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ABSTRACT

The purpose of this paper is to study the effect of the audit committee (presence, expertise, independence, size and activity) on earnings management
of Tunisian commercial banks. We selected a sample of ten Tunisian commercial banks examined over the 2001-2014 period. The regression models
are estimated using the “Panel corrected standard errors” method of Beck and Katz (1995). Our empirical results highlight the effective role of the audit
committee’s expertise in mitigating discretionary practices. However, the number of meetings, which is less than the standard required by regulatory
authorities, does not have a significant disciplinary effect on earnings management practices. Results also report that Audit committee’s independence

and size have positive effects on earnings management in our sample.
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1. INTRODUCTION

The early 2000s financial scandals questioned the efficiency
of internal governance mechanisms. Professional reports and
regulatory commissions have grown in number internationally
(Treadway in the United States, 1987, Cadbury in the
United Kingdom, 1992, Viénot in France, Toronto Stock Exchange
Report in Canada) to recommend the introduction of specialized
committees (including the audit committee) within any corporate
organism (Piot and Kermiche, 2009). According to Wirtz (2005),
the purpose of these recommendations was to ensure a more
adequate control of managers for the benefit of shareholders. Such
a control would reduce earnings management and reassure users
of financial information.

Such measures found their ground in governance theory, which
supports the idea that to discipline managers, who are by nature
opportunistic, firms may use internal and external disciplinary
mechanisms. Accordingly, the Sarbanes-Oxley Act (2002) and
the 8" European Directive have valued the role of the Audit
Committee. Indeed, they called for setting up an audit committee

International Journal of Economics and Financial Issues | Vol 8 « Issue 2 « 2018

and lay down strict rules on its structure, powers and functioning.
According to these provisions, this committee is responsible for
facilitating the supervision of managers’ control.

Kalbers and Fogarty (1998) indicate that the regulatory creation of
the audit committee, in several contexts, has been an opportunity
for researchers to test this governance mechanism’s contribution
and efficiency in mitigating the problem of earnings management.
Other authors, like Menon and Williams (1994), have gone
further in their reasoning and argue that the mere existence of
the audit committee is not a guarantee of the Board’s efficiency
in improving its control function. At this level, Piot and Kermich
(2009) conclude that efficiency of the audit committee depends
on its own characteristics. However, exploring even further the
literature, we found countless perspectives on the issue. According
to Habbash (2011), Agrawal and Chadha (2005), Dhaliwal et al.
(2010) and Johnstone and Rupley (2011), independence of the
audit committee does not always limit discretionary managers.
More over, Felo et al. (2003), Abbott et al. (2004), Bédard et al.
(2004), Liu et al. (2011), Moses (2016) and Lin et al. (2006) show
that expertise, size and number of committee meetings do not
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always minimize banks’ fraudulent practices. Such differences,
theoretical and empirical, led us to question the role of setting
up audit committees (independent, competent, active, large
size) within Tunisian commercial banks in mitigating earnings
management.

Like Ben Othman and Mersni (2016) , we will try to examine
the effect of the audit committee’s characteristics on mitigating
earnings management of a sample of Tunisian commercial banks.
We believe that our contribution touches on the choice of the
Tunisian context, which remains an almost unexplored context.

To this end, using panel data, we examined a sample of 10
Tunisian commercial banks over a 14-year period stretching
from 2001 to 2014. To test the effect of the audit committee on
earnings management of Tunisian commercial banks, we proceed
in two steps. The first step examines the determinants of loan loss
provisions (LLP). For this purpose, we test a first model inspired
by Ben and Mersni (2016). Once we determine total provisions,
we move on to the second step, which seeks to test the effect of
the audit committee’s characteristics on earnings management of
the banks under study. Then, we will test a second model inspired
by Ben and Mersni (2016), where the dependent variable is the
amount of discretionary loan loss provisions (DLLP) calculated
through the first regression.

