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Executive Summary

This study investigates the relationship between the characteristics of the audit committee, the supervisory board, and the use of earnings management. The used variables are controlled for factors like the firm size and a possible change of the chief executive officer. To determine their ability to prevent earnings management, the investigated variables are the characteristics of the audit committee and of the supervisory board. . Several expectations concerning these relationships are tested. The tested characteristics of the supervisory board where the independence and the board size. Board independence has a negative association with the use of earnings management, although this relationship is not significant, which supports that independent supervisory boards are better capable of fulfilling their role as monitors. The size of the supervisory board is according to this study positively associated with earnings management. Which could be explained as smaller boards can be more functional and have less bureaucratic problems? The independence of the audit committee shows a negative association with the use of earnings management. The size of the audit committee shows a significant negative association with the use of earnings management. A larger audit committee is apparently more capable of preventing the use of earnings management. The frequency of the audit committee meetings without the management board in addition shows a negative relationship with the use of earnings management, although this relationship is not significant. This is consistent with the content of Best practice provision III.5.9. Finally, the effectiveness of an audit committee member with a financial background in preventing the use of earnings management is tested. The results imply that a significant negative association exists. A member with a financial background will be more effective in preventing the use of earnings management. 
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Chapter 1: Introduction

1.1
Introduction 

Earnings management is an important subject in the field of corporate governance. Especially after the collapse of Enron and other big scandals as Ahold and Parmalat, the focus on corporate governance increased. The importance of a well- functioning corporate governance system is clarified by these scandals. The audit committee is the most important committee assigned by the board of directors to oversight the preparation of the financial statements. When an audit committee functions on a proper way, the financial statements will be informative for all the stakeholders. In this chapter I will briefly define the problem definition. Subsequently the methodology and the outline of this paper will be presented. 

1.2
Background

Earnings management is one of the important issues of investors and stakeholders. The reliability of the financial statements presented by the companies should be high to ensure the trust of the investors and stakeholders. This trust would enlarge the confidence in the capital markets, which would lead to higher investments. In order to enlarge these confidence governments developed new laws and regulations. These laws and regulations were apparently not enough to prevent that companies manipulated their financial statements. Former chairman of the Securities and Exchange Commission (SEC) addressed this problem in his speech: 

“As a result, I fear that we are witnessing erosion in the quality of earnings, and therefore, the quality of financial reporting.  Managing may be giving way to manipulation; Integrity may be losing out to illusion. A gray area where the accounting is being perverted; where managers are cutting corners; and, where earnings reports reflect the desires of management rather than the underlying financial performance of the company” (Speech Entitled “The Numbers Game” by Chairman Arthur Levitt of the SEC).  

As a reaction on the speech of the former chairman of the SEC, the Blue Ribbon Committee is sponsored. This committee prepared recommendations in order to improve the quality of the financial statements and improve the reliability of the reported earnings. These recommendations included also some characteristics of corporate governance like the size of the supervisory board or the independence of the supervisory board. The main purpose was to prevent large companies to mislead investors and shareholders and cause them financial harm.

In order to protect the investors and shareholders and their trust in the capital market the Sarbanes-Oxley Act (SOX) is introduced in the United States, which is mandatory for the public listed firms. In the Netherlands the Dutch Corporate Governance Code is introduced. The Dutch Corporate Governance Code is not mandatory for the Dutch listed firms, but they are obliged to explain whether they apply the best practice provisions. 

The supervisory board is seen as the central corporate governance system of an organization which is responsible for the good functioning of a company.  The main function of the board is to monitor and supervises the management board.  The supervisory is also responsible for the assigning an audit committee to provide oversight over the firms reporting process. The audit committee is seen as one of the most important component of the corporate governance system .According to Klein (2002), Chtourou (2001), Abbot et al. (2000) and Ebrahim (2007) audit committees have an important role in preventing the use of earnings management. With this study the importance and effectiveness of the audit committee of preventing the use of earnings management will be investigated. In the next section the problem definition and the sub-questions will be presented. 
1.3 
Problem definition and sub-questions

This study will focus on the following research question:

What is the association between de characteristics of the audit committee and the use of earnings management?

In order to answer the research question the following sub questions will be answered:

· What is the content of earnings management?

· What are the relevant theories concerning the use of earning management?

· What is the purpose of earnings management and what are the different possibilities?

· What is the content of corporate governance?

· What is the function of the audit committee?

· What are the important characteristics of the audit committee?

1.4
Methodology

The purpose of this study is to obtain information about the effectiveness of the audit committee in preventing the use of earnings management. This study consists of two parts, a theoretical and an empirical part. With the theoretical part there will be information provided about the background of the association between earnings management and the audit committee. Also the findings of prior research about this association will be presented. All these information will be gained from scientific articles. Based on this information the hypotheses will be derived.  The data that will be used for the empirical part will be subtracted from annual reports, databases and websites. In order to investigate the effectiveness of the audit committee in preventing the use of earnings management, a regression analysis will be executed in SPSS.  

1.5     Outline

The structure of the study is as follows. This research could be roughly divided in three parts. In the first part the term earnings management will be elaborated. The definition of earnings management and the related theories will be commented. In chapter three, corporate governance will be commented. The term corporate governance, the importance of corporate governance and the different mechanisms within corporate governance will be explained. The different possibilities of using earnings management will be commented in chapter four. Prior research regarding the relationship between earnings management and the characteristics of the audit committee will be elaborated in chapter five. This will also be the end of the theoretical part of this thesis. The second part of this thesis is the empirical part.  In chapter six the research design will be commented. The research approach, methodology and the research model of this research will be elaborated. The results of the research will be presented in chapter seven. Finally, the last part will be chapter 8, which contains the conclusions of the research, the contribution and limitations of this research. There will also be some suggestions for future research. 
Chapter 2: 
What is earnings management and what are the relevant theories concerning earnings management?

2.1 
Introduction

The purpose of this chapter is providing insight in the meaning of earnings. In the first paragraph the term earnings management will be commented. In the second paragraph the relevant theories concerning the use of earnings management will be presented. Finally, this chapter will end with a summary. 

2.2
What is earnings management?

Based on Generally Accepted Accounting Principles (GAAP), firms use accrual accounting which “attempts to record the financial effects on an entity of transactions and other events and circumstances that have cash consequences for the entity in the periods in which transactions, events, and consequences occur rather than only in the period in which cash is received or paid by the entity”
. Because of the nature of accrual accounting the managers have a great liberty in determining the actual earnings of a firm (Xie et al. 2003). Management has a considerable influence in changing the timing and the recognition of revenues and expenses. Manipulation of earnings can range from earnings fraud, which violates GAAP, to earnings management, which does not (Park et al. 2002). 

Previous literature provides different definitions of the term earnings management. 

 “The sources or earnings management include the choice of accounting methods, the application of accounting methods, and the timing of assets acquisitions and dispositions”. Teoh et al. (1998),

“The intentional misstatement of earnings leading to bottom line numbers that would have been different in the absence of any manipulation. When managers make decisions not for strategic reasons, but solely to change earnings, one can consider that to be earnings management”. Mohanram (2003)

“Abusive earnings management involves the use of various forms of gimmickry to distort a company’s true financial performance in order to achieve a desired result.” SEC, Annual Report (1999, p.84)

“Earnings management occurs when managers use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholder about the underlying economic performance of the company, or to influence contractual outcomes that depend on reported accounting numbers (p.6)” Healy and Wahlen (1999).

When investigating these definitions in more detail it is remarkable that concerning the use of earnings management two possibilities exist. First earnings management occurs by judgment in financial statements and trough structuring transactions. Earnings management by judgment could be the determination of the height of provisions or the use of different accounting methods (LIFO, FIFO). Managers also need to choose to realise or defer discretionary expenditures, such as research & development and advertising (Healy and Wahlen, 1999). Earnings management through structuring transactions involves all the inflow and the outflow of cash. Examples could be decisions about when to purchase or when to sell assets. 

Based on several reasons the management of a company can use earnings management. According to Healy and Wahlen (1999) three groups of motivations exist: capital-markets motivation, contracting motivations and regulatory motivations. 

First off all, earnings management is used concerning capital-market motivation. Earnings management can be used to mislead stakeholders by presented them false or misleading information. By stakeholders financial statements are used concerning several reasons. By these financial reports the stock prices will be influenced. For example, investors use financial statements to decide whether they want to buy or sell securities (Xie 2003). If the in the financial statements published information is false or incomplete, the users of this information will realise wrong decisions. Another motivation is to influence contractual outcomes that depend on the accounting numbers. For example, in attempt to acquire another firm a manager is tended to underestimate the assets (Perry and Williams 1994, Wu 1997).

Subsequently, earnings management is also used concerning contracting motivations.

Management can choose to ‘manage’ earnings if their incentives are based on the financial performances of their firms. If a manager can receive a higher bonus or indirectly, a higher chance to a future promotion, the manager can choose to manipulate the financial statements trough the use of earnings management. Because of this information asymmetry and the effect of earnings on the compensation of managers agency problems can arise. 

Finally regulatory motivations could be a reason concerning using earnings management.

Three forms of regulatory motivation concerning the use of earnings management exist. Earnings management can circumvent industry regulations, earnings management to reduce the risk of investigation and intervention by anti-trust regulators and earnings management concerning tax planning purposes (Healy and Wahlen 1999). 

2.3
 What are the relevant theories concerning the use of earning management?

Several theories are developed in order to understand the motivations for using earnings management. The Agency Theory and the Positive Accounting Theory are wide used theories in order to understand the motivations. In Paragraph 2.3.1 the Agency Theory and in paragraph 2.3.2 the Positive accounting theory will be commented. 

2.3.1
Agency theory

The definition of Jensen and Meckling (1976) of the agency theory is that an agency relationship is a contract under which one or more persons (the principal(s)) engage another person (the agent) to perform some service on their behalf which involves delegating some decision making authority to the agent. If both parties in the relationship are utility maximizers, this is good reason to believe that the agent will not always act in the best way concerning the principals
. 

The next situation is a good example; a principal who wants to achieve his goals. In order to achieve these goals, he hires an agent with more knowledge and expertise. The hired agent knows more about a business processes than the principle that hired him, which leads to an information asymmetry between the agent and the principal. 

Figure 1
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The agency theory used a few assumptions. First the agent is qualified as risk and effort averse. To motivate agents to achieve the corporate goals, incentive plans need to be designed. These incentives will compensate the risks taken by the agent. Another assumption is that the agent and the principal have different interests. To align the interests of the principal and the agent incentive plans are used. All the costs necessary to monitor these differences between interests are qualified as agency costs.

2.3.2
The positive accounting theory (PAT)

To understand the motivation of managers to use earnings management Watts and Zimmerman (1985) developed the Positive Accounting Theory (PAT). This theory consists of hypotheses which create the possibility to identify the motivations concerning using earnings management.  Concerning using earnings management this theory intent to identify the motivations of managers. After identifying these motivations to motivate managers in the right direction it will be possible to change or adjust the incentive plans. In addition, to predict in which way auditors and organizations will react on changes in the accounting rules PAT could used by the accounting regulators.

According to Watts and Zimmerman (1985) several factors exist that could influence management’s decisions to use a particular accounting standard. A few examples are political considerations, bonus plans and tax. 

The positive accounting theory is based on three hypotheses:
· the bonus plan hypothesis;

· the debt hypothesis;

· The political cost hypothesis. 

The bonus plan hypothesis states that managers are inclined to shift future earnings to the current period. The main purpose of shifting future earning to the current period is to report higher net earnings to receive a higher bonus or another incentive like promotion. If a bonus-plan is based just on net income, it will motivate managers to manage earnings to get the maximum bonus. 

The debt hypothesis states that the higher the debt/equity ratio the higher the possibility that the managers will try to influence the accounting procedures to report higher earnings. Higher earnings could be reached by reporting future earnings to the current period. Lenders often use financial statements to control debt contracts. If a company violates debt covenants, it could lead to restrictions on for example additional borrowing.

The political cost hypothesis states that if a company has to pay high political costs (tax), the more likely management will use different accounting methods to shift current earnings to the future. The reasoning behind this hypothesis is that highly profitable firms attract more attention of the media. This could lead to an increase in regulations and to an increase in tax obligations. Consequently management can choose to shift current earnings to a later period. 

2.4
 Summary

Different definitions are given to give a better insight in the term earnings management. Earnings management could be seen as an attempt to mislead stakeholders about the performance of a company. There are mainly two possibilities concerning the use of earnings management, by judgement of financial statements and through structuring transactions. A distinction should be made between earnings fraud, which violates GAAP or IFRS, to earnings management that is allowed. There are several motivations for using earnings management like capital-market motivations, contracting motivations and regulatory motivations.  The purpose of capital-market related earnings management is to mislead stakeholders in order to influence their buy or sell decision. Contracting motivations are related to the incentive plans of managers. If their bonuses are dependent on a firms performance they could choose to manipulate the earnings of the company to achieve a higher bonus. Earnings management related to regulatory motivations are associated with reducing the risk of intervention by law or with tax planning purposes. 

