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DISSERTATION ABSTRACT
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Doctor of Philosophy
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June 2013
Title: Do Financial Expert Directors Affect the idence of Accruals Management to
Meet or Beat Analyst Forecasts?

Evidence that firms adjust accruals to just medteat analyst forecasts is
pervasive. However, the implications for earningaliy are not clear. Managers can use
this practice either to mislead investors, resglimlower quality earnings, or to signal
future earnings growth and thereby improve thegileciusefulness of earnings. Assuming
that boards are concerned about providing highalitgdinancial information and that
they can discern the proper earnings signal, thewyld discourage managers from
adjusting earnings to beat the analyst forecagétdirsuch adjustment diminishes earnings
quality. Consistent with this prediction, | findsignificantly negative relation between the
probability that a firm beats the target by adpugiccruals and the presence of at least one
independent audit committee financial expert fonfwith poor future performance. | also
find that the negative impact of an independerarfaial expert on the odds of beating the
target by adjusting accruals is significantly sgenfor firmswith poor future performance
than for firms with strong future performance. Ténéadings are consistent with financial
expertise on the audit committees improving cor@ogavernance by protecting

shareholders from accruals management that retlueeecision usefulness of earnings.



CURRICULUM VITAE

NAME OF AUTHOR: Pei Hui Hsu

GRADUATE AND UNDERGRADUATE SCHOOLS ATTENDED:
University of Oregon, Eugene
National Chengchi University, Taipei, Taiwan

DEGREES AWARDED:
Doctor of Philosophy, Accounting, 2013, UniversifyOregon
Master of Science, Finance, 2008, National Cheingdnoiversity
Bachelor of Business Administration, AccountarZQ5, National Chengchi

University

AREAS OF SPECIAL INTEREST:
Corporate Governance
Financial Reporting Process

PROFESSIONAL EXPERIENCE:

Teaching and research assistant, Department a@ukting, Eugene, Oregon,
2010-present

Auditor, Deloitte, Taipei, Taiwan, 2005-2006
GRANTS, AWARDS, AND HONORS:
Graduate Teaching Fellowship, Accounting, 200 &@né

Governmental Scholarship, Ministry of EducatiorStdidying Abroad in Taiwan,
2008-2010



ACKNOWLEDGMENTS

| wish to express sincere appreciatiobtoSteven Matsunaga fbiis assistance in
the preparation of this dissertation. | also thtrgkother members of my doctoral
committee for their support and knowledge: Dr. Aladgeavis, Dr. David Guenther and
Dr. Van Kolpin. In addition, | would also like tbank the Department of Accounting at
the University of Oregon for valuable input andessibility. | also thank all of my peer
classmates for their helpful comments and suggestioughout my work on this
dissertation. Most importantly, | express deepigréé to my parents. | cannot be here

without their endless love and support.

vi



TABLE OF CONTENTS

Chapter Page
[. INTRODUCTION ..ciiiiiitieiie e eieiee ettt ee et ee e e assete e e e s sntaee e e s s nnneeesnnneeeas 1
Il. LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT ...covvvieeennne 12
[ll. DATA DESCRIPTION AND SUMMARY STATISTICS ....cocoiiiiieeeeiiiieeee 18
F=Ta ] o] (SIS ] (=T ox 1 o] o PRSP 18
ACCIUAIS MEBASUIES .......iviiiiieeee e e st sttt e e e e e e e e e e e e e senme e eee s 19
VariableS MEASUIES ..ot et 21
SUMMATY SEALISTICS. ...uuvvviiiiiiiiiiiiiiirirrrrrer e e e e e e e e aeaeaaa e 23
IV. RESEARCH DESIGNAND EMPIRICAL RESULTS......ccoiiiiiiiieiiiiieee i, 26
TESE Of HL .ot e e e e 26
TeSt Of HZ o 28
V. ACCOUNTING EXPERTISE ON THE AUDIT COMMITTEE ............cccuvvu.... 30
V1. ADDITIONAL ROBUSTNESS CHECKS .......ooiiiiicceee e 34
Predictive Ability of ACCIUals .........coooviiiiiiii e 34
Magnitude of Discretionary ACCIUAIS ........ o .ueuuemimiiiiiiiiiiiiiiiieeennnes 35

More Than One Independent FinancCial EXPertu . ..uveeeereiieiiiiiiiiiiiiiiiiiiienns 38

VIL SENSITIVITY TESTS .o e ettt e et e eee e aeeeeaes 40
MatChed SamMPIE. .. .o s e 40
Control for ENAOQENEILY .....cccevviiiiiiis it 41
Other Future Performance MEASUIES ........ccceeveiirieeeiiiiiiiiiiie e 43
Other Financial EXperts MEasUIES .......coocccccceeieiiiiieieeeeeeee et 43



Chapter Page

VIII. CONCLUSION ... mmmm e 45

APPENDICES ... .. e 47
A. VARIABLE MEASUREMENTS .....ooiiiiiiiiirine e 47
B. TABLES ... .. 50

REFERENCES CITED......iiiiiiiiiiiiiiii e 64

viii



LIST OF TABLES

Table Page
1. SAMPIE SEIECHON. ... ettt bbbt mene e e e e e e eee e 50
2. DeSCriPtiVe StatiSTICS....oioiieiieeieeesmmmmm s rreee e 51
3. Pearson COrrelatiON.............uuiiiiiscmmmmm ittt e e smnnee e e e e e 54
. TS OF HIL i e e e s e e e e e e 55
5. TESTOF HZ oottt e e e e e e e 56
6. Accounting Expertise on the Audit COMMIME. cceeeeeveeeeeiiieiiiiieeeeeee, 75
7. The Predictive Ability Of ACCIUAIS ..o s 58
8. The Magnitude of Discretionary ACCrualS........cccceeeeeeeiiiiiiiiieee, 59
9. More Than One Independent Financial EXPeri ..o, 06
10. Matched Sample..... . 61
11. TWO-Stage Least SQUAIES.........uuuu i eeeemma e eeeeeeeit e eeee e e e e e eeeeneeenenns 62



CHAPTER |
INTRODUCTION

Considerable research has been devoted to docinganid understanding the
importance of “just meeting or beating” the conssmanalyst forecastFor example,
several studies document evidence that managarstadjcruals in order to beat
consensus analyst forecast targets (Arya et @3;2urgstahler et al., 2006), which is
consistent with the evidence that managers hawentives to do so (Bergstresser et al.,
2006; Cheng et al., 2005; Matsumoto, 2002; Matsam@l., 2001; McVay et al.,
2006)?However, it is not clear whether adjusting accrtalseat the target increases or
decreases earnings quality. It is also not clear the board views such behavior or how
board member characteristics influence managemtmtency to use accruals to beat
the target. To provide evidence on these issumsrine whether the presence of
financial experts on the audit committee affecesube of accruals to beat analyst
forecast targets conditional on the impact of aalsron the earnings quality.

Using accruals to beat the analyst forecast taxgat either increase or decrease
the quality of earnings, depending on the natunmafagement’s private information.
Adjusting accruals to beat the target would incegaie information value of earnings
when managers use accruals to signal private fhlemaformation about future

performance. On the other hand, when managersgrarage information that the firm

! Hereafter, | use “beat” the consensus analyst &stearget to refer to “just meet or beat” the
analyst forecast target.

% Firms can also guide analyst forecasts downwagid missing targets (Matsumoto, 2002). |
do not examine expectation management as a menhémisxceed analyst forecasts because it is
strictly a reporting strategy and does not affaetquality of earnings.
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will not be able to sustain its performance infilteire, adjusting accruals upward to beat
the target could provide an overly optimistic viefithe firm and mislead shareholders.

Prior research suggests that board members maohédinancial reporting
process and that higher quality boards increasereg quality. Consistent with this
view, several studies document a positive associdtetween board quality and earnings
quality (Ahmed et al., 2007; Beasley, 1996; FarB605). This implies that the board
should encourage or discourage accruals managemeeat analyst targets depending
on whether the adjustment properly reflects manag@siprivate information, namely,
allowing firms to adjust accruals to beat the astalgrecast if they expect future
financial performance to be good and object if trgect poor future performance. This
is consistent with boards protecting shareholdgnsbnitoring the quality of financial
information presented by the firm.

However, this assumes that board members haveisntfknowledge and
expertise to evaluate managers’ private informaionl there is evidence that the extent
of financial expertise is not consistent acrosgt®aRegulators have expressed concerns
regarding whether directors have sufficient knowketb effectively monitor the
financial reporting process (Blue Ribbon Committ@emproving the Effectiveness of
Corporate Audit Cmmittees, 1999; General Accoun@iffiice [GAO], 1991; Public
Oversight Board, 1993; Sarbanes-Oxley Act of 2@2X], 2002). Academic research
also supports this view by showing a positive refabetween appropriate expertise on

the audit committee and the financial reportingliqud As a result, in this paper | argue

% Krishnan et al. (2008) find that only accountinggiiicial experts is positively and significantly
correlated with accounting conservatism while neoaating expert is unrelated with accounting
conservatismDhaliwal et al. (2010) find that the combinationbafth accounting and financial
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that the presence of a financial expert—someonelhalscan understanding of generally
accepted accounting principles (GAAP), has the B&pee in preparing, auditing,
analyzing or evaluating financial statements, ahd Was the ability to access the
accounting principle or has an understanding @&rivdl controls and procedures for
financial reporting (SEC, 2003)—is more likely tave sufficient knowledge to assess
managers’ private information about future perfonoef

| expect that, when managers have negative prinédgemation regarding future
earnings, financial expert directors on the audiihmittee will discourage managers from
manipulating accruals to beat analyst forecasetar@n the other hand, when managers
have positive private information regarding futeegnings, the financial expert will not
intervene and will allow managers to use accruafgoduce earnings above the analyst
forecast. Empirically, | first predict that for fins that have strong future performance, |
would observe a negative relation between the poesef a financial expert on the audit
committee and the likelihood that a firm adjustsraals to beat the analyst forecast
target. In addition, | predict that the impact dfreancial expert on the use of accruals
management to beat the target will be strongefirfimis that have strong future
performance than for firms that have poor futurdgrenance.

To test these hypotheses, | use earnings surpmisggrter t+1 as a proxy for

future earnings performance. | create an indicaoiable that equals 1 if a firm has

experts has most positive effect on accruals quatitile the presence of at least supervisory
experts is not related to higher quality of accsual

*Following the SEC, a director is defined as a faiahexpert if he/she has work experience as a
certified public accountant, auditor, chief finaadafficer, financial controller, accounting office
investment banker, financial analyst, or CEO or pany president. See detailed discussion in
later section.



earnings below analyst forecast in quarter t+1 aarh otherwise (BadNEWS¥.| also
construct a measure to capture financial expertgiitaring as defined by Section 407 of
SOX. | create an indicator variable which equals héfre is at least one independent
audit committee financial expert (FEDIR1), and zetizerwise.

My sample is based on firms with financial dataitable from COMPUSTAT for
the years 2004 to 2011. | identify 1,460 firm-qeaxbservations that initially had
earnings before discretionary accruals (Dechow. £1995) below analyst forecasts by
less than one cent. Presumably, firms missing &stsdoy less than one cent should be
capable of adjusting accruals to beat the tardget., 450 observations that are likely to
fall below the target, 1,091 observations recogeizeugh amounts of positive
discretionary accruals and report earnings thatbowe analyst forecasts, while 369
observations do not adjust earnings upward anefibrer miss the target. | estimate a
logit regression if the firm adjusted accruals éatthe target, and zero if the firm chose
to miss the target. By interacting the future perfance measure (BadNEWS) with the
financial expert measures (FEDIR1), | capture tifferéntial impact of the presence of
at least one audit committee financial expert @natids of beating the target for firms

with negative earnings surprises in quarter t+1.

