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An Investigation of the Association between Cor porate Gover nance, Earnings M anagement

and the Effect of Gover nance Reforms

Abstract

Purpose - The purpose of this study is to examine the immdatecent corporate governance
reforms on the association between governanceipga@nd earnings management.

Design/methodology/approach - This study examines the impact of corporate goveraa
reforms by using a firm fixed-effect, cross-sectibanalysis of 200 firms listed on the ASX for
the financial years ending in 2000 and 2005. Thisep examines the association between firms’
corporate governance practices and the qualitinahtial reports as measured by the magnitude
of earnings management pre-and post- the govermafarens (CLERP 9 and ASX CGC).

Findings - The results of this study indicate that certainegaance practices are important in
limiting earnings management. In particular, boandependence and audit committee
independence, are associated with lower performadpested discretionary accruals, one
commonly used measure of earnings management. Howieereasing executive shareholdings
provides incentives to manage earnings.

Practical implications — This study is important to investors, acaderaitg policy makers as it
demonstrates that governance reforms that encotirageto adopt better governance practices
reduces the likelihood of earnings management.

Originality/value - There is limited research on the association betweeporate governance
practices or the recent corporate governance ref¢A8X CGC Recommendations and CLERP
9) on earnings management in Australia. This sexgnds the literature by demonstrating the
impact of recent corporate governance reforms oarddndependence, audit committee
effectiveness and executive directors’ shareholdengd the association with earnings
management.

Keywords Earnings managemermsider share ownership, corporate governanceipescand
reforms.

Paper type Research paper



1. Introduction

Corporate governance controls are designed to eageuhe efficient use of company resources
and promote accountability for the stewardshipesurces used by managers (Cadbury, 2000).
The recent global spate of companies using framtiildecounting methods to mask declining
financial conditions has attracted the attention refulators and accountants. The U.S.
government responded to the corporate scandalsthgtiSarbanes-Oxley Act in January 2002.
The Sarbanes-Oxley Act (SOX) is designed to reviated legislative audit requirements and
applies to publicly listed companies. The Aus@nalresponse to these corporate indiscretions is
the Australian Stock Exchange (ASX) Corporate Goarce Best Practice Recommendations
and the Corporate Law Economic Reform Program (gdform and Corporate Disclosure) Act
(known as CLERP 9).

The ASX Corporate Governance Council (CGC) releagsdPrinciples of Good
Corporate Governance and Best Practice Recommendain March 2003. It includes 28
(optional) recommendations relating to 10 corpogateernance principles. The adoption rate of
the recommendations is very promising. The aveeaggption rate for all 28 recommendations
was 74% in 2005 (ASX Corporate Governance Coura€lD6). The underlying objective of
CLERP 9, which became law in Australia in 2004toigpromote transparency, to strengthen the
regulatory framework in the key areas of corpoeateountability and protection of shareholder
rights. CLERP 9 introduced civil liability in the d@orations Act for breaches of the ASX
continuous disclosure requirements and extendslitjato directors and executivesThe civil
liability assigned to board members is designeeértocourage listed companies to increase the
financial literacy and independence of audit corteeimembers.

This study is motivated by two considerations. t-iege specific corporate governance

practices associated with lower levels of earninggagement in 2000 or 2005? Second, are



improvements in specific corporate governance mestetween 2000 and 2005 associated with
lower levels of earnings management? We examiméntbact of corporate governance reforms
by examining the association between firms’ corfigovernance practices and the quality of
their financial reports as measured by the magaitatl earnings management (proxied by
performance-adjusted discretionary accruals) ptefawst- the governance reforms (CLERP 9
and ASX CGC). The focus of our research is on baadl audit committee effectiveness which
encompasses greater board and audit committee andepce. Given that the ASX CGC
recommendations and CLERP 9 are designed to impteveuality of financial reporting, we
would expect to observe a significant reductiore@nings management in firms that change

their corporate governance practices to comply tighrecommendations.

This paper contributes to the research on corpg@aternance in several ways. There is
an extensive body of literature on the impact ofpocate governance practices on various
outcomes, such as, firm performance, the valugaalse of earnings, earnings management and
the impact of regulation. The vast majority of tlesearch examines the effects of corporate
governance practices and regulations in the UrStates (U.S.) and the United Kingdom (U.K.)
This notion has not been fully explored in the Aalsin context, a market similar but different in
certain aspects. In Australia, expected litigatowsts are relatively low and the provision of
forward-looking accounting information is voluntaiyhere is limited research on the association
between corporate governance practices or the treogporate governance reforms (ASX CGC

Recommendations and CLERP 9) on earnings managema&ostralia.

The results of the study of the corporate goveragmactices of 200 Australian listed firms
indicate that certain governance practices are iitapbin limiting earnings management. The

results of this study demonstrate that the assonis@ietween corporate governance practices and



earnings management is only significant post theegwance reforms in the year 2005. Board
independence and audit committee independence eaatively associated with the level of
performance-adjusted discretionary accruals (PACDAYicating lower levels of earnings
management, while executive shareholdings areipelsitassociated with performance-adjusted
discretionary accruals. However, there is no sigaiit relationship between the number of audit
committee meetings and performance-adjusted disnesly accruals. Following governance
reforms, board and audit committee independencaowep, and audit committee meeting
frequency increased significantly. However, theBanges are not necessarily associated with
less earnings management. The results of thisystimbw that improvements in board
independence are associated with decreases in PA@DIE increasing audit committee activity
Is not associated with PACDA. There is no sigaificassociation with earnings management for
firms that increased audit committee independealiewing the governance reforms. However
it should be noted that audit committee indepenéescsignificantly associated with lower
PACDA in 2005. There is no significant reductioneixecutive share ownership post the reforms
and the positive and significant association betwerecutive share ownership and PACDA

remains.

2. Background and Hypotheses Development

According to agency theory the separation betwe&neoship and control may lead to self-

interested actions by managers (Jensen and MecKligag6). When conflicts exist between

management and stakeholders, the value of theidimot maximised and the difference between
the theoretical maximum value of the firm and thiial value of the firm is attributed to agency
costs (Palliam and Shalhoub, 2003). Prior reseprohides evidence of myriad incentives that

motivate managers to manage earnings, such asugtiéycpf the audit firm (Davidson 11l et al.,



2004; Myung and Taewoo, 2004), the distributionosfnership (Hsu and Koh, 2005; Koh,
2003), CEO'’s with dual leadership positions (Daeitst al., 2004), the adoption of International
Financial Reporting Standards (IFRS) (Tendelo arahsttaelen, 2005), management share
ownership (Bergstresser and Philippon, 2006), teentives (Dhaliwal et al., 2004) and hiring
an executive from a company’s external audit fi@Geiger et al., 2005). Myung and Taewoo
(2004) suggest managers adjust discretionary dscrauancrease current-period earnings before
they sell their own firms' shares. The majoritytlds research argues that earnings manipulation
iIs concealing the truth about earnings and hasnpally negative effects on stakeholders’
interests. This potential conflict of interestdsao the need to monitor managers’ behaviour in
order to protect shareholders’ rights.

Corporate governance provides a framework to ensuppliers of corporate finance
achieve a return on their investment (Shleifer ¥isthny, 1997). The board of directors and audit
committees are the two main internal corporate gwuece mechanisms established to monitor
managers’ behaviour and also ensure the relialmfifynancial reporting. Extensive research has
been conducted relating to the association betwaenings management and certain corporate
governance practices, including board and auditnsitt®e composition (Agrawal and Chadha,
2005; Beasley, 1996; Davidson, et al., 2005; Kl@dQ2; Peasnell et al., 2005; Vafeas, 2005).
On balance, the majority of this research has fahad the probability of earnings management
is lower in companies with an independent boardnoeffective audit committee.

