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Abstract

Audit committees have received increasing attentiom the public as well as the
academic community since the introduction of theb&aes-Oxley Act in 2002. At
first, the attention was directed to the reasong edmpanies form audit committees
and the committees’ characteristics. More recetitly,focus has shifted towards their
reporting practices. This thesis explores previoesearch, corporate governance
codes and annual reports to come to an index congab3 items that | expect audit
committees to report on. The sample consists ofdidficly listed companies from
the UK and France. These countries have been cliexsuse they have a voluntary
disclosure regime, which enables me to study thexiebdf different variables on the
disclosure practices. A descriptive analysis shdwat certain items, like the
composition of the audit committee and the numldeneetings, are often disclosed
in detail. In contrast, the selection and appoimimprocess of the committee
members, and less well-known tasks, such as owrsfgthe code of ethics, are not
regularly disclosed. Examination of the presentatibthe information shows that (1)
not all information relating to audit committeepigsented in one clear section of the
annual report, (2) the detail of the informatiorpaged largely varies per annual
report, and (3) there are differences in the swabiiyy of the information presented.
Therefore, the presentation of the information does add to its quality and
accessibility. The results of a multivariate analyshow that (1) UK companies in
general provide higher levels of disclosure thaanEh companies, and (2) companies
that are cross-listed in the US in general providgher levels of disclosure than

companies without a cross-listing.
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1. Introduction

Currently, audit committees of publicly listed commges receive much attention.
Scandals, like Enron, have called for more effectierporate governance to increase
investor protection. In the U.S., audit committezsponsibilities have strongly
increased after the introduction of the SarbanegyDXct (SOX) in 2002. This
legislation followed on the abovementioned scandadd the report of the Blue
Ribbon Committee on improving the effectivenesscofporate audit committees
(BRC). In this report the BRC states that an acdihmittee“is neither intended nor
equipped to guarantee with certainty to the fulattband shareholders the accuracy
and quality of a company’s financial statements aodounting practices”but that
“the audit committee, as the first among equal&rsges the work of the other actors
in the financial reporting process -- management/uding the internal auditor, and
the outside auditors -- to endorse the processessafieguards employed by each”
(Blue Ribbon Committee, 1999, p. 48udit committee oversight is seen as a major
contributor to increased investor protection sinbesides the oversight of the
financial reporting process, their duties inclutie eppointment, independence and
effectiveness of the external auditor (Keegan & d&wege, 1998). These
responsibilities increase the likelihood that irtees receive reliable financial

information.

Increased attention is given to audit committeeegearch since the BRC report and
the implementation of SOX. A large part of thiseaxh focuses on audit committee
characteristics (e.g. financial expertise and ietel@ence of members, and meeting
frequency) and audit committee effectiveness (&gllier & Gregory, 1996;
Crawford, Henry, McKendrick, & Stein, 2008; SharniNaiker, & Lee, 2009; Van
Gansbeke, Eueraert, Sarens, & De Beelde, 2008gsA ftesearched area that will
serve as topic for this research is audit commiteeorting. Reporting on audit
committees is important. Jeremy Daroch, the awshtroittee chairman of Marks and
Spencer, states in the annual report (p.5@ur oversight of management and
financial reporting enables us to give shareholdéhe necessary assurances”
However, only the shareholder himself can judge thérehe thinks that the audit
committee has performed its duties good enoughrdwige this assurance. Reporting
Is the best way to provide a shareholder with teeessary insight in the work the
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audit committee has performed during the year. Acdmmittee charters specifying
the responsibilities of the audit committee areilalde on the website of most
companies. However, what audit committees actulyan diverge from what they
should do (Carcello, Hermanson, & Neal, 2002). lkennore, in their study Menon
and Williams (1994) find that many companies whiabluntarily form an audit
committee, do not actually rely on them. In otherds, the audit committee could be
there just for the image. Thus, without informatmm what the audit committee has
been doing, it is still not possible to concludeettter it has contributed to better
corporate governance, neither can the audit comeniprovide a higher degree of
certainty to the shareholder that the informatieported is reliable. Consequently, it
Is very important to study the current status afibcommittee reporting and to what
extent this information is valuable to investoramited research on the audit
committee reporting practices of U.S. companiesagly exists (e.g. Pandit,
Subrahmanyam, & Conway, 2005; Zabihollah, Kings&yGeorge, 2003). Since the
U.S. climate is rule-based, a clear expectationb@aformed about what is and is not
included in the average audit committee report. el@v, in Europe, with its more
voluntary reporting climate, differences can exighd to date research has not
examined the audit committee reporting practiceEwfopean companies in much
detail. Therefore, this explanatory study will pide a first overview of the current
status of audit committee reporting in Europe bgradsing the following research

question:

What information do audit committees of UK and Ftesompanies include in their
annual report and what factors influence the extdraudit committee reporting?

To answer the first part of the question, a disalesndex is developed following
Cooke (1992). This disclosure index, which candaenfl in Appendix A, contains 53
items | expect audit committees to disclose, basedhe tasks that are generally
accepted to be addressed by audit committees. ime ¢o this list, audit committee
reporting literature, annual reports and corpogateernance codes are examined. 100
annual reports from companies in the UK and Fraareethen selected and rated
based on the disclosure index.
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The use of a disclosure index to evaluate the tyuafliaudit committee reporting is an
approach not used before. Literature to date hhspsasented a descriptive analysis
of the presence of selected items in the audit co@enreports. Furthermore, the
thesis will take a broader perspective by examiratighe audit committee related
information in the annual report, and not only thiormation included in the audit

committee report. Surely, a clearly distinct paagdr or report explaining the audit
committee practices will largely enhance the vabfighe information to investors.

The presentation of the information will therefatso be examined.

This thesis will provide a descriptive analysistloé disclosure in the nine categories
of the disclosure index. The results show thatl¢hwel of disclosure varies a lot per
category and per item. In general, most audit cdtees report information on their
composition and meetings (e.g. frequency and meshlagiendance). Regarding the
authorities of the audit committee, for example cansult internal and external
sources, lower levels of disclosure are found. Aaostriking result is that the audit
committees hardly provide any conclusions on thedifigs of their work.
Furthermore, a qualitative analysis of the predemtaof the audit committee
information shows that much improvement can be madhis area. Well-structured
information that is presented in one report or gaph in the annual report will
greatly enhance the value of the information teestors.

To answer the second part of the research queswbich concerns the factors
influencing reporting practices, audit committeed aroluntary disclosure literature
will be studied to identify possible factors thatlience the level of audit committee
disclosure. To my knowledge there is only one stildy examines the relationship
between audit committee or company characteristincs audit committee reporting.
This study uses a logit regression model to exanmaanfluence of several variables
on the chance that one specific item is reportadgdneral, voluntary disclosure
increased for depository institutions, larger comes, companies listed on the New
York Stock Exchange (NYSE) and more independenit aadnmittees (Carcello, et
al., 2002). To increase the basis for the reseaartducted in this thesis, articles
relating to voluntary disclosure in other reportargas are studied to identify possible
influential variables. For example, Mangena & P{R®05) examine the effect of

several variables on interim financial disclosu/asdit committee financial expertise,
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institutional shareholdings, the involvement of géx¢ernal auditor, company size and
a multiple listing status have a positive influenoa the disclosures, while
shareholdings by audit committee members have atineg effect. For audit

committee size no significant relationship is disaed.

In the regression analysis conducted in this théses effect of audit committee
variables (size, independence, meeting frequencdy ramuneration) and company
variables (size, leverage, listing status, indysanyditor, concentration of ownership
and country) on the score obtained in the disclkosndex are studied. The results
show that this disclosure score is higher wherctrapany is from the UK and listed
on the NYSE or the NASDAQ.

The results will be of importance to audit comnateand people relying on their
work for two reasons. First, since they give anresgion of the current state of audit
committee reporting, audit committees can complaeg& own reporting practices to
the average reported. This can give them an idedether their reports are of a level
that meets investors’ needs. In the same way iokestan judge the quality of a
specific audit committee report. Second, by conmgninany audit committee tasks
that have been the subject of discussion to dab@énindex, it will be easier for audit
committees to consider whether it might be necgssaperform a broader range of

tasks.

Apart from giving a valuable insight in the currestate of audit committee reporting,
this thesis also forms a basis for future resedneth can help to better align the

reporting practices of audit committees with thi@imation needs of investors.

The remainder of this thesis is organized as fdlow the next chapter an overview
of the audit committee reporting, voluntary repagti audit committee formation and
audit committee effectiveness literature will beegi. Then the research design is
discussed, followed by the presentation of thelteskinally, the discussion section
will provide a conclusion, and will discuss the igations and limitations of the

study, as well as directions for future research.
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2. Literaturereview

This literature review will consider four bodies bferature. First, the existing
literature concerning audit committee reports, toiclh this study directly adds, is
examined. Since the number of articles in this asedimited, secondly, other
disclosure literature is examined to have a baakgidor setting up the study in this
thesis and for identifying possible variables tduwle in the research. These variables
that influence the voluntary disclosure practicédscompanies are also found to
influence a company’s choice to form an audit cotteai Limited research exists in
this area, which is discussed in the third sectibthis chapter. Lastly, this review
discusses literature relating to audit committelectifveness. The purpose of this
thesis is to identify audit committee charactersstihat influence the extent of audit
committee reporting. More effective audit commigteenight be willing to
demonstrate their efforts to shareholders to irsgetheir trust in the financial
information presented, and therefore report mom@s€quently, it is important to
determine which audit committee characteristicscanesidered to have an influence

on audit committee effectiveness.

2.1 Audit committeereporting literature

Literature on audit committee reporting to datsdarce, and mainly discusses audit
committee reporting in a U.S. environment. In theSU legal requirements are
applicable to audit committees. After the passa§eSOX in 2002, the audit
committee is required to consist entirely of indegent members, to pre-approve
audit- and non-audit services, and to set procadrehandling complaints related to
accounting and auditing issues. Furthermore, tttBt mommittee is responsible for
the appointment, compensation and oversight ofvbw of the external auditor, and
should be authorized to receive advise and indepgncbunsel when they consider
this necessary to perform their duties (Pandiglet2005). In the years before SOX,
disclosure of audit committee information was n@tenon. Studies conducted in the
90s, find only very few firms (less than two pemewhich include an audit
committee report in their annual report (CastellaRmehm, & Vondra, 1989;
Kintzele, 1991; Rezaee & Farmer, 1994). Turpin Badoort (1998) find that size,
whether a firm is traded on a major stock exchangkether there are large

management shareholdings, and the proportion @idmuidirectors on the board are

10
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factors that influence whether a firm disclosesaadit committee report. It will be
interesting to see whether in this thesis, whiobsus sample 15 years later and with
European instead of U.S companies, the same faatersound to be of influence.

The next section will discuss more voluntary disal@ literature.

Since 1999, companies in the U.S. are requireddiude an audit committee report
(Carcello, et al., 2002), and therefore the foctighe research has changed from
studying the presence of an audit committee rapastudying its content. One area of
disclosure considered is the composition of thetazammittee. This information is
important to investors because it helps them agbessrustworthiness of the audit
committee. Independence is important because thehfat audit committees critically
evaluate managers is likely to increase the trigtwestors. What is understood by
independence is usually defined in the corporateigmnce code of a country. This is
also the case for France and the UK. Both codés #tat a director is independent
when there are no relationships or circumstancasdbuld influence his judgment.
Examples of such relationships are work relatigpstii.e. having been a director of
the company in previous years, or receiving comgms other than a director’s fee)
and family relationships. Furthermore, to be ableevaluate the financial reporting
practices of the company the members need to neveetevant expertise. According
to the BRC the term expertissignifies past employment experience in finance or
accounting, requisite professional certification iaccounting or any other
comparable experience or background which resuitghie individual's financial
sophistication, including being or having been aCCEr other senior officer with
financial oversight responsibilities’(Blue Ribbon Committee, 1999, p. 29). The
corporate governance code of the UK only statesahieast one member of the audit
committee needs to haveecent and relevant financial experience(Financial
Reporting Council, 2008, p. 23). No further guidang given on what is recent and
relevant financial experience. The French codeesttat the members of the audit
committee should bécompetent in finance or accounting’also without further

guidance (Association Francaise des Entreprisee®3iMEDEF, 2008, p. 29).

Research finds that the number of audit committeenbers often has to be derived
from the members’ signatures at the end of thetarxahmittee report. This is the

case both before and after the implementation oK $Pandit & Subrahmanyam,

11

www.manaraa.com



2005; Pandit, Subrahmanyam, & Conway, 2006). Sinheentroduction of SOX more
companies made a disclosure regarding the indepead&f members. The same is

true for the presence of a financial expert onctiramittee (Pandit, et al., 2005).

Another item discussed in research is the numbeaunfit committee meetings.
Carcello et al. (2002) find that just over halftbé audit committee charters specify a
minimum number of meetings to be held during tharyZabihollah et al. (2003) find
the same. Reporting on the actual number of meetirgdd is much higher in the
Carcello et al. study, with only one percent of ttempanies not disclosing this
number. Pandit et al. (2005) find that althoughpkecentage of reports that mention
the number of meetings held increased, it is stilly 26%. This is a striking finding.
Both studies use a sample of randomly selectedsfinvhich are all listed on an
American Stock Exchange. The Pandit et al. (20@6ylysis conducted after the
implementation of SOX, while the Carcello et alidst uses data from 2001, which is
before the existence of the SOX requirements. Thereone would expect to see an
improvement in reporting rates, instead of thidideaf over 70%.

The next important disclosure area relates to #ds&st of the audit committee. An
essential part of these tasks is related to thermat auditor. In general, the audit
committee should be involved in the appointmerthefexternal auditor, and it should
review his expertise, performance, compensationpaadision of non-audit services.
Carcello et al. (2002) find relatively high compiee with mandatory disclosure items
relating to the external auditor. Reporting on wbdury items is also quite high in the
audit committee charters, but those items are faonéss than half of the reports.
Pandit et al. (2005) report an increase in repgrtabout appointment and
compensation of the auditor. However, Pandit e(24106) find that less than half of
the companies report these responsibilities inr treport, although they consider it
likely that the information is included in the reimder of the annual report, which is
not examined in their research. Regarding indepsrelef the auditor, companies are
found to report the responsibility of the audit coitiee to monitor independence, but
a conclusion regarding this subject is not alway®mg (Pandit & Subrahmanyam,
2005; Pandit, et al., 2005, 2006). For the extemnaditor to provide non-audit

services, pre-approval of the audit committee isalig necessary. One study finds a

12
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clear increase in reporting this issue after thpl@mentation of SOX (Pandit, et al.,

2005), the other studies do not examine reportmgan-audit services.

Another important audit committee task is the owgtsof the financial reporting
process. The audit committee should review thenfired statements and discuss those
with management and the external auditor. AccordimgCarcello et al. (2002)
compliance with required items (review of financshtements and discussing them
with the external auditor, and recommending toltbard that the financial statements
are to be included in the 10-K filing) is quite higThe same results are found by
Zabihollah, Kingsley, and George (2003). Reviewirgérim financial statements is
included as an audit committee task in 72% of tharters, but not even 10% of the
audit committees include any information relatedhis item in their report. Review
of accounting changes is only found in one audmmittee report (Carcello, et al.).
The other audit committee reporting research doégxamine the financial reporting
iIssue, maybe because under SOX there is no recnteim report on this. Still it is an
important area and the abovementioned items wilhbkided in the disclosure index

applied in this thesis.

Also hardly studied in audit committee reportingearch is the oversight of internal
control. It is only mentioned by Carcello et al0Q2), who find reference to this task
in almost all charters, but in less than half & teports. The absence of this item in
the literature after 2002 is striking, since thepliementation of SOX could be

expected to have led to more attention to intecoatrol, also in research.

More attention was given to issues that are prgbbkdss well known as being the
responsibility of the audit committee. One exanipléhe task to develop procedures
for the correct handling of employee complaints.udgs by Pandit and
Subrahmanyam (2005) and Pandit et al. (2005, 2f@&)o reports that include this
task both before and after SOX. Audit committeeharity (for example to hire
independent counsel) and compensation are alsorewilarly found in audit

committee reports (Pandit, et al., 2006).

Most of the research also addresses the fact thdit @aommittee reports vary

considerably in length and presentation of thermfition (Pandit & Subrahmanyam,

13
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2005; Pandit, et al., 2005, 2006). It is also fouhdt some reports include a
disclaimer (Pandit, et al., 2005; Zabihollah, et 2003). Although not included in the

disclosure index, these are issues that this tieishortly address.

In general, this thesis will add to the most redeetature by taking a more empirical
approach to examine which factors are of influemeehe audit committee reporting
practices, rather than to limit itself to a destop of the items reported. An empirical
study examining reporting in audit committee chartend reports does exist, but the
approach taken is different. The study of Carcetlal. (2002) uses a logit regression
analysis to test the influence of certain varialolesach disclosure item. In this thesis
a disclosure index will be constructed to examihe entire disclosure results.
Furthermore, the research discussed focuses du.$ewhile the thesis will examine
reporting practices in the European context, m@ecifically the UK and France,
which has a more voluntary reporting environment. éarly study by Turpin and
DeZoort (1998) evaluates the characteristics ohdiwhich voluntarily disclose an
audit committee report. Size, listing on a majoockt exchange, management
ownership of stock and the proportion of outsideeaiors on the board are of
influence in this respect. An overview of literawelating to voluntary disclosure in

other areas is given in the next section.

