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ABSTRACT
The primary objective of this dissertation is to show that corporate governance
affects the value relevance of earnings in the presence of earnings management. The role
of corporate governance is to reduce the divergence of interests between shareholders and
managers. The role of corporate governance is more useful when managers have an
incentive to deviate from shareholders’ interests. One example of management’s
deviation from shareholders’ interests is the management of earnings through the use of
accounting accruals. Corporate governance is likely to reduce the incidence of earnings
management. Corporate governance is also likely to improve investors’ perception of the
reliability of a firm’s performance, as measured by the earnings, in situations of earnings
management. That is, corporate governance will be value relevant when earnings
management exists. The results of this research support these propositions.
In this thesis, the value relevance of earnings is measured using the earnings
response coefficient. Earnings management is measured using the magnitude of abnormal
accruals as estimated by the modified Jones (Dechow et al., 1995) model. A review of the
corporate governance literature revealed nine attributes that were expected to impact on
shareholders’ perception of earnings reliability due to their role in enhancing the integrity
of the financial reporting process. The nine attributes represent three categories of
corporate governance: 1) organisational monitoring; 2) incentive alignment; and 3)
governance structure.
Organisational monitoring includes ownership concentration, debt reliance, board
independence, and the independence and competence of the audit committee. Incentive
alignment includes managerial ownership and independent directors’ ownership.
Governance structure includes CEO dominance and board size. These attributes are used
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in this study to assess the impact of corporate governance on earnings management and
the information content of earnings.
Information dynamics models, such as the Ohlson (1995) model provide a testable
pricing equation that also identifies the role non-accounting information (i.e. corporate
governance) plays in determining firm value. Based on Ohlson’s (1995) model, the
change in value model, as developed by Easton and Harris (1991), is modified to include
the proposed interaction between corporate governance and earnings management.
Pooled GLS regression is employed as the primary technique to estimate the
coefficients. Four hypotheses are used to test the connections among corporate
governance, abnormal accruals, and the earnings response coefficients. The returnsearnings model is used to test the interaction coefficients after incorporating earnings
management (Hypothesis Two), corporate governance (Hypothesis Three), or both
(Hypothesis Four). These coefficients are then examined using the Wald test to find out

whether the earnings response coefficients after incorporating indictors of earnings
reliability are significantly different from the earnings response coefficients irrespective
of any propositions.
The sample was drawn from the top ASX 500 listed companies for the years 1997
to 2000. The final sample contained 778 firm-year observations. Certain industries
(financial, regulated, and mining) were excluded from the sample. One of the reasons the
period 1997-2000 was chosen is due to the expected impact of the Asian currency crisis
on increasing firms’ incentive to manage earnings.
The results reveal that: 1) board size and audit committee independence are
negatively associated with the magnitude of abnormal accruals; 2) incorporating the
magnitude of abnormal accruals to the returns-earnings model does not significantly alter
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the earnings response coefficient; 3) the earnings response coefficients are significantly
different after incorporating CEO dominance and independent directors’ ownership; and
4) conditioning on the magnitude of abnormal accruals improves the explanatory power
of the interaction between corporate governance and earnings over share returns.
Although not all corporate governance attributes suggested in the literature impact
on investors’ perception of a firm’s performance, the primary proposition that corporate
governance affects this perception when earnings are managed is supported. The primary
contribution of the study is finding evidence supporting the moderating effect of earnings
management on the relationship between corporate governance and the value relevance of
earnings. These results validate Hutchinson and Gul’s (2004) claim that the role of
corporate governance attributes in firm performance should be evaluated in concurrence
with a firm’s organisational environment. Future research should control for corporate
governance and earnings management, as indicators of earnings reliability, when using
returns-earnings regressions to address a research question.
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CHAPTER ONE:
INTRODUCTION

1.1 EARNINGS RELEVANCE AND RELIABILITY
The common factor in all value relevance studies is that an accounting number is
deemed value relevant if it has a significant association with equity market value (Barth
et al., 2001a). The value relevance literature suggests that shareholders use accounting
earnings to estimate future returns (e.g. Beaver, 1998; Choi et al., 1997; Kallunki and
Martikainen, 1997; Barth et al., 1996; Barth, 1994, 1991; Lev, 1989). 1
If reported earnings are considered by investors to be value relevant and useful in
estimating future returns, share returns and earnings should be related. Since Ball and
Brown (1968), a long line of research empirically demonstrates that accounting earnings
contained in financial reports are related to share returns (Liu and Thomas, 2000; Lipe et
al., 1998; Das and Lev, 1994; Wild, 1992; Easton and Harris, 1991; Collins and Kothari
1989; Easton and Zmijewski, 1989; Kormendi and Lipe, 1987)2.
Returns-earnings research finds that the explanatory power of earnings is limited
and differs across firms. The extent of earnings’ explanatory power is limited due to three
reasons: methodological shortcoming, investors’ irrationality, and the low quality of

1

Value relevance studies use equity market value as the valuation benchmark to assess how well particular
accounting amounts reflect information used by investors (Barth et al., 2001).
2
This list is indicative and not intended to be exhaustive.

2
reported earnings (e.g. Ramakrishnan and Thomas, 1998; Collins et al., 1994; Ryan and
Zarowin, 1993; Lev, 1989).
The general problem of the returns and earnings relationship is of continuing
concern for the accounting researchers. While Lev (1989) suggested that methodological
misspecifications or the existence of investors’ irrationality may contribute to observed
weak returns-earnings association, several studies provide empirical evidence to support
that the low information content of reported earnings is responsible for the weak
association (e.g. Kallunki and Martikainen, 1997; Easton et al., 1992). Their findings
suggest that the low information content of earnings is a significant contributor to the
weak observed returns-earnings relationship and is an outcome of low earnings reliability
due to management manipulation.
Earnings reliability becomes questionable when managers have an incentive to
manipulate reported earnings opportunistically (e.g. Rosenfield, 2000; Dechow and
Skinner, 2000; Brown, 1999; Healy and Wahlen, 1999).3 Such manipulations alter
shareholders’ perception of the reliability of reported earnings due to the increase in the
level of non-permanent components included in total earnings (e.g. Brown, 1999; Healy,
1985).4 Prior studies empirically show that non-permanent earnings reduce the
information content of accounting earnings (e.g. Anthony and Petroni, 1997; Wild, 1996;
Collins and Salatka, 1993; Imhoff and Lobo, 1992). Consequently, it is crucial to evaluate
returns-earnings relationship through assessing earnings reliability collectively with its
relevance.
3

The Conceptual Framework identifies relevance and reliability as the key characteristics of accounting
information used in market valuation decisions. If accounting earnings have been empirically demonstrated
to be value relevant, it is then rational to attribute the weak explanatory power of accounting earnings for
share returns to the low reliability of earnings rather than relevance.
4
Permanent earnings are defined as the portion of earnings that alter investors’ perception about future
earnings and cash flows, and thus affect share prices. Non-permanent earnings are defined as the portion of
earnings with no implications on expected future earnings.

3

1.2 EARNINGS MANAGEMENT AND CORPORATE
GOVERNANCE
‘Earnings management’ is a form of earnings manipulation that is likely to reduce
the reliability of earnings.5’6 Firms that engage less in earnings management are likely to
offer more permanent accounting earnings (e.g. Kothari, 2001; Lev, 1989; Wang et al.,
1994; Ali and Hwang, 1995).
Cheng et al. (1996) demonstrate the existence of this link between the permanence
of earnings and the information content of earnings. They found that the less permanent
accounting earnings are, the less informative they are in relation to future earnings and
cash flows (e.g. Cheng et al., 1996, 1997; Collins and Kothari, 1989; Easton and
Zamijewski, 1989; Kormendi and Lipe, 1987).
Consequently, earnings management should be negatively associated with the
information content of earnings. The association is empirically established in the
literature (e.g. Wang et al., 1994; Ali and Hwang, 1995; Cheng et al., 1997). When
mangers manage earnings for opportunistic purposes, accounting earnings become a less
5

Schipper (1989) defines earnings management as: “a purposeful intervention in the external financial
reporting process, with the intent of obtaining some private gain”. Healy and Wahlen (1999) state:
“earnings management occurs when managers use judgement in financial reporting and in structuring
transaction to alter financial reports to either mislead some stakeholders about the underlying economic
performance of the company or to influence contractual outcomes that depend on reported accounting
numbers”.
6
Managers have some degree of flexibility and discretion in reporting their financial performance and they
may use it either opportunistically to manage earnings (Christie and Zimmerman, 1994) or they may use it
to communicate private value-relevant information about the firm’s future performance (Jones, 1991; Healy
and Palepu, 1993). However, much of the extant literature finds that earnings management is carried out
with the intention of either misleading financial statement users or of biasing contractual outcomes that
depend on accounting earnings. Recent studies have provided evidence of income-increasing opportunistic
earnings management related to initial public offerings (Teoh, Welch and Wong, 1998a; Teoh, Wong and
Rao, 1998), seasoned public offerings (Teoh, Welch and Wong, 1998b), stock financed acquisitions
(Erickson and Wang, 1998), meeting analyst earnings expectations (Payne and Robb, 2000; Burgstahler
and Eames, 1998), meeting management forecasts (Kasznik, 1999), and avoiding earnings decreases and
losses (Burgstahler and Dichev, 1997). Examples of settings leading to income-decreasing earnings
management include management buyouts (DeAngelo, 1988; Perry and Williams, 1994), executive
compensation (Healy, 1985; Holthausen, Larcker, and Sloan, 1995), and appeals for import relief (Jones,
1991). This body of research has found convincing evidence of opportunistic earnings management in
settings where there exist strong incentives to manage earnings.
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reliable measure of a firm’s financial performance. The less reliable earnings are, the less
informative and useful they become. Accordingly, it is justifiable to use earnings
management as an indicator of the reliability of earnings.
Accounting earnings are more reliable and informative when managers’
opportunistic behaviour is controlled using monitoring systems (e.g. Wild, 1996; Dechow
et al., 1996). Klein (2002b) and Peasnell et al. (2000a) show that monitoring attributable
to corporate governance reduces management’s capacity to manage earnings.7
Monitoring attributable to corporate governance has the capacity to improve the
reliability of accounting earnings; and therefore, increases the informativenss of
accounting earnings. Corporate governance also helps investors by aligning the interest of
managers with the interests of shareholders and enhancing the reliability of financial
information and the integrity of the financial reporting process (Watts and Zimmerman,
1986).8 The results of Gul and Tsui (2001) support the effectiveness of corporate
governance as a monitoring system.
Given that earnings management are negatively associated with corporate
governance and that corporate governance is positively associated with the integrity of
the financial reporting process, it is then justifiable to also use corporate governance as an
indicator of the reliability of accounting earnings.

7

Corporate governance is a system used to achieve firm objectives and monitor performance (OECD,
1999). Good corporate governance should align the objectives of management with the objectives of
shareholders (Cadbury report, 1992; OECD, 1999) and should facilitate effective monitoring, thereby
encouraging managers to use resources more efficiently (OECD, 1999).
8

Corporate governance’s primary objective is not to directly improve corporate performance, but to resolve
agency problems by aligning management’s interests with the interests of shareholders (Maher and
Andersson, 2000). A large segment of the corporate governance literature focuses on directly linking
corporate governance to corporate performance. Empirical results from the literature are mixed and
indecisive (Lawrence and Stapledon, 1999).
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Most returns-earnings studies fail to account for earnings reliability, which is a key
characteristic for earnings informativeness. If corporate governance and/or earnings
management improve the explanatory power of accounting earnings, then the results
should support the proposition that investors use other value relevant information (i.e.
corporate governance and earnings management) to assess the reliability of accounting
earnings.
While there is little guidance on how corporate governance impacts on the
information content of accounting earnings, extant research offers no theoretical
comprehensive explanation for the role earnings management tends to play in the
corporate governance-earnings informativeness relationship. As a result, the primary
research question is:
“Does corporate governance influence the information content of
accounting earnings in the presence of earnings management?”

1.3 ADDRESSING THE PROBLEM
The study’s primary objective is to investigate the association between corporate
governance and earnings informativeness in the presence of earnings management. In this
thesis, the information content of earnings (value relevance of earnings) is measured
using the earnings response coefficient. The earnings response coefficient is a measure of
the extent to which new earnings information is capitalised in share prices (Cho and Jung,
1991). Earnings management is measured using the magnitude of abnormal accruals as
estimated by the modified Jones (Dechow et al., 1995) model.
A review of the corporate governance literature revealed nine attributes that were
expected to impact on shareholders’ perception of earnings reliability due to their role in
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enhancing the integrity of the financial reporting process. The nine attributes represent
three categories of corporate governance: 1) organisational monitoring; 2) incentive
alignment; and 3) governance structure.
Organisational monitoring includes ownership concentration, debt reliance, board
independence, and the independence and competence of the audit committee. Incentive
alignment includes managerial ownership and independent directors’ ownership.
Governance structure includes CEO dominance and board size. These attributes are used
in this study to assess the impact of corporate governance on earnings management and
the information content of earnings.
Based on Ohlson’s (1995) model, the change in value model, as developed by
Easton and Harris (1991), is modified to include the proposed interaction between
corporate governance and earnings management. Pooled GLS regression is employed as
the primary technique to estimate the coefficients. The returns-earnings model is then
tested after incorporating earnings management, corporate governance, or both. These

coefficients are then examined using the Wald test to find out whether the earnings
response coefficients after incorporating indictors of earnings reliability are significantly
different from the earnings response coefficients irrespective of any propositions. A
direct regression model is used to examine the connections between corporate governance
and earnings management.
The results reveal the following. First, board size and audit committee
independence are negatively associated with the empirical indicator of earnings
management at significant levels. Second, the empirical indicator of CEO dominance
significantly decreases the incremental information content of earnings and improves the
overall explanatory power of the returns-earnings model. Third, conditioning on the

7
empirical indicator of earnings management significantly improves the effect of corporate
governance on earnings response coefficients and the overall explanatory power of
earnings. Additional tests show that board size, managerial ownership and debt reliance
are negatively associated with share returns at significant levels (see Appendix A).

1.4 CONTRIBUTION TO KNOWLEDGE
The major contribution is investigating, within the Australian context, the impact of
corporate governance attributes on the returns-earnings relationship when managers’ have
an incentive to manage earnings. The results will identify circumstances where the
informational contributions of accounting earnings differ. This, in turn, provides a greater
understanding of the contextual nature of the returns-earnings relationship. In doing so,
the study will contribute to five groups: investors, corporations, regulators, educators, and
researchers.

1.4.1 Investors
The results should confirm investors’ perception about the role corporate
governance plays in enhancing the reliability of the financial reporting process and the
information content of accounting earnings. Measuring corporate governance allows
investors to be mindful of management’s capacity to alter accounting earnings for
opportunistic purposes, which helps investors in evaluating the informativenss and
reliability of accounting earnings. The results from this study will unlock a new door for
investors to improve their decision-making process.

1.4.2 Corporations
Corporate governance is related to issues concerning the structure of the
corporation, such as share holdings, boards, and board committees. Corporations need to
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satisfy shareholders and attract potential investors by adopting good corporate
governance practices. The results should highlight the importance of good corporate
governance practices by measuring the impact of corporate governance practices on
market’s response to accounting earnings. This enables corporations to evaluate the
efficiency of corporate governance in enhancing the reliability and the information
content of the end product, being the financial reports. Once shareholders are able to
obtain reliable information about corporate performance, their response to financial
performance measures becomes greater.

1.4.3 Regulators
Any move to harmonise corporate governance practices around the globe requires
evidence that corporate governance systems are effective. This study provides evidence
of the role corporate governance plays in enhancing the reliability of value relevant
information (i.e. accounting earnings).
New corporate governance regulations and revisions of existing corporate
governance rules would be based on evidence from empirical studies rather than
politically motivated debates. Empirically evidence supporting the importance of
corporate governance’s role would:
1. prove that the benefits of imposing governance regulations on firms
outweigh the costs; and
2. provide regulators with sufficient justification to impose additional
corporate governance requirements.

1.4.4 Educators
Educators of corporate governance will have a clearer understanding of the role
corporate governance plays in capital markets. The model will also assist classroom

9
discussions on the role of corporate governance and the analysis of case studies. For
instance, educators could encourage the classroom to evaluate corporate governance
practices for different firms and match their results with each firm’s magnitude of
abnormal accruals and earnings response coefficient, as part of their empirical research
project.

1.4.5 Researchers
Results from the study contribute to the literature in the following ways:
1. As far as it is known, no prior study has, theoretically and empirically,
examined the full interaction among corporate governance, earnings
management, and the earnings response coefficient. The study contributes
to and merges different distinct streams of research.
2. Governance attributes adopted by recent regulatory developments (e.g. SarbanesOxley act of 2002) are empirically tested in the proposed model (i.e. director
independence, financial expertise).
3. The results should clarify the reason behind the inconclusive results
regarding the governance-performance relationship.
4. The results support the view from the literature that abnormal accruals are better
measures of earnings management than other approaches, such as the frequency
distribution approach.
5. The major contribution to the earnings response coefficient research is to show
that corporate governance and earnings management (as indicators of earnings
reliability) are important determinants of earnings response coefficient.
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6. The results provide support for external validity for prior studies by testing
different economic setting, Australia, and by assessing the robustness of
proposed theories.

1.5 ORGANISATION OF THE THESIS
Chapter Two develops a model, which relates corporate governance attributes and
earnings management to the information content of accounting earnings. The constructs
in the model are identified and justified by analysing the existing literature. Finally, the
chapter discusses propositions and limitations.
Chapter Three describes the research method and techniques used to test the
propositions stated in Chapter Two. Chapter Three begins with an overview of the
models and restatements of the propositions as hypotheses to be empirically tested. A
description of the sample, study period, and data collection is followed by the
operationalisation of the theoretical constructs. Finally, the chapter presents an
explanation of the analysis procedures
Chapter Four starts with descriptive statistics and correlation analysis. This is
followed by the presentation of the results of the tested models and the inferences drawn
from the tests of the hypotheses. The chapter concludes with a discussion of the
robustness checks for the models.
Chapter Five summarises the finding of the study including limitation of the results.
Chapter Five also investigates the impact of the results on future research. The conclusion
restates the study’s contribution to knowledge.
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CHAPTER TWO:
THEORY DEVELOPMENT

2.1 INTRODUCTION
Chapter One identified the need for indicators of the reliability of accounting
earnings. It also identified earnings management and corporate governance as possible
indicators of earnings reliability. Chapter Two develops the theoretical link among
corporate governance, earnings management, and the information content of accounting
earnings. A set of propositions are structured to test the model, by drawing on the
accounting and corporate law literature. The model is based on the view that shareholders
use earnings management and corporate governance as guiding cues in their assessment
of the reliability of earnings.
The chapter proceeds by proposing a general model in section 2.2. The model
identifies nine attributes within three major aspects of corporate governance as likely to
influence the reliability of accounting earnings. Next, the chapter discusses the literature
on the information content of accounting earnings and earnings management in sections
2.3 and 2.4. Section 2.5 discusses the relevant literature for corporate governance
attributes. The limitations are discussed in section 2.6. Section 2.7 provides a summary of
the chapter and the propositions.
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2.2 MODEL OVERVIEW
Corporate governance and earnings management can be used as proxies for
earnings reliability in the returns-earnings model. In particular, the model’s focus is on
measuring the improvement in the overall explanatory power of earnings by introducing
corporate governance and earnings management, as well as examining the connections
among corporate governance, earnings management, and the value-relevance of earnings.
Accounting earnings are deemed value relevant due to the association between
share returns and accounting earnings (e.g. Easton and Harris, 1991; Kormendi and Lipe,
1987). The association is based on shareholders’ reaction to accounting earnings, which
is dependent on shareholders’ perception of earnings usefulness and reliability.
Empirical results show earnings to be modestly informative in explaining
movements in share prices (e.g. Ramakrishnan and Thomas, 1998; Collins et al., 1994;
Ryan and Zarowin, 1993; Lev, 1989). Equation 1 presents the returns-earnings (Easton
and Harris, 1991) model.9
Equation 1: Returns and Earnings association based on the earnings valuation model.

Rj = β0 + β1 Ej + β2 ∆Ej + υj

Rj is the change in the price per share of firm j scaled by beginning price.
Ej is accounting earnings per share of firm j.
∆Ej is the change in accounting earnings per share of firm j.

A valuable explanation of the weak returns-earnings association is that accounting
earnings lack information relating to future earnings and cash flows (e.g. Kallunki and
Martikainen, 1997; Easton et al., 1992; Lev, 1989). The incidence of earnings
manipulations by managers prevents accounting earnings from being a reliable measure
9

As noted in Easton and Harris (1991), Ohlson (1989), and Ali and Zarowin (1992), earnings level and
earnings changes have different valuation implications depending on the presence of non-permanent
earnings. When earnings consist of a mixture of permanent and non-permanent earnings components,
unexpected earnings can be better estimated by a weighted average of earnings level and earnings change.
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of future earnings and cash flows (e.g. Lev, 1989; Wang et al., 1994; Ali and Hwang,
1995). The less reliable are accounting earnings, the less informative they are in relation
to future earnings and cash flows (Cheng et al., 1996, 1997).
If reliable earnings are useful to shareholders, then reliable earnings are more value
relevant than less reliable earnings. Thus, indicators of earnings reliability (i.e. corporate
governance and earnings management) should be value relevant due to their usefulness to
shareholders.
It follows that the information content of accounting earnings is reduced by
indicators of less reliable earnings, such as managed earnings (e.g. Wang et al., 1994; Ali
and Hwang, 1995; Cheng et al., 1997). The link between corporate governance and the
information content of accounting earnings is based on the view that corporate
governance influences shareholders’ perception earnings reliability through its influence
over management’s activities and opportunistic behaviour. A segment of earnings studies
empirically supported this view on the link between corporate governance and earnings
management (see Table 2-1). 10

10

While Healy and Wahlen (1999) suggest that there is overwhelming evidence to support the view that
earnings management are made for opportunistic purposes, there is not much support for the view that
earnings are managed for efficiency reasons. Hence, earnings management are expected to be opportunistic.
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Table 2-1: Relevant prior studies

Governance
Attributes

Corporate
Governance and the
information content
of earnings

Corporate
Governance and
Earnings
Management

Corporate
Governance and
Performance

Ownership
Concentration

Bryan et al., 2004.

Dempsey et al., 1993.

Managerial
Ownership

Bryan et al., 2004; Gabrielsen
et al., 2002; Gul et al., 2002;
Warfield et al., 1995.

Bowen et al., 2004; Peasnell et
al., 1998; Dechow et al., 1996;
Warfield et al., 1995.

Firth, et al., 2002; Demsetz
and Villalonga, 2001; Füerst
and Kang, 2000; Lehmann and
Weigand, 2000; Pedersen and
Thomsen, 1999; Burkart et al.,
1997; Bebchuk, 1994; Shleifer
and Vishny, 1986; Stiglitz,
1985.
Balatbat et al., 2004; Bowen et
al., 2004; Faccio and Lasfer,
1999; Agrawal and Knoeber,
1996.
Fiegener et al., 1996; Oswald
and Jahera, 1991; Kim et al.,
1988; Kesner, 1987; Lloyd et
al., 1986.
Firth, et al., 2002; Agrawal
and Knoeber, 1996; Grossman
and Hart, 1982.

Chtourou et al., 2001.

Independent
Directors’ Ownership
Debt Reliance

Gul et al., 2000; Dhaliwal et
al., 1991; Watts and
Zimmerman 1990 and 1986.

Gul et al., 2000; DeFond and
Jiambalvo, 1994; Sweeney,
1994; Watts and Zimmerman,
1990 and 1986.
Chtourou et al., 2001; Dechow
et al., 1996.

CEO dominance

Bryan et al., 2004; Anderson et
al., 2003.

Board Size

Vafeas, 2000.

Ching et al., 2002; Chtourou et
al., 2001; Alonso et al., 2000;
Dechow et al., 1996.

Board Independence

Anderson et al., 2003; Vafeas,
2000.

Xie et al., 2003; Klein, 2002b;
Chtourou et al., 2001; Alonso
et al., 2000; Peasnell et al.,
2000 and 1998; Dechow et al.,
1996.

Audit Committee
Independence
Audit Committee
Competence

Bryan et al., 2004.

Xie et al., 2003; Klein, 2002b;
Chtourou et al., 2001; Peasnell
et al., 2000.

Coles et al., 2001; Fosberg and
Nelson, 1999; Dalton et al,
1998; Brickley et al, 1997;
Baliga et al, 1996; Boyd, 1995;
Daily and Dalton, 1993;
Donaldson and Davis, 1991;
Rechner and Dalton, 1991.
Bradbury et al., 2004; Cheng,
2004; Faleye, 2003; Kiel and
Nicholson, 2003; Bhagat and
Black, 1999; Eisenberg et al.,
1998; Brown and Maloney,
1998; Yermack, 1996.
Cotter and Silvester, 2003;
Füerst and Kang, 2000;
Rhoades et al, 2000; Vafeas,
2000; Bhagat and Black, 1999;
Calleja, 1999; Lawrence and
Stapledon, 1999; Dalton et al.,
1998; Hutchinson, 1998;
Klein, 1998; Agrawal and
Knoeber, 1996; Yermack,
1996; Grace et al., 1995; Daily
and Dalton, 1993; Pearce and
Zahra, 1992; Hermalin and
Weisbach, 1991; Baysinger
and Butler, 1985.
Bradbury et al., 2004; Cotter
and Silvester, 2003; Ellstrand
et al., 1999; Klein, 1998.

The attribute is the result of incorporating directors’ independence and expertise. Several
studies have tested the link between the expertise of directors on the audit committee and
earnings management (Bryan et al., 2004; Chtourou et al., 2001; DeZoort and Salterio, 2001;
Xie et al., 2003) or share returns (Defond et al., 2004).

Table 2-1 shows studies that empirically examined the impact of corporate
governance on performance, earnings management, and earnings informativeness. While
there are numerous attributes of corporate governance, nine attributes are selected
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because of their potential impact on shareholders’ perception of the reliability of the
financial reporting process (i.e. reported earnings). 11, 12
The underlying assumption for using these attributes is that while shareholders
respond to earnings reliability, they also respond to a number of cues that confirm the
reliability of earnings. In this research, these cues are corporate governance attributes and
earnings management.
Corporate governance attributes are useful in signalling to shareholders the degree
of managerial manipulations (e.g. Beasley, 1996; Dechow et al., 1996). This, in turn,
indicates the level of earnings reliability. The third column of Table 2-1 shows the
research where corporate governance impacts on earnings reliability. This research
extends this relationship by proposing shareholders form a perception of earnings
reliability based on cues, such as corporate governance. Each governance attribute
impacts on shareholders’ perception as follows:
1. Ownership concentration:
Shareholders are likely to expect that larger shareholders have an incentive to monitor
management and reduce managers’ ability to act opportunistically. Less opportunistic
manipulations lead to more reliable and value relevant earnings (e.g. Lev, 1989;
Wang et al., 1994; Ali and Hwang, 1995).

11

While some attributes were not selected in order to avoid nesting problems, Appendix C discusses and
justifies the exclusion of other related attributes of corporate governance.
12
The research framework is based on the assumption that corporate governance attributes are independent
of each other. There is no overwhelming evidence in the corporate governance literature that establishes an
interaction among the attributes of corporate governance used in the study. However, if a harmful
interaction does exist between any of corporate governance attributes, statistical techniques will be used to
avoid endogeneity problems (Section 3.5.4 for details).

16
2. Debt reliance:
Shareholders are likely to expect that high debt reliance accompanies higher debt
monitoring. Creditors have an incentive to monitor managers and reduce their
manipulations when their investments are large (e.g. Daniels, 1995; OECD, 1995).
3. Board independence:
Shareholders are likely to expect outside directors on the board as vigilant monitors of
management’s performance and behaviour. Board monitoring is likely to control
managerial behaviour (e.g. Johnson et al., 1996; Bainbridge, 1993; Fama, 1980).
4. Audit Committee Independence: 13
Shareholders are likely to perceive outside directors as efficient monitors of the
financial reporting process. The independence of directors on the audit committee has
the prospective to reduce management’s manipulation of the financial reporting
process (e.g. Klein, 2002b).
5. Audit committee competence: 14
Shareholders are likely to perceive outside directors with financial expertise sitting on
the audit committee as efficient monitors. Financial expertise enables directors to
detect and prevent opportunistic manipulation from occurring in the financial reports
(e.g. Abbott et al., 2002).
6. Managerial ownership:
Shareholders are likely to perceive that managers’ interests are aligned with their
interests when managers become shareholders. Thus, managers with equity stakes in

13

Audit committee independence is included with caution after checking for harmful collinearity with
board independence or audit committee competence.
14
Competence is used only in this study to represent the merging effect of committee independence and
director expertise.
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the firm are more likely to report reliable earnings that reflect the underlying
economic value of the firm (Warfield et al. 1995).
7.

Independent directors’ ownership:

Shareholders are likely to perceive ownership by independent directors as a means to
bring closer the interests of independent directors with interests of shareholders. Thus,
greater ownership by independent directors reduces the likelihood of directors
deviating from the interest of shareholders (e.g. Bhagat and Black, 1999; Bhagat et
al., 1999).
8. Board size:
Shareholders are likely to perceive large boards are having a substantial number of
experienced directors and are able to dedicate more directors into monitoring
managers. Larger board are associated with greater monitoring capacity over
managers’ opportunistic behaviour (e.g. Xie et al., 2003; Chtourou et al., 2001).
9. CEO dominance:
Shareholders are likely to perceive a greater monitoring capacity by the board when
the chairman of the board is independent of management.15 Thus, CEO dominance
indicates that less control is likely to be exercised over management’s activities and
behaviour (Finkelstein and D’Aveni, 1994).
These nine attributes of corporate governance have been shown to improve the
integrity of the financial reporting process; and therefore, increases the reliability and
value relevance of accounting earnings. While there is little guidance on how corporate
governance interacts with information content of earnings, extant research offers no
comprehensive explanation for the potential role earnings management tends to play in
15

While chairperson is the correct term, the literature seems to persist in using the term chairman. As the
study derives its constructs from the literature, chairman is used through out this research.
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the link between corporate governance and the information content of accounting
earnings.
The second column of Table 2-1 shows the attributes of governance that have been
associated with the information content of earnings. In general, there is little consistent
evidence that show governance to affect the information content of earnings. Section 2.3
presents the information content of earnings literature and proposes corporate governance
attributes as variables that interact with earnings to inform the market.

2.3 VALUE RELEVANCE OF ACCOUNTING EARNINGS
The value-relevance stream of research is based on the premise that if information
is useful, investors will adjust their behaviour and the market will respond quickly
through changes in share prices. Therefore, information is considered relevant if share
returns are associated with the release of the information.
The information content of accounting earnings is based on the understanding that
accounting earnings, as a performance measure, are value relevant (e.g. Beaver, 1998;
Kallunki and Martikainen, 1997; Lev, 1989). There has been significant range of studies,
since Ball and Brown (1968), empirically showing the importance of accounting earnings
as value-relevant information for investors (e.g. Liu and Thomas, 2000; Lipe et al., 1998;
Das and Lev, 1994; Wild, 1992; Easton and Harris, 1991; Collins and Kothari 1989).16
A primary research design consideration for value relevance research is the
selection of the model used in the tests. Residual income valuation models (e.g. Ohlson
model, 1995) express firm value as the sum of the book value of equity and the present
value of future abnormal earnings (Ota, 2001). Thus, if share prices are a linear function

16

This list is indicative and not intended to be exhaustive.
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of only book value of equity and expected abnormal earnings, then share returns are a
linear function of level of earnings and change of earnings.17
Earnings level, ceteris paribus, is derived from change in book value and change in
earnings is derived from the movement of earnings level from period t0 to t1. Thus, the
Easton and Harris (1991) returns model is a measure of the change in price from period t0
to t1 relative to the change in the Ohlson (1995) residual income model.
The value-relevance of a particular firm’s accounting earnings depends on the
ability of current accounting earnings to facilitate the prediction of future returns by
predicting future earnings and cash flows. Reliable earnings are price informative,
because empirical evidence shows that reliable measures of future earnings and cash
flows (i.e. permanent earnings) provide value relevant information (Cheng et al., 1996,
1997).
Although the market places greater emphasis on reliable earnings (Freeman and
Tse, 1992), it is hard for shareholders to observe the reliability of earnings. Alternatively,
shareholders use cues to guide the assessment of earnings reliability. The cues should be
those that affect the actual earnings reliability.
It is proposed that there are two main indicators of earnings reliability that will be
investigated: 1) earnings management; and 2) corporate governance. The importance of
earnings reliability rests with the assumption that more reliable earnings will be of greater
relevance in assessing the value of a firm. Next, the literature relating to earnings
management and corporate governance is discussed.
17

Deng and Lev (1998) recognize that the share prices (price model) may suffer from size-related problems
(scale effect) and may not be well specified. Scale effects are generally understood to arise from the fact
that large (small) firms will have large (small) market capitalization, large (small) book value, and large
(small) earnings. In contrast, share returns (returns model) do not suffer such problems (scale-free) because
the variables used in the model are deflated by the lagged market value of equity and therefore scale-free
(Easton, 1999; Easton and Sommers, 2003).
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2.4 EARNINGS MANAGEMENT
Earnings management is an outcome of some degree of flexibility and discretion
managers have in reporting their financial performance. Managers may use this discretion
to either opportunistically manage earnings (Christie and Zimmerman, 1994) or
communicate private value-relevant information about the firm’s future performance
(Jones, 1991; Healy and Palepu, 1993). However, much of the extant literature finds that
earnings management is carried out with the intention of either misleading financial
statement users or of biasing contractual outcomes that depend on accounting earnings
(e.g. Burgstahler and Eames, 2003; Payne and Robb, 2000).
Management’s incentive to opportunistically manage earnings is driven by
contractual agreements and/or change in economic environments. Contractual agreements
can take the form of management compensation (eg. Healy, 1985; Holthausen et al.,
1995) or debt covenants (eg. DeAngelo et al., 1994; DeFond and Jiambalvo, 1994). For
example:
•

Reliance on earnings-based compensation systems can supply managers with
incentives to increase their personal wealth by managing earnings upwards or
downwards. Managing earnings would allow the maximisation of their
remuneration for the current period or future periods depending on the parameters
of the compensation system (Healy, 1985; Holthausen et al., 1995).

•

Debt covenant presents managers with an incentive to manage earnings to avoid
violating their debt contracts (DeFond and Jiambalvo, 1994).

•

Managers alter earnings to mask poor managerial performance and safeguard
themselves from possible dismissals (Dharan and Lev, 1993).
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While there are numerous incentives for managers to manage earnings, the
literature empirically supports the view that managers manage earnings only when they
have an incentive to do so (e.g. Dechow et al., 2000; Peasnell et al., 2000a; Degeorge et
al., 1999; Burgstahler and Dichev 1997; Holthausen et al., 1995; Healy, 1985). While
firms with high earnings management are deemed to have an incentive to manage
earnings, lower levels of earnings management indicate that managers have no incentive
to manage earnings.
An important line of current research has focused on corporate governance and its
impact on earnings management. This line of research was initiated by Beasley (1996)
and Dechow et al. (1996). Both papers empirically show that certain attributes of
corporate governance are generally associated with earnings manipulations. Other
empirical studies established an association between corporate governance and earnings
management (e.g. Peasnell et al., 1998, 2000a; Chtourou et al., 2001). In the current
paper, the impact of corporate governance attributes on earnings management is tested,
which may increase support for the view that corporate governance plays a monitoring
role rather than a performance enhancing role.

Proposition One: Corporate governance is associated with earnings management.18

Knowing management’s ability to manage earnings, shareholders assess their
perception of accounting earnings by looking for other information (i.e. earnings
management) that verify the earnings reliability. Earnings management is adversely
associated with reliable measures of future earnings, such as permanent earnings
18

As corporate governance is represented by nine attributes, the proposition is expressed in general terms
as the directionality of the relationship depends on the nature of each corporate governance attribute.
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(Kothari, 2001). This is empirically supported by Subramanyam (1996b). Subramanyam
(1996b) finds that managed earnings (abnormal accruals) are less value relevant than
unmanaged earnings (normal accruals) by comparing the response coefficient of both
forms of earnings.19
An adverse association between earnings management and the information content
of accounting earnings is empirically established in the literature. For example, Ali and
Hwang (1995) find that as accruals management increases, the information content of
accounting earnings decreases.20 Cheng et al. (1997) also provide evidence suggesting
that non-permanent accruals affect the information content of accounting earnings.
The relationship between earnings management and the information content of
accounting earnings is based on the argument that the less reliable earnings are less
informative. Most prior studies have tested the impact of earnings management on the
information content of accounting earnings only during special events (see Table 2-2).
Table 2-2: A summary of the literature on the link between earnings management and the
information content of earnings

Special Events
Equity offering announcements
High debt levels
High growth
Substantial earnings surprises
Non-linear returns-earnings
19

Earnings management and information
content of earnings
Marquardt and Wiedman, 2004; Shivakumar,
2000; Rangan, 1998; Teoh et al., 1998
Gul et al., 2000; Watts and Zimmerman, 1990;
1986
Gul et al., 2000
Defond and Park, 2001
Sankar, 2000

The basic principle of accrual accounting is that earnings (accruals + cash flows) is a better indicator of
future earnings, dividends, and cash flows than current and past cash flows (Barth et al., 1999). Thus,
accruals are value relevant. However, accruals are subject to manipulation. Abnormal accruals either reflect
opportunistic earnings management or communicate value relevant information. The results of Gul et al.
(2003) are consistent with the notion that auditors anticipate managers to use accruals in non-value
maximizing behaviour to conceal poor performance.
20
There are two vehicles through which earnings can be managed: first, through choice of accounting
methods; and second, through estimation of accruals (Burilovich and Kattelus, 1997). Manipulation of
accounting accruals is likely to be a favoured instrument for earnings management because it has no direct
consequences on cash from operations and is relatively difficult to detect (Schipper, 1989; Burilovich and
Kattelus, 1997).
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The empirical findings comply with the suggestion that earnings management
contains useful information to shareholders in their assessment of earnings reliability. As
firms that engage less in earnings management are likely to offer more permanent
accounting earnings (e.g. Kothari, 2001; Ali and Hwang, 1995; Wang et al., 1994; Lev,
1989), it follows that a firm with high magnitudes of earnings management would likely
produce less permanent and less informative earnings than a firm with low magnitude of
earnings management.

Proposition Two: Earnings Management is negatively associated with the information
content of earnings.

2.5 CORPORATE GOVERNANCE ATTRIBUTES
Due to its adverse impact on management’s ability to manage earnings (e.g. Klein
2002b; Peasnell et al., 2000a) and the difficulty markets may have in detecting earnings
management, corporate governance is useful to shareholders in assessing the reliability of
earnings. While corporate governance attributes are expected to provide shareholders
with information about management’s capacity to alter accounting earnings
opportunistically (Klein 2002b; Peasnell et al., 2000a), a large segment of the corporate
governance literature focuses on linking corporate governance to corporate performance.
Empirical results from the literature on the governance-performance relationship are
mixed and inconclusive (Lawrence and Stapledon, 1999). The Hampel committee (1997)
states:
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“it is important to recognise there is no hard evidence to link corporate
governance to corporate performance, although the committee believes
that good governance enhances that prospect”.
The mixed results indicate that corporate governance may play a role other than
enhancing firm performance. Agency theory suggests a direct relation between effective
monitoring of management and reduced costs of dysfunctional behaviour, rather than a
direct increase of performance (Jensen and Meckling, 1976). Hence, corporate
governance may act as an assurance to shareholders on the reliability of information
provided by managers. Most studies that have corporate governance attributes to be
significant have focused on its role in reducing agency costs and aligning managers’
interests with the shareholders’.
Corporate governance’s primary objective is not to directly improve corporate
performance, but to resolve agency problems by aligning management’s interests with the
interests of shareholders (Maher and Andersson, 2000). Corporate governance achieves
the same primary objective by watching over management’s performance and inspecting
the financial reporting process.
Regulatory development (e.g. Sarbanes-Oxley Act of 2002) suggests that corporate
governance should impact on shareholders’ perception of the information content of
accounting earnings. Thus, in situations when accounting earnings are less reliable,
shareholders’ response to earnings is likely to depend on corporate governance as an
indicator of earnings reliability.21

21

Given that the nature of ASX rulings does not regard corporate governance practices compulsory, thus
using Australian data provides an opportunity to test the impact of different degrees of corporate
governance practices.
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Shareholders’ perception is an outcome that depends on value-relevant cues (i.e.
corporate governance) to assist in understanding the degree of earnings reliability (e.g.
Wang et al., 1994; Ali and Hwang, 1995; Cheng et al., 1997). The existence of strong
corporate governance may increase the value relevance of earnings through a perception
of greater integrity of financial reporting and improved reliability management’s
performance measures (i.e. reported earnings).

Proposition Three: Corporate governance is associated with the information content of
earnings.22

The role of corporate governance is more useful when managers have an incentive
to deviate from shareholders’ interests (Maher and Andersson, 2000). One example of
management’s deviation from shareholders’ interests is the management of earnings
through the use of accounting accruals (Christie and Zimmerman, 1994). The current
study argues that corporate governance is likely to improve shareholders’ perception of
the reliability of earnings in situations of earnings management.
Information dynamics models (i.e. Ohlson, 1995) provide a testable pricing
equation that also identifies the roles non-accounting information (i.e. corporate
governance) plays in firm value. Based on a formal valuation model of share returns
developed by Easton and Harris (1991), corporate governance can be incorporated to
model its impact on the information content of earnings after conditioning on earnings
management (see Equation 2).

22

As corporate governance is represented by nine attributes, the proposition is expressed in general terms
as the directionality of the relationship depends on the nature of each corporate governance attribute.
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Equation 2: Corporate governance, earnings management, and the information content of
accounting earnings

Rj = β0 + β1 Ej + β2 ∆Ej + υj

β1 + β2= f (CG⏐EM)

Rj
is the change in the price per share of firm j scaled by beginning price.
Ej
is accounting earnings per share of firm j.
∆Ej
is the change in accounting earnings per share of firm j.
CG⏐EM is corporate governance attributes conditioned by earnings management.

Equation 2 explains that shareholders use additional variables, in this case corporate
governance conditioned by earnings management, to guide their assessment of earnings
reliability. The equation is based on the notion that earnings management and corporate
governance are used as cues by shareholders to assess the information content of
earnings. While earnings management reflects management’s incentive to act
opportunistically, corporate governance is used to reflect the degree of control exercised
over the financial reporting process (e.g. Peasnell et al., 1998, 2000a; Chtourou et al.,
2001). Based on this model, proposition four is formulated as follows:

Proposition Four: Managers’ incentive to manage earnings moderates the association
between corporate governance and the information content of earnings.23

Corporate governance is a meta concept. The subsequent sub-sections deals with
the attributes of corporate governance discussed previously and how they interact with
earnings to impact on share returns.

23

As corporate governance is represented by nine attributes, the proposition is expressed in general terms
as the directionality of the relationship depends on the nature of each corporate governance attribute.
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2.5.1 Organisational Monitoring
2.5.1.1 Ownership Concentration
Ownership concentration is a measure of the existence of large shareholders in a
firm (Thomsen and Pedersen, 2000).24 Large shareholders have greater incentives to
monitor management, because the costs associated with monitoring management are less
than the expected benefits to their large equity holdings in the firm. Ramsey and Blair
(1993) suggest that increased ownership concentration provides large shareholders with
sufficient incentives to monitor managers. Demsetz and Lehn (1985) and Stiglitz (1985)
empirically support this view by finding that large equity holders have incentives to bear
the fixed costs of collecting information and to engage in monitoring management.
In contrast, dispersed ownership leads to weaker incentives to monitor management
(Maher and Andersson, 2000). In situations where shareholders hold low stakes in the
firm, shareholders have little or no incentive to monitor managers (Ramsay and Blair,
1993; Hart, 1995), because monitoring costs will exceed the gains of monitoring
managers.
Contrary to the view discussed above, other studies (e.g. Bebchuk, 1994; Stiglitz,
1985) suggest that ownership concentration may negatively affect the value of the firm,
because large shareholders have the capacity to abuse their position of dominant control
at the expense of minority shareholders. However, the willingness of large shareholders
to expropriate minority shareholders’ wealth may be constrained by other incentives,

24

A large segment of the literature on ownership concentration has focused either on the causes of
ownership concentration (e.g. Kahn and Winton, 1998; Maug, 1998; Roe, 1994; Bhide, 1993; Holmstrom
and Tirole, 1993; Huddart, 1993; Coffee, 1991; Black, 1990; Mayer, 1988) or the causes of changes in
ownership concentration (e.g. Kaplan and Stromberg, 2003; Gompers and Lerner, 1999; Hellman, 1997;
Levin, 1995; Bartlett, 1994; Berglof, 1994). Only a small segment of the literature analyses the outcome of
ownership concentration, which is explained in the rest of this section.
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such as legal remedies available to minority shareholders and the incentive to end
management’s absolute control over the firm.
Bennedsen and Wolfenzon (2000) argue that larger shareholders are recognised by
minority shareholders as a signal of a better monitoring environment. Their argument is
consistent with the view that ownership concentration is a monitoring attribute of
corporate governance (La Porta et al., 1998).
Building on the agency framework developed by Jensen and Meckling (1976), the
existence of large shareholders is expected to lower opportunistic earnings management.
The justification for this is that managers at publicly traded firms either lose their control
to large shareholders or are constantly monitored by large shareholders.
If higher ownership concentration increases monitoring over management (Demsetz
and Lehn, 1985; Stiglitz, 1985), higher ownership concentration should decrease
management’s capacity to alter accounting earnings and increase the reliability earnings.
Dempsey et al. (1993) finds that different categories of ownership concentration are
related to different levels of opportunistic earnings management.
Earnings management also reflects the strength of management’s incentive to
manage

earnings.

