
 

 

 University of Groningen

Corporate Governance and Managerial Misconduct
Wijayati, Nureni

DOI:
10.33612/diss.131947533

IMPORTANT NOTE: You are advised to consult the publisher's version (publisher's PDF) if you wish to cite from
it. Please check the document version below.

Document Version
Publisher's PDF, also known as Version of record

Publication date:
2020

Link to publication in University of Groningen/UMCG research database

Citation for published version (APA):
Wijayati, N. (2020). Corporate Governance and Managerial Misconduct: Evidence from Indonesia. [Thesis
fully internal (DIV), University of Groningen]. University of Groningen.
https://doi.org/10.33612/diss.131947533

Copyright
Other than for strictly personal use, it is not permitted to download or to forward/distribute the text or part of it without the consent of the
author(s) and/or copyright holder(s), unless the work is under an open content license (like Creative Commons).

The publication may also be distributed here under the terms of Article 25fa of the Dutch Copyright Act, indicated by the “Taverne” license.
More information can be found on the University of Groningen website: https://www.rug.nl/library/open-access/self-archiving-pure/taverne-
amendment.

Take-down policy
If you believe that this document breaches copyright please contact us providing details, and we will remove access to the work immediately
and investigate your claim.

Downloaded from the University of Groningen/UMCG research database (Pure): http://www.rug.nl/research/portal. For technical reasons the
number of authors shown on this cover page is limited to 10 maximum.

Download date: 23-05-2023

https://doi.org/10.33612/diss.131947533
https://research.rug.nl/en/publications/163fc06d-1325-43e9-b4c1-edde38fa2855
https://doi.org/10.33612/diss.131947533


Chapter 5  

 145 

Chapter 5  
Boards, Transparency, and Earnings 

Management: Evidence from Indonesian  
Listed Firms36 

 

 

Abstract 

This paper aims at investigating the relationship between board inputs and earnings 
management as well as the relationship between board inputs and the level of 
transparency and disclosure. More specifically we examine the mediating effect of 
transparency and disclosure on earnings management. We develop three constructs 
measuring the level of board inputs, i.e. board skills, board commitment, and board 
structure. We use data from 104 listed non-financial Indonesian firms for which we have 
detailed data on their governance from the ASEAN Corporate Governance Scorecard for 
the years 2013, 2014, and 2015. The research finds that board inputs are not directly 
associated with earnings management. At the same time, the research finds that these 
inputs are positively associated with the level of information disclosure. Most 
importantly, the research finds that board skills and board commitment (but not board 
structure) mitigate earnings management indirectly through mandatory disclosure, but 
not through voluntary disclosure. Our findings suggest that mandatory disclosure plays 
a mediating role between board inputs and earnings management. Overall, these results 
imply that the monitoring role of the boards of Indonesian firms needs to be improved, 
particularly to enforce firms to comply with mandatory requirements. Moreover, our 
findings suggest that regulatory power of the Indonesian regulatory authority should be 
enhanced, that is, it should develop measures and instruments allowing it to better 
monitor compliance with these requirements. 
 
 
Keywords: Board inputs, transparency and disclosure, earnings management  

                                                        
36 This chapter is co-authored with Niels Hermes and Sidharta Utama. The name of each co-author is 

listed based on his contribution to the research in descending order. 
I really appreciate Prof. Reggy Hooghiemstra for his useful comments on the earlier version of this 
paper. 
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5.1  Introduction 

In the finance and accounting literature, earnings management is described as the use of 

accounting methods by managers to influence reported earnings (Chen et al., 2015a).  

Managers use these methods to serve their own interests, rather than those of investors 

and other stakeholders. Accounting methods used to perform earnings management are 

not illegal; they are allowed within the boundaries of existing accounting standards and 

regulations. Yet, research has shown that earnings management has a negative impact 

on firm value (e.g., Kuang, 2008; Bergstresser and Philippon, 2006; Palmrose et al., 2004). 

This is why earnings management is considered to be a potential source of agency 

problems. Effective monitoring by the board is generally seen as a way to reduce this 

type of agency problems.  

Several studies have investigated the relationship between various board 37 

features and earnings management (see, e.g., Peasnell et al., 2005; Carcello et al., 2008; 

Jaggi et al., 2009; Jackling and Johl, 2009; Marra et al., 2011; Khalil and Ozkan, 2016). 

These studies focus on the monitoring role of boards and how this contributes to 

reducing earnings management. They use board characteristics, composition and 

structure as proxies of the effectiveness of boards performing their monitoring role. The 

empirical evidence on the effectiveness of monitoring by the board in controlling 

earnings management has so far been inconclusive (Hermalin and Weisbach, 2003; 

Rhoades et al., 2000). Some studies find that boards are effective in reducing earnings 

management (Uzun et al., 2004; Peasnell et al., 2005; Jaggi et al., 2009; Marra et al., 2011). 

Other studies, however, do not find evidence that boards are effective in mitigating 

earnings management (Park and Shin, 2004; Jackling and Johl, 2009; Khalil and Ozkan, 

2016).  

Yet, these studies analyse the direct relationship between the performance of 

boards and earnings management. In this study, we argue that the association between 

boards and earnings management is not necessarily direct. Instead, we hypothesize that 

                                                        
37  In this study, boards refer to the non-executive board (or supervisory) board members. In 

Indonesia, the supervisory board is known as the board of commissioners. 
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boards may determine earnings management indirectly, by influencing the extent to 

which management is transparent and discloses information to its stakeholders about 

the performance of the firm (Cheng and Courtenay, 2006; Rao and Tilt, 2016), which in 

turn reduces the possibilities of applying accounting methods that inflate (or deflate) 

reported earnings. Thus, the level of corporate transparency limits management’s 

discretion to manipulate earnings (Richardson, 2000). 

To the best of our knowledge, this is the first study investigating the indirect 

effect of boards on earnings management. Our analysis is based on data from the 104 

largest Indonesian listed companies covering the years 2013-2015. Indonesia provides an 

interesting institutional setting for a study on the role of boards in affecting earnings 

management as it is characterized by a weak institutional environment, in which the 

disclosure of information is more opaque and market mechanisms are less developed, 

reducing their role in disciplining management. In such an environment, the role of 

boards may be all the more important in dealing with agency problems such as earnings 

management (Bhattacharya et al., 2003; Claessens and Fan, 2003). 

In the analysis, we use three constructs to measure specific board characteristics. 

These board characteristics enable boards to effectively carry out their role of monitoring 

management. In particular, we develop constructs measuring board skills, board 

commitment and board structure. Each construct is based on a number of questions 

from a survey carried out by the Indonesian Institute for Corporate Directorship (IICD), 

a non-profit organization aiming at promoting best practices of good corporate 

governance. The survey is based on the ASEAN Corporate Governance Scorecard 

(ACGS). The questions used in this survey are mainly derived from the OECD Principles 

of Corporate Governance, and several items from international and regional best 

practices (ADB, 2016). 

Our results show that board skills, board commitment, and board structure do 

not have a direct impact on reducing earnings management. In addition, the results also 

show that the level of information disclosure is positively and significantly determined 

by board skills and board commitment. Most importantly, we find that board 
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commitment mitigates earnings management indirectly through higher levels of 

mandatory disclosures, but not voluntary disclosures. Our findings indicate that the 

level of information disclosure plays an important role as a mediating variable.  

The findings in this study are relevant for emerging economies in general, and 

for Indonesia in particular. Many emerging economies have introduced codes of 

corporate governance during recent years. Among other things, these codes discuss 

mandatory and voluntary disclosure rules. In practice, firms may not follow voluntary 

and/or mandatory disclosures, because complying with them may be costly. Such 

behavior is possible when boards are weak and are unable to monitor and enforce 

higher disclosures, and when compliance is not monitored effectively by financial 

markets and/or regulators. Lack of effective monitoring of compliance with regulations 

is particularly at stake in emerging economies, where corporate governance mechanisms 

such as boards, as well as formal institutions, such as financial markets and regulatory 

power and authority are usually weaker.  

The remainder of this paper is organized as follows. Section 2 discusses the 

related literature. Section 3 contains a description of the sample and the variables used 

in the model. Section 4 discusses the results, and Section 5 concludes the analysis. 

 

 

5.2  Literature Review and Hypotheses Development 

5.2.1 Earnings management, information disclosure and transparency, and the board of 

directors 

Earnings management refers to the intention to manage reported earnings by 

management or other insiders. Schipper (1989, p.92) defines earnings management as 

"...a purposeful intervention in the external financial reporting process, with the intent of 

obtaining some private gain." In a similar vein, Healy and Wahlen (1999, p.368) assert 

that "earnings management occurs when managers use judgment in financial reporting 

and in structuring transactions to alter financial reports either to mislead some 
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stakeholders about the underlying economic performance of the company or to 

influence contractual outcomes that depend on reported accounting numbers."  

Research has provided several explanations as to why managers commit earnings 

management. The explanations relate to executive remuneration policies (Healy, 1985; 

Bergstresser and Philippon, 2006; Johnson et al., 2009), meeting debt covenants (DeFond 

and Jiambalvo, 1994; Holthausen et al., 1995; Dechow et al., 1996), and beating analysts' 

forecasts (Ayers et al., 2006; Brown and Pinello, 2007). In all these cases, the driving force 

for why managers may commit earnings management is that they are typically assessed 

on the basis of their ability to meet earnings targets. These targets may be important in 

determining their actual remuneration, the debt payments that have to be made and/or 

the market’s perception of the performance of the firm. If the targets cannot be met, 

managers may have incentives to commit earnings management (Dechow and Skinner, 

2000). Although earnings management is allowed within the boundaries of existing 

accounting standards and regulations, it is considered unethical as the intention is to 

cheat financial statement users (Kaplan, 2001). 

In the corporate governance literature, the non-executive directors (board of 

commissioners) are seen as an important mechanism in disciplining top management by 

monitoring their behaviour, such as earnings management. The discussion in the 

literature focuses on the quality of the board enabling its members to carry out their 

monitoring tasks. To capture board quality, researchers use measures of the structure 

and composition of the board, as well as measures of the commitment and competence 

of board members. To analyse the effectiveness of boards in carrying out their 

monitoring role, they examine whether board inputs such as structure, composition, 

commitment, and competence influence board output variables, such as information 

disclosure, risk taking, etc. and/or firm value of other firm-level output variables (see, 

e.g., Gul and Leung, 2004; Subramaniam et al., 2009; Bhagat and Black, 2002; De Andres 

et al., 2005; Lam and Lee, 2012; Ahn and Shrestha, 2013; Ahmed et al., 2006; Alves, 2013; 

Ran et al., 2015). 
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In this paper, we investigate whether board monitoring can reduce earnings 

management. While this relationship has been analysed before (see, e.g., Peasnell et al., 

2005; Rahman and Ali, 2006; Jaggi et al., 2009; Marra et al., 2011; Chen et al., 2015b), we 

take a different approach. In our research framework, we focus on specific board 

characteristics and their impact on both board and firm outputs. In particular, we 

hypothesize that board inputs affect firm output directly and indirectly, through their 

impact on board output variables that in turn affect firm output. Board output refers to 

how effective the board performs its control and service tasks (Forbes and Milliken, 

1999). The control task stresses the fact that the board’s role is to ensure investor 

protection by monitoring the behavior and decision making of the top management 

team. We measure board inputs as board skills, board commitment (i.e. the time board 

members devote to their tasks), and board structure and composition (Forbes and 

Milliken, 1999; Cornforth, 2001). Earnings management is our measure of firm output, 

whereas information disclosure and transparency of information reporting by 

management are used as board output measures.  

Information disclosure refers to the process of making corporate information 

publicly available and accessible. Depending on how information is disclosed, the firm 

may contribute to increasing the transparency regarding its performance. By disclosing 

information and increasing transparency, a firm can be held accountable on its 

performance by its stakeholders. Ensuring information disclosure and transparency is 

part of the board’s monitoring tasks, which can mitigate asymmetric information 

problems between management and shareholders (Leuz and Verrecchia, 2000; Brown 

and Hillegeist, 2007). High-quality disclosures enable investors to evaluate firm 

performance better, which reduces the probability of over- or undervaluing the firm and 

may attract investors (Grossman, 1981; Milgrom 1981). By increasing the level of 

information disclosure, firms can obtain benefits such as enjoying lower cost of capital 

(Kim and Verrecchia, 1994; Botosan, 1997) and higher firm value (Lang and Lundholm, 

1993; Chi, 2009; Jiao, 2011; Sharif and Lai, 2015).  
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Figure 5.1 describes our research setup. Path A describes the effect of board input 

variables on firm output (e.g. earnings management). Path B describes the direct impact 

of board inputs may have on board output variables (e.g. information disclosure and 

transparency). Path C, finally, shows how board output may affect firm output. 

Combining path B and C allows us to investigate whether and to what extent board 

output (i.e. disclosure and transparency) mediates the relationship between each board 

input (board skills, commitment, and structure and composition) and earnings 

management. Such a mediation analysis thus allows us to investigate whether board 

inputs affect earnings management indirectly by directly influencing levels of disclosure 

and transparency of information reporting by management. This investigation is 

motivated by previous research that argues that it is important to understand the 

mechanism through which board inputs affect firm output (Bhattacharya et al., 2012; 

Goh et al., 2016). For instance, Goh et al. (2016) find that transparency is an important 

mediating mechanism between board independence and information asymmetry. This 

has inspired us to research whether board inputs reduce earnings management through 

transparency and disclosure of information reporting. 
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 -   Skills and Competencies 

 

 Board Output (M) 
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Figure 5.1 Research framework 
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5.2.2 Hypotheses development 

Board inputs and earnings management 

As discussed earlier, one important task of the board is to monitor management 

to protect investors from opportunistic behavior of managers. The existing research 

commonly investigates the association between various features of the board of directors 

and firm-level outcomes such as earnings management. In our research, we develop 

three constructs as board inputs, reflecting the extent to which boards are able to carry 

out their monitoring role effectively. 