2.2 Other voluntary disclosureliterature

As indicated before, to date there is not muchare$eon audit committee reporting.
Since audit committee reporting in the UK and Feaiscto a large extent voluntary,
other voluntary disclosure literature is discusseddentify factors that can be of

influence on companies’ voluntary reporting praesic

Companies are required to annually disclose firsrstatements. However, there is
also a lot of information that is of interest to@stors for which there is no obligation
to disclose it. Many companies still decide to Mltise this kind of information. A
reason for this could be that the company fediasttaken actions that might increase
the quality of financial reporting. To enhance thest of investors in the company’s
information, disclosing this could be beneficialcodrding to Meek, Roberts, and
Gray (1995) when deciding on whether to disclosgage information or not,

companies evaluate the costs and benefits assbewte it. Not only are there costs

14
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related to the gathering and processing of infoienatsome information disclosures
can lead to a competitive disadvantage or increagedernment regulation.
Sometimes companies disclose more because thesubject to different disclosure
requirements, or they are trying to attract morge(national) capital (Meek, et al.,
1995). Kent and Stewart (2008) discuss additionabties. It was long thought that
firms were only concerned with the value of theimf and that they thus tried to
maximize this value, by disclosing all informatitmat could be relevant. However,
there seem to be other factors involved like thétipal, social and institutional
environment in which the company operates, andhésel to meet expectations posed

by society (Kent & Stewart).

It is possible to capture most of the variablesn@rad in the voluntary disclosure
research in 5 categories: audit committee chaidatitsy; board characteristics,
external auditor, company characteristics and osimprstructure. Findings of the

literature for each category are discussed ingision.

2.2.1 Audit committee characteristics

Audit committee characteristics are not includedrasables in many of the studies.
Ho and Wong (2001) examine only the existence ohadit committee, which is
found to be of significant influence on the extehtoluntary disclosure of companies
in Hong Kong. Of the three characteristics (indejgate, size, and meeting
frequency) studied by Bronson, Carcello, and Raghdan (2006) only meeting
frequency is found to be of influence on the likebbd that an American company
voluntarily discloses a management report on iatecontrol. In the third section of
this chapter one will see that finding an insigrafit result on audit committee size is
not unsurprising. Results for the other two vaeabhre found to be inconsistent
throughout the literature.

2.2.2 Board characteristics

A strong corporate governance structure is commexpected to increase the quality
of disclosure. On the one hand this could be dubddact that management wants to
disclose this to increase investor trust in the gany. On the other hand, a stronger

corporate governance structure is often relatedtht® presence of independent

15
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directors on the board, who may be more concernigddl tive best interest of the

investor, and therefore urge for more disclosurenfizlly & Mulcahy, 2008).

The proportion of independent (non-executive) doesc (INDs) on the board is an
often-used variable, due to the fact that a modependent board is expected to be
more concerned with the investors’ interest. Indemdst studies, conducted in a
variety of countries, find a positive relationshiptween this variable and the extent
of voluntary disclosure (e.g. Donnelly & MulcahyQ(B; Eng & Mak, 2003; Lim,
Matolcsy, & Chow, 2007).

Related to independence of board members is maahgemership. Although one
might say that share ownership impairs independdhée® often expected to reduce
voluntary disclosure. When the stake a managerhtme company is larger, there is
better alignment with the interests of the outsdareholders. Therefore, the need for
outside monitoring is reduced, which also redudes pressure to disclose more
information than is legally required (Deumes & Khel; 2008; Donnelly & Mulcahy,
2008; Eng & Mak, 2003). This negative relationstagconfirmed by Eng and Mak,
and Gul and Leung (2004), in two Asian studies. Diskch sample used by Deumes
and Knechel provides the same result. Donnelly Bhdcahy find no significant
relationship in an Irish sample.

It is generally expected that when one person tékesole of both chairman of the
board and CEO (CEO duality), this person could motd important information from
outsiders, and this duality will therefore reduaechbsure quality (Ho & Wong,
2001). This negative relationship is confirmedamg studies (e.g. Forker, 1992; Gul
& Leung, 2004), while other studies find no sigeaiint results (Cheng & Courtenay,
2006; Ho & Wong, 2001).

Another board variable, which less research exasnime board size. In general,
results are weak (Cheng & Courtenay, 2006; Donr&lIMulcahy, 2008; Lim, et al.,
2007).

16
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2.2.3 Auditor

The external auditor is also seen as an importdhiteince on the financial disclosure
practices of the company, since it is this audit@t should make sure companies
comply with the applicable regulations. Larger adolims are expected to be better
able to remain up to date with the requirementd, lz&n more concerned about their
reputation, due to the larger number of clients/ tberve. This would lead to more
conservatism and higher demands of the externatoaudn the firms’ disclosure
(Kent & Stewart, 2008). Most research thus distigiges between large and small
audit firms, with large audit firms usually consideé to be the Big
Eight/Six/Five/Four (depending on the year(s) tesearch focuses on). Raffournier
(1995) examines a sample of Swiss companies in,1@9n there was still a Big Six.
In their study there is indeed a positive relatiopdetween the size of the audit firm
and voluntary financial disclosure. The same resulieported by Inchausti (1997).
Wallace, Naser, and Mora (1994) and Eng and Mal3pfind insignificant results.
Results for studies including a Big Five or Big Fodummy generally report
insignificant results (Chau & Gray, 2002; Gul & lrey 2004; Lim, et al., 2007). Kent
and Stewart consider as large audit firms theRgigr firms, and the first and second
mid-tier firms. They find a positive relationshigtiveen these large firms and the
extent of disclosure on the transition to Australl&RS. Overall, not many studies
conclude that there is a relationship between \alyndisclosure and the auditor.

However, when a relationship is found it is alwpgsitive.

An exception to all these studies examining the siZ the auditor is the study of
Mangena and Pike (2005), who expect and find grefiselosure in interim reports
when these are reviewed by an external auditor of@sosed to non-reviewed
statements).

2.2.4 Company characteristics

Company variables relating to the structure oflibsiness and its financial position

are often used as control variables. The most itapbwariables are discussed here.

Company size is one of these often-quoted varighbsare of influence on the extent
and quality of disclosure. Several reasons arengifieg this. First, the costs of

disclosing more information in relation to firm siavill decrease (Mangena & Pike,

17
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2005; Wallace & Naser, 1995) because larger firnesliitely to be more complex,
which increases the demand for an effective managemformation system (Cooke,
1989a) and the chance that the information repagedready produced for internal
purposes (Raffournier, 1995). At the same timedbmpetitive disadvantage related
to more disclosure is smaller (Meek, et al., 199830, for larger companies there is
a higher chance of dispersed ownership, which cde#tl to more (voluntary)
information disclosure to decrease associated ggevsts (Cooke, 1989b; Mangena
& Pike). Larger firms might also disclose more smluce the chances of political
action (Wallace, et al., 1994). The vast majoritgtodies find a result in line with the
above expectation (e.g. Baginski, Hassell, & Kimigio, 2002; Chow & Wong-
Boren, 1987; Cooke, 1989a, 1992; Eng & Mak, 2003nlena & Pike; Schadewitz
& Blevins, 1998).

Forker (1992) hypothesizes an opposite relationdlgfween size and disclosure
quality. According to him, larger firms will havarlyer collection costs and therefore
produce information of lower quality. Also, the ¢at of takeovers is larger for
smaller firms, which would therefore provide highdisclosure quality. The

conducted study finds some support for this reaspniForker). Interestingly,

Forker's study examines American companies, whitestnof the studies discussed
above that find a significant positive result atedpean oriented.

To avoid being seen as a ‘lemon’ (Akerlof, 1970)ren@rofitable companies are
likely to disclose more information (Gray, Meek,Rbberts, 1995; Mangena & Pike,
2005). On the other hand disclosure could be a snE@ncompanies to report losses
(Inchausti, 1997; Mangena & Pike). Evidence foheit direction is weak. Both

Cheng and Courtenay (2006) and Raffournier (1998) fsome evidence that
profitable firms disclose more information. A pos#t relationship between

profitability and voluntary disclosure is documehtey Haniffa and Cooke (2002).

Support for the latter direction is found by Cheargd Jaggi (2006) who report that
firms with a lower return on equity (ROE) are asatexd with more comprehensive
disclosures, and Gul and Leung (2004) who alsotfrad firms that report a loss have
a higher voluntary disclosure rate. Other studied ho significant relationship (e.g.

Gray, et al., 1995; Inchausti; Mangena & Pike; \&fzd!, et al., 1994).
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Wallace et al (1994) find a positive relationshipteen debt and the level of
disclosure. This can be explained by the fact thahagement tries to reduce agency
costs caused by the presence of debt, by providinggher level of disclosure
(Mangena & Pike, 2005). Deumes and Knechel (2008) &nd an increase in
voluntary reporting on internal control when thedeof debt increases. Some studies
predict a negative relationship because debt redineefree cash flow of the firm and
therewith agency costs (Eng & Mak, 2003; Meek,gt1®95). Other research finds
no relationship between debt and disclosure (eleenC& Jaggi, 2000; Chow &
Wong-Boren, 1987; Raffournier, 1995).

Some studies examine the liquidity of a companyo Bffects may be visible. On the
one hand, firms that are in a stronger financiadigpn will be more willing to
disclose information relating to this. On the othand, there might be more pressure
on financially weak firms to explain this weakersgmn (Wallace, et al., 1994).
Wallace et al. find evidence for the latter relasibip. Two other studies do not find a
significant influence (Gul & Leung, 2004; Mangen&P&e, 2005).

Industry is a variable that is included in studiesre often, because the nature of the
industry is thought to vary the requirements fasctbsure (Wallace, et al., 1994).
There is a large variety in the number of groupsl, the kind of industries examined.
For example, Bronson et al. (2006) include eiglkustiry dummies, while Mangena
and Pike (2005) study four industries. Other stideeg. Cooke, 1992; Gul & Leung,
2004) examine only one industry. Concerning thel&iof industries examined there
does not seem to be a clear pattern of specifigsings used for specific countries.
Manufacturing for example is an often included isilyy and is used in studies
examining Switzerland (Raffournier, 1995), the U.BK and continental Europe
(Mangena & Pike), Australia (Lim, Matolcsy, & Cho2007), and Hong Kong (Ho &
Wong, 2001). Results are also mixed. Some studmes ¢lear evidence for a
relationship with the extent of voluntary disclosyCooke, 1992; Kent & Stewart,
2008), sometimes the results are not very strorgpldylet al., 1995), and other studies

find no influence at all (Gul & Leung; Mangena &kE).

Quite some literature also examines the influenta company’s listing status. A

listing can lead to more disclosure, because iticgly that more rules apply to the
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specific company (Wallace, et al., 1994). Furthaendisted companies are more
closely watched by the public, which increasesrthe@ed to provide adequate
disclosure (Cooke, 1992). Lastly, when a companylisted, the number of
shareholders is likely to be larger. This increasesitoring costs, which a company
will seek to reduce by their disclosure practic€sdke, 1993). As an exception to
most studies, Wallace et al. examine the differdseteveen firms that are listed on an
Italian stock exchange and firms that are not dist€hey find that listing status
increases voluntary disclosure. Most studies exarttia effect of multiple listings on
disclosure practices. The results in this areasamng. Whether the sample used is
European (Inchausti, 1997; Mangena & Pike, 2005gkest al., 1995), Japanese
(Cooke, 1992, 1993) or American (Turpin & DeZod®98), the results are positive.
Cooke (1989b) even finds that for Swedish compamehiple listing is (one of) the
most important variables that influence disclos@entrary to these studies, Gul and
Leung (2004) find no significant result for listirgatus. The authors do not discuss
any possible reasons for this deviant finding. Hesve it is likely that these are
caused by the fact that the study is conductedangKong, where at that time (the
sample consisted of companies’ 1996 annual reptinexe was little attention to
corporate disclosure, and listing requirements wWess strict than those in the U.S.
(Gul & Leung). This can explain why there is not ahudifference in disclosure
between listed and unlisted companies.

Other variables that are used in limited reseansh far example diversity of
operations (Boesso & Kumar, 2007; Kent & Stewa@0®), multinationality (Meek,
et al., 1995; Raffournier, 1995), growth possil@bt (Bronson, et al.,, 2006;
Schadewitz & Blevins, 1998) and market risk (Schates& Blevins). Based on these
studies it is not yet possible to make conclusitagesnents about the influence of

these factors.

2.2.5 Ownership structure

The last factor discussed in this part of the ditere review is ownership structure.
Influence on the extent of disclosure can ariseabse of ownership diffusion or
concentration. When ownership is more disperseeletlis a greater likelihood of
small shareholders being present, which do not tlaeeesources or time to closely

monitor the company. Therefore, the demand forlassce will increase. Generally, a
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positive relationship is thus expected between difieision of ownership and the
extent of voluntary disclosure. This relationshgonfirmed by Deumes and Knechel
(2008). However, Raffournier (1995) and Eng and N2&03) do not find evidence
for this relationship to exist.

Another effect is expected to be found when theeespecific groups of shareholders.
An example is share ownership by institutional Btees. This are companies that
have the resources to monitor the company, andaltreeir normally larger stake can
influence managerial actions. Furthermore, the reatdi the companies makes them
better able to evaluate the financial informatioavded by the company. Therefore,
their demand for (high quality) information will b@gher (Donnelly & Mulcahy,

2008). Results found in the literature are mixedankena and Pike (2005) and
Bronson et al. (2006) respectively report increasedrim disclosure and a larger
chance of the inclusion of a management reporntarnal control when institutional

investors are among the shareholders. DonnellyMuldahy do not find a significant

result.

Another form of ownership is that of family owneishChen and Jaggi (2000)
consider there is family ownership when at leastdercent of the shares are family-
owned and at least one family member serves owrdhgorate board. They find that
there is a positive relationship between the nunolbéDs on the board and that this

relationship is stronger when a firm is family-owne

2.3 Audit committee formation literature

Many of the variables discussed above also appdaeiature that studies factors that
influence a company’s decision to form an audit ootiee. The reasoning behind the
expected influence of the variables is largelygshme as in the research discussed in
the previous section. Therefore, only the main ifigd are presented in this
paragraph, except when the studies discussed preiiement theories. In line with
the above research the proportion of independemtdbmembers is generally found to
be of significant positive influence on the fornoatiof audit committees (Chau &
Leung, 2006; Collier, 1993; Pincus, Rusbarsky, &alight, 1989). Two of these
studies, conducted in the US and the UK respegtivabo study the influence of
managerial ownership and find a significant negatirelationship with audit
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committee formation (Collier & Gregory, 1999; Piscuwet al., 1989). Adams (1997)
studies a sample of publicly listed New Zealand ganies and finds an insignificant
result. Collier also studies the effect of CEO dyalfor which some voluntary

disclosure studies find a negative influence. Ia tase the result is insignificant. The
last board characteristic discussed in the prevsmgion is board size. In general
results were found to be weak. In contrast, Bragiji®90) finds that a larger board

increases the chance that a company voluntaritggan audit committee.

Research suggests that audit committees favorgpeirstment of a large audit firm

(e.g. Eichenseher & Shields, 1985; Lynn, 1985),ciwHeads to the expectation that
only when a firm has a large auditor, an audit came is formed. This idea is

confirmed by two US studies (Eichenseher & ShieRiscus, et al., 1989), while in

the UK and New Zealand insignificant results aranf (Bradbury, 1990; Collier,

1993).

A third group of variables relates to the compatsglf. One of them is firm size.
Most studies discussed in the previous section dipasitive result between size and
voluntary disclosure. For audit committee formatiogsults are mixed. Pincus et al.
(1989) and Adams (1997) find a significant posithesult. The results in Collier
(1993) and Bradbury (1990) are insignificant. Tlaene four studies consider the
influence of leverage, which is expected to be tpasi Only in Bradbury this
hypothesized relationship is not found. The différstudies examine different other
variables. A positive relationship is also found fiams that participate in the national
market system of the NASDAQ (Pincus, et al.) arat thave higher total monitoring
costs (e.g. costs for external auditors, and nat@tke directors) (Adams). Other
variables studied are organizational form (Adarasets-in-place (Adams; Bradbury;
Collier), sales growth, and book-to-market ratiol{ier & Gregory, 1999). These

variables are all insignificant.

Lastly, the ownership structure is considered.dnt@st to the voluntary disclosure
literature the dispersion of ownership is not sddiOnly the number of shares and
the number of shareholders, which both do not lmgegnificant influence on audit
committee formation are considered (Bradbury, 193llier, 1993). Chau and Leung

(2006), study the presence of audit committees wngd Kong, where many
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companies are (partly) family-owned. They hypothesthat the interests of the
owner-manager and outside investor converge when otiner-manager's share
increases (convergence-of-interest hypothesis). évew when the owner-manager’s
share increases above a certain point, the maregetbehave purely in his own
interest without having to fear a negative respomdethe outside investors
(management entrenchment hypothesis). They findwhan the family shareholding
iIs between 5% and 25% the first hypothesis holdsilenmthe second hypothesis
applies to family shareholdings larger than 25%aCK. Leung). Bradbury studies
the influence of intercorporate control, which led§ to increase the chance that a

firm forms an audit committee.

Two studies are critical to merely examining thegence of audit committees, since
its presence does not automatically mean thatitherelies on the audit committee
(Collier & Gregory, 1999; Menon & Williams, 1994Ylenon and Williams use two
proxies for a board’s reliance on the audit conmeeittmeeting frequency and board
composition. Regarding board composition the priojporof outside directors is of
importance, since they are more likely to be iredirto monitor management, and
therefore the audit committee is more likely todative. They find that company size
and the proportion of outside directors on the 8deve a positive influence on audit
committee activity (Menon & Williams). Collier an@regory study the influence of
several variables on the length of audit committeeetings. They find that the
presence of a Big Six auditor has a positive infageon audit committee activity. A
negative influence is found for CEO duality and tiresence of inside directors on

the audit committee (Collier & Gregory).

2.4 Audit committee effectivenessliterature

Especially since the introduction of SOX in 200haaly of research has developed to
study the functioning of audit committees. Two intpat questions in this research
seem to be ‘What makes an effective audit comnilttaed ‘What do effective audit

committees do?'.

