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ABSTRACT 
 

In this paper, I examine the relationship between audit committee compensation and aggressive 
accounting practices. My two proxies for aggressive accounting are an accrual-based measure 
from Givoly and Hayn (2000) and a market to book ratio method from Beaver and Ryan (2000). 
I sample 64 technology firms and 50 manufacturing firms from the S&P1500. I find a 
significantly negative relationship between audit committee compensation and aggressive 
accounting practices. I also find that the relationship between audit committee compensation and 
aggressive accounting did not change after the implementation of the Sarbanes Oxley Act of 
2002. This is consistent with prior literature indicating Sarbanes Oxley did not have a 
considerable impact on aggressive accounting practices. When audit committee compensation is 
segmented into a cash component and an equity component, I find that the equity component is 
the main driver of the negative relationship between audit committee compensation and 
aggressive accounting practices, and the cash component is not statistically significant. 
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 On July 30, 2002, former President George W. Bush signed the Sarbanes Oxley Act of 

2002, also known as the Public Company Accounting Reform and Investor Protection Act of 

2002. The Act, which was largely in response to the accounting scandals of Enron, WorldCom, 

and Tyco International, is designed to increase investor confidence and provide more 

independence in the auditing process. The Act also redefines the role of a public company’s audit 

committee to ensure greater oversight of the financial reporting process. 

 The Sarbanes Oxley Act mandates independence and expertise requirements of audit 

committee members that had been previously suggested but not enforced by the Blue Ribbon 

Committee of 1999. The first requirement is that all audit committee members be independent or 

“outside” directors, which is defined as receiving no other compensation for services other than 

their capacity as audit committee members and members of the Board of Directors. The second 

requirement is that at least one member of the audit committee be a “financial expert,” which is 

defined as someone who is familiar with GAAP, financial statement preparation, and accounting 

principles relating to estimations, accruals, and reserves. The Sarbanes Oxley Act also mandates 

three specific responsibilities for audit committees. Specifically, Sarbanes Oxley tasks audit 

committees with the appointment, compensation, and oversight of the issuer’s public accounting 

firm. Secondly, Sarbanes Oxley mandates that the audit committee is responsible for the 

resolution of any disagreements between management and the auditor regarding financial 

reporting. Finally, Sarbanes Oxley requires the audit committee to implement a mechanism for 

the receipt, retention, and treatment of complaints regarding internal accounting controls and 

questionable accounting or auditing matters. By mandating these requirements and 

responsibilities, the Sarbanes Oxley Act arguably serves to ensure greater financial reporting 

oversight and scrutiny in the auditing process, beginning with the audit committee. 
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 Engel, Hayes, and Wang (2008) analyzes the relationship between audit committee 

compensation and the demand for monitoring in the financial reporting process. One proxy for 

this demand is “the impact of the regulatory requirements of Sarbanes Oxley,” stemming from 

increased investor scrutiny. Engel et. al. (2008) finds that audit committee compensation is 

positively related to this impact of regulatory requirements of the Sarbanes Oxley Act, which in 

turn, shows an increase in the overall level of audit committee compensation since the 

implementation of the Sarbanes Oxley Act. The primary reason of this compensation increase is 

intuitive: an increase in the requirements and responsibilities of audit committee members, as a 

result of greater investor scrutiny and director accountability, would increase the risk for those 

committee members who continue to serve on the board after the implementation of Sarbanes 

Oxley. This increase in risk would, in turn, drive up the compensation offered to those audit 

committee members.  

 It is important to note the motivations behind the increase in investor scrutiny and, more 

generally, the Sarbanes Oxley Act of 2002. These motivations stem from several large 

accounting scandals starting in 2001 with Enron Corporation. Before its accounting scandal and 

subsequent bankruptcy in 2001, Enron was one of the world’s leading energy companies, with 

segments in electricity, natural gas, paper, and communications and revenues in 2000 of $101 

billion. Under Enron’s CEO, Jeffrey Skilling, Enron adopted two very aggressive accounting 

procedures. The first was the use of special-purpose entities (SPEs) to hide millions of dollars of 

losses and debt from Enron’s financial statements. The second was mark to market accounting, 

which allowed Enron to recognize anticipated future revenues in the current year. As the scandal 

unraveled and Enron’s true financial position was revealed, its stock price fell from $42.00 a 
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share to pennies on the dollar in a 3-month period, causing investors and employees to lose 

billions of dollars.  

 Another large accounting scandal occurred in 2002 with WorldCom, an American 

telecommunications company that was, at one point, the U.S.’s second-largest long distance 

phone company. In 2001, after a failed merger with Sprint, WorldCom’s stock price began to 

decline. At this time, WorldCom’s CEO, Bernard Ebbers, borrowed $400 million from the 

company to cover his margin calls. Under the direction of WorldCom’s CFO, WorldCom 

approved two aggressive accounting methods to conceal WorldCom’s decline in earnings and 

financial growth. The first was the capitalization of “line costs,” expenses with other 

telecommunications companies, and the second, the booking of fraudulent revenues. These 

accounting methods served to inflate WorldCom’s total assets and profits by $11 billion, and 

when the fraud was discovered, WorldCom was forced to file for bankruptcy. 

 These accounting scandals cost U.S. investors and employees of these firms billions of 

dollars and angered the American public. In an effort to ensure greater accountability and 

financial statement transparency and restore public confidence in auditing, the U.S. Congress 

passed the Sarbanes Oxley Act of 2002. For the purposes of this paper, I define “aggressive 

accounting practices,” synonymous with “aggressive earnings management,” using proxies from 

Ahmed and Duellman (2008). Specifically, these proxies include an accrual-based measure and a 

market to book ratio measure. 

 This paper examines the relationship between audit committee compensation and 

aggressive accounting practices. Specifically, I address the following questions: 
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1.  Was there an overall decrease in aggressive accounting practices after the implementation of 

the Sarbanes Oxley Act?  

The intention of the Sarbanes Oxley Act is to provide guidelines for greater financial 

reporting oversight, in an effort to prevent misleading accounting information and aggressive 

earnings management. Engel et. al. (2008) notes the demand of monitoring in the financial 

reporting process is high when a firm has complex business operations and the likeliness of 

misstatement is high. This is intensified during times of increased investor scrutiny, including 

the time period after Sarbanes Oxley was implemented. It is likely that this increase in the 

demand for monitoring in the financial reporting process would also impact how firms 

manage earnings. I expect to find that the overall level of aggressive accounting practices 

decreased after the implementation of the Sarbanes Oxley Act. 

. 

2. Is there a negative association between audit committee compensation and aggressive 

accounting practices? 