This paper is then structured as follows: In the second section,
we present the theoretical foundations on the need to set up an
audit committee in banks and our research hypotheses. The third
section presents the research methodology. In the fourth section,
we present the results and the last section concludes the paper.

2. REVIEW OF THE LITERATURE AND
THE RESEARCH HYPOTHESES

According to Kalbers and Fogarty (1993), an audit committee
is said to be efficient if it has the skills enabling it to perform
the supervision of internal audit and control, external audit
and financial statements. However, according to the review
of the literature, studies on the effect of the audit committee’s
efficiency on earnings management are inconclusive. The
first aspect that has been the subject of a strong theoretical
and empirical controversy is the independence of the audit
committee. Reviewing previous studies testing the relationship
between independence of the audit committee and earnings
management, we found mixed results. Indeed, some studies, like
those of Klein (2002) and Ben (2014), highlight the negative
effect of committee independence on earnings management,
while others like those of Piot and Janin (2007) and Baccouch
et al. (2013) rather confirm the positive relationship. Finally,
another research trend, Habbash (2011) in particular, rejects
this positive relationship.

In this study, like in McMullen (1996) and Abbott et al. (2004),
we expect a negative relationship between independence of
audit committee members and earnings management of Tunisian
commercial banks. We believe that such a negative relationship

would offer some efficiency to the audit committee’s control
mission. Hence we formulate our first hypothesis:

HI1: Independence of audit committee members has a negative
effect on DLLP of Tunisian commercial banks.

In addition to this first relationship, other studies have instead
focused on a second aspect of the audit committee, namely the
expertise of its members. Reviewing previous research, we found
mixed results on the nature of the contribution of the expertise of
audit committee members in mitigating earnings management.
Badolato et al. (2014) found that the audit committee’s expertise
correlates with a low managerial discretion. Liu et al. (2011)
also found a negative and a significant relationship between
audit committee’s expertise and earnings management. Bédard
et al. (2004) and Carcello et al. (2006), operationalizing financial
expertise by the existence of at least one financial expert in line
with the RBC provisions, found a negative effect of financial
expertise on earnings management. In the same vein, Lin and
Hwang (2010) and Ghosh et al. (2010), also argued for the
positive role of audit committee’s expertise in mitigating earnings
management. Similarly, Abernathy et al. (2015) found a positive
and a significant relationship between accounting expertise of audit
committee members and the timeliness of financial reporting. Qin
(2007) shows that the presence of Type I experts (accountants,
expert accountants, auditors, CFOs and supervisors) in the audit
committee is highly important because it generates a high return-
to-earnings relationship and thus leads to improving accounting
earnings quality. Nevertheless, the same author shows that the
presence of Type Il experts (the Chief Executive Officer, financial
analysts and bankers) has no impact on financial information
relevance.

Some authors, however, found no relationship between expertise
and earnings management. For instance, Abernathy et al. (2013)
did not find a significant relationship between non-accounting
financial expertise (i.e. monitoring expertise) and of forecasts
accuracy or dispersion. Similarly, Lin et al. (2006) found no
relationship between audit committee’s expertise and accounting
manipulation.

In this study, like Bédard et al. (2004) and Lin and Hwang (2010),
we expect a negative relationship between audit committee’s
expertise and earnings management of Tunisian commercial
banks. We believe that the extent of accounting expertise or even
an expertise in related areas can be a factor behind the committee’s
efficiency, allowing it to be more rigorous and accurate. Hence,
we formulate our second hypothesis:

H2: Expertise of audit committee members has a negative effect
on the DLLP of Tunisian commercial banks.

A third aspect that has been subject of scrutiny is how the audit
committee functions in terms of the number of meetings held.
Referring to Abbott et al. (2004), who examined a sample of 176
US firms over the 1991-1999 period, we expect that the number
of audit committee meetings, a measure of member diligence,
positively affects financial reporting quality. Similarly, Vafeas
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(2005) confirms the positive relationship between the numbers
of audit committee meetings and disclosed financial information
quality. Moreover, Xie et al. (2003) found that the higher the
number of meetings, the more limited accounting manipulation.