Once

managers

have

no

incentive

to

manage

earnings

opportunistically, they act according to the interest of shareholders, and thus ownership
concentration should not have an impact on shareholders’ perception of accounting
earnings.
Given the impact of ownership concentration on earnings management and earnings
reliability, highly concentrated ownership should affect shareholders’ perception of
earnings reliability and relevance after conditioning on earnings management. Thus, less
reliable earnings associated with high ownership concentration are perceived by
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shareholders to be more value relevant than those associated with lower ownership
concentration.
As shareholders perceive that monitoring caused by higher ownership concentration
reduces earnings management and enhances the reliability and relevance of accounting
earnings, the propositions are:
•

Highly concentrated ownership is negatively related to earnings management.

•

Highly concentrated ownership is positively related to the information content of
accounting earnings.25

•

Managers’ incentive to manage earnings moderates the positive association
between highly concentrated ownership and the information content of accounting
earnings.26

2.5.1.2 Debt Reliance
Debt reliance, as a governance mechanism, is based on the view that debt-holders
monitor and evaluate managerial performance. Although the level of debt reliance is an
internal decision, higher debt is expected to be associated with higher monitoring from
debt holders (e.g. Agrawal and Knoeber, 1996; Daniels, 1995).
While the literature suggests firms with high debt are more likely to be associated
with earnings management to avoid debt covenant violations (e.g. DeFond and
Jiambalvo, 1994; Sweeney, 1994), a counter response from the finance literature (e.g.
Rubin, 1990; Jensen, 1986) recognises that debt could have a monitoring effect. An

25

The proposition incorporates a boundary condition that only includes highly concentrated firms to
overcome the confounding effect of firms with perceived limited monitoring contributions.
26
The proposition incorporates two boundary conditions. First, ownership must be highly concentrated to
overcome the confounding effect of firms with perceived limited monitoring contributions. Second, the
proposed link should be conditioned by the existence of an incentive for managers to manage earnings to
reflect the deviation of managers’ interests from the interests of shareholders.
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important part of the financing process is risk assessment by debt-holders. Hence, debtholders have an incentive to monitor managerial performance to assess the risk of the
firm (Legoria et al., 1999). Debt-holders have the potential to serve as external monitors
over managerial performance (Keasey and Wright, 1997; OECD, 1999; Maher and
Andersson, 2000).
Debt-holders have the potential to increase the level of external monitoring because
of their industrial knowledge and continuous transactions (Daniels, 1995). Debt-holders
are able to develop a broadly based benchmark to evaluate firm performance when they
provide loans to a number of different firms in the same industry (Daniels, 1995). The
renewal of short-term or medium term loan agreements gives debt-holders more
opportunities to monitor managerial performance (Daniels, 1995).
Debt contracts reduce dysfunctional behaviour by using accounting numbers (Smith
and Warner, 1979; Leftwich, 1983). Jensen (1986) suggests that the obligations of debt
contracts can reduce management incentive to engage in non-optimal activities. Debtholders tend to use debt covenants in debt contracts to restrict managers from engaging in
investment and financing decisions that reduce the value of debt-holders’ claims (DeFond
and Jiambalvo, 1994).
Debt-holders are able to make demands on a firm’s management within the debt
contract (Dedman, 2000). Failure to meet such demands may result in higher costs of
borrowing or refusal to offer finance. As result, debt-holders have the capacity to pressure
managers to act in the interests of debt-holders.
It can also be argued that managers have the incentive to provide more relevant and
reliable information to debt-holders and comply with debt covenants in order to obtain
finance on more favourable terms. Harris and Raviv (1991) find that the evidence is
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broadly consistent with the view that debt can mitigate agency conflicts. Grossman and
Hart (1982) also assert that debt forces managers to conduct operations more efficiently
in order to lessen the probability of bankruptcy, loss of control and loss of reputation.
Gul and Tsui (2001) provide supporting evidence that debt is a monitoring device
that reduces agency costs. One of the reasons debt reduces agency costs is that debtholders are expected to monitor managers (Rubin, 1990).
Monitoring by debt-holders will depend on the size of stake the debt-holder has in
the business (Daniels, 1995). The higher the debt reliance (leverage), the closer the firm
is to the constraints in the debt covenants (Kalay, 1982). Unless firms are reasonably
close to violation, it is unlikely that the choice of an accounting method will be monitored
by debt restrictions (DeFond and Jiambalvo, 1994). Hence, high leverage justifies a
strong monitoring role by debt-holders (OECD, 1995). A negative association between
debt reliance and opportunistic earnings management can be an outcome of debt-holders
monitoring opportunistic managerial behaviour.
DeFond and Jiambalvo (1994) and Sweeney (1994) find empirical evidence that
earnings are managed when debt covenant is violated. However, tested samples in both
studies only included firms that reported covenant violations. Thus, both studies bear
selection bias due to the exclusion of firms with high debt reliance, but managed to avoid
the violation of debt covenant. The avoidance of debt covenant violation by such firms
can be an outcome of the external monitoring role that debt-holders play in the
governance of borrowing firms. It can be argued that firms, which are unable to avoid
debt covenant violation, strategically manage their earnings in preparation for
renegotiations relating to debt contracts.
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While high debt reliance encourages managers to overcome debt covenant through
earnings management (DeFond and Jiambalvo, 1994; Sweeney, 1994), high debt reliance
gives managers an incentive to operate efficiently and generate sufficient cash flows to
meet its debt obligations (Denis, 2001). Empirical evidence supports the proposition that
increased debt mitigates agency conflicts (see Rozeff, 1982; Harris and Raviv, 1991).
Dhaliwal et al. (1991) finds that the explanatory power of earnings is larger for low
leverage firms. They argue that leverage is a proxy for default risk. However, Dhaliwal et
al. (1991) represents leverage as a dummy variable. Thus, level of debt is used to
partition the sample rather than being used as continuous variable. Just simply
partitioning the sample according to leverage disregards any information that might relate
to the degree of monitoring exercised by debt-holders.
It can be argued that leverage is an indication of a firm’s default risk. The present
study controls for default risk by including a control variable representing systemic risk
(beta risk) when testing debt reliance.
If higher debt reliance increases monitoring over management (Daniels, 1995;
OECD, 1995), higher debt reliance should decrease management’s capacity to alter
accounting earnings and increase the reliability earnings. No prior study has tested the
association between debt reliance, as a monitoring device, and earnings management.
Earnings management can also reflect the strength of management’s incentive to
manage

earnings.

Once

managers

have

no

incentive

to

manage

earnings

opportunistically, they act according to the interest of shareholders, and thus debt reliance
is not expected to have an impact on shareholders’ perception of accounting earnings.
Given the impact of debt reliance is likely to influence earnings management and
earnings reliability, high debt reliance should affect shareholders’ perception of earnings
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reliability and relevance after conditioning on earnings management. Thus, less reliable
earnings associated with high debt reliance are perceived by shareholders to be more
value relevant than those associated with lower debt reliance.
As shareholders perceive that monitoring caused by higher debt reliance reduces
earnings management and enhances the reliability and relevance of accounting earnings,
the propositions are:
•

High debt reliance is negatively related to earnings management.

•

High debt reliance is positively related to the information content of accounting
earnings. 27

•

Managers’ incentive to manage earnings moderates the positive association
between high debt reliance and the information content of accounting earnings. 28

2.5.1.3 Board Independence
The board of directors is the shareholders’ first line of defense against
management’s opportunistic behaviour (Weisbach, 1988; Sundaramurthy, 2000). Boards
of directors have three major responsibilities in a firm (Lawler et al., 2002; Kenton,
1995). First, they are responsible for the strategic direction of the firm (Kesner and
Johnson, 1990; Lorsch and MacIver, 1989). Second, they provide advice and a base for
networking into the corporate community (Westphal, 1999; Lorsch and MacIver, 1989).
Third, they exercise a monitoring function over executive management on behalf of
shareholders (Johnson et al., 1996; Bainbridge, 1993; Fama, 1980). It is the third

27

The proposition incorporates a boundary condition that only includes highly debt reliant firms to
overcome the confounding effect of firms with perceived limited monitoring contributions.
28
The proposition incorporates two boundary conditions. First, debt reliance must be high to overcome the
confounding effect of firms with perceived limited monitoring contributions. Second, the proposed link
should be conditioned by the existence of an incentive for managers to manage earnings to reflect the
deviation of managers’ interests from the interests of shareholders.
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responsibility that should have a direct impact on shareholders’ perception of the firm’s
financial reporting integrity.
Boards of directors monitor management by ensuring that executive managers carry
out their duties in a way that serves the best interests of shareholders (Fama and Jensen,
1983). However, not all boards are vigilant monitors of corporate management
(Sundaramurthy, 2000).
While Fama (1980) asserts that insider dominated boards have a problem of selfmonitoring and particularly weak monitoring over executive officers, Lawler et al. (2002)
also provides data showing that board independence is an important factor in enhancing
the monitoring function of the board.29 The results of Tsui et al. (2001) also support the
expectation that firms with independent boards provide an effective monitoring
mechanism. Previous studies empirically show that board independence is positively
associated with board monitoring (See Table 2-3).30

29

One of the tests performed in Lawler et al. (2002) measures the association between different board
attributes and a firm’s financial and market performance. They found that board independence has the
largest direct impact on share returns. Their finding supports the view that board independence should
affect shareholders’ perception of a firm’s accounting earnings.
30
The Sarbanes-Oxley Act (2002) defines an independent director as a director who:
• Does not accept, directly or indirectly, any consulting, advisory, or other compensatory fee from
the company apart from his/her role as a member of the board of directors and its committees.
• Is not an affiliated person of the company or any of its subsidiaries.
• Does not directly or indirectly controls the company, is controlled by the company, or is under
control along with the company by an executive officer, director, or 10% shareholder.
• Is not a director, executive officer, partner, member, principal, or designee of an affiliated firm.
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Table 2-3: Board Independence and Board Monitoring

Studies
Weisbach (1988)

Rosenstein and Wyatt (1990)
Byrd and Hickman (1992)

Brickley et al. (1994)

Findings
A stronger association was found between prior
performance and the probability of a CEO
resignation for firms with outsider-dominated
boards than for firms with insider-dominated
boards.
The appointment of an outside director who is
an officer of a financial firm increases share
value.
Less-negative returns to shareholders of
bidding firms are associated with boards of
directors in which at least 50% of the members
are independent of firm managers.
The average stock market reaction to
announcements of poison pills is positive when
the board has majority of outside directors and
negative when it does not.

Board independence is established on the assumption that outside directors are
more vigilant than inside directors because:
1. Outside directors focus on financial performance, which is a central component of
monitoring (Fama and Jensen, 1983).
2. Outside directors are more likely than insiders to dismiss CEOs following poor
performance (Weisbach, 1988).
3. Outside directors have an incentive to protect their personal reputations as
independent directors by vigilantly monitoring management (Fama and Jensen,
1983).
In spite of the above, there is an absence of studies empirically examining the
impact of board independence on shareholders’ perception of accounting earnings. Only
Vafeas (2000) and Anderson et al. (2003) have attempted to examine the impact on the
market’s response to accounting earnings. While Vafeas (2000) failed to detect a link
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between board independence and information content of earnings, Anderson et al. (2003)
find that board independence is positively related to the information content of earnings.31
The results from Vafeas (2000) are not surprising because Vafeas’ (2000) sample
contains survivorship bias. The problem with Vafeas (2000) excluding failing firms is
that managers of failing firms tend to have an incentive to manage earnings as a last
means of survival. Thus, Vafeas’ (2000) sample contains firms that on average have a
less incentive to manage earnings, which is likely to explain the reason Vafeas (2000)
was unable to detect the impact of board independence on shareholders’ perception of
accounting earnings. Thus, Vafeas’ (2000) failure to detect an impact is not sufficient
evidence that the link does not exist.
The current study extends the investigations of Vafeas (2000) and Anderson et al.
(2003) by including two portions. First, Vafeas (2000) and Anderson et al. (2003) use a
single proxy for unexpected earnings. Brown et al. (1987) demonstrates that multiple
proxies for unexpected earnings is likely to reduce measurement error bias in regression
estimates of the coefficients relating to unexpected earnings and unexpected returns.
Easton and Harris (1991) also provide empirical evidence that the level of earnings
enhances the returns-earnings relationship. It is difficult to detect the impact of board
independence when the returns-earnings relationship lacks a comprehensive reflection of
shareholders’ response to accounting earnings. Consequently, the present study uses
multiple proxies for unexpected earnings.
Second, Vafeas (2000) and Anderson et al. (2003) did not account of the important
role the existence of an incentive for managers to manage earnings may play in the

31

Although Aderson et al. (2003) supports the current study’s expectations, their results are limited by
testing a single financial period and using a single proxy for unexpected earnings when testing the returnsearnings regression.

37
relation between corporate governance and information content of accounting earnings.
Earnings management reflects the strength of management’s incentive to manage
earnings. Once managers have no incentive to manage earnings opportunistically, they
act according to the interest of shareholders, and thus board independence should not
have an impact on shareholders’ perception of accounting earnings. The link is
strengthened by empirical evidence from the literature supporting the impact of board
independence on opportunistic earnings management (e.g. Peasnell et al., 1998, 2000a;
Chtourou et al., 2001). As a results, the current study tests the interaction between board
independence and the information content of accounting earnings conditioned on
earnings management.
Highly independent boards are expected have an impact on shareholders’ perception
of earnings reliability and relevance after conditioning on earnings management, because
stronger board monitoring should enhance the integrity of the financial reporting process
and should provide assurance to shareholders on the reliability of reported earnings.
Thus, less reliable earnings associated with independent boards are perceived by
shareholders to be more value relevant than those associated with insider dominated
boards.
As shareholders perceive that monitoring caused by higher board independence
reduces earnings management and enhances the information content of accounting
earnings, the propositions are:
•

Highly independent boards are negatively related to earnings management.
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•

Highly independent boards are positively related to the information content of
accounting earnings. 32

•

Managers’ incentive to manage earnings moderates the positive association
between highly independent boards and the information content of accounting
earnings. 33

2.5.1.4 Audit Committee Independence
Boards of directors have to participate in the auditing process, as part of their
monitoring responsibilities.34 With the increase in board responsibilities, certain roles are
allocated to sub-committees. Kesner (1988) and Vance (1983) maintain that most
essential board decisions originate at the committee level, such as audit committees.
Audit committees aim to increase the integrity of the financial auditing process (Klein,
2002a) and the quality of financial reporting (McMullen, 1994).
Audit committees can contribute to internal monitoring by increasing the level of
integrity to the financial auditing process (Klein, 2002a). Dechow et al. (1996) report that
firms without an audit committee are more likely to commit financial fraud.
In September 1998, Securities and Exchange Commission (SEC) Chairman Arthur
Levitt attacked the problem of "earnings management" and called for audit committees to
improve financial reporting quality and effectively monitor executives. Contrary to the
United States and United Kingdom, Australian public companies are currently not
required to form audit committees, either by statute or by ASX listing rules. The decision
32

The proposition incorporates a boundary condition that only includes highly independent boards to
overcome the confounding effect of firms with perceived limited monitoring contributions.
33
The proposition incorporates two boundary conditions. First, boards must be highly independent to
overcome the confounding effect of firms with perceived limited monitoring contributions. Second, the
proposed link should be conditioned by the existence of an incentive for managers to manage earnings to
reflect the deviation of managers’ interests from the interests of shareholders.
34
Auditing is an important form of monitoring used by firms to reduce agency costs (Jensen and Meckling,
1976; Watts and Zimmerman, 1986).
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of the ASX not to mandate audit committees is in conflict with recommendations of the
Working Group on Corporate Practices and Conduct (Bosch Committee) and the
Working Party of the Ministerial Council for Corporations, which have recommended
audit committees be formed by all companies listed on the ASX (Baxter and Pragasam,
1999).35
While Wild (1994a, 1994b) concludes that the magnitude of the market’s reaction
to earnings reports is positively influenced by the formation of audit committees, DeFond
and Jiambalvo (1991) find that the overstatement of earnings is less likely among firms
with audit committees. McMullen (1994) also finds that audit committee existence relates
positively to financial reporting quality.
However, the existence of audit committee alone does necessarily lead to effective
monitoring. Peasnell et al. (2000a) attempted to associate the existence of an audit
committee with earnings management, but did not find a significant relationship. The
results from Peasnell et al. (2000a) were not surprising, because the mere existence of an
audit committee does not guarantee the efficiency of the monitoring process and the
reliability of the financial reporting process. Other factors should be considered when
analysing the role of an audit committee in monitoring management’s behaviour and
performance efficiently, such as directors’ independence.
Audit committees should be independent from management to be able to conduct
effective monitoring, leading to less opportunistic earnings management.36 Independent
audit committees can potentially improve the quality and credibility of financial reporting
35

Given that the formation of audit committees remains essentially unregulated in Australia, audit
committee independence is expected to exhibit considerably greater variation than that found in related
studies undertaken in other countries, mainly the United States. This variation found in Australian firms
provides an improved setting for examining the impact of audit committees.
36
One of the major limitations of using audit committee independence is its supposedly high correlation
with board independence. However, such limitation is overcame by checking for collinearity and testing
each attribute individually and jointly.
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(Guthrie and Turnbull, 1995). Klein (1998) and Verschoor (1993) report that many audit
committees of publicly traded companies are not entirely independent. If outside directors
sitting on the audit committees lack the balance of power, a potential increase in
opportunistic earnings management can be practiced due to weakness in internal
monitoring.
Chtourou et al. (2001) find no association between earnings management and a
dichotomous variable of whether or not an entirely independent audit committee exists.
The results from Chtourou et al. (2001) should not undermine the importance of audit
committee independence. As it is essential for independent directors sitting on the audit
committees to hold the balance of power, it is not necessary for the audit committee to be
made entirely of independent directors to monitor effectively.
Empirical evidence shows that audit committee independence is crucial in reducing
earnings management and increasing the information content of accounting earnings.
While Klein (2002b) finds that earnings management is associated with a dichotomous
variable of whether or not the audit committee has a majority of outside directors, Bryan
et al. (2004) find that audit committee independence is positively associated with the
information content of accounting earnings.
The present study extends prior studies by investigating the impact of highly
independent audit committees on shareholders’ perception of the information content of
accounting earnings after conditioning on earnings management. The link is built on the
notion that independent directors on the audit committee are likely to influence the
perception of shareholders on the reliability of earnings when managers have a strong
incentive to alter earnings opportunistically.
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Earnings management reflects the strength of management’s incentive to manage
earnings. Once managers have no incentive to manage earnings opportunistically, they
act according to the interest of shareholders, and thus audit committee independence
should not have a substantial impact on shareholders’ perception of accounting earnings.
Highly independent audit committees are expected have an impact on shareholders’
perception of earnings reliability and relevance after conditioning on earnings
management, because stronger audit committee monitoring should enhance the integrity
of the financial reporting process and should provide assurance to shareholders on the
reliability of reported earnings. Thus, less reliable earnings associated with independent
audit committees are perceived by shareholders to be more value relevant than those
associated with insider dominated audit committees.
As shareholders perceive that stronger monitoring encouraged by independent audit
committees reduces earnings management and enhances the information content of
accounting earnings, the propositions are:
•

Highly independent audit committees are negatively related to earnings
management.

•

Highly independent audit committees are positively related to the information
content of accounting earnings.

•

Managers’ incentive to manage earnings moderates the positive association
between highly independent audit committees and the information content of
accounting earnings. 37

37

The proposition incorporates a boundary condition. The proposed link should be conditioned by the
existence of an incentive for managers to manage earnings to reflect the deviation of managers’ interests
from the interests of shareholders.
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2.5.1.5 Audit Committee Competence
Audit committee competence is a comprehensive attribute that reflects efficient
monitoring and should provide shareholders with a clear perception about accounting
earnings. Audit committee competence is defined as a combination of independence and
expertise, and is measured by the portion of outside directors with financial expertise
sitting on the audit committee.38 Financial expertise typically is based on employment
experience or certification in accounting /finance (PricewaterhouseCoopers, 2000).
Motivated by recent regulatory requirements (i.e. Sarbanes-Oxley Act, 2002; Blue
Ribbon Panel, 1999) that public companies disclose whether they have independent
directors with financial expert on their audit committee, the impact of independent
directors’ financial expertise on the audit committee is selected as a corporate governance
attribute contributing to the integrity of the financial reporting process. This regulatory
requirement is motivated by the view that independent directors are more likely to use
their expertise to detect and prevent opportunistic managerial behaviour and benefit
shareholders.
While different areas of director expertise may be valuable to the firm, corporate or
financial expertise is an essential requirement for directors sitting on the audit committee
to carry out their responsibilities successfully. The Blue Ribbon Panel’s report (1999)
assumes that members with no experience in accounting or finance are less likely to be
able to detect problems in financial reporting.
The inclusion of competence as an attribute is supported by the findings from
McMullen and Randghun (1996) who find that firms under investigation from the

38

Financial expertise is defined broadly as past employment experience in finance or accounting,
certification in accounting, or other comparable experience resulting in the individual’s financial
sophistication (PricewaterhouseCoopers 2000a, 4). Also see footnote 26 for the Sarbanes-Oxley Act (2002)
definition of an independent director.
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Securities and Exchange Commission are less likely to have financially literate members
on their audit committee. While DeZoort and Salterio (2001) finds that auditormanagement disputes are more when audit committee members lack financial expertise,
Abbott et al. (2002) show that financial misstatements are less likely to occur in firms
with audit committees that have a financial expert.
Given that independent directors’ expertise is an important determinant of the
extent of their monitoring effectiveness, an independent director with no corporate or
financial background may be a well-intentioned monitor, except is not likely to have the
financial sophistication to identify earnings manipulations (i.e. earnings management). In
contrast, an independent director with corporate or financial background is likely to be
more familiar with the different forms of earnings manipulations (Xie et al., 2003).
Following this line of reasoning, independent directors with financial expertise
sitting on the audit committee are likely to provide valuable monitoring. Their level of
monitoring is expected to enhance the integrity of financial reporting process and the
reliability of reported earnings by constraining the extent of earnings management.
Chtourou et al. (2001) empirically demonstrates that the presence of at least one
member with financial expertise sitting on the audit committee is negatively related to the
level of earnings management. After classifying audit committee member into six groups,
Xie et al. (2003) finds a negative association between the proportion of audit committee
members with corporate or investment banking backgrounds and the level of earnings
management.39

39

Xie et al. (2003) fail to detect a significant link between the other four groups of audit committee
members (i.e. Finance, Commercial banking, Legal, and Blockholder) and the level of earnings
management. Given that prior studies support the link (e.g. DeZoort and Salterio, 2001), the findings of Xie
et al. (2003) are not strong evidence that the link does not exist.
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Consequently, highly competent audit committees are expected to have an impact
on shareholders’ perception of earnings reliability and relevance after conditioning on
earnings management, because the link is built on the notion that outside directors with
financial expertise are efficient monitors and would have the experience or the training to
understand and detect opportunistic earnings management. Thus, stronger monitoring
should enhance the integrity of the financial reporting process and should provide
assurance to the shareholders on the reliability of reported earnings. Bryan et al. (2004)
find that financially literate audit committees are positively associated with the
information content of accounting earnings.
As shareholders perceive that monitoring caused by financially literate independent
directors dominating the audit committee reduces earnings management and enhances the
reliability and relevance of earnings, the propositions are:40
•

Highly competent audit committees are negatively related to earnings
management.

•

Highly competent audit committees are positively related to the information
content of accounting earnings.

•

Managers’ incentive to manage earnings moderates the positive association
between highly competent audit committees and the information content of
accounting earnings.

40

The proposition incorporates two boundary conditions. First, audit committees must be highly competent
to overcome the confounding effect of firms with perceived limited monitoring contributions. Second, the
proposed link should be conditioned by the existence of an incentive for managers to manage earnings to
reflect the deviation of managers’ interests from the interests of shareholders.
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2.5.2 Interests’ Alignment
2.5.2.1 Managerial Ownership
Based on agency theory arguments (Jensen and Meckling 1976), managers with a
high ownership interest in the firm are less likely to alter earnings for short term private
gains at the expense of outside shareholders. This is consistent with the idea that
managers whose interests are aligned with shareholders are more likely to report earnings
that reflect the underlying economic value of the firm (Warfield et al. 1995).
The empirical literature finds that firm value is higher when officers and directors
have greater equity ownership (e.g. Agrawal and Knoeber, 1996; Yermack, 1996;
Mehran, 1995).41 However, it can be argued that the increase in value is not an outcome
of positive increase in performance; it is rather the market’s perception of the reliability
of the financial reporting process. It should also be noted that the focus of the study is on
the role managerial ownership plays in improving earnings reliability and financial
reporting integrity and not share performance.
More concentrated share holdings by insiders provide a greater alignment of
interests between managers and shareholders (Singh and Harianto, 1989; Jensen and
Meckling, 1976). Several studies find empirical support to the argument that capital
market pressure leads firms with low managerial ownership to make income-increasing
accounting choices that do not reflect the underlying firm economics (e.g. Klassen, 1997;
Stein, 1989; Jensen, 1986).
Alexander and Cohen (1999) examine the relationship between ownership structure
and corporate crime. They find that corporate crime occurs less frequently among firms

41

While evidence from the United Kingdom finds a linear relationship between managerial ownership and
performance (e.g. Thompson et al., 1992), empirical literature from the United States suggests that the
relationship is non-linear (e.g. Kole, 1995; McConnell and Servaes, 1995, 1990; Morck et al., 1988).
However, the impact on performance is not the focus of the current study.
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with larger managerial ownership, which is consistent with evidence that ownership
structure plays an important role in aligning the hidden actions of top management with
the interest of the shareholders.
If higher managerial ownership increases the alignment of interests between
managers and shareholders (e.g. Singh and Harianto, 1989; Jensen and Meckling, 1976),
higher managerial ownership should increase the reliability earnings. While several
empirical studies find a negative association between insiders’ ownership and earnings
management (Gul et al., 2003; Klein, 2002b; Warfield et al., 1995), Warfield et al. (1995)
and Gul et al. (2003) find that managerial ownership is positively related the explanatory
power of earnings.
One implication of Warfield et al. (1995) is that high levels of managerial
ownership provide managers with a long-term horizon. In contrast, managers in firms
with low managerial ownership have a short-term horizon where managers exploit
accounting choices to alleviate accounting-based contractual constraints, presumably to
ensure job preservation (annual salary) and maximize incentive compensation (annual
bonus) (Nagy et al., 1999). In contrast, managerial ownership is expected to undo the
effects of short-term compensation horizons by inducing managers to align their interests
with the long-term performance of firms that employ them.
Given the impact of managerial ownership is likely to influence earnings
management and shareholders’ perception of earnings, high managerial ownership should
affect shareholders’ perception of earnings reliability and relevance after conditioning on
earnings management. Thus, less reliable earnings associated with high managerial
ownership are perceived by shareholders to be more value relevant than those associated
with lower managerial ownership.
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As shareholders perceive that higher managerial ownership reduces earnings
management and enhances the reliability and relevance of accounting earnings, the
propositions are:
•

High managerial ownership is negatively related to earnings management.

•

High managerial ownership is positively related to the information content of
accounting earnings. 42

•

Managers’ incentive to manage earnings moderates the positive association
between high managerial ownership and the information content of accounting
earnings. 43

2.5.2.2 Independent Directors’ Ownership
Ownership by independent directors is expected to enhance their monitoring
capacity. When independent directors hold shares of the same firm, they have a greater
incentive to fire an underperforming CEO and observe opportunistic managerial
behaviour (Bhagat and Black, 1999; Bhagat et al., 1999).
It can be argued that ownership by independent directors may affect their incentive
to monitor performance of executives. However, the Hampel report (1997) noted that ‘the
payment of part of a non-executive directors’ remuneration in shares can be useful and
legitimate way of aligning the directors’ interests with those of shareholders’.
Bhagat and Black (1999) empirically support the view that independent directors
perform better if they have stronger share-based incentives. This can be rationalised by
increased liability of independent directors if weaker monitoring is exercised. Prior

42

The proposition incorporates a boundary condition that only includes firms with high managerial
ownership to overcome the confounding effect of firms with perceived limited monitoring contributions.
43
The proposition incorporates two boundary conditions. First, managerial ownership must be high to
overcome the confounding effect of firms with perceived limited monitoring contributions. Second, the
proposed link should be conditioned by the existence of an incentive for managers to manage earnings to
reflect the deviation of managers’ interests from the interests of shareholders.

48
studies suggest that large equity stakes held in the firm by non-executive directors are
likely to give them greater incentive to monitor executive directors than those without
such a stake (e.g. Shivdasani, 1993; Jensen, 1989).
Beasley (1996) provides empirical evidence of a negative association between
financial reporting fraud and non-executive directors’ ownership. Gerety and Lehn (1997)
also report that accounting fraud is negatively associated with directors’ ownership.
If higher independent directors’ ownership increases their incentive to monitor
managers (e.g. Shivdasani, 1993; Jensen, 1989), higher independent directors’ ownership
should increase the reliability of earnings. Chtourou et al. (2001) finds a negative
association between earnings management and ownership by non-executive directors.
Given the impact of independent directors’ ownership is likely to influence
earnings management and shareholders’ perception of earnings reliability, high
independent directors’ ownership should affect shareholders’ perception of earnings
reliability and relevance after conditioning on earnings management. Thus, less reliable
earnings associated with high independent directors’ ownership are perceived by
shareholders to be more value relevant than those associated with lower managerial
ownership.
While no prior studies examined the link between independent directors’ ownership
and the information content of accounting earnings, the previous line of reasoning
indicates that independent directors’ ownership increases the monitoring capacity over
the financial reporting process. As shareholders perceive independent directors’
ownership to reduce earnings management and to enhance the reliability and relevance of
accounting earnings, the propositions are:
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•

High independent directors’ ownership is negatively related to earnings
management.

•

High independent directors’ ownership is positively related to the information
content of accounting earnings. 44

•

Managers’ incentive to manage earnings moderates the positive association
between high independent directors’ ownership and the information content of
accounting earnings. 45

2.5.3 Governance Structure
2.5.3.1 Board Size
From an agency perspective, it can be argued that a larger board is more likely to be
vigilant for agency problems simply because a greater number of people will be
reviewing management actions (Kiel and Nicholson, 2003). The evidence on the role of
board size is inconclusive (e.g. Dalton et al., 1999; Eisenberg et al., 1998; Yermack,
1996). However, most of these studies focused on the role of board size in enhancing
performance rather its role in improving the integrity of the financial reporting process.
Given that the major role of the board is to monitor management, the literature on
board size is reviewed only from a monitoring perspective. John and Senbet (1998) argue
that an increase in board size increases the board’s monitoring capacity. Xie et al. (2003)
and Chtourou et al. (2001) empirically support this argument by finding that larger boards
are strongly associated with lower levels of earnings management.
44

The proposition incorporates a boundary condition that only includes firms with high independent
directors’ ownership to overcome the confounding effect of firms with perceived limited monitoring
contributions.
45
The proposition incorporates two boundary conditions. First, independent directors’ ownership must be
high to overcome the confounding effect of firms with perceived limited monitoring contributions. Second,
the proposed link should be conditioned by the existence of an incentive for managers to manage earnings
to reflect the deviation of managers’ interests from the interests of shareholders.
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While Beasley (1996) finds a positive relationship between board size and the
likelihood of fraud, Abbott et al. (2000) find no relationship. Chaganti et al. (1985)
suggest that large boards are valuable for the breadth of their services. They suggest that
a larger board is more effective in preventing corporate failure.
Lipton and Lorsh (1992) and Jensen (1993) for instance, argue that because of
difficulties in organizing and coordinating large groups of directors, board size is
negatively related to the board’s ability to advise and engage in long-term strategic
planning. In contrast, Adams and Mehran (2002) and Yermack (1996) suggest that some
firms require larger boards for effective monitoring.
Although the findings relating to the role of board size are mixed, the current study
proposes that larger boards are likely to reduce earnings management and increase the
reliability and value relevance of earnings due to the following reasons:
1. Increased board size leads to diversity, which is likely to yield benefits by
creating a network with the external environment and securing a broader resource
base (Pfeffer, 1973; Pearce and Zahra, 1992). Larger boards are likely to provide
more expertise (Dalton et al., 1999).
2. As boards become larger, they are likely to include more independent directors
with valuable experience (Xie et al., 2003). Experienced independent directors are
expected to be better at preventing or limiting managerial opportunistic behaviour
(i.e. earnings management).
3. Larger boards are more likely to delegate responsibilities to board committees
than smaller boards (Menon and Williams, 1994). The formation of subcommittees due to larger boards is likely to provide greater monitoring benefits
than smaller boards (Klein, 2002a).
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4. Committees composed from larger boards are likely to gain from a more diverse
expertise than smaller boards.
Vafeas (2000) concludes that smaller boards give higher explanatory power of
earnings. However, the results from Vafeas (2000) were inconsistent and should not be
generalised due to the following reasons:
1. When using board size as a continuous variable the results were insignificant.
2. Firms with five to ten directors on the board were positively associated with
earnings response coefficients.
3. While firms with twelve directors or more were negatively associated with
earnings response coefficients, the association was insignificant when testing
firms with fourteen directors or more.
Due to these reasons, the findings from Vafeas (2000) relating to board size are
inconsistent and inconclusive. Alonso et al. (2000) also provides results that display a
strong positive association between board size and earnings management. Alonso et al.
(2000) argues that large boards imply poorer coordination and communication between
directors.
Alonso et al. (2000) has certain limitations:
1. The results cover only one financial period.
2. While the sample used mixed data from ten different OECD countries, the study
did not control for the difference in accounting principles and corporate
governance regulations among these countries when testing the research question.
The results of Alonso et al. (2000) may be biased due to lack of control for external
factors (i.e. accounting standards and regulatory rules). In addition, other studies provide
evidence of board size’s role in enhancing monitoring over management. Klein (2002a)
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for instance, suggests that board monitoring is positively associated with board size due
to the ability to distribute the work load over a greater number of observers. Monks and
Minow (1995) and Lipton and Lorsch (1992) extend this argument by suggesting that
larger (smaller) boards are able to commit more (less) time and effort to overseeing
management.
If large boards reduce earnings management (Xie et al., 2003; Chtourou et al.,
2001) and are more effective monitors of the financial accounting process (Adams and
Mehran, 2002; Yermack, 1996), then the information content of accounting earnings
should increase with board size due to the increase in earnings reliability. This leads to
following proposition:
•

Larger boards are negatively related to earnings management.

•

Larger boards are positively related to the information content of accounting
earnings. 46

•

Managers’ incentive to manage earnings moderates the positive association
between larger boards and the information content of accounting earnings. 47

2.5.3.2 CEO dominance
Most Corporate Practice recommendations strongly suggested the separation
between the roles of board chairman and the CEO. Corporate governance regulators
recognise that CEO dominance over the board as a source of excessive power (Dedman,
2000).

46

The proposition incorporates a boundary condition that only includes larger boards to overcome the
confounding effect of firms with perceived limited monitoring contributions.
47
The proposition incorporates two boundary conditions. First, board size must be high to overcome the
confounding effect of firms with perceived limited monitoring contributions. Second, the proposed link
should be conditioned by the existence of an incentive for managers to manage earnings to reflect the
deviation of managers’ interests from the interests of shareholders.
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The role of the board chair is to monitor the CEO (Jensen, 1993). Chairman of the
board has the power to control the agenda and the running of the board meetings. There is
likely to be a lack of independence between management and the board, if the CEO is
also the board chair.
CEO dominance becomes problematic if the interests of the CEO are different from
interests of shareholders. Using data from the United States, Yermack (1996) and
Rechner and Dalton (1991) show that firms with independent chairmen outperformed
firms with CEO dominance. CEO dominance does not necessarily decrease performance;
it is likely to influence the market’s perception of the level of control exercised over
managerial performance and the financial reporting process.48
Gul and Leung (2004) find that CEO dominance is associated with lower voluntary
corporate disclosure for Hong Kong companies. They argue that CEO dominance
combines decision management and decision control, which could erode the board’s
ability to exercise effective control.
Empirical evidence support the view that CEO dominance is likely to lead to more
opportunistic managerial behaviour due to the reduction in effective board monitoring
over executives (Finkelstein and D’Aveni, 1994). Core et al. (1999) find that CEO
compensation is lower when the CEO and board chair positions are separate. Dechow et
al. (1996) also provide evidence that firms whose CEO chairs the board of directors are
more likely to be subject to accounting enforcement action by the Securities and
Exchange Commission for alleged violations of GAAP. Thus, it is justifiable to assume a
positive association between CEO dominance and earnings management.

48

In the United States, CEO dominance is the norm, while in Australia and the United Kingdom it is not.
Therefore there may be cultural difference. As a result, what holds for the United States may not hold for
Australia.
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Anderson et al. (2003) find that the separation between CEO and board chair
positions appear to positively influence the information content of accounting earnings. If
CEO dominance decreases monitoring over management (Dechow et al., 1996;
Finkelstein and D’Aveni, 1994), CEO dominance should decrease the reliability
earnings.49
Unlike prior studies, this study defines CEO dominance in terms of the
independence of the chairman rather than CEO duality. The reason it is defined
differently from prior studies is that the chairman is less likely to hold the CEO
accountable if the board chair is a person who is not independent of management (i.e.
current or past executives).
Given that CEO dominance should influence earnings management and earnings
reliability, CEO dominance is expected to affect shareholders’ perception of earnings
reliability and relevance after conditioning on earnings management. Thus, reliable
earnings associated with CEO dominance are perceived by shareholders to be less value
relevant than those associated with independent chairmen.
As shareholders perceive that reduction of monitoring caused by CEO dominance
increases earnings management and reduces the reliability and relevance of accounting
earnings, the propositions are:
•

CEO dominance is positively related to earnings management.

•

CEO dominance is negatively related to the information content of accounting
earnings.

49

Chtourou et al. (2001) and Xie et al. (2003) find no association between CEO dominance and earnings
management. The current study defines CEO dominance differently from these studies.
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•

Managers’ incentive to manage earnings moderates the negative association
between CEO dominance and the information content of accounting earnings. 50

2.6 LIMITS
As with the development of any model, the process of abstracting from reality
introduces a number of limitations into the model. The major limitations of the model are
as follows:
•

The model applies only to large firms where there is a clear separation between
ownership and management. This is called a “Berle-Means” world (Stiglitz,
1999).51

•

Corporate governance practices might be driven by poor financial results.
Endogeneity problems in empirical corporate governance research are large, but
not critical (Denis, 2001). Dealing with this problem requires carefully designed
tests and cautious interpretation of the results.52

•

If other corporate governance attributes contribute to the integrity of the financial
reporting process, then parameter estimates may be biased.

50

The proposition incorporates a boundary condition. The proposed link should be conditioned by the
existence of an incentive for managers to manage earnings to reflect the deviation of managers’ interests
from the interests of shareholders.
51
Berle and Means (1932) emphasised the separation of share ownership and managerial control. The
shareholder exercises full clear-cut property rights over the shares, that is, to buy, hold, or sell the shares.
But no organized decision-making unit owns the company as its private property.
52
The problem is dealt with, in this study, through vigilant collection of the data and through a research
method that isolates endogenetic problems. While data relating to corporate governance practices are
selected for the duration of the period, financial data are selected for the ending financial year. Thus, the
practices of corporate governance precede the financial results, which controls for endogenetic problems
relating to corporate governance. The cross-sectional approach in analysing the data also isolates any
problems relating to endgeneity that accompany the time-series approach.
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•

Given that the model is tested using archival data, the data are likely to contain
the influences of several factors that are not accounted for in the model. Isolating
the impact of the constructs on the market’s reaction may prove difficult.

2.7 SUMMARY OF THE CHAPTER
The academic literature and corporate governance regulators acknowledge the
impact of corporate governance attributes on the integrity of the financial reporting
process. Chapter Two developed a theoretical model of the links among corporate
governance, earnings management, and the information content of accounting earnings.
A number of theoretical propositions emerge from the discussion in this chapter.
The propositions relate to the links among corporate governance, earnings management,
and the information content of accounting earnings. As corporate governance is
represented by nine attributes, the propositions relating to corporate governance are
expressed in general terms as the directionality of the relationship depends on the nature
of each corporate governance attribute.
Proposition One: Corporate governance is associated with earnings management.
Proposition Two: Earnings Management is negatively associated with the information
content of earnings.
Proposition Three: Corporate governance is associated with the information content of
earnings.
Proposition Four: Managers’ incentive to manage earnings moderates the association
between corporate governance and the information content of earnings.

57

CHAPTER THREE:
RESEARCH DESIGN

3.1 INTRODUCTION
Chapter One identified earnings reliability as the problem area of the research.
Chapter Two developed a theoretical link among corporate governance, earnings
management, and the information content of accounting earnings. Chapter Three
describes the research method used to empirically test the propositions developed in
Chapter Two.
Chapter Three proceeds as follows: Section 3.2 gives an overview of the research
design. Section 3.3 describes the sample selection and data collection procedures. Section
3.4 describes the operationalisation of the constructs in the model. Sections 3.5 states the
analysis procedures undertaken. Section 3.6 summarises the chapter.

3.2 OVERVIEW OF RESEARCH DESIGN
When testing earnings management and the information content of accounting
earnings, the following methods were adopted:
•

The earnings response coefficient is used to measure the information content
of accounting earnings.
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•

The magnitude of abnormal accruals is used as a proxy for managers’ capacity
to act opportunistically (Hypothesis One), as an indicator of earnings
reliability (Hypothesis Two), and as a boundary condition to determine
management’s incentive to manage earnings (Hypothesis Four).

•

OLS regression is used to estimate abnormal accruals as measured by the
modified Jones (Dechow et al., 1995) model.

When testing variables representing corporate governance, the analysis is carried
out via three stages. First, the relationship between the magnitude of abnormal accruals
and corporate governance variables is tested in Hypothesis One. The second stage
assesses the relationship between corporate governance variables and the earnings
response coefficients. This is tested in Hypothesis Three. The third stage of the analysis
examines the impact of corporate governance variables on the earnings response
coefficients after conditioning on the magnitude of abnormal accruals. This is a test of
Hypothesis Four.
The following provides a general overview of the research design introduced in the
chapter:
1. The research uses market and corporate disclosure data collected from annual
reports and share markets to empirically test indicators of corporate governance,
earnings management and the information content of accounting earnings.
2. The 1996/1997-1999/2000 financial years are the study period. Australian
companies were required by the ASX listing rules to disclose corporate
governance practices after 30th June 1996.
3. The targeted sample is the top 500 listed companies on the Australian Stock
Exchange (ASX) as at 30th June of each financial year during the study period.
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4. Financial, mining and regulated industries are excluded from the sample due to
their different nature and uncommon practices.
5. The returns-earnings relationship is represented using an empirical model from
Easton and Harris (1991), which incorporates the level of earnings and change in
earnings.
6. Share returns are based on annual returns accumulated over the 12 months
extending from nine months prior to through three months after each firm’s
respective fiscal year-end (e.g. Easton and Harris, 1991; Ali, 1994; Cheng et al.,
1996).
7. Due to the independence of corporate governance attributes over time, a crosssectional approach is used to test the empirical models.
8. The proposed models are tested using pooled GLS regression, mean coefficients
and the Wald test.53
The following sections present the proposed models and state the hypotheses based on the
propositions from Chapter Two.

3.2.1 Corporate Governance-Earnings Management Model
The study uses regression to estimate the model with earnings management as the
dependent variable and corporate governance as the independent variables. The objective
of the model is to provide an assessment of the impact of corporate governance on
earnings management.

53

Factor analysis was used in an attempt to arrive at factor scores for important variables. The results were
inconclusive and inconsistent across the study period.
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Equation 3: The association between the empirical indicators of corporate governance and the
empirical indicator of earnings management.

AAAj = γ 0 + γ1 OWNCONjt + γ 2 CEOjt + γ 3 BRDSZEjt + γ 4 BRDINDjt + γ 5 AUDINDjt +
γ 6 AUDCMPjtj + γ 7 OWNOUTjt + γ 8 OWNMANjt + γ 9 DEBTRLjt + υj

AAAjt
OWNCONjt
CEOjt
BRDSZEjt
BRDINDjt
AUDINDjt
AUDCMPjt
OWNOUTjt
OWNMANjt
DEBTRLjt

the absolute value of the residual from the modified Jones (Dechow et
al., 1995) model.
the percentage of total shares held by the top 20 shareholders divided
by the total number of shares.
Equals 1 if the chairman of the board is not an independent director.
Otherwise, CEOjt = 0.
the number of directors on the board.
the number of independent directors divided by the total number of
directors on the board.
the number of independent directors on the audit committee divided
by the total number of directors on the audit committee.
the number of independent directors with financial expertise on the
audit committee divided by the total number of directors on the audit
committee.
the percentage of total shares held by independent directors divided by
the total number of shares.
the percentage of total shares held by executive directors divided by
the total number of shares.
total long-term borrowings divided by total assets.

