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Executive Summary

This research investigates the association between the board of directors, audit committee and earnings management with respect to the debt/equity hypothesis. The research is related to listed organizations in the Netherlands. In order to provide the association of the board, audit committee and the use of earnings management in Dutch situation, a dataset of AEX companies have been used. 

Existing literature about earnings management presents that managers in order to show the organization’s performance in a better perspective have the incentives to influence the published earnings. The major reporting scandals in 2001 in 2002 have damaged the confidence in corporate governance. In addition, stakeholders, and investors and regulators had the aim to prevent such scandals. Subsequently, concerning US listed organizations the Sarbanes-Oxley act (2002) has been implemented. Concerning the Dutch stock exchange quoted firms in 2004, the Tabaksblat Code have been implemented. Both, the SOX and Tabaksblat Code have the purpose to restore the trust in the corporate governance.

The two important components of corporate governance could be identified as the board of directors and the audit committee. The function of the board of directors is to evaluate the financial reporting process of an organization. The board need to fulfil several responsibilities and need to be independent and competent. The board size is also an essential characteristic of the board. According to the Tabaksblat Code, when the supervisory board includes more than four members this board should be separated in several committees. One of these committees is the audit committee. 

In paragraph III.5.4, in the Tabaksblat Code is stated that the audit committee should focus on the organization’s internal risk management and control systems and should provide the management board support in decision-making. Subsequently, the essential characteristics of the audit committee could be specified as the independence, the competence, and the frequency of the committee meetings. 

Another element in this research involved, is the debt/equity hypothesis. Organizations with a high debt/equity ratio seem to have a negative performance, which concerning the stakeholders and concerning the investors is not satisfactory. Consequently, it is assumed that to provide the performance in better perspective managers will have the motives to influence the debt/equity ratio. 

Consequently, the findings of this research presents that the debt/equity ratio is positively correlated to the use of earnings management. However, an independent board is negatively correlated with debt/equity ratio. Consequently, the more independent a board is, the less influence on earnings exists. 

In addition, the board independence, the board competence, and the board size are also negatively correlated with the use of earnings management. 
A supervisory board that acts independently and has the competence to monitor in an appropriate way will reduce the influence on earnings. In support of this, the audit committee should also act independently and should be competent. A special point of attention related to the audit committee is the frequency of the committee meetings. The meetings of the committee members could be specified into the audit committee meetings and the committee meetings with the external auditor. In the Dutch corporate governance code, is stated that the audit committee should meet the external auditor at least once a year. However, the results of this research present that only the committee meetings with only the committee members have a significant effect on the use of earnings management.

The general results of this research indicate that the debt/equity ratio, board of directors and audit committee have a significant effect on the use of earnings management. 

1.  Introduction

1.1 Background

Healy and Wahlen (1998, p.6) describe earnings management as ‘earnings management occurs when managers use judgement in financial reporting and in structuring transactions to later 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’.

The role of earnings management has acquired significant attention by users and press. The former chair of the SEC, Arthur Levitt has indicated that there were concerns on earnings management. 

In response to the SEC’s concerns, the New York Stock Exchange (NYSE) and the National Association of Securities Dealers (NASD) sponsored the Blue Ribbon Committee (BRC).
 The BRC’s recommendations addressed audit committee independence, minimum size, and financial expertise of members. The BRC also made several recommendations related to audit committee charters and communications with the external auditor and with shareholders. The SEC subsequently adopted certain recommendations made by the BRC regarding the audit committee. 

An audit committee has an important monitoring function to assure the quality of the financial reporting and the corporate accountability (Carcello and Neal 2000).

As a liaison between the external auditor and the board, an audit committee bridges the information asymmetry between them, facilitates the monitoring process (Klein 1998), and enhances the independence of an auditor from management (Mautz and Newmann 1977).

However, major financial reporting scandals of 2001 and 2002, notably Enron and WorldCom, resulted in federal legislation, The Sarbanes- Oxley Act 2002.
 In the Netherlands, the Tabaksblat Code is the corporate governance code.

The Sarbanes- Oxley Act mandated a number of reforms to enhance corporate responsibility, enhance financial disclosures and combat corporate and accounting fraud, and created the "Public Company Accounting Oversight Board," also known as the PCAOB, to oversee the activities of the auditing profession.
 Also in the Netherlands, the corporate governance received significant attention. Accounting scandals have accelerated the introduction of changes in laws. In 2003 the Tabaksblat Code’ is introduced. 

The aim of this code is to promote sound corporate governance with Dutch stock exchange quoted companies. The Code contains principles, elaborated in the form of specific best practice provisions, which focus on the company’s stakeholders and other parties (including institutional investors).

Corporate governance codes around the world, in drawing out the procedures for improving the quality of financial statements, have emphasized the fiduciary role of the board of directors in curbing opportunistic earnings manipulation and in ensuring that earnings figures convey true information about the firm operations (Young, 2000).

According to the studies of Klein (2002) and Xie (2003) the audit committees has an important function in preventing earnings management. They have specified that the intensity of earnings management be in reverse associated to the scope of audit committee independence. The credit crisis nowadays has ensured attention to the function of audit committee and to board of directors on earnings management. 

1.2 Objectives

The association between audit committee, board of directors and earnings management could be analysed in several ways. 

The most studies analyze the relationship between corporate governance and earnings management in the field of the bonus plan hypothesis. 

Healy (1985) investigates the link between the use of discretionary accruals and the level of the bonus of managers. He explains that the managers, through changing accounting procedures, can have effect on the bonus they want to receive.
The objective of this research is to examine the effect of the audit committee and the board of directors on earnings management with respect to the debt/equity hypothesis.

The debt/equity hypothesis suggests that managers of firms facing higher contracting and monitoring costs of debt are more likely to use income-increasing accounting decisions than managers of firms facing that have lower contracting and monitoring costs of debt.
 The political cost hypothesis implies the association between political activities and the accounting procedures that affect earnings. 

1.3 Formulation of the problem

The problem of this thesis could be specified as:

‘’What is the effect of the board of directors and audit committee on earnings management with respect to the debt/equity hypothesis?’’

In order to answer the main question, answering following sub questions is relevant:

1. What is the content of the term earnings management?

2. What are characteristics of the board of directors?

3. What is the role of the audit committee?

4. In which way can the audit committee and board of directors influence the earnings management in the field of debt/equity hypothesis?

1.4 Methodology 

The purpose of this research is to gain significant information about the association between the audit committee, board of directors and earnings management. The research question will be answered through a theoretical review and the observation of data and information. Different books, articles, internet sites, and annual reports will be used to achieve the purpose of this thesis. 
The last sub question contains the relationship between the audit committee, board of directors, and earnings management. To investigate for correlations between the audit committee, the board of directors and earnings management, based on the obtained data, in SPSS a regression will be executed. 

1.5 Structure

The remainder of this thesis is structured as follow. 

Chapter 2 of this thesis describes the content of the term earnings management. Chapter 3 chapter will comment the characteristics of the board of directors. The attention in the second part of chapter 3 will be on the board size, board independence, and board competence and the outline of the Tabaksblat Code. The next chapter will describe the role of the audit committee; the components that will be commented are the audit committee independence, competence of audit committee members, and audit committee activity. Chapter 5 of this thesis contains comments on prior research. The view of different academicians will be outlined related to the subject earnings management. This part of the research will also present the hypotheses.  Chapter 6 presents the research design. The following chapter provides the results and the analysis of the empirical part of this research. Finally, chapter 8 will provide the summary and the conclusion. 
2. Earnings management

2.1 Introduction

The purpose of this chapter is to provide a view about the content of the term earnings management. The first paragraph comments the definition of the term earnings management based on recent literature. Next, an outline of the basic incentives of earnings management is presented. In addition, paragraph three provides forms of earnings management according to Stolowy and Breton (2000). To answering the research question, understanding of the different forms of earnings management is essential. 

2.2 Definition of the term earnings management 

Many definitions exist focusing on the term earnings management. The widely used definitions are from Schipper and from Healy and Wahlen. The definition of earnings management according to Schipper (1989, p. 92) could be presented as follow:

“Disclosure management, in the sense of a purposeful intervention in the external financial reporting process, with the intent of obtaining some private gains (as opposed to, say, merely facilitating the neutral operation of the process”.
The definition of Schipper points out that earnings management could arise in various divisions of the external financial reporting process. In addition, it could appear in various forms. Schipper also presents the term earnings management based on an informational viewpoint. Earnings could be displayed as a signal that could be used for the process of certain decisions. The information perspective in this definition is relevant. A less significant element is the actual value of the earnings number. The actual value perspective is opposed to the true income perspective. 

Healy and Wahlen (1998, p. 6) present the term earnings management as: “Earnings management occurs when managers use judgement in financial reporting and in structuring transactions 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” 

According to the definition of Healy and Wahlen, managers have the opportunity to use different methods to their decisions. 

Managers use these different methods to misinform the stakeholders about the economic performance of the organization. Subsequently, because the focus is on the managerial intention, and this is imperceptible the operationally use of these definitions are difficult to. However, a concrete form of earnings management could be qualified as financial fraud. 

A clear definition is then presented by Dechow and Skinner (2000, p.238):“the intentional, deliberate, misstatement or omission of material facts, or accounting data, which is misleading and, when considered with all the information made available, would cause the reader to change or alter his or her judgment or decision.”
According to Dechow and Skinner (2000), different shades of earnings management exist namely: conservative accounting, neutral accounting, aggressive accounting, and fraudulent accounting. 

Figure 1: The distinction between Fraud and Earnings Management, 

Dechow and Skinner 2000
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When analyzing the figure above it is obtainable that conservative accounting, neutral earnings, and aggressive accounting are within the Generally Accepted Accounting Principles (GAAP). The fourth group ‘fraudulent accounting’ is in violation with the Generally Accepted Accounting Principles (GAAP). It is incorrect to identify the accounting methods in the last group as decisions of management, because these methods violate Generally Accepted Accounting Principles. Therefore could be represented as fraud. In addition, Dechow and Skinner (2000) have provided a model where there is a clear distinction between the four groups, however this distinction is difficult to make in practice.  

2.3 Incentives for the use of earnings management
Several studies have reported the incentives for the use of earnings management. The choices of accounting methods present the management of a firm the opportunity to influence the level of income of the organization. Between managers and shareholders, the level of income is widely used. Managers have strong incentives to influence income numbers that would provide advantages for them (Watts and Zimmerman, 1986). 

The agency theory explains the relationship between the principal and the agent. More precisely, when analyzing the relationship between the stakeholders and the managers it is obtainable that they want to maximize their own wealth level. In addition, it is expected that the manager will not always handle in the behaviour of the stakeholders. However, the principal has the opportunity to set boundaries in order to limit disagreements with the agent. The principal could create motives for the agent and could acquire monitoring costs to prevent unsatisfactory activities of the agent. Moreover, in several circumstances the agent will obtain payments to expend resources to assure that he will not involve in activities, which would damage the interests of the principal. The agents could also be ensured to compensate the principal when he is involved in certain activities. On the other hand, it is generally unrealistic that the agent will handle in the perspective of the principal without any costs. As signalled above, commonly agency relationships will include monitoring costs and bonding costs.  

Another theory important in the explanation of the incentives for the use of earnings management is the positive accounting theory. In this theory, Watts and Zimmerman have used the basic points of the agency theory. 

Positive accounting theory of Watts and Zimmerman is one of the most known theories. Watts and Zimmerman (1978) argue that individuals will be involved in certain activities that maximize their utility level and in order to achieve that level they will lobby. In addition, they comment that their intention is to identify factors, which will generate those advantages in the lobbying process. The main issue in this case is in which way accounting standards could influence the wealth of managers. 

Management wealth could be identified as a function of the change in share prices and change in cash bonuses. Subsequently, it is predictable that managers will have incentives to take actions in order to influence the earnings. 
In addition, an increase of earnings will lead to a higher management wealth level.  There could be a situation where the costs of accounting lead to higher earnings, but this could outweigh the advantages of earnings. Therefore, managers should take actions against such changes.  

Subsequently, Watts and Zimmerman (1978, p. 118) comment that: 

‘’…managers have greater incentives to choose accounting standards which report lower earnings (thereby increasing cash flows, firm value, and their welfare) due to tax, political, and regulatory considerations than to choose accounting standards which report higher earnings and, thereby, increase their incentive compensation. However, this prediction is conditional upon the firm being regulated or subject to political pressure. In small, (i.e., low political costs) unregulated firms, we would expect that managers do have incentives to select accounting standards which report higher earnings, if the expected gain in incentive compensation is greater than the forgone expected tax consequences’’.

They also have underlined several hypotheses for accounting choices.

- The bonus plan hypothesis 
Comments that "Ceteris paribus, managers of firms with bonus plans are more likely to choose accounting procedures that shift reported earnings from future periods to the current period" (Watts and Zimmerman 1986, p.208).

Shifting earnings from future periods to an earlier period represents that managers obtain their bonus payment earlier than it should be. In addition, if management’s compensation is related to an upper limit and the organization has realized the highest level of bonus, then the organization has the motive to increase bonus payments from future periods. However, when the organization had to deal with a negative result, or was not able to realize the bonus targets, then the management could have the incentive to use ‘big bath’ accounting. This form of earnings management will be presented in the following paragraph.  

