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ABSTRACT

ABSTRACT

The Sarbanes-Oxley Act 2002 aimed to improve listed companies’ financial
reporting standards and protect shareholders’ mterests. However, most of the
provisions ate perceived to be costly to U.S. 1ssuers and benetits of the Act have
continued to be the subject of much debate. This thesis utilises a unique
corporate governance dataset that covers both the pre- and post-SOX pertods
and attempts to first, mnvestigate what changes have there been in corporate
governance practices since SOX was implemented, and second, to analyse the
consequences of any changes in corporate governance practices post-SOX, and
whether these changes are beneficial to shareholders. To achieve these two

objectives, the thesis investigates the impact of SOX in four empitical chapters.

The main findings of this thesis suggest that companies opted to follow a
box-ticking procedure in selecting their corporate governance structures post-
SOX. SOX did not achieve its objectives of improving financial reporting quality,
but it had, albeit unintentionally, enhanced corporate value for some firms.
Overall audit committee effectiveness decreased duting the SOX period, but it
increased in the post-SOX period, which indicates, in terms of corporate
governance, SOX was beneficial to shareholders because it improved the overall
audit committee effectiveness. Finally, earnings informativeness improved aftet
SOX was enacted. However, this improvement may not be attributable to the

changes 1n audit committee effectiveness.

The thesis concludes that SOX improved U.S. companites’ financial
reporting quality, financial account usefulness and audit committee effectiveness.
However, the improvements of financial reporting quality and financial account
usefulness seemed not to be attributable to the changes in cotporate governance
practices, but it was more likely to be attrabutable to other internal control
requitements, ie. Section 404 “Assessment of internal control”, Section 302
“Internal control certifications” and Section 201 “Services outside the scope of

pracdce of auditor”.
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CHAPTER 1 INTRODUCTION

1

INTRODUCTION

The OSarbanes-Oxley Act of 2002 (SOX) introduced regulations aimed at
improving corporate financial and governance practice. The Act aimed to change
US regulations from a discretionary disclosure regime to a mandated corporate
governance mechanism that was designed to restore investor confidence after
several accounting scandals. However, many of the requirements and their

ilnpacts ate controversial and lack the support of empincal evidence'. This

therefore motivates the research in this thesis.

This thesis has two objectives:

1) to imnvestigate what has changed in corporate governance practice

since the Act has been implemented;

and

2) to investigate the consequences of the changes of corporate
governance practice post-SOX, and analyses whether the Act 1s

beneficial to a company’s shareholders.

In order to achieve the two objectives, the thesis focuses on the impact of
the Act on audit committee practice. This is because a) audit committee practice

is one of the most relevant governance practices to restore mvestors’ confidence

1 For example, it is argued that Section 404 of SOX substantially increases listed companies compliance costs,
but it can also enhances a company’s financial reporting quality. However, whether the overall benefits
from higher quality financial reporting outweigh the overall costs trom compliance 1s still debatable and
lacks of empirical evidence.
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after the accounting scandals (DeZoort, Dana, Deborah and Scott 2002, DeFond
and Francis 2005) and b) the Act has paid a reasonably large amount of attention
on mmproving the requirements of audit committee compositions (SEC 2002a,

SEC 2002d, SEC 2002c). Investigating the changes of audit committee practice

from pre- to post-SOX and its consequences provides mnsightful knowledge on

the impacts of Act.

The thesis therefore examines four empirical research questions. First, have
the determinants of audit committee financial expertise changed after SOX-
Secondly, have the changes in audit committee financial expertise led to higher
firm value and financial reporting quality? Thirdly, has overall audit committee
effectiveness changed after SOX? Finally, have the changes in overall audit
committee effectiveness led to more informative earnings? Due to limited
research in this area, each of these four questions is orginal and the research

outcomes significantly contribute to the audit committee literature.

The structure of the thesis is organised as follows. It starts with a literature
review in Chapter 2 and a detailed discussion of the SOX in Chapter 3. 1 provide
a basic analysis of the sample data in Chapter 4. The empirical analyses of the
above four questions are provided in Chapter 5 to Chapter 8, and the final

chapter concludes and discusses future research opportunities.

