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1.
Introduction

1.1 
Background

Since the start of the credit crunch, the following question is frequently asked: In which way a disaster like this in the future can prevent. In the debate regarding this topic, scientists, journalist, and politicians commented the causes of the credit crunch. In addition, the position of the auditor is questioned but hardly anyone keeps the auditors responsible for the credit crunch. However, the debate on the question in which way auditors could issue unqualified audit reports to financial institutions that exposed significant losses from 2007 to 2009 on the positions they had held both on and off balance is rising. 

On October 13, 2010, the European Union and the Commissioner Michel Barnier published the Green Paper Audit Policy: Lessons from the Crisis. The main purpose of the Green Paper is to ‘open a debate on the role of the auditor, the governance, and the independence of the audit firms, the supervision of the auditors and the configuration of the audit market’. 

In the green paper, several controversial issues are addressed. These issues are amongst others, the auditor’s independence in relation to the audited firm. Does the auditor address the right subjects or issues in the financial statements and is the recent concentration on the audit market in Europe a danger for the audit profession? The Commission determined that in the past decades large audit firms consolidated into even larger audit firms and currently only Big Four audit firms (Deloitte, Ernst & Young, KPMG, and PwC) are able to audit large and complex organizations. In the Green Paper, the next element is communicated. The collapse of a Big Four audit firm could seriously disrupt the audit market; moreover, it could damage investor trust and confidence and could influence the stability of the financial system as a whole. 

The audit market of listed companies is almost simply covered by the Big Four firms. In 2006 a study by London Economics on the Economic Impact of Auditors’ determined that ‘in terms of revenue or received fees, the total market share of the Big Four audit firms for listed companies exceeds 90% in a vast majority of EU member states’.

Due to the concentration and the audit market structure, the Commission likes to consider a few measures, amongst others to adopt joint audits. For listed companies with consolidated financial statements in France, by law, joint audits are already enforced, other countries were joint audits are being performed on the financial statements of organizations are for example Sweden and Denmark. In a joint audit, two different audit firms sharing the audit work and sign together the audit report with the clients’ financial statements and both firms are jointly reliable for the issued audit opinion.

1.1.1 
Potential advantages of joint audits

In theory, and based on the French perspective, joint audits has two main advantages, the first advantage is related to audit firms’ independence in appearance.

‘Independence in appearance is the absence of activities, relationships, or other circumstances that would lead well-informed investors and other users of financial information conclude that an unacceptably high risk exists of an auditor lacking independence of mind’ (Myring and Bloom 2003).

· Two auditors, from different audit firms, may take a stronger stand against the managerial pressure of the board or against the owners of a company that can result in a more independently opinion on the financial statements of the clients’.

· Because of the independence, the quality of the financial statements will increase due to the presence of two auditors. Proponents of joint audits argue that the presence of two auditors will decrease income-increasing abnormal accrual and increase the presence of conservatism.

The second advantage of joint audits refers to the audit rotation and the market concentration. 

The European Commission in the Green Paper published that the audit market for listed companies in the EU almost entirely belongs to the Big-Four audit firms. However, clients are more willing to change from auditor when they still have the experience and the business knowledge from the other auditor. In addition, joint audits for clients create the opportunity to engage Non-Big Four auditors in the audit process of listed companies besides Big Four auditors that decrease the concentration in the audit market (Haapamäki et al. 2010).

1.1.2 
Potential disadvantages of joint audits

Besides the potential advantages of applying joint audits, some potential disadvantages exist related to this subject. The first potential disadvantage refers to the audit quality. As proponents of joint audits argue that the presence of two auditors will increase the quality of the financial statement, opponents of joint audits warn of the possibility that one of the auditors is acting like a so-called ‘free-rider’. This might result when one of the auditors is not properly performing their part of the audit and rely on the other auditors’ work. Due to the competitive situation in the audit market, it might be difficult to establish cooperation between two competing audit firms. This can result in a lack of information exchange and influence the quality of the audit in a bad manner.

The second disadvantage refers to the increase in potential audit costs for clients. The appointment of two auditors will result in higher costs for the client. The attendance of two auditors will result in higher coordination costs, including the hours spent to define the term of the engagement, to debate the auditing issues and to summarize the performed work (André et al. 2011).

1.2
Objectives

Auditors’ independence, audit rotation and diminish the current concentration on the audit market for listed companies in the EU, are all potential advantages of the use of joint audits. However, limited empirical research has performed regarding the influence of joint audits on the use of earnings management in the consolidated financial statements compared to a single audit approach. Most literature ends with a suggestion to further empirical research regarding this topic. 

However, opponents of joint audits argue that the presence of two different auditors on an audit can have a bad influence on the quality of the performed audit. In addition, according to the opponents of joint audits an opportunity exists concerning free riders, limited information exchange between competing auditors and high costs for clients.

The purpose of this research is to examine the influence of joint audits on the level of the use of earnings management in the consolidated financial statements. Consequently, the level of earnings management in consolidated financial statements of French listed companies, enforced by French law, will examine. In addition, these results will compare with the level of earnings management in the consolidated financial statement of Dutch listed companies where a single audit approach applies. 

1.3 
Problem definition
The described main question of this research is:

To what extent, will the compulsory of joint audits by law, result in a reduction in the level of earnings management in the consolidated financial statements of stock exchange quoted companies.

To answer the formulated main question the following sub questions are:

·  How are joint audits being performed in France?

· What is the content of the term earnings management? 

· In which way can the use of earnings management detect?

· What is the conclusion of already performed empirical research on the subject of joint audits?

· Does a joint audit influence the level of earnings management in consolidated financial statement of listed companies?

1.4
Methodology 

To answer the main question of this research, the following approach is used. First, the different underlying theories of earnings management needs to be defined, where earnings management itself should also be explained and defined. Since, this research is focusing on mandatory joint audits in France, the way these joint audits applies in France will be examined by a literature study, where a comparison will be made with Dutch laws and regulations. In order to select the accurate testing model for this research, the different models to detect earnings management will be investigated. Since, the European Commission suggests in the Green Paper that the level of earnings management in consolidated financial statements of listed firms will decrease when joint audits are required by law. An empirical research will be performed and is designed to determine if the presence of two different auditors affects the level of the use of earnings management in the financial statements. A sample will select from financial statements of French listed firms and financial statements from Dutch listed firms where a single auditor approach applies. The size of a firm and the industry it operates will take into account when selecting the sample. 

Once listed firms are selected, a model to detect the use of earnings management will be used to examine the financial statements of the selected firms. Since accruals is a good proxy to detect the use of earnings management, an accrual method will used. A method already used to detect the use of earnings management is the test of abnormal working capital accruals. Working capital accruals are defined as the change in the current assets (less the change in cash and cash equivalents), minus the change in the current liabilities (less the change in short-term debt and current portion of long-term debt). Abnormal working capital accruals are specified as actual accruals minus “expected” accruals (Francis et al. 2009). The expectation model as in Defond and Park (2001), and in Francis et al. (2009) will use and will base on ‘each firm’s prior-year linear relation between sales and the working capital accruals’ (Haapamäki et al. 2010, page 17). When the data are obtained, SPSS will be used to execute a regression. 

1.5
Demarcation and limitations

As signaled before, the purpose of this research is to detect if the presence of two different auditors influences the level of earnings management in the consolidated financial statements of listed companies. In French, joint audits are enforced by law, in the same law additional requirements are determined as which could influence the outcome of this research, for example the prohibition of providing both audit and consulting services to firms and the legal term of engagements between audit firms and the clients of six years (André et al. 2011).

In addition, the sample will only based on French and Dutch listed firms. Consequently, it is not possible to conclude in advance that the results are representative for all the countries in the European Union.

1.6
Structure 

Chapter 2 contains the relevant theories behind the use of earnings management. Theories as the efficient market hypothesis, Agency theory, and finally Positive Accounting Theory will be set out. Finally, an elaboration will present of the use of earnings management and the different incentives for the use of managing earnings.

In chapter 3, joint audits will be further explained from a French perspective including the theoretical influence on audit quality and the independence of the audit firms.  

In chapter 4, different methods to detect the use of earnings management in financial statements will described by commenting a variety of accrual prediction models to detect the use of earnings management.

Chapter 5 describes the outcome of already performed empirical research regarding this topic. Supplementary to chapter four, the used methods to detect the use of earnings management or to determine the influence of joint audits on the quality of financial statements in these studies will add. 

In chapter 6 the research design and gathered data from performed research will present including an analysis of obtaining the data. 

Chapter 7 contains the conclusions of this research and answers main questions including some possibilities for further research.
2. The use of earnings management from a theoretical perspective

2.1
 Introduction of the chapter
In this chapter, the following sub questions will answer: What is the content of the term earnings management? In order to answer this question this chapter is build up from describing the relevant theories behind the use of earnings management. Theories as the efficient market hypothesis, the Agency theory, and finally the Positive Accounting Theory will be set out in section 2.2 until 2.4. Finally, an elaboration will present of the use of earnings management in section 2.5 and the different incentives for managing earnings in section 2.6. This chapter concludes with a summary in section 2.7.

2.2
 Efficient markets hypothesis

Developments from the 1960s were fundamental to the development of the Positive Accounting Theory; especially work from Fama that was related to the development of the efficient markets hypothesis. The efficient markets hypothesis assumes ‘that capital markets react in an efficient and unbiased manner to publicly available information’ (Deegan, 2006, 210). When firms publish accounting information, and the content of this information was already expected or anticipated by the market, the expectation is that share prices will not change because the released information was already absorbed in the market. This is amongst others, because firms releases interim announcement during the year and the expectations from financial analysts. 

Early proponents of the efficient markets hypothesis argue that management is not able to manipulate share prices by changing accounting methods for their own benefit. This because changing accounting methods will not result in a change in cash flows and will consequently by the market being ignored In addition; many other sources of data exist that is used by the financial market. If disclosures or other released information from managers that are contrary with other available information is published, the market will finally question the integrity of managers and will ignore these disclosures (Deegan, 2006). ‘Watts and Zimmerman rely upon this perspective to argue against the need for extensive accounting regulations’ (Deegan, 2006, 210). This is because in addition to accounting information much other information is available for financial markets. As assuming financial markets are efficient and since ‘the existence of other potentially non-corroboratory evidence, there is believed to be limited benefit in imposing accounting regulation’ (Deegan, 2006, 210).

