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ABSTRACT

The purpose of this study is to examine the relationship between audit committee characteristics, audit firm size and earnings management in quarterly financial reports of companies listed in the Stock Exchange of Thailand.  Audit committee characteristics consist of the number of meetings of audit committees, the average tenure of audit committees and the proportion of the audit committees with accounting or financial expertise.  A negative relation is found between the average tenure of audit committees and quarterly earnings management.  However, the number of meetings of audit committees, the proportion of the audit committees with accounting or financial expertise and audit firm size are not significantly related to quarterly earnings management. These results suggest that the average tenure of audit committees affect the quality of financial reports.  

Key words:  Audit Committee, Earnings management, Quarterly financial report

1. INTRODUCTION
The objective of financial statements is to provide information about the financial strength, performance and changes in financial position of an enterprise that is useful to a wide range of users in making economic decisions1.  The basic functions of the audit committee are to oversee the financial reporting process and to monitor manager’s tendencies to manipulate earnings.  The primary role of external auditors is to express an opinion on whether an entity's financial statements are free of material misstatements. Thus, external auditors and audit committees perform to ascertain the validity and reliability of corporate financial statements.  However, regulators have questioned the effectiveness of audit committees and auditors in ensuring that financial statements are fairly stated and are without earnings management.
The Stock Exchange of Thailand (SET) recommended the composition of audit committee that will lead to effectiveness of the committee. They stated that the audit committee shall consist of at least 3 independent members and at least one member must have knowledge, understanding or experience in accounting or finance.  In addition, meetings of the audit committee should be held at the average of 4 times a year.

This study examines the combined effects of audit committee effectiveness and audit quality (measured by audit firm size) on earnings management. Several studies have found that these monitoring mechanisms are an important constraint on earnings management (Becker, Defond, Jiambalvo and Subramanyam, 1998; Bauwhede, Willekens and Gaeremynck, 2003; Klein, 2002; Xie, Davidaon and DaDalt, 2003;  Bedard, Chtourou and Courteau, 2004;  Bradbury, Mak and Tan, 2004;  Yang and Krishnan, 2005;  Marttra, 2006)
The extant literature has focused on manager’s incentives to manipulate annual earnings numbers. However, managers also have incentives to manage quarterly earnings, due to, for example, pressures to meet quarterly analyst forecasts. Thus, we extend these studies by examining the effects of audit committee effectiveness and audit quality on quarterly earnings management.  As monitors of the firm’s financial reporting, audit committees and auditors are expected to oversee quarterly financial statements as well as annual statements. 
2. BACKGROUND AND HYPOTHESES
2.1 Earnings management and Audit firm size

Audit quality measured by audit firm size (Big 4 or non-Big 4 firms) has been used as a proxy for high quality auditors (DeAngelo, 1981; Palmrose, 1988; Becker et al., 1998) since high quality auditors are more likely to restrict earnings management (Becker et al., 1998; Kim et al., 2003; Francis et al., 1999). Big 4 auditors have a substantial market share of listed company clients in Thailand as well as in many other countries.  Thus, to protect their reputations, the Big 4 auditors will be more conservative and will restrain clients from using discretionary accruals.

DeFond and Jiambalvo (1991) provide evidence that non-fraudulent clients of Big Four auditors are less likely to have errors or irregularities, which are considered to be proxies for earnings management.  Similarly, Becker et al. (1998) show that mean and median of the absolute value of discretionary accruals are greater for firms with non-Big Four auditors which indicates that lower audit quality is associated with more "accounting flexibility".  Francis et al. (1999) report that even though the clients of the Big Four auditors have higher levels of total accruals, they have less estimated discretionary accruals.  Gore et al. (2001) document that Big Four auditors are more able to constrain earnings management than non-Big Four auditors when a high level of non-audit services is provided.  Based on these arguments and results, we hypothesize as follows:

H1:  Audit firm size is negatively associated with quarterly earnings management.
2.2 Earnings management and Audit committee characteristics
Number of meetings