Chapter 2 reviews the major auditing literature from the 1970s to 2008.
Based on an examination on the results in previous studies, the chapter
summarises answers to the following questions. These questions are a) What
motivates executives to manipulate earnings information? b) Can external
auditors constrain financial malpractices and reduce agency costs? ¢) Can audit

committees constrain financial misconduct? and d) What influences the quality ot

external auditors and audit committees?

'l
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The review shows that the separation of corporate ownership and control

generates agency costs that mmpair a company’s value and performance. The
agents (corporate managers) tend to manipulate financial reports to improve their
own benefits over remote shareholders’ interest. In order to constrain a manager
from window dressing, corporate stakeholders therefore appoint external auditors
and audit committees to oversee firm managers. The review also suggests that for
external auditors, the potential lingation costs, service fees, and atfillations
between clients and auditors determined the auditor quality, whereas for audit
committees, the existing governance structure and potential liigation and
reputation costs are the main determinants of their overall quality. Finally, the
review shows that previous studies suggest higher auditor or audit committee

quality led to higher the financial reporting quality.

Chapter 3 describes main provisions in the Sarbanes-Oxley Act and
discusses the potential impact of those provisions. The discussion is divided nto
four parts. The first part discusses provisions that relate to corporate internal
control, especially Section 404, and the impact on issuets. This part shows that
Section 404 caused issuers to exert millions of dollars to enhance internal control
functions immediately after SOX. Howevet, these compliance costs decreased 1n
the following years. This implies that the marginal benetits of Section 404 started

to increase from the second yeat.

The second section discusses provisions that relate to auditor independence,
which include Section 201 and 203. Section 201 prohibits auditors to provide
certain types of non-audit services, whereas Section 203 requires issuers to change
auditors every five years. Previous empirical studies found that non-audit services
fees decreased substantially post-SOX. However, statistics show that auditors

have tried to compensate the reduction of non-audit fees by Increasing audit
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services fees so that their total revenues (audit fees plus non-audit fees) did not

change substantially post-SOX.

The third section discusses requirements on audit committee effectiveness
and some televant research concerns and questions. This section mainly covers
Section 202, 204, 301 and 407. Section 202 and 204 are requirements for the
interactions and communications between auditors and audit committees. Section
501 imposes requirements on audit committee independence, whereas Section
407 imposes requirements on the disclosure of audit committee financial
expertise. The last section discusses criminal penalties of the Act under Title VIII,
“Corporate and Crminal Fraud Accountability”, Title IX “White Collar Ctime
Penalty Enhancement” and Title XI which has provisions on “Corporate Fraud
Accountability”.

Chapter 4 describes the process of the corporate governance data collection
and the construction of the corporate governance data sample in this thesis. It
also provides some descriptive statistics on the corporate governance varables,
firm characteristics variables, and auditing and non-auditing services vanables. In
addition, 1t investigates the changes of corporate governance from pre- to post-
SOX on a yearly basis. The statistics show that the US corporate governance

system kept improving from 2001 to 2005, and SOX attributed significantly to

this improvement.

Chapter 5 is the first empitical chapter and considers the first question which
is “Have the determinants of audit committee financial expertise changed aftet
SOX”? Using manually collected audit committee data that covers both pre- and
post-SOX, this chapter examines the impact of SOX on the determinants of
audit committee financial expertise. It starts with a discussion of the SOX
requirements and defines the term “financial expertise” that 1s used 1in this study.

It then analyses the differences in the probabilities of a company that included at
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least one financial expert to the audit committee between pre- and post-SOX. It

also analyses the changes of the impact of the existing corporate governance

mechanisms and ownership structure on the level of audit committee financial

expertise from pre- to post-SOX.

The results show that there were more companies that employed at least one

financial expert post-SOX. I hypothesise that if this change was totally caused by
SOX, the decision that a company employs at least one financial expert (“the
decision” hereafter) would not be affected by the firm’s economic performance
and existing corporate governance post-SOX. Consistent with this hypothesis,
the logistic analysis shows that issuers’ economic performance and existing
corporate governance wetre statistically significant 1n determining the decision
pre-SOX, but lost statistical power post-SOX. This suggests after SOX was
enacted, companies decided to include at least one financial expert mainly to
comply with the Act, whereas pre-SOX 1ssuers made this decision based on

individual company requirements.