Engel et al. (2008) finds that the total level of audit committee compensation rose after 

the implementation of Sarbanes Oxley. This is due to the increased risk and 

accountability placed on audit committee members after the implementation of the Act. I 

expect to find a negative association between these audit committee compensation and 

aggressive accounting practices. It is likely that the more an audit committee member is 

compensated, the more pressure they will face in preparing their firm’s financial 

statements in compliance with GAAP and the Securities and Exchange Commission’s 

guidelines. This will results in les aggressive accounting practices. 
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3. Is the association stronger after the implementation of the Sarbanes Oxley Act?  

I expect to find the negative relationship between audit committee compensation and 

aggressive accounting practices to hold for a majority of firms after the implementation 

of Sarbanes Oxley. Given the overall increase in compensation, it is likely that the 

increased investor scrutiny after the implementation of Sarbanes Oxley would strengthen 

the way these variables interact, specifically for firms who had lower-than-average 

compensated audit committees.  

 

4. To what degree did audit committee compensation and aggressive accounting practices 

change after the implementation of the Act? 

This question is especially important because it will address the extent to which these two 

variables interact, and therefore change, with one another. I expect to find that audit 

committees with lower-than-industry-standard compensation before Sarbanes Oxley to 

have a greater degree of change in compensation and aggressive earnings management 

after the implementation of the Act than firms whose audit committees had average or 

higher-than-industry-standard before the implementation of the Act. 

 

After sampling 64 technology firms and 50 manufacturing firms from the S&P 1500, I find a 

significantly negative relationship between audit committee compensation and aggressive 

accounting practices. Using an interaction variable, I also find that the negative relationship 

between audit committee compensation and aggressive accounting practices did not change after 

the implementation of Sarbanes Oxley. Additionally, after segmenting out audit committee 

compensation into a cash component and an equity component, I find that the equity component 
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is the main driver of the negative relationship between audit committee compensation and 

aggressive earnings management. 

 This paper extends prior literature concerning audit committees and their compensation. 

Specifically, this paper provides further insight on how audit committees function as a result of 

their compensation mix and overall level of compensation. This paper also extends prior 

literature in determining and evaluating proxies for aggressive accounting practices. Finally, this 

paper supports a growing number of papers addressing Sarbanes Oxley’s ineffectiveness in 

mitigating aggressive accounting practices. 

 The remainder of this paper is organized as follows: in Section 2, I provide a more 

detailed review of the Sarbanes Oxley Act, related prior literature, and hypothesis development. I 

discuss sample collection and research methodology in Section 3. Empirical results are provided 

in Section 4. The paper is concluded in Section 5. 

 
Section II: Related Research and Hypothesis Development 
 

Background: The Sarbanes Oxley Act of 2002 

 The Sarbanes Oxley Act of 2002 (SOX) consists of eleven different titles, several of 

which have significantly impacted how audit committees function. Title I establishes the Public 

Company Accounting Oversight Board (PCAOB), which is a centralized board assembled by the 

Securities and Exchange Commission (SEC). The PCAOB is responsible for registering auditors 

and mandating specific audit policies and procedures, including Generally Accepted Auditing 

Standards (GASS) and Financial Accounting Standards (FAS). Title I also charges the PCAOB 

with investigating auditor conduct and enforcing compliance with the other titles in Sarbanes 

Oxley. By establishing the PCAOB, Title I provides a mechanism for the regulation of auditors 
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and their conduct. These regulations are intended to serve as an important step in reestablishing 

the public’s confidence in auditors. This establishment of an oversight board has also increased 

the level of scrutiny in the auditing process, beginning first with the audit committee. 

 Title II establishes greater auditor independence and limits conflicts of interest. 

Specifically, the regulation requires audit partner rotation, new auditor approval procedure, and 

limits the non-audit services an auditor may provide to the company they are auditing. In an 

effort to enable more transparent financial reporting, Section 203 of Title II requires public 

accounting firms to rotate a client’s audit engagement partner every five years. This is to ensure 

increased monitoring in the financial reporting process, and alleviates pressures engagement 

partners might feel to appease their clients. In a further effort to limit conflict of interests, 

Section 206 of Title II disallows public accounting firms from performing audits on firms whose 

senior officials were once employed by that public accounting firm. This is designed to prevent 

potentially collusive or negligent activities that may arise between a public company and the 

firm’s auditors. Finally, Section 201 of Title II prohibits public accounting firms from providing 

certain non-audit services to their audit clients. Specifically, Section 201 prohibits public 

accounting firms from providing financial information system design, valuation or investment 

services, human resources services, and internal audit outsourcing services to their external audit 

clients. This statute is designed to ameliorate the two main concerns discussed previously. First, 

it prevents potentially collusive or negligent activities between a public company and its auditor 

by having a third-party source performing internal tasks. Secondly, it serves to limit firm 

pressure on audit partners to appease or retain large-contract clients by limiting the types of 

services an audit firm may provide and receive compensation for.  
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 Title II also requires auditors to prepare a timely report for audit committee members 

detailing all critical accounting policies used and all alternate treatments of financial information 

within GAAP that have been discussed with management. Although many public accounting 

firms required their auditors to prepare this report before the implementation of Sarbanes Oxley, 

by establishing this report, Title II has put increased pressure on audit committee members to 

understand accounting principles to ensure proper treatment and disclosure of financial 

information.  

 Title III known as the Corporate Responsibility Title, mandates the requirements for audit 

committee members, which had been previously suggested but not enforced by the Blue Ribbon 

Committee in 19991. The requirements of Title III are twofold. First, audit committee members 

must be independent or “outside” directors. Independent is defined as meaning that audit 

committee members may receive no other compensation for services other than their capacity as 

audit committee members and/or as members of the Board of Directors. The second requirement 

is that at least one member of the audit committee be a “financial expert” which is defined as 

someone who is familiar with GAAP, financial statement preparation and disclosures, and 

accounting principles relating to estimations, accruals, and reserves. These requirements were 

designed for two primary goals. First, they mitigate potential conflict of interest an audit 

committee member may have if they were an inside director, who would have a greater financial 

stake in the company’s stock price. Secondly, these requirements ensure audit committee 

members, who are responsible for their firm’s financial statement and disclosure, are 

knowledgeable of how financial information is prepared. 

                                                 
1 The Blue Ribbon Committee issues a report in September of 1999 entitled “Improving the Effectiveness of 
Corporate Audit Committees.” The report recommended all audit committee members be independent directors and 
established an audit committee charter listing the main responsibilities for an effective audit committee. 
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 It is also important to note that Title III redefined the role of an audit committee to 

include greater internal control evaluation, and greater financial oversight. Title III mandates 

three specific responsibilities for audit committees: (1) the appointment, compensation, and 

oversight of the issuer’s public accounting firm, (2) the resolution of any disagreements between 

management and the auditor regarding financial reporting, and (3) the implementation of a 

mechanism for the receipt, retention, and treatment of complaints regarding internal accounting 

controls and questionable accounting or auditing matters. This has put increased sense of 

accountability on audit committee members to be aware of how their company’s financial 

information is treated throughout all stages of the auditing process. These responsibilities also 

put pressure on audit committees to be able to solve accounting issues and ensure proper ethical 

treatment of complaints or fraud. 