In order to align agents’ incentives with interests principals, diverse governance
mechanisms are built into the agency contracts &8980; Fama and Jensen 1983). The role of
regulation in this process can be explained byrrigfg to agency theory. Regulation attempts to
overcome information asymmetry between managersshaceholders and protect each party’s

contractual rights. Due to incomplete contracegutation (e.g. ASX CGC and CLERP 9)



attempts to protect stakeholders by mandating catpogovernance practices. Regulations
smooth the progress of the efforts of contractirgtips to maximise the joint gains (the
contractual surplus) from transactions (Schwartd &tott, 2003). Changes in regulations
comprise a source of experiments (Hermalin and Wéeis, 1991) and for this reason our study
examines the impact of recent corporate governesfoems on the quality of financial reporting.
Financial report preparers in Australia have rdgeexperienced changes to their roles
and responsibilities. Some changes have arisen tinendecision to adopt IFRS. Other changes
have arisen in response to events in the businmegsoement such as initiatives to improve
auditors' independence (Brown and Tarca, 2005).mam focus of CLERP 9 can be classified
into two parts: first, accounting and audit refoespecially aiming to improve the independence
of auditors and emphasise the board’s accountaliit the financial report; and second,
enhancing corporate disclosure. Corporate govemasicno longer left to be accomplished
through voluntary disclosures as CLERP 9 is enfbrdeough a regime of rules that carry
criminal penalties. The Corporations Act enforoesntinuous reporting obligations on
companies that are disclosing entities, listed comgs and some unlisted public companies with
more than 100 shareholders, when certain mateviite take place regarding the company’s
operations or financial position (Hanrahan et 2004). The Corporations Act is not only
concerned with the disclosure of information, bisbawith ensuring (as much as possible) the
quality of the information (Hanrahan et al., 200#).regulation is effective and enhanced
corporate disclosure decreases the information etny between managers and shareholders,
then earnings quality should improve.
2.1 Board of Directors
The board of directors does not bear the majoresbérthe wealth effects of their decisions

(Fama and Jensen, 1983) and exists to prevent maesg from pursuing their personal



objectives at the expense of the stakeholders (F28890). Thecomposition of a board plays a
crucial role in corporate governance mechanisfbe board must ensure the integrity of the
corporation’s accounting and financial reportingtsyns. These systems include monitoring risk,
financial control, and compliance with regulatioAscording to the New York Stock Exchange
(NYSE) Corporate Accountability and Listing StardaCommittee (2002), an effective board of
directors should ensure the validity of the accmgnthoices made by management and the
financial consequences of such decisions (Davigsah, 2005).

Prior research has found that the board of directtan play an important role in
increasing the quality of financial reporting. Acdimg to Beasley (1996), as the number of
independent directors on the board increases, ietihbod of financial reporting fraud
decreases. Dechow et al. (1996) suggest that fmargpulating earnings are more likely to have
boards of directors dominated by management. Thleghility of earnings manipulation is lower
in companies with boards or audit committees tlaatehan independent director with financial
expertise (Agrawal and Chadha, 2005). Persons j20@6es that the higher the independence of
directors, the lower the likelihood of non-finariciaporting fraud (i.e.,fraud against customers
and governments, and violation of regulations othan financial reporting).

Chen and Jaggi (2000) find that the proportion nefependent directors on corporate
boards is positively associated with the compreivengss of financial disclosures. Klein (2002)
found a negative relationship between board indégecre and abnormal accruals, a measure of
earnings management. In contrast, Fama and Jén388) argue that firms benefit from having
insiders on the board given that senior managergy bin expertise and improve the decision
making process. In addition, Bedard et al. (20@4)tb find an association between the level of

board independence and earnings quality with respdd.S. firms.



The research in this area generally suggests lteat is a negative association between
the level of board independence and earnings mamagewhich leads to the following
hypothesis:

Hla There is a negative association between the le¥aboard independence and
earnings management.

2.1.1 The effect of regulation on the associatietwleen earnings management and the board
of directors

Do corporate governance reforms and the effects®é the governance mechanisms prevent
management’'s manipulation of earnings? In the US8X was followed by other corporate
reforms such as those by the NYSE and the Natidsabciation of Securities Dealers, and
American Stock Exchange reforms. As a result oseheeforms, listed companies in the U.S.
must have a majority of outside independent dirsotBetra, 2006).

Petra (2006), examines the actual governance stascof Enron, WorldCom, and Global
Crossing during the years of their accounting salndrhe proportions of outside independent
directors on the boards of those companies duhiagperiod were: 50 percent to 55 percent for
Enron Corp., 40 percent to 50 percent for WorldGom and 25 percent to 45 percent for Global
Crossing Ltd. Despite the presence of the outsidependent directors, these companies suffered
collapses in their corporate governance systentsa(F2006).

If we consider Australian examples before theilagses, the board of HIH Insurance
Limited consisted of seven directors of which fivere non-executive directors (71%) and the
board of One.Tel Limited consisted of nine direstof which five were non-executive directors
(56%). From the previous examples of corporateapsis it is hard to say that new reforms will
prevent the reoccurrence of the corporate collapedsimprove earnings management. If those

who are charged with governance only focus on ¢hen fthat is, the appearance of compliance



with the corporate reforms, it is be highly likelyat these reforms will not have any positive
effect on the quality of financial reporting. Thaedtors need to focus on the substance of the
reforms to improve the quality of financial repaogi

If regulation does have a positive effect on baardirectors’ behaviour, then we expect
that, for firms that change the board to be modependent, there will be a significantly negative
association between the proportion of non-executirectors on the board and earnings
management. We do not expect to find any sigmtfi@ssociation for firms that do not change
their board structure, either because the boaattesady dominated by independent directors, or
because the practice is not mandatory. The prewd@cussion leads to the following hypothesis.

Hlb: There is a negative association between boadkependence and earnings
management for the firms that increase board inddpace subsequent to governance reforms.
2.2 Executive Directors’ Share Ownership
According to agency theory, increasing the levebxdcutive share ownership might reduce the
amount of owner/manager conflict leading to clealegnment of the goals of management and
shareholders (Jensen and Meckling, 1976). Thid gtignment argument suggests that
ownership in the firm ensures managers will undertask-bearing strategies that will increase
share value. However, when the incentives of marsaare based on their companies’ financial
performance, it may be in their self-interest teegihe appearance of better performance through
earnings management. The combination of managé&sraiatretion over reported earnings and
the effect these earnings have on their future tivellads to a potential agency problem.
Bergstresser and Philippon (2006), suggest thatiskeof discretionary accruals in manipulating
earnings is much stronger in firms where the CEOtential total compensation is linked to the
value of stock and option holdings. Further rededecg. Cheng and Warfield, 2005; Park and

Park, 2003; Richardson, Tuna and Wu, 2003) suggists managers’ equity holdings is



associated with earnings management based on sienpson that managed earnings will be
mis-priced and managers can take advantage of igmoing by selling shares or exercising
options (Dechow and Schrand, 2004).

Agency theorists suggest that executive share @hipgercan have undesirable risk-
bearing properties and that managerial share owpeshould be viewed with caution (Beatty
and Zajac, 1994). According to formal agency thesubstantial managerial share ownership
may increase the risk borne by executives. Managersmore likely to undertake high risk
projects and manipulate earnings in order to irsgeheir own wealth. Therefore, increasing the
level of executive directors’ ownership further @ge the independence of the board as high
levels of ownership can provide incentives for ewmse directors to manipulate earnings to
increase their wealth. The preceding discussiaigests that there is a positive relationship
between increasing executive directors’ share osierand earnings management leading to the
following hypothesis:

H2a: There is a positive association between eezuirectors’ share ownership and
earnings management.
2.2.1 The effect of regulation on the associati@iwieen the executive directors’ share
ownership and earnings management
Since enactment of CLERP 9, executive directors€Bnd CFOs) are required to certify to the
board of directors that the financial statemenésiaraccordance with the Corporations Act and
accounting standartisThe penalty for directors for trading while inseht and non-payment of
debts has increased from 10 to 20 years. Execdiregtors’ legal responsibilities are extended
in terms of presenting the true and fair view & dompanies. Under the strengthened regulations
and codes, earnings manipulation might have mareuse consequences than previously. For

executive directors to increase their wealth byiegs management is now more risky and thus
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earnings manipulation is not as appealing. Undir ¢bndition, executives might reduce their
ownership stake and try to find some other waystoease their wealth. Contrary to agency
theory, decreasing the level of executive share emsinip might reduce the amount of
owner/manager conflict (Jensen and Meckling, 1976).

If regulation does have a positive effect on th&eeixof share ownership of executive
directors, then we expect that, for firms that their executive share holdings, there will be a
reduction in earnings management. Thus, there bélla significantly negative association
between the executive directors’ share ownership discretionary accruals subsequent to the
reforms. Alternatively, for firms where the ownleigs of executive directors increased post
regulation, we expect to find a positive assocratiith earnings management. We do not expect
to find any significant association for firms thdd not change their executive shareholdings,
either because the executive shareholdings arelatv devel, or because the practice is not
mandatory. The previous discussion leads to thewmg hypothesis:

H2b: There is a positive (negative) associatiotween increasing (decreasing) the level
of executive directors’ share ownership and earsimganagement subsequent to governance
reforms.

