying, recording or otherwise without prior written permission of the 

copyright holder except as provided below. 

 

1. Any material contained in or derived from this unpublished research 

may only be used by others in their writing with due acknowledgement. 
 

2. IIUM or its library will have the right to make and transmit copies (print 

or electronic) for institutional and academic purposes. 

 

3. The IIUM library will have the right to make, store in a retrieval system 

and supply copies of this unpublished research if requested by other 

universities and research libraries. 

   

 

Affirmed by Abdullah Mohammed Ahmed Ayedh 
 

 

       ………………………                                      ……. ……………….. 

                  Signature                                                             Date 



 

x 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

My father’s spirit, beloved mother, my family, all my teachers in the Mosque, the 

schools and Universities, especially Imam Hassan Al-Banna, Dr. Fatima, and the 

Ummah 

 

 

 

 



 

xi 

ACKNOWLEDGEMENTS 

 

 
 

In the name of Allah, the Most Compassionate and the Most Merciful.  

First and foremost, (Alhamdulillāh) all Praises be upon Allah, Lord of the Universe 

for all blessings that He has given His' creatures. And may His blessings, peace and 

favours descend in perpetuity on our beloved Prophet Muhammad (PBUH), who is 

mercy for all the words. Truthfully, without Allah's blessings, grace and guidince, this 

thesis could not have been written. 

I would like to express my sincere gratitude to my supervisor Dr. Fatima Abdul 

Hamid for her wisdom, patience, understanding, insight, knowledge, attention, 

kindness, encouragement and for always having time to provide guidance and 

monitoring throughout my PhD dissertation. Words alone cannot express my greatest 

appreciation and gratitude, InsyaAllah, Allah will reward her abundantly. My thanks 

also go to my co-supervisor Dr. Muslim Har Sani Bin Mohammad, he had assisted me 

in personal ways that shall always inspire me in the times ahead. They were there 

during the crucial periods of my research and guided me until the completion of this 

dissertation. Their dedication and effort in supervising me are very much appreciated.  

I also want to thank Prof. Dr. Shamsul Nahar Abdullah and Assoc.Prof. Dr. Hafiz 

Majdi Bin Abdul Rashid for helping me and always have their doors open for 

consultation. Thank you for your time. Even though at times when you were busy, you 

always had time to help me. My gratitude also to Prof Dr. Maliah Bt. Sulaiman, who 

also always inspire me with smile of spirit at all times. Not forgetting the other 

lecturers and staff of the Department of Accounting at IIUM and my fellow 

classmates who were always there to give support and confidence to me, Prof. Dr. 

Abdul Rahim Bin Abdul Rahman, Prof. Dr.Nik Nazli Bt. Nik Ahmad, and Prof. Dr. 

Shahul Hameed Hj Mohamed. I would like to send my great thanks and prayer to the 

late Dr. Unvar Rahman Bin Abdul Muthalib. I am very grateful to be one of your 

students. You have broadened my perspective in life. I pray to Allah to bless all of you 

in this world and in the Hereafter.  

I also would like to express my sincere appreciation to my beloved brothers in the 

Economic PhD lab who were always there to give support and confidence to me along 

the journey.  

I am appreciative to numerous people who help in completing this work. This 

appreciation goes to Dr. Ousama Anam; Adnan Al-Jonaid; Hidayatul Ihsan; Dr. 

Mohamed Alsharaby; Fakri Shawtari; Dr. Turki Bugshan; and all my beloved brothers 

who either contributed by physical help or by praying. 



 

xii 

I would like to convey my highest appreciation to my beloved mother, brothers and 

sisters for giving me everything sincere love and prayer. I am appreciative of their 

encouragement and support in my studies and for their sacrifices during my studying 

life.   

Last but not least, I would like to express my sincere appreciation to my beloved 

father and mother in law who really supported me and encouraged me. I would say 

that without your help and pray I could not finish this work. Also, I would like to 

convey my deepest appreciation to my wife for the love, patience, understanding and 

unfailing faith.  