However, Liu et al. (2011) found a positive and a significant
relationship between the number of audit committee meetings
and earnings management. However, Lin et al. (2006), they found
no significant relationship between audit committee’s meetings
frequency and disclosed financial information quality.

In conclusion, like Abbott et al. (2004) and Lin and Hwang (2010),
we expected the sign of the relationship between audit committee’s
meetings frequency and earnings management of Tunisian
commercial banks to be negative as strong diligence allows for a
highly active control and an efficient financial reporting process.
Hence, we formulate our third hypothesis:

H3: Audit committee meetings frequency has a negative effect on
the DLLP of Tunisian commercial banks.

The last aspect of the audit committee is its size. A review of
the literature on the impact of audit committee size on earnings
management enabled us to distinguish three research trends: One
that affirms the positive effect of audit committee size on earnings
management, one that attests to its negative effect, while the last
one shows no effect.

Yang and Krishnan (2005) confirmed the negative effect of
committee size on accounting manipulation. This amounts to saying
that the higher the size, the lower manipulation. Carcello et al.
(2006) also showed that the effect of committee size on reducing
accounting irregularities or manipulating earnings is significant.

However, Xie et al. (2003) found no correlation between audit
committee size and discretionary accruals. Davidson et al. (2005)
found a positive but a non-significant relationship between audit
committee size and discretionary accruals.

Like Yang and Krishnan (2005) and Carcello et al. (2006), we
expected the sign of the relationship between audit committee
size and earnings management of Tunisian commercial banks to
be negative. Hence, we formulate the following hypothesis:

H4: Audit committee size has a negative effect on the DLPP of
Tunisian commercial banks.:

3. RESEARCH METHODOLOGY

3.1. The Sample

In order to test the effect of the audit committee on earnings
management of banks, we examine a sample of ten Tunisian listed
commercial banks. In fact, these banks hold most of the assets of
Tunisian banks (more than 80% of the total assets of commercial
banks) and they account for 88% of the granted total loans'. The
study period stretches from 2001 to 2014, totaling 140 observations.

1 According to the report 2009 of the MAC intermediary.
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In fact, in Tunisia, the regulatory authorities have put in place
several measures to strengthen internal control mechanisms, in
particular the accounting organization standard and the internal
control system for banks (accounting standard no. 22). The
purpose of this standard was to recommend the establishment of
audit committees in Tunisian credit institutions, to be affiliated
with the board of directors. Later, Act 2001-65, put into effect
this recommendation. In fact, this provision is the first - in the
Tunisian context —to set up the audit committee, which remains
little known and neglected. Article 34 of Law 2001-65 on credit
institutions in Tunisia stipulates that the audit committee should
be entrusted with “reviewing and giving its opinion on the annual
report including the financial statements of the institution before
being sent to the Board of Directors or the Supervisory Board
for approval.”

In addition, by implementing Article L.823-19 of the Trade
Code, the Board of Directors will determine the structure of
the Audit Committee, where the number of members is not
defined. However, according to the Financial Markets Authority,
a minimum of three members is required. The latter should be
members of the board, but do not perform executive functions.
Such provisions clearly established a degree of independence for
the audit committee’s members. In addition, two requirements
have been put forward for at least one of the audit committee’
members: To have special accounting and financial expertise and
to be independent.

3.2. Regression Models

McNichols and Wilson (1988) were the first to emphasize the
notion of specific accruals that best adapts to specific industries
such as banks and insurance companies. Kanagaretnam (2004),
Cornett et al. (2008, 2009), Kim et al. (2015) and Liu et al.
(2011), among others, have also used LLP as the main variable
representing the specific accruals of banks.

LLP will be broken down into two components: The normal or the
non-discretionary component (LLPND) that depends on regulatory
requirements and residuals that reflect the discretionary component
of that variable (LLPD).

