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Tiivistelméi

Tassd tutkimuksessa tarkastellaan tilintarkastuksen laadun vaikutusta tarkastusvaliokunnan ja taloudellisen
tiedon laadun viliseen suhteeseen. Monet tutkimukset ovat tarkastelleet tarkastusvaliokunnan tehokkuuden,
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tarkastuksen laadun kysyntd4, 3) Tilintarkastuksen laatu parantaa taloudellisen tiedon laatua ja 4) Tilintarkas-
tuksen laatu toimii vélittdvénd tekijdnd tarkastusvaliokunnan tehokkuuden ja taloudellisen tiedon laadun
vilisessd suhteessa.

Hypoteesien testaamiseksi kaytettiin kahta toisiaan tdydentdvdd menetelmédé: Causal Steps —menetelmai ja
Sobelin testid. Causal Steps —menetelmén periaatteiden mukaisesti S&P (Standard & Poor’s) 1500 indeksiin
kuuluvista yrityksistd koostuvaa aineistoa testattiin erilaisilla regressioanalyyseilld. Tdmén liséksi Sobelin
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maksetuilla palkkioilla (AUDITFEE). Lopuksi taloudellisen tiedon laatua mitataan harkinnanvaraisilla erilld
(ACC). Niin ollen seuraavia, mittareiden avulla esitettyjd malleja, testataan empiirisesti: ACSIZE->
AUDITFEE>ACC, ACEXP->AUDITFEE->ACC ja ACMEET->AUDITFEE>ACC.

Tutkimuksen tulokset tukevat viimeistd mallia osoittaen, ettd tarkastusvaliokunnan kokoustiheydelld on sekd
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Abstract

This study examines the role of audit quality on the relationship between audit committee effectiveness and
financial reporting quality. A steady stream of literature has examined relationships between audit committee
effectiveness, audit quality and financial reporting quality. The objective of this study is to connect these
various streams of research to produce an integrated model depicting the effect of audit committee
effectiveness and external audit quality on financial reporting quality. Thus, the following hypotheses,
derived from prior research, are tested: 1) Audit committee effectiveness improves financial reporting
quality, 2) Audit committee effectiveness increases the demand for audit quality, 3) Audit quality improves
financial reporting quality, and 4) Audit quality mediates the relationship between audit committee
effectiveness and financial reporting quality.

To provide insight on the above hypotheses two complementary methods were employed, namely the Causal
Steps Method and the Sobel Test. Thus, following the principles of the Causal Steps Method a series of
multiple regression analyses are employed for a sample of S&P (Standard & Poor’s) 1500 firms which had
their fiscal years ending during the calendar year 2006. In addition, the Sobel Test statistics are calculated to
examine the significance of the mediated effect when applicable. In the analyses audit committee
effectiveness is measured by three variables, namely audit committee size (ACSIZE), audit committee
expertise ratio (ACEXP) and audit committee meeting frequency (ACMEET). Audit quality is measured by
audit fees (AUDITFEE) paid to the incumbent auditor. Finally, financial reporting quality is measured by
discretionary accruals (ACC). Thus, in terms of operational measures following models were tested: ACSIZE
2> AUDITFEE->ACC, ACEXP>AUDITFEE>ACC and ACMEET>AUDITFEE>ACC.

The results support the last model, showing that audit committee meeting frequency has both a direct effect
as well as mediated effect through audit fees on discretionary accruals. These results imply that audit
committee meetings are not merely symbolic but that they contribute to financial reporting quality as well as
external audit quality. In addition, there seems to be a sequence from audit committee effectiveness to audit
quality which further contributes to financial reporting quality. Thus, the results regarding the model
ACMEET->AUDITFEE->ACC support the hypothesized mediated effect of audit committee effectiveness
on financial reporting quality through audit quality. However, the results regarding models
ACSIZE->AUDITFEE>ACC, and ACEXP->AUDITFEE->ACC are inconclusive and they do not support
the hypothesized relationships.
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1 INTRODUCTION

This study focuses on two principal actors of coap® governance, namely audit
committees and external auditors (Cohen, Krishnathgo& Wright 2004).
These corporate governance players have a commgttiob in ensuring
financial reporting quality. In addition, audit camitees are responsible for
hiring and overseeing external auditors’ work (&@X 2002), which gives them
great authority over audit quality. When these oespbilities are taken into
consideration as a whole, audit quality can be idensd to have an effect on the
relationship between audit committee effectivenessl financial reporting
quality.

As pointed out by Ball (2008) financial reporting an important economic
activity. The demand for financial reporting aridesm information asymmetry
between the managers and owners of the compangefdefa Meckling 1976;
Healy & Palepu 2001). High quality of financial oepng is a prerequisite for an
efficient allocation of capital (Healy et al. 200Thus financial reporting quality
is of interest to those who use financial repods decision-making. External
financial statement users, including current angbipiial investors, creditors, and
others need reliable financial information on whith base their resource
allocation decisions. Auditees, including managemeandit committees, and
boards of directors have an interest in producigy Quality financial reports, for
example, to help to reduce the cost of capital tanattract potential investors. In
addition, regulators and standard setters canaseréhe effectiveness of capital
markets by promulgating rules and regulations lie#fp ensure financial reporting
quality (ISB 2000; Schipper & Vincent 2003).

One of the objectives of a company’s corporate guuece system is to ensure
the quality of that company’s financial reportingppott & Parker 2000; Abbott,
Parker & Peters 2004; Klein 2003; McMullen & Raghodan 1996; Stewart &
Munro 2007). However, there have been concernstatmporate governance
guality in the present environment, where severparate failures have come to
light. It has been found that the perceived religbiof audited financial
information has declined. By contrast, the peraivelevance of audited
financial information has increased (Hodge 2003).

Due to these concerns, the impact of corporate rgamee on a company’s
financial reporting quality has attracted incregsemphasis among accounting
researchers in recent years (Pomeroy & Thornton8R0Brior research has
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indicated that both audit committees and externaitars are able to decrease
management discretion over accounting issues aréftre are able to enhance
financial reporting quality (e.g. Beasley, Carcelltermanson & Lapides 2000;
Frankel, Johnson & Nelson 2002; Geiger & Rama 2083pott et al. 2004,
Bédard, Chtourou & Courteau 2004; Larcker & Riclsard2004; Bradbury, Mak
& Tan 2006). In addition, studies have shown thalitecommittees are associated
with the demand for high quality audit (e.g. Abbettal. 2000; Abbott, Parker,
Peters & Raghunandan 2003a; Chen, Moroney & Houghd05).

The objective of this study is to investigate thdeiplay between audit
committees and external auditors in ensuring firdn@eporting quality. More

specifically, as indicated by prior research, ithigpothesized that both audit
committee effectiveness and audit quality conteltotfinancial reporting quality.

In addition, audit committee effectiveness is expedo increase audit quality.
Finally, these relationships are connected into @emcomprehensive model
which suggests that audit quality may mediate #lationship between audit
committee effectiveness and financial reportingli(guarhe main contribution of

the study arises from the development of the mediahodel as well as from its
empirical investigation.

1.1 Research problem

The role of external auditing in a company’s cogtergovernance function is a
complex one since the auditor interacts with sdwatger actors of the corporate
governance function, such as the audit committee, doard of directors, the
internal auditors and the management (Cohen e€204l4). From amongst this
complex net of interactions this study focuses lan relationship between audit
committees and external auditors in ensuring firdmeporting quality. Although
earlier studies have recognized that audit comestend external auditors serve
as important determinants of financial reportinglgy, the relationship between
these corporate governance actors has not beeautitdy explored. This is
because much of this research has adopted a direntin effect approach and
less attention has been paid to the possibilitjmofe complex effect types which
would enable a more thorough analysis of the ugigylmechanisms of the
relationships. This approach enables research gingvia more comprehensive
description of companies’ corporate governance tfancand is thus of greater
practical significance to interest groups in finahceporting.

Accordingly, this research develops and tests a emdthat establishes
relationships between: 1) audit committee effectess and financial reporting
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quality, 2) audit committee effectiveness and aqdility, and 3) audit quality
and financial reporting quality. In the model dedd, audit quality is expected
to have a mediating role in the relationship betwaedit committee effectiveness
and financial reporting quality. The mediating rolaintains that the effect of
audit committee effectiveness on financial repgrtquality goes through audit
quality, at least partly.

The model is summarized in Figure 1. The theorketioacepts of the model are
illustrated at the top of the figure. These areitacmmmittee effectiveness, audit
quality and financial reporting quality. Audit conittee effectiveness is modelled
as the independent variable, audit quality as tkdiator and financial reporting
guality as the dependent variable in the model.r&@mmal measures for the
variables are illustrated at the bottom of Figuréddit committee effectiveness
is measured by three variables, namely audit coteenisize, audit committee
meeting frequency, and audit committee expertige.rAudit quality is measured

by audit fees paid to the incumbent auditor andrfaial reporting quality is

measured by discretionary accruals.

Audit committee effectiveness is the independentbée in the model and in the
empirical analyses it is measured by three varsabMore specifically, audit
committee effectiveness is expected to increasegaldth audit committee size
(ACSIZE), expertise ratio (ACEXP), and meeting fregcy (ACMEET) (e.g.
Bédard et al. 2004; Goodwin-Stewart & Kent 2006féds & Waegelein 2007).
The model suggests that audit committee effectsenignproves financial
reporting quality and increases the demand fortamaility. In addition, audit
committee effectiveness is expected to have a nestiaffect on financial
reporting quality through audit quality.

Independent variable Mediator Dependent vable
Theoretical Audit committee Audit quality Financial reporting
effectiveness > > quality
concepts
-Audit committe size -Audit fees -Discretionary accrus

-Audit committee
Operational meeting frequency

A 4
A 4

-Audit committee

measures expertise ratio

Figure 1. The mediating role of audit quality on the redagship between audit
committee effectiveness and financial reportinglityua
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Audit quality is the mediating variable in the mbdsudit quality is measured by
audit fees (AUDITFEE) paid to the incumbent auditdigh levels of audit fees
are expected to indicate higher audit engagemdottednd thus better audit
quality (e.g. Carcello, Hermanson, Neal & Riley 20®bbott et al. 2003a;
Srinidhi & Gul 2007) after controlling for other nables related to pricing of
audit services. Thus, audit quality as determingdabdit fees, is expected to
improve financial reporting quality. In additionudit quality is expected to
mediate the relationship between audit committdectfeness and financial
reporting quality.

Financial reporting quality is the dependent vddaim the model. Following
Watkins, Hillison and Morecroft (2004) financialparting quality refers to how
well financial statement information reflects tlmaet economic circumstances of
the company. Financial reporting quality is meaduog discretionary accruals
(ACC)* estimated using a modified Dechow and Dichev (200®del. It is
proposed that a higher value of discretionary adsrindicates a greater level of
earnings management and thus, lower financial teygpquality.

Collectively, the model is used to test followingpltheses:
Hi: Audit committee effectiveness improves financegorting quality.
H,: Audit committee effectiveness increases the dehfianaudit quality.
Hs: Audit quality improves financial reporting qualit

Hs: Audit quality mediates the relationship betweardi committee
effectiveness and financial reporting quality.

The model developed is tested with two complemgniaethods: the Causal
Steps Method and the Sobel Test. The Causal StegihoMl (see Baron and
Kenny 1986) involves probing of four conditions winiare analogous with the
hypotheses of the study. Thus, the Causal Stephddenvolves a multistage

regression analysis which assesses following ciomditfor mediation: 1) the

independent variable must have a significant effecthe dependent variable, 2)
the independent variable must have a significafgicefon the mediator, 3) the
mediator must have a significant effect on the ddpat variable, and 4) the
independent variable should have no effect on #geddent variable when the
mediator is held constant (full mediation) or tHéee& of independent variable

! Refers to accruals in which management has disorever.
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should become smaller when the mediator is heldstanih (partial mediation)
(Baron et al. 1986). If all conditions of the CaduSteps Method are met the Sobel
Test is also employed. In these situations the ISBbst provides information
regarding the significance of the mediated effect.

The data for this study consists of a sample of %P0 companiés Data is
obtained from several sources. Data related tot aodnmittee effectiveness are
obtained from Institutional Shareholder ServiceSS|l Audit fee data are
obtained from the Audit Analytics Database. Finafipancial data is gathered
from Thomson Financial Database. The procedurabeofCausal Steps Method
are carried through separately for the three measwf audit committee
effectiveness. Thus, the following models are teste

1) ACSIZE=>AUDITFEE->ACC,
2) ACEXP->AUDITFEE->ACC, and
3) ACMEET->AUDITFEE->ACC.

The results of the Causal Steps Method as welleSobel Test provided support
for the last model, whereas the results concernimg first two models are
inconclusive. In general, the results show thaitades related to audit committee
composition are not sufficient measures for audihmittee effectiveness in the
US regulatory environment, likely because the U§ulaions allow little
variation in audit committee composition which &sun companies setting up
homogeneous audit committees in terms of their aimk expertise ratfo Thus,
the relationships between audit committee commositheasures and financial
reporting quality measure as well as audit committemposition measures and
audit quality measure cannot be observed with tta dmployed in the present
study.

However, the results show that audit committee mgdtequency can be used to
differentiate audit committee effectiveness betweempanies. More specifically
with regard to model ACMEE®PAUDITFEE->ACC the following results are
found. Firstly, the results reveal that audit committee meetneguency has a
negative effect on discretionary accruals. Thiscags that more active audit
committees are better able to restrict managem#hience over discretionary

2 Refers to the S&P (Standard & Poor’s) 1500 Comtpdsidex which encompasses all stocks in
the S&P 500, S&P 400, and S&P 600 indices.
% See e.g. Hay, Knechel & Ling (2008) for more disian on this issue.
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accruals and thus ensure financial reporting quafiore effectively.Secondly
audit committee meeting frequency is found to havpositive effect on audit
fees. This result has several plausible explanstidmdit committee meetings
may require more work by external auditors, whiehds to higher audit fees.
Alternatively more active audit committees may lieggreater audit quality and
audit coverage, which leads to an increase in dad#.Thirdly, audit fees are
found to have a modest negative effect on disaratyp accruals. This result
implies that higher fees reflect greater audit rffavhich leads to greater
monitoring provided by auditors and thus, to befteancial reporting quality.
Finally, it was found that audit fees partially mediate tielationship between
audit committee meeting frequency and discretiomagruals. The fact that only
partial mediation was found indicates that thereymae other control
mechanisms, currently beyond the scope of the mddeeloped, which can
function as mediators in the relationship betweeditacommittee effectiveness
and financial reporting quality. These control maamkms include, for example,
internal auditing and the internal control mechanaf the company.

1.2 Contribution

This study adds to the existing knowledge regardnsginterplay between audit
committees and external auditors in ensuring firdn@eporting quality. More

specifically this study develops a model in whiadia quality mediates the
relationship between audit committee effectivenessl financial reporting

quality. This study contributes to the existin@d#ture both theoretically as well
as empirically.

Firstly, the model developed can be placed in theoreftiaedieworks concerned
with corporate governance (Cohen et al. 2004), tacalinmittee effectiveness
(DeZoort, Hermanson, Archambeault & Reed 2002) aumdit quality (Watkins
et al. 2004). This study contributes to these fraorks by providing empirical
evidence for some of the specific aspects they emddrCohen et al. (2004)
discuss the interrelationships between various aratp governance actors
functioning inside and outside the company. Thisdgt focuses on the
interrelationship of two corporate governance a;toramely audit committees
and external auditors. The framework by DeZoorialet(2002) addresses the
determinants of audit committee effectiveness. Adiog to the framework this is
dependent upon composition, authority, resource$ dihgence of the audit
committee. Consistently the operational measures apidit committee
effectiveness employed in this study are related¢ddmposition and diligence
components of audit committee effectiveness. RmalVatkins’ et al. (2004)
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framework models the drivers, components and prsdat audit quality. The
framework maintains that there is a sequence fiwerdtivers of audit quality to
components of audit quality and further to prodwdtsudit quality. The model
developed in the present study is analogous with ¥iew: audit committee
effectiveness is expected to lead to audit qualitigich is further expected to
result in financial reporting quality.

Secondlythe effect of audit committee effectiveness axtéraal audit quality on
financial reporting quality is an area which hamatanded considerable research
interest in empirical studies. In summary, priorsea&ch has determined
relationships between: 1) audit committee effectess and financial reporting
guality (e.g. Beasley et al. 2000; Abbott et al020Bédard et al. 2004), 2) audit
committee effectiveness and audit quality (e.g. &bl Parker 2001; Abbott et
al. 2003a; Vafeas et al. 2007), and 3) audit gualitd financial reporting quality
(e.g. Nelson, Elliott & Tarpley 2002; Krishnan 2Q0Ginidhi et al. 2007). This
study contributes to prior research theoreticajlyplacing these relationships into
a more comprehensive model. The core of the masledldped is the assumption
that audit quality mediates the relationship betwaedit committee effectiveness
and financial reporting quality.

Thirdly, the results of the earlier studies regardingréthionships between audit
committee effectiveness, audit quality and finahaieporting quality have
naturally been obtained in several countries ardifegrent times using different
sets of data. This study also contributes to eariteidies empirically by
examining whether these relationships can be fawsigg a single set of data of
US companies from year 2006. If relationships carfdund this study provides
further support for prior studies and shows thetrtresults have not been driven,
for example, by special features in the data. A@o#mpirical contribution of this
study arises from the analysis of the mediatedcefferior audit research has not
addressed mediation models and thus, has not eatplogthods suitable to test
mediated effects. This study adopts methods usether fields of social sciences
to test the mediation hypothesis.

1.3  Structure of the study

The overall structure of the study is presenteligure 2. In general, the chapters
of the study form four main phases which are akvid: 1) Introduction, 2)
Theory and prior literature, 3) Methodology andufess and 4) Conclusions. The
purpose ofthe first phasds to present the research problem area, the rosea
problem as well as the contributions of the stullye second phasplains the
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theoretical foundations of the study and therefagency theory and relevant
frameworks are discussed. This phase also prodefsitions of key theoretical
concepts as well as operational measures for tt@seepts employed by prior
studies. Finally, the research model is derivedhfrrior empirical researcihe
third phaseexplains the statistical methods employed as agethe adaptation of
these methods. This phase also presents the restiis study.The fourth phase
provides concluding remarks including a discusdiaking the results of the
present study with the existing literature. In aiddi, the implications of the
results and future research opportunities are desal

Research phases N Main chapters Main purposes
Phase 1:ntroduction 1.Introduction -Introduce the research
problem area
> - Introduce the research
problem
-Explain contributions of
the stud:
Phase 2:Theory and prior 2. Theoretical framework -Introduce agency theory
literature of the study and relevant frameworks
»| 3. Definitions and -Provide definitions of the
operational measures of key concepts
key concepts -Develop the research
4. Development of the mode
research mod
Phase 3:Methodology and 5. Methodology and -Introduce the methodology
results sample and its adaptation
a| 6. Results »{ -Introduce the sample
g -Present results of the mai
analyses as well as
additional analyst

Phase 4:Conclusion 7. Conclusions -Discuss the connections
between present results and
prior literature
-Discuss implications of the
results of the study

-Discuss uture researc

A 4
\ 4

Figure 2. Phases of the study.

More specifically, this study consists of sevenpthes organised in the following
way. The first chapter introduces the research Ipmband discusses the
contributions of the study. The second chapterodices the theoretical
perspectives underlying the research problem &reas, this chapter introduces
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the basic premises of agency theory, which expl#iesdemand for financial
reporting as well as corporate governance. Thisptelnaalso introduces
frameworks related to corporate governance, auditnsittee effectiveness and
audit quality. In addition the second chapter idtrees the regulatory
environment of the study. This discussion is foduse regulations related to
audit committee effectiveness and audit qualitye Third chapter introduces
definitions as well as measures for audit commitectiveness, audit quality
and financial reporting quality used in prior stsli This discussion is based on
both theoretical and empirical research. The fowlttapter formulates the
hypotheses by reviewing studies focusing on relatigps between audit
committee effectiveness, audit quality and finahaieporting quality. This
chapter also discusses the alternative effect tyysh can be chosen to describe
the relationships. Finally, the research modelnisoduced. The fifth chapter
introduces the methodology for testing the medmtaffect. In addition, this
chapter introduces the operational measures foiablas and explains how
methods related to mediation effect are adoptdtarpresent study. Chapter Six
presents the results of the analyses. Finally @napéven provides concluding
remarks for the study.



10 Acta Wasaensia

2 THEORETICAL FRAMEWORK OF
THE STUDY

A company’s corporate governance function includese main actors:
management, the board of directors, the audit cdteeyithe external auditors
and the internal auditors (Cohen et al. 2004). ©h¢he main objectives of
corporate governance is to ensure a company’s diabreporting quality. The
interaction among corporate governance actorsuisiarto achieve this objective
(SOX 2002; Cohen et al. 2004). This study will fean two of these corporate
governance actors, namely audit committees andrettauditors. In particular
this study attempts to determine and analyse tpe bf relationship between
audit committees and external auditors in ensutmacial reporting quality.

The aim of this section is to introduce the undagytheoretical foundations for
this study which form the basis for the rest of thesis.Firstly, agency theory
will be introduced. Agency theory is a general tiyeof accounting which
explains the demand for monitoring provided by awdmmittees and external
auditors.Secondlytheoretical frameworks regarding corporate goaece, audit
committee effectiveness and audit quality are doed. In addition, the
regulatory framework related to the research probégea is discusseé#inally,
the positioning of the present study into agenaoti and the theoretical and
regulatory frameworks is explained.

2.1 Agency theory

The theoretical background of this study is basedagency theory, which
postulates that so-called agency problems emerge tduthe separation of
ownership and control. Agency problems are furtihgyected to have an impact
on financial reporting quality. This creates a né@dmonitoring of management
and thus produces the need for corporate governiactgding effective audit
committees and high quality external auditors (denst al. 1976; Healy et al.
2001). An underlying notion behind agency theorthet the monitoring provided
by audit committees and external auditors will aijucontribute to corporate
control, thereby increasing a company’s financegarting quality. By contrast,
institutional theory, for example, states that manganizational structures such
as audit committees are merely symbolic and mafpilmeed to conform to social
expectations without having any actual impact amariicial reporting quality
(Kalbers & Fogarty 1998).
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In agency theory emphasis is on rights establighedontracts (Coase 1937;
Alchian & Demsetz 1972; Jensen et al. 1976; Fand®&sen 1983). Jensen et al.
(1976) model the contract between the shareholder tae owner-manager,
which is called aragency relationshipAn agency relationship is defined as a
contract under which one or more persons (the |pa@th&) engage another person
(the agent) to perform some service on their bewhitch involves delegating
some decision making authority to the agent (Jeesah 1976). In the manager-
shareholder contract, the owner-manager is viewedthe® agent and the
shareholder as the principal (Watts & ZimmermanG)98oth the principals and
the agents are considered utility maximizers (Jeesal. 1976).

Agency relationship contains two inherent aspedighy in combination, create
agency problemsl) the potential conflicts of interests between ownansl
managers which may cause managers to act agaarshsitders’ interestsnd 2)
the imperfect observability of managerial actiogshareholders (DeFond 1992).
Agency problems can increase management’s progeosfroduce substandard
financial information in order to conceal actiomsit have not been in the best
interest of the shareholders or debt-holders (Jemdeal. 1976). The agency
literature suggests that certain company specifif@racteristics increase
management incentives to act against shareholdersiebt-holders’ interests,
thus increasing agency problems. The primary ojera@t measures for agency
problems are leverage, management ownership ard dash flow (see e.g.
DeFond 1992).

Firstly, the agency problem ¢dveragepostulates that managers (acting on behalf
of shareholders) have incentives to transfer wefattin debt-holders by taking
various actions such as paying dividends to shédeho at the expense of
profitable projects or restructuring of debt (Jens# al. 1976; Chow 1982;
DeFond 1992; Parkash & Venable 1993). Some of thesens can result in a
decline in firm value because they involve suboptimvestment policies (Chow
1982). Moreover, the literature suggests that fimith high leverage are more
likely to face bankruptcy and such firms are maokely to engage in earnings
management since they are closer to debt coveiaations (Gul & Tsui 2001).

Secondly agency literature recognizes that the levelmainagement ownership
gives rise to an asymmetric information problemisTaintains that at low
levels of management ownership the manager mayetierbnformed about the
activities and payoffs of the firm than the ownkig(1978; Ng & Stoeckenius
1979).Separation of ownership from management createstonimg difficulties

giving the potential for management to take nord@ahaximizing actionslhus,

low management ownership creates an increased defoaraccounting-based
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contractual constraints which are used to discauragnagers from non-value-
maximizing actions. Management may be motivatehitigate these constraints
by strategically choosing accounting policies aatednining accounting accruals
(Jensen et al. 1976). Accordingly it has been faiatl management ownership is
positively associated with earnings explanatory @ofer returns and negatively
related to the magnitude of discretionary accr(darfield, Wild & Wild 1995).

Thirdly, the agency problem dfee cash flonpostulates that in the presence of
high free cash flow, management has opportunitesnke expenditures that
have negative Net Present Values (NPVs) rather thaying dividends to
shareholders or purchase stock. The free cash #gency problem can be
implicated by a firm’s poor financial performancedaconsequently poor stock
market valuations. The free cash flow agency prabig also implicated by a
relation between company’s free cash flow and adcagtivities. Managers in
firms with high free cash flow may have incentitesmooth earnings in order to
shirk the full impact of wasteful expenditures ocarrengs. Prior research has
documented a negative relation between free cash #ind the magnitude of
discretionary accruals. These results can be exgudoy the following rationale:
income-decreasing accruals occur if managers wishift profits to future years
when the full impact of expenditures hits earnif@sung, Firth & Kim 2005;
Richardson 2006).

Agency theory maintains that there are two mainsaiaywhich shareholders can
mitigate agency problems. First, the shareholdexs establish appropriate
incentives for the managers in such a way that therests coincide with those
of the shareholders. Second, the shareholders aamtan the managements’
actions. Jensen et al. (1976) descabency costas the sum of these safeguards,
along with the effects of those abuses which cobelgrevented.

According to agency theory, the demand for findn@orting arises from the
manager’s needs to provide some description ofitheés payoff for legal and
contractual reasons. However, financial reportegfilittle use if its provision is
not monitored and enforced (Watts et al. 1986).pG@te governance actors,
such as audit committees and external auditorsjigeanonitoring whose main
value is dependent on its ability to decrease tkelihood that company’'s
financial reports contain breaches. Agency theorgdists that as agency
problems become more severe, management will dentagder quality
monitoring in an effort to ensure financial repogtiquality to shareholders, debt-
holders or other investors (Chow 1982; Francis &séh 1988; DeFond 1992;
Kalbers et al. 1998; Lennox 2005). Prior empirisaldies have addressed this
notion and examined for example whether variabdéested to company’s agency
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problems produce the need for effective audit comees (e.g. Menon &
Williams 1994; Collier & Gregory 1999) or high qugl external audit (e.qg.
Lennox 2005; Nikkinen & Sahlstrom 2004).

2.1.1  Agency theory and audit committees

Early studies focusing on the association betweggney problems and audit
committees were conducted prior to the requirenf@nimandatory formation of
audit committees. Thus, studies such as PincudydRsisy and Wong (1989) and
Bradbury (1990) examined whether a company’s agemoplems affect the
voluntary formation of audit committees. It was bilpesized that companies
with great agency problems are more likely to em@adit committees in order
to enhance the quality of financial reporting bynagement. The results of these
studies were somewhat mixed. Pincus et al. (1989heir study of US
companies reported a number of significant relashgms between variables
related to agency problems (i.e. leverage, comga®y ownership structure) and
the formation of audit committee. Bradbury (199®wever, was unable to find
significant relationships between agency problemiabtées (i.e. number of
outside shareholders, leverage and assets-in-pland) formation of audit
committees for a sample of New Zealand companies.

Studies have also attempted to link agency problents measures of audit
committee effectiveness, such as audit committekepandence and activity
level. The results of these studies have also bagad. For example, Menon et
al. (1994) found significant relations between cid agency variables (i.e.
outside directors on the board, auditor type anmdpamy size) and the existence
of audit committees, the percentage of outsidecthre on audit committees, or
the frequency of audit committee meetings usincgampde of US companies.
Collier et al. (1999) attempted to replicate anteed the study by Menon et al.
(1994). More specifically they examined audit comted activity level in large
companies and by employing another measure of aodiimittee effectiveness,
namely the duration of audit committee meetingseiil results, however, failed
to support the findings of Menon et al. (1994) tediato the impact of agency
variables on the number of audit committee meetifigeey did find that the
(then) Big Six audit firms and leverage were pwosiijf related to audit committee
activity. In addition the results revealed thatiaadmmittee activity was reduced
in firms where the role of chairman and CEO wemnlsimed and where insiders
were included in the audit committee. Turpin andZ&at (1998) found a
significant positive association between voluntaaydit committee report
disclosure in annual reports and agency variableampany size, proportion of
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outside directors, leverage, and trade on a mdmoksexchange. In contrast
Kalbers et al. (1998) investigated whether audihiuttee effectiveness is more
closely aligned with agency or institutional theofjheir results did not show a
strong link between audit committee effectivenesd agency variables, thus
providing indirect support for the institutionaletbry which states that the audit
committee is a symbolic structure formed to conficsocial pressures.