2.3 Audit Committee Effectiveness and Earnings gameent

According to agency theory, shareholders requicgggtion because agents (management) may
not always act in the best interests of the prasigshareholders) (Fama, 1980; Fama and
Jensen, 1983; Jensen and Meckling, 1976). In otoleovercome this problem, the board
undertakes an oversight role that involves momtpihe CEO and other executive managers,
approving the corporation's strategy, preparing financial statements and monitoring the
control system (DeZoort et al.,, 2002). To imprafBciency, the board delegates some of its

responsibilities to board committees. The audit wiee is one of the special committees

11



established by the board with ninety percent of thalian listed companies having an audit
committee (Hanrahan et al., 2004). As the auditrodtee is an extension of the full board the
audit committee is the ultimate monitor of the finel reporting process. The primary purpose
of audit committees is to ensure credible financegorts (see, for example, the Treadway
Commission, 1987). Accordingly, regulatory bodiesl researchers are interested in the features
of the audit committee that will improve its efecicy. The characteristics associated with audit
committee effectiveness in this study are auditoitee independence and activity.

The characteristics of the audit committee impacthe efficiency of audit committees in
performing their responsibilities (Abbott et al.&). Despite their responsibilities, executive
directors on the audit committees might still hdakie motivation to manipulate earnings or
conceal earnings management to hide a deterioritingcial position. However, independent
directors are not likely to have incentives to npaitate earnings as their income is not reliant on
the firm’s performance. Accordingly, it is expectdtht independent audit committees would
play a positive role in reducing the probabilityeafrnings management.

However, prior research has found mixed resultshenassociation between the level of
audit committee independence and earnings managensame research has found a negative
association between audit committee independendeeamings management (Bédard et al.,
2004; Klein, 2002; Peasnell et al., 2006) whileeotresearch has failed to find any significant
association between audit committee independendeeamings management (Peasnell et al.
2005; Xie et al. 2003). Research has found thaatgreaudit committee independence is
associated with better reporting quality and a cedulikelihood of fraud (McMullen and
Raghunandan, 1996).

Regarding, audit committee diligence; it is argtieat inactive audit committees are not

likely to supervise management effectively. Priesgarch and regulatory bodies suggest that
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audit committees should hold a minimum of thredoorr meetings a year (Institute of Internal
Auditors, 1991). Accordingly, it is expected thatige audit committees will play a positive role
in reducing the probability of earnings managemeRtior research has also found a negative
association between the frequency of audit comaitieetings and earnings management (Klein,
2002; Xie et al). McMullen and Raghundan (1996)gasg that increasing the frequency of audit
committee meetings reduces the likelihood of erforent action by the Securities and Exchange
Commission (SEC) in the U.S. The preceding disouslgads to the following hypothesis:

H3a: There is a negative association between awdinmittee independence and
earnings management.

H3b: There is a negative association between acdihmittee meeting frequency and
earnings management.
2.3.1 The effect of regulation on the associatietwieen the audit committee effectiveness and
earnings management.
With the issuance of the CLERP 9 in Australia, awdimmittee responsibilities and authority
have also increased. Audit committees are now e@gdo ensure the integrity of the financial
reports and to be more effective in terms of tisepervisory roles than previously. However,
HIH Insurance Limited and One.Tel Limited both readlit committees consisting of a majority
of non-executive directors before they collapsadaddition, the audit committee members were
meeting regularly. The U.S. corporate collapsesEnfon, Worldcom and Global Crossing,
demonstrated governance practices of audit comesitigth a minimum of three members and at
least 60% of the members were independent (Ped@6)2 That is, these companies had the
appearance of compliance with the regulations.

It is difficult to conclude that improvements iretlefficiency of the audit committee will

definitely decrease earnings management. Howebese improvements might still have
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positive effects as suggested in previous reseg@a.ch Klein, 2002; Peasnell et al., 2006; Xie et
al., 2003). Braiotta andZhou (2006) find that firms that change their awditnmittee structure
are associated with decreased earnings management.

If regulation does have a positive effect on aadinmittee behaviour, then we expect to
find a significant negative association betweerpomate governance practices and discretionary
accruals for firms with more effective audit come@s. That is, firms that increase the
independence of the audit committee and/or increasefrequency of the audit committee
meetings. In this paper, both these practicesegarded as improving the effectiveness of the
audit committee. The previous discussion leadheddllowing hypothesis:

H3c: There is a negative association between aafitmittee independence and earnings
management for firms increasing audit committeeejpahdence following the governance
reforms of the ASX CGC and CLERP 9.

H3d: There is a negative association between acdiihmittee meeting frequency and
earnings management for firms increasing the nunob@udit committee meetings following the

governance reforms of the ASX CGC and CLERP 9.

3. Research Method

The present study involves a firm fixed-effect,sg«@ectional analysis of 200 firms listed on the
ASX for the financial year ending in 2000 and 200%ividual models are used to test the
hypotheses. The models regress the absolute ehherformance-adjusted current discretionary
accruals on a set of governance and control vasabl

3.1 Sample Selection Criteria

The sample consists of 200 listed companies seldotethis research for the years 2000 and

2005 in order to make a reliable comparison ofdffects of corporate governance best practice
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recommendations. The original data set consiste8B8ftop 500 firms for the year 2000. The
final sample of 200 firms is derived from the firtisat remained listed in 2005 and also for
which annual reports are available either on then@ot4 database, on company websites or the
DatAnalysis database. Information regarding boadfs directors and audit committee
characteristics is obtained from disclosures madmmpany annual reports.

The years 2000 and 2005 are chosen to ascertedmpbrate governance reforms impact
the corporate governance practices of firms. After demise of the largest global audit
company, Arthur Andersen, in 2002, corporate goaece became a much more significant issue
than prior to 2002.

Two significant corporate governance reforms totéce between 2000 and 2005. In
2003, the CGC released the Principles of Good QCatpoGovernance and Best Practice
Recommendations (PGC and BPR) although it was namdatory to comply with these
recommendations. However, it was a crucial stepnfrove corporate governance practices. In
2004 CLERP 9 became law in Australia and directdiabilities increased. This research
investigates the impact of corporate governancermes on the quality of financial reporting by
comparing governance practices of firms in the y2@00 and 2005.

The following model is developed to test the hypsts. Separate regressions are run for
each independent variable to test the associatitntive dependent variable, PACDA. Finally,
the complete model is tested to determine theivelaignificance of the governance variables on
PACDA. The change model tests the associationdmivihe changes in governance practices
and PACDA.

PACDA = ap + ap PBNED +a,; PANED + asNACM + a4 EDs SHARES +os SIZE+ ag

LOSS +a7 GROWTH +ag GEARING +a9 ROA +e (1)
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PACDA = ¢ + a; DIFPBNED +0, DIFPANED + a3peNACM + a4 DIFEDs SHARES +Hus
SIZE+ 05 LOSS +07 GROWTH +ags GEARING +0g9 ROA +e (2)
Where:

Dependent variable:

PACDA = Absolute value of performance-adjusted entrdiscretionary accruals based on
Kothari et al. (2005)

Independent variables:

PBNED (-) =  proportion of non-executive board dioes to total directors on the
board.

DIFPBNED (-) = difference in the proportion of newmecutive board directors
calculated as the proportion of non-executive daecon the board
in 2005 less the proportion of non-executive doexion the board
in 2000.

PANED (-) =  percentage of non-executive directorghe audit committee (AC).

DIFPANED (-) =  difference in the proportion of nemecutive audit committee
directors calculated as the proportion of non-ekeeldirectors on
the AC in 2005 less the proportion of non-executiectors on
the AC in 2000.

NACM (-) = number of audit committee meetings penam.

DIFFNACM (-) =  difference in the number of auditromittee meetings per annum in

2005 compared with 2000.
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EDs SHARES (+)

the total number of ordinary skdreld by the executive directors

divided by the total number of issued ordinary skar

DIFEDs SHARES (+) difference in the total numbar ordinary shares held by the
executive directors divided by the total numbelissued ordinary
shares in 2005 compared with 2000.

Control Variables:

SIZE (+) =  natural log of total assets in millioallkdrs.

LOSS (?) = dummy variable of 1 if income is <Optherwise

GROWTH (?) =  ratio of the firm’s market value afremon equity to book value of
common equity at the beginning of the year.