- The debt/equity hypothesis 

This hypothesis indicates that managers of organizations with a high debt/equity ratio have the motives to take the earnings from future periods in the current period. 

In addition, this hypothesis presents the decision process of management in organizations related with higher and lower contracting and monitoring costs of debt. 
Managers that have to deal with high contracting and monitoring costs have the incentives to make more decisions that will realize higher earnings. In addition, managers of organizations with low contracting and monitoring costs will have fewer incentives to make such decisions. 

Subsequently, if the debt/equity hypothesis could be useful in presenting managers’ decision behaviour over the valuation allowance, than it can be obtained that management who are involved in violations of accounting-based constraints related to debt have more motives to influence the valuation allowance. 
- The political cost hypothesis 
When analyzing the political costs hypothesis, it is remarkable that the management of organizations with high political cots has the incentives to shift the current earnings to the future. 

In addition, the political costs of an organization could be related to the company’s size. The reason for this is that organizations with a large size are obtained as more visible, and are important for government and investors. As signalled before, management uses several methods to influence the level of earnings. Subsequently, the political cost hypothesis presents that managers have the motives to decrease income to prevent the organization from political interest. Subsequently, when this hypothesis could be useful in the explanation of management behaviour over the valuation allowance, then it is obtainable that the management of larger and more visible organizations will have more incentives to make decisions for larger valuation allowance in comparison to the management of smaller organizations. 

2.4 Forms of earnings management

The management of organizations has several methods to manage the earnings. Management could select certain accounting methods to increase or to decrease earnings. Consequently, several forms of earnings management exist.

According to Stolowy and Breton (2000), the common forms of earnings management could be specified as big bath accounting, income smoothing, and creative accounting. These forms will be explained in the following part of this paragraph. 

Big bath accounting is an earnings management form in which the management of an organization manipulates income statement to present bad results in an even worse view. 
To enhance the earnings the next period, big bath accounting is generally applied in a period with bad results. According to Pourciau (1993), new CEOs sometimes use big bath accounting, consequently they create the opportunity to shift the guilt of the firm’s bad results to the prior CEOs. In addition, the new CEOs would have benefits for next period’s improvements. When analyzing results of big bath accounting, it is obvious that it differs from results without manipulation. Moreover, big bath accounting is a method that is used to smooth steady profit for future periods.

Healy (1985) argues that big bath accounting by managers is used to make large write-offs to realize a bonus change. In addition, when a CEO recognize that the organization will not be able to achieve the earnings targets, then the CEO will have incentives to shift earnings from present period to future periods. By taking earnings in future periods, the CEO creates the possibility to obtain a higher bonus payment in the future. In support of this, Abarbanell and Lehavy (2003) have presented that when organizations’ financial reserves and pre-managed earnings are not enough to accomplish earnings targets, management will be motivated to make income-decreasing decisions. 
Managers act in this behaviour in order to increase future financial reserves. Kirschenheiter and Melumad (2002) have provided evidence that big bath accounting and smoothing of income could be presented as a financial reporting strategy. This means that for sufficiently negative news, the management under-state earnings by the upper-limit in order to make use of big bath accounting in the current period to shift higher earnings to future periods. 

Smoothing of income is also an earnings management form. The objective of this form is to realize a progressively increasing stream of earnings. When the profits of the organization are large enough, the management will spread this over several accounting years. The aim is to decrease the variance of the profit. Several researchers have investigated the association of steady stream of profits and market participants. In addition, they have found significant evidence that the use of steady stream of profit mislead the market participants. The belief that managers may smooth income with the intent to decrease the variance of the profit and provide participants an inappropriate view of organization’s performance was first recommended by Hepworth (1953). 
Later, several authors have written about this subject. Authors exist, which have presented their own definition for income smoothing. 

Beattie et al (1994, p 793) comment that:

‘Smoothing can be viewed in terms of the reduction in earnings variability over a number of periods, or, within a single period, as the movement towards an expected level of reported earnings’.

Fudenberg and Tirole (1995) have also proposed their own definition for income smoothing, namely:

‘IS is the process of manipulating the time profile of earnings or earnings reports to make the reported income stream less variable, while not increasing reported earnings over the long run’.

Creative accounting

Creative accounting in a professional perspective
Stolowy and Breton (2000) suggest that creative accounting could be viewed from a professional perspective and academic perspective. These two perspectives will be explained in the following part of this paragraph. Creative accounting is a form to manipulate earnings and is a subject that needs to have much attention by the commonly stakeholders and by commentators of market activities. 
They paid attention to creative accounting because of the results of market observations and not because the theory predicts issues of attention. 

It was obvious to them that organizations were using creative accounting to mislead investors, the organizations presented their results in a better perspective, and then they should report. Several journalists and annalists have presented their view about creative accounting. Their views will be presented in the next section of this paragraph. Jameson (1988) has presented his vision about creative accounting through his paper ‘A Practical Guide to Creative Accounting’. In support of this, another British analyst Griffiths (1986) have pointed out that every organization in the country is presenting its profits in an inappropriate way. 
Because of the misrepresenting effect of creative accounting, several French analysts have compared this form of earnings management with art. One of these analysts is Bertolus (1988), he has provided his belief about creative accounting as ‘The art of computing its profits’. Another French analyst Gounin (1991) has provided ‘The provisions or the art of saving money’. 
Graig and Walsh (1989) have suggested that unfavourable critics to misrepresentation of results by Australian organizations become more visible in the press. Consequently, the press is obtaining creative accounting as a method to cheat and mislead investors. 
 
Creative accounting in an academic perspective

Several papers present the term creative accounting as window-dressing. As signalled before creative accounting or window-dressing is a strategy to present the financial statements in a better perspective then they really are. However, Naser (1993) has explained in his book ‘Creative Financial Accounting’ that it is important to understand the causes and results of presenting organization’s performance in a better perspective. In addition, most studies on creative accounting have examined the influence on earnings, but it is also relevant to examine the influence on the association between debt and equity. It is also relevant to analyze organization’s risk. For several researchers the depth analysis of accounts was useful to recognize suspicious accounting procedures. 
Moreover, important factors in certain research are the level of education and experience of researchers. The level of knowledge and experience has a relevant function in the distinction between acceptable and unacceptable activities. When analyzing the outcomes of these results it is obtainable that financial figures are successfully influenced to create a better image of the organization and that the investors agree with a lower rate of return. Breton and Taffler (1995) have examined the behaviour of analysts related to window dressing. The authors concluded that the analysts have ignored the component window-dressing; they did not make corrections for this influence. 
2.5 Summary 

This chapter provides the content of the term earnings management. In the scientific literature, many definitions of earnings management exist.

Dechow and Skinner (2000, p.238) argue that: “the intentional, deliberate, misstatement or omission of material facts, or accounting data, which is misleading and, when considered with all the information made available, would cause the reader to change or alter his or her judgment or decision.” 

To accomplish more knowledge about earnings management, it is relevant to present the incentives for earnings management. Managers have strong motives to influence earnings that would increase their advantages. This behaviour of managers could be explained by the agency theory. The agency theory explains the relationship between the principal and the agent. 
The manager (agent) will act in the direction to maximize its own wealth level, even if this is against the preferences of the stakeholders (principal). Paragraph 2.3 also explains the association between the positive accounting theory and earnings management incentives. In addition, Watts and Zimmerman provide three hypothesis for accounting incentives, namely the bonus plan hypothesis, the debt/equity hypothesis and the political cost hypothesis. The bonus plan hypothesis comments that "Ceteris paribus, managers of firms with bonus plans are more likely to choose accounting procedures that shift reported earnings from future periods to the current period" (Watts and Zimmerman 1986, p.208). The debt/equity hypothesis comments that organizations with a low solvability level will implement accounting methods that increase the earnings. In addition, the political cost hypothesis comments that the management of organizations with high political costs will implement accounting methods to decrease these costs. 
In paragraph 2.4, the different forms of earnings management according to Stolowy and Breton (2000) have been presented.  These forms are the big bath accounting, income smoothing, and creative accounting. According to Stolowy and Breton (2000), creative accounting could be divided in a professional and academic perspective. Subsequently, big bath accounting is an earnings management form in which the management of an organization manipulates income statement to present bad results in an even worse view.  Several managers of organizations with high profits spread this profit over several accounting years. The aim is to decrease the variance of profit. This is called income smoothing. In addition, the last form of earnings management explained in paragraph 2.4 is creative accounting.  Creative accounting or window-dressing is a strategy to present the financial statements in a better perspective then they really are. Consequently, this chapter has provided an answer on the first sub question: ‘What is the content of the term earnings management’?

The next chapter of this research will present an outline of characteristics of the board of directors.
3. Board of directors
3.1 Introduction

This chapter will provide an overview about the characteristics of the board of directors. The chapter begins with an explanation of the duties of the board of directors.  The second paragraph describes the characteristic board size. Next, the effect of board independence on the role of board of directors will be presented. Another important characteristic of the board, board competence will be presented. Because the research is related to Dutch companies in the Netherlands, the Tabaksblat Code will be outlined with the board characteristics. 

3.2 Duties of Board of directors

This research includes the characteristics of the board of directors and audit committee. When analyzing the board of directors it is obvious that the audit committee is a part of the board. In addition, the board of directors could be identified as a group of elected members, which has the function to evaluate the financial reporting process of an organization. In support of this, the Public Oversight Board (1995, p.3) suggests that the board has an import responsibility to fulfil in the reporting process. 

Duties and liabilities of corporate officers and directors should always contain the two sine qua nons of professional responsibility. They are ‘honesty and integrity’.
 According to Ewing (1979), the following duties are included in the function of the board of directors:

· Responsibilities to the public and the company’s shareholders;

The board of directors should fulfil its responsibilities and duties to the public and organization’s shareholders. Furthermore, the board members have the function to maintain the level of assets. The assets are essential for realizing trust in the organization.

· The board of directors selects the chief executive officer and instructs him/her with a job description program that details purposes, duties, limits of control/responsibilities for managing the company;

This part of board’s responsibility includes the evaluation of the CEO’s performance in the short and long term. It also includes the productivity level of the organization and the effectiveness of plans that have been introduced by the board. 

· Interacting company objectives, budgets and long-term planning strategy vis-à-vis matrix probability and cash discount funding accountability;

Another responsibility of the board is to make decisions whether an organization’s budget is efficient or not. In addition, the board should agree with organization’s debt/equity strategies related to borrowing money. 

The board should also analyze the strategies of the organization in the field of business expansion, diminishing business area, and acquisition. Consequently, the board is also responsible to appeal audit committee’s view regarding compliance to business strategy and purposes. 
· Managing performance auditing;

The board of directors has the function to review the compensation payments of executives. It is also useful to involve outside management consultants in the evaluation of the organization’s performance. 

In addition, the board should also monitor and evaluate the benefits and legal rights of organization’s personnel. 

However, the responsibilities and duties of the board of directors differ with the extent of the organization. In addition, other elements exist that characterize the board of directors. One of a certain element is the board size.

3.3 Board size

The board size should have enough members in order to do their work appropriately and to have a certain level of knowledge, skills, and experience to fulfil its oversight role. A large board makes it difficult to ensure communication and trust between the members. According to Fama and Jensen (1983), a large board will cause complexities in the communication of the group. In addition, Lipton and Lorsch (1992) argue in their paper ‘A modest proposal for improved corporate governance’ that the increase of the board will have a negative effect on monitoring. Furthermore, a large board will also lead to simple control for CEO’s. Beasley (1996) specifies that a large board is related to a large probability of committing financial fraud. Moreover, Yermack (1996) reports that smaller board of directors are able to achieve better results than large boards. 
In addition, Ching et al. (2002) contend that there is an association between a large board  and influencing of earnings around SEOs. In support of this, Belkhir (2008) has examined the association between board size and performance banking in the United States of America from 1995 till 2002. The main finding of his research is that banks with larger boards create a higher performance.  
Besides, Dalton et al (1999) argue that a large board will lead to a higher level of expertise and creates the opportunity to communicate effectively with other board members.  Subsequently, more expertise will have a positive effect on the monitoring process. 

3.4 Board independence

Several papers and studies have indicated that the independence of the board is essential. Independent monitoring could be related to the agency theory. This theory identifies the common role of the board of directors as the monitoring function. 

The distinction between inside directors and outside directors should be recognized in this case. 

The board should monitor senior management, however there are inside directors who are involved in senior management team. It will be ineffective if directors should control themselves. Only independent directors should be involved in the monitoring process. 

There are authors that have provided evidence for the effectiveness of independent directors. In support of this, Rosentein and Wyatt (1990) comment that there is a positive correlation between outside directors and return of stock. According to these authors, the possibility that an outside director becomes CEO is more preferable than an inside director that becomes CEO. 

In addition, Beasley (1996) suggests that outside directors will maintain the independence of the board, since inside directors will take profits on behalf of stockholders. Weisbach (1988) have examined that there is a positive effect of outside directors on replacing CEO’s with bad results. Subsequently, the Blue Ribbon Committee argues that independent directors are important in the monitoring phase. Besides, Fama and Jensen (1983) presume that independent directors have reasons to improve their career as monitoring specialists.  