Total provisions (LLP) = Non-discretionary provisions
(LLPND) + Discretionary provisions (LLPD)

To examine the relationship between discretionary provisions
and audit committee’s characteristics of Tunisian commercial
banks, we followed the approach of Ben and Mersni (2016). We
chose the two-stage approach. The first step is to estimate total
provisions by identifying the normal component of provisions
(the non-discretionary component). In the second step, the
residual of the first regression representing the discretionary
component is calculated by the difference between the total and
non-discretionary provisions.

Total provisions equation is as follows:

LLP = f (non-performing loans, change in non-performing loans,
change in loans)
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Our approach begins with estimating total provisions to obtain the
estimators of the coefficients o, o, 0., and, which will enable us
to calculate the discretionary provisions for each year.

Model 1:
LLP, =ec o< NPL +oc ANPL +e< ALOAN +¢, (1)

LLP,: Loan loss provisions of bank i in year t by total loans of
year t—1

NPL, _,: The opening balance of non-performing loans of bank i
at date t—1 divided by total loans of year t—1;

ANPL, : Change in non-performing loans of bank i in year t divided
by total loans of year t—1;

ALOAN, : Change in loans of bank i in year t divided by total
loans of year t—1;

g,: The residual of the equation which represents the discretionary
provisions of bank i in year t.

The second step is to calculate non-discretionary provisions
(LLPND) as follows:

LLPND;, =, + ¢, NPL; + &, ANPL, + dc; ALOAN;, (2)
With

&, %, %, and &, are estimators of the coefficients of equation 1;
LLPD,, =¢;, =LLP, - LLPND,

ie.

LLPD,, = LLP, — [, + d&, NPL; + &, ANPL + & ALOAN;,
3)

With

LLP,: Loan loss provisions of bank i in year t divided by total
loans of year t—1;

LLPND,: Non-discretionary loan loss provisions of bank i in
year t;

LLPD,: Discretionary loan loss provisions of bank i in year t;

NPL, _,: The opening balance of non-performing loans of bank i
at date t—1 divided by total loans of year t—1;

ANPL, : Change in non-performing loans of'bank i in year t divided
by total loans of year t—1;

ALOAN,: Change in loans of bank i in year t divided by total
loans of year t—1.

Finally, in order to test our four hypotheses, which examine
the effect of audit committee’s characteristics on earnings
management of Tunisian commercial banks, we will test a second
model strongly inspired by that of Ben and Mersni (2016). The
dependent variable is the amount of discretionary provisions. The
independent variables represent the different characteristics of
the audit committee: Independence of audit committee members
(INDCA), expertise of the audit committee (EXPER), number
of audit committee meetings (REUN) and size of the audit
committee (TAILCA), which seem to likely influence discretionary

provisions. The control variables used in this model are: Return
on assets, bank size (LASSET), audit quality (BIG) and bank age
(AGE). Our model will take the following form:

LLPD = f (audit committee characteristics, control variables)
Model 2:

LLPD =B +B INDCA. +B,EXPER +B,REUN +B,TAICA
+B,ROA +B,LASSET, +B,BIG, +B,AGE, +¢, (6)

With

LLPD,: Discretionary loan loss provisions of bank i in year t;

INDCA,: Percentage of independence of audit committee members
of bank i in year t;

EXPER : Percentage of accounting and/or financial experts in the
audit committee of bank i in year t;

REUN.: The number of meetings per year held by the audit
committee of bank i in year t;

TAICA, : The number of members in the audit committee of bank
iinyeart;

ROA : Return on assets of bank i in year t;

LASSET,: Size of bank i in year t;

BIG,: The external auditor belongs to the Big 4 group of bank i
in year t;

AGE,: Age of bank i in year t;

g, Error term.

