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Abstract

Earnings; the accounting indicator reflecting overall performance
of enterprises, are playing a key role in accounting theory and
practice. Empirical accounting research was also originated from the
usefulness of earnings, and the effect of earnings to the allocation of
capital market resources is increasingly valued. Thus, people are
paying close attention to the inner attribute of earnings, that is,
earnings quality. It constitutes the first motivation of this study. On
the other hand, high quality accounting standards, perfect information
disclosure and regulatory regime can technically ensure the quality of
earnings. Meanwhile, sound corporate governance mechanism
provides the necessary environment for the well-functioning = of
accounting standards and regimes. This is the second study
motivation. Prompted by these two motivations, based on viewpoint of
decision usefulness, and as the board of directors is critical to the
corporate governance, this paper studies the inner influencing
relationship between board characteristics and earnings quality. It
offers theoretic demonstration from the viewpoint of corporate
governance for appraising and advancing listed companies’ earnings
quality. At the same time, it reveals the weaknesses of board governance
in China through eamings quality benchmarking, and delivers policy
suggestions to enhancing effectiveness of board of directors.

The outline of this book is: firstly, based on literature review and
theoretical analysis defining the board governance and earnings quality
in the paper. Secondly, analysis the inner relationship between board

o



HH S BRIETR A

i

of directors and earnings quality by means of empirical research. At
last, on the base of empirical research conclusion the paper probe into
the mechanism of board of directors affecting earnings quality, and
bring some proposals.

This book defines Board governance as the reflection of corporate
governance through the level of board of directors, which realizes the
efficient allocation of internal resources through relevant governance
structure and governance mechanism. It can be quantitatively
described as structural characteristics, behavioral characteristics,
motivational  characteristics and  controlling  characteristics.
Considering the realities of China’ s capital market, the definition and
evaluation of earnings quality in this paper both origins and ends in
decision usefulness from the perspective of decision-making
usefulness. And it can be divided into two boundaries and three
dimensions according to the evaluation perspectives: quantitative view
based on decision usefulness and information view based on decision
usefulness. And the former measures the quantitative quality of
earnings using the fairess of earnings, while, the latter, by using
Earnings Response Coefficient ( ERC) and accounting recognition
coefficient, measures the responsiveness of market to earnings
information and feedback of earnings to market information
respectively. According to such a logical chain, this paper studies the
quality of earnings measurement, the influence of earnings on market
price and the feedback of earnings to market information in proper
order. Thereby, we can have a comprehensive knowledge of earnings
quality, which can help with the objective and comprehensive
evaluation of earnings quality.

Based on empirical research, this paper finds that board of
G



directors is the key factor affecting the earnings quality of listed firms,
but the influence differs in different evaluation levels. It, on the one
hand, shows that earnings quality itself possesses the comprehensive
characteristics of multi-dimensions. On the other hand, through
conducting the comparative study of quantitative view and information
view, we can obtain a clearer understanding and better assurance of
the effectiveness of board of directors as well as the expectation and
judgment of market on earnings. There is gap between the two, which
is crucial to the improvement of board governance. The major findings
of this study are as follows.

(1) From the perspective of the structural characteristics, the
size of the board and the ratio of independent directors have significant
influence on earnings quality, while the professional committee has not
functioned fully. To some extent, the influence of size on earnings
quality agrees more with the Resource Dependence Theory. And
besides the size governance itself, size provides the basis for the
governance of independent directors. The study result about the
governance of independent directors differs largely from existing
literature, and it reveals the state dependent characteristics, and thus
independent directors only have limited governance under certain
conditions. The professional committee does not operate as expected,
and only has conditional effect on earnings conservatism.

(2) From the perspective of behavioral characteristics, the times
of board meetings and the changes of board chairman are both
significant factors affecting earnings quality, while responsibility
fulfillment of independent directors plays a limited role. The effect of
board meetings quite conforms to Extinguisher Theory; whilst market
could not identify it. The change of board chairman is the critical
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issue that causes the deterioration of earnings quality, and market can
respond to it to a certain degree. Responsibility fulfillment of
independent directors has a positive effect on the earnings conservatism.

(3) From the perspective of motivational characteristics, the
influence of equity incentive and compensation incentive on earnings
quality is mostly reflected in the scale of the motivation. The scale of
equity incentive has a positive relationship with the quantitative quality
and market response of earnings, and the number of directors drawing
payment from the company has a significant promoting effect on the
quantitative quality and the persistence of earnings, whilst the
motivation degree does not have a significant influence.

(4) From the perspective of the configuration of controlling, the
influence is centered upon the persistence of earnings, that is, the
absorption and feedback of earnings to market information. The
separation of CEO and chairman has a state independent effect on
earnings conservatism, so we can not find a single solution to this
issue, but make a concrete analysis of concrete conditions. The
controlling rights of the first majority shareholder can contribute to the
improvement of earnings conservatism, but it also needs some
restriction. And after obtaining controlling rights, the percentage of
directors .appointed by the first majority shareholder should not
increase.

Based on above empirical research conclusion, this book explores
the realization path theoretical ; Characteristics of board of directors—
Entrepreneurship— Realization of the functions of board of directors—
Earnings quality. And entrepreneurship is mostly affected by health
mechanism and motivation mechanism, and the board of directors
mainly executes the functions of decision making and monitoring. The
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research approves that part of health mechanism failure, but through
inner mutual complement health mechanism distinctly affects the
decision-making and supervision of board of director, motivation
mechanism has relatively limited affection, as well as converse
behavior in motivation mechanism. The function of above factors
forming the different affection in different lay and different extent.

According to the research conclusion, we should pay close
attention to following issues when evaluating earnings quality from the
viewpoint of board of directors characterizes:

(1) number of directors. The board is composed of 7-13
persons, especially 9-13 is preferred ;

(2) the ratio of independent directors. 1/3 is preferred;

(3) the range of equity and salary incentive. The more directors
receives incentive the higher ensuring the earnings quality;

(4) the board controlling. Restricted as well as concentrated
board controlling is preferred ;

(5) whether conditions, such as the change of board chairman,
the frequency of board meetings and deficits, exist, which may imply
the earnings quality deteriorating.

Thus, to improve earnings quality, we should pay attention to the
enhancement of board governance. By completing the health
mechanism and strengthening the rational use of incentive mechanism,
we can combine the system restriction and entrepreneurship
organically, and improve earnings quality ultimately. It can be
summarized as three points;

(1) we should make further optimization of the structural
adjustment of the board to provide restriction mechanism both inside

and outside for improving board governance efficiency;



(2) we should improve the operational mechanism of the board ,
and make the professional committee function well in corporate
governance ;

(3) the internal restrictive system of the board should be
established.

Key words:Board of Directors,Governance , Earnings Quality
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