 
 

Skills and competencies 

Forbes and Milliken (1999) assert that the presence of relevant skills and 

competencies is required to make a board effective in monitoring the behavior of 

managers. Forbes and Milliken (1999) categorize knowledge and skills into functional 

area competencies and skills (such as finance, accounting, law, etc.) and firm-specific 

competencies and skills (such as banking, manufacturing, etc.).   

Having directors with accounting and finance expertise, and directors with prior 

experience in the same industry in which the company is operating in, are examples of 

valuable skills and competencies that increase the effectiveness of monitoring by boards. 

Hillman and Dalziel (2003) argue that board capital (defined as human capital and social 

capital) has a positive impact not only on the board advisory role but also on the board 

monitoring role. Similarly, Carpenter and Westphal (2001) find that directors who have 

past experience in the same industry are better able to monitor. If directors have 

accounting or financial expertise, the likelihood of earnings management will be 

decreased (Park and Shin, 2004; Hsu, 2015). Other prior studies also indicate that 

experience and educational background improve the board capability to monitor 

(Anderson et al., 2011; Jermias and Gani, 2014). 

Based on the above discussion, we suggest that a board with skills and 

competencies relevant for its monitoring task will be able to carry out its monitoring role 

more effectively, leading to better firm-level outcomes. In particular, we expect that the 
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better the monitoring task can be performed due to the presence of relevant skills and 

competencies, the more effective the board will be in limiting earnings management 

practices. Thus, we hypothesise that: 

 

H1: A higher level of board members’ skills and competencies relevant for the monitoring 

task of boards is negatively associated with the level of earnings management. 

 

 

Time commitment 

The extent to which board members can invest in carrying out their monitoring 

task is restricted by the time they have available for this task, i.e. the time allotted to 

monitoring management. Prior studies have used meetings and attendance to measure 

the board members’ time commitment to their monitoring role. It is argued that the 

higher frequency of board meetings may lead to enhanced board effectiveness as it 

indicates the activity of board task in monitoring (Chen et al., 2006; Xie et al., 2003; 

Vafeas, 1999). The number of meetings is an important mechanism to measure the 

directors' monitoring effort (Adams, 2003; Brick and Chidambaran, 2010). Previous 

empirical studies confirm the negative association between time commitment and 

earnings management. For instance, Sarkar et al. (2008) find that diligent boards are 

associated with lower earnings management. Xie et al. (2003) show that both board and 

audit committee meeting frequencies are related to reduced discretionary accruals.  

 Corporate governance scholars also argue that directors who are sitting on 

several boards at the same time (that is, they have multiple directorships) will be too 

busy. The busyness hypothesis postulates that overcommitted directors have a negative 

effect on monitoring performance. Due to their busyness, they may be less committed 

and be less effective in monitoring (Ferris et al., 2003; Fich and Shivdasani, 2006; Jiraporn 

et al., 2009a; Jiraporn et al., 2009b; Cashman et al., 2012)38. We therefore argue that board 

                                                        
38 Other scholars claim a different view. They argue that directors who sit on the board of several 

companies have more experience and stronger networks, which may contribute to firm 
performance (Ferris et al., 2003; Jiraporn et al., 2008; Clements et al., 2015). This view is commonly 
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members who limit the number of board positions they have in other companies will 

have more time for monitoring, which positively affects the quality of their monitoring 

abilities.    

Summarizing the above discussion, we expect that board members who have 

committed to devote their time to the company will be more effective in monitoring. 

Therefore, we hypothesise that: 

 

H2: A higher level of time board members commit to their work on boards is negatively 

associated with the level of earnings management. 

 

 

Structure and composition 

Scholars have used various board structure characteristics in their research such 

as size, diversity, the presence/absence of committees, board composition, etc. In this 

research, we focus on one dimension of board structure and composition that has been 

widely used in the literature, i.e. board independence (Beasley, 1996; Peasnell at al., 

2000; Alves, 2014; Chen et al., 2015b). The main reason for focusing on independence is 

data driven. Our empirical analysis is based on data on board scorings provided by the 

ASEAN Corporate Governance Scorecard (ACGS). These scorings are based on 

questionnaires related to board structure focusing mainly on board independence.  

Studies on board structure and its impact on firm-level outcomes suggest that 

board independence is important to effectively monitor the behavior and performance 

of management.  Board members are assumed to be independent when, among other 

things, they have no direct or indirect material relationship with the company on which 

board they serve, are not an employee of this company, and have no business or family 

relationship with the company, its management and/or shareholders. The board of 

directors with a majority of independent directors is believed to be more vigilant in 

                                                                                                                                                                            
called the experience hypothesis (Clements et al., 2015), which is basically taken from resource 
dependence theory (Hillman et al., 2009).  This hypothesis is related to the advisory role by boards 
(Pfeffer and Salancik, 1978; Hillman and Dalziel, 2003).   
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monitoring managerial behaviors by providing objective opinions (Pritchard, 2009; 

Hillman et al., 2011). The monitoring abilities of the board are even stronger when board 

committees consist of independent directors (Bradbury et al., 2006; Singhchawla et al., 

2011; Lam and Lee, 2012).  

Based on the above discussion, we derive the following hypothesis:  

  

H3: A higher level of board independence is negatively associated with earnings 

management. 

 

 

Board inputs and disclosure  

Several studies have investigated the relationship between board characteristics 

and information disclosure and transparency (Karamanou and Vafeas, 2005; Persons, 

2009). To minimize the self-interested use of inside information by management, boards 

are in place to ensure information is disclosed to the stakeholders of the company, e.g. 

by monitoring the processes of information disclosure and transparency used by 

management. In other words, board characteristics may influence to what extent 

management of a firm is willing to disclose its information. Again, in our analysis we 

focus on board skills and competencies, board time commitment, and board structure on 

disclosure as important aspects of board characteristics.  

 

 

Skills and competencies 

As discussed earlier, skills and competencies improve the monitoring abilities of 

board members, which allows them to affect the decision making process (Hambrick, 

2007; Hambrick and Mason, 1984). Board members are expected to use their capabilities 

to monitor firms’ decision (Barton et al., 2004, Coulson-Thomas, 2009). One of these 

decisions is the disclosure of information to the stakeholders of the firm. The role of the 

board is to ensure that information disclosure is sufficient enabling stakeholders to 

verify whether their interests are taken into account by management. 
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Board members with better skills and higher competencies are expected to 

influence the extent to which a firm discloses information (Martikainen et al., 2016). Gul 

and Leung (2004) argue that directors with rich experience are more effective in 

monitoring and tend to generate higher levels of voluntary disclosures. Other studies 

find that board members with expertise in accounting and finance are concerned with 

disclosing information (Persons, 2009; Haniffa and Cooke, 2002; Mangena and 

Tauringana, 2007; Akhtaruddin and Haron, 2010).  Martikainen et al. (2016) find that 

better educated board members positively affect the disclosure tone because they have 

greater ability to present extensive information. Similarly, Chiang and He (2010) confirm 

that continuing education is important to enhance transparency. 

These previous findings suggest that board members equipped with better skills, 

expertise, and experience have a better ability to monitor which may promote the level 

of corporate disclosures. Hence, our hypothesis is: 

 

H4: Board skills and competencies are positively associated with the level of information 

disclosure.  

 

 

Time commitment 

Previous studies have shown that there is a positive association between the time 

board members commit to their work on the board and the amount of information 

disclosure. More time committed to board work is associated with more effective 

monitoring as it increases possibilities to collect information on the performance of 

management (Brick and Chidambaran, 2010). Time commitment signifies the board 

members’ effort to ensure that management acts in the best interests of shareholders, 

including delivering corporate information.  

Corporate governance scholars typically measure time commitment by taking the 

frequency of meetings, as it is a good proxy for the time invested by directors in 

controlling management (Vafeas, 1999; O’Sullivan et al., 2008). Laksmana (2008) argues 

that a higher frequency of board meetings makes discussions among directors about the 
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performance of management more intense. Further, Laksmana (2008) and Barros (2013) 

find that the meeting frequency of the board and the remuneration committee have a 

positive impact on executive compensation disclosure. Allegrini and Greco (2013) find a 

positive association between the number of the board (and audit committee) meetings 

and disclosure.  

Based on the results of previous studies, we posit there is a positive association 

between board time commitment and the monitoring performance of board members, 

which leads to enhancing corporate disclosure. Therefore, we conjecture: 

 

H5: The amount of time board members spend on their board work is positively associated 

with the level of information disclosure. 

 

 

Structure and composition 

To minimize the self-interested use of inside information by the management 

boards monitor the behavior of management and provide information about this to the 

stakeholders of the firm. Board structural characteristics such as board independence 

and board committee independence may be instrumental in making boards more 

effective in producing information about the behavior and decision-making by 

management. Several studies have analysed the link between these board structural 

characteristics and the extent of information disclosure by the firm. Cheng and 

Courtenay (2006), Patelli and Prencipe (2007), and Akhtaruddin et al. (2009) show that 

transparency increases with the number of independent directors. Torchia and Calabro 

(2016) also find a significant positive relationship between the ratio of independent 

directors and the level of financial transparency. O’Sullivan et al. (2008) and Allegrini 

and Greco (2013) show that the presence of board committees with a majority of 

independent directors is positively associated with corporate disclosures. Similar results 

are reported in studies by Armstrong et al. (2014), Alfraih (2016), and Rao and Tilt (2016). 
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We expect that increased independence in the board and board committees is 

positively associated with the level of disclosure. Based on findings from previous 

studies, we hypothesize the following: 

 

H6: Higher levels of board independence are associated with higher levels of information 

disclosure.    

 

 

The mediating role of information disclosure 

As a final step in our analysis, we investigate whether information disclosure 

mediates the relationship between board inputs i.e., skills and competencies, time 

commitment, and board structure and earnings management. In particular, we suggest 

that boards may determine earnings management indirectly. They encourage 

management to be more transparent and to disclose more information to stakeholders 

(Cheng and Courtenay, 2006; Rao and Tilt, 2016). The existence of asymmetric 

information (that is, the lack of transparency) between managers and shareholders may 

contribute to the likelihood of opportunistic behavior by managers (Ndofor et al., 2015). 

To mitigate this behavior, shareholders may require management to provide sufficient 

corporate information to facilitate them to monitor management (Fama and Jensen, 

1983). Higher levels of disclosure of information mitigate management’s discretion to 

manipulate earnings (Richardson, 2000). 

Based on the above reasoning, our hypothesis is: 

 

H7: Disclosure positively mediates the relationship between board characteristics, such as 

board skills and competencies, board time commitment, and board structure, and 

earnings management.   
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5.3  Methodology 

5.3.1 Sampling 

The sample for this study consists of Indonesian listed companies assessed by the 

Indonesian Institute for Corporate Directorship (IICD), an independent institution, on 

the quality of their corporate governance. This assessment is based on the so-called 

ASEAN Corporate Governance Scorecard (ACGS). ACGS has been initiated by the 

ASEAN Capital Markets Forum (ACMF) and the Asian Development Bank (ADB) and 

has been used since 2011. The scorecard is derived from questions about various aspects 

of the governance structure and quality of a firm. These questions are developed using 

the OECD Principles of Corporate Governance and several items from international and 

regional best practices.  

 More precisely, ACGS is composed of five dimensions of the OECD principles of 

corporate governance that relate to the rights of shareholders (25 questions), equitable 

treatment of shareholders (17 questions), the role of stakeholders (21 questions), 

disclosure and transparency (41 questions), and the responsibilities of the board (74 

questions). This study uses two dimensions of the scorecard: responsibilities of the 

board, and disclosure and transparency. A detailed explanation of the content of the 

questions related to these two dimensions is presented in Section 5.3.2. The assessment 

of whether firms comply with the ACGS has been conducted by several independent 

institutions in ASEAN countries, including Malaysia (Minority Shareholder Watchdog 

Group), Singapore (Singapore Institute of Directors), Thailand (Thai Institute of 

Directors), the Philippines (Institute of Corporate Directorship), and Vietnam (Vietnam 

National University of Ho Chi Minh City).  

In Indonesia, the assessment process has been undertaken by the Indonesian 

Institute for Corporate Directorship (IICD), a non-profit organization aiming at 

promoting best practices of good corporate governance. Each year, IICD selects the 

companies to be included based on the top 100 of firms in terms of their market 

capitalization. The total number of firm-year observations available for the period 2013-

2015 is 295, covering 245 non-financial and 50 financial firms. The assessment conducted 
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in 2015 was based on the 2014 annual reports and other publicly available information, 

the 2014 assessment was based on the 2013 annual reports, and so on. In our analysis we 

leave out financial companies, leaving 245 observations that relate to 104 non-financial 

firms.  

Financial data of companies are retrieved from Datastream. Any missing data 

have been manually collected from annual reports. In addition, some of the control 

variables have been hand-collected from the annual reports of 2012-2014, such as the 

number of foreign directors, the percentage of tradeable shares owned by investors, 

shares owned by foreign investors, and shares owned by the government. 