However, there are also studies that offer a negative relationship between outside directors and firm results. According to Karamanou and Vafeas (2005) corporate governance of this century has increased the need for independency. Several organizations have reacted to the need of independency through expanding their board size. Moreover, Agrawal and Knoeber (1996) find empirical evidence that the number of outside directors is negatively correlated with organization’s results. In addition, Subrahmanyam et al. (1997) argue that a rise in the number of outside directors have a negative influence on the performance of the organization. 

3.5 Competence of board members

As presented before, one of the functions of the board of directors is to maintain shareholders wealth. When analyzing the rules and regulations of the Sarbanes Oxley act (2002), NYSE and NASD, it is obtainable that the board of directors should be independent. However, another point of attendance for board members is the level of competency. According to the Cadbury committee (1992), the competency level of non-executive directors has an important function for the effectiveness of board of directors. The competency of the board members could be specified as the knowledge of the organization’s business environment and information in the area of governance. The non-executive directors could achieve competency by training and composing experience.  Subsequently, training is an essential form of obtaining knowledge about organization’s business environment. In support of this, Bedard and Chi (1993) present that experience is of special importance in achieving a certain level of competency. The obtained experience and knowledge of non-executive directors will provide them opportunities to improve the capability in their monitoring and reviewing role. 

Several authors have pointed out that average tenure influences experience and level of knowledge of non-executive directors. 
Kosnik (1987) argues that the time of non-executive directors spend in the organization has a significant effect on takeover proposals.  Namely, the longer the non-executive directors are involved in the company, the more the organization tends to refuse takeover proposals. 

However, several papers exist that provide a view concerning the relationship between non-executive directors and bad performing organizations. 

A study of Wagner (2009) has provided evidence that competent board members create higher shareholder value, since they have the knowledge to determine the quality of activities.  According to Chtourou et al. (2001) non-executive board members have the motivation to accomplish their monitoring function effectively. The reason for this is that directors of good performing companies give business the intention that they are competent. Therefore, the several directorships of non-executive directors could be identified as an indication of their competency level.

As signalled before, this research will examine the association between the audit committee, board of directors and earnings management. First, there is given an explanation in international perspective related to the association between the audit committee, board of directors and earnings management. 

However, this examination will be related to Dutch organizations, therefore the following paragraph will present an outline of the Tabaksblat Code and characteristics of board of directors in accordance with this code. 

3.6 Tabaksblat Code and characteristics of board of directors

Overview Tabaksblat Code

The financial reporting frauds in the recent history of the Netherlands have damaged the confidence in the Dutch corporate governance code. Consequently, the Tabaksblat Code is introduced in 2003 with the subtitle principles of good corporate governance and best practice provisions. The purpose of the Tabaksblat Code is to repair the confidence in the Dutch corporate governance through a more transparent system of checks and balances. Before the implementation of the final version of the Tabaksblat Code, there was a debate about this subject. Moreover, the final Tabaksblat Code includes the reactions of that debate. In addition, the Tabaksblat Code could be specified as principle based ad not as rule based. 

The principles of good practice and best practice provisions create a normative guideline for the behaviour of management board, the supervisory board, and the shareholders. It is not mandatory to act completely accordance the code; however, the organization must clarify the reasons for this in its annual report. The explanation of the reasons why an organization is not acting according to the code is based on the comply or explain principle in the British corporate governance code. 

Tabaksblat Code is applicable since 2004 to all Dutch listed organizations and whose shares or depositary receipts for shares have been admitted to listing on a stock exchange, or more specifically to trading on a regulated market or a comparable system. 

In addition, to all large companies whose registered offices are in the Netherlands and whose shares or depositary receipts for shares have been admitted to trading on a multilateral trading facility or a comparable system (referred to below as listed companies). 

The Tabaksblat Code presents principles and best practice provisions in five areas:

I) Compliance with and enforcement of the code
II) Management board
III) Supervisory Board
IV) The shareholders and general meeting of shareholders
V) The audit of the financial reporting and the position of the internal auditor function and of the external auditor
Characteristics board of directors

As signalled before the board of directors could be identified as a group of elected members, which has the function to evaluate the financial reporting process. The most essential ethics of a board are their honesty and their integrity. When analyzing an organization it is obtainable that the management board and supervisory board are related to corporate governance. This part of the research will provide an overview about the supervisory board according to the Dutch corporate governance code. 

According to this code, the supervisory board should manage the plans and strategies of the management board and the general relationships of the organization. 
Members of the supervisory board should also be able to present information and advice to support the management board in its function. Moreover, it is also important that the supervisory board be involved in activities that will be in the interest of the organization and its stakeholders. It is obvious that the members of the supervisory board are accountable for the quality of their work.  Their function also includes decisions related to hiring, firing, and compensating executives.  
However, essential characteristics of the board of directors are the board size, board independence, and board competence/expertise. These are presented in the paragraphs before in the international perspective and in this part of the chapter it will be presented in the view of the Tabaksblat Code. 
Board independence. 

The supervisory board should be arranged in such a manner, that the board members are capable to be active as a critical and independent individual. 

The members should not be influenced by the management or other particular interests. The rules of the Tabaksblat Code related to the supervisory board independence present that: All supervisory board members, with the exception of not more than one person, shall be independent within the meaning of best practice provision III.2.2. (see appendix 1)
As signalled in previous paragraphs board members could be recognized as insiders or as outsiders.

Several studies provide evidence that it is useful to obtain more outsiders than insiders, because there is a belief that outsiders are more independent than insiders are. However, there are also studies that present a negative view of outside directors. 

Subramanyam et al. (1997) suggest that a rise in the number of outside directors have a negative influence on the performance of the organization. 

Board expertise. 

According to the Tabaksblat Code, each member of the supervisory board should have the ability to understand the policy of the organization. When analyzing the expertise component, it is obtainable that it is the same as the international perspective. The code states that at least one board member should have a sufficient level of knowledge and experience in order to deal accurately with their reviewing function. A difference with international perspective is that after their appointment, all supervisory board members shall follow an induction programme, which, in any event, covers general financial, social and legal affairs, financial reporting by the company, any specific aspects that are unique to the company and its business activities, and the responsibilities of a supervisory board member.

Board size. 

When the supervisory board includes more than four members, it will be divided into an audit committee, a remuneration committee and a selection and appointment committee.  The committees should support the supervisory board in making appropriate decisions. If the supervisory board decides not to appoint an audit committee, remuneration committee or selection and appointment committee, best practice provisions III.5.4, III.5.5, III.5.8, III.5.9, III.5.10, III.5.14, V.1.2, V.2.3, V.3.1, V.3.2 and V.3.3 shall apply to the entire supervisory board. In its report, the supervisory board shall report on in which way the duties of the committees have been carried out in the financial year.
 The mentioned best practice provisions of the Tabaksblat Code are presented in appendix 1.As signalled before, several studies have examined the association of board size and organization’s level efficiency and effectiveness. Fama and Jensen (1983) have provided evidence that a large board will cause inefficiencies in the communication of the board. In support of this, Lipton and Lorsch (1992) have presented that an increase of the board members has a negative influence on the monitoring process. 
However, in comparison with the international perspective of board size, it is remarkable that international rules and regulations do not set boundaries for the board size. Moreover, in the Tabaksblat code is stated that the board should not include more than four members. When the board includes more than the permitted number of members, then it will be separated into an audit committee, a remuneration committee and a selection and appointment committee. According to the Dutch corporate governance code, any disagreement between the organization and supervisory board should be avoided. It is also the responsibility of the board, to provide solutions for disagreements between the organization and the members of the supervisory board.
3.7 Summary 

This chapter shows that the board of directors could be specified in several components. Nevertheless, important is to understand the responsibilities and duties of the board of directors. These duties are presented in the second paragraph of this chapter.  Paragraph 3.3 describes the influence of the board size on the effectiveness of the board.  It is essential that the board is large enough to maintain a certain level of knowledge, skills and experience and to realize its oversight role. Several papers discussed the size of the board. Authors exist, which provide evidence for the effectiveness of small boards. According to Fama and Jensen (1983), Lipton and Lorsch (1992), large boards lead to inefficient monitoring and complexities in the sense of communication. At the other hand, there are also papers that present a positive view about large boards. Next, the effectiveness of board independence is presented.  The distinction between inside and outside directors is important in the understanding of board independence. Several studies suggest that the outside directors have more impact on the organization’s results than inside directors. Rosentein and Wyatt (1990) have examined the relationship between outside directors and organization’s performance. They found a positive correlation between outside directors and stock return.  Moreover, paragraph 3.5 gives a view about the competence of board members.  The board members should be competent. This competency could be divided in two components, namely knowledge of organization’s business environment and governance. Finally, the Tabaksblat Code and the board characteristics are presented. The Tabaksblat Code is the Dutch governance code, which is implemented in 2003. The purpose of the Code is to repair the confidence in the Dutch corporate governance through a more transparent system of checks and balances. This is a system that could be identified as principle based. The Tabaksblat Code includes 5 areas of importance namely; I) Compliance with and enforcement of the code; II) Management board; III) Supervisory Board; IV) The shareholders and general meeting of shareholders; V) The audit of the financial reporting and the position of the internal auditor function and of the external auditor. This chapter has presented an answer to the second sub question of this research: ‘What are the characteristics of the board of directors? The following chapter will provide an outline of the role and characteristics of the audit committee. Moreover, the characteristics of the audit committee will also be pointed out in accordance with the Dutch corporate governance code.
4. Audit committee

4.1 Introduction

This chapter presents the role of the audit committee. Paragraph 4.2 describes the independence of the audit committee. The independency of the audit committee is associated with corporate governance; consequently, it is an important characteristic of the committee. Another relevant component in this chapter is the competence of audit committee members. The importance of the competency level of the audit will be provided in paragraph 4.3. Next, the audit committee activity will be presented. Moreover, paragraph 4.4 will present the audit committee characteristics in accordance with the Tabaksblat Code. Consequently, the last paragraph is the summary of this chapter. 

4.2 Audit committee independence

To assure the quality for an audit committee to accomplish its oversight role, independence has an important function. Consequently, it is obvious that stock exchanges enhance regulations related to the independence component of an audit committee. 

In 1999, the Blue Ribbon Committee made recommendations to develop the effectiveness of audit committees in their oversight role. According to the BRC, the audit committees have to operate separated from management. The audit committee has also the function to oversee the relation between the internal and the external auditor. The suggestions of the BRC have leaded to the modification of the listing requirements by the NYSE and by the NASDAQ. The objective of this modification was to involve independent audit committees.

However, the major accounting scandals in 2001 and in 2002 have resulted in Sox 2002. Sox have recommended that all listed companies need to obtain audit committees, where the members are independent of the management. In support of these recommendations, Carcello and Neal (2000) comment that the percentage of independent members in the audit committee has a positive effect on the possibility of auditors concerning a going concern report from an organization with negative results. Deford and Francis (2005) suggests that independent auditors have more incentives and abilities to monitor the management better then inside auditors. In the last decade, several studies have provided evidence for the positive correlation between independent committee members and corporate governance. 

4.3 Competence of audit committee members 

The audit committee has the function to monitor internal control and reporting. Therefore, it is essential that audit committee members have knowledge about the business environment of the organization and that they will be objective in their function.  However, a more important asset that members should have is competence. 

The term competence could be specified as to have the skills and experience to improve the effectiveness of reviewing and reporting.  Even when audit committee members have the skills and the experience to do perform their tasks, in fact they cannot be independent. 

According to the study of DeZoort and Salterio (2001), the knowledge and experience of audit committee members in the accounting business have a positive correlation with the probability of supporting the auditor in a disagreement with management. 

An insufficient level of knowledge, skills and experience may indicate that the audit committee is not able to ask accurate questions to the managers and auditors about the progress of the organization. The questions about the progress have to deal with internal audit, external audit and financial statements. 

Consequently, of lacking competence, audit committee members will also concern difficulties in understanding the accurateness of the responses.  In this case, the members have to trust the answers of managers and auditors. According to the Blue Ribbon Committee, all audit committee members should have financial knowledge and at least one of them should have the knowledge, skills and experience to manage the committee as a complete whole in its monitoring and reviewing function. 

4.4 Audit committee activity 

The activity of audit committee is an essential part of its role.  The activity contains two components.  The first component is the frequency of meetings organized by the audit committee. The second component could be specified as the duties to be realized by the committee. 

The frequency of meetings is an indication of audit committee’s effort putting in reviewing and reporting. The Blue Ribbon Committee provides no regulation related to the number of meetings that should be arranged by the committee. 
Similarly, Morrissey [2000] recommends that for audit committees to fulfill their monitoring responsibility effectively, they should meet at least to review interim and annual SEC filings.

Abbott et al. (2004) argues that there is an informative effect when the committee organizes at least four meetings a year. However, there are also studies were the number of meetings is insignificant. One of these studies is provided by Bedard et al. (2004).  

The second components are the responsibilities that should be realized by the committee. According to Verschoor (1993) and Wolnizer (1995), the duties of the committee could be categorized into three groups. The three groups maintain reviewing financial statements, external audit and internal control system by the committee. The BRC (1999) provided that it would be useful to present the responsibilities of the committee in a written charter. The purpose of this charter is to guide committee members and to serve as a piece of power in the hands of the committee. Furthermore, Kalbers and Fogarty (1993) argue that a certain charter has a significant effect on the committee’s power.