Using US and UK data, prior studies found a significant association between
corporate governance and earnings management. Similar results are anticipated in this
study using Australian data. While CEO dominance is expected to display a positive
association with the magnitude of abnormal accruals, all other corporate governance
variables are expected to display a negative association with the magnitude of abnormal
accruals.
Hypothesis One: The coefficients of regressing the magnitude of abnormal accruals on
the empirical indicators of corporate governance are statistically different from zero.54

54

As corporate governance is represented by nine variables, there are nine sub-hypotheses and the primary
hypothesis is expressed in general terms as the directionality of the coefficient depends on the nature of
each corporate governance variable.
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Hypothesis One can be stated in terms of the regression coefficients from Equation 3 (see
Table 3-1).
Table 3-1: Hypothesis One

Hypothesis One A: The coefficient of regressing the magnitude of abnormal accruals on
the empirical indictor of ownership concentration is statistically less than zero.
H1A0: γ 1 ≥ 0,

H1A1: γ 1 < 0

Hypothesis One B: The coefficient of regressing the magnitude of abnormal accruals on
the empirical indictor of CEO dominance is statistically greater than zero.
H1B0: γ 2 ≤ 0

H1B1: γ 2 > 0

Hypothesis One C: The coefficient of regressing the magnitude of abnormal accruals on
the empirical indictor of board size is statistically less than zero.
H1C0: γ 3 ≥ 0

H1C1: γ 3 < 0

Hypothesis One D: The coefficient of regressing the magnitude of abnormal accruals on
the empirical indictor of board independence is statistically less than zero.
H1D0: γ 4 ≥ 0

H1D1: γ 4 < 0

Hypothesis One E: The coefficient of regressing the magnitude of abnormal accruals on
the empirical indictor of audit committee independence is statistically less than zero.
H1E0: γ 5 ≥ 0

H1E1: γ 5 < 0,

Hypothesis One F: The coefficient of regressing the magnitude of abnormal accruals on
the empirical indictor of audit committee competence is statistically less than zero.
H1F0: γ 6 ≥ 0

H1F1: γ 6 < 0

Hypothesis One G: The coefficient of regressing the magnitude of abnormal accruals on
the empirical indictor of independent director’s ownership is statistically less than zero.
H1G0: γ 7 ≥ 0

H1G1: γ 7 < 0

Hypothesis One H: The coefficient of regressing the magnitude of abnormal accruals on
the empirical indictor of managerial ownership is statistically less than zero.
H1H0: γ 8 ≥ 0

H1H1: γ 8 < 0

Hypothesis One I: The coefficient of regressing the magnitude of abnormal accruals on
the empirical indictor of debt reliance is statistically less than zero.
H1I0: γ 9 ≥ 0

H1I1: γ 9 < 0
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3.2.2 Earnings Management-Earnings Informativeness Model
The study uses the Easton and Harris (1991) model to capture the additional
information provided by the empirical indictor of earnings management to the returnsearnings regression. As the explanatory power of earnings may be affected by the
reliability of earnings, it is expected that the empirical indictor of earnings management
reduce the earnings response coefficients and increase the overall explanatory power of
earnings (see Equation 4).
Equation 4: The association between the empirical indicator of earnings management and the
returns-earnings (Easton and Harris, 1991) model.

ARj = β 0 + α 0 Ejt + + α 1 Ejt AAAjt + ψ0 ∆Ejt + ψ1 ∆Ejt AAAjt + ζj

ARjt
Ejt
∆Ejt

the annual return accumulated for firm j for nine months prior to
through three months after fiscal year-end.
earnings per share scaled by beginning price, before extraordinary
items.
change in earnings per share and then scaled by beginning of period
price for firm j.
It is expected that the magnitude of abnormal accruals display a negative

association with the earnings response coefficients. Table 3-2 displays Hypothesis Two.
Table 3-2: Hypothesis Two

Hypothesis Two: The interaction between the magnitude of abnormal accruals and
earnings is less than the coefficient for earnings in the absence of abnormal accruals.
H20: (α0 + α 1) ≥ β1, (ψ 0 + ψ 1) ≥ β2

H21: (α0 + α 1) < β1, (ψ 0 + ψ 1) < β2

3.2.3 Corporate Governance-Earnings Informativeness Model
The Easton and Harris (1991) model is also used to capture the additional
information provided by the empirical indictors of corporate governance to the returnsearnings regression. As the explanatory power of earnings may be affected by the
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reliability of earnings, it is expected that the empirical indictors of corporate governance
increase the earnings response coefficients and the overall explanatory power of earnings
(see Equation 5).55 Appendix D explains the development of Equation 5.
Equation 5: The association between the empirical indicators of corporate governance and the
returns-earnings (Easton and Harris, 1991) model.

ARj = β0 + ϕ0 Ejt + ϕ1 Ejt D1OWNCONjt + ϕ2 Ejt CEOjt + ϕ3 Ejt D2 BRDSZEjt + ϕ4 Ejt D3
BRDINDjt + ϕ5 Ejt AUDINDjt + ϕ6 Ejt D4 AUDCMPjtj + ϕ7 Ejt D5 OWNOUTjt + ϕ8 Ejt D6
OWNMANjt + ϕ9 Ejt D7DEBTRLjt + λ0 ∆Ejt + λ1 ∆Ejt D1OWNCONjt + λ2 ∆Ejt CEOjt + λ3 ∆Ejt D2
BRDSZEjt + λ4 ∆Ejt D3 BRDINDjt + λ5 ∆Ejt AUDINDjt + λ6 ∆Ejt D4 AUDCMPjt + λ7 ∆Ejt D5
OWNOUTjt + λ8 ∆Ejt D6 OWNMANjt + λ9 ∆Ejt D7DEBTRLjt + εj
Equals 1 if OWNCONj is greater than its yearly cross-sectional median.
D1j
Otherwise, D1j = 0.
Equals 1 if BRDSZEj is greater than its yearly cross-sectional median.
D2j
Otherwise, D1j = 0.
Equals 1 if BRDINDj is greater than its yearly cross-sectional median.
D3j
Otherwise, D1j = 0.
Equals 1 if AUDCMPj is greater than its yearly cross-sectional median.
D4j
Otherwise, D1j = 0.
Equals 1 if OWNOUTj is greater than its yearly cross-sectional median.
D5j
Otherwise, D1j = 0.
Equals 1 if OWNMANj is greater than its yearly cross-sectional median.
D6j
Otherwise, D1j = 0.
Equals 1 if DEBTRLj is greater than its yearly cross-sectional median.
D7j
Otherwise, D1j = 0.

While CEO dominance is expected to display a negative association with the
earnings response coefficients, all other corporate governance variables are expected to
display a positive association with the earnings response coefficients.
Hypothesis Three: The interactions between earnings and the empirical indicators of
corporate governance are different from zero and from the coefficient for earnings in the
absence of corporate governance.56

55

Equation five can also be presented in the following format:
ARj = β0 + ϕ0 Ejt + ϕ Ejt DxjCGjt + λ0 ∆Ejt + λ ∆Ejt DxjCGjt + εj
DxjCGjt = D1OWNCONGjt + CEOjt + D2BRDSZEjt + D3BRDINDjt + AUDINDjt + D4AUDCMPjtj + D5
OWNOUTjt + D6 OWNMANjt + D7DEBTRLjt
56
As corporate governance is represented by nine variables, there are nine sub-hypotheses and the primary
hypothesis is expressed in general terms as the directionality of the coefficient depends on the nature of
each corporate governance variable.
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Hypothesis Three can be stated in terms of the regression coefficients from Equation 5
(see Table 3-3).

Table 3-3: Hypothesis Three
Hypothesis Three A: The interaction between earnings and the empirical indicator of ownership
concentration is different from zero and greater than the coefficient for earnings in the absence of
ownership concentration.
H3A0: (ϕ0 + ϕ 1) ≤ β1 , (λ 0 + λ 1) ≤ β2

H3A1: (ϕ0 + ϕ 1) > β1 , (λ 0 + λ 1) > β2

Hypothesis Three B: The interaction between earnings and the empirical indicator of CEO dominance is
different from zero and less than the coefficient for earnings in the absence of CEO dominance.
H3B0: (ϕ0 + ϕ 2) ≥ β1 , (λ 0 + λ 2) ≥ β2

H3B1: (ϕ0 + ϕ 2) < β1 , (λ 0 + λ 2) < β2

Hypothesis Three C: The interaction between earnings and the empirical indicator of board size is
different from zero and greater than the coefficient for earnings in the absence of board size.
H3C0: (ϕ0 + ϕ 3) ≤ β1 , (λ 0 + λ 3) ≤ β2

H3C1: (ϕ0 + ϕ 3) > β1 , (λ 0 + λ 3) > β2

Hypothesis Three D: The interaction between earnings and the empirical indicator of board independence
is different from zero and greater than the coefficient for earnings in the absence of board independence.
H3D0: (ϕ0 + ϕ 4) ≤ β1 , (λ 0 + λ 4) ≤ β2

H3D1: (ϕ0 + ϕ 4) > β1 , (λ 0 + λ 4) > β2

Hypothesis Three E: The interaction between earnings and the empirical indicator of audit committee
independence is different from zero and greater than the coefficient for earnings in the absence of audit
committee independence.
H3E0: (ϕ0 + ϕ 5) ≤ β1 , (λ 0 + λ 5) ≤ β2

H3E1: (ϕ0 + ϕ 5) > β1 , (λ 0 + λ 5) > β2

Hypothesis Three F: The interaction between earnings and the empirical indicator of audit committee
competence is different from zero and greater than the coefficient for earnings in the absence of audit
committee competence.
H3F0: (ϕ0 + ϕ 6) ≤ β1 , (λ 0 + λ 6) ≤ β2

H3F1: (ϕ0 + ϕ 6) > β1 , (λ 0 + λ 6) > β2

Hypothesis Three G: The interaction between earnings and the empirical indicator of independent
director’s ownership is different from zero and greater than the coefficient for earnings in the absence of
independent director’s ownership.
H3G0: (ϕ0 + ϕ 7) ≤ β1 , (λ 0 + λ 7) ≤ β2

H3G1: (ϕ0 + ϕ 7) > β1 , (λ 0 + λ 7) > β2

Hypothesis Three H: The interaction between earnings and the empirical indicator of managerial
ownership is different from zero and greater than the coefficient for earnings in the absence of managerial
ownership.
H3H0: (ϕ0 + ϕ 8) ≤ β1 , (λ 0 + λ 8) ≤ β2

H3H1: (ϕ0 + ϕ 8) > β1 , (λ 0 + λ 8) > β2

Hypothesis Three I: The interaction between earnings and the empirical indicator of debt reliance is
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different from zero and greater than the coefficient for earnings in the absence of debt reliance.
H3I0: (ϕ0 + ϕ 9) ≤ β1 , (λ 0 + λ 9) ≤ β2

H3I1: (ϕ0 + ϕ 9) > β1 , (λ 0 + λ 9) > β2

As the explanatory power of earnings may be affected by earnings management, it
is expected that conditioning on earnings management enhances the overall explanatory
power of earnings by improving the association between the empirical indictors of
corporate governance and the earnings response coefficients (see Equation 6).57 Appendix
D explains the development of Equation 6.

Equation 6: The association between the empirical indicators of corporate governance conditioned on
the empirical indicator of earnings management and the returns-earnings (Easton and Harris, 1991)
model.

ARj = β0 + ϕ0 Ejt + ϕ1 Ejt D0D1OWNCONjt + ϕ2 Ejt D0 CEOjt + ϕ3 Ejt D0D2 BRDSZEjt + ϕ4 Ejt
D0D3 BRDINDjt + ϕ5 Ejt D0 AUDINDjt + ϕ6 Ejt D0D4 AUDCMPjtj + ϕ7 Ejt D0D5 OWNOUTjt + ϕ8
Ejt D0D6 OWNMANjt + ϕ9 Ejt D0D7DEBTRLjt + λ0 ∆Ejt + λ1 ∆Ejt D0D1OWNCONjt + λ2 ∆Ejt D0
CEOjt + λ3 ∆Ejt D0D2 BRDSZEjt + λ4 ∆Ejt D0D3 BRDINDjt + λ5 ∆Ejt D0 AUDINDjt + λ6 ∆Ejt
D0D4 AUDCMPjt + λ7 ∆Ejt D0D5 OWNOUTjt + λ8 ∆Ejt D0D6 OWNMANjt + λ9 ∆Ejt D0D7
DEBTRLjt + εj
Equals 1 if the magnitude of abnormal accruals is above its
D0j

yearly cross-sectional median. Otherwise, D0j = 0.

Hypothesis Four: The coefficients for the interaction between earnings and the empirical
indicators of corporate governance conditioned on the magnitude of abnormal accruals
are different from zero and from the earnings response coefficient in the absence of
abnormal accruals and/or corporate governance.58

57

Equation six can also be presented in the following format:
ARj = β0 + ϕ0 Ejt + ϕ Ejt D0 DxjCGjt + λ0 ∆Ejt + λ ∆Ejt D0 DxjCGjt + εj
DxjCGjt = D1OWNCONGjt + CEOjt + D2BRDSZEjt + D3BRDINDjt + AUDINDjt + D4AUDCMPjtj + D5
OWNOUTjt + D6 OWNMANjt + D7DEBTRLjt
58
As corporate governance is represented by nine variables, there are nine sub-hypotheses and the primary
hypothesis is expressed in general terms as the directionality of the coefficient depends on the nature of
each corporate governance variable.
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Table 3-4: Hypothesis Four
Hypothesis Four A: The coefficients for the interaction between earnings and the empirical indicator of
ownership concentration conditioned on the magnitude of abnormal accruals are different from zero and
greater than the earnings response coefficient in the absence of abnormal accruals and/or ownership
concentration.
H4A0: (ϕ0 + ϕ 1) ≤ β1 , (λ 0 + λ 1) ≤ β2

H4A1: (ϕ0 + ϕ 1) > β1 , (λ 0 + λ 1) > β2

Hypothesis Four B: The coefficients for the interaction between earnings and the empirical indicator of
CEO dominance conditioned on the magnitude of abnormal accruals are different from zero and less than
the earnings response coefficient in the absence of abnormal accruals and/or CEO dominance.
H4B0: (ϕ0 + ϕ 2) ≥ β1 , (λ 0 + λ 2) ≥ β2

H4B1: (ϕ0 + ϕ 2) < β1 , (λ 0 + λ 2) < β2

Hypothesis Four C: The coefficients for the interaction between earnings and the empirical indicator of
board size conditioned on the magnitude of abnormal accruals are different from zero and greater than the
earnings response coefficient in the absence of abnormal accruals and/or board size.
H4C0: (ϕ0 + ϕ 3) ≤ β1 , (λ 0 + λ 3) ≤ β2

H4C1: (ϕ0 + ϕ 3) > β1 , (λ 0 + λ 3) > β2

Hypothesis Four D: The coefficients for the interaction between earnings and the empirical indicator of
board independence conditioned on the magnitude of abnormal accruals are different from zero and greater
than the earnings response coefficient in the absence of abnormal accruals and/or board independence.
H4D0: (ϕ0 + ϕ 4) ≤ β1 , (λ 0 + λ 4) ≤ β2

H4D1: (ϕ0 + ϕ 4) > β1 , (λ 0 + λ 4) > β2

Hypothesis Four E: The coefficients for the interaction between earnings and the empirical indicator of
audit committee independence conditioned on the magnitude of abnormal accruals are different from zero
and greater than the earnings response coefficient in the absence of abnormal accruals and/or audit
committee independence.
H4E0: (ϕ0 + ϕ 5) ≤ β1 , (λ 0 + λ 5) ≤ β2

H4E1: (ϕ0 + ϕ 5) > β1 , (λ 0 + λ 5) > β2

Hypothesis Four F: The coefficients for the interaction between earnings and the empirical indicator of
audit committee competence conditioned on the magnitude of abnormal accruals are different from zero
and greater than the earnings response coefficient in the absence of abnormal accruals and/or audit
committee competence.
H4F0: (ϕ0 + ϕ 6) ≤ β1 , (λ 0 + λ 6) ≤ β2

H4F1: (ϕ0 + ϕ 6) > β1 , (λ 0 + λ 6) > β2

Hypothesis Four G: The coefficients for the interaction between earnings and the empirical indicator of
independent director’s ownership conditioned on the magnitude of abnormal accruals are different from
zero and greater than the earnings response coefficient in the absence of abnormal accruals and/or
independent director’s ownership.
H4G0: (ϕ0 + ϕ 7) ≤ β1 , (λ 0 + λ 7) ≤ β2

H4G1: (ϕ0 + ϕ 7) > β1 , (λ 0 + λ 7) > β2

Hypothesis Four H: The coefficients for the interaction between earnings and the empirical indicator of
managerial ownership conditioned on the magnitude of abnormal accruals are different from zero and
greater than the earnings response coefficient in the absence of abnormal accruals and/or managerial
ownership.
H4H0: (ϕ0 + ϕ 8) ≤ β1 , (λ 0 + λ 8) ≤ β2

H4H1: (ϕ0 + ϕ 8) > β1 , (λ 0 + λ 8) > β2

Hypothesis Four I: The coefficients for the interaction between earnings and the empirical indicator of
debt reliance conditioned on the magnitude of abnormal accruals are different from zero and greater than
the earnings response coefficient in the absence of abnormal accruals and/or debt reliance.
H4I0: (ϕ0 + ϕ 9) ≤ β1 , (λ 0 + λ 9) ≤ β2

H4I1: (ϕ0 + ϕ 9) > β1 , (λ 0 + λ 9) > β2
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Details of the study’s research design are discussed in different sections of the
chapter.

3.3 SAMPLE SELECTION AND DATA COLLECTION
PROCEDURES
3.3.1 Study period
The study focuses on the 1996/1997, 1997/1998, 1998/1999 and 1999/2000
financial years because of the following points:
1. Corporate governance listing rules of the Australian Stock Exchange (ASX)
became effective on 30th June 1996.59 ASX Listing Rule 4.10.3 requires listed
companies to disclose their corporate governance practices.60
2. During the same study period managers had an incentive to manage earnings in
order to smooth the impact of the Asian crisis on financial performance.
Corporate governance is expected to be more effective when managers have an
incentive to manage earnings.
3. Limiting the study period to four years would make the process of hand-collecting
extensive manual data practical.

3.3.2 Sample selection
The selection procedure follows two stages. The first stage commenced with
selecting the top 500 Australian listed firms by total market capitalisation as at 30th June
of each financial year. Targeting the top 500 Australian listed firms would ensure
59

During the study period exchange rates of Asian currencies were affected by the Asian economic crisis.
As a result, the impact of gains and losses from foreign exchanges on accounting earnings will be removed
from the accounting earnings used in the model. Such a procedure will direct the focus to measuring
shareholders’ response to change of accounting earnings relating to performance rather change in earnings
relating to external economic factors.
60
Previously known as ASX Listing Rule 3C(3)(j).
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satisfactory statistical power in the tests and would also ensure maximum data
availability.
In the second stage, the rest of the sample is retained after excluding regulated,
financial and mining industries (see Table 3-5). These industries are excluded due to the
following:
1. Revenues in regulated industries are set on fixed accounting rates of return, which
gives firms an incentive to adopt conservative accounting practices to defer
income recognition. Given that the deferring of income recognition is a common
practice for regulated industries, it would be hard to uncover management’s
opportunistic manipulations.
2. Financial industries are excluded due to their special accounting practices that
make the estimation of discretionary (abnormal) accruals difficult, as explained in
previous empirical studies (Peasnell et al., 1998, 2000a; Chtourou et al., 2001).
3. Mining firms are excluded due to empirical evidence supporting the view that
investors recognise the value inherent in operating flexibility in the mining
industry (Kelly, 2004). Thus, the market value of mining firms differs from other
firms in that it includes other major factors, such value of any real operating
options (Kelly, 2004; Dixit and Pindyck, 1994; Brennan and Schwartz, 1985).
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Table 3-5: Sample size for the study period.

Description
Top 500 on ASX
(according to
Connect 4)
Insufficient/missing
data
Regulated & Mining
Industries, and
Financial Sector
Industries are too
small
Outliers
Firms used in the
full sample

1996/97

1997/98

1998/99

1999/2000

500

506

513

500

Total
Number of
Firms
2019

(45)

(54)

(39)

(64)

(202)

(265)

(253)

(247)

(215)

(980)

(13)

(9)

(9)

(14)

(45)

(1)
176

(2)
188

(7)
211

(4)
203

(14)
778

OLS regression is used to estimated abnormal accruals; it is therefore necessary to
only include industries with sufficient firm observations to ensure unbiased estimation.
Following prior research (DeFond and Jiambalvo, 1994; Subramanyam, 1996), industry
groups with less than six observations are dropped from the sample.
Due to the sensitivity of regressions to extreme outliers, firm observations were
removed (see Table 3-5). The criteria used to identify outliers are adopted from Easton
and Harris (1991).61
The reasons non-top 500 Australian public companies listed on the Australian
Stock Exchange (ASX) were excluded are:
1) Information relating to the top 500 companies on ASX is more freely available
and more standardised than non-top 500 companies on ASX.

61

If earnings level scaled by beginning price or change in earnings scaled by beginning price are above 1.5
or below -1.5, then it is considered to be an outlier.
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2) Small firms do not implement corporate governance mechanisms to the same
level as large firms. A survey from the Centre for Corporate Law and Securities
Regulations (CCLSR) found that the extent and quality of corporate governance
disclosure is typically greater for larger companies than smaller companies
(Ramsay and Hoad, 1998). The CCLSR defines ‘small companies’ as
companies not ranked in the top 500 companies on ASX. Carson (1996) found
that larger companies were more likely to disclose information regarding
corporate governance practices in their annual reports than smaller companies.

3.3.3 Data collection
Monthly share prices of the top 500 ASX listed companies during 1996-1999 are
calculated from daily share prices (source: SIRCA database). Accounting data are handcollected from 1996/1997, 1997/1998, 1998/1999, 1999/2000 annual reports for each
firm (source: Connect 4 database). Corporate governance practices are also hand
collected and quantified from the 1996/1997, 1997/1998, 1998/1999, 1999/2000 annual
reports (source: Connect 4 database). The process involves an examination of financial
statements to identify the required data from income and cash flow statements, balance
sheet, and footnote disclosure items.
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3.4 OPERATIONALISATION OF THE CONSTRUCTS
3.4.1 Information Content of Accounting Earnings
3.4.1.1 Development of the empirical model
One measure of the information content of earnings is its explanatory power for
share returns. Tests relating to the information content of accounting earnings are conduct
in two steps. The first step is to examine the relation between earnings and returns
irrespective of indicators of earnings reliability. The model shown below assumes that
both earnings level and earnings change help explain changes in share prices.
Equation 7: The Easton and Harris (1991) model

ARj = β0 + β 1 Ej + β 2 ∆Ej + ξj

ARj is the annual return accumulated for firm j for nine months prior to through three months after fiscal
year-end.
Ej is earnings per share.
∆Ej is change in earnings per share.

Unlike all prior studies in the corporate governance and earnings management
literature, the information content of accounting is tested by using earnings level and
change in earnings as proxies for unexpected earnings. The approach is motivated by the
following reasons:
•

Brown et al. (1987) demonstrates that multiple proxies for unexpected earnings is
likely to reduce measurement error bias in regression estimates of the coefficients
relating to unexpected earnings and unexpected returns.

•

Easton and Harris (1991) provide evidence both variables (earnings level and change
in earnings) complement each other and do not substitute each other.

•

Residual income valuation models (e.g. Ohlson model) express firm value as the
sum of the book value of equity and the present value of future abnormal earnings
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(Ota, 2001). If share prices are a linear function of only book value of equity and
expected abnormal earnings, then share returns are a linear function of level of
earnings and change of earnings.62
Previous practices are followed in measuring variables in Equation 7. The annual
return is estimated as the annual returns accumulated over the 12 months extending from
nine months prior to through three months after each firm’s respective fiscal year-end
(e.g. Easton and Harris, 1991; Ali, 1994; Cheng et al., 1996).
The normal practice is also to scale variables by the beginning price (Christie,
1987). The practice was initiated to cope with heteroscedasticity (see White, 1980).
Accordingly, earnings and change in earnings (in Equation 7) are deflated by beginning
of year market price in the model.
The second step of the analysis is to test the information content of earnings
conditional on the reliability of earnings. The slope of earnings response coefficient is a
measure of the information content of earnings (e.g. Ali, 1994; Cho and Jung, 1991;
Collins and Kothari, 1989). The primary proposition of the research is that corporate
governance and earnings management, as indicators of earnings reliability, should affect
the slope of the earnings response coefficient through their impact on shareholders’
perception of earnings.
The Wald test (see Greene 2000) is used as one of the tests to find out whether the
earnings response coefficient after conditioning on earnings reliability are significantly
different from the earnings response coefficient before introducing the indicators of
62

Deng and Lev (1998) recognise that the share prices (price model) may suffer from size-related problems
(scale effect) and may not be well specified. Scale effects are generally understood to arise from the fact
that large (small) firms will have large (small) market capitalization, large (small) book value, and large
(small) earnings. In contrast, share returns (returns model) do not suffer such problems (scale-free) because
the variables used in the model are deflated by the lagged market value of equity and therefore scale-free
(Easton, 1999; Easton and Sommers, 2003).
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earnings reliability.63 Three major tests are conducted using the slope of the earnings
response coefficient. They are:
1. Testing the impact of earnings management (as an indicator of earnings
reliability) on the information content of accounting earnings;
2.

Testing the impact of corporate governance attributes (as indicators of earnings
reliability) on the information content of accounting earnings; and

3. Testing the impact of corporate governance attributes (as indicators of earnings
reliability) on the information content of accounting earnings after conditioning
on earnings management (as an indictor of managers’ incentive to manage
earnings).
3.4.1.2 Cross-sectional vs. Firm specific time-series
When testing the slope of the earnings response coefficient, a cross-sectional
approach is used due to its general advantages, such as flexibility in the reoccurrence of
observations over time. A cross-sectional approach is selected over a time-series
approach due to the independence of corporate governance observations over time. Other
factors also support the selection of a cross-sectional approach. They are:
1. While firm-specific time-series response coefficients are slightly higher than
cross-sectional (Teets and Wasley, 1996), the magnitude of earnings response
coefficient should not matter as much as providing evidence that earnings
response coefficients for firms with effective corporate governance or low
earnings management are higher than firms with ineffective corporate governance
or high earnings management. The cross-sectional approach tends to address the
existing research question.

63

See section 3.5.3.4 for further information on the Wald test.
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2. Studies (e.g. Collins and Kothari, 1989) supporting the view that earnings
response coefficients vary over time emphasis the line of reasoning that a timeseries approach cannot serve in measuring the impact of the independent
observations. Given that corporate governance, earnings management, and
earnings response coefficients vary over time, a cross-sectional approach should
be selected.
3. Extreme levels of earnings management are not accounted for when estimating
earnings response coefficient using a time-series model. The explanation is that
using a time series eliminates extreme levels of earnings management by
combining them with the reversal effect over time for each firm. A cross-sectional
approach is more effective in accounting for extreme cases of earning
management by separating them from any reversal effects.
Following Collins and Kothari (1989), Ali (1994) and Cheng et al. (1996), the
cross-sections will be pooled over time. A pooled cross-section over time would display
an over time picture of the results without the disadvantages of a time series approach.
3.4.1.3 Controlling for cross-sectional determinants of earnings response coefficient
Cross-sectional regression ignores earnings response coefficient variation across
firms and uses all observations to estimate a single response coefficient for each year.
Other studies empirically show that earnings response coefficients vary across firms due
to firm specific factors (e.g. Lipe, 1990; Collins and Kothari, 1989). Including such
factors would reduce the bias in the cross-sectional coefficients caused by correlated
omitted variables. These factors are described in the literature as ‘determinants of
earnings response coefficient’ (Cho and Jung, 1991). Systematic risk and growth are
major determinants of earnings response coefficient.
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An inverse relationship exists between price reactions and firm risk (Lipe, 1990;
Collins and Kothari, 1989). The higher the systematic risk the smaller the present value
of a given increase in expected future earnings and cash flows caused by current
unexpected earnings (Collins and Kothari, 1989).
Empirical studies use beta as a proxy for systematic risk (e.g. Vafeas 2000). Beta is
a determinant of a firm’s expected rate of return (Cho and Jung, 1991) and is measured
through market model CAPM using the available time-series of monthly returns and
market returns, as measured by the ASX All-Ordinaries index (Gul et al., 2002).
According to the standard share price growth model developed by (Cheng et al.,
1999), growth is already incorporated in the constant variable of the cross-sectional
returns-earnings relationship (see appendix E for further details). Hence, growth is not
controlled for when testing the hypotheses in the current study.

3.4.2 Corporate Governance
Operationalisation of corporate governance attributes follows previous practice in
the literature. Table 3-6 shows the operationalisation of explaining constructs.
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Table 3-6: Operationalisation of explaining constructs

Corporate Governance
attributes
Ownership Concentration
CEO dominance
Board Size
Board Independence
Audit Committee
Independence
Audit Committee Competence
Independent Directors’
Ownership
Managerial Ownership
Debt Reliance

Operationalisation
Percentage of total shares held by the top 20
shareholders divided by the total number of shares.
One if the chairman of the board is not an independent
director. Otherwise, it equals zero.
Number of directors on the board.
Number of independent directors divided by the total
number of directors on the board.
Number of independent directors on the audit
committee divided by the total number of directors on
the audit committee.
Number of independent directors with financial
expertise on the audit committee divided by the total
number of directors on the audit committee.
Percentage of total shares held by independent
directors divided by the total number of shares.
Percentage of total shares held by executive directors
divided by the total number of shares.
Total long-term borrowings divided by total assets.

The explaining constructs are operationalised as follows:
1. Ownership concentration
Following previous empirical research (e.g. Ramsay and Blair, 1993; Crough, 1980), the
percentage of holdings by the top twenty shareholders is used to operationalise ownership
concentration. Annual reports of listed companies in Australia are required to disclose the
investment size of the top twenty shareholders.
2. CEO dominance
Following prior studies, CEO dominance is represented by a dummy variable. While
prior studies measure CEO dominance as whether the CEO is the chairman (e.g. Gul and
Leung, 2004; Dechow et al., 1996), the current study uses a broader measure of CEO
dominance. A CEO is considered powerful if the chairman is not independent of
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management. The measure is based on the notion that the chairman is less likely to hold
the CEO accountable if the board chair is the CEO, a current executive of the firm, or a
former executive of the firm within the past five years.
3. Board size
Following prior studies (e.g. Vafeas, 2000; Beasley, 1996), board size is measured as the
total number of directors on the board. Annual reports of listed companies in Australia
disclose information relating to board structure.
4. Board independence
The percentage of independent directors on the board is used to operationalise board
independence.64 Following regulatory recommendations, an independent director is
defined as a director who has not been employed in any executive capacity by the
company within the last five years. Annual reports of listed companies in Australia are
not required to disclose information about the independence of non-executives. The
current study uses other sources of information to help determine the independence of
directors.
5. Audit committee independence
Audit committee independence is operationalised as the continuous variable representing
percentage of independent directors sitting on the audit committee (e.g. Bryan et al.,
2004). Director independence is measured similarly to the approach used in measuring
board independence.
6. Audit committee competence

64

Board independence is not measured using a dichotomous variable relating to whether outsiders have a
majority on the board or not, because only 6% of the sample have below 50% outsiders. Thus, board
independence will not be a variable after using the median to remove the confounding effect.
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The percentage of independent directors with financial expertise sitting on the audit
committee is a recently introduced measure of ‘Audit committee competence’. The
measure is intended to merge independence and expertise. The third recommendation of
the Blue Ribbon Committee (1999) is used as the basis for measuring the existence of
financial expertise. The recommendation states that financial expertise is demonstrated by
“past employment experience in finance or accounting, requisite professional certification
in accounting, or any other comparable experience or background which results in the
individual’s financial sophistication, including being or having been a CEO or other
senior officer with financial oversight responsibilities”. Annual reports of listed
companies in Australia are not required to disclose extensive information about directors’
expertise or any information about the independence of non-executives. Other sources of
information are used to help determine such information if it is not disclosed through the
annual reports.
7. Independent directors’ ownership
Following prior studies (e.g. Beasley, 1996), independent directors’ ownership is
measured as the number of share owned by independent directors divided by the firm’s
total issued ordinary shares. Director independence is measured similarly to the approach
used in measuring board independence.
8. Managerial ownership
Following prior studies (e.g. Hutchinson and Gul, 2004; Gul et al., 2002), managerial
ownership is measured as executive directors ownership divided by the firm’s total issued
ordinary shares. Firms listed on the ASX are not required to disclose shareholding of all
executives, but are required to report executive directors’ share ownership in the annual
reports.
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9. Debt reliance
Following prior studies (e.g. Gul and Tsui, 2001; Agrawal and Knoeber, 1996), debt
reliance is represent by the level of leverage. Leverage is calculated as total long-term
debt divided by total assets.
Each corporate governance attribute must be at a threshold level. It is possible that
although each corporate governance attribute is high, shareholders may not perceive it to
be sufficiently high and would perceive it to have a limited contribution. As a result, all
operational variables (except for CEO dominance and audit committee independence) are
partitioned by a dummy variable representing the cross-sectional median to overcome the
confounding effect of perceived-limited-monitoring contributions.65
Given that the task of corporate governance is to align managers’ objectives with
the interests of shareholders (Maher and Andersson, 2000), the impact of corporate
governance is important only when managers are acting opportunistically. When
managerial behaviour is consistent with the interests of shareholders, the monitoring
contribution of corporate governance attributes becomes restricted.

3.4.3 Earnings Management
Earnings management is used in three separate tests. 66 The descriptions of these
tests are as follows:
1. When testing the association between corporate governance and earnings
management, earnings management is used to reflect managers’ capacity to act

65

While CEO dominance is already a dummy variable, the median of audit committee independence equals
100%.
66
While opportunistic accrual management often difficult to observe directly, analysis of patterns in
accruals may reveal to investors that cash flow changes are moving in a different direction from accruals
(Ayres, 1994).
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opportunistically. The empirical indicator of earnings management is used as a
continuous variable in this test.
2. When testing the association between earnings management and earnings
response coefficient, earnings management is used as an indicator for earnings
reliability. Earnings management is represented by a continuous variable.
3. When testing the association between corporate governance and earnings response
coefficients, earnings management is used as a condition boundary to determine
whether managers have an incentive to manage earnings. The empirical model is
based on the proposal that managers in firms with low abnormal accruals have no
incentive to manage earnings and managers in firms with high abnormal accruals
have an incentive to manage earnings. The empirical indicator of earnings
management is used as a dummy variable to partition sample firms and focus on
firms with high earnings management in order to fully capture the impact of the
existence of management’s incentive to alter accounting earnings on the relation
between corporate governance and the information content of earnings.
From a permanence of earnings perspective, earnings management should mean to
shareholders that accounting earnings are less likely to reflect the natural effect of a
firm’s transactions and events. Kothari’s (2001) argues that opportunistic earnings
management are not permanent. Subramanyam (1996) provides evidence supporting
Kothari’s (2001) argument that opportunistic earnings are transitory. Subramanyam
(1996) finds that share returns’ response to non-discretionary earnings is higher than
discretionary earnings.
To determine the level of earnings management in a firm, a measure of the
proportion of earnings that are not managed is needed. Although managed earnings are
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hard to measure, the level of managed earnings is determined by estimating the
unmanaged proportion of earnings.
As accruals provide management with the opportunity to alter earnings, abnormal
accruals are used as an empirical indicator of earnings management (Bowman and
Navissi, 2003; Batov et al., 2001, Teoh et al., 1998a, 1998b; Dechow et al., 1995;
DeFond and Jimbalvo, 1994; Boynton et al., 1992; Jones, 1991). Abnormal and normal
accruals are used to measure managed and unmanaged earnings, respectively.
McNichols (2000) discusses three research designs commonly used in earnings
management literature, which are shown in Table 3-7. McNichols (2000) argues that
selecting a research design to measure earnings management depends on the question
addressed by the research. Two of the three research designs focus on accruals
management rather than earnings management, because of the following:
1. Cash earnings are less likely to be managed, because they are hard to manipulate.
2. Accounting accruals are the favoured instrument for earnings management
(Schipper, 1989; Burilovich and Kattelus, 1997).
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Table 3-7: Research designs from the earnings management literature.
Research design in the earnings management
literature

Studies implementing the design

Aggregate Accruals Models

(e.g. Kothari et al., 2001; DuCharme, 2001;
Erickson and Wang, 1999; DeFond and
Subramanyam, 1998; Becker et al., 1998;
Han and Wang, 1998 ; Dechow et al.,
1995; Jones, 1991; DeAngelo, 1986; Healy,
1985)

Specific Accrual Models

(e.g.

Beaver

and

McNichols,

1998;

Beneish, 1997; Beaver and Engel, 1996;
Petroni, 1992; McNichols and Wilson,
1988)
Frequency Distribution Approach

(e.g. Degeorge et al., 1999; Myers and
Skinner, 1999; Burgstahler and Dichev,
1997)

In general, aggregate accruals models have significant advantages over specific
accruals when the research seeks to understand the explanatory consequences of other
variables. McNichols (2000) provides the following reasons to justify the selection of the
aggregate accruals approach over specific accruals approach:
1. While the specific accrual models approach is not flexible in investigating
additional variables, the aggregate accruals models approach allows the
control for additional variables (i.e. corporate governance).
2. Using a specific accrual model may limit the generalisability of the findings,
because the number of firms for which a specific accrual is managed may be
small relative to the number of firms with aggregate accruals (Beneish,
2001).
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3. If it is not clear which accrual management might be used to manage
earnings, then the power of a specific accrual test for earnings management
is reduced.67
4. If a research aims to explore the association between earnings management
and other hypothesised factors, then a specific accrual model is less
tractable because it requires a separate model for each accrual likely to be
influenced by the hypothesised factors.
5. Finally, the large number of studies published using aggregate accruals
models indicates the wide acceptance of the aggregate accruals approach as
a proper proxy for earnings management.
Aggregate accruals approach is selected over frequency distribution approach
because of the following reasons:
1. Holland (2004) concludes that the assumption of symmetry used by the
frequency distribution approach in Burgstahler and Dichev (1997) to test for
the prevalence of earnings management can only be justified where there is
a known symmetrical distribution for the data in question.
2. Durtschi and Easton (2004) state that there is no unequivocal evidence
supporting the pervasive presumption that the discontinuities at zero in the
frequency distribution approach are due earnings management. They
provide evidence suggesting that the discontinuity is likely to reflect a
tendency for analysts to avoid coverage of firms with small loses, rather
than being an indication of earnings management.

67

Prior studies do not specify any accruals item that is specifically associated with corporate governance
attributes; and therefore does not promote the use of specific accrual models in corporate governance
studies.
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3. Frequency distribution approach measures discretion over earnings as the
behaviour of earnings after they are managed. Measuring the behaviour of
earnings after management does not help test the propositions presented in
Chapter Two.
4. Frequency
discretionary

distribution
(abnormal)

approach
and

does

not

differentiate

non-discretionary

(normal)

between
accruals

(McNichols, 2000). Not being able to differentiate between accruals does
not satisfy the need to measure management’s incentives to manage
earnings, as discussed in Chapter Two.
5. Frequency distribution approach provides results specifying which group of
firms will manage earnings rather than forming a better measure of
discretionary (abnormal) accruals (McNichols, 2000). The propositions
presented in the previous chapter require the measuring of discretionary
(abnormal) accruals.
The aggregate accruals approach is selected due to three factors. First, it captures
the net effect of all accounting estimations and choices that influence reported earnings.
This factor is needed because the corporate governance literature does not specify certain
accounting manipulations to be meaningfully related to corporate governance. Second,
examining the behaviour of total discretionary accruals fulfils the need to measure
whether managers had an incentive to manage earnings. Managers only manage earnings
when they have an incentive to do so (e.g. Dechow et al., 2000; Degeorge et al., 1999).
Finally, the aggregate accruals approach has been the primary focus of earnings
management studies measuring opportunistic earnings management (McNichols, 2000).
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3.4.3.1 Aggregate Accruals Models
Healy (1985) argues that accruals modify the timing of accounting earnings and are
composed of discretionary accruals (abnormal accruals) and non-discretionary accruals
(normal accruals). Prior research documented that firms use discretionary accruals to
practice earnings management (eg. Kasznik, 1999; Hall and Stammerjohan, 1997;
Robinson and Grant, 1997; Dechow et al., 1995; Gaver et al., 1995; Holthausen et al.,
1995; Warfield et al., 1995; DeFond and Jiambalvo, 1994; Perry and Williams, 1994;
Sweeny, 1994; Cahan, 1992; Jones, 1991; Healy, 1985).
While non-discretionary accruals represents accruals mandated by accounting
standard setting bodies and are beyond the control of management, discretionary
(abnormal) accruals enable managers to transfer earnings between periods and are proxies
for earnings management (Healy, 1985; Teoh et al., 1998a, 1998b). The most commonly
used discretionary accruals models by academic researchers in the area of earnings
management are the Jones (1991) and the modified Jones (Dechow et al., 1995) models
(eg. Kothari et al., 2001; Bartov et al., 2000; Thomas and Zhang, 2000; Kasznik, 1999;
Becker et al., 1998; Beneish, 1997; Guay et al., 1996; Subramanyam, 1996; Dechow et
al., 1995; DeFond and Jiambalvo, 1994). Table 3-8 summaries the description and the
limitation for each of the two models.
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Table 3-8: Abnormal accruals models

Model
Jones (1991)

Description
Expresses accruals as a function of the
changes in sales revenue and the level
of gross total property, plant, and
equipment.

Modified Jones
model (Dechow
et al., 1995)

Modifies the Jones (1991) model to
better control for the possibility of
revenue manipulation. It attempts to
mitigate potential bias from assuming
manipulation-free revenues.

Limitations
Has the potential to measure
abnormal accruals poorly when
managers exercise discretion
over revenue, because it assumes
that revenues are unmanaged. It
also may provide bias accruals,
because it omits expenses.
May
misestimate
accruals,
because it assumes that all
changes in credit sales are the
result
of
an
earnings
management activity. It also
may provide bias accruals,
because it omits expenses.

Several researches argue that only the Jones and the modified Jones models appear
to have the potential to provide reliable estimates of discretionary accruals (Kothari,
2001; Guay et al., 1996; Subramanyam, 1996; Dechow et al., 1995).68 A brief explanation
of the assumption each model is based on is followed (see Table 3-8 for descriptions and
limitations):
1. Jones (1991) model:
Jones (1991) is motivated to capture a larger portion of managers’ manipulations
rather than selecting a single accrual account as suggested by McNichols and Wilson
(1988). Jones (1991) argues that accruals are influenced by economic circumstances.

68

A form of discretionary accruals models (Kothari et al., 2001) is based on the view that discretionary
accrual estimates are influenced by firm performance. If discretionary accrual estimates are correlated with
firm performance (Dechow et al. 1995; Kasznik 1999; Kothari et al. 2002), then measures of discretionary
accruals should control for firm performance in the estimation of discretionary accruals. Such a measure is
based on partitioning firms within each industry to deciles and then using the median return on assets of
each portfolio to control performance. This requires a large number of firms per each industry, such as
samples obtained from large capital markets (i.e. US markets). Given the size of firm observations in each
industry in the sample, such an approach is not feasible to apply to samples derived from smaller markets
(i.e. Australian markets).
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Jones (1991) attempts to control for the effect of changing economic circumstances
on accounting accruals by controlling changes in non-discretionary accruals. While
sales growth controls a firm’s non-discretionary working capital, the level of
property, plant, and equipment controls the firm’s non-discretionary depreciation
expense (Bernard and Skinner, 1996). Jones (1991) uses the abnormal portion of total
accruals to capture earnings management.
2. Modified Jones model (Dechow et al., 1995)
Dechow et al. (1995) explain that a weakness of the Jones (1991) model lies in its
inability to capture the impact of sales-based manipulations, because Jones (1991)
assumes changes in sales are associate with non-discretionary accruals. Dechow et al.
(1995) proposes a modification that would help detect sales-based earnings
management. While Jones (1991) implicitly assumes that revenues are nondiscretionary, Dechow et al. (1995) assumes that only collected revenues are nondiscretionary. Dechow et al. (1995) modifies the Jones model by eliminating errors
caused when discretion is exercised over revenue through credit sales.
The original models of Jones (1991) and Dechow et al. (1995) are time series.
However, recent studies (eg. DeFond and Jiambalvo, 1994; Subramanyam, 1996; DeFond
and Subramanyam, 1998; Becker et al., 1998; Peasnall et al., 1998; Teoh et al., 1998a,
1998b) prefer cross-sectional discretionary accruals models to time-series models due to
the following reasons:
1. Time series Jones model assumes that coefficient estimates on change in sales and
the level of property, plant and equipment remain stationary over time, which is
not appropriate (Peasnell et al., 2000b).
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2. Using cross-sectional accruals models help to avoid the survivorship bias
problems inherent in the time-series approach (Peasnell et al., 2000a).
3. Under time-series models, the self-reversing property of accruals may introduce
specification problems in the form of serially correlated residuals (Peasnell et al.,
2000b).
4. Subramanyam (1996) and Bartov et al. (2000) use Jones (1991) and modified
Jones (Dechow et al., 1995) models to evaluate whether cross-sectional models
are similar to time series models in providing reliable estimates of discretionary
accruals. Subramanyam (1996) and Bartov et al. (2000) find that the crosssectional Jones and the cross-sectional modified Jones models perform better than
their time-series counterparts in detecting earnings management.
5. Subramanyam (1996) and Peasnell et al. (1998) state that cross-sectional models
generate larger samples and provide more observations per model when
estimating coefficients than time-series models.
6. Peasnell et al. (1998) state that cross-sectional models allow the inclusion of firms
with short histories.
The above reasoning justifies the selection of the cross-sectional version over the
time-series version.
3.4.3.2 Cross-sectional Models
The cross-sectional approach adjusts for changing industry wide economic
conditions, which influences accruals independently of earnings management (Teoh et
al., 1998a, 1998b). However, it is based on the assumption that all firms in the industry
have similar operating cycle.
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Recent studies measure abnormal (discretionary) accruals using cross-sectional
models (eg. DeFond and Jiambalvo, 1994; Subramanyam, 1996; DeFond and
Subramanyam, 1997; Becker et al., 1998; Teoh et al., 1998a, 1998b; Kasznik, 1999;
Bartov et al., 2000; Chtourou et al., 2001; Kothari et al., 2001). Details of the crosssectional Jones (1991) and modified Jones (Dechow et al., 1995) models are followed.
1.

Cross-sectional Jones model

Abnormal accruals are measured in two steps. Firstly, the Jones model measures nondiscretionary accruals as a function of the level of property, plant, and equipment, and
changes in revenue. All variables in the accruals expectations model are scaled by lagged
assets to reduce heteroscedasticity (Jones, 1991). Equation 8 estimates coefficients
separately for each industry group.
Equation 8: Cross-sectional Jones (1991) non-discretionary accruals model

TAj,g/Aj,g = α0 (1/Aj,g) + α1 (∆REVj,g/ Aj,g) + α2 (PPEj,g/Aj,g)
where
TA

=

Total accruals

A

=

Beginning of year total assets

∆REV

=

Change in net revenue

PPE

=

Property, plant, and equipment

j

=

denote firm from g industry group

g

=

denote industry group

Secondly, in Equation 9 abnormal accruals for each sample firm j is defined as the
residual from Equation 8.
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Equation 9: Cross-sectional Jones (1991) discretionary accruals model

AAj = TAj/Aj – [α̂ 0 (1/Aj) + α̂ 1 (∆REVj/Aj) + α̂ 2 (PPEj/Aj)]
where
AAj =

Abnormal accruals as measured by the difference between total accruals
and predicted total accruals.