Finally, if this modest effort is successful, it is by Allah’s grace and guidance and if it 

falls short of the readers' expectations, we can only pray and hope that Allah will 

forgive me. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



xii 

TABLE OF CONTENTS 
 

 

 

 

Abstract .............................................................................................................    ii  

Abstract in Arabic ..............................................................................................    iv 

Approval Page ...................................................................................................    vi 

Declaration Page ................................................................................................    vii 

Copyright Page ..................................................................................................    viii 

Dedication .........................................................................................................    ix 

Acknowledgement .............................................................................................    x 

List of Tables .....................................................................................................    xvii 

List of Figures ...................................................................................................    xix 

List of Abbreviations .........................................................................................    xx 

 

CHAPTER 1:  INTRODUCTION .................................................................  1 

 1.0 Introduction…………………………………..  .................................  1 

 1.1 Background of the Study ..................................................................  1 

 1.2 Research Questions and Objective of the Study ................................  6 

 1.3 Significant of the Study ....................................................................  8 

 1.4 Structure of the Dissertation .............................................................  12 

 

CHAPTER 2: BACKGROUND .....................................................................  14 

 2.0 Introduction ......................................................................................  14 

        2.1 Recent Global Economic Crisis ........................................................  14 

        2.2 Malaysian Economy …….. ..............................................................      15 

        2.3 Audit Quality in Malaysia…….. .......................................................      16 

         2.4 International Standard on Quality Control 1 (ISQC1)…….. ..............      18 

  2.5 Summary of the Chapter…….. .........................................................      21 

 

CHAPTER 3: LITERATURE REVIEW .......................................................      22 

 3.0 Introduction ......................................................................................  22 

       3.1 Audit Quality ...................................................................................      22 

             3.1.1 Audit Quality Factors (Determinants) .....................................  26        

                    3.1.1.1 Audit Firm Type (Size) ...............................................  26 

                    3.1.1.2 Audit Firm Industry Specialization..............................  30                  

3.1.1.3 Audit Regulation .........................................................  34 

        3.1.1.3.1 Audit Fees ....................................................  37 

         3.1.1.3.2 Auditor Tenure .............................................  38 

        3.1.1.3.3 Prevention of Non-Audit Services (NAS) .....  41 

                    3.1.1.4 Corporate Governance Mechanisms ............................  42 

3.1.1.4.1 Board of Directors ........................................  44 

        3.1.1.4.2 Audit Committee ..........................................  46 

        3.1.1.4.3 Internal Auditing ..........................................      49 

                    3.1.1.5 Other Factors ..............................................................  52 

       3.2 Earnings Management ......................................................................      55 

             3.2.1 Definition ...............................................................................  56 

             3.2.2 Type of Earnings Management ...............................................  57         



xiii 

             3.2.3 Motivation of Earnings Management ......................................  58 

             3.2.4 Earnings Management Upwards ..............................................  60 

             3.2.5 Earnings Management Downwards .........................................  63       

 3.2.6 Theoretical Background of Discretionary Accruals as  

                            Proxy of Earnings Management ..............................................  68 

 3.2.6.1 Healy Model (1985) ....................................................  69 

3.2.6.2 DeAnglo Model (1986) ...............................................  70 

3.2.6.3 Jones Model (1991) ....................................................  71 

3.2.6.4 Cross Sectional Jones Model (1994) ...........................  72 

3.2.6.5 Modified Jones Model (Dechow et al., 1995) ..............  72 

3.2.6.6 Kasznik Model (1999) ................................................  74 

3.2.6.7 Margin Model (Peasnell et al., 2000)...........................  74 

3.2.6.8 Kothari et al. Model (2005) .........................................  75 

      3.3 Audit Quality and Earnings Management .........................................  78 

             3.3.1 Earnings Management and Audit Quality                                                                                     

                             (Corporate Governance) .........................................................      79 

             3.3.2 Earnings Management and Audit Quality (Audit Opinion) ......      92 

             3.3.3 Earnings Management and Audit Quality                                                                       

                             (Audit Size and Audit Specialist) ...........................................      95 