Studies have also examined the relationship betweards of directors and audit
committees. Since the audit committee is a subcdt®eniof the board it is
expected to have a significant effect on audit cattess composition and
activities. Beasley and Salterio (2001) examineddfiect of boards of directors
on voluntary improvements in audit committee conipms. They found that
audit committee independence level and audit cotamitknowledge and
experience were positively associated with boazd, gproportion of outsiders on
the board, and the separation of board chair an@/@#€sident. Similarly Klein
(2002b) found that audit committee independence pesgively associated with
board size and board independence and negativalgciased with growth
opportunities and firms with losseklein (2002b) found no effect of leverage,
CEO on compensation committee and outside direbmidings on audit
committee independence.

2.1.2  Agency theory and external auditing

Agency theory has also been applied to externaitingd These studies have
examined whether agency problems increase the dkfoaraudit quality. Early
studies such as Chow (1982) and Watts and Zimme(&888) provide evidence
that firms voluntarily engage external auditing situations of great agency
problems. Later studies used auditor reputatiodi{dum size or brand name) as
a measure of audit quality and documented that eomp facing agency
problems hire auditors with better reputation (Eraret al. 1988; DeFond 1992;
Lennox 2005; Fan & Wong 2005). More recent reseaedhused audit fees as a
proxy for audit quality. Gul and Tsui (1998) examiinthe association between
free cash flow and audit fees. They presented acel®f a positive association
between free cash flow and audit fees for low ghofitms. In addition it was
found that debt moderated this relationship. Inuhsequent study Gul et al.
(2001) examined the association between free chsih &nd audit fees for
different levels of management ownership. They b positive association

* QOutside director holdings was the percentage afresh held by outside directors. Outside
directors were defined as directors having no iaffin with the firm other than serving as
directors in the board or audit committee wherea#le directors were current employees.
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between free cash flow and audit fees. This associavas stronger for
companies with low management ownership. In additdikkinen et al. (2004)
examined the relationship between agency problents tatal fees paid to
incumbent auditors. They found a positive relatimiween free cash flow and
total fees and a negative relation between managteavenership and total fees.
These results are consistent with the notion thetagement demands a higher
quality audit as firm’s agency problems increaseaddition, some other control
mechanisms such as debt holders may have an effethe strength of this
relationship.

Prior research has also shown that audit clierginduish between audit and
non-audit services when considering their effectaadit quality and especially
auditor independence. The notion behind these efudithat if auditees want to
signal audit quality and auditor independence tdsidars they restrict the
purchase of non-audit services from their incumbaunditor. This notion is

supported by Beck, Frecka and Solomon (1988a), BEokcka and Solomon
(1988b), Parkash et al. (1993) and Firth (1997)p Wdund that companies with
agency problems reduce the purchase of non-auditces from the incumbent
auditor. This can be explained by auditee’s wishsédeguard shareholders’
perceptions of auditor independence in situatiomerer agency problems are
present (Parkash et al. 1993).

2.2 Frameworks

Prior literature includes frameworks which haverbéeveloped to improve the
understanding of the actors potentially influencihg effectiveness of corporate
governance including audit committees and exteauaitors. In this study the
frameworks are divided into three classes: 1) fraarks related to corporate
governance, 2) frameworks related to audit comestend 3) frameworks related
to audit quality. These frameworks are somewhatrlapping, although they

represent alternative theoretical approaches toysmathe functioning of

corporate governance, audit committee effectivereasd audit quality. The

frameworks are discussed in more detail in thewalhg sections.

2.2.1 Framework for corporate governance

Cohen’s et al. (2004korporate governance mosamms to describe how a
company’s corporate governance affects financiabnteng quality. This mosaic
is presented in Figure Birstly, the mosaic identifies actors and mechanisms for
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the most part external to the company, which apeeted to have an effect on the
effectiveness of the organizations corporate gawese function. These actors
include regulators, legislators, financial analysteck exchanges, courts and the
legal system as well as the stockhold&scondly the main actors of corporate
governance are identified. These include boardictbrs, audit committees,
internal auditors, external auditors and managemEmse five actors are also
expected to have a more direct impact on a compdmancial reporting quality.
The framework maintains that there are interreteips between the various
mechanisms and actors in the framework. More spatlif, the effectiveness of a
company’s corporate governance function is depenaleiproper communication
and interaction between corporate governance ackhrs is consistent with SOX
(2002), which states that the effectiveness of @@ie governance is dependent
on the interaction between board of directors, tacminmittees, external auditors,
internal auditors and management.

Courts & Legal Financial Analysts Legislators
System
Regulators Stock Exchanges Stockholders
A 4
v
Audit Committee | .| Board of Directors
/\ /\ !
Internal Auditors | | External Auditors | .|  Management
A 4
> Financial reporting quality <

Figure 3. Corporate governance mosaic and financial rappruality (Cohen
et al. 2004).
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2.2.2 Framework for audit committee effectiveness

DeZoort et al. (2002) provided a framework for enaing audit committee
effectivenessThe framework is presented in Figure 4. This gamrk DeZoort et
al. (2002) consists of three levels of audit coneriteffectiveness, namely input,
process and output levels. The input level of awdinmittee effectiveness
includes components such as composition, autharty resources of the audit
committee. These factors create the basic premisesaudit committee
effectiveness. Audit committee composition refersatdit committee members’
mental attributes such as expertise, independentsgrity and objectivity. On
the other hand authority refers to the responsigsliand influence of the audit
committee. In addition, resources involve audit odttee members’ access to
management as well as internal and external agdildre process level of audit
committee effectiveness includes diligence of théitacommittee. It is suggested
that input level factors contribute to audit conteet effectiveness only if audit
committee members are active and devote adequaie &nd effort to the
discharge of their duties regarding the functionoighe audit committee. The
input and process components are expected to hgwet &ffect on the output of
audit committee effectiveness. In the frameworkitaodmmittee is considered
effective if it successfully fulfils its respondiities.

Output

i Audit committee effectiveness
Process

A .

Diligence
Composition Authority Resources
Input | (e.g. Expertise, (e.g. Responsibilities, (e.g. Accessto
Independence) Influence) management, External and
Internal Auditors)

Figure 4. Determinants of audit committee effectiveness (@@EZet al. 2002).
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2.2.3  Frameworks for audit quality

Frameworks related to audit quality include DeAnge(1981a; 1981b) seminal
model for audit services as well as more recentrgason of determinants of
audit quality by Watkins et al. (2004). DeAngel¢®¥81a; 1981b) framework
defines determinants of perceived audit qualityhvaitparticular focus on auditor
independence. More recently, Watkins et al. (2084yeloped DeAngelo’s
(1981a; 1981b) definition further. In comparisonDeAngelo’s (1981a; 1981b)
definition, which is concerned with perceived auwgliglity, Watkins et al. (2004)
make a distinction between actual and perceived gudlity.

DeAngelo’s (1981a; 1981b) definition of perceiveadih quality is depicted in
Figure 5. DeAngelo (1981a; 1981b) defines auditityuas the market-assessed
probability that, given that the financial statertsecontain material errors, they
are discovered and reported. According to the de&fin the probability of
discovery depends on the auditot®mpetence whereas the probability of
reporting refers to the auditorisdependencé&om the auditee. According to the
framework independence is compromised if the audilows the client to use a
reporting policy that he or she believes would leved as an audit failure.
DeAngelo (1981a; 1981b) argues that auditor's dmtido retain his or her
independence would be impaired if the auditor fehssnissal. Losing a client
would mean that the auditor would lose the econoreienue that otherwise
would accrue to him or her from repeatedly auditihg same client. The
revenues are a result of gaining client specifiovidedge. The revenue serves to
bind the auditor to the client because client dpe&nowledge results in audit
costs falling while audit fees rise over time (Degglo 1981a; DeAngelo 1981b).
However, potential loss of reputation from percdiw®n-independence is seen as
counteracting the bonding between auditor and tli€hus, auditor's loss of
reputation can reduce the size of the auditor€ntliportfolio. Ultimately the
decision to remain independent results from a coispa of the gains resulting
from choosing to lose one’s independence with tlaigainable from remaining
independent (DeAngelo 1981a; DeAngelo 1981b). bhtamh, DeAngelo (1981a;
1981b) argues that large audit firms are betteg &blremain independent of the
audit client because they have more audit clidrdga small audit firms. Therefore
economic revenues received from one client arecafyi not as significant to a
large audit firm as to a small audit firm.
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Perceived audit quality

Auditor competence Auditor independence
-Probability that auditor -Probability that auditor will
discovers material errors in the report discovered errors in the
financial statements financial statements

Figure 5. Perceived audit quality (DeAngelo 1981a; DeAndgl81b).

The framework by Watkins et al. (2004) extends dkénition of audit quality
provided by DeAngelo (1981a; 1981b). The framewalikcusses drivers,
dimensions as well as products of audit qualityisTTramework is presented in
Figure 6.Drivers for audit qualityare divided into demand and supply drivers.
Demand drivers include client risk strategies agénay conflicts and supply
drivers include auditor risk management strategreb audit feesAudit qualityis
divided into auditor reputation and auditor monitgr strength. Auditor
reputation refers to perceptions of audit qualitg auditor monitoring strength
refers to actual audit quality. Consistent with Degalo (1981a; 1981b), both
auditor monitoring strength and auditor reputattan be divided into dimensions
of competence and independence. In other wordstoasidmonitoring strength
(reputation) is dependent on auditors’ actual (@eed) competence and actual
(perceived) independence. Monitoring strength amilitation are expected to be
determinants of information credibility and infortimm quality. Consistently
information credibility refers to perceptions ohdincial reporting quality and
information quality refers to actual financial refpeg quality in the framework.
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Drivers for audit quality
Demand drivers Supply drivers
Client risk Agency Auditor risk Audit fees
strategies conflicts management
strategies
A 4 A 4 y A
Audit quality
Auditor reputation Auditor monitoring strength
-Perceivedcompetence -Auditor competence
-Perceived independence -Auditor independence

Products of audit quality

A 4 A 4

Information credibility Information quality

\ /
\/

Financial statement

Figure 6. Determinants of audit quality (Watkins et al. 2Q04)

2.2.4 Regulatory framework

Corporate failures and accounting scandals haveiged US regulators with
strong impetus to re-evaluate requirements conagroorporate governance. In
the aftermath of these scandals the US Congresegdlse Sarbanes-Oxley Act
in 2002 (hereafter referred to as the SOX 2002paddition, all major US stock
exchanges have renewed their listing standards watfpard to corporate
governance based on SOX (2002). In general, theogarof these requirements
is to strengthen companies’ corporate governanckidmg the functioning of
audit committees and external audit. The propectfaning of these actors is
believed to ensure a company’s financial reportogplity. The following
sections will discuss these requirements in motailddhe aim of this section is
to provide a description of the regulatory framekvof this study.
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2241 Requirements related to audit committees

The role of the audit committee in corporate gosaoe has been a subject of
increasing regulatory interest. Currently, all farnisted on major US stock
exchanges (i.e. NYSE, AMEX or NASDAQ) are requirkd maintain audit
committees. Regulations place audit committees ke position to ensure a
company’s financial reporting quality. Consistenflyr example, the SOX (2002)
states that the purpose of an audit committee igversee the accounting and
financial reporting process of the company as waslthe audits of the financial
statements of the company. In order to ensure aodimittees effectiveness in
discharging its responsibilities, regulators hawwoped requirements on the
functioning of audit committees in a number of areecluding audit committee
compositionand responsibilities The main requirements contained by the SOX
(2002) and stock exchanges’ listing standards @amensarized in Appendix 1 and
will be discussed in more detail next.

Firstly, the regulations emphasize the importancausdfit committee composition
in achieving audit committee effectiveness. Thesolye of these requirements is
to ensure that audit committees have adequate neesoand knowledge base to
fulfill their responsibilities. In general the rdgtions state that an effective audit
committee should comprise a sufficient number akeabrs. NYSE (2003),
AMEX (2003) and NASDAQ (2003) listing standards wigg that audit
committees should comprise at least three memlteis.further stated that all
audit committee members must be independent ofctirapany as well as
financially literate. In addition, regulations ®ahat at least one audit committee
member must be a financial expert. For example, RY2003) defines audit
committee member independence as freedom fromameddtips to the company
that may interfere with the exercise of the diréstandependence of the
management and the company. Financial literacyrgete audit committee
members’ ability to understand fundamental finansi@tements, including a
company's balance sheet, income statement, and floaghstatement (AMEX
2003).0n the other hand financial expertise refers taractbr's employment
experience in finance or accounting or in other parable experience which
results in the individual’'s financial sophisticatie.g. NASDAQ 2003).

Secondlythe regulations recognize that proper audit cateicomposition does
not necessarily ensure audit committee effectivenesherefore current
regulations include requirements related to audihmittee responsibilities.In

general the regulations maintain that audit consegt are responsible for
assessing the quality of a company’s financial r@pg by evaluating the
implementation of accounting principles as welchanges in them. To fulfil this
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responsibility the audit committee is required tamenunicate regularly with the
board, management, external auditors, and inteanditors. With respect to
external auditing, the current regulations empleadise audit committee’s
position as a main mechanism to ensure proper caneation between auditor
and the company. The literature has traditionaigyuaned that management has
considerable influence on the audit mandate, inctuchiring and firing the
auditor, as well as negotiating the audit contraci] the audit fees (O’Keefe,
Simunic & Stein 1994; Mikol & Standish 1998; Beaslet al. 2001). The
literature has suggested that management contesl tbe audit mandate poses a
potential threat to audit quality and particulaakyditor independence because an
auditor’'s financial dependence on the auditee hapemded heavily on
management’s power to hire and fire the auditorhpasigh 2004; Mayhew &
Pike 2004)°. However, after the enactment of SOX (2002) mameg's
influence on the external audit mandate has beesiderably reduced. This is
because under SOX (2002) audit committees are megpe for the appointment,
compensation, retention and oversight of externalitars. In addition SOX
(2002) expects communication between auditor artit mommittee in several
issues including a timely report of 1) all critiGacounting policies, 2) alternative
accounting treatments and disclosures, and 3) aageanent letter. In addition,
the audit committee is required to establish praces for handling complaints
received by the company regarding accounting, madecontrols over financial
reporting, or auditing matters including confidahtsubmission by company

Empirical research on opportunistic behaviour by nagement has concentrated on
management’s ability to change the auditor. Therevidence that some auditor switches are
motivated by auditor-management disagreement oweitas’ reporting decisions. Specifically,
auditees switch auditors more frequently after ik@eg a qualified audit report (Chow & Rice
1982; Smith 1986). In addition, studies have arelythe discretionary accruals of firms that
changed auditors. The results showed that diso@tyjo accruals were significantly income
decreasing during the last year of the predecesstitor, and insignificant during the first year of
the successor auditor. These results indicate db@aservative accounting choices preferred by
auditors give auditees an incentive to change audideFond & Subramanyam 1998). These
findings are related to auditee management atditiopinion shop”, that is to switch auditors in
order to avoid unfavourable audit reports. Sucegsgifinion shopping is harmful to audit quality
because auditors may avoid issuing qualified auweorts in order to retain incumbency.
However, the research evidence on auditees’ abditgpinion shop is conflicting. Some studies
have concluded that companies can opinion shopusedhey would have received unfavourable
reports more often had they not switched auditbeniox 2000), while others suggest that
companies do not engage successfully in opiniopgihg because post-switch opinions are not
more favourable than pre-switch opinions (Krishi&94; Krishnan & Stephens 1995). Research
on perceived independence has examined manageroetiblcover audit mandate in several
respects. These studies have shown that perceptbraditor independence are negatively
affected when management has: 1) control of awligggpointment or remuneration (Beattie et al.
1999), 2) the ability to seek a second opinion ontentious issues (Beattie, Brandt & Fearnley
1999) and 3) the ability to negotiate audit feesletermine the deadline for submitting the audit
report (Emby & Davidson 1998).
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employees of concerns regarding questionable atioguor auditing matters.
Audit committees must also pre-approve all audivises and permitted non-
audit services provided by external auditors. Ideorto perform these duties
effectively the regulations state that audit conwme should meet relatively
frequently. For example, both NYSE (2003) and AMER03) require that audit
committees must have periodic meetings. More sigatlf, NYSE (2003)
requires that the audit committee must hold separaetings with management,
with internal auditors and with external auditolsYSE (2003) considers that
separate meetings between these parties are mmatagbive than joint sessions
for considering issues warranting committee attemti

2.2.4.2 Requirements related to external auditing

One of the main objectives of SOX (2002) is to rggtken audit quality,
particularly auditor independence. Thus, the SOXO02) includes several
requirements regarding external auditors. The reqments which are relevant to
this research are as follows: requirement to dsclaudit and non-audit services
fees, mandatory rotation of audit partners, andrictisns regarding non-audit
services provided by incumbent auditors.

Disclosure of audit and non-audit services fe&egonsidered a way to enhance
audit quality by safeguarding auditors from sigrafit financial dependence. This
is because the disclosure gives transparency taukédor-auditee relationship
and is therefore expected to be a sufficient wapfiarm shareholders, investors,
and other parties of the auditor’s incentives tonpmmise their independence
(Firth 1997; SEC 2000; Firth 2002). On the othendjathe disclosure may
enhance an audit firms’ independence because tlagyb®@ reluctant to provide
the types of services or charge the level of faas rhight be perceived as threats
to independence (Hillison & Kennelley 1988; FirtA9¥). Currently the SEC
(2000; 2003) requires the disclosure of the amainall audit and non-audit
services fees in proxy statements. SEC (2003) ssthig fees paid should be
divided into the following categories: 1) audit $e€) audit-related fees, 3) tax
fees and 4) all other fees.

Mandatory auditor rotatiorhas been suggested as a solution to the indepssden
threat caused by long-term audit tenures. It isu@igthat mandatory rotation
gives auditors greater incentives to resist managérpressure, thus increasing
independence since the tenure period becomes dimReoponents of rotation
argue that it reduces audit failures, forces actiénts to adopt conservative
accounting practices and results in more complata€ial statement disclosures.
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In addition, rotation is expected to ensure thabmpany’s accounting choices,
particularly those in subjective and judgmentalaareare reviewed by different
auditors (Catanach & Walker 1999). Currently, th®XS(2002) and SEC's
(2003) final rule requires a rotation of all parsmen the audit engagement team
after five years of services.

The prohibition of non-audit servicés expected to reduce issues related to audit
quality and auditor independence presented by ringion of non-audit services
to auditees (e.g. economic dependence, self-retfe®at to independence).
Currently, the SOX (2002) prohibits auditors froapplying the following types
of non-audit services: 1) bookkeeping, 2) finandialormation systems, 3)
appraisal, 4) actuarial, 5) internal audit outsowgc 6) management or human
resources, 7) broker or dealer, 8) legal and exaed 9) any other services
specified by the SEC. Despite these prohibitioegjstrants may still purchase
many types of non-audit services from the incumbauditor such as tax
compliance and consulting, employee plan audits)sglbing on accounting
matters, mergers and acquisition consulting, andswiting on new debt and
equity issues (Raghunandan, Read & Whisenant 2003)

2.3 Positioning of the study

This section introduced agency theory as well amesaelevant frameworks
related to corporate governance, audit committéecfeness and audit quality.
In addition the regulatory framework of this stuays discussedlThe present
study can be positioned into agency theory anddwaonks as follows.

Firstly, this study adopts one of the basic premises oh@ageheory, which

maintains that corporate governance in generabadd committees and external
auditors in particular are important in ensuringaficial reporting quality. In

addition, this study subscribes to an underlyingiomo that certain company
specific characteristics which create agency problarive the demand for
monitoring provided by audit committees and exteraaditors. Accordingly

audit committees and external auditors are expetdegdrovide assurance to
shareholders that a company’s financial statenmametén accordance with GAAP.
This notion is contradictory, for example, to itigional theory, which states that
these monitoring mechanisms are developed as ansspo social norms and
regulations but do not necessarily improve finanaifrmation quality.

Secondly,Cohen’s et al. (2004) corporate governance mosamggests that
interrelationships between corporate governancerscare important for its
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effectiveness. The present study does not take auosideration all the

interrelationships suggested in Cohen’s et al. 420tamework but focuses on
two important corporate governance actors: audinmdtees and external
auditors. In other words, this study examines wiype of relationship audit

committees and external auditors have in determifimancial reporting quality.

To achieve this objective the approach is to mdkelinterrelationship between
audit committees and external auditors. More smediy, it is suggested that
audit quality mediates the relationship betweerntaagmmittee effectiveness and
financial reporting quality.

Thirdly, the framework by DeZoort et al. (2002) focusesamlit committee
effectiveness. This framework suggests that audihmittee effectiveness is
dependent on various aspects related to audit ctie@rcomposition as well as
audit committee diligence. The operational measui@s audit committee
effectiveness employed in this study are consisteith the framework of
DeZoort et al. (2002). This is because the oparatimeasures are related to both
audit committee composition as well as audit cortemitactivity level. The
operational measures will be discussed in moreldetéhe subsequent sections
of the study.

Fourthly, this study adopts DeAngelo’s (1981a; 1981b) andkins et al. (2004)
definition of audit quality, which states that audjuality consists of two
components: auditor independence and auditor canpet In addition, this study
adopts Watkins’ et al. (2004) view that audit qiyaian be divided into auditor
reputation and auditor monitoring strength. In igatar this study focuses on
auditor monitoring strength by testing the effettheeasure of audit quality on
financial reporting quality. This study also cohtries to Watkins’ et al. (2004)
framework by considering audit committee effecte®s as an important driver
for audit quality.

Finally, in addition to the theoretical framework, the Wgulatory environment
creates a specific research setting where seveatdirscis applied to audit
committee effectiveness and audit quality. Regoetiregarding audit committee
effectiveness include requirements related to axafitmittee composition as well
as the activities of the audit committee. Under ¢herent regulations all audit
committee members are required to be independetiteofompany and to be
financially literate. In addition, at least one @uwbmmittee member is expected
to possess financial expertise. According to thygilieions the audit committee’s
main objective is to ensure the company’'s financggorting quality. With
respect to external auditing, audit committees ragponsible for hiring, firing
and compensating external auditors. The primarysomea for audit committee
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effectiveness can be derived from these regulatiamswell as from prior
empirical research. Thus, it is suggested thatt aadnmittee effectiveness can be
measured by audit committee size, audit committgeertise ratio and audit
committee meeting frequency. The underlying nobehind this study is that the
regulations provide the minimum requirements fodibaommittee composition
and activities and some companies may strive totaiai quality differentiated
audit committees. That is, companies with audit mitbees with stronger
attributes than the minimum requirements are exgettd be more effective. The
next section will provide further justification fothe audit committee
effectiveness measures employed in this study.

In addition to the requirements regarding audit cottees the regulations related
to audit quality are relevant for this study. Ths because the regulatory
environment is expected to affect the interactietwieen the companies and their
external auditors. The discussion here is focuse®@©X (2002) because one of
its main objectives is to enhance audit quality aparticularly auditor
independence. Therefore the SOX (2002) includesraévequirements regarding
external auditors that are relevant for this stullyese include requirements for
mandatory auditor rotation, the prohibition of naundit services and disclosure of
audit and non-audit services feddandatory auditor rotation ensures that audit
guality is not affected by long audit mandatesadidition, prohibition of specific
types of non-audit services ensures that audittependence is not threatened by
these servicesThe disclosure of audit and non-audit services feewides a
measure for audit quality employed in this studyislsuggested that audit fees
represent audit effort and therefore higher aueldsfare expected to indicate
better audit quality. This notion is related, faample, to the GAO (2003) report,
which documented an increase in audit fees afeeettactment of SOX (2002)
GAO (2003) asserted that the fee development ideadt partly, caused by
changes in audit environment and increases inbesmht of publicly disclosed
financial information. Thus, it is argued that emaent of SOX (2002) has
resulted in increase in audit effort and furthediadees. In addition, prior
empirical research has linked audit fees with iaseel financial reporting quality.

® Prior research reveals that audit fees stayedflaecreased slightly from the late 1980s to the
mid-1990s (Firth 1997; Menon & Williams 2001).
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3 DEFINITIONS AND OPERATIONAL
MEASURES OF KEY CONCEPTS

The purpose of this section is to introduce thendeins for audit committee
effectiveness, audit quality and financial repagtiquality provided by prior
literature. In addition, the operational measumastiiese variables employed in
prior studies will be discussed. The primary meesufor audit committee
effectiveness used in prior literature are audihgottee size, audit committee
independence, audit committee expertise and aadindttee meeting frequency.
The most commonly used measures for audit qualigyaadit firm size, audit
firm industry specialization, audit tenure and addes. Measures for financial
reporting quality can be divided into two groupbopde related to financial
reporting within GAAP and those related to finahcigporting outside GAAP.
The section will be concluded with a discussiorarding the definitions and the
measures derived from the prior literature. The afrthe discussion is to explain
which definitions and measures are regarded asuateedo be employed in the
present study. These choices require, among othergs taking into
consideration the regulatory environment of thislgt

3.1 Audit committee effectiveness

An audit committee is a subcommittee of the boafddioectors which is
particularly designated to oversee the companyisnitial reporting process.
According to Wolnizer (1995) and DeZoort (1997) tlesponsibilities of audit
committees fall into areas of: 1) financial repagti(including internal controls),
2) auditing, and 3) other corporate governance. (@aglitate communications
between the board and the external auditors). Acmlitmittee effectiveness is
often associated with an audit committee’s abilityfulfil these responsibilities
(Kalbers & Fogarty 1993; DeZoort et al. 2002). Thexa common understanding
that the mere existence of an audit committee doéguarantee that it will be
effective. Thus, the literature determines sevataibutes which are needed to
achieve audit committee effectiveness. AccordindpéZoort et al. (2002) audit
committee effectiveness is dependent on its cortiposfthe independence and
expertise of its members), its authority (respohisds and influence) and its
resources (number of members and access to otheerrgmce parties).
Moreover, audit committees need to be diligent fiecéively discharge their
responsibilities. In addition, the current US regidns recognize that audit
committee effectiveness is dependent on propet aadimittee composition and
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diligence. Consistently, the primary operationalasmees employed by prior
empirical research include audit committee sizelitacommittee independence,
audit committee expertise and audit committee #agtilevel. The first three
measures are concerned with audit committee commposand the last is
concerned with audit committee diligence. The felly discussion will provide
further rationalization for these measures.

3.1.1 Audit committee size

The literature suggests thatdit committee sizeeasured as the number of audit
committee members will have a positive effect odiacommittee effectiveness.
This is because it is likely that audit committeeish a sufficient number of
members have better resources than smaller auditndtees (DeZoort et al.
2002). In addition, the decision-making literathees indicated that increasing the
number of people involved in an activity substdhtiaincreases group
performance and decreases the opportunity for vdoing because collusion
becomes more difficult (e.g. Cummings, Huber & Ateh974; Burton, Pathak &
Zigli 1977). Thus, it can be argued that decisicaking in larger audit
committees is of better quality than in smallerinadmmittee$.

Audit research has also provided evidence thattacminmittee size is an
important determinant of audit committee effecteen Vafeas et al. (2007)
found a positive relationship between audit conmemritsize and audit fees. This
result indicates that the demand for audit increas® the size of the audit
committee increases. In addition Archambeault & d&Z (2001) examined
suspicious auditor switch&sThey found that companies with suspicious auditor
switches had smaller audit committees than nonisiesis switching companies.
This implies that larger audit committees are betlele to safeguard auditors
from being unfairly dismissed than smaller audihoattees.

"It can also be argued that audit committee size eha®nlinear effect on audit committee
effectiveness. Initially, adding members to the iBwbmmittee is likely to enhance audit
committee effectiveness because it ensures thdt @udmittee has required knowledge to make
decisions regarding its responsibilities. Howeveis likely that audit committee effectiveness
may suffer if it becomes too large. This is becalasge group may create process losses and
diffusion of responsibility.

8 Analysis was conducted by matching switching and-switching companies with suspicious
circumstances (i.e. disclosure of reportable evemlified audit opinion or other recent auditor
switch).
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3.1.2  Audit committee independence

Audit committee members’ independence is considdamedbe an essential

determinant of audit committee effectiveness (DeZebal. 2002; Pomeroy et al.

2008). For example, the SOX (2002) considers thatualit committee member is
independent if he or she does not receive any cosgten from the company or
its affiliates except in the capacity of audit coittee member. Independent audit
committee members are expected to be better ableppmse management
pressure in conflict situations and are therefoqgeeted to contribute to audit
committee effectiveness. Prior empirical researchs rprovided evidence

supporting this notion.