 
 
5.3.2 Research models 

First, we examine whether the level of earnings management is determined by 

board inputs, as prior studies have documented. We use the following model (model 1) 

to test hypotheses 1, 2, and 3: 

Discretionary_Accrualsi,t =   α0 + β1Skillsi,t + β2Commitmenti,t + β3Structurei,t +  β4-

β8Control Variablesi,t + β9-β10Year Dumi,t + β11-β17Industry Dumi,t + εi,t   (1) 

 

where Discretionary_Accrualsi,t  is our measure of earnings management, defined as the 

absolute value of discretionary accruals for firm i in year t; Skills is our measure of skills 

and competencies of board members, defined as the score of total board skills and board 

competencies for firm i in year t; Commitment captures time commitment of board 

members, measured as the score of items reflecting board time commitment for firm i in 

year t; Structure represents the structure and composition of the board and is measured 

as the total score of items reflecting board structure and composition of firm i in year t; 

Control Variablesi,t is a vector of control variables included in our model; Year Dumi,t is a 

vector of dummy variables for the years 2013 and 2014; Industry Dumi,t is a vector of 

dummy variables for different industry categories captured by the dataset; and εi,t  is 

error term. Detailed descriptions of the measurement of the variables in the model are 

explained in the next section. 
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Second, we investigate whether board inputs influence the level of corporate 

disclosure. The model (model 2) to test hypotheses 4,5, and 6 is: 

Disclosurei,t =   α0 + β1Skillsi,t + β2Commitmenti,t + β3Structurei,t +  β4-β8Control 

Variablesi,t + β9-β10Year Dumi,t + β11-β17Industry Dumi,t + εi,t         (2) 

 

where, Disclosurei,t refers tothe extent of information disclosure provided by a firm in a 

given year, which is measured as the score of items reflecting the willingness of firm i to 

disclose information in year t. The measurement of this variable will be discussed in the 

next section. The other variables in the model are similar to those in model 1. 

 

Discretionary accruals 

The dependent variable in model (1) is discretionary (abnormal) accruals, which 

is generally used as a proxy measure of the presence of earnings management (Dechow 

et al., 2010; Dechow et al., 2012). Jones (1991) pioneers the measurement of earnings 

management by developing a model of discretionary accruals. The Jones (1991) 

regression model starts with the concept of total accruals. Total accruals is the 

dependent variable, and accounting variables that are expected to vary with normal 

accruals are used as independent variables (i.e. variables such as sales growth and 

accruals related to property plant and equipment) in the model.  

The accruals model is based on the notion that financial statements are produced 

based on an accrual basis instead of a cash basis. Total accruals are commonly defined as 

the difference between expected income from continuing operations (resulting from the 

accrual basis calculation) and actual cash flows from these operations (i.e. using cash 

basis calculation). Total accruals are then categorized into Non-Discretionary Accruals 

(NDA) and Discretionary Accruals (DA). NDA (or normal accruals) are accruals 

reflecting normal business performance, which result from applying accounting 

standards and which are free from managerial discretion. In contrast, DA is assumed to 

reflect deviations in accruals that occur from managerial discretion to manage (that is, 
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inflate or deflate) earnings. The residuals from the regression model are regarded as 

discretionary accruals. 

The explanatory power of the Jones (1991) model is relatively low (Dechow et al., 

1995). Sales growth and investment in fixed assets usually only explain about 10% of 

variation in total accruals (Dechow et al., 2010, p.358). The Jones model does not 

distinguish between cash sales and credit sales. Given the fact that management often 

manipulates earnings through credit sales (accounts receivable), Dechow et al. (1995) 

refine the Jones model by excluding credit sales growth. Other scholars have also 

extended the Jones model in an attempt to increase the explanatory power of the model. 

Kothari et al. (2005) suggest adding return on assets into the model. Dechow and Dichev 

(2002) replace credit sales with operating cash flows. Francis et al. (2005) combine the 

Jones model and the Dechow and Dichev (2002) model.39 

We use four different models to measure discretionary models, that is, we use the 

Jones model (Jones, 1991), the modified Jones model (Dechow et al., 1995), the Kothari 

model (Kothari et al., 2005), and the Dechow and Dichev model (Dechow and Dichev, 

2002). These are the most popular models in the literature on earnings management. All 

four models are developed to differentiate between normal (non-discretionary) accruals 

and abnormal (discretionary) accruals. The details of the model specifications of the four 

models are provided in Appendix 5.1.   

Discretionary accruals can be either positive or negative. Since our study does not 

intend to analyse the determinants of either income-increasing or income-decreasing 

motives, we use the absolute value of discretionary accruals as suggested in prior 

research (e.g., Peasnell et al., 2005; Hribar and Nichols, 2007; Cohen et al., 2008; Sarkar et 

al., 2008; Chen et al., 2015b; Khalil and Ozkan, 2016).   

Studies on earnings management usually estimate abnormal accruals using a 

cross-sectional model for each industry-year (Subramanyam, 1996; Barton, 2001; Cohen 

et al., 2008). Since in our sample some industries are represented by only a few 

                                                        
39 See Dechow et al. (2010) for a comprehensive summary and review of the literature on discretionary 

accruals models. 
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companies40, we estimate discretionary accruals using a cross-sectional model, in which 

we estimate the model for pooled firm-year observations and incorporate industry 

dummy variables to control for the industry effect (Bradbury et al., 2006; Francis et al., 

2013; Carson et al., 2017).  

We use the one-digit industry category taken from the Jakarta Stock Industrial 

Classification (Jasica) Index. The index uses eight non-financial industry categories: 

Agriculture, Mining, Basic Industry and Chemicals, Miscellaneous Industry, Consumer 

Goods, Property, Real Estate and Construction, Infrastructure and Utilities, and Trade, 

Services and Investment. The list of the companies can be found in Appendix 5.2. 

 
 
Transparency and disclosure 

The dependent variable in the second model is the Transparency and Disclosure 

Score. This is a score based on answers to questions derived from the ACGS regarding 

firm-level transparency and disclosure practices. As mentioned before, these questions 

are mainly derived from the OECD Principle V regarding Disclosure and Transparency; 

some of the questions are derived from the International Corporate Governance 

Network (ICGN) Principles. The questions deal with what items should to be disclosed 

and the channels through which corporate information should be published. They are 

grouped into nine categories with 41 questions. These questions deal with disclosures 

regarding ownership structure (5 items), quality of the annual report (12 items), related-

party transactions (3 items), shares owned by directors/commissioners (1 item), external 

auditor (3 items), medium of communications (4 items), timeliness of annual report (3 

items), company website (9 items), and investor relations (1 item). The index measures 

the availability and timeliness of not only online but also offline information.  

 

 

                                                        
40  For instance, the industrial categories agriculture and miscellaneous consist of only 5 and 4 

companies, respectively.   
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The answer to each question is a simple yes or no. Questions answered with yes 

get a score of 1, questions for which the answer is no obtain a score of 0. The 

transparency and disclosure score is the simple un-weighted count of all yes answers to 

the question related to information disclosure and transparency principles per firm per 

year. Next, the total count of yes answers is divided by 41 and multiplied by 100, 

meaning that the score ranges between 0 and 100. The higher the score, the better the 

performance of a firm with respect to its transparency and disclosure practices. 

We categorize the 41 questions into 19 mandatory and 22 voluntary items. The 

mandatory items refer to Bapepam-LK Decree No. KEP-431/BL/2012 - Regulation 

No.X.K.6 year 2012 concerning the Annual Report for Indonesian publicly listed firms.41 

This regulation describes the disclosure requirements firms have to adhere to. For 

instance, the regulation requires listed firms to disclose their corporate objectives, 

profiles of directors, and the names of the ultimate shareholders. We will take into 

account both mandatory disclosure (M-Disclosure) and voluntary disclosure (V-Dislosure) 

in our analysis. 

 
 
Independent variables 

As discussed above, we have three variables measuring different types of board 

inputs, that is, skills and competencies, time commitment, and structure and 

composition. For each of these variables we develop measures based on data provided 

by the IICD for the years 2012-2014. The IICD data are collected based on 74 questions 

capturing board structure and board working procedures, including structures and 

procedures related to information disclosures (ACMF, 2015). The details of the 74 

questions are displayed in Appendix 5.3. For our analysis, we include questions 

referring to procedures and practices that are mandatory requirements according to 

Bapepam LK and the Indonesia Stock Exchange (that is, the listing rules). These include 

requirements regarding the establishment of an audit committee with an independent 
                                                        
41 Bapepam LK is the Indonesian Capital Market and Financial Institutions Supervisory Agency. Since 

December 31, 2012 its function has been transferred to the Otoritas Jasa Keuangan – OJK (the 
Financial Services Authority). 
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chairman, and the use of a two-tier board model which means that firms should 

segregate between the supervisory board and the executive directors.  

From the remaining list of questions used by the IICD to evaluate the 

responsibilities of the board, we select those questions that relate to our three board 

input measures, that is, board skills and competencies, board time commitment and 

board structure and composition. These three measures are based on 6, 9, and 9 

underlying questions, respectively (see Appendix 5.4 for the summary). The answer to 

each question is a simple yes or no. Questions answered with yes get a score of 1; 

questions for which the answer is no obtain a score of 0. We calculate each measure as a 

score based on the number of yes answers divided by the total number of questions 

related to the measure, times 100.  

 
 
Skills and Competencies 

This variable captures board members’ expertise and experience. Moreover, it 

takes into account whether or not the board has installed training and development 

programs aimed at improving board members’ knowledge. We identify the following 

six questions from the IICD dataset that relate to board skills and competencies:  

1. Does at least one of the independent directors/commissioners have 
accounting expertise (accounting qualification or experience)?  

2. Does at least one non-executive director/commissioner have prior 
working experience in the sector in which the company mainly 
operates?  

3. Does the company have an orientation programs for new 
directors/commissioners?  

4. Does the company have a policy that encourages 
directors/commissioners to attend on-going or continuing 
professional education programs? 

5. Is an annual performance assessment conducted of the board of 
directors/commissioners? 
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6. Is an annual performance assessment conducted of the board of 
directors/commissioners committees? 

 

 

Time Commitment 

This variable measures the commitment of board members to their work in the 

board and in board committees. Using the questions taken from the IICD questionnaire 

we focus on questions relating to multiple directorships and board meetings as they 

may reflect the time board members allotted to their work for the board and board 

committees. We use the following list of questions:  

1. Has the company set a limit of five board seats an individual 
independent/ non-executive director/ commissioner may hold 
simultaneously? 

2. Does the company have any executive directors who serve on more 
than two boards of listed companies outside of the group? (Reversed)42 

3. Does the Nominating Committee meet at least twice during the year?  

4. Does the Remuneration Committee meet at least twice during the 
year?  

5. Does the Audit Committee meet at least four times during the year?  

6. Does the board of directors/commissioners meet at least six times 
during the year?  

7. Has each of the directors/commissioners attended at least 75% of all 
the board meetings held during the year?  

8. Does the company require a minimum quorum of at least 2/3 for 
board decisions?  

9. Does the non-executive directors/commissioners of the company 
meet separately at least once during the year without any executives 
present?  

 
                                                        
42  We assume that director busyness may hurt firm performance as busyness may impair the 

monitoring abilities of a director. Therefore, this question is regarded a reverse scored question. A 
“Yes” answer is scored as zero and a “No” answer is scored one.     
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Structure and Composition 

This variable captures the extent to which the board as a whole, as well as the 

board committees, consist of independent board members. We focus on the following 

questions from the IICD questionnaire that relate to these two dimensions of the 

structure and composition of boards: 

1. Do independent directors/commissioners make up at least 50% 
of the board of directors/commissioners?  

2. Are the independent directors/commissioners independent of 
management and major/substantial shareholders?  

3. Does the company have a term limit of nine years or less for its 
independent directors/commissioners? 

4. Does the Nominating Committee comprise of a majority of 
independent directors/commissioners? 43 

5. Is the chairman of the Nominating Committee an independent 
director/commissioner?  

6. Does the Remuneration Committee comprise of a majority of 
independent directors/commissioners?  

7. Is the chairman of the Remuneration Committee an independent 
director/commissioner?  

8. Does the Audit Committee comprise entirely of non-executive 
directors/commissioners with a majority of independent 
directors/commissioners? 

9.  Is the chairman an independent director/commissioner?  

 

 

                                                        
43 For questions 4 to 7, the calculation of the score may be adjusted depending on the answers to the 

questions. The denominator in our calculation is based only on questions that apply to a specific 
company. So, if a company does not have a nomination committee and/or a remuneration 
committee, then the next questions related to the nomination and/or remuneration committee will 
not be taken into account. For example, if a company does not have a nomination committee, then 
the answers of question 4 and 5 are not applicable and are not counted. In this case, the score for 
this company is calculated based on 7 questions instead of 9 questions. 

 



Boards, Transparency, and Earnings Management 

 168 

 
Control variables 

We include a number of board- and firm-level variables in the regression models 

(1) and (2). These variables have been associated with levels of earnings management 

and information disclosure in previous studies. Our first board-level variable is board 

size. This variable has been used extensively in board research as it is considered to 

affect board performance. On the one hand, a larger board has a higher capacity to carry 

out its monitoring role (Dalton et al.,1999), which may be associated with lower levels of 

earnings management and/or higher levels of information disclosure. On the other hand, 

a larger board may suffer from communication and coordination problems leading to 

lower board effectiveness in terms of its monitoring tasks (Jensen, 1993; Yermack, 1996; 

Mak and Kusnadi, 2005; de Andres et al., 2005; Cheng, 2008; and Guest, 2009). To 

capture both the positive and negative impact of board size, we include the size of the 

board (denoted as Bocsize), measured as the number of supervisory board members, as 

well as its squared term in models (1) and (2). 