      3.4 The Gap in the Literature ..................................................................      104 
 

CHAPTER 4: THEORY AND RESEARCH METHOD ..............................      108 

4.0 Introduction ......................................................................................  108    

4.1 Research Objectives and Research Questions ...................................      108 

        4.2 Theoretical Framework ....................................................................      109 

              4.2.1 Agency Theory .......................................................................  109 

              4.2.2 Big Bath Theory .....................................................................  111 

        4.3 Research Hypotheses ........................................................................      112 

        4.4 Research Design ...............................................................................      115 

              4.4.1 First Stage ...............................................................................      115 

              4.4.2 Second Stage ..........................................................................      117 

        4.5 Study Period and Sample Selection ..................................................      118 

              4.5.1 Study Period ...........................................................................      118 

              4.5.2 Sample Selection ....................................................................      119 

        4.6 Data Collection .................................................................................      126 

        4.7 Data Analysis Procedures .................................................................      128 

              4.7.1 First Step: Computing Discretionary Accruals.........................  128 

              4.7.2 Second Step: Rudimentary Tests .............................................  131 

              4.7.3 Third Step: Reliability and Robustness Checks Analysis .........  132 

                   4.7.3.1 Normality Test ............................................................  133 

                   4.7.3.2 Collinearity and Multicollinearity Test ........................  134 

                    4.7.3.3 Homoscedasticity Test ................................................  135 

                   4.7.3.4 Linearity Test..............................................................  135 

                   4.7.3.5 Normality of Residual Test .........................................  136 

                   4.7.3.6 Autocorrelation Test ...................................................  136 

              4.7.4 Forth Step: Bivariate Correlation Analysis ..............................  137 

              4.7.5 Fifth Step: Univariate Analysis ...............................................  138 

              4.7.6 Sixth Step: Multivariate Analysis ............................................  138 

         4.8 Definition of Variable .......................................................................      141 



xiv 

               4.8.1 Independent Variables ............................................................  141 

                    4.8.1.1 Audit Quality (Audit Size) ..........................................  141 

                   4.8.1.2 Audit Quality (Audit Industry Specialization) .............  142 

                   4.8.1.3 Audit Quality (Corporate Governance)........................  143 

                           4.7.1.3.1 Board Characteristics ....................................  143 

                           4.7.1.3.2 Audit Committee ..........................................  144 

                           4.7.1.3.3 Internal Auditor ............................................  145 

              4.8.2 Dependent Variable ................................................................  146 

              4.8.3 Control Variable .....................................................................  147 

                   4.8.3.1 Ownership Structure ...................................................  147 

                   4.8.3.2 Leverage .....................................................................  148 

                   4.8.3.3 Cash Flow from Operation ..........................................  149 

                   4.8.3.4 Total Accruals ............................................................  149 

                   4.8.3.5 Company Size .............................................................  150 

        4.9 Regression Design ............................................................................  154 

 4.10 Summary of the Chapter .................................................................  156 

 

CHAPTER 5: AUDIT QUALITY FRAMWORK .........................................      158 

 5.0 Introduction ......................................................................................  158 

            5.1 A Systematic Tabulation of Audit Quality Literature ........................      158 

        5.2 Audit Quality Determinations and Attributes ....................................      165 

              5.2.1 Determinant Related to Client Company .................................  165 

                5.2.2 Determinants Related to Auditing Regulation .........................  166 

                5.2.3 Determinants Related to Audit Firm ........................................  167 

                   5.2.3.1 Audit firm’s External Features and Characteristics ......  168 

                   5.2.3.2 Audit Firm’s Internal Techniques and Procedures .......  169 

                           5.2.3.2.1 Internal Audit Techniques and Procedures ....  169 

                           5.2.3.2.2 Audit Procedures and Policies related to the 

                                           relationship with the client ............................  170 

                            5.2.3.3 Human Resources in the Audit Firm ............................  171 

              5.2.4 Summation of the Audit Quality Determinants ........................  171 

        5.3 Audit Quality Framework from Literature ........................................      180 

        5.4 Audit Quality Framework .................................................................      182 

        5.5 Audit Quality Framework from an Islamic Perspective .....................      187 

              5.5.1 Fundamental Background of Auditing in Islam .......................  188 

              5.5.2 Auditing Definition .................................................................  191 

              5.5.3 Code of Ethics in Auditing Profession.....................................  193 

              5.5.4 Audit Quality from Islamic Perspectives .................................  195 

                   5.5.4.1. Strength (Proficiency) Perspectives ............................  197 

                   5.5.4.2 Trustworthy (Morality) Perspectives ...........................  198 

                           5.5.4.2.1 Piety (Taqwa) ...............................................  200 

                           5.5.4.2.2 Sincerity (Ikhlas) ..........................................  201 

                           5.5.4.2.3 Trustworthiness (Amanah) ............................  202 

                           5.5.4.2.4 Truthfulness (Saddiq) ...................................  203 

                           5.5.4.2.5 Justice (Adalah) ............................................  204 

                           5.5.4.2.6 Unconcealed (Katm Al-Sha’adh) ..................  205 

                           5.5.4.2.7 Adhere to contract (Aufa Bil Uqad) ..............  205 

              5.5.5 Critical Discussion of Audit Quality Issue from Islamic  

                            Perspective .............................................................................  208 



xv 

        5.6 Summary of the Chapter ...................................................................  211 

 