Several studies have found that audit committeepaddence is associated with
higher earnings quality (Klein 2002a; Bédard et2@04; Vafeas 2005; Bradbury
et al. 2006). Klein (2002a) found a significant atége association between an
audit committee with a majority of independent dioes and discretionary
accruals. In a similar vein, Bédard et al. (20@&parted a significant reduction in
aggressive earnings management when the audit dteemivas 100 %
independent. Bradbury et al. (2006) using data fisimgapore and Malaysia
found that audit committee independence is assatiatith lower abnormal
working capital accruals. Vafeas (2005) found #nadit committees with a higher
percentage of insiders on the audit committee apeenfikely to report small
earnings increase¥hese results indicate that independent audit ctteesi have
a constraining effect on managerial behaviour rmiegs management.

Several studies have also examined the associagbmeen audit committee
independence and audit quality. For example, Mid@ssain and Deis (2007) and
Vafeas et al. (2007) found a significant and pesitissociation between the level
of audit committee independence and audit feesatitig that independent audit
committees are interested in ensuring high qualkyvice provided by external
auditors. Carcello and Neal (2000) examined thetiomship between distressed
firms’ audit committee independence and the likedbth of receiving going-
concern audit reports. They found that distressedsfwith more independent
audit committees were more likely to receive a gesoncern audit report. This
result may indicate that more independent audit rodtees provide greater
support for auditors in their reporting decisiofmart less independent audit
committees. Moreover, Archambeault et al. (2001)ntbthat more independent
audit committees are better able to protect awslifoom being suspiciously
switched than less independent audit committees.
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3.1.3  Audit committee expertise

Audit committee effectiveness is expected to ineeeas the proportion ekperts
in the audit committee increases. Expertise rafeen audit committee member’s
knowledge and experience in the areas of accourand financial reporting,
internal controls and auditing (e.g. SOX 2002)gémeral, it is argued that audit
committee members’ expertise in these areas enablester understanding of
financial statements and the audit process. Thig lewd to an enhancement of
audit committee effectiveness in several respéatstly, experts are expected to
provide greater oversight on the financial repgrtiquality than non-expert
members.Secondly experts are expected to understand the risksbaneéfits
associated with audit quality better than their -eapert colleaguesThirdly,
experts are expected to be better equipped to stashel auditor judgments and
evaluate the substance of disagreements betweeageraent and the external
auditor.

Several studies have provided evidence supporteget argumentszirstly,
studies have found that expertise affects auditnoitiee member’s decision-
making. DeZoort (1998) found that audit committeenmbers’ experience related
to audit and internal control evaluation resultedinternal control judgments
more in line with auditors than members’ lackingtsiexperience. McDaniel,
Martin and Maines (2002) found that expert and Hmally literate audit
committee members’ evaluation of the quality oihgial reporting items differ.
This result implies that the inclusion of financ&tperts in audit committees is
likely to have an effect on audit committee’s assant of a company’s financial
reporting in general.Secondly Bédard et al. (2004) focused on earnings
management and found that audit committees withenexpert members are
better equipped to restrict earnings managenidntdly, with regard to external
auditors DeZoort (1998) and DeZoort & Salterio (2DCound that audit
committee members possessing auditing knowledgeidgeromore support for
auditors in auditor management disagreements oweanabiguous accounting
issue than members lacking such knowledge. Expedse also found to
safeguard auditors from being unfairly dismissedcflambeault et al. 2001).
Finally, Vafeas et al. (2007) found that audit committessmiber expertise has a
positive relationship with audit fees indicatin@tlexperts demand higher quality
service by external auditors.
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3.1.4  Audit committee meeting frequency

The discussion above reveals that variables relgtedaudit committee
composition have a significant influence on auditnmittee effectiveness. In
addition to these variables, audit committeetivity level has also been
recognized as an important process factor needeatheve audit committee
effectiveness (Kalbers et al. 1993; DeZoort e80D2). A common measure for
audit committee activity level is the number of mmegs held by the audit
committee. More specifically, audit committee effeeness is expected to
improve with more frequent audit committee meetir{flyfenon et al. 1994;
Abbott et al. 2000; DeZoort et al. 2002; Lee & MarD05; Stewart et al. 2007).
Thus, in order for the audit committee to be effecaudit committee members
must be willing to invest a substantial amount whet and energy in the
functioning of the audit committee (Kalbers et H93;Lee, Mande & Ortman
2004).

With regard to auditing, regular meetings betwden dudit committee and the
external auditor can be expected to contribute uditacommittee knowledge
about relevant accounting and auditing issues. Thaan be argued that audit
committees that meet frequently are more diligarthe discharge of their duties
(Abbott et al. 2003a; Raghunandan, Read & Ramd)20ore diligent audit
committees can also be expected to be more cortevite audit quality. This
notion is supported by Goodwin-Stewart et al. (90@8ho found that more
frequent audit committee meetings were associatiéld migher audit fees. In
addition, Archambeault et al. (2001) reported thadit committees with frequent
meetings are more likely to protect auditors fromng switched under suspicious
circumstances than audit committees with less #atjuneetings. Prior studies
have also documented that audit committee meeteguéncy is associated with
higher earnings quality (Xie, Davidson & Dadalt 30¥afeas 2005).

3.2 Audit quality

Practitioners often define audit quality relativeduditors’ ability to meet legal
and professional requirements (Francis 2004; Wat&tral. 2004). In light of this
definition audit quality can be considered dichotms1 Audit is considered to be
of poor quality if an auditor fails to comply witkegal and professional
requirements. In other words an audit failure os2®n the other hand all audits

® According to Francis (2004) audit failures canwcin two situationsFirstly, audit failure
occurs when an auditor fails to enforce GAARcondlyaudit failure occurs when an auditor fails
to issue an appropriate type of audit report: aditau issues a qualified audit report when
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which are legally satisfactory can be consideredbéo of sufficient quality
(Francis 2004). Many audit quality studies, howevkave an underlying
assumption that most audits meet minimal legal predessional requirements.
Thus, these studies focus on audit quality thateesds minimal legal and
regulatory requirements. These studies consideit auglity as a continuum
ranging from very poor quality to very good qualityn this approach audit
failures occur at the extreme low end of the cantm. In addition, it is
considered that legally satisfactory audits cangbelity differentiated (Francis
2004).

Researchers provide definitions for audit qualityich can be applied when audit
guality is considered to be a continuum. As disedsa Section 2.2.3 researchers
generally link audit quality to both auditor indeylence and auditor competence.
There is a widespread view in the audit literattivat audit quality cannot be
directly observed by outside parties or measuredrdsgarchers. (DeAngelo
1981a; DeAngelo 1981b; Palmrose 1988; Willekensi&udic 2007). Therefore,
prior studies have used several surrogates fort agdality. The primary
surrogates for audit quality are audit firm type.(size or brand name), audit firm
industry specialization, auditor tenure and audi#sf These measures will be
discussed in more detail in the subsequent sections

3.2.1  Audit firm size

Audit firm sizeis a conventional measure for audit qualftyAudit quality is
expected to increase with audit firm size becaasgel audit firms are expected to
have superior resources to conduct an audit anydaifeeexpected to be better able
to remain independent from the auditee than smallglt firms (Goldman &
Barlev 1974; DeAngelo 1981a; Shockley 1981). A tezlastream of research
argues that large audit firms have greater incestte provide high-quality audits
because they have more to lose from an audit &ilarterms of their pre-
established reputations (i.e. brand name) thanlemaldit firms (Francis et al.
1988). Based on these rationalizations severat lofeempirical research have
focused on the dichotomy between large and smallt &irms and reported
supporting results for the above notions.

inappropriate (false positive reporting)or auditor issues an unqualified audit report when
inappropriatgfalse negative reportingfrancis 2004).

9n this study, themajority of sample companies employed a Big Fouitaiirm (95 %), thus
leaving little opportunity to evaluate audit quglit terms of audit firm size.
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Firstly, prior research has provided evidence that auiht $ize is associated
with better financial reporting quality. A majorityf these studies have focused
on discretionary accrual paradigm (Jones 1991 )exadhined whether large audit
firms are better able to detect and oppose to neeagpportunistic earnings
management than small audit firms. Becker, DeFodémbalvo and
Subramanyam (1998) and Francis, Maydew and Spa8&9] found supporting
evidence and suggested that clients of the (th&n)SB auditors reported lower
discretionary accruals than clients of non-Big &ixlitors. Consistently Nelson’s
et al. (2002) results show that large audit firnme able to detect earnings
management attempts and will object to opportunigéirnings management by
managers. Studies also provide evidence that thketsdink audit firm size with
better financial reporting quality. For example,aBg's (1989) results showed
that the price paid by investors is higher for IP@#olving a large audit firm.
Similarly, Teoh and Wong (1993) reported a positasociation between audit
firm size and the ERC. Contrary to these findingmt & Janin (2007) did not
find evidence of Big Five audit quality differernti@an with respect to earnings
management in France.

Secondly prior studies have also addressed the relatipniséiween audit firm
size and auditor reporting decisions. Some stuthee shown that the size of the
audit firm does not affect the likelihood of a gtiad audit report (Wines 1994;
Sharma & Sidhu 2001; Craswell, Stokes & LaughtodZ20OHowever Francis and
Krishnan (1999) report that large audit firms hdower thresholds for issuing
qualified audit reports, which indicates that largadit firms issue more
conservative reports than small audit firms. Lenr(@999) also provided
evidence of a positive relationship between audsiae and auditor accuracy.
Lennox (1999) found using UK data that large auditssue reports that are more
accurate and include more informative signals o#ricial distress than audit
reports issued by small auditors. In a similar y&ifeber and Willenborg (2003)
examined audit reports issued before IPO. Theyddbat audit reports issued by
Big Four audit firms have better predictive accyraic terms of future stock
returns and subsequent delistings than audit regstied by small audit firms.

Thirdly, studies focusing on legal actions as well asiglisary actions by
professional bodies against auditors have alsoigedvevidence that large audit
firms provide high quality audits. For example, riRadse (1988) found that Big
Four audit firms face legal actions less frequerlign small audit firms. In
addition, results by Feroz and Pastena (1991) sthdhet Big Four audit firms
are sanctioned less frequently by the SEC thanr ahdit firms. A counter-
argument for these results is that large auditdiare not really better but they
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have better resources to oppose legislators antégsional bodies (Francis
2004).

3.2.2  Auditor industry specialization

In addition to audit firm size, the audit literadursuggests thatndustry
specialization® of an audit firm also contributes to audit qualillyis expected
that industry specialization increases the qualftpuditor’'s performance due to
the auditor's superior knowledge regarding the #jgeendustry. Empirical
studies have addressed this notion and provideplostipe evidence. For example
Solomon, Shields and Whittington (1999) and Owhosessier and Lynch
(2002) provided some evidence that industry-expead auditors detect errors
more effectively within their industry specialisati than outside their
specialisation.

In general research regarding audit firm induspgcsalization is parallel to the
audit firm size research. Thus, prior research ihasstigated whether industry
specialization of audit firms is associated witgher financial reporting quality.

Balsam, Krishnan and Yang (2003) compared the elistrary accruals of clients
of specialist and non-specialist auditors and fotlvad the discretionary accruals
of clients of industry specialist auditors were &whan those of clients of non-
specialist auditors, thereby supporting the notioat industry specialisation is
associated with better financial reporting quality.addition, Krishnan (2005)

found that companies with an industry specialigtiimu report more conservative
earnings according to Basu’s (1997) framework. Resehas also indicated that
an industry specialist auditor signals higher auplitlity as well as financial

reporting quality to the markets. An early study ®yockley and Holt (1983)

found that audit firms with the largest market ghare perceived as higher
quality suppliers by the chief financial officer$ lmanks. Balsam et al. (2003)
found evidence that clients of industry speciaésiditors have higher ERCs
(Earnings Response Coefficient) than clients of-specialist auditors. Similarly,

Krishnan (2003) found that market reactions to isgs) surprises are more
positive for companies with industry specializedigars.

M Industry market share is commonly used as a pfoxyaudit firm industry specialization
(Francis 2004).
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3.2.3  Auditor tenure

Auditor tenurehas also been recognized as an important detemimofaaudit
quality. The literature, however, does not provalelear consensus as to how
auditor tenure affects audit quality. On the othand it can be suggested that
long-term audit tenures increase audit quality ttuauditee-specific knowledge
gained by the auditors over time (Simon & Franc®88) while the counter-
argument is that auditor’s long term associatiothhe auditee poses a threat to
auditor independentethus leading to lower level of audit quality (Mau
Sharaf 1961; SOX 2002; IFAC 2005). The results obrpstudies are also
inconclusive since they provide support for bothuanents.

For example Myers, Myers and Omer (2003) providadesnce supporting long-
term audit tenures reporting that auditors are nhikedy to restrain management
from making extreme reporting decisions concern@iogruals when auditor’s
tenure is longer. In a similar vein, Piot et aD@Z) using French data did not find
any evidence that auditor tenure would lead to els® in earning quality.
Furthermore, Ghost and Moon (2005) found a pos#issociation between audit
tenure and investor perceptions of earnings quasitigg ERC as a proxy. On the
other hand several studies indicate that long-t@uohit tenures lead to decline in
audit quality. These studies have found that l@rgittenures: 1) decrease the
likelihood of the auditor to issuing a qualifieddatureport (Vanstraelen 2000),
decreases compliance with GAAS (Deis & Giroux 199&d, increase the
likelihood of receiving a substandard audit (Copfeypoucet 1993). Moreover,
the length of audit tenure has been found to havemgact on perceived audit
quality. Knapp (1991) found that audit committeenmbers perceived that audit
quality declines as auditor tenure lengthens. Lpagods of tenure have also
been found to have a negative effect on perceivelita independence (Beck et
al. 1988b; Teoh & Lim 1996).

Although prior research does not provide a cleatewstanding of the effect of
audit tenure on audit quality, US regulators adodmeview that auditor tenure
should be restricted with mandatory auditor rotatioThe SOX (2002)
requirements regarding auditor rotation were disedsin Section 3. Empirical
research has provided some support for the beméfitstation. Dopuch, King and
Schwartz (2001) found that mandatory rotation resruents decreased auditor’s
willingness to issue biased reports in favour oinagement. Additionally, the
research evidence indicates that the requirementauditors to be reappointed

2 This is because long-term audit tenures may rdeutbo close a relationship between the
auditor and the management, which results in tlit@uosing his or her independence (Mautz et
al. 1961).
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annually enhance perceptions of auditor indeperalgfBeattie et al. 1999;
Hussey & Lan 2001).

3.2.4  Audit fees

Prior studies have also usaddit feesas a measure of audit quality. The notion
behind these studies is that audit fees reflectrtagnitude of audit effort: higher
audit fees are expected to indicate more auditiogkwwhich is expected to
contribute to audit quality. However, the relatibipsbetween audit quality and
audit fees is a complex one because audit feegoeridy determined by both
demand and supply side drivers (Mitra et al. 2007).

From thesupply siddt can be stated that audit fees reflect the ecnn@osts of
the efficient auditor. More specifically, auditossek to balance their resources
between costs arising from additional audit workl dosses arising from legal
liability. Additional audit effort decreases theoprbility that the auditor will face
liability losses and thus the required audit cogeraaries considerably with the
characteristics of the company, more risky and dempglients requiring more
audit effort. In general, the auditor provides aamfity of audit work that
decreases to an acceptable level the probabibtythie auditor will suffer liability
losses (Simunic 1980; Simunic & Stein 1996).

Audit fees may also be affected dgmand sidarivers. The literature provides
several complementary explanations for the demandadidit. In summary the
following four explanations can be identified: mimming, information, insurance,
and organizational control (Wallace 1980; Dye 1998y et al. 2004 )Firstly, the
monitoring explanation for the demand of auditaséd on agency theory, which
states that audit services are demanded to redyer®ya problems arising from
conflict of interests between owners and managissen et al. 1976; Watts et
al. 1983; Chow 1982; Blackwell, Noland & Winters9B9 Carey, Simnett &
Tanewski 2000)Secondlythe informatiorexplanation emphasizes that investors
demand audited financial statements because thayider information that is
useful in their investment decisions (Wallace 198@&Angelo 1981la; Beatty
1989; Dye 1993; Willenborg 1999) hirdly, the insurance or “deep pocket”
explanation posits that the demand for audit arfiss auditors’ extended legal
liability, which enables the full or partial recayeof investor losses resulting
from financial statement misrepresentations bygannditors (Dye 1993; Hillison
& Pacini 2004; Menon et al. 1994; Baber, Kumar &§reese 1995; Willenborg
1999; Lennox 1999)Finally, the organizational control explanation maintains
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that owners regard audits as a compensatory caystém for the organizational
loss of control in hierarchical organizations (H#yal. 2004; Abdel-Khalik 1993).

Based on the discussion above it can be conclutddatdit fees are affected by
both supply side and demand side drivers. Fronstipply side audit fees reflect
auditor's assessment of required audit coveragedbas client riskiness and
complexity. On the other hand, from the demand siddit fees reflect the
demand for audit coverage. Regardless of the viewpseince audit fees are
expected to reflect audit coverage, they can destinwith audit quality. That is,
higher fees reflect a more through audit and so higher audit quality. Audit
fees have commanded considerable research intsrésteveral research streams
provide support for this argument.

Firstly, early audit pricing studies examined the assamiabietween audit fees
and non-audit services fees in order to find ewidenf “knowledge spillovers”
which are transfers of knowledge from non-audiawalit services and vice versa.
Knowledge spillovers are expected to increase tradity of both services and
therefore lead to higher fees. These arguments sugyported by several studies
reporting a significant positive association betwe@dit services and non-audit
services fees (Simunic 1984; Simon 1985; Palmr@864; Turpen 1990; Dauvis,
Ricchiute & Trompeter 1993; Butterworth & Hought@@95; Craswell, Francis
& Taylor 1995; Ezzamel, Gwilliam & Holland 1996;rih 1997; Firth 2002;
Antle, Gordon, Narayanamoorthy & Zhou 2006). Thesslies conclude that the
benefits of knowledge spillovers are generally iretd by the auditor as higher
fees. By contrast, some studies find no evidenee mdsitive association between
audit fees and non-audit services fees (Simon.et288; Abdel-Khalik 1990;
Barefield, Gaver & O’'Keefe 1993; O'Keefe et al. 299 Whisenant,
Sankaraguruswamy & Raghunandan 2003).

Secondly,audit pricing studies have provided evidence ssyog that auditees
are willing to pay a price premium for expected hhiguality service. For
example,Francis and Stokes (1986), Palmrose (1986b), ambiSet al. (1988)
detected a price premium for large audit firmsliikarising from a higher quality
of audit offered by these firms. In additigmior studies have identified a fee
premium for industry specialist audit firms. Craiwat al. (1995) found that
industry specialist (then) Big Eight auditors cletga 34 % premium over non-
specialist Big Eight auditors. DeFond, Francis &vong (2000) found evidence
indicating that the three top industry leaders earprice premium relative to
other large audit firms in Hong Kong. A more recstiidy by Ferguson and
Stokes (2002) also provided evidence that thewapindustry leaders are able to
earn price premiums over other large audit firmsAumstralia. Basioudis and
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Francis (2007) also found a price premium for eipgcific industry leaders
relative to other Big Four auditors in the UK. Samiy Ferguson, Francis and
Stokes (2003) as well as Francis, Reichelt and W@@§5) found a price
premium for audit firms that were joint nationaldagity-level industry leaders.

Thirdly, studies have linked higher audit fees with a gredemand for audit
quality. These studies suggest that the demanaudit quality increases audit
effort, which is further reflected in higher audées. For example, Gul et al.
(1998), Gul et al. (2001) and Nikkinen et al. (2D@dund a positive relation
between measures of agency problems and fees @aftk tincumbent auditor.
Similarly, studies on corporate governance haveudh@nted a positive
association between measures of board or audit dbeeneffectiveness and audit
fees (Abbott et al. 2003a; Lee et al. 2005; Good3tiewart et al. 2006; Mitra et
al. 2007).

Finally, studies have documented a positive relation betwadit fees and
financial reporting qualityFirstly, Frankel et al. (2002), Larcker et al. (2004) and
Srinidhi et al. (2007) linked higher audit feesiw#maller discretionary accruals.
Frankel et al. (2002) reported that audit fees reggatively related with small
earnings surprises and discretionary accruals.dttitian they found that non-
audit fees were positively associated with theseasuees of earnings
management. These results indicate that audit deadsnon-audit fees have an
opposite effect on audit quality: higher audit fese related to higher audit
quality whereas higher non-audit services feesagsociated with lower audit
quality. In a similar vein Srinidhi et al. (20079und that audit fees result in
higher earnings quality whereas non-audit feesltrésteconomic bonding and
thus decrease earnings quality. Somewhat contoailyct_arcker et al. (2004)
found a negative relation between both audit andanalit fees and discretionary
accruals after identifying clusters of firms witbrhogeneous regression structure.
The strongest relation was found for firms with Wwezorporate governance
structure. According to the authors these resuotigcate that reputation concerns
are an important determinant of auditor behaviowl ¢hey enhance auditors’
incentives to restrict unusual accounting practimgglients.SecondlyGeiger et
al. (2003) examined the association between aunditnr®n-audit fees and auditor
reporting decisions for financially distressed f&rmThey found a positive
association between audit fees and qualified amihions, which implies that
additional audit effort results in more accuratéifiopinions. In addition, it was
reported that non-audit fees did not have a siibt significant effect on audit
opinions.
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In contrast to the above studies, a substantialuamof audit research has
examined the effect of financial dependence on taudndependence. This
literature suggests that the auditor’s incentivegitlate independence increase as
the economic bond between the auditor and auditeeeases (DeAngelo
1981af>. Studies focusing on independence in fact havesiiyated whether
financial dependence generated by audit fees, ndit-services fees or total fees
enables earnings management (e.g. Frankel et @R; 28shbaugh, LaFond &
Mayhew 2003; Chung & Kallapur 2003; Reynolds, D&israncis 2004; Mitra
2007), increases the number of restated finantséments (e.g. Kinney et al.
2004), decreases auditors’ propensity to issue ifgaghlaudit reports (e.g.
DeFond, Raghunandan & Subramanyam 2002; Geigér 20@8 ), increases the
length of audit tenure (e.g. Barkess & Simnett )99 exposes an auditor to
litigation (Antle, Griffen, Teece and Williamson 9B). Overall, this body of
research indicates that auditor independence inisanot threatened by fees
generated by auditees thus providing indirect stdpothe possible positive link
between audit fees and audit quality.

A large body of research has also examined thetedfefinancial dependence on
perceived auditor independendsrstly, studies have investigated whether the
joint provision of audit and non-audit services se81a negative stock market
reaction (Frankel et al. 2002; Ashbaugh et al. 2088s an effect on the bond
rating process (Brandon, Crabtree & Maher 2004)asr an impact of shareholder
ratification of the auditor (Glezen & Millar 1985Raghunandan 2003;
Raghunandan & Rama 2003; Mishra, Raghunandan & R2008&). Secondly
research has used questionnaires to investigatada wariety of subjects’
perceptions of auditor independence using severabsores of financial
dependence (e.g. Knapp 1985; McKinley, Pany & Reck&85; Gul 1991; Gul
& Tsui 1992; Bartlett 1993; Teoh et al. 1996; Beatt al. 1999). Financial
dependence has been hypothesized to develop frdihfaes, non-audit services
fees or total fees, although some studies do rearlgl articulate whether audit
fees or total fees are under examinatiiongeneral, the results of these studies
indicate that financial dependence causes more lgmsb for perceived
independence than actual independence.

131n general, regulators have not been concernedtftit fees might be too high or that the audit
fee itself might result in financial dependencetivé auditor on the auditee (Kinney, William,
Palmrose & Scholz 2004). On the other hand, regrdah the US (SEC 2000; SEC 2003), Europe
(European Commission 2002) and globally (IFAC 20@aye voiced their concerns that the
provision of non-audit services to auditees caratereeconomic dependence and thus poses a
threat to auditor independence. In addition, regusarecognise that total fees paid by the auditee,
regardless of their origin, may compromise indegeice.
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To summarize, the results of the above studiesyirtit higher audit fees may
be associated with higher audit quality, eitheotigh more audit effort (more
hours) or through superior expertise of the auditagher billing rates). It can be
argued that a higher audit fee per se does notssaly ensure a higher quality
audit, particularly if accounting firms have prigippower over clients (Francis
2004). However, studies on audit outcomes also igeoevidence that higher
audit fees are related to better financial repgrtjnality (e.g. Frankel et al. 2002;
Geiger et al. 2003; Larcker et al. 2004; Srinidhale 2007).

3.3 Financial reporting quality

Corporate disclosure may assume a variety of forrosipanies may provide
disclosure through regulated financial reports atsb engage in voluntary
communication. Among these different forms of discires financial reporting is
an important means for management to communicateng other things, the
company’s performance to external stakeholdersaréial reporting quality is a
prerequisite for efficient capital markets becasseeral individuals and groups
base their resource allocation decisions on fir@niciformation (Healy et al.

2001).

The objective of regulators and standard settersoigpromulgate rules and
regulations that help ensure financial reportingliqys Financial reporting quality
has also commanded considerable research intel@stver, neither researchers
nor current US regulations provide a clear defamitof what constitutes financial
reporting quality (Pomeroy et al. 2008). For exanitiie SOX (2002) requires
audit committees and auditors to discuss the quahtthe financial reporting
methods of the company. However, SOX (2002) do¢sleiine what is meant by
financial reporting quality and therefore this regment remains vague (Cohen
et al. 2004Y". In addition, Watkins et al. (2004) provides a dstodefinition
stating that financial reporting quality refersitow well a company’s financial
information reflects the true economic circumstanc# the company. This
definition also highlights the unobservable natafeinancial reporting quality
(Pomeroy et al. 2008).

Prior research has used several proxies for fimaneporting quality (Pomeroy et
al. 2008). Many of the studies examining financedorting quality have focused
on situations where there are concerns regardmandial information quality.

These situations can be divided into two classasstatements outside GAAP

14 See e.g. Pomeroy et al. (2008) for a discussiothisrissue.
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and misstatements within GAAP (Jiambalvo 1996). dEmce related to
misstatements outside GAARIudes financial restatements (Raghunandan. et al
2003; Kinney et al. 2004), litigation (Antle et &l997; Bonner, Palmrose &
Young 1998), SEC enforcements (Dechow, Sloan & 8ewd996) and business
failures (Palmrose 1987; Francis & Krishnan 200&sstatements within GAAP
are related to the choices of accounting methodsaonings quality measures.
Common indicators of earnings quality are accralg. Frankel et al. 2002;
Ashbaugh et al. 2003; Chung et al. 2003), earninffgmativeness (Earnings
Response Coefficients) (Teoh et al. 1993; Balsaal.2003; Ghost et al. 2005;
Wang 2006), predictability of cash flows, measuoésncome smoothing and
measures of timely loss recognition (Jiambalvo )19#%@dit research has also
used audit report accuracy as an indicator of tradity of the financial reporting
process (DeFond et al. 2002; Geiger et al. 2003).

This study focuses on US listed companies andféiiky unlikely that they issue
financial reports that do not meet the minimum nexuents of GAAP. This

suggests that the present study focuses on thatieariof financial reporting

guality within the boundaries of GAAP. Consistenthvithe literature, the present
study focuses on earnings management as an indio&tbnancial reporting

quality.

3.3.1 Definition of earnings management

Earnings management can be defined as a purposefalention in the external
financial reporting process the purpose of whichoisobtain private gain for
shareholders or managers (Schipper 1989). Shaeisohdll gain from earnings
management if it is used to signal managers’ peivwafiormation (Healy & Palepu
1995; Subramanyam 1996), to avoid costly debt reraoting or to reduce
political costs (Watts et al. 1986). On the othandh earnings management may
be costly to shareholders because managers magausgngs management to
pursue their personal gains such as increased cwmajen (Healy 1985;
Holthausen, Larcker & Sloan 1995) or reduced ll@hid of dismissal when
performance is poor (Weisbach 1988; Peasnell, Royeung 2005). This aspect
of earnings management may result in financial nspavhich mislead
stakeholders about the underlying economic perfoomaf the firm (Healy &
Wahlen 1999).



42 Acta Wasaensia

3.3.2  Types of earnings management

Earnings management may be either income increasingcome decreasing.

The literature links income increasing earnings agament with situations when
earnings fall below certain thresholds. The literat has addressed three
thresholds: 1) avoiding reporting a loss, 2) repgra growth in profits, and 3)

meeting analysts’ forecasts. Burgstahler and D¢i897) and Degeorge, Patel
and Zeckhauser (1999)found using US data higher-than-expected frequerficy
firms which had slightly positive reported earningsd lower-than-expected

frequency of firms which had slightly negative rgpd earnings. These results
are consistent with managements’ attempts to bemtbenchmarks in question
(Peasnell et al. 2005).