α̂ , α̂
0

1

, and α̂ 2 are the fitted coefficients from Equation (8).

Estimated abnormal accruals are calculated as the error term from Equation 8.
2.

Cross-sectional Modified Jones model:

As can be seen from Equations 10 and 11, the modified Jones model proposes modifying
the change in revenue by adjusting for change in accounts receivable (∆REC).
Equation 10: Dechow et al. (1995) modification of the cross-sectional Jones non-discretionary
accruals model

TAj,g/Aj,g = γ0 (1/Aj,g) + γ1 ((∆REVj,g - ∆RECj,g)/Aj,g) + γ 2 (PPEj,g/Aj,g)
where ∆REC is the change in accounts receivables.

Equation 11: Dechow et al. (1995) modification of the cross-sectional Jones discretionary accruals
model

AAj = TAj/Aj – [ γ 0 (1/Aj) +

ˆ

where

γˆ , γˆ , and γˆ
0

1

2

γˆ

1

((∆REVj - ∆RECj) /Aj) +

γˆ

2

(PPEj/Aj)]

are the fitted coefficients from equation (8).

In Equation 11, the coefficients from Equation 10 are used to predict expected total
accruals. Expected total accruals are deducted from actual total accruals (TAj,g/Aj,g) to
obtain abnormal accruals (AAj).The effectiveness of the model in measuring earnings
management depends on how well discretionary accruals are separated from nondiscretionary accruals. Dechow et al. (1995) conclude that their version of the modified
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Jones model is superior over all other currently available models, though it remains
imperfect. Subramanyam (1996) finds that results obtained from cross-sectional modified
Jones model (Dechow et al., 1995) are qualitatively similar to the results obtained from
cross-sectional Jones model. However, estimations cannot be very precise.
Subramanyam (1996) states that cross-sectional models are not free of
measurement problems, similar to all other discretionary accruals models. It can be
argued that the Jones (1991) and the modified Jones (Dechow et al., 1995) models
misclassify discretionary and non-discretionary accruals. However, Bernard and Skinner
(1996) state that the misclassification problem is common to all earnings management
studies.69
The current study focuses on the modified Jones (Dechow et al., 1995) model as the
key measure for earnings management for two reasons. First, the results obtained from
cross-sectional modified Jones model are qualitatively similar to the results obtained from
cross-sectional Jones model (Subramanyam, 1996). Second, the modified Jones (Dechow
et al., 1995) model eliminates errors caused when discretion is exercised over revenue
through credit sales.
3.4.3.3 Measuring Total Accruals
To be able to estimate discretionary accruals, total accruals need to be computed.
There are two methods for computing total accruals. The first method is the traditional
balance sheet approach that has been used in the majority of prior studies (eg. Healy,
1985; Jones, 1991; Dechow et al., 1995; Peasnell et al., 1998; Kothari, 2001). The second
method is the cash flow approach, which is being adopted by recent studies (e.g.

69

The data results show that there is no significant difference between the Jones (1991) model and the
modified Jones (Dechow te al., 1995) model.
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Subramanyam, 1996; DeFond and Subramanyam, 1997; Becker et al., 1998; Klein,
2002b).
Under the traditional balance sheet approach, total accruals are measured as
follows:
Equation 12: Balance sheet approach.

TAt = ∆CAt - ∆Casht - ∆CLt + ∆DCLt - DEPt
∆CAt
∆Casht
∆CLt
∆DCLt
DEPt

Change in current assets in year t
Change in cash and cash equivalents in year t
Change in current liabilities in year t
Change in debt included in current liabilities in year t.
Depreciation and amortization expense in year t

Under the cash flow approach, total accruals are measured as follows:
Equation 13: Cash flow approach.

TAt = EBXAt – OCt
EBXAt
OCt

Earnings before extraordinary and abnormal items in year t
Operating cash flow in year t

However, most recent studies prefer the cash flow approach to the traditional
balance sheet approach due to the following reasons:
1. While the balance sheet approach omits non-current accruals (except for
deprecation and amortisation), the cash flow approach accounts for both current
and non-current accruals. Omitted non-current accruals can take the form of
overstated provisions for restructuring costs, loan losses or warranty costs. Such
unrealistic assumptions of estimated liabilities remove accruals from current
earnings to future earnings and are not captured by the balance sheet approach.
2. Collins and Hribar (2002) find empirical evidence that the balance sheet approach
becomes less efficient than the cash flow approach when firms experience
mergers or acquisitions. The reason is that under the balance sheet approach an
articulation is presumed between changes in balance sheet working capital
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accounts and accrued revenues and expenses on the income statement. The
articulation breaks down when non-operating events or activities are introduced
(i.e. mergers or acquisitions).
3. Collins and Hribar (2002) find empirical evidence that the balance sheet approach
is biased in measuring accruals for firms experiencing discontinuing operations
(abnormal items). This is also due to the break down in the presumed articulation
in the balance sheet approach.
Collins and Hribar (2002) demonstrate that the frequency and magnitude of errors
introduced when using the balance sheet approach can be substantial. Based on the
reasoning above, the cash flow approach will be employed to calculate total accruals.70
As a result, the measure of total accruals is based on the cash flow approach, which
is used to divide accruals into discretionary and non-discretionary accruals based on the
cross-sectional modified Jones models. The level of discretionary accruals is then used to
as an empirical indicator of earnings management.

3.5 ANALYSIS PROCEDURES AND HYPOTHESES
The analysis of the data proceeds in four distinct steps. Each of these steps and the
associated hypothesis to be tested are outlined in the sections below.

3.5.1 Step one: Data Collection and Descriptive Statistics
The first stage of analysis is to collect the data from share markets and annual
reports of the selected firms and insert them into a computer spreadsheet. Descriptive
statistics are computed to profile the data. A comparison is made between firms that
70

Data results support Collins and Hribar’s (2002) findings that the cash flow approach is less bias than the
balance sheet approach.
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deemed to have engaged in earnings management and firms that deemed to not have
engaged in earnings management.

3.5.2 Step two: Computing Abnormal Accruals
The second step of analysis is to compute abnormal accruals. The study uses the
modified Jones (Dechow et al., 1995) model to compute abnormal accruals. Abnormal
accruals are calculated as the error term of the accruals expectation model (see section
3.4.3 for details).
Only the magnitude of abnormal accruals is used rather than the level of abnormal
accruals. This is due to earnings management being the deviation of accounting earnings
from reflecting the natural effect of the firm’s transactions and events. Hence, earnings
management is not conditioned by the direction (upwards or downwards) of the change in
accounting earnings, but by the change itself.71

3.5.3 Step three: Regression Analysis (Univariate and Multivariate
Analysis)
Three methods are used to test the hypotheses. They are pooled GLS (random effect)
regression, mean coefficients, and Wald test.
3.5.3.1 Pooled GLS regression
The pooled GLS regression over the four-year test period is used rather than the
pooled OLS. The use of pooled OLS would be optimal if the residuals were crosssectionally uncorrelated, and if they were homoscedastic across firms (Baltagi, 2001).

71

It can be argued that downward abnormal accruals are indicative of conservatism, and therefore, should
be analysed separately from upward abnormal accruals. However, downward abnormal accruals could be
driven by other factors. For example, Butler et al. (2004) finds evidence that firms in severe financial
distress engage in liquidity-enhancing transactions (e.g., delaying payables or factoring receivables) that
result in large downward abnormal accruals. Downward abnormal accruals can also result from reversal of
previous short-term upward abnormal accruals or from a strategic approach such as a “big bath” effect in
which downward abnormal accruals are adopted in one period to increase future reported earnings.
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While the OLS estimates coefficients are still unbiased and consistent under the
violation of normality and constant variance, the estimates are inefficient (Greene, 2000).
The estimated standard errors are biased and inconsistent, thus the results test statistics
are also biased and inconsistent (e.g. Baltagi, 2001; Greene, 2000).
Under these circumstances, GLS is the proper estimation method. GLS estimation
effectively standardises the observations (e.g. Baltagi, 2001; Greene, 2000).
Given that coefficients may be constant over time, estimating using pooled
regression becomes more efficient. Also pooled estimation is a simple way to examine
the sensitivity of the results to alternative specifications (Beaver, 1998).
3.5.3.2 Random effect versus Fixed effect
A pooled cross-sectional GLS (random effects) model is used to test the proposed
relationships. The fundamental advantage of a pooled regression over a cross section is
that it allows the researcher far greater flexibility in modelling differences in sample
specific behaviour (Greene, 2000). The assumptions underlying the pooled least square
imply that no relationships exist within or between each cross-section. Thus, if any
relationship does exist and is not specified in the model, then the misspecification is
captured in the error term and may contaminate the coefficient estimates.
There are two basic frameworks used to account for relationships within or between
each cross-section (e.g. Baltagi, 2001; Greene, 2000). The least squares dummy variable
(fixed effect) approach assumes that individual constant is a group specific constant term
in the regression model (Greene, 2000). The generalised least squares (random effect)
approach specifies that individual constant is a group specific disturbance similar to the
error term, except for each group (Greene, 2000). There is a trade-off between the
consistency of the least squares dummy variable (fixed effect) approach and the
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efficiency of the generalised least squares (random effect) approach. Mundalk (1978)
argue that the generalised least squares (random effect) approach assumes exogeneity of
all the regressors and the random individual effects. In contrast, the least squares dummy
variable (fixed effect) allows for endogeneity of all the regressors and the individual
effects. Most applications in economics have made the choice between both approaches
based upon the standard Hausman (1978) test. However, when dealing with unbalanced
panels, as the case in this study, the Hausman test becomes problematic (Greene, 2000).
The random effect model is chosen as a better approach due to the following
reasons:
1. The fixed effect model may be viewed as applying only to the cross-sectional
firms in the study, and cannot be generalised outside the sample (Greene, 2000).
Thus, it is not possible to confirm that the differences between firms can be
described as parametric shifts of the regression function.
2. Given that the sampled cross-sectional firms were drawn from a large population
(i.e. ASX list companies), it is more appropriate to view individual specific
constant terms as randomly distributed across cross-sectional firms (Greene,
2000).
3. Using dummy variables to identify firms would result in a large number of
parameters relative to the number of observations. Thus, fixed effect is costly in
terms of degrees of freedom lost.
4. Given that some empirical indicators of corporate governance do not vary much
over time, the pooled fixed effect regression is not a correct method in this case.
The estimations of pooled random effects regressions assist in controlling for the
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underlying time-invariant corporate governance characteristics and policies of
each firm.
5. Although

unbalanced

random-effects

models

may

lead

to

groupwise

heteroscedasticity problems, White’s Heteroscedasticity Consistent Covariance
estimator is used to correct for heteroscedasticity.
Nevertheless, it should be noted that one of the limitations of the random effect
approach is that it may suffer from the inconsistency due to omitted variables. Given that
the study uses multiple proxies for unexpected earnings and multiple empirical indicators
for corporate governance, the impact of the limitation is likely to be minimal.
3.5.3.3 Mean Coefficients
The mean estimates across results for each of the four individual years are used. As
pointed out by Bernard (1987), because of industry effects, the standard error in the tstatistics dominator may be biased downward due to an overstatement of the true but
unknown number of independent observations in the regression.
To address this concern, a test of the mean coefficients is computed across the four
individual years as follows. First, each year’s regression parameter estimates is treated as
a single observation. The cross-time means of these parameters estimates (for each
independent year variable) are then divided by their standard errors.
Second, the resulting amounts are then compared to the t-statistic with three degrees
of freedom to assess their statistical significance. Thus, the mean estimates are mainly
used to confirm that the potential cross-sectional correlations in the error term have no
effect on the annual coefficients.
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3.5.3.4 Wald Test
A comparison is conducted between the coefficients of two models using the Wald test.
Wald test is used to determine whether coefficients in both models are significantly
different from each other. The following equation is used (Greene, 2000):

(Coefficien t 2 − Coefficien t1 ) 2
Wald =
> χ 2 ( df = 1)
2
2
( SE 2 ) + ( SE1 )
3.5.4 Step four: Robustness Checks
The fourth step of analysis is to test regression assumptions and check for outliers
and collinearity. For example, regression assumptions are tested by examining the
residuals of the model (Pedhazur, 1997). The assumptions are: normality, linearity,
homoscedasticity, and independence of residuals (Pedhazur, 1997). Alternative methods
will be used to overcome any violation of the assumptions, such as variance stabilising
transformations and the use of weighted least squares regression.
Distributions with infinite variance tend to have thick tails, implying outliers.
Relatively heavy weights can be placed on outliers (Judge et al., 1988). Thus, their
presence tends to lead to bias and extremely sensitive least square estimates. Following
prior studies (e.g. Easton and Harris, 1991), if earnings level scaled by beginning price or
change in earnings scaled by beginning price are above 1.5 or below -1.5, then it is
considered to be an outlier. This approach is proposed by Malinvaud (1980) to transfer
infinite variance into finite variance by assuming that the distribution of the disturbances
is bounded.
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Corporate governance attributes could be considered interrelated (collinearity
problem). If collinearity (or Multicollinearity) is found to be harmful, several methods
will be adopted to reduce the severity of the collinearity problem.72 These methods are:
1. To transform variables included in the model to minimise seriousness of the
problem (Gujarati, 1999).
2. To use the ridge regression estimator as proposed by Hoeral and Kennard (1970a,
1970b).
3. To choose a different operational variable representing the interrelated attributes
to avoid potential endogeneity problems.

3.6 SUMMARY OF CHAPTER
Chapter Three discussed the sample selection, data collection procedures, and
analysis procedures. The chapter discussed the method used to test the propositions, as
presented in Chapter Two. The chapter presents the hypotheses that present empirically
the propositions stated in Chapter Two. Tables 3-9 and 3-10 provide a summary of
hypotheses and definition of variables.

72

Simultaneous equations is a method used in the corporate governance literature to detect collinearity (e.g.
Agrawal and Knoeber, 1996). However, it will not be the only method used to detect collinearity, because
the estimation of simultaneous linear equation systems needs a theory to restrict the coefficients before the
estimation starts. Given that there is no theory on how the three attributes interact, the coefficients in the
system cannot be reliably restricted using simultaneous equations.
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Table 3-9: Summary of Hypotheses
Hypothesis
One:
The
coefficients of regressing the
magnitude of abnormal accruals
on the empirical indicators of
corporate
governance
are
statistically different from zero.

H10: γ 1 ≥ 0, γ 2 ≤ 0, γ 3 ≥ 0, γ 4 ≥ 0, γ 5
≥ 0, γ 6 ≥ 0, γ 7 ≥ 0, γ 8 ≥ 0, γ 9 ≥ 0

Hypothesis Two: The interaction
between the magnitude of
abnormal accruals and earnings is
less than the coefficient for
earnings in the absence of
abnormal accruals.
Hypothesis
Three:
The
interactions between earnings and
the empirical indicators of
corporate
governance
are
different from zero and from the
coefficient for earnings in the
absence of corporate governance.

H20: (α0 + α 1) ≥ β1 , (ψ 0 + ψ 1) ≥ β2

Equation 3

H11: γ 1 < 0, γ 2 > 0, γ 3 < 0, γ 4 < 0, γ 5
< 0, γ 6 < 0, γ 7 < 0, γ 8 < 0, γ 9 < 0

Equation 4

H21: (α0 + α 1) < β1 , (ψ 0 + ψ 1) < β2

H30: (ϕ0 + ϕ 1) ≤ β1 , (ϕ0 + ϕ 2) ≥ β1 ,
(ϕ0 + ϕ 3) ≤ β1 , (ϕ0 + ϕ 4) ≤ β1 , (ϕ0 +
ϕ 5) ≤ β1 , (ϕ0 + ϕ 6) ≤ β1 , (ϕ0 + ϕ 7) ≤
β1 , (ϕ0 + ϕ 8) ≤ β1 , (ϕ0 + ϕ 9) ≤ β1 ,
(λ 0 + λ 1) ≤ β2, (λ 0 + λ 2) ≥ β2, (λ 0 + λ
3) ≤ β2, (λ 0 + λ 4) ≤ β2, (λ 0 + λ 5) ≤ β2,
(λ 0 + λ 6) ≤ β2, (λ 0 + λ 7) ≤ β2, (λ 0 + λ
8) ≤ β2, (λ 0 + λ 9) ≤ β2

Equation 5

H31: (ϕ0 + ϕ 1) > β1 , (ϕ0 + ϕ 2) < β1 ,
(ϕ0 + ϕ 3) > β1 , (ϕ0 + ϕ 4) > β1 , (ϕ0 +
ϕ 5) > β1 , (ϕ0 + ϕ 6) > β1 , (ϕ0 + ϕ 7) >
β1 , (ϕ0 + ϕ 8) > β1 , (ϕ0 + ϕ 9) > β1 ,
(λ 0 + λ 1) > β2, (λ 0 + λ 2) < β2, (λ 0 + λ
3) > β2, (λ 0 + λ 4) > β2, (λ 0 + λ 5) > β2,
(λ 0 + λ 6) > β2, (λ 0 + λ 7) > β2, (λ 0 + λ
8) > β2, (λ 0 + λ 9) > β2

Hypothesis
Four:
The
coefficients for the interaction
between earnings and the
empirical indicators of corporate
governance conditioned on the
magnitude of abnormal accruals
are different from zero and from
the earnings response coefficient
in the absence of abnormal
accruals
and/or
corporate
governance.

H40: (ϕ0 + ϕ 1) ≤ β1 , (ϕ0 + ϕ 2) ≥ β1 ,
(ϕ0 + ϕ 3) ≤ β1 , (ϕ0 + ϕ 4) ≤ β1 , (ϕ0 +
ϕ 5) ≤ β1 , (ϕ0 + ϕ 6) ≤ β1 , (ϕ0 + ϕ 7) ≤
β1 , (ϕ0 + ϕ 8) ≤ β1 , (ϕ0 + ϕ 9) ≤ β1 ,
(λ 0 + λ 1) ≤ β2, (λ 0 + λ 2) ≥ β2, (λ 0 + λ
3) ≤ β2, (λ 0 + λ 4) ≤ β2, (λ 0 + λ 5) ≤ β2,
(λ 0 + λ 6) ≤ β2, (λ 0 + λ 7) ≤ β2, (λ 0 + λ
8) ≤ β2, (λ 0 + λ 9) ≤ β2
H41: (ϕ0 + ϕ 1) > β1 , (ϕ0 + ϕ 2) < β1 ,
(ϕ0 + ϕ 3) > β1 , (ϕ0 + ϕ 4) > β1 , (ϕ0 +
ϕ 5) > β1 , (ϕ0 + ϕ 6) > β1 , (ϕ0 + ϕ 7) >
β1 , (ϕ0 + ϕ 8) > β1 , (ϕ0 + ϕ 9) > β1 ,
(λ 0 + λ 1) > β2, (λ 0 + λ 2) < β2, (λ 0 + λ
3) > β2, (λ 0 + λ 4) > β2, (λ 0 + λ 5) > β2,
(λ 0 + λ 6) > β2, (λ 0 + λ 7) > β2, (λ 0 + λ
8) > β2, (λ 0 + λ 9) > β2

Equation 6
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Table 3-10: Definition of variables

SYMBOL

VARIABLE

DEFINITION

ARjt

Share Return

Ejt

Earnings Level

∆Ejt

Earnings Change

OWNCONjt

Ownership
Concentration
Managerial Ownership

Annual return accumulated for firm j for nine months prior to
through three months after fiscal year-end.
Earnings per share scaled by beginning price, before extraordinary
items.
Change in earnings per share and then scaled by beginning of
period price for firm j.
Percentage of total shares held by the top 20 shareholders divided
by the total number of shares.
Percentage of total shares held by executive directors divided by the
total number of shares.
Percentage of total shares held by independent directors divided by
the total number of shares.
Total long-term borrowings divided by total assets.
One if the chairman of the board is not an independent director.
Otherwise, it equals zero.
Number of directors on the board.
Number of independent directors divided by the total number of
directors on the board.
Number of independent directors on the audit committee divided by
the total number of directors on the audit committee.
Number of independent directors with financial expertise on the
audit committee divided by the total number of directors on the
audit committee.
Absolute value of the residual from the Modified Jones model.

OWNMANjt
OWNOUTjt
DEBTRLjt
CEOjt

Independent Directors’
Ownership
Debt Reliance
CEO dominance

BRDSZEjt
BRDINDjt

Board Size
Board Independence

AUDINDjt

Audit Committee
Independence
Audit Committee
Competence

AUDCMPjt
AAAjt
D0j

D1j
D2j
D3j
D4j
D5j
D6j
D7j

Absolute Value of
Abnormal Accruals
Dummy for absolute
value of abnormal
accruals
Dummy variable for
Ownership
Concentration
Dummy variable for
Board Size
Dummy variable for
Board Independence
Dummy variable for
Audit Committee
Competence
Dummy variable for
Independent Directors’
Ownership
Dummy variable for
Managerial Ownership
Dummy variable for
Debt Reliance

One if magnitude of abnormal accruals as measured by the
modified Jones (Dechow et al., 1995) model is above its yearly
cross-sectional median. Otherwise, D0j equals zero.
One if OWNCONj is greater than its yearly cross-sectional median.
Otherwise, D1j equals zero.
One if BRDSZEj is greater than its yearly cross-sectional median.
Otherwise, D1j equals zero.
One if BRDINDj is greater than its yearly cross-sectional median.
Otherwise, D1j equals zero.
One if AUDCMPj is greater than its yearly cross-sectional median.
Otherwise, D1j equals zero.
One if OWNOUTj is greater than its yearly cross-sectional median.
Otherwise, D1j equals zero.
One if OWNMANj is greater than its yearly cross-sectional median.
Otherwise, D1j equals zero.
One if DEBTRLj is greater than its yearly cross-sectional median.
Otherwise, D1j equals zero.
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CHAPTER FOUR:
ANALYSIS AND HYPOTHESIS TESTS

4.1 INTRODUCTION
Chapter Four presents the results of the data analysis from the research method
described in Chapter Three. Based on the analysis, hypotheses one to four are tested and a
series of conclusions are drawn. These hypotheses test the impact of corporate
governance attributes (hypotheses One, Three, and Four) and the effect of abnormal
accruals (hypothesis Two). When testing the hypotheses relating to corporate governance
attributes, the analysis proceeds in three stages. First, the relationship between the
magnitude of abnormal accruals and corporate governance variables is tested. To
undertake stage one, the magnitude of abnormal accruals is determined using the
modified Jones (Dechow et al., 1995) model.
The second stage assesses the relationship between corporate governance variables
and the earnings response coefficients. This tests Hypothesis Three. In this stage, share
returns are based on annual returns accumulated over the 12 months extending from nine
months prior to through three months after each firm’s respective fiscal year-end (e.g.
Easton and Harris, 1991; Ali, 1994; Cheng et al., 1996).
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The third stage of the analysis examines the impact of corporate governance
variables on the earnings response coefficients after conditioning on the magnitude of
abnormal accruals. This is a test of Hypothesis Four.
When testing Hypothesis Two, the relationship between the magnitude of abnormal
accruals and the earnings response coefficients is examined. This link is based on using
the magnitude of abnormal accruals as a signal of the degree of non-permanent
components included in earnings.
The chapter proceeds as follows: Section 4.2 presents descriptive statistics and
correlation coefficients. Section 4.3 describes the development of the variables for
abnormal accruals. Section 4.4 discusses testing of the hypotheses and robustness checks.
Section 4.5 concludes the chapter by summarising the analysis and findings.

4.2 DESCRIPTIVE STATISTICS AND CORRELATION
COEFFICIENTS
4.2.1 Descriptive Statistics
The descriptive statistics for the key variables are presented in Table 4-1. The table
separates the variables based on whether the magnitude of abnormal accruals, according
to the modified Jones (Dechow et al., 1995) model, is high or low. High and low
abnormal accruals are determined based on whether the firm’s magnitude of abnormal
accruals is higher or lower than the yearly cross-sectional median. This helps the analysis
of descriptive statistics through the following:
1. Dividing the sample based on the magnitude of abnormal accruals empowers the
investigation of whether corporate governance is more effective when managers
have an incentive to manage earnings.
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2. Separating firms into two groups enables the investigation of whether the
market’s response differs depending on the magnitude of abnormal accruals.
3. Sorting out firms into two groups based on indicators opportunistic managerial
behaviour is expected to provide more information on the characteristics of the
firm (i.e. risk and growth).
Table 4-1: Pooled Descriptive Statistics

Variable
Name

Variable
Symbol

Share
ARjt
Returns
Earnings per
Ejt
share
Change in
∆Ejt
earnings per
share
Ownership
OWNCONjt
concentration
Managerial OWNMANjt
ownership
Independent OWNOUTjt
directors’
ownership
Debt reliance DEBTRLjt
CEO
CEOjt
dominance
Board size
BRDSZEjt
Board
BRDINDjt
independence
Audit
AUDINDjt
committee
independence
Audit
AUDCMPjt
committee
competence
Beta risk
BETAjt
Firm Growth GROWTHjt

High magnitudes Low magnitudes
Full sample
of abnormal
of abnormal
accruals
accruals
Mean Standard Mean Standard Mean Standard
Deviation
Deviation
Deviation
0.173
1.019
0.092
0.520
0.131
0.800
0.054

0.140

0.047

0.137

0.050

0.139

0.002

0.135

0.007

0.140

0.005

0.154

0.672

0.173

0.670

0.166

0.671

0.169

0.137

0.610

0.214

2.278

0.177

1.694

0.085

0.165

0.072

0.186

0.078

0.176

0.173
0.171

0.166
0.377

0.184
0.144

0.189
0.351

0.179
0.157

0.178
0.364

6.659
0.676

2.095
0.197

6.802
0.707

2.126
0.179

6.699
0.692

2.113
0.188

0.807

0.290

0.831

0.274

0.820

0.282

0.561

0.319

0.572

0.324

0.567

0.321

0.833
2.137

1.703
6.228

0.715
2.226

1.142
6.621

0.772
2.183

1.440
6.431

Table 4-1 shows that firms with low abnormal accruals display lower share returns
and lower risk than firms with high abnormal accruals. The results relating to firm risk
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are consistent with Sweeny (1994) who argued that risky firms are more likely to engage
in earnings management to justify the greater risk.
In comparing the means for corporate governance variables, the results indicate that
some variables differ depending on the magnitude of abnormal accruals and are in
alignment with the study’s propositions. For example, the means of board size show that
larger boards are associated with low magnitudes of abnormal accruals. This is consistent
with prior studies. Xie et al. (2003) and Chtourou et al. (2001) empirically find that larger
boards are strongly associated with lower levels of earnings management.
The results of the descriptive statistics show the need to take into account the
magnitude of abnormal accruals when analysing share returns and the impact of corporate
governance attributes. These results are investigated further in the following sections.

4.2.2 Correlation Coefficients
Table 4-2 presents the Pearson correlations among share returns, the magnitude of
abnormal accruals, and all corporate governance variables. The correlation coefficients were
checked for the presence of high collinearity among regressors.73
Table 4-2: Pearson correlations coefficients.
AR (1)
AAA# (2)
OWNCON (3)
CEO (4)
BRDSZE (5)
BRDIND (6)
AUDIND (7)
AUDCMP (8)
OWNOUT (9)
OWNMAN (10)
DEBTRL (11)

(1)
1

(2)
-0.02
1

(3)
-0.02
0.04
1

(4)
0.04
0.01
0.02
1

(5)
-0.08*
-0.09*
0.01
-0.19†
1

(6)
-0.05
-0.13†
-0.13†
-0.39
0.22†
1

(7)
-0.01
-0.10†
-0.16†
-0.32†
0.23†
0.54†
1

(8)
-0.02
-0.04
-0.08*
-0.22†
0.11†
0.33†
0.61†
1

(9)
-0.03
0.003
-0.23†
-0.002
-0.10†
0.02
-0.12†
-0.08*
1

(10)
-0.05
-0.01
-0.02
0.01
0.03
-0.11†
-0.08*
-0.03
0.03
1

(11)
-0.13†
0.04
0.01
-0.02
0.06
0.17†
0.14†
0.13†
-0.06
-0.03
1

* Correlation is significant at the 0.05 level (2-tailed)
†

Correlation is significant at the 0.01 level (2-tailed)
# The magnitude of abnormal accruals
73

This test is motivated by Klein’s (2002a) findings of multicollinearity between board characteristics and
audit committee characteristics.
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It is evident from the correlation coefficients in Table 4-2 that there is no high
correlation among the variables. As a result, collinearity does not appear to pose a threat to
the interpretation of regression coefficients of the independent variables, which are reported
in the following subsections. The highest coefficient in Table 4-2 is (0.61), which is an
indication of the likelihood of partial collinearity, which is found to be harmless after further
testing using the condition index. Formal testing using the Belsley et al. (1980) condition
indices on the full sample confirmed that harmful collinearity does not exist.74 Next, the
results of testing the hypotheses are discussed.

4.3 ABNORMAL ACCRUALS
Chapter Three presented the modified Jones (Dechow et al., 1995) model as a model
used to estimate abnormal accruals. In order to estimate abnormal accruals, it is first
necessary to calculate total accruals. Total accruals are calculated as the difference between
earnings before extraordinary items and cash flows from operations (see Equation 13 in
section 3.4.3.3).
The modified Jones (Dechow et al., 1995) model, represented by Equation 10, uses
change in cash revenue and the level of property plant and equipment as the explanatory
variables for predicting expected total accruals. Ordinary least squares (OLS) regression is
used to estimate the equation by industry for each year. The resulting model (Equation 11) is
then used to calculate abnormal accruals through the difference between actual and expected
total accruals for each firm.
The calculation of total accruals covers 14 industries over four financial years. As the
results of these calculations are too numerous to report efficiently, an example for one

74

Warga (1989) shows that the condition index is a valid diagnostic for financial returns data. In this case,
the condition index is 23.3, which is below the benchmark of 30.

107
industry is presented in Appendix (F). Additionally, Equation 10 is estimated for the full
sample to demonstrate the explanatory power of the modified Jones (Dechow et al., 1995)
model. Table 4-3 presents the estimated coefficients of the total accruals model.
Table 4-3: Estimation of the parameters of total accruals model for the full sample.

Equation 10: TAj,g/Aj,g = γ0 (1/Aj,g) + γ1 ((∆REVj,g - ∆RECj,g)/Aj,g) + γ 2 (PPEj,g/Aj,g)
N
Adjusted R2
γ0
γ1
γ2
(F-Stat.)
0.40
-2806.99
-0.09
-0.91
778
(170.29)***
(-1.78)*
(-8.89)***
(-2.56)***
TA = Total accruals, A = Beginning of year total assets, ∆REV = Change in net revenue, PPE = Property, plant, and
equipment, j = denote firm from g industry group, and g = denote industry group.
* Correlation is significant at the 0.10 level (2-tailed)
** Correlation is significant at the 0.05 level (2-tailed)
*** Correlation is significant at the 0.01 level (2-tailed)

The model is significant at the 1% level. The modified Jones (Dechow et al., 1995)
model has an explanatory power of 40%. It allows for the estimation of abnormal accruals
through deducting expected total accruals from actual total accruals (see Equation 11 in
section 3.4.3.2).
Two approaches are used to incorporate abnormal accruals into the tested models. They
are as follows:
1. When incorporating abnormal accruals as a dependent or an independent variable (i.e.
first and second hypotheses), the magnitude of abnormal accruals is included as the
estimated residuals of the modified Jones (Dechow et al., 1995) model.
2. When incorporating abnormal accruals as an interceding variable (i.e. fourth
hypothesis), a dummy variable is used. The dummy variable is calculated using the
yearly cross-sectional median of the magnitude of abnormal accruals. If the
magnitude of abnormal accruals of a firm is higher than the sample’s yearly crosssectional median, then it is deemed as a high earnings management firm (dummy
variable = 1). If the magnitude of abnormal accruals of a firm is lower than the
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sample’s yearly cross-sectional median, then it is deemed as a low earnings
management firm (dummy variable = 0).
The magnitude of abnormal accruals is used as it is the size of the deviation of reported
earnings rather than the direction that signifies earnings management. Table 4-4 provides a
comparison of the mean magnitude of abnormal accruals for high and low earnings
management firms.
Table 4-4: Mean of the magnitude of abnormal accruals for high and low earnings management
firms.

Magnitude of
abnormal
accruals

Mean
High Earnings
Low Earnings
Management
Management
0.36
0.07

Difference in
Means
0.28
(36.68)***

*** Correlation is significant at the 0.01 level (2-tailed)

As abnormal accruals are scaled by total assets, the values can be interpreted as a
percentage of total assets. For firms with high earnings management, the mean magnitude of
abnormal accruals is 36% of total assets compared to only 7% for low earnings management
firms.

The importance of abnormal accruals rests with the assumption that abnormal
accruals represent managers’ discretion over accruals. This assumption is validated
through the results in Tables 4-3 and 4-4. Next, the hypotheses presented in Chapter
Three are tested.

4.4 TESTS OF THE HYPOTHESES AND ROBUSTNESS CHECKS
When testing each hypothesis, pooled regressions are reported. Previous studies found
that pooled regression results are likely to provide biased standard errors due to crosssectional dependence in the regression residuals (e.g. Ali, 1994). Two steps were taken to
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overcome the potential bias of standard errors (Barth et al., 2001a; Bernard, 1987). First, the
standard errors from all pooled regressions were corrected using White (1980). Second,
beside pooled coefficients, inference is also drawn from the mean coefficients of the yearly
cross-section regressions (see Appendix G).
The study uses the returns-earnings (Easton and Harris, 1991) model as the basis for
testing three out of the four hypotheses, within the Australian context. Given that earnings
components are likely to include a mixture of permanent and non-permanent earnings,
unexpected earnings are better captured by a weighted average of earnings level and earnings
change (Cheng and Yang, 2003).
The testing of hypotheses Two, Three, and Four are conducted over four stages. First,
the returns-earnings (Easton and Harris, 1991) model is tested irrespective of the proposed
indicators of reliability (i.e. earnings management and corporate governance). Second, the
returns-earnings model is tested after incorporating earnings management (Hypothesis Two),
corporate governance (Hypothesis Three), or both (Hypothesis Four).
Third, the Wald test is used to make a formal comparison of the coefficient estimates.
The Wald test is applied to each of these interactions. If the Wlad test is significant for an
interaction variable, it indicates that earnings response coefficients are significantly different
after incorporating the interaction variable. Thus, the variable has a substantial effect on the
returns-earnings (Easton and Harris, 1991) model.
Fourth, interaction variables that are deemed to have a substantial effect are analysed
further. For instance, the adjusted R-squared after incorporating each interaction variable is
compared. The variable producing the highest adjusted R-squared indicates higher
information content relative to earnings.
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The returns-earnings (Easton and Harris, 1991) model is based on testing the
information content of earnings level and change in earnings. Table 4-5 presents the
coefficients of the model irrespective of any proposed variables.
Table 4-5: The pooled earnings response coefficients of earnings level and change in earnings

ARj = β 0 + β 1 Ejt + β2 ∆Ejt + ζj
Pooled
Coefficient
(t-statistic)
Constant
-0.026
(-0.34)
Ejt
0.91
(1.84)*
0.06
∆Ejt
(0.13)
R2
0.10
F-value
28.48***
* Correlation is significant at the 0.10 level (2-tailed)
** Correlation is significant at the 0.05 level (2-tailed)
*** Correlation is significant at the 0.01 level (2-tailed)
Pooled represents the pooled GLS (random effect) regression.
All t-statistics are calculated using white (1980) heteroscedasticity corrected standard errors.
The results shown are controlled for beta risk (an earnings response coefficient determinant).

The pooled response coefficients as well as mean estimates across results for each
of the four individual years are presented in Table 4-5 and Appendix G. The results from
Table 4-5 and Appendix G show that the pooled and mean response coefficients of
earnings level and change in earnings (β 1 and β 2) are positive; and therefore provide
incremental information content of earnings.
Only the pooled response coefficient for earnings level is significantly greater than zero
at the 0.10 level. This is explained by Easton and Harris (1991), which suggests that

earnings level becomes a better proxy for unexpected earnings only when earnings are
transitory. Given that the Asian currency crisis occurred during the study period, it is
likely that it has altered shareholders’ perception of the permanence of earnings during
the study period (or part of it).
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The returns-earnings (Easton and Harris, 1991) model is used as the basis for testing
hypotheses Two, Three, and Four. Given that the Wald test is used to make a formal
comparison of the coefficient estimates, it is essential to test whether the pooled coefficients
from Table 4-5 are misspecified. The F-value for the Ramsey RESET test (F = 2.92, M =1,
d.f. = 773) does not reject the null hypothesis (βM = 0) (Ramsey, 1969). This indicates that the
coefficients from Table 4-5 have no specification error at both levels (1% and 5%). Hence,
findings from the Wald test are statistically adequate. Next, each hypothesis is tested and

discussed.

4.4.1 Test Results for Hypothesis One
Hypothesis One relates corporate governance variables to the magnitude of
abnormal accruals. Table 4-6 and Appendix G display the pooled and mean coefficients
for the univariate and multivariate results of the association between corporate
governance variables and the magnitude of abnormal accruals.
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Table 4-6: The pooled regression of absolute value of abnormal accruals on empirical indicators of
corporate governance
Does corporate governance influence earnings management?
AAAj = γ 0 + γ1 OWNCONjt + γ 2 CEOjt + γ 3 BRDSZEjt + γ 4 BRDINDjt + γ 5 AUDINDjt + γ 6 AUDCMPjtj
+ γ 7 OWNOUTjt + γ 8 OWNMANjt + γ 9 DEBTRLjt + υj
Hypotheses
Corporate
Pooled
Pooled
Findings
Governance
(univariate)
(multivariate)
Ownership
0.14
0.05
Do not reject
H1A0
Concentration
(0.74)
(0.39)
γ1≥ 0
CEO dominance
0.02
-0.11
Do not reject
H1B0
γ2≥ 0
(0.73)
(-1.36)
Board Size
H1C0
-0.03
-0.02
Reject
γ3≥ 0
(-1.95)**
(-1.93)*
Board
-0.43
-0.42
Do not reject
H1D0
γ4≥ 0
Independence
(-1.39)
(-1.26)
Audit Committee
H1E0
-0.22
-0.12
Reject
γ5≥ 0
Independence
(-1.66)*
(-2.39)**
Audit Committee
-0.08
0.03
Do not reject
H1F0
γ6≥ 0
Competence
(-1.38)
(1.12)
Independent
0.01
-0.02
Do not reject
H1G0
γ7≥ 0
Directors’
(0.21)
(-0.25)
Ownership
Managerial
-0.004
-0.01
Do not reject
H1H0
γ8≥ 0
Ownership
(-1.39)
(-1.32)
Debt Reliance
0.16
0.26
Do not reject
H1I0
γ9≥ 0
(0.70)
(0.89)
* Correlation is significant at the 0.10 level (2-tailed)
** Correlation is significant at the 0.05 level (2-tailed)
*** Correlation is significant at the 0.01 level (2-tailed)
Pooled represents the pooled GLS (random effect) regression.
All t-statistics are calculated using white (1980) heteroscedasticity corrected standard errors.
The results shown are controlled for beta risk (an earnings response coefficient determinant).

The results show that board size and audit committee independence have an inverse
significant impact on the magnitude of abnormal accruals on a consistent basis. The
pooled coefficients of board size and audit committee independence are significant
greater than zero univariately and multivariately. The mean response coefficients also
support the significance of board size and on a multivariate level audit committee
independence (see Appendix G). The results are supported by the corporate governance
literature as follows:
1. The negative association between board size and the empirical indicator of
earnings management is similar to the findings of Xie et al. (2003) and Chtourou

113
et al. (2001). They found that larger boards are strongly associated with lower
levels of earnings management. The findings of the current study support John
and Senbet’s (1998) argument that an increase in board size increases the board’s
monitoring capacity.
2. The negative association between audit committee independence and the
empirical indicator of earnings management is similar to the findings of Klein
(2002b). She finds that earnings management is associated with a dichotomous
variable of whether or not the audit committee has a majority of outside directors.
Given that primarily board size and audit committee independence display
significant results, this highlights the argument raised by Klein (2002a) that board
committee (i.e. audit committee) assignments are influenced by board size since large
boards have more directors to spread around. As such, she suggests that board monitoring
is increasing in board size due to the ability to distribute the work load over a greater
number of observers.
Seven of the nine attributes did not show significant results, which is likely due to
one (or more) of the following reasons:
1. The impact of some attributes goes beyond the association into directly
influencing either the actual integrity of the financial reporting process or
shareholders’ perception of the integrity of the financial reporting process.
2. The lack of a special event may have played a role in that the abnormal accruals
were not variate enough for such an association to show statistically significant
results.
3. Unlike board size, it could be argued that other attributes were represented by a
percentage. Thus, there is low variability in the cross-sectional observations. This
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is supported by the high standard deviation of board size compared to other
attributes (see Table 4-3).
Although not significant, some researchers might be encouraged by the point that
board independence and managerial ownership provide the predicted sign through out all
the different tests. This emphasis the role expected from corporate governance in
reducing managerial behaviour.
The current study supports the view that the significance of corporate governance is
not appreciated unless shareholders react to it. If shareholders respond to corporate
governance’s improvement to the reliability of earnings, then corporate governance
should improve the earnings response coefficients. The following hypotheses extend the
link by examining the regression of earnings response coefficients as measured by Easton
and Harris (1991). Next, the returns-earnings (Easton and Harris, 1991) model is tested
after incorporating the proposed variables according to each hypothesis.

4.4.2 Test Results for Hypothesis Two
The second hypothesis focuses on the impact of the empirical indicator of earnings
management on the earnings response coefficients. The results are illustrated in
Table 4-7.
Table 4-7: The pooled results of regressing earnings response coefficients on the absolute value of
abnormal accruals

Does earnings management influence the informativeness of earnings?
ARj = β 0 + α 0 Ejt + + α 1 EAAAjt + ψ0 ∆Ejt + ψ1 ∆EAAAjt + ζj
Hypothesis
Ejt
EAAAjt ∆Ejt ∆EAAAjt
Findings
Pooled 1.15
-1.04
0.01
-0.08
Do not reject
H20
(α0 + α 1) ≥ β1 , (ψ 0 + ψ 1) ≥ β2
(1.91)* (-2.41)** (0.22) (-0.77)
Wald
0.819
0.004
* Correlation is significant at the 0.10 level (2-tailed)
** Correlation is significant at the 0.05 level (2-tailed)
*** Correlation is significant at the 0.01 level (2-tailed)
Pooled represents the pooled GLS (random effect) regression.
All t-statistics are calculated using white (1980) heteroscedasticity corrected standard errors.
The results shown are controlled for beta risk (an earnings response coefficient determinant).
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The empirical indicator of earnings management is expected to reduce the earnings
response coefficient, because it reflects the degree of non-permanent earnings
components contained in reported earnings. The results in Table 4-7 show the
incremental sensitivity of the earnings response coefficient to the empirical indicator of
earnings management.
The Wald test is not significant. Although a few studies found a link between
abnormal accruals and the earnings response coefficients, most studies tested the link
during a special event (i.e. initial public offerings). It could be argued that testing a long
term interval (i.e. annually) and not focusing on a specific event might have contributed
to the insignificance of the Wald test.
Although the Wald test is not significant, some researchers could take comfort in
the aspect that the signs of the pooled and mean coefficients support the alternate
hypothesis. The negative coefficients (α 1 pooled = -1.04 and mean = -2.34) indicate that
when earnings level is accompanied with large abnormal accruals, the market’s response
to earnings significantly declines. This evidence is supported by Ali and Hwang (1995).
They find that as accruals management increases, the slope of earnings response
coefficients decreases.
Inclusion of interaction variables that represent the magnitude of abnormal accruals
slightly improves the explanatory power of the returns-earnings model as reflected in the
pooled and mean adjusted R-squared (10.4% and 15%, respectively). The adjusted Rsquared after incorporating the magnitude of abnormal accruals is higher than the
adjusted R-squared in Table 4-5 before incorporating any interacting variable (pooled
9.9% and mean 11%). Hence, the empirical indicator of earnings management, as a
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source of information relating to earnings reliability, increases the overall explanatory
power of earnings.75
The study takes these findings further by testing the impact of the magnitude of
abnormal accruals, as moderator, on the relationship between corporate governance and
the information content of accounting earnings (Hypothesis Four). Next, the other
indicator of earnings reliability (corporate governance) is tested irrespective of earnings
management (Hypothesis Three).

4.4.3 Test Results for Hypothesis Three
The third hypothesis focuses on the impact of corporate governance on the earnings
response coefficients, as illustrated in Equation 14. The results are illustrated in
Table 4-8.
Equation 14: Regressions of earnings response coefficients on corporate governance variables.

ARj = β0 + ϕ0 Ejt + ϕ1 Ejt D1OWNCONjt + ϕ2 Ejt CEOjt + ϕ3 Ejt D2 BRDSZEjt + ϕ4 Ejt D3
BRDINDjt + ϕ5 Ejt AUDINDjt + ϕ6 Ejt D4 AUDCMPjtj + ϕ7 Ejt D5 OWNOUTjt + ϕ8 Ejt D6
OWNMANjt + ϕ9 Ejt D7DEBTRLjt + λ0 ∆Ejt + λ1 ∆Ejt D1OWNCONjt + λ2 ∆Ejt CEOjt + λ3 ∆Ejt D2
BRDSZEjt + λ4 ∆Ejt D3 BRDINDjt + λ5 ∆Ejt AUDINDjt + λ6 ∆Ejt D4 AUDCMPjt + λ7 ∆Ejt D5
OWNOUTjt + λ8 ∆Ejt D6 OWNMANjt + λ9 ∆Ejt D7DEBTRLjt + εj

75

Prior studies use change in earnings (or the magnitude of change in earnings) as an indictor of the level
of non-permanent earnings (Cheng et al., 1994). As a result, it can be assumed that the empirical indicator
of earnings management is a source of information relating to unexpected earnings and a substitute to
change in earnings, as an indicator of the degree of non-permanent earnings (see Cheng et al., 1996 for
details). Hence, the empirical indictor of earnings management is likely to replace the value relevance of
change in earnings.
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Table 4-8: The pooled results of regressing earnings response coefficients on the empirical indicators
of corporate governance.