Several theories are used to understand why earnings management is used. The agency theory explains how it is possible for the top management to use earnings management. The top management (agent) is hired by the shareholders (principal) to lead a company. In this case the agent knows more about the organization than the principle which leads to information asymmetry. This information asymmetry could be used by the top management to manipulate the financial statements (agency problem). The costs that are made monitor the differences between the interests are qualified as agency costs.  Incentive plans are developed and implemented to minimize the costs and if it is possible to mitigate this problem. Also the Positive Accounting Theory (PAT) is used to understand the motivations for using earnings management. The PAT is based on three hypotheses. The bonus plan hypothesis, the debt hypothesis and, the political cost hypothesis. According to the bonus plan hypothesis, managers are inclined to shift future earnings to the current period. The debt hypothesis states that the higher the debt/equity ratio the higher the possibility that the managers will try to influence the accounting procedures to report higher earnings. The political hypothesis states that if a company has to pay high political costs (tax), the more likely management will use different accounting methods to shift current earnings to the future. Corporate governance structures are an important instrument in order to manage the motivations of the upper management to align their interest with the interests of the stakeholders.

In the next chapter the corporate governance structures will be commented. 

Chapter 3 Corporate governance

3.1 
Introduction

Like commented in the previous chapter managers are able to manipulate accounting numbers and consequently the financial statements. To prevent managers of manipulative behaviour the need for a board of directors is arisen. The current corporate governance structure is based on the need of minimizing the agency costs.

3.2
What is corporate governance?

According to Sir Adrian Cadbury in 'Global Corporate Governance Forum', World Bank 2002 the next definition is presented. 

“Corporate Governance is concerned with holding the balance between economic and social goals and between individual and communal goals. The corporate governance framework is there to encourage the efficient use of resources and equally to require accountability for the stewardship of those resources. The aim is to align as nearly as possible the interests of individuals, corporations and society".  

According to Mathiesen (2002) corporate governance is a field in economics that investigates in which way to secure/motivate efficient management of corporations by the use of incentive mechanisms, such as contracts, organizational designs and legislation. This is often limited to the question of improving the financial performance, for example, in which way the corporate owners can secure/motivate that the corporate managers will deliver a competitive rate of return.
 Corporate governance ensures that managers will act in the way that investors will receive a return on their investments. Because in addition it oversights the separation between control and ownership corporate governance also handles agency problems. 

According to Hart (1995), corporate governance issues arise in an organization whenever two conditions are present. The first condition is when an agency problem exists or a conflict of interest, involving members of the organization. These members could be owners, managers, workers or consumers. Secondly, the transaction costs are such high that this agency problem cannot be dealt with through a contract. Corporate governance consists of legal institutions like the Board of directors, the audit committee and the external auditors. 

According to John et al. (1998) corporate governance deals with mechanisms by which stakeholders of a corporation exercise control over corporate insiders and management such that their interests are protected. The stakeholders of a corporation include equity holders, creditors, and other claimants who supply capital, as well as other stakeholders such as employees, consumers, suppliers, and the government
. 

Because of several reasons, the topic corporate governance has attained more attention. The most important reasons concerning the raise of interest in this topic are
:

· The risen questions about the efficiency of the already existing corporate governance systems in the advanced market economies 

· The ongoing debate which of the used corporate governance systems in the United States and in the United Kingdom (characterized by distributed shareholders and a central role concerning the secondary market trading of shares) and the corporate governance systems used in Japan and in Germany (characterized by centralized shareholders and a leading role concerning banks) is the “right” system. Because of the search of the new emerging markets to find the “best” system to implement, this debate is relevant. . 

· There is a change in the current practice of corporate governance systems based on the legal provisions. The current practice is that the shareholders select the members of the boards from the ones top managers approve. Shareholders should actually be able to select the board members without the approval of the top management.

3.3
The board of directors

The board of directors is the highest legal institution that is responsible concerning the good-functioning of the firm. The board is qualified as the central corporate governance system of a company. The board is responsible concerning the internal monitoring and concerning supervises top management. They assist and advise the management with the general affairs of the company. The board of directors needs to take the interests of the corporation and the interest of the stakeholders into account. In addition, the board is responsible concerning the hiring of top managers and concerning the height of the compensation they receive. In addition, the board authorize and monitor important decisions of the management. In order to ensure that the managers will act in their interest the shareholders delegated to the board their right to supervise the management (Grossman and Hart 1980). In this paragraph the function and the objective of the board of directors will be comments. In addition the composition of the board, the board size, the committee structure and the compensation structure will be briefly comments. 

3.3.1 
The function and the objective of the board of directors

Previous literature provides several descriptions of the functions and the objective of the board of directors. Hirshleifer and Thakor (1994), Xie et al. (2001) and Klein (2002) provided similar descriptions of the board of directors. The main function and objective of a board is to align the interests of the management with those of the shareholders and monitors the management. The alignment between the shareholders and the board is presumed to be achieved by making the compensation of the board members sensitive to firm value (John and Senbet, 1998). In addition, reputation concerns of board members are used to motivate them to function optimal. Subsequently, the board also fulfills an important role as monitor (Fama, 1980 and Fama and Jensen (1983). 

3.3.2 
Board composition and the board size

Several studies (Klein, 2002, Xie et al. 2003, Mayers, Shidasani, and Smith, 1997) investigated whether the composition of the board of directors had an influence on the independence of the board of directors. A presumption exists that the higher the number of outside directors the higher the independence of the board. Many researchers investigate the importance of the outside directors. Rosenstein and Wyatt (1990) documented that significant positive stock returns exists around announcements of outside-director appointments but no significant response around announcements of inside-director appointments. This confirms the positive effect of the outside directors on the board. The empirical literature is supported by the fact more appointments of outside directors exists instead of inside directors. A study of Bhagat and Black (1997) confirms that half of the 100 largest public companies in the United States had only one or two inside directors. Except the question whether to compose the board of inside or outside directors, the backgrounds of these directors are important. A director with corporate background may be more capable of functioning as a board member in contrast to directors without a corporate background. Subsequently, the board's capacity concerning monitoring increases as more directors are added, the benefit may be outweighed by the incremental cost of the poorer communication and the decision-making associated with larger groups (John and Senbet, 1998). In order to improve the efficiency, it is important to consider limiting the size of the board. 

3.3.3
 Board structure

Besides the composition of the board, the composition of the subcommittees is also an important point to mention. Several studies are dedicated to investigate the importance and the effectiveness of subcommittees. According to Kesner (1988), the most important decisions of the board of directors are taken on committee level. The committees with the highest level of influence are according to Vance (1983) the audit, executive, compensation and the nomination committee. These subcommittees have all responsibilities regarding the good functioning of an organization. The audit and the compensation committees are both responsible for agency problems. The executive committee acts for the full board when direct actions are required (Xie et al. 2003). In the next paragraph, the role and the characteristics of the audit committee will be commented. 

3.4
The responsibilities and characteristics of the audit committee

Section 3.4.1 comments the role of the audit committee and section 3.4.2 comments the characteristics of the audit committee.

3.4.1
The responsibilities of the audit committee

The audit committee is a part of the board of directors. The main purpose of the audit committee is to provide, on behalf of the board, oversight over the firm’s financial reporting process. The audit committee is qualified as one of the most important component within the corporate governance of a firm.

According to Fama and Jensen (1983), “the objective of the audit committee is to oversee the accounting controls, financial statements, and financial affairs of the corporation. The committee represents the full board and provides personal contact and communication among the board, the external auditors, the internal auditors, the financial executives, and the operating executives.”  The audit committee is on behalf of the board of directors responsible for selecting the external auditor. The audit committee meets separately with the senior financial management and with the external auditor and questions management, internal auditors, and external auditors to determine whether they are acting to the firm’s best interest (Klein 2001). The audit committee is by the Blue Ribbon Committee Report described as ‘the ultimate monitor’ of the financial reporting system (Klein 2001). 
The audit committee is not only responsible concerning preventing fraudulent financial statements (Dye 1991) but they are also an arbiter between the external auditor and the management in which way to implement the regulations (IFRS, GAAP). Nelson et al. (2000) confirms that many of the reported earnings are negotiated. The role of the audit committee is to reduce the degree of positive or negative abnormal accruals (Klein 2002).

Responsible financial disclosures can be achieved with the active corporation of the full board of directors including the audit committee, external auditors and the financial management (three-legged stool) (Blue Ribbon Committee Report p.7). The relationship between the audit committee, internal auditor and the external auditor should be strong to support their independence from management. This will also lower the barriers between these three groups and motivate them to meet on a confidential base and consider relevant issues. 

According to the Blue Ribbon Committee the audit committee is the first among equals. The reason why the audit committee is the first among equals is because they are qualified as the ‘ultimate monitor’ of the whole process of preparing the financial statements. 

3.4.2
The characteristics of the audit committee

In order to guide organizations finding the right composition of board members, in the previous year’s many research have performed. According to the Blue Ribbon Committee the most important characteristics of the audit committee in order to higher the quality of the financial reports are independence, expertise and time commitment (Blue Ribbon Committee Report p.21). 

Independence

One of the important characteristics of the audit committee is independence. Independence is qualified as a crucial attribute to ensure that the board is fulfilling his goals. Independence is important to fulfil the role of arbiter between the financial management and the external auditor. The first two recommendations of the BRC are related to the independence of audit committee members. Independence is according to the BRC important because the committee associate independent directors with more objectivity related to internal control and reporting practices (Abbot et al. 2002). According to the first recommendation of the BRC: “Members of the audit committee shall be considered independent if they have no relationship to the corporation that may interfere with the exercise of their independence from management and the corporation” (Blue Ribbon Committee Report p. 10). Examples of relationships that can influence the independence of the member are also included in the BRC report, which are illustrated in the next figure.

Table 1 Relationships that can harm the independence of an Audit committee member (BRC report p.10)

	· A director being employed by the corporation or any of its affiliates for the current year or any of the past five years;

       • 

a director accepting any compensation from the corporation or any of its affiliates other than compensation for board service or benefits under a tax-qualified retirement plan;

· a director being a member of the immediate family of an  individual who is, or has been in any of the past five years, employed by the corporation or any of its affiliates as an executive officer;

       • 

a director being a partner in, or a controlling shareholder or an executive officer of, any for-profit business organization to which the corporation made, or from which the corporation received, payments that are or have been significant to the corporation or business organization in any of the past five years;

· A director being employed as an executive of another company where any of the corporation’s executives serves on that company’s compensation committee.




Recommendation 2 in the BRC reports that concerning all stock exchange quoted companies with a higher capitalization than $200 million an audit committee should assign that entirely exist of external committee members. According to the Dutch Corporate Governance Code, the supervisory board is obliged to assign an audit committee if the number of the members of the board exceeds four directors and all the members of the audit committee should be independent outside directors. These recommendations and provision are in line with the findings of previous research. According to Fama and Jensen (1983) independent outside directors are more effective in monitoring, because of their desire to build and sustain reputations as independent directors. If the financial statements include material misstatements, the reputation of the members that are serving on the audit committee will be damaged. Knowing this, outside independent members are better motivated to monitor effective to maintain their reputation. 

Expertise and Audit committee size

Another important characteristic of the audit committee is experience. The backgrounds of the members of the audit committee are important to decide whether they are capable of monitoring the process of preparing the financial statements. The filling in of the term financial literate is according the BRC report: “expertise signifies past employment experience in finance or accounting, requisite professional certification in accounting, or any other comparable experience or background which results in the individual’s financial sophistication, including being or having been a CEO or other senior officer with financial oversight responsibilities” (BRC report p.25).
The third recommendation of the BRC is associated with the more complex environment companies are active in and the more complex accounting practices within a company. According to this recommendation Audit committee of large companies (with a capitalization that exceeds $200 million) needs to be comprised of minimum three “financially literate” and at least one of these members should have an accounting or related financial management expertise. According to the Best provision III.5.7 At least one member of the audit committee needs to be a financial expert. Audit committee members who are financial literate will are expected to be better capable of preventing the use of earnings management and fraudulent behavior. The fulfillment of financial literate is according to the BRC report: “Such “literacy” signifies the ability to read and understand fundamental financial statements, including a company’s balance sheet, income statement, and cash flow statement” (BRC report p.26). The Dutch Corporate Governance Code provides a similar definition of being a “financial expect” (Best provision III. 3.2). A financial literate member is more effective in supporting external auditors when there is a disagreement with the management. 

Time commitment
The frequency of the meetings of the audit committee is another important characteristic of the audit committee. The more often the committee meets, the higher the level of monitoring the process. It is important that all the audit committee members are present during the audit committee meetings. The audit committee is required to disclosure the number of annual meetings in the proxy statements. It is also important that the members of the audit committee should be willing to be educated continuously and that they are prepared to invest time in these programs. 

3.4.3 
Characteristics of an Audit committee member

The members of an audit committee should have some essential personal characteristics in order to contribute to the effectiveness of the audit committee. According to the BRC report, these characteristics could be defined as: “recognition of the importance of the board’s tasks, integrity, and a sense of accountability, a history of achievement, and the ability to ask tough questions” (BRC report p.21). A member of the audit committee should be financial literate and in addition have some experience with other companies. A director also needs to have a certain commitment to the firm and the supervisory board they are serving. Under commitment, the degree of preparation and meeting attendance can be considered. It is also crucial that a committee member is up to date with new important issues a company is dealing with and there is a continuous education program to provide this. The members should all contribute to the well functioning of a company and they should have relevant knowledge for the firm they are serving. The Blue Ribbon Committee views certain of these attributes as particularly important for audit committee membership -- namely, recognition of the significance of the audit committee’s responsibilities, time commitment, financial literacy, and, above all, independence (BRC report p. 21).