Frequency of the meetings in each year shall depend on the size of business and the duties delegated so as to ensure that the performance of work of the audit committee meets the intended objectives. In general practice, meetings of the audit committee should be held at the average of 4 times a year (SET, 1999).  Xie et al. (2003) find that audit committee meeting frequency is associated with reduced levels of discretionary current accruals and they conclude that audit committee activity be important factors in constraining the propensity of managers to engage in earnings management.  Therefore, we examine the following hypothesis:
H2: The number of meetings of audit committees is negatively associated with quarterly earnings management.
Tenure
The term of service of the committee members should be definitely fixed and cover a reasonable period of 2-5 years to ensure continuity of the performance of work of the audit committee (SET, 1999).  The experience of audit committees allows them to develop their monitoring competencies while providing them with some firm-specific expertise such as knowledge of the company's operations and its executive directors. Thus, as their experience increases, they become more effective at overseeing the firm's financial reporting process.  Beasley (1996) finds that the likelihood of fraud decreases as average tenure of outside directors increases.  Consistent with Yang and Krishnan (2005) who find that the average tenure of audit committee directors is negatively associated with quarterly earnings management, we test the following hypothesis:

H3: The average tenure of audit committees is negatively associated with quarterly earnings management.
Accounting or financial expertise


Audit committee member must have knowledge, understanding or experience in accounting or finance and be consistently knowledgeable of events affecting the changes in financial reporting process in order to increase the efficiency of the audit committee’s performance, because the main duty of the audit committee is to review the financial reporting process to ensure the best quality (SET, 1999).  Bédard et al. (2004) find that aggressive earnings management is negatively associated with the financial and governance expertise of audit committee members.  Similarly, Xie et al. (2003) document that audit committee members with corporate or financial backgrounds are associated with firms that have smaller discretionary current accruals.  Thus, we test the following:

H4: The proportion of the audit committees with accounting or financial expertise is negatively associated with quarterly earnings management.
3. RESEARCH DESIGN
This study examines 457 companies listed in the Stock Exchange of Thailand.  The data set is comprised of quoted companies during 2005 and 2006, excluding several companies that did not meet certain criteria in the study. For example, companies in the financial sector are excluded in the study since these companies are under the Bank of Thailand Act of 1942. Moreover, they possess unique and different working capital structure (Klein, 2002). In addition, companies under rehabilitation are also excluded because mostly their financial or audit committees data are incomplete or their annual reports are unavailable.
Data on audit committees’ characteristics are gathered using the company’s annual report and annual registration statement (form 56-1) as disclosed on SET web site. 

3.1 Measuring Earnings management

Consistent with empirical evidence from recent contemporary research in earnings management, namely Klein (2002), Xie et al. (2003) and Dechow et al. (1995), the current study uses the cross-sectional modified version of Jones (1991). While the ability of the modified Jones (1991) model in measuring earnings management has been challenged by some researchers, Dechow et al. (1995) and Guay et al. (1996) found that the model is the most powerful in detecting earnings manipulation in the event of managers exercising their discretion over revenue recognition. Following prior work, we use discretionary accruals as a measure of earnings management in this study, but we focus on quarterly financial reports. Because our emphasis is on earnings management per se, and not on the direction of the earnings management, the measure abstracts from the sign of the accruals by using the absolute value of quarterly discretionary accruals (Reynolds and Francis, 2000).

Discretionary accrual model involves first the computation of total accruals, therefore total accruals models are presented first, followed by discretionary accrual model.  The balance sheet approach for the computation of total accruals, TA, is as follows:

TQAit
=  ΔCAit – ΔCLit- ΔCashit + ΔSTDit- DEPit


(1)

Where


TQAit

= 
total accruals for firm i in quarter t; 

ΔCAit

= 
change in the current assets for firm i in quarter t;

ΔCLit

=
change in current liabilities for firm i in quarter t;
ΔCashit
= 
change in cash and cash equivalent for firm i in quarter t;
ΔSTDit

= 
change in current maturities of long-term debt for firm i in

quarter t;
DEPit

= 
depreciation and amortization expense for firm i in 
quarter t.
Next, the estimates of the firm-specific parameters are obtained by using the following model in the estimation period;
TQAt / Ait-1 =   α1 (1/Ait-1) + β1 (ΔREVit / Ait-1) + β2 (PPEit/ Ait-1) +ε 
(2)
Where

Ait-1

= 
total asset for firm i at the end of quarter t-1;

ΔREVit
= 
revenue for firm i in quarter t less revenues quarter t-1;
PPEit

= 
gross property, plant and equipment for firm i at the end 
 


of quarter t;
α1, β1, β2
= 
represent the OLS estimates of α1, β1, β2;
ε 

=
 residual.

