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ABSTRACT 
The lack of transparency in financial statements in Lebanon is 
a chronic problem that induced less confidence of the 
shareholders. This paper addresses the latter in order to have a 
better understanding about how audit quality affects the level 
of earnings management in companies operating in Lebanon. 
The findings will help inter alia remedy issues such as fraud, 
fiscal evasion, and enhance the legitimacy of the financial 
statements. The audit quality is measured by the audit firm 
size, and the level of earnings management is measured by the 
discretionary accruals reported in the financial statements. 
Using an empirical study with a sample of 50 companies 
operating in the Lebanese market, the research findings 
suggest that the level of earnings management of audited 
companies is significantly lower compared to non-audited 
companies. There no significant difference between 
mandatory and voluntary audits in mitigating earnings 
management, Companies audited by large auditors proved to 
have a significantly lower level of earnings management than 
companies audited by small auditors. Finally, the effect of Big 
4, the four largest international audit firms in the world, in 
mitigating earnings management does not significantly differ 
from other auditors, yet it was proved that the odds of having a 
high level of earnings management is lower when companies 
are audited by Big 4 audit firms. 
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1. INTRODUCTION  
Audit quality is one of the factors affecting the financial 

information credibility as perceived by the investors and other 
stakeholders. Since managers may have several reasons to 
overstate reported earnings, such as the positive relation 
between the firm’s earnings and their annual bonus or 
promotion, auditors constrain earnings management that are 
mainly measured by the discretionary accruals recorded. Per 
previous studies [1] understatement of earnings may also be 
used to minimize the firm earnings by reporting negative 
discretionary accruals for tax purposes. Recent research [2] 
has established that financials audited by Big 4 audit firms are 
more reliable and accurate since lower earnings management 
is reflected through lower discretionary accruals in the 
financial statements. It is important to mention that Big 4 are 
the four largest international accounting firms in the world, 
namely Deloitte, Ernst & Young, KPMG, and PwC. 

In the Middle East, and specifically in Lebanon, the 
emerging economies and the little risk of litigation for auditors 
due to the absence of effective disciplinary mechanism affect 
the audit quality. The earnings management may not be 

 
 
properly controlled as expected, and the audit quality may not 
differ between Big 4 and non-Big 4 auditors. Consequently, the 
investors’ reliance on the auditor choice, for the assessment of the 
accuracy of financial information can be questioned. 

The purpose of this paper is to evaluate whether earnings 
management is affected by the audit quality measured by the 
audit firm size in Lebanon. Earnings management are 
measured by the percentage of discretionary accruals reported, 
disregarding whether it is positive or negative. Such endeavor 
is sought to shed light on the best means enabling the issuance 
of true and fair financial statements of the audited company. 

The results of similar studies in Greece [3] and Turkey [4] 
disagree with the hypothesis stating that there is a negative 
correlation between earnings management and audit quality 
due to the audit environment in these countries. A contrario, 
quality constrains earnings management in the USA and other 
developed countries [5].  

This paper is structured as follow: (i) a literature review 
introduces the audit quality in Lebanon, (ii) a subsequent part 
states the hypotheses, (iii) the methodology design is 
presented, and (iv) the collected data is analyzed in the 
framework of a quantitative approach whence the hypothetical 
claims are investigated and the findings are inferred in the 
context of the Lebanese market. 
 

2. LITERATURE REVIEW 
 
2.1 Corporate Governance  

The role of shareholders is to appoint the managers they 
believe they are capable to help them achieve the objectives of 
the company. Thus, corporate governance aims to align the 
interests of owners and managers and to improve the growth 
of the corporation. When the relation between corporate 
governance and business performance needs to be measured, 
accounting data-based criteria are considered more reliable 
than market-based criteria [6]. The accounting model is 
calculated on accrual basis. It is important to mention that 
accruals are recorded on financial statements based on 
management estimations. Further, the risk of having misstated 
accruals reported, due to management override of controls or 
fraudulent acts, increases and may deviate management 
interests from shareholders’ interests. The latter induces a 
weaker corporate governance within the organization which 
may highly affects its performance towards objectives 
achievement. 
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2.2 Audit Purpose  
Business leaders may have the tendency to report 

unrealistic numbers and mislead their stakeholders to avoid 
reporting losses, or inflate annual earnings that are sometimes 
linked to their personal bonuses and promotions. Therefore, 
the investors’ trust in the published financial statements is 
negatively affected and needs to be restored by an independent 
party.  