To answer the first question, studies have examprexies for audit committee
effectiveness and sought to find a relationshipvben this proxy and different audit

committee factors. One such proxy is the exterodltdee. According to Collier and
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Gregory (1996) there are two ways in which the sodmmittee can influence these
audit fees. On the one hand, the audit committékdly to make sure that a thorough
audit is conducted and to meet regularly with thditar. This will lead to more audit
hours. Therefore, a positive relationship can hgeeted between the effectiveness of
the audit committee and the audit fee. The oppasite also be true. An effective
audit committee will lower the risk of an interr@ntrol failure, which will in turn
lower audit risk, and consequently the audit fdee &uthors find evidence for the first
relationship, the second relationship does not $indng support (Collier & Gregory).
Abbott, Parker, Peters, and Raghunandan (2003a)aalsume a positive relationship
between audit committee effectiveness and the deeditThey examine the effect of
audit committee independence, financial expertigkraeeting frequency on the audit
fee and find positive results for all-independepnmeittees and committees that
consist of at least one financial expert. Abbotirkier, Peters, and Raghunandan
(2003b) take the audit fee concept one step furblyepositing that effective audit
committees are likely to reduce the non-audit faesomparison to audit fees to help
increase the independence of the external audftbey therefore examine the
influence of audit committee effectiveness on thgorof non-audit to audit fees.
Audit committee effectiveness is measured with anmhy variable, which is one
when the audit committee is fully independent, amekts at least four times a year.
Their findings show a negative relationship of thesiable with the ratio of non-audit
to audit fees, therewith supporting their statemelat Young and Mande (2005) use
the variables from both Abott et al. (2003a) andét et al. (2003b). They find the
same positive relationship between the audit cotemitharacteristics and the audit
fee. For the audit committee effectiveness variahky find the same results as
Abbott et al. (2003b). However, when audit and aodit fees are modeled together,

no significant results are found.

Proxies for financial reporting quality are alsouded. One of the main
responsibilities of the audit committee is to oeershe financial reporting process.
More effective audit committees will be more precie fulfilling this duty and are
therefore expected to enhance the quality of firneporting. One proxy of
financial reporting quality that is often used @&rengs quality. Wild (1996) finds an
increase in stock return volatility in reactiontbe release of earnings reports after the

formation of audit committees which is not visibfethe control group. This is an
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indication that the audit committee enhances egsnguality. An Australian study
finds the same result (Baxter & Cotter, 2009). 4af¢2005) studies the impact of
several audit committee characteristics on theityuafl reported earnings. According
to the results, insiders on the committee havegathe effect on earnings quality,
while experience on other committees and more &etjmmeetings have a positive

effect. Audit committee size is not found to hav@gnificant influence.

A dependent variable that is related to earningalityuis earnings management.
Earnings management can be reduced by audit coegwmitiecause they oversee the
accounting choices of managers, as well as thenalteand external audit (Piot &
Janin, 2007). Klein (2002) uses abnormal accruatgudy earnings management. She
finds that abnormal accruals are lower when theoritgjof audit committee members
is independent. The results do not suggest thaillp ihdependent committee is

necessary.

Discretionary current accruals, the dependent blriased by Xie, Davidson, and
DaDalt (2003) are lower when audit committee memb®ave a financial and/or
corporate background, and when the committee meetg often. Therewith they
also show that a relationship exists between acolihmittee characteristics and
earnings management. The studies by Klein (2002) dre et al. (2003) are
conducted in an American context. Piot and Jand®72 examine the effect of audit
committees on earnings management in France, wirmVides a European context.
Although the environment differs, the results stiow that the presence of an audit
committee decreases earnings management. No sa@ntifrelationship is found for
the independence of the majority of the committeenivers. This is in contrast to the
findings of Klein as discussed above. Bédard, Qlaiouand Courteau (2004) also
find a significant result for audit committee inégplence. However, this result only
holds when the entire audit committee is indepetidehich differs from the finding
of Klein that full independence is not necessarye Tesults for independence are
therefore quite mixed. In line with the studies adsed above Bédard, et al. (2004)
further find that audit committee expertise is afngficant influence, while the
number of meetings and committee size do not seamatter.
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Many other measures to test for audit committeectffeness have been used in
recent years, examples of which are restatemerdaraial results (Abbott, Parker, &
Peters, 2004), reported sanctions as a resultaofdfior misstatements in financial
reporting (Abbott, Park, & Parker, 2000), disclaswaf internal control weaknesses
(Krishnan, 2005; Zhang, Zhou, & Zhou, 2007), ane {ikelihood of the firm

receiving a going-concern report (Carcello & Ne4l00).

Again, independence is an audit committee charatitethat is frequently studied,
and results are largely consistent. In one of titermal control studies no effect is
found (Zhang, Zhou, & Zhou, 2007), while a negateféect on the likelihood of
internal control weaknesses being disclosed waadian another study (Krishnan,
2005). Furthermore, a higher percentage of insidectbrs on the committee
decreases the chance of a going-concern repong issoed (Carcello & Neal, 2000).
The same effect is found on the likelihood of resteents or allegations due to fraud
(Abbott, et al., 2000; Abbott, et al., 2004). THeeementioned studies use both the
percentage of independent members on the audit dteenand fully independent
audit committees as independent variable. Whethallresearch discussed above is

considered, no conclusion can be drawn as to whie&isure provides better results.

Financial expertise of the committee members i® &sind to be of significant

influence in the studies that include this varigidlbbott, et al., 2004; Krishnan, 2005;
Zhang, et al., 2007). It is the only variable dssed here that is found to be of
significant influence on the dependent variable eundtudy, irrespective of the

measurement method used.

The results for audit committee meeting frequencg kBess consistent. Audit
committees that meet more frequently are often eepeto be able to better perform
their tasks, and therefore to be more effectivadging from the differences in

measurements used for the number of audit commitieetings, there are different
opinions on the number of meetings an effectivataaammittee should have. Zhang
et al. (2007) use the number of meetings, whilegibbt al. (2000) and Abbott et al.
(2004) use a minimum of two and four meetings retpely. Despite the different

measurements, the three studies all conclude thating frequency has an influence
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on the dependent variable. However, as was disguszve, other studies have found
insignificant results for this variable (e.g. Abbat al., 2003a; Bédard, et al., 2004).

The last audit committee variable discussed issike of the audit committee. The
presence of a committee of at least three membm#s dot have an effect on the
chance of an internal control weakness to be regdodr the occurrence of a
restatement (Abbott, et al., 2004; Krishnan, 200%)erewith, the size of the audit
committee is insignificant in all the studies dissed here, which could indicate that
size is not important in determining whether aniacommittee is effective, but that

the other factors discussed above are crucialfa¢Bedard, et al., 2004).

In conclusion, it becomes clear that there areeghfit measures used in the literature
to date to proxy for audit committee effectivenedswever, the audit committee
characteristics that are expected to be of inflaemtthese variables are generally the
same, although results vary. Audit committee exgeiis of influence irrespective of
the measurement method used. The effect of sizmsignificant in all studies
discussed here, indicating that committees of ammg <an be effective. For
independence and meeting frequency results areamsiistent. This could be due to
specific sample characteristics. Of these commasigd variables, the size of the
audit committee, the independence of the membadsttee number of meetings held
are variables that are incorporated in this theBine influence of audit committee
member expertise is not studied, due to the ditfjcof reliably measuring this

variable.

The thesis will add to the existing literature byamining whether the variables that
are found to belong to effective audit committees @so of influence on the audit

committee reporting practices.

As stated above, the second question the audit dbeemesearch is concerned with
is ‘What do effective audit committees do?’. Towamesthis question researchers have
used interview methods to get inside the ‘black’boxwhich audit committees are
said to operate (Spira, 2006). For example, GendB@ard & Gosselin (2004)
investigate the audit committee process in threea@i@an companies and find that

they put emphasis on issues such as the accuradynasicial statements, the
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effectiveness of internal controls and auditor fuaFurthermore, Beasly, Carcello,
Hermanson, and Neal (2009) interview 42 audit cote@imembers of U.S. public
companies and conclude that there are differemctsetextent in which there is audit
committee monitoring. In the area of financial rdjppwy risk several key areas that
audit committees concern themselves with are folr&ing revenue recognition,

reserves, inventory, fixed assets and receivables.

Knowing what audit committees do in theory is neb@gh to increase investor’s trust
in management and the company’s financial repdrerdfore this study adds to this
literature by examining what audit committees disel about their actual

performance.

Harder to grasp from the text in an audit commiteggort are the informal processes
underlying their work. Turley and Zaman (2007) stsedne light on this issue by
conducting a case study. They find that informahownication with management or
the auditors (internal as well as external) is viemportant. Furthermore, the audit
committee is quite powerful, and can have a largpaict on the organization. The

audit committee can function as an ally, an arlotea threat.

2.5 Conclusion

This chapter discusses four bodies of literatunest,Faudit committee reporting
literature is discussed, which forms the basigHerdisclosure index developed in this
thesis. Items that are reported in these Ameritadiess concern the composition of
the audit committee, audit committee meetings d&r ttasks. In general, there is
high disclosure on the composition of the audit wotiee, which concerns the
number of members, their independence and theieragp. For meeting frequency
there are different results, with one study thatdi disclosure in almost all reports
(Carcello, et al., 2002), and one in only 26% (Raret al., 2005). The studies
discussed mainly focus on the tasks of the auditrgittee relating to the external
auditor, while oversight of the financial reportipgocess and internal control are
generally not considered. The literature relatiagatidit committee disclosure does
not examine which factors influence the extenthid tisclosure. Therefore a second
body of literature is discussed, which studiesufices on voluntary reporting

practices related to company characteristics @zg, leverage and profitability), the
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external auditor and the ownership structure ofdhmpany. The varying results for
most of the variables are not surprising considgetite many different contexts of the
studies. One variable that shows a consistentlytipesrelationship to voluntary
disclosure is listing status.

Thirdly, the audit committee formation literature discussed. The variables studied
are largely the same as in the first two bodiedlitefature. Results are largely
consistent. However, in contrast to the reportitegdture CEO duality is found not to
influence audit committee formation, while boardesis of positive influence. For
firm size mixed results are found. The effect atae variables on the activity of the
audit committee is also studied. Company size ptioportion of outside directors on
the board and the presence of a Big Six auditoro&rpositive influence, while a

negative influence is found for CEO duality.

Lastly, to discover which audit committee variablegyht be of influence on the
reporting practices, audit committee effectivendtsgature is studied. From this
literature it can be seen that audit committee,sindependence, expertise and
meeting frequency are variables often explored.eNohthe studies finds a positive
influence for audit committee size, while varyiregults are found for independence
and meeting frequency. Member expertise, which astndifficult to measure, has a

significant influence in all studies.

This thesis examines how the factors studied ierotbsearch influence the reporting
practices of companies operating in a Europeanmr@mvient.
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3. Research design

3.1 Countries

The two countries included in the study are the &H¢l France.The rationale for

choosing France and the UK is that these two cmmtrepresent two different
backgrounds. The UK on the one hand has an AngtofShistory and a shareholder
focus, while France is a continental European agumthere companies have a

stakeholder focus (Maclean, 1999).

Heidrick and Struggles (2009), compare thirteen opaan countries on three
dimensions of corporate governance: (1) transpgrembich is related to disclosure
concerning directors, remuneration and committé2s;composition of the board
(board independence, diversity, composition ofatmittees), and (3) working style
of the board, comprising availability, committeeusture, board evaluation and
inertia factors (e.g. length of tenure). Higher reso indicate better corporate

governance. The UK has the highest score, wheraas&-is in the middle.

Furthermore, in the UK the audit committee repas fbeen given much attention
since the Cadbury Report which was published in21@auwhede & Willekens,
2008). In France the first recommendation to ptibdia audit committee report came
three years later in the Viénot report (Piot, 2004)is might be in the advantage of
the UK. Since these reports have been publishédeitJK is has become a standard
for audit committees to be fully independent, whiteFrance this is not the case
(Heidrick & Struggles, 2009).

! At first, Germany was included instead of Fraridewever, it turned out to be difficult to constriact
reliable sample with German data. Of 25 reportdietl) only two included clear information on the
independence of the committee members. This isongdy that in all those reports nothing is repbrte
regarding independence. However, most companigsrepbrt to be in compliance with the German
corporate governance code. This code statestti@Bupervisory Board shall include what it
considers an adequate number of independent mefm@@owernment Commission, 2009, p. 10).
Thus when a company states that it is in compliavitiethis rule it is still not clear how many
members of the supervisory board or any of its cidtess are independent. While independence is the
variable that could most often not be measuredoteeall impression is that the information in
German reports is very summary. This is reasordacern and should be considered in future
research.

30

www.manaraa.com



Based on the above it can be expected that thesedwntries are likely to report
enough information to construct a good sample, lbate enough possibilities to

study the influence of different variables on tixéeat of reporting.
3.2 Development of hypotheses
3.2.1 Audit committee characteristics

3.2.1.1 Size

Size is one of the characteristics of the auditmoittee that is investigated in much
research. Larger committees are commonly expeotbe imore effective due to their
larger knowledge base (Karamanou & Vafeas, 2008)expertise, and an increased
diversity of views that could enhance monitoringg@@rd, et al., 2004). Too many
members however can cause problems because ofraadecin effectiveness in
communication and decision making (Bédard, et at)well as a diffusion of

responsibility (Karamanou & Vafeas).

Both the BRC (1999) and the Cadbury Committee (1@@®ise companies to install
audit committees consisting of at least three memb@nly the UK has a number of
members specified in their Corporate GovernanceeCaAdchumber of three members
is required, only for small companies two membeesdeemed sufficient. Research to
date finds mixed results as to whether size realjters. Archambeault and DeZoort
(2001) report a negative relationship between aimesuspicious auditor switches and
Felo, Krishnamurthy, and Solieri (2003) find evidenthat the quality of financial
reporting increases with the size of the audit cates Kent & Stewart (2008) on the
other hand find a negative relationship betweer sind the level of disclosure
relating to the transition to Australian Internaiib Financial Reporting Standards
(IFRS), while Mangena and Pike (2005), and Abbettial. (2004) find no significant
influence of audit committee size. Bédard, et @0D04) also find evidence that
committees composed of only two members can betaféfewhen other factors like

member expertise are as recommended.

The mixed nature of these previous results leadth¢ofollowing non-directional
hypothesis:
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Hi.: There is a significant relationship between audit committee size and audit

committee disclosure.

3.2.2.2 Member independence

Previous research has often concluded that thesepssitive relationship between
audit committee independence and their effectiven®kMullen and Raghunandan
(1996) examine companies that experience repoptiaglems and find that those are
much less likely to have fully independent auditmooittees. The presence of an
independent audit committee also reduces the Higell of earnings management
(Bédard, et al., 2004). There is a positive refetiop between independence and audit
fees (Abbott, et al., 2003a; Ho Young & Mande, 20Q&astly, shareholdings of audit
committee members are negatively related to intdéimancial disclosures (Mangena
& Pike, 2005). Some research finds no significarftuence of independence, for
example Bronson et al. (2006) and Kent and Ste{22®8). However, the former
does find a positive relationship when examining ititdependence of the chair of the

committee, irrespective of the independence ofélseof the committee members.

The reported reasons for the positive influencawdit committee independence on
its effectiveness are twofold. On the one hand gasier for an audit committee that
has no ties to management to critically evaluater ttvork (Abbott, et al., 2003a;
Carcello & Neal, 2000). On the other hand it isgesied that outside directors are
concerned with the development or protection ofirtheputational capital. Their
performance can increase this by showing that theyerstand the importance of
decision controls and know how to work with thenbbétt, et al., 2004; Abbott, et
al., 2003a; Beasley, 1996). However, they also hheerisk of reputational damage
when misstatements occur during their term on tiditacommittee (Abbott, et al.,
2003a). Furthermore, an independent audit commitezkices the likelihood of
misstatements by increasing the firm’s internaltemnstructure and by demanding
more of the external auditor (Abbott, et al., 2004)

Recommendations for independence on audit committéger, but it is always seen
as an important element. The BRC (1999) recommendigly independent audit
committee, while the Cadbury Committee (1992) ishef opinion that a majority of

independent members is necessary. France has éalldlae last recommendation,
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whereas the UK requires a minimum of one membéeetmdependent. Following the

above reasoning and practices, the second hypstisesi

H2: There is a dignificant positive relationship between audit committee

independence and audit committee disclosure.

3.2.2.3 Number of meetings

The number of audit committee meetings is freqyen8ed as an indicator of
diligence (e.g. Kelton & Yang, 2008; Kent & Stewa2008). More diligent audit
committees will be more responsible in performihgit duties (Pucheta-Martinez &
de Fuentes, 2007) and it is expected that this a8b show in their reporting
practices. Previous research provides supporhieridea. When the audit committee
meets more often, the level of disclosure increéBesnson, et al., 2006; Kelton &
Yang; Kent & Stewart), as well as the audit fee ¢@asin-Stewart & Kent, 2006; Ho
Young & Mande, 2005), while the chance of restat@ser reporting problems
decreases (Abbott, et al., 2004; McMullen & Ragmdaa, 1996). Therefore, the

third hypothesis is as follows:

H3: Thereis a significant positive relationship between audit committee meeting

frequency and audit committee disclosure.

3.2.2.4 Remuneration

The effect of audit committee remuneration on thfectiveness of the audit
committee has not been the attention of much reletr date. Two papers that
address this issue can be found on ssrn.com. BrAggés and Wang (2009) examine
the influence of audit committee compensation andbmand for monitoring of the
financial reporting process (which is reflected &yhigher audit fee) and find a
positive relationship. This implies that audit coititees work more efficiently when
they receive higher compensation. Bierstaker, CpHle&Zoort, and Hermanson
(2010) conclude that the structure of audit comarittompensation can potentially
have an effect on the decisions made by audit cti@enmembers and the quality of
the financial reporting process. They suggest l@mg compensation is important.
From these studies it can cautiously be conclutiatl there will be some effect of
audit committee compensation. In this thesis ohé/ level of cash compensation an

audit committee member receives for carrying oetdbdit committee duties will be
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considered. Due to the limited prior results, a-dorctional hypothesis is stated as

follows:

H4: There is a significant relationship between the level of remuneration audit
committee members receive for performing their audit committee duties and

audit committee disclosure

Audit committee characteristics are likely not t® #he only factors able to explain
any differences in reporting practices. The envitent in which the audit committee
operates can be of large influence. Therefore stomgany characteristics as well as

the presence of a large audit firm are also tested.