The fitted value (denoting the estimated parameters by α1, β1, β2) obtained from the above regression measures nondiscretionary accruals: 

QNDAit 
   =   α1 (1/Ait-1) + β1 [(ΔREVit-ΔRECit )/ Ait-1)] + β2 (PPEit / Ait-1)
(3)
The residual measures discretionary accruals:

QDAit  =  TQAit/Ait-1  – QNDAit   





(4)

where 

QNDAit 

= 
nondiscretionary accruals for firm i in quarter t; 
QDAit


=
discretionary accruals for firm i in quarter t;
ΔRECit


= 
net receivables for firm i in quarter t less net 
receivables in  quarter t-1.
Finally, we sum the absolute values of quarterly accruals to compute a composite measure of quarterly discretionary accruals. Thus for the Jones model:
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SAQDAit
       =


where SAQDAit is sum of absolute quarterly discretionary accruals for firm i in year t
3.2 Regression models

We use the following cross-sectional regression model to examine the association between audit committee characteristics, audit firm size and earnings management:

[image: image5.wmf]å

=

4

1

t

it

QDA

SAQDA     =
      

Where

SAQDA
=
sum of absolute quarterly discretionary accruals;
ACMEET
=
the number of meetings held by the audit committee;

ACTEN
=
average tenure of the audit committee;
ACEXP
=
 proportion of committee members with accounting or 




financial expertise;

BIGFOUR
=
indicator variable with the value of “1” if audited 
by Big4 and “0” otherwise;


SIZE

=
natural log of total assets;

DEBTA
=
total liabilities divided by total assets;

GROWTH
=
revenue growth ((revenuet – revenuet-1)/revenuet-1);
BODSIZE
=
total of board members;
BODIND
=
proportion of independent directors;
DUALITY
=
indicator variable with the value of “1” if the roles of 
chairman and CEO are combined and “0” otherwise;
MGR

=
percentage of CEO shareholdings.

4. RESULT
4.1 Descriptive statistics
Table 1 shows descriptive statistics for the variables in the models.  The mean sum absolute quarterly discretionary accruals (SAQDA) is 36% of total assets. With respect to audit committee composition variables, we find that the average audit committees hold a little bit under 6 meetings per year. On average 43 percent of audit committees were accounting or financial experts and the sample audit committees have served the firms for approximately 4.24 years.  Table 1 also shows that 63 percent of the sample firms employ Big4 audit firms as opposed to only 37 per cent of the companies employing non-Big4 public accounting firms as their auditors.

The average natural log of total assets for the companies in the study is 9.60 (฿14,626.90 million) and 44% of total assets were financed by issuing debt (DEBTA).  The mean number of growth rate is 12%.  Thirty-five percent of overall board members are independent directors.  On average, boards of directors have 11.03 members.  CEOs own about 20.27% of the sample firms’ stock.  Only 33.30 percent of the sample companies have CEO duality.
Table 1: Descriptive statistics (n = 457)
	Panel A: Continuous variables

	Variable
	Minimum
	Maximum
	Mean
	Standard

deviation

	SAQDA


ACMEET
ACTEN

ACEXP

SIZE

DEBTA
GROWTH
BODSIZE

BODIND(%)
MGR
	0.01
1

0.06
0.00

7.94
0.0076

-0.94
6
14.29

0.00
	1.24
23

9.32
100
11.88
1.72
2.65

25
72.73
97.39
	0.36
5.95

4.24
43.00
9.60
0.44

0.12

11.03
34.85
20.27
	0.22
2.91

2.02
27.80
0.62
0.23

0.31

2.69

10.16
23.16

	Panel B: Dichotomous variables

	Variable
	Yes
	%
	No
	%

	BIGFOUR

DUALITY
	286
152
	62.60
33.30
	171
305
	37.40
66.70


SAQDA
=
sum of absolute quarterly discretionary accruals;
ACMEET
=
the number of meetings held by the audit committee;