4.5 Tabaksblat Code and characteristics of audit committee
When specifying the audit committee it is obtainable that it is an essential component of the board of directors. The audit committee should supervise the organization’s financial reporting process and should review organization’s results. 

However, the audit committee is directly under control of the board of directors. Moreover, this creates the ability for the board to make improvements in the organization’s monitoring process. It is obvious that the audit committee is related to the board of directors. In addition, the committee members have the control over the concerns argued by the board. 
The committee has also an important function in improving the board’s effectiveness. Moreover, the audit committee should provide the board detailed financial information and data that are useful for the board to fulfil its responsibilities. The effectiveness of the audit committee is also positively influenced by their meetings with organization’s managers and external auditors. Consequently, the committee could be identified as a negotiating third party between the internal manager and external auditor. This negotiation is relevant because the internal manager has the incentives to make use of aggressive accounting strategies and the external auditor has more the motives to use conservative accounting strategies. Another important responsibility of the audit committee is to manage for earnings management. The audit committee should be involved in activities that will reduce earnings management and fraud.

In support of this, Beasley (1996) argues that an audit committee is presenting a higher monitoring quality, which enables a significant decrease in earnings. Several papers have provided evidence for the effectiveness of the audit committee. In the previous paragraphs the responsibilities and function of the audit committee is specified in international perspective. This part of the chapter will present the audit committee characteristics related to Tabaksblat Code.

As signalled in paragraph 3.6, when the supervisory board includes more than four members, it will be separated in an audit committee, remuneration committee and a selection and appointment committee. All of the committees have the responsibility to support the decision-making procedure of the supervisory board. The characteristics of the audit committee are relevant for this research. 

According to the Tabaksblat Code, the audit committee has the responsibility to focus on supervising the activities that will be useful for the management board’s function. The role and the function of the management board will be presented in the next part of this paragraph in order to understand the function of the committee better.

In III.5.4 of the Code is stated that the audit committee should focus on the organization’s internal risk management and control systems. Another aspect of the committee is to provide support in the decisions of accounting strategies, the effectiveness of new rules, and information about the financial statements, and evaluations of the results of internal and external auditors. In addition, the committee should also focus on the functioning of the internal audit and procedures of tax planning. 

When analyzing III.5.4 of the code it is obtainable that the audit committee should also evaluate the external auditor, organization’s financing activities and the development of technology (see appendix 2). 

In the Dutch corporate governance code is also stated that the audit committee is remarkable as the principal contact for the external auditor when determining concerns in the field of financial reporting. Besides the audit committee should be independent as in the international perspective. The committee should not be influenced by the chair of the supervisory board or members of the management board. In order to improve the effectiveness of reviewing and reporting the audit committee should have the skills and experience. 

In support of this, the Blue Ribbon Committee argues that all audit committee members should have financial knowledge and at least one of the members should have a sufficient level of knowledge, skills and experience to manage the committee as a whole. Moreover, the Tabaksblat Code is providing the same, namely at least one committee member should be a financial expert. In this code is also stated that the audit committee has the responsibility to make decisions about meetings between chief executive officer, chief financial officer, the external auditor and the internal auditor. Subsequently, in III.5.9 of the Tabaksblat Code is stated that the audit committee should meet the external auditor when it is needed, but it should arrange at least one meeting in a year (see appendix 2).

As signalled before concerning a better understanding of the tasks the function of the audit committee it is useful to understand the function of the management board. In addition, in the Tabaksblat Code is stated that the management board has the responsibility to accomplish organization’s objectives, provide activities that will improve the results and be involved in the social responsibility issues that are important for the organization. 
It is one of the tasks of the management board to give explanations over these activities to the supervisory board and general meeting. The management board should act in behaviour of the organization and its stakeholders. Moreover, the management board should support the supervisory board through providing the members of the supervisory board up to date information that is essential for their functioning. 
Consequently, the management board should act in accordance with all legislation, in order to handle the risks related to organizations activities. 

4.6 Summary

This chapter gives a view about the characteristics of the audit committee. The audit committee should be independent, competent and active. Paragraph 3.2 presents the importance of independent audit committee members related to accomplish its oversight role. According to the Blue Ribbon Committee, the audit committee should be independent and should operate separately from organization’s management.  Several studies have provided evidence that independent audit committee members have a positive effect on the reviewing and monitoring process of the organization. Next, the competence level of the audit committee is presented. The competency could be specified as the skills and experience of the committee members. It is important that the audit committee has knowledge about the business environment of the organization and is objective in its function. A lack of audit competence will lead to difficulties in understanding the objectives of the organization. In support of this, the Blue Ribbon Committee argues that at least one of the audit committee members should have knowledge and experience. Moreover, in paragraph 4.4 the activity of the audit committee is presented. The audit committee activity contains two components. The first component could be recognized as the frequency of meetings arranged by the committee. This component is an indication of the committee’s effort putting in the reporting process. The second component includes the duties that should be realized by the committee. In addition, this component could be divided in three groups (Verschoor 1993, Wolnizer 1995), namely reviewing the financial statements, external audit and internal audit. Finally, the characteristics of the audit committee are presented in accordance with the Tabaksblat Code.  According to the Dutch corporate governance code, the supervisory board should be separated in an audit committee, a remuneration committee and a selection and appointment committee, when it contains more than four members. The code suggests that the audit committee is responsible for supervising activities that will be functional for the management board to fulfil its function. The Tabaksblat Code also provides that the audit committee should present support for decision making of accounting strategies, the effectiveness of new implemented rules, information about the financial statements, and evaluate the results of internal and external auditors. The characteristics of the audit committee are nearly the same as in international perspective and Dutch perspective. The Tabaksblat Code also argues that the committee should be independent, and should not be influenced by the management. Moreover, the committee should also have knowledge and experience about the organization’s business environment. Finally, one of the committee members should be a financial expert. The audit committee should also organize meeting with the external auditor when it is needed, but there must be at least one meeting each year. Consequently, this chapter has provided an answer on the sub question: ‘What is the role of the audit committee’?
The next chapter will present an overview of prior research related to earnings management and corporate governance. In addition, this chapter will also provide the hypotheses of this research.

5. Prior research 

5.1 Introduction 


This chapter presents an outline of recent literature in accordance with earnings management. The first part provides studies of examining the relationship between audit committee, board of directors and earnings management. The second part outlines the measurement of earnings management. Furthermore, the hypotheses development of this research will be presented in paragraph 5.4.

5.2 Prior studies

Several studies have presented that management uses their directions to influence earnings or as commonly known to manipulate earnings. 

After the financial frauds of respectively 2000 and 2001 of large organizations, the attention for earnings management has increased. In order to prevent these problems related to earnings management, the audit committee should function appropriately and separately from management (Klein 2002 and Xie 2003).

Klein (2000) has investigated the relationship between audit committee, board of directors and earnings management.  In addition, found no significant evidence to conclude there is a correlation between independency of the audit committee and earnings management. Xie et al. (2001) examine the hypothesis that the audit committee, board and executive committee have a function in influencing earnings management. They provide evidence for the fact that there is less influence of earnings management when there are more outside members than inside members in the board. These board members should also have a certain level of experience. The results of their examination present also a relationship between earnings management and the number of meetings arranged by the board of directors and committee. 

Next to Xie et al. (2001), Zhou and Chen (2004) have examined the association between audit committee, board of directors and earnings management in the field of loan loss provisions by commercial banks. In order to investigate this subject they have formulated a loan loss provision model.

In addition, the results of their model have presented that banks with more active committees and board of directors are less engaged in influencing earnings. Moreover, the higher the expertise level of the board the lower the organization is involved in earnings management.

Chtourou et al. (2001) have investigated the influence of corporate governance on earnings management. The authors have provided evidence for this subject through examining US organizations with positive and negative accruals. The results of the study indicate that the audit committee and board of directors have a significant effect on earnings management. 

Zang (2007) have examined whether there is a link between real manipulations, accrual manipulation and earnings management. She has presented evidence that management makes use of real manipulation before manipulation of accruals.  Therefore, the author have obtained an empirical model that includes the sequentially of these two manipulations in order to examine the trade-off level. Other authors have examined earnings management in accordance with the Sarbanes Oxley act. 

In addition, Cohen et al. (2007) have examined the real and accrual-based earnings management in the pre and past Sarbanes Oxley periods. The authors have obtained that accrual-based earnings management made a steadily improvement from 1987 until the implementation of SOX in 2002, however the improvement resulted in a significant decline after SOX. On the other hand, real earnings management presents a decline before the implementation of SOX and a raise after SOX. There are also papers of earnings management related to capital market reasons. The focus of these studies was whether earnings are influenced by managers in order to fulfil the expectations of financial analysts, and investors or managers.

McAnally et al. (2008) have examined whether stock-option grants explain missed earnings targets, including reported losses, earnings declines, and mislead analysts’ forecasts. The authors have used quarterly and annual data for fixed-date options arranged after organizations have presented that the organization could not realize the earnings targets. And their examination have provided significant evidence that organizations which have failed to realize their earnings targets  have to deal with larger and more valuable grants. Moreover, they have presented that there is an association between organizations that are involved in activities to decrease earnings and raising stock-option grants (McAnally, Srivastava, and Weaver 2008).
Roychowdhury (2006) have also presented his view about earnings management through his paper ‘Earnings management through real activities manipulation’. In his paper, he has provided evidence that managers have the incentives to influence the real activities in order to avoid reporting negative results. In addition, Roychowdhury (2006) found that organizations appear to manipulating price discounts to increase sales in the short term, and that the organization deals with overproduction in order to report the cost of goods lower, and the mangers reduce organizations discretionary expenses to realize a higher margin. Subsequently, the investigation indicates that it is inappropriate to present arguments related to earnings management through taking only accruals in account. The inappropriateness is a consequence of the manipulating behaviour of managers in order to avoid reporting losses. 

Another important paper in the field of earnings management is presented by Graham et al. (2005). 

In their paper, they have surveyed 401 financial executives in order to determine the incentives that are connected to earnings management. In addition, it is obtainable that the major part of the organizations is distinguishing the EPS as an important performance indicator. The authors found that a major part of the surveyed executives would prefer earnings smoothing above economic value. 

Organization’s management consider that failing to achieve the earnings targets or reporting unpredictable earnings will lead to a decrease of the confidence of earnings. However, a decrease in the confidence of earnings will cause stock price reductions, since investors will react negatively on uncertainty. 

Consequently, the paper of Graham et al. (2005) has provided that managers’ believe is in accordance with stock price incentives for influencing earnings and voluntary disclosure, however they present modest evidence in relation with other hypotheses of these subject. 

According to Bushee (1998), organizations affect earnings by reducing R&D when they contain a high participation of ownership by institutions that have a high portfolio turnover. Several other authors have examined whether there is a relationship between bonus compensation of managers and earnings management (Bushee 1998). 

Karamanou and Vafeas (2005) have examined the research question: ‘In which way are corporate boards and audit committees associated with voluntary financial disclosure practices’. 

Subsequently, they found that in firms with more effective board and audit committee structures, managers are more likely to make or update an earnings forecast, and their forecast is less likely to be precise, it is more accurate, and it elicits a more positive market response (Karamanou and Vafeas 2005).

There are also other methods to influence earnings; one method is the restructuration of transactions. 

In support of this, Marquardt and Wiedman (2006) have indicated that issuers have incentives to make changes in present COCO’s to acquire a more beneficial accounting treatment when financial reporting has a greater impact on Earnings per Share (EPS). In particular if, EPS are the performance indicators concerning bonuses. 
Other studies have investigated the relationship between lending covenants and earnings management. DeAngelo and Skinner (1992) examined the behaviour of organizations close to their dividend covenant. They have analyzed whether organizations made changes in their accounting method, estimates or accruals in order to prevent dividend cuts or making expensive restructuring choices. The results of their study indicated that there was little evidence for the association of earnings management and organization’s lending covenants. Jelinek (2007) published another important paper concerning debt covenant and earnings management. Jelinek has based her theoretical background on the paper of Jensen (1986), in which he indicates that leverage increases influence opportunistic behaviour and theory that indicates that there is an association between opportunistic behaviour and earnings management. The author argues that adjustments in leverage and leverage levels influence earnings management differently. Subsequently, she has provided evidence that increased leverage is related to decreased earnings management. 

5.3 Detecting earnings management

Any empirical study of earnings management is related to accruals. The content of accruals could be specified as the difference between net income and cash from operations. In addition, accruals are obtained to develop the informative perspective of financial statements. Earnings management research should make use of a model that generates discretionary accruals of income. There are models that present discretionary accruals as total accruals and there are models that are distinguishing between discretionary and non-discretionary accruals. Subsequently, total accruals could be separated in discretionary accruals and non-discretionary accruals.

According to Guay et al. (1996), discretionary accruals could be useful for several purposes. They have presented that discretionary accruals could be specified as a helping tool for the management in order to realize a consistent and a more time based indicator of organizations’ results in comparison with non-discretionary accruals. In addition, Guay et al. (1996) argue that discretionary accruals could be useful to cover organizations’ bad results or shift a part of high earnings to future periods. Subsequently, non-discretionary accruals should also be recognised. Ronen and Yaari (2007) suggest that non-discretionary accruals could be identified as accruals that arise from transactions made in the current period that are normal for the firm given its performance level and business strategy, industry conventions, and other economic factors. 