CHAPTER 6: FINDING AND ANALYSIS ...................................................      213 

6.0 Introduction ......................................................................................      213        

6.1 Descriptive Analysis .........................................................................      213 

               6.1.1 Descriptive Statistics of Audit Quality Determinants ...............  213 

                      6.1.1.1 Audit Firm Type .........................................................  214 

                      6.1.1.2 Audit Industry Specialist .............................................  215 

                      6.1.1.3 Corporate Governance ................................................  216 

                           6.1.1.3.1 Board Characteristics ....................................  216 

                           6.1.1.3.2 Audit Committee Characteristics ..................  218 

     6.1.1.3.3 Internal Auditing ..........................................  221 

                        6.1.1.4 Control Variables ........................................................  221  

                       6.1.1.5 Analyzing the Variables by Industrial Sectors .............  223  

  6.1.1.6 Industrial Specialist among Malaysia Audit Firms ......  228 

 6.1.2 Descriptive Statistics of Earning Management                              

                            (Discretionary Accruals) .........................................................  232 

  6.1.2.1 Descriptive Statistics of Related Variables of             

                                         Discretionary Accruals ...............................................  232 

  6.1.2.2 Descriptive Statistics of Discretionary Accruals ..........  233 

  6.1.2.2.1 Discretionary Accruals with Modified                  

                                                        Jones Model by Dechow et al. (1995) ..........  234 

  6.1.2.2.2 Discretionary Accruals with Modified                    

                                                        Jones Model by Kothari et al. (2005) ...........  236 

 6.2. Reliability and Robustness Checks Analysis ....................................  241 

 6.2.1. Normality Test .......................................................................  241 

 6.2.2. Multi Collinearity Test ...........................................................  243 

 6.2.3. Heteroscedaticity Test ............................................................  244 

 6.2.4. Linearity Test.........................................................................  244 

 6.2.5. Normality of Residuals Test ...................................................  245 

 6.2.6. Autocorrelation of Residuals Test ..........................................  245 

 6.3. Univariate Analysis .........................................................................  245 

        6.3.1. Paired Sample T-test ..............................................................  245

 6.4. Bivariate Analysis ...........................................................................  249 

 6.4.1. Correlation Analysis ..............................................................  249 

 6.5. Multivariate Analysis ......................................................................  256 

 6.5.1. Regression Analysis ...............................................................  256 

 6.6. Sensitivity Analysis .........................................................................  266 

 6.7. Summary of the Chapter ..................................................................  272 

 

CHAPTER 7: CONCLUSION .......................................................................      275 

7.0 Introduction ......................................................................................      275            

7.1 Summary of the Research .................................................................      275 

7.2 Summary of the Main Results ...........................................................      277 

            7.2.1 Integration of the Main Results ...............................................  282 

7.3 Implication of the Results .................................................................      283 

               7.3.1 Practical Implication ...............................................................  283 

 7.3.2 Regulatory Implication ...........................................................  285 

 7.3.3 Academic Research Implication ..............................................  288 



xvi 

 7.3.4 Educational Implication ..........................................................  289           

            7.4 Contribution of the Results ...............................................................      291 

7.5 Limitations and Suggestions for Future Research..............................      295 

 

BIBLIOGRAPHY ............................................................................................  301 

 

APPENDIX 1:   COMPARING THE MALAYSIA THE MALAYSIAN   

                           RELATED STUDIES WITH THE CURRENT STUDY  

                           RESULTS ...............................................................................   319 

APPENDIX 2:   DESCRIPTIVE ANALYSIS ON CONTROL VARIABLES ...  320 
APPENDIX 3:   COMPUTING THE COEFFICIENT OF DISCRETIONARY 

                           ACRRUAL FOR EACH INDUSTRY .....................................  322 

APPENDIX 4:   STATISTICAL MEANS OF RELATED VARIABLES 

                           TO EARNINGS MANAGEMENT FOR ALL YEARS ...........  324 

APPENDIX 5:   STATISTICAL MEANS OF RELATED VARIABLES TO 

                           EARNING MANAGEMENT FOR ALL YEARS SECTORS ..  325 
APPENDIX 6:   TEST THE NORMALITY FOR THE VARIABLES ...............  326 

APPENDIX 7:   THE MULTICOLLINEARITY TEST – VARIABLE  

                           INFLATION FACTOR (VIF) ..................................................  327 

APPENDIX 8:   HETEROSCEDASTICITY TEST LINEARITY TEST ............  328 

APPENDIX 9:   NORMALITY OF RESIDUALS TEST ...................................  330 
APPENDIX 10: ADDITIONAL RESULTS .......................................................  334 
APPENDIX 11: LIST OF COMPANIES ...........................................................  356 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



xvii 

LIST OF TABLES 
 

 

 

 

Table No.                                 Page No. 