Consequently, the place of audit committee within 
organizations became more and more important, as its role is to 
oversee the financial reporting process and constrain earnings 
management [7]. The audit committee decisions rely on the 
reports of two audit sources: the internal and external auditors. 
This introduces the pertinent role of auditors whereby they ensure 
the credibility and reliability of financial statements for the board 
of directors and other stakeholders [9]. 
 
2.3 Agency Theory  

The agency theory arises from the corporate governance 
and explains the relationship between the shareholders 
(principals), and the executives (agents) of a company [9]. 
Researches have defined two types of agency theory: the 
positive agency theory and the normative agency theory [10]. 
The positive agency theory highlights the situations in which 
both parties may have unaligned goals. For this purpose, it 
focuses on the control mechanisms that can be implemented to 
limit behaviors of self-serving and self-interest. However, the 
normative theory is a more general theory that may be used to 
define multiple relationships.  

The agency theory has a fundamental problem, i. e. the 
principal cannot control the behaviors of the agent that may 
deviate his objectives from the principal ones to maximize his 
own personal benefits [11]. Three reasons may lead to agency 
theory problems: information asymmetry, moral hazard, and 
adverse selection. Information asymmetry is when one of the 
parties (the agent or the principal) has more information than 
the other [12]. 

In general, the agent is exposed to more information due to 
this supervision on the daily tasks done in the organization 
whereas the principal is only exposed to the information 
reflected in the results of the organization. Consequently, 
information asymmetry may lead to what is called ‘moral 
hazard’, whence the agent or the principal uses the available  
information for his own benefits. Another result of 
information asymmetry is an adverse selection that arises 
when the principal is unable to assess the ability or the 
effectiveness of the agent for a managerial position.  

The information asymmetry should be reduced by the role 
of external auditors. External auditors are appointed by the 
shareholders to provide an opinion on the financial statements 
prepared by management, and make sure it is free from any 
material misstatement due to error or fraud and in accordance 
with accounting standards. 
 
2.4 Audit in the MENA region and Lebanon  

In the Middle East and North Africa (MENA), a general 
corporate governance code is adopted by almost all countries. 
Recently, the presence of audit committees in large companies 
and banks became a mandatory requirement by the 
governments of these countries especially after the financial 

 
crisis in 2008. However, countries of the MENA region still 
share the same cultural and historical backgrounds that 
influence on the organizations where significant inequalities 
and lack of controls are found.  

In most of the MENA region countries, external auditing 
is required for private sector companies and is performed by 
local and international firms including Big 4 companies. 
External auditors may rely on internal auditors’ work to assess 
the risks of the organizational processes [13]. Recent research 
show that external auditors in Saudi Arabia are not satisfied 
from the internal auditors’ work due to the lack of 
independency, unqualified staff, and lack in trainings 
programs in the organizations [14]. Thus, they decide not to 
rely on internal audits which increases their scope of work, 
time, and audit fees.  

The Lebanese culture, similar to the culture of the MENA 
countries, with inter alia a lack of legal requirements for 
companies, have made the corporate governance in Lebanon 
less efficient than other countries. To remedy the latter, the 
government has set in the recent period new requirements for 
the companies operating in Lebanon relevant to the 
composition of the board of directors’ committees. However, 
14% of the companies operating in Lebanon have audit 
committees, with only 18% of these committees operating 
efficiently [15].  

Many efforts were also done by the Lebanese Government 
to apply the International Accounting Standards (IAS). 
However, there were no mechanisms set to ensure IAS 
compliance except in the banking sector. The IAS seemed 
very complicated for small and medium size enterprises that 
have limited knowledge in these standards, hence the risk of 
having errors in the financials is increased. Even though audit 
firms perform audits in accordance with the International 
Standards on Auditing (ISA), the quality of the audits varies 
significantly due to the lack of supervision on the auditing 
profession.  