ACTEN
=
average tenure of the audit committee;
ACEXP
=
 proportion of committee members with accounting and financial 
expertise;
BIGFOUR
=
indicator variable with the value of “1” if audited by Big4 and 
“0” otherwise;

SIZE

=
natural log of total assets;
DEBTA
=
total liabilities divided by total assets;
GROWTH
=
revenue growth ((revenuet – revenuet-1)/revenuet-1);
BODSIZE
=
total of board members;
BODIND
=
proportion of independent directors;
DUALITY
=
indicator variable with the value of “1” if the roles of chairman 
and CEO are combined and “0” otherwise;
MGR

=
percentage of CEO shareholdings.

4.2 Regression results

Table 2 provides the results from a regression where the dependent variable is sum of absolute quarterly accruals.  The overall model is significant (F-value = 3.157, p < .000), and, consistent with prior research, the model’s explanatory power is quite low, as reflected by the adjusted R2 of .049 (Xie et al., 2003; Bradbury et al., 2004 and Yang and Krishnan, 2005).  
Table 2: Regression Results
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SAQDA     =
      

	Variables
	Expected

Sign
	
	Coefficients
(β)
	t-statistic


	Intercept

BIGFOUR

Audit committee variables

ACMEET

ACTEN

ACEXP

Control variables

SIZE

DEBTA

GROWTH

BODSIZE

BODIND

DUALITY

MGR
	None

-

-

-

-

-

+

+

-

-

+

-
	
	1.3322
0.0022

-0.00003

-0.0119

0.0109

-0.0946
0.0019
0.0796
-0.0015
-0.0224
-0.0257
-0.0003
	6.8611*

0.8776

0.8777

-2.0440*

0.2548

-4.0329*
0.0342

2.0635*

-0.2777
-0.1648
-1.0154
-0.5753

	F-value

Sig. F

R2
Adjust R2
	3.157

0.000

0.072

0.049
	
	
	


* indicate significance at the 5% levels
ACMEET
=
the number of meetings held by the audit committee;

ACTEN
=
average tenure of the audit committee;
ACEXP
=
 proportion of committee members with accounting and financial 
expertise;
BIGFOUR
=
indicator variable with the value of “1” if audited by Big4 and 
“0” otherwise;

SIZE

=
natural log of total assets;
DEBTA
=
total liabilities divided by total assets;
GROWTH
=
revenue growth ((revenuet – revenuet-1)/revenuet-1);
BODSIZE
=
total of board members;
BODIND
=
proportion of independent directors;
DUALITY
=
indicator variable with the value of “1” if the roles of chairman 
and CEO are combined and “0” otherwise;
MGR

=
percentage of CEO shareholdings.
The first hypothesis states that there is a negative relationship between earnings management and audit firm size. However, the result indicates that there is no significant relationship between audit firm size and SAQDA. This finding is in contrast to that found by DeFond and Jiambalvo (1991), Becker et al. (1998), Francis et al. (1999) and Gore et al. (2001) where audit firm size is negatively related earnings management.  
The result also indicates that there is no significant relationship between audit committee meeting frequency and earnings management. Thus, the second hypothesis is rejected.  However, the result in table 2 shows that there is a significant negative relationship between the average tenure of audit committees and quarterly earnings management. The result indicates that the experience of audit committees is associated with reduced levels of discretionary accruals.  This is consistent with the findings of Beasley (1996) and Yang and Krishnan (2005) study, which indicate that the average tenure of audit committee directors is negatively associated with earnings management.

The relationship between audit committee members with accounting or financial backgrounds and earnings management is found to be insignificant in this study.  In this regard, the finding is similar to that of Yang and Krishnan (2005) who found no relationship between the existence of accounting or financial expertise on the audit committees and earnings management. However, this finding is in contrast to what Bédard et al. (2004) and Xie et al. (2003) found.  Their studies show that audit committee members with accounting or financial backgrounds are effective monitors in reducing earnings management, thus rejecting H4.


Among the control variables, only size and growth are found to be significantly related to quarterly earnings management.  This supports the theory that smaller companies that are subject to less scrutiny by the authorities and regulators are more inclined to engage in earnings management. As predicted, companies with high growth opportunities are more inclined to manipulate their earnings.  These findings are consistent with those found by Xie et al. (2003) and Yang and Krishnan (2005) who reported that firm size is significantly related to earnings management and Smith and Watts (1992) and Lee et al. (2006) who also found growth opportunities to be significant and positively related to earnings management.