 Finally, Title III requires all principal officers to sign off on a report that states the 

following: (1) the financial statements are presented in all material aspects and representative of 

the firm’s financial condition, (2) the financial report contains no untrue or misleading 

statements, and (3) the firm has disclosed to the auditors and audit committee any significant 

deficiencies or fraud in the design and implementation of internal controls. This sign-off holds 

CEOs and CFOs responsible for the firm’s accounting choices, and may result in civil or 

criminal prosecution if an accounting scandal were to take place. Although it is likely many 

firms were already in compliance with this procedure before Sarbanes Oxley, the implementation 

of a sign-off reflects a growing concern for director and audit committee accountability through 

the auditing process. 

 In summary, the Sarbanes Oxley Act of 2002 is designed to increase transparency in the 

financial reporting process and soothe investor concerns regarding corporate accountability and 
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auditor confidence. This paper seeks to establish whether or not these policies were effective and 

how they changed the relationship between audit committee compensation and aggressive 

earnings management. 

 

Previous Literature and Related Research 

 This paper extends the prior literature on audit committees, their compensation, and the 

relationship between corporate governance structures and their effects on aggressive earnings 

management. Specifically, Engel, Hayes, and Wang (2008) analyze the relationship between 

audit committee compensation and the demand for monitoring in the financial reporting process. 

One proxy for this demand is audit fees, while the other proxy is “the impact of the regulatory 

requirements of Sarbanes Oxley,” stemming from increased investor scrutiny.  

 Engel et. al. (2008) finds that audit committee compensation is positively related to this 

impact of regulatory requirements of the Sarbanes Oxley Act. Specifically, their results show an 

increase in the overall level of audit committee compensation since the implementation of the 

Sarbanes Oxley Act. The primary reason of this compensation increase is intuitive. An increase 

in the requirements and responsibilities of audit committee members, as well as greater investor 

scrutiny and director accountability, would increase the risk for those committee members that 

serve after the implementation of Sarbanes Oxley. This increase in risk would, in turn, drive up 

the fixed, cash compensation offered to those audit committee members. This paper extends 

Engel’s research on audit committees and how their compensation has been affected by the 

implementation of Sarbanes Oxley. 

 Additionally, this paper extends the research on the intended and unintended 

consequences of Sarbanes Oxley as analyzed in Linck, Netter, and Yang (2008). Specifically, 
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Linck et. al. (2008) documents a significant increase in director compensation and overall 

director costs after the implementation of Sarbanes Oxley. Linck et. al. (2008) identify two 

reasons for this increase in compensation. The first is due to the independence requirements of 

Sarbanes Oxley, which increased the demand for outside directors to serve on the audit 

committee. The second reason is due to the increased director responsibility and risk as a result 

of Sarbanes Oxley, which decreased the supply of  outside directors willing to serve on an audit 

committee. This paper seeks to build on Linck et. al. by examining whether the increase in audit 

committee compensation due to the implementation of Sarbanes Oxley had a significant impact 

on aggressive accounting practices. 

 This paper is also builds on Klein (2002), which analyzes the relationship between audit 

committee independence and earnings management. Klein’s motivation for her study is based on 

the NYSE and NASDAQ’s mandate in 1999 that required all firms trading on these exchanges to 

have independent audit committees2. Klein (2002) finds that firms with higher percentage of 

independent audit committee members are negatively related to earnings management. Klein’s 

proxy for earnings management in her study is defined as industry-adjusted abnormal accruals. 

Klein (2002) also finds that reductions in audit committee independence (the addition of inside 

directors) are accompanied by large increases in abnormal accruals. This suggests that the 

implementation of Sarbanes Oxley, which requires all audit committee members to be 

“independent,” results in a lower the overall level of earnings management or aggressive 

accounting practices. This paper extends Klein’s study on the relationship between audit 

committee factors and aggressive earnings management.  

                                                 
2 The independence mandate by the NYSE and NASDAQ in 1999 was based on the SEC’s assertion that earnings 
management is positively related to poor corporate governance mechanisms. One of those poor corporate 
governance mechanisms was identified as having audit committee members who were inside directors and, 
therefore, had a large stake in the firm’s financial success. The SEC argued that this created incentives for 
aggressive accounting practices on the part of audit committee members, in order to meet earnings expectations. 
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 Finally, this paper builds on Ahmed and Duellman (2007), which analyzes the 

relationship between accounting conservatism and board characteristics. Ahmed et al. (2007) 

finds that the percentage of outside directors on the board is positively related to accounting 

conservatism. Ahmed et al. (2007) defines “accounting conservatism” by three different proxies: 

an accrual-based measure from Givoly and Hayn (2000), a book-to-market value from Beaver 

and Ryan (2000), and a measure of asymmetric timeliness. This paper uses two of the three 

proxies of accounting conservatism from Ahmed et. al. (2007) to measure aggressive accounting 

practices. 

 

Hypothesis Development 

 The primary goal of my research is to analyze the relationship between audit committee 

compensation and aggressive accounting practices. Specifically, I am interested in examining 

how that relationship changed after the implementation of Sarbanes Oxley. I examine the degree 

to which Sarbanes Oxley was effective at mitigating aggressive accounting practices. In this 

section, I discuss the relationship between audit committee compensation and aggressive 

accounting practices, and develop my hypotheses. 

 Engel et. al. (2008) notes the demand of monitoring in the financial reporting process is 

high when a firm has complex business operations and the likelihood of misstatement is high. 

This requires outside directors with a thorough understanding of financial statement preparation 

and accounting policies affecting the firm to ensure transparency in the financial reporting 

process. The demand for knowledgeable outside directors is intensified during times of increased 

investor scrutiny, including the time period after Sarbanes Oxley was implemented. As a result, 

the supply of outside directors who may effectively serve on the audit committee for these firms 
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will be limited, while demand may be high. This decrease in supply would increase the level of 

audit committee compensation for these firms.  

 It is likely that this increase in the demand for monitoring in the financial reporting 

process also impacts how the audit committee operates. I expect that after the implementation of 

Sarbanes Oxley, firms with a high risk of misstatement have increased the number of audit 

committee meetings or the number of “financial experts” on audit committees. It is also likely 

that increased investor scrutiny would affect how firms manage earnings.  I expect to find that 

aggressive earnings management decreased after the implementation of Sarbanes Oxley. 

Accordingly, my first hypothesis is: 

 

HYPOTHESIS 1: There was an overall decrease in aggressive accounting practices after the  
         implementation of the Sarbanes Oxley Act. 
 

 It is likely that the more an audit committee is compensated, the more the committee 

focuses on avoiding financial misstatements. This will affect the level of earnings management 

for a given firm. Evidence suggests that firms with strong corporate governance will manage 

earnings to protect shareholders and the value of the stock. This results in less aggressive 

accounting practices. Accordingly, my second hypothesis is: 

 

HYPOTHESIS 2: Audit committee compensation is negatively associated with aggressive  
                               accounting practices.  
 