2.3 
Agency theory
The agency theory focuses on relationships between principals (stakeholders) and agents (managers). Due to the presence of information-asymmetry in these relationships, much uncertainty exists. This uncertainty result in the occurrence of transactions costs and the information costs in the agency theory. The agency relationship is defined by Jensen and Meckling (1976, page 308) as, ‘A contract under which one or more persons (principal(s)) engage another person (the agent) to perform some service on their behalf which involves delegating some decision-making authority to the agent’. It is assumed that both the principal and the agent want to maximize their own wealth, if possible on the short-term. Without a contract between the principal and the agent, the agent might maximize his own wealth at the expense of the principal(s). As signaled earlier the agent will be driven by self-interest. This incentive problem is the basis for the agency theory, according to Lambert (2001) the following typical reasons for conflicts of interest between the agents and the principals exist:

1. Effort aversion by the agent;

2. The agent can use company’s resources for private use;

3. Both agent and principals can have different time horizons, in general the agent is less concerned about the impact of his current activities on the future period;

4. Different risk aversion from the agent

2.4 
Positive Accounting Theory
The Positive Accounting Theory (PAT) is based on the agency theory. Since the use of earnings management can be best explained based on the PAT perspective, first this theory will be defined and briefly comment. Watts and Zimmerman initiated the PAT is initiated by and they defined this theory as, ‘is concerned with explaining accounting practice. It is designed to explain and predict which firms will not use a particular method. But it says nothing as to which method a firm should use’ (Watts and Zimmerman, 1986, page 7). The PAT focusing on the relationship between the individuals or the parties, who provide services or resources to a business and in which way accounting is used to support in the performance of these relationships (Deegan, 2006). This theory is based on the assumption that every action by individuals is driven by self-interest and that individuals are acting opportunistic to increase their own wealth. 

In the published article ‘Positive Accounting Theory: A Ten year perspective’ by Watts and Zimmerman in 1990, Watts and Zimmerman identified three hypotheses that are frequently used in the PAT to explain and predict why an agent (manager) will choose a particular accounting method. These hypotheses are known as:

1. Bonus plan hypothesis;

2. Debt/equity hypothesis;

3. Political cost hypothesis.

The Bonus plan hypothesis refers to the predictions ‘those managers of firms with bonus plans are more likely to use accounting methods that increase the current period reported income’ (Deegan, 2006, page 219). Notice that the presence of a bonus plan does not always create for the managers the incentive to increase earnings. When earnings are below a certain level to pay a bonus, because it is likely that no bonuses will be paid, managers have the incentive to reduce and delay earnings or accelerate write-offs for the year. ‘Taking such an ‘earnings bath’ increases expected profits and bonuses in future years’ (Watts and Zimmerman, 1990, page 139). This big-bath accounting in addition is known in situations when managers already met the targets for receiving their bonus. In this situation, managers are trying to delay earnings to future periods when earnings are below target. 

The debt/equity hypothesis ‘predicts the higher the firm’s debt/equity ratio, the more likely managers’ use accounting methods that increase the income’(Watts and Zimmerman, 1990, page 139). Particularly when firms are close to violating accounting-based agreements with banks, managers try to select income-increasing strategies that transfer earnings from future periods to the recent period.

The third hypothesis (political cost hypothesis) ‘predicts that large firms rather than small firms are more likely to use accounting choices that reduce the reported profits. Size is a proxy variable for political attention’ (Watts and Zimmerman, 1990, page 139). The underlying assumption is that when large firms, that already draw attention from the public, report high earnings they receive additional attention from amongst others governments, unions, and environmental groups. Those stakeholders could promote that these firms are not paying fair wages to employees or that sales prices to customers are too high, to avoid this attention managers have an incentive to report lower earnings. 

To reduce the self-interest of individuals contracts are used to ensure that all parties are, besides maximizing their own wealth devoted to maximize the value of the organizations (principal). To establish these contracts and to determine that agents are compliant with them, costs are incurred by both parties and are referred to as agency costs. Agency costs involve ‘bonding’, ‘monitoring’, and ‘residual’ costs in the PAT. An instrument that can be used to align the interest of the agent and principal is compensation, based on the profit of the organization. To determine this profit, financial statements need to be produced. Managers (agents) ‘bond’ themselves to compile the financial statement. The expenses incurred for preparing financial statements are referred to as ‘bonding costs’ in the PAT. (Deegan 2006) If managers (agents) are preparing the financial statements, or are responsible for the preparation of it, by the principal the demand exists to receive a level of assurance concerning these financial statements. This is because assuming the self-interest of managers, managers try to report income as high as possible that result in a higher share of profits. To determine that the financial statements are properly prepared an audit or other monitoring activities need to be executed. The costs incurred for these monitoring activities are qualified ‘monitoring costs’ in the PAT. Since not all opportunistic behavior of agents can be managed by contracts, the remaining costs related to appointing an agent is labeled as residual costs in the PAT.

2.5 
Earnings management
After the presentation of the PAT and the agency theory, the content of the term earnings management will be defined. Most widely accepted definitions highlight the dark side of the use of earnings management; however, Ronen and Yaari (2008) defined earnings management in three ways and classified them as white, gray, and black 

Table 1 Alternative definitions of earnings management 
	White
	Gray
	Black

	Earnings management is taking advantage of the flexibility in the choice of accounting treatment to signal the manger’s private information on future cash flows
	Earnings management is choosing an accounting treatment that is either opportunistic or economically efficient
	Earnings management is the practice of using tricks to misrepresent or reduce transparency of the financial reports


Two widely accepted definitions of the use of earnings management exist, when referring to the table before are highlighting the black side of the use of earnings management.

Healy and Wahlen (1999, page 368)‘Earnings management occurs when management use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholders about the underlying economic performance of the company or to influence contractual outcomes that depend on reported earnings.’

Schipper (1989, page 92) ‘a purposeful intervention in the external financial reporting process, with the intent of obtaining some private gain (as opposed to, say, merely facilitating the neutral operation of the process).’

Both definitions put managerial intent at the center. However since managerial intent cannot be observed it is known to be difficult to determine based on the financial statements whether earnings were managed. The use of earnings management needs to be distinguishing from fraud. Misleading and manipulation of financial statements can be qualified as fraudulent practices. The purpose or goal of the use of earnings management is to influence the users’ interpretation of the financial statements towards the desired interpretation of the management. Earnings management is about accounting practices that follow the letter of the law but deviate from the actual intention of the law.

2.6 
Earnings management incentives
Although it is known that the use of earnings management exists, it is difficult for researchers to obtain scientific evidence of the presence of earnings management in the financial statements. According to Healy and Wahlen (1998), this is mainly because researchers first have to perform assumptions or estimates regarding earnings in order to determine the presence of earnings management. Without these estimates, it is difficult to determine if earnings are managed. ‘One common approach is to identify managers’ incentives to manage earnings and to estimate whether patterns of unexpected accruals (or accounting choices) are consistent with these incentives (Healy and Wahlen, 1998, page 9). Healy and Wahlen determined three main motivations for the use of earnings management:

1. Capital market expectations and valuations;

2. Contracts that are written in terms of accounting numbers;

3. Anti-trust or other government regulation


The motivation regarding capital market expectations and valuations is related to the fact that financial analysts and investors are using different accounting information to value the stock of the companies. Managers have consequently the opportunity to influence the short-term stock price performance. Prior studies determined negative unexpected accruals prior to a management buyout (Perry and Williams 1994) and positive unexpected accruals prior to initial public offers (Teoh, Welch and Wong, 1998a) and stock financed acquisitions (Erickson and Wang 1999). Other studies examined whether to meet the expectation by financial analyst and investors’ earnings management was used.

The second motivation is related to the practice of contracts between different stakeholders of an organization. ‘Compensation contracts are used to align the incentives of management and external stakeholders’ (Healy and Wahlen, 1998, page 18). Managers have an incentive for manage earnings when their contracts are written in terms of accounting numbers. Evidence obtained from prior research indicates that manager’s delay or changing income when targets will not be met or when earnings have already reached the level for a maximum bonus (Healy, 1985, Holthausen, Larker, and Sloan 1995). 

Bank agreements are being used to ensure that management is not executing actions that benefit the shareholders at expense of its creditors. Watts and Zimmerman (1978) suggests that to increase their own wealth individuals are driven by self-interest and will acting opportunistically. Consequently, these contracts create an incentive for management to use earnings management because it is ‘too expensive for creditors to see through earnings management’ (Healy and Wahlen, 1998, page 18). 

The third motivation to apply earnings management is related to the size and the industry the organization operates in. This is based on the idea that larger organizations have a higher incentive than smaller organizations to manage earnings due to the attention large organizations attract from the public. The motivation to manage earnings is to ‘circumvent industry regulations and to decrease the risk of investigation and intervention of anti-trust regulators’ (Healy and Wahlen, 1998, page 23). This final motivation should especially be taken into account when selecting the sample of Dutch and French listed companies. Both samples should have firms that act in the same industry and approximately are of the same size. 

2.7 
Summary 
In this chapter, the term earnings management and the incentives to manage earnings were explained through the definition and explanation of the Positive Accounting Theory and the agency theory. According to the PAT, three hypotheses are formulated which would oppose or support a particular accounting method, Bonus plan hypothesis, debt / equity hypothesis and political cost hypothesis. The agency theory focuses on the relationships between the principals (stakeholders) and the agents (managers). Due to the presence of information-asymmetry in these relationships, much uncertainty exists. This uncertainty creates the existence of transactions costs and information costs in the agency theory. Earnings management occurs when managers use judgment in financial reporting and in structuring transactions to mislead stakeholders regarding underlying economic performance of the firm or to influence contractual outcomes that depend on earnings. It is difficult to determine the use of earnings management because it depends on management’s intent, which is not visible and consequently difficult to measure in financial statements. Three main motivations or incentives exist for the use of earnings management: capital market expectations and valuations, contracts that are written in terms of accounting numbers and anti-trust or other government regulation. Different motivations exist for the use of earnings management. To avoid too many differences regarding industries in the two samples of the Dutch and the French listed companies, this needs to be considered in the sample selection. In the next chapter, the characteristics of joint audits in France will be commented and a comparison with Dutch laws and regulation will be set.
3. 
Joint audits in French
3.1
Introduction of the chapter
This chapter focuses on joint audits in France by starting to describe the history of joint audits in section 3.2. Some specific characteristics from French law related to the topic of this research are explained in section 3.3. Finally, in section 3.4 a comparison of these French characteristics with Dutch laws and regulation will be pointed out. This chapter concludes with a summary in section 3.5.

3.2
The history of joint audits in France
Since 1966, for listed companies by French law joint audits are forced. Bennecib (2004) argued that the adoption of joint audits had two motives. Joint audits solve the problem when one audit firm defaults. In French defaulting audit firms can only replaced by the Court of Commerce that can result in a delay of the audited financial statements of companies. Finally, joint audits are a safeguard regarding to the independence, ‘which would for the French auditing profession creates greater credibility and prestige’ (Francis et al, 2009, page 59).