3.5 
Summary
Corporate governance is one of the most important tools to minimize agency costs. With the use of corporate governance, the interests of several groups like the consumers, organizations and society is protected. Corporate governance consists of several legal institutions like the board of directors, committees assigned by the board and the external auditors. The board of directors is the highest legal institution within an organization. The main purpose of the board of directors is to supervise the management and in addition is responsible concerning internal control. Another important task of the board is to align the interest of the shareholders with those of the management. The board is attempting to align these interest using bonus systems that are sensitive to firm value. In addition, the hiring of new top managers and the height of their salaries and bonuses is the responsibility of the audit committee. In addition, the board also authorizes important decisions of the management. The compensation of the board of directors is important to compose an effective board. Several guidelines are developed to choose the right directors to compose an effective board. The number of outside directors in the board is one of the most important issues that should be considered. Several studies confirmed that a larger number of outside directors are associated with effective boards. Another important conclusion is that members with a financial or corporate background are board members that are more effective. Finally, the compositions of the committees assigned by the board are important for a company, because most of the important decisions of the board are taken on committee level. One of the most important committees is the audit committee. The audit committee provides oversight concerning the company’s financial reporting process. Another important task of the audit committee is selecting and assigning the external auditor. The Blue Ribbon Committee (BRC) made some recommendations about the composition of the audit committee and the characteristics of the members of the committee. According to the BRC, the most important characteristics of the audit committee in order to increase the quality of the financial reports are independence, expertise, and time commitment. Independence of the audit committee is associated with more objectivity related to internal control and reporting (Abbot et al. 2002). Expertise is important to decide whether the member is capable of accomplishing their duties in the audit committee. A member that is “financially literate” is qualified as much more capable in fulfilling the duties of a member of the audit committee. The complex environment of the companies now requires expertise of the members. Finally, an audit committee should invest sufficient time to fulfill their duties. The committee should meet enough to discuss all the relevant issues and in addition should invest time in education to be up to date to all the developments that are relevant for their functions. Some characteristics exist that every member of the audit committee needs to have. According to the BRC report, these characteristics could be defined as: “recognition of the importance of the board’s tasks, integrity, and a sense of accountability, a history of achievement, and the ability to ask tough questions” (BRC report p.21). In the next chapter, different possibilities concerning the use of the earnings management are commented. 

Chapter 4 Different possibilities of using earnings management

4.1 
Introduction

In de previous chapters are subjects like earnings management, the relevant theories concerning earnings management, the importance of corporate governance and specifically the importance of the audit committee commented. Chapter 4 will discuss some of the most used techniques to use earnings management. The following paragraphs will give some basic insight in these techniques. This chapter will be ended with a conclusion. 

4.2
Bump up earnings

According to DeGeorge, Patel and Zeckhauser (1999), Burgstahler and Dichev (1997) firms are tended to higher their earnings to meet their targets. These studies concluded that the possibility concerning a firm to miss their target by a cent is tens of times less than exceeding their target by a cent. If a firm is close to their target, the incentive concerning managing their earnings to reach their targets is high. To fill the little gap between their actual performance en their target, in these cases firm are tended to upward their earnings. 

4.3
Big Bath

Companies are focussed on realising profit and meeting their targets. Nevertheless, if it is clear that the actual performance is below the target, firms have an incentive to let the situation look even worse than it is. Such earnings management is referred to as “big-bath accounting”. Concerning the management of a company several reasons exists to downgrade their earnings. Firstly, the gap between their actual performance and their target is too high to use earnings management to fill this gap and meet their target. Subsequently, if a firm is already performing below their target, the cost of performing even worse is negligible. The incentive concerning the management of a firm exist to take large costs like the increase of provision for bad debtors. Several adjustments will be used to decrease the annual income. The self-adjusting nature of accounting will correct these negative adjustments in future income boots’. Consequently, these future performance improvements will presents a firm look more creditable. This improvement will give managers more credit concerning the recovery of the firm, even if a significant part of this recovery is thanks to the use of creative accounting. 

This point is well illustrated in a speech by Arthur Levitt, the former head of the SEC
.

“Companies remain competitive by regularly assessing the efficiency and profitability of their operations. Problems arise, however, when we see large charges associated with companies restructuring. These charges help companies "clean up" their balance sheet -- giving them a so-called "big bath. Why are companies tempted to overstate these charges? When earnings take a major hit, the theory goes Wall Street will look beyond a one-time loss and focus only on future earnings. And if these charges are conservatively estimated with a little extra cushioning, that so-called conservative estimate is miraculously reborn as income when estimates change or future earnings fall short.” (Speech Entitled “The Numbers Game” by Chairman Arthur Levitt of the SEC). 

4.4
Income smoothing or “Cookie-jar” accounting

Another incentive concerning using earnings management is when the earnings of a company are above their targets. If the earnings are excessive higher than the targets, firms have an incentive to adjust their earnings downwards. The benefit of exceeding the target is often marginal. A part of the excessive earnings are “stored” to use in future quarters, where the target is slightly below target. According to Gordon (1964, 262) managers will smooth their reported income and the rate of growth if they have a discretion over accounting choices. This prediction is tested by a study of Graham, Harvey and Rajgopal (2005) and they report, “An overwhelming 96, 9% of the survey respondents indicate that they prefer a smooth earnings path”.

This point is well illustrated in a speech by Arthur Levitt, former head of the SEC
.

“Some companies are using unrealistic assumptions to estimate liabilities for such items as sales returns, loan losses or warranty costs. In doing so, they stash accruals in cookie jars during the good times and reach into them when needed in the bad times”. (Speech Entitled “The Numbers Game” by Chairman Arthur Levitt of the SEC)

In addition, the fact performing above target triggers the ratchet effect. The ratchet effect occurs when a company over-performs, which causes higher future expectations. This will make it harder to achieve future targets that are set higher than in the initial situation. To prevent this earnings are adjusted downward. 

[image: image46.emf]Next a small illustration will present of the concerning the comments three incentives for using earnings management:
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4.5
Abuse of materiality

Materiality is a form of creating some flexibility during the preparation of the financial statements. Certain small and insignificant items in the financial statements are not worth measuring it with great punctuality. A realistic estimation of these items is enough instead of measuring these with exact precision. In order to manage their earnings, this flexibility in estimating certain items by the management of companies has been misused. The errors are intentionally within a defined percentage that is considered material. For example, a wide used measure of materiality is 5% of the pre-tax income. By creating errors below this percentage, managers can manage their earnings and use the excuse that these misstatements are not material and because of this the misstatements are ‘not important’. 

This point is well illustrated in a speech by Arthur Levitt, former head of the SEC
.

“But some companies misuse the concept of materiality. They intentionally record errors within a defined percentage ceiling. They then try to excuse that fib by arguing that the effect on the bottom line is too small to matter. If that's the case, why do they work so hard to create these errors? Maybe because the effect can matter, especially if it picks up that last penny of the consensus estimate. When either management or the outside auditors are questioned about these clear violations of GAAP, they answer sheepishly ....."It doesn't matter. It's immaterial." ” (remarks by SEC Chairman Arthur Levitt, September 28, 1998). 
It is important to determine what the concept of materiality is. According to the Financial Accounting Standards Board (FASB) in the Statement of Financial Accounting Concepts No. 2, a financial statement omission or misstatement is material if:

In the light of surrounding circumstances, the magnitude of the item is such that it is probable that the judgment of a reasonable person relying on the report would have been changed or influenced by the inclusion or correction of the item. (FASB 1980, paragraph. 132)
When investigate the description of the FASB more closely, it is remarkable that no clear measure exists to define whether a misstatement is material is or not. In a letter of SEC Chief Accountant Lynn Turner (1998) to the American Institute of Certified Public Accountants Turner states “Familiar measures of materiality, for example 5% of pre-tax income, may not be adequate in a market place with P/E multiples of 40, where missing the market’s expectation of earnings per share by a penny can have significant consequences.” (Letter Lynn Turner, 1998)

4.6
Creative Acquisition Accounting

Creative acquisition accounting, by the former chair of the SEC Arthur Levitt has qualified as “merger magic,” could be described as creatively processing a new acquisition into the financial statements of a firm. If in this new acquisition any goodwill is involved, the goodwill in the balance sheet can be accounted for as research and development costs. After goodwill is accounted for as research and development costs, it will be possible to write it off in one time. This creates a possibility to use “earnings management.” Another possibility in acquisition accounting is the tendency of firms to create large liabilities. These liabilities, which are also qualified as “merger reserves,” are created concerning possible future operating expenses. By creating these large liabilities, earnings management can be accomplished. 

In addition, this point is illustrated in the speech of the former SEC chairperson Arthur Levitt:

“So what do they do? They classify an ever-growing portion of the acquisition price as "in-process" Research and Development, so -- you guessed it -- the amount can be written off in a "one-time" charge -- removing any future earnings drag. Equally troubling is the creation of large liabilities for future operating expenses to protect future earnings -- all under the mask of an acquisition” (remarks by SEC Chairman Arthur Levitt, September 28, 1998)

4.7
Revenue recognition

Revenue recognition is another tool used by firms to manage their earnings. Several requirements exist that firms need to take into account when they prepare their financial statements. 

Statement of Financial Accounting Concepts No. 5, Recognition and Measurement in Financial Statements of Business Enterprises, specifies the next criteria concerning the recognition of revenue: (1) the revenue is realized or realizable, and (2) the revenue is earned. 

Concepts Statement No. 5 contains the next additional comments of the concepts of realized or realizable and earned.

(1) Realized or realizable: Revenues only can be recognized if revenues have been realized. 

(2) Earned: Revenues are not recognized until earned. 

Companies can try to boost their earnings by manipulating the recognition of the revenue. This is possible if a firm recognize a revenue before the sale is actually completed. If the product is not delivered jet or if the customer still have the possibility to cancel or delay the sale.

4.8    Summary

Several techniques are developed in order to manage the earnings of a company. The most used techniques are addressed by the former chairman of the SEC Arthur Levitt (1998). Bump-up earnings is used when a company want to higher their earnings to meet their targets. Big Bath accounting is another possibility of using earnings management. Big bath accounting is used when it is clear for a company that they won’t meet their targets. In these cases firms have an incentive to let the situation look even worse than it is. The self-adjusting character of accounting will correct these downward corrections, which in the following years will lead to an income boots. Another possibility is that the earnings of a company are way above their targets. This can lead to a downward adjustment of the earnings. A part of the earnings are than “stored” for following quarters with earnings just below the target. Abuse of materiality is another form of earnings management which preliminary focuses on the flexibility of estimating items on the balance sheet. In this case intentionally errors are made when estimating these items within a defined percentage that is defined as material. Creative acquisition accounting is also one of the possibilities of using earnings management. It could be seen as creatively processing new mergers and acquisitions into the financial statements. Finally, the timing of revenue recognition could be used to manage earnings. It is possible that a company will attempt to boost their earnings by manipulating the recognition of earnings. In the following chapter previous literature will be commented and the hypotheses will be developed. 

Chapter 5: Prior research

5.1
 Introduction

In this chapter, prior research regarding the quality of the audit committee members and their ability of preventing the use of earnings management will be presented. In addition, prior research about the characteristics of the supervisory board and their ability of preventing the use of earnings management will be comments. In addition, in order to identify the different possibilities of detecting earnings management previous literature about earnings management will be commented. 

5.2 
Findings by prior research

Several studies exist that investigated the relationship of the use of earnings management and the quality of the audit committee and the board of directors. 

Xie et al. (2001) examined the role of the audit committee, the board of directors, and the executive committee in preventing the use of earnings management. The sample used concerning this research was based on a selection of the first 110 firms (alphabetically) from the S&P 500 index as listed in the June Standard and Poor’s directory for each of the years 1992, 1994, and 1996. In order to estimate the used earnings management within a company they used the modified Jones model. According to their findings, the composition of a board in general and of an audit committee more specifically, is related to the likelihood that a firm will engage in earnings management. Xie et al. in addition, found that earnings management is less likely to occur or occurs less often in companies whose boards include both more independent outside directors and directors with corporate experience. Board and audit committee members with a financial or corporate background according to Xie et al. are associated with firms that have smaller discretionary current accruals. In addition, the frequency of their meetings is associated with the reduced levels of the discretionary current accruals. They conclude that board and committee activity influences members’ ability to serve as effective monitors. 

Klein (A) (2002) examined whether the audit committee and the board characteristics are related to earnings management by the firm. The sample Klein concerning his research used consist of 692 firms listed on the S&P 500 as of March 31, 1992 and 1993 with annual shareholder meetings between July 1, 1991 and June 30 1993. Klein found a negative relation between the audit committee independence and abnormal accruals. Klein in addition, found a negative relation between the board independence and abnormal accruals. In case of a reduction in the audit committee or the supervisory board, the abnormal accruals showed a large increase. The most pronounced effects occur when either the board or the audit committee is comprised of a minority of outside directors. These results suggest according to Klein that boards structured to be more independent of the CEO are more effective in monitoring the corporate financial accounting process. Committee and board characteristics are related to the use of earnings management by the firm. In addition, Klein concludes that it is not necessary to install an audit committee of fully independent outside directors. 