The number of audited companies in Lebanon has 
increased in the last decade for three main reasons: first, new 
foreign investments were announced, the companies involved 
are mandatorily required by the parent company to be audited; 
second, investors and creditors became more interested in the 
credibility of the financial statements, thus requesting audited 
information before taking their decision; third, several 
companies voluntarily choose to be audited, whether to 
improve the accounting quality or to benefit from the positive 
perception of the market for audited financial statements. 
 

3. HYPOTHESES DEVELOPMENT  
As the shareholders rely on the auditor’s judgements to 

guarantee disclosure, transparency and accountability, the 
auditors have a key role to play to ensure that the financial 
statements give a true and fair view of the company, and that 
reasonable and prudent judgments have been made regarding 
earnings management. It becomes relevant to investigate whether 
the audit quality differentiated by the auditor size have an impact 
on the level of earnings management measured by the 
discretionary accruals in companies operating in Lebanon. 
 
3.1 Audit effect on earnings management  

1) Audited vs Non-audited companies 
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During the financial crisis of 2008, the earnings quality 

decreases, especially in countries with weak controls and low 
investor protection level [16], despite the increase in the audit 
quality due to the audit risk increase [17]. Previous researches 
show a positive relation between the audit quality and the 
level of investor protection in which the company audited 
operates [16, 18, 19, 20]. It has been revealed that markets that 
have greater penalties for audit failure, have a larger 
investment level and a higher audit effort, associated with a 
higher audit quality and consequently leading to a lower level 
of earnings management [21]. 

Prior research found that audited financial statements are 
perceived by the stakeholders as more reliable and more 
credible than non-audited ones [22]. The monitoring role of 
auditing helps improving the accounting quality by limiting 
the opportunistic behaviors of managers [23]. Thus, audits are 
a constraint to earnings management.  

In Lebanon, the level of investor protection is low, due to 
the non-stable economic and political situation, in addition to 
the weak penalties associated to audit failure or resource 
diversion. The first hypothesis of this study is developed 
accordingly: 
 

H1a. The level of earnings management is significantly 
lower for audited companies than non-audited companies. 
 

2) Mandatorily vs Voluntarily audited companies  
In Lebanon, unlimited partnership companies are not 

mandatorily required to be audited. However, some companies 
still choose to be audited. As for limited liability companies, 
audit is also optional. It only becomes mandatory under one of 
the following conditions: number of partners above 20, capital 
above LBP 30 million, or specific request by partners 
representing a minimum of 1/5 of the capital. Banks, joint 
stock companies, holding companies, and offshore companies 
are mandatorily required to be audited. 

Previous study has shown that audited financial information is 
considered more reliable by the lenders when setting the interest 
rate, which helps the company to have a lower cost of debt [24]. 
Consequently, companies may voluntarily choose to be audited, 
not only for improving the quality of the accounting information, 
but also to benefit from the perception of a more reliable and 
accurate information [25].  

Studies have shown that mandatory audits do not 
necessarily guarantee high quality information because 
companies may not be committed to improve the information 
quality and comply with the accounting standards [26]. 
Accordingly, the audit requirements in Lebanon may not 
necessarily increase the audit quality performed for 
mandatorily audited companies; and voluntarily audited 
companies may only be seeking the improvement of the 
stakeholders’ perception towards financial statements. Hence, 
the second hypothesis in this study is as follows: 
 

H1b. There is no difference in the level of earnings 
management reported by voluntarily audited companies and 
the mandatorily audited ones. 

3.2 Audit quality measured by audit firm size  
1) Large auditor firms vs Small auditor firms  

Previous studies have highlighted the importance of audit 
characteristics on constraining earnings management and  
improving accounting quality [27, 28]. Among these 
characteristics, researchers have identified the auditor 
specialization [29], the audit fees [30], the auditor tenure [31], 
and the audit firm size [32] as measures of audit quality.  