In addition, I hypothesise that if the increase in financial expertise 1s totally
caused by SOX, the magnitude of the impact of existing governance mechanisms
and ownership structute on the level of audit committee financial expertise would
decrease post-SOX. I employ the Two Stage Least Square Regression with
Generalized Method of Moments (GMM) iteration to obtain estimates of the
audit committee financial expertise determinants model. The results show that
coefficients of governance vatriables and ownership structure vanables decreased
significantly post-SOX. Incorporating this result with results from the logistic
analysis, after SOX was enacted, an issuer was mainly motivated to employ
financial experts by complying with Section 301 and 407 of the Act, but not by

the companies’ requirements. In addition, results also show that 1ssuers employ
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financial experts to complement existing governance pre-SOX2. In contrast, post-

SOX 1ssuets employ financial experts to substitute existing governances,

Chapter 5 shows that SOX has successtully achieved its goal in enhancing
Issuers’ corporate governance structure. Financial expertise of 1ssuers’ audit
committees increased substantially after the Act was implemented. However,
there 1s no research investigating the consequences of the increases of financial

expertise from pre- to post-SOX. Therefore this motivates investigations in

Chapter 6.

Chapter 6 extends the analysis in Chapter 5 and investigates the
consequences to companies that increase financial expertise post-SOX.
Spectfically, 1t examines whether the issuers’ firm value and financial reporting

quality have been improved / impaired after they appointed / dismissed financial

experts to /from the audit committee.

The sample mn Chapter 6 consists of 630 firm-years, with 315 observations
pte-SOX and 315 observations post-SOX. The sample 1s then divided into four
porttolios: the NN portfolio, the FF portfolio, the NF portfolio and the FN
portfolio. The NN porttolio consists of companies that did not include any
financial expert either pre- or post-SOX. The FF portfolio consists of companies
that included at least one financial expert both pre- and post-SOX. The NF
portfolio consists of companies that did not include a financial expert pre-SOX
but they included a financial expert post-SOX; and the FN portfolio consists of
companies that included a financial expert pre-SOX but they did not include any

financial expert post-SOX.

2 T define “complement” here as that the combination of existing governance and additional audit committee
financial experts makes the governance system more efficient thus adds more value to the firm.

3T define “substitute” here as companies appoint new financial experts on the audit committee instead of
using existing governance mechanisms to matntain or improve the efficiency of the firm’s governance

system thus add more value to the firm.
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The sample disttibutions show that the majornty of issuers chose to follow
the spirit* of the Act both pre- and post-SOX, i.e. include at least one financial
expert 1 both periods. I further examine which portfolio had greater
improvements 1n financial reporting quality. The results show that companies that
maintamned or switched to include at least one financial expert post-SOX had
lower mmprovements 1in financial reporting quality than companies that
maintained not to appoint financial experts. Inconsistent with the hypothesis that
firms retain appoimnting financial experts have greater increase in financial
reporting quality, both the FF and NF portfolios had lower increase in financial
reporting quality relative to the NN portfolio from pre- to post-SOX. In addition,
financial reporting quality improved when the audit committee became more
active, and the changes were more obvious for companies that maintained not to
follow the rules in Section 407, such as the NN portfolio. However, all results
suggest that companies that switched from having financial expetts to not having

financial experts had lowest financial reporting quality.

In the context of firm value, the descriptive statistics show that companies in
the NF portfolio had highest firm value both pre- and post-SOX. In contrast,
companies in the FN portfolio had the lowest firm value pre- and post-SOX.
Firm value of the FF and the NN portfolios are between firm value of the NF
and the FN portfolios. Further, the regression analysis shows that firms that
chose to follow Section 407 post-SOX, e.g. the FF portfolio and the NF
portfolio, had a greater increase in firm value than firms that did not follow the

rules post-SOX.

4 Section 407 does not mandate issuers to appoint financial experts. Instead, it requires issuers to disclose
whether they have fiancial experts on the audit committee and explain the reason if they do not have one.
This indicates issuers have discretions to appoint financial experts. Further, there i1s no requirement on audit
committee financial expertise pre-SOX. Therefore 1f issuers appoint a financial expert to the audit

committee, I define them as ‘following the spirit” or ‘following the rules’ of the Act.
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The results generally indicate that SOX is beneficial to investors in that,
overall, both firm value and financial reporting quality has been improved post-
SOX. In the context of firm value, the improvements were more substantial for
firms which include financial experts post-SOX. However, in terms of financial
reporting, Section 407 has not achieved its intended improvements in financial

reporting quality through appointing financial experts.