Managers may also engage in income decreasinghigarmanagement. There are
several plausible explanations why managers mag Iraentives to engage in
income decreasing earnings management. Income ad@oge earnings
management can be driven by managers’ desires ifo alinormal positive
earnings forward in time in order to make the bematks easier to cross in the
future (Peasnell et al. 2005). This notion is supga by Degeorge et al. (1999),
who found that managers manipulate reported easnduynwards when pre-
managed earnings substantially exceed benchmarkingar Alternatively
managers may be reluctant to report large earnegswuse it might result in
increased earnings-based performance targets ifutilve (Peasnell et al. 2005).
Consistently, Healy (1985), Gaver, Gaver and Auli®95), and Holthausen et
al. (1995) found evidence of income-decreasing iegsn management when
managers’ accounting-based bonuses were at theinma using a sample of
US firms.

Management may employ two methods for earnings podation: management
can manipulate accounting numbers or change thetheyirm does business
(Peasnell et al. 2005). The former method is likedyinvolve discretionary

accruals because they are regarded as an area wiaeagement will use its
discretion to manipulate accounting numbers. Marsageay prefer accruals to
manipulate earnings because generally they do ek Hdirect cash flow

consequences and they are relatively difficult ébedt. The latter method offers
several options: management may, for example, bepsirted profit by cutting

back on advertising and research and developmamh@ 1998), sell assets
(Bartov 1993; Poitras, Wilkins & Kwan 2002), or dadick on staff development

15 Degeorge et al. (1999) also found that therehgearchy to the benchmarks reporting a profit
being the most important one followed by reportigipwth in earnings. Meeting analysts’
forecasts was of importance only if the other tiv@s$holds had been met.
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and essential equipment maintenance. These methodgyer, are costly to the
company because they are likely to have negatifeetsfon the firm’s future cash

flows as well as firm value. Therefore it is exmetthat managers would rather
manipulate accruals than make chances in invest@memtoperating activities

(Peasnell et al. 2005).

3.4 Application of the definitions and operational
measures

This section introduced definitions as well as emal measures for audit
committee effectiveness, audit quality and finah@orting quality. The aim of
this section was to provide a broad overview of dednitions and measures
suggested by prior literature. The objective of phesent study is not to apply all
the definitions and measures discussed but to atiopt that best represent the
variables of interest in the study’s environmerttug, the present study adapts the
definitions and measures as follows.

Firstly, audit committee effectiveness is generally linkedaudit committee’s
ability to fulfil its responsibilities. This studgdopts this view and focuses on
audit committees’ ability to enhance financial reépy quality and audit quality.
Prior empirical research has used several surregéte audit committee
effectiveness, the most essential being audit cdét@enisize, independence,
expertise and activity level. Following prior resga as well as current US
regulations, this study focuses on audit commigtiéectiveness generated by the
size of the audit committee, the expertise of aadinmittee members and the
activity level of the audit committedn addition it is recognized that audit
committee independence is a crucial component dit @ammittee effectiveness
(e.g. Beasley et al. 2000; Abbott et al. 2003a).weker, the regulations
concerning the sample companies require that dit @ammittee members need
to be independent of management (e.g. SOX 2002erefore, this variable is
constant for all sample companies and is not ireduich the scope of this study.
The sample companies are expected to comply wehethanges’ and SOX'’s
(2002) requirements concerning the maintenance, poseition and
responsibilities of the audit committee. Howevéis tstudy makes a distinction
between the form (meeting regulatory requiremeiatsyl the substance (the
effectiveness of audit committees) of the audit wottee. In other words, it is
suggested that regulations set the primary req@ngsnfor the maintenance and
responsibilities of an audit committee. Audit corttees which exceed these
primary requirements are expected to be more @fietd a certain level.
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Secondly,following prior audit quality research this studylopts the basic
premise that most audits conform to the applicaelgal and professional
requirements. In other words it is expected thalitauare generally legally
satisfactory. In addition, it is suggested thatitugtients may demand quality
differentiated audits and audit committee effeaie®gs explains, at least partly,
this demand. The primary measures for audit quakid in existing studies are
audit firm size, audit firm industry specializatjiaudit tenure and audit fees. This
study uses audit fees as a measure of audit qullity argued that audit firm
size, industry specialization and auditor tenurendbprovide sufficient measures
for audit quality in the current US audit markehid'is because the current US
audit market is heavily concentrated and the BigrFaudit firms dominate the
market for auditing services with a market share78f% of all US public
companies. In other words, the Big Four firms cibmtgt a tight oligopoly (GAO
2003). Due to the audit market situation, it is gegjed that audit firm
characteristics (i.e. size or industry expertisaymot be a sufficient measure of
audit quality. In addition, the SOX (2002) issuestrictions on auditor tenure.
The SOX (2002) requires a rotation of all audittpars after five years’ service.
Given that audit partner tenure is restricted te@ fyears its ability to have an
impact on audit quality is also limited. Howevdrjs reasonable to expect that
some companies may still demand a differentiallghbr audit quality. It is
argued that audit fees provide a sufficient measfraudit quality. This is
because audit fees are expected to reflect additeurdit effort, which leads to a
higher level of audit quality by increasing the lpmbility that auditors detect
potential problems in the company’'s financial reéjmgr (DeAngelo 1981a;
DeAngelo 1981b; Caramanis & Lennox 2068)Thus, higher audit fees are
expected to be related to better financial repgrtjmality (Carcello et al. 2002;
Frankel et al. 2002; Abbott et al. 2003a; Larckeale2004; Srinidhi et al. 2007).

Finally, following the literature this study suggests tki&cretionary accruals
indicate earnings management and can be used asasure for financial
reporting quality. This study focuses on the negataspect of earnings
management and takes the perspective that earmagagement is undesirable
because it can be costly to shareholders. ConsistdnPeasnell et al. (2005) this
study adopts a view that both income increasingiacoime decreasing earnings
manipulation may impose costs on shareholders #ret external parties of the
company. This is because earnings management rsait ne financial reports
which are misleading to shareholders and otherrexiteparties. Thus it is

16 Caramanis et al. (2008) provide direct evidenokitig audit effort with audit quality. More
specifically, they examine the effect of audit effomeasured by audit hours, on earnings
management. Their results show that high auditreffecreases the extent to which managers
report aggressively high earnings.
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suggested that audit committees and external asdstoould be concerned with
both income decreasing and income increasing meatipns. In addition, it is
suggested that managers prefer using discretiomacruals to manipulate
earnings because they do not necessarily havet dash flow consequences and
are difficult for outsiders to discover.
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4 DEVELOPMENT OF THE RESEARCH MODEL

The aim of this section is to develop the reseancdel which will be examined
empirically in this study. This section is orgamzas follows.Firstly, literature
examining relationships between audit committeeatifeness, audit quality and
financial reporting quality will be introduced. Bhiiterature is divided into three
lines as follows. The first line of research exagsithe relationship between audit
committee effectiveness and financial reporting liggaThe second line of
research examines the relationship between audinttiee effectiveness and
audit quality. Finally, the third line of researdhvestigates the relationship
between audit quality and financial reporting gyaliThese separate lines of
research form the basis for the model developea 3Jtudies that are most
significant for the development of the research ehodre summarized in
Appendix 2.Secondlythe various effect types which can be used tmeonthe
separate lines of research are introduced. Thetédifpes are derived from other
fields of social sciences and include moderated rardiated effectd-inally, a
model combining the separate lines of research Wwél introduced. The
construction of the model involves considering tbempatibility between
corporate governance and audit literature and thelenying theoretical
perspectives surrounding the alternative effecesyp

4.1 Audit committee effectiveness and financial
reporting quality

As discussed in previous sections, the main purpbsee audit committee is to
contribute to corporate control. More specificabiydit committees are expected
to improve a company’s financial reporting qualifyhe effectiveness of audit
committees in monitoring control has also commandedsiderable research
interest. Prior studies have primarily used anigatfapproach to assess the links
between measures of audit committee effectivenesb fanancial reporting
quality (Kalbers et al. 1998). These studies aseudised in more detail in the
subsequent sections.

Early studies examined the association betweerepcesof an audit committee
and fraudulent financial reporting. Some of theadyestudies indicate that audit
committees do not entirely prevent fraudulent répgrby auditees (Verschoor
1989; Verschoor 1990; Beasley 1996). For exampégsky (1996) found that
the presence of an audit committee does not hawdfaat on the likelihood of
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financial statement fraud. However, the role of inawdmmittees has changed
considerably since this study and more recent esudie generally consistent in
their findings that audit committees appear to fiecéve in preventing fraud.
Accordingly Dechow et al. (1996) found that firmggect to enforcement actions
by the SEC were less likely to have an audit cotemitSimilarly McMullen et
al. (1996) found that the presence of an audit ciiteenis associated with fewer
SEC enforcement actions and illegal acts. In aglilitAbbott et al. (2000) found
that companies with independent and active auditneittees were less likely to
be sanctioned by the SEC for fraudulent or mislegqdinancial reporting.
Beasley et al. (2000) investigated fraudulent camgsa and their no-fraud
benchmarks in three industries: technology, headtte and financial services.
They found that in general fraudulent companiesehaweaker governance
mechanisms relative to their no-fraud benchmarkareMspecifically, fraud
companies in technology and financial services stries had fewer audit
committees. In addition, fraudulent companies i ialdustries had less
independent audit committees and boards. Audit citieeneffectiveness has also
been examined in relation to financial restatemelfts example Abbott et al.
(2004) found that audit committee independence auiwity level decrease the
occurrence of restatements. In addition, audit cdteenexpertise was found to
have a negative association with restatements. @ssistent with the notion that
effective corporate governance is associated vattebfinancial reporting quality
Karamanou and Vafeas (2005) found that companids wore effective boards
and audit committees were more likely to make atat@ an earnings forecast.

Several studies have investigated the relation dwmtw audit committee
effectiveness and earnings management. Bédard. €2G04) found that audit
committee effectiveness measured by expertiseparience and responsibilities
of the audit committee restrict aggressive earnmgsagement. Similarly Klein
(2002a), and Bradbury et al. (2006), reported aatreg relation between audit
committee independence and company’'s income inaggasliscretionary
accruals. Xie et al. (2003) found that audit conbmeitactivity level and its
members’ financial sophistication constrain thepeisity of managers to engage
in earnings management. In addition, some studie® lexamined whether the
presence or absence of an audit committee hasfact eh financial reporting
guality. Results of Peasnell et al. (2005) showed the presence or absence of
an audit committee does not have an effect on mgsninanagement among UK
firms. However, Jaggi and Leung (2007) using Hormand( firms as a sample
found that voluntarily established audit committg@ay a significant role in
constraining earnings management. Piot et al. (R@®7a French setting also
found that audit committees control for income @aging earnings management.
Wild (1996) investigated whether audit committeasenan effect on perceived
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earnings quality. He found that market’'s reactioneairnings reports increased
after the formation of an audit committee indicgtithat audit committees
improve perceptions of financial reporting quality.

The above findings lead to the first hypothesis:

Hi:  Audit committee effectiveness improves finanaiaporting
quality.

4.2 Audit committee effectiveness and audit quality

In general the literature posits that a companysparate governance and
external auditing are complements, whereas a coyiganternal control and
external auditing are considered substitutes (Hangckel & Ling 2008). The
relationship between audit committee effectivenasd audit quality is also
considered to be a complex one. Consistent withrtbiee general discussion, the
literature provides two possible rationales whichaymexplain how audit
committee effectiveness and external audit quality related: audit committees
and external auditors can be considered as esthiestitutesor complementsgor
each othé.

According to thesubstituterationale audit committee effectiveness should be
negatively associated with audit quality and vicasa. This is because the
oversight provided by either audit committees ademal auditors is expected to
be sufficient to ensure financial reporting qualityits own right. According to
this rationale both the demand for and supply cfuesnce provided by the
auditor, for example, should be reduced when a empas an effective audit
committee. Although the substitution rationalengially appealing, it does not
take into consideration the incentives of audit nottee members. It can be
argued that audit committee members may wish tesnin external auditing in
order to protect their reputational capital (Abbett al. 2000; Knechel &
Willekens 2006) or mitigate the risk of financigbility arising from financial

' Previously the roles of audit committees and ewterauditors were viewed somewhat
differently. Prior to the requirements for mandgtaudit committee formation it was common
that external auditors aided their clients in fargriaudit committees. This was because audit
committees were viewed as a means to enhance tbeppens of auditor independence (Menon
et al. 1994). Accordingly early studies such ash&iseher and Shields (1985) and Menon et al.
(1994) found that audit firm type affects the fotima of audit committee. More specifically they
reported that companies employing a big audit fivexe more likely to voluntarily form an audit
committee. In addition Collier et al. (1999) foutttht companies with Big Six audit firm had
more active audit committees than companies withBig Six audit firm.
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statements (Abbott et al. 2000). Thus, tt@mplementrationale suggests a
positive association between audit committee gffeness and audit quality. This
is because effective audit committees are expectezbnsist of directors with
higher incentives to demand the assurance prowigeekternal auditors (Hay et
al. 2008).

The research so far is inconclusive as to whictomate is more appropriate in
describing the relationship between audit commitééfectiveness and audit
guality. Both rationales have been supported bgrpesearch: studies focusing
on the auditor's decision-making have provided supdor the substitute
rationale, while studies regarding auditor choiod eemuneration have provided
support for thecomplementationale. These studies will be discussed in more
detail next.

Research supporting tlseibstituterationale includes studies by Cohen and Hanno
(2000), Bédard and Johnstone (2004), Lee et ab4R@&nd Stewart et al. (2007).
Cohen et al. (2000) examined whether audit planjudgments are affected by
the strength of company’s corporate governancetsire. They found that audit
planning judgments were less favourable for comgmmvith audit committees
lacking resources and technical experiefhcea similar vein, Bédard et al. (2004)
reported that increased earnings manipulation isskssociated with increased
planned audit hours and billing rates. In additiam, experimental study by
Stewart et al. (2007) showed that auditors as$estevel of audit risk lower for
companies with audit committees, more frequent cdteenmeetings and higher
auditor’s attendance at meetings. However, the @inpkthese variables on audit
testing and audit efficiency was perceived by audito be minimal. Lee et al.
(2004) provided further collaborative evidence kgraining auditor resignations.
They found that auditors are less likely to resighen the company has an
effective independent audit committee, which inthsathat audit committee
effectiveness affects auditors’ assessment of ais#iand willingness to continue
the audit assignment.

Research related tthe complementationale provides evidence indicating that
audit committees have a critical role to play ima&mcing audit quality at several
stages in external auditing (Lee et al. 2004). Reteexamining the relationship
between audit committee effectiveness and audilitgyuzan be divided into the
following lines of research (Abbott et al 2003a): duditor selection, 2) audit
coverage and audit fees, and 3) audit process paddit opinion. In addition,
studies have examined the association between eowthimittees and perceived
audit quality.
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The first line of research provides consistent ent® supporting the notion that
effective audit committees demand higher level adiaquality. Abbott et al.
(2000) focused on an association between audit ctieeeffectiveness and audit
firm size and found evidence that companies wittependent audit committees
that meet frequently were more likely to selectreeif) Big Six audit firm when
switching auditors. Audit committee effectivenesslso found to have an effect
on the selection of an industry specialist audiédobott et al. (2001) reported that
audit committees which are independent and actreenaore likely to use an
industry specialist audit firm. In a similar vei@hen et al. (2005) found that the
proportion of independent audit committee membcseases the likelihood of
employing a specialist audit firm.

The second line of research examines whether aaditmittee effectiveness
affects the demand for greater quantity of auddrefrom the incumbent auditor
in order to improve audit quality. These studiepdifiesize that the amount of
the audit fees reflects audit quantity and furthedit quality. Thus, a positive
association between audit committee effectivenemsb audit fees is expected.
This positive association can also be expectedusecthe audit committee has
the important duty to ensure that audit hours arereduced to a level that
compromises the quality of an audit (Stewart eR@0D7). Research results have
generally been consistent with these views. Anyeatudy by Collier and
Gregory (1996) found that UK companies with auditnenittees have higher
audit fees. However, a later study by Goddard ardtbts (2000) did not find
this relation. Abbott et al. (2003a) examined tssa@iation between audit fees
and audit committee independence, expertise antingdeequency. Abbott et al.
(2003a) found a positive association between atmhitmittee independence as
well as expertise and audit fees. Number of mestwas not significantly related
to audit fees. Similarly, Lee et al. (2005) foundignificant association between
measures of audit committee effectiveness (indegese] activity and expertise)
and audit fees. Goodwin-Stewart et al. (2006) &smd that the existence of an
audit committee, more frequent committee meetimgkiacreased use of internal
audit were related to higher audit fees. In addiitovas found that the expertise
of audit committee members was associated withdnighdit fees when meeting
frequency and independence was low. Knechel €28D6) reported that audit
fees are higher when a company has an audit coeaniilitra et al. (2007)
demonstrated that more independent audit commitpegs higher fees for
auditors. However, other measures of audit comeig#ectiveness including
audit committee meeting frequency and audit conemiéxpertise did not have an
effect on audit fees. In addition Vafeas et al.020found that audit committee
size, independence level and expertise were pebitassociated with audit fees.
Finally Hay et al. (2008) examined the effect ofemal auditing, corporate
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governance and concentration of ownership on aedis in a New Zealand
setting. They reported that all variables examineduding the existence of an
audit committee, were positively related to audied in a less regulated
environment. However, it was found that these i@taghips did not hold in a
highly regulated environment in which companiesehaslatively homogeneous
control arrangements.

A related vein of research focuses on the relatipnbetween audit committee
effectiveness and non-audit services fees and geeviurther evidence that audit
committee effectiveness is related to audit qualithe notion behind these
studies is that effective audit committees resttled purchase of non-audit
services from their incumbent auditor in order tswe auditor independence.
Abbott, Parker, Peters and Raghunandan (2003b)ostaob this notion and

showed that non-audit services fees were lowerompanies with independent
and active audit committees. Lee et al. (2005) algggested that effective audit
committees seek to enhance auditor independenceediycing the non-audit

services provided by the incumbent auditor.

The third research stream focuses on the audit d¢tteas role in auditor-
management disputes. The underlying notion beliiede studies is that an audit
committee member’s characteristics affect his arvadingness to support the
auditor in conflict situations with management. Tiesults of these studies are
somewhat inconclusive. Some studies suggest thit @ammittee members who
are current managers of companies (Knapp 1987)xegssfinancial expertise
(DeZoort et al. 2001) or are CPAs (Certified Publccountant) (DeZoort,
Hermanson & Houston 2003a) are more likely to suppmditors in audit-
management disagreements. However, DeZoort et2@D1j found that audit
committee members’ concurrent experience as a boardber and as a member
of senior management was associated with gregpgosufor management, while
DeZoort et al. (2003a) did not. DeZoort, Hermanaod Houston (2003b) found
that audit committee members who were CPAs wers lé=ly to support
adjustments proposed by the auditor.

The fourth research stream focuses on audit comsittability to mitigate the
threat of management replacing the auditor. luggested that by mitigating the
threat of management replacing the auditor thetaz@inmittee can affect the
level of audit coverage and promote more truthéplorting by auditors. Carcello
et al. (2000) as well as Carcello and Neal (20@t@mined the relation between
audit committee effectiveness and auditor's denidio issue a going-concern
report. They found that audit firms are more likdly issue going-concern
opinions to financially distressed firms with inégplent audit committees. In
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addition, Carcello et al. (2003) found that auditaho issue initial going-concern
modifications are less likely to be terminated wiaewlit committee members are
independent, possess governance expertise and lawve stockholding.
Archambeault et al. (2001) examined suspicious taudiwitches. They found
that companies that made suspicious auditor svatttasl 1) less independent
audit committees, 2) less experienced audit commithtembers, 3) smaller audit
committees, and 4) less active audit committees thatiched counterparts.

In addition to the above studies, a related resestt@am links audit committee
effectiveness with perceived audit quality and petelence. For example
Raghunandan et al. (2003) investigated the assmtibetween audit committee
effectiveness and shareholder ratification of ardithe results indicated that in
companies with high non-audit fee ratios, sharedrsldvere less likely to vote
against auditor ratification if the audit committdead solely independent
directors. Raghunandan et al. (2003) concludedadit committee composition
is associated with shareholders’ perceptions oftaguhlity and independence.
Teoh et al. (1996) investigated the perceptiongViafaysian accountants and
found that the formation of the audit committee laastrong positive impact on
enhancing perceived auditor independence. Beatti@. g1999) also reported
similar results on UK data. Goodwin and Seow (200@)estigated the

effectiveness of audit committees in enhancingain@ity of financial reporting

and auditing perceived by auditors and directorsSimgapore. A strong audit
committee was found to have a significant impact perceived audit

effectiveness and the quality of financial repagtin

The above discussion leads to the second hypothesis

H,: Audit committee effectiveness increases the dehfanaudit
quality.

4.3 Audit quality and financial reporting quality

The role of the external audit is to ensure finahporting quality (Cohen et al.
2004). Several empirical studies have examined lvenetxternal audit fulfils this
role and contributes to financial reporting qualithese studies have used several
measures for both audit quality and financial répgr quality. Based on
measures of financial reporting quality these &sidtan be divided into two
groups: 1) studies focusing on actual financialorgépg quality and 2) studies
focusing on perceived financial reporting quali@verall, this line of research
provides evidence that external audit quality dbotes to both actual and
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perceived financial reporting quality. These stadigll be discussed next in more
detail.

There is an extensive body of research focusinthemelationship between audit
guality and actual financial reporting quality. Maof these studies examine the
association between audit quality and earningsityudlhese studies suggest that
audits of higher quality are more effective in resihg management discretion
over accounting issues than audits of lower quabtyd thus result in better
earnings quality. These studies consider accruas irestruments which
management prefers to use in order to manage garniresearch has provided
extensive evidence that audit quality measured umt dirm size (Becker et al
1998; Francis et al. 1999), audit firm industry @pkzation (Balsam et al. 2003;
Krishnan 2005), auditor tenure (Myers et al. 20@@it et al. 2007) or audit fees
(Frankel et al. 2002; Larcker et al. 2004; Srinidhial. 2007) increases earnings
guality (i.e. decreases discretionary accrualsaddition to accruals, audit quality
has been linked to several other measures of fialreporting quality, such as
restated financial statements (e.g. Kinney et@042, audit reports (e.g. Geiger et
al. 2003), and litigation (Antle et al. 1997). Thestudies mainly examine the
relationship between auditor remuneration and fir@mreporting quality on the
basic premise that financial dependence threatedisoa independence and thus
decreases financial reporting quality. Overalls time of research fails to support
this premise and thus provides indirect supportiiernotion that audit fees can
be considered an indicator of auditor’s effort émduct a high quality audit

Many studies have also examined how audit quafiigces perceived financial
reporting quality. These studies are also quitesisbent in their findings,
reporting a positive link between audit quality gretceived financial reporting
quality. Studies focusing on ERC have found thatitafirm size (Teoh et al.
1993), industry specialization (Balsam et al. 2083) tenure (Ghost et al. 2005)
have an effect on perceived earnings quality. heotvords, these studies have
documented a positive association between audilitguend ERCs. Similarly
studies focusing on IPOs (Initial Public Offeriniggave found that higher audit
quality indicated by audit firm size result in mofavorable firm valuations
(Beatty 1989). In addition, a study by Krishnan (2P focused on earnings
surprises and reported collaborating evidence sigpwnore positive market
reactions to earnings surprises for companies iwithstry specialized auditors.

The above discussion leads to the third hypothesis:

Hs: Audit quality improves financial reporting qualit
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4.4 Effect types

As evidenced by the foregoing discussion the @hatiips between audit
committee effectiveness, audit quality and finahaieporting quality have

aroused considerable research interest. The olgeofi the present study is to
place the separate relationships emerging from litezature in a more

comprehensive model. Since corporate governance aamit research have
traditionally focused on direct effects betweenialales the model is bound to
include more complex effect types. Thus the objectf the study involves

selection of an effect type which adequately dessrithe relationships between
the variables of interest and is in accordance \lid theory and results of
empirical research.

The alternative effect types are ultimately derifensin other fields of social
sciences, in which researchers have found it napgeds invoke conceptual
models that include various effect types to descfdy example human behavior
or decision makin§. The main effect types addressed in these stualies
mediated effects and moderated effects. Thesetdffpes are also addressed by
management accounting research, which has exanfmedxample, the effects
of moderator and mediator variables on the relatiggs between company’s
contingency characteristic and company performgsee e.g. Gerdin & Greve
2004; Jokipii 2006).

Before the selection of an appropriate effect tyjpés important to make a
distinction between these effect types, becausg liaee different theoretical
starting points and they answer different resegratstions. In general, a variable
can serve either function depending on the thezadethodel under investigation.
However, a variable cannot serve both functionshan same analysis. In other
words, if a variable is tested as both a moderator a mediator in competing
models and both models yield significant resulis #ihould be considered to be a
contradictory result (see e.g. Baron et al. 198@intheck 1997; Muller, Judd &
Yzerbyt 2005; Jokipii 2006). The aim of the followi sections is to define the
concepts of moderator and mediator and provide kasis for the choice
regarding the effect type in the model developed.

18 See e.g. MacKinnon, Lockwood, Hoffman, West ande® (2002) and MacKinnon, Fairchild
and Fritz (2007) for a discussion regarding thesearch questions.



Acta Wasaensia 55

441 Moderation effect

Moderated effect focuses on factors having an eftec the strength and/or
direction of the relationship between the indepandariable and the dependent
variable. A moderation variable is often introducedorder to examine the
conditions under which the strength of the effdcam independent variable on a
dependent variable varies. Alternatively, a modenatariable can be introduced
in order to examine the condition under which theedion of effect varies
(Muller et al. 2005). Baron et al. (1986) definemaderator variable more
specifically as follows:

“a qualitative (e.g., sex, race, class) or quantiat..variable that
affects the direction and/or strength of a relatibbetween an
independent or predictor variable and a dependentciaterion

variable...a basic moderator effect can be represkrds an
interaction between a focal independent variabld anfactor (the
moderator) that specifies the appropriate condisiorior its

operation...Moderator variables are typically intraohd when
there is an unexpectedly weak or inconsistent imlabetween a
predictor and a criterion variabl¢p. 1174, 1178).”

The moderation effect is presented diagrammaticallyigure 7. In the figure X
refers to an independent variable, Mo refers tooderation variable and Y refers
to a dependent variable. In the figure moderataralddle Mo moderates the
relationship between the independent variable X #weddependent variable Y
(Baron et al. 1986; Holmbeck 1997). As is evideranf the figure, the
independent variable X and the moderator variabtedvke independent of each
other. That is, the independent variable should imate an effect on the
moderator variable in the moderation model (Mudieal. 2005).
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Mo

Notes:

The variables are defined as follows:
Y= Dependent variable

X= Independent variable

Mo= Moderating variable

Figure 7. Moderation effect (Baron et al. 1986; HolmbeclR®71p

4472 Mediation effect

The mediation effect consists of a chain of relaiovhere an independent
variable affects a mediator variable which thereef the dependent variable.
The mediation effect is built on the assumptiont th@re is a significant

association between the independent variable amdi¢pendent variable before
testing for a mediated effect. The mediator vagaisl introduced in order to

examine whether the effect of an independent vieriah a dependent variable
goes through a mediating variable. In other wordsealiator variable specifies
how (or the mechanism by which) a given effect oscBaron et al. (1986)

describe the mediator variable as follows:

“the generative mechanism through which the focalependent
variable is able to influence the dependent vaegabbf
interest...(and) Mediation ...is best done in the cafs@ strong
relation between the predictor and the criteriorriable (p. 1173,
1178).

The mediation effect is depicted diagrammaticatiyFigure 8. In the figure X

refers to the independent variable, Me refers ¢éontlediator variable and Y refers
to the dependent variable. In the figure the mediaariable Me mediates the
relationship between the independent variable X thieddependent variable Y
(Baron et al. 1986; Holmbeck 1997).
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Me

Notes:

The variables are defined as follows:
Y= Dependent variable

X= Independent variable

Me= Mediating variable

Figure 8. Mediation effect (Baron et al. 1986; Holmbeck 7R9

The mediated effect may be either full or parthafull mediationoccurs when the
mediator eliminates the effect of the independemtiable on the dependent
variable, whereas partial mediationoccurs when the mediator significantly
decreases the effect of independent variable oeralgmt variable. It should be
noted that a partial mediation may indicate theraf@n of multiple mediating
factors (Baron et al. 1986; Holmbeck 1997).

It should be noted that a distinction can be maesvéen indirect effect and
mediated effect, although these concepts are frelyuesed as synonyms in the
literature. Figure 9 depicts an indirect effect. time figure X denotes the
independent variable, | the intervening variablel &hthe dependent variable.
The difference between indirect and mediated effegises from the initial
relationship between the independent variable dmel dependent variable.
Following Holmbeck (1997) it is asserted that thedmated effect is possible only
if the independent variable has an initial effenttbe dependent variable. The
mediator variable is expected to account for thiatimmship between the
independent and the dependent variable. Howeveandaect effect may occur if
significant relationships are found between theepehdent variable and
intervening variable as well as the interveningatale and dependent variable. In
the case of indirect effects it cannot be clainfet the independent variable and
the dependent variable are significantly relatedd ahus interpretations
concerning such effects should be conservativeifgr 2005; Holmbeck 1997).
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Notes:

The variables are defined as follows:
Y= Dependent variable

X= Independent variable

I= Intervening variable

Figure 9. Indirect effect (Streiner 2005).