GEARING (?) =  (Short term debt + long term debastt) / shareholders equity

ROA (?) =  Earnings before interest / (total askets outside equity interests)

3.2 Dependent Variable
The dependent variable, earnings management, xéeprby performance-adjusted discretionary
accruals. Accruals can be decomposed into six caey
 Based on managerial control: discretionary (unetque®r abnormal) and non-
discretionary
» Based on the time period: current and long-term

* Based on performance: Performance adjusted angenmrmance adjusted

17



Persistence and permanence alone are not gooctodicof earnings quality as managers
are motivated by these characteristics to presenimage of themselves as good managers.
Dechow and Schrand (2004) suggest that large dsdafeeither sign) indicate volatility and low
quality earnings as accruals are likely to con&stimation errors and the current earnings figure
is unlikely to reflect the company’s current opargtperformance, future operating performance
or measure firm value. Current discretionary aalsrare adjustments regarding short-term assets
and liabilities. According to recent research, eatrdiscretionary accruals are more vulnerable to
management’s earnings manipulation (e.g., Ashbaeighl. 2003). Therefore, the analysis is
based on current discretionary accruals rather thi@h accruals as in prior research (e.g. Oei et
al, 2008). Ayers et al. (2006) suggest that th&tpe association between discretionary accruals
and earnings intensifies around the actual prefitdhmark.

Given the importance of the firm’s growth rateo{Kari et al., 2005) in calculating current
discretionary accruals, the company’s performasamntrolled for in the model. The dependent
variable is termed ‘performance-adjusted currestrdtional accruals (PACDA)’. This measure
is adjusted for performance by including a lagg€dAR It is predicted that improvements in
corporate governance practices lead to an improneimehe quality of the companies’ earnings
figure, as proxied by the level of absolute disoredry accruals. Please see Appendix 1 for the
PACDA calculation.

3.3 Independent Variables

The Board’s ability to act as an effective monigrimechanism depends on its independence
from management (Beasley, 1996; Davidson et alQ52Mechow et al.,, 1996). Board
independence is measured as the proportion of xecuéve directors on the board. The
significant role of non-executive directors in moning management is also documented by

various international and local guidelines (for mpde, see ASX, 2003; Cadbury Committee,
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1992; CLERP 9, 2004; NYSE, 2002). A negative assion is expected between the proportion
of non-executive directors and PACDA (Klein, 2002)Vafeas (2005) finds that more
appropriately structured audit committees and loapmtoduce higher-quality earnings
information.

In this study, audit committee effectiveness is x@d by two characteristics,
independence and activity. Prior research argussthie ability of the audit committee to detect
earnings manipulation is associated with the l®@fedudit committee independence (Bédard et
al., 2004; Klein, 2002; McMullen and Raghunandaf@l®Peasnell et al., 2006). Regarding audit
committee activity, prior research argues that éfectiveness of an audit committee is also
dependent on the frequency of meetings (McMullesh Raghunandan, 1996). In order to ensure
the appropriateness of the financial reporting essc audit committee members should meet
regularly (McMullen and Raghunandan, 1996). Coesistvith this argument, Xie et al. (2003)
find that the frequency of audit committee meetingsnegatively associated with earnings
management. We expect that the proportion of n@txe directors on the board and audit
committees and the frequency of audit committeetimg®e to be negatively associated with
PACDA, consistent with prior research. We do rmtsider the role of the independence of the
chair of the board or the audit committee in eaggaimanagement in this study. As the majority
of firms in Australia have an independent board/@néudit committee chair there is little
variation between firms sufficient for statistieadalysis.

Agency theory indicates that executive share ovwmgrsan act as an incentive to reduce
the underlying agency problem of separation of aalmg from control and increase the welfare
of the shareholders. However, a large body ofditee suggests that extensive stock ownership
can motivate the executives to behave opportuniti@and inflate stock values artificially by

violating reporting standards or using fraudulaptarting (Beasley 1996; Warfield et al. 1995).
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A negative relationship is expected between easninmnagement (PACDA) and the
proxies in this study for good corporate governgmeetices: percentage of non-executive board
directors (PBNED); percentage of non-executive taadmmittee directors (PANED); and the
number of audit committee meeting (NACM). Howevarpositive relationship is expected
between earnings management and the percentagead ewnership of executive directors,
since this practice may compromise directors’ iretheence.

The changes in the governance variables betweefi 208 2005 are regressed against
PACDA to investigate the effects of recent corperajovernance reforms. A negative
relationship between the governance variables &@A is expected for firms that increase the
proportion of non-executive directors on board (BBNED) and the audit committee
(DIFPANED) and the frequency of audit committee timgs (NACM). A positive relationship
is expected between the changes in executive ditecownership (DIFEDs SHARES) and
PACDA as increases in ownership provide greategritices to manipulate earnings.

3.4  Control Variables

Firm size affects earnings manipulation (Dechow Biahev, 2002). Dechow and Dichev (2002)
find that accrual quality is positively relatedfion size. Since large firms have more stable and
predictable operations and have more diversifiesinass activities they have fewer and smaller
estimation errors. Size is expected to be negatiastociated with the management of earnings
as large firms are more likely to report higherlduaarnings, primarily due to political pressure
and investors’ scrutiny (Warfield et al., 1995)z&is measured as the natural logarithm of total
assets as at June 30.

The following variables are included in the modelaccount for the impact on earnings
management. The direction of the relationshipaspredicted due to the conflicting results of

prior research. Gearing is included as a contrabisée as it is expected that debtors of highly
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leveraged firms are concerned when firms are appiog financial distress and are therefore
more likely to monitor earnings closely. On thénest hand, firms with high leverage are
motivated to manipulate earnings to meet debt cavisn According to Saleh and Ahmed (2005),
distressed firms manipulate earnings downward aadagers adopt income-decreasing accruals
during debt renegotiation. Gearing is measuredh@sdtio of (short term debt + long term debt -
cash) to shareholders equity.

Growth opportunities of the firm are likely to haae impact on the quality of the earnings
figure. The ratio of market value of common equdybook value of common equity is used to
capture the firm’s growth opportunities (Smith awdatts, 1992). Firms with low growth
opportunities have limited investment opportunitéesl accordingly have high free cash flows
and excess cash. Subsequently managers workilgwagrowth firms can act opportunistically
by means of excessive perquisite consumption, @idinon-optimal expenditures,
misappropriation of assets and salary enhancerdensén 1986). Further, firms growing rapidly
may have internal control problems (Kinney and Meaieh1989). Companies with high growth
rates may have problems operating efficient audihmittees and this might exacerbate the
practice of earnings management. Growth is medsaséhe ratio of market capitalisation on the
last day of the company's financial year to shddhre equity per share (Price to Book Value).

Return on assets is included as a control variabl@ is expected that firms with lower
performance tend to manipulate earnings figuresthigdshould be positively associated with
earnings management. Return on assets is meassiring aatio of earnings before interest to
total assets less outside equity interests.

Dechow and Dichev (2002) find that accrual qualgynegatively related with loss
incidence. Management is more likely to manipuldte earnings figure in cases of financial

distress. Consistent with this argument, managessnare likely to make income-increasing
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abnormal accruals to avoid reporting losses anairggs reductions (Peasnell et al., 2005). Firms
with an accounting loss are included as a dummiabia, equal to “1” if the firm experienced a
loss during the fiscal year and “0” otherwise. dfiyy industry effects are controlled for in the

calculation of PACDA.

4. Results and Discussion

The descriptive statistics in Table 1 demonstrage following for the sample of 200 firms in
2000 and 2005. On average, executive director9@b 2wn 5 percent (6% in 2000) of the total
issued shares with a maximum of 67 percent (622000) and a minimum of zero percent. On
average, 75 percent (72% in 2000) of the direaarboards and 94 percent (84% in 2000) of the
directors on audit committees are non-executivectlrs. There are also some companies which
have no non-executive directors on their committees some companies with 100 percent non-
executive directors on their committees. On averagdit committees in 2005 hold 3.6 (2.7 in
2000) meetings in a financial year.

Individual t-tests of the differences of the means reported in Table 1 to determine the
significance of the differences between the ye@@)2and 2005. There is a significant difference
in the mean of the proportion of non-executive cdwes on the boarg(= 0.013) and on the audit
committee of nearly 10 percemt £ 0.000). This result suggests that governancamef have
been effective in increasing board and audit comemiindependence. There are significant
differences in the mean of the number of audit cattes meetings between 2000 and 2005 (
0.00). Recent reforms are effective in increashmg number of audit committee meetings by
nearly one extra audit committee meeting per yidawever, there is no significant reduction in

executive director ownership between 2000 and 2005.
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Insert Table 1 here.