 Linck et. al. (2008) finds that director compensation increased significantly after the 

implementation of Sarbanes Oxley. If compensation and aggressive accounting are related and 

the overall level of aggressive accounting decreased after Sarbanes Oxley, I expect that the 
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implementation of Sarbanes Oxley altered the degree of this relationship. Accordingly, my third 

hypothesis is:  

 

HYPOTHESIS 3: This negative association will be stronger after the implementation of the  
         Sarbanes Oxley Act of 2002. 
 

 It is likely that the negative relationship between audit committee compensation and 

aggressive earnings management held for most firms after the implementation of Sarbanes 

Oxley. However, I expect that some firms who had a low demand for monitoring in the financial 

reporting process before Sarbanes Oxley may have felt an increase in that demand as a result of 

Sarbanes Oxley. For these firms, the level of audit committee compensation or aggressive 

accounting practice may have changed more than firms who were already experiencing a high 

demand for monitoring in the financial reporting process before the implementation of Sarbanes 

Oxley. I expect to find firms with lower-than-industry average compensation pre-Sarbanes Oxley 

will have a greater degree of change in compensation and aggressive accounting practices after 

Sarbanes Oxley than firms who audit committees had average or higher-than-industry average 

pre-Sarbanes Oxley. Thus, my fourth hypothesis is: 

 
HYPOTHESIS 4: Audit committees with lower-than-industry-standard compensation pre- 
         Sarbanes Oxley will have a greater degree of change in compensation and  
         aggressive earnings management after the implementation of Sarbanes Oxley  
         Act than firms whose audit committees had average or higher-than-industry- 
         standard pre-Sarbanes Oxley. 
 

Motivation 

 In this paper, I investigate the association between audit committee compensation and 

aggressive accounting practices, and how the association changes after the implementation of 
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Sarbanes Oxley. There are several different groups of stakeholders who will be interested in this 

association. 

 Investors and analysts will be interested in the association between audit committee 

compensation and aggressive accounting practices because it may give some insight into how 

firms manage earnings. Specifically, the level of audit committee compensation may reflect a 

firm’s emphasis on transparency and monitoring during the financial reporting process. This is 

likely to affect a firm’s decision of critical accounting policies and aggressive accounting 

practices. Therefore, the level of audit committee compensation may affect how investors and 

analysts determine the value of that firm, especially if a firm has significantly high or 

significantly low audit committee compensation as compared with other firms in the industry.  

 Secondly, auditors will be interested in the association between audit committee 

compensation and aggressive accounting practices, and how this association changed after 

Sarbanes Oxley. Often, when auditors are evaluating whether to take on a new client or retain a 

current client, they will evaluate the control environment and the attitudes of management. It is 

likely that the level of audit committee compensation may reflect a firm’s emphasis on 

transparency and monitoring during the financial reporting process. Therefore, level of audit 

committee compensation for a given firm as compared with firms in the same industry may serve 

an indicator of the workload of an audit. This may affect a public accounting firm’s decision to 

take on or retain specific clients. 

 Finally, regulatory agencies and lawmakers will be interested in how the association 

between audit committee compensation and aggressive accounting changed after the 

implementation of Sarbanes Oxley. If I find that the association did not become stronger after 

Sarbanes Oxley, this paper will support an increasing number of papers indicating Sarbanes 
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Oxley was costly and ineffective in mitigating aggressive accounting practices. Given the 

increased attention paid to audit committees over the last ten years, the relationship between 

audit committee compensation and aggressive accounting practices may give regulatory agencies 

such as the Securities and Exchange Commission further insight into the determinants of 

effective audit committees and how firms manage earnings. 

 

Section III: Sample and Research Design 

 I identify a sample of outside directors using ExecuComp firms (S&P 1500) covering a 

period from 2000 to 2004. It is important to note that these firms are the largest and most 

profitable of all firms and therefore create a bias towards size and earnings. Due to the costs of 

hand collection, I only collect data on firms in the technology [SIC 7370-7379, 3570-3579, and 

3670-3679] and manufacturing [SIC 3000-3999, except 3570-3579, and 3670-3679] industries 

using the Fama-French (1997) thirty industry groupings by SIC codes. I focus on these two 

industries because, given their growth, capital structure, and financial leverage, it is likely that 

the results from the manufacturing and technology industries will be representative of many 

other industries. 

 Following Engel et. al. (2008), I hand-collect data on annual equity retainers from firm’s 

DEF-14A filings (Proxy Statements). I also collect data on annual additional fees paid to audit 

committee members, fees paid to directors serving as chair of the audit committee, and meeting 

fees paid to directors serving as chair of the audit committee and audit committee members3. 

Following Yermack (2004), I assume when directors have the option to choose between cash 

retainer and equity retainer, they will choose the maximum amount of cash pay permitted. I 

                                                 
3 Meeting fees include meeting fees paid to directors for attending audit committee meetings. If an audit committee 
meeting fee is not provided, the meeting fee paid to directors for attending board meetings is used. 
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exclude any one-time, discretionary, or special equity-based awards made on an irregular 

schedule, such as when a new director joins the board of directors. I do not consider any 

insurance plans, retirement plans, expense reimbursement, and charity matching contributions in 

the compensation package.  

 In order to capture audit committee equity compensation, I collect data on the cash 

retainer, number of stock grants, and the number of stock option grants offered to directors 

serving on the serving on the audit committee from ExecuComp4. I value stock grants and stock 

option grants by multiplying the number of shares granted by the stock price at the close of the 

year. I also collect data on the number of times the audit committee met in the year observed. 

 Following Ahmed et. all (2008), I use two firm-specific measures to capture aggressive 

accounting practices: an accrual-based measure following Givoly and Hayn (2000) and a market-

value based measure following Beaver and Ryan (2000) adjusted for industry. I collect data from 

Compustat, corresponding with the ExecuComp firms, and covering a period from 2000 to 2004. 

 The accrual-based measure of aggressive accounting is income before extraordinary 

items less cash flow from operations plus depreciation expense deflated by average total assets, 

averaged over a three-year period centered on the year studied. Positive values indicate more 

aggressive accounting practices. As noted in Givoly and Hayn (2000), the underlying intuition is 

that more aggressive accounting will result in persistent negative accruals. Averaging over a 

three-year period ensures that the effects of any temporary large accruals are mitigated, as 

Richard, Sloan, Soliman, and Tuna (2005) indicates accruals tend to reverse within a 1- to 2-year 

period. It is important to note that this measure is not affected by growth opportunities; however, 

it does not capture cumulative aggressive accounting practices over prior periods. 