Does corporate governance influence earnings informativeness?
Hypotheses
H3A0
(ϕ0 + ϕ 1) ≤
β1 , (λ 0 + λ 1)
≤ β2
H3B0
(ϕ0 + ϕ 2) ≥
β1 , (λ 0 + λ 2)
≥ β2
H3C0
(ϕ0 + ϕ 3) ≤
β1 , (λ 0 + λ 3)
≤ β2
H3D0
(ϕ0 + ϕ 4) ≤
β1 , (λ 0 + λ 4)
≤ β2
H3E0
(ϕ0 + ϕ 5) ≤
β1 , (λ 0 + λ 5)
≤ β2
H3F0
(ϕ0 + ϕ 6) ≤
β1 , (λ 0 + λ 6)
≤ β2
H3G0
(ϕ0 + ϕ 7) ≤
β1 , (λ 0 + λ 7)
≤ β2
H3H0
(ϕ0 + ϕ 8) ≤
β1 , (λ 0 + λ 8)
≤ β2
H3I0
(ϕ0 + ϕ 9) ≤
β1 , (λ 0 + λ 9)
≤ β2

Corporate
Governance
Ownership
Concentration
CEO
dominance
Board Size

Board
Independence
Audit
Committee
Independence
Audit
Committee
Competence
Independent
Directors’
Ownership
Managerial
Ownership
Debt Reliance

Earnings Pooled
Type
(univariate)
E
1.59
(2.42)**
∆E
-0.29
(-0.44)
E
-3.93
(-3.21)***
∆E
1.28
(3.58)***
E
0.05
(1.03)
∆E
-0.02
(-0.40)
E
0.11
(0.12)
∆E
-0.63
(-1.10)
E
1.13
(1.41)
∆E
0.95
(0.87)
E
1.84
(3.77)***
∆E
-1.08
(-1.00)
E
1.44
(2.26)**
∆E
-2.20
(-5.44)***
E
-0.10
(-0.54)
∆E
0.32
(7.17)***
E
-0.25
(-0.20)
∆E
-1.77
(-2.28)**

Pooled
(multivariate)
1.25
(3.45)***
0.30
(0.53)
-3.82
(-2.83)***
1.66
(1.94)**
-0.06
(-3.55)***
0.11
(3.02)***
-0.99
(-0.94)
0.78
(2.11)**
-0.58
(-0.78)
1.72
(0.62)
1.62
(4.43)***
-1.62
(-3.22)***
-0.25
(-0.11)
-1.28
(-0.34)
-0.07
(-0.44)
0.30
(4.54)***
-0.02
(-0.04)
-3.45
(-2.23)**

Wald
Stat.
0.9

Findings
Do not
reject

0.02
5.62**

Reject a

1.75
0.003

Do not
reject

0.0002
Do not
reject

0.01
0.21
0.02

Do not
reject

0.01
2.45

Do not
reject

0.47
1.8

Do not
reject b

6.51**
0.02

Do not
reject

0.21
0.004
2.25

* Correlation is significant at the 0.10 level (2-tailed)
** Correlation is significant at the 0.05 level (2-tailed)
*** Correlation is significant at the 0.01 level (2-tailed)
Pooled represents the pooled GLS (random effect) regression.
All t-statistics are calculated using white (1980) heteroscedasticity corrected standard errors.
The results shown are controlled for beta risk (an earnings response coefficient determinant).
a The null hypothesis is only rejected for earnings level.
b Although the Wald test is significant, the coefficients are significant in the opposite direction of the alternate hypothesis.

Do not
reject
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Although the results from Table 4-8 are not consistent in explaining the
relationship, the Wald test emphasises that the incorporation of two corporate governance
variables alters the earnings response coefficients significantly. CEO dominance and
independent directors’ ownership have significant influence over the returns-earnings
regressions. While the empirical indicator of CEO dominance displays significant
coefficients through out all the tests, the empirical indicator of independence displays
significant results only at the univariate level. Accordingly, these two attributes are
analysed further (see Table 4-9).
Table 4-9: Pooled GLS univariate regressions of earnings response coefficients on CEO dominance.
Coefficient
(t-statistic)

CEOjt
OWNOUTjt

Constant

-0.04
(-0.49)
-0.03
(-0.33)

Ejt

ECGjt

1.67
(8.05)***
0.73
(1.52)

-3.93
(-3.21)***
1.44
(2.26)**

∆Ejt

-0.36
(-1.25)
0.34
(0.78)

∆ECGjt

1.28
(3.58)***
-2.20
(-5.44)***

R2

F-value

0.16

30.64***

0.10

18.53***

4.4.3.1 CEO Dominance
Equation 15: Univariate regression of earnings response coefficients on CEO dominance.

ARj = β0 + ϕ0 Ejt + ϕ2 Ejt CEOjt + λ0 ∆Ejt + λ2 ∆Ejt CEOjt + εj

The results in Table 4-9 show the incremental sensitivity of the earnings response
coefficients to the empirical indicator of CEO dominance. The findings, as derived from
Equation 15, are as follows:
1. While the summed coefficients (ϕ2+ λ2) capture the additional information content
when CEO dominance is present, the summed coefficients (ϕ0+ λ0) are expected to
capture the additional information content when CEO dominance is absent. The
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summed pooled earnings coefficients interacting with the presence of CEO
dominance (ϕ2+ λ2) equals -2.65, which is negative and significant. The summed
pooled earnings coefficients interacting with the absence of CEO dominance (ϕ0+
λ0) equals 1.31, which is positive, but insignificant. Nonetheless, it might be

reassuring to some researchers that the signs of both summed earnings
coefficients support the role of CEO dominance in decreasing the incremental
sensitivity of the earnings response coefficients.
2. Similarly, the mean response coefficients capturing CEO dominance are also
negative and significant, which supports the findings of the pooled response
coefficients that CEO dominance has incremental information content relating to
earnings (see Appendix G).
3. The adjusted R-squared of the returns-earnings model after incorporating CEO
dominance is 16% up from the original 9.9%. This suggests that CEO dominance
is a source of value relevant information.
4. At earnings level (where the Wald statistic is significant), the coefficient
(ϕ2 = -3.93, t = -3.21) shows a negative sign at significant level when the dummy
variable representing CEO dominance equals one, which supports the alternative
hypothesis (H3B1: (ϕ0 + ϕ 2) < β1 [not rejected]). This can be interpreted that the
market responds negatively to earnings level when the CEO is dominant. The
market also responds positively to earnings level when the CEO is not dominant,
which is the coefficient (ϕ0 = 1.67, t = 8.05) when the dummy variable of CEO
dominance equals zero. This signifies the role CEO dominance plays in shaping
investors perception of reported earnings.
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The findings imply that the effect of earnings on share returns is inversely related to
CEO dominance. These findings support the findings of prior studies (i.e. Anderson et al.,
2003). Anderson et al. (2003) find that the separation between CEO and board chair
positions appear to positively influence the information content of accounting earnings.
The findings also support the argument that the financial reporting integrity decreases
when the chairman of the board in not independent of management (Finkelstein and
D’Aveni, 1994). Next, the independent directors’ ownership is investigated.
4.4.3.2 Independent Directors’ Ownership
Equation 16: Univariate regression of earnings response coefficients on independent directors’
ownership.

ARj = β0 + ϕ0 Ejt + ϕ7 Ejt D5 OWNOUTjt + λ0 ∆Ejt + λ7 ∆Ejt D5 OWNOUTjt + εj

The results in Table 4-9 show the incremental sensitivity of the earnings response
coefficients to the empirical indicator of independent directors’ ownership. The findings,
as derived from Equation 16, are as follows:
1. While the summed coefficients (ϕ7+ λ7) capture the additional information content
when independent directors’ ownership is high, the summed coefficients (ϕ0+ λ0)
are expected to capture the additional information content when independent
directors’ ownership is low. The summed pooled earnings coefficients interacting
with the high independent directors’ ownership (ϕ2+ λ2) equals -0.76, which is
negative and significant. The summed pooled earnings coefficients interacting
with the low ownership of independent directors (ϕ0+ λ0) equals 1.07, which is
positive, but insignificant. The signs of both summed earnings coefficients
support the null hypothesis, which seems to follow the notion that high ownership
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may cause independent directors to act opportunistically. Hence, high independent
directors’ ownership reduces the earnings response coefficients.
2. The mean response coefficients from Appendix G support the findings of the
pooled response coefficients that independent directors’ ownership decreases the
incremental information content of earnings.
3. The adjusted R-squared of the returns-earnings model after incorporating
independent directors’ ownership is 10.1% up from the original 9.9%. This shows
that independent directors’ ownership increases the value relevance of earnings.
4. At earnings change (where the Wald statistic is significant), the coefficient
(ϕ7 = -2.20, t = -5.44) shows a negative sign at significant level when independent
directors’ ownership is high, which does not support the alternative hypothesis
(H3G1: (λ0 + λ7) > β2 [Rjected], because the findings support (λ0 + λ7) < β2). This
can be interpreted that the market responds negatively to earnings change when
the equity stakes of independent directors’ in the firm are high. Hence, it supports
an alternative view that directors are likely to change their objectives to enhance
personal wealth by supporting policies that temporarily increase share prices.
These findings are contrary to the views of regulators (Hampel report, 1997) and the
findings of prior studies (Bhagat and Black, 1999; Bhagat et al., 1999). The findings in
the current study side with the view that high independent directors’ ownership motivates
directors to act in their own interests rather than the interests of shareholders.
Although seven of the attributes were not significant according to the Wald test,
some researchers could take comfort in that the pooled coefficients of four attributes
(ownership concentration, audit committee competence, managerial ownership, and debt
reliance) are significantly different from zero (see Table 4-8). It can be argued that such
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corporate governance attributes are even more effective when managers have a strong
incentive to act opportunistically. Thus, not conditioning the link on the magnitude of
abnormal accruals could have contributed to the insignificant Wald test. The fourth
hypothesis extends the link by examining the combined impact of the empirical indicators
of corporate governance and earnings management on the overall explanatory power of
earnings.
When comparing the adjusted R-square from Equation 5 (pooled = 19% and mean =
26.9%) to the adjusted R-square from Equation 3 (pooled = 2% and mean = 4.4%), the
comparison indicates that corporate governance has a greater role in influencing
shareholders’ perception than merely reducing earnings management. Next, earnings
management is used to condition the link between corporate governance variables and the
earnings response coefficients.

4.4.4 Test Results for Hypothesis Four
The fourth hypothesis focuses on the impact of corporate governance on the
earnings response coefficients after conditioning on earnings management as illustrated
in Equation 17. The fourth hypothesis is based on the view that the relationship between
the empirical indicators of corporate governance and earnings response coefficients is
empowered when managers have a strong incentive to act opportunistically. Firms with
high magnitudes of abnormal accruals are deemed to have an incentive to manage
earnings, because managers manage earnings only when they have an incentive to do so.
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Corporate governance is most needed when managers have an incentive to act
opportunistically.76 The pooled results are illustrated in Table 4-10.
Equation 17: Regression of earnings response coefficients on corporate governance variables
conditioned on the magnitude abnormal accruals.

ARj = β0 + ϕ0 Ejt + ϕ1 Ejt D0D1OWNCONjt + ϕ2 Ejt D0 CEOjt + ϕ3 Ejt D0D2 BRDSZEjt + ϕ4 Ejt
D0D3 BRDINDjt + ϕ5 Ejt D0 AUDINDjt + ϕ6 Ejt D0D4 AUDCMPjtj + ϕ7 Ejt D0D5 OWNOUTjt + ϕ8
Ejt D0D6 OWNMANjt + ϕ9 Ejt D0D7DEBTRLjt + λ0 ∆Ejt + λ1 ∆Ejt D0D1OWNCONjt + λ2 ∆Ejt D0
CEOjt + λ3 ∆Ejt D0D2 BRDSZEjt + λ4 ∆Ejt D0D3 BRDINDjt + λ5 ∆Ejt D0 AUDINDjt + λ6 ∆Ejt D0D4
AUDCMPjt + λ7 ∆Ejt D0D5 OWNOUTjt + λ8 ∆Ejt D0D6 OWNMANjt + λ9 ∆Ejt D0D7 DEBTRLjt + εj

There are two major findings from the tests shown in Table 4-10 and Appendix G.
First, the multivariate pooled and mean adjusted R-squared after conditioning on the
empirical indicator of earnings management are (22% and 36.8%, respectively) higher
than the adjusted R-squared before conditioning on earnings management. This means
incorporating indicators of earnings reliability (i.e. corporate governance and earnings
management) with earnings explains share returns more than twice as do earnings
independently. Hence, the overall explanatory power of earnings improves due to
combing the empirical indicators of corporate governance and earnings management.
Second, after conditioning on earnings management, the Wald test shows an
increase in the number of significant corporate governance variables from two significant
variables (see Table 4-8) to five significant variables (see Table 4-10). The five variables
are the empirical indicators of ownership concentration, CEO dominance, audit
committee competence, independent directors’ ownership and debt reliance. The results
of the Wald test indicate that the earnings response coefficients are significantly different
after incorporating these variables.

76

This is reflected by the larger number of significant corporate governance attributes compared to the
previous test (before conditioning on earnings management).
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Table 4-10: The pooled results of regressing earnings response coefficient on the empirical indicators
of corporate governance conditioned on the empirical indicator of earnings management

Does corporate governance influence earnings informativeness in the presence of earnings
management?
Hypothesis Corporate
Earnings Pooled
Pooled
Wald
Findings
Governance
Type
(univariate)
(multivariate) Stat.
Ownership
E
2.27
3.85**
H4A0
Reject a
2.37
(1.79)*
(3.73)***
(ϕ0 + ϕ 1) ≤ Concentration
∆E
1.20
0.22
β1 , (λ 0 + λ
-0.48
(1.44)
(-1.64)*
1 ) ≤ β2
E
CEO
-4.31
-4.51
3.4*
H4B0
Reject a
(-2.14)**
(-2.58)***
(ϕ0 + ϕ 2) ≥ dominance
∆E
2.38
2.97
β1 , (λ 0 + λ
1.64
(6.30)***
(2.38)**
2 ) ≥ β2
Board Size
E
0.08
-0.12
0.00
Do not
H4C0
(1.19)
(-1.01)
(ϕ0 + ϕ 3) ≤
reject
∆E
0.00
0.40
β1 , (λ 0 + λ
-0.05
(17.86)***
(-1.02)
3 ) ≤ β2
Board
E
0.50
-1.09
0.03
Do not
H4D0
Independence
(0.24)
(-0.52)
(ϕ0 + ϕ 4) ≤
reject
∆E
0.05
2.33
β1 , (λ 0 + λ
-0.25
(3.12)***
(-0.35)
4 ) ≤ β2
E
1.19
0.41
0.54
Audit
Do not
H4E0
(1.33)
(0.44)
(ϕ0 + ϕ 5) ≤ Committee
reject
∆E
-0.30
0.01
β1 , (λ 0 + λ Independence
-0.12
(-0.34)
(-0.13)
5 ) ≤ β2
Audit
E
3.08
3.12
14.33*** Reject a
H4F0
(8.98)***
(3.16)***
(ϕ0 + ϕ 6) ≤ Committee
Competence
∆E
-3.27
3.42*
β1 , (λ 0 + λ
-2.44
(-2.91)***
(-2.32)**
6 ) ≤ β2
E
1.14
-0.72
0.51
Independent
Do not
H4G0
(0.94)
(-0.21)
Directors’
(ϕ0 + ϕ 7) ≤
reject b
∆E
-9.83
10.37***
β1 , (λ 0 + λ Ownership
-2.36
(-9.09)***
(-9.59)***
7 ) ≤ β2
Managerial
E
-0.01
0.41
0.00
Do not
H4H0
Ownership
(-0.05)
(0.66)
(ϕ0 + ϕ 8) ≤
reject
∆E
-4.80
1.3
β1 , (λ 0 + λ
-1.07
(-1.16)
(-1.71)*
8 ) ≤ β2
H4I0
(ϕ0 + ϕ 9) ≤
β1 , (λ 0 + λ
9 ) ≤ β2

Debt Reliance

E

0.53
(0.46)

∆E

-3.10
(-2.40)**

-1.15
(-0.87)
-0.33
(-0.23)

0.18
4.33**

Do not
reject b

* Correlation is significant at the 0.10 level (2-tailed)
** Correlation is significant at the 0.05 level (2-tailed)
*** Correlation is significant at the 0.01 level (2-tailed)
Pooled represents the pooled GLS (random effect) regression.
All t-statistics are calculated using white (1980) heteroscedasticity corrected standard errors.
The results shown are controlled for beta risk (an earnings response coefficient determinant).
a The null hypothesis is only rejected for earnings level.
b Although the Wald test is significant, the coefficients are significant in the opposite direction of the alternate hypothesis.
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The five significant attributes are analysed further in following paragraphs.
Table 4-11 displays all parameters of the Pooled GLS univariate regressions.77
Table 4-11: Pooled GLS univariate regressions of earnings response coefficients on corporate
governance variables conditioned on abnormal accruals
Coefficient
(t-statistic)

OWNCONjt
CEOjt
AUDCMPjt
OWNOUTjt
DEBTRLjt

Constant

Ejt

-0.01
(-0.17)

0.33
(0.77)

-0.04
(-0.50)

1.35
(4.06)***

-0.05
(-0.60)

0.65
(1.48)

-0.02
(-0.32)

0.76
(1.73)*

-0.03
(-0.43)

0.97
(1.60)

ECGjt

2.37
(3.73)***
-4.31
(-2.14)**
3.08
(8.98)***
1.14
(0.94)
0.53
(0.46)

∆Ejt

0.23
(0.60)
-0.19
(-0.54)
0.20
(0.41)
0.30
(0.75)
0.18
(0.42)

∆ECGjt

-0.48
(-1.64)*
1.64
(2.38)**
-2.44
(-2.32)**
-2.36
(-9.59)***
-3.10
(-2.40)**

R2

F-value

0.12

21.54***

0.14

27.28***

0.12

21.62***

0.10

18.64***

0.10

17.99***

4.4.4.1 Ownership concentration
Equation 18: Univariate regression of earnings response coefficients on ownership concentration
conditioned on the magnitude of abnormal accruals.

ARj = β0 + ϕ0 Ejt + ϕ1 Ejt D0D1OWNCONjt + λ0 ∆Ejt + λ1 ∆Ejt D0D1OWNCONjt + εj

The results in Table 4-11 show the incremental sensitivity of the earnings response
coefficients to the empirical indicator of ownership concentration. The findings, as
derived from Equation 18, are as follows:
77

As can be noted from Table 4-11, all coefficients for earnings changes (except for CEO dominance) after
incorporate corporate governance are negative, while the coefficients for earnings level are positive after
incorporate corporate governance. The signs of the coefficients indicate that when an increase in earnings
level is due to high earnings changes caused by high earnings management, the market response to total
earnings declines. This is demonstrated by the decline in the summed coefficients. This is explained by
Cheng et al. (1996) that the market perceives change in earnings as transitory. Hence, if earnings level is a
result of high change in earnings, then the market discounts for the component that is influenced by change
in earnings.

126
1. While the summed coefficients (ϕ1+ λ1) capture the additional information content
when ownership concentration and earnings management are high, the summed
coefficients (ϕ0+ λ0) are expected to capture the additional information content
when ownership concentration or earnings management are low. The sum of the
pooled earnings coefficients interacting with high ownership concentration and
earnings management (ϕ1+ λ1) equals 1.89, which is positive and significant. The
summed pooled earnings coefficients interacting with the low ownership
concentration or earnings management (ϕ0+ λ0) equals 0.56, which is lower than
the first summed earnings coefficients positive, but insignificant. Nonetheless, the
both summed earnings coefficients support the role of ownership concentration
and earnings management in increasing the incremental sensitivity of the earnings
response coefficients.
2. Similarly, the univariate mean response coefficients from Appendix G support the
findings of the pooled response coefficients that ownership concentration and
earnings management jointly have incremental information content relating to
earnings.
3. The adjusted R-squared of the returns-earnings model after incorporating
ownership concentration jointly with earnings management is 11.7% up from the
original 9.9%. This suggests that the ownership concentration and earnings
management combined increase the value relevance of earnings.
4. At earnings level (where the Wald statistic is significant), the coefficient
(ϕ1 = 2.37, t = 3.73) shows a positive sign at significant level when the ownership
concentration and earnings management are high, which supports the alternative
hypothesis (H4A1: (ϕ0 + ϕ 1) > β1 [not rejected]). This can be interpreted that the
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market responds positively to earnings level when large shareholders exist and
managers have an incentive to manage earnings.
4.4.4.2 CEO dominance
Equation 19: Univariate regression of earnings response coefficients on CEO dominance conditioned
on the magnitude of abnormal accruals.

ARj = β0 + ϕ0 Ejt + ϕ2 Ejt D0 CEOjt + λ0 ∆Ejt + λ2 ∆Ejt D0 CEOjt + εj

The results in Table 4-11 show the incremental sensitivity of the earnings response
coefficients to the empirical indicator of CEO dominance. The findings, as derived from
Equation 19, are as follows:
1. While the summed coefficients (ϕ2+ λ2) capture the additional information content
when the CEO is dominant and earnings management is high, the summed
coefficients (ϕ0+ λ0) are expected to capture the additional information content
when the CEO is not dominant or earnings management is low. The sum of the
pooled earnings coefficients interacting with CEO dominance and high earnings
management (ϕ2+ λ2) equals -2.67, which is negative and significant. The summed
pooled earnings coefficients interacting with the chairman independence or low
earnings management (ϕ0+ λ0) equals 1.16, which is positive, but only significant
at earnings level. Nevertheless, both summed earnings coefficients support the
combined role of CEO dominance and earnings management in decreasing the
earnings response coefficients.
2. Although not significant, some researchers might find comfort in the point that the
signs of the mean response coefficients from Appendix G support the findings of
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the pooled response coefficients that CEO dominance and earnings management
jointly have decremental information content relating to earnings.
3. The adjusted R-squared of the returns-earnings model after incorporating CEO
dominance jointly with earnings management is 14.5% up from the original 9.9%.
Although the explanatory power is lower than in Hypothesis Three, this still
supports the evidence that CEO dominance combined with earnings management
increases the value relevance of earnings.
4. At earnings level (where the Wald statistic is significant), the coefficient
(ϕ1 = -4.31, t = -2.14) shows a negative sign at significant levels when the dummy
variables representing CEO dominance and high earnings management equal one,
which supports the alternative hypothesis (H4B1: (ϕ0 + ϕ 2) < β1 [not rejected]).
This can be interpreted that the market responds negatively to earnings level when
the CEO is dominant and earnings management is high.
4.4.4.3 Audit committee competence
Equation 20: Univariate regression of earnings response coefficients on audit committee competence
conditioned on the magnitude of abnormal accruals.

ARj = β0 + ϕ0 Ejt + ϕ6 Ejt D0D4 AUDCMPjtj + λ0 ∆Ejt + λ6 ∆Ejt D0D4 AUDCMPjt + εj

The results in Table 4-11 show the incremental sensitivity of the earnings response
coefficients to the empirical indicator of audit committee competence. The findings, as
derived from Equation 20, are as follows:
1. Given that the Wald statistic is significant at earnings level and change, the
summed earnings response coefficients are the focus of the analysis. While the
summed coefficients (ϕ6+ λ6) capture the additional information content when
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audit committee competence and earnings management are high, the summed
coefficients (ϕ0+ λ0) are expected to capture the additional information content
when audit committee competence or earnings management are low. The sum of
the pooled earnings coefficients interacting with high audit committee
competence and earnings management (ϕ6+ λ) equals 0.64, which is positive and
significant. The summed pooled earnings coefficients interacting with the low
audit committee competence or earnings management (ϕ0+ λ0) equals 0.85, which
is higher than the first summed earnings coefficients, positive, and insignificant.
Although the findings relating to audit committee competence are not decisive at
this stage, only the significant coefficients indicate that audit committee
competence and earnings management collectively increase the incremental
sensitivity of the earnings response coefficients. The significant coefficients also
demonstrate that audit committee competence and earnings management
collectively are incremental on earnings level and decremental on earnings
change. Thus, the alternate hypothesis is not rejected (H4F1: (ϕ0 + ϕ 6) > β1 [not
rejected]).
2. The mean response coefficients from Appendix G are not distant from the pooled
response coefficients.
3. The adjusted R-squared of the returns-earnings model after incorporating audit
committee competence jointly with earnings management is 11.7% up from the
original 9.9%. This suggests that audit committee competence and earnings
management combined provide information that increases the value relevance of
earnings.
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4.4.4.4 Independent directors’ ownership
Equation 21: Univariate regression of earnings response coefficients on independent directors’
ownership conditioned on the magnitude of abnormal accruals.

ARj = β0 + ϕ0 Ejt + ϕ7 Ejt D0D5 OWNOUTjt + λ0 ∆Ejt + λ7 ∆Ejt D0D5 OWNOUTjt + εj

The results in Table 4-11 show the incremental sensitivity of the earnings response
coefficients to the empirical indicator of independent directors’ ownership. The findings,
as derived from Equation 21, are as follows:
1. While the summed coefficients (ϕ7+ λ7) capture the additional information content
when independent directors’ ownership and earnings management are high, the
summed coefficients (ϕ0+ λ0) are expected to capture the additional information
content when independent directors’ ownership or earnings management are low.
The sum of the pooled earnings coefficients interacting with high independent
directors’ ownership and earnings management (ϕ7+ λ7) equals -1.22, which is
negative and significant at earnings change. The summed pooled earnings
coefficients interacting with the low independent directors’ ownership or earnings
management (ϕ0+ λ0) equals 1.36, which is higher than the first summed earnings
coefficients, positive, and significant at earnings level. Both summed earnings
coefficients support the combined role of independent directors’ ownership and
earnings management in decreasing the incremental sensitivity of the earnings
response coefficients.
2. Although not significant, some researchers are likely to take comfort in that the
signs of the mean response coefficients from Appendix G match the signs of the
pooled response coefficients.
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3. The adjusted R-squared of the returns-earnings model after incorporating
independent directors’ ownership jointly with earnings management is 10.2% up
from the original 9.9%, which is slightly higher than the R-squared in Hypothesis
Three. This suggests that Independent directors’ ownership and earnings
management combined to some extent increases the value relevance of earnings.
4. At earnings change (where the Wald statistic is significant), the coefficient
(λ7 = -2.36, t = -9.59) shows a negative sign at significant level when independent
directors’ ownership and earnings management are high, which does not support
the stated hypothesis (H4A1: (λ 0 + λ 7) > β1 [rejected], because it supports (λ 0 + λ 7)
< β1). This can be interpreted that the market responds negatively to earnings

change when independent directors’ ownership and earnings management are
high.
4.4.4.5 Debt reliance
Equation 22: Univariate regression of earnings response coefficients on debt reliance conditioned on
the magnitude of abnormal accruals.

ARj = β0 + ϕ0 Ejt + ϕ9 Ejt D0D7DEBTRLjt + λ0 ∆Ejt + λ9 ∆Ejt D0D7 DEBTRLjt + εj

The results in Table 4-11 show the incremental sensitivity of the earnings response
coefficients to the empirical indicator of debt reliance. The findings, as derived from
Equation 22 are, as follows:
1. While the summed coefficients (ϕ9+ λ9) capture the additional information content
when debt reliance and earnings management are high, the summed coefficients
(ϕ0+ λ0) are expected to capture the additional information content when debt
reliance or earnings management are low. The sum of the pooled earnings
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coefficients interacting with high debt reliance and earnings management (ϕ9+ λ9)
equals -2.57, which is negative and significant at earnings change. The summed
pooled earnings coefficients interacting with the low debt reliance or earnings
management (ϕ0+ λ0) equals 1.15, which is positive, but insignificant.
Nonetheless, both summed earnings coefficients support the role of debt reliance
and earnings management in decreasing the incremental sensitivity of the earnings
response coefficients.
2. The mean response coefficients from Appendix G are insignificant and include
signs that are different from the pooled response coefficients. Due to its
insignificant coefficients, inference is only drawn from the pooled coefficients.
3. The adjusted R-squared of the returns-earnings model after incorporating debt
reliance jointly with earnings management is 9.8% down from the original 9.9%.
This indicate that corporate governance as measured by debt reliance combined
with earnings management does not increase the relevance of earnings.
4. At earnings change (where the Wald statistic is significant), the coefficient
(ϕ9 = -3.10, t = -2.40) shows a negative sign at significant level when the debt
reliance and earnings management are high, which does not support the
alternative hypothesis (H4I1: (λ

0

+ λ 9) > β2 [rejected], because the findings

support (λ 0 + λ 9) < β2). This can be interpreted that the market responds negatively
to earnings changes when debt is high and managers have an incentive to manage
earnings.
The results relating to Hypothesis Four find that when earnings management is
high, value-relevance of earnings is higher for better corporate governance as reflected by
high ownership concentration, absence of CEO dominance, and high audit committee
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competence. Four attributes were not significant according to the Wald test. Although
board size and audit committee independence show a strong impact on abnormal
accruals, it likely that shareholders perceive these two attributes different either due to
their nature or due to the importance of other significant attributes such as audit
committee competence.
It could be argued some attributes are not significant, because there are defined
differently by shareholders. For instance, shareholders might define board independence
differently or that shareholders put a significant weight on chairman independence rather
than director independence. It could also be argued hat using the degree of executive
directors’ ownership is not as important to shareholders’ perception as the degree of
management ownership. This could be a factor in not finding significant results.
Even though not all corporate governance attributes support the stated hypotheses,
the objective is achieved by identifying the attributes and the circumstances that answer
the research question. As conditioning on earnings management increases the explanatory
power of returns-earnings model after incorporating corporate governance, the fourth
hypothesis is supported. Hence, conditioning on earnings management helps clarify the
impact of corporate governance attributes. Next, the study illustrated the steps taken to
ensure the robustness of the results.

4.4.5 Robustness of the Results
The study has used the following checks to improve the reliability and robustness of
results:
1. Outliers are removed using the same criteria used in Easton and Harris (1991).
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2. All t-statistics are calculated using white (1980) heteroscedasticity corrected
standard errors after detecting heteroscedasticity using the Breusch-Pagan (1979)
approach.
3. The Durbin-Watson test is employed to determine whether the error terms in all
regressions are autocorrelated. The error terms are shown to be virtually
uncorrelated.
4. Normal probability plots for all models follow a continuous line.
5. Linearity was tested when applicable, because the linearity assumption of OLS is
not met when using pooled data.
6. Two measures are used to ensure that the results were not affected by harmful
collinearity among the explaining variables in all models. First, the direct
correlations between corporate governance variables do not show serious
collinearity. Second, condition indices (Belsley et al., 1980) were used to ensure
that the sample did not contain sever harmful collinearity. Potentially severe
multicollinearity is likely to exist if the maximum condition index is over 30.78
7. The mean coefficients of annual regressions were reported in Appendix G to
avoid potential overstated test statistics caused by residuals’ cross-correlations
(Barth et al, 2001a; Bernard, 1987).
8. A dummy variable approach plays a role in reducing the effect of measurement
errors significantly. Using a dummy variable approach, as is in this study, has
been effective in evaluating the effect of certain characteristics on earnings
response coefficients (see Cheng et al., 1996).

78

The highest condition index for all four years (full sample) was 23.
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9. Using the modified Jones (Dechow et al., 1995) model to calculate abnormal
accruals assists in accounting for industry differences.
10. The significant impact of earnings response coefficient determinants might over
shadow the impact of corporate governance attributes. To correctly measure the
impact of corporate governance on the returns-earnings relationship, systematic
risk (beta risk) was used as a control variable.79
These checks demonstrate that the findings are robust. Next, a summary of the chapter is
presented.

4.5 SUMMARY OF THE FINDINGS
This chapter presented the results of the analysis of the data and the tests of the
hypotheses. Table 4-12 summarises the results of the hypotheses tests.

79

Growth is not added as a control variable, because the development of the earnings growth valuation
model shows that growth is already incorporated in the constant variable. Thus, including growth as a
control variable may bias the results rather than amend them.
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Table 4-12: Summary of Hypotheses and Results

Hypothesis One: The coefficients of regressing the magnitude of abnormal accruals on
the empirical indicators of corporate governance are statistically different from zero.
H1A0 Do not reject
H1A1 Reject
H1B0 Do not reject
H1B1 Reject
H1C0 Reject
H1C1 Do not reject
H1D0 Do not reject
H1D1 Reject
H1E0 Reject
H1E1 Do not reject
H1F0 Do not reject
H1F1 Reject
H1G0 Do not reject
H1G1 Reject
H1H0 Do not reject
H1H1 Reject
H1I0 Do not reject
H1I1 Reject
Hypothesis Two: The interaction between the magnitude of abnormal accruals and
earnings is less than the coefficient for earnings in the absence of abnormal accruals.
H20 Do not reject
H21 Reject
Hypothesis Three: The interactions between earnings and the empirical indicators of
corporate governance are different from zero and from the coefficient for earnings in the
absence of corporate governance.
H3A0 Do not reject
H3A1 Reject
H3B0 Reject
H3B1 Do not reject
H3C0 Do not reject
H3C1 Reject
H3D0 Do not reject
H3D1 Reject
H3E0 Do not reject
H3E1 Reject
H3F0 Do not reject
H3F1 Reject
H3G0 Do not reject
H3G1 Reject
H3H0 Do not reject
H3H1 Reject
H3I0 Do not reject
H3I1 Reject
Hypothesis Four: The coefficients for the interaction between earnings and the empirical
indicators of corporate governance conditioned on the magnitude of abnormal accruals
are different from zero and from the earnings response coefficient in the absence of
abnormal accruals and/or corporate governance.
H4A0 Reject
H4A1 Do not reject
H4B0 Reject
H4B1 Do not reject
H4C0 Do not reject
H4C1 Reject
H4D0 Do not reject
H4D1 Reject
H4E0 Do not reject
H4E1 Reject
H4F0 Reject
H4F1 Do not reject
H4G0 Do not reject
H4G1 Reject
H4H0 Do not reject
H4H1 Reject
H4I0 Do not reject
H4I1 Reject
Finally, some evidence support the core hypotheses presented in the study. The
combination of earnings management and corporate governance influence the value
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relevance of earnings using Australia data. The relation between corporate governance
and the information content of earnings is empowered by conditioning on earnings
management. Additionally, earnings management is found to be inversely associated with
corporate governance. Although not all corporate governance attributes support the stated
hypotheses, the study has achieved its objective by identifying the attributes that answer
the research question and under which circumstances.
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CHAPTER FIVE:
CONCLUSIONS

5.1 INTRODUCTION
Chapter Five summarises the research and the major findings. Chapter Five
presents the examination of research limitations, and discusses the implication of the
study on practitioners, regulators, educators, and researchers. The chapter proceeds as
follows: Section 5.2 summarises the research objectives, methods, analysis, and
conclusions. Section 5.3 presents the examination of research limitations and suggests
potential future research. Section 5.4 addresses the implication of the research results.
Section 5.6 provides a summary of the chapter.

5.2 SUMMARY OF THE RESEARCH
The aim of this research was to theoretically and empirically investigate the links
among corporate governance, earnings management and the information content of
accounting earnings. The motivation for this study is derived from two research areas.
The first is the suggestion that the weak returns-earnings relationship is contributed by
lack of earnings reliability due management’s earnings manipulation (i.e. earnings
management). The second is the importance of corporate governance in enhancing
financial reporting credibility and reducing opportunistic behaviour.
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While most studies from the corporate governance literature focus on directly
associating corporate governance with share performance, the literature lacked studies
investigating associations among corporate governance, earnings management and the
returns-earnings relationship. This research raises the issue that efficient corporate
governance increases the credibility of financial performance, rather than directly
increasing financial performance. This is supported by the mixed results found when
testing the association between corporate governance and corporate performance (see
Appendix A for replicated results), as well as by a recent approach to associate corporate
governance to earnings management and the information content of accounting earnings.
The second approach grew as results became significant and explainable. These
associations are tested in this study (see sections 4.3.1 and 4.3.3). The study tests these
associations using Australian data with the intention of enhancing the external validate of
their findings. The current research extends prior studies by testing the impact of
corporate governance on the information content of accounting earnings in the presence
of earnings management (see section 4.3.4).
Using agency theory, corporate governance was used as a system that helps increase
financial reporting credibility and reduces opportunistic behaviour. A review of the
relevant literature identified three key categories of corporate governance: 1)
organisational monitoring; 2) incentive alignment; and 3) governance structure.
Nine attributes of corporate governance were examined. Attributes of corporate
governance are expected to provide a signal to the market about the firm’s financial
reporting credibility. However, some firms may exercise minimum level of corporate
governance to ensure market governance rules are met. Consequently, the mere existence
of an attribute does not necessarily mean strong financial reporting credibility. The study
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uses the median of the sample as a benchmark to determine whether corporate
governance is deemed influential or not.
Consistent with prior research (e.g. Kothari et al., 2001; Becker et al., 1998; Jones,
1991; Healy, 1985), the study computes abnormal accruals using aggregate accruals
models as an approach to measure earnings management. Abnormal accruals were
estimated using the modified Jones (Dechow et al, 1995) model.
As with prior research, the information content of accounting earnings is assessed
by examining the earnings response coefficients in a returns-earnings (Easton and Harris,
1991) model. The literature examining the information content of accounting earnings
identifies circumstances in which the returns-earnings relationship improves. Such as
using multiple proxies for unexpected earnings and controlling for risk and growth. The
basic model is share returns as the dependent variable and earning per share and change
in earnings per share as the independent variables.
The study investigated the relationship with respect to earnings reliability as a value
relevant source of information. The study proposes that corporate governance and
earnings management are likely to influence shareholders’ perception of earnings
reliability. Corporate governance and earnings management were introduced to the model
as interacting terms to the returns-earnings regressions. Specifically, corporate
governance should play a role in explaining performance in the presence of opportunistic
managerial behaviour. The study uses earnings management as a moderating construct
for the corporate governance-earnings informativeness relationship.

From the model, a set of propositions was stated. The model was tested using a
sample of firms consisted of the top 500 companies listed on the Australian Stock
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Exchange. Sample inclusion depended on the nature of the industry and the availability of
corporate governance, accounting, and market data. Firms in financial, mining and
regulated industries were excluded due to different accrual choices and valuation process.
The study covers the period of four financial years (1996/97, 1997/98, 1998/99, and
1999/2000).
Four hypotheses were derived from the proposition. Prior to testing hypotheses Two,
Three, and Four, the returns-earnings (Easton and Harris, 1991) model is tested irrespective
of the proposed indicators of reliability (i.e. earnings management and corporate
governance).80 The returns-earnings model is then tested after incorporating earnings
management (Hypothesis Two), corporate governance (Hypothesis Three), or both
(Hypothesis Four). These coefficients are then examined using the Wald test to find out

whether the earnings response coefficients after incorporating indictors of earnings
reliability are significantly different from the earnings response coefficients irrespective
of any propositions. Table 5-1 provides a summary of the study’s propositions,
hypotheses, and key findings.

Table 5-1: Summary of propositions, hypotheses, and findings

Proposition

Hypothesis/ Reference

References/Findings

Proposition
One:
Corporate
governance is associated with earnings
management.

Hypothesis
One:
The
coefficients of regressing the
magnitude of abnormal accruals

Table 4-6
Hypothesis supported for
board
size
and
audit

80

The response coefficients from the initial returns-earnings (Easton and Harris, 1991) model show that
earnings level and change in earnings are positive (β1 = 0.91 and β2 = 0.06); and therefore provide
incremental information content of earnings. A Ramsey RESET test (F = 2.92, M =1, d.f. = 773) indicates
that the response coefficients have no specification error at both levels (1% and 5%).
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Proposition
Two:
Earnings
management is negatively associated
with the information content of
earnings.
Proposition
Three:
Corporate
governance is associated with the
information content of earnings.

Proposition Four: Managers’ incentive
to manage earnings moderates the
association
between
corporate
governance and the information content
of earnings.

on the empirical indicators of
corporate
governance
are
statistically different from zero.

committee independence.

Hypothesis Two: The interaction
between the magnitude of
abnormal accruals and earnings is
less than the coefficient for
earnings in the absence of
abnormal accruals.
Hypothesis
Three:
The
interactions between earnings and
the empirical indicators of
corporate
governance
are
different from zero and from the
coefficient for earnings in the
absence of corporate governance.

Table 4-7
Hypothesis not supported.

Hypothesis
Four:
The
coefficients for the interaction
between earnings and the
empirical indicators of corporate
governance conditioned on the
magnitude of abnormal accruals
are different from zero and from
the earnings response coefficient
in the absence of abnormal
accruals
and/or
corporate
governance.

Tables 4-8 and 4-9
Hypothesis supported
CEO dominance.

for

Table 4-10 and 4-11
Hypothesis supported for
ownership
concentration,
CEO dominance, and audit
committee competence.

The results from testing Hypothesis One show that board size and audit committee
independence are negatively associated with the magnitude of abnormal accruals. This is
consistent with the findings of Xie et al. (2003) and Chtourou et al. (2001) for board size
and consistent with the findings of Klein (2002b) for audit committee independence.
Hypothesis Two is tested by incorporating the magnitude of abnormal accruals in
the returns-earnings (Easton and Harris, 1991) model as a variable directly influencing
the earnings response coefficient rather than share returns. Hypothesis Two is not
supported.
The Wald test for Hypothesis Three shows that the earnings response coefficients
are significantly different after incorporating CEO dominance and independent directors’
ownership. The coefficients associated with CEO dominance (ϕ2 = -3.93, t = -3.21, ϕ0 =
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1.67, t = 8.05) show that the market responds negatively to earnings level when the CEO
is dominant. The adjusted R-squared of the returns-earnings model after incorporating
CEO dominance is 16% up from the original 9.9%, which indicates that CEO dominance
is a source of value relevant information. This is consistent with the findings of Anderson
et al. (2003) and Finkelstein and D’Aveni (1994).
However, the coefficient for independent directors’ ownership (ϕ7 = -2.20, t = -5.44)
suggests that the market responds negatively to earnings change when the equity stakes of
independent directors’ in the firm are high. This is contrary to the views of regulators
(Hampel, 1997) and the findings of prior studies (Bhagat and Black, 1999; Bhagat et al.,
1999). Hence, it supports an alternative view that high independent directors’ ownership
motivates directors to act in their own interests rather than the interests of shareholders.
Through the inclusion of a dummy variable representing abnormal accruals to the
previous test, Hypothesis Four is tested. The impact of corporate governance on the
information content of accounting earnings is tested after conditioning on earnings
management. The multivariate pooled and mean adjusted R-squared increases (pooled =
22% and mean = 36.8%), which suggests that the overall explanatory power of earnings
improves due to combing the empirical indicators of corporate governance and earnings
management. The Wald test for Hypothesis Four shows an increase in the number of
significant corporate governance variables when earnings management is present. This
suggests that the empirical indicator of earnings management plays a decisive role in
explaining the relationship between corporate governance and the information content of
accounting earnings. Thus, Hypothesis Four is supported.
Although not all corporate governance attributes reject the null hypothesis, the
objective of the study is achieved by finding which of the attributes answers the research
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question and under which circumstances. The results of Hutchinson and Gul (2004)
suggest that not all corporate governance attributes are appropriate for all firms.
Corporate governance attributes are used selectively as control devices depending on a
firm’s characteristics.
The robustness of the results was checked. Earnings response coefficients
determinants were taken into account. Steps were taken to check for harmful collinearity
and any violation of the regression assumptions. Violations of the regression assumptions
were remedied using recommended approaches from the literature.

5.3 LIMITATIONS OF THE RESEARCH
There are a number of potential limitations of this research, which the reader must
be mindful when interpreting the findings. These limitations relate primarily to threats to
the validity of the research. The threats to validity are categorised into two groups:
internal and external validity (Campbell and Stanley, 1963). Due to the nature of the
constructs and the research method, there is a greater emphasis on internal validity than
external validity.81

5.3.1 Internal Validity
Internal validity relates to the certainty with which conclusions can be made about
the relationship between the variables as measured in the research. As the study is not an
experiment, many of the traditional threats to internal validity are not present. Internal
validity of this research is enhanced by the following controls:
•

External independent auditors examine figures in financial reports, which controls
the legitimacy of information obtained.

81

Although Cook and Campbell (1979) classify threats to validity to include threats to statistical conclusion
and construct validity, these threats are included as internal validity issues.
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•

ASX disclosure requirements ensure that financial reports are complete, which
controls for missing data.