Peasnell et al. (2005) examined whether earnings management by UK firms depends on board monitoring, mainly focusing on the role of the outside directors and the audit committees. The sample used concerning this research consists of 559 firms and in total 1,271 firm-years. The result found by Peasnell et al. indicate that the likelihood of managers using income-increasing abnormal accruals to avoid reporting losses and earnings reductions is negatively related to the proportion of outsiders in the board. They also found find that the chance of abnormal accruals being large enough to turn a loss into a profit or to ensure that profit does not decline is significantly lower concerning firms with a high proportion of outside board members. The presence of an audit committee according to Peasnell et al. does not directly affects the extent of income-increasing manipulations to meet or exceed these thresholds. Neither do audit committees appear to have a direct effect on the degree of downward manipulation, when pre-managed earnings exceed thresholds by a large margin. Their findings suggest that boards contribute towards the integrity of the financial statements, as predicted by the agency theory.

Klein (B) (2002) investigated whether the audit committee independence is associated with economic factors. The sample used by Klein included all U.S firms listed on the S&P 500 as of march 31, 1992, and 1993, with annual shareholders meetings between July 1, 1991 and June 30, 1993. Due to their complex structure in the final sample, financial institutions were excluded. Klein found that the audit committee independence increases with board size and size and board independence and decreases with the firm’s growth opportunities and concerning firms that report consecutive losses.

Abbot et al. (2002) on improving the Effectiveness of Corporate Audit Committees (BRC) on the likelihood of financial misstatements examined the impact of certain audit committee characteristics identified by the Blue Ribbon Committee. Abbot et al. examined 41 firms which issued fraudulent reports and 88 firms which restated annual reports, without allegations of fraud in the period 1991-1999, together with matched pairs control groups of similar size, exchange listing, industry and auditor type. The results found by Abbot et al. indicates that the independence of the audit committee members and whether the audit committee meets at least four times per year exhibit a significant and negative association with the occurrence of financial restatements. In addition, they found a significant positive association between an audit committee without a member with a financial background and the occurrence of financial restatements.

Chtourou et al. (2001) examined the corporate governance structure of firms and their ability of preventing earnings management. The focus of their research was primary on the relationship between the audit committee and the board of director’s characteristics and the degree of corporate earnings management as measured by discretionary accruals. A sample of 300 U.S firms has been used. A part of the selected firms had relative high discretionary accruals and the other part of selected firms has relative low discretionary accruals in 1996. The discretionary accruals are estimated by using the cross-sectional version of the Jones model. Chtourou et al. found that the use of earnings management is significantly associated with some aspects of the audit committee and of the board of directors. When investigating the aspects of the audit committee, they conclude that the number of outside directors who are not managers in other firms is negatively correlated with the level of discretionary accruals. In addition, the existence of a clear mandate concerning the overseeing of financial statements and the external audit is relevant. Another result is that audit committees that exist of only independent outside directors that meets more than two times a year is negatively associated with the use of earnings management. Not only has the number of members of the Audit Committee, but also their background had a significant effect on the use of earnings management. The presence of at least one member with a financial background is negatively associated with income decreasing earnings management. 

Chtourou et al., in addition, investigated some aspects of the board of directors in relation with the use of earnings management. The results show that a negative relationship exists between the members of the board with experiences in other firms’ boards and the use of income increasing earnings management. According to Chtourou a larger number of directors, the importance of the ownership stakes in the firm held by non-executive directors, and experience as board members reduce the use of income increasing earnings management. 

Abbot et al. (2000) investigated whether the activity and the independence of the audit committee reduces the use of fraudulent or aggressive financial statements. According to Abbott et al., audit committees, which are composed of independent directors and which, meets at least twice per year are less likely to be sanctioned concerning fraudulent or misleading reporting. 
Ebrahim (2007) investigated the activity of directors and its audit committee on earnings management. To test the effect of the interaction between board and audit committee independence and their activity on earnings management behavior,  Ebrahim used a sample of all manufacturing firms (SIC codes from 2,000 to 3,999) as listed in COMPUSTAT files in 2002 with fiscal year ends at 31 December after excluding the American Depository Receipts (ADR) firms. He measured earnings management by using abnormal accruals. The findings of Ebrahim confirm that the independence of the supervisory board and the audit committee is negatively associated with earnings management. The negative association is for the audit committee stronger if they are more active, in contrast with the results found for the activity of the supervisory board. 

The next paragraph includes previous literature about earnings management and the detecting of the use of earnings management.
5.3 Earnings management

Several methods exist to detect and measure the use of earnings management. Earnings management is often evaluated using discretionary accruals (Healy 1985, Jones 1991). 

According to Mc Nichols earnings management can be measured with three approaches. 

· Total accruals:

An approach proposed by Jones (1991), which focuses on the aggregate accruals, is mainly used to measure earnings management. The models proposed by Jones are known as the Jones model and the adjusted version, the modified Jones model. 

· Single accruals: An approach proposed by several researchers, to measure the use of earnings management which only focuses on specific accruals. The focus will be only on a specific industry, such as banking (e.g. Scholte et al. 1990).

· Distribution of earnings:

An approach proposed by the Burgstahler and Dichev (1997). The focus of this approach is based on the concentration of distribution of earnings after management. These two researches’ conclude that to achieve earnings targets in order to receive a (higher) bonus a strong tendency exists to use earnings management. Burgstahler and Dichev propose that there are more incentives to achieve earnings above the benchmark. They assume that managers are triggered to manage earnings to achieve targets/benchmarks and prevent to not meeting analysts’ forecasts. They show that there are fewer observations just below the benchmark than the observations above the benchmark.
Figure 1: Distribution of earnings after earnings management (Burgstahler and Dichev)
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Several possibilities exist to achieve the use of earnings management. Examples are the use of accruals, changes in accounting methods and changes in capital structure. In order to achieve the use of earnings management this study mainly will focus on the use of accruals. Concerning the measurement of the use of earnings management accounting accruals are qualified as one of the most used method. To determine the use of earning management different accrual models can be used. 

First a distinction is necessary between the content of the terms nondiscretionary and discretionary accruals (VanDer Bauwhede 2003). The difference between these accruals is the fact that nondiscretionary accruals are expected by the management, but they are not controllable by the management. The nondiscretionary current accruals are part of the current accruals caused by a firm’s sales growth and are ‘viewed as independent of managerial control’ (Teoh, Welch, and Wong, 1998a, p.95). On the other hand discretionary accruals can be influenced by the decisions of the management. These accruals are dependent on the use of different accounting methods. Examples of these methods are determining the depreciation of inventory or assets. Because these are the only accruals that actually by management could be influenced. To calculate the level of the used earnings management the discretionary accruals needs be calculated. Existing models to measure discretionary accruals range from simple models in which discretionary accruals are measured as total accruals, to more sophisticated models that attempts to separate total accruals into discretionary and non-discretionary accruals (Dechow et al. 1995). 

Dechow et al. investigated the relative performance of the used models concerning determining the use of earnings management that has the strongest power. The Healy model, the DeAngelo model, The Jones model, the Modified Jones model and the Industrial model are compared the result of the used models with each other. Each of these models has their own strengths and weaknesses. According to Dechow et al. in order to detect the use of earnings management the modified Jones model is the model that provides the highest power. This conclusion is supported by the results of the investigation by the SEC in order to identify the companies that use extensive earnings management. The companies that use extensive earnings management where also identified by the use of the modified Jones model. This is one of the reasons why, in order to measure the use of earnings management, the modified Jones model is still one of the most used model. The modified Jones model is a modified version of the Jones model. Jones (1991) designed a model in which she proposed that the nondiscretionary accruals are constant. She assumes that all the changes in the nondiscretionary accounts are a result of the changes in the environment of a firm. In order to eliminate the conjectured tendency of the Jones Model to measure discretionary accruals with error when discretion is exercised over revenues, the Jones model is adjusted (Dechow 1995). The only adjustment on the Jones model is that the change in revenues is adjusted concerning the change in the receivables in the same period. 

The modified Jones model:

First the total accruals will be determined using the next formula. Dechow et al. (1995) estimated the total accruals using the following formula:
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(1)

Where:

TA 

: total accruals

ΔCA 

: change in current assets

ΔCL

: change in current liabilities

ΔCash

: change in cash and cash equivalents

ΔSTD 
 
: change in debt included in current liabilities

Dep 

: depreciation and amortization expense

A

: total assets
[image: image50.emf]After the total accruals have been determined the nondiscretionary accruals needs to be calculated. The nondiscretionary accruals are measured in the next formula:
(2)
Where:

NDAt

: non-discretionary accruals in the event year

ΔREVt

: net revenues in year t less net revenues in year t−1

ΔRECt 

: net receivables in year t less net receivables in year t−1

PPEt 

: gross property, plant, and equipment at time t

At-1 

: total assets at t-1

α1, α2 and α3 
: firm specific parameters
The discretionary accruals are subsequently estimated by deducting the predicted level of the non-discretionary accruals (NDAP) from the total accruals. 


(3)
Where:

DAPit

: predicted level of the discretionary accruals
TAit 

: total accruals 

NDAPit

: predicted level of the non discretionary accruals
5.4 
Hypotheses development and expectations

In the previous paragraphs relevant empirical research is commented in order to have some insight in previous findings. Also is it a good foundation to use this literature in order to formulate the hypothesis to be tested with this research. The hypotheses will be defined in such an order to give a better understanding between the audit committee characteristics and earnings management. Because the audit committee is assigned by the supervisory board, in addition hypothesis will be developed to understand the relation between some of the important characteristics of the supervisory board and the use of earnings management. An important point is the fact that all the prior research is based on American listed companies. The Dutch situation defers from the corporate structure used in American firms. The two-tier board system, the Rhineland model is used.  This model is characterized by the fact that there are two separate boards, the management board (“Raad van Bestuur”) and the supervisory board (“Raad van Commissarisen”). The supervisory board consists of only outside directors, whom are responsible for the good functioning of the management board. According to the Best Practice provision III.2.1 of the Code Tabaksblat: “All supervisory board members, with the exception of not more than one person, shall be independent within the meaning of best practice provision”. The corporate governance used in most of the countries, including the United States, is the Anglo-Saxon one-tier board system. In this system al outside and inside directors are active in the same board. 

5.4.1
Hypotheses concerning the supervisory board

Klein (2002) investigated whether the number of outside directors had a negative effect on earnings management. This result is in accordance with the Code Tabaksblat, a negative relationship is expected between the number of outside directors in the supervisory board and earnings management. Chtourou (2001), Xie et al. (2003), and Peasnell et al. (2005) in addition investigated the relationship between the characteristics of the members of the supervisory boards and the use of earnings. They conclude that independent supervisory boards are negatively associated with earnings management. Because of the fact that in the corporate governance structure of the Netherlands is characterized by the two-tier board system, the supervisory board of Dutch firms consists of only outside directors. Klein (2002) investigated similar kind of firms (sample of boards with more than 50% of outside directors) and according to her results, independent supervisory boards are negatively associated with earnings management. In accordance with the results of Klein, a negative relationship is expected. 
H1: Independent supervisory boards are negatively associated with earnings management. 
Also the size of the supervisory board is investigated in order to investigate the relationship with earnings management. Previous literature by Chtourou et al. (2001) Xie et al. (2003) and Ebrahim (2007) investigated this relationship. They found a negative relationship between the size of the supervisory board and earnings management. In accordance with their results the following hypotheses will be investigated: 
H2: The size of the supervisory board is negatively associated with earnings management. 
5.4.2 Hypotheses concerning the characteristics of the Audit Committee

Several studies examined the characteristics of the Audit Committee and their relationship with earnings management. Previous literature examined several of these characteristics, like the independence of the board members, the size of the Audit committee, the frequency of meetings, and the expertise of the Audit committee members in order to investigate whether there is significant relationship between these characteristics and earnings management. 

To start with, the importance of independence for the Audit committees, the Blue Ribbon Committee (BRC) recommendations could be taken as an example. Members of the audit committee, according to the BRC, shall be considered independent if they have no relationship to the corporation that may interfere with the exercise of their independence from management and the corporation (BRC report and recommendations 1998, p. 10). According to the Best practice provision III.5.1 is it allowed to have an audit committee with maximum one dependent member (Code Tabaksblat, p. 24). Klein (2002), Chtourou (2001), Abbot et al. (2000) and Ebrahim (2007) investigated the relationship between the audit committee and earnings management. In accordance with their findings independent audit committee members are negatively associated with earnings management. 

H3: The independence of the audit committee is negatively associated with earnings management. 
The size of the audit committee is another characteristic in order to investigate the quality of audit committees. A small board can be more functional and have less bureaucratic problems (Klein 2003) which makes it easier to oversight the financial reporting process. In contrast, a larger board could be more effective because of the experience of more members (Klein 2003). Prior research by Xie et al. (2003) and Bedrad et al. (2005), show that a larger audit committee is associated with an increased monitoring role. Just as “one size does not fit all” when it comes to board governance, “one size can not fit all” concerning audit committees (BRC report and recommendations, p. 7). Hence, a negative relation between the size of the audit committee and earnings management is expected.  

H4: The size of the audit committee is negatively associated with earnings management. 

Several researchers as examine the number of meetings of the audit committee: Chtourou (2001), Xie et al. (2001), Ebrahim (2007), Abbot et al. (2002a), Abbot et al. (2002b). The general outcomes of these studies showed that a higher number of meetings during a year had negative association with earnings management. This is line with the Best provision 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” (Code Tabaksblat p. 25). The corporate governance code does not give a clear recommendation about how often the audit committee should come together. 

H5: The frequency of the audit committee meetings has a negative association with earnings management. 