In addition, it is commonly accepted and used to start measuring discretionary accruals with total accruals. The weakness of using total accruals as a proxy for earnings management is that it will not provide an accurate view. It will present an inaccurate view of the organization because organizations could influence the level of accruals by increasing the sales and depreciation of firms. Consequently, it is important to make a distinction between discretionary and non-discretionary accruals. A commonly used model to identify discretionary accruals is the Modified Jones model. In order to accomplish better knowledge about the Modified Jones model, it is useful to explain first the Jones model. 

J. Jones has presented a paper in 1991 about accruals and this paper has received much attention in the academic and in the business world. The Jones model recognizes the non-discretionary accruals as constant. The purpose of her model is to manage the influences of changes in an organization’s economic environment on non-discretionary accruals. 
The formula for non-discretionary accruals in the event year could be specified as follow:
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Where:

Δ REVt
= revenues in year t less revenues in year t-1 scaled by total assets at t-1;

 PPE t

= gross property plant and equipment in year t scaled by total assets at t-1;

At-1 

= total assets at t-1 and

α1, α2, α3 are firm-specific parameters
Estimates of the firm-specific parameters, α1, α2, and α3 are generated using the following model in the estimation period: 
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Where:

α1, α2, α3 
= denote the OLS estimates of α1, α2, and α3
TAt 
= total accruals scaled by lagged total assets

When analyzing the results of the Jones model it is obtainable that it is providing accurate explanations around one quarter of the variation in total accruals (Jones 1991). It is also recognizable that the revenues are non-discretionary accruals. However, when the earnings are influenced through discretionary revenues, the use of this model will remove a part of the managed earnings from the discretionary accrual proxy. The Jones model orthogonologizes total accruals with respect to revenues and will therefore extract this discretionary component of accruals, causing the estimates of earnings management to be biased toward zero (Dechow et al., 1995)

As signalled before, the commonly used method to determine non-discretionary accruals is the Modified Jones model. In this part of the paragraph, the Modified Jones model will be explained.

It is remarkable that in the modified Jones model conjectured tendency of the original model is eliminated, in order to detect discretionary accruals, which indicates errors.

The formula for the Modified Jones model could be presented as follow:
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Where: 

ΔRECt         = net receivables in year t less net receivables in year t -1 scaled by Total assets at t-1

α1, α2, α3     = estimates of α1, α2, α3 during the estimation period is obtained from the original Jones model. 
When comparing the Jones model and the Modified Jones model it is remarkable that the only change in relation to the Jones model is that the revenues changes are used for the change in receivables in the event period. Furthermore, the Modified Jones model proposes that the use of earnings management realizes changes in credit sales. 
The reason for this assumption is that it is not that difficult to influence earnings by exercising discretion over the recognition of revenue on credit sales than it is to influence earnings by exercising discretion over the recognition of revenue on cash sales (Dechow et al., 1995)
5.4 Hypotheses development
In the previous part of this chapter, the relevant prior research connected with earnings management is presented. In this part, the hypotheses with respect to the association between the audit committee, the board of directors, and the use of earnings management concerning the debt/equity hypothesis will be presented.

When analyzing the presented prior research it is obtainable that it is only providing research focused on international perspective, an in particular on American perspective. Practically no papers and research is available about the association between the audit committee, the board of directors and the use of earnings management in the Dutch situation. Consequently, this research is interesting and relevant. As explained before, the listed organizations in the Netherlands should act in accordance with the Tabaksblat Code. In addition, the Tabaksblat Code could be specified as principle based and not as rule based, its purpose is to recover the confidence in the Dutch corporate governance through a more open system of checks and balances. The principles of good practice and best practice provisions create a normative guideline for the behaviour of management board, the supervisory board, and the shareholders. Consequently, in the research of the association between the audit committee, the board of directors and the use of earnings management, the Tabaksblat Code is an important element. 
Debt/equity hypothesis

The debt/equity hypothesis is explained in chapter two before. It includes the decision process of the management in organizations related to higher and lower contracting and monitoring cost of debt. Organizations, which have to deal with higher contracting and monitoring costs, are more intended to be involved in decisions that will lead to higher earnings. In addition, smaller organizations have fewer incentives to be involved in certain decisions. When analyzing organizations’ economic environment it is not that surprisingly that several organizations are involved in influencing earnings. In addition, an organization with a high debt/equity ratio is obtained as a company with a high risk of bankruptcy, as well as a company that is not able to pay its debt. Subsequently, lenders, and stakeholders and investors would not have incentives to involve in certain organizations. An important study related to this subject is provided by Zhang (2006). He has examined whether debt covenant could be identified as a motive to managers to influence cash flow. In addition, Zhang found a positive correlation between debt covenants and managers behaviour to manipulate cash flow. As signalled before, the paper of Jelinek (2007) is an important investigation concerning debt covenants. Jelinek (2007) has examined the effect of leverage increase on earnings management. Subsequently, this research will present the effect of organizations debt/equity ratio on the use of earnings management.

Based on studies provided in the prior research the following hypotheses have been identified:

H1: 

The debt/equity ratio is positively correlated with the use of earnings management.

H2: 

The debt/equity ratio is negatively correlated with an independent board.

Board of directors/supervisory board

In chapter three before the characteristics of the board of directors have been commented. In addition, three characteristics are presented as relevant, the board size, the board independence and the board competence. 

A board should have enough members to function appropriately. It should not maintain too much members, because this will lead to inefficiencies in the group (Fama and Jensen 1983). The board of directors should also be independent. In order to distinguish whether board members are independent or not, it is useful to know if they are outsiders or insiders. Several papers have indicated that the larger the part of outsiders in the board, the more independent a board is. The board should not be affected by third parties. However, it is also essential that the board members have a sufficient level of knowledge and experience, in order to improve the capability in their monitoring and reviewing role. This is called the competence of the board members.

In the Tabaksblat Code is stated that the independency is an important characteristic of the supervisory board. The Code indicates that the choices and the decisions of an independent supervisory board are not influenced by the organization’s CEO. Subsequently, an independent supervisory board is proposed to control and monitor better. Consequently, it is obvious that an independent supervisory board should be negatively associated with the use of earnings management. 

As described in chapter three before, the board size is an important element in determining the effectiveness of the supervisory board. Several studies have presented a large board as a complex entity, on the other hand, several papers have provided evidence that a small board works more efficiently and effectively than a large board. Furthermore, the last characteristic that is commented in previous paragraphs is the board competence. It is important that members of the supervisory board have the knowledge and the experience to do their work in an appropriate way. 
According to the Tabaksblat Code, at least one member of the supervisory board should be a financial expert. In addition, other members will gain knowledge and experience during their membership. A competent supervisory board is also expected to negatively associate with earnings management. 

Consequently, the next hypothesis could be provided: 

H3: 

Independent and competent supervisory boards and board size are negatively connected to the use of earnings management. 
Audit committee

In the Tabaksblat Code is stated that when the supervisory board includes more than four members, it will be separated in an audit committee, in a remuneration committee and a selection and appointment committee. Consequently, the audit committee is a subpart of the supervisory board. According to the Tabaksblat Code, the members of the supervisory board are all outsiders. 

This is a difference with the American listed organizations; these organizations have the possibility to create a board with inside and outside directors. 

Subsequently, in this research the board independence will not be divided into insiders and outsiders. 

According to the Tabaksblat Code, the audit committee should focus on supervising the activities that will be useful for the management board’s function. The audit committee should support the management board in the decisions of accounting strategies, effectiveness of new implemented regulations and evaluations of internal and external auditors. In addition, the audit committee should be independent. 

Besides, the committee members should have a sufficient level of knowledge and experience. In the Code is stated that at least one committee member is a financial expert. Therefore, the expectation is that an independent and competent audit committee is negatively correlated with manipulating earnings. However, another point of attention is the activity of the audit committee. In order to function efficiently and effectively, the audit committee should organize meetings with the external auditor.  

According to the Tabaksblat Code, the audit committee should arrange at least one meeting with the external auditor in a year. In this research, the audit committee activity will be divided in meetings with other committee members and meetings with the external auditor. The purpose is to create an appropriate view of the frequency of meetings. 

When considering all these characteristics, the following hypothesis could be specified: 

H4:

An audit committee, which acts in accordance with the Dutch corporate governance code for independence, competence, and frequency of meetings, are negatively correlated with the use of earnings management 

5.5 Summary 

This chapter have provided an overview of prior research that is related to earnings management. In particular, prior research that is connected to the association between audit committee, board of directors and earnings management. In addition, in paragraph 5.3 the measurement of earnings management is commented. Earnings management studies are related to accruals. Accruals could be recognized as the difference between net income and cash from operations. There is a distinction between discretionary accruals and non-discretionary accruals. According to Guay et al. (1996), the use of discretionary accruals could be beneficial for an organization’s management. In addition, discretionary accruals could be used to accomplish a consistent indicator of performance and it is a method to cover organization’s negative results. On the other hand the non-discretionary accruals could be recognized as accruals that arise from transactions made in the current period that are normal for the firm given its performance level and business strategy, industry conventions, and other economic factors (Ronen and Yaari, 2007). Only total accruals could be identified through financial statements, therefore it is relevant to make a separation of accruals.  J. Jones (1991) provides a model that is used to identify discretionary accruals. This is called the Modified Jones model. The Modified Jones model is relevant for this research; consequently, the original Jones model and Modified Jones model are presented in order to understand this model better. In addition, Paragraph 5.4 has provided an overview of the hypotheses that are relevant for this research. The hypotheses are related to the board of directors, audit committee, earnings management and the debt/equity ratio. As signalled in previous paragraphs, several papers have provided evidence that there is a correlation between the debt/equity ratio of a firm and earnings management. This research will present the effect of debt/equity ratio on earnings in Dutch situation. Therefore, the hypotheses are as follow:

H1: 

The debt/equity ratio is positively correlated with the use of earnings management.

H2: 

The debt/equity ratio is negatively correlated with an independent board.

Another point of attention in this research is the effect of the board of directors or the supervisory board for Dutch listed companies. The hypothesis for this association could be presented as follow:

H3: 

Independent and competent supervisory boards and board size are negatively connected to the use of earnings management. 
Finally, the influence of the audit committee on earnings management is an essential part of this research. The hypothesis related to the audit committee is:

H4: 

An audit committee, which acts in accordance with the Dutch corporate governance code for independence, competence, and frequency of meetings, are negatively correlated with the use of earnings management.
Figure 2: View of prior research of the audit committee, board of directors and earnings management

	Author  (year) 
	Research question
	Methodology
	Sample
	Main findings

	Klein 

(2000)
	In which way are the audit committee, board of directors related to earnings management by the firm?
	A variation of the modified Jones model, and regression analysis
	Sample is for 687 U.S. firms with audit committees listed on the S&P 500 for the period

1991-1993
	A non-linear negative relation is found between audit committee independence

and earnings manipulation. 

	Xie, Davidson and DaDalt 

(2001)


	What is the role of the board of directors, the audit committee, and the executive

committee in preventing earnings management?
	A variation of the modified Jones model and regression analysis.
	110 firms from the S&P 500 index for the periods 1992, 1994 and 1996. 

Initial sample 

included 330 firms.


	Organizations with more independent board of directors, with more corporate experience and including meeting frequency are related to less earnings management. 

	Zhou and Chen

(2004)


	What is the relationship between audit committee, board characteristics, and earnings management through loan loss provisions by commercial banks? 
	A Variation of modified Jones model and regression analysis.
	Sample consists of 989 observations for the period 2000-2001 
	Banks with more active audit committees, audit committees with better governance expertise, and more active boards are associated with less income-increasing earnings management by banks.

	Chtourou, Bédard, Courteau.

(2001)


	What is the effect of firm’s corporate governance practices on the quality of its publicly released financial information?
	The modified Jones model, regression model.
	Sample of 300 US firms in 1996.
	The results of the study indicate that the audit committee and board of directors have a significant effect on earnings management


Figure 2: View of prior research of the audit committee, board of directors and earnings management.

	Author  (year)
	Research question
	Methodology
	Sample
	Main findings

	Cohen, Dey and Lys 

(2007)


	What are the trends in earnings management and informativeness of earnings announcements in the pre-and post Sarbanes Oxley periods


	Modified Jones model.
	Sample 2,078 firms and 33,581 firm-quarter observations, over the period 1992-2003
	Informativeness of earnings increased steadily over time, and there was no significant change in earnings informativeness following the passage of SOX. Earnings management increased the absolute informativeness of earnings, but reduced the informativeness for a given earnings surprise, as well as reduced the abnormal return for a given amount of earnings surprise. 