®| also use change in earnings from the same quafrtee prior year to capture future financial
performance. The qualitative results remain uncheng

®| calculate earnings surprises in quarter t+1 biygithe last consensus forecasts before earnings
are released in quarter t in order to make sutegierter t+1's analyst forecast is not affected by
guarter t's earnings surprises.

" Section 407 of SOX requires firms to disclose whethere is at least one financial expert on
their audit committee. The firms need to providesaplanation if they do not include at least one
financial expert on their audit committee.



Consistent with my expectation, after controllfogvariables that may be
correlated with the odds of beating the analystdast, | find that when a firm’s next
guarter's earnings fall below the analyst foredastfirm is less likely to adjust earnings
upward to beat the targets when there is at lesstralependent audit committee
financial expert. The results also support my higpsis that the impact of financial
experts on the odds of beating targets by accrsiaisonger for firms that have poor
future performance than for firms that have strpagformance. | find that the effect of
an independent financial expert on the incidencacofuals management to beat the
target is significantly stronger for firms whosereags in the next quarter fall below the
analyst forecast.

While the prior results apply to financial expettalso investigate whether the
results are driven by accounting expertise on tligt @zommittee. One of the most
controversial SOX provisions regarding financigbests is whether financial experts
should include both accounting and nonaccountineees. The SEC’s original proposal
adopts a narrow definition of financial expertisattfocuses on whether the director has
prior accounting-related experience with financedorting, such as experience as a
public accountant, auditor, principal financialamcounting officer, or controller.
However, due to widespread criticism of the nardefinition, the SEC broadened the
definition in its final version to extend the fietdl qualified experts to include company
presidents and CEOs. Because of the controversgusuding the SEC’s definition of
financial expertise, prior studies examine theaffef accounting and nonaccounting

financial expertise on financial reporting qualitjowever, the results are mixed. For

8| fail to find any significant relation between theesence of at least an independent financial
expert and the odds of beating targets by adjusiieguals for firms that have positive earnings
surprises in the next quarter.



example, although Krishnan et al. (2008) find #@tounting conservatism is not
correlated with nonaccounting financial expertis@anfinancial expertise, Zhang et al.
(2007) find that both accounting and nonaccoungixyerts negatively affect the
possibility of internal control weakness. Dhalivealal. (2010) also find that the mix of
accounting and nonaccounting financial expertisetha most positive impact on
accruals quality.

Consistent with the findings from prior studiesh@wal, et al., 2010; Zhang et
al., 2007), | find that the presence of both incej@nt accounting experts and
independent nonaccounting financial experts idedlto lower possibility of using
accruals to beat the target for firms with nega@aenings surprises in quarter t+1. This
evidence implies that the broad definition of fingah expertise might reflect the needs of
both accounting (CPA or accountant) and nonaccogrkpertise (investment banker,
CEO or president).

All of the prior results are based on a smallugrof firms that have earnings
before accruals that just miss the analyst foretastrder to make my results more
generalizable, instead of focusing on firms tha&t ascruals to beat the analyst forecast, |
examine the overall predictive ability of accrualpredict that financial experts will
protect shareholders by discouraging the use afipesiccruals if the firm is unable to
sustain its future earnings, while financial expevtll allow positive accruals if the firm
performs strongly in the future. Thus, when audihmittee financial experts effectively
monitor managers, current accruals should be mighdyhcorrelated to future earnings.
Following Sloan (1996), | estimate the ability ateuals and cash flows of current

earnings to predict future earnings. | find thaewliirms have at least one independent



financial expert on the audit committee, the curggrarter's accruals are more closely
related to next quarter's earnings.

While my findings suggest that financial expeltecdurage management from
using accruals to beat analyst forecast if fut@dgsmance is expected to be poor, prior
studies generally show that there is an unconditipmegative relation between board
quality and the magnitude of accruals (Klein, 20Qi et al., 20035.In order to
reconcile my results to prior studies, | first iepte prior studies. Consistent with Klein
(2002) and Xie et al. (2003), | find that that thember of independent directors and
independent audit committee members are negatigdied to the magnitude of
unconditional discretionary accruals. Then, | iniggge whether the presence of at least
one independent financial expert unconditionalfgets the magnitude of accruals. | fail
to find any significant relation between the preseaf at least one independent financial
expert and the unconditional use of accruals. fikmgnificant results seem to be
consistent with my main findings that the impacthef financial expert on the use of

accruals is contingent upon managers’ informatfon.

° Prior studies argue that because accrual managel@sinbys the quality of earnings, boards of
directors should prohibit the use of accrualshia paper, | do not assume than accruals
management always diminishes the decision usefilofesarnings. Instead, | argue that the
negative relation between board or audit committdependence and the magnitude of accruals
is driven by the fact that directors without degdifinancial expertise are unable to determine
managers’ private information. Thus, they uncoodiily discourage the use of accruals.

My hypotheses suggest that financial experts deetalassess future performance and will
discourage the use of accruals when it destroydehision usefulness of earnings. When future
performance is expected to be poor, financial espeill discourage management from
recognizing “positive” accruals. On the other hahis possible that financial experts will
discourage the recognition of “negative” accrubls. example, managers may use accruals to
decrease earnings due to their private incentvesioth income (Defond et al, 1997; Grant et
al., 2009), even they know the future performascgtriong, financial experts Thus, on average
financial experts should not unconditionally intane in the recognition of accruals.
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| conduct several sensitivity tests to validat itireasurement of the financial
experts’ monitoring. In my main tests, | ask whetthere is at least one independent
financial expert to capture financial experts’ ntoring as defined by Section 407 of the
SOX. In the sensitivity test, | first test whethlee presence of exactly one independent
financial expert matters. | drop all observationghwnore than one financial expert on
the audit committee and find that the presencexatity one independent financial
expert negatively affects the use of accruals & thee analyst forecast for firms with
poor future performance. | then investigate whethere is any additional value of
having more than one financial expert on the acmhtmittee. | find that firms with more
than one financial expert on the audit committexl@ss likely to beat the target through
adjusting accruals when the future performanceedipted to be poor. | also use the
number of independent financial experts on thetaagihnmittee and the percentage of
independent financial experts on the audit committbeproxy financial experts’
monitoring, and find results that are similar witly main findings.

Lastly, | perform several tests that attempt srein whether the documented
effect is caused by the possibility that finaneigperts are drawn to firms with better
accruals quality. Instead of monitoring firms’ acals management practice, financial
expert directors choose firms with a better finaheporting process. To address this
concern, | first lag the financial expert variabbgsone period and use the lagged value
as an instrument in regressions of the odds ofrigptte analyst forecast (Hermalin and
Weisbach, 1991), and find a similar result. | gieoform a two-stages least squares
estimation (2SLS). My first-stage model capturesdbterminants of the presence of at

least one independent audit committee financiatexmcluding monitoring or advising



costs, information asymmetry, business complezityl CEO characteristics. In the
second stage, | replace the financial expert measemt (whether there is at least one
independent audit committee financial expert) it predicted value from the first-
stage model. All of the results remain quantitdyigemilar.

My study contributes to literature in several waisst, my study is of interest to
academic researchers who study earnings manageora#rning analyst forecast
benchmarks. | provide a possible explanation foy atme firms do not adjust accruals
to beat analyst forecasts. While there is considenagesearch which documents that
managers have incentives to use accruals to beantdyst forecast target, less attention
is paid to the firms that fail to beat the tardetparticular, the reasons why managers
would choose not to adjust accruals and miss anfaigecasts when they are capable of
doing so is not well understood. In this papemrdvide evidence that monitoring by
financial experts deters managers from adjustimgiegs upward to beat analyst forecast
targets and leads to firms missing the target whanagement has negative private
information regarding future financial performance.

Second, | contribute to the literature that exasithe role of the board in
determining earnings quality. Prior studies gemgrdsume that accruals management
reduces information value of earnings so that éffedoards should prohibit the use of
accruals management. Klein (2002) and Xie, e2803) both find that, in general, a
higher quality board (i.e., a more independent h@araudit committee) is associated
with a lower magnitude of discretionary accrualextend this stream of literature by
arguing that accruals management is not necessartgful to shareholders. If board

members have sufficient financial expertise, theyusd not unconditionally discourage



the use of accruals. Instead, they will discouthgerecognition of accruals when it
diminishes the information value of the earningd allow managers to adjust accruals to
improve the decision usefulness of earnings.

Third, | contribute to the literature regarding impact of accruals to beat the
targets on earnings quality. Prior studies docurtfentendency of firms to use accruals
to beat the analyst forecast (Bergstresser, 2@06). However, it is not clear whether
the use of accruals to beat the target increasgsaeases the quality of earnings.
Although most previous studies interpret earningsagement to beat the targets as a
means by which managers obtain private benefitsgddeesser, et al., 2006; Cheng, et
al., 2005; Matsunaga, et al., 2001; McVay, et2006), my analyses suggest that when
managers are closely monitored by financial expadsruals might be used to signal
future strong performance and result in higher iegmquality.

This study also has implications for standardeseitl find that financial experts
are better able to preserve a high quality of far@reporting, supporting the SEC’s
intention to push for additional financial expeststhe audit committee. | also contribute
to the controversy about the definition of finah@s=pertise. The use of a financial expert
remains a controversial issue. Some have argueéeftfieative audit committee members
are those who have general management experiesEn(Q999), while others believe
that accounting-specific expertise may be more mambd for audit committee members
because audit committees are responsible for nueehaties that require a relatively
high degree of accounting sophistication (DeFohd).e1997; Krishnan, et al., 2008). |
find that the presence of both accounting and namading experts, who gain their

expertise from supervising employees and oversabmgerformance of companies, are
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able to contribute to the effectiveness of the Bo&his suggests that the SEC’s wide-
ranging definition of financial expertise may netd compromise to allay public
criticism but rather reflects the need for broaglgvertise on the boafd.

The remainder of the paper is organized as foll&estion Il discusses the
related literature and hypotheses developmentideltt discusses my sample selection
procedure and variable definitions, and providesmeary statistics. In section 1V, |
outline the research design and present empigsallts. Section V discusses the role of
accounting-specific expertise. Section VI repdnts tesults of additional tests, and

Section VII shows the results from sensitivity seSection VIII presents conclusions.

" This broad definition of financial expertise wadsequently adopted by the NASDAQ (NASD
Rule 4350(d)(2)(A)), while the NYSE implicitly adtgal a broad definition by delegating the task
of interpreting financial expertise to the boardhdir registrants (NYSE Section 303A(7)(a)).
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CHAPTER I
LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT

Prior studies provide evidence that managers k@awag incentives to avoid
negative earnings surprises because negative garsumprises generally lead to negative
price revisions (Bartov et al., 2002; Graham t2805). The benefits that managers
enjoy from avoiding negative earnings surprisetuthe maximizing the value of their
stock-based compensation (Bergstresser and Philj@@®6; Cheng and Warfield, 2005;
McVay, et al., 2006), increasing their cash borMatsunaga and Park, 2001),
establishing implicit contracting reputation (Bowatral., 1995), and avoiding litigation
risk (Matsumoto, 2002% Consistent with managers’ incentives to beat treyast
forecast, prior studies have shown that managgustaatccruals to produce earnings that
beat the target. Burgstahler and Eames (2006t fimdmanagers manage earnings
upward through accruals in order to avoid reportirgative earnings surprises. Ayers et
al. (2006) document a significant positive assommbetween discretionary accruals and
beating the analyst forecast benchmark.