The audit committee can decide whether they want the management board present during their meetings. According to Best practice III.5.9, is the audit committee obliged to meet each other once a year without the presence of the management board. With this study, the association between the number of meetings without the audit committee and earnings management will be investigated. In line with the recommendation in the governance code, a negative association is expected between the number of meetings without the management board and earnings management.

H6: The frequency of meetings without the management board has a negative association with earnings management.
According to Best provision III.5.7, “At least one member of the audit committee shall be a financial expert” (code Tabaksblat, p.25.). According to Xie et al. (2003), audit committees with corporate and financial backgrounds should have the experience and training to understand and prevent earnings management. In accordance with her findings and the guideline provided by the Tabaksblat Code, a negative association is expected between the number of audit committee members with a financial background and earnings management. 

H7: An Audit committee with a member with a financial background has a negative association with earnings management.
5.5 
Summary

Earnings management is often evaluated using discretionary accruals. It is possible to make a distinction between nondiscretionary and discretionary accruals. Nondiscretionary accruals are accruals that are not controllable by the management. Discretionary accruals in contradiction are the accruals that are controllable by the management. The decisions taken by the management can influence these accruals and are dependent on the use of different accounting methods. Several methods are designed in order to measure the discretionary accruals. According to Dechow (1995) the modified Jones model is the most powerful method to measure earnings management. The Modified Jones model is also one of the common used methods by researchers to measure earnings management. 
Several studies investigated the relationship between earnings management and the quality of the audit committee members. Numerous characteristics of the audit committee are investigated in order to investigate relationship between the characteristics of the audit committee and earnings management. A summary of all the used literature is shown in table 1. With the use of previous research, hypotheses are developed to investigate the relationship between the audit committee characteristics and earnings management. The hypotheses are:

Hypotheses concerning the supervisory board:

H1: Independent supervisory boards are negatively associated with earnings management.
H2: The size of the supervisory board is negatively associated with earnings management. 
Hypothesis concerning the audit committee:

H3: The independence of the audit committee is negatively associated with earnings management. 
H4: The size of the audit committee is negatively associated with earnings management. 
H5: The frequency of the audit committee meetings has a negative association with earnings management. 
H6: The frequency of meetings without the management board has a negative association with earnings management.  
H7: An Audit committee with a member with a financial background has a negative association with earnings management.
Table 2 Overview prior research

	Author (year of publication)
	Research question
	Research method
	Sample
	Findings

	Xie, Davidson and Dadalt (2001)
	What is the role of the audit committee, the board of directors, and the executive committee in preventing the use of earnings management?
	Method based on the model used by Teoh et al. (1998) and Jones (1991) and regression analyses
	94 firms from the S&P 500
	Member of the board of directors and the audit committee with a financial background and a higher amount of board meetings are associated with lower earnings management.

	Klein (2002)
	Are audit committee and board characteristics related to the use of earnings management?
	Cross-sectional variation of the Jones model and regression analyses
	692 firms listed on the S&P 500
	A negative relation is found between the audit committee independence, board independence and the use of earnings management. If the board or the audit committee is comprised of a minority of outside directors, a negative relationship is found. 

	Peasnell, Pope and Young (2005)
	Is the incidence of earnings management by UK firms dependent on board monitoring?
	Modified Jones model and regression analyses
	559 UK listed firms with fiscal year ends between June 30, 1993 and May 31, 1996. 


	Audit committees that consist of merely outside directors contribute to the containment of earnings management.



	Author (year of publication)
	Research question
	Research method
	Sample
	Findings

	Abbott, Parker and Peters  a (2002)
	What is the impact of certain audit committee characteristics identified by the Blue Ribbon Committee on  improving the Effectiveness of Corporate Audit Committees (BRC)  
	Mainly regression analyses
	129 firms listed on the AMEX or NYSE (41 firms accused of fraud and 88 firms that restated their financial statements.) 
	The independence of the audit committee and whether the audit committee meets at least four times per year exhibit a significant and negative association with the occurrence of financial restatements. They also find a significant positive association between an audit committee without a member with a financial background and the occurrence of financial restatements. 



	Abbott, Parker and Peters b (2002)


	Does the independence and the activity of the audit committee reduces the use of  fraudulent or aggressive financial statements
	Regression analyses
	78 firms U.S firms (62 firms are traded at the NASDAQ) 
	Audit committees which are composed of independent directors and which meets at least twice per year are less likely to be sanctioned for fraudulent or misleading reporting.

	Klein (2002)

	Is the audit committee independence associated with economic factors?
	Regression analyses
	803 firm-year observations.
	The audit committee independence increases with board size and size and board independence and decreases with the firm’s growth opportunities and concerning firms that report consecutive losses. 

	Dechow, Sloan, and Sweeney (1995)


	What are the alternative accrual-based models concerning detecting the use of earnings management?

	Regression analyses
	Four different samples
	The modified Jones model developed by Jones (1991) shows the most power in identifying the use of earnings management. 


	Author (year of publication)
	Research question
	Research method
	Sample
	Findings

	Ebrahim (2007)

	What is the relation between earnings management behavior and the activity of both the board and audit committee? 
	Different models to isolate abnormal accruals
	The sample used in this study includes all manufacturing firms (SIC codes from 2,000 to

3,999) as listed in COMPUSTAT files in 2002 with fiscal year ends at 31 December. 

	The findings confirm that the independence of the supervisory board and the audit committee is negatively associated with earnings management. The negative association is for the audit committee stronger if they are more active, in contrast with the results found for the activity of the supervisory board




Chapter 6 Research design
6.1 
Introduction

Based on previous literature and the acquired background information the hypotheses are developed. In this chapter, the research design used to examine the hypotheses will be commented. The type of the used research will be commented and the most suitable method will be chosen. The used sample will be elucidated and the used sources for the data will be elaborated. 

6.2
Research approach

Empirical research is used to test the reality based on observations. These observations could be direct or indirect. It is possible to make a distinction between a qualitative and a quantitative research method. 

Quantitative research method could be seen as ‘hard’ science. It generates statistics through large-scale survey research. The needed input is often obtained by questionnaires or structured interviews.

Qualitative research method could be seen as ‘soft’ science. The main purpose of a qualitative research is to investigate attitudes and behaviour. Case studies are often seen as a good example of qualitative research. With qualitative research the focus is more on interpreting the data within their context. The most obvious difference between the quantitative research method and qualitative research method is the fact that quantitative research is seen as objective and qualitative research method is seen as a subjective method.  

The research method that will be used in this study is the quantitative research method. The aim of this study is to investigate whether there is an association between the audit committee and the use of earnings management. This can be investigated with the use of a quantitative research method, because the aim of this study is to determine the relationship between a dependent variable and an independent variable. The data in qualitative research is collected by the researcher. The quality of the data depends on the capacity of the researcher. If the researcher has the capacity to collect the right information and process these in a proper way, qualitative research will be really informative. It is hard to determine whether a researcher has the right skills, which makes the data not controlled ‘scientifically’. The reliability of these data will be lower than statistical data. The use of quantitative research is often less time consuming and the used data will be more ‘reliable’. In this study, the quantitative research method will be used to test the hypotheses. There are several quantitative research methods. Two of the important variants of quantitative research methods are surveys and experiments.  With the use of surveys the data is collected by interviews. The aim of a survey is collecting data from a smaller sample in order to estimate the characteristics of a population. Experiments are used to tests existing theories or hypotheses in order to investigate whether these are true or false. In this study experiments will be used to investigate whether there is an association between the audit committee characteristics and the use of earnings management. 

6.3
Research methodology

Like mentioned in the previous paragraph, this study will include the analysis of existing data and the cause-effect relationship between the audit committee and the use of earnings management. For this reason this study will be a quantitative quasi-experiment. 
6.4
Research model

In this paragraph, the dependent and independent variables will be commented. Also the data sources used to collect the data will be presented. 
6.4.1
 Supervisory board characteristics

IndepSBit
: According to best practice provision III 2.2 (appendix 1) of the Tabaksblat code a 

supervisory board is considered independent if maximal one member of the

supervisory board is classified as not independent. Within this research a supervisory

board is seen as independent according to the Tabaksblat code will be coded as 1 and otherwise it will be coded as 0.

SizeSit

: The size of the supervisory board of firm i in period t.
6.4.2
Audit committee characteristics 

IndepACit
: According to best practice provision III.5.1 is it allowed to have an audit committee with maximum one member which is not independent. Within this research an audit committee will qualified as independent according to the Tabaksblat code will be coded as 1 and otherwise it will be coded as 0.

SizeACit
: The size of the audit committee of firm i in period t.
MeetingACit

: The number of the audit committee meetings of firm i in period t. 

MeetNAit
: The number of meetings of the audit committee without the management board. 

FinExpit
:According to best provision III.5.7 at least one of the audit committee members should be a financial expert. In this research an audit committee member will be considered as a financial expert if he or she has an academic title, like “Register Accountant” (RA) or “Certified Public Accountant” (CPA). 
6.4.3
Earnings management  
Discretionary accruals will be used as a proxy for earnings management.  It is important to make a distinction between discretionary accruals and nondiscretionary accruals. The nondiscretionary current accruals are part of the current accruals caused by a firm’s sales growth and are ‘viewed’ as independent of managerial control. Discretionary accruals can be influenced by the decisions of the management. These accruals are dependent on the use of different accounting methods. To calculate the level of the used earnings management the discretionary accruals needs be calculated. Existing models to measure discretionary accruals range from simple models in which discretionary accruals are measured as total accruals, to more sophisticated models that attempts to separate total accruals into discretionary and non-discretionary accruals (Dechow et al. 1995). To determine the discretionary accruals, the modified Jones model will be used. The modified version of the Jones Model assumes that changes in credit sales are in the event period results from earnings management. It determines the non-discretionary accruals using cross-sectional regressions of the total accruals in sales and in property, plant and equipment (PPE). With the following formula the [image: image2.png]
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 will be determined using an OLS regression. 
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: Total accruals of firm i on year t (Net income-cash flow from operations. 

∆REV

: Changes in net revenues in year t less net revenues in year t-1
∆REC

: Changes is net receivables in year t less net receivables in year t-1
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: gross property, plant and equipment of firm i in year t 
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: firm specific parameters
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: Total assets at year t-1
After determining the firms specific parameters the non-discretionary accruals are computed using the following formula:
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The final step will be deducting the non discretionary accruals of de total accruals.
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All the necessary variables to calculate the formulas are acquired from the Thomson one banker database. 

6 4.4
Control variables

There are several variables beside the variables mentioned in section 4.1 that could influence the effectiveness of the audit committee and relationship between the audit committee and hypotheses.  

 According to O’Reilly (1998) and Klein (2002) Firm size need to be controlled. Firm size is often used as a proxy for political sensitivity. Xie et al. (2003) found a positive relationship between the firm size and earnings management. The variable of the firm size is measured as the natural logarithm of the total assets of a firm.
According to Pourciau (1993), the change of the CEO can influence earnings management. Pourciau discovered that the earnings of a company during the change of the CEO decrease. In the year after the change of the CEO the earnings of the company increase. I will investigate whether there was a change of the CEO.  

The data of the characteristics of the audit committee will be derived from the annual reports. If the information in the annual reports is incomplete, the firm’s website will be consulted. 

6.4.5
Research model

To investigate the relationship between audit committees and earnings management I will use a regression model. Combining all the variables will lead to the next research model:
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6.5
Research Sample

This research wills preliminary focus on the Dutch situation and thereby focus on the Dutch stock listed firms. The focus of this research will firms listed on the AEX or the AMX between 2004 and 2009.  This implies that the initial sample consists of 50 firms.  This amounts to a total of 200-firm year observations.  From this initial sample are due to their complex structure, banks, funds and other financial institutions excluded. A part of the firms in the initial sample where not uninterrupted listed on the AEX or AMX during the period between 2004 and 2009. Also a few firms are excluded because of limited information about the audit committee and the supervisory board in the annual reports. The research sample consists of 15 firms, which will result in 90 firm-year observations. The list of the firms included in the research sample is listed at appendix 2. 

6.7
Validity framework

Libby et al. (2002) used a predictive validity framework to describe the hypotheses testing process and tried to give an explanation on the key determinants of the internal and external validity of the research design. Figure 2 shows the predictive validity framework of the research design of this study. 

Figure 2: Validity framework
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The research question is processed in link 1; the relationship between the effect of the audit committee in preventing earnings management. The independent variable is the audit committee characteristics and the dependent variable is the level of earnings management. According to the predictive validity framework there is an internal validity if the changes in de audit committee (independent variable) were caused by the change of earnings management (discretionary accruals). The theory will be tested by the operational definitions. The operational definitions for earnings management are the discretionary accruals (link 3).The operational definitions used to define the characteristics of the audit committee are defined with link 2. There could also be ‘other’ factors that could influence earnings management. Therefore is it crucial to use control variables to control the dependent variables (link 5).  

6.8
Summary

In this chapter the research design of this study is presented. In order to investigate the formulated hypotheses, the quantitative quasi-experiment will be used. The hypotheses are formulated using theoretical background and previous literature.  The aim of this research is to investigate the relationship between the characteristics of the audit committee and the use of earnings management to state an overall conclusion about the effectiveness of the audit committees in the Netherlands. 