4. THE RESULTS

4.1. Descriptive Statistics

The results, reported in Table 1, show that, on average, the studied
Tunisian commercial banks’ allocations to total provisions represent
2.7% of total loans with a maximum of 15.98%. These results
slightly replicate those of Taktak and Elleuch (2010) on a sample
of 10 Tunisian banks (an average of 2.36%) and those of Quttainah
et al. (2013) who found lower total provision in their sample.
This finding is similar to that found by Ozili (2015) on a sample
of Nigerian banks in the post-IFRS period (2009-2013) where
the average provisions for loan losses is 2% and the maximum
is 16.8%. However, this result is somewhat different from that of
Cornett et al. (2009) on a sample of 593 US banks where average
provisions to total provisions is 0.52% with a maximum of 4.67%.
Standard deviation of provisions to total loans is 2.68%, indicating
similarity in LLP practices between banks in our sample.

Moreover, the results show that, on average, non-performing loans
(NPL) represent 17.32% of total loans with a maximum of 64.60%.
This indicates that Tunisian commercial banks display a relatively
high rate of classified receivables, a fact that increasingly indicates
the usefulness of the audit committee. This result is relatively close
to that of Olson and Zoubi (2014) on GCC banks?, who also found
fairly high loss rates, with an average of 7.5 % and a maximum
value of 51.78%. The standard deviation of NPL to total loans is
14.97%, pointing to a small variation around the mean.

2 The GCC consists of 6 States: Saudi Arabia, Oman, Kuwait, Bahrain,
United Arab Emirates and Qatar.
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Table 1: Descriptive statistics of the first model

Variable LLP NPL ANPL ALOAN
Mean 0.027186  0.1732123 0.013004 0.0921152
Min 0.0000167  0.0000802  —0.1154509  0.0270438
Max 0.1598903  0.6460603  0.1766946  0.3066719
Standard 0.0268898  0.1497344  0.0438628  0.0600232
deviation

Observation 140 140 140 140

LLP: Loan loss provisions, NPL: Opening balance of non-performing loans divided total
loans, ANPL: Change in non-performing loans divided by total loans, ALOAN: Change
in loans divided by total loans

As for the change in NPL, the results show that, on average, the
Tunisian commercial banks register a change of 1.3% with a
maximum of 17.66%. It also seems that this change is positive
and consequently it follows an upward trend from one year to
another. This last finding only reinforces the idea that establishing
an audit committee in Tunisian banks is a necessary move. This
result is in line with that of Fernando and Ekanayake (2015)?
who found an average change in NPL of 0.68% in their sample
of small private banks in Sri Lanka. The standard deviation of the
change in NPL is 4.38% indicating a rather low dispersion of this
variable in our sample.

Finally, as for change in loans, the descriptive statistics point to
the important role that commercial banks could play in financing
the Tunisian economy, which is a debt-based economy. Indeed,
the results indicate that loans increase, on average, by 9.21% with
a maximum of 30.66%. This finding, replicating that of Fernando
and Ekanayake (2015) on the Sri Lanka banking market, may
indicate that the risk of earnings management is real.

Table 2 reports the descriptive statistics of the variables used
to examine the effect of audit committee’s characteristics on
earnings management over the 2001 to 2014 period. The results
show that average discretionary provisions is —6.96e-12, with
a maximum of 13.01% and a minimum of —3.29%. The results
of the descriptive statistics on the independence of the audit
committee vary between 0 and 1 with an average of 54.47%.
These results, similar to those of Atilgan and Giines (2016), led us
to conclude that the Tunisian banks in our sample tend to follow
the good governance practice guide recommending that at least
one of the members of the audit committee be independent, and
if necessary, the leadership of this committee could be entrusted
to an independent director.

Moreover, the results of the descriptive analysis on the
expertise of the audit committee show that, on average, the
audit committees in our sample consist of 37.08% financial or
accounting experts. This is in line with the legal provisions in
Tunisia (2011)* which require that at least the chairman of the
audit committee should have a qualification and expertise in
the financial and accounting field and that the structure of the
committee should match the qualifications of its members to
the required powers. This result is relatively close to that of
Badolato et al. (2014), who found an average expertise of the
audit committee in their sample of 57%.