We also include a measure capturing the presence of foreign directors. Previous 

studies have argued that foreign directors provide a more objective opinion and are 

more independent of management as compared to domestic directors (Choi and Hasan, 

2005). Moreover, they may bring knowledge and experience with respect to 

international standards of corporate governance practices, which may contribute to 

improving these practices of the firm on which boards they sit. Foreign directors may 

thus improve overall board effectiveness with respect to disciplining managerial 

performance (Ramaswamy, 2001), which may, among other things be associated with 

lower levels of earnings management and/or higher levels of information disclosure 

(Hooghiemstra et al., 2019). The measure we use is the total number of foreign 

commissioners divided by the total number of supervisory board members (denoted as 

Foreigncomm).  

In terms of firm-level control variables, we use a market-based variable of firm 

size (measured as the natural logarithm of the firm’s market capitalization - 
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Lnmarketcap), leverage (measured as total debt divided by total assets - Leverage); and a 

Big-4 dummy which is one if the firm is audited by a big-4 audit firm, and zero otherwise 

to measure of the quality of the financial statements. Higher quality of financial 

statements is associated with a higher level of disclosure, which is expected to reduce 

earnings management. Moreover, we include several ownership variables that may 

affect earnings management and disclosure, i.e., a measure of ownership of tradeable 

shares owned by investors (that is, the number of shares held by public investors and 

traded on the Indonesia stock exchange divided by the total number of outstanding 

shares - Publicshares), a measure of foreign ownership (measured as a dummy variable 

that takes the value of one if the majority of the outstanding shares is held by foreign 

investors, and zero otherwise - Foreignown dummy), and a dummy variable indicating 

whether or not the firm is a state-owned company (one if the firm is state-owned and 

zero otherwise- SOE dummy).  

The list of all variables used in this study is presented in Appendix 5.5. 

 

 

5.4  Results 

5.4.1 Descriptive statistics 

Table 5.1 presents the descriptive statistics of the variables used in the analysis. 

With respect to discretionary accruals, the table shows the mean (and median) absolute 

values of discretionary accruals calculated based on the Jones model (DAccruals-J), the 

Modified Jones model (DAccruals-MJ), two versions of the Kothari et al. model 

(DAccruals-K1, K2), and the Dechow-Dichev model (DAccruals-DD). The values we 

obtain for discretionary accruals based on the different models are quite similar, with 

averages ranging from 0.061 to 0.063, except for the values based on the Dechow-Dichev 

model (average 0.086). The values we find are comparable to those reported in Carson et 

al. (2017), who calculated the mean absolute value of discretionary accruals for 

Indonesian firms during 2003-2012 using the Kothari (1995) model. 
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The average value for the mandatory transparency and disclosure score (M-

Disclosure) is 72. This indicates that more than two thirds of the 19 questions referring to 

mandatory transparency and disclosure are answered ‘yes’. Thus, the Indonesian firms 

in our sample only partially comply with mandatory disclosure requirements. This 

suggests that with respect to mandatory transparency and disclosure practices, 

Indonesian firms tend to breach the requirements. As this study is not focusing on why 

Indonesian firms do not comply with regulations, we will not discuss the compliance 

subject further. 

Researchers typically use voluntary disclosure to investigate its effect on 

asymmetric information or earnings management (Dye, 2001; Jon and Kim, 2007; 

Roychowdhury and Sletten, 2012). For voluntary disclosure (V-Disclosure), the average 

score is 56. Yet, the level of transparency and disclosure differs considerably between 

firms as the scores range from 5 to 91. The best performing firms are in the mining 

industry, and the infrastructure and utility industry (that is, telecommunication 

companies, transportation, and toll road service providers). The performance of firms in 

these industries may be explained by the fact that they are highly regulated. Previous 

research has suggested that these industries are more sensitive to political and 

environmental issues, making them more inclined to disclose information (Meek et al., 

1995).   

Table 5.1 also shows descriptive statistics of our three board input variables. The 

average scores for Skills, Commitment, and Structure are 36, 48, and 34, respectively. 

These scores show that Indonesian firms on average do not perform very well with 

respect to these board inputs as only 30 to 45 per cent of the questions referring to these 

inputs are answered ‘yes’. Firms in the sample perform best with respect to board time 

commitment. Analysis of the underlying data with respect to these three board input 

variables shows that the frequency and attendance rate of board meetings are generally 

low and companies often do not limit the number of directorships of their board 

members.  
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Several factors may explain why the score of the Structure variable is relatively 

low. The data underlying this variable reveal that in Indonesia there was no regulation 

regarding the maximum term of board members. Starting from 2014, the capital market 

regulator has required that independent commissioners may only serve for two 

consecutive serving terms. 44  However, listed firms in Indonesia mostly have not 

implemented this regulation. With respect to board independence, Bapepam LK 

regulates that at least 30 per cent of board members should be independent. Finally, the 

data for Skills reveal that most of the companies in the sample do not have an orientation 

and training program for their directors. They are also less likely to conduct an annual 

performance assessment of the board of commissioners (committees), therefore their 

competencies cannot be evaluated.  

 

Table 5.1 Descriptive statistics 

Variable (obs = 245) Mean Median Std. Dev. Min Max 
M-Disclosure 71.871 73.684 13.999 31.579 100 
V-Disclosure  56.041 57.143 14.691 4.762 90.909 
Skills 36.463 33.333 19.943 0 100 
Commitment 47.648 44.444 18.520 11.111 88.889 
Structure 34.413 33.333 16.794 11.111 85.714 
Foreigncomm 0.138 0 0.211 0 0.833 
Bocsize 5.588 6.000 1.968 2 13 
Big-4 dummy 0.722 1 0.449 0 1 
Marketcap (in IDRbio) 35,000 14,900 54,800   3,840 308,000 
Leverage (%)  46.363 44.688 21.911 0.028   167.163 
Publicshares (%) 33.173 33.450 17.549 0.333 86.100 
Foreignown dummy 0.143 0 0.351 0 1 
SOE dummy 0.127 0 0.333 0 1 
DAccruals-J 0.063 0.046 0.065 0.000 0.451 
DAccruals-MJ 0.062 0.046 0.062 0.000 0.412 
DAccruals-K1 0.062 0.047 0.058 0.000 0.348 
DAccruals-K2 0.061 0.045 0.060 0.001 0.402 
DAccruals-DD 0.086 0.062 0.086 0.001 0.470 

 

                                                        
44 The listing regulation issued by the Indonesia Stock Exchange, i.e. Decree No.Kep-00001/BEI/01-

2014 dated 20 January 2014 on Amendment to Regulation I-A on Listing of Shares and Equity-Type 
Securities other than Shares Issued by Listed Companies. This regulation revokes and replaces the 
previous listing regulations under Decree No.Kep-305/BEJ/07-2004 dated 19 July 2004. 
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Table 5.2 displays the annual data for M-Disclosure, V-Disclosure, Skills, 

Commitment, and Structure. The table suggests that Indonesian firms have improved 

their performance both in terms of informational transparency and disclosure 

(particularly mandatory disclosure) and in terms of various board inputs. Yet, 

improvements are fairly small. The only more or less substantial improvements have 

been reported with respect to the  level of mandatory disclosure, which increased from 

65 in 2012 to 76 in 2014, and the level of skills, which went up from 34 in 2012 to 42 in 

2014. 

 

Table 5.2 Mean scores of main variables 

Variable 2012 
(79 obs) 

2013 
(83 obs) 

2014 
(83 obs) 

Overall 
(245 obs) 

M-Disclosure 65.32 73.91 76.07 71.87 
V-Disclosure 56.65 52.09 59.42 56.04 
Skills 34.39 32.53 42.37 36.46 
Commitment 47.89 47.18 47.89 47.65 
Structure 33.67 32.03 37.50 34.41 

 

Table 5.3 provides the correlations between the variables used in the analysis. 

Disclosure has a positive and significant correlation with all three boardvariables (Skills, 

Commitment, and Structure). The correlation between discretionary accruals (using the 

Jones model) and the board input variables is less strong. Only Skills shows a negative 

and significant correlation with discretionary accruals. We further analyse the 

relationship between these variables in a multivariate setting in the next section. Table 

5.3 also reveals that the independent variables are not highly correlated. Most 

correlations between independent variables are well below 0.70, suggesting that 

multicollinearity is not a problem. 
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Table 5.3 Correlations 

  
Daccruals

Ja V-Disclosure M-Disclosure Skills 
 Commit 

ment Structure 
Foreign 

com Bocsize 
Lnmarket 

cap 

 
 

Leverage 
Big-4 

dummy 
Public 
shares 

Foreign 
own 

dummy 
SOE 

dummy 
Daccruals-Ja 1.000  

 
       

    
V-Disclosure -0.079 1.000  

     
  

    
M-Disclosure -0.202*** 0.599*** 1.000 

     
  

    
Skills -0.152** 0.446*** 0.457*** 1.000 

    
  

    
Commitment -0.008 0.328*** 0.446*** 0.288*** 1.000      

    
Structure -0.092 0.109* 0.110* 0.105 0.209*** 1.000 

  
  

    
Foreigncomm -0.002 0.145** 0.006 0.068 -0.005 -0.090 1.000 

 
  

    
Bocsize -0.104 0.216*** 0.255*** 0.270*** 0.000 -0.072 0.432*** 1.000   

    
Lnmarketcap -0.119* 0.390*** 0.222*** 0.136** 0.071 -0.098 0.325*** 0.284*** 1.000  

    
Leverage 0.072 0.135** 0.091 0.082 0.118* 0.102 0.088 0.022 -0.071 1.000 

    
Big-4dummy -0.061 0.291*** 0.120* 0.113* 0.088 0.034 0.257*** 0.070 0.324*** 0.040 1.000 

   
Publicshares 0.098 0.192*** 0.123* -0.015 0.150** -0.005 -0.214*** -0.088 0.039 0.080 -0.070 1.000 

  
Foreignowndummy -0.042 0.089 0.060 0.151** 0.091 0.048 0.566*** 0.377*** 0.363*** 0.048 0.253*** -0.247*** 1.000 

 
SOEdummy -0.071 0.304*** 0.424*** 0.393*** 0.381*** 0.133** -0.249*** 0.049 0.094 0.126** -0.066 0.073 -0.155** 1.000 
a Dependent variable 
* significant at 10%, ** significant at 5%, *** significant at 1%  
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5.4.2 Regression results and discussion 

Board inputs and earnings management 

Tables 5.4, 5.5, and 5.6 show the results of the univariate regression analysis of 

model (1), that is, the relationship between the board input variables and discretionary 

accruals (our measure of earnings management). We use OLS estimation with robust 

standard errors to correct for heteroscedasticity. We apply different models to measure 

discretionary accruals, as discussed in section 5.3. Based on hypotheses 1-3, we expect 

that the absolute level of discretionary accruals is negatively associated with the board 

input variables Skills, Commitment, and Structure. As discussed in section 5.2, board 

inputs i.e., the skills and competencies of board members, devoted time, having 

independent directors and independent board committee members will constrain 

earnings management practices. The results only partly support our hypotheses. While 

board skills is statistically significant, board commitment and board structure are not. 

These results hold, independent of the model we use to measure discretionary accruals. 

Therefore, we cannot conclude that, in the case of Indonesia, there is a direct negative 

association between board inputs and earnings management. These board inputs do not 

seem to affect earnings management practices in a direct way. 

 

Table 5.4 Earnings management and board skills 

The table presents the results of univariate regression models. Each single regression aims at 
testing the relationship between one of five discretionary accruals (DAccruals) models i.e., the Jones 
(J), Modified Jones (MJ), Kothari 1 (K1), Kothari 2 (K2) and Dechow&Dichev (DD) model, and 
Skills. The results show that Skills is negatively and significantly associated with DAccruals in all 
models. All models are estimated using Ordinary Least Squares (OLS) with robust standard errors. 
t-statistics are reported between parentheses.   
Dependent 
variable: 
DAccruals 

Expected 
sign 

J 
(OLS) 

MJ 
(OLS) 

K1 
(OLS) 

K2 
(OLS) 

DD 
(OLS) 

Constant  0.0806*** 
(7.72) 

0.0793*** 
(8.10) 

0.0759*** 
(9.36) 

0.0786*** 

(8.29) 
0.1055*** 
(9.000) 

Skills H1 
Negative 

-0.0005** 
(-2.23) 

-0.0005** 
(-2.29) 

-0.0004** 
(-2.22) 

-0.0005** 
(-2.38) 

-0.0005** 
(-2.39) 

Observations  245 245 245 245 226 
F-value  0.0265 0.0229 0.0274 0.0179 0.0176 
R-squared  0.0231 0.0233 0.0178 0.0247 0.0151 

* significant at 10%, ** significant at 5%, *** significant at 1% - two tailed 
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Table 5.5 Earnings management and board commitment 

The table presents the results of univariate regression models. Each single regression aims at testing 
the relationship between one of five discretionary accruals (DAccruals) models i.e., the Jones (J), 
Modified Jones (MJ), Kothari 1 (K1), Kothari 2 (K2) and Dechow&Dichev (DD) model, and 
Commitment. The results show that Commitment is not significantly associated with DAccruals in four 
of five models. All models are estimated using Ordinary Least Squares (OLS) with robust standard 
errors. t-statistics are reported between parentheses.  
 