The Pearson’s Correlation Matrix presented in Tablshows that the independent
variables, proportion of non-executive directorstiom board and audit committee and number of
audit committee meetings, are negatively associatill PACDA while executive directors’
ownership is positively correlated with PACDA. Thegative correlation between the proportion
of non-executive directors on the board and austtroittee and PACDA supports the argument
that as the number of independent directors onbtieed and audit committee increases, the
credibility of the financial reporting improves (8gey, 1996; Bedard et al., 2004; Chen and
Jaggi, 2000; Persons, 2006). The number of audinidttee meetings is negatively and
significantly correlated with PACDA. This resultpports the argument that a more active audit
committee is associated with less earnings managexe et al., 2003; Klein, 2002; McMullen
and Raghundan, 1996). The results of the Pearsoorselation Matrix support the notion that
executive share ownership should be viewed withi@awsince it might create opportunistic
incentives for managers (Beatty and Zajac, 1994g&eesser and Philippon, 2006). Table 2,
Panel B, reports the correlations for the diffeeenm board and audit committee independence,

audit committee meetings and executive directdraresholdings.

Insert Table2 here

Table 3 Panel A reports the results of testingabsociation between the governance variables
and PACDA in the year 2000, before the governaederms, and 2005, after the governance
reforms. The results of testing H1(a) suggest thatproportion of non-executive directors on
the board is negatively and significantly related®ACDA in 2005. The model explains 29.3%

of the variability in PACDA for the year 2005, astows that the proportion of non-executive

23



directors is negatively and significantly assodatéth the PACDA with a negative coefficient
of -0.634 { = -3.341). This variable is not significant in theodel for the year 2000. Prior
research has produced conflicting results aboutréfetionship between PACDA and board
independence. The results of this study demonsttsg post-governance changes, as the
proportion of non-executive directors on the baamteases, performance-adjusted discretionary
accruals decrease. This result supports the ntimnboards of firms with high independence
ensure financial reporting quality because they itmbormanagers more efficiently. This result
supports and strengthens the results reportediby n@search (i.e., Agrawal and Chadha, 2005;
Beasley, 1996; Dechow et al., 1996; Persons 2006 control variables LOSS and ROA are
negatively and significantly related to PACDA iretB005 model but only ROA is significant in

the 2000 model.

The results of testing H2(a) suggests that PACDAasitively related to the executive
directors share ownership in 2005 only. The assioci is not significant in the year 2000. The
model has an adjusted” Rf 30.4% and shows that executive directors’ shameership is
positively and significantly associated with PACD/4th a coefficient of 1.109%t & 4.567). Prior
research also suggests that management share-twpnexkibits a non-linear function (Morck et
al., 1998). Increases in the executive share owiemovides incentives for executives to act
less opportunistically and more in the interesttlté firm, while excessive share ownership
provides managers with the voting power to pur$ieé town interests (Hermalin and Weisbach
1991). Consistent with the Morck et al, (1998)remthment argument, the percentage of
director share ownership was logged to test foorlmear relationship between the dependent
and independent variables. However, a non-lineatioaship was not identified.The results

presented in this study support and strengthenehdts reported by other researchers who argue
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that executive share ownership should be viewel gattion since it can have undesirable risk-
bearing properties and it might create incentivisnianagers to behave opportunistically (e.qg.

Beatty and Zajac, 1994, Bergstresser and Philipp0o06).

The two proxies for audit committee effectivenemsgit committee independence (H3(a))
and the frequency of audit activity (H3(c)) aretéelsseparately. The results reported in Table 3
Panel A support Hypothesis 3(a) in 2005 only. ZB85 model has an adjusted &t 29.8% and
illustrates that the proportion of non-executiveediors on the audit committee is negatively and
significantly associated with the PACDA with a dogént of -0.634 { = -4.380). This variable
is not significant in the model for the 2000 ye&his result supports the notion that, post the
governance changes, the ability of the audit cobtesitto detect earnings management is
associated with the level of independence, suppmpeind strengthening prior research (Bédard et
al., 2004; Klein, 2002; McMullen and Raghunanda®@9Peasnell et al., 2006). The control
variables LOSS and ROA are negatively and signifiyarelated to PACDA in both years. The
results of testing the second proxy for audit cotteui effectiveness, the number of audit
committee meetings, is negatively and marginallgtesl to PACDA (= -1.701;p = 0.091) in
2005 with an adjusted R2 of 24%. The associatiamtssignificant in 2000. The results fail to
support H3(c). The control variables LOSS and R&& negatively and significantly related to

PACDA in 2005.

The first set of regressions test whether the idd&l governance practices impact earnings
management. The full model tests whether boardepeddence, executive directors’
shareholdings, audit committee independence, andit acommittee meeting frequency
simultaneously influence earnings management. Tfille model examines which of the

governance factor(s) has the most explanatory paweredicting PACDA in 2000 and 2005.
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The results of testing the full model reported able 3 Panel A, shows that two of the corporate
governance practices are significantly relatedA€PA in 2005 only. The model explains 35%
of the variability in PACDA, and demonstrates ttte¢ proportion of non-executive directors on
the audit committee is negatively and significartbgociated with the PACDA with a coefficient
of -0.504 { = -3.242). The model also indicates that executlirectors’ share ownership is
positively and significantly associated with the B12A with a coefficient of 0.883t(= 3.474).
The control variables ROA and LOSS are negativaty significantly and SIZE is positively and

significantly related to PACDA in 2005.

Table 3 Panel B reports the results of examiniegelels of PACDA for firms that change
their governance practices following the governanerms. The results of testing H1(b)
demonstrate that the level of PACDA is significgntiegative for firms that increase the
proportion of non-executive directors on the boarth a negative coefficient of -0.679 £ -
3.657). The model has an adjustedoR6.7%. The results support the propositiort fhiens
that changed their board structure following thevegnance reforms have less earnings
management. The results of testing H2(b) sugdestthe change in the executive directors’
share ownership remains positively and signifigamédlated to PACDA with a coefficient of
0.968 { = 3.995). The model with an adjustel & 8% shows that when firms change the level
of executive director ownership post the reformsytihave larger discretionary accruals. The
control variable, LOSS, is positively and signifitly related to PACDA. The results do not
support hypothesis 3(b) and 3(d) that PACDA is tiggly related to changes in the proportion
of non-executive directors on the audit committeenareases the number of audit committee

meetings.

26



The results of testing the full model of differeacare reported in Table 3 Panel B and
suggest that changes to two of the corporate gawem practices are significantly related to
PACDA. The model, with an adjusted Bf 11.1%, indicates that changes to the proportibn
non-executive directors on the board is negatieelg significantly associated with the PACDA
with a coefficient of -0.625t(= -3.105). The model also shows that changes exigive
directors’ share ownership is positively and sigaifitly associated with PACDA with a
coefficient of 0.842t(= 3.424). The control variable LOSS is positivahyd significantly related

to PACDA.

4.2 Sensitivity Analysis

An additional test of the robustness of the ressl{zerformed using the pooled sample for 2000
and 2005 including a dummy variable for year. Thsults remained consistent with those
reported in Table 3. Further analysis of the ¢fedaudit committee meeting frequency tests the
reported results. Whether the firm has the reconad®@ number of meetings rather than the
maximum number of meetings is relevant. It is nbvious that the maximum number of
meetings reflect a well governed firm. When a fignin crisis, the frequency of meetings is
likely to increase. As a sensitivity test, we irddua dummy variable equal to 1 if the firm holds

up to 4 meetings, 0 otherwise, to consider thisassHowever, the results remain insignificant.

5. Conclusion

The association between firms’ corporate governgmeetices and earnings management is
examined in this study. The research involves twmsterations. First, whether specific

corporate governance practices are associatedawr levels of earnings management in 2000
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or 2005. Second, whether improvements in speciigporate governance practices between
2000 and 2005 are associated with lower levelsaafiergs management. First, consistent with
prior research, the research findings suggest o, the level of board independence and audit
committee independence improves the quality ofrfona reporting. In addition, the results of the
study support the stream of agency theory resetltah argues that increasing executive
shareholdings imposes greater risk on the agenttlamefore provides the incentive to act
opportunistically, that is, to manage earnings. &##ed to detect a significant relationship
between the frequency of audit committee meetiny$ performance-adjusted discretionary

accruals.

Second, the study shows that, subsequent to them® board and audit committee
independence improved and the number of audit ctteenimeetings increased significantly.
However, only changes to board independence, tcesed with lower levels of performance-
adjusted discretionary accruals. Increasing thepeddence or activity of the audit committee is
not associated with performance-adjusted discratioraccruals. However, the previously
reported result demonstrates a significantly nggatssociation between audit committee
independence and PACDA, suggesting that audit cteeniindependence is important in

detecting earnings management.