The introduction of consolidated financial reporting by the 7th EUR directive in 1983 threatens the execution of joint audits in French. Before this introduction, consolidated financial statements were not mandatory in French and a policy debate started to adopt joint audits for companies that consolidate financial statements under the new EU regulation. Finally, in 1984 is decided that joint audits are mandatory for consolidated financial statements of listed companies. According to Bennecib (2004), this decision was influenced by the French audit firms that put pressure on the French National Assembly because of changing audit market competition in the 1980s. Due to the introduced of EU consolidation requirement, French audit firms’ fairs that in the time are large Anglo-American accounting firms would audit all large French firms. Pilot and Janin (2007) argued that today’s joint audit is qualified as an increase in auditors’ independence by providing a reciprocal check on the diligence of each auditor’ (Francis et al, 2009, page 59).
3.3
Auditing in France
As joint audits suggest, French listed firms assign at least two auditors to perform the audit on their consolidated financial statements. As prescribed by regulation both auditors should not have a dependent link with each other and share the effort of audit work which need to be performed. Finally, two audit partners from two different audit firms sign the audit report. By signing both the audit report, they are both reliable for the issued audit opinion.

Besides mandatory joint audits for listed companies with consolidated financial statements, French law prescribes some rules that need to be explained within the context of this research. Auditors in French are appointed to audit the financial statements of firms for a six-year mandate and are appointed during the annual general meeting of shareholders. During this mandate, auditors are not suppose to change, resign or dismissed except for exceptional circumstances. After the six-year mandate, this period can be renewed for another six-year except for listed companies. Because a six-year mandatory audit partner rotation is applied. 

France independence regulations do not allow auditors to provide management advisory services and advertising to firms that are audited by these firms. In addition, restrictions exist on auditors who are going to work for clients and vice versa. 

3.4
Comparison with Dutch laws and regulations
In his research, the level of earnings management in consolidated financial statements of French listed companies will be compared with the consolidated financial statements of Dutch listed companies. Consequently, comparison between relevant laws and regulations needs to be set out between those countries.
Table 2 summary of difference between French and Dutch laws and regulation regarding auditing 
	
	France
	The Netherlands

	Auditors assigned by
	Annual general meeting of shareholders
	Annual general meeting of shareholders

	Regime
	Joint audit
	Single audit

	Contract engagement
	Fixed six-year mandate
	At least one year

	Audit firm rotation
	Not mandatory
	Not mandatory

	Audit partner rotation
	After six-year mandate rotation is mandatory
	7 years with a subsequent 2 year time out is mandatory

	Non-audit services
	Not allowed to provide additional services to clients
	Allowed to provide additional services to clients but limited especially for listed companies


The table before presents only a few differences between the French and the Dutch laws and regulation regarding the independence of the public auditors. 

3.5
Summary 

In this chapter, the creation of joint audits in France is described. Joint audits are since 1984 mandatory for France listed companies with consolidated financial statements. French regulation on auditing has some unique characteristics besides mandatory joint audits as auditors in France are appointed for a fixed six-year mandate. Furthermore, audit firms are not allowed to provide management advisory services and advertising to firms. Since in this research in addition Dutch listed companies will be analyzed regarding to the level of the use of earnings management in their consolidated financial statement, the French regulation is compared with those in The Netherlands. Besides the fact that in The Netherlands a single audit approach is applicable, any other differences in regulations exist because no fixed mandate for auditors exists when appointed by a firm and auditors in the Netherlands are allowed to provide other services besides audit services. Especially the characteristic of a fixed mandate in France compared to no mandate in The Netherlands could influence the outcome of this research and will be taken into account in research design. In the next chapter, the different methods to detect earnings management in financial statements will be explained.

4.  Methods to detect the use of earnings management

4.1 
Introduction of the chapter
Chapter two ends with the different definitions of the term earnings management and a diversity of incentives for managers to apply earnings management. Before explaining a variety of accrual prediction models to detect the use of earnings management, it is useful to define accruals and explain different accruals. ‘Total accruals are defined as the difference between reported earnings and cash flows from operations’ (Healy, 1985, page 86). Two types of accruals exist: discretionary and non-discretionary accruals. Discretionary accruals or ‘unexpected accruals’ arise from transactions or selected accounting treatments to manage earnings and are hence open to manipulation. Non-discretionary accruals or ‘expected accruals’ arise from transactions that are normally related to the level of activities of firms, industry operations and macro-economic factors. Total accruals are the sum of discretionary accruals and non-discretionary accruals. Although total accruals can easily be measured based on financial statements, the ratio of discretionary and non-discretionary accruals cannot be unequivocally determined. These accruals methods predict the relation between the discretionary and the non-discretionary accruals. From section 4.2 to 4.7, the following models will be explained: the Model of Healy (1985), the Model of DeAngelo (1986), the Jones Model (1991), the Modified Jones Model (1995), the Industry Model (1991) and finally the Defond and Park model (2001). This chapter concludes with a summary in section 4.7.

4.2
The model of Healy
Healy tested if a link exists between managers’ accrual procedures, used accounting procedures and their bonus agreements. If the bonus depends on the level of earnings, managers have an incentive to increase earnings using discretionary accruals to maximize their bonus. Healy developed a total accruals (ACC t) model, both discretionary as non-discretionary are included in the total accruals (ACCt =NAt +DAt) and are calculated by the difference between reported earnings and cash flows from operations. Cash flows are working capital from operations less changes in inventory and receivables, plus changes in changes in payables and income tax payable (Healy, 1985, page 94):

ACCt = - DEPt - XIt * D1 + ΔARt + ΔINVt – ΔAPt – ΔTPt + Dt * D2

Where:

DEPt
: depreciation in year t;

XIt
: extraordinary items in year t;
ΔARt
: accounts receivable in year t less accounts receivable in year t -1;

ΔINVt
: inventory in year t less inventory in year t -1;

ΔAPt
: accounts payable I year t less accounts payable in year t – 1;

ΔTPt
: income taxes payable in year t less income taxes payable in year t -1;

D1
: 1 if bonus plan earnings are defined after extraordinary items, 0 if bonus plan earnings are defined before extraordinary items;

D2
: 1 if bonus plan earnings are defined after extraordinary items; 0 if bonus plan earnings are defined before extraordinary items.

To determine the non-discretionary accruals, Healy defines ACCt as the average of total accruals from a specified period compared this with the total assets of previous year (t -1). . Amongst others, Kaplan (1985) argues the Healy model by stating that no distinction exists between the discretionary and the non-discretionary accruals. Consequently, the presence of non-discretionary accruals in ACCt is unknown and could results in a wrong proxy for the discretionary accruals. Additional, Kaplan indicates that the economic conditions of the firm is not taken into account determine the working capital accounts. Finally, Healy should estimate the deprecation charges on the acquired assets in the recent year, instead of the total deprecation charges. This because the depreciation charges of the acquired assets in prior years is predictable, and unaffected by managerial influences in the recent year. 

4.3
The model of DeAngelo
DeAngelo (1986) investigates to what extent managers are managing earnings before a management buy-out. According to the agency theory, managers have an incentive to decrease earnings before a management buy-out as the stock prices are partly based on earnings. To determine the level of the used earnings management, the model of Healy (1985) is used by DeAngelo with the following exception. The expectation in the model of DeAngelo is based on the total accruals prior to the year of investigation; Healy uses the average total accruals from prior years. The following equation can consequently be drawn (DeAngelo, 1985, page 409):

(AC1 - AC0) = (DA1 - DA0) + (NA1 – NA0) 

Where

AC
: total accruals; 

DA
: discretionary accruals;

NDA
: non-discretionary accruals.

DeAngelo assumes, like Healy, that the change in non-discretionary accruals is nil consequently the change in total accruals reflects the change in the discretionary accruals. Additional she assumes that no earnings management exists during the period prior to the management buy-out and do not consider the economic circumstances of the firm into the model. (Beer et al, 2009)

4.4
The Jones Model
Jones developed a model to test whether firms manage earnings to gain from import relief investigation by the United States International Trade Commission. As criticisms argue that the models of Healy and DeAngelo do not consider economic conditions of firms, Jones developed the Standard Jones Model that includes the effects of economic circumstances on accruals. According to Healy and DeAngelo, Jones uses total accruals instead of single accruals and defined total accruals as the change in noncash working capital before income taxes payable less total depreciation expenses. Where non-cash working capital is defined as (Jones, 1991, page 207): 

Total accruals = (ΔCurrent Assetst – ΔCasht) – (Δ Current liabilities t – Δ Current Maturities of Long-Term Debtt – ΔIncome Taxes Payable) – Depreciation and Amortization Expense t

Then Jones leaves the assumption from Healy that non-discretionary accruals are constant from period to period and economic circumstances of firm can have influence on the level of accruals. Consequently, Jones developed an expectation model for total accruals to control for changes in the economic circumstances of the firm where ‘all used variables are scaled by lagged assets to reduce heteroscedasticity’ (Jones, 1991, page 211).

TAit/ Ait = αi (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;

 i

: firm index;

t

: year index for the years included in the estimation period for firm i; 

In the before equation two control variables for changes in non-discretionary accruals are used, the change in revenue and gross property plant and equipment. Because revenue is an objective measure of  the firms’ operations before manipulation of managers, regarding to Jones the change in revenue is used to control for the financial situation of firms Gross property, plant, and equipment are known as a control variable in this model for the part of total accruals regarding to non-discretionary depreciation expense. ‘Gross property, plant, and equipment are included in the expectation model rather than changes in this account because total depreciation expense is included in the total accruals measure’ (Jones, 1991, page 212). This was one of the recommendations by Kaplan (1985) on the model of Healy.

For non-discretionary accruals in the event year the Jones Model is (Dechow et al, 1995, page 198):

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

Where

ΔREVt

: revenues in year t less revenues in year t-1 scaled by total assets at t-1;

PPEt

: gross property, plant, and equipment in year t scaled by total assets at t-1;

At-1

: total assets at t -1 for;

α1, α2, α3
: firm specific parameters.

The Jones Model is widely accepted as a proven method to detect the use of earnings management by including, taking account for economic circumstances of organizations using control variables. Dechow et al (1995) criticized the Jones Model following the assumption that the change in revenues is non-discretionary. Due to this assumption, the measure of discretionary accruals does not show the potential manipulation in sales transactions by managers. 