	Roychowdhurry

(2006)
	Do managers manipulate real activities to avoid reporting annual losses?
	Cross-sectional analysis
	Sample 4,252 firms from compustat over period 1987- 2001, and 3,672 firm from Thomson Financial database
	A negative association between institutional ownership and real activities manipulation. And the presence of debt, the stock of inventories and receivables, and growth opportunities are positively associated with real activities manipulation. Also real activities manipulation among firms trying to avoid negative annual forecast errors

	Karamanou and Vafeas

(2005)
	In which way are corporate boards and audit committees associated with voluntary financial disclosure practices?
	Modified Jones model, logistic regression
	Sample 275 firms over the period 

1995-2000


	Firms with more effective board and audit committee structures, managers are more likely to make or update earnings forecast, and their forecast is less likely to be precise, it is more accurate, and it elicits a more favourable market response.

	Marquardt and Wiedman 

(2006)


	What are the economic consequences of changes in the financial reporting requirements for contingent convertible securities (COCOs)?
	Schipper

and Thompson (1983) model
	Sample of 199 firms over the period  2000 -2004
	Issuers are more likely to restructure or redeem existing COCOs to obtain more favourable accounting treatment when the financial reporting impact on diluted earnings per share (EPS) is greater and when EPS is used as a performance metric in CEO bonus contracts.
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	Author  (year)
	Research question
	Methodology
	Sample
	Main findings

	DeAngelo and Skinner

(1992)


	What is the relation between dividend reductions and poor earnings performance by firms listed on the New York Stock Exchange (NYSE) with established track records of positive earnings and dividend

payments?
	OLS regression
	Sample  of 167 NYSE firms with at least one annual loss during and 440 NYSE firms with no losses over the period 1980-1985
	An annual loss is essentially a necessary, but not sufficient, condition for dividend reductions in firms with established earnings and dividend records.

	Jelinek

(2007)
	the effect of leverage increases on earnings management across a five-year sample period for firms that undergo leverage increases and a control group of consistently

highly leveraged firms
	Modified Jones model
	Sample of 1,454 over the period
	Increased leverage is related to decreased earnings management. 




6. Research design

6.1 Introduction

The previous chapters had the aim to offer an overview of the theoretical background and the four hypotheses that are relevant for this research. It is obvious that after the prior research the research design is provided. The purpose of this chapter is to present incentives for the research design. 

In order to accomplish more knowledge about the research design it will be useful to present the research design in several parts. The first part of the research design is including the research type and the reason for the choice for the particular type. The next part contains the development of the model that will be used to test the hypotheses. Finally, a part exists that will provide the research sample and an overview of the sources relevant concerning the data collection. 

6.2 Methodology 

This part of the chapter will provide firstly the selected research type. After the explanation of the research type, the research model will be commented. The research model contains dependent and independent variables. Subsequently, the sources that are useful for data collection will be provided. Finally, this paragraph will present an outline of the required data for this research.

· Research type

The first impression of this research is that it is an empirical study. However, many forms of empirical studies exist. When analyzing the different forms/methods of studies that by Verschuren and Doorewaard (2007, p.44) have been provided it is obtainable that this research could be identified as a theory testing research. An essential reason to recognise this study as a theory testing research is that in order to analyze the comparison between the theory and practice this research provides hypotheses, which should be tested. As explained in the previous chapters before, the purpose of this research is to test the formulated hypotheses, and to analyze the effects of the audit committee and of the board of directors on the use of earnings management. Another essential subject that will be investigated is the effect of debt/equity ratio on the use earnings management by Dutch listed organizations.


 

· Research model

This research has the purpose to analyze the association between the audit committee, the board of directors, and the use earnings management concerning the debt/equity hypothesis. In order to analyze the effects of these elements, this part of the research will identify the dependent and the independent variables. Subsequently, the data sources useful for the research in this paragraph will be involved. 



Earnings management variable

As signalled before, the effects of corporate governance on earnings management will be researched; therefore discretionary accruals could be recognized as the proxy for earnings management. In addition, discretionary accruals could be specified as covering the negative results of the organization or saving current earnings in order to use it in future periods. By the measurement of earnings management there should be made a distinction between discretionary accruals and non-discretionary accruals. When analyzing several papers related to earnings management it is obtainable that discretionary accruals are involved as earnings management’s proxy. According to Bartov et al. (2000), the cross-sectional Jones model and the cross-sectional modified Jones model are able to provide discretionary accruals and are able to measure earnings management. 
In order to specify the discretionary accruals the modified Jones model by Dechow et al. (1995) will be used in this research. 

The formula of the modified Jones model is as follow:
[image: image5.emf]
Where ΔRECt = net receivables in year t less net receivables in year t -1 scaled by Total assets at t-1, α1, α2, α3 = estimates of α1, α2, α3 during the estimation period is obtained from the original Jones model (Dechow et al. 1995). The modified Jones model that is provided by Dechow et al. (1995) includes the effect of manipulation that is created by sales. 

However, the original Jones model includes this manipulation component. In addition, the modified Jones model that is presented by Kothari (2005) contains a control variable ROA. This variable is included in the model, since the original Jones model is not presenting an appropriate view of the organization’s performance. 

Debt/equity ratio variable

The data that is required to analyze the debt/equity ratio of Dutch listed organizations will be obtained from Thomson One Banker database. 

The debt/equity ratio of the organizations will be taken as a percentage.

(debt/equity ratio)= Long Term Debt % Common Equity
When analyzing literature related to debt/equity it is remarkable that there are no specific regulations for measuring organizations’ debt/equity level. The choice for long term debt is made to be consistent with prior research. Especially, in the paper of Jelinek (2007) the debt is taken as long term debt. 

Supervisory board & audit committee variables

Indepit 


This variable indicates the independency level of the supervisory board of firm i in de period t. 

According to the Tabaksblat code a supervisory board shall be such that the members are able to act critically and independently of one another, the management board and any particular interests. Best practice provision presents that all supervisory board members, with the exception of not more than one person, shall be independent within the meaning of best practice provision III.2.2. (See App.1)
When the supervisory board act independently this will be indicated as 1 and otherwise as 0. 

Fin.expit 
This variable indicates whether there is a financial expert in organization’s supervisory board in period t. When analyzing the Tabaksblat Code it is remarkable that a board should include at least one financial expert. However, there is no specific definition of financial expert. Consequently, in this research the focus will be on board members with education. The expertise level of board members will be presented as members with a Master diploma, Register Accountant title or a Certified Public Accountant. When the supervisory board includes at least one member with a Master diploma, RA title or CPA (financial expert) this will be indicated as 1 and otherwise as 0

Sb.Sizeit 


This variable indicates the amount of board members of firm i in period t. As signalled before, in the Tabaksblat Code III.5 is stated that when the board includes more than four members it will be divided in several committees. 

Sb.Meetingsit 
This variable indicates the frequency of supervisory board meetings of firm i in period t. 

Ac.Meetings it 


This variable indicates the frequency of audit committee members with each other of firm i in period t.

Ac.Exa.meetings it
This variable indicates the frequency of audit committee meetings with the external auditors. In the Tabaksblat Code is stated that the audit committee should at least arrange one meeting with the external auditor.  

εit
Error-term.

Control variables

The control variables of this research could be identified as the firm size and DETA (debt equity to total assets). These variables will be explained in this part of this chapter.

Firm sizeit
This variable indicates the log of beginning year’s assets (Klein, 2000). The firm size is a commonly used control variable.

DETAit (debt equity to total assets)

This variable indicates the Total Debt % Total Assets. According to Ryan et al. (2002) there is a positive relationship between the inconsistency level of earnings and the cost of capital. In addition, organization’s management has the incentives to influence the inconsistency of earnings in order to reduce risk. It is obvious that stakeholders and investors do not want to be involved in organizations with high inconsistency of earnings. Consequently, the lower the level of earnings’ inconsistency, the lower the risks for the organization. 

In addition, the DETA ratio is a variable that measure this risk. However, a small risk will cause higher firm value. In order to obtain an appropriate view of the association between corporate governance and earnings management it is useful to involve the DETA in this research.
Research model 

In order to test the association between the audit committee, board of directors and earnings management in the field of debt/equity hypothesis, the regression analysis will be used. Therefore, the following research model could be given: 

DAit = α0 + β1 (debt/equity ratio it) +β2 (Indepit) + β3 (Sb.Meetingsit) + β4 (Fin.expit) + β5 (Sb.Sizeit) + β6 (Ac.Meetings it) + β7 (Ac.Exa.meetings it) + β8 (Firmsizeit) + β9 (DETAit) + εit
· Sample size

This research will investigate the association between the audit committee, board of directors and earnings management in the field of debt/equity hypothesis for Dutch listed companies. Since the Dutch listed companies should perform in accordance with the Tabaksblat Code, which is implemented in 2003, this research will focus on the period 2004-2008. This will lead to a sample of 176 organizations that will be analyzed over a period of 5 years. 

However, there are organizations such as insurance companies and other financial organizations that should be eliminated in this research, since these companies have complicated regulations.  On the other hand, there are also organizations that are not publishing all their information. In addition, it is essential to have certain information to analyze these firms in accordance with this research. Consequently, the sample of this research will contain 24 organizations. The organizations that are used for this research are presented in appendix 3. 

6.3 Summary 

This chapter have provided the research design that is necessary to investigate the association between the audit committee, board of directors and earnings management. This study could be recognized as a theory testing research (Verschuren and Doorewaard, 2007). In paragraph 6.2 is stated that this form of research indicates that the formulated hypotheses will be tested in order to analyze whether there is a relation between the theory and practice. Moreover, the research model is presented. Before the research model, the different variables of this research are presented. These variables are divided in the variable for the debt/equity ratio, variables for the supervisory board and audit committee and control variables. 

The main question of this research: ‘’What is the effect of the audit committee and board of directors on earnings management with respect to the debt/equity hypothesis?’’ will be tested through a regression analysis. The research model could be formulated as follow:

DAit = α0 + β1 (debt/equity ratio it) +β2 (Indepit) + β3 (Sb.Meetingsit) + β4 (Fin.expit) + β5

(Boardsizeit) + β6 (Ac.meet it) + β7 (Ac.Ea.meet it) + β8 (Firmsizeit) + β9 (DETAit) + εit
As signalled in previous chapters, this research will investigate the Dutch situation; consequently the sample size will only include Dutch listed organizations. The sample size of this research contains 40 organizations over the period 2004-2008. 

This summary of the variables that will be used in the investigation of the association between audit committee, board of directors and earnings management in the field of debt/equity hypothesis could be presented as follow:

Dependent variable

   DA
=Discretionary accruals as proxy for earnings management.

Independent variables

Debt/equity ratio     = Long Term Debt % Common Equity.
Indepit                                    = When the supervisory board is independent it will be presented as 1 and                               otherwise as 0.
Fin.expit                               = When the board includes at least one financial expert, this will be presented as 1 otherwise as 0. 
Sb.Sizeit 
= The amount of board members
Ac.meetingst it
= Frequency of audit committee meetings with committee members.
Ac.Exa.meetings it 
= Frequency of audit committee meetings with the external auditor.
Control variables

Firmsizeit 
= The log of beginning year’s assets

DETAit
= Total Debt % Total Assets
The next chapter of this research will present the results and the analysis of the results. The first part of chapter 7 will provide the general results of this study and the second part will present the results of the hypotheses. 
7. Data analysis and results

7.1 Introduction

This part of the research provides the test of the formulated hypotheses, the results and analysis of these results. Paragraph 7.2 will present the results of the model summary. Next, the results of the hypotheses will be presented. Finally, paragraph 7.4 will present the summary of this chapter. 

7.2 Model summary

In this section the general results of the association between the supervisory board, the audit committee and earnings management in Dutch situation will be commented. 

Table 1 displays the R, the R square, adjusted R square and the standard error of the estimate. 

Table 1: Model summary

	Model Summary

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	.561a
	.314
	.257
	1.35755

	a. Predictors: (Constant), LNSBSIZE, Indep, SB.MEETINGS, DETA, Fin.EXPERT, FIRMSIZE, Debt.to.Equity, ACEAUDITMEETINGS, ACMEETINGS


When analyzing table 1 it is obtainable that the R has a value of 0.561, the component R is presenting the correlation between the dependent and independent variables. In addition, the R square of this research is.314. The R square could be identified as the percentage that explains the variance. However, it is difficult to distinguish what a sufficient level of R square is. In this research, the model indicates the R square as a percentage. It is commonly accepted that a percentage of 25% as R square is sufficient. 

Another essential component of the model summary is the adjusted R square. The adjusted R square of this research is.257. When analyzing the adjusted R square it is remarkable that 25.7% of the variance in the dependent variable is specified with the independent variables. In this research this indicates that the variable debt/equity ratio and the supervisory board and audit committee variables are explaining for 25.7 % the use of earnings management. 

In support of this, Schmidt and Hollensen (2006), the adjusted R square could be recognized as a correction for shrinkage. The results become smaller when there are fewer observations per variable. The adjusted R square is particularly useful in comparison across regression equations involving different numbers of independent variables and the sample size on which it is based. 

Another part of this chapter will provide an analysis of the variables that are connected to the use of earnings management.   

7.3 Testing hypotheses

In this paragraph the significance level of the hypotheses will be presented. When analyzing the coefficients of this research, it is obtainable that four variables have a significant effect (5% level) on the use of earnings management (See table 2: Coefficients). These variables could be identified as follow:

· independence of the board;

· financial expert in the board;

· audit committee members’ meetings;

· debt equity to total assets;

In the next part of this paragraph the results of the formulated hypotheses will be presented. As signalled before, the significance level is set at 5% level. This indicates that results below the 5% level have a significant effect on the use of earnings management; otherwise the variables related to earnings management have no significant effect on the dependent variable earnings management. 