Adjusting accruals to avoid negative earnings isseg can either increase or
decrease the information value of earnings, depegnalh the nature of management’s
private information. If managers have negative gevinformation regarding future
earnings performance, adjusting accruals to beaaialyst forecast target provides a
misleadingly optimistic picture of the financialcagss of the firm that allows managers

an opportunity to increase their personal wealtrerg and Warfield (2005) find that

12 Although managers also have incentive to lower regarnings in order to miss the target, the
evidence is rare. The only explanation so faras éxecutives who consider their stock options
are more likely to seek to miss targets. Missimiegs targets can reward a CEO with option
grants that are pegged to a lower stock price (Mdixret al., 2008).
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high equity incentives motivate managers to engagarnings management to beat
analyst forecasts in order to increase the valuheo§hares. Bergstresser and Philippon
(2006) provide evidence that the use of accruafsanipulate reported earnings is more
pronounced at firms where CEOs' potential total gensation is more closely tied to the
value of their stock and option holdings. In additiMcVay, et al. (2006) find that the
likelihood of just meeting versus just missing #malyst forecast is strongly associated
with subsequent managerial stock sales. Bartols €@04) find that earnings are
abnormally high prior to option exercises.

On the other hand, if managers have favorablenmdtion regarding future
earnings performance, adjusting accruals to beaamtalyst forecast reveals managers'
private positive information and provides a monedly measure of a firm's future
performance. When managers adjust accruals araalgsa forecasts in an efficient
manner consistent with minimizing information asyetrg, the earnings number
becomes more informative and shareholders aret@intake better informed decisions.
Subramanyam (1996) suggests that managerial d@tigiproves the ability of earnings
to reflect economic value. Xue (2003) also find=t firms with high-growth
opportunities are more likely to adjust accrualsigmal future performance.

Assuming that the interests of shareholders amdbdlard of directors are properly
aligned, directors should respond to investors’ aeas for higher quality financial
information’®As a result, when managers have unfavorable infiomaegarding future

performance, the board should deter managers fdpmstang earnings upward to beat the

13 Rather than being completely aligned with theriggés of shareholders, boards’ interests can be
aligned with managers’ interests (i.e., the boawbists of individuals assumed to be beholden to
the CEO). | address this concern by examining iaddpnt financial experts in my empirical

tests. Independent directors who are concerned éiiureputation are less likely to align with
managers (Yermack 2004).

13



analyst forecast because such adjustment mightileEndoy managers' self-interest
incentives and diminishes the information valueadnings. Conversely, when managers
have positive information regarding future earnjrige board should allow managers’
accruals adjustment to beat the target since stjaistenent signals strong future
performance and improves the decision usefulnesarings.

However, this assumes that board members shoudraough expertise to
understand management’s private information reggrfiiture earnings. Prior research
suggests that lack of appropriate expertise mayoedirectors’ ability to monitor the
financial reporting process. For example, Krishatal. (2008) find that the proportion
of nonaccounting financial experts on the audit cottee (i.e., directors with experience
as CEO or president) is unrelated with accountomgservatism, while the propotion of
accounitng financial experts is significantly pogty correlated with conservatism. In
addition, Defond et al. (2005) document a positharket reaction to the appointment of
an accounting expert, but no reaction to the appent of nonaccounitng financial
expert.

Regulators also emphasize the importance of fiahegpertise on the audit
committee (General Accounting Office, 1991; Pulwersight Board, 1993; Blue
Ribbon Committee on Improving the Effectivenes€ofporate Audit Committees,
1999; Sarbanes-Oxley Act of 2002 [SOX], 2002). Timplies that regulators have the
concern that board members who lack sufficientrfaia expertise might deter an audit
committee’s ability to ensure high-quality reporgatnings. For example, Section 407 of
SOX requires firms to disclose whether at leastafrtee audit committee members is a

financial expert. The NYSE requires that at leas member of the audit committee
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have accounting or related financial managemenertige and that all members of the
audit committee be financially literate. The NASDA@es require companies to certify
whether at least one member of the audit commitéesepast employment experience in
finance or accounting, requisite professional fiediion in accounting, or any other
comparable experience or background that resuttseimndividual's financial
sophistication, including being or having been a0CEFO, or other senior officer with
financial oversight responsibilities.

In this paper, | focus on audit committee finaheixperts as defined by Section
407 of the SOX Act. | argue that these directoeskaatter able to monitor financial
reporting and disclosure issues through their kedgé base, educational background, or
prior working experience. Based on Section 40hef30X Act, an audit committee
financial expert is a person who has an understgnafi generally accepted accounting
principles (GAAP); experience in preparing, audjtianalyzing or evaluating financial
statements; and the ability to understand the atowyprinciple or to understand
internal controls and procedures for financial iipg (SEC, 2003). Under the final rules
adopted by the SEC, an audit committee member ealebmed a financial expert if the
member has: (a) accounting expertise from work egpee as a certified public
accountant, auditor, chief financial officer, fircgéal comptroller, financial controller, or
accounting officer; (b) finance expertise from wesperience as an investment banker,
financial analyst, or any other financial managetmele; or (c) supervisory expertise
from supervising the preparation of financial sta¢ats (e.g., CEO or company
president). Audit committee financial experts axpexted to understand and evaluate the

accounting accruals, estimates, and reserves,eame as a resource for the audit
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committee in carrying out its function of protegtithe integrity of the financial reporting
system.

Empirical academic research generally supportsetelatory view that audit
committee financial expertise is related to higheality financial reporting. Agrawal et
al. (2005) find that the odds of restating finahstatements are significantly lower when
the audit committee has an independent financigéon the audit committee. Farber
(2005) finds that firms subject to an SEC enforceinaetion have fewer financial experts
on their audit committees than a control groupiwilar firms. Similarly, Krishnan
(2005) documents that the financial expertise dfittsommittee members is negatively
related to the incidence of internal control prole Zhang et al. (2007) also provide
evidence that firms are more likely to be identifigith an internal control weakness
under SOX if their audit committees have less fanarexpertise. Overall, the empirical
evidence supports the notion that members of tdé aommittee with financial
expertise possess experience-based and well-dedefopmeworks and can better
monitor firms’ financial reporting process.

As a result, | argue that audit committee membetis fimancial expertise are
better able to evaluate managers’ private inforomategarding future performance and to
assess the quality of the information signaled éating or missing the analyst forecast
target. Thus, managers in firms with more intensnamitoring by financial experts
would only engage in accruals management whenttheg positive information about
future performance, while mangers in firms withsl@gensive monitoring by financial

experts would always manage accruals to beat thettalhis leads to an overall negative
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relationship between the unconditional likelihobdtta firm will adjust accruals to beat
the analyst forecast and the intensity of finaneigerts' monitoring.

Hypothesis 1. The presence of an independent financial expert on the audit committeeis
negatively related to accruals adjustment to beat analyst forecasts.

In addition, since financial experts are able taleate mangers' private
information regarding future performance, | exgeabbserve a differential impact of
financial experts on the odds of using accrualseiat the target, contingent upon future
performance. When managers have negative informatiout future earnings, financial
expert directors on the audit committee are expetcteliscourage managers from
managing earnings upward to beat the analyst fetderause such adjustment
diminishes the information usefulness of earnings, when the accruals adjustment
reveals managers' private favorable informationraddces the information asymmetry
between managers and shareholders, financial edipectors are expected to allow
managers to adjust accruals to beat the targed.discussion would lead to the following
hypotheses:

Hypothesis 2A: The presence of an independent financial expert on the audit committee
is negatively related to the odds of beating analyst forecasts by adjusting accruals when
the manager has unfavorable information regarding future financial performance.
Hypothesis 2B: The impact of an independent financial expert on the odds of beating
analyst forecasts by adjusting accrualsis stronger when the manager has unfavorable
information regarding future financial performance than when the manager has

favorable information regarding future performance.
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CHAPTER III
DATA DESCRIPTION AND SUMMARY STATISTICS

Sample Selection

The sample starts with all firms possessing alikalguarterly data from
COMPUSTAT, covering the years from 2004 to 201rkeskrict my sample to post-2004
data because the SOX provision regarding finamsipérts is effective in 2003. The
sample is restricted to pre-2011 data becaused tweexamine earnings performance in
subsequent quarters. An I/B/E/S summary file presiquarterly analyst forecast data.
COMPUSTAT provides firm-specific financial informat. Board data are obtained
from the Corporate Library database for 2004-2@0®@l, from RiskMetrics for 2009-2011
because the financial expert data is missing irpQuaite Library after 2008. The
Corporate Library is an independent investmentanetefirm specializing in corporate
governance and board effectiveness, and its daabelsides coverage of more than
3,700 U.S. corporations and more than 38,000 iddadi directorships for the 2000-2008
proxy reporting year. The database contains ddkacted from proxy statement filings,
including information on each director’'s work experce, director independence, and
committee assignments. The director data in Riskibteincludes a range of variables
related to individual board directors (e.g., naagg, tenure, gender, committee
memberships, independence classification, primangl@yer and title, number of other
public company boards serving on, shares owned, BliskMetrics data collection
began in 1996 and is updated annually.

| drop observations that have missing total asse®C code in COMPUSTAT. |

also delete all firms with Standard Industry Clasation (SIC) codes from 4400-5000
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(utility industry), 6000-6999 (financial servicegnd 9000-9999 (nonclassifiable
establishments), because accrual estimation idearattic for these industry sectors. In
addition, |1 require all observations to have sigint board and audit committee data from
Corporate Library or RiskMetrics and sufficientdoast data from I/B/E/S. | also require
each firm to have quarterly earnings data foralk fquarters for the given year. Finally,
to reduce the effects of extreme observationsindate firm-quarter observations in the
top and bottom one percent of distributions otaltinuous variables. Table 1 Panel A
presents the sample selection (See Appendix Bliftatdes).

Accruals Measures

Consistent with prior literature, discretionarga@ls estimated from the cross-
sectional adaptation of the modified Jones modet(iow, et al., 1995; Balsam et al.,
2002) are used as the primary measure of earniagagement. The estimation
procedure is as follows. First, total accrualscaleulated directly from the statement of
cash flows:

ACCRyq= IBCYjiq — CFQyq
IBCY is earnings before extraordinary items anaaiinued operations for firm i year t
quarter g, scaled by lagged total assets for fiyear t quarter g. CFO is cash flow from
continuing operations for firm i year t quartemdyich is measured as extraordinary
items and discontinued operations plus operatitigities for firm i year t quarter q,
scaled by lagged total assets for firm i year rguay. See Appendix A for variable
measures.

The expected accruals under the modified Jone&haod measured by:
ACCRj¢ 1 AREVjtq—ARECi¢ GPPEj¢
2 i = ot o () + (R + e () 1
TAitq-1 Bo TAitq-1 B TAjtq-1 B2 TAitq-1 (1)
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ACCR is total accruals (defined above). iBAotal assets for firm i year t quarter q. REV
is change in net revenues for firm i year t quagteRECis change in accounts receivable
for firm i year t quarter q. GPRE gross property, plant, and equipment for firpear t
guarter gq. See appendix A for variable measures.

Ordinary least squares is used to obtain indugtegcific estimates of the
coefficients. The column parametero, f1 andp,are estimated using a
contemporaneous estimation sample of all two-@4it code peers in the same year and
same quarter. | exclude all industry-year-quartieas have fewer than twenty
observations. Discretionary accruals (as percerdb@gged total assets) for firm i

quarter t are represented by:

ACCRitq [& n BA< 1 ) B (AREvitq—AREcitq> +5 (GPPEitQ)] )
TAi,t,q—l 0 TAi,t,q—l 1 TAi,'c,q—l 2 TAi,t,q—l

a B,, B, andp, and are the estimatesfBo, 1 andp, from the quarterly cross-sectional

DACitq =

two- digit SIC industry regression (1).