3 Average change in loans reaches 8.37%.
4 Circular no 2011-06 to credit institutions.
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As for audit committee size as measured by the logarithm of the
total number of directors in the committee, the results show that
it varies between 0.69 and 2.07, with an average of 1.46. Thus, it
seems that Tunisian banks slightly follow the recommendations
on the good governance practices guide which stipulates that
the audit committee should consist of a minimum of three
directors. This result is similar to that of Salloum et al. (2014)
who (measuring committee size by the number of its members)
found that on average, Lebanese banks include 4 members on
their audit committees (between 2009 and 2011). This finding also
corroborates that of Atilgan and Giines (2016), who found that the
average audit committee size of banks in Turkey is 2.28 and that
of UK banks is 4.46 during the 20062010 period.

As for the number of audit committee meetings, the descriptive
statistics show that the average number of audit committee
meetings of Tunisian commercial banks is almost 4 (3.98) times
per year, with a minimum of 2 and a maximum of 7 meetings per
year. This result falls somewhat short of the legal requirements.
Indeed, according to the circular of the law no 2011-06 on credit
institutions, audit committees should meet at least six times a year
and whenever their chairmen deems it useful.

4.2. The Results and their Discussion

To test the two regression models, we use the “panel corrected
standard errors” method of Beck and Katz (1995). This method is
preferred to the generalized least squares (GLS) method, because
it overcomes heteroskedasticity and autocorrelation problems and
thus yields more robust and reliable results (Beck and Katz, 1995).

The results of the first model by the GLS (panel corrected) method
are presented in Table 3.

The regression results show that non-performing loans (NPL) and
change in loans (ALOAN) have positive and significant effects
on the banks’ total provisions. This latter finding, in line with that
of Kanagaretnam (2004), indicates that LLP increase as NPL and
change in loans increase. Accordingly, the intermediary practices
in the Maxulla stock exchange indicate that starting from 2003,
provisioning Tunisian banks has steadily increased. This can
be explained by the desire of the Tunisian banking system to
upgrade itself to better prepare for the imminent entry of foreign
institutions in 2008.

The results of the second model by the GLS (panel corrected)
method are presented in Table 4.

Contrary to our first hypothesis, the results of this regression point
to a positive and a significant relationship between independence
of audit committee members and discretionary provisions. This
result suggests that independent audit committee members are
not enough or even efficient in controlling disclosure quality. On
the contrary, their presence makes it possible to increase earnings
management.

This positive effect of independent audit committee members
on earnings management of Tunisian banks can be explained by
management discretion theory, which assumes that managers have
such an excessive power over firm resources so that in some cases
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Table 2: Descriptive statistics of variables representing the audit committee

Variable Mean Min Max Standard deviation Observation
LLPD —6.96e-12 —0.0329875 0.1301552 0.0257245 116
INDCA 0.544741 0 1 0.38278717 116
EXPER 0.370833 0 0.8 0.32830170 116
TAICA 1.462373 0.693147 2.079442 0.3412908 116
NREU 3.9827586 2 7 1.27164911 116

LLPD: Discretionary loan loss provisions; INDCA: Audit committee independence, EXPER: Audit committee expertise, TAICA: Audit committee size, NREU: Number of audit

committee meetings

Table 3: Results of the regression of the first model

Variable Coefficient Std. Err 4 P>z [95% Conf. interval]

NPL 0.0396327 0.0146796 2.70 0.007*** 0.0108611 0.0684043
ANPL 0.050814 0.0501121 1.01 0.311 —0.0474039 0.149032
ALOAN 0.0711009 0.0362552 0.050 0.050%** 0.000042 0.1421597
Constant 0.0131109 0.0047612 2.75 0.006 0.0037792 0.0224426

