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Abstract

This study examines the effectiveness of some audit committee (AC) characteristics to
monitor management behavior with the respect to their incentives to manage earnings.
Bahraini listed companies on Bahrain Bursa for the year 2012 to 2014 have been investigated
to analyze the relationship between AC characteristics and earnings management. The AC
characteristics examined are AC independence, AC size, AC meetings and AC financial
experts. Multivariate regression model is used to examine the relationship between earnings
management as dependent variable and AC characteristics as independent variables and other
firm-specific attributes, as control variables. As a small developing market, Bahrain’s unique
business environment and context offer a good opportunity and provides a useful setting for
examining the effectiveness of AC characteristics in detecting and preventing earnings
management practices. The results show that discretionary accruals as a proxy for earnings
management is negatively associated with AC size and AC financial experts, but positively
associated audit firm size as control variable. However, the results do not show a significant
relationship between AC independence, AC meetings, company size, leverage and earnings
management. This study extends the literature on the monitoring function of the AC on
earnings management, and contributes geographically to the financial reporting process and
earnings management literatures by analyzing data from an emerging market and providing
useful information for the corporations, accounting profession and the regulators on the
effective practice of ACs.
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1. Introduction

Corporate scandals such as WorldCom, Enron, Nortel, eToys and similar others, put the
spotlight on the effectiveness of corporate governance mechanisms in monitoring the
financial reporting process. AC is considered as one of the crucial and influential participants
of corporate governance as it assists the board of directors in discharging its responsibilities
in overseeing corporate management (Bédard and Gendron, 2010; Li et al., 2012). An AC is a
sub-committee of the board that specializes in, and is responsible for, ensuring the accuracy
and reliability of the financial statements provided by management. Indeed, much of the
blame and criticism for accounting irregularities is aimed at ACs for not fulfilling their
financial reporting oversight duties due to independence issues (Pergola, 2005). The
effectiveness of ACs has been a subject of increasing interests due to increased concerns
about the quality of corporate financial reporting process caused by recent accounting
scandals. Therefore, the Sarbanes-Oxley Act (2002) in the U.S. mandates the role of the AC
and strengthens its composition to oversee the financial reporting process.

Managers are using earnings management to maximize company’s interest or t0 maximize
their own interest. A frequently used description of earnings management is given by Healy
and Wahlen (1999) “Earnings management occurs when managers use judgment in financial
reporting and in structuring transactions to alter financial reports to either mislead some
stakeholders about the underlying economic performance of the company or to influence
contractual outcomes that depend on reported accounting numbers”. Since earnings
management is inherently unobservable, most studies used measures of accruals as proxies
for earnings management. The central objective of CGC is to restore the reliability of
financial statements by curbing earnings management and accounting fraud (Cohen et al.,
2008). Therefore, on the process to restore the confidence to the investors, different laws and
codes were puts in place, for example, Sarbanes-Oxley Act (2002) in US and Corporate
Governance Codes by many countries. In Bahrain the first CGC has been effective on 1%
January 2011. All Bahraini companies to which this Code applies should be in full
compliance by the end of 2011. The Bahrain CGC is expected to mitigate corporate scandals
and other related issues. The Bahrain CGC stated that, the board shall establish an AC of at
least three members of which the majority should be independent including the chairman.
The AC shall review the company’s accounting and financial practices, review the integrity of
the company’s financial and internal controls and financial statements, review the company’s
compliance with legal requirements, and recommend the appointment, compensation and
oversight of the company’s outside auditor. Also, the code recommends a majority of the AC
members should have the financial literacy qualifications.

There has been growing recognition in recent years of the importance of AC in enhancing
financial reporting quality. However the relationship between AC characteristics and earnings
management, remains unexplored in emerging markets. In addition, there is a shortage of
studies that target the Gulf Cooperation Council (GCC) countries. Given the importance of
AC characteristics in enhancing the quality of financial reporting in the region, this study
focuses on one of the GCC countries, namely Bahrain. Bahrain is one of the most open
economies in the MENA region and it is one of the world's leading international financial
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centers. The Bahrain Stock Exchange, which officially commenced operations in 1989, has
grown significantly in the number of listed securities with currently 49 companies (Baena,
2011). Royal Decree No. 60 was issued regarding the establishment of Bahrain Bourse to
replace Bahrain Stock Exchange. This step has been taken to bring in line the bourse's
capability to meet the modern administrative requirements of international exchanges, as well
as the commercial standards that are deemed necessary to meet the rapid developments
witnessed in modern stock exchanges. During 2010, Bahrain Bourse joined the Association of
National Numbering Agencies (Bahrain Bourse, 2010).