                                                 
4 Stock option awards include options and SARS. Stock awards include common stock, restricted stock, and 
deferred stock units. 
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 The market-based measure of aggressive accounting is the market to book ratio, where 

positive values indicate more aggressive accounting practices. This is assuming that firms who 

have less aggressive accounting practices will understate their book value of equity relative to 

the market value of equity such that they will have higher market to book ratios (Beaver and 

Ryan 2000). However, as discussed further in the Results section, this proves to be an inefficient 

measurement for technology firms, who are predisposed to very high growth rates relative to 

other industries. 

 To be included in the sample, financial and stock return data must be available from 

Compustat between the period of 1999 to 2005. This excludes any firms in the S&P 1500 who 

began operations, merged with another firm, or declared bankruptcy between 1999 and 2005, and 

would therefore be missing data during this time period. The sample is also constrained by its 

method of hand-collection. The final sample consists of 64 technology firms and 50 

manufacturing firms from the S&P 1500. 

 Consistent with the prior literature, I control for the potential impact of firm performance 

on audit committee compensation using a Return on Assets (ROA) variable. I also control for job 

complexity by using proxies for firm size (measured as the logarithm of total assets) and 

financial leverage (short-term and long-term debt scaled by total assets). These variables serve to 

capture any interaction between audit committee compensation and firm-specific characteristics 

that provide incentives to align the interest of parties and alleviate agency problems. Finally, I 

use G-Score, a corporate governance index of 24 governance provisions calculated in Gompers 

et. al. (2003) to control for shareholder rights, given that firms with strong shareholder rights 

tend to have stronger corporate governance, which will affect the level of aggressive accounting 

practices. 
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 The main variable of interest is Total Audit Chair Compensation, which aggregates cash 

and equity compensation paid to the chairman of the audit committee. This variable is also fairly 

representative of compensation paid to audit committee members not serving as the chairman.  

A dummy variable, P_PostSOX, is included in the model to identify years in which Sarbanes 

Oxley was in place; this variable equals zero in 1999 and 2000, and equals one in 2004 and 2005. 

An interaction term, Comp*PostSOX, captures the incremental impact on of Total Audit Chair 

Compensation in the post-Sarbanes Oxley period. This is designed so that if Sarbanes Oxley 

changed any of the relationships that existed in the pre-Sarbanes Oxley period, it should be 

reflected in significant coefficients on the dummy variable and interaction term.  If the 

relationships do not change, these coefficients will not be significant.  

 Separate regressions were run for each industry, where the proxies for Aggressive 

Accounting Practices are regressed on Compensation and Control variables.  Finally, all 

continuous variables have been windsorized at the 1% level to eliminate the influence of outliers. 

 

Section IV: Empirical Results 

Descriptive Statistics 

 Table 1 presents summary statistics of audit committee chair compensation and 

aggressive accounting practices for sampled firms. Panel A presents the level of compensation 

and earnings management for sampled technology firms. Panel B presents the level of 

compensation and earnings management for sampled manufacturing firms.  

 The total median (standard deviation) of Compensation is $375,586 ($962,935) for 

technology firms, compared with $195,799 ($274,703) for manufacturing firms. This large 

difference between the two industry’s compensation practices is mainly due to the fact that 
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technology firms are significantly larger in terms of market value of equity. Since audit 

committee compensation include stock and stock option grants, audit committees for technology 

firms receive higher compensation relative to manufacturing firms. These audit compensation 

figures appear reasonable and consistent with the prior literature. 

 Median Leverage, ROAs, and Market to Book Ratios are 0.13, 0.07, and 3.16, 

respectively for technology firms, and 0.20, 0.06, and 2.38, respectively for manufacturing firms. 

Each of the aforementioned descriptives are reasonable and consistent with the prior literature. 

The median G-Score for technology firms (9.0) indicates that firms in the technology industry 

tend to have slightly more shareholder rights than firms in the manufacturing industry (10.0). 

The negative coefficient for the median Smooth_Accrual (-0.023 for technology firms and -0.005 

for manufacturing firms) for both industries indicates that a majority of firms in the technology 

and manufacturing industries have accruals that decrease their net income, indicating less 

aggressive accounting practices. This is consistent with expectations. 

 Table 2 presents a correlation matrix of all variables used in the regression. The 

correlation matrix indicates how each variable moves with a different given variable. The matrix 

also indicates whether or not that movement is statistically significant. The coefficient of the first 

value indicates the direction of the relationship between the variable on the vertical axis and 

variable on the horizontal axis. The second value indicates the p-value; all p-values under 0.05 

indicate statistical significance at the 5% level. 

 Table 2 shows several correlations consistent with my expectations. First, Table 2 

indicates that as G-Score is negatively related to Compensation. This is consistent with Engel et. 

al. (2008): as shareholders’ right become more powerful, the demand for transparent financial 

reporting will increase, causing audit committee compensation to rise. Secondly, Table 2 
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indicates that as Compensation is negatively related to Smooth_Accrual and Market to Book 

Ratio. This is consistent with the relationship I expected to find between audit committee 

compensation and aggressive accounting practices. These correlation coefficients also indicate 

that multicollinearity is not likely to be an issue in the regression analysis. 

 

Levels Regression Results 

 Table 3 presents my regression analysis, which examines the relationship between audit 

committee compensation and my two proxies for aggressive accounting practices. Panel A 

presents the regression results for technology firms. Panel B presents the regression results for 

manufacturing firms. 

 I predict to find a negative relationship between audit committee compensation and 

aggressive accounting. Columns 1 and 2 of Table 3 present the regression results for my first 

proxy of aggressive accounting practices (Smooth_Accrual). I find a significantly negative 

relationship between Compensation and Smooth_Accrual for both technology firms and 

manufacturing firms, with coefficients of -1.98E-08 and -3.43E-08, respectively and t-statistics 

of -3.68 and -2.65, respectively. 

 Columns 3 and 4 of Table 3 present the regression results for my second proxy of 

aggressive accounting practices, Market to Book Ratio. I document a positive relationship 

between Compensation and Market to Book Ratio for manufacturing firms with a coefficient of 

5.47E-07. However the t-statistic for this relationship is 0.36, indicating the relationship is not 

statistically significant. I also document a statistically positive relationship between 

Compensation and Market to Book Ratio for technology firms with a coefficient of 2E-06 and a 

t-statistic of 5.59. A positive relationship indicates that as audit committee compensation 
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increases, aggressive accounting practices increases. This is not in accordance with my 

expectations. Given firms in the technology industry have high market to book ratios, it is likely 

this proxy is capturing high growth opportunities, not aggressive accounting. Therefore, in this 

case, Market to Book Ratio does not seem to be a good proxy for aggressive accounting, and will 

be excluded from further analysis. 