However, the most common measure for audit quality is 
the audit firm size where large auditors are considered to have 
higher technical expertise, more independence [33], higher 
audit fees, and higher audit quality [34]. The size of the firm 
can be measured by the audit firm assets: office size, number 
of employees, and market share.  

The size of audit firms operating in Lebanon vary from 
small (Lebanese local firms), middle tier (e.g. Grant Thornton, 
BDO, Moore Stephens) to large audit firms (Big 4 companies, 
i.e. Deloitte, Ernst & Young, KPMG, and PwC). 

The following hypothesis is formulated to determine if the 
impact of the audit firm size is positively related to the 
earnings management in the Lebanese market: 
 

H2a. Companies audited by large auditors report a 
significantly lower level of earnings management than those 
audited by small auditors. 
 

2) Big 4 vs Non-Big 4 audit firms  
Big 4 audit firms (Deloitte, Ernst & Young, PwC, and 

KPMG) are internationally known for the high audit quality. The 
big offices size, the high experience in all industries, and the 
reputation in the market are all factors positively associated with 
the audit quality [35]. Big 4 auditors tend to be more 
conservative, which reflects lower discretionary accruals reported 
in the financial statements and consequently, a lower level of 
earnings management [36]. The auditor effectiveness, negatively 
associated with the earnings management level, is affected by 
two major factors: the auditor conservatism, and the visibility and 
litigation risk of auditors [37]. 

Auditors’ conservatism is explained by the fact that they 
prefer accounting choices that decrease income instead of the 
ones that increase income. As for the visibility and litigation 
risk, big auditor firms may incur higher losses in case of 
failure, both on the economic level, due to their high cost 
engagements, and on the reputational level, because they are 
well known in the market [38].  

However, studies have shown that in a context with lower 
visibility and litigation risk, the incentives to maintain a high 
quality of work and protect the reputational image will be 
reduced, making the audit quality provided by large auditors, 
including Big 4 auditors, similar to other firms’ audits [39, 40, 
41]. 

It is investigated herein whether the Lebanese firms 
choosing non-Big 4 firms have higher level of earnings 
management reflected by the discretionary accruals in the 
reported financial statement, whereby the following 
hypothesis is stated for this study: 

 
H2b. Companies audited by one of the Big 4 audit firms 

report a significantly lower level of earnings management than 
those audited by non-Big 4 audit firms. 
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4. RESEARCH METHODOLOGY 

 
4.1 Data Collection, Sample Description and 
Empirical Framework  

Since companies operating in Lebanon are not mandatorily 
required to publish their financial information online, the 
access to information is limited. This research uses a 
quantitative method by collecting primary data from 50 
companies, including non-audited companies, mandatorily 
audited companies and voluntarily audited companies, through 
a questionnaire sent to managers. 

The purpose of this inquiry is to collect data reflecting the 
financial status of the company, to assess the level of earnings 
management, in addition to its audit firm size being a measure 
of the audit quality.  

The sample is divided by the auditor choice of these 
companies, and includes companies audited by Big 4 (42%), 
middle tier (33%), or small audit firms (25%) and by the audit 
status as non-audited companies (20%), mandatorily required 
to be audited (46%), and are voluntarily audited (34%). For 
diversification purpose, companies from different sectors are 
considered to make the sample more representative of the 
Lebanese market.  

The response rate of the total sample is 60%, distributed as 
follow: 23% of non-audited companies, 40% of mandatorily 
required to be audited, and 37% are voluntarily audited; 39% 
of Big 4 audit firms, 22% of middle tier, and 39% of small 
audit firms. 
 
4.2 Characteristic of Variables  

Total accruals are management’s estimates about cash 
flows for making accounting earnings better reflect the firm’s 
economic performance. However, two types of accruals are 
differentiated here: non-discretionary and discretionary 
accruals. Non-discretionary accruals are imposed by the 
accounting standards and are a consequence of the operating 
activities of the company.  