The sample will consist of listed companies on the AEX and AMX between 2004 and 2009. The research sample consists of 15 firms, which will result in 90 firm-year observations. To examine the relation between the characteristics of the audit committee and the use of earnings management, regression analysis will be performed. When all the variables are combined, the following model will be used:
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Chapter 7
Results and data analyses

7.1
Introduction

In this chapter, the results of the research will be presented and commented. The results will be commented in parts. First, in paragraph 7.2, the model summary will be evaluated, which will gives the opportunity to give a general analyze of the results. Subsequently, in paragraph 7.3, the hypotheses will be commented using the outcome of this research. This Chapter will end with the summary. 

7.2
General Analyze

This research focuses primary on the effectiveness of the audit committee in preventing the use of earnings management. The results can be found in Appendix 4. 

We are starting with our analyses with a closer look to the “Model Summary” 
Table 3 Model summary
	Model Summary

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

	dimension0
	1
	,577a
	,332
	,257
	1,24309

	a. Predictors: (Constant), Change CEO, FinExp, SizeAC, MeetingAC, MeetingNM, IndepAC, IndepS, FIRMSIZE, SizeSB


When analyzing the model summary more closely it is notable that the R has a value of  0.577, which shows the correlation between de dependent and independent variables. The adjusted R[image: image33.png]


 is equal to 0,332 and the adjusted R Square is equal to 0,257. The R[image: image34.png]


 is also qualified as the coefficient of determination. According to Moore et al. (2003), the R[image: image35.png]


 is a measure of how successful a regression was in explaining the response and gives a prediction of how well future outcomes can be predicted by the model. However, it is hard to decide what a sufficient level is for R[image: image36.png]


. The Adjusted R square is in this study 26%, consequently, several characteristics of the supervisory board en the audit committee used in this research explains 26% of the use of earnings management. The correction concerning the adjusted R square can be qualified as a correction concerning the used sample. It adjusts the R[image: image37.png]


 in line with the variables used in the research. The next paragraph will discuss the different variables used in this research to predict the use of earnings management. 

7.3
Results regarding the hypotheses

In this paragraph, the results regarding the developed hypotheses will be analyzed. The significance level is set at 5%. The Table with results of the regression analyses is as follow:
Table 4 Results regression analyses

	Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	-2,936
	1,199
	
	-2,449
	,017

	
	IndepS
	-,039
	,346
	-,013
	-,112
	,911

	
	SizeSB
	,124
	,125
	,152
	,989
	,325

	
	IndepAC
	-,018
	,442
	-,005
	-,041
	,967

	
	SizeAC
	-,450
	,207
	-,234
	-2,178
	,032

	
	MeetingAC
	,152
	,078
	,220
	1,943
	,056

	
	MeetingNM
	-,111
	,222
	-,057
	-,501
	,617

	
	FinExp
	-,720
	,348
	-,251
	-2,073
	,041

	
	FIRMSIZE
	,125
	,136
	,129
	,923
	,359

	
	Change CEO
	,305
	,473
	,060
	,644
	,521

	a. Dependent Variable: DA1


Hypotheses regarding the supervisory board;

Hypothesis 1: 
Independent supervisory boards are negatively associated with earnings management.
When analyzing the results of the regression analyses, it is remarkable that the β of the independence of the supervisory board is -0,039, which is indeed a negative relationship. This relationship is consistent with prior research regarding the relationship of the independence of the supervisory board independence and earnings management. 

Nevertheless, this relationship is not significant. The Significance level found is even to 0.911 that is higher than the significance level of 0.05. The results confirm the negative association, but this relationship is not significant. 

Hypothesis 2: The size of the supervisory board is negatively associated with the use of earnings management.

The result of the regression analyses shows a positive relation between the size of the supervisory board and earnings management. The coefficient is equal to 0,124 with a significance of 0,325, which confirms that the found relationship is not significant. This result is not consistent with prior research, which expected a negative relationship.

Hypotheses regarding the audit committee;

Hypothesis 3: The independence of the audit committee is negatively associated with the use of earnings management. 

According to prior research regarding the relationship between the independence of the audit committee and earnings management, a negative relationship is expected. The result of the research confirms this negative relationship. The found coefficient for this relationship is equal to -0,018. The level of significance is equal to 0,967 that is above the significance level of 5%. 

Hypothesis 4: The size of the audit committee is negatively associated with the use of earnings management. 

When analyzing the results, it is notable that the association between the audit committee and earnings management is negative with a coefficient of -0,450. This result is in accordance with prior research, which expected the same association. The level of significance is equal to 0,032, which is below the set significance level of 5%. 

Hypothesis 5: The frequency of the audit committee meetings has a negative association with the use of earnings management. 

Prior research regarding the relationship between the frequency of the audit committee meetings and earnings management shows a positive relationship. The results of the regression analyses show a positive relationship with a coefficient of 0.152. The level of significance is equal to 0.056, which is slightly above the significance level of 5%. 

Hypothesis 6: The frequency of meetings of the audit committee without the management board has a negative association with the use of earnings management. 

The results of the regression analyses show, in accordance with prior research, a negative relationship between the frequency of meetings of the audit committee without the management board and earnings management. The found coefficient for this association is equal to -0,111. The level of significance for this association is equal to 0.617, which is above the significance level of 5%. 

Hypothesis 7: Audit committees with a member with a financial background have a negative association with earnings management. 

When analyzing the association between the background of audit committee members and the use of earnings management, it is remarkable that there is a negative relationship. This is in accordance with prior literature. The found coefficient is equal to -0,720 and a significance level of number 0,041, which is below the significance level of 5 %. 

7.4
Summary

In this chapter, the results of the regression analyses are commented. In the first paragraph, the general results of the model summary are evaluated. In de following paragraph the results regarding the hypotheses are commented. 

The results of the regression analyses computed with SPSS 18 are added in Appendix 4. The model summary shows an R of 0.577, an R² of 0.332 and an adjusted R[image: image38.png]


 of 0.257. The R[image: image40.png]


of 0.332 is a measure of how successful the regression was in explaining the response and it also give a prediction of how good this model will determine earnings management in the future. The Adjusted R² is corrected for the number of variables used in this research. The outcome means that 26% of earnings management could be predicted with the investigated variables. The results of the hypothesis will be summarized with table 5. In the next chapter, the result of this research will be compared with the expected outcomes. In addition, some attention exists concerning the limitations of this research and the different possibilities concerning future research. 
Table 5 Tested hypotheses

	Hypotheses
	True/not true
	Significant

	Hypotheses 1
Independent supervisory boards are negatively associated with earnings management.
	True
	Not significant

	Hypotheses 2
The size of the supervisory board is negatively associated with the use of earnings management.
	Not True


	Not significant

	Hypotheses 3
The independence of the audit committee is negatively associated with the use of earnings management.
	True 
	Not significant

	Hypotheses 4
The size of the audit committee is negatively associated with the use of earnings management. 
	True
	Significant

	Hypotheses 5
The frequency of the audit committee meetings has a negative association with the use of earnings management 
	Not true
	Not significant

	Hypotheses 6
The frequency of meetings of the audit committee without the management board has a negative association with the use of earnings management. 
	True
	Not significant

	Hypotheses 7
Audit committees with a member with a financial background have a negative association with earnings management.
	True
	Significant


Chapter 8 Conclusions, contribution, limitations and further research

8.1
Introduction

In the previous chapter, the results of the research have been presented. In this chapter, the results of the research will be evaluated and compared to the results of prior research. The main question of this research is;

“What is the association between de characteristics of the audit committee and the use of earnings management?” In order to answer this question first the theoretical part is investigated. The theoretical part could be divined in several parts, starting with defining the term earnings management. In this part the term earnings management is elaborated and the theories related to earnings management are commented. Corporate governance is commented in the second chapter. In this chapter are the different corporate governance systems elaborated and in particular the duties and characteristics of the supervisory board and audit committee are commented. In chapter four are the different possibilities of earnings management commented. 
In the next paragraph the findings of this research will be presented and in section 8.3 the contribution and the limitations of this research will be presented. This chapter will end with section 8.4 were some suggestions for further research will be presented. 

8.2
Conclusions

The independent variables used to predict the use of earnings management are processed in SPSS file. The sample consists of 15 firms over the period 2004-2009. The result of the regression analyses computed with SPSS 18 is added in Appendix 4 starting at page 62. 
The model summary shows an R of 0.577, an R² of 0.332 and an adjusted R[image: image41.png]


 of 0.257. The R of 0.577 represents the correlation between the dependent and independent variables. The R[image: image43.png]


of 0.332 is a measure of how successful the regression was in explaining the response and it also give a prediction of how good this model will determine earnings management in the future. The Adjusted R² is corrected for the number of variables used in this research. The outcome means that 26% of earnings management could be predicted with the investigated variables. 

The results of this research imply that independent supervisory boards are negatively associated with earnings management. This relation is not significant at a level of 5%. This result is in accordance with previous literature, which founds the same association. If a supervisory board is independent, concerning the supervisory board members it is easier to perform their task of monitoring. This is consistent with prior research by Chtourou (2001), Xie et al. (2003) and Peasnell et al. (2005).

The results also imply that the association between the sizes of the supervisory board is positively associated with the use of earnings management. This is in contradiction with the results of the prior research. The assumption of the prior studies was that a larger supervisory board would be more effective in preventing earnings management. The firms investigated in this study are listed at the Amsterdam Exchange index (AEX) and Amsterdam Midkap Index (AMX). The most of the investigated firms had a relative large supervisory board, which can lead to problems with communication. If the board is too large, it could lead to problems concerning the decision-making process. A smaller board could be more effective in this case. Subsequently a larger supervisory board could lead to higher earnings management. The found association is not significant. 


The independence of the audit committee is according to this research negatively associated with the use of earnings management. This is in accordance with the expectations based on prior research of Klein (2002), Chtourou (2001), and Abbot et al. (2000).  
An independent audit committee is according to this research reducing the use of earnings management. The reason for this association could be the fact that if an audit committee member is independent, he or she will have no relationship that could interfere with their independence from the management and corporation. 
Besides the independence of the audit committee, the size of the audit committee is one of the important variables that could predict the level of the used earnings management. According to this research, a significant negative association exists between the size of the audit committee and the use of earnings management. This is also in accordance with the prior research by Xie et al. (2003) and Bedrad et al. (2005). However, the number of audit committee meetings is according the results of this study positively associated with earnings management, which is not in accordance with the prior literature. One reason for this positive relationship could be that the members of the board could be working less productive if there are more meetings. 

The frequency of the audit committee meetings without the management board is according to this research negatively associated with the use of earnings management. This is in line with the Best practice provision III.5.9 (Annex 3). In addition, the effectiveness of an audit committee member with a financial background is investigated. According to Best practice provision III.5.7, at least one of the audit committee members should be a financial expert. The reasoning behind this provision is the fact that a member with a financial background will be more experienced and trained to find deficiencies. The expectation is also that the members with a financial background will be better capable in understanding the Dutch corporate governance code. The result of this research shows, in line with the expectations, a significant negative association between the presence of an audit committee member with a financial background and earnings management. 
The findings by this research are mostly consistent with the expectations based on prior research. The investigated characteristics of the supervisory board and the audit committee could be used to predict earnings management. Like mentioned above, not all the investigated characteristics had a negative association with earnings management. There are characteristics that decrease the use of earnings management and there are characteristics that have a positive effect on the use of earnings management.  

8.3
Contributions 

The aim of this research was to investigate the relationship between some characteristics of the supervisory board and the audit committee and their ability to prevent earnings management. The results of this research are useful for several users. Stakeholders and investors could use the results to compare some of the characteristics of the supervisory board and the audit committee and the predicted earnings management. Several studies exist that investigate the corporate governance systems of organizations and the effectiveness of these systems in preventing earnings management. Just a few studies exist that really investigate the effectiveness of the audit committee and their ability to prevent earnings management. These studies are all focused on American companies. In the United States, the Blue Ribbon Committee developed some recommendations to improve the effectiveness of audit committees. Several studies exist that confirm that the effectiveness of the audit committees after the Blue Ribbon Committee Recommendations is improved. Similar kinds of recommendations are also developed in the Netherlands. In the Dutch Corporate Governance Code, the Tabaksblat Code, are similar recommendations incorporated. The purpose of this research was to investigate of these recommendations where effective in preventing the use of earnings management for the Dutch firms. A significant difference between the Dutch and American firms is the two-tier structure in the Netherlands, where the supervisory board is separate of the management board. This is one of the reasons why the studies based on American firms cannot be directly used in the Netherlands. Finally, the data used for this research is very recent. The period between 2004 and 2009 examined, which covers the first years of the introduction of the Dutch Corporate Governance Code and the introduction of IFRS in 2005.  

8.4 Limitations and possible future research

There are a few limitations, which has to be taken into account. The first limitation could be seen as the measurement of earnings management. Like signaled in chapter 5, several methods exist o determine the use of earnings management. In this research, the modified Jones model is used. The Modified Jones model is qualified as one of the best methods to determine the use of earnings management. However, the determination of the firm specific variables is not precise. These firm specific variables are calculated based on a simple ordinary least squares (OLS) regression. 

In addition, the collection of the relevant data concerning the characteristics of the supervisory board and audit committee was very time consuming. The data is not included in databases and needed to be hand collected. 

Another important limitation is the sample size. Because the focus on audit committees the sample needed to be chosen from the largest listed firms. Concerning the smaller firms is it not obliged to have an audit committee, which makes the possible sample smaller. The firms listed on the AEX and AMX are included in the sample because these where large enough to have an active audit committee. 