 Columns 1 and 2 of Table 3 present the regression results for Dummy_PostSox, an 

interaction term that captures any changes between Compensation and Smooth_Accrual after the 

implementation of Sarbanes Oxley. I predict the relationship between these Compensation and 

Smooth_Accrual to become stronger after Sarbanes Oxley. However, the t-statistics on the 

Dummy_PostSox variable for technology and manufacturing firms are not statistically 

significant. This indicates that the relationship between audit committee compensation and 

aggressive accounting did not change after the implementation of Sarbanes Oxley. This is 

consistent with prior literature indicating Sarbanes Oxley put into law practices many firms were 

already engaging in, and therefore, did not change the level of aggressive accounting. 

   

Other Findings 

  In testing these variables, I separated the cash component and equity component for audit 

committee compensation. Table 4 presents summary statistics of audit committee chair 

compensation, segmented into cash compensation and equity compensation, before and after the 

implementation of the Sarbanes Oxley Act.  

 Panel A of Table 4 presents the level of compensation before and after Sarbanes Oxley 

for sampled technology firms. Before the implementation of Sarbanes Oxley, the median cash 

(equity) compensation was $57,900 ($424,375), representing a mix of 15% cash and 85% equity. 
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After the implementation of Sarbanes Oxley, the median cash (equity) compensation was 

$106,337 ($227,500), representing a mix of 30% cash and 70% equity. This change in 

compensation mix and decrease in the overall level of compensation is largely due to a drop in 

technology firm stock prices, after the Internet bubble burst. However, it is important and 

interesting to note that after Sarbanes Oxley, cash compensation for technology firms’ audit 

committees doubled. 

 Panel B of Table 4 presents the level of compensation before and after Sarbanes Oxley 

for sampled manufacturing firms. Before the implementation of Sarbanes Oxley, the median cash 

(equity) compensation was $71,500 ($70,406), representing a mix of 50% cash and 50% equity. 

After the implementation of Sarbanes Oxley, the median cash (equity) compensation was 

$114,000 ($97,685), representing a mix of 53% cash and 47% equity. This increase in the overall 

level of audit committee compensation is consistent with Linck et. al. (2008).  

 Given the large difference in compensation mix between technology firms and 

manufacturing firms, I chose to run a regression to analyze if compensation mix affected how 

firms manage earnings. I expect to find firms whose audit committees received a higher 

percentage of equity compensation compared to cash compensation would have less aggressive 

accounting practices. I expect that the more audit committee compensation is tied to the firm’s 

stock price, the more incentive there is to ensure monitoring and transparency in the financial 

reporting process. This results in less aggressive accounting practices. 

 Table 5 presents my regression analysis, which examines the relationship between 

segmented audit committee chair compensation and the two proxies for aggressive accounting 

practices. Panel A presents the regression results for technology firms. Panel B presents the 

regression results for manufacturing firms. 
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 Columns 1 and 2 of Table 5 of Panels A and B present the regression results for my first 

proxy of aggressive accounting practices, Smooth_Accrual. I find a significantly negative 

relationship between Equity Compensation and Smooth_Accrual for both technology firms and 

manufacturing firms with coefficients of -1.76E-08 and -3.42E-08, respectively and t-statistics of 

-3.78 and -2.61, respectively. I further document no statistical association between Cash 

Compensation and Smooth_Accrual. This is consistent with my expectations that the more audit 

committee compensation is tied to the firm’s stock price, the more focus the committee has on 

financial statement monitoring and transparency. This focus on monitoring and transparency 

leads to less aggressive accounting practices.  

 

Section V: Conclusion 

 In this paper, I examine the relationship between audit committee compensation and 

aggressive accounting practices. I also examine how the relationship changed after the 

implementation of Sarbanes Oxley. Audit committees have become of increased importance in 

the financial reporting process. Therefore, it is important to recognize what factors affect how 

function in the financial statement preparation process. This paper contributes to prior literature 

related to audit committee compensation and the determinants of that compensation, as well as 

prior literature related to aggressive accounting practices and the effects of Sarbanes Oxley. 

 The focus of my analysis is how audit committee compensation is related to two proxies 

for aggressive accounting practices. These proxies are an accrual-based measure from Givoly 

and Hayn (2000) and market to book ratio measure from Beaver and Ryan (2000). I find a 

significantly negative relationship between audit committee chair compensation and the accrual-

based measure of aggressive earnings management. I determine the market to book ratio measure 

 26



Sasha Meschkow – Honors Thesis  

is not an appropriate proxy for aggressive earnings management based on my sample of 

technology and manufacturing firms from the S&P 1500, given the high market value of equity 

for these companies. I also find no significant changes to this relationship after the 

implementation of Sarbanes Oxley. This is consistent with prior literature indicating that 

Sarbanes Oxley was ineffective in mitigating aggressive accounting practices. 

 Additionally, when I segment audit committee compensation into a cash component and 

an equity component, I find that the equity component is the main driver of the negative 

relationship between compensation and aggressive accounting practices. This supports the 

argument that audit committee members who have more of their compensation tied to the firm’s 

stock price will have a greater incentive to ensure monitoring and transparency in the financial 

reporting process. This results in less aggressive earnings management. 

 I view this study as an extension of factors that may affect how firms manage earnings. 

Given the increased attention paid to audit committee members, future research may focus on 

compensation mix trends or other incentives that impact how audit committees function. This 

may include any changes in compensation or the composition of audit committees once 

International Financial Reporting Standards (IFRS) filing is required for U.S. public companies. 
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TABLE 1

Descriptive Statistics Technology and Manufacturing Firms

Standard 25% 75%
Variable N Mean Deviation Minimum Percentile Median Percentile Maximum

Panel A: Technology firms
Audit Chair Compensation 118 759,728               962,935            55,500  238,400       375,586       883,125         4,866,750   
G_Score 118 8.7 2.3 4.0 7.0 9.0 11.0 13.0
Total Assets 118 8,277            17,781         143               666               1,930           5,817             109,183       
Market Value of Equity 118 25,313          69,246         178               1,169           3,020           11,904           422,640       
Leverage 118 0.15 0.15 0.00 0.00 0.13 0.26 0
Market to Book Ratio 118 4.42 4.00 ‐6.54 1.98 3.16 5.74 17.85
ROA 118 0.06 0.10 ‐0.32 0.02 0.07 0.12 0.27
Smooth_Accrual 118 ‐0.027 0.053 ‐0.174 ‐0.056 ‐0.023 0.008 0.082
Book Value of Equity 118 4,380            10,283         ‐1,379 351               1,047           2,498             74,825         

Panel B: Manufacturing firms
Audit Chair Compensation 97 259,392               274,703              9,000  116,000       195,799       274,225         2,136,000   
G_Score 97 10.2 2.7 4.0 9.0 10.0 12.0 15.0
Total Assets 97 7,321            11,385         98                 657               2,922           6,390             53,963         
Market Value of Equity 97 7,070            11,105         18                 800               1,984           8,349             55,198         
Leverage 97 0.21 0.14 0.00 0.12 0.20 0.30 0.57
Market to Book Ratio 97 3.15 3.78 0.08 1.53 2.38 3.56 35
ROA 97 0.07 0.07 ‐0.08 0.03 0.06 0.10 0.29
Smooth_Accrual 97 ‐0.006 0.033 ‐0.115 ‐0.024 ‐0.005 0.010 0.078
Book Value of Equity 97 2,441            3,591           31 324               1,011           2,982             18,612         