As a small developing market, Bahrain’s unique business environment and context offer a
good opportunity and provides a useful setting for examining the association between ACs
and earnings management. Therefore, this study extends the literature on the monitoring
function of the AC on earnings management, and contributes geographically to the financial
reporting process and earnings management literatures by analyzing data from an emerging
market and providing useful information for the corporations, researchers, accounting
profession and the regulators on the effective practice of ACs. The main purpose of this study
is to examine the relationship between AC characteristics and discretionary accruals as proxy
for earnings management in Bahrain.

The remainder of this study is organized as follows. Section two presents a review of the
literature and the development of hypotheses. Section three explains the research
methodology employed in this study. The empirical findings are presented in section four.
Finally, section five summarizes the main conclusions of the study.

2. Literature Review and Hypotheses Development
2.1 Literature Review

Managers are using earnings management to maximize company’s interest (shareholders
interest) or to maximize their own interest, this causes an agency problem. However, both
have different interests and this leads to conflicts (Jensen, 2005 and Leuz et al., 2003). Fama
and Jensen (1983) have argued that outside directors with directorships are perceived to be
valuable because they are concerned about their reputation damage, litigation risks and
possible loss of future board opportunities and therefore will be motivated to perform their
monitoring role effectively. Laing and Weir (1999) have argued that the AC is responsible for
the external auditing of the firm financial statements. Due to the existence of remuneration
and ACs monitor of board performance, it is expected that board will be motivated to
improve performance, and investors will gain more confidence in the value of firm’s financial
statement.

Researchers have identified the role of the AC as being critical in ensuring credibility of the
financial statement (e. g. Fama and Jensen, 1983, Abbott , et al., 2000). Therefore, the AC is
viewed as a monitoring mechanism intended to reduce information asymmetries between
management and stakeholders, since its key functions are to improve the quality and accuracy
of financial information through constantly monitoring the management’s opportunistic
behaviours (e.g., Klein, 2002; Davidson et al., 2005; Pucheta-Martinez and Fuentes, 2007; .
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Dhaliwal et al., 2010; Li et al., 2012).

The effectiveness of ACs has been a subject of increasing interests due to increased concerns
about the quality of corporate financial reporting process caused by accounting scandals.
Dechow and Skinner (2000) note that the border between earnings management and accrual
accounting has become ambiguous. It deals with managers choosing accounting policies and
accruals, most likely for personal gain. Therefore, managers can opportunistically manipulate
accounting reports by managing accruals. However, Kaplan (1985) state that "normal”
accruals arising in the ordinary course of business are unlikely to reflect managerial
opportunistic behavior. Any manipulation of accounting information will most likely be
apparent in "abnormal” accruals.

Literature on AC has suggested that AC effectiveness essentially functions on AC
characteristics (e. g. Persons, 2009; Bédard and Gendron, 2010; Dhaliwal et al., 2010; Li et
al., 2012). Therefore, the perfect AC size with the right combination of skills and experience
are critical in supporting the AC’s ability in detecting and preventing earnings management.
Several research studies have investigated the relation between AC characteristics and
discretionary accruals as a proxy for earnings management. For example, Xie et al. (2003)
found that accrual-based earnings management is less likely to occur or is less prevalent in
the companies whose ACs include greater proportion of independent members with corporate
or investment banking background. Previous studies suggested that firms with the higher
number of AC meetings experience are less likely to be sanctioned for fraud as well as
aggressive accounting (Abbott et al., 2000). Prior research provides evidence suggesting that
AC size and the financial expertise of AC members can have a significant effect on the
monitoring of earnings management, the empirical evidence also supports the advantages of
including independent directors on the AC (e.g., Klein, 2002; Pucheta-Martinez and Fuentes,
2007).