Complementing agency theory literature on the asson between ownership and
earnings management, this research finds eviddrateiricreasing executive share ownership
provides incentives to manipulate earnings regasdlef governance reforms. This result
suggests that there should be limitations placetherlevel of executive director ownership to

mitigate the incentives to manipulate earnings.
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This study is subject to limitations. As the saenpbvers only two years of data the
results may not be generalisable to different fpegods. The sample is based on companies that
continue to operate from 2000 to 2005. Accordinglglisted companies and also bankrupt
companies are not included in the sample set. Qthexies for board and audit committee
effectiveness, such as financial literacy and resjdities of board and committee members,
may show further significant associations with @aga management. These limitations provide

fruitful avenues for future research.
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APPENDIX 1

Calculation of performance-adjusted current discretionary accruals (PACDA)

As suggested by Kothari et al. (2005 the crossesait performance-adjusted current discretionary

accruals (PACDA) are calculated by including thggked variable of Return on Asset (ROA).

The parameters for calculation of expected curamdruals (ECA) are estimated by using the

following equation:

TCA, _ 1 AREV,
= ROA ' 1
AT a{ AT“_Jw( AT J+a2( AL)*E, 1)

The expected current accruals (ECA) use the estohatparameters as follows:

ECA 1 AREV, - AAR,
~ = + ' +a,(ROA._ 2
AT a{ ATHJ al( AT J .(ROA.,) 2)
PACDA =(1)-(?)
TCA = total current accruals is net income (eagsirbefore extraordinary items and

discontinued operations) plus depreciation and &gadion minus operating cash flows
for firm i in the year t;

AREV = change in net revenue for firm i in theryea
AAR = change in accounts receivable fanfiiin the year t;
ROA = Ratio of Net income before extraordindems to total assets for firm i in the year t-
1
AT = total assets for firm i in the year
&, = error term for firm i in year t;

PACDA = (TC—'A’t —EC—A‘) Kothari et al. (2005) and Ashbaugh et al. (2003)
AT ATy

30



References

Abbott, L. J., S. Parker, G. F. Peters, and K. Raghdan. (2003). The association between audit
committee characteristics and audit fe@aditing: A Journal of Practice and Theory,
Vol.22 (2), pp. 17-32.

Agrawal, A., and S. Chadha. (2005). Corporate guece and accounting scanddisurnal of

Law and Economic¥ol.48(2), pp. 371-406.

ASX (Australian Stock Exchange). (2003). Corpor@mvernance Council, Principles of Good
Corporate Governance and Best Practice RecommenddfASX, Sydney).

ASX (Australian Stock Exchange) (2006) Corporate&pance Council, Analysis of corporate
governance practices report,
http://www.asx.com.au/supervision/governance/maemtp compliance.htm

Ayers, B. C., J. Jiang, and E. P. Yeung. (20063cEitionary accruals and earnings management:
An analysis of pseudo earnings targé&tse Accounting Reviewpl.81(3), pp. 617-653.

Beasley, M. S. (1996). An empirical analysis of tledation between the board of director
composition and financial statement fralile Accounting Reviewpl.71, 443—-465.

Beatty, R.P. and Zajac, E.J. (1994). Manageriantiges, monitoring and risk bearing: A study
of executive compensation, ownership and boardctstrel in initial public offerings.
Administrative Science Quarterlypl.3 (2), pp.313-335.

Bédard, J., S. M. Chtourou, and L. Courteau. (2004 effect of audit committee expertise,
independence, and activity on aggressive earnirgsagementAuditing: A Journal of
Practice and Theoryol.23 (2), pp.13-35.

Bergstresser, D. and T. Philippon. (2006). CE@imives and earnings managemdoturnal of

Financial Economicsyol.80 (3), pp. 511-529.

31



Braiotta, L. and J. Zhou. 2006. An exploratory stoéithe effects of the Sarbanes-Oxley Act, the
SEC and United States stock exchange(s) rules afit aommittee alignment.
Managerial Auditing JournalVol.21 (1/2), pp. 166 -190.

BRC (Blue Ribbon Committee on Improving the Effeeiess of Corporate Audit Committees).
1999. Report and Recommendations of the Blue Rillbommittee on Improving the
Effectiveness of Corporate Audit Committees (NYSEw York).

Brown, P. and A. Tarca. (2005). It's here, readyot: A review of the Australian financial
reporting frameworkAustralian Accounting Reviewpl.15 (2), pp. 68 — 79.

Cadbury Committee, Sir Adrian Cadbury. (199Rgport of the Committee on the Financial
Aspects of Corporate Governant®ndon: Gee & Co. Ltd.

Chen, C.J.P., and B. Jaggi. (2000). Associationvéen independent non-executive directors,
family control and financial disclosures in Hongri{pJournal of Accounting and Public
Policy, Vol.19(4, 5), pp. 285-310.

Cheng, Q. and T.D. Warfield. (2005). Equity inceae and earnings managemeiitie
Accounting Reviewol.80(2), pp. 441-477.

CLERP 9 (Audit Reform and Corporate DisclosureR0@®). Corporate Law Economic Reform
Program (Audit Reform and Corporate Disclosure) A2004. Available at
http://www.comlaw.gov.au/ComLaw/Legislation/Act1f/@266BOCI3ECDA86C21CA25
6F720011722E?OpenDocument

Cooper, K. And H. Deo (2005). Recurring cycle afséralian corporate reforms: A never ending
story.Journal of American Academy of Busine¥al.I7 (2), pp.156-164.

Davidson, R., J. Goodwin-Stewart and P. Kent. (2008ternal governance structures and

earnings managememtccounting and Financé/ol.45 (2), pp. 241-267.

32



Davidson 1ll, W. N., P. Jiraporn, and Y. S. Kim, Glemac. (2004). Earnings management
following duality-creating successions: ethnostaiss impression management, and
agency theoryAcademy of Management Journebl.47 (2), pp. 267-275.

Dechow, P. M., and I. D. Dichev. (2002). The qyabf accruals and earnings: The role of
accrual estimation error$he Accounting Reviewpl.77, pp.35-59.

Dechow, P. M., R. G. Sloan, and A. P. Sweeney. §L.99auses and consequences of earnings
manipulation: an analysis of firms subject to eoémnent by the SEQContemporary

Accounting Researchvol.13, pp. 1-36.

Dechow, P.M. and C.M. Schrand. (2008arnings Quality Research Foundation of CFA Institute,
USA.

Fama, E. F. (1980). Agency problems and the thebthe firm.Journal of Political Economy
Vol.88 (2), pp. 288-307.
Fama, E. F., and M. Jensen. (1983). Separatiowoeship and controlJournal of Law and
Economicsyol.26, pp. 301-325.
Geiger, M.A., D. S. North, and B. T. O'Connell. (&). The auditor-to-client revolving door and
earnings managemeddurnal of Accounting, Auditing & Financ€pl.20 (1), pp.1-26.
Hanrahan, P., I. Ramsay, and G. Stapledon. (2@xgfhmercial Applications of Company Law,
6th edn.
Hermalin, B. E., and M. S. Weisbach. (1991). Thieat$ of board composition and direct
incentives on firm performancdinancial Managemeni/ol.20(4), pp. 101-112.
Hsu, G.C.M., and P. Koh. (2005). Does the presefdestitutional investors influence accruals
management? Evidence from Austratarporate Governancé&/ol.13(6), pp. 809-823.
Institute of Internal Auditors (lIA). (1991)The Audit Committee in Public Sect&ltamonte

Springs, FL:IA.

33



Jensen, M. (1986). Agency costs of free cash flowporate finance and takeovefgnerican
Economic Reviewyol.76, pp.32329.

Jensen, M., and W. Meckling. (1976). Theory of tinen: Managerial behavior, agency costs,
and ownership structurdournal of Financial Economic¥,0l.3 (October), pp. 305%0.

Kinney, W.R. and L.S. MacDaniel. (1989). Charasttzss of firms correcting previously
reported quarterly earning¥ournal of Accounting and Economid&l.11, pp. 71-93.

Klein, A. (2002). Audit committee, board of directcharacteristics, and earnings management.
Journal of Accounting and Economi&&l.33, pp.375-400.

Koh, P. (2003). On the association between ingtital ownership and aggressive corporate
earnings management in Australiehe British Accounting Reviewol.35 (2), pp.105-
128.