 

3.1    Empirical Studies on Earnings Management Motivations and   67 

 Directions 

 

3.2    Summary of the Empirical Studies on Earning Managements and Audit       

         Quality (Corporate Governance)                                                                       89 

 

3.3     Summary of the Empirical Studies on Earning Management and Audit                             

          Quality (Audit’s Opinion, Audit size, Audit industry, Specialist)                    103 

 

4.1    Sample Description                                                                                            125 

  

4.2    Data Collection                                                                                               127 

 

4.3    Definition of the Variables                                                                             151 

 

4.4    Definition of the Control Variables                                                              .  153 

 

5.1    Studies Summary                                                                                         .  162 
 

5.2     Audit Quality Determinants and Attributes                                                  174 

 

6.1     Descriptive Statistics on Dichotomous Independent Variables                     215 

 

6.2     Descriptive Analysis on Continuous Independent Variables                        217 

 

6.3     Descriptive Analysis of Dichotomous Variables by Industrial Sectors        226 

 

6.4     Analysis of Independent Variables by Industrial Sectors                             227 

 

6.5     Audit Firm Specialist in Each Sector                                                            231 

 

6.6     Descriptive Analysis of Discretionary Accruals based on Modified Jones               

          Model by Dechow et al. (1995)                                                                   .  236 

 

6.7   Descriptive Analysis of Discretionary Accruals based on Modified Jones    

        Model by Kothari et al. (2005)                                                                           239 

 

6.8   Paired sample T-test of Downwards Discretionary Accruals                      ..  247 

 

6.9   Paired sample T-test of Upwards Discretionary Accruals                           ..  248 

 

6.10   Paired sample T-test the Magnitude of Discretionary Accruals                 .  249 



xviii 

6.11   The Multicollinearity Test – Bivariate Correlation of the Variables using              

          modified Jones model by Kothari et al. (2005) model                     254 

 

6.12   The Multicollinearity Test – Bivariate Correlation using modified Jones 

          model by Dechow et al. (1995) model                                                          255 

 

6.13   Evaluation of Discretionary Accruals Models for the Full Sample              257 

 

6.14   Regression Results for the Dependent Variable Discretionary Accruals      260                                              

 

6.15   Summary of the Hypotheses                                                                             274 

 

7.1     Summary of Research Design                                                                           277 

 

7.2     Summary of the Study Results                                                                          281                                                                                                                         

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



xix 

LIST OF FIGURES 

 

 

 

 
Figure No.                                 Page No.  

 

1.1  A Framework for the Thesis                                                                           .  13 

 

4.1  The Research Design Mole                                                                        .         140 

 

4.2  Regression Model                                                                                           .  155 

 

5.1  Studies Summary                                                                                           .  164 

 

5.2  Audit Quality Determinants and Attributes                                                     178 

 

5.3  Audit Quality Measure Framework                                                                .  179 

 

5.4  Watkins et al. (2004) Audit Quality Framework                                            .  182 

 

5.5  Audit Quality Framework                                                                              .  186 

 

5.6  Basic Islamic Fundamental of Auditing                                                            191 

 

5.7  Audit Quality Framework from Islamic Perspectives                                         207          

 

5.8  Internal Audit Quality Framework                                                                      210 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



xx 

LIST OF ABBREVIATIONS 

 

 

 

 

 

A                     Total assets at the beginning of the year 

AAA        American Accounting Association committee 

AAOIFI       Accounting and Auditing Organization for Islamic Financial Institutions 