4.5 Selection of effect type

The literature suggests that the relationships éetwcorporate governance actors
are complex (e.g. Cohen et al. 2004). Thus, a aobat amount of research has
focused on examining relationships between auditnoiitee effectiveness, audit
quality and financial reporting quality. Collectlyehe existing research provides
evidence for relationships between: 1) audit conemieffectiveness and financial
reporting quality, 2) audit committee effectivenassl audit quality, and 3) audit
quality and financial reporting quality. The evidernshows that audit committee
effectiveness is associated with better finanaglorting quality as well as with
greater demand for external audit quality. The Itesalso indicate that audit
guality enhances financial reporting quality. Neous research, however, has
attempted to place these relationships in a mamgoehensive model.

Thus, the objective of this research is to incaapothe above relationships and
develop a model which provides a more comprehensiderstanding of the
relationships. This objective involves selection ah effect type which
sufficiently describes the underlying dynamics loé trelationships. This study
considers two alternative effect types, namely thederation effect and the
mediation effect. These effect types are derivaanfrother fields of social
sciences, where they are frequently examined (sge Baron et al. 1986;
Holmbeck 1997; Holmbeck 2002; Muller et al. 200Bhe main focus of the
model developed is on the role audit quality playshe relationship between
audit committee effectiveness and financial repgrgjuality.
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Firstly, audit quality could be modelled as a moderatoicvialters the strength
of the relationship between audit committee effextess and financial reporting
quality. This effect type can be based either acttmplemenbr thesubstitute
rationale. Based on a complement rationale it aasuggested that audit quality
strengthens the relationship between audit comengtéectiveness and financial
reporting quality. This notion maintains that ertdrauditors contribute to the
monitoring of financial reporting quality providday audit committees. On the
other hand from the substitute perspective thecetfeuld be the opposite. This is
because an effective audit committee would decrdaseneed for high quality
audit service and vice versa. However, in the mattr model the independent
variable and the moderator cannot be related. itéwature provides evidence of
a positive effect between audit committee effectess and audit quality.
Therefore, it is suggested that the moderatiorceften a theoretical basis, cannot
be employed to describe the role of audit qualitytlee relationship between audit
committee effectiveness and financial reportingligguéMuller et al. 2005).

Secondly audit quality may function as a mediator in tlkeéationship between
audit committee effectiveness and financial repgrgjuality. This effect type is
in accordance with theomplementationale: audit committee effectiveness can
be expected to improve audit quality which furtiraproves financial reporting
quality. The mediation effect maintains that thexee significant relations
between 1) independent variable and dependentl@yia) independent variable
and mediator variable, and 3) mediator and depdndenable. If audit
committee effectiveness is modelled as an indepgndgiable, audit quality as a
mediator variable and financial reporting quality @ dependent variable, the
empirical studies provide evidence for all the ieep relationships. In other
words, combining the relationships reported in é&éesting research forms a
sequence from audit committee effectiveness totaguaality and further to
financial reporting quality. Thus, empirical resgaand the theory concerning the
mediation effect are analogous. Therefore it isgssted that audit quality
functions as a mediator in the relationship betwaadit committee effectiveness
and financial reporting quality

Based on the above propositions a fourth hypothegisoposed:

Hs: Audit quality mediates the relationship betweendia
committee effectiveness and financial reportinglityua
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5 METHODOLOGY AND SAMPLE

This research focuses on the interplay betweent aashmittees and external
auditors in ensuring financial reporting qualityllBwing the literature this study
examines the relationships between 1) audit coramgffectiveness and financial
reporting quality, 2) audit committee effectivenessd audit quality, 3) audit
quality and financial reporting quality. In addiiioas a novel approach, these
relationships are combined into a more comprehensiodel which suggests that
audit quality mediates the relationship betweentaimmmittee effectiveness and
financial reporting quality. The rationalizationrfoehe model developed was
presented in the previous section.

This section will introduce the methodology for exaing the research model
proposed. The section is organized as folldwtstly, the analytic techniques for
testing the mediation effect are explain&kcondly operational measures for
audit committee effectiveness, audit quality amaricial reporting quality as well
as control variables are introduced. This part alsolves a restatement of the
study’s hypotheses in terms of operational meastifeslly, adaption of analytic
techniques is explainedFinally, sample selection criteria and descriptive
statistics are presented.

5.1 Statistical mediation

Prior audit research has mainly tested direct effeetween measures of audit
committee effectiveness, audit quality and finahaigporting quality using
multiple regression analysis. Hence, no prior nedeahas addressed the
possibility of more sophisticated effect types badw the variables. To bridge this
apparent gap in the literature the present studgsitigates an alternative effect
type, the mediation effect. More specifically, $ suggested that audit quality
functions as a mediator in the relationship betwaadit committee effectiveness
and financial reporting quality. The statistical thwdls used to test mediation
effect are derived from other fields of social scies, where this type of effect is
frequently tested (see e.g. MacKinnon, Lockwoodffidan, West & Sheets
2002).

Several methods for testing mediation can be deérifrem the literature.
According to MacKinnon, Fairchild and Fritz (2007 the three major statistical

9 See e.g. MacKinnon et al. (2007) and Mackinnoal.2002) for a review of these methods.
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approaches for testing mediation hypothesis ar¢hd)Causal Steps Method, 2)
the Difference in Coefficients Method and 3) thedrict of Coefficients Method.
The first method, the Causal Steps Method, origsm&tom the seminal work by
Baron et al. (1986). This method involves testiages of relationships (or paths)
in the proposed mediation model. The second approdee Difference in
Coefficients Method, focuses on the difference leetwthe regression coefficient
before and after adjustment for the mediating \deianto a regression model
regarding a relationship between the independeriabMa and the dependent
variable. The third approach, the Product of Cosdfits Method, attempts to test
the significance of the mediated efféetacKinnon et al. 2002).

The above methods are somewhat overlapping andsitbeen suggested that
combining the Causal Steps Method and the Producoefficients Method
provides a more thorough analysis of the mediatitect than any single method
(see Holmbeck 1997). Thus, following Holmbeck (198dth the Causal Steps
Method and a significance test for the mediateectffi.e. the Sobel Test)
determined by the Product of Coefficients methadeanployed in this study. The
next sections will discuss these methods in motailde

5.1.1 Causal Steps Method

As discussed in Section 4.4.2 the mediation hymiheuggests a series of
relations where the independent variable affect:emliating variable, which

affects the dependent variable (MacKinnon et al72@vith an initial assumption

that the independent variable affects the dependariable (Holmbeck 1997).

This study employs the Causal Steps Method for @xamthe presence of the
mediated effect. This method was introduced by Babal. (1986) and is the
most commonly used method for testing mediationef@mple, in psychological

literature (MacKinnon et al. 2002; MacKinnon et 2a007). The Causal Steps
Method involves the estimation of three regressmmlels which are presented in
Table 1 (e.g. Baron et al. 1986; Muller et al. 2005
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Table 1. Regression models required by the Causal Stepisdd€Baron et al.

1986).
Condition Equation no
Condition 1:
Y=f1otf11X+e1 (€5)
Condition 2:
Me=f,qt fo1X+&2 (2
Conditions 3 and 4:
Y=Baot X+ fzMe+ez (3

The variables are defined as follows:
Y= Dependent variable

X= Independent variable

Me= Mediating variable

The above regression models can also be placdteimediation model diagram

as presented in Figure 10. The first regressionahigdelated to the direct effect

between independent variable and dependent varidlble second regression
model tests the relation between the independeambla and the mediator. The

third regression model tests the effect of the pethelent variable on dependent
variable after the mediator has been included enrédgression model. In specific
terms the Causal Steps Method requires that fonditons must be met for a

variable to be considered a mediator. These camditare the following (Baron et

al. 1986):

1. In Equation 1, the independent varialdemust have an effect on the
dependent variablé (11 is significant).

2. In Equation 2, the independent varialdemust have an effect on the
mediatorMe (821 is significant).

3. In Equation 3, the mediatdvle must have an effect on the dependent
variableY controlling for the independent varial{gs; is significant).

4. In Equation 3, the effect of the independent vdeiabon the dependent
variableY (#31) should be smaller, in absolute value, than thHecefin
Equation 1 £17).
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P

Y=p10tp11X+e1

Me
P21 f32

pa1

Me=f20t f21X+e2

Y =Bz0t fz1X+ fzMe+es

Notes:

The variables are defined as follows:
Y= Dependent variable

X= Independent variable

Me= Mediating variable

Figure 10. Mediation model diagrammatically and regressiardets to test the
mediated effect (MacKinnon et al. 2002).

The literature has debated whether the first caomdis necessary for a mediated
effect to occur (Muller et al. 2005). The presetotdg adopts the view that the
first condition must be met in order to test thedragon effect. This view is
consistent, for example, with Shrout and Bolger 00 who state that:
“experimentalists who wish to elaborate the mecmamEan experimental effect
need to first establish that the effect eXigfs 430). In addition, the literature
provides several alternatives as to how the foedhdition is established. In
general, the results are interpreted as indicdtiignediation (i.e. the effect of
the independent variable is completely transmittedough the mediating
variable) if the independent variable coefficigat does not differ significantly
from zero when the mediating variable is includedhe regression model. The
literature also recognizes the possibility of @rtnediation where the effect of
the independent variable is transmitted through riediating variable only
partially (Baron et al. 1986). Thus, a result iradieg that | fai|<| pulis
consistent with the existence of partial mediatiéollowing, for example, Baron
et al. (1986) this study adopts the view that bothand partial mediation effects
are acceptable.
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5.1.2 Sobel Test

Holmbeck (2002) argues that a single implementadicthe Causal Steps Method
may lead to false-negative or false-positive cosiols regarding the occurrence
of the mediation effect. False-negative conclusicefer to the rejection of the

mediation hypothesis when it should be acceptedfalsé-positive conclusions

refer to acceptance of the mediation hypothesisnwiheshould be rejected.

According to Holmbeck (2002) false conclusions tanreduced by testing the
significance of the mediated effect.

The literature proposes several tests for the sogimce of the mediated effect.
Related to these tests the mediated effect caneterndined by the following
equality relationship which exists among the partanseof the regression models
1-3 (see e.g. MacKinnon, Warsi & Dwyer 1995; Mukgral. 2005):

P11~ Baz=p21* B3z

Thus, tests for the significance of the mediatddatfinvolve testing whether the
parameter difference on the left side of the abegeality departs from zero or
whether the product on the right side does so.olitlg Holmbeck (2002) this

study employs the Sobel Test to examine the sgamfie of the mediated effect
and thus, the focus is on the latter.

More specifically the Sobel Test involves calculgtithe coefficient for the
mediated effect (i.e. indirect effet?) This is achieved by multiplying coefficients
S21832. The coefficient of the mediated effect is furtligvided by its standard
error sepyz32. This test value is compared to the standard nodiséribution.
Thus, in terms of equations the Sobel Test canrbsepted as follows (Sobel
1982; Baron et al. 1986):

“put :% (4)
S8, = \/(ﬁzlz 13;6,3322)+ (ﬁ322 E‘Seﬁzf) (5)

20 Refer to regression models 2 and 3 for the natatio
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The variables are defined as follows:

Bs= Unstandardized regression coefficient for theoeission betweenthe
mediator and the dependent variable.

B21= Unstandardized regression coefficient for theoeission between the
independent variable and the mediator.

sgs2 = Standard error of the mediafip.
sg21= Standard error of the independent varighle

As a summary, the mediated effect is tested aevisllFirstly, the Causal Steps
Method is employed to test the necessary relationthe mediated effect. If the
variables in a tested mediation model fulfill atluf conditions of the Causal
Steps Method the results are considered to suppermediation effect. In this
study both full and partial mediation effects aomsidered to be an acceptable
result. Secondlyif the Causal Steps Method supports the mediatiodel Sobel
Test is applied to test the significance of the ieted effect. If Sobel Test
statistics are greater than 1.96 the mediatedtafezonsidered to be statistically
significant at the 5% level.

5.2 Operational measures
This study develops a model in which audit quafitgdiates the relationship
between audit committee effectiveness and finamejpbrting quality. Analysis
of the model involves testing four hypotheses whare analogous to the
conditions of the Causal Steps Method and mustelaehed in order for the
mediation effect to occur. The hypotheses estalithehpredicted signs of the
relationships. Thus, the following hypotheses asted:

Hi: Audit committee effectiveness improves financegorting quality.

H,: Audit committee effectiveness increases the dehfianaudit quality.

Hs: Audit quality improves financial reporting qualit

Hs: Audit quality mediated the relationship betweeamdia committee
effectiveness and financial reporting quality.
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Initially the model developed focuses on five vhales. Firstly, there are three
independent variables which serve as measuresditf @mmittee effectiveness,
namely audit committee size, audit committee exgeratio and audit committee
meeting frequencySecondlythere is the dependent variable, which is a nreasu
of financial reporting quality. In this study distionary accruals are suggested to
represent financial reporting quality in generadl @arnings quality in particular.
Finally, there is a potential mediating variable whichaismeasure of audit
quality. In this study audit quality is measureddndit fees paid to the external
auditor. Further rationalization for these variabige presented in Sections 5.2.1-
5.2.3. The hypotheses discussed above can beedkstatfollows in terms of
operational measures:

Hi: There is a negative relationship between auditrogtee size (audit
committee expertise ratio and audit committee mgefrequency
respectively) and discretionary accruals.

H,: There is a positive relationship between audihcuttee size (audit
committee expertise ratio and audit committee mgefrequency
respectively) and audit fees.

Hs: There is a negative relationship between audis f@nd discretionary
accruals.

Hs: Audit fees mediate the relationship between awadinmittee size
(audit committee expertise ratio and audit commaittmeeting
frequency respectively) and discretionary accruals.

Figure 11 summarizes the operational measuresafdtieloped model as well as
hypothesized relationships between variables. Asbeaseen from the top of the
figure, variables measuring audit committee effestess (audit committee size,
audit committee expertise ratio and audit commitbeeeting frequency) are

expected to have a negative effect on discretioaacyuals. This is because more
effective audit committees are expected to decresm®gement discretion over
accounting issues and thus lead to a lower levdisairetionary accruals than less
effective audit committees. These relationshipsaaidressed by Hypothesis 1. In
addition, as can be seen from the bottom of therdig measures of audit

committee effectiveness are expected to have diyosiffect on audit fees. The

notion behind this relationship is that audit cortes effectiveness is expected to
increase the demand for external audit effort, Wheads to an increase in audit
fees. In turn, increase in external audit effoexpected to be positively related to
audit quality. This relationship is consistent wilipothesis 2. The bottom of the



Acta Wasaensia 67

figure also indicates that audit fees have a negadéffect on discretionary
accruals. This is because greater audit efforthatter audit quality are expected
to constrict earnings management, and thus to laedeto better financial
reporting quality. This is the notion underlying pothesis 3. Finally, measures of
audit committee effectiveness, audit quality anthificial reporting quality are
connected to form a model in which the effect oflibeommittee effectiveness
on financial reporting quality goes through audiality. The bottom of Figure 11
illustrates this effect. The mediation effect islsebsed by Hypothesis 4.

Audit committe
size

Audit committee Discretionar
expertise ratio accruals

Audit committe
meeting frequency

Audit committe
size

(+)

+ _
Audit committe: () Audt fees b Discretionar
expertise ratio accruals

A 4

Audit committer
meeting frequency

Notes:
Expected signs of the relationships are presentpdrientheses

Figure 11. Hypothesized relationships between measures oft aaginmittee
effectiveness, audit quality and financial repagtquality.

As discussed previously, the hypotheses of theystnel analogous with the four
conditions of the Causal Steps Method. Thus, instiiessequent sections the term
condition refers to both conditions of the Caus&pS Method and these
hypotheses. If the condition is fulfilled the reldthypothesis is also supported.
The following sections will introduce the operabnmeasures of audit
committee effectiveness, audit quality and finahceporting quality in more
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detail. In addition to the variables of interekiststudy employs control variables
for both discretionary accruals and audit fees.s€hariables are also introduced
in the coming sections. Appendix 3 provides a sumgméthe measures used in
the empirical analyses.

521 Measurement of audit committee effectiveness

The operational measures for audit committee e¥fecess are drawn from
empirical research and from current US regulati@mcerning corporate

governance and audit committees. In general tleeatilre suggests that audit
committee effectiveness is dependent on its cortipnsas well as its activity

level (e.g. DeZoort et al. 2002; SOX 2002; Beaglegl. 2000). Accordingly a set
of three audit committee characteristics is suggesd have an effect on audit
committee effectiveness namely, audit committee, andit committee expertise
ratio, and audit committee meeting frequeficylhe first two measures are
related to audit committee composition and the @t is related to audit
committee activity level.

A substantial amount of research has provided ecelethat these audit
committee effectiveness measures are associatadfimagncial reporting quality
(e.g.Xie et al. 2003Bédard et al. 2004). In addition prior studies nlevevidence
consistent with the notion that these audit coneaiteffectiveness measures
enhance the demand for external audit quality (Abbb al. 2003a, Lee et al.
2005, Goodwin-Stewart et al. 2006; Vafeas et al720More specifically, audit
committee size (ACSIZE) is measured as the numbdirectors serving on the
audit committee. Audit committee expertise ratioC&XP) is the ratio of
financial experts on the audit committee. Audit coittee meeting frequency
(ACMEET) is measured as the number of audit conemitheetings held during
the fiscal year. Following the literature these sugas are expected to have a
negative effect on discretionary accruals and peséffect on audit fees.

2L Although the literature regards audit committegejpendence as an important determinant of
audit committee effectiveness it is not includedhia scope of this study. This is because current
US regulations (e.g. SOX 2002) require that alliacoimmittee members must be independent of
the company. Therefore all sample companies areateg to have independent audit committees
and this variable would not have variance to cohdtatistical analysis.
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5.2.2 Measurement of audit quality

The audit research has suggested several measuresidit quality including
audit firm size, audit firm industry specializatjoaudit tenure and audit fees.
However, this study is situated in a highly regethas well as concentrated audit
environment. Thus, most US listed companies arearp to employ Big Four
audit firms as well as industry specialist auding. In addition the SOX (2002)
restricts audit partner tenure to five years. Tfwees audit firm size, industry
specialization and tenure are expected to havenigetl ability to reflect audit
quality. However, it is suggested that companiesy rstll require quality
differentiated audits and audit fees are expeateprdvide a sufficient indicator
of audit quality. Following the literature it isggested that audit fees reflect audit
effort, which further benefits auditor's decisioraking and thus improves the
qguality of services provided by the external audii®.g. Carcello et al. 2002;
Frankel et al. 2002; Abbott et al. 2003a; Larckeale2004; Srinidhi et al. 2007;
Caramanis et al. 2008). In addition it is expectieat certain drivers of audit
guality, such as audit committee effectiveness,amsociated with variations in
the level of audit fees. This is because theseethimnay affect audit effort during
the planning of an audit as well as during the sewf the audit (Simunic 1980;
Hay et al. 2004; Watkins et al. 2004).

The above arguments are supported by severaldinesipirical research linking

audit fees with knowledge spillovers (e.g. FirttDZ9Firth 2002), free premiums
(e.g. Simon et al. 1988; Ferguson et al. 2002), asheirfor audit quality (e.g.

Abbott et al. 2003a) and financial reporting qua(e.g. Srinidhi et al. 2007). In

general, these studies suggest that audit feebea@ssociated with audit quality
through either greater audit competence or moré awtk (Francis 2004). Thus,

according to the literature audit quality is measluby the natural logarithm of
audit fees (AUDITFEE) paid to the incumbent auditbris suggested that audit
fees are related to an improvement in financiabrigpg quality, and thus have a
negative effect on discretionary accruals.

5.2.3 Measurement of financial reporting quality

As discussed in Section 3.3 financial reporting liggahas not been
unambiguously defined by either regulators or priesearch. Due to the
vagueness of the definition, prior research hasl@eyed a number of measures
for financial reporting quality. In general studiegve concentrated on situations
where financial reporting quality may be impair€these situations can be
divided into misstatements outside GAAP and misstants within GAAP.
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This study focuses on US listed companies and iexpected that these
companies rarely issue financial reports which @b meet minimum GAAP
requirements. Therefore this study focuses on Gr@meporting within GAAP.
More specifically, discretionary accruals are usexda measure of financial
reporting quality in general and earnings qualityparticular. The basic premise
is that discretionary accruals capture earningsagement and therefore provide
an inverse measure of earnings quality. The lowlle¥ discretionary accruals is
expected to indicate good earnings quality (e.galy14985; DeAngelo 1986;
Jones 1991; Dechow, Sloan & Sweeney 1995).

Several methods have been proposed for estimaisegetionary accruals. Early
studies use the change in total accruals as a meeas$uliscretionary accruals
(Healy 1985; DeAngelo 1986) whereas more recentared uses linear
discretionary accruals models to decompose accrimds discretionary and
nondiscretionary components (Jones 1991; Dechoual.€t995, Dechow et al.
2002). However, it has been argued that the comeaitaccruals models fail to
recognize the nonlinear nature of the accountingruats process (Ball &
Shivakumar 2005). To address this issue, a modidechow et al. (2002) model
employed by Srinidhi et al. (2007) and Francis, drad;, Olsson and Schipper
(2005) is adopted in this study. In the originatBew et al. (2002) model current
accruals are the dependent variable and cash flowsrevious, current and
subsequent years are independent variables. FaljoMicNichols (2002), Francis
et al. (2005) and Srinidhi et al. (2007) the chaimgeales revenueaRewu) and
gross property, plant and equipment (BP&e included in the model as
additional control variables. Thushe model used to estimate discretionary
accruals (ACC) is as follows:

TCA: ﬁl"‘ ﬁzOCFI_1+ ﬁ3OCFt+ ﬁ4OCF[+1+ ﬁSARe\{+ ﬁ6 PPE+ & (6)

The variables are defined as follows:
TCA= ACA-ACash-ACL-ASTDeb)
ACA= Change in current assets
ACash= Change in cash balance

ACL= Change in current liabilities
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ASTDebt= Change in short term debt included in cudiabilities
OCF=0perating cash flow from the cash flow statemen
ARev= Change in revenues

PPE= Gross property, plant and equipment

In line with Srinidhi et al. (2007) and Francisatt (2005) all variables depicted
above are scaled by average total assets in t-andnt addition, all changes
presented above are between period t and t-1. Tuelnis estimated separately
for each industry (two-digit SIC cod@)with a minimum of 20 observations.
Discretionary accruals (ACC) are then calculaasdhe residuals from the above
regression model. The interpretation of the reditkias follows: a higher value
of the residual is expected to indicate a gre&tesllof earnings management and
lower earnings quality.

5.2.4  Control variables

As discussed previously, the Causal Steps Methediias a phased analysis
technique in which mediator variable (AUDITFEE)xislependent variable in one
regression and becomes an independent variablenother. In addition the
mediation model involves independent variables (MES ACEXP and
ACMEET) and a dependent variable (ACC). Due to #malytic technique,
statistical analyses employ two sets of controlaldes. The first set involves
control variables related to discretionary accrugd€C). The second set of
variables involves control variables related to ibdees (AUDITFEE). These
control variables are discussed separately indthewing sections.

5.2.4.1 Control variables related to discretionagcruals

Following prior research, the analysis involve®stdd firm characteristics which
are expected to have an impact on earnings managenidese firm
characteristics proxy for company size, uncertaagftpperations, systematic risk
and growth opportunities (see e.g. Becker et @81®eynolds & Francis 2000;
Dechow et al. 2002; Cheng & Warfield 2005; Wang &08rinidhi et al. 2007).
The logarithm of total assets (TA) is a proxy tmmpany sizeFollowing prior

2 Industries with less than twenty observations vexauded from the sample (see e.g. Francis et
al. 2005).
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research, large companies are expected to havenstitally lower discretionary
accruals due to operating characteristics such esatey stability and
diversification of portfolio of activities (Beckeat al. 1998; Dechow et al. 2002;
Srinidhi et al. 2007). Thus, a negative relatiopshetween TA and ACC is
expectedUncertainty of operationgs measured by operating cycle (OPCYCLE)
which is calculated as follows (see e.g. Srinidtale2007):

3a0 3sl
OFPCYCLE = Tales + Cost of goods sold (7)

Average account receivables Average inventory

For companies with no inventories OPCYCLE is calted as follows:

OPCYCLE = el (8)

Average account weceivables

Dechow et al. (2002) and Srinidhi et al. (2007)uar¢hat longer operating cycle
is associated with more uncertainty and more estimathus leading to lower
earnings quality. Therefore OPCYCLE is expectedhdwe a positive effect on
ACC. Growth rate in net sales (SALESG) is usedaptuare the effect ajrowth
opportunitieson discretionary accruals. High growth firms havigh equity
incentives and thus have greater incentives to geearnings than low growth
companies (Antle et al. 2006). Therefore, SALES@xpected to be positively
associated with ACC. Occurrence of loss (LOSS)eseas a proxy faystematic
risk. LOSS is an indicator variable which takes a vaiti¢ if the net income of
the fiscal year is negative and otherwise 0. Theydture suggests that riskier
firms which are financially distressed may be meprene to use accruals to
manage earnings upwards (Dechow et al. 2002; Asttid. 2006 Srinidhi et al.
2007). Thus, LOSS is expected to have a positifecedn ACC.

5.2.4.2 Control variables related to audit fees

According to Hay, Knechel and Wong (2006) variabtekted to audit fees
involve both “supply” variables and “demand” vaileg Supply variables refer to
company characteristics which may have an effecualitor’s planning decisions
regarding the level of audit effort. On the othanti, demand variables refer to
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company characteristics which may influence the atehfor greater audit effort
and audit quality.

Supply variables related to audit fees serve axiggofor company size,
complexity, inherent risk, profitability and levge Company sizés measured as
the natural logarithm of total assets (TA). Theeesh has shown that company
size has a very high power to explain audit feas €arcello et al. 2002; Abbott
et al. 2003a; Abbott et al. 2003b; Lee et al. 2086pdwin-Stewart et al. 2006;
Knechel et al. 2006; Mitra et al. 2007). Compangescontrols for several
attributes such as risk, earnings persistence,itgodity, regulatory costs,
accounting practices and information environmewre (8.9. Hay et al. 2006).
Given that larger companies have more complex systend a wider range of
activities, auditors are prone to devote more aldlitrs to large companies than
to small companie@almrose 1986a; Palmrose 1986b; Barkess et ad)19Bus,
TA is expected to have a positive effect on AUDIB-Elnventory and
receivables (INVREC) are used as proxies ifoherent risk INVREC is
calculated as a sum of total inventories and reizivables scaled by total assets.
Given that inventories and receivables require tgreaudit effort, INVREC is
expected to be positively associated with AUDITHERrcello et al. 2002; Lee et
al. 2005; Mitra et al. 2007)Complexityis measured as a ratio of foreign sales to
total sales (FOROPR). Companies with foreign ojpmnatare expected to require
greater audit effort due to more heterogeneousrnmtion and business
complexity and therefore a positive associationwben FOROPR and
AUDITFEE is expected (Lee et al. 2005; Mitra et 2007). Quick ratio (QR)
serves as a measure of leverage. QR is calculatadaio of current assets less
inventory to current liabilities. Firms with higkverage are expected to be more
risky and require more audit effort (Antle et aD0B). Thus, quick ratio (QR) is
expected to have a negative effect on AUDITFEE.alym profitability is
measured by the loss variable (LOSS), which isnaicator variable taking the
value of 1 if the net income of the fiscal yeamisgative and otherwise 0. In
addition to profitability, LOSS is also a measufeaadit risk because it reflects
the possibility of the auditor being exposed tslosthe event that a client is not
financially viable (Simunic 1980; Hay et al. 2008jhus, LOSS is expected to be
positively associated with AUDITFEE (Carcello et 2002; Goodwin-Stewart et
al. 2006; Mitra et al. 2007; Vafeas et al. 2007).

In addition to the supply variables, the analysisolves three demand variables
related to board effectiveness, namely board &iaard independence and board
diligence. Board size (BSIZE) is measured as thabar of directors serving on
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the board. Board independefitdBIND) is measured as the percentage of
independent outsiders on the board. Board dilig€¢B8MEET) is measured as the
number of meetings held during fiscal year. Theadables are expected to
increase board effectiveness and therefore incrid@sdemand for audit quality.
Measures of board effectiveness are included imattaysis as control variables
because it is expected that the audit committes doe absolve the whole board
from its responsibilities concerning financial rejpry. The board may have
interests in the quality of external audits becaasdited accounting figures are
used in various decision making-situations. Theselude management
compensation, reviews of operating issues and imasg decisions (Peasnell et
al. 2005). In addition, board members may strivgrmect their reputations and
demand greater assurance of financial reportindityuaom external auditors.
Therefore the measures of board effectiveness, BSBIND and BMEET, are
expected to have a positive effect on AUDITFEE.