3.2.2 Company size

Much research finds a positive relationship betweempany size and voluntary
disclosure (e.g. Cooke, 1989a; Eng & Mak, 2003; dtara & Pike, 2005; Meek, et
al., 1995). As discussed earlier, reasons givethisrare for example the fact that it is
relatively less costly (Mangena & Pike; Wallace &d¢r, 1995), there is more outside
pressure to disclose the information (Cooke, 1988mgena & Pike; Wallace et al.,
1994) and the competitive disadvantage relatedacerdisclosure is less high (Meek,
et al.). Adams (1997) and Pincus et al. (1989) énttlence that economies of scale
exist with respect to the formation and functionafcqaudit committees. Therefore the
larger the firm, the more likely it is to have amdda committee. Forker (1992) finds
some support for the opposite relationship whiclblaenes on higher collection costs
for large firms and a higher threat of takeovens dmall firms. This last study is
conducted in an American environment, while mosteotstudies have a European

focus, as does this thesis. Therefore, a posiélaionship is predicted.

H5: There is a significant positive relationship between company size and audit

committee disclosure.

3.2.3 Leverage

Higher levels of debt can increase agency coststarefore, to decrease these costs
management could be induced to provide a greatet & disclosure (Mangena &
Pike, 2005). Some support for this relationshifoisnd in a sample of Spanish firms
(Wallace, et al., 1994) and in a Dutch study (Desi&&knechel, 2008). For the same
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reason studies find that leverage is positivelyatesl to the presence of an audit
committee (Adams, 1997; Collier, 1993; Pincus, let089). Eng and Mak (2003)
find support for a negative relationship betweea tével of debt and voluntary
disclosure and explain this by the theory that ghéi debt level decreases the free
cash flow of the firm, which would reduce agencgtso Other studies find the same
negative relationship (e.g. Meek, et al., 1995)r€hs also quite some research that
does not find support for either of the theoriesa(®ury, 1990; Chen & Jaggi, 2000;
Chow & Wong-Boren, 1987; Raffournier, 1995). No rsigs predicted for this

variable.

H6: There is a significant relationship between the leverage of a company and

audit committee disclosure

3.2.4 Ownership

Shareholders that own a larger portion of the shafea company will be more
willing and able to monitor management. An ownegusbi five percent or more is
referred to as blockholdership (Kelton & Yang, 2D0OBherefore, the more dispersed
the ownership of the firm, the larger the demanddisclosure (Haniffa & Cooke,
2002). Chau and Gray (2002) find a positive retetlop between wider ownership
and voluntary disclosure in firms in both Hong Koamgd Singapore. In a Dutch and
Australian sample respectively, more concentrat®deoship was found to decrease
the level of voluntary disclosure (Deumes & Knecl#€08; Lim, et al., 2007). The
presence of blockholders also decreases the chainogernet financial reporting
(Kelton & Yang). Not all studies support this rébdaiship. Insignificant results are
found in for example Bronson et al. (2006) and Bnd Mak (2003). The following

hypothesis is formulated:

H7: Thereisa significant negative relationship between concentrated ownership

and audit committee disclosure

3.2.5 Cross-listing on American stock exchange

As discussed before, the disclosure environmeriiurope is voluntary. In the U.S.
however, legal requirements apply. These are gipticable to European firms that
are listed on an American stock exchange. It islyikhat a larger proportion of firms
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that is cross-listed in the U.S. will report cemtdiems that are required there than
firms that are not, since they already have to ntefpmse items in their U.S. reports.
Another factor could be that firms that are intéioraally listed also want to attract

foreign capital and therefore raise their leveldclosure (Cooke, 1989b, 1993;
Mangena & Pike, 2005).

Cooke (1989Db), finds that Swedish companies disctosre information when they
are also listed on a foreign exchange, Cooke (12®&) finds this for Japanese
companies, and Inchausti (1997) documents this@akhip in Spain. Gul and Leung
(2004) do not find significant results, neithertdaniffa and Cooke (2002).

For this study the main interest is whether arlgstbn an American stock exchange,
which has a legal reporting climate as opposedeorélatively voluntary European

climate, increases the level of disclosure. Thati@hship is expected to be positive.

H8: Thereis a significant positive relationship between a listing on the NY SE or

NASDAQ and audit committee disclosure.

3.2.6 Auditor

One of the important duties of the audit commiieéo make recommendations on
the appointment of the external auditor and to sserhis work. In general larger
audit firms are expected to ensure higher disclosyr firms. One of the reasons is
that they risk loss of reputation when they areoassed with firms with low
disclosure quality (DeAngelo, 1981; Inchausti, 199Zompanies contracting larger
audit firms might do this because they are moreceored with confirming to their
investors that the information reported is reliaflechausti). Furthermore, larger
audit firms have more resources and therefore #meymore likely to be well-

informed about disclosure requirements (Kent & $tey2008).

Results from previous research are not conclusivehis issue. Chen and Jaggi
(2000) find lower disclosures for firms that aredéed by a Big Six firm. Big Six

firms are also associated with lower disclosurelityum research by Forker (1992).
Some evidence for a positive relationship is fobgdZezhong Xiao, He, and Chow

(2004) supporting their hypothesis that larger eudi demand more disclosure. A

36

www.manaraa.com



positive relationship between a Big Six auditor afidclosure is also found by
Raffournier (1995), and Kelton and Yang (2008) doeunt a positive relationship
between internet financial reporting and the preseof a Big Four auditor. Many
studies do not find any significant relationshigvieen the size of the auditor and
disclosure quality (Chau & Gray, 2002; Eng & MalQ03; Gul & Leung, 2004;

Haniffa & Cooke, 2002; Lim, et al., 2007; Puchetastihez & de Fuentes, 2007).

Due to the mixed evidence, no sign is predictedHerauditor variable.

H9: There is a significant relationship between the presence of a Big Four

auditor and audit committee disclosure

3.2.7 Industry

The industry a company operates in can influena disclosure requirements
(Wallace, et al., 1994) or the disclosure demanednvestors. Results vary as is

discussed in the literature review.

In this thesis the intention was to examine whethgelosure would be different for a
financial company compared to a non-financial comypalhe risky nature of the

business of a financial company, might increase imeestor's demand for

information, and lead to higher disclosure by tbmpany. However, the composition
of the sample does not allow studying this eff@dte sample does allow studying
whether disclosure is different for holding com@anor companies working with gas,
oil or minerals. Due to a lack of previous findinigs these specific industries, non-

directional hypotheses are stated as follows:

H10: Whether the company is a holding company or not has a significant

influence on audit committee disclosure

H11l: Whether the company operates in the gas, oil or mineral industry has a

significant influence on audit committee disclosure.

3.2.8 Country

The sample includes companies from France and khéAthich of the two countries
the company is located in can also influence tiseldsure practices. Even though
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through globalization the investor base of a compaii be much more international,
it is still likely that in general companies arepekted to live up to a certain standard
common for their home country. As was discussedrbefcorporate governance in
the UK is stronger than in France (Heidrick & Sgleg, 2009). Therefore it can be
expected that disclosure is higher in companiesm ftbe UK. This leads to the

following hypothesis:

H12: The fact that a company originates from the UK has a significant positive

effect on audit committee disclosure.

3.3 Sample

Audit committee reporting is in the interest of tlgareholders. It gives them more
insight in the work the audit committee has perfednto ensure the reliability of the
financial information published by the company. Timgortance of audit committee
reporting thus increases when there is a higheeumwf shareholders. Therefore it is
chosen to select the companies with the highestkeharapitalization of both
countries. This is done via the Amadeus databasadeaus.bvdep.com). For each
country the 50 companies with the highest markpitakzation are selected. In case
not all information is available to test all therighles in the regression analysis, this
company is excluded from the sample and replacéu tve following company with
the highest market capitalization. This approaclsuess a sample size of 100

companies.

It is desirable that for each independent variablthe regression equation 15 to 20
observations are made (Hair, Black, Babin, Andergomatham, 2006). In this study
twelve variables are tested, which would ask fasample of around 180 to 240
companies. This is not achieved in this thesis.tA@oguideline is given by Green
(1991). To test the overall model a minimum sangsl®0 + 8k (k is the number of
independent variables) is required. To test theviddal variables a sample of 104 + k
would be desirable. In this case samples of 14614®dwould be required, of which
the highest should be taken when both the totaleinadd the separate variables are
tested (Green). Again, the actual sample sizevigiddhan the 146 observations that
would be required. A general rule is that the rafi@mbservations to variables should

not be lower than 5:1 (Hair, et al., 2006), whismbt a problem. Therefore, there is
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still a reasonable number of observations per kbjdbut one should be cautious in
generalizing the results presented. The final sangfl companies, as well as the

companies that are excluded can be found in Appebdi

When companies have to be excluded from the sathdes usually because they
lack specific data on the number of independent beemor the remuneration. This
does mostly not mean that these items are nottexhdsut that the information is not
specific enough. In France there are also some aopm@p for which the report is not
available in English. It should be noted that taneoto a sample of 50 French
companies, 26 companies have to be excluded. Tdmsimtroduce a bias to the
sample, because only the best reports are seldekeept for the reports of seven
companies that did not have an audit committediatdompany’s level or for which
the right report was not available in English, @wenual reports of the excluded
companies are also scored. An independent samypéss is then conducted to see
whether the two samples differ significantly. Thesult of the test is significant (t=-
5,148, p<0,0005), with a large effect size (etaasgd=0.26) indicating that the means
of the two samples significantly differ which leatdsan upward bias in the sample.

This is something to keep in mind when evaluativgresults.

For each company the 2008 annual report is evaludie see whether a company
reports a certain item, the entire annual repacekeamined. The National Commission
on Fraudulent Financial Reporting recommends inejp®rt“that the chairman of the
audit committee write a letter describing the cofttemis activities and
responsibilities for inclusion in the annual repotd stockholders” (National
Commission on Fraudulent Financial Reporting, 1987,42). Based on this
recommendation one would expect the audit commitegmrt to be equal to a
management letter in the sense that it is address#dte shareholder and signed by
the chair of the committee. When evaluating a sarmopR8 annual reports from seven
European countries (Belgium, Germany, France,,l@&pain, The Netherlands and the
UK) it was noted that there were only few repohattincluded an audit committee
report. Just focussing on audit committee reporightntherefore greatly limit the
sample. Separate paragraphs on the audit commaitteemore common, but also vary
a lot in the amount of information that is presenie that specific part of the text.

Surely, a clearly separated audit committee repaoit greatly enhance the
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accessibility and therefore usefulness of the matdron reported. However, to have a
more complete overview of the information relatitgy audit committees that is

currently disclosed, the whole annual report walldvaluated.

3.4 Dependent variable

The disclosure index is the dependent variabldim gtudy. The literature discussed
in section 2.1, together with the corporate govecteacodes of the UK and France,
the report of the BRC and the evaluation of a saripiropean annual reports referred
to earlier form the basis of the disclosure indevaloped in this thesis. After
completion of the list, a partner of a Big Four idnm reviewed it and confirmed
that all of the items included in the list are elfevance to audit committees.

Nine categories of disclosure items are includede Tirst categorySelection and
appointmentconcerns the selection and appointment of thé& aathmittee, training
and induction and the audit committee charter. &laes items that are not included in
the research discussed above. The review of theahmeports shows that these are
items companies report on. The corporate governaades of the UK and France
also refer to the importance of training for mensbef committees (Association
Francaise des Entreprises Privees/MEDEF, 2008nEiabReporting Council, 2008).
Information on who appoints members to the audmmittee and what criteria are
used for selection can help an investor assessréugbility of the audit committee.
Information about training and induction informsetheader whether the audit
committee is kept up to date with rules and regutat Category two examines
disclosure relating to the audit committ€emposition The review of the literature
shows that the number of members, their indeperdand expertise are important
items. Other functions held by an audit committeember can be valuable for his
knowledge, but also form a constraint, becausedseléss time to perform his tasks.
Therefore this item is also included. Lastly, imi@tion about remuneration is
important. Compensation that is too high might implae independence of an audit
committee member. However, compensation should atdobe too low. Both in
France and the UK the corporate governance codgestgythat compensation should
reflect the responsibilities and time commitment tbE members (Association
Francaise des Entreprises Privees/MEDEF; FinaRaabrting Council). The number

of meetings, committee member attendance and istisegssed compose the third
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category:Meetings Results in the literature differ on this itemrxample, Carcello

et al. (2002) find that 99% of the reports inclilde number of meetings, while Pandit
et al. (2005) find this information in only 26% tbfe reports. Both the French and UK
code demand companies to include the number ofingseteld in the annual report,
as well as the attendance at such meetings (AssociBrancaise des Entreprises

Privees/MEDEF; Financial Reporting Council).

The other six categories concern the tasks of tltht &ommittee. The categories
External auditor and Internal auditor consist of items relating to audit plans,
appointment and independence of the auditor andviewe of the auditors’
performance. All these items are discussed in ttexature and the corporate
governance codefinancial reportingandinternal controlconsider the duties of the
audit committee relating to the overview of theseaa. Both are responsibilities that
are also mentioned in the corporate governancescoblee oversight of internal
control has only been included in one study inrgeearch discussed above, but is an
important task of the audit committee and therefockuded in the disclosure index.
It only contains two items, but due to the impoc&rof internal control, which is
reflected in SOX, it is included as a separategmate The categorther committee
responsibilities/authoritiesncludes other items discussed in the literatuie the
processing of employee complaints, or found ing&ple of annual reports, like the
authority to hire independent counsel. Lastly, ékraluation of the audit committee’s
functioning and their access to information arduded in the categorgther. The full
list of disclosure items can be found in appendixTAble 1 gives an overview of the
disclosure items and whether for the two counttheye is a recommendation or
obligation to implement (column ‘requirement’) oisclose (column ‘disclosure’) a
certain item. When deemed relevant some more irgtbam on the item is presented.
It can be seen that for most of the items the cgrapkxplain approach applies in the
UK, and in France there is a recommendation taigelithem. In both countries only
few items are legally required to be present inahieual report. This is typical for the
European approach (Bauwhede & Willekens, 2008),raakles the countries suitable
for the research in this thesis. The U.S. is alsduded in the table to show a

comparison to a legal regime.
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Table 1: Overview of audit committee requirementsl aisclosure requirements in the corporate

governance codes of France, the UK and the US.

France

UK

UsS

Requirement | Disclosure

Requirement

Disclosure

Reguirement | Disclosure

Selection & Appointment

procedure

length

date appointed to audit committee

audit committee charter

revision/adaptation charter

induction and training

Composition

number of members

>3,2insma
companies

©

mentions chairman

names of members

—|O|r

independence

>2/3 (R)

>1(L)

All

expertise

all (R)

>1(C)

>1 () L

financial expert

positions in other companies

R

remuneration

R

M eetings

number

items discussed

attendance of members

attendance of others

External auditor

appointment

independence

review audit plan

review compensation

non-audit services

communication

separate meetings with

overview of work

expertise

conclusion on review

L = Legal requirement
C = Comply or Explain
R = Recommendation

(Cont.)

If not indicated otherwise in the corporate governa code, whenever a sentence included ‘mustighiegarded as a legal
requirement, ‘shall’ is regarded as referring toraply or explain and ‘should’ or ‘may’ is seen agarence to a

recommendation
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Table 1 (concl.): Overview of audit committee reguients and disclosure requirements in the
corporate governance codes of France, the UK aediB.

France

UK

us

Requirement

Disclosure

Requirement

Disclosure

Requirement

Disclosure

Internal auditor

review audit plan

R

resource requirements

appointment head

communication

separate meetings with

overview of performance

independence

conclusion on review

Financial reporting

oversight of practices

review of accounting principles

review and discuss with management

reviews statements other than annual

conclusion on review

Internal control

monitor process

conclusion on review

Other responsibilities/authorities

procedure for employee complaints

overview of risk management

compliance with code of ethics

compliance with legal and regulatory requirements

authority to investigate

access to internal and external information sources

reports to (supervisory) board

Other

performance evaluation

conclusion on evaluation

receipt of information to perform duties

L = Legal requirement
C = Comply or Explain
R = Recommendation

If not indicated otherwise in the corporate goveroa code, whenever a sentence included ‘mustighiegarded as a legal
requirement, ‘shall’ is regarded as referring toraply or explain and ‘should’ or ‘may’ is seen agarence to a

recommendation
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The scores for all items together form the disalesindex score. The approach
followed is that of Cooke (1989a, 1992), who useschotomous approach, meaning
that a score of one is awarded if an item is dssdoand a score of zero when the item
is not disclosed. Another option would be to eviduthe extent of information
disclosed as is used by for example Wallace, Nasef,Mora (1994) and Inchausti
(1997). Since little research exists to date txainenes audit committee disclosure
this thesis aims to examine which items can or eabe found in audit committee
reports without evaluating the extent of disclostoe the separate items. Another
reason why the extent of disclosure is not evatuasebecause it would require
subjective judgment to do so (Cooke, 1989b). Cofl#92, p. 233) defines the
disclosure index; for a set of accounts as:

ni
J
= =1

] .
n;

Where
n; = total number of disclosure items ftin firm
x;j =1 if ith disclosure item is disclosed, Qti disclosure item is not disclosed

In this thesis ns 53, since there are 53 items in the disclosurexiradepresented in
appendix A. Cooke (1989b, 1992) also examines venetltertain item is relevant to
a firm, to prevent firms from getting a zero sctenot disclosing an item, while this
item is not relevant to them. In this thesis iassumed that if a body in the company
performs the items in the disclosure index, thik pe the audit committee. There is a
chance that another committee is responsible fey lthut it is considered to be small,
since all tasks are very specific. Therefore, thalihood that an audit committee does
not disclose a certain item because it is not egleto them is small. Furthermore, an
approach as in Cooke would be difficult to folldwecause audit committees can also
perform tasks that are not mentioned in their enafCarcello, et al., 2002).
Therefore, it will be difficult to judge whether atem is relevant or not, and it is

probable that the sample will be more reliable wtnesissue is ignored.