Recommendations for future research could be a similar research but with a larger sample size and more included characteristics. If these variables related to corporate governance would be included in databases, it would be much easier to investigate the associations with earnings management. This also would make the results much more reliable. Another recommendation could be enlarging the period of the sample. In this case, the results will be much more trustworthy. It could also be interesting to add additional variables to enlarge the power of the model. 
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Appendix 1
Sample of Firms used in this research.

	1. Koninklijke Ahold NV

	2.  Akzo Nobel NV

	3. Koninklijke DSM

	4. Heineken NV

	5. Koninklijke KPN NV

	6. Koninklijke Philips Electronics Na

	7. TNT NV

	8. Unilever NV

	9. Wolters Kluwer NV

	10. ASM International NV

	11. Heijmans NV

	12. Nutreco NV

	13. Koninklijke Ten Cate NV

	14. Koninklijke Vopak NV

	15. Koninklijke Wessanen NV
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The Dutch Corporate Governance code III.2 Independence

III.2 Independence

Principle The composition of the supervisory board shall be such that the members are able to act critically and independently of one another and of the management board and any particular interests. 

Best practice provisions

III.2.1 
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.

III.2.2
 A supervisory board member shall be deemed independent if the following criteria of dependence do not apply to him. The said 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:

a) 
has been an employee or member of the management board of the company (including associated companies as referred to in section 1 of the Disclosure of Major Holdings in Listed Companies Act (WMZ) 1996) 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 or 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.

III.3 Expertise and composition

Each supervisory board member shall be capable of assessing the broad outline of the overall policy. Each supervisory board member shall have the specific expertise required for the fulfilment of the duties assigned to the role designated to him within the framework of the supervisory board profile. The composition of the supervisory board shall be such that it is able to carry out its duties properly. A supervisory board member shall be reappointed only after careful consideration. The profile criteria referred to above shall also be fulfilled in the case of a reappointment.
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Best provision 5.4-5.9

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 the relevant legislation and regulations, 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 annual accounts, 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 department;


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;

h) the applications of information and communication technology (ICT).

III.5.5 
The audit committee shall act as the principal contact for the external auditor if he discovers irregularities in the content of the financial reports.

III.5.6 
The audit committee shall 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. 

Appendix 4 
	Variables Entered/Removedb

	Model
	Variables Entered
	Variables Removed
	Method

	dimension0
	1
	Change.CEO, FinExp, SizeAC, MeetingAC, MeetingNM, IndepAC, IndepS, FIRMSIZE, SizeSBa
	.
	Enter

	a. All requested variables entered.

	b. Dependent Variable: DA1


	Model Summary

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

	dimension0
	1
	,577a
	,332
	,257
	1,24309

	a. Predictors: (Constant), Change.CEO, FinExp, SizeAC, MeetingAC, MeetingNM, IndepAC, IndepS, FIRMSIZE, SizeSB


	ANOVAb

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	61,570
	9
	6,841
	4,427
	,000a

	
	Residual
	123,622
	80
	1,545
	
	

	
	Total
	185,191
	89
	
	
	

	a. Predictors: (Constant), Change.CEO, FinExp, SizeAC, MeetingAC, MeetingNM, IndepAC, IndepS, FIRMSIZE, SizeSB

	b. Dependent Variable: DA1


	Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	-2,936
	1,199
	
	-2,449
	,017

	
	IndepS
	-,039
	,346
	-,013
	-,112
	,911

	
	SizeSB
	,124
	,125
	,152
	,989
	,325

	
	IndepAC
	-,018
	,442
	-,005
	-,041
	,967

	
	SizeAC
	-,450
	,207
	-,234
	-2,178
	,032

	
	MeetingAC
	,152
	,078
	,220
	1,943
	,056

	
	MeetingNM
	-,111
	,222
	-,057
	-,501
	,617

	
	FinExp
	-,720
	,348
	-,251
	-2,073
	,041

	
	FIRMSIZE
	,125
	,136
	,129
	,923
	,359

	
	Change.CEO
	,305
	,473
	,060
	,644
	,521

	a. Dependent Variable: DA1


	Correlations

	
	DA1
	IndepS
	SizeSB
	IndepAC
	SizeAC
	MeetingAC
	MeetingNM
	FinExp
	Change.CEO

	DA1
	Pearson Correlation
	1
	-,259
	,312
	-,173
	-,161
	,378
	,064
	-,423
	,038

	
	Sig. (1-tailed)
	
	,007
	,001
	,051
	,064
	,000
	,276
	,000
	,363

	
	N
	90
	90
	90
	90
	90
	90
	90
	90
	90

	IndepS
	Pearson Correlation
	-,259
	1
	-,235
	,308
	-,089
	-,359
	,112
	,384
	-,043

	
	Sig. (1-tailed)
	,007
	
	,013
	,002
	,202
	,000
	,146
	,000
	,343

	
	N
	90
	90
	90
	90
	90
	90
	90
	90
	90

	SizeSB
	Pearson Correlation
	,312
	-,235
	1
	-,080
	,383
	,375
	,443
	-,428
	-,036

	
	Sig. (1-tailed)
	,001
	,013
	
	,226
	,000
	,000
	,000
	,000
	,367

	
	N
	90
	90
	90
	90
	90
	90
	90
	90
	90

	IndepAC
	Pearson Correlation
	-,173
	,308
	-,080
	1
	,067
	,073
	,218
	,429
	-,081

	
	Sig. (1-tailed)
	,051
	,002
	,226
	
	,266
	,247
	,020
	,000
	,223

	
	N
	90
	90
	90
	90
	90
	90
	90
	90
	90

	SizeAC
	Pearson Correlation
	-,161
	-,089
	,383
	,067
	1
	,059
	,248
	,000
	,139

	
	Sig. (1-tailed)
	,064
	,202
	,000
	,266
	
	,292
	,009
	,500
	,096

	
	N
	90
	90
	90
	90
	90
	90
	90
	90
	90

	MeetingAC
	Pearson Correlation
	,378
	-,359
	,375
	,073
	,059
	1
	,226
	-,241
	,062

	
	Sig. (1-tailed)
	,000
	,000
	,000
	,247
	,292
	
	,016
	,011
	,280

	
	N
	90
	90
	90
	90
	90
	90
	90
	90
	90

	MeetingNM
	Pearson Correlation
	,064
	,112
	,443
	,218
	,248
	,226
	1
	-,196
	-,029

	
	Sig. (1-tailed)
	,276
	,146
	,000
	,020
	,009
	,016
	
	,032
	,391

	
	N
	90
	90
	90
	90
	90
	90
	90
	90
	90

	FinExp
	Pearson Correlation
	-,423
	,384
	-,428
	,429
	,000
	-,241
	-,196
	1
	,000

	
	Sig. (1-tailed)
	,000
	,000
	,000
	,000
	,500
	,011
	,032
	
	,500

	
	N
	90
	90
	90
	90
	90
	90
	90
	90
	90

	Change.CEO
	Pearson Correlation
	,038
	-,043
	-,036
	-,081
	,139
	,062
	-,029
	,000
	1

	
	Sig. (1-tailed)
	,363
	,343
	,367
	,223
	,096
	,280
	,391
	,500
	

	
	N
	90
	90
	90
	90
	90
	90
	90
	90
	90


Appendix 5

	Company
	Year
	WS.TotalAssets.LY
	WS.operatingcashflow
	WS.NetIncome
	PPE
	WS.AccountsReceivableIncDecCFStmt
	Salesrevenuechange