2.2 Hypotheses

In the light of the empirical and the theoretical literature framework, | have found a series of
relationships, which other authors also previously found, between AC characteristics and the
level of earnings management. Accordingly, the following hypotheses are developed to
investigate the effect of AC characteristics, namely, AC independence, AC size, the frequency
of AC meetings, and AC expertise on earnings management practices in Bahrain.

2.2.1 Audit Committee Independence

The Sarbanes-Oxley Act of (2002) emphasizes the importance of the independence of the AC
for effective monitoring of financial reporting, and requires all AC members to be
independent. Klein, (2002) argues that AC independence influences the effectiveness of the
committee in monitoring financial reporting. Prior literature argues that less financial
misstatements are associated with more independent audit committees (e.g. Abbott et al.
2000). Also, prior literature suggested that a fully independent AC would be better able to
protect shareholders’ interests and fulfill its monitoring role because of its ability to view
issues objectively (e.g., Bédard et al., 2004; Abbott, et al. 2004; Yang and Krishnan, 2005).
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It is generally believed that an independent AC provides effective monitoring of the financial
discretion exercised by management and ensures the credibility of the financial statements. In
this regard Deli and Gillan (2000) argued that an audit committee serves as a reinforcing
agent to the independence of internal as well as external auditor, audit committees are
expected to be more effective in the oversight of financial reporting when they are
independent. Also, Xie et al., (2003) suggested that the more independent audit committee
will provide better governance compared to less independent AC. These arguments,
suggestions and expectations are supported by the provision in Sarbanes-Oxley Act requiring
publicly traded companies to have completely independent ACs. In Bahrain, the Bahrain
CGC stated that, the board shall establish an AC of at least three members of which the
majority should be independent including the chairman.

The literature provides mixed results on the association between AC independence and the
levels of earnings management. For example, Klein (2002) in USA, Xie et al. (2003) in USA,
Davidson, et al. (2005) in Australia, Lin and Hwang (2010) and Soliman and Ragab (2014) in
Egypt reported a negative association between ACs’ independence and earnings management
practices. Bédard, et al. (2004) in USA found that aggressive earnings management is
negatively associated with fully independent ACs. Abbott et al., (2004) found that there is a
negative association between AC independence and financial reporting fraud and
misstatement. Fodio et al. (2013) found that AC independence has a positive association with
earnings management. However, Abdul Rahman and Ali (2006) in Malaysia, Lin et al.,
(2006) in the USA, Siregar and Utama (2008) in Indonesia, Habbash (2011) in Saudi Arabia
and Waweru and Riro (2013) in Nairobi found an insignificant relationship between ACs’
independence and earnings management.

Regulations, agency theory, and the governance literature suggest a negative association
between the independence of the AC and earnings management. Therefore, and despite the
inconsistent findings in the literature reported above, this study proposes a negative
association between the independence of the AC and earnings management.

H1: The audit committee independence is negatively associated with earning management.
2.2.2 Audit Committee Size

Menon and Williams (1994) argued that an AC with less than three members is likely to be
ineffective. The Blue Ribbon Committee (1999), in its ten recommendations submitted on the
AC, recommended that an effective AC of listed companies should comprise at least three
directors. According to Abbott et al. (2004) and Xie et al. (2003) the perfect average of the
AC size is between 3 and 4 members. Vafeas (2005) argued that, if the AC size is too small
then an insufficient number of directors to serve the committee in occurring and thus decrease
its monitoring effectiveness. This perhaps because small committee is not capable of
fulfilling its duties efficiently, and when a committee size is too large, the directors’
performance may decline because of the coordination and process problems and hence
highlight another reason for weak monitoring (Jensen, 1993; Vafeas, 2005).
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The literature suggested that the firms with large AC are more effective in monitoring the
management, and it may play a vital role in constraining the occurrence of earnings
management. The literature provides mixed results on the association between AC size and
earnings management. For example, Yang and Krishnan (2005), Lin et al., (2006), Baxter and
Cotter (2009), Lin and Hwang (2010) and Fodio et al. (2013) found a negative significant
association between the size of ACs and earnings management. However, Xie et al. (2003),
Bédard et al. (2004), Abbott et al. (2004), Hussain Alkdai (2012) and Soliman and Ragab
(2014) found no significant relationship between audit committees size and the level of
earnings management. Despite the inconsistent findings in the literature reported above, this
study proposes a negative association between the size of the AC and earnings management.