With respect to the weighting of the index, pred@awsearch has taken different
approaches. The main reason to use a weighted isdexreflect the fact that some

information is more important to the main usersfinéncial statements (investors)
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than other information (Boesso & Kumar, 2007; Mar& Pike, 2005; Zarzeski,
1996). In this thesis an unweighted index is usgdséveral reasons. First, assigning
weights to the different items is subjective, esgcsince two different countries are
included in the research, and the weights mighditferent for each country (Chang,
Most, & Brain, 1983). Second, the information cameal in the audit committee
reports is not evaluated with a specific user grioumind. Furthermore, although in
general different user groups might find differgpieces of information more
important than others, the information in this egsh is less general in nature than in
other research where disclosure in the annual reggra whole is examined. The
disclosure entirely relates to audit committees| kange differences are not expected
to exist between the importance attached to théerdiit pieces of information
disclosed. Even when this assumption would be wrawgording to Spero (1979)
firms are consistent in their disclosures, meaningt when they are better at
disclosing important items, they will also outpenfoother firms in the disclosure of
less important items. Additionally, it can be exjeelcthat the weights will cancel each
other out (Cooke, 1989b, 1992). Lastly, Chow andhg¢/Boren (1987) and Mangena
and Pike (2005) use both weighted and unweightédides and find similar results for

the two approaches.

As discussed above, the disclosure score is cédcllay taking the total score on all
items and dividing it by the total number of itemdich is 53. A disadvantage of this
approach is that not all categories in the indaxaa the same number of items, and
therefore some items have a larger influence ordidosure score than other items.
However, two of the larger categorieappointment and selectiomnd other
responsibilities/authoritigscontain items that are quite distinct, which éases this
problem. In general, even though some items aatectland therefore grouped in one
category for easier discussion, disclosure of ¢e@ idoes not necessarily mean that
another item of the same category is also repohtedther words, each item has the
same chance of being reported. Therefore the agipnased is probably most suitable
to the data.

The items included in the disclosure index areaalyediscussed above. When scoring
the annual reports it is considered how the infailwnawould be perceived by

someone who has no specific knowledge about thgpaoynand the typical set-up of
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the board of directors. Therefore, when it is neacfrom a piece of information that
it also concerns the audit committee it is markeduareported. For some items
additional explanation might be necessary (the ligtl of items can be found in
Appendix A). For example, the first item regardsgection and appointment (item
1.1) is marked as being reported when any referegeeade to who appoints the
audit committee members or based on what critéregy tare appointed. For any
disclosure that indicates that an audit committesater exists, item 1.4 is marked as
reported. Item 2.5 relating to relevant expertsaléemed present when the report
generally states that members have relevant egpddiperform their duties. ltem 2.6
receives a score of one when the report stateshbed are members who have the
right expertise or are a financial expert accordmthe corporate governance code of
the country. Item 3.2, the issues discussed petimgees present when the subjects
discussed at specific dates are included. Furtherntbere are two items relating to
the communication with the external and internalitau (item 4.6 and 5.6). These
items capture information relating to how the exdédliinternal auditor and the audit
committee inform each other about findings. Thiglddor example be via reports, or
because the auditor is present at the audit coeenitieetings. Lastly, item 8.7 is
concerned with audit committees reporting to thpesusory board or the board.
Which of the two is applicable depends on the comipMost companies from the
UK have a unitary board system, and therefore mersisory board. Many of the

French companies have a dual system, and do hewgeavisory board.

A limitation in this respect is the fact that theports are scored by only one person.
Scoring by at least one other person will redueesthbjectivity involved, and should

therefore preferably be applied in further reseandhis area.

35 Test variables

The expected directions of the independent andalovdriables are already discussed
in the hypotheses development section. This segtibrdiscuss the measurement of

those variables.

3.5.1 Independent variables

Only the UK specifies a minimum number of membensthe audit committee (see
table 1), and this is different for small compar(i@g as opposed to three). Therefore
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audit committee size (ACSIZE) is measured as thmbmr of members on the audit

committee.

Bédard, et al. (2004) find evidence that independemly has a positive effect when
all the audit committee members are independerdg.BRC (1999) also recommends
a fully independent audit committee. Therefore aucbhmmittee independence
(ACINDEP) is measured with a dummy variable, whings a value of one when all
audit committee members are independent, and zkeovase. To collect the relevant

data the judgment of the company on the indeperdehthe members is relied upon.

With respect to the number of meetings (ACMEET) saesearch has used a dummy
variable to examine the influence of a minimum nemtf meetings, which was set at
three (Bédard, et al., 2004; McMullen & Raghunande96) or four (Abbott, et al.,
2004; Abbott, et al., 2003a) meetings, while othHege examined the exact number
of meetings (e.g. Goodwin-Stewart & Kent, 2006; Moung & Mande, 2005;
Pucheta-Martinez & de Fuentes, 2007). The CadbepoR (1992) recommends at
least two meetings per year, the BRC four. Neither UK nor France specifies a
minimum number of meetings. Therefore in this sStAMEET will be measured by

the number of audit committee meetings held duttay year.

Remuneration (ACREMUN) will be measured as the lydlaase salary for an audit
committee member in 2008 in euros. Only the batmys#s included, because the
total meeting fees received by a committee memizpendd on the number of
meetings held. Furthermore, the base salary fmirggas a non-executive director is
also excluded, to only capture the incentive offeie serve on the audit committee.
Any remuneration reported in a currency other tBaro is translated into euros using

the average exchange rate over 2008, which i®vetli from www.oanda.com.

3.5.2 Control variables

Research to date uses different measures for congues (SIZE). Examples are total
assets (Cooke, 1989b; Mangena & Pike, 2005) on#tearal logarithm of total assets
(e.g. Bronson, et al., 2006; Lim, et al., 2007)rkeaivalue of equity (Kelton & Yang,
2008), number of employees (Boesso & Kumar, 20@Ay sales (Cooke, 1989a,
1989b). The value of assets is the most often wgsibn and less likely to be
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influenced by market conditions, and therefore ugdthis thesis. Examination of the
data shows that they are not normally distributed this variable, therefore the
natural logarithm of assets is used. The valueseéis is measured at balance sheet
date in euros. Non-Euro values were translatedguie exchange rate at balance

sheet date, retrieved from www.oanda.com.

Leverage (LEV) is measured as the total liabilitefsthe company at year-end in
euros divided by the total assets of the companyeat-end in euros, following for
example Bronson et al (2006) and Haniffa and Cq@ke2). For non-Euro values the

same approach is followed as for company size.

Ownership (OWN) is the total percentage of blocklkd at year-end. A blockholder

is defined as a shareholder with a share of at fe@spercent.

The presence of a large audit firm (AUDIT) is measuby a dummy variable taking
the value of one when the auditor is a Big Founfiand a value of zero when the
auditor is not a Big Four firm. French companies abliged to have two external
auditors. The tasks are divided, but both auditoesry full responsibility.

Consequently, if one of the auditors is a Big Féitm, one should still see the
influence of the presence of a large auditor. Tioeee when one of the audit firms is

a Big Four auditor a value of one is given for thasiable.

To measure the influence of a cross-listing on ameAcan exchange (CROSSL) a
dummy variable is used which is one when the figristed on the NYSE or the
NASDAQ, and zero otherwise.

Lastly, two industry dummies are included. Thetfmee (INDUS1) has a value of
one when the company is a holding company and a#erwise. The second dummy
(INDUS2) takes a value of one when the companyaipsrin the gas, oil or minerals

industry, and zero otherwise.
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4. Results

4.1 Sample

As discussed above, the sample consists of 50 guegdrom the UK and 50
companies from France. Some general informationutalibese companies is
presented in table 2. From the table it can be HegnFrench companies in general
are smaller and less profitable as companies froen UK. This is confirmed by
independent sample t-tests that are conducted.nidens of the country samples
differ significantly for profitability and assetsOnly with respect to market
capitalization the samples do not significantlyfetif The two samples are therefore
not completely comparable. However, overall the @amepresents a wide variety of

companies when increases the

it comes to size and profitabilityhich
generalizability of the results.

Table 2: Company statistics

Market capitalization
(in milEUR) 2 Profit/Loss (in milEUR) ° Assets (in milEUR) 2
Mean Minimum | Maximum | Mean Minimum | Maximum | Mean Minimum | Maximum
UK 86.276 1.793 | 3.540.181 | 69.680 | -511.146 | 1.480.137 | 1.254.850 2.449 | 10.490.050
France | 11.719 1.218 92.232 939 -875 10.590 28.102 862 200.492
Total 48.997 1.218 | 3.540.181 | 35.310 | -511.146 | 1.480.137 641.476 862 | 10.490.050

Table 3 presents an overview of the industriesesgted in this sample. As can be
seen holding companies and companies that work gaiy oil and minerals are
somewhat over represented. It is also remarkalaethiere are almost no financial
companies in the sample. Furthermore, it can be He# some types of industries
mainly occur in one of the two countries. The gdehinerals category for example is
mostly found in the English sample. Overall it dan concluded that the companies
included in the sample are from a wide variety mdustries, which adds to the

credibility of the research.

2 Non-Euro values are translated using the excheatgeat year-end retrieved from www.oanda.com
% Non-Euro values are translated using the averagjeaage rate over 2008 retrieved from
www.oanda.com
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Table 3: Industries represented in the sample

Number of Number of Number of
Industry companies UK companies France | companies Total

Advertising - 2 2
Books
Clothing
Construction - 1
Consultancy
Cosmetic/pharmaceutical
Drinks/food

Electricity

Electronics -
Gas/oil/minerals 12
Holding company - 22
Household products
Industry
Investments

Metals -
Property
Radio/Television
Telecommunication
Tobacco
Transport/Leisure
Water

Total 50 50 100
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4.2 Disclosur e index

4.2.1 Reliability of the scale

Correlations for the categories of the total scahe the total disclosure score are
presented in table 4. Some correlation is preferdidcause this indicates that there is
some relation between the items included. Howewtien the correlation gets too
high there might be overlap in the measurememartbe seen that some items show
low correlation with each other. This is for examphe case for financial reporting
with selection and appointment. This is logicahcsi these two categories measure
clearly distinct things. None of the correlatiossextremely high. The correlation of
the separate items with the disclosure score aes dot point to possible problems

with the scale.

The internal consistency of the scale used is dédsyelooking at Cronbach’s Alpha.

Of the separate categories only the Exteenalitor scale has a Cronbach alpha
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Table 4: Pearson rank and Spearman rho correlationthe separate categories and the disclosureescor

Correlations

Pearson
rank
Selection Other Relative
Spearman and External | Internal | Financial | Internal responsibilities/ Disclosure | disclosure
rho appointment | Composition | Meetings | auditor | auditor | reporting | control authorities Other score score
Selection and 232" 270" 324" 270" 040 036 276" 224" 563" 563"
appointment
Composition 232 259" 317" 295" ,022 177 350" 379" 613" 613"
Meetings 270" 259" 335 298" ,013 ,185 229 268~ 518"~ 518"~
External auditor 3247 317" 335" 330" 216 ,070 324" 318" 624" 624"
Internal auditor 270" 295" 298" 330" ,165 ,096 305" 4007 660" 660"
Financial « o o o
reporting ,040 ,022 ,013 216 ,165 -,064 311 ,083 311 311
Internal control ,036 177 ,185 ,070 ,096 -,064 ,109 247 275 275
Other " " . " " " " " "
respons|b|||t|es/ ,276 ,350 ,229 ,324 ,305 ,311 ,109 ,272 ,665 ,665
authorities
Other 224 379" 268" 318" 4007 ,083 247 272" 603" 603"
D'Sscclgrse”re 563" 613" 518" 624" | 660" 3117 275" 665" 603" 1,000”
Rel ative Kk Kk Kk *k *k *k *k Kk ok *k
disclosure 563 613 518 624 ,660 311 275 ,665 ,603 1,000
score

* Correlation is significant at the 0,05 level (aHed).
** Correlation is significant at the 0,01 level (ailed).
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coefficient above 0,7 (0,711). The other coeffitserange from 0,017 to 0,511, which
points to a bad internal consistency for thesegoaiies. The alpha coefficient for the

total disclosure score is 0,710, which indicatest tthe internal consistency of the
scale used is acceptable. Results show that thea alpefficient for the disclosure

score increases to 0,715 when the internal const@gory is removed. This could be
due to the fact that this category only consistsaaf items, which measure a subject
clearly distinct from the other categories. Howeve increase in alpha is very
small, and therefore the category is containetienstale.

4.2.2 Results individual categories

This section will discuss the results of the sefgacategories of the disclosure index,

which are presented in tables 5a-i.

4.2.2.1 Selection and appointment

This category contains 6 items relating to thed®a and appointment of the audit
committee. It can be seen from table 5a that mostpanies in the sample make
reference to the existence of an audit committegteh but only one third refers to a
periodical revision of this charter. These numbams high when compared to the
findings of Carcello et al. (2002), where only 15%the companies refer to the
charter, and only three percent to a regular remisCompanies use a lot of different
names for the audit committee charter. Examplegearas of reference, principles,
remit and by-laws. About half of the companies makérence to the actual
procedure by which committee members are seleMedtly companies simply state
who appoints the committee members, sometimes ergfer is made to the
information that is considered before making theigien. The period for which
committee members are appointed is reported in mebsthe reports. In most
companies audit committee members serve a termhrek tyears, which can be
renewed a maximum of three times. Exceptions angpemies where six-year terms
are common, and there are two companies wherethes'tlength is undefined. Only
ten percent of the companies also indicate when cthramittee members were
appointed to the audit committee. Often is it maméid when they were appointed as
director, but they can have been appointed to titit @ommittee in a later year. A
committee member that has served on the audit ctisernior some years will be
more acquainted with the company and the spemiftht committee tasks. Therefore
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Table 5a-i: Disclosure results per category

5a Selection & Appointment
Date Induction Minimum | Maximum | Median
appointed | AC Revision/adaptation | and Minimum | Maximum Total relative relative relative
Procedure | Length | to AC charter | charter training score score Median | items | score score score
UK 25 42 6 50 20 20 2 5 3 33% 83% 50%
France 30 45 4 41 9 1 0 5 3 0% 83% 50%
Total 55 87 10 91 29 21 0 5 3 0% 83% 50%
5b Composition
Number Names Positions Minimum | Maximum | Median
of Mentions | of Financial | in other Minimum | Maximum Total | relative relative relative
members | chairman | members | Independence | Expertise | expert companies [ Remuneration | score score Median | items | score score score
UK 50 50 50 50 37 19 48 50 6 8 7 75% 100% 87,5%
France 50 49 49 50 11 9 50 50 5 8 6 8 62,50% 100% 75%
Total 100 99 929 100 48 28 98 100 5 8 7 62,50% 100% 87,5%
5c Meetings
Attendance Minimum | Maximum | Median
Iltems of Attendance | Minimum | Maximum Total | relative relative relative
Number | discussed | members of others score score Median | items | score score score
UK 50 12 50 41 2 4 3 50% 100% 75%
France 50 10 44 20 1 4 2 4 25% 100% 50%
Total 100 22 94 61 1 4 3 25% 100% 75%
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Table 5a-i (Cont.): Disclosure results per category

5d External auditor

Inde- Review | Review Non- Com- Separate Conclu- Minimum | Maximum | Median

Appoint- pen- audit compen- audit muni- meetings | Overview | Exper- | sion on Minimum | Maximum Total relative relative relative

ment dence plan sation services cation | with of work tise review score score Median items score score score
UK 46 48 35 39 49 27 40 45 10 12 4 10 7 40% 100% 70%
France 35 26 23 34 12 28 16 30 1 0 0 8 4,5 10 0% 80% 45%
Total 81 74 58 73 61 55 56 75 11 12 0 10 6 0% 100% 60%

5e Internal auditor

Review Resource | Appoint- Separate Minimum | Maximum | Median

audit require- ment Communi- | meetings Overview of | Indepen- | Conclusion Minimum | Maximum Total relative relative relative

plan ments head cation with performance | dence on review score score Median items score score score
UK 39 16 10 31 28 43 4 2 0 5 4 0% 62,50% 50%
France 40 5 2 31 10 30 0 1 0 5 2 8 0% 62,50% 25%
Total 79 21 12 62 38 73 4 3 0 5 3 0% 62,50% 37,5%

5f Financial reporting
Review

Oversight | Review of Review and statements Minimum | Maximum | Median

of accounting | discuss with | other than | Conclusion [ Minimum | Maximum Total | relative relative relative

practices | principles management | annual on review score score Median | items | score score score
UK 50 35 5 38 2 1 5 3 20% 100% 60%
France 50 41 1 45 1 1 4 3 5 20% 80% 60%
Total 100 76 6 83 3 1 5 3 20% 100% 60%
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Table 5a-i (Cont.): Disclosure results per category

www.manaraa.com

5g Internal Control
Minimum | Maximum | Median
Monitor Conclusion | Minimum | Maximum Total | relative relative relative
process | on review score score Median | items | score score score
UK 49 12 0 2 1 0% 100% 50%
Erance 46 0 0 1 1 2 0% 50% 50%
Total 95 12 0 2 1 0% 100% 50%
5h Other responsibilities/authorities
Access to
Compliance internal
Procedure with legal and
for Overview of Compliance | and Authority external Minimum | Maximum | Median
employee risk with code regulatory to information | Reports | Minimum | Maximum Total | relative relative relative
complaints | management | of ethics requirements | investigate | sources to board | score score Median | items | score score score
UK 37 46 10 16 8 20 33 1 6 3 14,3% 85,7% 42,9%
Erance 5 45 7 10 12 25 34 0 5 3 7 0,0% 71,4% 42,9%
Total 42 91 17 26 20 45 67 0 6 3 0,0% 85,7% 42,9%
5i Other
Receipt of
Conclusion information Minimum | Maximum | Median
Performance | on to perform Minimum | Maximum Total | relative relative relative
evaluation evaluation duties score score Median | items | score score score
UK 44 22 26 0 3 2 0% 100% 66,7%
Erance 18 6 11 0 3 0 3 0% 100% 0%
Total 62 28 37 0 3 1 0% 100% 33,3%
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this information can be valuable to an investodulction and training is another item
to which only few companies make reference in themorts. Mostly, only a general
reference is made to induction or training for athn-executive directors. An
exception is Lonmin, where the audit committee isacstates”All members of the
Committee are provided with appropriate inductiartoi the role of the Committee
and the operation of its terms of reference on appwent. Access to training is
provided on an ongoing basis to ensure that membezsable to discharge their
duties” (p55).