For each firm-quarter observation, | first caltelaondiscretionary EPS
(NDEPS), which | define as:

NDEPS&q = Actual EP&, - DACiyq per share

| then compute an adjusted forecast error (AgjFEvhere:
AdjFEis = NDEPSq - Median Value of Consensus Analyst Forecast$ifiori year t
quarter g. Essentially, AdjFE represents the diffiee between analyst estimated
earnings and the earnings number that managerslwepbrt if no discretionary accruals
were recorded’ Stated differently, AdjFE represents the deficieimcearnings that

managers would have to eliminate through discratypaccruals in order to exceed the

4] use the last I/B/E/S consensus forecast bef@esnnings announcement (Burgstahler and
Eames 2006) as analyst earnings targets.
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consensus earnings forecasts. Accordingly, | coostr sample of 1,460 firm-quarter
observations that have earnings before discretyomecruals initially below the analyst
forecast target by less than one cent (-0.01<Ad{HEkassume that firms that just miss
the analyst forecast by less than one cent shautthpable of adjusting accruals to beat
the target. Among 1,460 observations, | furthentdg 1,091 firm-quarter observations
that have earnings before discretionary accrudislig just below the forecast (-
0.01<AdjFE<0), but report sufficient positive distionary accruals that allow earnings
to meet or exceed analyst forecasts (FE = [actraliegs per share - median consensus
analysts' forecasg0) as the earnings management sample. The rest 869 firm-
guarter observations have earnings before disa@tyoaccruals initially just below the
forecast (-0.01<AdjFE<0), and still report earnitiggt miss analyst forecasts (FE<O). |
consider these observations as firms that choswraatjust accruals to beat the target.

Variables Measures

My hypotheses predict that when managers havaterimformation about
disappointing future earnings, audit committeeririal experts will restrict managers
from using accruals to beat the analyst forecassufing managers’ private information
about firms' future earnings performance is unldatee realized earnings in the future
guarter should reflect managers’ private informatiothe current quarter. Empirically, |
use next quarter’s earnings surprises to capturssfifuture performance. If a firm
projects next quarter's earnings at less thanrthlyst forecast, | code the dummy
variable (BadNEWS) to equal 1, and zero otherwiserder to make sure that the

analyst forecast in quarter t+1 is not affectedi®yearnings surprise in quarter t, | use
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the latest consensus forecasts before quarteaut'srgs release to calculate the earnings
surprises.

Section 407 of the SOX Act mandates firms to diselwhether there is at least
one financial expert on the audit committee. Uslatp from Corporate Library and
RiskMetrics, | create a dummy variable (FEDIR1)tthguals 1 when there is at least one
independent financial expert on the audit commjtéeel zero otherwise. | focus on the
independence of financial experts for several nessdFirst, prior studies generally
suggest that the interests of independent direet@rsnore likely to be aligned with
shareholders due to concerns about their reputéBipm and Yermack, 2004). In
addition, Section 301 of the SOX Act mandates tBE $ direct the national securities
exchange and national securities associationsotailpt the listing of any company that
does not require all of its audit committee memlbefse independent. Following the
requirement, publicly traded firms should have calgit committee members who are
independent from manageméhEven though not all reporting companies are liste
national securities exchange or association, Sedld of the SOX Act explicitly
requires a company to disclose whether the finhegigert is independent of
management, because the SEC believes that “ingasttitese companies would be

interested in knowing whether the audit commitiearicial expert is independent of

>The definition of “independen”t in Section 407 folls the listing standards of the NYSE, the
AMEX, and Nasdag. Different securities laws inclutiferent definitions of "grey” (affiliated)
directors. In this paper | use a strict definitighich excludes the grey directors as independent
directors.

®1n my sample, the correlation between the numbérdgpendent financial experts and the
number of total financial experts is 96.9%, sugoggsthat most financial experts on the audit
committee are independent from management.
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management.” This suggests that the SEC is comtatnaut the independence of audit
committee financial experts.

Summary Statistics

Table 2 provides descriptive statistics. Panehdvgs that, relative to all
Compustat firms, my sample includes firms thatlarger in size (log market value) and
total assets, and are more profitable. In additioypsampled firms recognize less
discretionary accruals on average than all Compftistas. However, the median value
of discretionary accruals per share (DAC) of my glaah firms is 0.0003, which is
similar to the median value of the Compustat samigiés similarity suggests that the
larger mean value of DAC in the Compustat sampbhitrbe driven by outliers.

Panel B of Table 2 shows the summary statisticéifos that have earnings
before discretionary accruals below analyst forelbgdess than one cent. As expected,
the mean value of DAC of firms that beat the fostta significantly positive and larger
than the value of firms that miss the forecastsTimding is consistent with managers
who use accruals to avoid missing the analyst &mte©n average, firms that beat the
forecasts through accruals have significantly tesgative adjusted forecast error (AdjFE)
than firms that miss the forecast, implying thahight be easier for those managers to
adjust accruals to beat the target. The actuatésteerror (FE) of firms that beat the
target is 0.003, which is significantly larger ththat of firms that miss the target.

The median firm has 10 directors on the board) aftout 7 independent directors
and 3 inside directors. These percentages areasitnithose reported in the prior studies.
Yermack (1996) reports a median of 12 board memiighsabout 8 outsiders. Faleye et

al. (2011) report that the median board has 9 mesnbeof whom are independent
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directors, using data for the period 1998 to 200tre is no significant difference in
board composition between firms that beat the taagd firms that miss the target. In
addition, firms that adjust accruals to beat tmgdes are larger in size (measured by log
of market value).

Panel C of Table 2 presents the distribution dépendent financial experts in
my sample. Of firms that beat the target by adpgséiccruals, 10.26% do not have any
independent financial expert on the audit commit@fefirms that miss the target, 6.82%
do not have any independent financial expert oratitit committee. In addition, half of
the firms that beat the target have one audit cdteenfinancial expert, while 55% of
firms that miss the target have one audit commfitescial expert.

Panel D of Table 2 shows the distribution of inelegient accounting experts on
the audit committee. On average, 85% of firms dohaee any independent accounting
expert on the audit committee. Only 15% of firmsgédhat least one audit committee
accounting expert. This statistic is similar toopistudies. For example, Krishnan et al.
(2008) show that about 20% of firms have at leastaccounting financial expert for the
period 2000 to 2002. Defond et al. (2005) find th&¥ of firms assign one accounting
financial expert for the period of 1993 to 2002isT$uggests that the presence of at least
one accounting financial expert is relatively rare.

Table 3 provides a correlation table of board abtaristics. As expected, large
firms generally have larger boards, and the caicgldetween board size and firm size
is significantly positive. The correlation betwet@e number of independent financial
experts and the number of total financial exper®7.2%, suggesting that most of the

financial experts on the audit committee are indepat from management. In addition,

24



the correlation between the number of independesdumting financial experts and the
number of independent financial experts is 0.118ckwsuggesting that the presence of

accounting financial experts is rare in my sample.
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CHAPTER IV
RESEARCH DESIGN AND EMPIRICAL RESULTS
Test of H1

Hypothesis H1 predicts that the monitoring impoblgdinancial experts reduces
the unconditional tendency to use accruals to theadnalyst forecast. To test this
prediction, | estimate the following logit modeldapredict a negative relation between
the presence of a financial expert on the auditroiitee and the possibility of
unconditional accruals management to beat analystést targets.

Prob(JUSTBEAT; 1,4¢(0,1))=logit(ao + SFEDIRL; t g+ 01 ZE; t,q+ 02BTM; 1 g+ asSHARES t 4
+a4NUM_ESTIMATE; t,¢+ asCV_AFi 1,
+aDOWN_REV, t,q+ a7BOARD_S ZE; 1,4
+agBOARD _IND,; t,qt asAC_SZE; 1,4+ i 1) (3)
The sample is restricted to firms whose earnindsrbaliscretionary accruals come in
below the target. JUSTBEAT equals 1 for firms thedt the target by reporting
sufficient positive discretionary accruals, andoziar firms that miss the target. See
Appendix A for variable measures.

Following prior research, | include various cohtrariables that might correlate
with earnings surprises. | control for market va|8&E) and book-to-market ratio
(BTM). Skinner et al. (2002) find that high-growitrms might be more likely to beat
analyst forecasts to avoid the torpedo effect agsmtwith missing analyst forecast
targets. The number of outstanding shares (SHARESEIuded because firms with
more outstanding shares have smaller EPS andusertbre likely to beat analyst
forecasts of EPS (Bartov, et al., 2002).

In addition, | include three variables to confiai analyst forecast attributes:

number of analysts (NUM_ESTIMATE), dispersion dfiwidual forecast (CV_AF), and
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a downward revision dummy (DOWN_REV). The incentive beat analyst forecasts
can be stronger if more analysts are followingfiime or if greater consensus exists
among analysts (Payne et al., 2000). As shown itsaoto (2002), it is easier to beat
analyst forecasts that have been guided downwardnslude a dummy variable to
indicate whether analyst forecasts are revised d@nahin the three months before
earnings announcements.

Lastly, I control for board characteristics otki®n audit committee financial
expertise. | include BOARD_SIZE to capture the nemdif directors on the board. | also
include number of independent directors (BOARD_IN®@ontrol for the effect of
board independence. Prior studies generally sudigaisboard independence is related to
the board’s monitoring ability (Weisbach, 1988; Bleg, 1996; Dechow et al., 1996). In
addition, the Blue Ribbon Committee suggests thditacommittees should have at least
three members, implying that larger audit commé#tae= more likely to have a wider
knowledge base on which to draw and are bettertalperform their oversight duty.
Thus, number of audit committee members (AC_SIZEN¢luded to control for the size
of the audit committee.

Table 4 reports the results in each logit regres3s expected, a significantly
negative relation exists between the measure af eochmittee financial expertise and
the odds of unconditional accruals adjustmentsetd the analyst forecast target. The
coefficient on FEDIR1 is -0.687 (with p value <0)0d4uggesting that the possibility of
beating the analyst forecast decreases when théhéis at least one independent
financial expert director on the audit committeable 4 also shows that firms are more

likely to beat the target by adjusting accruals mitieey have more analysts following the

27



target. In addition, board size is negatively agged with the possibility of using
accruals to beat the target.
Test of H2
In this section, | empirically test Hypothesisygartitioning my sample based on
firms’ future financial performance and estimatthg following equation:

Prob (JUSTBEAT, 1,4¢(0,1))=l0git(cio +BoFEDIRL t,¢+#1BadNEWS; ;,* FEDIR 1
+S,BadNEWS ¢+ anCONTROL, t,g+ i t,q) (4)

JUSTBEAT is defined as in previous section. BadNE&g8als 1 if the firm has negative
earnings surprises in quarter t+1, and zero otlser'v@ONTROL is the same as in
section 4.1. See Appendix A for variable measures.

In equation (4)po captures the effect of the presence of at leasirmdependent
financial expert on the odds of beating the andtysicast target. By interacting the
BadNEWS dummy with FEDIRZ; captures the incremental effect of the preseneg of
least one independent financial expert on the ofitt®ating the analyst forecasts by
adjusting accruals for the firm that has a negatiamnings surprise in the following
quarter; an@o+ P1is the total effect of the presence of at leastindependent financial
expert on the odds of beating target for the firhose earnings fall below analyst
forecasts in quarter t+1. Hypothesis 2A predictd i+, is negative. Hypothesis 2B
predicts thap, is negative because the impact of the presenceledst one financial
expert on the odds of beating the targets by admisiccruals is greater when future
performance is poor than when future performanstrang.

Table 5 shows the results using next quartertsirggs surprises to proxy for
managers' private information regarding future @antance. Consistent with Hypothesis

2A, which predicts that financial experts’ monitgridiscourages managers from
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adjusting accruals to beat analyst forecasts wiefirm has poor future performance,
the sum oBo+p1issignificantly negative (see last row of Table @)isToutcome suggests
that independent financial experts discourage memsdgom adjusting accruals to beat
analyst forecasts when firms have a negative egsrsarprise in quarter t+1. In addition,
consistent with Hypothesis 2B, the coefficient @ DFR1*BadNEWS is significantly
negative ;= -0.808 p<0.01), suggesting that there is an incremerdghtive effect of

the presence of at least one financial expert erotius of beating targets for firms with a
negative earnings surprise in the next quarteruRefor the control variables are
consistent with those reported in Table 4. Firmhwnore analysts are more likely to
beat the target.

