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Abstract
The Role of External Audit Quality in Reducing Earnings Management:
An Empirical Study of Saudi Public Companies

The purpose of this study is to investigate the relationship between audit
quality and earnings management (measured by Miller ratio) for Saudi public
companies. Audit quality was measured using audit office size and audit office
quality control. In order to collect data on audit office quality conirol,
questionnaires were distributed to audit offices that audit the sample companies.
Data on Miller ratio and audit office size were collected from Saudi Tadawal
website (the official website for Saudi public companies market). The sample
consists of 68 public companies. The financial statements of these companies
for the period 2009 to 2011 were obtained from the Tadawal website. The
population size is 107 companies representing all listed companies excluding
banks and insurance sectors).

The results indicated that earnings management was not affected by the
audit office size which corroborate the existing studies that were conducted in
Saudi Arabia, as well as most of the studies conducted outside of US. However,
they differ from the results of the studies that were conducted in US. The
results also indicated that the earnings management was not affected by the
audit office quality. This might due to the fact that all audit offices, regardless
of their size, aim to conduct high quality audit, as well as to comply with the
requirements of Saudi Organization for Certified Public Accountants.
Therefore, they pay great attention when applying the quality control factors.
The findings also show that Saudi industrial and service companies do manage
their earnings, which agree with the results of previous studies that were
conducted in Saudi Arabia. However, the results indicated that the agricultural
companies do not manage their earnings, which differ from those of previous
studies that were conducted in Saudi Arabia . This study might be of interest to
investors and other users of financial statements of Saudi public companies as
it might help them evaluate the investment risk through explaining the negative
effects of earnings management and the failure of audit offices to limit it.
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One-Sample Statistics — All Companies

N Mean Std. Deviation Std. Error Mean
Change in Miller
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One-Sampla Test — Agricultural Companies
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One-Sample Statistics — Service Companies
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Corralations: Change in Miller ratio, Audit office size

Change in Miller
Audit office size
. ratio
Changs In Miller ratio Pearson
! 1 -.065
Correlation
Sig. {2-tailed 398
ig. {2-taile
{ ) 68 68
N
Audit office size Pearson Correlation
' -.065 1
Sig. (2-tailed 398
ig. {2
. 0- (2-talled) 68 68
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Regressior-l Cocfficients: Change in Miller ratio, Audit office size

Unstandardized Standardized
Coefficients Cosfficlents .
Madel T Sig.
Std.
B Beta
Error
(C?Stam) 2.135 1.128 1.893 063
it .
A'u fitoffice -.346 653 -.065 -.520 598
size
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Change in Miller ratio = 2.135 - 0.346 Audit office size
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Correlations: Change in Miller ratio, Quality cantrol of audit office

Change in Miller Quality contro! of audit
ratio office
Change in Miller ratio Pearson Correlation 1 021
Sig. (2-tailed) .864
N 68 68
Quality control of audit office Pearson Correlation 021 1
Sig. (2-tailed) 864
N 68 68
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Regression Coefiicients: Change In Miller ratio, Quality control of audit office

Unstandardized Standardized
Medel Coefficients Coefficients T Sig.
B Sid. Error Beta
(Constan. 645 5.330 121 204
Quality contro! of audit '
offce .199 1.160 021 172 864

b LS il Jlast¥ Albadd g as (1Y) ) dand 0

Change in Miller ratio = 0.645 + 0.199 Quality control of audit office
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ANOVA®
Sum of
Sig. F Mean Square df Model
Squares
.867° .143 942 2 1.884 Regression
6.585 65 428.017 Residual
67 429.501 Tetal

a. Predictors: (Constant), Audit office size, Quality control of audit office

b. Dependent Variable: Change in Miller ratio
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Unstandardized Coefficients | Standardized Coefficlents
Model T Sig.
B Std. Error Beta
{Constant)
) 1.577 5.667 278 782
Quality control of audit
118 1.177 013 101 920
office
~.336 664 -.063 -507 614
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