None of the companies report on all of the six geand one French company made
no reference to any of the items. The items digdigs this category are not

examined by previous research.

4.2.2.2 Composition

This category consists of eight items, for whichamting scores can be found in table
5b. In the UK, companies are required to disclégertumber of members and their
names. With respect to mentioning who the chairnganthe comply or explain
approach applies. It is therefore not surprisingt tall companies report on these
items. In France there is only a recommendatiaeport the number of members and
their remuneration. Almost all companies in the pglem follow these
recommendations. Only 39 reports (nine from the B&.,from France) specifically
mention the number of members. In the other reghdsiumber has to be derived by
counting the names for example. Previous studies abte this fact (Pandit &
Subrahmanyam, 2005; Pandit, et al., 2006). Theageenumber of members on the
audit committee is four for both countries. The Besa audit committee can be found
in France with two members (the smallest in the hds three members) and in both

countries there are a maximum of seven memberseaudit committee.

Other items for which there is a high number of pames that report on them are
independence, and positions in other companiesrdsiting to note is that although
the corporate governance code from the UK recomméinat one audit committee
member should be independent, while in Franceishigo-third of the members, in

the UK only three audit committees are not fullgependent, but in France only 15

of the 50 committees are fully independent. AlthHoug their study there is an
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increase in reporting regarding independence, Pandil. (2005) still find that only
82% of the American companies consider the indepecal of their members after
SOX.

The average number of other positions held by atalitmittee members which are
reported (some companies only report the most itapbrother functions) is 4,5.
Some members only serve on the audit committeertexpon, other members have
over 20 other positions.

Regarding financial expertise, disclosure is lospexially disclosure concerning the
presence of a financial expert on the committee. [@tter is not strange, since there is
no requirement to include such an expert on thenatt@e in either the French or
English code. Most companies that refer to thegmes of a financial expert do this
to comply with American regulations. Most committdegave one financial expert or
person with relevant expertise, few committees icensall their members to have the
right expertise or even be experts. The findingsiarline with those of Pandit et al.
(2005). In their study, before SOX was implementedy 15% of the companies

referred to the presence of a financial expergré&0OX this was 43%.

It is not surprising that all the companies diseltise number of members and their
independence. These are all items that are useiddapendent variables in the
regression analysis, and therefore companies thatod report on these items are
excluded from the sample. Even then, reportindnisl ¢ategory is generally high. The
lowest score is five and twelve companies repotlbaf the items.

4.2.2.3 Meetings

Both in the UK and France the code recommendsadisg the number of meetings
and the attendance of the committee members a theetings. In the U.S. there is
no such requirement. It is therefore not surpridimat Pandit et al. (2006) find the
number of meetings to be disclosed in only 26%hefreports studied. The companies
that do report this, all had at least four meetingbich is according to the BRC
(1999) recommendation. Carcello et al. (2002) am d¢kher hand find 99% of the
reports to disclose this number, which is moreine Wwith the results in this thesis,

which are presented in table 5c. It should be nttat companies that did not report
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the number of meetings were excluded from the santpérefore the result of 100%
might be slightly overstated. The average numbeneétings held in this sample is
five. In France and the UK the maximum number oketimgs was thirteen, and the
minimum two and three respectively. Three companidyg disclose the number of

meetings.

There is also high disclosure on the attendancemeimbers, with an average
attendance rate of 94%. Insight in the other pattiat attend the meetings can help
an investor asses whether the audit committeeps Well informed and informs all
the relevant persons about its findings. In therdést reports mention this, in France
this number is still quite low. Only few companieport what was discussed at the
specific meetings. Twelve companies report ontaths, most of which are from the
UK.

4.2.2.4 External auditor

The oversight of the external auditor is one of thast important tasks of the audit
committee. The French corporate governance coademm@ends to be involved in the
appointment, independence, and compensation oéxternal auditor, as well as to
review the non-audit services provided, and to hmeetings with the auditor without
management being present. In the UK the audit cateenshould be concerned with
the independence, compensation, non-audit seracdsthe actual work performed.
Only their work relating to independence and ther-aodit services should be
reported. In general reporting on these items letively high, as can be seen from
table 5d. These results are not entirely in linéhwgrevious research. Most of the
American reports disclose a responsibility to ogershe work of the auditor, but
disclosure regarding appointment and compensasidaund in less than half of the
reports. All reports mention the responsibility éasure the independence of the
auditor, but a conclusion as to whether the au@itbually is independent is not often
given (Pandit & Subrahmanyam, 2005; Pandit, et2006). In this thesis the last
finding applies to this category as a whole. Onlglve audit committees provide any
conclusion on the work they have performed relatingthe external auditor. To
increase the quality of the audit committee repbis is an area for improvement.

Information will give higher assurance to the ineeswhen it is not only stated
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whether for example the independence of the au@tassessed, but when he also

knows that the auditor is indeed found to be indepet.

Regarding items as independence and non-auditceervihere is also quite a
difference in what is reported about the work penied. Sometimes it is simply
mentioned that the committee should review indepeod or has reviewed it. Other
reports also mention which information is consideocg what constitutes non-audit

services. An example of such a report is that ajlémerican (p. 65).

It can also be noted that on all items except @nmunication (relating to how the
audit committee receives information from the aonjitdisclosure in the UK is better
than in France. Especially regarding the proceddogsnon-audit services and
whether separate meetings are held with the aydéporting in French companies is

low. Three French reports do not even include dribeitems of this category.

4.2.2.5 Internal auditor

Considering the internal auditor, the corporateegoance codes are less specific. In
the UK it is only mentioned that the audit comnat&hould review the work of the
internal auditor. In France, apart from this thdiaaommittee should also review the
internal audit plan. These are also the two itelnag are reported on the most as is
shown in table 5e. Compared to previous researcBdvygello et al. (2002), where
only 33% of the reports refer to it, reporting & taudit plan is high. In the former,
only 15% of the reports mention the review of tleef@rmance, compared to 73% in
this study. In the Carcello et al. study, only thqgercent of the audit committees
report to be responsible for the review of the petelence of the internal auditor,
which is in line with the four percent found in tloeirrent sample. Again, most
companies do not provide a conclusion about thekwloey performed in this area.
Overall disclosure is relatively low, with a highasore of five out of the eight items

included.

4.2.2.6 Financial reporting

This category contains five items relating to thergight of the financial reporting
process. On none of these items reporting is deathbg the corporate governance
codes. Still, all audit committees report to bepassible for the oversight of the

59

www.manaraa.com



financial reporting practices (table 5f). A highrgentage of audit committees also
reports to have reviewed the accounting principiesd, and mentions the review of
statements other than the annual financial stateméke the half-year or quarterly
results. In this case, French companies outshm&ftiglish. Carcello et al. (2002) and
Zabihollah et al. (2003) find a high level of refsothat mention that they discussed
the review of the financial statements with manageini40% and 97% respectively),
which is in contrast with the six reports includitige item in this study. This cannot
be explained by different regulations, because S&30 does not include any
requirements to report on financial reporting pas. What does cause the difference
is not clear. As in the previous two categoriesly an few companies provide a
conclusion on whether they believe that the finaneeporting practices of the
company are appropriate. Only one of these compaais® reports on the other four

items.

4.2.2.7 Internal control

As discussed in the literature review, only Carceli al. (2002) include the review of
internal controls in their research. They find th3%6 of the audit committees report
on this. The results in this research are muchenjgis is reported in table 5g. This is
not surprising, considering that both corporateegoance codes demand disclosure
on this item. Twelve audit committees provide aatosion on their review, which is

again a relatively low number.

4.2.2.8 Other responsibilities/authorities

This category contains some other tasks that bdlmtige audit committee, as well as
the authorities they have. Results can be foundabte 5h. Of these tasks risk
management is mentioned as an audit committee itasloth the French and the
English corporate governance code. The code frent also includes the overview
of the procedures with which employee complainéstandled as an audit committee
responsibility. In the U.S. there is no requiremiemtthe audit committee to review
risk management at the company, which could expldiyp Carcello et al. (2002) find

that none of the reports mention risk managememtpared to 91 reports in the
current sample. Audit committees in the U.S. shazddcern themselves with the

procedures for employee complaints, but here agaidisclosure is found (Pandit, et
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al., 2005), while almost half the companies in thissis report on it, mostly from the
UK.

On the authority items there is moderate disclgstiv@ugh companies should have
investigative authority in France and have accesalltinformation sources in both
countries. It is important to disclose this infotioa, because it shows to investors
that the audit committee is able to perform its yokthout any hindrance. Previous
research has not devoted much attention to thessesjtand the study of Carcello et al.
(2002) finds no or little disclosure in these aress compared to that sample,

disclosure is high.

4.2.2.9 Other

This last category includes items not discussegra@vious research. As can be seen
from table 5i many audit committees in the UK reéptwr have evaluated their
performance, only half of those committees alsoviples the conclusions of this
evaluation. In France only 18 committees reportaanevaluation, and one third of
these provide a conclusion. The absence of a ceindus a recurring pattern in the
results, and again it would be useful to providehsa conclusion. This can increase
the assurance to the investor that the audit comenédequately performs its duties.
Not disclosing this information might be seen asgm that performance is not up to
standard. Lastly, there are only few audit comnaittghich inform the investor about

how they receive the information they need to penftheir duties.

In general disclosure in this category greatly ematbetween companies. There are 28
companies that do not provide disclosure on anthege items, but also eleven that

disclose all three.

4.2 .3 Results disclosure index

The results for the complete disclosure index assgnted in table 6. In general it
seems that English companies disclose more thanclkre&eompanies. This is
confirmed by statistical analysis (p<0,0005; medfertnce=14,9). The maximum
score, which is achieved by one company only,ilsfat below the total number of

items that can be reported. Fortunately, the lowmimmim score of thirteen is an
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exception. Only seven companies have a disclostoee sbelow 20.

average score of 29 is still relatively low.

Table 6: Results disclosure index

However, an

Disclosure score
Minimum | Maximum | Median
Minimum | Maximum Total | relative relative relative
score score Median | items | score score score
UK 21 40 33 39,6% 75,5% 62,3%
France 13 38 24,5 53 24,5% 71, 7% 46,2%
Total 13 40 30 24,5% 75,5% 56,6%

4.2.4 Presentation of the information

To ensure the accessibility of the information gtpreferable that all information
relating to the audit committee is presented in @p®rt. In that case the reader does
not have to go through the entire annual repofinid the information he needs. Not
many companies present the information in such &. wdostly part of the
information is included in a separate section efc¢brporate governance report under
de heading ‘audit committee’, while the rest of thiormation is spread throughout

the report.

Only six companies include an audit committee repohich are all from the UK. A
report is said to include an audit committee repdrén there is a separate section in
the report that is addressed to the shareholdérsigned by the chairman of the audit
committee. This number is very low if you comparé¢oi the 41 English companies
that include a separate report from the remuneratommittee. The other 94
companies include a separate paragraph dedicatetthetcaudit committee. The
information contained in this paragraph usuallptes to the composition of the audit
committee, the meetings and the tasks they haverpexd. Information about the
selection and appointment of the audit committke, length of their appointments,
induction and training and their remuneration amsthy included elsewhere in the
report as a part of more general information whiglates to non-executive directors.
Regarding remuneration it is good to present thisrie place of the annual report so
comparison with compensation for members of othemmittees is possible.
However, reference to this information and wherait be found should still be made

in the audit committee report/paragraph, whichfisronot the case.
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The length of the main report or paragraph regartie audit committee also differs
significantly per company. The longest paragrapH,& pages in the report of the
Imperial Tobacco Group, while Next dedicates onBven lines to the audit
committee in its annual report. On average comgapresent one page with audit
committee information, with the UK being above (p&jes) and France below the
average (0,8 pages). It should be noted that lesgth indication of the quality of the
information. A concise report of one page whichludes all or most of the items
included in the disclosure index can be much mateable to an investor than a story
of five pages about everything the audit committ@s discussed, which does not
mention any of the other items. Research has madétempt to measure the quality
of the information, but mainly does this by lookiagthe quantity. Kent and Stewart
(2008) use the number of lines as a proxy for theity of information, Wallace et al
(1994) the number of words, with an additional revavhen the text contributes to
the understanding of the numbers in the finandetesents. Future research should

try to find better measures to examine the qualhityhe information presented.

As is also found by other studies (e.g. Pandit &@bmanyam, 2005; Pandit, et al.,
2005, 2006) the surveyability of the informationeatly varies. Sometimes it is

presented in just one section, while other repodstain subheadings and bullet
points. Again, whether a report is organized or cm¢s not tell anything about the
quality of the information. However, it increasée taccessibility of the information

to the investor, and is therefore something congsaishould concern themselves
with.

Pandit et al. (2006) and Zabihollah et al. (20083 that some, respectively many of
the audit committee reports (specific numbers ategiven) include a disclaimer. In
this sample only two companies, both from the Ui€Jude a disclaimer. Contrary to
what is found by the two studies mentioned, thaselalmers do not relate to the
audit committee itself, but to the internal conteylstem. The Tesco report states
referring to the internal control systeithshould be understood that such systems are
designed to provide reasonable, but not absolutgsumance against material
misstatement or loss(p. 25). This statement is applicable to the maércontrol
system in general, and not a specific mitigationthef responsibilities of the audit

committee.
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4.2.5 Conclusion

Considering the results presented above, it casobeluded that there is large variety
in audit committee reporting. Concerning the infation that is reported, the
disclosure scores for the separate categoriesr déignificantly. Relatively high
disclosure is found on the composition of the awditnmittee and their meetings.
There is low disclosure relating to selection apdaantment of the audit committee
members, the duties performed with respect to tiiernal auditor and the other
responsibilities and authorities of the audit cotteei. Furthermore, audit committees
might improve the value of their reports by notyoploviding information on the
tasks they have performed, but also on the cormisdhey draw from their work. In

general it is shown that reporting is higher in th€than in France.

More attention could also be given to how the infation is reported. In the reports
included in the sample too much information is agréhroughout the entire annual
report. It is advisable that this information igented in one separate section of the
report. If there are reasons to report it elsewhieshould be clearly stated where this
information can be found. Finally, in the audit cuittee report or section, attention
to the layout is important. These are all smallngjes that can greatly increase the

accessibility and quality of the information pros@lto the investor.
4.3 Regression analysis

4.3.1 Data

A multiple regression analysis is performed withe thelative disclosure score
(RELSCORE) as the dependent variable and ACSIZEINBEP, ACMEET,
ACREMUN, SIZE, LEV, OWN, LIST, AUDIT, INDUS1, INDUZ and COUNTRY

as independent variables. This leads to the follgwegression model:

RELDISCL =B, + B ;ACSIZE + B ,ACINDEP + B ;ACMEET + B JACREMUN +
B sSIZE +B 6LEV + B 7OWN + P gLIST + B 6AUDIT + B 1oINDUS1 +B 1,INDUS2 +
B 1,COUNTRY + e

One of the assumptions underlying multiple regm@ssinalysis is that the data should
be normally distributed. The continuous variableSSAZE, ACMEET, ACREMUN,
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SIZE, LEV and OWN are tested for this assumptiohe TKolmogorov-Smirnov
statistic is significant for all these variableshigh suggests violation of normality.
Examination of the histograms of these variablesval as the normal Q-Q plot
suggests that the data have a reasonably norniabdisn, except for SIZE, which is
therefore transformed into the natural logarithmaodél assets. The other variables are

included as previously specified.

For some of the variables outliers are detectedhdfvalue of a certain company
would be removed only for the variable where iamsoutlier, there will be a different
number of cases for each variable in the regres3ibis is not preferable. However,
removing all the cases from the sample which haveulier in one or more variables
would cause the sample to be reduced to 80 congaRigthermore, the sample
would be unbalanced, with 44 cases from Franceoalyd36 from the UK. Therefore,

it is chosen not to remove these outliers.

The data is also tested for multicollinearity. Qlues not want to include variables in
the equation that show very high correlation, beeathis is an indication that they
measure the same. The Pearson correlations arensinotable 7 and there are no
signs for multicollinearity, which would be indieat by correlations above 0,8 (Field,
2005). The variance inflation factor (VIF), whichaailld not be higher than 10 (Field,
2005), also gives no reason for concern, with aimam value of 3,6. The Tolerance
level (1/VIF) should preferably not be below 0,1e{#, 2005), which is not the case.
Both are reported in table 9.

Furthermore the normal P-P plot and the scattdrgsexamined. There are no signs

of heteroscedasticity.