•

ASX listing rules apply to all firms listed without exceptions, which controls for
unstandardised reporting.
The threats to internal validity are categorised into four issues. They are: sample,

data, industries, and constructs & variables.
5.3.1.1 Sample
A challenge to internal validity is created by the selection of the sample on
predetermined criteria. Examining a non-random sample of firms introduces an inherent
bias into the study. Given the non-random nature of the sample, the detection of false
associations arising from the sample design cannot be prevented.
It is nearly impossible in Australian studies of earnings management or corporate
governance to select firms randomly. This is due to the limited number of firms that
publicly disclose standardised business information.
Sample size is another concern in terms of statistical conclusion validity, which
relates to the probability that the statistical results are representative of the actual
relationship within the data set. The sample is also limited to the top 500 companies, thus
introducing a size bias. However, the size bias is likely to reduce survivorship bias over
the study period, because larger firms are less likely to be delisted than smaller firms.
5.3.1.2 Data
Data availability dictates that sample firms are only drawn from the top 500
companies listed on ASX. It is possible that firms with poor corporate governance are
managing earnings to conceal recent poor performance, which leads to these firms’
market capitalisation to fall outside the top 500 listed companies. In contrast, other firms
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may have an incentive to manage earnings in an attempt to maintain rank. The exclusion
of these firms may remove the very firms that are likely to answer the research question.
Given the size of the final sample compared to the initial target, selection bias caused by
the availability of annual reports or clarity of disclosed data should not threaten the
results of the study.
The model will be tested using archival data that contains the effects of all
influences, not just the release of the accounting information. Therefore, isolating the
impact of accounting information on investor behaviour may prove difficult.
5.3.1.3 Industries
This research relies on the ASX industry sub-group classification in calculating
normal and abnormal accruals. The model may be misspecified if the ASX industry
classification is inappropriately set, which results in reducing control over industry
specific factors.
When a study is conducted across industries, industry specific variables may be
driving the results. While a single industry approach would have enhanced the internal
validity of the study, it would have been to the disadvantage of external validity. If a
selected sample contains various industries, external validity is promoted but the power
of the tests are reduced, as it increases the risk of including firms and industries in the
sample that consider corporate governance practices irrelevant.
5.3.1.4 Constructs and Variables
Construct validity relates to the degree to which an operational variable measures
the theoretical construct. Studying natural behaviours in natural settings can contribute to
construct validity because uninterrupted observed behaviours (such as discretionary
judgement over accruals) are likely to reflect the desired construct (opportunistic earnings
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management) to a greater extent than other research methods, which might be more
subject to response biases (Judd et al., 1991).
The proposed indicators of earnings reliability (i.e. corporate governance and
earnings management) may have some limitations. Whilst their use can be theoretically
justified, neither construct can be accurately measured empirically. These limitations are
minimised through the clear operational definitions of the used measures, which is
provided in Chapter Three.
Construct validity is important when variables are newly developed, as is the case
with audit committee competence. Returns, earnings, and abnormal accruals, and
governance attributes (except for audit committee competence) have been used
extensively in previous research. The existing literature was reviewed to provide
guidance for the development of a measure for audit committee competence.
There are no major conceptualisation differences between setters of financial
reports and the data collector of this research. This study made certain that the operational
measures used for the independent variables were consistent with measures used in the
literature. In certain cases, the corporate governance literature identifies more than one
operational measure. However, a single operationalisation was sometimes necessary to
avoid nesting problems and to reduce the number of sample firms required.
The examination of a limited set of corporate governance attributes is a limitation
that needs to be taken into account when interpreting the findings. If other corporate
governance characteristics contribute to the integrity of the accounting measures then the
parameter estimates may be biased. An opportunity arises for further research by
investigating other attributes of corporate governance.
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A limitation of the study is that there are other factors that may influence earnings
reliability apart from earnings management and corporate governance. Also there are
other factors are likely to influence abnormal returns over the 12 months window, such as
company disclosure policies, impact of non-financial announcements, and frequent
company announcements.
The literature indicates a high level of measurement error in the accrual models
commonly used to detect earnings management. One of the limitations is that earnings
management are assumed to be opportunistic rather than informative. Discretionary
accruals may reflect either opportunistic behaviour or managerial discretion in providing
information that is more relevant. Currently, no clear method exists by which to make
this distinction.
The methods used to analyse relationships between variables capture associations
only in a statistical sense. Causation cannot be inferred, because it is not feasible due to
the historical focus of the study.
It is unclear whether investors use abnormal accruals, as measured by aggregate
accruals approach, as a representation of earnings management. The complexity of such
models suggests that the average investor is unlikely to use this measure. An opportunity
arises for further research in the development of an experiment that would identify how
average investors measure earnings management.
One of the steps taken to minimise the general threats to internal validity is through
controlling for earnings response coefficient determinants. These determinants were
included to reduce biasness from testing a cross-sectional regression model.
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5.3.2 External Validity
External validity relates to the certainty to which the results of the research can be
generalised to the population and to other settings and conditions. The sample selection
procedure reduces the study’s external validity, because the representativeness of the
sample dictates the degree of generalisability. Although the initial sample selection of
firms is based on data availability, random sampling was not used as it would have
further reduced an already small sample size. It is also difficult to generalise the results of
the investigated sample in this study to the population of smaller firms.
Results can be generalised subject to no significant changes occurring to corporate
governance practices in Australia. Testing in accordance with real-world settings without
intervening with any observations ensures the generalisation of the findings.
Due to using Australian data, care should be taken in generalising the results to
share markets in other countries due different regulations, practices, and economic
factors. The Australian capital market differs from international markets in terms of size,
number of listed firms or market valuation. However, the similarity in the results of the
study with past international research indicates a degree of generalisability.
Furthermore the exclusion of firms, whether it is due to the nature of the industry,
the size of the industry or the rank of the firm, reduces the generalisability of the results
to all publicly traded firms. An opportunity arises for further research into the impact of
corporate governance in regulated or financial industries or smaller companies. Different
attributes of corporate governance could also be investigated.
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5.4 IMPLICATIONS OF THE RESEARCH
Despite its potential limitation, this study clearly contributes to the current literature
on the role of corporate governance and earnings management in improving the returnsearnings relationship. One of the tests in the study addresses the impact of corporate
governance attributes on the information content of accounting earnings in the presence
earnings management. It documents evidence that corporate governance help improve the
explanatory power of earnings and that earnings management should be controlled for
when measuring the impact of corporate governance on the information content of
accounting earnings.
Although the current study is not the first to examine the impact of corporate
governance on earnings management and on the information content of accounting
earnings, the approach differs from previous efforts in the following ways:
1. The study theoretically and empirically investigated the collective interaction
among corporate governance, earnings management, and the information content
of accounting earnings.
2. When testing the association between corporate governance and the information
content of earnings, the relationship is conditioned on earnings management.
3. While most, if not all, previous research in the corporate governance literature
used a signal proxy to represent unexpected earnings, a multiple proxy for
unexpected earnings is used in this study.
4. While most relevant studies focus on whether coefficients are significantly
different from zero, the study, among other tests, investigates whether earnings
response coefficients after introducing earnings reliability indicators are
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significantly different from the original returns-earnings coefficients before
incorporating any interaction variables.
5. The study focuses on a study period when managers in Australia had an incentive
to managing earnings due to the effect of the Asian currency crisis.
6. The study adopts recent classifications and definitions adopted by recent
regulatory developments (e.g. Sarbanes-Oxley act of 2002).
7. Unlike most corporate governance studies, this study focuses on the control aspect
of corporate governance rather than the performance enhancing aspect.
Further, this is one of the few studies investigating the role of corporate governance
in improving the returns-earnings relationship within the Australian context, if not the
only, that identifies, explores, and tests several major attributes of corporate governance.
The findings show that investors do not ignore corporate governance when examining the
information content of accounting earnings.
Given that corporate governance and earnings management affect the information
content of earnings through their impact on shareholders’ perception of the integrity of
the financial reporting process, the findings of this study should have implications on
investors, accounting standard setters, auditors, financial analysts, and capital market
regulators. Further, this study has implications on corporate governance practices due to
the impact of corporate governance on managerial opportunistic behaviour as well as
financial reporting credibility.

5.4.1 Practical Implications
Corporate decision makers need to satisfy shareholders and attract potential
investors. Measuring the impact of corporate governance allows decision makers to
evaluate the role of corporate governance in enhancing shareholders’ perception of the
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reliability of financial reports. Once shareholders are able to obtain reliable information
about corporate performance, their response to financial performance measures becomes
greater.
The results from this study will unlock a new door for investors to improve their
decision-making process. Measuring the different aspects of corporate governance allows
investors to be mindful of management’s capacity to alter accounting earnings for
opportunistic purposes, which helps investors in evaluating the reliability and valuerelevance of accounting earnings.
The results of the study provide market participants with guidance in knowing
which factors to take into account when evaluating firms’ financial reports. The results
demonstrate that corporate governance affects earnings management and the information
content of accounting earnings. The results also show that corporate governance affects
the information content of earnings in the presence of earnings management. Thus, a
firm’s corporate governance structure and its earning management practices are value
relevant information that should be considered by equity market participants in the
valuation process.

5.4.2 Regulatory Implications
Authorities involved in regulating corporate governance can use this study as
empirical support to the development of regulations and recommendations. Stock
exchanges (eg. ASX) can employ this study to evaluate the current disclosure
requirement of corporate governance practices.
For example, Australian corporate regulators do not currently oblige listed firms to
have independent boards and board committees, but the results suggest that mandatory
formation could improve financial reporting credibility. While regulatory bodies (eg.
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ASX and ASIC) have a vested interest in monitoring the financial reporting process,
legislation has also acknowledged the need to monitor financial reporting to protector
market participants (Sarbanes-Qxley Act 2002).
The results of the research provide evidence to support ongoing regulatory activities
aimed at effectively monitoring financial reporting and improving corporate governance
practices. Additionally the findings of the study will assist in the identification of which
attributes of corporate governance are likely to impact on market’s response to the
content of the financial reports.
New corporate governance regulations and revisions of existing corporate
governance rules would be based on evidence from empirical studies rather than
politically motivated debates. Empirically supporting the importance of corporate
governance’s role would prove that the benefits of imposing governance regulations on
firms outweigh the costs; and provide regulators with sufficient justification to impose
additional corporate governance requirements.
Furthermore, any move to harmonise corporate governance practices around the
globe requires evidence that corporate governance systems are effective. This study
provides evidence of the role corporate governance plays in enhancing the reliability of
value relevant information (i.e. accounting earnings).

5.4.3 Educational Implications
Recent corporate collapses have led to the rise of corporate governance as a
necessary factor in courses that aim to evaluate financial statements. The potential lack of
credibility of accounting information acknowledges the need to understand managerial
opportunistic behaviour and the means to monitor and control such behaviour.

154
Financial statement analysis textbooks address the issue of earnings management
practices and the incentives of such practices. However, few texts address the issue of
how to detect earnings management practices. Furthermore, no credit is given to the role
corporate governance plays in monitoring and reducing such practices, which
sequentially enhances the credibility of accounting information.
Financial statement analysis courses largely focus on unscrambling the ambiguity of
firm valuations. The study provides further evidence of the role of corporate governance
and earnings management in explaining the link between accounting information and
markets’ response. Furthermore, the results demonstrate the link between corporate
governance and earnings management that tends to assist in explaining their impact of the
returns-earnings relationship.
Educators of corporate governance will have a clearer understanding of the role
corporate governance plays in capital markets. The model will also assist classroom
discussions on the different aspects of corporate governance and the analysis of case
studies. For instance, educators could encourage the classroom to evaluate corporate
governance practiced for different firms and match their results with the level of
abnormal accruals and the earnings response coefficients, as part of their empirical
research project.

5.4.4 Research Implications
A key issue that deserves attention from researchers is the development of a link
among share returns, reported earnings, earnings management, and corporate governance.
Corporate governance and earnings management were used as indictors of the reliability
of financial information, specifically reported earnings.
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A small number of studies examined the impact of corporate governance on the
value relevance of accounting earnings. Unlike these studies, the study investigates the
impact of corporate governance on the value relevance of earnings under distinctive
conditions of earnings management. The results clearly demonstrate the potential of
earnings management in clarifying the role of corporate governance attributes in
improving the returns-earnings relationship.
Significant results should help sway the focus of corporate governance literature
from corporate performance to corporate credibility. The results highlight the importance
of corporate governance in influencing shareholders’ perception of reported earnings.
Results from the study also contribute to the literature in the following ways:
1. This study extends the earnings management literature by examining the
relationship between corporate governance and the information content of
accounting earnings only when managers have an incentive to manage earnings.
Using managers’ incentives to manage earnings is important to the theory in that
the impact of corporate governance becomes essential only when management’s
interest deviates from the interest of shareholders.
2. The results would support the view from the literature that abnormal accruals are
better measures of earnings management.
3. The major contribution to the earnings response coefficient research is to show
that corporate governance and earnings management are important determinants
of earnings response coefficient.
4. Classifications adopted by recent regulatory developments (e.g. Sarbanes-Oxley
act of 2002) are empirical tested in the proposed model (i.e. director
independence, financial expertise).
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The similarity of the results with previous research using US data demonstrates the
generalisability of the findings to international markets. Replication of the research using
data from other international stock exchanges is likely to provide insight into market
response to corporate governance and earnings management. It would also be of great
interest for future research to address the issue of executives’ motive behind adopting
corporate governance, whether to increase perceived credibility or to satisfy shareholders
and regulators.

5.5 SUMMARY
The chapter presented a summary of the research. It discussed the motivations and
objectives of the research, how those objectives were reached, and the findings of the
research. The limitations of the research were then presented. The chapter concluded by
discussing the major contribution of the research and the implications of the research for
practitioners, regulators, educators and researchers.
The links described in the study primarily examine the impact of corporate
governance attributes on the information content of accounting earnings conditioned on
earnings management. The study proposes and finds that earnings management and
corporate governance collectively improve the relations between share returns and
unexpected earnings by providing information to investors that helps define their
perception of the reliability of earnings. The model is immediately useable by market
participants in their evaluation of corporate governance and the effectiveness in
enhancing earnings reliability. The model will also assist regulators in requiring more
disclosure of corporate governance practices, and will help educators to develop students’
understanding of corporate governance attributes.
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The primary contributions to knowledge of the research are in its extensions of the
literature on the value relevance of corporate governance. It helps earnings
informativeness researchers to be mindful of the corporate environment when analysing
their results, as suggested by Hutchinson and Gul (2004).
In evaluating the results of this study, several limitations should be noted. Although
certain empirical indicators of corporate governance were not found to be significant, the
study managed to determine which attributes and circumstances would enhance the role
of corporate governance. The difference in the results, from prior studies, is likely to be
due to the different time periods or due to the use of Australian rather than US data.
Finally it is worth noting that an implication of the results of this study is that ASX
should perhaps, after gathering more empirical evidence, consider formally incorporating
certain corporate governance practices in the listing rules to improve the credibility of
financial reporting.

158

BIBLIOGRAPHY
Abbott, L., Parker, S., Peters, G., “Audit committee characteristics and financial
misstatement: A Study of the Efficacy of Certain Blue Ribbon Committee
Recommendations”, SSRN Working paper, 2002.
Adams, R., Mehran, H., “Board structure and Banking Firm Performance”, Working
paper, Federal Reserve Bank of New York, 2002.
Agrawal, A., Knoeber, C., “Firm Performance and Mechanisms to Control Agency
Problems between Managers and Shareholders”, Journal of Financial and
Quantitative Analysis, Vol. 31, No. 3, September 1996, pp. 377-397.
Ahmed, A., Takeda, C., Thomas, S., “Bank loan loss provisions: A reexamination of
capital management, earnings management and signaling effects”, Journal of
Accounting and Economics, Vol. 28, 1999, pp. 1-25.
Ajinkya, B., Gift, M., “Corporate managers' earnings forecasts and symmetrical
adjustments to market expectations”, Journal of Accounting Research, (Autumn)
1984, pp. 425-444.
Alchian, A., “Corporate Management and Property Rights”, in Manne, H., Economic
Policy and the Regulation of Corporate Securities, 1969.
Alexander, C., Cohen, M., “Why do corporations become criminals? Ownership, hidden
actions and crime as an agency cost”, Journal of Corporate Finance, Vol. 5, 1999,
pp. 1-34.
Ali, A., “The incremental information content of earnings, working capital from
operations, and cash”, Journal of Accounting Research, Vol. 32, Issue 1, ,
Spring94, pp. 61-75.
Ali, A., Hwang, L., “Accrual management and the incremental information content of
earnings and cash flow from operations”, Working paper, Stern School of
Business, New York University, 1995.
Ali, A, Zarowin, P., “Permanent versus transitory components of annual earnings and
estimation error in earnings response coefficients”, Journal of Accounting and
Economics, Vol. 15, Issue 2/3, June-September 1992, pp. 249-255.
Alonso, P., Palenzuela, V., Iturriaga, F., “Managers’ discretionary behavior, earnings
management and corporate governance: An empirical international analysis”,
Working Paper, Universidad de Valladolid, 2000.
American Law Institute, “Principles of Corporate Governance: Analysis and
Recommendations”, American Law Institute, Philadelphia, 1992.
Amihud, Y., Kamin, J., Ronen, J., “Managerialism, Ownerism, and Risk”, Journal of
Banking and Finance, 1983, pp. 189-196.
Anderson, K., Deli, D., Gillan, S., “Boards of Directors, Audit Committees, and the
Information Content of Earnings”, SSRN Working Paper, 2003.
Anderson, R., Bates, T., Bizjak, J., Lemmon, M., “Corporate Governance and Firm
Diversification”, Financial Management, Vol. 29, Issue 1, Spring 2000, pp. 5-23.
Anthony, J., Petroni, K., “Accounting estimation disclosures and firm valuation in the
property-casualty insurance industry”, Journal of Accounting, Auditing and
Finance, Vol. 12, 1997, pp. 258-285.
Antle, R., Nalebuff, B., “Conservatism and auditor-client negotiations”, Journal of
Accounting Research, Vol. 29, 1991, pp. 31-54.

159
Ashbaugh, H., LaFond, R., Mayhew, B., “Do Nonaudit Services Compromise Auditor
Independence? Further Evidence”, The Accounting Review, Vol. 78, No. 3, 2003,
pp. 611–639.
Asian Business Review, “ASX listing rules simplified”, Aug 96, p26.
Ayres, F., “Perceptions of Earnings Quality: What Managers Need to Know”,
Management Accounting, March 1994, pp. 27-29.
Bacon, J., “Corporate Directorship Practices: Role, Selection and Legal Status of the
Board”, New York: The Conference Board, Inc., 1975.
Bainbridge, S., “Insider trading under the restatement of the law governing lawyers”,
Journal of Corporate Law, Vol. 19, Issue 1, Fall 1993, pp. 1-41.
Balatbat, M., Taylor, S., Walter, T., “Corporate governance, insider ownership and
operating performance of Australian initial public offerings”, Accounting and
Finance, Vol. 44, Issue 3, Nov. 2004, pp. 299-329.
Baliga, B., Moyer, R., Rao, R., “CEO duality and firm performance: What’s the fuss?”,
Strategic Management Journal, Vol. 17, 1996, pp. 41-53.
Ball, R., Brown, P., “An Empirical Evaluation of Accounting Income Numbers”, Journal
of Accounting Research, Autumn 1968, pp. 159-178.
Baltagi, B., “Econometric Analysis of Panel Data”, 2nd Edition, John Wiley and sons,
2001.
Bamber, L., Cheon, M., “Discretionary management earnings forecast disclosures:
Antecedents and outcomes associated with forecast venue and forecast specificity
choices”, Journal of Accounting Research, Vol. 36, 1998, pp. 167-190.
Barclay, M., Holderness, C., “Private Befeits from Control of Corporations”, Journal of
Financial Economics, Vol. 25, 1989, pp. 371-395.
Barth, M., “Relative measurement errors among alternative pension asset and liability
measures”, The Accounting Review, Vol. 66, 1991, pp. 433–463.
Barth, M., “Fair value accounting: evidence from investment securities and the market
valuation of banks”, The Accounting Review, Vol. 69, 1994, pp. 1–25.
Barth, M., Beaver, W., Landsman, W., “Value-relevance of banks’ fair value disclosures
under SFAS 107”, The Accounting Review, Vol. 71, 1996, pp. 513–537.
Barth, M., Beaver, W., Hand, J., Landsman, W., “Accruals, cash flow and equity values”,
SSRN Working paper, 1999.
Barth, M., Beaver, W., Landsman, W., “The Relevance of the Value Relevance Literature
for Financial Accounting Standard Setting: Another View”, Journal of
Accounting & Economics, Vol. 31, Nos. 1-3, September 2001a.
Barth, M., Cram, D., Nelson, K., “Accruals and the prediction of future cash flows”,
Accounting Review, Jan 2001, Vol. 76, Issue 1, 2001b, pp. 27-59.
Bartlett, J., “Venture Capital: Law, Business Strategies, and Investment Planning”, (John
Wiley, New York), 1994.
Bartov, E., “The Timing of Assets Sales and Earnings Manipulation”, Accounting
Review, Vol. 68, October 1993, pp. 840-855.
Bartov, E., Gul, F., Tsui, J., “Discretionary accruals models and audit qualifications”,
Journal of Accounting and Economics, Vol. 30, Issue 3, Dec2000, pp. 421- 453.
Basu, S., “The Conservatism Principle and the Asymmetric Timeliness of Earnings”,
Journal of Accounting and Economics, 1997, pp. 3-37.
Bathala, C., Rao, R., “The determinants of board composition: an agency theory
perspective”, Managerial and Decision Economics, Vol. 16, 1995, pp. 59-69.

160
Baxter, P., Pragasam, J., “Audit committees: One size fits all?”, Australian CPA,
Melbourne, Apr 1999, Vol. 69, pp. 42-43.
Baysinger, B., Butler, H., “Corporate Governance and the Board of Directors:
Performance Effects of Changes in Board Composition”, Journal of Law,
Economics, and Organizations, Vol. 1, 1985, pp. 101-124.
Beasley, M., “An Empirical Analysis of the Relation Between the Board of Director
Composition and Financial Statement Fraud”, The Accounting Review, Vol. 71,
No. 4, October 1996, pp. 443-465.
Beasley, M., Petroni, K., “Board Independence and Audit Firm Type”, Auditing, Vol. 20,
Issue 1, March 2001, pp. 97-115.
Beatty, A., Chamberlain, S., Magliolo, J., “Managing financial reports of commercial
banks: The influence of taxes, regulatory capital, and earnings”, Journal of
Accounting Research, Vol. 33, 1995, pp. 231-261.
Beatty, R., Zajac, E., “Managerial incentives, monitoring and risk bearing: a study of
executive compensation, ownership and board structure in initial public
offerings”, Administrative Science Quarterly, Vol. 3, 1994, pp. 313-335.
Beaver, W., “Financial Reporting: an accounting revolution”, 3rd edition, Upper Saddle
River, NJ: Prentice Hall, 1998.
Beaver, W., Engel, C., “Discretionary behavior with respect to allowances for loan losses
and the behavior of security prices”, Journal of Accounting and Economics, Vol.
22, 1996, pp. 177-206.
Beaver, W., Lambert, R., Morse, D., “The information content of security prices”,
Journal of Accounting and Economics, Vol. 2, 1980, pp. 3-28.
Beaver, W., McNichols, M., “The Characteristics and Valuation of Loss Reserves of
Property Casualty Insurers”, Review of Accounting Studies, Vol 3, Nos 1-2,
1998.
Bebchuk, L., “Efficient and inefficient sales of corporate control”, Quarterly Journal of
Economics, Vol. 109, 1994, pp. 957-994.
Becker, C., Defond, M., Jiambalvo, J., Subramanyam, K., “The Effect of Audit Quality
on Earnings Management”, Contemporary Accounting Research, Vol. 15, Spring
1998, pp. 1-24.
Belkaoui, A., Pavlik, E., “The effects of ownership structure and diversified strategy on
performance”, Managerial and Decisions Economics, Vol. 13, 1992, p. 343.
Belsley, D., Kuh, E., Welsch, E., “Regression Diagnostics: Identifying Influential Data
and Sources of Collinearity”, New York, NY: John Wiley & Sons, Inc., 1980.
Benbasat, L., Goldstein, D., Mead, M., "The Case Research Strategy in Studies of
Information Systems", MIS Quarterly, Vol. 11, September 1987, pp. 369-386.
Beneish, M., “Detecting GAAP violation: Implications for assessing earnings
management among firms with extreme financial performance”, Journal of
Accounting and Public Policy, Vol. 16, 1997, pp. 271-309.
Beneish, M., “Earnings management: A perspective”, Working paper, April 2001.
Benjamin, J., Stanga, K., “Differences in Disclosure Needs of Major Users of Financial
Statements”, Accounting and Business Research, 1977, pp. 187-192.
Bennedsen, M., Wolfenzon, D., “The balance of power in closely held corporations”,
Journal of Financial Economics, Vol. 58, 2000, pp. 113-139.
Bergh, D., “Size and relatedness of units sold”, Strategic Management Journal, Vol. 16,
1995, pp. 221-240.

161
Berglof, E., “A Control Theory of Venture Capital Finance”, Journal of Law, Economics,
and Organization, Vol. 10, 1994, pp. 247-67.
Berle, A., Means, G., “The Modern Corporation and Private Property”, New York:
Macmillan, 1932.
Bernard, V., “Cross-Sectional Dependence and Problems in Inference in Market-Based
Accounting Research”, Journal of Accounting Research, Vol. 25, Issue 1, 1987,
pp. 1-48.
Bernard, V., Skinner, D., “What motivates managers’ choice of discretionary accruals?”,
Journal of Accounting and Economics, Vol. 22, 1996, pp. 313-325.
Bernstein, L., “Financial Statement Analysis: Theory, Application, and Interpretation”,
Homewood, Ill.: Irwin, 1988.
Bernstein, L., “A Financial Analyst’s Guide to Accounting Quality” Business Credit,
New York, Vol. 94, February 1992, pp. 11-15.
Bernstein, L., Siegel, J., “The Concept of Earnings Quality”, Financial Analysts Journal,
Vol. 35, July-August 1979, pp. 72-75.
Bernstein, L., Siegel, J., “The Concept of Earnings Quality”, Financial Analysts Journal,
March-April 1982, pp. 60-68.
Bhagat, S., Black, B., “The Uncertain Relationship Between Board Composition and
Firm Performance” The Business Lawyer, Vol. 54, May 1999pp. 921-963.
Bhagat, S., Carey, D., Elson, C., “Directors ownership, corporate performance, and
management turnover”, Business Law, Vol. 885, 1999.
Bhide, A., “The Hidden Costs of Stock Market Liquidity”, Journal of Financial
Economics, Vol. 34, 1993, pp. 31-51.
Birkett, B., “The recent history of corporate audit committee”, The Accounting Historians
Journal, Vol. 13, Fall 1986, pp. 109-124.
Black, B., “Shareholder Passivity Reexamined”, Michigan Law Review, Vol. 89, 1990.
Black, B., “Shareholder Activism and Corporate Governance in the U.S.”, in Peter
Newman, ed.: The New Palgrave Dictionary of Economics and the Law
(Macmillan Reference limited, London and Basingstoke) 1998.
Bloor, D., “The Strength of the Strong Programme”, in James Brown, “Scientific
Rationality: The sociology Turn”, Dordrecht, 1984.
Blue Ribbon Committee on Improving the Effectiveness of Corporate Audit Committees,
“Report and Recommendations of the Blue Ribbon Committee on Improving the
Effectiveness of Corporate Audit Committees”, New York, NY: New York Stock
Exchange and The National Association of Securities Dealers, 1999.
Blue, T., “Investors still in the dark”, The Australian, 30th September 1998, p. 49.
Borokhovich, K., Parrino, R., Trapani, T., “Outside directors and CEO selection”, Journal
of Financial and Quantitative Analysis, Vol. 31, Sept. 1996, pp. 337-355.
Bosch, H., “Corporate Practices and Conduct”, Pitman publishing, third edition, 1995.
Botosan, C., “Disclosure level and the cost of equity capital”, The Accounting Review,
Vol. 72, 1997, pp. 323-350.
Bowen, R., Burghstahler, D., Daley, L., “The Incremental Information Content of
Accrual versus Cash Flows”, The Accounting Review, 1987, pp. 723-747.
Bowen, R., Rajgopal, S., Venkatachalam, M., “Accounting Discretion, Corporate
Governance and Firm Performance”, SSRN Working Paper, March 2004.
Boyd, B., “Board Control and CEO Compensation”, Strategic Management Journal, Vol.
15, 1994, pp. 335-344.

162
Boyd, B., “CEO Duality and Firm Performance: A Contingency Model”, Strategic
Management Journal, Vol. 16, Issue 4, 1995, pp. 301–312.
Bradbury, M., Mak, Y., Tan, S., “Board Characteristics, Audit Committee Characteristics
and Abnormal Accruals”, SSRN Working paper, March 2004.
Bradshaw, M., Richardson, S., Sloan, R., “Earnings Quality and Financial Reporting
Reliability: An Empirical Investigation”, Journal of Accounting Research, Vol.
39, No. 1, 2001.
Bremser, W., “The Earnings Characteristics of Firms Reporting Discretionary
Accounting Changes”, The Accounting Review, July 1975, pp. 563-573.
Brennan, M. J. and E. S. Schwartz (1985a). "Evaluating Natural Resource Investments."
Journal of Business 58(2): 135-157
Breuer, R., “Corporate governance in a global corporation”, Directorship, Vol. 25, Dec
1999, pp. 1-3.
Breusch, T., Pagan, A., “A simple test for heteroscedasticity and random coefficient
variation”, Econometrica, Vol. 47, Issue 5, Sep. 1979.
Bricker, R., Previts, G., Robinson, T., Young, S., “Financial Analyst Assessment of
Company Earnings Quality”, Journal of Accounting, Auditing and Finance, pp.
541-554.
Brickley, J., Coles, J., Jarrell, G., “Leadership Structure: Separating the CEO and
Chairman of the Board”, Journal of Corporate Finance, Vol. 3, Issue 3, June 1997,
pp. 189-220.
Brickley, J., Coles, J., Terry, R., “Outside Directors and the Adoption of Poison Pills,”
Journal of Financial Economics, Vol. 35, 1994, pp. 371-390.
Brooks, L., Buckmaster, D., “Further evidence of the time series properties of accounting
income”, Journal of Finance, Vol. 31, 1976, pp. 1359-1373.
Brown, L., “Comparing Judgemental to Extrapolative Forecasts: It’s Time to Ask Why
and When”, International Journal of Forecasting, April 1988, pp. 171-173.
Brown, L., Griffin, P., Hagerman, R., Zmilewski, M., “An evaluation of alternative
proxies for the market’s assessment of unexpected earnings”, Journal of
Accounting and Economics, July 1987, pp. 159-194.
Brown, P., “Capital Markets-Based Research in Accounting: an introduction”, Coopers
and Lybrand and AAANZ, 1994.
Brown, P., “Earnings Management: A Subtle (and troublesome) Twist to Earnings
Quality”, Journal of Financial Statement Analysis, New York, Vol. 4, Winter
1999, pp. 61-63.
Brown, W., Maloney, M., “Exit, Voice, and the Role of Corporate Directors: Evidence
From Acquisition Performance”, SSRN Working paper, 1999.
Bryan, D., Liu, M., Tiras, S., “The influence of independent and effective audit
committees on earnings quality”, SSRN Working Paper, January 2004.
Burgstahler, D., “Incentives to manage earnings to avoid earnings decreases and losses:
evidence from quarterly earnings”, Working paper, University of Washington,
1997.
Burgstahler, D., Dichev, I., “Earnings management to avoid earnings decreases and
losses”, Journal of Accounting and Economics, Vol. 24, 1997, pp. 99-126.
Burgstahler, D., Eames, M., “Earnings Management to Avoid Losses and Earnings
Decreases: Are Analysts Fooled?”, Contemporary Accounting Research, Vol. 20,
Issue 2, Summer 2003, pp. 253-294.

163
Burilovich, L., Kattelus, S., “Auditors’ Influence on Earnings Management: Evidence
from the Alternative Minimum Tax”, Journal of Applied Business Research, Vol.
13, Spring 1997, pp. 9-22.
Burkart, M., Gromb, D., Panunzi, F., “Large shareholders, monitoring, and the value of
the firm”, The Quarterly Journal of Economics, August 1997, pp. 693-728.
Bushee, B., “The Influence of institutional investors on myopic R&D investment
behaviour”, The Accounting Review, Vol. 73, 1998, pp. 305-333.
Butler M., Leone, A., Willenborg, M. “An empirical analysis of auditor reporting and its
association with abnormal accruals”, Journal of Accounting and Economics, Vol.
37, 2004, pp. 139–165.
Buzby, S., “Selected Items of Information and their Disclosures in the Annual Reports”
The Accounting Review, 1974, pp. 423-435.
Byrd, J., Hickman, K., “Do Outside Directors Monitor Managers? Evidence from Tender
Offer Bids,” Journal of Financial Economics, Vol. 32, 1992, pp. 195-207.
Cadbury Report, “Report of the Committee on the Financial Aspects of Corporate
Governance”, London, Gee, 1992.
Cahan, S., “The effect of antitrust investigations on discretionary accruals: a refined test
of the political-cost hypothesis”, The Accounting Review, Vol. 67, 1992, pp. 7796.
Cahan, S., Chavis, B., Elemendorf, R., “Earnings management of chemical firms in
response to political costs from environmental legislation”, Journal of
Accounting, Auditing and Finance, Vol. 12, 1997, pp. 37-65.
Calleja, N., “To Delegate or Not to Delegate: Board Committees and Corporate
Performance in Australia’s Top 100 Companies”, Sydney Law Review, Vol. 21,
1999, pp. 5-35.
Campbell, D., Stanley, J., “Experimental and quasi-experimental designs for research
teaching”, In Gage, N., “Handbook of research on teaching”, Chicago: Rand
McNally, 1963.
Carson, E., “Corporate Governance Disclosure in Australia: The State of Play”,
Australian Accounting Review, Vol. 6, 1996, pp. 3-10.
Chaganti, R., Mahajan, V., Sharma, S., “Corporate board size, composition and corporate
failures in retailing industry”, Journal of Management Studies, Vol. 22, 1985, pp.
400-417.
Chambers, D., “Earnings Management and Capital Market Misallocation”, working
paper, December 1999.
Chambers, R., “Positive Accounting Theory and the PA Cult”, ABACUS, Vol. 29, No. 1,
1993, pp. 1-26.
Chaney, P., Jeter, D., “Client-auditor realignment and restrictions on auditor”,
Accounting Review, Vol. 72, Issue 3, Jul97, pp. 433-454.
Chaney, P., Lewis, C., “Income smoothing and underperformance in initial public
offerings”, Journal of Corporate Finance, Vol. 4, 1998, pp. 1-29.
Cheng, C., Hopwood, W., McKeown, J., “Non-linearity and specification problems in
unexpected earnings response regression model”, The Accounting Review, Vol.
67, 1992 (July), pp. 579-598.
Cheng, C., Liu, C., Schaefer, T., “Earnings Permanence and the Incremental Information
Content of Cash Flows from Operations”, Journal of Accounting Research, Vol.
34, Spring 1996, pp. 175-181.

164
Cheng, C., Liu, C., Schaefer, T., “Accounting Accruals and the Incremental Information
Content of Earnings and Cash Flows from Operations”, Advances in Accounting
Research, Vol. 15, 1997, pp. 101-123.
Cheng, C., McNamara, R., Whelan, C., “Earnings growth, sales growth, and the earnings
response coefficients”, Working Paper, Bond University, 1999.
Cheng, C., Yang, S., “The Incremental Information Content of Earnings and Cash Flows
from Operations Affected by Their Extremity”, Journal of Business Finance and
Accounting, Vol. 30, Issue 1/2, Jan 2003, pp. 73-117.
Cheng, S., Evans, J., Nagarajan, N., “Takeover Threats and the Importance of Board Size
in Corporate Governance”, SSRN Working Paper, February 2004.
Ching, K., Firth, M., Rui, O., “Earnings Management, Corporate Governance and the
Market Performance of Seasoned Equity Offerings”, SSRN Working paper, 2002.
Cho, J., Jung, K., “Earnings Response Coefficients: A Synthesis of theory and empirical
evidence”, Journal of Accounting Literature, Vol. 10, 1991, pp. 85-116.
Choi, B., Collins, D., Johnson, W., “Valuation implications of reliability differences: the
case of nonpension postretirement obligations”, The Accounting Review, Vol. 72,
1997, pp. 351–383.
Choi, S., Jeter, D., “The effect of qualified audit opinions on earnings response
coefficients”, Journal of Accounting and Economics, Vol. 15, 1992, pp. 229-247.
Choi, S., Salamon, G., “External reporting and capital asset prices”, Advances in
Quantitative Analysis of Finance and Accounting, Vol. 3, 1994, pp. 85-110.
Chong, F., “Hidden costs in export slump”, The Australian, 14th May 1998, p. 24.
Chote, P., Linger, J., “Business and the short term syndrome” Washington Post, June
1986, pp. F1-F2.
Christie, A., “On cross-sectional analysis in accounting research”, Journal of Accounting
and Economics, Vol. 9, 1987, pp. 231-258.
Christie, A., Zimmerman, J., “Efficient versus Opportunistic Choices of Accounting
Procedures: Corporate Control Contests”, Accounting Review, Vol. 69, 1994, pp.
539-566.
Chtourou, S., Bedard, J., Courteau, L., “Corporate governance and earnings
management”, working paper, 2001.
Clarkson, P., Kao, J., Richardson, G., “The Quality of Management Discussion and
Analysis (MD&A): A Voluntary Disclosure Perspective”, Working Paper, April
1995.
Coffee, J., “Liquidity versus Control: The Institutional Investor as Corporate Monitor”,
Columbia Law Review, Vol. 91, 1991, pp. 1277-1366.
Coles, J., McWilliams, V., Sen, N., “An examination of the relationship of governance
mechanisms of performance”, Journal of Management, Vol. 27, 2001, pp. 23-50.
Coller, M., Yohn, T., “Management forecasts and information asymmetry: An
examination of bid-ask spreads”, Journal of Accounting Research, Vol. 35,
Autumn 1997.
Collins, D., Hribar, P., “Errors in estimating accruals: implications for empirical
research”, Journal of Accounting Research, Mar 2002, Vol. 40, Issue 1, p105-135.
Collins, D., Kothari, S., “An analysis of intertemporal and cross-sectional determinants of
earnings response coefficients”, Journal of Accounting and Economics, Vol. 11,
1989, pp. 143-182.

165
Collins, D., Kothari, S., Shanken, J., and Sloan, R., “Lack of timeliness and noise as
explanations for the low contemporaneous returns-earnings association”, Journal
of Accounting and Economics, Vol. 18, 1994, pp. 289-324.
Collins, D., Salatka, W., “Noisy accounting earnings signals and earnings response
coefficients: the case of foreign currency accounting”, Contemporary Accounting
Research, Vol. 10, 1993, pp. 119-159.
Cook, T., Campbell, D., “Quasi-experimentation: Design and analysis issues for field
settings”, Chicago: Rand McNally, 1979.
Cotter, J., Silvester, M., “Board and Monitoring Committee Independence”, ABACUS,
Vol. 39, Issue 2, 2003, pp. 211-232.
Core, J., Holthausen, R., Larcker, D., “Corporate governance, chief executive officer
compensation, and firm performance”, Journal of Financial Economics, Vol. 51,
1999, pp. 371-406.
Corporate Governance International Pty Limited, “Corporate Governance Statements by
Major ASX Listed Companies, report commissioned by AIMA, March 1997, p.
40.
Corporate Law Economic Reform Program, “Directors’ Duties and Corporate
Governance: Facilitating innovation and protecting investors”, Proposals for
reform: Paper No. 3, 1997.
Cottell, P., Rankin, L., “Do audit committees bias auditor selection? Business and
Economic Review, Vol. 19, 1988, pp. 87-103.
Crough, G., “Small is beautiful but disappearing: A study of share ownership in
Australia”, Journal of Australia Political Economy, Vol. 3, 1980.
Crystal, G., “The wacky, wacky world of CEO pay”, Fortune, June 1988, pp. 68-78.
Crystal, G., “Incentive pay that doesn’t work”, Fortune, August 1989, pp. 101-120.
Crystal, G., “In Search of Excess. The over Compensation of American Executives”,
New York: W. W. Norton & Company, 1991.
Cubbin, J., Leech, D., “The effect of shareholding dispersion on the degree of control in
British companies: theory and measurement”, Economic Journal, Vol. 93, 1983,
pp. 351-369.
Daily, C., Dalton, D., “The relationship between governance structure and corporate
performance in entrepreneurship firms”, Journal of Business Venturing, Vol. 7,
1992, pp. 375-386.
Daily, C., Dalton, D., “Board of directors leadership and structure: Control and
performance implications”, Entrepreneurship theory and practice, Vol. 17, 1993,
pp. 65-81.
Dalton, D., Daily, C., Ellstrand, A., Johnson, J., “Meta-Analytic reviews of board
composition, leadership structure, and financial performance”, Strategic
Management Journal, Vol. 19, 1998, pp. 269-290.
Daniels, R., “The role of debt in interactive corporate governance”, California Law
Review, Vol. 83, July 1995, pp. 1073-1113.
Das, S., Lev, B., “Nonlinearity in the returns-earnings relation: Tests of alternative
specifications and explanations”, Contemporary Accounting Research, Vol. 11,
Fall 1994, pp. 354-380.
Davidson, R., Neu, D., “A note on the association between audit firm size and audit
quality” Contemporary Accounting Research, Vol. 9, Spring 1993, pp. 479-488.
Davidson, S., Stickney, C., Weil, R., “Accounting: The Language of Business”, Seventh
edition, Thomas Horton and Daughter, Arizona, 1987.

166
Davies, P., “Equity Finance and the Ownership of Shares”, Australian Financial System
Inquiry, Commissioned Studies and Selected Papers, Part 3, 1982.
Davis, E., “International Diversification of Institutional Investors”, Bank of England
Discussion Papers, Technical Series, No 44, 1991.
DeAngelo, L., “Auditor Independence, law balling and disclosure regulation”, Journal of
Accounting and Economics, Vol. 1, pp. 113-127.
DeAngelo, L., “Accounting numbers as market valuation substitutes: A study of
management buyouts of public stockholders”, The Accounting Review, Vol. 41,
1986, pp. 400-420.
DeAngelo, L., “Managerial competition, information costs and corporate governance:
The use of accounting performance measures in proxy contest”, Journal of
Accounting and Economics, January 1988, pp. 3-36.
DeAngelo, H., DeAngelo, L., Gilson, S., “The Collapse of First Executive Corporation:
Junk Bonds, Adverse Publicity, and the ‘Run on the Bank’ Phenomenon”, Journal
of Financial Economics, Vol. 36, 1994, pp. 287–336.
Deans, A., “ASX concerns on corporate governance”, The Australian Financial Review,
9th May 1997, p. 37.
Deans, A., “ASX provide guidance on listing rules”, The Australian Financial Review,
28th August 1997, p. 21.
Dechow, P., “Accounting earnings and cash flows as measures of firm performance: The
role of accounting accruals”, Journal of Accounting and Economics, Vol. 18,
1994, pp. 3-42.
Dechow, P., Skinner, D., “Earnings Management: Reconciling the Views of Accounting
Academics, Practitioners, and Regulators”, SSRN Working paper, 2000.
Dechow, P., Sloan, R., “Executive incentives and the horizon problem: An empirical
investigation”, Journal of Accounting and Economics, Vol. 14, 1991, pp. 51-89.
Dechow, P., Sloan, R., Sweeney, A., “Detecting Earnings Management”, The Accounting
Review, Vol. 70, No. 2, April 1995, pp. 193-225.
Dechow, P., Sloan, R., Sweeney, A., “Causes and Consequences of Earnings
Manipulation: An Analysis of Firms Subject to Enforcement Actions by the
SEC”, Contemporary Accounting Research, Vol. 13, 1996, pp. 1-36.
Dechow, P., Richardson, S., Tuna, A., “Are Benchmark beaters doing anything wrong?”,
Working paper, University of Michigan, 2000.
Dedman, E., “An investigation into the determinants of UK board structure before and
after Cadbury”, Corporate Governance, Vol. 8, April 2000, pp. 133-153.
DeFond, M., “The association between changes in client firm agency costs and auditor
switching”, Auditing: A Journal of Practice and Theory, Vol. 11, 1992, pp. 16-31.
DeFond, M., Hann, R., Hu, X., “Does the Market Value Financial Expertise on Audit
Committees of Boards of Directors?”, SSRN Working paper, 2004.
DeFond, M., Jiambalvo, J., “Incidence and Circumstances of Accounting Errors”, The
Accounting Review, July 1991, pp. 643-655.
DeFond, M., Jiambalvo, J., “Factors related to auditor-client disagreements over incomeincreasing accounting methods”, Contemporary Accounting Research, Vol. 9,
1993, pp. 411-431.
DeFond, M., Jiambalvo, J., “Debt Covenant Violation and Manipulation of Accruals”,
Journal of Accounting and Economics, Vol. 17, 1994, pp. 145-176.
DeFond, M., Park, C., “Smoothing earnings in anticipation of future earnings”, Journal of
Accounting and Economics, Vol. 23, 1997, pp. 115-139.

167
DeFond, M., Park, C., “The reversal of Abnormal Accruals and the Market valuation of
Earnings Surprises”, Accounting Review, Vol. 76, Issue 3, 2001, pp. 375-404.
DeFond, M., Subramanyam, K., “Auditor Changes and Discretionary Accruals”, Journal
of Accounting and Economics, Vol. 25, 1998, pp. 35-68.
Degeorge, F., Patel, J., Zeckhauser, R., “Earnings management to exceed thresholds”,
Journal of Business, Vol. 72, January 1999.
Dempsey, S., Hunt, H., Schroeder, P., “Earnings Management and Corporate Ownership
Structure : An Examination of Extraordinary Item Reporting”, Journal of Business
Finance and Accounting, Vol. 20, 1993, pp. 479-500.
Demsetz, H., Lehn, K., “The Structure of Corporate Ownership: Causes and
Consequences. Journal of Political Economy 93, 1985, pp. 1155-77.
Demsetz, H., Villalonga, B., “Ownership structure and corporate performance”, SSRN
Working paper, 2001.
Deng, Z., Lev, B., “Science and Technology as Predictors of Stock Performance”,
Financial Analysts Journal, Vol. 55, Issue 3, May/June 1999, pp. 20-33.
Denis, D., “Twenty-five years of corporate governance research…and counting”, Review
of Financial Economics, Vol. 10, 2001, pp. 191-212.
Denis, D., Sarin, A., “Ownership and Board compositions in Publicly Traded
Corporations”, Journal of Financial Economics, Vol. 52, 1999, pp. 187-223.
DeZoort, T., Salterio, S., “The effects of corporate governance experience and financial
reporting and audit knowledge on audit committee members' judgments”,
Auditing: a journal of practice & theory, September 2001.
Dhaliwal, D., Lee, K., Fargher, N., “The association between unexpected earnings and
abnormal security returns in the presence of financial leverage”, Contemporary
Accounting Research, Vol. 8, Issue 1, 1991, pp. 20-41.
Dharan, B., Lev, B., “The valuation consequence of accounting changes: A multi-year
examination”, Journal of Accounting, Auditing and Finance, Vol. 8, 1993, pp.
475-495.
Dixit, A. and R. S. Pindyck (1994). Investment under Uncertainty, Princeton University
Press.
Dobrzynski, J., Schiller, Z.,Miles, G., Norman, J., King, R., “More than ever it’ s
management for the short term” Business Week, November 1986, pp. 92-93.
Donaldson, L., Davis, J., “Stewardship Theory or Agency Theory: CEO Governance and
Shareholder Returns”, Australian Journal of Management, Vol. 16, Issue 1, June
1991, pp. 49-66.
Dubin, R., “Theory building”, Revised Edition, Free Press, New York, 1978.
DuCharme, L., Malatesta, P., Sefcik, S., “Earnings management: IPO valuation and
subsequent performance”, Journal of Accounting, Auditing and Finance, Vol. 16,
Issue 4, Fall 2001, pp. 369- 397.
Duke, J., Hunt, H., “An Empirical Examination of Debt Covenant Restrictions and
Accounting-Related Debt Proxies”, Journal of Accounting and Economics, Vol.
12, 1990, pp. 45-63.
Durtschi, C., Easton, P., “Earnings Management? Alternative explanations for observed
discontinuities in the frequency” SSRN Working paper, October 2004.
Dye, R., “Strategic Accounting Choice and the Effects of Alternative Financial Reporting
Requirements”, Journal of Accounting Research, Vol. 23, Autumn 1985, pp. 544574.