4.5
The modified Jones Model
As signaled before, Dechow et al argued that the Jones Model assumed changes in revenue as non-discretionary and consequently the effect of sales manipulation is not a part of measuring discretionary accruals. The adjustment Dechow et al (1995) incorporated in the Jones Model was that ‘the change in revenues is adjusted for the change in receivables in the event period (Dechow et al, 1995, page199)’ The following formula to determine non-discretionary accruals is consequently:

NDAt = α1 (1 / At-1) + α2 (ΔREVt - ΔRECt) + α3 (PPEt)  
Where

ΔREVt

: revenues in year t less revenues in year t-1 scaled by total assets at t-1;

ΔRECt

: net receivables in year t less net receivables in year t -1 scaled by total assets at t-1;

PPEt

: gross property, plant, and equipment in year t scaled by total assets at t-1;

At-1

: total assets at t -1 for;

α1, α2, α3
: firm specific parameters.

The Modified Jones Model assumed that all sales on credit result from the use of earnings management. This is because it is easier to apply earnings management by performing judgment over the revenue recognition on credit sales than over the revenue recognition on cash sales. The estimation of the use of earnings management should no longer be zero where managers apply earnings management on revenues. According to Dechow et al (1995) the Modified Jones Model is the most powerful method (and the least systematical errors) to detect earnings management after testing the accrual models of Healy (1985), DeAngelo (1986), Jones (1991) and Modified Jones (1995) on an sample of firms identified by the Security and Exchange Commission for overstating earnings. 

Guay et al ‘specify an earnings model, present managerial discretion hypotheses from existing literature and assume efficient markets’ (Guay et al, 1996, page 83) to evaluate the five discretionary accrual models that in this chapter have present. Guay et al determined that only the Jones Model and the Modified Jones Model estimate discretionary accruals that have the characteristic of manipulation or improving the earnings. In addition, the models of Healy, DeAngelo and the industry models do not differ from a model that randomly divide discretionary accruals from non-discretionary accruals. Consequently Guay et al concluded that only the Jones Model and Modified Jones Model have the potential to realize e reliable estimates regarding the discretionary accruals. 
4.6
The Industry Model
The Industry Model developed by Dechow and Sloan in 1991. In conformity with the Jones Model, the Industry Model assumed that non-discretionary accruals are not constant over time. However, the latter one assumes that non-discretionary accruals are common across firms in the same industry. The Industry Model is for non-discretionary accruals can be drawn as follows (Dechow at all, 1995, page 199).

NDAt

: γ1 + γ2
median (TAt)

Where

Median1 (TAt)
: The median value of total accruals scaled by lagged assets for all non-sample
   firms in the same industry; 

γ1 + γ2
: Firm specific parameters using OLS (ordinary least squares method) on the
   observation in the estimation period.
Dechow et al (1995) described two disadvantages using this model because the model highly depends on two factors. First, the Industry Model eliminates variation in non-discretionary accruals that are common across firms in the same industry. When changes in non-discretionary accruals are caused by firm specific conditions, the model will not extract those non-discretionary accruals from the discretionary accruals. Second, the model eliminates variation in discretionary accruals that is correlated across firms in the same industry. ‘The severity of this problem depends on the extent to which the earnings management stimulus is correlated across firms in the same industry’ (Dechow at all, 1995, page 200). 
4.7
Defond en Park model

The final model to describe is the Abnormal Working Capital Accrual Model (ABWCA model) developed by Defond en Park (2001). In this model the AWBCA (scaled by lagged assets) are set as a measure of earnings management. This proxy for earnings management calculates the difference between the actual working capital accruals and the expected working capital accruals. ABWCA as proxy for earnings management is calculated by:

ABWCA = WCA t – E(WCA t)

Where

WCA t 
: (the change in current assets – the change in cash and cash equivalents) – (the change in current liabilities – the change in short term debts)

E(WCA t)
: Sales i,t x (WCA i,t-1 / Sales i,t-1)

Sales i,t
: net sales of firm i in year t;
WCA i,t-1
: working capital accruals of firm i in year t-1;
Sales i,t-1
: net sales of firm i in year t-1. 

According to amongst others Defond and Park (2001) and Francis et al. (2009) this model is, especially when the data contains a small non-US sample, a good alternative for the Jones models. This is because of the fact that no industries need to be defined and according to Meuwissen et al (2007) the Jones models is underperforming because of international surroundings.  In a perfect situation, the model incorporates the expectations for analyst regarding to accruals. However, these expectations are not widely spread and consequently this can be qualified as a limitation of the model (Defond and Park, 2001).
4.8
Summary
In this chapter the most common and accepted methods to detect the use of earnings management are described. Guay et al (1996) determined that only the Jones Model and the Modified Jones Model estimate discretionary accruals that have the characteristics of  manipulation or improving earnings. In addition, the models of Healy, DeAngelo and the industry models do not differ from a model that randomly divide discretionary accruals from non-discretionary accruals. Based on already performed research by amongst others Dechow et al (1995) and Guay et al (1996) and because the models of Healy and DeAngelo assume total accruals proxy for discretionary accruals whereby non-discretionary accruals are zero, which is not possible, both models will not be considered to use. In order to determine the difference in level of earnings management in financial statements of Dutch and French listed companies, the Jones Models and the Defond and Park model will be considered to use in this empirical research. After reviewing the already performed empirical research regarding earnings management in relation to joint audits in the next chapter, finally will decided which method or methods would be used and is described in chapter 6 research design.

5
Prior research about earning management and joint audits

5.1 
Introduction of the chapter

In order to answer the following sub question: What is the conclusion of already performed empirical research on the subject of joint audits? An elaboration of prior empirical research of earnings management in relation to joint audits is described in this chapter. This chapter starts with empirical research from Becker et al. (1998) in section 5.2, Although this research is not related to joint audits but only to audit quality and earnings management it’s been used as reference material by other researchers and is relevant to this research. Section 5.3 contains a research from Francis et al. (2009) regarding to earnings management and audit quality in France.  A research from Haapamäki et al. (2010) is described in section 5.3, they investigated if joint audits if joint audit offer value for money. Finally, Holm and Thinggaard (2011) researched on a Danish sample if the presents of joint audits reduce earnings management. This chapter concludes with a summary in section 5.7.

5.2
Becker et al. (1998)

Becket et al. investigate whether audit quality influences the use of earnings management through discretionary accruals. Since most studies regarding earnings management are focusing on management incentives to manage earnings and assuming that these incentives are the same across different firms. However, according to Becket et al. and Dechow, Sloan, and Sweeny (1996), there are other factors which influence management ability to manage earnings, like audit quality. They expect that the level of earnings management in financial statements is lower with high quality auditors and higher with low quality auditors. The distinction between high- and low quality auditors is based on prior research from amongst others DeAngelo (1981). These studies determined that Big-six auditors deliver higher quality audits than non Big-six auditors. The formulated hypotheses is then ‘Ceteris paribus, firm with non-Big-six auditors report relatively higher discretionary accruals compared to firms with Big-six auditors’ (Becker et al., 1998, page 8)

To test this hypothesis, a period of three years is selected (1989 to 1992), which result after a few eliminations to a sample of 10.397 firm years audited by Big-six auditors and 2.179 firm years audited by non Big-six auditors.  Eliminations are executed to maintain two independent populations that imply that during the selected period the auditor type need to be constant. In addition, because of the difficulty to determine discretionary accruals for these firms, financial institutions are eliminated. The model used by Becket et al. to test discretionary accruals is ‘the cross-sectional variation of the standard Jones accruals estimation model reported by Defond and Jiambalvo (1994). 

The results from the study show that Big-six auditors report discretionary accruals 1,5 percent of assets lower than discretionary accruals reported by firms with non Big-six auditors, using a multivariate analysis. As income increasing but also, income decreasing can be used by management to manage earnings a univariate test is executed and results show that ‘firms with non Big-six auditors have significantly larger mean and median absolute value of discretionary accruals’ (Becker et al., 1998, page 19). Finally, they argue that, based on the results from the research that Big-six auditors deliver higher audit quality compared to non Big-six auditors. 

5.3
Francis et al. (2009)

Francis et al. researched if higher auditor pairs affect the quality of reported earnings. Since, joint audits are mandatory in France for listed companies with consolidated financial statements, they selected 467 annual reports from listed companies in France over the year 2003. To test if the quality of reported earnings is depending on the presents of Big-Four audit firms or non Big-four audit firms in a joint audit, Francis et al. used an abnormal accounting accruals model to measure earnings quality. The expectation model used is based on the linear model from DeFond and Park (2001), whereby ‘prior year’s ratio of working capital accruals to sales is applied to the next period actual sales to predict next-period expected working capital accruals’ (Francis et al., 2009, page 54). That model requires more data consequently, this model differs from the Standard Jones Model. In addition, the use of this model would reduce the sample to a level that is too small for research.

During the research, they used four panels for their regression models.

1
Two Big-four auditors versus all other auditor pairs;
2
Two Big-four auditors versus Big-four auditor and non-Big four auditor;
3
Big-four auditor and Non-Big four auditor versus two non-Big four auditors;
4
One or two large French auditors versus two small French auditors.

The results from this research are showing that a pair of Big-four auditors in a joint audit are associate to smaller income-increasing abnormal accruals since the t-statistic is – 2,73 at a significance level of 1 percent. They also determined that there is no significance in the sample regarding to income-decreasing abnormal accruals.
 In summary, the panels 1 to 3 indicates that firms with Big-four auditors have less income increasing abnormal working capital accruals. These firms are also less likely to be effected by opportunistic managerial behavior to overstate earnings. Finally, Francis et al. admit that they do not know if joint audits in France are more effective or result in higher audit quality compared to the single audit approach in other countries. However, they suggest on their research that ‘two Big-four auditors are better than one Big-four auditor (paired with a non Big-four auditor) and that one Big-four auditor (paired with a non Big-four auditor) is better than two none Big-four auditors’ (Francis et al., 2009, 59).

5.4
Haapamäki et al. (2010)

Haapamäki et al. in their study answered the question: Do Joint audits offer value for money? They investigate audit quality and audit fees in Sweden. In Sweden, firms are free to employ more than one audit firm to audit their financial statements, except for the financial sector where joint audits are mandatory. 

The researchers formulate the following hypothesis: Joint audits are not significantly associated with audit quality. To answer the hypothesis a test of abnormal working accruals is used as a proxy for audit quality. The model used is like in DeFond and Park (2001) and Francis et al. (2009) and differs from the Standard Jones Model. The standard Jones Model is not used because the model does not perform well on small industry samples and consequently is less suitable for the Swedish sample.  The sample they used contains 881 firm year observations for listed firms in Sweden for the period 2000 to 2006, including elimination for firms in the financial sector.