.64

.37

 

Audit Chair Compensation ‐ total audit committee chair compensation including cash retainer, equity retainer, meeting fees, 
chairman fee, stock grants, and stock option grants
G_Score ‐ 24 measures of corporate governance from Gumpers et. al. (2003). A lower G‐Score indicates more shareholder rights
Total Assets ‐ ln(Total Assets)
Market Value of Equity ‐ total shares outstanding X stock price
Leverage ‐ (short term debt + long term debt)/total assets
Market to Book Ratio ‐ market to book ratio X 1
ROA ‐ Return on Assets
Smooth_Accrual ‐ income before extraordinary items less cash flow from operations plus depreciation expense deflated by 
average total assets, averaged over a three‐year period centered on the year studied
Book Value of Equity ‐ shareholder's equity per share of common stock  
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TABLE 2

Correlation Matrix Technology & Manufacturing Firms
Pearson product moment above diagonal / Spearman rank order below

Panel A: Technology
Audit Chair 

Comp
Gscore Ln(Total 

Assets)
Market Value 
of Equity

Leverage Market to 
Book Ratio

ROA Smooth_ 
Accrual

Book Value of 
Equity

Audit Chair Comp 1 ‐0.34188 ‐0.02226 0.16064 ‐0.13615 0.52364 0.1855 ‐0.32871 0.02611
0.0002 0.8109 0.0823 0.1416 <.0001 0.0443 0.0003 0.779

Gscore ‐0.30666 1 ‐0.06017 ‐0.07425 0.03305 ‐0.15169 ‐0.04636 0.07251 ‐0.01507
0.0007 0.5175 0.4243 0.7224 0.1011 0.6181 0.4352 0.8713

Ln(Total Assets) 0.33401 0.01241 1 0.73754 0.01976 0.09947 0.12424 0.02791 0.86418
0.0002 0.8939 <.0001 0.8318 0.2839 0.1801 0.7641 <.0001

Market Value of  0.54566 ‐0.03691 0.87023 1 ‐0.18875 0.35697 0.20569 ‐0.13115 0.85791
Equity <.0001 0.6915 <.0001 0.0407 <.0001 0.0254 0.1569 <.0001

Leverage ‐0.16056 0.04246 0.15435 ‐0.05219 1 ‐0.14832 ‐0.42663 0.13121 ‐0.16602
0.0824 0.648 0.0951 0.5746 0.109 <.0001 0.1567 0.0724

Market to Book Ratio 0.48429 ‐0.07104 0.16399 0.54701 ‐0.18487 1 0.33417 ‐0.15211 0.1536
<.0001 0.4446 0.076 <.0001 0.0451 0.0002 0.1001 0.0968

ROA 0.30393 0.01251 0.09209 0.34579 ‐0.39722 0.46977 1 0.16622 0.17788
0.0008 0.893 0.3213 0.0001 <.0001 <.0001 0.072 0.054

SmoothAccrual_1 ‐0.1291 0.06726 0.04951 0.00302 0.16758 ‐0.06925 0.08507 1 ‐0.05106
0.1635 0.4693 0.5944 0.9741 0.0697 0.4562 0.3597 0.5829

Book Value of Equity 0.40787 ‐0.06057 0.92514 0.84826 ‐0.0263 0.17833 0.15009 ‐0.00752 1
<.0001 0.5147 <.0001 <.0001 0.7774 0.0534 0.1047 0.9356

Panel B: Manufacturing
Audit Chair 

Comp
Gscore Ln(Total 

Assets)
Market Value 
of Equity

Leverage Market to 
Book Ratio

ROA Smooth_ 
Accrual

Book Value of 
Equity

Audit Chair Comp 1 ‐0.17804 0.25084 0.27711 ‐0.13779 0.04638 0.14408 0.24267 0.29603
0.081 0.0132 0.006 0.1783 0.6519 0.1591 0.0166 0.0032

Gscore ‐0.06178 1 ‐0.05776 ‐0.06689 0.23672 ‐0.0339 ‐0.2396 ‐0.15214 ‐0.00906
0.5477 0.5741 0.515 0.0196 0.7416 0.0181 0.1368 0.9298

Ln(Total Assets) 0.29772 0.17519 1 0.88511 0.30376 0.09846 ‐0.21433 0.01473 0.8938
0.0031 0.0861 <.0001 0.0025 0.3373 0.035 0.8861 <.0001

Market Value of  0.48583 0.13746 0.86976 1 0.14245 0.06227 ‐0.07497 0.00686 0.90236
Equity <.0001 0.1794 <.0001 0.164 0.5446 0.4655 0.9469 <.0001

Leverage ‐0.09921 0.222 0.37723 0.12018 1 0.0223 ‐0.45073 ‐0.04128 0.14745
0.3336 0.0289 0.0001 0.241 0.8283 <.0001 0.6881 0.1495

Market to Book Ratio 0.40008 0.01733 0.15974 0.48592 ‐0.04764 1 0.21169 0.03211 ‐0.04557
<.0001 0.8662 0.1181 <.0001 0.6431 0.0374 0.7549 0.6576

ROA 0.09303 ‐0.18187 ‐0.26728 0.07806 ‐0.47746 0.47146 1 0.20276 ‐0.14362
0.3647 0.0746 0.0081 0.4473 <.0001 <.0001 0.0464 0.1605

SmoothAccrual_1 0.00389 ‐0.18194 ‐0.09009 ‐0.10158 ‐0.05342 ‐0.01433 0.1722 0.1722 0.01688
0.9698 0.0745 0.3802 0.3221 0.6033 0.8892 0.0917 0.0917 0.8696

Book Value of Equity 0.35412 0.11572 0.91063 0.90434 0.17122 0.10574 ‐0.10964 ‐0.10839 1
0.0004 0.259 <.0001 <.0001 0.0936 0.3026 0.285 0.2906

 

Audit Chair Compensation ‐ total audit committee chair compensation including cash retainer, equity retainer, meeting fees, 
chairman fee, stock grants, and stock option grants
G_Score ‐ 24 measures of corporate governance from Gumpers et. al. (2003). A lower G‐Score indicates more shareholder rights
Ln(Total Assets) ‐ ln(Total Assets)
Market Value of Equity ‐ total shares outstanding X stock price
Leverage ‐ (short term debt + long term debt)/total assets
Market to Book Ratio ‐ market to book ratio X 1
ROA ‐ Return on Assets
Smooth_Accrual1 ‐ income before extraordinary items less cash flow from operations plus depreciation expense deflated by 
average total assets, averaged over a three‐year period centered on the year studied
Book Value of Equity ‐ shareholder's equity per share of common stock  
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TABLE 3