Table 2: Coefficients

	Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	-1.943
	1.131
	
	-1.719
	.089

	
	Indep
	-.999
	.309
	-.268
	-3.230
	.002

	
	SB.MEETINGS
	.066
	.078
	.077
	.846
	.399

	
	Fin.EXPERT
	-.381
	.121
	-.380
	-3.136
	.002

	
	ACMEETINGS
	-.406
	.156
	-.600
	-2.599
	.011

	
	ACEAUDITMEETINGS
	-.014
	.179
	-.015
	-.081
	.936

	
	FIRMSIZE
	.104
	.132
	.099
	.783
	.435

	
	Debt.to.Equity
	.718
	.726
	.161
	.990
	.325

	
	DETA
	-3.969
	1.555
	-.387
	-2.553
	.012

	
	LNSBSIZE
	1.144
	.806
	.396
	1.420
	.158

	a. Dependent Variable: LNDA
	
	
	
	


Debt/equity ratio

H1: 
The debt/equity ratio is positively correlated with the use of earnings management.

When analyzing table 2: Coefficients, it is remarkable that the debt/equity ratio has an amount of 0.718 for the component B. This indicates that the debt/equity ratio is positively correlated with the use of earnings management. In addition, hypothesis 1 of this research is true. However, when considering the significance level of the debt/equity ratio, it is obvious that it is not significant. The table Coefficients presents a p-value of .325, which is greater than the 5% level.
Subsequently, the results of the regression analysis support the expectations that are formulated in chapter 5. In previous chapters is explained that managers have incentives to influence the debt/equity ratio in order to show a better view of organization’s performance than it should be. Consequently, H1 is in accordance with the presented prior literature. 

H2: 

The debt/equity ratio is negatively correlated with an independent board.

In order to analyze the relationship between the debt/equity ratio and the independent supervisory board it is useful to evaluate the table Correlations (see appendix 4) of this research. According to the results of this table, it is obtainable that the debt/equity ratio is negatively correlated with the board independence.  

In addition, the correlation between the two variables could be specified as -.175. However, the p-value of .029 presents that this correlation is significant. This means that a more independent supervisory board will lead to a less influence of the debt/equity ratio by management. 
Supervisory board

H3: 

Independent and competent supervisory boards and board size are negatively connected to the use of earnings management. 
When analyzing the results of this research it is obtainable that the independency, competency and board size of the supervisory board are negatively related to the use of earnings management. According to table Correlations the independence of the board is negatively correlated to the use of earnings management with -.185. This indicates that the more independent a board is, the less influence there will be on earnings. Moreover, the p-value of the independence variable could be specified as .002.
Since this value is below the 5% level, it is obvious that the board independence has a significant effect on the use of earnings management. As signalled before, an independent supervisory board will fulfil its function in an appropriately way. 
Another important variable in the hypothesis is the board size. The board size is also negatively correlated to the use of earnings management. The correlation between board size and earnings management has a negative value of -.325 (Table Correlations, Appendix 4). When analyzing the table Coefficients it is obvious that the variable board size has no significant effect on the use of earnings management, since the p-value is .158.
In addition, the competency of the board is negatively correlated to the use of earnings management. The variable competence has a value of -.384 for B (Table Correlations, App.4), and a p-value of .002 (Table Coefficients, App.4). Consequently, the competence of the board has a significant effect on influencing earnings. 
Audit committee

H4: 

An audit committee, which acts in accordance with the Dutch corporate governance code for independence, competence and frequency of meetings, are negatively correlated with the use of earnings management.
As signalled before, according to the Tabaksblat Code the supervisory board should be independent and competent. When the supervisory board includes more than four members, then it will be separated in several committees. One of these committees is the audit committee. In the previous part of this paragraph is the importance and results of the independence and competence of the board presented. It should be obvious that an independent and competent supervisory board could also be recognized as an independent and competent audit committee, since the audit committee is a part of the board. Therefore, this section of this paragraph will focus on the meetings of the audit committee. 

The frequency of committee meetings could be separated in;

· audit committee members arrange meetings with each other (audit committee meetings);

· audit committee arrange meetings with the external auditor (audit committee & ext.auditor meetings).

When analyzing the table Correlations it is remarkable that the audit committee meetings and the audit committee & external auditor meetings are negatively correlated to the use of earnings management. The correlation between audit committee meetings and earnings management is -.391 and the correlation between audit committee & external auditor meetings is-.302. Subsequently, the hypothesis related to the audit committee is true. 
However, the significance level of the two variables differs from each other. The p-value of the audit committee meetings is .011 (See appendix 4), which indicates that audit committee meetings have a significant effect on the use of earnings management. On the other hand, the audit committee & external auditor meetings have a significance level of .936 and this is not significant. 
7.4 Summary

This chapter have provided the results of the regression analysis. The first paragraph has presented the general results of the association between board of directors, audit committee and earnings management. The analysis of the general results is realized through the model summary.  In addition, an important component of regression model is the R square. This component could be specified as the percentage that explains the variance. The R square of this research is 31.4%. Moreover, it is generally accepted that a R square of 25% is adequate. Another essential component of the model summary is the adjusted R square. According to the model summary, the adjusted R square is 25.7%. This means that the debt/equity ratio and the characteristics of the board and audit committee are explaining for 25.7% the use of earnings management.

In paragraph 7.3 of this chapter, the significant variables are presented. This research presents that four variables have a significant effect on the use of earnings management. These variables are the independence of the board, board’s competence, audit committee meetings and the debt equity to total assets. 

When analyzing the results of this research it is recognizable that the debt/equity ratio is positively correlated to the use of earnings management. However, this variable has a p-value of .340 which is higher than the 5% level. Subsequently, the debt/equity has no significant effect on earnings management. The presented results are in accordance with the presented prior literature of this research. The managers will have incentives to take actions to influence the debt/equity ratio. 

Additionally, the managers know that stakeholders and investors will be negatively influence by a high debt/equity ratio. Since it is known that a high debt/equity ratio shows a negative view of the organization. 
The outcomes show that hypothesis 2 of this research is true. The debt/equity ratio is negatively related to an independent board, the regression presents an amount of 0.718 for this association. The hypothesis could also be recognized as significant. 
As signalled before the hypothesis related to the supervisory board includes the independence, competency and the size of the board. 

The results of this research support the hypothesis. The board independence, competence and size are negatively correlated with the use of earnings management. According to table Coefficients the independence has a value of -.999, the competence has a value of -.381 and the board size has a value of 1.144
The hypothesis related to the audit committee is: ‘An audit committee, which acts in accordance with the Dutch corporate governance code for independence, competence and frequency of meetings, are negatively correlated with the use of earnings management’. 

When analyzing the results of this research it is obtainable that the formulated hypothesis is true. The correlation between audit committee meetings and earnings management is -.391 and the correlation between audit committee & external auditor meetings is -.302. Additionally, the variables have different significance levels. The results imply that the audit committee meetings have a significant effect on the use of earnings management and committee meetings with the external auditor have no significant effect on earnings management. Consequently, the general conclusion is that the formulated hypotheses are in accordance with the results. 

The next chapter will provide the conclusion of this research, the limitations of the research and recommendations for future research. 

8. Conclusions and further research

8.1 Introduction

This chapter will present the findings of this research to provide conclusions about the following main question: 

‘’What is the effect of the board of directors and audit committee on earnings management with respect to the debt/equity hypothesis?’’

In order to accomplish more knowledge about this subject, the theoretical background is separated in parts. The first part of this research has provided the answer to: ‘What is the content of the term earnings management’. The next part has explained the characteristics of the board of directors. Finally, the thirds part has presented the characteristics of the audit committee. 

The dependent and independent variables of this research are investigated with the use of a dataset. Additionally, the dataset of this research includes 25 organizations and presents data over the period 2004-2008.  The period 2004-2008 is chosen since Dutch listed organizations should act in accordance with Tabaksblat Code that is implemented in 2004.

The next section of this chapter will provide the main findings; paragraph 8.3 will present the discussion of main findings, finally limitations and recommendations for future research will be presented. 

8.2 Main findings

This paragraph will explain the main findings following the hypotheses formulated in chapter 5. These hypotheses are tested with a significance level of 5%. In addition, these hypotheses are useful to answer the main question of this research. 

H1: 

The debt/equity ratio is positively correlated with the use of earnings management.

The results of the regression analysis indicate that the debt/equity ratio is positively correlated with the use of earnings management. However, the hypothesis is not significant. With a p-value of .325, it is obtainable that the debt/equity ratio has no significant effect on the use of earnings management. As signalled in previous sections of this research, managers have incentives to influence the debt/equity ratio in order to show organization’s performance in a better perspective. 

H2: 

The debt/equity ratio is negatively correlated with an independent board.

According to the table Correlations, the debt/equity ratio is negatively correlated with an independent supervisory board. The association between the debt/equity ratio and independent board is significant. Subsequently, the results of this hypothesis are in accordance with the expectations formulated in chapter 5. An independent board has an influence on management’s influence, since the board is monitoring the activities of the managers. 

H3: 

Independent and competent supervisory boards and board size are negatively connected to the use of earnings management. 

The results imply that the hypothesis is true. In addition, board independence, board competence and board size are negatively correlated to the use of earnings management. This means that when a board is independent, competent and the board size is not large, the managers will have fewer incentives to influence the earnings. The results of this hypothesis are in accordance with prior literature. 
H4: 

An audit committee, which acts in accordance with the Dutch corporate governance code for independence, competence and frequency of meetings, are negatively correlated with the use of earnings management.
When the supervisory board is independent and competent, than the audit committee is also independent and competent. Dutch listed firms should act in accordance with the Tabaksblat Code. In the Tabaksblat Code is stated that when the supervisory board includes more than four members it will be divided into an audit committee, remuneration committee or selection and appointment committee. 

Therefore, it is useful to analyze the frequency of meetings. The meetings are separated in audit committee meetings and audit committee meetings with the external auditor. According to the Tabaksblat Code the audit committee should meet the external auditor at least once a year. 
The results present that the audit committee meetings and the audit committee meetings with the external auditor are negatively related to the use of earnings management. Additionally, the hypothesis is true. However, the audit committee meetings with the external auditor have no significant effect on the use of earnings. The p-value for this variable is .936, which is greater than the 5% significance level.
8.3 Discussion main findings

The results of this research provide evidence that the board of directors and audit committee have an impact on the use of earnings management. 

The conclusions that are derived from this study could be useful for investors and other stakeholders. It is obvious that investors and stakeholders want to be involved in organizations with high results. However, organization’s management understands this demand and therefore they influence the earnings. Additionally, the investors and stakeholders could be misleading by the management. As signalled before, an independent and competent supervisory board is supposed to fulfil its monitoring function better. Subsequently, this would be beneficially to the investors and stakeholders. They will obtain an appropriate view of organization’s performance and they will have confidence in the organization. 

The results of this research are also important for regulators. The information that is provided with this research could be useful to regulators in the examination whether new accounting standards have influence on earnings management. As signalled before, the independence of supervisory board is an essential variable in reducing the use of earnings management. Regulators could improve this kind of variables in order to reduce organization’s use of earnings management.   

The results of this empirical research add significant value to academic research. Since most of the studies and papers about board of directors, audit committee and earnings management are related to the United States of America, research about this subject in the Netherlands adds value. This study also is relevant, because it presents earnings management in relation with the debt/equity hypothesis. The most studies have presented the use of earnings management with the bonus plan hypothesis. 

8.4 Limitations and recommendations for future research
There are several limitations in this research that could be identified. The first limitation that could be recognized is the term earnings management. As signalled in chapter 2, there are several definitions for the term earnings management. The term earnings management is presented as a tool to manipulate the level of earnings and at the other hand to use the flexibility of earnings to show the organization’s performance in a better perspective than it actually should. 

Another limitation of this research is the limited number of organizations. The sample of this research only contains organizations listed on AEX; other Dutch organizations are not involved in this research.

However, in order to obtain the variables that are needed to investigate the characteristics of the board of directors and audit committee, also some organizations from the AEX are excluded from the sample. 

Finally, the sample period could also be recognized as a limitation. The sample period in this research is from 2004 till 2008. The main reason for this period was the implementation of the Tabaksblat Code in 2004. 

In the previous part of this paragraph several limitations of this research were specified. Some of these limitations were caused through data limitations. Consequently, the recommendation for this limitation is to expanse the used data. In order to accomplish this, the sample period could be increased and there could be more organizations involved in the sample. The sample could also include non-listed organizations. The expansion of the data could have significant effect on the association between the board of directors, audit committee and earnings management. 