Kothari, S., A. Leone, and C. Wasley. (2005). Penfance matched discretionary accrual
measuresJournal of Accounting and Economi&&l.39, pp. 163-197.

McMullen, D. A., and K. Raghundan. (1996). Enhagcaudit committee effectiveneskurnal
of Accountancyyol.183, pp.79-81.

Morck, R., A. Shleifer and R.W. Vishney. (1998). M@ement ownership and market valuation:
An empirical analysisJournal of Financial Economic%/ol.20, pp. 293-315.

Myung, S. P. and P. Taewoo. (2004). Insider saled earnings managemedburnal of
Accounting and Public Policy/ol.23 (5), pp.381-411.

NYSE (New York Stock Exchange) (200Z2porporate Accountability and Listing Standards
Committee. 2002 RepdiYSE, New York).

Oei, R., A. Ramsay and P. Mather. (2008). Earnpgsistence, accruals and managerial share

ownershipAccounting and Financ&/ol.48(3), pp. 475-502.

34



Palliam R., and Z. Shalhoub. (2003). The phenonmgyobf earnings management within the
confines of agency thearynternational Journal of Value - Based Managem&ful.16
(1), pp. 75-88.

Park, M.S. and T.Park. (2003) Insider sales amdimgs managementJournal of Accounting
and Public PolicyVol.23(5), pp. 381-411.

Persons, O. S. (2006). Corporate governance andimamcial reporting fraudThe Journal of

Business and Economic Studi¥s).12 (1), pp.27-41.

Peasnell K.V., P. F. Pope and S. Young. (2005)r@o®nitoring and earnings management: Do
outside directors influence abnormal accrualddurnal of Business Finance &
AccountingVol.32 (7/8), pp. 1311-1346.

Peasnell, K.V., P.F. Pope andS. Young. (2006). Datside directors limit earnings
managementCorporate Finance Reviewol.10 (5), pp.5-9.

Petra, S.T. (2006). Corporate governance reforawd:dr fiction?Corporate Governance/ol.6
(2), pp.107-115.

Richardson, S.A., A.l. Tuna and M. Wu. (2003) deng earnings management: The case of
earnings restatement. Working Papémjversity of Pennsylvania

Saleh N.M. and K. Ahmed. (2005). Earnings managénoéndistressed firms during debt
renegotiationAccounting and Business Resear¢bl. 35(1), pp. 69-86.

Schwartz, A. and R. E. Scott. (2003). Contractofir@nd the Limits of Contract Lawhe Yale
Law Journal,Vol. 113(3), pp. 541-619.

Shleifer A. and R.W. Vishny. (1997). A survey afrporate governancdournal of Finance,
Vol. 52, pp. 737-784.

Sir Adrian Cadbury. (2000)Global Corporate Governance Forum. World Bamlvailable at

http://www.accountability21.net/uploadstore/cms&l@overnanceAndAccountability.pd

35



f#search=%22Sir%20Adrian%20Cadbury.%202000.%20®6PaCorporate%20Gover
nance%20Forum.%20World%20Bank.%22

Smith, C.W.Jr. and R.L. Watts. (1992). The investtrepportunity set and corporate financing,
dividend, and compensation policiekurnal of Financial Economicsyol. 32(3), pp.
263-292.

Treadway Commission. (1987). Report of the NatioGammission on Fraudulent Financial

Reporting. Available atttp://www.coso.org/publications.htm

Vafeas, N. (2005). Audit committees, boards, ardghality of reported earningSontemporary
Accounting ResearcNol. 22(4), pp. 1093-1122.

Warfield, T., J. Wild and K. Wild. (1995). Managariownership, accounting choices and
informativeness of earningdournal of Accounting and Economia&l. 20, pp. 61-91.

Xie, B., W.N. Davidson and. P.J. DaDalt. (2003).rritags management and corporate
governance: the role of the board and the auditnaibtee.Journal of Corporate Finance,

Vol. 9, pp. 295-316.

36



Tablel

Descriptive statistics: N = 200

PACDA_ 05 PACDA 00 PBNED 05 PBNED 00 PANED 05 PANED 00 NACM_0 NACM_00 SIZE_05 SIZE_00
$M $M
Mean 0.0223 0.0353 0.7471 0.7178 0.9358 0.8403 88.63  2.695 2434.73 1781.51
Median 0.0094 0.0132 0.7778 0.7500 1.0000 1.0000  6008. 3.0000 537.55 265.22
Std. Dev. 0.5114 0.1658 0.1695 0.1827 0.2185 0.3115 1.4665 1.7473 7602.15 437.36
Minimum -1.3858 -0.6839 0.0000 0.0000 0.0000 0.0000  0.0000 0.0000 2.81 3.68
Maximum 6.8114 1.0352 1.0000 1.0000 1.0000 1.0000  .00(® 11.0000  71614.51 65585.00
t-Stat -0.3207 2.2405 4.1653 6.5030 3.8879
p-value 0.3743 0.0130 0.0000 0.0000 0.00001
(1-tail)
GEARING_ GEARING_ GROWTH_ GROWTH_  LOSS 05 LOSS 00 ROA 05  ROA 00 EDs EDs
05 00 05 00 SHARES  SHARES_
05 00
Mean 0.4376 0.4585 2.3452 2.4628 0.1750 0.2000 58.00  0.0329 0.0509 0.0613
Median 0.2649 0.3476 1.8550 1.4350 0.0623 0.0580 0.0012 0.0020
Std. Dev. 1.3811 0.9459 1.9992 2.8181 0.2885 0.1539 0.0090 0.0090
Minimum -2.3054 -1.7060 -6.7500 0.1900 0.0000 000  -2.2745 -1.1972 0.0000 0.0000
Maximum 12.1291 7.9583 16.4900 17.9000 1.0000 0000  0.3045 0.2844 0.6700 0.6240
t-Stat -0.2088 -0.5850 -1.5609 -1.0165
p-value 0.4174 0.2796 0.0600 0.1553
(1-tail)

Notes. PACDA = absolute value of performance-adjustedenirdiscretionary accruals based on Kothari e(24105). PBNED= percentage of Non executive board
directors to total directors on the board.PANEDercentage of Non-executive directors on the aumditrnittee (AC). NACM = Number of audit committee rtiegs
per annum. EDs SHARES = the total number of orgishiares held by the executive directors dividedhieytotal number of issued ordinary shares. SlZfatural
log of total assets in million dollars. LOSS = Dumrariable as: 1: income is <0; 0: otherwise. GRQY\A ratio of the firm’s market value of common eguio

book value of common equity at the beginning of year. GEARING = (Short term debt + long term debtish) / shareholders equity. ROA = Earnings leefor
interest / (total assets less outside equity isteye
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Table2

Pear son Correlation Coefficients

Panel A EDs

N =400 PACDA PBNED SHARES PANED NACM LNSIZE GEARING GROWTH LOSS ROA YEAR
PACDA 1.00C

PBNED -0.224 1.00C

EDs SHARES 0.240° -0.326' 1.00C

PANED -0.177° 0.402" -0.149 1.00C

NACM -0.101 0.274 -0.098 0.472° 1.00C

LNSIZE -0.062 0.174 -0.203 0.228 0.316 1.00C

GEARING 0.110 -0.01¢ -0.01¢ -0.01¢ 0.01¢ 0.166" 1.00C

GROWTH 0.110* -0.04t -0.014 0.03C 0.03¢ -0.031 0.024 1.00C

LOSS 0.04¢ -0.054 0.008  -0.128 -0.086  -0.44T 0.062 0.098 1.00C

ROA -0.347° 0.105 -0.051 0.105 0.095 0.423 -0.094 -0.114  -0.557 1.00C
YEAR 0.017 -0.083 0.04z -0.175 -0.269° -0.07¢ 0.00¢ 0.024 0.032 0.05¢ 1.000
Panel B

N = 200 PACDA DIFNACM DIFPBNED DIFPANED DIFEDs LNSIZE GEARING GROWTH LOSS ROA
PACDA 1.00C

DIFNACM -0.041 1.00C

DIFPBNED -0.257° 0.152 1.00C

DIFPANED -0.02¢ 0.347 0.343 1.00C

DIFEDs 0.265 0.007 -0.216' -0.148 1.00C

LNSIZE -0.017 -0.04¢ -0.087 -0.062 -0.041 1.00C

GEARING -0.03( -0.08€ -0.021 -0.01€ -0.04% 0.09¢ 1.00C

GROWTH -0.051 0.06¢ 0.06: 0.014 0.012 0.04¢ 0.10¢ 1.00C
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LOSS 0.145 -0.00€ 0.044 0.04¢€ -0.017 -0.490° 0.112 0.004 1.00C
ROA -0.02¢ -0.044 -0.09C -0.118 -0.047 0.468 -0.134 -0.097 -0.572 1.000