First Haapamäki et al. determined on a significance level of one percent that none of the auditor choice is significant in any of the test.  After that, they divide the population into two groups containing a group of income-increasing and income-decreasing accruals and determined for ‘income-increasing abnormal accruals, the estimated coefficient on joint audit indicator is negative and significant at ten percent level’ (Haapamäki et al, 2010, page 23). The separation of the population is justifiable as applying opportunistic income-increasing accruals are more likely to result in problems regarding to auditor independence than applying conservatism. The negative sign indicates, and therefore they only suggesting, that firms who are appointing two auditors ‘are less likely to have abnormal income-increasing working capital accruals than firms with one auditor’ (Haapamäki et al, 2010, page 7).

According to Haapamäki et al., this study is regarding to the influence of joint audits on audit quality purer than previous studies. This is because some Swedish firms voluntarily adapt joint audits instead of mandatory joint audits like in France, were auditors are also adopted for a six-year period. This makes it complex to divide the effects of joint audits for those six-year contracts.

A limitation of the research performed is that they were not able to exile firm characteristics that could affect earnings quality and not driven by the decision of a joint audit approach or single audit approach. When this was applicable, the observations are not the results of audit quality but are due to differences in firm characteristics.

5.5
Holm and Thinggaard (2011)

After a period of 75 years of mandatory joint audits in Denmark for Danish listed firms, the Danish legislators abolished mandatory joint audits per 1 January 2005. Since the financial year 2005, listed firms can voluntarily adopt joint audits. According to Danish legislators, the abolishment of mandatory joint audits is the result of:

- 
Joint audits are a financial burden on firms;
-
The availability of worldwide operating audit firms who are capable to deal with complex 
auditing engagements;
- 
Influence by the fact that the world’s largest firms on the New York Stock Exchange are 
audited by one audit firm

Because of the changed audit landscape in Denmark from 2005, Holm and Thinggaard investigate if selection of a single audit approach or a joint audit, affects the quality of audit. This is done by examining the impact of this decision on management’s ability to manage earnings. The formulated hypothesis is as follows: Companies audited by a single audit firm have lower audit quality (i.e. they report relatively larger abnormal accruals) compared with companies audited by two audit firms. 

To test the hypothesis the accrual model used in prior studies from Francis et al. (2009) is used as a proxy for audit quality. In addition, they adjust the model to use abnormal total accruals scaled by lagged assets as the measure of abnormal accruals. This adjustment is based on the model of DeAngelo (1986), where the expected total accruals are equal to the total accruals prior to the year of investigation assuming that these accruals were not subject to opportunistic managerial behavior. The number of firm-year observation during this study is 281 and 292 and contains a period from 2005, the start of the abolishment of the mandatory joint audit obligation, to 2007. 

The results from both abnormal accrual models test showing, ‘that the coefficient is statistically insignificant in all of the tests’ (Holm and Thinggaard, 2011, page 23). Consequently, they find no significant evidence that the level of earnings management in financial statements differs from firms who are audited by a single auditor or by two different auditors. Suggesting that to reduce the use of earnings management single audits might just as effective as joint audits. Holm and Thinggaard indicate that the used expectation model, although used in prior studies, ‘might be too crude to identify existing differences’ (Holm and Thinggaard, 2011, page 23). 

5.6
Formulating the hypothesis of this research
After observing the outcome of prior research, limited empirical evidence exists showing that the use of earnings management in financial statements of firms with a single auditor is significant higher compared to firms who adopted joint audits. Consequently, the expectation is that the presence of two auditors will not result in a situation that a firm using less earnings management and consequently, the hypotheses is formulated as follows:
Hypothesis o

No significant difference exists in the level of the use of earnings management in financial statements of French listed companies compared to Dutch listed companies.

5.7
Summary

In this chapter, an elaboration of prior research is presented with contradicted results, see for the table of prior research Appendix A. Regarding to the topic of this research Francis et al. (2009), and only suggest that joint audits deliver higher audit quality than single audits. Haapamäki et al. (2010) find empirical evidence in their research on their sample of Swedish listed firms that the presents of two auditors result in lower abnormal income-increasing working capital accruals compared to one auditor. This result suggest that the level of earnings management in financial statements of Swedish listed firms audited by two auditors is lower compared to financial statements audited by one auditor. Finally, Holm and Thinggaard (2011) investigate if listed firms in Denmark audited by a single audit firm have lower audit quality compared to firms audited by two audit firms. They find no empirical evidence on their sample that the level of earnings management in financial statements differs from firms who are audited by a single auditor or by two different auditors. Suggesting that to reduce the use of earnings management single audits might just as effective as joint audits. 
Besides the contradicted result in prior research, there are some similarities in study design and used methodology among the already performed research regarding this topic. All the described researches divided on some point in their research the population into two groups containing a group of income-increasing and income-decreasing accruals. This is because applying opportunistic income-increasing accruals are more likely to result in problems regarding to auditor independence than applying conservatism. Finally, the method to detect earnings management is a derivative of the already commented Standard Jones model in chapter 4 of this study. This expectation model is based on the linear model from DeFond and Park (2001), whereby ‘prior year’s ratio of working capital accruals to sales is applied to the next period actual sales to predict next-period expected working capital accruals’ (Francis et al., 2009, page 54). The deviation of the Standard Jones model is because in most European-countries the populations are too small, that result in unreliable results by the Standard Jones model. Finally a hypothesis is defined based on the already available empirical evidence regarding this topic. In the next chapter, the research design will be comment in more detail. 

6.
Research design
6.1
Introduction to the chapter

In the previous chapters, the theoretical part of this research is documented. In this chapter, the research design of this study is explained. This chapter starts with the decision which research approach will be used and in section 6.3, the method used in this research will be selected and argued. The formula regarding to the selected method will be described in section 6.4. The regression formula and the illustration of the control variables are set in section 6.5. This chapter ends with the section regarding to the data collection and contains the sample size. This chapter concludes with the summary in section 6.7.

6.2 
Research approach

As in this research economic behavior will be explained, this will be a positive research instead of a normative research. A normative research is more about prescribing economic behavior. According to Smith (2003), research in accounting is dealing with finding solutions for problems, investigation relationship and building a body of knowledge. Two widely recognized research approaches exist: quantitative research and qualitative research. According to Anderson (2006), quantitative research is more ‘hard’ science and is objective. In addition, the measurement of result needs to be quantitative and statistically valid. Qualitative research is more ‘soft’ science and subjective. This approach in addition refers to ‘meanings, concepts, definitions, characteristics, metaphors, symbols, and descriptions of things’ (Anderson, 2006, page 3). To observe between quantitative research and qualitative research more relevant difference, the following elaboration is compiled.

Table 3: Characteristics of different researches 

	Quantitative
	Qualitative

	Tests a theory
	Develops a theory

	Results are measurable
	Results are interpretive 

	Sample size: n
	Sample size is less relevant; seeks "informal rich" sample

	Establishes relationships, causation
	Describes meaning, discovery

	Reduction, control, precision
	Discovery , description, understanding, shared interpretation


Source: Anderson, 2006, page 3

Generally, quantitative research creates reliable and generalizable data that is suitable to establishing a cause-and-effect relationship. Qualitative research creates ‘rich, detailed and valid (process) data that contribute to in-depth understanding of the context’ (Anderson, 2006, page 4). The decision to select a quantitative or qualitative design depends on the nature of the research, the availability of different resources and the nature of the required information. Since, the purpose of this research is to determine a relationship between joint audits and the level of the use of earnings management in consolidated financial statements, a quantitative research will be executed based on the before described characteristics of the two different approaches. 

After the decision to use a quantitative research approach for this research, a selection will perform what type of quantitative research will be use. Experiments and surveys are quantitative research approaches. In an experiment, the effect of an independent variable on a dependent variable is examined (Babbie, 2007). The independent variable is set as experimental stimulus with two elements, present or not present. The researcher observes and analyzes what happens when the stimulus is present or not present. A survey is a research approach in which systematically questions are asked to a sample. These questions measure opinions, motives behavior, or other characteristics of the sample.

Based on the description of experiments and surveys, this research will be an experiment. Interviews or questionnaires will not be used to collect the relevant data. Furthermore, the purpose of this research is to obtain a level of the use of earnings management that cannot be measured by using a survey. Managers in France and in The Netherlands would not admit that they use earnings management in financial statements and if this is affected by the presents of two auditors. Finally, according to Verschuren en Doorewaard (2007) three types of experiments exist: Quasi-experiment, laboratory experiment and simulation. Since, a quasi-experiment captures most of the characteristics of the experimental design; this type of experiment in this research will be used. Because the sample is not randomly selected but based on characteristics, however, a quasi-experiment distinguishes from a true experiment (Babbie 2007). In addition, a quasi-experiment works with existing groups and data.

6.3
Research methodology

As described in the previous section, because existing data will be analyzed and based on this analyze a cause-and-effect relationships will be established, this research will be a quantitative quasi-experiment. In chapter 4 of this research is explained that to detect the use of earnings management in financial statements accrual models will used. These accrual models are tested by amongst others Dechow et al (1995) and Guay et al (1996) and they determined that the Jones Model and the Modified Jones Model are able to estimate the discretionary accruals that have the characteristic of manipulation or improving the earnings. In addition, they found that the Modified Jones model is the most powerful method to detect the use of earnings management.

Nevertheless, using the Modified Jones Model might not be the accurate method to use in this research. This is argued by the fact that in the cross-sectional Jones model industries needs to be defined. These industries can be defined by the two-digit SIC codes. However, to use the Jones Model a rule of thumb exists of at least 10 observations and this 10 observation will not be met in this research sample (Francis et al. 2009). In addition, the power of the Jones models to detect the use of earnings management in financial statements is based on large US samples. However, because of the small industry samples in international surroundings, recent study of Meuwissen et al. (2007) suggests that the Jones Model is underperforming on non-US data.
Because of the limitations noticed from the Jones model, in contrast, in this research, the model derived from Defond and Park (2001) will be used. Since the purpose of this research is to investigate earnings management over a time, a times-series approach is applicable. The Defond and Park model (2001) is used by amongst others, Maijoor and Vanstraelen (2006), to research the use of earnings management in three European countries. In addition, Francis and Wang (2008) used this method to study the use of earnings management in 42 countries. In addition, should be noticed that, the model derived from Defond and Park (2001) is used in previous empirical research regarding to detect the use of earnings management with respect to joint audits. Because of using the same model, this increases the comparability of this research with prior researches.
6.4
Measuring the use of earnings management

In order to estimate the accruals, the expectation model of Defond and Park (2001) and Francis et al. (2009) will be used. In this model, ‘the level of expected accruals is based on each firm’s prior-year linear relation between the sales and the working capital accruals’ (Haapamäki et al, 2010, page 17). Expected accruals are calculated as: 
Expected accruals = Sales i,t x (WCA i,t-1 / Sales i,t-1)

Where

Sales i,t

: net sales of firm i in year t;
WCA i,t-1

: working capital accruals of firm i in year t-1;
Sales i,t-1

: net sales of firm i in year t-1. 