168
Dye, R., “Proprietary and non-proprietary disclosures”, Journal of Business, Vol. 59,
1986, pp. 331-366.
DeZoort, F., Salterio, S., “The effects of corporate governance experience and financial
reporting and audit knowledge on audit committee members’ judgments”,
Auditing: A Journal of Practice & Theory, Vol. 20, September 2001, pp. 31–47.
Eames, M., “Institutional investor myopia, ownership, earnings and returns”, Working
Paper, Santa Clara University, 1997.
Earle, A., “Compensating Chief Executive Officers”, Business Quarterly, Winter 1989,
pp. 32-37.
Easterwood, C., “Takeovers and Incentives for Earnings Management: An Empirical
Analysis”, Journal of Applied Business Research, Laramie, Vol. 14, Winter
1997/1998, pp. 29-47.
Easton, P., “Security Returns and the Value Relevance of Accounting Data”, Accounting
Horizons, Vol. 13, Issue 4, Dec99, pp.399-413.
Easton, P., Harris, T., “Earnings as an explanatory variable for returns”, Journal of
Accounting Research, 1991, pp. 19-36.
Easton, P., Harris, T., Ohlson, J., “Aggregate accounting earnings can explain most of
security returns”, Journal of Accounting and Economics, Vol. 15, 1992, pp. 119142.
Easton, P. Sommers, G., “Scale and scale effects in market-based accounting research”,
Journal of Business Finance and Accounting, Vol. 30, Issue 1/2, Jan 2003, pp. 2557.
Easton, P., Zmijewski, M., “Cross-sectional variation in the stock market response to
accounting earnings announcements”, Journal of Accounting and Economics, Vol.
11, 1989, pp. 117-141.
Eisenberg, T., Sundgren, S., Wells, M., “Larger board size and decreasing firm value in
small firms”, Journal of Financial Economics, Vol. 48, 1998, pp. 35-54.
Eisenhardt, K., Schoonhovea, C., “Organizational growth: linking founding team,
strategy, environment, and growth among U.S. semiconductor ventures, 19781988”, Administrative Science Quarterly, Vol. 35, 1990, pp. 504-529.
Ellstrand, A., Daily, C., Dalton, D., “Governance by Committee: The Influence of Board
of Directors’ Committee Composition on Corporate Performance”, Journal of
Business Strategies, Vol. 16, Issue 1, 1999.
Epstein, M., Palepu, K., “What Financial Analysts Want”, Strategic Finance, Montvale,
Vol. 80, April 1999, pp. 48-52.
Epstein, L., Turnbull, S., “Capital Asset Prices and the Temporal Resolution of
Uncertainty”, The Journal of Finance, Vol. 35, Jun 1980.
Erickson, M., Wang, S., “Earnings management by acquiring firms in stock for stock
mergers”, Journal of Accounting and Economics, Vol. 27, 1999, pp. 149-176.
Ezzamel, M., Watson, R., “Organizational form, ownership structure, and corporate
performance: A contextual empirical analysis of UK companies”, British Journal
of Management, Vol. 4, 1993, pp. 161-176.
Fabozzi, F., “Quality of Earnings: A Test of Market Efficiency”, The Journal of Portfolio
Management, Fall 1978, pp. 53-56.
Faccio, M., Lasfer, A., “Managerial ownership, board structure and firm value: The UK
evidence.”, SSRN Working paper, 1999.

169
Fairfield, P., Sweeney, R., Yohn, T., “Accounting Classification and the Predictive
Content of Earnings”, The Accounting Review, Vol. 71, No. 3, July 1996, pp.
337-355.
Faleye, O., “Are Large Boards Poor Monitors? Evidence from CEO Turnover”, SSRN
Working paper, December 2003.
Fama, E., “Agency Problems and the Theory of the Firm”, Journal of Political Economy,
Vol. 88, 1980, pp. 288-307.
Fama, E., “Transitory variation in investment and output”, Journal of Monetary
Economics, Vol. 30, 1992, pp. 467-481.
Fama, E., Jensen, M., “Separation of Ownership and Control”, Journal of Law and
Economics, Vol. 26, 1983, pp. 301-25.
Fiegener, M., Nielsen, J., Sisson, J., “Tenure characteristics of outside directors and
financial performance: results from the banking industry”, American Business
Review, June 1996, pp. 89-96.
Finkelstein, S. and D’Aveni, R., “CEO Duality as a Double-edged Sword: How Boards of
Directors Balance Entrenchment Avoidance and Unity of Command”, Academy
of Management Journal, Vol. 37, Issue 5, 1994, pp. 1079–1108.
Finkelstein, S., Hambrick, D., “Top management-team tenure and organizational
outcomes: The moderating role of managerial discretion”, Administration Science
Quarterly, Vol. 35, 1990, pp. 484-503.
Firth, M., “The Impact of Size, Stock Market Listing, and Auditors on Voluntary
Disclosure in Corporate Annual Reports”, Accounting and Business Research,
Autumn 1979, pp. 273-280.
Firth, M., Fung, P., Rui, O., “Simultaneous Relationships among Ownership, Corporate
Governance, and Financial Performance”, SSRN Working paper, 2002.
Fleischer, A., Hazard, G., Klipper, M., “Board Games: The Changing Shape of Corporate
Power”, Little Brown, Boston, MA, 1988.
Forbes, D., Milliken, F., “Cognition and Corporate Governance: Understanding Boards of
Directors as Strategic Decision Making Groups”, Academy of Management
Review, Vol. 24, 1999, pp. 489-505.
Forbes, W., Watson, R., “Managerial Remuneration and Corporate Governance: A
review of the issues, evidence and Cadbury Committee Proposals”, Accounting
and Business Research, Vol. 23, 1993, pp. 331-338.
Fosberg, R., Nelson, M., “Leadership structure and firm performance”, International
Review of Financial-Analysis, Vol. 8, Issue 1, 1999, pp. 83-97.
Foster, G., “Financial Statement Analysis”, Stanford University, Prentice-Hall
International, 1986.
Francis, J., Wilson, E., “Auditor changes: A joint test of theories relating to agency costs
and auditor differentiation”, Accounting Review, Vol. 63, 1988, pp. 663-683.
Frankel, R., McNichols, M., Wilson, G., “Discretionary disclosure and external
financing”, Accounting Review, Vol. 70, January 1995, pp. 135-150.
Freeman, R., Tse, S., “A non-linear model of security price responses to unexpected
earnings”, Journal of Accounting Research, Autumn 1992, pp. 185-209.
Fuerst, O., Kang, S., “Corporate Governance, Expected Operating Performance, and
Pricing”, SSRN working paper, 2000.
Gabrielsen, G., Gramlich, J., Plenborg, T., “Managerial ownership, information content
of earnings, and discretionary accruals in a non-US Setting”, Journal of Business
Finance and Accounting, Vol. 29, Issue, 7/8, Sept/Oct. 2002, pp. 967-988.

170
Gales, L., Kesner, I., “An analysis of board of director size and composition in bankrupt
organizations”, Journal of Business Research, Vol. 30, Jul 1994, pp. 271-283.
Gallery, G., Gilchrist, C., “Preemptive announcements of earnings changes: continuous
or selective disclosure?”, Paper presented at the AAANZ Annual Conference,
Adelaide, July 1998.
Gaver, J., Gaver, K., Austin, J., “Additional evidence on bonus plans and income
management” Journal of Accounting and Economics, Vol. 19, 1995, pp. 3-28.
Gerety, M., Lehn, K., “The causes and consequences of accounting fraud”, Managerial
and Decision Economics, Vol. 18, Issue 7/8, Nov/Dec 1997, pp. 587-600.
Gibson, C., “Financial Statement Analysis”, PWS-Kent, Boston, 1989.
Gietzmann, M., “Managerial Uses of Accounting Information”, Accounting and Business
Research, London, Vol. 27, Spring 1997, pp. 175-176.
Gillan, S., Starks, L., “A Survey of Shareholder Activism: Motivation and Empirical
Evidence”, Contemporary Finance Digest, Vol. 2, 1998, pp. 10-34.
Gilman, S., “Accounting Concepts of Profit”, New York, The Ronald Press, 1939.
Gompers, P., Lerner J., “The Venture Capital Cycle”, (Cambridge: MIT Press), 1999.
Gordon, M., “Postulates, Principles and Research in Accounting”, Accounting Review,
Vol. 39, No. 2, 1964, pp. 251-263.
Grace, M., Ireland, A., Dunstan, K., “Board Composition, Non-Executive Directors’
Characteristics and Corporate Financial Performance”, Asia-Pacific Journal of
Accounting, Vol. 2, 1995, pp. 121-137.
Graves, S., “Institutional ownership and corporate R&D in the computer industry”,
Academy of Management Journal, 1988, pp. 417-428.
Greene, W., “Econometric analysis”, 4th Edition, Upper Saddle River, N.J.: Prentice
Hall, 2000.
Grossman, S., Hart, O., “Corporate financial structure and managerial incentives”, in The
Economics of Information and Uncertainty (edited by J. J. MaCall) Chicago: The
University of Chicago, pp. 107-137.
Guay, W., Kothari, S., Watts, R., “A Market-Based Evaluation of Discretionary Accrual
Models”, Journal of Accounting Research, Vol. 34, Supplement 1996, pp. 83-105.
Guidry, F., Leone, A., Rock, S., “Earnings-based bonus plans and earnings management
by business-unit managers”, Journal of Accounting and Economics, Vol. 26,
1999, pp. 113-142.
Gujarati, D., “Basic econometrics”, New York: McGraw-Hill, 2nd ed., 1988.
Gujarati, D., “Essentials of econometrics”, 2nd ed., Boston: Irwin/McGraw-Hill, 1999.
Gul, F., Chen, C., Tsui, J., “Discretionary Accounting Accruals, Managers' Incentives and
Audit Fees”, Contemporary Accounting Research, Vol. 20, Issue 3, Fall 2003, pp.
441-464.
Gul, F., Leung, S., “Board leadership, outside directors’ expertise and voluntary
corporate disclosure”, Journal of Accounting and Public Policy, Vol. 23, 2004, pp.
351-379.
Gul, F., Leung, S., Srinidhi, B., “The Effect of Investment Opportunity Set and Debt
Level on Earnings-Returns Relationship and the Pricing of Discretionary
Accruals”, SSRN Working Paper, 2000.
Gul, F., Lynn, S., Tsui, J., “Audit Quality, Management Ownership, and the
Informativeness of Accounting Earnings”, Journal of Accounting, Auditing and
Finance, Vol. 17, Issue 1, Winter2002, pp. 25-51.

171
Gul., F., Tsui, J., “Free Cash Flow, Debt Monitoring and Audit Pricing: Further Evidence
on the Role of Director Equity Ownership”, Auditing: A Journal of Practice &
Theory, September 2001.
Guthrie, J., Turnbull, S., “Audit committees: Is there a role for corporate senates and/or
stakeholders Councils?”, Corporate Governance, Vol. 3, 1995, pp. 80-81.
Hall, S., Stammerjohan, W., “Damages Awards and Earnings Management in the Oil
Industry”, The Accounting Review, Vol. 72, 1997, pp. 47-65.
Hampel, R., “Committee on corporate governance: Preliminary report”, Committee on
Corporate Governance, 1997.
Hampel, R., “Committee on corporate governance: Final report”, Gee Publishing,
London, 1998.
Han, J., Wang, S., “Political costs and earnings management of oil companies during the
1990 Persian Gulf crisis”, The Accounting Review, Vol. 73, 1998, pp. 103-117.
Hand, J., “A test of the extended functional fixation hypothesis”, The Accounting
Review, 1990, pp. 740-763.
Harris, M., Raviv, A., “The theory of capital structure”, Journal of Finance, Vol. 46,
1991, pp. 297-356.
Hart, O., “Corporate Governance: Some theory and implications”, The Economic Journal,
Vol. 105, May 1995, pp. 678-689.
Hassell, J., Jennings, R., “Relative forecast accuracy and the timing of earnings forecast
announcements”, The Accounting Review, Vol. 61, 1986, pp. 58-76.
Hausman, J., “Specification Tests In Econometrics”, Econometrica, Vol. 46, Issue 6,
Nov78, pp. 1251-1273.
Hayn, C., “The information content of losses”, Journal of Accounting and Economics,
Vol. 20, 1995, pp. 125-153.
Healy, P., “The Impact of Bonus Schemes on the Selection of Accounting Principles”,
Journal of Accounting and Economics, 1985, pp. 85-107.
Healy, P., Hutton, A., Palepu, K., “Do firms benefit from expanded voluntary
disclosure?”, Contemporary Accounting Research, Vol. 16, 1999.
Healy, P., Palepu, K., “The Effect of Firms’ Financial Disclosure Policies on the Stock
Prices”, Accounting Horizons, 1993, pp. 1-11.
Healy, P., Palepu, K., “The challenges of investor communication”, Journal of Financial
Economics, Vol. 38, 1995, pp. 111-140.
Healy, P., Wahlen, J., “A Review of the Earnings Management Literature and its
Implications for Standard Setting”, Accounting Horizons, Vol. 13, Issue 4, Dec
99, pp. 365-384.
Hellman, T., “A Theory of Corporate Venture Capital”, (Stanford University Graduate
School of Business, Stanford), 1997.
Hermalin, B., Weisbach, M., “The Effects of Board Composition and Direct Incentives
on Firm Performance”, Financial Management, Vol. 20, 1991, pp. 101-112.
Hermalin, B., Weisbach, M., “The Determinants of Board Composition”, Rand Journal of
Economics, Vol. 19, 1998, pp. 589-606.
Hill, C., Snell, S., “Effects of ownership structure and control on corporate productivity”,
Academy of Management Journal, Vol. 32, 1989, p. 25.
Hill, J., “Remuneration Disclosure in Australia”, Research Paper No. 1/1996 for the
Australian Investment Managers Association, Feb 1996.

172
Himmelberg, C., Hubbard, R., Palia, D., “Understanding the Determinants of Managerial
Ownership and the Link between Ownership and Performance”, Journal of
Financial Economics, Vol. 53, 1999, pp. 353-384.
Hindley, B., “Separation of ownership and control in the modern corporation”, The
Journal of Law and Economics, April 1970, pp. 185-222.
Hirst, E., “Auditors’ sensitivity to earnings management”, Contemporary Accounting
Research, Vol. 11, 1994, pp. 405-422.
Hitt, M., Smart, D., “Debt A Disciplining Force for Managers or a Debilitating Force for
Organizations?”, Journal of Management Inquiry, Vol. 1, Issue 4, Dec 1992, pp.
144-153.
Hoare Panel, “Report to the attorney-General”, April 1994.
Hodgson, A., Stevenson-Clarke, P. “Earnings, cashflows and returns: Functional relations
and the impact of firm size”, Accounting & Finance, Vol. 40 Issue 1, Mar2000,
pp.51-64.
Hoerl A., Kennard, R., “Ridge regression: Biased estimation for Nonorthogonal
Problems”, Techometrics, Vol. 12, 1970a, pp. 55-67.
Hoerl A., Kennard, R., “Ridge regression: Application to Nonorthogonal Problems”,
Techometrics, Vol. 12, 1970b, pp. 69-82.
Holderness, C., Sheehan, D., “The Role of Majority Shareholders in Publicly Held
Corporation: An Exploratory Analysis”, Journal of Financial Economics, Vol. 20,
1988, pp. 317-346.
Holland, “Earnings Management: A Methodological Review of the Distribution of
Reported Earnings Approach”, SSRN working paper, April 2004.
Holmstrom, B., “Moral Hazard and Observability”, Bell Journal of Economics, Vol. 10,
1979, pp. 74-91.
Holmstrom, B., Milgrom, P., “Aggregation and Linearity in the Provision of
Intertemporal Incentives”, Econometrica, Vol. 55, 1987, pp. 303-328.
Holmstrom, B., Tirole, J., “Market Liquidity and Performance Monitoring”, Journal of
Political Economy, Vol. 101, 1993, pp. 678-709.
Holthausen, R., “Accounting Method Choices: Opportunistic Behavior, Efficient
Contracting, and Information Perspectives”, Journal of Accounting and
Economics, 1990, pp. 207-218.
Holthausen, R., Larcker, D., “The Prediction of Stock Returns Using Financial Statement
Information”, Journal of Accounting and Economics, 1992, pp. 373-411.
Holthausen, R., Larcker, D., Sloan, R., “Annual Bonus Schemes and the Manipulation of
Earnings”, Journal of Accounting & Economics, Vol. 19, 1995, pp. 29-74.
Holthausen, R., Verrecchia, R., “The Effect of Sequential Information Release on the
Variance of Price Changes in an Intertemporal Multi-Asset Market”, Journal of
Accounting Research, Vol. 26, Spring 1988, pp. 82-106.
Huddart, S., “The Effect of a Large Shareholder on Corporate Value”, Management
Science, Vol. 39, 1993, pp. 1407-1421.
Hutchinson, M., “An Analysis of the Association Between Firms’ Investment
Opportunities, Board Composition, and Firm Performance”, SSRN working
paper, 1998.
Hutchinson, M., Gul, F., “Investment opportunity set, corporate governance practices and
firm performance”, Journal of Corporate Finance, Vol. 10, 2004, pp. 595-614.
Hutton, A., Miller, G., Skinner, D., “Effective Voluntary Disclosure”, SSRN working
paper, July 2000.

173
Imhoff, E., “The Relation Between Perceived Accounting Quality and Economic
Characteristics of the Firm”, Journal of Accounting and Public Policy, 1992, pp.
97-118.
Imhoff, E., Thomas, J., “Accounting Quality”, Working Paper, November 1989.
Imhoff, E., Lobo, G., “The effect of ex ante earnings uncertainty on earnings response
coefficients”, The Accounting Review, Vol. 67, 1992 (April), pp. 427-440.
Institute of Internal Auditors, “Internal Auditing and the Audit Committee: Working
Together towards aCommon Goals”, The Institiue of Internal Auditors, Inc.,
Altamonte Springs, FL, April 1987.
Ittner, C., Larcker, D., Rajan, M., “The Choice of Performance Measures in Annual
Bonus Contracts”, The Accounting Review, Vol. 72, 1997, pp. 231-255.
Jacobs, M., “Short term America: The Causes and Cures of Our Business Myopia”,
Boston, MA: Harvard Business School Press, 1991.
Jacobson, R., “The validity of ROI as a measure of business performance”, American
Economic Review, 1987, pp. 470-479.
Jacobson, R., Aaker, D., “Myopic management behavior with efficient, but imperfect
financial markets: A comparison of information asymmetries in the U.S. and
Japan”, Journal of Accounting & Economics, 1993, pp. 383-405.
Jaggi, B., “A Note on the Information Content of Corporate Annual Earnings Forecasts”,
The Accounting Review, October 1978, pp. 961-967.
Jennings, R., Mest, D., Thompson, R., “Investor Reaction to Disclosures on 1974-75
LIFO Adoption Decisions”, The Accounting Review, Vol. 67, Apr 1992, pp. 337355.
Jensen, M., “Organization Theory and Methodology”, Accounting Review, Vol. 50,
(April) 1983.
Jensen, M., “Agency costs of free cash flow, corporate finance, and takeovers”, American
Economic Review, Vol. 76, 1986, pp. 323-329.
Jensen, M., “Eclipse of the Public Corporation,” Harvard Business Review Vol. 67, 1989,
pp. 61–74.
Jensen, M., “Presidential Address: The modern industrial revolution, exit and the failure
of internal control systems”, Journal of Finance, Vol. 48, 1993, pp. 831-880.
Jensen, M., Meckling, W., “Theory of the Firm: Managerial Behavior, Agency Costs and
Ownership Structure”, Journal of Financial Economics, 1976, pp. 3005-360.
Jensen, M., Murphy, K., “Performance Pay and Top-Management Incentives”, Journal of
Political Economy, Vol. 98, 1990, pp. 225-264.
Jiambalvo, J., “Discussion of causes and consequences of earnings manipulation: An
analysis of firms subject to enforcement actions by the SEC” Contemporary
Accounting Research, 1996, pp. 37-48.
Jiambalvo, J., Subramanyam, K., “The effect of audit quality on earnings management”,
Contemporary Accounting Research, Vol. 15, No. 1, Spring 1998, pp. 1-24.
John K., Senbet, L., “Corporate governance and board effectiveness”, Journal of Banking
and Finance, Vol. 22, 1998, pp. 371-403.
Johnson, A., Johnson, M., Buse, R., “Econometrics: basic and applied”, New York:
Macmillan, 1987.
Johnson, J., Daily, C., Ellstrand, A., “Boards of Directors: A review and research
agenda”, Journal of Management, Vol. 22, 1996, pp. 409-438.
Jones, J., “Earnings Management During Import Relief Investigations”, Journal of
Accounting Research, Vol. 29, No. 2, Autumn 1991, pp. 193-223.

174
Judd, C., Smith, E., Kidder, L., “Research methods in social science”, 6th edition, Fort
Worth: Holt, Rinehart, and Wanston, 1991.
Judge, G., Hill, R. Griffiths, W., Lutkepohl, H., Lee, T., “Introduction to the theory and
practice of econometrics”, 2nd ed., New York: Wiley, 1988.
Kachigan, S., “Statistical Analysis: An Interdisciplinary Introduction to Univariate &
Multivariate”, Radius Press, New York, 1986.
Kahn, C., Winton, A., “Ownership Structure, Speculation, and Shareholder Intervention”,
Journal of Finance, Vol. 53, 1998, pp. 99-129.
Kalay, A., “Stockholder-bondholder conflict and dividend constraints”, Journal of
Financial Economics, July 1982, pp. 211-233.
Kallunki, J., Martikainen, T., “The lead-lag structure of stock returns and accounting
earnings” International Review of Financial-Analysis, Vol. 6, Issue 1, 1997,
pp.37-48.
Kamin, J., “The Effects of Corporate Control on Apparent Profit Performances”, Sothern
Economics Journal, July 1978a, pp. 181-191.
Kamin, J., Ronen, J., “The Smoothing of Income Numbers: Some Empirical Evidence on
Systematic Differences Among Management-Controlled and Owner-Controlled
Firms”, Accounting, Organization and Society, 1978b, pp. 141-157.
Kang, S., “A Conceptual and Empirical Evaluation of Accrual Prediction Models”,
working paper, February 1999.
Kaplan, S., Stromberg, P., “Financial Contracting Theory Meets the Real World: An
Empirical Analysis of Venture Capital Contracts”, Review of Economic Studies,
Vol. 70, Issue 2, April 2003, pp.281-316.
Karpoff, J., “The Impact of Shareholder Activism on Target Companies : A Survey of
Empirical Findings”, (University of Washington School of Business, University
of Washington), 1998.
Kasznik, R., “On the association between voluntary disclosure and earnings
management”, Journal of Accounting Research, Vol. 37, Spring 1999, pp. 57-81.
Kasznik, R., Lev, B., “To warn or not to warn: Management disclosure in the face of an
earnings surprise”, Accounting Review, January 1995, pp. 113-134.
Keasey, K., Wright, M., “Issues in Corporate Accountability and Governance”
Accounting and Business Research, Vol. 91a, 1993, pp. 291-303.
Keasey, K., Wright, M., “Corporate Governance: Responsibilities, Risks and
Remuneration”, Hohn Wiley & Sons, 1997.
Kellogg, I., Kellogg, L., “Fraud, Window Dressing, and Negligence in Financial
Statements”, Commercial Law Series, McGraw-Hill, 1991.
Kelly, S., “The Market Premium for the Option to Close: Evidence from Australian Gold
Mining Firms”, Working Paper, 2004.
Kent, P., Ung, K., “The incentives and factors that explain voluntary disclosure of
earnings forecasts in annual reports: Australian evidence”, KPMG Working
Paper, University of Queensland, 1998.
Kenton, B., “What is a director’s role?”, Executive Development, Bradford, Vol. 8, 1995,
pp. 16-20.
Kesner, I., “Directors’ stock ownership and organizational performance: and
investigation of fortune 500 companies”, Journal of Management, Vol. 13, 1987,
pp. 499-508.

175
Kesner, I., “Directors’ Characteristics and Committee Membership: An Investigation of
Type, Occupation, Tenure, and Gender”, Academy of Management Journal, Vol.
31, Issue 1, 1988.
Kesner, I., Victor, B., Lamont, B., “Board composition and the commission of illegal
acts: An investigation of Fortune 500 companies”, Academy of Management
Journal, Vol. 29, 1986, pp. 789-799.
Ketz, J., “Are Constant Dollar Disclosures Informative?”, Financial Analysts Journal,
March-April 1983, pp. 52-55.
Key, K., “Political cost incentives for earnings management in the cable television
industry”, Journal of Accounting and Economics, Vol. 23, 1997, pp. 309-337.
Kiel, G., Nicholson, G., “Board composition and corporate performance: how the
Australian experience informs contrasting theories of corporate governance”,
Corporate Governance, Vol. 11, Issue 3, July 2003, pp. 189-205.
Kim, J., Krinsky, I., Lee, J., “Institutional holdings and trading volume reactions to
quarterly earnings announcements”, Journal of Accounting, Auditing and Finance,
1997, pp. 1-14.
Kim, W., Lee, L., Francis, J., “Evidence of the Impact of Agency Costs of Debt on
Corporate Debt Policy”, Journal of Financial and Quantitative Analysis, Vol. 21,
1988, pp. 131-144.
Kitney, D., “Cost cutting drives new gains”, The Australian Financial Review, 20th
October 1999, p. 4 (supplement).
Klassen, K., “The impact of inside ownership concentration on the trade-off between
financial and tax reporting”, The Accounting Review, Vol. 72, 1997, pp. 455-474.
Klein, A., “An examination of board committee structure”, working paper, New York,
1995.
Klein, A., “Firm performance and board committee structure”, Journal of Law and
Economics, Vol. XLI, April 1998, pp. 275-303.
Klein, A., “CEO power, board independence and CEO compensation: An empirical
investigation”, working paper, New York University, 2000.
Klein, A., “Economic Determinants of Audit Committee Independence”, Accounting
Review, Vol. 77, Issue 2, Apr 2002a, pp. 435-453.
Klein, A., “Audit Committee, Board of Director Characteristics, and Earnings
Management”, Journal of Accounting and Economics, Vol. 33, Issue 3,
Aug2002b, pp. 375-401.
Knapp, M., “An empirical study of audit committee support for auditors involved in
technical disputes with client management”, The Accounting Review, Vol. 62,
July 1987, pp. 578-588.
Koch, B., “Income Smoothing: An Experiment”, The Accounting Review, July 1981, pp.
574-586.
Kole, S., “Measuring managerial equity ownership: a comparison of sources of
ownership data”, Journal of Corporate Finance, Vol. 1, 1995, pp. 413-435.
Kole, S., “Managerial Ownership and Firm Performance: Incentives or Rewards?”,
Advances in Financial Economics, Vol. 2, 1996, pp. 119-149.
Kormendi, R., Lipe, R., “Earnings innovation, earnings persistence and stock returns”,
Journal of Business, Vol. 60, 1987, pp. 323-345.
Kothari, S., “Capital markets research in accounting”, Journal of Accounting &
Economics, Vol. 31, Issue 1-3, Sep2001, pp. 105-232.

176
Kothari, S., Leone, A., Wasley, C., “Performance Matched Discretionary Accrual
Measures”, Massachusetts Institute of Technology and University of Rochester,
Working Paper, 2001.
Kothari, S., Sloan, R., “Information in prices about future earnings implications for
earnings response coefficient”, Journal of Accounting and Economics, Vol. 15,
1992, pp. 143-172.
La Porta, R., Lopez-de-Silanes, F., Shleifer, A., Vishny, R., “Law and finance”, Journal
of Political Economy, Vol. 106, 1998, pp. 1113-1155.
Lambert, R., Larcker, D., “Executive Compensation, Corporate Decision Making and
Shareholder Wealth: A Review of the Evidence”, Midland Corporate Finance
Journal, Vol. 2, 1985, pp. 6-22.
Lambert, R., Larcker, D., “An Analysis of the Use of Accounting Information in
Executive Compensation Contracts”, Journal of Accounting Research, Vol. 25,
1987, pp. 85-129.
Lang, M., Lundholm, R., “Cross-sectional Determinants of Analyst Ratings of Corporate
Disclosure”, Journal of Accounting Research, Vol. 31, 1993, pp. 246-271.
Lang, M., Lundholm,R., “Corporate Disclosure Policy and Analyst Behavior”, The
Accounting Review, Vol. 71, 1996, pp. 467-492.
Lang, M., McNichols, M., “Institutional trading and corporate performance”, Working
Paper, Stanford University, 1997.
Lange, H., Sharpe, I., “Monitoring costs and ownership concentration: Australian
evidence”, Applied Financial Economics, Vol. 5, Issue 6, Dec95, pp. 441-448.
Lawler E., Finegold, D., Benson, G., Conger, J., “Corporate Boards: Keys to
Effectiveness”, Organizational Dynamics, Vol. 30, No. 4, 2002, pp. 301-324.
Lawrence, J., Stapledon, G., “Is Board Composition Important? A Study of Listed
Australian Companies”, working paper, University of Melbourne, 1999.
Lawriwsky, M., “Ownership and Control of Australian Corporations”, Transnational
Corporations Research Project, Occasional Paper No. 7, University of Sydney,
1978.
Lee, A., "A Scientific Methodology for MIS Case Studies", MIS Quarterly, March 1989,
pp. 33-50.
Leech, D., Leahy, J., “Ownership structure, control type classification and the
performance of large British companies”, The Economic Journal, Vol. 101, 1991,
pp. 1418-1438.
Leeuwen, H., “Top 100 are better at best practice”, The Australian Financial Review, 4th
September 1998, p. 5.
Leftwich, R., “Accounting Information in private markets: Evidence from private lending
agreements”, Accounting Review, 1983, pp. 23-42.
Leftwich, R., Watts, R., Zimmerman, J., “Voluntary Corporate Disclosure: The Case of
Interim Reporting”, Journal of Accounting Research, 1981, pp. 50-77.
Legoria, J., Cagwin, D., Sellers, K., “Earnings management in anticipation of debt
financing”, Accounting Enquiries, Scarborough, Vol. 9, Fall 1999/2000, pp. 1-46.
Lehmann, E., Weigand, J., “Does the governed corporate perform better? Governance
structures and corporate performance in Germany”, European Finance Review,
Vol. 4, 2000, pp. 157-195.
Lev, B., “Toward a theory of equitable and efficient accounting policy”, The Accounting
Review, 1988, pp. 1-22.

177
Lev, B., “On the Usefulness of Earnings and Earnings Research: Lessons and Directions
from Two Decades of Empirical Research”, Journal of Accounting Research, Vol.
27, Issue 3, 1989 Supplement, pp. 153-193.
Lev, B., “Information Disclosure Strategy”, California Management Review, Summer
1992.
Lev, B., Penman, S., “Voluntary forecast disclosure, nondisclosure, and stock prices”,
Journal of Accounting Research, Vol. 28, 1990, pp. 49-76.
Lev, B., Thiagarajan, R., “Fundamental Information Analysis”, Journal of Accounting
Research, Vol. 31, No. 2, Autumn 1993, pp. 190-215.
Levin, J., “Structuring Venture Capital, Private Equity, and Entrepreneurial
Transactions”, Chapter 9, Little-Brown, Boston, 1995.
Levinthal, D., “A survey of agency models of organization”, Journal of Economic
Behavior and Organization, Vol. 9, 1988, pp. 153-186.
Levitt, A., “The Numbers Game”, Remarks delivered at the NYU Center for Law and
Business, New York, September 28th, 1998.
Levitt, A., Remarks delivered before the Conference on the Rise and Effectiveness of
New Corporate Governance Standards, U.S. Securities & Exchange Commission,
New York, December 12th, 2000.
Liberty, S., Zimmerman, J., “Labor Union Contract Negotiations and Accounting
Choices”, Accounting Review, Vol. 61, No. 4, 1986, pp. 692-712.
Lipe, R., “The Information Contained in the Components of Earnings”, Journal of
Accounting Research, Vol. 24, Supplement, 1986, pp. 37-64.
Lipe, R., Bryant, L., Widener, S., “Do Nonlinearity, Firm-Specific Coefficients and
Losses Represent Distinct Factors in the Relation between Stock Returns and
Accounting Earnings?”, Journal of Accounting and Economics, Vol. 25, 1998, pp.
195-214.
Lipton, M., Lorsch, J., “A Modest Proposal for Improved Corporate Governance”,
Business Lawyer, Vol. 48, Issue 1, Nov92, pp. 59-78.
Liu J., Thomas, J., “Stock Returns and Accounting Earnings”, Journal of Accounting
Research, Vol. 38, 2000, pp. 71-99.
Lloyd, W., Jahera, J., Goldstein, S., “The relationship between returns, ownership
structure, and market value”, Journal of Financial Research, Vol. 9, Issue 2, 1986,
pp. 171-177.
Lobo, G., Zhou, J., “Disclosure Quality and Earnings Management”, Working Paper,
2001.
Lorsch, J., MacIver, E., “Pawns and potentates: The reality of corporate boards”, Harvard
Business School, 1989.
Luke, R., “Time to get the house in working order”, Money Management, 25th June 1998,
p. 19.
MacAvoy P., Cantor, S., Dana, J., Peck, S., “ALI Proposals for Increased Control of the
Corporation by the Board of Directors: An Economic Analysis”, in Statement of
the Business Roundtable on the American Law Institute’s Proposed ‘Principles of
Corporate Governance and Structure: Restatement and Recommendation’, New
York: Business Roundtable, 1983.
Mace, M., “Directors: Myth and Reality, Boston: Harvard Business School Press, 1971.
Magnet, M., “Directors, Wake Up!”, Fortune, June 1992, pp. 85-92.
Magnusson, S., “Asia: worse is coming, say pundits”, The Age, 20th July 1998, p. B3.

178
Maher, M., Andersson, T., “Corporate Governance: Effects on Firm Performance and
Economic Growth”, OECD working paper, 2000.
Main, B., Johnston, J., “Remuneration Committees and Corporate Governance”,
Accounting and Business Research, Vol. 23, 1993, pp. 351-362.
Makar, S., Alam, P., Pearson, M., “Antitrust Merger Investigations and The Quality of
Reported Earnings”, Journal of Applied Business Research; Laramie, Vol. 14,
Fall 1998, pp. 89-100.
Makhija, A., Patton, J., “The Impact of Firm Ownership Structure on Voluntary
Disclosure: Empirical Evidence from Czech Annual Reports”, Journal of
Business, Vol. 77, Issue 3, July 2004, pp. 457-492.
Malinvaud, E., “Statistical Methods of Econometrics”, North-Holland Publishing
Company, Amsterdam, 1980.
Marquardt, C., Wiedman, C., “How Are Earnings Managed? An Examination of Specific
Accruals”, Contemporary Accounting Research, Vol. 21, Issue 2, Summer 2004,
pp. 459-492.
Matalon, J., “ Loss Reserving and The Quality of Earnings”, National Underwriter;
Chicago, Vol. 103, July 26, 1999, pp. 27-30.
Maug, E., “Large Shareholders as Monitors: Is There a Trade-off between Liquidity and
Control?”, Journal of Finance, Vol. 53, 1998, pp. 65-98.
Mayer, C., “New Issues in Corporate Finance”, European Economic Review, Vol. 32,
1988, pp. 1167-83.
McConnell, J., Servaes, H., “Additional evidence on equity ownership and corporate
value”, Journal of Financial Economics, Vol. 27, Sep 1990, pp. 595-613.
McConnell, J., Servaes, H., “Equity ownership and the two faces of debt”, Journal of
Financial Economics, Vol. 39, 1995, pp. 131–157.
McDaniel, L., Martin, R., Maines, L., “Evaluating Financial Reporting Quality: The
Effects of Financial Expertise vs. Financial Literacy”, The Accounting Review,
Vol. 77, Supplementary 2002, pp. 139-167.
McMullen, D., “Audit committee quality”, Pennsylvania CPA Journal, Vol. 65, June
1994, pp. 18-37.
McMullen, D., Raghundan, K., “Enhancing audit committee effectiveness”, Journal of
Accountancy, Vol. 182, August 1996, pp. 79-81.
McNichols, M., “Evidence of Information Asymmetries from Management Earnings
Forecast and Stock returns”, The Accounting Review, January 1989, pp. 1-27.
McNichols, M., “Research design issues in earnings management studies”, Journal of
Accounting and Public Policy, Vol. 19, 2000.
McNichols, M., Wilson, G., “Evidence of Earnings Management from the Provision for
Bad Debts”, Journal of Accounting Research, Vol. 26, No. 3, 1988, pp. 1-31.
Mehran, H., “Executive Compensation Structure, Ownership and Firm Performance”,
Journal of Financial Economics, Vol. 38, 1995, p. 163.
Menon, K., Williams, J., “The Use of Audit Committee for Monitoring”, Journal of
Accounting and Public Policy, Vol. 13, Issue 2, Summer 1994, pp. 121-140.
Merton, R., “A simple model of capital markets equilibrium with incomplete
information”, Journal of Finance, July 1987, pp. 483-510.
Milgrom, P., Roberts, J., “Economics, Organisation and Management”, London: Prentice
Hall, 1992.
Miller, M., Modigliani, F., “Dividend policy, growth and the valuation of share”, Journal
of Business, Vol. 34, 1961, pp. 411-433.

179
Miller, M., Rock, K., “Dividends policy under asymmetric information”, Journal of
Finance, Vol. 40, 1985, pp. 1031-1050.
Millstein, I., MacAvoy, P., “The active board of directors and performance of the large
publicly traded corporation”, Columbia Law Review, Vol. 98, pp. 1283-1321.
Monks R., Minow, N., “Watching the Watchers: Corporate Governance for the 21st
Century”, Cambridge, Blackwell, 1996.
Moodie, A., “Small business boards ‘abysmal’”, The Australian Financial Review, 21st
November 1997, p. 55.
Morck, R., Shleifer, A., Vishny, R., “Management Ownership and Market Valuation: An
Empirical Analysis”, Journal of Financial Economics, Vol. 20, Jan/March 1988a,
pp. 347-376.
Moroney, R., Simnett, R., “Audit Committee Disclosure by Listed Companies”, Charter,
no. 10, 1996, pp 59-61.
Mosteller, F., Moynihan, D., “On Equality of Educational Opportunity”, New York:
Random House, Inc., 1972.
Moyer, S., “Capital adequacy ratio regulations and accounting choices in commercial
banks”, Journal of Accounting and Economics, Vol. 12, 1990, pp. 123-54.
Mundalk, Y., “On the pooling of time series and cross-section data”, Econometrica, Vol.
46, 1978, pp. 69–85.
Murali, R., Welch, J., “Agents, Owners, Control and Performance”, Journal of Business
Finance and Accounting, Vol. 16, 1989, p. 385.
Murdoch, A., Cairney, T., “Management forecast and discretionary accruals”, working
paper, University of Manitoba and Florida Atlantic University, 1998.
Murphy, K., “Incentives Learning and Compensation: A Theoretical and Empirical
Investigation of Managerial Labour Contracts”, Bell Journal of Econmics, Vol.
17, 1998, pp. 59-76.
Myers, L., Skinner, D., “Earnings momentum and earnings management”, Working
paper, University of Michigan, 2000.
Nagy, A., Norris, K., Riley, R., “Managerial Horizons, Accounting Choices and
Informativeness of Earnings”, SSRN Working paper, 1999.
National Association of Certified Fraud Examiners, “Cooking the Books: What every
Accountant Should Know about Fraud”, NASBA, New York, NY, 1993.
Navissi, F., “Earnings management under price regulation”, Contemporary Accounting
Research, Vol. 16, 1999, pp. 281-304.
Needles, B., Anderson, H., Cladwell, J., “Principles of Accounting”, Houghton Mifflin,
Boston, 1990.
Neill, J., Pourciau, S., Schaefer, T., “Accounting Method Choice and IPO Valuation”,
Accounting Horizons, Sarasota, Vol. 9, September 1995, pp. 68-78.
Newman, H., Wright, D., “Compensation Committee and its Influence on CEO
Compensation Practices”, working paper, School of Business, University of
Michigan, 1995.
Nichols, D., Smith, D., “Auditor reliability and auditor changes”, Journal of Accounting
Research, Vol. 21, 1983, pp. 534-544.
Noe, C., “Voluntary disclosures and insider transactions”, Journal of Accounting and
Economics, Vol. 27, Issue 3, Jun 99, pp. 305-327.
Norburn, D., Birley, S., “The top management team and corporate performance”,
Strategic Management Journal, Vol. 9, 1988, pp. 225-237.

180
O'Brien, P., Bhushan, R., “Analyst Following and Institutional Ownership”, Journal of
Accounting Research,1990, pp. 55-76.
O’Glove, T., “Quality of Earnings”, Macmillan, Inc., New York, 1987.
O’Neill, W., “Business to the rescue”, The Australian Financial Review, 29th August
1998, p. 20.
O’Sullivan, N., “The impact of board composition and ownership on audit quality:
Evidence from large UK companies”, British Accounting Review, Vol. 32, 2000,
pp. 397-414.
Ohlson, J., “Earnings, Book Values, and Dividends in Equity Valuation”, Contemporary
Accounting Research, Vol. 11, Spring 1995, pp. 661-687.
Ohlson, J., Penman, S., “Disaggregated Accounting Data as Explanatory Variables for
Returns”, Journal of Accounting, Auditing & Finance, Vol. 7, Fall 1992, pp. 553573.
Oi, D., “The effect of non-linear returns-earnings relation on empirical research”,
Working Paper, Michigan State University, 1995.
Organisation for Economic Co-operation and Development (OECD), “Financial Markets
and Corporate Governance” Financial Market Trends, No. 62, Nov 1995.
Organisation for Economic Co-operation and Development (OECD), OECD Principles of
Corporate Governance (OECD, Paris), 1999.
Oswald, S., Jahera, J., “The influence of ownership on performance: an empirical study”,
Strategic Management Journal, Vol. 12, 1991, pp. 321-326.
Ota, K., “A test of the Ohlson (1995) model: Empirical evidence from Japan”,
International Journal of Accounting, Vol. 37, Issue 2, 2002, pp. 157-183.
Ou, J., Penman, S., “Financial Statement Analysis and the Prediction of Stock Returns”,
Journal of Accounting & Economics, Vol. 11, Nov 1989, pp. 295-329.
Palepu, K., “The Anatomy of an Accounting Change”, In W. Burns and R. Kaplan, Eds.,
Accounting and Management: Field Study Perspectives, Harvard University
Press, 1987.
Palmrose, Z., “An analysis of auditor litigation and audit service quality”, Accounting
Review, Vol. 63, 1988, pp. 55-73.
Parker, S., “The association between audit committee characteristics and the
conservatism of financial reporting”, Working paper, Santa Clara University.
Patell, J., “Corporate forecasts of earnings per share and stock price behavior: empirical
tests,” Journal of Accounting Research, (Autumn)1976, pp. 246-276.
Payne, J., Robb, S., “Earnings Management: The Effect of Ex Ante Earnings
Expectations”, Journal of Accounting, Auditing and Finance, Vol. 15, Issue 4,
Fall2000, pp. 371-392.
Pearce, J., Zahra, S., “Board composition from a strategic contingency perspective”,
Journal of Management Studies, Vol. 29, 1992, pp. 411-438.
Peasnell, P., Pope, P., Young, S., “Outside Directors, Board Effectiveness, and Earnings
Management”, working paper, April 1998.
Peasnell, P., Pope, P., Young, S., “Board monitoring and earnings management: Do
outside directors influence abnormal accruals?”, working paper, Lancaster
University, October 2000a.
Peasnell, P., Pope, P., Young, S., “Detecting earnings management using cross-sectional
abnormal accruals models”, Accounting and Business Research, Vol. 30, 2000b,
pp. 313-326.