5.3 Description of the analytic techniques

The relationships hypothesized in the model dewaogre tested statistically in
two stagesFirstly, the Causal Steps Method is used to test for tisarcence of
the mediated effect. The three regression modglsned to test the conditions of
the Causal Steps Method will be estimated separédelthe three measures of
audit committee effectiveness (ACSIZE, ACEXP andM¥ET). Thus, this part
of the analysis involves the estimation of a tatélnine regression models.
Secondly the significance of the potential mediated effgcts tested using the
Sobel Test. This part of the analysis is conditianqon the results of the Causal
Steps Method. That is the Sobel Test statisti@isutated only for models which
fulfill all conditions of the Causal Steps Methdche Sobel Test is used in order
to provide further support regarding the significarof the potential mediated
effect.

The adaptation of the above methods will be explhim more detail in the
following subsections. In addition to the main &s&, several additional
analyses are carried out in order to provide furdwidence of the accuracy of the
model and consistency of the results. The methedd in these analyses will be
explained together with the results.

% The data provided by Institutional Shareholden®es classifies each director on the board as
an 1) insider, 2) affiliated, or 3) independentsider.
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5.3.1 Adaptation of the Causal Steps Method

According to Holmbeck (1997) there are two maintisti@al approaches to
testing the mediation effect, namely the regressipproach and the SEM
approach. Although the SEM approach has some aalyemtcompared to the
regression approath its use in the present study would have restttedhighly
complex structural model whose results could hasenbdifficult to interpret.
This is because the present study’s statisticalys@s involve five variables of
main interest as well as two sets of control vdesbBecause the regression
approach provides a well-established procedurettier treatment of control
variables it is regarded as more appropriate then SEM approach for the
purposes of this study. Moreover, the regressigoragth provides the same
information regarding the individual relationshgsthe SEM approach.

The analysis regarding the occurrence of the medliaffect is conducted
separately for each independent variable servirgrasasure for audit committee
effectiveness. More specifically following modele &xamined:

1) ACSIZE=>AUDITFEE->ACC,
2) ACEXP->AUDITFEE->ACC, and
3) ACMEET->AUDITFEE->ACC.

The analysis of the above models involves exanunatif the four conditions of
the Causal Steps Method discussed in Chapter 5lfl.the variables in a
particular model are found to satisfy all four ciimths of the Causal Steps
Method, the mediation effect is supported. Thislysig is also analogous with
the study’s hypotheses and thus, in such a situétypotheses 1-4 are supported.

In addition to the variables of interest, the regren models include control
variables for the dependent variable ACC and theliaber AUDITFEE. The

regression models related to conditions 1 and Bidiecfour control variables for
ACC: Company size (TA), operating cycle (OPCYCLHEjpwth opportunities

(SALESG) and profitability (LOSS). TA is expected decrease earnings
management and therefore have a negative effectlisgretionary accruals,
whereas OPCYCLE, SALESG and LOSS are expected d¢mease earnings

2 For example the SEM approach allows a range @aftiogiships to be included in a single
analysis. In addition it provides indices which yide information as to how well the structural
model fits the data (Kline 1998; Baines et al. 2Qikipii 2006).
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management, thus resulting in a positive relationaddition, the regression
model related to condition 2 includes control viales for AUDITFEE.
Following prior research audit fees are expectedetgositively associated with
the log of total assets (TA), total inventories dathl receivables to total assets
(INVREC), foreign sales to total sales (FOROPRY wainether the company has
incurred a loss during the fiscal year (LOSS). Ruiatio (QR) is expected to
have a negative effect on audit fees. In addit®®BlZE, BIND and BMEET are
expected to be positively related to audit fees Variables used in the analyses
are summarized in Appendix 3. The regression modeiployed to test the
conditions of the Causal Steps Method are presént€dbles 2-# below.

Table 2. Regression models estimated to test model ACSIZBDITFEE

->ACC.
Condition Equation no
Condition 1:
ACC=fy+ 1 TA+S,0OPCYCLE#;SALEG3,LOSS+BACSI ZE+¢ (9)
Condition 2:
AUDITFEE=fy+p,TA+S,INVREC+33FOROPR¥,QR+85LOSS+5sBSIZE+3;BIND+ (20)
BBMEET+3,ACSIZE+¢
Conditions 3 and 4:
ACC= gt 1 TA+5,0PCY CLE4;SALEGH5,L OSSHACSI ZE+ SAUDITFEE +¢ (11)

The variables are defined as follows:

ACC-= Discretionary accruals (Residual from the regjrmsmodel 6 scaled by 100)
ACSIZE= Number of audit committee members

AUDITFEE= Natural logarithm of audit fees

TA= Natural logarithm of total assets

OPCYCLE= Operating cycle (Calculated as presentedjuaions 7-8)

SALEG= Growth rate in net sales

LOSS= Indicator variable, 1 if the net income df flscal year is negative, otherwise 0
INVREC= Total inventories and total receivables tatassets

FOROPR= Foreign sales to total sales

QR= Quick ratio

BSIZE= Number of board members

BIND= Board independence %

BMEET= Number of board meetings during fiscal year

% The variables of main interest are marked in fiolthe equations.
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Table 3. Regression models estimated to test model ACBERXBDITFEE

->ACC.
Condition Equation no
Condition 1:
ACC= gt 1 TA+5,0PCY CLE;SALEGH5,L OSS+BACEXP+¢ (12)
Condition 2:
AUDITFEE=y+ 8, TA+B,INVREC+3;FOROPR,QR+3sLOSS+:BSIZE+3,BIND+ (23)
BBMEET+B,ACEXP+¢
Conditions 3 and 4:
ACC= ot 1 TA+5,0PCY CLE48;SALEGH3,L OSSH-ACEXP+ BAUDITFEE+¢ (14)

The variables are defined as follows:

ACC-= Discretionary accruals (Residual from the regjrmsmodel 6 scaled by 100)
ACEXP= Ratio of financial experts on the audit conteat

AUDITFEE= Natural logarithm of audit fees

TA= Natural logarithm of total assets

OPCYCLE= Operating cycle (Calculated as presentedjuaions 7-8)

SALEG= Growth rate in net sales

LOSS= Indicator variable, 1 if the net income df flscal year is negative, otherwise 0
INVREC= Total inventories and total receivables tatassets

FOROPR= Foreign sales to total sales

QR= Quick ratio

BSIZE= Number of board members

BIND= Board independence %

BMEET= Number of board meetings during fiscal year

Table 4. Regression models estimated to test model ACMBBUDITFEE

->ACC.
Condition Equation no
Condition 1:
ACC= ot 1 TA+5,0PCY CLE4;SALEGH3,LOSSHB-ACMEET +¢ (15)
Condition 2:
AUDITFEE=fy+p,TA+S,INVREC+33FOROPR¥,QR+85LOSS+sBSIZE+3;BIND+ (16)
BBMEET+3,ACMEET+¢
Conditions 3 and 4:
ACC= g+ 1 TA+5,0PCY CLE#;SALEGH3,LOSSH-ACMEET+ S;AUDITFEE +¢ a7

The variables are defined as follows:

ACC-= Discretionary accruals (Residual from the regjmmsmodel 6 scaled by 100)
ACMEET= Number of audit committee meetings durirsgéil year

AUDITFEE= Natural logarithm of audit fees

TA= Natural logarithm of total assets

OPCYCLE= Operating cycle (Calculated as presentedjiraitons 7-8)

SALEG= Growth rate in net sales

LOSS= Indicator variable, 1 if the net income df flscal year is negative, otherwise 0
INVREC= Total inventories and total receivables tatassets

FOROPR= Foreign sales to total sales

QR= Quick ratio

BSIZE= Number of board members

BIND= Board independence %

BMEET= Number of board meetings during fiscal year




78 Acta Wasaensia

5.3.2  Adaptation of the Sobel Test

The Sobel Test is employed to complement and funikafy the results of the
Causal Steps Method. The Sobel Test statisticsaloelated in order to rule out
false-negative and false-positive conclusions, twwhaze possible if only the
Causal Steps Method is used to test the occurrehtee mediated effect (see
Holmbeck et al. 2002)his part of the analysis is conditional upon tesutts of
the Causal Steps Method. That is, the Sobel Tasststs are calculated only for
those models (i.e. ACSIZBAUDITFEE->ACC, ACEXP>AUDITFEE->ACC,
or ACMEET->AUDITFEE->ACC) which fulfil the four conditions of the Causal
Steps Method. In other words, if the Causal Stepghbd indicates that the
mediated effect occurs, the significance of theiated effect is examined further
with the Sobel Test. Regression models 9-17 prothidenecessary information to
calculate the Sobel Test statistics. The followaggations present the calculation
of the Sobel Test statistics for the potential ragdn models:

Calculation of Sobel Test statistics for model ACSIE->AUDITFEE SACC?®

— Bsncsize Poavorreee (18)

ﬂg ACSIZEBG AUDITFEE
€
ﬂ9 ACSIZEﬂG AUDITFEE

_ 2 2 2 2
S, ncsuBonvomree \/ (/BgAcsaE E‘SQGMUDWFEE )+(:86AUD|TFEE E‘BQGQACSME ) (19)

The variables are defined as follows:

Bsaupiree= Unstandardized regression coefficient for theoeission between
AUDITFEE and ACC.

Boacsize= Unstandardized regression coefficients for theoeistion between
ACSIZE and AUDITFEE.

sgeaupiTree = Standard error of the mediaR¥aupirree.

Sgoacsize= Standard error of the independent varigighe siz&.

% Refer to regression models 9-11 for the notations.
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Calculation of Sobel Test statistics for model ACER->AUDITFEE ->ACC?’

= ﬁQACEXP |$6AUDITFEE (20)
Bo ncexpBs aupiTree
o acexpBs aupiTree

_ 2 2 2 2
SeﬁgACExpﬂeAUD,TFEE _\/(IBQACEXP Eds$6AUD|TFEE )+(:86AUD|TFEE |:$$9ACEXP ) (21)

The variables are defined as follows:

Bsaupimree= Unstandardized regression coefficient for theoeission between
AUDITFEE and ACC.

Boacexr= Unstandardized regression coefficients for theoeastion between
ACEXP and AUDITFEE.

sgeaupiTree = Standard error of the mediaf¥aupirree.
Seuacexp= Standard error of the independent varigaleexe.

Calculation of Sobel Test statistics for model ACMET->AUDITFEE >
ACC?®

= ﬁQACMEET |$6AUDITFEE (22)
'BoncmeetBs aupiTree e
Bo acmeeTBs aupiTrEE

_ 2 2 2 2
S8, acnee B auoiree _\/(/BQACMEET &wﬁAUDITFEE )+(ﬂ6AUDITFEE &ngCMEET ) (23)

The variables are defined as follows:

Bsaupiree= Unstandardized regression coefficient for theoeission between
AUDITFEE and ACC.

2" Refer to regression models 12-14 for the notations
28 Refer to regression models 15-17 for the notations
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Boacmeer= Unstandardized regression coefficients for thsoeistion between
ACMEET and AUDITFEE.

sgeaupiTree = Standard error of the mediaRy¥auoirree.

sgoacmeeT= Standard error of the independent variglaleveeT

5.4 Sample selection and descriptive statistics

The data for this study are obtained from threec@uFirstly, data concerning
audit fees are obtained from the Audit Analyticddbase Secondlydata related
to audit committees are obtained from InstitutioS8akreholder Services (ISS).
Finally, financial data is obtained from the Thomson Fai@n Database.
Appendix 4 provides the selection criteria for tbemple. The initial sample
consists of S&P 1500 firms which had fiscal yeandieg any time during the
calendar year 2006. Following prior research fim@nmstitutions, (SIC codes
6000-6999) are excluded from the sample due tor tepecial regulatory
environment. Firms in industries with insufficietiita to estimate discretionary
accruals (i.e. industries with less than 20 obdems) are also excluded. These
sample selection criteria yield a final sample &0Q firms. All remaining
missing observations in the data are replaced bghla mean in the analyses.

Table 1 of Appendix 5 presents descriptive stagstor variables employed in the
main analysis. Statistics show that ACSIZE vartesnfa minimum of 2 members
to maximum of 8 members. ACEXP varies from minimoh® to a maximum of
1. ACMEET hasa wide range in the data distribution with a minimwf O
meetings and maximum of 31 meetings. The descepstatistics regarding
measures of audit committee effectiveness inditatenot all sample companies
comply with the SOX’s (2002) or the stock exchangetes related to audit
committee composition and activitfésFirstly, NYSE (2003), AMEX (2003) or
NASDAQ (2003) require that audit committees shothlave at least three
members. Some sample companies have smaller audiittees than required:
the smallest audit committee in the sample has @lmes. However, the mean
audit committee size (3.74) complies with the regmients.Secondly the SOX
(2002) and all stock exchanges require that awfitmittees should have at least
one member who can be considered to have expéntigecounting and related
matters. However, some companies in the sample mavepecified whether they

2 An alternative explanation for these outliershiattsome companies have not reported matters
regarding audit committee composition and actisisafficiently in their SEC filings.
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have an expert in the audit committee with an eigeeratio of 0. However, the
mean (0.49) expertise ratio indicates that many paonies have set up audit
committees which exceed the minimum requiremeiitsirdly, for example
NYSE (2003) and AMEX (2003) require that audit comees should meet on a
guarterly basis. Some companies in the sample daneet this requirement,
having no audit committee meetings. Again the maagit committee meeting
frequency (9.02) exceeds the minimum requiremémtaddition, the AUDITFEE
variable has a wide range in the data. The variedodges from 12.00 to 18.27
which in monetary terms means that audit fees raingen a minimum of
$162,750 to maximum of $85,800,000. The dependariaime ACC ranges from
-49.04 to 48.68.

Descriptive statistics regarding the initial vategb imply that the data may
contain outliers which could have an effect on tbsults of the analyses. The
potential effect of outliers is addressed by wiiBsng the data at 2.5 % level
from both tails. Table 2 of Appendix 5 presents cdigsive statistics for
winsorized variables. After winsorizing the data®IZE ranges from a minimum
of 3 to a maximum of 6. ACEXP ranges from 0.17 t601 ACMEET ranges
from a minimum of 4 to a maximum of 17. AUDITFEEnges from 12.93 to
16.74 which, in monetary terms, equals approximas8l76,000 to $18,600,000.
ACC varies from -21.31 to 26.39. After winsorizatiof the data all audit
committees effectiveness measures in the sampié 3@X (2002) and stock
exchanges requirements regarding audit committegaosition and activities. In
addition, the range of AUDITFEE and ACC in the daat is reduced
considerably after winsorization. To ensure that ithitial results are not driven
by outliers in the data the main analysis is reggbaising winsorized data. The
results of this analysis are reported in the adidgi analysis section of the study.

Appendix 6 presents a correlation matrix for theialdes used in the empirical
tests. The correlations show that ACMEET and AUHHE-are negatively and
significantly correlated with ACC. ACSIZE is alseguatively correlated with
ACC but this correlation is not statistically sificant. In addition, all measures
of audit committee effectiveness, ACSIZE, ACMEETa&CEXP, are positively
and significantly correlated with AUDITFEE. Theserrelations provide some
initial support for the hypothesized relationshipstween measures of audit
committee effectiveness, audit quality and finahai@porting quality. The
correlations also reveal that all variables of materest (ACSIZE, ACEXP,
ACMEET, AUDITFEE and ACC) are significantly relatéol company size (TA)
ACSIZE, ACEXP, ACMEET, AUDITFEE having a positivelation and ACC
having a negative relation. This indicates thagearcompanies have more
effective audit committees as well as higher quadikternal auditors. Larger
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companies also seem to have better financial neygoguality. These correlations
highlight the fact that company size is an impdrtzontrol variable which has an
effect on the company’s control environment. Iniadd to the hypothesized
relationships the review of the correlations shaigmificant relations between
measures of audit committee effectiveness. Moreipaly ACEXP is strongly
correlated with both ACSIZE and ACMEET, which ingies that
multicollinearity may have an impact on the resiflthe three measures of audit
committee effectiveness are introduced simultariganso a regression model.
This indicates that the separate analysis of thdit amommittee effectiveness
measures is warranted.

In addition to the correlation matrix, the mainatenships of interest are
presented as scatterplots in Appendix 7. The gpéits are consistent with
findings reported in the correlation matrix. Thegs related to relationships
between measures of audit committee effectivend$3SIZE, ACEXP and
ACMEET) and financial reporting quality (ACC) shdhat ACSIZE and ACEXP
do not have a strong linear relationship with A@I the other hand, the graphs
show a negative relation between ACMEET and ACCe Weak relationship
between ACSIZE (ACEXP respectively) and ACC maydoe to the fact that
sample companies have fairly homogeneous audit ¢tteas in terms of their
composition. This is likely to be a consequencetrd strict US regulatory
environment related to corporate governance withm company. Due to the
regulatory environment of the study, audit comneitteeetings might be the only
measure of audit committee effectiveness with sigffit variance in the data. In
addition according to the graphs AUDITFEE has aatigg association with
ACC as hypothesized. Finally, the graphs relatedrdlationships between
ACSIZE (ACEXP and ACMEET respectively) and AUDITFERow a positive
association between variables. That is, the denfianeudit coverage and audit
guality seems to increase as audit committees becoone effective.

Appendix 8 presents sample companies grouped hysind Business services
(SIC 73) is the leading industry with 140 companiethe sample. Electronic and
other electrical equipment and components, exaapipater equipment (SIC 36)
is the second largest industry represented in #mepke with 114 companies.
Printing, publishing and allied industries (SIC 2aMd Wholesale trade non-
durable goods (SIC 51) industries are least reptedein the sample with 21
companies.
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6 RESULTS

This section will introduce the results regardihg model developed using the
methodology introduced in the previous section.sTéection is organized as
follows. Firstly, the main results related to models ACSEZEUDITFEE—>

ACC, ACEXP>AUDITFEE>ACC and ACMEEPAUDITFEE->ACC are
presented. Analysis of a single model involvesneation of three regression
models required by the Causal Steps Method to exarfie occurrence of the
mediated effect’ The results of the regression models are sumnuaiizEigures
12-14 and presented in more detail in Appendic&$.8in addition, the results
reported in the Appendices provide the Sobel Teistics for models which
fulfill the conditions of the Causal Steps Meth&kcondly the implications of
the main results are discuss€thally, additional analyses are conducted in order
to test the robustness of the main results.

6.1 Results related to model ACSIZAUDITFEE=>
ACC

Model ACSIZE-AUDITFEE-ACC is based on the undertyinotion that audit
committee effectiveness increases as the sizeedduldit committee increases. In
addition, audit quality is expected to increaseaadit fees increase. Thus the
hypothesized relationships for the model are atova: 1) ACSIZE has a
negative effect on ACC, 2) ACSIZE has a positiveeetf on AUDITFEE, 3)
AUDITFEE has a negative effect on ACC and 4) AUDEH- mediates the
relationship between ACSIZE and ACC. The regressimalels estimated to test
the above relationships are presented in Table 2.

Figure 12 summarizes and Appendix 9 provides detaiesults for the model
ACSIZE>AUDITFEE->ACC. With regard to the first condition ACSIZE is
regressed on ACC along with control variables. @ogtto the hypothesis,
ACSIZE has a significant positive effect on ACC. tims regression control
variables TA, OPCYCLE, SALESG and LOSS are allistiaglly significant and

TA and OPCYCLE have expected signs. To test for skeond condition
ACSIZE is regressed on AUDITFEE with a set of cohtrariables. The results
show that the effect of ACSIZE on AUDITFEE is ntatsstically significant. All

% As mentioned previously, the conditions of the €duSteps Method are analogous with the
hypotheses of the study. Thus, in the subsequetibes the term condition refers to both these
hypotheses and the conditions of the Causal Steytkdd.
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control variables TA, INVREC, FOROPR, QR, LOSS, BE| BIND and
BMEET are statistically significant with expectedrss. To test for the third and
fourth conditions ACSIZE, AUDITFEE and a set of toh variables are
regressed on ACC. The results reveal that AUDITHGEE a significant negative
effect on ACC as hypothesized. ACSIZE has a sigaifi positive effect on ACC
which is inconsistent with the hypothesis.

() 1,039%
ACSIZE * ACC

AUDITFEE

(+) -,031 (-)-1,329*

ACSIZE

() 1,0407* |

Notes:

*xx *x * denote significance at 1%, 5% and 10%vkd
respectively

Expected signs of the relationships are presented i
parentheses

Reported numbers are coefficients

The variables are defined as follows:

ACSIZE= Number of audit committee members
AUDITFEE= Natural logarithm of audit fees

ACC= Discretionary accruals (Residual from the regression
model 6 scaled by 100)

Figure 12. Summarized results for model ACSIZRAUDITFEE->ACC.

To conclude the model ACSIZAUDITFEE->ACC does not fulfill conditions
of the Causal Steps Method. This is because aodinittee size does not have
the hypothesized effect on either discretionaryriads or audit fees. On the
contrary, the results show a positive associatetwéen audit committee size and
discretionary accruals. This indicates that audihmittees become less effective
in ensuring financial reporting quality as thezesincreases. This result may be
due to multicollinearity among the explanatory aates in the regression model.
This is evidenced when audit committee size is agggd on discretionary
accruals excluding control variables. In this cdke effect is negative as
hypothesized but statistically insignificant. Ahatively audit committee size
may have a nonlinear effect on audit committee céiffeness. That is, audit
committee effectiveness increases along with #e 8 a certain extent but starts
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to decrease if the audit committee becomes to@ldrgaddition audit committee
size is found to have a positive but not statifiicgignificant effect on audit fees.
With regard to the third condition, audit fees &vend to have a negative effect
on discretionary accruals. To conclude, since dhky third condition of the
Causal Steps Method was verified by model ACSIMUDITFEE->ACC the
mediated effect from audit committee size to disenary accruals through audit
fees is not supported.

6.2 Results related to model ACEXAUDITFEE>
ACC

The underlying notion for model ACEXPAUDITFEE->ACC is that audit
committee effectiveness increases as the propodfoexpert members in the
audit committee increases. Audit quality is alspested to increase as audit fees
increase. Therefore the following relationships preposed: 1) ACEXP has a
negative effect on ACC, 2) ACEXP has a positiveeetffon AUDITFEE, 3)
AUDITFEE has a negative effect on ACC and 4) AUDEH- mediates the
relationship between ACEXP and ACC. Table 3 presémt regression models
estimated to test the above relationships.

The results for model ACEXPAUDITFEE—>ACC are summarized in Figure 13
and presented comprehensively in Appendix 10. Bb fir the first condition
ACEXP as well as a set of control variables areegged on ACC. It is found that
ACEXP has a positive effect on ACC. However, thifea is not statistically
significant. Thus, the first condition is not supiga. Control variables TA,
OPCYCLE, SALESG and LOSS are significant and TA @#©CYCLE have
expected signs. In order to test for the secondliton ACEXP is regressed on
AUDITFEE along with a set of control variables.this regression specification
ACEXP is found to have a positive but insignificafiiect on AUDITFEE. Thus,
the results fail to support the second conditiohe Tcontrol variables in this
regression are all significant and they have ptedisigns. Finally, to test the
third and fourth conditions AUDITFEE and ACEXP aegressed on ACC with a
set of control variables. The results show that ALREE has a negative effect
on ACC as expected. Thus condition three is felfill In this regression
specification ACEXP has a negative and insignificaffect on ACC. Control
variables TA, OPCYCLE, SALESG and LOSS are all gigant and TA as well
as OPCYCLE have expected signs. However, the foootidition cannot be
assessed because ACEXP did not initially havetessttally significant effect on
ACC.
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(-),793
ACEXP ACC

AUDITFEE

(+) ,041 (-) -1,337*

() ,860

Notes:

*x xx * denote significance at 1%, 5% and 10%vkd
respectively

Expected signs of the relationships are presented i
parentheses

Reported numbers are coefficients

The variables are defined as follows:

ACEXP= Ratio of financial experts on the audit committe
AUDITFEE= Natural logarithm of audit fees

ACC-= Discretionary accrualResidual from the regressio
model 6 scaled by 100)

D

Figure 13. Summarized results for model ACEXAUDITFEE>ACC.

In summary, model ACEXPAUDITFEE->ACC does not fulfill all the
conditions of the Causal Steps Method. This is bseahe audit committee
expertise ratio does not have a statistically $iggmt effect on either
discretionary accruals or audit fees, albeit thedations of these effects are as
hypothesized. Thus, conditions 1 and 2 are noilladf With regard to the third
condition audit fees are found to have a negatifexieon discretionary accruals
and therefore condition 3 is fulfilled. To conclydesince the model
AXECP->AUDITFEE>ACC fulfills only condition 3, the mediated effeof
audit committee expertise ratio through audit feesliscretionary accruals is not
supported by the results.

6.3 Results related to model ACMEBT
AUDITFEE>ACC

Model ACMEET>AUDITFEE>ACC is based on the assumption that audit
committee effectiveness increases along with axgfitmittee meeting frequency.
Moreover, audit quality is expected to increasen@lwith audit fees. Thus, the
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following relationships are proposed: 1) ACMEET laasegative effect on ACC,
2) ACMEET has a positive effect on AUDITFEE, 3) AUB-EE has a negative
effect on ACC and 4) AUDITFEE mediates the reladitip between ACMEET

and ACC. The regression models estimated to testabiove relationships are
shown in Table 4.

Figure 14 summarizes and Appendix 11 presents ¢heleld results related to
model ACMEET™>AUDITFEE->ACC. In order to test the first condition
ACMEET is regressed on ACC with a set of contraliatales. It is found that
ACMEET has a significant negative effect on ACQughhe first condition is
fulfilled. In this regression all control variablage statistically significant and TA
and OPCYCLE have the expected signs. To test fer gbcond condition
ACMEET and a set of control variables are regresseAUDITFEE. The results
show that ACMEET has a significant positive effeat AUDITFEE. Therefore
the second condition is fulfilled. In this regressiall control variables are
statistically significant and they have expecteghsi In order to test the third and
fourth conditions both ACMEET and AUDITFEE as wad control variables are
regressed on ACC. It is found that AUDITFEE hasgmificant negative effect
on ACC and thus the third condition is fulfilledhd fourth condition is addressed
by assessing whether AUDITFEE decreases the effe®CMEET on ACC. ltis
found that the effect of ACMEET on ACC is smallerthe third regression than
the first one (-.246**<-.279***). Thus, condition 4 also met. The control
variables are found to be statistically significamd TA as well as OPCYCLE
have the expected signs. In addition to the rexflt€ausal Steps Method the
Sobel Test statistics (-1.784*) indicates that thediated effect is statistically
significant at the 10% level.



88 Acta Wasaensia

(_) -, 279%**
ACMEET " ACC

AUDITFEE

(+) ,026%* (-) -1,073*

ACMEET |y oz

Notes:

*rx *x * denote significance at 1%, 5% and 10%vkd
respectively

Expected signs of the relationships are presented i
parentheses

Reported numbers are coefficients

The variables are defined as follows:

ACMEET= Number of audit committee meetings during
fiscal year

AUDITFEE= Natural logarithm of audit fees
ACC=Discretionary accrual@Residual from the regression
model 6 scaled by 100)

Figure 14. Summarized results for model ACMEBRUDITFEE>ACC.

As a summary, the results indicate that model ACMBRAUDITFEE>ACC
fulfils all four conditions of the Causal Steps Med. That is, audit committee
meeting frequency is found to have a negative etfealiscretionary accruals and
a positive effect on audit fees. In addition, adieds are found to have a negative
effect on discretionary accruals. Finally, the tesahow that audit fees decrease
the effect of audit committee meeting frequencyd@tretionary accruals. Thus,
the results appear to support the hypothesis thalit ees mediate the
relationship between audit committee meeting fregyeand discretionary
accruals. The mediated effect is only partial siaadit fees do not reduce the
effect of audit committee meeting frequency on m#8onary accruals to non-
significance. This result may indicate that theeefffof audit committee meeting
frequency on discretionary accruals may also beiatetl by other control
mechanisms, such as internal auditing, which areently out of the scope of the
model.
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6.4 Discussion of the main results

The main analysis involves examination of threeassie models, namely
ACSIZE->AUDITFEE->ACC, ACEXP>AUDITFEE->ACC and ACMEEP
AUDITFEE->ACC. The underlying notion in these models is thate effective
audit committees will increase financial reportipgglity and also demand better
audit quality. In addition, audit quality is expedtto contribute to financial
reporting quality. When these effects are combiedijt quality is modeled as a
mediator in the relationship between audit comraitéectiveness and financial
reporting quality. The main analytic technique eoypld to test the models is the
Causal Steps Method, which is accompanied by tleIStest when applicable.
Table 5 provides a summary of the main results.

The results regarding models ACSR2RAUDITFEE>ACC, and
ACEXP->AUDITFEE>ACC do not meet the conditions of the Causal Steps
Method and therefore the mediation hypothesis tssnpported. This is because
neither audit committee size nor audit committegeetise ratio has the
hypothesized effect on discretionary accruals dlitafiees. These results imply
that the audit committee composition depicted byitacommittee size or
expertise ratio may not be sufficient indicators tas how effective audit
committees will be in discharging their respondiie$. This may be due to the
fact that audit committee composition is striciégulated in the USA and there is
not enough variation in these variables. Due tsdhesults further discussion
will be focused on model ACMEEZAUDITFEE->ACC.