H2: The audit committee size is negatively associated with earning management.
2.2.3 Audit Committee Meetings

Lin and Hwang (2010) suggest that, an important objective of the AC is to provide its
members with sufficient time to perform their duties of monitoring their firm’s financial
reporting process. Karamanou and Vafeas (2005) suggest that, AC that meets more frequently
is more likely to effectively accomplish its monitoring role. Li et al. (2012) suggest that, an
active AC that meets frequently during the year, would provide its members with greater
opportunities for discussing and evaluating the issues placed before them concerning the
company’s financial reporting practices. Xie et al., (2003) suggest that, ACs that meet
regularly during the financial year are associated with effective monitoring.

Also, Klein (2002) suggests that an active AC as measured by the number of meetings are
positively associated with AC independence, also he suggests that AC independence
influences the effectiveness of the committee in monitoring financial reporting. Accordingly
it is generally agreed that AC that meets more frequently is more likely to effectively
detecting and preventing earnings management practices.

The literature provides mixed results on the association between AC meetings and earnings
management. For example, Abbott et al., (2000) found a negative association between
meeting frequency and the occurrence fraudulent financial reporting. Abbott et al. (2004)
found ACs that meet at least four times per year demonstrate a significant and negative
association with the occurrence of financial reporting restatements. Also, Xie et al. (2003),
Abdul Rahman and Ali (2006), Lin and Hwang (2010), Metawee (2013) and Soliman and
Ragab (2014) found a significant negative association between AC meetings and earnings
management practices. However, Bédard et al., (2004), Davidson et al. (2005) and Lin et al.,
(2006) found no significant relationship between ACs meetings and the level of earnings
management. Despite the inconsistent findings in the literature reported above, this study
proposes a negative association between the frequency of AC meetings and earnings
management.

H3: The frequency of audit committee meetings is negatively associated with earning
management.
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2.2.4 Audit committee expertise

The Sarbanes-Oxley Act of (2002) mandates that at least one member of the AC must be a
financial expert. In Bahrain, the Bahrain CGC stated that, a majority of the AC should have
the financial literacy qualifications. Financial expertise leads AC members to identify and ask
knowledgeable questions that challenge management and external audit to a greater extent of
financial reporting quality (Bédard and Gendron, 2010). It is generally agreed that the key
duty of the AC is to review the financial reporting process to ensure the best quality of
financial reports, thus the availability of an accounting and financial expertise in the AC
would enhance its efficiency and its ability in detecting and preventing earnings management.
The literature reveals that the effectiveness of the AC is enhanced through the presence of
financial experts on the committee (Naiker and Sharma, 2009; Dhaliwal et al., 2010).

The findings of the most of prior researches support the negative association between AC
expertise and earnings management. For example, Bédard et al. (2004) found that financial
expertise is associated with a significant decrease in aggressive earnings management, Abbott
et al. (2004) found a significantly negative association between an AC having at least one
member with financial expertise and the incidence of financial restatement, and they found
that the financial expertise of the AC is related with a higher financial reporting quality.
Nelson and Devi (2013) examined the association of AC experts with financial reporting
quality, proxied by earnings management, they found the presence of non-accounting experts
and accounting experts is significant to reduce the magnitude of earnings management.
Sharma and Kuang, (2014) found that financial expertise is associated with a lower likelihood
of aggressive earnings management but only when the expertise is held by independent
directors. Xie et al. (2003), Choi et al., (2004), Lin and Hwang (2010) and Soliman and
Ragab (2014) found that earnings management is negatively associated with AC member’s
expertise. Accordingly, this study proposes a negative association between the AC expertise
and earnings management.