To summarize, | find results consistent with mpdbiheses. Independent financial
experts protect shareholders by monitoring manaf@ieescial reporting process. Due to
their education background or related working eigmee, audit committee financial
experts are able to evaluate managers’ privatenrdtoon regarding future performance.
When managers have negative information regardingé performance, managers in
firms with more intensive financial expert monitagiare less likely to manipulate
earnings upward to achieve analyst forecast targetspared to those with less intensive

financial expert monitoring.
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CHAPTER V
ACCOUNTING EXPERTISE ON THE AUDIT COMMITTEE

In this section, | focus on accounting expertisg¢le audit committee. One of the
most controversial SOX provisions is the definitafrfinancial expertise on the audit
committee. The SEC’s original proposal adopts ande&fn of financial expertise that
focuses on whether the director has prior accograkperience with financial reporting
and suggests that such directors will have worleggpce as a public accountant,
auditor, principal financial or accounting officer, controller. Accounting-specific
expertise is viewed as important for audit comraitteembers because audit committees
are responsible for numerous duties that requietagively high degree of accounting
sophistication. For example, audit committees apeeted to assess the extent to which
the firm’s accounting policies are aggressive aorseovative, and understand how these
policies affect the firm’s financial posture. Fleththey evaluate judgmental accounting
areas such as the company’s reserves, review maeatie handling of proposed audit
adjustments by the external auditors, and appthéguality, and not just the
acceptability, of the firm’s financial reports (BltRibbon Committee on Improving the
Effectiveness of Corporate Audit Cmmittees, 1998%;éWaterhouseCoopers, 1999).

However, narrowly defining financial expertiseasounting-related expertise
has been widely criticized. Critics of the defiaitiargue that its narrow focus on
accounting-related expertise is unnecessarilyicéist and limits the pool of qualified
directors. For example, the American AssociatioBafk Directors claims that the
definition even disqualifies Alan Greenspan asiaritial expert, and a Wall Street

Journal article questions whether Warren Buffet laneet the requirements demanded
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by the rule (American Association of Bank Directd802). Due to the widespread
criticism of the narrow definition, the SEC “comprised” by broadening the definition
of financial expertise in its final version of tB®X provision (Defond, et al., 2005). The
final rule gives board members wide latitude toldya director as a financial expert by
suggesting that directors may gain such expettisgigh experience supervising
employees with financial reporting responsibilifiegerseeing the performance of
companies, and other relevant experience. AlthabglSEC does not explicitly state the
job title “qualified financial expert” under thigdmder definition, the final rule logically
extends the field of qualified experts to encommasspany presidents and CEOs.

Because of the controversy surrounding the SE€fisition of financial
expertise, the definition of what constitutes afioial expert has given rise to academic
research on the effects of accounting and nonaticmutinancial expertise on financial
reporting quality. The result of whether nonaccaumexpertise is beneficial to the
effectiveness of audit committees is mixed. Krisheaal. (2008) find that in general,
accounting conservatism is not correlated with sooanting financial expertise or
nonfinancial expertise. Zhang et al. (2007) finatthoth accounting and nonaccounting
financial experts affect the possibility of intercantrol weakness. They find that firms
are more likely to be identified with an internaintrol weakness if their audit
committees have less accounting financial expeatmgenonaccounting financial
expertise. Similarly, Dhaliwal et al. (2010) fingat the mix of accounting and
nonaccounting expertise provides the most positngact on accruals quality.

Thus, | examine whether the presence of accouetipgrtise affects the

possibility of accruals management to beat theetafepllowing Defond et al. (2005), |
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classify a financial expert as an accounting exipéne director has experience as a
public accountant, auditor, principal or chief ficéal officer, controller, or principal or
chief accounting officer. Other nonaccounting ficiahexperts, such as company
presidents, investment bankers, or CEOs, are exdltrdm accounting expertise.
Because RiskMetrics does not provide informatiayarding financial experts’ profile,
the sample period for this test is restricted fi2004 to 2008, the period covered by
Corporate Library. This subsample consists of 1fifd6-quarter observations.

To examine whether the presence of both indepé¢radeounting and
nonaccounting financial experts is related to gmesise of accruals to beat the analyst
target, | estimate the following equation:

Prob (JUSTBEAT; 1,4¢(0,1))=logit(ao +SoACCDIRL, 1,4+ f1BadNEWS 1,* ACCDIR1i 1

+B1NonACC_FEDIR, 1,q

+#,BadNEWS 1,* NonACC_FEDIR1;

+,BadNEWS 1,¢+ anCONTROL,; 1,4+ & 1q) (5)
JUSTBEAT and BadNEWS are defined as in chapteAWCDIR1 is a dummy variable
that equals 1 if there is at least one indepenaectdunting expert on the audit committee
and zero otherwise. NonACC_FEDIRL1 is a dummy véeialgual to 1 if there is at least
one independent nooe@ounting financial expert on the audit committee (CEO,
president, investment banker, et€ONTROL is the same as in chapter IV. See Appendix
A for variable measures.

Table 6 shows the estimation of equation (5nd fihat the presence of at least
one independent accounting expert has a negativemental effect on the possibility
that the firm adjusts accruals to beat the tamgétins with negative earnings surprises in

quarter t+1. The coefficient on ACCDIRL1 is signéfitly negative [{;=-0.687; p<0.05). |

also find that the presence of at least one nonextcw financial expert negatively
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affects the possibility of adjusting accruals tatdihe target. The coefficient on
NonACC_FEDIR1 is -0.533 (p<0.05), suggesting thatdombination of both
accounting and nonaccounting expertise seems @bhete effectively monitor mangers'
financial accruals adjustmett.

These findings are consistent with prior studiésctv document that both
accounting and nonaccounting expertise benefititlacial reporting process (Zhange
et al., 2007; Dhaliwal et al., 2005). Since nonactimg experts typically consist of
CEOs, presidents, investment bankers, or finaagialysts, they have considerable
experience in carrying out due diligence with relgarforecasting future performance,
developing business strategy, and coping with mapgporate events such as mergers
and acquisitions. In the specific setting whergwaals are used to beat analyst forecasts,
my findings suggest that while nonaccounting exyéd not possess the domain specific

skills of accounting knowledge, the business anddistry knowledge of these experts,

when coupled with accounting expertise, providesamental benefits.

] also find that the possibility of adjusting acalsito beat the target is significantly lower for
firms with both accounting and nonaccounting firiahexperts. The coefficient on
BO+B1H32+33 is -1.314 (p<0.01) suggests that the combinatfdyoth accounting and
nonaccounting expertise seems able to more eftdgtiwonitor mangers' financial accruals
adjustment
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CHAPTER VI
ADDITIONAL ROBUSTNESS CHECKS

Predictive Ability of Accruals

My prior findings suggest thélhe presence of at least one independent financial
expert on the audit committee is related to highelity of accruals when accruals are
used to boost the income in order to beat the ahfdyecast target. In order to provide
further insight into the role of audit committeedncial expertise in setting accrual
estimates, | examine whether the presence of stt dealit committee financial experts is
associated with the predictive ability of accruéscusing on whether firms use accruals
to beat the analyst forecast restricts my analysasmall group of firms that have
earnings before accruals that just miss the anfdystast. In order to make my results
more generalizable, | directly examine the predectbility of accruals. | argue that firms
with more intensive financial expert monitoring anere likely to use accruals to signal
future performance. As a result, the accrual corepbshould better predict future
earnings when firms have more financial expertai@es monitoring.

Following Sloan (1996), | estimate equation (6):

EARN; tg+1=a +p1CFO;,qt f2ACCR t,q+ f3CFO; 1,q* FEDIRY, t,q+ fsACCR; 1 * FEDIR1, t g+ i 1,¢(6)
EARN is net income before extraordinary items, atefll by lagged total assets. CFO and
ACCR are defined in chapter Ill. See Appendix Avariable measures.

In equation (6)Bs is the incremental effect of the presence of adtlene
independent financial expert on the productiveitilf the current cash flows
component on future earnings. Similarly, a posifiveaptures the incremental effect of

the presence of at least one independent finaegprt on the productive ability of the
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current accruals component on future earnifigs predicted to be significantly positive
because financial expert directors’ monitoring dtlamnprove the decision usefulness of
the accruals component of earnings.

The results of estimating equation (6) are shawhable 7. Consistent with prior
studies, that both cash flows and accruals aretalgesdict future earnings, the
coefficients orp; andp, are significantly positive. As expected, | fingignificantly
positivef,, suggesting that the relation between the cupenbd’s accruals component
and the following period’s earnings is stronger wkige firm has at least one independent
financial expert on the audit committee than whenfirm has no audit committee
financial expert. The coefficient on FEDIR1 is ®1(with p<0.05), suggesting that the
presence of at least one independent audit conanittancial expert represents 15.9% of
predictive ability of accruals on future earningke findings are consistent with my
hypotheses that audit committee financial expentiseeases the decision usefulness of
earnings. | find that the presence of at leastiodependent audit committee financial
expert improves the decision usefulness of accr@tgponents in predicting future
earnings.

Magnitude of Discretionary Accruals

My focus in this study is the impact of finanagdperts on the odds of accruals
management in a specific setting where manageoginee positive accruals to beat the
analyst forecast target. However, prior studiesegaty examine the relation between
board characteristics and the magnitude of accaraldind that, on average, stronger
boards are related to less accrual. For examp&nK2002) documents that the absolute

value of abnormal accruals is negatively relatethéoproportion of outside directors on
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the overall board. In a similar vein to Klein (2Q0Xie et al. (2003) document that audit
committee independence is associat#l lower discretionary accruals. The underlying
assumption of these studies is that discretiorarglynormal) accruals reduce earnings
quality; thus, independent directors or audit cotterimembers should prohibit
managers from recognizing discretionary accruatgdtect shareholders.

In this section, | first attempt to reconcile finydings with prior studies by
replicating the results from prior studies. | exaenihe relation between board or audit
committee independence and the magnitude of ascruabntrol for other factors that
may be related to the absolute value of accrudt®ard or audit committee
independence (Klein, 2002; Houmes et al., 201@)uding log value of total assets
(LOG_ATQ), firm size (SIZE), operating cash flowdKO), earnings decrease
(DECROA), firms with negative income for quart€dt.©SS), financial leverage
(DEBT_ASSET), prior quarter abnormal value of ne¢@ting assets (ABNOA) and
shares outstanding (SHARES), and size of the bd®@#RD_SIZE). | estimate the
following equation:

DAC; ¢=a +B1BOARD_VAR i+ 01LOG_ATQi g+ 28 ZE; 1 g+ a3CFOi 1 g +asDECROA 1
+05LOSS 1 ¢+ a6ABNOA .1+ 07 SHARES ¢+ 18BOARD_SIZE, o+ it ©)

DAC is discretionary accruals estimated followihg Modified Jones model.
BOARD_VAR measures include BOARD_INC, AC_IND andHR1. See Appendix A
for variable measures.

Table 8 shows the results. Consistent with thairfigs from prior studies,
discretionary accruals are negatively related @Ot 0 level to the number of
independent directors on the board. The coefficenBOARD _IND is significantly

negative in column (1). Column (2) presents simiéaults when using the number of
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independent audit committee members on the bogocbtoy for board quality. Although

| find results that are consistent with prior segjil do not suggest that the negative
relation between board characteristics and thd Eeccruals is because accruals are
always bad for shareholders and should be discedrayg strong boards. Instead, | argue
that because independent directors or audit comenittembers do not have enough
expertise to evaluate the quality of accruals, tnegonditionally prohibit the recognition
of accruals.