Dependent 
variable: 
DAccruals 

Expected 
sign 

J 
(OLS) 

MJ 
(OLS) 

K1 
(OLS) 

K2 
(OLS) 

DD 
(OLS) 

Constant  0.0640*** 
(5.50) 

0.0665*** 
(5.97) 

0.0668*** 
(6.60) 

0.0645*** 
(5.93) 

0.1097*** 
(7.24) 

Commitment H2 
Negative 

-0.0000 
(-0.14) 

-0.0001 
(-0.49) 

-0.0001 
(-0.61) 

-0.0001 
(-0.36) 

-0.0006** 
(-1.98) 

Observations  245 245 245 245 226 
F-value  0.8899 0.6240 0.5445 0.7170 0.0485 
R-squared  0.0001 0.0008 0.0012 0.0004 0.0145 
 * significant at 10%, ** significant at 5%, *** significant at 1% - two tailed 

 

Table 5.6 Earnings management and board structure 

The table presents the results of univariate regression models. Each single regression aims at testing 
the relationship between one of five discretionary accruals (DAccruals) models i.e., the Jones (J), 
Modified Jones (MJ), Kothari 1 (K1), Kothari 2 (K2) and Dechow&Dichev (DD) model, and Structure. 
The results show that Structure is not significantly associated with DAccruals in four of five models. 
All models are estimated using Ordinary Least Squares (OLS) with robust standard errors. t-statistics 
are reported between parentheses.  
 

Dependent 
variable: 
DAccruals 

Expected 
sign 

J 
(OLS) 

MJ 
(OLS) 

K1 
(OLS) 

K2 
(OLS) 

DD 
(OLS) 

Constant  0.0749*** 
(7.32) 

0.0772*** 
(7.62)* 

0.0774*** 
(8.90) 

0.0724*** 
(6.75) 

0.0773*** 
(5.76) 

Structure H3 
Negative 

-0.0004 
(-1.39) 

-0.0004 
(-1.46) 

-0.0005** 
(-2.17) 

-0.0003 
(-1.31) 

0.0002 
(0.67) 

Observations  245 245 245 245 226 
F-value  0.1646 0.1468 0.0309 0.1906 0.5061 
R-squared  0.0085 0.0092 0.0173 0.0080 0.0022 
 * significant at 10%, ** significant at 5%, *** significant at 1% - two tailed 
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Table 5.7 Earnings management and board inputs 

The table reports the results of estimating equation (1). The dependent variable is Discretionary Accruals 
(DAccruals) using the Jones (J), Modified Jones (MJ), Kothari 1 (K1), Kothari 2 (K2), and Dechow&Dichev (DD) 
model. Skills, Commitment, and Structure are composite indices constructed from selected questions provided by 
the IICD. Foreigncomm is the ratio of the number of foreign commissioners to the total number of commissioners. 
Bocsize is the number of commissioners. Big-4 dummy takes the value of 1 if the firm is audited by a big-4 audit 
firm, otherwise zero. Publicshares is the number of shares held by public investors and traded on the stock 
exchange divided by the total number of outstanding shares. Foreignown dummy takes the value of 1 if more than 
50% of the firm ownership are foreign shareholders, otherwise zero. SOE dummy is one if the firm is 50% more 
owned by the government and zero otherwise. Lnmarketcap is the natural log of total market capitalization. 
Leverage is the ratio of total liabilities to total assets. Year dummies for year 2013 and 2014 are included. Industry 
dummies for seven industry categories are also taken into account. All models are estimated using Ordinary 
Least Squares (OLS) with robust standard errors. t-statistics are reported between parentheses.    
   
Dependent variable: 
DAccruals 

Expected 
sign 

J 
(OLS) 

MJ 
(OLS) 

K1 
(OLS) 

K2 
(OLS) 

DD 
(OLS) 

Constant  0.2229* 
(1.88) 

0.2233** 
(1.96) 

0.2614** 
(2.43) 

0.1675 
(1.50) 

0.3311* 
(1.80) 

Skills H1 
Negative 

-0.0003 
(-1.08) 

-0.0002 
(-0.88) 

-0.0001 
(-0.45) 

-0.0002 
(-1.01) 

-0.0005* 
(-1.72) 

Commitment H2 
Negative 

0.0001 
(0.33) 

0.0000 
(0.07) 

0.0001 
(0.27) 

0.0000 
(0.11) 

-0.0004 
(-1.48) 

Structure H3 
Negative 

-0.0003 
(-1.19) 

-0.0003 
(-1.18) 

-0.0004* 
(-1.88) 

-0.0003 
(-0.97) 

0.0002 
(0.62) 

Foreigncomm ? 0.0100 
(0.37) 

0.0007 
(0.03) 

0.0049 
(0.22) 

0.0022 
(0.09) 

-0.0256 
(-0.79) 

Bocsize ? -0.0069 
(-0.76) 

-0.0076 
(-0.87) 

-0.0135 
(-1.52) 

-0.007 
(-0.84) 

-0.028 
(-1.62) 

Bocsize2 ? 0.0003 
(0.50) 

0.0006 
(0.64) 

0.0009 
(1.42) 

0.0003 
(0.48) 

0.0021* 
(1.80) 

Big-4 dummy Negative -0.0078 
(-0.61) 

-0.0055 
(-0.46) 

0.0002 
(0.02) 

-0.0054 
(-0.45) 

-0.0023 
(-0.15) 

Publicshares ? 0.0002 
(0.77) 

0.0002 
(0.80) 

0.0002 
(0.83) 

0.0002 
(0.67) 

-0.0006* 
(-1.74) 

Foreignown dummy ? -0.0015 
(-0.10) 

-0.0024 
(-0.15) 

-0.0049 
(-0.36) 

-0.0042 
(-0.28) 

0.0416* 
(1.82) 

SOE dummy ? -0.0126 
(-0.89) 

-0.0170 
(-1.34) 

-0.0135 
(-1.15) 

-0.0164 
(-1.29) 

0.0234 
(1.02) 

Lnmarketcap ? -0.0056 
(-1.18) 

-0.0056 
(-1.22) 

-0.0071 
(-1.58) 

-0.0032 
(-0.72) 

-0.0047 
(-0.67) 

Leverage Positive 0.0002 
(0.82) 

0.0002 
(0.82) 

0.0002 
(1.32) 

0.0001 
(0.61) 

0.0000 
(0.15) 

       
Year dummies  Yes Yes Yes Yes Yes 
Industry dummies  Yes Yes Yes Yes Yes 
Observations  245 245 245 245 245 
F-prob  0.0000 0.0001 0.0000 0.0001 0.2749 
R-squared  0.1613 0.1616 0.1681 0.1685 0.1185 

* significant at 10%, ** significant at 5%, *** significant at 1% - two tailed 
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Table 5.7 shows the results of the multiple regression analysis of model (1), 

applying different discretionary accruals models. The regressions are carried out using 

OLS estimation with robust standard errors.45 The results presented in table 5.7 show 

that Skills, Commitment and Structure are not significantly associated with discretionary 

accruals. These results hold independent of the discretionary-accruals model we apply. 

Based on the OLS results, we fail to provide clear evidence that board inputs mitigate 

earnings management. The results are similar to previous studies showing that board 

inputs do not constrain earnings management (Johari et al., 2008; Ismail et al., 2009; 

Kahlil and Ozkan, 2016). 

Next, we investigate the association between board inputs and disclosure. 

Following hypotheses 4-6 in section 5.2, we expect a positive relationship between board 

inputs and the extent to which a firm discloses information and shows transparency. 

Higher levels of board inputs related to skills and competencies of board members, 

board time commitment, board structure and composition increase the quality of 

monitoring by the board, which is expected to increase information disclosure. Table 5.8 

presents for voluntary disclosures, while Table 5.9 shows the results for mandatory 

disclosures. The outcomes shown in the first four columns of both tables are based on 

OLS regressions with robust standard errors. Moreover, we run the Hausman test to 

find out whether we should use fixed or random effects, instead of using simple OLS. 

The results of this test suggest that the random effects (RE) estimation is preferred to the 

fixed effects. The results based on random effects regressions are presented in column 5 

of tables 5.8 and 5.9. 

The results in tables 5.8 and 5.9 show there is a positive and statistically 

significant association between board inputs and the level of voluntary disclosure, as 

well as mandatory disclosure. The coefficient for all three board input variables is 

positive  and  significant,  even after taking into  account  the control variables, at least  
                                                        
45 We ran the same models as displayed in Table 5, using fixed and random effects. The Hausman test 

for each model suggests that a random effects estimation is better than a fixed effects estimation (p-
chi2 > 5%). Moreover, the Breusch-Pagan Lagrange Multiplier test recommends that OLS is more 
appropriate than random effects (prob-chi2 > 5%). Therefore, we simply use OLS instead of fixed 
effects and random effects. 
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Table 5.8 Voluntary disclosure and board inputs 

The table reports the results of estimating equation (2). The dependent variable is V-Disclosure, a voluntary 
disclosure index composed of 22 questions. Skills, Commitment, and Structure are composite indices constructed 
from selected questions provided by the IICD. Foreigncomm is the ratio of the number of foreign commissioners to 
the total number of commissioners. Bocsize is the number of commissioners. Big-4 dummy takes the value of 1 if 
the firm is audited by a big-4 audit firm and zero otherwise. Publicshares is the number of shares held by public 
investors and traded on the stock exchange divided by the total number of outstanding shares. Foreignown dummy 
takes the value of 1 if more than 50% of the firm ownership are foreign shareholders, otherwise zero. SOE dummy 
is one if the firm is 50% more owned by the government, otherwise zero. Lnmarketcap is the natural log of total 
market capitalization. Leverage is the ratio of total liabilities to total assets. Year dummies for year 2013 and 2014 
are included. Industry dummies for seven industry categories are also taken into account. The models in columns 
(1) to (4) are estimated using Ordinary Least Squares (OLS) with robust standard errors; the model in column (5) 
is estimated using random effects (RE). t-statistics are reported between parentheses. 
 
Dependent variable: 
V-Disclosure 

Expected 
sign 

(1) 
OLS 

(2) 
OLS 

(3) 
OLS 

(4) 
OLS 

(5) 
RE 

Constant  44.1537*** 
(24.96) 

43.630*** 
(16.73) 

52.666*** 
(23.46) 

-73.294*** 
(-3.26) 

-70.848** 
(-2.46) 

Skills H4 
Positive 

0.326*** 
(8.22) 

  0.183*** 
(4.28) 

0.148*** 
(3.39) 

Commitment H5 
Positive 

 0.260*** 
(5.14) 

 0.118*** 
(2.56) 

0.081* 
(1.68) 

Structure H6 
Positive 

  0.0981* 
(1.74) 

0.003 
(0.06) 

0.025 
(0.51) 

Foreigncomm Positive    6.340 
(1.41) 

8.613 
(1.48) 

Bocsize ?    1.751 
(0.95) 

1.368 
(0.67) 

Bocsize2 ?    -0.086 
(-0.63) 

-0.060 
(-0.38) 

Big-4 dummy     4.661** 
(2.39) 

4.525** 
(2.02) 

Publicshares Positive    0.149*** 
(3.52) 

0.136** 
(2.49) 

Foreignown dummy Positive    -4.616* 
(-1.95) 

-3.490 
(-1.02) 

SOE dummy ?    4.934** 
(1.97) 

7.375** 
(2.06) 

Lnmarketcap     4.221*** 
(4.42) 

4.179*** 
(3.38) 

Leverage Positive    0.064*** 
(1.79) 

0.056 
(1.29) 

       
Year dummies     Yes Yes 
Industry dummies     Yes Yes 
Observations  245 245 245 245 245 
F-value  0.0000 0.0000 0.0828 0.0000 0.0000 
R-squared  0.1959 0.1078 0.0126 0.4924 0.5329 

* significant at 10%, ** significant at 5%, *** significant at 1% - two tailed 
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Table 5.9 Mandatory disclosure and board inputs 

The table reports the results of the equation (2) regression. The dependent variable is M-Disclosure, a mandatory 
disclosure index composed of 19 questions. Skills, Commitment, and Structure are composite indices constructed 
from selected questions provided by the IICD. Foreigncomm is the ratio of the number of foreign commissioners to 
the total number of commissioners. Bocsize is the number of commissioners. Big-4 dummy takes the value of 1 if 
the firm is audited by a big-4 audit firm and zero otherwise. Publicshares is the number of shares held by public 
investors and traded on the stock exchange divided by the total number of outstanding shares. Foreignown dummy 
takes the value of 1 if more than 50% of the firm ownership are foreign shareholders, otherwise zero. SOE dummy 
is one if the firm is 50% more owned by the government, otherwise zero. Lnmarketcap is the natural log of total 
market capitalization. Leverage is the ratio of total liabilities to total assets. Year dummies for year 2013 and 2014 
are included. Industry dummies for seven industry categories are also taken into account. The models in columns 
(1) to (4) are estimated using Ordinary Least Squares (OLS) with robust standard errors; the model in column (5) 
is estimated using random effects (RE). t-statistics are reported between parentheses. 
 