H4: The audit committee expertise is negatively associated with earning management.
2.3 Control Variables

This study includes three variables to control for other factors influencing management’s
incentives to manage or manipulate reported earnings. This study control for company size
and proposes a negative association between company size and earnings management
because larger firms are likely to have more effective internal control systems and face more
scrutiny from the market (Dechow et al. 1995; Bédard et al., 2004). Also, it is expected that
small companies are more likely motivated to engage in earnings management practices to
cover their higher marginal cost comparing with large companies that enjoy the benefit from
economies of scale (Lin et al. 2009). Previous studies found a negative relation between
company size and earnings management (e. g Xie et al., 2003; Abdul Rahman and Ali, 2006;
Nelson and Devi, 2013; Sharma and Kuang, 2014). Also, this study control for leverage and
proposes a positive association between leverage and earnings management, it is expected
that companies that have high leverage suffer from excessive risk, consequently these
companies are more likely manipulated their earning (Watts and Zimmerman, 1986; Dechow
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et al. 1995). The literature provides mixed results on the association between leverage and
earnings management. For example, Park and Shin (2004) and Nelson and Devi (2013)
reported a negative association, Bédard et al. (2004) and Sharma and Kuang (2014) reported
a positive association, while, Lin et al. (2006) found no significant association between
leverage and earnings management.

This study also control for the size of audit firm. Empirical evidence supports that Big4
auditors are better at constraining client earnings management compared to non-Big4 auditors
(Francis et al. 1999; Krishnan, 2003). Zhou and Elder (2003) and Chen et al. (2005) found
that Big 4 auditors associated with less earnings management practices. Therefore, this study
proposes a negative association between the size of audit firm and earnings management
among Babhraini listed companies.

3. Methodology
3.1 Study Sample, Data Collection and Data Analysis

The initial study sample includes all Bahraini companies listed on the Bahrain Bourse (BB)
for the period from 2012 to 2014, all listed companies are included due to the relatively small
number of companies listed on BB. The selection of study period takes into account the most
recent data available when this study started, also, this selection takes into account the three
years data available after implementing the first CGC in Bahrain. The total number of
Bahraini companies listed in BB in 2014 is 42 companies make up the initial sample for this
study. However, due to suspension and incomplete financial data, 11 companies were
excluded from the analyses. Therefore, the final number of companies included in the
analyses is 31 Bahraini companies and 95 firm-year observations.

The data for measuring the dependent and independent variables investigated in this study
were collected from the sampled companies’ annual reports that were downloaded from the
official website of the BB and Bahraini companies. The data is analyzed through the use of
descriptive statistics, bivariate correlation and linear regression analysis.

3.2 The Dependent Variable (Earnings Management)

A widely accepted measure of earnings management (dependent variable) is discretionary
accruals (Kothari et al., 2005). Most of previous studies used various measures of
discretionary accruals as proxies for earnings management. The most popular measures to
calculate discretionary accruals are the Jones and modified-Jones models (Dechow et al.,
1995; Beneish and Press, 1998; Bartov et al., 2000). However, based on prior literatures, it
was observed that the modified-Jones model is the most famous and the most frequently used
model to detecting discretionary accruals. Thus it was adopted in this study to estimate
discretionary accruals, which is specified as follows,
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where:
TAC;: = total accruals for firm i in the current year t;
A1 =total assets for firm i at the end of the previous year;

AREV:: = change in revenue for firm i between the current year and previous

year;

AREC;; = the change in receivables for firm i between the current year

and previous year;

PPE;: = gross property, plant and equipment for firm i in the current year;

Using the cash flow approach (Hribar and Collins, 2002), total accruals (TAC) are calculated
as the difference between operating income (Ol) obtained from the income statement and
operating cash flows (OCFO) obtained from the statement of cash flows.

TAC;, [ Ol — OCFO,, @)

The predicted values from equation (1) are non-discretionary accruals (NDAC), and the
difference between actual total accruals (TAC) and (NDAC) is discretionary accruals (DAC)
(Kothari et al., 2005).

DAC;, (| ~TAC;-| — NDAC, 3)

3.3 Measurement of the Independent Variables

The independent variables used in this study are AC characteristics, namely, AC
independence, AC size, AC meetings, and AC financial expertise. Consistent with prior
research, the four AC variables are identified and measured as shown in Table 1.