To test for outliers the mahalanobis distances est@mined. The overall model
includes four outliers. The critical chi-squareuelffor twelve independent variables
and an alpha of 0,005 is 28,2995. Only one of tHese mahalanobis distances is
substantially higher than this critical value (?4,3herefore it is decided not to

remove these four outlier cases from the analysis.
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Table 7: Pearson rank correlations for the indepemntdand dependent variables

Relative
Disclosure | disclosure
ACSIZE | ACINDEP | ACMEET | ACREMUN | SIZE | LEV | LIST | OWN | AUDIT | INDUS1 | INDUS2 | COUNTRY score score
ACSIZE
ACINDEP | -0,064
ACMEET 0,102 -0,002
ACREMUN | 0,036 0,052 -0,007
SIZE 0,09 -0,125 0,114 0,001
LEV -0,043 -,249 0,026 -0,054 -0,08
LIST 197" -0,175 297" 247" 0,031 | 0,049
-0'03 A *k R ok
OWN 0,031 0,05 -0,07 363" | -0,05 | ,322
AUDIT -0,121 0,102 .215" 0,02 -0,05 | 0,028 | 0,133 | -0,166
0,073 -
INDUS1 -0,019 -0,11 -0,048 -0,19 | 0,015 | 0,176 | ,442" | -199
-0,032 -
INDUS2 0,063 231 0,15 0,171 | ,207" | 0,124 | -0,185 | 0,013 214"
COUNTRY | 0,036 0,138 -0,028 -0,083 429" | 0,11 | 293" | 0,756 | 221" | -0,531 288"
DiSC|Osure *k Kk Kk *k * *k
score 0,163 -0,112 -0,036 0,017 299" | -0,02 | 427" | -,473" | 0,189 | -,259 206 ,639
Relative
diSCIOSlJre *k Kk Kk *k * *k *k
score 0,163 -0,112 -0,036 0,017 299" | -0,02 | 427" | -,473" | 0,189 | -,259 ,206 ,639 1,000
* Correlation is significant at the 0,05 level (aHed).
** Correlation is significant at the 0,01 level (ailed).
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4.3.2 Results

This section discusses the results of the multigdgession analysis.

4.3.2.1 Model

Descriptive statistics for the dependent and inddpet variables are shown in table
8, the results of the multiple regression analgséspresented in table 9. Independent
t-tests show that there are differences in the ttat&rance and the UK. The mean
disclosure score is significantly lower (mean difece=14,9) for France than for the
UK. Ownership is much more concentrated in Frangigh a significant mean
difference of 57,9. The size variable also showsgaificant difference, indicating
that French companies on average are smaller thglsk. For audit committee size,
meetings and remuneration and for leverage theme difference in the sample. The
dummy variables are tested with a chi-square tesstifdependence. There is no
significant difference in the proportion of auddnemittees that is fully independent,
but significantly more companies from the UK arstdd on an American stock
exchange, have a Big Four auditor, or operate engds, oil or minerals industry.

More companies from France are holding companies.

From table 9 it can be seen that the regressioremsdignificant with an F-value of
7,623 (p<0,0005). R square is 0,513, but due tadlatively small sample size the
adjusted R square might be a better measure. Tifignglicates that the model
explains 44,5 percent of the variance in the dgale score. This result is comparable
to that of Schadewitz and Blevins (1998), who fardadjusted R square of 0,421 in
their research to identify factors influencing mte disclosures. This seems to be a
moderate result. Some studies report significalitlyer adjusted R squares (e.g. a
value of 0,19 in Gul and Leung (2004) and of 0,22Kent and Stewart (2008)).
Higher adjusted R squares are found by for exai@pleke (1989b) (0,66) and Cooke
(1992) (0,604).

4.3.2.2 Independent variables

All four audit committee variables in this studgansignificant. For audit committee

size (p=0,259) this finding is in line with preveliterature, which consistently finds
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Table 8: Dependent and independent variable stesist

Dummy
Standard Valueis | Valueis
Minimum Maximum Mean deviation Median 1 0
Relative UK 39,6% 75,4% 62,2% 0,65% 62,3% n/a n/a
disclosure | France 24,5% 71,7% 47,2% 0,99% 46,2% n/a n/a
score Total 24,5% 75,4% 54,7% 1,4% 56,6% n/a n/a
UK 3 7 4,08 1,03 4 n/a n/a
ACSIZE France 2 7 4,00 1,23 4 n/a n/a
Total 2 7 4,04 1,13 4 n/a n/a
UK 2 7 4,00 1,03 4 47* 3
ACINDEP France 1 5 2,74 1,16 3 15* 35
Total 1 7 3,37 1,26 3 62* 38
UK 3 13 4,98 2,06 4 n/a n/a
ACMEET France 2 13 5,10 2,33 4 n/a n/a
Total 2 13 5,04 2,19 4 n/a n/a
UK 0 30.145 4,276 6.867 0 n/a n/a
ACREMUN | France 0 40.000 5.482 7.809 2.588 n/a n/a
Total 0 40.000 4.879 7.341 0 n/a n/a
UK 7,8 16,2 11,4 2,5 10,4 n/a n/a
SIZE France 6,8 12,2 9,5 1,3 9,5 n/a n/a
Total 6,8 16,2 10,4 2,2 9,9 n/a n/a
UK 0,009 1,01 0,63 0,21 0,67 n/a n/a
LEV France 0,05 3,55 0,71 0,44 0,68 n/a n/a
Total 0,009 3,55 0,68 0,35 0,68 n/a n/a
UK n/a n/a n/a n/a n/a 14* 36
LIST France n/a n/a n/a n/a n/a 3* 47
Total n/a n/a n/a n/a n/a 17+ 83
UK 0 100 17,5 26,5 6,9 n/a n/a
OWN France 0 100 75,4 24,1 80,6 n/a n/a
Total 0 100 46,4 38,5 45,6 n/a n/a
UK n/a n/a n/a n/a n/a 49* 1
AUDIT France n/a n/a n/a n/a n/a 43* 7
Total n/a n/a n/a n/a n/a 92* 8
UK n/a n/a n/a n/a n/a 0* 50
INDUS1 France n/a n/a n/a n/a n/a 22% 28
Total n/a n/a n/a n/a n/a 22* 78
UK n/a n/a n/a n/a n/a 12* 38
INDUS2 France n/a n/a n/a n/a n/a 2% 48
Total n/a n/a n/a n/a n/a 14* 86
UK n/a n/a n/a n/a n/a 50* 0
COUNTRY | France n/a n/a n/a n/a n/a 0* 50
Total n/a n/a n/a n/a n/a 100 0

*The number of companies that have a fully indepebdudit committee, are listed on an Americanls®@hange, have a Big
Four auditor, are a holding company, operate in ¢fas, oil or mining industry, or are from the UKspectively. Companies that
do not posses a specific characteristic receivalaerof zero.
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Table 9: Multiple regression results

R square )
Adjusted R 445
square
Standard error 8,74658
F-value 7,623
Significance ,000
Unstandardized Standardized Collinearity
Coefficients Coefficients Statistics
Predicted Std.
sigh B Error Beta t Sig. Tolerance VIF
Constant 35,768 8,510 4,203 ,000
ACSIZE ? ,929 0,817 ,089 1,136 ,259 ,910 1,099
ACINDEP + ,027 2,000 ,001 ,014 ,989 ,812 1,232
ACMEET + -,683 476 -,127 -1,436 ,155 , 713 1,402
ACREMUN ? ,000 ,000 -,002 -,023 ,982 778 1,285
SIZE + 434 471 ,082 ,922 ,359 , 707 1,415
LEV ? 2,209 2,739 ,065 ,806 422 ,853 1,172
LIST + 9,299 2,904 ,299 3,202 ,002 ,643 1,556
OWN - ,032 ,038 ,106 ,857 ,394 ,368 2,716
AUDIT ? 1,417 3,536 ,033 401 ,690 ,831 1,203
INDUS1 ? 2,830 2,601 ,100 1,088 ,280 ,659 1,517
INDUS2 ? 1,746 2,885 ,052 ,605 547 ,763 1,310
COUNTRY + 14,681 3,329 ,628 4,410 ,000 276 3,622

insignificant results on this variable (e.g. Abbat al., 2004; Bédard, et al., 2004;
Krishnan, 2005; Vafeas, 2005). The positive signpiedicted, for a fully independent
audit committee is in line with findings by Abbat al. (2003a) and Ho Young and
Mande (2005). However, results in these studiessagsificant, the result in this

thesis is not (p=0,989). The contradicting resualtght be explained by the fact that
these studies were both conducted with a samphenadrican firms, and studied the
effects of audit committee characteristics on adels, which is a very different

dependent variable. Zhang et al. (2007) study malecontrol disclosures, which is
more closely related to the subject studied hereé aiso find an insignificant

relationship. The negative sign for audit committeeeting frequency is surprising as
studies consistently find a positive influence oéeting frequency on disclosure
levels (Bronson, et al., 2006; Kelton & Yang, 206&nt & Stewart, 2008). These

three studies find significant results, contraryhe results in this research (p=0,155).

A possible explanation could be that the dependmmiable used here is more
complex, consisting of 53 items, while for examfeonson et al. (2006) only
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examine the presence of a management report omahteontrol. Two working
papers find an influence for audit committee rematien (Bierstaker, et al., 2010;
Engel, et al., 2009), which is not supported by theults found in this thesis
(p=0,982).

4.3.2.3 Control variables

All the control variables have a positive sign, luging ownership for which a
negative relationship was predicted. This could de indication that the more
concentrated ownership is, the higher the demamddigclosure, contrasting the
negative relationship found in previous researct). @hau & Gray, 2002; Deumes &
Knechel, 2008; Lim, et al., 2007). However, the evahip variable is not significant
(p=0,394), as are most of the variables. Onlyngtstatus and country have a
significant influence on the dependent variablee Bignificant positive result for a
listing on an American stock exchange (p=0,002niéine with findings of Cooke
(1989b), Cooke (1992), and Inchausti (1997). Theulteis not surprising, since
companies that are also listed in the U.S. hawesnd comply with in their reporting,
and this is likely to reflect in their home countmgports. The finding also lends
support to the idea of Cooke (1989b, 1993) and Maagnd Pike (2005) that firms
that are internationally listed raise their levetasclosure to be able to attract foreign

capital.

The significant positive result for the country redte (p<0,0005) is in line with the
expectation that due to an overall stronger cotpogavernance system in the UK
(Heidrick & Struggles, 2009), companies from thisiotry will have higher levels of

disclosure.

Both country and listing status are demand vargbléhich could be an indication
that the market influences firms in their decisiosagarding reporting practices, and
that the firm structure (the supply variables)dss influential (Rainsbury, Bradbury,
& Steven, 2008).

The insignificant result for size (p=0,359) migle Bn indication that the costs of
disclosure are not that much larger for smallengiras is suggested by for example

Mangena and Pike (2005), or that firms are not \eamcerned about these costs.
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Also, concerns about political actions (Wallace, abét 1994) or a competitive
disadvantage related to more disclosure (Meek, l.et1895) might not be as

important.

Previous research finds mixed results on the infteeof a Big Four auditor. In this

thesis the result is insignificant (p=0,690). Thesult could partly be caused by the
fact that only eight of the firms in the sample &av non-Big Four auditor. Future

studies that have more variation on this variabghtfind different results.

Lastly, insignificant results are found for leveea(p=0,422), and the two industry
variables (p=0,280 and p=0,547).

4.3.2.4 Conclusion

The overall model presented in this thesis is figamt. Tests find that there is a
significant difference in the mean reporting scbedween France and the UK, and
therefore it is not strange that country is onetltd two variables that have a
significant impact on the disclosure score. Theeothariable is listing status. As
expected, when companies are also listed on theridamestock exchange, and have
to comply with certain disclosure rules for thistilng, this is reflected in their
statutory financial statements. None of the audmmittee variables is of significant
influence on the dependent variable, nor are compee, leverage, the presence of a
Big Four auditor, the concentration of ownershig @he two industry variables.
Therefore only hypothesis eight and twelve are ettpd. The results suggest that
outside factors are more important than the cotpogavernance structure of the

company, or its size.

The insignificance of most of the independent \@ea could partly be caused by the
relatively small sample size for a study that idels twelve independent variables.
Furthermore, it seems as if the country variabjgwa@s most of the variation. When
the analysis is repeated without this variable,itacmimmittee meeting frequency is
significant at the ten percent level, company siz¢he five percent level. However,
the explanatory value of the model considerablyekses (R square=0,413, adjusted

R square=0,340), which is a clear sign that thentgwariable should be included.
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4.4 Senditivity analysis
Apart from the variables studied in the above regjon, other factors might be of

influence on the model. Therefore, some additideats are performed to test the

robustness of the results.

When checking the data for normality it was fouhdttsome variables have outliers.
To prevent the sample from being reduced and baimgplanced these were not
removed. The influence of this decision is testgddbing a regression analysis
without the twenty cases that have an outlier ie on more of the variables. The
model fit increases (R square=0,555, adjusted Rureg,476, F=6,973, p<0,0005).
Without these outliers, the model explains 47,6cger of the variance in the
dependent variable as opposed to the 44,5 percetihe original model. Also,
meeting frequency and company size are now fountbetcsignificant at the ten
percent level (p=0,077 and p=0,092 respectivelygwever, the generalizability of
this model is questionable, due to the small samjde (80 cases) and the unequal

number of French and English companies included.

As was mentioned in the discussion of the restdts, outliers were also found in the
sample when conducting the regression analysisitamés decided not to remove
them. To test whether this decision has signifigamfluenced the results the

regression analysis is rerun without the casestiftezh as outliers. These are three
French companies, and one from the UK. The reslilghtly change, with a small

decrease in the model fit (R square=0,509, adjuftedquare=0,438, F=7,159,
p<0,0005).

In the regression it was chosen to take the r@aoore by dividing the total score by
the number of items in the disclosure index, indteapplying a weighted approach.
To test whether a weighted approach would yieldfferdnt result relative scores
have been computed for each category, which haat bleen combined into a total
score, each carrying the same weight. Using thsageh the overall model again has
less explanatory power than the model used intigisis (R square=0,483, adjusted R
square=0,411, F=6.766, p<0,0005). However, apamn fthe country and listing

variables, audit committee size is also significainthe five percent level (p=0,050).
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This is striking, considering the consistently gmficant results found in previous

research as discussed in the literature reviesoutd be that because the disclosure
score is more condensed with this approach, theehtwas become more sensitive to
the variations in this variable. The result fordinh companies has also changed. The

sign was positive, and is now negative. Howevexr Mriable is still insignificant.

In the literature two different measures are uswdatidit committee independence,
and results are inconclusive as to which is a beteasure. Kent and Stewart (2008)
for example use the percentage of independent mmsnde the audit committee,

while Bronson et al. (2006) examine the effect lbiralependent audit committees.
The last measure is used in this thesis. To expMrether there is any difference
between the two variables, the regression is reistmthe percentage of independent
audit committee members as variable for audit catemiindependence replacing the
original dummy variable. The model slightly imprevéR square=0,519, adjusted R
square=0,453, F=7,826, p<0,0005), but the indepe®evariable remains

insignificant. The sign does change from positigenegative. This would be an

indication that audit committee members who arateel to the company have a
positive influence on disclosure. This could be &xample because of a greater

knowledge of the practices of the company.

The companies in the sample are chosen based onntheket capitalization, to
reflect the interest of the shareholder. Therefbre would be a good proxy for the
size of the company as well. Just as for assets,ddta do not have a normal
distribution, therefore the natural logarithm of riket capitalization is taken. When
the regression is run with market capitalizatioragsroxy for size instead of assets,
the results do not change (R square=0,518, adjuBtesuare=0,452, F=7,795,
p<0,0005).

Lastly, some additional variables are includedhe tegression. The first is another
audit committee variable. In the current model auwdimmittee remuneration is
included. Often, the chair receives extra paymé&his extra payment in euros is
included as extra variable. The second is profitgbiPrevious research finds
evidence for a positive (e.g. Mangena & Pike, 2085)well as a negative (e.qg.

Inchausti, 1997) relationship. The relatively higlariance in profit number
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(min=-511.146, max=1.480.137) provides the posgbilo study this direction.
Furthermore, the sample provides the opportunitstaaly the influence of two extra
industry categories. The industries books, clothairinks/food, household products,
tobacco and one company from the cosmetic/pharmiaakindustry are combined
into a retail industry dummy, which contains 16 gamies. The other six companies
from cosmetic/pharmaceutical, together with thectetaics, industry and metals
industries are combined into a production industlynmy. Twelve companies are
included in this category.

Adding the four variables increases the model Rt gquare=0,569, adjusted R
square=0,480, F=6,429, p<0,0005), but none of tisesmgnificant. However, in this
new model audit committee meeting frequency isiBggnt at the ten percent level

(p=0,075). What causes this is not clear.

Adding one variable at the time shows that it is thairman remuneration variable
that causes this difference in the model. Whenctt@rman remuneration variable is
included instead of the audit committee remunematiariable this effect is not
visible. It therefore seems that remuneration & #udit committee chairman is a
variable that could be of importance, in combinatwith audit committee member

remuneration.

The above results show that the model exploredim thesis is quite robust. Still
there are two cases where a change in model¥isiBle. When applying a different
method to compute the dependent variable one esdrable (size of the audit
committee) becomes significant. Both approachese hétwir advantages and
disadvantages. Future research might be dedicatddrther explore the weighted
approach, and apply different weights to the caiegon the disclosure index.

Furthermore, research could examine the influeriche remuneration of the audit
committee chairman. The results of the above aealgsiggest that it is of influence

on audit committee disclosure practices.
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5. Discussion

5.1 Conclusion

The aim of this thesis was to answer the questidhat information do audit
committees of UK and French companies include eirtannual report and what
factors influence the extent of audit committeeorépg?”. To answer this question,
information from corporate governance codes, previdgerature and reports like that
of the BRC (1999) are combined in one disclosum@exn The disclosure index
applied includes 53 items which are divided intmenicategories relating to the
selection and appointment, composition, meetingd, tasks of the audit committee.
Furthermore, variables are identified that can bamftuence on the disclosure score
of a company. These variables relate to the awdiingittee, the company’s board,
company characteristics and the external auditor.

A descriptive analysis of the separate items ofdiselosure index shows that the
level of reporting on items relating to the compiosi of the committee and their
meetings is relatively high. This is in line witlet findings of Carcello et al.
(Carcello, et al., 2002). It should be noted tlwaitdome items a score of 100% is not
surprising, because companies that did not repothese items where excluded from
the sample. This practice was applied to ensurangpke of 100 companies for the

regression analysis.

Low levels of disclosure are found on other itefgr example those relating to the
internal auditor and other audit committee respulises and authorities, as the

responsibility to consider the procedure for empgomplaints or compliance with

the code of ethics, and the authority to inveséigasues the audit committee deems
important. Still results are generally higher th@aprevious research (e.g. Carcello, et
al., 2002; Pandit, et al., 2005).