The results for the model ACMEEXAUDITFEE->ACC indicate that audit fees
mediate the relationship between audit committeectimg frequency and
discretionary accruals as hypothesized. Both thdirfgs of the Causal Steps
Method and Sobel Test support this result. In i@hato the Causal Steps Method
the following significant relationships are found) a negative relationship
between audit committee meeting frequency and elscrary accruals, 2) a
positive relationship between audit committee nmgefrequency and audit fees,
and 3) a negative relationship between audit fewsdiscretionary accruals. In
addition, the results show that audit fees rediee dffect of audit committee
meeting frequency on discretionary accruals, whishconsistent with the
mediation hypothesis. However, since the effectaoflit committee meeting
frequency on discretionary accruals is not redutaecdon-significance, only
partial mediation is supported. Furthermore, théebdest statistic (-1.784*)
indicates that the mediated effect of audit conemitineetings on discretionary
accruals through audit fees is statistically sigaifit at the 10% level. Thus these
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results in total are indicative of a partial meddeffect.

The results regarding model ACMEBIRUDITFEE>ACC have several

implications. In general the results for the modeé consistent with the
predictions of agency theory. This is because kaibit committee meeting
frequency and audit fees are found to have a nepatifect on discretionary
accruals, which suggests that both audit commigtiéectiveness and external
audit quality contribute to a company’s financigporting quality. The results are
also consistent with the notion that audit comragteand external auditors
complement each other. That is, audit committeetimgse are found to increase
audit fees, which are further found to decreaseréi®nary accruals. In addition,
the individual relationships constituting the modbehve the following

implications.

Firstly, the negative relationship between audit committeeting frequency and
discretionary accruals suggests that more actidgg aammittees are better able
to restrict management discretion over accountssgiés. This may be because
more active audit committees are better informenlitkhe state of affairs in the
company and thus are better able to monitor itsowting practices. For
example, regular meetings between audit commitée®b external auditors or
audit committees and internal auditors may enhanimemation flow between
these parties and therefore result in better detisiaking by audit committees.
Active audit committees may also be staffed byvitlials who are motivated to
devote their time to the functioning of the audtranittee and such individuals
may exercise closer monitoring over managementkherestricting earnings
management more effectively.

Secondly the positive relationship between audit committegeting frequency
and audit fees has several plausible explanatidhg positive relationship
between audit committee meetings and audit fees eresy because preparation
and attendance at meetings requires additional Wwgrkuditors, causing higher
audit fees (see Stewart et al. 2007). On the otteerd more active audit
committees may be more concerned about audit guatt therefore demand
greater quantity of audit effort, which is agairleeted in an increase in audit
fees. Since these explanations are not mutualljusixe both of them might
apply to the present findings.

Thirdly, a negative effect between audit fees and diseraty accruals is found.
This result implies that greater audit effort refexl in higher audit fees leads to
closer monitoring of a company’s accounting issuaed thus decreases
management discretion over accounting choices. ellresults may also be
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related to auditor independence discussion. Thesdts imply that higher audit
fees do not compromise auditor independence, whaiid result in less rigorous
monitoring by auditors. On the contrary, the ressliggest that higher audit fees
may indicate that sufficient audit effort and autbiurs have been allocated to the
client. The results moreover suggest that protectib reputation may lead to
auditor reporting conservatism: auditors who arne p#ore allow their clients less
discretion over discretionary accruals than auditaino are paid less.

Finally, audit fees are found to function as a mediatah@relationship between
audit committee meeting frequency and discretiorsggruals. The mediation
model consists of the relationships discussed abdV® mediation model
maintains that although audit committee meetingsitrdmute to financial
reporting in their own right, part of this effeaap through external auditing. The
model is consistent with prior literature statingatt audit committees are
responsible for both ensuring a company’s financigborting quality and
ensuring external audit quality. Thus, some ofrtt@nitoring activities are bound
to be transmitted from audit committees to exteealitors. Since the results do
not imply full mediation, it is likely that other enitoring mechanisms of the
company, such as internal auditing and internakrots) may also function as
mediators between audit committee effectivenessfiaadcial reporting quality.
These control mechanisms, however, are beyondctipef the present study.
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Summary of the main results.
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6.5 Robustness of the main results

This section aims at testing the robustness ofréisalts provided by the main
analysis. Since the main results only supportedehA@MEET>AUDITFEE—>
ACC the additional analyses are mainly focusedhos model. The additional
analyses are organized as follovidstly, the main analysis regarding model
ACMEET->AUDITFEE>ACC is repeated using winsorized dasacondly the
robustness of the main results is tested by empdoywo additional model
specificationsThirdly, an additional model specification in which thedmad¢ing
variable AUDITFEE is replaced by industry adjustaadit fees (INDFEE) is
tested. Thus the following model ACMEBINDFEE>ACC is examined.
Fourthly, a model specification including a composite meastor audit
committee effectiveness is tested using path aisagysploying AMOS statistical
packageFifthly, the effect of unexpected fees on discretionacyusds is tested.
Finally, a competing effect type, moderation effect, iareied.

6.5.1 Results for model ACMEBAUDITFEE-2ACC using winsorized data

This part of the analysis examines whether the mesults related to model
ACMEET->AUDITFEE>ACC are affected by outliers in the initial dat&igis
achieved by repeating the analysis related to thas@l Steps Method using
winsorized dat. The descriptive statistics for the winsorizediafles were
presented in Section 5.4. The regression modeldoge are consistent with
models 15-17. In addition, Sobel Test statistios ealculated as presented in
Equations 22-23.

The results for the winsorized data are summatrizdedgure 15 and presented in
full in Appendix 12. The findings of the analysiseaconsistent with the results
reported in the main analysis. Thus the resulteakthat ACMEET has a
significant negative effect on ACC and thus thstficondition is fulfilled. The
results also show that ACMEET has a significantitp@seffect on AUDITFEE
thereby fulfilling the second condition. AUDITFEE ialso found to have a
significant negative effect on ACC, which meets tequirements of the third
condition. In addition, it is found that AUDITFEEduces the effect of ACMEET
on ACC. This result fulfils the fourth conditionh&se results therefore imply that
AUDITFEE mediates the relationship between ACMERET ACC. This result is
further supported by the Sobel Test statistic ¢20 which shows that the
mediated effect is significant at the 5% level. 8h®n these findings it can be

31 Data is winsorized by 2.5% from both tails.
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concluded that the results of the main analysisnatedriven by outliers in the
initial data.

(-) -,282**
ACMEET 1 ACC

AUDITFEE

(+) ,027% (-) -1,135%*

ACMEET

() -.244%

Notes:

*x %% % denote significance at 1%, 5% and 10%vkd
respectively

Expected signs of the relationships are presented i
parentheses

Reported numbers are coefficients
The variables are defined as follows:
ACMEET= Number of audit committee meetings during
fiscal year

AUDITFEE= Natural logarithm of audit fees

ACC= Discretionary accrualResidual from the regressio
model 6 scaled by 100)

=

Figure 15. Summarized results for model ACMEEBRUDITFEE->ACC using
winsorized data.

6.5.2  Results for additional model specifications

The objective of this part of the analysis is tettthe robustness of the main
results by employing two additional model speciimas. In the first model
specification the conditions of the Causal Stepshigie are tested simultaneously
for all three measures of audit committee effectess including control
variables. This regression specification revealetiwr the main results can be
achieved by including all measures of audit conesitt effectiveness
simultaneously into the analysis or whether mullicearity between the
measures has an impact on the results. The regmessdels required for the
analysis are presented in Table 6.
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Table 6. Regression models estimated to test measuresudif eommittee
effectiveness simultaneously.

Condition Equation no
Condition 1:

ACC= o+ 1 TA+5,0PCY CLE4;SALEGH3,LOSSHBACSI ZE+SACEXP + (24)
PACMEET+¢
Condition 2:

AUDITFEE=¢+ /5, TA+8,INVREC+8;FOROPR4,QR+85L OSS#:BSIZE44,BIND+ (25)
BBMEET+8,ACSI ZE+ B10ACEXP + B, ACMEET +¢
Conditions 3 and 4:

ACC= o+, TA+S,0PCYCLE:SALEGH3,LOSSH:ACSIZE+ BACEXP + 3, ACMEET+ | (26)
PAUDITFEE +¢

The variables are defined as follows:

ACC-= Discretionary accruals (Residual from the regjrmsmodel 6 scaled by 100)
ACSIZE= Number of audit committee members

ACEXP= Ratio of financial experts on the audit conteat

ACMEET= Number of audit committee meetings durirsgéil year

AUDITFEE= Natural logarithm of audit fees

TA= Natural logarithm of total assets

OPCYCLE= Operating cycle (Calculated as presentedjiraitons 7-8)

SALEG= Growth rate in net sales

LOSS= Indicator variable, 1 if the net income df flscal year is negative, otherwise 0
INVREC= Total inventories and total receivables timtassets

FOROPR= Foreign sales to total sales

QR= Quick ratio

BSIZE= Number of board members

BIND= Board independence %

BMEET= Number of board meetings during fiscal year

The findings of the analysis are presented in Agpe3. The results of these
regression model specifications are consistent thighresults obtained from the
main analysis. It is found that the first conditignfulfiled by ACMEET, which
has a significant negative effect on ACC. Consistath the results of the main
analysis, ACSIZE and ACEXP do not have the hypatieelseffect on ACC and
therefore the first condition is not met by thesgiables. In this regression all
control variables are significant and TA as wellGBCYCLE have expected
signs. The results also reveal that the secondittmmds met by ACMEET but
not by ACSIZE and ACEXP. That is ACMEET has a pwsiteffect on
AUDITFEE whereas ACSIZE and ACEXP are not statahc significantly
related to AUDITFEE. In this regression all contvakiables except BMEET are
significant and the direction of their effect istagothesized. The results further
show that the third condition is fulfilled since AUTFEE has a significant
negative effect on ACC. Due to the above resules furth condition can be
addressed only with regard to ACMEET. It is fouhattadding AUDITFEE to
the model decreases the coefficient of ACMEET slighthus supporting the
mediation hypothesis. The Sobel Test statisti@(-8*%) provides further evidence
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that the mediated effect from ACMEET to ACC througb/DITFEE is also
statistically significant in these regression spieaiions. Based on the results it
can be concluded that multicollinearity between snees of audit committee
effectiveness does not have an effect on the gesult

In the second model specification the conditionshef Causal Steps Method are
tested simultaneously for all three measures ofitatmmmittee effectiveness

excluding control variables. This regression speaiion is tested in order

examine whether the results are affected by miiinearity between measures of
audit committee effectiveness and control variablEse estimated regression
models are presented in Table 7.

Table 7. Regression models estimated to test measuresudif eommittee
effectiveness excluding control variables.

Condition Equation no
Condition 1:

ACC=4, +$,ACSI ZE+B,ACEXP+,ACMEET+¢ (27)
Condition 2:

AUDITFEE=By+#,ACSI ZE+B,ACEXP+#;ACMEET+¢ (28)
Conditions 3 and 4:

ACC=fy+B,ACSI ZE+B,ACEXP+8;ACMEET+8,AUDITFEE+¢ (29)

The variables are defined as follows:

ACC-= Discretionary accruals (Residual from the regjrmsmodel 6 scaled by 100)
ACSIZE= Number of audit committee members

ACEXP= Ratio of financial experts on the audit conteat

ACMEET= Number of audit committee meetings durirsgél year

AUDITFEE= Natural logarithm of audit fees

The findings of the above models are presentedppeAdix 14. The results of
these model specifications are largely consistetit the results provided by the
previous analyses. Testing of the first conditi@veals that ACMEET has a
statistically significant negative effect on ACCCSIZE and ACEXP are also
negatively related to ACC, albeit these relatiores ot statistically significant.
Thus, only ACMEET fulfils the first condition. Tesg for the second condition
shows that all ACSIZE, ACEXP and ACMEET variableavé a statistically
significant and positive effect on AUDITFEE. Theyed all measures of audit
committee effectiveness fulfil the second conditianthis model specification.
The third condition is also met since AUDITFEE @ufhd to have a significant
negative effect on ACC. Due to the results for ¢oods 1-3 only ACMEET can
be taken into consideration when the fourth coaditis addressed. The results
reveal that including AUDITFEE in the model reduties effect of ACMEET on
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ACC. Thus, the mediated effect of ACMEET on ACCotlgh AUDITFEE is
supported. The Sobel Test statistic (-4.694***)ocaladicates that AUDITFEE
significantly mediates the relationship between AEEM and ACC. These results
imply that multicollinearity between measures otliaswwcommittee effectiveness,
particularly ACSIZE and ACEXP, and control variablenay have had some
influence on the main results. This is becausesdéoend condition is met by these
variables when control variables are excluded ftbenregression models.

6.5.3  Results for industry adjusted audit fees

This part of the analyses involves an alternativediating variable, namely
industry adjusted audit fees (INDFEE). Thus the e\é¢dCMEET->INDFEE>
ACC is examined. The mediating variable INDFEE adcalated as a ratio of a
company’s audit fees relative to the mean auds f#ethe industry. Mean audit
fees for the industry are calculated based on tigib 8IC codes. This analysis is
conducted in order to test whether companies withenfrequent audit committee
meetings demand better audit quality than otherpaomes in the same industry
on average and thus pay higher industry adjustelit &es. In addition, this
analysis shows whether higher industry adjustedit aiggts result in better
financial reporting quality. The regression modeistimated to test model
ACMEET->INDFEE>ACC are presented in Table 8.

The results for the model are reported in Apperidix The results are consistent
with the main analysigFirstly, the results show that ACMEET has a negative
effect on ACC, which fulfils the first conditiorecondly the results reveal that
ACMEET has a positive effect on INDFEE, which imststent with the second
condition. Thirdly, INDFEE is found to have a negative effect on A@dijch
satisfies the third conditiofrinally, INDFEE is found to mediate the relationship
between ACMEET and ACC. That is, the effect of ACEEon ACC is reduced
after INDFEE is included in the regression. The @dlest statistic (-1.877*) also
indicates that the mediated effect is significantre 10% level. These results
imply that companies with active audit committeesndnd better audit quality
than other companies in the same industry and firergay relatively higher
audit fees. The results also show that industrysadg audit fees may reflect
audit quality: auditors who are paid more than othalitors in the same industry
on average seem to decrease management discrefien accruals more
effectively than auditors who are paid less.
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Table 8. Regression models estimated to test model ACMBEENDFEE~>

ACC.
Condition Equation no
Condition 1:
ACC= ot 1 TA+5,0PCY CLE4;SALEGH3,LOSSHB-ACMEET +¢ (30)
Condition 2:
INDFEE=Bq+ B, TA+BINVREC+3;FOROPR,QR+35LOSS+BSIZE+3,BIND+ (31)
BBMEET+B,ACMEET +¢
Conditions 3 and 4:
ACC= ot 1 TA+5,0PCY CLE;SALEGH5,L OSS+BACMEET + | NDFEE +¢ (32)

The variables are defined as follows:

ACC-= Discretionary accruals (Residual from the regjrmsmodel 6 scaled by 100)
ACMEET= Number of audit committee meetings durirsgél year

INDFEE = Ratio of audit fees relative to the indystrean

TA= Natural logarithm of total assets

OPCYCLE= Operating cycle (Calculated as presentedjuaions 7-8)

SALEG= Growth rate in net sales

LOSS= Indicator variable, 1 if the net income df flscal year is negative, otherwise 0
INVREC= Total inventories and total receivables tatassets

FOROPR= Foreign sales to total sales

QR= Quick ratio

BSIZE= Number of board members

BIND= Board independence %

BMEET= Number of board meetings during fiscal year

6.5.4  Results for path analysis

This analysis tests a variation of the model dguedousing path analysis. This
analysis is conducted using AMOS statistical paekésee Holmbeck 2002).
There are several advantages in this apprdaicstly, path analysis provides an
opportunity to test multiple relationships simukansly.Secondlythis approach
provides measures for the overall goodness-ofdtistics of the proposed model.
This study uses the Chi-square tgg} (0 assess the goodness-of-fit of the model.
Chi-square test statistics are interpreted asu@lioa non-significant (P>0.05)
value indicates that the model fits the data sattsfily. Finally, path analysis
provides information regarding the significancetloé relationship between the
variables (Kline 1998; Baines & Langfield-Smith Z)0

The path model is formed as follows. In the pathdetpa composite measure of
audit committee effectiveness (ACSUM) is modelech&we a path leading to
AUDITFEE, which is further modeled to have a pahding to ACC. ACSUM is
formed by calculating standardized values of ACSIAEEXP and ACMEET.
Calculated standardized values are then summedrto & variable ACSUM. It
should be noted that this part of the analysisxesathe first condition of the
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Causal Steps Method. That is the direct effectuditacommittee effectiveness on
financial reporting quality is not tested. Therefothe path analysis tests whether
ACSUM hasan indirect effecon ACC through AUDITFEE rather than testing
for the mediated effect. This interpretation is sistent with Holmbeck’s (1997)
definition of mediating and intervening effects.

The model is presented in Appendix 16. The goodpésis statistics §*(1)=
.204 (P=.652)] indicate that the model fits theadsatisfactorily. In addition it is
found that ACSUM has a positive and significaneeffon AUDITFEE, which is
further found to have a significant negative effent ACC. The results of this
model also indicate that audit quality may functasan intervening variable in
the relationship between audit committee effectgsnand financial reporting
quality. This issue should be examined more thdnbui future studies.

6.5.5 Results for unexpected fees

This analysis employs an optional approach to teet developed model by

examining unexpected audit fees. Prior audit sauthave suggested that audit
quality may be influenced by the amount of audésfeelative to their expected
amount rather than their realized amounts (Crasetedl. 1995; Gul et al. 1998;

Tsui, Jaggi & Gul 2001; Srinidhi et al. 2007). Tinederlying notion behind this

argument is that audit quality is associated witlkexpectedly high or low audit

fees: unexpectedly high audit fees indicating aertborough audit performance
and thus superior audit quality.

Examining unexpected audit fees involves the fallmvtwo-step procedure.
Firstly, two alternative regression specifications areduseestimate unexpected
audit fees (UNEXPFEE_1 and UNEXPFEE_2). These ssipa specifications
include measures of audit committee effectivenessvall as other variables
found in earlier studies to have an effect on aledis. The difference between the
models is as follows. The first model includes thifee measures of audit
committee effectiveness as well as a set of contemiables found by prior
studies to have an effect on audit fees whereasdbend model includes only a
measure of audit committee meeting frequency aset af control variables. The
latter model is estimated because the main anahdisated that audit committee
meeting frequency is the most important audit cott@airelated explanatory
variable for audit fees. More specifically, unexigeicaudit fees are estimated as
residuals from the following alternative regressmaodels:
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AUDITFEE=go+ A TA+BINVREC43:FOROPR4:QR+6sL OSS#5:BSIZE+
B7BIND+BsBMEET+86ACSIZE 481)ACEXP48,ACMEET 4 (33)

AUDITFEE=Bo+ B, TA+B,INVREC+3;FOROPR#4QR+AsLOSS#:BSIZE+
S7BIND+SBsBMEET+8,ACMEET + (34)
The variables are defined as follows:

AUDITFEE= Natural logarithm of audit fees

TA= Natural logarithm of total assets

INVREC= Total inventories and total receivablesdtal assets

FOROPR= Foreign sales to total sales

QR= Quick ratio

LOSS= Indicator variable, 1 if the net income o€ thscal year is negative,
otherwise 0

BSIZE= Number of board members

BIND= Board independence %

BMEET= Number of board meetings during fiscal year

ACSIZE= Number of audit committee members

ACEXP= Ratio of financial experts on the audit coittee

ACMEET= Number of audit committee meetings durirsgdl year

Secondlyin order to test whether UNEXPFEE_1 or UNEXPFERre related to

accrual quality they are regressed on ACC. If higheexpected audit fees
indicate higher engagement effort and thus highatitaquality, a negative

association between UNEXPFEE_1 or UNEXPFEE_2 andCAshould be

observed. The results of the analysis are presentégpendix 17. The results
show that both UNEXPFEE_1 and UNEXPFEE_2 have aifsignt negative
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effect on ACC. The results provide further supgortthe model proposed. This
is because the results indicate that measuresdif @mmittee effectiveness can
be used to predict unexpected audit fees. In anhditinexpected audit fees are
found to function as determinants of accrual qualithat is higher level of
unexpected audit fees seems to result in betteuacguality and more generally
better financial reporting quality.

6.5.6 Results for the moderation effect

As discussed in Chapter 4, one of the core isstidssostudy is the selection of
an effect type which sufficiently describes theatieinships between variables of
interest. After considering the theory related te variables as well as effect
types it was concluded that audit quality is likedyfunction as a mediator in the
relationship between audit committee effectivenessl financial reporting
quality. The main results provide support for theffect type for model
ACMEET->AUDITFEE>ACC. Although the mediation hypothesis was derived
from the literature the possibility of the altenwateffect type, moderation, cannot
be entirely ruled out without testing it empirigall

This part of the analysis therefore tests wheth& DN FEE moderates the
relationship between ACMEET and ACC. Following Hobkeck (1997) the
moderation effect is tested using multiple reg@ssinalysis by entering the main
effects of AUDIFEE and ACMEET into the ACC modeloa$y with control
variables first, following the interaction term AUDFEE*ACMEET of
ACMEET and AUDITFEE. A significant effect of thetaraction term means that
the moderated effect is supported. Since mediaimmhmoderation effects cannot
appear simultaneously (see Section 4.4.) it is eepethat the interaction term
will not be statistically significant. Thus the lmlving regression is employed to
test the potential moderation effect of AUDITFEE the relationship between
ACMEET and ACC:

ACC= fo+ 1 TA+B,0PCYCLE#5SALEG484,LOSS#BsACMEET48sAUDITFEE+
SAUDITFEE*ACMEET+ (35)
The variables are defined as follows:

ACC-= Discretionary accruals (Residual from the esgron model 6 scaled by
100)
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TA= Natural logarithm of total assets
OPCYCLE= Operating cycle (Calculated as presemtdetjuations 7-8)
SALEG= Growth rate in net sales

LOSS= Indicator variable, 1 if the net income o€ tfiscal year is negative,
otherwise 0

ACMEET= Number of audit committee meetings durirsgdl year
AUDITFEE= Natural logarithm of audit fees
AUDITFEE*ACMEET= Interaction term of ACMEET and AUDFEE

The results of the above analysis are presentégpendix 18. The results show
that the interaction termM\UDITFEE*ACMEET does not have a statistically
significant effect on ACC, which is consistent withe expectations. In this
regression specification neither ACMEET nor AUDITEEhas a statistically
significant effect on ACC. This result indicatestthmoderated effect type does
not describe the relationship of ACMEET and AUDITEEn ACC sufficiently.
Specifically, the results imply that AUDITFEE doest alter the strength or
direction of the effect of ACMEET on ACC. This még due to the fact that
ACMEET has a significant effect on ACC whereas matien effect is
traditionally suggested for relationships which anexpectedly weak (see Baron
et al. 1986). Thus, it can be concluded that tkalte related to moderation effect
provide indirect support for the mediation modedlgmed in this research.
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7 CONCLUSIONS

This study focuses on two important corporate goaece actors whose purpose
is to ensure a company’s financial reporting guahtamely audit committees and
external auditors. This study developed a modebssigng that audit quality
functions as a mediator in the relationship betwagdit committee effectiveness
and financial reporting quality. The purpose oftkection is to summarize the
study and to discuss its limitations and possibgitfor future research. The
section is organized as followsirstly, the underlying premises, contributions as
well as main results of the developed model areudised Secondly limitations

of the study are reviewe#inally, suggestions for future research are proposed.

7.1 Discussion

This study develops a model which suggests thatt apdlity mediates the
relationship between audit committee effectivenessl financial reporting
quality. The theoretical foundation of the modeVeleped is based on agency
theory, which states that monitoring mechanisms ag audit committees and
external auditors contribute to corporate contmodl @ahus have an effect on a
company’s financial reporting quality (e.g. Jenstral. 1976). In addition, the
developed model can be related to prior framewddaising on corporate
governance, audit committee effectiveness and ajuditity. Firstly, Cohen’s et
al. (2004) corporate governance mosaic highlighterielationships between
various corporate governance actors. This studyribores both theoretically as
well as empirically to the framework by Cohen et(@004) by focusing on the
interrelationship between two crucial corporate gyoance actors, namely audit
committees and external audito&econdly DeZoort et al. (2002) discusses the
determinants of audit committee effectiveness aatkes that it is conditional
upon audit committee composition, authority, resear and diligence. The
operational measures for audit committee effecegsremployed in this study are
consistent with DeZoort’s et al. (2002) framewodudit committee size and
expertise ratio relating to audit committee composi and audit committee
meeting frequency relating to audit committee diige.Finally, the framework
by Watkins et al. (2004) presents the determinaftaudit quality including
drivers, components as well as products of audalityu This study adds to this
framework by proposing that audit committee effemtiess is an important
demand side driver of audit quality. This deman@xpected to be reflected in
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real audit quality (i.e. auditor monitoring stremgtand further in financial
reporting quality, which is a product of audit gtal

In addition to the theoretical literature, currés® regulations (e.g. SOX 2002)
regarding audit committees and external audits igeoa regulatory framework
which determines the minimum requirements for agdihmittee effectiveness
and audit quality. This study focuses on compamwhbigh exceed the minimal
regulatory requirements regarding audit committiéecéveness or audit quality.
The regulatory framework also guides the choicespafrational measures of the
variables of interest. More particularly, the cuatrdJS regulations include
requirements regarding audit committee compositias well as its
responsibilities. In addition, particularly the SGX002) objective is to ensure
external audit quality and requirement to disclasdit fees provides a measure
for audit quality.

The elements of the model developed are deriveah fpoor empirical studies
focusing on the relationships between audit conemiéffectiveness, audit quality
and financial reporting quality. The research mdded an underlying notion that
more effective audit committees provide better nwrimg over accounting
choices of the company (e.g. Beasley et al. 2000t et al. 2004; Bédard et al.
2004) and also have an interest in investing mareexternal auditing (e.qg.
Abbott et al. 2001; Abbott et al. 2003a; Vafeasle007). In addition, external
audit is expected to contribute to a company’srfai@ reporting quality (e.qg.
Carcello et al. 2002; Frankel et al. 2002; Nelsbale2002; Abbott et al. 2003a;
Krishnan 2005; Larcker et al. 2004; Srinidhi et2007). This study extends the
work of the above studies both theoretically andpieically. The theoretical
contribution arises when the separate relationstaps combined into a
comprehensive model: audit quality is modeled asediator in the relationship
between audit committee effectiveness and finamefbrting quality. This effect
type has not been addressed by prior researchifgcos audit committees or
external audits. The empirical contribution arigesn two sourcesFirstly, the
examination of the proposed effect type involveshoéology which has not
been addressed by prior studi€¥econdly the present study examines the
relationships using a single set of US data. Tkerenation reveals whether the
results reported in prior studies hold in the pneé&S regulatory environment.

The mediation model is tested using two complemgmiaethods.Firstly, the

Causal Steps Method was used to test the indivicglationships in the model
and examine the occurrence of the mediated effBue regression analyses
required by the method were employed separatelthiothree measures of audit
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committee effectiveness and thus the following n®deere examined:
ACSIZE>AUDITFEE>ACC, ACEXP>AUDITFEE>ACC, and ACMEEP
AUDITFEE->ACC. Secondly the Sobel Test statistics were calculated for
models supported by the Causal Steps Method irr dodeerify the significance
of a potential mediation effect.

The main results of this study support model ACMEBEAUDITFEE->ACC.
However, the results regarding other two modelsSAE->AUDITFEE>ACC
and ACEXP>AUDITFEE>ACC, are inconclusive. The latter result is du¢gh®
fact that that neither audit committee size noitacmmmittee expertise ratio have
the hypothesized effect on discretionary accrualaualit fees. These results are
inconsistent with prior studies, which have linkaait committee size and audit
committee expertise with outcomes of audit commaitteffectiveness (e.g.
Archambeault et al. 2001; Bédard et al. 2004; Vafea al. 2007). The
inconsistency of the results can be explained eydifference in the regulatory
environment. The present study was conducted igtdyhregulated environment
which requires companies to maintain homogeneodsg eommittees in terms of
their composition. It is likely that prior studidgave been conducted in less
regulated environments in which companies’ audinweittees have been less
homogeneou.

With regard to model ACMEE®»AUDITFEE->ACC the results are consistent
with those of prior studies. More specifically, &utbmmittee meeting frequency
is found to have a negative effect on discretiorengruals (e.g. Xie et al. 2003;
Vafeas 2005) and a positive effect on audit feeg. (Eoodwin-Stewart et al.