Furthermore, abnormal working capital accruals (ABWCA), scaled by lagged assets, are used in this research as a proxy for the use of earning management. ABWCA are the difference between actual working capital accruals minus expected working capital accruals. The actual working capital accruals are defined as:

WCA = (ΔCA i,t – ΔCash i,t) – ( ΔCL i,t – ΔSTDEBT i,t – ΔCRTLDEBT i,t )

Where

WCAi,t

: working capital accruals of firm i in year t;
ΔCA i,t 
: current assets of firm i in year t less current assets from i in year t-1;
ΔCash i,t
: cash and cash equivalents of firm i in year t less cash and cash equivalents of firm i in 

  year t-1;
ΔCL i,t

: current liabilities of firm i in year t less current liabilities from i in year t-1;
ΔSTDEBT i,t
: short-term debt of firm i in year t less short-term debt from i in year t-1;
ΔCRTLDEBT
: current portion of long term debt of firm i in year t less: current portion of long term
  debt from i in year t-1.
After describing which model in this research will be used, in the next section the regression formula, including the dummy and the control variables will be explained.

6.5
Regression model and control variables

To measure the possible relationship between joint audits and the use of earnings management in this research a regression model will be used. As noticed in prior literature, different factors exists that can influence the use of earnings management in financial statements. According to Guay et al. (1996), who investigate the accuracy and the power of accrual models to detect the use of earnings management, it will be useful to include incentives for the use of earnings management into accrual models. To control factors, besides joint audits, that might influence the level of the use of earnings management in financial statements, to the regression formula, different control variables are added. The following control variables are selected.
Size
As already explained in the political cost hypotheses concerning the Positive Accounting theory, size is a proxy variable for political attention. Large firms rather than small firms have an incentive to report less earnings to reduce the attention from amongst others, governments, unions, and environmental groups (Watts and Zimmerman, 1990). The variable Size will be measured by the natural logarithm of the year-end total assets. The predicted relationship between abnormal working capital accruals and Size is negative.
Leverage

According to Watts and Zimmerman (1990) in their debt/equity hypothesis, firms that have problems to comply with debt covenants, have an incentive to adopt accounting methods to increase the reported earnings. The variable Leverage will be measured by dividing the year-end long-term debt by the year-end total assets. The predicted relationship between the abnormal working capital accruals and Leverage is positive.

SalesGrowth

This control variable is included in the regression formula and is based on the influence SalesGrowth has on the working capital accruals as determined by Francis and Yu (2009). The variable SalesGrowth will be measured by determine the increase (or decrease) in sales by calculating the difference in sales from one year to another year, expressed in a growth rate. The predicted relationship between the abnormal working capital accruals and SalesGrowth is positive.

Cash flow from Operating activities (CFO)
The variable cash flow from operating activities is set as a control variable in this model in accordance with Van Tendeloo and Vanstraelen (2005). Managers seem to respond to poor cash flow outcomes by increasing the reported accruals (Lang et al.2006). The variable cash flow from operating activities will be measured by operating cash flow scaled by lagged total assets. The predicted relationship between the abnormal working capital accruals and the cash flow from operating activities is negative.

Joint
This is a dummy variable containing the value 1 if the audit is performed by a joint audit, and otherwise zero.


To investigate the possible relationship between joint audits and the use of earnings management a regression model needs to be defined. 

ABWA = α + β1 Size + β2 Leverage + β3 SalesGrowth + β 4 Cf + β5 Joint  
6.6
Data collection

In order to perform this research, a sample of firms needs to be defined. As earlier signaled, the purpose of this research is to determine if the presents of joint audits have an influence on the level of the financial statements of listed firms. To examine this, French listed firms and Dutch listed firms in the sample are included. However, the sample has to meet the next criteria:

· Dutch listed firms on the AEX and AMX stock markets in Amsterdam;

· French listed firms on the CAC-40 stock market in Paris;

· Firms (both Dutch and French) from the financial sector are excluded from the sample;

· The sample period will be 2006 to 2008.

These criteria are explained as follows.
Because joint audits are mandatory for French listed firms with consolidated financial statements, the firms listed on CAC-40 stock market in Paris are included in the sample. Though the influence of joint audits on the level of the use of earnings management needs to be examined, a group of firms is selected where adopting joint audits is not forced by regulation. In The Netherlands, joint audits are not mandatory and consequently Dutch listed from both the AEX and the AMX stock markets are included in the sample. Limited influence is expected by selecting the sample period from 2006 to 2008 from the influences of the worldwide economic crisis. This is because the economic crisis started between the end of 2008 and the beginning of 2009. The financial statement information needed for this research will be obtained from databank Thomson ONE Banker and company.info.

Finally, the selected sample is generated as follows. During the period of 2006 to 2008, 36 firms constantly are listed on the AEX and on the AMX. However, the financials (based on the SIC numbers) are excluded from the sample and consequently the sample is reduced to 32 firms. The same exercise is conducted for French listed companies and result in a sample of 31 firms, 4 financial firms are excluded from the sample. In addition, because the headquarter of this firm is located in Geneva, Switzerland and consequently this firm does not have to adopt two auditors, one firm listed on the CAC40 in the sample is not adopted. 

As in chapter three is explained, audit firms in French are appointed for a six-year mandate to audit the financial statements of firms. In The Netherland, no such regulation is applicable and consequently this could influence the outcome of this research. Johnson et al (2002) find that short audit firm tenure is associated with lower quality of financial reports. Consequently, an additional dimension is caused to the sample that contain if a change in auditor has taken place during the sample period 2006-2008. Based on the information on the databank Company.info, no auditor change was found in the sample regarding the Dutch firms. On the French sample, three firms changed from auditor during 2006-2008, due to the limited size and consequently less relevant results, in this research no additional sub group will be used.
6.7
Summary

This chapter contains an elaboration of the research design for this study. This research will be a positive research using a quantitative research approach. In this research, the model from Defond and Park (2001) is used and consequently the methodology in this research will consistent with prior research regarding to this subject. In addition, because the Jones model is a powerful model to detect the use of earnings management, is less suitable in small non-US samples and consequently less reliable. The regression formula to detect the use of earnings management is: 
abnormal working capital accruals= α + β1 Size + β2 Leverage + β3 SalesGrowth + β 4 Cf + β5 Joint 
The sample period is selected from 2006 to 2008 and is consistent with sample periods used in prior studies. The sample for both Dutch and French listed firms is determined with assistance from financial databases Thomson ONE Banker and Company.info. After eliminated the financial firms, the Dutch sample contains 32 firms and the French sample contains 31 firms. Furthermore, the sample is divided by firms who changed from auditor during the sample period. This distribution is executed because in France, audit firms are adopted for a six-year mandate and in The Netherlands, such regulation does not apply. However, no change in auditor is determined in the Dutch sample selection and only three changes of auditors are found in the French sample. In the next chapter, the results from the empirical research will be analyzed and explained.

7. 
Results and analysis

7.1 
Introduction to the chapter

In the previous chapter, the research design in detail is described. In this chapter, the obtained results from the performed empirical research will be presented. To reduce the influence of extreme values on the results, in section 7.2 the outliers from the initial observation are determined. The descriptive statistics and the Pierson correlation outcomes are described in section 7.3.  The linear regression analysis is performed in section 7.4. In the same section, a test to determine the presents of multicollinearity in the regression is excecuted. Finally, an  additional linear regression is performed in section 7.4. This chapter ends with the summary in section 7.5. 

7.2 
Determination of outliers

Before starting to describe the descriptive statistics from the observations, a test to determine the possible presents of outliers needs to be executed. An outlier is an observation that very differs from the other observations. The presents of outliers in the sample can bias the outcome of this research, for example, the calculated mean and consequently the outliers in the sample need to be removed. The result of the test to determine possible outliers is presented in the next table:

 Table 4: Overview number of observations (n)

	
	Dutch  observations
	French observations
	Total observations

	Initial observations
	96
	93
	189

	Outliers of regression
	17
	14
	31

	Final observations
	79
	79
	158


31 outliers, determined with the function ‘box plots’ in SPSS, is eliminated from the dataset
7.3 
Descriptive statistics 

After removing the outliers as observed in table 4, to create a first impression of the sample, the descriptive statistics and the correlation between the variables is obtained. 
Table 5: Correlations of independent and dependent variables

	
	
	ABWCA
	SIZE
	LEVERAGE
	SALESGROWTH
	CFO

	ABWCA
	Pearson Correlation
	1
	0,040
	0,081
	-0,053
	-0,010 

	
	Sig. (2-tailed)
	
	0,619
	0,309
	  0,510
	  0,904

	
	N
	158
	158
	158
	158
	158

	SIZE
	Pearson Correlation
	0,040
	1
	-0,030
	0,001
	-0,197

	
	Sig. (2-tailed)
	0,619
	
	0,706
	0,988
	0,013

	
	N
	158
	158
	158
	158
	158

	LEVERAGE
	Pearson Correlation
	0,081
	-0,030
	1
	0,004
	-0,132

	
	Sig. (2-tailed)
	0,309
	0,706
	
	0,962
	0,099

	
	N
	158
	158
	158
	158
	158

	SALESGROWTH
	Pearson Correlation
	-0,053
	0,001
	0,004
	1
	0,005

	
	Sig. (2-tailed)
	0,510
	0,988
	0,962
	
	0,947

	
	N
	158
	158
	158
	158
	158

	CFO
	Pearson Correlation
	-0,010
	-0,197
	-0.132
	0,005
	1

	
	Sig. (2-tailed)
	0,904
	0,013
	0,099
	0,947
	

	
	N
	158
	158
	158
	158
	158


Table 6: Descriptive statistics for joint audits and single audits

	
	N
	Mean
	Median
	Minimum
	Maximum
	Std. Deviation

	Joint audits
	
	
	
	
	
	

	ABWCA
	79
	0,002
	-0,002
	-0,302
	0,293
	0,123

	SIZE
	79
	10,386
	10,410
	7,652
	12,193
	0,946

	LEVERAGE
	79
	0,187
	0,162
	0,042
	0,436
	0,100

	SALESGROWTH
	79
	0,079
	0,059
	-0,387
	1,477
	0,187

	CFO
	79
	0,096
	0,084
	-0,004
	0,430
	0,069

	
	
	
	
	
	
	

	Single audits
	
	
	
	
	
	

	ABWCA
	79
	-0,008
	-0,002
	-0,311
	0,586
	0,163

	SIZE
	79
	8,435
	8,043
	6,111
	12,208
	1,378

	LEVERAGE
	79
	0,199
	0,191
	 0,000
	     0,490
	0,111

	SALESGROWTH
	79
	0,068
	0,044
	-0,373
	0,545
	0,158

	CFO
	79
	0,120
	0,096
	-0,018
	0,951
	0,144

	
	