NPL: Opening balance of non-performing loans divided by total loans, ANPL: Change in non-performing loans divided by total loans, ALOAN: Change in loans divided by total
loans.***Significant at 1%, **Significant at 5% and *Significant at 10%

Table 4: Multiple regression of the effect of audit committee characteristics on earning management

Variable Coefficient Std. Err. z
INDCA 0.0191152 0.0065236 2.93
EXPER —0.0153956 0.0078879 -1.95
TAICA 0.0022652 0.0066811 0.34
NREU 0.0023647 0.0017199 1.37
ROA —0.3310189 0.173532 -1.91
LASSET —0.0272084 0.0038804 =7.01
BIG —0.0074989 0.0048536 —1.55
AGE —0.0158348 0.0066064 —2.40
Constant 0.4567044 0.059121 7.72

P>|z| [95% Conf. Interval]
0.003%** 0.0063291 0.0319013
0.051* —0.0308557 0.0000644
0.735 —0.0108295 0.0153599
0.169 —0.0010063 0.0057357
0.056* —0.6711354 0.0090977
0.000%** —0.0348139 —0.019603
0.122 —0.0170117 0.0020139
0.017%* —0.028783 —0.0028865
0.000 0.3408294 0.5725793

INDCA: Audit committee independence, EXPER: Audit committee expertise, TAICA: Audit committee size, NREU: Number of audit committee meetings, ROA: Return on assets,
LASSET: Bank size, BIG: External auditor belongs to the Big 4, AGE: Bank age. ***Significance at 1%, **Significance at 5% and *significance at 10%

they could undermine the control executed by the independent
audit committee members. The latter result can be taken under the
“strategic alignment” hypothesis, which assumes that independent
members could cooperate and collaborate with managers in order
to secure mutual benefits for both parties (managers and members).
In summary, like in Brickley et al. (1997), Piot and Janin (2007)
and Baccouche et al. (2013), our results challenge both the
predictions of agency and Stewardship theories’. Indeed, it seems
that the presence of independent audit committee members is not
considered useful to solve earnings management problem. This
latter finding was also validated by Klein (2002) and Habbash
(2011). However, our results differ from those of Vafeas (2000,
2005), Anderson et al. (2004), Carcello et al. (2006), Liu et al.
(2011), Woidtke and Yeh (2013) and Ntim and Soobaroyen
(2013), who argued that audit committee independence is a good
governance mechanism that reduces earnings management.

As for the audit committee expertise, the results of our regression
show a significant and a negative effect of audit committee
expertise of Tunisian banks on discretionary provisions. Indeed,
compliance with the requirement of including expertise in the
audit committees of Tunisian banks (37% on average) proved
to be an effective means of limiting managers’ discretionary
practices. These results confirm our second hypothesis, and agree

5 According to this theory, the manager is not opportunistic by default and
looks for the good of the firm.

with those of Vafeas (2005), Carcello et al. (2006), Qin (2007)
and Ittonen et al. (2015), who found that the presence of expert
members correlates with lower discretionary provisions. These
results are also in line with those of Badolato et al. (2014) who
found that expertise of the audit committee correlates with lower
managerial discretion. However, this finding contradicts that of
Linetal. (2006), Liu et al. (2011) and Abernathy et al. (2013) who
rejected this relationship and the role of audit committee expertise
in reducing accounting manipulation.

Referring to the regression results of our second model,
audit committee practices do not have a significant effect on
discretionary provisions. This leads us to conclude that the number
of audit committee meetings of Tunisian banks, which is below
the recommendations of the Good Governance Practices Guide
(a minimum of 6 meetings per year), is not an effective means to
control and limit discretionary provisions. These results, which
are similar to Bédard et al. (2004), Lin et al. (2006) and Moses
(2016), indicate that audit committee practices as measured by
the number of its meetings do not contribute to reducing the
discretionary behavior of Tunisian managers. Indeed, if the number
of meetings is low, the audit committee cannot complete its mission
successfully (Menon and Williams, 1994).