Another recommendation could be to study this subject in a different country. This would provide a possibility to analyze the similarities and differences of the Netherlands and another country. The significance levels of the variables included in the research could be different in another country. The differences could be explained by culture differences or other factors. It would be interesting to analyze these factors. 
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Appendix 1: Tabaksblat Code for supervisory board

III.2 Independence

III.2.2 

A supervisory board member shall be deemed to be independent if the following criteria of dependence do not apply to him. These criteria are that the supervisory board member concerned or his wife, registered partner or other life companion, foster child or relative by blood or marriage up to the second degree as defined under Dutch law:

a) has been an employee or member of the management board of the company (including associated companies as referred to in Section 5:48 of the Financial Supervision Act (Wet op het financieel toezicht / Wft) in the five years prior to the appointment;

b) receives personal financial compensation from the company, or a company associated with it, other than the compensation received for the work performed as a supervisory board member and in so far as this is not in keeping with the normal course of business;

c) has had an important business relationship with the company, or a company associated with it, in the year prior to the appointment. This includes the case where the supervisory board member, or the firm of which he is a shareholder, partner, associate or adviser, has acted as adviser to the company (consultant, external auditor, civil notary and lawyer) and the case where the supervisory board member is a management board member or an employee of any bank with which the company has a lasting and significant relationship;

d) is a member of the management board of a company in which a member of the management board of the company which he supervises is a supervisory board member;

e) holds at least ten percent of the shares in the company (including the shares held by natural persons or legal entities which cooperate with him under an express or tacit, oral or written agreement);

f) is a member of the management board or supervisory board - or is a representative in some other way - of a legal entity which holds at least ten percent of the shares in the company, unless such entity is a member of the same group as the company;

g) has temporarily managed the company during the previous twelve months where management board members have been absent or unable to discharge their duties.
Appendix 2: Tabaksblat Code for audit committee

Audit committee

III.5.4 

The audit committee shall in any event focus on supervising the activities of the management board with respect to:

a) the operation of the internal risk management and control systems, including supervision of the enforcement of relevant primary and secondary legislation, and supervising the operation of codes of conduct;

b) the provision of financial information by the company (choice of accounting policies, application and assessment of the effects of new rules, information about the handling of estimated items in the financial statements, forecasts, work of internal and external auditors, etc.);

c) compliance with recommendations and observations of internal and external auditors;

d) the role and functioning of the internal audit function;

e) the policy of the company on tax planning;

f) relations with the external auditor, including, in particular, his independence, remuneration and any non-audit services for the company;

g) the financing of the company; and

h) the applications of information and communication technology.

III.5.5 

The audit committee shall act as the principal contact for the external auditor if he discovers irregularities in the content of financial reporting.

III.5.6 

The audit committee may not be chaired by the chairman of the supervisory board or by a former member of the management board of the company.

III.5.7 

At least one member of the audit committee shall be a financial expert within the meaning of best practice provision III.3.2.

III.5.8 

The audit committee shall decide whether and, if so, when the chairman of the management board (chief executive officer), the chief financial officer, the external auditor and the internal auditor, should attend its meetings.

III.5.9 

The audit committee shall meet with the external auditor as often as it considers necessary, but at least once a year, without management board members being present.

Remuneration committee

III.5.10 

The remuneration committee shall in any event have the following duties:

a) making a proposal to the supervisory board for the remuneration policy to be pursued;

b) making a proposal for the remuneration of the individual members of the management board, for adoption by the supervisory board; such proposal shall, in any event, deal with: (i) the remuneration structure and (ii) the amount of the fixed remuneration, the shares and/or options to be granted and/or other variable remuneration components, pension rights, redundancy pay and other forms of compensation to be awarded, as well as the performance criteria and their application; and 

c) preparing the remuneration report as referred to in best practice provision II.2.12.

III.5.11 

The remuneration committee may not be chaired by the chairman of the supervisory board or by a former member of the management board of the company, or by a supervisory board member who is a member of the management board of another listed company.

III.5.12 

No more than one member of the remuneration committee may be a member of the management board of another Dutch listed company.

III.5.13 

If the remuneration committee makes use of the services of a remuneration consultant in carrying out its duties, it shall verify that the consultant concerned does not provide advice to the company’s management board members.

Selection and appointment committee

III.5.14 

The selection and appointment committee shall in any event focus on:

a) drawing up selection criteria and appointment procedures for supervisory board members and management board members;

b) periodically assessing the size and composition of the supervisory board and the management board, and making a proposal for a composition profile of the supervisory board;

c) periodically assessing the functioning of individual supervisory board members and management board members, and reporting on this to the supervisory board;

d) making proposals for appointments and reappointments; and

e) supervising the policy of the management board on the selection criteria and appointment procedures for senior management.
Appendix 3: Companies

	Ballast Nedam NV

	BE Semiconductor Industries

	Beter Bed Holding NV

	Brunel International NV

	Crown Van Gelder NV

	Crucell NV

	CSM NV

	Ctac NM NV

	Docdata NV

	DPA Group NV  

	Draka Holding NV

	Fugro NV

	Koninklijke Ten Cate NV

	Lycos Europe NV

	Macintosh Retail Group NV

	Oce NV

	Telegraaf Media Groep

	TNT NV

	USG People NV

	Wereldhave NV

	Kendrion

	Ordina

	Schuitema

	Stern Group


Appendix 4: Regression results

	Descriptive Statistics

	
	Mean
	Std. Deviation
	N

	LNDA
	-3.3949
	1.57516
	118

	Indep
	.77
	.422
	118

	SB.MEETINGS
	6.84
	1.830
	118

	Fin.EXPERT
	4.69
	1.573
	118

	ACMEETINGS
	3.41
	2.332
	118

	ACEAUDITMEETINGS
	3.15
	1.667
	118

	FIRMSIZE
	6.03
	1.505
	118

	Debt.to.Equity
	.36
	.353
	118

	DETA
	.20
	.154
	118

	LNSBSIZE
	1.7311
	.54577
	118


	Variables Entered/Removedb

	Variables Entered
	Variables Removed
	Method

	LNSBSIZE, Indep, SB.MEETINGS, DETA, Fin.EXPERT, FIRMSIZE, Debt.to.Equity, ACEAUDITMEETINGS, ACMEETINGSa
	.
	Enter


	Model Summary

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	.561a
	.314
	.257
	1.35755

	a. Predictors: (Constant), LNSBSIZE, Indep, SB.MEETINGS, DETA, Fin.EXPERT, FIRMSIZE, Debt.to.Equity, ACEAUDITMEETINGS, ACMEETINGS


	ANOVAb

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	91.255
	9
	10.139
	5.502
	.000a

	
	Residual
	199.038
	108
	1.843
	
	

	
	Total
	290.294
	117
	
	
	

	a. Predictors: (Constant), LNSBSIZE, Indep, SB.MEETINGS, DETA, Fin.EXPERT, FIRMSIZE, Debt.to.Equity, ACEAUDITMEETINGS, ACMEETINGS

	b. Dependent Variable: LNDA
	
	
	
	


	Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	-1.943
	1.131
	
	-1.719
	.089

	
	Indep
	-.999
	.309
	-.268
	-3.230
	.002

	
	SB.MEETINGS
	.066
	.078
	.077
	.846
	.399

	
	Fin.EXPERT
	-.381
	.121
	-.380
	-3.136
	.002

	
	ACMEETINGS
	-.406
	.156
	-.600
	-2.599
	.011

	
	ACEAUDITMEETINGS
	-.014
	.179
	-.015
	-.081
	.936

	
	FIRMSIZE
	.104
	.132
	.099
	.783
	.435

	
	Debt.to.Equity
	.718
	.726
	.161
	.990
	.325

	
	DETA
	-3.969
	1.555
	-.387
	-2.553
	.012

	
	LNSBSIZE
	1.144
	.806
	.396
	1.420
	.158

	a. Dependent Variable: LNDA
	
	
	
	


	Correlations

	
	
	LNDA
	Indep
	SB.MEETINGS
	Fin.EXPERT
	ACMEETINGS
	ACEAUDITMEETINGS
	FIRMSIZE
	Debt.to.Equity
	DETA
	LNSBSIZE

	Pearson Correlation
	LNDA
	1.000
	-.185
	-.059
	-.384
	-.391
	-.302
	-.262
	-.153
	-.163
	-.325

	
	Indep
	-.185
	1.000
	-.026
	-.161
	.009
	.014
	-.103
	-.175
	-.159
	.014

	
	SB.MEETINGS
	-.059
	-.026
	1.000
	.232
	.214
	.347
	.021
	.041
	.026
	.203

	
	Fin.EXPERT
	-.384
	-.161
	.232
	1.000
	.506
	.436
	.616
	.305
	.107
	.448

	
	ACMEETINGS
	-.391
	.009
	.214
	.506
	1.000
	.810
	.349
	.180
	.075
	.921

	
	ACEAUDITMEETINGS
	-.302
	.014
	.347
	.436
	.810
	1.000
	.380
	.343
	.263
	.887

	
	FIRMSIZE
	-.262
	-.103
	.021
	.616
	.349
	.380
	1.000
	.608
	.488
	.379

	
	Debt.to.Equity
	-.153
	-.175
	.041
	.305
	.180
	.343
	.608
	1.000
	.829
	.319

	
	DETA
	-.163
	-.159
	.026
	.107
	.075
	.263
	.488
	.829
	1.000
	.220

	
	LNSBSIZE
	-.325
	.014
	.203
	.448
	.921
	.887
	.379
	.319
	.220
	1.000

	Sig. (1-tailed)
	LNDA
	.
	.022
	.264
	.000
	.000
	.000
	.002
	.050
	.039
	.000

	
	Indep
	.022
	.
	.390
	.041
	.463
	.442
	.134
	.029
	.043
	.439

	
	SB.MEETINGS
	.264
	.390
	.
	.006
	.010
	.000
	.410
	.330
	.392
	.014

	
	Fin.EXPERT
	.000
	.041
	.006
	.
	.000
	.000
	.000
	.000
	.124
	.000

	
	ACMEETINGS
	.000
	.463
	.010
	.000
	.
	.000
	.000
	.025
	.211
	.000

	
	ACEAUDITMEETINGS
	.000
	.442
	.000
	.000
	.000
	.
	.000
	.000
	.002
	.000

	
	FIRMSIZE
	.002
	.134
	.410
	.000
	.000
	.000
	.
	.000
	.000
	.000

	
	Debt.to.Equity
	.050
	.029
	.330
	.000
	.025
	.000
	.000
	.
	.000
	.000

	
	DETA
	.039
	.043
	.392
	.124
	.211
	.002
	.000
	.000
	.
	.008

	
	LNSBSIZE
	.000
	.439
	.014
	.000
	.000
	.000
	.000
	.000
	.008
	.

	N
	LNDA
	118
	118
	118
	118
	118
	118
	118
	118
	118
	118

	
	Indep
	118
	118
	118
	118
	118
	118
	118
	118
	118
	118

	
	SB.MEETINGS
	118
	118
	118
	118
	118
	118
	118
	118
	118
	118

	
	Fin.EXPERT
	118
	118
	118
	118
	118
	118
	118
	118
	118
	118

	
	ACMEETINGS
	118
	118
	118
	118
	118
	118
	118
	118
	118
	118

	
	ACEAUDITMEETINGS
	118
	118
	118
	118
	118
	118
	118
	118
	118
	118

	
	FIRMSIZE
	118
	118
	118
	118
	118
	118
	118
	118
	118
	118

	
	Debt.to.Equity
	118
	118
	118
	118
	118
	118
	118
	118
	118
	118

	
	DETA
	118
	118
	118
	118
	118
	118
	118
	118
	118
	118

	
	LNSBSIZE
	118
	118
	118
	118
	118
	118
	118
	118
	118
	118


The association between the Board of Directors,


Audit Committee and Earnings Management








� Healy and Wahlen, 1999, p.368


� Chtourou et al., 2001, Corporate governance and earnings management.


� Abbott et al. 2000, The Effectiveness of Blue Ribbon Committee Recommendations in Mitigating Financial Misstatements: An Empirical Study.


� Zhou J., Chen K.Y., 2007, Audit Committee, Board Characteristics and Earnings Management by Commercial Banks.


� Smith L.M., 2006, Audit committee effectiveness: did the blue ribbon committee recommendations make a difference.


� http://www.sec.gov/about/laws.shtml


� http://www.commissiecorporategovernance.nl/page/downloads/Summary_English.doc


� http://www.isb.edu/CAF/htmls/Jayati.pdf


� http://goliath.ecnext.com/coms2/gi_0199-4870020/Evidence-of-earnings-management-from.html


� Stolowy, H., Breton, G., 2000, ‘A framework for the classification of accounts manipulation’. 


� H.G., Ewing, The corporate board of directors’ duties and responsibilities, 1979


� http://www.corpgov.nl/page/downloads/DEC_2008_UK_Code_DEF__uk_.pdf


� Akkermans A., van Ees H., Hermes. N., Hooghiemstra R., van der Laan G., Postma T., Witteloostuijn A., Corporate governance in the Netherlands: an overview of the application of the Tabaksblat Code in 2004, 2007.


� http://www.corpgov.nl/page/downloads/DEC_2008_UK_Code_DEF__uk_.pdf


� http://www.corpgov.nl/page/downloads/DEC_2008_UK_Code_DEF__uk_.pdf


� He et al., 2008, Board Monitoring, Audit Committee Effectiveness, And Financial Reporting Quality: Review and Synthesis of Empirical Evidence.


� J.Schmidt, S.Hollensen, Marketing Research: An international approach, 2006





54
4
Master Thesis