2006). Consistent with prior studies audit feesase found to have a negative
effect on discretionary accruals (e.g. Frankel [e2802; Larcker et al. 2004;

Srinidhi et al. 2007). In addition, audit fees #mend to decrease the effect of
audit committee meeting frequency on discretioragruals, and the mediation
hypothesis is therefore supported. The Sobel Tasstics verify this relationship

by showing that the mediated effect is significanthe 10 % level. In addition to
the main analysis several additional analyses geoWirther support for model

ACMEET->AUDITFEE>ACC.

The results for model ACMEEPAUDITFEE->ACC have several implications.
Firstly, the results indicate that more active audit cotte®s are better able to
restrict earnings management, and thus contribote@ tcompany’s financial
reporting quality. This may be due to the fact thetive audit committees are
better informed about the state of affairs of tleenpany or that active audit

32 See Hay et al. (2008) for a discussion on thisdss
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committees are staffed with individuals who areic&ted in investing their time
and efforts into the functioning of the audit corttee which results in closer
monitoring of company’s reporting decisions by #uelit committee.

Secondlythe results show that more frequent audit conemitheetings lead to an
increase in audit fees. This result has severalsfdée explanations. The positive
relation may be due to the fact that external au@itpreparation and attendance
at audit committee meetings leads to increase dit &es. Alternatively, more
active audit committees may require greater assardny external auditors. In
turn greater assurance requires more audit efidnch leads to increase in audit
fees.

Thirdly, a negative relationship between audit fees aedrelionary accruals is

reported. This result implies that audit efforieefed in audit fees leads to closer
monitoring by auditors, thereby decreasing managém@pportunities to use

discretionary accruals to manage earnings. Thdtsealso show that audit fees
do not compromise auditor independence, which wotdddrease auditor’s

willingness to oppose management attempts to magageéngs. On the contrary,

the results imply that auditors’ reputation proi@ctleads to auditor reporting

conservatism and thus audit clients are left watbsldiscretion with respect to
discretionary accrual when audit fees are high.

Finally, the results show that there is a sequence fraiit aammittee meeting
frequency to audit fees to discretionary accru@tsus, the results support the
research model developed which states that audiitgunediates the relationship
between audit committee effectiveness and finame@brting quality. This result
is satisfying for both audit committees as wellexternal auditors, since they
indicate that both of these control mechanismsilftiieir role as assurers of a
company’s financial reporting qualityhe results also imply that the cooperation
between audit committee members and external agdgdeneficial and leads to
better financial reporting quality. In other wortte results provide support for
the notion that audit committees and external awslitare complementary
contributors to financial reporting quality.

In addition to the academic implications, the resof this study have important
practical significance for preparers, users as w@sllauditors of the financial
statements. From the preparer point of view thelte®f this study imply that
companies can signal their financial reporting gudb outsiders by setting up
audit committees which are in compliance with thegulations and by
encouraging their audit committees to be activanfanies can moreover invest
in external auditing by demanding a greater scdpexternal audit work. On the
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other hand, the results of this study imply tharasf financial statements can, to
certain extent, use audit committee meeting frequexnd audit fees as proxies
for audit committee effectiveness and external tagqdality as they attempt to

assess financial reporting quality. The resultthidf study also have implications
for auditors. The results of the study imply thagher audit fees are associated
with better financial reporting quality: higher audees ensure that proper
resources have been invested in the audit and quadlity is therefore enhanced.
Thus, the results encourage auditors to resistilgesbudget pressures from

clients.

7.2 Limitations

This study is concerned with aggregate and averHugt. is, it seeks to examine
what type of generalized model can be establishedescribe the relationships
between audit committee effectiveness, audit quadmd financial reporting
quality®®. This approach involves using measures for audimrittee
effectiveness, audit quality and financial repagytopuality which can be derived
from publicly available sources using cross-sectiaiata.

The research method applied has inherent limitatiamich should be taken into
consideration when making interpretations of theults. It can be argued that
publicly available sources provide only crude pesxifor audit committee
effectiveness, audit quality and financial repdagtimuality: the measures
employed may not capture all aspects of the vagbdf interest. More
importantly, their ability to explain the interréanships and communication
between audit committee members and external asditadetermining financial
reporting quality is limited. It should also be edtthat the methodology and data
used does not allow demonstrating cause-effectiorkhips between variables.
Therefore it is difficult to distinguish betweenteahative explanations of the
results, thus the inferences of the results mustcdgious. Furthermore, as
discussed by Francis (2004) it is possible thatoth@ompanies” with high
financial reporting quality may also have strongeintives to invest in audit
committee effectiveness and audit quality. Althotlge present study attempts to
control for company differences and test the endeig of the variables, this
rationale cannot be ruled out entirely as an adiera explanation for the results.

3 See Turley et al. (2007) for a critique of thigpagach.
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7.3 Future research

This study opens up several alternative avenue$ufare researchkirstly, this
study employs a cross-sectional data from a sieglentry and, as discussed
above, this creates limitations for the analysithefmodel. Future research could
examine the model developed using different typessets of data. More
specifically, future studies could seek to emplogditudinal data or data from
different countries to test the model. The advamtaiglongitudinal data is that it
would provide more power for the statistical anasysin addition, studies using
longitudinal data could examine how companies’ aadmmittees and external
audits adapt to changes in regulatory and otheirr@mmental requirements.
Future research could also examine the model deedlausing data from
different countries. As discussed previously, thsufts did not support all the
hypothesized relationships between variables ef@st. This may be because the
present study was conducted in a highly regulatedrenment which restricts
companies’ choices regarding audit committees, reateauditors as well as
financial reporting quality. Therefore, future sesl could test the model with
data derived from a less-regulated environmentraeroto examine whether the
hypothesized relationships are present in sucmamomment. It is also possible
that the relationship between audit committeeseatternal auditors is affected by
cultural differences and therefore it would be imgot to test the model using
data from different countries and different cultigettings.

Secondly in the present study the operational measuresafmlit committee
effectiveness, audit quality and financial repaytiquality were obtained from
publicly available sources. It is reasonable tonaekedge that the measures
employed may not capture all aspects of audit cdtamieffectiveness, audit
guality and financial reporting quality sufficieptIThus future research could aim
to develop and establish alternative measuresudit @ommittee effectiveness,
audit quality as well as financial reporting qualiThis could be achieved by
using, for example, a questionnaire. This approachld enable measures to be
derived which are non-regulated and not publiclgilable. Such measures would
enable a more thorough understanding of the relstips between the variables
of interest.

Thirdly, audit committees and external auditors are owyes of the many
potential monitoring mechanisms operating to ensaireompany’s financial
reporting quality. Some of these mechanisms, sgch eompany’s full board of
directors and internal control mechanisms are witlthe company and
specifically designed for this purpose. Some cantrechanisms are external to
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the company and exercise monitoring in order tegadrd their own interests.
These parties include, for example, sharehofflemsd debt holders. Thus it is
evident that examining the relationship betweenitacoimmittee effectiveness
and audit quality in isolation provides an inconm@ledescription of the

determinants of financial reporting quality. It tiserefore suggested that future
research could include the various parties in tbdehexamined in this study and
so develop a broader understanding of the intenatietween these partiés

Finally, due to the fact that audit committees and exteanditors operate in a
highly complex environment it can be argued thangative research methods
may not be able to capture all aspects of the ioslships between audit
committees and external auditors. Thus, as sughdsyeTurley and Zaman

(2004), Turley and Zaman (2007) and Stewart e{24l07) there is a need for
more qualitative research regarding the functiomhgudit committees as well as
external audits. Therefore, it is suggested thaase study methodology and
interviews could provide a complementary means xangne the model

developed. The main advantage of this approachaisit would enable a more
thorough analysis of the model proposed and itedyidg dynamics.

3 In general the literature suggests that instingicshareholders have sufficient power to monitor
the company and its financial reporting processrede individual shareholders’ ability to execute
such monitoring is regarded as limited.

% See e.g. Hay et al. (2008) for a discussion réggrthe relationship between internal controls
and external auditing.
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APPENDIX 1. Summary of corporate governance standf4rds

Rule SOX (2002) NYSE (2003) AMEX (2003) NASDAQ (2003)
Regulator

Audit committee n/a Minimum of three| At least three| At least three

size members members members

Audit committee Audit committee | To be Audit committee Consistent with

independence

member may not
accept, other than
in his or her
capacity as a
member of the
audit committee,
the board of
directors or any
other board
committee, any
consulting,
advisory or other
compensatory fee
from the issuer or
be an affiliated
person of the
issuer or any

independent, an
audit committee
member must
have no material
relationship with
the listed
company either
directly or as a
partner,
shareholder, or
officer of an
organization that
has a relationship
with the company.

member may not
other than in his or
her capacity as a
member of the
audit committee,
the board of
directors, or any
other board
committee:1)
accept directly or
indirectly any
consulting,
advisory, or other
compensatory fee
from the issuer or
any subsidiary
thereof, or 2) be an

SOX (2002) audit
committee
members are
prohibited from
receiving any
payment other than
payment for board
or committee
service. Affiliated
persons of the
company or its
subsidiaries may
not be audit
committee
members. In
addition, audit
committee

subsidiary affiliated person of| members may not
thereof. the issuer or any | own or control 20
subsidiary thereof.| percent or more of
the issuer's voting
securities, or such
lower number as
established by the
SEC.
Audit commitee Issuer must All audit All audit All audit
members’ disclose whether | committee committee committee
experience its audit members must be] members must be | members must be
committee financially able to read and able to read and

includes at least
one “financial
expert,” and if
not, why not. To
qualify as a
financial expert,
audit committee
member must
have: 1) an
understanding of
GAAP and
financial
statements, 2)
experience
applying GAAP
in connection
with and in
preparing or
auditing financial

statements and

literate, and at
least one must
have accounting
or financial
management
expertise.

understand
fundamental
financial
statements,
including a
company's balance
sheet, income
statement, and cag
flow statement. At
least one member
of the audit
committee must be
financially
sophisticated, in
that he or she has
past employment
experience in
finance or
accounting,

requisite

understand
fundamental
financial
statements,
including a
company'’s balance
sheet, income

hstatement, and cash

flow statement.
Additionally, each
issuer must certify
that it has, and will
continue to have,
at least one
member of the
audit committee
who has past
employment
experience in
finance or

% The above table summarizes the SOX (2002) reqeintsnas well as the stock exchanges’
standards regarding corporate governance. Therigfdoes not inclusively offset all the corporate
governance requirements in these regulations.
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Continued
Rule SOX (2002) NYSE (2003) AMEX (2003) NASDAQ (2003)
Regulator
applying professional accounting,
accounting certification in requisite
principles in accounting, or any| professional

connection with
accounting for
estimates,
accruals, and
reserves used in
the company's
financial
statements, 3)
experience with
internal
accounting
controls and
procedures, and
4) an
understanding of
audit committee
functions.

other comparable
experience or
background which
results in the
individual's
financial
sophistication,
including but not
limited to being or
having been a chie|
executive officer,
chief financial
officer, other
senior officer with
financial oversight
responsibilities.

certification in
accounting, or any
other comparable
experience or
background which
results in the
individual’'s
financial
sophistication,

f including being or
having been a chief
executive officer,
chief financial
officer or other
senior officer with
financial oversight
responsibilities.

Audit committee
responsibilities

Oversee the
accounting and
financial

Assist board
oversight of: 1)
the integrity of the

The audit
committee of each
issuer must have

Oversee the
company's
accounting and

reporting process| company's necessary financial reporting
of the company | financial procedures relating processes and the
and the audits of | statements, 2) the| to: (a) registered | audits of its
the financial company's public accounting | financial
statements of the | compliance with | firms, (b) statements,
company. legal and complaints relating| responsible to
regulatory to accounting, ensure the external
requirements, 3) | internal accounting| auditor's
the independent | controls or independence and
auditor's auditing matters, | review and
qualifications and | (c) authority to approve all related-
independence, 4) | engage advisors, | party transactions.
the performance | and (d) funding as | In addition
of the company's | determined by the | external auditor’s
internal and audit committee. | accountability to
external audit the Committee.
function and 5)
preparation of the
audit committee
report for the
company's proxy
statement.
Audit committee n/a Separate, periodi¢ The audit n/a

meetings

meetings with
management,
internal auditors
and external
auditors.

committee of each
issuer must meet a
least on a quarterly
basis.

t
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APPENDIX 3. Definitions for variables used in the analyses.

Variable name

Description of the variable

Audit committee effectiveness
ACSIZE

ACEXP

ACMEET

Audit quality
AUDITFEE

Financial reporting quality
ACC

Control variables for financial reporting quality
TA
OPCYCLE

SALEG
LOSS

Control variables for audit quality
TA

INVREC

FOROPR

QR

LOSS

BSIZE
BIND
BMEET

Number of audit committee members
Ratio of financial experts on the audit committee
Number of audit committee meetings during fiscal

year

Natural logarithm of audit fees paid to the incumibe

auditor

Discretionary accruals (Residual from the regression
model 6 scaled by 100)

Natural logarithm of total assets

Operating cycle (Calculated as presented in
Equations 7-8)

Growth rate in net sales

Indicator variable, 1 if the net income of the fikc

year is negative, otherwise 0

Natural logarithm of total assets

Total inventories and total receivables to totakss
Foreign sales to total sales

Quick ratio

Indicator variable, 1 if the net income of the éikc
year is negative, otherwise 0

Number of board members

Board independence %

Number of board meetings during fiscal year
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APPENDIX 4. Sample selection criteria.
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APPENDIX 5. Descriptive statistics of variables used in st@@dtanalyses.

Acta Wasaensia

Table 1. Descriptive statistics for variables used in maialgsis.

Minimum | Maximum| Mean Std.Dev. Skewneps  Kurtosis
ACSIZE 2 8 3.74 .928 1.051 1.428
ACEXP 0 1.00 4871 .28409 737 -.757
ACMEET 0 31 9.02 3.616 1.328 4.756
AUDITFEE 12.00 18.27| 14.6051 .97259 A4lL6 .164
ACC -49.04 48.68 .00( 11.398(02 142 2.020
TA 17.55 27.27 21.4201 1.50657 416 -.005
OPCYCLE 4.58 664.33 120.7825 75.64084 2.107 7.296
SALESG -.87 6.47 .140% .27582 12.487 281.326
LOSS 0 1 .1004 .30069 2.663 5.103
INVREC 0 .89 .2483 .15784 .903 671
FOROPR 0 1.02 2972 .26144 .510 =727
QR 077 24470 1.7401p  2.022967 4730  35.100
BSIZE 4 17 9.11 2.119 .35 .031
BIND 0 100.000| 72.91053 13.753116 -.8[10 .906
BMEET 2 31 7.80 3.184 1.866 7.006
Notes:
The variables are as defined in Appendix 3

Table 2 Descriptive statistics of winsorized variables.

Minimum | Maximum| Mean Std.Dev. Skewness Kurtosis
ACSIZE 3 6 3.74 .852 .905 -.038
ACEXP 17 1.00 .4903 .27950 .812 -.787
ACMEET 4 17 8.93 3.178 AT8 -.144
AUDITFEE 12.93 16.74 14.60438 .92984 .32 -.435
ACC -21.31 26.39 .0603  10.30859 .2p7 128
TA 18.80 24.50 21.4099 1.44328 .298 -.617
OPCYCLE 22.37 327.43 118.5289 65.76321 1.209 1.536
SALESG -.19 .62 .135¢ 16311 .942 1.253
LOSS .00 1.00 .1004 .30069 2.663 5.103
INVREC .04 .64 .2468 1523y 728 -.090
FOROPR .00 .82 .2945 .25536 Afl2 -1.007
QR 257 7.309 1.65395  1.513498 2.168 4.637
BSIZE 5 13 9.07 2.024 14D -.656
BIND 42.857 90.909 73.1066P 13.020966 -.487 -.607
BMEET 4 15 7.70 2.775 .834 197
Notes:

The variables are as defined in Appendix 3
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APPENDIX 6. Correlation matrix.
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Main relationships as scatterplots.
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Companies grouped by industries.

APPENDIX 8.
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APPENDIX 9. Results for model ACSIZBAUDITFEE->ACC.

Variable Condition 1 Variable Condition 2 Variable Conditions 3
ACC AUDITFEE and 4
ACC
I ntercept 34.307** I ntercept 3.619%** I ntercept 39.347%*
t 7.046 t 12.111 t 7.431
se 4.869 se .299 se 5.295
TA -1.987*** TA 468%** TA -1.321%**
t -8.358 t 31.263 t -3.613
se .238 se .015 se .366
OPCYCLE .045%** INVREC .812%** OPCYCLE .045%**
t 9.822 t 7.016 t 10.007
se .005 se 116 se .005
SALESG -2.423** FOROPR .914%** SALESG -2.611**
t -1.987 t 12.728 t -2.142
se 1.219 se .072 se 1.219
LOSS -6.766*** QR -.029%** LOSS -6.447**
t -5.949 t -3.143 t -5.643
se 1.137 se .009 se 1.142
Audit committee LOSS 217 Audit committee
effectiveness t 3.775 effectiveness
se .058
ACSIZE 1.039*** ACSIZE 1.040***
t 2.609 BSIZE .028%*** t 2.617
se .398 t 2.634 se .397
se .011
Audit quality
BIND .004***
t 2.883 AUDITFEE -1.329**
se .001 t -2.392
se .556
BMEET .014**
t 2.519
se .006
Audit committee
effectiveness
ACSIZE -.031
t -1.423
se .022
R? 157 .695 162
Sobel Test -
Notes:

e xx *denote significance at 1%, 5% and 10% Ewespectively
The variables are as defined in Appendix 3
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APPENDIX 10. Results for model ACEXP AUDITFEE->ACC.

Variable Condition 1 Variable Condition 2 Variable Conditions 3
ACC AUDITFEE and 4
ACC
I ntercept 33.805*** I ntercept 3.623*** I ntercept 38.874%**
t 6.926 t 12.112 t 7.323
se 4.881 se .299 se 5.308
TA -1.793*** TA A464%** TA -1.125%**
t -7.939 t 31.088 t -3.139
se .226 se .015 se .358
OPCYCLE 0447+ INVREC .801%** OPCYCLE .045%**
t 9.584 t 6.926 t 9.767
se .005 se 116 se .005
SALESG -2.582** FOROPR .920%** SALESG -2.770%*
t -2.113 t 12.821 t -2.268
se 1.222 se .072 se 1.221
LOSS -6.858*** QR -.029%** LOSS -6.537***
t -6.014 t -3.080 t -5.707
se 1.140 se .009 se 1.146
Audit committee LOSS 221 %** Audit committee
effectiveness t 3.845 effectiveness
se .058
ACEXP .793 ACEXP .860
t .645 BSIZE .023** t .701
se 1.230 t 2.314 se 1.228
se .010
Audit quality
BIND .003***
t 2.649 AUDITFEE -1.337**
se .001 t -2.398
se .558
BMEET .014**
t 2.480
se .006
Audit committee
effectiveness
ACEXP .041
t .655
se .062
R? 151 .694 .156
Sobel Test -
Notes:

e xx *denote significance at 1%, 5% and 10% Ewespectively
The variables are as defined in Appendix 3
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APPENDIX 11. Results for model ACMEE®»AUDITFEE->ACC.

Variable Condition 1 Variable Condition 2 Variable Conditions
ACC AUDITFEE 3and 4
ACC
I ntercept 34.758** I ntercept 3.557*+* I ntercept 38.711%*
t 7.133 t 12.043 t 7.314
se 4.873 se .295 se 5.293
TA -1.705%** TA 461 TA -1.176%**
t -7.584 t 31.382 t -3.286
se .225 se .015 se .358
OPCYCLE .044** INVREC TT74%* OPCYCLE .045%**
t 9.741 t 6.776 t 9.872
se .005 se 114 se .005
SALESG -2.746%* FOROPR .906*** SALESG -2.880**
t -2.255 t 12.801 t -2.365
se 1.217 se .071 se 1.218
LOSS -6.650*** QR -.026%** LOSS -6.419%**
t -5.843 t -2.867 t -5.615
se 1.138 se .009 se 1.143
Audit committee LOSS .209%** Audit committee
effectiveness t 3.680 effectiveness
se .057
ACMEET - 279%** ACMEET -.246%*
t -2.901 BSIZE .023** t -2.517
se .096 t 2.363 se .098
se .010
Audit quality
BIND .003**
t 2.474 AUDITFEE -1.073*
se .001 t -1.899
se .565
BMEET .007
t 1.143
se .006
Audit _committee
effectiveness
ACMEET .026***
t 5.208
se .005
R? .158 .702 161
Sobel Test -1.784*
Notes:

wk wx *denote significance at 1%, 5% and 10% kwespectively
The variables are as defined in Appendix 3
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APPENDIX 12. Results for model ACMEE®AUDITFEE>ACC (winsorized
data).
Variable Condition 1 Variable Condition 2 Variable Conditions
ACC AUDITFEE 3and 4
ACC
I ntercept 36.085*** I ntercept 3.718*** I ntercept 40.304*+*
t 7.788 t 12.070 t 8.028
se 4.633 se .308 se 5.021
TA -1.755%** TA 4547+ TA -1.201%**
t -8.271 t 30.224 t -3.608
se 212 se .015 se 333
OPCYCLE .047%** INVREC T79%** OPCYCLE .048%**
t 10.065 t 6.821 t 10.261
se .005 se 114 se .005
SALESG -6.262*** FOROPR 947+ SALESG -6.354***
t -3.367 t 13.499 t -3.422
se 1.859 se .070 se 1.857
LOSS -6.420%** QR -.033*** LOSS -6.229%**
t -6.282 t -2.649 t -6.083
se 1.022 se .012 se 1.024
Audit committee LOSS 1627+ Audit committee
effectiveness t 2.973 effectiveness
se .054
ACMEET -.282%%* ACMEET -.244**
t -2.865 BSIZE .022** t -2.445
se .098 t 2.210 se .100
se .010
Audit quality
BIND .003**
t 2.372 AUDITFEE -1.135%*
se .001 t -2.160
se 525
BMEET .008
t 1.293
se .006
Audit _committee
effectiveness
ACMEET .027%**
t 4,999
se .005
R? 175 .702 179
Sobel Test -2.01**
Notes:

Data is winsorized by 2.5% from both tails.
*xx *x *denote significance at 1%, 5% and 10% kwespectively
The variables are as defined in Appendix 3
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APPENDIX 13. All measures for audit committee effectivenessuded.

Condition 1 Variable Condition 2 Variable Conditions 3
ACC AUDITFEE and 4
Variable ACC
I ntercept 35.225%* I ntercept 3.557*** I ntercept 39.288**
t 7.244 t 12.033 t 7.437
se 4.863 se .296 se 5.282
TA -1.949%** TA A463%** TA -1.410%*
t -8.065 t 31.080 t -3.843
se .242 se .015 se .367
OPCYCLE .045%** INVREC .782%** OPCYCLE .045%**
t 9.817 t 6.821 t 9.954
se .005 se 115 se .005
SALESG -2.525** FOROPR .902%** SALESG -2.660**
t -2.075 t 12.708 t -2.186
se 1.217 se .071 se 1.217
LOSS -6.545%** QR -.027%* LOSS -6.306***
t -5.762 t -2.906 t -5.528
se 1.136 se .009 se 1.141
Audit committee LOSS 207*** Audit committee
effectiveness t 3.634 effectiveness
se .057
ACSIZE 1.033*** ACSIZE 1.046***
t 2.570 BSIZE .026** t 2.604
se .402 t 2.528 se .402
se .010
ACEXP 1.507 ACEXP 1.538
t 1.217 BIND .003*** t 1.244
se 1.238 t 2.601 se 1.237
se .001
ACMEET - 270%** ACMEET -.236**
t -2.798 BMEET .007 t -2.407
se .096 t 1.183 se .098
se .006
Audit quality
Audit committee
effectiveness AUDITFEE -1.101*
t -1.953
ACSIZE -.020 se .564
t -.907
se .022
ACEXP .010
t .156
se .062
ACMEET .025%**
t 5.074
se .005
R? .164 .702 .168
Sobel Test
ACMEET->AUDITFEE>ACC -1,818*

Notes:

wkxx *denote significance at 1%, 5% and 10% kwespectively
The variables are as defined in Appendix 3
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APPENDIX 14. All measures for audit committee effectiveness uded and
control variables excluded.

Variable Condition 1 Variable Condition 2 Variable Conditions 3
ACC AUDITFEE and 4
ACC
I ntercept 3.574* Intercept 12.772%** I ntercept 35.912%*
t 1.819 t 82.487 t 6.661
se 1.965 se .155 se 5.391
Audit committee Audit committee Audit committee
effectiveness effectiveness effectiveness
ACSIZE -.201 ACSIZE .303*** ACSIZE 567
t -.496 t 9.516 t 1.370
se 404 se .032 se 414
ACEXP .826 ACEXP A426%** ACEXP 1.905
t .624 t 4.083 t 1.455
se 1.325 se .104 se 1.310
ACMEET -.358%** ACMEET .055%** ACMEET -.219**
t -3.454 t 6.692 t -2.114
se .104 se .008 se .104
Audit quality
AUDITFEE -2.532%**
t -6.422
se .394
R? .012 .128 .051
Sobel Test
ACMEET->AUDITFEE>ACC -4,694x**

Notes:

e xx *denote significance at 1%, 5% and 10% Ewespectively
The variables are as defined in Appendix 3
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APPENDIX 15. Results for model ACMEE®INDFEE>ACC.

Variable Condition 1 Variable Condition 2 Variable Conditions 3
ACC INDFEE and 4
ACC
I ntercept 34.758** I ntercept -11.005%*** I ntercept 27.394%*
t 7.133 t -21.130 t 4,539
se 4.873 se 521 se 6.036
TA -1.705%** TA 496%** TA -1.342%**
t -7.584 t 19.152 t -4.706
se .225 se .026 se .285
OPCYCLE 0447+ INVREC .863*** OPCYCLE .044***
t 9.741 t 4,285 t 9.760
se .005 se .201 se .005
SALESG -2.746** FOROPR .643%** SALESG -2.834**
t -2.255 t 5.147 t -2.330
se 1.217 se 125 se 1.216
LOSS -6.650*** QR .020 LOSS -6.409%**
t -5.843 t 1.243 t -5.611
se 1.138 se .016 se 1.142
Audit committee LOSS .303*** Audit committee
effectiveness t 3.023 effectiveness
se .100
ACMEET - 279%** ACMEET -.246%*
t -2.901 BSIZE .025 t -2.521
se .096 t 1.406 se .097
se .018
Audit quality
BIND .003
t 1.306 INDFEE -721**
se .002 t -2.061
se .350
BMEET 011
t 1.121
se .010
Audit _committee
effectiveness
ACMEET .041%**
t 4,715
se .009
R? .158 440 162
Sobel Test -1.877*
Notes:

*xx *x *denote significance at 1%, 5% and 10% kwespectively
The variables are defined as follows:
INDFEE = Ratio of audit fees relative to the indystrean
Other variables are as defined in Appendix 3
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APPENDIX 16. Results for path analysis.

.36 -.21
ACSUM I AUDITFEE ™ ACC

Figure 1. AMOS resultsy*(1)= 0.204 (P=.652)

Paths Standardized | Unstandardized Standard Sig.
estimates estimates error

ACSUM -> AUDITFEE .365 .208 018§

AUDITFEE > ACC -.209 -2.450 367

Notes:

*xx *x *denote significance at 1%, 5% and 10% kdwespectively
The variables are defined as follows:

ACSUM=Composite measure of audit committee effectess
Other variables are as defined in Appendix 3
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APPENDIX 17. Results for unexpected fees.

Model 1 Model 2
Variable ACC Variable ACC
I ntercept 33.938*** I ntercept 33.942%+*
t 7.001 t 7.001
Control variables Control variables
TA -1.778%** TA -1.778**
t -7.983 t -7.982
OPCYCLE .043%** OPCYCLE .043%**
t 9.620 t 9.612
SALESG -2.873** SALESG -2.874**
t -2.364 t -2.365
LOSS -6.872%** LOSS -6.871%*
t -6.068 t -6.066
Audit quality Audit quality
UNEXPFEE_1 -2.302%** UNEXPFEE_2 -2.367%**
t -3.767 t -3.724
R? .163 .163

Notes:

*x xx * denote significance at 1%, 5% and 10%vkl respectively

The variables are defined as follows:

UNEXPFEE_1=Unexpected audit fees (Residual fromaesgon model 33)
UNEXPFEE_2=Unexpected audit fees (Residual fromasgon model 34)
Other variables are as defined in Appendix 3




APPENDIX 18. Results for moderation effect.

Variable ACC
I ntercept 35.485*+*
t 5.601
Control variables
TA -1.178%**
t -3.293
OPCYCLE .045%**
t 9.886
SALESG -2.834**
t -2.325
LOSS -6.385%**
t -5.582
Audit committee effectiveness
ACMEET 113
t .283
Audit quality
AUDITFEE -.839
t -1.355
Interaction term
AUDITFEE*ACMEET -.026
t -.927
R? 162
Notes:

wk xx % denote significance at 1%, 5% and 10%vid respectively

The variables are defined as follows:

AUDITFEE*ACMEET= Interaction term of ACMEET and AUDHEE

Other variables are as defined in Appendix 3
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