	
	
	
	
	

	Total population
	
	
	
	
	
	

	ABWCA
	158
	-0,003
	-0,002
	-0,311
	0,586
	0,145

	SIZE
	158
	9,411
	9,747
	6,111
	12,208
	1,531

	LEVERAGE
	158
	0,194
	0.185
	0,000
	0,490
	0,106

	SALESGROWTH
	158
	 0,074
	0,050
	-0,387
	1,477
	0,173

	CFO
	158
	0,108
	0,090
	-0,176
	0,951
	0,113

	
	
	
	
	
	
	


The Pearson correlation (table 5) is used to determine the relationship between the used variables in the regression. A coefficient of 1 indicates that two variables are perfectly positively correlated, when one variable increase, the other variable increase with the same proportion (Field 2009). As table 5 shows, a limited correlation exists between the independent variables. The correlation between ABWCA and the leverage is better compared to size (0,081 and 0,040). ABWCA is negative correlated with CFO (0,010), this is consistent with prior research by Holm and Thinggaard (2011). Finally, a high correlation is implied by a coefficient of 0,500 and after interpreting the results shown in table 5 the risk is reduced that regression results will be biased. In section 6.5 of this research is expected that Size and CFO will have a negative relationship on the abnormal working capital accruals, based on the table CFO is (-0,010) negative correlated as expected. Size is positively correlated with the abnormal working capital accruals; this is consistent with Holm and Thinggaard (2011) and indicates that large firms are less sensitive for public attention than expected. In addition, the expectation is that Leverage and SalesGrowth are positive correlated with the abnormal working capital accruals, the table shows that Leverage is positively (0,081) correlated with the abnormal working capital accruals but SalesGrowth (-0,053) is negative correlated with the abnormal working capital accruals. However, all the results in table 5 do not showing a correlation between the abnormal working capital accruals and the independent variables.

The descriptive statistics indicates (table 6) that firms that adopting two auditors instead of one auditor, are larger. This indication is consistent with results from prior studies performed by Holm and Thinggaard (2011) and Haapamäki et al.(2009). In contrast to Haapamäki et al. firms with a single auditor have a lower debt finance, although this difference is limited, 0,187 versus 0,199. 

7.4 
Regression

The main intention of the regression is to determine whether the presence of a joint audit influence the level of the use of earnings management in the consolidated financial statements. As described in section 5.6 of this research, the hypothesis to test is:  
Hypothesis o
No significant difference exists in the level of the use of earnings management in financial statements of French listed companies compared to Dutch listed companies.

To test the formulated hypothesis the regression formula, as documented in section 6.5 of this research, is used:
ABWA = α + β1 Size + β2 Leverage + β3 SalesGrowth + β 4 Cf + β5 Joint  
Table 7: cross-sectional regressions

	
	Joint audits (t-statistics)
	Single audits (t-statistics)
	Total population (t-statistics) 

	
	
	
	

	SIZE
	0,762
	0,590
	0,588

	
	-0,303
	0,541
	0,542

	LEVERAGE
	0,333
	0,516
	0,301

	
	0,974
	0,653
	1,038

	SALESGROWTH
	0,209
	0,674
	0,508

	
	-1,268
	0,422
	-0,663

	CFO
	0,566
	0,729
	0,900

	 
	-0,577
	0,348
	0,126

	
	
	
	

	N
	79
	79
	158

	R Square
	0,041
	0,011
	0,011

	F-statistic
	0,786
	0,210
	0,439

	p-value 
	0,538
	0.932
	0,780


The value of R Square is 0,041 and 0,011 is obtained from the regression. This implies that 96% for the French sample and 99% of the variation in abnormal working capital accruals cannot be explained from the selected control variables Size, Leverage, Salesgrowth and CFO. In addition, the P-value (Sig.), 0,538 versus 0,932 indicates that the used variables are not good predictors in this regression model. Shortly, the used regression model does not predict the abnormal working capital accruals well and all results are not significant. This result is in line with the outcome of the research performed by Holm and Thinggaard (2011). They also found no evidence of a significant difference in the level of the used earnings management between firms who adopted a joint audit and firms who adopted a single audit approach. 
7.4.1.
A test on Multicollinearity 

To determine if a strong correlation exists between two or more formulated control variables a multicollinearity test is performed. Multicollinearity can influence the analysis of the regression results. To test the existence of multicollinearity in the regression, the Tolerance and the Variance Inflationary Factor is calculated.

Table 8: test for multicollinearity 

	 
	Joint audits
	Single audits

	
	Collinearity Statistics
	Collinearity Statistics

	
	Tolerance
	VIF
	Tolerance
	VIF

	Control variables:
	
	
	
	

	Size
	0,830
	1,205
	0,959
	1,043

	Leverage
	0,996
	1,004
	0,951
	1,051

	SalesGrowth
	0,954
	1,048
	 0,967
	1,034

	CFO
	0,845
	1,184
	0,941
	1,063

	
	
	
	
	


Values regarding to Tolerance below 0,1 (Field, 2009) indicate problems regarding the multicollinearity. Based on the table before, the Tolerance values are between 0,8 and 0,9 consequently no multicollinearity problem exists. The VIF indicates if control variables has a lineair relationship with other control variables. According to Field no hard rule exists when to worry about the outcome of the regression. However, VIF values before 10 should worry researchers. The VIF values in this research are between 1,0 and 2,0 and consequently, no multicollinearity is determined.
 
7.4.2.
Regression on positive abnormal working capital accruals
In prior section no significant evidence is determined concerning the difference in the level of earnings management between French listed firms and Dutch listed firms due to the presents of joint audits in French. However an additional test can be performed. This can be perform to select only those firms (both French and Dutch) who have income-increasing accruals. The reason for this distinction is because, in general, aggressive acounting used to increase reporting earnings is more problematic for earnings quality then to use accruals to reduce earnings in a period. (Francis et al. 2009).However according to the Bonus plan hypothesis, managers have the incentive to reduce or delay earnings in a year when it is certain that the level of earnings to receive a bonus will not be met.  Therefore the regression model will be used for both income increasing accruals and income decreasing accruals. 

Table 9: additional regression results (only income increasing accruals)
	
	Joint audits (t-statistics)
	Single audits (t-statistics)

	
	
	

	SIZE
	0,468
	0,588

	
	-0,735
	-0,547

	LEVERAGE
	0,415
	0,689

	
	0,825
	-0,404

	SALESGROWTH
	0,711
	0,308

	
	-0,374
	1,036

	CFO
	0,933
	0,972

	 
	-0,085
	0,035

	
	
	

	N
	38
	38

	R Square
	0,038
	0,048

	F-statistic
	0,322
	0,419

	p-value 
	0,861
	0,794


The results in table 9 do not differ from the already obtained values in table 7. Consequently, as the results are showing, the impact to eliminate the income decreasing accruals on the results is limited and no significancies are determined in both groups.
Table 10: additional regression results (only income decreasing accruals)

	
	Joint audits (t-statistics)
	Single audits (t-statistics)

	
	
	

	SIZE
	0,273
	0,057

	
	1,114
	1,964

	LEVERAGE
	0,973
	0,095

	
	-0,035
	1,715

	SALESGROWTH
	0,500
	0,465

	
	-0,681
	-0,738

	CFO
	0,201
	0,025

	 
	-1,304
	2,340

	
	
	

	N
	41
	41

	R Square
	0,107
	0,243

	F-statistic
	1,080
	2,894

	p-value 
	0,381
	0,036



The results in table 10 differ from the already obtained values in prior tables. The value of R Square  for single audits is 0,243 that implies that 24,3% of the variation in abnormal working capital accruals can be explained from the used control variables. During the initial regression of this research as presented in table 7, this percentage was only 1,1%. Furthermore the F-value of 2.894 for single audits is significant at a 0,05 signficance level.  When interpreting the results from the table, the control variables Size and Leverage are significant at 0,10 significance level and CFO is even significant at 0,05 significance level. For joint audits no significancy is determined in this additional test. This results are showing that the level of earnings management in financial statements of firms, with income decreasing abnormal working capital accruals, audited by one auditor is higher compared to the level of earnings management in financial statements of firms adopting joint audits.   
7.5  
Summary

This chapter contains the observed outcomes from the performed empirical research. After eliminating the obtained outliers the correlation between the variables are determined. The result is that the control variable size and leverage are positive correlated with the abnormal working capital accruals and the control variables SalesGrowth and CFO are negative correlated. However no significant levels where obtained. In addition, no significant evidence is obtained from the regression to determine the expected difference in the level of use of earnings management in the consolidated financial statements from French and Dutch listed companies. As no significant evidence was obtained from the regression analysis, all firms with positive working capital accruals are eliminated from the sample. This is because of the assumption that aggressive acounting practices are used to increase reported income rather then to reduce reporting earnings. Despite this distinction no significant evidence is obtained form the regression. Finally a regression is performed on only income-decreasing accruals and the results are showing that the level of earnings management in financial statements of firms, audited by one auditor is significant higher than the level of earnings management in financial statements of firms audit by two different auditors.  In the next chapter, the overall conclusion will be presented. 
8. Conclusion 

8.1 Introduction of the chapter

The purpose of this research was to investigate whether the presents of two different auditors result in a lower use of earnings management in financial statements then in situations where one auditor is appointed. To test this, a total of 158 firms’ years during a period from 2006 until 2008 of French and Dutch listed firms are investigated. In this final chapter, the main question of this research will be answered and is described as:

 ‘To what extent, will the compulsory of joint audits by law, result in a reduction in the level of earnings management in the consolidated financial statements of stock exchange quoted companies’.
The theoretical background regarding to earnings management is described to obtain more information about this subject. In the first chapters of this research important definitions in relation to earnings management are explained, an elaboration of incentives to use earnings management in financial statements is given and different methods to detect earnings management are explained. 

Prior research concerning this topic showed contradicting results, where Haapamäki (2010) only suggest  that firms with two auditors are less likely to have abnormal income increasing working capital accruals. Holm and Thinggaard (2011) found no empirical evidence that the level of earnings management in financial statements differs from firms who are audited by a single auditor or by two different auditors. Based on this prior literature a hypothesis is formulated and the results on this hypothesis will be recapitulated in the next section. 

8.2
Conclusion from the empirical research 
Based on prior research from Haapamäki et al. (2010) and Holm and Thinggaard (2011) was expected that no significant difference exist in the level of the use of earnings management in the financial statements of French listed companies compared to Dutch listed companies. In this research, the abnormal working capital accrual model from Defond and Park is used in a linear regression. On the initial sample of 158 firms’ years, subdivided by 79 French listed firms and 79 Dutch listed firms, the results showed no significances.