181
Pedersen, T., Thomsen, S., “Economic and systemic explanations of ownership
concentration among Europe’s largest companies”, International Journal of the
Economics of Buiness, Vol. 6, Issue 3, 1999, pp. 367-381.
Pedhazur, E., “Multiple regression in behavioral research: explanation and prediction”,
3rd ed., Forth Worth: Harcourt Brace College Publishers, 1997.
Penman, S., “An Empirical Investigation of the Voluntary Disclosure of Corporate
Earnings Forecasts” Journal of Accounting Research, Spring 1980, pp. 132-160.
Perry, S., Williams T., “Earnings management preceding management buyout offers”,
Journal of Accounting and Economics, Vol. 18, 1994, pp. 157-180.
Petroni, K., “Optimistic reporting in the property-casualty insurance industry”, Journal of
Accounting and Economics, Vol. 15, 1992, pp. 485-508.
Pettigrew, A., McNulty, T., “Power and influence in and around the boardroom”, Human
relations, Vol. 48, 1995, pp. 845-873.
Pfeffer, J., “Size, Composition, and Function of Hospital Boards of Directors: A Study of
Organization–Environment Linkage”, Administrative Science Quarterly, Vol. 18,
1973, pp. 349–364.
Porter, M., “Capital Disadvantage: America’s Failing Capital Investment System”,
Harvard Business Review, Vol. 70, 1992, pp. 65-82.
Press, E., Weintrop, J., “Accounting based constraints in public and private debt
agreements: Their association with leverage and Impact on accounting choice”,
Journal of Accounting and Economics, Vol. 12, 1990, 65-95.
PricewaterhouseCoopers LLP., “Audit Committee Update”, New York, NY, 2000..
Prowse, S., “The structure of corporate ownership in Japan”, Journal of Finance, Vol. 47,
1992, p. 1121.
Ramakrishnan, R., Thomas, J., “Valuation of permanent, transitory, and price-irrelevant
components of reported earnings”, Journal of Accounting, Auditing and Finance,
Vol. 13, 1998, pp. 301-336.
Ramsay, I., Blair, M., “Ownership Concentration, Institutional Investment and Corporate
Governance: An Empirical Investigation of 100 Australian Companies”,
Melbourne University Law Review, Vol. 19, June 1993, pp. 153-194.
Ramsay, I., Hoad, R., “Disclosures: Corporate governance in practice”, Australian
Accountant, March 1998, pp. 11-17.
Ramsey, J., “Test for Specification Errors in Classical Linear Least Squares Regression
Analysis”, Journal of Royal Statitical Society, 1969, pp. 350-371.
Rangan, S., “Earnings around seasoned equity offerings: are they overstated?”, SSRN
Working Paper, 1998.
Ravic, T., “Denser reading for annual report fans”, Business Review Weekly, 12th
October 1998, p. 71.
Rechner, P., Dalton, D., “CEO duality and organizational performance: a longitudinal
analysis”, Vol. 12, Issue 2, Feb. 1991, pp. 155-161.
Redmond, P., “Disclosure of Corporate Governance Practices by Listed Companies: The
Australian Stock Exchange Discussion Paper”, September 1994 BCLB [621].
Reinganum, M., “The effect of executive succession on stockholder wealth”,
Administrative Science Quarterly, Vol. 30, 1985, pp. 46-60.
Reisinger, Y., Turner, L., “Structural equation: marketing with LISREL: application in
tourism”, Working paper series, Monash University Press, 2000.

182
Rhoades, D., Rechner, P., Sundaramurthy, C., “Board Composition And Financial
Performance: A Meta-Analysis Of The Influence Of Outside Directors”, Journal
of Managerial Issues, Vol, 12, Issue 1, Spring 2000, pp. 76-92.
Robinson, T., Grant, J., “The impact of earnings management on bond risk premia”,
Advances in Accounting, Vol. 15, 1997, pp. 169-192.
Roe, M., “That menace, the small shareholder”, Wall Street Journal, Vol. 21, May 1992.
Roe, M., “Strong Managers, Weak Owners: The Political Roots of American Corporate
Finance”, (Princeton University Press, Princeton, N.J.) 1994.
Romano, R., “Less is More: Making Institutional Investor Activism a Valuable
Mechanism of Corporate Governance”, Yale Journal on Regulation, Vol. 18,
2001.
Ronen, J., Sadan, S., “Smoothing income numbers: Objectives and implications”,
Addison Wellesley, Reading, 1981.
Rosen, S., “Contracts and the Markets for Executives”, National Bureau of Economics
Research, working paper 3452, 1990.
Rosenfield, P., “What drives earnings management?”, Journal of Accountancy, Vol. 190,
Issue 4, Oct. 2000, pp. 106-109.
Rosenstein, S., Wyatt, J., “Outside Directors, Board Independence, and Shareholder
Wealth”, Journal of Financial Economics, Vol. 26, 1990, pp. 175-184.
Ross, S., “The Economic Theory of Agency: The Principal’s Problem”, American
Economic Review, Vol. 63, 1973, pp. 134-39.
Ruland, W., Tung, S., George, N., “Factors associated with the disclosure of managers’
forecasts”, Accounting Review, July 1990, pp. 710-721.
Ryan, S., Zarowin, P., “Measurement error in earnings and the estimation of of earnings
response coefficients”, Working Paper, NYU, 1993.
Rozeff, M., “Growth, beta and agency costs as determinants of dividend payout ratios”,
Journal of Financial Research, Vol. 5, Issue 3, Fall 1982, pp. 249-260.
Rubin, P., “Managing business transactions: Controlling the cost of coordinating,
communicating, and decision making”, Maxwell Macmillan International, 1990.
Salamon, G., Smith E., “Corporate Control and Managerial Misrepresentation of Firm
Performance”, The Bell Journal of Economics, Spring 1979, pp. 319-328.
Sankar, M., “The Impact of Alternative Forms of Earnings Management on the ReturnsEarnings Relation”, SSRN Working paper, 1999.
Sarbanes-Oxley Act, part of the SEC’s Regulation S-X, Federal law, 2002.
Schellenger, M., Wood, D., Tashakori, A., “Board of directors composition, shareholder
wealth, and dividend policy”, Journal of Management, Vol. 15, 1989, pp. 457467.
Schipper, K., “Commentary on Earnings Management”, Accounting Horizons, 1989, pp.
91-102.
Schmidt, R., “Does board composition really make a difference?”, Conference Board
Record, Vol. 12, 1975, pp. 38-41.
Schwartz, K., Soo, B., “Accounting Actions…Assessing the Quality of Earnings”,
Journal of Lending & Credit Risk Management, Vol. 78, No. 8, April 1996, pp.
39-46.
Shavell, S., “Risk Sharing and Incentives in the Principal and Agent Relationship”, Bell
Journal of Economics, Vol. 10, 1979, pp. 55-73.
Shiller, R., Pound, J., “Survey evidence on diffusion of interest and information among
Investors”, Journal of Economic Behavior & Organization, 1989, pp. 47-67.

183
Shivakumar, L., “Do Firms Mislead Investors by Overstating Earnings before Seasoned
Equity Offerings?”, Journal of Accounting and Economics, Vol. 29, Issue 3, 2000,
pp. 339-371.
Shivdisani, A., “Board Composition, Ownership Structure, and Hostile Takeovers”,
Journal of Accounting and Economics, Vol. 16, 1993, pp. 167-98.
Shleifer, A., Vishny, R., “Greenmail, white knights, and shareholders' interest”, RAND
Journal of Economics, Vol. 17, Issue 3, Autumn86, pp. 293-310.
Shleifer, A., Vishny, R., “A survey of corporate governance” Journal of Finance, Vol. 52,
1997, pp. 737-783.
Short, H., “Ownership, control, financial structure and the performance of firms”, Journal
of Economic Surveys, Vol. 8, 1994, pp. 203-249.
Short, H., Keasey, K., Wright, M., Hull, A., “Corporate governance: from accountability
to enterprise”, Accounting and Business Research, Vol. 29, 1999, pp. 337-352.
Simnett, R., Green, W., Roebuck, P., “Disclosure of Audit Committees by Public
Companies in Australia 1988-1990”, Australian Accounting Review, no. 5, 1993,
pp 43-50.
Simon, J., Burstein, P., “Basic research methods in Social Science”, Random house,
Third edition, New York, 1985.
Simunic, D., Stein, M., “On the economics of product differentiation in auditing: Auditor
choice in the market for unseasoned new issues”, Canadian Certified General
Accountants’ Research Foundation, Vancouver, B. C., 1987.
Singh, H., Harianto, F., “Top management tenure, corporate ownership structure and the
magnitude of golden parachutes”, Strategic Management Journal, Vol. 10, 1989,
pp. 143-159.
Skinner, D., “Why firms voluntarily disclose bad news” Journal of Accounting Research,
Vol. 32, 1994, pp. 38-60.
Smith, C., Warner, J., “On financial contracting: An analysis of bond covenants”, Journal
of Financial Economics, 1979, pp. 117-161.
Smith, C., Watts, R., “The investment opportunity set and corporate financing, dividend,
and compensation policies”, Journal of Financial Economics, Vol. 32, 1992, pp.
263-292.
Smith, E., “The effect of the Separation of Ownership From Control on Accounting
Policy Decisions”, The Accounting Review, October 1976, pp. 707-723.
Smith, M., “Shareholder activism by institutional investors: Evidence from CalPERS”,
Journal of Finance, Vol. 51, 1996, pp. 227–252.
Stein, J., “Takeover Threats and Managerial Myopia,” Journal of Political Economy, Vol.
96, 1989, pp. 61–80.
Stiglitz, J., “Credit Markets and the Control of Capital”, Journal of Money, Credit and
Banking, Vol. 17, 1985, pp. 131-144.
Stiglitz, J., “The Causes and Consequences of the Dependence of Quality on Price”,
Journal of Economic Literature, Vol. 25, 1987, pp. 1-48.
Stiglitz, J., “Whither Reform? Ten Years of the Transition”, Annual Bank Conference on
Development Economics, 1999.
Stulz, R., “Managerial Control of Voting Rights: Financing Policies and the Market for
Corporate Control”, Journal of Financial Economics, Vol. 20, 1988, pp. 25-54.
Subramanyam, K., “The Pricing of Discretionary Accruals”, Journal of Accounting and
Economics, 1996, pp. 249-281.

184
Sundaramurthy, C., “Antitakeover Provisions and Shareholder Value Implications: A
review and a Contingency Framework”, Journal of Management, Vol. 26, 2000,
pp. 1005-1030.
Swanger, S., Chewning, E., “The effect of internal audit outsourcing on financial
analysts’ perceptions of external auditor independence”, Auditing, Vol. 20, 2001,
pp. 115-129.
Sweeney, A., “Debt-Covenant Violations and Managers’ Accounting Responses”,
Journal of Accounting and Economics, May 1994, pp. 281-308.
Sykes, T., “In a Few Hands”, Australian Financial Review, 12-16 February 1973.
Teets, W., Wasley, C., “Estimating earnings response coefficients: Pooled versus firmspecific models”, Journal of Accounting and Economics, Vol. 21, Issue 3,
Summer96, pp. 279-296.
Teitelman, R., “Wall Street and the new economic correctness”, Institutional
Investor,(February) 1993.
Teoh, S., Welch, I., Wong, T., “Earnings management and the long run market
performance of initial public offerings”, The Journal of Finance, Vol. LIII(6),
1998a, pp. 1935-1974.
Teoh, S., Welch, I., Wong, T., “Earnings Management and the Underperformance of
Seasoned Equity Offerings”, Journal of Financial Economics, Vol. 50, 1998b, pp.
63-99.
Teoh, S., Wong, T., “Perceived auditor quality and the earnings response coefficient”,
The Accounting Review, Vol. 68, 1993 (April), pp. 346-367.
Thomas, J., Zhang, X., “Identifying Unexpected Accruals: a Comparison of Current
Approaches”, Journal of Accounting and Public Policy, Vol. 19, 2000.
Thompson, R., Wright, M., Robbie, K., “Management equity ownership, debt and
performance: some evidence from uk management buyouts”, Scottish Journal of
Political Economy, Vol. 39, Issue 4, Nov. 1992, pp. 413-431.
Thomsen, S., Pedersen, T., “Ownership structure and economic performance in the
largest European companies”, Strategic Management Journal, Vol. 21, 2000, pp.
689-705.
Tosi, H., Gomez-Mejia, L., “The Decoupling of CEO Pay and Performance: An Agency
Theory Perspective”, Administrative Science Quarterly, Vol. 34, 1989, pp. 169189.
Trueman, B., “Why do managers voluntarily release earnings forecasts?”, Journal of
Accounting and Economics, Vol. 8, 1986, pp. 53-71.
Tsui, J., Jaggi, B., Gul, F., “CEO Domination, Growth Opportunities and their Impact on
Audit Fees”, Journal of Accounting, Auditing and Finance, Vol. 16, No. 3,
Summer 2001.
Vafeas, N., “Board structure and the informativeness of earnings”, Journal of Accounting
and Public Policy, Vol. 19, 2000, pp. 139-160.
Vance, S., “Corporate Leadership: Boards, Directors, and Strategy”, New York:
McGraw-Hill, 1983.
Vancil, R., “Passing the Baton”, Cambridge, MA: Harvard Business Press.
Verrecchia, R., “Consensus Beliefs, Information Acquisition, and Market Information
Efficiency”, The American Economic Review, Vol. 70, Dec 1980.
Verrecchia, R., “The Use of Mathematical Models in Financial Accounting”, Journal of
Accounting Research, Vol. 20, 1982, pp.1-55.

185
Verrecchia, R., “Discretionary Disclosure”, Journal of Accounting and Economics, Vol.
5, 1983, pp. 179-194.
Verschoor, C., “Benchmarking the audit committee”, Journal of Accountancy, September
1993, pp. 59-64.
Wade, J., O’Reilly, C., Chandratat, I., “Golden parachutes: CEOs and the exercise pf
social influence”, Administrative Science Quarterly, Vol. 35, pp. 587-603.
Wagenhofer, A., “Voluntary disclosure with a strategic opponent”, Journal of Accounting
and Economics, Vol. 8, 1990, pp. 341-363.
Wahlen, J., “The nature of information in commercial bank loan loss disclosures”, The
Accounting Review, Vol. 69, 1994, pp. 455-478.
Waldo, C., “Boards of Directors: Their Changing Role”, Structure and Information
Needs, Westport, CT: Quorum, 1985.
Wang, Z., Swift, K., Lobo, G., “Earnings management and the informativeness of
accruals adjustments”, Working paper, Motana State University, 1994.
Warfield, T., Wild, J., “Accounting recognition and the relevance of earnings as an
explanatory variable for returns”, Accounting Review, Vol. 67, Issue 4, Oct.
1992, pp. 821-843.
Warfield, T., Wild, J., Wild, J., “Managerial ownership, accounting choices, and
informativeness of earnings”, Journal of Accounting and Economics, Vol. 20,
1995, pp. 61-91.
Warther, V., “Board Effectiveness and Board Dissent: A Model of the Board's
Relationship to Management and Shareholders”, Journal of Corporate Finance:
Contracting, Governance and Organization, Vol. 4,1998, pp. 53-70.
Watts, R., Zimmerman, J., “Towards a positive theory of the determination of accounting
standards”, The Accounting Review, Vol. 56, 1978, pp. 112-134.
Watts, R., Zimmerman, J., “Agency problems, auditing, and the theory of the firm: Some
evidence”, Journal of Law and Economics, Vol. 26, 1983, pp. 613-633.
Watts, R., Zimmerman, J., “Positive Accounting Theory”, Englewood Cliffs, PrenticeHall, Inc., 1986.
Watts, R, Zimmerman, J., “Positive Accounting Theory: A Ten Year Perspective”, The
Accounting Review, Vol. 65, No. 1, January 1990, pp. 131-156.
Waymire, G., “Additional evidence on the information content of management earnings
forecasts”, Journal of Accounting Research, Vol. 22, 1984, pp. 703-718.
Waymire, G., “Earnings volatility and voluntary management forecast disclosure”,
Journal of Accounting Research, Vol. 23, 1985, pp. 268-295.
Waymire, G., “Additional Evidence on the Accuracy of Analyst Forecasts Before and
After Voluntary Management Earnings Forecasts”, The Accounting Review,
January 1986, pp. 129-141.
Weisbach, M., “Outside directors and CEO turnover”, Journal of Financial Economics,
Vol. 20, 1988, pp. 461-492.
Westphal, J., Zajac, E., “Who shall govern? CEO/Board power, demographic similarity,
and new director selection”, Administrative Science Quarterly, Vol. 40, 1995, pp.
60-83.
Wheelwright, E., “Ownership and Control of Australian Companies”, 1957.
Wheelwright, E., Miskelly, J., “Anatomy of Australian Manufacturing Industry”, 1967.
White, H., “A heteroskedasticity-consistent covariance matrix estimator and a direct test
for heteroscedasticity”, Econometrica, 1980, pp. 817-838.

186
Wild, J., “Stock Price Informativeness of Accounting Numbers: Evidence on Earnings,
Book Values, and Their Components”, Journal of Accounting and Public Policy,
Vol. 11, Summer 1992, pp. 119-154.
Wild, J., “Managerial accountability to shareholders: Audit committees and the
explanatory power of earnings for returns”, British Accounting Review, Vol. 26,
1994a, pp. 353-374.
Wild, J., “The audit committee and earnings quality”, Journal of Accounting, Auditing
and Finance, Vol. 11, 1996, pp. 247-276.
Williamson, O., “A dynamic stochastic theory of managerial behavior” in A. Phillips and
O. Williamson, Prices: Issues in theory, practice and public policy (University of
Pennsylvania Press 1967), pp. 11-31.
Wooldridge, J., “Econometric Analysis of Cross Section and Panel Data”, Massachusetts
Institute of Technology, 2002.
Wright, D., “Evidence on the relation between Corporate Governance characteristics and
the Quality of Financial Reporting”, working paper, University of Michigan,
1996.
Wu, Y., “Management buyouts and earnings management”, Journal of Accounting,
Auditing and Finance, Vol. 12, 1997, pp. 373-389.
Xie, B., Davidson, W., DaDalt, P., “Earnings management and corporate governance:
The roles of the board and the audit committee”, Journal of Corporate Fiance,
Vol. 9, Issue 3, June 2003, pp. 295-317.
Yermack, D., “Higher market valuation of companies with a small board of directors”,
Journal of Financial Economics, Vol. 40, Issue 2, 1996, pp. 185-211.
Yin, R., “Case Study Research: Design and Methods”, (2nd ed.), Sage, Newbury Park,
CA, 1994.
Young, M., “Accounting Irregularities and Financial Fraud: A Corporate Governance
Guide”, Harcourt, Inc., 2000.
Zahra, S., Pearce, J., “Boards of directors and corporate financial performance: A review
and integrative model”, Journal of Management, Vol. 15, 1989, pp. 291-334.
Zahra, S., Stanton, W., “The implications of board of directors composition for corporate
strategy and performance”, International Journal of Management, Vol. 5, 1988,
pp. 229-236.
Zarowin, P., “Does income smoothing make stock prices more informative”, SSRN
Working paper, NYU, June 2002.

187

APPENDIX (A) CORPORATE GOVERNANCE AND CORPORATE
PERFORMANCE
The results from Table A display the univariate and multivariate impact of
corporate governance, respectively.
Table A: Corporate governance and corporate performance.

Does corporate governance influence corporate performance?

Ownership
Concentration
CEO
dominance
Board Size
Board
Independence
Audit
Committee
Independence
Audit
Committee
Competence
Independent
Directors’
Ownership
Managerial
Ownership
Debt Reliance

Pooled
(univariate)
-0.08
(-0.84)
0.09
(0.75)
-0.03
(-2.76)***
-0.23
(-1.39)
-0.01
(-0.05)

Pooled
(multivariate)
-0.04
(-0.49)
0.05
(0.42)
-0.03
(-2.58)***
-0.18
(-0.68)
0.17
(1.39)

Mean
(univariate)
-0.14
(-0.90)
-0.30
(-0.89)
-0.30
(-2.75)**
-0.42
(-1.94)*
0.09
(0.43)

Mean
(multivariate)
-0.49
(-2.00)*
0.19
(1.34)
-0.52
(-3.54)**
-0.08
(-0.30)
-0.08
(-0.27)

-0.04
(-0.22)

-0.03
(-0.22)

-0.03
(-0.16)

0.27
(0.98)

-0.11
(-1.31)

-0.13
(-1.50)

-0.22
(-1.34)

-0.58
(-3.30)**

-0.02
(-5.50)***
-0.58
(-1.72)*

-0.03
(-10.57)***
-0.57
(-1.80)**

1.56
(1.22)
-1.00
(-5.13)***

0.18
(0.60)
-0.80
(-2.94)**

* Correlation is significant at the 0.10 level (2-tailed)
** Correlation is significant at the 0.05 level (2-tailed)
*** Correlation is significant at the 0.01 level (2-tailed)
Pooled represents the pooled GLS (random effect) regression.
Mean represents the mean of the four yearly coefficients, and the t-statistic of the mean is obtained by dividing the mean by its
standard error. Significance level at three degrees of freedom are 4.451 (0.01 level), 2.353 (0.05 level), and 1.638 (0.10 level).
All t-statistics are calculated using white (1980) heteroscedasticity corrected standard errors.
The results shown are controlled for beta risk.

By analysing the adjusted R-squared (Pooled 2% and Mean 4%), it seems that
corporate governance has a higher role than simply and directly enhancing share
performance. Compared to the findings in section 4.3, corporate governance is more
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related to earnings as an indictor of reliability than being a device to directly increase
share performance.
Only three corporate governance variables are negatively associated with share
returns at significant levels. The pooled coefficients of board size, managerial ownership
and debt reliance are significant greater than zero, univariately and multivariately. The
some of the results are supported by prior studies.
1. Board size
Zahra and Pearce (1989) and Jensen (1993) argue that large boards are less likely to
function effectively. Empirical results in Yermack (1996) and Eisenberg et al. (1998)
support the notion that firm performance is enhanced by smaller boards. Yermack
(1996) and Eisenberg et al. (1998) report a negative relationship between board size
and firm value.
2. Managerial ownership
Given that the empirical literature finds a positive association between firm value and
managerial ownership (e.g. Agrawal and Knoeber, 1996; Yermack, 1996; Mehran,
1995), the findings relating to share performance are supportive of the entrenchment
effect literature rather than the alignment effect literature.
3. Debt reliance
The significant negative impact of debt reliance is explained by Hitt and Smart’s
(1992) findings that high leverage is often a major source of reductions in
performance. Hence, the results relating to share performance display debt reliance
not as a monitoring device, but rather as an indicator of financial risk.

189

APPENDIX (B) EXTREME EARNINGS MANAGEMENT vs. NO
EARNINGS MANAGEMENT
Focusing on extreme earnings management is conducted by creating a sub-sample.
Earnings management is incorporated into the models by classifying firms into quartiles
based on its magnitude of abnormal accruals. Firms in the top quartile are considered to
have engaged in extreme earnings management. Firms in the bottom quartile are
considered to have not employed earnings management.
The approach is expected to empower the strength of hypotheses testings, because it
removes the confounding effect of the middle two quartiles. However, the results should
be noted with caution because chances of harmful collinearity are high in this sub-sample
(condition index is above 30).
Table B-1: The regression of extreme abnormal accruals on empirical indicators of corporate
governance
Does corporate governance influence extreme earnings management?
Pooled
Pooled
Mean (univariate)
(univariate)
(multivariate)
Ownership
0.18
-0.01
0.15
Concentration
(0.62)
(-0.07)
(1.33)

Mean
(multivariate)
-0.39
(-2.81)**

CEO dominance

0.04
(0.82)

-0.22
(-1.55)

0.13
(0.93)

-0.07
(-0.57)

Board Size

-0.05
(-1.80)*

-0.04
(-1.73)*

-0.14
(-3.17)**

-0.08
(-3.13)**

Board Independence

-0.83
(-1.24)

-1.04
(-1.13)

-0.74
(-1.17)

-0.52
(-0.67)

Audit Committee
Independence

-0.42
(-1.55)

-0.26
(-3.84)***

-0.49
(-1.44)

-0.26
(-2.57)**

Audit Committee
Competence

-0.16
(-1.34)

0.07
(2.81)***

0.31
(-1.24)

0.26
(1.04)

Independent
Directors’ Ownership

-0.000
(-0.80)

0.08
(1.02)

0.06
(0.23)

-0.16
(-0.74)

Managerial Ownership

-0.001
(-0.71)

-0.40
(-1.02)

0.11
(2.91)**

-0.08
(-0.18)

Debt Reliance

0.37
(0.91)

0.61
(1.09)

0.32
(1.04)

0.49
(1.22)
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Table B-2: The results of regressing earnings response coefficient on extreme abnormal accruals.
Does extreme earnings management influence the informativeness of earnings?
Ejt
EAAAjt
∆Ejt
∆EAAAjt
Pooled
0.93
-0.08
-1.14
0.21
(1.11)
(-0.12)
(-3.1)***
(4.64)***
Wald
1.16
0.01
Table B-3: The results of regressing earnings response coefficient on the empirical indicators of
corporate governance conditioned on the magnitude of extreme abnormal accruals
Does corporate governance influence earnings informativeness in the presence of extreme earnings
management?
Pooled
Pooled
Mean
Wald Stat.
(univariate)
(multivariate)
(multivariate)
Ownership
E
2.50
1.89
0.21
1.19
Concentration
(1.51)
(0.95)
(2.25)**
∆E
-0.60
0.39
0.02
-1.28
(-0.40)
(0.35)
(-1.86)*
CEO dominance
E
-5.30
-6.58
-2.79
4.91**
(-2.59)***
(-2.64)***
(-2.15)*
∆E
1.74
3.58
0.59
1.43
(1.22)
(1.52)
(1.67)*
Board Size
E
0.07
1.45
0.23
0.16
(0.91)
(2.78)***
(2.23)**
∆E
-0.10
0.02
-0.09
0
(-1.38)
(0.30)
(-0.25)
Board
E
-1.78
-1.45
1.96
0.88
Independence
(-1.27)
(-1.36)
(1.03)
∆E
-0.33
-0.06
0.06
-3.54
(-0.39)
(-0.11)
(-3.19)**
Audit
E
0.74
0.1
-3.63
-2.18
Committee
(0.94)
(-1.82)*
(-1.76)*
Independence
1.67
0.97
0
∆E
0.62
(0.65)
(0.68)
(0.25)
Audit
E
1.08
0.56
1.49
2.86
Committee
(0.89)
(2.82)***
(2.15)**
Competence
∆E
3.00
1.23
-0.80
-1.78
(0.87)
(-3.07)***
(-3.26)***
Independent
E
-1.99
-1.20
0.58
-0.32
Directors’
(-1.57)
(-0.50)
(-1.92)*
Ownership
∆E
-1.07
17.03
1.5
-1.34
(-0.25)
(0.51)
(-1.94)**
Managerial
E
0.43
6.58
0.01
7.71
Ownership
(1.05)
(1.34)
(4.62)***
∆E
1.77
-4.19
0.43
-2.99
(0.92)
(0.81)
(-4.33)***
Debt Reliance
E
0.23
0.24
-0.29
0.002
(0.16)
(0.31)
(-0.06)
∆E
-0.52
-1.79
-5.26
0.14
(-0.37)
(-0.86)
(-0.88)
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APPENDIX (C) EXCLUDED ATTRIBUTES
The model excludes some corporate governance attributes that may reflect earnings
reliability. These attributes are excluded due to poor definition or lack of consistent
empirical evidence on their effects. They are:
1. Board Dynamics (or Activities)
The model includes no attributes relating to board dynamics or activities of board
committees. After reviewing the literature, Johnson et al. (1996) and Zahra and
Pearce (1989) argue that evidence, from the literature, relating to the impact of board
activities is sporadic and inconclusive. For example, Forbes and Milliken (1999)
demonstrate the complexity of board dynamics by showing how a single aspect of
board demography can have multiple and contrasting effects on different mediating
constructs. Thus, even if these attributes may reflect earnings reliability, poor
definition, attribute complexity, and lack of empirical evidence prevent their
inclusion.
2. Disclosure Quality of Corporate Governance
Disclosure quality of corporate governance practices is not included. The exclusion is
related to the fact the disclosure for corporate governance does not necessarily vary
across firms, because the ASX listing rules require a standard level of corporate
governance disclosure (Asian Business Review, 1996). Thus, it is not possible to
measure a non-varying attribute.
3. Shareholders’ Activism
The model excludes shareholder activism due to three reasons. First, shareholder
activism is measured, in the literature, by focusing largely on shareholder proposals
or resolutions (e.g. Smith, 1996). Such measures cannot be effective, because most

192
proposals can be ignored by management. Second, there is lack of empirical evidence
signifying the impact of shareholder activism. For instance, Karpoff (1998) and
Romano (2001) surveyed the existing evidence on shareholder activism and found no
evidence relating shareholder activism to firm value. Third, the potential impact of
shareholder activism is captured by ownership concentration (included in the model),
because Shleifer and Vishny (1986) argue that the presence of large outside
shareholders increases the likelihood that firms are a target for shareholder activism.
Hence, including shareholders’ activism may create nesting problems.
4. Tenure of Outside Directors
Tenure of outside directors is not included due to he lack of empirical evidence
supporting its inclusion. In addition, outside directors’ independence and financial
expertise are more relevant to addressing the research question than directors’ tenure.
5. Compensation Plans
Compensation plans are not included in the model to avoid nesting problems. This is
because setting compensation plans for executive management is part of the board’s
duties. Thus, compensation plans are directly influenced by attributes relating to the
board.
6. External Auditor
Independence of external auditors is not included in the model or controlled for. First,
the traditional audit quality measure, which is based on big-five versus non-big five,
is no longer a helpful measure in the wake of the Enron bankruptcy and the troubled
Arthur Andersen. Second, the limited number of top 500 companies using the
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services of non-big five auditing firms prevents from establishing a valid statistical
relationship.82

82

In 1999, less than 20% of the top 500 companies were audited by non-big five auditing firms.
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APPENDIX (D) THE DEVELOPMENT OF EQUATIONS FIVE AND
SIX
The original returns-earnings regression by Easton and Harris (1991) is:
ARj = β0 + β1 Ej + β2 ∆Ej + υj
If β1 and β2 are functions of corporate governance attributes, then

β1 = ϕ0 + ϕ1 D1OWNCONjt + ϕ2 CEOjt + ϕ3 D2 BRDSZEjt + ϕ4 D3 BRDINDjt + ϕ5
AUDINDjt + ϕ6 D4 AUDCMPjtj + ϕ7 D5 OWNOUTjt + ϕ8 D6 OWNMANjt + ϕ9
D7DEBTRLjt
β2 = λ0 + λ1 D1OWNCONjt + λ2 CEOjt + λ3 D2 BRDSZEjt + λ4 D3 BRDINDjt + λ5
AUDINDjt + λ6 D4 AUDCMPjt + λ7 D5 OWNOUTjt + λ8 D6 OWNMANjt + λ9
D7DEBTRLjt
By replacing β1 and β2 in the first equation with the above values, the equation becomes:
ARj = β0 + (ϕ0 + ϕ1 D1OWNCONjt + ϕ2 CEOjt + ϕ3 D2 BRDSZEjt + ϕ4 D3 BRDINDjt +
ϕ5 AUDINDjt + ϕ6 D4 AUDCMPjtj + ϕ7 D5 OWNOUTjt + ϕ8 D6 OWNMANjt + ϕ9
D7DEBTRLjt) Ej + (λ0 + λ1 D1OWNCONjt + λ2 CEOjt + λ3 D2 BRDSZEjt + λ4 D3
BRDINDjt + λ5 AUDINDjt + λ6 D4 AUDCMPjt + λ7 D5 OWNOUTjt + λ8 D6 OWNMANjt
+ λ9 D7DEBTRLjt) ∆Ej + υj
By multiplying earnings and change in earnings with every coefficient, the result
becomes:
(Equation Five)
ARj = β0 + ϕ0 Ejt + ϕ1 Ejt D1OWNCONjt + ϕ2 Ejt CEOjt + ϕ3 Ejt D2 BRDSZEjt + ϕ4 Ejt D3
BRDINDjt + ϕ5 Ejt AUDINDjt + ϕ6 Ejt D4 AUDCMPjtj + ϕ7 Ejt D5 OWNOUTjt + ϕ8 Ejt D6
OWNMANjt + ϕ9 Ejt D7DEBTRLjt + λ0 ∆Ejt + λ1 ∆Ejt D1OWNCONjt + λ2 ∆Ejt CEOjt + λ3
∆Ejt D2 BRDSZEjt + λ4 ∆Ejt D3 BRDINDjt + λ5 ∆Ejt AUDINDjt + λ6 ∆Ejt D4 AUDCMPjt +
λ7 ∆Ejt D5 OWNOUTjt + λ8 ∆Ejt D6 OWNMANjt + λ9 ∆Ejt D7DEBTRLjt + εj
However, if β1 and β2 are functions of corporate governance attributes conditioned on
earnings management, then

β1 = ϕ0 + ϕ1 D0D1OWNCONjt + ϕ2 D0CEOjt + ϕ3 D0D2 BRDSZEjt + ϕ4 D0D3 BRDINDjt

+ ϕ5 D0AUDINDjt + ϕ6 D0D4 AUDCMPjtj + ϕ7 D0D5 OWNOUTjt + ϕ8 D0D6 OWNMANjt
+ ϕ9 D0D7DEBTRLjt

β2 = λ0 + λ1 D0D1OWNCONjt + λ2 D0CEOjt + λ3 D0D2 BRDSZEjt + λ4 D0D3 BRDINDjt +

λ5 D0AUDINDjt + λ6 D0D4 AUDCMPjt + λ7 D0D5 OWNOUTjt + λ8 D0D6 OWNMANjt +
λ9 D0D7DEBTRLjt
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By replacing β1 and β2 in the first equation with the above values, the equation becomes:
ARj = β0 + (ϕ0 + ϕ1 D0D1OWNCONjt + ϕ2 D0CEOjt + ϕ3 D0D2 BRDSZEjt + ϕ4 D0D3
BRDINDjt + ϕ5 D0AUDINDjt + ϕ6 D0D4 AUDCMPjtj + ϕ7 D0D5 OWNOUTjt + ϕ8 D0D6
OWNMANjt + ϕ9 D0D7DEBTRLjt) Ej + (λ0 + λ1 D0D1OWNCONjt + λ2 D0CEOjt + λ3
D0D2 BRDSZEjt + λ4 D0D3 BRDINDjt + λ5 D0AUDINDjt + λ6 D0D4 AUDCMPjt + λ7
D0D5 OWNOUTjt + λ8 D0D6 OWNMANjt + λ9 D0D7DEBTRLjt) ∆Ej + υj
By multiplying earnings and change in earnings with every coefficient, the result
becomes:
(Equation Six)
ARj = β0 + ϕ0 Ejt + ϕ1 Ejt D0D1OWNCONjt + ϕ2 Ejt D0 CEOjt + ϕ3 Ejt D0D2 BRDSZEjt +
ϕ4 Ejt D0D3 BRDINDjt + ϕ5 Ejt D0 AUDINDjt + ϕ6 Ejt D0D4 AUDCMPjtj + ϕ7 Ejt D0D5
OWNOUTjt + ϕ8 Ejt D0D6 OWNMANjt + ϕ9 Ejt D0D7DEBTRLjt + λ0 ∆Ejt + λ1 ∆Ejt
D0D1OWNCONjt + λ2 ∆Ejt D0 CEOjt + λ3 ∆Ejt D0D2 BRDSZEjt + λ4 ∆Ejt D0D3 BRDINDjt
+ λ5 ∆Ejt D0 AUDINDjt + λ6 ∆Ejt D0D4 AUDCMPjt + λ7 ∆Ejt D0D5 OWNOUTjt + λ8 ∆Ejt
D0D6 OWNMANjt + λ9 ∆Ejt D0D7 DEBTRLjt + εj
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APPENDIX (E) EXCLUDING GROWTH
Growth is excluded from the model due to three major reasons. First, most studies
measure growth as market value to book value of equity. This measure is biased when
including newly listed firms to test a model that employs share returns. While the first
year growth measure for a newly listed firm is (1+r), share returns equals r. Thus, the
inclusion of growth as control variable is likely to create bias in the results.
Second, if firm growth is captured by earnings growth, then growth is already
captured by the variable representing change in earnings per share. Third, Cheng et al.
(1999) present an assumption derived from the development of the standard share price
growth model. They imply that firm growth is incorporated in the constant variable of the
returns-earnings regression when the tests are cross-sectional. The rationalisation of their
assumption can be expressed and developed as follows:
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In a regression form this becomes:
R = β0 + β1 Ejt + β2 ∆Ejt + υjt
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In other research, the presence of an intercept is not implied by the theoretical relations
(e.g. Ali and Zarowin, 1992; Easton and Harris, 1991). However, the developed standard
share price growth (Cheng et al., 1999) model expects a positive intercept term
approximating the overall growth for financial period in a cross-sectional returnsearnings model.
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APPENDIX (F) TOTAL ACCRUALS REGRESSIONS
The following table presents the results of the regression used to estimate total accruals
for Miscellaneous Industry as categorised by the ASX.
Table E: Estimation of the parameters of total accruals model for the Miscellaneous industry.

Pooled
1997
1998
1999
2000

Adjusted R2
(F-Stat.)
0.58
(90.96)***
0.09
(2.43)*
0.60
(23.97)***
0.20
(5.28)***
-0.02
(0.61)

γ0
-3911.84
(-1.86)*
-2126.15
(-2.375)**
4420.70
(0.53)
2519.86
(3.70)***
606.48
(1.24)

γ1
-0.17
(-6.15)***
0.05
(0.68)
-0.17
(-1.61)
0.01
(0.46)
0.001
(0.04)

γ2
-1.27
(-6.07)***
-0.03
(0.60)
-1.34
(-6.80)***
-0.09
(-2.04)**
-0.04
(-0.82)

N

197
43
46
53
55
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APPENDIX (G) MEAN RESPONSE COEFFICIENTS
The following table presents the results of the mean coefficients used to test the
hypotheses.

Returns-Earnings Model
Table F-1: The mean earnings response coefficients of earnings level and change in earnings

ARj = α 0 + α 1 Ejt + α 2 ∆Ejt + ζj
Mean
Coefficient
(t-statistic)
Constant
-0.06
(-1.76)*
Ejt
0.75
(1.51)
0.20
∆Ejt
(0.40)
R2
0.11
* Correlation is significant at the 0.10 level (2-tailed)
** Correlation is significant at the 0.05 level (2-tailed)
*** Correlation is significant at the 0.01 level (2-tailed)
Mean represents the mean of the four yearly coefficients, and the t-statistic of the mean is obtained by dividing the mean by its
standard error. Significance level at three degrees of freedom are 4.451 (0.01 level), 2.353 (0.05 level), and 1.638 (0.10 level).
All t-statistics are calculated using white (1980) heteroscedasticity corrected standard errors.
The results shown are controlled for beta risk (an earnings response coefficient determinant).
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Hypothesis One
Table F-2: The mean coefficient of regressing the absolute value of abnormal accruals on empirical
indicators of corporate governance
Does corporate governance influence earnings management?
AAAj = γ 0 + γ1 OWNCONjt + γ 2 CEOjt + γ 3 BRDSZEjt + γ 4 BRDINDjt + γ 5 AUDINDjt + γ 6 AUDCMPjtj
+ γ 7 OWNOUTjt + γ 8 OWNMANjt + γ 9 DEBTRLjt + υj
Hypotheses
Corporate
Mean (univariate)
Mean
Findings
Governance
(multivariate)
Ownership
0.12
0.03
Do not reject
H1A0
Concentration
(0.61)
(0.24)
CEO dominance
-0.07
-0.13
Do not reject
H1B0
(-0.87)
(-1.39)
Board Size
H1C0
-0.02
-0.27
Reject
(-1.8)*
(-1.79)*
Board
-0.37
-0.46
Do not reject
H1D0
Independence
(-1.17)
(-1.05)
Audit Committee
-0.21
H1E0
-0.08
Reject
Independence
(-1.44)
(-2.46)**
Audit Committee
-0.08
0.01
Do not reject
H1F0
Competence
(-1.24)
(0.72)
Independent
-0.003
0.04
Do not reject
H1G0
Directors’
(-0.03)
(1.46)
Ownership
Managerial
-0.02
-0.12
Do not reject
H1H0
Ownership
(-0.80)
(0.61)
Debt Reliance
0.43
0.55
Do not reject
H1I0
(1.10)
(1.13)
* Correlation is significant at the 0.10 level (2-tailed)
** Correlation is significant at the 0.05 level (2-tailed)
*** Correlation is significant at the 0.01 level (2-tailed)
Mean represents the mean of the four yearly coefficients, and the t-statistic of the mean is obtained by dividing the mean by its
standard error. Significance level at three degrees of freedom are 4.451 (0.01 level), 2.353 (0.05 level), and 1.638 (0.10 level).
All t-statistics are calculated using white (1980) heteroscedasticity corrected standard errors.
The results shown are controlled for beta risk (an earnings response coefficient determinant).

Hypothesis Two
Table F-3: The mean coefficients of regressing earnings response coefficients on the absolute value of
abnormal accruals
Does earnings management influence the informativeness of earnings?
ARj = β 0 + α 0 Ejt + + α 1 EAAAjt + ψ0 ∆Ejt + ψ1 ∆EAAAjt + ζj
Hypothesis Test
Ejt
EAAAjt ∆Ejt ∆EAAAjt
Findings
Do not reject
Mean
0.91
-2.34
0.000
6.35
H20
(1.97)* (-0.61) (0.00)
(0.90)
Wald
0.819
0.004
* Correlation is significant at the 0.10 level (2-tailed)
** Correlation is significant at the 0.05 level (2-tailed)
*** Correlation is significant at the 0.01 level (2-tailed)
Mean represents the mean of the four yearly coefficients, and the t-statistic of the mean is obtained by dividing the mean by its
standard error. Significance level at three degrees of freedom are 4.451 (0.01 level), 2.353 (0.05 level), and 1.638 (0.10 level).
All t-statistics are calculated using white (1980) heteroscedasticity corrected standard errors.
The results shown are controlled for beta risk (an earnings response coefficient determinant).
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Hypothesis Three
Table F-4: The mean coefficients of regressing earnings response coefficients on the empirical
indicators of corporate governance.
Does corporate governance influence earnings informativeness?
Hypotheses
H3A0

Corporate
Governance
Ownership
Concentration

Earnings
Type

Mean
(univariate)

Mean
(multivariate)

Wald
Stat.

Findings

E

1.95
(1.35)
-1.40
(-0.79)
-2.90
(-2.19)*
1.35
(10.78)***
-0.22
(-1.14)
-0.03
(-0.14)
1.70
(2.75)**
-0.85
(-2.05)*
1.44
(2.23)*
-1.01
(-0.80)
1.55
(5.35)***
-0.74
(-0.59)
1.21
(1.86)*
-2.96
(-3.61)**
1.92
(1.04)
-0.96
(-0.34)
-0.91
(-0.27)
-2.57
(-1.16)

0.23
(0.21)
0.48
(0.31)
-3.21
(-2.40)**
3.68
(2.55)**
0.21
(1.13)
0.07
(0.39)
1.97
(1.90)*
-1.37
(-1.98)*
-2.92
(-2.25)*
2.85
(0.70)
2.13
(4.37)**
-2.12
(-1.71)
-2.10
(-1.21)
-1.44
(-0.36)
4.25
(1.47)
-3.60
(-0.88)
-0.67
(-0.22)
-2.25
(-0.68)

0.9

Do not
reject

∆E
H3B0

CEO dominance

E
∆E

H3C0

Board Size

E
∆E

H3D0

Board Independence

E
∆E

H3E0

Audit Committee
Independence

E
∆E

H3F0

Audit Committee
Competence

E
∆E

H3G0

H3H0

Independent
Directors’
Ownership
Managerial
Ownership

E
∆E
E
∆E

H3I0

Debt Reliance

E
∆E

0.02
5.62**

Reject#

1.75
0.003

Do not
reject

0.0002
0.01

Do not
reject

0.21
0.02

Do not
reject

0.01
2.45

Do not
reject

0.47
1.8

Do not
reject

6.51**
0.02

Do not
reject

0.21
0.004

Do not
reject

2.25

* Correlation is significant at the 0.10 level (2-tailed)
** Correlation is significant at the 0.05 level (2-tailed)
*** Correlation is significant at the 0.01 level (2-tailed)
Mean represents the mean of the four yearly coefficients, and the t-statistic of the mean is obtained by dividing the mean by its
standard error. Significance level at three degrees of freedom are 4.451 (0.01 level), 2.353 (0.05 level), and 1.638 (0.10 level).
All t-statistics are calculated using white (1980) heteroscedasticity corrected standard errors.
The results shown are controlled for beta risk (an earnings response coefficient determinant).
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Hypothesis Four
Table F-5: The mean coefficients of regressing earnings response coefficient on the empirical
indicators of corporate governance conditioned on the empirical indicator of earnings management
Does corporate governance influence earnings informativeness in the presence of earnings
management?
Hypothesis Corporate
Earnings Pooled
Pooled
Wald
Governance
Type
(univariate)
(multivariate) Stat.
Ownership
E
-0.33
H4A0
1.70
3.85**
Concentration
(-0.34)
(2.28)*
∆E
-0.69
-0.06
0.22
(-0.69)
(-0.03)
CEO
E
-1.81
-1.95
H4B0
3.4*
dominance
(-0.86)
(-0.59)
∆E
0.09
0.43
2.38
(0.06)
(0.13)
Board Size
E
0.16
-0.02
0.00
H4C0
(0.98)
(-0.12)
∆E
0.18
0.45
0.00
(1.41)
(1.16)
Board
E
1.07
2.09
0.03
H4D0
Independence
(0.42)
(1.24)
∆E
0.35
-0.96
0.05
(0.42)
(-0.42)
Audit
E
0.74
-1.8
0.54
H4E0
Committee
(0.50)
(-0.72)
Independence
∆E
1.65
3.96
0.01
(0.93)
(-0.42)
Audit
E
H4F0
2.76
3.63
14.33***
Committee
(4.91)***
(2.48)**
Competence
∆E
-4.05
-8.2
3.42*
(-1.49)
(-2.38)**
Independent
E
1.01
-3.75
0.51
H4G0
Directors’
(0.52)
(-1.03)
Ownership
∆E
-1.89
-7.92
10.37***
(-0.46)
(-1.13)
Managerial
E
0.66
6.38
0.00
H4H0
Ownership
(0.51)
(1.33)
∆E
0.23
-0.74
1.3
(0.07)
(-0.12)
Debt Reliance
E
-4.32
-3.50
0.18
H4I0
(-1.32)
(-0.85)
∆E
4.23
5.40
4.33**
(0.96)
(0.96)

Findings
Reject#

Reject#

Do not
reject
Do not
reject
Do not
reject
Reject#

Do not
reject
Do not
reject
Do not
reject

* Correlation is significant at the 0.10 level (2-tailed)
** Correlation is significant at the 0.05 level (2-tailed)
*** Correlation is significant at the 0.01 level (2-tailed)
Mean represents the mean of the four yearly coefficients, and the t-statistic of the mean is obtained by dividing the mean by its
standard error. Significance level at three degrees of freedom are 4.451 (0.01 level), 2.353 (0.05 level), and 1.638 (0.10 level).
All t-statistics are calculated using white (1980) heteroscedasticity corrected standard errors.
The results shown are controlled for beta risk (an earnings response coefficient determinant).