5. SENSITIVITY ANALYSES

This paper provides evidence on the relationship between audit committee characteristics, audit firm size and quarterly earnings management.  Prior studies have focused on the relationship between audit committee characteristics, audit firm size and management of annual earnings. Thus, in this section, we measure discretionary accrual from annual earnings instead.  To ensure that audit committees and auditors can constrain the earnings management in both quarterly financial statements and annual statements.
Table 3: Regression Results (Sensitivity analyses)
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AADA     =
      

	Variables
	Expected

Sign
	
	Coefficients
(β)
	t-statistic


	Intercept

BIGFOUR

Audit committee variables

ACMEET

ACTEN

ACEXP

Control variables

SIZE

DEBTA

GROWTH

BODSIZE

BODIND

DUALITY

MGR
	None

-

-

-

-

-

+

+

-

-

+

-
	
	0.1748
0.0092
-0.0005
-0.0070
0.0200
-0.0049

-0.0157

0.0476
-0.0033
0.0149
0.0082
-0.0001
	2.3814*
0.9656
-0.3030
-3.1887*
1.2485
-0.5529

-0.7476
3.2679*

-1.6278
0.2898
0.8591

-0.5760

	F-value

Sig. F

R2
Adjust R2
	2.998

0.001

0.069

0.046
	
	
	


* indicate significance at the 5% levels

AADA

=
absolute annual discretionary accruals;
ACMEET
=
the number of meetings held by the audit committee;

ACTEN
=
average tenure of the audit committee;
ACEXP
=
 proportion of committee members with accounting and financial 
expertise;
BIGFOUR
=
indicator variable with the value of “1” if audited by Big4 and 
“0” otherwise;

SIZE

=
natural log of total assets;
DEBTA
=
total liabilities divided by total assets;
GROWTH
=
revenue growth ((revenue – revenuet-1)/revenuet-1);
BODSIZE
=
total of board members;
BODIND
=
proportion of independent directors;
DUALITY
=
indicator variable with the value of “1” if the roles of chairman 
and CEO are combined and “0” otherwise;
MGR

=
percentage of CEO shareholdings.

Table 3 show that only “average tenure of the audit committee” is found to be significant and negatively related to annual discretionary accrual.  This is consistent with our tests on quarterly discretionary accrual which show that there is a significant negative relationship between the average tenure of audit committees and quarterly earnings management.

The result indicates that the experience of audit committees is associated with reduced levels of earnings management in both quarterly financial reports and annual financial reports.
6. SUMMARY AND CONCLUSION

The objective of the study is to examine the relationship between audit committee characteristics, audit firm size and earnings management in quarterly financial reports.  This study examines the combined effects of audit committee effectiveness and audit quality on earnings management since these monitoring mechanisms are important constraints on earnings management. Data were obtained from 457 proxy statements filed with the SET.  We examine 3 characteristics of audit committees: the number of meetings of audit committees, the average tenure of audit committees and the proportion of the audit committees with accounting or financial expertise.  In addition, we also examine external audit quality which is measured by audit firm size.

We find that there is a significant negative relationship between the average tenure of audit committees and quarterly earnings management.  Similarly, Yang and Krishnan (2005) found that the average tenure of audit committees is negatively associated with earnings management.  This finding implies that experience on the job may contribute to increased monitoring of earnings quality.  However, we find no significant in other hypothesis (hypothesis 1, 2 and 4)


Considering the first, second and fourth hypothesis, we find that the variables examined are not associated with quarterly earnings management. As aforementioned, SET noted that audit committee shall consist of at least 1 committee member that has knowledge, understanding or experience in accounting or finance and meetings should be held at the average of 4 times a year.  In fact, public listed companies adopt exactly this recommendation. Most companies have 1 committee member with accounting or finance background and hold at least 4 meetings a year.  Thus, there is no variety in data.  Same as audit firm size, public listed companies often select Big Four firms because they believe that the choice of a Big Four firm is less likely to be criticized in the event of negative future problems.
NOTE
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