Financial experts who have sufficient knowledgevaluate managers’ private
information will oversee the accruals contingemmmanagers' incentives. For example,
when managers have negative information regardifvgé earnings, financial expert
directors will discourage management to recognmaesitive” accruals; while financial
expert directors might discourage the recognitibtnegative” accruals if it is harmful to
shareholders. McAnally et al. (2008) find that farare more likely to miss the target just
before large CEO option grants, suggesting thatagews lower income intentionally
because of their option incentives. As a resudt hot predict that financial experts
negatively affect the magnitude of overall accruals

In Table 8, column (3) shows no meaningful relati@tween discretionary
accruals and the presence of at least one indepefidancial expert director on the audit
committee. Such insignificant results are conststetihh my argument. Because financial
expert directors have sufficient knowledge, in saages they might prohibit the use of
positive accruals to increase earnings while iiotases they might discourage the

recognition of negative accruals to decrease egsnifss a result, no overall relation
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exists between the audit committee financial expednd the magnitude of overall
discretionary accruals.

More than One Independent Financial Expert

In this section, | examine whether there is anjiteahal effect of having more
than one independent financial expert on the aughitmittee. This test is motivated by
the proposed rule of Section 407 of the SOX Acticiwinequires firms to disclose the
number of financial experts on their audit comnaitt&lthough such requirement is not
adopted by the final rule, the push for additidin@ncial experts on the audit committee
might suggest that financial expert directors aceertapable of overseeing the financial
reporting process and are better able to assegsfthmation value of accruals.

| first examine whether the presence of exactly madependent financial expert
affects the possibility of using accruals to b&atttarget when future performance is poor.
| drop all observations that have more than onepeddent financial expert on the audit
committee and create a dummy variable, FEONLY1ctviequals 1 if there is only one
independent financial expert on audit committabeh reestimate equation (4) by
replacing FEDIR1 to FEONLY1. Table 9 shows the ltssColumn (1) shows that tifie
issignificantly negative, suggesting that the presasfeexactly one financial expert
discourages the use of accruals to beat the thmgBtms with negative earnings
surprises in quarter t+1.

| then examine whether there is any additionaatféf more than one
independent financial expert on the audit committgestimating the following
regression.

Prob (JUSTBEAT; 1,4¢(0,1))=logit(ao + foFEONLY1, t,q*+ f1BadNEWS; ;,i* FEONL Y1, 1
+f,FEMOREL], 1,¢+f3BadNEWS; ;,s* FEMOREL1, 1
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+S4BadNEWS 1,¢+ anCONTROL,; 1,7+ i t,q) (8
JUSTBEAT and BadNEWS are defined as in chapteDi¥mmy variable FEONLY1
equals 1 when there is one independent accountppegyton the audit committee, and
zero otherwise. Dummy variable FEMOREL1 equals 1nathere is more than one
independent nonaccounting financial expert on tldbtaommittee, and zero otherwise.
CONTROL is the same as in chapter IV. See AppeAdior variable measures.

Column (2) of Table 9 shows the results. Consistath the findings in column
(1), the coefficient on BadNEWS*FEONLY4 still significantly negative. In addition, a
significantly negative coefficient on BadNEWS*FEM@ER suggests a negative
incremental effect of the presence of more thanaukt committee financial expert on
the use of accruals to beat the target when fyterfsarmance is poor. | also find a total
negative effect of having more than one financigezt on the odds of using accruals to
beat the target when future performance is poer thm of,+p3issignificantly
negative).

Although | find that the presence of more than imalependent audit committee
financial expert affects the possibility of usingceuals to beat the target, my results
show that the presence of exactly one independeadial expert can also discourage
managers from recognizing accruals to beat thetavgen future performance is poor.
Thus, the benefit that firms enjoy from the pregeotcmore than one financial expert is

not clear.
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CHAPTER VII
SENSITIVITY TESTS

Matched Sample

My main results are based on the observatiomiges@arnings before
discretionary accruals below analyst forecastebyg than one cent. The implied
assumption is that firms missing forecasts by {eas one cent are capable of adjusting
accruals to beat the target but choose not to d@ie concern with this result is that
firms missing analyst forecasts by less than omé méght be incapable of adjusting
accruals to beat analyst forecasts. Thereforajelgative relation between financial
experts’ monitoring and the odds of accruals mamege that destroys the decision
usefulness of earnings could instead reflect timesfi capacity to use accruals adjustment
to beat the target. In other words, firms with éinancial expert on the audit committee
might have less flexibility in accruals.

In order to mitigate this concern, | construchatched sample. | first select all
firm-quarter observations that beat the analystdast target by adjusting accruals
(AdjFE<O & FE>0). Among all my sampled firms, 1,405 observatians earnings
before discretionary accruals below analyst fore@adjFE<0) but report earnings that
are above analyst forecasts fB. Of 1,405 observations that use accruals tbthea
target, 880 observations are able to be matchatbbgrvations that miss the target
(AdjFE<O0 & FE<O0) based on year, prior-quarter N@Ad industry (two digit SIC
code)® Theoretically, these matched firms are more likelfave the ability to adjust

accruals to beat the target because they haveebdEret operating assets similar to

'8 The difference in NOA between matched observadimh sampled observations is restricted
between +0.01.
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firms that beat the target through accruals. UsiiegNOA-matched sample provides a
more powerful setting to examine whether manageossse to miss the analyst forecast
target when they perceive more intensive finarexglerts’ monitoring on the audit
committee.

Table 10 shows the results by using an NOA-matdslaeaple. All of the results
are consistent with the main results. | still fihat the presence of at least one
independent financial expert is associated withelomdds of using accruals to beat the
target for firms with negative earnings surprisése findings from using the NOA-
matched sample reinforce my hypotheses that fiaaegperts on the audit committee
discourage managers from using accruals to bearthkyst forecast target when the
adjustment destroys the quality of earnings. Marsagefirms with more independent
financial expert directors are more likely to chets miss the target when they have
negative information regarding the firms’ futurefoemance.

Controlling for Endogeneity

One concern regarding the prior results is theipdsy of a reverse causal
relation. This would occur if financial experts wknowledge about the firm’s
accounting systems systematically opt out of sgreim boards of firms with low
financial reporting quality. This suggests that gjuality of earnings and the intensity of
financial experts are endogenously determined, mwauld bias the regression analysis.
| address this endogeneity problem using sevegabaghes. First, | estimate
simultaneous equations in the odds of beating tatgeadjusting accruals and number of
financial experts using two-stage least squares$2 &qgressions. My first-stage model

captures the determinants of board structure imetpchonitoring and advising costs,
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information asymmetry, and business complexity €Sat al., 2008; Linck et al., 2008).
More specifically, it includes free cash flow, rasgh and development expenditures,
capital expenditure, number of segments (firm caxipy and advising benefits), CEO
tenure, and leverage.

Table 11 reports the parameter estimates. Papetgents the results on the
determinants of the number of financial expertawes. | include all the endogenous
variables as well as exogenous variables in theessgn. | find that FEDIR1 is
positively related to BOARD _IND (p-value< 0.01). @stent with Coles et al. (2008)
that more complex firms may have higher advisingdse | find that the presence of at
least one financial experts is positively relatedapital expenditure. In addition, CEO
tenure is positively associated with the preseriee ast one independent financial
expert.

In the second stage, | replace FEDIR1 with theligted value from the first-
stage model. The results are reported in PanelTable 11. | continue to find a negative
total effect of (predicted) FEDIR1 and the odd$&eéting target by accruals when the
firms have negative earnings surprise in quarter(see last row of Panel B Table 11). In
addition, the significant negative coefficient @suggests a significant incremental
effect of financial experts on the odds of beatarget for firms with negative earnings
surprises.

While my results are qualitatively similar und&L%5, this method could be
subject to specification error. Thus, following Helin and Weisbach (1991), | use
lagged (instead of contemporaneous) values of nuofifeancial experts in regressions

of the odds of beating analyst forecast targeis,adirnthe results are unchanged.
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Other Future Performance Measures

In the main section, | use next quarter’'s analystdast as a benchmark to
measure future financial performance. In this sectl attempt to use other
measurements to capture managers' private infasmeggarding future performance. |
first create a dummy variable that equals 1 i@ earnings in quarter t+1 is less than
the earnings in the same quarter of the prior yé#re firms have negative change in
earnings in quarter t+1, | expect that the preseheg least a financial expert should be
associated with lower likelihood of using accrual®eat the targets. | find results that
are consistent with my prediction.

In addition, | use longer-term future performanz@toxy for mangers’ private
information regarding future earnings. | classiffjren as poor performing if it has a
negative earnings surprise in quarter t+1 andAHlzhe results remain the same. | also
examine earnings surprises in the subsequentlg twarters and still find similar results.
These evidences may suggest that the board isrc@ttabout relatively long-term
future performance.

Other Financial Experts Measures

Besides using the presence of at least one indepéefidancial expert on the
audit committee (FEDIR1), | also use continuousaldes to capture financial experts'
monitoring, namely, the number of financial expemsaudit committees and the
percentage of financial experts on the audit cotest The main findings remain
unchanged. | still document a negative relationveen the number and the percentage of
financial experts on the audit committee and thesjimlity of using accruals to beat the

targets for a firm with next quarter's earningobeanalyst forecast. | also use an
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industry median as a benchmark to capture the diabhaxperts' monitoring by
constructing a dummy variable which equals 1 ifthenber of financial expert directors
on the audit committee is below industry mediarm zero otherwise. The results remain

similar.
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CHAPTER VIII
CONCLUSION

Considerable evidence suggests that managers adprsials to beat the analyst
forecastHowever, the implications of accruals adjustmeneamings quality are not
clear. On the one hand, when managers have negaftivenation regarding future
earnings performance, accruals adjustment coulttadshareholders and result in lower
quality of financial reporting. On the other haadg¢ruals could signal strong future
earnings growth and thereby improve the decisi@fulisess of earnings. If boards
protect shareholders by ensuring higher qualitsirfoial information, they should only
discourage managers from adjusting earnings tothedarget if doing so reduces the
quality of financial information.

In this study, | specifically examine whether thenitoring imposed by financial
experts on the audit committee affect managersualscadjustment to beat analyst
forecasts conditional upon future performance. btyuk on the financial expert directors
is based on the belief that directors with suffitignancial knowledge are better able to
assess and understand managers’ private informatidrare more capable of overseeing
the financial reporting process than nonfinanciglezt directors. | hypothesize that when
future performance is poor, audit committee finahekperts would intervene in accruals
adjustment to beat the target, and the impacthahftial experts on the odds of accruals
adjustment to beat the target is stronger whendyterformance is poor than when
future performance is strong. Consistent with mgdgstions, | find that the presence of
at least one independent financial expert on tlgg @ommittee is negatively related to

the use of accruals to beat analyst forecasts Wieefirm has next quarter’s earnings
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below analyst forecasts. In addition, the negagifect of financial experts on the odds of
beating the target by adjusting accruals is grdatdirms with negative earnings
surprises than for firms with positive earninggsises in quarter t+1.

| also examine the impact of accounting expertthermuality of accruals. One of
the most controversial issues of Section 407 of $XKe operationalization of who is a
financial expert. | find that the presence of baticounting and nonaccounting expertise
on the audit committee is associated with highalityuof accruals. This evidence is
consistent with prior studies and suggests thaSt€’s wide-ranging definition of
financial expertise may not be a compromise toygilablic criticism but rather reflects

the need for broader (i.e., financial and superyijsexpertise on the board.
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APPENDIX A

VARIABLE MEASUREMENTS

Variables

Accruals Measurements

ACTUAL
ACCR

AdjFE

DAC

FE

NDEPS
MEDEST

Board Measurements

BOARD_SIZE
BOARD_IND
AC_SIZE
AC_IND
FEDIR1

M easur es

Actual earnings per shares from I/B/E/S.