According to previous studies [1, 27] discretionary 
accruals give managers the opportunity to manipulate 
earnings, hence it is considered as reliable factor to measure 
the level of earnings management. In this study, we used the 
discretionary accruals as measure of the earnings 
management: companies may have the tendency to manage 
earnings downward to pay less taxes, knowing that the income 
tax applied on companies operating in Lebanon is 15% on 
profit, or to increase earnings to reflect a better financial 
position for lenders (banks and financial institutions).  

The audit quality is measured by the size of the audit firm: 
large audit firms (Big 4), middle tier (other international 
companies), small (Lebanese local firms). 
 

5. RESULTS AND ANALYSIS  
Quantitative analysis are performed using the Chi-square 

test of association in SPSS® 23. 
 
5.1 Audited vs Non-audited companies  

The first hypothesis H1a shows a significant association 
between the status of the company (audited/non-audited) and 
the level of earnings management measured by the percentage 

of discretionary accruals reported, χ2(4) = 16.660, and p= 
0.002. The latter association is strong with Cramer’s V = 
0.745. 

Non-audited companies with discretionary accruals 
between 50% and 70% report a higher level of earnings 
management than audited company with a standardized 
residual of 2.1. Non-audited companies with discretionary 
accruals above 70% report a higher level of earnings 
management than audited company with a standardized 
residual of 2.2. There is no clear evidence of significant 
difference in companies with discretionary accruals below 
50%.  

Based on the odds ratio calculation, one can conclude that 
the odds of audited companies having discretionary accruals 
above 50% over the odds of non-audited companies with 
discretionary accruals above 50% is equal to 0.018 
(0.045/2.5). The latter means that the odds of non-audited 
companies having discretionary accruals above 50% are 55.55 
= (0.018)-1 times higher than audited companies with similar 
discretionary accruals.  

These results are consistent with the idea that auditing in 
companies operating in Lebanon provides a constraint for 
earnings management activities.  

Furthermore, an additional analysis is performed on the 
collected data to test if the effect of auditing is the same when 
companies have incentives for increasing earnings to reflect a 
better financial position and when companies have incentives 
to report lower earnings to decrease the tax expense. Data for 
the audited companies are only considered. The difference in 
the level of earnings management between companies 
reporting net negative accruals (or decreasing earnings) and 
companies reporting net positive accruals (or increasing 
earnings) is tested.  

The Chi-Square test shows that there is a significant 
association between both variables, χ2(3) = 9.196, and p= 
0.027. This association is moderately strong with Cramer’s V 
= 0.632.  

Results shows that the level of earnings management is 
lower when audited companies report positive accruals than 
when it reports negative accruals. Hence, one can conclude 
that audits help mitigate earnings management behaviors, but 
have a better effect in mitigating increasing earnings 
behaviors than decreasing earnings behaviors. 
 
5.2 Mandatorily vs Voluntarily audited companies  

The second hypothesis H1b shows a significant 
association between the status of the audited company being 
mandatorily or voluntarily audited, and the level of earnings 
management measured by the percentage of discretionary 
accruals, χ2(3) = 8.022, and p= 0.046. This association is 
moderate with Cramer’s V = 0.591. 

Voluntarily audited companies with discretionary accruals 
between 30% and 50% report a higher level of earnings 
management than mandatorily audited company with a 
standardized residual of 1.3. Voluntarily audited companies 
with discretionary accruals between 50% and 70% report a 
higher level of earnings management than mandatorily audited 
company with a standardized residual of 0.8. Though, the 
difference is not significant since the absolute value of the 
standardized residuals is below 1.96 in all cases. 
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Furthermore, odds ratios indicate that although all types of 

audits, whether voluntary or mandatory, help to control 
earnings management behaviors as already reported in the 
results of the first hypothesis, the effect of mandatory audits is 
slightly higher than the effect of voluntary audits. Auditors 
seem to be more lenient when performing voluntary audits, 
what may be due to the lower controls imposed on the audit 
quality in this setting, since the controls set and effectively 
applied by the government for audit quality are mainly 
focused on the mandatory audits. 
 