Notes: ** Correlation is significant at the 0.01 level {@iled). * Correlation is significant at the 0.@&&l (2-tailed). PACDA = absolute value of performoe-
adjusted current discretionary accruals based ahdfioet al. (2005). PBNED= percentage of Non-ekgeuboard directors to total directors on the bloar
PANED = percentage of Non-executive directors @nahdit committee (AC). NACM = number of audit coitie® meetings per annum. EDs SHARE®e t
total number of ordinary shares held by the exgeutiirectors divided by the total number of isseedinary shares. SIZE =atural log of total assets
million dollars. LOSS = dummy variable as: 1: inais <0; 0: otherwise. GROWTH=atio of the firm’'s market value of common equityldook value o
common equity at the beginning of the year. GEAR#NGhort term debt + long term debt - cash) / dhalders equity. ROA=a&nings before interest / (to
assets less outside equity interests). YEAR = dumwaniable, 1 if year is 2000; 0 if year is 2005FBNED= the difference in the proportion of nexecutive
board directors calculated as the proportion ofexecutive directors on the board in 2005 - thepprtion of non-executive directors on the boar@d00.
DIFPANED = the difference in the proportion of nerecutive audit committee directors calculatechasproportion of non-executivairectors on the AC i
2005 - the proportion of non-executive directorgle AC in 2000. DIFNACM =hte difference in the number of audit committee ingstper annum in 20(
compared with 2000. DIFEDs = the difference in thial number of ordinary shares held by the exgeutiirectors divided by the total numberis$uec
ordinary.
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Regression Moddl: Dependent Variable: PACDA

Table3

N =200

PANEL A Hla Hila H2a H2a H3a H3a H3c H3c Full Model  Full Model

2000 2005 2000 2005 2000 2005 2000 2005 2000 2005
Variable Coefficient Coefficient Coefficient Coefficient Coefficient Coefficient Coefficient Coefficient Coefficient Coefficient
(t-Statistic) (t-Statistic) (t-Statistic) (t-Statistic) (t-Statistic) (t-Statistic) (t-Statistic) (t-Statistic) (t-Statistic) (t-Statistic)
CONSTANT 0.258 -.051 0.172 -0.664 0.231 -0.041 0.241 -0.489 0.233 -0. 257
(1.728) (-0.131) (1.095) (-1.754) (1.549) (-0.108) (1.605) (-1.235) (1.438) (-0. 632)
PBNED -0.094 -0.634 -0.110 -0.218
(-1.441) (-3.341)* (-1.458) (-1.102)
EDs SHARES + 0.110 1.109 0.082 0.883
(1.159) (4.567)** (0.843) (3.474)*
PANED 0.000 -0.634 0.020 -0.504
(-0.009) (-4.380)*** (0.430) (-3.242)*
NACM 0.003 -0.041 0.005 -0.006
(0.513) (-1.701) (0.674) (-0.234)
SIZE -.008 0.031 -0.007 0.036 -0.010 0.037 -0.011 0.037 -0.008 0.048
(-1.011) (1.630) (-0.932) (1.900)* (-1.290) (1.968)* (-1.409) (1.772) (-0.947)  (2.471)*
GEARING 0.002 0.028 0.003 0.024 0.003 0.031 0.004 0.030 0.003 0.024
(0.138) (1.215) (0.260) (1.055) (0.237) (1.351) (0.279) (1.254) (0.245) (1.106)
GROWTH -0.004 -0.017 -0.003 -0.018 -0.003 -0.016 -0.003 -0.016 -0.004 -0.013
(-0.956) (-1.081) (-0.791) (-1.197) (-0.800) (-1.029) (-0.791) (-0.972) (-0.966) (-.875)
LOSS -0.007 -0.217 -.002 -0.218 -0.003 -0.289 -0.002 -0.239 -0.005 -0.219
(-0.184) (-2.043)* (-0.042) (-2.107)*  (-0.084)**  (-2.801)** (-0.065) (-2.194)* (-0.132) (-2.123)*
ROA 0.236 -0.975 0.245 -1.018 0.258 -1.029 0.263 -1.040 0.233 -0.959
(2.428)* (-6.902)*** (2.528)**  (-7.499)*** (2.663)**  (-7.562)*** (2.708)**  (-7.304)*** (2.372)* (-7.159)***
F-value 2.298*  13.320*** 2.168* 15.481** 1.931 15.108*** 1.977 11.478** 1.713 12.907**
Adjusted B 0.038 0.293 0.034 0.304 0.027 0.298 0.029 0.240 0.031 0.350
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PANEL B H1b H2b H3b H3d Full Change Model
Variable Coefficient Coefficient Coefficient Coefficient Coefficient
(t-Statistic) (t-Statistic) (t-Statistic) (t-Statistic) (t-Statistic)
CONSTANT -0.248 -0.342 -0.333 -.306
(-0.574) (-0.766) (-0.746) (-0. 723)
DIFPBNED -0.697 -0.625
(-3.657)**= (-3.105)**=
DIFEDs SHARES 0.968 0.842
(3.995)*** (3.424)***
DIFPANED -0.043 0.156
(-0.382) (1.309)
DIFFNACM -0.009 -0.009
(-0.507) (-0.523)
SIZE 0.013 0.020 0.018 0.017 0.016
(0.626) (0.955) (0.797) (0.785) (0.768)
GEARING -0.021 -0.014 -0.018 -0.019 -.0017
(-0.785) (-0.524) (-0.674) (-0.707) (-0.652)
GROWTH -0.007 -0.012 -0.011 -0.011 -0.008
(-0.417) (-0.692) (-0.619) (-0.587) -0.461)
LOSS 0.277 0.309 0.285 0.284 0.300
(2.362)** (2.654)** (2.352)* (2.342)* (2.617)**
ROA 0.065 0.130 0.091 0.094 0.116
(0.418) (0.838) (0.563) (0.582) (0.757)
F-value 3.377* 3.823** 1.099 1.118 3.768***
Adjusted R 0.067 0.078 0.003 0.004 0.111

Notes. *** Significant at the 0.001 level; **significanttathe 0.01 level;* significant at the 0.05 levelotd: The variance inflation factor (VIF)
values are less than 2, therefore there does mmaapo be a problem with multicollinearity in theodels. PACDA = absolute value of
performance-adjusted current discretionary accroadéed on Kothari et al. (2005). PBNED = percentdgeon-executive board directors to total
directors on the board. DIFPNED = the differencéhim proportion of non-executive board directodsuated as the proportion of non-executive
directors on the board in 2005 - the proportiomafi-executive directors on the board in 2000. PANERercentage of Non-executive directors
on the audit committee. DIFPANED = the differenndhe proportion of non-executive audit committéectors calculated as the proportion of
non-executive directors on the AC in 2005 - thepprtion of non-executive directors on the AC in QOBNACM = number of audit committee
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meetings per annum. DIFNACM = the difference in thanmber of audit committee meetings per annum iB52€ompared with 2000. EDs
SHARES = the total number of ordinary shares hglthk executive directors divided by the total nembf issued ordinary shares. DIFEDs = the
difference in the total number of ordinary sharekli by the executive directors divided by the totanber of issued ordinary. SIZE = natural log
of total assets in million dollars. LOSS = dummyiahle as: 1: income is <0; 0: otherwise. GROWTHatio of the firm’s market value of
common equity to book value of common equity atlibginning of the year. GEARING= (short term deborg term debt - cash)/shareholders
equity. ROA = earnings before interest/(total askets outside equity interests).
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Notes

! As a consequence of CLERP 9, subsection 232(@)eoEorporations Law was rewritten to capture ttediary
principles of a director and imposes both crimiad civil consequences for a breach of that duty.

¢ CLERP 9, section 295A requires the CEO and CF€lgio a declaration stating that the financial rdsdtave been
properly maintained, they are prepared in accorelarith accounting standards and they present aatrddair view
of the company's financial standing. Subsequeatiger section 295(4)(e) directors must state tieyt have
received the financial statements from the CEO@R® and they have to provide necessary informati@nsure
that financial statements give a true and fair vidthe financial position and performance undetisas 298 (1A)
and 306 (2) (a) (b).

% The model is estimated separately for each cortibmaf the industry code (GICS) and year to obtadustry-
specific estimates of the coefficients in the emunat
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