As for audit committee size, our results indicate that discretionary
provisions are less sensitive to audit committee size. Indeed, it
seems that “TAICA” has a non-significant effect on discretionary
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provisions. These results, which lead us to reject our fourth
hypothesis, seem to indicate that audit committee size of banks
does not affect managers’ discretionary behavior. Like Chtourou
and Ben Hassine (2006), we may explain these results by the
fact that Tunisian banks in general are characterized by a weak
control culture and that the audit committees of these banks are
not powerful tools. Our results are also similar, to those of Felo
et al. (2003) and Xie et al. (2003), who argue for no relationship
between audit committee size and financial accruals. However, our
results reject those of Anderson and al. (2004), and Al Najjar and
Hussainey (2011) who argued for the efficiency of audit committee
size in auditing financial statements and subsequently in reducing
earnings management.

This result can be explained by agency theory. Indeed, the
proponents of agency theory defend the idea that dominance of
managers is all the more favored by increasing board and audit
committee size. In fact, the management perspective suggests that,
in order to push through their proposals, these managers work
towards reducing audit committee involvement by increasing its
size. A large size can trigger conflicts and coalitions that reduce
the involvement of decision-makers and increase managers’
margin to maneuver. A large size also favors the manipulation of
evaluations issued by administrators (Mintzberg, 1983). According
to Davidson et al. (2005), small committees oversee better than
larger committees. Indeed, audit committees with a few members
tend to be more participative than larger ones. Pincus et al.
(1989) also believe that large audit committees lose their focus
and become less participative than smaller ones. This finding is
in line with that of Hamdan et al. (2013) who showed that audit
committee size negatively relates to earnings quality.

In addition to agency theory, decision-making theory seems to
explain the positive relationship between audit committee size
and earnings management. This theory indicates that board or
committee size may slow down the decision-making process,
thus giving an additional discretion to managers who may manage
earnings in a desired direction. Other things being equal, the
decision-making process would be more effective with a small
committee size.

Table 4 shows that accounting performance has a significant and
a negative effect on discretionary provisions. These results are
consistent with those of Cohen et al. (2002) and Kothari et al.
(2005) showed that earnings management is more frequent in
underperforming firms. As for external audit quality measured
by belonging to one of the BIG 4 firms, it shows a negative but
a non-significant effect on discretionary provisions of Tunisian
banks. This indicates that Tunisian banks’ use of BIG4 external
auditors did not result in disciplining discretionary practices,
particularly provisions. This governance mechanism is still shy
about its role in controlling managers’ opportunistic behavior and
limiting earnings management. The findings are similar to those of
Wright et al. (2006) who found that external auditors cannot limit
managers’ self-oriented behavior. In the United States, earnings
management is more aggressive as auditors are appointed by the
board of directors, while British auditors are appointed directly
by shareholders. However, these results differ from those of Chen
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etal. (2011), Francis et al. (2013) and Taktak and Mbarki (2014),
among others.

Finally, the regression results indicate that bank age has a negative
and a significant effect on discretionary provisions. Like in
Clarkson (2000) and Clarkson et al. (2003), this suggests that
experience helps to discipline managers’ discretionary behavior.

5. CONCLUSION

This paper examined the effect of audit committee characteristics
(independence, expertise, meetings and size) on earnings
management of Tunisian banks. Our results indicate that expertise
of the audit committee’s members has an important effect on
discretion. However, the frequency of audit committee meetings,
which is below the standards required by regulatory authorities,
does not have a disciplinary effect on discretionary practices.
Similarly, committee size, although it complies with the standards
required by law, did not play a significant role, thus raising the
question about the control culture of Tunisian banks, which is by
nature poor, and highlighting the weakness of this mechanism.
As for the independence of audit committee members, although
it is on average close to 54% in our sample, it is a source of
inefficiency because it has a positive and a significant effect on
earnings management.
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