5.3 Large auditors vs Small auditors  

The third hypothesis H2a shows a significant association 
between the variable auditor size (large/middle tier or small) 
and the level of earnings management, χ2(3) = 12.652, and p= 
0.005. This association is strong with Cramer’s V = 0.742.  

Companies audited by small audit firms with discretionary 
accruals between 30% and 50% report a higher level of 
earnings management than companies audited by large 
auditors with a standardized residual of 1.9. For other levels of 
discretionary accruals, there is no evidence of significant 
difference.  

Based on the odds ratio calculation, the odds of companies 
audited by small auditors having discretionary accruals above 
30% over the odds of companies audited by large auditors 
with discretionary accruals above 30% is equal to 48.19 
(8/0.166). The latter means that the odds of having 
discretionary accruals above 30% is 48 times higher when 
companies are audited by small auditors than when companies 
are audited by large auditors. 

Hence, companies audited by large and middle tier auditors 
report a lower level of earnings management than companies 
audited by small auditors. This may be explained by the lack of 
technical audit knowledge in the local Lebanese audit firms, and 
the higher reputational risk faced by large auditors, which 
justifies the effort in detecting earnings management. 
 
5.4 Big 4 vs Non-big 4 auditors  

The fourth hypothesis H2b shows a significant association 
between companies audited by one of the Big 4 audit firms 
and level of earnings management, χ2(3) = 7.818, and p= 0.05. 
This association is moderate with Cramer’s V = 0.583.  

The difference in the level of earnings management 
between companies audited by Big 4 and companies audited 
by non-Big 4 audit firms is not significant since the absolute 
value of the standardized residual is below 1.96 in all cases.  

Based on the odds ratio calculation, the odds of companies 
audited by non-Big 4 auditors having discretionary accruals 
above 30% over the odds of companies audited by Big 4 
auditors with discretionary accruals above 30% is equal to 
1.8/0.125 = 14.4. 

Even though the level of earnings management does not 
significantly differ between companies audited by Big 4 audit 
firms and others audited by non-Big 4 audit firms, the odds of 
having discretionary accruals above 30% is 14 times higher 
when companies are audited by non-Big 4 auditors than when 
companies are audited by Big 4 auditors. This could be 
explained by the enhanced audit knowledge of Big 4 auditors 
as international audit quality standards are required and 
regularly monitored. 

6. CONCLUSION  
The level of earnings management proved to be lower 

when companies are audited, as auditing help to limit earnings 
management. Audits are more effective in mitigating income-
increasing behaviors than income-decreasing behaviors.  

Also, there no significant difference between mandatory 
and voluntary audits in mitigating earnings management. 
However voluntary audits also deter earnings management but 
in a lesser extent than mandatory audits. This is mainly due to 
the higher litigation risk faced by mandatory audits in 
Lebanon.  

Companies audited by large auditor firms (Big 4 or other 
international audit firms) proved to have a significantly lower 
level of earnings management than companies audited by 
small auditors (local Lebanese audit firms), which could be 
explained by the low technical knowledge small auditors have 
compared to large auditors.  

However, the effect of Big 4 audit firms in mitigating 
earnings management does not significantly differ from other 
auditors, yet it was proved that the odds of having a high level 
of earnings management is lower when companies are audited 
by Big 4 audit firms. 

In view of these findings, the Lebanese Government can 
encourage more companies to prepare financial statements in 
accordance with the International Accounting Standards (IAS) 
and seek to receive unqualified opinion from an external 
auditor. Further, the Government can implement more strict 
criteria pertaining to audit quality and issuance of financial 
statements for companies operating in Lebanon. Also, training 
workshops should be organized to enhance the sensitivity of 
local auditors to laws and procedures, hence improving the 
quality of their audit.  

Though this study contributes to compelling results 
regarding the effect of audit quality on the level of earnings 
management in companies operating in Lebanon, the number 
of responses received is minor compared to the Lebanese 
market. Consequently, investigating the findings in diverse 
industry sectors results is missing. An extended future study, 
completed by secondary data collected from historical 
financial statements of companies, will tackle the latter aspect. 
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