3.4 Measurement of the control variables

In order to test the association between earnings management and AC characteristics, and to
mitigate the potential bias resulting from firm’s operation on earnings management and to
capture firm’s operational characters, three control variables are added to the regression
model namely, company size, leverage, and audit firm size. The control variables were

19



\\ Macrothll'lk International Journal of Accounting and FlnaPScslaNl gleéazogtégg
H ™
A Institute 2017, Vol. 7, No. 1

measured as shown in Table 1.
3.5 Regression Model Development

In order to examine the effect of each independent variable and each control variable on the
dependent variable the following multivariate regression model is executed in this study.

EM = 8o + 81 ADCMIND + 8, ADCMSIZE + 83 ADCMMEET + 3, ADCMEXP
+ 85 COSIZE + Bs LEVG + B; AUDFSIZE + ¢

where:
EM = Earnings management;
ADCMIND = Audit committee independence;

ADCMSIZE = Audit committee size;

ADCMMEET = Audit committee meetings;
ADCMEXP = audit committee financial experts;
COSIZE = Company size;

LEVG = Leverage;

AUDFSIZE = Audit firm size;

€ = error term.
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Table 1: Variables Definitions and Measurements

Variables Definitions and Measurements

Dependent variable

EM Earnings management, measured by discretionary accruals as a
: roxy.

Independent variables proxy

ADCMIND Audit committee independence, the percentage of independent

(non-executive) directors on the audit committee;
ADCMSIZE Audit committee size, number of members on the audit committee;

ADCMMEET Audit committee meetings, number of audit committee meetings
held during the fiscal year;

ADCMEXP Audit committee financial experts, the percentage of audit
committee members having expertise in accounting or financial
management.

Control variables

COSIZE Company size, the companies' natural log of total assets;

LEVG Leverage, measured as the ratio of the companies' total liabilities to
the companies' total assets.

AUDFSIZE Audit firm size, a dummy variable that equals 1 if the company is
audited by Big-4 auditor and 0 otherwise;

4. Results

The descriptive statistical test results of all variables for the sample of companies are
presented in Table 2, the results show that, the average earnings management (EM) is 0.727.
The average percentage of independent (non-executive) directors on the audit committee
(ADCMIND) is 85.98% with a minimum value of 25%. The average number of members on
the audit committee (ADCMSIZE) is 3.78 with a minimum of 2 and maximum of 7 members.
The average number of AC meetings held during the fiscal year (ADCMMEET) is 4.47 with
a minimum of 2 and maximum of 8 meetings. On average, 74.42% of AC members possess
financial or accounting experts (ADCMEXP) with a minimum value of 16.66%. Also, the
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descriptive statistical test results in Table 2 show that, company size (COSIZE) on average is
19.24 of it is natural logarithm value. The average leverage ratio (LEVG) is 0.427. Most
Bahraini listed companies (76%) are audited by Big-4 auditors (AUDFSIZE).

Table 2: Descriptive Statistics

Variables Minimum Maximum Mean Std. Deviation
EM -0.9094 5.0791 0.7275 1.020
ADCMIND 0.25 1 0.8598 0.2322
ADCMSIZE 2 7 3.78 1.113
ADCMMEET 2 8 4.47 1.119
ADCMEXP 0.1666 1 0.7442 0.2354
COSIZE 15.88 23.25 19.24 2.010

LEVG 0.0019 1.7055 0.4270 0.3271
AUDFSIZE 0 1 0.76 0.431

The variables are defined in Table 1.
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Table 3: Pearson Correlations

A\\ Mac roth i “k International Journal of Accounting and Financial Reporting

EM 1
ADCMIND 144 1
163
ADCMSIZE -.068- -.084- 1
512 417
ADCMMEET 164 -131- 051 1
113 204 625
ADCMEXP -.144- .060 -.251-" -.116- 1
163 566 014 263
COSIZE 199 183 3117 139 -.046- 1
.053 .075 .002 .180 656
LEVG 164 074 -.056- 141 -.017- 467" 1
112 AT3 589 171 869 .000
AUDFSIZE 143 047 398" .086 012 106 -.008-
168 651 .000 407 906 305 940

*, Correlation is significant at the 0.05 level (2-tailed).