Levels Test Audit Chair Compensation & Aggressive Accounting

Variable 1 2 3 4
Panel A: Technology
Variables of Interest

Intercept -0.00793 -0.02448 3.5754 1.88038
-0.93 -0.81 6.22 0.91

Audit Chair Compensation -1.98E-08 -2.03E-08 2.03E-06 2.02E-06
-3.68 -3.69 5.59 5.4

Dummy_PostSox -0.01129 0.0017 -1.28845 -0.53531
-0.88 0.13 -1.5 -0.6

Interaction 5.549E-09 -3.30E-09 -1.16E-07 -7.73E-07
0.4 -0.24 -0.12 -0.81

Controls
Gscore -0.00114 0.0554

-0.54 0.38

ROA 0.16795 9.0444
3.25 2.57

Leverage 0.07876 0.19097
2.27 0.08

Size 0.0001532 0.05808
0.05 0.28

Adj. R2 0.0913 0.1535 0.2834 0.3111
N 118 118 118 118

Panel B: Manufacturing
Variables of Interest

Intercept -0.01513 -0.001 2.35087 -1.46146
-2.66 -0.05 3.51 -0.57

Audit Chair Compensation -3.43E-08 -3.25E-08 5.47E-07 7.32E-09
-2.65 -2.44 0.36 0

Dummy_PostSox 0.00989 0.01058 1.19351 1.43423
0.91 0.95 0.93 1.12

Interaction -3.57E-08 -3.10E-08 3.817E-07 -2.19E-07
-1.07 -0.91 0.1 -0.06

Controls
Gscore -0.00109 -0.04364

-0.85 -0.29

ROA 0.08109 16.53323
1.5 2.65

Leverage 0.03316 3.90003
1.17 1.19

Size -0.00206 0.30681
-0.85 1.09

Adj. R2 0.0404 0.0506 0.0006 0.0426
N 97 97 97 97

Smooth_Accrual Market to Book Ratio
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TABLE 4 

Descriptive Statistics Tech & Manufacturing Firms

Standard 25% 75%
Variable N Mean Deviation Minimum Percentile Median Percentile Maximum

Panel A: Technology firms
PRE‐SOX

Cash Compensation 57    61,644                          33,557            15,000  40,000            57,900            79,167              210,000         
Equity Compensation 57    980,548                  1,448,855                     ‐    168,125          424,375          1,041,750        7,633,125     
Audit Chair Compensation ($) 57    993,004                  1,247,828            55,500  246,125          493,838          1,056,750        4,866,750     
Year End Closing Stock Price 57    36.84                              23.81                3.35  17.09              33.13              51.19                93.63             

POST‐SOX
Cash Compensation 61    116,203                        65,816            28,000  75,000            106,337          129,500            415,000         
Equity Compensation 61    425,546                     510,133                     ‐    96,805            227,550          547,665            2,546,750     
Audit Chair Compensation ($) 61    541,749                     504,829            70,000  238,400          339,200          665,800            2,636,750     
Year End Closing Stock Price 61    24.53                              20.76                2.12  10.18              18.70              32.08                98.58             

Panel B: Manufacturing firms
PRE‐SOX

Cash Compensation 48    71,835                          34,700              9,000  50,700            71,500            83,850              180,000         
Equity Compensation 48    183,691                     362,834                     ‐    18,241            70,406            152,238            2,105,000     
Audit Chair Compensation ($) 48    255,526                     362,060              9,000  93,955            157,618          243,975            2,136,000     
Year End Closing Stock Price 48    29.92                              18.02                1.06  15.84              29.06              39.53                83.00             

POST‐SOX
Cash Compensation 49    115,566                        48,725            25,000  76,500            114,000          141,500            255,000         
Equity Compensation 49    147,613                     139,788                     ‐    49,342            97,658            206,560            573,700         
Audit Chair Compensation ($) 49    263,179                     150,124            33,000  167,259          214,711          335,560            641,200         
Year End Closing Stock Price 49    38                                        21                      6  20                    33                     52                      98                   

  

Cash Compensation ‐ annual cash retainer, meeting fees, and chairman fee
Equity Compensation ‐ equity retainer, stock grants, and stock option grants
Audit Chair Compensation ($) ‐ cash compensation + equity compensation
Year End Closing Stock Price ‐ stock price on December 31, 2000 (PRE‐SOX) or December 31, 2004 (POST‐SOX)  
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TABLE 5

Levels Test Cash & Equity Compensation & Aggressive Accounting

Variable 1 2 3 4
Panel A: Technology
Variables of Interest

Intercept -0.02426 -0.03211 4.81355 2.48105
-1.58 -1.03 4.38 1.11

Cash Compensation 2.25E-07 2.47E-07 -9.2E-06 -1.49E-05
1.12 1.13 -0.64 -0.95

Equity Compensation -1.76E-08 -1.71E-08 1.37E-06 1.36E-06
-3.78 -3.6 4.1 4

Dummy_PostSox 0.01296 0.02627 -2.34428 -1.63992
0.61 1.22 -1.53 -1.07

Cash*D_PostSox -3.07E-07 -3.27E-07 9.55E-06 1.279E-05
-1.37 -1.44 0.6 0.79

Equity*D_PostSox 3.18E-09 -5.67E-09 5.40E-07 -2.69E-07
0.23 -0.41 0.55 -0.27

Controls
Gscore -0.00133 0.02236

-0.63 0.15

ROA 0.15846 9.50828
3.05 2.55

Leverage 0.07718 0.02741
2.23 0.01

Ln(Assets) -0.000933 0.22103
-0.26 0.86

Adj. R2 0.1064 0.1584 0.2026 0.2428
N 118 118 118 118

Panel B: Manufacturing
Variables of Interest

Intercept -0.01761 0.01217 1.90874 -0.90931
-1.56 0.5 1.44 -0.32

Cash Compensation 6.90E-08 3.06E-07 6.74E-06 3.97E-06
0.5 1.75 0.42 0.19

Equity Compensation -3.42E-08 -3.33E-08 5.32E-07 3.31E-08
-2.61 -2.52 0.35 0.02

Dummy_PostSox 0.01234 0.01156 1.02263 1.04937
0.72 0.69 0.51 0.53

Cash*D_PostSox -7.02E-08 -1.23E-07 6.00E-07 2.49E-06
-0.42 -0.74 0.03 0.13

Equity*D_PostSox -3.56E-08 -4.08E-08 -4.70E-07 -7.54E-07
-0.99 -1.15 -0.11 -0.18

Controls
Gscore -0.00109 -0.04452

-0.86 -0.3

ROA 0.0874 16.74623
1.63 2.65

Leverage 0.03737 4.02336
1.32 1.21

Ln(Assets) -0.00651 0.19327
-1.88 0.47

Adj. R2 0.02 0.0637 -0.0156 0.023
N 97 97 97 97

Smooth_Accrual Market to Book Ratio
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