Total accruals for firm i year t quarter g,iehis measured as income
before extraordinary items (IBCY) minus cash flaanh continuing
operations (XIDOCY+OANCFY), scaled by total asq&%Q) for
firm i year t quarter g-1

Forecast error adjusted for discretionaryraakfor firm i year t
quarter g, which is defined as the difference betwsondiscretionary
EPS (Define below) and median consensus analystdsts from
I/B/E/S.

Discretionary accrual for firm i year t quartgrwhich is defined as
the difference between total accruals and estimabediscretionary
accruals. Nondiscretionary accruals are estimasewya modified
Jones model (Dechow et al. 1995). The followingssfsectional
model is run by year, quarter and two-digit SICeod

ACCRitq | _ 1 AREVijtq—ARECitq GPPEjtq
B[R0 = o By () o+ By () 4 g (2
T i,tq-1 T itgq—-1 T itg—-1 T i,tq-1

ACCRy = total accruals ( Defined above)

TAig1 = total assets (ATQ) for firm i year t quartet q

AREVyq = change in net revenues(SALEQ)for firm i yequéarter q

AREG = change in accounts receivable (RECTQ) for figrear t
quarter g

AGPPEq = gross property, plant, and equipment (PPEGTQfjrim i
year t quarter g

The estimated coefficients from this regressiortlaea used to

compute nondiscretionary accruals for each firrfolisws:

Forecast error for firm i year t quarter q, whis defined as the
difference between actual EPS and median consamsigst forecast
from I/B/E/S.

Nondiscretionary earnings per share for fiy@ar t quarter g, which
is measured as actual EPS before recognizing tistaey accruals.
Median value of consensus analyst forecast 1/B/E/S.

Log(1+Number of directors on the board)

Log(1+Number of independent directorstba board)
Log(1+Number of audit committee members)

Log(1+Number of independent audit committeembers)
Dummy variable equals to one if there ikeast one independent
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FEONLY1

FEMORE1

ACCDIR1

NonACC_FEDIR1

Other Control Variables

ABNOA

BTM

CAPTIAL

CFO

CEO_TENURE
DECROA

COMPANY_AGE
CV_AF

LEVERAGE

DOWN_REV

EARN

financial expert on the audit committee and zehenwise.

Dummy variable equals to one if there ie amdependent financial
expert on the audit committee and zero otherwise.

Dummy variable equals to one if there is1ate than one
independent financial expert on the audit committee zero
otherwise.

Dummy variable equals to one if there iteat one independent
accounting expert on the audit committee and z#verwise.

Dummy variable equals to one if therat least one independent
non-accounting expert on the audit committee and atherwise.

Abnormal net operating assets for firm i yéguarter g, which is
measured as NOA (Defined Below) less the mediamevaboled
over the sample period.

Book to market ratio for firm i year t quarter dpieh is calculated as
shareholders’ equity (CEQQ) dividend by market galu
(PRCCQ*CSHOAQ) at the end of fiscal quarter.

Dummy variable equals one when the camtglenditure (CAPXY)
for firm i year t quarter q is less than industrgdian for a given
year, and zero otherwise.

Cash flows from continuing operations for firgrear t quarter g,
measured as extraordinary items and discontinuechtipns
(Statement of Cash Flows) plus operating activities
(XIDOCY+OANCFY), scaled by total assets (ATQ) faragter t-1

Number of years that current CEO servesmpany (Log Value)

Dummy variable equals one when ROA for firpear t quarter q
before discretionary accruals is less than ROAjtarter g-1, and
zero otherwise

Number of years company has been innass (Log value)

Coefficient on variation of the consensuset@st used to calculate
earnings surprise for firm i year t quarter g, whis defined as
standard deviation scaled by the mean.

Dummy variable equals one if long term @bl TTQ) for firm i

year t quarter g, scaled by total assets (ATQytarter t-1, is greater
than the median value pooled over the sample pegindl zero
otherwise.

Analyst downward revision for firm i yebquarter g, which equals
one if at least one of the firm’'s analysts revibedor her forecast
downward in the three months prior to the earnangsouncement for
quarter t, and zero otherwise.

Earnings for firm i year t quarter g, measuasdncome before
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SIZEDUMMY

LOSS

LOG_ATQ

NOA

NUM_ESTIMATE

R&D

SEGMENT

SIZE

SHARES

extraordinary Items (IBCY), scaled by total as¢&{EQ) for quarter
t-1.

FIRMSIZE equals 1 if firm size for firmyear t quarter g is greater
than the median for that year; and O otherwise.

Dummy variable which equals one if the firns hagative earnings
(NIQ) in for firm i year t quarter q.

Log value of total assets for firm i yeayuarter q (ATQ).

Net operating assets for firm i year t quagewhich is measured as

shareholders’ equity (CEQQ) minus cash and marletszurities
(CHEQ), plus total debt (DLCQ+DLTTQ), scaled byesa(SALEQ).

Number of analysts for firm i year tigrter g, which is measured as
number of analysts whose forecasts are includéueiiconsensus
forecast used to calculate earnings surprise.

Dummy variable equals one when the R&D expandi{XRDQ) for
firm i year t quarter g is less than industry madiar a given year,
and zero otherwise.

Number of business segment and geogragigiments (Log value)
Size of the firm for firm i year t quarterwhich is measured as
natural logarithm of market value (PRCCQ*CSHOQ).

Number of common shares (CSHOQ) outstarfdiniirm i year t
quarter q.
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APPENDIX B
TABLES

Table 1. Sample Selection

Pandgl A: Full Sample

Total Compustat firm-quarters from 2004-2011

Missing data on total assets (ATQ) and SIC cod€KI
Financial, utility and unclassible industry

Without enough data to calculate discretionary @aisr
Without board data on Corporate Library/RiskMetrics
Without forecast data on IBES

Without enough four quarter data for a given yeat @ithout
enough data to calculate performance and/or conamables
Truncate all continuous variables by top and botioth

Panel B: Sample used in the analyses

Firms that had earnings before DAC just miss andétyecasts
Firms that use accruals to beat the target
Firms that choose to miss the target

Firm-
quarters
336,457

(105,546)
(73,231)
(69,384)
(41,832)
(18,594)

(10,498)
(2,714)
14,658

Firm-
quarters

783 1,460
500 1,091
283 369

#Firms
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Table 2. Descriptive Statistics

Pand A: Compustata sample and test sample

SIZE
LOG_ATQ

EARN
DAC

Compustat Sample

N Mean STD Median
86,834 5.33** 240 5.37
86,834 5.13*** 267 5.30
86,834 - 0.41 0.005
0.08***
86,834 0.010** 0.16 0.0004

Panel B: Firmswith ear nings befor e discretionary accruals below forecast by lessthan one cent

Accruals Measures

Discretionary Accruals (DAC)
Nondiscretionary EPINDEPS)
Actual EPS (ACTUAL)

Consensus Analyst ForecastEDEST)
Forecast error adjusted for DAC
(AdjFE)

Forecast Error (FE)

Board Characteristics

BOARD_SIZE
BOARD_IND
AC_SIZE

# of Financial Expert

Beat the Target

N Mean STD Median

1,091 0.003*** 0.008 0.001

1,091 0.352** 0.306 0.299

1,091 0.356*** 0.306 0.310

1,091 0.354** 0.306  0.300

1,091 - 0.002  -0.000
0.001***

1,091 0.001*** 0.007 0.000
1,091 11.18 4.02 10.00
1,091 7.42 2.86 7.00
1,091 3.68 0.88 3.00

1,091 1.62 1.97 1.00

Test Sample
N Mean STD r'\]"ed'a
1,460  7.55 133  7.42
1,460 7.24 1.31 2.
1,460 0.01 0.03 0.01
1,460 0.001 0.10 00®
Miss the Target
N Mean STD Median
369 -0.000 0.002 -0.000
369 0.302 0.303 .240
369 0.300 0.302 0.240
369 0.310 0.302 .250
369 -0.007 0.303 -0.000
369 -0.009 0.004 -0.010
369 11.34 414 .00
369 7.52 3.00 7.00
369 3.78 0.99 4.00
369 1.61 1.09 1.00
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# of Independent Financial Expert 1,091 1.55 1.08 .001 369 1.56 1.07 1.00

# of Accounting Expert 1,091 0.14 0.38 0.00 369 30.1 0.36 0.00

# of Independent Accounting Expert 1,091 0.13 0.36 0.00 369 0.13 0.36 0.00
Panel C: Financial Expertson Firmswith earnings befor e discretionary accr uals below forecast by less than one cent

Beat the Target Miss the Target
# % # %

Independent Financial Expert=0 112 10.26 27 6.82
Independent Financial Expert=1 556 50.97 204 55.28
Independent Financial Expert>1 423 38.77 138 37.40
Total Firms 1,091 100 369 100

Panel D: Accounting Expertson Firmswith earnings befor e discr etionary accruals below forecast by less than one cent

Beat the Target Miss the Target
# % # %
Efsgr(f:g ent Accounting 934 85.62 316 85.63
:En)((j;;(:‘:fent Accounting 15 137 4 1.10
Total Firms 1,091 100 369 100

The descriptive statistics are based on 1,460 fjuarter observations in the period 2004-2011 exctufirm do not have
quarterly earnings data for all quarters of thesgiyear. | delete all firms with Standard Indust@&ssification (SIC) codes
from 4400-5000 (utility industry), 6000-6999 (firaal services) and 9000-9999 (unclassible indusfry)91 firm-quarter
observations have earnings before discretionamuatcinitially below forecasts by less than onetdrit reports sufficient
positive discretionary accruals that allow earnittgbeat analyst forecasts. 369 firm-quarter olzg@ms have earnings before
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discretionary accruals initially below forecastslégs than one cent and report earnings that eswbahalyst forecasts. See
Appendix A for variable measurements. *** p<0.01,0<0.05, * p<0.1
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Table 3. Pearson Correation

BOARD_IN
D
BOARD_SIZE 0.825
<0.0001
BOARD_IND

# Independent
Financial Expert

# Financial Expert

# Independent
Accounting Expert

# Accounting Expert

# Independent
Financial
Expert

0.177
<0.0001

0.211
<0.0001

# Financial
Expert

0.158
<0.0001

0.236
<0.0001

0.972
<0.0001

# Independent
Accounting
Expert

0.106
<0.0001

0.0923
<0.0001

0.113
<0.0001

0.127
0.007

# Accounting

Expert

0.116
<0.0001

0.0819
<0.0001

0.116
<0.0001

0.106
<0.0001

0.963
<0.0001

Firm Size

0.302
<0.0001

0.357
<0.0001

0.211
<0.0001

0.204
<0.0001

0.0367
0.160

0.192
<0.0001

The correlations are based on 1,460 firm-quarteeniations in the period 2004-2011 excluding fimmnat have quarterly
earnings data for all quarters of the given yedeléte all firms with Standard Industrial Clagsation (SIC) codes from 4400-
5000 (utility industry), 6000-6999 (financial sexgs) and 9000-9999 (unclassible industry). See AgigeA for variable

measures.
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Table4. Test of H1

JUSTBEAT t-statistics
FEDIRY ) -0.687*** [-5.069]
SIZE 0.040 [0.323]
BTM; O] 0.272 [1.316]
SHARES (+) 0.000 [0.365]
NUM_ESTIMATE; (+) 0.045*** [3.604]
CV_AFR () 0.359 [1.163]
DOWN_REM (+) -0.273 [-1.160]
BOARD_SIZE -0.446* [-1.759]
BOARD_IND; 0.001 [0.0276]
AC_SIZEk -0.122 [-0.393]
Observations 1460
Pseudo R 0.101
Year & Quarter Fixed Effect Yes
Industry Fixed Effect Yes