Dependent variable: 
M-Disclosure 

Expected 
sign 

(1) 
OLS 

(2) 
OLS 

(3) 
OLS 

(4) 
OLS 

(5) 
RE 

Constant  60.169*** 
(36.26) 

55.793*** 
(24.43) 

68.721*** 
(33.73) 

-9.842 
(-0.50) 

-13.983 
(-0.54) 

Skills H4 
Positive 

0.321*** 
(8.79) 

  0.146*** 
(4.00) 

0.099** 
(2.46) 

Commitment H5 
Positive 

 0.337*** 
(5.793) 

 0.231*** 
(5.68) 

0.201*** 
(4.52) 

Structure H6 
Positive 

  0.092* 
(1.75) 

0.006 
(0.14) 

-0.004 
(-0.09) 

Foreigncomm Positive    0.457 
(0.11) 

0.593 
(0.11) 

Bocsize ?    1.765 
(1.06) 

1.974 
(1.08) 

Bocsize2 ?    -0.016 
(-0.12) 

-0.037 
(-0.26) 

Big-4 dummy     2.406 
(1.40) 

2.754 
(1.37) 

Publicshares Positive    0.067 
(1.53) 

0.049 
(0.99) 

Foreignown dummy Positive    -1.380 
(-0.59) 

0.442 
(0.14) 

SOE dummy ?    10.934*** 
(3.98) 

11.566*** 
(3.61) 

Lnmarketcap     1.902** 
(2.22) 

2.147 
(1.94) 

Leverage Positive    0.014 
(0.42) 

0.021 
(0.56) 

       
Year dummies     Yes Yes 
Industry dummies     Yes Yes 
Observations  245 245 245 245 245 
F-value  0.0000 0.0000 0.0821 0.0000 0.0000 
R-squared  0.2091 0.1993 0.0121 0.5222 0.5138 

* significant at 10%, ** significant at 5%, *** significant at 1% - two tailed 
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when we use OLS regressions with robust standard errors. If we apply random effects 

estimations, we still find a positive and statistically significant association between 

board inputs Skills and Commitment and the level of voluntary and mandatory 

disclosure, whereas for Structure the association turns insignificant for both types of 

disclosure. The latter outcome suggests that board independence is not associated with 

voluntary disclosure in the Indonesian context. One reason for this finding may be that 

in Indonesia board independence is more symbolic rather than substantive, that is, 

board members are formally independent to comply with the rules, but in practice they 

do not act as independent board members (Finkelstein and Mooney, 2003; 

Hooghiemstra and van Manen, 2004). Our findings on board independence are 

confirmed by previous studies using Indonesian data, such as Siregar and Utama (2008) 

and Setiawan et al. (2019).   

Our results seem to corroborate the idea that board inputs, such as Skills and 

Commitment, help improve information disclosure and transparency provided by firms 

in Indonesia. Overall, these findings are in line with previous research suggesting that 

information disclosure is positively associated with board competencies (Persons, 2009; 

Mangena and Tauringana, 2007; Akhtaruddin and Haron, 2010), and meetings 

frequency (Allegrini and Greco, 2013; Laksmana, 2008; Barros et al., 2013).  

 
 
Board inputs and earnings management: the mediating role of disclosures 

In the previous section, we have shown that board skills, board commitment, and 

board structure do not seem to be associated directly with earnings management. One 

explanation for this finding may be that board inputs such as board skills, commitment 

and structure, may only indirectly affect earnings management. In particular, it might be 

that board inputs affect the level of disclosures, which in turn may affect earnings 

management. As shown in tables 5.8 and 5.9 we do find evidence that Skills and 

Commitment are significantly related to disclosure. We therefore aim at analyzing 

whether board inputs influence earnings management through increased disclosures. In 
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other words, we hypothesize that disclosures mediate the relationship between board 

inputs and earnings management (hypothesis 7).  

To test this hypothesis, we carry out a four-step approach suggested by Baron 

and Kenny (1986). The first step is to run a simple regression model to individually 

examine the direct effect of board skills, board commitment, or board structure on 

earnings management (X predicts Y, or path A; see figure 5.1) . In the second step, we 

perform a simple regression analysis of the direct effect of each board input (board 

skills, board commitment, board structure) on mandatory disclosures or voluntary 

disclosures (X predicts M, or path B in figure 5.1). For the third step, we carry out a 

simple regression model analyzing the relationship between mandatory disclosures or 

voluntary disclosures and earnings management (M predicts Y, or path C in figure 1). In 

the final step, we apply multiple regressions in which each board input (board skills, 

board commitment, board structure) and voluntary disclosures or mandatory 

disclosures jointly predict earnings management (X and M both predict Y). If one or 

more of the simple regressions performed in the first three steps does (do) not show 

significant outcomes, the mediation effect is non-existent. 

After conducting Step 1, the results show that only Skills is negatively and 

significantly associated with earnings management. In Step 2, the results show that all 

board inputs are positively and significantly associated with both voluntary and 

mandatory disclosures. The results of the analysis in Step 3 suggest that mandatory 

disclosures are negatively and significantly associated with earnings management, that 

is, higher levels of mandatory disclosures reduce earnings management. However, we 

do not find that voluntary disclosures are associated with earnings management in Step 

3. The analysis in Step 4, finally, shows that the effect of M-Disclosure on DAccruals (that 

is, earnings management) remains statistically significant after controlling for Skills (see 

Table 5.10, panel B column (1)). Based on these outcomes, we may infer that mandatory 

disclosures play a mediating role between Skills (but not Commitment and Structure) and 

earnings management.  In other words, Skills indirectly reduces earnings management 
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through directly increasing mandatory disclosures, which in turn directly reduce 

earnings management. 

 

Table 5.10 Board inputs, disclosure, and discretionary accruals 

Table 5.10 displays the regression results of DAccruals on Skills, Commitment, Structure, and Disclosures. Panel A 
reports results for voluntary disclosures (V-Disclosure); Panel B reports results for mandatory disclosures (M-
Disclosure).The dependent variable in the models is the absolute value of discretionary accruals (DAccruals). In 
columns (1)-(3) we report the results when using the Jones model; in columns (4)-(6) we have used the Modified 
Jones model to calculate discretionary accruals. t-statistics are reported between parentheses.  
 
Dependent variable: 
DAccruals 

(1) 
Jones 

(2) 
Jones 

(3) 
Jones 

(4) 
MJones 

(5) 
MJones 

(6) 
MJones 

PANEL A.       
Constant 0.0834*** 

(5.10) 
0.0804*** 

(4.82) 
0.0909*** 

(4.85) 
0.0859*** 

(5.39) 
0.0844*** 

(5.24) 
0.0934*** 
(5.20) 

Skills -0.0005* 
(1.87) 

  
 

-0.0004* 
(-1.80) 

 
 

 

Commitment  0.0001 
(0.31) 

  0.0000 
(0.05) 

 

Structure   
 

-0.0003 
(1.28) 

  -0.0003 
(-1.31) 

V-Disclosure -0.0001 
(-0.20) 

-0.0004 
(1.23) 

-0.0003 
(1.13) 

-0.0002 
(-0.51) 

-0.0004 
(-1.38) 

-0.0004 
(-1.39) 

Observations 245 245 245 245 245 245 
F-value 0.0776 0.4458 0.2385 0.0243 0.2935 0.1561 
R-squared 0.0232 0.0065 0.0132 0.0613 0.0093 0.0166 
PANEL B.       
Constant 0.1270*** 

(4.26) 
0.1277*** 

(4.27) 
0.1364*** 

(4.30) 
0.1221*** 

(4.31) 
0.1234*** 

(4.34) 
0.1316*** 
(4.41) 

Skills -0.0002* 
(1.87) 

  
 

-0.0002 
(-1.28) 

 
 

 

Commitment  0.0004* 
(1.77) 

  0.0002 
(1.26) 

 

Structure   
 

-0.0003 
(-1.13) 

  -0.0003 
(-1.21) 

M-Disclosure -0.0008** 
(-1.99) 

-0.0011*** 
(-2.74) 

-0.0009** 
(-2.36) 

-0.0007* 
(-1.91) 

-0.0010*** 
(-2.56) 

-0.0008** 
(-2.32) 

Observations 245 245 245 245 245 245 
F-value 0.0384 0.0191 0.0448 0.0353 0.0384 0.0417 
R-squared 0.0452 0.0492 0.0457 0.0439 0.0434 0.0446 

* significant at 10%, ** significant at 5%, *** significant at 1% - two tailed 

 

This is an interesting and important finding as it suggests that board inputs may 

affect earnings management, but only indirectly (through mandatory disclosures) and 

only  through a specific type of board inputs (Skills); other dimensions of board inputs 



Chapter 5  

 183 

(Commitment and Structure) do not seem to matter, at least not in the case of Indonesia. 

These findings add to our knowledge of board inputs as a determinant of earnings 

management. As mentioned, the empirical literature on the relationship between board 

inputs and earnings management is inconclusive. Our study may add to explaining why 

this is the case. 

Although popular, the Baron Kenny method has been criticized (Rucker et al., 

2011). One main criticism is that the method is performed by using the simple OLS 

regression, which requires a normality assumption. Another important shortcoming of 

the method is that it does not allow for testing whether the mediation effect really exists 

(MacKinnon et al., 2007). To overcome these drawbacks, we perform the Sobel and 

Goodman test. In addition, we also apply Structural Equation Modeling (SEM) to 

analyse the mediation effect (Gunzler et al., 2013; Danner et al., 2015).  

Both the Sobel and Goodman tests can be used to analyse whether the indirect 

effect of an independent variable (in our case, the board input variables) on the 

dependent variable (earnings management in this study) through the mediating variable 

(disclosures in this study) is significantly different from zero. Unlike the Baron Kenny 

method and the Sobel and Goodman test, SEM can run a mediation model (that is, X  

M  Y) in a single regression analysis, instead of performing separate single equation 

regression models. All three methods provide outcomes related to the total effect (that 

is, X  Y or path A in figure 1), the direct effect (X and M  Y, that is, X predicts Y after 

controlling for M), and the indirect effect. The indirect effect is the total effect minus the 

direct effect. Rucker et al. (2011) recommend focusing on the magnitude of indirect 

effects regardless of the significance of the direct effect before and after mediation is 

assessed. According to them, if the indirect effect is statistically significant, the 

mediation effect does exist.    

 Tables 5.11 and 5.12 present the results of the Sobel and Goodman test. Table 5.11 

shows that voluntary disclosures do not act as a mediator for board skills in reducing 

earnings management. The total effect and direct effect are statistically significant only 

for Skills but the indirect effect is not, meaning that there is no empirical evidence for the 
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existence of a mediating role for voluntary disclosures through which Skills help 

reducing earnings management.  

In contrast, table 5.12 shows there is evidence that mandatory disclosures 

significantly mediate the relationship between Skills and Commitment on the one hand 

and earnings management on the other hand. For both these board input variables the 

coefficient for the indirect effect is significant and in both cases the Sobel and Goodman 

test are statistically significant as well. In other words, both Skills and Commitment 

indirectly reduce earnings management through directly increasing mandatory 

disclosures, which in turn directly reduce earnings management.  

The results from Tables 5.11 and 5.12 are supported by the SEM-based analysis. 

The results of this analysis are presented in tables 5.13 and 5.14.  Table 5.13 shows that, 

also if we use SEM, there is no evidence for the hypothesis that board inputs indirectly 

reduce earnings management through directly increasing voluntary disclosures, which 

in turn directly reduce earnings management. Table 5.14, however, confirms our earlier 

findings shown in table 5.12, that is, Skills and Commitment reduce earnings 

management, but only indirectly through mandatory disclosures. We therefore conclude 

that board skills and board commitment indirectly reduce earnings management 

through mandatory disclosures. 

The findings are highly relevant in the context of Indonesia. As we have shown 

in the descriptive analysis, Indonesian firms generally speaking do not satisfy 

mandatory disclosure requirements. This is a remarkable finding. Apparently, 

implementing these mandatory requirements is not enforced effectively. Firms do not 

expect and/or experience costs or value losses when they do not comply with these 

mandatory requirements. At the same time, our analysis shows the value of complying 

with these requirements as it seems to be associated with lower agency costs, such as 

earnings management. Overall, our results imply that the monitoring role of the boards 

of Indonesian firms needs to be improved, particularly to enforce firms to comply with 

mandatory requirements at a higher level. 
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Table 5.11 Sobel test and Goodman test results – voluntary disclosures 

Independent 
variable 

Mediating 
variable 

Dependent 
variable 

Total effect 
(z stats) 

Direct effect 
(z stats) 

Indirect effect 
(z stats) 

Sobel test Goodman 
test 

Mediation 
effect 

Skills V-Disclosure DAccruals_MJ -0.0005*** 
(-2.41) 

-0.0004 
(-1.93) 

-0.0001 
(-0.50) 

-0.0001 
(-0.50) 

-0.0001 
(-0.50) 

No 

Commitment V-Disclosure DAccruals_MJ -0.0001 
(-0.44) 

0.0000 
(0.05) 

-0.0001 
(-1.39) 

-0.0001 
(-1.39) 

-0.0001 
(-1.41) 

No 

Structure V-Disclosure DAccruals_MJ -0.0004 
(-1.50) 

-0.0003 
(-1.34) 

-0.0000 
(-1.07) 

-0.0000 
(-1.07) 

-0.0000 
(-1.2) 

No 

* significant at 10%, ** significant at 5%, *** significant at 1% - two tailed 
 

 

Table 5.12 Sobel test and Goodman test results – mandatory disclosures 

Independent 
variable 

Mediating 
variable 

Dependent 
variable 

Total effect 
(z stats) 

Direct effect 
(z stats) 

Indirect effect 
(z stats) 

Sobel test Goodman 
test 

Mediation 
effect 

Skills M-
Disclosure 

DAccruals_MJ -0.0005** 
(-2.41) 

-0.0002 
(-1.11) 

-0.0002** 
(-2.20) 

-0.0002** 
(-2.20) 

-0.0002** 
(-2.21) 

Yes 

Commitment M-
Disclosure 

DAccruals_MJ -0.0001 
(-0.44) 

0.0002 
(1.06) 

-0.0003*** 
(-3.03) 

-0.0003*** 
(-3.03) 

-0.0003*** 
(-3.05) 

Yes 

Structure M-
Disclosure 

DAccruals_MJ -0.0004 
(-1.51) 

-0.0003 
(-1.19) 

-0.0001 
(-1.49) 

-0.0001 
(-1.49) 

-0.0001 
(-1.56) 

No 

* significant at 10%, ** significant at 5%, *** significant at 1% - two tailed 
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Table 5.13 SEM results – voluntary disclosures 

Independent 
Variable 

Mediating 
Variable 

Dependent 
Variable 

Total Effect 
(z stats) 

Direct Effect 
(z stats) 

Indirect Effect 
(z stats) 