**_Correlation is significant at the 0.01 level (2-tailed).

The Pearson correlation coefficients between dependent and independent variables are
presented in Table 3. The results show that there is a moderately high correlation between
some variables. However, it has been suggested that correlation coefficients should not be
considered harmful until they exceed 0.80 (Judge et al., 1985). The coefficients in the
correlation matrix in Table 3 reveal that the highest correlation is (.467) between company
size and leverage, which support the lack of multicollinearity in the regression model. In
addition, another more formal method for detecting multicollinearity involves the calculation
of the variance inflation factor (VIF). VIF measures the degree to which each explanatory
variable is explained by the other explanatory variables and very large VIF values indicate
high collinearity and a common cutoff threshold is VIF values above 10 (Hair, et al. 1995).
The VIF figures of all independent variables are calculated and presented in Table 4, the
results show that the highest VIF value is 1.6 indicating that multicollinearity did not exist in
the regression model.

The results in table 4 indicate that the multiple regression model is highly significant, which
statistically supports the significance of the model. The results in table 4 show a significant
negative association at the 5% level between discretionary accruals as a proxy for earnings
management and AC size. This finding supports Hypothesis 2, and suggests that, higher AC
size is associated with a significant decrease in earnings management among Bahraini listed
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companies. This result confirms the assumption that, size is a very important attribute of the
effective ACs and can have a significant effect on the monitoring of earnings management
(e.g. Pincus et al., 1989). Also, this result supports the argument that, if the AC size is too
small then an insufficient number of directors to serve the committee in occurring and thus
decrease its monitoring effectiveness (Vafeas, 2005), and, it confirms the assumption that,
having a sufficient number of AC members increases the efficiency of its monitoring function
in terms of financial reporting integrity (Baxter and Cotter, 2009).

Also, the descriptive statistical test results in Table 2 revealed a perfect average AC size (i e.
3.78) among Bahraini listed companies. This result confirms the assumption that, the perfect
average of the AC size is between 3 and 4 members (Abbott et al., 2004; Xie et al., 2003),
and it confirms the assumption that small committee is not capable of fulfilling its duties
efficiently as the given assignments is always increasing. Also, when a committee size is too
large, the directors’ performance may decline because of the coordination and process
problems and hence highlight another reason for weak monitoring (Jensen, 1993; Vafeas,
2005). Empirical research generally supports these claims and assumptions. AC size is found
to be negatively associated with earning management (e. g. Yang and Krishnan, 2005; Lin et
al., 2009; Baxter and Cotter, 2009; Lin and Hwang, 2010; Fodio et al., 2013).

The results in Table 4 also show that there is a significant negative association at the 10%
level between earnings management and AC financial experts. This finding supports
Hypothesis 4, and suggests that higher level of AC financial expertise is associated with a
significant decrease in earnings management among Bahraini listed companies. This result
supports the argument that, the audit committee’s financial expertise increases the likelihood
that detected material misstatements will be communicated to the AC and corrected in a
timely fashion (DeZoort and Salterio, 2001). Empirical research generally supports these
arguments and suggestions. AC financial expertise is found to be associated with a significant
decrease in earnings management (e. g. Xie et al., 2003; Abbott et al., 2004; Choi et al., 2004;
Bédard et al., 2004; Lin et al., 2009; Lin and Hwang, 2010; Nelson and Devi, 2013; Soliman
and Ragab, 2014; Sharma and Kuang, 2014).

AC independence and AC meetings variables can play active role in reducing earnings
management. However, the results of the regression model show that neither variable has a
significant association with the level of earnings management. Accordingly, the first and third
hypotheses are rejected. This finding is consistent with Lin et al., (2006), Abdul Rahman and
Ali (2006) and Waweru and Riro (2013) who found that independence of the audit committee
is not significantly associated with earnings management, also this finding is consistent with
Bédard et al., (2004), Davidson et al. (2005), and Lin et al., (2006), Baxter and Cotter (2009),
and Lin et al., (2009) who found that number of AC meetings is not significantly associated
with earnings management.
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Table 4: The Results of the Regression Model and VIF Values

Dependent Variable
Earnings Management (EM)
Independent Variables Model VIF
Constant (-.971)

Audit Committee variables

ADCMIND 101 1.077
(.974)

ADCMSIZE -.259 1.543
(-2.111) **

ADCMMEET A17 1.106
(1.145)

ADCMEXP -.195 1.102
(-1.876)*

Control variables

COSIZE 199 1.60
(1.594)

LEVG .031 1.373
(.271)

AUDFSIZE 212 1.233
(1.938)**

R-Square 0.154

Adjusted R-Square 0.086

F-statistic 2.269

Prob (F-statistic) 0.036

Obs 95

The variables are defined in Table 1.
t-values in parentheses.