Furthet, the results in Chapter 6 show that both audit committee expertise
and activity are critical in enhancing financial reporting quality. There is until now
no method to measure the collective impacts of audit committee compositions,
expertise and activities. This motivates the study in Chapter 7, which shows the

construction of a composite measure of the overall audit committee effectiveness.

Chapter 7 therefore provides a practical method to construct an overall audit
committee effectiveness index. It also investigates the impact of SOX on overall
audit committee effectiveness. Among the various measurements of financial
reporting quality, I chose the discretionary accruals as a benchmatrk to evaluate
the audit committee effectiveness’. Utllizing three comprehensive discretionary
accruals models ¢ and a unique sample of audit committee data, the audit
committee characteristics ate ranked according to the magnitude the discretionary
accruals deviate from zero’. The overall audit committee effectiveness index (A-

Index hereafter) is then calculated as the sum scotes from the rankings.

5 Detailed discussions of why I choose discretionary accruals as a benchmark are discussed 1n Section 7.2.

6 The three models include the performance-matched modified Jones Model (Jones 1991, Kothan, Leone and
Wasley 2005), the performance-matched Lag model and the performance-matched Growth model derntved

from Dechow, Richardson and Tuna (2003)

7 Because discretionary accrual is the residuals from normal accruals, theoretically 1f financial reporting quality
is 2 hundred percent credible and there is no earnings management, discretionary accruals should be equal to
Lero. Therefore the less discretionary accrual deviates from zero, the higher financial reporting quality.
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After constructing the A-Index, a probit analysis is conducted to examine the
relationship between overall audit committee quality and various audit committee
charactenistics. The analysis shows that more effective audit committees are
larger, have a higher level of financial expertise and independence, and work
more efficiently in the committee meetings. In addition, when comparng two

audit committees, ceferis paribus, a larger, more independent, more expert, or more

active audit committee is more effective.

In addition, I construct a score (the “SEC score” hereafter), based on the
SEC requirements and the methods in previous studies (DeFond, Hann and Hu
2005, Carcello, Hollingsworth, Klein and Neal 2006a, Abbott, Parker and Peters
2004), and examine 1its capability in reflecting overall audit committee
etfectiveness. I compare the SEC score with the A-Index and find that the SEC
score 1s weakly correlated with the A-Index, and it does not reflect the same
changes as A-Index over time. While the A-Index shows that overall audit
committee effectiveness decreased duning the SOX period, the SEC score reports
contrasting results. This implies that, the SEC score and the A-Index could not

substitute with each other in reflecting the overall audit committee etfectiveness.

Chapter 5, 6 and 7 investigate the impact of SOX on the determinants of
audit committee effectiveness, the consequences and its developments from pre-
to post-SOX respectively. However, there still lacks research on the impacts of
SOX on investors’ response to financial reporting quality conditional on the audit

committee effectiveness. Chapter 8 therefore investigates this last question.

Chapter 8 investigates the impact of SOX and the audit committee on the
stock market’s tesponse to the earnings announcement. Using the A-Index that 1s
constructed in Chapter 7, the chapter examines the differences in earnings

response coefficients (ERC) between firms with different quality audit
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committees. It also investigates the changes in ERC from pre- to post-SOX

conditional on the audit committee effectiveness.

By incorporating the audit committee effectiveness with the revised earnings
responses model that captures the S-shape earnings-return relation, the analysis
find that first, in contrast to Ahmed, Hossain and Adams (2006) and Begley,
Cheng and Gao (2007), SOX has improved listed companies’ financial reporting
quality and thus increased the usefulness of accounting earnings to investors. The
results show that the earnings response coefficients (or “ERC”) incteased

significantly from pre- to post-SOX. This implies that SOX 1s beneficial to

shareholders because i1t enhanced the earnings usefulness to shareholders.