Mediation 
Effect 

Skills V-Disclosure DAccruals_MJ -0.0005** 
(-2.42) 

-0.0004 
(-1.94) 

-0.0001 
(-0.50) 

No 

Commitment V-Disclosure DAccruals_MJ -0.0001 
(-0.45) 

0.0000 
(0.05) 

-0.0001 
(-1.40) 

No 

Structure V-Disclosure DAccruals_MJ -0.0004 
(-1.51) 

-0.0003 
(-1.35) 

-0.0000 
(-1.07) 

No 

* significant at 10%, ** significant at 5%,; *** significant at the 1% level  
 

 

Table 5.14 SEM results – mandatory disclosures 

Independent 
Variable 

Mediating 
Variable 

Dependent 
Variable 

Total Effect 
(z stats) 

Direct Effect 
(z stats) 

Indirect Effect 
(z stats) 

Mediation 
Effect  

Skills V-Disclosure DAccruals_MJ -0.0005** 
(-2.42) 

-0.0002 
(-1.12) 

-0.0002** 
(-2.21) 

Yes 

Commitment V-Disclosure DAccruals_MJ -0.0001 
(-0.45) 

0.0002 
(1.07) 

-0.0003*** 
(-3.04) 

Yes 

Structure V-Disclosure DAccruals_MJ -0.0004 
(-1.51) 

-0.0003 
(-1.19) 

-0.0001 
(-1.50) 

No 

* significant at 10%, ** significant at 5%, *** significant at 1% level  
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5.5  Conclusions 

In this paper we investigate the relationship between board inputs and earnings 

management as well as the relationship between board inputs and the level of 

transparency and disclosure. Our research is linked to the literature that stresses the 

important role of boards in monitoring management and in reducing agency costs that 

may occur due to the conflict of interests between managers and owners of the firm. One 

type of agency costs is earnings management. Boards may have different features, or 

inputs as we have labelled them, that may enhance their monitoring effectiveness and 

that may be conducive to reducing agency costs such as earnings management. In our 

analysis, we develop three constructs measuring the level of board inputs, i.e. board 

skills, board commitment, and board structure. More skillful and experienced board 

members are expected to be better equipped to carry out their monitoring role. 

Committed board members devote more time to carrying out their task, which may 

contribute to making them more effective monitors. Better structured boards also 

contribute to more effective monitoring. 

The aim of this paper is to investigate whether higher levels of board inputs 

directly affect earnings management. In addition, we investigate whether these inputs 

trigger higher levels of transparency and disclosure, which in turn contribute to lower 

levels of earnings management. In the latter case, the impact of board inputs on earnings 

management is indirect and is mediated through higher levels of transparency and 

disclosure. 

We use data from 104 listed non-financial Indonesian firms for which we have 

detailed data on their governance from the ASEAN Corporate Governance Scorecard for 

the years 2013, 2014, and 2015, and find that board inputs are not directly associated 

with earnings management. At the same time, we find that board inputs are positively 

associated with the level of information disclosure. Most importantly, however, we find 

that board skills and board commitment (but not board structure) mitigate earnings 

management indirectly through mandatory disclosure, but not through voluntary 

disclosure. 
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Our findings are highly relevant for emerging economies in general, and for 

Indonesia in particular. Many emerging economies have introduced codes of corporate 

governance during recent years. Among other things, these codes discuss mandatory 

and voluntary disclosure rules. These rules describe what firms are required to do 

(mandatory disclosures), or what they should do (voluntary disclosures), when it comes 

to providing information to their stakeholders. In practice, firms may not follow 

voluntary disclosures, because complying with them may be costly. For the same 

reasons, they may even refrain from complying with mandatory disclosures. Such 

behavior is possible when boards are weak and are unable to monitor and enforce 

higher disclosures. Moreover, this behavior may also occur when compliance is not 

monitored effectively by financial markets and/or regulators. Lack of effective 

monitoring of compliance with regulations is particularly at stake in emerging 

economies, where corporate governance mechanisms such as boards, as well as formal 

institutions, such financial markets and regulatory power and authority are usually 

weaker.  

Weak monitoring of compliance with corporate governance requirement in 

general, and disclosure rules in particular, is also an issue in Indonesia. On the one 

hand, the quality of corporate governance seems rather weak. Our data show that the 

quality of board inputs is indeed rather low, at least in the years for which we have data. 

On the other hand, we also show that Indonesian firms generally do not satisfy all 

mandatory disclosure requirements. This suggests that in Indonesia, implementing 

mandatory disclosure requirements is not enforced effectively. Firms do not expect 

and/or experience costs or value losses when they do not comply with these mandatory 

requirements. Our analysis also shows, however, that complying with mandatory 

disclosures has value: higher mandatory disclosures are associated with lower agency 

costs, such as earnings management. Overall, therefore, our results imply that the 

monitoring role of the boards of Indonesian firms needs to be strengthened to make sure 

that firms comply with mandatory requirements a larger extent. Moreover, our findings 

suggest that regulatory power should be enhanced. That is, the Indonesian regulatory 



Chapter 5  

 189 

authority responsible for corporate governance and the compliance with mandatory 

requirements should develop measures and instruments allowing it to better monitor 

compliance with these requirements. 

The Indonesia Financial Services Authority (OJK) is the regulatory and 

supervisory agency responsible for enhancing corporate governance of Indonesian 

firms, among other things. In 2014, this authority initiated reforms to improve the 

corporate governance framework by launching the Indonesian Corporate Governance 

Roadmap with the support of the International Finance Corporate World Bank (the 

Jakarta Post, 2014). The roadmap basically emphasizes three main areas of concern, that 

is, strengthen the role of supervisory boards, improve company transparency and 

disclosure and provide greater protection for shareholders and stakeholders. In 

particular, the authority initiated a new regulation based on which listed companies are 

required to implement the comply-or-explain approach with respect to complying with 

corporate governance requirements. The regulation imposes publicly listed companies 

to follow corporate governance best practices specified in the new regulation; any 

violation may result in sanctions from OJK. It is beyond the scope of this paper to 

analyse the impact of the new regulation on the quality of corporate governance of 

Indonesian firms, and of their earnings management practices in particular. We leave 

such an evaluation for future research. 
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Appendix 5.1  
Earnings Management Model  

 
Model Formula Explanation 

Jones Model 
(Jones, 1991) 

TA =  α +  β ∆REV  +
 β PPE + ε   

TAit = Total accruals which is Net Income 
before extraordinary items (Operating 
Income) minus Net Operating Cash Flows 
for firm i in the year t 

ΔREVit =  the change in Net Revenues (Sales) 
from year t-1 to t, for firm i in the year t 

ΔRECit =  the change in Accounts (Trade) 
Receivable from t-1 to t 

PPEit = Gross Property, Plant and Equipment 

ROAit = Return on Assets year t for firm i 

ROAit-1 = Return on Assets year t-1 for firm i 

All variables are deflated by Total Assets t-1 

Modified Jones 
Model 
(Dechow et al., 1995) 

TA =  α +  β [∆REV −
∆REC +  β PPE + ε   

Kothari Model 1 
(Kothariet al., 2005) 

TA =  α +  β [∆REV −
∆REC ] +  β PPE +
β ROA + ε   

Kothari Model 2 
(Kothari et al., 2005) 

TA =  α +  β [∆REV −
∆REC ] +  β PPE +
β ROA +  ε   

Dechow and Dichev 
(2002) Model 

∆WC =  α +  β CFO +
β CFO + β CFO +
ε   

ΔWCit =  the change in Working Capital from 
t-1 to t, for firm i in the year t; in which ΔWC 
is computed as ΔAccounts Receivable + 
ΔInventory – ΔAccounts Payable – ΔTaxes 
Payable + ΔOther Assets (net) 

CFO = Net Cash Flows from Operation year 
t-1, t, and t+1 respectively 

All variables are deflated by average Total 
Assets 
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Appendix 5.2 
Company List 

 

 
2012  2013  2014 

Agriculture  Agriculture  Agriculture 
1 Astra agro lestari 1 Astra agro lestari 1 Astra agro lestari 

2 Pp london sumatra indo. 2 Pp london sumatra indo. 2 Dharma satya nusantara 
3 Salim ivomas pratama 3 Salim ivomas pratama 3 Eagle high plantations 
4 Smart 4 Sawit sumbermas sarana 4 Pp london sumatra indo. 

  
5 Smart 5 Salim ivomas pratama 

  
 

 
6 Sawit sumbermas sarana 

  
 

 
7 Smart 

  
 

 
 

 

Mining  Mining  Mining 
5 Adaro energy 6 Adaro energy 8 Adaro energy 
6 Aneka tambang 7 Aneka tambang 9 Aneka tambang 
7 Bayan resources 8 Apexindo pratama duta 10 Apexindo pratama duta 
8 Bumi resources 9 Bayan resources 11 Bayan resources 
9 Bukit asam 10 Bukit asam 12 Bukit asam 

10 Garda tujuh buana 11 Golden energy mines 13 Golden energy mines 
11 Golden energy mines 12 Indo tambangraya megah 14 Indo tambangraya megah 
12 Harum energy 13 Medco energi intl. 15 Medco energi intl. 
13 Indo tambangraya megah 14 Timah 16 Vale indonesia 
14 Vale indonesia 15 Vale indonesia  

 
  

 

 

 

 Basic industry & 
chemicals 

 Basic industry & 
chemicals 

 Basic industry & 
chemicals 

15 Charoen pokphand indo. 16 Arwana citramulia 17 Charoen pokphand indo. 
16 Chandra asri petroch 17 Chandra asri petroch. 18 Chandra asri petroch. 
17 Holcim indonesia 18 Charoen pokphand indo. 19 Holcim indonesia 

18 Indocement tunggal prakarsa 19 Holcim indonesia 20 
Indocement tunggal 
prakarsa 

19 Japfa comfeed indonesia 20 Indah kiat pulp & paper 21 Japfa comfeed indonesia 

20 Krakatau steel 21 Indocement tunggal prakarsa 22 Wijaya karya beton 
21 Semen indonesia 22 Japfa comfeed indonesia  

 
  

23 Krakatau steel  
 

  
24 Semen indonesia  

 
  

 
 

 

 

Miscellaneous industry  Miscellaneous industry  Miscellaneous industry 
22 Astra international 25 Astra international 23 Astra international 
23 Astra otoparts 26 Astra otoparts 24 Astra otoparts 

24 Gajah tunggal 27 Gajah tunggal 25 Indomobil sukses intsl. 
25 Indomobil sukses intsl. 28 Indomobil sukses intsl.  
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2012  2013  2014 

Consumer goods  Consumer goods  Consumer goods 
26 Gudang garam 29 Gudang garam 26 Gudang garam 
27 Hm sampoerna 30 Hm sampoerna 27 Hm sampoerna 
28 Indofood cbp sukses mkm. 31 Indofood cbp sukses mkm. 28 Indofood cbp sukses mkm. 
29 Indofood sukses makmur 32 Indofood sukses makmur 29 Indofood sukses makmur 
30 Kalbe farma 33 Industri jamu dan fsmn. 30 Industri jamu dan fsmn. 
31 Multi bintang indonesia 34 Kalbe farma 31 Kalbe farma 
32 Nippon indosari corpindo 35 Multi bintang indonesia 32 Multi bintang indonesia 

33 Tempo scan pacific 36 Tempo scan pacific 33 Tempo scan pacific 
34 Ultra jaya milk industry 37 Ultra jaya milk industry 34 Ultra jaya milk industry 
35 Unilever indonesia 38 Unilever indonesia 35 Unilever indonesia 

  
 

 

 

 Property, real estate & 
construction  

Property, real estate & 
construction 

 Property, real estate & 
construction 

36 Agung podomoro land 39 Alam sutera realty 36 Agung podomoro land 

37 Alam sutera realty 40 Bumi serpong damai 37 Alam sutera realty 
38 Bekasi fajar indl.est 41 Ciputra development 38 Bumi serpong damai 
39 Bumi serpong damai 42 Danayasa arthatama 39 Ciputra development 
40 Ciputra development 43 Duta pertiwi 40 Danayasa arthatama 

41 Duta pertiwi 44 Jaya real property 41 Duta pertiwi 
42 Jaya real property 45 Lippo karawaci 42 Jaya real property 
43 Lippo karawaci 46 Mnc land 43 Lippo cikarang 
44 Pakuwon jati 47 Pakuwon jati 44 Mnc land 

45 Sentul city 48 Pembangunan perumahan 45 Pakuwon jati 
46 Summarecon agung 49 Plaza indonesia realty 46 Pembangunan perumahan 
47 Surya semesta internusa 50 Summarecon agung 47 Plaza indonesia realty 
48 Wijaya karya 51 Wijaya karya 48 Summarecon agung 
49 Waskita karya 52 Waskita karya 49 Wijaya karya 

  
 

 
50 Waskita karya 

  
 

 

 

 

Infrastructure & utilities  Infrastructure & utilities  Infrastructure & utilities 
50 Xl axiata 53 Xl axiata 51 Xl axiata 

51 Garuda indonesia 54 Garuda indonesia 52 Garuda indonesia 
52 Inovisi infracom 55 Indosat 53 Indosat 
53 Indosat 56 Jasa marga 54 Jasa marga 
54 Jasa marga 57 Perusahaan gas negara 55 Perusahaan gas negara 

55 Perusahaan gas negara 58 Sarana menara nusantara 56 Sarana menara nusantara 
56 Sarana menara nusantara 59 Telekomunikasi indonesia 57 Telekomunikasi indonesia 
57 Telekomunikasi indonesia 60 Tower bersama infr. 58 Tower bersama infrast. 
58 Tower bersama infr. 61 Trada maritime  