Subsequently, according to prior researches the initial sample is separated in income-increasing accruals and income-decrease accruals. The idea for this distinction is that in general, aggressive acounting used to increase reporting earnings is more problematic for earnings quality then the use of accruals to reduce earnings. No significant differences in the sample was found with only income-increasing accruals and this is in line with the research by Holm and Thinggaard (2011). The final regression, on firms with only income-decreasing accruals showed some valuable results. Firms, audited by a single auditor have a significant higher level of the use of earnings management in financial statements compared to firms audited by two auditors. Furthermore, the control variables Size, Leverage, and CFO were significant in the single auditor group. 

It should be kept in mind that the obtained evidence is received from a smaller sample then the initial sample of 158 firm years. The total observations of firms with income-decreasing accruals were 82 firm years, subdivided by 41 French listed firms and 41 Dutch listed firms. 

8.3
Recommendations for further research

In this research significant evidence is suggesting that the used level of earnings management in consolidated financial statements, with negative abnormal working capital accruals, of firms adopting one auditor is significant higher compared to firms who adopting two different auditors. As this research is only performed on French and Dutch listed firms, the recommendation is for further research is to expend evidence of negative abnormal working capital accruals in relation to the use of earnings management. This can be executing to create a sample of all listed firms in different countries within the European Union.

Finally, this research did not address the potential additional costs regarding the impact on adopting joint audits in the European Union. The suggestion is that besides further research regarding to negative abnormal working capital accruals in relation to the use of earnings management in addition research will be performed if the presence of two auditors result in significant higher audit costs for firms compared to single audits.
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Appendix A: Summary of prior literature

	Year
	Authors
	Object of study
	Sample
	Methodology
	Outcome

	1998
	Becker et al.
	Whether audit quality influences the use of earnings management through discretionary accruals
	10.397 firms’ years of Big-six auditors and 2.179 firm years of non Big-six auditors during a period of 1989 to 1992 in the US.
	Standard Jones accruals estimation model reported by Defond and Jiambalvo
	Big-six auditors deliver higher audit quality compared to non-Big-six auditors.

	2009
	Francis et al.
	Whether higher auditor pairs affects the quality of reported earnings
	467 French firms in 2003.
	Abnormal working capital accrual model from DeFond and Park
	Firms with Big-four auditors have less income increasing abnormal working capital accruals.

	2010
	Haapamäki et al.
	To test whether the choice of a joint audit or single audit affects the level of earnings management in financial statements
	881 firms years from Swedish listed firm during a period of 2000 till 2006
	Abnormal working capital accrual model from DeFond and Park
	They suggest that firms with two auditors are less likely to have abnormal working capital accruals than firms with one auditor.

	2011
	Holm and Thinggaard
	To test whether the choice of a joint audit or single audit affects the level of earnings management in financial statements
	281 and 292 firm years from Danish listed firms during a period of 2005 till 2007
	Abnormal working capital accrual model from DeFond and Park
	No evidence obtained that the level of earnings management differs from firms who are audited by a single auditor or by two different auditors. 


Appendix B: Sample selection

	#
	Dutch firms in sample
	#
	French firms in sample

	1
	Akzo Nobel NV
	1
	Accor

	2
	Asml Holding NV
	2
	Air Liquide

	3
	Corio NV
	3
	Alcatel-Lucent

	4
	Fugro NV
	4
	Alstom SA

	5
	Heineken NV
	5
	Arcelormittal

	6
	Koninklijke Ahold NV
	6
	Bouygues SA

	7
	Koninklijke BAM Groep NV
	7
	Cap Gemini SA

	8
	Koninklijke DSM
	8
	Carrefour SA

	9
	Koninklijke KPN NV
	9
	Danone

	10
	Koninklijke Philips Electronics Na
	10
	Eads NV

	11
	Postnl NV
	11
	Electricite De France

	12
	Randstad Holding NV
	12
	Essilor International

	13
	Reed Elsevier NV
	13
	France Telecom

	14
	Royal Dutch Shell
	14
	GDF Suez

	15
	SBM Offshore NV
	15
	L'Oreal

	16
	Tom Tom
	16
	Lafarge SA

	17
	Unilever NV
	17
	Lagardere Groupe

	18
	USG People NV
	18
	LVMH

	19
	Wereldhave NV
	19
	Michelin

	20
	Wolters Kluwer NV
	20
	Pernod-Ricard

	21
	Aalberts Industries NV
	21
	Peugeot SA

	22
	ASM International NV
	22
	PPR SA

	23
	Crucell NV
	23
	Renault SA

	24
	CSM NV
	24
	Saint Gobain

	25
	Heijmans NV
	25
	Sanofi

	26
	Koninklijke Vopak NV
	26
	Schneider Electric SA

	27
	Koninklijke Wessanen NV
	27
	Total SA

	28
	Logica PLC
	28
	Vallourec

	29
	Nutreco NV
	29
	Veolia Environnement

	30
	Oce NV
	30
	Vinci SA

	31
	Ordina NV
	31
	Vivendi

	32
	Royal Boskalis Westminster NV
	
	


Appendix 3: SPSS output
Determination of outliers

Boxplot 
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Descriptive statistics
[image: image2.png]Correlations

SALESGROW
ABWCA | SIZE | LEVERAGE H cFo
ABWCA Pearson Conelation 1 040 081 083 | 010
Sig. (2tailec) 519 09 510 04
N 158 158 158 158 158
SIZE Pearson Conelation 040 1 BCE) 01 | a7
Sig. (2tailec) 519 708 988 03
N 158 158 158 158 158
LEVERAGE Pearson Conelation 081 BCE) 1 [T R ET)
Sig. (2tailec) 09 708 962 i
N 158 158 158 158 158
SALESGROWTH _Pearson Canelation | -053 001 004 1 008
Sig. (2tailec) 510 88 962 047
N 158 158 158 158 158
CFO Pearson Conelaion | 010 | 197 BE 008 1
Sig. (2tailec) 04 013 099 047
N 158 158 158 158 158

= Correlation is significant at the 0.05 level (2 tailed).





[image: image3.png]Case Summaries

JOINT RBVCA SIZE CFo TEVERAGE | GALEGGROWTH
0N 79 79 79 79 79
Mean -009265281915 | 8435204548 | 120120940456 | 19946337413 | 068214880845
Median -002005307500 | 8042516000 | 095071316000 | 19171492000 | 043547440000
Minimurn -3105684800 | 61112256 | -0176352750 000000000 | -3726154300
Maximum 5863253500 | 122076210 8505530000 490351680 | 5454545600
Sto. Deviation | 1632360140389 | 13777727204 | 1437746623607 | 111494922542 | 1577306866471
0N 79 79 79 79 79
Mean 002067373655 | 10386333635 | 096183053347 | 18762759322 | 079478665200
Median -002254033500 | 10410396000 | 084382534000 | 16150275000 | 058649530000
Minimurn 017513000 | 7.6528880 | -0035746860 041500334 | -3869562100
Maximum 2933249000 | 1241928650 4296125700 436017700 | 14765377000
Sto. Deviation | 1252043285035 | 9456231049 | 0692118900136 | 100141136265 | 1870656536040
N 158 158 158 158 158
Mean -003108954130 | 9410769092 | 108155996901 | 19354548367 | 073846773023
Median -002129670000 | 9746866000 | 089780038000 | 18467603500 | 050093696500
Minimurn -3105684800 | 61112256 | -0176352750 000000000 | -3869562100
Maximum 5863253500 | 122076210 8505530000 490351680 | 14765377000
Sto. Deviation | 1451316546354 | 15314415577 | 1131101213091 | 105798067274 | 1725616050253





Regression outcome
Joint audits
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[image: image5.png]Model Summary

Wadel R
JOINT= 0 Adusted R | StdEror of
(Selected) | RSquare |~ Souare the Estimate

7 1067 il 042

a Predictors: (Constant), CFO, SALESGROWTH, SIZE, LEVERAGE

ANOVAE©
Wadel Sum of
Souares df | Mean Square F Sig
1 Regression 023 4 006 20 | i
Residual 2,088 4 028
Total 2,078 78
a Predictors: (Constant), CFO, SALESGROWTH, SIZE, LEVERAGE
b. Dependent Variable: ABWCA
¢ Selecting only cases for which JOINT = 0
Coefficients®
Wadel Standanized
Unstandardized Coeficients | Coefficients Collinearity Statistics
B St Eror Beta Sig._ [ Tolerance | VIF
T Constant) B KED BT s
sizE i urs 064 541 590 50 | 1043
LEVERAGE M3 a7 077 653 518 g1 | 1080
SALESGROWTH 081 a22 050 422 B4 967 | 1034
cFo 047 RES 041 348 729 041 | 1083

. Dependent Variable: ABWCA
b Selecting only cases for which JOINT= 0





Total population

[image: image6.png]Model Summary

Wadel Adusied R | sta_Ermor o
R |Rsquare | " Square the Estimate

1 0 o1 “0ie
& Predictors: (Constan), GFO, SALESGROWTH, LEVERAGE,

ANOVAE
Wadel Sum of
Souares df | Mean Square F Sig
1 Regression 038 4 009 N ECE
Residual 3,280 153 021
Total 3,307 157
a Predictors: (Constant), CFO, SALESGROWTH, LEVERAGE, SIZE
b. Dependent Variable: ABWCA
Coefficients®
Wadel Standanized
Unstandardized Coeficients | Coefficients Collinearity Statistics
B St Eror Beta t Sig._ [ Tolerance | VIF
T Constant) 53 3 77a ]
sizE 004 i 045 542 588 g8 | 1044
LEVERAGE R an o84 | 1038 a0 e | 10m
SALESGROWTH -4 88 053 | -g63 508 1,000 | 1,000
cFo 013 08 010 RES Jo00 242 | 1081

'a. Dependent Variable: ABWCA.




Regression on positive abnormal working capital accruals
Joint audits
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Regression on negative abnormal working capital accruals
Joint audits
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 Abstract


The question whether the presence of two different auditors result in higher audit quality and consequently reduce the use of earnings management in financial statements is due to the published Green Paper Audit Policy: Lesson from the Crisis by the European Union and the Commissioner Michel Barnier, a hot topic. In this research the Defond and Park model (2001) is used in a linear regression. Furthermore, the sample of 158 firms years from French and Dutch listed firm during a period of 2006 till 2008 is subdivided in income-increasing and income-decreasing accruals. From this research can be concluded that the use of earnings management of firms, who adopting one auditor, with negative abnormal working capital accruals is significant higher compared to firms who are adopting two different auditors.
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