* Significant at the 0.10 level (2-tailed).
** Significant at the 0.05 level (2-tailed).

The results in Table 4 show that, company size and leverage as a control variables are not
associated with earnings management, these results may suggest that, both small and large
companies with different levels of financial leverage are likely tend to engage earnings
management practices. However, the results of the regression model show that, there is a
significant positive association at the 5% level between earnings management and audit firm
size. This finding suggests that Bahraini companies audited by large auditing firms associated
with high earnings management practices. This result along with the result of insignificant
association between AC independence and earnings management reported above, support the
assumption that, much of the blame and criticism for accounting irregularities is aimed at
ACs for not fulfilling their financial reporting oversight duties due to independence issues
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(Pergola, 2005), also it support Deli and Gillan (2000) who argued that, an audit committee
serves as a reinforcing agent to the independence of internal as well as external auditor, audit
committees are expected to be more effective in the oversight of financial reporting when
they are independent, and these results support Xie et al., (2003) who suggested that, the
more independent audit committee will provide better governance compared to less
independent AC.

5. Conclusion

Recent corporate scandals put the spotlight on the effectiveness of AC in detecting material
misstatements thus reducing the likelihood of earnings management. This study provides the
first evidence on the relation between ACs and earnings management in Bahrain. Specifically,
the study examines the association between earnings management and the following AC
characteristics: independence of the AC; size of the AC; frequency of AC meetings; and
expertise of the AC. To achieve the objectives of this study, the annual reports of all Bahraini
listed companies for the period 2012-2014 were analyzed.

The results of the regression model show that, there is a significant negative association
between discretionary accruals as a proxy for earnings management and AC size. Also, the
results show a significant negative association between earnings management and AC
financial experts. These findings suggest that, the level of earnings management of Bahraini
listed companies is decreased with the increase in the number of members on the ACs. Also it
suggest that, the level of earnings management of Bahraini listed companies is decreased with
the increase in the percentage of AC members having expertise in accounting or financial
management. These results are consistent with the assumptions that, a larger AC is better able
to ensure the quality and integrity of reported earnings, and AC’s financial or accounting
expertise increases the likelihood of detecting material misstatements thus reducing the
likelihood of earnings management.

Also, results of the regression model show positive association between earnings
management and audit firm size. This finding suggests that Bahraini companies audited by
large auditing firms associated with high earnings management practices. This result along
with the result of insignificant association between AC independence and earnings
management, support the assumption that, much of the blame and criticism for accounting
irregularities is aimed at ACs for not fulfilling their financial reporting oversight duties due to
independence issues, also it support the argument that, an audit committee serves as a
reinforcing agent to the independence of internal as well as external auditor, audit committees
are expected to be more effective in the oversight of financial reporting when they are
independent, and it support the suggestion that, the more independent audit committee will
provide better governance compared to less independent AC. These findings, arguments and
suggestions are supported by the provision in Sarbanes-Oxley Act requiring publicly traded
companies to have completely independent ACs.

This study offers several contributions. First, it provides new evidence on the relation
between AC characteristics and the level of earnings management. Second, it provides new
evidence on the effectiveness of the AC independence to curb the level of earnings
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management. Third, it may help in studying other stock markets in the GCC countries, which
may contribute to the accounting literature on emerging markets. The findings of this study
can serve as a benchmark for studies in countries with an institutional and economic
environment similar to Bahrain. This study is not free from limitations. It uses a small sample
of Bahraini listed companies. Although the study can contribute to the understanding of the
relationship between ACs and earnings management in Bahrain, it may not be able to be
generalized to other countries. Such relationships could be different from country to country
due to business and legal environments; therefore, there is a need to examine these
relationships among different countries.
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