The dependent variable is JUSTBEAT, which equaéswhen a firm whose earnings
before discretionary accruals is initially belowdoasts by less than one cent but reports
sufficient positive discretionary accruals thaballearnings to beat analyst forecasts, and
zero when a firm whose earnings before discretyaacruals is initially below forecasts
by less than one cent and reports earnings tisétlibelow analyst forecasts. See
Appendix A for variable measures. All regressioresestimated with an intercept
included but the intercept is not reported. t-Stats shown in brackets are based on
robust standard errors cluster by year. *** p<0:81p<0.05, * p<0.1
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Tableb. Test of H2

Constant

FEDIRZ
BadNEWS*FEDIR1;
BadNEWS

SIZE

BTM;

SHARES
NUM_ESTIMATE;
CV_AFK
DOWN_REV
BOARD_SIZE
BOARD _IND;
AC_SIZE

Observations
Pseudo R

Year & Quarter Fixed Effect
Industry Fixed Effect

Coefficient on fot 1

(+)
(+)
()
(+)

JUSTBEAT t-statistics
0.870 [-1.360]
-0.280 -4.351
-0.808*** [[2.784] :

0.397*** [0.201]
0.026 [1.388]
0.290 [0.417]
0.000 [3.989]
0.047*** [1.128]
0.369 [-1.004]
-0.231 [-1.506]
-0.416 [-0.362]
-0.008 [-0.237]
-0.076 [0.695]
1460
0.105
Yes
Yes
-1.088** *

The dependent variable is JUSTBEAT. BadNEWS isrardy variable that equals one if
a firm fails to beat analyst forecasts in the foilog quarter, and zero otherwise. See
Appendix A for variable measures. t-Statistics shawbrackets are based on robust
standard errors cluster by year. *** p<0.01, ** p&b, * p<0.1
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Table 6. Accounting Expertise on the Audit Committee

JUSTBEAT t-statistics
ACCDIRL Lo 0.152 [0.654]
BadNEWS*ACCDIR1; S -0.687** [-2.012]
NonACC_FEDIR1 Lo -0.246 [-1.590]
BadNEWS* NonACC_FEDIR1 B3 -0.533** [-2.260]
BadNEWS 0.293* [1.750]
SIZE -0.042 [-0.276]
BTM; ) 0.325*** [2.666]
SHARES (+) 0.001 [0.487]
NUM_ESTIMATE; +) 0.045%** [3.043]
CV_AR ) 0.408 [0.996]
DOWN_REV, +) -0.109 [-0.363]
BOARD_SIZE -0.507 [-1.538]
BOARD_IND -0.001 [-0.0526]
AC_SIZE 0.157 [0.427]
Observations 1106
Pseudo R 0.125
Year & Quarter Fixed Effect Yes
Industry Fixed Effect Yes

The dependent variable is JUSTBEAT. ACCDIR1 is dymvariable equals one when
there is at least one independent accounting erpdtie audit committee, and zero
otherwise NonACC_FRDIR1 is dummy variable equals when there is at least one
independent non-accounting financial expert oratl#it committee, and zero otherwise.
See Appendix A for variable measures. All regrassiare estimated with an intercept
included but the intercept is not reported. t-Stats shown in brackets are based on
robust standard errors cluster by year. *** p<0:81p<0.05, * p<0.1
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Table 7. The Predictive Ability of Accruals

EARNu:1 t-statistics

i
CFa ) 0.582¢  [12.81]
B2
ACCR (*+) 0.315%*  [11.55]
CFO*FEDIR1; B3 0.053 [1.071]
ACCRUAL{#*FEDIR1; (+) P 0.159** [2.800]
Observations 14658
Adjusted R 0.381
Year & Quarter Fixed Effect Yes
Industry Fixed Effect Yes

The dependent variable is EARN See Appendix A for variable measures. All
regressions are estimated with an intercept indumlg the intercept is not reported. t-
Statistics shown in brackets are based on robastiatd errors cluster by year. ***
p<0.01, ** p<0.05, * p<0.1
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Table 8. The Magnitude of Discretionary Accruals

BOARD IND AC_IND FEDIR1
(1) (2) 3)
BOARD_VAR; () -0.001* -0.004** 0.002
[-2.052] [-2.527] [0.194]
SIZE; 0.031 0.029 0.031
[0.625] [0.592] [0.635]
LOG(ATQ) -0.004 -0.003 -0.004
[-1.624] [-1.479] [-1.593]
BTM; -0.204 -0.203 -0.204
[-1.787] [-1.780] [-1.786]
CFQ 0.025* 0.025* 0.025*
[2.412] [2.411] [2.410]
DECROA 0.005 0.005 0.005
[0.308] [0.296] [0.304]
ABN_NOA1 -0.006 -0.006 -0.006
[-1.730] [-1.739] [-1.728]
LEVERAGE -0.008 -0.008 -0.008
[-1.493] [-1.534] [-1.499]
SHARES 0.000 0.000 0.000
[1.403] [1.425] [1.344]
BOARD_SIZE 0.023** 0.018** 0.015*
[2.778] [2.495] [2.170]
Observations 14,515 14,515 14,515
R-squared 0.017 0.017 0.017
Year & Quarter Fixed Effect Yes Yes Yes
Industry Fixed Effect Yes Yes Yes

The dependent variable is discretionary accruafsJ) which is followed Modified

Jones Model. BOARD_VAR measures include BOARD_INO, IND, and FEDIRL1.

See Appendix A for variable measures. All the regi@ns are estimated with an intercept
included but the intercept is not reported. t-Stats shown in brackets are based on
robust standard errors cluster by year. *** p<0:81p<0.05, * p<0.1
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Table9. More Than One Independent Financial Expert

JUSTBEA t- t-statistics
T statistics JUSTBEAT
1) (2)
FEONLY 1L Bo -0.315 [-1.344] -0.665*** [-3.218]
B .

FEONLY1,__BadNEWS 0.676*** [-2.763] -0.376** [-2.138]
FEMORE1 B -0.146 [-0.534]
FEMOREL1 BadNEWS 53 -1.002***  [-3.917]
BadNEWS 0.377**  [2.034] 0.393*** [2.759]
SIZE -0.073 [-0.607] 0.021 [0.164]
BTM; 0.319 [1.139] 0.285 [1.378]
SHARES 0.001 [0.941] 0.000 [0.432]
NUM_ESTIMATE; 0.040*  [2.134] 0.048*** [4.102]
CV_AFR 0.032 [0.0500] 0.378 [1.137]
DOWN_REV, 0.010 [0.0269] -0.232 [-1.006]
BOARD_SIZE -0.410 [-0.825] -0.408 [-1.379]
BOARD_IND 0.008 [0.197] -0.010 [-0.417]
AC_SIZE -0.250 [-0.406] -0.070 [-0.216]
Observations 885 1460
Pseudo R 0.116 0.107
Year & Quarter Fixed Effect Yes Yes
Industry Fixed Effect Yes Yes

The dependent variable is JUSTBEAT. FEONLY1 is dynvariable equals one when
there is one independent accounting expert onutlie @@mmittee, and zero otherwise
FEMOREL is dummy variable equals one when theneoiee than one independent non-
accounting financial expert on the audit committee] zero otherwise. See Appendix A
for variable measures. All regressions are estidhaith an intercept included but the
intercept is not reported. t-Statistics shown iackets are based on robust standard errors
cluster by year. *** p<0.01, ** p<0.05, * p<0.1
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Table 10. Matched Sample

Beat t-statistics
FEDIR, Bo 0.688** [2.337]
FEDIR1_BadNEWS S -1.063*** [-4.333]
BadNEWS -0.055 [-0.400]
SIZE 0.097* [1.704]
BTM; -0.297* [-1.673]
SHARES -0.000 [-0.294]
NUM_ESTIMATE; 0.036** [2.201]
CV_AFR 0.166 [1.455]
DOWN_REM -0.212 [-1.244]
BOARD_SIZE -0.648*** [-3.489]
BOARD_IND 0.021 [1.284]
AC_SIZE -0.192 [-0.960]
-0.037 [-0.0689]
Observations
Pseudo R 1760
Year & Quarter Fixed Effect Yes
Industry Fixed Effect Yes
Coefficient on fo+f3 -0.375%**

The regression are based on 880 firm-quarter ohsens whose earnings before
discretionary accruals is initially below forecalstg reports sufficient positive
discretionary accruals that allow earnings to laeaiyst forecasts and their matched
observations based on two-digit SIC codes, pri@arigu net operating assets and year.
The dependent variable BEAT equals one when alfamearnings before discretionary
accruals below forecasts but reports sufficienttpp@sdiscretionary accruals that allow
earnings to beat analyst forecasts, and zero wifiem &das earnings before discretionary
accruals below forecasts and reports earningsdisdtl below analyst forecasts. See
Appendix A for variable measures. All regressioresestimated with an intercept
included but the intercept is not reported. t-Stats shown in brackets are based on
robust standard errors cluster by year. *** p<0:81p<0.05, * p<0.1
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Table 11. Two-Stage L east Squar es

Panel A: First-stage Mode of the Deter minants of the presence of at least an
Independent Financial Expert

FEDIR1 t-statistics

0.028 [1.122]
SIZE 0.075* [2.171]
BTM; -0.000 [-0.909]
SHARES 0.001 [0.298]
NUM_ESTIMATE; 0.024 [0.825]
CV_AK 0.045* [1.924]
DOWN_REV, -0.189** [-2.950]
BOARD_SIZE 0.018*** [3.670]
BOARD_IND -0.086 [-0.750]
AC_SIZE -0.012 [-0.556]
SIZEDUMMY 0.008 [0.974]
COMPANY_AGE 0.007 [0.815]
FCR -0.003 [-0.833]
R&D¢ 0.001 [0.789]
CAPITAL; 0.024* [1.914]
SEGMENT; 0.028 [1.122]
CEO_TENURE 0.075* [2.171]
LEVERAGE -0.000 [-0.909]
Adjusted R-squared 0.353
Year & Quarter Fixed
Effect Yes
Industry Fixed Effect Yes

See Appendix A for variable measures. All reg@ssiare estimated with an intercept
included but the intercept is not reported. t-Stats shown in brackets are based on
robust standard errors cluster by year. *** p<0:81p<0.05, * p<0.1

62



Panel B Second-stage Regression of the presence of at least an | ndependent Financial
Expert on the Odds of Beating Analyst Forecast by Accruals Contingent on Future

Earnings Surprises

FEDIR1, Po
FEDIR1.*BadNEWS () A
BadNEWS

SIZE

BTM;

SHARES ()
NUM_ESTIMATE;

CV_AFR (+)
DOWN_REV,

BOARD_SIZE (+)
BOARD_IND;

AC_SIZE ()

Observations (+)
Pseudo R

Year & Quarter Fixed Effect
Industry Fixed Effect

Coefficients on fot+ 1

BEAT t-statistics
-7.431 [-1.564]
-1.947*** [-2.842]
1.536*** [[2.851]]
0.273 1.337
1.016*** [3.238]
-0.000 [-0.0609]
0.044* [1.951]
0.318 [0.876]
0.049 [0.113]
-2.469** [-2.364]
0.144 [1.155]
-0.836 [-1.222]
887
0.412
Yes
Yes
-9.377*

The dependent variable is BEAT. Predicted FEDIRhéspredicted value of FEDIRL1 in
the first-stage model (Panel A). See Appendix Aviaable measures. All regressions
are estimated with an intercept included but theraept is not reported. t-Statistics
shown in brackets are based on robust standans eluster by year. *** p<0.01, **

p<0.05, * p<0.1
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