Secondly, consistent with the hypothesis that firms with superior governance
structures have higher earnings mnformation quality, I found that before SOX was
introduced, the ERC 1s significantly greater for firms with more effective audit
committees. This 1s consistent with previous studies (Ahmed ez a/ 20006,
Anderson, Deli and Gillan 2003, Vafeas 2000) and suggests that in a less strict
legal environment, a more etfecttive audit committee 1s better at reducing the

noise embedded 1n accounting earnings.

Thirdly, the results also show that, however, after SOX was introduced,
there is no difference in the ERC between more effective audit committees and
less effective audit committees. This implies that first, other sections of the Act
e.g. Section 404, Section 302 and Section 201 rather than Section 407 enhanced
earnings quality and thus the earnings informativeness. Other sections of the Act
may have improved earnings informativeness to the minimum required level, so
that the improved audit committee effectiveness post-SOX did not add marginal
credibility to the earnings. Secondly, the result also implies that the Act may

increase the conservatism of corporate managers. Post-SOX, corporate

executives are concerned about higher reputation costs and legal liabilities, they
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may not release irrelevant information to the public until they fully verfy the
financial accounts, which in turn increased the earnings usefulness to investors.

Finally, the results also imply that the relation of corporate governance and the
ERC may no longer hold post-SOX.

The final chapter concludes the results and discusses the limitations of this
thesis. The thesis has answered the four research questions empirically and tound
that first, SOX has changed the determmants of audit committee financial
expertise, and listed companies appoint financial experts mainly for regulatory
compliance post-SOX. Secondly, maintaining appointing financial experts to the
audit committees pre- and post-SOX led to higher firm Valﬁe, but not financial
reporting quality. Thirdly, the overall audit committee effectiveness increased
significantly after SOX was introduced. Finally, SOX led to more informative

earnings, but it is not attributable to the higher quality audit committees.

Bringing all tesults together, the thesis concludes that SOX was beneficial to
a company’s shareholders in terms of improving a company’s financial reporting
quality, firm performance, corporate governance and earnings informativeness.
However, the results in this thesis seem to indicate that the improvements of
financial reporting standards and earnings informativeness were not attributable

to ptovisions that aim to 1mprove audit committee effectiveness.
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2

LITERATURE REVIEW

The separation of ownership and control dominates characteristics of modern
corporations, where corporate owners have a company’s ownership but they do
not manage the company’s daily operation. Instead they appoint agents to run the
company to maximise the firm value. However, while agents try to maximise firm
owners’ 1nterests, they may also manipulate financial accounts to optimize their
own benefits through increased compensation and job security. Enhancing
executives’ compensations, inflating stock prices, securing job positions, avoiding
lending contracts violations and avoiding potential litigious costs are motivations

for executives to manipulate financial accounts.

In otrder to constrain corporate managers from accounting manipulation,
corporate shareholders appoint external auditors and audit commuttees to oversee
the financial reporting procedures and information disclosures of the firm.
Previous studies find that this reduces the likelthood of corporate managers
having accounting anomalies. Further, the quality of external auditors and audit
committees also significantly affects the credibility of accounting information
released to the public. In sum, auditors and audit committees, especially more
qualified auditors and audit committees, play a very important role mn corporate

governance 1n ensuring financial reporting quality.
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2.1 What Motivates Executives to Conduct Accounting
Manipulation?

The separation of ownership and control in modern cotrporations gives managers
opportunities to consume the firms’ free cash flow for their own benefit (Jensen
and Meckling 1976). To align interests of managers (agents) with owners
(principal), a  “high-powered incentive scheme” (Aggarwal and Samwick 1999, page

1999) 1s necessary to motivate agents to maximise the principals’ wealth

(Aggarwal and Samwick 1999).

The principal-agent model suggests that linking executives’ compensation
with their performance 1s the primary means of motivating executives to
maximise shareholders’ mterests (Aggarwal and Samwick 1999). Previous
research finds that executives’ pay 1s positively related to firtn performance. Fot
example, Murphy (1985) finds that executive compensation 1s positively related to
firm performance and shareholders’ wealth, whereas Jensen and Murphy (1990)
find that increase in executive pay is positively related to increase in shareholders’
wealth. Other executive compensation studies, e.g. Aggarwal and Samwick
(1999), Hall and Liebman (1998) and Baker and Hall (2004), find similar and
consistent results to suppott the positive association between executive pay and
firm performance (Aggarwal and Samwick 1999, Hall and Liebman 1998, Baker
and Hall 2004). In addition, managetial ownership studies show that, beyond a
certain level of executive shareholdings, executives’ interests are aligned with
shareholders’ intetests. Morck, Shleifer and Vishny (1988), Short and Keasey
(1999) and Davies, Hillier and McColgan (2005) all find that corporate value

relate positively to managerial ownership before a certain point.