One finding that is particularly striking is thectathat hardly any conclusions are
provided on the work performed by the audit comeeittSurely, the audit committee
mainly has the responsibility to examine certasues and report on them to the
board. However, the ultimate goal of this pracig#o increase the investor’s trust in
the information presented in the annual report. réloee, audit committee

information is also reported in this annual repdtst describing the tasks the audit
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committee has performed might not fully bring thgsurance. Knowing that the audit
committee has concluded that the external audsténdependent for example, has a

greater chance of doing this. This could certalpdyan area for improvement.

Improvements can also be made in the presentatitire anformation. In general only
a small part of the information is concentratedoime part of the annual report. A
separate report addressed to the shareholder gnédsiby the audit committee
chairman is the most preferable way to presenirtioemation. Only six companies in
this sample present such a report, all from the WKe length of the paragraphs
dedicated to the audit committee also varies cenaldy per company. Of course,
length is not an indicator of quality. However, someports only include ten lines,
which surely is not sufficient to cover even hdltlee items included in the disclosure
index. This variety in length is in line with preus audit committee reporting
literature, as well as the finding that the sunéyty of the information is different

for every report (e.g. Pandit & Subrahmanyam, 208%ndit, et al., 2006).

Contradictory to findings by Pandit et al. (200@d&Zabihollah et al. (2003) hardly

any of the audit committees includes a disclaimer.

The results also show that, in general, compama@s the UK provide higher levels
of disclosure than French companies. It is theesfoot surprising that country is
found to be a significant variable in the regressoalysis. This analysis is conducted
with the relative disclosure scores (total scoreddid by total possible items (being
53)) as dependent variable and the independenablasi audit committee size,
meeting frequency, independence and remunerat@npany size, leverage, auditor,
two industry variables, listing status and couniiyo of the variables are found to be
significant. First, a company that has a listingasnAmerican stock exchange has a
higher disclosure score than a company that is Tlas result provides support to
hypothesis eight, and is in line with previous egsh that finds a positive relationship
between a cross-listing and voluntary disclosuractices (e.g. Cooke, 1992;
Inchausti, 1997). It also lends support to the ideat firms with a cross-listing
provide information in their home-country reportaththey are legally required to
publish in their U.S. reports. Second, as mentipnedntry is of significant influence.
Companies from the UK provide a higher level ofcltisure, as was predicted.

Therefore hypothesis twelve also finds support.
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Sensitivity analyses show that the model appliethidy robust. One question that
arises from these analyses is whether it might éigebto use a weighted index,
instead of the unweighted one employed in thisishéarthermore, the remuneration
of the audit committee chair might be of influerae disclosure results. These are

both items that should receive attention in futasearch.

Overall it can be concluded that audit committgeoreéng practices of companies in
the UK and France provide quite some room for inapnoent. In the UK this is

somewhat less than in France. These results anedaration that there might be a
wide variety in the quality of disclosure through&urope. It is important that more
research is done in this area, to make companiaseativat they should turn op their
game with respect to audit committee reporting. édoly this will ensure that in the

future the full benefits of the presence of audimmittees in companies can be

enjoyed.
5.2 Implications

5.2.1 Theoretical implications

This thesis adds to the existing academic liteeatnrseveral ways. First, it combines
information from corporate governance codes, previdgerature and reports like that
of the BRC (1999) into one disclosure index whickasures the extent of audit
committee disclosure in a sample of 100 companiesherefore gives a more
complete overview of the status quo of audit cortemitreporting than existing

studies.

Second, whereas previous research has studiedingppractices in the U.S., where a
legal system applies, this study focuses on theemvofuntary context provided in
France and the UK. This provides an environmentliich one can examine which

information audit committees choose to presentvestors.

Lastly, previous research has been mainly deseeipti nature. This thesis applies
variables studied in other voluntary disclosureréture in a regression analysis to

study their effects on disclosure. It therewithedity adds to the existing voluntary
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disclosure literature, and provides evidence aswhether factors that influence
voluntary reporting on for example internal contralso affect audit committee

reporting practices.

5.2.2 Practical implications

The findings of this thesis can be of value to batflit committees and investors.
Audit committees can use the results to benchnteek practices in two ways. First,
the disclosure index gives an overview of issued #udit committees could be
concerned with. Therefore, it can be used as ashasidecide where the audit
committee should direct its attention to. Secohd,dudit committee can compare its
own reporting practices with the average foundhis thesis to see whether it is
performing above or below average, and whetharitimprove its reporting practices

considering the specific characteristics of the pany.

An investor can use the findings of this thesisfdon his expectations about the
performance of a particular audit committee anditii@mation the audit committee

will publish.

5.3 Limitations

The study conducted in this thesis is subject taestimitations. First, the sample of
100 companies is relatively small, especially foregression that includes twelve
independent variables. Also, in the French samplany companies have to be
excluded because their reports do not includehallnecessary information. A t-test
has shown that the excluded part of the sampléfisigntly differs from the sample

that is included. Therefore, there is an upward imthe disclosure score for the

French companies.

A further limitation is posed by the scoring of iheex. Scoring for some of the items
is subjective and it is only done by one persorerEthough the scoring has been done
with care, this fact reduces the reliability of gemple. Furthermore, the scoring only
takes into account whether a certain item is ptesenot. However, the quality of the

information can substantially differ and this id saptured by the index.
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5.4 Futureresearch

The disclosure index provided in this thesis igrst fittempt to capture the necessary
disclosure for an audit committee in one index i@mine the detail of audit
committee disclosure by European companies. Futessarch could examine
whether this index is complete, and whether soramst should receive a higher
weighting than others.

Also this thesis does not examine the extent obntepy, which can vary greatly
among companies. According to Pandit et al. (200&)e are broadly three categories
audit committees can fall in: committees (1) rejpgrtsignificantly more than the
minimum, (2) reporting only the bare minimum (3poeting a reasonable amount of
information. Future research could examine whettierse differences are also
prominent in Europe. An attempt to capture thelle¥eletail has already been made
by Kent and Stewart (2008) and Wallace and Nasg®95}lwho measure the number
of sentences and number of words respectively. Mewdength of the text might not
be a reliable indication of the quality, and therefother possible measures should be

explored.

Research should also include the investor in theystt should be examined which
information the investor demands and in how far panies meet these needs. The
detail of the information is also important in thigsspect. One should consider
whether a complete description of what the audmmatee has done during the year
is necessary, or if a simple reference to the talgseribed in the audit committee
charter, with additional explanation where needdtsuffice. Also, attention should

be given as to how the information is presentdokteasily accessible to the reader.

Furthermore, this thesis is one of the first tadgtaudit committee reporting in the
more voluntary European environment. Future reteasbould dedicate more
attention to the differences in reporting in Eumpecountries and the reasons
underlying them. Also the advantages and disadgastaof this voluntary

environment for this specific reporting area shcdagdexamined.
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Moreover, many studies focus on only one year.ightnbe interesting to see whether
disclosure changes over the years, for example &bdit committee members serve

on the audit committee for a longer period.

Lastly, as stated before, Carcello et al. (2002) that there is a difference between
what is stated in the audit committee charter shatit committees should be doing,

and what they report that they have been doingrefbee, research should also focus
on how the results found in this thesis relaten®results one could expect based on

the charters of these audit committees.
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Appendix A: Disclosureitems

1. Selection & appointment

1.1 Reference is made to the procedure for setpamd/or appointing audit
committee members

1.2 Reference is made to the date of appointnoethiet audit committee

1.3 Reference is made to the length of appointftnenénding date of the
appointment

1.4 Reference is made to the audit committee aharte

1.5 Reference is made to the (periodical) revigidaptation of the audit
committee charter

1.6 Reference is made to induction and traininthefaudit committee members

2. Composition
2.1 The number of audit committee members is tedor
2.2 It is reported who is the chairman of the atadmmittee
2.3 The names of the audit committee membersepated
2.4 1t is reported whether one or more membersaependent
2.5 It is reported whether one or more members llae relevant expertise
2.6 It is reported whether one or more members dirgancial expert or an
equivalent under the code applicable
2.7 Positions held by audit committee memberseotompanies are reported
2.8 The remuneration of the members of the awnfitroittee is reported

3. Meetings
3.1 The number of meetings held during the yeezpsrted
3.2 Reference is made to the issues discussedydhemmeetings
3.3 It is reported how many meetings were attergegach committee member
3.4 It is reported which other parties usuallyradtbave attended the audit
committee meetings

4. External auditor

4.1 It is reported that the audit committee is oesible for the appointment of the
external auditor

4.2 It is reported that the audit committee is oesible for ensuring the
independence of the external auditor

4.3 It is reported that the audit committee is oesjible for the review of the
external audit plan

4.4 1t is reported that the audit committee is oesible for reviewing the
compensation paid to the external auditor

4.5 It is reported that the audit committee hasgmeroved certain non-audit
activities or has a policy for approving non-awatitivities

4.6 It is reported how the communication betweenaidit committee and the
external auditor is organized

4.7 It is reported that the audit committee hastimge with the external auditor
without management being present

4.8 It is reported that the audit committee is oesible for the overview of the
external auditors work
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4.9 It is reported that the audit committee is oasible for evaluating the
expertise of the auditor
4.10 Conclusions about the review of (some of)témas 4.1-4.9 are reported

5. Internal auditor

5.1 It is reported that the audit committee revi¢hesinternal audit plan

5.2 It is reported that the audit committee revidhesresource requirements of the
internal audit department

5.3 It is reported that the audit committee is oesjible for the appointment of the
head of the internal audit department

5.4 1t is reported that the audit committee hastinge with the internal auditor
without management being present

5.5 It is reported that the audit committee is oesible for the overview of the
performance of the internal audit department

5.6 It is reported how the communication betweenaihdit committee and the
external auditor is organized

5.7 It is reported that the audit committee revi¢hesindependence of the internal
audit department

5.8 Conclusions about the review of (some of) tems 5.1-5.6 are reported

6. Financial reporting

6.1 It is reported that the audit committee is oesible for the oversight of the
company’s financial reporting practices

6.2 It is reported that the audit committee is oesjible for the review of the
accounting principles applied

6.3 It is reported that the audit committee reviand discusses the audited
financial statements with management

6.4 It is reported that the audit committee revistagements other than the annual
financial statements

6.5 The audit committee reports a conclusion abmiteview of the financial
statements

7. Internal control
7.1 It is reported that the audit committee masitbe internal control process
7.2 The audit committee reports a conclusion atmiteview of the internal
control process

8. Other audit committee responsibilities/authesiti

8.1 It is reported that the audit committee haslesthed a procedure for
processing complaints received from employees digginternal control,
accounting and auditing matters/the audit committeeitors compliance to
these procedures

8.2 It is reported that the audit committee is oesble for the overview of the
company’s risk management

8.3 It is reported that the audit committee mositmempliance with a code of
ethics

8.4 It is reported that the audit committee mositwsmpliance with legal and
regulatory requirements

8.5 It is reported that the audit committee hasatht@ority to investigate any
matter

87

www.manaraa.com



8.6 It is reported that the audit committee haspibesibility to consult inside and
outside sources whenever necessary to fulfill uttsed

8.7 It is reported that the chairperson of the tacmiinmittee reports to the
(Supervisory) Board on the work of the committeeaaegular basis

9. Other
9.1 It is reported that the audit committee or hapbrgan in the company has
evaluated the performance of the audit committee
9.2 The conclusion of the evaluation of the perfamoe of the audit committee is
reported.
9.3 It is reported how and when the audit commiteaeives the information it
needs to perform its duties
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Appendix B: Companiesincluded in the sample

B.1 UK companiesincluded in the sample

Market
Capitalization

Company 2008 (milGPB)
1 | BHP Billiton Plc 3.540.181,01
2 | BP Plc 112.952,94
3 | Glaxosmithkline Plc 71.514,06
4 | Vodafone Group Plc 69.331,81
5 | Royal Dutch Shell Plc 68.259,66
6 | Astrazeneca Plc 41.703,21
7 | British American Tobacco Plc 36.906,53
8 | BG Group Plc 32.890,52
9 [ Tesco Plc 29.329,45
10 | Diageo Plc 25.629,01
11 | Anglo American Plc 20.996,10
12 | \mperial Tobacco Group Plc 19.927,04
13 | Reckitt Benckiser Group Plc 19.111,32
14 | sabmiller Pic 17.692,26
15 | Rio Tinto PIc 15.276,79
16 | National Grid Plc 13.998,82
17 ] Centrica Plc 13.955,92
18 | Bae Systems Plc 13.647,36
19 | Scottish and Southern Energy Plc 10.957,07
20 | British Sky Broadcasting Group Plc 9.673,81
21 | WM Morrisson Supermarkets Plc 7.913,41
22 | Compass Group Plc 7.036,42
23 | BT Group Plc 6.518,54
24 | Rolls-Royce Group Plc 6.315,49
25 | Associated British Foods Plc 6.133,52
26 | Tanjong Plc 6.061,56
27 | Reed Elsevier Plc 5.992,32
28 | J Sainsbury Plc 5.890,97
29 | Pearson Plc 5.328,44
30 | Marks and Spencer Group Plc 5.026,61
31 | Tullow Oil Plc 4.870,61
32 [ Smiths Group Plc 4.741,55
33 | The Capita Group Plc 4.667,21
34 | Eurasion Natural Resources Corporation Plc 4.365,16
35 | Antofagasta Plc 4.308,92
36 | Smith & Nephew Plc 3.977,42
37 | Lonmin PIc 3.880,20
38 [ International Power Plc 3.848,12
39 [ Kingfisher Plc 3.649,73
40 | United Utilities Group Plc 3.597,89
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41 | Land Securities Group Plc 3.557,88
42 | The Sage Group Plc 2.789,18
43 | Cairn Energy Plc 2.703,14
44 | Tui Travel Plc 2.629,04
45 | Wolseley Plc 2.627,82
46 | Next Plc 2.578,26
47 | cobham Plc 2.398,51
48 | Thomas Cook Plc 2.342,81
49 | severn Trent Plc 2.331,48
50 [ Templeton Emerging Markets Investment Trust Plc 1.792,80
B.2 UK companies excluded from the sample
Market

Capitalization

Company 2008 (milGPB)
1 | Unilever 20.504,90
2 | Xstrata 6.257,07
3 | Carnival 2.927,81
B.3 France companiesincluded in the sample
Market

Capitalization

Company 2008 (milEUR)
1| Total SA 92.232,36
2 | GDF Suez (GDF) 77.463,02
3 | Electricité De France (E.D.F.) 75.620,10
4 | France Telecom 52.182,40
S | L'Oreal 37.530,32
6 | Vivendi 27.224,07
7 | Danone 22.185,98
8 | Schneider Electric SA 13.112,22
9 | Compagnie de Saint Gobain 12.852,18
10 | Alstom 11.190,56
11 | Hermes International 10.548,45
12 | veolia Environnement 10.490,31
13 | Lafarge 8.456,05
14 | Christian Dior SA 7.314,51
15 | sodexo 7.279,44
16 | Essilor International Compagnie Generale D'optique 7.074,29
17 | Thales 5.916,30
18 | Suez Environnement Company 5.900,87
19 | PPR 5.897,48
20 | Vinci (SGE) 5.543,40

90

www.manaraa.com



Market
Capitalization

Company 2008 (milEUR)
21 | Michelin 5.447,32
22 | Casino Guichard Perrachon 5.293,76
23 | Renault 5.285,58
24 | vallourec 4.356,89
25 | Eutelsat Communications 4.041,10
26 | safran 4.017,66
27 | Cap Gemini 3.971,04
28 | Dassault Systemes 3.825,64
29 | Lagardere SCA 3.802,87
30 | Eramet 3.608,41
31 | Legrand 3.590,05
32 | publicis Groupe 3.576,80
33 | Gecina 3.099,70
34 | |cade (E.M.G.P.) 2.927,05
35 | pPeugeot 2.843,69
36 | JcDecaux 2.742,88
37 | Technip 2.381,86
38 | Ipsen 2.352,37
39 | Television Francaise 1 2.228,01
40 | Ciments Francais 2.216,54
41 | Imerys 2.052,24
42 | Air France-KLM 2.011,47
43 | pagesjaunes Groupe 1.972,93
44 | Neopost SA 1.965,13
45 | EDF Energies Nouvelles 1.958,60
46 | Eurazeo 1.855,19
47 | Metropoles Television M6 1.785,38
48 | wendel 1.782,98
49 | Mercialys 1.702,15
50 | Rexel 1.218,27
B.4 France companies excluded from the sample
Market

Capitalization

Company 2008 (milEUR)
1 | Sanofi Aventis 59.705,47
2 | LVMH-Moet Hennessy Louis Vuitton (LVMH) 23.404,31
3 | Carrefour 19.398,92
4 | Pernod Ricard 11.602,25
5 | Bouygues 9.841,81
6 | Accor 7.878,08
7 | L'air liquide SA 5.922,92
8 | Autoroutes Paris Rhin-Rhone 5.623,65

91

www.manaraa.com



Market
Capitalization

Company 2008 (milEUR)

9 | Aeroports de Paris (A.D.P.) 4.788,70
10 | Colas 4.621,63
11 | Dassault Aviation 4.070,61
12 | Alcatel-Lucent 3.552,67
13 | Eiffage 3.422,47
14 | lliad 3.357,40

Bureau Veritas Registre Internat Classification

15 [ Navires Aeronefs 3.108,51
16 | Klepierre 2.908,75
17 | Biomerieux 2.367,22
18 | Bollore 2.099,60
19 | Fonciere des Regions 2.013,03
20 | BIC SA 1.998,20
21 | Zodiac Aerospace 1.907,30
22 | Vicat 1.679,26
23 | CIE Generale de Geophysique Veritas 1.596,40
24 | F Marc de Lacharriere Fimalac SA 1.346,24
25 | Ubisoft Entertainment SA 1.285,25
26 | Atos Origin 1.248,94
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