AC                 Audit Committee 

AC.Ex     Audit committee financial expertise 

AC.In      Audit committee independence 

AC.Mt    Audit committee annual meetings 

ACI                   Audit Committee Institute Malaysia 

AF            Audit Fees 

AH Audit Hours 

ANOVA                 Analysis of Variance 

AO          Audit Opinion 

AOB                   Audit Oversight Board 

AQ              Audit Quality 

AQF                      Audit Quality Framework 

AQuR                   Audit Quality Rating System 

AR           Annual Report 

AS                  Audit Specialist 

ASB                       Accounting Standards Board 

AT           Audit Tenure 

ATA        Absolute Total Accruals 

AZ                  Audit Size 

BD                  Board of Directors 

BD.In       Board of directors independence 

BD.Mt       Board of directors annual meetings 

BD.Z         Board of directors size 

BM Bursa Malaysia 

CEO                     Chief Executive Officer 

CFO                Cash Follow from Operation 

CG              Corporate Governance 

Co Act     Company Act 

CPA      Certified Public Accountant 

CSRC                 China Securities and Regulatory Commission 

CV            Control Variable 

DA             Discretionary Accruals 



xxi 

DA1 
Discretioanry accruals computed by modified Jones model by Dechow et 

al. (1995) 

DA2 
Discretionary accruals computed by modified Jones model by Kothari 

et al. (2005) 

DF Degree of Freedom 

DUA           Duality between CEO and chairman positions 

DV               Dependent Variable 

D-W            Durbin-Watson test 

EDA               Estimated Discretionary Accruals 

EM                 Earnings Management 

ERC       Earnings Response Coefficient 

FIFO                 First In, First Out 

FRQ Financial Reporting Quality 

FSRC                   Financial Statements Review Committee 

GAAP                    Generally Accepted Accounting Principle 

GDP                      Growth Domestic Product 

GLC               Government Linked Company 

IA                   Internal Auditing 

IAASB                International Auditing and Assurance Standards Board 

IAS                       International Accounting Standards 

IFAC           International Federation of Accountants 

IMF                      International Mandatory Fund 

Insp. R Inspection Report 

IOS                  Investment-Opportunity-Set 

IPC               Inter Process Communication sector 

IPO                     Initial Public Offering 

ISA                        International Standard on Auditing 

ISD                    Independent School District 

ISQC 1                  International Standard Quality Control 1 

IV                 Independent Variable 

KLSE               Kuala Lumpur Stock Exchange 

Lev        Leverage 

LIFO                Last In, First Out 

MAREF              Malaysian Accountancy Research and Education Foundation 

MCCG              Malaysian Codes of Corporate Governance 

MIA                     Malaysian Institute of Accountants 

MSA                    Malaysian Standards on Auditing 

N Number of companies  

NACRA           National Annual Corporate Reports Awards 2002 

NAS                   Non-Audit Services 

NDA                Non-Discretionary Accruals 



xxii 

NI                    Net Income before extraordinary items 

OIC Organization of the Islamic Cooperation 

OLS               Ordinary Least Square  

OS                Ownership structure 

SFAS Statement of Financial Accounting Standards 

SOE State-Owned Enterprises 

SSA Strategic-Systems Auditing 

TA                  Total Accruals 

UiTM                  University Technology Mara 

UK                        United Kingdom 

US                         United States of America 

VIF             Variable Inflation Factor 

Y             Yes 

 



1 

CHAPTER ONE 
 

INTRODUCTION 

 

 

 

  
1.0. INTRODUCTION 

A quality audit is an essential element in monitoring financial reporting quality. Due 

to its importance, audit quality (AQ) has been keenly studied. However, since AQ is a 

complex issue, it cannot be studied from a single perspective. Therefore, this thesis 

uses two main parts to study AQ; i.e. from the perspective of its determinants, which 

is summarized into a comprehensive framework, and from the perspective of the 

outcome of a quality audit, which is its effect on earnings management (EM). It is 

hoped that an integration of two relatively different sides to AQ would help in a better 

appreciation of AQ, particularly since the empirical data used in this thesis focused on 

a specific period in Malaysia, which is during the recent financial crisis. Further 

elaboration on the thesis is provided below as this chapter offers an overview of the 

thesis. The chapter is organized into four sections. The first section discusses the 

background of this study and draws out the research problem. The second section 

highlights the research questions and research objectives. The following section 

discusses the significance of the study. The chapter concludes by outlining the 

structure of the thesis.   

 

1.1. BACKGROUND OF THE STUDY  

Audit quality is an important issue based on the fact that it directly and significantly 

enhances the credibility and reliability of the financial information which influences 

the share price of the auditors’ client companies (Chaney and Philipich, 2002; 