From the principal’s petspective, the purpose of linking executives’

cornpensation to performance 1s to motivate corporate managers to act as

13
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entrepreneurs and to maximise shareholders’ wealth (Jensen and Meckling 1976).
From the agents’ perspective, the first order effect of the pay-performance
hnkage is to incentivize executives to work harder and achieve better
performance. However, the second order effect is unintended, where it

Incentivizes executives to manipulate firm performance to improve their own

benefits and to lower theit costs (Dechow ez a/. 2003).

The second order effect of the pay-performance relation reflects a
dysfunctional response to the executive compensation schemes (Bushman and
Smith 2001a, Abowd and Kaplan 1999). For example, Healy (1985) finds that
corporate managers manipulate earnings® downwards when the pay-performance
sensitivity 1s zero. Similarly, Holthausen, Larcker and Sloan (1995) find that
managers would manipulate earnings downwards when they have achieved the
maximum cap of their bonus plan. In addition, Burgstahler and Dichev (1997)
and Dechow e 4/ (2003) find that managers tend more to report small positive
earnings than small negative earnings. They suggest that this might be caused by
the managers’ destre to increase firm performance (Dechow ef a/. 2003). More
recently, Cheng and Warfield (2005) and Bergstresser and Philippon (2006) find
that executives with high equty incentives in their compensation scheme tend
more to manage earnings upwards to inflate share prices and enhance their
compensation. Burns and Kedia (2006) present evidence that firms are more

likely to restate financial reports when the CEO’s wealth 1s more sensitive to the

firm’s share price.

It tends to be common for executives to manage earnings to affect their

benefits. The common use of earnings manipulation 1s mainly due to the

8 According to Healy and Wahlen (1999), earnings management is defined as ‘managers use judgment in financial
reporting and in structuring transactions o alter financial reports to either paislead some stakeholders about the underlying
economic performance of the company or to influence contractual outcomies that depend on reported accounting numbers” (Healy

and Wahlen 1999, page 368).
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prevalence of accounting numbers 1n executive compensation contracts

(Bushman and Smith 2001b). As cited in Bushman and Smith (2001b), Murphy
(2000) shows that 91% of a sample of 177 firms uses accounting measutes in the
executive compensation schemes, and ‘“out of 68 firms that use single performance
measure in 1oeir annual bonus plan, 65 use a measure of accounting profits” (Bushman and
Smith 2001b, page 50). In addition, Ittner, Larcker and Rajan (1997) finds that
512 out of 317 firms use at least one accounting or financial ratios as a
performance measure in the executive bonus contracts (Ittner ez 2/, 1997 cited in
Bushman and Smith 2001b). These financial ratios include earnings per share
(EPS), Net Income, Operating Income before Tax and Return on Equity (Ittner
et al. 1997). Keating (1997) also find that accounting metrics are more important
and more frequently used in evaluating managers’ performance when the

manager has greater impact over the firm and its divisions.

However, enhancing executive compensation 1s not the only incentive for
managers to conduct earnings management. Healy and Wahlen (1999) conclude
that managers also manipulate earnings when they want ‘Yo window dress financial
statements prior to public securities offerings, to increase corporate managers’ compensation and

job security, to avoid violating lending contracts, or fo reduce regulatory costs or to increase

regulatory benefits” (Healy and Wahlen 1999, page 367).

For example, earnings management enables corporate managers to inflate
security prices prior to public offerings. Teoh, Welch and Wong (1998a) find that
issuers of initial public offerings (IPO) who report aggressive earnings have
higher short term stock returns but poorer long term stock returns post IPO
compared to issuers that report more consetvatively. The same results also apply
to seasoned equity offerings (SEO) (Teoh, Welch and Wong 1998b). Results mn

these two studies imply that managers tend to inflate securnties prices pror to

equity offerings by managing earnings upwards.