	ASM int              
	2004
	672,165
	74,889
	24,039
	339,876
	-36,024
	29,62

	                     
	2005
	823,054
	50,717
	-40,217
	410,266
	-22,611
	-3,69

	                     
	2006
	811,772
	143,792
	34,334
	381,991
	-6,974
	21,08

	                     
	2007
	831,245
	105,605
	60,977
	384,729
	-47,599
	8,86

	                     
	2008
	839,382
	137,402
	18,401
	432,643
	73,159
	-21,76

	                     
	2009
	765,513
	62,653
	-106,561
	426,724
	1,338
	-20,96

	Heijmans             
	2004
	1494,203
	218,517
	38,182
	404,759
	-19,32
	-1,13

	                     
	2005
	1577,522
	109,12
	87,063
	408,174
	27,585
	6,1

	                     
	2006
	1901,87
	-33,539
	82,54
	418,8
	-11,961
	3,77

	                     
	2007
	2124,205
	255,473
	56,427
	436,393
	-7,384
	26,84

	                     
	2008
	2199,655
	79,78
	-34,057
	440,031
	10,826
	-2,7

	                     
	2009
	2214,706
	-16,683
	-40,393
	369,45
	5,185
	-15,21

	Nutreco              
	2004
	1703,2
	145,8
	72,4
	1260,6
	-24,5
	4,99

	                     
	2005
	1759,1
	99,9
	138,7
	931,9
	-46,2
	-8,15

	                     
	2006
	1737,3
	69,3
	104,3
	907,2
	33,5
	8,48

	                     
	2007
	1753,6
	139,9
	111,2
	1088,6
	120,3
	32,65

	                     
	2008
	1957,2
	98
	114,8
	1140,4
	91,8
	22,93

	                     
	2009
	2161,3
	267
	90,3
	1247,6
	-60,9
	-8,73

	Vopak                
	2004
	1742,8
	141,6
	81,7
	1991,9
	0,6
	-14,34

	                     
	2005
	1554,6
	164,3
	90,2
	2165,5
	3
	5,48

	                     
	2006
	1720,1
	225,3
	129,4
	2317,7
	211
	13,82

	                     
	2007
	1799,6
	263,2
	181,1
	2645,3
	4,2
	9,63

	                     
	2008
	2116,8
	316,7
	212
	3003
	0,6
	8,26

	                     
	2009
	2627,7
	373,3
	247,6
	3468,7
	-7,5
	8,4

	Wessanen             
	2004
	1003,9
	82,2
	-0,5
	325,9
	14,9
	-12,84

	                     
	2005
	880,5
	52,8
	27,3
	349,7
	-16,3
	-9,54

	                     
	2006
	882,6
	35,3
	26,6
	292,6
	0,9
	-5,96

	                     
	2007
	857,7
	10,7
	42,8
	296,9
	-22,5
	-0,66

	                     
	2008
	824,3
	34,5
	34,4
	308,8
	-2,6
	1,46

	                     
	2009
	806,1
	43
	-220,3
	218,1
	25,7
	-3,16

	Ahold                
	2004
	22892
	2000
	-480
	13908
	151
	-7,26

	                     
	2005
	20096
	1315
	-64
	13798
	-37
	-0,26

	                     
	2006
	19367
	1393
	820
	12306
	26
	2,03

	                     
	2007
	17914
	1589
	783
	9858
	-24
	1,17

	                     
	2008
	13574
	1574
	896
	9661
	-11
	3,33

	                     
	2009
	13234
	1682
	972
	9878
	-31
	8,88

	Akzo                 
	2004
	11164
	1273
	856
	9141
	-207
	-2,78

	                     
	2005
	11700
	831
	961
	9419
	804
	1,3

	                     
	2006
	11530
	1256
	1153
	9179
	-671
	5,67

	                     
	2007
	11832
	788
	410
	6636
	22
	1,94

	                     
	2008
	18613
	237
	-1113
	7920
	-169
	50,88

	                     
	2009
	17844
	1310
	285
	8475
	96
	-9,87

	DSM                  
	2004
	9166
	911
	337
	8833
	-24
	28,13

	                     
	2005
	8576
	693
	511
	8804
	-59
	7,78

	                     
	2006
	9508
	630
	537
	8578
	-77
	4,24

	                     
	2007
	9595
	825
	419
	8688
	-102
	4,85

	                     
	2008
	9482
	910
	567
	9068
	-69
	6,17

	                     
	2009
	9261
	1276
	327
	8548
	157
	-14,84

	Heineken             
	2004
	10879
	1520
	537
	12422
	337
	8,1

	                     
	2005
	10401
	1872
	761
	11074
	-184
	7,29

	                     
	2006
	11543
	1849
	1211
	11146
	-175
	9,57

	                     
	2007
	12602
	1730
	807
	11710
	85
	6,21

	                     
	2008
	12632
	1660
	209
	12466
	-76
	27,34

	                     
	2009
	20304
	2379
	1018
	12630
	69
	2,67

	KPN                  
	2004
	22276
	3969
	1511
	19704
	29
	-1,17

	                     
	2005
	21519
	3833
	14370
	20539
	21
	0,55

	                     
	2006
	21354
	4071
	1583
	20105
	8
	1,1

	                     
	2007
	20240
	3890
	2652
	19128
	-30
	4,35

	                     
	2008
	22612
	4030
	1332
	18933
	119
	15,78

	                     
	2009
	22180
	3776
	2178
	18482
	259
	-6,77

	Philips              
	2004
	27583
	2697
	2836
	14609
	-138
	4,42

	                     
	2005
	29260
	2090
	28680
	15160
	-198
	3,57

	                     
	2006
	32338
	342
	919
	7573
	-1335
	-11,25

	                     
	2007
	37353
	1519
	4601
	7874
	-439
	0,42

	                     
	2008
	35372
	1495
	-179
	8043
	276
	-1,52

	                     
	2009
	32488
	1545
	410
	8054
	496
	-12,11

	TNT                  
	2004
	7710
	1000
	667
	3888
	-65
	6,79

	                     
	2005
	7887
	1024
	770
	3296
	-164
	10,72

	                     
	2006
	8208
	968
	827
	3284
	-170
	-1,01

	                     
	2007
	6097
	741
	780
	3797
	-94
	9,42

	                     
	2008
	6892
	987
	556
	3594
	2
	0,9

	                     
	2009
	6980
	1045
	281
	3830
	26
	-6,42

	Unilever             
	2004
	37331
	4958
	1848
	13386
	294
	-5,91

	                     
	2005
	32902
	3905
	3293
	13896
	-36
	2,87

	                     
	2006
	38107
	4157
	3415
	13399
	-172
	-0,08

	                     
	2007
	36612
	3665
	3808
	13310
	-43
	1,37

	                     
	2008
	36818
	3628
	5027
	12390
	-248
	0,84

	                     
	2009
	35406
	5538
	3370
	13677
	640
	-1,73

	Wolters              
	2004
	4847
	534
	135
	582
	-91
	-5,09

	                     
	2005
	4615
	437
	260
	622
	160
	3,47

	                     
	2006
	5417
	542
	321
	613
	42
	9,45

	                     
	2007
	5597
	530
	329
	517
	34
	1,07

	                     
	2008
	5234
	522
	313
	512
	21
	-1,14

	                     
	2009
	6350
	511
	118
	502
	-25
	1,51

	Koninklijke Ten Cate 
	2004
	346,1
	43,3
	21,1
	377,8
	4,3
	12,54

	                     
	2005
	378,5
	10,4
	26,8
	485,4
	-17,3
	7,1

	                     
	2006
	483,7
	31,6
	34,1
	453,1
	-11,7
	12,24

	                     
	2007
	477,2
	11,9
	46,1
	520,9
	-31,6
	14,99

	                     
	2008
	708,3
	69,2
	51,1
	576
	-7
	16,55

	                     
	2009
	875
	145,9
	14,4
	566,4
	62,9
	-18,5


	Company
	Year
	lntotalassetsly
	DA1
	IndepS
	SizeSB
	IndepAC
	SizeAC
	MeetingAC
	MeetingNM
	FinExp
	Change.CEO
	FIRMSIZE

	ASM int              
	2004
	6,5105
	-2,85
	1
	7
	1
	3
	3
	1
	1
	0
	6,71

	                     
	2005
	6,713
	-2,25
	1
	6
	1
	3
	5
	1
	1
	0
	6,7

	                     
	2006
	6,6992
	-2,06
	1
	6
	1
	3
	6
	1
	1
	0
	6,72

	                     
	2007
	6,7229
	-2,99
	1
	6
	1
	3
	5
	1
	1
	0
	6,73

	                     
	2008
	6,7327
	-1,88
	1
	5
	1
	3
	7
	1
	1
	0
	6,64

	                     
	2009
	6,6405
	-1,6
	1
	5
	1
	3
	6
	1
	1
	1
	6,74

	Heijmans             
	2004
	7,3093
	-1,56
	1
	5
	1
	2
	3
	1
	1
	0
	7,36

	                     
	2005
	7,3636
	-3,63
	1
	5
	1
	2
	3
	1
	1
	0
	7,55

	                     
	2006
	7,5506
	-2
	1
	5
	1
	2
	3
	1
	1
	0
	7,66

	                     
	2007
	7,6612
	-1,49
	1
	5
	1
	2
	4
	1
	1
	0
	7,7

	                     
	2008
	7,6961
	-2
	1
	5
	1
	3
	6
	1
	1
	0
	7,7

	                     
	2009
	7,7029
	-3,55
	1
	4
	1
	3
	5
	1
	1
	1
	7,52

	Nutreco              
	2004
	7,4403
	-2,66
	1
	5
	1
	2
	2
	1
	1
	0
	7,47

	                     
	2005
	7,4726
	-3,24
	1
	5
	1
	2
	2
	1
	1
	0
	7,46

	                     
	2006
	7,4601
	-3,29
	1
	5
	1
	2
	2
	0
	1
	0
	7,47

	                     
	2007
	7,4694
	-3,48
	1
	5
	1
	2
	2
	0
	1
	0
	7,58

	                     
	2008
	7,5793
	-4,04
	1
	5
	1
	2
	2
	0
	1
	0
	7,68

	                     
	2009
	7,6785
	-1,8
	1
	6
	1
	2
	2
	1
	0
	0
	7,65

	Vopak                
	2004
	7,4632
	-2,98
	1
	7
	0
	4
	5
	1
	0
	0
	7,35

	                     
	2005
	7,349
	-2,81
	0
	7
	0
	4
	6
	1
	0
	0
	7,45

	                     
	2006
	7,4501
	-2,45
	0
	5
	0
	3
	5
	1
	0
	1
	7,5

	                     
	2007
	7,4953
	-2,79
	0
	6
	1
	3
	5
	1
	0
	0
	7,66

	                     
	2008
	7,6577
	-2,6
	0
	5
	1
	2
	5
	1
	0
	0
	7,87

	                     
	2009
	7,8739
	-2,49
	0
	5
	1
	3
	5
	1
	0
	0
	8,05

	Wessanen             
	2004
	6,9116
	-2,28
	1
	4
	1
	2
	6
	0
	0
	0
	9,08

	                     
	2005
	6,7805
	-3,49
	1
	4
	1
	3
	4
	0
	1
	0
	9,09

	                     
	2006
	6,7829
	-4,54
	1
	5
	1
	3
	4
	1
	1
	0
	9,06

	                     
	2007
	6,7543
	-3,26
	1
	5
	1
	3
	4
	1
	1
	0
	9,02

	                     
	2008
	6,7145
	-9,02
	1
	6
	1
	3
	5
	1
	1
	0
	8,99

	                     
	2009
	6,6922
	-1,09
	1
	6
	1
	2
	5
	2
	1
	0
	8,75

	Ahold                
	2004
	10,0385
	-0,39
	0
	6
	1
	2
	11
	0
	1
	0
	9,91

	                     
	2005
	9,9083
	-1
	0
	6
	1
	4
	6
	1
	1
	0
	9,87

	                     
	2006
	9,8713
	-1,78
	1
	7
	1
	4
	6
	1
	1
	0
	9,79

	                     
	2007
	9,7933
	-1,28
	1
	6
	1
	4
	6
	1
	1
	0
	9,52

	                     
	2008
	9,5159
	-1,44
	1
	7
	1
	4
	6
	1
	1
	1
	9,49

	                     
	2009
	9,4905
	-1,41
	1
	8
	1
	4
	5
	1
	1
	0
	9,51

	Akzo                 
	2004
	9,3204
	-1,93
	0
	10
	1
	4
	7
	1
	0
	0
	11,67

	                     
	2005
	9,3673
	-2,83
	0
	10
	1
	4
	7
	3
	0
	0
	11,66

	                     
	2006
	9,3527
	-3,45
	0
	11
	1
	4
	7
	1
	1
	0
	11,68

	                     
	2007
	9,3786
	-1,75
	1
	8
	0
	3
	7
	1
	0
	0
	12,13

	                     
	2008
	9,8316
	-0,67
	1
	9
	0
	2
	6
	1
	0
	0
	12,09

	                     
	2009
	9,7894
	-0,9
	1
	8
	0
	2
	7
	1
	0
	0
	12,11

	DSM                  
	2004
	9,1233
	-1,55
	1
	6
	1
	3
	3
	0
	0
	0
	9,06

	                     
	2005
	9,0567
	-2,7
	1
	7
	1
	3
	3
	0
	0
	0
	9,16

	                     
	2006
	9,1599
	-3,36
	1
	8
	1
	3
	3
	0
	1
	0
	9,17

	                     
	2007
	9,169
	-1,9
	1
	7
	1
	3
	3
	0
	0
	0
	9,16

	                     
	2008
	9,1572
	-2,09
	1
	7
	1
	3
	8
	1
	0
	1
	9,13

	                     
	2009
	9,1336
	-0,96
	0
	7
	0
	2
	7
	1
	0
	0
	9,14

	Heineken             
	2004
	9,2946
	-1,18
	0
	6
	0
	3
	3
	0
	0
	0
	9,25

	                     
	2005
	9,2497
	-1,09
	0
	6
	0
	3
	3
	0
	0
	0
	9,35

	                     
	2006
	9,3538
	-1,64
	0
	8
	0
	4
	3
	0
	0
	1
	9,44

	                     
	2007
	9,4416
	-1,25
	0
	7
	0
	3
	3
	0
	0
	0
	9,44

	                     
	2008
	9,444
	-0,89
	0
	8
	0
	3
	4
	0
	0
	0
	9,92

	                     
	2009
	9,9186
	-0,93
	0
	9
	0
	3
	3
	0
	0
	0
	9,88

	KPN                  
	2004
	10,0113
	-0,71
	0
	7
	1
	2
	11
	1
	0
	0
	9,98

	                     
	2005
	9,9767
	0,71
	0
	7
	1
	2
	7
	1
	0
	0
	9,97

	                     
	2006
	9,969
	-0,72
	1
	7
	0
	2
	6
	1
	0
	0
	9,92

	                     
	2007
	9,9154
	-1,38
	0
	7
	1
	4
	6
	1
	0
	0
	10,03

	                     
	2008
	10,0262
	-0,57
	0
	6
	1
	3
	8
	1
	0
	0
	10,01

	                     
	2009
	10,0069
	-1,05
	1
	8
	1
	3
	6
	1
	0
	0
	10,03

	Philips              
	2004
	10,225
	-3,36
	1
	9
	1
	3
	5
	1
	1
	0
	10,28

	                     
	2005
	10,284
	1,85
	1
	10
	1
	4
	5
	1
	0
	0
	10,38

	                     
	2006
	10,384
	-1,77
	1
	9
	1
	4
	6
	1
	0
	0
	10,53

	                     
	2007
	10,5282
	0,1
	0
	11
	1
	2
	10
	1
	0
	0
	10,47

	                     
	2008
	10,4737
	-0,31
	1
	9
	1
	2
	9
	1
	0
	0
	10,39

	                     
	2009
	10,3886
	-0,63
	1
	9
	1
	2
	4
	1
	0
	0
	10,28

	TNT                  
	2004
	8,9503
	-1,6
	1
	8
	1
	3
	5
	3
	0
	0
	8,97

	                     
	2005
	8,973
	-1,84
	1
	9
	1
	4
	5
	3
	0
	0
	9,01

	                     
	2006
	9,0129
	-2,42
	1
	10
	1
	4
	5
	3
	0
	0
	8,72

	                     
	2007
	8,7156
	-3,75
	1
	10
	1
	4
	5
	3
	0
	0
	8,84

	                     
	2008
	8,8381
	-1,27
	1
	10
	1
	4
	5
	3
	0
	0
	8,85

	                     
	2009
	8,8508
	-0,72
	1
	9
	1
	4
	5
	3
	0
	0
	8,92

	Unilever             
	2004
	10,5276
	-0,1
	0
	9
	1
	3
	13
	1
	0
	0
	10,4

	                     
	2005
	10,4013
	-1,82
	0
	9
	1
	4
	10
	1
	0
	0
	10,55

	                     
	2006
	10,5482
	-1,63
	0
	10
	1
	4
	7
	1
	1
	1
	10,51

	                     
	2007
	10,5081
	-3,24
	0
	9
	1
	4
	5
	1
	1
	0
	10,51

	                     
	2008
	10,5137
	-0,95
	0
	8
	1
	3
	5
	1
	1
	0
	10,47

	                     
	2009
	10,4746
	-0,4
	1
	8
	1
	3
	5
	1
	0
	1
	10,51

	Wolters              
	2004
	8,4861
	-0,87
	0
	7
	1
	3
	5
	1
	0
	0
	8,44

	                     
	2005
	8,4371
	-1,48
	1
	7
	1
	3
	5
	1
	1
	0
	8,6

	                     
	2006
	8,5973
	-1,37
	1
	7
	1
	3
	5
	1
	1
	0
	8,63

	                     
	2007
	8,63
	-1,44
	1
	7
	1
	3
	7
	1
	1
	0
	8,56

	                     
	2008
	8,5629
	-1,41
	1
	7
	1
	3
	6
	1
	1
	0
	8,76

	                     
	2009
	8,7562
	-0,81
	1
	7
	1
	3
	5
	1
	1
	0
	8,69

	Koninklijke Ten Cate 
	2004
	5,8467
	-3,64
	1
	7
	1
	4
	4
	0
	1
	0
	5,94

	                     
	2005
	5,9362
	-3,99
	1
	7
	1
	4
	4
	1
	1
	0
	6,18

	                     
	2006
	6,1815
	-5,86
	1
	7
	1
	4
	4
	1
	1
	0
	6,17

	                     
	2007
	6,1679
	-3,28
	1
	5
	1
	4
	4
	0
	1
	0
	6,56

	                     
	2008
	6,5629
	-3,91
	1
	4
	1
	4
	4
	0
	1
	0
	6,77

	                     
	2009
	6,7742
	-1,83
	1
	4
	1
	3
	4
	0
	1
	0
	6,59


Table 2 Incentives earnings management





Dependent variable Earnings management


Conceptual 








Independent Variable


Audit committee 





conceptual








Control variables


Firm size


Change CEO





Discretionary accruals


DAt = ACt – E(AC)t


Operational definition








-Number of meetings AC


-background members AC


-size AC


-age members AC


-experience AC


Operational definition
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