 59 Trada maritime  
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2012  2013  2014 

Trade, services & 
investment 

 Trade, services & 
investment 

 Trade, services & 
investment 

60 Abm investama 62 Abm investama 59 Abm investama 
61 Ace hardware indonesia 63 Ace hardware indonesia 60 Ace hardware indonesia 

62 Akr corporindo 64 Akr corporindo 61 Akr corporindo 
63 Bumi resources minerals 65 Dian swastatika sentosa 62 Dian swastatika sentosa 
64 Dian swastatika sentosa 66 Elang mahkota teknologi 63 Elang mahkota teknologi 
65 Elang mahkota teknologi 67 Enseval putera megatrading 64 Enseval putera megatrading 

66 Global mediacom 68 Global mediacom 65 Global mediacom 
67 Hero supermarket 69 Hanson international 66 Hero supermarket 
68 Indosiar karya media 70 Hero supermarket 67 Indoritel makmur intsl. 
69 Matahari department store 71 Indoritel makmur intsl. 68 Intermedia capital 

70 Matahari putra prima 72 Jaya konmgl.pratama 69 Jaya konmgl.pratama 
71 Media nusnt.citra 73 Matahari department store 70 Link net 
72 Mnc investama 74 Matahari putra prima 71 Matahari department store 
73 Mitra adiperkasa 75 Media nusnt.citra 72 Matahari putra prima 
74 Ramayana lestari sentosa 76 Mitra adiperkasa 73 Media nusnt.citra 
75 Sugih energy 77 Mnc investama 74 Mitra adiperkasa 
76 Surya citra media 78 Ramayana lestari sentosa 75 Mitra keluarga kyst. 
77 Sumber alfaria trijaya 79 Saratoga investama sedaya 76 Mnc investama 
78 Trikomsel oke 80 Sugih energy 77 Multipolar 

79 United tractors 81 Sumber alfaria trijaya 78 Saratoga investama sedaya 

  
82 Surya citra media 79 Sugih energy 

  
83 United tractors 80 Sumber alfaria trijaya 

  
 

 
81 Surya citra media 

  
 

 
82 United tractors 

  
 

 
83 Visi media asia 
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Appendix 5.3  
Responsibilities of the Board Scorecard 

 
No. 1. Board Duties and Responsibilities 

 Clearly defined board responsibilities and corporate governance policy  
1 1.1  Does the company disclose its corporate governance policy / board charter?  
2 1.2  Are the types of decisions requiring board of directors/commissioners' approval 

disclosed?  
3 1.3  Are the roles and responsibilities of the board of directors/commissioners clearly 

stated?  
 Corporate Vision/Mission 
4 1.4  Does the company have a vision and mission statement?  
5 1.5  Has the board review the vision and mission/strategy in the last financial year?  
6 1.6  Does the board of directors monitor/oversee the implementation of the corporate 

strategy?  
 

 2. Board structure 
 Code of Ethics or Conduct 
7 2.1  Are the details of the code of ethics or conduct disclosed?  
8 2.2  Does the company disclose that all directors/commissioners, senior management 

and employees are required to comply with the code?  
9 2.3  Does the company disclose how it implements and monitors compliance with the 

code of ethics or conduct?  
 Board Structure & Composition 
10 2.4  Do independent directors/commissioners make up at least 50% of the board of 

directors/commissioners?  
11 2.5  Are the independent directors/commissioners independent of management and 

major/ substantial shareholders?  
12 2.6  Does the company have a term limit of nine years or less for its independent 

directors/commissioners?  
13 2.7  Has the company set a limit of five board seats that an individual 

independent/non-executive director/commissioner may hold simultaneously?  
14 2.8  Does the company have any executive directors who serve on more than two 

boards of listed companies outside of the group?  
 Nominating Committee 
15 2.9  Does the company have a Nominating Committee (NC)?  
16 2.10  Does the Nominating Committee comprise of a majority of independent 

directors/commissioners?  
17 2.11  Is the chairman of the Nominating Committee an independent 

director/commissioner?  
18 2.12  Does the company disclose the terms of reference/ governance structure/charter 

of the Nominating Committee?  
19 2.13  Did the Nominating Committee meet at least twice during the year?  
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20 2.14 Is the attendance of members at Nominating Committee meetings disclosed?  
 Remuneration Committee/ Compensation Committee 
21 2.15  Does the company have a Remuneration Committee?  
22 2.16  Does the Remuneration Committee comprise of a majority of independent 

directors/commissioners?  
23 2.17  Is the chairman of the Remuneration Committee an independent 

director/commissioner?  
24 2.18  Does the company disclose the terms of reference/ governance structure/ charter 

of the Remuneration Committee?  
25 2.19  Did the Remuneration Committee meet at least twice during the year?  
26 2.20  Is the attendance of members at Remuneration Committee meetings disclosed?  
 Audit Committee 
27 2.21  Does the company have an Audit Committee?  
28 2.22  Does the Audit Committee comprise entirely of non-executive 

directors/commissioners with a majority of independent 
directors/commissioners?  

29 2.23  Is the chairman of the Audit Committee an independent director/commissioner?  
30 2.24  Does the company disclose the terms of reference/governance structure/charter of 

the Audit Committee?  
31 2.25  Does the Annual Report disclose the profile or qualifications of the Audit 

Committee members?  
32 2.26  Does at least one of the independent directors/commissioners of the committee 

have accounting expertise (accounting qualification or experience)?  
33 2.27  Did the Audit Committee meet at least four times during the year?  
34 2.28  Is the attendance of members at Audit Committee meetings disclosed?  
35 2.29  Does the Audit Committee have primary responsibility for recommendation on 

the appointment, and removal of the external auditor?  
 

 3. Board Processes 
 Board meetings and attendance 
36 3.1  Are the board of directors meeting scheduled before the start of financial year?  
37 3.2  Does the board of directors/commissioners meet at least six times during the 

year?  
38 3.3  Has each of the directors/commissioners attended at least 75% of all the board 

meetings held during the year?  
39 3.4  Does the company require a minimum quorum of at least 2/3 for board decisions?  
40 3.5  Did the non-executive directors/commissioners of the company meet separately 

at least once during the year without any executives present?  
 Access to information 
41 3.6  Are board papers for board of directors/commissioners meetings provided to the 

board at least five business days in advance of the board meeting?  
42 3.7  Does the company secretary play a significant role in supporting the board in 

discharging its responsibilities?  
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43 3.8  Is the company secretary trained in legal, accountancy or company secretarial 
practices?  

 Board Appointments and Re-Election 
44 3.9  Does the company disclose the criteria used in selecting new 

directors/commissioners?  
45 3.10  Does the company disclose the process followed in appointing new 

directors/commissioners?  
46 3.11  Are all the directors/commissioners subject to re-election at least once every three 

years?  
 Remuneration Matters 
47 3.12  Does the company disclose its remuneration (fees, allowances, benefit-in-kind 

and other emoluments) policy/practices (i.e. the use of short term and long term 
incentives and performance measures) for its executive directors and CEO?  

48 3.13  Is there disclosure of the fee structure for non-executive directors/commissioners?  
49 3.14  Do the shareholders or the Board of Directors approve the remuneration of the 

executive directors and/or the senior executives?  
50 3.15  Do independent non-executive directors/commissioners receive options, 

performance shares or bonuses?  
 Internal Audit  
51 3.16  Does the company have a separate internal audit processes?  
52 3.17  Is the head of internal audit identified or, if outsourced, is the name of the 

external firm disclosed?  
53 3.18  Does the appointment and removal of the internal auditor require the approval of 

the Audit Committee?  
 Risk Oversight  
54 3.19  Does the company disclose the internal control procedures/risk management 

systems it has in place?  
55 3.20  Does the Annual Report disclose that the board of directors/commissioners has 

conducted a review of the company's material controls (including operational, 
financial and compliance controls) and risk management systems?  

56 3.21  Does the company disclose how key risks are managed?  
57 3.22  Does the Annual Report contain a statement from the board of 

directors/commissioners or Audit Committee commenting on the adequacy of the 
company's internal controls/risk management systems?  
 

 4. People on the Board 
 Board Chairman  
58 4.1  Do different persons assume the roles of chairman and CEO?  
59 4.2  Is the chairman an independent director/commissioner?  
60 4.3  Are any of the directors a former CEO of the company in the past 2 years?  
61 4.4  Are the role and responsibilities of the chairman disclosed?  
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 Skills and Competencies  
62 4.5  Does at least one non-executive director/commissioner have prior working 

experience in the major sector that the company is operating in?  
63 4.6  Does the company disclose a board of directors/commissioners diversity policy? 

  

 5. Board Performance 
 Directors Development  
64 5.1  Does the company have orientation programmes for new 

directors/commissioners?  
65 5.2  Does the company have a policy that encourages directors/commissioners to 

attend on-going or continuous professional education programmes?  
 CEO/Executive Management Appointments and Performance  
66 5.3  Does the company disclose how the board of directors/commissioners plans for 

the succession of the CEO/Managing Director/President and key management?  
67 5.4  Does the board of directors/commissioners conduct an annual performance 

assessment of the CEO/Managing Director/President?  
 Board Appraisal  
68 5.5  Is an annual performance assessment conducted of the board of 

directors/commissioners?  
69 5.6  Does the company disclose the process followed in conducting the board 

assessment?  
70 5.7  Does the company disclose the criteria used in the board assessment?  
 Director Appraisal  
71 5.8  Is an annual performance assessment conducted of individual 

director/commissioner?  
72 5.9  Does the company disclose the process followed in conducting the 

director/commissioner assessment?  
73 5.10  Does the company disclose the criteria used in the director/commissioner 

assessment?  
 Committee Appraisal  
74 5.11  Is an annual performance assessment conducted of the board of 

directors/commissioners committees?  
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Appendix 5.4  
Three Constructs 

 
No. Construct/ Indicators 
 Board Structure and Composition 

1 2.4  Do independent directors/commissioners make up at least 50% of the board of 
directors/commissioners?  

2 2.5  Are the independent directors/commissioners independent of management and major/ 
substantial shareholders?  

3 2.6  Does the company have a term limit of nine years or less for its independent 
directors/commissioners?  

4 2.10  Does the Nominating Committee comprise of a majority of independent 
directors/commissioners?  

5 2.11  Is the chairman of the Nominating Committee an independent director/commissioner?  
6 2.16  Does the Remuneration Committee comprise of a majority of independent 

directors/commissioners?  
7 2.17  Is the chairman of the Remuneration Committee an independent director/commissioner?  
8 2.22 Does the Audit Committee comprise entirely of non-executive directors/commissioners 

with a majority of independent directors/commissioners? 
9 4.2  Is the chairman an independent director/commissioner?  

 Board Time Commitment 

1 2.7  Has the company set a limit of five board seats that an individual independent/non-
executive director/commissioner may hold simultaneously?  

2 2.8  Does the company have any executive directors who serve on more than two boards of 
listed companies outside of the group?  

3 2.13  Did the Nominating Committee meet at least twice during the year?  
4 2.19  Did the Remuneration Committee meet at least twice during the year?  
5 2.27  Did the Audit Committee meet at least four times during the year?  

6 3.2  Does the board of directors/commissioners meet at least six times during the year?  
7 3.3  Has each of the directors/commissioners attended at least 75% of all the board meetings 

held during the year?  
8 3.4  Does the company require a minimum quorum of at least 2/3 for board decisions?  
9 3.5  Did the non-executive directors/commissioners of the company meet separately at least 

once during the year without any executives present?  

 Board Skills and Competencies  
1 2.26  Does at least one of the independent directors/commissioners of the audit committee have 

accounting expertise (accounting qualification or experience)?  
2 4.5  Does at least one non-executive director/commissioner have prior working experience in 

the major sector that the company is operating in?  

3 5.1  Does the company have orientation programmes for new directors/commissioners?  
4 5.2  Does the company have a policy that encourages directors/commissioners to attend on-

going or continuous professional education programmes?  
5 5.5 Is an annual performance assessment conducted of the board of directors/commissioners? 
6 5.11 Is an annual performance assessment conducted of the board of directors/commissioners 

committees? 
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Appendix 5.5  
Variable Definitions 

 

No. Variable 
 

Definition 

1 DAccruals denotes Discretionary Accruals calculated based on the Jones (J) 
model, or the Modified Jones (MJ) model, or the Kothari 1 (K1) 
model, or the Kothari 2 (K2) model, or the Dechow&Dichev 
(DD) model 

2 Skills a board skills index constructed from 6(six) questions based on  
the IICD scorecard. 

3 Commitment a board commitment index constructed from 9(nine) questions 
based on the IICD scorecard. 

4 Structure a board structure index constructed from 9(nine) questions 
based on the IICD scorecard. 

5 M-Disclosure a mandatory index constructed from 19 questions based on the 
IICD scorecard. 

6 V-Disclosure a voluntary index constructed from 22 questions based on the 
IICD scorecard. 

7 Foreigncomm a ratio of the number of foreign commissioners to the total 
number of commissioners 

8 Bocsize the number of commissioners 

9 Big-4 dummy takes the value of 1 if the firm audited by a big-4 audit firm, 
otherwise zero. 

10 Publicshares the number of shares held by public investors and traded on the 
stock exchange divided by the total number of outstanding 
shares. 

11 Foreignown dummy takes the value of 1 if more than 50% of the firm ownership are 
foreign shareholders, otherwise zero. 

12 SOE dummy the value is one if the firm is 50% more owned by the 
government, otherwise zero. 

13 Lnmarketcap a natural log of total market capitalization. 

14 Leverage a ratio of total liabilities to total assets 

15 Year dummies a yearly dummy for year 2013 and 2014. 

16 Industry dummies an industrial dummy for seven industry categories. 
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