15




CHAPTER 2 LITERATURE REVIEW

Further, the next motivation for earnings management 1is to secure executive
employment. Previous studies found that managers are more likely to be
dismissed if they perform pootly. For instance, Weisbach (1988) finds that poor
performance increases the likelihood of CEO turnover, and the likelihood is
higher when the issuer’s board of directors is more independent. In the context
of UK firms, Hillier, Linn and McColgan (2005) find that forced CEO turnover
1s more likely in poorly performing companies when firms undertake equity
offerings. Kaplan (1995) and Kang and Shivdasani (1995) document similar
results for German and Japanese companies that CEO turnover rates increase in
pootly performing companies. Therefore managing firm performance upwards

enables corporate managers to reduce the likelihood of being dismissed.

Managing earnings also enables managers to avoid violating lending
contracts. Previous research finds that managers intend to avoid violating future
debt-covenants by choosing income inctreasing earnings management strategy
(Healy and Wahlen 1999). Further, both DeFond and Jiambalvo (1994) and
Sweeney (1994) show that corporate managers choose income increasing

accounting procedures when their firms are close to debt covenant violation.

In addition, avoidiﬁg potential regulatory costs also motivates managers to
manipulate earnings. Cahan (1992) investigates earnings management activities
during the monopoly related anti-trust investigation, and finds that managers tend
to manipulate earnings downwards to avoid being prosecuted for anti-trust
violation. Similar results are provided m Jones (1991) that corporate managers

tend to manage earnings downwards during the import relief mvestigations.

In sum, the principal-agent model suggests linking executive pay with firm
performance to motivate corporate managers to maximise shareholder wealth.
However, the second order effect of this pay-performance relation 1s that

executives may conduct accounting manipulation to mnfluence firm performance
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and their compensation. Besides, to inflate share prices prior to equity offerings,
to secure job positions, to avoid lending contract violations, and to avoid being

prosecuted during specific regulatory investigations ate other motivations for

executives to conduct financial malpractices (Healy and Wahlen 1999).

2.2 Can External Auditors Constrain Financial Malpractices and
Reduce Agency Costs?

To constrain the agents from earnings management and financial fraud, the
principal need to appoint independent external auditors to testify his firm’s
financial reports (Jensen and Meckling 1976, Watts and Zimmerman 1983). The
principal-agent model predicts that appointing an independent external auditor to
certify financial reports can improve financial reporting quality and reduce
information asymmetries (Watkins, Hillison and Morecroft 2004). Auditors can
issue qualified opinions to firms who have aggressive accounting policies. For
example, Francis and Krishnan (1999) find that auditors are conservative in
issuing clean opinions to high-accrual firms; where they are more likely to 1ssue
modified opinions to these firms. Bartov, Gul and Tsut (2000) compare earnings
management activities of firms that recetve qualified opinions to firms that
receive clean opinions from their auditors. They find the likelthoods of a client

recetving an audit qualification increase with the level of earnings management.

The principal-agent model also suggests that appointing an independent
external auditor can reduce agency costs. Blackwell, Noland and Winters (1998)
examine the differences in the cost of debt capital between firms that hire
auditors (or “audited firms” hereafter) to firms that do not hire auditors (or “non-
audited firms” hereafter). They find that audited firms pay lower imnterest rates to
their lenders than non-audited firms. This implicitly indicates that auditors reduce

the firm’s agency costs hence the total cost of capital.
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Further, agency theory also suggests that greater agency costs would demand
higher quality external audit (Watts and Zimmerman 1983, Watkins ¢f a/ 2004).
However, audit quality varies from big auditors to small auditors because auditors
have different incentives and different levels of independence’ (DeAngelo 1981b,
Watts and Zimmerman 1983). DeAngelo (1981b) argues that “?he larger the auditor
as measured by number of clients, the less incentive the auditor has to bebave opportunistically
ana the higher the perceived quality of the andit” because bigger auditors have greater
reputation costs (DeAngelo 1981b, page 184). In addition, Dopuch and Simunic
(1982) argue that big auditors have more characteristics that directly associate
with audit quality. For examp<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>